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Investment Strategy Review - Next Steps

Introduction Aon Hewitt is in the process of carrying out a detailed investment strategy
review for the London Borough of Croydon Pension Fund (“the Fund”).
This investment strategy review, by way of an asset-liability modelling
exercise, is being considered in conjunction with the Fund's funding
position.

The modelling exercise is being carried out to provide a framework for
assisting the Pension Committee to determine an appropriate long term
asset allocation for the Fund.

The purpose of this paper is to provide an overview of the key issues
which will be covered in the analysis from the strategic investment review
and to provide a summary of the next steps.

Background The Fund's assets have enjoyed strong growth since the last actuarial
valuation with the assets of the Fund representing c. £805m as at 31
December 2014. The results of the Fund's actuarial valuation as at 31
March 2013 estimated a funding level of 66%.

As part of this review, we will consider the major economic risks facing the
Fund and explore the possibility of reducing the level of investment risk
with the aim of reducing the expected future funding level variability.

The main intention of the investment strategy review is to use the
modelling of different strategies in the asset liability exercise to assess the
appropriateness of the current investment strategy, against alternatives
ones, with the aim of supporting the Fund's funding objectives in the most
suitable way.

Investment strategies The Fund’s current investment strategy represents a 75% / 25% split
between “growth” and “matching” portfolios.

= The growth portfolio comprises equities, hedge funds, property,
private equity and infrastructure;

= The matching portfolio comprises gilts, corporate bonds and
unconstrained bonds.

One of the main intentions of the different strategies to be modelled as
part of the asset liability exercise is to ensure the current split between
"Growth" and "Matching" assets remains appropriate and supports the
Fund's funding objectives.
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In addition, the modelling will also consider alternative approaches to
reduce the expected volatility profile of the Fund through diversification
within the "Growth" portfolio and a greater focus on liability matching
within the "Matching" portfolio.

The future is unknown and different asset market and economic
conditions will impact the performance of different strategic asset
allocations. A strategy expected to meet your objectives may lead to
unacceptable outcomes in poor scenarios. Conversely, a strategy with
little downside risk may result in you never meeting your objectives if it
does not have a sufficiently high expected return.

Assessing the likely impact of different strategies against your objectives
and assessing the potential variability in outcomes is impossible without
some form of quantitative analysis. To allow the Pension Committee to
make an informed decision, we will use a quantitative asset-liability
model. We are able to use this framework to model all the asset classes
in which the Fund invests.

An asset liability exercise provides a framework to assess the current
investment strategy in light of the Funds objectives and quantify the
likelihood of attaining the objectives in a given time frame. This can often
be depicted as a funding level funnel, as shown in the chart below, by
demonstrating the range of potential future paths for the funding level.

London Borough of Croydon Pension Fund
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Theme 1: alternative
asset class exposure

The analysis from the modelling will also highlight the key risks that the

Fund is exposed to. The magnitude of these risks can be modelled on a
Value at Risk (VaR) basis over different time periods as illustrated in the
chart below. Considering alternative approaches to reduce the expected
volatility profile of the Fund through diversification, perhaps including

additional asset classes, or utilising a greater focus on liability matching

assets.

Risk Analysis on the TP curve Basis at 5% confidence level - Surplus (detailed).
_ 30 June 2014 to 30 June 2015. Strategy A2 Benchmark-SoC
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The chart estimates risks on a VaR basis over a 1 year period, where
VaR illustrates the worst 5% (i.e. 1 in 20) of outcomes and their impact on
the value of the Fund's deficit relative to the central scenario. The biggest
bars (circled) indicate the largest risks, dominated by interest rates and
inflation (on the left hand side) and equities (in the middle) in this
illustrative case.

In the remainder of this paper, we have set out the themes that will be
considered as part of this investment strategy review

The primary driver of the Fund's growth portfolio is the allocation to
equities which represents 50% of total Fund assets. This is the source of
the single largest investment risk in the Fund. The Fund also has
exposure to a range of alternative asset classes including Property,

Hedge Funds and Infrastructure.

As part of modelling alternative strategies, consideration will be given to
the impact of increasing the allocation to existing alternative asset classes
such as Infrastructure given its inflation correlation and diversification
benefits. In addition, the allocation to hedge funds within the Fund's
growth portfolio will also be considered. While the existing allocation to
hedge funds is expected to provide risk reduction benefits due to the low
correlation of hedge funds with equities, recent performance has been
disappointing. The focus of this element of the review will be on whether
hedge funds should continue to form part of the Fund's future investment

strategy.

London Borough of Croydon Pension Fund
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Theme 2: emerging
market equities

Theme 3: greater
liability matching

Summary and next
steps

London Borough of Croydon Pension Fund

Previously the Fund had an allocation to Emerging Markets equities at the
discretion of Fidelity. As at 30 September 2014 this allocation was
approximately 4% and was actively managed, meaning that the fund
manager selected the underlying companies to invest in based on an
expectation of future relative outperformance (as opposed to replicating
an index).

Following the move of the assets from the three active managers to Legal
& General Investment Management there is no longer an opportunity for
the Fund to potentially benefit from a discretionary allocation to Emerging
Markets equities. Emerging Markets equities potentially offer the
opportunity for greater rates of economic growth, and therefore
investment return, than developed equity markets and therefore the Fund
could benefit from an allocation. Further, Aon Hewitt believes that there is
currently an opportunity to invest into Emerging Markets equities over the
long term at relatively attractive valuations.

Please see our separate paper 'Emerging Markets Equities' for further
details.

Two key economic risks faced by the Fund are interest rate and inflation
risk. The analysis will consider the benefits of employing a greater focus
on liability matching within the Fund's matching portfolio. Specifically, by
structuring the bond portfolio to provide a closer match to the Fund's
liabilities both in terms of fixed and inflation linked liabilities. This is
commonly known as Liability Driven Investment ("LDI") and is an
important approach for reducing the expected volatility profile of the
Fund's assets relative to its liabilities.

The bond portfolio currently only makes up 25% of the Fund's assets. As
the allocation to "matching" assets increases over time, the type and
structure of these assets will become even more important.

In conjunction with a focus on greater liability matching, the benefits of a
long term strategy for funding and investment, commonly known as a
"Flight Path" will also be considered. A flight path will help provide a
framework to reduce the risk inherent in the Fund's investment strategy in
the future if the Fund's funding position were to improve.

We believe that a review of the Fund's investment strategy is an
appropriate approach to take at the current time given the completion of
the recent Actuarial Valuation.

As part of this review, we will consider the major economic risks facing the
Fund and explore the possibility of reducing the level of investment risk
with the aim of reducing the expected future funding level variability.

We look forward to discussing both this paper and our proposal on the
Fund's allocation to emerging market equities with the Pension
Committee at the upcoming 10 March 2015 meeting. We will then
undertake the detailed asset liability modelling and will share the results
with the Pension Committee at the June 2015 meeting.
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Disclaimer

This document and any enclosures or attachments are prepared on the understanding that it is solely
for the benefit of the addressee(s). Unless we provide express prior written consent, no part of this
document should be reproduced, distributed or communicated to anyone else and, in providing this
document, we do not accept or assume any responsibility for any other purpose or to anyone other
than the addressee(s) of this document.

Notwithstanding the level of skill and care used in conducting due diligence into any organisation that
is the subject of a rating in this document, it is not always possible to detect the negligence, fraud, or
other misconduct of the organisation being assessed or any weaknesses in that organisation's
systems and controls or operations.

This document and any due diligence conducted is based upon information available to us at the date
of this document and takes no account of subsequent developments. In preparing this document we
may have relied upon data supplied to us by third parties (including those that are the subject of due
diligence) and therefore no warranty or guarantee of accuracy or completeness is provided. We
cannot be held accountable for any error, omission or misrepresentation of any data provided to us by
third parties (including those that are the subject of due diligence). This document is not intended by
us to form a basis of any decision by any third party to do or omit to do anything.

Any opinions or assumptions in this document have been derived by us through a blend of economic
theory, historical analysis and/or other sources. Any opinion or assumption may contain elements of
subjective judgement and are not intended to imply, nor should be interpreted as conveying, any form
of guarantee or assurance by us of any future performance. Views are derived from our research
process and it should be noted in particular that we can not research legal, regulatory, administrative
or accounting procedures and accordingly make no warranty and accept no responsibility for
consequences arising from relying on this document in this regard.

Calculations may be derived from our proprietary models in use at that time. Models may be based on
historical analysis of data and other methodologies and we may have incorporated their subjective
judgement to complement such data as is available. It should be noted that models may change over
time and they should not be relied upon to capture future uncertainty or events.

London Borough of Croydon Pension Fund 5
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