Call For Evidence On The Future Structure
 Of The Local Government Pension Scheme
Introduction

This response to the Call for Evidence has been submitted by the Pensions Committee of South Tyneside Council.

The Council is the administering authority of the Tyne and Wear Pension Fund.

The Council’s Constitution requires the Pensions Committee to control and resolve all matters relating to the administration of the Fund and the management and investment of the assets of the Fund.

The Committee is comprised of:
-
Eight councillors from South Tyneside Council, with voting rights
-
One councillor from each of the other four Tyne and Wear councils, with voting rights
-
Three representatives nominated by the employers (other than the five councils) to sit in an advisory capacity

-
Three representatives nominated by the trade unions to represent scheme members, who sit in an advisory capacity.
In practice, the Committee operates on a consensus basis and it is rare that voting rights are used.
Question 1 – How can the Local Government Pension Scheme best achieve a high level of accountability to local taxpayers and other interested parties, including through the availability of transparent and comparable data on costs and income, while adapting to become more efficient and to promote stronger investment performance.

Local Accountability

The Pensions Committee believes that the existing model provides for a high level of local decision making and accountability.
There is full scope for administering authorities to provide for appropriate stakeholder representation on decision making bodies.

There is a clear, democratic link to local voters and businesses through elected members sitting on pensions committees. 

Locally held meetings for trades unions and employers, such as annual general meetings, ensure that views are expressed, listened to and acted upon.

The regulatory requirements to produce an annual report and accounts and policy statements such as the Governance Compliance Statement, Funding Strategy Statement, Statement of Investment Principles and Communications Policy Statement ensure that key information on the management of funds is held in the public domain.  This approach ensures local and national accountability.
The Pensions Committee believes that a forced merger of funds could only weaken accountability and the democratic link. 

Transparent and Comparable Scheme Data
Data is already available on the individual funds and the Scheme but it has long been recognised that there is scope for it to be improved.

Data is available on pension administration costs through each fund’s report and accounts, the CIPFA benchmarking exercise (which includes a section on initiatives and developments) and the SF 3 return.  This information is capable of being further analysed and developed to improve its value and to make further use of it to drive improvements in administration.

Data is available on investment fees through each fund’s report and accounts and the SF 3 return.  However, it is recognised that the data is incomplete as it is compiled in accordance with accounting standards that do not require full disclosure of such costs.  A recent study led by Hymans Robertson, involving a select number of funds, has demonstrated that more complete and comparable data can be compiled.  This work should be developed and taken forward to include all funds within the Scheme. 

Data is available on investment returns through the ongoing exercises undertaken by individual funds to evaluate their performance.  Compilations of each fund’s returns are also available.  There are inconsistencies between the figures prepared by each fund, e.g. in relation to the treatment of investment management fees, which should be removed.

It is important that data on investment costs and returns is put into context in relation to the net returns that are achieved and the types of investment strategy that are followed, e.g. active v. passive and the use of potentially higher return strategies that are often higher cost and may involve the use of alternative investments. 

A number of studies have been undertaken to examine the relationship between asset size, investment performance, investment strategy and management structure.  This work can be taken forward.  

Information is available on employers’ contributions through each fund’s report and accounts, funding strategy statement and triennial valuation report.  All this information is in the public domain.  The valuation reports are made available to DCLG and GAD. 

There is less comparable data on funding strategies and funding levels.  Hymans Robertson has produced data on funding levels that is broadly comparable.  An exercise should be undertaken to further refine this work.  

There is a clear role for the National Scheme Advisory Board and its sub committees to take this work forward to ensure that the data is transparent, directly comparable, available to all interested parties and that full use is made of it to drive improvements across the Scheme.  Comparison with other schemes should also be introduced, where appropriate data is available.
Question 2 – Are the high level objectives listed above those we should be focussing on and why? If not, what objectives should be the focus of reform and why? How should success against these objectives be measured?

The two areas that are included as high level objectives are those that require a strong focus.
Dealing with deficits requires specific knowledge of each fund’s overall position and an understanding of the financial standing and covenant of individual employers.  The inter-relationship between employers also requires full understanding and consideration, e.g. the contractual position of transferee admission bodies and the working and financing position between councils and community admission bodies.  These are areas that require local decision making and accountability.

A fund’s investment strategy is generally set by an asset liability model that takes each fund’s liabilities and funding strategy into account.  There needs to be a focus on returns net of costs, and on investment risk.   Increasing use is being made of risk reduction strategies which can produce lower returns but which are appropriate because they are related to the fund’s liabilities.  Such areas must be taken into account when considering investment returns.
The management and reduction of deficits, funding strategy and investment strategy are inextricably linked.  Therefore, a further objective is required that focuses on these matters as a whole, not just as separate areas.  This would also provide a focus on the future sustainability of the Scheme.
The measure(s) used for success need to be based on sound, comparable data, as discussed in the response to Question 1, and consider the overall position of a fund. 
Question 3 – What options for reform would best meet the high level objectives and why?

It is essential that the following areas are addressed when considering options for reform:

· The resource required to deliver change successfully

· The timescale over which change could be delivered

· The cost of change

· The impact outside the Scheme itself.

It is not accepted that forced fund mergers would achieve the high level or secondary objectives.

Fund mergers would produce a greater concentration of risk, for example in relation to investment strategy.  Risk is currently well dispersed across the Scheme.

Fund mergers would not address the deficit position. As stated above, it is believed that the existing approach that provides for local decision making and accountability is the preferred model to address deficits at fund and at employer level, as this approach best provides for the specific circumstances to be considered and managed.

Detailed studies that have been carried out by other parties are being submitted to this Call for Evidence.  These studies have not established a link between asset size and investment returns.  They have identified certain areas that require further consideration, for example

· the impact of taking a long term view on investment structures

· the impact that the complexity of an investment structure may have on returns
· the impact of asset allocation on returns.
Therefore, a flexible approach to taking the Scheme forward is required.  

Some funds may conclude that a merger would best address the issues they face and this should be facilitated at whatever level they require.

Other funds clearly prefer to continue down the existing route of identifying areas where collaboration is producing the desired improvements.  This approach is capable of delivering improvements quickly, cost effectively and in a manner that is tailored to the requirements of each fund.

There are examples of collaborative working across a wide range of service delivery.  These include:

· full delivery of pension administration
· pension administration system design and testing
· the design and delivery of communication strategies and production of material
· framework agreements are in place and are being used for actuarial, investment and other consultancy services.  Further framework agreements are in hand.

· discussion and experience sharing on funding strategy
· discussion and experience sharing on investment strategy
· the use of collective investment vehicles is under active discussion to seek lower investment fees where this is achievable.    
Question 4 – To what extent would the options you have proposed under question 3 meet any or all of the secondary objectives? Are there any other secondary objectives that should be included and why?

Five of the six secondary objectives are largely appropriate.  A view on each secondary objective is set out below.
No further secondary objectives are proposed.

To reduce investment fees
As already stated, there is a need to consider fees in the light of the strategy that each pensions committee has determined, in the light of advice, is appropriate for their fund.
The study led by Hymans Robertson provides important insights into the area of fees.

It must be noted that creating larger sized pools of assets that would increase the value of an investment mandate does not automatically result in lower fees.  Frequently, investment managers do not negotiate on fees because of “most favoured nation” clauses or because a strategy is capacity constrained and the manager believes that their required fee level will be earned from other investors. 

Individual funds already seek to reduce fees where possible, taking into account the constraints imposed by the EU Procurement regime.
Competitive fees are already being accessed through the use of pooled vehicles that are available industry wide to all investors, i.e. not just to local government funds.
The use of collective investment vehicles that are specific to local government funds may provide an approach to delivering lower fees whilst providing additional expertise.

It must be noted that the management fee quoted for investment in a vehicle does not represent the full cost of investment.  It is important to consider the Total Expense Ratio that will include further costs such as custody, governance, audit and legal.  These costs are often material.

There should also be a focus on trading costs and the amounts paid through commissions for research.

To improve the flexibility of investment strategies
It is not clear that the existing fund structure has made strategies materially less flexible than desired, irrespective of fund size.

Studies have shown that asset allocation has had less influence on investment returns than was expected.

Many forms of hedging do not reduce risk: they lock a fund into a position at a point in time and in markets.  They often come with a significant fee.  They are not a risk free instrument to use.  Their use under the existing Investment Regulations is, in some cases, unclear.

A comprehensive review of the Scheme’s Investment Regulations could remove certain of the existing uncertainties and lack of flexibility in relation to investment strategy.

It is also noted that the EU Procurement regime imposes delays in the implementation of strategies.  The use of framework agreements and pooled funds can remove these delays.
There is expected to be an increase in the use of employer specific investment strategies. The approach to decision making and accountability that is available under the existing model facilitates this approach. 

To provide for greater investment in infrastructure  
This is not an appropriate secondary objective.  Under the existing regulatory approach to investment, infrastructure receives appropriate consideration alongside other asset classes and should not require a particular focus in this call for evidence. 
To improve the cost effectiveness of administration
There are live examples of funds working together to improve the cost effectiveness and quality of their administration.

From this, it is believed that collaboration between suitable partners will deliver this objective most quickly.

It is important to include quality measures in pension administration and the objective should be rephrased to make it clear that cost effectiveness does not just mean the cheapest.

There is upward pressure on costs in this area due to the increase in the number of employers and additional work on areas such as bonds.

To provide access to higher quality staffing resources   
It is the responsibility of each fund to ensure that it has access to the appropriate quality and quantity of staffing resources.  Funds invest in training programmes, which may be based on the CIPFA Code of Practice on Public Sector Pensions Finance Knowledge and Skills, to ensure that the correct skills base is available.

The existing and developing collaboration and cooperation between funds provides for the sharing of knowledge and expertise.   

To provide more in house investment resource
It is the responsibility of each fund to ensure that it has access to the appropriate in house investment resource.

The merging of funds could provide more in house resource but it is believed that this is available through collaborative working and the selective use of consultants for the more complex areas.
Question 5 – What data is required in order to better assess the current position of the Local Government Pension Scheme, the individual Scheme fund authorities and the options proposed under this call for evidence? How could such data be best produced, collated and analysed?

This area has been partially addressed under Question 1.
Data is required on

· Pension administration costs and quality of service

· Funding Strategy

· Funding level as calculated in accordance with each fund’s strategy and on a rebased, comparable basis  

· Employers’ contributions

· Investment strategy

· Investment returns, on a comparable net of fees basis

· Investment fees, on a comparable basis.

There is a clear role for the National Scheme Advisory Board and its sub committees to take this work forward to ensure that data is transparent and directly comparable and that full use is made of it to drive improvements across the Scheme.

A Scheme level report should be produced

The actuaries, investment advisors and performance and risk measurers should continue to assist with the compilation and refining of data.
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