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1. The Actuarial Profession 

The U.S. section ,of the International Association of Consulting 

Actuaries as of June 30, 1984 consisted of 120 nrsnbers. As of tha t  same 

date, the Society of Actuaries had 5,059 fellows &se eqloyment broke down 

as follows: 

Insurance C-es 

Consulting 

Insurance Departmnts 

Other Governrrrental Rnployment 

Organizations Serving Insurance Ccsrrpanies 

Universities and Colleges 

Miscellaneous 

Unemployed or  Retired 

The percentage of a c t h i e s  i n  consulting has risen s l ight ly  from 

approximately 30% two years ago to 32% today. 

2. Econcmic Background 

The l a s t  two years have seen an improveirent in general econcnnic 

conditions. Inflation and unemployment have both declined significantly. 

For investors, the period can be broken into two significantly different  

phases: the period from mid-1982 to mid-1983, and the period from mid-1983 

to mid-1984. The table below shaws the interest rates available on 6 mnth 

Treasury b i l l s  and long term (twenty year) g o v e m t  bonds as of April of 

each of the three years. As can be seen, the rates decline significantly 

f m  mid-1982 to mid-1983 and have risen a good deal since then, although 

still not back to the 1982 levels. 



Lmg Term 
6 Month ~ o v e m t  
T-Bills Bonds S&P500 

The equity markets exhibited corresponding behavior. The S&P500 as of 

the end of May in each of the three years is shawn in the table. There was a 

45% increase from mid-1982 to mid-1983, followed by a 7% decline from 

mid-1983 to mid-1984. Overall, hawever, the equity markets increased 35% 

over the last two years. This has clearly helped the funded status of 

pension plans. 

Although the U.S. is still in the midst of an economic recovery, concern 

has been expressed about the impending deficits in the several hundred 

billion dollar range. What will be done to deal with these rains to be 

seen. 

3. Social Security 

In April of 1983, major m h t s  were made to the Social Security 

system in the United States. The follcwing is a sumnary of the mjor 

changes : 

The normal retiremnt age will be raised in two steps £ran the 

current age 65. The norm1 retirement age will be increased 

in two month increments frm 65 in 2003 to  66 in 2009 and, 

subsequently, from 66 in 2021 to 67 in 2027. 

Beginning with January 1985, a stabilizer provision, which 

bases the calculation of the automatic cost of living 

increases on the lesser of the change in the Consumer Price 

Index or the Average Wage Index, becomes effective if the 

balance of the Social Security Trust Fund as of the beginning 

of the year is less than 15% of the expected system outgo 

during the year. Subsequent COLA make-ups will be paid when 

the Trust Fund exceeds 32% of expecfed annual outgo. 



Beginning in 1984, s m  Social Security benefits w i l l  beams 

taxable fo r  individuals whose "ocanbined inccm-e" (adjusted 

gross inanre plus non-taxable i n c m  plus 50% of their Social 

Security benefi ts)  exceeds a specif ied base arrount. For an 

individual,  the base am3unt is  $25,000, and fo r  couples f i l i n g  

a jo in t  return it is $32,000. I n a m  taxes w i l l  be paid on 

the l e s se r  of one-half of Social Security benefits received o r  

one-half of the  excess of d i n e d  i n m ~  over the  base 

amunt . 

Social Security tax  increases scheduled for future years were 

accelerated. The 6.7% tax  r a t e  paid by both employers and 

employees i n  1983 was increased to 7% i n  1984, 7.05% i n  1985, 

7.15% i n  1986, 7.51% i n  1988, and 7.65% in 1990. 

These m d m e n t s  were widely hailed a s  preserving the f inancial  

i n t e g r i t y  of t he  Social Security system into the next century. While this 

may be t r u e  fo r  the pension part of the system w i t h  which the amendments 

d e a l t ,  the Medicare system is i n  much m r e  desperate s t r a i t s  and solutions 

f o r  that have y e t  t o  be addressed. 

Agreements continue t o  be negotiated and signed between the  United 

S ta t e s  and various other  countries providing fo r  the to ta l iza t ion  of Social 

Securi ty benefi ts .  Although de t a i l s  d i f f e r ,  each b i l a t e r a l  . agr-t 

eliminates the necessity of  dual coverage fo r  expatriates and provides for  

the determination of an overa l l  benefi t  for  individuals who have had coverage 

under the systems of the tw countries involved. In this l a t t e r  area, the 

e r g i n g  trend is  t o  count years of  coverage under both systems fo r  

e l i g i b i l i t y  purposes but have each country calculate  and pay separately the 

m u n t  of benefi t  ( w i t h  pro-rata adjus-ts when necessary) based on 

owerage under its system. 

For understandable reasons ( to ta l iza t ion  cos ts  mney), progress has been 

slaw but  during the past two years agreements have been final ized (or  nearly 

so) with Belgium, Canada, Norway and the  United Kingdcan. The Canadian 

agreement, which has ju s t  recently becoarre effect ive,  is par t icu lar ly  

important because of the substant ial  number of employee transfers  between the 

two countries. 



4. Tax Equity and Fiscal Responsibility Act 

In August 1982, the Tax Equity and Fiscal Wsponsibility Act of 1982 was 

enacted. This act had a significant ef fec t  on a wide range of employee 

benefits. Follcwing is a list of s a w  of the major provisions: 

The rrraximum pension payable under a tax qualified defined 

benefit pension plan was reduced from $136,425 t o  $90,000. 

F'urtker, actuarial  reductions are required for  early 

r e t i r m n t  pr ior  t o  age 62. The rrraxinnnn annual addition t o  a 

tax qualified defined contribution plan was reduced from 

$45,475 t o  $30,000. 

The autcinatic indexing of the dollar  limitations on pensions 

f r m  a defined benefit plan and annual additions to a defined 

contribution plan were suspended un t i l  1986. 

A provision was put into the law to codify an existing IRS 

revenue ruling. Plan sponsors are not allowed t o  anticipate 

future cost of living changes in the maximum benefit 

limitations in funding the i r  pension plans. This obviously 

retards significantly the funding of many pension plans. 

An individual covered by both a defined benefit and a defined 

contribution plan may not receive the maximum benefit under 

each of the plans. The aggregate maximum i n  the past has been 

equal to 140% of the l imits  permitted;. for  exqple, an 

individual receiving 80% of the l i m i t  under the defined 

benefit plan could only receive 60% of the l imit  under the 

defined contribution plan. This new l a w  limits total benefits 

to 125% of the sum of the reduced maximum dollar limitations. 

Retiremnt plans are considered "top heavy" i f  a 

disproportionate percentage of the benefits are going to "key 

employees." The law provides detailed calculations to 

determine whether a plan is "top heavy. " If a plan is found 

to be top heavy, i t  must meet the following requireirents: 



- accelerated vested schedule, 

- minimum accrued benefits, 

- the d i n e d  benefit limit is reduced from 125% to 100%. 

The exclusion for premiums paid by an employer under a group 

tern life insurance program from a key employee's income for 

Federal i n m  tax purposes will continue only if the program 

is (1) non-discriminatory as to eligibility to participate, 

and (2) non-discriminatory as to m u n t  of life insurance. 

5. Accounting Requirerents 

The Financial Accounting Standards Board (FASB) has been studying the 

accounting by employers for pension costs. In late 1982, the FASB released a 

dccment setting forth their preliminary views on this accounting. If 

adopted, these views would have significant and profound effects on 

retirement plans in the United States. The proposed FASB requirements are 

quite controversial and have been the subject of broad-based opposition. 

The FASB requirements would do two things: 

Accounting for pension expense would be done on a single 

method -- the projected unit cost method. The mrtization of 

the unfunded accrued liability under this method muld be at a 

rate spelled out by the FASB and related to the average 

remaining future service of covered employees. Actuarial 

gains and losses must also be amrtized. 

The liability for pension benefits would becopne a balance 

sheet item. The assets held in the trust fund or elsewhere 

for these benefits would be-an offsetting asset. In addition, 

a temporary fictitious asset would be created to avoid 

widespread bankruptcies due to the introduction of the 

accounting requirement. This fictitious asset would be 

written off over the raining service lifetime of covered 

employees. 



The FASB conducted a field test to determine the effect of the proposed 

accounting requirements. Forty ccmpanies supplied data for this test; the 

FASB published the results for a selected twenty of them in early 1983. 

Since that time, the FASB has been engaged in further study of the pension 

accounting issue. 

The FASB has also been concerned with how employers account for other 

post-employment benefits -- especially life insurance and medical benefits to 
retired employees. Many companies adopt a pay-as-you-go accounting procedure 

for such plans. The FASB is leaning in the direction of requiring them to be 

expensed during the employee's active mrking lifetim. 

On July 3, 1984 the FASB issued an exposure draft of a proposed 

statement on post-employrrrent health care and life insurance benefits. This 

proposed statement muld require the following disclosures: 

0 A description of the benefits provided. 

0 The cost of such benefits included in net income for the 

period. 

0 A description of the current funding and accounting policies 

with respect to those benefits. 

6. The Norris Decision 

In July of 1983, a Supreme Court decision was handed down which ruled 

that the provision of optional benefits from a retirerrent plan on a basis 

which differentiated by sex was illegal under Title VII of the Civil Rights 

Act. This decision did not deal with the benefits offered by insurance 

ccknpanies on the free market, but rather required that, when employers 

establish retirant plans for enployees, any and all benefits provided under 

those plans must be on a basis which does not differentiate by sex. This 

decision has prospective application from August 1, 1983 only. However, for 

benefits based on contributions made after that date, all benefits and option 

factors must be on a unisex basis. 



7. Casualty Insurance 

The following are saw of the major developrwts in this area in the 

last two years: 

Along with the m y  debates over unisex pricing in the life 

and pension areas, the casualty area has received alrost equal 

publicity in connection with autombile insurance rate 

differentials between males and fernales. Warnen would be 

adversely affected if this is ruled to caw under unfair 

practices, since they generally pay lower rates at the younger 

ages than their male counterparts. 

The subject of Cormbined Ratios (losses plus expenses) in 

casualty insurance can be considered a continuing major 

developnt because of the financial consequences at stake. 

once considered chic, the cash flow rationale has had its ups 

and downs. It looks like we are presently in a "down" cycle, 

as witness the positions being voiced by several CEO's on the 

dire underwriting results. The situation has been steadily 

worsening, with ccanbined ratios now exceeding 115% and 

climbing tmard 120%. Investnxmt in-, as the other half of 

the balancing act, is just not supporting the results as well 

as it did a year or two ago. 

In its advocacy of considering investnxmt in- in the rate 

formula (in a formal manner) the NAIC would discard a sixty 

year tradition along with the 1921 profit formula (5%). While 

m y  insurers recognize inves-t incane indirectly (through 

the l m r  rates that have been necessary to meet capetition), 

they are not uniformly bound to reflect it in their rate 

calculations. For years the number of approaches suggested 

for handling the mathematics has a b s t  equalled the number of 

people suggesting them. In one way or another, investinent 

inccmne is going to be included in the ratemaking f o d .  

There has been much continuing discussion of applying an 

interest discount to casualty loss reserves during 1983 and 



1984. One can argue that actuaries are already 

discounting reserves in  their calculations (e.g., 

self-insurance evaluations) or that discounting is "reflected" 

through lower final rates (again, t o  n'k?et ccanpetition) , but 

there is no uniformly accepted procedure yet. 

Workers' ccarrpensation benefits are continually changing in one 

jurisdiction or .  another. Of note is the addition of Louisiana 

as the second state (Florida was the f i r s t )  t o  employ a 

Wage-Loss plan (instead of the typical schedule for p e m e n t  

partial disability, benefits are paid only for lost  wages 

after an accident). Results in  Florida seem t o  indicate that 

it is working we11 there, in terms of keeping down rate 

increases. The thrust for bringing workers ' ccarrpensation 

under the mantle of open ccsnpetition has not died, but i s  

still being fought by mst of the insurance industry. The 

National Council on Compensation Insurance is opposed. 

Occupational disease remains a hot topic, with mre recent 

focus on asbestos, but resolution of g o v e m t  or 

industrywide plans is still far on the horizon. 

Product l i ab i l i ty  reform is another of those talked t o  death 

issues over the las t  couple of years. It is unlikely that 

1984 w i l l  see passage of a uniform product l i ab i l i ty  b i l l .  

8. Life Insurance Industry 

As in  the pension and casualty areas, controversy continues in the 

insurance area in the U.S. regarding the use of sex-distinct premium rates. 

Although statist ically justifiable, separate rating for males and females has 

been challenged as a form of sex discrimination. Public policy argurrrents may 

prevail over the theoretical arguments for separate rates. 

On the federal tax side, new l a w s  have been passed which w i l l  increase 

the insurance ccanpanies' tax burden. The taxation of stock versus mutual 

insurance ccmpanies has been a mjo r  point of argumnt. 



Financial service ccsnpanies continue t o  be f o d ,  providing banking, 

investment, real  es ta te  and insurance services a l l  under one r d .  "One-stop 

shopping" appears to be the wave of the future. 

In the l i f e  insurance area, the universal l i f e  policy continues t o  gain 

a larger share of the mrket .  Life ccarrpanies have been taking a closer look 

a t  the t e r m  l i f e  market, where high lapse ra tes  and increasing reinswance 

costs  have led sarrre companies t o  increase the i r  term rates. 

9. Asset Reversions 

W i t h  the substantial rise i n  the market value of assets during the 

l a t t e r  half of 1982, many pension plans found themselves in a position where 

the market value of assets was substantially in excess of the present value 

of benefits accrued to date. There was a temptation for sane cc~npanies t o  

then terminate the i r  pension plan, provide a l l  participants with their 

accrued benefits, and recover these surplus assets. A new defined benefit 

pension plan could then be established which muld provide essential ly the 

sane benefits as  the old plan had provided. (This is referred to a s  a 

"termination/re-establishnt" strategy. ) In the mantime, the employer 

muld  have recavered substantial cash munts f r m  the pension plan. 

The Internal Revenue Service, the Departrent of Labor, and the Pension 

Benefit Guaranty Corporation were a l l  concerned about th is  practice a s  it 

obviously eroded the security of benefits for employees. In May of 1984, the 

three agencies announced same interim guidelines under which they would 

process defined benefit pension plan termination involving asset  reversions 

to the sponsor. Generally, these guidelines require: 

When an employer terminates a defined benefit pension plan, it 

m y  not recover any surplus assets  un t i l  it has fully vested 

a l l  participants'  benefits and has purchased and distributed 

annuity contracts. 

An employer that  terminates a sufficient  defined benefit 

pension plan my establish a new defined benefit plan covering 

the sam group of employees and granting past service credit  

for  the period during which an employee was covered by the 



terminated plan. The prior plan and the new plan, in 

ccanbination, my provide benefits for each participant which 

are equivalent t o  those tha t  would have been provided i f  the 

i n i t i a l  plan had continued without interruption. 

In the case of the so called "spinoff/termination" (where a 

portion of the plan is separated f r m  the main plan and that 

portion only is terminated, with excess assets recovered £ran 

the tenninated portion) generally no termination w i l l  be 

recognized and any attenpt t o  recover surplus assets  w i l l  be 

treated as a diversion of assets for purposes other than the  

exclusive benefit of employees and beneficiaries, unless the 

following conditions are satisfied: 

- the benefits of a l l  employees, including those i n  the 

ongoing portion of the plan, must be fully vested as of 

the date of termination, 
- a l l  benefits accrued as of the date of termination, even 

those in the ongoing plan, must be provided fo r  by the 

purchase of annuity contracts, and 

- a l l  employees must be given advance notice of the  

transaction. 

In both the tennination/re-establishmt and spinoff/tenni- 

nation cases, accelerated funding would be required for  

contributions t o  the re-established or  surviving plan, and IRS 

approval for the funding nethod for tha t  plan w i l l  be 

required. 

In general, employers w i l l  not be permitted t o  engage i n  a 

termination/re-establishnent or  spinoff /termination trans- 

action w i t k i n  f if teen years af ter  the l a t e s t  such transaction. 

10. Flexible Ccsnpensation 

Flexible ccknpensation plans have beccane increasingly popular m n g  

employers. These programs, under which an employee is  provided with an 

allawance of benefit credits ,  and is then provided with the  opportunity to  



select £ram a menu of benefit options, have naw been implemented by over 100 

large cmpmies in the United States. A nmker of other rmjor employers are 

seriously investigating them. 

Flexible benefit programs are perceived as offering significant 

advantages to both employers and employees. For employees the program 

provides the individual with the opportunity t o  shape a benefit program which 

meets his or her specific circumstances. This has .became increasingly 

important as the demographics of the workforce have becare increasingly 

heterogeneous. In addition, the employee is able to pay for m s t  benefit 

related items in pre-tax rather than after-tax dollars. 

For employers the mjo r  mtivation is  cost containment. Many employers 

have begun t o  feel that the traditional programs provide them with inadequate 

cost containrent tools. Under such traditional programs, wherein the 

employer had promised t o  his employees a specific benefit program, when the 

cost of the benefit program escalated from year to year there was l i t t l e  t h a t  

the employer could do. Recent significant escalation in the rates of d c a l  

insurance heightened awareness of this limitation. Under a flexible 

ccsnpensation program, the welfare benefit pranises are in effect 

recharacterized frcan defined benefit t o  defined contribution. The employee 

is given a specific a l l m c e  of credits. The price tags for the various 

options are generally allowed t o  r i se  a s  market forces dictate. Each year 

the employer has the opportunity to make an independent assessrent of the 

extent to which he wants t o  increase his benefit allocation. Faced with 

higher price tags, emplayees either lmr levels of caverage or have to make 

a contribution to continue the previously provided level of coverage. 

The impleiwntation of these programs requires the employer to make a 

significant investmnt i n  the develapnent of the necessary administrative 

systems and ccarmunication materials. W i t h  the appropriate preparation, 

though, it has been shown that employees can understand the program and mke 

reasonable choices. 

The proliferation of these plans has caused s ~ n e  concern on the part of 

the govenrment with regard .to tax revenue erosion. Recent regulatory and 

legislative changes w i l l  prevent the m r e  blatant abuses. While further 

changes in the legislative and regulatory environment are likely, these plans 



are accepted by both employers and employees. Their continued gruwth and 

developrwt is heavily dependent on near term future events. 

11. Tax Reform Act of 1984 

In July of 1984, the U.S. Congress passed a new tax bill which 

represented a "durn payrmxt on the deficit." This new bill had several 

provisions which af fected employee benefits: 

The restart of autamatic indexing of the dollar limitations on 

pensions from a defined benefit ($90,000) and annual additions 

to a defined contribution plan ($30,000) were delayed £ran the 

TEFRA date of 1986 until 1988. If this continued suspension 

of the indexing occurs, pension plans funding only the tax 

deductible wunt will be seriously underfunded. 

Several changes were made to the tax treatment of 

contributions to 501 (c) (9) trusts providing welfare benefits. 

The exact effect of these provisions is unclear at present, 

but they seem at a minimum to have erased all tax benefits for 

advance funding of medical benefits for retirees. 

Certain welfare benefit plans will be required to be 

non-discriminatory or key employees will have an excise tax 

imposed on thenn. 

We will supply further details at our October meting. 

12. Impending Legislation 

A bill, the Woarren's Pension Equity Act ,  has been before Congress for 

mst of this year. There is no significant oppsition in either house to the 

main pmisions of the bill and it seems virtually assured of passage. It 

provides: 

A plan must offer a participant with ten years of service an 

opportunity to elect a reduced pension at retirement in 

exchange for providing an annuity to the participant's spouse 



i f  he should die  prior t o  r e t i r m t .  This l i f e  insurance 

coverage w i l l  be presumed to have been elected unless the 

employee e lec t s  to the contrary and has notarized spouse 

consent. 

0 Currently, pension plans may exclude from participation 

esnployees belaw age 25. This wi l l  be reduced to 21. 

0 Courts w i l l  be allawed under divorce proceedings to  direct  a 

pension plan t o  make payments to a divorced former spouse even 

though the employee has not retired. The courts, in doing so, 

w i l l  be required to take into account prior court awards for 

divorces. The employer w i l l  be able t o  reduce the emrployee' s 

benefit actuarially. This w i l l  give r i s e  t o  sane rather 

complex calculations and can rrean in practice that  the 

employee's benefit is reduced t o  zero because the divorced 

former spouse has elected early cammcement of the spouse's 

part of the benefit while the employee re t i red  late.  


