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The national report for the United States consists of four major sections: 

Economic Background 

Retirement Plan Issues 

Health Care Issues 

0 Executive Compensation Issues 

Economic Backsound 

The first half of the 1990's has 6een a period of moderate inflation. Inflation rates have 

been moderate to low, and returns on financial assets have generally been favorable. 

The following table shows inflation, returns on 90-day T-Bills, return on the S&P 500, 

and return on 20 year bonds for the period 1991 to 1995. 

Over Five Year 



During this time period the US Dollar has depreciated versus most major currencies. 

The following table shows the exchange rates versus the ~a~anese-yen,  Canadian Dollar, 

British Pound, and German Mark. 

The Canadian Dollar is the only . ne of these currencies that the dollar has appreciated 

against when measured over the entire five year period. 

Retirement Plan Issues 

Social Security 

The income maintenance portion of Social Security, the Old Age, Survivors and 

Disability Income (OASDI) program, was amended in 1983 in response to a "funding 

crisis." That legislation raised taxes and cut benefits so as to restore the financial health 

of the program. Projections of the system are done on the basis of optimistic, 

intermediate, and pessimistic assumptions. The intermediate projections done at the 

time indicated that the OASDI Trust Fund would be exhausted in 2063. Inasmuch as this 

was when the youngest members of the Baby Boom generation turned 99, victory was 



declared and the system was pronounced in good financial health. By 1995, the outlook 

had sigruficantly worsened, as the following graph shows: 
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Source: Hany C. Ballantyne, "Long-Range Projections of Social Security 
Trust Fund Operations in Dollars," Social Security Administration, 
Actuarial Notes (October 1983), no. 117, p. 2, and 1995 Annual Report of 
the Board of Trustees of the Federal Old-Age and Survivors Insurance and 
Disability Insurance Trust Funds (April 1999, p. 18 1. 

Now, the Trust Fund is projected to run out in 2029, the year before the youngest 

members of the Baby Boom will be eligible to receive unreduced benefits under current 

law. Clearly, Social Security has major problems. From an actuarial perspective, the 

problems are fairly simple; the demographics of the population, in particular the Baby 

Boom generation, are driving the projections. The next graph shows the percentage of 

the US population over the age of 65 at various points in time: 
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Sources: U S .  Bureau of the Census, HistoricalStatistics of the UnitedStates, Colonial Times to 1970, 
Bicentennial Edition, Part 1 (Washington, D.C., 1975), pp. 8, 10; Social Security Administration, 1995 
Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and 
Disabiliw Insurance Trust Fun&, p. 147. 

In the fifteen years from 2010 to 2025, the percentage of the population over age 65 will 

increase by roughly the same amount that it did during the prior 80 years. For an 

h d e d  program like Social Security, this is a disaster. The following graph compares 

the income and cost rates of OASDI over the next 75 years: 



OASDI Income and Cost Rates 
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Source: 1995 Annual Report of the Board of Trustees of the Federal Old- 
Age and Survivors Insurance and Dhabilily Insurance Trust Funds (April 
1995), p. 109. 
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The OASDI program is currently in surplus from a flow standpoint, and this is projected 

Income ate 

to continue for some time. However, the long run outlook is for severe underfunding: 

Social Security Income and Cost Rates As Projected Under Current Law 
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Period Rate Rate of Income Rate 

Source: 1995 Annual Report ofthe Board of Trustees of the Federal Old-Age and Survivors 
Insurance and Disabilily Insurance Trust Funds (April 1999,  p. 112. 

* The income rate is the ratio of OASDI revenues to taxable payroll. The cost r?.te is the ratio of 
OASDl expenditures to taxable payroll. 



President Clinton appointed an Advisory Council in 1994 to examine the difficulties of 

Social Security and report on possible changes. The Council's report is due out in June 

of 1996, but early indications are that there has been a split into two groups. 

One, the traditionalists, favors a combination of tax increases and benefit reductions 

along the lines of previous fixes to Social Security. While this approach has the merit of 

having worked in the past, there are reasons to be skeptical about the prospect of 

success this time. First, the magnitude of the current problem is all out of proportion to 

what was faced in the past. To restore actuarial balance, benefit reductions of 15 to 20% 

plus tax increases of 15 to 20% would be needed. 

Second, the public's sensitivity (aversion) to tax increase of any kind has increased 

sigruficantly in the last decade. The second group, the individual account option group, 

believes that traditional solutions are doomed to failure and that the most attractive 

possibility is to give employees control over their own contributions to Social Security. 

Currently the employer and employee each contribute 6.2% of covered pay to Social 

Security. The individual account group would take 1.2% from both the employee and 

the employer to finance early survivor and disability benefits. The employer's 

remaining 5% would be used to finance a flat benefit of $410 per month (in 1996 

dollars). The employee's 5% would be used to fund an individual account. Transitional 

benefits would be paid to those currently age 25 to 54. A sigruficant disadvantage of the 

individual account plan is that a national sales tax of 1% is needed to finance the 

transitional benefits. 

Neither plan is perfect, but both groups would agree that whatever is done, the 

time for action is now. Unfortunately, it appears as if Social Security will not be 

addressed until after the next presidential election, and perhaps not even then. 



Private Pensions 

GATT 

The General Agreement on Trade and Tariffs (GATT) was passed in a special session of 

Congress and signed by President Clinton in December, 1994. This legislation contained 

several provisions that affected pension plans. There was some tinkering with the 

maximum benefits payable, and a provision of the Internal Revenue Code that allowed 

companies to pay retiree medical benefits with excess pension assets that was due to 

expire in 1995, was extended to 2000. The most important pension changes, however, 

were: (1) the removal of the cap on Pension Benefit Guaranty Corporation (PBGC) 

variable premiums, (2) the change in the basis on which lump sum commutation values 

are calculated, and (3) the change in funding requirements for plans deemed to be 

underfunded. These last two changes are explained in more detail in the following 

paragraphs. 

GATT changed the rules governing the calculation of lump sum benefits under a 

pension plan. Previously, a lump sum had to be calculated on the basis of interest rates 

specified by the Pension Benefit Guaranty Corporation (PBGC). These interest rates 

were relatively low, resulting in large lump surns. GATT now requires that lump surns 

be calculated on the basis of a specified mortality table and a specified interest rate. The 

mortality table is specified by the IRS; it appears reasonable for most pension plans. The 

new interest for lump sum commutation is the annual yield on 30 year Treasury 

securities the month before the date of distribution. This interest rate will in general be 

much higher than the PBGC rates, and hence lump surns will be reduced. The following 

table illustrates the effect of this change on a typical pension plan: 



Post-GATT, for purposes of determining the minimum required contribution, pension 

plans will be segregated into two different types based on the level of plan funding. For 

this purpose, mandated actuarial assumptions as to interest and mortality will be used 

to determine the plan's value of accrued benefits. For calendar 1995, those assumptions 

were an interest rate of 7.93% and a mortality based on the 1983 Group Annuity 

Mortality Table. If a plan has assets less than 90% of the value of accrued benefits on this 

basis, it is deemed to be underfunded. There are certain exceptions for plans that are in 

between 80 and 90% funded on this basis and can demonstrate higher funded levels 

during a three year lookback period. In addition, plans with fewer than 100 participants 

are exempted from the special calculations altogether. 

Those deemed not to be underfunded will have their minimum contribution determined 

in the same manner as previously: the enrolled actuary will select one of a variety of 

actuarial cost methods and use actuarial assumptions that represent his or her best 

estimate of anticipated experience to calculate the minimum contribution. For plans that 

are deemed to be underfunded, however, there is a whole new set of calculations that 

must be performed in addition to the regular procedure that the well-funded plans use. 

Age at Distribution Lump Sum Before GATT Lump Sum After GATT 



Basically, the plan sponsor must contribute at least the value of benefits accruing in the 

year (on the mandated assumptions basis) plus an amortization of the unfunded value 

of accrued benefits (again, on the mandated basis) at the beginning of the year. This has 

certainly complicated the process of determining the minimum required contribution, 

but it is not clear that it has tightened up funding requirements all that much. In an 

especially perverse provision, this anfractuous legislation, passed in December, 1994, 

applied to most plan sponsors on January 1,1995. 

Annuitv Purchase Guidelines 

In early 1995, the Department of Labor issued guidelines with respect to the fiduciary 

aspects of a qualified plan's purchase of annuity contracts to satisfy participants' benefit 

liabilities. This was prompted by the recent well-publicized failure of several insurance 

companies active in the annuity contract market, notably Executive Life. The guidance 

addresses the purchase of annuity contracts to provide benefit distributions to 

participants, but not the purchase of annuity contracts as an investment decision. This 

latter use of annuity contracts would continue to be governed by ERISA's general 

fiduciary rules covering investment of plan assets. 

The basic rule is that a fiduciary purchasing annuity contracts to satisfy participants' 

benefit liabilities must choose the "safest available" annuity, unless it is in the interest of 

plan participants to do otherwise. An example of a situation in which it might be in the 

interest of plan participants to pick other than the safest available annuity is: (1) there is 

only a very small.difference in the relative safety of two annuities, (2) the relatively less 

safe annuity is sigruficantly lower in cost, and (3) the plan participants will bear the 

burden of the increased cost of the safest annuity. The guidelines make clear, however, 



that if a plan is terminating and excess assets will revert to the plan sponsor, it can never 

be in the participants' interests to pick other than the safest annuity. 

The plan fiduciaries must make their selection of the annuity provider through an 

objective, thorough and analytical search. They must assess the provider's 

creditworthiness and ability to pay. The guidelines state that unless the fiduciaries have 

the expertise necessary to perform this analysis, they must obtain the advice of an 

independent expert. 

State Source Taxes for Retirement Income 

Several stated tax laws provide that retirement income is taxed in the state in which the 

benefit is accrued, not the state in which the participant happens to be living at the time 

he or she receives the distribution. For example, an employee who worked for 30 years 

in California, accrued a retirement benefit from his employer's pension plan, and retired 

to Florida, would find himself subject to California state income tax with respect to the 

pension earned in California. These type of taxes are called source taxes for obvious 

reasons. 

A new law eliminates states' ability to levy these taxes on payments from qualified 

retirement income plans after December 31,1995. In addition, states may not tax former 

residents on payments from a non-qualified plan if either (1) the non-qualified plan is 

linked to a qualified plan (for example, an excess plan), or (2) the non-qualified plan 

distributions are made over a period of at least 10 years, or over the life or life 

expectancy of the participant (or the participant's spouse). Employers with operations in 

high source tax states may want to consider amending their nonquaWed plans to 

eliminate the source tax. 



This provision could have a relatively high cost for some states. The Wall Street Journal 

estimates that New York could lose up to $9 million annually, and California could lose 

up to $25 million annually, in tax revenue. 

Cash Balance Plans 

Cash Balance plans were introduced in the early 1980s. These are plans that look like a 

defined contribution plan to participants. The plan credits the employee with a certain 

contribution, for example 5% of pay, each year. The annual amounts are allocated to an 

account and grow with a specified rate of interest. The lump sum value of the account is 

communicated to the participant periodically. What distinguishes this type of plan from 

a true defined contribution plan is that the ultimate benefit payout is not dependent on 

the performance of the plan's assets, but is a function of the specified interest rate. 

This type of plan has been very popular in many situations. However, there have been 

IRS compliance issues. The basic problem stems from the need for a defined benefit 

plan, which a Cash Balance plan is, to define a benefit at a stated normal retirement age. 

For a participant age 45, for example, this would be accomphhed by increasing the 

amount currently in the participant's account for interest for 20 years (to reach age 65) at 

the plan-specified rate and converting the resulting amount to an annuity. However, 

further IRS rules require that this annuity be commuted to a lump sum based on 

specified interest and mortality rates. It can easily happen that the "round trip" of 

converting the lump sum account balance to an annuity at normal retirement age based 

on plan-specified rates and then converting that annuity to a lump sum at IRSspecified 

rates results in a lump sum sigruficantly in excess of the participant's original account 

balance. 



To help solve the "round trip" problem, the IRS in early 1996 proposed some alternative 

interest rate measures that can be substituted for the current IRSrequired interest rate: 

3-month T-Bills, plus up 1.75% 

6- or 12-month T-Bills, plus up to 1.5% 

1-year Treasury constant maturities, plus up to 1% 

2- or 3-year Treasury constant maturities, plus up to 0.5% 

5- or 7-year Treasury constant maturities, plus up to 0.25% 

10-year or longer Treasury constant maturities 

. CPI, plus up to 3% 

If this help is finally adopted, it would be a great help to plans that use an interest rate 

satisfying one of the alternatives. However, plans using some other method will then 

have to consider switching to one of the allowable alternatives. 

PBGC and Spin-offs 

In early 1996, the American Academy of Actuaries notified its members that the Pension 

Benefit Guaranty Corporation (PBGC) has started taking an active interest in pension 

plan spin-offs. When one company sells a division to a second company, the pension 

rights and assets of the division are often spun-off and transferred to the buyer. This 

transaction is regulated under ERISA. Basically, the rule is that all plan participants 

must be no worse off if the plan were to terminate immediately after the spin-off than 

they would be if the plan were to terminate immediately before the spin-off. The IRS has 

statutory authority for regulating the assumptions used to determine whether sufficient 

assets are transferred. 



As a "reportable event," the spin-off must be reported to the PBGC. The PBGC is 

interested in minimizing the chance that the new plan will have insufficient assets, and, 

, despite the lack of statutory authority has injected itself into these transactions. If the 

PBGC is not satisfied with the amount of assets being transferred, it may notify the plan 

trustee that the transfer could be a breach of fiduciary duty. Plan sponsors considering 

possible plan spin-offs will need to decide how they want to handle the PBGC's 

intrusion into this area. 

Health Care Issues 

Medicare 

Individuals age 65 and over who are eligible for old-age benefits under Social Security 

are eligible for government health insurance under the Medicare program. This consists 

of two parts: 

Hospital Insurance (Medicare Part A), which provides benefits for hospital 

services, nursing home care, home health services, and hospice care 

Supplementaw Medical Insurance (Medicare Part B), which provides 

benefits for doctor's services and other services, such as laboratory tests, 

medical equipment, certain physical, occupational, and speech therapy, 

home health services not covered under Part A, etc. 

Medicare is subject to the same demographic pressures as Social Security, but has in 

addition the problem of health care inflation. Since the program's inception in 1966, 

inflation-adjusted expenditures per enrollee have risen 1000%. The Hospital Insurance 

(HI) Trust Fund is projected to run out of money in 2002. The Supplementary Medical 



Insurance (SMI) is technically financially sound, since it is funded from a combination 

of general revenues and participant premiums. However, SMI costs are rising rapidly, 

and are projected to surpass HI costs by the year 2010. Furthermore, although the 

participant premium was originally set at 50% of the Medicare Part B cost, increases in 

the premium were capped over the years so that in 1995 it stood at only 31.5% of the 

total cost. As a result of the ill-fated budget talks in late 1995, the participant premium 

dropped to 25% of the cost starting in 1996. 

It is instructive to consider the alternatives plans proposed by the Republicans and 

Democrats during the 1995 budget debate. The Republicans called for a $270 billion cut 

in Medicare spending over seven years; the Democrats proposed $90 billion of cuts. 

Neither side proposed increases in the HI tax or in participant premiums. This suggests 

that the appetite to fund Medicare Part B's true cost in future years does not exist. 

Private Health Insurance 

President Clinton's health care reform scheme was buried as a result of the Republican 

victory in the 1994 elections. With the prospect of a government take-over of health care 

no longer there, employers have continued to seek ways to drive down their health care 

costs. Managed care has become the dominant form of employer-provided health care. 

In addition to HMOs, Preferred Provider Organizations (PPOs) and Point-of-Senrice 

(POS) plans now offer health care alternatives that are based on providing relatively 

generous benefits for care that is delivered within a managed care network. Care 

provided out-of-network is subject to substantial cost-sharing by the employee, but does 

provide an alternative for those who are dissatisfied for some reason with their in- 

network providers. POS plans funnel even the in-network care through a Primary Care 



Physician. Unless the patient receives the care directly from the Primary Care Physician, 

or has been referred to the specialist by the Primary Care Physician, the care is covered 

on an out-of-network basis. To participate in these managed care plans, physicians and 

other providers agree to accept discounted fees and to cooperate in the network's effort 

to manage care. The following graph shows the distribution of employer-sponsored 

health care plans in 1995: 

Primary Medical Plan Offered to Active Employees in 1995 

Traditional 

Source: Watson Wyatt Data Services, 1995. 

This shift to managed care has changed the way health care service is provided in the 

US. In the past, when insurance companies paid the bill; the focus was only on the 

quality of care. This of course was one of the components in several decades of runaway 

inflation in health care costs. Now, with managed care, health care decisions are 



increasingly based on financial considerations. Some observers predict growing patient 

dissatisfaction as this trend continues. 

Besides managed care, the other trend in the health care industry is consolidation as 

providers either merge or form alliances. Hospitals in particular, many of which are 

burdened with heavy debt and excess capacity, are seeking alliances with other 

providers (e.g., managed care networks) so that the hospitals are tied into a continuing 

stream of patients. In one recent survey of health care professionals, more than 80% 

predicted that integrated networks will replace hospitals as the primary health care 

organization by the year 2020. 

Executive Compensation 

Accounting for Stock Plans 

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

accounting for stock-based compensation plans for several years. The current standard 

in place, APB Opinion 25, is an intrinsic-value approach that offers advantageous 

accounting treatment for companies that do not use performance criteria to determine 

the number of shares or the exercise price. APB 25 permits employers to use stock 

option plans with an exercise price equal to the share's fair market value at time of grant 

without showing any compensation expense on the income statement. Some users of 

financial statements had pushed strongly for a fair value approach, which would 

generate income statement recognition of the value of stock options. This led to a long 

and heated struggle with those who wanted to preserve the advantages of APB 25. 



FASB has now issued Financial Accounting Standard 123, Accounting for Stock-Based 

Compensation. This standard proclaims the fair value method to be the preferred 

approach for the following reasons: 

Options have value 

Valuable financial instruments given to employees give rise to compensation 

expense which is properly recorded on the income statement 

The value of the options can be estimated within reasonable limits for 

financial statement purposes 

Nevertheless, FAS 123 stops short of requiring the fair value method. Employers are 

given a choice to continue using APB 25, or to switch to fair value. An employer can 

switch to fair value at any time, but can not subsequently switch back. Most employers 

will probably elect to continue under APB 25. Those employers who do switch will need 

to use an options pricing model to value their stock option plan. In any event, 

sigmficantly greater footnote disclosure is required, even for those employers electing to 

use the APB 25 approach. 

The scope of FAS 123 is fairly broad; in particular, the exemption for noncompensatory 

stock plans, such as Section 423 plans which offer stock at a discount to all employees, 

has been narrowed. The standard is effective for fiscal years beginning after December 

15,1995. 

Split Dollar Life Insurance 

In January 1996, the IRS addressed the issue of split dollar life insurance plans in a 

Technical Advice Memorandum. These types of plans have been popular as a tax- 

advantaged way to fund non-qualified deferred compensation plans. The particular case 



studied was a collateral assignment split dollar life insurance plan. An employee 

established a trust, and his employer purchased paid-up insurance policies from two 

insurance companies with the trust as owner of the policies. The trust then entered into 

a split dollar arrangement whereby it agreed to repay the employer for premiums paid 

and assigned the policies as collateral. The trust is the designated beneficiary. However, 

the employer has the unqualified right to recover all of the premiums before death 

benefits are paid to the beneficiary. In the case of early termination of the agreement or 

the policies, the trust must reimburse the employer. 

The IRS held that taxes must be paid on the annual increase in the policies' cash 

surrender value, less any premium refunds due to the employer, plus the value of the 

life insurance protection received in the year.. This ruins the tax.advantage (previously, 

it had been held that the employee was taxed only on the value of the current life 

. . insurance protection). These plans will now be sigruficantly less popular as non- 

qualified deferred compensation hnding vehicles. 


