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LANCASHIRE COUNTY PENSION
FUND
ACTUARIAL VALUATION SUMMARY AS
AT 31 MARCH 2016

1 -  INTRODUCTION

We have carried out our initial calculations on the actuarial valuation of the Fund as at 31 March
2016 and reported the results to the Administering Authority.  The results are summarised in this
note.

Subject to the Committee's approval and any discussions with individual employers, we will
produce our formal report on the valuation in due course.

2 -  VALUATION APPROACH AND
ASSUMPTIONS

In order to place a value on the benefits that the Fund must pay, we make assumptions about
future experience.  These assumptions determine the value of the Fund’s liabilities and the
contributions rates payable by employers. It is important to bear in mind that the assumptions do
not affect the ultimate cost of the benefits.  Rather they are there to estimate that cost, and
determine the pace of funding and timing of the contributions.

The main assumptions are as follows:

2013 2016

A) Inflation 2.6% pa. 2.2% pa.

B) Discount rate 4.8% pa. 4.4% pa.

C) Pay (short term) 1% pa. for 3 yrs 1% pa. for 4 yrs

D) Pay (long term) 4.1% pa. 3.7% pa.
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*For active memebrs aged 45 now and pensioner members aged 65 now

IN FL ATIO N
All Fund benefits are (directly or indirectly) CPI inflation linked, so higher assumed inflation means
higher liabilities and contributions (and vice versa).

The CPI inflation assumption is derived as follows:

Estimate market implied RPI from fixed and indexed gilt yields
(3.2% pa. at 31 March 2016)

Adjust for supply / demand distortions in index-linked gilt market
and “risk-pricing” of inflation protection

Adjust for estimated difference between RPI and CPI
Resultant CPI assumption 2.2% p.a.

DISCO UNT RA TE /  INV ES T MENT RET URN
Higher expected returns mean less money is needed now to pay future benefits (and vice versa).

The net discount rate (i.e. the discount rate in excess of inflation) is the most important assumption
made as part of the valuation, in that it will have the biggest impact on the funding position and
contributions.

At this valuation, we have set the discount rate by considering the expected return on the Fund’s
assets above CPI, taking into account the Fund’s long-term investment strategy.  This is a slightly
different approach from the previous valuation, where the discount rate was set with reference to
fixed gilt yields plus a margin to allow for the anticipated outperformance from other asset
categories.

To do this we considered the expected real return on each of the Fund’s asset categories (shown
below), and combined this to give a total “best estimate” expected return, as well as expected
variations around this “best estimate” (illustrated in the second chart below).  In line with the

E) Life expectancy from age 65*

25.2 yrs (male 45 now)

23.0 yrs(male 65 now)

27.9 yrs (female 45 now)

25.6 yrs (female 65 now)

24.8 yrs (male 45 now)

22.6 yrs (male 65 now)

27.8 yrs (female 45 now)

25.1 yrs (female 65 now)
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Regulations we have used a discount rate that includes a suitable margin of prudence so as to set
a rate which the Fund can reasonably expect to achieve over the long term.

This has resulted in a real discount rate of 2.2% pa. above CPI, in line with the assumption at
2013.

PAY GROW TH
Although new benefits earned since 2014 are now based on career average pay, a significant
proportion of active members’ benefits are still linked to their final pay at retirement.

We set a short term pay growth assumption based on the Government’s stated plans for public
sector pay, resulting in assumed pay increases of 1% pa. for four years.

We also set a long term assumption, designed to cover annual pay awards, incremental increases
and promotions.  This is set to be 1.5% pa. above CPI.

L IFE  EXPECTANCY AND OTHER DEM OGRAPHIC  ASSUMP TIONS
We have reviewed the actual membership experience since the previous valuation (both for the
Fund and the wider LGPS population) in the following areas, and updated the assumptions as
appropriate:

- Life expectancy
- Rates of ill-health retirement
- Proportions of members that are married
- Withdrawal from service
- Commutation
- 50/50 take up

FUTU RE S ERV ICE
When calculating the future service contribution rate (the ongoing percentage of pay contribution
needed to Fund members’ future benefits as they are earned), we allow for a higher discount rate.
This is designed to be a smoothed rate, to reflect the fact that contributions paid for benefits



L A N C A S H I R E  C O U N T Y
P E N S I O N  F U N D

A C T U A R I A L  V A L U A T I O N  S U M M A R Y

4

Mercer Limited is authorised and regulated by the Financial Conduct
Authority
Registered in England No. 984275 Registered Office: 1 Tower Place
West, Tower Place, London EC3R 5BU

currently being earned will be invested over a longer timeframe and under conditions that are not
linked directly to current market conditions.

The discount rate previously applied was 3% pa. above CPI (so 5.6% pa. at 2013).  As part of this
valuation we have reviewed and reduced this to 2.75% pa. above CPI (so 4.95% pa.), reflecting a
lower outlook for long-term investment returns in 2016 when compared with 2013.

IMPACT
The impact of the assumption changes since the 2013 valuation are as follows:
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3 -  VALUATION RESULTS

The results of the valuation are shown below, alongside the results from 2013:

31 March 2013 31 March 2016

Funding position

Assets £5,011m £6,036m

Liabilities £6,388m £6,726m

Deficit £1,377m £690m

Funding level 78% 90%

Contributions

Future service rate 13.1% of pay 14.8% of pay

Deficit recovery £65m pa. £44m pa.

FUNDING POSIT ION
The deficit has reduced by almost £700m over the inter-valuation period, effectively halving the
shortfall.  This corresponds to a funding level improvement of 12% to 90% at 31 March 2016
(meaning the Fund has calculated that it has assets to cover 90% of the liabilities at that date).

This chart shows the principle causes of the reduction in funding level over the period, and we
have included some commentary on the key points:
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Investment returns: Over the three years in question the Fund returned around 24% after
expenses, well in excess of the 15% assumed at the 2013 valuation.
This additional 9% equated to a gain / profit of £524m;

Pension increases: At 2013 we assumed CPI would be 2.6% pa.long-term.  But over the
period it was only 3.9% in total, or 1.3% pa.  This means lower than
expected increases in pensions, and so a gain of £173m;

Short term pay: Assuming pay will increase at 1% pa. for the next four years (in line with
government  plans), rather than the long term assumption of 1.5% pa.
above CPI,  has reduced the liabilities at the 2016 actuarial valuation by
£196m;

CONTR IBU T IONS
Employer contributions are calculated in two steps:

A) Future service contributions (% of pay).  These are to cover the benefits currently being
earned by active Fund members, and

B) Deficit contributions (£ amounts).  These are the amounts to recover the deficit of £690m at
2016.

A – Future service contributions

Future service contributions for the Fund as a whole have increased at this valuation, from 13.1%
to 14.8% of pay.  The reasons for this are as follows:

The main cause of this increase is the reduction in the discount rate /expected investment return,
as discussed in Section 2.
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B – Deficit contributions

Deficit contributions are dictated mainly by the size of the deficit and the period over which it is
recovered.

At 2013 the deficit was £1,377m.  However, between 31 March and 31 August 2013 the funding
position improved substantially, leading to a reduced deficit of around £1,088m, and it was this
figure that was used when calculating the deficit contributions of £65m pa. shown above.  (Note,
this amount was to increase at 4.1% pa. in line with assumed long term pay increases.)

The 2016 deficit of £690m corresponds to a deficit contribution of £44m (increasing at 3.7% pa.).

The recovery period at 2013 was 19 years.  At 2016 we have applied a consistent approach,
meaning a recovery period of 16 years (i.e. the 19 years from 2013, less the three years that have
passed).

IND IV IDUAL  E MPLOYERS
As part of the valuation each employer’s own funding position and contribution requirements are
calculated, based on their own membership and experience.  As such the experience for individual
employers can vary widely from that of the Fund as a whole.  Some key points here are:

- In 2013 some employers (Councils, government backed employers, universities and
colleges) had an allowance in their future service % rate for some members to join the
50/50 scheme – which lead to a reduction of around 0.6% of pay on average.  As take up of
the 50/50 option was very low, this option has been removed in 2016, so those employers
will face a bigger increase in their % rate.

- Also in 2013, some of the Councils and government backed employers (i.e. those
employers with the strongest covenant) were permitted to include an allowance for
expected future improvements in their deficit positions, giving rise to lower deficit
contributions.  So these employers will see less of a reduction (or possibly even an
increase) in their £ deficit contributions at 2016.

- Although the base recovery period is 16 years as shown above, the period may vary for
some employers, depending on individual employer circumstances.

2016

2013£1,088m deficit
(at 31/08/13)

£65m contributions

£690m deficit
(at 31/03/16)

£44m contributions

32% reduction36% reduction
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- Where an employer has a deficit, they will be expected to maintain their current (total)
contribution levels.  Where they would otherwise see a reduction, the recovery period will
be reduced to achieve this.

Mercer Limited

November 2016

This paper is addressed to Lancashire County Council as Administering Authority of the Lancashire County Pension Fund on the
understanding that:

The paper and its observations and conclusions are based on scheme information provided by third parties. No representation or
warranty, express or implied, is made or given by Mercer as to the accuracy or completeness of the information obtained from non-
Mercer sources. Whilst reasonable attempts have been made by Mercer to ensure that the information and data has been obtained from
reliable and up-to-date sources, Mercer has not conducted any verification as to whether the information and data from third party
sources is true, accurate or complete. Mercer accepts no responsibility or liability (including for indirect, consequential or incidental

damages) for any error, omission or inaccuracy in such information.

No person other than the Administering Authority may use or rely on this report without Mercer’s prior written consent. Mercer does not
owe a duty of care or other liability in respect of this paper to any person other than the Administering Authority nor does Mercer accept
liability of the Administering Authority if the report is used for any purpose other than that stated.


