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Dear Brian,

Assumptions to be used for the National Model Fund
Response to PRG33
I refer to discussions at the PRG meeting of 10 June 2009. In that meeting you requested that members respond to you on the matter of assumptions, as discussed in PRG33. 

The LGPC and its advisers have considered the matter and have concluded that:

· transparency is required, with a need for GAD to fully explain the methodology and assumptions being proposed so that PRG members can assess their reasonableness;

· without this it is difficult for us to endorse the proposed assumptions;

· the discount rate of 3.5% appears to be too high;

· there is a clear difference / lack of consistency in the mechanism for costing the cost envelope for the 2008 scheme and that being used for the Dummy Model Fund and National Model Fund. For example whereas the cost envelope for the 2008 scheme was based on an amalgam of two different evaluation methods, an entry age method for new entrants, and an attained age method for existing staff, the Dummy Model Fund and National Model Fund use the Projected Unit Method.
These points are expanded upon below.

In the meeting of 10 June 2009 you made reference to the fact that PRG33 makes it clear that the methodology and assumptions discussed in that paper, if not subject to any concerns raised by members, would go forward and be used for the initial valuation of the National Model Fund. In that, we presume you are referring to the following wording in the PRG 33 paper:
6. It is now proposed for PRG consideration and hopefully its agreement, subject to evidence demonstrating the validity of alternative approaches, which both the assumptions and methodology used for the establishment of a 2007 benchmark in the GAD model should be adopted for 2010.

8. Once agreed this set of assumptions will form the basis of a consultation document which will be issued by CLG prior to the publication of the actuarial guidance to be taken into account in the 2010 valuation exercise.

Our understanding of this wording is that:

a) CLG sees a need for some wider agreement or endorsement for the advice provided to it by GAD

b) CLG is seeking that agreement or endorsement from the PRG membership as regards the assumptions.

Before commenting on the assumptions, we think it worth revisiting the route travelled to this point, as this is relevant to our later comments.

The 2008 Scheme costings were carried out by GAD. The assumptions used were stated as being an amalgam of assumptions used by individual Fund actuaries for the 2004 local fund valuations. No detail was provided by GAD of how that amalgam was derived, nor was any other body in the UK party to sufficient information to check the validity of the outcome (GAD's note of May 2006 refers). Individual actuaries were able to note that assumptions did not differ in any surprising manner from their own assumptions, but that falls short of actual verification of the exercise. Various groups existed at the time, including a tri-partite group which looked similar in composition to the PRG, at which assumptions were discussed but that was the limit of it.

Throughout that particular process GAD were vague when questioned on their choice of discount rate of 3.5% above inflation. My recollection is that initially they referred actuaries to the Green Book (a reference taken to mean the Social Time Preference Rate). Later, actuaries were told that it wasn't anything to do with the Green Book, but was actually a GAD assumption. Later still, actuaries were told it represented an amalgam of assumptions used for the 2004 valuations. 

The 2008 Scheme costings proceeded on the basis of this amalgam basis. The costings were carried out using two different evaluation methods, an entry age method for new entrants, and an attained age method for existing staff. The 'cost envelope' of the new benefit structure was set by taking the average of the two costs produced by the two methods and produced a figure, as stated in GAD's note of 24 March 2009, of 19.5% of pay. This envelope was based on an anticipated member contribution yield of 6.3% of pensionable pay, indicating an employer cost of 13.2% of pensionable pay.

Moving forward now to the Dummy Model Fund evaluation, this was initially advertised as exactly that – a dummy run of the full exercise. For the purpose of this exercise, GAD tell us that they have followed a similar approach, creating a set of assumptions which is an amalgam of the assumptions used by actuaries, this time for the 2007 valuations. Again, no detail has been provided as to how that amalgam has been produced (GAD's paper of 10 October 2008 refers to averages with no indication of the base data or how that averaging has been carried out). No single other body in the UK has the data set to check what has been done and, further, there is no indication as to whether the method of amalgamation is the same as used in 2004 or differs.

The Dummy Model Fund has been evaluated using a different actuarial method, the Projected Unit method.  
The proposition as regards the Dummy Model Fund has now altered. As we understand it, in order to bring forward the potential date when cost sharing can first be effected, the Dummy Model Fund exercise is now to be used to set the benchmark cost of the National Model Fund. A review of the cost of the Dummy Model Fund will be carried out utilising some basic experience data collected by 30 June this year, and that will be used to inform CLG of changes in cost prior to the 2010 valuation exercise. So far as we can see, this exercise will be necessarily approximate as 'in force' data is not being collected at this time. Presumably, the turnover data is to be related to the 'in force' data as at 31 March 2007 in some way, but GAD have provided no details of what they actually intend to do.

We understand that a further, more thorough exercise will be carried out in conjunction with the 2010 valuation exercise. This exercise will utilise both in force and turnover data and will represent the first full investigation by GAD for the specific purpose of the Cost Sharing exercise.

Here we start to lose track of the plan. We are not clear what the review being carried out at present is specifically intended to achieve. The PRG30 paper indicated that this exercise was to enable the assumptions that are used to set the benchmark cost to be refined (see item 4 of the right hand column of PRG30). However, it appeared from the meeting of 10 June 2009, that the unrefined assumptions, on which we have been asked to comment, will set the benchmark. It would be helpful if you could clarify the intentions here. If the unrefined assumptions are purely for the purpose of the consultation document, then we would rather comment on the refined assumptions which will actually underlie the benchmark cost of the National Model Fund, and would question why we need to comment at this stage, and the purpose of including unrefined assumptions in the consultation itself.

Comments on the proposed assumptions

1) We know very little about the derivation of the assumptions, beyond knowing that they are some form of amalgam of local fund actuaries' assumptions. In particular, we believe that no single body other than GAD can verify this, and we have no idea whether GAD have been consistent between their 2004 and 2007 exercises. As such, in the absence of further information, all we can do is take this on trust.

2) That being the case, we would stress that local funding assumptions are not necessarily a good starting point for this exercise, as they can be subject to bias, and particularly margins for prudence. For example, actuaries may choose to use cautious funding target assumptions in conjunction with more lenient recovery periods, or vice versa. Any such bias may be revealed pursuant to the 2010 exercise, but this is not necessarily the case – see (9) below. 

3) The choice of discount rate remains a mystery. In GAD's report of 10 October 2008 some analysis is provided in section 3, but is then apparently ignored in paragraph 3.9. The financial assumptions are described as "those underlying the new scheme costings and consistent with the assumptions underlying the cost share arrangements of other public sector schemes". We do not see either of these points as justification for the choice of assumption. The former point is devalued by the provenance of the new scheme costing assumption discussed above, whilst it can be argued that the latter point is devalued by the fact that presumably GAD have advised on the other cost share arrangements. 

In the discussion at the PRG meeting of 3 April 2009, GAD argued that the level of discount rate did not really matter. In our view, this is not the case. Use of a different rate would affect the degree of cost sharing that would take place for a given source of cost. Rather more importantly, the cost envelope is intimately related to the choice of discount rate, as is the benchmark cost. In this regard, use of a discount rate well in excess of prevailing gilt yields would seem to provide a compelling case for Government to increase borrowing and invest the proceeds through the LGPS. The fact that Government chooses not to do this is perhaps worthy of discussion.

4) As regards inflationary pay increases, GAD proposes to assume increases of 1.5% pa in excess of price inflation. So far as we can recall, no justification has been provided for this assumption beyond comments that it is consistent with local fund assumptions at the 2007 valuation. This is unsatisfactory on a number of levels, not least because this fails to appreciate the difference between local valuations for funding purposes, and this exercise which is for a different purpose. GAD should be required to justify their assumption. In this regard, a simple analysis of the relationship between National Average Earnings and Retail Price Inflation is set out in the Appendix to this letter. 

5) Moving now to assumptions for mortality, it is a well known fact that a wide range of assumptions could be used here. There are a number of sources of data from which current rates of mortality can be estimated, but regardless of how carefully that is done, the assumption concerning mortality improvement will, we believe, continue to be highly subjective for the foreseeable future. To date, and to our recollection, GAD have provided little or no justification for the assumptions they have used. Indeed, their comments in paragraph 3.13 of their report of 11 December 2008 would tend to imply that they have not given this assumption any serious consideration yet, but that they have not used the 2007 local valuation assumptions as a guide. This is reinforced by the comments in their paper of 10 October 2008 where they say they are simply using "the standard GAD longevity assumptions". We come back to the central issue about consistency. As a group we have no indication of what GAD are doing or why. We have no information from which to judge whether GAD will be consistent going forwards or not. As such, we cannot endorse the proposals.

6) Moving now to the other demographic assumptions, so far as we can see, the proposition here is that we somehow endorse a set of assumptions which;

· we do not know how they have been derived

· we are unable to check in any formal manner

· we do not know if they have been derived consistently between the 2008 Scheme costings and the Dummy Model Fund exercise

· we have no idea whether there will be consistency of derivation going forwards, though we suspect there will not be since the method used is changing, ranging from an amalgamation of local funding assumptions, through a rough update based on this year's data supply, through to a more complete examination for this purpose (rather than for local funding valuations) pursuant to the 2010 valuation

For operation of a cost share mechanism, consistency in setting assumptions is key, yet the only information we have as regards what GAD intend to do would point to the opposite. As such, we are in no position to endorse the assumptions or otherwise.

7) Further, our view of the proposed assumptions is affected by the proposed mode of operation of the cost sharing arrangement. For example, if we felt that a particular assumption were unrealistic, we might assume that in future that area would be a source of gain or loss to the National Model Fund. Whether we chose to take issue with that assumption now, or let it play out in the fullness of time, depends on what happens when those gains or losses come through.

Unfortunately, all we have to work on in this area is PRG 23 and some illustrative examples produced by GAD. Neither document gets beyond the discussion stage, and each is therefore an insufficient basis for us to formulate our views. In particular, the lack of any concrete indication of whether an 'Employer Cap' will apply, and quite how that would be related to the Cost Envelope is very material. 

8) We have asked Hewitt Associates to compare the GAD assumptions for the DMF exercise with the assumptions they used for their 2007 valuations. They have noted to us that such a comparison is somewhat spurious as they do not know how GAD combined different assumption sets so that they can combine theirs in the same way. However, they did note that the proposed allowance for promotional pay increases appears lower than they generally use.

9) As noted above, it is possible that any bias inherent in the assumptions used for local funding valuations will emerge from the 2010 exercise to be carried out by GAD. If this proves to be the case, what will GAD do? Will they accept a point discontinuity in the cost of the Model Fund (and therein acknowledge that the original process was flawed), or will they seek to smooth the position? If the level of information provided to date as regards derivation of assumptions is mirrored at these later investigations, we shall never know. Ultimately we will simply have to accept GAD's interpretation of the data and, unless further information/explanation is supplied by GAD, will never be sure whether it is subject to bias or smoothing or both.

So, rather than comment further on the proposed assumptions, we would instead request that:

· GAD provide further information on what they have done to date, what they intend to do with the data currently being collected, and how they intend to conduct the 2010 exercise. In particular, GAD should focus on providing information that enables independent verification of their work, and provides us with the ability to form a view on future consistency of approach.

· GAD provide some justification for use of the discount rate of 3.5% ahead of inflation, beyond the rather vague explanations provided to date.

· CLG provide further information on the proposed cost share mechanism. In particular, which parties pick up which costs and in what proportion where they are to be shared. We appreciate that this is a chicken and egg situation in that the cost share methodology will influence our views of the assumptions and vice versa.
· CLG/GAD provide clarity on how the results of the various exercises will be reported to the PRG and to scheme employers and members.
Until we have received that information, we are unable to endorse the proposed assumptions or otherwise. In the absence of such information we will simply have to take what GAD have done on trust. In this regard, we would note that we do not see our membership of the PRG as any kind of implicit endorsement of any part of the cost share mechanism.

I apologise if this is not quite the response you are looking for, but our thoughts are well considered and much of what is said has already been raised at PRG meetings, notably by the ACA representative.

Yours sincerely


[image: image1]
Terry Edwards

Head of Pensions
APPENDIX

A simple analysis of the annual increase in this index versus the Retail Prices Index for the 38 calendar years to 2009 shows the following:
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As can be seen, whilst pay increases have generally exceeded price inflation, the progression is hardly smooth. The gap between pay and prices is highly variable, but over this period National Average Earnings have outstripped price increases by nearer 2% per annum.

A smoother pattern can be achieved by looking at 5 year rolling periods and the resultant chart is as follows:
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Looking at the trend, using a linear regression analysis, we see the following:
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The trend is therefore persistently downwards over the period, albeit based on relatively few, and widely dispersed points.

In isolation, this analysis would tend to suggest that an assumption of 1.5% pa growth errs on the high side. 
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