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A 1970s government policy continues to keep
pension funds unprepared for economic
downturns

By Stephen Donald

When I started my career in 1973, the

economy promptly went into a recession. The S&P 500 fell 48% and took four years to
get back to break-even. At the end of 1973 near the market peak, Warren Buffet said he
could not find any stock bargains and returned investors their money. Companies had
large deficits in their pension plans and had to start making large contributions, and that
was before solvency funding! 2009 is déjà vu with the average solvency-funded ratio
below 70% and many large well-known companies on the brink of chapter 11
bankruptcy. How did pension plans get into this mess?

Back in the ’70s, actuaries assumed conservative discount rates at least 1% less than
expected, and this represented a margin in the order of 20%. At the same time, the market
woes of the mid-’70s resulted in large company contributions going into their pension
plans. Then we had a string of remarkable investment returns, and in the early ’80s
pension plans returned to surpluses — and large ones at that. Some plans were wound up
for business reasons and, to the shock of those companies, trust laws were interpreted by
the courts such that the surplus belonged to the members.

Actuaries had unwittingly contributed to this situation by acting in a prudent,
conservative manner. Prudent funding calls for the deliberate build-up of surplus during
the good times to be used in the bad times. But this only works if you retain access to that
surplus. From that point on plan sponsors were unwilling to fund on a conservative basis.
The thinking was that it would be better to fund the minimum knowing that bad times
would require large contributions — it would be an improvement over the risk of
carrying large inaccessible surpluses.

Plan sponsors owned the deficits while plan members owned the surpluses. Calls from
various sources went out to the provincial governments to change the legislation but to no
avail. This lack of action on the part of the provincial governments is the single most
important cause of our pension funding problems today.
Through the Income Tax Act the federal government also restricted surplus by effectively
limiting surplus in mature plans to 10% of the liabilities. In spite of setting aggressive
assumptions, many plans still ended up with surpluses and as soon as these hit 10% no
further contributions were allowed.



For 20 years during the 1980s and ’90s, interest rates were high and investment returns
were double-digit — it was a remarkable period for pension plans. Gradually, plan
sponsors increased their assumed discount rates in their valuations to 8% and higher. This
basically cut pension costs in half and companies that didn’t do the same were at a
competitive disadvantage. There was tremendous peer pressure on companies, actuaries
and plan members (unions) to follow suit. And after 5 to 10 years of this you risked
ridicule if you were still using a discount rate of 5%.

Permanent improvements to plans were implemented in this era of falsely cheap pension
benefits. Plan sponsors are now realizing that cutting back on these benefits is very
difficult and, if done on a prospective-only basis, will take many years to have significant
impact.

Historically over the long term, stocks have significantly outperformed fixed income
assets, so the common asset mix of pension plans has been 60% equities, 40% bonds.
While long-term bonds are similar in nature to pension liabilities and therefore rise and
fall at the same time, stocks do not. With stocks, the value of the liabilities can go up at
the same time as the stock market drops. With a 60%-40% asset mix, prudence would
dictate a margin of at least 30%, but that ran smack into the Surplus-Deficit Asymmetry
conundrum discussed above.

Plan sponsors had two choices. They could retain the 60%-40% asset mix but fund at the
minimum and run the risk of deficits in market down turns. Most of them never believed
that their companies would ever go bankrupt and so they did not think they were putting
their members’ financial lives at risk.

Or they could invest solely in fixed income assets. This removed the asset-liability
mismatch and resulting windup risk but it also meant lower long-term investment returns.
Lower returns meant either increased contributions in the order of 30% or 30% lower
benefits or some combination thereof.

Peer pressure and follow-the-herd thinking caused virtually all companies to choose the
60%-40% asset mix with no or very little margin.

The combined impact of the forces above is that pension plans entered one of the worst
economical downturns in history with no safety margins whatsoever. But the same thing
happened in other areas. Once-proud companies that have been around for 80 years or
more are suddenly on the verge of bankruptcy — they also entered this economic
downturn with no significant reserves. In less than a year they are lined up for bailouts.
The Canadian banks are one of the few exceptions and that is thanks to regulations
imposed on them, not to the prudent wise actions of their management.

Pension plans have an investment horizon of 50-plus years, so it is hard to argue that they
should not invest in stocks. If they do, then safety margins must be incorporated. But for
this to work, the provincial governments have to change once and for all the surplus



ownership rules — until that is done there will be no solution to the decline of defined
benefit pension plans.
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