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Welcome to an important milestone in the evolutionary process of bringing our
Pension Section Members the most relevant information in a timely manner. This
publication is the first electronic version of the Pension Section News. And, because
your Pension Section is sponsoring the all-encompassing retirement system design
project Retirement 20/20, we decided to dedicate our first e-issue to this topic.

- Below you find articles that will educate you and bring you up to date on the first
Retirement 20/20 conference, held recently in Washington, D.C.

Not taking anything for granted, your Pension Section Council is asking you to take
just a moment, after reading this issue, to complete a brief survey to indicate your preferences for Pension
Section News format. The survey is completely anonymous. We will adjust our delivery of the PSN
according to your preferences. Thank you for your time and interest.

Martine Sohier

Building the ®
Foundation for New Reltl I
Retirement Systems

Table of Contents

Headlines from the Retirement 20/20 Conference

¢ An Actuary’s View of The Future of Life Cycle Saving and Investing

Phased Retirement Programs: Has the World Changed?

Quick Survey



Headlines from the Retirement 20/20 Conference
Introduction

The SOA Pension Section sponsored the first Retirement 20/20 conference "Building the Foundation
for New Retirement Systems" recently in Washington DC. The focus of the conference was on the
needs, risks and roles of the stakeholders in retirement systems. The two-day conference attracted a
diverse group of actuaries, attorneys, economists, public policy experts and employers from both the
US and Canada. ...

Systems should be designed to self-adjust

Any system that is to survive should be self-adjusting. Quite simply, the system should be built to be
flexible to adapt to changing conditions. For example, increased longevity and the evolution of
global competition have changed what we need from a retirement system. This has put pressure on
today’s system and is part of what is causing it to falter. If today’s system had self-adjusted, then it
might still be working today. ...

Systems should align stakeholders’ skills with roles
As participants discussed in depth what role different stakeholders could play in the system, one

theme quickly emerged: align each stakeholders’ skill set with their roles. This seems obvious but
participants cited several examples where it does not currently happen: ...

Systems should consider new norms for work and retirement and the role of the
normative retirement age

Conference participants kept coming back to issues of work and retirement, particularly retirement
age. ...

Systems should be better aligned with markets

Many participants felt strongly that the system should look to markets to pool and hedge risks, and
not leave those risks to the employer, the employers’ shareholders or the employees. ...

Systems should clarify the role of the employer

We discussed at length whether the employer based system should continue. As noted earlier, many
employers expressed concerns with their role today, particularly in terms of the fiduciary risk faced in
the current system. ...

Retirement systems will not succeed without improvements in the health and long-
term care systems

Finally, conference participants felt strongly that any retirement system redesign will fail unless
changes are also made to the health care (particularly in the US) and long-term care systems. ...



An Actuary’s View of The Future of Life Cycle Saving and Investing
By Anna M. Rappaport, FSA

In this article Anna summarizes a conference, The Future of Life Cycle Saving & Investing, which she
recently attended. The conference was sponsored jointly by the Federal Reserve Bank of Boston, Boston
University, and the CFA Institute.

Phased Retirement Programs: Has the World Changed?
By Anna M. Rappaport, FSA and Steve Siegel, ASA

This article examines the decision process for launching a phased retirement program.

Quick Survey

The survey is completely anonymous. We will adjust our delivery of the PSN according to your preferences.
Thank you for your time and interest.

Please indicate you preferences below by checking the appropriate box.
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introdiuction

The 504 Pension Section sponsored the first Refrerment 20020 conference “Building the
Foundation for Mew Eetirem ent Systems” recently in Washington DC. The focus of the

conference was on the needs, risks and roles of the stakeholders in retirement systems.
The two-day conference attracted a diverse group of actuanes, attorneys, economists,
public policy experts and employers from both the TS and Canada.

In considering why our system 15 not worlung today, conference organizers recognized
thatit 15 not meeting the evolving needs of key stakehol ders. The first step, therefore, in
designing new retirement systems 18 to reexamine who the stakeholders in the system are,
what the system must accomplish to meet their needs, what nisks these stakeholders can

take on and what role they can play 1n the system.

The conference considered needs, risks and roles for four key stakeholders in the system:

*  Society (generally represented by government
systems such asg soctal insurance);
Individual s;
Emplovers {(who, in the TS and Canada, sponsor
retirement plans); and

& Ifarkets (which pool and hedge nsks)

The consideration of needs, rislks and roles looked at
three questions specifically:

o What does each stalcehol der need?
o “What nigls does each staleholder face?
o What role can the stakeholder play?

The group spent alot of time tallking about what 1z
wotling, what 13 not, and what we need to do to make 1t
wotl going forward. This decument will focus on six
themes that the discussions returned to again and again
throughout the conference. These themes do not
necessarily touch specifically on needs, risks androles
but they start to outline the questions we need to
address in the development of new retirement systems.

Transition is not easy

At this stage, Eetirement
20/20 15 focusing on what
we need new retirement
systems to do. We realize
that this focus leaves a big
piece of the puzzle out of
the picture, namely, how do
we get from where we are
today to where we need to
be?

We knowthat transition
IzsUes are not
inconseguential and could
derailthe success of any
newy retirement systems
However, at this stage we
also believe we need a
better picture of where we
are going—what the new
system might look like —
before we can determine
what might need to be done
to get usthere,

Retirement
20/20



The six themes are:

¢ Systems should be designed to self-adjust;

e Systems should align stakeholders’ skills with their roles;

¢ Systems should consider new norms for work and retirement and the role of the
normative retirement age,

e Systems should be better aligned with markets;

¢ Systems should clarify the role of the employer; and

e Retirement systems will not succeed without improvements in the health and long-
term care systems.

This report will highlight the six themes, giving you some insight to what participants
talked about. The next two reports will focus on the conference itself, and finally on
what we learned from the conference about needs, risks and roles for our four
stakeholders. All conference reports will be available at www.retirement2020.so0a.orgT.

Retirement
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Systems shotild be designed to self-adjist

Lny eystem thatis to survive should be self-adusting. Chite simply, the system should
be built to be flexible to adapt to changing conditions. For example, increased longewity
and the evolution of global competition have changed what we need from a retirement
systemm. This has put pressure on today’s system and 15 part of what1s causing it to falter.
If today™ s system had self-adjusted, then it might still be working today.

Participants discussed three things in particular around the 1ssue of system self-

adjustment:

& Systems should be self-adjusting based on our evolwing 1deas on how we use human
capital. Eetirement systems should adjust as we work (and retire). If we are worliang
longer, or having several careers, then we should have systems — retirement and
others —that supp ott these new ideas about wotk and life. Today s traditi onal
pension plan assumes retirement 15 an event: one day you are working, the next day
vou are not. Tomorrow, we may need people to move between periods of work,
study and leisure at different stages of their life. Going forward, we need retirement
plans that permit more flexibility in how and when benefits are paid, and that can

adjust as conditions for workers change as well.

o  Zyatems should self-admst based on how long we are iving. One example where
systems do not adjustis retirement age. The typical private sector plan retirement
age— 65— was set by the German Chanceller Bismarck over 100 vears ago. We use it
because it iz enshrined in statute in the TS and Canada. Az we live longer, this
cotnbination of a fized retirernent age with increased longewity has increased the cost
of defined benefit pension plans over and above that of inflation. 4 simple self-
adjustment to retirement age would keep the cost of the system affordable but would
alzo keep the promises in line with those made to prior generations.

"There's no reason actuanally why we can't buildin
sorme caveat in the design of plans [public or
private] that [savs] ook If [costs gel] way over here,
then autormaticaily two or fhree things haopen
Seems fo me that we might be able fo constrain the
risk (Fhe risk being variance) by having some of
these default opfions that, if we get info bad fimes,
fadiustment sf auformatically oocur”

Conference particioant

One aspect of nsk in any
system 15 wariance: how
tnuch do the results vary
from the “norm”™ or
“expected” value. Svstems
should limit risk by
cotstraiting vatance
within the system. If
conditions arise such that
the costs of a system start

to rise above a certain tolerance levels, benefitz are adjusted so that all patties —
pavers and payees — share in the burden.  One example of this 15 Canada’s CPP plan.
In this plan, if costs nse above a certain level, contributions increase but benefits are
alzo constrained, by limiting the amount of inflati onaty increase beneficiaries receive.

In this way, the vartance in the cost of the system 15 liga*- - -~

oy (AP, MEPIEEIE, y WEEI (e e Y T
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Going forwand

seifadiustment will affen shif risk from one stakehalder to another. When we ook at
this ideq, we must cansider the fallowing:

What parts af the system should saif adiust (e.g. social insurance, privaie plans)?
What characteristics shauld be considered for selfadiusting {e.g. refirement age,

benafit levels)?
»  Howmaich should risk be shifled, and how much should any change in the risk be

shared between sialwhalders in the system?
o Howdo these adiustmenic change the needs, ricks and roles aof the various

stalmholders?

Retirement
20/20



Systems shoiild align stakehoflders’ skills with roles

Lz participants discussed in depth what role different stakehol ders could play in the
system, one theme quckly emerged: align each staleholders” slall set with their roles.
This seems cbvious but participants cited several examples where it does not currently
happen:

It may not be rational to expect individuals to be experts in retirement planning,
particularly investment One participant cited 13 years of research on the knowledge
of individuals as investors and provided several salient conclusions, that “first . the
focus on educating participants 15 an admirable goal, but it hasn’t been working.
mecond, as structured currently, defined contnbution plans are not worling well for
many partticipants ... Third, on paper, 401{k) plans and defined contnbution plans
provide the nght incentives, the right investments, the right educational tools and in
tnany cases, even investment assistance and advice, butin reality human nature gets
in the way.”

Other participants cited the work of behavioral economists on the difficulties
individuals have with retirement planning. One patficipant noted that we need to
decide what level of financial education 15 appropriate: “Do we expect people to be
able to drive the car, or do they have to know how to fiz 1t in order to dnve 1tV
Historically, the defined

conmnbution systent s "Nty would any reasonabie person think that peopie

expected participants to not trained In investments wouwld be able fo make

not only drive the car, but these decisions in any sensihle wav? | Fve been

to be able to fix it (choose  feaching investments for 35 vears, 5o to me if's

the investment policy) and  second nature. But lef's fake an area like medicine .

create the map to know MNow | consider myself a reasonably well informed
where to drive it (set a consumer of medical senvdces, but ! wouldn't dream of
lewel of contributions to thagnosing hy awn ilinesses . even if my doclor said

You know peforming minor surgery s really not such
retirement income). s & big deal | can give vou the equinment and g
' brochure and vou can fake care of ¥ on vour own.’

5 Ch. KR lm?ledgE Wl vou laugh, foutlthat's what we're doing now with
required or legitimately 401 (k) plans "

expected? Or can we
design systems that work
in spite of participants”
inettia and lack of knowledge?

provide adequate

Conference patticioant

It may not be rational to expect every employer to operate a pension plan. At many
times during the conference, the role of the emplover in the system was examined.
We considered whether the employer has the right slall zet to operate pension plans,
particularly given their complex legal and financial aspects. Emplovers’ exist to
create walue in their core businesses; do the sponsorship and operation of pension
plans enhance this value or detract from 1t?

Retirement
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Litigation risk with regard to the management of any retirement benefit plan was

discuszsed. Emplover representatives echoed repeatedly that the threat of litigation 15
a significant concern in the operation of retirement plans. One participant noted that
it 15 the mere threat of a lawsuit which 1 potentially damaging, particularly for large

emplovers.

Oither parti cipants brought up the
shorter lifespan of corporations
relative to traditional defined
benefit pension plans. Iz it rational
for emplovers to sponsor
retirement plans and operate them
i a way that creates resi dual
liabilities long after they are gone?

However, many people countered
that people do better saving for
retirement when their emplover 13
involved OCne parficipant quoted
annt EBET statistic that over /7% of
people making between $30,000
and 50,000 save in an employer
defined contribution plan if one iz
offered. But, if no plan 1z oftered,
in that same income group, only
9% of people save.

Waking system work better for politicians

ldeas such as sef-adjusting sysferms and
aigming skils with roles could heln imgprove
the efficiency of our polffical process. Wihy'?
As laxpavers we enfrust polticians with
designing and managing our retirerment
system If the systemis designed in ways
that poiticlans’ success s not misaligned
against public interest, both politicians and
the system can do a beller job

"Wie might want to consider . infroducing
structures that would make doing the right
thing for indiiduals a ittie bit easier for
leqislators .. the polfical incentives currentiy
far doing the hght thing IF vow're a legislafor
are Kery, vens low. Reopresentalives in the
LS Congress face reelechion every two
vears, so they reglly have a vested inferest
in defivering the goods now and not making
the tough chojces ™

Conference particioant

Gaing forwand

Afigning skills with roles requiras @ fundamental reexaninafion af existing struciures.
Just because it has been done this way does not mean itic the best way to do it Bui this
represents changes o the system, which should be discussed apenly by all staleholders

Brvaived,

What can we reasonably expect from stalehaolders without a great deal of imowledge and
traiming? While it is alwayve easy to say “should 7 findividuals should take more
responsibility for refirement, epplovers should see the value in sponsoring a retirement
plan) mayhe we ought fn be realistic about what is most easily done.

Retirement
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Systems shotild consider new norms for work and retirement
and the rofe of the normative retirement age

Conference patticipants kept coming back to1zsues of work and retirement, particularly
retirement age. Eetiremnent age considers both full retirement age —the age at which full
benefits are pavable (currently 65 for most private plans and gradually increasing to 67
tor TIS Social Security) but also the age at which benefits are first payable (vanes, but
often age 559 for private plans and
[Tihe need s clear Many people are going currently age 62 for TS Social
fo work longer, ifthey can. The sk isthat Security). Studies have shown that
workers won't be able fo work fonger due fo both the full retirement age and the
it heaith or disabiiity or because empiovers
won't want them or becalse the closer they
get to refirerment, the better retirerment Is
going to look. ... What is the aopropriale role
of the warious stakeholders (government,
society, emplovers and workersl in

early retirem ent age affect people’s
decisions to refire.

Cin one side, participants argued that
there was no need for a retirement age

extending work life and insuring aogropriafe — the system can be set up to adjust
opporiunities are available .. and in benefits to be actuanially equitable at
discouraging the early fcormmencernenif of whatever age participants choose to
pension benefifts2* retire. A s the retirem ent experience

may vary based on needs —later
retirement for knowledge workers,
earlier retirement for physical laborers —then not having a set retirement age may more
easily meet this need Howewver, other participants pointed out that retirernent ages send
signals to individuals as to what age 15 appropriate for retirement. If we, as a society,
want to encourage longer work, then increasing retirement ages 13 an important tool to
drive behawior change. In patticular, early retitement age, much more than the full
retirement age, acts as a “target” age for individuals in retirement planning.  Studies have
shown that raising early retirement ages is

more effective at delaying retirement than "I'ma big believer in nevtrality .. when
ratsing full retirement ages. ! hear peonie say well we showldn't
encourage early refirerment’ | agree
with that. But, when ! start heanng we
shouid encourage peopie fo work
longer, that will vens guickly monoh info
we showld punish peoole who retire at
the age they wanted to relire and that's
not the job of the system o do”

Conference particioant

The role of wortk at older ages was discussed
from many diff erent points of view. From
the individuals” point of wiew, the dizcussion
centered on how much longer can we
expect, as a social norm, individuals to
work? We already know that many people
are not able to work longer, due to the type
of job, disability of family needs (e 2. canng
tor partner/parent). However, participants agreed that if vou push out retirement, we
have to get much better at providing disability income. From the emplovers’ point of
wiew, do you want to have an ol der wotlforce? What sott of challenges does that bring?
Can you effectively manage an ol der wotliforce with or wathout retirement plans? In this
new process, would retirement plans play amore important 7 %

Conference particioant

Retirement
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wotlers who cannot work but retain those who can) or do they become a hindrance (use
severance packages and individual contracts to choose who vou retire and who vou
retain)?

Going forwand

The changing nature af refirement — from an event io a process —ic being driven by
incraases in L span and isin ira driving many changes we see today in the refirement
svstem. Understanding how this is evolving, including where new social norms are
headed, is erifical fo establich @ succasshil new refirsmeant systam.

Nat evervane will be able to wark longer. We need to look carafully ai what the differant
needs for refirgment will be based on different individual characterisfics. Stakeholder
roles may nesd to change to support those different norms. For exawple, enplovers may
be more invalved in helping those physically no longer able to work affer retirement,
where as soclety may encourage as many peaple as passible tao wark longer.

Retirement
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Systems shotild be better aligned with markets

Ilany participants felt strongly that the systemn should look to markets to pool and hedge
risks, and not leave those risks to the employer, the emplovers” shareholders or the
emplovees, Today s system 15 a seesaw —most risk either lies with the employer (and its

shareholders, in a traditional DB plan) or
with the individual employee (in aDC
plan). It 15 an unsophisticated way to deal
with risk, and certainly does not manage
risk by pocling it or hedging it in markets.
Several participants also argued that
emplovers should not be bearing risks that
do not add to shareholder value, and that of
empl overs make promises, they should
properly price the commitments they are
making.

The principal focus of the discussion was
that any new retirement plan designs

"Miarket] discipine [is] & necessary, Hut
nof sufficient, condifion for & successful
refirement systern Nurmber one, policy
rmakers should stop frmproving on market
pricing. Two, we need more compiete
rmarkiets inciuding o aity and inflation
security. And three, while wating for
rmore complete markels, pian designers
and reguiators showld make and price
benefits more in line with the securities
that are already avallable ”

Conference particioant

should work with the markets and utilize the ability of the markets to effectively pool and
hedge risks. The arguments made by several conference participants were that capital
markets offer efficient pricing and nsk bearing and therefore should be utilized as much
as possible. Any system that does not use market mechanisms and does not worl within
marlket frameworks (e g. transparent costs) may not be accepted by the markets and may
tatl. Participants also discussed the value of having groups approach the market rather
than having individuals make their own market contracts.

" woLid cerdanly Lrge caution in putting
too much faith in either the markets or the
pubiic sectar . historny is replete with
exampies of markets overshooting and
governments overreaching. [Hiaving said
that | do believe that prudgently reguiated

rmarkiets are better than wholly unreguizied

rmartiets. s & calibration that's very
difficut to achieve”

Conference particioant

However, it was noted that today’s
martkets are not complete. Markets do
not hedge all the nsks they can hedge,
and there may be some nsks for which
the cost of the market hedge may be
bevond what individual s are able to pay.
Markets alzo cannot provide the kind of
hedging instrum ents that individual s
truly need. The example of longevity
bonds was discussed Longevity bonds
are izsued to hedge systematic longewvity
risk (the risk that the average person

lives longer than expected). To date, several firms have attempted to 13sue bonds but

with little interestin the market to purchase them. The incompleteness of the model for
inflation-linked bonds in the TS was also discussed (the TIPS market).

Retirement
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Going forwand

Mozt af the mariet focus has been an shori-term financial risks., Refirement systems
present longer risks than mnst ricks the market poals or hedges. This wauld argue for
new markel instrumenis to better meet refirerent vicks., Markets may not be able o
hadge all risks, ar may be only able to hedge them at o price individuals cannai gfford.

What can the markels do well, and what are the markets currently unable to do (but may
be able o do in the future) and what are markeis sipply unable to accommodate?
Where markels cannot hedge risis, should they be borne by individuals? Should they be
shared with ather generations? Where is transierring risk from one staleholder to
arather appropriats?

Retirement
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Systems shotild clarify the rofe of the employer

We discuszsed at length whether the employer “MWie talked about . the short life of

based system should continue. As noted a corporation. | have over sirmolified
earlier, many employers expressed concerns ry thought about that in that | think
with their rele today, particularly in terms of the only peaple who should make
the fiduciary risk faced in the current system. promises instead of coming up with
But other concerns about employers’ role in the cash are those entifies that can
the system were raised as well. print roney ... fthe responsibility]

probably sholicn't resice within the

o  What role do retirement plans serve for SO dEREEd e E Lt

employers? There was an Conference pam'c.lpanf
acknowledgement that retention and

ordetly retirement of emplovees was akey goal of plans. Butmost employers noted
thatin terms of attraction of employees, emnplovees only consi der whether the
emplover has aretirement plan of not, and not what the plan locked like or what level
of benefits were provided.

& FEetirement plans must meet corporate goals, or they should not be run by emplovers,
Participants noted that there has to be areason why emplovers sponsor retirement
plans, other than historical tradition. If retirement plans do notmeet corporate goals,
then why do they exist? Similatly, the ability of retirement plans to assist in the
attraction, retention and retirement of emplovees must not conflict with the
emplover s core business.

® Compaties existin a global economy. MMany countries do not have employer
sponsored retirement (or, for the T3, health care) plans. It 15 difficult to justify the

cost of plans for the emplovers given global competition.

"TWihy co we feel this compulsive urge ®  One goal of retirement systems

to jump in the middle of femplovess’] might be the redistribution of
retirement pian when we don't feel it income, from more to less wealthy
amywhere else?. . fUntil we can give individuals. But does it make zense
answers to what is in it for the for employers to redistribute wealth?

corporation | think what vou're going o
here from foutside] directors over and
arver s we dorrt want to be the deep
pocketed plaver in the garme. We want
to be an intere sted bystander.”

Employers have goals that often
wotls against this, such as rewarding
the most productive workers. If they
are to remain part of retirement
systems, can we expect them to
suppott soctal goals of retiremnent
systems as well?

Conference particioant

o Statutory frameworks have to encourage rather than discourage employer behavior.
Iluch has been written about this in terms of funding of pension plans and how assets
are invested. One areathat came up for discussion 1s to R . &

Retirement
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kenefits under the current accounting system overstates costs for younger workers
and understates costs for older workers who are in defined benefit pension plans,

This framework may be one factor discouraging these plans because the cost
framework does nottnatch the value the employee and emplover sees from the
system. Thisis simply one example of how the cost of the system, as set by funding
and accounting bodies, should align well with the emplovers wiew of the costs; if they
do not, then employers may not be inclined to sponsor plans.

Going forwand

We need a fundamental reevaluation af the role of the enplover in the system.
Conferance participants noted studies that have shown that erplovess trust informntion
received from their emplover more than information received from ofther sources. And
emplovers note the role af refirement systems in helping them fo refain and refire
emplovess. But those two goals could be met by other forms of conpensation. The group
paaling and purchasing that have taken place through emplover systems are valuable,
but could those be accomplished by other means? Could the smplover role sinply be to
act as a conduif fo refirement plans, not as the spansor af the plan?

The role af waork and refirement ages was discussed earlier. Work at alder ages will not
become the rule rather than the excapfion uniless it is embraced by ewplovers. Keaping
warksrs in the job markst requires warkers and enplayers o undearstand the benafits af
wark at older ages. ft also requires the system to perwit employvers to differentiate
between thase warkers who can waluably wark longer and those who cannot.

Retirement
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Retirement systems will not succeed without improvements in

the health and long-term care systems

Finally, conference participants felt strongly that any retirement system redesign will fal
unless changes are also made to the health care (particularly in the TT3) and long-term
care systems. Several participants noted the ballooning deficits for Medicare (health
care) and Medicaid (long-term care), noting that there would likely ke cutbacks in those
programs going forward. In addition, most private employers in the TS no longer offer
health care benefits to retirees (particulatly future retirees) and many in the room
predicted health care benefits for gowvernment retirees would soon disappear in the T3S
with the introduction of new accounting stan dards for those benefits.

several CONCErns Were

raised that we can create Will Retirement 20/20 tackie issues in the health
the most perfect retirement care and long-term care systems?

systems in the world but 1t The Retirement 2020 project is focused on finding

will not work 1f the health solutions for refirement income.  There are no plans
care and long-termn care o consider necessary revisions to the heaith care
systems are not aligned as and long-term care systems. Heailth care affects
well to meet it evenyone — children, workers and retirees — and
Participants cited recent would need to be consigered for sociely as a whole,

studies showing that
individuals will not
annuitize their income —
protecting them from

nof just from the point of view of retirees. Long-term
tare is a complex system in and of fself with issues
thal go beyvond those facing refirement income

Both of these are significant projects which deserve
thelr own dedicated experts warking on them

outliving their assets — Retirement 20020 does not have the resources, or
because they are concerned  jhe experts to devole fo these |ssues

about needing large sums
to cover medical costs.

The Fension Section Councit will encourage others

fo take on the challenge of addressing health care
and fong-term care. Ve will communicale broadly

In addition, the instability that changes to the refirerment system cannot
and rapidly rising costs of succeed without also addressing these other wital
health care 15 decreasing components of refirement protection

future retirement benefits.

Emplovers noted that they have limited budgets to spend on emplovee benefits, and as
health care costs continue to escalate, they are often cutting the retirement benefits to be

able to continue to pay for future health care.

Retirement
20/20



An Actuary’s View of The Future of Life Cycle Saving and Investing
By Anna M. Rappaport, FSA

I recently attended a very interesting conference, The Future of Life Cycle Saving & Investing, sponsored
jointly by the Federal Reserve Bank of Boston, Boston University, and the CFA Institute. The conference
was attended by a diverse group: several important academics, economists and experts on finance,
members of the Federal Reserve bank, actuaries, policymakers and regulators, attorneys, representatives of
the financial services industry, CFAs, and people in advisory roles.

The topics including discussion of the Life-Cycle Model, findings from behavioral finance, a discussion
of managing risks post-retirement, a discussion of the role of government, some discussion on software,
and some perspectives on the future. The full program, papers and presentations can be found on the
conference Web site, http://smg.bu.edu/exec/elc/lifecycle/. | recommend the papers to you.

I found a lot of overlap between the topics covered there with recent research within the actuarial
profession, and with the topics discussed at Retirement 20/20, a major project of the SOA. This article will
link some of the content to topics of interest to actuaries and to some of the work that actuaries have been
doing and raise questions and perspective. For a summary of the content, look at the summary provided by
Zvi Bodie, a professor of economics and finance, and conference organizer. That summary can be found on
the Web site referenced above.

Challenges to Traditional Ideas Challenges to traditional investment ideas were central to the discussion.
Bodie has collected numerous examples of ideas that he views as false, that are in the public domain and
presented as correct information on the Web sites of large and highly regarded institutions. Bodie identifies
three notions he suggests purging from the popular literature along with three replacement ideas from the
discipline of financial economics that are, in contrast, worthy of wide promotion:

Popular literature Financial Economics

Saving is for the short run. Investing is | Saving means income minus
for the long run. consumption; investing means
selecting your portfolio of assets.

The only way to reduce risk is to The simplest ways to reduce risk are
diversify. to hedge, insure or hold safe assets. A
safe way to achieve a future
consumption target is with CPI-

linked bonds.
Stocks become safe in the long run due | Stocks do not become safe even in
to “time diversification.” the long run. If they did, they would

not have a risk premium.

He raises an important issue with regard to equity investment and causes us to ask the question
“When is it appropriate for individuals to invest in stocks?” | find it very interesting that well
schooled financial people including economists, actuaries and others have very different views
about the appropriateness of stock investment in different circumstances. Divergent views exist
within each of these professions. | also think that some of the discussion about stock investment,
while appropriately focusing on the risk, fails to recognize that stock investment is a form of



ownership and gives people a chance to participate in the growth of the economy. | am not
prepared to take a position on the question of who is right and who is wrong in these many
discussions.

Perspectives on Consumption Targets

The key paper, “The Theory of Optimal Life Cycle Saving and Investing,” by Zvi Bodie,
Jonathan Treussard and Paul Willen sets the stage for the dialogue. The authors review the
theory and point out that there are gaps between theory and practice. In her discussion, Deborah
Lucas from Northwestern University raised practical issues about the use of this model. She
cautioned us to realize that people have many different life paths and that an exclusive focus on
phases of the life cycle tends to oversimplify for many people. She also focused on the
importance of contingent events, and emphasized the importance of decisions such as marriage,
divorce and family size and the fact that uncertainly surrounding them limits the ability to make
forecasts with precision.

Another paper by Laurence Kotlikoff introduced practical models and focused us on
consumption smoothing. Life cycle saving and investing are linked to consumption smoothing or
some other method of reallocating consumption over the life cycle. A common way of focusing
on income needed after retirement is through the use of [O1] replacement ratios. Actuaries have
commonly used replacement ratios in thinking about pension plan design and measuring benefit
adequacy. Some of the models of life cycle financial planning presented focused on lifetime
consumption smoothing (usually inflation adjusted [O2]). While this is appropriate for some
people, many others will have different ideas. It is hoped that actuaries can have some dialogue
on this issue, focusing on different approaches to determining what is needed and wanted in
retirement, how they differ and how they are the same. | see actuaries as being able to add to the
discussion in several key areas:

Identification of risks together with information about what risks can be transferred effectively in
the current marketplace and how.

Very good participants in a discussion about how the marketplace may evolve.

Practical knowledge of how retirement systems work, and regulations interact with each other.
Many actuaries have hands-on experience working within the system. The combination of hands-
on experience and theoretical knowledge is very valuable as we think about these issues.

My opinion about life cycle consumption as we think about retirement needs and wants is as
follows:

A way to link traditional replacement ratios and consumption targets is to make an implicit
assumption that income is consumed except for the amount saved and paid in taxes, and what does not
need to be replaced is savings, Social Security payroll taxes and/or work related expenses.



For example, an individual who was saving about 10 percent of income prior to retirement and consuming
all the rest of current income, and who no longer does paid work and therefore no longer pays Social
Security payroll taxes can probably continue his or her standard of living with about 70 percent to 80
percent of pre-retirement income plus the increased cost of medical premiums. This links traditional
replacement ratios with consumption targets.

That amount would be adjusted in some common situations. For example, a family saving more than 10
percent would need a lower amount relative to pre-retirement income. This assumes that a family pays off
its mortgage at time of retirement, so that the income needed to maintain consumption post-retirement is
reduced. Similarly, a family that had heavy college expenses in the years before retirement will not need to
count that money in consumption that will continue into retirement.

During retirement, consumption may be higher early on as people pursue their retirement dreams,
such as travel for example.

Consumption levels may also change. Some people may want to stay in the same house and geographic
area, whereas others want to move, perhaps to lower cost housing to enable earlier retirement. Others may
want to spend more on housing and become snowbirds or have multiple-type dwellings for different uses.
People who have larger homes are ultimately likely to downsize, even if they do not have to for economic
reasons. The problem of caring for larger homes can be substantial later in life.

Medical costs and the need for care are likely to increase in retirement. When an individual not eligible for
Medicare exits an employer paid health plan, costs for insurance are likely to increase greatly.

Consumption varies over working adult life, and the new retiree probably will want to continue or modify
based on consumption just before retirement.

We can think about income as representing a bare minimum, plus added amounts to do things that we
want to do. We might think about the need for guaranteed income as linked to the bare minimum.

In my view, neither consumption smoothing or traditional replacement ratios properly address the issue of
changing needs during retirement, by focusing on the one-time transition from pre-retirement to retirement.
The premise of consumption smoothing is a good start, however, by recognizing at least the reality of
fluctuations due to the occurrence of different events over time.

Part of the discussion about consumption smoothing over the life cycle included the idea of borrowing
early in life. If borrowing goes beyond student loans and a home mortgage, | do not think it is a good
idea. We do not really know what our ultimate income will be.

I also find that inadequate focus on risk management is a failure of both consumption smoothing and
traditional risk management.

The Role of Defined Benefit Plans Most of the conference was focused on challenges with regard to
providing retirement security and income in personal savings accounts and defined contribution plans.



These systems do not usually provide lifetime income and offer significant challenges with regard to
lifetime security. These challenges do not exist in traditional defined benefit plans, which are a natural way
to provide income. While most of the discussion in “The Future of Life-Cycle Saving & Investing” relates
to individual saving and defined contribution plans, we need to remember that defined benefit plans work
very well in the appropriate setting.

These plans are facing many challenges today. A key question is whether it is worth trying to meet those
challenges and continue to use defined benefit plans. Public sector employers are generally continuing
defined benefit plans, although state legislatures are increasingly challenging them. [O3]The number of
private sector employers offering these plans is shrinking markedly. The paper by Alicia Munnell provides
trend data on the overall use of various plan types.[O4] The discussion by Deborah Lucas focuses on the
importance of DB plans.

I believe that DB plans provide a direct and easy way to provide lifetime income, and that they remain
valuable. There are many threats to these plans and the existing designs are not attractive to plan sponsors in
the U.S. accounting and regulatory environment. There are different views of how to move forward. Some
people are seeking ways to strengthen and preserve these plans, some are seeking new plan models, and
others have essentially given up on defined benefit plans as a part of the future retirement income delivery
system. | strongly encourage not giving up on defined benefit plans, but rather seeking out models that can
work in the evolving environment.

Risks and Risk Management

The primary focus of the conference was on lifecycle saving and investing, with a lot of focus on
consumption smoothing. At the same time, speakers recognized that risk management and particularly
lifetime income are part of the picture. My paper focused on post-retirement risks and risk management
issues. Mark Warshawsky focused on long term care risk, and how packaging long-term care with a life
annuity may be a good way to manage both risks. Jerry Golden talked about income annuities and how their
price might vary depending on the risk management decisions the buyer made. He showed the difference in
cost for a single life annuity versus a joint and survivor annuity, and then showed the effect of life-care
provisions, indexing and inflation and some other features. | believe that one of the primary weaknesses of
much personal financial planning is an inadequate focus on risk and how to manage it.

The Role and Importance of the Employer

The conference discussed the employer’s role and the importance of the employer several times although
there was no panel specifically focused on that topic. | feel that there was inadequate focus on the
importance of the employer. It was clear from the discussion that individuals are not managing well enough
on their own, and that some combination of government programs, employer programs and mandates are
essential for financial security. There was no way to conclude from the discussion what the preferred mix
was by the group in total. However, from the panel on the role of government, it was clear that some
presenters preferred mandates to plans voluntarily established by employers.

Traditionally employers offer income through defined benefit plans, and while they offer a reliable source
of life income, most private sector plans in the United States do not include inflation indexing [zb6], leaving
a gap in income protection. However, most defined contribution plans offer lump sums and not life income
and as these plans are growing, it is important to consider issues surrounding life income in defined
contribution plans. These plans have evolved, are more often the primary retirement vehicle and in the last
few years there has been a growing focus on results produced by these plans. For instance, default options



are now recognized as critically important, since many employees stay with them and do not make an active
choice. The paper presented by David Laibson made clear just how important default options are and how
much they influence the results produced by plans. Common defaults today include auto-enrollment, auto-
increases and investment defaults using balanced and life cycle funds. It is uncommon to find benefit
distribution defaults in DC other than a lump sum. This is an area for further development and default
options for payment of benefits were discussed in several different panels.

The distribution of benefits and making funds last during retirement are important issues in achieving
success and meeting life savings plan goals and employer plan goals. Satisfactory results post-retirement
will depend on having good methods for providing advice and life income to employees and retirees in an
efficient and unbiased manner. Employers could play a key role in selecting the providers that would offer
group products for risk protection through the employer.

Plan sponsors are reluctant to offer annuity options directly because few people choose them and in
addition, regulatory issues such as joint and survivor annuity and spousal consent requirements, the
implications of the Norris decision, “safest annuity rule issues,” and/or fiduciary responsibilities, etc., create
more work and uncertainty. It should be noted that the regulatory climate tends to offer incentives to
employers not to offer income. The employer who offers only a lump sum option does not need to get
spousal consent for plan distributions. In contrast, the employer who offers an annuity option must offer a
joint and survivor annuity and must get spousal consent in order for someone to elect out of the option. One
of the other complexities is linked to the Norris decision: while annuities are usually priced using different
rates for males and females, employers are prohibited from using sex-based rates or features inside of
defined contribution pension plans. A third complexity is the minimum distribution rules. The most
desirable form of annuity option would be one that allows purchase in several chunks over time, but the
minimum distribution rules fight against this. The safest annuity rule also opens the employer up to
fiduciary liability.

Instead of offering income directly through the defined contribution pension plan, companies such as IBM
are beginning to offer annuity options outside of the plan, but with institutional pricing through a third-
party IRA rollover program. Under one third-party program now being used by some large companies, the
annuity is shopped using an automated process to get a good price, it can be purchased at retirement or
later, and in steps over time. A group of employers is also working on an annuity purchasing coalition
using institutional pricing of the product. Note that the Pension Protection Act opens the way to an easing
of the safest annuity rule issues. Working through the employer is one way to deal effectively with the
distribution system issues. It will, however, have a chance only if the regulatory issues are dealt with to
make it easier.

Regulatory Issues and the Role of Government Alicia Munnell presented a paper on The Role of
Government in Life Cycle Saving and Investing. That paper focused on longer term options for the role of
government. The author recognizes that there are limitations on the effectiveness of individual efforts and
she recommends mandated saving as a second layer on top of Social Security. Such a mandate is similar to
the MUPS, recommended by the President’s Commission on Pension Policy in the Carter administration or
to add-on private accounts in Social Security. There was also a discussion about the Netherlands and its
approach to retirement security [O7].

These structures offer alternatives for reconfiguring the retirement income system. Within the present
system, there are regulatory issues that create roadblocks to payment of retirement funds as income. These



regulations are important in understanding the functioning of the current system, and modifying them offers
a path to improving income delivery aspects of the system. In addition to the issues mentioned above, the
intersection of regulations affecting the insurer and plan sponsor must also be considered. When the
regulatory issues facing all of the stakeholders in the retirement system are merged, the total impact of the
regulations is overwhelming. Two of the most serious issues are the conflicts with regard to unisex rates and
issues surrounding minimum distribution rules. Employer plans are not permitted to use sex-based rates,
whereas virtually all annuity contracts are priced using sex-based rates. The minimum distribution rules
require that qualified plan funds be distributed beginning after age 70-and-a-half. Their structure creates
complexity for purchasing annuities over time on a staggered basis and for combination products that put
annuity and long-term care into the same insurance product. Both annuities and long-term care are heavily
regulated, but by different rules, and the regulations make it hard to combine them. Provisions of the
Pension Protection Act open the way to combination products in the future.

There are also regulatory complexities in products sold to individuals. Some of these products require
compliance with both securities and insurance law.

Conclusion This is a time of major change and challenge to the American retirement landscape. This
conference set forth many interesting ideas and perspectives. The way of thinking about the ideas is quite
different from much of what we have traditionally done. It helped me to think more about benefit adequacy
and replacement ratios and the retirement system, ideas that | have lived with for many years. My concerns
about the discussion were as follows:

Lifetime consumption smoothing is unrealistic. However, when taken together with replacement ratios, a
focus on consumption adds to our understanding of retirement needs.

Risk management needs to be much more prominent in our thinking about this topic.

The employer is a very important part of the retirement system and we need to encourage and value
employer sponsorship of plans.

Regulation is often in the way of doing some things that are desirable.

I plan to bring these ideas back to the Committee on Post-Retirement Needs and Risks. One of the issues
that needs work, which the Committee identified over the last few years, is retirement needs and more
understanding of spending. We have a paper-call out on that topic. It is hoped that this article will also
encourage you to think about these issues, read the papers and add to the dialogue.

Anna Rappaport, FSA, MAAA, is chair, Society of Actuaries Committee on Post-Retirement Needs and
Risks and owner of Anna Rappaport Consulting. She can be contacted at
anna@annarappaport.com




Phased Retirement Programs: Has the World Changed?
By Anna M. Rappaport, F.S.A. and Steve Siegel, A.S.A.

F. Scott Fitzgerald, the novelist who coined the expression the “Jazz Age” to describe the 1920’s, once said
“There are no second acts in American lives.” Although the “Great Gatsby” did not make it to retirement,
millions of Americans are disproving this maxim by varying their approach to traditional retirement in what
is commonly known as “phased retirement.” It’s clear the world has changed greatly since the 1920’s and
there has been much discussion in recent years about the importance of phased retirement as evidenced by
growing numbers of employees leaving the labor force in other than traditional ways.

An important development in this evolution is the recently enacted Pension Protection Act of 2006 which
now allows defined benefit plans to make payments to active employees beyond the age of 62 with
distributions permitted in plan years beginning on or after January 1, 2007.

Previously, the inability to make such distributions before an employee either terminated employment or
reached the plan’s normal retirement age had been one of the barriers to formal employer supported phased
retirement. Now, with this new legislation, will we see major change with a great number of employers
suddenly embracing phased retirement programs? In this article, we will share our opinions and hope that
you will write in and share yours as well.

To address this question, it is first helpful to think about the decision process for launching a phased
retirement program along with the program’s goals, benefits, and potential hurdles. In addition, to
provide a full perspective when contemplating these programs, it is beneficial to examine how these
programs have evolved in recent years.

What are the initial considerations for planning?

Our view is that the optimum way to plan for phased retirement is to first consider what options should be
offered, to whom they should be offered, and how those who choose them should be paid. For example,
some employees may simply want to continue in their same job with a reduced schedule. In this situation,
pro-rata payment may be fair and reasonable compensation, provided that their health insurance is
continued and they keep earning pension credits and/or receive a partial pension payment. For employees
who will be used for special projects, as opposed to working a regular, although reduced schedule, the best
option may be to let them formally retire and collect their pensions. The employer can then pay them for
the project work, although it may want to limit project work to no more than 1,000 hours per year. In all of
these situations, the guiding principle should be that the pattern of compensation to the employee should
bear some relationship to the pattern of the work.

What needs to be contemplated from a legal and compliance perspective?

Prior to the Pension Protection Act, there were a number of legal issues involved in establishing a phased
retirement program including compliance with the Age Discrimination in Employment Act, general non-
discrimination rules, rules affecting the rehiring of retirees, the ability to make in-service distributions from
a defined benefit plan and a host of other issues. The Pension Protection Act addressed only the in-service
distribution issue so many other complexities and compliance issues surrounding phased retirement remain
unchanged. In addition, final regulations incorporating the Pension Protection Act still need to be drafted
and the ultimate language could alter an employer’s optimum approach.

How large should the program be?

When thinking about the size of the program, it is important to assess current and future organizational



resource needs and how the group of employees nearing retirement link to these needs. Some pertinent
questions include:

What talent gaps is the employer likely to have and for how long? Do they relate to numbers of full-
time equivalents (FTE’s) or firm-specific knowledge? Examples of firm-specific knowledge include
relationships fostered with key customers, product expertise, institutional history, customized computer
systems, etc.

How many employees are likely to be eligible for such a program?

Are there individuals associated publicly with the employer’s brand? For example, a chief economist
in a bank may provide a great deal of market prestige.

Are there any groups of employees with highly specialized knowledge who are difficult to replace,
e.g. research scientists in a pharmaceutical company, emergency room nurses in a hospital, nuclear
engineers, etc.?

Avre there critical strategic business initiatives that would suffer without certain employees
continuing their involvement because of retirement?

At what age/length of service does the employer want to start offering phasing?

How long would an employer need such a program in the qualified defined benefit plan and is it
possible to eliminate it once it is there?

How extensive should eligibility for the program be - only selected individuals, certain classes of
employees or all employees?

For many larger companies it could require a significant research effort to address these and other related
questions. In addition, the ultimate impact of the Pension Protection Act may be minimal or nonexistent for
employers that want to be either selective with their programs or offer them to employees before age 62. In
this sense, the world will have not have changed for those employers. Furthermore, for many other
employers, more pressing strategic issues may need to take priority before meaningful progress on a phased
retirement program can be accomplished.

How should the program be structured?

Once the employer has completed an initial evaluation of those individuals who might be eligible for the
program and whether the program will be all-inclusive or selective, the employer’s next step is to think
about the structure of the available options. Some structural-related questions include:

How can the potentially competing goals of how an employee adds value to the organization and
what the employee wants from a phased retirement program be reconciled? (The key to success is finding
the area that represents what the employee wants to do and what is valuable to the company.)

When is the ideal timing for phasing to begin -- before the start of what was previously considered
traditional retirement; or, after traditional retirement (i.e., rehiring retirees); or both time periods?

What will be the extent of job restructuring, if any? How will pre-phasing duties, work schedule,
and location be impacted?

What work arrangements would be necessary to retain these employees or to attract these employees
if the employer is seeking to hire another firm’s retirees? Would it be regular part-time work throughout the
year, full time seasonal-only work, or some other flexible work arrangement?

Would the phasing program necessarily require mentoring, transfer of intellectual capital,
transitioning external relationships with customers and others, and/or developing successors in specific
roles?

Is employee feedback such that the preference is for extensive phasing or minimal phasing or a



combination of both? Do options need to accommodate a variety of work schedules?

To date, the marketplace has seen more activity in the rehiring of retirees, rather than phasing beginning
before the start of traditional retirement. However, if the general election of part-time work options were
counted, then it is unclear where there has been more activity. As we think about the impact of the new law,
if we are focused on options for the rehire of retirees, there is no impact.

What adjustments to compensation and benefits are needed?
To ensure the program will operate smoothly, adjustments to compensation schedules and benefit plans
may be needed. Key questions to be considered include:

For phasing before retirement, will pro-rata pay or pay at the same rate be acceptable for both
employer and employee? If not and the employer wants to encourage phased retirement, is the employer
willing to compensate at higher levels to encourage participation in the phased retirement program? Further,
are there non-monetary incentives that can be used? For rehire of retirees, what will be acceptable?

Will phased retirees be in the active or the retiree health plan, or neither? How would health benefit
plan eligibility provisions (such as minimum number of hours worked per week, etc.) be impacted?

Would coordination with Medicare be affected? (Note that Medicare is secondary for individuals in
the active employee health plan.)

Would the program conflict with any employer policies for the provision of retiree health benefits?
(The program would not work if the retirees lose their health benefits.)

Other decisions relate to an employer’s pension plans. For final average pay plans, plan design must
address :

The method of crediting continuing service and compensation for partially retired employees.

The amount of benefit paid during partial retirement and its form (lump sum versus a stream of
payments).

The procedure for reconciling expected and actual work schedules, including resulting benefit
adjustments, if any.

The frequency and methodology for recalculation of benefits.

The time limit, if any, for partial payments.

A great deal of thought and detailed analysis will be needed to define the options linked to cash pay and
benefits that support the employer’s objectives. Here the world has changed and the new law enables new
options. Employers sponsoring defined benefit plans have new options with regard to people age 62 and
over. We do not know yet what will be in regulations, and that may make these options more or less
attractive. The world has changed for companies that want to offer general programs for phasing into
retirement and can live with age 62. That may not be a very large number of companies however.

How does an employer ensure a smooth program launch after the pieces have been put together?

In order for the program to work well, it needs to be positively supported by all levels of management and
meld with the corporate culture. Managers need clear guidelines on the rules that apply and extent of
independence they have when striking deals with their direct reports as well as their limitations. Further,
there needs to be a well-documented process for instances when the human resources department needs to
be involved in any negotiations. If the process that is implemented generates noncompliance and/or
excessive employee complaints because of unclear policy rules, it can prove detrimental to effective



implementation and acceptance of the program. Therefore, it is crucial to have properly communicated the
ground rules of the program and decision-making procedure well before the launch of the program.

Has the Society of Actuaries done any work on this?

A focus of the Society of Actuaries 2005 Risk and Process of Retirement Survey was on how retirement is
changing and the alternative paths many retirees are taking as they leave their primary careers. A report
highlighting key findings from the survey as well as commentary on their relationship to other sources can
be found at www.soa.org.

Will there be a deluge of phased retirement programs? The bottom line

While it is too early to tell how significant the Pension Protection Act will be as a significant motivator for
more phased retirement, it is clear that there will not be a major increase in programs in the short run.
Changes will depend on employers’ evaluations of the questions outlined in this article. Furthermore, since
the Act addresses only a relatively narrow aspect of phased retirement programs, it seems unlikely that it
alone can be the catalyst for many additional programs. However as more employers are affected by the
aging of America and if further enabling legislation were passed, we may see the beginning of a new era ---
an era that, if F. Scott Fitzgerald were here today, he might have called, the “Phased (Phazzed?) Age.”

Anna M. Rappaport is the Chair of the Society of Actuaries Committee on Post-Retirement Needs and Risks
and a Past-President of the Society of Actuaries. She is with Anna Rappaport Consulting.

Steven Siegel is Research Actuary at the Society of Actuaries.
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