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ITEM PF17

PENSION FUND COMMITTEE – 25 FEBRUARY 2005

RECOMMENDED PROCESS FOR REVIEWING THE PENSION FUND’S STRATEGIC ASSET ALLOCATION
Report by Head of Finance & Procurement

Background

1. In 2002, following a recommendation in the Myners Review, the Oxfordshire Pension Fund appointed Watson Wyatt, its then Actuaries, to carry out an asset liability study for the Oxfordshire Pension Fund.

2. The study culminated in a newly agreed customised strategic benchmark (see annex 1). The new strategic asset allocation was considered to be the most appropriate match for the Pension Fund’s liabilities. The revised assets were phased in over a nine-month period and were in place by 31 March 2003. The main changes were a reduction in equities and an increase in fixed interest and index-linked bonds. Bonds are considered to be the best match for pension fund liabilities in payment.

Implications of the Current Management Structure on Strategic Asset Allocation

3. Shortly after the strategic benchmark was in place the four new managers were appointed in July 2003. The new management was changed from a balanced to a primarily specialist structure. Annex 1 shows how the new management structure was constructed to meet the Fund’s overall strategic asset allocation.

4. Oxfordshire’s management structure is 100% active. Investment ranges have been agreed for the managers in order that they may exercise a certain degree of their own discretion with regard to asset allocation. Details of the investment ranges are set out in tables 2 to 4 under committee agenda item 7.

5. The investment ranges provide the managers with varying degrees of freedom within which to operate. UBS, as the multi asset management, is given the freedom to have under or overweightings for the entire asset classes it manages. At the other extreme Baillie Gifford, as a single asset manager i.e. UK equities, has the sole task of selecting the best UK stocks.

6. Oxfordshire’s investment structure invariably means that over a period of time the Fund, at the total level, will diverge from its strategic asset allocation because of market movements. Annex 2 shows the investment returns of the different asset classes, from 1 April 2003 (when Oxfordshire’s strategic benchmark was in place) to 31 December 2004. This shows that the returns on equities have been appreciably higher than bonds over this period. 

Rebalancing back to the Strategic Benchmark

7. The Fund’s actual asset distribution compared to its strategic benchmark is reported and considered by the Committee on a quarterly basis. Annex 1 shows that the Fund is currently underweight in bonds and overweight in equities versus its benchmark. The only manager that has much scope to impact on asset allocation is UBS the multi-asset manager.

8. One possible means of rebalancing back to the benchmark is by transferring assets between managers. Thus at this present time this would mean Alliance Bernstein having to liquidate some of its equity holdings and transferring cash to Legal and General.

9. Another means of rebalancing is by transferring surplus in-house cash to the “underweight asset” managers. The Pension Fund’s revenue account is cash positive and should continue to be so over the next three years. This cash surplus excluding investment income, which is retained by the managers for further investment, was £16m in 2003/04 and is projected to be £16m in 2004/05 and £20m in 2005/06. The attraction of using cash to rebalance is that the underlying manager portfolios remain undisturbed.

10. In April 2004 £10 million of surplus cash was transferred to UBS on the premise that as the multi-asset manager it was best placed to make short-term asset allocation decisions. Apart from this occasion there has been no attempt at a formal rebalancing.

11. Some Pension Funds rebalance back to their strategic benchmark every quarter whilst others rebalance over a longer time period. The issue of rebalancing back to the benchmark was raised at a meeting with UBS and in their opinion this is a good discipline. It is very important that the Fund’s main investment objectives are not overlooked or neglected.

Reviewing the Strategic Asset Allocation

12. The Pension Fund’s strategic asset allocation is designed to take a long-term view, and unless there are material changes to the Fund’s liability profile, then one would not expect major changes to be made to the overall benchmark. However, it needs to be recognised that investment circumstances can change and there may be good reasons to change the strategic benchmark. For example the growth in hedge funds, expected increases in the supply of index linked gilts and longer-term gilts, and the increasing globalisation of equity markets may mean that decisions made several years ago are less appropriate.

13. Officers and the Independent Adviser have had discussions with UBS and Hewitt Bacon and Woodrow (HBW) over the past twelve months, with regard to the Fund’s strategic asset allocation, and these discussions are still ongoing. Because of its multi-asset capabilities UBS is considered to be well placed in advising the Fund on this subject. The recent Sir Derek Morris review on the Actuarial profession criticised pension funds for being overly reliant on their actuaries for investment advice. Myners also echoed this sentiment and it is now seen as good practice to consult both actuary and manager on strategic investment matters.

Carrying Out a Further Asset Liability Study

14. Carrying out an asset liability study is an expensive exercise and the cost of this process was £30,000 in 2002. It is recommended that such an exercise is only carried out if there are material changes to the Pension Fund’s liability profile. It is recommended that the Fund’s liability profile be reported to the Committee following the triennial actuarial valuation, unless in the officers’ view there are exceptional circumstances that necessitate an earlier review.

15. Annex 2 compares the Pension Fund’s current liability profile, following the 31 March 2004 valuation, with the liability profile in March 2001. There are no significant changes that warrant an asset liability study at this point in time.  

Tactical Asset Allocation

16. The whole purpose for having a strategic benchmark is to ensure that over the longer term the Fund’s assets are able to finance its current and future liabilities. It is important that this discipline is kept under regular review. However, it is also recognised that over shorter term horizons markets may become cheap or expensive. The Pension Fund should seek to take advantage of this. Taking short-term asset allocation decisions because of market anomalies is called tactical asset allocation.

17. Tactical asset allocation is an entirely different process to strategic asset allocation. Officers and the Independent Adviser have been exploring means of pursuing a tactical asset allocation strategy at the total fund level and will produce a separate report on this subject during 2005/06. It has been included as an item in the 2005/06 business plan.

Conclusion

18. Officers recommend that the Independent Adviser, following consultation with HBW and UBS, should review the Pension Fund’s strategic asset allocation annually and report his findings and recommendations to the Committee. It is further recommended that this exercise be done in conjunction with an annual rebalancing back to the strategic benchmark. Pursuing a tactical asset allocation overlay policy for the total fund would mitigate the problem of bad timing when rebalancing. 

RECOMMENDATIONS

19. The Committee is RECOMMENDED to:-

(a) request officers to produce a report on tactical asset allocation overlay;

(b) request that officers rebalance back to the strategic benchmark every 12 months coupled with a tactical asset allocation overlay;

(c) request that the Independent Financial Adviser reviews the Fund’s strategic asset allocation annually and reports his findings and recommendations to the Committee; 

(d) request that officers report to the Committee on changes to the Pension Fund’s liability profile, following the triennial actuarial valuation, or earlier if there are exceptional circumstances.

SUE SCANE

Head of Finance & Procurement

Background Papers: Russell Mellon investment performance figures. Data supplied by Hewitt Bacon and Woodrow

Contact Officer:
Tony Wheeler, Pension Fund Investment Manager.

February 2005.
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The Oxfordshire Pension Fund's investment returns for different asset classes
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