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What Should
Replace the 
30-Year Treasury
Rate?

BY RON GEBHARDTSBAUER

Bush Savings Proposals 
At a Glance

THE BUSH ADMINISTRATION introduced
a proposal on Jan. 31 that would estab-
lish three new savings vehicles: Retire-

ment Savings Accounts (RSAs), Lifetime Sav-
ings Accounts (LSAs), and Employer Retirement
Savings Accounts (ERSAs).

Under the proposal, IRAs would be elimi-
nated and replaced with RSAs, which would
work like Roth IRAs. For instance, RSAs would
be funded with after-tax contributions, which
would accumulate tax-free, and withdrawals af-
ter age 58 would not be subject to tax or penal-
ty. Unlike Roth IRAs, however, there would be
no income limits on RSAs and the maximum
contribution amount would increase from

$3,000 to $7,500 per year.
The administration’s LSAs would operate

in the same manner as RSAs, with the excep-
tions that the funds could be used for purpos-
es other than retirement savings, and could be
withdrawn at any time without tax or penalty.
Prior to Jan. 1, 2004, participants would be al-
lowed to convert balances to LSAs from Archer
Medical Savings Accounts, Coverdell Education
Savings Accounts, and Qualified State Tuition
Plans.

The ERSA proposal would consolidate
401(k), SIMPLE 401(k), 403(b), and 457 em-
ployer-based accounts into a single plan. Work-

BUSH PROPOSAL continues on Page 7 ®

FOR MANY YEARS, ERISA (the Employee Retirement In-
come Security Act of 1974) allowed actuaries to use a
reasonable interest rate (taking into account reasonable

expectations) for pension funding calculations. However, in
1987 the Internal Revenue Code (IRC) was amended to require
certain underfunded pension plans to use an interest rate based
on the 30-year Treasury rate. Today, the Treasury rate is used for
determining pension funding amounts, PBGC variable premi-
ums, lump sum amounts, and many other pension items.1

Why was the Treasury rate chosen? Among other reasons,
the Treasury rate was easy to obtain, Treasuries had durations
similar to pension plans, and the Treasury rate wasn’t subject to
manipulation (or at least that was the thinking). In addition,
the Treasury rate was acceptable to employers for funding pur-
poses because the law allowed use of 110 percent of the Trea-
sury rate (which allowed a rate near corporate bond rates) and
it was smoothed (by using a four-year average of the rate).

TREASURY continues on Page 2 ®
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ARTIFICIALLY LOW TREASURY
RATES

However, in late1998 the 30-year Treasury
rate went below the PBGC interest factor
for the first time ever. This was a surprise
because the PBGC factor was a bit con-
servative (so that when combined with its
old mortality table, you could reproduce
annuity prices). Some people suggested
that PBGC was just being nice and be-
coming less conservative, but there was
something else happening that students
of Social Security noticed.

A Congressional Budget Office report2

suggested that for the first time in 30 years,
the U.S. unified budget would show a sur-
plus; and in fact, that the surplus would
continue forever (that was the thinking).
In other words, the United States had start-
ed reducing its Treasury debt instead of in-
creasing it. The law of supply and demand
suggests that with reduced supply (and
continued demand), prices will go up. And
in fact, Treasury bond prices did go up and
their interest rates dropped. In fact, they
dropped faster than corporate bond rates.

This has continued, even as surpluses
have turned to deficits, because of in-

creased demand caused by investors turn-
ing from stocks and corporate bonds to
the safety of Treasury bonds, and because
of decreased supply in the wake of the
government’s decision last year to stop is-
suing 30-year bonds.

POSSIBLE FIXES

In 2001, the Academy warned in a paper3

that the artificially low Treasury rates were
dramatically increasing pension contribu-
tions to unreasonable amounts. Fortunate-
ly, Congress quickly passed a stimulus bill
in March 2002 that increased the discount
rate for pension funding and PBGC pre-
miums. However, it applies only to 2002
and 2003, so a permanent fix is needed. The
Academy’s most recent paper4 on the sub-
ject describes four alternative discount rates
that Congress could use (a long-term ex-
pected rate of return, an LT corporate bond
rate, an annuity price, or an LT Treasury
rate). Chart 1 shows those four rates.5 Our
paper suggested Congress select one of the
two rates in the middle for underfunded
plans. Employer groups such as the ERISA
Industry Committee and the American
Benefits Council picked up on our paper

and suggested Congress select a composite
of corporate bond indexes. In a meeting at
the Treasury Department in January they
told policy-makers that employers desper-
ately needed immediate congressional ac-
tion for a permanent fix. Even labor unions
are in general agreement with employers
on this issue, since the lower Treasury rates
make it very difficult to improve benefits.

YIELD CURVES

Employer groups were happy when the
Treasury Department said last year that it
was also looking at corporate bond rates.
However, it now appears that Treasury is
considering using a yield curve to value
the expected cash flow of a pension plan,
starting with the Treasury yield curve and
adding a spread to account for the excess
returns on corporate bonds (option-ad-
justed for early call provisions). In theo-
ry, this should produce the same result as
when matching bond cash flows with pen-
sion plan cash flows for FAS 87. But it
seems that Treasury plans to average the
yield curve over the last four years.

One may wonder why they would go to
the trouble of coming up with a yield curve

TREASURY continued from Page 1
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CHART 2. Yield Curves: Smoothed Treasuries—Top of Corridor

The four-year averages of 5-, 10-, and 30-year Treasury bond rates are quite close to each other. If shorter averaging periods are used, there are many
periods when the 1-year T bill rates are quite close to the other rates. Also note that in the early 1980s, the inverted yield curve would have produced
slightly smaller liabilities for retiree-heavy plans.
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CHART 1. Choices for Discount Rates

Four choices for discount rates in Academy paper: expected returns, corporate bond returns, annuity prices, and Treasury rates. They produce the
costs indicated (relative to LT expected returns used for funding), assuming an average pension plan (with duration around 12). The expected returns
are from Watson Wyatt surveys.
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and then smoothing it. However, if the goal
is to have lower discount rates for plans with
short durations (i.e., plans with lots of re-
tirees), then the motivation becomes more
understandable. Currently the yield curve
is quite steep, so this could increase contri-
butions over using just a corporate bond
index. Of course, when the yield curve is
flat (e.g., 1989 and 1998) or inverted (e.g.
1979 to 1981, and 2000), it won’t (see Chart
2). In addition, yield curves will add much
complexity (and litigation) for lump sum
determinations, and for small plans (for any
purpose). Suggestions for simplicity would
be a single rate for lump sums and maybe
two rates for funding (one for retirees and
one for active employees). However, this is
a new idea that has not been thoroughly
threshed out, and employer groups need
something passed soon.

LUMP SUM AMOUNTS

Some lobby groups for employees (such
as AARP) are concerned that the use of a
corporate bond rate will reduce lump sum
amounts. Arguments for changing the
Treasury rates are:
® Employees get a windfall when the ar-

tificially low Treasury rates are used.
® Retirees can take the lump sum and
buy a larger annuity with it.
® Since participants don’t generally buy
the annuity, they therefore face greater fi-
nancial risk in retirement.
® Increased elections of lump sums
thwarts two primary goals of retirement
policy: to encourage lifetime incomes and
spousal pensions.
® Increased elections of lump sums in-
creases poverty levels at older ages in the
future.
® Artificially low rates make plans more
expensive than intended by the employer.
® Artificially low rates defund under-
funded plans (i.e., lump sums reduce the
funding ratio).6

® Artificially low rates discriminate
against those retirees who elect a pension.
® Artificially low rates obstruct the bar-
gaining process (e.g., labor groups have
told the Academy that they would prefer
to increase the benefit rate for everyone
rather than increase just the lump sums).

Thus, AARP may be willing to increase
the discount rate somewhat but may sug-
gest using a corporate bond rate minus 50

(or more) basis points, an individual an-
nuity mortality table, and/or a higher ex-
pense loading. Employer groups disagree,
noting that the employee is not being
forced to take the lump sum. Their pro-
posals recognize that corporate bond rates
will lower lump sums, so they have sug-
gested phasing in the new discount rates
over three years. Other ways might be to
guarantee the lump sum amount on the
amendment date (or the old Treasury ba-
sis if it would have decreased the lump sum
amount, due to Treasury rates going up).

PBGC’S FINANCIAL STATUS

Another concern that could slow the leg-
islation down is the PBGC’s financial sta-
tus. Due to the triple whammy of plum-
meting stock prices, lower interest rates,
and more bankruptcies, the PBGC has
gone from a surplus of $10 billion just two
years ago to a $3.6 billion deficit.

But the dollar amount of the deficit is
not as relevant as the funding ratio, which
is 90 percent (see Chart 3). Each time the
PBGC takes over a pension plan, it also
takes over the plan assets. PBGC’s assets
are now over $31.5 billion (including the

TREASURY continued from Page 3

THE SYSTEM WORKS
The Pension Benefit Guar-
anty Corp. announced in
January that it has located
almost 15,000 people owed
more than $61 million in
pension benefits since
launching its pension search
program six years ago.

Still to be found: some
22,000 people eligible to
claim almost $80 million in
pension benefits from termi-
nated defined benefit (DB)
plans.

PBGC recently enhanced its
web-based pension search
(www.pbgc.gov/search) by

adding an automatic e-mail
capability to the name of
each individual named in its
pension search directory.
This will allow those persons
to contact PBGC with basic
information, such as a cur-
rent mailing address and
dates of employment, and
find out if they are entitled
to a missing person benefit.
Searchers can also e-mail
found@pbgc.gov or 
missing@pbgc.gov if they
believe they are entitled to 
a benefit.

Missing participants added

to the search directory last
year include several thou-
sand who earned benefits
under some 12,000 pension
plans terminated between
Jan. 1, 1976, and Dec. 31,
1981, without amending
their vesting schedules to
conform to ERISA. Until last
year, an outside settlement
board handled the search
for these individuals sepa-
rately. The court-appointed
board administered a 1996
legal settlement that provid-
ed corrected benefits plus
interest, as determined un-
der the settlement agree-

ment, to people in these
plans who didn’t receive all
of their vested benefits
when the plans terminated.

Of the almost 22,000 pen-
sion plan participants still
missing, about half are con-
centrated in just five states:
4,622 in New York, 2,617
in California, 1,606 in
Texas, 1,334 in New Jersey,
and 1,170 in Pennsylvania.
According to the PBGC, the
value of estimated benefits
for these individuals ranges
from $1 to $295,298 and
average about $3,774.
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CHART 4. PBGC Claim Experience by Fiscal Year (millions $)

To compare with current premium income, past claims have been adjusted to reflect today’s pension levels and interest rates. The second adjusted
claims amount above includes $6 billion of probable claims from the 2002 Annual Report. How many years should they be averaged over? Is this a
once in 20 years event, or once in 100 years event? Note: past claims may not be a good predictor of future claims. PBGC’s Annual Report suggests
claims could double.
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CHART 3. PBGC’s Funding Ratio (Assets ÷ Liabilities)

PBGC assets are 90% of liabilities, which is better than its first 20 years. Percent funded is a better indicator than dollars underfunded. For example,
if PBGC is 90% funded, it needs an extra 11% return to get to 100% funded. Note: Since PBGC includes the liabilities of its probable terminations,
assets are also included here.
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$6 billion in assets from plans such as
Bethlehem Steel).

Thus, the PBGC will not have any
problems fulfilling its primary mission —
to pay guaranteed benefits on time.And it’s
possible that the PBGC could grow out of
its deficit by excess returns, increased in-
terest rates, and/or years with lower claims
due to fewer bankruptcies (although this
last item may not happen soon).

However, this discussion has only tak-
en into account PBGC’s past terminations.
PBGC’s financial status is intimately
linked with how the airline industry fares
over the next several years. The pension
underfunding at several weak airlines ex-
ceeds $10 billion. In fact, PBGC’s 2002 An-
nual Report forecasts that future claims
could be twice the average of past claims
(see Chart 4) — perhaps a justification for
increasing premiums and/or tightening
funding rules.

Recently, the PBGC has floated the
idea of charging higher premiums for
plans that present more risk (e.g., plans
with high levels of equities and plans
sponsored by weak companies). So far,
employer groups are not asking for these
fixes, since most plans have around 70 per-
cent of assets in equities. Also, many em-
ployers are wary of the second idea be-
cause they could someday have lower
credit ratings. Other fixes would be to

make it more difficult for weak compa-
nies to increase benefits, and to somehow
reflect the higher costs of shutdown ben-
efits in the funding and premium rules (or
not to guarantee them).

WHAT’S NEXT?
The use of the artificially low Treasury

rates has increased pension contributions,
premiums, and lump sums dramatically;
and it is occurring at the same time em-
ployers are having economic difficulties.
Congress agreed that this was a problem
and responded with a temporary fix for
2002 and 2003. Now employers need a
permanent fix, so they can plan for next
year and make financial decisions. Hope-
fully, all the parties can agree on a fix soon,
and hopefully it will be permanent.

Once we see how challenging PBGC’s
next few years are, we can work with the
PBGC to come up with solutions with them.
An Academy task force has already met with
the PBGC on simplifying funding rules.The
task force is also drafting a paper on the
dilemma of companies that were not allowed
to make deductible contributions to their
pension plans in the late 1990s and now must
make sizable contributions under deficit re-
duction contribution rules. (If you know of
examples of this, the task force would love to
hear from you — policy-makers are always
more responsive when presented with actu-

al case histories of a problem.)
The paper will recommend that em-

ployers be allowed to make a contribution
to their pension plans, even if assets are
above 100 percent of current liability (CL).
When interest rates were higher, the full
funding limit allowed a margin above CL
(see Chart 5). We also need that margin
when interest rates are low, particularly for
hourly plans,7 which can’t easily advance-
fund their benefit increases. In addition, the
Academy would prefer trying these rules
without mandates, since employers already
have adequate incentives to contribute a
margin.8 If you have additional thoughts
on how to improve the funding rules, please
send them to Heather Jerbi, the Academy’s
pension policy analyst (Jerbi@actuary.org),
or myself (Gebhardtsbauer@actuary.org).
Or call us at 202-223-8196.

Ron Gebhardtsbauer is the Academy’s
senior pension fellow.

NOTES
1 See a complete list in the Academy’s paper
Alternatives to the 30-year Treasury Rate ,
www.actuary.org/pdf/pension/rate_17july02.pdf.

2 The Congressional Budget Office’s Economic and
Budget Outlook (August 1998)
ftp://ftp.cbo.gov/8xx/doc828/e&b0898.pdf

3 See The Impact of Inordinately Low 30-Year
Treasury Rates on Defined Benefit Plans,
www.actuary.org/pdf/pension/treasury
bonds_071101.pdf.

4 See footnote 1.

5 It also shows that the maximum rate allowable for
underfunded plans was less than both the annuity
pricing rate and the corporate bond rate from 1999
through 2001.

6 In fact, pensioners at Polaroid have sued the
company for paying out lump sums, which defund
the plan. If the plan is trusteed by the PBGC, the
pensioners’ benefits will drop to its guaranteed
benefit.

7 And plans with a high proportion of retiree
liabilities

8 Many employers will contribute a margin in order
to avoid the DRC, quarterly contributions, the
PBGC variable premium, hits to their net worth for
the additional unfunded ABO, restrictions on lump
sums for the top 25, restrictions on retiree health
transfers, restrictions on improving benefits, liens
and extensive financial reporting to the PBGC,
notices of underfunding, and PBGC guarantees to
participants, etc.

CHART 5. Cliffs in Contribution Rules

The original ERISA contribution rules (normal cost + new benefit liabilities amortized over 30 years)
now only apply in a very small range (plans with funding levels between 90% and 100%). At one
time they applied to all plans. The new deficit reduction contribution rule applies when the funding
ratio is under 90% (unless the two consecutive prior years or second and third prior years were
above 90%) and always applies when the funding ratio is under 80%. It’s like a bank converting
your 30-year mortgage to a 5-year mortgage (although the bank doesn’t have to do that because
it has security = your home).
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ers would be able to contribute $12,000 pre-tax per year to this
account and would pay taxes upon withdrawal in retirement.
While the ERSA proposal would simplify the rules for defined
contribution (DC) plans, the proposal offers no reforms for de-
fined benefit (DB) plans. The simplicity of the ERSA would put
DB plans at a further disadvantage given the complex nature of
their rules.

As part of the ERSA proposal, top-heavy rules for DC plans
would be repealed, and current nondiscrimination tests would
be replaced with a less arduous test. Two safe harbors would be
available in order to avoid nondiscrimination testing:
® If a plan provides participants with a contribution equal to
3 percent of pay (current law)
® If employee contributions are provided with a 50 percent
match up to 6 percent of pay.

The latter represents a significantly lower match on em-
ployee contributions than provided in current law.

Proponents of the proposal suggest that the simplification
of rules and the favorable tax treatment available with the new
accounts will encourage increased retirement savings, especial-
ly among low-income workers. While current law nondiscrim-
ination rules encourage employers to provide a savings plan for
their employees, the framework of these new accounts could re-
sult in fewer employer-sponsored plans.

On the other hand, some critics argue that workers are more
likely to invest when encouraged by employers rather than be-
ing left to save on an individual basis. Furthermore, the pro-
posal creates a frontloaded system as opposed to the backloaded
design contained in traditional retirement accounts. The im-
mediate result would be increased revenue, but the budget would
be strained in the long term since no taxes would be collected
on the back end.

Reaction to the new proposals from legislators has been
mixed. Within days of their unveiling, Treasury Secretary John
Snow was backing off the proposals, signaling they were in se-
rious trouble. Reps. Rob Portman (R-Ohio) and Benjamin
Cardin (D-Md.) have issued statements indicating that the pro-
posals provide a starting point for legislation but expressing
concern that the accounts as designed might become nothing
more than a tax shelter. They, along with several members of
the House Committee on Ways and Means, have suggested to
Secretary Snow that the new proposals should not undermine
expanded reforms already enacted to encourage savings among
low-income workers, such as contribution limit increases with
low-income tax credits. Legislation that includes modified as-
pects of the administration’s proposal is expected from Reps.
Portman and Cardin by mid-March.

The Pension Committee of the American Academy of Ac-
tuaries is currently drafting a complete analysis of the admin-
istration’s proposal.

— Heather Jerbi, pension policy analyst 

Global Outlook

I
T’S A SMALL WORLD, AFTER ALL. No longer are enrolled actuaries solely concerned with U.S. rules and

regulations. More and more of us are working in a global environment, producing work products for foreign

subsidiaries of U.S. companies, or vice versa. What are the issues we face? 

In upcoming issues, the EAR will attempt to look at global questions from a variety of

perspectives. Care to join the debate? Send your suggestions for topics, your comments, or

your questions to editor@actuary.org.

John Parks, president of MMC&P Retirement Benefit Services, Inc. in Pittsburgh, is the editor of

the EAR and the Academy’s vice president for pension issues.

Bush Proposal continued from Page 1

BY JOHN PARKS 

POINT AND CLICK
® Need some soft guidance on what the IRS is

thinking?

® Want a heads-up on the IRS viewpoint on complex questions that
aren’t ripe enough to merit an official notice?

® The IRS has a free electronic newsletter for retirement
professionals that gives you the benefit of current thinking on a
variety of issues important to your practice as an enrolled actuary.

® Check it out by going to the IRS website at www.irs.gov/ep and
clicking on employee plans news under the topics section of the
lefthand navigation bar.

http://www.irs.gov/ep
mailto:editor@actuary.org
Administrator
editor@actuary.org.

Administrator
www.irs.gov/ep
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Details of Daschle Pension Reform Bill 

SENATE MINORITY LEADER TOM DASCHLE (D-S.D.) has
introduced a new pension reform bill, the Pension Pro-
tection and Expansion Act of 2003 (S.9).

Among its provisions, the legislation would allow employ-
ees with three years of service to sell company stock and diver-
sify into other investment options. Similarly, employers would
be required to notify participants that they might be over-in-
vested in employer stock if it represents at least 20 percent of an
account’s value.

The legislation would prohibit companies from forcing em-
ployees to invest any of their own retirement savings contribu-
tions in employer stock. And except in cases where workers are
provided with a traditional guaranteed pension plan, 401(k)
sponsors could provide matching contributions in employer
stock or provide employer stock as an employee option — but
not both.

The legislation would also require companies that convert
their existing plans to a cash balance plan to give participants
the option of continuing to accrue benefits under the existing
plan. The legislation also incorporates women’s pension pro-
tection provisions requiring spousal consent for distributions
from defined contribution plans. Plans providing a lifetime an-
nuity option would be required to offer an annuity to cover sur-
viving spouses as well.

Other provisions of the proposed legislation include:
® Expanding the ability of 401(k) participants to receive in-
vestment advice, although requiring that the advice be inde-
pendent
® Increasing insider liability for breaches of fiduciary respon-
sibility
® Making the low-income saver credit refundable and ex-
panding it to credit employers who contribute to a pension on
behalf of a low-income employee
® Requiring businesses with more than 10 employees that don’t
offer a pension plan to allow employees to fund an IRA through
payroll deductions
® Giving small businesses a tax credit for contributions to new
pension plans.

Rep. John Boehner (R-Ohio), chairman of the House Edu-
cation and Workforce Committee, and Rep. Sam Johnson (R-
Texas) recently reintroduced legislation, which passed the House
last year, that includes similar diversification and disclosure re-
quirements.

While several provisions in the Senate bill reflect biparti-
san consensus on pension reform reached at the end of the last
session of Congress, the bill is supported primarily by Democ-
ratic legislators.

Speak Out on Social Security

SOCIAL SECURITY STILL NEEDS TO BE FIXED. 
While politicians avoided mentioning privatization

around election time, proponents of individual accounts
are saying that the election gave them a mandate to move for-
ward. Others, including the White House, are arguing for greater
public education on the issue.

As the debate is rekindled, it’s more important than ever
that people get the facts straight.

If you’d like to help people in your community cut through
some of the rhetoric, the Academy’s Social Security speaker’s kit
was designed with you in mind. Its purpose is to help actuaries
deliver objective information about Social Security and Social
Security reform proposals to community groups, such as local
chambers of commerce and other civic organizations.

The kit is based on talks that Academy Senior Pension
Fellow Ron Gebhardtsbauer, one of the nation’s leading ex-
perts on retirement issues, has given at congressionally spon-
sored town hall forums around the nation. The speaker’s kit
includes:

® A sample speech that you can customize into one, two, or
three speeches on these subjects: How Social Security Works,
Social Security’s Long-Range Financial Problem, and the Pros
and Cons of Reform Proposals.
® A large collection of PowerPoint slides that you can show
during your presentation.
® Sample audience handouts.

Peter Nordberg, a Massachusetts enrolled actuary, used the
kit recently to give a series of talks at his local library.“Based on
what I learned from your presentation,” Nordberg wrote in a
letter to Gebhardtsbauer,“there is much to be concerned about
and I believe most people still don’t understand the gravity of
the situation.”

Nordberg went on to compliment Gebhardtsbauer on the
content of materials in the speaker’s kit. “Your presentation is
wonderful in its approach. Thank you for putting together such
a compelling and thought-provoking package.”

Want to find out more? Go to www.actuary.org/socsec/ 
speakerskit.htm.

http:// www.actuary.org/socsec/speakerskit.htm
Administrator
www.actuary.org/socsec/

Administrator
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