PENSION PLAN BOOKKEEPING METHODS

HEARING

BEFORE THE

SUBCOMMITTEE ON PRIVATE PENSION PLANS
AND EMPLOYEE FRINGE BENEFITS

OF THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

NINETY-FIFTH CONGRESS

SKECOND SEBSION
ON

S. 2992

A BILL TO AMEND THE INTERNAL REVENUE CODE OF 1884 TO
PROVIDE UNIFORM ACCOUNTING OF PENSION LIABILITIES OF
TAX-EXEMPT PENBION FUNDS

JUNE 14, 1978

Printed for the use of the Committee on Finanve

&2

_ U.8. GOYERNMENT PRINTING OFFICE
31-4760 WASHINGTON : 1978

S36!-



COMMITTEE ON FINANCE
RUSBELL B. LONG, Louisiana, Ohafrman

HERMAN E. TALMADGE, Georgla CARL T. CURTIS, Nebraska
ABRAHAM RIBICOFF, Connectlcut CLIFFORD P. HANSEN, Wyoming
HARRY F. BYRD, Jr., Virginia ROBERT DOLE, Kansas
GAYLORD NELSON, Wisconsin BOB PACKWOOD, Oregon

MIKE GRAVEL, Alaska WILLIAM V. ROTH, Jz., Delaware
LLOYD BENTSEN, Texas PAUL LAXALT, Nevada
WILLIAM D. HATHAWAY, Maine JOHN C. DANFORTH, Missour!

FLOYD K. HASKELL, Colorado
SPARK M. MATSUNAGA, Hawail
DANIEL PATRICK MOYNIHAN, New York

MICHAEL BTERN, Staff Director
Gxonos W. PRITTS, Jr., Minority Counsel

SUBCOMMITTEE ON PRIVATE PENSION PLANS AND EMPLOYEE FRINGE BENEFITS

LLOYD BENTSEN, Texas, Chairman

MIKE GRAVEL, Alaska BOB PACKWOOD, Oregon
SPARK M. MATSUNAGA, Hawall CARL T. CURTIS, Nebraska

()



CONTENTS

ADMINISTRATION WITNESS

Lanoff, Ian D.,, Administrator, Pension and Welfare Benefit Programs,
U.8, Department of Labor..... N mmmmmrememmmeemesesese——ee—————————

PUBLIC WITNESSES

American Academy of Actuarfes, Edwin F. Boynton, president, accom-
p:m!ed by Preston Bassett, vice prestdent, and Steve Kellison, executive
AreCtor - oo e e ;e —————

Arthur Andersen & Co., William D). Hall and David Landsittel, partners._

Boynton, Edwin F,, president, American Academy of Actuaries, accom-
panied by Preston Bassett, vice president, and Steve Kellison, executive
director - e ————

Ehrbar, Al F., board of editors, ¥Fortune magazine_ ... _____..__

Hall, Willlam D., partner, Arthur Andersen & CO- . oo

Landsittel, David, partner, Arthur Andersen & Co_______________________

COMMUNICATIONS

American Academy of Actuaries, Stephen G. Kellison. oo ...
American Iustitute of Certified Public Accountants, Wallace E. Olson,

president oo ,emememmemeem——ac——— e ————
Berin, Bob, William M. Mercer, Inc. . ccemcm———-
Financial Accounting Standards Board._ ... o
Connorg, John A., partner, Kwasha Lipton, Inc. oo oo
Kellison, Stephen G., American Academy of Actuaries. ... _____
Olgon, Wallace E., president, American Institute of Certified Public

ACCOUNANES o o e e e e ———

ADDITIONAL INFORMATION

Committee press release announcing this hearing. - .. - ——
Text of the bill 8. 2092 _ oL e m————
Article:
Those Pension Plans Are Even Weaker Than You Think, by A. F.
Ehrbar e ———
It Makes Social Security Look Solvent- . e
Pensions: A $100 Billion Misunderstanding.. .. ___________.____
Worrying About the Pension Gap, by Deborah Rankin_______________

(1)

Page
18



PENSION PLAN BOOKKEEPING METHODS

WEDNESDAY, JUNE 14, 1078

U.S. SeNaTE,
SuBcoMMITTEE ON PRIvATE PENsSION PLANS AND EMPLOYEE
Frinee BeNerrTs oF THE COMMITTEE ON FINANCE, .
Washington, D.CO.

The subcommittee met, pursuant to notice, at 10 a.m. in room 2221,
Dirksen Senate Office Building, Hon. Lloyd Bentsen (chairman of the
subcommittee) presiding.

Present : Senators Bentsen, Curtis, and Packwood.

_ [The committee press release announcing this hearing and the bill
S. 2992 follow :] :

{Committee on Finance—Press Release]

SENATOR BENTSBEN ANNOUNCES HEARING OR PENSION PLAN BOOKKEEPING
MeTHODS—SAYS LIABILITIES UNDERSTATED FOR MANY PLANS

Senator Lloyd Bentsen (D.-Tex.), Chairman of the Finance Subcommittee on
Private Penslon Plans, announced Tuesday that hearings have been scheduled
for Wednesday, June 14, 1978, into bookkeeping methods that may not reflect the
true condition of pension plans,

The hearings will be held in Room 2221 Dirksen Senate Office Building and will
begin at 10 A M.

Witnesses will include spokesmen for the Treasury and Labor Departments,
pension actuaries and pension consultants.

“Some observers report that a potentially disastrous pension situation is de-
veloping with regard to unfunded liabilities—those pension benefits owed by a
company that it hasn't set aside assets to pay for,” Bentsen said.

“It i3 a matter of concern that, because of the differing accounting pro-
cedures that can be used, the size of these unfunded llabilities may be greatly
understated.”

According to one recent published account, Senator Bentsen said, corporations
themselves report that unfunded liabilities for their pension plans now exceed
$50 billion. However, the article concluded that the liabilities might actually
amount to several hundred billion dollars.

He noted that Caterpiliar Tractor, for example, negotiated a pension increase
with the United Auto Workers in 1976 but, using generally accepted accounting
prﬁ%edures, reported a decrease in unfunded liabilities from $440 million to $270
million.

“Pension plans for government workers are the prime offenders and the Fed-
ral Government is at the top of the list,” Bentsen sald,

“The Civil Service system reports unfunded liabilities for its pension plan of
$107 billlon but admits that the true liabilities are more than twice as big as that.”

“During these hearings, we will take a look at the advisability of setting
standard accounting procedures for pension plans, both public and private. As
things now stand, one plan's assets may be another’s liabilities and we can’t have
that,” Senator Bentsen said.

The Subcommittee will receive comments on the following accounting and ac-
tuarial issues which relate to the safety of pension benefits for senior citizens:

(1)
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1. What methods should be used to determine the amount of pension expense to
be charged to the operations of the sponsoring employer for each accounting
period? Are different methods needed for multiemployer plans?

2. Should the unfunded liability of a pension plan be shown as a liability on
the balance sheet of the sponsoring employer?

3. How should plan assets be valued? Should they be valued at market, acqui-
sition cost, or some basis in between these two values?

4. For purposes of symmetry or for some other reason, should pension costs and
liabflities be computed on the same basis for the pension plan and for the sponsor-
ing employer's corporate statement?

5. How to insure that actuarial assumptions are not manipulated to the detri-
ment of plan participants and retirees?

8. Do these or similar accounting and actuariat problems exist with respect
to publie retirement systems?

Legislative Reorganization Act.—Senator Bentsen stated that the Legislative
Reorganization Act of 1946, as amended, requires all witnesses appearing before
the Committees of Congress “to file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to brief summaries of thelr
argument.”

Witnesses scheduled to testify should comply with the following rules:

1. A copy of the statement must be filed by noon the day before the day the
witness 18 scheduled to testify.

2. All witnesses must include with their written statement a summary of the
principal points included in the statement,

3-The written statements must be typed on letter-size paper (not legal size)
and at least 756 coples must be submitted by the close of business the day before
the witness is scheduled to testify.

4. Witnesses are not to read their written statements to the Committee, but
are to confine their fifteen minute oral presentations to a summary of the points
included in the statement.

5. No more than 15 minutes will be allowed for oral presentations.

Written testimony.—Senator Bentsen stated that the Subcommittee would
be pleased to receive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion in
the record should be typewritten, not more than 25 double-spaced pages in length
and mailed with five (5) copies by July 14, 1978, to Michael Stern, Staff Director,
go(r}nné(i)t"’tleg on Finance, Room 2227 Dirksen Senate Office Building, Washington,
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IN THE SENATE OF THE UNITED STATES

ArriL 26 (legislative day, AeriL 24), 1978

Mr. BenTeex introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to pro;'ide uni-
form accounting of pension liabilities of tax-exempt pension
funds.

1 Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,

|3

That section 412 of the Internal Revenue Code of 1954 is

(]

amenged by adding the following new subsection (j) :

“(j) UNIFoRM AcCCOUNTING.—Within 90 days of
the date of enactment of this subsection, the Secretary shall
promulgate uniform standards for calculating and reporting

the assets and liabilities of pension plans and for disclosing

U= - D - T =, B N

the actuarial assumptions used in such calculations.”.

Senator BEnTseN. This hearing will come to order. May we have
quiet in the back of the room, please?

This morning, the Pension Subcommittee of the Finance Committee
of the Senate is holding hearings on the adequacy of funding pension
plans and, in particular, on the adequacy of accounting and actuarial
methods that are currently being used. Several aspects of this issue
were brought to public attention, and to my personal attention, when
I read last November an excellent article in Fortune magazine which,
in turn, was applauded by the New York Times in an editorial.

The purpose of this hearing is to determine the extent of the problem
and to develop appropriate remedies.
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First, it was reported that a potentially disastrous pension situation
was developing with regard to unfunded liabilities, those pension ben-
efits owed by a company that it has not set aside the assets to pay for.
It is a matter of concern that, because of differing accounting pro-
cedures that can be used, the size of these unfunded liabilities may be
greatly understated.

According to Fortune magazine, corporations themselves report
that unfunded liabilities for their pension plans now exceed $54 bil-
lion. However, the article concluded that the liabilities might actually
amount to several hundred billion dollars.

- Second, the potential for manipulation of actuarial assumptions
must be prevented to protect plan participants and senior citizens
across the Nation.

Caterpillar Tractor, for example, negotiated a pension increase with
United Auto Workers in 1976, but reported a decrease in unfunded
liabilities from $440 million to $270 million.

. One of the problems that you run into in labor management negotia-
tions is that manaﬁement can decide, well, we are going to cut down the
contributions to the funding of the pension fund by changing the ac-
tuarial assumptions. So they bring in the actuary and they say, we are
going to get a bigger return on these assets. So we are going to forecast
a higher return and therefore we have to spend less to fund. And, in
turn, we do not affect the profits of the company. What they do not
say is that that increased funding will be needed down the road some-
place. The current management and the current labor negotiators will
not have to face that decision. It will be somebody else that has replaced
them in future years. S

Third, the presentation of actuarial-and accounting information is
often so confusing that the information is almost worthless. There is so
much latitude in the way that pension calculations are performed that
the companies can come up with virtually any level of contributions
and liabilities that they choose. There is an abundance of misleading
pension data, and Congress recently learned this the hard way.

When ERISA was formulated in 1973 and 1974, we were assured
that the prospects for financial failure of the multiemployer pension
plans were virtually nonexistent. In fact, they said we ought to cut the
contributions down substantially, they were so safe.

However, we learned last fall that the PBGC was faced with the
prospects of a multibillion dollar liability. PBGC was about to go
bankrupt because the multiemployer plans, the ones we were told were
so sound, had enormous liabilities. And this situation now threatens
the entire ERISA termination insurance program.

It is essential that this kind of misinformation be eliminated.

During these hearings we will look at the advisability of setting
standard accounting procedures for pension plans, both public and
private. I recently introduced S. 2992, and that would direct the Sec-
retary of the Treasury to promote uniform standards for reporting
and calculating the assets and liabilities of pension plans, and for dis-
closing the actuarial assumptions used in such caleulations.

This hearing will also look at the actuarial and accounting prob-
lems with respect to State and local plans. The House pension task
force recently prepared an extensive report on public plans. The task
force concluded that “there is a compelling need for uniform actu-
arial measures, terminology and standards to enable plan participants,
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plan sponsors and taxpaiers to assess the present funding status and
future funding needs of their system.”

Today, pension plans receive several billion dollars of tax benefits
from Congress each year. Investment earnings of most plans are tax-
exempt. Employer contributions are tax deductible. )

Pension contributions are not taxable to employees currently. Quali-
fied plans receive special estate tax and lump sum distribution
treatment. .

I think it is the responsibility of the tax committees of the Congress
to insure that these billions of dollars of annual tax incentives are not
abused to the detriment of pension plan participants and their bene-
ficiaries. Money in these plans belongs to the participants and to the
beneficiaries and to no one else. R

In response to the Fortune magazine article, the Labor Depart-
ment began a thorough review of these problems in coordination with
the accounting and actuarial professions, and I certainly commend
Mr. Lanoff and Mr. Woodru&’ of the Labor Department for their
constructive efforts to formulate a solution to these problems.

I urge the private sector to cooperate with the Labor Department
and the Treasury Department on this matter. I am very pleased that
the pension officials of the Labor Department are going to be our first

~~ witnesses this morning.

Senator Curtis?

Senator Curris. I have no statement to make. I concur with what
the chairman said.

Senator BENTSEN. At this point in the hearing record I will insert
a copy of the November 1977 Fortune article as well as a New York
Times editorial and article.

{The material referred to follows:]

[From Fortune, November 1977]

THOSE PENSION PLANS ARE EVEN WEAKER THAN You THINK
(By A. F. Ehrbar)

MANAGERS AND ACTUARIES ARE VASTLY URDERESTIMATING THE COSTS OF RETIREMENT
BENEFITS. WHEN COMPANIES FINALLY HAVE TO PAY THE BILLS, THERE MAY NOT
BE MUCH LEFT OVER ¥OR STOCKHOLDERS

Fans of “Pumping Iron” will surely recognize that fellow flexing his muscles
on the opposite page. Rather than pumping iron himself, though, our Mr.
Pension Fund has been pumped up with a lot of hot air. His condition, leaks and
all, does not grotesquely exaggerate the condition of the private pension system
in the U.S. today. The figure discloses in the footnotes to annual reports make
most pension plans look considerably more robust than they actually are.

The most obvious measure of a pension plan’s strength is the degree to which
assets have been set aside to cover retirement benefits. “Unfunded liabilities,” as
uncovered benefits are called, have been growing apace, and now exceed $50
billion, according to corporations’ own reported figures. To be sure, corporate
America could pile up that much money by funneling off pretax profits for four
or five months. But the bulk of the unfunded liabilitles are concentrated among
a relative handful of companies that would be hard pressed to pay them off in a
few years, let alone months.

There is reason to believe, moreover, that the reported figures are ridiculously
understated. Unfunded liabilities might actually come to several hundred billion .
dollars. If that is true, even the “fully funded” strong men of the pension world
may turn out to he ninety-seven-pound weaklings. .

In a few extreme cases—employees’ pension claims against a company have
grown nearly as large as the total assets employed in the business. Lockheed’s
obligations, for instance, are so great that the company might be thought of as
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a pension plan that happens to make some missiles and alrcraft on the side.
At the end of last year, Lockheed reported totgl liabilities for vested pension
benefits of $1.3 billion, an amount equal to 82 percent of the assets used in the
business. The unfunded portion of those liabilities alone came to $276 million—
66 percent more than the company’s net worth and 46 percent more than the
market value of its stock.

Dozens of other corporations aren’t in much better shape when it comes to
unfunded liabilities. Ten of the top 100 companies in the Fortune 500 have un-
funded vested liabilities equal te a third or more of thelr net worth. In seven of
those cases, these uncovered pension claims exceed the value of the companies’
stock (for the companies, see page 107). The winner in the unfunded-liabilities
derby, however, has to be Wheeling-Pittsburgh Steel, No. 243 on the Fortune 500.
Wheeling’s unfunded vested liabilities of $274 million come to more than seven
times its recent stock-market value.

WHO BETTER WATCH OUT

The immediate question that comes to mind about these tremendous unfunded
liabilities is whether retiring employees will get their pensions. Actually, the em-
ployees have little to fear. The pension laws, as tightened up by the Employee Re-
tirement Income Security Act of 1974 (ERISA), have effectively lifted the risk
from the employees' backs. ERISA requires all companies with defined-benefit
pension plans to pick up the tab if one of their number defaults. (Defined-benefit
plans—which make up the vast majority of all plans—specify the dollar-amounts
employees will receive; the other variety, defined-contribution plans, promises
only that the company will put a certain amount into a pension fund each year.)

Now it {s the shareholders who had better watch out. From their point of view,
the disquleting question is whether the companies whose pension funds are
deeply in arrears will be able to pay off their obligations and still have much of
anything left over for profits. All those past, uncovered pension claims, after all,
must be met out of funds that would otherwise flow down to the bottom line. The
unfunded liabilities of some companies are so large—and rising so rapidly—that
they will inevitably put a drag on profits like lead in a racehorse’s saddlebags.
Wheeling-Pittsburgh, for instance, has amassed unfunded liabilities totaling
eight times its average pretax profits over the last three years. Uniroyal's un-
funded liabilities come to the equivalent of 12 years of profits, and Chrysler’s
to a staggering 27 years.

Even in this era of all-pervasive regulation and strict disclosure requirements,
there is ordinarily no way for an investor to get a decent line on the pension-
fund risks and unfunded liabilities he's buying into. The accounting and actuarial
treatment of pension liabilities {s a masterpiece of obfuscation. There is s0 much
latitude in the way pension calculations are performed that companies can come
up with virtually any level of contributions and liabilities they choose. Various
actuarial methods, all of them legitimate, produce wildly divergent results, as the
chart illustrates. And no matter which actuarial method is used, seemingly minor
variations in the company's assumptions about the growth of wages and the re-
turn on pension-fund investments can yield substantially different costs and un-
funded liabilities.

When it comes to comparing one company with another, the only pension
figure universally available on a vaguely comparable basis i3 “unfunded vested
benefits.”” (In fact, for many companies, this is the only figure available.) Vested -
benefits are those a company would have to pay employees if {ts pension plan
were terminated immediately. They are always smaller than total liabilities, be-
cause they include no allowance for the higher future salaries on which benefits
ultimately will be paid, or for benefits that will be paid to current ewployees who
will become vested. . X

That they are “vaguely comparable” is the best that can be said for unfunded
vested benefits. All companies use essentially the same actuarial method to com-
put- them, but minor differences in assumptions can throw the figures off by

-astonishing amounts. Unfortunately, few companies routinely disclose the as-

sumptions they use.
THE “THREE-MARTINI"” EFFECT

Nor do many companies disclose anything about the full dimensions of their
pension plans—the total assets and liabilities—even though these data are critical
in assessing the massive, but largely unrecognized, component of leverage that
pensions have added to corporate financial structures. All the gains and losses on



pension-fund portfolios untimately affect profits by raising or lowering future
pensfon contributions. For some companies, the pension fund's performance is
actually more fmportant to shareholders than operating results
heed’s $1.04-billfon pension fund, for example,
or losses. And in years of great stock-mark
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What figures are reported show that pension expenses have been exploding.
During the Seventies, annual corporate contributions to pension funds have
bounded upward at a rate of 15 percent a year, while funds available for con-
tributions (l.e., profits before taxes and pension expenses) have risen less than
7 percent a year. Even this torrid rate of spending hasn't kept pace with the
need. It seems remarkable in our statistics-crazed age that no one has com-
piled precise aggregate data on elther total or unfunded liabilities. But the few
samplings of reported penslon figures all show a widening gap between pension
liabilities and assets.

The liabilities have been bloated by what might be called the ‘linebacker
effect” and the “three-martini effect.” Most employees earn benefits based on
thelr incomes in the years immediately before retirement. 8o inflation in wages
creeps up on a pension plan like that infamous third martini. And companies also
increase retirement benefits, most often retroactively. The new labilities created
by such an increase can suddenly hit the pension fund with the jolt of Dick
Butkus chopping down a running back.

In the investment climate of the Seventies, pension portfolios have been un-
able to keep up with the huge growth of liabilities. Unfunded liabilities naturally
increased during 1973-74, when momentous stock-market losses pared the value
of pension-fund assets. But, incredible as it may seem, unfunded liabilitles had
climbed even higher by the end of last year. Wage inflation was so great, and
benefit increases so munificent, that they more than offset the boost pension fund:s
got from the best two-year stock-market rally since the mid-Fifties. With stocks
down again, pension funds are certain to be deeper in the red at the end of this
year.

THEY LOOK CONBERVATIVE BUT .

Getting a focus on just how large a drag pension costs will put on future
profits requires a look beyond the reported numbers and iunto the arcane realm of
the actuary. At first blush, it would appear that actunries have been conserva-
tively overstating costs and liabiiities, and that the future burden will not be
as bad as it looks. Using one of six “funding methods,” actuaries spread pension
costs over a period of years. Most of the methods distribute the cost fairly
evenly, often as a constant amount each year or as a constant percentage of pay-
roll, This approach tends to be conservative, for pension costs do not really follow
a smonth pattern. They start low and increase during an emploree’s career, both
in dollar terms and as a percentage of compensation. The methods that smooth
out the costs increase pension contributions in the early years and lighten the
burden later on.

10 WEAKLINGS AT THE TOP OF AMERICAN INDUSTRY?

Recent

market Unfunded

Unfunded velue of vested Unfunded
bonefls o Mock  fund sssets "r«u”mm? e benefits pe

1 stoc un [ r
Fortune 500 rank (millions) (millions) (millions) net worth employes
10—Chrysler. . . ... $1,095 $965 $1,354 3 34,472
Yt oive actic..- 71 752 1,168 3 [ 666
27— International Harvester. 676 m 751 4 9,243
33—Bethlehem Steel. . 1,28 813 1,119 43 12,229
. a7 n 631 108 1,810
276 189 1,042 166 5,009
468 59 413 3 12,945
497 k2 5§30 38 12,553
121 17 59 5,922
226 200 8 10, 367

1 Sizing up s company's unfunded liabilities can be a tricky matter, When their unfunded vested fabilities are examined
a3 a proportion of net worth, these corporations are the 10 worst among the top 100 companies on the Fortune 500. They
are In trouble no matter how you look at them, but concentrating on it!:s“ 1 measure can be somewhat mlsludhw. Lock-
heed, for instance, appears to be the worst off, with unfunded iisbilities exceeding net worth by 66 percent. But if a rise
in the stock market incraased the value of Lockheed's pension assets 27 percent, it would wine out unfunded veste:
benefits. Uniroyal’s assets, in contrast, would have to nun|¥
T et el e, B e st Ao oy G 1 R4t I P s, 1

. '
Lockhu;:w?d“d m )“tnlly funded.”” (Figures for unfunded lisbilities and assets are the mﬂhm n most
cases i . 31,
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Unfortunately, this actuarial conservatism is vitlated by a couple of crucial
assumptions that corporate managers and thelr actuaries make about what will
happen in the future. The two most critical assumptions concern the rate of
return at which pension-fund assets will be invested (the “interest assumption”)
and the rate at which wages will grow (the “wage assumption”),

Obviously, if the interest assumption is overly optimistic, a company won't
put up enough money to cover benefits. And since corporations also use the as-
sumption to discount those benefits back to a present value, a high rate will
tend to understate pension liabilities. The wage assumption is important because
most companies operate plans that scale retirement benefits to the worker's
income in later years. If a company underestimates the growth of wages, its
contributions will also fall short of what will be needed.

As it turns out, the assumptions made about interest and wages are so far
out of line with reality that most companies contribute too little to cover future
beneflts. Even small errors in the interest and wage assumptions have a power-
ful effect on the actuaries’ calculations. One pension specialist, Professor Howard
E. Winklevoss of the Wharton School, says an increase of 1 percentage point in
the interest assumption will, on average, reduce pension expenses and liabilities
by 25 percent. And a reduction of one percentage point in the wage assumption,
he says, will cut expenses and llabilities by 18 percent or so.

Superficially, most companies' interest assumptions would appear to be quite
conservative. The average interest rate used is only 6 to 6.5 percent (they range
as high as 10 percent and as low as 3.5 percent). At a time when 80-year gov-
ernment bonds pay more than 7.5 percent, a 6-percent assumption would seem to
be pretty modest. However, the interest assumptions are being pitted against wage
assumptions of only 8.5 to 4 percent. That is, companies are increasing future
wages at, say, 3.5 percent to estimate the costs of benefits, and then discounting
the costs back at 6 percent to arrive at a present value of liabilities.

The question of the proper wage and interest assumptions is a matter of some
contention, and it is complicated by the nncertain impact inflation will have on
both wages and investment returns. But a strong case can be made that the
wage assumption should be higher than the interest assumption, not lower, as
is now the case.

The best way to understand this is to strip inflation out of the figures and
look at the relationship between “real” wage increases and “real” rates of in-
terest. The wage assumption, first of all, should include an allowance for the
longrun real {ncrease in wages for the work force as a whole. Average weekly
wages in manufacturing have increased at a real rate of 1.5 percent over the
last 80 years. In addition, some allowance should be made for the ‘“merit” raises
that individuai workers get as they move through their careers. Winklevoss
eatimates that, in real terms, merit increases average 1 percent to 2 percent a
year. Adding the two, we come up with a real wage increase of 2.5 to 8.5 percent
a year.

THE IMPORTANCE OF THE ‘‘RISKLESS" RATE

The interest assumption, on the other hand, should be the ‘“riskless” rate of
interest—l.e., the rate that would be earned on an investment that carries no
possibility of default. The riskless rate—rather than the expected return on
risky pension-fund assets—is appropriate for computing the present value of
tﬁnb‘llitles because the obligations must be paid if the company remains in

usiness. -

Until very recently, it hs generally been assumed that the real riskless rate
is about 8 percent, which would suggest that the interest and wage assumptions
should be about equal. However, several recent studies have produced startling
evidence that the riskless rate actually is at most 1 perceat. The real rate of
return on government securities over the last fifty years has been only 1 per-
cent, and the rate has actually been negative since the end of World War II.

If this thinking is correct—-and {t seems clearly to be the best available—wage
assumptions should exceed interest assumptions by at least 1.5 to 2.5 percentage
points. But, as we have seen, companies now use wage assumptions that fall short
of interest assumptions by an average of 2.5 percentage points (an interest as-
sumption of 6 percent versus a wage assumption of 8.5 percent). The swing of
four or five percentage points between the way companies now run their cal-
culations and the way they should run them has a fantastic impact on estimated
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nsjon labilities. Using Winklevoss's rule of thumb, the adoption of proper
nterest and wage assumptions would nearly double reported corporate pension
liabllities and expenses.

It s difficult to sort out the countervailing effects of the understatement caused
by improper assumptions and the overstatement caused by the use of conserva-
tive actuarial methods. It appears, though, that actual pension expenses and lia-
bilities should be, on balance, about 50 percent higher than the figures now being
reported. Unfunded liabllities are understated by an even greater amount. For
example, a company that now estimates it has $100 million in liabilities and
$80 million of pension-fund assets would report unfunded liabilities of $20 mil-
lion. If actual liabilitles were $150 million (an increase of 50 percent), unfunded
liabilities would come to $70 million (an increase of 250 percent).

The practice of using interest assumptions that are higher than wage assump-
tions is commonly defended on the grounds that long-run returns on pension funds
are likely to exceed long-run wage inflation, since the average fund has d?;dw
cent of its assets in common stocks. That logic has been roundly criti by
several financial economists, including Professor Willlam Sharpe of 8tanford and
Jack Treynor, editor of the Financial Analyste Journal. They point out, quite
simply, that the value of pension liabilities is independent of the type of pension-
fund assets n company holds.

In other words, corporate managers are gambling when they fnvest pension
assets in common stocks. By assuming that pension-fund assets will grow at the
expected rate of return .n risky investments, they are taking it for granted that
they will win the gamble. There is always a chance, however, that they will lose.
That possibility of losing constitutes a real claim against future profits—it
just doesn't show up on the books. The only way a corporation can be certaln of
having sufficlent funds to cover future beuefits is to Invest in riskless assets. And
that would of course raise the level of pens!on-fund contributions above what it is
today.

In & complex matter such as this, it s haid to determine the degree to which
corporations are endangering thelr futures. An Important question {s whether
they will in fact win the gamble. If the real rate of return on pension-fund port-
folios turns out to be 5 percent or more, the use of the present optimistic interest
and wage assumptions would be justified to determine funding levels. -

One of the more intriguing studies of what future rates of return will be was
done by Roger Ibbotson of the University of Chicago and Rex Binquefield of the
American National Bank. They simulated future returns on several kinds of
securities through the year 2000 by using the distribution of past rates of return
over the last fifty years. Based on the simulations, Ibbotson has concluded that
there is a 60 percent chance that the real rate of return ¢n pension-fand portfolios
will be § percent or more. This means there is & 40 percent chance that the rate
will fall short of 5 percent. In that unhappy event, companies will have to dip into
future profits to pay benefits that they now report as having been funded.

THE ODD8 ARE LONGER FOR AMC

Although the odds appear to favor the pension funds, three to two is cutting it
pretty close. Plenty of odds-on favorites have lost the Kentucky Derby. What's
more, those odds apply only to companies whose interest assumptions exceed wage
assumptions by the average 2.5-percentage-point spread. The spreads can be a
lot higher and the odds a lot worse. Goodyear and American Motors, for {nstance,
have 6-percent interest assumptions and zero wage assumptions.

These two companies have a partial defense for such unbridled optimism. Their
union contracts call for pensions of specified amounts for each year of service,
rather than basing payments on final salaries. Since pension contributions are tax
deductible and in this case aren't formally tied to wage infiation. the Internal
Revenue Service doesn’t allow companles using the years-of-service formula to
assume any future increases. Of course, this doesn't alter the economic realities:
unifons will demand that pensions keep pace with wages. And nothing prevents the
companies from better reflecting true conditions by lowering Interest assump-
tions to partly offset the unrealistic wage assumptions.

Unfortunately, the adjustments most companies make are of a different kind.
From what can be ascertained about them, it appears that they have had a con-
splcuously relf-serving quality. Even though wages have been shooting up faster
than the actuaries have assumed, and pension portfolios have barely stayed above
water, the actuaries have seen fit in recent years to raise interest assumptions
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more than wage assumptions. This holds down pension costs and lowers unfunded
lHabilities. The trend toward higher spreads between the two assumptions means,
of course, that actual pension cosis have been rising even faster than the 15 per-
cent rate companies have reported.

A WAY T0 “PAY” THE UNIONS

Actuaries, who are required by ERISA to certify the assumptions, insist that
their adjustments are “reasonable.” Curiously, though, a lot of the adjustments
are made around the time new labor contracts are negotiated. With an adjustment
or two in its assumptions, a company can “pay’ for a benefit increase by pushing
the costs into the future; in the meantime, reported profits are maintained and
unfunded liabilities are held in check.

Caterpillar Tractor, for example, negotiated a pension increase with the United
Auto Workers last year, but its pension expenses dropped (from $108.9 million
to $100.8 mtillion), and its unfunded vested labilitles declined (from $440 million
to $270 million). The principal reason was that Caterpillar ralsed both the in-
terest and wage assumptions, and the higher interest assumnption predominated.
The company will not disclose the figures for either assumption.

Goodyear improved the looks of its financial statements by making simtlar ad-
justments last year. It agreed to a thumping increase in pension bengﬂts for its
United Rubber Workers employees, and then raised its interest assumption from
5.6 percent to 6 percent. Unlike Caterpillar, it reported the changes quite plainly.
With a few extra calculations, and investor could figure out frem the footnotes to
Goodyear’'s annual report that the new benefits will cost 30 percent more, and that
the actuarial change reduced pension expenses by 14 percent from what they
would have been had the assumption remained unchanged.

Goodyear’'s executives are also a lot more candid about how actuarial changes
come about. As Bennett Shaver, an assistant treasurer, puts it, “It’s always good
to look at [assumptions] at the same time you have a benefit increase.” He adds,
though, that the looking comes after labor negotiations. “Otherwise, the union
could say, ‘Go ahead, raise the interest rate to 10 percent. It [a pension-benefit in-
crease] is not going to cost you anything.'”

Investors clearly would be better able to assess a company’s profit prospects if
they had & more objective measure of pension costs and liabilities. Jack Treynor,
viewing the issue from the perspective of the security analyst, asserts that “what
is needed from the pension actuary is something much more straightforward
than he now provides—namely, the present value of benefits discounted at the
riskless rate.”

Accountants also recognize the defliclencies of pension reporting, and many of
them have been arguing for greater consistency and disclosure. Shareholders
aren't likely to get a closer look at the actuarial sinews of the pension strong
men anytime soon, though. The actuaries have staked out pensions as their turf,
and they aren’t granting easements. Some actuaries are so riled about all the at-
tention unfunded liabilities have been getting that they want to stop using the
term altogether. Instead, they prefer calling them “supplemental present values,”
a euphemism worthy of an undertaker.

A BTRANGE KIND OF INSURANCE

Before the advent of ERISA, most pension agreements limited a company’s
Hability to pension-fund assets; in the event a company went bankrupt or ter-
minated its pension plan for some other reason, employees couldn’t collect any-
thing beyond what was in the pension fund. Hence, employees were always “at
risk” for any unfunded vested liabilities,

ERISA relieved employees of those risks by guaranteeing pension benefits up
to a specified limit, currently $937.50 a month. It accomplished this by trans-
ferring the risks to shareholders. The law holds a corporation liable for its own
unfunded guaranteed benefits up to 30 percent of the company’s net worth, Any
guaranteed benefits left over must be picked up by all other companies under a
scheme called “plan-termination insurance.” The “insurance” is administered
by the Pension Benefit Guaranty Corporation (PBGC), a government agency
that raises the money by levylng a per-eraployee tax on all companies that have—
defined-benefit pension plans. Thus shareholders are now “at risk” not only for
the guaranteed benefits of the companies in which they own stock but also for
those of all other corporations.
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The PBGC spreads the tax equally across all companies. Weak companies that
are likely to default pay the same “premium” per employee as strong companies
who:e risk of default is minimal. Strong companies are therefore subsidizing the
weak ones,

Plan-termination insurance tends to warp the way businessmen make decisions,
It raises the value of pension promises by assuring that the benefits will be paid.
This encourages weak companies to offer, and their employees to accept, overly
generous penston promises in lieu of additional wages. Promised benefits have the
advantage of not immediately increasing costs, as higher wages would. And a
weak company has little to lose by making pension promises: if it goes broke, the
extra liabilitles will cost the shareholders little if anything. And if the company
thl;lves, profits will be available to pay the benefits when the employees actually
retire. ‘

The insurance scheme has operated successfully for the last three years, but
some pension experts belleve it is fatally lawed. The architects of ERISA over-
looked a spectal aspect of pension-fund risk when they decided to insure benefits,
They really aren't insurable. The concept of insurance is based on the law of
large numbers, which describes what happens when events are essentially in-
dependent of one another (e.g., everyone will die sometime, but everyone will not
die at the same time). Penslon assets are invested largely in common stocks, and
the law of large numbers doeen't apply in the stock market—all stocka can go
down, and they can all go down at the same time. .

The chances of a catastrophic stock-market decline are slight, to be sure, but
prices, in real terms, have been cut in half twice during the last fifty years.
Should that happen again, it is apt to coincide with a major economic decline,
when the PBGC’s resources are likely to be strained by a surge of pension-plan
defaults. The defauiting companies’ unfunded liabflities would be swollen by
stock-market losses, forcing the PBGOC to jack up the taxes on other comfanles
to make up the huge deficits. These companies, meanwhile, would be struggling to
make up losses in their own portfolios. The added levies from the PBGC could
persuade them to abandon their plans. And the PBGC, swamped by claims,
would have to cut off benefits or turn to Congress for help.

It is possible that, even without an economic disaster, clailms against the
PBGC could force its “premiums” to go so high that many companies with solid
defined-benefit pension plans would abandon them in favor of defined-contri-
bution plans (e.g., profit sharing). Unfunded vested liabilities now total at least
$25 billion, and the great bulk of them are concentrated in several dozen large
companies, many of which are less than robust. Should the PBGC sail into a line
squsall of major bankruptcies, the tax per employee could eagily jump from its
current level of $1 to $10, $20, or even $50 a year. The PBGC is already looking
for a ‘“premium’” increase to $2.25, and it has yet to come up against its first
truly large claim. If Bethlehem Steel were to go bankrupt, for instance, other
companies would get stuck for an additional per-employee *premium” of about $4
a yeall'lmt 15 years. That, in turn, would cost General Motors aloné $3 million
annually,

S8ADDLED WITH THE HATTERS

Industries in which all employers are covered by one labor contract and pay
into a common pension plan appear to be particularly dicey propositions. Many
of those multi-employer plans, which cover about 7.7 million workers, are in deep
trouble. A lot of them cover present and former employees in anthracite coal,
hats, and other declining industries. As an industry shrinks, surviving com-
panies end up paying the obligations of their defunct competitors.

Although the PBGC doesn’t have to cover multi-employer plans until January,
it has voluntarily taken over four of them already. It has also identified eight
others—with $350 million in unfunded liabilities-—that it believes will terminate
soon. In contrast, losses on single-employer plans, which cover some 26 million
employees, have totaled about $100 million over the last three years.

Some special aspects of the insurance program increase the likelihood that
well-funded companies will opt out of the system. One of them is that provision
in ERISA making corporations liable for any unfunded benefits up to 30 percent
of the company’s net worth. The provision was included in the law in order to dis-
courage weak companies from terminating their plans and dumping all the lia-
bilities on the PBGC—in effect, on other companies.

As the law reads now, though, a company with huge unfunded Habhilities counld
still terminate its plan and get off the hook by paying the PBGO 80 percent of its
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net worth. The PBGC says it calculates net worth by judging what a company’s
assets could be sold for and deducting all liabilities. In Wheeling-Pittasburgh's
case, the company could clear its books of $274 million in unfunded vested liabili-
ties, while paying the PBGC a maximum of $110 million (80 percent of its bal-
ance-sheet net worth) and perhaps as little as $11 million (80 percent of its
stock value). Harrison Givens, a vice president of the Equitable Life Assurance
Society who has been an adviser to the PBGC, contends that the 80-percent limit
constitutes “bribery to terminate.”

HOW TO GET OFF THE HOOK FOR LESS

There i8 no evidence that companies are in fact planning to terminate in order
to dump labilities, but they may simply be waiting for a big uncertainty about
government regulations to be resolved. The PBGC's claims against a company
have the status of a tax lien. Bankers have naturally become uneasy about the
PBGC getting a llen against a company’s assets, because that claim could be
senior to theirs, Aroused by nightmares of subordinated status, the American
Bankers Association induced Congress to require the PBGC to offer corporations
“contingent employer liability insurance” covering the agency's claim against a
company. If a company could buy this insurance, it could discontinue its pension
plan and wipe out all of its unfunded labilities—without having to fork over
that 30 percent of net worth,

The PBGC began shopping around for an underwriter to supply the insurance
back in 1974 but, unsurprisingly, private insurers weren't lining up for the op-
portunity. Even Lloyds, which has insured everything from robots to Marlene
Dietrich’s legs, turned down the proposition, observing that underwriting un-
funded pension liabilities amounts to “insuring the profitability of the American
economy.” -

The PBGC is now required to offer the insurance itself. It hasn't been eager
to get into this business either and i{s now preparing an alternative proposal for
Congress. The agency wants to limit the coverage to $5 million or so, and require
that a company be in bankruptey before it can escape without any Hability for
unfunded benefits.

These recommendations are a step in the right direction, but they aren’t nearly
radical enough to wipe out the perverse incentives bullt into the pension system.
To make sure companies shoulder the risks they create for themselves, Con-
gress would be wise to dump the idea of contingent employee lability insurance
altogether and eliminate the 80 percent ceiling. Corporations should also be
required to report pension liabilities on a uniform basis so that investors and reg-
ulators can assay the true condition of the enterprise. And the PBGC should
base its “premiums” on the amount of risk & company contributeg to the system—
i.e., its unfunded guaranteed lfabilities. So long as companies can reap the bene-
fits that accompany higher risks while avoiding the costs, they are certain to
Impose all the risks on the system that they can get away with. .

It would also be a good idea to re-examine the entire issue of whether the gov-
ernment should guarantee a fixed level of future income to any particular group
in soclety—in this case retired employees. Shifting the risk of pension-fund de-
faults from employees to shareholders in general is merely a form of transferring
wealth, not an insurance program. What’s more, no amount of funding will elim-
Inate the possibility that the pension system may collapse: in the final analysis,
all corporations. as investors in each other’s stock, are dependent on one another's
profits to meet their penston obligations. In terms of the system as a whole, vir-
tually all pension labilities are essentially “unfunded.” So long as they are guar-
anteed, the Habhilitles constitute an overhanging burden not only on future profits,
but on the future living standards of all but the 85 million or s0 workers who
are covered by defined-benefit pension plans. .

[From Fortune, November 1977]
IT MAKES SoCIAL SECURITY LOOK SOLVENT

The pension bills facing shareholders pale before those that taxpayers will ~
eventually have to pay to provide retirement benefits for public employees. Con-
gressmen, governors, and mayors have run up gargantuan tabs for pensions that
are frequently more iavish than anything found in business, and they have left the
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liabilities largely unfunded. As & result, the unfunded liabilities of public pension
plans dwarf the total llabilities of corporate plans—even though public pensions
cover fewer workers.

When it comes to actuarial and disclosure practices, public pension plans are
even worse than their corporate counterparts. The meager figures available chill-
ingly illustrate the politiclan’s uawillingness to look beyond the next election and
reveal an astonishing propensity for fiscal irresponsibility.

A BIG BILL IN BOSTON

New York City's pension dilemma has achieved the status of a contemporary
legend. Less widely noted is the fact that many other cities and states aren’t far
behind. Based on the latest reported data, Boston, Detroit, Los Angeles, and even
Jacksonville, Florida, have unfunded pension liabilities that exceed their net
municipal debt. Boston had unfunded labilities of $1.1 billion a year ago, and
Massachusetts had unfunded liabilities of $12.8 billion,

In Los Angeles, retirees who are struggling to get by on fixed incomes have com-
plained that soaring property taxes are foreing them out of their homes. Half of
those taxes go for the penslons of city employees. And, despite the high tax levies,
Los Angeles had unfunded liabilities of $1.6 billion at the beginning of 1975 (the
latest reported figures). ;

As in everything else, the federal government leads the pack when it comes to
piling up pension deficits. Congress, which labored for 7 years to force corpora-
tions to treat their pension obligations more responsibly, presides over a system
of its own that is so far in arrears that it makes Soclal Security look positively
solvent. By some estimates, the unfunded liabilities for federal-employee pensions
will soon reach the trillion-dollar mark. .

In a scathing report last summer, the General Accounting Office concluded
that federal pension costs and liabilities are perilously understated. Many of the
federal plans give no consideration to the effects of future pay increases and the
impact of inflation on pension annuities, many of which are tied to the consumer
price index. The reported unfunded liabilities of the civil-service system (which
includes about half of all federal employees) came to $107 billion at the end of
fiscal 1976. Based on calculations made by the system’s board of actuaries, the
true unfunded liabilities—after adjustment for future inflation—are more than
twice that amount.

WHEN THE BILL ARRIVES

The underestimation of pension liabilities and costs means, of course, that the
federal budget deficit is even bigger than reported. The GAO estimates that pen-
sion costs for federal civil-service employees were understated by $7.1 biilion
in fiscal 1976. Moreover, the unfunded liabilities have been growing geometri-
cally, despite an increase in contributions in 1969 that was designed to stem the
rise. Between fiscal 1970 and fiscal 1976, the reported unfunded.liabilities of the
civil-service system more than doubled, and payments to retired employees more
than tripled, to $8.3 billion. Assuming government wages rise 8 percent a year,
payments will hit $29 billion by 1985.

If Congress were to restate unfunded liabilities along the lines advocated by
the GAO, and then pay them off over thirty years, ae it requires corporations to
do, taxpayers would have to cough up $15 billion or more a year just to amortize
the unfunded obligations of the civil-service system. Regardless of how Congress
treats the llabilities, though, the benefits ultimately must be cut or pald. If it
doesn’t cut the benefits, the government will have to raise taxes, reduce services,

or print more money.

(From the New York Times, Jan..21, 1978]
PENSIONS: A $100 BILLION MISUNDERSTANDING

The only line that concerns modt of us about pensions from a private business is
the bot‘om line. It takes a whiff of scandal—insider shenanigans, or dealings with
gangsters—to tranform the areane world of other people’s pensions into headline
news. But the pension issue with the greatest potential impact on Americans has
little to do with improper conduct by pension managers. In the view of many
experts, private pension funds—representing retirement security for tens of mil-

\,
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lions—could have great difficulty delivering on their promises. Corporation stock-
holders, and perhaps taxpayers, may get stuck with the bill.

According to Fortune magazine, the collective obligations of corporate pension
plans may exceed thefr current assets by as much as $100 billion. The “unfunded’’
pension liabilities of at least two ma jor corporations are actually greater than the
companies’ net worth. Government-sponsored insurance makes it unlikely that
workers belonging to even the weakest pension programs will ever go hungry. But
the questionable financial underpinning of the nation's private pension system
suggests that serious reforms are in order. -

A pension, offered as an employment fringe benefit, typically promises a specific
monthly payment to a retiring employee, based on salary and the number of years
of service. Money is then set aside by the company and {nvested to cover this
Hability for 10, 20, or 30 years into the future. The amount that should be set
aside, however, i8 extremely difficult to compute. Trustees cannot be sure how
much the invested funds will earn; they thus cannot be sure how much will be
available for pension checks decades ahead. Moreover, since benefits are often
calculated on wages paid during the last few years of service, future obligations
of the fund cannot be determined until those wages are actually set.

What is known, however, is that the dismal performance of peunsion-fund in-
vestments in recent years has left hundreds of funds with much less cash than
their managers expected. For the most part, these shortfalls can be covered by
drawing on current corporate revenues that would otherwise have gone toward
profits. Nothing, however, prevents corporations from repeating their honest mis-
takes, overestimating investment earnings or underestimating future obligations,
And that is precisely what a growing group of actuaries and economists believe
}s happening today. Corporate stockholders may have some unpleasant surprises

n etore.

Tomorrow's pensioners have two lines of defense, First, pension benefits are
obligations of contract. If the funds prove inadequate, pensioners must be paid
off before stockholders receive a nickel. Second, benefits up to $11,250 a year are
insured by. a Government agency, the Pension Benefit Guaranty Corporation
(PMGC). It a company goes broke, the PBGC collects money from all other cor-
porate pension funds to keep the benefit checks moving. 8o far, the PBGC has
had to pick up the pieces of bankrupt funds on only a few occasions. But if pen-
sion fund investments turn sour in the 1980's or 1990’s, as they did in the early
1970’s, PBGC could face an annual multibillion-dollar deficit that would repre-
sent a massive drain on corporate earnings.

At that point the only alternative to saddling business with the pension debt
would be to bail out the funds with Federal tax revenues. Neither alternative is
very attractive. Hence the need for some cautionary reforms to put the pension
system back on track.

Uniform Accounting Standards.—Pension truetees are legally required to exer-

cige prudence, but prudence is hard to define. Rather than adding another layer™

of Government regulation to a field already overwheimed by regualtions, it prob-
ably makes sense only to insist that trustees publish liability estimates based on
uniform, conservative eriteria. This would give warning of trouble ahead to reg-
ulators, employees and stockholders—and deter corporate managers from sweep-
ing tomorrow’s pension problems under the rug.

Conservative Financial Incentivcs.—Unlike most insurance premiums, those
charged by FBGC bear no relation to the risks run by the insured.-All companies
chip in a fixed amount per employee, regardless of how likely the chances of de-
fault. If companies with large unfunded liabilities were charged higher premiums,
the insurance costs would be spread more equitably and those that take the big-
gest chances would have an incentive to take less,

Defined Contribution Pensions—The root of the pension fund problem 18 the
guarantee of fixed benefits in an indefinite future. Funds in which the size of the
company's contribution, rather than the promised benefits, is fixed cannot go
broke. Such “defined-contribution” plans already cover millions, and in cases
where employees are willing, could be substituted or added to “defined-benefit”
plans. This approach admittedly shifts risk from the company to its workers. But
some companies might be willing to pay a premium pension benefit to achieve that
shift.

Private pensioners aren’t begging on the streets, nor are they remotely likely
to face that prospect. It surely makes sense, however. to encourage more con-
servative pension practices by letting future pensioners and those who will ulti-
mately be forced to pay those pensions know exactly where thelr interests le.
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[From the N.Y. Times, Jan. 8, 1978}
WORRYING ABOUT THE PENSION GAP
(By Deborah Rankin)

Many financial analysts and bankers are in a cold sweat over whether the na-
tion’s largest corporations have set aside enough assets to cover the pensions they
have guaranteed their employees. In the past the ‘workers carried much of the
risk. But the Employee Retirement Income Securi'y Act of 1974 transformed
pensions from gratuities—payable to employees at a company’s discretion—to
liabilities with a potential claim on up to 80 percent of a company’s net worth.

8Such pension claims have the status of tax liens, which makes them senior to
the claims of other creditors, such as banks.

Now that the workers’ pensions are protected, the risks of shaky retirement
plans have been transferred to investors, who must consider whether a company
whose stock they are purchasing has a hidden time bomb. The trap is an under-
funded pension plan that could wipe out future profits if the assets it has in-
vested in the stock market do poorly or, even worse, devour corporate assets if
the plan is terminated. -

By one estimate, there is a $23 billion gap between the pensions that workers
have been guaranteed and the assets that have been set aside to pay for these
obligations. When the costs of contingent pension benefits that will come due
are added, the gap widens to a staggering shortfall of almost $50 billion.

The problem for investors examining the footnotes of corporate annual reports,
where pension-plan information is given, is to find a common denominator that
will allow them to compere on a uniform basis the pension figures of one com-
pany to the pension figures reported by another. Critics contend that the law
allows actuaries 80 much latitude in making pension-cost determinations that
the same numbhers ¢an have widely different meanings from company to company.

“The trouble 1s that nobody knows what pension costs are,” sald Jack L. Trey-
nor, editor of the Financial Analysts Journal and co-author with Patrick J.
Regan and William W. Priest, Jr.,, of a book, ‘“The Financial Reality of Pension
Funding Under ERISA.”

Andrew J. Cappelll and 8. Thomas Moser of the accounting firm of Peat, Mar-
wick, Mitchell & Company recently complained in a trade periodical that com-
plex accounting rules for pensions have made meaningful comparisons from
company to company “all but impossible.”

Pension cost figures are actuarially derived numbers whose size can vary dra-
matically, depending upon what assumptions the actuary feeds into the calcula-
tions. Basically, they represent the amount of money a company must set aside
today to meet itz vension obligations years from now. Minute changes in two
(ll:el;l'a assumptions can make pensjon cost figures grow or shrink by millions of

ollars.

The first important assumption, known as the “interest assumption,” concerns
the rate of return a company expects to earn on its contributions to the pension
fund. An increase of one percentage point in the interest assumption will, on aver-
age, pare pension costs by 20 or 25 percent. -

The second key assumption, known as the “wage assumption,” concerns the
rate at which wages will grow and take into account such factors as inflation
and special industry trends. This rate is crucial because most pension benefits
are tied up to the wages employees earnin their final years of work. A cut of one
percentage point in the wage assumption will reduce pension llabilities by 13
percent or s80. -

Currently there are no limitations on the numbers that companies can crank
into these critical assumptions. Although a typical interest rate assumption is
in the neighborhood of 6 to 6.5 percent, the numbers can rise as high as 9 per-
cent and sink as low as 4 percent. Similarly, although wage assumptions tend
to cluster around the 3 or 4 percent level, the range goes from zero to 8.5 percent.
311 are considered legitimate, at least by the companies and actuaries that use

em,
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Under the pension law, however, actuaries must certify that the assumptions
are “reasonable” iu the aggregate. “For example, the wage rate assumption
might be understated by two percentage points, which by itself would produce
an understatement of costs,” sald Lawrence N. Bader, vice president and actuary
with William M. Mercer Inc, an employee-benefits consulting firm. “And the
interest assumption might be understated by one percentage point, which by it-
self would produce an overstatement of costs.” The result, he sald, might be to
state costs correctly. “This is permissible under ERISA,” Mr. Bader satd, “but it
is debatable whether it is sound actuarial practice.”

It is not unusual for companies to periodically alter their interest and wage
assumptions. Indeed, many companies increased their interest assumptions after
the bull stock market of the 1960's from a level of 8 to 4 percent to the current
level of 6 to 6.5 percent. The market's precipitous decline since then has made
some of the more optimistic assumptions suspect.

Most analysts’ attention is focused on the size of the “unfounded vested bene-
fits” of American business. This is a net figure that represents the difference be-
tween the benefits & company is legally obligated to pay to workers, even if they
quit tomorrow, and the amount of assets, such ac stocks and bonds, it has on
hand to pay for these future obligations.

Even this number can be tricky, however. Just as companies can fiddle with the
assumptions (such as interest-rate growth) that are used to compute the Hability
side of the equation, they also can—and do—use different methods to ariive at
the asset side. -

A recent study of 40 large industrial corporations by BEA Associates, a New
York-based investment counseling firm, found that even though the aggregate pen-
slon assets of the sample rose by 27 percent in 1976, to $39.8 billion, the total
unfunded vested benefits rose by 8 percent, to $12.3 billion. Furthermore, un-
funded vested benefits as a percentage of the average company’s net worth in-
creased from zero in 1973 (which meant the average company was fully covered)
to 7.5 percent of net worth in 1976.

“These numbers are incredible,” said Mr. Regan, the co-author of the book on
pensions and a vice president of BEA. “Even though pension assets were grow-
ing, the plans wound up worse funded than they had been. What would have
happened if the company and the stock market collapsed?

There is growing pressure to standardize the way companies account for their

~—pension costs and disclose the actuarial assumptions underlying them. While
most of the pressure has come from the pension law, which requires pension
plans to submit financial statements annually to the Department of Labor and
the Internal Revenue Service, other supporters of uniformity are accountants and
bankers. As creditors, the bankers are especlally concerned because of their pre- ~
carious position should a company pension plan fail and the Government go
after some of the corporation’s assets.

The Financial Accounting Standards Board, the private sector’s top authority
on accounting procedures, had tentatively recommended that major pension plans
standardize their financial reports to plan participants. This could have laid the
groundwork for standardizing the reporting of pension costs.

But the intense opposition from actuaries, who resented the acconntants’ in-
trusion and contended that the rule would increase actuarial costs without help-
ing beneficlaries, made the board delay. So it will probably be years before the
board gets around to debating the proper accounting method for pension costs,

STATEMENT OF IAN D. LANOFF, ADMINISTRATOR, PENSION AND
WELFARE BENEFIT PROGRAMS, 7/.S. DEPARTMENT OF LABOR

‘Mr. Laxorr. Thank you, Mr. Chairman, Senator Curtis, I would
like to thank you for inviting me to speak to this subcommittee today
on accounting and actuarial disclosure practices in pension funds.

With me. to my left. is my special assistant, Dr. Thomas C. Wood-
ruff who, since December, has been coordinating a review of these
disclosure practices, particularly as they relate to the reporting and
disclosure of pension fund benefit liabilities.

ﬁiTo my right is Larry Long, who is with the Department’s legislative
office.
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In my remarks today, I will primarily address the Department of
Labor’s efforts toward improving the disclosure of private pension _
fund liabilities in pension fund financial reports.

While we believe that the results of our efforts on pension fund dis-
closure may have implications for corporate financial disclosure, we
are not prepared to speak on that subject today.

Mr. Chairman, during the past year, a number of articles have ap-
eared in newspapers and business magazines regarding pension plan
iabilities and how those liabilities are to be calculated. These articles

have made two general claims: First, that the size of pension fund bene-
fit liabilities threatens the financial sccurity of many companies, and
second, that the lack of uniform accounting and actuarial data on pen-
sion plans makes it difficult for beneficiaries, corporate shareholders,
the public, parties involved in collective bargaining and the Govern-
ment to know what the real benefit liabilities of the ﬁms are.

At this time, Mr. Chairman, I would like to submit for the record
two speeches which I delivered during the late winter and early spring
of this year. In the first speech, entitled, “Are Pension Funds Really
Jinxed,"” I analgrzed and then proceeded to take strong exception to the
claim made in the media that the financial security of many companies
is threatened by their pension liabilities.

The problem is that the media relies, all too often, upon inaccurate
or inappropriate liability figures. However, in that same speech, I
agreed with the complaint that inadequate accounting and actuarial
data is available for disclosure purposes because of actuarial assump-
tions and methods used in calculating pension plan liabilities.

My concern over the lack of data regarding calculation of benefit
liability figures led ine to initiate a review of the Department’s report-
ing and disclosure requirements for annual and actuarial accountin%
data for pension plans on schedule B, the actuarial reports portion.o
the 5500 annual financial report to the Department of Labor and the
Internal Revenue Service.

In the second speech, delivered on May 22, 1978 before the ERISA.
workshop group at Cornell University, I announced that we had
largely completed that review and expected to soon request public com-
ment on & series of changes in schedule B incorporating the following
four principles:

No. 1, the annual reporting of accrued vesting and nonvested bene-
fits for all defined benefit pension Plans with over 100 participants.

No. 2, the requirement that all plans use a single actuarial cost
method, the accrued benefit unit credit cost method for calculating
these accrued benefits figures.

No. 3, disclosure on tﬁ:form of major actuarial assumptions.

No. 4, guidelines indicating that the assumptions selected should

reﬂeflt t]lxe anticipated experience of an ongoing, rather than termi-
nated, plan.
. rThispmorning, Mr. Chairman, I will elaborate briefly upon my
earlier announcement of these basic principles. I will brieﬁﬁ escribe
the basis of the principles and explain the proposed changes to
schedule B.

Our proposed changes to schedule B resulted from & long series of
meetings with various groups over the past several months, including
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meetings with representatives of the Financial Accounting Standards
Board, the American Institute of Certified Public Accountants, the
American Academy of Actuaries, the ERISA Advisory Committee,
tshee Pension Benefit Guarantee Commission, and the Internal Revenue
rvice. :

. These meetings all confirmed the need to make changes in the report-
ing of these important data. An important consideration underlying
our expected proposals is their cost and the degree of burden they im-
pose upon plans. I am advised that the costs for plans in reporting this
information in the form we expect to propose is nominal and signifi-
cantly less than the alternatives we have projected. ‘

This is consistent with the Department’s approach to reporting that
we demonstrated during this past year when we reduced paperwork
requirements contained in the 5500 annual report form in five signifi-
cant ways. The key, we believe, is to require the reporting of only

-necessary information in the least burdensome way. It is also our hope,
and expectation, based on discussion with representatives of FASB,
that our proposals for the annual reporting forms will be accepted by
FASB when it sets standards for the financial statements on which the
accountant signs off, thereby avoiding unnecessary double work for
accountants and higher plan costs.

It is my hope that the changes we now have under consideration will
lessen the uncertainty and confusion that currently surround dis-
closure of private pension plan benefit liabilities. In the end, the
elimination of much of this uncertainty should have a positive impact
on the growth of these plans.

Pursuant to the requirements of section 103(d) (1) and (3) of
ERISA, defined benefit pension plans disclose accrued benefits, value of
assets, unfunded accrued benefits on schedule B of the 5500 annual -
report to the Department of Labor and IRS. )

The value of vested benefits is only required to be reported if calcu-
lated and therefore, already available. . .

In footnotes to corporate financial statements, the SEC requires dis-
closure of unfunded accrued benefits and the Financial Accounting
Standards Board requires disclosure of unfunded vested benefits.

In addition, section 103(d) ( 6} of ERISA calls for a display of the
present value of pension plan liabilities for nonforfeitable benefits
allocated by ERISA section 4044, termination priority categories.
This requirement has been waived by the Department for plan years
1975, 1976, and 1977.

Both the disclosure of accrued benefits under ERISA section 103
(d) (1) and the displ? of plan nonforfeitable benefits under section
103(d) (8) were intended to provide plan beneficiaries, Federal agen-
cies and investors in private corporations supporting the pension plans
with some measure of the adequacy of pension plan assets to meet bene-
fii. payout obligations. . .

The figures on all of these reports, however, including those required
by the SEC and FASB are calculated using a number of accepted ac-
tuarial methods and assumptions. The choice of methods and assump-
tions can, however, significantly change the value of the figures, as you
mentioned this morning, Mr. Chairman.
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This freedom of choice for plan actuaries has led to questioning
among accountants and investors about the adequacy of these figures
for disclosure of pension plan assets and liabilities.

The work of the three ERISA agencies—Labor, Treasury and
PBGC—has been hampered by this lack of uniformity and full
disclosure.

In our first proposal, we expect to recommend waiver of section 103
(d) (8) requirements. Section 4044 priority categories require elaborate
calculation of each individual’s benefit priority status. Our analysis
indicates, for example, that one beneficiary might fit into any or all
of section 4044’s six prioritly cate?oriee.

Performing such annual calculations on each individual participant
could be expensive and burdensome to plans.

The authors of section 103(d) (6) apparently believed that bene-
ficiaries could look to allocation categories to assess their likelihood of
receiving future benefits, PBGC’s experience to date, however, indi-
cates that the financial condition of the companies or industries con-
tributing to the plan may be a better indicator of whether the plan
m:}y terminate or otherwise in funding problems in the future.

n other words, unless we also require corporate financial disclosure
alongside the pension fund data, we probably cannot adequatel{ meet
the intent of 103(d) (8) to inform beneficiaries of the probability of
the pension fund’s likelihood of meetini pension payments. At the
present time, however, we do not have either the specific statutory au-
thority or the desire to require such reporting.

Our efforts, instead, have been focused on improving the reporting
of the pension funds. Participants in pension plans have an interest in
knowing whether their pension fund will be able to pay for benefits
during the benefit payout period and, if not, how much the PBGC will
guarantee upon plan termination. Most plan participants are enrolled
in ongoing pension plans that will not terminate.

We believe that to retgxire all plans to disclose 103(d) (8) figures
that are relevant to less than 1 percent of pension plan participants is
unduly burdensome. For that reason, we expect to continue to waive
the requirements of section 103(d) (6).

Section 3 of ERISA defines acceptable actuarial cost methods that
may be used{),y nsion plan actuaries for funding standard account
calculations. Unfortunately, the use of some of these methods which are
appropriate for funding calculations may result in misleading numbers
for statements of accrued benefita,

When these misleading figures are then compared to pension plan
assets, misleading figures for unfunded liabilities are created. It is
our belief that the accrued benefit cost unit credit method is the proper
method for calculating the accrued benefit figures. This method, un-
like the others, allocates benefit accruals to periods of time that are re-
lated ﬁo actual service performed by the employees covered by the pen-
sion plan.

Furthermore, we believe that the assumptions used by the plan ac-
tt;ary should explicitly reflect the expected experience of an ongoing
plan.

In addition to the choice of assumptions, we expect to propose that
the accrued benefits statements reflect the pension obligations current
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to the end of the plan year. This is necessary in order that these figures
be current to the same day as other financial data reported on the 5500
annual report, particularly the current value of plan assets.
Many Klan actuaries currently calcutate the value of vested benefits
because their plan sponsors are subject to the guidelines of APB opin-
ion No. 8. Common practice is to use the accrued benefits cost method
for calculating this figure. '

However, there still exists some degree of variation in the practice
of calculating this figure,

Our expected proposals on the choice of methods, fuidelines as to
assumptions and the timing of the calculations would alleviate most
of this variation.

In order to represent fairly the accrued benefit obligations for an
ongoingeplan, it is necessary to include a statement of accrued non-
vested benefits. '

In calculating the value of accrued nonvested benefits we again ex-
pect to propose that the plan actuary use the accrued benefit cost

-~ - method. Currently, the greatest distortion in the calculation of accrued
benefit liabilities due to the choice of actuarial cost methods occurs in
the calculation of nonvested benefits.

'We believe that a requirement to use the accrued benefit cost method
for calculating accrued nonvested benefits would eliminate these
distortions.

Depending upon the provisions of the particular pension plan, the
present value of accrued nonvested benefits may also be subject to as- .
sumptions about future services. For example, in a pension plan where
the level of pension benefits is based on final salary prior to retirement,
the value of accrued benefits based on service to date is subject to the
assumption of the level of final salary.

Therefore, for plans that have provisions such as final salary that
may change the value of accrued benefits contingent on future events,
two nonvested benefit figures would be required.

No. 1, accrued nonvested benefits historical, based upon current
compensation levels and current entitlements, and two, additional
accrued nonvested benefits projected, based upon anticipated changes
in the value of accrued benefits due to future events.

If the above-proposed changes in schedule B were adopted, the fol-
lowing calculations could be performed: Figure 1, unfunded vested
benefits equal accrued vested benefits minus current value of assets

Figure 2, unfunded total accrued benefits historical equal accru
vested benefits plus accrued unvested benefits historical minus current
value of assets. : '

Finally, figure 3, unfunded total accrued benefits projected equal
accrued vested benefits plus accrued nonvested benefits historical plus
additional accrued nonvested benefits projected minus current value of
assets.

We believe that the above three calculations will reveal an accrued
benefit liability figure that is more meaningful than those that are
currently available. -

Figure 1 represents a fair comparison between the entitlements of
participants to pension benefits and current assets. Figures 2 and 3,
however, should not be used in isolation. They will be most useful for
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analysis on a multiyear basis as measures of the changing character-
istics on ongoing plans.

The fact that 2 and 3 may be greater than zero in any particular
.. year need not necessarily be alarming to either plan participants or to
plan sponsors. What would be important, it seems to me, are changes in
these figures over a number of years.

In addition, trends in the individual items in acerued benefits would
bcls useful in analyzing changes in the structure of benefits in the various
plans.

In conclusion, Mr. Chairman and members of the subcommittee, we
believe that these proposals on the disclosure of accrued benefits in
schedule B on defined pension benefit plans, if adopted, would disspell
the current confusion that has been generated by lack of uniformity.
These proposals would help plan participants, plan sponsors, investors,
the ERISA agencies and the public determine the ongoing obligations
of these private pension plans.

We do not know whether all of these proposals are applicable to dis-
closure of public plan benefit obligations. We currently, however,
are supporting a research project that may help us make this
determination,

We hope that ourd concern with these issues will ultimately result
in greater income security for the American workers participating in
the private pension system.

Thank you. I am prepared to answer any questions you may have.

Senator BExTseN. I think we will interrupt the presentation of the
;-lest of the witnesses at this point to comment on what you have done

ere,

I am pleased with some of the simplification that has taken place.
We have passed a bill out of this committee for a substantial amount
of pension simplification, to try to ease the burden for the partici-
pants, and particularly for small pension plans.

I am all for trying to achieve some kind of standardization here so
that participants really know what they are going to receive and have
greater confidence in the system, but the one thing I want to be sure
o{ is that there are not further burdens on some of the small pension

ans.

P Now, as I understand what you are proposing, you are talking about
new rules for plans with over 100 participants. Under ERISA these
plans agre required to obtain an outside audit anyway. Is that not
correct

Mr. LaNorF. Yes, Mr. Chairman, although I believe we have waived
the requirement for——

Senator BexTseN. What, in here, will make it any more burdensome
for some of these small pension plans. Will it, in any way ¢

Mr. Laxorr. We do not believe so, Mr. Chairman, since the computa-
tion of the figures that we are seeking will not be required of the
smaller plans.

S]fn?ator BexTsEN. Of those with under 100 participants; is that not
right

%\Ir. La~orr. That is right. We believe that the turnover rate in most
of these smaller plans would make the information provided under
this approach virtually meaningless to participants anyway and, meas-
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ured against the cost and potential burden for small plans, we just de-
cided to exempt them from these particular requirements.

Senator BentseN. Even for those over 100 participants. I want to be
sure we are not putting on another layer of regulations. I do not be-
lieve we are, from what I see of your proposal. Again, we are talking
about a standardization.

What are the objections you are getting to it? What do some of the
plans tell you, other than the fact that it gives them greater flexibiliy
in their assumptions so they continue to show whatever profits they
want in their company and ease the pain of any negotiations on wa.?es?

Mr. LANoOFF. ngl, according to reports I have received, most plans
over 100 already have this type of work performed for them and the
additilonal costs would be nominal. But perhaps Dr. Woodruff would
like to speak to this, since he is the one who has personally met with
some of these plans and some of these groups. .

Mr. Woopru¥Fr. Yes, Mr. Chairmen, from our discuseions with plan
actnaries and other representatives of plans, this requirement would
basically make the plan actuary perform a set of parallel calculations
when he performs his normal actuarial evaluation.

We believe, after having had discussion with these actuaries, that
the incremental costs of performing these paralle]l calculations really
will be nominal. It basically will mean that they will perform a sepa-
rate program in their actuarial evaluation for the accrued benefit
statement, but we have taken care, in the timing of the calculation, to
insure that this will not require an additional actuarial evaluation
which we think might be burdensome to some plans.

Senator BExTsen. Well, public confidence 1s absolutely essential, I
think, for us to have these pension plans, the continuation of them.
And it seems to me that standardization of the actuarial procedures
Ezed and accounting procedures would give you more public con-

ence.

What do you think about symmetry between the pension fund ac-
counting and that of the employer?

Mr. Lanorr. Well, as I mentioned in my testimony, we are not really
prepared to deal with the issue of employer disclosure today, although
we feel that our proposals for pension fund disclosure may have im-
pact on what is required for employer disclosure.

Senator BENTSEN. Senator Curtis?

Sensator Curtis. Thank you, Mr. Chairman,

There is nothing about your paper that leaves any doubt in my mind
as to your capability, but, just for the record, tell me a little bit about
your background from the standpoint of accounting training and
experience.

fr. Laxorr. Well, perhaps Dr. Woodruff, who I have assigned to
direct this project, should respond. I have really nothing in my back-
ground that would——

Senator Curris. You are not an accountant

Mr. Lanorr. That is right. I am a lawyer.

. Senator Curris. Mr. Woodruff, let’s have the background of your
raining.

Mr. WoopruFr. Yes. One of the problems that we faced was that,
for this particular disclosure, there was a need not only for accounting
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background but also for actuarial and other backgrounds. My own
training is in economics.

Senator CurTis. You arenot an accountant nor an actuary {

Mr. Woobrurr. No.

But we have, on our staff at the Labor Department, actuaries. We
also have consultants who are actuaries and accountants whom we
have consulted as we progressed on the development of this proposal.

Senator Curris. Now, does your office accountancy expertise come
from outside advisors, or can you give me the names of qualified ac-
countants that are in your section ¢

Mr. Wooprurr. We have the head of our Office of Regulatory
Standards and Exceptions, Fred Stuckwisch, who is a certified public
accountant, -

Senator Curris. Has he had experience in non-Government work ?

Mr, Lanorr. Yes, Mr. Curtis. I believe he was a CPA with the Peat,
Marevick, Mitchell & Co. before coming to Government.

Se;l;tor Curris. How many people do you have on your advisory
pane -

Senator BentseN. This is a side comment, and not directly on what
You are saying, but we will have two witnesses who are partners in
Arthur Anderson, accountants, of course, and we will have the presi-
dent of the American Academy of Actuaries appearing.

Senator Curris. Now, this advisory group, how many are on that?

Mr. Wooprurr. We have what is called & reporting and disclosure
work group and, on that, the reporting and disclosure work group,
whom we have met with on this issue on several occasions, we have a
representative of the American Institute of Certified Public Account-
ants, the American Academy of Actuaries, as well as several repre-
sentatives of industry and plans who have accounting and banking
investment backgrounds.

Senator Curtis. And how large is this group?

Mr. Wooprurr. It is, I believe, about seven.

Senator Curtis. Seven, or 704

Mr. Wooprurr. Seven,

Senator Curris. Seven.

Do any of those seven accountants handle pension reporting for
smaller companies; companies that have 200 employees or less

Mr. Wooprurr. Some of the firms do handle small plans, though
they also handle large plans.

nator Curtis. Now, by “firms,” what kind of firms are you talk-
ing about? Are you talking about the company which operates the
pension or a firm that they employ

Mr. Wooprurr. On the advisory council, the members are primarily
from a larger accounting and actuarial firm, as well as large
corporations.

nator Curris. Are they the larger accounting firms?

Mr. Wooprurr. That is right, but some of the larger accounting
firms handle the accounts of small pension plans.

Senator Curris. I understand. _

Mr. Lanoff, do you agree that it should be the policy of Govern-
ment to encourage the creation of private pension plans?

Mr. LaNorr. Oh, definitely, Senator Curtis.
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Senator Currtis. That has been reversed since the passage of ERISA,
has it not? The number of pension plans created has 'slowed down
almost to a trickle and the number of pension plans that have been
discontinued has increased several fold. Is that not right

Mr. Laxorr. As far as T am aware, Senator Curtis, there is no study
at this point which we accept as being valid which indicates precisely
the number of plans that ll)m,ve terminated since ERISA’s passage,
The closest study to accomplishing that that I am aware of is the
recently issued report of the General Accounting Office and, in that
report, the GAO, based on its study of some of the plans that termi-
nated since the passage of ERISA, found that, for the.most part, it
was not ERISA requirements that led these plans to terminate. That,
for those that did terminate primarily because of ERISA, the cause
was attributed to the disinclination of these plans to meet the mini-
mum standards requirements, the vesting participation and the fund-
ing standards, of ERISA.

And finally, that, not withstanding the number of terminations
since the enactment of ERISA, all in all, participants in the private
pension plan system because of ERISA were now more likely than
prior to ERISA to receive earned benefits.

So, for the most part, those of us who believe strongly in this law
and the reforms it contains, were very pleased with the results of that
study.

I also understand——

Senator Curtis. I am sure you would be, but I think the cold facts
show that there has been a great speed-up in the termination rate.

Now, as I understand you, your reply was not totally responsive to
my question. My question was not whether or not the reporting pro-
cedures or the accounting procedures caused plans to terminate, but
whether ERISA in its total impact caused more plans to terminate
and I believe here we should keep in mind also that the private pension
%llairllsé Kxad been reporting to only one Government agency before

Then I think the Congress went pretty far in some of the other areas
strictly by fixing the funding and participation requirements and
subjecting pension mansgers and owners of companies to fines for
noncompliance.

It was my privilege to attend the all-day panel session on ERISA
a couple of years after it had been enacted. It was sponsored by the
Bar Association, the accountants, the insurance companies, the banks
and trust companies, and we had some very able speakers in there. And
I was around there all day. There was not & single individual who held
up his hand or, in private conversation, said how do you start a pension
plan. But the whole tenor of the feeling of the people in the audience
was, how do you terminate one #

So it may be that everything you have recommended here is all right,
but in addition to having representatives of large accounting firms who
happen to have some work for smaller companies with their pension
plans, I think you ought to reach down and have some actual owners of
companies and some actual local CPA’s who handle plans for small
companies, look over the recommendations before this committee takes
any action. '
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Large accounting firms are very important to our economy and they
have some exceedingly able people and oftentimes have people who
make recommendations to the Congress that are very valuable, On the
other hand, they seem to see only the problems that affect the largest
plans and they may be unaware of the problems that affect the smaller
plans. I am interested in doing what should be done, but not makin,
1t any more burdensome for the local industry which has a couple o
hundred employees or less and uses a local accountant who is well-
qualified, but is unaffiliated with the major firms. That accountant
would know the problems ERISA is causing for the small plans.

I think their reactions to the proposals would be invaluable to the

" Congress. I think that is very much in the spirit of the questions raised
by our chairman as to what this does to small people.

I am not criticizing what you said. I just do not know the merits of
these proposals.

Mr. Lavorr. I agree with what you are saying, Senator Curtis, about
us consulting with all types of representatives of these plans, including
those, of course, who either run or service smaller Flans, and we do in-
tend to propose what we have talked about today for public comment.
But, in addition, based on what you are saying, I will agree, of course,
to actively solicit comments from representatives of, or those who
service, the smaller plans.

Also, I believe Mr. Woodruff wanted to add that he has met with
some of the representatives of smaller plans in this process.

Mr. Wooprurr. Yes, Senator. We, in developing these proposals, in
addition to the recordkeeping work group that we mentioned in our
testimony, met with the small plans work quP of our public advisory
committee, and based in part on the results of those meetings, we de-
cided to exempt from this requirement small plans.

. They mertioned to us the two points that we made in the testimony,
one being that we determine that, on a per participant basis, the cost
of this being too burdensome, at least given current practice in the

“actuarial industry; and that secondly, we felt that the benefits that
we derived from these figures in small life plans where the variation
could be substantial from year to year because of employee turnover,
was minimal so we decided to waive this requirement for small plans.

We continued to meet with that work grouglto develop other alterna-
tives to this or other reportin uirements that we would have.

Senator Curtis. Just one other brief question. Does the Treasury and
the IRS concur in your presentation this morning?

Mr. Lanorr. We have met with the Chief Actuary at the Internal
Revenue Service and believe that we have their concurrence on our ap-
proach. We have been working, and the reason that we are not, at this
point, proposing the form for publication, we now have a group that is
working with the forms people at the Internal Revenue Service to de-
velop the actual form, and that, at that time, we will know exactly
where they stand, comFletel . N

hSenator BeNTSEN. The Treasury will prepare a detailed statement on
this.

Senator Curtis. My question is, whether Treasury and IRS are
together in what they are recommending.

r. Laxorr. We believe we are on the basic principles,
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Senator BENTsEN. I have looked at the General Accounting Office
study, and scanned that, and then, in turn, statements from Treasury
and IRS on what was happening in the plans. And I think there 18
general agreement that there are 8 number of reasons, not just one, for
gmall plan terminations.

One reason is paperwork, but another one is funding and some plans
not desiring to fund at the minimum levels as set forth in ERISA.

Were there any further comments or statements to be presentedt

Thank you veriv:l much, gentlemen.

Mr. Lanorr. Thank you, Mr. Chairman.

[The prepared statement of Mr. Lanoff follows:]

STATEMENT OF IAN D. LAKOFF, ADMINISTRATOR, PENSION AND WELFARE BENEFIT
- ProcRAMS, U.S. DEPARTMENT OF LABoOR

Mr. Chairman and Members of the S8ubcommittee :

I would like to thank you for inviting me to speak to this subcommittee today
on accounting and actuarial disclosure practices in pension funds. With me is my
Special Assistant Dr. Thomas C. Woodruff who since December, has been coordi-
nating a review of these disclosure practices—particularly as they relate to the
reporting of pension fund benefit liabilities.

In my remarks today, I will primarlly address the Department of Labor's efforts
directed toward improving the disclosure of private pension fund benefit liabilities
in pension fund financial reports. While we believe that the results of our efforts
on pension fund disclosure may have implications for corporate financial disclo-
sure, we are not prepared to speak on that subject today. - ’

Mr. Chairman, during the past year, a number of articles have appeared in
newspapers and business magazines regarding pension plans labilities and how
those liabilities are to be calculated. These articles have made two general claims:
First, that the size of pension fund benefit liabilities threatens the financial se-
curity of many companies, And, second, that the lack of clear and uniform ac-
counting and actuarial data on pension plans make it difficult for beneficiaries,
corporate shareholders, the public, parties involved in collective bargaining, and
the Government to know what the real benefit 1iabflities of the plans are.

At this time, Mr. Chairman, I would like to submit for the record two speeches
which I delivered during late winter and early spring of this year. In the first
speech, entitled, “Are Pension Funds Really Jinxed?”, I analyzed and then pro-
ceeded to take strong exception to the claim made in the media that the financial
security of many companies is threatened by thelr pension liabilities. The prob-
lem is that the media relles upon inaccurate or inappropriate liability figures.
However, in that same speech I agreed with the complaint that inadequate ac-
counting and actuarial data is avallable for disclosure purposes because of
actuarial assumptions and methods used in calculating pension plan liabilities.

My concern over the lack of data regarding calculation of benefit liability
figures led me to initiate & review of the Department’s reporting and disclosure
requirements for annual actuarial and accounting data from pepsion plans on
Schedule B, the actuarial report portion of the 5500 annual financial report to
the Department of Labor and the Internal Revenue Service.

In the second speech delivered on May 22, 1978, before the ERISA Workshop
Group at Cornell University, I announced that we had largely completed that
review and expect to soon request public comment on a series of changes to
Schedule B, incorporating the following four principles:

(1) The annual reporting of accrued vested and nonvested benefits for all
defined benefit pension plans with over 100 participants;

(2) The requirement that all plans use a single actuarial cost method, the
accrued benefit (unit credit) cost method for calculating these accrued benefit

res ;
(8) Disclosure on the form of major actuarial assumptions; and
(4) Guidelines indicating that the assumptions selected should reflect the
__anticipated experience of an ongoing—rather than terminating—plan.
This morning, Mr. Chairman, I will elaborate upon my earlier announcement of
these basic principles. I will briefly describe the basis of the principles and ex-
plain the proposed changes to Schedule B,
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Our proposed changes to Schedule B resulted from a long series of meetings
with various groups over the past several months, including méetings with rep-
resentatives of the Financial Accounting Standards Board (FASB), the Ameri-
can Institute of Certified Public Accountants (AICPA), the American Academy
of Actuaries (AAA), the ERISA Advisory Committee, the Pension Benefit Guar-
anty Corporation, and the Internal Revenue Service. These meetings all con-
firmed the need to make changes in the reporting of this important data.

It is my hope that the changes we now have under consideration wil] lessen
the uncertainty and confusion that currently surround disclosure of private pen-
sion plan benefit liabilities. In the end, the elimination of much of this uncertainty
ghould have a positive impact on the growth of these plans.

THE PROPOSALS

Pursuant to the requirements of section 103(d) (1) and (5) of ERISA, de-
fined benefit pension plans disclose accrued benefits, (also known as accrued lia-
bilities), value of assets, unfunded accrued benefits and value of vested benefits
(if calculated) on Schedule B of the 55600 Annual Report to the Department of
Labor and IRS. In footnotes to corporate financial statements, the SEC requires
disclosure of unfunded accrued benefits, (also known as unfunded accrued lia-
bilities), and the Financial Accounting Standards Board (through APB Opin-
on No. 8) requires disclosure of unfunded vested benefits.

The calculations for all of these figures are currently performed by the pension
plan actuaries at the time that they perform their funding standard account
(FSA) actuarial evaluation. In general, the actuary uses the FSA-derived figures
for these disclosure requirements.

In addition, section 103(d) (6) of ERISA calls for a display of the present
value of pension plan labilities for “nonforfeitable” benefits allocated by ERISA
section 4044 termination priority categories.

This requirement has been waived for plan years 1975, 1976, and 1977.

Both the disclosure of accrued benefits under ERISA section 103(d) (1) and
the display of plan unforfeitable benefits under section 103(d) (6) were intended
to provide plan beneficiaries, interested Federal agencies, and investors in the
private corporatiors supporting the pension plans with some measure of the ade-
yuacy of pension plan assets to meet benefit payout obligations.

The accrued benefit figures are calculated using a number of acceptable ac-
tuarial methods and assumptions. The choice of methods and assumptions can,
however, significantly change the value of the figures. This had led to questioning
among accountants and investors of the adequacy of these figures for disclosure
of pension plan assets and liabilities. The work of the three ERISA agencies—
the Department of Labor, the Department of Treasury (IRS8), and the Pension
Benefit Guaranty Corporation (PBGC)—has also been hampered by this lack of
uniformity and full disclosure,

Last year in its exposure draft on defined benefit pension plan accounting, the
:‘lnancial Accounting Standards Board called for uniformity in calculating these

gures,

As I mentioned earlier, we began a review of the Schedule B requirements last
December. The purpose of the review was to reevaluate the Department’s posi-
tion on section 103(d) (6) and to explore whether uniformity in the presentation
of accrued benefits Is desirable from the standpoint of the needs of peusion plan
beneficiaries as well as the three ERISA agencies.

WAIVER OF S8ECTION 103 (D) (6)

Section 4044 priority categories require elaborate calculations of each indi-
vidual's benefit priority status. Our analysis indicates that one beneficiary might
fit into any or all of section 4044's six priority categories. Performing such annual
calculations on each individual participant could be expensive and burdensome

to plans.

The American Academy of Actuaries and the ERISA Recordkeeping, Reporting
and Disclosure Work Group have recommended that this requirement of section
103(d) (8) be waived.

In the event, however, DOL should deem some estimate of priority categories
desirable, this group also suggested an alternate method of displaying the cate-
gories. While the suggested alternative would be much less expensive to calcu-
late, it could vary substantially from the true calculations, thus misleading an
individual seeking information about his/her benefit security by such a display.

91-478 O -8 -8
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The authors of section 103(d) (68) apparently believed that beneficiaries could
look to allocation categories to assess their likelihood of recelving future benedits.
PBGC’s experience to date indicates that the financial condition of the company,
companies, or industry contributing to the pension fund may be a better indicator
?ttwhether the plan may terminate or otherwise incur funding problems in the

uture.

In other words, unless we also require corporate financial disclosure alongside
pension fund data, we probably cannot adequately meet the intent of sectton
103(d) (6) to inform beneficiaries of the probabllity of a pension plan's likelihood
of meeting pension payments.

At the present time, however, we do not have either the specific statutory au-
thority or the desire to require such reporting. Our efforts have been focused- on
improving the reporting of the pension funds.

The ultimate measure of beneflt security for pension plan participants in a
terminating plan rests with the level of guarantees provided by the Pension Bene-
fit Guaranty Corporation. Should a pension plan terminate, the plan participants’
entitlements to benefits are determined by section 4022 of ERISA,

In general terms, pension guarantees of vested Lenefits are limited by a maxi-
mum amount (currently about $1,000 per month) as well as phase-in rules for
plan benefit increases.

Therefore, participants in such plans have more of an interest in knowing
whether their pension fund will be able to pay for benefits during the benefit
payout period and, if not, how much the PBGC will guarantee upon plan termi-
nation. Most plan participants are enrolled in ongoing pension plans that will
not terminate. We believe that to require all plans to disclose section 103(d) (8)
figures that are relevant to less than 1 percent of pension plan participants is
unduly burdensome. Therefore we are concentrating on improvements to benefit
disclosure for ongoing plans and are constdering recommending that this require-
ment of section 103(d) (8) continue to be waived.

THE CHOICE OF ACTUARIAL COBT METHOD FOR CALCULATING ACCRUED BENEFITS

Section 8 of BRISA defines acceptable actuarial cost methods that may be used
by pension plan actuaries for funding standard account calculations. Unfortu-
. nately, the use of some of these methods—which are appropriate for funding
calculations—may result in misieading numbers for statements of accrued bene-
fits. The accrued benefit figures derived from some of these methods do not
necessarily reflect benefits earned by employees’ past services, but rather the
portion of total pension costs which the actuarial cost method allocates to past or
accrued services.

When these misleading figures are then compared to pension plan assets, mis-
leading figures for “unfunded” liabilities are created.

It 18 our belief that the accrued benefit cost (unit credit) method is the proper
method for calculating the accrued benefit figures. (Actuaries may still use the
other methods for funding purposes). This method—unlike the others—allocates
benefit accruals to periods of time that are related to actual service performed
by the employees covered by the pension plan.

Furthermore, we believe that the assumptions used by the plan actuary should
explicitly refiect the expected experience of an ongoing plan.

For example, the choice of the interest rate for discounting the value of bene-
fits on the present should refiect the anticipated earnings experience of the pen-
sion plan’s assets over the benefit payout period.

In addition to the cholce of assumptions, we expect to propose that the acerued
benefit statements refiect the pension plan’s obligations current to the end of the
plan year. This 18 necessary in order that these figures be current to the same
date as other financial data reported on the 5500 Annual Report—particularly the
current value of plan assets.

We do underatand that many actuarial firms currently perform their normal
actuarial evaluations during—rather than at end of—the plan year. We would
not be asking them to change this procedure. Instead, plan actuaries would be
permitted to project their calculations to the end of year as long as they believe
that those projections reasonably reflect the condition of the plan at that time.

STATEMENT OF ACCRUED VESTED BENEFITS

Many plan actuaries currently calculate the value of vested benefits because
their plan sponsors are subject to the guldelines of A.P.B. Opinion Number 8.
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gommon practice 18 to use the accrued benefit cost method for calculating this
gure.

However, there still exists some degree of variation in the practice of calculat- .
ing this Agure. Our expected proposals on the choice of methods, guldelines as
to rt:ns}mptions, and the timing of the calculations would alleviate most of this
variation.

STATEMENT OF AOCRUED NONVESTED BENEFITS

In order to represent fairly the acecrued benefit obligations for an ongoing
plan, it is necessary to include a statement of accrued nonvested benefits. Non-
vested benefits should not be thought of as current liabilities of the pension plan.
Rather, nonvested benefits are liabilities that are contingent on future service
by the plan participant.

In calculating the present value of accrued nonvested benefits, we expect to
propose that the plan actuary use the accrued benefit cost method. Currently the
greatest distortion in the calculation of accrued benefit liabilities due to the
cholce of actuarial cost method occurs in the calculation of nonvested benefits.
We belleve that a requirement to use the accrued benefit cost method for calcu-
lating accrued nonvested benefits would eliminate these distortions.

Depending upon the provisions of the particular pension plan, the present
value of accrued nonvested benefits may also be subject to assumptions about
future services. For example, in a pension plan where the level of pension bene-
fits is based on final salary prior to retirement, the value of accrued benefits
based on service to date is subject to the assumption of the level of final salary.
Therefore, for plans that have provisions (such as final salary, death benefits,
subsidized early retirement, disability benefits, etc.) that may change the value
of accrued benefits elther vested or nonvested) contingent on future events, two
nonvested benefit figures would be required :

(1) Accrued non vested benefits (historical) based on current compensation
levels and current entitlements; and

(2) Adaditional accrued nonvested benefits (projected) based on anticipated
changes in the value of accrued beneflts due to future events.

For many plans, disclosure of only the first figure would be necessary. We do
believe, however, that disclosure of additional contingent obligations is im-
portant for plans with such provisions.

THE CURRENT VALUE OF PLAK ABSETS

The Department of Labor continues to take the position that pension plan as-
sets should be disclosed at current rather than book value in the 5500 Annual
Report. The plan actuary, however, may continue to calculate a separate actua-
rial value of assets for funding standard account purposes.

CALCULATIONS OF UNFUNDED BENEFITS

It the above proposed changes in Schedule B were adopted, the following cal-
culations could be performed.

Figure. 1. Unfunded Vested Benefits equals (Accrued vested benefits)—(cur-
rent value of assets).

Figure 2.- Unfunded Total Accrued Benefits (Historical) equals ((accrued
vested benefits) plus (accrued nonvested benefits (Historical))) minus (evrrent
value of assets).

Figure 3. Unfunded Total Accrued Benefits (Projected) equals (accrued
vested benefits plus accrued nonvested benefits (historical) plus additional ac-
crued nonvested benefits (Projected)) minus (current value of assets).

We believe that the above calculations will reveal accrued benefit liability
figures that are more meaningful than those that are currently avatlable. Never-
theless, care would still be required in the use of these figures. Figure 1 repre-
sents a fair comparison between the entitiements of participants to pension
benefits and current assets. Figures 2 and 3, however, should not be used in
isloation. They will be most useful for analysis on a multi-year basis as measures
of the changing characteristics of ongoing plans. The fact that 2 and 8 may
be greater than zero in any particular year should not necessarily be alatming
to either plan participants or the plan sponsors. What would be important, it
seems to me, are changes in these figures over a number of years. In addition,
trends in the individual items of accrued benefits would be useful in analyzing
changes in the structure of benefits in the various plans.
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DISCLOSURE OF AOTUARIAL ABSUMPTIONS AND METHODS ON S80HEDULE B

Computerization and, therefore, analysis of S8chedule B is currently hampered
by the fact that disclosure of methods and assumptions is currently covered via
attachments to the Form. There appears to be no additional cost associated with
moving some of this information onto the Form itself.

Therefore, we expect to propose that two questions be added to the Form:

(a) A checklist of actuarial methods used for the actuarial evaluation for
tn?dilngl stc;ndard account (only one method can be used for accrued benefits
calculation).

(b) A checklist of major actuarial assumptions used for funding and accrued
benefits calculations. Actuaries would still be required to attach a list of all of
their assumptions used. —

CONOLUBION

We believe that these proposals on the disclosure of accrued benefits {in Sched-
ule B for defined benefit pension plans, if adopted, would dispel the confusion
that has been generated by the lack of uniformity in the past. These proposals
would help plan participants, plan sponsors, investors, the ERISA ageficles,
and the public determine the ongoing obligations of these private pension plans.

We do not know whether all of these proposals are applicable to disclosure of
publle plan benefit obligations. We currently, however, are supporting a research
project that may help us make this determination,

We hope that our concern with these issues will ultimately result in greater
income security for the American workers participating in the private pension
system. '

Senator BentseN. Our next witness will be Mr. A. F. Ehrbar, mem-
ber of the Board of Editors of Fortune-m ine, and author of the
article that helped get me stirred up for these hearings.

Mr. Ehrbar, if you would come forward, please{

STATEMENT OF AL F. EHRBAR, BOARD OF EDITORS, FORTUNE
MAGAZINE, AND AUTHOR OF “THOSE PENSION PLANS ARE EVEN
WEAKER THAN YOU THINK,” FORTUNE MAGAZINE, NOVEMBER
1977 -

Mr. Enrear. I appreciate the opportunity to offer my views at this
hearing, and I will try to keep my remarks as brief as possible while
covering the six questions rut by the subcommittee.

As a preface, I would like to say that I do not evaluate this issue
from the perspective of an accountant or an actuary, but rather from
the standpoint of a user of accounting statements and acturial state-
ments, and I think that is the light in which they should be viewed,
rather than the technical aspects.

Senator BexTseN. I know there are those in the audience who would
also like to hear you, so if you would pull your mike up, and speak
into it.

Mr. Eursar. The issue of pension costs and liabilities is one that, un-
surprisingly, was virtually ignored until the past few years, because
the magnitude of the pension burden used to be trivial relative to the
earning power of corporations. .

That has been changed by increases in real benefit levels, inflation,
and the dismal stock market performance of the past dozen years. Cor-

rations have now set aside, by the estimate of the Department of

bor, some $250 billion to meet their pension obligations, yet even
that- amount is, by our estimates at Fortune, at least $50 billion less
than the present value of existing obligations for vested benefits, and
the shortfall could be $200 billion or more.
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To be sure, most corporations have funded their obligations ex-
tremely well and are carrying unfunded liabilities that are insignifi-
cant relative to their net worth and earning power. A handful of com-
panies, however, have unfunded obligations that exceed what I would
consider a prudent level of their net worth. Moreover, the com-
panies——

Senator BENTSEN. Let me ask you one thing, as I read your article,
that I did not really quite understand. Net worth, I understand the
ecason for that. But, if I remember, you also put the market value of
stock, in one example, as related to that.

Why is that significant

Mr. EnrBar. It gives a good indication of the magnitude of the ob-
ligations versus the value that the marketplace puts on the corporation
itself, or the residual assets of the corporation. And I view pension ob-
ligations as a form of leverage in the same way as long-term debt.

It is common to look at things like debt-to-equity ratios to assess the
relative magnitude of the debt.

I was trained as a financial economist, and I try to ignore the book
values of debt and equity, and look at the market values of debt and
equity. That is why I focused on the market values of the corporation,
as well as the net worth.

Does that make it clear, or clearer{

Senator BentseN. If you say so. All right. Please proceed with your
statement. )

Mr. EnrBar. While only a handful of companies would appear to be
in trouble, the companies with the largest unfunded liabilities relative
to their ability to discharge them tend to be the largest corporations in
the country.

At the end of 1976, 10 of the 100 largest corporations had unfunded
liabilities in excess of 30 percent of net worth. An even larger number
had unfunded liabilities for vested benefits that were greater than their
long-term debt.

With unfunded liabilities of that magnitude, it is natural that inves-
tors, lenders, security analysts, and rating agencies have begun to focus
on pensions, but when they try to get a fix on pensions, most simply
throw up their hands. They know that pensions matter, but the area is
so arcane that they cannot find out just how or why. -

That outsiders feel lost when they try to deal with pension data isthe
inevitable result of the way that data is computed and presented. Cor-
porations can use any one of six different actuarial methods to deter-
mine their pension costs and liabilities. Within each of those methods,
they make numerous assumptions about such things as quit rates, early
retirement rates, life expectancies, future rate of wage increases, and
the rate of return on the pension fund portfolio. Differing assump-
tions naturally compound the effects of the different methods, so that
it is literally impossible to compare one corporation’s pension costs or
liabilities with another’s. ,

Moreover, fow corporations routinely disclose the methods or as-
sumptions they use and some—Caterpillar is an example—will not
even disclose them wl%n asked.

The information is available in 5500, but the 5500’s normally are not
available.
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In sum, pension reporting from the perspective of investors and
lenders is astonishingly inadequate. Detailed schedules of long-term
debt, complete with interest rates and maturities, are included in the -
annual 10K report to the Securities and Exchange Commission. Vir-
tually nothing is readily available about pension costs and liabilities
even though the magnitude is often greater.

The only figures that most companies report to shareholders and
security analysts are their pension expenses for the year and their so-
called unfunded vested benefits,

There are several problems with the latter figure. It is generally
computed under the unit credit method, which provides a modicum
of uniformity, but it normally excludes liabilities for the sroportion
of currently nonvested employees who will become vested and who
will be paid benefits for work they have already performed.

More important, unfunded vested benefits are normally calculated
on the basis of current wages, even though most plans base benefits
on a final gay formula. The result is that vested benefits are grossly
understated, at least in the context of an ongoing plan.

The treatment of using current salary could be called the termina-
tion valuation of vested benefits. That treatment is perfectly ade-

uate if one’s perspective is that of the employee or the Pension
enefit Guarantee Corporation. Should a plan terminate, benefits will
be based on current salaries.

So long as a company keeps up with its liabilities computed on a
tlsll;mGigation basis, it imposes little or no risk on employees or the

Senator BExTseN. That puts you in agreement with the Labor De-
partment’s recommendation that it be an ongoing plan that there-
fore will factor in some idea of what inflation is and what wages
might bo on termination.

Mr. Eursar. Yes.

Investors and lenders necessarily have a different view, They are
evaluating corporations as going concerns, assuming that the com-

any does not terminate its pension plans, an event usually occasioned
y bankruptcy.

The meanilg'ful figure for them is the higher one, and also it is a
more meaningful one to the company, a point that is obvious from
the fact that the future salary estimates are included to compute the
pension expenses and funding schedules.

Several actuaries have complained to me that my view amounts to
the same things as carrying future salaries, utility bills, or other costs
as current liabilities. Corporations, they say, do not have a current
liability for higher benefits that result from future wage increases.

However, I am talking about the ultimate costs, based upon exist- -
ing agreements of benefits that have already been earned by employ-
ees, and not about the future costs of future labor services.

Another problem with the unfunded vested benefit figures currently
being reported is the disparity in interest rate assumptions used to
discount future benefits to present value. An increase of 1 percentage
point in the interest assumption will reduce total liabilities by about
25 percent. A company with $400 million in vested benefits and $300
million in pension fund assets would report unfunded vested benefits
of $100 million.
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A company in identical circumstances could, with a slightly higher
interest assumption, report that it had no unfunded vested benefits.

I have been told by members of several large actuarial firms that
interest assumptions currently range from about 3.5 percent to as high
as 10 percent.

Senator BexTseN. Interest assumptions of 10 percent?

Mr. Exrgar. I have been told that those exist. I do not know the
specific instance, but I was told that there are companies using interest
assumptions as high as 10 percent. .

Senator BExTSEN. A 10-percent interest assumption. They either
have a genius managing that portfolio, or they are extremely extrava-
gant in their assumptions. —

Mr. Exrsar. Well, there are circumstances under which 10 percent,
I think, would be quite reasonable for funding 1[lmrposes, roviding
that the wage assumption was commensurately high, But I am not
certain that that is the case.

A final, critical point about the unfunded vested benefit figure. The
number is a residual obtained by deducting pension fund assets from
the total vested benefits. Few companies report total liabilities for
vested benefits or pension fund assets.

Those numbers are more important than the unfunded vested bene-
fits. That is so because shareholders bear the risks and reap the rewards
of returns to the pension assets.

The trust fund arrangements, are, as far as I am concerned, a facade.
If the performance pension portfolio falls short of the assumed rate,
the interest assumption, the deficit must be made up out of what other-
wise would show up as profits. Conversely, shareholders get the bene-
fit of any greater than assumed returns in the form of reduced funding

expenses. .
getockholders thus own a share of the groﬁts from operations plus or
minus a share of the excess returns and losses on the pension funds,

In some cases, the returns on a pension fund are more important than
a company’s operating results, because of the size of the pension fund
relative to the size of the company.

I will now address the six specific questions posed by the subcom-
mittee, .

First, the selection of a specific actuarial method is essentially a
cash budgeting decision. The various methods are mathematical arti-
fices that allocate cash contributions to the pension fund over time.
As such, they have nothing to do with measuring expenses or liabilities
in any economic sense of the term. )

Nonetheless, the cash contribution dictated by the method shows
up on a company’s income statement as pension expense, and the dif-
ference between what should have been accumulated to date and the
actual pension fund assets often is reported as the prior service cost,
a sort of second cousin of the unfunded vested benefits.

The only actuarial method that measures expenses as they occur in
an economic sense, that is, the value of future benefits that an employee
earns in the current year, is the unit credit method. That is the method
I believe should be used for determining pension expenses and lia-
bilities for public reporting purposes.
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In addition, any shortfalls or excesses in the return on the pension
portfolio which increass or decrease unfunded liabilities should be
charged to eo.mlpfs in the year that the&)oocur.

For example, if the company has $100 million of pension assete and
uses a 7-percent interest assumption, it is assuming that the portfolio
will earn $7 million, If, in fact, the portfolio falls by $10 million, the
$17 million shortfall from what was assumed should be charged to
earni
Laslzf;: the amortization of unfunded liabilities should not be charged
as a pension expense, because all liabilities should be charged as in-
curred rather than as funded.

Senator BENTsEN. Let me ask tKou what we are talking ebout here,
now'. Are you not talking about the market value of the portfolio, are
you

Mr. Exreag. Yes.

Senator BenTseN. You aref

Mr. EHRBAR. Yes.

Senator BENTeEN. Not I\‘;St the return, but the market valuef

_Mr. Exrpar. Well, a c nge in the market value is the return for a
given year, plus dividends or interest payments on bonds.

I will elaborate on that a bit, if you would like.

Senator BenTseN. I think you should. _

Mr. Enrsar. There is a large body of data which has been compiled
over the last 15 years which has come to be known as the efficient market
theory of capital asset pricing which holds that the current market

rice of capital asscts such as a share of stock or a corporate bond is the
estimate of its true worth. '

If the market value of the asset rises by 10 percent or falls by 10 per-
cent, the corporation, the sponsor of the pension plan, has made or lost
10 percent. 1 would agree with actuaries that it 18 not proper to react
year to year in funding to those fluctuations. However, the shareholder
and the lender want to know at a point in time that the xsecurit{l or the
earning power is that he is putting his money up for, and the only
estimate for that that is material is the current market value. What
was paid for as asset was immaterial. The moving average of market
value is immaterial. If a stock is worth @ number of dollars today,
that is what matters, not if it was purchased for @ (FIus 10 a year ago.

hSenalllor BexnTsEN. Let’s go at it another way, and let me follow this
through.

Suppose we had nothing but bonds in this portfolio and the market
value goes down substantially on these bonds, but we did not change
any of the investments and we held them right to their maturity and
there was no question about the security of those bonds.

The reason the market value went down was because yields on other
types of investments went up, but the actuarial assumptions were based
on these yields of these bonds, and you held them until maturity.

Do you not then take care of the funding of the——

Mr. EHRrBAR. No. In that situation—

Senator BENTSEN. You get your principal back.

Mr. Eurpaar. Well, assume that bond coupons were at 6 percent and
you were assuming a rate of return of 8 percent which reflects a given
expectation about inflation over the next 20 or 30 yecars. Your wage
assumption would also reflect, then, inflation.
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Senator BeExTsEN. OK. I see where you are. You are talking about
an ongoing plan that the wages are gomﬁ to go up, and therefore——

Mr. Exrsar. Yes. If the bond drops, that means there is going to be
more inflation and wage rates are going to rise at even higher rates,
and you are not as far ahead in funding as you were, because you are
tied into that fixed coupon.

Senator BenTsex. I am with you, I see,

My argument would have to be if wages would stay flat, which we
know they are not going to.

Mr. EHRBAR. Yes,

Senator Bextsex. Al right.
Mr. Enarsar. Several specific cases should be mentioned here in the

context of the method to use. The unit credit method should, of course,
include an assumption about future wage increases as labor has put
forth, but some companies, notably those with major union contracts
such as auto and tire, pay benefits of so many dollars per year of service.
Instead of tying benefits to wages, the dollar figure is renegotiated each
contract.

Obviously, those companies cannot assume the outcome of future
negotiations. They should, however, charge benefit increases for past
service to earnings in the year they are granted, rather than amortizing
the retroactive increases as they do now. The motivation for the current
treatment is to smooth out the im of the retroactive grants on earn-
ings. That may look nicer, but it does not change the underlying reality
that management has granted a new claim against the company for
service that has already been performed.

Multiemployer plans, which you raised, present another problem.
The plans frequently promise workers specific benefits, but assess em-

loyers fixed amounts for each active employee. In essence, they are
efined benefits plans, funded with defined contributions. In practice,
one side of the equation must prove incorrect. The contributions will
turn out to have been too large or too small when the benefits come due.

Employers have no way of knowing whether the amounts set aside
will cover promised benefits. They may ultimately be forced to make up
shortfalls after some competitors have gone out of business, thus pay-
ing some of the competitors’ obligations.

Indeed, that very situation threat is what threatens multiemployer
plans now,

Senator Bentsen. Mr. Ehrbar, they turned the light on us some
while ago, and part of that is my fault because I have interrupted you
here, but I find what you are saying ver{ interesting and I want it as
complete as we can get it for the record, but I am going to have to ask
you to summarize because of the number of witnesses we have to hear
this morning and we will take your entire statement for the record.

Mr. EnrBar. All right.

The second point, 1t is immaterial whether unfunded liabilities are
carried on or off the balance sheet. What should be reported are total
accrued liabilities by the unit credit method, and total pension fund
assets; whether they are on the balance sheet or in a footnote to finan-
cial statements I don’t think makes much difference.

Plan assets should be valued for reporting purposes, as I said, at
market value, although it may make sense to use a moving average for

funding purposes.
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The computation of costs and liabilities should be the same for cor-
porate reporting and pension plan reporting. What is true for one
statement is true for the other, In addition, the existence of two sets of
figures would foster undue worry about the veracity of sponsors and
the security of bonefits. .

At the same time, it would be entirely proper to use a second method
. of computation for funding purposes. It is worth noting here that a
principal argument against enforced uniform gension reporting is tnat
different actuarial methods are appropriate for different companies.

I disagree with that assertion, but even if correct, it applies to fund-
ing or cash budgeting and not on the measurement of expenses and 1i-
abilities. To the fifth question, there is no way to insure against the
manipulation of assamptions in order to understate pension expenses
and liabilities. There always will be venal people and you cannot regu-
late them out of existence.

Senator BENTSEN. Let me ask you this. You have raised questions
with this.

The investor is trying to evaluate management’s Performance, and
let’s say the pension plan is not the responsibility of the management
insofar as managing the assets. That has been given to an investment
management firm to do.

Is that a fair way, then, to evaluate how the management is doing on
theﬁ'ob of running a manufacturing company{

r. EHrBAR. It is not a fair way to evaluate management’s perform-
ance in running the operating assets of the corporation. There would
be nothing to preclude a broken-out income statement which would
segregate out the facts of the pension portfolio.

The important thing here is that the investors are told all that has
happened over the course of the year which affects their claims against
the corporation and their claims on the future revenues of the
corporation,

While I say that there is no way to insure against manipulation, I

.believe that there should be outside control over the interest and wage
assumptions in order to insure that they are within reasonable bounds
and to foster uniformity and comparability among companies.

The best method of setting the limits on those assumptions probably
would be a legislated formula, which would be computed and pro-
mulgated by Labor and/or Treasury.

I will skip over my discussion of assumptions which pretty well mir-
rors my article of last November.

Finally, I have not done a detailed study of public pension plans, but
a cursory review that I have made leads me to believe that problems in
the public sector are even worse than those in the private sector.

The funding of public pensions is immaterial, since governments
have the taxing power to meet their obligations—although the Cali-
fornia vote suggests that there may be a limit to that power—but ir-
respective of whether public pensions are funded, they should be fully
costed and included in budgets. Taxpayers need to know the total cost
of government if the representative system is to provide anything close
to the optimum level of public services. '

As you pointed out earlier, it is tempting for a manager to grant
pension promises instead of raises, knowing that he can adjust the as-
sumptions, hold down costs and keep reported profits up and leave
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the bill for his successor. It is even more tempting, as we in New York
have discovered, to get the garbage off the streets of Queens and let the
next administration worry about how to pay for it. i

Senator BEnTseN. There is a lot of competition between actuaries
and accountants on whose turf is involved in these things. Some have
suggested that the measurement of benefit liabilities should be left to
actuaries and that all actuarial cost methods acceptable under ERISA
should be acceptable for reporting to plan participants. In their book
on pension accounting, William Hall and David Landsittal state:

The accountant is not an actuary, has no expertise in how pension plans should
be funded or in identifying and measuring turnover and other factors involved
fn actuarial determinations. He has the responsibility for specitying the broad
criteria for measuring assets, liabilities, revenues and expenses for financial
reporting purposes. The obligation to pay pension benefits does not change
because of & change from one actuarial method to another.

What are your thoughts on the respective roles of accountants and
actuaries?

Mr. Enrsar. I agree, in large part, with Messrs. Hall and Land-
sittal. As I said, I do not feel that the actuarial methods which are
used for funding, to determine funding schedules, really have any-
" thing to do with expenses or liabilities as they are reported in the
financial statements of corporations, and that methods such as entry-
age normal or aggregate should not be used to measure expenses
reported on an income statement or to arrive at an unfunded prior
service cost reported in a footnote.

Those should be done in as close approximation as possible of
economic reality, which is, in my belief, the accrued benefit method,
and none other. It is the accrue liability for benefits that have been
earned, with best estimates of what those nominal values will be, dis-
counted to a present value:

I don’t think that is a particularly difficult caleulation, once the
actuaries have supplied the computations on turnover and mortality,
early retirement rates,

Senator BenTseN. Mr. Ehrbar, we will take your entire statement
for the record and I want again to congratulate you on writing your
article where it was understandable.

I was listening to some of the testimony of the Labor Department
and I was following it very carefully and I am going to go back
and read it again, and I look at the folks in the press over there and
wonder how in the world they are %'oing to report it so lay people
can understand it. And yet we are talking about hundreds ofy billions
of dollars. We are talking about an incredible number of people and
an issue of very substantial magnitude.

But it is difficult to get it understood.

Thank you very much.

(The prepared statement of Mr. Ehrbar follows:]

STATEMENT oF AL F. EHRBAR, BoAsD OF EDITORS, FORTUNE MAGAZINE

I appreclate the opportunity to offer my views at this hearing. I will try to
keep my remarks as brief as possible while covering the six questions put by
the Subcommittee.

The issue of pension costs and liabilities is one that, unsurprisingly, was
virtually ignored until the past few years. The magnitude of the pension burden
used to be trivial. But inflation, increases in real benefit levels and the poor



40

stock market performance of the last dozen years radically altered that situa-
tion. Corporations now have, by the estimate of the Department of Labor, set
aside some $250 billion to meet their pension obligations. Yet even that huge
amount is, by our estimates at Fortune, at least $50 billion less than the present
value of existing obligations, and the shortfall could be $200 billion or more.

To be sure, most corporations have funded their obligations extremely well,
and are carrying unfunded liabilities that are insignificant relative to their net
worth and earning power. A handful of companies, however, have unfunded
obligations that exceed 80 percent of their net worth. Moreover, the companies
with proportionately large unfunded liabilities tend to be among the largest
corporaticns in the country. At the end of 1976, ten of the 100 largest corpora-
tions had unfunded liabilities in excess of 30 percent of net worth; an even
larger number had unfunded Habilities that exceeded their long term debt.

With unfunded labilities of that magnitude, it is natural that investors,
lenders, security analysts and rating agencies have begun to focus on pensions.
After all, pension obligations must be met with monies that otherwise would
be available for dividends, debt retirement or new investment, and there obvi-
ously are at least some instances where unfunded liabilities threaten the ability
of corporations to reward shareholders or repay lenders. When shareholders,
analysts and lenders try to get-a fix on pensions, however, most stmply throw
up their hands. They know thai pensions matter, but the area is so arcane that
they cannot find out just how or why.

That outsiders feel lost when they try to deal with reported pension data is
the {nevitable result of the way that data is computed and presented. Corpo-
rations can use any one of six different actuarial methods to determine their
pension costs and liabilities. Within each of those methods, they make numerous
assumptions about such things as quit rates, early retirement rates, life expect-
ancies, the future rate of wage increases and the rate of return on the pension
fund portfolio. Differing assumptions naturally compound the effects of the
different methods, so that it is literally impossible to compare one corporation’s
pension costs or liabilities with another’s.

Moreover, few corporations routinely disclose the methods or assumptions
they use, and some will not even disclose them when asked. The information
is contained in the form 55008, of course, but the Department of Labor neces-
sarily has long delays in making forms accessible to the public.

In sum, pension reporting—from the perspective of investors and lenders—is
astonishingly inadequate. Detailed schedules of long term debt, complete with
interest rates and maturities, are included in the annual 10K report to the
Securities and Exchange Commission. Virtually nothing i{s readily available about
pension costs and liabilities, even though the magnitude is often greater.

The only pension figures that most companieg report to shareholders and se-
curity analysts are thelr pension expenses for the year and their so-called “‘un-
funded vested benefls.” There are several problems with the latter figure. It is
computed under the unit credit method—swhich provides 8 modicum of uniform-
ity—but it normally excludes liabilities for the proportion of currently non-vested
employees who will become vested, and who will be paid benefits for work they
have already performed. )

More important, unfunded vested benefits normally are calculated on the basis
of current wages, even though most plans base benefits on a final pay formula.
The result {s that vested benefits are grossly understated, at least in the context of
an ongoing plan. For instance, consider the case of a 45-year-old employee, earn-
ing $25,000 a year, with a pension plan that pays 1.5 percent of final salary for
each year of service. If we assume 5 percent inflation, and that his wages keep
pace with living costs, the employee will be earning $66,332 a year in twenty
yenrs. This year’s service will entitle him to an annual stipend of 1.5 percent of
$66,332, or $098 a year. If we assume, on the other hand, that the plan terminates
now, the pension paid twenty years from now for this year’s service will be 1.5
percent of $25,000, or $3756 a year. The annulty value of the lower figure, dis-
counted to a present value, is the one that companies use when computing un-
funded vested benefits.

That treatment is perfectly adequate if one’s perspective is that of the employee
or the Penston Benefit Guaranty Corp. Shouid a plan terminate, benefits will be
based on current salaries. 8o long as a company keeps up with its liabilities, com-
gtg(e}% on a termination basis, it impoees little or no risk on employees or the
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Investors and lenders have a different view. They are evaluating corporations
as going concerns, assuming that the company does not terminate its pension
plan (an event usually occasioned by bankruptcy). The meaningful figure for
them is the higher one, also discounted to a present value. It also is the more
meaningful one for the company, a point that is obvious in the fact that it is the
one used to compute pension expenses and funding schedules.

Several actuaries have complained to me that my view amounts to the same
thing as carrying future salaries, utility bills or other costs as current liabilities.

. Corporations, they say, do not have a current liabiilty for higher benefits that

result from future wage increases. However, I am talking about the ultimate
cost—based on existing agreements—of benefits that have already been earned
Ly employees, and not about the future costs of future labor services.

Another problem with the unfunded vested benefit figures currently being re-
ported is the disparity in interest assumptions used to discount future benefits
10 & preséent villue. An increase of one percentage point in the interest assumption
will reduce total liabilitles by about 25 percent. A company with $400 million of
vested benefits and $300 million of pension fund assets would repo-t unfunded
vested benefits of $100 million. A company in identical circumstances could, with
a slightly higher interest assumption, report that it had no unfunded vested
benefits. I have been told by members of large actuarial firms that interest as-
sumptions currently range from about 8.5 percent to as high as 10 percent.

A final, critical point about the unfunded vested benefit figure, The number is
a residual obtained by deducting pension fund assets from total vested benefits.
Few companies report total liabilitles for vested benefits or pension fund assets.
But those numbers are more important than the uafunded benefits. That is so
because shareholders bear the risk and reap the rewards of returns to pension
assets. It the performance of the pension portfolio falls short of the assumed rate
(the interest assumption), the deficit must be made up out of profits. Conversely,
shareholders get the benefit of any greater-than-assumed returns, in the form of
reduced funding expenses.

Stockbolders thus own a share of the profits from operations, plus or minus a
share of the excess returns or losses on the pension fund. In some cases, the re-
turns to the pension fund are more important than the company’s operating re-
sults. An extreme example is Lockheed. At the end of 1976, it had a net worth of
$166 million and a pension fund portfolio of $1.026 billion. A 17 percent change in
the value of that portfolio—a fairly frequent occurance in recent years—would
amount to more than the net worth of the company. Admittedly, few companies
are in that situation, but many have pension assets equal to net worth.

I shall now address the six specific questions posed by the Subcommittee,
which I believe go to the heart of what should be done to correct the gross in-
adequacies in pensior reporting.

(1) The selection of a specific actuarial method 1s essentially a cash budgeting
decision. The various methods are mathematical artifices that allocate cash con-
tributions to the pension fund over time. As such, they have notbing to do with
measuring expenses or liabilities in any economic sense of the term. Nonetheless,
the cash contribution dictated by the method shows up on the company’s income
statement as pension expense, and the difference between what should have been
accumulated to date and actual pension fund assets often is reported as the
“prior service costs,” a sort of second cousin of the untunded vested benefit figure.

The only actuarial method that measures expenses as they occur in an eco-
nomic sense—that is, the value of future benefits that an employee earns in the
current year—is the unit credit method. That is the method which I believe
should be used for determining pension expenses and liabllities for publ’c re-
porting purposes. In addition, any shortfalls or excesses in the return on the
-pension-portfolio—~which increase or decrease unfunded liabilities—should be
charged to earnings in the year that they occur. For example, if a company has
$100 million of pension assets and uses a 7 percent interest assumption, it is as-
suming that the portfolio will earn $7 million. If, in fact, the portfolio falls by
$10 million, the $17 million shortfall should be charged to earnings. Lastly, the
amortization of unfunded liabilities would not be charged as a pension expense
because all liabilities would be charged as incurred, rather than as funded.

Several special cases should be mentioned here. The unit credit method should,
of course, include an assumption about future wage increases if the benefits are
based on final pay. But some companies—notably those with major union con-
tracts, such as auto and tire—pay benefits of £o many dollars per year of service.
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Instead of tying benefits to wages, the dollar figure is renegotiated at each con-
tract. Obviously, those companies cannot assume the outcome of future negotia-
tions, They should, however, charge benefit increases for past service to earnings
in the year they are granted, rather than amortizing the retroactive increases
as they do now. The motivation for the current treatment is to smooth out the
impact of the retroactive grants on earnings. That may look nicer, but it doesn’t
change the undelying reality that management has granted a new claim aginst
the company for service that has already been performed.

Multiemployer plans present another problem. The plans frequently promise
workers specific benefits, but assess employers fixed amounts for each active
employee. In essence, they are defined benefit plans funded with defined con-
tributions. In practice, one side of the equation must prove incorrect: the con-
tributions will turn out to have been too large or too small when the benefits
come due. Employers have no way of knowing whether the amounts set aside
will cover promised benefits. They may ultimately be forced to make up short-
falls after some competitors have gone out of business, thus paying some of the
competitors’ obligations. Indeed, that very situation threatens the existence
of some multiemployer plans now. The best solution would be to shift to straight
defined contribution plans for multiemployer contracts. The only other way to
obtain equity would be to limit an employer’s liability to benefits payable to its
own employees, a horrendous bookkeeping chore.

(2) It is immaterial whether unfunded liabilities are carried on or oft the
balance sheet. In fact, the relevant fgures, as I mentioned belore, are total
liabilities and pension fund assets. Since a shareholder’'s stake in a company
is the remainder after all Habilities have been discharged, h: should base his
evaluation on total operating assets and pension assets, and total operating
liabilities and pension labilities. Simllarly, beneficiaries and the PBGC should
be concerned with the total economic unit and its ability to meet pension obli-
gations. Any given level of pension liabtlities or unfunded liabilities is mean-
ingtul only in the context of the ability of the corporation to meet it, whether
out of pension assets or operating assets. In sum, corporations should report
total pension liabilities and pension assets, elther on the balance sheet or as a
footnote to the financial statements.

(8) Plan assets should be valeed—for reporting purposes—at market value.
If the stock market is up or down 20 percent, that is a gain or loss to share-
holders, and an increase or reduction in the security of a lender’s claim. From
the perspective of a shareholder, lender or the PBGC, the only thing that mat-
ters i8 what an asset is worth now, not what it was worth at the time of pur-
chase. It makes no more sense to value a pension asset at something other than
market value than it would to value a mutual fund at, say, cost or amortized
cost.

It does make sense, however, to use a moving average of market values for
funding purposes. Market values do filuctuate, Incorporating the fluctuations
in funding levels immediately can cause unnecessary uncertainty in corporate
cash flows. A three-year moving average of market prices will smooth the
fluctuations and make cash budgeting easter, while ultimately reflecting large
market increases or decreases. -

Critics of using market value for reporting purposes and fluctuations in
market value for measuring pension costs—argue that pension funds are so
large that changes can swamp oerating results and are thus misleading. To the
contrary, it 18 because they can swamp operating results that they should be
included. It may be unpleasant for managers to report that pension funds have
grown so large and important, but that is the reality of the situation. Obfuscat-
ing it merely impedes the efficlency of the capital allocation process. If man-
agers are worried that pension fund results will obscure their operating per-
formance, they can report the pension data as extraordinary items, with a
breakout of ordinary pension expense, retroactive benefit increases and pension
fund fluctuations.

(4) The computation of costs and liabilities should be the same for corporate
and pension plan reporting. What is true for one statement is true for the
other. In addition, the existence of two sets of figures would foster undue worry
about the veracity of sponsors and the security of benefits. .

At the same time, it would be entirely proper to use a second method of com-
putation for funding purposes. As I stated before, the various actuarial methods
are artifices to budget cash contributions, and are well suited to that purpose.
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They become unacceptable only when used to determine the reported costs and
Habilities of an ongoing plan. I see nothing undesirable in continued diversity of
funding practices, provided that companies do not put undue risks on the PBGC—
and, in turn, on other corporations.\

It is worth noting here that the principal argument against enforced uniform
pension reporting is that different actuarial methods are appropriate for dif-
ferent companies (e.g., companies with new plans versus those with mature
plans, rapidly growing companies versus stable ones). I disagree with that as-
sertion, but even if.correct, it applies only to funding and not to the measure-
ment of pension expenses and liabilities.

(5) There is no way to insure against the manipulation of assumptions in or-
der to understate pension expenses and liabilitfes. The pension universe {s too
large to police on an individual plan basis in that kind of detail. And while I
would hope that most actuaries are honest men, there always will be some dis-
reputable practitioners of every profession. The certification of public account-
ants has not prevented creative accounting, and-the “enrollment” of actuaries
under ERISA will not end creative assumptions.

Just the same, I believe there should be outside control over the interest and
wage assumptions, in order to insure that they are within reasonable bounds
and to foster uniformity and comparability among companies. The best method
of setting the limits on those assumptions probably would be a legislated for-
mula, which would be computed and promulgated by Labor and/or Treasury.
Accountant and actuaries would prefer that any such guidelines be set by the
professions, but I am skeptical of their ability to come to an agreement on the
precise numbers. .

I would like to briefly explain what interest and wage assumption formulae
I believe would be optimal. The interest assumption—used to discount future
benefits back to a present value—should be the riskless rate of interest coincl-
dent with the term structure of the benefit liabilities, If, for example, a benefit
is payable in 30 years, it should be discounted to the present at the current rate
of interest on government bonds; if it is payable in five years, the rate on
government notes should be used. ’

The riskless rate is appropriate for valuing liab{lities because—in the context-
of an ongoing plan—they are certain obligations which must be paid if the com-
pany remains in business. It is important to note here that I am speaking in
terms of valuing labilities, not in terms of deciding how much a company
should have in its pension fund. Also, I' Ao not mean to imply that fund assets
should be invested in riskless securities.

The current practice i8, ostensibly, to discount liabilities at the expected rate
of return on fund assets. But those are risky assets, and discounting at the ex-
pected return on risky assets is the same as placing a bet and assuming it has °
been won—the same as valuing a $2 ticket on a 15-to-1 horse at $30. Viewed
another way, discounting at the expected return on fund assets means that, in
the peculiar arithmetic of the actuaries, a dollar's worth of Treasury bills is
worth less thdn a dollar’s worth of Exxon stock. The expected return on fund
assets may be appropriate for determining funding levels, but it has nothing
to do with the value of the liabilities.

Under the present system, corporations are assuming, in effect, that they will
win the gamble, and telling shareholders that their pension obligations are fully
funded. That implies that the obligation has been fully offset. What the
company should be saying is that we have pension llavilities of $X, we have
invested $Y in the stock market, and we believe the investments will grow fast
enough to pay benefits when they come due. _

The need for outside control of interest assumptions is particularly apparent
in the subjective, haphazard way in which they seem to be selected. If actuaries
are basing thelr assumptions on expected returns, the assumptions should bear
some relationship to the riskiness of a portfolio—e.g., a fund invested entirely
in bonds should have a lower assumption than one invested in stocks. S8urveys
by Greenwich Research Associates, however, have found that there is no correla-
tion between the riskiness of a pension portfolio and the plan’s interest assump-
tion. Risky funds often have relatively low interest assumptions, and conserva-
tive ones often have high assumptions.

I believe that wage assumptions—currently in the 3.5 to 5.5 percent range,
ghould be much higher. They should, first of all, reflect expected inflation. In
addition, they should include a component for real increases in average wages,
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which have risen at a rate of just under 2 percent a year in the postwar period.
Finally, they should include an allowance for the merit or seniority increases
that workers earn over their careers—about 1 percent a year. Recent studies
have established that the best estimate of long run future inflation is one per-
cent less than the yleld on government bonds. That {8, government bonds provide
a real return of about 1 percent. With bonds now at more than 8 percent, wage
assumptions should be on the order of 10 percent—7 percent for inflation, 2
— percent for real increases and 1 percent for merit or sentority.

It interest assumptions were adjusted to the yields on government securities,
and wage assumptions set as I describe, total liabilities would roughly double.
Aggregate unfunded liabilities could turn out to be $200 billion or even $800
billion. Those are frightening numbers, but ignoring or obfuscating them is no
solution. The obligations mdy well turn out to be handily within the means of
corporatfons, particularly if the economy returns to its historic growth rates.
Whatever the case, shareholders, lenders and regulators should be aware of the
true dimension of the claims that employees have against the future revenues of
corporations since those are, after all, clalms against the output of the economy.
Perhaps most important, managers who are granting pension benefits should be
aware of the true costs of the promises they make, Otherwise, private pensions
could turn out to be a time bomb,

(6) I have not done & detalled study of public pension plans, but the cursory
review that I have made leads me to believe that problems in the public 3ector
are even worse than those inthe private sector, The funding of public pensions
is immaterial since governments have the taxing power to meet their obliga-
tions—though the California vote suggests that there may be a limit to that
power. Irrespective of whether public pensions are funded, they should be fully
costed and included in budgets. Taxpayers need to know the total coat of
government if the representative system is to provide anything close to the
optimum level of public se!

It seems clear that some type of guidelines are necessary for public pension
accounting. It is tempting for a manager to grant pension promises instead of
raises, knowing he can adjust the assumptions, hold costs down and reported
profits up, and leave the bill for his successor. It is even more tempting, as we
in New York have discovered, to get the garbage off the streets of Queens and
let the next administration worry about how to pay for it.

Senator BenTsen. Qur next witnesses will be Mr. William D. Hall
and Mr. David Landsittel, partners of Arthur Andersen and Co. and
authors of 11 book, “A New Look at Accounting for Pension Costs.”

Gentleme.:, we are pleased to have you. If you will proceed with your
testimony. ‘

Mr. Havr. Thank you, Mr. Chairman. -

STATEMENT OF WILLIAM D. HALL AND DAVID LANDSITTEL, PART-
NERS, ARTHUR ANDERSEN & C0., AND AUTHORS OF “A NEW
LOOK AT ACCOUNTING FOR PENSION COSTS”

Mr. Harr, My name is William D. Hall. I am a certified public ac-
countant and a partner in Arthur Andersen & Co., where my present
capacity is managing director, accounting principles and auditing
procedures, for the firm at our headquarters in Chicago, Ill. I am ac-
companied by my partner, David L. Landsittel, who is also lecated in
our Chicago office.

Because you have a copy, I am not going to read the detailed résumé
of our qualifications, but with respect to pension accounting, as you
noted, Mr. Landsittel and I are coauthors of a recent book, * ew
Look at Accounting for Pension Costs,” which was published for the
Pension Research Council that is affiliated with the Wharton School
at the University of Pennsylvania.
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Because we understand that the subcommittee staff has a copy of this
book, we have, accordingly, kept our comments that we are going to
give here, brief.

The thrust of our testimony is twofold. First, we believe that present
accountin% for pension plans and pension costs requires improvement,
particularly in eliminating the alternatives that are now available and
that produce widely differing results in determining pension obliga-
tions to be reflected in the financial statements of plans and companies.

Second, we believe that the Financing Accounting Standards Board,
the FASB, is the most appropriate and most qualified body to establish
generally accepted accounting principles with respect to pension plans
and pension costs.

I want to point out that we are giving our testimony from the per-
spective of accountants, not that of an actuary, attorney, securities
analyst, or investment banker. We believe it is important to point out
the difference between pension accounting and dpension funding, some-
thing that the previous witnesses have also alluded to.

The accountant is concerned with the presentation of accrual basis
financial statements that communicate the economic effects of trans-
actions and events as they occur independent of whether cash concur-
rently changes hands as a result of such transactions. On the other
hand, pension funding relates to the segregation of cash and other
assets to meet pension obligations asthey mature. -

In developing the accounting principles that most accurately com-
municate the economic substance of pension-related transactions, the
objectives of financial statements must be differentiated from the ob-

_jectives of pension fundinhg.

In our book, we identified four specific deficiencies that we believe
are significant in presently existing generally accepted accounting
principles governing pension costs and related measurement of the
pension obligation, as follows:

One, actuarial cost methods that are equally acceptable under gen-
erally accepted accounting principles result in widely differing pat-
terns of cost and liability ition under similar economic circum-
stances. Differing methods and periods available for the amortization
of the unfunded past service costs compound this probiem.

Two, the unfunded obligation for accrued pension benefits is not
recognized as a liability.

- Three, varying spreading and amortization techniques result in the
artificial leveling of pension expense, even in cases where the eco-
nomic facts are to the contrary.

And fourth and last, there is too great a latitude in the application
of actuarial assumptions.

I wish to garticularly stress the first of these. Although most ac-
countants and investment analysts recognize that various alternative
actuarial cost methods are available to account for similar pension
transactions under Accounting Principles Board Opinion No. 8, the
present authoritative pronouncement on pension cost accounting, few
users of financial statements recognize the magnitude of the differences
that these equally acceptable alternatives yield.

The objectives of pension funding may best be served by providing
for the use of any one of several acceptable alternative actuarial meth-
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ods, but the objectives of financial reporting are not effectively served __
when several alternatives are available for accounting for obligations
that arise out of similar economic transactions.

The obligation for plan benefits should be recorded in the employer’s
financial statements as such benefits are earned by the employees; that
is, as the employee’s performance, measured by service rendered to
date, has been completed.

Our view is that the recording of such pension obligations should
Eereferably—and I might say this is a strong preference on our part—

correlated with direct compensation costs using an actuarial present
value approach. We would, however, consider any actuarially sound
mecasure of the obligation that is consistently applied in all cases under
similar circumstances to be a step in the right direction.

Stated another way, although we have a strong preference for a
* certain method of measuring pension plan obligations—and I might
mention that our view is quite close to those that have been presented
by the previous witnesses this morning—we recognize that there are
differences of opinions in this respect, and consider consistency among
plans and companies and the basis upon which their financial state-
ments are prepared in this respect to be even more important than the
question of what methods should be followed. )

We believe that accounting standards should be established in the
private sector rather than by Congress or an agency of the Federal
Government. The present standard-setting organization in the private
sector is the FASB, and we believe that that organization is in the best

ition to establish sound and uniform accounting standards for the
nefit of the public, business enterprises, and the accounting
profession.

The FASB has on its agenda, and has done substantial work, on a
project that deals with pension accounting and pension costs. The
1ssues, as we can see from the discussion this morning, are exceedingly
complex and, I might add, controversial.

In an appendix of our book, a number of members of the Pension
Research Council, individuals knowledgeable about these issues, pre-
sent statements that, in many cases, raise questions about our approach
and present alternative positions. This is but one indication of the
complexities involved and the controversy that exist.

I make this point to stress our view that the FASB, a highly qualified
standards-setting body that has already devoted substantial produc-
tive time to this project and its presently, we understand, holding dis-
cussions with the Department of Labor representatives, should estab-
lish any required standards.

Further, the complexities are far too great for a sound solution with-
in the 90-day time limitation for the promulgation of uniform ac-
counting standards set forth in S. 2992. We respectfully submit that
the Congress should convey its sense of urgency and can %roperly ap-
ply pressure to insure appropriate results within a reasonable time, but
that it would be ill advised to seek immediate, and possibly undesir-
able, solutions to a complex problem by imposing unrealistic deadlines.

Now, Mr. Chairman, this testimony was prepared before we had re-
ceived the communication from you office setting forth the six ques-
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tions to be addressed specifically at these hearings, and so it does not
address all of these questions. I think it does cover the first two ques-
tions, and I would like to just briefly respond to the otherfour,

Starting with the third 3uestion, ow should plan assets be valued ?
We believe that they should be valued at current market.

The fourth question: For pu?osm of symmetry or for some other
reason, should pension costs and liabilities be computed on the same
basis for the pension plan and for the sponsoring employer’s corporate
statement ?

Our answer is yes,

Asto the fifth question, How to assure that actuarial assumptions are
not manipulated to the detriment of plan participants and retirees. I
am afraid, since this is g)rimarily an actuarial question, I will have to
yield to tha expertise of actuaries and not attempt to answer it defini-
tively. I believe it would be unfortunate to put into law or regulations
rigid requirements. We know that different plans have different earn-
ings rates, and we would not want to try to make dissimilar situations
look the same. On the otlier hand, I am satisfied that there must be
some way to narrow the alternatives, to establish parameters that will
maka the results more consistent. - -

The sixth question: Do these and similar accounting and actuarial
problems, exist with respect to public retirement systems? The answer
18, they certainly do. :

And that, Mr. Chairman, concludes our prepared testimony.

Senator BEnTseEN, Well, I think that is very helpful.

Let me state that, first, I, too, believe that the private sector is in a
better position to set forth these standards, but they have not done it.

Mr. HaLr. That is right.

Senator BexTsen. And I will bet you they do not do it if we do not
keep the pressure on and if we do not decide we will do it by legisla-
tion. We may have to resolve some of those differences, and I frankly
think the 90 days is too short also. But I can tell you that I am going
to push just as hard as I can, and if you do not do it, I am going to
try to pass the legislation, and force it. So you can put your members
on notice on that.

I do not want to further complicate the problems with additional
paperwork. I want to avoid that to the extent I can. But I think that
investors ought to know what they are buying when they buy a stock,
and I think plan participants oufht to know how sound the plan is.
And T think the shena,niﬁnns should be narrowed, certainly, the oppor-
tunit(;{y for it, in some of these assumptions.

I do not want great rigidity on those assumptions, because I know
that there are some differences in investment objectives for different
types of plans. When I was told previously that there was a 10-percent
assumption, sure, I can show you pension assets that have been able to
have a 10-percent return or more over some short period of time. But
when we are talking about pension plans that extend out 25 or 80 or 40
years, we have to be reasonably prudent on such assumptions.

Now, you talk about the variance. Apparently, you do think that
some guidelines should be in there for actuarial assumptionst

Mr. Harr. Yes, sir.
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Senator Bextsex. T think so, too. I do not know what they are, and
I am looking forward to listening to some of the actuaries in that
re .
But I think that the Congress has an obligation if you fellows do not
do it. We give substantial tax benefiits to the creation of these plans.
We have an obligation to the people and to the plan participants, and
I think we will pass something, if we do not see the actuaries and the
accountants try to come up with standards and bring about as much
uniformity &s is practicable in this regard.

Mr. Hacr. I might say, Mr. Chairman, that I think hearings such
as this are helpful to accomplish that end, to convey the Congress
sense of urgency on this, and to make the private sector react promptly
and responsibly.

Senator BExTsex. Well, it will help if you will knock some heads
together, if you tell them that they will have to contend with some of
these arbitrary and opinionated Senators up here, and if they do not
do it, we are going to do it.

I am just back from a debate in the GATT negotiations in Geneva,
and I was trying to buttress our negotiator by wearing the black hat
to show the negotiators of some of these foreign countries what our
negotiator was up against in having to deal with the Senators,

I though I was making quite a point until the Brazilian negotiator,
who was seated next to me, said, you know, I am not so impressed
with Mr. McDonald’s saying he has to deal with you Senators. He said,
I have to go home and deal with the generals. Hesaid, I’'m not so sure
that isany easier.

Well, thank you very much. I think that is helpful. We will now
hear from the actuaries, and listen to their side of the story.

[The prepared statement of Messrs. Hall and Landsittel follows:]

PREPARED TESTIMONY OF WILLIAM D, Hart AND David L. LANDSITTEL

My name is Willlam D. Hall. I am a certified publie acountant and a partner
fn the international public accounting firm of Arthur Andersen & Co. My present
capacity is Managing Director, Accounting Principles and Auditing Procedures in
the firm’s World Headquarters, 60 West Washington Street, Chicago, Illinois.
I am acécompanied by David L. Landsittel, also a certified public accountant and
a partner in Arthur Andersen & Co. in the firm’s World Headquarters.

I shall not read the detailed resumes of our qualifications which are attached
to a copy of this testimony. With respect to pension accounting, Mr. Landsittel
and I are coauthors of a recent book, “A New Look at Accounting for Pension
Costs,” published for The Pension Research Council which is afiliated with The
Wharton School, University of Pennsylvania. We understand that the Subcom-

 mittee staff has a copy of this book.

The thrust of our testimony today is twofold:

1. We believe that present accounting for pension plans and pension costs re-
quires improvement, particularly in eliminating the alternatives that are now
available—and that produce widely differing results—in determining pension
obligations to be reflected in the financial statements of plans and companies.

2. We believe that the Financial Accounting Standards Board (FASB) is the
most apropriate and most qualified body to establish generally accepted account-

. ing principles with respect to pension plans and pension coats.

PERSPECTIVE FROM WHICH TESTIMONY IS GIVEN

The testimony we are giving 18 from the perspective of an accountant, not that
of an actuary, attorney, securities analyst or investment banker. In this regard,
we believe that it is important to point out the difference between pension ac-
counting and pension funding.
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The accountant is concerned with the presentation of accrual-basis financial
statements that communicate the economic effects of transactions and events
(including pension-related transactions) as they occur independent of whether
cash concurrently changes hands as a result of such transactions. On the other
hand, pension funding relates to the segregation of cash or other assets to meet
pension obligations as they mature.

In developing the accounting principles that most accurately communicate the
economic substance of pension-related transactions, the objectives of financial
statements must be differentiated from the objectives of pension funding. Confu-
sion arises when the differing objectives of pension accounting and pension fund-
ing are not recognized. Specifically, in the case of S. 2692, this confusion is fllus-
trated by the fact that the bill proposes an amendment to Section 412 of the
Internal Revenue Code of 1054, which amendment deals with uniform acoounting
standards, whereas Section 412 (as added by ERISA) deals with pension fund-
ing—that is, the minimum cash amount required to be deposited in trust to
achieve reasonable security in meeting pension obligations.

DEFICIENCIES IN PRESENTLY EXISTING ACCOUNTING BTANDARDS

In our book, we identified four specific deficiencles that we believe are signifi-
cant in presently existing generally accepted accounting principles governing pen-
sion costs and related obligation measurement, as follows :

1. Actuaria] cost methods that are equally acceptable under generally accepted
accounting principles result in widely differing patterns of cost and liability
recognition under similar economic circumstances. Differing methods and periods
avag}able for the amortization of unfunded past service costs compound this
problem.

i %“'}l‘he unfunded obligation for accrued pension benefits is not recognized as a
ability.

8. Varying spreading and amortization techniques result in the artificial level-
ing of pension expense even in cases where the economic facts are to the contrary.

4. There 8 too great a latitude in the application of actuarial assumptions.

I wish to stress the first of these. Although most accountants and investment
analysts recognize that various alternative actuarial cost methods are available to
sccount for similar pension transactions under Accounting Principles Board
Opinion No. 8, the present authoritative pronouncement on pension cost account-
ing, few users of financial statements recognize the magnitude of the differences

- that these equally acceptable alternatives yleld. The objectives of pension fund-

ing may best be served by providing for the use of any one of several acceptable
alternative actuarial methods, but the objectives of financial reporting are not
effectively served when several alternatives are available for accounting for ob-
ligations that arise out of similar economie transactions.

The obligation for plan benefits should be recorded in employee benefit plan
financial statements as such benefits are earned by the employees—that is, as the
employees’ performance, measured by service rendered to date, has been com-
pleted. Our view is that the recording of such pension obligation should prefer-
ably be correlated with direct compensation cost, using an actuarial present-
value approach. We would, however, consider any actuarially sound measure of
the obligation that is consisteatly applied in all cases under similar circum-
stances to be acceptable. Stated another way, although we have a preference for
a certain method of measuring pension plan obligations, we recognize that there
are differences in opinions in this respect and consider consistenicy among plans
and companies in the basis on which their financial statements are prepared in
&l; rfspg:;’t to be more important today than the question of what method should

ollowed.

MECHANISM FOR THE ESTABLISHMENT OF UNIFORM ACCOUNTING STANDARDS

We believe that accounting standards should be established in the private
sector rather than by Congress or an agency of the Federal government. The
present standard-setting organization in the private sector is the FASB, and
we believe that organization is in the best position to establish sound and uniform
accounting standards for the Lenefit of the publie, business enterprises, and the
accounting profession.

The FASB has on its agenda and has done substantial work on a project
that deals with accounting ror pension plans and pension costs. The issues are
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exceedingly complex—and, I might add, controversial. In an appendix to our
book, a number of members of the Pension Research Council—individuals
knowledgeable about these issues—present statements that in many cases raise
questions about our approach and present alternative positions. This fs buf
one {ndication of the complexities involved and the controversy that exists.

I make this point to stress our view that the FASB, a highly qualified
standard-setting body that has already devoted substantial productive time to
this project and {8 presently, we understand, holding discussions with Depart-
ment of Labor representatives, should establish any required standards. Further,
the complexities are far too great for a sound solution within the 80-day time
limitation for the promulgation of uniform accounting standards set for in
S. 2092. We respectfully submit that the Congress can properly apply pressure to
ensure appropriate results within a reasonable time but that it would be ill
advised to seek immediate and possibly undesirable solutions to a complex
problem by imposing unrealistic deadlines.

SUMMARY

In summary, we agree that accounting standards covering pension-related
transactions are deficient. We have developed our views to the changes that
might be made, which views constitute only one approach to a difficult problem
of accounting for pension costs.

We believe that the private sector, and specifically the FASB, is the body that
fs most capable of dealing with the problem of promulgating uniform accounting
standards for pension costs. That organfzation has the necessary capabilities and
resources to develop proper standards that meet the objectives of financial re-
porting. Following this approach also results in the best means to ensure that
a mechanism exists to provide for subsequent changes in such standards in later
periods responsive to future changes in the economic environment.

Wrriax D. HaLp
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of sales by Panhandle Eastern Pipeline Company to Michigan Consolidated
Gas Company.
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Before U.S. House of Representatives Committee on the District of Columbia,
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for financing retirement benefits for policemen, firemen, teachers, and
tj’texgggg& o't the District of Columbia and to make certain changes in such
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Mr. Hare. Thank you, Mr. Chairman.

Senator BenTsEN. Mr. Boynton, the president of the American
Academy of Actuaries will be our witness. And will you introduce for
the record those who accompany you ?

Mr. BoynToN. Thank you, Mr. Chairman. I am sorry the witness
list did not include the two people accompanying me.

On my right is Mr. Preston Bassett, who is the vice president of the
American Academy and on my left is Steve Kellison who is the execu-
tive director of the academy.

Senator BENTSEN. And whom I have known for some time. I had to
listen to his actuarial assumptions for years, as an associate of mine.

Mr. BoynTox. Mr. Bassett and I are, you might say, volunteers in
these positions. We have both spent most of our careers consulting
on pension plans,

STATEMENT OF EDWIN F. BOYNTON, PRESIDENT, AMERICAN ACAD-
EMY OF ACTUARIES, ACCOMPANIED BY: PRESTON BASSETT, VICE
PRESIDENT, AMERICAN ACADEMY OF ACTUARIES, AND STEVE
KELLISON, EXECUTIVE DIRECTOR, AMERICAN ACADEMY OF
ACTUARIES

Mr. Borxron. We do appreciate the opportunity to present this
statement since it has a significant impact upon enrolled actuaries
under ERISA.
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We understand the record will remain open for a few weeks so that
we can prepare a more comprehensive statement. We are particularly
anxious about that because the academy has, in fact, underway a
project very pertinent to this bill which is the study of the manner in
which cctuarial liability should be presented, and we will attach the
completed copy of that study to our final statement.

I might also add that the American Society of Pension Actuaries is
another organization which represents a significant number of pension
actuaries who are not members of the academy. The two organizations,
combined, represent approximately 93 percent of the enrolled actuaries.

The representatives of ASPA have reviewed this statement and
advise us that they fully agree with the position taken by the academi
on this bill, and although the academy representatives cannot spea
for ASPA, the statement can be taken as representing the common
position of both organizations. .

In general, we support what we believe was the intent of the bill.
Wae believe further clarification is needed to be sure this intent is car-
ried out, and it might require certain changes in other parts of ERISA
and in the Internal Revenue Code, However, and I would underscore
this, we believe the apparent intent of the bill may, in fact, be ac-
complished without specific legislation.

e are obviously aware of the adverse publicity given to private
nsion plans recently in the press. The stories in Fortune, New York
mes, U.S. News & World Report, Forbes magazine, for example.
Much of this informaticn in these articles appears to be b on
misinformation and lack of understanding on the part of the authors
a8 to the nature and-purpose of various actuarial and funding methods.
We would acknowledge that there is a variation of actuarial and fund-
ing methods available to pension plans to be used for different pur-
poses, and this has compounded the problem and led to confusion
and misunderstanding on the part of plan participants, the press, as
well as legislators and regulators.

I would add, however, that a lot of the confusion is due to the fact
that it is & very complex problem. It is not an effort by the actuaries
or plan sponsors to confuse people, or mislead people. It is a very
complex issue.

Actuarial liabilities are calculated for three general purposes and
the particular purpose intended will dictate the kind of actuarial
methodolngy to be used. These three purposes, as outlined on paper,
are to determine the annual contributions to the plan, to measure the
funding project on an ongoing plan basis and to measure the liabilities
that would emerge in the event of plan termination.

There are a number of funding methods available which are used
for the pur of determining the annual contributions and that will
be discussed later. For the purposes of measuringhtha funding progress
on an ongoing plan basis, or as a measurement of the termination liabili-
ties of plans, we believe there is considerable merit in having consistent
methodology to be used in developing its values.

Adoption of uniform methodology would go a long way to reduci
some of the misunderstandings which have occurred in the past throu
the use of incorrect types of figures to represent plan liabBities. In the
grepared statement we point out that often these numbers are taken

rom form 10-K of SEC and that number may be calculated a number
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of different ways and it is for a different purpose but often has been
misused in some of the articles which have appeared.

We believe that uniform methodology would be highly desirable for
the purpose of reporting the value of accrued benefits or the termina-
tion values, For example, the development of the value of the crude
benefits on a going plan concept would serve several different purposes
which we have outlined here to substitute for the present section
103(d) (8) of ERISA; for the footnotes of a company’s annual fi-
nancial statement; for the purposes of protecting individuals in the
event of mergers and terminations and spinoffs of plans; and for the
purpose of any actuarial statement that should be attached to the finan-
cial statement prepared by the accountant.

We believe that one single methodology could be developed with
enough flexibility to handle varying plan conditions for all of these
purposes.

The bill would provide the Secretary of the Treasury to promulgate
standards for evaluation of both assets and liabilities. We do not be-
lieve the value of assets used in the presentation of these measure-
ments should be standardized, such as at market value, but rather
should be the value of assets used by the actuaries. We have no quarrel
with the idea that the market value of assets be used for the presen-
tation of the financial statement prepared by the administrator, pur-
suant to 103(b), but when the actuarial value of liabilities is pre-
sented, the value of assets should be prepared on a consistent basis.

That is, when the actuary sets forth the actuarial status of the plan
for any of the purposes mentioned above, he is considering the projec-
tion of these actuarial values on a long-range basis averaging out
potential future variations in experience both in investment returns
and in other actuarial factors.

It would be misleading for plan participants and others who read
such statements to be required to match these actuarial values with,
say, the market value of assets which can exhibit wide variations
over the short term.

Since the pension plan obligation is a long-range one with an or-
derly cash flow out of the fund in the form of benefit payments, a
more stable asset value is desirable to match up more properly with
the determination of the actuarial values.

As I have mentioned, the Academy Committee on Actuarial Prin-
ciples and Practices of Pension Plans is in the process of preparing
an interpretation of the Academy’s actuarial principles of pension
plans which basically set forth a recommended methodology to be used
in determining the value of accrued benefits in connection with the
actuarial values to be associated with the financial statement required
by 103(b) of ERISA.

This has been prepared, really, at the request of the FASB. We do
not believe it is necessary or appropriate to include this as part of
the financial statement, but that is the FASB’s decisions and we are
merely complying with their request that a reasonable method be
developed by the actuarial profession.

As soon as the paper is finalized, we will present a copy to
the subcommittee,

We have also indicated in here that if legislation is passed, we
do believe there are some other sections of ERISA which should be
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amended to be consistent for all purposes, because we have the Labor
Department’s sections, 103 particularly, and other areas that should,
be made consistent.

Now, we do support the concept of establishing uniform method-
ology for the presentation of the value of accrued benefits, but we do
T‘lestioxi the need for this specific legislation at this time. We believe
that many of the problems created by different methods of reporting
unflllmd liabilities can be resolved under existing regulatory
authority.

There are several current developments that would lead us to believe
that the objective of more uniform reporting of actual liabilities will
be accomplished in the relatively near future without additional legis-
lation—but perhaps with your prodding. Among these are the re-
vised schedule B, which we have not seen yet, but which was discussed
this morning by the Labor Department ; the exposure draft which the
Academy is almost ready to release—I mean, pardon me, the final is
almost ready to be released ; the view of the FASB that actuarial lia-
bilities attached to a plan’s financial statement be calculated by & uni-
form methodology; the section 6059 of the code which provides for
periodic reports by the actuary would appear to give the Secretary
of the Treasury the authority to issue such regulations it deemed
necessary right now,

Additionally, and this would be out of a different area, but the
SEC would also have the authority to prescribe a uniform method-
ology, hopefully the same as Treasury and Labor, for reporting the
unfunded actuarial liabilities which now appear in such things as
form 10-K. :

Accordingly, the Academy does not believe legislation of this type

is needed now in order to accomplish the desired goals.

= Nowj-the support for the concept in this proposed bill is based on
the assumption that the development of any.uniform standards for
actuarial methodology would be limited to those kinds of situations
described earlier which call for a display of the statements for the
value of accrued benefits under the plan, either on an ongoing basis
or in the event of Elan termination, so as to fairly present the
actuarial position of the plan,

We would not support the adoption of uniform standards of ac-
tuarial methodology with a calculation of minimum or maximum
funding requirements of ERISA. The actuarial methods to be used
to devel? minimum contribution requirements to provide for a
sound and orderly funding of a plan are often different than those
used for the purposes described above, and we hope that there is no
intention to prescribe a standard methodology for the purposes of
determining minimum fundinﬁ reluirements of ERISA.

The present structure of ERISA and the background committee
report certainly supports the concept that there should be flexibility
in funding methods and assumptions. It leaves the actuarial basis of
fundi:f levels to the discretion of the enrolled actuary to select the
method and assumptions that are moet appropriate for the particular
plan and, as indicated, ERISA specifically requires this, The actuary
must also make a certification for this purpose. -

We recognize the differences in funding methods to determine that
_ the contribution can lead to differences in annual contributions and in



56

unfunded liabilities. It is for this reason that we support the concept

in the bill that whenever unfunded liabilities are to be displayed to

articipants, the public, in financial statements, et cetera, they should
calculated in accordance with uniform methodology. -

As a matter of related interest, we will be submitting as part of our
“more complete statement a pension discussion document prepared by
a research accounting group in the United Kingdom very recently
dealing with financial reports of pension funds. One of the major
conclusions of this accounting research group is that a part of the com-
prehensive report which a trustee should provide to participants in
the plan should be prepared by the actuar¥ regarding the overall
funding position of the plan. It notes particularly that this should be
presented in parallel with rather than part of, the financial statement
prepared by the accountant. We certainly endorse this approach with
regard to the preparation of statements under ERISA and we would
be pleased to review further proposals regarding the manner in which
this might be implemented. )

We appreciate the opportunity to present this statement and I would
like to ask Mr. Bassett if he has any other comments to add at this
point.

Mr. Bassert. I have nothing further to add to that statement but
would be pleased to answer questions, and fortunately, after hearing
the other witnesses, I have several comments regarding some of the
statements they have made, if you would like them.

Senator BENTSEN. Fine. Let’s have them.

Mr. BasserT. I think it is important to keep in mind that the law,
ERISA, requires that the enrolled actuary give his best estimate of the
long-range cost of this plan based on past and expected future experi-
ence. These enrolled actuaries are enrolled by the Internal Revenue
Service and are subject to disqualification by the Internal Revenue.

So I think extravagant statements about actuarial assumptions and
methods, that they are unreasonable or are unsound, I think is hardly
justified today. I do not know where 3r. Ehrbar got his figures of 3.5-

rcent and 10-percent interest. I highly suspect that theg go back

istorically and are not current. There may be in the wide United
States a plan fund that justifies today currently in percent that the
actuary decree was signed to, but I think we fail to recognize sometimes
that the actuary now is under a much more extreme obligation to do
a so;gld job or he will lose his certificate, and I want that on the
record.

Senator Bentsen. I understand that, but I also believe that most
actuaries are competent, have integrity and are capable, but I think
they have a few goats in the crowd and I think that is true of lawyers
and doctors and Congressmen and on down the list. And that is why
I think you have to have some standards that are in force.

I look at a situation like Caterpillar. We see a lot of new actuarial
assumptions that all of a sudden come about the time of the labor
nefotiations. I do not think that is just accidental.

n the Caterpillar situation, they negotiated a pension increase in
1976 with the United Automobile Workers. Their fpension expenses
dropped and its unfunded vested liabilities declined from $440 million
to $270 million. Now, Catepillar raised both its interest and its wage
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gssumptions, but the interest rate presumgtion is what prevailed. And
the‘sk; would not disclose the ﬁ%:n'es that they used in that assumption.
hat are your thoughts on that ? .

Mr. Basserr. Well, No. 1, at that time the welfare and pension plan
disclosure act was in effect and the actuarial assumptions and methods
had to be filed with the Labor Department, so they were disclosed
somewhere. But my first comment 18 I cannot understand how they
say they were not disclosed, because it was required by law that they
be disclosed, and I assume Caterpillar complied with the law.

The second comment, we do not normally, in actuarial practice,
review actuarial assumptions every year. We feel it is urnecessary to
modify the assumptions on year to year changes, but normally wait
until an appropriate time to review the assumptions and changes. This
may be 3 years, or 5 years, depending on economic conditions.

ow, when you come up to union negotiations, you are reviewing
the whole plan document. You are reviewing all the provisions, you
are reviewing what you are going to be negotiating. And it is a very
logical time, at that time, to review actuarial assumptions, and they
may or may not be changed at that time, depending on conditions, But
in the past several years, with increasing rates of interest each year, it
is very likely that each time that a Caterpillar Tractor actuary re-
viewed the assumptions, he increased the interest rates probably one-
half of 1 percent or one-quarter of 1 percent. For the last 20 years, it
has been going up.

And so, to me, yeah, he did it at the time of the negotiations, but he
was looking at it on an ongoing basis. It was time to review the as-
sumptions. It was convenient, use we were reviewing the whole
plan document. You can call it coincidence, you can call it manipula-
tion; I do not think it is the latter.

Senator BENTseN. I hope you are right.

No(;v, in their book on accounting, Mr. Hall and Mr. Landsittel
stated: _

In the past when pension costs typically represented no more than 5 percent or
10 percent of the pretax income, perhaps the alternative actuarial practices did
not significantly distort the financial statements of the business enterprise. How-
ever, pension costs now typlcally exceed 10 or 20 percent of pretax income and the
flexibility of such accounting alternatives must be eliminated.

Now, the obligation to pay pension benefits does not change because
we have changed from one actuarial method to another. What are your
comments on that ¢

Mr. Basserr. My com.iients are this, that there has been a lot of con-
fusion about whether we are talking about the development of the
cost of a plan on an ongoing basis to record the contributions to be
made to the fund as distinct to the financial status of the plan. We
believe that, in determining the ongoing costs of'the plan, there is need
for different actuarial methods. )

A plan, for example, that is insured, may buy policies from an in-
surance company and pay a premium each year in the future. That is
one funding method.

Another company may decide to fund it through a trust fund where
they go back and develop a past service cost and use some other
method. But all of these methods are budgeting methods to determine
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the best way to fund this plan for future years and we believe it is
necessary to have flexibility in determining future company costs.

Now, when you talk about the financial status of the plan, we are
talking about another item, and here we do agree, as our testimony
we presented indicated, we believe that the uniform method for de-
termining the financial status for the plan should be used, and_we

) su[é;;ort 1t.
nator BENTSEN. I frankly would like to see some guidelines on
actuarial assumptions. I do not quite know how they should be drafted.
Itisa comglex subject, and I know that. But I do think there are
abuses, and I do not agree with you when you say it is a routine thing,
at wage negotiation times, to look at all of the assumptions and there-
fore it is, in effect, you state it is a natural result. I think that the
results are sometimes skewed to achieve a management objective on
profits and to try to get out of a tough bargaining situation over
wages with labor.
he same kind of thing happens. You talk about actuarial assump-
tions to set the rates on an insurance policy, and you have a sales
manager who is pushing very hard for the most liberal of assumptions.
You can have a chief executive of a company pushing very hard to get
that. He wants to increase sales, he wants to be more competitive, and
at the same time, he wants to show profits. -

And you end up sometimes in assumptions that result in companies
that just have losers.

Mr. Basserr. Well, I hope that the enrolled actuaries in compliance
with ERISA are using their best judgment and are not influenced,
but I cannot deny that possibility.

Senator BENTSEN. I think they are also fallible, as other people are,
and I think they are subject to pressures as others are, and that they
sometimes bend, as others do.

Mr. Boy~Tox. I do think, Senator, that the requirement for giving
opinions subject of being deprived of your making a livelihood has
had a very good influence in this area. I think, in the past few years,
it is made clear now that the actuary has a responsibility under the law,
and I know from personal experience, it improves your posture with
clients in dealing with the problem, There is no question that clients
do bring pressure on actuaries in this area, and the actuary is in a
much stronger position now because he can say I've got to sign off on
t}lxis s:lnd I do not agree, and we have gone through those experiences
already. e

I have looked atit in the marketplace, where we had competition
that I knew there was no way they could come up on an insurance
policy, that the actuarial assumptions just had to be beyond the realm
of what waspracticable. And I could see nothing else except pressure
on the actuary, making assumptions for that policy.

Do you want to talk about that {

Mr. KeLuisoxn. T agree that some of the policies you are referring to
had to predict losses.

" I;Ir. Basser. I would like also to comment on Tan Lanoff’s proposal,
if T may. =

I amya member of the Advisory Council to the Labor Department
and, as such, submitted to the Labor Department a proposal in regard
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to financial statements to include in schedule B that they are talking
about. It was prepared on behalf of the American Academy of
Actuaries.

We believe that this would produce the kind of figures you are
looking for. We believe it would satisfy the accountants and it is
referred to in our testimony.

We did make the statement that we did not feel that this would be a
significant increase in cost for most employers for their actuaries to
produce this information.

However, in reading over and listening to Mr. Lanoff’s statement
today, I believe he has changed it in two or three significant ways
which may significantly increase the cost of the actuarial work. I was
particularly delighted to hear Senator Curtis question the increased
costs’ effect on plans termination because I think this is vitally
mmportant.

enator BENTsEN. I share that concern. I am deeply concerned about
any increase in costs, either accounting or actuarial costs that we bring
on the Earticipants or the company, and trying to hold those down.

Mr. Basserr. Well, I can give you an illustration. We increased our
actuarial staff one-third since ERISA, so I can tell you that there has
been a heck of a lot of increase in cost because of ERISA. There is no
question about it.

Senator BENTSEN. Let me say I heard the Labor Department talk
about how strong they felt about ERISA. I used to talk about being
one of the original authors of ERISA ; I do not do that anymore.

Mr. Bassert. Now, I am afraid that some of the proposals that I
heard this morning are going to significantly increase the costs. I am
not lookinﬁ for additional actuarial business. We have plenty and 1
am sure that Ed Boynton and the Wyatt Co. also have plenty of
actuarial work. We do not need it. But the idea—to give you an illus-
tration, they propose that the value of vested benefits be projected to
the end of the year. :

In projecting to the end of the year, what they are saying is that we
want you, as an actuary, to look at the ceiling, or whatever it is, and
value that benefit 8, 9 months ahead. We have to select an interest rate.

I do not know if I can tell you what interest rates are going to be at
the end of December of this year. I really do not think I can. And Mr.
Ehrbar stated that a 1-percent difference in interest rates makes a 25-
percent difference in costs and you are asking the actuaries to forecast
what it is going to be at the end of the year, to measure against market
value of the fund.

Thavea Eroblem, and I think all actuaries will.

I hope that whatever is put together is not asking us to stick our
lﬁecks out too far. We are willing to make forecasts and projections,

ut—-

Senator BenTseN. Oh, you stick your necks out 25 years and more on
these assumptions. oo

Mr. BassetT. Yes, but now they are saying we have got to use market
value of the fund to compare with the liability and the market value of
the fund, I cannot predict it for the end of the year. .

Mr. BornTtoNn. Just to add to that, in terms of the additional ex-
pense, in the course of doing the regular actuarial evaluation to deter-
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mine the contribution to the plan, you can, almost as a byproduct, pro-
duce the kind of accrued liability figure that was described this morn-
ing and that we have in mind in our statement. But when you change it
so that you must, in effect, make an advance projection of that liability,
you have added another step to the process. You must now do it—you
will probably do it at some other time of the year. You will do it in
order to have the figure ready by fyearemi, and you ars just adding
another step to the normal work of the actuary. It is no longer a by-
product evaluation.

The comments made earlier that were not, bg the actuaries, that this
approach would not increase costs was related to the idea that it will
be a byproduct of the evaluation. -

_ Senator Bextsen, Well, gentlemen, as we stated, you will be given
time. We will not close the record for your more complete statement,
and we will be very pleased to have it. -

I told Mr. Hall that I did not think 90 days was long enough, and
I agree with that. I want you to understand, though, that the clock is
running now, not from the date of enactment.

Mr. BoynTon. We get the message.

Senator BenTseN. All right. Thank you very much.

Mr. BornTton. Thank you, sir.

[The prepared statement of Mr. Boynton follows:]

STATEMENT OF THE AMERICAN ACADEMY OF ACTUARIES, EpwiN F. BoyNTON,
PRESIDENT, PRESTON C. Bassprr, VicE PrrsiDENT, STEPHEN G, KELLIBON,
EXECUTIVE DIRECTOR

The Academy appreciates the opportunity to present this statement to the Sub-
committee on 8. 2092, a bill which would have a significant impact on the work of
Enrolled Actuaries under ERISA. It provides that the Secretary of the Treasury
shall promulgate uniform standards for the calculating and reporting the assets
and liabilities of pension plans and for disclosing actuarial assumptions used in
such calculations. ’

Because of the short time period between the date when the hearings were first
announced and today's hearing, our statement today will be fairly brief and only
outline the major points to be made by the Academy. We understand that the
record will remain open for a few weeks 8o as to permit a more comprehensive
statement to be submitted, including some pertinent exhibits. In particular, the
Academy has under way a study on presentation of actuarial liabilities which is
very pertinent to this particular bill and which will be completed within the next
few weeks. We pian to attach this special study by the Academy to our more
complete written statement to be filed later.

As the Committee {8 aware, the American Soclety of Pension Actuaries (ASPA)
represents a significant number of pension actuaries who are not members of the
Academy. The two organizations combited represent approximately 83 percent of
Enrolled Actuaries. Representatives of ASPA have reviewed this statement and
have advised us that they fully agree with the position taken by the Academy on
8. 2092, Accordingly, although the Academy representatives cannot speak for
ASPA, this statement can be taken as representing the common position of both
organizations.

In general, the Academy supports what we believe is the intent of the bill. How-
ever, we believe that further clarification is needed to be sure that this intent is
properly carried out. We also believe that to do so would require certain changes
in other parts of ERISA and In the Internal Revenue Code. We would add fur-
ther that we believe that the apparent intent of the bill may, in fact, be ac-
complished without this specific legislation.

We are obviously aware of the adverse publicity given to private pension plans
recently in the press. The most recent of these stories which reflect adversely on
private pensions generally have appeared in such publications as Fortune, the
New York Times, U.8. News and World Report, and Forbes magazine. Unfortu-
nately, much of the-information in these articles appears to be based on mis-
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information and lack of understanding on the part of the authors as to the nature
and purpose of various actuarial funding methods. On the other hand, we would
acknowledge that the variation of actuarial funding methods available to pension
plans, to be used for different purposes, has compounded the problem and led to
press, as well as legislators and regulators. Certainly one of the most misunder-
stood items appearing in pension plan reports is what is often called the ‘‘un-
funded liability”. It is this item In particular which has given rise to so much mis-.
understanding because there are admittedly a wide range of interpretations of
the “unfunded liabllity” item.

Actuarial liabilities are calculated for three general purposes, and the partic-
ular purpose intended will dictate the kind of actuarial methodology which is
used. The three general purposes for the development of these actuarial llabilities

-are as follows:

(1) As a means of determining the annual contributions to be made to the
plan 8o as to provide for orderly funding of the benefits;

(2) As a measurement of the funding progress of an ongoing plan based upon
the benefits which have been credited to participants up to any particular date
(this might contemplate either the value of accrued benefits for all persons who
are ve)sted or retired, or for all accrued benefits of the plan, whether or not
vested) ;

(8) As a measurement of liabilities that would emerge for the plan in the
event of plan termination. (This measurement is significantly affected .by the
termination insurance program established under ERIBA which sets up priority
allocations in the events of termination.)

There are several funding methods available for the first purpose defined
above, that of determining annual contributions for proper funding of the plan.
This is necessary and will be discussed-later. For the purpose described in the
second and third items above—that of measyrement of funding progress on an
"ongeing plan” basis, or as a measurement of the terminatfon Habilities of the
plan, the Academy belleves there is considerable merit in having consistent meth-
odology to be used in development of such values. Adoption of a uniform meth-
odology would go a long way toward reducing some of the misunderstandings
which have occurred in the past through the use of incorrect types of figures to
represent plan liabilities.

For example, many of the articles appearing in the press over the years have
called attention to the wide variations in unfunded liabilities among companies
in the same industry and even from year to year in the same company. This is
often due to focusing on the wrong kind of actuarial values. Although we are
not familiar with the source of information which has been used in some of the
recent articles, we understand that often the unfunded liability figures used in
such articles were taken from the reports filed with the SEC pursuant to Regula-
tlon S-X, This information is provided pursuant to SEC regulations which
request “the estimated amount that would be necessary to fund . . . the past
service cost of the plan”. This rather vague description leads to rather wide
variations in the values reported to the SEC. We believe the amounts reported
often come directly from actuarial values prepared by the actuary for the purpose
of determining annual contribution levels to provide for the long range funding of
the plan, and not for the purpose of measuring the value of accrued benefits. The
figures derived from actuarial values used for determining annual contribution
levels may be totally misleading in terms of suggesting that this represents &
true unfunded liability of the company. Such values are often only actuarial or
mathematical tools used to derive a funding level which will remain reasonably
constant as a percentage of payroll over a long period of time. In other words,
the so-called “unfunded liability” developed by the actuary for the purpose of
determining annual contribution levels is often not a true unfunded liability at
all. It does not represent the value of benefits accrued to date or the value of
benefits that will be payable if the plan terminated. For reasons that will be
discussed later, we do believe that flexibllity in the funding methods used for
determining the contribution is & highly desirable and necessary tool of the
actuary to provide advice on the proper funding of pension plans.

Returning to the bill itself and the desirability of having uniform standards
for the purpose of reporting the value of accrued benefits or the termination
values of plans, we believe that uniform methodology would be a highly desirable
feature 80 as to avoid misunderstanding by plan participants, the press, legisla-
tors, etc. For example, the development of the value of accrued benefits on a
“goling plan” concept could have the following useful purposes.

31-476 0~ 78 -5
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(1) It could be used as a statement of the actuarial condition of the planas a
substitute for the present Section 103(d) (6) of ERISA, which is so complcated
to administer that the Labor Department has continued to waive the require-
ments that such information be reported.

(2) It could be used for the purpose of reporting, on a uniform basis_among
various companies, the amount of unfunded actuarial liabilities to be used in the
footnotes of the financial statements of the Company, as required by the SEC,

(8) It could be used for the purpose of meeting the test required in Bection
414(1) in the Code and in Section 208 of ERISA in the event of mergers, termina-
tions, or spin-c¥ of plans. (l.e. this measurement, which is established to protect
the rights of participants in the event of plan mergers or spin-offs, could be sim-
plified considerably without diminishing the protection to participants).

(4) If the Financial Accounting Standards Board (FASB) continues to hold
the view that the financial statement called for by Section 103(b) of ERISA
should include actuarial values, this type of measurement would be appropriate
for that purpose.

We belleve that one single methodology could be developed with enough flexi-
bility to handle varying plan cc:ulitions for all four purposes.

We are pleased to se2 the bill acknowledge the importance of not requiring the
Secretary to prescribe a single set of actuartal assumptions, since such assump-
tions must of necessity be varied to meet varying plan conditions. For example,
turn-over rates, rates of retirement, disability rates, assumed return on invest-
ments, rates of pay increases and other factors vary widely among companies.
Therefore, the actuary must have the flexibility to select assumptions appropriate
not only to the features of the plan itself, but to these other conditions. ERISA
recognizes this by requiring that the Enrolled Actuary select actuarial assump-
tions and methods which, in the aggregate, are reasonable and offer the actuary’s
best estimate of anticipated experience under the plan.

The bili would provide for the Secretary of Treasury to promulgate standards
for the valuation of both assets and actuarlal liabilities, We do not belleve that
the value of assets to be used in the presentation of these measurements shounld be
standardized, such as at market value, but rather should be the value of assets
used by the actuary. We have no quarrel with the {dea that the market value of
assets be used in the presentation of the financial statement prepared by the
Administrator pursuant to Section 103(b), but when the actuarial vatue of Habil-
ities is presented, the value of assets should be prepared on a consistent basis.
That is, when the actuary sets forth the actuarial status of the plan Ior any of
the purposes mentioned above, he is considering the projection of these actuarial
values on a long range basis, averaging out potential future variations in experi-
ence, both in the investment returns and in other actuarial factors. Accordingly, it
would be misleading, to plan participants and others who would read such actu-
arial statements, to be required to match these actuarial values with, say, the
market value of the assets, which can exhibit wide variations over the short term.
Since pension plan obligation is a long range one with an orderly cash flow out
of the fund in the form of benefit payments, a more stable asset value is desirable
to match up more properly with the determination of the actuarial values.

As mentioned earlier, an Academy Committee is currently at work on a
project which is quite consistent with the intent of this bill as we see it. The
Comm:ttee on Actuarial Principles and Practices for Pension Plans,,after
discussion with the Financial Accounting Standards Board, has prepared an
interpretation of the Academy’s actuarial principles for pension plans which
basically sets forth a recommended methodology to be used in determining the
value of accrued henefits in connectfon with the actuarial values to _be asso-
clated with the financial statement required by Section 103(b) of ERISA.
While the Academy does not believe it is necessary or appropriate to include
this actuarial value as part of the ERISA financial statement. that decision is
the prerogative of the FASB and we are merely complying with their request
that a reasonalle method of determining such liability be developed by the
actuarial profession. This particular paper is in the ilnal stages, and at this
point we do not know whether the FASB will accept the recommendations
or not. In any event, as soon as the paper is finalized we will see that the Sub-
committee is provided with a copy of it.

As indicated, we question whether legislation is currently needed to provide
for the desired uniformity in the presentation of actuarial values. However, if
Congress should declde the legislation is necessary, we belleve the bill, as
drafted, needs some clarification and expansion. For example, from the stand-



63

point of the Internal Revenue Code, the requirement for uniform standards
could be linked specifically to Section 414(1) where this kind of standardized
methodology would be very appropriate. In addition, it should be recognized
that there is & problem of dual responsibility between the Finance Committee
and the Labor Committee, since this problem also encompasses the reporting
requirements of Section 103 of ERISA. Therefore, certain other sections of
ERISA should be likewise amended to adopt consistent language and provide
for this uniform methodology to e applicable for other purposes. For example,
Section 103(d) of ERISA, which calls for the presentation of certain actuarial
values in accordance with the termination priorities of Section 4044 of ERISA,
could be amended to call for presentation of the actuarial values in accordance
with the uniform methodology prescribed in this bill. As noted earlier, Section
103(d) (8) has been so difficult to administer that the Secretary of Labor has
waived the requirements for the past two years and now is proposing an alterna-
tive presentation consistent with the ideas expressed by the Academy. If legis-
lation 18 to be enacted in this area, we would be happy to discuss with the staff
the specifics of the language and any other changes which might be required
for consistency.

While we support the concept of establishing a uniform methodology for the
presentation of the value of accrued benefits, we do question the need for this
specific legislation at this time. We belleve that many of the problems created
by different methods of reporting “unfunded Habilities” can be resolved under
existing regulatory authority. In fact, there are several currént developments
that would lead us to believe that the objective of more uniform reporting
of actuarial labilities will be accomplished in the relatively near future with-
out additional legislation. Among these are: -

(1) The revised Schedule B proposed by the administration for joint report-
fng to the Internal Revenue Service and the Department of Labor which in-
corporates the ideas proposed by the Academy in this area and substitutes more
reasonable requirements for the burdensome actuarial reporting requirements of
Section 103(d) (8) ;

_(2) The exposure draft prepared by the Academy Committee on Actuarial
Principles and Practices for Pension Plans which does set forth recommended
standards for the presentation of the actuarial liabilities of a pension plan;

(3) The view of the FASB that the actuarial }abilities attached to the plan's
financial statement be calculated by a uniform methodology ;

(4) Section 6059 of the Internal Revenue Code, which provides for periodic
reports by the Actuary, appears to give the Secretary of the Treasury the
authority to issue such regulations, if deemed necessary ;

(5) The Securities and Exchange Commission, we believe, also has authority
under existing law to prescribe uniform methodology for the reporting of un-
tfunded actuarial liabilities (such as the Academy’s recommendation).

Accordingly, the Academy does not believe that legislation of this type is needed
at this time in order to accomplish the desired goals that we believe is the intent
of this bill.

The Academy support for the concepts in the proposed bill is based on the
assumption that the development of any uniform standards for actuarial meth-
odology would be limited to those kinds of situations described earlier which call
for a display of the statement of the value of accrued benefits under the plan,
either on an on-going basis or in the event of plan termination, 8o as to fairly
present the actuarial position of the plan. We would not support the adoption
of uniform standards of actuarial methodology for the calculation of the mini-
mum or maximum funding requirements of ERISA. That is, the actuarial
methods to be used to develop the minimum contribution requirements to provide
for sound and orderly fundiug of the plan are often different than those used
for the purposes described beforz, and we would hope that there is no intention
to prescribe a standard methodology for purposes of determining the minimum
tunding requirements of ERISA. The present structure of ERISA and the
background committee report certainly support the concept that there should be
flexibility in funding methods and assumptions. It leaves the actuarial basis
for funding levels to the discretion of the Enrolled Actuary to select the method
and assumptions that are most appropriate for the particular plan, and as
indicated earlier, ERISA specifically requires this.

The sclection of the funding method for the purpose of determining annual
contribution levels should reflect the variations in plan provisions as well as
variations in the potential economic conditions of the employer. With respect
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to this latter point, certain industries, such as utilities, have & very stable cash
flow and therefor less flexibllity is needed in the funding program designed
for such a company than would be in the case of, say, a steel company which
Is subject to substantial fluctuations in its cash flow patterns over the years.
Similarly, the type of plan has an fnfluence on the selection of an appropriate
funding method. A typical career-average pension plan financed by a deferred

group annuity contract of a life insurance company has traditionally been fund-

ed by the unit purchase funding method; this has proven to be a very sound
method for this situation. On the other hand, in selecting the funding method
for a final average pay plan, the actuary will often want to use one of the
“projected benefit” family of methods, since it provides for more flexibility in the
establishment of an orderly funding program to recognize the significant ele-
ments in the pension formula.

We recognize that these differences in funding methods can lead to differences
in annual contributions and in “unfunded liabilities.” It is for this reason that we
support the concept in the bill that whenever the “unfunded liabilities” are to be
dlsplayed (to participants, the public, in financial statements, etc.) they should be
calculated in accordance with a uniform methodology.

As a matter of related interest, we will be submitting as part of our more
complete statement a pension discussion document prepared by a research account-
ing group in the United Kingdom dealing with financial reports for pension funds.
One of the major conelusions of this accounting research group is that a part of
the comprehensive report which the Trustees should provide to participants in the
plan should be prepared by the actuary regarding the overall funded position of the
plan. It notes particularly that this should be presented in parallel with, rather
than part of, the financial atatement prepared by the accountant. We would cer-
tainly endorse this approach with regard to the preparation of statements under
ERISA and would be very pleased to review further proposals regarding the
manner in which this might be implemented.

We thank you very much for the opportunity to present this statement and, as
indicated, we will file & supplémental statement within a few weeks when some
additional source material becomes available.

[Whereupon, at 11:50 a.m., the subcommittee recessed, to reconvene
at the call of the Chair.]
[By direction of the chairman, the following communications were

made a part of the record :]
AMERIOAN ACADEMY OF ACTUARIES,
Washington, D.C., July 14, 19718.
Senator Lroyp M. BENTSEN,

Chairman, Suboommitiee on Private Pension Plans and Employee Fringe Beneflis,
Committee on Finance, U.S. Senate, Dirksen Senate Office Building, Wash-
ington, D.C.

DEAr SENATOR BENTSEN : The American Academy of Actuaries was pleased to
present a written statement at the public hearing on 8. 2062 on June 14, 1978. We
understand that this statement will become part of the official record of the
hearing and are enclosing another copy for your convenience.

The last paragraph of our June 14 statement indicated that the Academy plan-
ned to ¢, .. file a supplemental statement written a few weeks when some
additional source material becomes available”. We understand from the Sub-
committee staff that the record is remaining open through July 14, 1978.

The additional source material mentioned above 18 now available and is en-
closed with this letter for the record. This material consists of two documents.

The first is Interpretation 2 released or June 30, 1978 by the Academy Com-
mittee on Actuarial Principles and Practices in Conuection with Pension Plans.
This committee is the group officially charged by the Board of Directors of tie
Academy to examine and develop actuarial prineiples and practices for actuaricl
calculations with respect to pénision plans. The context of this Interpretation and
}uiilrelevance to 8. 2092 was described on pp. 7-8 of our June 14 statement as

ollows :

“As mentioned earlier, an Academy Committee is currently at work on a project
which is quite consistent with the intent of this bill as we see it. The Committee
on Actuarial Principles and Practices for Pension Plans, after discussion with the
Financial Accounting S8tandards Board, has prepared an interpretation of the
Academy’s actuarial principles for pension plans which basically seta forth a
recommended methodology to be used in determining the value of accrued benefits
in connection with the actuarial values to be assoclated with the financial state-
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ment required by Section 103(b) of RRISA. While the Academy does not believe
it is necessary or appropriate to include this actuarial value as part of the
ERISA financial statement, that decision is the prerogative of the FASB and we
" are merely complying with their request that a reasonable method of determining
such liabllity be developed by the actuarial profession. This particular paper is fn
the final stages, and at this point we do not know whether the FASB will accept
the recommendations or not. In any event, as soon as the paper is finalized we will
see that the Subcommittee {8 provided with & copy of it". .

The second I8 “The Report of the Pensions Research Accountants Group on
Financial Reports for Pension Funds” released jointly by the National Association
of Pension Funds and the Pensions Research Accountants Group in Great Britain.
This document was mentioned on p. 12 of our June 14 statement as follows:

“As a matter of related interest, we will be submitting as part of our more
complete statement a pension discussion document prepared by a Fesearch ac-
counting group in the United Kingdom dealing with financigl reports for pension
funds. One of the major conclusions of this accounting research group is that a
part of the comprehensive report which the Trustees should provide to par-
ticipants in the plan should be prepared by the actuary regarding the overall
funded position of the plan. It notes particularly that-this should be presented
in parallel with, rather than part of, the financial-statement prepared by the
accountant. We would certainly endorse this approach with regard to the prepa-
ration of statements under ERISA and would be very pleaced to review further
proposals regarding the manner in which this might be implemented.”

In closing, we are pleased that we are able to provide these two additional docu-
ments to the Subcommittee in time for inclusion inthe record. The Academy
stands ready to participate in further deliberations on 8. 2092 and related
legislation. Thank you for your consideraiton of these materials.

Respectfully yours,
S1xPHEN G, KELLISON.

INTERPRETATION 2: INTERPRETATION OF RECOMMENDATIONS CONCERNING THE CAL-
CULATION OF THE ACTUARIAL PRESENT VALUE OF ACCRUED BENEFIT8 UNDER AN
ACTIVE PLAN

I. Recommendation A (7) allows flexibility to the actuary in determining the
actuarial present value of accrued benefits under an active plan within the
scope of this Recommendation. This Interpretation provides for consistent prac-
tice in the determination of the actuarial present value of accrued (or accumu-
lated) benefits which might be disclosed in Schedule B of Form 8500, where
required, or in a statement accompanying a plan’s financial statements. A com-
parison of such actuarial present value of accrued benefits with the actuarial value
of assets will provide a measure under an active plan of the progress which is
being made tow~rd the funding of the benefits which are accruing, according
to measurement methods reasonably consistent for all plans. Other actuarial
calculations ordinarily are necessary to measure the progress made in meeting
the long range funding objectives of the plan sponsor, to ascertain the status of
the plan if it were terminated or to determine statutory funding requirements,

(a) The present value of accrued benefits represents the present value, at the
date of determination, of (i) the benefits expected to be paid with respect to
former employes who have retired or who have terminated service with vested
rights; (ii) the benefits expected to be pald to beneficiaries of employees who
have died; and (iii) the accrued benefits based on service rendered and com-
pensation earned prior to the date of determination, which are expected to become
payable with respect to present employees; taking into account the regular valua-
tion assumptions as to mortality and, in the case of present employees, such
other matters as withdrawal, retirement, disability and future service accrual
for benefit eligibility.

(b) The accrued benefit related to one contingency may differ from the accrued
benefit related to another, e.g., retirement, termination from service and death.
The following are guidelines for determining the amounts of accerued benefit.

(i) If the accrued benefit is specifically defined in the plan document or is
clearly implied by the plan’s provisions, that definition will be followed for the
contingencies to which it is applicable.

(ii) If (1) does not apply and the benefit type is includible in the present value
of vested benefits, the benefit will be considered to accrue in proportion to the
ratio of completed years of henefit service to projected years of benefit service
when it first became fully vested. Therefore, if an employee has satisfied the
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requlrfmeins for full vesting, the accrued benefit will be computed as in Inter-
pretation 1.

(iii) Any other benefit will be assumed to accrue In proportion to the ratio
of completed years of benefit service to projected years of benefit service upon
anticipated separation from covered employment.

(c) In the regular valuation of a plan, the actuary may Le using an implicit
approach to the cholce of actuarial assumptions in the selection of the salary
increase and investment return assumption. Inasmuch as the calculations to be
performed within the scope of this Intesrpretation do not involve the anticipation
of future salary increases, the actuary should use an explicit approach in his
consideration of an appropriate investment return assumption.

The degree of conservatism, if any, which the actuary chooses to refiect in his
consideration of an appropriate investment return assumption for the purposes
of this Intirpretation need not be the same as that reflected in the regular valu-
ation investment return assumption.

(d) Automatic cost-of-living or similar benefit increases specified by the plan
and expected to occur after retirement, death or other termination should be
recognized, using an inflation assumption which is consistent with assumed rate
of investment return.

(e) Increases in the level of benefits which Ltecome effective in the future
need not be recognized even though they have already Leen adopted.

(f) In the determination of Social Security benefits the employee’s compensa-
tion as of the date of termination should be assumed to continue unchanged
during his assumed future service, i.e., until his termination, retirement, etc.,
according to the actuarial assumptions. Calculations related to the Social Secu-
rity law should not take into account any changes in the law or increases in the
wage base or Consumer Price Index subsequeént to the date of determination.

(g) In determining an appropriate actuarial value of assets which may be
compared to the actuarial present value of accrued benefits. Recommendation
A (10) should be followed.

{h) The actuary may be required, or may feel it is appropriate, to distingnish
between the portion of the actuarial present value of accrued benefits which Is
vested and the portion which is not vested. Interpretation 1 defines acceptable
practice for calculating the actuarial present value of vested benefits of an a:tive
plan, as required, for example, by APB Opinion No. 8 and should be applied ir
1deltermining the portion of the actuarial present value of accrued benefits which

8 vested. -

Because a breakdown of the present value of accrued benefits among the plan
termination categories under ERISA generally is of little significance for an
active plan, it is not intended that such a breakdown will be made in the usual
case,

(1) In all cases approximations consistent with Recommendation A (11) may
be utilized.

(j) Benefits to be provided under an insurance company contract which are not
fully guaranteed by the insurance company should be taken into account in
determining the actuarial present value of accrued benefits. Fully guaranteed
benefits should be included in or excluded from this calculation, depending on
whether or not the assets standing Lehind these benefits are included in the asset
value with which the actuarial present value of accrued benefits is being
compared.

(k) The actuary should- indicate that the determination of the actuarial
present value of accrued benefits has been made in accordance with generally
accepted actuarial principles and practices. The sources of the data used in
the calculations, as well as the investment return assumption and the other
assumptions used should be disclosed. In addition, the actuary should identify
any limitation on the use of the calculations for various purposes which he
feels are appropriate. Although comparative figures for the current year and
prior year should be shown (after the first year the statement is prepared), a
complete reconcillation of the actuarial present value of acerued benefits from
year to year is not required. However, the impact of significant changes in
the actuarial assumptions, plan provisions and Social Security legislation should
be disclosed.- A sample Statement of Actuarial Present Value of Accrued Benefits
and a sample Actuary’s Opinion are attached.

II. The application of this Interpretation for determining the actuarial present
value of accrued benefits under an active plan is illustrated by the following
Examples A and B.
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= EXAMPLE A

It is assumed that the actuary uses a table incorporating decrements for
termination at ages below 55, as well as for death at all ages. Further, all surviv-
ing active employees are assumed to retire at age 63 (or attained age, if greater)
with unreduced benefits.

(a) Given:

(1) Benefit rate of $10 per month per year of service.

(i) Normal retirement at age 65, irrespective of service. Retirement not
compulsory.

(11f) Unreduced immediate benefit upon early retirement from active em-
ployment at age 62 or over.

(Iv) Reduced immediate benefit upon early retirement from active employ-
ment after age 55 and hefore age 62 with 20 years of service. Reduction is 4
percent for each year by which retirement precedes age 62.

(v) Deferred vested benefit, commencing at age 65, upon termination with
10 years of service. Benefit payments (at full actuarially reduced value) may
alsd be elected to commerce as early as age 55 it 20 more years of service have
been completed.

(vl) Spouse’s benefit upon death in active service after meeting eligibility
requirements for early or normal retirement equal to $5 per month per year of
service.

(b) The following calculations are intended :

Psyable
[
S8p3|
from
service Amount of
Type of benefit al ages benefit Benefit starts at— Ouration of benaefit
Age 25 and 5 yr of service:
Deferred vested. .. .........._... 30-54 $50 A
2 Unreduced eardy. __............. 63 50
3) SPOUSe... ... ..o, 55-62 25
Age 40 2rd § yr d servics:
) U oduud n """"""""" ‘5'23‘ @
Ar oy, it
......................... 55-62 25
Age 35 and 10 yr of service:
1) Deferred vested. .. 45-54 100
4 63 lg
Age mzo rolsnlu: -
DUA8110d VOG- 50-54 200
Unreduced early 63 200
3) Spouss......... . 55-62 100
Age 50 and 10 yr of service:
l; Unreduced early . . _............. 63 100
2 SM ......................... 60-62 50
EXAMPLE B

It is assumed that the actuary uses a full range of decrements including term-
ination rates and disablement rates at ages below age 65, early retirement rates
at ages when eligible below age 65, and normal retirement rates at ages 65 and
over.

(a) Given:

(i) Benefit rate of $10 per month per year of service.

(i) Normal retirement at age 65, irrespective of service. Retirement not
compulsory.

(1ii) Unreduced immediate benefit upon early retirement from active em-
ployment at age 62 with 20 years of service.

(lv) Unreduced immediate benefit upon early retirement from active employ-
ment before age 62 with 30 years of service. Social Security make-up benefit of
$200 per month payable until age 62.

(v) Reduced immediate benefit upon early retirement from active employ-
ment after age 56 and before age 62 with 20 years of service. Reduction is 4 per-
cent for each year by which retirement precedes age 62.

(v1) Unreduced immediate benefit upon total and permanent disability before
age 65 with 10 years of service.

(vil) Deferred vested benefit, commencing at age 65, upon termination with
10 years of service. Benefit payments (at full actuariailly reduced value) may
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also be elected to commence as early as age 56 if 20 or more years of service
haev been completed.

(vifl) Spouse 8 benefit upon death in service after meeting eligibility require-
ments for early or normal retirement (80 years of service, age 85 and 20 years
of service, or age 65) equal to $5 per month per year of service.

(b) The following calculations are intented :

"Z.'.".?.‘&%?m Amount of Duration of
M ()
Type of benefit sorvice st ages benefit  Benefit starts at— I;nm
25 and 5 yr of sefrvice:
Daforrad vested. _. $50
wﬁmﬁ'i'y"’ had 5
ms
4) Normal............ 25g
s nﬂw&i’.llil:’.:II'.:ZIZ'.Z'.ZZI N6 . 50
ud 5 yr of mvieo
R 45t 54 §
g ool 2
A bility. 50
" 1) Deferred vested 100
Reduced early |
100
50
100
20
uced early
al ucurity makeup.. £133
200
100
200
300
3 200
300
150
300
100
100
50
100
1 Bacsuse this benefit type is one which is incfudible in the computation of the t value of vested benefits, the $200
monthly benefit is assum mmm uniformly over the 15t 30 yr of service (see lzb)(ll)). i, on the other hand, there had
bunspodfnd bom never is includible in the computation of the present vaiue of vested benefits, such as a
$200 moalmy uglblo in the event of the employee’s after 0 J' of servics, the accrued desth benefit to be
valuedinthe s 2.'nad yr of servics example would have been $33 (5/30 of $200) for death at age 50, $32 (5,31 of $200)

for duth at age 51, otc,
1836 at age lmmla. 8 yosr to age 6.
9572 ot age 55 increasing $4 a year to age 61,
¥ 17} nlnsslncmslngsuymhapss

(c) If, in the example, there were a maximum service limit of 80 years appli-
cable at normal or early retirement or dleablement, with a pro-rata portion of
the expected normal retirement benefit payable on vested termination, the only
changes in the amount of benefit would be for the deferred vested benefit :

Age 25 and 5 Years of Service. --$ 88 (5/48 ot $300)
Age 50 and 20 Years of Service oo $171 (20/85 of $800)

__SAMPLE STATEMENT OF ACTUARIAL PRESENT VALUE OF ACORUED BENEFITS
XYS CORPORATION PENSION PLAN

Actuarisl presant value of accrued benefits Jan.1,1980  Jan. 1, 1979

Retired participants and bouﬁdarla of doeuud PAtCIPAARS. .. e iiaaiciceaecacicacnaacacancennen
Tomlnl wj"ﬁd”"t’ with vested Interests. ... . . .. iiiiiiciieiccirccceccisescecacrassnacasenananns

..........................................................................................
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Note:

1. The actuarial value of assets, corresponding to the total actuarial present
values of accrued benefits, was $xxx at January 1, 1980 and §xxx at January 1,
1979, respectively. The actuarial value of assets s equal to the average market
value of assets of the plan as of the computation date and the four preceding
January 1's with an adjustment to reflect the cash flow during this period. This
formula is used to smooth out fluctuations in the market value of assets, which
was $xxx at January 1, 1980 and $xxx at January 1, 1979.

2. A comparison of the actuarial present value of accrued benefits with the
actuarial value of assets provides a measure under an active plan of the progress
which i8 being made toward the funding of the benefits which are accruing,
according to measurement methods reasonably consistent for all plans. Other
nctp}arlal calculations ordinarily are made to determine year-to-year contribution
levels.

3. The actuarial values which would apply in the event the plan were termi-
nated would differ from those shown, for many reasons including, but not neces-
sarily limited to, the following:

(a) Certain plan provisions which may apply in the event of partial or
complete plan termination are not reflected in the benefits valued nor in the
actuarial assumptions employed.

(b) Vested beunefits may be limited with reference to the value of the assets
of the fund.

(c¢) Certain vested bemefits may be Insured by the Penslon Beneﬂt Guaranty
Corporation.

(d) Actuarial computations under actuarial assumptions other than those
specified herein may be required as a basis for determining plan benefits in the
event of a partial or complete termination of the plan,

(e) Benefits deemd already earned may not be the same as those underlying
the actuarial value shown.

4, The benefits reflected above have been determined on the basis of the plan
provisions in effect on the respective dates. No recognition was given at Jan-
uary 1, 1979 to benefit increases which became effective on October 1, 1979; or at
January 1, 1979 and January 1, 1980 to benefit increases scheduled to become
effective on May 1, 1980 and May 1, 1981. The amendments effective October 1,
1979 caused an increase of approximately $xxx in the actuarial present value of
accrued benefits as of January 1, 1880. Benefits under the plan are based on a
participant’s compensation during his last five years of credited service. The
actuarial present values shown above for active participants are based on esti-
mated average compensation during the five years ending on the respective dates
of determination. Benefits payable under all eircumstances—retirement, death,
disability and vested termination of employment—are included, to the extent
that they are deemed to have accrued as of the computation dates.

5. The actuarial present value was determined by the actuary on the basis of
employee data supplied by the plan administrator (sponsor), the provisions of
the plan as supplied by the plan administrator (sponsor), and actuarial assump-
tions as described in note 6. The plan a8ministrator (sponsor) has stated that,
to the best of his knowledge, the employee data is accurate and complete and
that the plan provisions provided the actuary are accurate and complete as of the

uation date. The actuarial value of asset was determined by the actuary on
tho basis of Information supplied by the plan administrator (sponsor).

6. There have been no changes in actuarial assumptions since the previous
valuation. The principal actuarial assumptions used in determining the actuarial
present values shown are as follows: Investment return: X% compounded an-
nually (after deducting expenses). Mortality: The .o ____ Mortality Table.
Withdrawal : Rates ranging from X9 at age 18 to X4, at age 68 and over. Re-
tirement : Rates ranging from X¢, at age 48 to X9, at age 62, X% at age 63 and
64, X9, at ages 65 through 69 and 1009 at age 70. Spouse benefits: X% of men
and X% of women married with wife _____._ years younger than husband.

SAMPLE ACTUARY'S OPINION

This Statement has been prepared in accordance with generally accepted actu-
arial principles and practices and, to the best of our knowledge, fairly reflects
the actuarial present value of accrued benefits of the (Name of Plan) as of
(Date) and (Date).

In preparing this Statement, we have relied upon information provided to us
regarding plan provisions, pian participants, plan assets and other matters, as
more fully detailed in the notes to the Statement. In particular, we call attention

31-476 0-78 - 6
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to the fact that information as to (TYPE) has been certified to by (Name of
Certified Public Accountants).

The present values shown herein have been estimated on the basis of actuarial
assumptions which, in the opinion of the actuary, are appropriate for the purposes
of the Statement, are reasonable in the aggregate (taking into account the experi-
ence of the plan and reasonable expectations), and when applied in combination,
represent his (her) best estimate of the measure of anticipated experience under

the plan.
{Name of firm)
(Date) BY:
(Name of Actuary
(Professional Designation)

FINAXCIAL REPORTS FOR PENSION FUNDS
‘= (A Joint NAPF/PRAG Publication)
© Pensions Research Accountants Group 1978

All rights reserved. No part of this publication may be reproduced in any form
without the prior permission of the Penstons Research Accountamts Group.

FOREWORD

PRAG : A Discussion Document

The NAPF have been delighted to agree with the Committee of PRAG—the
Pensions Research Accountants Group—that in order to assist in the circulation
of their Report o3 the preparation of Pension Fund Accounts, it should be in-
cluded in the Note s on Pensfons Serfes and issued to all members,

Although PRAG includes a number of NAPF members it is independent of the
NAPF. Nevertheless we consider this report of such importance that we decided to
circulate it to aill NAPF members as a Discussion Document.

In this way we hope that the Report will achieve wide circulation amongst the
various responsible professional bodies. Hopefully, it may prove possible that a
mutually agreed code of practice as to the manner of Pension Fund Accounting
can be established, setting out the separate and joint responsibilities of Auditors,
Actuaries, Pension Fund Managers and Trustees.

K. G. SMITH,
Ohairman.
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BUMMARY OF CONCLUBIONS

1. Occupational pension schemes in the United -Kingdom have grown very
rapidly to a position of national importance, but tkeir financial reporting meth-
ods have not developed correspondingly.

2, The traditional balance sheet produced by accountants is s, source of con-
fusion. PRAG suggests that it be replaced by a net assets statswent.

8. As part of a comprehensive annual trustees should provide members of
the scheme and other interested parties with a suitable report from the fund’'s
actuary on the overall financial situation. This should be presented in parallel
with, rather than as part of, the financial accounts.

4, Adopting these proposals would help to solve the present demarcation
pmblem::d experienced by auditors and actuaries, to the advantage of all
concerned.

5. Members of schemes should normally be offered a simplified report, with
access to the full version on request. .

8. Trade unions recognized by the employer should be provided with full in-
formation about the scheme.

7. Where insurance policies form a means of funding, perfodical valuations
ar: required In order to provide more satisfactory financial reports on such
schemes,

(- Y- £ 8- 1
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8. An adequate report on the fund’s investment objectives and achievements
i8 essential. PRAG's proposed format for the annual accounts provides a good
framework for such a report,

INTRODUOTION

1. Pension funds occupy a prominent place of increasing importance in the
national economy ; almost half the working population 18 in membership of occu-
pational pension schemes, the benefits and contributions of which are now key
features of industrial negotiations. However this increasing social and economic
impact has not been matched by work in the field of pension fund reporting and
many of those most closely involved have for some time considered this to be an
unsatisfactory situation.

2. It was considerations such as these that led to the formation in July 1976 of
the Pensions Research Accountants Group (‘PRAG'). Those attending the first
meeting adequately represented most professional interests likely to have views
on how pension fund reporting might be improyed. Both public and private sector
schemes were represented as well as those with professional involvement in the
actuarial valuation and auditing of pension schemes. This nucleus of people
quickly agreed that there was much work to be done if a new fmpetus is to be
given to pensfon fund reporting and the first task should be to publish a study
on the annual reports of pension funds.

3. The inaugural meeting was accorded an appropriate degree of publicity in
the professional press and enquiries were received from some who were not
present but none the less had something to offer the project. As a result five
working parties, selected to cross professional boundaries, were formed with
clearly defined areas of research; their preliminary findings were subsequently
sifted and collated by a drafting committee. The recommendations made in this
study. therefore represent a consensus emerging from a wide range of profes-
sional interests over the past 12 months.

4. This—the first report of PRAG—is addressed primarily to practitioners
with responsibility for pension fund reporting and accounting; but the Group
hope that its conclusions will be of interest to pension fund trustees, to those
with managerial responsibility for pension administration, to trade union rep-
resentatives (who are paying an increasingly active role in pension fund mat-
ters) and, not least, to members and students of those professional bodies which
require an understanding of pension fund reporting. The underlying purpose of
this research is to influence thinking and the development of accounting for pen-
Paper on the disclosure of information and member participation (Cmnd. 8514).

5. The Group readily acknowledges the support of individual members, and of
their employers, in the production of this study; its conclusion and recommen-
dations should not however be regarded as representing thelir individual views.

HISTORICAL BACKOROUND TO PEXSION FUND REPORTING

6. Occupational pension schemes in the United Kingdom have largely been a
development of the twentieth century. Prior to this time pension arrangements, if
any, were usually on an ad hoc basis, although there were notable exceptions ; for
example a comprehensive non-contributory Civil 8ervice scheme was established
in 1834, Since the 1080’s there has been a phenomenal growth in the spread of
occupational pension schemes and recently there were estimated to be about
20,000 employers who have schemes with fen or more members.!

7. Employee involvement in the running and trusteeship of schemes has tra-
ditionally been minimal, particularly in the private sector. However, historically
& number of private sector companies have taken a paternalistic attitude and
given priority to the welfare of their employees, in particular.by looking after
their Interests long after they have ceased to be in employment.

8. From a legal point of view most schemes are trusts and under trust law
trustees are accountable to the beneficlaries of their trusts. In addition pension
arrangements are forming an increasingly important part of employees’ condi-
tions of employment. Although the practice was normally to prepare audited ac-
<ounts, it was not usual for copies of these or any form of trustees’ report to be
available to the beneflclaries. Of course there have always been a significant
number of exceptlons. particularly where the trustees had a duty under the rules
to circulate certain financial and other information to members. (This particu-

t Department of Employment Gasette—XMay 1977.
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larly applied to those schemes which were registered under the Superannuation
and Other Trust Funds (Validation) Act 1927).

9. The speclal nature of pension funds has to some extent been recognized by
the professional accounting bodies, and the latest advice from the Institute of
Chartered Accountants in England and Wales to practitioners, is set out in
recommendation N21. However, this recommendation was {ssued {n 1060 and
since then the pensions industry has seen substantial development in step with
the march of social and economic events. —

OURRENT THINKING ON PENSION FUND REPORTING

10. The Occupational Pension Board (OPB) in its report on the question of
Solvency, Disclosure of Information and Member Participation in Occupational
Pension Schemes (Cmnd. 59004) pointed out the lack of specific legal requirement
as to disclosure of financial information and recommended that on resquest each
member and beneficiary of a pension scheme (unless fully insured) should be
given a copy of an annual report which should contain the annual accounts, the
auditors’ report, details of the scheme's investments, a certificate prepared by the
actuary at the lastest valuation, showing the extent to which accrued benefits
would be secured on the immediate discontinuance of the scheme, and a statement
by the actuary giving his recommendation, at the most recent valuation, on the
rate of contribution to be paid, the bases used in making this recommendation,
and the level of funding which this was intended to achieve, It was envisaged that
all this information would be presented in a form laid down by the Board.

11. The Government, in accepting these recommendations, also felt that the
annual report should lndlcate in general terms, the investment policy being fol-
lowed.! They have since lndlcated that in practice they propose to leave the form
and content of the annual accounts to be settled by the professional accounting

es, _—

12. The Employment Protection Act, 1975 gave independent trade unions a
right to information necessary for collective bargaining. In some circles the pres-
ent thinking is that the right to receive a pension in retirement from an occupa-
tional pension scheme is deferred pay and should fall within the scope of collec-
tive bargaining. This is certainly the view ot the Trades Union Congress who in
their book on occupational pension schemes * stated :

“Pensions, in the past, have too frequently been regarded as a gift granted in
respect of long and faithful service as an act of benevolence by the employer. This
view {8 unacceptable to trade unionists but pension schemes developed under the
influence of such attitudes, and there remains a heavy legacy from the past which
at present too often prevents their proper use. This {s now changing, largely due
to the influence of trade unions but supported by legislation such as the S8ocial
Security Pensions Act. Money set aside to provide for future benefits is as much
earnings of the worker as the money in his wage packet. Pension schemes there-
fore should be the result of freely negotiated joint decision by a group of workers
to set aside part of the income currently available to them and to save it collec-
tively, for their future use".

This obviously supports the idea that inancial information should be avallable
to recognized unions as well as to members.

18. In view of the Interest being shown by the various parties aiready men-
tioned, the Group set out to ascertain whether the members of schemes generally
showed interest in accounting information. A survey among Group members pro-
duced remarkably consistent findings which were:

(a) When abbreviated accounts were issued to members with an offer to supply
the full version no requests were received ;

(b) Members did not understand why, with an apparently large amount in
the fund, there could be any ditficulty about giving much needed current pension
increases.

This seems to bear out a general impression that, as presently constructed,
pension schemes report give little satisfaction.

PRINCIPLES GOVERNING PRAG'S APPROACH

14. Before summarising what the Group thinks is good practice, it is right to
outline the considerations which have shaped the proposals.

f’ (,;::mmand 68514.—Occupational Pension Schemes: The role of members in the runplag
of s¢|
8 Occupational Pension Schemes.—A TUC Guide.
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15. First, it 18 taken for granted that UK pension schemes are, for the most
part funded rather than pay-as-you-go, and will remain so in the forseeable
future. Hence it will continue to be important for any financial reporting system
to deal with the solvency of the scheme, This means presenting figures derived
from two rather different disciplines: accountancy and actuarial, and differing
opinions are held as to their relative scope and emphasia.

16. The Group takes as its starting point the relationship between the trustees
and the other interested parties (mainly the members and the employer). The
trustees are regarded as the prineipal party; they employ the scheme’s officials
(at least functionally) and they are effectively the client so far as auditors and
actuaries are concerned. Hence, the OPB’s suggestions that the framework of the
financial report should be a trustees’ report, with the other necessary com-
ponents attaching thereto, is entirely helptul. In the Group’s view in each party's
relationship to the trustees is clear, there should be no demarcation problems be-
tween the various professional advisers.

17. This leads to the conviction that actuarial information should be presented
in parallel with, rather than as part of, or subordinate to, the accounting infor-
mation, and that the audftors’ report should not normally refer to the substance
of the actuarial report. While emphasizing that this seems the only practical way
forward, the Group notes that amongst a number of auditors there is the sincerely
held view that despite anything the client (i.e. the trustees) may say, the audi-
tors’ own professional standards will compel them to review the actuarial in-
formation (and presumably to comment if necessary) on the grounds that their
name will be assoclated with the whole set of financial statements in the minds
of members and other users. The Group {8 bound to acknowledge that the exer-
cise of independent judgment hy professional men has been a force for good in
the regulation of commerce. In this case, however, the result has been consider-
able misunderstanding and contusion about the financial affairs of pension funds.

18. The Group believes the focus of confusion has heen in the use of the coa-
ventional balance sheet, where the reader may be misled into thinking that for a
pension scheme the balance sheet describes the “state of affairs”. Indeed it has
often been the endeavour of the auditors to report whether the balance sheet
represents a true and fair view of the state of affairs of the scheme. Such an
approach which is derived too slavishly from Companies Act requirements is
fnappropriate and, in practice, barmful.

19. The annual accounts of a commercial organisation are designed to show
how the company has managed its affairs during the review period and whether
it has generated a profit or a loss as a result of its activities. Its balance sheet
is a “snapshot” of its financial position on a particular date. Accounting practice
has focussed on “state of affairs” reporting to shareholders and company auditors
have very properly emphasized the importance of this concept in the phrasing
of their audit reports.

20. The concepts are meaningless in the management of understanding of pen-
slon funds, which occupy a fundamentally different position from commercial
organlsations. Pension funds are essentially devices for matching long term com-
mitments to pay pensions and other benefits with the assets which will create
the financial capacity to meet these long term Habilities. A pension fund's lia-
bilities cannot he determined hy conventional accounting practice. nor can the
fund be adequately described in accounting terms which pay attention to facts
rather than probabilities.

21. The underiying financial position of a pension fund is revealed in the
actuarlal valuation report which is concerned with the ability of the fund to
meet its long term liabilities. As part of this process the report may show that
the fund is in “surplus” or “deflcit”—but these terms are not used in the
normal commercial sense—they indicate a probability rather than an accounting
certainty.

22, Since the objectives of pension funds are so fundamentally different from
those of commercial organisations it {s unrealistic and unfair to expect them to
report on a commercial basis. The Group holds the view that the short term
financial reporting arrangements for pension funds should he de<igned to rhow
how the trustees have discharged their responsibility for the stewardship of the
money under their control and the way In which the assets of the fund have been
managed and deployed. These aspects can he incorporated in accounting com-
prising an income and expenditure statement together with statements showing
net assets movements and net assets, all of which are described in greater detail
in the next section. These reports have been designed to show those things which
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are most relevant to the particular accounting period and the Group is content
tof la:w: th:la actuarlal valuation report to bring out the long term financial position
of the fund. -

23. While the Group earnestly commends the general approach outline in this
report, it does not suggest that a standard presentation is appropriate or desir:
able. For the present, experiment deserves to be encouraged to discover what the
users of financial statements find understandable and helpful.

24. In summary therefore the Group belleves the annual report of a pension
fund should comprise the following:

(a) Trustees’ report

{b) Actuarial report

(¢) Accounts

(d) Auditors’ report

28. The above documents may well be lengthy and complex. The Group there-
fore commends the practice of preparing a simplified report for issue to the mem-
bers of the scheme the aim of which should be to communicate to members in a
simple and straightforward manner the financial position of the fund. In particu-
lar, it should show how the fncome of the fund is disbursed, and invested, and re-
assure the members that the fund is being properly managed. The simplified
report should comprise an abbreviated version of the income and expenditure ac-
count. together with the net assets movements and net assets statements indicating
the split of investments. A brief resumé should be made of the reports of the
trustees, the actuaries and the auditor of the fund. Whilst we commend the
practice of making a simplified report availbale to all members, this should not
preclude any membter who so wishes, from obtaining a copy of the detailed annual
report.

_ ANNUAL ACCOUNTS AND AUDIT

26. As already indicated, the stewardship concept of pension fund accounts
can be demonstrated by an uccount which records the income and expenditure
during an accounting period together with statements of charges in net assets
during the period and of net assets at the end of that period. An example is given
in Appendix 1. An advantage of this presentation is that the information disclosed
corresponds simply with the investment section of the trustees’ report, showing
the way in which the assets and money avavilable for investments have been
deployed in pursuance of the investment policy.

27. The presentation of the information to be given in the accounts and its
completeness are of vital importance. As the accounts may be read by members
of pension schemes they should Le presented in a form that is readily under-
standable by them. The terminology should not be capable of misinterpreta-
tion and words with a particular accountancy meaning should be explained. The
accounts should set out to be informative and care should be taken in deciding the
information to be included in annexed explanatory notes.

28. The suggested minimum information to be given ir an income and expendi-
ture account is as follows : -

(a) Contributions, divided between members und employers ; special payments
and voluntary contributions to be shown separately.

(b) When charged to the fund, administration costs including professional
fees split between operating and investment costs.

{e) Transfers to and from other funds, Because the actuaral basis of computa-
tion varies, individual, transfer club payments and bulk transfers to be shown
separately.

(d) Benefit payments divided between pensions, lump sum retirement benefits,
lump sum death benefits, refunds, etc. £0 that the utilisation of the funds can
be seen.

{e) Investment income divided in the same manner as the investments.

20. The net assets movement statement is a simple document setting out
the overall changes in the fund’'s net assets during the accounting period.

30. The net assets statement presentation recommended in this study does
not require any change in the customary manner of recording the transactions
of the fund in its books of account. So far as accounting disclosure is concerned
the degree to which assets should Le detailed in the assets statement is a matter
for the triistees to decide; a minimum requirement is likely to be a statement
which provides an analysis by different types of investment together with a
clear indicatfon of the liquidity of the fund, and Appendix 2 suggests a division
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which is likely to Le sufficient in such cases. Some trustees may wish to go much
further-and publish a detailed breakdown of thelr investment to the point where
individual holdings are disclosed.

81. Traditionally, pension funds have tended to use book costs as the basis on
which assets should be shown. Whilst book costs are readily available, and can be
derived in a very simple manner from the normal accounting records of the
trustees, an increasing number of pension fund accounts are showing assets based
on market values, It is argued that current market values are more appropriate
since they have a direct relevance to the current economic situation, whereas
book costs merely disptay an accident of history which is quite irrelevant to the
current financial health of the fund. Although the Group has a preference for a
current market value method of presentation, it is mindful of the difficulties in
determining market values for some assets such as properties and insurance
policies.

82. The Group considers it essential that the congsequences of a fund investin
in insurance policies should be disclosed in the annual accounts. This may wel
involve procedures which, hitherto, have uot been customary, especially in the

establishment of realistic values for the purpose of the net assets statement. The - -

suggested accounting treatment and procedures are given in Appendix 8.

83. In the particular case of leasehold property, adoption of the market value
basis for the annual accounts does not invalidate the conventional system of
recording cost and amortisation figures in the books of account. However, the
amount set aside for amortisation fo) the year does not appear separately in the
accounts, being subsumed in the figure for change in market value. .

34. Although it can be expensive to have a valuation of certain sssets such as
properties and insurance policies, it is recommendad that all such ansets should
be valued at least every three years—the basis used being expluined in the
accompanying notes to the accounts.

85. Irrespective of the method by which the assets are introduced into the net
assets statement, the supporting notes should show, comparatively, both book cost
and market values, 8o far as the figures are available. Where a full schedule of
fnvestments I8 not given, it 18 desirable to disclose any {nvestment amounting to
more than 5% of the total assets of the fund (by market value). If the fund
owns more than 5% of a particular business this should also be disclosed.

36. The other net assets of the fund will need adequate disclosure in the notes
if not in the net assets statement. A note shounld disclose balances with the
employer and any investments in the employer’s business, including property on
lease and loans (indicating whether or not secured).*

87. The amount of money held on trust by the trustees awaiting the exercise
of the discretion (e.g. lump sum death benefits) should be shown as a note to the
accounts If not already disclosed separately in sundry creditors.

88. A statement of accounting policies {8 axiomatic and should be drawn up in
simple terms. This statement should follow immediately after the accounts,
ideally on the page opposite. The statement should cover thoee areas that might
be accorded differing treatment and where relevant the following information
is considered essential ;

(a) Whether the accounts are prepared on an accruals or cash basis.

(b) Where asset market values are shown, the method of assessment of these
values; for example a mid-markc! basis of valuation of quoted securities and the
basis on which any premium content of overseas stocks has been included.

(c) The method adopted for asset amortisation.

(d) The treatment of foreign currency conversions.

{e) Changes in accounting policies,

39. The Group supports the usual accounting custom of showing in the accounts
comparable figures for the previous period. Where, due to a change in circum-
stances or to a change in accounting policy, a comparison of the figures for the
two periods does not provide a fair indication of what has happened, an explana-
tion should be provided by way of note to the accounts. Some funds have made a
practice of including in their accounts a historical summary of the figures in the
income and expenditure account. The Group is not convinced that. given inflation,
such summaries are generally meaningful but would favour experiments in presen.
tation technique whereby the long term trends underlying any fluctuating invest-
ment results could be brought out, thercby avolding over-emphasis on the results
for a particular period.

¢ Occupational Pensions Board Memorandum 48 (paragraph 44).
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40. The Group recommends in paragraph 48 the inclusion of a statement of the
actuarial position in each annual report. It is essential that a reference to this
utatemte;lt is included in the annual accounts and the following example is
suggested :

“These accounts record the transactions of the XYZ Pension Fund during the
period ended...... and they give details of the net assets at the end of-the
period. For a statement of the long-term financial position, reference should be
made to the actuarial statement on page__.__-

‘The current practice of includ! g an all too brief summary of the actuarial
position as a note to the accounts would not then be necessary.

41. The responsibility for issuing accounts lies clearly with the trustees, and
this fact should be formally ackuowledged by their signing the net assets state-
ment. Depending on whether the fund has individual or corporate trustees, the
statement should be signed by at least two persons, being either directors of the
corporate trustee body, or individual trustees of the scheme.

42. Having considered the accoutning aspects of pension funds we now turn to
the role of the auditors whose responsibilities can be summarised as follows :

(a) Reviewing compliance with appropriate legislation, Inland Revenue ap-
proval and the requirements of the trust deed and scheme rules.

(b) Reviewing the adequacy of internal control and systems.

(c) Ascertaining that transactions have been duly authorized.

(d) Examining and reporting on the annual accounts.

" (e) Examining the data supplied to the actuary as the basis of perlodlc valua-
ons.

A more detalied summary of the work normally covered in audit programmes is
given in Appendix 4. It is of course open to the trustees to request the auditors
to perform additional work and to report thereon.

43. The Group believes that the auditors' responsibilities should relate primari-
ly to the stewardship of the assets. With this in mind they recommend that the
auditors’ report should be broadly as follows:

In our opinion the accounts on pages....__ L {1 S give a true and fair view of
the transactions of the fund for the period ended-..--._..___ and of the disposition
of the fund at that date.

44. The auditors should take note of the latest actuarial report and review the
extent to which the trustees have adopted the actuary’s recommendations arising
from both the periodic valuations and other advice given from time to time.
Failure to comply, together with the reasons, should be noted in the accounts
If such failure is not disclosed the auditors may be expected to refer to the fact
in their report.

ACTUARIAL REPORT

45. In paragraph 24 the Group recommends that the actuary to & pension fund
should provide & separate report to the trustees of the fund for inclusion In the
annual report. In particular it was concluded that, although the actuary is nor-
mally engaged by and reports to the trustees and employer, the beneficiaries of the
trust should have the right to a statement-of the conclusions and agreed recom-
mendations contained In the actuary’s formal report.

48. To prevent any misunderstanding, the actuary’s report to members should
be phrased in a way which would avold the use of technical and emotive terms.
In particular the actuary should avoid terms as “deflcieucy” or “surplus’” without
defining what he means. In making a valuation the actuary has to make a large
number of assumptions about the future (such as future rates of investment re-
turn and salary increases) and therefore any deficicncy or surplus is only mean-
ingtul if all the major financial assumptions made &re given. An objective test of
a fund’s solvency is by reference to the position if it were to be wound up and it
is thus normally helpful in the report to members t> make a reference to the dis-
continuance position, in addition to the going concern position. In this connection
the Group believes that care should be taken not to imply that a fund which can
just meet the discontinuance liabilities is fully funded ; it is, therefore, considered
undesirable to publish a precise percentage figure which purports to show the__
degree of funding.

47. The actuary’s report should state the planned amount of the funding re-
quired in order to enable the fund to meet its present and future Habilities. If the
employer is not making funding arrangement which are acceptable to the actuary,
this should be stated in the report to the beneficiaries, as they are the persons
affected.
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48. Following a formal valuation and the acceptance of the actuary’s formal
report and recommendations by the trustees and employer, the actuary should
present to the trustees a statement for publication in the fund’s next annuxl
report. As a minimum this should contain the following elements:

(a) A valuation was carried out at (date).

(b) A stated rate (or rates) of contributions to the fund which has (have)
been recommended by the actuary to meet the fund’s liabilities and has (have)
been accepted by the employer.

(c) A statement as to whether or not the assets of the fund at the valuation
date were adequate to meet the accrued liabllities for benefits incurred by that
date and if not what actlon, if any, was required to meet the shortfall (including
a statement as to what is meant by accrued liabilities and how it is assumed they
will be secured).

(d) That the next valuation under the rules is due at (date).

49, If required by the trustees, the content of the report could be wider than the
minimum described above. It could, for example, include detalls of the actuarial
method and bases used for the valuation and any major events since the previous
valuation which have had a significant effect on the financial position of the fund.
A summary of the full valuatfon report might be suitable in some cases.

50. Full actuarial reports are normally prepared triennially unless a major
event has occurred which required the trustees (or employer) to commission a full
reassessment. For those years where no full valuation is published, it is considered
that there should be an up-dated actuarial report, and not merely a statement of
the position at the last valuation date without further comment. This report
should normally include an approximate indication of the discontinuance position
at the year end. For most funds this would only involve the fund’s administrator
in providing the actuary with a few aggregate statistics, The actuary could then— -
produce a statement simjlar to that suggested in Appendix 8.

51. The above comments apply in the main to funds providing final pay types
of benefit. For other benefit structures, other than fully insured funds, it is recom-
mended that similar considerations should apply.

TRUSTEES' REPORT

52. The Group considers that a trustees’ report should provide the facility for
disclosure of matters not directly relevant to the annual accounts but yet im-
portant enough to be drawn to the members’ attention. In addition, the more gen-
eral information which members would expect to be interested in, such as details
of membership, should also be shown. Such & report would accompany the annual
accounts in conjunction with the other reports referred to in paragraph 24.

In practice, a “‘trustees’ report” often takes the form of a report by a Committee
of Management, or it may be the report by the pensions manager to the trustees

“according to the practice of the fund concerned. In the opinion of the Group the

trustees’ report should be addressed to members, beneficlaries and participating
companles, since all these parties have a direct interest in the activities of the
fund. Whilst a trustees’ report will give more detailed information than the
average member requires, unfons and consultants representing them will expect
to be given full information about the fund.

Such a report should therefore be in addition to, and not replace, any simplified
versions of annual reports and accounts dlstributed to members, In the first in-
stance the report should be distributed to the secretary of each participating
company and to each recognized trade union. Members and beneficiaries ehould’
be advised that copies are available on request.

83. The Group considered whether any exception on account of size or status of
the fund should be accepted, but came to the conclusion that regardless of size,
trustees should provide the suggested information, although the quality and
method of presentation might be varied to suit the circumstances. Likewise,
whether the scheme is contributing or non-contributory and whether it is con-
tracted out of the State scheme, is irrelevant, since the parties concerned have
the same degree of interest in the activities.

54. The Group considers that every trustees’ report should contain information
about the financial background of the fund.

The basis of the employer’'s contributions should be stated, and whether it is a
fixed rate or whether the employer pays the balance of the cost. Any changes in
contribution rates should be reported. As is indicated in paragraph 36 the annual
accounts should disclose any material indebtedness with, and/or investments in,
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the employer at the year end. However this may not reflect the situation during
the year and if it fails to do so appropriate disclosure should be made in the
trustees’ report; for example if there 18 a serious or consistent delay in paying
over contributions to the fund by the employer or the lending of money to the
employer. Where the employer bears the administration expenses of the fund this
fact should be recorded.

55. Because they are matters of general interest to participants of the fund the
following should be stated:

(a) The basis of appointment of the trustees and/or the commfittee of manage-
ment, with a list of their names. (The same principles would apply in the case
of directors of a corporate trustee.) Any changes during the year and the relevant
dates should be given. The name and address of the secretary to these bodies
should also be shown.

(b) A list of participating employers with changes during the year, {f any.

(c) The names of professional advisers, and of all persons to whom the trustees
have substantially delegated their investment powers.

56. As the readers of the report need to appreclate the size and activity of the
scheme the numbers of members. (distinguishing between males and females),
pensioners and deferred pensioners should be given, together with changes
(deaths, retirements, leavers etc.) during the year.

57. An outline of changes to the rules during the year should be given, split
between voluntary changes and those brought about to comply with legislation.
For practical reasons these may be covered, as to detail, by referring to the an-
nouncements made at the time of the changes. Any, discretionary increases in
pensions should be stated, with the rates and effective dates.

88. The method of investment should be shown i.e. self administered or insured.
If the fund is self administered information on investments should be presented
with a description of the investment policy and strategy followed during the year.
From the net assets statement exemplified in Appendix I a suitable table can be
developed for the trustees’ report showing the categories of assets at market value
at the commencement of the year, the deployment of new money arising within the
fund during the year, and the changes resulting from sales and the fluctuation in
market values. An example using figures that link with Appendix 1 is given below
and it will be seen that these figures reconcile with the market value of the assets
held at the year end.

[in thousands of English pounds]
Deployment -
of money
Market value, availadl Change in  Market value
54,76 197627 emarket value 5477
lavestments at market value: :

Fixed interest securities. . ............c.oocaee... 8,481 13, 705 1,093 23,279
Equities and convertibles......................... 14,494 13,203 4,792 16,083
Short-term loans and deposits. . - 1,550 1599 . ............ 951
Freshold and long leaseholds 16, 941 1,194 . 3519 21,654
Short leasehold property. ... 1,838 “s 1253 2,083
Annulty policies......... 851 47 127 1,025
ninvested. .. ... . .. iiiiiiaiaas 456 1300 .ocnnimnnnnn 156
Subtobs . . iiciiiaienoaas 4, 668 11,290 9,273 65, 231
Othernetassets . ... ... ..occoeeoieiiann.n 360 1260 oo 100

Total. oo 45,028 11,030 9,213 65,331

1 Negative,

In addition, if the trustees have appointed external fund managers then each
should be asked to submit for publication a separate report on their investment
policy and strategy during the year with reference being made to it in the
trustees’ report. In the case of an “in-house” manager the information could
elther be treated similarly or incorporated in the trustees’ report.

59. The Group is of the opinfon that, interpreted correctly, comparative in-
vestment performance measurement offers trustees a useful vehicle for discuss-
ing the fund’s performance with their investment managers. Whilst the trustees’
report should state whether such measurement takes place detafled disclosure of
the results might be misleading.
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THE FUTURE

60. The Group i8 very conscious of the fact that this study has done no more
than scratch the surface of a subject area which is rapidly becoming more in-
volved. It is considering further research into related subject such as:

(a) Comparative investment performance measurement methods,

(b!}t h?tandardised terminology in connection with pension fund accounting and
reporting.

(c) The provision of information by insurance companies as a basis for plac-
ing values on pension contracts.

(d) The consideration of presentation techniques to display more effectively
the lonig odt:rm trends underlying fluctuating investment results during inflation-
ary per|

APPENDIX 1
XYZ PENSION FUND: SPECIMEN ACCOUNTS FOR THE YEAR ENDED APRIL S, 1977—INCOME AND EXPENDITURE
[in thousands of Eaglish pounds]
1978 1977
coataibuﬁ:?_s recelvable:
1,832 3,149
2,840 4,881
54 s
309 M7
m 807
5, 306 9,49
Buuﬁta paysble:
Pensions to retired members 13 1,413
Lump sums on retirement. . 1
Pensions and allowances to widows 184 215
Death benefits.........cc.cuan 24 n
Refunds of contributions._ ... 268 02
Transfer values payable (note 1) 139 178
Insurance premiums (term life sssurancs) 36 a
Subtotal, contributions less benefits . ... ... ... ... .......... —vaacecn 3,541 6, 3%
Income from invested funds:
Fixed interest securities 1,089 1,937
SSort s oun i b T
rm loans &
Freehold and loag lm 1,3% 1,541
Short leasehold property 97 107
Annuily policies [ B
Money availabie forinvestment. ... _...... 0. . .iiiiiiiiiiiiieicooena. 7,35 11,030
Not assets movements at Apr. 5, 1976. ... 296 45, 628
Money availabie for iav';mun ................ , 305 11,030
Changes in investment market values duringyear.................... 3,427 8,213
Sublotal AL AP 5, 1977 et iiiei e csareac et easenne 45,028 65, 331
Net assets at Apr. 5, 1917
lnmumn& at market value:
Fixed interest ueuriﬁos 8,431 23,78
16,941 zisu
1,895 083
851 1,028
456 156
668 3l
“ %0 s, 100
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NOTES TO THE ACCOUNTS FOR THE YEAR ENDED APRIL 5, 19771

|in thousands of Laglish Pounds]
1976 Transtfer values 1977
Receivadle Psyable  Receivable Payable
Note 1—~Transfer values:
Bolk 26
63
9
178
n
3%
52
5
160
12
]
8

100

L The fund pays sad receives transters on @ number of different beses,
Note: Accounting policies would de listed ia sccordence with per. 38 of this report.

ArPENDIX 2
SUGGESTED ANALYBIS OF ASSETS

(a) Fixed interest securities

UK Government
Overseas Governments
Induﬁt{hl :

Overseas
(b) Equities and convertlblec
Equities

UK lhted

Overeeas listed
Convertibles:

Unlisted

Listed
{e) Short-term loans and deposits

Loans—UK

Loans—Overseas

Deposits—UK
verseas

Deposits—O
(d) Freehold and long leasehold property
Freehold

Long leasehold
roperty Unit Trusts

(e) Bhort leasehold property
(0 Tareps e

uity
Other

(g) Uninves
o Bvanzallnhnce

Indebtedness re stockbrokers, agents, etc.

m'Mumzed Funds and Units Trusts would be shown under an appropeiate head-
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ArPENDIX 3 -
INBURANCE POLICIES

1. This appendix considers how {nsurance policies might be treated in the an-
. nual accounts.

2. In the past schemes have frequently been categorised as ‘Insured’ or ‘self
administered’. This distinction is now much less clear because:

1(la‘) Many large self administered funds have taken over funds with insurance
policles. :

(b) Insurance policles have become much more flexible and truly comprehen-
sive insurance of pension benefits has largely disappeared.

{c) Whilst retaining an insurance base some funda which were formally in
the insured camp have increasingly participated in the direct investment market.

(d) The role of the consulting actuary has expanded and extended to many
of the former insured schemes, and insurance companies have made their actu-
arial expertise more readily avatlable to pension funds.

3. Whilst insurance policies form a decreasing proportion of the total assets of
the pension funds they are still important and should be reflected in the annual
accounts of a fund. In principle the decision to pay & premium to an insurance
company is no different from any other investment decision. In general premium
payments should be treated as an increase in assets in the net assets statement
and if nothing more was done this would result in a gradual build up in the as-
sets statement of the insurance policy at book cost. However, whenever a claim
is paid part of this assets is realised and it will therefore be necessary to adjust
the asset value downward from time to time. This can be done on some book cost
fO{n;ul}: i)sy a process of amortisation or by revaluation on a market value/actu-
aria sis,

4. Attributing a fair value to an insurance policy 18 no different in principle
from the valuation of other fund Investments. It is a funetion the actuary would
need to carry out as part of the regular valuation of the fund and in most cases
would be done at least every three years. Between formal valuations a simple net
payment adjustment would be a-satisfactory method of updating the asset value
until the completion of the next full valuation,

5. Slightly different considerations apply in the case of short term insurance.
For example, many trustees insure lump sum death benefits on a year to year
basis and in this case it I8 entirely appropriate to show annual premiums paid to
the insurer and sums received in settiement of claims as transactions within the
income and expenditure statement. Sums Teceived from insurers (such as the
proceeds of a policy on its maturity) should be treated in the same way as in-
come from any other sort of investment.

6. Some trustees pass the pension Hability on retirement legally and irrevoc-
ably to an insurance company. In cases where the liability is so transferred any
premium paid will appear as expenditure within the income and expenditure
statement and no transaction will appear in the statement of assets. No further
record is necessary as the pensioner has no subsequent claim to benefit from the
fund even if the insurance company defaults,

ArPENDIX 4

AUDIT PROCEDURES—CHECK LIST

The following check list assumes a properly constituted, funded and approved
pension scheme, with separate accounting records, giving rise to accurate ac-
counts, prepared on accepted accounting principles. The recommendations are con-
cerned only with principles and are not intended to represent an exhaustive list
of detailed audit procedures.

1. Authority
The auditor should examine and note the terms of the Trust Deed, (including
all Supplemental Deeds), rules, Inland Revenue approval, minutes of trustees,
investment and any other relevant committees and the record of -trustees’ ap-
pointments and resignations. In particular, the following should be checked while
performing the various audit procedures:
(a) That the trust deed and rules have been complied with in all materia}_

respects.
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(b) That contributions and benefits have been calculated and received or paid
in accordance with the trust deed and rules.

(¢) That all appropriate transactions have been authorized by minute, and all
such authorizations have been complied with.

(d) That relevant legislation has been complied with.

(e) That the appointment and resignation of trustees and committee members
has been properly actioned and recorded.

2. Internal control -

That auditor should investigate and assess the adequacy of systems in opera-
tion, noting particularly the following:

(a) Control over calculation, receipt and subsequent recording of contributions
receivable, investment income receivable and any other relevant recurring items
which should be received. -

(b) Control over calculation, payment and recording of all types of benefits pay-
able and any other recurring payments, noting that such items are properly au-
thorized and actioned promptly.
th {c) fContx-ol over custody and title of scheme’s assets and purchases and sales

ereof.

(@) Adequacy of the books of account and of various membership records.

Based upon the outcome of this review, the scope of the required audit test-
ing can bé determined and the appropriate action taken if weaknesses are

identified.
8. Verification

The volume of testing and precise documents to be examined will vary from
scheme to scheme; the following procedures are concerned primarily with the
principles involved.

{(a) Receipts in the year

Ascertain that members and the company have contributed at the appropriate
rates.

Ascertain that the scheme’s assets have generated the proper amount of in-
come and that guins and losses on sales of investments have been properly treated.

Asce;(taln that the appropriate amounts have been received from insurance
companies.

Ascertain that any other appropriate receipts which are due have been ac-
counted for.

Ascertain that the above transactions have been properly recorded within
the scheme's records, including the members’ contribution records.

(b) Payments in the year

Ascertain that benefits paid were in fact due, have been properly calculated, cor-
rectly authorised and paid to the correct person.

Ascertain that benefits payments due have in fact been actioned.

Ascertain that other payments made were proper charges on the scheme or
were approved investment transactions, have been correctly authorised and that
the correct amounts have been paid to the appropriate persons.

Ascertain that the above transactions have been properly recorded within the
scheme’s records.

(¢) Year end accounts

Ascertain that investments represent bona fide assets to which the scheme has
good title, are properly classified and correctly shown on & reasonable basis, con-
sistent with previous years. Where appropriate, ascertain that adequate provi-
ston has been made for permanent diminution of value.

Ascertain that receivables stated in the accounts are correctly calculated,
represent bona fide debtors of the scheme, are properly classified and shown on
a basis consistent with previous years and that adequate provision has béen
made for irrecoverable items.

Ascertain that required recelvables are disclosed in the accounts,

Ascertain that significant labilities of the scheme are stated in the accounts
and are properly classified and shown on a basis consistent with previous years.

Where appropriate, confirmation should be obtained from third parties and ref-
gret;n):e should be made to relevant specialist documents (e.g. Stock Exchange

a . 7’

Detailed reviews of the income and expenditure, net assets and net assets

movements statements are required. :
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(d) Other procedures ) ;

Other relevant procedures must be carried out, depending upon the circum-
stances. For example, where a scheme holds insurance policies these must be
examined, the terms ascertained and scrutinised to ensure that poliey require-
ments have been met.

Ascertain that the operation of the scheme continues to meet Inland Revenue
requirements for approval. -

4. Actuarial matters

(a) The auditor should be satisfled as to the quality of the memberghip and
oul:er tglz\ta supplied by the trustees to the actuary as the basis for the periodic
valuations.

(b) The auditor should take note of the latest actuarial report and review the
extent to which the trustees have complied with the actuary’s recommendations
and advice.

AprPENDIX O

REPORT OF THE AOTUARY

1. We made a valuation of the XYZ Penslon Fund as at 5 April 1975. As a
result of this valuation we have recommended that constributions of x%. of
pensionable salaries should be paid to the Fund by the Company, in addition to
those payable by members, to provide the pensions and other benefits for which
the Fund is liable. We have been advised that contributions have been made by
the Company at this rate since 6 April 1975.

2. We also considered the position if the Fund had been discontinued as at §
April 1975. At that date we estimated that the market value of the assets was
moere than adequate to secure accrued benefits to that date (l.e. pensions in
course of payment, deferred pensions in respect of former members and deferred
pensions in respect of persons in service based on pensionable salariea and serv-
fce to the valuation date, without making allowance for any increase to pensions
in payme)nt or deferred pensions in deferment other than those guaranteed under
the rules). Lo . -~

8. We have not made a detailed examination of the Fund at 5 April 1977, but
approximate calculations that we have made indicate that a similar statement
to that set out in 2 above could be made as at 5 April 1977. ’

ArPeNDIX 6
CITATIONS AND BIBLIOGRAPHY

i Paragraph
Department of Employment Gazette—May 1977 _ . eeaee '8

Command 6514—Occupdtional Pension Schemes?: The role of members
in the running of 8ChemMes. o e e ——— 4and11
Occupational Pension Schemes—A TUQC Guide*. o e cnna 12
Occupational Pensions Board Memorandum 48 * (paragraph 44).____. 36
Superannuation and other Trust Funds (Validation) Act 1927......__.. 8

Recommendation N21 (1960) —Institute of Chartered Accountants in
England and Wales. o oo cm e ————— 9

Command 5904—Report of the Occupational Pensions Board—Solvency,
disclosure of information and member participation in occupational
penston 8Chemes. .. caemececceceeeeeee - - 10
Employment Protection Act, 1978 - oo 12

PENSIONS RESFARCH ACCOUNTAKTS GROUP

Formed in 1976, the Group consists of the accountants or managers of some of
the leading UK occupational penalon schemes, together with practitioners in the
actuarial and auditing professions who are interested in the financial administra-
tion and reporting of pension schames.

The Group exists to sponsor research in fields directly of concern to the mem-
bers and to act as a forum for discussion of current developments.

Although virtually all the funds represented belong to the National Association
of Pension Funds, and many of the individuals concerned are members of the Pen-
sions Management Institute, the activities of PRAG and the views expressed are
independent of these bodies.
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 Details of membdership may bo odtained from the Hon. Secretary
J. C. Richards, IPFA, AP
c/o National Water Councu
Superannuation Department
8t. Peter's House :
Hartshead T
SHEFFIELD
81 1RU
Tel. 0742 787881

COMMENTS OF THE FINANCIAL ACCOUNTING STANDARDS BOARD

INTRODUCTION

The Financial Accounting Standards Board (“FASB” or the “Board”) wel-
comes the opportunity to submit these Comments on 8. 2002 (the “Bill”) to the
Subcommittee on Private Pension Plans and Employee Fringe Benefits (“the
Subcommittee”) of the Committee on Finance of the U.S. Senate.

The Board is aware of and shares the concerns that have resulted in the Biil. In
1074, the Board placed two projects on its technical agenda to improve financial
reporting relating to pension plans. (Those projects are more fully described in
subsequent paragraphs.) Significant progress has been made by the Board to re-
spond, in a responsible manner, to the need for improved finanecial reporting. It is
the Board's betlef that resolution of issues relating to reporting the assets and
liabilities of pension plans should remain with the private sector’s standarg-set-
ting process, which, with the oversight of the Securities and Exchange Commls-
sion (the “SEC”), has worked successfully for forty years.

ESTABLISHING FINANCIAL ACCOUNTING STANDAEDS

The FASB is the authoritative professional body designated by the American
Institute of Certified Public Accountants and recognized by the SEC to establish
and improve financial accounting and reporting standards. It is widely endorsed
by the accounting profession, the financial and business community, accounting
educators, and others. The FASB does not set auditing standards or regulate audit-
ing, which involves examining financial statements for the purpose of expressing
an opinion as to whether they are presented fairly in conformity with generally
accepted accounting standards,

As the independent, full-time financial acecounting standard-secting body, the
FASB is primarily concerned with the Bill’s provision that the Secretary of the
Treasury establish uniform standards for calculating and reporting the assets and
liabilities of pension plans. Although the Bill would amend Section 412 of the
Internal Revenue Code, which describes the minimum funding standards for
plans, the Board presumes that the Bill's use of the word “reporting” is not
limited to reporting to the Internal Revenue Service but is also intended to en-
compass general-purpose external financial reporting. That presumption is based
on certain of Senator J3entsen's remarks in introducing the Bill. In those remarks,—
he referred to ““the numbers that are reported in the accounting and actuarial re-
ports of pension plans.” The nature of the accompanying articles inserted into the
Congressional Record when the Bill was introduced, and the wording of the press
release announcing the Subcommittee’s June 14 hearings also appear to support a
broad interpretation of “reporting.”

In the Board's opinion, the private sector’s system for setting financial account-
ing standards, as it has evolved and is evolving, is successftully serving the public
interest. The Board is not aware of any evidence that substituting the Secretary
of the Treasury for the Board aa the authoritative body to set accounting stand-
ards for pension plan financial statements would better serve the public interest.
The private sector {8 proceeding to establish accounting stapdards for financial
reporting by defined benefit pension plans. A brief history of the Board’s efforts
in that regard follows. ) ’

FASB PROJECT OX DEFINED BENEFIT PENBION PLANS

In recoguition of the ﬂnanélal reporting requirements for most employee plans
as a result of the Employee Retirement Income Security Act of 1974 (“BRISA").
the significance of both the assets held by pension plans and the benefits accumu-

31-476 O - 18 - 7
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lated by participants in those plans, and the diversity of existing accounting and
reporting practices of employee benefit plans. the FASB placed on its technical
agenda in November 1974 a project on accounting and reporting for employee
benefit plans. The Board’s due process procedures are gimilar to those required
by the Administrative Procedures Act and include appointment of a task force
of experts for each major project,! preparation and publication of a neutral and
comprehensive Discussion Memorandum (“DM") analyzing issues related to a
project, solicitation of written comments on the fssues in the DM, and holding
a public hearing on the subject. The Board received 104 position papers in re-
sponse to the DM on employee benefit plans® and heard 28 presentations at its
public hearing.

Exposure Draft (“ED”) of a proposed Statement on “Accounting and Re-
porting by Defined Benefit Pension Plans” was issued on April 14, 1977 and
comments on its were solicited. In the Board’s opinlon, the final Statement for this
project should satisfy the Bill's requirement for the promulgation of *uniform
standards for calculating and reporting the assets and llabilities of pension plans
and for disclosing the actuarial assumptions used in such calculations.”

To date, the Board has recelived approximately 700 letters of comment in
response to the ED. The Board would be pleased to provide copies of those letters
to the Subcommittee, should they be desired.

ERISA requires that private plans annually provide certain financial and
actuarial information to the Department of Labor (“DOL”) and a summary of
that information 18 to be provided to participants. Because of those require-
ments, many letters of comment have expressed the view, which the Board
shares, that to avoid duplication of efforts on the part of preparers and to avoid
confusion on the part of users of the respective information, it would be bene-
ficlal if the standards developed by the FASB for general-purpose external
ﬂ:ea‘;xclal reporting purposes were acceptable to the DOL for its reporting
needs.

From the beginning of the FASB project, the Board has communicated with
the DOL. The Board belleves that a cooperative effort with the DOL 18 in the
public interest. The Board is also working with the actuarial profession (through
the American Academy of Actuaries) to resolve certain concerns expressed by
respondents to the ED. With the cooperation of those groups, substantial progress
has been made since the ED was issued.

Recently, FASB staff met with a representative of the American Academy
of Actuaries (“Academy”), and the F:oard met with a representative of the DOL.
The purpose of each meeting was to discuss informally the current views of the
respective organization on certain critical issues related to the project. The
Board is encouraged by the results of those meetings and expects to receive
within the next month formal statements of the views of those organizations.
The substance of those views is described in the written statements those organi-
zations have made to the Subcommittee. After considering thé T6rmal statements
of the Academy and the DOL, the Board will begin final deltberations this sum-
mer on a Statement of accounting standards for reporting by defilned benefit
pension plans. In preparing for those deliberations, the Board would welcome
the views of the Subcommittee regarding any or all of the izsues facing the
Board. Deliberations of the Board are held in “sunshine,” and representatives of
the Subcommittee are welcome to observe those deliberations, should they so
desire. The Board expects that its deliberations will be completed in time for a
;inalggl;atement to be applicable to the preparation of plan financial statements

or 1979.

FABB PROJECT ON ACCOUNTING BY EMPLOYERS FOR PENSION PLANS

Although the wording of the Bill is unclear as to whether it is intended to
encompass the reporting by employers for their pension plans, the issues enu-

1The Board also invites individuals from various governmental agencies to meetings of
its task forces. Regarding the projects relating to pensions, those individuals have included
representatives from the Department of Labor, the Pension Benefit Guaranty Corporation,
the Cost Accounting Standards Board, the Becurities and Exchange Comxmission, and the
House Pension Task Force. .

2 The Subcommittee’s staff has been provided with & copy of the DM issued on October 6,
1975. Additional copies can he provided, should the SBubcominittee so desire.

3 The Subcommittee’s staff has been provided with a copy of the ED. If desired, addl-
tional coples can be provided.
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merated in the Committee’s June 6, 1978 press release announcing the hearing
clearly indicate the Subcommittee’s interest in the reporting by the employer.

In addition to its project on accounting by the plans themselves, the Board
has on its technical agenda a project on accounting dy employers for pension
plans. The objective of that project is to reconsider the requirements of the
existing authoritative accounting literature with regard to accounting by em-
ployers for the cost of pension plans. The basic existing literature is Opinion No.
8, “*Accounting for the Cost of Pension Plans,’” issued in 1068 by the Accounting
Principles Board, the FASB’s predecessor, Supplementing that Opinion is FASB
Interpretation No. 3, “Accounting for the Cost of Pension Plans Subject to the
Employee Retirement Income Security Act of 1974.” * For companies registered
with the BEC, that agency has an additional reporting requirement-—namely,
the disclosure of unfunded past service costs,

In 1975, the task force for this project considered whether there was a need
for any immediate amendments or additional interpretations of Opinion No. 8
(FASB Interpretation No. 8 having been previously issued) as a result of the
passage of ERISA. Betause many of the proposed areas for possible interpreta-
tions or amendments either required reconsideration of the fundamental con-
clusfons expressed in the APB pronouncement or were related to matters that
would be addressed in the project on employee benefit plans, it was concluded
that the FASNB would not proceed with any interpretations or amendments at
that time. At a meeting in 1976, the task force considered a preliminary outline
of a discussion memorandum with regard to reconsideration of Opinion No.
8. However, following the public hearing on accounting and reporting by em-
ployee benefit plans, it was concluded that first priority should be given to
establishing standards for defined benefit pension plans, not only because of
ERISA’s reporting requirements but also because & critical issue in the recon-
sideration of Option 8 is the nature of the employer’s obligation for its pension
plans, The possibility of and conditions for a contingent employer liability in-
surance program under ERISA have not been decided by the Pension Benefit
Guaranty Corporation. The nature of an employer’s obligation could be aig-
nificantly affected by such a program. In addition, the Board has on its technical
agenda a project that is intended fo establish a conceptual framework for finan-
cial accounting and reporting. With that project, the Board is addressing the
nature of accounting labilities.

Although top priority has been given by the Board to the defined benefit
pension plan project, progress has also been made in resolving issues related to
the project on accounting by_employers for pension plans. Following and per-
haps concurrent with the completion of the defined benefit pension plan project,
the Board expects to place & high priority on completing its due process for
reconsidering Option No. 8. An initial phase of that process will be the develop-
ment of a discussion memorandum to address the various issues to be resolved.
Those issues will include the issues enumerated in the Subcommittee’s press re-
lease that pertain to accounting by employers. In addition, the Board will be
considering the approprinteness of issuing, following completion of the defined
benefit pension plan project, an amendment of the disclosure requirements of
Opinion-No. 8. The possible amendment would require uniform disclosures based
on the financial status of the employer's pension plans as reflected in the
plans’ financial reports. That amendment would be an interim step that would
be withdrawn when a comprehensive final Statement is issued that addresses the
accounting and reporting Ly employers for pension plans.

CONCLUDING COMMENTS

The Board is keenly aware of the need to improve financial reporting relating .
to pension plans. As highlighted in this submission, the Board is in the midst of
two projects aimed at meeting that need. The Board is confident that the issues
relating to reporting by pension plans and their sponsors can be effectively re-
solved by the private sector’s standard-setting process in a manner that will
best serve the public interest.

« The Subcommittee’s stafl has been provided with a copy of the Interpretation. If desired,
additonal copies can be provided.



WoLiax M. Mexcen, Ino.,

June 27, 1978.
Mr. MioHAEL STERN,
Stafy Direoctor, Committee on Finanoe, Dirksen Senate Oftoe Bullding,
Washington, D.C.

Deax Ms. 8tzex: I am writing you in accordance with the lagt paragraph
of the Committee on Finance's Immediate Release of June 6, 1878, P.R. No. 88,
concerning pension plan liabilities.

William M. Mercer, Incorporated i3 the nation’s largest employee benefit con-
sulting irm. I am a member of the Board of Directors, with specific responsibility
for professional standards, and with a strong Interest in the accounting and
actuarial issues raised at the hearing of June 14, 1978. (A bjography indicating
published papers, books, etc. is attached.) '

Attached are comments related to the major issues presented at the hearing.
If you have any questions or wish any additional information, please let me

Bos BrmIN.
Attachments.
DEPARTMENT OF LABOR

My fleld of specialization and my professional work for a good number of
years, has been directly related to the appropriateness of actuarial funding
methods and to testing for the continued appropriateness of actuarial assump-
tions. I hope that I might be of service to the Labor Department and to your
committee in this connection. Given the opportunity, I would like to contribute
to the sharpening of the supporting technical detalls contained in Mr. Lanof’s
statement. - -

FORTUNE ARTICLE

The views of the writer of the Fortune article of November 1977 are well
known from this particular article and from the discussion of March 28, 1978
before the American Pension Conference. The focus of this article, and of his
views are contained in the following two quotations: .

“In terms of disclosure. and the focus of the plece that I did in November. my
emphasis 18 on shareholders, I am not particularly concerned about the ability
of people covered by pension plans to collect their benefits.”

“A few people wrote after my article appeared and asked if I was advocating
the end of defined benefit plans. Given the current ground rules of ERISA, Iam.”

While there is much that is inaccurate and misleading, I would only add one
comment, by way of explanation. and that is about unfunded liabilities heing
about one-half of what they should be. This is based on an extremely pessimistic
view of the future and lack of sufficient testing of the results of the underlying
premise. First, the theory rests on salaries increasing faster than the return
on investments over the next 50 to 75 years. Few economists would accept this
as ible, certainly without the caveat that this portends an entirely different
soclety, other than the one we have now. (For briefer periods, the scenario is of
course possible.) Second. the theory assumes an inflation rate of about 5 per-
cent for the next 50 to 78 years. If you test the proposition by assuming other
rates such as no inflation and then assume double digit inflation rather surprising
results follow :

No_inflation.—Favorable conditions and yet unfunded liabilities became more
than three times the present level.

Double digit inflation—Unfavorable conditions and yet unfunded liabilities
become less than they are now.

These results are difficult to accept without seriously questioning the theory
underlying the calculation which is suspect by iteelf. .

ACCOUNTING ISSUES

The recognized funding methods specified in ERISA reflect different patterns
of furding a pension plan, each chosen to fit the employer’s financial forecast. All
achieve exactly the same goal. Only the incidence is different. This kind of choice
is found in accounting, in the same sense, in the choices available when depre-
clating fixed assets and also in the methods of valuing inventory. Such choice
should be retained. .-
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SBome accountants take the position that adding the assets of the pension fund
to the asset side of the balance sheet and adding the accrued liabilities of the
pension plan to the lability side of the balance sheet should be the preferred
approach. This would be unfortunate in seve:al

(1) It would disturb accounting statements signlﬂeantx Relationships com-
mon to accounting and finance, drawn from the balance sheet, would no longer
be valid. Benefit improvements or a change In actuarial assumptions would have
roller coaster effects on financial statements. No where alse in the world is this
type of adjustment made.

(11) Actually, plan termination liabilities should be employed above. These are

generaily much less than ongoing plan liabilities. For many companies this could
produce a surplus but the comments in (1) still appliea.

(i1i) Those who have made these adjustments indieate that financially healthy
companies come out about the same as do financially disturbed companies when
rankings are examined. This {8 not a surprise: the private pension plan follows
the health of the plan sponsor and not the other way around.

{(iv) Pension costs are probability statements. There is no other such item
on the balance eheet.

(v) A better approach would be a supporting exhibit on pension costs and a
tightening up of APB-8. We would be pleased to discuss both of these further.

CURRIOULUM VITAE BARNEKT N. BrRIN
1. EDUCATION

City College of New York: Highest second year honors, Phi Bota Kappa,
Cum Laude, B.8. 1051,

Columbia University : M.A. 1058,

Fellow of Society of Actunaries, 1960,

II. PROFESSIONAL

Director-Professiona) Standards, Willlam M. Mercer, Incorporated, the natton’s
largect employee benefit consulting firm.
A. Society of Actuaries Committees:
" 1. Education and Examination—prepared study materials and exami-
nations for pension sections, 1063-1969.
2. Committee on Penalons—-dlscumed and recommended solutions for cur-
rent pension problems, 1960-1978.
3. Committee on Professional Development—discussed changing times and
relatod problems for actuarial profession, 1670-1978.
4. Committee on Review—prepared book reviews of professional material
related to pensions, 1975-1977.
5. Committee on Retirement Plans, Chairman—develop continuing educa-
tion, research activities and seminars, 1877 to date.
B. New York Actuaries Club: ‘
1. Instructor, Pension Mathematics—established and taught first and suc-
- g;g&hi%r gasses in pension mathematics to actuaries in the tri-state ares,
2. Pension Committee—arranged speakers and programs on matters of
professional interest, 1971-1972.
8. Committee on Student’s Education—helped run and monitor actuarial
study classes, 1972-1978.
4. Continuing Eduecation Committee—helped run continuing education
seminars, 1074,
5. Nomination and Election Committee—recommended actuaries for elec-
tion to club offices, 1975-1977.
C. Teaching Assignments:
City College of New York : Statistics Lecturer, 1952.
Insurance College of New York : Group Insurance Lecturer, 1962.
New 8chool for Social Research: Member of faculty, taught course on
pensions, 1974.
D. Member of the Advisory Board :
1. Actuarial Education and Research Fund—representatives from six
actuarial organizatior.s identify issues for study and grant awards to accom-
plish research, 1974 to date.
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2, Bureau of Natlonal Affairs—a professional study group related to gov-
ernment matters in the employee benefits field, 1975 to date.

8. Public Employees’ Retirement Systems Study Group—preparation and
organization of a recommendation for a study of Public Employee Retlie-
ment Systems, 1976 to date.

4. Bessemer Pension Institute—a group of 50 large companies that regu-

- larly meets and discusses pension issues, 1977 to date.

B. Other Professional.—Actuary-in-Residence, The University of Michigan,
Academic Year 1977-78.
III. ORGANISATIONS

Fellow.—Canadian Institute of Actuaries; Conference of Actuaries in Public
Practice ; Soclety of Actuaries.

Assoclate.—Institute of Actuaries (United Kingdom)

Member.—Actuaries Club of New York; American Academy of Actuaries;
IAnternx:tional Actuarial Association; International Association of Consulting

ctuaries.

A. Books:

"'I;he Fundamentals of Pension Mathematics,” 1971, The Soclety of Ac-
tuaries.

o “Pensions: A Guide to the Technical Side,” 1973, C.D .Spencer and Asso-
ates.
B. Periodicals:

1. “Dividend Model For Noncontributory Deposit Administration Group
Annuity Contracts,” Socfety of Actuaries, 1961.

2. “What Is Your Pension Plan Worth?", Pension News, December 1967.
(Co-author) .

8. “Life Contingencies and Compound Interest — the Connecting Link,”
Conference of Actuaries in Pudblic Practice, 1971.

4, “The BAI Interest Rate,” The Actuary December 1971,

5. “APB-8 Five Years Later—Strong Influence Felt,” Pension News, 1972,

8. “Pension Funding: A Nontechnical Explanation,” American Manage-
ment Association, 1972.

7. “You and Your Pension,” (book review) The Actuary, February 1978.

8. “Women’'s Liberation and the Female Mortality Rate,” The Aciuary,
October 1978.

9. “The President’s Message,” Pension News, October 1978,

10. “Pension Mathematics, The Underlying Philosophy,” International As- -
sociation of Consulting Actuaries, Amsterdam, March 1978.

11. “Revenue Ruling 71-448 (Social Security Integration) : An Assessment
And A Proposal For Change,” Conference of Actuaries in Public Practice,
Vol. XXIV, 1974-1975.

12, “BAI: One for Two,” Pension News, October 1974.

A 13.1 ;‘I’nltserest Rates and Salary Scales in Pension Valuations,” The Actuary,

p. 75. -

14. “Corraling The Conglomerates,” Pension World, July 1975,

Algli ‘l‘g_?:sion Plans In Difiicult Economic Times,” Socfety of Actuaries,

p 3
P lg.l‘ghe Valuation of Pension Fund Assets,” Employee Benefits Journal,

a 6.

17. “Pension Actuarial Gain and Loss Analysis,’” Reoord, Society of Ac-
tuaries, October 1976,

18. “‘Actuaries Needn't Be The Only Ones to Understand Valuation Re-
ports,” Pensions & Investments, August 1977.

19. “From the Pony Express,” across-the-board, The Conference Board
Magazine, June 1978, __

IV. PUBLICATIONS

STATEMENT oF KwaAsHA LIPTON

Kwasha Lipton is a firm of actuaries and employee benefit consultants. We
welcome this opportunity of submitting our comments on the accounting and ac-
tuarial practices of pension plans to the Senate Finance Subcommittee on Private
Pension Plans. Vi

Our comments are directed toward a single end : the preservation of the private
pension system in the U.S. With our nation’s present tax structure, we see the
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private pension system as the principal source of future investment capital for
our free enterprise economy. We also see it as a desirable means of preserving
some individual freedom of choice in supplementing a legislated soclal security
system-—a cholce exercised by the Individual through the employer-employee
relationship and colective bargaining.

Without defined benefit pensfon plans, we believe the private pension system
will not survive. Experience has shown that most employees and their collective
bargaining representatives will not be content with the vagaries of defined con-
tribution plans to fulfill all of their retirement income needs and objectives; and,
in our opinion, they would turn to an expanded social security system.

Any practice or legal requirement which regards or treats the so-called “un-
funded liability” of a defined benefit pension plan as & claim against the current
assets of a plan sponsor’s business inevitably must discourage employers from
adopting or improving such plans,

Such implicit characterization of a pension plan's “unfunded lability" is be-
coming increasingly common. Some sources are as follows :

1. Since 1967, the rules of the American Institute of Certified Public Accounts
have required that a pension plan's unfunded value of vested benefits be reported
as a footnote to a corporation’s financial statement and, since 1970, Liave required
that such amount be treated as a liability when accounting for a business acqul-
sition as a purchase,

2. 8ince 1974, Title IV of ERISA has established the “unfunded lability” for
the PBGC-guaranteed portion of a pension plan’s benefits as such a claim, up to
a limit of 30% of the plan sponsor’s net worth,. - (Even such limited clalm—in-
tended, we believe, to be a necessary anti-selection protective measure for the
PBGC plan termination insurance fund and not to be a governmental characteri-
zation of a pension plan’s “unfunded liability” as an inherent lability of the plan
sponsor—nevertheless apparently has deterred many small employers from
maintaining thelr defined benefit pension plans.) -

3. We understand that pension plan “unfunded liability” is now included in
the determination of the risk classification of a corporation’s debt securities by the
two major rating agencies,

4. Judging from the exposure draft issued in April 1977, the Financial Ac-
counting Standards Board intends to require that the value of a pension plan’s
accumulated benefits be reported in the plan’s financial statement, which we
believe tends to imply a liability beyond the assets of the plan.

5. The Department of Labor has announced that it expects to require the dis-
closure of the value of accrued benefits (both vested and non-vested) in the Form
5500 annual financial report of a pension plan, along with the plan's assets, which
adds to the implication of extended llability in our opinion.

6. The Pension Benefit Guaranty Corporation staff has announced that it hopes
to recommend changes in ERISA which would make the unfunded vested lia-
bility of a pension plan a legal liability of the plan sponsor, which the employer
would have to continue to fund, regardless of business necessity, unless the
employer went into bankruptey. S- -

7. The November 1977 article in Fortune entitled “Those Pension Plans Are
Even Weaker Thank You Think” (which has been entered into the Congres-
slonal Record) apparently was intended to alert stockholders to the dangers
which corporate pension plans hold for them as investors. In our letter to the
Editor of Fortune (a copy of which is attached), we stated that *. .. the logical .
conclusion the reader must reach, in our opinion, is that the private pension '
system (or, at least, the defined benefit part of it) is an unreasonable burden for
stockholders to bear. Hence, we ask you the question: Is Fortune magaszine
advocating the elimination of the private pension system?’ To that question,
Mr. Ehrbar (the author of the Article) replied in the January 16, 1978 issue
of Fortune, as follows:

“The risk exposure from ERISA’s plan-termination insurance makes a de-
fined-benefit pension plan imprudent for any single corporation and, thus, for
corporations as a whole. Unlees the ERISA insurance scheme is radically
reformed, corporations should abandon defined-benefit plans in favor of defined-
contribution plans”.

Such characterizations of a pension plan’s “unfunded ilability” as an implied
or potentially real claim against the current assets of a plan sponsor’s business
is contrary to the historical development of pension and other employee benefit
plans—which development, as we seo it, 18 expressed in the attached copy of
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our March 1076 Newsletter. Had such characterizations existed during the
last 40 years, private pension plans would neve: have developed to the important
rolaothey now fuilfill in helping to meet tiie economic and social needs of our
nation.

Against such currently developing background, how can one expect an em-
ployer who is prepared to add, say, 8 percent of future annual payroll to his
labor cost to do so by way of a defined benefit pension plan if he can opt for a
defined contribution plan which carries no threat against the business’s prevjously
accumulated earnings and invested capital. Some may even question whether
the management of a publicly-owned corporation has the right, in such cfrcum-
stances, to add an element to future compensation which could constitute a
substantial direct claim against the corporation’s existing assets should the
future prospects of the business deteriorate.

Why should the nation encourage employers to use defined contribution-indi-
vidual account plans which do not recognize the relstive needs of individual
participants—such as, the fact that an older employee may not have sufficient
time left to accumulate an adequate retirement account; the fact that after
retirement some persons live longer than others; the fact that some deceased
participants have dependents and others do not.

Instead, why not again encourage employers to use defined benefit pension
plans by curtailing the potential claim against the employer’s existing assets
and restoring the perspective under which such plans were adopted in the past—
that is, a perspective whereby the same overall. future annual contributfons—~-
which could have been made to a defined contribution plan are instead made to an
unallocated asset pool under a defined benefit plan wherein each participant’s
right to draw upon the pool is fixed by the terms of the plan according to his or
her age and years of service, longevity, dependency status, ete.

One past criticism of defined benefit pension plans has been that participants
expect the plan to go on forever and the plan’s asset pool always to be sufficient”
to fulfill their benefit expectations. regardless of how recently the plan may
have been established or thelr benefit expectations increased. In those instances
where plans have had to be curtailed by business necessity, the participants
naturally have been disappointed and often have felt cheated because they did
not understand the nature of the plan as a pooling of a portion of their-com-
pensation since the plan was established and, hence, having only the remainder
of the pool avallable at the plan’s curtailment.

Even if participants fully understand the limited-resource nature of a defined
benefit pension plan (as they undoubtedly do in defined contribution plans),
one could question the usefulness of private plans in fulfilling their part of the
retirement income needs of the nation as a whole if each plan had to stand
entirely on its own. .

Both of those concerns with defined benefit pension plans have largely been
eliminated by the guaranteed benefit provisions of Title IV of ERISA, whereby
all such plans must participate in a group arrangement insuring one another
against plan survival. Since the plans are private and subject to freedom of
cholce and should remain so, Title IV must contain reasonable provisions to
deter one plan sponsor from unfairly burdening the others. But, as Congress
has already recognized, the deterrents must not be so onerous as to defeat
the entfre purpose of the program by discouraging the maintenance of défined
benefit pension plans and their expansion to cover a greater proportion of the
population.

In our opinion, the increasing characterization of “unfunded liability” as a
potential claim against the employer’s existing assets does tend to defeat the
program. The PBGC staff proposal to make it a legal liability certainly wonld do
80,
The apparent justification of the Department of Labor and the Financial
Accounting Standards Board proposals to disclose the value of acerued or ac--
cumbulated benefits in comparison to a plan's assets—with the resulting mpli-
cation of the plan sponsor liability beyond the assets of the plan—is that partici-
pants need that comparison to assess the security of their benefit expectations. - -
But, even if such assessment could be made from such digclosure—which it
cannot be on an individual basis—do the participants need it when the true
measures of their benefit security are the continued strength of the plan sponsor’s
business and the guaranteed penefit provisions of ERISA. .

If not the participants, Who needs such disclosure. Investors certainly do
but only to the extent that “unfunded liability” represents a real and substantial

/
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claim against the existing assets of the business. Otherwise they need only

be concerned that the business {8 making adequate annual contributions out of

current revenues to maintain the pension plan fn accordance with the contribu-

::on standards of ERISA and generally accepted actuarial principles and prac-
ces,

Congress can encourage employers to maintain and adopt defined benefit pen-
sion plans, and alleviate the fears which investors, or at least their advisors,
seem to have with such plans, by means of the following:

1. Reduce the contingent employer liability under Title IV of ERISA from
the present 30 percent of the plan sponsor's net worth to a less onerous per-
centage such as 10 percent; but be prepared to raise it again if actual plan
terminatfon claim experience should reach a level requiring supporting premiums
beyond some limit deemed to be a reasonable price for the private pension
gystem to pay to self-insure itself. Perhaps, such a limit would be 8§ percent of
the aggregate annual contributions required under the minimum contribution
provisions of section 412 of the Internal Revenue Code for all defined benefit
pension plans as a group. (For example, If such aggregate annual contributions
were to average $600 per participant, a premium limit of § percent would be $30
per year per participant.)

2. Require PBGC to switch from the present basis of a flat premium per par-
ticipant to a premium measured by an Individual plan’s unfunded value of
guaranteed benefits, if the necessary overall supporting premium should rise
to a level which would justify the expense of calculating the premium on such
basis. Perhaps, such level would be one-half of the Hmit referred in item 1
above—that i8, a level of 234 percent of the aggregate annual minimum funding
contributions (which would be $15 per participant in the above example).

8. Specity that the audited financial statement to be attached to the Form
5500 annual financial report is to be a statement of the plan’s existing assets
and is not to include any statement or footnotes regarding the so-called “unfunded
liability” of the plan.

4. Eliminate the requirement that the actuarial statement to be attached to
the Form 8500 report should include the value of vested benefits and limit it to
a statement of information pertinent to the determination of the plan’s minimum
annual contribution requirement under section 412 of the Code.

5. Explicitly state that Congress recognizes that the so-called “unfunded lia-
bility"” of a defined benefit pension plan generally is not a claim against the plan
sponsor’s existing assets except to the extent of the contingent employer Hability
under Title IV of ERISA.

Two illustrations, which we belleve to be realistic possibilities, of what could
result from the PBGC staff proposal to make the so-called “unfunded liability”

~for vested benefits a legal liabllity of the plan sponsor are as follows:

1. Employers would become increasingly reluctant to amend a plan to provide
the so-called “cost-of-living” type of pension increase to previously retired par-
ticipants, when such increase would constitute a legal commitment of the current
assets of the business to pérsons no longer rendering any services to the busi-
ness. (At present, many employers periodically make such amendments on an ad
hoc basls, either unflaterally or through cotlective bargaining.)

2. At plants which are currently operating at a loss (or are only marginally
profitable) but which still have prospects of being turned around, employers will
resist any proposals t0 Increase accrued-benefits when such increase would con-
stitute a legal liability adding to the potential financial loss if the plant sub-
sequently had to be shut down, In industries where collective bargaining could
force the same pension increases upon all of the emplo ’s operations, both the
profitable and unprofitable ones, the presence of a legal liability for pension
increases would leave the employer no alternative but to accelerate the decision
of whether or not to shut down an unprofitable location rather than risk-an in-
creased financial loss by continuing the endeavors to turn it around.

As to the methods and assumptions used to measure the assets and benefit
values of a pension paln and to determine its annual cost, we believe that the
rules and guidelines now prescribéd by ERISA and by the American Academy
of Actuaries adequately cover the varying needs of individual private plans; and,
short of dishonesty for which adequate penalties exist, such rules and guidelines
preclude manipulation to the detriment of plan participants. One improvement
which Congress could inake-—which would permit greater consistency among the
various types of pension plans—would be to specify in section 412 of the Code
that, under the so-called “fRat dollar” and “career average pay” types of plans,
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the effect of future inflation in leading to plan amendments raising accrued bene-
fits may be anticipated in advance to the same extent that the effect of future
inflation is anticipated in determining the costs for “final nverage pay” plans
which respond automatically to inflation. At present, such effect of inflation on
“fiat dollar” and “career average pay” plans may be anticipated only indirectly
by understating or overstating other assumptions.

Again, we thank you for the opportunity of submitting our comments and would
be pleased to discuss them further with the Committee staff, if desired.

Respectfully submitted by Kwasha Lipton.

JorN A. CONNORS,

Pariner.
[From Kwasha Liptoa Inc. Newsletter, March 81, 1976)

PENSION “OBLIGATION"—“WHAT Is IT’9

(This Newasletter presents an excerpt from the comments submitted dby our
President, John A. Connors, to the Financial Accounting Standards Board
(FASB) in response to its “Discuseion Memorandum” dealing with the estad-
lishment of standards for the “Accounting and Reporting for Employee Benefit
Plans.”” We will be happy to send you a copy of the complete text of Mr. Connors’
comments. Please address your request to Mr. Harry F. Bremer, Vice President,
Kwasha Lipton Inc.)

In recent months the Financial Accounting Standards Board (FASB) circu-
lated & Discussion Memorandum on the subject “Accounting and Reporting for
Eiuployee Benefit Plans.” In reference to pension plans this Memorandum fre-
quently uses phrases such as the “obligation for penision benefits” and “‘a promise
by the employer to make benefit payments to the employee after retirement.”
Among other issues the Memorandum poses the question of how and to what
extent should a plan's financial statement report it’s “obligation for pension bene-
fits.” In effect, what is its “lHability” ?

The use of such phrases in the FASB Discussion Memorandum suggests to us
that perhaps sight has been lost of an employer’s intention and purpose when he
adopted his pension plan. Did he incur such “obligation” or make such “prom-
ise” ? Present accounting rules require a footnote to a company’s financial state-
ment disclosing the unfunded value of & plan's vested benefits (i.e., the value of
expected payments of vested benefits beyond those which can be provided by cur-
rent plan assets). Moreover, in plant shutdown situations and certain acquisi-
tions accounted as a “purchase,” present accounting rules require such unfunded
vested value to be included in a company’s balance sheet (not as a footnote). -

Lest such present and prospective accounting rules create an erroneous impres-
sion to the publie at large (including plan participants) regarding an employer’'s
“‘obligation” under a pension plan, we suggest that some of the fundamentals of
employee benefit plans in general and pension plans in particular be reexamined.
(The following paragraphs are excerpted from our comments to the FASB on
its recent Discussion Memorandum.)

POOLING OF RESOURCES

When employee benefit plans are viewed historically, one starts with the time
long ago when all of an employee's compensation was pald currently and the
employee was left individually to take care of his and his family’s needs—needs
such as medical care, income during a period of Iliness or disdbility, income at
and after the employee's death or retirement, and the like. Because such needs
are varying and unpredictable, hardships resulted which could be avolded or
diminished if employees, with the assistance of their employer, pooled thefr re-
sources under a group employee benefit plan. Tax laws were structured to en-
courage the creation of such group plans, which also encouraged the contributions

- __to the pool to be cast in the form of employer contributions rt ther than in the
form (t)if employee contributions which would have to be made out of post-tax com-
pensation,

Regardless of how a particular employee benefit plan started—whether by
unilateral employer action or collective bargaining negotiations, and whether
with or without employees making post-tax contributions, and whether with de-
fined contributions or defined benefits having an estimated reasonable perfodic
cost—the employee benefit plan has not lost its historical nature of a pooling,
for the good of the group, of amounts which would otherwise be pald as current
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compensation, with the terms of the plan specifying the conditions as to time,
circumstances and amount at which each participant and/or his beneficlary may
draw upon the pool.

EXPECTATIONS

When in the past an employer or plan spousor, unilaterally or by negotiation,
has agreed to the adoption or amendment of an employee benefit plan, he generally
has done so with the expectation of making periodic contributions to the plan
which, together with all other forms of direct and indirect compensation, repre-
sent a rcasonable, competitive and manageable total compensation package.
Although he almost always reserved the right to curtall, suspend or discontinue
such contributions—except during the limited term of certaln collective bargain-
ing agreements—he recognized that, realistically, in a competitive labor market
he must expect, while he has a going business, to continue such contribtulons and
even accept certaln effects of inflation on such contributions, so long as his total
compensation package allows his busiiiess to remain competitive. If ever it
shouldn't, or if his business ever ceased, his intention would have been to curtail
such contributions just as any other compensation cost.

APPLICATION TO DEFINED RENEFIT (PENSION) PLANS

Employee pension benefit or retirement income plans have the same historical
nature as do other employee benefits plans. S8ome plans—such as profit sharing
plans, savings or thrift plans, money purchase plans—are of the defined con-
tribution type in which case each contribution to the plan's asset pool (and the
investment earnings thereon) is allocated and credited to an individual account
for each participant and his right to draw upon the plan's asset pool is limited
to the amount then credited to his account. .

Were such defined contribution plans are intended to provide the principal
source of retirement income Lenefits for the smployee group, most plan aponsors
and collective bargaining representatives have found them to he a leas desirable
application of the group’s resources. Just as other employee benefit needs vary,
retirement income needs vary according to an employee's survival to retirement
and post-retirement longevity. Inflation, early retirement, permanent disability,
surviving spouse needs and other factors have continually increased retirement
income needs and objectives. Those participants whose needs are most immi-
nent have the least time In which to bulld up an adequate individual retirement
account under a defined contribution plan. Others who don’t survive to retire-
ment have no need for » r~tirement account.

Consequently, most retiroment plens have followed thea defined benefit
approach which permits each participant to draw upon the plan’s asset pool ac-
cording to the group’s definition of an adequate benefit even though the accumu-
lated contributions which may be decmed to have been made on such partici-
pant’s behalf would not support such benefit. Naturally, the group h that ths
plan will continue indefinitely and that the plan’s asset pool will alweys be
suficient to meet current pension payments. But, while no one likes the thought,
most plan documenta recognize the possibility that the plan may terminate at
some time and provide in such event that the asset pool remaining at that time
will be divided among the remaining participants according to the group's
specification of priorities,

ROLE OF THE QOVERNMENT

The government has recognized the mocial desirability of private defined
benefit plaus vs. defined contribution plans and has sought a meanas of alleviating
the human disappointment and the social economic harm which occurs when a
group's defined benefit plan cannot coutinue. The result is a mandated group
insurance arrangement (via the Pension Benefit Guaranty Corporation) to par-
tially insure the benefit expectations of those groups. Since a plan’s sponsor
plays a major role in declding whether or not a plan can continue, and it would
be soclally and economically undersirable to preclude him from making that
declsion, the plan insurance arrangement needed some protection against the
plan sponsor's ability to select against the plan insurance fund. The solution
adopted by the government Is the imposition of a possible pensalty against the plan
sponsor (up to 80 percent of net worth) when he elects to terminate a plan.
In our opinion such penalty in no way implies that the plan sponsor had an
obligation to continue the plan when the participating group could no longer
make contributions to it.
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An ¢mployee benefit plan, including an employee pension plan, is a group ar-
rangement to accumulate a portion of the group’s compensation for services
rerdered after the installation of the plan and to disburse the accumulated pool
of assets in accordance with the terms set down by the group specitying the
conditions as to time, circumstances and amount that each participant will have
a right to draw upon the pool. The fact that in a defined berefit pension plan a
participant's pre-fustallation (or pre-amendment) service or earnings may be
included among the factors used to measure the amount which he may withdraw
does not change the nature of the plan from being a group compensation ar-
rangement for services rendered after {nstallation or amendment. Accordingly,
the financial llability at any date of an employee benefit plan is the pool of assets
accumulated to that date and remaining to be disbursed as benefit payments.

{From Kwasha Lipton Bulletin, November 28, 1977)

Is ForTUNE MAGAZINE ADVOCATING THE ELIMINATION OF THE PRIVATE PENsIioN
SysteM?

Probably not—at least, not consciously. But, in its November 1977 issue,
Fortune presents a strong Indictment of the private pension system under an
article entitled : *“Those Pension I'lans Are Even Weaker Than You Think"”.

Almost every group or entity connected with pension plans is indicted to some
degree—corporations, their managers, their actuaries, the government (which
adopted the pension plan termination insurance program under ERISA), and
the plan participants (whose pension benefits are now guaranteed for the most
part through the ERISA insurance program).

While no one would claim that the private pension system is perfect, we
feel that the article presents a distorted picture by dramatizing presumed
dangers while ignoring the positive role the system fulfills as a source of soclal
benefit and capital investment. But, more importantly, we think that the article
raises a serious question about the viability of the private pension system in
the mind of the reflective reader.

At first reading the purpose of the article appears to be to alert stockholders
of the dangers which pension plans hold for them-—dangers which the authors
believe are being hidden from them today, despite the efforts of accountants and
security analysts. But, upon further refiection the reader should ask the question:

If the dangers are as the article pletures them to be, and

If the only solutions to those presumed dangers are the solutions the article

suggests,

Is t;:e private pension system an unreasonable burden for stockholders to
accept

If 80, what is the logical alternative? Will the 85 or so million persons now
covered by defined benefit pension plans accept lesser assurances of future re-
tirement income? Or will they pressure the government—a government which has
already evidenced its sympathy in seeing that such retirement incomes expecta-
tions are fulfilled—to take over the private pension system? Some people alreadv
advocate the latter alternative because it would also solve the continuing prob-
lem of how to provide social security supplementation to the other half of the
working population now covered by private plans.

Would corporate stockholders be better off with an expansion of the soclal
security system to cover 100 percent of the retirement income needs (or expecta-
tions) of the entire population of the U.8.? Where would thelr corporations
turn for the investment capital now available from the $240 billion or so in
private pension funds and from the expected future additions to such funds?

And further, who are the corporate stockholders? Are they not in large part
the workers and other members of the population represented by institutional
investors plus many small investors who are also employees or retired employees
or beneficiaries of such persons? Would they be acting in their own interest to
turn over to the melting pot of a government managed system the retirement
income prerogatives which they now exercise through their individual employers
and unions? We think not,

Attached is a copy of a letter we have sent to the editors of Fortune, comment-
ing on their article and askng them in light of the questions we pose above to
reexamine and clarify thelr asscesment of the dangers of the private pension
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gystem. You and your associates may also wish to express your thoughts to the
editors of Fortune. We sincerely urge you to 4o so.
Novemezs 21, 1977.

Mr. RoseRTT LUBAR,

Maw;pﬁ;‘a N@c;'uor, Fortune, Time and Life Building, Rockefeller Oenter, New
ork, N.Y.

DEAR M&. Lusar: We find Mr. A. F. Ehrbar'’s article “Those Pension Plans
Are Even Weaker Than You Think"” (November) very alarming—primarily be-
cause we assume that it represents the views and concerns of the editors of
Fortune, a publication which we consider to be one of the strongest supporters
of the free enterprise system among the media.

Using very dramatic language, chastising almost every group or entity con-.
nected with pension plans, and deecribing doomsday possibilities, the article seems
to portray the private pension system as posing a nightmarish danger to stock-
holders—a danger which can be contained only by the adoption of certain cor-
rective measures which the article either supports or proposes itself,

{f the danger and the solution were as the article describes them to be—
both of which we disagree with (as discussed further below)-—the logical con-
clusion the reader must reach, in our opinion, is that the private pension system
(or, at least, the defined benefit part of it) is an unreasonable burden for stock-
holders to bear. Hence, we ask you the question: Is Fortune magazine advocating
the elimination of the private pension system?

Attached is a copy of a bulletin which we are widely clrculating, together
with a copy of this letter, to pension plan sponsors and other parties interested
in the private pension system. Our purpose is to alert them to the import of
your article, as we see it to be; and to ask them to share with you their thoughts
on this article and its subject.

Ours ia a firm of actuaries and employee benefit consultants. We, therefore,
have a personal Interest in the preservation of the private pension system. But,
more than that, we believe that our nation will he better served in the long term
to the extent that it can fulfill its needs through the private sector rather than
through governmental systems.

Our ansalysis of your article indicates that the danger portrayed and the -
solutions offered are founded in two areas. We contest the article’s conclusions
in both areas—in the first area because we find the reasoning fallacious and
in the second because we believe the result will be harmful to the nation. The
two areas are as follows:

1. That corporations—through their managers and actuaries—are understat-
ing and underfunding the costs and liabiilties of thelr pension plans. To wit:

“There I8 reason to believe, moreover, that the reported figures are ridiculously
understated.” -

“The accounting and actuarial treatment of pension liabilities i8 a masterpiece
of obtusation.”

“Getting a focus on just how large a drag pension costs will put on future
profits requires a look beyond the reported numbers and into the arcane realm
of the actuary.”

“As it turns out, the asumptions made about interest and wages are 80 far out
of lige yvlth reailty that most companies contribute too little to cover future
benefits.”

2. That the pension plan termiuation ‘rnsurance provisions of ERISA are
fraught with dangers to stockholders. To wit:

“Plan termination insurance tends to warp the way businessmen make dect-
sions” (by encouraging them to substitute “‘generous pension promises” for cur-
rent wage increases, promises which the rest of the private sector will have to
:ulﬂll through ERISA's insurance pool if the company making the promises

alls).

“The architects of ERISA overlooked a special aspect of pension-fund risk
when they decided to insure benefits. They really aren’t insurable.” (viz., pension
funds “are invested largely in common stocks' ; stock prices “in real terms, have
been cut in half twice in the last fifty years”; if it happens again “it is apt to
coinclde with a major economic decline”; “PBGC’s resources are likely to be
strained by a surge of pension plan defaunlts,” with unfunded liabllities swollén
by stock-market losses ; PBGC’s levies on continuing plans would have to increase
to make up the deficits, possibly causing further plan abandonments; and “the
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fngf e'v;umped by claims, would have to cut off benefits or turn to Congress
or A
“8o fonx as they (l.e, the ERISA-insured benefits) are guaranteed, the liabil-
ities constitute an overhanging burden not only on future profits, but on the
future living standards of all but the 85 million or 8o workers who are covered
by defined benefit pension plans.”

At this point we would like to pause to compliment your author, Mr. Ehrbar,
- and your research asgociate, Ms. Morrison, on their apparent awareness and grasp
of most of the major factors affecting the measurement of pension plan costs
and liabilitles. The article evidences the greater knowledge of subject matter
which we have admired as a characteristic in most Fortune articles., Unfor-
tunately, in this instance, it only pussles us more as to how such knowledge could
fail to recognize what seems to be the logical result of the article’s conclusions.
It is because we consider that result to be evident that we have posed the ques-
tion stated earlier in this letter and in the attached bulletin: Is Fortune maga-
xine advocating the elimination of the private pension system?

UNDERSTATEMENT OF PENSION COSTS AND LIABILITIES

Fortune's justification for all of the disparaging statements the articla makes
abou:;orpoute managers and thelr actuaries rests almost ertirely on Fortune's
prem

That pension plan costs and liabilities should be measurea sisd pension plens
should be funded on the assumption of a “riskless” rate of investmert return from
the pension fund'’s assets whereas

Currently pension plan costs and liabilities are being measured and plans are
being funded on the assumption of the probable investment return that cor-
porate managers and their actuaries expect from the irvestments the pension
fund actually makes.

Fortune’s premise seems to be stated most ciesrly in the paragraph of the
article (p. 108) which reads:

“In other words, corporate managers are gambling when they fnvest pension
assets in common stocks. By assuming that pension-fund assets will grow at the
expected rate of return on risky investments, they are taking it for granted that
they will win the gamble. There is always a chance, however, that they will lose.
That possibility of losing constitutes a real claim against future profits—it just
doesn’t show up on the books. The only way a corporation can be certain of
having sufficient funds to cover future benefits is to invest in riskless assets. And
1tlmt wou'ld of course raise the level of pension-fund contributions above what it

8 today.’

All future events are uncertain and all future expectations include the risk
that actual events may be less favorable or more favorable than the expected
events. Does Fortune really believe that §t {s fn the interest of stockhotders (i)
to increase the charges to the current generation of stockholders in order to
protect future generations of stockholders from any risk that the future may
be less favorable than expected, and (ii) to reduce the charges to future stock-
holders at the expense of current stockholders if the future turns out to be as
favorable as expected? If 80, why stop at the expected investment return? There
are other expectations that substantially affect pension costs—two of which
are age at retirement and life expectancy. There i{s the chance that all plan par-
ticipants will retire when first eligible to do so and, further, that the eligibility
requirements for retirement will continue to be reduced. There is the chance that
med{cal sclence will find cures for the present major diseases and accelerate the
rate of increase in life expectancy.

We expect that most corporate managers and actuarles share cur bellef that
it would be wrong to increase the charges to one generation o? stockholders in
order to eliminate all risk for future generations. In the end, it would not be in
the interest of any generation of stockholders {f it led to the demise of the private
pension system and the loss of the role it fulfills in our free enterprise system.
Rather, we think that the great majority accept as correct (and are fulfilling)
the direction given in ERISA that pension costs and liabllities be determined on
the basis of assumptions which, taking into account the experience of the plan
and reasonable expectations, offer the actuary’s best estimate of anticipated
experience under the plan.

On the other hand, it may be that Fortune is not proposing a shift in pension
expense charges merely to remove risks from future generations. Perhaps For-
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tune really is advocating that pension funds be invested only In “rigkless’ assets
because it believes that to be the only appropriate funding medium for pension
plans under a premise that (quoting from the article) “the obligations must be
pald if the company remains in business.”

What are ‘“riskless” assets? The article really doesn’t say. It defines the *risk-
less"” rate of interest as the rate “on an investment that carries no possibility of
default.” It uses the real rate of return on government securities in an earlfer
stage of its analysis but goes on to note that such real rate has been negative _
since the end of World War II.-

Assuming that securities guaranteed by the federal government come closest
to what Fortune would regard as “riskless” investments, what would the end
result be it private penslon plans were to invest only in that medium? Not only
would there be an unnecessary doubling or 8o of pension plan costs, with an in-
flationary effect on the economy, but there would be a constant and substantial
flow of capital out of the private sector and into the government sector. Private
industry might soon have to look to the government to finance its capital needs
gnd adccept the further regulation which inevitably would accompany government

nancing.

Within the private pension system, many companies would not be able to
absorb the double cost and would have to terminate their pension plans. Many
if not most, of the others would begin to cut back on the level of pensions rela-
tive to wages and living standards. Employees and their families would turn
more to the government to fulfill what they have come to regard as retirement
income rights; and the private pension system would eventually be eliminated
as a meaningful component of our private enterprise system.

It such limfitation on pensfon fund investments were truly necessary, private
industry might have to accept the eventual demise of the private pension system
a8 inevitable. But, for industry and its stockholders to self-lmpose such im-
itation—merely because some people might believe that pension funds should be
invested without any of the economic risk which is inherent in our economy—
would be disastrous.

As a final thought in the understatement-of-pension-cost area, we would like
to note that the so-called “gamble” on expected investment return is not won
or lost all at once. Under cost pension plans, the difference between actual and
expected results—commonly called experience gains and losses—is recorded an-
nually and subsequent costs are adjusted accordingly.

PENBION PLANR TERMINATION INSURANCE

Your article describes certain dangers connected with the insurance provisions
of ERISA. Certainly, those dangers are possibilities. But, how significant they
may prove to be must remain a conjecture.

As we see it (and whether we like it or not), Congress has responded to its
interpretatfon of the demands of the nation’s work force for an assurance of
its retirement income expectations. If private industry were now to refuse
to accept the burden of self-insuring the private penslon system on a defined
benefit basis, we believe it must lead to the government replacing the private
system with an expanded soclal security system. In a sense, it is one of the prices
private industry and its stockholders must pay if they wish to continue a private
pension system.

That is not to say that there cannot be or ought not to be improvements in
the plan insurance program. However, of the two improvements proposed in the
Fortune article, we regard the first—i.e., the removal of the 309, of net worth
limit on the plan sponsor's 1iability—to be seit-defeating for the private pension
system; and while in theory we support the second—i.e., the gearing of PBGC
premium charges individually to each plan’s unfunded value of guaranteed bene-
fits—we think it must be weighed against the increase in the program’s admin-
istrative cost necessary to determine the premiums individually. For example, if
the average premium were $3 per participant and it would cost an additional $2
per participant to determine the premiums individually, the greater equity
wouldn’t be worth the cost. But, if the average premium were $20 per part{cipant,
the additional $2 cost could be justified on a cost/benefit basis,

Removing the 30 percent limit and putting 100 percent of every company’s
assets at risk in order to deter some managements from making what others
might regard as imprudent pension promises is, in our opinion, a self-defeating
proposal. It would cause many prudent managements to cut back on pension
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levels relative to wage and living standards or to switch from defined benefit
to defined contribution plans or to ter.ninate their pension plans, and could lead
to the demise of the private pension system.

Just the contrary, unless it can be demonstrated that a significant propor-
tion of managements would make imprucent pension promises—recognizing that
under ERISA's minimum funding requirements they must bear the cost of the
pension increases for at least 5 years before PBGC fully guarantees the bencfits—
we think it would enhance the preservation of the private pension system to re-
duce the 30 percent limit and make it a more acceptable risk for smaller com-
panies to ndopt and maintain defined benefit pension plans.

We urge Fortune to reexamine the conclusions reached in its article in light
of what we believe to be the end result of those conclusions; and to clarify
Fortune’s concerns with the present private pension system on the basis of such
reexamination, so that Fortune's readers may, with greater understanding, decide
whether or not they share those concerns and agree with the proposed

corrections,
Sincerely,
KwasHA LirrOoxN.
Jorx A, CoNNORS,
Pariner.

AMERICAN INSBTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,
New York, N.Y., July 24, 1978.
Hon. Lwoyp M. BENTSEN,

Chairman, Suboommitice on Private Pension Plans and Employee Fringe Beneflis,
Ruassell Senate Office Building, Washington, D.O.

DeAR MR. CHAIRMAN : The American Institute of Certified Public Accountants
wishes to express its views on the recently introduced Bill 8. 2092 which deals
with the financlal and other disclosure requirements in connection with the
Employment Retirement Income Security Act (88 Stat. 820).

It has always been the policy of the AICPA to support and promote full and
fair disclosure and the pension fund area s no exception. We are in complete
azreement with the objectives of the Bill. However, after careful consideration
of its provisions, the views expressed in statements submitted by Interested
parties and our knowledge of the progress being made in the development of

..accounting and reporting standards, we have concluded that the
legislation is unnecessary. We belleve that there i3 a substantial record of
substantive progress being made to resolve the problems relating to financial
reporting by pension funds through the cooperative effort of the Financial
Accounting Standards Board (FASB), the accounting and actuarial professions,
and the responsible government agencies(Department of Labor, Treasury De-
partment, and the Securities and Exchange Commission).

As you know, the FASB.was created to set financial accounting and reporting
standards. This activity is under the close scrutiny of the Securities and Ex-
change Commission and has been operating satisfactorily for many years.

The FASB has been working closely with the Department of Labor (DOL)
in an effort to develop uniform standards for accounting and reporting by defined
benefit pension plans. We agree with the expression of the FASB that finaliza-
tion of the Board’s statement on “Accounting and Reporting by Defined Bene-
fit Pension Plans” will resolve the concern which resultéd in the Introduction ot
S. 2002. We have no reason to doubt the FASB's prediction that its delibera-
tions will be completed in time for a final statement to be applicable to the
preparation of pension plan fiuancial statements for 1979 and we have been
working closely with it to achieve that objective.

A requirement that the Secretary of Treasury be directed to set acccounting
standards for pension plan financial statements would therefore disrupt the
progress being made without evidence that such a change would accelerate
the issurance of uniform standards or enhance the quality of sucu standards. In
addition, we strongly support the principle that the setting of financial ac-
counting and reporting standards should remain in the private sector.

We recommend that the Subcommittee permit the present progress to continue
without further legislation. We are confident that the issues addressed by the
Bill will be satisfactorily resolved by the actions already underway.

Thank you for the opportunity to comment on this matter.

Sincerely yours,
WALLACE E. OL80N, President.
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