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Scottish Local Government
Pension Scheme 2018/19

ACCOUNTS COMMISSION v/

1. This supplement accompanies our report Local government in Scotland: Financial overview
2018/19 (+). It provides an overview of the Scottish Local Government Pension Scheme (SLGPS).

2. There are 11 main funds in Scotland, which cover all 32 councils and around 500 other employers.
There are also a number of other funds — often ‘Transport Funds’ but unless otherwise identified, our
comments refer to the 11 main funds. They range from one of the biggest pension funds in the UK
(Strathclyde) to one of the smallest (Orkney).

Key messages

e SLGPS funding levels have reduced compared to last year and across Scotland the
average funding level for 2018/19 is at 82 per cent. The value of scheme liabilities
increased by 13 per cent, more than the growth in assets of seven per cent.

e Across the SLGPS, total contribution income from current members is increasingly less
than the benefits paid. The difference is now -£75 million.

¢ |nvestment returns for each fund were between 5.3 and 8.8 per cent in 2018/19.
These returns are more consistent across funds than in 2017/18.

e Six pension funds didnt meet their benchmark returns last year, but most of them
exceeded their five-year benchmark.

e A decision by the Supreme Court in June 2019 (the ‘McCloud Ruling’) came after
the unaudited accounts were prepared. Funds requested revised reports from their
actuaries in order to quantify the increase in estimated liabilities as a result of the
ruling. The estimated combined increase in the value of promised retirement benefits
totalled around £500m.

¢ Management expenses are under-disclosed and there is a complex relationship
between risk, return and costs.



https://www.audit-scotland.gov.uk/uploads/docs/report/2019/nr_191217_local_government_finance.pdf
https://www.audit-scotland.gov.uk/uploads/docs/report/2020/nr_191217_local_government_finance.pdf
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Valuations

Funding levels, on an accounting basis, have reduced compared with last year to 82 per cent
3. Triennial valuations by actuaries provide the basis for assessing the overall position of LGPS funds
(funding basis) that affect future contribution rates and investment strategies. The last triennial funding
valuation was at 31 March 2017. Actuaries also prepare an annual valuation on an accounting basis. This
uses a lower discount rate for long-term liabilities and produces a more cautious result than the triennial
valuation. Comparing the last two accounting basis valuations (at 31 March 2018 and 31 March 2019)
shows that funding positions have generally reduced. The weighted average funding level across
Scotland is now 82 per cent compared with 87 per cent last year.

The value of scheme liabilities increased by 13 per cent, more than the growth in assets

of seven per cent

4. The funding level compares the scheme’s net assets (investments) with its liabilities (future
estimates of pensions liabilities valued at current prices using a discount factor). Total assets have
increased, compared with last year by seven per cent to £47.7 billion. However, the value of liabilities
has also increased, to a greater extent, by 13 per cent to £57.9 billion. Key factors in the valuation of
the liabilities include:

e the discount rate to convert future liabilities to current values — this is based on current
‘high quality corporate bond’ returns, in accordance with accounting standards

e |ife expectancy of members of the scheme
¢ inflation rate — pensions are increased annually based on the consumer prices index.

5. Typically, in 2018/19, the discount rate used in the actuaries’ valuation of liabilities (2.4 per cent) was
lower than in 2017/18 (2.6 per cent) (Exhibit 1), this increases the current valuation of future liabilities.

Exhibit 1
Valuation comparison between 2017/18 and 2018/19 on an accounting basis
Almost all funds identified lower funding levels this year.
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		Exhibit 1

		Valuation comparison between 2018/19 and 2017/18 (IAS19)

		Almost all funds identified lower funding levels this year 

				2017/18		2018/19

		Dumfries & Galloway		77%		72%

		Falkirk		77%		74%

		Fife		81%		77%

		Highland		85%		80%

		Lothian		87%		83%

		North East		84%		82%

		Orkney Islands		107%		100%

		Scottish Borders		81%		78%

		Shetland		74%		70%

		Strathclyde		91%		85%

		Tayside		87%		86%

		Source: audited financial statements of the pension funds 2018/19
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Cash flows

Cash flows from dealing with members has become increasingly negative

6. Membership of the SLGPS continues to grow. The numbers of both active employee members
and pensioner members of the SLGPS have been increasing in recent years. This is largely a result
of auto enrolment and employer severance schemes. Despite there being greater numbers of active
members, this has not reversed the trend of negative cash flow from dealing with members as many
of these new active members, added through auto-enrolment, are lower paid employees with lower
contributions relative to pensions in payment.

7. Across the SLGPS, total benefits and administration costs exceed current contribution income.

The difference is now -£75 million. This negative cash flow emerged in 2016/17 and has steadily
grown (Exhibit 2). Seven funds now have negative cash flows compared to five in 2017/18. As funds
mature, an element of pension payments is being made from investment returns, rather than being
met from ongoing contributions from active members. It's important that funds manage the cash flow
implications of this.

Exhibit 2
Cash flows from dealing with members in each of the 11 main SLGPS funds over the past five years
Cash flows from members are becoming increasingly negative.
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		Exhibit 2

		Cashflows from dealing with members in each of the 11 main SLGPS funds over the past five years

		Cashflows from members are becoming increasingly negative 

				2014/15		2015/16		2016/17		2017/18		2018/19

		Dumfries & Galloway		-496		-1935		-4353		-1745		-5165

		Falkirk		18206		14536		17270		7710		12876

		Fife		16949		13232		14263		13839		10674

		Highland		1480		-1623		109		525		-1194

		Lothian		19292		9837		-9177		-17236		-14540

		North East		841		1142		997		873		-1032

		Orkney Islands		3501		4245		3817		2212		2444

		Scottish Borders		-1333		-2489		-2733		-3104		-4290

		Shetland		5467		4779		3791		4164		3570

		Strathclyde		-24182		-15129		-35424		-36390		-57473

		Tayside		-1383		-3527		-12187		-10514		-20838

		Source: audited financial statements of the pension funds 2018/19
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Investment returns

Annual investment returns were more consistent in 2018/19
8. Exhibit 3 illustrates that investment returns for each fund were between 5.3 and 8.8 per cent in
2018/19. These returns are more consistent across funds than in 2017/18.

Exhibit 3
Annual investment returns and fund size 2018/19
Investment returns across the SLGPS were between 5.3 and 8.8 per cent.
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		Annual investment returns and fund size 2018/19 

		Investment returns across the SLGPS were between 5.3 and 8.8 per cent 

		Council				Investment returns		Average net investment assets

		Lothian		1		8.81%		7496492

		North East		2		8.02%		4297366

		Falkirk		3		7.88%		2389535

		Scottish Borders		4		7.42%		708741

		Fife		5		7.13%		2516469

		Shetland		6		6.97%		478676

		Highland		7		5.99%		1941387

		Tayside		8		5.89%		3791872

		Orkney Islands		9		5.78%		378549

		Strathclyde		10		5.56%		21371134

		Dumfries & Galloway		11		5.31%		877048

		Source: Audited financial statements of the pension funds 2018/19 (investment returns net of investment expenses/ average net investments)
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Six pension funds didn't meet their benchmark returns last year, but most of them exceeded
their five-year benchmark

9. Variability of investment performance between funds can reflect differences in the type of assets
that each fund holds, the way in which these are managed (passive or active) and the related risks.
One way of assessing the returns in each fund is to consider how each fund has compared against its
benchmarks (typically over 1 year, 3 years and 5 years). The benchmarks are set locally to reflect the
different long-term investment requirements to support the future pension payments of each fund.
Six pension funds reported that they had not achieved their benchmark returns over the last financial
year. However, only one pension fund, Dumfries and Galloway, reported it had not achieved its five-
year annualised benchmark. The five-year annualised benchmarks range from 7.8 to 10.1 per cent
across the 11 main funds (Exhibit 4).

Exhibit 4
Comparison of five-year annualised investment returns of each fund
Most funds are exceeding their five-year annualised benchmark.
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		Comparison of five-year annualised investment returns of each fund

		Most funds are exceeding their five-year annualised benchmark 



				5 year benchmark		actual 5-year annualised return

		Dumfries & Galloway		7.80%		7.40%

		Falkirk		7.80%		9.10%

		Fife		7.66%		9.58%

		Highland		9.00%		9.80%

		Lothian		10.10%		10.90%

		North East		9.10%		10.30%

		Orkney Islands		8.60%		10.40%

		Scottish Borders		8.20%		9.10%

		Shetland

		Strathclyde		8.90%		9.90%

		Tayside		9.25%		9.79%

		Note: data not available for Shetland Pension Fund.

		Source: Audited financial statements 2018/19 and local auditor data. 
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Investment strategies

Pension funds plan to reduce the value of their equity investments

10. In response to increasingly negative cash flow position noted above (Exhibit 2, page 3),
most pension funds have been revising their investment strategies to place greater emphasis

on cash-generating investments instead of value-generating investments. The actual investment
portfolios are not currently consistent with these strategies. It can take some time for changes to
take place. For example:

e Dumfries and Galloway Council Pension Fund reported that ‘a strategy review was presented
to Pensions Sub Committee on 24 May 2018 and members agreed the change in investment
strategy from the current allocation to a modest switch from equity investments into alternative
return-seeking assets, to improve the risk/return profile of the Fund.’

e Falkirk Council Pension Fund reported that ‘the actual allocation at 31/03/2019 is at variance
with the strategic allocation... Both Panel and Committee are content with this position noting
... that the allocation to Other Real Assets (eg Infrastructure) and Non Gilt Debt (eg Private
Debt) depends on the availability of suitable investments'.

11. Notably most Funds are ‘overweight’ in equities by between 3 and 18 percentage points.
However, two funds did not identify their current investment allocation against their target in their
accounts. Most funds appear to be targeting reduced equity investments with a target investment of
between 55 per cent and 65 per cent in future.

Significant events

Amendments to the accounts arising from legal and other judgements

12. In December 2018, the Court of Appeal upheld a claim from firefighters and judges that changes
to their pension schemes were discriminatory based on age. The UK Government sought leave to
appeal the decision (commonly known as the McCloud Ruling) to the Supreme Court. However, this
was denied at the end of June 2019, after the unaudited accounts were prepared. This ruling impacts
on other public sector pension schemes, including LGPS, which have seen similar changes in their
pension schemes.

13. Following the decision, Funds requested a revised IAS19 report from their actuary in order to
quantify the increase in estimated liabilities as a result of the ruling. The estimated combined increase
in the actuarial present value of promised retirement benefits for all 11 Funds was around £5600m.
These revised assessments do not impact on the primary financial statements of the Funds. However,
the relevant disclosure notes in the audited accounts were updated to include the revised values of
promised retirement benefits.

Lothian Pension Fund merged the Lothian Buses Fund with main fund

14. Apart from the main 11 funds, there a few other funds managed by councils, but the number

of these separate funds is reducing. Following last year's repatriation of the Tayside Transport Fund,
this trend continued with Lothian Pensions’ Committee deciding in March 2018 to merge the Buses
Pension Fund with the main Lothian Pension Fund. The merger took place on 1 February 2019 and
resulted in the transfer of £0.5 billion of Buses Fund net asset values into the main fund, which at

31 March 2018, had a net asset valuation of £6.6 billion. The annual report notes that ‘the merger
creates a bespoke investment strategy for Lothian Buses within the Lothian Pension Fund and will not
affect member benefits and is expected to result in more efficiencies leading to lower costs'.

15. A planned transfer of the assets and liabilities, along with members, of the Strathclyde
Pension Fund No. 3 Fund to the Aberdeen City Council Transport Fund is expected to take place
during 2019/20.
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Outlook

SLGPS structural review is ongoing

16. As we noted in last year's pensions supplement (+), the Scottish Scheme Advisory Board
(SSAB) is currently consulting on the future structure of the SLGPS. The report included four options
for consideration:

e retain the current structure with 11 funds

e promote cooperation in investing and administration between the 11 funds
e pool investments between 11 funds

e merge the 11 funds into one or more funds.

17. The review is still ongoing, with the SSAB publishing consultation responses on its website
including Audit Scotland'’s, which does not express a preference for any of the four options contained
within this consultation exercise due to the important principle of the independence of the auditor of
pension funds across the SLGPS.

Management expenses are under-disclosed and there is a complex relationship between
risk, return and costs

18. The principle of value for money applies to all aspects of SLGPS operation, including the
considerable cost of investment management and administration. The cost of investment
management needs to be balanced with the potential for investment fund returns and risk which,
when taken together, provide evidence of value for money.

19. Exhibit 5 (page 8) shows investment management and administration expenses. Across

the 11 main funds, investment management expenses ranged from 0.24 to 0.83 with a median of
0.4 per cent, based on disclosures in the accounts. CIPFA guidance on investment management
costs does not necessarily expect funds to include fees and expenses incurred within a pooled
investment vehicle as a result of that vehicle's investment in other pooled funds in the Fund's financial
statements. Therefore, the analysis is likely to understate the cost of management expenses.

20. The margins are small, but the value of investments is significant and if the median position
was achieved by all funds, this would save £36 million (16 per cent of current investment fees).
However, this comparison does not take into account the complex relationship between risk and
return and costs.

21. Strathclyde Pension Fund identifies that ‘the level of fees and expenses paid by the Fund to
individual investment managers is relative to the complexity involved in managing a particular
investment asset and strategy, the associated risk and expected investment return’. Some funds
will invest in passive mandates with lower investment expenses — but also lower returns and lower
volatility. Some asset investment types have more significant management costs (for example
infrastructure), but the extent of investment in these types of asset varies between funds according
to their investment strategy.


https://www.audit-scotland.gov.uk/uploads/docs/report/2018/nr_181129_local_government_finance_supp2.pdf
https://lgpsab.scot/consultation-responses/
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Exhibit 5
Investment and administrative costs compared to average investment values 2018/19
Expenses are marginal but can vary according to the type of investments and mandates.
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		Investment and administrative costs compared to average investment values 2018/19 

		Expenses are marginal but can vary according to the type of investments and mandates 

		Fund		Investment expense per £invested		Admin expense per £invested

		Tayside		0.24%		0.05%

		Dumfries & Galloway		0.26%		0.07%

		Shetland		0.31%		0.09%

		Orkney Islands		0.35%		0.10%

		Fife		0.38%		0.09%

		Highland		0.40%		0.08%

		North East		0.43%		0.05%

		Lothian		0.46%		0.05%

		Falkirk		0.47%		0.06%

		Strathclyde		0.56%		0.03%

		Scottish Borders		0.83%		0.10%

		Source: Audited financial statements of the pension funds 2018/19 (investment management expenses and average assets invested)
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