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Protocol for members of the public wishing to report on meetings of the London
Borough of Havering

Members of the public are entitled to report on meetings of Council, Committees and Cabinet,
except in circumstances where the public have been excluded as permitted by law.

Reporting means:-

¢ filming, photographing or making an audio recording of the proceedings of the meeting;

e using any other means for enabling persons not present to see or hear proceedings at
a meeting as it takes place or later; or

e reporting or providing commentary on proceedings at a meeting, orally or in writing, so
that the report or commentary is available as the meeting takes place or later if the
person is not present.

Anyone present at a meeting as it takes place is not permitted to carry out an oral commentary
or report. This is to prevent the business of the meeting being disrupted.

Anyone attending a meeting is asked to advise Democratic Services staff on 01708 433076
that they wish to report on the meeting and how they wish to do so. This is to enable
employees to guide anyone choosing to report on proceedings to an appropriate place from
which to be able to report effectively.

Members of the public are asked to remain seated throughout the meeting as standing up and
walking around could distract from the business in hand.
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DECLARING INTERESTS FLOWCHART — QUESTIONS TO ASK YOURSELF

What matters are being discussed?

7

D

P Does the business relate to or is it likely to affect a disclosable pecuniary interest. These will include the
interests of a spouse or civil partner (and co-habitees):

| + any employment, office, trade, profession or vocation that they carry on for profit or gain;

= any sponsorship that they receive including contributions to their expenses as a councillor; or the
councillor's election expenses from a Trade Union;
= any land licence or tenancy they have in Havering
« any current contracts leases or tenancies between the Council and them;
+ any current contracts leases or tenancies between the Council and any organisation with land in Havering
in they are a partner, a paid Director, or have a relevant interest in its shares and securities;
+ any organisation which has land or a place of business in Havering and in which they have a relevant interest in its
shares or its securities.
N
o YES Declare Interest and Leave
P Might a decision in relation to that business be reasonably be regarded as affecting (to a greater extent than
E the majority of other Council Tax payers, ratepayers or inhabitants of ward affected by the decision)
R * Your well-being or financial position; or
] » The well-being or financial position of:
o
N o A member of your family or any person with whom you have a close association; or
A - Any person or body who employs or has appeinted such persons, any firm in which they are
a partner, or any company of which they are directors;
L - Any person or body in whom such persons have a beneficial interest in a class of securities
exceeding the nominal value of £25,000;
I
N o Any body of which you are a member or in a position of general control or management and to
T which you are appointed or nominated by your Authority; or
E o Any body exercising functions of a public nature, directed to charitable purposes or whose
R principal includes the influence of public opinion or policy (including any political party or trade union) of which you are a
E member or in a position of general control or management?
S
T —
_ N
You must disclose the fo)
existence and nature of your
personal interests
P
E
c N/
u Would a member of the public, with . )
N knowledge of the relevant facts, You can participate in the
I reasonably regard your personal mesting and vote (or

interest to be so significant that it is NO remain in the room if not a
A likely to prejudice your member of the mesting)
R Y
Y E

]
1 - Does the matter affect your financial position or the financial position of any person or body
N through whom you have a personal interest?
- Does the matter relate to an approval, consent, licence, permission or registration that affects

T you or any person or body with which you have a personal interest? NO
E - Does the matter not fall within one of the exempt categories of decisions?
R Y
E E
S s
T

Speak to Monitoring Officer in advance of the meeting to avoid allegations of

corruption or bias
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AGENDA ITEMS
CHAIRMAN'S ANNOUNCEMENTS

The Chairman will announce details of the arrangements in case of fire or other
events that might require the meeting room or building’s evacuation.

TO NOTE ANY CHANGES TO THE MEMBERSHIP OF THE PENSIONS
COMMITTEE

APOLOGIES FOR ABSENCE AND ANNOUNCEMENT OF SUBSTITUTE
MEMBERS

(if any) - receive
DISCLOSURE OF INTERESTS

Members are invited to disclose any interest in any of the items on the agenda at this
point of the meeting.

Members may still disclose any interest in any item at any time prior to the
consideration of the matter.

MINUTES OF THE MEETING (Pages 1 - 4)

To approve as correct the minutes of the meeting held on 13 November 2018 and
authorise the Chairman to sign them.

THE LOCAL GOVERNMENT PENSION SCHEME CHARGING POLICY (Pages 5 -
20)

PUBLIC SERVICE PENSIONS ACT 2013 - SECTION 13 (Pages 21 - 170)
EXCLUSION OF THE PUBLIC

To consider whether the public should now be excluded from the remainder of the
meeting on the grounds that it is likely that, in view of the nature of the business to be
transacted or the nature of the proceedings, if members of the public were present
during those items there would be disclosure to them of exempt information within the
meaning of paragraph 1 of Schedule 12A to the Local Government Act 1972; and, if it
is decided to exclude the public on those grounds, the Committee to resolve
accordingly on the motion of the Chairman.

FUND MANAGERS REVIEW - VOTING AND ENGAGEMENT (Pages 171 - 202)

PENSION FUND PERFORMANCE MONITORING FOR THE QUARTER ENDED
SEPTEMBER 18 (Pages 203 - 276)

Andrew Beesley
Head of Democratic Services
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Agenda Iltem 5

MINUTES OF A MEETING OF THE
PENSIONS COMMITTEE
Committee Room 3A - Town Hall
13 November 2018 (7.00 - 7.48 pm)
Present:
COUNCILLORS

Conservative Group John Crowder (Chairman), Melvin Wallace (Vice-Chair)
and Matt Sutton

Residents’ Group Stephanie Nunn

North Havering Martin Goode
Residents’ Group

Upminster & Cranham Ron Ower
Residents Group

Trade Union Observers  Andy Hampshire

All decisions were taken with no votes against.

The Chairman reminded Members of the action to be taken in an emergency.

73 APOLOGIES FOR ABSENCE AND ANNOUNCEMENT OF SUBSTITUTE
MEMBERS
There were no apologies for absence.

74 DISCLOSURE OF INTERESTS
There were no declarations of interest.

75 MINUTES OF THE MEETING
The minutes of the special meeting held on the 12 March 2018 and the
ordinary meeting held on the 18 September 2018 were agreed as a correct
record and signed by the Chairman.

76 LOCAL PENSION BOARD MINUTES

The Committee received the notes of the inquorate meeting of the Local
Pension Board meeting held on the 2 October 2018.

77 SERVICE REVIEW OF THE PENSION FUND CUSTODIAN
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78

79

The Committee received a report which reviewed the performance of the
Custodian, State Street, for the period October 2017 to September 2018.

Officers were satisfied with the safe keeping and custody functions provided
by State Street custodians. Officers were further satisfied with the overall
investment accounting and reporting functions but officers would work with
State Street to ensure that improvements to the level of service with regard
to the accounting and reporting functions were improved.

RESOLVED:

That the views of officers on the performance of the Custodian, be
noted.

INVESTMENT ADVISOR SERVICE REVIEW

The Committee received a report which reviewed the performance of the
Investment Advisor, Hymans, covering the period October 2017 to
September 2018. Due to the expiry of the existing contract, the report
provided members with an update as to the procurement arrangements for
a new investment Advisor contract.

RESOLVED: That

i) The views of officers on the performance of the Investment
Advisor, be noted.

i) Officers resume the procurement process for the Investment
Advisor for the Pension Fund through the LGPS National
Framework for Investment Management Consultancy Services.

REVIEW OF THE PENSION FUND ACTUARY SERVICES 10 OCTOBER
2017 - 30 SEPTEMBER 2018

The Committee received a report which reviewed the performance of the
Actuary from the 1 October 2017 to 30 September 2018.

The Havering Pension Fund joined the Croydon Framework in 2015 to
obtain Actuarial and Benefits Consulting Services. Hymans Robertson was
the appointed Actuary under this framework agreement and that contract
expired on the 31 March 2018. The Fund appointed Hymans Robertson
under Lot 1 (Actuarial Services). The contract commenced on the 16 July
2018 and would terminate on the 15 July 2023 with an option to extend up
to a further two years to 15 July 2025 if required.

RESOLVED:

That the views of officers on the performance of the Actuary during
the period 1 October 2017 to the 30 September 2018, be noted.
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80

81

82

REVIEW OF GOVERNANCE COMPLIANCE STATEMENT

The Committee received a report which set out the pension fund’'s draft
Governance Compliance Statement for November 2018 and highlighted
where changes might be required.

It was highlighted that Principle B Representation Item (a) (iii) was non-
compliant. Members had previously considered whether or not to employ
the services of an independent professional observer to participate in the
governance arrangements and decided against it on the basis that the
current monitoring arrangements were sufficient for the size of the fund.

RESOLVED:

That the Governance Compliance Statement, as amended at Appendix
A, be agreed.

WHISTLEBLOWING REQUIREMENTS OF THE PENSIONS ACT

On the 6 April 2005, the whistle blowing requirements of the Pensions Act
2004 came into force. The basic requirement of this law was that nearly all
persons who were involved with a pension scheme had a duty to report as
soon as reasonably practicable to the Pensions Regulator where they had
reasonable cause to believe that there had been a breach of law relevant to
the administration of the scheme which was likely to be of material
significance to the Regulator.

There had been no possible breaches reported to the named officer for
reporting issues to within Havering which was the Chief Operating Officer/
Statutory 151 Officer. Consequently no reports had been made to the
Regulator.

RESOLVED:

That the results of the annual review and that no breaches had been
reported, be noted.

PENSION FUND RISK REGISTER

The Committee received a report which introduced the Pension Fund Risk
Register 2018, which detailed the potential risks that the Fund was exposed
to, that the Pensions Committee should be aware of, and the controls in
place to manage these risks.

It was recognised that it might not be possible to eliminate all risks but
accepting and actively managing risk was crucial to fulfilling the governance
of the fund. All risks would be regularly reviewed to ensure that they
remained appropriate and that the controls were in place to manage risks
where feasible.
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83

84

85

The risk scorings were assessed by the Council as having good controls in
place and the Council was comfortable with the risks and the scores,
therefore given a green rating.

RESOLVED: That the report be noted.

COMMUNICATIONS STRATEGY STATEMENT FOR THE PERIOD 2018-
21

The Committee received a report which advised of the current
Communication Strategy of the London Borough of Havering Pension Fund,
in relation to the Local Government Pension Scheme.

RESOLVED:

That the Pension Fund Communications Strategy be approved for the
three year period to November 2021, as attached at Appendix A.

FUNDING REVIEW STRATEGY - UPDATE
The Funding Strategy Statement set out the objectives of the London
Borough of Havering’s strategy, in its capacity as Administrating Authority,

for the funding of the London Borough of Havering Pension Fund.

The Statement had been updated to reflect changes made under the LGPS
(Amendment) (Regulations) 2018 that took effect from the 14 May 2018.

RESOLVED:

That the Funding Strategy Statement be updated to reflect regulation
changes as shown in Appendix A to the report.

FORWARD PLAN
The Committee reviewed the forward plan and noted that a Public Service

Pensions Act Section 13 report would be presented to the meeting on the
11 December 2018.

Chairman
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_ Agenda Item 6
%¢ Havering

it L ONDON BOROUGH

PENSIONS COMMITTEE

Subject Heading: THE LOCAL GOVERNMENT PENSION
SCHEME CHARGING POLICY

SLT Lead: Jane West
Section 151 Officer

Report Author and contact details: Caroline Berry
01708 432185
caroline.berry@onesource.co.uk

Policy context: Local Government Pension Scheme
Regulations 2013

Financial summary: The policy is in place to ensure there is no
adverse financial impact on the Fund
regarding the growing numbers of scheme
employers and their obligations.

The subject matter of this report deals with the following Council
Objectives

Communities making Havering [x]

Places making Havering [x]

Opportunities making Havering [x]

Connections making Havering [x]
SUMMARY

The charging policy was originally introduced in November 2014 to formally set out
the Pension Fund policy relating to the actuarial and legal charges for specific
areas of work along with more general costs such as strain costs or charges
relating to poor performance and late payment of scheme contributions.

The charging policy has been reviewed to ensure that it is still fit for purpose and
includes the most recent guidance from the Pensions Regulator. The Main
changes to the 2018 policy have been to the terminology used, to make the guide
more user friendly, and to ensure the regulatory references are up to date. At the
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request of the Local Pensions Board, charges relating to late payment of employee
and employer contributions have been made clearer.

RECOMMENDATIONS

The committee is recommended to:
e Note the Draft Charging Policy
e Delegate to the Section 151 Chief Operating Officer the approval of the final
Charging Policy

REPORT DETAIL

The Pension Fund introduced a charging policy to formally set out the policy
relating to charges for specific areas of work carried out for scheme employers
together with other issues that may give rise to employer charges such as strain
costs, poor performance and late payment of contributions. The policy is designed
to improve the scheme employer’s knowledge and understanding of their
obligations and liabilities in the Scheme and ensure a consistent approach to the
monitoring of employer performance. At its meeting on 23 September 2014, the
Pensions Committee noted the draft charging policy which was subsequently
implemented in November 2014.

The charging policy has been reviewed to ensure that the content is still fit for
purpose and includes the most recent guidance from the Pension Regulator’s code
of practice 14 concerning the governance and administration of public service
pension schemes.

With the continued increase in the number of scheme employers, setting out a
charging policy is currently the most appropriate way to minimise employer risk of
failing to comply with the information requirements. It can also ensure the fund is
not placed at risk of increased costs in supporting the growing numbers of scheme
employers.

The draft charging policy was circulated to all scheme employers for comment. |

received 5 responses and the comments received have been considered and
incorporated into the policy where appropriate.
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Following the comments of the Pensions Committee, the draft charging policy will
be finalised and submitted to Section 151 Officer for approval and published for
implementation in January 2019.

IMPLICATIONS AND RISKS

Financial implications and risks:
There are no financial implications arising directly from this report.

However, the establishment of a charging policy would ensure that the cost of additional
administration are charged fairly as possible amongst employers and that resources
allocated in the most appropriate manner.

Legal implications and risks:

Whilst not a formal consultation the Committee should pay regard to the responses

received from scheme employers before making any recommendations as to the
final content of the Charging strategy.

Human Resources implications and risks:

There appear to be no HR implications or risks arising directly that impact on the Councils
workforce.

Equalities implications and risks:

There are no direct equality implications regarding this matter.
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The London Borough of Havering
Pension Fund

Local Government Pension Scheme
Charging Policy

November 2018

DRAFT V0.1
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Introduction

Purpose

In recent years there has been a significant increase in the amount of fees the
Pension Fund spends on legal and actuarial work, largely as a result of an increased
number of employers joining, leaving and changing their status within the Fund.

These fees can be spread across all employers, proportionately to their size,
although the activity tends to be the result of decisions made by a small number of
employers. Alternatively, these fees can be charged to the relevant scheme
employer directly.

This policy aims to set out what charges should be met by the relevant scheme
employer directly rather than cost being met by all scheme employers.

Pension Fund charges are set out within the Local Government Pension Scheme
Regulations 2013 and The Pension Regulator (TPR) Code of Practice 14 -
Governance and Administration of Public Service Pension Schemes. .

Aims, objectives and outcomes

The aim of the policy is to deliver value for the members of the Havering Pension
Fund, which will help to deliver customer satisfaction with the Council by helping to
deliver spend within budget.

Policy summary

A clear and concise guide to what charges may arise for Scheme Employers and
which Scheme Employers will be responsible for which charges.

Scope

The policy covers all costs outside of the standard costs, for services provided to
support Scheme Employers in delivering their legislative responsibilities.

Timescales

The policy is applicable until updated or reviewed due to legislative, regulatory or
audit requirement change.
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Policy

A charging policy has been approved by the Havering Pension Fund Committee that
clearly sets out the charging policy to cover fees for legal and actuarial work carried
out in relation to the Local Government Pension Scheme (the Scheme).

From 1 November 2017, the London Borough of Havering (the Administering
Authority) delegated the pension administration service to Lancashire County
Council (LCC) who engaged the Local Pensions Partnership (LPP) to undertake their
pensions portfolio. LPP was formed in 2016 through a collaboration between LCC
and the London Pensions Fund Authority (LPFA) and provides pension services to
the Local Government Pension Scheme, police, firefighters and other public sector
funds.

Glossary of terms
Administering authority: the local authority which manages the pension fund

Scheme employer: an employer participating in the Local Government Pension
Scheme

Letting authority: the local authority or other scheme employer which is outsourcing
a public service or function

Contractor: the company or organisation providing the service outsourced by the
letting authority or other scheme employer

Scheduled Body: All 1st and 2nd tier Local Authorities and Academy Schools
Resolution (Designating) Body: Town and Parish Councils

Admission Body (including Transferee Admission Body and Community
Association Admission body):

. a body which provides a public service in the United Kingdom which operates
otherwise than for the purposes of gain and has sufficient links with a Scheme
employer for the body and the Scheme employer to be regarded as having a
community of interest (whether because the operations of the body are
dependent on the operations of the Scheme employer or otherwise);

. a body, to the funds of which a Scheme employer contributes;

. a body representative of any Scheme employers, or local authorities or officers
of local authorities;

. a body that is providing or will provide a service or assets in connection with the
exercise of a function of a Scheme employer as a result of:

the transfer of the service or assets by means of a contract or other
arrangement (i.e. outsourcing),

a direction made under section 15 of the Local Government Act 1999,
directions made under section 497A of the Education Act 1996;

. a body which provides a public service in the United Kingdom and is approved
in writing by the Secretary of State for the purpose of admission to the scheme
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Costs chargeable to the Fund
Standard Costs

Most costs to the Fund will continue to be charged by the Actuary proportioning them
to all employers, based on size, as part of the Triennial Actuarial Valuation exercise.
These are then picked up by employers through their employer contributions. We
already consider these costs to be spread across by employers in a fair manner and
therefore this method will remain unchanged.

Examples of costs included in this category:

Governance costs

Benefits administration

Payroll processing for pensioners

Actuarial fees associated with completing the triennial valuation
Investment management costs

Audit Fees

Most other administrative work and officer's time

However, some costs are more specific and are incurred as a result of the decision
and actions of a particular employer. Therefore it is fair that these should be paid by
the employer who generates them, rather than being shared across all employers.

A quotation of the fees and charges will be provided on request, and Scheme
Employers are encouraged to contact the Pensions Projects and Contracts Manager
at the earliest opportunity before taking any action that would give rise to the
situations that would give rise to charges, as set out in this document.

Cost chargeable to the employers
Costs associated with new employers joining the Fund

Costs will be notified at the start of the process but may increase with the length or
complexity of the query or report, and also due to delays in providing data,
incomplete data, incorrect data or recalculations arising from amendments.

Standard Legal
Standard Actuarial Costs (Contribution rate, bond Fees (d.raftlng and
Employer producing
value report and sub-fund set-up report as .
Type admission
relevant)
agreement and
other legal queries)
Scheduled
and New scheme employer Not applicable
Resolution ploy PP
Body
Admission , : . .
Body Letting authority Letting Authority
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Costs associated with changes to continuing employers

Bond Value re-

Bulk Transfers in

Bulk Transfers
between two

Merger and
Demergers within

Employer assessment [and out of Haveringlemployers in existing
Type (Actuarial Pension Fund Havering employers
Costs) (Actuarial Costs) |Pension Fund  |(Actuarial and
(Actuarial Costs) Legal Costs)
The letting authority
for transfers out of
ngtjd;r:zd | Havering Pension Please referto  |Please refer to
-~ INot Applicable [Fund. Havering Pension [Havering Pension
Resolution
Body The new scheme  |Fund Fund
employer for
transfers in.
Letting authority|
. (SUbJ.e(.:t to 'the Please refer to Please refer to Please refer to
Admission Administering Havering Pension  |Havering Pension [Havering Pension
Body Authority Policy

regarding bond
revaluation)

Fund

Fund

Fund

Costs associated with ceasing employers leaving the Fund

The Pension Fund will carry out a full cessation valuation for Scheme Employers
leaving the Scheme to calculate the current surplus or deficit in relation to the
Scheme Employer’'s employees. Costs associated with cessation will be recharged
to the departing Scheme Employer as set out below.

Indicative reports to aid decision making by the Scheme Employer may also be
provided and will be recharged to the Scheme Employer.

Contact the Pensions Project and Contracts Manager to request an estimate of
costs. Costs may increase if there are delays in providing data, for incomplete data
or incorrect data. Recalculations and amendments will also result in higher costs.

Employer Type

Cessation valuation (actuarial costs)

Scheduled Body and Resolution Body

The scheduled body or resolution body

Admission Body

Contractor but may be subject to the admission
agreement, bond, guarantor or indemnity
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Additional tangible costs

Bespoke Costs

Bespoke work directly related to a Scheme Employer will be recharged to the
Scheme Employer on a case by case basis. Where such work is commissioned by a
Scheme Employer a quotation will be provided in advance of any agreement to carry
out the work. Bespoke work may be carried out if staffing resources are available to
carry out the work required.

Excessive costs in relation to new, ceasing or changing employers

Where administrative time by the Fund relates to one of these situations exceeds
what we deem "reasonable", these costs will be recharged to the relevant employer
in addition to the standard costs.

Accounting Reports

The FRS102/IAS19 reports are accounting reporting standards, the purpose of which
is for employers to disclose/account for the total value of pension payments that
have accumulated at an accounting year end. The disclosure is an employer’s duty
to publish and is not a cost for the Pension Fund to bear. Any officer time spent
completing the data returns, to the fund’s actuary, on behalf of the employers will be
reimbursed. The rate is set at the start of the FRS102/IAS19 cycle and will be
communicated to employers at that time and is in addition to the fees charged by the
actuary.

Poor performance recharges

Where we consider that we have incurred additional costs (including officer's time)
as a result of an employer's poor level of performance, regulation 70 of the Local
Government Pension Scheme Regulations 2013 allows us to recover these costs.
Details of the regulation is set out below or you can view the full Local Government
Pension Regulations here.

Circumstances where costs might be recovered as the result of poor performance

The circumstances where costs may be recovered from employers:

1) Persistent and on-going failure to provide relevant information (as determined by
the Employer Information provided to all new scheme employers) to the Havering
Pension Fund, scheme member or other interested parties in accordance within
specified performance targets, either as a result of timeliness of delivery or quality of
information.

2) Persistent and on-going failure to pass relevant information to a scheme member
or potential members, either due to poor quality or not meeting the agreed
timescales outlined in the performance targets.
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3) Persistent and on-going failure to deduct and pay over correct employee and
employer contributions or any other payments due to the Havering Pension Fund
within the stated timescales.

4) Instances where the performance of the Scheme employer results in fines or
additional costs being levied against the Havering Pension Fund by the Pension
Regulator, Pensions Ombudsman or other regulatory body.

5) For a persistent failure to resolve an isolated case(s) satisfactorily.

Calculation of costs incurred

For a persistent failure to resolve isolated case(s) satisfactorily the Fund will
recharge the cost of officer time from the point in time at which we write a formal
letter to the scheme employer until the case is resolved. The rate applicable will be
dependent upon the level of officer(s) involved in resolving the case and the time
spent on resolution.

For persistent and on-going failure to meet targets, following intervention to assist
the employer concerned, the Fund will recharge the additional costs due to the
employer’s poor performance at the relevant officer(s) cost and the time spent on
resolution from the point of time that a formal letter has been issued to the scheme
employer until performance improves.

Where the performance of the scheme employer results in fines or additional costs
being levied against the Fund, the Fund will recharge the full costs it has incurred to
the relevant employer(s).

Interest payments on retirement benefits

Where the Fund pays out the lump sum payment or first pension payment late
because we have not received the forms in sufficient time for them to be processed
(i.e. one month and one year late respectively), we are required to pay an interest
payment to the member (Reg. 81). This interest cost will be passed to employers.

Interest payable under Reg. 81 must be calculated at one per cent above base rate
on a day to day basis from the due date to the date of payment and compounded
with three-monthly rests.

Late payment of contributions

On 1 April 2015 The Pensions Regulator (TPR) published their code of practice no.
14 concerning ‘Governance and Administration of Public Service Pension
Schemes’. Of course, with the exception of the Local Government Pension Scheme
Regulations 2013 that came into force from 1 April 2014, the statutory legislation
governing all public service pension schemes will came into force from 1 April 2015
in accordance with the Public Service Pensions Act 2013.
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With regard to the collection and payment over of pension contributions it should be
noted that TPR has a number of statutory objectives including:

e To protect the benefits of pension scheme members;

e To promote and improve understanding of the good administration of work-
based pensions

e To maximise compliance with the duties and safeguards of the Pensions Act
2008.

The Pension Regulator's Code of Practice No.14 “Governance and Administration of
Public Service Pension Schemes” sets out the legal requirements for maintaining
contributions, with regard to what constitutes late payment, the following extract
applies:

147. Employer contributions must be paid to the scheme in accordance with
any requirements in the scheme regulations. Where employer contributions
are not paid on or before the date they are due under the scheme and the
scheme manager has reasonable cause to believe that the failure is likely to
be of material significance to the regulator in the exercise of any of its
functions, the scheme manager must give a written report of the matter to the
regulator as soon as reasonably practicable

148. Where employee contributions are deducted from a member’s pay, the
amount deducted must be paid to the managers of the scheme at the latest by
the 19th day of the month following the deduction, or by the 22nd day if paid
electronically (the ‘prescribed period’) or earlier if required by scheme
regulations. References to ‘days’ means all days. References to ‘working
days’ do not include Saturdays, Sundays or Bank Holidays.

149. Where employee contributions are not paid within the prescribed period,
if the scheme manager has reasonable cause to believe that the failure is
likely to be of material significance to the regulator in the exercise of any of its
functions, they must give notice of the failure to the regulator and the member
within a reasonable period after the end of the prescribed period. Where there
is a failure to pay employee contributions on an earlier date in accordance
with scheme regulations, schemes should also consider their statutory duty
under section 70 of the Pensions Act 2004 to assess and if necessary report
breaches of the law. For more information about reporting breaches of the
law, see this section of the code.

Noting these regulatory requirements, together with the Local Government Pension
Scheme Regulations 2013 (Reg. 71), the London Borough of Havering will issue
Scheme Employers with a written notice of unsatisfactory performance and notify
them that they may be charged interest where that performance does not improve.

An employer who continues to fail to meet the statutory requirement to pay employer
contributions, employee contributions and employee additional contributions over to
the Pension Fund by the 19™ day of the following month (22" of the following month
if paid electronically) will also be at risk of being reported to the Pensions Regulator
who has the power to issue fines.
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The Fund will recharge the additional costs due to the employer’s poor performance
at the relevant officer(s) cost and the time spent on resolution from the point of time
that a formal letter has been issued to the scheme employer until the payment of
contributions has been received.

Interest payable under Reg. 71 must be calculated at one per cent above base rate
on a day to day basis from the due date to the date of payment and compounded
with three-monthly rests.

Pension Strain Costs

Redundancy

A pension strain cost may be incurred and will be payable by the Scheme Employer
where a member retires early, but having reached at least age 55, on the grounds of
redundancy or business efficiency; or where the employer exercises their discretions
in such a way as to give rise to pension strain costs. Employer discretions include:

e Award of additional pension,
e Waiver of actuarial reductions,

e Allowing unreduced benefits for early retirement over the age of 55 where the
member satisfies the rule of 85.

The above issues should all be covered in the Employer Discretion Policy, as
required by the 2013 regulations.

Where an employer makes certain decisions which result in additional benefits being
paid out to a member, this results in a strain on the Fund. The cost of providing these
additional benefits are calculated and recharged in full to the employer who made
the decision.

lll-Health Retirements

A pension strain cost may also arise due to ill-health retirements, regardless of the
age of the member. Each Scheme Employer is allocated an ill-health allowance at
the triennial valuation, or at the time they become a new scheme employer. The
costs of ill-health retirements for each Scheme Employer are monitored and
employers who exceed their allowance will be invoiced for the excess cost.
Information on ill-health insurance is provided to all Scheme Employers but it is
currently their decision whether they take out the insurance. Employers should be
aware that the pension strain cost of a tier 1 ill-health retirement can be significant, in
some cases in excess of £100,000. Scheme Employers should carefully consider
the level of their ill-health allowance, the cost of the insurance (which does reduce
their employer rate), and the risk of a tier 1 ill-health occurring.

Pension strain costs are based on actuarial factors relating to a number of aspects
such as the members age, sex and scheme membership.

10
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Applicability

The policy applies to all current and any future employers within the London Borough
of Havering Pension Fund, which includes the Council as an employer, all the
Academies within the Borough and Admission bodies carrying out work under
contract where there has been a transfer of staff who have retained continued
access to the Local Government Pension Scheme.

The consequences of non-compliance include being reported to The Pension
Regulator and the possibility of fines.

Scheme Employers will be consulted as part of the policy development process, and
a Scheme Employer representative may sit as a Member on the Havering Pension
Fund Committee. Revisions to the policy in the future will also be consulted upon
with the Scheme Employers. There are currently 49 Scheme Employers of the
Havering Pension Fund.

Ownership and authorisation

The Policy Lead is the Pension Projects and Contracts Manager, who will be
responsible for review of the policy as and when there are regulatory, audit or
legislative changes. The Pension Committee will approve the Policy and any future
revisions, subject to delegation to the Section 151 Chief Operating Officer.

Further information

If you have any questions or comments regarding this charging policy, please
contact Caroline Berry our Pensions Projects and Contracts Manager.

Telephone: 01708 432185
Email: caroline.berry@oneSource.co.uk

If you enquiry is regarding the FRS102/IAS19 - Full details and estimated costs can
be obtained by contacting Debbie Ford:

Telephone: 01708 432569
Email: Debbie.Ford@oneSource.co.uk

11
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_ Agenda Item 7
%¢ Havering

it L ONDON BOROUGH

PENSIONS COMMITTEE 11 DECEMBER 2018

Subject Heading: PUBLIC SERVICE PENSIONS ACT 2013
— SECTION 13 REPORT

SLT Lead: Jane West

Report Author and contact details: Debbie Ford
Pension Fund Accountant
01708432569
Debbie.ford@onesource.co.uk

Policy context: Section 13 of the Public Services

Pensions Act requires the Government
Actuary’s Department to report on
whether LGPS funding valuations meet
the aims of section 13

Financial summary: Actuary fees met by the Pension Fund

The subject matter of this report deals with the following Council
Objectives

Communities making Havering [X]

Places making Havering [X]

Opportunities making Havering [X]

Connections making Havering [X]
SUMMARY

The Government Actuary Department (GAD) has been appointed by the Ministry of
Housing, Communities and Local Government (MHCLG) to report under section 13
of the Public Service Pensions Act 2013 in connection with the actuarial valuations
of the 91 funds in the Local Government Pension Scheme in England and Wales
(‘LGPS’ or ‘the Scheme’).

This report is published as three documents: the executive summary (Appendix A),
the report (Appendix B) and appendices (Appendix C).
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RECOMMENDATIONS

That the committee note

1. The results of the report produced by GAD as attached as Appendix A, B
and C.

2. The Actuarial firms joint letter to Ministry of Housing, Communities and
Local Government and Scheme Advisory Board as attached as Appendix D.

REPORT DETAIL

Background

1. GAD has been appointed by the Ministry of Housing, Communities and
Local Government (MHCLG) to report under section 13 of the Public Service
Pensions Act 2013 in connection with the actuarial valuations of the 91
funds in the Local Government Pension Scheme in England and Wales
(‘LGPS’ or ‘the Scheme’).

2. Published on the 27 September 2018, this is the first formal Section 13
report which is based on the results the 2016 Valuation. This report is
published as three documents: the executive summary (Appendix A), the
report (Appendix B) and appendices (Appendix C). The department is
required to report on the Scheme every 3 years.

3. A prior ‘Dry Run’ was produced in respect of the 2013 valuations and
published in 2016. The outcome of the ‘Dry Run’ report was reported to the
pensions Committee on the 20 September 2018

4. Section 13 (4) requires GAD to report on whether four main aims had been
achieved, using a variety of measures within the following categories:

a. Compliance — to confirm the actuarial valuations has been carried out in
accordance with the scheme regulations.

b. Consistency — to confirm the actuarial valuation has been carried out in
a way that is not inconsistent with other valuations.

c. Solvency - to confirm employer contributions is set at an appropriate
level to ensure the solvency of the pension fund, and

d. Long Term cost efficiency — to confirm employer contributions are set
at a level to ensure, over the long term, that they meet current benefit
accruals and include an adjustment to the rate for any surplus or deficit.
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5. GAD allocated scores to each fund under each of the measures listed above
using a colour classification of red, amber or green:

Red — potential material issue that may contribute to receiving a
recommendation for remedial action.

Amber — potential issue is recognised but in isolation would not
contribute to a recommendation for remedial action

Green — no material issues.

6. The results of the report can be seen as attached in Appendix B, together
with the supporting appendices in Appendix C. An overall summary of the
findings are shown below:

a.

b.

89 funds were tested out of the 91 LGPS funds (due to incomplete or
missing data)

70 received green flags on all solvency and long term cost
efficiency measures (Dry Run was 52 out of 90).

20 amber flags and 2 red flags allocated in total. (Dry run was 58
Amber and 5 red).

I. 14 amber flags in the solvency criteria
II. 2 red flags under the solvency criteria

lll. 6 amber flags under the long term cost efficiency criteria

7. More detailed summary follows:

a. Compliance - No concerns over compliance.

b.

Inconsistencies - GAD reported that they had found both
presentational and evidential inconsistencies in the valuation
approach adopted by LGPS funds, and in assumptions used and
disclosure of results. GAD made a number or recommendations, as
follows:

. Recommendation 1. We recommend that the Scheme
Advisory Board should consider how best to implement a
standard way of presenting relevant disclosures in all valuation
reports to better facilitate comparison, with a view to making a
recommendation to the MHCLG minister in advance of the
next valuation. We have included a draft dashboard in this
report to facilitate the Scheme Advisory Board’s consultation
with stakeholders.

1. Recommendation 2: We recommend that the Scheme

Advisory Board should consider what steps should be taken to
achieve greater clarity and consistency in actuarial
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assumptions, except where differences are justified by
material local variations, with a view to making a
recommendation to the MHCLG minister in advance of the
next valuation.

Recommendation 3: We recommend that the Scheme
Advisory Board seeks a common basis for future conversions
to academy status that treat future academies more
consistently, with a view to making a recommendation to the
MHCLG minister in advance of the next valuation.

c. Solvency - GAD reported that 74 out of 89 funds tested had green flags
on all solvency measures (Dry run 56 out of 90). 14 funds received
amber flags and 1 fund received 2 red flags as shown below:

10 funds with the lowest funding levels, using the Scheme
Advisory Board (SAB) standardised funding level basis, received
Amber flags, one of which was the Havering Pension Fund.

4 funds received amber flags following asset shock tests — this is
where there was a risk that funds would be required to absorb a
large increase in contribution rates should there be an adverse
impact on asset values.

1 fund closed to new members received 2 red flags, 1 for the test
on open fund measure basis (increased risk if fund is closed to
new members due to a closer risk to maturity and less scope and
time to address funding level and investment return concerns). 1
for non-statutory member test (50% of members within the fund
are employed by employers who do not have tax raising powers —
and therefore have weaker covenant values). GAD made the
following recommendation:

Recommendation 4: We recommend that the administering
authority put a plan in place to ensure that the benefits of
members in the West Midlands Integrated Transport Authority
Pension Fund can continue to be paid in the event that
employers’ contributions, including any exit payments made,
are insufficient to meet those liabilities.

d. Long Term Cost Efficiency - GAD reported that 83 out of the 89
tested had green flags on all long term cost efficiency measures.
There were a total of 6 amber flags and no red flags (Dry Run 14
amber and 3 red). The 6 amber flags include:

e Concerns over extending deficit periods at the same time as reducing
contributions resulted in 4 funds receiving amber flags on deficit
reconciliation measure.
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8.

e 2 funds having long deficit recovery periods after adjusting on a
standardised basis were awarded amber flags. GAD made the
following recommendation

l. Recommendation 5: We recommend that all funds review
their funding strategy to ensure that the handling of surplus or
deficit is consistent with CIPFA guidance and that the deficit
recovery plan can be demonstrated to be a continuation of
the previous plan, after allowing for actual fund experience.

In response to the GAD report the main four actuarial firms considered the
report and the recommendations and whilst they acknowledge that the GAD
report is positive about the overall progress of the LGPS there were
concerns that their feedback was not reflected in the report. Given the
influence the report could have on funding behaviours within the LGPS, the
four actuarial firms felt it necessary to draft a joint letter addressed to
MHCLG and the Chair of the SAB setting out their concerns. This letter is
attached as Appendix D.

Impact of result on the Havering Pension Fund — our actuaries have
provided the following comments for the committee:

“....Within the solvency measures, GAD has valued all LGPS fund’s on a
common set of assumptions so a like-for-like comparison can be made (i.e.
who holds the most assets for every £ of pension promised). They appear
to have then assigned an amber flag to the 10 funds with the lowest funding
level on this measure. As expected, Havering have been flagged as a
result.

While this may not come as a surprise, it is worth noting the following:

e Since the 2013 Section 13 dry-run report produced by GAD, the
Fund’s position in comparison to other LGPS funds has improved
(from 2" to 4™ bottom), marking notable progress;

e Funding level is a simplistic one-dimensional measure and by itself it
does not mean that the Fund is in any difficulty;

e Our actuary has carried out extensive testing of our funding plans
and is comfortable our investment and contribution strategies are
robust and fit for purpose; and

e This is the only flag raised, therefore, it can be inferred that GAD
have agreed with our actuary that our investment and contribution
plans are suitable.

As a reminder, the funds actuary works very closely with our investment
consultant to develop investment and contribution plans that meet the
Fund’s long term goal of being fully funded on a prudent basis. In particular,
the plans have been set such that there is a at least a 60% chance of being
fully funded in 20 years’ time, striking a difficult balance between the level of
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investment risk being taken and the affordability of contributions (i.e. the
impact on Council services and Council Tax rates)”.

IMPLICATIONS AND RISKS

Financial implications and risks:

Havering received an amber flag against the insolvency measure. This measure
highlights possible risks to a fund as a result of assets being significantly lower
than liabilities, where liabilities are those estimated on the SAB standard basis. A
fund in deficit will need to pay additional contributions in order to meet the liabilities
that have already been accrued.

As mentioned in paragraph 9 above our actuary has carried out extensive testing
of our funding plans and is comfortable our investment and contribution strategies
are robust and fit for purpose — a view that has GAD implied approval.

An amber flag is a potential issue that has been recognised but in isolation would
not contribute to a recommendation for remedial action.

There are no direct cost implications as a result of the amber flags and no
immediate costs incurred as a result of the GAD recommendations.

GAD have no experience of carrying out valuations of LGPS funds and setting
funding plans and therefore consulted with and relied on the four firms who provide
actuarial advice to the LGPS to explain funding plans and fulfil their data
requests. Since late 2017 our actuaries have been in discussions with GAD about
the approach they have taken to the Section 13 valuation and the results and
report they published. Our actuaries carried out this work for two reasons:

e To try and ensure that GAD’s valuation accurately reflects the funding
plans for the funds we advise.

e To communicate and highlight the positive position the LGPS currently
stands and avoid the report damaging the public perception of the LGPS
at a national level.

As the engagement has been very time consuming our actuaries will charge for

their input into the Section 13 process and this charge will be met from the Pension
Fund.
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Legal implications and risks:

The Ministry of Housing, Communities and Local Government has published the
first statutory review of the Local Government Pension Scheme under section 13 of
the Public Service Pensions Act 2013 covering the period to 2016.

If the report states that, in the view of the person making the report, any of the aims
in that subsection has not been achieved the report may recommend remedial
steps and the scheme manager must take such remedial steps as considered
appropriate, and publish details of those steps and the reasons for taking them;

The department appointed the Government Actuary (GAD) to conduct the review of
91 individual funds which make up the Local Government Pension Scheme. Each
fund was assessed in terms of its compliance, consistency, solvency and long term
cost efficiency.

There are no immediate remedial actions required for the Havering Pension Fund
and the Havering pension Fund will, where required, cooperate with the SAB’s
consideration/implementation of GAD’s recommendations.

Human Resources implications and risks:
None arise from this report.
Equalities implications and risks:

The Public Sector Equality Duty (PSED) under section 149 of the Equality Act 2010
requires the Council, when exercising its functions, to have due regard to:

i. the need to eliminate discrimination, harassment, victimisation and any
other conduct that is prohibited by or under the Equality Act 2010;
ii. the need to advance equality of opportunity between persons who share
protected characteristics and those who do not, and;
iii.  foster good relations between those who have protected characteristics and
those who do not.
Note: ‘Protected characteristics’ are: age, sex, race, disability, sexual orientation,
marriage and civil partnerships, religion or belief, pregnancy and maternity and
gender reassignment/identity.

The Council is committed to all of the above in the provision, procurement and
commissioning of its services, and the employment of its workforce. In addition, the
Council is also committed to improving the quality of life and wellbeing for all
Havering residents in respect of socio-economics and health determinants

An EIA is not considered necessary regarding this matter as the protected groups
are not directly or indirectly affected

Page 27



Pensions Committee, 11 December 2018

None arise from this report as this report is required to be published in order to
comply with Local Government Pension Scheme Regulations 2013.

BACKGROUND PAPERS

Background Papers List
As per the attachments to this report
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Executive summary

11

1.2

1.3

14

The Government Actuary has been appointed
by the Ministry of Housing, Communities and
Local Government (MHCLG) to report under
section 13 of the Public Service Pensions

Act 2013 in connection with the actuarial
valuations of the 91 funds in the Local
Government Pension Scheme in England and
Wales ('LGPS’ or ‘the Scheme’).

Section 13 requires the Government Actuary
(GAD) to report on whether the following aims
are achieved:

- compliance

- consistency

- solvency

- long term cost efficiency

This is the first formal section 13 report.

This report is published as three documents:
the executive summary, the report and
appendices. A ‘Dry Run’ was produced in
respect of the 2013 valuations and published
in 2016

This report is based on the actuarial valuations
of the 91 funds, other data provided by the
funds and their actuaries, and a significant
engagement exercise with affected funds.

We are grateful to these stakeholders for their
assistance in preparing this report. We are

committed to preparing a section 13 report that

makes practical recommendations to advance
the aims listed above. We will continue to work
with stakeholders to advance these aims and
expect that our approach to section 13 will
continue to evolve to reflect ever-changing
circumstances and feedback received.

Government Actuary’s Department
LGPS England & Wales - Executive Summary

Overall comments

1.5

1.6

In aggregate, the LGPS is in a strong financial
position and funds have made significant
progress since the 2013 valuation based on
the criteria that:

- total assets have grown in market value from
£180bn to £217bn. The aggregate funding
level on prudent local bases has improved
from 79% to 85% at 2016

- the improved funding level (assets divided
by liabilities) is due in part to the significant
financial contributions from LGPS employers
(total contributions in the three years
covered by the 2013 valuation report were
£6.9bn per year, on average of which
approximately £2bn per year were deficit
recovery payments), as well as better than
expected returns on assets

- on our best estimate basis, the LGPS was in
surplus in aggregate at 2016 (funding level
approximately 106%), and around 60 of the
91 individual funds were in surplus. This
means that we expect there is, on average,

a greater than 50% chance that existing
assets would be sufficient to cover benefits in
respect of accrued service when they fall due

Significant progress has been made by a
number of funds that were highlighted in the
dry run, which we welcome:

- South Yorkshire Passenger Transport Fund’s
assets and liabilities have been transferred to
Greater Manchester Pension Fund, to remove
the specific risk arising from the fund being
backed by a single private sector employer

" http://www.lgpsboard.org/images/Reports/Section13DryRun20160711.pdf
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1.7

1.8

1.9

- Berkshire and Somerset Pension Funds
have taken steps to increase their employer
contributions which has helped reduce our
concerns regarding long term cost efficiency

- a consistent definition of Primary and
Secondary Contribution Rates has been
agreed between the four firms of actuarial
advisors that undertake local valuations,
which has gone a long way towards
improving consistency of valuation reporting

We also consider it our role to highlight
specific areas where risks may be present.
We have looked at a range of metrics to
identify potential issues in respect of solvency
and long term cost efficiency. Each fund’s
score under each measure is colour coded
(red, amber or green). In total, 70 out of 89
funds tested had green flags on all solvency
and long term cost efficiency metrics. This is
a significant improvement compared with the
previous dry run report (52 out of 90). There
are a total of 20 amber and 2 red flags, which
is again a significant improvement compared
with the dry run (58 amber, 5 red).

Based on the criteria above, the Scheme

is in a strong financial position, and has
made significant progress since the dry

run. To further improve transparency and
comparability, we consider it would be

helpful for administering authorities and

other stakeholders if they were able to make
meaningful comparisons between the 91
actuarial valuations. Consequently this report
makes three recommendations on consistency
which affect all the funds. It also makes

one specific recommendation on solvency
(affecting one fund) and one recommendation

on long term cost efficiency (affecting all funds).

We set out below our findings on each of the
four aims and our recommendations.

Compliance

1.10 Our review indicated that fund valuations were
compliant with relevant regulations on the
basis described in Chapter 2 of this report.

Consistency

111 We interpreted ‘not inconsistent’ to mean
that methodologies and assumptions used,
in conjunction with adequate disclosure in
the report, should facilitate comparison by a
reader of the reports.

1.12 Readers of the actuarial valuations face two
difficulties in making meaningful comparisons
between the reports:

- presentational: information is presented
in different ways in different reports (eg
funding levels), and sometimes information
is contained in some reports but not
others (eg life expectancies), so readers
may have some difficulties in locating the
information they wish to compare. We call
this presentational inconsistency

- evidential: even when the reader has located
the relevant information (eg funding levels),
differences in the underlying methodology
and assumptions mean that it is not possible
to make a like-for-like comparison. We call
this evidential inconsistency. We believe
that local circumstances may merit different
assumptions (eg financial assumptions are
affected by the current and future planned
investment strategy, different financial
circumstances leading to different levels of
prudence adopted). However, in some areas,
it appears that the choice of assumptions is
more dependent on the house view of the
particular firm of actuaries advising the fund,
than on the local circumstances of the fund

1.13 There has been an improvement in consistency
of presentation of contribution rates emerging
from the 2016 valuations.
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1.14 However, despite this welcome improvement,
inconsistencies remain, both presentational
and evidential. Our recommendations are
designed to:

+ encourage the presentation of results in a
consistent way which is easy to understand
and compare across the whole LGPS

- move towards an assumption set that
differs from one fund to another only where
local conditions justify it, rather than being
dependent on the house view of a particular
actuarial advisor

Recommendation 1: We recommend

that the Scheme Advisory Board should
consider how best to implement a standard
way of presenting relevant disclosures

in all valuation reports to better facilitate
comparison, with a view to making a

recommendation to the MHCLG minister
in advance of the next valuation. We
have included a draft dashboard in this
report to facilitate the Scheme Advisory
Board’s consultation with stakeholders.

Recommendation 2: We recommend

that the Scheme Advisory Board should
consider what steps should be taken to
achieve greater clarity and consistency
in actuarial assumptions, except where

differences are justified by material

local variations, with a view to making a
recommendation to the MHCLG minister
in advance of the next valuation.

1.15 In relation to academies, we support the
work of the SAB in seeking to simplify

and streamline administration processes,
noting that these improvements are not just
relevant to academies, but to all employer

Government Actuary’s Department
LGPS England & Wales - Executive Summary

groups. We expect this to lead to more
consistent data quality, which in turn assists
consistency objectives.

Recommendation 3: We recommend
that the Scheme Advisory Board seeks a
common basis for future conversions to

academy status that treat future academies
more consistently, with a view to making a
recommendation to the MHCLG minister

in advance of the next valuation.

Solvency
1.16 As set out in CIPFA’'s Funding Strategy

Statement Guidance,? the rate of employer
contributions shall be deemed to have been
set at an appropriate level to ensure solvency
of the pension fund if:

- the rate of employer contributions is set to
target a funding level for the whole fund
(assets divided by liabilities) of 100% over
an appropriate time period and using
appropriate actuarial assumptions (where
appropriateness is considered in both
absolute and relative terms in comparison
with other funds)

and either:

- employers collectively have the financial
capacity to increase employer contributions,
should future circumstances require, in order
to continue to target a funding level of 100%

or

- there is an appropriate plan in place should
there be, or if there is expected in future
to be, no or a limited number of fund
employers, or a material reduction in the
capacity of fund employers to increase
contributions as might be needed

2 http://www.cipfa.org/policy-and-guidance/publications/p/preparing-and-maintaining-a-funding-strategy-statement-in-the-lgps-2016-edition
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117

118

119

For open funds, solvency is dependent on
employers being able to pay contributions as
required, knowing that these contributions may
increase or decrease significantly in future.
Considering the LGPS as a whole, our long
term expectation is that contributions will fall
below their current levels as remaining deficits
are paid off. However there is a significant
chance that contributions remain at their
current levels or even increase further in the
long term, and in the short term there is always
the risk that contributions need to increase or
decrease following actuarial valuations.

At a fund level, we have expressed our

stress tests in terms of the relative effects of
an adverse stress to asset values on core
spending power for English local authorities,
and financing data for Welsh local authorities.
We find that if asset values were to fall by 15%,
then there is a range of impacts on different
funds and, on the basis of our assumptions,®
funds could face increases in contribution
over 3% of their core spending. Funds should
be aware of this risk, and consider if any
action should be taken to manage it. For the
avoidance of doubt, we do not consider that
this risk implies that the aims of section 13 are
not achieved.

West Midlands Integrated Transport Authority
Pension Fund (WMITA) retains the specific risk
arising from the majority of the fund liabilities
being backed by a single private sector
employer and being closed to new entrants.
The administering authority and the employers
have made substantial efforts by paying
significant contributions to mitigate this risk.
However, without a plan in place to ensure that
the WMITA fund continues to meet benefits
due in an environment of no future employer
contributions being available, we do not think
that any (realistic) employer contribution rate
would be sufficient to achieve the solvency

aim of section 13. We recommend that the
administering authority put such a plan in place.

Recommendation 4: We recommend that

the administering authority put a plan in place
to ensure that the benefits of members in the
West Midlands Integrated Transport Authority

Pension Fund can continue to be paid in
the event that employers’ contributions,
including any exit payments made, are
insufficient to meet those liabilities.

Long term cost efficiency

1.20 As set out in CIPFA’'s Funding Strategy
Statement Guidance, we consider that the
rate of employer contributions has been set at
an appropriate level to ensure long term cost
efficiency if it is sufficient to make provision
for the cost of current benefit accrual, with
an appropriate adjustment to that rate for any
surplus or deficit in the fund.

1.21 A number of funds highlighted in the Dry Run
have made progress, with their employers
increasing contributions following the 2016
valuation.

1.22 CIPFA's Funding Strategy Statement Guidance
states “Administering authorities should avoid
continually extending deficit recovery periods
at each and subsequent actuarial valuations.
Over time and given stable market conditions,
administering authorities should aim to reduce
deficit recovery periods.” In the dry run, we
established the deficit reconciliation measure
so that funds could confirm that the deficit
recovery plan can be demonstrated to be
a continuation of the previous plan, after
allowing for actual fund experience.

3 Core spending power is a measure of financial resource of the underlying (tax raising) employers. Details are provided in Appendix C.
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1.23 We consider that reconciliation of the deficit
recovery plan is an important component of
section 13 for all funds.

1.24 Through this exercise, we have identified and
engaged with a number of funds that have
extended their deficit recovery end points. We
have not concluded that this implies the aims
of section 13 are not achieved, however we do
recommend that all funds review their funding
strategy and consider whether this is in
accordance with the CIPFA guidance referred
to above.

Recommendation 5: We recommend that all
funds review their funding strategy to ensure
that the handling of surplus or deficit is
consistent with CIPFA guidance and that the

deficit recovery plan can be demonstrated
to be a continuation of the previous plan,
after allowing for actual fund experience.

1.25 We would not normally expect to see employer
contribution rates decreasing (reducing the
burden on current taxpayers) at the same
time as the deficit recovery end point being
extended further into the future (increasing the
burden on future taxpayers).
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1

Introduction

1.1

1.2

This report is addressed to the Ministry of
Housing, Communities and Local Government
(MHCLG) as the responsible authority for

the purposes of subsection (4) of section

13 of the Public Service Pensions Act 2013
(‘the Act’). GAD has prepared this report to
set out the results of our review of the 2016
funding valuations of the Local Government
Pension Scheme (LGPS). This report will

be of relevance to: administering authorities
and other employers, actuaries performing
valuations for the funds within the LGPS, the
LGPS Scheme Advisory Board (SAB), HM
Treasury (HMT) and the Chartered Institute of
Public Finance and Accountancy (CIPFA), as
well as other LGPS stakeholders.

In this introduction we provide;

- background information on the LGPS and
fund valuations

+ background information on this review and
section 13 of the Act

- details of the structure of this report,
including the executive summary and the
appendices

- discussion of the metrics and flags that
we have used in this report, noting the
significant improvement in outcomes
compared with the previous review

- commentary on the role of the actuary and
other stakeholders, noting that nothing in
this report should be taken as criticism of
administering authorities, their actuary, or
other stakeholders
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- discussion of the data and assumptions
underpinning this review

- a note of our engagement with stakeholders

- a statement of compliance and limitations

The Local Government Pension Scheme
and fund valuations

1.3

1.4

The LGPS is a funded scheme and periodic
assessments are needed to ensure the fund
has sufficient assets to meet its liabilities.
Employer contribution rates may change
depending on the results of valuations.
Scheme regulations set out when valuations
are to be carried out.

Each LGPS pension fund is required to
appoint its own fund actuary, who carries out
the fund’s valuation. The fund actuary uses a
number of assumptions to value the liabilities
of the fund. Liabilities are split between those
that relate to the past (the past service cost),
and those that relate to the future (the future
service cost). The results of the valuation may
lead to changes in employer contribution rates
for both future and past service costs.

GAD'’s review and section 13

1.5

1.6

Section 13 applies for the first time to the
valuations as at 31 March 2016.

Subsection (4) of section 13 requires the
Government Actuary as the person appointed
by MHCLG to report on whether the four main
aims are achieved, namely:
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- compliance: whether the fund’s valuation is 1.10
in accordance with the scheme regulations

- consistency: whether the fund’s valuation
has been carried out in a way which is not
inconsistent with the other fund valuations
within LGPS

- solvency: whether the rate of employer
contributions is set at an appropriate level to

ensure the solvency of the pension fund 1.11 Appendices are contained in a separate
document, and cover:
- long term cost efficiency: whether the o .
rate of employer contributions is set at an Appendix A: Compliance
appropriate level to ensure the long term - Appendix B: Consistency
cost efficiency of the scheme, so far as . .
relating to the pension fund Appendix C: Solvency
1.7 Section 13 subsection (6) states that if any of + Appendix D: Long term cost efficiency
the aims of subsection (4) are not achieved: - Appendix E: Asset liability study
a) the report may recommend remedial steps - Appendix F: Data provided
b) the scheme manager must: - Appendix G: Assumptions
i) take such remedial steps as - Appendix H: Section 13 of the Public Service
the scheme manager considers Pensions Act 2013
appropriate - Appendix I: Extracts from other relevant
ii) publish details of those steps and the regulations
reasons for taking them
¢) the responsible authority may Metrics and flags

iii) require the scheme manager to report 112
on progress in taking remedial steps

iv) direct the scheme manager to take
such remedial steps as the responsible
authority considers appropriate

1.8 A dry run of this exercise was published'
following the valuations as at 31 March 2013.

Structure of this report

1.9 An executive summary to this report is
provided in a separate document.

In the remaining chapters in this report, we
consider each of the four aims of section 13:

- Chapter 2: Compliance
- Chapter 3: Consistency
- Chapter 4: Solvency

- Chapter 5: Long term cost efficiency

In its notes to the establishment of key
performance indicators? (KPls), the Scheme
Advisory Board states: “The SAB considers
that maintaining and improving the overall
performance of the LGPS is best done by
focusing on improving key financial and
governance metrics of ‘under-performing’
funds, and concurrently seeking to raise the
level of performance of ‘average’ funds to that
of the ‘highest performing’ funds.”

" http://www.lgpsboard.org/images/Reports/Section13DryRun20160711.pdf

2 http://committees.westminster.gov.uk/documents/s15058/11%20-%20Appendix%201%20-%20KPI%20Guidance.pdf
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We have looked at a range of metrics to
identify potential issues in respect of solvency
and long term cost efficiency. Each fund’s
score under each measure is colour coded or
flagged, where:

@ indicates that there are no material issues
that may contribute to a recommendation
for remedial action in order to ensure
solvency or long term cost efficiency

indicates a potential issue should be
recognised, but in isolation would not
usually contribute to a recommendation for
remedial action in order to ensure solvency
or long term cost efficiency

indicates a potentially material issue that
may contribute to a recommendation for
remedial action in order to ensure solvency
or long term cost efficiency

The trigger points for these flags are based
on a combination of absolute measures and
measures relative to the bulk of the funds in
scope. We have had regard to the particular
circumstances of some potential exceptions,
following engagement with the administering
authority and the fund actuary.

Results

In total, 70 out of 89 funds tested had

green flags on all solvency and long term
cost efficiency metrics. This is a significant
improvement compared with the previous dry
run report (52 out of 90). There are a total of
20 amber and 2 red flags, which is again a
significant improvement compared with the
dry run (58 amber, 5 red).

Interpretation of flags

While they should not represent targets,
these measures and flags help us determine
whether a more detailed review is required,
for example, we might have concern where
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multiple measures are triggered amber for a
given fund.

In broad terms, amber flags are advisory
signals that may indicate action and a need
for further investigation through engagement
with the relevant administering authority and
their actuary. It should be noted that these
flags are intended to highlight areas where
risk may be present, or further investigation

is required. Where an amber flag remains
following that engagement, we believe this
relates to an area where an issue remains that
administering authorities and pension boards
should be aware of. There is no implication
that the administering authority was previously
unaware of the issue.

A green flag (ie the absence of a red or amber
flag) does not necessarily indicate that no risk
is present and similarly the fact that we are not
specifically suggesting remedial action does
not mean that scheme managers should not
consider actions.

Limitations

We recognise that the use of data and models
has limitations. For instance, the data that we
have from valuation submissions and publicly
available financial information is likely to be
significantly less detailed than that available

to funds. Our risk assessment framework is
designed to broadly assess scheme risks and
decide on our engagement with schemes on
an indicative basis.

1.20 Because of the nature of this exercise, the only

1.21

post-valuation events considered are those
that may have already been taken into account
in the valuation disclosures.

Further detail is provided in the solvency
and long term cost efficiency chapters and
appendices.
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Exclusions

1.22 The Environment Agency Closed Pension
Fund is different from other LGPS funds, in
that the benefits payable and costs of the
fund are met by Grant-in-Aid funding by the
Department for Environment, Food and Rural
Affairs®, guaranteeing the security of these
benefits. South Yorkshire Passenger Transport
Pension Fund’s assets and liabilities have been
transferred to the Greater Manchester Pension
Fund, hence we have not considered the fund
further. In general, these funds have been
excluded from the analyses that follow.

The role of the actuary and other
stakeholders

1.23 The following key has been used to identify the
actuarial advisers for each fund:

Aon
Barnett Waddingham
Hymans Robertson

Mercer

1.24 Local valuation outputs depend on the local
circumstances of each fund, the administering
authorities’ Funding Strategy Statements, and
the actuary’s work on the valuation.

1.25 We have reported where the review raised
concerns in relation to the aims of section 13.
In some cases these concerns are related
to the particular circumstances of individual
funds - for example mature funds that could
have large liabilities relative to the financial
resources of their employers have some
inherent risks and may be more likely to be
flagged under our ‘asset shock’ measure.

1.26 It is not our role to express an opinion as
to whether any concerns raised are driven
by the local circumstances of a fund, or the
actions of authorities, their actuary, or other
stakeholders. Nothing in this report should be
taken as criticism of authorities, their actuary,
or other stakeholders.

Data and assumptions

1.27 The metrics are based on publicly available
data and data provided to GAD by or on
behalf of administering authorities. Further
details are in Appendix F.

1.28 To make meaningful comparison of valuation
results, we have referred to results restated on
two bases:

- the standard basis established by the SAB,
as calculated by fund actuaries

- a market consistent basis derived by us

1.29 Further details of both these bases are set out
in Appendix G.

1.30 The market consistent basis is GAD’s best
estimate as at 2016, based on our views
of likely future returns on each asset class
across the Scheme. Future asset returns
are uncertain and there is a wide range
of reasonable views on what future asset
returns will be and therefore the best estimate
discount rates should be. We have presented
GAD’s view above, but there are other
reasonable best estimate bases which may
give materially different results.

1.31 This use of these standard bases does not
imply the bases are suitable to be used for
funding purposes:

- the SAB standard basis is not market
consistent

3 http://www.lgpsboard.org/images/Valuations2016/EAPFClosed2016.pdf
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- the market consistent basis is a best Compliance and limitations

estimate (while regulations and CIPFA
guidance call for prudence to be adopted).
This best estimate is based on the average
investment strategy for the overall scheme,
and so will not be pertinent to any given
fund’s particular investment strategy.
Further, this does not take into account any
anticipated changes in investment strategy 1.37
that may be planned or in train

1.36

1.32 The local valuations and our calculations
underlying this report are based on specific
sets of assumptions about the future. Some
of our solvency measures are stress tests but
these are not intended to indicate a worst
case scenario. 1.38

Engagement with stakeholders

1.33 In preparing this report, we are grateful for
helpful discussions with and cooperation from:

- MHCLG

- fund administrators

- actuarial advisors

- LGPS Scheme Advisory Board
« HMT

1.34 We note that this report is GAD’s alone and
the stakeholders above are not responsible for
the content.

1.35 We are committed to preparing a section 13
report that makes practical recommendations
to advance the aims in the legislation. We will
continue to work with stakeholders to advance
these aims and expect that our approach to
section 13 will continue to evolve to reflect
ever changing circumstances and feedback
received.
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This work has been carried out in accordance
with the applicable Technical Actuarial
Standard: TAS 100 issued by the Financial
Reporting Council (FRC). The FRC sets
technical standards for actuarial work in the
UK.

GAD has no liability to any person or third
party for any act or omission taken, either in
whole or in part, on the basis of this report.
No decisions should be taken on the basis

of this report alone without having received
proper advice. GAD is not responsible for any
such decisions taken.

We understand and assume that there is no
regulatory authority assumed by or conferred
on the Government Actuary in preparing this
or any future section 13 report. In addition,
the appointment to report under section 13
does not give the Government Actuary any
statutory power to enforce actions on scheme
managers (or others).
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Compliance

O Key compliance findings

- All reports checked contained a statement of compliance.
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- All reports checked contained confirmation of each of the requirements in Regulation 62.
- We concluded that the aims of section 13 were achieved under the heading of compliance.

2.1

2.2
2.3

24

Section 13 requires that GAD must report on
whether the actuarial valuations of the funds

have been completed in accordance with the
scheme regulations.

We found no concerns over compliance.

There is a great deal of consistency

between the actuarial methodologies and

the presentation of the actuarial valuation
reports for funds that are advised by the same
firm of actuarial advisors (see chapter on
Consistency). Accordingly, GAD has selected
one fund as a representative example from
each of the firms of actuarial advisors, and has
assessed whether these reports have been
completed in accordance with Regulation 62.*

We found that the actuarial valuation reports for

each of the above funds have been completed
in accordance with Regulation 62, and have
therefore concluded that the compliance
criteria of section 13 have been achieved. We
note that this is not a legal opinion.

2.5

2.6

Our review of compliance is focused on the
actuarial valuation reports produced under
Regulation 62. We have not, for example,
systematically reviewed Funding Strategy
Statements prepared under Regulation 58.

The comments we make in subsequent
chapters on consistency, solvency and long
term cost efficiency do not imply that we
believe that the valuations are not compliant
with the regulations. These comments relate
only to whether the valuations appear to
achieve the aims of section 13.

4 The statutory instrument governing the publication of actuarial valuations for the LGPS in England and Wales is Regulation 62 of the Local
Government Pension Scheme Regulations 2013.
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Consistency

( Key consistency findings

- There has been an improvement in relation to disclosure of contribution rates.

Government Actuary’s Department
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- We recommend the SAB consider how best to implement a standard way of presenting relevant

disclosures.

- The following assumptions show a marked difference for funds advised by the different firms of

- discount rate
- mortality improvements
- salary increases

- commutation

actuarial advisors that are not apparently due to local differences:

- We recommend the SAB consider what steps should be taken to achieve greater clarity and consistency

in actuarial assumptions, except where differences are justified by material local variations.

- We recommend the SAB seeks a common basis for future conversions to academy status.

3.1

3.2

Section 13 requires that GAD must report
on whether the actuarial valuation has been
carried out in a way which is not inconsistent
with other valuations.

In this chapter we:

- provide some background on the legislation,
and previous valuations

- discuss two types of consistency:
presentational and evidential

- consider presentational consistency in
more detail, looking in particular at the
presentation of employer contribution rates
and the analysis of the change in these rates
since the previous valuation

- consider evidential consistency in more
detail, looking first at liability values and
then at various assumptions: discount rate,
mortality improvements, salary increases
and commutation assumptions

- conclude and make recommendations

- take a more detailed look the treatment of
academies

Background: legislation and previous
valuations

3.3 Section 13(4)(b) requires us to report on
whether actuarial valuations have been carried
out in a way which is not inconsistent with
other valuations completed under the scheme
regulations.
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3.4

3.5

3.6

We consider how consistency relates to the
ability to compare two actuarial valuation
reports and draw appropriate conclusions.
This relates to how key information is
presented as well as whether the outcomes
are able to be compared. We consider it is
wholly appropriate for assumptions to be
set relative to local conditions, but that this
should be clearly explained and permit such
comparisons to be made.

Note that Regulation 62 of the 2013 regulations
does not include a requirement that the
actuarial valuations are carried out in a way
which is not inconsistent with other valuations
completed under the scheme regulations.
However, section 13 of the 2013 Act requires
us to comment whether they have been carried
out in this way.

We found improvements in consistency of
contribution rate disclosure since the dry run.
This was a major concern at the time. We
welcome this significant progress. However, we
found some other aspects of consistency had
not improved since the dry run. Some aspects
of this are discussed below.

Presentational and evidential consistency

3.7

Readers of the actuarial valuations face two
difficulties in making meaningful comparisons
between the reports:

- Presentational: information may be
presented in different ways in different
reports (eg funding levels), and sometimes
information is contained in some reports but
not others (eg life expectancies), so readers
may have some difficulties in locating the
information they wish to compare. We call
this presentational inconsistency.

- Evidential: even when the reader has located
the relevant information (eg funding levels),
differences in the underlying methodology
and assumptions mean that it is not possible
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to make a like for like comparison. We call
this evidential inconsistency. We believe
that local circumstances may merit different
assumptions (eg financial assumptions

are affected by the current and future
planned investment strategy, different
financial circumstances leading to different
levels of prudence adopted). However, in
some areas, it appears that the choice of
assumptions is highly dependent on the
house view of the particular firm of actuaries
advising the fund, with only limited evidence
of allowance for local circumstances.

Under both aspects there is a great deal

of consistency when comparing any two
reports produced by the same firm of actuarial
advisors, but comparisons between reports of
different firms of actuaries are more difficult.

Presentational consistency

3.9

3.10

We have taken a report produced by each firm
of actuarial advisors to assess whether the
information disclosed is consistent across all
four advisors. The chosen funds are:

- Merseyside Pension Fund: Mercer

-+ London Borough of Haringey Pension Fund:
Hymans Robertson

- Hampshire County Council Pension Fund:
Aon

- Royal County of Berkshire Pension Fund:
Barnett Waddingham

All four funds provide most of the key
information that we expected from an actuarial
valuation report. Each report also contains

a section that summarises the changes to

the funding position since the 2013 reports,
and these are presented in very similar ways
making for easy comparison.
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3.13

3.14

However, the whole fund secondary
contribution rates were not presented
consistently, which might cause user difficulties
if they wished to make comparisons between
funds. This is discussed in more detail below.

Contribution rates

Contribution rates include the following
components:

+ primary contribution rate
+ secondary contribution rate
- member contribution rate

The primary contribution rates are easily found
in the valuation reports for each fund, and, as
they are all expressed as a percentage of pay,
are easily comparable. The same is true of
member contribution rates.

Secondary contribution rates are more
complex and the whole fund rates are not

Table 3.1: Secondary contribution rates

Government Actuary’s Department
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presented consistently in the valuation reports.
All firms of actuarial advisors provide a detailed
breakdown of the secondary contribution rates
by employer for each of the next three years

in their Rates and Adjustments Certificates.
However, the summary statistics provided

for the funds as a whole varied significantly
between firms of actuarial advisors.

3.15 Table 3.1 summarises the information with

regard to secondary contribution rates that are
given in the valuation reports for the different
firms of actuarial advisors. The inconsistent
presentation of the secondary contribution
rates relates to the presentation of the whole
of fund / aggregate secondary contribution
rates rather than individual employer secondary
contribution rates. To aid comparison of these
rates it would be helpful to present them more
consistently. Given funds are of different sizes,
translating whole fund secondary rates into a
percentage of pensionable pay would assist.

Fund Average for
(Firm of actuarial 2017 2018 2019 recovery period
advisors)

. £75,680,400 £81,548,300 £87,248,800 o
AETIPEIE less 2.9% of less 1.9% of less 0.9% of 7‘54’ of
(Aon) . . . pensionable pay

pensionable pay pensionable pay pensionable pay

Berkshire £21,017,000 £27,468,000 £34,075,000 77% of
(Barnett or 5.3% of or 6.7% of or 8.2% of ensi.one:ble .
Waddingham) pensionable pay pensionable pay pensionable pay P pay
Haringey
(Hymans £9,252,000 £8,612,000 £9,554,000 -
Robertson)
Merseyside £136,300,000 £52,500,000 £53,600,000

y less 0.9% of less 0.4% of plus 0.1% of -
(Mercer)

pensionable pay

pensionable pay

pensionable pay
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3.16

317

3.18

Barnett Waddingham expressed the
secondary contribution rate as a percentage
of pay and also gave the equivalent monetary
amount. Aon and Mercer expressed the
secondary contribution rate as a combination
of a monetary amount and a (negative)
percentage of pay. Hymans Robertson gave a
monetary amount only.

Aon and Barnett Waddingham gave a single
headline figure that summarises the average
secondary contribution rate over the entire
deficit recovery period for that fund.

In our view, the 2016 reports represent an
improvement in the consistency of disclosures
compared to those in the 2013 reports.
Nevertheless, presentational inconsistency
makes it difficult to compare the funds from all
four firms of actuarial advisors based on the
information provided in the valuation reports,
without performing further analysis.

3.19

Change in contribution rates since
the previous valuation

We note that regulations have changed with
common contributions being replaced by
primary and secondary contribution rates

for employers. This makes comparison with
the previous valuation difficult. Ideally, in
future, we would expect to see a comparison
of recommended primary and secondary
contribution rates with those from the previous
valuation. Table 3.2 shows the comparisons
provided in each of the four reports.

3.20 A comparison with aggregate employer rates

is provided in some cases. Others provide

a comparison of primary rates only. We
believe such a comparison is useful to enable
the reader to understand the total level of
contributions being paid into the fund.

Table 3.2: Comparison with prior valuation contribution rates

Fund Comparison provided

Hampshire . —

(Aon) Comparison of the aggregate employer total contribution rate

(BBe;:(:;':e Analysis of the change in primary contribution rates, but no comparison of total
Waddingham) employer rates

Haringey The 2013 common contribution rate® alongside a comment that the change
(Hymans in regulatory regime and guidance on contribution rates means that a direct
Robertson) comparison to the whole fund rate at 2016 is not appropriate

Merseyside Breakdown of the primary employer contribution rate compared with the previous
(Mercer) valuation

5 The common contribution rate (CCR) has been replaced by primary and secondary contribution rates in legislation. In some cases the CCR bore no
relationship to actual contributions paid by employers.
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Evidential consistency

3.21 We have considered whether the local fund

valuations have been carried out in a way
which is not inconsistent with each other. We
have not found any significant inconsistencies
in the results of the valuations (the
recommended employer contribution rates),
but there are significant inconsistencies in the
assumptions adopted.

3.22 Inconsistencies in the methodology

and assumptions are less critical than
inconsistencies in the results would be.
However these inconsistencies make it difficult
for users to compare reports, and in our view
do not serve any clear purpose. We therefore
make a recommendation below that the SAB
consider this issue.

Government Actuary’s Department
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- consider some specific assumptions in detail
(including the discount rate), to illustrate the
apparent inconsistences

Value assigned to the liabilities

3.24 The value assigned to liabilities in each

actuarial valuation report has been calculated
on assumptions set locally. Differing levels

of prudence are to be expected and may be
reflective of local variations in risk appetite, but
care needs be taken when comparing results.

3.25 Table 3.4 shows a comparison of local basis

liability values vs SAB basis liability values,
and charts B1 and B2 in Appendix B shows
a comparison of local funding levels vs SAB
basis funding levels, which illustrate the
variation in levels of prudence adopted in

3.23 In the paragraphs that follow we: each'valuation, gnd therefore thg d?f'ficulty in

drawing conclusions based on liability values.

- look at the range of difference in the value

assigned to the liabilities between the local
basis and the standard SAB basis, which
illustrates the impact of inconsistencies in

the local bases

3.26 The liability value on the local basis for
Berkshire is lower than on the SAB standard
basis, yet the reverse is true for the other
three funds. Across the whole Scheme, the
range is between 36% and -1%. This illustrates
the difficulty for the reader in drawing
comparisons between reports.

Table 3.3: Liability values

Fund Local basis SAB standard basis  Difference between

£m £m local basis and SAB

standard basis
Hampshire 6,453 5,718 13%
(Aon)
Berkshire )
(Barnett Waddingham) 2,242 2,267 1%
Haringey )
(Hymans Robertson) 1,323 1,118 18%
Merseyside 8081 2019 o
(Mercer)
Page 53
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Assumptions adopted Discount rates

3.27 We compared the following key assumptions 3.28 A way of measuring the level of prudence built

that need to be made for the actuarial
valuations for all funds to consider whether
variations in those assumptions are justified in
terms of local conditions:

into the pre-retirement discount rate used to
assess past service liability is by considering
the implied asset outperformance within the
discount rate (the implied real return above

the risk free return within the discount rate)
(see Appendix B.8 for more details). Note this
applies to all assets, not just ‘return seeking’
assets. The following chart illustrates implied
asset outperformance ranges within the
discount rate used to assess past service
liability®, by firm of actuarial advisors.

- discount rate
- mortality improvements
- salary increases

- commutation rates

Chart 3.1: Implied asset outperformance

Implied asset outperformance range

Mercer
Hymans Robertson
Barnett Waddingham

Aon

[
1.00% 1.50% 2.00% 2.50% 3.00% 3.50% 4.00%

Aon Barnett Waddingham Hymans Robertson Mercer

5 Note that some funds use different discount rates to assess past service liabilities and future service contribution rates, we consider only the former here.
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3.29 We would expect some fund-by-fund variation

due to asset strategy and different levels of
risk appetite. Therefore we do not consider
the fact that funds adopt different discount
rates to be a particular cause for concern.
Future asset returns are highly uncertain,
and so there is a wide range of reasonable
assumptions that may be adopted.

3.30 We are not stating that any particular set

3.31

of assumptions adopted is not reasonable.
However it does appear that they are not
consistent with each other.

Chart 3.1 illustrates one aspect of this
difference in assumptions applied by the four
firms of actuarial advisors. The funds advised
by Hymans Robertson tended to show the
lowest level of asset outperformance within
the discount rate. Those advised by Mercer
sit in the middle of the range, and the funds
advised by Aon and Barnett Waddingham
have the highest level of outperformance
within the discount rate used for assessing
past service liability values.”

3.32 We might expect less bunching by firm of

actuarial advisors if discount rates were set
according to local conditions. The discount
rate chosen appears to depend on the choice
of firm of actuarial advisors. In this regard,

we consider the aim of section 13 under
consistency may not be achieved.

Government Actuary’s Department
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3.33 We acknowledge, given there are multiple

funds advised by four different actuarial
advisors, that there is difficulty ensuring
consistency of methodologies and
assumptions used. This, in conjunction with
adequate disclosure in the reports, should
allow comparison by a reader of the reports.
Consistency is, however, one of the four
aims of section 13 and we consider that to
improve consistency, stakeholders should
work together to overcome some of these
difficulties.

Mortality improvements

3.34 The mortality assumption is a function of

current (or base) mortality and expectations
for future improvements. It is reasonable to set
the base mortality assumption on local data.
However, mortality improvements must be
based on a projection, such as the Institute
and Faculty of Actuaries’ CMI projections® with
an assumed rate of future increases counted
separately. The assumed long term rates of
future mortality improvements for males and
females are summarised in Chart 3.2 below:

7 The asset outperformance in Chart 3.1 relates to the discount rate for past service liabilities only. For setting future service contribution rates,
Hymans Robertson use a stochastic approach . Mercer follow a deterministic method, but add eg 0.5% to the discount rate for setting contribution rates.

8 https://www.actuaries.org.uk/learn-and-develop/continuous-mortality-investigation/cmi-investigations/mortality-projections
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Chart 3.2: Mortality improvements assumptions for males and females

80
70
60
[7)
T 50
=
5 40
2 30
£
> 20 -
10 -
0
0.50% 1.00% 1.25% 1.50% 1.75%
Annual rate of mortality improvement
Aon Barnett Waddingham Hymans Robertson Mercer

3.35 Hymans Robertson tends to assume a rate of

mortality improvement 0.25% lower than that
of the three other firms of actuarial advisors.
Hymans Robertson also use an earlier
mortality improvements model. The other
three firms of actuarial advisors used higher
improvement rates and based their mortality
improvements on more recent projections.
This is understandable because it is difficult
to assess future mortality trends, and during
the period up to 2016 there was considerable
uncertainty in the direction of these trends.
The assumption adopted by each fund
appears to be heavily influenced by the
advisor rather than any local considerations.
Each assumption falls within an acceptable
range, but we consider it would be helpful

if the four firms adopted a consistent
assumption for this item.

Salary increases and commutation
assumptions

3.36 The rate of promotional pay increases and

commutation (the extent to which members
on average exchange pension in favour of a
tax free cash benefit) assumptions appear

in the case of some of the firms of actuarial
advisors to be set as a house view rather than
an approach clearly based on local conditions.
Charts B5 and B6 in Appendix B illustrate this.

3.37 Most firms of actuarial advisors confirmed they

perform some analysis under both these areas.
In some cases this appears to result not in local
variation, but rather an average assumption
across the funds under a given advisor. The
firms of actuarial advisors cite lack of materiality
in some cases, which we consider reasonable.
However, in these cases, we believe it would be
helpful to use a common assumption across all
funds to aid comparability.
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Conclusion and recommendations

3.38 Section 13 requires valuations to be carried
out in a way that is not inconsistent with other
LGPS fund valuations. We interpret this in a

presentational and evidential way. We consider

the criterion has not been achieved if a user
is not able to draw comparisons between the
results from two valuation reports.

3.39 Stakeholders may wish to set out objectives
for a possible project to improve consistency
to help readers to understand the prudence
being used in the report with regard to
both past service liabilities and aggregate
contribution rates. These objectives may
include:

- a framework for relevant assumptions to be
set by local government collectively

- recognition that, where appropriate,
assumptions should be set according to
local conditions, following review of local
experience and discussion with relevant
stakeholders

-+ assumptions should be set consistently, in
that different assumptions should be clearly
justified by specific local circumstances
(eg different asset strategies, different risk

appetites, different local mortality experience)

3.40 Examples of where the criterion may not have
been achieved include:

< some remaining inconsistency in reporting of

whole of fund secondary contribution rates

Government Actuary’s Department
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- assumptions with a marked difference
for funds advised by the different firms of
actuarial advisors that cannot be justified by
local differences:

- mortality improvements
- discount rate
- salary increases

- commutation

3.41 These differences contribute, alongside

genuine local variations, to differences
between funding levels and recommended
contribution rates on local bases which a
reader may find it difficult to interpret without
undertaking further analysis.

Recommendation 1: We recommend

that the Scheme Advisory Board should
consider how best to implement a standard
way of presenting relevant disclosures

in all valuation reports to better facilitate
comparison, with a view to making a

recommendation to the MHCLG minister
in advance of the next valuation. We
have included a draft dashboard in this
report to facilitate the Scheme Advisory
Board’s consultation with stakeholders.

3.42 We set out a possible dashboard to facilitate

the Scheme Advisory Board’s consultation with
stakeholders. Such a dashboard could facilitate
comparison both between funds and between
successive valuations of the same fund.
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Table 3.4: Possible dashboard for inclusion in valuation reports

Item

Proposed format

Funding level (assets/liabilities)

%

Funding level (change since previous valuation)

%

Market value of sssets £m
Value of liabilities £m
Surplus (deficit) £m
Deficit recovery end point year

Change in deficit recovery end point

+/- number of years

Primary contribution rate (average for the fund)

£ pa, % of pay

Secondary contribution rate (average for the fund)

£ pa, % of pay

Total employer rate (average for the fund)

£ pa, % of pay

Total employer rate (change since previous valuation)

£ pa, % of pay

Employee contribution rate

£ pa, % of pay

Discount rate(s)

% pa

Assumed pension increases (CPI)

% pa

Method of derivation of discount rate, plus any changes since
previous valuation

Freeform text

Life expectancy for current pensioners — men age 65 years
Life expectancy for current pensioners — women age 65 years
Life expectancy for future pensioners — men age 45 years
Life expectancy for future pensioners — women age 45 years

Funding level on SAB basis
(for comparison purposes only)

Simple overall percentage

3.43 We note that such a dashboard would facilitate Recommendation 2: We recommend
comparison between funds, but should not be that the Scheme Advisory Board should

translated into funding advice.

consider what steps should be taken to

achieve greater clarity and consistency
in actuarial assumptions, except where

differences are justified by material

local variations, with a view to making a
recommendation to the MHCLG minister
in advance of the next valuation.
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Academies

3.44 MHCLG has asked GAD to review academy
contribution rates under the heading of

consistency, following recent work led by the
SAB.

3.45 We conducted our investigation based on data
provided by the firms of actuarial advisors in
order to understand how academies are being
treated in the LGPS. The outcomes of this
investigation are summarised below.

3.46 The SAB has identified two work-streams
— administration and funding — and
plans to complete its work and make
recommendations to ministers later this year.

GAD'’s investigations
3.47 GAD'’s report is published here.®
3.48 The analysis concluded that:

-+ on average academies currently pay
2% of payroll less in contributions than
local authorities (LAS) (21% on average
for academies, 23% on average for local
authorities)

- there is a high degree of variability in
individual contribution rates

- academies are treated consistently with
LAs, suggesting that the DfE guarantee is
currently being recognised by funds

- given the existing approach for setting
academy contribution rates, we would expect
(material) nationwide variation between
individual academy contribution rates and LA
contribution rates to persist in future. Further,
the extent of the variation observed at the
2016 valuation could potentially increase,
particularly if there is a large increase in the
number of new academies

Government Actuary’s Department
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Conclusions and recommendations

3.49 We concluded that, on average, academies
were treated fairly in relation to LA employers,
but there was considerable inconsistency in
methods adopted for allocating initial assets
to the academies, and in some cases the
period for repaying initial deficits, and this has
contributed to a wide range of contribution
rates paid by academies.

3.50 Two streams are being pursued by the SAB:

+ administration stream: we support the
work of the SAB in seeking to simplify and
streamline administration processes, noting
that these improvements are not just relevant
to academies, but to all employer groups

- funding stream

3.51 One area that can improve consistency of
treatment between academies is the allocation
of assets upon conversion to academy
status. Consistency in the basis adopted at
conversion, in particular for allocation of assets
between the academy and the fund, and for
the deficit recovery period, will help provide
clarity to multi academy trusts about the costs
associated with conversion.

Recommendation 3: We recommend

that the Scheme Advisory Board seeks a
common basis for future conversions to
academy status that treat future academies

more consistently, with a view to making a
recommendation to the MHCLG minister
in advance of the next valuation.

¢ https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/740947/Academies_analysis_report_final.pdf
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4

Solvency

£ Key solvency findings

- Most funds in the LGPS meet the conditions required to be able to demonstrate solvency and in general
funding levels have improved significantly across the scheme since the dry run.

- In total, 74 out of 89 funds tested had green flags on all solvency measures, an improvement since the
dry run (56 out of 90).

- We have highlighted a number of funds where substantial contribution increases may need to be
absorbed. Although we did not conclude that the aims of section 13 were not achieved, we believe fund
managers should be aware of this risk.

- We recommend that West Midlands Integrated Transport Authority Pension Fund puts a plan into place to
ensure the fund is able to continue to meet benefits in the event that no future contributions are available.

4.1 Under section 13(4)(c) of the Act, the - discuss the solvency risks for West Midlands
Government Actuary must report on whether Integrated Transport Authority, which is a
the rate of employer contributions to the fund closed fund

is set at an appropriate level to ensure the

solvency'® of the pension fund. Definition of solvency

4.2 Inthis chapter we: 4.3 We do not regard that solvency means that

+ provide a definition of solvency a pension fund should be 100% funded at

all times. Rather, in line with the definition

in CIPFA’'s Funding Strategy Statement

guidance' which we adopt for the purposes

of section 13, we consider that the rate of

- consider the potential volatility of employer contributions has been set at an
contributions through an asset liability study appropriate level to ensure solvency of the

pension fund if:

- provide some background on solvency
issues, and the measures and flags we have
used in considering them

- set out flagged solvency risks for open funds
- the rate of employer contributions is set to

target a funding level for the whole fund
(assets divided by liabilities) of 100% over

© The explanatory notes to the Act state that solvency means that the rate of employer contributions should be set at “such a level as to ensure that
the scheme’s liabilities can be met as they arise”.

' http://www.cipfa.org/policy-and-guidance/publications/p/preparing-and-maintaining-a-funding-strategy-statement-in-the-Igps-2016-edition
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an appropriate time period and using
appropriate actuarial assumptions

and either:

- employers collectively have the financial
capacity to increase employer contributions,
and/or the fund is able to realise contingent
assets should future circumstances require,
in order to continue to target a funding level
of 100%

or

- there is an appropriate plan in place should
there be, or there is expected in future to be,
no or a limited number of fund employers
and/or a material reduction in the capacity of
fund employers to increase contributions as
might be needed

Background on solvency

4.4

4.5

4.6

Most funds have improved their funding level
since the 2013 valuations. For example, on
GAD’s best estimate basis, the aggregate
funding level across all LGPS funds at

2016 had improved from around 93% to
approximately 106%, and around 60 funds
were in surplus on this basis. This means
that we expect, on average, there is a greater
than 50% chance that existing assets would
be sufficient to cover benefits in respect of
accrued service when they fall due.

In the case of tax-raising employers,
accommodating contribution variability is a
political, as well as financial, consideration.
We consider it is important that administering
authorities and other employers understand
the potential range of future cost, so that they
can understand the affordability of potential
future contribution requirements.

We have performed some asset liability
modelling work to help illustrate the potential
for variation in contribution rates that may be
required if foreseeable variations to market
conditions were to occur.
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4.7

4.8

4.9

410

411

We have assessed risk against a range of
measures and have highlighted funds where
we believe specific risk is present. These are
risks of potential contribution volatility that
managers should be aware of. Managers
should consider actions required to manage
these risks, but accepting the risk may be

a valid option. The flag does not imply that
anything has gone wrong and maintaining the
flag does not imply that we take issue with any
decision to accept the risk. The amber flag is
an indication that the risk is accepted or has
not been mitigated — it is not implying that the
administering authority is unaware of the risk.

All funds should be aware of their solvency
position, to ensure that the relevant plans are in
place to be able to pay benefits when they fall
due and employers are able to accommodate
potential future increases in contributions.

This is particularly important in the case of
mature funds, where volatility of contributions
may be greater. In particular, they should ensure
that sufficient plans are in place to be able to
pay benefits when they fall due in the potential
environment of no future employer contributions.

We note that, in total, 74 out of 89 funds

had green flags on all solvency measures, a
significant improvement since the dry run (56
out of 90).

Flagged measures in this report include:

- SAB funding level, where we have
highlighted as a risk to be aware of the ten
open funds with the lowest figures. This is a
purely relative, existing risk

- asset shock, where we have highlighted four
funds that could be required to absorb a
large increase in contribution rates (relative
to core spending power for all but one fund)
should a significant, sustained shock occur



Volatility of contributions: asset liability
study

412

413

414

415

4.16

Volatility of asset returns and changes in
economic conditions may place significant
pressures on the future rate of employer
contributions.

We performed an asset liability study to
investigate and help quantify these pressures.
The asset liability study provides a simultaneous
projection of the assets and liabilities of the
scheme under a large number of stochastic
economic scenarios to demonstrate potential
funding and hence contribution outcomes of the
scheme under different potential circumstances.

For the purpose of assessing liabilities and
determining contributions, assumptions are
needed on what set of assumptions will be
used to carry out an actuarial valuation at each
future point in time being considered. In our
modelling we have assumed that:

-+ changes to the financial assumptions will
reflect market conditions at the valuation
date (specifically, long term gilt yields)

- the length of the recovery period is fixed at
20 years at each valuation to approximate
what funds are doing in practice

The output of the model is the upwards or
downward pressure on contribution rates
assuming that the impact of changes in
economic conditions feeds through directly to
contribution setting.

In practice we might not expect these
pressures to feed directly into changes in
employer contribution rates, because for
example, if there was a downward (or upward)
cost pressure the following adjustments might
be considered:

- asset strategy might be made more
defensive which would be expected to
reduce future volatility but would reduce the
scope for reducing contributions (conversely,
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if there was an upward cost pressure, the
asset strategy might be made more return
seeking)

- the length of the recovery period might be
reduced (conversely, if there was an upward
cost pressure, the length of the recovery
period might be increased)

- the level of prudence might be increased,
which could reduce the chance that future
experience was worse than assumptions,
but could also limit the scope for reducing
contributions (conversely, if there was an
upward cost pressure, the level of prudence
might be reduced)

417 The output of the model should not therefore

be regarded as predictions of changes in
future employer contribution rates, but rather
the potential pressures on the employer
contribution rate that might need to be
managed in some way. Any changes to
manage down employer contribution rates in
the short term do not alter the long term cost
of the scheme (which depends on the level
of scheme benefits and scheme experience,
including asset returns) and more generally
might have some other less desirable
outcomes, for example:

+ increasing the length of recovery periods
transfers costs onto future generations

- choosing a more return seeking asset
strategy would be expected to increase
volatility and risk
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Chart 4.1 Range of employer total contribution rate
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418 Chart 4.1 illustrates the potential upward or 419 Chart 4.2 illustrates the cumulative risk™ that
downward pressures on employer contribution equity markets fall over 12 months by more
rates. The black line represents the median' than 15% at some point over the next 20
expected outcome, the red lines the 25th and years, and the chances of those markets not
75th percentile’ outcomes and the blue lines recovering within two valuation cycles. This
the 10th and 90th percentile outcomes. indicates the scenario envisaged in our asset

shock measure is plausible.

N

The median is the central outcome of the range, which means, according to the model, the actual outcome is equally likely to be higher or lower than
the median. Note that the median is the middle outcome at each point in time. The median line does not represent a prediction of outcomes.

@

The 25th and 75th percentile outcomes represent the outcomes where there is a one in four chance the outcome will be more extreme in the
relevant direction. For the 10th and 90th percentile outcomes, there is a 10% chance of a more extreme outcome.

This is an output from our model, which itself is dependent on assumptions/economic scenario generator underlying that model, for example in
relation to equity market mean reversion. Different models will produce different outcomes. Our model assumes discount rates are driven from
underlying gilt yields with a variable equity outperformance assumption.
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Chart 4.2 Modelled likelihood of a fall in equity markets
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Key message 4.21 In addition to the key message above, the

4.20 It is highly likely that there are significant

developments between each valuation that
could result in relatively large pressures on
employer contribution rates. In particular, after
removing potential trends in the projected
future contribution rate, we estimate that,
based on economic circumstances alone,
there is around a 30% chance of an upward
pressure of 8% of pay or more and a 30%
chance of a downward pressure of 8% of pay
or more. This should not be regarded as a
prediction of the changes in future employer
contribution rates, because adjustments
might be made to manage such pressures as
discussed above.
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asset liability study provides further illustration
of possible changes in contribution rates.

- In the short term, there may be upwards
pressure on employer contributions at
the next valuation cycle.

This primarily reflects the modelled reduction

in valuation discount rates, relative to the

last valuation — as a result of falling gilt yields
although this is mitigated by strong asset returns
since 2016. In practice, the upward pressure on
contributions may be further managed (perhaps
to the point that upward pressures are relieved)
if valuation discount rates (relative to gilt yields)
increase or by other changes.
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+ In the medium to longer term, employer
contributions are expected to fall, such
that they are expected to be lower than
current contribution levels.

This reflects reducing deficit repair contributions
and expected asset outperformance from
growth assets. Depending on the assumptions
made about future gilt yields and return
expectations, there may also be increases in
valuation discount rates which further ease
contribution pressures.

- There remains a risk that contributions
are materially higher than current
levels.

There is still a significant chance that
economic assumptions and factors do not
turn out as expected and contribute to a
deterioration in the scheme’s funding position
or cost of accrual that lead to significant
upward pressure on employer contributions.

4.22 These messages are illustrated in charts in

Appendix E which shows the median and
outer percentile results of this exercise.
Employer total contributions include the cost
of ongoing benefit accrual and deficit recovery
contributions where appropriate, less member
contributions, aggregated across all funds.

Solvency risks for open funds

4.23 In the following tables we illustrate the results

of the solvency measures we have used

for each of the individual funds in the LGPS
where at least one measure of solvency was
amber or red. In Appendix C (Table C1) we set
out the considerations with regards to risks
already present and emerging risks, and map
these to the measures we have adopted for
this exercise.
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SAB funding level

4.24 The SAB basis is a useful measure to compare

the relative funding position of each fund, but
it is not a market related basis, and is therefore
not directly appropriate for funding purposes.
Our definition of solvency does not require a
fund to be 100% funded on any given basis

at all times. Rather, this measure gives an
indication of the extent of remedial action that
may be required to ensure solvency. Long
term cost efficiency measures are designed

to check whether funds are taking suitable
steps to improve the level of funding. Table 4.1
outlines those funds in the lowest decile for
funding level (the measure is the distance from
the average funding level).

4.25 We have engaged with the funds with

the lowest SAB funding levels. Most have
indicated they have plans to improve funding
levels over time, by paying increased deficit
contributions. Brent, in particular, indicated
that their long term budgeting process allows
for these expected contributions over the full
term of the expected deficit recovery period,
which we acknowledge. If other funds set
similar long term budgets this would help to
demonstrate solvency. In our engagement
with Worcestershire Pension Fund, the
administering authority highlighted that their
funding position has increased significantly
and that their strategy for investments now
includes equity protection. This was adopted
during early 2018 and runs past the next
actuarial revaluation. The fund is assessing
its investment strategy and risk appetite also
before the next valuation.
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Table 4.1 - Funds with an amber flag on SAB funding level

SAB funding level

Pension fund .
distance from mean

Bedfordshire Pension Fund -13%
City of London Corporation Pension Fund -11%
London Borough of Barnet Pension Fund -13%
London Borough of Brent Pension Fund -29%
London Borough of Croydon Pension Fund -15%
London Borough of Havering Pension Fund -17%
London Borough of Waltham Forest Pension Fund -19%
Royal County of Berkshire Pension Fund -23%
Somerset County Council Pension Fund -15%
Worcestershire County Council Pension Fund -11%
Asset shock proportion of core spending power generates

a flag, as this may indicate that the local
authority may be less likely to be able to
absorb substantial contribution increases
without affecting core services. Funds with a
high level of return seeking assets (whether
due to a high funding level or their strategic
asset allocation between return seeking and
defensive) are more exposed to asset shocks
and more likely to trigger this flag. More detail
is given in Appendix C. We note core spending
power does not represent all sources of
income for all local authorities.

4.26 We have performed a series of tests in relation
to emerging risks. These are stress tests in
relation to what may happen if certain events
occur. Asset shock considers the scenario
of a sustained reduction in the value of return
seeking assets. For example, this could be a
market correction in which asset values do not
immediately recover, and therefore cannot be
absorbed by a change in assumptions. In this
scenario we model the additional contributions
that would be required to meet the emerging
deficit (as opposed to the total contributions

required following the shock). We are looking 4.28 The funds in table 4.2 have generated an

at where there is a risk of large changes to the
contribution rate, rather than a risk of the total
contribution rate exceeding some threshold.

4.27 We consider these additional contributions

in the context of the financial resources of
the underlying statutory employers, for which
we have used core spending power'®, as a
proxy as advised by MHCLG. A shock which
generates high additional contributions as a

amber flag for the asset shock. We consider
that an asset shock flag, on its own, does

not imply that the aims of section 13 are

not achieved, and so do not recommend
immediate remedial action. Rather, we believe
this may indicate some risk in relation to
solvency that fund managers should be aware
of and monitor over time.

5 See definition in Appendix C
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4.29 We also developed two other stress tests:

- liability shock (in which we consider the
impact of an increased liability value as a
result of sustained lower interest rates)

- employer default shock (in which non-

statutory employers are assumed to default

on their pension liabilities, so their deficit
transfers to remaining employers)

In practice we considered that the liability shock
was not independent of the asset shock and
few funds triggered the employer default shock,
S0 we have opted not to highlight the results in

this report.

Table 4.2 - Funds with an amber flag on asset shock

Asset shock - specific engagement
outcomes

4.30 We note that, with the exception of London

Pensions Fund Authority, the other three
amber flags relate to metropolitan funds.
The main driver for this is the fact that the
pension liabilities for the metropolitan funds
are relatively high compared with their core
spending power, rather than differences in
asset strategies. Further analysis would be
required to determine whether there is a
different relationship between core spending
power and other financial resources in the
metropolitan funds, compared with non-
metropolitan funds.

Pension fund

Asset shock increase in
contributions as a % of CSP

South Yorkshire Pension Fund 3.0%
Tyne and Wear Pension Fund 3.5%
West Yorkshire Pension Fund 3.7%
London Pensions Fund Authority Pension Fund Amber

30\
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South Yorkshire Pension Fund

4.31 In our engagement with South Yorkshire

Pension Fund, the administering authority
highlighted that their investment now includes
equity protection, which is intended to protect
against falls in equity markets of between 5

and 30% over two years, while giving up gains
above 14.25%. As such, if the strategy works as
intended this will insulate the fund against the
sort of major shocks we have modelled. This
strategy was implemented during 2018.

4.32 This form of equity protection may be a

suitable approach to protecting against
shocks in the market. We make some brief
comments about the operation of this strategy
in Appendix C, however we do not comment
on the effectiveness of this strategy.

4.33 We welcome the fact that South Yorkshire

Pension Fund in consultation with the fund’s
employers has recognised that a risk does
exist, and has reviewed the options available,
and taken positive action. We maintained the
asset shock flag for this report, because it

the strategy was implemented after the 2016
valuation date. But if it remains in place, we will
do further analysis in the next section 13 report.

London Pensions Fund Authority
Pension Fund

4.34 LPFA is a special case as it has no core

spending power and is a fund with primarily
legacy liabilities. In the case of LPFA, the asset
shock flag indicates a risk of a significant
increase in contribution rate expressed as a
percentage of pensionable pay. We engaged
with LPFA. They considered pensionable pay
as an incomplete representation of their ability
to meet contribution variation. We intend to
continue to engage with LPFA at the next
section 13 exercise to further understand their
particular circumstances.
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Tyne and Wear Pension Fund, West
Yorkshire Pension Fund

4.35 We engaged with both funds. They each

considered core spending power as an
incomplete representation of their ability to
meet contribution variation.

Closed Funds: West Midlands Integrated
Transport Authority

4.36 Funds that are closed to new members

4.37

typically have decreasing payrolls, and funds
which may be large relative to that payroll.
This may lead to reduced scope to be able to
meet variations in contributions. This in turn
means that they may require outside funding
in the future, which in turn may be uncertain,
for example if there is no specific commitment
from a guarantor.

The Environment Agency Closed Pension
Fund has been excluded from the analyses in
this report as the benefits payable and costs
of the fund are met by Grant-in-Aid funding
by the Department for Environment, Food
and Rural Affairs as set out in the Compliance
chapter.

4.38 South Yorkshire Passenger Transport Pension

Fund’s assets and liabilities have been
transferred to the Greater Manchester Pension
Fund, hence we have not considered the fund
further.

4.39 West Midlands Integrated Transport Authority

Pension Fund (WMITA) is the only remaining
fund that is closed to new members and fully
private sector backed. Tables 4.4 and 4.5 set
out the red flags generated by WMITA.
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Table 4.3 - Closed funds with an amber or red flag on open fund measure

Pension fund

Open fund

West Midlands Integrated Transport Authority Pension Fund No

Table 4.4 —Closed funds with an amber or red flag on non-statutory employees

Pension fund

Non-statutory employees

West Midlands Integrated Transport Authority Pension Fund

100%

Specific engagement outcomes

4.40 Heightened employer covenant risk from the
two non-statutory employers in this fund has
been mitigated in part through guarantee
arrangements, which provide some (albeit
limited) additional financial capacity.

4.41 ltis a relatively small fund, with total assets of
around £500m.

4.42 If the employers were operating in a private
sector pension scheme, PPF protection to
members’ benefits would apply. However, PPF
protection does not apply to LGPS funds.

4.43 We consider two scenarios in which the
solvency of the fund may be at risk:

- if the existing employers both exited the funds
(by meeting the exit requirements under
Regulation 64), there would be no fall-back
in the event that the funds were ultimately
insufficient to meet benefits when due

- if the last remaining employer defaulted and
the employer (allowing for any remaining
guarantee arrangements) was unable to
meet its exit requirements

4.44 One employer (with a smaller share,
approximately 5% of liabilities) has no active
members and is almost sufficiently funded
(as at 31 March 2016) to be able to exit the
fund. The other employer has remaining
but reducing active members and has in

collaboration with the Administering Authority
taken significant steps in recent years towards
reducing reliance on employer covenant and
ensuring solvency.

Ongoing contributions are around 25% of
pensionable pay. These are supplemented by
around £7m per year to help pay off the deficit.
This leads to total contributions of around
80% of payroll. This represents a significant
commitment on the part of the employer
towards the solvency of the fund.

Independent covenant review, obtained
from specialist advisers appointed by the
Administering Authority, assessed employer
strength as “tending to strong”, as at March
2016.

The fund’s assets include a Prudential ‘buy
in” product. This was implemented to cover
all pensioners as at 2011, albeit excluding
increases in payment. We understand further
asset changes are underway to protect the
funding position.

4.45 We have engaged extensively with the
administering authority for WMITA. We also
engaged with the respective employers
following the dry run. We understand the
administering authority recognises the risk and
is working to mitigate it.
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Recommendations

4.46 A plan should be put in place for WMITA to
ensure that members’ benefits are able to be
met from the fund when due in an environment
of no future employer contributions being
available, to ensure the aims of section 13 are
achieved.

4.47 We recommend that the administering
authority put such a plan in place and that
MHCLG review that plan.

4.48 Following our dry run report, the only other
passenger transport fund in existence at that
time has merged with the Greater Manchester
Pension Fund. Such a merger could reduce
the dependency on a single employer.

Recommendation 4: We recommend that

the administering authority put a plan in place
to ensure that the benefits of members in the
West Midlands Integrated Transport Authority

Pension Fund can continue to be paid in
the event that employers’ contributions,
including any exit payments made, are
insufficient to meet those liabilities.
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Long term cost efficiency

( Key long term cost efficiency findings

- Funding levels have improved on a best estimate basis, partly as a result of asset performance and
partly due to increased contribution levels since the dry run.

Government Actuary’s Department
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- In total, 83 out of 89 funds had green flags on all long term cost efficiency measures. There are a total
of 6 amber and no red flags, an improvement since the dry run (14 amber and 3 red).

- We recommend all funds review their funding strategy statement to ensure handling of surplus or

deficit is fair to both current and future taxpayers.

- A small number of funds have extended their deficit recovery plan in conjunction with a reduction in

5.1

5.2

employer contributions.

Under section 13(4)(c) of the Act, the
Government Actuary must report on whether
the rate of employer contributions to the
pension fund is set at an appropriate level to
ensure the long term cost efficiency® of the
scheme, so far as relating to the pension fund.

In this chapter we:

+ provide a definition of long term cost
efficiency

- provide some background on long term cost
efficiency issues, and the measures and
flags we have used in considering them

- set out flagged long term cost efficiency
issues: deficit reconciliation and deficit
recovery period

Definition of long term cost efficiency

5.3

In line with the definition in CIPFA’s Funding
Strategy Statement guidance', which

we adopt for the purposes of section 13,

we consider that the rate of employer
contributions has been set at an appropriate
level to ensure long term cost efficiency if the
rate of employer contributions is sufficient to
make provision for the cost of current benefit
accrual, with an appropriate adjustment to that
rate for any surplus or deficit in the fund.

Background on long term cost efficiency

54

Long term cost efficiency relates to not
deferring payments too far into the future so
that they affect future generations of taxpayers
disproportionately.

6 Explanatory notes to the Act state that: “long term cost efficiency implies that the rate must not be set at a level that gives rise to additional costs. For
example, deferring costs to the future would be likely to result in those costs being greater overall than if they were provided for at the time.”

7 http://www.cipfa.org/policy-and-guidance/publications/p/preparing-and-maintaining-a-funding-strategy-statement-in-the-Igps-2016-edition
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5.5

5.6

5.7

5.8

5.9

5.10

Following the 2013 valuations, 13 funds (14%)
were in surplus on our best estimate basis.
Following the 2016 valuations, that number

has improved significantly to around 60 funds
(67%). This follows a particularly strong period
of asset outperformance, but also greater levels
of contributions being paid into some funds.

Since much of our focus under long term cost
efficiency is around deficit recovery on the
best estimate basis, there are few flags being
raised, and some of the flags raised in the dry
run have been eliminated. In total, 83 out of

89 funds had green flags on all long term cost
efficiency measures. There are a total of 6
amber and no red flags, an improvement since
the dry run (14 amber and 3 red).

Other than Deficit Reconciliation and Deficit
Recovery Period no flags were raised under
the other long term cost efficiency measures.
This can be interpreted as the funds’
employers are on average paying sufficient
contributions into their funds at present.

The two funds that gave rise to concerns in
the 2013 dry run report were:

- Royal County of Berkshire Pension Fund
- Somerset County Council Pension Fund

Both Berkshire and Somerset Pension Funds
flagged under all 2013 LTCE measures other
than deficit extension.

Both funds’ employers have addressed many
of the concerns raised, and in particular have
increased their contributions compared to the
2013 contributions in addition to both funds
benefitting from improved funding levels.

511

512

For the 2016 report, Berkshire raises a

flag under the deficit period measure. On
further engagement, Berkshire indicated a
commitment to repaying the deficit. Berkshire
also flagged on funding level under solvency.

Somerset does not raise any flags under LTCE
measures in the 2016 report.

Deficit reconciliation

513

514

5.15

CIPFA’'s Funding Strategy Statement
guidance'® states “Administering authorities
should avoid continually extending deficit
recovery periods at each and subsequent
actuarial valuations. Over time and given stable
market conditions, administering authorities
should aim to reduce deficit recovery periods.”

There are different interpretations of CIPFA’'s
guidance — in particular ‘deficit recovery
periods’ might be interpreted to mean either:

- the period over which deficit recovery
contributions are paid (a recovery plan
following the 2013 valuations might have
been payable over the 2014 to 2034), in
which case the CIPFA guidance suggests
the period should not be continually
extended beyond 2034

- the length of period — ie 20 years in the
example above — in which case the CIPFA
guidance suggests 20 years should not be
continually increased and in stable market
conditions, administering authorities should
aim to reduce the length of the deficit
recovery period

This first interpretation is in line with guidance
from the Pensions Regulator (tPR) for private
sector schemes. We believe that, despite
differences in environment and covenant value
of employers, principles set out by tPR are a
useful guide.

8 http://www.cipfa.org/policy-and-guidance/publications/p/preparing-and-maintaining-a-funding-strategy-statement-in-the-Igps-2016-edition
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516 An extract of tPR’s funding statements is reproduced below.

Type

Scheme characteristics What we expect of trustees

a. With strong or tending to
strong employers

Where the scheme’s funding As a minimum to continue
position is on track to meet their ~ with their current pace of

funding objectives and where funding by not extending their
technical provisions are not weak recovery plan end dates unless
and recovery plans are not unduly there is good reason to do so

long
b. With strong or tending to With a combination of weak To seek higher contributions
strong employers technical provisions and long now to mitigate against the

recovery plans.

risk of the employer covenant
weakening and other scheme
risks materializing in the future

517

518

5.19

We believe it is appropriate for funds to
consider their plans for the duration of

the deficit recovery period, so that future
contributions are recognised and these form
part of employers’ budgeting process.

We understand that new deficit may emerge
between valuations, as a result of the fund’s
experience, in which case it may be appropriate
to extend the recovery period. For example,

if a fund within the last three years of its

deficit recovery period experienced a material
reduction in its funding level, it may not be
appropriate in the context of fairness between
current and future generations of taxpayers to
repay that new deficit within three years.

We consider that reconciliation of the deficit
recovery plan is an important component of
section 13 for all funds.

5.20 Through this exercise, we have identified and

engaged with a number of funds that have
extended their deficit recovery end points. We
have not concluded that this implies the aims
of section 13 are not achieved, however we do
recommend that all funds review their funding
strategy and consider whether this is in
accordance with the CIPFA guidance referred
to above.

5.21 We would not normally expect to see employer
contribution rates decreasing (reducing the
burden on current taxpayers) at the same
time as the deficit recovery end point being
extended further into the future (increasing the
burden on future taxpayers).

Recommendation 5: We recommend that all
funds review their funding strategy to ensure
that the handling of surplus or deficit is
consistent with CIPFA guidance and that the

deficit recovery plan can be demonstrated
to be a continuation of the previous plan,
after allowing for actual fund experience.

5.22 A significant minority of funds (37 of 91) have
maintained their plans to eliminate their deficit
(on their own funding basis). Of the remaining
54 funds, according to the data provided, 37
had increased contributions and 5 left them
unchanged (expressed as a percentage of
pensionable pay). We have engaged with
the remaining 12. Through the engagement
process, 8 were able to demonstrate that they
had in fact increased contributions, or that their
chances of deficit recovery are not reduced
at the previous end point. We consider this is
consistent with the aims of section 13.
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Table 5.1 - Funds with an amber flag on deficit reconciliation measure

Pension fund Deficit recovery plan

London Borough of Lambeth Pension Fund + 3 years
London Borough of Merton Pension Fund + 3 years
London Borough of Newham Pension Fund + 3 years
Royal Borough of Kingston Upon Thames Pension Fund + 2 years

5.23 We acknowledge that extending deficit contributions which will have given the

recovery periods is appropriate in some
circumstances, for example when new deficit
emerges.

5.24 We engaged with those funds who appear

to have extended their deficit recovery end
point in conjunction with a reduction in overall
contributions. However, where funds have
been able to demonstrate that the probability
of being fully funded at the previous recovery
plan end point is not reduced, we have not
flagged them.

Commentary from engagement in
relation to deficit reconciliation

5.25 We have engaged with the funds listed above

and listened to their decision making process
in relation to this aspect.

London Borough of Lambeth Pension
Fund

5.26 Following the 2013 valuation, Lambeth

council opted to pay more than their actuary’s
central recommendations which would

have implied a shorter recovery period than
that set out in their funding plan at those
times and requested that the Rates and
Adjustments Certificates reflect their desire to
pay more than required. However, as a result
of budgetary pressures, the council have
needed to reduce contributions. Therefore,
some of the reduction in the 2016 SCR has
been driven by the removal of these additional
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appearance of the fund extending its deficit
recovery plan (but in actuality this put them
back onto the underlying plan).

5.27 In addition, the fund reviewed both its funding

and investment strategies with the ultimate
goal of giving the Fund a two-thirds probability
of full funding over a 20 year period.

London Borough of Merton Pension
Fund

5.28 Similarly to Lambeth, Merton council opted to

pay significant additional contributions into the
fund following the 2013 valuation. They paid
these contributions in lump sum form, rather
than spreading them, and subsequently have
had to reduce their contributions to a level
below the 2013 level, excluding the lump sum
contributions.

5.29 We acknowledge that Merton have made

considerable contributions, and have a
relatively short deficit recovery period.
However, we have retained the flag, because
following the 2016 valuation employer
contribution rates were decreased (reducing
the burden on current taxpayers) while at the
same time as extending the deficit recovery
end point (increasing the burden on future
taxpayers).



London Borough of Newham Pension
Fund

5.30 Newham council stated they paid

5.31

contributions above minimum into the fund
following the 2013 valuation and subsequently
have had to reduce their contributions to a
level below the 2013 level.

Royal Borough of Kingston upon
Thames Pension Fund

Kingston extended their deficit recovery end
point by 2 years. Kingston have also reduced
their contributions by around 2%. They
indicate that the level of contributions is above
the minimum level implied by their actuary’s
model.

5.32 In general, most funds referred to the

improvement in funding level and affordability
of contributions in the light of other demands
on budgets. These are all valid concerns,
however we consider under section 13 that
this involves a risk under long term cost
efficiency.

Deficit recovery period

5.33 We included, as a relative measure, deficit

recovery period. This refers to the period
expected to repay the deficit, restated on
our best estimate basis (see Appendix G), on

Government Actuary’s Department
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the assumption that fund contributions are
maintained at the current level.

5.34 Two funds also flagged on our deficit recovery

period measure, having particularly long
deficit recovery periods (after adjusting to
our standardised best estimate basis). We
consider this to be a risk, but not on its own,
contrary to the aims of section 13 under long
term cost efficiency, noting that these two
funds appear in Table 4.1: Funds with an
amber flag on SAB funding level.

Commentary from engagement in
relation to deficit recovery period

5.35 In this case, we consider that these funds are

carrying a risk that fund managers should be
aware of, but we do not consider this sufficient
to warrant a recommendation.

5.36 In our engagement with the Brent Pension

Fund it is clear that Brent have taken
significant steps towards addressing the
deficit. Contribution rates are relatively high

at an average of 33.6% of pensionable pay
over the period 2017/18 to 2019/20 and the
deficit recovery plan has been adhered to (the
recovery period has reduced from 22 years

at 2013 to 19 years at 2016, maintaining the
same deficit recovery period end point). This
demonstrates that Brent understands the
issue and have made a strong commitment to
reducing the deficit.

Table 5.2: Open funds with amber flag on deficit recovery period

Pension fund

Deficit recovery period

(years)
London Borough of Brent Pension Fund 10
Royal County of Berkshire Pension Fund 13
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Appendix A: Compliance

A1 Inthis appendix we set out checks we Compliance with valuation regulations
conducted to determine whether the actuarial
valuations of the 91 Local Government Actuarial Valuation Reports Regulation 62
Pension Scheme (LGPS) funds have been (1-2

completed in accordance with the scheme
regulations. A.3

Statement of Compliance

A.2 GAD selected one fund as a representative
example from each of the firms of actuarial
advisors. The following statements of
compliance were contained within the chosen
reports by each firm:

Regulation 62 (1) requires the administering
authority to obtain an actuarial valuation
report on the assets and liabilities of each

of its pension funds, including a rates and
adjustments certificate, as at 315t March

2016 and on 31t March in every subsequent
valuation year. Regulation 62 (2) requires that
the above documents be obtained by the first
anniversary of the date at which the valuation
is made, namely, 31 March 2017 in the case of
the 2016 valuation.

Publication

A4

Table A1: Statement of Compliance

Each chosen fund was published in accordance
with regulations. The following table sets out
dates of publication of the actuarial report.

Fund Statement of Compliance
Merseyside This report is addressed to the Administering Authority of the Merseyside
(Mercer) Pension Fund (“the Administering Authority”) and is provided to meet the

requirements of Regulation 62 of the Local Government Scheme Regulations
2013 (as amended) (“the Regulations”).

Haringey We have carried out an actuarial valuation of the London Borough of Haringey
(Hymans Robertson) Pension Fund (“the Fund”) as at 31 March 2016 under Regulation 62 of The
Local Government Pension Scheme Regulations 2013 (“the Regulations”).

Hampshire This report was ... produced in compliance with Regulation 62 of the Local
(Aon) Government Pension Scheme Regulations 2013
Berkshire In accordance with Regulation 62 of the Local Government Pension Scheme

(Barnett Waddingham) (LGPS) Regulations 2013 (as amended), we have been asked by Royal
Borough of Windsor and Maidenhead to prepare an actuarial valuation of the
Royal County of Berkshire Pension Fund (the Fund) as at 31 March 2016 as
part of their role as the Administering Authority to the Fund.
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Table A2: Publication Date

Fund

Publication Date

Merseyside (Mercer)

31 March 2017

Haringey
(Hymans Robertson)

29 March 2017

Hampshire 31 March 2017
(Aon)
Berkshire 31 March 2017

(Barnett Waddingham)

Table A3: Demographic Assumptions

Demographic Assumptions

A.5 Regulation 62 (3) states that the actuarial
valuation report must contain a statement of
the demographic assumptions that have been
used in making the valuation, and must show
how these assumptions reflect the experience
that has actually occurred during the period
since the last valuation. Each valuation
report contains a section on demographic
assumptions including all the assumptions
that we would expect in an actuarial
valuation report.

Haringey Berkshire

Merseyside (Hymans Hampshire (Barnett
Demographic (Mercer) Robertson) (Aon) Waddingham)
Pre-retirement mortality v v v v
Post-retirement mortality v v v v
Dependant mortality v v v v
Il health retirement v v v v
Normal health retirements v v v v
Withdrawal v v v v
Promotional salary scale' v v v
Family details (partners and
dependants) v v v v
50:50 option take-up v v v v
Commutation v v v v

' Mercer combine promotional salary scale into their general pay increase assumption.

N\
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Local Experience

A.6

The regulation requires that the reports

“must show how the assumptions relate to
the events which have actually occurred in
relation to members of the Scheme since the
last valuation.” Most reports have stated that
the assumptions have been updated to reflect
experience. All funds have shown differences
between expectations and experiences for
the inter-valuation period, and the impact of
these differences on the funding position. We
note that this information may be contained in
supporting (non-public) reports/advice.

Contribution Rates

A7

A8

Regulation 62 sets out that employer
contributions are separated into two
components: primary rates which meet the
cost of ongoing accrual for current active
members and secondary rates, which are
mainly established to repay deficit or eliminate
surplus over a given period (the deficit/surplus
recovery period).

Regulation 62 (6) states that when setting
the contribution rates the actuary must have
regard to —

- the existing and prospective liabilities arising
from circumstances common to all those
bodies,

- the desirability of maintaining as nearly
constant a common rate as possible,

- the current version of the administering
authority’s funding strategy mentioned in

Local Government Penson Scheme England and Wales
review of the actuarial valuations of Funds as at 31 March 2016
pursuant to Section 13 of the Public Service Pensions Act 2013

A.9 Regulation 62 (4) states that the rates and
adjustments certificate must specify both the
primary rate of the employer’s contribution
and the secondary rate of the employer’s
contribution, for each year of the period of
three years beginning with 1st April in the year
following that in which the valuation date falls.

A.10 Each valuation report must set out primary
and secondary employer contribution rates.

Primary Rates

A1 Regulation 62 (5) defines the primary rate of
an employer’s contribution as “the amount in
respect of the cost of future accruals which, in
the actuary’s opinion, should be paid to a fund
by all bodies whose employees contribute to it
S0 as to secure its solvency”, and specifies that
this must be expressed as a percentage of the
pay of their employees who are active members.

A.12 The following table shows the primary rate of
employer contribution for the administering
authorities whole fund:

Table A4: Primary Contribution Rates

Primary rate of

Fund Employer Contribution
Merseyside o

(Mercer) 16.4%
Haringey 176%

(Hymans Robertson)

Hampshire

, _ 171%
regulation 58 (funding strategy statements), (Aon)
and
Berkshire
- the requirement to secure the solvency of (Barnett 14.3%
the pension fund and the long term cost Waddingham)
efficiency of the Scheme, so far as relating
to the pension fund.
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pursuant to Section 13 of the Public Service Pensions Act 2013

A.13 Each primary rate of employer contribution

has been calculated to cover the cost of

future benefits accrued by their employees.

Each valuation also provides a breakdown

of the primary rate for each employer. Each
valuation provides a secondary rate for each
employer (expressed as a cash amount and/or
percentage of pay for each employer).

Table A5: Whole Fund Secondary Contribution Rates

Secondary Rates

A4 Regulation 62 (7) states that the secondary

contribution rate may be expressed as either
a percentage or a monetary amount. Each
valuation provides a secondary rate for each
employer (expressed as a cash amount and/
or percentage of pay for each employer). The
secondary rates of employer contributions

for each valuation have been defined to be
adjustments to the primary rate as required. In all
cases, the secondary rates have been provided
for the next three years for each employer.

Whole fund secondary contribution rates

Fund 2017 2018 2019
Merseyside £136,300,000 £52,500,000 £53,600,000
(Mercer) less 0.9% of less 0.4% of plus 0.1% of
pensionable pay pensionable pay pensionable pay
Haringey £9,252,000 £8,612,000 £9,5654,000
(Hymans Robertson)
Hampshire £75,680,400 £81,548,300 £87,248,800
(Aon) less 2.9% of less 1.9% of less 0.9% of
pensionable pay pensionable pay pensionable pay
Berkshire £21,017,000 £27,468,000 £34,075,000
(Barnett Waddingham) or 5.3% of or 6.7% of or 8.2% of

pensionable pay

pensionable pay

pensionable pay

°\
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Rates and Adjustments Certificate
Regulation 62 (8)

A.15 Regulation 62 (8) states that the rates and
adjustments certificate must contain a
statement of the assumptions on which
the certificate is given as respects— (a) the
number of members who will become entitled
to payment of pensions under the provisions
of the Scheme; and (b) the amount of the
liabilities arising in respect of such members,
during the period covered by the certificate.

A.16 In the following table we set out where the
assumptions for each valuation can be found.

A.17 Each Rates and Adjustments Certificate
contains a statement detailing the

Local Government Penson Scheme England and Wales
Appendices to the review of the actuarial valuations of Funds as at 31 March 2016
pursuant to Section 13 of the Public Service Pensions Act 2013

assumptions on which the certificate has been

given and where to find them.

Table A6: Location of assumptions

Regulation 62 (9)
A18 Regulation 62 (9) States that the administering

authority must provide the actuary preparing a
valuation or a rates and adjustments certificate
with the consolidated revenue account of

the fund and such other information as the
actuary requests.

A19 Each valuation shows evidence of having

received relevant data from the administering
authority, including cash flows for the years
2014, 2015 and 2016.

Statement in Rates and Location of assumptions
Fund Adjustments Certificate in Valuation Report
Merseyside v Appendix A
(Mercer)
Haringey v Appendix E
(Hymans Robertson)
Hampshire v Appendix 5
(Aon)
Berkshire v Appendix 2 and Funding

(Barnett Waddingham)

Strategy Statement
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Appendix B: Consistency

B.1 In this appendix we set out analysis we
undertook in relation to whether the actuarial
valuations were carried out in a way which
is not inconsistent with other valuations
completed under the scheme regulations. This
appendix contains comments and a number
of charts referring to the following aspects:

+ Key information
+ Funding levels
- Discount rates

- Demographic assumptions

Table B1: Key Information

Key Information

B.2 Based on one report from each actuarial
firm, table B1 sets out the outcomes for key
information that we would expect to see in
each valuation.

Berkshire Haringey

Hampshire (Barnett (Hymans Merseyside
Demographic (Aon) Waddingham) Robertson) (Mercer)
Funding level (assets/liabilities) 81% 73% 79% 85%
Market value of assets £5.2b £1.6b £1.0b £6.9b
Value of liabilities £6.5b £2.2b £1.3b £8.1b
Surplus (Deficit) (£1.2b) (£0.6b) (£0.3b) (£1.2b)
Deficit recovery end point* 2036 2040 2036 2035
Primary contribution rate 171% 14.3% 17.6% 15.4%
(average for the fund)
Secondary contribution rate See below
(average for the fund)
Employee contribution rate 6.5% 6.5% 6.5% 6.6%
Discount rate(s) 4.5% 5.7%"* 4.0% 4.2%
Life expectancies Given Not given Given Given
Funding level on SAB basis*** Not given Not given 94% Not given

* derived from deficit recovery period; Berkshire stated as “illustrative”, Haringey in Funding Strategy Statement
** Discount rate — Unitaries = 5.7%, discount rate Non-Unitaries = 5.5%
*** we note that it was agreed with SAB this need not be presented. We recommend this be reconsidered.
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B.3 Most information was included for most funds,
with some exceptions. All firms of actuarial
advisors provide a detailed breakdown of the
secondary contribution rates by employer
for each of the next three years in their Rates
and Adjustments Certificates. However, the
summary statistics provided for the funds as
a whole varied significantly between actuarial
advisors. A standardised dashboard could
help the reader make comparisons. We note
that this information may be contained in
supporting (non-public) reports/advice.

Funding Levels

B.4 Chart B1 shows how the ranking of local
funding levels varies when results are restated
onto the SAB standardised basis. We might
expect the rankings of funding levels when
calculated on the local bases to correspond
roughly to the rankings of funding levels when
calculated on the SAB standard basis. We
would therefore expect the lines in Chart B1
joining each fund in the column on the left with
itself in the column on the right to be roughly
horizontal. However, we see that there is no
clear correlation between how funds rank on
local bases and how they rank on the SAB
standard basis. To choose a typical example,
Warwickshire is ranked mid-table on the local
basis but is towards the top quartile of the
table on the SAB standard basis, indicating
that their local fund basis is, relatively, more
prudent than other funds.
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Chart B1: Standardising Local Valuation Results

2016 LOCAL BASES

SAB STANDARD BASIS

ENVIRONMENT AGENCY ACTIVE BARKING AND DAGENHAM
KENSINGTON AND CHELSEA £] " ENVIRONMENT AGENCY ACTIVE
WANDSWORTH /| SOUTH YORKSHIRE TRANSPORT
TEESSIDE WEST SUSSEX
DYFED — y KENSINGTON AND CHELSEA
DN PENSIONS FUND AUTHORITY 7 WANDSWORTH
WEST SUSSEX / WEST MIDLANDS TRANSPORT
MERTON / Ci
WEST YORKSHIRE / GWYNEDD
BEXLEY ———] SLE OF WIGHT
GREATER MANCHESTER —;! EAST SUSSEX
EAST SUSSEX SUFFOLK
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BROMLEY DYFED
HERTFORDSHIRE BROMLEY
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SUFFOLK = 7 GREATER MANCHESTER
RICHMOND = / RICHMOND
GREENWICH _— / CUMBRIA
CUMBRIA A EAST RIDING
NORTH YORKSHIRE 7 BEXLEY
OXFORDSHIRE / DERBYSHIRE
CHESHIRE [T p WARWICKSHIRE
LANCASHIRE "7 [ P WEST YORKSHIRE
ESSEX / Z NORTH YORKSHIRE
KENT V 7 LANCASHIRE
SOUTH YORKSHIRE TRANSPORT — fA pd ENFIELD
HAMMERSMITH AND FULHAM — / - P NORFOLK
EAST RIDING ” 4 / Py LAMBETH
SOUTHWARK s / —= A2 SOUTH YORKSHIRE
ENFIELD / P Z /. MERSEYSIDE
BUCKINGHAMSHIRE / 7 7 ESSEX
NOTTINGHAMSHIRE /] 7 P4 TYNE AND WEAR
DERBYSHIRE L= 7 / A KINGSTON UPON THAMES
SOUTH YORKSHIRE J/ / ~ WILTSHIRE
AVON Pz A VA ALY STAFFORDSHIRE
TYNE AND WEAR 7/ / J =~ -~ MERTON
MERSEYSIDE vé LDN PENSIONS FUND AUTHORITY

CARDIFF AND GLAMORGAN AVON
SHROPSHIRE NORTHUMBERLAND
CITY OF LONDON SOUTHWARK
DEVON SURREY
HOUNSLOW WEST MIDLANDS
NEWHAM HACKNEY

NORTHUMBERLAND

GLOUCESTERSHIRE

DORSET

CAMBRIDGESHIRE

TOWER HAMLETS

WESTMINSTER

SURREY

OXFORDSHIRE

WARWICKSHIRE LEWISHAM
WEST MIDLANDS TRANSPORT CAMDEN
KINGSTON UPON THAMES HARINGEY
WILTSHIRE TOWER HAMLETS
DURHAM NORTHAMPTONSHIRE
RHONDDA CYNON TAF KENT
WEST MIDLANDS LINCOLNSHIRE
HAMPSHIRE CARDIFF AND GLAMORGAN
REDBRIDGE RHONDDA CYNON TAF
NORFOLK. LEICESTERSHIRE
HAMMERSMITH AND FULHAM
GREENWICH
SHROPSHIRE
HAMPSHIRE
REDBRIDGE
GLOUCESTERSHIRE HARROW
POWYS CORNWALL
HARINGEY POWYS
CAMBRIDGESHIRE DURHAM
ISLINGTON NOTTINGHAMSHIRE
NORTHAMPTONSHIRE BUCKINGHAMSHIRE
LEWISHAM EALING
STAFFORDSHIRE NEWHAM
BARKING AND DAGENHAM HILLINGDON
HACKNEY GWENT
SOMERSET CLWYD
LINCOLNSHIRE DEVON
CAMDEN DORSET
LEICESTERSHIRE SUTTON
CLWYD SWANSEA
CORNWALL ISLINGTON
HILLINGDON HOUNSLOW.
WORGESTERSHIRE WORCESTERSHIRE
HARROW CITY OF LONDON
BERKSHIRE BEDFORDSHIRE
BARNET BARNET
CROYDON CROYDON
GWENT SOMERSET
BEDFORDSHIRE HAVERING
WALTHAM FOREST WALTHAM FOREST
BERKSHIRE
BRENT BRENT

ENVIRONMENT AGENCY CLOSED

ENVIRONMENT AGENCY CLOSED [B
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Chart B2: Difference Between Funding Level on SAB Standardised Basis and Funding Level on
Local Bases
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Discount Rates

B.5 Each firm of actuarial advisors applies a
different method for calculating discount rates
as shown in the table below?:

Table B2: Discount Rate Methodology

Firm of actuarial advisors Discount rate methodology

Aon Stochastic Method

Barnett Waddingham Weighted average expected return on assets classes
Hymans Robertson Gilts +

Mercer CPI + real discount rate derived using stochastic modelling

B.6 Chart B3 shows the pre-retirement discount
rate used to assess past service liability®
applied in the actuarial valuations for each
fund. The discount rates set by each fund are
likely to be linked to the mix of assets held
by the fund, and we would therefore expect
to see differences in discount rate from fund
to fund. Hymans Robertson and Mercer use
different methods and/or discount rates for
future contribution requirements.

2 Note: the method of deriving discount rate is not shown in all reports, but was provided by each firm as part of GAD’s data request.
3 Note that some funds used different discount rates to assess past service liabilities and future service contribution rates, we

consider only the former here.
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Chart B3: Pre-retirement Discount Rates
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B.7 We assess implied asset outperformance as
discount rate less risk free rate less RPI, where
the risk free rate is taken to be the real 20 year
Bank of England spot rate as at 31 March
2016 (-0.96%). Chart B4 shows the assumed
asset out performance (“AOA”) over and above
the risk free rate, where AOA is calculated as
the fund’s nominal discount rate (“DR”) net of:

- The RFR - the real 20 year Bank of England
spot rate as at 31 March 2016

+ Assumed CPI — as assumed by the fund in
their 2016 actuarial valuation

- The excess of assumed RPI inflation
over assumed CPl inflation (“RPI-CPI’)
—as assumed by the fund in their 2016
actuarial valuation

i.e. AOA = DR-RFR-RPI. (Chart B4 shows
the implied rate of asset outperformance for
each fund.)
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Chart B4: Assumed Asset Outperformance within Discount Rate

ENVIRONMENT AGENCY CLOSED
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Demographic assumptions

B.8 Chart B5 shows the projected salary in
present day terms at age 65 for a 45 year old
currently earning £20,000 per year.

B.9 The chart indicates that assumed salary
increases appear to follow a house view
rather than explicitly reflecting local variations.
We note that NJC pay bargaining affects all
local councils.
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Chart B5: Projected Real Salary at age 65 for a 45 year old currently earning £20k pa

Male Female
TOWER HAMLETS £20,236 £20,236
WEST MIDLANDS TRANSPORT £20,394 £20,010
GWYNEDD £20,637 £20,637
REDBRIDGE £20,637 £20,000
CORNWALL £21,045 £21,045
HERTFORDSHIRE £21,045 £210,45
EAST RIDING £21,461 £21,461
CAMBRIDGESHIRE £21,884 £21,884
CHESHIRE £21,884 £21,884
GLOUCESTERSHIRE £21,884 £21,884
BARNET £21,884 £21,884
BRENT £21,884 £21,884
HARROW £21,884 £21,884
HAVERING £21,884 £21,884
NORTHAMPTONSHIRE £21,884 £21,884
SUFFOLK £21,884 £21,884
SURREY £21,884 £21,884
WILTSHIRE £21,884 £21,884
ENVIRONMENT AGENCY ACTIVE £21,888 £21,888
NORFOLK £22,316 £22,316
GREATER MANCHESTER £22,534 £22,534
EAST SUSSEX £22,755 £22,755
GWENT £22,755 £22,755
ISLE OF WIGHT £22,755 £22,755
LINCOLNSHIRE £22,755 £22,755
BARKING AND DAGENHAM £22,755 £22,755
HILLINGDON £22,755 £22,755
LAMBETH £22,755 £22,755
KINGSTON UPON THAMES £22,755 £22,755
STAFFORDSHIRE £22,755 £22,755
BEDFORDSHIRE £22,905 £22,905
DERBYSHIRE £23,208 £23,203
CROYDON £23,203 £23,203
CAMDEN £23,659 £23,659
HARINGEY £23,659 £23,659
WARWICKSHIRE £23,659 £23,659
SOUTH YORKSHIRE TRANSPORT £23,827 £23,827
LEWISHAM £24,123 £24,123
WEST SUSSEX £24,123 £24,123
TEESSIDE £24,309 £24,309
CARDIFF AND GLAMORGAN £24,309 £24,309
CLWYD £25,505 £25,505
EALING £25,505 £25,505
SOUTH YORKSHIRE £25,505 £25,505
WEST YORKSHIRE £25,517 £25,517
LEICESTERSHIRE £25,570 £25,570
NORTH YORKSHIRE £25,629 £25,629
RHONDDA CYNON TAF £25712 £25,712
HACKNEY £26,070 £26,070
AVON £26,766 £26,766
CUMBRIA £26,766 £26,766
DYFED £26,766 £26,766
ISLINGTON £26,766 £26,766
LANCASHIRE £26,766 £26,766
BEXLEY £26,766 £26,766
BROMLEY £26,766 £26,766
WALTHAM FOREST £26,766 £26,766
MERSEYSIDE £26,766 £26,766
SHROPSHIRE £26,766 £26,766
WORCESTERSHIRE £26,766 £26,766
SWANSEA £26,781 £26,781
DURHAM £26,781 £26,781
SOUTHWARK £26,781 £26,781
NORTHUMBERLAND £26,781 £26,781
POWYS £26,781 £26,781
TYNE AND WEAR £26,781 £26,78
DORSET £27,277 £26,763
BUCKINGHAMSHIRE £27,277 £26,763
CITY OF LONDON £27,277 £26,763
DEVON £27,277 £26,763
ESSEX £27,277 £26,763
HOUNSLOW £27,277 £26,763
MERTON £27,277 £26,763
NEWHAM £27,277 £26,763
RICHMOND £27,277 £26,763
LONDON PENSIONS FUND AUTHORITY £27,277 £26,763
NOTTINGHAMSHIRE £27,277 £26,763
OXFORDSHIRE £27,277 £26,763
GREENWICH £27,277 £26,763
BERKSHIRE £27,277 £26,763
SOMERSET £27,277 £26,763
SUTTON £27,277 £26,763
WANDSWORTH £27,277 £26,763
WESTMINSTER £27,278 £26,764
HAMMERSMITH AND FULHAM £27,278 £26,764
KENSINGTON AND CHELSEA £27,278 £26,764
WEST MIDLANDS £27,278 £26,764
KENT £27,287 £26,775
HAMPSHIRE £27,694 £27,694
ENFIELD £28,476 £28,476
£40,000 £30,000 £20,000 £10,000 £0 £10,000 £20,000 £30,000 £40,000

Real salary at age 65 of a full time member who joined at age 45 with a salary of £20,000 pa

Aon Barnett Waddingham Hymans Robertson Mercer
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B.10 Commutation assumptions (the extent to

B.11

which members on average exchange pension
in favour of a tax free cash benefit) are set as
the percentage of the maximum commutable
amount that a member is assumed to take

on retirement. Chart B6 shows the assumed
percentages for both pre 2008 and post 2008
pensions, which may be set separately.

Other things being equal, it is more prudent
to assume a lower rate of commutation,
because the cost of providing a pension
benefit is higher than the commutation factor.
In addition, cash was provided as of right in
the LGPS prior to 2008; whereas for benefits
accrued after that date, cash was available
only by commutation of pension.

B.12 The chart shows that all the funds advised

by Mercer and most funds advised by
Barnett Waddingham assume that members
commute 50% of the maximum allowable
amount. Funds advised by Aon assume that
their members commute at least 70% of the
maximum allowable amount for post 2008.
There is more variation in the commutation
assumptions made by funds advised by
Hymans Robertson, but with a large cluster of
funds assuming 50% for pre 2008 pensions
and 75% for post 2008.

B.13 If it is the case that firms of actuarial advisors

find that there is insufficient data to make
assumptions on a fund by fund basis, then

it would be reasonable for them to make the
assumption based on scheme wide data.
However, each advisor only has access to
the data from the funds that it advises, and
therefore can only base their assumptions on
the data from those funds. Another firm of
actuarial advisors has access to the data for
a different collection of funds and therefore
might draw a different conclusion as to what
the scheme wide average commutation rate is.

B.14 The result is that each firm of actuarial

advisors takes a “house view” on commutation
assumptions rather than an approach clearly
based on local conditions, which calls into
question whether the consistency criterion of
Section 13 has been met.
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Chart B6: Commutation Assumptions for Pre and Post 2008 Pensions

Pre 2008 Pension Post 2008 Pension
LEWISHAM 25% 63%
LAMBETH 25% 63%
SURREY 25% 63%
SUFFOLK 25% 63%
ISLE OF WIGHT 25% 63%
CAMBRIDGESHIRE 25% 63%
'WORCESTERSHIRE 50% 50%
SOUTH YORKSHIRE 50% 50%
SHROPSHIRE 50% 50%
MERSEYSIDE 50% 50%
WALTHAM FOREST 50% 50%
EALING 50% 50%
BROMLEY 50% 50%
BEXLEY 50% 50%
LANCASHIRE 50% 50%
ISLINGTON 50% 50%
DYFED 50% 50%
CUMBRIA 50% 50%
CLWYD 50% 50%
AVON 50% 50%
BARNET 50% 50%
GWENT 50% 50%
ENVIRONMENT AGENCY ACTIVE 50% 50%
WEST MIDLANDS 50% 50%
WEST MIDLANDS TRANSPORT 50% 50%
WANDSWORTH 50% 50%
SUTTON 50% 50%
SOMERSET 50% 50%
BERKSHIRE 50% 50%
KENSINGTON AND CHELSEA 50% 50%
GREENWICH 50% 50%
OXFORDSHIRE 50% 50%
NOTTINGHAMSHIRE 50% 50%
LONDON PENSIONS FUND AUTHORITY 50% 50%
RICHMOND 50% 50%
NEWHAM 50% 50%
MERTON 50% 50%
HOUNSLOW 50% 50%
HAMMERSMITH AND FULHAM 50% 50%
KENT 50% 50%
ESSEX 50% 50%
DORSET 50% 50%
DEVON 50% 50%
WESTMINSTER 50% 50%
CITY OF LONDON 50% 50%
BUCKINGHAMSHIRE 50% 50%
ENVIRONMENT AGENCY CLOSED 50% 50%
GLOUGCESTERSHIRE 35% 68%
CORNWALL 40% 70%
POWYS 45% 70%
ENFIELD 45% 70%
WILTSHIRE 50% 75%
WEST SUSSEX 50% 75%
'WARWICKSHIRE 50% 75%
STAFFORDSHIRE 50% 75%
KINGSTON UPON THAMES 50% 75%
NORTHAMPTONSHIRE 50% 75%
NORFOLK 50% 75%
TOWER HAMLETS 50% 75%
REDBRIDGE 50% 75%
HAVERING 50% 75%
HARROW 50% 75%
HARINGEY 50% 75%
HACKNEY 50% 75%
CROYDON 50% 75%
CAMDEN 50% 75%
BRENT 50% 75%
BARKING AND DAGENHAM 50% 75%
LINCOLNSHIRE 50% 75%
LEICESTERSHIRE 50% 75%
HERTFORDSHIRE 50% 75%
GWYNEDD 50% 75%
EAST SUSSEX 50% 75%
DERBYSHIRE 50% 75%
CHESHIRE 50% 75%
BEDFORDSHIRE 50% 75%
WEST YORKSHIRE 55% 75%
TYNE AND WEAR 55% 75%
NORTHUMBERLAND 55% 75%
NORTH YORKSHIRE 55% 75%
SOUTHWARK 55% 75%
HAMPSHIRE 55% 75%
GREATER MANCHESTER 55% 85%
EAST RIDING 60% 80%
SOUTH YORKSHIRE TRANSPORT 70% 70%
CARDIFF AND GLAMORGAN 64% 80%
TEESSIDE 64% 80%
RHONDDA CYNON TAF 64% 80%
DURHAM 64% 80%
SWANSEA 64% 80%
HILLINGDON 65% 85%
100% 80% 60% 40% 20% 0% 20% 40% 60% 80% 100%

Proportion of maximum commutable amount assumed to be commuted

Aon Barnett Waddingham Hymans Robertson Mercer
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Appendix C: Solvency

C1  In this appendix we set out analysis we Solvency considerations

undertook in relation to whether the rate of
employer contributions to the LGPS pension
fund is set at an appropriate level to ensure the
solvency of the pension fund. This appendix
contains a description of:

- Solvency considerations
- Core Spending Power

- Mapping of solvency considerations to
measures adopted

- Methodology used for solvency measures

- Table of outcomes for each fund

Potential for default
C.2 Inthe context of the LGPS:

- Our understanding based on confirmation
from MHCLG is that, in contrast to
employers in the private sector, there is no
insolvency regime for local authorities

C.3 In assessing whether the conditions for
solvency are met, we will have regard to:

Risks already present:

funding level on the SAB standard basis

- whether or not the fund continues to be

open to new members. If the fund is closed
to new members or is highly mature, we
will focus on the ability to meet additional
cash contributions

- the ability of tax raising authorities to meet

employer contributions

Emerging risks:

the risks posed by changes to the value
of scheme assets (to the extent that
these are not matched by changes to the
scheme liabilities)

- the proportion of scheme employers without

tax raising powers or without statutory backing

- Therefore, for the purposes of our analysis C.4 We express the emerging risks in the context
we assume that local authority sponsors of Core Spending Power* (for English local
cannot default on their pension liabilities authorities, described below) or financing data
through failure (for Welsh local authorities).

- Members’ benefits are therefore dependent
on the assets of the scheme and future Core Spending Power
contributions from employers including

" C.5 GAD’s stress tests are designed to test the
local authorities

ability of the underlying tax raising employers
to meet a shock in the fund; one that results in
a sustained reduction of the funding position,
requiring remedial action from those employers
in the form of long term additional contributions.

4 For some funds, employers do not include local authorities with Core Spending Power or financing data, in which case we have
followed the same approach used in the dry run.
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C.6 The purpose is to put this in the context of C.9 Core Spending Power is not a measure of
the financial resources available to those total local authority income. It does not include
tax raising employers. In order to do that, commercial income, sales fees and charges,
MHCLG has pointed to an objective, well or ring-fenced grants (except improved Better
used and publicly available measure referred Care Fund). Core Spending Power includes an
to as Core Spending Power. This applies for assumed modelled amount of locally retained
all local authorities across England and is business rates and as such does not include
published here®. growth (or falls) in actual retained business

C.7 Core Spending Power has the following ratgs. In some authont.le.s, noh-unlformed
components: police employees participate in the LGPS,

P ' but their funding comes from Home Office.
- Modified Settlement Funding Assessment On the basis that the majority of this applies
- Estimated Council Tax excluding j[o umformegl po.ho.e officers, no gdjustment
. is made for it. Similarly DfE funding for
Parish Precepts . .
academies is not included.
' Egtrirzjiﬁdsdgi?;%;zlﬁg:gax revenue C.10 Because Core Spending Power is publicly
y available and objective, MHCLG have advised
- Potential additional Council Tax revenue it is the best such measure available currently.
e le G Core Spaning P coss it oy
9 Welsh local authorities. For Welsh funds
- Proposed Improved Better Care Fund GAD have used “financing of gross revenue
) expenditure” (“financing data”), which is
New Homes Bonus broadly comparable with Core Spending
- Rural Services Delivery Grant Power, following discussions with Welsh
C.8 GAD have referenced Core Spending Power Government. This applies for all local

for 2016-17 (to be consistent with the effective
date of the data provided for Section 13)

as the measure of financial resource of

the underlying (tax raising) employers, and
amalgamated these up to the fund level, in
order to compare like with like.

authorities in Wales and is published here®.

C.12 Financing data has the following components

which GAD have included for the purpose of
Section 13 analysis:

- Adjustments (including amending reports)

- Council tax reduction scheme (including
RSG element)

- Discretionary non-domestic rate relief
- General government grants
- Share of re-distributed non-domestic rates

- Amount to be collected from council tax

5 https://www.gov.uk/government/publications/core-spending-power-final-local-government-finance-settlement-2018-to-2019
5 https://www.gov.uk/government/publications/core-spending-power-final-local-government-finance-settlement-2018-t0-2019
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C.13 Financing data also has the following
components which we have not included for
the purpose of Section 13 analysis:

- Specific grants
- Appropriations from(+) / to(-) reserves

C.14 We have referenced financing data for 2016-17
(to be consistent with the effective date of the
data provided for Section 13) as the measure
of financial resource of the underlying (tax
raising) employers, and amalgamated these
up to the fund level, in order to compare like
with like.

Table C1: 2016 Solvency measures

Consideration

C.15 Similarly to Core Spending Power, financing
data excludes income from sales, fees
and charges.

C.16 Similarly to Core Spending Power, We have
excluded police funding from the analysis.

Solvency measures

CA7 For the 2016 exercise, we have tested the
following five metrics under solvency. We
developed other measures but have not
used them. For example, we considered that
liability shock did not add value under current
circumstances beyond what was already
measured under asset shock.

Measure Used

Risks already present:

The relative ability of the fund to meet its
accrued liabilities

The extent to which the fund continues to be
open to new members. If a fund is closed to new
members or is highly mature, we will focus on the
ability to meet additional cash contributions

The proportion of scheme employers without tax
raising powers or without statutory-backing

SAB funding level: A fund’s funding level using
the SAB standard basis, as set out in Appendix D

Open fund: Whether the fund is open to new
members

Non-statutory members: The proportion of
members within the fund who are/were employed
by an employer without tax raising powers or
statutory backing

Emerging risks:

The cost risks posed by changes to the value of
scheme assets (to the extent that these are not
matched by changes to the scheme liabilities)

The impact that non-statutory employers defaulting
on contributions would have on the income of
sponsoring employers as a whole

Asset shock: The change in average employer
contribution rates expressed as a percentage of
Core Spending Power (or financing data) after a
15% fall in value of return-seeking assets

Employer default: The change in average
employer contribution rates as a percentage of
Core Spending Power (or financing data) if all
employers without tax raising powers or statutory
backing default on their existing deficits
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C.18 Emerging risk measures require assumptions. C.22 This measure highlights possible risks to a

We used best estimate assumptions for this
purpose, details of which can be found in
Appendix G. Details of the methods used to
calculate scores under each measure and the
criteria used to assign a colour code can be
found in this chapter.

fund as a result of assets being significantly
lower than liabilities, where liabilities are those
estimated on the SAB standard basis detailed
in Appendix G.

C.23 A fund in deficit will need to pay additional

contributions in order to meet the liabilities that
have already been accrued.

Funds with no or low core spending C.24 This measure assesses the relative funding

C.19 There were six funds with no or low core levels of individual funds. All funds have been

spending
- Environmental Agency Active Fund
- Environmental Agency Closed Fund

- West Midlands Integrated Transport
Authority Pension Fund

- South Yorkshire Passenger Transport
Authority Pension Fund

-+ London Pension Fund Authority
Pension Fund

- City of London Corporation Pension Fund

C.20 For each of these funds, we have reverted

to the dry run methodology for asset and
liability shock, which expressed the resulting
additional contributions to meet the emerging
deficit as a percentage of pensionable pay.

ordered by this measure (highest funding level
first) and the ten funds ranked 81 to 90 out

of 91 (i.e. not including Environment Agency
Closed Fund) are assigned an amber colour
code. All other funds are assigned a green
colour code.

Open fund: Whether the fund is open to
new members

C.25 A scheme that is closed to new members will

be closer to maturity than a scheme which

is still open. This creates a possible risk to
sponsoring employees as there is less scope
to make regular contributions and receive
investment returns on those contributions.
Additionally, if problems do occur with the
scheme funding level, the reduced time to
maturity of the scheme means that additional
contributions must be spread over a shorter
timeframe, and could be more volatile as

a result.

Solvency measures — methodology

C.21 This Appendix details the methodology C.26 This measure is a ‘Yes’ when a fund is still

behind the measures used to assess a fund’s
solvency position. Some of the measures
listed below were calculated using a market
consistent set of assumptions. For more
information on this best estimate basis please
see Appendix G.

SAB funding level: A fund’s funding level
using the SAB standard basis

open to new members and a ‘No’ otherwise.
A ‘Yes’ results in a green colour code, while a
‘No’ results in a red colour code.

Non-statutory members: The proportion of
members within the fund who are employed
by an employer without tax raising powers or
statutory backing
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C.27 We have considered tax payer-backed C.31 Under this measure a fund has been allocated
employers of stronger covenant value than a red colour code if its proportion of members
other employers. It is important, in this context, who are employed by an employer without tax
that administering authorities and other raising powers or statutory backing is greater
employers understand the potential cost that than 50%.

may fall on taxpayers in the future if employers
without statutory backing or tax raising powers
are unable to meet their required contributions
and those with such powers become
responsible for the accrued costs.

C.32 A fund has been allocated an amber colour
code if its proportion of members who are
employed by an employer without tax raising
powers or statutory backing is between 25%
and 50%, and a green colour code in all

C.28 Data for this measure has been taken from the other cases.
publicly available ‘Local government pension Asset shock: The change in average
SChef”e fu_”ds local authority data: 2016 tf’ employer contribution rates as a percentage of
2017’ published by DCLG'". Th? data contains Core Spending Power or financing data after a
the number of employees within each fund by 15% fall in value of return-seeking assets

employer group, where: C.33 This measure shows the effect on total

- Group 1 refers to local authorities and employer contribution rates of a one-off
connected bodies decrease in the value of a fund’s return seeking
assets equal to 15% of the value of those
assets expressed as a percentage of Core
Spending Power or financing data. Defensive

- Group 2 refers to centrally funded public
sector bodies

- Group 3 refers to other public sector bodies assets are assumed to be unaffected.
and C.34 For the purposes of this measure liabilities have
- Group 4 refers to private sector, voluntary restated on the standardised best estimate
sector and other bodies basis and deficit recovery periods have been

standardised using a period of 20 years to
ensure that results are comparable. Where a
fund is in surplus under the standardised best
estimate basis, the surplus is assumed to be
paid back to the employer over a period of 20
years. However, where the fund is in surplus
after the shock, we have not applied a flag.

C.29 For the purposes of this measure, and unless
information has been provided to the contrary,
it has been assumed that employers listed
under groups 1 and 2 are those with tax
raising powers or statutory backing and
that employers listed under groups 3 and
4 are those without tax raising powers or

statutory backing. C.35 Return-seeking asset classes are assumed to be;
C.30 The measure therefore gives the proportion - Overseas Equities
of members within the fund that are/were "
- UK Equities
employed by group 1 and 2 employers as a
proportion of all members within the fund. - Other Investments
- Property

- Other return seeking assets

7 https://www.gov.uk/government/collections/local-government-pension-scheme
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Defensive asset classes are assumed to be:
-+ Cash

- Gilts

- Corporate Bonds

- Other defensive assets

C.36 We calculated the emerging deficit from the
shock following a 15% fall in return seeking
assets applying to tax raising employers (local
authorities and connected bodies & other
public sector bodies):

New Defecit = (Pre stress asset value — post
stress asset value) x % Tax raising employers

C.37 We spread this over 20 years of annual
payments and express as a percentage of
Core Spending Power (or financing data for
Welsh funds)

New Defecit

a,, x Core Spending Power
C.38 Where:

- new deficit is calculated on the standardised
best estimate basis as at 31 March 2016

- a,,is a continuous annuity over the 20 year
deficit recovery period at the rate of interest
equal to L — 7.

1+e

- iis the nominal discount rate assumption on
the standardised best estimate basis.

- e is the general earnings inflation assumption
on the standardised best estimate basis

C.39 A fund is allocated an amber colour code
if its result is above 3% and a green colour
code otherwise.

C.40 For those funds with no/low core spending,
the change of contribution rate was expressed
as a percentage of pensionable pay, with an
amber flag raised if that was greater than 5%.
No results are available for the Environment
Agency Closed Fund as there are no
remaining active members within the fund with
which to calculate contribution rates.

Funds in surplus after shock

C.41 The asset shock resulted in a reduction to
the funding level of the scheme on GAD’s
best estimate basis. However if the fund was
in surplus post shock (the funding level was
in excess of 100% after the shock) the fund
would not receive a flag.

C.42 However, the risk remains that such an event
could bring forward the need to increase
contributions for the following funds:

- East Riding Pension Fund
- Greater Manchester Pension Fund

- Royal Borough of Kensington and Chelsea
Pension Fund

- Teesside Pension Fund

- Wandsworth Council Pension Fund

Equity Protection Strategy

C.43 South Yorkshire Pension Fund has recently
added a protection strategy to attempt to limit
downside risk from its equity portfolio. The
intention of this strategy is to protect £2.6bn
of the equity portion of the fund against falls in
total return of between 5% and 30%, by giving
up total returns above 14.25% over a two
year period.
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C.44 The strategy has been implemented through
buying and selling options and giving up
sufficient upside to reduce the net cost to
zero. On implementation there was actually a
net gain to the scheme of £73k. The structure
has been implemented in four parts based
on four indices: S&P 500 (c£1bn), FTSE 100
(€£0.9bn), Euro Stoxx 50 (c£0.6bn), Nikkei 225
(c£0.2bn).

C.45 We have not adjusted our asset shock
outcomes to reflect this strategy. Although
we consider such a strategy may benefit
funds wishing to protect their downside risk,
and which may mean the premise for our
asset shock could change, we would need to
understand this in more detail, and that may
be appropriate if the strategy is maintained or
extended through to the next valuation.

Employer default: The change in average
employer contribution rates as a percentage

of payroll if all employers without tax raising
powers or statutory backing default on their
existing deficits

C.46 LGPS regulations require employers to pay

contributions set in the valuation. DCLG has
confirmed that:

- there is a guarantee of LGPS pension
liabilities by a public body;

- that public body is incapable of becoming
insolvent; and

- the governing legislation is designed
to ensure the solvency and long term
economic efficiency of the Scheme.

C.47 ltis important, in this context, that
administering authorities and other employers
understand the potential cost that may fall on
taxpayers in the future if employers without
statutory backing or tax raising powers are
unable to meet their required contributions
and those with such powers become
responsible for the accrued costs.

C.48 For the purposes of this measure liabilities
have been restated on the standardised best
estimate basis and deficit recovery periods
have been standardised using a period of 20
years to ensure that results are comparable.
Where a fund is in surplus under the
standardised best estimate basis, the surplus
is assumed to be paid back to the employer
over a period of 20 years. However, where the
fund is in surplus after the shock, we have not
applied a flag.

C.49 A fund’s deficit will not change as a result of
the default, but as the deficit is spread over a
smaller number of employers, the contribution
rate for each remaining employer will increase.

C.50 If an employer defaults when the fund is in
surplus, the risk is mitigated, so we have not
considered funds in surplus on the standardised
best estimate basis for this measure.

C.51 We calculated the amount of deficit from the
default of other public sector bodies & private
sector, voluntary sector and other bodies:

Share of Defecit = Defecit x
% non-tax raising employers

C.52 We spread this over 20 years of annual
payments and express as a percentage of
Core Spending Power (or financing data for
Welsh funds)

Share of Defecit

a,, x Core Spending Power
C.53 Where:

- Share of deficit is calculated on the
standardised best estimate basis as at
31 March 2016

- a,,is a continuous annuity over the 20 year
deficit recovery period at the rate of interest

equal to £ — 1.

- iis the nominal discount rate assumption on
the standardised best estimate basis.
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- eis the general earnings inflation assumption
on the standardised best estimate basis

C.54 A fund is allocated an amber colour code if its
result is greater than 3% and a green colour
code otherwise.

Covenant review comments

C.55 We are aware that a significant amount of
work goes on by fund managers in relation to
covenant of employers.

C.56 Specific covenant reviews are conducted
each year in respect of the employers in the
WMITA fund.

C.57 We have discussed this covenant work with
a range of fund managers, as well as the
Pensions Regulator. It helps protect each fund
against the risk of the employer defaulting on
its obligations to the fund.

C.58 We include a measure for high proportion of
non-tax backed employees as a proxy for the
risk that their employers do default. We also
do a stress test on this item to see if it has a
material impact on the finances of the local
authorities that may retain any residual deficit
in relation to those employers. By doing these
tests, it is not our intention to comment on the
covenant work that goes on, rather to highlight
that there remains some risk.

C.59 This risk exists because those employers have
a different potential impact on the funds, and
the tax raising employers retain the risk should
an employer default.
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Solvency measures - by fund

Table C2: Solvency measures by fund

2016 solvency measures

SAB Non-

Open funding Statutory Asset Employer
Pension fund fund level employees shock  default
Avon Pension Fund Yes 95.9% 5.5% 2.0%  Surplus
Bedfordshire Pension Fund Yes 82.5% 4.2% 1.8% 0.1%
Buckinghamshire County Council Pension Fund Yes 89.0% 4.8% 1.9% 0.0%
Cambridgeshire Pension Fund Yes 94.3% 3.8% 2.2%  Surplus
Cardiff and Vale of Glamorgan Pension Fund Yes 92.8% 6.7% 1.5%  Surplus
Cheshire Pension Fund Yes 110.0% 76%  Surplus  Surplus
City and County of Swansea Pension Fund Yes 85.8% 10.2% 1.4% 0.1%
City of London Corporation Pension Fund * Yes 84.0% 10.6% 3.6%" 1.1%
City of Westminster Pension Fund Yes 94.0% 0.0% 2.9%  Surplus
Clwyd Pension Fund Yes 86.6% 2.4% 0.9% 0.0%
Cornwall Pension Fund Yes 90.9% 6.3% 11%  Surplus
Cumbria Local Government Pension Scheme Yes 104.9% 7.2%  Surplus  Surplus
Derbyshire Pension Fund Yes 108.0% 45%  Surplus  Surplus
Devon County Council Pension Fund Yes 86.0% 24.9% 2.5% 0.3%
Dorset County Pension Fund Yes 86.0% 4.9% 1.9% 0.1%
Durham County Council Pension Fund Yes 90.1% 3.8% 21% 0.0%
Dyfed Pension Fund Yes 106.8% 3.8%  Surplus  Surplus
East Riding Pension Fund Yes 104.6% 3.0%  Surplus  Surplus
East Sussex Pension Fund Yes 108.8% 1.7%  Surplus  Surplus
Essex Pension Fund Yes 97.0% 9.6% 21%  Surplus
Gloucestershire County Council Pension Fund Yes 94.7% 9.6% 2.0%  Surplus
Greater Gwent (Torfaen) Pension Fund Yes 86.8% 7.3% 1.5% 0.0%
Greater Manchester Pension Fund Yes 105.5% 22.8%  Surplus  Surplus
Gwynedd Pension Fund Yes 109.9% 3.4%  Surplus  Surplus
Hampshire County Council Pension Fund Yes 91.2% 3.5% 1.9%  Surplus
Hertfordshire County Council Pension Fund Yes 107.3% 5.8%  Surplus  Surplus
Isle of Wight Council Pension Fund Yes 109.3% 2.7%  Surplus  Surplus
Islington Council Pension Fund Yes 85.4% 5.9% 2.6% 0.1%
Kent County Council Pension Fund Yes 93.0% 8.7% 21%  Surplus
Lancashire County Pension Fund Yes 99.3% 7.9% 2.7%  Surplus
Leicestershire County Council Pension Fund Yes 92.1% 5.0% 21%  Surplus
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2016 solvency measures

SAB Non-

Open funding Statutory Asset Employer
Pension fund fund level employees shock default
Lincolnshire Pension Fund Yes 92.8% 2.6% 21%  Surplus
London Borough of Barking and Dagenham Pension Fund  Yes 90.6% 2.9% 2.3% 0.0%
London Borough of Barnet Pension Fund Yes 82.0% 11.8% 1.7% 0.2%
London Borough of Bexley Pension Fund Yes 103.0% 5.7% 1.9%  Surplus
London Borough of Brent Pension Fund Yes 66.3% 13.4% 1.2% 0.6%
London Borough of Bromley Pension Fund Yes 106.3% 2.4%  Surplus  Surplus
London Borough of Camden Pension Fund Yes 93.8% 8.7% 2.6%  Surplus
London Borough of Croydon Pension Fund Yes 80.6% 3.6% 1.3% 0.1%
London Borough of Ealing Pension Fund Yes 88.2% 11.0% 1.8% 0.1%
London Borough of Enfield Pension Fund Yes 98.7% 1.5% 1.4%  Surplus
London Borough of Hackney Pension Fund Yes 94.9% 0.0% 2.2%  Surplus
London Borough of Hammersmith and Fulham Pension Fund Yes 92.0% 13.2% 24%  Surplus
London Borough of Haringey Pension Fund Yes 93.5% 0.0% 2.5%  Surplus
London Borough of Harrow Pension Fund Yes 91.0% 1.7% 1.9% 0.0%
London Borough of Havering Pension Fund Yes 78.3% 1.1% 1.3% 0.0%
London Borough of Hillingdon Pension Fund Yes 87.8% 1.2% 1.6% 0.0%
London Borough of Hounslow Pension Fund Yes 85.0% 12.6% 1.8% 0.2%
London Borough of Lambeth Pension Fund Yes 98.6% 0.0% 1.9%  Surplus
London Borough of Lewisham Pension Fund Yes 94.0% 5.8% 21%  Surplus
London Borough of Merton Pension Fund Yes 96.0% 2.4% 1.7%  Surplus
London Borough of Newham Pension Fund Yes 88.0% 1.3% 2.4% 0.0%
London Borough of Redbridge Pension Fund Yes 91.0% 10.5% 1.2% 0.0%
London Borough of Richmond Upon Thames Pension Fund  Yes 105.0% 3.8%  Surplus  Surplus
London Borough of Southwark Pension Fund Yes 95.5% 3.2% 2.3%  Surplus
London Borough of Tower Hamlets Pension Fund Yes 93.4% 0.0% 2.3%  Surplus
London Borough of Waltham Forest Pension Fund Yes 76.8% 3.1% 1.3% 0.1%
Merseyside Pension Fund Yes 97.6% 12.7% 3.0%%  Surplus
Norfolk Pension Fund Yes 98.6% 8.7% 21%  Surplus
North Yorkshire Pension Fund Yes 100.7% 2.0% 2.6%  Surplus
Northamptonshire Pension Fund Yes 93.1% 1.6% 2.0%  Surplus
Northumberland County Council Pension Fund Yes 95.8% 4.5% 24%  Surplus
Nottinghamshire County Council Pension Fund Yes 90.0% 6.2% 2.8% 0.0%
Oxfordshire County Council Pension Fund Yes 94.0% 4.4% 2.5%  Surplus

8 Unrounded figure is less than 3%

Page 114

32\



Local Government Penson Scheme England and Wales
Appendices to the review of the actuarial valuations of Funds as at 31 March 2016
pursuant to Section 13 of the Public Service Pensions Act 2013

2016 solvency measures

SAB Non-

Open funding Statutory Asset Employer
Pension fund fund level employees shock default
Powys County Council Pension Fund Yes 90.2% 51% 1.2% 0.0%
Rhondda Cynon Taf County Borough Council Pension Fund  Yes 92.3% 5.9% 2.0%  Surplus
Royal Borough of Greenwich Pension Fund Yes 92.0% 6.8% 1.7%  Surplus
Royal Borough of Kensington and Chelsea Pension Fund Yes 116.0% 71%  Surplus  Surplus
Royal Borough of Kingston Upon Thames Pension Fund Yes 96.7% 13% 2.5%  Surplus
Royal County of Berkshire Pension Fund Yes 72.0% 5.5% 1.5% 0.2%
Shropshire County Pension Fund Yes 91.4% 9.8% 1.8%  Surplus
Somerset County Council Pension Fund Yes 80.0% 21.9% 2.7% 0.7%
South Yorkshire Pension Fund Yes 98.5% 9.6% 3.0%  Surplus
Staffordshire Pension Fund Yes 96.3% 6.6% 2.9%  Surplus
Suffolk Pension Fund Yes 108.7% 24.5%  Surplus  Surplus
Surrey Pension Fund Yes 95.1% 51% 2.0%  Surplus
Sutton Pension Fund Yes 86.0% 4.4% 1.3% 0.0%
Teesside Pension Fund Yes 105.9% 9.7%  Surplus  Surplus
Tyne and Wear Pension Fund Yes 96.7% 11.8% 3.5%  Surplus
Wandsworth Council Pension Fund Yes 116.0% 8.9%  Surplus  Surplus
Warwickshire Pension Fund Yes 101.7% 5.9% 2.2%  Surplus
West Midlands Pension Fund Yes 95.0% 41% 2.7%  Surplus
West Sussex County Council Pension Fund Yes 120.3% 57%  Surplus  Surplus
West Yorkshire Pension Fund Yes 101.7% 13.4% 3.7%  Surplus
Wiltshire Pension Fund Yes 96.6% 21.8% 2.6%  Surplus
Worcestershire County Council Pension Fund Yes 84.4% 9.0% 2.2% 0.1%
Environment Agency Active Fund* Yes 122.6% N/A  Surplus* N/A
Environment Agency Closed Fund No 37.7% N/A N/A N/A
South Yorkshire Passenger Transport Pension Fund* No 121.0%  100.0%  Surplus* N/A
West Midlands Integrated Transport Authority Pension No 111.0%  100.0% Surplus* N/A
Fund*
London Pensions Fund Authority Pension Fund* Yes 96.0% 19.7% 7.4%" N/A

Notes:

1. Funding levels are on the SAB standard basis.
2. The liability value and salary roll figures in the maturity indicator are as at 31 March 2016. The liability

value was calculated on the standardised best estimate basis.

3. For funds marked * against asset shock we have assessed the shock as a percentage of pensionable

pay (as we did in the dry run)
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Appendix D: Long term cost efficiency

D1 We developed a series of relative and absolute
considerations to help assess whether the

+ Mapping of long term cost efficiency
considerations to measures adopted

contributions met the aims of section 13

under long term cost efficiency. This appendix

contains a description of:

- Methodology used for long term cost
efficiency measures

- Table of outcomes for each fund

Table D1: Long Term Cost Efficiency Considerations and Measures

Consideration

Measure Used

Relative considerations:

The implied deficit recovery period

The investment return required to
achieve full funding

The pace at which the deficit is
expected to be paid off

Deficit Period: Implied deficit recovery period calculated on a
standardised best estimate basis (SAB key indicator 3)

Required Return: The required investment return rates to
achieve full funding in 20 years’ time on a standardised best
estimate basis (SAB key indicator 4(i))

Repayment Shortfall: The difference between the actual
deficit recovery contribution rate and the annual deficit recovery
contributions required as a percentage of payroll to pay off

the deficit in 20 years, where the deficit is calculated on a
standardised best estimate basis

Absolute Considerations:

The extent to which the required
investment return above is less
than the estimated future return
being targeted by a fund’s
investment strategy

The extent to which any deficit
recovery plan can be reconciled with,
and can be demonstrated to be a
continuation of, the previous deficit
recovery plan, after allowing for actual
fund experience

Return Scope: The required investment return rates as
calculated in required return (i.e. SAB key indicator 4(i)),
compared with the fund’s expected best estimate future returns
assuming current asset mix maintained (SAB key indicator 4(ii))

Deficit Reconciliation: Confirmation that the deficit period
can be demonstrated to be a continuation of the previous deficit
recovery plan, after allowing for actual fund experience.
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D.2

D.3

D.4

D.5

For the 2016 report, we have removed some
measures which represented the same
information in a slightly different way to make
the report more succinct.

Three of these measures were selected from
the KPIs defined by the SAB®. The selected
SAB measures have been augmented with
two additional measures which we believe are
appropriate in helping to assess whether the
aims of section 13 are met.

The analyses and calculations carried

out under these long term cost efficiency
measures are approximate. They rely on
the accuracy of the data provided by the
respective local firms of actuarial advisors.

Although the calculations are approximate, we
consider they are sufficient for the purposes
of identifying which funds are a cause for
concern. While the measures should not
represent targets, these measures help us
determine whether a more detailed review is
required; for example, we would have concern
where multiple measures are triggered amber
for a given fund.

Long term cost efficiency measures —
methodology

D.6

We detail the methodology behind the
measures used to assess a fund’s long term
cost efficiency position below. Some of the
measures listed were calculated using a

best estimate set of assumptions. For more
information on this best estimate basis please
see Appendix G.

Deficit period: The implied deficit recovery
period calculated on a standardised best
estimate basis

D.7

D.8

D.9

This measure is based on SAB key indicator 3.
However, as the SCAPE discount rate used in
the SAB standard basis is not market-related,
the calculations are done on a standardised
best estimate basis.

The implied deficit recovery period on the
standardised best estimate basis was found
by solving the following equation for x:

Defecit on standardised BE basis

a_ =
Annual defecit recovery payment
on standardised BE basis

Where:
- xis the implied deficit recovery period.

- a, is a continuous annuity over x years at

the rate of interest equal to £ — 1.

- iis the nominal discount rate assumption on
the standardised best estimate basis.

- e is the general earnings inflation assumption
on the standardised best estimate basis.

- The deficit on the standardised best
estimate basis is as at 31 March 2016.

- The annual deficit recovery payment on
the standardised best estimate basis is
calculated as the difference between the
average employer contribution rate for the
years 2017/18 — 2019/20, allowing for both
contributions paid as a percentage of salary
and fixed monetary contributions into the
fund, where deficit contributions are fixed
(i.e. the fixed monetary contributions, if
any, have been converted so that they are
quoted as a percentage of salary roll), and
the employer standard contribution rate on
the standardised best estimate basis for the
years 2017/18 — 2019/20 (which is assumed
to be equal to the future cost of accrual of
that particular fund).

9 http://committees.westminster.gov.uk/documents/s15058/11%20-%20Appendix%201%20-%20KPI%20Guidance.pdf
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D.10 Funds that were in surplus or where the

D1

implied deficit recovery period was less than
10 years were flagged as green. Those with
recovery periods greater than or equal to

10 years were flagged as amber. If there were
any funds that were paying contributions at a
level that would result in an increase in deficit,
they would have been flagged as red.

Required return: The required investment
return rates to achieve full funding in 20 years’

time on the standardised best estimate basis

This measure is based on SAB key indicator
4(i). However, as the SCAPE discount rate
used in the SAB standard basis is not market-
related, the calculations are done on a
standardised best estimate basis. No amber
or red flags were raised under this measure.

D.12 The following assumptions were made for the

purposes of this calculations:
- Time O is 31 March 2016.
- Time 20 is 31 March 2036.

- A, is the value of the fund’s assets at time O,

pursuant to Section 13 of the Public Service Pensions Act 2013

- B is the total value of benefits payable

0-20
(excluding transfers) over the period time

0 - 20, assumed to occur mid-way between
time 0 and time 20 (i.e. at time 10).

- SCR, is the standard contribution rate

payable from time 0 to time 1 and was
calculated by restating the standard
contribution rates on the local fund bases
using the best estimate basis.

- SCR . is the standard contribution rate

0-20
payable from time 0 — 20, assumed to occur

mid-way between time 0 and time 20 (i.e. at
time 10).

* Sal is the salary roll at ime O and was

obtained from the data provided by the local
firms of actuarial advisors.

- iis the nominal discount rate assumption on

the standardised best estimate basis.

- eis the general earnings assumption on the

standardised best estimate basis.

- xis the required investment return that is to

be calculated.

and was obtained from the data provided by

the local firms of actuarial advisors. D.13 The membership profile is assumed to be

constant.
- A, is the value of the fund’s assets at

. D.14 The assets and liabilities at time 20 were then
time 20.

equated and the resulting quadratic equation
solved to find the required rate of investment
return to achieve full funding, i.e.:

- L, is the value of the fund’s liabilities at time
0, and was obtained from the data provided

by the local firms of actuarial advisors.
. . Azo_Lzozo
. 1720 is the value of the fund’s liabilities at Where:
time 20.

. _ 2 _ 1
- C,is one year’s employer contributions paid A= 1A X (1477 + 1€ 5 = By ) X (1497

from time 0.

- C,,, is the total employer contributions
payable over the period time 0 — 20,
assumed to occur mid-way between time 0

and time 20 (i.e. at time 10).

* B, is the value of one year’s benefits paid
(excluding transfers) from time 0.
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D.15 Where the required investment return was D.19 The difference in deficit recovery contribution

higher than the nominal discount rate on the
standardised best estimate basis (i.e. i where |
= 5.59%) funds would be classified as amber,
whereas funds were classified as green if the
required return was less than i.

Repayment shortfall: The difference between
the actual deficit recovery contribution rate
and the annual deficit recovery contributions
required as a percentage of payroll to pay

off deficit in 20 years, where the deficit

is calculated on a standardised best

estimate basis

D.16 This measure extends the deficit period

measure. We calculate the required annual
deficit recovery contribution rate on a
standardised best estimate basis to pay off the
deficit in 20 years’ time, and then work out the
difference between the actual deficit recovery
contribution rate and this rate.

rates is then defined as:
(Avg ER cont rate paid — ER SCR on BE basis)

Defecit on BE basis

a,, x Salary Roll
Where:

- The average employer contribution rate is
for the years 2017/18 — 2019/20, allowing for
both contributions paid as a percentage of
salary and fixed monetary contributions into
the fund where deficit contributions are fixed
((i.e. the fixed monetary contributions, if any,
have been converted so that they are quoted
as a percentage of salary roll).

- The employer standard contribution rate
on the standardised best estimate basis
is for the years 2017/18 — 2019/20. It is
assumed that the standard contribution rate
is equal to the future cost of accrual of that

D17 The 20 year deficit recovery period is based articular fund
on the SAB key indicator 4(). P :
D.20 The data required for each of the funds to

D18 The required annual deficit recovery carry out the above calculation was provided

contribution rate to be paid on a standardised
best estimate basis is equal to:

Defecit on standardised best estimate basis

a,, X Salary Roll
Where:

- The deficit on the standardised best
estimate basis is as at 31 March 2016.

- a,,is a continuous annuity over the 20 year
deficit recovery period at the rate of interest

1+i

equal to 4z — 1.

- iis the nominal discount rate assumption on
the standardised best estimate basis.

- eis the general earnings inflation assumption
on the standardised best estimate basis.

+ The salary roll is as at 31 March 2016 and
has not been adjusted.

by their respective firms of actuarial advisors.

D.21 Where appropriate data has been restated on

the standardised best estimate basis.

D.22 Funds where the difference in deficit recovery

contribution rates is greater than 0% are
flagged as green. Where the difference
between contribution rates is between 0% and
-3%, the funds would be flagged as amber. If
the difference in deficit recovery contribution
rates is less than -3%, then the fund would be
flagged as red. No amber or red flags were
raised under this measure.

Return scope: The required investment
return rates as calculated in required return,
compared with the fund’s expected best
estimate future returns assuming current asset
mix maintained
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D.23 This measure is based on SAB key indicator
4(ii).

D.24 The required investment return (x) calculated
in the required return measure was compared
against the best estimate investment return

expected from the fund’s assets held on
31 March 2016.

D.25 The asset data used in this calculation was
provided by each fund’s respective firm of
actuarial advisors.

D.26 Funds where the best estimate future returns
were higher than the required investment
return by 0.5% or more were flagged as
green. Those funds where this difference
was between 0% and 0.5% would be flagged
as amber, whilst those where the best
estimate returns were lower than the required
investment returns were flagged as red.

Deficit reconciliation: Confirmation that the
deficit period can be demonstrated to be a
continuation of the previous deficit recovery
pblan, after allowing for actual fund experience

pursuant to Section 13 of the Public Service Pensions Act 2013

D.27 This measure is used to monitor the change in

the deficit recovery end point set locally by the
fund at each valuation and what the underlying
reasons are for any adverse changes in

this period.

D.28 This measure considers the following:

- Whether contributions have decreased since
the previous valuations (reducing the burden
on current tax payers)

- Whether the deficit recovery end point has
moved further into the future, compared with
the previous valuation (increasing the burden
on future tax payers)

Funds where both of the above have occurred
are flagged amber; otherwise funds are
flagged green.
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Long term cost efficiency measures — by fund

Table D2: Long term cost efficiency measures by fund

2016 long term cost efficiency measures

Relative considerations Absolute considerations

Maturity Deficit Required Repayment Return Deficit

Pension fund (rank) period return shortfall scope Reconciliation
Avon Pension Fund 6 (54) Surplus 3% 1% 2.2% Green
Bedfordshire Pension Fund 5.5 (82) 4 3% 11% 2.3% Green
Buckinghamshire County Council Pension Fund 5.3 (88) 0 3% 9% 21% Green
Cambridgeshire Pension Fund 5.8 (71) Surplus 3% 1% 2.8% Green
Cardiff and Vale of Glamorgan Pension Fund 6.1 (48) Surplus 3% 13% 3.1% Green
Cheshire Pension Fund 6.6 (32) Surplus 1% 14% 3.5% Green
City and County of Swansea Pension Fund 5.6 (75) 3 3% 10% 2.4% Green
City of London Corporation Pension Fund 7.1 (20) 6 1% 7% 1.8% Green
City of Westminster Pension Fund 8.8 (5) Surplus 1% 26% 4.9% Green
Clwyd Pension Fund 6.5 (35) 2 2% 15% 2.6% Green
Cornwall Pension Fund 5.9 (60) Surplus 3% 14% 2.0% Green
Cumbria Local Government Pension Scheme 7 (21) Surplus 3% 10% 2.2% Green
Derbyshire Pension Fund 5.6 (76) Surplus 3% 8% 2.4% Green
Devon County Council Pension Fund 6.3 (42) 4 4% 7% 1.7% Green
Dorset County Pension Fund 5.7 (72) 4 1% 7% 1.4% Green
Durham County Council Pension Fund 6.8 (23) 0 3% 13% 1.5% Green
Dyfed Pension Fund 5.9 (566) Surplus 3% 5% 2.3% Green
East Riding Pension Fund 5.7 (73) Surplus 2% 13% 3.7% Green
East Sussex Pension Fund 6 (52) Surplus 2% 10% 3.6% Green
Environment Agency Active Fund 5.9 (62) Surplus 3% 7% 3.0% Green
Environment Agency Closed Fund 0 (N/A) N/A N/A N/A N/A Green
Essex Pension Fund 5.6 (80) Surplus 3% 10% 3.1% Green
Gloucestershire County Council Pension Fund 5.9 (58) Surplus 1% 19% 4.3% Green
Greater Gwent (Torfaen) Pension Fund 6 (563) 8 4% 8% 1.9% Green
Greater Manchester Pension Fund 6.9 (22) Surplus 3% 9% 3.0% Green
Gwynedd Pension Fund 5.4 (86) Surplus 2% 10% 3.4% Green
Hampshire County Council Pension Fund 5.5 (84) Surplus 3% 12% 2.2% Green
Hertfordshire County Council Pension Fund 5.8 (69) Surplus 2% 12% 3.3% Green
Isle of Wight Council Pension Fund 7.2 (17) Surplus 2% 12% 3.7% Green
Islington Council Pension Fund 7.3 (16) S 4% 7% 1.1% Green
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2016 long term cost efficiency measures

Absolute considerations

Relative considerations

Maturity Deficit Required Repayment Return Deficit
Pension fund (rank) period return shortfall scope Reconciliation
Kent County Council Pension Fund 5.8 (70) Surplus 3% 10% 2.6% Green
Lancashire County Pension Fund 6.4 (37) Surplus 3% 9% 2.8% Green
Leicestershire County Council Pension Fund 5.4 (85) Surplus 2% 13% 3.0% Green
Lincolnshire Pension Fund 5.8 (66) Surplus 3% 12% 3.0% Green
London Borough of Barking and Dagenham 5.6 (79) 0 2% 14% 3.3% Green
Pension Fund
London Borough of Barnet Pension Fund 5.9 (61) 4 3% 1% 2.4% Green
London Borough of Bexley Pension Fund 7.2 (18) Surplus 3% 8% 31% Green
London Borough of Brent Pension Fund 7.3 (15) 10 4% 10% 1.8% Green
London Borough of Bromley Pension Fund 6.6 (33) Surplus 2% 1% 3.4% Green
London Borough of Camden Pension Fund 8.1 (7) Surplus 2% 21% 3.9% Green
London Borough of Croydon Pension Fund 6.1 (51) 6 4% 8% 2.1% Green
London Borough of Ealing Pension Fund 6.8 (24) 2 3% 12% 2.3% Green
London Borough of Enfield Pension Fund 5.8 (67) Surplus 2% 12% 3.0% Green
London Borough of Hackney Pension Fund 6.1 (50) Surplus 0% 23% 5.0% Green
London Borough of Hammersmith and 9.1 @4 Surplus 4% 13% 2.0% Green
Fulham Pension Fund
London Borough of Haringey Pension Fund 7.4 (12) Surplus 3% 11% 2.0% Green
London Borough of Harrow Pension Fund 6.5 (34) 0 3% 11% 2.4% Green
London Borough of Havering Pension Fund 6.3 (43) 6 3% 9% 21% Green
London Borough of Hillingdon Pension Fund 5.8 (65) 2 3% 10% 21% Green
London Borough of Hounslow Pension Fund 6.2 (44) 4 1% 8% 1.5% Green
London Borough of Lambeth Pension Fund 8.5 (6) Surplus 2% 18% 3.5% Amber
London Borough of Lewisham Pension Fund 7.5(9) Surplus 3% 13% 2.6% Green
London Borough of Merton Pension Fund 6.1 (49) Surplus 1% 7% 1.6% Amber
London Borough of Newham Pension Fund 6.4 (39) 2 4% 8% 1.6% Amber
London Borough of Redbridge Pension Fund 6.3 (41) 0 3% 12% 1.3% Green
London Borough of Richmond Upon Thames 6.7 (25) Surplus 3% 1% 2.2% Green
Pension Fund
London Borough of Southwark Pension Fund 7 (28) Surplus 3% 11% 2.4% Green
London Borough of Tower Hamlets Pension 7.2 (19) Surplus 2% 20% 3.8% Green
Fund
London Borough of Waltham Forest 7.5 (11) 9 1% 8% 1.8% Green
London Pensions Fund Authority Pension Fund 9.2 (3) Surplus 3% 10% 2.4% Green
Merseyside Pension Fund 7.7 (8) Surplus 3% 13% 2.8% Green

Page 123

I41



Local Government Pension Scheme England and Wales

Appendices to the review of the actuarial valuations of funds as at 31 March 2016

pursuant to Section 13 of the Public Service Pensions Act 2013

2016 long term cost efficiency measures

Absolute considerations

Relative considerations

Maturity Deficit Required Repayment Return Deficit
Pension fund (rank) period return shortfall scope Reconciliation
Norfolk Pension Fund 6.7 (29) Surplus 2% 14% 3.1% Green
North Yorkshire Pension Fund 5.4 (87) Surplus 3% 10% 2.5% Green
Northamptonshire Pension Fund 6.2 (46) Surplus 3% 13% 2.7% Green
Northumberland County Council Pension Fund 7.5 (10) Surplus 2% 15% 3.2% Green
Nottinghamshire County Council Pension Fund 5.6 (74) 1 1% 7% 1.6% Green
Oxfordshire County Council Pension Fund 5.5 (83) Surplus 1% 8% 2.3% Green
Powys County Council Pension Fund 6.1 (47) 0 3% 12% 2.5% Green
Rhondda Cynon Taf County Borough Council 5.8 (63) Surplus 3% 13% 2.9% Green
Pension Fund
Royal Borough of Greenwich Pension Fund 5.6 (78) Surplus 4% 7% 0.8% Green
Royal Borough of Kensington and Chelsea 7.4 (13) Surplus 3% 6% 3.5% Green
Pension Fund
Royal Borough of Kingston Upon Thames 5.2 (90) Surplus 2% 13% 3.5% Amber
Pension Fund
Royal County of Berkshire Pension Fund 5.3 (89) 13 5% 3% 1.2% Green
Shropshire County Pension Fund 6.6 (31) Surplus 3% 10% 1.9% Green
Somerset County Council Pension Fund 5.6 (77) 6 4% 8% 2.0% Green
South Yorkshire Passenger Transport Pension  32.7 (1) Surplus N/A 77% N/A Green
Fund
South Yorkshire Pension Fund 6.6 (30) Surplus 3% 1% 2.6% Green
Staffordshire Pension Fund 6.4 (40) Surplus 3% 13% 31% Green
Suffolk Pension Fund 5.9 (59) Surplus 1% 14% 4.2% Green
Surrey Pension Fund 5.5 (81) Surplus 3% 12% 3.0% Green
Sutton Pension Fund 6.4 (36) 2 3% 12% 2.0% Green
Teesside Pension Fund 6.7 (27) Surplus 4% 4% 2.4% Green
Tyne and Wear Pension Fund 6.4 (38) Surplus 2% 14% 3.4% Green
Wandsworth Council Pension Fund 7.4 (14) Surplus 2% 6% 3.9% Green
Warwickshire Pension Fund 5.8 (64) Surplus 3% 10% 2.8% Green
West Midlands Integrated Transport Authority  30.5 (2) Surplus N/A 64% N/A Green
Pension Fund
West Midlands Pension Fund 6.7 (26) Surplus 2% 16% 3.5% Green
West Sussex County Council Pension Fund 5.9 (57) Surplus 2% 12% 4.2% Green
West Yorkshire Pension Fund 6 (65) Surplus 1% 6% 21% Green
Wiltshire Pension Fund 5.8 (68) Surplus 2% 13% 3.3% Green
Worcestershire County Council Pension Fund 6.2 (45) 3 3% 12% 3.0% Green

42\



Local Government Penson Scheme England and Wales
Appendices to the review of the actuarial valuations of Funds as at 31 March 2016
pursuant to Section 13 of the Public Service Pensions Act 2013

Notes:

1. The liability value and salary roll figures in the maturity indicator are as at 31 March 2016. The liability
value was calculated on the standardised best estimate basis.

2. The ‘Required Return’ and ‘Return Scope’ measures were not calculated for South Yorkshire PTA and
West Midlands ITA as these are closed funds. They were also not calculated for the Environment Agency
Active Fund as the DCLG SF3 statistics did not contain data for the fund.

3. The ‘Deficit Reconciliation” measure was not calculated for South Yorkshire PTA and West Midlands ITA
as information on deficit recovery periods was not applicable.
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Appendix E: Asset Liability Modelling
Exercise

Why perform an Asset Liability Modelling
(ALM) exercise?

E1

E2

E.3

E4

An ALM allows us to simultaneously project
the assets and liabilities of the scheme
under a range of scenarios, using stochastic
technigues to investigate possible outcomes
for key variables and metrics. Modelling the
scheme in this way allows us to understand
not only central, expected outcomes but also
the wider range of possible outcomes and
associated probabilities.

A common use of ALM studies is to help
scheme managers and sponsors determine
investment, contribution and funding policy
by illustrating the impact of changing policy
on key variables, such as the funding level
(i.e. ratio of assets to liabilities), of the scheme
under a range of scenarios.

For this piece of work, we modelled the whole
Scheme rather than individual funds and

our focus was on variations of the employer
contribution rates as a broad measure of long
term cost efficiency and sustainability. We

are primarily interested in the extent to which
contributions can vary from current levels.
Consequently we have assumed that the
investment policy remains constant over the
projection period.

Stochastic modelling techniques allow us to
simulate thousands of economic scenarios

— with different outturns and paths of key
parameters and variables. The simulations
are calibrated to reflect views on expected
returns and relative behaviours between key
variables, but importantly include an element
of randomness in order to capture volatility
observed in financial markets. By running the
scenario generator many times, the spread of
different possible outcomes can be illustrated
and the probability of certain outcomes can
be estimated.

E.5 As with all models, the outcomes are a

function of the assumptions adopted, and the
outcomes are not intended to be predictors
of the future but can illustrate the range

of possible outcomes. Our study models
changes in economic outcomes only — we
have not looked at demographic changes,
including mortality, nor management changes
such as changes to the investment approach.

Outcomes of our modelling

E.6 The ALM exercise provides underlying

E.7

projections, under thousands of scenarios,
for a number of key variables and metrics of
interest — including:

- The scheme’s assets

- The scheme’s liabilities

- The scheme’s funding level and
- The contribution rate

For example, the charts below provide an
illustration of these projected variables for the
first 10 scenarios.
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Chart E1: Simulated scenarios within the ALM
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E.8 As demonstrated in these charts, there is
a wide range of potential outcomes and
there is a significant degree of volatility —
demonstrating the risks taken by the Scheme.

E.9 In order to identify the projected trends of the
scheme and assess the probability of extreme
events, we instead consider different percentiles
of the projected employer total contribution
rates emerging at each future valuation.

Asset projection
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E10 Chart E2 shows the median value (black),
upper and lower quartiles (red, 75" and 25™
percentile respectively) and 90" highest,

10" lowest (blue, 90" and 10™ percentile
respectively) for the employer contribution

rate, which allow for both the cost of benefit
accrual and deficit contributions and are net of
member contributions.
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Chart E2: Employer total contribution rate
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E.11 Note that none of the lines shown on this chart
represent any simulated scenario — instead
they are intended to represent the distribution
of possible outcomes and how the range
of simulated scenarios changes over the
projection period.
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E12 The flipside to the projected contribution rate E.13 Chart E3 shows that, under the parameters
is the projected funding level of the scheme of the model, the funding level could range
which is shown below. between 60% and 180% (10" and 90"
percentile outcomes) but the median outcome
tends towards a funding level of just above
100% over the projection period.

Chart E3: Projected funding levels
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E.14 The key messages from the charts above show: variation within each scenario demonstrates

the sensitivity of the contribution rate and the
extent to which it could swing from valuation
to valuation.

- In the short term, the model predicts
upwards pressure on employer contributions
at the next valuation cycle.

- This should not be regarded as a prediction
of the changes in future employer contribution
rates, because it’s highly unlikely that the
assumptions made will be borne out in
practice and adjustments might be made to

- However there remains a significant risk that manage such pressures as discussed below.
contributions are materially higher than current
levels, throughout the projection period.

- In the medium to longer term, employer
contributions are expected to fall, such that
they are expected to be lower than current
contribution levels.

- Whilst the path of expected contribution
rates is relatively smooth, the significant
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Short term cost pressure

E15

E.16

EA7

E18

Volatility of asset returns and economic
conditions may place significant pressures
on future rate of employer contributions. We
performed an asset liability study to help
quantify these risks.

For the purpose of assessing liabilities and
determining contributions, assumptions
are needed on how the set of assumptions
used to carry out an actuarial valuation at
each future point in time is updated. In our
modelling we have assumed that:

- Changes to the financial assumptions will
reflect market conditions at the valuation
date (specifically, long term gilt yields)

+ The length of the recovery period is fixed at
20 years

- Demographic experience is as assumed in
the underlying valuations

The output of the model is the upward or
downward pressure on contribution rates
assuming that the impact of changes in
economic conditions feed through directly to
contribution setting.

In practice we might not expect these
pressures to feed directly into changes in
employer contribution rates, because for
example if there was a downward (or upward)
cost pressure the following adjustments might
be considered:

- Asset strategy might be made more
defensive which would be expected to
reduce future volatility but would reduce the
scope for reducing contributions (conversely,
if there was an upward cost pressure, assets
strategy might be made more return seeking)

+ The length of the recovery period might be
reduced (conversely, if there was an upward
cost pressure, the length of recovery periods
might be increased)

-+ The level of prudence might be increased,
which could reduce the chance that future
experience was worse than assumptions,
but could also limit the scope for reducing
contributions (conversely, if there was an
upward cost pressure, the level of prudence
might be increased)

E.19 The output of the model should not therefore

be regarded as a prediction of changes in
future employer contribution rates, but rather
potential pressures on the employer contribution
rates that might need to be managed in some
way. It should be noted that any change to
manage down employer contribution rates in the
short term do not alter the long term cost of the
scheme (which depends on the level of scheme
benefits and scheme experience, including asset
returns) and more generally might have some
other less desirable outcomes, for example:

- increasing the length of recovery periods
transfers costs onto future generations;

+ choosing a more return seeking asset
strategy would be expected to increase
volatility and risk

E.20 The model is based on certain parameters

and assumptions which drive projected
assets, liabilities and contributions. The key
assumptions and methodology are discussed
in detail below, but the key drivers of the
projected increase in contributions rates are:

- Afallin gilt yields, since the last valuation
date (31 March 2016), which is assumed to
feed through to lower discount rates in the
valuation basis

- The fall in gilt yields affects both the cost of
providing ongoing benefits and increases
the deficit in the Scheme, leading to higher
deficit recovery contributions being required

+ This is partially offset by strong investment
returns, in particular in equity markets in
2016 and 2017
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Longer term reduction in costs Contribution risk/volatility

E.21 In the longer term, the median outcome is that E.24 Chart E2 represents the relevant percentile
employer contributions come back to below outcome at each point in time. As this is the
current levels. The key drivers of this are: percentile of all simulated scenarios, the lines

shown do not represent particular scenarios or
simulated outcomes. In the following chart we
illustrate a series of contribution rate “paths”
that the Scheme could experience according
to our model. These show somewhat more
apparent variation.

- An assumed increase in gilt yields from
currently low levels. This is assumed to
feed through to higher valuation discount
rates, which affects both the cost of
providing ongoing benefits and lower deficit
recovery contributions

- Deficit repair contributions paid by the
employers leading to an improvement
in the funding position of the Scheme
and a reduction in the overall level of
contributions payable

+ The assumed investment return — reflecting
the investment strategy that is heavily
weighted towards equities and other
growth assets

Risks of materially higher contribution rates

E.22 Despite the projected fall in contribution
rates at the average level, the charts above
demonstrate the potential for pressure on
employer contributions relative to current rates.
In particular, they demonstrate that there is
roughly a 25% chance that contribution rates
remain above 25% throughout the projection,
and a 10% chance that they remain above
35%, before allowing for the management of
those pressures discussed above.

E.23 The drivers of these scenarios is discussed
in more detail below and reflects the key risk
factors that the Scheme is running.
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Chart E4: Individual employer contribution rate paths
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E.25 This chart indicates that contribution rates can
vary significantly from valuation to valuation
under the model parameters.

E.26 Looking across all simulated scenarios and
after removing the average trend in the
projected future contribution rate, we estimate
that there is around a 30% chance of potential
pressure on the contribution rate of more than
8%, not allowing for management actions.

E.27 Again, the key drivers of this volatility are gilt
yields and investment returns:

- Projected changes in gilt yields result in
changes to the valuation basis which affect
both the ongoing cost of accrual and the
level of surplus or deficit in the Scheme.

- The significant investment exposure to
risky assets (e.g. equities) which results in
a volatile returns and funding levels.

Pa

@ scenario 3

@ scenario 8

@ scenario 4 @ scenario 5

@ scenario 9 @ scenario 10

Scheme risks

E.28 Whilst the charts and analysis outlined above
give an indication of the range of plausible
outcomes and the risk of material potential
pressure on employer contributions, they
do not explain the factors that might cause
such increases.

E.29 As part of section 13, under solvency, we
model (deterministically) some stress tests to
evaluate whether fund employers are able to
meet the additional contributions generated in
relation to stress events. These stresses help
quantify and illustrate each fund sensitivity to
different risk factors.
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E.30 In this section we further illustrate two of the
key risk factors that can contribute to material
increases in employer contribution rates —
namely equity returns and future expected
returns. We illustrate the risk factors by
comparing experience of key variables in the
scenarios with large contribution rates and
how this compares to other scenarios.

Equity risks

E.31 With an investment strategy weighted towards
growth assets, the return on equities is clearly a
key risk factor in determining future contribution
rates. As a result, one of the stress tests
included in our solvency chapter captures an
“asset shock”, in which return seeking assets
are stressed by 15% relative to the liabilities.

E.32 Investing in equities and other growth assets
inevitably comes with volatile returns and the
potential for significant downturns in asset
values and returns. As a long term investor, the
Scheme should be able to ride out short term
volatility in returns. However, there remains
significant risk of deeper and longer lasting
shocks to equity markets.

E.33 The following chart helps to illustrate the
possibility of this by showing:

+ The proportion of simulated scenarios that
experience at least one equity market fall by
more than 15% over 12 months (black line)
and

- The proportion of these scenarios that do
not make a subsequent recovery'® in the
following 6 year period (red line)

0 Defined as the equity total return index still being less than the pre-crash level 6 years after the fall.
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Chart E5: Modelled likelihood of a fall in equity markets

Modelled likelihood of a fall in equity markets

80

60 /

50 /

. / /
30 / /

20 / /

10 //

3/2018  3/2020 3/2022  3/2024  3/2026  3/2028  3/2030  3/2032
Over the period ending

% of scenarios

@ % of scenarios with at least one equity fall of 15% or worse

@D % of scenarios with at least one equity fall of 15% or worse
and markets don't subsequently recover in the following 6 years

E.34 The chart shows that by 2023, roughly 50% E.36 This is shown in the chart below, which
of scenarios are simulated to experience filters on the scenarios with large simulated
a significant equity downturn, of which contribution rates in 2023" and shows the
30% of those scenarios do not make a proportion of scenarios which are simulated to
subsequent recovery. experience a downturn significantly increases.

E.35 The chart above is populated for all scenarios.
Generally speaking, scenarios which have
material potential pressure on employer
contributions are more likely to have experienced
a significant equity downturn — reflecting the
high level of equity risk being run in the scheme.

" Defined as the scenarios which have a contribution rate at the 90th percentile or higher.
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Chart E6: Modelled likelihood of a fall in equity markets: high contribution scenarios

Modelled likelihood of a fall in equity markets: high contribution scenarios
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E.37 In the scenarios with high contribution levels E.40 In our ALM study, we have assumed that firms
roughly 70% of scenarios are simulated to of actuarial advisors will update their views on
experience a significant equity downturn (vs expected future returns in line with projected
50% for all scenarios), of which 50% of those changes in long term gilt yields (see below).
scenarios do not make a subsequent recovery Whilst we appreciate this is unlikely to be the
(vs 30% for all scenarios). approach adopted by the firms of actuarial

advisors in practice, market expectation

theory suggests that changes in gilt yields do
provide an indication of the change in market
expectations for future economic conditions.

E.38 This demonstrates that equity returns are a
key driver of contribution rates.

Expected future retums E.41 As aresult, large reduction in gilt yields are

E.39 Equity returns are a key risk factor as likely to coincide with reduction in expected
they influence the returns achieved by the future returns which in turn would be expected
Scheme’s assets and hence influence funding to lead to higher contributions.

and valuation outcomes. Another key driver of
contribution rates is the discount rate assumed
in the valuation — which will be primarily driven
by assumed future returns on investments.
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E.42 The following chart helps to illustrate the E.43 The chart shows that by 2023 around 50%
possibility of this by showing: of scenarios are simulated to experience

+ The proportion of simulated scenarios that
experience at least one significant reduction
in expected future returns between
valuations'? (black line); and

a significant reduction in expected future
returns, of which just over 30% of those
scenarios do not experience a reversion in
expectations in the next two valuations.

-+ The proportion of these scenarios where
expected returns do not revert™ in the next
two valuations (red line).

Chart E7: Modelled likelihood of a fall in gilt yields
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"2 Defined as a reduction in gilt yields of 1% or more between valuation cycles.
'3 Defined as the gilt yield still not returning to previous levels after two valuations.
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E.44 The chart above is populated for all E.45 This is shown in the chart below, which
scenarios. Generally speaking, scenarios filters on the scenarios with large simulated
which have material potential pressure on contribution rates in 2023 and shows the
employer contributions are more likely to proportion of scenarios which are simulated
have experienced a significant reduction in to experience a reduction in expected returns
expected returns. significantly increases.

Chart E8: Modelled likelihood of a fall in gilt yields: high contribution scenarios

Fall in gilt yields: high contribution scenarios
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E.46 In the scenarios with high contribution levels E.47 This demonstrates that future expected
roughly 75% of scenarios are simulated to returns are a significant driver in determining
experience a significant reduction in expected contribution rates.

future returns (vs 50% for all scenarios),
of which 60% of those scenarios do not
experience a reversion in expectations in the
next two valuations (vs 30% for all scenarios).

4 Defined as the scenarios which have a contribution rate at the 90th percentile or higher.
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Assumptions and methodology

Model

E.48 For this purpose we used our third party Asset
Liability Model ((ALM’) developed by Ortec
Finance called GLASS (Global Liability and
Asset Scenario Simulator). GLASS is based
on a total balance sheet approach, meaning
that assets, liabilities and contributions are
consistently projected into the future.

E.49 GLASS takes scheme cash flow projections
(that is benefit payments in respect of current
active and non-active members of the
Scheme) together with current asset values as
its base input. To fully determine future cash
flows over the future projection period, the
scheme cash flows above are overlaid with:

- Additional cash flows in respect of new
accrual in respect of both current and new
active members.

- Projected revaluation and pension increases
made to accrued pensions.

E.50 The initial assets within the scheme are
projected forwards allowing for:

- Contributions paid by both members
and employers.

+ Pensions payable to retired members.
- Investment returns.

E.51 One of the key model inputs is the economic
scenario generator (ESG) which is calibrated
to current conditions and expectations for
the future, and specifies how key economic
variables such as inflation, wage growth
and asset returns may vary (stochastically,
according to probability distributions) in future.

E.52 Using these inputs and overlaying methodology,
GLASS can be used to estimate future
contribution rates, assets and liability values
and hence funding levels in a dynamic
projection process.

E.53 For this purpose we have used Ortec’s “Lower
for Longer” calibration that has been adjusted
slightly in line with our house views. Ortec does
provide alternative calibrations, but the Lower for
Longer calibration, along with our adjustments
aligns most closely with our own views.

Assumptions required

E.54 An ALM produces a broader amount of
information than a traditional deterministic
actuarial valuation. Consequently, we need to
make more detailed assumptions to simplify
the calculations involved in the projections
and make it practical to analyse all the key
outcomes we are interested in.

E.55 To project the development of the scheme we
must make assumptions about:

- Key economic variable and financial
assumptions — for example price inflation,
salary growth and returns on assets held.
These are determined from the ESG

- The way in which the Scheme invests its
assets and whether and how this might
change in the future

- The way in which liabilities will evolve — for
example, the rate at which current active
liabilities “migrate” to being non-active (i.e.
deferred/pensioner liabilities) over time or the
extent to which active liabilities are driven by
CPl inflation and wage inflation at each point
in time

- The way in which liabilities are assessed; and

- The way in which contributions are
determined — both in respect of ongoing
accrual and in respect of any surplus or
deficit that arises
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E.56 For the purpose of assessing liabilities and
determining contributions we needed to
assume what set of assumptions will be used
by the firms of actuarial advisors to carry out
an actuarial valuation at each future point in
time being considered.

E.57 In practice, the firms of actuarial advisors are
likely to set the discount rate with regards
to the expected return on each fund’s
investments and are required to use prudence
in setting these assumptions.

E.58 In our modelling we have assumed that
changes to the valuation basis will be made
in accordance with changes in long term
gilt yields. The extent of the margin above
gilt yields included in the valuation may,
in practice, vary according to prevailing
conditions, but we have not attempted to
model this. That is we assume that the
margin above gilt yields is constant relative to
prevailing conditions at each valuation date.

E.59 Our model projects the entire Scheme in one
go. The assumed asset strategy and future
valuation assumptions are an average of those
for the individual funds.

E.60 Full details of the calibration and projection
and future valuation assumptions adopted for
this exercise are available on request.
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Appendix F: Data provided

F.1

F.2

F3

F4

F5

At the request of the Ministry for Housing,
Communities and Local Government
(‘MHCLG’) the Government Actuary’s
Department (‘GAD’) has collected data from
each fund’s 2016 valuation report. These
actuarial funding valuations were conducted
by four firms of actuarial advisors:

- Aon

- Barnett Waddingham
- Hymans Robertson

- Mercer

Data was received from the relevant firm of
actuarial advisors for all 91 pension funds.
Information for both the Environment Agency
Closed Fund and South Yorkshire Passenger
Transport Authority Pension Fund have been
taken directly from firms of actuarial advisors.
Additional date was provided at an employer
level in relation to Academies.

Limited checks, consisting of spot checks to
make sure that data entries appear sensible,
have been performed by GAD and the data
received appears to be of sufficient quality for
the purpose of analysing the 2016 valuation
results. These checks do not represent a full,
independent audit of the data supplied. The
analysis contained in this report relies on the
general completeness and accuracy of the
information supplied by the administering
authority or their firms of actuarial advisors.

In addition, data has been collated from the
‘Local government pension scheme funds
local authority data’, which is published
annually by DCLG. This published data may be
referred to elsewhere as SF3 statistics.

Unless otherwise stated the data detailed
above has been used to inform the analysis
contained in the LGPS England and Wales
Section 13 2016 Report.

F.6

F7

F.8

The information provided to GAD is, in many
instances, more detailed than that provided in
the actuarial valuation reports.

There was some inconsistency in the
information provided to GAD. For example,
membership details were not always split by
gender as requested. However, this did not
have a material impact on the analysis that GAD
was able to complete (we assumed the average
male female breakdown for these funds).

Table F1 shows instances where material
information was not provided by the fund on
time. These gaps in information forced us to
implement a work around that could cast doubt
on the outcomes of our work for those funds.

Table F1: Missing or late Information

Fund

Missing or late
Information

London Borough of No valuation data was
Barnet Pension Fund provided to GAD as at 2016

Environmental
Agency Closed/
Active Funds

Valuation data was provided
to GAD as at 2016, but after
the deadline specified

London Borough
of Barking and
Dagenham Pension
Fund

No value of liabilities and
funding level on the SAB
standardised basis were
provided.

F9

F10

We had no alternative but to assume an average
profile for these funds, which limits the reliance
that can be placed on the analysis.

Our engagement has highlighted that some
funds have provided incorrect data for statutory
data returns to MHCLG?', particularly in relation
to the proportion of non-statutory members. It
would be helpful if funds ensured that correct
information was provided in these returns.

® These returns are known as SF3 returns, https://www.gov.uk/government/statistics/local-government-pension-scheme-funds-for-
england-and-wales-2016-t0-2017
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Contribution rate data

F11 Primary and secondary rates have now
replaced common contribution rate (CCRs) in
legislation. We now have data that gives an
overview of total employer contributions to the
fund, which we have used. In contrast, CCRs
from 2013 valuations did not always reflect
employer contribution rates actually paid, so
primary and secondary rates are more useful.

However, we have also compared contribution
rates between 2013 and 2016 valuations.
There is a transitional issue, as 2013 valuations

F12

CCRs don't always reflect average employer
contribution rates and alternative data were

not available. In some cases therefore we have
used dry run data for 2014/15 contributions (see
table below). However, we expect that this will
not be a material issue for future section 13
reports, as it should be possible to compare

Table F2: Contribution comparison

primary and secondary rates between the
2016 and 2019 valuations.

- For example, in the Wiltshire Pension Fund
2016 Valuation Report, Hymans Robertson
stated “The table below shows the Fund
“common contribution rate” as at 31
March 2013 for information purposes. The
change in regulatory regime and guidance
on contribution rates means that a direct
comparison to the Whole Fund rate at 2016
is not appropriate.'®”

In the following table we set out the 2013
common contribution rate, the 2014-15 actual
contribution rate and the 2016 recommended
contribution rates to illustrate the variation
between actual rates and disclosed (common
contribution rates) which could lead to
incorrect interpretations being drawn.

Average
2013 employer 2016
common contribution standard
Firm of actuarial contribution rate actually contribution
Pension fund advisors rate* paid**  Difference rate*
Avon Pension Fund Mercer 23% 21% 2% 23%
Bedfordshire Pension Fund Hymans Robertson 28% 23% -5% 26%
Buckinghamshire County Council Pension Fund = Barnett Waddingham 20% 19% 0% 21%
Cambridgeshire Pension Fund Hymans Robertson 31% 20% -11% 23%
Cardiff and Vale of Glamorgan Pension Fund Aon 22% 23% 1% 23%
Cheshire Pension Fund Hymans Robertson 27% 23% -4% 27%
City and County of Swansea Pension Fund Aon 22% 22% 0% 25%
City of London Corporation Pension Fund Barnett Waddingham 17% 17% 0% 21%
City of Westminster Pension Fund Barnett Waddingham 30% 20% -10% 29%
Clwyd Pension Fund Mercer 28% 26% -2% 28%
Cornwall Pension Fund Hymans Robertson 30% 21% -9% 27%
Cumbria Local Government Pension Scheme  Mercer 24% 21% -3% 21%
Derbyshire Pension Fund Hymans Robertson 28% 20% -8% 20%
Devon County Council Pension Fund Barnett Waddingham 19% 19% 0% 21%
Dorset County Pension Fund Barnett Waddingham 19% 18% 0% 21%
Durham County Council Pension Fund Aon 21% 21% 0% 25%
Dyfed Pension Fund Mercer 18% 16% -2% 17%

6 No alternative figure was provided to facilitate comparison
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Average
2013 employer 2016
common contribution standard
Firm of actuarial contribution rate actually contribution
Pension fund advisors rate* paid**  Difference rate*
East Riding Pension Fund Hymans Robertson 29% 24% -6% 24%
East Sussex Pension Fund Hymans Robertson 27% 20% -7% 22%
Environment Agency Active Fund Hymans Robertson 24% 14% -10% 19%
Environment Agency Closed Fund Hymans Robertson 0% 0% 0% 0%
Essex Pension Fund Barnett Waddingham 22% 23% 1% 22%
Gloucestershire County Council Pension Fund = Hymans Robertson 33% 28% -5% 33%
Greater Gwent (Torfaen) Pension Fund Hymans Robertson 23% 23% 0% 22%
Greater Manchester Pension Fund Hymans Robertson 22% 18% -4% 21%
Gwynedd Pension Fund Hymans Robertson 24% 23% -1% 21%
Hampshire County Council Pension Fund Aon 22% 20% -1% 25%
Hertfordshire County Council Pension Fund Hymans Robertson 26% 22% -4% 24%
Isle of Wight Council Pension Fund Hymans Robertson 31% 23% -9% 24%
Islington Council Pension Fund Mercer 28% 20% -8% 21%
Kent County Council Pension Fund Barnett Waddingham 20% 21% 1% 20%
Lancashire County Pension Fund Mercer 23% 20% -3% 20%
Leicestershire County Council Pension Fund Hymans Robertson 28% 21% -8% 25%
Lincolnshire Pension Fund Hymans Robertson 32% 20% -12% 24%
London Borough of Barking and Dagenham Hymans Robertson 31% 23% -8% 25%
Pension Fund
London Borough of Barnet Pension Fund Hymans Robertson 24% 24% 0% 27%
London Borough of Bexley Pension Fund Mercer 24% 21% -3% 21%
London Borough of Brent Pension Fund Hymans Robertson 39% 28% -11% 35%
London Borough of Bromley Pension Fund Mercer 26% 25% -1% 23%
London Borough of Camden Pension Fund Hymans Robertson 35% 28% -7% 33%
London Borough of Croydon Pension Fund Hymans Robertson 31% 23% -8% 25%
London Borough of Ealing Pension Fund Mercer 28% 22% -6% 24%
London Borough of Enfield Pension Fund Aon 21% 21% 0% 23%
London Borough of Hackney Pension Fund Hymans Robertson 35% 38% 3% 33%
London Borough of Hammersmith and Fulham Barnett Waddingham 22% 22% 0% 23%
Pension Fund
London Borough of Haringey Pension Fund Hymans Robertson 36% 24% -12% 24%
London Borough of Harrow Pension Fund Hymans Robertson 34% 20% -14% 25%
London Borough of Havering Pension Fund Hymans Robertson 38% 23% -15% 29%
London Borough of Hillingdon Pension Fund Hymans Robertson 29% 22% -7% 24%
London Borough of Hounslow Pension Fund Barnett Waddingham 19% 20% 1% 21%
London Borough of Lambeth Pension Fund Hymans Robertson 36% 35% -1% 28%
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Average

2013 employer 2016

common contribution standard

Firm of actuarial contribution rate actually contribution

Pension fund advisors rate* paid**  Difference rate*

London Borough of Lewisham Pension Fund Hymans Robertson 36% 18% -18% 22%

Barnett Waddingham 21% 36% 15% 19%

Barnett Waddingham 25% 24% -1% 21%

London Borough of Redbridge Pension Fund  Hymans Robertson 28% 25% -4% 25%

Barnett Waddingham 28% 26% -2% 24%

Aon 21% 22% 1% 21%

London Borough of Tower Hamlets Pension Fund Hymans Robertson 36% 31% -5% 29%

Mercer 27% 24% -4% 27%

Barnett Waddingham 20% 23% 3% 20%

Mercer 25% 23% -1% 24%

Norfolk Pension Fund Hymans Robertson 30% 22% -8% 27%

Aon 21% 21% 0% 21%

Northamptonshire Pension Fund Hymans Robertson 32% 23% -10% 24%

Aon 25% 25% 0% 27%

Barnett Waddingham 19% 19% 0% 20%

Barnett Waddingham 19% 20% 1% 19%

Aon 23% 23% 0% 27%

Aon 21% 21% 0% 24%

Barnett Waddingham 19% 19% 1% 18%

Barnett Waddingham 18% 18% 0% 18%

Royal Borough of Kingston Upon Thames Hymans Robertson 31% 25% -6% 23%
Pension Fund

Barnett Waddingham 19% 19% 0% 22%

Mercer 25% 19% -6% 22%

Barnett Waddingham 20% 18% -3% 23%

Barnett Waddingham 23% 23% 0% 31%

Mercer 24% 21% -3% 22%

Staffordshire Pension Fund Hymans Robertson 31% 20% -11% 26%

Suffolk Pension Fund Hymans Robertson 28% 26% -3% 26%

Surrey Pension Fund Hymans Robertson 31% 22% -9% 23%

Barnett Waddingham 35% 23% -12% 26%

Aon 13% 15% 2% 16%

Aon 24% 26% 2% 25%

Barnett Waddingham 19% 19% 0% 18%
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Average

2013 employer 2016

common contribution standard

. Firm of actuarial contribution rate actually contribution

Pension fund advisors rate* paid**  Difference rate*

Warwickshire Pension Fund Hymans Robertson 29% 17% -12% 23%

West Midlands Integrated Transport Authority = Barnett Waddingham 22% 52% 30% 84%
Pension Fund

West Midlands Pension Fund Barnett Waddingham 26% 26% 0% 28%

West Sussex County Council Pension Fund Hymans Robertson 26% 24% -2% 25%

West Yorkshire Pension Fund Aon 16% 16% 0% 19%

Wiltshire Pension Fund Hymans Robertson 31% 21% -11% 27%

Worcestershire County Council Pension Fund ~ Mercer 26% 25% -1% 26%

*The sum of primary contribution rate and contribution rate in respect of surplus/ deficit

**For Mercer clients, this represents the average employer contribution rate paid over the intervaluation
period submitted with the 2016 data. For other funds, this represents the average 2014/15 employer

contribution rate submitted in the data for the 2013 dry run.

Data specification
1) MEMBERSHIP DATA
Data split by gender.

a) Active members: number of members,
average age (weighted as appropriate),
average period of membership, total rate of
annual actual pensionable pay at 31 March
2016 and 31 March 2013, total rate of annual
FTE pensionable pay at 31 March 2016 and
31 March 2013,

b) Pensionable pay definition, has the 2008
or 2014 definition been used to assess
pensionable pay for both 31 March 2016 and
31 March 2013

c) Deferred members: number of members,
average age (weighted as appropriate), total
annual preserved pension revalued to 31
March 2016 for both 31 March 2016 and
31 March 2013. Note this should exclude
undecided members.

d) Pensioners (former members): number

of members, average age (weighted as
appropriate), total annual pensions in payment
at 31 March 2016 and 31 March 2013

e) Pensioners (dependants including partners

and children): number of members, average
age (weighted as appropriate), total annual
pensions in payment at 31 March 2016 and
31 March 2013
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2) FINANCIAL ASSUMPTIONS

f) Provide assumptions used for past service
liabilities these have been given for both as at
31 March 2016 and 31 March 2013.

i) Nominal discount rate (pre & post
retirement separately if applicable)

i) RPIinflation
iii) CPI inflation rate
iv) Earnings inflation

g) Provide assumptions used for future
contributions, these have been given for both
as at 31 March 2016 and 31 March 2013.

i) Nominal discount rate (pre & post
retirement separately if applicable)

i) RPI inflation
iii) CPI inflation rate
iv) Earnings inflation

h) Provide a method by which the discount
rates are derived

i) CPl+

i) Gilts

iii) Weighted Average expected return on
assets classes

iv) Other (please specify)

i) Asset Outperformance assumption for both
31 March 2016 and 31 March 2013.

) Short term assumptions used in the valuation
for year 2016-17,2017-18,2018-19,2019-20

) CPI
i) Salary Increases
iii) Discount Rate

If different assumptions were adopted, there was
a separate tab (called Alternative Assumptions) for
these other assumptions.

ALTERNATIVE FINANCIAL ASSUMPTIONS

a) Provide assumptions used for past service
liabilities these have been given for both as at
31 March 2016 and 31 March 2013.

i) Nominal discount rate (pre & post
retirement separately if applicable)

i) RPIinflation
iii) CPI inflation rate
iv) Earnings inflation

b) Provide assumptions used for future
contributions, these have been given for both
as at 31 March 2016 and 31 March 2013.

i) Nominal discount rate (pre & post
retirement separately if applicable)

i) RPIinflation
iii) CPI inflation rate
iv) Earnings inflation

¢) Provide a method by which the discount
rates are derived

i) CPl+

i) Gilts

iii) Weighted Average expected return on
assets classes

iv) Other (please specify)

d) Asset Outperformance assumption for both
31 March 2016 and 31 March 2013.

e) Short term assumptions used in the valuation
for year 2016-17,2017-18,2018-19,2019-20

) CPI
i) Salary Increases

iii) Discount Rate
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3) DEMOGRAPHIC ASSUMPTIONS

Rates to be provided at sample ages split by
gender

Each could be split further in Group 1, Group 2,
Group 3, Group 4, and Group 5

a) Assumed life expectancy

i) Pensioner members aged 65 (for
members retiring on normal health) (to
2dp)Rates of lll-health Retirement from
Active service

i) Pensioner members aged 65 (for

* For pre2008 service, members already

receive a lump sum = 3/80ths x pre 2008
pensionable service x final pensionable salary.
Please specify the pre 2008 assumption as the
proportion of the permitted maximum that is
expected to be commuted over and above the
3/80ths lump sum.

d) Promotional Salary Scale (if not included in
earnings inflation assumption), this is further
split by ages increasing in multiples of 5 from
age 20 to 65

If included in earnings assumption, indicate Y

members retiring on ill health) (to 2dp) 4) ASSETS
iii) Pensioner members aged 65 (for These are split to provide information for 31
dependants) (to 2dp) March 2016 and 31 March 2013
iv) Active / deferred members at age 65 if a) Value of Assets (market value)
they are currently aged 45 (for members o o .
retiring on normal health) (to 2dip) b) Actual Asset Distribution split into the following:
v) Active / deferred members at age 65 if ) P.I’OpOII”[IOH of assets held in Bonds.
(fixed interest government bonds, fixed
they are currently aged 45 (for members ) . :
retiring on ill health) (to 2cip) interest non-government bonds, inflation
9 P linked bonds)
o) Post-retirement Mortality i) Proportion of assets held in Equities (UK
i) Baseline (e.g. 100% S1NMA) equities, overseas equities, unquoted or
i) Future improvements (e.g. CMI 2012) private equities
. o iii) The rest in Property, Insurance Policies,
iii) Long term rate of future improvement (%) Fully insured annuities, Deferred or
¢) Commutation immediate fully insured annuities, Hedge
) Pre 2008 pension Commutation funds, Ca.s.h and net current assets,
. . Commodities, ABC arrangements,
Assumptions (as % of maximum lump sum .
. Infrastructure — debt type, Infrastructure
allowed under HMRC rules) . B Y
— equity type “Other” investments
ii) Post 2008 pension Commutation — defensive®, “Other” investments —
Assumptions (as % of maximum lump sum return seeking
allowed under HMRC rules) * Please provide details of infrastructure
*For example, maximum proportion of pension projects undertaken since 1 April 2013,
that may be commuted under the 2008 scheme and further plans to increase this on a
is 35.71%. This will give a lump sum equal to the separate sheet.
permitted maximum and thus if the member is
assumed to commute this amount of pension,
the entry in the table above is 100%.
Page 149

I67



Local Government Pension Scheme England and Wales

Appendices to the review of the actuarial valuations of funds as at 31 March 2016
pursuant to Section 13 of the Public Service Pensions Act 2013

** Please provide information on whether
local housing stock is held within the
property portfolio, and any future plans to
add this asset class.

c) Value of assets used in valuation
d) Is a smoothed asset value used? If Yes, an
explanation is included
5) LIABILITIES AND FUTURE
CONTRIBUTION RATE

These are split to provide information for 31
March 2016 and 31 March 2013;

i) Local assumptions

a) Past service liability — split between
Actives, Deferred, Pensioners and Total

i) SAB standardised basis (only relevant for
England and Wales)

a) Past service liability — split between
Actives, Deferred, Pensioners and Total

b) Funding level

c) Surplus / deficit

d) Deficit recovery period
Future contribution rates

h) Standard contribution rate

i) Contribution rate in respect of surplus
or deficit

i) Assumed member contribution yield

6) REVENUE ACCOUNTS

o) Funding level a) Value of assets at last valuation (after any
¢) Surplus / deficit smoothing or other adjustments)
d) Deficit recovery period b) Value of assets at this valuation (after any
e) Past service liability (on a low risk / gilts smoothing or other adjustments)

basis) — split between Actives, Deferred, c) Total Income: Employee contributions,

Pensioners and Total normal employer contributions, special

Future contribution rates gmployer cgntnbuhons, trgnsfers in,
investment income, other income

f) Pri ibuti . . . .
) Primary contribution rate d) Total Expenditure: Pensions paid, retirement
g) If primary contribution rate include deficit lump sums paid, other lump sums paid,

recovery contributions transfers out, investment expenses,
h) Standard contribution rate administration expenses, other outgoings
i) Contribution rate in respect of surplus

or deficit
) Assumed member contribution yield
k) Expenses, split by administration and

investment (if not included implicitly in

discount rate)
) Pensionable Pay definition (2008 or 2014

scheme definition)
m)ls a smoothed liability value used? If Yes,

an explanation is included
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7) ANALYSIS OF SURPLUS (PAST

8)

SERVICE LIABILITY)
a) Surplus / deficit at last valuation
b) Interest on surplus/deficit

c) Difference between contribution paid and
cost of benefits accrued

d) Total experience gains and losses (of which:
investment return experience, salary increase
experience, pension increase experience,
pensioner mortality experience, other
demographic experience)

e) Total change in assumptions (of which:
financial assumptions, mortality assumptions,
other demographic assumptions)

f) Other

g) Surplus / deficit at this valuation
ANALYSIS OF CHANGE IN FUTURE
SERVICE CONTRIBUTION RATE

a) Future service rate at last valuation

b) Total effect of change in assumptions (Of
which: financial assumptions, mortality
assumptions, other demographic assumptions)

¢) Change due to introduction new benefit
design from April 2014

d) Other
e) Change in definition of pensionable pay

f) Future service rate at this valuation (common
contribution rate)

9) DEFICIT RECONCILIATION

Complete the three yearly deficit repayments
from the last valuation and from this valuation to
demonstrate continuity of deficit recovery plan.

a) Nominal deficit contributions expected to be
paid in the three year period for the current
valuation (March 2016), previous valuation
(March 2013) and the difference: for 2013-
2016, 2016-2019, 2019-2022, 2022-2025,
2025-2028, 2028-2031, 2031-2034, 2034-
2017, 2037+. The nominal difference should
also be included.

b) Present value of deficit contributions
expected to be paid in the three year period:
the current valuation (March 2016), previous
valuation (March 2013) and the difference: for
2013-2016, 2016-2019, 2019-2022, 2022-
2025, 2025-2028, 2028-2031, 2031-2034,
2034-2017, 2037+, Sum of present values,
Original deficit disclosed.

10) AVERAGE EMPLOYER CONTRIBUTION RATE

For years 2017/18, 2018/19 and 2019/20

a) Average employer contribution rate, current
benefit accrual (%opay)

b) Total deficit contributions payable (where
expressed as a fixed monetary amount (£)

c) Projected total deficit contributions (where
expressed as a percentage of pay (% pay)

d) Total deficit contributions (£)

e) Total deficit contributions (expressed as a %
of pay) (% pay)

f) Average employer contribution rate (% pay)
g) Total projected pay (£)

h) Pensionable Pay definition (2008 or 2014
scheme definition)
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i) Long Stepping Periods - If a longer stepping
period than three years, then it should be
indicated and an explanation included.

11) POST 2014 SCHEME

a) Proportion of members assumed to be in

50/50 scheme split by gender
12) DOCUMENTATION REQUIRED

a) Valuation Report @ 31 March 2016

b) Relevant related reports

c) Compliance Extract

d) Statement of Investment Strategy

e) Funding Strategy Statement

f) Other
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Explanatory notes

1

3c

5j

4b

10

Membership data: Average ages should
be unweighted, weighted by salary/pension
and weighted liability as available. Accrued
pensions should include the 2016 Pension
Increase Order.

Demographic Assumptions: We expect

this to be shown at sample ages only which
will be specified in our template. For example
promotional salary scale we intend to use five-
year intervals from 20 to 65.

Commutation: Maximum proportion of
pension that may be commuted under the
2008 scheme is 35.71%. This will give a lump
sum equal to the permitted maximum and
thus if the member is assumed to commute
this amount of pension, the entry in the table
above is 100%. For pre2008 service, members
already receive a lump sum = 3/80ths x pre
2008 pensionable service x final pensionable
salary. Please specify the pre 2008
assumption as the proportion of the permitted
maximum that is expected to be commuted
over and above the 3/80ths lump sum.

Assumed member contribution yield: This
is the contribution yield that members are
assumed to pay over the valuation period. It
will vary by authority due to the tiered member
contribution rates.

Infrastructure - debt type:

Infrastructure - equity type: Whether
local housing stock is held within the
property portfolio

The average employer contribution rate
should be calculated as projected employer
contributions in 2017/18 divided by projected
pensionable pay in 2017/18. The rate for
2018/19 and 2019/20 should be calculated by
the same method. We request the following:

Local Government Penson Scheme England and Wales
Appendices to the review of the actuarial valuations of Funds as at 31 March 2016
pursuant to Section 13 of the Public Service Pensions Act 2013

10a

10b

10c

10d

10e

10f

10g

Average employer contribution rates -
current benefit accrual (% pay): weighted

average of cost of current accruals (net of
employee contributions)

Total deficit contributions payable (where
fixed monetary amount) (£): Sum of deficit
contribution where expressed as a fixed
monetary amount. Ignore deficit contributions
paid as a proportion of pay for this item

Projected total deficit contributions
payable (where expressed as a percentage
of pay) (£): Projected payment in £ terms — will
require an assumption about projected pay.
Ignore deficit contribution paid as a fixed
monetary amount

Total deficit contributions (£): The sum of
10b) and 10¢)

Total deficit contributions expressed a
percentage of pay (% pay): Row 10d) re-
expressed as a percentage of pay by dividing
by projected pay across the whole fund (i.e.
10d) divided by 109))

Average employer contribution rate (% pay):
Sum of 10a) and 10e)

Projected pay (£): Total projected pay (£):
For all employers in the fund

Since projected pensionable pay (10g)) acts
only as the weightings in these weighted
averages, it is acceptable to use a simple
projection of pensionable pay (eg based on
actual pensionable pay at 31 Mar 2016 with a
simple factor for increases up to 2020).
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Appendix G: Assumptions

G Each section of analysis contained in the
main report is based on one of three sets

of assumptions:

- The local fund assumptions, as used in the
fund’s 2016 actuarial valuation

- The SAB standardised set of assumptions,

or SAB standard basis

- A best estimate set of assumptions

G.2 Details of local fund assumptions can be
found in each fund’s actuarial valuation
report as at 31 March 2016. Details of the
SAB standard basis and the standardised
best estimate basis can be found in the table
below. Differences are highlighted.

Table G1: SAB standard basis'” and best estimate basis

ASSUMPTION

SAB standard basis Best estimate basis

Methodology

Projected Unit Methodology
with 1 year control period

Projected Unit Methodology
with 1 year control period

Rate of pension increases

2% per annum 1.9% per annum

Public sector earnings growth

3.5% per annum 3.9% per annum

Discount rate

5.06% per annum 5.59% per annum

Pensioner baseline mortality

Set locally based on Fund experience

Mortality improvements

Long term reduction in mortality rates of up to 1.5% per annum

Changes to state pension age

As legislated

Age retirement

Set locally based on Fund experience

[Il health retirement rates

Set locally based on Fund experience

Withdrawal rates

Set locally based on Fund experience

Death before retirement rates

Set locally based on Fund experience

Promotional salary scales

None Set locally based on
Fund experience

Commutation

SAB future service cost assumption of
65% of the maximum allowable amount.

Family statistics

Set locally based on Fund experience

G.3 The financial assumptions for the best
estimate basis are based on GAD’s neutral
assumptions for long term inflation measures
and asset returns, and the split of LGPS
assets held as at 31 March 2016. These
neutral assumptions are not deliberately
optimistic nor pessimistic and do not
incorporate adjustments to reflect any desired

chance of outcomes being worse than these
assumptions imply.

G.4 Future asset returns are uncertain and there
is a wide range of reasonable views on what
future asset returns will be and therefore the
best estimate discount rate should be. We
have presented GAD’s house view above, but
there are other reasonable best estimate bases

outcome. We believe there is around a 50%

chance of outcomes being better and a 50%

which may give materially different results.

" Details can be found in the Scheme Advisory Board’s Cost Management Process at: http://www.lgpsboard.org/images/PDF/
CMBDANov2016/AI5-SABCMP2.pdf. This document specifies assumptions, some of which have been approximated for the
purposes of this exercise (as set out in Table G1).
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Table G2: Implied' Life Expectency best estimate basis

Implied weighted average life
expectency best estimate basis (years)

Current pensioners

Male aged 65 224

Female aged 65 24.9

'8 This is the weighted average life expectancy of locally derived figures, weighted by pensioner liability. Some actuaries combined ill
health pensioners with normal health in their life expectancy calculations. We have not adjusted for this.
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Appendix H: Section 13 of the
Public Service Pensions Act 2013"°

13 Employer contributions in funded
schemes

(1)

This section applies in relation to a scheme
under section 1 which is a defined benefits
scheme with a pension fund.

Scheme regulations must provide for the
rate of employer contributions to be set at
an appropriate level to ensure—

(@ the solvency of the pension fund, and

(b) the long term cost efficiency of the
scheme, so far as relating to the
pension fund.

For that purpose, scheme regulations
must require actuarial valuations of the
pension fund.

Where an actuarial valuation under
subsection (3) has taken place, a person
appointed by the responsible authority is
to report on whether the following aims
are achieved—

(@ the valuation is in accordance with the
scheme regulations;

(b) the valuation has been carried out in
a way which is not inconsistent with
other valuations under subsection (3);

(c) the rate of employer contributions is set
as specified in subsection (2).

A report under subsection (4) must be
published; and a copy must be sent to
the scheme manager and (if different) the
responsible authority.

(6) If areport under subsection (4) states that,

in the view of the person making the report,
any of the aims in that subsection has not
been achieved—

(@ the report may recommend remedial
steps;

(b) the scheme manager must—

(i) take such remedial steps as
the scheme manager considers
appropriate, and

(i) publish details of those steps and
the reasons for taking them;

(c) the responsible authority may—

(i) require the scheme manager
to report on progress in taking
remedial steps;

(i direct the scheme manager
to take such remedial steps
as the responsible authority
considers appropriate.

(7) The person appointed under subsection

(4) must, in the view of the responsible
authority, be appropriately qualified.

9 http://www.legislation.gov.uk/ukpga/2013/25/section/13
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Appendix |: Extracts from other
relevant regulations

Regulations 58 and 62 of ‘The Local
Government Pension Scheme Regulations

Actuarial valuations of pension funds

62.—(1) An administering authority must obtain—

20132

Funding strategy statement

(@ an actuarial valuation of the assets and
liabilities of each of its pension funds as
at 31st March 2016 and on 31st March

58.—(1) An administering authority must, after in every third year afterwards;
consultation with such persons as it .
considers appropriate, prepare, maintain (b) a repqrt by an actuary in respect of the
and publish a written statement setting out valuation; and
its funding strategy. (c) arates and adjustments certificate
prepared by an actuary.

(2) The statement must be published no later

than 31st March 2015. (2) Each of those documents must be
obtained before the first anniversary of the

(3) The authority must keep the statement date (“the valuation date”) as at which the
under review and, after consultation with valuation is made or such later date as the
such persons as it considers appropriate, Secretary of State may agree.
make such revisions as are appropriate
following a material change in its policy set (3) Areport under paragraph (1)(o) must
out in the statement, and if revisions are contain a statement of the demographic
made, publish the statement as revised. assumptions used in making the valuation;

and the statement must show how the

(4) In preparing, maintaining and reviewing the assumptions relate to the events which have
statement, the administering authority must actually occurred in relation to members of
have regard to— the Scheme since the last valuation.
(@ the guidance set out in the document @) Arates and adjustments certificate is a

published in March 2004 by CIPFA, the
Chartered Institute of Public Finance
and Accountancy and called “CIPFA
Pensions Panel Guidance on Preparing
and Maintaining a Funding Strategy
Statement (Guidance note issue

No. 6)*""; and

(b) the statement of investment principles
published by the administering
authority under regulation 12 of the
Local Government Pension Scheme
(Management and Investment of Funds)
Regulations 2009.

certificate specifying—

(@) the primary rate of the employer’s
contribution; and

(b) the secondary rate of the employer’s
contribution,

for each year of the period of three years
beginning with 1st April in the year following
that in which the valuation date falls.

The primary rate of an employer’s
contribution is the amount in respect of
the cost of future accruals which, in the
actuary’s opinion, should be paid to a fund

20 http://www.legislation.gov.uk/uksi/2013/2356/contents/made
21 ISBN Number 085299 996 8; copies may be obtained from CIPFA at 3 Robert Street, London, WC2N 6RL
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by all bodies whose employees contribute
to it so as to secure its solvency, expressed
as a percentage of the pay of their
employees who are active members.

(6) The actuary must have regard to—

(@) the existing and prospective liabilities
arising from circumstances common to
all those bodies;

(b) the desirability of maintaining as nearly
constant a common rate as possible;

(c) the current version of the administering
authority’s funding strategy mentioned
in regulation 58 (funding strategy
statements); and

(d) the requirement to secure the solvency
of the pension fund and the long term
cost efficiency of the Scheme, so far as
relating to the pension fund.

(7) The secondary rate of an employer’s
contributions is any percentage or
amount by which, in the actuary’s opinion,
contributions at the primary rate should,
in the case of a Scheme employer, be
increased or reduced by reason of any
circumstances peculiar to that employer.

(8) A rates and adjustments certificate must
contain a statement of the assumptions on
which the certificate is given as respects—

(@) the number of members who will
become entitled to payment of
pensions under the provisions of the
Scheme; and

(b) the amount of the liabilities arising in
respect of such members,

during the period covered by the certificate.
(9) The administering authority must provide the
actuary preparing a valuation or a rates and
adjustments certificate with the consolidated

revenue account of the fund and such
other information as the actuary requests.
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AON BARNETT
) WADDINGHAM

Empower Results®

HYMANS 3
ROBERTSON ®& MERCER

Dear Sirs

Local Government Pension Scheme 2016 Section 13 Valuation

We are writing to you as the responsible authority for the LGPS and Chair of the Local Government
Pension Scheme Advisory Board (England and Wales) on behalf of the four firms who provide actuarial
advice to LGPS funds regarding the Section 13 review carried out by the Government Actuary’s
Department (GAD).

We recognise that the initial headline messages in the report are positive about the overall progress
being made by the LGPS, and this has been identified in the initial press reports which have emerged
since the report’s publication. Clearly this is something which we are pleased to see. However, on
reading the detail of the report we have some material concerns over its content. We believe that it is
important to highlight these, as we do below, and that it is not in the interests of the LGPS for some of
GAD's recommendations to be taken forward.

Our concerns relate to GAD's:

. lack of recognition of the LGPS’s updated financial position and outlook;

. approach to engagement during the process;

. interpretation of consistency as applied to LGPS funding plans; and

o understanding of LGPS funding plans and expectation of how deficit recovery plans should be
set.

We consider each of these areas in turn.

The LGPS Funding Position and Outlook

We believe that the LGPS's financial position has improved significantly over the last few years and, for
most local authorities, we do not currently expect that monetary contributions will need to rise following
the 2019 valuations (albeit the valuation date is still six months away so that cannot be guaranteed).

The Section 13 report is based on the position as at 31 March 2016. It does acknowledge the
significant improvement in funding since 31 March 2013 (from 79% to 85% on average on prudent local
bases and from 92% to 106% on average on GAD’s best estimate market basis). However, despite
being published 18 months after the 2016 valuations were signed off, the report does not acknowledge
that the funding position would have been expected to increase further due to continuation of deficit
contributions and due to the funds' strong asset performance since 2016. Instead, the report is largely
focussed on highlighting perceived failures by Funds against a series of arguably rather arbitrary
actuarial metrics, many of which focus on a single point when in fact there are a number of interrelated
issues at play.
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Our concerns are that readers (particularly lay readers) may conclude that:

. The LGPS is not being well managed from a funding perspective, with more than 20 amber or red
flags being allocated.

) There will be significant employer contribution increases at the 2019 valuation based on GAD’s
asset liability modelling work (work which we believe goes beyond the remit and requirements of
Section 13). Based on current financial conditions, this does not reflect what we expect will
happen in reality and seems to emanate from GAD's assumption that contributions are set solely
based on prevailing market conditions and gilt yields.

Engagement

We recognise that GAD do not carry out valuations of LGPS funds for funding purposes, so all four firms
of actuarial advisers have invested considerable time and effort assisting GAD in their work preparing
this report.

Our concerns are that:

o Very little of the extensive feedback that we provided has been reflected in the final approach and
published report, and similarly for the feedback which has been provided by those clients
consulted directly by GAD. It therefore seems to us that GAD have not taken fully into account
how the LGPS is funded and how this differs from private sector schemes.

. The metrics are in our view too simplistic and could lead to incorrect/invalid conclusions. Whilst it
is accepted that there is a balance to be struck between simplicity by applying metrics (where
there is a risk of applying them rigidly despite them potentially offering limited insight) and a
detailed bespoke analysis which would offer a more rounded view, in many cases, in our view,
there hasn't been sufficient detailed engagement with the administering authority and Fund
Actuary to understand local circumstances or the risk management measures already in place to
mitigate the identified risks. Readers of the report will see the metrics used as a valid test
(especially with the Red/Amber/Green classification used). This could influence funding
behaviours in an effort to avoid a future red or amber flag and lead to lay readers drawing
incorrect conclusions about the performance of a fund and its officers and committee. Ultimately
this could result in actions being taken which are not in the best interests of the LGPS and/or
individual funds.

We believe GAD should recognise more explicitly that these metrics are limited in nature and instead
undertake a more holistic review of, and commentary on, funding plans with considerably more
engagement with key stakeholders at individual funds.

Interpretation of consistency

We have no objection to GAD's recommendation in relation to presentational consistency
(Recommendation 1) as long as any "template" reporting is provided in good time to be implemented
and is mandatory (since some administering authorities may otherwise refuse to agree to any changes).
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However, we fundamentally disagree with how GAD has approached what they call "evidential
consistency": the wording in the Public Service Pensions Act is “not inconsistent” implying a focus on
identifying outliers which is entirely logical for a review analysing and comparing local LGPS valuations.
GAD has instead interpreted their role as requiring a comparison of individual assumptions (focusing on
those used to calculate the past service funding level) and commenting on whether or not they are
identical. Our concern is that readers will be given a completely false impression of what we
understood to be the intentions of Section 13.

In addition, our concerns are that:

. There is very little commentary on the main output from a local LGPS funding valuation, i.e. the
employer contributions payable. Given LGPS funds are open, ongoing and long term statutory
schemes, the contributions payable are far more relevant and important than the assessment of
the past service funding position (on which GAD has focused). We believe that there is far
greater consistency in relation to employer contributions and the report as drafted will give
readers a false impression of what is most important in the overall funding plan.

. GAD does not acknowledge that different assumptions and funding mechanisms are valid when
setting employer contribution rates nor that this diversity in approach allows administering
authorities to adopt the approach which maximises the chance that they meet their objectives in
light of their appetite for risk and the specific circumstances of the Fund. Equally important, the
Fund Actuary is required to have regard to the Funding Strategy Statement when carrying out the
valuation. This is an administering authority document and administering authorities may appoint
an adviser on the basis of the funding approach adopted. Our concern is that GAD's assertion
that house views are responsible for the assumptions adopted for local valuations is misleading,
ignores the administering authorities’ (and employers') key role within the valuation process and
does not provide an appropriately balanced view.

In putting forward Recommendation 2, GAD has neither outlined what the benefits for the LGPS and its
stakeholders would be, nor has it considered the potential downsides in terms of the reduced input from
the administering authority into the funding process and the fundamental change in governance
arrangements which would be involved. A change of this nature needs to be considered from a policy
point of view with consultation with all stakeholders, rather than being introduced by the back door. We
therefore do not agree with Recommendation 2 and believe that the Scheme Advisory Board should
consider the feedback we provided to GAD before taking this recommendation forward.

In particular, we believe that a better focus for the Section 13 review would have been:

o consideration of the consistency of output of the valuation, i.e. employer contribution rates rather
than focusing on certain individual assumptions used to calculate funding levels;

. commentary and analysis of the overall funding strategy and assumptions, including level of
prudence, rather than a focus on individual assumptions in isolation; and
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. a comparison of employer contribution rates against funding levels (assessed on a standardised
funding basis), which would give a visual representation of the above two points and some insight
into relative prudence of the overall funding approach for each fund.

How deficit recovery periods should be set

Deficit recovery periods can form an important part of the funding strategy, particularly where funding
levels are low, but in practice are often not key drivers of the contribution plan. Our concern is that the
application of a strict “rules-based” approach could potentially inadvertently lead to the wrong
conclusions in cases where the funding plan overall is robust and meets the cost-efficiency
requirements. In particular:

) A fund wishing to adopt a more prudent actuarial valuation basis may be reluctant to do so if the
result is an increased deficit recovery period and hence a risk of triggering on this measure.

. A fund which feels it can sensibly afford to adopt a more risk-averse investment strategy may
decide against doing so if it will give rise to a longer deficit recovery period.

. When deficit recovery periods are relatively short, there comes a point where seeking to shorten
them further at every actuarial valuation may lead to increased volatility of contributions and
therefore come into conflict with cost-efficiency.

. Funds/employers may fall foul of this trigger simply due to seeking to manage their budgets
prudently within their financial constraints (e.g. paying increased contributions whilst it can afford
them with a view to reducing them in future years when its financial position is tighter).

. GAD has interpreted CIPFA’s guidance on deficit recovery periods to mean that these should
have a fixed end date. However, as GAD has acknowledged, they were not part of discussions
when the guidance was drawn up. During these discussions, we have already confirmed to GAD
that a deficit recovery period was used to mean a number of years e.g. 20 years, so the intention
was for funds to operate with a rolling recovery period which does not extend in the number of
years. We are concerned that because GAD has a different interpretation of CIPFA's guidance,
even if funds follow that guidance on our advice, they may still be flagged on this metric.

We think it would make more sense for the deficit recovery period not to be flagged in isolation, but for a
more rounded view of the funding plan to be taken in the context of viewing whether a fund meets the
cost-efficiency requirement. Rather than Recommendation 5, of the report, we would have preferred to
have seen:

. the deficit recovery period at this and the previous valuation being noted; and
o a flag being raised only if it were felt that the cost-efficiency requirement was not being met
overall.

We are disappointed that after so many months of discussions we are in a position to have to write this
letter to you. However, we feel very strongly that it is important to ensure that the requirements of
Section 13 can be met whilst recognising the positive steps taken by local authorities to date so it does
not become the driver of LGPS funding plans to the detriment of the vast majority of well-managed
LGPS Funds and the public perception of the LGPS. One of the great strengths of the LGPS is that it is
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funded, giving it a far greater degree of transparency and accountability particularly when compared
with the other public service schemes. We would be more than happy to provide further input and
gather further feedback from our administering authority clients if that would assist you in determining
how best to respond to GAD's review.

Yours faithfully

/ /1 \ .
Moo M @@@%j
S

Alison Murray FFA Graeme Muir FFA
Partner Partner
For and on behalf of Aon For and on behalf of Barnett Waddingham

) o
Codianine McF&ddQV‘ / / “{ f’/é«k/(/k—v

Catherine McFadyen FFA Paul Middleman FIA
Partner Partner

For and on behalf of Hymans Robertson For and on behalf of Mercer
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_ Agenda Item 9
%¢ Havering

it L ONDON BOROUGH

PENSIONS COMMITTEE 11 DECEMBER 2018

Subject Heading: FUND MANAGERS REVIEW - VOTING
AND ENGAGEMENT

SLT Lead: Jane West

Report Author and contact details: Debbie Ford
Pension Fund Accountant
01708432569
Debbie.ford@onesource.co.uk

Policy context: Responsible investment issues as set out

in the Statement of investment Principles

Financial summary: No financial implications

The subject matter of this report deals with the following Council
Objectives

Communities making Havering [X]

Places making Havering [X]

Opportunities making Havering [X]

Connections making Havering [X]
SUMMARY

The attached report, produced by the Fund’s Investment Advisor (Hymans),
presents a summary on the responsible investment activities, of the Fund’s
investment managers in support of the Committee’s ongoing monitoring
requirement as set out in the Investment Strategy Statement. The review
focused on the period for the year to 30 June 2018.
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RECOMMENDATIONS

That the committee:

1. Note Hymans summary review of fund manager voting and engagement
activity attached as Appendix A.

2. Note the Responsible Investment policy of the London CIV attached as
Appendix B

3. Consider and agree the potential next steps in respect of future
developments of the monitoring and review process.as outlined in
Hymans report Appendix A.

REPORT DETAIL

1. Background

1. The attached report, produced by the Fund’s Investment Advisor (Hymans),
presents a summary on the responsible investment activities, of the Fund’s
investment managers in support of the Committee’s ongoing monitoring
requirement as set out in the Investment Strategy Statement (ISS).

2. Hymans report also includes an Appendix (1) which sets out the Fund’s
current policy with regard to the responsible investment issues of which |
have included extracts as below:

a. Itis recognised that a range of factors, including Environmental,
Social and Governance (ESG) factors, can influence the return from
investments. The Fund will therefore invest on the basis of financial
risk and return having considered a full range of factors contributing
to the financial risk including ESG factors to the extent these directly
or indirectly impact on financial risk and return. In making investment
decisions, the Fund seeks and receives proper advice from internal
officers and external advisers with the requisite knowledge and skills.

b. The Fund requires its investment managers to integrate all material
financial factors, including corporate governance, environmental,
social, and ethical considerations, into the decision-making process
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3.

4.

for all fund investments. It expects its managers to follow good
practice and use their influence as major institutional investors and
long-term stewards of capital to promote good practice in the
investee companies and markets to which the Fund is exposed.

c. The Fund expects its external investment managers (and specifically
the London CIV through which the Fund will increasingly invest) to
undertake appropriate monitoring of current investments with regard
to their policies and practices on all issues which could present a
material financial risk to the long-term performance of the fund such
as corporate governance and environmental factors. The Fund
expects its fund managers to integrate material ESG factors within its
investment analysis and decision making.

d. Effective monitoring and identification of these issues can enable
engagement with boards and management of investee companies to
seek resolution of potential problems at an early stage. Where
collaboration is likely to be the most effective mechanism for
encouraging issues to be addressed, the Fund expects its investment
managers to participate in joint action with other institutional investors
as permitted by relevant legal and regulatory codes.

e. The Committee recognises the need to collaborate with other
investors to promote best practice on responsible investment and
effectively engage with companies. The Committee is a member of
the Local Authority Pension Fund Forum (“LAPFF”) and participates
in this to promote its views.

f. The Fund monitors the activity of its investment managers on an
ongoing basis and will review the approach taken annually.

As mentioned in the policy shown above the engagement and voting activity
is largely delegated to the Fund’s investment managers with the Fund
reviewing their approach on an annual basis. Hymans carried out a review
of the activity undertaken by the managers. The review focused on the
period for the year to 30 June 2018.

The London CIV has produced a Responsible Investment Policy which was
agreed at the Shareholder Committee on 18 October 2018 and later ratified
by the Board. The policy, attached as Appendix B, will be the subject of
ongoing review and update reports to the Shareholder Committee and the
Board in the light of regulatory and other developments in Responsible
Investment.

Officers are in discussion with Hymans regarding the potential development

of responsible investment monitoring, as outlined in the summary of
Hymans report.
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IMPLICATIONS AND RISKS

Financial implications and risks:

Incorporated within the background of the report but would highlight the Pensions

Committee view that, non-financial factors should not drive the investment process
to the detriment of the financial return of the Fund and Investment Managers have
been given full discretion over day to day decision making.

Legal implications and risks:

In a recent case decided in June 2018, R. (on the application of Palestine
Solidarity Campaign Ltd) v Secretary of State for Communities and Local
Government, the Court of Appeal considered the guidance issued by the
Secretary of State on investment strategy for local government pension schemes.
which provided that administering authorities should not use pension policies to
pursue boycotts, divestment and sanctions against foreign nations.. The particular
issue related to the boycott of Israeli investments as a protest against the
occupation of the West Bank and Gaza Strip. Thje Court of Appeal held that it was
plainly within the scope of the Act for a local authority to take non-financial
considerations into account in its investment strategy. Consequently, it was within
the secretary of state's power to issue guidance on non-financial considerations,
which could include considerations of wider public interest such as foreign and
defence policy.

In the light of this decision it is lawful to consider non-financial considerations such
as environmental and social implications.

Human Resources implications and risks:

None arise from this report.

Equalities implications and risks:

The Public Sector Equality Duty (PSED) under section 149 of the Equality Act 2010
requires the Council, when exercising its functions, to have due regard to:
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i. the need to eliminate discrimination, harassment, victimisation and any
other conduct that is prohibited by or under the Equality Act 2010;
ii. the need to advance equality of opportunity between persons who share
protected characteristics and those who do not, and;
iii.  foster good relations between those who have protected characteristics and
those who do not.
Note: ‘Protected characteristics’ are: age, sex, race, disability, sexual orientation,
marriage and civil partnerships, religion or belief, pregnancy and maternity and
gender reassignment/identity.

The Council is committed to all of the above in the provision, procurement and
commissioning of its services, and the employment of its workforce. In addition, the
Council is also committed to improving the quality of life and wellbeing for all
Havering residents in respect of socio-economics and health determinants

An EIA is not considered necessary regarding this matter as the protected groups
are not directly or indirectly affected

None arise from this report as this report is required to be published in order to
comply with Local Government Pension Scheme Regulations 2013.

BACKGROUND PAPERS

Background Papers List
None other than Appendices attached to this report
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By virtue of paragraph(s) 3 of Part 1 of Schedule 12A
of the Local Government Act 1972.

Document is Restricted
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INVESTMENT POLICY

Draft as at May 2018 Page 193



RESPONSIBLE INVESTMENT POLICY

1) INTRODUCTION

This framework defines the commitment of London LGPS CIV Limited (“London CIV” or ‘the Pool’) to
responsible investment (‘RI’). Its purpose is to detail the approach that the Pool aims to follow in
integrating environmental, social and governance (‘ESG’) issues in its investments.

We recognise that our clients have a fiduciary duty to act in the best long-term interests of their members.
To do so properly requires us to recognise that environmental, social and governance issues can
positively and negatively impact on the Fund Solutions provided by the Pool which should be considered
in our investment strategies and decision-making processes.

London CIV has considered the guidance provided in the Ministry of Housing Communities and Local
Government (‘MHCLG’) paper ‘Local Government Pension Scheme: Investment Reform and Criteria and
Guidance’ in the establishing of this policy.

11 BELIEFS AND GUIDING PRINCIPLES
The Pool's RI beliefs and guiding principles underpin its Rl approach and are described below.

1.1.1 Beliefs

a) We believe it is important that we accept and exercise the responsibilities of ownership of all the assets
we manage.

b) We believe that communication and engagement are integral to responsible investment.

c) We believe that we should hold all our suppliers to account over how they exercise our ownership rights.

d) We accept that there can be a conflict between the ability to exercise ownership rights when working
with other third parties; we will manage this through communication and engagement.

e) Sometimes assets will be sold over ESG issues; however the LCIV or its partners will only do this on a
case by case basis when considering all the facts.

f) We believe pre-determined divestment on a rules-based approach is contrary to Government guidance
and does not form part of this RI policy.

g) We believe our voice for responsible ownership is loudest when we own an asset.

1.1.2 Guiding Principles
a) We should set out principles to which we aspire on subjects that all shareholders can agree, for
example:
e Human rights

Human slavery

Cluster munitions

Rule of law

Equality

Corporate governance

Sustainability

Climate change

Fossil fuel risk

b) We will require all Investment managers to have an RI policy if the LCIV is to invest with them.

c) We will make clear to investment managers our consensus views on these matters and ask them to
consider incorporating them into their RI policies.

d) We will ensure that all investment managers operate their RI policies effectively and hold them to
account.

e) An Investment Manager’s inability to operate effectively their Rl Policy will be a factor in determining if
the LCIV continues to use a manager.

f)  We will produce an Annual RI report for the London CIV.
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g) The Pool also requires investment managers to vote in accordance with the Local Authority
Pension Fund Forum (“LAPFF”), other than in exceptional cases, in which case they should explain
their reasons for not doing so, preferably in advance of the meeting. This is monitored on a regular
basis.

1.1.3 ESG Integration

The Pool believes that

i) Investing responsibly and engaging as sustainable long term investors reduces risk over
time and may positively impact the returns. The London CIV must encourage the underlying
funds and companies to consider the long-term impacts of their actions.

i) A long time horizon requires that the team consider the impacts of its actions on future
generations.
iii) Effective management of financially material ESG risks should support the Pool’s

requirement to protect returns over the long term.

The Pool considers RI to be relevant to investment performance across asset classes.

The Pool recognises the need to operate at a market-wide level to promote improvements that will help it
to deliver sustainable long-term growth.

It is supportive of the UK Stewardship Code and is a Tier 1 signatory to the Code. The Pool encourages
investment managers to sign up to the UK Stewardship Code and the United Nations Principles of
Responsible Investment (UNPRI) where appropriate.

1.1.4 Engagement versus Exclusion

Investee companies with robust governance structures should be better positioned to handle the effects
of shocks and stresses of future events.

There is risk but also opportunity in holding companies that have weak governance of financially material
ESG issues. Thus, the Pool has a policy of risk monitoring and engagement in order to positively
influence company behaviour and enhance stakeholder value, influence that would be lost through a
divestment approach. The Pool extends this principle of ‘engagement for positive change’ to the due
diligence, appointment and monitoring of external fund managers who are at an early stage of developing
their Rl approach.

The Pool believes that it will improve its effectiveness by acting collectively with other like-minded
investors because it increases the likelihood that it will be heard by the company, fund manager or other
relevant stakeholder compared with acting alone. This extends to other LGPS pools and other public and
private investors.

1.1.5 Fees and Incentives

Managing fees and costs matter in low return environments. Fee arrangements with external fund
managers — as well as the remuneration policies of investee companies — should be aligned with the
participating funds’ long-term interests.

The Pool recognises that it is part of its fiduciary duty to ensure that there is appropriate alignment.

1.1.6 An Evolving and Flexible Approach

The Pool recognises that RI in the market is changing. This framework will remain flexible and will evolve
over time to reflect evolving market developments.
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12 OVERSIGHT AND APPLICATION

This policy will be reviewed at a minimum annually, or whenever they or the Pool proposes revised RI
policies and procedure. The Chief Investment Officer is responsible for policy implementation.

13 CONTENT

The RI framework is divided into sections:

¢ How ESG is interpreted by Asset Class

e What the Pool expects of itself, companies and investment managers with respect to RI.
¢ How the RI beliefs and guiding principles are implemented in practice.

Definitions are provided in Section 5.

2) ESGBY ASSET TYPE

21 LISTED EQUITIES

Responsible investment allows listed equity investors to make better informed investment decisions by
integrating all material factors, including material ESG factors, into investment analysis, valuations and
decisions. Investment Managers should be voting all proxies and using their influence as owners of
companies to ensure shareholder valuation is maximised through considering the impact of ESG factors
(both positive and negative) on the value of the organisation.

22 FIXED INCOME

ESG analysis provides fixed income investors with additional insight into issuer creditworthiness. Whilst
governance influence over fixed income issuers can be less than in equity ownership, investment
managers taking sizable positions in capital structures can influence behaviours including ESG factors.

23 PRIVATE EQUITY

Responsible investment is naturally aligned to private equity through its long-term investment horizon and
stewardship-based style. The Pool will incorporate ESG practices for the selecting, appointing and
monitoring of investment managers and direct/co-invest portfolio companies.

24 PROPERTY

Property is a long term asset class where ESG is centred on delivering sustainable, long term
performance by considering ESG factors within investment decision-making and ownership practices,
providing greater insight into potential risks and opportunities that will impact the value, performance and
reputation of the investment.

25 INFRASTRUCTURE

Long-term infrastructure investors should consider a broad range of possible ESG issues that
infrastructure investments might face over the course of the assets’ life, in the analysis and assessment
of opportunities, and in the ongoing management of investments.

26 COMMODITIES
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Responsible investment in commodities allows investors to address risks such as: labour rights, human
rights, land/resource rights, waste, water scarcity and pollution levels in assets, such as forests and
agricultural land, and companies throughout the supply chain. Applying responsible investment to
investments in commodity derivatives can address systemic issues such as volatile prices and unstable
markets.

2.7 OTHER ALTERNATIVES

The pool will working with investors, investment managers, industry associations and service providers to
incorporate ESG factors into the investment decision-making process of all other alternative investments.

28 ENVIRONMENTAL & SOCIAL THEMED INVESTING

Themed investing allows investors to address ESG issues by investing in specific solutions to them, such
as renewable energy, waste and water management, sustainable forestry and agriculture, health
products and inclusive finance.

3) RIEXPECTATIONS

3.1 POOL
3.1.1 General

The Pool aims to:

1) Be aware of and monitor financially material ESG issues in the context of investment and manager
selection. Depending on the asset class and nature of the proposed mandate or vehicle, the Pool will
monitor:

e ESG issues in relation to internally managed investments;
e The extent to which the external managers incorporate ESG issues into their investment processes; and

¢ Hold external managers to account for improvement in their ESG performance over a reasonable
timeframe.

2) Seek to use pooling to facilitate implementation of the environmental, social and corporate governance
policy, for example by sharing best practice, collaborating on social investments to reduce cost or diversify
risk, or using their scale to improve capability in this area. It will make full use of its ownership rights,
including voting and engagement activities. Either directly, collaboratively or through specialist service
providers:

e Hold constructive dialogue with listed companies;
e Encourage the disclosure by companies of ESG issues; and
o Participate in the development of public policy on ESG issues.

3) Disclose and maintain a policy for identifying and managing conflicts of interest with the aim of taking all
reasonable steps to put the interests of participating funds’ beneficiaries first.

4) Keep our stakeholders aware of our RI activities through:
e making its RI policy documents public, e.g., voting policies, Rl policy;
e providing a summary of the Pool's RI activities for publication in participating funds’ annual reports;

e publishing aggregate voting and company engagement statistics on a quarterly basis
Draft as at May 2018 Page 197



3.1.2 Fiduciary Responsibility

The London CIV acknowledges a need to set out the extent to which social, environmental or corporate
governance considerations are taken into account in the selection, retention and realisation of
investments. This extends to the need to monitor environmental, social and corporate governance
policies to provide a useful tool in managing financial risk, as they ensure that the wider risks associated
with the viability of an investment are fully recognised.

However the London CIV also appreciates, as the Law Commission emphasised in its 2014 report on the
fiduciary duty of financial intermediaries, that the law generally is clear that schemes should consider any
factors financially material to the performance of their investments, including social, environmental and
corporate governance factors, and over the long-term, dependent on the time horizon over which their
liabilities arise. The report went on to state that although schemes should make the pursuit of a financial
return their predominant concern, they may take purely non-financial considerations into account
provided that doing so would not involve significant risk of financial detriment to the scheme and where
they have good reason to think that scheme members would support their decision.

As indicated in the DCLG document, the Government’s intention is to issue guidance to authorities to
clarify that such considerations should not result in policies which pursue municipal boycotts, divestments
and sanctions, other than where formal legal sanctions, embargoes and restrictions have been put in
place by the Government. Investment policies should not be used to give effect to municipal foreign or
munitions policies that run contrary to Government policy. This guidance has since been challenged on
legal grounds and is currently under review. The London CIV policy will reflect the Government guidelines
when this has been finalised.

London CIV acknowledges this fiduciary responsibility of its members and will reflect this obligation in the
investment selection process.

3.1.3 Carbon Footprint & Climate Change

The Pool aims to, either directly or through specialist service providers:

e Encourage improvement in the level of disclosure by companies of material climate change impacts
through collaborative initiatives;

e Review its fund managers to understand their approach to incorporating climate change
considerations and encourage improvements in identifying and assessing the potential impact of
climate change;

¢ Contribute to public policy with regard to climate change as it relates to investment considerations;

e Increase awareness of climate change as it applies to investment decision making through
participation in relevant industry forums and collaborative initiatives; and

e Keep up to date on the latest research and thinking on the financial materiality and
interconnectedness of climate change within and across asset classes

3.2 COMPANIES
3.2.1 Governance Codes

The Pool expects UK companies to adhere to the UK Corporate Governance Code on a comply-or-
explain basis. Further, the Pool has bespoke UK corporate governance guidelines which aim to deal with
issues that are either not covered by the Code, require greater emphasis or are specifically left open for
shareholders to resolve with company boards.

The Pool expects companies outside the UK to adhere to international voting principles, recognising local
application and development.
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3.2.1 Environmental and Social Risks

The Pool expects companies to manage and disclose its environmental and social risks to the extent
required for an understanding of the development, position and performance of the company.

There are aspects of environmental and social reporting on which the Pool places particular value given
their relevance across all sectors, its holistic approach to risk management, and the view that owners
should not micro-manage companies. This is narrative reporting which:

e Sets ESG risks in the context of the whole range of risks and opportunities facing the company;
e Contains a forward looking perspective; and

e Describes the actions of the board in mitigating these risks.

In terms of the specific environmental and social issues to focus upon, the Pool takes a case-by-case
sector based approach.

33 INVESTMENT MANAGERS

The Pool expects company directors and asset managers to adopt measures to promote both
stewardship and long-term decision making. In particular asset managers can contribute more to the
performance of business through greater involvement in the companies in which they invest. Adopting
such responsible investment practices will prove beneficial for investors and markets alike.

3.3.1 Due Diligence

For each appropriate asset class, the Pool will ensure that managers selected for appointment have:
¢ An ESG Policy, appropriate policy addressing ESG issues.

e Where relevant managers should be demonstrating active ownership policies or equivalent,
articulating how ESG factors are integrated into their investment process. This may include research,
active ownership activities or other sources.

o Case studies or examples of where ESG issues have influenced an investment decision

o Where appropriate, information on the process for integrating any third party ESG data into their company
financial models, investment strategies and portfolio construction

¢ Rl reporting format

e Whether they are a signatory of the UN backed Principles for Responsible Investment (PRI) and
Stewardship Code, copy of their PRI public report and annual assessment scores if applicable.

3.3.2 Appointment

The Pool assesses the ESG capability of a fund manager as a factor within each of the people, process
and performance categories. In its decision to appoint a fund manager, the Pool takes a balanced
consideration of all relevant factors including ESG. However, the Pool will pay particular attention to
adherence to relevant soft regulatory codes, notably the UK Stewardship Code, depending on the market
in which it invests.

In practice, this means the Pool would be willing to hire a fund manager at an early stage of developing
its Rl approach so long as there is a demonstrable RI commitment and a willingness to improve in their
approach over time. In alignment with our guiding principles on ‘engagement versus exclusion’, the Pool
believes that there is added value in working with them to improve their approach.
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3.3.3 Monitoring and Reporting

Each external fund manager is expected to review their ESG policy on an annual basis.

Managers should report at agreed intervals to the Pool on how their RI activities are contributing to
improved long-term risk adjusted returns. Examples of information that can be provided in aid of this
objective include but are not limited to the following:

e The evolution of how the manager integrates the consideration of ESG issues into its investment and
active ownership activities.

e How investment and active ownership function are combined to protect and/or enhance shareholder
value in the case of equities including

¢ How the manager exercised the Pool’s voting rights.

e Any outcomes arising from the manager’s engagement with companies and their effectiveness.

4) RI IMPLEMENTATION

The Pool's active ownership approach can be divided into three distinct areas: voting globally,
engagement through partnerships and shareholder litigation. This section briefly outlines the Pool’s
processes for each.

41 VOTING GLOBALLY

Where practical, the Pool requires managers to vote in every single market in which it invests. The Pool
will monitor IMs voting records and will expect that an appropriately critical approach is taken to company
proposals.

Reference to the Pool’s voting policies is provided in Section 2.2 under ‘Company Expectations’.
4.1.1 Securities Lending Programme

The Pool does not currently engage in direct securities lending.

42 ENGAGEMENT THROUGHPARTNERSHIPS

The Pool uses various engagement platforms to maximise its influence as an active owner in
collaboration with other like-minded investors. Where it is possible and practical to do so, the Pool will
engage with the other Pools to maximise the effectiveness and the influence of the LGPS assets as a
whole. The Pool’'s primary engagement partnerships are highlighted below.

4.2.1 Local Authority Pension Fund Forum

The Pool is a member of the Local Authority Pension Fund Forum (LAPFF). LAPFF is the UK'’s leading
collaborative shareholder engagement group encompassing local authority pension funds from across the
country. The Pool and its constituent funds are active participants in LAPFF’s engagement programs.
Membership of LAPFF provides the Pool with:

1) independent research and advice on the ESG risks of companies to inform further stakeholder
engagement;

2) advice on the governance practices of companies;
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3) Aforum to engage with companies to improve governance practices; and

4) Proxy voting advice on high-priority issues for annual general meetings.

4.2.2 Industry Engagement

In collaboration with other like-minded investors, notably other LGPS investment pools, the Pool may
engage with public policy makers, regulators, trade bodies, indexes and other players in the financial
markets to achieve the aim of promoting sustainable growth. The London CIV is a signatory of the
UNPRI. The Pool considers these initiatives on a case-by-case basis.

43 SHAREHOLDER LITIGATION

The Pool may hold securities that are the subject of individual and class action securities litigation. There
are a number of litigation options available when a company has violated securities laws that result in losses
to participating funds.

For US based claims, the options would be to:

¢ remain in the class action and file proof of claim;
e participate as a lead plaintiff in a class action; or
e optout and file a private action.

For non-US based claims, the options would be to join an existing group action or file a group action as a
lead plaintiff.

The Pool takes a case-by-case approach in determining whether or not to join a class action but considers
factors such as:

advantages and disadvantages of the Pool becoming actively involved;

o relative size of the Pool's potential losses compared to other organisations;

likelihood of success;and

e whether the Pool is fully indemnified against costs, expenses, counterclaims and any other losses.

Where external service providers are used for voting, engagement and shareholder litigation, the Head of
Equities will be responsible for ensuring that the quality of service provision is kept under regular review,
reporting concerns internally and following up with the supplier. This includes verifying that engagement
and voting are undertaken in line with London CIV’s agreed RI Framework.

5) DEFINITIONS

51 RESPONSIBLE INVESTMENT

The integration of environmental, social and corporate governance (ESG) considerations into investment
management processes and active ownership practices in the belief that these factors can have an
impact on financial performance. The Pool also supports the PRI's definition of responsible investment
which can be found here:

https://www.unpri.org/about/the-six-principles
52 ESG

Environmental, social and governance factors which may impact on company performance and therefore
investment returns. ESG factors encompass a broad range of issues to potentially consider alongside
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traditional financial factors when assessing investments. No definitive list of ESG issues exists however
some examples include resource management and pollution prevention, climate change impacts, labour
management, product integrity, executive compensation, board independence and audit function.

53 GOVERNANCE
The process and principles by which a company or organisation undertakes its business. For the Pool,

governance includes how it undertakes both its operational and investment responsibilities on behalf of its
members.

54 ACTIVE OWNERSHIP

Refers to the responsibility of the Pool to participate, where appropriate, in the governance decision
making of companies in which it invests by way of voting and by engagement with company
management, either directly or via its fund managers. It also recognizes the relevance of engaging with
regulatory bodies and other market players to support policies that promote long term sustainable growth.
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LONDON BOROUGH

PENSIONS COMMITTEE 11 DECEMBER 2018

Subject Heading: PENSION FUND PERFORMANCE
MONITORING FOR THE QUARTER
ENDED SEPTEMBER 18

CLT Lead: Jane West
Report Author and contact detaild: Christine Sampson
Pension Fund Accountant
01708431745
Christine.Sampson@onesource.co.uk
Policy context: Pension Fund Managers’ performances

are regularly monitored in order to ensure
that the investment objectives are being
met.

Financial summary: This report comments upon the
performance of the Fund for the period
ended 30 September 2018

The subject matter of this report deals with the following Council
Objectives

Communities making Havering [X]

Places making Havering [X]

Opportunities making Havering [X]

Connections making Havering [X]
SUMMARY

This report provides the Committee with an overview of the performance of
the Havering Pension Fund investments for the quarter to 30 September
2018. The performance information is taken from the quarterly performance
reports supplied by each Investment Manager, State Street Global Services
Performance Services PLC (formerly known as WM Company) quarterly
Performance Review Report and Hymans Monitoring Report.

The net return on the Fund’s investments for the quarter to 30 September
2018 was 1.2% (or £8.16m to £734m). This quarter the fund
underperformed the combined tactical benchmark by -0.2% and out
performed against the strategic benchmark by 2.0%

Royal London Asset Management Fund was the best performer on a relative

basis over the quarter, with the largest underperformance against
benchmark coming from Baillie Gifford Global Alpha.
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The overall net return of the Fund’s investments for the year to 30
September 2018 was 5.4%. This represents an outperformance of 0.5%
against the combined tactical benchmark and an outperformance of 2.2%
against the annual strategic benchmark - this is a measure of the Fund’s
performance against a target based upon gilts + 1.8% (the rate which is
used in the valuation of the funds liabilities). The implications of this are set
out in paragraphs 1.1 and 1.3 below.

We measure the individual managers’ annual return for the new combined
tactical benchmark and these results are shown later in the report.

RECOMMENDATIONS

That the Committee:
1) Note the summary of the performance of the Pension Fund within this
report.

2) Consider Hymans performance monitoring report and presentation
(Appendix A - Exempt).

3) Receive a presentation from the Fund’'s Multi Asset Manager GMO-
Global Real Return (UCITS) Fund (Appendix B- Exempt).

4) Consider the quarterly reports provided by each investment manager.

5) Note the analysis of the cash balances (paragraphs 3.2 refers).

6) Note the Letter received from the London CIV (Appendix C — Exempt)
regarding the signing of the Pension Cost Recharge and Pension
Guarantee Agreements and progress made with signing the documents
(paragraph 5.9 (c) refers).

REPORT DETAIL

1. Background

1.1 Strategic Benchmark - A strategic benchmark has been adopted for the overall
Fund of Index Linked Gilts + 1.8% per annum. This is the expected return in
excess of the fund’s liabilities over the longer term and should lead to an overall
improvement in the funding level. The strategic benchmark measures the extent
to which the fund is meeting its longer term objective of reducing the funds
deficit. The current shortfall has arisen largely as a consequence of the
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1.2

1.3

1.4

historically low level of real interest rates which have driven up the value of index
linked gilts (and consequently the level of the funds liabilities). However, over the
last 12-18 months, with real interest rates largely static, the Fund’s assets have
outpaced the growth in liability values.

Tactical Benchmark - Each manager has been set a specific (tactical)
benchmark as well as an outperformance target against which their performance
will be measured. This benchmark is determined according to the type of
investments being managed. This is not directly comparable to the strategic
benchmark as the majority of the mandate benchmarks are different but
contributes to the overall performance.

The objective of the Fund’s investment strategy is to deliver a stable long-term
investment return in excess of the expected growth in the Fund’s
liabilities. Whilst mechanisms such as hedging could have served to protect
the fund against falling interest rates in the short-term, such strategies are not
commonly employed within the LGPS. The Fund has retained investments with
Royal London which have offered some resilience to the fluctuations in interest
rates over this period, but given the long term nature of the fund, the Funds
investment advisors believe that the objective of pursuing a stable investment
return remains appropriate. The investment strategy has therefore been
evolved to provide exposure to diverse sources of investment return consistent
with this objective and the Committee is in the process of implementing this
strategy

Following the results of the 2016 Valuation and in line with regulations the
Committee developed a new Investment Strategy Statement (ISS) which
replaced the Statement of Investment Principles (SIP). The revised asset
allocation targets are shown in the following table and reflect the asset
allocation split and targets against their individual fund manager benchmarks:
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Table 1: Asset Allocation

Asset Class | Target Investment Segregated | Active/ | Benchmark and
Asset Manager/ /pooled Passive | Target
Allocation | product
(ISS Nov
17)
UK/Global 15.0% LCIV Baillie Pooled Active MSCI All Countries
Equity Gifford Index plus 2.5%
(Global Alpha (gross)
Fund)
7.5% Legal & Pooled Passive | FTSE All World Equity
General Index
Investment
Management
(SSgA until
Nov 17)
7.5% Legal & Pooled Passive | FTSE RAFI All World
General 3000 Index
Investment
Management
(SSgA until
Nov 17)
Multi  Asset | 12.5% LCIV Baillie Pooled Active Capital growth at
Strategy Gifford lower risk than equity
(Diversified markets
Growth Fund)
15.0% GMO Global | Pooled Active OECD CPI g7 plus 3 -
Real return 5% over a complete
(UCITS) market cycle
Absolute 15% LCIV Ruffer Pooled Active Absolute Return
Return
Property 6% UBS Pooled Active AREF/IPD All
balanced property
Index Weighted
Average
Gilt/ 19% Royal London | Segregated | Active 50% iBoxx £ non- Gilt
Investment over 10 years
Bonds 16.7% FTSE
Actuaries UK gilt over
15 years
33.3% FTSE
Actuaries Index-
linked over 5 years.
Plus 1.25%*
Infrastructure | 2.5% Stafford Pooled Active CPI plus 5% (net of

fees)

*0.75% prior to 1 November 2015

1.5 UBS, LGIM, GMO and Stafford manage the assets on a pooled basis. Royal
London manages the assets on a segregated basis. Both the Balillie Gifford
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1.6

2.1

2.2

2.3

lw

3.1

mandates and the Ruffer mandates are managed on a pooled basis and
operated via the London Collective Investment Vehicle (LCIV). Performance is
monitored by reference to the benchmark and out performance target as shown
in the above table. Each manager’s individual performance is shown later in this
report with a summary of any key information relevant to their performance.

Since 2006, to ensure consistency with reports received from our Performance
Measurers, Investments Advisors and Fund Managers, the ‘relative returns’
(under/over performance) calculations has been changed from the previously
used arithmetical method to the industry standard geometric method (please
note that this will sometimes produce figures that arithmetically do not add up).

Reporting Arrangements

After reviewing the current reporting arrangements at the Pensions Committee
held on the 5 June 2017 it was agreed that only one fund manager will attend
each committee meeting, unless performance concerns override this.

The Fund Manager attending this meeting is the Fund’s Multi Asset Manager
GMO - Global Real Return (UCITS) Fund

Hyman’s performance monitoring report is attached at Appendix A.

Fund Size

Based on information supplied by our performance measurers the total
combined fund value at the close of business on 30 Sept 2018 was £734.57m.
This valuation differs from the basis of valuation used by our Fund Managers
and our Investment Advisor in that it excludes accrued income. This compares
with a fund value of £726.41m at the 30 June 2018; an increase of £8.16m.
Movement in the fund value is attributable to an increase in assets of £15.81m
and a decrease in cash of £-7.65m. Internally managed cash level stands at
£15.92m of which an analysis follows in this report.
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3.2

Table 2: Cash Analysis

An analysis of the internally managed cash balance of £15.92m follows:

CASH ANALYSIS 2016/17 2017/18 2017/18
31 Mar 17 | 31 Mar 18 | 30 Sept 18
£000’s £000’s £000’s
Balance B/F -12,924 -12,770 -17658
Benefits Paid 36,490 36,5632 18,998
Management costs 1,358 1,221 580
Net Transfer Values 2,151 1,108 922
Employee/Employer -40,337 -42,851 -26,601
Contributions
Cash from/to 586 -785 7,901
Managers/Other Adj.
Internal Interest -94 -113 -66
Movement in Year 154 -4,888 1734
Balance C/F -12,770 -17,658 -15,924

3.3 Members agreed the updated cash management policy at its meeting on the
15 December 2015. The policy sets out that the target cash level should be
£5m but not fall below the de-minimus amount of £3m or exceed £6m. This
policy includes drawing down income from the bond and property manager
when required.
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3.4 The cash management policy incorporates a threshold for the maximum

amount of cash that the fund should hold but introduced a discretion that
allows the Chief Executive (now the Chief Operating Officer/Statutory S151
officer) to exceed the threshold to meet unforeseeable volatile unpredictable
payments. The excess above the threshold of £6m is being considered as
part of the investment strategy review.

4. Performance Figures against Benchmarks

4.1 The overall net performance of the Fund against the new Combined Tactical

Benchmark (the combination of each of the individual manager benchmarks)
follows:

Table 3: Quarterly Performance

Quarter | 12 Months 3 Years 5 years
to to to to
30.09.18 30.09.18 30.09.18 30.09.18
% % % %
Fund 1.2 54 9.8 8.1
Benchmark 1.4 4.9 7.6 7.1
*Difference in return -0.2 0.5 2.0 0.9

Source: WM Company

Totals may not sum due to geometric basis of calculation and rounding.

4.2 The overall net performance of the Fund against the Strategic Benchmark
(i.e. the strategy adopted of Gilts + 1.8% Net of fees) is shown below:

Table 4: Annual Performance

Quarter | 12 Months 3 Years 5 years
to to to to
30.09.18 30.09.18 30.09.18 30.09.18
% % % %
Fund 1.2 5.4 9.8 8.1
Benchmark -0.7 3.1 8.4 9.6
*Difference in return 2.0 2.2 1.3 -1.4

4.3

Source: WM Company
*Totals may not sum due to geometric basis of calculation and rounding.

The following tables compare each manager’s performance against their
specific (tactical) benchmark and their performance target (benchmark
plus the agreed mandated out performance target) for the current quarter
and the last 12 months.
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Table 5: QUARTERLY PERFORMANCE (AS AT 30 SEPTEMBER 2018)

Fund Manager | Return Benchmark | Performance | Target | Performance
(Performance) Vs VS
benchmark Target

% % % % %
Royal London -1.11 -1.40 0.29 -1.09 -0.02
UBS 1.80 1.57 0.23 n/a n/a
GMO -0.11 0.07 -0.18 n/a n/a
LGIM Global 5.67 5.64 0.03 n/a n/a
Equity
LGIM 4.92 4.89 0.03 n/a n/a
Fundamental
Index
LCIV/Ruffer* -0.37 n/a n/a n/a n/a
LCIV/Baillie 0.06 n/a n/a n/a n/a
Gifford (DGF)*
LCIV/Baillie 3.06 5.62 -2.56 n/a n/a
Gifford (Global
Alpha Fund)

Source: WM Company, Fund Managers and Hymans
» Totals may not sum due to geometric basis of calculation and rounding.

» Performance data reported as per LCIV for those funds under their management.

» *Not measured against a benchmark

Table 6: ANNUAL PERFORMANCE (LAST 12 MONTHS)

Fund Manager | Return Benchmark | Performance | Target | Performance
(Performance) VS VS
benchmark Target

% % % % %
Royal London 1.39 0.60 0.79 1.85 -0.46
UBS 9.74 8.81 0.93 n/a n/a
GMO -1.15 1.83 -2.98 n/a n/a
LGIM Global n/a n/a 0.00 n/a n/a
Equity
LGIM n/a n/a 0.00 n/a n/a
Fundamental
Index
LCIV/Ruffer* 1.97 n/a n/a n/a n/a
LCIV/Baillie 1.25 n/a n/a n/a n/a
Gifford (DGF)*
LCIV/Baillie 14.83 13.33 1.50 n/a n/a
Gifford (Global
Alpha Fund)

Source: WM Company, Fund Managers and Hymans
» Totals may not sum due to geometric basis of calculation and rounding.

» Performance data reported as per LCIV for those funds under their management.

» *Not measured against a benchmark.
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5. Fund Manager Reports

In line with the new reporting cycle, the Committee will only see one Fund
Manager at each Committee meeting unless there are performance
concerns for individual managers. Fund Managers brief overviews are
included in this section. The full detailed versions of the fund managers’
report are distributed electronically prior to this meeting.

5.1. UK Investment Grade Bonds (Bonds Gilts, UK Corporates, UK Index

Linked, UK Other) — (Royal London Asset Management)

a)

b)

d)

f)

Royal London last met with the Committee on 13 March 2018 which
reviewed performance as at 31 December 17

The value of the fund as at 30 September 2018 has decreased by £-1.22m
since the June quarter.

Royal London delivered a net return of -1.11 over the quarter,
outperforming the benchmark by 0.29%. The mandate is ahead of the
benchmark over the year by 0.79% and 0.64% since inception.

Royal London Asset Allocation

%
I. Credit Bonds (corporate ) 55.6

ii. Index Linked Bonds 25.6
iii. Sterling Government Bonds 11.3
iv. RL Sterling Extra Yield Bond 5.9
v. Overseas Bonds 0.0
vi. Cash 1.6

(Figures subject to Rounding)

The main driver of relative performance over the quarter was the Fund’s
duration positioning, in particular within the London Sterling Yield Bond Fund
and to Structured Debt

The Fund’s holding in the Royal London Sterling Extra Yield Bond Fund
posted a gross return of 1.9% over the quarter again outperforming sterling
investment grade credit
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9)

Royal London expected a gradual increase in UK government bonds so
maintained a short duration position versus the benchmark over the quarter.
Yields on 10year gilts rose by 30 basis points during the quarter, the highest
level since Feb 18 — This duration positioning was strongly beneficial for
performance.

5.2. Property (UBS)

a)

b)

d)

UBS last met with the Committee on 24 July 2018 which reviewed
performance as at 31 March 2018

The value of the fund as at 30 September 2018 increased by £0.8m since
the June quarter.

UBS delivered a net return of 1.80% over the quarter, out performing the
benchmark by 0.23%. The mandate is ahead of the benchmark over the
year by 0.93% and 0.89% over 5 years

The 2018 GRESB Real Estate Assessment results were released in
September, UBS Triton Property Fund maintained its UK leadership
receiving a 5 Star rating for the 2" year running, rated 1% in its peer group
outperforming areas of the survey, which measures management, policy
and disclosure, risk and opportunities and monitoring and performance

UBS Sector weighting:

%

I.  Industrial 40.8
ii. Retail warehouse 24.5
iii. Office 19.8
iv. Other Commercial Property 12.1
v. Cash 0.0
vi. Unit Shops 2.8

Performance continued to be driven by the Fund's sector weighting strategy,
particularly for the industrial sector and ongoing asset management across
the portfolio. Office markets have also continued to exceed expectations,
supported by a stronger than expected performance in Central London.
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g) The retail sector is facing challenging times in both occupation and
investment markets. Many retailers announced CVA’s (Company Voluntary
Agreements) /Store closures in 2018, which has forced revaluations down
on affected schemes

5.3. Multi Asset Manager (GMO — Global Real Return (UCITS) Fund)

a) GMO representatives are due to make a presentation at this committee, a
brief overview of the portfolio follows.

b) The value of the fund has decreased by £-0.11m since the June quarter.

c) GMO have underperformed their benchmark over the 3 month, 12 month
and since inception.

d) GMO asset Allocation:

%

I. Equities 36.5
ii. Alternative strategies 28.1
iii. Fixed Income 17.4
iv. Cash/Cash Plus 18.0

e) The allocation to cash/cash plus had a minimal impact on the portfolio,
returning 0.5% for the quarter, which was in line with 3-Month US T Bills

f)  This fund will be used to fund the real asset mandate, and a periodical
disinvestment will occur as and when required. The new three managers are
in place.

5.4 Passive Equities Manager - Legal & General Investment Management

(LGIM)

a) The value of the fund as at the 30 September 2018 increased by £5.54m
since the June quarter

Page 213



Pension Fund Committee, 11 December 2018

b)

d)

LGIM last met with the Committee on 18 September 2018 which reviewed
performance as at 30 June 2018

This mandate benefits from fee reductions as negotiated by the LCIV and is
recognised as a mandate under the London CIV

The passive equity mandate is split between the FTSE RAFI All World 3000
index and the FTSE All World Index.

As anticipated from an index-tracking mandate LGIM has performed in line
with the benchmark since inception, delivering a net return on the FTSE
RAFI All World 300 index of 5.67% out performing the benchmark by 0.03%
and a net return on the FTSE Rafi AW 3000 Equity Index of 4.92% over
performing the benchmark by 0.03%

5.5. Multi Asset Manager — London CIV (Ruffer)

a)

b)

f)

This mandate transferred to the London CIV on 21 June 2016.

The London CIV will now oversee the monitoring and review of performance
for this mandate. However Ruffer has stated that they are happy to continue
with the existing monitoring arrangements and meet the Committee to report
on its own performance.

Ruffer last met with the Committee on 19 September 2017 which reviewed
performance as at 30 June 2017.

The value of the fund has decreased by £-0.32m since the June quarter.

Since inception with the London CIV Ruffer returned -0.37% over the
quarter, 1.97% over the year and 4.50% since inception. The mandate is an
Absolute Return Fund (measures the gain/loss as percentage of invested
capital) and therefore is not measured against a benchmark. Capital
preservation is a fundamental philosophy of the Fund.

The fund under performed this quarter, returning -0.37% the funds exposure
to Japanese equities growth had a positive contribution to the fund, however
gold related investments and Index Linked bonds sustained losses which
cancelled out the equites gain.
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5.6. UK Equities - London CIV (Baillie Gifford Global Alpha)

a)

b)

d)

This mandate transferred to the London CIV on the 11 April 2016.

The London CIV will oversee the monitoring and review of the performance
of this mandate and representatives from the London CIV last met with the
Committee on the 12 December 2017 which reviewed performance as at 30
September 2017.

The value of the Balillie Gifford Global Equities mandate fund increased by
£4.14m since the June quarter.

Since inception with the London CIV the Global Alpha Fund delivered a
return of 3.06% over the quarter, under performing the benchmark by -
2.56%, delivered a return of 14.83% over the year, outperforming the
benchmark by 1.5% and since inception with the London CIV the fund
returned 23.58% outperforming the benchmark by 4.23%.

The underperformance this quarter was largely due to its underweight
position in US markets, which was the strongest performing index, along
with an over weight position in Emerging markets which suffered on the
back of trade concerns. However the main causes of under performance
were due to stock specific factors. Naspers (South African Internet and
Media group) fell sharply after the Chinese government’s announcement to
temporarily freeze licence approvals on all new games, Ryanair suffered as
pilot strikes and associated fines hurt the share price. Positive attribution
was dominated by technology and internet enabled business, including
Amazon and Advanced Micro Devices.

5.7. Multi Asset Manager — London CIV (Baillie Gifford Diversified Growth

Fund)

a)

b)

This mandate was transferred to the London CIV on the 15 February 2016.

The London CIV will oversee the monitoring and review of the performance
of this mandate and representatives from the London CIV last met with the
Committee on the 12 December 2017 which reviewed performance as at 30
September 2017.
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d)

The value of the Baillie Gifford Diversified Growth mandate fund increased
by £0.06m since the June quarter.

The Diversified Growth mandate delivered a return of 0.06% over the
guarter, 1.25% over the last year and 6.82% since inception with the London
CIV. The Sub-fund’s objective is to achieve long term capital growth at lower
risk than equity markets and therefore is not measured against a
benchmark.

The funds performance was flat this quarter. Exposure to commodities,
active currency and emerging markets bonds has been the principle
detractor from performance. A number of asset classes delivered a small
positive return with Infrastructure being the best performing asset class.

5.8 Stafford Capital Partners Limited

Following the appointment of Stafford Capital in March 2018 the first
instalment (drawdown) was paid on the 27" June 2018 of GBP of
6,750,602.36. Stafford provides valuations on a quarterly basis through out
the year. The quarterly reports and associated capital account statements
are distributed 60 days post quarter end. Given that they are a fund of funds
this gives them time to receive the underlying fund investments statements
to incorporate into the report, consequently Stafford reporting will be a
quarter behind other funds

5.9 London CIV Update

a)

b)

Fee Savings - The London CIV have provided us with data detailing
management fee savings in the region of £0.16m since inception with the
London CIV. Officers have yet to substantiate these figures and they do not
include the London CIV operating costs which the fund pays for the Annual
Service and Development Fund charges. We will report an update when the
reconciliation has been completed.

Signing of the Dissolution of the Pensions CIV Joint Committee (PCSJC)
notice - The new governance framework was approved at the LCIV AGM on
the 12 July 2018 and as part of the implementation changes all London
Local Authorities are required to sign the written notice agreeing to the
dissolution of the PCSJC. After some time the procedural arrangements for
obtaining approval has now been received from external legal advisors, and
officers will progress this through to obtain appropriate sign off.
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c) Signing of the ‘Pension Cost Recharge Agreement’ and ‘Pension Guarantee’
The LCIV will be obtaining legal advice on behalf of all London Boroughs on
how to progress this. An update will be provided when available

6. Corporate Governance Issues

The Committee, previously, agreed that it would:

1. Receive quarterly information from each relevant Investment Manager,
detailing the voting history of the Investment Managers on contentious
issues. This information is included in the Managers’ Quarterly Reports,
which will be distributed to members electronically.

2. Receive quarterly information from the Investment Managers, detailing
new Investments made.

e Points 1 and 2 are contained in the Managers’ reports.

This report is being presented in order that:
e The general position of the Fund is considered plus other matters

including any general issues as advised by Hymans.

e Hymans will discuss the managers’ performance after which the
particular manager will be invited to join the meeting and make their
presentation. The manager attending the meeting will be from:

Legal and General Investment Management

e Hymans and Officers will discuss with Members any issues arising
from the monitoring of the other managers.

IMPLICATIONS AND RISKS

Financial implications and risks:

Pension Fund Managers’ performances are regularly monitored in order to ensure
that the investment objectives are being met and consequently minimise any cost
to the General Fund
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Legal implications and risks:
None arising directly
Human Resources implications and risks:

There are no immediate HR implications. However longer term, shortfalls may
need to be addressed depending upon performance of the fund.

Equalities implications and risks:

The Public Sector Equality Duty (PSED) under section 149 of the Equality Act 2010
requires the Council, when exercising its functions, to have due regard to:

(i) the need to eliminate discrimination, harassment, victimisation and any other
conduct that is prohibited by or under the Equality Act 2010;

(i) the need to advance equality of opportunity between persons who share
protected characteristics and those who do not, and,

(iif) foster good relations between those who have protected characteristics and
those who do not.

Note: ‘Protected characteristics’ are: age, sex, race, disability, sexual orientation,
marriage and civil partnerships, religion or belief, pregnancy and maternity and
gender reassignment/identity.

The Council is committed to all of the above in the provision, procurement and
commissioning of its services, and the employment of its workforce. In addition, the
Council is also committed to improving the quality of life and wellbeing for all
Havering residents in respect of socio-economics and health determinants.

An EIA is not considered necessary regarding this matter as the protected groups
are not directly or indirectly affected

BACKGROUND PAPERS

None
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