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Outside the Box

n reading the No-

vember/December
issue of Contingencies, 1
wondered whether our
thinking on health care
isn't too constrained by
the U.S. experience that,
to my mind, is heavily in-
fluenced by entrenched
stakeholder interests
(providers, insurers, drug
companies, etc.), each
stakeholder looking to
preserve (or strengthen) its own economic
position even if it’s contrary to the public
good (i.e., high costs leading to poor access
to care).

How about circumventing that position
a little? Globalization and technology allow
(or will increasingly allow) us to do so. If
tutoring and homework guidance can be
outsourced (with a tutor from India work-
ing with a U.S. student via the Internet),
aren’t there possibilities with some or
virtually all elements of non-emergency
medical care, such as diagnosis, setting
the course of treatment, etc., through
current (or upcoming) technology? How
about elective surgeries or treatment for
terminal diseases, such as cancer, in Latin
American and Asian countries? This would
seriously expand competition beyond na-
tional boundaries and hopefully increase
affordability. To some extent, this is already
happening, the latter more than the for-
mer. Beyond the near term, there might be
opportunities for involving artificial intel-
ligence in the delivery of medical care.
Facilitating these options for those who

wish to use them won't be easy. Yes, there
will be problems to solve, and entrenched
interests will be resistant (using, perhaps, the
quality-of-care scare). But shouldn't we be
interested in checking these out? The pos-

sibilities are much too enticing to ignore.
SHIRAZ JETHA
OLYMPIA, WASH.

DB vs.DC
obert Rietz’s letter in the November/
December issue on the relative efficien-
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cy of defined benefit (DB) plans compared
to defined contribution (DC) plans de-
scribes the three advantages of DB plans:
> That employers can design the DB plan
to provide exactly the benefit they wish to
provide;

> That employers, investing more aggres-
sively and for the long term, receive a risk
premium that lowers the cost of a given
benefit;

> That the benefit is in the form of an
annuity.

Each advantage has a corollary weakness:
> That employers can design a DC plan
to provide exactly the level of contribution
that they wish to make

> That if plan sponsors are constrained
not to seek the premium associated with
investment risk, DB plans will earn lower
returns, thereby increasing the cost of a
given benefit

> That DB plans don't provide a hedge
against the loss of purchasing power.

For the first 40 years of my 50 years
as a pension actuary, it would have been
laughable to suggest any restraint on plan
sponsors’ willingness to take reason-
able long-term investment risk. But as
Mr. Rietz’s article on the very next page
(“Coming Full Circle: A Pension Risk
Primer”) indicates, Congress has enacted
legislation forcing employers to consider
the potential impact of such risk on their
cash flow. Accounting rules are inexora-
bly pushing plan sponsors to consider the
impact of investment risk on their bottom
lines. Year-to-year return fluctuations can
no longer be tolerated, especially in those

well-funded plans in
which assets and liabilities
are in close proximity.

No wonder prudent
employers are curtailing
the DB risk to their enter-
prise by freezing accruals
and terminating plans
and taking advantage of
amendments to the Tax
Equity and Fiscal Re-
sponsibility Act of 1982
that allow higher limits
on annual additions to
participant accounts in DC plans and al-
low higher contributions to those plans in
general.

Congress may later castigate the em-
ployer community for dropping DB plans,
but legislation does drive action and favors
one type of enterprise over others. Clearly

Congress does not favor the DB plan.
DicK RASKIN
FLORHAM PARK, N.J.

his letter is in response to “How Ef-

ficient Are Retirement Programs in
Delivering Dollars to Retirees?” by Ron
DeStefano in the September/October issue,
as well as Robert Rietz’s letter on the same
topic in the November/December issue.

The entire premise of Mr. DeStefano’s
article is based on his definition of effi-
ciency as “the portion of [the plan’s] assets
that are delivered to those retiring from
the workforce, as opposed to those leaving
before retirement” I think this definition
is irrelevant to employee benefit decisions
being made today.

To make my problem with this perspec-
tive clear, let me provide an example: Two
employees have 10-year tenures at Acme
Co. Employee A works for Acme from ages
25 to 35 and goes to work elsewhere until
retirement. Employee B works elsewhere
up to age 55, then works at Acme from
55 until retirement at age 65. Why would
Acme care more about the 10-year tenure
of employee B over the 10-year tenure of
employee A? From a percentage-of-sal-
ary-cost point of view, a DC plan would
make each employee equally expensive to
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provide with pension benefits; a DB plan
would make a 55-year-old employee much
more expensive.

Let us be clear about why companies
provide any sort of employee benefits: be-
cause they want to attract and retain good
workers for the period of time that they
will be useful to the company. Very few
people spend 40 years of work at one com-
pany, which is why most young employees
like the portability of DC plans. For one
thing, many companies will not be around
for 40 years, and besides, many people ex-
pect to have a couple of different careers
before retirement. Also, companies don't
necessarily want to hang on to the same
employees for decades, as their business
models change. However, this is not to say
a DB plan is always a bad idea—it’s attrac-
tive to those hypothetical near-retirement
new employees, which may be very im-
portant for certain businesses as they find

people with experience that is in short
supply. It should be considered as part of
an employer’s toolbox to attract and re-
tain key employees, but it definitely has its
drawbacks from both the employee’s and
employer’s point of view.

As to Mr. Rietz’s letter, the same payout
efficiency he describes as a character-
istic of DB plans can be achieved with
annuity products available in the wider
marketplace. Indeed, they can be even
more efficient than DB plans in that you
can get guaranteed periods with annuities
to have benefits paid out to a beneficiary
after the retiree’s death, in addition to a
number of joint annuity designs and vari-
able annuities that can help hedge against
inflation. Yes, these products are not well
understood by the public, but it is up to us

actuaries to better educate them.
MARY PAT CAMPBELL
NEW YORK

Another Perspective and Second
Thoughts

red Kilbourne’s analysis of the future

cost of government in the January/
February Contingencies needs to be put
into perspective. Assuming real wages
grow at 1.1 percent per year, the Social Se-
curity trustees’ intermediate assumption,
the 15 percent of gross domestic product
available for nongovernment spending in
2100 will have 96.4 percent of the buying
power per capita of the 44 percent available
in 2005, the most recent past quinquennial
year. Given the uncertainties of the projec-
tions, it is safe to say that our standard of
living in the nongovernment sectors will
be maintained.

In our current economy, motor vehicles
outnumber licensed drivers, the aver-
age new house boasts 2,500 square feet
of living space, and we have food in such
abundance that we spend tens of billions of
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dollars each year attempting to counter the
effects of eating too much of it. In the face
of all this, there is good evidence that we
as a society are becoming satisfied with our
economic lot as measured by traditional
benchmarks. For example, much has been
made of the fact that income per house-
hold has stagnated over the past decade or
so. This is caused primarily by the growth
in the number of households exceeding
population growth. In other words, people
are choosing to live in smaller households
by delaying marriage or cohabitation, di-
vorcing or splitting up more readily, and
having children while remaining unat-
tached. These are economic decisions, and
one reason people are making these deci-
sions more frequently is that they feel they
can afford them. They place greater value
on going it alone than on living a more
opulent lifestyle in a larger household.
Much of the growth in government
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spending cited by Mr. Kilbourne involves
transfers from workers to nonworkers,
particularly retirees. The projections he
employs all assume typical retirement ages
will remain about the same despite greater
longevity and improved health among the

elderly population. These cost increases
could be reduced or eliminated by raising
retirement ages. To the extent they are not,
this is an economic choice to forgo increases
in the standard of living while working in
favor of a longer nonworking retirement.
The largest percentage cost increase in
Mr. Kilbourne’s table is for Medicare. A
major factor in past and, most likely, future
increases in Medicare spending is “Hail
Mary” treatment for the very sick elderly.
If a parent is diagnosed with cancer and the
doctor advises that it’s time to prepare for
death, the typical American is outraged.
This insistence on making heroic efforts on
behalf of people who are probably termi-
nally ill explains, in part, why we spend so
much more for medical care than other de-
veloped countries with little to show for it in
increased longevity. (This relates to Donald
Armstrong’s article as well.) As above, we
make this choice because we can afford it.
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Our other needs being largely met, we have
made the economic choice to spend large
sums on medical care even when there is
minimal hope of extending life appreciably.

So if the economic scenario outlined by
Mr. Kilbourne comes to pass, this would be
the result not of nefarious forces, but of our
own economic choices. One could argue it
would be better if these choices were made
in the private sector through the market-
place rather than in the government sector
through the political process. However, I
don't think the resulting allocation of eco-

nomic resources would be much different.
ERIC KLIEBER
CLEVELAND

r. Kilbourne is to be thanked for calling

attention to the choice now faced by
the American public—whether to continue
on the path to a predominantly command
economy or to choose a different course
(“The Cost of Government Revisited,” Janu-
ary/February 2008). I believe he has failed to
recognize the economic impacts of human
nature, however, and that his prediction that
the government will control 85 percent of
the economy in 2100 should be adjusted
downward, to about 70 percent.

I see three ways in which human nature
will prevail over his predictions as the 21st
century unfolds, with consequences per-
haps as follows:
> Productivity will decline, relative to
projections, as taxes and mandates soar,
yielding a 2100 gross domestic product
(GDP) of about $600 trillion (rather than
$805 trillion).
> Compliance with regulations and other
mandates will be replaced by evasion as
the boot descends, yielding indirect gov-
ernment costs of 15 percent of 2100 GDP
(rather than 20 percent).
> Creditors will be unable or unwilling to
purchase securities offered by American
governments, yielding interest payments
that are 2 percent of 2100 GDP (rather
than 6 percent).

The other direct costs of government
will also be affected by the foregoing, of
course, with results perhaps as follows:
> Essential government services (defense,
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transportation, public safety) will presum-
ably still be essential, requiring 15 percent
of 2100 GDP rather than 11 percent (since
a one-fourth GDP drop requires a one-
third percentage increase to maintain an
expenditure level).

> Social Security benefits may remain at 6
percent of 2100 GDP, on the grounds that
retirees should suffer commensurately with
producers as the total amount of goods and
services declines.

> Government spending on health care
(Medicare, Medicaid, etc.) may decline
relative to projections, proportionately as
well as absolutely—say from 21 percent to
18 percent of 2100 GDP—as medical ser-
vices are rationed to all patients lacking in
political influence.

> Nonessential government services (edu-
cation, public employee pensions, postal
services, etc.) may be expected to take a back
seat to the foregoing, resulting in a decline to
perhaps 14 percent, rather than 21 percent,
of a relatively shrunken 2100 GDP.

We may not recognize the USA of the
end of this century, as viewed from the
beginning, but it does appear that the gov-
ernment will exercise rather less control
over the people than some may fear (and

others may wish).
FRED KILBOURNE
SAN DIEGO

Pension Funding Pros and Cons
n “The Case for Stock in Pension Funds”
(Contingencies January/February 2008),
David Kausch takes issue with our article in
the January/February 2007 Financial Ana-
lysts Journal, “The Case Against Stock in
Public Pension Funds” Few Contingencies

readers will have read our article, and Mr.
Kausch (understandably) doesn't explain it.
We hope that our comments here will give
readers a more balanced view of the risks
and rewards of equity investment by defined
benefit (DB) pension plans. (Our comments
reflect a public plan context. We have ad-
dressed corporate plans, in which similar
but not identical considerations apply, in
an article in the February 2003 Society of
Actuaries Pension Section News.)

Measurement of pension liabilities

We agree with Mr. Kausch in measur-
ing an economic liability by discounting
at the expected return of a “replicating
portfolio”—an asset portfolio whose cash
flows match those of the liability. A risk-
free discount is not correct unless the
liability payments are default-free and
closely matchable by bonds. We differ
with him in that we recognize only an
accumulated benefit obligation (ABO),
rather than a projected benefit obligation
(PBO). Because the ABO doesn't reflect
possible future salary increases, typical
ABO payments can readily be matched
with bonds.

Mr. Kausch offers an example of a sal-
ary-based pension with market sensitivity.
In his binary example, if the economy is
weak, the employee will receive no raise
and, in one year, a lump sum of $100,000.
Meanwhile, equities will produce a zero
return. If the economy is strong, she
will receive a raise and a $110,000 lump
sum, and equities will rise by a known
percentage. Mr. Kausch shows that the
liability can be perfectly hedged, not by
an all-bond portfolio but by the correct
combination of equities and bonds.

Our article didn’t address salary in-
creases, because we used only a single
fixed payment for illustration. But in other
articles, we have explained why the ABO
is better than the PBO as an estimate of
the true economic liability. Just as there is
no current economic employer liability for
potential future pay increases, so too there
is no current liability for the pension in-
creases that those pay raises would create.
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In determining a pay raise, the em-
ployer must understand that the true
cost includes both the increase in pen-
sion and the increase in salary. Both
increases result from the same employer
decision, and the economic liability aris-
es only when the pay raise is granted. In
Mr. Kausch’s example, the plan should
fund and invest only for the employee’s
$100,000 benefit. If and when the em-
ployee receives her raise, the employer
should recognize and provide for the
pension increase. Thus, the liability for a
typical pay-related DB plan is measured
by the ABO, which doesn’t anticipate
future salary increases. The replicating
portfolio comprises bonds that match
the timing, amount, and creditworthi-
ness of the ABO cash flows.

Investment of pension funds

Here too we fully agree with Mr. Kausch’s
assertions that:

> A cash-matching portfolio eliminates
economic risk

> Financial economics doesn’t imply that
all pension plans should invest in all-bond
portfolios.

We differ in two main respects. First,
as discussed above, we believe that bonds
constitute the matching asset for typical DB
pension liabilities. Second, though we agree
that financial economics doesn't require li-
ability matching under all conditions, we
believe that, given the current “facts on the
ground,” financial economics identifies im-
portant benefits from a shift to bonds.

Mr. Kausch illustrates the drawbacks
of cash matching with the case of an in-
dividual whose optimal portfolio includes
equity. We agree that equity is desirable for
the vast majority of individual investors.
But financial economics teaches us to re-
gard the pension plan not as an individual
investor but as a pass-through vehicle by
which taxpayers pay pensions to pub-
lic employees. The plan has no interests
or risk preferences of its own. Although
taxpayers don't legally own a governmen-
tal pension plan, they are exposed to its
investment performance. Our article ex-
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plains why taxpayers who want equity
exposure should prefer to take that ex-
posure in their personal portfolios, rather
than in the pension fund.

Several reasons drive this conclusion:

> The federal tax code imposes lower
taxes on equity returns than bond re-
turns. This disparity encourages taxpayers
to take their bond exposure in tax-sheltered
pension plans and their equity exposure in
fully taxed personal portfolios. This isn't a
universal conclusion. Under a different tax
regime, financial economics might favor
pension fund equity exposure even when
it mismatches the pension cash flows.

> Potential employee claims on surplus
may lead taxpayers to prefer minimal
risk in the pension fund. Employees often
contend that they are entitled to share in
any investment gains in the pension fund,
in the form of pension or salary increases.
Whatever its merits, the employees’ claim
to a share of surplus has considerable
traction and is often written into
the pension plan document. In
their personal port-
folios, taxpayers
bear all losses
and have an
undisputed
claim to all
gains. If they
are fully re-
sponsible for
pension fund
losses but receive 2y
only a fraction of -
the gains, they will prefer

\

——

directly and their bond expo- —

sure in the pension fund.

> Equity investment, with its
higher expected returns, invites the
underpricing of pension liabilities. The
higher expected returns don't alter the lia-
bility—we all agree in measuring a liability
by the matching portfolio, not by the actual
investment. But the higher expected re-
turns engender much economic mischief.
Employee representatives and politicians

\_—- e
to take their equity exposure M reading an article by an

may argue for lower pension contributions
or higher benefits with no extra cost. Plan
sponsors may engage in uneconomic trans-
actions such as the issuance of pension
obligation bonds. Intergenerational ineq-
uity arises when early generations pocket
expected equity risk premiums, while later
generations bear the risks.

Mr. Kausch concludes, “Clearly, it
wouldn’t be prudent to switch a pension
plan’s investment strategy based on sim-
plistic examples” We couldn’t agree more.
We hope that his and our writings will en-
courage readers to give these arguments

the careful thought they require.
LAWRENCE N. BADER
CARY, N.C.

JEREMY GOLD
NEW YORK

Building Years
he main parallel pointed out by edi-
tor Linda Mallon (“Friday Afternoon
Quarterback’, January/Febru-
ary 2008) between Notre
Dame and Contingencies
magazine is that each
experienced a building
year (last year for the
Irish and the current
year for Contingencies).
I am very confident that
this magazine will carry
the ball well, with an un-
interrupted continuation
of steady and exciting high
performance. One thing I
can say for sure is that
I have never enjoyed
i editor more than I en-
joyed reading this one by

Linda Mallon.

As far as ideas for improving ND’s per-
formance on the gridiron, I recommend
first getting into a good conference, such
as the Big 10 (11, 12 ...); or second having
the fans drink green beer to ensure theyre
enjoying the games.

MELVYN E. BERMAN
BENSALEM, PA.
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A Surprising Result
was intrigued in the book review of An
Imaginary Tale: The Story of the Square
Root of -1 in the January/February 2008
Contingencies by the surprising result that

“IM =.2078..7

But apparently this is a well-known re-
sult. I found one discussion at http:/www.
cut-the-knot.org/do_you_know/complex.
shtml where the author substitutes t = PI/2
into Euler’s Formula

eMi*t) = cos(t) +1*sin(t),

getting e"(i * PI/2) = i. Raising both sides

to the power i gives i’ = e”((i72) * P1/2))
= e”(- PI/2) = .2078...

JERRY TUTTLE

SOUTH ORANGE, N.J.

Promises, Promises
usually avoid writing letters to the edi-
tor, but I was surprised at the reaction of
Dwight Bartlett and Haeworth Robertson
in letters to the editor in the January /Feb-
ruary 2008 issue.

My understanding is that the Social
Security system and associated programs
fell off the tracks in the 1970s when Wilbur
Mills decided to index benefits without in-
creasing contributions in a cynical ploy to
enhance his presidential bid (which took
on water when exotic dancer Fannie Fox
did the same in the Tidal Basin).

As a result, there are gross intergenera-
tional equities which Congress has not fixed,
and from which our successors will suffer.

To see if the system is truly fair, I would
like an answer to the following questions:
1. Did retirees from, say, 1977 to 1993, con-

tribute enough actuarially to pay for the
benefits they received and are receiving?
2. If not, how will the shortfall be covered in
an economy where budget deficits are the
norm and where resources are declining?
3. What happens if the normal gross
national product (GNP) growth assump-
tions prove wrong due to oil shocks,
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BY PATRICK FIELD AND JOSHUA A. GORDON

Candor,
Conversation,
and Commitment
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terrorism, or other “nonlinear” events
which would cause GNP to decline?

This is a serious issue that, along with
other government policy matters, needs
actuarial guidance.

What is the possibility that the pro-
fession could take an honest look at the
promises made by the private and public
sectors (pensions, welfare, health care, ed-
ucation, etc.) versus the future resources
available to pay for them (GNP, tax rates,
productivity, etc.)?

LEE SMITH
GENEVA, ILL.

How Do | Love Thee?

ontingencies is an excellent publica-

tion that is increasingly relevant and
interesting, even for this member who has
lived in Sweden since 1972 and who now
is mostly retired.

A few comments on some of the content

in the November/December 2007 issue:
> “Coming Full Circle” by Robert Rietz
and Robert Bacher hits the nail on the pro-
verbial head in offering a clear and useful
explanation of why defined benefit plans
undeservedly have come into disrepute.
> “Health Care Reform” by Joseph Padu-
da reminds the reader of key comparative
facts about the costly debacle of health care
in the U.S,; facts that have been known for
decades and which a single-payer, tax-fi-
nanced, universal health care system could
significantly alter.
> “Vase or Two Faces? Policyholders and
Insurers View Their Coverage” by Rhonda
Orin pedagogically demonstrates why the
old joke about insurance policy conditions

(“The large print giveth, and the fine print
taketh away”) is more than simply a cynic’s
view of insurance and why our industry, for
good reasons, has such a poor reputation.
> “Candor, Conversation, and Com-
mitment: Building Trust in Corporate
Communications,” by Patrick Field and
Joshua Gordon proposes a “3-C” policy
for building trust in corporate commu-
nications, something with which I
wholeheartedly agree. The only problem
is that it uses as its example the decision
by a major life insurance company’s board
and senior management that the company
should demutualize. The article assumes
that this is an intrinsically positive thing
to do as it only presents the case for de-
mutualization and assumes that there is
no real case against (apart from a possible
undervaluation). From 1994 until 2002, I
sat on the Board of ACME, the European
Association of Co-operative and Mutual
Insurers. We carried out detailed stud-
ies of insurance company performance
over several years throughout Europe and
could conclusively show that mutuals as a
whole outperformed stock companies (of
course, with many individual exceptions).
Also, that an overwhelming number of de-
mutualizations were carried out to meet
the interests of boards and managements,
not the policyholders, and did not produce
promised benefits; indeed, in many cases
the demutualized company was soon de-
voured by another stock company.

My sincere appreciation for a most

stimulating actuarial magazine. °
ELLIS WOHLNER
STOCKHOLM, SWEDEN





