
Size matters: The changing role of UK local 
government pension funds in private equity
Stuart Lanigan looks at how the restructure of local government pension funds 
might increase fund allocations, reduce administration costs and allow more 
diversity in investment portfolios – creating more opportunity for growth.

The UK pension fund market is in the midst of 
major structural change. The nationwide and 
fragmented Local Government Pension Scheme 
(LGPS) is being consolidated into a small number of 
large regional pools. The increase in scale provides 
an opportunity for these larger funds to increase 
returns and broaden the range of their investments. 
This includes an increase in their commitments 
to private equity, which is becoming increasingly 
popular amongst institutional investors because of 
its superior and uncorrelated returns. The changing 
shape of the LGPS sector provides real opportunity 
in this asset class and has wider implications for the 
shape of the private equity market as a whole.

Restructuring of the Local Government  
Pension Scheme 

The plan for local government pension funds to pool their 
investments was formally announced in the summer 
budget of 2015. At the time the LGPS was organised 
in 89 pension funds and as part of the reform the UK 
government ordered the funds to combine their assets 
into larger investment pools. The motivation was to reduce 
investment costs and develop capacity and skills to 
become larger investors in infrastructure – to boost the UK 
economy. 

The LGPS in England and Wales finalised its plans last year. 
Eight regulated fund entities will run almost all of the LGPS 
assets. Individual funds will focus on asset allocation and 
other areas of pension scheme management.

Two of the largest newly created pension funds –  
Northern Pool and LGPS Central – are planning extensive 
in-house investment teams to manage private equity and 
infrastructure investments. 

 

New regulated fund entities

Asset Pool LGPS Funds Size

Border & Coast 12 LGPS funds including North 

Yorkshire, South Yorkshire and 

Surrey

£43.7bn

Local Pension 

Partnership

London Pension Fund Author-

ity, Lancashire and Berkshire

£14.5bn

Wales Pension 

Partnership

9 LGPS funds including Cardiff 

and Gwent

£16.0bn

Brunel Pension 

Partnership 

10 LGPS funds including Avon 

and the Environment Agency

£27.4bn

Northern Pool Greater Manchester, 

Merseyside and West 

Yorkshire

£42.1bn

LGPS Central 9 LGPS funds including 

West Midlands and 

Nottinghamshire

£41.9bn

Access 11 LGPS funds including 

Cambridgeshire and Essex

£40.8bn

London CIV 32 London boroughs 

including the City of London

£34.5bn

Source: IPE, April 2018

The LGPS as a whole is already familiar with private equity 
and invests around £11bn in private equity, based on public 
disclosure.1 Traditionally these have been managed by 
third party fund-of-fund managers including HarbourVest 
and Adam Street Partners, although some larger funds 
do have in-house teams. LGPS Central and Northern are 
building out internal teams to take more control of private 
equity investments. The members of the Northern asset 
pool have now formally set up a collective private equity 
vehicle, the Northern Private Equity Pool, which will make  

1 Cobley, M, (2017) UK public pensions target in-house private 

equity, accessed 23 April 2019, www.fnlondon.com/articles/uk-
public-pensions-target-in-house-private-equity-20171026 
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commitments of about £720m in 2018 and 2019.2 

Until now the LGPS funds have made few direct or co-
investments when they invest directly with the private 
equity manager – the ‘general partner’ or ‘GP’ for short 
– into one of their investments. This involves more risk, 
resource and skill, including detailed analysis of the due 
diligence of the specific transaction and, frequently, taking 
board seats in investee companies. However, the rewards 
for a good investment can be high as it avoids fees to third 
party managers.

New business model – scale and returns 

Institutional investors with significant holdings in private 
equity have been able to generate greater returns. 
Research of a large international sample of defined 
pension plans showed those plans with large holdings 
in private equity can earn significantly greater returns 
than smaller investors.3 Based on a data source of 874 
international defined pension plans spanning 1990-
2009, large investors ($41.1bn overall plan size) had on 
average superior net returns of 10.8 per cent per annum 
in private equity and lower costs of 201 basis points per 
year compared to smaller funds ($0.4bn plan size). Large 
investors are able to gain more information and have more 
internal capability to analyse and process investments, 
through the use of better technology and staff. They 
have the capacity to attract and retain the calibre of 
staff required to oversee and monitor complex private 
equity portfolio companies. They are also able to obtain 
preferential terms for their investments through ‘side 
letters’ (specific terms) and ‘most favoured nation’ status.4 
The higher level of commitments to funds means they 
can also lower costs by investing directly by meeting the 
minimum requirements for investment – size correlates 
to co-investment invitations. Business models of large 
institutional investors which have demonstrated the 
benefits of scale in practice have been seen in such as the 
superannuation sector in Australia and in the large public 
pension funds in Canada (eg Canadian Pension Plan). 

The superannuation sector is one of the largest 
investment channels in Australia and represents 76 
per cent of the funds industry in the country, with 
A$1.8 trillion (£1.0 trillion) assets under management. 

2 Rust, S, (2018) UK public pension funds establish private equity 

vehicle. accessed 23 April 2019, www.ipe.com/countries/uk/uk-
public-pension-funds-establish-private-equity-vehicle/www.ipe.
com/countries/uk/uk-public-pension-funds-establish-private-
equity-vehicle/10026272.fullarticle 

3 Dyck, A, and Pomorski, L, (2016) Investor scale and performance 

in private equity investments, Review of Finance, 20(3), p1081–1106

4 DaRin, M, and Phalippou, L, (2014) There is something special 

about large investors: evidence from a survey of private equity 

limited partners, ECGI Working Paper Series in Finance, 408

Research undertaken by Cummings5 into the relationship 
between fund size and performance of 284 Australian 
superannuation funds from September 2004 to June 
2010, suggests that members benefit from being invested 
in larger funds. They provide diversification benefits 
from investing in a broader range of asset classes 
including private equity. They make meaningful savings 
on fund administration costs, and give better access to 
investments. For example, the change in the average fund 
size from the smallest quintile ($87m) to the largest quintile 
($8.3bn) leads to a decrease in operating expenses among 
not-for-profit funds of 28 basis points per annum.

Canadian Pension Plan (CPP) is a state-run earnings 
related pensions’ scheme, but its investment board is 
run independently. The funds portfolio has tripled over 
the last decade to C$454bn (£265bn). Its assets are 
separated from the public pot. The investment board 
was set up to focus on returns to the exclusion of public 
policy with a strict transparency requirement. It is exempt 
from public sector pay caps which means it can recruit 
leading investment professionals from the private sector. 
Its chief executive officer (CEO) is ex-Goldman Sachs. 
A fifth of its overall portfolio is in private equity, with a 
significant portion in direct investments. It has 195 board 
seats in 77 companies.6 It pursues long-term returns and is 
willing to ride out short-term volatility. CPP’s target return 
is 3.9 per cent above inflation and its average returns 
have exceeded its benchmark over the last ten years. 
Other similar Canadian pension funds have emerged as 
significant institutional investors globally in recent years 
including Ontario Teachers Pension Plan and Ontario 
Municipal Employees Retirement System.

The attractions of private equity to pension funds

Private equity is attractive to pension funds because it 
generates superior returns relative to public equities, is less 
volatile compared to other asset classes and provides a 
good match to their liability profiles which can stretch over 
long periods.7 The allocation of US pension funds to private 
equity has significantly increased from US$30bn (£19.8bn) in 
1992 to US$6 trillion (£4.6trillion) today. Allocations to private 
equity are expected to treble over the next decade.8  
 

5 Cummings, J. R. and Gallagher, D. (2016) Effect of fund size on 

the performance of Australian superannuation funds, Accounting 

& Finance, 56(3), p695–725.

6 The Economist, (2019), Moose in the market, The Economist, 19 

January 2019.

7 Jankovic, M, (2017) Why long-term investors are investing in 

private equity, Invest Europe, 30 October 2017, accessed 23 April 

2019, www.investeurope.eu/news-opinion/opinion/blog/2017/
why-long-term-investors-are-investing-in-pe/

8 Talmor, E, (2019), The private equity challenge to corporate 

finance, accessed 23 April 2019, www.london.edu/faculty-and-
research/lbsr/the-private-equity-challenge-to-corporate-finance
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In a survey conducted by Blackrock of 230 major global 
institutional investors (including over 70 leading pension 
funds) with over US$7trillion investible assets, a significant 
portion (+47 per cent) plan to increase their exposure to 
private equity in 2019.9

UK private equity funds achieved returns of 14.5 per cent 
(net of fees) from inception to December 2017 according 
to the British Venture Capital Association. Over the last 
decade UK private equity has generated returns of 11 
per cent significantly above the 6.3 per cent generated 
by the FTSE All Share Index. Research by Aleszczyk 
et al covering corporate acquisitions between 1998 to 
2014 showed that private equity funds buy companies 
at lower valuations than corporates and take specific 
actions after the purchase and before disposal to improve 
performance and operating efficiency.10 On average the 
price to earnings before interest, taxes, depreciation, and 
amortisation (EBITDA) paid by PE funds was 8.3 per cent 
lower than when a similar company was acquired by a 
corporate. They were also purchased on significantly more 
advantageous terms. In addition, in the first three years of 
new ownership private equity companies also achieved 
greater increases in leverage, operating profitability and 
sales. The research also identified that larger and more 
established GPs make bigger investments and with their 
focus on operational improvements can expand earnings 
by 100 per cent over a three-year period (about 40 per 
cent for smaller funds).

Private equity is an engaged rather than a passive owner 
where investor interests are fully aligned. In a buyout fund 
for example, investments generally take between three 
to five years to exit, although this can take longer if the 
investee company is pursuing a buy-and-build strategy. 
The board of an investee company will be much smaller 
than at a public company – typically five to six board 
members including directors from the private equity 
manager (the GP). The managers of the company are 
expected to invest their own money for a stake in the 
business in contrast to just collecting stock options. They 
will have to meet challenging targets but it is clear up-
front if they meet the business plan and help achieve a 
successful exit they will be well remunerated. Each private 
equity fund will invest in a number of companies with 
traditionally no one investment comprising a significant 
portion of the portfolio. Given the longer-term nature of the 
asset class and the focus on operating efficiency, it is less 
volatile and correlated to other asset classes and is able to 
deliver returns through market downturns. 

9 Blackrock, 2019 Global Institutional Rebalancing Survey, 

accessed 23 April 2019, www.blackrock.com/institutions/en-gb/
insights/rebalancing-survey 

10 Aleszczyk, AA, De George ET, Ertan, A, and Vasvari, F, (2017) 

Private equity: nobody does it better. London Business School 

Review, 28(3), p18–19.

The private equity market does face challenges. The 
appetite for the asset class means fundraising has 
continued to grow each year. As a consequence, the 
amount of funds available but not yet invested – ‘dry 
powder’ – has also grown. This provides GPs challenges 
in finding businesses to buy at attractive prices, with a 
number of funds looking at similar transactions. This could 
impact returns if GPs put money to work at any price. The 
key is for GPs to maintain investment discipline and find 
opportunities where they can generate value, for example 
sourcing an acquisition opportunity before it goes to 
auction or being able to generate real value by finding 
synergies with an existing portfolio business.

An historic concern for pension funds has been the lack 
of transparency from private equity; the ability to get 
information and valuations on the private companies 
from the GPs. However, as private equity has evolved it 
has become increasingly transparent which has helped 
change the perception of secrecy. The growth in the 
secondary market, acquiring exiting fund commitments 
from limited partners (LPs), has helped tackle the notion 
of the illiquidity of the asset class. Secondary funds from 
established managers have proven and successful track 
records over a number of years. 

Globally investors are facing challenges with concerns 
that the economic cycle is turning which can affect private 
equity investments. However, private equity is highly 
adaptable and the major private equity managers have 
now built sophisticated business models which enable 
them to generate value by buying business at good price, 
improving operating efficiency and finding successful exits. 

Implications for the private equity market

The traditional holding period for private equity funds to 
buy and hold investments is changing as the demands 
of their LP investor base is changing.11 Private equity firms 
are taking a longer-term approach and moving away 
from their traditional buyout model: buying a business at 
a good price, improving its performance and then exiting 
within three-to-five years. As pension funds and other 
longer-term institutional investors make up a larger portion 
of the investor base there is more flexibility for GPs to 
hold investments for a longer period. Pension funds have 
a longer investment outlook and general partners are 
reacting to their demands. 

Infrastructure funds have gained popularity recently. 
They offer resilient longer-term returns with investments 
in specific projects and assets. Infrastructure fundraising 
has been increasing at 16 per cent on a compound 

11 Jackson, O, (2018) PE firms changing role as investors 

look to the long-term, accessed 23 April 2019, www.iflr.com/
Article/3823594/PE-firms-changing-role-as-investors-look-to-
the-long-term.html
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annual growth rate since 2010.12 Major private equity fund 
managers including KKR and EQT have successfully raised 
new funds. The rise of these funds is a reflection of the 
evolution of the private equity model and the attraction of 
limited partners for longer-term returns.

The private equity investment model could evolve moving 
toward a corporate model. Buy and build strategies 
becoming more prevalent, acquiring smaller assets initially 
but using them as a platform for bolt-on acquisitions. 
This adaptation of strategy will also be an effective way 
of utilising some of the dry powder which has built 
up as investors have committed increased capital to 
private markets. There could also be an increase in club 
deals as different funds come together to finance larger 
transactions and mitigate risk in buy-and-build strategies.

Conclusion

The consolidation of the local government pension 
scheme provides real opportunities in private equity. 
The scale from pooling funds will potentially increase 
fund allocations, reduce administration costs and allow 
more diversity in investment portfolios. Private equity 
is increasingly attractive to institutional investors, 
consistently outperforming public equities and producing 
uncorrelated returns to the traditional equities and fixed 
income portfolios of UK public pension schemes. 

12 Ibid.

The larger size investment pools will give pension 
schemes better access to the most popular and better 
performing private equity fund managers. They will also 
be able to make larger commitments which will give them 
more access to direct investments in individual private 
equity transactions. The economies of scale will enable 
them to take more investment decisions in-house and not 
dilute returns by paying fees to outside advisers.

To be effective local government funds will require a 
culture change. Global public pension schemes which 
have successful track records in private equity have 
taken investment policy outside public control, developed 
sophisticated in-house investment capabilities and 
paid competitive remuneration to attract investment 
professionals from the private sector. This is an exciting 
time for the UK local government pension fund sector 
with private equity offering a real opportunity for the 
larger pools of capital if they can make the step change in 
structure and culture to meet this challenge.
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