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Dear Ms Edwards 
Call for evidence on the future structure of the Local Government Pension Scheme (LGPS)

Response from Staffordshire County Council

Thank you for inviting us to respond to the joint letter from DCLG and LGA about the future structure of the LGPS.  This response is sent on behalf of Staffordshire County Council as administering authority to a Fund that has over £3bn of investments and over 80,000 scheme members. It is sent in the context of Brandon Lewis’s stated aim to consult on …a number of broad principles for change … to improve investment performance and reduce fund management costs and that …will not shy away from reducing the number of funds if required.  The background is therefore one of potential mergers of funds ostensibly to help to deal with deficits by reducing fund management costs and improving performance.

It is probably useful to summarise our overall position before responding to each of the specific questions asked in the consultation paper.  

The cost of public sector pensions is high and has steadily grown higher.  Changes to be implemented in April 2014 do not go far enough to address the cost issue.  Whilst improving performance and reducing cost is laudable and something that funds should indeed strive for the actual impact is not likely to ‘solve’ the affordability problem.  The present deficits, which are high, have been caused in the main by the increasing value of liabilities.  Addressing the level of liabilities should be the first and major concern.  The latest reforms do not go far enough to help affordability.

The additional cost of pension falls on local taxpayers and it is right and proper that locally elected members have a role in determining the balance between funding the scheme in the long term and providing local services.  That balance is not easy and members of the Pensions Committee fully recognise their trustee role in funding the scheme.  Local Authority Pension Funds already have a strong governance structure based at local level and this is a real strength that should be supported in any future changes. The Local Government Pension Scheme is also unique as a major public scheme in that it is funded.  

It is understood that one premise behind the consultation is that larger funds will be both better performing and more cost effective.

We have some evidence that challenges both these presumptions.

Firstly in relation to the cost of managing funds the County Council has participated at its own expense in new research commissioned through Hymans Robertson to better understand manager fees.  Our research (referred to further below) shows there is only a marginal cost saving from much larger funds.  It is likely that the cost saving would not offset the cost, time and bureaucracy of merging funds AND could be achieved through greater cooperation, for example by using collective investment schemes to gain the benefits of size without the formality of merging funds.

In relation to performance our actuary Hymans Robertson has shown that that there is no direct and inevitable relation between performance and size.  

Nonetheless, the call for evidence is a useful challenge and it has in our view highlighted a possible ‘missing link’ in governance at national level in the need for much more comparative data collected and analysed using a common framework to make fair comparisons.  Furthermore improving data collected nationally will help to raise the prospect of setting national standards or benchmarks and it will also provide the opportunity to better identify ‘best practice’ which can form a catalyst for improving performance and reducing cost.  

One part of structural reform that is therefore needed is to embed a model to deliver this at national level.  This could be achieved by the DCLG itself or perhaps using the new Pensions Advisory Board which would have to include an explicit remit to;

a) Identify a series of accepted ‘health indicators’

b) Collect and analyse data to provide comparative information on those health indicators

c) Provide an assessment of funds’ overall performance based on the evidence (a type of inspection regime)

d) Promote research into performance and to learn lessons from successful funds and consequently to promote best practice

e) Support funds if they appear to be struggling to meet the highest standards.

Authorities would need to be obliged to return the data and they should have an obligation to ensure the data is accurate and complete.  It would be helpful if the data could be taken directly from independent performance measurers, actuaries and custodians used by authorities to limit the work falling on authorities.

The advantage of this consultation is that it provides a challenge for us to consider whether the present structure is adequate – and in some ways it is clearly failing – but in other ways it has enormous strengths.

The proposal above would allow for the present structure of local delivery and accountability to continue but with a national ‘overview’ to support excellence – allowing funds to build on the current process of cooperation and to learn from each other whilst providing a clear set of national standards by which to judge their performance and  independent oversight at national level.

Additionally, it would be helpful to provide more flexibility in the investment regulations to allow for more flexibility in investment allocations, particularly in terms of rebalancing funds where the use of derivatives would be cheaper and more effective than traditional methods of implementation.  CIPFA has been calling for changes to the investment regulations for some time.

Question 1 – How can the Local Government Pension Scheme best achieve a high level of accountability to local taxpayers and other interested parties – including through the availability of transparent and comparable data on costs and income - while adapting to become more efficient and to promote stronger investment performance.

Staffordshire fully supports local accountability for pension funds which mirrors the best thinking on public services that allows decisions to be made at local level reflecting local circumstances.  Examples include, academies; health trusts, health commissioning groups and other areas of public services. 

Local taxpayers make a significant contribution to the cost of pensions and it considered appropriate that locally elected members are involved in the decision making process whereby the balance between funding pensions and providing local services is taken.  Finding that balance needs local input and members are fully aware of their responsibilities toward the pension fund as they are similarly aware of the impact of decisions on budgets.  

Accountability is achieved through good governance and an essential part of good governance is through scrutiny that is very much based on having open and transparent 
information about the fund and its decisions.  The present structural framework for providing information includes the production of a number of documents that the Fund is statutorily obliged publish including Statement of Investment Principles, Funding Strategy Statement,  Annual Report, Governance Statement etc.  It is in our view a great strength of the current system.  Furthermore CIPFA in particular provides benchmark standards for such reports.  There is little that cannot be found about how a Local Authority pension fund functions.  

Nonetheless what is lacking is true comparative data by which to compare pension funds.  So there is lots of information about each individual fund but little truly comparable information.  We therefore believe that the ‘call for evidence’ is right in principle – any decisions should be based on proper evidence and proper evidence includes truly comparable data.  However, many would acknowledge that it is often difficult to gather truly comparable data.  One example we have is the work conducted by our actuary Hymans Robertson to place our fund on a comparable basis with other funds so that we can compare our funding levels and contribution rates.   An example of their report and the background to using a common set of assumptions to provide a fair comparison of funding levels is included in Appendix 1. 

As part of the consultation process we have actively participated in an exercise commissioned by Hymans Robertson and carried out by CEM a specialist company to benchmark our investment management costs.   This is an innovative piece of work commissioned specifically to provide evidence around one of the two key objectives set by Brandon Lewis vis; the cost of managing funds. The conclusion shows that when comparing the cost of a range of individual Local Authority funds aggregated together and compared with large pension funds is £.05 per £100 invested.  Further details are enclosed in Appendix 2.   

This illustrates that cost savings from combined funds might be fairly marginal and funds could achieve similar reductions in cost through a number of different routes, without major structural change.  For example, by potentially combining investments through collective investment schemes.  The survey also highlights that ‘alternative’ investments often accessed through a ‘fund of funds’ structure can be relatively expensive – and as a result more complex investment structures can be more expensive.  It is certainly worth exploring whether we can find cheaper ways of accessing alternative assets – perhaps through combining with others or through collective schemes.

The introduction of new Governance structures with Local Pensions Boards and the National Pension Advisory Board together with the role of Pensions Regulator provides an enormous opportunity to properly gather comparative data across a range of activities including administration, investment management, actuarial funding levels and 
performance.  This can then be used to set nationally recognised standards that set a benchmark.  Local Funds can then be held to account locally both in respect of their own local circumstances and in the context of truly comparable national data.  

In our view that provides the best governance framework and it does not require major changes to the present system.  Clearly it would require a detailed data specification to ensure consistency and also compulsion to provide the data and an expanded explicit role for the new Pensions Advisory Board to collect analyse and report on the data and to provide an independent oversight on performance and to promote best practice.

Question 2 – Are the high level objectives listed above those we should be focussing on and why? If not, what objectives should be the focus of reform and why? How should success against these objectives be measured? 

The consultation sets out two primary objectives;

· dealing with deficits; and 

· improving investment returns.

The Staffordshire Pensions Fund’s objectives are set out in the Funding Strategy Statement (FSS) and includes amongst others;

· To ensure sufficient funds are available to pay pensions

· To keep contribution rates stable

· To ensure the investment strategy balances risk and return 

The focus of the current consultation on reducing deficits and improving performance is broadly reflected in our objectives but are not of themselves sufficient. The primary aim of any fund is clearly to have sufficient assets to meet liabilities – i.e. fully funded.  There are several contributing factors to achieving this balance.  

Firstly, is the liability actually sustainable in the long term.  The cost of benefits is high and our view (and in responses to previous consultations) the value of scheme benefits is too high and the latest reforms are a lost opportunity to address this issue.  To illustrate the point, someone on lower pay levels with relatively long service and taking into account the state pension can retire on a higher pension than their salary.  The accrual rates are simply too generous. 

Secondly, employers make a contribution that is reset every three years as part of the valuation.  Clearly there is a balance between the pressure to maintain services and to fund the pension through increased contribution rates.  Deficits could be quickly addressed with higher contribution rates – at the expense of local services. 

Thirdly, the Fund would look to investment returns to help affordability and it is this context that the second objective is particularly relevant.  However, it is extremely important to compare like with like and to balance return against risk.  How much do investment returns differ because of different strategies.  Over what time period are they measured?  Pension funds are generally cash flow positive and can take a long term strategic view.  Short term ‘performance’ may appear ‘poor’ – but will that reversed in the longer term? Evidence from Hymans Robertson challenges what appears to be a simplistic assumption that larger funds necessarily equate to better performance.  Appendix 3 shows that there is not direct correlation between size and performance.  Although we would recognise that such statistics do have to be treated with some caution unless they have been explicitly collected and adjusted to allow a ‘fair comparison’.  

Pensions are complex and it is important to understand the range of issues that are balanced.  As a result, it is suggested that the objectives should be widened to include for example risk as well as return.  To look at quality as well as cost.  To look at keeping contribution rates stable as well as fully funding schemes.  

In order to address the complexity it is suggested that a series of health indicators are developed and more consideration of this has been given in the response to question 5 below.

Question 3 – What options for reform would best meet the high level objectives and why?

Funds already meet high standards in terms of their governance; what is missing is a national oversight which would provide the ‘missing link’ in the model adopted for other public sector areas based on local accountability within a national framework with  and performance assessed against national standards.  This can be addressed by expanding the role of the new Pensions Advisory Board without the need for further structural change.

The Government should also consider whether investment regulations need to be changed to allow more flexibility in order to help drive improved investment performance, something that CIPFA has been pressing for.

Question 4 – To what extent would the options you have proposed under question 3 meet any or all of the secondary objectives? Are there any other secondary objectives that should be included and why?

The secondary objectives listed by the consultation are;

· To reduce investment fees

· To improve the flexibility of investment strategies

· To provide for greater investment in infrastructure

· To improve the cost effectiveness of pensions administration

· To provide access to higher quality staffing resources

· To provide more in-house investment resources

We have already mentioned that the primary objectives are lacking and suggested an alternative approach based on setting Local 
Authorities national benchmarks. The range of benchmarks could include for example administration.  However it would be extremely important to include quality benchmarks as well as cost.  Low cost does not of itself equate to value for money.  

Other objectives should include risk and diversification – and objectives around contribution rates but in our view the Pensions Board would need to set the benchmarks.

The other observations we have on these subsidiary objectives include;

It is more expensive to have active rather than passive managers – but if active managers add value then the fund’s overall net return after fees may be higher.  As a result, reducing investment fees as an objective potentially conflicts with the primary objective to improve performance. This does help to illustrate that pensions are complex.

Fees might also be spent to reduce risk – for example dynamic currency hedging reduces the risk of losing through currency exchange movements on overseas investments.  It is necessary to see the costs of investment management not just against return but also against risk.  

Increased investment in infrastructure would appear to be Government objective but whether it is an appropriate investment depends upon whether the risk return profile fits with each fund’s strategic asset allocation, how the asset class can be accessed and whether the costs are acceptable. 

The last two objectives appear to relate to a presumption that merged funds using in house investment professional are ‘better’.  We have yet to see the evidence of that.  Local Authority wage structures are unlikely to be flexible enough to attract a large number of investment professionals.  However, we would consider this issue further depending on the evidence and what the promised future consultation paper says. 
Question 5 – What data is required in order to better assess the current position of the Local Government Pension Scheme, the individual Scheme fund authorities and the options proposed under this call for evidence? How could such data be best produced, collated and analysed?

As mentioned several times above better data could underpin a new framework for the assessment of Local Government Pension Schemes.

Careful consideration would need to be given to types of data that are collected so that it is sufficient to provide a good insight into the performance of funds but not so large or burdensome that it becomes a major exercise for funds to return data.  In that context it is extremely useful if the data could be taken directly from performance measurers, custodians and actuaries.

Some examples of health indicators we suggest include;

· Funding levels on common assumptions

· Contribution rates

· Funding relative to contribution rates

· Investment costs on a comparable basis and related to whether they add value

· Performance measured raw and adjusted for; 

· different strategies; and 

· risk; and 

· manager performance

· Administration costs broken out into main component parts and assessed alongside a range of measures of quality

· Assessment of governance

Thank you again for the opportunity to comment.
Yours sincerely,
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Stephen Sweeney

Chairman - Staffordshire Pensions Committee

Mr Stephen Sweeney


Chairman – Staffordshire Pensions Committee
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Please ask for John Wood


Head of Treasury and Pensions 


01785 276335


john.wood@staffordshire.gov.uk
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LGPS Reform










