
Insured Pension Schemes in the UK: Interpretation of Valuation Results 
by H. A. R. Barnett and R. E. Hayward (United Kingdom) 

Introduction 
( I )  This paper is concerned with the various types ofcontract 
issued by Life Assurance Companies in the U K  when writing 
insured pension schemes, and with certain of their limitations 
which are not necessarily always apparent to the client when he 
places such a scheme with a Life Office. It is possible that a similar 
situation can arise in other countries. 

(2) Until the end of World War 11, and for some years there- 
after, insured pension schemes were often written through con- 
tracts of individual assurance under which the benefits to each 
employee were clearly stated. It was known that a pension of a 
stated amount would be payable a t  a stated time, and that each 
time a salary increase occurred a supplementary assurance (or 
scheme increase) would be issued. This was.a clumsy system, 
particularly if the rules of the scheme included the provision of 
spouses' pensions, o r  if an  employee retired on a date other than 
that stated in the policy; and the premiums chargeable varied with 
the scheme increases and were not a fixed percentage of salaries. 
Even when a group contract was issued there could be similar 
complications; but n o  valuation difficulties arose. 

(3) Over the last 25 years Life Offices have made various 
changes in their pension scheme arrangements, in order to com- 
pete with self-administered pension funds under which invest- 
ments are made direct by the Trustees (or by them through an 
investment adviser), and under which the benefits and the assets 
are valued periodically by a consulting actuary who advises the 
appropriate contribution rate. The various systems which the Life 
Offices have devised to  attract pension business may be summed 
up  as follows; (different Offices do not necessarily use the same 
terminology.) 

A group deferred annuity contract (frequently partici- 
pating in profits) under which contributions are paid 
of an  agreed percentage of pensionable salaries and, 
after deduction by the Life Office o fa  portion allocated 
to expenses, are applied as premiums to purchase 
immediate or deferred annuities starting with those for 
the older employees and working back to as many of 
the younger ones as the moneys can cover; this system 
is usually known as "Controlled Funding". If an 
adverse experience occurs, as a result of early retire- 
ments, o r  as a result of increases in salaries greater 
than was originally anticipated, or as a result o f a  poor 
return on investments, o r  simply as a result of the con- 
tribution rates having been set at a low level in order to 
secure the business, then some of the younger 
employees will have to wait before their pensions are 
purchased, and if a winding up of the scheme were to 
occur at such a time the benefits of these younger 
employees would be unfunded unless an additional 
sum were paid over to the scheme by the employer. 
This might just be acceptable if the employer and the 
employees are fully aware that the pensions have not 
all been insured: but are they? 
A similar arrangement to (a), but without dividing the 
moneys available between the pensions for individuals 
until they actually retire. Once they retire their 
pensions are purchased, but until then they merely 
share in a pool which it is hoped will provide their 
ultimate benefits. If, in the event of a winding up, the 
pool were not large enough for the provision ofall the 
deferred benefits, then the deficiency would be spread 
over all the employees. and not just the younger ones. 
This system is known as "Deposit Administration". 

The third system is known as a "Managed Fund". In 
this case there is also a pool for the benefits, and this 
pool is invested by purchasing so many units in one or 
more groups of investments similar to Unit Trusts. 
The employer, o r  the Trustees of the scheme, often 
have a choice between different Managed Funds 

within the same Office. Usually individual pensions 
are purchased when an  employee retires, not necessar- 
ily with the Office managing the funds; in all other 
respects the system is virtually a self-administered 
fund with the assets invested by the Life Office. 

(4) This paper does not set out to discuss the tax treatment of 
the above systems, although different tax treatment could affect 
the cost, and therefore the employer's choice, once he has decided 
to place his scheme with a Life Office. What will be discussed is 
the treatment of the benefits in the Life Office valuation, and the 
extent to which employer and employees are aware of the 
position. 

(5) Brief mention needs to be made of unfunded schemes. A 
pension scheme can be arranged under which benefits are paid 
entirely out of the employer's resources; the employees' security 
for their pensions then rests entirely'on the employer staying in 
business or, if taken over, arranging for the take-over concern to .+. 
honour the promises. Alternatively a pay-as-you-go scheme can 
be set up, with rules setting out the benefits, and possibly with 
Trustees, but without provision for saving any moneys to secure 
the benefits which, again, would be paid for by the employer as 
and when required so long as he continues in business. Such 
arrangements have the advantage that so long as the value of the 
employer's products keeps pace with inflation, the inflation of 
salaries and of pensions presents no problem. 

(6) A funded scheme, whether self-administered or provided 
through a Life Office under one of the systems described in para- 
graph 3, in which it has proved to be beyond the current resources 
(or the current willingness) of the employer to fund the full 
benefits in respect of inflated salaries, in.parr similar to an  
unfunded or a pay-as-you-go scheme, and it is important that the 
employees should realise this. 

Treatment in the Valuation Report 
(7) In a valuation report on a self-administered fund the aim is 
to indicate that the accumulated fund (however valued) and the 
present value of the contributions at the recommended rate are 
together adequate to cover the anticipated benefits to all pension- 
ers, deferred pensioners, employees, and relevant dependants; or, 
ifthey are not adequate, to indicate to what extent the benefits are .  
covered (e.g. if the actuary knows that the joint contribution rate 
he wishes to recommend is unacceptable to the employer.) It is no 
part of this paper to discuss methods of valuation, but the prob- 
lem arises particularly in regard to probable inflation of salaries 
in final-salary type schemes; if the actuary feels that provision 
should be made for future salary inflation at a certain level (over 
and above merit increases which would occur even without infla- 
tion) and that such provision requires a certain rate of contribu- 
tion, he will say so, even if he knows that a lesser contribution rate 
will be forthcoming; and he will go on to indicate, with the lesser 
contribution, to what extent the scheme is underfunded o r  un- 
funded; this will make the position clear toall. 

(8) It might be generally thought that similar considerations 
apply to any ofthe types of insured scheme described in paragraph 
3. But the following quotations are from two papers discussed at 
the Institute ofActuaries on 23rd February 1981 ; one wasa report 
by a working party established to consider methods of valuation 
for group business having regard to draft rules for valuing long 
term insurance liabilities, and the other was a paper by Mr. D. E. 
Fellows entitled "Pension Fund Liabilities and Asset Matching". 
Even taken out of context, these quotations indicate the way Life 
Office actuaries in the UK look at the problem. 

'. . . there can be no guarantee that the policy proceeds will 
ultimately suffice to meet the benefits arising under a final 
salary type scheme.' 
'The benefits payable and future premiums depend on 
many unknown factors, and thus a valuation based on the 
prospective scheme factors would be inappropriate.' 



'. . . a valuation based on the benefits secured to date is the 
only practicable approach.' -. 
I ne indication seems io be iirai iiiiie aiierrrpi is i i ide iu 

equate present and future assets to present and future benefits 
based on expected final salaries even though such benefits are 
expected under the rules; but do  the Life Offices make sure that 
Trustees, employers and employees all understand the position? It 
was mentioned in the discussion on these papers that there was a 
subject in the Institute syllabus on Pension Funds, and this 
received the reply at the end of the discussion that there was also a 
subject on Lfe Assurance; this reply brings into high relief our 
own thoughts that insured pension schemes ought to be subject to 
pension fund discipline as well as to life assurance discipline. 

Legislation and Codes of Conduct 
(9) Life assurance discipline is enforced in the UK by the 
Department of Trade who are required to ensure that a Life Office 
is able to show that it holds sufficient admissible assets to cover the 
net liability in respect ofthe contracts which it has issued. 

(10) Pension scheme discipline is enforced by the Commission- 
ers of Inland Revenue and the Occupational Pensions Board. The 
aim of the Inland Revenue is to prevent the tax avoidance which 
they consider would occur if excessive benefits were to be pro- 
vided or if standard benefits were to be overfunded. The Occupa- 
tional Pensions Board monitors the sufficiency of funds to provide 
for the preserved benefits required by the Social Security Act 1973 
and for the Guaranteed Minimum Pensions in schemes which 
have been "contracted out" of the State Additional Pension 
Scheme under the Social Security Pensions Act 1975. The Board 
also acts to prevent the diminution ofsecurity which they consider 
would occur if there were too high a concentration of funds in any 
one investment or in the employer's own business. 

(1 1) The supervisory bodies mentioned in paragraphs 9 and 10 
are all departments of the British Government and as such may 
call upon the Government Actuary's Department for advice, but 
none of them is charged with the specific task of ensuring that the 
pension annuities and assurances on the books of a Life Office in 
respect of occupational pension schemes are sufficient to provide 
all the benefits which the clients of the Life Office have promised 
to pay through their schemes. 

(12) The Government has taken advice from the Occupational 
Pensions Board about the possibility of legislation to compel 
pension schemes to have an actuarial valuation a t  least once in 
every three years and to issue an annual report to members o r  
beneficiaries containing a copy of the annual accounts and audi- 
tor's certificate, details of the scheme's investments, an actuary's 
certificate showing the position in the event of discontinuance of 
the scheme and a statement by the actuary showing the rates of 
contribution to be paid, the actuarial bases of calculation and the 
level of funding which it is intended to achieve. Presumably Life 
Office pension schemes would have tocomply with this legislation 
along with the self-administered funds, but since the legislation 
does not yet exist they are expected to operate within the code of 
practice drawn up by the National Association of Pension Funds 
which envisages that members of pension schemes are entitled to  
inspect on request copies of the trust deed and rules, the audited 
accounts, the actuarial valuation report and a schedule of invest- . 

ments and insurance companies included in the fund; members 
however are unlikely to appreciate that there may be a distinction 
between the benefits provided under the contracts issued by a Life 
Off~ce and those promised in the rules of the employer's pension 
scheme. 

Further Thoughts on Valuation Reports 
(13) The quotations given in paragraph 8 indicate an apparent 
indifference on the part of Life Offices to the fact that benefits 
under the rules of insured pension schemes may not be fully 
covered; and if a valuation of prospective benefits is not under- 

taken there can be no complete statement of the true position in 
the valuation report, and therefore no complete realisation of the . . 
pus~injii by iiie ijoicniiai beiieficiariss ofthe sckemi. Crzii:cd :ha: 
a report would state what benefits are being valued, and on what 
bases, but the layman could not be expected to understand that 
the full benefits are not being valued, unless the report spells this 
out. However, the intial trouble can occur not at the time of a 
valuation but when an insured pension scheme is first sold to an 
employer; the representative of the Life Office is at pains to secure 
the business, and will endeavour to be in a position to quote a 
lower joint contribution rate than the next Life Office, or than a 
self-administered fund; and in this endeavour, the representative 
will not go out of his way to draw attention to the fact that, on his 
quotation, the benefits may not be fully funded, if indeed he 
realises that this is the position. 

(14) It might be thought that the foregoing paragraph is unfair to 
Life Offices. But we have experienced employers saying that they 
have chosen, or that they have decideed to stay with, a "fully 
insured scheme" without realising that their pension scheme may 
be far from fully insured. What some employers regard as 
"pension insurances" may insure certain benefits, but in many 
cases they do  not insure the full amounts ofpensions quoted in the 
rules. 

Possible Remedies 
(15) It seems clear that Life Offices in the pensions business 
need to adopt a code ofconduct, under which the extent to which 
benefits promised in the rules o f a  scheme are, or are not, covered 
must be stated clearly (a) when a scheme is first being canvassed, 
(b) a t  the point of inception of a scheme, and (c) a t  the time of 
valuation a t  regular intervals thereafter. But this may not go far 
enough. The statement by the Life Office cannot be regarded as 
independent and unbiased. We believe all insured pension 
schemes ought, by law, to be subject to a valuation by an indepen- 
dent actuary not less frequently than once every three years; this 
could, and should, be incorporated in the legislation envisaged in 
paragraph 12. There would then, in effect, be two separate valu- 
ations, one to comply with the requirements of Assurance 
Company legislation, and one to comply with pensions require- 
ments. Alternatively Life Offices could withdraw from pensions 
business in its present form, leaving all schemes to be self- 
administered, any of them however employing Life Offices as 
investment managers, thus using their undoubted expertise in this 
field. 
(16) Unless the suggestions of paragraph 15 are adopted, it is 
clear that Life Office pension schemes in the U K  are not subject to 
the same safeguards as self-administered schemes. There may be a 
feeling in administrative circles that as insured schemes are 
subject to the provisions of Life Assurance legislation, the pro- 
spective beneficiaries need n o  further safeguards; but this over- 
looks the fact that while statutory valuations of Life Offices 
disclose whether they are able t o  meet their liabilities under all 
policies issued, they do not indicate whether these liabilities are as 
great as the schemes' liabilities under their rules; in many 
instances they are not. 

(17) The suggestions do no more than make insured pension 
schemes subject to the same disciplines as self-administered funds, 
and the Life Offices need have nothing to fear from them; indeed, 
if they find them unacceptable then, in all conscience, they ought 
not to stay in the pensions field. If they stay, they should be pre- 
pared for the two disciplines even if this means two valuations, 
and even if one of these needs to be conducted by an independent 
consulting actuary. 

(18) It would be interesting to know whether a similar problem 
exists in other countries, particularly those countries where 
insured pension schemes are more frequently adopted than self- 
administered funds; what remedies have been adopted; and 
whether they have successfully solved the problem. 


