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( I )  Pension Fund Valuations fall into two distinct categories 
which may be termed: 

(a) Security Investigations 
and 

(b) Long Term Valuafions 
and the treatment of the assets is different for each of these two 
distinct purposes. 

(2) In a Security lnvestigation a comparison is made of the 
assets and liabilities as  they appear at a particular point in time. 
This comparison may be termed: 

(a) the position on notional discontinuance 
or 

(b) the benefit security ratio 
o r  

(c) the "wind-up" ratio 

(3) Because the process is essentially a comparison at a par- 
ticular point oftime the value placed'on the assets for this purpose 
is the Market Value or as  close an approximation as  may be 
obtainable given that some of the assets be in a form which is not 
readily marketable. 

(4) The treatment of the  assets in this way for the purposes o fa  
Security lnvestigation is consistent with the value placed on the 
liabilities for the same purpose. The liabilities are expressed in 
fixed money benefits at the particular point of t ime chosen for the 
valuation and their "value" for the purposes of the Security 
Investigation is as  close an  approximation as  may be obtained to 
the single payment which an appropriate insurance company 
would require in order to take over the liabilities, fixed as they are 
in money terms, at the particular point of time chosen for the 
valuation. 

( 5 )  The results of the comparison of the two consistently deter- 
mined values may be expressed in money terms (as a surplus or 
deficiency) o r  in comparative terms (as a % ofthe benefits secured). 

(6) In a Long Term Valuation an attempt is also made to place 
a value on the assets and liabilities in a manner which is mutually 
consistent but, because of the nature ofthe processes involved in a 
Long Term Valuation, the method necessary to obtain such con- 
sistency is less simple than merely reproducing the Market Value. 

(7) By contrast with the Security Investigation, which 
examines the position at the particular point of time chosen for 
the valuation, a Long Term Valuation attempts to chart the 
progress of the Fund over a long future period lasting, in theory, 
until the death of the last of the present members and their 
beneficiaries. 

(8) The progress of the Fund is seen as  a stream of payments of 
expenditure over time (the benefits) matched by a stream of 
receipts of income over time. The sources of the future income 
being (a) future contributions to the Fund and (b) income from 
existing and future investments. 

(9) Since the process of valuation involves the comparison of 
streams of income and expenditure over time it seems reasonable 
t o  choose a method which places exactly the same value in the 
Valuation Balance Sheet on f l received in. say. the year 2000 as it 
does on f l paid out in the same year. 

(10) This is done when considering the effect of(a) future contri- 
butions to the Fund and is also done when considering the effect of 
Ib) future income from existing and future i n v e ~ t m ~ n t s  provided 
that these are taken into the valuation Balance Sheet at what is 
referred to as  their Calculated Value. 

(I I) Others refer to this type of valuation of assets as  a 
"Compound Interest Valuation" or as an "Earnings Power Valua- 
tion". I term it a "Calculated Value" approach. 

(12) The Calculated Value approach examines the assets of the 
Fund in terms of their future income producing potential, and 
converts that future income potential to a present day Capital 
Value using exactly the same method as is used to convert the 
liability to pay benefits in the future to a present day Capital 
Value. 

(13) The assets may be conveniently split for the purposes of 
obtaining their Calculated Value into those producing fixed 
interest returns and fixed capital returns and those where the 
returns are variable. 

(14) The returns from a fixed interest security in each future 
year is known (if the possibility of default is ignored). The known 
return in each year may be converted into a present day capital 
value by a process ofdiscounting. The rate ofdiscount used for the 
process being the same rate as that used to discount the liability to 
pay benefits in the future (i.e. "the Valuation rate of interest"). 

(15) A variable interest security, in current conditions, is 
usually showing a yield on Market Value below that available on 
fixed interest securities (i.e. the yield gap). It would be possible to 
increase the currenr income of the fund by selling such variable 
interest securities and purchasing fixed interest securities with the 
proceeds. 

(16) This would increase the ctrrrenl income but would also 
remove the chance of the income growing in the future. The 
holder of a variable interest security only accepts a lower cirrrenr 
yield because he believes that increases in the current yield of a 
variable interest security will mean that long te rm he will catch up 
with (and hopefully overtake) the holder of the fixed interest 
security. (The analogy is to "the Tortoise and the Hare"). 

(17) In looking at the income currently being produced by the 
variable interest security it would seem reasonable, therefore, to 
make some allowance for the income to increase in future years. 
How much increase is a matter of judgement and opinion. The 
"Market" makes a judgement which is indicated by the size ofthe 
"yield gap" and for the purposes of a Long Term Valuation an 
assumption of a rate of increase in income from variable income 
securities may vary. in theory, between 0% and the full percentage 
indicated by the yield gap at the date chosen for the Valuation. 

(18) In choosing the rate of increase in income from variable 
interest securities an Actuary should be influenced. inter alia. by 
his choice of other elements in the valuation basis since he will be 
looking at the whole of the basis as a "total package" in which the 
individual elements only have meaning inside the context of the 
total package. 

(19) There are several other choices which may be made. One 
could look simply at the actual income being obtained from the 
Fund in question. This would. however. not take into account the 
fact that some variable interest securities have lower current yields 
than others (presumably because of expectations of greater future 
increases). In theory this objection could be met by looking 
individually at each security and expressing a view as  to its growth 
potential. In practice thisaim is accomplished more simply by the 
process of "going through the index". 



(20) If the assumption is made that the variable interest (25) The Calculated Value so obtained may be more or less than 
securities are sold on the Valuation Date and the proceeds used to the market Value (and, incidentally, more or less than the Book 
purchase a suitable "index" of shares then the amount ofnotional Value). For the purposes of the Long Term Valuation such 
income produced by the purchased "index" may be ascertained differences do not matter at all be they negative or positive. 
by looking at the dividend yield on the "index". This amount of 
notional income thus obtained is then assumed to increase in 
future years. 

(26) A feature of the Calculated Value approach is the stability 
over time of "the Calculated Value" of a oarticular oarcel of 
securities resulting from the fact that changes'in income are much 

(21) "Going through the Index" has other advantages since it less violent than changes in, say, Market Value, 
builds into the Valuation the explicit assumption that the future 
investment performance in existing variable interest securities will 
match (i.e. be no better o r  no worse than) that of the index. This 
seems to be a reasonable assumption since past performance is (27) This stability is, obviously, a useful property when long 
rarely a reliable guide to  future long term performance. T o  the term Valuations are carried out at reasonably frequent intervals 
extent that actual performance is better or worse than "the index" and, one might think, essential if a Long Term Valuation is 
the effect of the difference emerges retrospectively at each future carried out annually. 
valuation. 

(22) The valuation of property, non income producing assets, 
cash on deposit and net current assets requires further considera- 
tion. 

(23) If these types of assets represent only a small part of the 
whole then a fairly arbitrary approach may be taken and the cash 
and net current assets put in the Long Term Valuation at Book 
Value with the rest being treated as variable income investments 
and being put "through the index". 

(28) A graph is attached to this Memorandum which shows the 
progress of Calculated Values obtained by "going through" the 
F T  - Actuaries All Share index during the period 1962 to 1982, 
compared with the Market Value of the Index during the same 
period. The effect of two different assumptions as to the rate of 
growth of variable income is illustrated. 

(29) An example of the arithmetic involved in producing a 
Calculated Value from a notional portfolio of assets is also 
attached. 

(24) If these types of assets represent a significant part of the 
whole then an individual approach, particular to the Fund in (30) It is of interest to note that the principles set out above are 
question, is called for. It is not usual to find that these assets types now over 25 years old and while they are in fairly general use in 
form a significant part of the whole, but the importance ofdirectly the U.K. they would be considered fairly experimental in the 
held property is increasing. U.S.A. 



APPENDIX 1 

A Step by Step Approach to the Calculated Value of Variable Income Securities 

(I) The portfolio isassumed to consist entirely ofone Industrial Share: 
(a) Cost Price f 13,000 
(b) Current Market Price f 15,000 
(c) Current Divident yield on Market Price 8.9% 

(2) We assume that the share is sold at market value bringing proceeds off 15,000. 

(3) We assume such proceeds are invested in the FT - Actuaries All-Share index which at the time is showing a divident yield of 
5.89%. f 15,000 ofstock in the index therefore producesa currenf income off 15,000 x ,0589 =£883.50 

(4) We assume that this amount ofincome will increase in each year by 4% so that the income from the portfolio will be: 

This Year Next Year The Year After 
£883.5 £883.5 ~ ( 1 . 0 4 )  £883.5 x(1.04q 

and so on into the future so that the presumed income from the share after 20 years will be at the rate off883.5 (1.04?0. 

(5) This stream of assumed income in the future is then discounted back to a present day capital value at the Valuation Rate of 
Interest to arrive at the Calculated Value. We assume for the purpose of illustration that the Valuation Rate of Interest is 8%. 

(6) The Calculated Value is, therefore, the sum of the series 

+ 883.5 x and soon 
(I ,089 

(7) The sum ofthis series continued indefinitely approximates to £22,087 and this is the Calculated Value ofthe holding. 

(8) The comparison ofthe various values is as follows: 

Book Value (or Cost Price) f 13,000 
Market Value f 15,000 
Calculated Value £22,087 

(9) The Book (or Cost) value does not enter the calculation at all whereas the Market Value enters into the calculation but is 
"cancelled out" because an immediate repurchase ofthe index is assumed. 




