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Discounting 
Pension Liabilities 
under the New 
SEC Rules 

by Lawrence N. Rader 

Editor’s Note: his article Is a conden- 
s&on 0Jlntrcducing the Salomon 
Brothers Pension Discount Curvea 
and the Salomon Brothers Pension 
Liability Index? Discounting Pen- 
sion Liabilities and Retiree Medical 
Liabilities Under the New SEC Inter- 
pretation, published by Salonron 
Brothers Inc.. March 1994. 

The March 1994 issue of Risks and 
Rewards (tie Investment Section 
newsletter) explains two approaches 
to the new SEC guidance on discount 
rates under SFAS 87 and SFAS 106. 

_ This article introduces two indexes 

a 

hat Salomon Brothers has developed 
o deal with the resulting compliance 

and investment issues. 

The Salomon Brothers Pension 
Discounl Cunre 
The Salomon Brothers Pension 
Discount Curve is a set of yields on 
hypothetical double-A zero-coupon 
bonds whose maturities range up to 
30 years. A plan sponsor can use 
these yields to discount the pension 
cash flows. Figure 1 depicts the 

A U.S. Perspective on Goode 
by Thomas 2. Reicher 

Editor’s Note: This at-We or[glnally 
appeared in the Nocember 1993 tssue 
ofBritIsh Pension Lawyer and is 
reprinted wfth penntsston. It was 
wrttten while Mr: Retcher was on 
sabbattcal leave in the U.K. 
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The U.S. has already had its Maxwell 
scandal. Its Goode Report and its 
Pension Reform Act. In that fact 
perhaps lie some lessons for the U.K. 
as it contemplates the reform of its 
pension system, since a number of 
the reforms. or variations thereon, 
proposed by the Goode Report, for 
better or worse, have been In place 
in the U.S. for some time. 

Thirty years ago in the U.S.. the 
closing of a Studebaker plant and the 
termination of its pension scheme 
the following year left over 4.000 
workers with benefits reduced by 85 
percent because of the final salary 
scheme’s underfunding. This crisis, 
followed by various instances of 
misuse and theft of pension scheme 
assets, ultimately led to the enact- 
ment in 1974 of the Employee Retire- 
ment Income Security Act (ERISA). 

ERISA is a comprehensive statute 
that imposes both substantive and 
procedural requirements on pension 
schemes and those IndMduals and 
institutions who are responsible for 

1 the administration of benefits and 
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the Investment of assets. I have 
selected four areas in which ERISA 
and the U.S. experience bear 
directly on an Issue raised by, and 
a recommendation contained in. 
the Goode Report. These are com- 
pensation. information for scheme 
members, dispute resolution. and 
the prudent person standard. 

Compensation 
This is an area most obviously 
trIggered by the Maxwell scandal. 
In the U.S., the mismanagement 
of assets by two New Jersey pen- 
sion funds, which diverted assets 
to “charitable organizations- in 
Liberia and Puerto Rico, is an 
example of the sort of behavior 
that prompted the compensation 
scheme of ERISA 

That scheme Is twofold: bond- 
ing of every scheme fiduciary and 
of every other person who handles 
pension funds: and guarantee of 
the payment of pension benefits 
by a quasi governmental entity, 
the Pension Benefit Guaranty 
Corporation (PBCC). ERISA requlres 
that a bond shall be in place pro- 
tecting the scheme agatnst loss by 
reason of acts of fraud or dishon- 
esty on the part of a scheme oiXcial, 
whether directly or through con- 
nivance with others. The amount of 
the bond is to be fixed at the begin- 
ning of each year and shall not be 
less than 10 per cent of the amount 
of funds handled, with a minimum 
of $1 .OOO and a maximum of 
$500.000 (although it is posstble 
that the Secretary of Labor can 
prescrtbe an amount In excess of 
$500.000). The U.S. Department 
of Labor has issued rather exten- 
sive regulations prescribing the 
way In which one determines the 
proper amount of the bond and 
setting forth some standard provt- 
sions of such bonds. 

My experience is that socalled 
ERISA bon& are mad.& obtainable 
and a not perceived by employers 
as being expensive. However. one 
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Letters to the Editor 
“Pension Funding Simplification . . . 
PrOpoSal” 

Dear Dan: 
James G. Berberian’s proposal 
regarding pension funding sim- 
plification (Pension Se&on News, 
March 1994. p.7) is useful, but 
doesn’t go nearly far enough 
toward achieving true simplifi- 
cation. I propose that the IRS 
develop a computer program for 
calculating minimum required 
and maximum deductible con- 
tribution amounts for qualified 
denned-benefit pension plans. 
Each year sponsors would be 
required to submit a plan sum- 
mary and demographic data on 
magnetic media to the IRS, which 
would run the data through its 
program and transmit back to 
the sponsor the minimum and 
maximum contribution amounts. 
Now that’s real simplification. 

this service, but the fee would prob- 
ably be less. in most cases, than 
what actuaries in private consulting 
practice charge for the same ser- 
vice. Which brings me to the third 
drawback-that most pension actu- 
aries would be out of a job. Even 
here there is a sliver lining. Ever 
since computers have become a 
widespread business tool. the work 
of pension actuaries has amounted 
to little more than entering data 
into a computer and pressing a 
button. Yet we have continued to 
charge our clients outrageous 
fees for our setvices. Under my 
suggested approach to pension 
funding simplifkation. we would 
be forced to get productive jobs 

Of course, there would 
be some drawbacks to this 
approach. First, plan provi- 
sions would be limited to 
those which the IRS’s pro- 
gram could handle, but 
this would be only a minor 
inconvenience when mea- 
sured against the benefits 
of simplification. Second, 
the IRS would undoubt- 
edly levy a user fee for 

that I have written on these 
subjects. As you can see, I rec- 
ognize the undue lack of con- 
fidence (which I think is too 
much), and I do not agree that 
the investment of the assets is 
faulty and that they have been 
dissipated (despite the fact that 
I do not favor building up mam- 
moth fund balances in the future). 

You may also have seen my article 
on this subject in Conthgencfes 
(March/April 1994. p. 66). 

Robert J. Myers. FSA 
Silver Spring, Maryland 

I’ubllshcd quarlcrty by the Pen&m SectIon oflhc Sakty olAduar(cs. 
475 N. Mart~n,@c Hoad. Sul(c Roe. Schautiurg. ILEO 

Phone: 70&7OG3.%X3 
Fax: 70&7CG.3.59!1 

Thls ntxbdetlcr Is fm lo Ssuon nwnbcm. A subscrlplhn Is $20.00 for nonnzmbcm. 
Curscnl-year issues arc avallahk from the Co-nlcallons Dcpartl~lcn~ 

Hack I.%sue3 orsccuon ncwslrncm have been placed ln the Sock9y library. 
Phntocoprs d back ,sLFucs Rey hc rccpxslrd for a nlmlhlal k. 

DrnD Arllold. FSA. FCIA Bcett Japko. A%-Asnnclalc FAllnr. Compllancc 
Pension Section News Kdllnr J. Bruce MacDonald. KIA. l?iA-Assoclalc FAllor. Canadian Topics 
I hnkcr & I lolcomhc Ao Uuen Ng. FSA-Assoclale FAltor. Acadcmlc Topics and ARCli 
65 la.s~llc: Ibad mren SteNeo. FSA-Assoclatc Edltor. Public Plan Toplcs 
Wcsl Il:lrllord. CT 06107 Fernando J. Troacosc.. ASI\-Assoclale EdItor. Mcxlcan Topics 
zrn-52 I -FM00 Barbam SlmmoneManaglng Edltor 
203-521-3742 (Fax) Jim Webs-lkcclor of lnlornullon Scrviccs (Compukrve I.D. 
Cnmpu.Srrvr: I.D. No. 7OR21.2020 No. 7 I XXl.3462) 

Peggy Grlllot-llRS/PC Manager (Compu.Scrvc I.D. No. 72132.3SS) 

Fxts and opInhns c.mlalncd ln lhcsc pages arc Ihe rcsponslbiltty ol the persons who cxprcss Lhcm 
and shovld no1 hc ailrlbutcd 10 Lhr: soccay ofl\ctuatim. nr Committees. Ihe Rnnlon s&tin. or 

ihr: “plnycr~ ollhc authors. EM m fad. ifb~hl LO OUT awnlion. till he pmmplly mtied. 

Cnpywhl 1994.sxkty d,uuarles. MI r&he mscNlYl. 
Mntcd In lhc Unned SMCS dmrlca. 

instead of sucking the lifeblood 
from the nation’s economy. 

Eric J. Klieber. FSA 
Senior Actuary 
W. F. Cormon 
C~eueland. Ohb 

“Funding Sadal Security for the 
Baby Boom Generation” 

Dear Mr. Shemtob: 
I read with interest your letter 
about Don Crubb’s article on fund- 
ing Social Security for the baby- 
boomers in Pens&m Section News 
(March 1994. p. 15). Because of 
your interest in the confidence (or 
lack there00 of younger persons in 
the viability of the Social Security 
system and the investment of its 

assets, I am taking the liberty 
of sending you some articles 

A U.S. Perspective on Goode 
conlinuedjiom page 1 

might well ask how an ERISA bond 
would have protected the Maxwell 
schemes, both because of the ques- 
tion of whether what actually occurred 
would fall within the scope of the 
bond (protecting agalnst fraud or 
dishonesty of a scheme official) and 
because even if within the bond’s 
scope. the amount of cover would 
likely have been dwarfed by the 
amount of the loss. 

The proposal in the Goode 
Report regarding protection against 
fraud. theft and other acts of mis- 
appropriation strikes me as prefer- ? 
able to an ERISA-type bond, if-and ~ 
perhaps this is a big if-the system 
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A U.S. Perspective on Goode 
conttnuedfrom page 2 

arks smoothly as set out in the 
Report. I like the Idea of making 
a levy on schemes generally only 
after an instance of misappropriation 
has occurred, and I would expect 
that this would, in the end, cost less 
than annually maintaining a bond 
for this purpose. 

But it seems to me that the 
Goode Repoti ls ti less convincing 
in arguing that a broader compen- 
sation system is inappropriate. The 
report specifically rejects protection 
for scheme members against the 
risk that the pension scheme will 
be unable to pay promised benefits. 
not because its assets have been 
misappropriated by a Maxwell-type 
fraud. but because, for example, the 
trustees have so poorly managed or 
supervised the Investment of trust 
funds that there are Insutllclent 
assets to pay benefbs. and at the 
same time. the employer is insolvent 
and unable to make up the shortfall. 
Despite the proposed minimum sol- 
vency rules, the Comrnlttee appears 
to believe that any broader compen- 

- 

e 

sation would.prompt some employers 
to favor risky investments or make 
scheme benefit improvements in lieu 
of wage increases. 

Having spent some time on fact- 
lindlng expeditions to Canada, Aus- 
tralia and the U.S., the Commlttee 
points to the guaranty portion of 
the U.S. compensation system as 
evidence that some employers would 
behave In this way. While It is true 
that there were cases in which 
employers successfully dumped pen- 
sion scheme liabilities onto the PBGC 
under the provislons origlnally in 
EFUSA subsequent revisions to ERISA 
have restricted the deficiency com- 
pensation to situations in which the 
termination of the earnings-related 
scheme is on account of the employer’s 
‘distress.’ And ‘distress” is Ilmited to 
an employer’s actual or prospecthre 
insolvency or workforce reductions 
resulting. In the judgment of the 
PBCC. In unreasonably burdensome 
pension scheme costs for the employer. 

I shall spare you the details of 
the guaranty system administered 
by the PBGC. It is enough to say that 
on termination of an earnings-related 

e 

ension scheme with assets insuffi- 
cient to pay all benefits. those ben- 
efits guaranteed by the PBGC will be 
paid by the PBGC. There are dollar 

Achuuies Online 
Actuaries Onllne. the new online 
InformatIon service sponsored 
by the SOA on the CompuServe 
network, Is now avatlable. This 
forum. more commonly known as 
a bulletin board setvice. or BBS, 
has three primary components: 

l The Message Board, which offers 
users a place to hold publicly 
visible real-ttme dialogues 

l Conferenclng. a moderated use of 
the messaging concept, In which 
users can have prtvate conversa- 
Uons. participate in meetings or 
meet with fix&red guests on 
current issues 

l Data Ubraries. which contain 6les 
for downkxiding to users’ own PCs: 
users can browse the data libraries 
bysubJect keywcRd* ordate. 

Although most subscribers 
are Individuals. some subscrip- 
tlons are company-sponsored and 
shared by more than one actuary. 
Subscribers from the U.S., Cana 
Australia and the U.K. participate 
in dlscussions on many toplcs 
tncludlng health-care reform, pen- 
slon issues, and exposure d&Is. 
On Tag-A-Long day, when chil- 
dren accompanied their parents 
to work, discussion centered 
around the actuarial profession, 

Other items of Interest in the 
libraries have been early-release 
transcripts horn the SOA meet- 
ings, highlighted articles from 
Section newsletters, and soft- 
ware available to download to 
suhscrihen3’ PCS. 

For more information. con- 
tact Peg@ Grtllot at the SGA 
of&e at 708-706-3504 or E-mail, 
72662,356. 

TO SEE WE’RE! 
FINALLY ONLlNFL 

DAR!! . 

limits on guaranteed benetlts as 
well as a rule that excludes certain 
recent benetlt improvements from 
the guaranty. For this protection, the 
employer is required to pay a per 
capita premium that can range from 
$19 to $72, depending upon the level 
of unfunded vested benefits. (This 
range of premium may represent 
between 1% and 6% of a typical 
employer’s plan contributions.) 

Having patd out benefits, the 
PBGC will seek recovery from the 
employer. and Its claim enJoys a 

certain priority status (though not 
as great as the PBGC would like) 
with respect to the employer’s other 
creditors. This has come to mean 
that those creditors--particularly 
the bankers-will take an active 
interest in the solvency of the pension 
scheme and will exert pressure on 
the employer to adequately fund it. 

Despite the tightening of the 
guaranty system. all is still not 
well with the PBCC (Its deflclt pres- 
ently stands at $2.5 billion), and 
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A U.S. Perspective on Goode 
coniindfrom page 3 

there is said to be a proposal in the 
works to place a larger proportion 
of the annual premium burden on 
underfunded schemes and to require 
faster funding of underfunded schemes. 
But I do not think that problems with 
the U.S. system necessarily mean 
that a better system of this sort can- 
not be devised. Indeed, my guess is 
that a guaranty system of the U.S. 
sort, coupled with rigorous minimum 
solvency rules like those in the 
Goode Report, would be eiTecUve. 

I would also guess that even if the 
limited compensation approach of 
Goode is all that is enacted in round 
one. eventually compensation will be 
extended to cover underfunding in 
general. The U.S. experience thus 
appears instructive on how not to do 
things: it does not mean that a work- 
able broad compensation system 
cannot be devised. 

Information for Scheme Members 
The Goode Report, with the support 
of its survey of scheme members, 
recommends that specific items of 
basic scheme information, written in 
plain English, be provided to employees. 

The list of items. found at para- 
graph 4.12.26, closely resembles 
the requirements of the U.S. Depart- 
ment of Labor under ERISA’s general 
requirement that each scheme mem- 
ber be furnished with a summary 
plan description %ritten in a manner 
calculated to be understood by the 
average plan participant, and . ..suffi- 
ciently accurate and comprehensive 
to reasonably apprise such partici- 
pants and beneficiaries of their rights 
and obligations under the plan.” The 
labor Department’s regulations specify 
that making the summary compre- 
hensible ‘will usually require the 
limitation or elimination of technical 
Jargon and of long, complex sentences, 
the use of clarifying examples and 
illustrations, the use of clear cross- 
references and a table of contents.’ 
It may even be necessary to provide 
summaries in non-English languages 
depending upon the composition of 
the workforce. 

I realize that scheme summaries 
are used by many, if not most. U.K. 
pension schemes. But my impression 
is that there is often a tendency not 
to lry to summarize all scheme provi- 
sions in the scheme booklet. In other 
words. a scheme member would not 

in all circumstances be able to under- 
stand all possible benefit provisions 
by reading the booklet. 

The general approach in the U.S. 
to scheme summaries is to try to make 
the summary as comprehensive as 
possible in describing the provisions 
of the scheme. The writing of such a 
document in plain English thus often 
becomes a more time-consumlng task 
than the preparation of the scheme 
document itself. Many hours are con- 
sumed in arriving at a summary that 
is comprehensive, comprehensible 
and accurate, and there is oRen sig- 
niiicant involvement of the employer’s 
beneilts manager, the scheme’s 
actuary and the scheme’s lawyer. 

Apart from the requirementa of 
ERISk one important reason for the 
effort expended on the summary is 
that it is not uncommon in pension 
litigation for the summary to be the 
document to which the court refers 
in determining what the scheme 
provides with respect to the issue 
in dispute. 

The court’s reasoning is that 
the summary is what the member or 
beneilciary was provided with by the 
scheme (despite ihe availability of the 
scheme document itself) and there- 
fore it is only fair that the summary 
be regarded as determinative. My 
guess is that this same sort of rea- 
soning would not be unexpected 
from a U.K. court. or from the Pen- 
sion Ombudsman, particularly tithe 
Goode recommendation is adopted. 

Dispute Resolutbn 
The Goode Report calls for each 
scheme (other than a small scheme) 
to be required to establish a formal 
internal disputes procedure [l] and 
to make the details of this known to 
scheme members. Here there is another 
direct parallel with an ERISA require- 
ment. speciiically, all schemes must 
provide for a claims procedure for 
members whose claims for benefits 
have been denied. The Department of 
labor has issued regulations setiing 
forth minimum standards for such pro- 
cedures (access to documents, time 
periods. and so on), and the terms 
of the procedure must be set forth in 
detail in the summary of the scheme. 

Courts have noted that the intent 
of the internal claims procedure was 
to minimize the number of hivolous 
lawsuits. promote the consistent 

treatment of beneiit claims, provide 
a nonadversarial dispute resolution 
process and decrease the time and 
cost of claims settlements. Although 
not a mandate of ERISA courts have 
often required a claimant to have 
exhausted the internal procedure 
before being permitted to sue in court. 

My experience is that internal 
dispute resolution procedures can. 
and often do. work well. They can 
defuse what might otherwise have 
escalated into a pitched adversarial 
contest by giving the scheme and the 
member an opportunity to determine 
where a misunderstanding may have 
arisen, all of this done in a relatively 
informal manner. 

As counsel to the scheme. 1 will 
often ask the administrator to think 
beyond the claim at hand: have stm- 
ilar claims been made in the past, 
and if so how were they resolved? If 
not, what is the appropriate decision 
in this dispute, keeping in mind that 
this decision will effectively bind the 
administrator if presented with ihe 
identical issue in the future. It is also 
possible that the dispute brings to 
the fore a gap in the scheme provi- ,-I 
sions. and this will also require a 
broader consideration of the issue. 

When disputes have not been 
resolved internally-in other words, 
the member was not ddkd with the 
result-revicwtng courts have accorded 
the decision made by the administra- 
tor of the scheme great weight, over- 
turning that decision only if it was 
arbitrary or capricious. Put diITerent.ly. 
the administrator’s decision need not 
be the best possible decision, only one 
with a rational Justification. 

How the Goode recommendation, 
if implemented, will work together 
with the Pension Ombudsman remains 
to be seen. But I would predict that 
some deference would be given to 
the Internal decision, especially if the 
member-appointed trustee recom- 
mendations are also adopted. If so. 
the internal procedure should reduce 
the number of disputes that proceed 
to the Ombudsman or to the courts. 

The Prudent Person Standard 
The trustees oi’ a pension fund. 
whether or not they engage outside 
professional investment managers, T 
are responsible for setting the fund’s 
overall investment strategy and for 
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A U.S. Perspective on Goode 
continued from page4 

ensuring that assets are prudently 
invested and sufilcient to meet the 
scheme’s liabiliUes. These core duties 
are acknowled~ ln the Goode Report. 
However. in my view the report 
misses a clear opportunity to raise. 
for the benefit of scheme membem, 
the standard by which the actions 
of the trustees will be judged. 

Drawing upon the standards of 
prudence required (or proposed to be 
required) of scheme trustees ln Austra- 
lia and Ontario. the report re@xes 
trusteea ‘to exercise, in relation to 
all matters affecting the fund., the 
same degree of care and diligence as 
an ordinary prudent person would 
ererdse in dealing with property of 
another for whom the person felt mor- 
ally bound to provide and to use such 
additional knowledge and skill as 
the trustee possesses or ought to 
possess by reason on the trustee’s 
profession, business or calling.” 

Under ERISA. by contrast, 
trustees are required to act “with 
the care, skill. prudence and dili- 
gence under the circumstances 

--. then prevailing that a prudent 

0 
man acting in a like capacity and 
familiar with such matters would 
use in the conduct of an enterprise 
of a like character and with like 
aims.” This standard is quoted 
(paragraph 4.9.7) but not adopted by 
the report. In my view, this is a lost 
opportunity to increase the protection 
of scheme members, and nicely com- 
plements the recommendation of an 
increased number of member-appointed 
trustees. Let me explain why. 

Under the ERISA standard I 
have just quoted. trustees are 
presumed to be familiar with 
investment management (tie words 
‘familiar with such matters”) and so 
their actions will be evaluated as if 
they were professional managers. It 
is sometimes said that trustees are 
presumed to be prudent experts in 
managing the funds in their charge, 
and it is generally felt that trustees 
who themselves are not at least 
knowledgeable in the area of trust 
fund investment should seek expert 
assistance with decisions concerning 
the hiring and retention of fund 

- managers. The prudent expert stan- 
dard thus denies protection to the 

: 

c 

l unskilled trustee 121 who, however 
well-intentioned his or her actions 
on behalf of the trust fund may be, 

It’s Time to Vote! 
SecUon Council ballots are sched- sponsored activities that the Sec- 
uledtogointhemailtheweekof tion will participate in to achieve 
July 18. We would like to encourage its mission. 
you, as a Pension SecUon member, Fellows will also receive second 
to take an active role in the elec- ballots for the Sodety-wide election 
tion process. Review the list of can- about the same time. Take the time 
didates and biographical material to study material on the candidates 
and determine whom you would andthenvoteforth~whoyouthink 
like to represent you. Mail your will best represent your interests in 
ballots so they will reach the Soci- your professional organization. 
eiy offlce by Friday, August 19 In 1993. only 39.9 

The Council determines th percent of those eligible 
direction that the Section will to vote in the Society elec- 
take. The Council members tion returned their second 
are the ones who are most ballots. SecUon elections 
visible to the pub have similar statistics. 
senUng the group ome an active partici- 
whole. Your leade in the election 
ship makes deci- ocess and VOTE! 
sions regarding 
programs and other 

causes loss to the fund by a failure 
to follow a prudent process of hiring 
and reviewing outside fund managers. 

The standard proposed by 
Goode looks only to the knowledge 
and skill of the ordinaxy person, 
as supplemented by any additional 
knowledge and &lll that the tms- 
tee actually has. By contrast with 
the U.S. standard, the Goode pro- 
posal accepts trustees as it finds 
them: there is no attempt made to 
raise the level of care, and thus the 
level of protection for employees, 
by requiring that trustees act as 
prudent experts. 

In the end, I am quibbling over 
words. But these are words that lie 
at the heart of ERISA. and I expect 
that the statutory formulation of 
the trustees’ standard of care will 
lie at the heart of the expected 
Pension Reform Act that will likely 
follow the Goode Report. 

The report concludes that man- 
datory training of trustees would be 
‘impracticable, and I agree. However, 
it is practicable to hold trustees to 
the highest standard of conduct. In 
this age of sophisticated Ilnancial 
markets (and here I refer the reader 
to The Economist of October 9 and 
its article entitled “Mathematics of 
Markets’). trustees must be held 
accountable for actions that do not 

reflect familiarity with principles of 
sound management of the iage sums 
of money securing complex promises 
of future pension benefits. Such a 
standard, it is hoped, ,will mean that 
only those truly quaIlfIed tndMdua.ls 
will Join the ranks of trustees of pen- 
sion funds. Anything less weakens 
the solId foundation that the Goode 
Report seeks to rebuild for the U.K. 
pension system. 

77wmasZ.Rekherb&attomeywUhthe 
lawJrmofDay,Beny,andHowardin 
HartJorrL Connedcut. 

End Notes 

1. Readers may be aware that Re 
Wynn 11952) Ch. 271 currently 
may operate to preclude trustees 
from adopting and implementing 
binding internal dispute resolu- 
tion machinery. Editor. 

2. To be fair. to argue the converse, 
it would be Inconsistent to press 
for the appointment of workforce 
trustees, while imposing on these 
persons the legal responsibility for 
not acting with an expertise no 
one in fact expects them to possess. 
However, the conduct standard I 
argue for only requires care in the 
engagement and review of invest- 
ment and other professionals. 
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Trhe E@ct of Vohtility in Pension Plan Funding 
on the Reputatibn of Actumies m 

./ 
by Richard Y. Enye 

1 am concerned about the reputation 
of the actuarial profession and the 
somewhat related negattve viewpoint 
on the desirability of maintaining a 
defined-benefit plan. In this spirit. 
the thoughts in this paper represent 
my experience not only as an actuary, 
but also as an actuary/CPA of an 
accounting firm. In the latter con- 
nection. I annually review. for numerous 
nonactuatial audit clients. financial 
statement pension provisions and 
related pension footnotes as well as 
disclosures relating to SFAS No. 106. 
In the case of pension plans. my 
review naturally also extends to the 
funding policy of the company. 

Actuaries are under intense and 
increased scrutiny due to the year- 
to-year volatility of the funding fig- 
ures they provide (including retiree 
health liabilities funded in a 401 (h) 
account): the differences in figures 
provided for funding versus expens- 
ing purposes (including retiree health 
liabiltties funded tn a 401(h) account): 
and unexpected shortfalls when a 
company is deciding or contemplat- 
ing terminating the pension plan.’ 
Though my sample is unscientific. 
1 have observed that actuaries some- 
limes (if not often) tend to respond 
to questions on these volatilities and 
differences by blaming the burden- 
some, illogical and ‘nonactuarially 
controlled’ accounting rules. 

However, in an absolute sense, 
or al least In comparison to funding 
rules and restrictions, accounting 
rules result in a rather rational and 
systematic method for measuring 
costs. Furthermore, reported expense. 
to lhe extent practical, is comparable 
among companies, and furthermore, 
expensing generally results in con- 
stslency between years wtth differ- 
ences arising only from “real” causes 
such as changes in settlement rates 
from one year to the next. rather 
than from artikial causes. 

On the other hand, jimdhg is 
a function of funding rules that are 
governed not by rational and system- 
atic considerations but more by the 

‘The author acknowlcdgcs that in srmw 
casts vnlatillty in funding is connintcnt 
wil h the objcctivcs of the plan sponsor 
in cnnnectlnn with cash-flow and/or tax 
dtxhlcttnn conddcratlnns. 

TABLE 1 
spirit of revenue- 
raising (through 
tax policy) and/or 
the desire to pro- 
tect employees by 
minimizing the 
pcfssthlllty ofunder- 
finded plans. Not 

Body Goal 

PBGC Protect participants, protect taxpayers 
DOL Protect participants 
IRS Raise revenue 
Employer Flexibility in cash flow, low volatility 

only do these gov- 
erning considerations bear no reason- 
able resemblance to a systematic. 
rational funding stream, but perhaps 
more tmportantly. by definition. rev- 
enue-raising and employee protection 
are inherently inconsistent: therefore. 
when applled jointiy, vohttlity is exac- 
erbated and anomalies upon plan ter- 
mination are maximized (see Table 1). 

More specifically. consider how 
volatility infinding is caused by 
external rules, as follows. 

Rules that exist to maximlze the 
raising of revenue (see Table 2) 
1. 401 (a)(17) (limits on compensallon 

recognized in the determination of 
defined benefit): 
a. Expensing-future increases to 

the limit should be recognized 
(but ‘probably’ are not always) 

b. Funding-compensation beyond 
the current limits not allowed to 
be recognized 

Result: volatility, especially In 
smaller plans with relatively old 
high W employees 

2. 415 (limits for benefits payable): 
a. Expenslng-future increases 

should be recognized (and 
“probably” are usually) 

b. Funding-benefits beyond the 
current limits not allowed to 
be recognized 

Result: volatility. especially in 
smaller plans with relatively old 
high paid employees. 

3. Collective Bargaining (negotiated 
increases not to be effectfve until 
a later date): 
a. Expensing-future increases 

should be recogntzed (and 
‘probably’ are usually) 

b. Funding-not allowed to 
be recognized 

Result: volatility and increased 
likelihood of unfunded liabilities. 

4. Collective Bargaining (likely future q 
increases): 
a. Expensing-future increases 

should be recognized if a pat- 
tern exists (however, petiaps 
not recognized that often) 

b. Funding-not recognized in 
non-salaried related plans 
(recognized, at least to some 
extent, in salaried-related 
plans by use of a salary scale) 

Result: volatility and increased 
likelihocd of unfunded liabilities 

cunhiuled onpoge 7. ahmn 1 

TABLE 2 

Recognition for Recognition for 
Factor Expense Purposes Funding Purposes 

401 (a)(1 7) Yes No 

415 Yes No 

CB Agreed-Upon Increases Yes No 

CB Pattern Increases Yes No (except indirectly in 
salary-related plans through 
use of a salary scale) 

: 
Retiree Medical Funding Yes-SFAS 106 Possibly limited funding ’ ’ 

under VEBA or 419A 

Maximum Deductible Limits Not Relevant Yes 
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5. Retiree Medical Funding: 
a. Expenslng-pursuant to 

SF-AS No. 106 
b. Funding-generally none- 

even if 401 (h) account set up, 
pension Full Fundtng Limitation 
may artitlcially prevent funding. 
If funded through a VEBA. 
severely limlted under Set 419A 

Result: unfunded liabilities. 

6. Maxlmum Deductible Limits: 
a. ~~ing~u~=+ not relevant 
b. Funding-reflected; exacerbated 

by concurrent applicallon of 
two independently determined 
full funding limits. 

This shows that funding rules 
(limits) can cause great volatility in 
contribution requirements and exacer- 
bate or cause unfunded liabilities. 
while the expense may progress raiher 
smoothly, especially if there are only 
minor changes to the actuarial assump- 
Uons. particularly the discount rate. 
The possible client frustration of -i 

l 
volatile funding results is maximized 
for smaller plans. Also, in ihe event of 
plan termination, companies can find 
themselves in the position of funding 
at the maximum allowable level in 
each year but still having unexpected 
liabilities in the event of plan termina- 
tion. Finally, partially due to volatility 
and partially to accounting guidelines 
for determining discount rates under 
SFAS No. 87. funding status among 
companies is much more comparable 
on an SFAS No. 87 basis than on a 
fundfng basis. Also, expense is deter- 
mined under a uniform method: fund- 
ing, under any number of methods. 

Rules that relate to 
protecting employees 
Other rules in connection with fund- 
ing that create volatility (especially in 
small plans) are related to protecting 
employees and include: 

a. 

b. 

.-c. 

@ 

Special volatile and independently 
determined additional minimum 
i%nding requilemcnts under Set 4 12(l) 
(Deficit Reduction Contribution) 

Variable PBCC premiums 

Minimum lump sums determined 
under independently established 
PBCC interest rates. 

Again, expensing is not affected 
by these rules. Also. ior expense 

purposes, pursuant to requirements 
of SFAS No. 87. the discount rate 
could be changed each year, or cer- 
tainly more often than the interest 
rate for funding purposes. However, 
the associated volatility for expense 
purposes associated with the discount 
rate changes seem more understand- 
able to the client than the afore- 
mentioned factors ihat affect volatility 
in funding. 

Finally, one practice that is used 
by ‘many” actuaries relates also to 
volaffliiy. This is the practice of utiliz- 
ing market value of bonds (as requirwl) 
without making a corresponding 
adjustment in the Intenzst rate assump 
tion relating to ihe bonds. For example, 
say the portfolio of bonds were pur- 
chased at 9 percent, which was the 

so. volatility can be minimkd and 
unfunded liabilitks (or at least sur- 
prises upon plan termtnatlon) can 
belninmml.withtifoIlawfngadded 
benellt--funding and expensing 
amounts can be similar, which wukl 
minimize confusion. It may be impor- 
tanttonotethatiix!imdingpurpases. 
the actuary must assert that the 
actuarial assumptions are the best 
estimate of future experience; there- 
fore, at least in theory, the actuary 
should be able to have strong input 
on the actuarial assumptbns. 

l Use an interest rate on the bond por- 
tion of the portfolIo consistent with 
ihe yield being realized on the market 
value of bonds. 

Whatcantheactuwgdotodeulwit.h.,m~&eoreliminate 
thejhstration caused bg wlatUi* and swpr&es 143~18 
plan termination? 

actuarial assumption utilized. In a 
perftxi of declining fnterest rates. 
actuaries often keep ihe 9 percent 
assumption constant under the theory 
that the rate is locked in even ifinter- 
est rates decrease. and furthermore 
relying on the fact that when interest 
rates decrease, the market value will 
rise. It is fairly easy to demonstrate 
that for bonds held to maturity. in 
the example, ihe Interest rate earned 
on the market value will be less than 
9 percent. Furthermore, especially 
for smaller plans and/or plans with a 
large penxniage of their assets in bonds 
that will be held to maturity, it is easy 
to demonstrate the unnecessary vola- 
tility in fundlng that will result as the 
market value drops toward maturity. 

What can the actuary do to deal 
with, minimixe or eliminate ihe frus- 
tration caused by volatility and sur- 
prises upon plan termination? 

Communicate better-instead of 
performing just one yetis valuation. 
project several years, so the possible 
vdatilrtyand plan iemlination unhlnded 
liabiliiies can be shown in advance. 

To ihe extent practical, choose actu- 
arial assumptions and methods for 
fimding that simulate mUonal and 
systematic expensing. lf possible to do 

l If at all feasible, lobby for: 
- Removal of aWlcial full funding 

limits, or at least a corridor 
approach for gains and losses 

- Contribution to 401 (h) accounts 
based on pension contributton 
prior to application of limits. ’ 

Actuaries can have a great effect 
not only on their own profeudonal 
~putation but also on the integrity 
of pension plana. The latter Is impor- 
iant for “provincial” reasons (for 
example, providing profitable work 
for actuaries), but such plans should. 
with proper communication and 
management by ihe actuary, provide 
ever-important benefits to baby- 
boomers as they near retirement. The 
opportunity to revive defined-benefit 
plans is especially obvious when it is 
recognized that most current projec- 
tions of interest rates are much lower 
than those used when the ortginal 
401 (k) balances at retirement were 
projected. The upcoming opportunity 
for actuaries should not be lost. 

Richard M. Kaye. Ed. CPA. is Managirg 
Partner at C0opet-s & Lybrand in Delruft 
Michigan Also cwxtributfr~~ to the dew&p 
menl OJ this paper were John P. Rremr, 
Fs.4. James II Kershner, EGA, and Keith 
J. Panelfa all oJ Coopers & Lybrand. 
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Pro~osedU.S.RulesonTc;rxDeductibili.Q 

by Keith J. Coodell and 
Martha A. Moeller 

Editor’8 Note: This article origtnnlly 
appeared tn the March 1994 issue OJ 
Benefits & Compensation Solutions, 
CopyrighPl994 by AMR International, 
Inc.. 10 Valley Drive. Bldg. 9. Green- 
wichOmPork, Cnzenwich. cTO6831. 
and is reprmtecf wfih permfsston. 
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In May 1993, the IRS issued proposed 
regulations under Section 404A 
relating to a U.S. tax law passed in 
1980. The proposed regulations 
could significantly impact U.S. taxes 
paid on foreign source income for 
U.S. multinational companies. 

l They confhn that SecUon 404A is 
the sole means for recognizing tax 
deductions for foreign pension con- 
tributions. Under prior proposals, it 
appeared possible to treat deductible 
pension contributions made by a 
foreign subsidiary as a necessary 
business expense without applying 
SecUon 404A. The new proposal 
eliminates that 0pUon. 

l Companies whose foreign subsidiar- 
ies or branches maintain pension 
plans will often find Section 404A 

. more restrictive ihan foreign rules 
for deductibility. This is generally 
true for both funded pension plans 
and for pension plans financed via 
internal book reserves. 

l While the IRS considers the regula- 
Uons to be a liberalizrtion of pm-404A 
rules. many companies wtll find the 
proposed rules to be more restricUve 
than current praciirx. 

Background and Operation 
of Section 404A 
The U.S. Tax Code prescribes complex 
rules for recognizing a contribution 
to a U.S. pension plan as a tax- 
deductible expense. Plans must meet 
qualification standards, and contri- 
buiions must be invested in pension 
trust funds. The same rules broadly 
apply io contributions to pension plans 
sponsored by foreign subsidiaries 
and branches of U.S. firms. However, 

as U.S. pension law has become more 
restrictive over 20 years, essentially 
no foreign pension plans would now 
qualify under U.S. rules. 

In an effort to legitimize deduc- 
Uons for foreign pension contributions. 
Congress passed into law Section 
404A Generally. if a foreign pension 
plan has tax-deferred status in the 
foreign country. iax-deductible coniri- 
butions are eligible for U.S. recogni- 
Uon under 404A without application 
of the full U.S. qualiilcation standards. 

SecUon 404A rules apply to quali- 
fied funded plans maintained by a 
foreign subsidiary or branch of a U.S. 
firm. Pension contributions made by 
the foreign entity are usually deduct- 
ible on the local entity tax return. 
In certain countries, pension plans 
financed through book reserves are 
given tax-preferred treatment. Section 
404A is also concerned with these 
qualified reserve plans maintained 
by foreign subsidiaries or branches 
of a U.S. firm. 

For subsidiaries, Section 404A 
rules do not directly resirict contri- 
butlons to a fund, additions to a book 
reserve or relevant local tax deduc- 
tions. The potential restriction comes 
when the local entity pays a dividend 
to its U.S. parent. SecUon 404A 
restricts recognition of local deduc- 
Uons in ihe U.S. tax calculation through 
the operation of “foreign tax credits.’ 
If the local deduction for pension 
provision is greater than the amount 
calculated under 404A. or If the 
pension fund does not meet certain 
characteristics of a U.S. qualified 
trust, then the foreign tax credit will 
be lower. This raises taxable foreign 
source income for the U.S. return. 
For branches, local pension deduc- 
tions are directly restricted by 404A 

Current Proposed Regulations 
The 1993 proposal grants rather 
harsh treatment of foreign contribu- 
tions in some respects: 

l lhede6nitionof’qualifiedfundedplan” 
requires that the related trust now 

allowasseistobediveitedforanypur- 
poaeOth~thlplUViSiOnforemplayee 
beneiIt.9 until all plan liabilities am 
met. This could be a problem for 
plans in the U.K. for example, where 
in certain circumstanc!cs ofover- 
funding. U.K. Revenue requires with- 
drawal of funds by the employer. 

l Actuarial methods must complywith 
requirements for the funding of ihe 
U.S. plans. This may curtail deduct- 
ibility for contributions in some 
countries. Of pariicular concern is 
applicaiion of the U.S. ‘full funding 
limitations’ which prohibit the deduc- 
Uon of contributions after a plan 
becomes hilly funded. Also, there 
appears to be no allowance for advance 
funding of discretionary provisions, 
such as cost-of-living adjustments. 
To determine the appropriate 404A 
amount the local actuarial valuation 
must be revised to reflect restrictions 
under 404A #c-l 

Recommended Action 
While waiting for the IRS to issue 
ilnal regulations. U.S. multinational 
firms should: 

Determine which foreign plans are 
given tax preference locally. This 
assessment should include tennina- 
Uon indemnity plans as well as tradi- 
Uonal pension plans. 

InvesUgate how foreign pension tax 
deducuons have been treated in U.S. 
tax returns. Compare actual deduc- 
Uons with amounts allowable under 
the new rules. Companies which took 
no credit for foreign pension deduc- 
Uons can expect retroactive refunds 
if404A is elected. Many companies, 
however, will ilnd that the new regula- 
tions limit recogniUon of local deduc- 
Uons. thus increasing taxable income. 

Summary 
For many companies which tradi- 
tionally use the local tax deduction 
for pension contribuUons in the 
determination of foreign source 

wrUfnued on page 10. cdumn 3/-7 
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GASBtoIssueProposdonPensions 
0 by Stephen Gauthier 

Editor’s Note: This article originally 
appeared in the April 1994 &sue of 
Government Finance Review, the 
membershfp magazine of the Govem- 
ment Finance 0fflcet-s Association of 

4 the United Stales and Canada, and L 
reprfnted with perrnfss&~~. 
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The Governmental Accounting Stan- 
dards Board (GASB) has released 
three exposure drafts (ED) addressing 
the proper accounting and financial 
reporting for pensions. If approved, 
the new guidance would affect both 
pension plans and employers offertng 
pension benefits to their employees. 

Accounting for Pensions 
The first of the three pension EDs 
is Accounting for Pensions by Stale 
and Local Governmental Employers. 
This ED would retain the traditional 
linkage between accounting and 
funding for employers; in other 
words, employers participating in 

-’ single-employer pension plans gen- 

a erally would continue to use their 
annual required contribution as 
the measure of annual pension 
expense/expenditure. 

The ED also proposes retaining 
a traditional approach to the calcu- 
lation and reporting of pension lia- 
bilities. That is to say, government 
employers would continue to report 
pension liabilities on the balance 
sheet. only to the extent that their 
annual required contribution is not 
fully funded. In addition, the ED 
would require employers to report 
a net pension obligation (NPO) for 
their past failure to fully fund annual 
required contributions. At a mini- 
mum, this liability would reflect 
funding shortfalls for fiscal years 
beginning after December 15. 1986. 
If information is available for earlier 
periods, the NPO would need to 
reflect funding shortfalls from those 
periods, as well. 

lf an employer reported an NPO. 
the amount of pension expense/ 
expenditure reported in the operating 
statement still would be the employer’s 
annual required contribution, but it 
would be adjusted to reflect (1) imputed 
interest on the NPO during the year 
and (2) the amortization of past 

under- or overfunding reflected in 
the annual required contrtbution. 

For employers contributing to 
cost-sharing, multiple-employer 
pension plans, the amount of pen- 
sion expense/expenditure reported 
for the period would equal the 
employer’s contractually required 
contributions. Required note disclo- 
sures would provide three years of 
information on annual pension cost. 
Required supplementary information 
would present informalon on the 
pension plan’s funding progress for 
the past three actuarial valuations 
(actuarial valuations are required at 
least once every two years). 

Pen&m Plan Flnanclal Reporting 
The second pension ED is Ffnancfal 
Reportin9for DeJned-Benefl Pension 
Fl.ans and Note DtsclanureJbr D$ned- 
Gmtributfon Plans. 

Currently, the financial state- 
ments of pension plans may be pre- 
pared in conformity with any one of 
the folloting three approaches: 

l NaUonal Council on Governmental 
Accounting (TKCA) Statement 1. 
CouenunentalAccwni ing and FInan- 
dRW@- 

l NCGA Statement 6. &nsionAcoount- 
irlgandRllancfalRepoltfng:Rlblk 
Em@oyeeRetinzment Systems and 
State and Locul Rnp* 

. Fhancial Accounting Standards 
Board (FASB) Statement No. 35. 
~lng~=PpF?byr)e_ftned 
fL3erlefl Pensiwl Plans. 

The CASB’s ED proposes lo 
replace these three opUons with a 
single method of accounting and 
financial reporting for public-sector 
pension plans. The CASB’s suggested 
approach would feature two basic 
financial statements: the statement 
of net assets available for benefits 
and the statement of changes in net 
assets available for benefits. For 
financial reporting purposes, assets 
would be reported at their market 
value rather than at cost. Also, the 
only liabilities to be reported on the 
statement of net assets available for 
benefits would be (1) benefits and 
refunds due and (2) accrued invest- 
ment and administrative expenses. 
The actuarial accrued liability would 

not be reported on the face of the 
basic financial statements. 

The ED also proposes that the 
two basic financial statements for 
pension plans be accompanied by 
schedules of funding progress and 
of employer contributions. Both of 
these schedules would present data 
from the stx previous consecuttve 
fiscal years. Both pension plans 
and employers would be required 
to use the same actuarial methods 
and assumptions. 

The ED would place oome limi- 
tations on the actuarial methods 
and assumptions used by pension 
plans. inclndlng the following: 

l Actuarial assumptions would need to 
he based on the actual experience of 
the covered group 

l The reasonableness of each actuarial 
assumption would need to be consid- 
ered separateiy. although primary 
emphasis would sttll be placed on the 
combined effect of all assumptions 

l The consistency of actuarial assump- 
Uons would need to be considered 

l The interest rate assumption would 
needtobebaseclontheesUxnated 
long-terminvestnhmtylekl!brtheplan 

l Either the entry age, tiwzen entry age, 
attained age, frozen attained age, pm 
jetted unit credit or aggregate &u- 
artal cost method would be used 

Theannualrequirecicontribution(ARC) 
for participating employers would 
need to include both normal cost 
and a provision for amortizing the 
unfunded actuarial accrued liabtlity 

After a IO-year transition period, the 
amortization perkxi would be limited 
to a maximum of 30 years 

Decreases in the total unfunded lia- 
billty generated by a change in actu- 
arial cost method, or by a significant 
change in the method used to deter- 
mine the actuarial value of plan 
assets, generally would need to be 
amor&edoveraperiodofnotless 
than 1oyeax-s 

AmorUzation would need to be cal- 
culated as either a level dollar 
amount of a level percentage of pro- 
jected payroll (without anticipating 
future member fn0-eazs) 

conilnual onpage 10. a~lumn3 
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Public Pension Governance 
and Pet$ormance 

by Olivia S. Mitchell and 
Ping Lung Hsin 

Editor’s Note: This paper was 
presenled at the January 1994 Ameri- 
can Economic Assocfalion meetings 
(Boston. Massachmetts~ and at the 
January 1994 Conference on “Man- 
datory Pensions: J+ndtng. F4-iuati- 
zalion. and Macroeconomic pdicy” 
(Santfago. Chife) and can be obiained 
in ils entl&y by contacting Ix. Oliuia 
S. Mitchell al the Wharton School, 
UnLuersUy 0fPennsyluanfa. Colonial 
Penn Center. Philadelphia. PA 19104- 
621 8. Telephone 2 15-898-0424; 
Fax 2 15-898-03 10. 

This paper investigates the determi- 
nants of public sector pension plan 
investment and funding perfor- 
mance. Its goal is to draw lessons 
that can be used to improve the 
design and governance of public 
pensions. Plan performance is 
related to characteristics of the 
pension systems’ governance struc- 
lure and authority, wtth the help of 
a new data set on state and local 
public pension plans in the U.S. 

For public pension plan invest- 
ment performance. three findings 
stand out: 

l Having more retirees on the public 
pension board lowers pension 
investment returns 

l Returns do not dicker depending on 
whether a pension board has in-house 
or external money managers 

l .Social investment rules reduce pen- 
sion investment yields. Public plans 
required to devote a portion of their 
assets to state-specihc projects earn 
lower returns. 

The study also shows that most 
large public pension systems fund 
their plans satisfactorily, but some 
do not. We conclude that: 

l Public pension funding is reduced by 
llscal stress and is lower when more 
retirees and active workers are repre- 
sented on the pension system board. 

l Funding is higher when a pension 
system has in-house actuaries and 
when board members must carry 
liability tnsurance. 

l Funding does not appear sensltlve 
to statutes guaranteeing benefits. 
legal funding requirements, or the 
ability of states to carry budget defi- 
cits from one year to the next 

Policymakers in other countries 
may profit from the experiences of 
public pension funds in the U.S. 
Obviously no single package of pen- 
sion plan practices can optimize plan 
performance for all systems across 
all time periods, but care must be 
taken when designing the regulatory 
and investment environment in 
which these plans will operate. The 
study also discusses some of the 
complex issues that must be con- 
fronted when seeking to establish 
funding norms for pension plans in 
the public sector. 

Olivia S. hfifchell. Ph D.. is a professor 
al Wharton School, University 4 
PennsylvanIa and Ewcutiw DIrector ojlts 
Pension Research Council in Philadelphia. 
Pennsylvania PLnd Lung tlsin is a PhD. 
candidate in labor economics at Cornell 
UniwrsUy Ln Ithaca, New York. 

GASB to Issue Proposal 
on Pendons 
continuedfrom page 9 

l If an employer paid more or leas than 
the annual required contribution. 
this fact would need to be reflected 
in the calculation of the emplayer’s 
annual required contribution for 
future years. 

Other Postemployment Beneflts 
(OPEB) 
The third pension ED is i%~oncial 
Reporting for Pbsternployment 
Healthcare Plans Administered by 
Defmed-Benefl Pensfon Hans. This 
ED would require such pension 
plans to present both a statement of 
net assets available for postemploy- 
ment healthcare benefits and a 
statement of changes in net assets 
available for postemployment health- 
care benefits. The issue of the proper 
employer accounting and financial 
reporting for such benefits will be 
addressed in a later project. 

Effective Date 
The CASB is proposing that the guid- 
ance for pension plan financial state- 
ments and OPEB become effective .T--l 

for flacal years beginning after 
December 16. 1996. The proposed 
guidance on employers’ accounting 
for pensions would take effect one 
year later. 

Stephen Gauthier fs dfrector of the 
Co~rnrneni Ftnance Omers Association 
in Chicago, Rltnok 
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Proposed U.S. Rules Regarding 
Tax Deductibility for Foreign 
Pension Plans 
continnuedfrompage 8 

income, Section 404A may impose 
higher U.S. taxes, with retroacttvlty. 
The broad scope of the proposed 
regulations requires involvement 
of both the Benefits Department 
and the Tax Department of a multi- 
national corporation. 

Kefth J. Coodell. FSA. is a cunsultfng actu- 
ary at MUltman &. Robertson. Incorporated 
6113~mmjild. Conneclkut. Martha A. 
hfoeller. FSA. b a consullfng actuary h the 
hlernalfonaf employee beneJts consulting 
practfce al MiUiman & Roberts~son. Inmrpo- ,n 
rated in West Palerson, New Jersey. 
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ASPA Favors Enrolled Administrator Deskyation 
Editor’s Note: 7’he fdlowfng is a 
IranscrIpt o/ testimony presented 
on April 8. 1994. at a hearing oJ the 
DeJIed-Contributton Plans Work 
Group of the Depatimeni vJ Labor 
ERISA Advisory Council on Employee 
Wel/are and Pension BeneJt Plans in 

I Washington, D.C. 

rrrrrr 
A 

My name is Doug Burnelte. and I am 
the government affairs coordinator 
at the American Society of Pension 
Actuaries (ASPA). Accompanying me 
is ASPA’s executive dlrector. Chester 
J. Salkind. who will assist In answer- 
ing any quesUons you may have. 

1 appreciate having the opportu- 
nity today to discuss ASPA’s proposal 
to require that deiined-contrIbuUon 
plans have certihcation by govemment- 
licensed experts. These experts. 
whom we term enrolled administra- 
tors. would attest that plan alloca- 
tions are made in accordance with 
the terms of the plan and applicable 
law and regulations. 

This Idea was developed in 1984 
by Robert D. Lebenson. formerly 
the actuarial representative on this 
council. It was subsequently pre- 
sented lo the council by Howard M. 
Phillips. Mr. Lebenson’s original 
proposal stated: 

“At the time of ERlSA’s pas- 
sage, the rettrement plan uni- 
verse was dominated by denned 
benefit programs. Accordingly, 
ERISA established . . . enrolled 
actuary to supervise the fund- 
ing of the plan ‘in the interest 
of plan participants.’ While the 
enrolled actuary’s principal 
charge under the law was (and 
remains) Ihe selection of actu- 
arIaI assumptions and certifi- 
cation of the satisfaction of 
minimum fundlng require- 
ments, the actuary’s role has 
evolved into that of the primary 
‘quality control’ supenrisor of 
the plan’s administration. Thus. 
parUcularly with . . . smaller plans. 
it is common for the enrolled 
actuary to assume responsibil- 
ity for veriIlcation 0r plan assets 
and contributions. review of 

benefit calculattons for partici- 
pants, and similar functions 
which ensure operation within 
both the terms of the plan and 
the provIsions of the law. 

‘In the years since the enact- 
ment of ERISA (and especially 
since 1982). there has been a 
signIfIcant shift In the consti- 
tuency of the quahiled plan uni- 
verse, with an ever-IncreasIng 
emphasis on deilned-contri- 
bution plans. Unfortunately. a 
parallel to the enrolled actuary 
does not exist for defmed- 
contxibution programs. Thus. 
the quality control assurance 
which exists for defined-beneiit 
plans, and for their partici- 
pants, IS lacking In defined- 
contribution plans.” 

In many deIlned-contribution 
plans, the calculation of contribu- 
tions and allocattons. the testing 

with Its own terms and wtth the 
applicable legal provisions, and we 
believe participants are entitled to 
this addltional protection. Further- 
more, It would be less expensive for 
plan sponsors to correct errors early 
than to have to deal with audits 
years after the fact. 

It is clear that thi6 proposal 
would require legislation. and we 
hope that the Department of Iabor 
will uge Congress to adopt it. 
ASPA’s proposed pension bill. the 
Pension Expansion and SImplIiica- 
tlon Amendments, contains provt- 
slons for an enrolled admlnlstrator. 
Enrolled admlnlstrators would be 
certIfIed by the government. and the 
director of practice. who also serves 
as the executtve director of the 
Joint Board for the Enrollment of 
Actuartes. expeiienced In llcenslng 
and disciplining enrolled actuaries. 
would be the logical choice for 
this responsibility. 

In many d@nedumtribu.timplms, the ccdculatiosl o/amt&ut&ns 
and cd&cations, the fstingjiwdiscriminarion and thechecking 
J&r wr@%rmance with the 415 limits andj%r tophecruy n&s, u 
ctppZiwble, ham become as canptex as the administration of 
depnal~tplans... 

for discriminallon. and the checking 
for conformance with the 4 15 limits 
and for top-heavy rules, If applicable, 
have become as complex as the 
adminIstration of defined-beneiit 
plans. for which Congress deter- 
mined that there was a clear need 
for certification by an enrolled actu- 
ary. Examples of these types 0r com- 
plex defined-contribution plans are 
age- and setice-weighted profIt- 
sharing plans, target benefit plans, 
401(k) plans, and the Ilke. 

The certifkation by an enrolled 
administrator should not materially 
Increase the cost of the administra- 
tion of properly managed dehned- 
contribution plans, because the work 
required for the certiRraUon is already 
being done. For those deilned- 
contribution plans that are not now 
being properly adminlstered. the 
increased cost Is appropriate to 
assure that the plan is In compliance 

Enrolled administrators would be 
required to pass a federally admtnis- 
tered examination and meet a three- 
year expetlence requirement. We 
suggest that these existing speclal- 
ists be grandfathered: enrolled actu- 
aries, certified ,publIc accountants 
and lawyers with three years of 
experience In retirement plans, and 
Individuals who hold appropriate 
designations from professional organ- 
Izations such as ASPA. the Society 
of Actuaries. the Conference of Con- 
sulting Actuaries. and others. 

ASPA believes enrolled admlnis- 
trators would reduce benefh disputes 
and litigation. Enrolled adminIstra- 
tors would be beneiiclal for plan 
parttcipants and would promote the 
long-term stability of the private 
retirement system. Thank you for 
your time, and we would be happy 
to respond to any questions. 
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Minutes ofthe CombinedMeeting ofthe 
RetirementSustemsPracticeEducationcmd 
ResearchCo%mittees 
January lo,1994 
DeerfIeld Beach, Florida 
In Attendance: Chris Bone (Co-Chair). 
Bill Sohn (Co-Chair). Joe Applebaum. 
Rick Kaye. RIta Lawlor. Dave Lesueur. 
Lindsay Malklewich. Martlyn Oliver. 
Mike Sze. and Mike Virga. Judy 
Anderson and Mark Doherty, 
SOA Staff. 

I. The next meetings wIl1 be In 
Washington, D.C.. on March 9 
and 10, In San Antonio. Texas 
on June 18 foIlowIng the SOA 
Spring Meeting: and In Chicago. 
Illinois on October 20. 

2. Mike Sze discussed Ihe survey 
of plan terminations in the prov- 
ince 0r Ontario. The survey. a 
joint undertaking of the Province 
oi’ Ontario. the Society of Actu- 
aries, the Canadian InsUtute of 
Actuaries, and the University of 
Waterloo, wtll study the causes 
of terminations and their effects 
upon pension coverage and 
retirement Income security of 
Ontario residents. The survey 
will be 0r terminations from 
January 1. 1988 to the present. 

3. Chris Bone observed that the 
approach taken in the termin- 
ation survey fllustrates the 
importance of delegation and 
contracting out of research. The 
need for research budgets for 
the upcoming year was men- 
Uoned and that figures were 
needed by the next meeting. 

4. Dave Lesueur presented an oul- 
line of a policy paper on deflned- 
beneilt versus dellned-contribution 
plans as well as on annuity 
versus lump-sum options. The 
paper wIl1 explore the various 
considerations that go into pre- 
feriing lump sums (tax consider- 
ations, flexibility of payments) 
to annuities. 

5. Bill Sohn led a discussion of the 
Economic Statisticsfor Pen- 
sion ~tuarfes including pos- 
sible additions to Ihe publication. 
whether data should be available 
on-line, and the frequency of up- 
dates. The consensus was that 
the handbook should be updated 

annufdly. with certain time- 
abxmitive data updated qlmrtdy. 
The SOA will provide data on- 
linethNnl#lconl~mwitb 
a6tartdatctobeannounced. 
At the next meeting. the com- 
mittees will attempt a nd cut 
at what information should be 
included on the electronic 
bulletin board. 

Chris Bone discussed the 
inclusion of retiree health statls- 
tics in Economtc Stalfslks. The 
question of Increased costs 
was discussed. 

6. Judy Anderson brIefly discussed 
the research proposal from the 
Investment Section concerning 
methodologies for discount rates 
to be used for FAS 87 valuations. 
Dave Lesueur will be on an over- 
sight group for this project. 

7. There was an update on the pro- 
posed mortality tables for pen- 
sioners and group annuities 
now under development. Ed 
Hustead participated via a phone 
link. The two task forces prepar- 
ing the UP table and the CAM 
table, which are headed by Mike 
Vlrga and Lindsay MalkIewIch. 
have now prepared preliminary 
tables. The ReUrement Systems 
Practice Advancement Commit- 
tee has recogntied these efforts 
and the theoretical basis for 
generational tables and has 
recommended that the task 
forces come to an agreement 
about the mortal@ Improvement 
trends. The CAM table will have 
a 7 percent margin built in. One 
issue for resolution is whether 
there should be different trend 
lines for the perkxl from 1988 
to 1994 and from 1994 forward. 
The committee discussed the 
content of papers on these mor- 
tality standards including the 
appropriateness of each for par- 
ticular purposes. 

8. Dave Lesueur discussed a 
recent series of papers pub- 
lished by ASPA on national 
retirement Income policy. Dave 
asked whether it would be 

appropriate for the Research 
and/or Education Committee 
to comment on the papers. 
The committees decided not 
to comment. 

9. Mike Virga presented a short 
paper on late and early reth-e- 
ment and various ways to mea- 
sure their effect. A discussion 
of this paper was deferred. 

10. Joe. Applebaum discussed the 
work on retirement and turnover 
rates. He presented a short dis- 
cussion memorandum on a 
number of Issues that will face 
the Task Force on ReUrement 
Experience. There were a num- 
ber of comments on the paper 
regarding how and what data 
should be collected, how the 
data should be aggregated and 
disaggregated. and what end 
products were most useful. A 
question In the minds of some 
members of the committees is 

~ 

whether the data can be mean- 
ingfully aggregated. 

Respectjiiy Submitted, 
Joseph Applebun FSA 

Annual Update 
Published 
Robert J. Myers has published 
“The Role of Social Security in 
the Smoke and Mirrors Budget 
Dellcit.’ which appeared In the 
First Quarter 1994 Issue of 
Bene.$ts Qtrorterly. His annually 
updated Summary OJ the R-out- 
dons of the Old-Age, Survivors, 
and DisabUUy Insurance System. 
the Hospital Insurance System, 
and the Suppkmentary Medical 
Insurance System (December 
1993) is available to those who 
send him a self-addressed 
mailing label and live 29-cent 
stamps. His address is 9610 
Wire Avenue, Silver Spring. 
MD 20901-3040. 
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Accountinu Standards for Pension and Employee 
@BeneJitshound the Wbld 

by Robert Heitzman 

Editor’s Note: TheJdlourtng fs a 
summary of a Panel Discussion held 
at fhe Society of Actuaries Annual 

I) Meeting in New York CUy on October 
20. 1993. The panel cmnprfsed Robert 
Heitzman. Careth Williams, and 
David Healy. 

I rrrswr 

Ten years ago. the only accounting 
standard for pensions of any note 
anywhem was “Accounting Principles 
Board Opinion No. 8.” That rather 
permissive document placed few 
constraints on actuarial decisions, 
such as lhe choice of funding method, 
assumptions, valuation of assets, 
and so on. In most cases, in the 
U.S. and elsewhere around the world. 
the accounting expense was equal 
to the contrtbution to the fund, and 
unfunded plans were usual@ accounted 
for on a pay-as-you-go basis. 

Now we have very specific 
> accounting standards in the U.S., 

:ciE 
anada. the U.K., and Ireland. Stan- 

dards in such countries as Germany 
and Spain are more rudimentary. 
And Mexico has Just adopted a new 
standard. known as D3. An exposure 
drafl was issued in Australia called 
ED53 that is still being considered. 
About 11 years ago. the International 
Accounting Standards Committee 
promulgated IAS 19. Like APB 8. it 
was a rather permisstve document 
that lo date has not had much of an 
impact on our work. In 1990. the 
IASC issued a statement of intent 
that proposed specillc changes to 
IAS 19. to toughen it up and make 
it more meaningful. A new exposure 
draft has just been issued. 

As a resull. nowadays there is 
unlikely to be an identity among the 
lhree maJor gauges of a retirement 
plan’s cosis: the amount contributed 
lo the fund, the amdunt deducted 
on the tax return, and the amount 
expensed on the books of the com- 
pany. For mullinalionals, the plot 
thickens. because in many silualions 
a plan may have to comply with more 
than one country’s accounting stan- 

e 
ard. Compounding the confusion, if 

the plan sponsor is a foreign subsid- 
iary or branch of a U.S. company, ils 

cost under §404A of the l&Z may have 
to be determined. So we have a lot of 
different numbers floating around. 

What wtll the future bring’? In 
the immediate future. there is likely 
to be a proliferation of standards, as 
more and more countries around the 
world Jump on the bandwagon. There 
are a couple of questions that this 
development raises. First. will the 
various standards required for multi- 
nationals be consistent among them- 
sehres. so that one calculation could 
conceivably comply with all the rele- 
vant standards? Second, to what 
degree. and how, will accounting 
standards inlluence the behavior, such 
as plan design and funding, that 
they are intended only to measure? 

An examination of the three 
major current standards, FAS (U.S.), 
CICA (Canada) and SSAP (U.K.), indi- 
cates that there is general, but not 
perfect, consistency among them. _ _ 

dominance of the U.S. in the world 
economy. Another, perhaps more sig- 
nificant reason, is the fact that FAS 
87 is so prescriptive. Accounting 
standards may work somethtng like 
the arms race: the heaviest artillery 
is likely to become the lowest com- 
mon denominator. 

Do accounting standards influ- 
ence behavior? Ideally. they should 
measure it, not influence it. In the 
real world, accounting standards 
obviously do have a major impact on 
behavior. For example, FAS 106 had 
an obvtous. dramatic effect on the 
design of postretirement medical 
programs in the U.S. 

‘There are many other, more subtle 
examples. For example, the prolifer- 
ation of numbers referred to earlier 
has the effect of forcing plan sponsors 
to spend more energy on compliance, 
perhaps at the expense of sound 
funding approaches. The increased 

The general rule is 
that calculations 
that comply with Lbaammtingstandadsb@encebehtwior? 
FAS probably are Idedy. theyshouzd nleuswv&not~ceit. 
acceptable under 
the other stan- 

Inthedurorld,crccountingstandmds~ly 

dards. Calculations 
ciohcweamqjorimpactonbehcario+. 

that corn& with 
CICA are-probably acceptable under 
SSAP. but may not comply with FAS. 
So we have a spectrum of permis- 
stveness. with FAS being the most 
prescrtpltve and SSAP being the 
most permissive. That is not a ter- 
rible stale of affairs, although there 
are some nagging problems, such as 
the criteria for selecting assump- 
tions. that interfere with perfect 
cross-compliance. 

Is there hope for a uniform 
worldwide standard? And, if eo. 
what is it likely to look llke? The 
most appropriate source for such a 
standard would be the International 
Accounting Standards Committee. 
However, that body may well try to 
draft a compromise solution. under 
which calculations under any of the 
existing naUonal standards would be 
acceptable. The more permissive the 
IASC is, the less hope we have that 
il will be a source for a meaningful 
worldwide standard. What is more 
likely to happen is that FAS 87 will 
become the dominant standard 
worldwide. whv One reason is the 

focus on accounting expense has 
subtly changed the role of Ilnancial 
officers in a company with respect lo 
retirement plans. They are more aware 
of the plan, and they are more aware 
of the options available for manipu- 
1aUng the financial results of the 
company. The result is generally 
more aggressive assumptions and 
less soundiy funded plans. 

The complicaUng influence of 
accounting standards as they apply 
to defined-benefil plans is just one 
of the many compliance burdens 
that have been piled on the backs 
of lhose plans. A long-term result 
of Chose burdens has been the 
increasing predominance of defined- 
contribution arrangements, at the 
expense of defined-benefit plans. 
That probably works lo the detriment 
of future retirees. 

The way that FAS 87 assump- 
lions are selected has led to increased 
voltilility in penslon costs from year 
lo year. In order to mitigate that vola- 
tility. there is an incentive to invest 

CSJtiNLdon~ 16, cdwnn3 
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Discounting Pension Liabilities 
under the New SEC Rules 
conthuedfrom page I 

development of the Pension Discount 
Curve at year-end 1993. 

The dertvation begins with a U.S. 
Treasury yield curve that reflects the 
entire Treasury coupon and STRIPS 
market. We then produce a double-A 
corporate curve based on the double-A 
sector of the Salomon Brothers 
Broad Investment Grade (BIG) Bond 
Index! This double-A curve is derived 
by adding option-adjusted spreads 
(OAS). varying by maturity. to the 
Treasury curve. The OAS is an esU- 
mate of the spread at which a secu- 
rity would trade over a comparable 
duration Treasury bond if the secu- 
rity were noncallable. For the double-A 
corporate sector, the OAS averaged 
50 basts points at year-end 1993. 
compared to an average nominal 
spread of 77 basis points.’ 

From the corporate par curve. we 
calculate Ihe spot rates that compose 
the Pension Discount Curve.” We con- 
vert from semiannually compounded 
rates. the convention used in the U.S. 
fixed-income markets. to annual rates, 
the convention used to specifjr actu- 
arial discounts rates for employee 
benefit plan liabilities. At current rate 
levels. this conversion adds about 15 
basis points at the longer maturities. 

The Salomon Brothers Pension 
Liability Index 
To express the geneA level of the 
Pension Discount Curve in a single 
discount rate and to aid plan sponsors 
in reviewtng their asset allocations 
strategies, we have developed the 
Salomon Brothers Pension LiabilUy 
Index. This index. which is based on 
Ihe pricing of a typical pension plan 
liability profile. reflects the change in 
liabilily that occurs in each measure- 
menl period as a consequence of the 
level and movement.of interest rates! 
By comparing this change with the 
returns of vartous asset classes or 
portfolios, plan sponsors can evalu- 
ate allernaUve inves(ment slralegies. 

Figure 2 depicts the history of 
the discount rate reflected in the 
Liability Index during the past five 
years, which has ranged from 7.0 
percent fn 10.0 percent. Figure 2 also 
shows Ihe duration of the Liability 
Index. ranging from 11.2 to 14.3 
years. The duration moves inversely 

wnti~&onpcqe 15. cd- J 

Figure 1 
Solomon Brothers Pension Discount Curve 

(December 3 1, 1993) 
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Discounting Pension Liabilities 
under the New SEC Rules 

ntindfrom page 14 ArticlesNeededforNews 
with changes in the discount rate, in- 
creasing by about one year for every 
1 percent drop in the discount rate. 
At year-end 1993. the discount rate 
stood at 7.36 percent, with a dura- 
tion of 14.0 years. 

l The return of the Liability Index 
provides a benchmark for pension 
fund performance. in that a fully 
funded plan whose performance 
matches the Ltabllfty Index would 
remain fully funded. During 1989-93. 
the Liability Index more than doubled, 
producing an average annual return 
of 15.5 percent during that period. 
Figure 3 compares the cumulative 
return of the Liability Index with the 
returns of the BIG index and the 
Standard & Poor’s 500 stock Index. 
Because of its much shorter dura- 
tion, the returns of the BIG Index fell 
far short of the liability growth dur- 
ing this period of declining rates. The 
S&P 500 Index returned an Impres- 
sive 14.6 percent annually. but still 
trailed the Llabillty Index return. 
During a period when the discount 

Your help and participation are 
needed and welcomed. All articles 
will include a by-line (name, with 
title and employer. if you wish) to 
give you full credit for your effort. 
News is pleased to pub&h articles 
In a second language if a transla- 
tlon Is provided by the author. For 
those of you interested in working 
on the News, several Associate 
Editors are needed to handle various 
specialty areas such as meetings, 
seminars, symposia, continuing 
education meetings, teleconfer- 
ences, and cassettes (audio and 
video) for Enrolled Actuaries, new 
pension study notes, new research 
and studies by Society committees, 
and so on. If you would like to sub- 
mit an article or be an Associate 
Edltor. please give me a call at 
203-521-8400. 

News is published quarterly 
as follows: 

/ rate dropped an average of almost 50 

~a 
asis points annually. long-duration 
ension liabilities offered extremely 

difficult targets for sponsors. 

Conclusion 
The SEC’s new-found activism regard- 
ing discount rates restricts accounting 
practices that companies have used in 
the past and can expose financial 
statements to severe fluctuations ln the 
reporled employee benefit obligations. 
Table 1 shows the first-quarter 1994 
flucluations In the Liability Index dis- 
count rate from its 1993 year-end 
level of 7.36 percent together with the 
corresponding Liability Index returns. 
A typical plan’s discount rate would 
have dropped 19 basis potnts in 
January. risen 41 basis points in 
February, and risen an additional 

Publication Submission 
Date Deadline 

September August 10 
December November 10 
March February 10 
June May 10 

As In the past, full papers 
will be published in 7’he -[on 
Forum format. but now only on an 
ad hoc basis. 

48 basis points In March, lowering 
the liablllty by 7.4 percent during 
the quarter. 

Lawrence N. h&r. FSA. is Vfce President 
al Solomon Brohers. Inc. in New York 
City. New York. 

TABLE 1 
The Salomon Brothers 
Pension Liability Index 

, January-March 1994 

Discount 
Rate 

Liability 
Index Return 

Penskm section New* 
Preferred Format 

In order to efficiently handle 
articles, please use the following 
format when submitting articles. 

Mail articles on 5%” diskette 
using either ASCII or WordPerfect 
5.1 or 6.0 files. or send scannable 
copy. i.e.. typed copy that is single- 
spaced tith 72-character lines. 
Headlines are typed upper and 
lower case. Carriage returns are 
put In only at the end of para- 
graphs. The right-hand margin 
is not justified. 

If this is not clear or you must 
submit In another manner. please 
call Barbara Simmons 708-706- 
3562 at the Society of Actuaries for 
help. 

Please send original hard copy 
of arUcle and diskette to: 

Barbara Simmons 
Society of Actuaries 
475 N. Martingale Road 
Suite 800 
Schaumburg. IL 60173-2226 

Please send a copy of article 
(hard copy only) to: 

Daniel M. Arnold, FSG FCLA 
Hooker & Holcombe, Inc. 
65 LaSalle Road 
West HarUord, CT 06107 

Thanks for your help. 

Dan Arnold. Editor 
Phone: 203-521-8400 
Fax: 203-521-3742 

End Notes 

1. The BIG Index covers all 
InstItutionally traded U.S. 
Treasury, agency, mortgage, 
and investment-grade cor- 
porate Tied-rate bonds with 
maturities of one year or 
more, subject generally to 
a minimum outstanding 
amount of $50 million. The 
index covers 4.827 issues al 

year-end 1993, of which 856 
are rated AA+. AA. or AA by 
Standard & Poor’s or Aa 1. Aa2. 
or Aa by Moody’s. 

2. The method used to derive the 
OAS is described in E@ctiue 
Duration of Callable Bonds: The 
Salomon Brothers Term Structure- 
Based Option Prtcing Model, 
William Boyce, Salomon Brothers 
Inc., April 1987. The 50-basts- 
point OAS at year-end 1993 is a 
market average, with a standard 
deviation of 15 basis points. An 
actual def easancemayhahigher 
or lower spread, depending on 
plan size. specified portfolio 

mnlirulrd on page 16. c&mm I 
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ContinuingEducatkmUpdate 

JUNE 1994 

by Barbara S. Choyke 

With summerJust around the corner and fall on its heels, 
it isn’t too soon to think about fulfilling your continuing 
education needs for 1994. The listing below indicates those 
topics being planned for the Fall. Several others are in 
‘tentative” status. Watch for detailed promotional materi- 
als over the next several months. More lnformatlon on 
these programs can be obtained by calling the Continuing 
Education Department of the Society of Actuaries at 
708-706-354s. 

Tentathfe Seminars 

Executive Benefits 
Investments for 

Pension Actuaries 
Funding Adequacy 
Penslon Actuary Compliance 

Chkago Anwal Meeting 
Monday, October 17,1994 

Pension Discount Rates 
Computer-Assisted Learning 
Ethics in Business 
Actuarial Valuation: 

Economic Assumptions 

Tuesday, October is,1994 

How Much Is Enough? 
Professional Qualifications 
What’s Up for Pensions? 
Pension Research & 

Education ActMties 

TBD 
TBD 

TBD 
TBD 

1:30-2:30 p.m. 
1:30-2:30 p.m. 
1:30-4:15 p.m. 
2:45-J: 15 p.m. 

8:OO-10:00 a.m. 
8:00-IO:00 a.m. 
lo:30 a.m.-l 2:00 noon 
2:30-4:00 p.m. 

Wednesday, October 19.1994 

Pension FAC Case Study 8:30-IO:30 a.m. 
PBGC Issues 11:OO a.m.-12:OO noon 
Introduction of Asset/ 1:30-3:OO p.m. 

Liability Matching 

There will be a Computer-Assisted Learning module 
in each Ume slot. This is an interactive program on several 
pension topics to be named at a later date. 

what’s Available from the SOA Audiotape File? 

l Minimum/Maximum Tax-Deductible Coniributions 

l Compliant with 40 1 (a)(4) 

l Amended 40 1 (a)(4) 

l Qualified Retirement Plans-FInal Nondiscrimination Rules, 
Legislative Update and Participant-Directed Plans 

l How to Requw Your Rellrement Plans tier Tax Reform 

Some of these tapes are dated material. There is a two- 
week loan period for these tapes. 

If you would like to volunteer as a speaker for any of 
these topics or have topic suggestions, please contact 
Barbara Choyke at 708-706-3546. 

Barbara S. Chouke b Dfreclor oJConlinu@ Educatbn ojlhe 
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constraints, market liquidity. bid- 
asked spreads, and other consid- 
erations at the time of purchase. 

3. A par curve specifies the yields of 
coupon bonds: a spot. curve (or spot 
interest rale) measures the yields 
that would apply to zero-coupon 
bonds-or to year-by-year pension 
cash flows. As Figure 1 shows. the 
year-end 1993 spol rates exceed 
the par curve mles. This relation- 
ship holds for a positively sloped 
yield curve, because the spot rate 
(the yield on a zero-coupon bond) 
is not diluted by Ihe lower yields 
on the short-term coupons that 
drag down the par rate. 

In calculating the Pension Liabll- 
ity Index, introduced In the follow- 
ing section. we apply the 30-year 
spot rate to all cash flows beyond 
30 years. 

4. The index reflects a typical pro- 
jected benefit obligation (PBO). 
We do not reflect changes in the 
salary increase assumption, 
which can partially offset the 
effecl on the PBO of changes in 
nominal Interest rales. We have 
no1 developed a comparable 
retiree medical liability index 
because of the sensitivity of med- 
ical liabilities to varying plan 
designs and to the health care 
cost trend rate, which is a highly 
volatile and subjective assump- 
tion. The Pension Discount Curve, 
however, is appropriate for valuing 
retiree medical liabilities. 

in ilxed-income investments, so that 
there is a better correlation between 
what happens to the assets and what 
happens to the liabilities. Under FAS 
87. some companies have found that 
if they settle a portion of thelr liabili- 
ties through the purchase of annu- 
ities, they can create a huge one-year 
effect on their bottom line. These are 
two instances of accounting standards 
Influencing investment approach, 
again probably to the detriment of 
future retirees. since most agree that 
equiUes. not fixed-income instruments 
or annullies, are the best investments 
for retirement plans. 

Because of the uncertainly 
concerning 1 he pattern of corpo- 
rale rates beyond 30 years. we 
confine the Pension Disrounl 
Cllrve lo lhe below-30-year range. 

Noberi E. Ifeifzrnan. r;Sn. Is Dbvctor 
I$ Internal ianal Compensalion and /1 

Ber@ Conwllfng at Ernst I% Young 
In New York CUy. 
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