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Dear John

Call for evidence to the Public Service Pension Commission

Thank you for your letter of 28th June inviting evidence and views from the Local Government Association to assist you in your review of Public Service pension provision.  The LGA is a voluntary membership body and our 422 membership authorities cover England and Wales.  A specialist company Local Government Employers is part of the LGA Group and leads on workforce issues through pay, pensions and employment solutions. 

This initial evidence is presented in two parts.  The first is in essence an executive summary which sets out the keys issues which we are inviting you to consider at this stage of your deliberations.  The second part, our full submission, provides substantially greater detail on these points.

The LGA Group would of course be very pleased to provide you with any additional information or background you consider helpful.  The Local Government Pension scheme is totally different to most other pension arrangements operating in the public sector.  The LGPS maybe under funded but it is not an unfunded scheme.  So it is particularly important that our perspectives on this are clearly understood.  

As an employer representative body, the LGE has an interest in the local government teachers and fire fighters pension schemes.  With regard to the fire fighters pension scheme where CLG has responsibility for policy there are some 

particular issues which you may wish to explore and the Association would be happy to brief you on them separately.

The future of pensions as part of a total reward strategy is crucial to the development of local government services in the future.  The position of the LGA is that any pension scheme must be sustainable and affordable and we have continually lobbied CLG as the regulator on that basis.

Given the discussion that you and I had in the Winter about all this I would be very happy to meet you personally during this phase of your enquiry if it would be helpful.  The issues you are considering have been given the highest political authority by the association and we do want to find a workable solution to the issues posed in your letter.

Yours sincerely

[image: image1.png]G-




John Ransford

Part 1 : The Brief Submission

A brief introduction to the LGPS

The LGPS is a final salary, defined benefit scheme with, at the end of March 2009, 4.18 million members in England and Wales (1.81 million contributors, 1.16 million pensioners and 1.21 million deferred pensioners).

Several thousand employers participate in the LGPS. Employers participating in the scheme include not only large authorities, but small Parish Councils, a whole range of public bodies, educational establishments, charities and contractors undertaking a function outsourced by a best value authority. 
Unlike virtually all of the other main public service pension schemes, the LGPS is a funded scheme, in common with private sector defined benefit pension schemes. 

At the end of March 2009 the 89 LGPS Funds in England and Wales had £103.4 billion in investments and assets, enough to pay benefits for over 20 years. 

The scheme has income from investments and contributions that exceeds expenditure on benefits and administration expenses by £4 - 5billion every year. So, each year, these net assets are also available for investment so that the Fund continues to grow to meet the employers’ pension liabilities in the future. The LGPS Funds are a not insignificant investor in the UK and world economies.

As it is a funded scheme, the LGPS is fundamentally different from the unfunded public service pension schemes, such as the civil service, NHS, armed forces, police, firefighters’ and teachers’ pension schemes. The unfunded schemes have no pot of investments to pay for pensions, and are instead paid for by the Treasury out of current employer and employee contributions and general taxation. The Government Actuary calculates that the liabilities of the unfunded public sector pension schemes amount to £770 billion. 
Councillors sitting on the Pensions Committee in each of the 89 administering authorities in England and Wales are responsible for the management and investment of the Pension Funds. This means that decisions are taken by democratically elected local councillors working within the restraints of local authority budgets.

The scheme is run to deliver pensions in the long term, and the Funds are managed so as to mitigate the effects on council tax resulting from short term fluctuations in the value of the Pension Funds. 
The LGPS is transparent. The Pension Fund has to produce and publish audited accounts, an annual report, a governance compliance statement, a funding strategy statement, and a statement of investment principles; it has to publish its triennial fund valuation report; it is subject to internal and external audit; and data on the scheme is collected and published by Communities and Local Government (SF3 data). 
The future service costs for the scheme which are to be met by councils are between 12 and 14 per cent of pensionable salary – equivalent to many other open defined benefit pension schemes in the private sector.  
Although many authorities are currently paying more than this (with an average rate of around 18%), the extra contributions are to cover the underfunding of benefits that have already accrued. That underfunding cost has to be met regardless of future changes to the scheme. 

Employees make a significant contribution into the Local Government Pension Scheme. Employee contributions to the LGPS in England and Wales vary between 5.5 per cent of salary for the lowest paid (those earning up to £12,600 a year) to 7.5 per cent for staff earning over £78,700 a year
. When the new LGPS was introduced in 2008 this equated to an average employee rate of 6.3%. This compares to an average employee contribution to defined benefit schemes in the private sector in 2008 of 4.9%
.
The average pension paid under the scheme is £4,044 a year
. The average reflects the wide range of pensions that are paid, from very small pensions paid to those scheme members who have had a short period of low paid service to very much larger pensions paid to long-serving higher paid employees. The West Midlands Pension Fund has produced figures showing that 71.64% of their pensioners receive a pension of less than £5,000 with only 0.36% receiving a pension of greater than £33,000. The Audit Commission states that half of all LGPS pensions in England are below £3,000.
Unlike the other main public sector pension schemes, all the changes made to the LGPS following the last review of the main public sector schemes, impacted on current as well as future scheme members. 
It should be noted that unlike the majority of the other public service pension schemes the Local Government Pension Scheme has always had a normal retirement age of 65. In the longer term the scheme will be more affordable than the other public sector schemes which had a retirement age of 60 and granted full age 60 protection to all existing members at the date the normal retirement age in those schemes was increased in those schemes to age 65.

So, in summary, the LGPS is a well-managed scheme with contributions from employees and from a diverse range of employers. Its Funds are invested in business, property and the markets. It should remain a funded scheme as, compared to the unfunded public service schemes, it is arguably a better model to reduce the liability on the public purse in the longer term. 
The matters the Pensions Commission has been asked to have regard to

· the growing disparity between public service and private sector pension provision, in the context of the overall reward package 

It is recognised that in recent years there has been a growing disparity between public and private sector pension provision. However, it is important to avoid the debate being boiled down to a simple comparison between the public service schemes and the private sector as this does not address the fundamental issue of ensuring adequate provision for all in old age. Rather than moving to the lowest common denominator, the debate should be centred around putting in place a system which allows people, after a lifetime of working, to live in dignity on a reasonable level of pension. 
If public service pension provision were to be reduced to the Defined Contribution level applying in much of the private sector (where the average combined employee and employer contribution rate is a mere 9%
) there are likely to be considerable knock-on effects for the tax payer in future years. Reducing public expenditure in one area (public service pensions) may simply add to costs in other areas funded by the public purse (e.g. means tested benefits).

The National Association of Pension Funds (NAPF) has recently undertaken an opinion poll on public sector pensions which found that 90% of the public who were polled think that all workers should have access to good workplace pensions – regardless of whether they work in the public or private sector. The poll found that 47% believe that the best way of reducing the disparity between public and private sector pensions is to increase private sector pensions, with only 24% of respondents thinking the answer is to reduce public sector pensions.
Whilst we are prepared to embrace change, it is also necessary for government, employers, employees and the pensions industry to also work together to reverse the decline in the provision of affordable and sustainable employer-sponsored occupational pensions in the private sector.

· the impact of pensions on labour market mobility between the public and private sectors

We do not know the extent to which differences in pension provision in the public and private sectors have an impact on labour market mobility. 
Anecdotal evidence suggests that the public service pension schemes are likely to have more of an effect on retention, particularly in respect of older employees, than on recruitment. As far as recruitment is concerned there are other drivers which will influence employees’ choice of career moves e.g. the nature of the job on offer, the salary, the overall terms and conditions, job security, job flexibility / work-life balance, location, etc. 
· pensions as a barrier to greater plurality of provision of public services
At present, generally speaking, local authority employees whose work is outsourced must be offered a pension scheme by the new employer that is at least as good as the LGPS. This can be achieved either via the contractor entering into an admission agreement with the LGPS so that the transferring staff can remain in the LGPS or by the contractor providing a scheme for the transferring staff that is certified by an actuary as being broadly comparable to the LGPS. 

In this respect, the LGPS is far more open than other public service pension schemes which generally do not permit staff transferred to contractors to continue to participate in the scheme for the duration of the outsourced contract. 

If this level of pensions protection were removed, and reduced to the level applying in private sector to private sector transfers (where the new employer, as a minimum, merely has to provide a money purchase scheme or stakeholder pension scheme with the employer matching employee contributions up to 6% of basic pay) there would be potential gains and losses. 
Contract prices could be lowered, contractors would not be faced with potentially having different pension arrangements for different groups of staff, and the pool of potential bidders might widen. However, industrial relations would suffer and it would be more difficult to “sell” the transfer to affected staff; in-house local authority bids would be at a disadvantage as contractors would be able to factor lower pension costs into their bids (whereas the in-house bidder would have to offer the higher cost LGPS); and a worsening of pension provision would have long term consequences for the staff involved and for the tax payer if the result were ultimately to be an increased reliance on State (means tested) welfare benefits
· the needs of public service employers in terms of recruitment and retention

Local government needs to attract and retain the calibre of staff required to deliver high quality, effective services. A pension scheme, as part of the total pay and rewards package, has a role to play and needs to be attractive and affordable to prospective and current employees whilst at the same time remaining affordable and sustainable. 
Local authorities highly value the provision of a pension scheme to their workforce.

· the need to ensure that future provision is fair across the workforce

It is argued that the current final salary Defined Benefit pension scheme disproportionately benefits a minority of the workforce. This is because a final salary Defined Benefit scheme tends to benefit longer serving career staff with higher earning growth (via increments and promotions) compared to the majority of the local government workforce (most of whom are lower paid, part-time females, and many of whom have short term careers in local government). Something other than a final salary scheme - for example a career average scheme which, by its very nature, addresses the inequalities of a final salary scheme - might meet the needs of the majority of the current workforce better than the present scheme (which was originally designed in 1922 for a different category of staff i.e. full-time, predominantly male officers with a full career in local government). If so, this would tie in with one of the Commission’s objectives of seeking to ensure that future pension provision is fair across the workforce. 

· how risk should be shared between the taxpayer and employee

There are various ways that risk can be shared between the taxpayer and employee. These may be summarised as follows:

Cost sharing arrangement

Under such an arrangement the cost of any increases in the cost of a Defined Benefit scheme are shared between employees and employers. This could be subject to a limit (cap) on the level of the employer contribution. The LGPS already contains a cap and share mechanism whereby any underlying increase in the cost of the scheme going forward can be shared between employees and employers up to a certain level, with increases above that level all falling on employee.
Linking the scheme’s normal pension age to the state pension age

At the present time, the normal pension age in the LGPS is age 65. However, longevity risk could be better managed by linking the scheme’s normal pension age to the state pension age for men. 
Move to a Defined Contribution scheme

Moving to a Defined Contribution scheme does not share the pension risk between the tax payer and the employer. Instead it moves all the investment, annuitisation and longevity risk to the employee. The ultimate benefits are unknown and uncertain. Risk is a matter that lower earners are less likely to be able to ameliorate in other ways than high earners. 
Move to a Cash Balance scheme

Under a cash balance scheme risk is generally borne by the employer during employment but post employment risk is passed to scheme member.
Move to a Hybrid scheme

The degree to which risk will be borne by employers and employees in a Hybrid scheme will reflect the relative mix and characteristics of the component parts of the Hybrid scheme. 

· which organisations should have access to public service schemes

Local government is changing, with greater devolution to schools, the transfer and outsourcing of work to the private sector, more partnership working and the growing movement of employees between parts of the public sector. The LGPS is a broad church with several thousand participating employers. These range from large authorities, to small Parish Councils, and include a whole range of public bodies, educational establishments, charities and contractors undertaking a function outsourced by a best value authority. 

The LGPS should continue (as now) to be available to a broad range of employers. However, mechanisms need to be further developed to protect the LGPS Funds from employers who cease (for whatever reason) to participate in the scheme from walking away from any underfunding liabilities. 

· implementation and transitional arrangements for any recommendations

Should the government, as a result of the Commission’s findings, implement new pension arrangement, one of the key issues that will need to be addressed is whether the new arrangements will be applied to all existing active scheme members (for future benefit accrual), or only to new scheme members. Moving all existing active scheme members to a new scheme (for future benefit accrual) would mean that any savings would come through more quickly and would not result in a two-tier workforce, but there would be issues too. These are discussed in more detail in the full submission.

· wider Government policy to encourage adequate saving for retirement and longer working lives
The public service pension schemes have their part to play in the government’s objective of ensuring adequate saving for retirement and longer working lives. 

As has already been alluded to, if public service pension provision were to be significantly reduced there would be knock-on effects for the tax-payer in the years to come. Reducing public expenditure in one area (public service pensions) may, in the longer term, simply add to costs in other areas funded by the public purse.

Options for change – short term actions
In the short-term there are a number of actions that could potentially be taken to deliver savings within the spending review period, namely:

· change the method of indexation of pensions and deferred pensions (the government has already announced such a change)
· implement the cost cap and share arrangement that already exists in the LGPS  
· change the scheme’s normal pension age to link it to the state pension age for men
· increase the employees’ contribution rate (although this would represent a real reduction in net take home pay at a time of pay restraints and could lead to lower paid employees choosing to opt out of the scheme) 
· cap pensionable pay for higher earners (although this would not generate much in the way of savings as only a very small proportion of the workforce are high earners) 

If any immediate changes are introduced the government should seek to ensure that the savings from these are reflected in the employer contribution rates resulting from the 2010 Fund valuations. 

Options for change – objectives to guide public sector pensions in future 

As a sector we are ready to embrace changes to the scheme (but not a change to its funded nature) in order to make the scheme relevant, affordable and sustainable for the long term. Councils wish to ensure that their pension scheme is fair to taxpayers, employers and employees alike and is part of a total rewards package that will help local government to attract the brightest and best staff who carry out vital work in, for example, protecting children and caring for the elderly and most vulnerable in society. 

However, the LGPS should not be singled out for change just because, unlike the other major public sector schemes, it is a funded scheme where the costs are transparent. If the LGPS is to be changed, then all public sector schemes should equally be subject to change. The LGPS should remain on a par with other public sector schemes so that:

· local government can remain competitive in the employment market,   

· members of the LGPS are not treated less well than members in other public sector schemes who they work alongside, e.g. teaching assistants working alongside teachers, and
· there would be less obvious differentials between staff engaged in partnership working (between, say, local government and the NHS) and less difficulties when staff are TUPE transferred between different parts of the public sector.
In our full submission we set out our thoughts on the objectives that should guide public service pension provision in the future (including, at annexes B and C, comparisons of the various types of potential scheme designs and their relative merits). When considering scheme design going forward it will be important to determine the target benefit accrual, what costs it is reasonable to expect the tax payer to meet (including the relative risk to be met by employees on the one hand and by employers/tax payers on the other) and what form the protection of accrued rights will take (as different approaches entail different costs).
Part 2 : The Full Submission

In this Part we provide:

i) a brief introduction to the funded LGPS, setting out its relative strengths and why it is different to the unfunded public service pension schemes

ii) our views on the matters the Pensions Commission has been asked to have regard to i.e. 

· the growing disparity between public service and private sector pension provision, in the context of the overall reward package
· the impact of pensions on labour market mobility between public and private sectors 
· pensions as a barrier to greater plurality of provision of public services; 
· the needs of public service employers in terms of recruitment and retention;
· the need to ensure that future provision is fair across the workforce;
· how risk should be shared between the taxpayer and employee; 
· which organisations should have access to public service schemes;

· implementation and transitional arrangements for any recommendations; and 
· wider Government policy to encourage adequate saving for retirement and longer working lives. 

iii) some thoughts on immediate actions that could potentially be taken to deliver savings within the spending review period

iv) our thoughts on the objectives that should guide public service pension provision in the future (including, at annexes B and C, comparisons of the various types of potential scheme designs and their relative merits)

A brief introduction to the LGPS
Back in the early 1990’s, the government conducted what was then called an “Efficiency Scrutiny” of the LGPS. The scheme has been under the spotlight ever since with the last review, which commenced in 2001, resulting in the introduction of a new look LGPS from 1 April 2008 in England and Wales
. The significant changes that were introduced to the LGPS in England and Wales at that time were:

· the scheme moved from providing a pension of 1/80th of final salary for each year of membership plus a lump sum of three times the pension to providing a pension of 1/60th of final salary for each year of membership but with a lump sum only being provided by commuting some of the pension

· the employee contribution rate increased from the standard 6% (5% for some manual workers) to a banded rate ranging from 5.5% to 7.5% depending on the level of an employee’s earnings
. The average “take” from employees increased from 5.8% to 6.3%

· the scheme now provides for a cap and share mechanism whereby any underlying increase in the cost of the scheme going forward can be shared between employees and employers up to a certain level
, with increases above that level all falling on employees. Previously, employees had met none of any additional costs. Decisions on cost sharing will be taken in late 2010 / early 2011 once the outcomes from the current 2010 valuations of the Funds are known
.
The LGPS is a final salary, defined benefit scheme with, at the end of March 2009, 4.18 million members in England and Wales (1.81 million contributors, 1.16 million pensioners and 1.21 million deferred pensioners)
.

Several thousand employers participate in the LGPS. Employers participating in the scheme include not only large authorities, but small Parish Councils, a whole range of public bodies, educational establishments, charities and contractors undertaking a function outsourced by a best value authority. 
Unlike virtually all of the other main public service pension schemes, the LGPS is a funded scheme, in common with private sector defined benefit pension schemes. 
At the end of March 2009 the 89 LGPS Funds in England and Wales had £103.4 billion in investments and assets
, enough to pay benefits for over 20 years. 
The scheme has income from investments and contributions that exceeds expenditure on benefits and administration expenses by £4 - 5billion every year
. So, each year, these net assets are also available for investment so that the Fund continues to grow to meet the employers’ pension liabilities in the future. Total investments (including the LGPS in Scotland and Northern Ireland) amount to about 10% of the UK GDP (or, another way of looking at it, the scheme is the fourth largest pension scheme in the world). In 2008, over £1bn was invested in each of the top four FTSE companies. The LGPS Funds are a not insignificant investor in the UK and world economies.

As it is a funded scheme, the LGPS is fundamentally different from the unfunded public service pension schemes, such as the civil service, NHS, armed forces, police, firefighters’ and teachers’ pension schemes. The unfunded schemes have no pot of investments to pay for pensions, and are instead paid for by the Treasury out of current employer and employee contributions and general taxation. The Government Actuary calculates that the liabilities of the unfunded public sector pension schemes amount to £770 billion
. 
The scheme is run by 89 different administering authorities across England and Wales
 but the rules governing the scheme, including the benefits payable and the contributions payable by employees, are contained in a standard set of scheme regulations. 

Councillors sitting on the Pensions Committee in each of the 89 administering authorities are responsible for the management and investment of the Pension Funds. This means that decisions are taken by democratically elected local councillors working within the restraints of local authority budgets.

The scheme is run to deliver pensions in the long term, and the Funds are managed so as to mitigate the effects on council tax resulting from short term fluctuations in the value of the Pension Funds. 
The LGPS is transparent. The Pension Fund has to produce and publish audited accounts, an annual report, a governance compliance statement, a funding strategy statement, and a statement of investment principles; it has to publish its triennial fund valuation report; it is subject to internal and external audit; and data on the scheme is collected and published by Communities and Local Government (SF3 data). Decisions taken by the Pension Fund Investment Committee or panel are open to public scrutiny (not least by the local or national media). The operation and conduct of the Committee or panel is subject to both local government law and local standing orders. Councillors sitting on the Committee or panel are subject to a duty of care in exercising their duties and powers
. Section 151 of the Local Government Act 1972 places a duty on local authorities to make arrangements for the proper administration of their financial affairs (which, in the case of authorities administering the Pension Funds, includes the financial affairs of the Pension Fund). The Pension Fund must also publish a statement of policy concerning communications with scheme members and participating employers and may also publish a pensions administration strategy. Furthermore, employers participating in the scheme must publish policies on the exercise of various discretions permitted under the LGPS Regulations. 
As shown in the table below, the future service costs for the scheme which are to be met by councils are between 12 and 14 per cent of pensionable salary – equivalent to many other open defined benefit pension schemes in the private sector.  
	
	Existing Members
	New Entrants

	Total cost
	20.6%
	18.2%

	Less average employee rate
	6.3%
	6.3%

	Employer rate
	14.3%
	11.9%


Although many authorities are currently paying more than the above future service rates (with an average rate of around 18%), the extra contributions are to cover the underfunding of benefits that have already accrued. That underfunding cost has to be met regardless of future changes to the scheme. The average employer contribution to defined benefit schemes in the private sector in 2008 was 16.6%
.
Employees also make a significant contribution into the Local Government Pension Scheme. Employee contributions to the LGPS in England and Wales vary between 5.5 per cent of salary for the lowest paid (those earning up to £12,600 a year) to 7.5 per cent for staff earning over £78,700 a year
. When the new LGPS was introduced in 2008 this equated to an average employee rate of 6.3%.This compares to an average employee contribution to defined benefit schemes in the private sector in 2008 of 4.9%
.
The average pension paid under the scheme is £4,044 a year
. The average reflects the wide range of pensions that are paid, from very small pensions paid to those scheme members who have had a short period of low paid service to very much larger pensions paid to long-serving higher paid employees. The West Midlands Pension Fund has produced figures showing that 71.64% of their pensioners receive a pension of less than £5,000 with only 0.36% receiving a pension of greater than £33,000. The Audit Commission states that half of all LGPS pensions in England are below £3,000.

Unlike the other main public sector pension schemes, all the changes made to the LGPS following the last review of the main public sector schemes, impacted on current as well as future scheme members. Some basic scheme data on the other comparator public sector schemes is contained in Annex A. It should be noted that unlike the majority of the other public service pension schemes the Local Government Pension Scheme has always had a normal retirement age of 65. The former “85 year rule” which allowed members who retired early from age 60 (voluntarily) or age 55 (with employers consent) to take their pension entitlements without actuarial reduction if the sum of their age and length of membership equalled 85 years or more, was removed from 1 October 2006 (but with some protections for older members). In the longer term the Scheme will be more affordable than the other public sector schemes which had a retirement age of 60 and granted full age 60 protection to all existing members at the date the normal retirement age in those schemes was increased to age 65.

So, in summary, the LGPS is a well-managed scheme with contributions from employees and from a diverse range of employers. Its Funds are invested in business, property and the markets. It should remain a funded scheme as, compared to the unfunded public service schemes, it is arguably a better model to reduce the liability on the public purse in the longer term. 
Nevertheless, as a sector we are ready to embrace change to the scheme (but not change to its funded nature) in order to make the scheme relevant, affordable and sustainable for the long term. Councils wish to ensure that their pension scheme is fair to taxpayers, employers and employees alike and is part of a total rewards package that will help local government to attract the brightest and best staff who carry out vital work in, for example, protecting children and caring for the elderly and most vulnerable in society. 

However, the LGPS should not be singled out for change just because, unlike the other major public sector schemes, it is a funded scheme where the costs are transparent. If the LGPS is to be changed, then all public sector schemes should equally be subject to change. The LGPS should remain on a par with other public sector schemes so that:

· local government can remain competitive in the employment market,   

· members of the LGPS are not treated less well than members in other public sector schemes who they work alongside, e.g. teaching assistants working alongside teachers, and
· there would be less obvious differentials between staff engaged in partnership working (between, say, local government and the NHS) and less difficulties when staff are TUPE transferred between different parts of the public sector.
The matters the Pensions Commission has been asked to have regard to

· the growing disparity between public service and private sector pension provision, in the context of the overall reward package 

In 2008, there were an estimated 9.0 million active members in occupational pension schemes, of whom 3.6 million were in the private sector and 5.4 million in the public sector. Active membership of private sector defined benefit schemes was 2.6 million, while active membership of private sector defined contribution schemes was one million. However, only 42 per cent of active members in private sector defined benefit schemes were in open schemes whereas the main public service pension schemes are all open schemes
. 

Whilst these are helpful statistics, it is important to avoid the debate being boiled down to a simple comparison between the public service schemes and the private sector as this does not address the fundamental issue of ensuring adequate provision for all in old age. Rather than moving to the lowest common denominator, the debate should be centred around putting in place a system which allows people, after a lifetime of working, to live in dignity on a reasonable level of pension. The provision of a decent level of pension provision for all is a socially responsible aim. If public service pension provision were to be reduced to the Defined Contribution level applying in much of the private sector (where the average combined employee and employer contribution rate is a mere 9%
) there would be considerable knock-on effects in the years to come i.e. 


(a) 
an increased reliance on State (means tested) welfare benefits, on the NHS (as there is a correlation between poor income and poor health) and on those welfare services which local government and the state provide. Resources would then need to be redistributed to cope with the increased burden within welfare and social services sectors; 


(b) 
an impact on the numbers claiming rent rebates and council tax benefits; 

(c) 
an increase in the incidence of social exclusion caused by, amongst other things, low incomes and poor health

(d)  a reduction in pensioner spending power with its consequential effects on the national and local economies.
So, reducing public expenditure in one area by reducing the benefits from the public service pension schemes (leading to lesser pensions or even a discouragement of pension saving), may simply add to costs in other areas funded by the public purse.
Whilst local government is ready to embrace change, it must be recognised that the LGPS has a role to play in delivering the government’s objective of providing people with a reasonable retirement income and in contributing to the delivery of authorities’ social and economic well-being responsibilities / policies
. These wider roles should not be overlooked when considering the objectives that should guide future public service pension provision.
The National Association of Pension Funds (NAPF) has recently undertaken an opinion poll on public sector pensions which found that 90% of the public who were polled think that all workers should have access to good workplace pensions – regardless of whether they work in the public or private sector. The poll found that 47% believe that the best way of reducing the disparity between public and private sector pensions is to increase private sector pensions, with only 24% of respondents thinking the answer is to reduce public sector pensions.
The most positive and constructive way of closing the gap between public and private sector pensions is for government, employers, employees and the pensions industry to work together to reverse the decline in the provision of affordable and sustainable employer-sponsored occupational pensions in the private sector.

The role of the pension scheme in the overall pay and reward package is discussed later in this submission.

· the impact of pensions on labour market mobility between the public and private sectors

We do not know the extent to which differences in pension provision in the public and private sectors have an impact on labour market mobility. 
Anecdotal evidence suggests that the public service pension schemes are likely to have more of an effect on retention, particularly in respect of older employees, than on recruitment. As far as recruitment is concerned there are other drivers which will influence employees’ career moves e.g. the nature of the job on offer, the salary, the overall terms and conditions, job security, job flexibility / work-life balance, location, etc. Indeed, for a significant proportion of the local government workforce, pension provision is clearly not a particular influence as, even though entitled to participate in the scheme, they choose not to do so. In 2003 a survey of 20 local authorities showed that around one third of local government employees do not join the LGPS
. These tend to be lower paid workers and younger members of staff. The Institute for Fiscal Studies has shown
 that the reason the bulk of the ‘unpensioned’ are not paying into a pension scheme is because of other urgent calls on their money (not because they inherently do not want to pay). The Local Government Pensions Committee survey of 554 employees who had decided not to join the Scheme (see Annex 5 of LGPC Circular 130 at http://www.lge.gov.uk/pensions/content/circulars.html) supported the findings of the Institute of Fiscal Studies.  
In terms of mobility of pension rights, as opposed to mobility of staff, employees who leave before normal pension age are entitled to a Cash Equivalent Transfer Value from the LGPS in accordance with the requirements of the Pension Schemes Act 1993. A significant proportion of early leavers from the LGPS who move to the private sector do not transfer their pension rights out of the LGPS. This reluctance to transfer accrued rights is, perhaps, a reflection of the perceived stability of public service pension arrangements compared to those offered in the private sector. As far as transfers in from the private sector are concerned, most LGPS Pension Funds continue to accept such transfers. The current public sector transfer club and the rules of the LGPS make it relatively straightforward for staff transferring within the public sector or within local government to transfer their accrued pension rights, which might be perceived as an aid to labour market mobility. However, because the LGPS is currently a final salary Defined Benefit scheme, public sector transfer club and inter-local government transfers generate a pension cost to the new employer (in consequence of the salary in the new job usually being higher than that in the former job). 
· pensions as a barrier to greater plurality of provision of public services
The Cabinet Office Statement of Practice (or COSOP): Staff Transfers in the Public Sector, issued in January 2000, and the Annex to it, A Fair Deal for Staff Pensions
 laid down a framework governing all public sector outsourcings. This framework included the principle that there should be appropriate arrangements to protect occupational pensions of staff who were transferred as part of the outsourcing. 
The Statement of Practice is not directly applicable to local government.  However, the Code of Practice on Workforce Matters in Local Authority Service Contracts which was contained in Annex D of Circular 03/2003 (Local Government Act 1999: Part 1 Best Value and Performance Improvement) issued by Communities and Local Government in 2003 specifically states that Local Authorities will apply the principles set out in the Statement of Practice and, since 1 October 2007, parts of the Statement of Practice have been given statutory footing. The Best Value Authorities Staff Transfers (Pensions) Direction 2007 issued under section 101 of the Local Government Act 2003 brought into operation section 102 of that Act confirming the requirements for the protection of the occupational pensions of the transferring staff.  The Direction applies to best value authorities in England (and the police authorities in Wales). It applies to such bodies when letting or re‑letting service contracts on or after 1 October 2007 (to contractors or to the third sector).

The Direction requires that transferring Local Authority employees must be offered secure pension protection. Pension protection is secured if, after transfer, the transferring employee has a right to acquire pension future benefits and those rights are the same as, or broadly comparable to, or better than those that the transferring employee had when he was an employee of the Local Authority.  This can be either via the contractor entering into an admission agreement with the LGPS so that the transferring staff can remain in the LGPS or by the contractor providing a scheme for the transferring staff that is certified by an actuary as being broadly comparable to the LGPS. 
In this respect, the LGPS is far more open than other public service pension schemes which generally do not permit staff transferred to contractors to continue to participate in the scheme for the duration of the outsourced contract. 

The effect of the Statement of Practice and its Annex (A Fair Deal for Staff Pensions) and, for best value authorities, the Directions Order is that the ongoing pension rights of staff transferred from the public sector to the private sector are better protected than those of staff involved in private sector to private sector transfers. In the latter types of transfer, transferred employees are covered by sections 257 and 258 of the Pensions Act 2004 together with the Transfer of Employment (Pension Protection) Regulations 2005 SI 2005/649.  These protect the pension position of employees who are involved in a business transfer when the TUPE regulations apply by placing a duty on the new employer to offer either membership of an occupational pension scheme or a stakeholder arrangement as follows:

EITHER 


(a) an Occupational Pension Scheme, being either:

(i)       
a money purchase scheme with the employer matching employee contributions up to 6% of basic pay; or

(ii)      
a non-money purchase scheme (generally a final salary or cash balance scheme) providing either:

-
a final salary scheme that meets the "reference scheme test" for contracting out of the state second pension (generally providing a pension of 1/80 of contracted-out earnings for each year plus provisions for spouses); or

-
a scheme that matches employee contributions up to 6% of basic pay; or

-
a scheme that entitles members to benefits worth at least six per cent of pensionable pay (defined in the schemes rules as the pay that is used to determine the amount of contributions and benefits) per annum, plus the value of the employees' own contributions (and in this case, employees cannot be required to contribute in excess of 6% of pensionable pay per annum).
OR
(b) a Stakeholder Pension Scheme that matches employee contributions up to 6% of basic pay.

The effect of removing “Fair Deal” and the Directions Order and moving to the position that applies in the case of private sector to private sector transfers would be that contract prices could be lowered and contractors would not be faced with potentially having different pension arrangements for different groups of staff. Additionally, it may be that the pool of potential bidders would widen (as those that had previously been deterred from bidding due to the pension implications would now enter the fray). However, there would be some significant downsides e.g. :

· industrial relations would suffer and it would be more difficult to “sell” the transfer to affected staff
· in-house local authority bids would be at a disadvantage as contractors would be able to factor lower pension costs into their bids (whereas the in-house bidder would have to offer the higher cost LGPS). This would create an uneven playing field

· a worsening of pension provision (to, say, a Stakeholder Pension Scheme, with matching employee contributions up to 6% of basic pay) would have long term consequences for the staff involved and for the tax payer if the result were ultimately to be an increased reliance on State (means tested) welfare benefits
· the needs of public service employers in terms of recruitment and retention
Local government needs to attract and retain the calibre of staff required to deliver high quality, effective services. A pension scheme, as part of the total pay and rewards package, has a role to play and needs to be attractive and affordable to prospective and current employees whilst at the same time remaining affordable and sustainable. This ties in with the Local Government Workforce Strategy
 which says that the broad aim for local government employers should be to have local pay and reward structures that help to recruit, retain and motivate the best people, whilst controlling employment costs to reflect budgetary and efficiency requirements. 
Local authorities highly value the provision of a pension scheme to their workforce and employees who appreciate the value of their pension scheme may be less likely to move to a new job offering lesser provision. Retaining staff leads not only to the retention of valuable knowledge and skills within the organisation, but also to savings on such items as recruitment and training, and avoidance of the disruption to other staff and service users that tends to follow the departure of an experienced member of staff. 
At a series of events hosted by regional employer organisations at the end of 2009 the attendees were asked “How important is the pension scheme to local government employers as part of the total pay and rewards package?”

Answers provided included:
· a pension scheme is useful in terms of the overall reward package that can be offered to potential recruits (though perhaps not upper in many prospective employees’ minds when applying for a job) and is particularly valuable as a retention tool; but younger employees do not appear to value it as much as older employees, and to be attractive to employees it needs to be affordable and offer benefits that employees want;
· a scheme has a wider economic function (i.e. it provides benefits for old age, removes people from means tested benefits, pensioner spending aids the local economy, the correlation between higher income and better health reduces costs to NHS, etc);
· many authorities still wish to take a paternal view, i.e. seek to ensure the longer term welfare of employees;
· if there was no scheme, or a low benefit scheme, older employees may be less inclined to retire, leading to an increase in capability / ill health dismissals. A reasonable scheme enables employees to retire with dignity;
· if there was no scheme (or a low cost / low benefit scheme), there would be no new (or reduced) incoming contributions to help pay the pensions of existing pensioners. The current positive cash-flow in the LGPS Funds (i.e. more contributions coming in than benefits being paid out) would cease (or diminish), resulting in the Pension Funds becoming mature. This would lead to a change in investment strategy and, eventually, the crystallisation of the Pension Fund deficits, which in turn would result in the selling off of Pension Fund assets and / or increased employer contributions to fund the Fund deficits. 

As already mentioned, despite the importance of a pension scheme as part of the employment package that can be offered, there are those for whom even the current LGPS, as good as it is, is not seen as an attractive proposition (mainly part-time female employees and younger employees). Of course, depending on the level of a person's earnings
 and career path / working pattern, deciding not to join the LGPS might be a reasonable decision
. The employee could rely instead on the State Second Pension and the Pension Credit. If earners in a household have had a low lifetime income, retirement saving may simply be an inappropriate activity for them because current consumption needs will be a very high proportion of their current income leaving little, if any, money to commit to savings. Means-tested benefits will replace a large proportion of earned income when the earners retire and the Institute of Fiscal Studies has commented
 that, in this situation, a reliance on government-provided retirement income may well be a rational decision. This point has even been recognised in the past by the DWP when they pointed out that “those on moderate incomes [should] identify their financial priorities and [only] save where it seems sensible to do so.” 
 
· the need to ensure that future provision is fair across the workforce
It is argued that the current final salary Defined Benefit pension scheme disproportionately benefits a minority of the workforce. This is because a final salary Defined Benefit scheme tends to benefit longer serving career staff with higher earning growth (via increments and promotions) compared to the majority of the local government workforce (who tend to be shorter-serving, part-time and female).

When we consulted employers on this matter back in 2006 the overwhelming view from employers at that time was that the LGPS should remain a final salary scheme as such a scheme rewarded the employees authorities most wished to attract and retain, e.g. career employees, high fliers, professional staff, staff in hard to recruit to roles.

At the series of events hosted by regional employer organisations at the end of 2009 there appeared to have been a shift in this position. Whilst authorities still wish to be able to attract and retain such staff, the view expressed by many of the attendees at the regional events was that the core scheme should be designed to benefit the majority of employees (most of whom are lower paid, part-time females, and many of whom have short term careers in local government). Something other than a final salary scheme - for example a career average scheme which, by its very nature, addresses the inequalities of a final salary scheme - might meet the needs of the majority of the current workforce better than the present scheme (which was originally designed in 1922 for a different category of staff i.e. full-time, predominantly male officers with a full career in local government). If so, this would tie in with one of the Commission’s objectives of seeking to ensure that future pension provision is fair across the workforce. 

Attendees at the regional events also made two other observations:
(i) the pension element of the remuneration package should not be looked at in isolation from the rest of the total reward package. Whilst a final salary scheme may be said to benefit career employees / high fliers / professional staff, it is claimed that the pay for this group of staff is lower than that of their equivalents in the private sector. Whereas a career average scheme might benefit the rest of the workforce, it is claimed their pay is higher than that of their equivalents in the private sector. So, a final salary scheme might still be appropriate for the former group to compensate for their lower relative pay;

(ii) different authorities have different employee profiles. Some have a broad range of employees, whilst others have outsourced much of the front line delivery functions, leaving a core of professional / managerial staff. So, whilst a career average scheme might be attractive to the first type of authority and the majority of their staff, it might not look as attractive from a recruitment and retention point of view to the second type of authority and their staff.     

It should be noted, however, that as mentioned by the Institute of Fiscal Studies in their 2010 Election Briefing Note 16
, “establishing whether the total remuneration of ‘comparable’ workers is actually higher or lower in the public sector than the private sector is extremely difficult – see Bozio and Johnson (2010) for a discussion
”. However, we are more than willing to engage with the Commission to explore this matter further.

· how risk should be shared between the taxpayer and employee
The future service costs for the LGPS which are to be met by councils (net of employee contributions) are, as stated earlier in this response, between 12 and 14 per cent of pensionable salary. 

It might be anticipated, however, that some increase in the future service cost of the LGPS may emerge at future valuations. Two possible causes of this may be further mortality improvements being factored in to the actuarial assumptions made at valuations, and also possible upwards age drift in the membership leading to an increase in the average cost of future service benefits as a proportion of payroll. Taken together these effects might lead over time to an increase in future service costs for the scheme. 

Many authorities are, of course, currently paying more than this. The average employer contribution rate to the LGPS is 18% but some employers are paying considerably more than this. The contributions over and above the future service cost are to cover the underfunding of benefits that have already accrued. The underfunding results from a variety of factors, including:

· reducing investment returns (compared, historically, to the unusually high returns for 20 years up to 1998) as a result of equity underperformance and falling real yields (net of inflation) on long dated Government bonds

· the demographics of the Scheme membership i.e. an increasing average age of the scheme members

· the increasing longevity of scheme members
 

· an underestimate of future service costs in previous valuations leading at subsequent valuations to past service underfunding 
· the 75% funding regime in force between 1990 and 1993 during which time some Funds paid much reduced or zero contributions which, whilst having a beneficial effect at the time on the level of Community Charge, meant that those Funds missed out on some of the best investment returns in recent years and, in consequence, subsequently had to play “catch-up” 

· the removal in 1997 of Advanced Corporation Tax credits 

· the gradual maturation of the Funds i.e. as the proportion of deferred / pensioner members to active members gradually increases over time (which is exacerbated when staff are outsourced to contractors and not kept in the LGPS). 
It must be recognised, however, that the underfunding cost has to be met regardless of any future changes to the scheme as the benefits in respect of the past service have already been promised.
The overall cost of the scheme also needs to be put into some context. The current underlying rate for future service, as opposed to the overall rate necessary to also cover past underfunding, is not significantly higher than in the past, bearing in mind that the Funds have absorbed meeting the cost of Pensions Increase (which prior to 1 April 1990 used to be charged to the rate fund) and have, since, 1972, also had to provide preserved benefits for early leavers (which the scheme did not have to prior to that date). Additionally, the scheme has, over the years, been opened up to part-time and casual employees to ensure there is no direct or indirect sex discrimination. This led to a significant increase in the number of employees joining the Scheme with the consequential need for employer contributions to be paid into the Scheme for those employees. 

Having said all of that, the LGA has received feedback which indicates that the current levels of employers’ contribution rates are a major issue for authorities in the current economic climate.

The LGA position when the LGPS was being reviewed in 2006, a position that was supported by 73% of employers who responded to a survey, was that in the initial design of a new-look LGPS the employers’ contribution rate for future service should be no more than 13%.
As to how risk should be shared between the taxpayer and employee there are various options which may be summarised as follows:
Cost sharing arrangement

Under such an arrangement the cost of any increases in the cost of a Defined Benefit scheme are shared between employees and employers. This could be subject to a limit (cap) on the level of the employer contribution. It would be necessary to define whether all, or only some, of the items that could result in increases in pension costs are to be shared and, if only some, which elements are not to be shared but are to be met wholly by the employer or wholly by the employee. Of the elements to be shared it would be necessary to decide in what proportions the costs are to be shared (e.g. 50/50 or 60/40) and whether each of the elements that impact on costs would be shared in the same proportions. The LGPS already contains a cap and share mechanism whereby any underlying increase in the cost of the scheme going forward can be shared between employees and employers up to a certain level, with increases above that level all falling on employees
. Previously, employees had met none of any additional costs. 
Linking the scheme’s normal pension age to the state pension age

At the present time, the normal pension age in the LGPS is age 65. However, longevity risk could be better managed by linking the scheme’s normal pension age to the state pension age for men. Currently, the state pension age is set to rise to 66 between 2024 and 2026, then rise by 1 year in each subsequent decade until reaching 68 in 2046. The government is already considering bringing forward the increase to 66 from as early as 2016 for men and 2020 for women. Any rise in the LGPS normal pension age would only be applied to active scheme members. It is difficult to see how any such change could be applied to deferred pensioner members. Additionally, a condition for raising the LGPS normal pension age beyond age 65 would be that the default retirement age of 65 should also be removed, as having a LGPS normal pension age of, say, 66 whilst retaining a default retirement age of 65 (i.e. the age at which an employer can bring a contract of employment to an end) would inevitably lead to difficulties. We note that the government intends to phase out the default retirement age from April 2011, with transitional arrangements applying until 1 October 2011 where retirements have already been initiated. 
Move to a Defined Contribution scheme
The fundamental difference between providing benefits on a Defined Contribution basis as opposed to a Defined Benefit basis is that the member, not the employer, bears the investment, annuitisation and longevity risks. The ultimate benefits are unknown and uncertain. Risk is a matter that lower earners are less likely to be able to ameliorate in other ways than high earners. 
Move to a Cash Balance scheme
Under a cash balance scheme risk is generally borne by the employer during employment but post employment risk is passed to scheme member.
Move to a Hybrid scheme
The degree to which risk will be borne by employers and employees in a Hybrid scheme will reflect the relative mix and characteristics of the component parts of the Hybrid scheme. 
Each of the various types of pension arrangement, and the merits of each, are discussed in more detail in Annexes B and C to this letter. 
· which organisations should have access to public service schemes
Local government is changing, with greater devolution to schools, the transfer and outsourcing of work to the private sector, more partnership working and the growing movement of employees between parts of the public sector. The LGPS is a broad church with several thousand participating employers. These range from large authorities, to small Parish Councils, and include a whole range of public bodies, educational establishments, charities and contractors undertaking a function outsourced by a best value authority. The government's opening up of the LGPS to contractors thereby making it an industry wide scheme has been welcomed and the CBI has expressed the view that this is a model that other public service pension schemes should follow
. This has helped to keep a broad active member base at a time when the core of what local government delivers directly is diminishing. 

If the LGPS were in the future to become a scheme for local authorities only (apart from those employers already participating in the scheme), there would be some minor advantages e.g. : 


· the Scheme would be simpler to administer (due to the smaller number and types of employer);
· problems associated with Community Admission Bodies (where they struggle to meet the employer contributions or, worse, cease to trade) would be overcome.

but there would be considerable downsides e.g. :


· the size of the scheme’s customer base would diminish, leading to a loss of potential contributors who are the lifeblood of a scheme and to the increased maturity of the Funds (with adverse consequences for ongoing employer contribution rates);
· there would be consequential industrial relations issues when outsourcing a function, as transferred staff would no longer be eligible for continued participation in the LGPS via an admission agreement and, if transferred staff had to be provided with a broadly comparable scheme (but the contractor did not have the option of access to LGPS) this could limit the range of contractors potentially willing to bid.  
The LGPS should, therefore, continue (as now) to be available to a broad range of employers. However, mechanisms need to be further developed to protect the LGPS Funds from employers who cease (for whatever reason) to participate in the scheme from walking away from any underfunding liabilities. Communities and Local Government are already undertaking a consultation on this to determine what, if any, changes to the scheme are necessary to provide appropriate and adequate protections.

· implementation and transitional arrangements for any recommendations
Should the government, as a result of the Commission’s findings, implement new pension arrangement, one of the key issues that will need to be addressed is whether the new arrangements will be applied to all existing active scheme members (for future benefit accrual), or only to new scheme members. 

The advantages of applying any new pension arrangements to new staff only might be summarised as follows:


· existing active members will have based their retirement expectations / calculations on the current scheme arrangements and so it might be appropriate to allow them to continue in that scheme (with the option to move to the new scheme arrangements if they so wished for future service), and
· moving existing active members to the new scheme arrangements could act as a disincentive for retention of staff (if the new scheme arrangements were to provide significantly poorer benefits).

Conversely, the disadvantages of applying any new scheme arrangements to new staff only would be:


· any savings would take more time to come through,

· there would be a two tier workforce and intergenerational subsidy,

· the pension issues when a function is outsourced would be even more complex (with contractors having to deal with staff on two different sets of benefit provisions).

A half-way house would be to provide transitional arrangements such that, for example, those active members close to normal retirement age could remain subject to the current scheme arrangements (but perhaps only if prepared to pay additional contributions for the benefit of doing so). The difficulty with such an approach is that it is potentially divisive and can create cliff edges (i.e. those over a certain age are protected whilst those under that age are not).

As part of any implementation and transitional arrangements it will be necessary to define exactly what is meant by the commitment to protect existing rights. For example:

(i) 
if the LGPS were to move from being a final salary Defined Benefit scheme to some other type of pension arrangement, would the benefits accrued up to the point of change be treated as:

- 
a deferred benefit which would increase each year thereafter in line with CPI, or

-
a type of deferred benefit which would increase each year until leaving in line with that individual’s rise in pensionable pay and after leaving in line with CPI?

(ii) if there was a change in the Scheme’s normal pension age, would the benefits accrued up to the point of change still be payable / accessible at that age or only from the new normal pension age?
(iii) would the current transitional protections in the LGPS relating to what is termed the “85 year rule”, and which in the present scheme provide transitional protection for some members through to 2020, only apply to benefits accrued in respect of membership under the current pension scheme arrangements or would they continue to apply to benefits accruing in respect of membership under the new pension scheme arrangements?

(iv) alternatively, would the accrued rights of existing active members simply be valued and that value be used to purchase the members an actuarially equivalent value of benefits in the new scheme? 
Whilst these are matters of detail they will be of vital importance to scheme members and hence will need to be resolved as and when decisions about the future direction of the LGPS are taken.

· wider Government policy to encourage adequate saving for retirement and longer working lives
The public service pension schemes have their part to play in the government’s objective of ensuring adequate saving for retirement and longer working lives. 

As has already been alluded to, if public service pension provision were to be significantly reduced there would be considerable knock-on effects for the State in the years to come. Reducing public expenditure in one area (public service pensions) may, in the longer term, simply add to costs in other areas funded by the public purse.

Options for change – short term actions
The Independent Public Service Pensions Commission has asked for thoughts on immediate actions that could potentially be taken to deliver savings within the spending review period.

As a sector we are ready to embrace change in order to make the scheme relevant, affordable and sustainable for the long term. To do this we need to address the benefit structure, normal retirement date and / or employee contribution rates.
In the short-term there are a number of possible actions that could be taken, namely:

· changing the method of indexation of pensions and deferred pensions

· implementing cost cap and share
· changing the scheme’s normal pension age

· changing the employees’ contribution rate

· capping pensionable pay 

Each of these is considered below.
We have not commented on changing the scheme’s accrual rate as this is felt to be something for consideration when the longer term design of the scheme is considered.
Change the method of indexation of pensions and deferred pensions

The government has already decided to change the method of increasing pensions and deferred pension from April 2011 onwards from the rise in the Retail Prices Index (RPI) to the rise in the Consumer Prices Index (CPI). This is to be welcomed as:

· it is estimated the change will reduce long term liabilities by up to 10% and

· it addresses some of the intergenerational inequities by ensuring savings will be derived across the whole of the scheme membership (active members, pensioners and deferred pensioners) rather than just from current active members. 

Implement cost cap and share
The LGPS already contains a cost cap and share mechanism whereby any underlying increase in the cost of the scheme going forward can be shared between employees and employers up to a certain level, with increases above that level all falling on employees. Previously, employees had met none of any additional costs. Decisions on cost sharing will be taken in late 2010 / early 2011 once the outcomes from the current 2010 valuations of the Funds are known
. 

Change the scheme’s normal pension age

The normal pension age in the LGPS is age 65. The scheme could be amended to tie the normal pension age to the state pension age for men. Currently, the state pension age is set to rise to 66 between 2024 and 2026, then rise by 1 year in each subsequent decade until reaching 68 in 2046. The government is already considering bringing forward the increase to 66 from as early as 2016 for men and 2020 for women. It would seem sensible to link the LGPS normal pension age to the state pension age (something which, one assumes, it is likely the private sector will do). Any rise in the LGPS normal pension age would only be applied to active scheme members. It is difficult to see how any such change could be applied to deferred pensioner members. Additionally, a condition for raising the LGPS normal pension age beyond age 65 would be that the default retirement age of 65 should also be removed, as having a LGPS normal pension age of, say, 66 whilst retaining a default retirement age of 65 (i.e. the age at which an employer can bring a contract of employment to an end) would inevitably lead to difficulties. We note that the government intends to phase out the default retirement age from April 2011, with transitional arrangements applying until 1 October 2011 where retirements have already been initiated. 
In the longer term, consideration should be given to whether to increase the earliest voluntary retirement age (currently age 60 in the LGPS) and whether primary legislation should be amended to remove the right to unreduced pension benefits upon redundancy or business efficiency retirement at age 50/55 (subject to consideration being given to the protection of accrued rights of existing members). Benefits payable on redundancy / efficiency retirement prior to Normal Retirement Date could be payable at the employee’s choice, at an actuarially reduced rate, with the option for the employer to waive or reduce the actuarial reduction at their discretion. The cost of any such waiver or reduction would be met by the employer. 

Change the employees’ contribution rate

The employee contribution rate could be amended. Currently, employees in England and Wales (and in Northern Ireland)
 pay the following contribution rate:

The employee contribution rates could be increased. However, given that local government employees received no pay award for 2010/11 and the government’s pay policy could mean no award for 2011/12 and possibly 2012/13, an increase in contributions would represent a real reduction in net take home pay. At a time when many employees are facing ever tightening financial constraints an increase in the employee contribution rate could result in a number of employees deciding to opt out of the LGPS (thereby increasing their take home pay). This would have immediate consequences on the cash flow for LGPS Funds and longer term consequences for the government (as these employees would not then be making adequate provision for their old age).  The government could consider only increasing the contribution rate for high earners, say those over £75,000, but that would:

a) not generate much additional income to the Funds, due to the relatively small number of scheme members affected, and

b) be divisive e.g. those earning less than £21,000 might receive a £250 pay rise and no increase in pension contributions whilst higher paid staff get no pay rise plus an increase in the deduction for their pension contributions.

We would not, therefore, recommend increasing the employee contribution rate at this particular point in time.

One of the longer term concerns about increasing the employees’ contribution rates is that the Unions could subsequently seek to claw this back through the pay negotiation machinery. If this were achieved, any resulting increase in pay would prove costly, particularly as employer’s pension and National Insurance contributions would be due on any such additional pay. 

Cap pensionable pay 

Pensionable pay for Defined Benefits could be capped which, in fact, was the case until HMRC rules were changed. If the cap were set at, say, £75,000 then, after 40 years in the current scheme, the employee would have built up a pension of 40/60ths of £75,000 = £50,000. It would seem sensible to increase any such pensionable pay cap each year in line with an appropriate index. It should be noted that the old HMRC earnings cap for 2009/10 was £123,600.
If a cap were introduced, then those already earning greater than the cap would only pay contributions on earnings up to the cap in the future. The benefits they have already accrued, for which they had paid contributions on pay above the cap, would need to be protected. There are a number of ways of achieving this, but the simplest method would be to use an approach that the LGPS has adopted in the past of adjusting the accrued membership. For example, if an employee is earning £90,000 at the point of the change and has accrued 5 years membership in the scheme (5/60 x £90,000 = £7,500) his or her accrued membership would be increased to 6 years (generating a pension of 6/60 x the new pay cap figure of £75,000 = £7,500).

Capping pensionable pay would be preferable to capping the actual amount of pension payable at, say, £50,000. Capping the amount of pension payable would mean that different employees would reach the pension cap after different lengths of service e.g. someone on £100,000 would reach that level after 30 years (30/60 x £100,000) whereas someone on £200,000 would reach it after 15 years (15/60 x £200,000). This is not a sensible way to proceed. It would mean that highly paid public sector workers would no longer wish to remain in the LGPS once their pension entitlement reaches £50,000 a year. The value of their overall remuneration package would then drop (as they would be accruing no further pension and the employer would not be contributing any contributions on their behalf to a pension scheme). Assuming that this is not then compensated for by an increase in pay (and thereby negating any point of such a reform) it would create a sharp cliff edge in the remuneration package at this point. This could make negotiations about the remuneration package of higher paid people much more complicated depending on their length of service. 

If pensionable pay for Defined Benefits were to be capped a decision would need to be taken about whether it should be left solely to the employee to make pension provision on the excess pay (e.g. by paying into an Additional Voluntary Contribution arrangement) or whether benefits above the capped pensionable pay should be on a Defined Contribution basis, with the employer and employee both making a contribution. The latter approach would reduce the cost to employers and liabilities compared to the current scheme but by less than if the employee was left to make sole pension provision on the excess pay. 

Relatively, capping pensionable pay would not deliver much in the way of savings as only a very small proportion of the workforce are high earners. 
General 

If any immediate changes are introduced the government should seek to ensure that the savings from these are reflected in the employer contribution rates resulting from the 2010 Fund valuations
. The new employer rates from these will operate from 1 April 2011
. Of course, if changes are not made in time to affect the employer rates from 1 April 2011 the government could legislate to permit an adjustment to the employer rates from 1 April 2012
.

Options for change – objectives to guide public sector pensions in future 

The Commission has asked for thoughts on the objectives that should guide public service pension provision in the future.

The National Association of Pension Funds (NAPF) has put forward a list of seven key principles for public sector pension reform, namely:

1. Fit for purpose: public sector pensions should be an integral part of pay and reward and support the recruitment and retention of staff needed to deliver vital public services.
2. Adequacy: public sector pensions should not be ‘dumbed down’ but must continue to provide good standard of living in retirement. 
3. Affordability: public sector pensions must be affordable in the long term.  The scheme should be designed to meet changing circumstances and ensure intergenerational equity. 
4. Transparency: the costs of public sector pensions must be clear and transparent.  
5. Shared responsibility and risk: the employer and employee should share the burden of contributions and the risks of costs increasing
. 
6. Quality and efficiency: public sector schemes should demonstrate efficient administration and high-quality governance.  
7. Mobility: public sector pensions should not put up barriers between the public and private sector workforces, which might make the UK workforce and economy less flexible. 

To these we might add:
8. Simplicity: public sector pensions should be simple for employers and employees to understand and simple to administer. 
9. Timeliness: changes to public sector pension schemes should be made in a timely manner with enough lead in time for detailed discussion and consultation on new scheme regulations, for relevant actuarial guidance to be produced, for adequate communication with the scheme membership, and for systems to be amended.
10. Funding: the LGPS should remain a funded scheme.
11. Role: the role of the public sector pension schemes in delivering, in conjunction with the state pension and any other pension benefits an employee may have, an adequate pension in retirement must be considered, as must the effects on other parts of the State in consequence of any changes to public sector pensions (e.g. impact on means tested benefits, provision of health, welfare and social care services).
In addition, consideration will need to be given to the following:

12. Target pension / accrual rate: irrespective of what the future vehicle for public sector pension schemes is, consideration will need to be given to what the target level of pension / accrual rate should be. For example, under the LGPS the current accrual rate means that an employee, after 40 years of membership, would have a pension equal to 2/3rds of pay (40/60ths). Given that a full working life in the future will be 50 years (i.e. age 18 to age 68) should the accrual rate be 75ths (as 50/75ths would again generate a pension of 2/3rds of pay)? 
Is a target of 2/3rds pay reasonable or is a target of half pay more reasonable given that, once the state pension is added, most workers after a full career would receive total income from the LGPS and the state of more than half pay? For low earners their total retirement income could, indeed, be nearer full pay. 
We recognise, of course, that most local government workers do not have a full 40 year career in local government and the average annual LGPS pension of £4,044 as at March 2009 reflects this fact. Nevertheless, for lower paid workers, an annual LGPS pension of £4,044 when added to the basic state pension and any other pension savings they may have would represent a reasonable proportion of pre-retirement income. The local government earnings survey
 for 2008/09 showed that the median FTE pay rates for local government in England and Wales was as shown below:
	
	Full-time
	Part-time
	Total

	Basic Pay Female
	£22,200
	£15,265
	£16,572

	Basic Pay Male
	£23,472
	£15,626
	£21,102

	Basic Pay Total (Male & Female)
	£22,732
	£15,292
	£17,182

	Gross Pay Female
	£22,732
	£15,526
	£16,889

	Gross Pay Male
	£23,942
	£15,993
	£21,626

	Gross Pay Total

(Male and Female) 
	£23,187
	£15,570
	£17,652


So, if pre retirement income was £17,652 (100%), the combined average LGPS pension of £4,044 (22.9%) and full basic state pension for a single person at April 2009 of £4,953 (28.1%) would produce gross retirement income of 51% of pre-retirement gross income. We recognise, of course, that pre-retirement income is likely to be higher than the median FTE pay rates, but the above is merely meant to act as an example of why consideration needs to be given to the pension accrual rate and target level of pension.
13. Contracting-out: would there be any financial and / or administrative benefit to the LGPS (or the other public service pension schemes) in ceasing to be contracted-out of the State Second Pension (S2P)?
14. Multiplicity of pension arrangements: the question has been raised by some as to whether it is necessary to have a multiplicity of pension schemes in the public sector. For example, would there be merit in considering a single set of scheme rules governing employees in the civil service, NHS, local government and teaching? This would negate the problems currently encountered with transfers (and particularly TUPE transfers) between the various parts of the public sector. Those working in local government could be in the funded section of the scheme, whilst those working in other sectors could be in the unfunded section of the scheme. The pros and cons would need careful investigation and consideration, particularly given that the employers are separate employers with a diversity of employment types and the LGPS, unlike the other schemes, is a funded scheme.  
If separate schemes are to be maintained, thought should be given to how best the transfer of staff from one public service pension scheme to another following a machinery of government change could be simplified. At the present time, the receiving scheme often has to be amended to build in protections that are to be applied to the transferring staff in order to reflect differences between the sending scheme and the receiving scheme. This leads to overly complicated pension arrangements which could be overcome if, for example:
a) the transferred staff were allowed to continue contributing to their original scheme, or

b) the receiving scheme was permitted to buy-out the differences.
15. Combined administration and combined funds: at the present time there are 89 LGPS Funds in England and Wales, 11 in Scotland and 1 in Northern Ireland, each of which is responsible for the management and investment of its pension fund and for the administration of the scheme (i.e. maintenance of pension records, payment of pension benefits, etc). Consideration should be given to the effectiveness of this model or whether there are benefits / disadvantages to alternative models. 
For example, what would be the benefits / disadvantages of consolidating the pension scheme administration into a single administering body, or a number of, say, regional administering authorities?   

 

In general terms, the pros and cons of this would be:
 
Pros
 

- 
economies of scale e.g. on printing costs, system costs, central overhead costs, etc
- 
reduction in committee member costs (due to reduction from current 100 separate pension committees, pensions advisory committees, etc)
- 
big reduction in number of separate policies required (each of the 100 funds currently has to have policy /strategy documents on such matters as governance compliance statement, funding strategy statement, pensions administration strategy, communication policy, abatement of pensions policy, etc) 
- 
greater strength in contract bargaining e.g. for computerised pensions administration system

- 
standardisation e.g. use of a standard pensions administration system, standard pensions payroll system, standard forms and procedures, consistency in approach to accounting for administration costs, consistency of approach in interpretation and application of the pensions regulations, standardisation of information provided to scheme members and employers
- 
greater technical specialism
- 
more able to cope with workflow peaks and troughs (smaller pension sections may struggle to cope with workflow peaks and also with loss of experienced staff)  
- 
easier collation of national data (currently data has to be obtained from 100 different administering authorities)
- 
some reduction in administration (e.g. if there was a single administering body there would be no need for much of the current paperwork involved when a scheme member transfers from one Fund to another Fund)
- 
more independent of county council / London Borough i.e. would likely be set up based on the South Yorkshire Pension Fund or London Pension Fund model where they do not sit within / form a function of a County Council or London Borough but are separate bodies with a sole remit to administer the pension scheme
 

Cons
 

- 
problems with exiting from existing contractual obligations e.g. may be tied into payroll contracts, pension administration contracts, pension system contracts, etc 
- 
very large exercise in moving and collating scheme member data from various pensions administration platforms to, say, a single platform
- 
big exercise in moving and collating pensions payroll data from various pensions payroll platforms to, say, a single platform 

- 
potential (serious) loss of experienced staff (currently based in 100 administering authorities around the UK)
- 
more remote from scheme employers, scheme members, local union officials etc (would no longer simply be able to pop into the local office)
- 
loss of current knowledge of local employers’ culture and ways of working
- 
possible increase in costs compared to the cost of some of the existing administering authorities 
- 
cost savings arising from economies of scale may be offset by a need for local contacts / pensions liaison officers to maintain contact with employers and employees - similar to how the NHS scheme currently operates 
- 
what to do with Police Pension Scheme and Firefighters' Pension Scheme administration where this is currently undertaken by the LGPS administering authority
 

The benefits / disadvantages of consolidating the Pension Funds into a single Fund or, say, a number of optimum sized Funds might be as follows:

 

Pros
 

- 
economies of scale and greater strength in contract bargaining e.g. for actuarial services, fund management charges, etc 
- opportunities to use investment vehicles that may not be available to smaller Funds
- 
potentially, could employ in house investment team whose costs could be less than the costs incurred on outsourcing to external fund managers

- 
increased clout when voting at company AGMs etc 

 

Cons
 

-  issues with exiting from existing contractual obligations e.g. may be tied into actuarial and fund management contracts, etc 

-  loss of link between elected members sitting on Pensions Committee and local voters (e.g. if current Committee members make decisions resulting in increased employer contributions and hence rises in local council tax, local voters can choose not to vote for them at the next local election but where would this link be if the Funds were at regional or national level)
-
local councillors may not be able to influence decisions taken by the Fund. Thus, decisions taken at regional or national level could impact on local council tax but with the local councillors not having control over the decisions taken by a regional or national Fund
-  a national or regional fund could have a major impact on a company or sector if it decided to stop investing in that company or sector
- size of membership of the Pensions Committee could become unwieldy

Overall, consolidating the pension scheme administration and / or the Pension Funds may not be the most effective way forward and there are other options that might be more usefully explored such as partnership working and / or centralising certain functions that might best be undertaken by a single unit e.g. production of standard literature / guides / communication materials, interpretation of the scheme rules, etc. Partnership working will have many of the advantages and less of the disadvantages shown above. Partnership working is already being explored in detail in Wales and in Scotland and by some administering authorities in England.
Annex A – basic data comparing LGPS for England and Wales with other standard accrual public sector pension schemes
Comparative costs for the standard accrual public sector pension schemes:

	 
	Underlying  future service cost (inclusive of employee contribution rate)
	Employee contribution rate

	LGPS - Existing Members
	20.6%
	5.5%-7.5%

	LGPS - New Entrants
	18.2%
	5.5%-7.5%

	NHS – Existing Members
	22%
	5%-8.5%

	NHS – New Entrants
	19%
	5%-8.5%

	Teachers – Existing members
	22%
	6.4%

	Teachers – New Entrants
	19%
	6.4%

	Civil Service – Existing Members
	28%
	1.5%-3.5%

	Civil Service – New Entrants
	21%
	3.5%


Comparative normal retirement age (NRA):

	 
	NRA

	LGPS - Existing Members
	65

	LGPS - New Entrants
	65

	NHS – Existing Members
	60

	NHS – New Entrants
	65

	Teachers – Existing members
	60

	Teachers – New Entrants
	65

	Civil Service – Existing Members
	60

	Civil Service – New Entrants
	65


Type of scheme:
	LGPS - Existing Members
	Final salary for employees; CARE scheme for councillors

	LGPS - New Entrants
	Final salary for employees; CARE scheme for councillors

	NHS – Existing Members
	CARE* scheme for dental and general practitioners; 
Final salary for all other NHS employees

	NHS – New Entrants
	CARE* scheme for dental and general practitioners; 
Final salary for all other NHS employees

	Teachers – Existing members
	Final salary

	Teachers – New Entrants
	Final salary

	Civil Service – Existing Members
	Final salary

	Civil Service – New Entrants
	CARE* scheme


* Career Average Revalued Earnings 
Annex B - brief explanation of types of pension scheme design

Types of scheme

The graphs below provide a pictorial view of the balance between:

a) the employee benefit certainty but high employer cost risk associated with a final salary scheme,  

b) the employer cost certainty but high employee benefit risk associated with a defined contribution (money purchase) scheme, and

c) the various options in between 
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Final Salary Defined Benefit Scheme

The LGPS is currently a final salary Defined Benefit scheme. Benefits under the scheme are guaranteed. Scheme members are provided with a pension of 1/60th (the “accrual rate”) of their final salary for each year of membership in the scheme. So, for example, after 40 years of membership the member would receive a pension of 40/60ths (2/3rds) of their final salary. They can give up some of their pension for a lump sum, with £12 lump sum being provided for each £1 of pension given up. The employees pay a variable employee contribution rate depending on their level of earnings (from 5.5% for those whose whole-time pay is less than £12,601 to 7.5% for those whose whole-time pay is £78,700 or more). 
Historically, all risk has rested with the employer who has had to pay whatever contributions are necessary (over and above the employee contributions) to meet the benefits promised under the scheme. Under the new look LGPS introduced in 2008 there is provision for a cap and share mechanism whereby any underlying increase in the cost of providing the scheme caused by, for example, increased longevity can be shared between employers and employees up to a certain level, with costs above that level being met by employees (e.g. by an increase in their contribution rate or a reduction in the benefits package).  Decisions on cost sharing will be taken once the outcomes from the current 2010 valuations of the Funds in England and Wales, and the outcomes from the 2011 valuations of the Funds in Scotland, are known. 
Career Average Revalued Earnings (CARE) Scheme


As with the current final salary scheme, this is a Defined Benefit arrangement. The difference from the current final salary scheme is that rather than the benefits being calculated by reference to the member's final salary, they would instead be calculated by reference to the average earnings over the member's whole service. The individual years' earnings are revalued in line with an index (e.g. CPI).  

To the extent that the revaluation index is less than actual earnings increases, the benefits under a CARE system, and therefore the associated costs, will tend to be lower than under a final salary scheme that has the same “accrual rate”. 


From the employees' perspective, the continuation of a Defined Benefit promise provides some certainty. Employees who have a relatively flat career structure or whose earnings fluctuate and/or fall off as retirement is approached may be relative ‘winners’. The flip side of this is that 'high flyers' would receive a significantly lower benefit under a CARE scheme than under a comparable final salary scheme.
Cash Balance

This type of arrangement can operate in a number of ways. For example, a lump sum equal to a percentage of salary for each year of service could be provided.  This lump sum would then be converted into pension at retirement. If desired, the members' accounts could be guaranteed to grow at a given rate (for example, inflation, bank base rate, etc). Other guarantees could also be given, for example, annuity conversion terms.

The scheme is essentially defined benefit in nature but the employers' risk is usually reduced. For instance, exposure to post retirement investment and longevity risks can be removed. However, the extent of reduction is dependent on the guarantees provided. For employees, the defined benefit feel to the pension promise is maintained, since they will receive a guaranteed fund at retirement, while at the same time they also have a defined cash amount accumulated, similar to defined contribution. However, unless an annuity guarantee is provided, they will be exposed to volatility in annuity rates at retirement. 

Defined Contribution Scheme

In conventional Defined Contribution schemes, member contributions, together with contributions made by employers on behalf of members, are invested in a personal account in the members’ names. At retirement the accumulated value of this personal account is used to buy an annuity (a pension) from an insurance company to secure benefits for members and their dependants. Therefore the benefits ultimately received depend on:

· the contributions paid by members and employers on their behalf

· the investment returns achieved on these contributions

· the cost of securing benefits at retirement

The fundamental difference between providing benefits on a Defined Contribution basis as opposed to a Defined Benefit basis is that the member, not the employer, bears the investment and longevity risks. The ultimate benefits are unknown and uncertain.

Employee contributions would generally be flexible, with perhaps a minimum level for all members on top of which members could opt to make additional contributions. The scheme could be designed to enable employers to pay into the scheme at whatever rate they desire, although it should be recognised that what comes out of the scheme, in terms of members’ benefits, will be directly related to what is paid in. In addition, extra costs will be incurred in funding long term ill health benefits and death benefit arrangements, which would need to be set up separately from the members’ personal accounts.

Employer contributions could be at a constant level for all members or they could vary in some way depending on, for example, age. Additionally, contributions could be set at a level that effectively targets a certain level of benefits at retirement although benefits would not be guaranteed. However, no matter how the employer contributions are structured a move to Defined Contribution scheme from a Defined Benefit scheme would lead to a reduction in the volatility of employer pension cost, with risk transferring to the members in the form of uncertainty of benefit outcome.

What would be the implications of a move to a Defined Contribution (DC) scheme across the public service pension schemes?

Let’s start with the unfunded and notionally funded public service pension schemes (teachers, NHS, police, fire, civil service, and armed forces). At the present time, the employee and employer contributions under these schemes are used to pay the pensions of existing (i.e. current) pensioners. On moving to a conventional DC scheme those contributions would, instead, be invested in an employee’s personal DC account and would no longer be available for use to pay the pensions of existing pensioners. The employers would, therefore, have to find additional money to carry on paying the pensions to the existing pensioners (and, indeed, the pensions that eventually come into payment in respect of the accrued DB rights of current contributors and current deferred pensioners when their benefits come into payment) thereby hugely increasing costs to employers in the short and medium term. This would remain the case until the liabilities for significant numbers of those with DB rights, and their surviving spouses / partners, cease i.e. upon their deaths.

The problem for the funded LGPS would, essentially, be the same. The current employee and employer contributions are used to pay the pensions of existing pensioners and there is a surplus of contribution income each year of between 4 and 5 billion pounds that is invested to help meet the liabilities for the pensions of the current contributors when they retire. On moving to a conventional DC scheme those employee and employer contributions would, instead, be invested in an employee’s personal DC account and would no longer be available for use to pay the pensions of existing pensioners or, eventually, the pensions for deferred pensioners who left with a DB benefit and the accrued DB pension element of existing employees when they retire. The effects would be: 

i) the employer contributions would have to rise and / or the LGPS Pension Funds would need to start selling assets to fund the existing pensioners (maybe at a time when stock market prices are not favourable)

ii) selling on this scale could have an adverse impact on the markets and the economy

iii) the Pension Funds would need to change their investment strategies (to more cautious investments) thereby lowering investment yields

iv) the current Pension Fund deficits would start to crystallise. There would come a point when the money in the underfunded Pension Funds to pay the existing pensioners would run out.

All of the above would mean that in the short to medium term the pension costs for employers participating in the LGPS would significantly increase.

Is there an alternative to a conventional DC scheme?

Well, yes, one could potentially set up a notional DC scheme.

How would this work?

In the unfunded / notionally funded public service pension schemes the employee and employer contributions would notionally be invested in an employee’s personal DC account but would, in practice, still be used to pay the pensions of existing pensioners. When the employee eventually retires, the scheme works out what money would have accrued
 in the employee’s personal DC account had the money actually been invested for the employee rather than having been used to pay the pensions of existing pensioners. That sum would then be used to purchase an annuity for the retiree. Of course, the downside to this is that at the point of retirement the scheme / employer would have to find a sum of money equivalent to what would have been in the employee’s personal DC account (as there is actually nothing in the account at that point in time as the money has already been used to pay existing pensions in payment). If the government wished to avoid crystallising this cost at the point of retirement it would have to deny the retiring employee the right to take his / her “pot” of money to buy an annuity on the open market but, instead, provide the retiring employee with an “in-house” annuity from the scheme (which in turn would be funded by contributions, both employee and employer, being paid to the scheme in respect of current employees).

For the funded LGPS the solution would perhaps be slightly simpler. All employee and employer contributions would, as now, be paid into the Pension Fund and the Fund would continue to be used to pay benefits to those retiring with DB benefits, those retiring with DC benefits, and those retiring with a mixture of DB and DC benefits. For retiring employees whose benefits are partly or wholly DC benefits, their DC “pot” on retirement could be worked out based on, for example, the investment returns achieved by the Pension Fund
. They could then buy an open market annuity with their “pot” or the scheme could offer an “in-house” annuity (so that the scheme would not have to pay out a crystallised sum of money at the point of retirement but, instead, spreads the pay-out over the member’s, and his / her surviving spouse’s / partner’s remaining lifetime in the form of an annuity). 

Implications

Whilst the above is plausible, there other implications that would need to be taken into account i.e. :

i) a DC scheme removes risk from employers and places all risk on employees (i.e. investment risk and annuity rate risk). Is this reasonable, or should there be a sharing of risk (which other types of pension scheme design can offer)?
ii) risk is a matter that lower earners are less likely to be able to ameliorate in other ways than high earners. 

iii) a DC scheme will not produce a reasonable level of pension unless a decent combined level of employee and employer contributions are invested (20%+). The Office for National Statistics (ONS) reports that, in 2008, the average employer contribution in the private sector to a DC occupational pension scheme was 6.1% (compared to 16.6% to private sector DB schemes) and the combined employee and employer contribution to a DC scheme was a mere 9.1%
. This means that in 20-30 years time, when many of those in DC schemes come to retire on low pensions, there will be consequential impacts for tax payers of the day e.g. there will be a tax burden to fund means tested benefits, pension credits, council tax rebates, rent rebates) and consequential impacts on the NHS (as there is a correlation between poor health and low income) and on the welfare and social care services provided by local authorities and the State. This could be exacerbated further by the fact that the majority of annuities currently purchased by workers in DC schemes are flat rate, not index-linked. These start out at a higher level than index-linked annuities but reduce in real value as the effect of inflation takes it toll. Thus, pensioners whose annuity might start above the pension credit level may, over time, fall below that level resulting in them falling back on the tax payer of the day. It does not seem desirable or appropriate for public service pension schemes to follow the approach of much of the private sector as this simply moves cost from one part of the state to another part of the state.   

iv) many local authorities would not favour a move to a DC scheme for their employees.

v) a move to a DC scheme would, we suspect, be vigorously opposed by all the public sector unions with the potential for strike action. The one thing we know is that staff highly value their pension scheme. They have been willing to accept pay freezes / pay restraint but the one matter they have taken industrial action over in recent years has been their pension arrangements.

vi) a move to a DC scheme would make working in the public sector less attractive.

vii) if a move to a DC scheme resulted in less employees deciding to join the scheme this would impact on the current positive cash flow of the LGPS Funds with consequences that have already been outlined in this letter.
Defined Benefit (DB) / Defined Contribution (DC) Hybrids


There are many ways in which such schemes can be set up and again flexible options can be built into the arrangements. They can be designed to target particular types of employees if required but all variations suffer from the drawback that it can be difficult to communicate the nature of the benefits to employees.

Nursery schemes

This type of arrangement would provide only a DC section for younger employees (say, up to age 35/40) and then provide the opportunity to switch to a DB section above that age. The DC option would also generally continue to be available for the older employees as an alternative to the DB section.

As employees reach the switch-over age, they could be allowed the 

opportunity to 'buy-back' DB service on switching to the DB section. Thought would need to be given to the terms of any switch. The terms for switching would be subject to review from time to time.

This type of arrangement would result in more stable employer costs, since the DC arrangement at lower ages would dampen the DB risks and volatility. The extent of risk reduction would ultimately depend on the employee profile (ages, turnover rates etc). Typically a lower level of benefit provision would apply under the nursery section, along with a lower level of employee contribution.

DC with DB underpin

Here, the main scheme is a DC arrangement but the benefits ultimately emerging are subject to a minimum DB guarantee. Care is needed when setting the relative levels of DB and DC benefits - if the relative level of the guarantee is too high, then the scheme is effectively almost pure DB and vice versa. The employer's risk is therefore dependent on the relative level of the underpin. Also, the investment choices available to employees need careful thought in order that the employer is not selected against, i.e. employees could potentially opt for a high risk investment strategy in the knowledge that if things went well they would benefit and if things went wrong they would still receive the minimum guarantee.

For employees, the arrangement generally has similar characteristics to a DC scheme but with the comfort of the minimum benefit guarantee. The scheme could be structured so that the DB underpin is targeted more at lower paid employees than higher paid.

DB up to a salary cap, DC on any excess

This type of scheme could work by providing DB benefits up to a maximum salary (for example £75,000
) and then providing DC benefits for salary above this cap. The risk to employers here is dependent on the level of the salary cap - a low cap will significantly reduce risks but, conversely adds more risk to the employee.

Annex C - comparative assessment of types of pension scheme design
	Scheme Feature Overview

	
	Cost
	Cost Management
	Longevity Risk
	Investment Risk
	Recruitment / Retention
	Social Aims
	Administration

	Final Salary
	Dependent upon benefit structure, retirement age, career progression / salary change patterns and employee contribution rate
	Employer cost can be partially controlled by risk sharing strategies e.g. increasing employee contributions and / or reducing the benefits package
	Can be mitigated by tying retirement ages to an exterior measure e.g. life expectancy tables  / State Pension Age
	Can be mitigated by tying contribution rates, and / or benefit structure, and / or post leaving pensions increases to investment performance
	Some doubt on its recruitment effect. May help retain longer serving staff and those who expect to have a career with promotion in local government
	Take up by lower paid may result in lower levels of state means tested benefits than under a lower quality scheme. Impedes outsourcing. Easier than other models to target a desired level of replacement of pre-retirement income
	Complex for both employers and administrators, dependent upon benefit structure

	CARE
	Dependent upon benefit structure (including accrual rate and revaluation rate), retirement age and employee contribution rate

	Employer cost can be partially controlled by risk sharing strategies e.g. increasing employee contributions and / or reducing the benefits packages
	Can be mitigated by tying retirement ages to an exterior measure e.g. life expectancy tables  / State Pension Age
	Can be mitigated by tying contribution rates, and / or benefit structure, and / or post leaving pensions increases to investment performance
	May attract people who expect shorter term employment, or who expect a flat career, or who have pay patterns that are subject to significant year on year variation
	Generally alters the balance of benefit cost, improving benefits for lower paid and shorter term employees with possible means tested benefit savings
	Complex for both employers and administrators, dependent upon benefit structure 

	Defined contribution (money purchase)
	Can be predetermined. Notes: 
- there would be higher NI contributions from the employer (and employee) as a DC scheme is unlikely to be contracted-out of the state second pension (S2P)
- depending on how the DC scheme is set up, a shift from DB to DC would mean contribution income streams could no longer be used to fund legacy benefits in old DB scheme 
	Total control of cost unless there is a target level of benefit
	Generally carried entirely by employees
	Generally carried entirely by employees
	Not perceived as a quality recruitment / retention tool
	Unless there is a target benefit level, could increase reliance on state benefits. 
Might lead to employees taking a more active interest in their pension and gives members choice as to what type of benefits they purchase on retirement e.g. an annuity with / without guaranteed increases, spouses pension, etc.
	Generally considered to be simple to administer unless there are “bolt on” additional benefits. Administration could be further complicated if there is unlimited ability for the member to swap investment vehicles

	Cash balance scheme (with money purchase end benefits)
	Dependent upon benefit structure, retirement age and employee contribution rate
	Risk with employer during employment but post employment risk is passed to scheme member
	Employer borne during employment but post employment risk is passed to scheme member
	Employer borne during employment but post employment risk is passed to scheme member
	New pension type so difficult to assess
	Effectiveness will depend on take up
	Complex for both employers and administrators, dependent upon benefit structure

	Hybrids
	Hybrids will reflect the characteristics of all the component types dependent upon the mix.
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If the whole time pay rate is:	The employee pays a contribution rate of:       





Up to £12,600		5.5%
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� The same employee contribution rates apply to the LGPS in Northern Ireland. In Scotland, the employee contribution rates to the LGPS are based on a five tier contribution system, with contributions based on how much of an employee’s pay falls into each tier.   


� Source: � HYPERLINK "http://www.statistics.gov.uk/downloads/theme_population/Occ-Pension-2008/OPSS_Annual_Report_2008.pdf" ��Office for National Statistics Occupational Pension Schemes Annual Report, 2008 Edition�


� � HYPERLINK "http://www.communities.gov.uk/localgovernment/localregional/localgovernmentfinance/statistics/pensionscheme/summarydata/summarydata200809/" ��SF3 data� published by Communities and Local Government for England and for Wales.


� Source: � HYPERLINK "http://www.statistics.gov.uk/downloads/theme_population/Occ-Pension-2008/OPSS_Annual_Report_2008.pdf" ��Office for National Statistics Occupational Pension Schemes Annual Report, 2008 Edition�


� 1 April 2009 in Scotland and in Northern Ireland.


� The same employee contribution rates apply to the LGPS in Northern Ireland. In Scotland, the employee contribution rates to the LGPS are based on a five tier contribution system, with contributions based on how much of an employee’s pay falls into each tier.   


� The Teachers’ Pension Scheme and the NHS Pension Scheme have set a cap of 14%.


� In Scotland, the process will be a year later as the Scottish LGPS Funds’ next triennial valuation is not until 2011.


� � HYPERLINK "http://www.communities.gov.uk/localgovernment/localregional/localgovernmentfinance/statistics/pensionscheme/summarydata/summarydata200809/" ��SF3 data� published by Communities and Local Government for England and for Wales.


� � HYPERLINK "http://www.communities.gov.uk/localgovernment/localregional/localgovernmentfinance/statistics/pensionscheme/summarydata/summarydata200809/" ��SF3 data� published by Communities and Local Government for England and for Wales.


� � HYPERLINK "http://www.communities.gov.uk/localgovernment/localregional/localgovernmentfinance/statistics/pensionscheme/summarydata/summarydata200809/" ��SF3 data� published by Communities and Local Government for England and for Wales.


� Figure as at 31 March 2008 reported in HM Treasury’s � HYPERLINK "http://webarchive.nationalarchives.gov.uk/+/http:/www.hm-treasury.gov.uk/d/pbr09_publicfinances.pdf" ��Long-term public finance report: an analysis of fiscal sustainability� The report also expresses this in a different way by pointing out that the Public Service Pension expenditure in respect of the unfunded schemes is projected to remain stable as share of GDP, at around or below 2 per cent, between 2018-19 and 2059-60.


� There are also 11 Funds in Scotland and 1 in Northern Ireland.


� i.e. they must have regard to the principle contained in Roberts v Hopwood. In that case, Lord Atkinson said “A body charged with the administration for definite purposes of funds contributed in whole or in part by persons other than members of that body owes, in my view, a duty to those latter persons to conduct that administration in a fairly business like manner with reasonable care, skill and caution, and with a due and alert regard to the interests of those contributors who are not members of the body. Towards these latter persons the body stands somewhat in the position of trustees or managers of others.”


� Source: � HYPERLINK "http://www.statistics.gov.uk/downloads/theme_population/Occ-Pension-2008/OPSS_Annual_Report_2008.pdf" ��Office for National Statistics Occupational Pension Schemes Annual Report, 2008 Edition�


� The same employee contribution rates apply to the LGPS in Northern Ireland. In Scotland, the employee contribution rates to the LGPS are based on a five tier contribution system, with contributions based on how much of an employee’s pay falls into each tier.   


� Source: � HYPERLINK "http://www.statistics.gov.uk/downloads/theme_population/Occ-Pension-2008/OPSS_Annual_Report_2008.pdf" ��Office for National Statistics Occupational Pension Schemes Annual Report, 2008 Edition�


� � HYPERLINK "http://www.communities.gov.uk/localgovernment/localregional/localgovernmentfinance/statistics/pensionscheme/summarydata/summarydata200809/" ��SF3 data� published by Communities and Local Government for England and for Wales.


� Statistics quoted are from the � HYPERLINK "http://www.statistics.gov.uk/downloads/theme_population/Occ-Pension-2008/OPSS_Annual_Report_2008.pdf" ��Office for National Statistics Occupational Pension Schemes Annual Report, 2008 Edition�


� Source: � HYPERLINK "http://www.statistics.gov.uk/downloads/theme_population/Occ-Pension-2008/OPSS_Annual_Report_2008.pdf" ��Office for National Statistics Occupational Pension Schemes Annual Report, 2008 Edition�


� Local government has a responsibility under the Local Government Act 2000 to prepare a community strategy for promoting or improving the economic, social or environmental well-being of the local population and for ensuring that older people are enabled to live as independent lives as possible. Benefits payable from the LGPS to approximately 1.16 million pensioners must, to some degree, help to meet at least the latter of these objectives.





� When the very low paid (i.e. those earning less than £3,900 per year) were removed from the figures, the take up rate (based on the sample of 20 authorities) was approximately 80%; amongst full-time staff over age 25 the rate was approximately 88%. The 20 authorities that provided data were large local authorities.  As these employ a higher proportion of part-timers than, say, District Councils, the overall percentage of employees who are members of the Scheme nationally is likely to be higher than the figures quoted.


� � HYPERLINK "http://www.ifs.org.uk/publications/1939" ��Partnership in Pensions; an Assessment: Institute for Fiscal Studies, 1999.�


� The � HYPERLINK "http://www.civilservice.gov.uk/about/resources/employment/codes.aspx" ��guidance� was revised in November 2007.


� � HYPERLINK "http://www.idea.gov.uk/idk/aio/18895188" ��Delivering through people: The Local Government Workforce Strategy 2010� 


� The cost of joining the LGPS for low paid employees who are not paying tax or National Insurance is a 5.5% of pay as they will receive no tax relief on their contributions and no reduction in NI contributions.


� Of course, people on low pay may not always remain on low pay and so a decision not to join the LGPS may turn out to only initially have been a reasonable decision. This may be particularly true in respect of women undertaking part time low paid work whilst bringing up a family who then subsequently move to a position offering more hours / pay.  


� See � HYPERLINK "http://eprints.ucl.ac.uk/14155/1/14155.pdf" ��Briefing Note 29 Retirement, Pensions and the Adequacy of Saving: A Guide to the Debate� 


� � HYPERLINK "http://www.dwp.gov.uk/docs/gp.pdf" ��Simplicity, security and choice: working and saving for retirement�, paragraph 35 of Chapter 5.


� Source: Institute of Fiscal Studies briefing note on � HYPERLINK "http://www.ifs.org.uk/bns/bn104.pdf" ��Pensions and Retirement Policy�


� A. Bozio and P. Johnson (2010), � HYPERLINK "http://www.ifs.org.uk/budgets/gb2010/10chap9.pdf" ��‘Public sector pay and pensions’�, in R. Chote, C. Emmerson and J. Shaw (eds), The IFS Green Budget: February 2010,h 


�According to the � HYPERLINK "http://www.statistics.gov.uk/cci/nugget.asp?id=168" ��Office for National Statistics�, life expectancy at age 65 (the number of further years someone reaching 65 in 2006–08 could expect to live) was 17.4 years for a man, and 20.0 years for a woman, but with regional variations within that average. � HYPERLINK "http://www.hymans.co.uk/PublicSector/Exclusive/Documents/PP%20Longevity%20booklet.pdf" ��Club Vita� reports that recently life expectancy has been increasing at the rate of at least 2 years every decade.


� The Teachers’ Pension Scheme and the NHS Pension Scheme have set a cap on employer contributions of 14%.


� Source: CBI brief (April 2010) – � HYPERLINK "http://www.cbi.org.uk/ndbs/press.nsf/0363c1f07c6ca12a8025671c00381cc7/d1c3c285facecb5a802576f6002fd3c8/$FILE/Getting%20a%20Grip%20-%20a%20route%20to%20reform%20of%20public%20sector%20pensions.pdf" ��Getting a grip: The route to reform of public sector pensions� and CBI report (June 2009) – � HYPERLINK "http://publicservices.cbi.org.uk/uploaded/A%20Question%20of%20Balance.pdf" ��A question of balance: reforming pensions practice in public services contracting�.


� In Scotland, the process will be a year later as the Scottish LGPS Funds next triennial valuation is not until 2011.


� In Scotland, the employee contribution rate to the LGPS is based on a five tier contribution system, with contributions based on how much of an employee’s pay falls into each tier. The rates from April 2010 are as follows:  





Whole-time pay �
 Contribution rate (%) �
�
On earnings up to and including £18,000�
5.5%�
�
On earnings above £18,000 and up to £22,000�
 7.25%�
�
On earnings above £22,000 and up to £30,000�
8.5%�
�
On earnings above £30,000 and up to £40,000�
9.5%�
�
On earnings above £40,000�
12%�
�



� 2011 valuations in Scotland.


� 1 April 2012 in Scotland.


� 1 April 2013 in Scotland.


� To this we would add that there should be a cap on the employer contribution.


� Source: The Local Government Association’s � HYPERLINK "http://www.lga.gov.uk/lga/aio/7419508" ��Local Government Earnings Survey�


� 84 of the 100 LGPS administering authorities throughout the UK already use a standard pensions administration system from a single software supplier. The majority of the other administering authorities use one of two other pensions administration systems. Savings from moving to a single system might not, therefore, be significant. 





� For example, by using some standard GAD factors, or general economic indicators, or using the average of returns from an amalgam of personal pension returns from leading personal pension providers. Depending on which assumptions were used, the degree of risk for the employee could be reduced compared to a conventional DC arrangement.


� Or an average of the investment returns from an amalgam of all the LGPS Funds, or using some standard GAD factors, or using the average of returns from an amalgam of personal pension returns from leading personal pension providers.   


� Source: � HYPERLINK "http://www.statistics.gov.uk/downloads/theme_population/Occ-Pension-2008/OPSS_Annual_Report_2008.pdf" ��Office for National Statistics Occupational Pension Schemes Annual Report, 2008 Edition�


� A cap of £75,000 would, after 40 years in a 60th scheme provide a pension of £50,000 which is equivalent to the pre-election Conservative Party proposal to cap public sector pensions at £50,000. It should be noted, however, that the old HMRC earnings cap was considerably more than this i.e. for 2009/10 it was £123,600.
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