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Context
The Local Government Pension Scheme (Amendment) Regulations 2004 [SI No. 573] which came into force on 1st April 2004, introduced these changes to the principal regulations in relation to the Funding Strategy Statement:

	Funding Strategy Statement

76A -
(1) Each administering authority shall, after consultation with such persons as 
they consider appropriate, prepare, maintain and publish a written statement 
setting out their funding strategy.

(2) 

In preparing and maintaining the statement, the administering authority shall have 

regard to

(a) the guidance set out in the document 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 9A of the Local Government Pension Scheme (Management and Investment of Funds) Regulations 1998.

(3)
The first such statement shall be published on or before 31st March 2005.

(4) 
The statement shall be revised and published by the administering authority 
following, and in accordance with, any


(a) material change in their policy on the matters set out in the statement; and


(b) material change to the statement of Investment Principles under Regulation 

A(4) of the Local Government Pension Scheme (Management and Investment 

Funds) Regulations 1998. (SI2004/573) 
Actuarial valuations and certificates

77 -
(5A) The actuary must have regard to the administering authority's funding Strategy Statement published under regulation 76A. (SI2004/573)



The Panel published guidance [Issue No 6] in March 2004 on the implementation of these regulations, addressing a number of issues in relation to the preparation of the FSS which, as a published statement, was intended to influence in a positive way the outcome of the valuations due at 31 March 2004.

In particular, reference was made in the section on “Solvency Issues and Target Funding Levels” to the key assumptions making up the funding strategy and the impact of deficit recovery periods.

The guidance was specifically intended not to be prescriptive as to any particular assumptions or funding strategies that should be adopted but to assist administering authorities to reach reasonable conclusions within the regulatory and prudential framework.

Since the Panel issued the guidance, the ODPM has written to local authorities and other interested parties on 5 August 2004 and on 10 September 2004.  Reference was made to the former in LGPC Circular No 161 ~ August 2004 drawing the issues to the attention of authorities.

The messages contained in these documents are relevant to the consideration of funding strategies and the preparation of a Funding Strategy Statement for publication by 31 March 2005.

In the second ODPM letter and in separate correspondence, the Panel has been invited to consider whether supplementary advice to the guidance issued in March is required.

The Panel has considered this invitation and, while the extant guidance covers the key issues raised, has decided that authorities and other employers should be alerted to further aspects for them to consider.

Government’s aim
The ODPM refers in the September letter to the benefit of interaction between Scheme Solvency, the FSS and the Statement of Investment Principles as an important factor in how each administering authority decides to meet increases in employer contributions.  Further, it states that the potential subsequent impact that such increases may have on local authority budgets is something which LGPS interests, including elected members, will assess carefully in relation to the valuation exercise and future budget setting processes.

Clearly, the indications emerging from the 2004 valuation exercise are that, for a variety of reasons, principally longer life expectancy and poor investment returns since the 2001 valuation, a significant drop in funding levels is placing a substantial and exceptional pressure on the financing of pension costs.

The aim as stated by ODPM is “to achieve the lowest prudentially possible percentage increases in local authority employers’ pension costs going forward.”  Reference is made to the scope for achieving this aim within the existing LGPS regulatory framework by:

· prudentially maximising recovery periods

· phasing the level of actuarially-set employers’ contribution increases over the forthcoming and subsequent valuation periods, on a year by year basis, where necessary

· adopting appropriate assumptions for future inflation, pay increases and other actuarially sensitive variables which influence the outcome of the valuation; and

· prioritising the need for expensive early retirements.”

The Panel offers the following comments to inform the process by which funding strategies are finalised and employer contribution rates are set from 1st April 2005 following the 2004 valuation exercise.

Regulatory focus

It is important to keep in mind the requirements in Regulation 77, particularly in regard to “solvency” and “constancy”, and these are referred to in the ODPM letter.  Neither terms are defined in the regulation but it is suggested that a funding strategy should demonstrate how the fund’s liabilities, both past and future, will be met over a reasonable period (ie solvency), while reflecting the desirability of stability in contribution rates in future years (ie constancy).

The Regulations also refer to individual adjustments in respect of the circumstances peculiar to a particular employer and it is evident from early valuation results that there will be a greater need for consideration of the particular circumstances of individual employers.

Risk status of employers
Apart from those circumstances relating to the valuation of assets and liabilities, the implementation of increasing contribution rates should have regard to the sustainability of an employer or their ability to meet their liabilities within an agreed funding strategy.

The ODPM letters are clearly aimed at local authorities that have tax raising powers and thereby a long term financial sustainability to meet liabilities.  Other employers may not have the same status, but have equivalent assurances or guarantees of future funding.  Alternatively, some may have a specific shorter-term life which would require a corresponding approach to funding.

Administering authorities may choose to categorise employers differently to reflect the different risks they pose to the funding strategy and future sustainability.  Appendix A provides an indicative grouping of employers as an illustration of this point and the criteria that might be adopted.

Consideration should also be given in this context to the impact of unaffordable rises in contribution rates and the risk of employers withdrawing from membership of the scheme, thereby crystallising their liabilities.

Deficit recovery periods
The period over which a deficit should be recovered (or a surplus used up) is not specified in the regulations.  The traditional basis has been the expected future working life of an employer’s active members.  The extent to which this remains appropriate for the public sector and the LGPS in particular, given the strength of covenant of the local authority and statutory employers, should be considered in the light of a more transient workforce and the exceptional deficit funding scenario now facing the majority of pension funds.

As indicated above, for employers in the LGPS who have a statutory funding base, the regulatory focus on the stability of contribution rates may be considered more relevant than a risk of limited or uncertain funding sources.  For that reason, emerging practice would suggest that deficit spread periods of up to 20 or 30 years are being considered as reasonable and within the prudential framework, although it must be recognised that there is a diminishing benefit on smoothing contribution rates due to the loss of investment returns on an outstanding deficit.

Each administering authority should consider with their actuary and in consultation with their employers what is reasonable in relation to the pace of deficit recovery, the expected life of the employer concerned, and the sustainability of the contributor base in establishing their funding strategy.  There may well also be broader resource questions for employers which should be taken into account. Regular monitoring and review of the Funding Strategy Statement may enable the recovery period to shorten if other factors exceed assumptions at the time of the valuation, although there remains a risk of the position worsening if assumptions are not achieved.

Phasing contribution rates
Many funds have in previous valuations phased the introduction of increased contribution rates over the period up to the next valuation.  For example, an increase of +3% could be applied as +1% cumulative each year.  Consideration could be given to phasing these rises over longer periods, say two valuations, where the employer has a sound financing basis and the risk is limited.

Incremental phasing is also an option, particularly where the finalisation of new rates for April 2005 is not consistent with budget setting periods to provide a smoother transition to higher rates.  In this example, the +3% increase could be applied as +0.5%, +1%, +1.5% cumulatively, or similarly over a longer period of 6 years.

In all these examples, the employer must be aware and the FSS should make clear that such phasing may have an interest cost which will increase the value of a deficit and either require a longer overall recovery period, or for contribution rates to accelerate to a higher level than might have been the case.  The effect of phasing can be allowed to emerge at the subsequent valuation of the fund or, on the other hand, the actuary can set the stepped rates at a marginally higher level to take account of the slower accrual of contributions.

Pay, price and other actuarial assumptions
It is likely that actuaries will generally adopt a consistent professional line on key assumptions, subject to specific employer factors, for example on pay awards.

As in all valuations, reasonable care should be taken to balance expectations, whether pessimistic or optimistic, against the potential risk of adverse experience.

Cost of early retirements

Early retirements place an added strain not only on the pension fund and its funding strategy, but also on the financial resources of the employer.  Guidance already exists on good practice for recognising the cost of early retirements and reducing ill health retirements, and for monitoring their impact on the funding strategy.  It is recommended that the costs of ill health retirements are monitored closely.

Link to investment strategy

Longer deficit recovery periods and phasing of increased contribution income will have an impact on the funding equation within each strategy and thereby the investment returns required to balance that equation over time.  Investment strategies will need to be reviewed, where necessary, as will funding strategy statements to reflect changes in the funding strategy and any significant changes incorporated into an amended Statement of Investment Principles.

Inter-valuation monitoring

Guidance has been issued in the past on the need to monitor key assumptions between valuations to reduce the risk of unexpected outcomes.  The deferral of contribution rate rises to meet deficits or smooth transition will require closer monitoring between valuations to ensure the funding strategy and risk parameters remain within a reasonable range of expectation.

Administering authorities should consider publishing an annual statement or review alongside the valuation report in their annual accounts and to employing authorities.

APPENDIX A

	Criteria for Segmentation of Fund Employers

	

	LOW RISK

Scheduled and resolution bodies as statutory entities that are either required, or can choose to offer membership of the LGPS.  This category would cover:

· a local authority, or equivalent

· a body for which the fund has a guarantee of liabilities from a local authority (or its equivalent)

· a body which receives funding from local or central government (eg colleges and universities)

· a body which has a funding deficiency guarantee from local or central government

· a best value type body for which a local authority within the fund effectively stands as the ultimate guarantor on the termination of the admission agreement as a result of Regulation 78 (2A).



	

	MEDIUM RISK

Scheduled bodies not considered as low risk and admitted bodies with no statutory underpin but:

· can provide satisfactory evidence of financial security (e.g. parent company guarantee, bond, indemnity, insurance)

· is part of a group of related or pooled bodies which share funding on default.

	

	HIGH RISK

An admitted body: 

· with no external funding guarantee or reserves

· with a known limited lifespan or fixed contract term of admission to the fund

· which has no active contributors and/or is closed to new joiners 

· which relies on voluntary or charitable sources of income.
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