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My remarks today relate t o  self-administered pension 
plans implemented by a trust fund which characteristical- 
ly includes a substantial stock portfolio among its invest- 
ments I have found it useful, in this connection, to study 
stock market trends as evidenced by the Dow-Jones 
Industrial Average (Monthly Highs and Lows) for the 
period 1929-1975, which appeared in Moody's Handbook 
of Common Stocks, 1976 Spring Edition (page 27(a)). 
Since I will be referring to this Chart from time t o  time, it 
is being included herein for ready reference. 

I t  is of more than passing interest to  note that the 
Dow-Jones Industrial Average has presented an entirely 
different face over the past ten years (since 1965) than it 
exhibited in the preceding two decades, whose starting 
point corresponds with the end of World War 11. That 
period (1945-65) was characterized, in the main, by an 
almost unbroken string of rising market prices which 
carried the Dow-Jones from 200 to  just under 1000. 
Except for a short spurt at the end of 1972, when the 
Dow broke through to the 1,050 level, that Index has had 
its ups and downs, with the "long-term upward trend" 
hardly discernible. In fact, the average over the past ten 
years has found the 1,000 mark an almost impenetrable 
ceiling, while the floor has dropped noticeably; reference 
to the Dow Chart shows downdrafts below 800 in 1966, 
below 700 in 1970, and below 600 in 1974! These radical 
gyrations in Stock Market values in recent years have pro- 
duced in their wake some highly disconcerting and un- 
healthy changes in actuarial practice which were addres- 
sed to  changing the basis for the measurement of stock 
values for the stated purpose of "smoothing out" the 
client employer's contributions to his pension plan. 

An earlier development in 1963 had already awaken- 
ed employer and actuary alike from the intellectual le- 
thargy which had characterized their behavior until then. 
In general, the order of the day in the early Sixties in- 
volved (i) a very conservative view of long-term interest 
rates for valuing pension benefit liabilities (compared 
with the actual investment performance of fixed income 
securities and stock equities), and (ii) the practically 
universal use for valuation purposes of the cost of stock 
and bonds (sometimes on amortized basis) at  the time 
when they were originally purchased, in establishing the 
tax deductible limits of employer contributions under 
Section 404 of the U.S. Internal Revenue Code of 1954, 
as amended. 

While this practice sewed the interests of employer, 
actuary, and that of the ultimate employee beneficiary 
as well, the net effect was to convince Internal Revenue 
officials in the early part of 1963 that the resulting cre- 
dits against the employer's taxable income were becom- 
ing excessive and out of line with Congressional intent. 

The Revenue Ruling which followed (Rev. Rul. 63-11) 
made three key points concerning the acceptability of 
various methods of valuing assets and the proper interest 
rate for valuing liabilities in determining deductions for 
employer contributions to self-hsured employee pension 
plans under Section 404(a) of the Internal Revenue Code: 

(1) Subject to the qualifications of consistency in applica- 
tion and reasonableness in resulting costs, either "fair 
market value" or "cost" could be used to  value the trust 
fund assets; (2) with due regard to  the degree of conser- 
vatism otherwise present in the actuary's mortality and 
turnover assumptions, there seemed no real justification 
under the thenexisting investment conditions for a valua- 
tion interest rate assumption of less than three and one- 
half percent; and (3) for the purpose of determining 
limits, it was not as essential that each individual actuarial 
assumption be reasonable as for the assumptions as a 
whole to produce reasonable results. 

The general reaction of the employer and his consult- 
ing actuary could not have been said to be unexpected. 
The immediate result in most instances was for the actu- 
aries to raise their valuation sights for the interest rate 
assumption to at least the three and one-half percent 
mentioned in the instant Ruling (63-ll), and to  continue 
in the use of the cost at  original purchase in valuing secur- 
ities contained in the trust fund investment portfolio. It 
should be noted that there was no need, as yet, to grapple 
with the concept of "fair maket value" insofar as the 
country was then in the midst of a booming bull market 
which did not peak in its steep climb before the end of 
1965. In addition, there was no need at the time to  con- 
serve assets for expansion of employer plant which could 
not otherwise be secured by borrowing at reasonable rates 
from the commercial market. 

Thus, the name of the game in 1963 was for the 
money managers of the sponsoring company to direct the 
plan trustee to retain its assets and to  have the consulting 
actuary v,alue them at cost in order to  establish higher 
limits for employer contribution to his pension trust fund 
which could then be eligible for favorable tax treatment 
by the Internal Revenue Service. 

Employer attitudes since 1965 have undergone a radi- 
cal change, however, as insistent demands by their em- 
ployees in face of inflationary pressures have forced them 
into amending their plans in terms of sharply increased 
pension amounts and broadened benefits. And it may well 
be that undue influence has been exerted on consulting 
actuaries to adopt "more realistic" interest rate and asset 
valuation bases for stocks and other equities then hereto- 
fore adopted, in order to bring actuarial calculations of 
IRS limits for employer contributions to decidedly lower 
levels. Needless to say, the recent push has been in the 
direction of the minimum level of employer contributions 
which could still maintain qualified status for the partic- 
ular pension plan. 

It should be emphasized that in the initial phase of 
this process, most of the pension trust funds contained a 
stock portfolio characterized by a cushion of unrealized 
capital gains. No particular expertise was required of any 
of the money managers at that point, since one could say 
almost without exaggeration that the only way any stock . 
could go before the end of 1965 was UP. 

It remains to examine the consequences of the "more 





realistic approach" to  valuation interest rates and in the 
treatment of  asset values. For this purpose, I should now 
like to  share with you three "realities" with which 1 am 
personally familiar. The facts are quite revealing and are 
surprising only because the actuaries in each instance are 
members of well-established American consulting firms. 

The f i s t  case relates to a pension plan covering well 
over a thousand employees of a mid-western company. It 
had a history of single family ownership for well over 
eighty years and a reputation for making f i e  machine 
tools. The company was acquired by a larger employer in 
1966. The pension plan continued in operation, covering 
the same group of employees, except that the change- 
over of ownership brought a new consulting actuary into 
the picture. The latest valuation conducted by the former 
actuary as of October 1, 1965, had shown the plan to be 
fully funded on the basis of a valuation interest rate of 
3% percent and a trust fund of $4,662,589 (valued at 
cost). Just 5% years later, on January 1, 1971, the suc- 
ceeding actuary revealed that the trust fund's assets, 
which had dropped to a somewhat lower level when mea- 
sured at cost ($4,638,2341, were under great strain 
brought on, in part, by a much higher pension liability 
resulting from increases during the intervening period 
which had more than doubled the pension unit per year 
of service and considerably improved early retirement 
benefit provisions, as well. To add to the eventual trage- 

dy, the employer, with the help of his actuary (or was it 
the other way around?) succeeded in maintaining the 
pension plan's qualified status even though no contribu- 
tions were paid into the pension fund until the latter part 
of 1970. Operations at  the facility ceased in January 1971 
and the Plan itself was terminated shortly thereafter. 

Part of the story "explaining" how this was all accom- 
plished turned on the actuary's use of a valuation interest 
rate of  five percent starting with his calculations for 1967. 
He was able to produce an "actuarial gain" from this in- 
terest rate assumption, regardless of the actual investment 
performance of the fund itself, by the simple expedient of 
a "carrying value" (fair market value?) of the assets on 
hand, which were deemed to grow a t  the rate of 6% per 
annum (using the cost value of trust fund assets on 
December 3 1 ,  1966, as the initial value). This practice was 
followed using the Entry Age Normal Method. The 
actuary's summary comment, in setting down his assump- 
tions, indicated that "any gains or losses resulting from 
any difference between actual experience and that as- 
sumed will be reflected in the Unfunded Accrued Lia- 
bility". 

The actuary's use of a "carrying value" of the type 
described above can produce some unusual results. A tab- 
ular presentation supplied by the actuary himself for the 
last year's operations furnishes an example of such a me- 
thod gone wild. The table is herewith produced: 

Development of Plan A's Share of 1213 1/70 
Asset Values Held in Retirement Trust 

Plan A 

Market Value, 1/1/70 $4,712,006 
Less: Pension Payments 187,202 
Plus: Contribution, 9/15/70 251,888 
Plus: Dividends, Interest, Realized Losses 

and Market Change (339,958) 

Market Value, 1/1/71 $4,436,734 

Cost Value, 1/1/70 $5,155,445 
Less: Pension Payments 187,202 
Plus: Contribution, 9/15/70 25 1,888 
Plus: Dividends, Interest, and Realized Losses (581,897) 

Cost Value, 1/1/71 

Carrying Value, 1/1/70 
Less: Pension Payments 
Plus: Contribution, 9/15/70 
Plus: Growth of 6% per Annum 

Carryinv Value, 1/1/71 

I t  should be noted that this method for determining 
valuation assets produces a "carrying value" ($5,227,000) 
as of January 1,1970, which is above costs ($5,155,000), 
even though the market value at that time ($4,712,000) 
was substantially lower than cost. On January 1 ,  1971, 
the "carrying value" resulting from the method 
($5,605,000) is far above the cost value of the same pen- 
sion trust fund ($4,638,000) or the even lower market 
value on that date ($4,437,000). 

It should come as no surprise that when the air had 
cleared after this plan's termination date, there was only 
enough available to pay benefits to pensioners and those 
active employees already eligible to retire on -immediate 
pensions All others, and these were in the considerable 
majority, were effectively abandoned just as if they had 
never participated in the pension plan to begin with. 

The second plan involves a wholly-owned subsidiary 



incorporated in Ohio with benefits at  Basic Steel Pension 
levels which are identical to those provided by the parent 
corporation except that it is separately trusteed and fund- 
ed. The pension agreement implementing the plan reads 
as follows: 

"For the purpose of supplying the pension benefits 
herein provided, the Company may establish or 
cause to be established a pension trust or trusts or 
may utilize any existing trust or trusts heretofore 
established by or on behalf of the Company. The 
Company is free to determine the manner and 
means of making provision for funding and paying 
the pension benefits set forth in this Agreement." 

In addition, the pension plan includes a section en- 
titled "Continuation of Pensions" to the effect that "Any 
benefit properly payable pursuant t o  this Agreement shall 
continue to be payable notwithstanding the termination 
or expiration of this Agreement." 

Let us consider briefly the actuarial methods and their 
implications, as revealed in the last three valuations cover- 
ing participants under this Plan. The effective dates of 
these valuations - 4/1/73, 4/1/74 and 4/1/75 - cover in 
each instance somewhat more than 2,000 active lives and 
approximately 1400 retired lives. The Unit Credit Cost 
Method was used in conjunction with a valuation interest 
rate of six percent and a 40-year amortization period for 
the unfunded liability. No provision for wage increases 
was included. The assets of the trust fund were valued on 
a "Dynamic" basis equal to "cost value, plus an adjust- 
ment for appreciation (or depreciation) on the common 
stock portion of the trust measured on the basis of 
average mrket value during the last five years or during 
the period since acquisition, whichever is shorter, plus an 
adjustment for accounts receivable or payable." 

A review of the results of the valuations could hardly 
be expected to evoke any expression of satisfaction from 
the outside critic or t o  contribute to the sense of well- 
being of the actuary himself, The actuarial assumptions 
adopted and renewed without change throughout the 
period under discussion left the fund with continuing 
"actuarial losses from operations" which reached a peak 
level of $2,110,000 for the year ending April 1, 1975. 
The components of actuarial loss for the latter year have 
been detailed below: 

Actuarial Losses Due to 
1. Increases in wage levels $ (1,240,000) 
2. Changes in employee data 47,000* 
3. Turnover of employees (1 13,000) 
4. Mortality (1 24,000) 
5. Investment experience (3 19,000) 
6. Rates of retirement (361,000) 

7. Total Actuarial Losses $ (2,110,000) 

*Represents a "gain" from this particular factor 

Of equal interest are the asset values of the trust fund 
on each of the valuation dates. Note that the Dynamic 
Value is the one being used as the valuation basis for 
determining the employer contribution for the year in 
question. The asset values of the trust as of April 1 for 
each of these years are as follows: 

Year Dynamic* Market* Cost* 
1973 $18,280,746 $19,556,277 $14,981,998 
1974 17,813,540 16,689,605 14,237,484 
1975 17,112,271 14,676,493 13,461,900 
*Include employer receivables not yet paid in on that 
date. 

The use of this Dynamic Value method u ~ e s e ~ e d l y  
for determining "fair market value" is open to serious 
question, especially when it results in Dynamic Values 
which rise above market and cost. The figure produced in 
April 1975 - $17,112,000, compared with the market of 
$14,676,000 - was especially misleading in this instance 
as a relative measure of employee benefit security. 

Not too much later, in 1975, there was a complete 
shutdown of about half the operation and a permanent 
reduction in force of some 900 employees. In the latter 
group, approximately 100 became eligible for immediate 
retirement benefits (under age 65) and another 400 ter- 
minated with vested rights to a deferred annuity. Not 
even considering the additional financial impact of this 
newest group to leave the active force, the actuary had 
already established a reserve liability of more than $28 
million alone for the then Retired and Terminated Vested 
Employees on April 1, 1975. To compound the funding 
problems faced by this Plan, benefit increases to the re- 
maining employees beginning with August 1, 1975 under 
the latest pension agreement add another $5,728,000 to 
the unfunded portion of the augmented pension liability 
for that group. 

A key concern in this confused and dismal picture is 
to determine who is to be the eventual guarantor of bene- 
fits if the subsidiary corporation finds it impossible to  
assure pension payments under the plan at levels beyond 
the limits which are now insured by the government un- 
der Title IV of the 1974 Employee Retirement Security 
Act. The trick, of course, from the employee beneficiary's 
point of view, is to attach the tail onto the proper don- 
key; that is, the parent corporation. This might well take 
some doing without legal recourse at the present or ulti- 
mate stage. 

The third case in the trilogy concerns the pension plan 
provided by a subsidiary of a conglomerate group of com- 
panies. This particular plan would appear to be adequate- 
ly financed and doesn't exhibit any evident signs of a 
"termination" profile. There seems no reason to question 
the soundness of the annual valuations made by the ac- 
tuary except for his treatment of assets which is design- 
ed for the purpose of levelling out the employer's con- 
tributions. The actuarial method is described as Entry- 
Age - Normal Cost, where the normal cost represents 
the "level annual premium" based on the employee's 
entry age, and the gross actuarial deficiency represents 
"the present value of said future,benefits minus the pre- 
sent value of future normal costs." The valuation interest 
rate is 5% compounded annually, and the assets are de- 
rived from the cost value plus an amount in an "Unrea- 
lized Appreciation Account." The progress of this latter 
account from year to year since December 31, 1968, was 
determined in accordance with the process as quoted 
below : 

"The initial value of the account was taken to be 
% of the excess of the market value of the Trust 



Fund over the cost value as of December 31, 1968. 
The annual adjustment to the "Account" is deter- 
mined in the following manner. If, in the previous 
year, the Fund did not earn 6% on the valuation 
asset basis in the form of interest,, dividends and 
net realized capital gains, the additional amount 
that is required to produce a 6% yield will be 
added to the "Account". In any year that the 
"earned yield" is in excess of 6%, the "Account" 
will be decreased by the amount that produces 
the excess over the 6% yield (but the "Account" 
will never be reduced below a zero value)." 

The actuary for the plan recently submitted to our of- 
fice a table showing the effect of this method of asset 
valuation in deriving the Actual Minimum Contributions 
by the employer for the period since it has been adopted. 
The table also provides comparative employer contribu- 
tions for the same years had the market values of the 
assets been used instead. The table in question is revro- 

Several comments are in order. First, the method for 
determining "Valuation Assets" is clearly designed to 
keep them no lower than the cost value of the assets in 
the fund, regardless of the extent to which the market 
value itself has dropped below such cost value. Second, 
it is possible, and of dubious justification, to produce a 
level of "Valuation Assets", on  a particular valuation date 
which is higher than both the cost and market value of 
the fund's assets on the same date.* Conservative think- 
ing would dictate that this method for determining 
"Valuation Assets" which already sets a floor based on 
the cost value should also be subject to a ceiling of the 
market value or cost value, whichever is greater, as of any 
particular valuation date. Third, it is not too comfort- 
ing to the employee beneficiary's sense of security in his 
benefit expectancy if the basis illustrated by the actuary 
for employer contribution - minimum contributions - 
has become the accepted way of life in funding the bene- 
fits provided under this plan. 

duced herein, except for the deletion of the name o i t h e  *See the comparative figures for 1971, 1975 and 1976, 
company involved. respectively. 

ASSETS AND CONTRIBUTIONS FROM 1969 TO 1976 
Actual Alternative 

Minimum Minimum 
Book Market Contribution Contribution 
Value Value Unrealized (using (using 

Valuation of of Valuation Appreciation valuation market 
Date Assets Assets Assets Account assets) value) 

Total 35,960,000 36,3 11,000 

11 Includes late contribution deposited after valuation date, less benefits due but unpaid; adjusted to reflect amounts 
attributable to excluded groups. 

21 Reflects reduction in contribution of $199,800 to allow for excess interest. 

31 Represents combined amounts for a number of Plans 

4/ Estimated. 

It remains to be seen whether government regula- actuaries and their added responsibilities as "Enrolled 
tion aimed at  implementing ERISA will really provide Actuaries" should serve a useful purpose and result in 
more adequate safeguards of the employees' interests enlightened activity of consultants more closely concern- 
under circumstances similar to those which have been dis- ed with the employee's benefit security than with satis- 
cussed in this paper. Certainly the greater recognition of fying the client employer's demands. 


