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Dear Colleagues

Please find attached the union’s submission to the Department for Communities and Local Government (DCLG) call for evidence on the future structure of the 89 LGPS funds in England and Wales.

Significant academic evidence demonstrates that large pension funds have better gross investment returns, lower investment expenses and lower operating costs. This can be seen by practical experience in Canada, the US and Australia; primarily in public sector funds.

New cost sharing arrangements in the 2014 LGPS will demand the most efficient and cost effective structure for delivering future benefits as the employers contributions are capped at 13%. As our submission evidence shows this could best be achieved with the merger of the LGPS funds, improved governance, in-house fund management and a passive investment strategy appropriate to the asset class.
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Summary
· Significant academic evidence demonstrates that large pension funds have better gross investment returns, lower investment expenses and lower operating costs.

This can be seen in Canada, the US and Australia; primarily in public sector funds.

· The Canadian public pension funds the best in practice – “Over the last ten to fifteen years, have established themselves as global ‘best practice’ organisations, with pension funds and other institutional investors in other markets seeking to learn from and replicate their approach to asset management. The Top Ten not only provide Canadians with one of the strongest retirement systems in the world but also contribute significantly to national prosperity”.
· New cost sharing arrangements in the 2014 LGPS demand the most efficient and cost effective structure for delivering future benefits as the employers contributions are capped at 13%.

· UNISON believes that this could best be achieved with the merger of the LGPS funds, improved governance, in-house fund management and a passive investment strategy appropriate to the asset class.

· We support the high and second level objectives and suggest that the above strategy and a change in actuarial methodology are the best way to achieve them

· UNISON believes that the current governance and investment regulations of the LGPS sits outside of European and UK law, particularly the requirements of Directive 2003/41/EC on the Activities and Supervision of Institutions for Occupational Retirement Provision (the IORP Directive) and the Occupational Pension Fund Investment Regulations 2005.

· In this response we  set out the data collection requirements and methodology for establishing the best options for merger
· Council tax payers contribute only £7.53 toward every £100 of costs in the LGPS and most employers and scheme members are far removed from the decision making process of the current system. This is a long way from the £300 claimed by the Minister and the totally spurious claim made, using flawed assumptions, by the Taxpayers Alliance (25 January 2012) that ’£1 in every £5 of council tax goes on council pensions’.
· Increasingly scheme members and employers are outside the structures of local government which means their contributions and costs are not funded exclusively by the tax payer.
1. Introduction
UNISON is very pleased to make this submission to the DCLG’s discussion paper on the future structure of the LGPS funds. 

We have 750,000 members working in Local Government and many thousands more who work for employers that are covered by members of the LGPS. UNISON is the lead trade union in the National Joint Council for England and Wales.  

Since 2005, UNISON has supported, organised, trained and assisted its member representatives on the local government pension funds. This submission draws on our long experience of one-to-one engagement with member-nominated representatives on funds, and research into fund governance, performance and broader investment issues.

UNISON made a detailed contribution to Lord Hutton’s Independent Public Services Pension Commission review of LGPS fund management costs and evidence for merger in 2010. In particular the Commission’s question 22: “Is there scope for rationalising the number of local government pension funds? If so, how could this be achieved?”

Our submission draws on that our Hutton submission and other material that has been developed since then, through analysis of the LGPS funds themselves and recent academic work. We attach the relevant material.

2. UNISON’s Position
We believe that fund merger offers the government the opportunity to create a modern and effective basis for the management of the scheme’s assets going forward. The economic benefits of fund mergers should be shared between employers and scheme members.

Fund investment improvements will be driven by cost savings and improved governance. Cost savings are driven by three key factors: 
1. Fund size. It is a fact that larger funds can negotiate substantially better fee levels because of the larger value of assets that they are offering the manager or that large funds allow for the employment of in-house fund managers. 
2. The active/passive split. Passive investment offers considerable cost savings across those assets that can be managed on that basis. 
3. Level of alternative assets, such as infrastructure, held. Investing in alternatives can only be justified if the after-fee return will be in line with that of traditional assets. 
The Treasury is currently consulting on a cost sharing arrangement for the new scheme. This has the potential to increase contributions or reduce the benefits for scheme members. As a result it would be unacceptable to allow the employers to have full control of the investment decision making process. Future governance structures should reflect this new position of scheme members bearing the direct economic risks.

In a recent Parliamentary debate Brandon Lewis MP, DCLG Minister for the LGPS said - “I can also report that the reform package agreed by Government for the LGPS will ensure that the cost of the new scheme to employers and taxpayers, when it is introduced in April, will not exceed 13% of pensionable pay. If, at future scheme valuations, that cap is exceeded, steps will be taken to recoup the excess cost, back to the agreed 13% cap”.
Academic evidence supports the creation of large, fiduciary based funds
. Generally they have lower administration and fund management charges by employing internal fund management staff committed to the broad economic and social ambitions of the fund members.

Scale and size of pension funds are but one element in a strategy to improve performance. One of the world’s leading experts on governance and pension fund performance, Keith Ambachtsheer, Director, Rotman International Centre for Pension Management, states that funds can improve performance if they meet the following criteria;
1. They align interests with scheme members

2. They have strong governance

3. Sensible investment beliefs – long term patient capital
4. Right-scaled, from $30bn+ of assets under management

5. Competitive compensation for fund staff
3. Current Fiduciary Law
A key legislative change to pension law came with the introduction of the EU Directive 41/2003 Institutions for Occupational Retirement Provision (IORP)
. This was implemented in the UK through the Pensions Act 2004 and the Occupational Pension Scheme (Investment) Regulations 2005 amended 2007.

The Occupational Pension Scheme (Investment) Regulations
 should be simply applied to the LGPS funds.   They provide for the fiduciary obligations of the pension boards:

This section has no associated Explanatory Memorandum

4.—(1) The trustees of a trust scheme must exercise their powers of investment, and any fund manager to whom any discretion has been delegated under section 34 of the 1995 Act(1) (power of investment and delegation) must exercise the discretion, in accordance with the following provisions of this regulation. 

(2) The assets must be invested— 

(a) In the best interests of members and beneficiaries; and 

(b) In the case of a potential conflict of interest, in the sole interest of members and beneficiaries.

Currently the LGPS investment regulations do not meet these requirements, so that the fiduciary obligation is confused and unclear. 

The Department of work and Pensions (DWP) are responsible for the incorporation of the provisions of the IORP Directive into UK law. The purpose of the Directive is to secure the prudential supervision of pension funds as major financial institutions which have a key role to play in ensuring the integration, efficiency and liquidity of financial markets.

UNISON believes that the current governance and investment regulations of the LGPS sits outside of European and UK law, particularly the requirements of Directive 2003/41/EC on the Activities and Supervision of Institutions for Occupational Retirement Provision (the IORP Directive) and the Occupational Pension Fund Investment Regulations 2005.

Regulations 8 and 18 of the Directive should have been transposed into UK law for the LGPS, by 23 September 2005. UNISON contends that this obligation has still not been met. We set out the key articles below.

“The prudential rules laid down in this Directive are intended both to guarantee a high degree of security for future pensioners through the imposition of stringent supervisory standards, and to clear the way for the efficient management of occupational pension schemes”. (Recital 7)

“Article 5: Member States may choose not to apply Articles 9 to 17 to institutions where occupational retirement provision is made under statute, pursuant to legislation, and is guaranteed by a public authority. Article 20 may be applied only if all the other provisions of this Directive apply.”
This Article means that Articles 8 and 18 should apply to the LGPS and so should be provided for in the regulations. 

“Article 8 Legal separation between sponsoring undertakings and institutions for occupational retirement provision. Each Member State shall ensure that there is a legal separation between a sponsoring undertaking and an institution for occupational retirement provision in order that the assets of the institution are safeguarded in the interests of members and beneficiaries in the event of bankruptcy of the sponsoring undertaking.”
The purpose of the separation is to ensure that pension board members have less potential for conflicts of interest. For instance, currently councillors have a clear conflict of interest when making investment decisions, as they are legally required to prefer the interests of council tax payers and their local electorate rather than scheme members.

All other pension funds in the UK and in the EU, in line with the IORP Directive invest in the sole interests of scheme members and resolve any potential conflicts of interest in scheme members’ favour. These requirements are set out in Article 18.The simple solution is to adopt the Occupational Pension Scheme (Investment) Regulations for the LGPS boards.
4. A new governance structure for the LGPS funds is required
Effective governance with clear fiduciary objectives are essential for improved economic performance of the pension funds, this is clearly demonstrated by the Canadian model. 
We suggest the most effective and efficient means to achieve the legal separation would be to create new management organisations using the DCLG’s ability to establish them as ‘Non-departmental government bodies’. Such organisations are already established to run a handful of LGPS funds, such as the Environment Agency, the London Pension Fund Authority and the South Yorkshire Passenger Transport Authority and NILSOC in Northern Ireland.

In the United Kingdom, a non-departmental public body (NDPB) is a classification applied to certain types of public bodies. They are not an integral part of a government department and carry out their work at arm's length from Ministers, although Ministers are ultimately responsible to Parliament for the activities of bodies sponsored by their department.

Under this constitutional arrangement the funds and the scheme can remain under the operation of the state and of Parliament. The rules applied to trust based schemes would be avoided, such as the ability to repay deficits over a longer time period than a trust.

It would be necessary to appoint individuals to these organisations to administer the funds. As in the private sector one would expect the appointees to reflect a mixture of employer and member representatives.

The new management boards required under the Public Services Pension Act will need to have a constitution that seeks to eliminate conflicts of interest in cases where investment decisions must be in the interest of beneficiaries.

5. Evidence supporting fund mergers
We suggest that the most effective model for pension fund performance can be found in the Canadian public pension fund system. We highlight their success at the end of this section.

According to an independent evaluation of the top 10 Canadian funds they suggest the following.

“As managers of a major portion of all retirement assets in Canada and with more than $400 billion invested in Canada, the top ten public pension funds represent a major cornerstone of Canada’s financial system and economy at large. Over the last ten to fifteen years, they have established themselves as global ‘best practice’ organizations, with pension funds and other institutional investors in other markets seeking to learn from and replicate their approach to asset management. The top ten not only provide Canadians with one of the strongest retirement systems in the world but also contribute significantly to national prosperity”. The Boston Consulting Group (BCG)
5.1  UNISON’s evidence to the Public Services Pension Commission  demonstrated the potential of economies of scale. 
UNISON commissioned  APG the Dutch public sector pension fund managers, to produce a model based upon 12 funds no smaller than £8bn in asset value, for the whole of the UK. This found the following:
· Investment expenses and administration costs as a percentage of assets decline when the size of the fund increases. Investment expenses decrease by up to 0.3 percentage points of assets, and administration costs by up to 0.15 percentage points of assets when a fund of £1 billion merges to a fund size of £8 billion.

· Larger funds consistently achieved higher investment returns over the period 2001-2009. The four largest funds outperformed the benchmark on average by 2.2 percentage points, ranging from 1.2 to 2.8 percentage points.

· Simulations of a regional consolidation scenario for the period 2001- 2009 show that, applying the outperformance by the four largest funds, the other funds could collectively have gained an extra £9.6 billion of assets over that period
· Similarly, reductions of investment expenses in line with the increase in assets due to consolidation could  have led to an extra £793 million over the period 2001-2009. These results could have been better if more detailed data on the LGPS funds had been available. 

· Return data on individual asset classes may, for example, show why larger funds outperform smaller ones. Unfortunately however, the reporting standards currently required for LGPS schemes do not allow such a detailed comparison.

· APG also commented that creating larger scale than the 12 funds, i.e. 1 fund in each country in the UK or 1 fund overall would create even more economies of scale. 
5.2 Using data to reduce costs and improve performance: An industry Benchmarking Utility: Research undertaken by Stonefish Consulting

This research of the costs of capital ownership within the LGPS suggested that there is up to £500m per annum, year on year, to be gained from reducing costs in a single LGPS fund. This is achieved by reducing the administration costs and fund management costs to the mean average of all funds and enjoying the benefits of scale.

The same report on fund performance in the LGPS demonstrated no performance advantage from different fund management fees. Indeed the funds paying lowest costs performed as well as those paying the highest.

5.3 Australia’s Cooper Review

Reporting in June 2010, the Review of the Governance, Efficiency, Structure, and Operation of Australia’s Superannuation System (Cooper Review) made a large number of recommendations. These included the substantial benefits for members of increased scale in the superannuation industry and the desirability of the Australian Prudential Regulation Authority (APRA) in overseeing and promoting the efficiency of the superannuation system.
5.4 In March 2012 a report: The Effect of Size on the Performance of the Australian Superannuation Funds was published by the Australian Prudential Regulation Authority
It concluded that: “The (research) provides strong evidence that the performance of not-for-profit superannuation funds improves with fund size. In the sample period from September 2004 to June 2010, a member of one of the largest not-for-profit funds experienced risk-adjusted net returns which are typically around 112 basis points per annum higher than a member with a comparable balance in one of the smallest not-for-profit funds”. 

There are three channels through which members could potentially benefit from scale:

better gross investment returns, lower investment expenses and lower operating expenses.

For not-for-profit funds, positive scale economies are evident through all three channels:”

5.5 ‘Is Bigger Better? Size and Performance in Pension Plan Management’ (Dyck and Pomorski 2011) :

This report states: “We document substantial positive scale economies in asset management using a defined benefit pension plan database. The largest plans outperform smaller ones by 43-50 basis points per year. 

Between a third and one half of these gains arise from cost savings related to internal management, where costs are at least three times lower than under external management. Most of the superior returns come from large plans’ increased allocation to alternative investments and realizing greater returns in this asset class. 

In their private equity and real estate investments large plans have both lower costs and higher gross returns, yielding up to 6% per year improvement in returns. The ability to take advantages of scale depends on plan governance with better governed plans having higher scale economies”.

5.6 “The Top Ten - Investing for Canada on the World Stage (CNW Group/The Top 10)” Boston Consulting Group
The government should consider the outstanding experience of the Canadian public sector pension funds.  In the above report the strategy for this success is clearly laid out.
The top ten are consistently regarded as global leaders by their international peers in terms of their approach to governance and their investment policies, the scale of their assets and their solid performance. This reputation has helped establish Canada as a centre of excellence for managers of quality, large-scale investments.
The Melbourne Mercer Global Pension Index, widely considered as the premier international ranking of retirement income systems, has found Canada’s to be among the strongest in the world. The Index tracks more than forty indicators of system health in such areas as integrity, adequacy and sustainability. In 2012, Canada ranked sixth out of eighteen countries – ahead of the United Kingdom, the United States, Germany, France and Japan, among others.
The report sets out the strategy that the Canadian funds have employed.

Key success factors of the Canadian model
Managed as professional businesses: The pension funds are managed as a business, with a clear performance mandate and few top-down restrictions. This provides them with the latitude to do what is best for their members, investing in a range of asset classes deemed most appropriate by their professionals. They have the flexibility to offer competitive compensation to attract top investment talent from around the world – an essential feature in
providing the best long-term, risk-adjusted returns to their members and sponsors.
Well-developed Governance structure: Their well-developed governance structure is a strong contributor to their success. It is one of the main reasons the funds are emulated by their peers internationally. Given the size, reach and influence of the top ten, their governance model also encourages good corporate governance practices in Canada’s capital markets.
Sufficient scale: They have sufficient scale on account of their large member base and the fact that members, once enrolled, make regular and automatic contributions to the plan. This
scale allows them to participate in alternative asset classes, including capital intensive
assets such as infrastructure. It allows them to manage their investments internally, thereby lowering their cost structure significantly, and putting them in a stronger negotiating position when setting external investment management fees.
Liquidity certainty: By virtue of predictable contributions and benefits payouts, the Top Ten have predictable cash flows. This liquidity certainty enables them to allocate assets to less
liquid, higher return classes of investments, while reducing their need to invest in
ultra-liquid, low-return assets to meet unexpected cash requirements.
Strong Employee value proposition: As employers, each of the top ten has a strong employee value proposition. They are globally recognized brands within the global investment community that offer compensation that is competitive with leading investment management firms. At the same time, their mission and mandate goes beyond simply generating profits. Employees are proud of their every-day role helping millions of members achieve income security in retirement. Representing highly attractive career opportunities,
the top ten as employers are able to attract top talent that can execute their overall
mandate.
Improving business performance by acting like owners: The top ten represent engaged, collaborative, long-term capital. They work directly with companies to help improve their performance, and they focus on long-term results, thereby providing their investees with the incentive and support to think and act long-term. 
In working with investee companies, they focus on several key areas of corporate governance: the independence, composition and qualifications of the board of directors, as well as nomination and election processes and compensation of directors; the compensation
of management (with attention given to incentivizing long-term thinking and actions); market capitalization and protection from takeovers; and shareholder rights, including dual share classes, majority voting and individual director elections.
6. Merger of LGPS assets held by fund managers

The assets of the LGPS funds are dispersed amongst the 89 funds, however they have been re-aggregated by the fund managers hired to manage the assets. The tables below demonstrate the level of concentration. Astonishingly, 89% of the LGPS assets are externally managed through  785 contracts; an average of nearly 9 contracts per fund.

UK - LGPS fund managers – data from http://www.pensionsperformance.com/
	LGPS Fund managers
	£bn

	top 5 assets under management
	£64,382 



	top 10 assets under management
	£84,473 



	top 15 assets under management
	£97,212

	top 20 assets under management
	£105,840

	All contracts 785
	£ 144,126 



	Total LGPS asset value
	£161,000

	% of assets under external management
	89%


Top 20 asset managers by asset value

	Manager
	Contracts
	Value £bn

	Legal and General Investment Management 
	57
	 £    25,418.76 

	UBS Global Asset Management 
	29
	 £    12,353.42 

	BlackRock 
	50
	 £    10,142.65 

	Baillie Gifford Edinburgh
	30
	 £      9,473.45 

	Schroder Investment Management 
	40
	 £      6,994.42 

	State Street Global Advisers Ltd 
	16
	 £      4,806.22 

	Newton Investment Management 
	22
	 £      4,696.39 

	Capital International 
	9
	 £      3,784.42 

	Aberdeen Asset Management 
	20
	 £      3,628.54 

	Standard Life Investments Edinburgh
	28
	 £      3,175.62 

	Fidelity Worldwide Investment 
	13
	 £      2,858.67 

	J.P. Morgan Asset Management 
	15
	 £      2,687.30 

	Alliance Bernstein Institutional Investments 
	14
	 £      2,588.40 

	Lazard Asset Management 
	11
	 £      2,461.67 

	Insight Investment 
	7
	 £      2,056.44 

	CBRE Global Investors 
	21
	 £      1,968.70 

	Wellington Management International 
	12
	 £      1,845.21 

	Henderson Global Investors 
	10
	 £      1,697.10 

	M&G Investments 
	19
	 £      1,641.77 

	Aviva Investors 
	13
	 £      1,569.86 

	Top 20
	436
	 £  105,849.00 


7. Is size significant and do the larger LGPS funds deliver greater returns?

One of the key considerations in the merger debate which is clearly of significance is the question of size. Large funds are able to allocate greater amounts of investment in order to exploit a larger return. 
A fund that allocates £100m to an asset that returns 5% is going to achieve a higher rate of return than a fund that only allocates £10m. The following tables look at the top 10 largest and the 10 smallest funds in the UK LGPS universe.

The international evidence shows that larger funds generate greater levels of return (per £m assets) than smaller funds and as the following table shows this is also the case for the LGPS. 

Taking the 5 largest and 5 smallest funds for 2012
The assets of the five largest funds are 82.93 times greater than the assets of the 5 smallest funds. The return generated by the five largest funds is 139 times greater than the return generated by the 5 smallest funds

Taking the 10 largest and 10 smallest funds for 2012
The assets of the ten largest funds are 38.35 times greater than the assets of the 10 smallest funds. The return generated by the ten largest funds is 45 times greater than the return generated by the 10 smallest funds

	Top 10 2012
	Assets £m
	Return £m

	Strathclyde Fund No. 1
	   11,406.10 
	      150.00 

	Greater Manchester
	   11,127.63 
	      266.55 

	West Midlands Pension Fund
	     8,811.57 
	      179.34 

	West Yorkshire
	     8,736.98 
	      234.84 

	Merseyside
	     5,146.55 
	         89.62 

	Tyne and Wear
	     4,820.47 
	         89.27 

	South Yorkshire
	     4,666.58 
	      126.58 

	Lancashire
	     4,359.90 
	      118.80 

	London Pensions Fund Authority
	     4,214.27 
	         46.91 

	NILGOSC
	     4,034.54 
	         75.94 

	Total assets
	   67,324.57 
	   1,377.83 

	
	
	

	Bottom 10 2012
	Assets £m
	Return £m

	Isle of Wight
	         333.63 
	           9.14 

	Lothian Buses
	         270.56 
	           5.46 

	Shetland Islands
	         260.60 
	           0.76 

	South Yorkshire Passenger Transport
	         174.22 
	           4.72 

	Orkney Islands
	         171.10 
	           3.79 

	Environment Agency Closed Fund
	         153.93 
	           1.64 

	Strathclyde Fund No. 3
	         139.35 
	           1.88 

	Scottish Homes
	         131.35 
	           0.36 

	North East Scotland 
	           72.18 
	           1.76 

	Tayside Transport Fund
	           48.56 
	           0.98 

	
	     1,755.48 
	         30.48 


Data from http://www.pensionsperformance.com/
We believe that fund merger offers the government the opportunity to create a modern and effective basis for the management of the scheme’s assets and that the significant economic benefits of fund mergers should be shared between employers, (tax payers) and employees. 

Fund mergers and scale alone will only deliver so much. Additional benefits will flow from effective governance, in-house fund management, passive equity management, and a low fee based diversity into alternatives. 

DCLG Consultation Questions
Question 1 
How can the Local Government Pension Scheme best achieve a high level of accountability to local taxpayers and other interested parties – including through the availability of transparent and comparable data on costs and income - while adapting to become more efficient and to promote stronger investment performance.
UNISON Response
Any examination of the accountability requirements of the LGPS needs to begin by looking at the relevant stakeholders. 
First there are the scheme members and the fund representatives who have legal obligations in relation to the investment decisions of the pension funds. The legal obligation is on the government to legislate for the IORP Directive to apply to the LGPS and, in doing so, to establish the legal separation of the funds and the correct fiduciary obligation for the funds. 
Secondly there are local and national taxpayers who partly contribute to the LGPS income through local and national taxation.
Thirdly there are now thousands of employers in the private and voluntary sector that employ staff who are members of the LGPS. Those employers have no connection with either the council tax or the administrative authority. 
Both the employers and scheme members of these contributors have no say whatsoever in the management of their money. However they do have an interest in the efficient administration of the LGPS and in reversing the long term decline in investment returns.

In practice local tax payers are a long way from the decision making process of the pension funds. 
Recently, on the Conservative Home website, the Minister wrote 
“Town hall pensions cost taxpayers’ over £300 a year to every family and pensioner paying council tax, diverting funds from emptying bins, cleaning the streets and keeping council tax down”
This appears to be ascribing all £7,534 million of LGPS expenditure on benefits to council taxpayers when council tax is only one aspect of local government income. This is misleading, as according to DCLG figures, council tax only contributes 26% of local authority funding, the rest being made up by government grants (55%) and National Non Domestic Rates (19%). 
So Council tax only contributes £5.82 in every £100 of employer contributions and £7.63 in every £100 of combined employee and employer contributions within the LGPS. Using an average Council Tax of £1,444 only £110.18 can be attributed to employee and employer contributions. This is a long way from the £300 claimed by the Minister above and the totally spurious claim made, using flawed assumptions, by the Taxpayers Alliance (25 January 2012) that ’£1 in every £5 of council tax goes on council pensions’.
Scheme members bear the primary risks of poor fund performance
There are strict controls and a “defacto” universal cap on council tax increases. Therefore the most likely way for the funds to meet increased scheme costs is not through increases in Council Tax but through reductions in jobs and services, so scheme members bear the primary risks of poor fund performance.
There are currently two ways in which the Government aggressively restrains increases in Council Tax income (in England). 

First, the Government has actively sought to ensure that local authorities freeze or reduce their council tax levels by offering a Council Tax Freeze Grant to any local authority that freezes or reduces its’ council tax. Despite the fact that the Council Tax Freeze Grant is set at a level below inflation, and uncertainty as to whether it will be ‘rolled into’ subsequent years revenue support grant settlements, a majority of local authorities have decided to freeze or reduce their council tax levels. 

Average Band D Council Tax stood at £1439 in 2010/11 and £1444 in 2013/14. For 2013/14 and 2014/15 the Council Tax Freeze Grant is ‘a grant equivalent to a 1% increase on 2012/13 Band D Council Tax levels’

Secondly the Government has legislated to force local authorities that are proposing to increase council tax levels by more than a percentage set each year by the Secretary of State, to hold a referendum on their proposed increase. This is de facto ‘Universal Capping’ and to date, no local authority has sought to increase council tax by more than the percentage that would trigger a referendum.

A 2% trigger for a referendum was adopted in 2013/14 and it is highly unlikely that a higher percentage will be used for the trigger for 2014/15.  Local authorities that reject the Council Tax Freeze grant and decide to increase council tax levels are often subject to hostile attacks from government ministers and where an increase is proposed the Secretary of State has challenged local authorities to hold a referendum even when the increase is less than the level.  

Local Authority Funding of the LGPS and Council Tax Contributions
	LGPS 
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	 
	£m
	£m
	£m
	£m
	£m
	£m

	Employers Contribution
	4626
	5009
	5400
	5759
	5947
	5920

	Employees Contribution
	1605
	1680
	1926
	1974
	1966
	1839

	Main elements of local government funding
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	
	£m
	£m
	£m
	£m
	£m
	£m

	Government Grants
	49093
	51656
	53007
	57755
	57657
	56237

	Redistributed NNDR
	17506
	18506
	20506
	19515
	21517
	19017

	Council Tax 
	22453
	23608
	24759
	25633
	26254
	26451

	Total
	89052
	93770
	98272
	102903
	105428
	101705

	 
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	 
	£
	£
	£
	£
	£
	£

	Average Band D Council Tax
	1321
	1373
	1414
	1439
	1439
	1444

	Percentage distribution of main elements of local government funding
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	
	%
	%
	%
	%
	%
	%

	Government Grants
	55.13
	55.09
	53.94
	56.13
	54.69
	55.29

	Redistributed NNDR
	19.66
	19.74
	20.87
	18.96
	20.41
	18.70

	Council Tax 
	25.21
	25.18
	25.19
	24.91
	24.90
	26.01

	Distribution of employers contribution between main elements of local government funding
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	
	£m
	£m
	£m
	£m
	£m
	£m

	Government Grants
	2550.24
	2759.36
	2912.71
	3232.28
	3252.33
	3273.42

	Redistributed NNDR
	909.39
	988.55
	1126.80
	1092.16
	1213.73
	1106.93

	Council Tax 
	1166.37
	1261.09
	1360.50
	1434.56
	1480.94
	1539.65

	Total
	4626
	5009
	5400
	5759
	5947
	5920

	Distribution of employers contribution between main elements of local government funding
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	
	£m
	£m
	£m
	£m
	£m
	£m

	Government Grants
	885
	925
	1039
	1108
	1075
	1017

	Redistributed NNDR
	316
	332
	402
	374
	401
	344

	Council Tax 
	405
	423
	485
	492
	490
	478

	Total
	1605
	1680
	1926
	1974
	1966
	1839

	Council Taxpayers contribution
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	
	£
	£
	£
	£
	£
	£

	Average Band D Council Tax that is used to contribute to employers contribution of LGPS 
	68.62
	73.34
	77.70
	80.53
	81.17
	84.05

	Average Weekly Band D Council Tax that is used to contribute to employees contribution of LGPS 
	1.32
	1.41
	1.49
	1.55
	1.56
	1.62

	Council Taxpayers contribution
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	
	£
	£
	£
	£
	£
	£

	Average Band D Council Tax that is used to contribute to employees contribution of LGPS 
	23.81
	24.60
	27.71
	27.60
	26.83
	26.11

	Average Weekly Band D Council Tax that is used to contribute to employees contribution of LGPS 
	0.46
	0.47
	0.53
	0.53
	0.52
	0.50

	Council Taxpayers contribution (in the £)
	2006/07
	2007/08
	2008/09
	2009/10
	2010/11
	2011/12

	
	p
	p
	p
	P
	p
	p

	Amount (pence) from every £ in Council Tax that goes to contribute to the employers contribution of LGPS 
	5.19
	5.34
	5.49
	5.60
	5.64
	5.82

	Amount (pence) from every £ in Council Tax that goes to contribute to the employees contribution of LGPS 
	1.80
	1.79
	1.96
	1.92
	1.86
	1.81

	Amount (pence) from every £ in Council Tax that goes to contribute to the employers and employees contribution of LGPS 
	7.00
	7.13
	7.45
	7.51
	7.51
	7.63


Source: DCLG Local Government Finance Statistics England No 23 2013; page 123

There are 89 funds with over 6,000 employers contributing; it is only the council tax payers of the administering authorities that are ‘geographically’ or politically close to them. What is critical for all of the scheme employers and members is that the benefits are delivered at maximum efficiency, without hidden transaction costs that drain away resources that should be used to reduce costs and improve performance.
Establishing clear transparent data on costs

It is critical for any examination of costs to include agreed data points from all funds. UNISON does not believe that the full costs are available through the current measurement of fund management charges. 
For example the annual management charge had deducted from it the returns from investment and the transaction costs. Transaction costs in pension fund management are hidden and opaque, as a result the information presented by funds is flawed because so many costs are incorporated into the annual management charge rather than being explicit. 

Consequently trawling annual reports can give the wrong answer e.g. performance related fees will be high in a good year, low in a bad year.  What is required is a full examination of the costs of running the entire system and of the costs of capital ownership. 
In defined contribution schemes charges make a huge difference to a savers' final payout, with 0.5% annual management charge reducing the value of a savers' pension pot by around 11%, while a 1% charge can reduce the value by around a fifth.
The Office of Fair Trading report into these funds has demonstrated the need for a full review within the LGPS funds. Costs and performance are two sides of the same coin reducing costs have a positive and material impact on the LGPS fund performance. 

Below in section 4 we set out the minimum requirements for data. 
Question 2: 
Are the high level objectives listed above those we should be focussing on and why? If not, what objectives should be the focus of reform and why? How should success against these objectives be measured?
High level objectives
1. Dealing with deficits
2. Improving investment returns
Dealing with deficits – change the assumptions and timing

UNISON agrees with the high level objectives. We also believe that deficits, as they are a set of assumptions, can be altered to reflect the true costs of liabilities over the long term. This is particularly the case for a pension scheme where the majority of the employers are not likely to become insolvent.

The high volatility of stock market prices strongly influences actuarial valuations and subsequent target setting (allowing holidays during peaks and imposing threats during downturns). Current measures of funding deficits are highly susceptible to stock and bond market volatility and are almost entirely due to the rising or falling stock markets. 

For a long-term set of investment funds, such as the LGPS, are current approaches to valuation and sustainability appropriate? What likelihood is there that a local authority administration authority would be allowed to become insolvent? 
As the LGPS is a statutory scheme, there is no regulatory provision for scheme wind up. Therefore should the valuation approach make a formal acknowledgement of market volatility over time rather than take a single day every three years?
Recent market conditions, in particular the problems in the eurozone and the effects of quantitative easing, have led to historically low yield on gilts.  As valuation discount rates have, in general, been derived from gilt yields this has led to low discount rates and high valuations of liabilities.  

The market value of non-gilt pension scheme assets has not followed this pattern so valuation methodologies used have resulted in a mismatch between valuations of liabilities and non-gilt assets (excluding very mature schemes invested in suitable bonds).  The LGPS funds will hold a variety of diverse assets which are not directly correlated to movements in gilts.

Viewing a defined benefit pension scheme as a long term venture, as should be the case if benefits are set at a sustainable level, it is important that contributions required by the sponsoring employer and scheme members are affordable and reasonably stable.  Changing funding assumptions does not change the overall cost of the scheme, it only changes the rate of funding. Therefore, assumptions should aim for a stable rate of funding and it follows that funding assumptions should be derived from the expected returns from the assets held.

UNISON is in favour of the LGPS having the additional flexibility to smooth assets and liabilities over a number of years. A longer term-approach to the calculation of asset and liability values is an appropriate view to take which will help to address the very short-term volatility that everyone concerned fears.

UNISON believes that smoothing should be a flexibility that should be considered after the funding assumptions have been agreed and could be instead of increasing deficit repayments. 
Improving investment returns

The LGPS funds have demonstrated declining investment returns and increasing fund management costs. It is imperative for the future sustainability of the scheme that the following measures are taken to improve returns.

1. Undertake a full and thorough review of all transaction costs
2. Scale up the funds

3. Improve fund governance and adopt the IORP Directive

4. Change the investment strategy from active to passive equity management

5. Employ in-house funds managers

6. Increase the funds allocation to alternatives – but through in-house management and not PE funds

Additional and potential macro-economic outcomes

The post-war growth of collective funds around the world has changed the nature of corporate ownership. Majority shareholders were once wealthy individuals, but now they are pension and insurance fund fiduciaries.  This incremental change has had profound implications for corporate governance, which regulation and investment culture has struggled to address. 

Whereas once wealthy shareholders concentrated their wealth in a small number of companies and had the resources to plan for long-term investment horizons, modern fiduciaries have highly diversified assets and are not pre-disposed to longer term planning. 

Fund fiduciaries are legally bound to diversify assets, so that even the largest collective funds in the world must collaborate to exercise influence corporate practice in any one company or sector. It took at least 20 years to overcome legal constraints on collective action by large funds, which is a welcome development. 

But the development of ‘whole economy’ analysis for universal owner fiduciaries, and liaison with regulators, is still in its infancy. We believe that the initial review should seriously consider the concept of ‘Universal Ownership’
 and a broad macro-economic fiduciary outlook. 

The fiduciary rules of prudence and care have correctly encouraged funds to own stock in every sector, and of competitive companies within sectors. This means that fund fiduciaries (trustees, pension committee members and fiduciary managers) are managers not of just a handful of assets, but of a slice of the economy as a whole: of all major listed corporations and government debt. 

The ability of these funds to meet beneficiary interests -  in large part to deliver pension income -  is directly correlated to the overall performance of the British and world economy.

Hawley and Williams have argued since 2000
 that fiduciaries have a legal obligation to collaborate with each other, and in turn with government and regulators on economic, fiscal, monetary, social, environmental and other “whole economy” matters. 

Performance of the private sector is closely tied to the raising of tax revenue and government as regulator plays a key role in governance of the private sector. So it can be argued that government has a similar legal obligation to liaise with fund fiduciaries. Ministers   are bound by fiduciary duties over public monies and the broader impact of regulation on civic welfare. 

However, the current investment environment is far removed from these legal obligations and governance ambitions. Instead:
· Fund managers hold sway over fiduciaries, who meet rarely and have limited support and research on governance, collaboration and economic matters. Fund managers also put inappropriate pressure further down the investment and governance chain by requiring companies to deliver earnings, regardless of long-term planning and sensible business practice.

· It is currently not in the interest of fund managers to allow fiduciaries to collaborate and share research resources, to pool funds to reduce fees, or change mandates and alter fee incentives. Almost completely absent from the investment advisory sector are agencies supporting “whole economy” thinking, collaboration between owners, and liaison with regulators.

A central issue in this unhappy state of affairs is the repeated failure of governments to recognise that successful governance of the corporate private sector requires that fiduciaries are recognised and supported for what the law says they are – the most senior governance authority in the whole of the private sector. 
That governments repeatedly turn to fund managers and company boards for policy advice compounds the problem. It is wrong to just argue that these junior authorities in the investment chain are better resourced than fiduciaries to discuss policy.
The objective of government should be to develop a fiduciary pool of knowledge and resources that would take on the task of long-term collective planning of the investments of millions of small savers, alongside government.

We believe such collective fiduciary effort should lead to a redirecting of investment away from transaction and speculation, and towards productive and caring activity to meet the real needs of beneficiaries. 

How should outcomes be measured?
· There should be a re-evaluation of the actuarial methodology within the LGPS so that ‘deficits’ are considered from a long-term view, with the aim of reducing their damaging impact on costs and investment horizons. The reduction in deficits is the measurable outcome.

· Investment returns and fund management costs are two sides of the same coin. Over all improved performance on both measures will significantly benefit everyone concerned. Both should be accurately and systematically measured.

· Collaboration between the largest funds in the UK economy should lead to improved investment allocation away from speculation and should also make companies more accountable to their ultimate shareowners, the scheme members. 

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

Ultimately the LGPS has a single set of benefits, with 89 funds now reporting to a England Wales Board. A single fund to deliver these benefits would appear be the most cost efficient structure and the most logical structure if the scheme was being established today.

In governance terms there is now a England/Wales board that will begin its formal duties in April 2014. If a single fund were considered this structure could become the body that takes up the investment responsibilities.

To make the best options available the government, Local Government Association and trade union side need to ensure that a systematic and independent analysis for the options on future structures is provided.

We do not consider the pooling of assets to be a viable alternative due the current complexity of governance structures and the requirement to apply the IORP Directive. Scale alone is not enough. 

The government should look to the highly successful model of the Canadian public pension funds. They manage around C$640 billion ($643 billion) between them. 

Of the 40 largest public pension funds in the world, four are Canadian. But size is not what marks them out. Their approach to investment is also intriguing. Unlike those in charge of the LGPS, the Canadians prefer to run their portfolios internally and invest directly. 

They put more of their money into buy-outs, infrastructure and property, believing that these produce higher returns than publicly traded stocks and bonds. The Ontario Municipal Employees Retirement System (OMERS) had a target to have 90% of its assets managed internally by the end of 2012.
The main attraction of the Canadian model is cost savings. Running operations directly helps them plug “the incredible leakage that goes out through fees” to pricey external managers. 

So far the funds' strategy has paid off. Over the past ten years Ontario Teachers has had the highest total returns of the biggest 330 public and private pension funds in the world. 
Question 4 
To what extent would the options you have proposed under question 3 meet any or all of the secondary objectives? Are there any other secondary objectives that should be included and why?

Our proposals under option 3 would meet all of the secondary objectives. We would also include a more effective engagement programme with companies in which shares are held – with the intention of improving corporate governance and corporate performance.
Investment in infrastructure and in-house asset management
On the surface, long-dated infrastructure assets are a perfect match for pension funds’ long-term liabilities. However, it should be noted that only a small number of the UK’s local-authority schemes and large private-pension funds have invested in this area. 

For instance  the Universities Superannuation Scheme (USS), telecoms group BT’s pension fund and RailPen the railway workers pension fund,( which manages  £17billion worth of assets for the UK’s rail industry) have made some purchases. The majority seem to prefer sticking with mainstream assets such as equities or government bonds or other alternatives including commodities, currencies and real estate.

One of the main reasons for the reluctance of pension funds to invest in these projects is that initial investments into UK infrastructure were done via private-equity (PE) structures. The duration of these PE investments was much shorter than the 20 to 30-year horizon that pension funds needed. Additionally they were too expensive, with many funds charging costly management fees of 2% of asset value to 20% share of profits.

The fragmentation of the UK pensions sector and dependence on intermediaries has resulted in the emergence of infrastructure funds based on private equity structures rather than a direct investment model, the government consultation suggests that LGPS funds should increase their exposure to these products.  

These general partnership or private equity funds are often high risk, come with high fees and high levels of debt. Short-term investors (typically infrastructure funds) supported by cheap long term bank debt financing have historically dominated the UK market, PFI projects being the typical example.  Here procurement and bidding processes are typically designed with infrastructure funds in mind rather than direct UK pension scheme investors.  The current approach rewards investors who have a credit rating (rarely pension schemes), a short-term innovative financing solution (rather than cash) with high dependence upon externally raised debt and short holding periods necessitated by underlying the short fund life.

This process does not recognise the benefits of long term owner operators who have an emphasis on high corporate governance standards and a more prudent capital structure which a pension fund should have. Moreover, what are the risks associated with investing in a PE fund particularly when the investing is carried out under contract and at arm’s length. 

Even for pension funds with a long history of investment in infrastructure and socially responsible projects, such as the Ontario Teacher’s fund, such investing covers only a tiny proportion of its total assets. The target for impact investments by the Ontario Teacher’s pension fund is projected to reach $100m out of $55,000m, which represents only one sixth of one per cent of total assets.
What separates the Ontario Teachers fund from the LGPS is of course scale and in-house expertise. Canada’s Pension Plan Investment Board and its Ontario Teachers’ Pension Plan, which manage most of their money in-house, are far superior to public pension funds in the UK and the US.  The Ontario fund manages more than 80% of its assets in-house and is 97% funded.

Investing directly means the Ontario Teachers’ Pension Plan does not have to pay outside managers 2 percent of assets they oversee, plus 20% of profits, the typical fees for hedge funds and private-equity and property firms. It also gives Ontario Teachers’ more control over investments. Ontario’s has returned an average 9.6 percent annually on its investments since 2003 it reaped those gains mostly without paying outside asset managers.
Question 5 
What data is required in order to better assess the current position of the Local Government Pension Scheme, the individual Scheme fund authorities and the options proposed under this call for evidence? How could such data be best produced, collated and analysed?

Below we set out the minimum data requirements for each fund. We have submitted this along with this submission in a spreadsheet form so that it can be collected. Every fund should be required to provide this data for the last five or ten years. 

An independent research team, unconnected with the LGPS, should be employed to provide a detailed analysis of the costs by each fund and in aggregate. This would demonstrate the true costs to the scheme employers and members.

The data should then be modelled for the optimum size of fund, starting with 1 fund. This would then offer the DCLG the ability to establish a range of options for consultation based upon agreed data.
Basic data for each fund (£m) by year

Fund name

Local Authority

Assets Under Management (AUM) Year Start 

AUM Year End 

Administration cost 

Total Investment Income 

Investment income by asset class

Change in Market Value of Assets (net of liability data. i.e. pure share price performance)

Number of Active members

Number of deferred members

Number of pensioners
Consultant name

Consultant fee

Custodian bank

Annual Fee 

Average cash on deposit with Custodian GBP

Interest Income 

Average cash on deposit with Custodian USD

Interest Income ($m)

Average cash on deposit with Custodian EUR

Interest Income (EURmn)

Annualised Value of Stock on Loan 

Return on Stock on Loan 

Cost of Stocklending 

Total value of F/X 

Commission of this F/X 

Asset Class

Asset manager

Value of Assets Managed (£mn) Year START

Value of Assets Managed (£mn) Year END

Investment Income (£mn)

Change in Market Value of Assets (£mn) (net of liability data. i.e. pure share price performance)

Management Fee (£mn)

Performance Fee (£mn)

Name of Prime Broker

Number of Brokers used

Total value of Asset Class traded (£mn), i.e. turnover (per IMA Disclosure Reqs)

Total Execution-only Commission on this turnover (£mn), if applicable

Total Full-Service Commission on this turnover (£mn), if applicable

Conclusion
UNISON supports the government’s review of the costs and structure of the LGPS funds. We believe that there is considerable scope for improvements in performance of the investment returns and reductions in costs. 
Now that the employer’s contributions for the 2014 scheme are capped the diseconomies of scale and poor performance of the funds will fall upon the scheme member. If costs rise for scheme members then many may consider it unaffordable and leave making the economic situation even more pressing. 

Some funds already face considerable pressures from reduced cash flows and the upcoming fund valuations are likely to apply more pressure for reform.

The government, employers and scheme members need to support the creation of a scaled up, well governed pension fund along the Canadian public service pension fund model.

 
� �HYPERLINK "http://www.rijpm.com/research_paper/is-bigger-better-size-and-performance-in-pension-plan-management"�http://www.rijpm.com/research_paper/is-bigger-better-size-and-performance-in-pension-plan-management� and The impact of scale, complexity and scale on service quality on the administrative costs of pension funds: A cross-country comparison Jacob Bikker, Onno Steenbeek and Federico Torracchi No. 258 / August 2010


� http://europa.eu/legislation_summaries/employment_and_social_policy/social_protection/l24038b_en.htm


� http://www.legislation.gov.uk/uksi/2005/3378/contents/made


� �HYPERLINK "http://www.justmeans.com/CSR-MPT-Universal-Ownership/38488.html"�http://www.justmeans.com/CSR-MPT-Universal-Ownership/38488.html�





� The Rise of Fiduciary Capitalism How Institutional Investors Can Make Corporate America More Democratic James P. Hawley and Andrew T. Williams








1 | Page

