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he actuarial profession
relies on the actuarial
standards as an import-

ant tool in maintaining the
self-governing aspect of our
profession. Many pension ac-
tuaries practicing in the United
States will be aware that the Ac-
tuarial Standards Board (ASB)
has recently done significant
work on the Actuarial Stan-
dards of Practice (ASOPs) that
impact pension work. Changes
and updates have been made
to all the core ASOPs that in-
form pension actuarial practice
within the last five years and a
new “risk” ASOP is currently in
process.

Additionally, the ASB is (as of
July 2015) considering whether
an additional ASOP specifically
focused on public plan actuarial
practice should be developed.
The ASB issued a request for
comments in July 2014 with a
mid-November deadline that
generated 55 responses (found
here). Then in May 2015, the
ASB took the unusual and add-
ed step of announcing a public
hearing and inviting interested
parties to testify. The hearing
took place July 9 and included
both another round of written
comments submitted before-
hand and verbal testimony from
16 individuals, most of whom
were actuaries, but not all.

I had the privilege of attend-
ing this unique (and historic)
event, so I thought a brief re-
port to our readers would be of
interest. An additional article
is available via the Enrolled
Actuaries Report’s summer is-
sue and, of course, the written
comments submitted make for
interesting reading.

The event was held at the Ron-
ald Reagan Building and Inter-
national Trade Center in Wash-
ington, D.C., and while the
meeting room didn’t have the
aura of many of the Congres-
sional meeting rooms, the event
had a similar feel to a Congres-
sional hearing. The ASB and
its Public Pension Task Force
(Bob Meilander, Alan Milligan,
Frank Todisco and Mita Dra-
zilov) were seated at a table at
the front. Each person testify-
ing was invited to a table facing
the ASB and task force mem-
bers, where they were given
five minutes to provide their
prepared statements. Then,
the ASB and task force mem-
bers were given a few minutes
to ask questions of the person
testifying. After the formal tes-
timony period was completed,
they moved into a short period
where those who signed up at
the start of the hearing could
also testify. There was then a

call-back period where they
called back select speakers for
additional questions from the
panel. The event lasted about
3.5 hours, so it was an intense
afternoon with much informa-
tion covered.

Much of the testimony mir-
rored the submitted comments,
but I expect the value gained
by the ASB and the task force
was the ability to interact with
the speakers through the ques-
tion-and-answer sessions. I will
highlight a few themes and
some of my random observa-
tions from the event:

* There was a significant call
for and acknowledgement
that disclosures on risk need
to improve, but nearly uni-
versal agreement among
the actuaries testifying who
currently work with public
pension plans that disclosing
a risk-free or market value

= "
liability is not the way to do
that. Some did acknowledge
that they do use a market
liability for select calcula-
tions—e.g., withdrawal lia-

bility type calculations.

® Many speakers referenced

the draft ASOP on risk and
urged the ASB to finish it.

There was acknowledgment
by some that the financial
economics/market-value
debate which has been a
significant ongoing discus-
sion for pension actuaries
over a number of years has
prompted more focus on
and led to better discussions
about risk in the public pen-
sion arena.

There was general (but not
universal) agreement that
the ASB could write prin-
ciple-based statements that
would weed out specific
“fringe” practices (e.g., ulti-
mate EAN method, perpet-

CONTINUED ON PAGE 5
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he June meeting of the

Pension Section Council

included a joint session
with the American Academy
of Actuaries’ Pension Practice
Council. This group is analo-
gous to our own Pension Sec-
tion Council. We each recapped
our current slate of activities to
keep the other group informed
and to explore topics for po-
tential collaboration. Although
news about conflict between
our parent organizations may
attract attention, members of
the pension groups work hard
to maintain a good relationship.
We periodically coordinate the
logistics for our meetings to al-
low joint sessions such as this
one. Our volunteers come from
the same pool of actuaries. In
fact, the same individuals often
contribute to activities spon-
sored by both organizations.
One pension group—the Pen-
sion Finance Task Force—is
even jointly sponsored by the
Academy and the SOA.

The majority of our meeting,
though, focused on more typi-
cal agenda items: reviewing on-
going Pension Section activities
and identifying additional pur-
suits. Our overriding objectives
are to deliver value to section
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members and to foster engage-
ment among the community of
pension actuaries. We spent a
fair amount of time reviewing a
survey prepared by the commu-
nications team that you have by
now received. By the time you
read this, we will have received
and tabulated the results, but
they are not available as of the
time of writing. Perhaps the
current vice chairperson and
my successor, Julie Curtis, will
have some interesting findings
to share with you in the next is-
sue of this publication.

We formed two new project
oversight groups (POGs) at our
meeting. One group, chaired
by Julie Ocaya, will explore
ways in which we can better
utilize other media (particularly
social media) to communicate
with our members. The second,
chaired by Grace Lattyak, will
develop a series of podcasts to
provide overviews of pension
topics outside the expertise of
the target audience. For exam-
ple, the first such podcast will
discuss multi-employer issues
for pension actuaries who do
not practice in that area. POGs
such as these are temporary
work groups established for a
specific purpose. POG partici-

pation is not limited to council
members, section members or
even actuaries. If you've con-
sidered volunteering, POGs
represent a great way in which
to get involved.

Continuing with the topic of
volunteering, we heard from
Beth Bernardi, the SOAs di-
rector of member engagement.
She called in to discuss the
concept of micro-volunteering.
This structure identifies very
clearly defined volunteer tasks
of limited scope—just a couple
of hours. It enables new volun-
teers in particular to contribute
in a meaningful way without
the fear of overcommitting.
Council members responded
with interest to this idea. You
may see some volunteer oppor-
tunities arranged in this man-
ner in the future.

This is the last column I am to
write as chair of the Pension
Section Council. I’'ve benefit-
ed both personally and profes-
sionally from the experience,
and it’s been an honor to meet
and work with fellow council
members. The terms of two
noteworthy members, Monica
Dragut and Martin McCaulay,
end at the same time as mine.
Special thanks to them for their
efforts over the last few years. ll

Aaron Weindling,
FSA, EA, MAAA,

is a senior
consulting
actuary at
Towers Watson.
He can be
reached at aaron.weindling@
towerswatson.com.




A View From the SOA’s Staff Fellow for Retirement

ual negative amortizations).
These are sometimes used
in developing contribution
allocation procedures and
have been particularly sub-
ject to public criticism. How-
ever, my sense was that there
wasn’t full agreement from
those testifying about where
the line should be drawn in
that area or what specifically
constitutes “fringe.”

® There were numerous ref-
erences made to the work
completed by the various ac-
tuarial organizations in this
area, including the SOA%s
Blue Ribbon Panel report,
the Conference of Consult-
ing Actuaries’ white paper on
public pension plan funding
practices, and the American
Academy of Actuaries’ issue
brief on principles for fund-
ing public pension plans. In
addition, the panel asked a
number of questions of the
speakers about recommen-
dations made in the reports.

CONTINUED FROM PAGE 3

The time spent on this work
is probably one of the most

important but also thankless
volunteer roles in the actuarial

profession.

This showed me the impor-
tance of these sorts of efforts.

There were several questions
from the panel about who
needs the additional disclo-
sures that some were advo-
cating for and concerns were
raised about who should pay
for additional disclosures
some may view as being
primarily for the benefit of
stakeholders beyond the “in-
tended users” (e.g., should
plan assets be used to pay
for something that investors,
politicians, taxpayers, etc.
may want but plan trustees
don’t think is needed?).

A majority view of the ac-
tuaries testifying supported

the view that the ASOPs
should uniformly apply to
all pension plans—e.g., the
ASB should not create a sep-
arate public pension ASOP.
However, several individuals
argued that the lack of uni-
form regulatory control in
the public plan arena creates
a need for potentially sepa-
rate standards.

These thoughts reflect some of
my personal observations from
the event. I expect that if you
were to talk to someone else
who attended, they might have
found other aspects to highlight.
It certainly was an interesting
and important discussion for
our profession and I don’t envy

those on the ASB and the Pub-
lic Pension Task Force as they
evaluate the input they received
and decide how to proceed. The
time spent on this work is prob-
ably one of the most important
but also thankless volunteer
roles in the actuarial profession.
So let me express my thanks to
those doing this work ... and
we’ll stay tuned to the news
coming out of the ASB as they
move forward on this very im-
portant issue.

As always, if you have feedback
on this topic or other activities
of the SOA Pension Section
Council, please contact me. H

Andrew
Peterson, FSA,
EA, MAAA is
senior staff
fellow—
Retirement
Systems

at the Society of Actuaries in
Schaumburg, Illinois. He can be
reached at apeterson@soa.org.
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stitute of Actuaries (CIA)

created the Task Force on
Retirement Age to conduct a
review of issues related to re-
tirement ages in light of evi-
dence of Canadians’ increasing
life expectancies and apparent
willingness to work longer.
The CIA requested a docu-

ment that discussed the con-

In 2012, the Canadian In-

sequences, reasons, pros and
cons, and the transition issues
of raising the retirement age
for many well-known Cana-
dian public and private sector
arrangements.

The task force completed its
review and issued a report in
May 2013 as CIA Document
213038. It concluded that it
would be difficult to recom-
mend one retirement age, for-
mula or approach, deciding in-
stead to assist the CIA to take
a position on the issue in terms
of presenting considerations
for determining appropriate
retirement ages. The task force
report discusses the effect of
raising the retirement age for
the following plans/programs
in Canada and related transi-
tion issues in light of certain
key impacts:
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1. Old Age Security/Guaran-

teed Income Supplement

(OAS/GIS)

Impact: the projected cost of
these programs as a per-
centage of gross domestic

product (GDP)

2. Canada/Quebec Pension
Plan (C/QPP)

Impact: effect on long-term
contribution rates

3. Defined benefit (DB) plans

Impacts: early retirement
subsidies in public plans
(especially federal) and
legislative provisions impos-
ing constraints on retire-
ment-age changes

4. Defined contribution (DC)
plans

Impact: effect of increased
longevity

5. Other government income
programs—health coverage

Impact: long-term cost

The overall conclusion of the
task force was that no true cri-
sis exists in any of the five pro-
grams reviewed with respect to
retirement age, for the follow-
ing reasons:

* a natural tendency for retir-
ees and employees to adjust
to demographic shifts with-
out legislation;

* no anticipated increase in
the projected cost of OAS/
GIS or contribution rates to
the C/QPP due to stability
in the average age at which
pensions commence;

¢ the limited degree to which
health care costs increase
purely due to aging;

* adecreasing percentage of the
Canadian population eligible
to receive lucrative early re-
tirement subsidies in private
defined benefit plans; and

* existing members of public
service plans being largely
unaffected by or subject to
any meaningful change in
their plans.

The task force established the
following definitions:

* Retirement age: the age
at which workers elect to
retire, which is evidenced by
exiting the labor force

* Entitlement age: the age at
which a recipient is entitled
to retirement benefits under
a particular plan or program
(but perhaps with a reduc-
tion from “full” benefits)

* Baby-boom generation:
the cohort in Canada born
before and after the peak
in live births in 1959 (some
variations in beginning and

ending year exist); certain-
ly, it was agreed that baby
boomers would all be 65+

by 2031

¢ Aged-dependency ratio
(ADR): the ratio of those
age 65 or more to those age

20 to 64

The report includes a number
of graphs illustrating increases
in the age of Canada’s popula-
tion and Canadians’ life expec-
tancy from 1921 through 2006.
The aging trend is primarily
due to a number of factors:
ever-improving life expectan-
cy, continued aging of the ba-
by-boom cohorts, and the low
fertility rate of Canadian fe-
males now at 1.68 children per
female, well below the rate of
2.1 required for population re-
placement. In addition, recent
mortality studies suggest that
mortality improvements for in-
dividuals over 65 of 0.5 to 1.0
years every 10 years. A surpris-
ing conclusion from the data is
that the median age of the Ca-
nadian population is expected
to remain stable and to start de-
creasing very slightly and very
slowly only after 2050 if at all,
after the baby-boom generation
has passed. The passing of the
baby boom is offset by the ev-
er-increasing life expectancy of
the remaining population. Table
2 of the report, reproduced be-
low, shows the profile of the Ca-
nadian population over the next
20 years. It illustrates the rapid
shift in Canada’s demographics
and that those 65+ will repre-
sent almost 25 percent of the
Canadian population by 2036.


http://www.cia-ica.ca/docs/default-source/2013/213038e.pdf
http://www.cia-ica.ca/docs/default-source/2013/213038e.pdf

Under 20 39.4% 35.6% 26.7% 21.1% 20.2%
20-64 52.9% 55.8% 61.1% 62.4% 55.0%
65+ 1.7% 8.6% 12.2% 16.4% 24.8%
ADR 14.6% 15.4% 20.0% 26.3% 45.1%
Inverse ADR 6.8% 6.5% 5.0% 3.8% 2.2%

The affordability of social pro-
grams in Canada depends upon
the ADR. Table 3 of the report
shows the ADR and inverse
ADR.

1956 0.146 6.9
1976 0.141 7.1
1996 0.200 5.0
2016 0.263 3.8
2036 0.451 2.2

Based on the above tables, Can-
ada has a rapid shift in ADRs,
which may impact the afford-
ability of Canada’s social pro-
grams. Canada can afford these
program but only in a growing
Canadian economy. Canada
has the second highest increase
in the aged-dependency ratio
between 2010 and 2050 of the
Organization for FEconomic
Cooperation and Development
(OECD) nations. Only Italy’s is
higher. Canada is higher than
both the United States and
United Kingdom.

The two most important social
security programs in Canada
are the OAS/GIS and C/QPP
public retirement programs,
and health care.

OAS/GIS costs are paid from
general revenues (from taxpay-
ers). Currently $36.5 billion
(2012), this cost is projected to
increase to $108 billion in 2030

(41 percent increase from ba-
by-boomer retirements, 32 per-
cent from longevity increases
and 27 percent from inflation).
OAS/GIS increases with the
consumer price index (CPI),
a standard measure of price
inflation. Meanwhile, GDP,
from which OAS/GIS are paid,
normally increases faster than
CPI. As a result, and notwith-
standing projected increases in
the ADR, OAS/GIS costs as a
percentage of GDP are pro-
jected to remain relatively sta-
ble, increasing from 2.3 percent
of GDP currently (2012) to 3.1
percent in 2030 and then re-
turning to 2.6 percent of GDP
in 2050. Changes to the OAS/
GIS retirement age from 65 to
67 has mitigated some cost in-
creases but further changes in
the retirement age should not
be necessary to maintain cost
stability. Similar cost stability
is reflected in projections for
the C/QPP programs in the
25th CPP and QPP actuarial
reports. The CPP is sustain-
able at 9.9 percent of pay and
QPP at 10.8 percent of pay (as
at 2017). The CPP has adjusted
its early/late adjustment factors
to reflect increases in life ex-
pectancy.

With respect to health care, it
is well established that costs
rise with age. However, the cost
impact of aging is only about 1
percent per capita per year and
most reports on the impact of
aging on health care costs in-

dicate that even a low level of
economic growth can support
an expansion of health care ser-
vices. Further, with increases in
longevity, health care costs that
occur toward the end of life are
delayed and aggregate health
care expenditures are pushed
downward. Therefore, as far as
population aging is concerned,
health care costs are sustain-

able.

A question arises as to wheth-
er it would be good policy to
raise the entitlement age, i.e.,
normal retirement age of Can-
ada’s social security programs,
notwithstanding their cost sus-
tainability based on the analysis
provided in the report. To ad-
dress this question, reference
is made to a 1999 paper pre-
pared by Brown and Bilodeau
in which a model is developed
to determine a macroeconom-
ic indicator of an optimal age
at retirement. This model was
based on a fraction for which
the numerator is total demand
for consumption of goods and
services by all members of soci-
ety and the denominator the to-
tal supply of goods and services
by the country’s working pop-
ulation. The balancing variable
in the model was the retirement
age and the model projected
that from 2017 to 2034 Canadi-
ans should retire between ages
60.3 to 60.9 to keep supply and
demand of GDP in balance.

Brown and Bilodeau noted that
the denominator of this ratio
can increase with increases in
the labor force (e.g., due to in-
creases in immigration or the
rate of labor force participation)

or increases in capital invest-
ment leading to higher rates of
productivity growth (currently
0.9 percent per year). Brown
and Bilodeau’s analysis indi-
cated that with a 1.29 percent
increase in productivity, no in-
crease in retirement age would
be required to maintain equi-
librium. With flat productivity,
the retirement age would need
to rise to only 65.7 by 2046 for
equilibrium. Essentially, from
the model’s perspective, no
change in retirement age would
be needed to maintain balance,
although Brown and Bilodeau
indicated that due to increas-
ing life expectancies, male and
female retirement ages would
need to increase from 65 cur-
rently to around 74 by 2041 to
maintain a constant period of
payout for social security ben-
efits (i.e., equal to 1966 levels
when the C/QPP were intro-
duced).

The average age at which peo-
ple leave the labor force has
been 63.4 for men and 62.2 for
women (2009). These ages are
expected to increase to 64 by
2030. This is not expected to
impact the economy, as many
retirees have continued to work
in some fashion and continue to
contribute to the economy. The
percentage of working retirees
age 60-65 in 2006 was 22.7
percent for men and 13.1 per-
cent for woman.

The task force report contains
some analysis on retirement
ages and the transition from
work to retirement, citing a

CONTINUED ON PAGE 8

SEPTEMBER 2015 PENSION SECTION NEWS | 7



Increasing Retirement Age: Report of the CIA Task Force

study by the Régie des rentes
du Quebec in which the re-
tirement age was defined as
the age after which 50 percent
or more of a person’s income
comes from retirement pen-
sions and savings rather than
employment The
Régie observed this age to be
between 59 and 60 (later for
self-employed workers). The
report also covers some general
trends in retirement ages and
income, employment status and
working in retirement as well as
data from OECD countries on
retirement ages.

income.

The report also reviews a num-
ber of international reports,
concluding from the data that
“we should expect that Canadi-
an workers will stay in the la-
bour force longer, regardless of

public policy.”

In 2012, the Canadian federal
government introduced chang-
es to the OAS/GIS to increase
the eligibility age and introduce
the option of delaying retire-
ment. The eligibility age for
the basic OAS pension and GIS
will increase gradually from 65
in April 2023 to 67 in January
2029. The Spouse’s Allowance
eligibility age will increase
from age 60 to age 62. Starting
July 2013, the OAS pension can
be deferred for up to five years
with an actuarial increase of
0.6 percent per month of delay,
with the objective of encourag-
ing longer labor force partici-
pation.

The normal C/QPP retire-
ment age is 65. Pensions can
start earlier or later by up to
five years with a constant 0.5
percent per month adjustment
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factor. Starting in 2011, the ad-
justment factor for early retire-
ment was gradually increased to
0.6 percent per month over the
period Jan. 1, 2012, to Dec. 31,
2016. For postponed pension
commencement, the increase
adjustment factor will grow to
0.7 percent per month for re-
tirements on and after January
2014, as indicated in the follow-
ing table.

January o o
2014 0.56% 0.70%
January o o
2015 0.58% 0.70%
January o o
2016 0.60% 0.70%

This means that in the future,
if a person starts a CPP pension
at age 60, it will be reduced by
36 percent. Pension payments
starting at age 70 will increase
by 42 percent. Slightly different
rules apply to QPP benefits.

In addition, the Work Cessa-
tion Test was removed. Now
for both the CPP and QPP,
additional contributions are re-
quired with slightly more pen-
sion benefits earned (actuarial
equivalent). For the CPP, the
report notes that for each ad-
ditional year the retirement age
is increased, it will result in 0.3
percent lower contributions.

Defined benefit plans may en-
courage early retirement by
allowing unreduced pensions
to be paid before normal retire-
ment age (usually 65) if certain
age and service criteria are met.
Alternatively, plans may not en-
courage early retirement by not
offering such incentives.

In the public sector, DB plans cover
82 percent of the workforce and

participation rates are high with
age 60 as a typical retirement age.

Unsurprisingly, early retire-
ment incentives are popular
among plan members and
unions and, sometimes among
employers for downsizing pro-
grams. However, many of these
incentives have been removed
over the last 10 to 15 years with
the result that workers have
deferred early retirement for a
variety of reasons including in-
sufficient pension savings, high
levels of economic uncertainty
and job enjoyment.

Most defined benefit plan
members retire within one or
two years of the plan’s unre-
duced retirement age, subject
to applying some common
sense comparison of the pen-
sion payable versus employ-
ment earnings to be forgone on
retirement.

The report incorporates a thor-
ough review of early retirement
incentives in defined benefit
plans. The report notes that in
the 1980s and 1990s, employees
wanted “Freedom 55” and to
abruptly stop working where-
as employers benefited from
younger, better-educated em-
ployees entering the workforce.
Employers could afford the
significant costs of early retire-
ment pensions due to high in-
terest rates and rapid economic
growth.

The report notes that conven-
tional wisdom has evolved, with
employees taking more inter-

est in longer careers, wanting
to work longer and looking
for more gradual transitions
through phased retirement ver-
sus abrupt work stoppage. For
employees, retirement age is
increasingly a personal choice.
For their part, employers are
increasingly motivated to retain
knowledgeable and experienced
staff, to contain the cost of sub-
sidized early unreduced pen-
sions and to sponsor scalable
pension plans to meet the needs
of a scalable workforce. In the
private sector, only one-third
of employees have a workplace
pension plan with only 20 per-
cent participating in DB plans,
most of which are expected to
adjust their retirement age and
eligibility ages in an actuarial
neutral way, similar to CPP and
OAS plan changes. In the pub-
lic sector, DB plans cover 82
percent of the workforce and
participation rates are high with
age 60 as a typical retirement
age. The report suggests that
early retirement incentives in
public sector pension plans are
unlikely to change due to tax-
payers being poorly informed
about their cost and pensions
being considered part of the
“deal” for working in the public
sector—i.e., slightly lower pay
than in the private sector com-
pensated by generous guaran-
teed pensions. In addition, and
unlike private sector pensions,
public sector pension costs are
not valued on a marked-to-



market basis with the result that
their true costs are understated
or incorrectly valued.

The report suggests that in
terms of public policy and the
sustainability of pension plans,
Canada’s problems are less se-
vere or dire due to low public
debt, abundant natural resourc-
es, strong banking systems, par-
tially funded C/QPP plans and
modest public pension benefits.
However, population aging is
still an issue in Canada, which
could be addressed by some
combination of later retire-
ment, less private borrowing
and more retirement savings.
The report suggests that the
high cost of early retirement in-
centives could be addressed by
amendments to the Income Tax
Act to remove permitted subsi-
dies for early retirement bene-

fits (e.g., the 30/60/80 value),

or through collective bargain-
ing changes with public sector
unions to reduce contributions
and early retirement incentives.
The report notes that some
changes have occurred in the
public sector, including 50 per-
cent cost-sharing, conditional
indexing, shared-risk pension
plans and gradual increases in
retirement ages.

By definition, defined contri-
bution plans, registered retire-
ment savings plans or other
capital accumulation type plans
do not provide a guaranteed
pension at retirement. Instead,
an individual’s retirement in-
come from these vehicles de-
pends upon their accumulat-
ed contributions, investment
income and bond yields if or
when annuities are purchased.

Consequently, in a DC plan,
any age is an unreduced retire-
ment age. If individuals defer
retirement and market rates
and investment income are fa-
vorable,
can increase. Earlier retirement
and/or poor investment perfor-
mance will result in less retire-
ment income. The report notes
that DC plan benefits are easily
portable. Members typically
work for multiple employers
in a career, are often self-em-
ployed, and work as contract
employees or part time. The re-
port addresses DC retirement
ages minimally, concluding that
they are probably driven by
social security retirement ages
more than by anything else.

retirement incomes

With respect to other gov-
ernment programs (provincial
welfare, workers compensation,
employment insurance, LI'TD

and STD almost all of which
are provincially funded) raising
the retirement ages beyond 65
will mean those programs cov-
er older workers and become
more costly. This provides little
incentive to the federal govern-
ment to be concerned.

In conclusion, though there is a
trend for longevity increases in
Canada and there are some pub-
lic policy reasons to entertain
increasing retirement ages un-
der various Canadian programs,
there is still no compelling rea-
son to do so with a broad-brush
stroke in Canada. W

Faisal Siddiq,
FSA, FCIA, is
principal and
consulting
actuary at Buck
Consultants in
Toronto. He can
be reached at Faisal.siddigi@xerox.
com.
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How Well Are

Americans Nearing
Retirement Doing?

By the Committee on Post-Retirement Needs and Risks

The Survey of Consumer
Finances (SCF) from the
Federal Reserve Board
provides a picture of the eco-
nomic status of Americans and
includes analyses by age group,
education and other factors.
The survey is repeated every
three years and includes a great
deal of detailed data. “The
Wealth of Households: An
Analysis of the 2013 Survey of
Consumer Finances,” from the
Center for Economic Policy
and Research, also provides a
very interesting perspective on

Average net worth
(000s) (includes

both financial and
nonfinancial values)

the middle wealth quintile of
Americans age 55-64.

The report shows that in 2013,
the middle group nearing re-
tirement is not as wealthy as
the group nearing retirement
in 2010, and is actually less
wealthy than similar groups
going back to 1995. This re-
port provides data on aver-
age net worth and average net
worth outside of primary resi-
dence for the middle quintile
for Americans age 55-64 from
1989 forward.

Average net worth
excluding primary
residence (000s)

1989 $175.3 $62.8
1992 184.6 105.1
1995 181.9 89.8
1998 199.5 107.9
2001 237.3 127.7
2004 319.3 160.7
2007 289.8 136.1
2010 197.7 100.6
2013 168.9 89.3

Source: Figures 2A and 3Ain “The Wealth of Households: An Analysis of the 2013 Survey of
Consumer Finances,” from the Center for Economic Policy and Research
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In contrast, in 2013, recent re-
tirees, those age 65-74, were a
little better off than recent re-
tirees in 2010. The average net
worth for the middle quintile
rose from $229,000 in 2010
to $239,000 in 2013. This was
down from $271,000 on 2007.
All values include financial and
nonfinancial wealth.

“Segmenting the Middle Mar-
ket: Retirement Risks and Solu-

tions, Phase 1,” an earlier study

from the Society of Actuaries’
Committee on Post-Retirement
Needs and Risks, has provided
information on the financial
and nonfinancial wealth of mid-
dle income market segments
defined earlier. That study of-
fers the following results:


https://www.soa.org/Research/Research-Projects/Pension/research-seg-middle-market.aspx
https://www.soa.org/Research/Research-Projects/Pension/research-seg-middle-market.aspx
https://www.soa.org/Research/Research-Projects/Pension/research-seg-middle-market.aspx
http://www.cepr.net/documents/wealth-scf-2014-10.pdf
http://www.cepr.net/documents/wealth-scf-2014-10.pdf
http://www.cepr.net/documents/wealth-scf-2014-10.pdf
http://www.cepr.net/documents/wealth-scf-2014-10.pdf

Wealth of Middle Income Households—Age 55 to 64
Analysis based on 2010 Survey of Consumer Finances

Middle mass household segments (25% to 75% of all households)
Married 5.7 million $82,000 $277,000 $181,000 $96,000 65%
Single female 2.7 million 32,000 41,000 34,000 7,000 82
Single male 1.8 million 44,000 76,000 63,000 13,000 83
Mass affluent household segments (75% to 85% of all households)
Married 1.1 million $146,000 $1,241,000 $671,000 $570,000 54%
Single female .5 million 64,000 185,000 117,000 68,000 63
Single male 4 million 85,000 339,000 214,000 125,000 63

Source: “Segmenting the Middle Market: Retirement Risks and Solutions, Phase I,” from Committee on Post-Retirement Needs and Risks
Note: Financial assets exclude the value of defined benefit pensions and Social Security.

This study was conducted
twice: once with 2007 SCF
data and once with 2010 SCF
data. Conclusions from the two
studies were similar, and it is
believed they are still valid. The
main conclusions for this work
include the following:

* For the middle income mar-
ket, nonfinancial assets (e.g.,
equity in primary residence,
autos and some other prop-
erty) are often much larger
than financial assets.

* Married couples are much
better off than single indi-
viduals. Single males have

greater assets than single
females.

* Many households without
defined benefit plans will
not have adequate resourc-
es for retirement. They
will need to manage very
carefully and may have to
substantially reduce their
standard of living.

The question has been raised
with the Committee on Post-
Retirement Needs and Risks
whether this study will be up-
dated with the 2013 SCF data.
At present there are no plans to
update it. However, other work
will provide added insights into

some of these issues. The com-
mittee is currently working
with the University of Southern
California on an update of the
Older Americans Study, which
will provide much more infor-
mation in response to the issue
of how well off Americans near-
ing retirement are. That report
will provide new insights and is
expected to be available within
the next year.

The Committee on Post-Re-
tirement Needs and Risks is
concerned about understanding
how well middle class Americans

are prepared for retirement and
how well they are doing in re-
tirement. The “Segmenting the
Middle Market” work offered
insights into the financial status
of this group. The SCF analy-
sis shows a continued decline in
the situation of middle quintile
people nearing retirement age.
Together these two studies of-
fer a picture of the situation
for middle income Americans,
and indicate that our prior
conclusions are still valid. The
new SCF data also reinforces
the concerns that many people
will enter retirement without
enough money. H
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Good Tool for Helping
Clients and the Public

By the Committee on Post-Retirement Needs and Risks

anaging Post-Retire-
M ment Risks: A Guide
to Retirement Plan-
ning” has been produced by
the Society of Actuaries’ Com-
mittee on Post-Retirement
Needs and Risks and is com-
monly referred to as the Risk
Chart. In its third edition, the
Risk Chart provides a com-
prehensive discussion of vari-
ous post-retirement risks and
strategies for managing such
risks. Both individuals and plan
sponsors should find the chart
helpful in understanding these
risks and in designing plans to
manage them.
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For each identified risk, the
discussion includes some back-
ground, a discussion of how
well the risk can be predicted,
some strategies for the man-
agement of the risk and its
consequences, and additional
comments. The risks include
the commonly discussed risks
such as longevity, inflation, in-
terest rates, and stock market
changes. In addition, risks in-
clude seldom discussed risks
such as business continuity,
post-retirement  employment,
changes in public policy, unex-
pected health care needs, lack
of available facilities or caregiv-

ers, loss of ability to live inde-
pendently, change in housing
needs, change in marital sta-
tus, unforeseen needs of family
members, and bad advice, fraud
or theft. After the discussion of
the risks is a discussion of relat-
ed planning issues. In this arti-
cle, we will mention a few of the
issues that people often do not
think about.

One section discusses public
policy risk. Some of the ele-
ments of public policy risk in-
clude increases in taxes, new
kinds of taxes, reductions in
benefits from public programs,
increases in Medicare contri-
butions, tougher standards to
qualify for Medicaid, and un-
knowns under the Affordable
Care Act. Some of the strate-
gies mentioned in connection
with this risk are using tax-ex-
empt bonds, Roth IRAs and
Roth 401(k)s. The discussion of
Roth includes conversions from

taxable IRA%.

\’

e

The section on housing needs
discusses whether the housing
accommodates aging. It also
discusses special housing for
the elderly, including housing
targeted at people with certain
health or mental conditions.
The discussion of strategies and
housing includes some mention
of long-term care insurance and
Medicaid, but points out that
most special housing is financed
out-of-pocket by the individual.
The discussion includes a focus
on paying off a mortgage, tak-
ing a reverse mortgage and the
use of continuing care retire-
ment communities.

Another section, “Other change
in marital status,” discusses di-
vorce and the resulting impact
on benefits. The Employee
Retirement Income Security
Act of 1974 (ERISA) provisions
with regard to splitting pension
benefits are mentioned as are
the use of prenuptial agree-
ments for couples with children
from prior marriages who mar-

ry at older ages. H


https://www.soa.org/research/research-projects/pension/research-post-retirement-needs-and-risks.aspx
https://www.soa.org/research/research-projects/pension/research-post-retirement-needs-and-risks.aspx
https://www.soa.org/research/research-projects/pension/research-post-retirement-needs-and-risks.aspx
https://www.soa.org/research/research-projects/pension/research-post-retirement-needs-and-risks.aspx

An understanding of behavior-
al economics will help pract-
tioners be aware of the “Pre-
dictably Irvational” (to quote the
title of a very good book on the
topic) responses people tend to
have to choices, and how those
choices can be influenced. The
fascinating thing is not just that
humans are irrational but that
their irrational responses can,
to an extent, be predicted by
the way in which those choices
are presented. These choices
include what and how much to
spend or save, whether to have
salad or pizza for lunch, and
whether we watch NPR or Fox
News. And changing the way
those choices are presented can
change their responses! This
knowledge can help us influence
clients, plan sponsors and col-
leagues, enabling them to make
better (more rational) decisions.

Framing refers to how we pres-
ent a choice to another, and
how that presentation affects
their choice. A relatively early
study (Levin and Gaeth 1988)
indicated that meat described

as “80 percent lean” (a positive
frame) was perceived more fa-
vorably than the same meat
presented as “20 percent fat.”

Decision (or choice) architec-
ture is closely related and can
refer to the manner in which,
for example, “either/or” choices
are presented. Default options
are probably the most well-
known examples; if the default
choices on your new hire orien-
tation package are “yes, partici-
pate in 401(k) plan,” participa-
tion will be higher than would
be the case for a “check yes or
no” format. Designs like this
are popularly known as nudg-
es. Choice architecture can also
refer to a conscious decision
to limit choices. While more
choices are (in traditional eco-
nomics) always better, in many
situations—e.g., investment
options for 401(k) plans—an
excess amount of choice can
lead to paralysis or selection
of the safe or familiar invest-
ment—a money market fund or
corporate stock.

I have believed that behavioral
economics had something to
contribute to many fields since
I was in grad school 30 years
ago—when it was still some-

what of a heresy. But even I
am surprised by the amount
of change in behaviors that
something as simple a change
in a default election can elicit.
Changing the default election
for organ donation on a license
application to yes or having a
clerk ask if an applicant wishes
to be a donor have significant-
ly improved donor rolls. I am
also surprised to see myself fall
into traps—UI’ll drive a couple
of extra miles to save 10 cents
a gallon if gas is cheap, but
not if it’s $3.75 a gallon. Why?
The savings in the latter case
is not a “just noticeable differ-
ence,” as discussed in the We-
ber-Fechner law. But it’s still
10 cents—so I am clearly being
irrational!

4

I have reviewed it and it’s very
well done. Copies may be
downloaded at hrp://www.be-
bavioraleconomics.com/. The site
has a wealth of interesting in-
formation. I found the listing of
behavioral science concepts to
be particularly helpful. There is
still not a standard vocabulary
of concepts—the “just notice-
able difference” I referred to
above, used by many practi-
tioners, is treated as a subset of
the “Mental Accounting” con-
cept in the guide.

CONTINUED ON PAGE 14
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Behavioral Economics Is Important to All of Us

Precommitment is an inter-
esting idea—that if we want to
achieve a goal, precommitting
to it publicly will help. The
guide discusses the well-known
Save More Tomorrow™ pro-
gram in the 401(k) arena. An-
other example likely occurs
when plan sponsors amend
their defined benefit plan’s in-
vestment policy to adapt a lia-
bility-driven investment policy
when funding reaches a stated
level—or when I promise my
daughter T'll come to Chicago
to see a show she’s curating!
Inertia helps here—the effort
involved in formulating a new
strategy, for example—as does
the cost of moving from an
accepted plan of action to a
new one—not seeing the show
would have highly adverse con-
sequences. The guide points
us to a website—stickK (www.
stickk.com) —that uses “com-
mitment contracts” to help
people attain their goals.

Confirmation bias occurs when
we seek out information to test
our feeling or hypothesis—seek-
ing information from a source
that is likely to support our be-
lief. Depending on our views
on the Second Amendment, we
may turn to Fox News or NPR
for information—and be grat-
ified to learn that our opinions
are reasonable!

The IKEA effect, if only due
to the name! While the endow-
ment effect holds that simply
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owning something increases its
value in our eyes (a predictably
irrational belief), the IKEA ef-
fect holds that invested labor
further increases our valuation
of that thing. This may be a fac-
tor in why frozen defined bene-
fit plan sponsors continue with
risk-seeking investment port-
folios when their plans become
fully funded—most investment
committees have invested a lot
of time and energy in getting
the most important decision—
asset allocation—right, though
I have not looked for academic
validation for this belief yet.

Let’s focus on individuals con-
sidering purchasing a simple
life contingent annuity—fixed
payments for the lives of the
primary annuitant and spouse.
We'll limit ourselves to two is-
sues:

Framing: Framed as an in-
vestment, an annuity may not
always be a good deal—if you
die right after purchasing it, the
return will be zero. But if the
annuity is framed as an income
stream you cannot outlive, that
objection may become less im-
portant. Jeff Brown and col-
laborators have done extensive
work on this issue (see refer-
ences).

Anchoring: If boomers like me
get past this objection, we then
notice that the amount we get
in a monthly benefit is low—
and we may then blame current
interest rates. While this is of
course correct, our experienc-
es decades ago, when Treasury
rates were in the teens, may—if

we're not careful—provide an
unrealistic “anchor” to our ex-
pectations for “normal” interest
rates.

Clearly there are many people
for whom claiming Social Secu-
rity benefits at a relatively early
age makes sense—job loss and
ill health among them. Howev-
er, for relatively healthy people
who don’t “need the money,”
the annual benefit increase
granted for deferring claiming
would seem an overwhelming
reason to delay. Very often, this
does not happen.

Framing is a factor here, as
well. A breakeven analysis is
frequently used to help individ-
uals make their decision. This
is framed as “if you live past 84,
delaying benefits is a good idea,
but if you don’t think you will,
then claim them ASAP” Giv-
en this framing—“if you don’t
think you’ll live past 84, claim
now”—and a profound misun-
derstanding of longevity, from
a traditional economic perspec-
tive, most people opt to take
Social Security too soon.

The ones that got me interest-
ed in these issues are Advances
in  Bebavioral Finance, edited
by Richard Thaler, and the
less intimidating The Winner’s
Curse, which he wrote. More
recent books I've enjoyed in-
clude Thinking Fast and Slow by
Daniel Kahneman, Nudge by
Thaler and Cass Sunstein and
Predictably Irrational by Daniel
Ariely—the historical import
of the title alone still impresses

me. It was the realization that
not only are individual deci-
sions sometimes irrational (as
early behavioral economists
such as laureate Herbert Si-
mon correctly asserted in dis-
cussing “bounded rationality”),
but that traditional economists
were content a simple error
term handled the issue. The
concept that those decisions
were predictably irrational—that
with insight into issues like
framing, behavioral economists
could predict those irrational
responses—was | think the in-
sight which validated this as a
legitimate field of study.

The Society of Actuaries also
has sponsored two research
projects on behavioral finance
matters affecting retirement
related decisions; this informa-
tion is available here.

It has had a significant effect on
defined contribution plans. The
idea that “too much” choice
both reduces participation and
hinders effective investment
selection has caused service
providers and sponsors to focus
on offering a limited number
of diversified investments. Save
More Tomorrow™ (SMarT),
a concept designed by Thaler
and Shlomo Benartzi, address-
es several behavioral economics
heuristics in an attempt to in-
crease participation and savings
rates.

Itis also having an effect on the
management of defined ben-
efit plans. One is in the area
of “mental accounting.” Plan
sponsors—and until recently


https://www.soa.org/research/research-projects/pension/research-can-annuity.aspx

An understanding of behavioral
economics will help practitioners
be aware of the “Predictably

Irrational” responses people tend
to have to choices, and how those
choices can be influenced.

analysts and rating agencies—
have been more tolerant of
pension debt (underfunding)
than they have been of public-
ly floated debt (it’s even been
referred to as “soft debt”).
This tolerance is evaporating
as rating agencies and manage-
ment become more cognizant
that pension underfunding is
a real risk. This has led spon-
sors to float public debt to fully
fund—and in some cases ter-
minate—their defined benefit
plans.
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ne of the topics stud-
ied by the 2014 ERI-
SA Advisory Council

was “outsourcing employee
benefit plan services.” The re-

port is available on the ERISA

Advisory Council website, and

offers a variety of interesting

insights into this topic. While
many actuaries have some

knowledge of this topic, this

report offers some interesting

insights and is a chance to learn
more about an important cur-
rent business topic.

The recommendations are in
five major categories:

A. Educate plan sponsors on
current practices with re-
gard to outsourced services

B. Clarify the legal framework
under Employee Retirement
Income Security Act of 1974
(ERISA) for delegating
fiduciary responsibility to
service providers

C.Provide additional guidance
on the duty to select and
monitor service providers

D. Facilitate the use of multiple
employer plans and similar
arrangements as a means of
encouraging plan formation

E. Update and provide addi-

tional guidance on insurance
coverage and ERISA bond-
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ing of outsourced service
providers.

As an actuary, I thought
about outsourcing as a way
to get work done, but not
generally as a way to transfer
responsibility. Employers who
sponsor benefit plans assume
significant responsibility for
their management, and serve
as fiduciaries. One of the big
questions is whether and when
that fiduciary responsibility can
be transferred or delegated.

The report includes a discus-
sion of outsourcing invest-
ment services including invest-
ment strategy, asset allocation,
underlying investment man-
agement, manager selection
and monitoring, and proxy
voting. A development noted
is the “outsourced chief invest-
ment officer.” The report also
discusses outsourcing the plan
administrator and named fidu-
ciary roles. Contracting prac-
tices are also discussed in the
report. One of the big issues
discussed is how much respon-
sibility can be delegated and in
what cases fiduciary responsi-
bility can be delegated. This is
very important to plan manage-
ment. A section of the ERISA
Advisory Council report focus-
es on where the buck stops:

“Based upon the oral and writ-
ten testimony from a number

of witnesses, the Council
learned that the provisions
under ERISA that govern
outsourcing  arrangements
are (i) complex, (i) not widely
understood by plan sponsors
and other fiduciaries, and (iii)
not clear in several key re-
spects. Thus, plan fiduciaries
face challenges in determin-
ing who is ultimately liable
for what or, in other words,
where “the buck stops.” How-
ever, the Council believes
that the Department can play
a key role in better defining
the roles and responsibilities
of plan sponsors, named fidu-
ciaries, and service providers
to whom key plan responsi-
bilities are outsourced. This
can be accomplish by (i) clari-
tying whether, by naming the
named fiduciary in the plan
document, the “buck” es-
sentially stops at the named
fiduciary rather than the em-
ployer, (i) defining the scope
of fiduciary liability when the

fiduciary outsources plan ser-
vices to non-fiduciary services
providers, and (iii) explaining
how the co-fiduciary provi-
sions interact with the gener-
al fiduciary duty provisions in
the outsourcing context and
the knowledge requirement.”

The report also discusses mul-
tiple-employer plans (MEPs)
as a special type of outsourc-
ing provider. MEPs allow full
outsourcing of benefit man-
agement, and for a true mult-
ple-employer plan, audits and
filings are conducted at the
plan and not the employer lev-
el. A big question today is the
future of open MEPs. These
are plans that permit unrelat-
ed employers to join a MEP,
but they are not recognized by
the Department of Labor as a
single plan, so each employ-
er is separately subject to plan
filing and audit requirements.
The ERISA Advisory Council

report points to testimony in-


http://www.dol.gov/ebsa/publications/2014ACreport3.html
http://www.dol.gov/ebsa/publications/2014ACreport3.html

dicating that MEPs will be ad-
vantageous to small employers
if the rules are liberalized so
that they are treated as a single
plan. Some individuals believe
that the increasing availabil-
ity of MEPs will increase the
availability of pension benefits
for small employers. However,
there are available various types
of prototype plans that are ef-
ficient and easy to implement.
Therefore, it is unclear how
much such arrangements will
increase small employer offer-
ing of benefits unless there is a
mandate. Clearly, advocates for
these plans are asserting that
they can increase small employ-
er benefit offerings.

However, liberalizing such ar-
rangements can have downsides.
Other types of multiple-em-
ployer benefit arrangements,
particularly multiple-employer
welfare arrangements (MEWAs)
have been subject to abuse. That
leaves open the question of what
types of protections are needed
in such MEPs. The ERISA Ad-
visory Council identified areas

MEP  administration/
operation can be improved. The
report stated:

where

“Based upon the testimo-
ny, the Council believes that
MEDPs, including open MEPs,
may prove helpful in increas-
ing retirement plan coverage
of employees who work for
small businesses. The Coun-
that the
Department take several ac-
tions with respect to MEPs,
including: (i) consider the
benefits of multiple employer
arrangements in facilitating
plan formation in rulings and
interpretations; (i) consider
developing a sample struc-
ture for MEPs that will help
ensure that conflicts of inter-
est, prohibited transactions,
and fiduciary independence
and disclosure are in place;
and (iii) develop safe harbors
for MEP sponsors and adopt-
ing employers that would not
expose them to liability from
acts of non-compliant adopt-
ing employers.”

cil recommends

Later on the report stated:

“The Council does recog-
nize that there are “bad ac-
tors” in the retirement MEP
marketplace. In fact, the
Department of Justice and
the Department of Labor
have recently addressed
situations  involving such
bad actors. However, given
the potential advantages of
MEPs, the Council recom-
mends that the Department
consider how open MEPs
may be used, while still pro-
tecting the interests of par-
ticipants and beneficiaries.
This tension between bal-
ancing the benefits of out-
sourcing against potential
downsides for participants is
most prevalent in the area of
vendor oversight. One of the
fundamental benefits of a
MEDP is that the plan sponsor
can relieve itself of many of
the obligations of plan ad-
ministration by having those
obligations assumed by the
MEP sponsor. Where the
MEP sponsor is also a ven-

dor, there is clear potental
for a conflict of interest.”

The ERISA Advisory Council
report increased my knowledge
about outsourcing, and also
pointed out important business
issues and questions to me. It is
clear there are areas where reg-
ulatory guidance is fuzzy, and
where evolving practices leave
open questions. I recommend
the report to actuaries and sug-
gest that this is an important
area to contemplate. H

Anna M.
Rappaport,
FSA, MAAA, is
an actuary,
consultant,
author, and
speaker, and is
a nationally and internationally
recognized expert on the impact
of change on retirement systems
and workforce issues. She can be
reached at anna@ annarappaport.
com.
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here is widespread agree-
ment among actuaries,
economists and pension

regulators that promotion of

lifetime income is the single
most critical element of im-
proving security.
According to the American
Academy of Actuaries:

retirement

In today’s aging society, the
widespread
lifetime income is the single
most important step needed
to improve the retirement
security of older Americans.

The American Academy of

Actuaries believes that retire-
ment security can and should

be significantly improved by

the promotion of lifetime in-
come, and that actuaries have
an important role to play.
The Academy has identified
lifetime income as a top pub-

lic policy issue and strongly

supports initiatives that will
lead to more widespread use
of lifetime income options.?

This essay sets out views on
the economic realities from an
employer’s perspective’ under-

assurance  of

lying employer-based benefits
and identifies three regulatory
reforms critical to increasing
the take-up of lifetime income
in  employer-based  benefit
plans. Without these reforms,
there is no clear path to statisti-
cally significant increase in the
take-up of lifetime income. As
necessary as these regulatory
reforms are, more plan sponsor
and participant education will
also be needed.

To remain competitive in the
global economy, “it is impera-
tive that companies find ways to
control labor costs.” A prima-
ry reason labor costs have been
increasing rapidly is the rising
cost of benefits.’ Cornell ILR
School professor Kevin Hallock
“suggests employers can opti-
mize the salary/benefits formu-
la by thinking carefully about
how much benefits are worth
to specific workers, versus how
much they actually cost.”®

Regulatory reforms are critical

to increasing the use of lifetime
income in DC plans.
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Exhibit I.

Comparison of employee costs to employee valuation’

pension

Health insurance 12.8%*° 86%
Life insurance 3% 43%
Disability insurance 45% 44%
Defm_ed benefit 10% 50%
pension

Defined contribution 4.5% 75%

As Exhibit T shows, a dollar
spent on a defined benefit plan
benefit is not cost-effective
as an employee recruitment
and retention tool compared
to other benefits.!!  Almost as
many employees view life and
disability insurance as import-
ant as a defined benefit plan,
though life and disability in-
surance each cost the employ-
er less than 5 percent of the
cost of a defined benefit plan.
Additionally, 25 percent more
employees consider a defined
contribution plan important as
consider a defined benefit plan
important, though the DC plan
costs the employer less than
half as much as a defined ben-
efit plan.

If participants understood the
value of a deferred annuity
benefit, they would be elect-
ing annuities where available
as distribution options in de-
fined contribution plans.” This
would likely be the case even
if there were no regulatory or
administrative costs in addition
to the cost of the benefit itself.

Further, the long-term nature
of a defined benefit plan and the
absence of fiduciary safe harbors
mean there is an additional risk
of litigation expenses and dam-
ages arising from participant al-
legations that the plan sponsor
has breached its fiduciary duty.

In an attempt to control costs,
employers moved decades ago
away from the actual purchase
of deferred annuity segments
as the primary funding vehicle
for defined benefit plans. In the
first stage of this movement
away from funding plan bene-
fits as accrued through annuity
purchases, plan sponsors kept
plan assets in a trust during an
employee’s working life and
purchased annuities at retire-
ment. The next step was to
retain all plan assets and liabili-
ties, with no risk transfers to in-
surers. The Financial Account-
ing Standards Boards FASB
158 required publicly traded
companies to put the funding
status of their pension plans on
their balance sheets and to rec-
ognize certain pension costs as
a component of other compre-
hensive income.!* This greatly


http://www.fasb.org/summary/stsum158.shtml
http://www.fasb.org/summary/stsum158.shtml
http://www.actuary.org/content/lifetime-income-initiative
http://www.actuary.org/content/lifetime-income-initiative

increased the prominence of
unfunded pension liabilities
considered by market analysts
to be too large compared to the
size of the business enterprise.’
The termination or freezing of
defined benefit plans and the
transfer of balance sheet assets
and liabilities to insurers is a
completely rational response
to the employee valuation and
balance sheet issues.

Fiduciary exposure is a deferred
cost with no current or future
benefit. As discussed above,
employers need value for their
benefit costs to remain com-
petitive in the labor market.
As Exhibit 1 shows, defined
contribution plans are excep-
tionally attractive from a cost/
benefit perspective. More than
75 percent of employees view
a defined contribution plan
as important, not far behind
health insurance, though the
defined contribution costs the
employer less than half as much
as health insurance.'¢

"To increase provision of em-
ployment-based lifetime income,
significant regulatory changes
are required. A plausible case
could be made, given the unique
characteristics of an annuity
investment, that the existing
404(c) regulations require a plan
sponsor offer lifetime income as

a plan option.”” In any case, the
regulations should be revised to
require that DC plans relying
on the safe harbor offer lifetime
income. There is surely as much
justification for such a require-
ments as for the existing require-
ment to provide a low-risk, liquid,
income-producing fund.”® Even
with such a requirement, but
more important without it, there
should also be an issuer safe har-
bor that would enable an issuer
of lifetime income annuities to
assure an employer that the is-
suer fell within a safe harbor. It
is my view that even a safe har-
bor which required the employer
determine issuer compliance is

not enough, in the absence of a
requirement that a plan provide a
lifetime income option.

Further, Exhibit I and the elec-
tion experience of the relatively
few defined contribution plans
that offer lifetime income show
employees simply do not ap-
preciate the economic value of
annuities.”” To meaningfully
increase provision of lifetime
income, plan sponsors will need
to have the ability, without in-
additional  fiduciary
exposure, to allocate irrevoca-
bly some or all of the employer
match to lifetime income. This
would require modification of

curring

the 404(c) safe harbor regula-

tion.?

Employers rationally do not
wish to increase benefit costs
in a way that gets no employ-
ee credit. Within the last sev-
eral months, there have been
two settlements of employee
class action defined contribu-
tion plan suits that totaled $92
million.?! Results like these are
not only meaningful financial-
ly, but they partially negate,
in terms of negative employee
perceptions, the value of the
benefit plans. The cases are
ample evidence of why employ-
ers have no appetite whatever
for additional fiduciary expo-
sure, regardless of the social
utility of taking that risk. For
that reason, the two regulatory
reforms I propose are essential
to enhancing the role of em-
ployer-based lifetime income in
ensuring the retirement income
security of Americans. l

Paul J. Donahue,
FSA, MAAA, is

an assistant
vice president

in MetLife’s
Corporate
Benefit Funding
Division in New York and a
member of the Society of Actuaries
Committee on Post-Retirement
Needs and Risks. Paul has
published extensively on topics in
employee benefits and economics.
He can be reached at pdonahue@
metlife.com.
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ENDNOTES

1

I am grateful to Anna Rappaport,
Anna Rappaport Consulting, and
Nan Tecotzky, vice president,
MetLife, for comments on earlier
drafts.

See also the Society of Actuaries’
fact sheet “Reaching Guaranteed
Lifetime Income: Tackling Nine Mis-
conceptions”; “Lifetime Income—
An_Important Focus of Retirement
Planning” by Anna Rappaport; and
“Lifetime Income Insurance Prod-
ucts and Emerging Issues” from the
American Academy of Actuaries.

I do not address social utility of
various benefits in my analysis
of employer benefit economics.
| share the academic consensus
that increasing provision of lifetime
income is in the national interest,
but | do not expect employers to
take on an added economic burden
imposed by perversely structured
benefit incentives because they are
socially useful.

“Employee Compensation,” Ency-
clopedia of Management.

Ibid.

“Employee Compensation: Know
the True Costs of Employment and
Optimize Them to Benefit Employ-
ers, Employees,” from the Center for
Advanced Human Resource Stud-
ies.

I ' wish to emphasize at the outset
that this table says nothing about
the economic cost/benefit of the
benefits listed, nor anything about
the relative social utility of the ben-
efits. Further, the data represent av-
erages, presumably for employers
who provide, on a normalized basis,
all the benefits, and there would be
wide dispersion around these num-
bers for particular employers. Ob-
viously, not all employers provide
these benefits.

These are approximations based on
data from the Bureau of Labor Sta-
tistics’ “Employer Costs for Employ-
ee Compensation,” Table 6, private
sector, goods producing and all
services, and “Retirement Costs for
Defined Benefit Plans Higher Than
for Defined Contribution Plans.” In
the case of health care, see the fol-
lowing note. While | have no doubt

20 | SEPTEMBER 2015 PENSION SECTION NEWS

B

5

e}

I~

&

5

the percentages vary materially
from what we could calculate with
actual compensation figures for
employers offering particular bene-
fits, I believe the numbers are good
enough to support the arguments |
make based on them.

“Views on the Value of Voluntar
Workplace Benefits: Findings from
the 2014 Health and Voluntar
Workplace Benefits Survey,” in EBRI
Notes, p. 4.

See The Kaiser Family Foundation’s
“Snapshot: Employer Health Insur-
ance Costs and Worker Compensa-
tion.” This is a number for 2010, but
| have not projected.

Employees with significant service
still accruing service credit in a de-
fined benefit plan are an exception
to this generalization. The plan sig-
nificantly promotes the retention of
these employees. However, these
are also the accruals most costly for
the employer.

| exclude from consideration cash
balance plans, which I intend to dis-
cuss further in a subsequent essay.
| believe that with some relatively
modest legislative changes, there
could be a greater role for simplified
cash balance plans.

http://www.americanbar.org/con-
tent/newsletter/groups/labor law
ebc newsletter/12 spring ebc
news/12 spring aball ebc
choose.html

See Financial Accounting Standards
Board’s FASB 158.

See GM Chief Financial Officer Chris
Liddell in Craig Trudell, “GM Puts
$2.32 Billion of Stock Toward Fund-
ing Pensions,” Bloomberg Business,
Jan. 14, 2011: “You can’t have this
huge tail wagging the small dog.
You can’t be a $100 billion pension
plan with a car company attached
to it. The value of the company
should be driven by the quality of
the vehicles and the margins we
make on them, not [by] what the
discount rate is.”

Problems evaluating deferral lead
participants to undervalue defined
benefit plans and to overvalue de-
fined contribution plans. Even in
the absence of a match, for each
dollar of DC contribution, an em-
ployee sees take-home pay go

2

down $.7 and an investment ac-
count increase $1. The employee
perceives an immediate gain of $.3,
since the employee is ignoring fu-
ture taxes. In a DB plan, the amount
of the employer contribution is not
visible in the paycheck, the partici-
pantis not calculating pay period to
pay period benefit accumulations,
and even if the employee did do
that, the present value of the future
benefit would not feel like an imme-
diate increase in wealth. Employers
who wish to retain DB plans could
greatly increase their value as a re-
tention and recruitment tool by in-
cluding in pay statements informa-
tion on benefit accrued and their
present value.

29 CFR § 2550.404c-1(b)(3)(i)(B)(3)
requires that the available alterna-
tives “enable the participant or ben-
eficiary by choosingamong them to
achieve a portfolio with aggregate
risk and return characteristics at
any point within the range normally
appropriate for the participant or
beneficiary.” | believe a plan with-
out a lifetime income alternative
cannot meet this requirement with
respect to participants nearing re-
tirement.

Cf. 29 CFR § 2550.404c-1(b)(2)(C)(2)
(ii).

See “Towers Watson CEQ: Trends
Don’t Favor Lifetime Income Adop-
tion.” According to John Haley, chief
executive officer of Towers Watson,
only 12 percent of DC plan sponsors
offer a lifetime income distribution
option, and among the plans that
do offer them, the vast majority of
plan sponsors report a take-up rate
of 5 percent or less.

See Jody Strakosch and Melis-
sa Kahn, “Better Outcomes from
Defined-Contribution Plans,” The
Journal of Retirement, vol. 2, no. 3
(winter 2015). This excellent article
explores a settlor path to allocation
of some portion of employer match
to lifetime income, and discusses
issues of administration. However, |
believe it recognizes, in part explic-
itly, in part implicitly, the need for
regulatory relief from fiduciary risk
exposure.

See “Lockheed Martin to pay $62
mln to settle 401(k) lawsuit” and
“Ameriprise Financial Settles ERISA
Fee Litigation.”
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he 2015 Pension Re-

search Council annual

symposium  topic was
“Implications of the New Reg-
ulatory Order for Retirement
Risk Management.” It was ex-
citing for me because it made
me think about things I do not
often contemplate. This per-
spective provides insight into
those thoughts. All of the pa-
pers will be posted as working
papers on the Pension Research
Council website. I encourage
you to read the papers and find
your own issues of interest.

I have used an idea shared by
Emily Kessler, an actuary from
the Society of Actuaries staff
and one of the discussants in
the program. Emily compared
the ideas to a cubist perspective
and illustrated her point with
examples of the work of Picasso
and Braque. There are differ-
ent viewpoints and stakeholder
perspectives on the topics. The
cubist shows you the object as
you might see it from all sides.
The papers and discussion pro-
vided a perspective that com-
bined multiple, often conflict-

ing, viewpoints. The discussion
did not reconcile the different
viewpoints but allowed you to
see them side by side.

The background for the sym-
posium is the aftermath of the
2007-09 financial crisis com-
bined with population aging,
low financial literacy, and the
shift from defined benefit to
defined contribution plans.

Since 2008, there has been a
growing focus on the possibil-
ity of system failure and what
is needed to prevent it. There
was quite a lot of discussion of
systemic risk, or of risks which
were large enough to cause sig-
nificant problems within the
system or to cause general sys-
tem failure.

Concern about system failure
leads to an awkward situation
with regard to regulation. Two
contradictory propositions
co-exist. There 1is concern
about the need to strengthen
regulation, with a focus on cap-
ital requirements, operational
risk and liquidity. At the same
time, there is concern that reg-
ulations are already too com-
plex, too expensive to deal with
and confusing, partly because of
multiple sources of regulation.

A number of financial institu-
tions have been identified as
too big to fail, and designat-
ed as “systemically important
financial institutions.” The
insurance companies include
Prudential Financial, MetLife
and AIG. (Globally there are
nine insurance companies on
this list.) These institutions are
subject to additional regulation.

While most insurance company
regulation is state-based in the
United States, the added layer
of regulation is federal. In ad-
dition to the focus on economic
exposure of very large organi-
zations, there was also a focus
on how much damage a single
unethical individual could do if
well-organized enough.

The regulation of systemically
important entities grew up in
the world of bank regulation.
Several papers looked at the
challenges involved in extend-
ing these concepts to other
types of large institutions (how
do the risk transfers implicit in
insurance, asset management
and pensions correlate to those
in banking) and to what extent
is regulation needed to prevent
their entry as “unauthorized
banking” facilities versus what
is known about these entities as
unique potential contributions
to financial instability?

We should also remember that
these systems have a variety of
guarantee arrangements, which
are part of the system. States
have state insurance depart-
ments which in turn work with
state guarantee funds, which
could fail. Pensions are guar-
anteed in the United States up
to defined limits by the Pen-
sion Benefit Guaranty Corp.
(PBGC) which also could fail.
There are pension protection
funds in other countries as well.

How will changes in the re-
quirements for insurers, asset
managers and pension funds af-
fect the underlying retirement
system? How will the cost of
insuring longevity risk change
as a result? These answers will
depend on the evolving regula-

tory system.
CONTINUED ON PAGE 22
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The regulatory issues were
generally identified as interna-
tional. There are parallel and
similar issues facing regulators
in many countries, and the reg-
ulators work together in inter-

national organizations. Many of

the larger financial institutions
operate internationally today.
Some solutions may be adopt-
ed only locally but others will
reflect recommended inter-
national practice. Within the
United States, there is a parallel
issue as insurance is regulated
primarily by the states, and the
state insurance departments
work together through the
National Association of Insur-
ance Commissioners (INAIC).
It seems likely that change is
coming. The papers provided
some historical context togeth-
er with identification of some
of the concerns today.

When we think about the re-
tirement system and regulation,

we need to think about four

sets of institutions: pension
funds, insurance companies,
banks and mutual funds. Pro-

tecting individuals, ensuring

sustainability and stability are

common concerns across all of

these institutions. All are sub-
ject to operational risk.

Insurance companies and pen-
sion funds are subject to lon-
gevity risk. One of the papers
offers an international compar-
ison of the regulation of lon-
gevity risk, and how it differs
between these two types of in-
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When we think about the

retirement sy

em and regulation,

we need to think about four sets

of institutions: pension funds,
insurance companies, banks and
mutual funds.

stitutions, country by country.
Discussions of longevity risk
are often in the context of fixed
retirement ages. If they were
in the context of fixed periods
of retirement, the discussion
would be very different.

Liquidity is a concern in all of
these institutions, but the re-
quirements and specific issues
are very different. Appropriate
disclosures are always a con-
cern. One of the papers dealt
with this topic.

Pension funds are very long-
term arrangements. Tradition-
ally, smoothing was used in pen-
sion accounting and measuring
costs. It has been demonstrated
that this practice did not meet
the needs of shareholders well.
However, others have argued
that smoothing is appropriate
as pensions are a long-term ar-
rangement. This debate contin-
ues to this day.

One of the papers looked at this
issue from the perspective of
the individual. That paper, “Ac-
counting and Actuarial Smooth-
ing of Retirement Payouts in
Participating Life Annuities,”
demonstrated that smoothing
is valuable to the individual and
proposed the use of participat-

ing contracts to achieve it. Un-
der the arrangement presented,
smoothing proved valuable
to multiple stakeholders. An-
other paper, “Mark to Market
Accounting for United States
Corporate Pensions: Implica-
tions and Impact,” examined
the results of companies that
had adopted market values in
their accounting, and compared
them to a group of companies
that remained with Generally
Accepted Accounting Princi-
ples (GAAP). That paper found
that the change did not seem
to matter. The market value
impacts were backed out when
incentive pay was determined
and when analysts were look-
ing at the companies. (This
analysis does not consider an
early-mover advantage; the
very first companies to adopt
this approach appear to have
received an anomalous benefit
from the change.)

A number of other issues were
discussed:

* Demographics raise concern
in many quarters. In the lun-
cheon speech, Lady Barbara
Judge of the UK. Pension
Protection Fund took the
position that people need to
work longer. Others asked
where jobs for seniors would

come from and pointed out
that people in some jobs
wear out.

* The closing panel focused
on the importance of risk
sharing and pointed out that
many public plans have ad-
opted risk-sharing arrange-
ments.

* There was quite a disagree-
ment over the importance of
education and its value. Ha-
zel Bateman from the Uni-
versity of New South Wales
in Australia pointed out that
it is extremely important,
but this was countered with
discussion indicating that in
many situations, individuals
simply will not understand
the point.

® There was another discus-
sion about the appropriate
way to measure benefit ad-
equacy for policy purposes.
Andrew Biggs presented his
ideas for ways to adjust re-
placement ratios, and others

disagreed.

The symposium served to bring
out a range of issues, make one
think of the uncertain future
and point out how different the
perspectives on many of these
issues are. Thank you to the
Pension Research Council for
sponsoring this discussion. H

Anna M.
Rappaport,

FSA, MAAA, is

an actuary,
consultant,
author, and
speaker, and

is a nationally and internationally
recognized expert on the impact of
change on retirement systems and
workforce issues. She can be reached
atanna@annarappaport.com.
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HOST A TOP-NOTCH PROFESSIONALISM WORKSHOP FOR YOUR
EMPLOYEES (WITHOUT LEAVING THE OFFICE)

Check out the Professionalism Ready-to-Go Kit, which uses real-life scenarios to provide ample

opportunities for group discussion in your office.

¢ Includes a facilitator guide, logistics guide, slide presentation and participant guide
e Participants may attain Continuing Professional Development credits

e |deal for 20-30 employees
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and resources available for solving them, which will lead to a better understanding of the Code of
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