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ACCOUNTING FOR SOCIAL SECURITY LIABILITIES:

--THE PROBLEM

ram
=z 4



hose Proposing New Accountin

for Social Security Liabilities

IPSASBO International Public Sector Accounting
Standards Board

IMF GFSO Government Finance Statistics

EUROSTAT



ccounting for Liabilities of

Security Systems: Proposals

AProposaIs Coming from IMF, IPSSA&dEuroStat

AWould treat Social Security Systems like large Private
Sector Pension Plans

A Will potentially disfavour PAYG and Parti&iynded DB
AKey Issue is use of Closed Group Evaluation
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ccounting for Liabilities o
Systems: Proposals

A will respond mostly to IPSASProposal

A Will review differing viewpoints of Actuaries
versus Economists, Statisticians and Accountants
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ccounting for Liabilities of SS S

A Many existing Guidelines and Standards of Practice for
Actuaries In this area
Alnclude:
--ISSA/ILO Guidelines for Actuarial Work for Social Security
--IAA ISAP2: Actuarial Valuations of SS Systems
--Many IAA Member Associations adopting ISAP2 for local use
--Some Member Associations have their own differSAPs
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Accounting for Liablilities of SS Sy

A5/ {{ {@éali€£Y¥a/ RISRE & @dz
by definition, so not a topic of discussion

A Also believe proposals do not apply to
Health Care, Longlerm Care or Workers Com
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Accounting for Liablilities of SS Sy

AWant to look at SS Systems, not Public Sector
Plans where government is employer

A Bankruptcy of most SS Systems hard to
envisage



ccounting for Liabilities of SS Sy

Alt is not clear if Mean3ested Schemes (Tier 1)
will be included Needs to Be Addressed

AWe will now look only at PAYG and Partially
Funded DB Systems
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Accounting for Liablilities of SS Sy
A{{ {&aiG8Ya KIF&S ty Ay
AWhat is important is not the funded level but

the Sustainability of the System

A Latter can be assessed using L-deagm
Actuarial Projections (e.g., 75 years)

A Projections done by actuaries @%



Accounting for Liabilities of SS Sys

A1AA wants the Valuation Approach to Parallel the Financing
Approach

A Sustainability is the Goal

A Requires an Open Group Valuation

A Future Contributions are an Asset

A Results of a Closed Group Valuation could be Misleading
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ccounting for Liabilities of SS Sy
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Benefits (at least partially)

A Workers are then promised that the next
Generation will do the same for them

A Full Funding is not necessary and may not be
desirable (where to invest funds?) @&



Accounting for Liablilities of SS Sy

A Contributions are not Taxes

A Unfunded Liabilities are Not Government Debit
for Systems witno Governmentubsidies
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Accounting for Liabilities of SS Sys

An Social Security, there is a weak link between
Contributions and Benefits Earned (So a Wea
Financial Claim is Created)

AMost SS Schemes can be modified by the
Government at any moment (although this
may be politically difficult)
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ccounting for Liabilities of SS Sy

A Closed Group Valuations make sense for Private

Sector
Bankru

A Open Grou

Plans meant to be Fullpunded where
otcy Is a dally possibility

0 Valuation should be used for SS Systernr

because of the Inherent Social Contract
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Accounting for Liablilities of SS Sy
The Impact

A Germany: 275% of GDP

AFrance: 292% of GDP

Altaly: 322% of GDP

A Canada: 50% of GDP ($830 B)



Accounting for Liablilities of SS Sy

A The extremely large magnitude of Closed
Group liabllity raises concerns about the
Interpretation that the media and
public opinion can make of it



ccounting for Liabilities of SS S

A Closed Group Valuation also Ignores any
Intended Reforms

A If Contributions plus Investment Income (if
any) can Sustain the System, Financial
Reporting Should not Indicate Otherwise
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ccounting for Liabilities of SS S

A Any SS System with a Balancing Mechanism
Should not Create Debt

A To Avoid Political Influence, use an Automatic
Balancing Mechanism (also no Debt here)
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A An Appropriate Discount Rate: May differ for
part of plan that is PAYG (Growth in Wage
Base) versus part that is pfended
(Investment Returns)

A Length of Projection Period
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A Social Security Systems are secured by
Intergenerational Societal Commitments

A They should not be considered as large privats
occupational pension schemes for

reporting assets and liabilities in national
accounts

A The Key focus should be on Sustainabili@%



I THE SOLUTION: .

\L_] POOLED TARGET DB PENSION
or g PLANS*

L df du vieillissement

*Basean Paper:

APool ed Target Benefit Pension Plans: Buil
Institute for Research on Public Policy

WwWw.irpp.org




he Polarized DB versus DC Deba

A There is an infinite number of options
between these extremes

ACallediHy bri do or AMi xedOo

A These represent only 10% of pension
membership in Canada

A Arguing pure DB or pure DC hinders the
debate



m

A Investment risk

A Cost volatility risk

A Inflation risk

A Interest rate risk if you purchase an annuity
Alongevityr i sk i f you donot

(B
IAA




A Classic DB Plan

A The Plan Sponsor carries these risks

A May be passed on to:
I Customers through higher prices
I Shareholders
I Workers through total compensation package
Regardless, Sponsor controls plan decisions
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B Plans were affordable

A At first through long vesting and no indexation
A Then through high investment returns
A Now Many Plans in Deficit

A Increasing volatility:
I Aging plan membership
I Mark to Market
I Marketplace volatility
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- Other Problems with DB .

A Sponsor bankruptcy when plan under-funded
I Low priority of members in bankruptcy (Nortel)

A Less than full benefit accrual when you
change jobs (Portability)



C funded through Individual Accoun

A Plan sponsor responsibilities end with
contribution

A Retirement income unknown

A Worker carries all risks

A Cost of risk mitigation can be very high
A Investment risk is the largest variable
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Replacement rate obtained from personal account
savings of workers who invest in alternative portfolios

90%
75%
60%
45%
30%
15%

0%

1910
1920
1930
1940
1950
1960
1970
1980
1990
2000
2010

emmw]00% stocks emm»509% stock /50% bond —e==»100% bonds

B

Source: Brookings Institution in Burtless (2009) @
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Mitigation of Investment Ris

A Investment advice can cost 300 bp

A Ifi = 5% and CPI = 2%, then no net return at all
ANoevi dence thai it increa
A Workers tend not to use lifecycle investing

A DC/CAP lost 20 to 30% of value in 2008/09

A Resulted in drop in replacement ratio of almost 10
percentage points
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