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LOCAL GOVERNMENT PENSION SCHEME (ENGLAND & WALES)
REFERENCE SCHEME SENSITIVITY ANALYSIS

This paper is in response to the action point for GAD agreed at the PRG meeting on 31 October to prepare a brief explanation of the sensitivity of the future service cost to adopting a Final Salary Scheme relative to the CARE-based Reference Scheme. 

There are two primary reasons why there is only a relatively small difference in the future service cost of a final salary and CARE scheme (with otherwise identical benefits), of around 0.1% of pensionable pay, for the LGPS members.

1 - Assumed pay increases

The two elements that drive pay increases for individual members are general salary inflation and promotional/merit pay rises.

If the CARE earnings revaluation is equal to members’ general salary increases (as it is assumed to be), then the only real difference between a CARE and Final Salary scheme is the impact of promotional pay rises. Based on the average assumptions adopted by the local actuaries for the 2007 round of local actuarial valuations the promotional pay rises are relatively shallow. The assumption for promotional pay rises is set out below:

	Age 
	Salary scale

	
	Males
	Females

	20
	100
	100

	25
	102
	101

	30
	111
	105

	35
	117
	108

	40
	121
	110

	45
	124
	110

	50
	127
	110

	55
	127
	110

	60
	127
	110

	65
	127
	110

	66
	127
	110

	67
	127
	110

	68
	127
	110



For example, a 20 year old female member would expect their pay to increase by around 10% (= 110 / 100 – 1) over the period to State Pension Age as a result of promotion/merit (i.e. over and above assumed general salary inflation over the same period).

The average age of the LGPS active membership at 2010 was around 45 years.  On average, therefore, females are assumed to receive no promotional pay rises beyond this age, while there is very little in the form of promotional pay rises for males. As it is members who are closer to retirement that make up the bulk of the overall future service cost (with younger members making up only a small proportion of the future service cost), assumed promotional pay rises have only a small impact on the overall cost.
We have briefly analysed the assumption used for the 2010 round of local actuarial valuations, and initial indications are that the expectation for future promotional pay growth has not changed materially from that at 2007. 

2 - Average future working lifetime

The average future working lifetime of a typical LGPS member is around 10 years.  This is relatively short compared to other public service schemes and is mainly driven by relatively high levels of voluntary withdrawal rates, particularly at the younger ages (once a member exits, the revaluation in deferment is expected to be the same in a CARE and Final Salary scheme).  Consequently even for younger members where promotional pay rises have greater impact, the period over which such rises are expected to happen is relatively short.   

For example, a 20 year old female member might on average be expected to leave the scheme prior to age 30. Even were she not to leave until age 30, then over the 10 year period we would still only expect her total promotional pay increases to be around 5% of pay ( = 105 / 100 -1).

Other points to note

1. The assumption for promotional pay has not been considered by HMT for the Reference Scheme costings as this assumption is not particularly relevant for CARE schemes. If a Final Salary Scheme is being considered, then HMT will need to review the promotional pay assumption.

1. Although the expected future service cost of a Final Salary Scheme is only slightly higher than CARE, a final salary structure introduces an additional, material, element of salary increase risk to the scheme.

1. It is assumed that CARE scheme benefits will be revalued, in service, based on some form of average earnings index whereas in a Final Salary Scheme benefits during active service are effectively revalued in line with an individual’s own earnings.  Ultimately therefore there could be significant differences in the cost of the final salary option if salary increases in the LGPS diverge materially from the earnings index used to uplift the CARE benefits.

1. It is not clear how the 10 year protection proposed by Government on 2 November would interact with the cost ceiling. If, for example, members within 10 years of their current retirement age at 1 April 2012, are removed from the Reference Scheme then we would expect that the cost of moving to Final Salary linkage would be higher than the 0.1% of pay estimated – since the average future service costs will become more weighted to younger members who, in turn, are expected to experience greater promotional/merit pay growth.
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