







DCLG(11) PRG 82

This note responds to the two action points agreed at the PRG meeting of 19 September 2011 :-
1.      Paragraph 4.5 of the Minutes – to calculate the cost ceiling based on local 2010 average financial assumptions

2.      Paragraph 4.6 of the Minutes – to calculate the future service cost at the 2010 Model Fund (MF) valuation based on cost ceiling assumptions.

The purpose of this email is to set out the costs requested by PRG on 19 September. HM Treasury and DCLG are content for these costs to be released to PRG. The following advice from GAD has been quoted in full. 
Any parties to whom this information is released, and whose interest may differ from those of DCLG, should be encouraged to seek their own actuarial advice where appropriate.

Other than DCLG, no person or third party is entitled to place any reliance on the contents of this email, except to any extent stated herein, and GAD has no liability to any person or third party for any act or omission taken, either in whole or in part, on the basis of this email. If any contents of this email are to be used to inform any Government policy decisions, DCLG will consult GAD before those decisions are made.

Background
HM Treasury has set out an accrual rate of 65ths for the calculation of cost ceilings for the Reference Scheme. The GAD submission, on behalf of DCLG, of 22 September 2011 calculated a gross cost ceiling of 18.8% pa on this accrual rate. This note also set out the data, methodology and assumptions underlying the cost ceiling (this note refers to the cost ceiling announced by the Government on 7 October. On 2 November, the Government announced an improved offer including an improved cost ceiling of 20.4% and accrual rate of 1/60th). 

The figures discussed in this email are before any adjustments that we understand might be made to the gross cost ceiling as a result of the Consultation launched by DCLG on 7 October (‘Consultation on proposed increases to employee contribution rates and changes to scheme accrual rates, effective from 1 April 2012 in England and Wales’). Our understanding of the HM Treasury approach is that equivalent savings would need to be found when the new scheme comes in after 2015 – either through member contribution increases or benefit changes (in the latter case, through an adjustment of the gross cost ceiling). 
Cost ceiling based on local 2010 average financial assumptions

Our initial analysis indicates that the average financial assumptions adopted by the local actuaries to calculate the future service cost for the 2010 round of local actuarial valuations are as follows:

         a nominal discount rate of 6.6% pa

         earnings increases of 5.0% pa

         pensions increases (and price inflation) of 3.2% pa

It is the real rates of return over earnings and price inflation that are relevant to the calculation of the cost ceiling. The above local assumptions lead to a real rate of return over earnings inflation of 1.5% pa (= 1.066/1.05 - 1), compared to ¾% pa assumed for the cost ceiling. Similarly, a real rate of return over price inflation of 3.3% pa (= 1.066/1.032 - 1) has been assumed for the local 2010 valuations, compared to 3% pa assumed for the cost ceiling. The financial assumptions used for the cost ceiling were prescribed by HM Treasury.

The cost of the reference scheme (with a 65ths accrual rate) based on the above average local financial assumptions, and using the same experience-based demographic assumptions as were used for the cost ceiling calculations,  is around 16.5% pa (although see caveat on promotional/merit pay growth immediately below). 
You may recall that in our analysis of scheme experience for the Model Fund, the data was not of sufficient quality to enable us to undertake an analysis of pay growth.  It is possible that different treatment of promotional/merit pay growth may explain at least some of the difference in the real wage inflation assumption used by the local actuaries and that prescribed by HM Treasury.  For example, it may be that local actuaries have assumed higher promotional pay increases, in return for assuming a lower real wage inflation of around 1.8% pa over price inflation (= 5.0% - 3.2%),  compared to 2.25% pa assumed for the cost ceiling.  We have not (yet) been able to verify this point.

2010 MF future service cost on cost ceiling assumptions

We estimate the 2010 MF valuation future service cost on cost ceiling assumptions to be around 21.7% pa.   
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