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I am responding to the e-mail from (UCU) with the benefit of our telephone call on 4 January where UCU now wants to focus solely on the Future Service Rate (FSR). Ideally, if I understand it correctly, he would like to know what we think the FSR will be at the 2011 and 2014 valuations with perhaps best estimate, "adverse" case and "favourable" case scenarios.
The main drivers to the FSR are the assumptions on mortality, salary increases, inflation/pension increases, and the actual yields – principally the index-linked gilt yield on the valuation date. A further consideration is the effect any investment de-risking may have on the choice of discount rate. These matters need a lot of discussing and debating, but, without committing the trustees, obviously, as to what they may or may not do at the 2011 or 2014 valuations and without professing to have any special insight as to what USS’s experience will be – which will have some considerable impact on the 2011 and 2014 mortality and salary growth assumptions in particular –   and, perhaps most importantly, without suggesting I have the faintest idea as to what gilt yields and index-linked gilt yields will be on 31/03/2011 and 31/03/2014 , I offer the following to try to help answer UCU’s impossible question!!
Mortality 
We will carry out updated mortality reviews for USS so as to determine the “correct” base table, dependant on USS’s actual experience to 2011 and 2014. We will also need to take a view – most importantly – on the appropriate rate of future improvement from that “base table” to build in to our 2011 and 2014 valuation assumptions. At the 2008 valuation the base table was PA 92 (with a -1 age rating for males only) and we incorporated medium cohort (mc) improvements with no “floor” thereafter. The Pension Regulator was and still is “pushing” for long cohort (lc) improvements with a floor. General consensus is that mortality rates will still improve (ie people will live longer) as time passes and the pressure at 2011/2014 will be to strengthen the mortality assumption somewhat. How quickly (if at all, indeed) the trustees do that will depend on trends in the general population and trends we are able to discern which are USS specific but I can tell you what the effect on the FSR would have been had we used different tables as at the 2008 valuation.
FSR with 2008 valuation assumption (mc no floor) = 22.35%
FSR with mc and floor = 23.25%
FSR with lc = 23.25%
FSR with lc plus floor = 23.85%
My suspicion is that we would phase in a move to the lc plus floor tables over a number ( 2, 3 or even 4) of valuation cycles and, of course, potentially beyond that if the population longevity keeps improving and the lc + floor table itself proves to be too weak.
Salary Growth
This is split into two parts. The General Pay Growth (GPG) and the – badly described – promotional increases. The former was set at RPI + 1% and the latter at a 2002 USS scale for the 2008 valuation. 
The promotional scale was under some considerable pressure – hence the £1.35bn reserve included in the past service reserve but not incorporated into the FSR calculation. The most recent promotional analysis showed that pressure had eased but I cannot know what the next few years will show and that will be crucial in framing the 2011 and 2014 assumptions. Likewise on the GPG, the RPI + 1 assumption was thought to be a little over-prudent compared with actual experience, but the 8% award last year will have altered that perspective somewhat and we wait to see what increases will transpire in coming years. Even if increases were tempered over the next two or three years, I am looking at long-term assumptions and I suspect the trustees would not relax either or both assumptions to any great extent unless and until we had seen a considerable few years of lower increases in practice, demonstrating that a “revised” long-term outlook is justified. My instinct tells me, therefore, that whilst these two assumptions could go either way, it might take a few years yet before lower salary growth assumptions were demonstrable but perhaps there will be evidence to justify maintaining the current assumptions in 2011 and even in 2014. The effect of changes to the 2008 valuation would have been as follows
GPG
FSR with 2008 valuation assumption = 22.35%
FSR with GPG increased by 0.5% = 23.55%
FSR with GPC decreased by 0.5% = 21.35%
Promotional increases
FSR with 2008 valuation assumption (ie 2002 scale) = 22.35%
FSR with 06/07 experience = 28.55%
FSR with 2002 scale + £1.35bn reserve = 24.15%
Pension Increases
Had inflation been higher – but everything else remained as was in the 2008 valuation – the effect would have been to assume a higher rate of pension increases in payment and also to assume a higher rate of GPG. Both factors would have contributed to an increase in the FSR. I have dealt with the effect of GPG above so detail below the pension increase effect in isolation effectively assuming there were a change to pension increase but not to salary growth.
FSR with 2008 valuation pension increases = 22.35%
FSR with pension increases 0.5% higher = 23.95%
FSR with pension increases 0.5% lower = 20.75%
Index-linked gilt yields
The index-linked gilt yield – as it happens to be on 31/03 /2011 and 31/03/2014 will be a key determinant of the calculated FSR. I have no way of knowing what that key yield will be. At 31/03/2008 it stood at 0.8% which by historical standards at that time was viewed to be very low. A long-term “norm” for the yield might have been taken at nearer 1.6%. Given that view, we actually introduced an “inflation risk premium” into the basis the effect of which was to adjust the actual market index-linked gilt yield by 0.3% and take it at 1.1% instead of its actual level. The FSR would have been higher than 22.35% had we not done that. The yield remains “on the low side” even now (being at 0.65% on 31/12/2009) but whether or not we would view the rate as “too low” at the 2011 or 2014 valuations and whether or not we would retain the inflation risk premium is a matter for some further detailed debate at that time. My current view is that the yield is likely to increase rather than decrease but I could well be wrong. If it did increase, say to 1.5% as at 31/03/2011, I suspect we would adopt the rate and drop the inflation risk premium of 0.3%. If so, the increase in yield from 0.8% to 1.5% would have the effect on the FSR of a 0.4% easement – as we have already allowed for the first 0.3% of the increase in the 2008 valuation basis. If the increase in index-linked gilt yield was, say, to 0.9% I guess we would retain some of the inflation risk premium, but perhaps drop it to 0.2% – in that case, the net effect on the FSR would be ZERO. In short, I think that the yield will increase, over time, but the first 0.3% increase in the yield would be used to phase out the inflation risk premium rather than reduce the FSR.
That said the effect on the FSR of changes to the index-linked gilt yield might be assessed as follows
2008 IL Gilt yield 0.8% FSR = 22.35%
IL Gilt yield increase by 0.1% FSR = 22.35%
IL Gilt Yield increase by 0.2% FSR = 22.35%
IL Gilt Yield increase by 0.3% FSR = 22.35%
IL Gilt Yield increase by 0.6% FSR = 20.75%
IL Gilt Yield increase by 0.8% FSR = 19.75%
Of course the IL gilt yield could fall, but I have not dealt with that scenario on the grounds that if it did, unless we took the view that that reflected a “new reality” we would rather increase the inflation risk premium.
Investment de-risking
The other potential factor which could affect the FSR is the proposed de-risking or switching out of equities and into gilts. The 2008 valuation allowed for a 1.7% out-performance over gilts when calculating the FSR. The rate would have been some 10.7% higher (circa 33.05%) had we invested 100% in gilts and allowed for no asset out-performance. If the trustees reduce the equity content of the portfolio there will come a point where that would impact on the FSR. I think it unlikely, however, that de-risking will have taken place before 2011 or even 2014 to an extent sufficient to impact on the FSR (there may well have been de-risking which will impact on the past service liabilities and thus deficit, but that is another story!).
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