Cambridgeshire Pension Fund

Investment Strategy Statement (Published 5 April 2018)

Introduction and background

This is the Investment Strategy Statement (“ISS”) of the Cambridgeshire County Council Pension
Fund (“the Fund”), which is administered by Cambridgeshire County Council, (“the Administering
Authority”). The ISS is made in accordance with Regulation 7 of the Local Government Pension
Scheme (Management and Investment of Funds) Regulations 2016 (“the Regulations”) and
supersedes all previously published Statement of Investment Principles.

The ISS has been prepared by the Pension Fund Committee (“the Committee”) having consulted
on the contents of the Fund’s investment strategy with such persons it considers appropriate. The
Committee acts on the delegated authority of the Administering Authority.

The ISS, which was approved by the Pension Committee on 29 March 2018, is subject to periodic
review at least every three years and without delay after any significant change in investment
policy. The Committee has consulted on the contents of the Fund’s investment strategy with such
persons it considers appropriate.

The Committee seeks to invest in accordance with the ISS, any Fund money that is not needed
immediately to make payments from the Fund. The ISS should be read in conjunction with the
Fund’'s Funding Strategy Statement which can be found at
http://pensions.northamptonshire.gov.uk/wp-
content/uploads/2016/12/CambridgeshireFundingStrategyStatement2016.pdf .

Objectives of the Fund

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, on a defined benefits basis. Pensions and benefits will be met by
contributions, asset returns and income.

The Pension Fund Committee works to endeavour that, in normal market conditions, all
accrued benefits are fully covered by the value of the Fund's assets and that an
appropriate level of contributions is agreed by the employer to meet the cost of future
benefits accruing.

The Fund is subject to an actuarial review every three years, in preparation for which the
Fund, in conjunction with the Fund’s Actuary and taking investment advice, prepares a
Funding Strategy Statement (FSS) that sets out the strategy to ensure the long-term
solvency of the Fund whilst recognising the need for a minimum (where possible and
subject to a level of prudence) and, stable level of employer contributions.

The Administering Authority runs the Cambridgeshire Fund, in effect the LGPS for the
Cambridgeshire area, to make sure it:

* Invests the contributions appropriately, with the aim that the Fund’s assets grow over time
with investment income and capital growth.
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Investment Beliefs

The strategy adopted by the Fund reflects the FSS requirements to invest surplus

contributions appropriately with the aim that the Fund’s assets grow over time with
investment income and capital growth by applying the following investment beliefs:

1.

The strategic asset allocation is the key factor in determining the risk and return profile of
the Fund’s investments and recognises that the Fund is a long-term, open scheme that has
an obligation to pay benefits that are linked to inflation. The Committee also takes into
account the covenant associated with the Fund’s employers in deciding how much risk is
appropriate.

Asset allocation and specifically the headline amounts invested in equities, fixed income
and alternatives, will drive risk and return levels.

Investing over the long-term provides opportunities to improve returns.
a. Asset classes that return over a reasonably long duration are suitable for this Fund.

b. The Fund has a policy of holding managers over the longer-term to reduce the
impact of transitions and believes in the benefits of compounded returns.

Equities are expected to generate returns above the growth of liabilities over the long-term
and have an indirect link to inflation.

a. The Fund predominately holds equities due to the belief that they will provide returns
above liabilities over the long-term and this helps to ensure that contributions remain
affordable.

Inflation linked UK Government bonds provide a high degree of liability matching and a
direct link to inflation.

a. Investments in government bonds are not held for return purposes but are held in
order to mitigate the risk that contribution rates need to increase significantly should
yields fall.

Non-Government bonds are expected to provide a return above governments bonds and
can provide some interest rate protection relative to the liabilities.

Alternative assets are expected to generate returns above liabilities over the long-term, can
have an inflation link, as well as providing diversification benefits.

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.

The Committee favours active management, where there are opportunities for active
managers to add value, increasing overall expected return net of fees.

10. Passive strategies provide low cost access to market returns.

11. Responsible Investment including Environmental, Social and Governance are important

factors for the sustainability of longer term investment returns.

12. Value for money is defined as recognising net return over absolute cost.
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Selecting a suitable strategy

The Pension Fund Committee is responsible for the Fund’s asset allocation which is determined
via a triennial strategy review as part of the valuation process, but is kept under regular review;
noting that strategic changes are an evolutionary process.

The triennial review looks at both qualitative and quantitative analysis, covering the following, which
are expanded upon later in this statement:

« The required level of return that will mean the Fund can meet its future benefit obligations
as they fall due

e The level of risk that the Fund can tolerate in absolute terms, and in relation to its funding
level and deficit

» An analysis of the magnitude of the various risks facing the Fund is established in order
that a priority for mitigation can be determined

The desire for diversification across asset class, region, sector, and type of security

The Committee utilises a wide range of professional support such as an investment consultant and
the Fund’s Actuary.

As noted above, the Fund’s objective is to pay benefits as they fall due and this requires the build-
up of sufficient reserves in advance. The Fund is currently assessed to have a deficit in terms of
the reserves needed and so the asset strategy is focused on achieving returns in excess of
inflation, without taking undue risk. Having a thorough understanding of the risks facing the Fund
is crucial and these are covered later in this statement.

The Fund’s current investment strategy is set out below reflecting agreed changes made in the
2017/18 financial year with particular emphasis around the ACCESS pool’'s passive investment
mandate. The investment strategy review will continue into the 2018/19 financial year with
adopted changes being reported as appropriate. Set out below therefore is the current position that
will likely evolve as part of the forthcoming review.

Asset class Target allocation % Tolerances%
UK equities 12.0%
Global equities 53.0%
Equities 65.0% 60.0% - 70.0%
Government Bonds 5.0%
Non-Government Bonds 7.0%
Fixed Income 12.0% 9%-15%

Property 10.0%
Private Equity 5.0%
Infrastructure 5.0%
Loans 3.0%

Alternatives 23.0% 18.0% - 28.0%
Total target Allocation 100.0%
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The tolerance ranges allow for the long-term natural deviation from the strategic percentage
allocation due to differential relative performance of each investment type. Exceeded tolerances
will be reported in the quarterly performance report to the Investment Sub Committee.

At 31 March 2016, the expected return of this portfolio was 4% per annum equivalent to the
discount rate calculated upon the return on long-dated gilts of 2.2% p.a. plus an asset out
performance assumption of 1.8% p.a. Further details on the Fund’s risks, including the approach
to mitigating risks, is provided in the following section.

Risks

The Committee assesses risks both qualitatively and quantitatively, with the starting point being the
triennial strategy review. Risks are considered, understood and then prioritised accordingly.
Investment Risks

The Committee uses Risk Attribution Analysis to determine the order of magnitude of the main
investment risks the Fund is facing. The chart below shows the VaR (Value at Risk, essentially the
losses that would occur in a 1-in-20 event) facing the Fund, split into major risk categories.

Value-at-Risk (1 Year, 95%)
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As an additional illustration of risk, the table below shows how a range of events could impact the
Fund:

Event Event movement mpact on Deficit
Fall in equity markets 20% fall in equities £376m

3% underperformance
from all active managers

Active Manager underperformance £61m

As shown in both the Value-at-Risk attribution chart and the table above, the most significant risk
that the Fund is running is in relation to interest rates and inflation. It is important to stress that
whilst not immaterial, the risks being run by the use of active management is far smaller.
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Liabilities (interest rate and inflation)  — The largest risk that the Fund faces is in relation to
interest rates and inflation. The investment strategy recognises this and looks to increase the
allocation to assets that provide protection against falling rates and rising inflation expectations
when affordable to do so, which is considered appropriate in the context of the Fund’s position as a
long-term investor.

Equities — Should equity market conditions deteriorate significantly this will have a negative impact
on the funding level. The Fund holds equities in order to provide the necessary returns to ensure
that the Fund remains affordable. The Committee believes that the extra returns that are expected
to be generated by equities compensates the level of risk equities bring to the Fund, but does
believe in diversification, and looks to mitigate equity risk by investing significantly in bonds and
alternatives.

Alternatives — The Fund has a significant amount of assets allocated to a range of alternatives,
with allocations to property and private equity, amongst others. The risks that these investments
bring at an individual level is not insignificant however the Committee believe that over the long-
term alternatives will provide returns that compensate for the risks being run. Additionally the level
of diversification the assets provide helps to reduce the Funds reliance on returns from equities.
llliquid assets such as property and private equity are also a valuable source of income.

The Fund’s portfolio is well diversified across asset classes, geography and asset managers. As
different asset classes have varying correlations with other asset classes, the Fund by investing in
a range of different investments can minimise the level of risk run to a degree.

Passive Manager Risk — This is the simplest style of investment which places monies purely to
track indices with the associated risks of following the full effects of both positive and negative
market movements benefiting from the most economic of fee rates. This contrasts to active
management which is applied to smooth volatility and improve market returns albeit at higher fee
rates, the assumption being that the net return after fees is greater than pure passive
management.

Active Manager Risk — Active Investment Managers are appointed to manage the Fund’s
investments on its behalf in the expectation that they will outperform the market but also
recognising that their mandates may underperform passive managers. This risk is small relative to
other risks; however the Fund still addresses this risk. Extensive due diligence takes place before
managers are appointed. The investment managers are also monitored regularly by the
Investment Sub Committee, Officers and by the Fund’s Advisors. There is a risk is that net
performance underperforms a passive arrangement over the long-term.

Liquidity risk — It is recognised that there is liquidity risk in holding assets that are not readily
marketable and realisable. Given the long-term investment horizon, the Committee believes that a
degree of liquidity risk is acceptable, given the potential for accessing higher returns. The majority
of the Fund’s assets are realisable at short notice.

Exchange rate risk — This risk arises from unhedged investment overseas. The Committee
believes that a long-term investor can tolerate short term fluctuations in currency movements but
this policy will be reviewed at the next investment strategy review; particularly with reference to the
Fund’s equity portfolio.
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Demographic Risk

The Fund is subject to a range of demographic risks, but with particular reference to investment
strategy, the Committee is aware of the potential for the Fund to mature over time as the pensioner
liability increases. A mature pension fund is likely to take less investment risk over time and this is
considered at each strategy review. The more mature a pension fund, the more likely it is that
investments would need to be realised in order to pay benefits. The Fund is not in that situation at
present as cash inflows from contributions and investments are greater than benefit payments.
However, this situation is monitored regularly and formally as part of the actuarial valuation and
strategy review.

Cashflow Management Risks

The Fund is gradually becoming more mature and although it is cashflow positive after taking
investment income, managing cashflow will become an increasingly important consideration in
setting the investment strategy.

Governance Risks

The Fund believes that there is a benefit to the Fund to be gained from good governance in the
form of either or both of an increased return and/or decreased risk. Poor governance can lead to
opportunities and risks to be missed, and have a detrimental effect on the funding level and deficit.

Details of the Fund’'s governance structure can be found in the Governance Compliance
Statement.

Sustainable Responsible Investment Risks

The Fund recognises that effective management of Environmental, Social and Governance (“ESG")
issues, captured under the phrase “Sustainable Responsible Investment” (“SRI"), can enhance long-
term financial performance of investments, and therefore ESG factors should be a feature of
investment analysis and management. This aligns with the best interests of the Fund’s beneficiaries
and is consistent with fiduciary duty.

The Committee believes that engagement is key in relation to strong corporate governance, which
in turn will enhance returns. Details of the Fund’s policies can be found later in this statement.

Investment of money in a wide variety of investment s

The Fund will invest in a range of investments, diversified by type, class, geographical location and
market exposure.

Asset classes

The Fund may invest in quoted and unquoted securities of UK and overseas markets
including:

« Equities,

* Fixed interest and index linked bonds,

* Cash,

< Property and commodities, either directly or through pooled funds,
« Private Equity,

* Infrastructure,

* Debt,
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« Contracts for differences and other derivatives either directly or in pooled funds.

The Fund'’s target investment strategy is set out below. The table also includes the
maximum percentage of total Fund value that it will invest in these asset classes. In line
with the Regulations, the authority’s investment strategy does not permit more than 5%
of the total value of all investments of Fund money to be invested in entities which are
connected with that authority within the meaning of section 212 of the Local Government
and Public Involvement in Health Act 2007".

Allocation
Diversifier
Inflation Interest rate (from Liability
Factor linkage sensitivity Growth equities) Liguidity Matching
Deficit
Liability Liability reduction & Risk Cash flow Liability
Role % management | management | affordab ility | mitigation | management | management
12.0 Indirect link to
inflation over
UK equities the long-term N Y N Y N
53.0 Indirect link to
Global inflation over
Equities the long-term N Y N Y N
Index Linked 5.0
Gov't bonds Y Y N Y Y Y
7.0
Non-Gov't
Bonds N Y N Y Y Y
10.0 Indirect link to
inflation over
Property the long-term N Y Y N N
Private Equity 5.0 Y N Y Y N N
Infrastructure 5.0 Y N Y Y N Y
Loans 30 N Y N Y Y N
TOTAL 100.0
lliquidity
Budget
Inflation
Sensitivity
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The graph below illustrates the linkage of the asset allocation to the key investment risk factors
shown in the table above. The ongoing Investment Strategy Review will review the adequacy of
the strategy against these factor risks.

Linkage of strategic asset allocation to
each investment risk factor

100%
80%
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0% Elindirect linkage
@ Direct linkage
m O
0%
Inflation  Interest  Growth Diversifier Liguidity  Liability
linkage rate (from Matching
sensitivity equities)

Asset Pooling

Cambridgeshire is a member of the ACCESS pool along with the following 10 other pension funds:

East Sussex
Essex
Hampshire
Hertfordshire

Isle of Wight

Kent

Norfolk
Northamptonshire
Suffolk

West Sussex

All eleven funds are committed to collaboratively working together to meet the criteria for pooling
and have signed a Memorandum of Understanding to underpin their partnership (will be updated
for IAA). ACCESS is working to a project plan in order to create the appropriate means to pool

investments. The first investments to be pooled in 2018 will be passively managed investments.
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The ACCESS Funds have set out how they meet the pooling criteria, the pool’s structure,
governance arrangements and services to be shared in the submission made to the Government
in July 2016, which is available on ACCESS’s website http://www.accesspool.org/

All 11 ACCESS funds are working in the expectation that, over time, all investments will be pooled
apart from a minority of investments where there is a no value for money benefit to pooling a
specific investment as identified and agreed by an individual fund.

Investment pooling is intended to provide the scale that will enable LGPS funds to access lower
investment Manager fees and to deliver cost savings, mindful of the Fund’s Value for Money
objective which is defined as recognising net return over absolute cost. In the pooled investment
structure individual funds will remain responsible for their own investment strategy and asset
allocation decisions. The pool will be responsible for selecting a suitable number of Investment
Managers in order to meet the requirements of all of the funds’ investment strategies.

Cambridgeshire will not be pooling an allocation to local alternatives currently comprising interests
in the Cambridge & Counties Bank and The Cambridge Building Society. In addition the Fund is
exploring local economic development opportunities.

In addition Cambridgeshire will not pool cash held for the efficient administration of the scheme,
which is needed to manage cash flow to meet statutory liabilities including monthly pension payroll
payments.

Sustainable Responsible Investment Policy (Environm ental, Social and Governance)

The Committee considers the financial impact arising from Environmental, Social and Governance
(“ESG”) risks to be a fiduciary responsibility and an integral part of the risk assessment of any
investment, captured under the phrase “Sustainable Responsible Investment” (“SRI”). The
Committee recognises that effective management of SRI issues can enhance long-term financial
performance of investments and seeks to promote this through two key areas:

. SRI factors — considering the financial impact of environmental, social and governance
(ESG) factors on the long-term prospects of investments, with awareness of the growing
concerns around climate change.

. Stewardship and governance — Good governance can enhance the long-term performance
of companies, and this is encouraged by the Fund through considered voting of shares, and
engaging with investee company management as part of the investment process.

The Committee has directed investment managers to consider the effects of SRI issues on the
performance of a company when considering the acquisition, retention or realisation of
investments for the Fund.

The Fund recognises the benefits of working in collaboration with other investors to achieve its
aims. The Fund is a member of the Local Authority Pension Fund Forum (LAPFF) which is an
initiative that enables the Fund to work with other investors to understand the impacts of SRI
considerations on financial performance.

The Fund is committed to working with the ACCESS Pool Operator and fellow funds in ACCESS to
ensure that the Investment Managers appointed to the pool adopt the Fund’s SRI policies.

The Fund does not exclude investments in order to pursue boycotts, divestment or sanctions
against foreign nations and UK defence industries, other than where formal legal sanctions,
embargoes and restrictions have been put in place by the Government.
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Voting rights

The Fund believes that good stewardship can enhance long-term portfolio performance, and is in
the best interests of the Fund'’s beneficiaries and aligned with fiduciary duty. The Fund supports
the principles of the UK Stewardship Code (the “Code”) and is working with the Fund’s advisers
with the intention to sign up to the Code.

The Committee has delegated the exercise of voting rights to the investment managers on the
basis that voting power will be exercised by them with the objective of preserving and enhancing
long-term shareholder value. Accordingly, the Fund’s investment managers have produced written
guidelines of their process and practice in this regard, which is considered as part of the
appointment of an investment manager process.

The Fund is committed to working with the Pool Operator and fellow funds in ACCESS to ensure
that the Investment Managers appointed to the pool adopt the Fund’s voting policy.

For and on behalf of Cambridgeshire County Council Pension Fund Committee



