
COST-of-LIVIJYG
PENSION PLAN

•I Employers and employees alike need a
plan for pension benefits with a built-in
shock absorber for inflation.

By Geoffrey N. Calvert

Inflation, in recent years, has thrown a great
number of pension plans badly out of adjust-
ment and is preventing them from achieving
their purposes. Older employees, who should
he retired, are being kept on in regular employ-
ment because their pensions built up in prior
years are too small and companies are unwilling
to force them to retire. Persons already out on
pension have been mercilessly squeezed between
rising living costs and small fixed incomes. To
the person whose income is safely "above the
breadline," a rising cost of living is enough of
a problem; but to the person who is trying
to survive on a small pension fixed in prewar
or pre-inflation dollars, it is a matter of life
and death.

A pension plan is particularly vulnerable to
inflation because of the span of time it must
cover. Funds built up slowly over a working
life of 40 or more years are consumed over re-
tirement periods extending in some instances
up to 30 or more years. What happens to the
purchasing power of the dollar over a 60-year
or 70-year period is therefore of prime impor-
tance to the success of the plan in achieving
its purpose.

Various techniques have been worked out to

AUTHOR'S NOTE: For the formulation of the new plan
described in this article, acknowledgment is due G. T.
Baiter, President of National Airlines, Incorporated, who
authorized the development of the plan for the employees

Stop inflation or slow it down. But inflation is
a very persistent problem. It has gone on for
centuries. It has merely been aggravated in re-
cent years by war conditions. In spite of steps
to counter it, there is every indication that it
will continue to be with us. It is therefore high
time for us to face the job of developing plans
which frankly recognize its existence and make
adequate provision for it.

Meeting the Challenge

If a pension plan results in the gradual eco-
nemic strangulation of retired persons through
unanticipated inflationary increases in living
costs, which is exactly what the majority of to-
day's pension plans are doing, the plan is not
giving effect to the intent of the company which
established it. And if a pension plan fails to
accomplish what it was set up to do, it is not
a good plan. Moreover, a company can hardly
be said to be following a conservative financial
policy if it simply liberalizes the plan, funds
new past-service costs all over again, and then
watches the whole thing repeat. A completely
new approach is needed.

The challenge which must be met is to design
a plan which will take care of the needs of pen-
sioners without involving (a) undue financial
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hazards to the company, either now or in the
future, or (b) the accrual of unexpected, un-
funded liabilities due to continual readjust-
ments of a plant that is destined to become
periodically obsolete.

Attempted Solutions
Various attempts have been made to design

plans to meet this challenge, none of them
wholly satisfactory:

1. "Final-average-earnings" plans — These
plans, some of which have been operated over
many decades, base the pension of an emplovee
on his average earnings over the final five or ten
years of his service, rather than over his whole
career. The idea is that at the point of retirement
the earning rate of the employee and hence the
amount of Ms pension will be substantially "up to
date so far as inflation is concerned. But if the
cost of living rises thereafter, the pensioner is no
better off than under a "career-average-earnings"
plan that provides an equal amount of pension at
retirement.

(Of aU pension plans the standard career-aver-
age plan IS among the most vulnerable to inflation
and the most deceptive in the atmosphere of con-
servatism which frequently surrounds its estab-
hshnient. The "shrinkage" element built into its
benefats, through failure to recognize inflation as
a recurring problem, leads continually to under-
funding in the guise of full funding. Its great
weakness is the tendency to periodic obsolescence
periodic readjustment, and necessity for periodic
creation of new unfunded liabilities.)

In spite of much criticism, the final-averaee-
earmngs plan represents in many ways a more
conservative approach than its principal competi-
tor, the career-average-eamings plan, since it calls
tor a defimte anticipation and prefunding of the
expected growth in earnings (and hence of pension
habilitie5V Mnx^^^T; .iVw^tirvive a penod'otm-

flation without a complete overhaul, redesign, and
the belated recognition of new, unfunded, past-
service Labilities. ^

The trouble is that, if the final-average plan is
funded with due allowance for inflationary as well
as normal pay increases up to retirement, it shows
up as a costly plan - unless counterinflationary
measures are taken in the investment of the fund
(which IS not always done). Further, since the
benefits are even then likely to fail to fulfill their
purpose owing to post-retirement increases in liv-

P- 62. See also,
a program that is based wholly on

2. "Equity-unit" plans — Interesting attempts
to meet the problem of inflation through the pay-
ing out of part of the benefits in terms of the capi-
tal value of equities have recently been launched.
Wide publicity has heen given, for example, to the
plan established by the Teachers Insurance and
Annuity Association.^

In all these plans, one portion of the benefit is
payable as a guaranteed fixed dollar annuity backed
by a fund invested with a heavy emphasis on
bonds. Another completely segregated portion is
invested exclusively in equities, and shares are
purchased" by new money paid into the fund.

The accumulation of shares of an employee is then
paid out at retirement, so many shares per month,
until the death of the employee, using the same
actuarial principles as though the shares were so
many dollars. At each point of pay-out the shares
are cashed and the proceeds paid to the pensioner
m dollars — the value of the shares depending
primarily on the state of the stock market at the
time, but also on the relation between the actual
and expected mortality experience, on the one
hand, and investment earnings of the common
stock fund, on the other.

The points to notice about these plans are- (a)
the absolute segregation of the fund (and the bene-
fits) into two parts, neither of which can affect the
other, and (b) the haphazardly variable nature of
the benefit which is derived from the equities por-
tion of the fund.

Much research has demonstrated that, over anv
long-run period, there is a tendency for common
stock values to rise in periods of inflation when
living costs are rising. However, the correlation
between the rise in stock values and in the Con-
sumer Price Index leaves much to be desired, both
as to timing and as to amplitude. Combining
hxed-dollar benefits with the periodic values of
shares m a common stock fund will tend to offset
the rise in living costs, hut only in a very rough and
irregular fashion. *

These plans have been called "the actuary's
dream come true" because they cannot become in-
solvent. If the experience is bad, and the value of
the assets is down, share values diminish and the
pensioners themselves are pinched. If the stock
market rises to dizzy heights, share values in the
eqmty fund go up and pensioners experience sud-

.trh t"^P''"^^P\'^°'^^-^^^^^' prosperity. Under
such conditions the pensioners' budgeting - a
most important element in the success^l meeting
of living prohlems - becomes chaotic and perhaps
ahnost impossible. WiU the "actuary's dream"

niX^™' - r n '"* I ' '^^^'^^^ ^' *^ "pensioner's
nightmare ? Does the prospect of a better average
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performance cdmpensate the pensioner for tiiis con-
tinual uncertaiity?

An individual investor who arrived at retire-
ment age with an accumulation of both stocks and
bonds in bis possession, and who insisted on cash-
ing out a fixed proportion of his stocks as well as
his bonds each; month, regardless of market condi-
tions, would hardly be considered to be managing
his investments properly. Instead of cashing out
bonds (and peibaps even switching into stocks) in
times when thi: stock market is sharply depressed,
he would be following a formula which effectively
precludes investment judgment from entering into
the situation. lYet tbat is how equity-unit plans
operate in fact after the point of retirement. By
segregating tbejfund into watertight compartments,
they preclude judgment from being exercised and
the best results] from being obtained in the invest-
ment of the ovfer-all fund.

Thus the eQuity-unit plans as just described,
even though t^ey go quite some distance toward
the achievemerit of a solution to the problem, suf-
fer from two drawbacks: (i) They involve too
much random fluctuation in the benefits them-
selves. (2) They do not necessarily achieve a very
good result ins(l)far as the over-all investment posi-
tion is concerned.

It is understfbod that the Teachers' plan provides
a retiring memper with the alternative of electing
a fixed-dollar pension in return for the equity units
accumulated up to the time of retirement. This
alternative, lik^ the final-average plan, sufEers from
the defect of ncjt following the inflation beyond the
point of retirejnent, and presents the pensioner
with the choice of two courses, neither of which
provides a very: happy solution.

Despite much publicity, and much interest, these
plans have not become popular among corporations
seeking a realistic solution.

3. "Mutuahfundshare" plans — Sometime pri-
or to the launcjhing of the equity-unit plans just
referred to, an0ther pioneer plan, less publicized
but at least equally effective in meeting the infla-
tion problem, wias established by the firm of Halsey
& Griffith, Inc. In this case, the fund was not
divided into t\ifo compartments. Instead, shares
were purchased on a regular monthly basis in a
large balanced ijiutual fund having both bonds and
stocks in its poittfolio.

Both at the p(j)int of retirement and subsequently,
the retired emijloyee has a series of alternatives,
including (a) thje establishment of a separate trust
to which his n^utual-fund shares are transferred
and from which] he may draw only the income (the
principal heing passed on to his beneficiary) or botb
the income and| a portion of the principal; or (b)
the conversion ojf mutual-fund shares at some time
into an insured' (fixed-dollar) life annuity in one
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of various forms; or (c) some combination of the
foregoing.

While this plan achieves simply and directly
the same general result during the period of ac-
cumulation before retirement as do the equity-unit
plans, it has the advantage that management of
the investment (as between the bond and stock
portions) is in the skilled hands of the directors
of the mutual fund. On the other hand, it has the
disadvantage that after retirement each pensioner
is on his own with his accumulation of mutual-
fund shares and must make his own decisions as
to what he will do with them. There is no actuarial
annuity fund spreading the mortahty risk over the
whole group of pensioners through periodic cash-
ing out of shares.

Thus, while this plan too achieves a considera-
ble advance, it does not meet the test of providing
a benefit which is continuously adjusted in accord-
ance with the cost of living and regularly payable
until death.

Source of Strength
It may be noted that tbe basic principle which

is common to botb the equity-unit and the
mutual-fund-sbare plans is tbat tbey get avî ay
from currency (or bond) investments by invest-
ing a substantial portion of the fund in equities.
It is primarily from this source that they derive
their power to counteract the inflationary trend.
(See EXHIBIT I. The top chart shows that de-
spite two major wars there has been less than a
3% annual growth in the cost of living since
the turn of the century. The middle chart indi-
cates that the capital value of equities has grown
faster than 3% annually over the same period.
The bottom chart shows that the yield on equi-
ties has been well maintained notwithstanding
the sustained fall in bond yields which has oc-
curred in recent decades.)

Perhaps in its approach to the design of re-
tirement plans in the past, the actuarial profes-
sion has erred in expecting always that the most
recent inflation will be the last one, or at least
that the chances of inflation and deflation in the
future arc about equal — that the old dictum
that money is a "store of value" as well as a
medium of exchange will be truer in the future
than in the past, and hence that a pension ex-
pressed in today's dollar terms will very likely
do as good a job 50 years from now as today.

The heart of the problem is the fact that the
value of currency, whether the dollar, the pound
sterling, or any other currency unit, does not
maintain its value over a long period of time,
and hence is not really a veny suitable medium
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in which to express long-term contracts such as
insurance and annuities, or in which to accumu-
late savings.

With this in mind, we must search for a
medium o£ accumulation which grows with in-
flation, even at the cost of .shrinking with defla-

I. GRAPHIC ILLUSTRATION OP THE POWER
OF EQUmES TO COUNTERACT INFLATION
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tion, and which enables an investment income
to be earned. The most obvious answer pro-
vided by today's investment market lies in com-
mon stocks and other forms of real property, as
has been recognized in the two kinds of plans
just described. (Of course, if common stocks
ever again rise in price to the point where their
yield is below that of bonds, it does not follow
that we should blindly stay invested in stocks.)

But with this as a source of counterinflation-
ary strength, the one type of plan imposes on
the individual pensioner the wide, sharp, and
random departures between the cost-of-living
curve and the whims of the stock market; while
the other fails to iptroduce the principle of mor-
tality pooling and thus to provide annuities pay-̂
able until death whenever that may occur — ex-
cept, in each case, at the price of substituting a
fixed-dollar annuity for the counterinflationary
income. How can these weaknesses and limita-
tions be overcome?

Direction of Progress
We can start, then, with the fact that a fund

or combination of funds invested about one-half
in equities can be expected to provide sufficient
capital growth, over the long term, roughly to
offset a considerable part of the inflationary
trend. This provides one key to the design of a
practical plan.

But we must have a shock absorber to take
care of the departures between the cost-of-living
curve and the stock-market-values curve as it
affects the part of the fund invested in equities.
Can't we make a pension fund act as a shock
absorber in this respect?

Actually, pension funds have long served as
shock absorbers, not only for the random fluc-
tuations in mortality, but also for the long-term
trend in mortality, for capital gains and losses
in all kinds of assets, and for factors like irregu-
larities in employee turnover, upward adjust-
ments in salary scales (in final-average plans),
and various other kinds of stresses and strains.
Pension funds have shown a remarkable buoy-
ancy and durability in the face of many such
changes which cannot always be foreseen. This
is natural, since the typical pension fund is large
in relation to its annual pay-out, and sudden
deficiencies or surpluses can arise and be taken
care of over a period of time without damage to
its basic soundness.

The one further step which is needed, there-
fore, is to set up a plan which (a) would ex-



pressly provide benefits geared to the cost of
living and paj^able until death, (b) would fund
the resulting j liabilities partly in equities (sub-
ject to propdr investment management), and
(c) would provide such actuarial safeguards as
are necessary i to protect the employer against
the twin daijgers of overcommitment in the
event of catastrophic losses in the fund or a
"blow-off" inflation.

A New Plan

That step has now been taken. Working
quite independently of each other, G. Warfield
Hobbs, Vice President in charge of the Pension
Trust Divisiort of The National City Bank of
New York, apd the present author, both of
whom have f̂ ir many years been dealing con-
tinuously with practical pension problems, ar-
rived at the same general conclusion about the
outlines of a wbrkable plan — a new plan which
would be suitable for an industrial corporation
and which wOuld retain all the advantages of
flexible funding and other features of the most
successful of today's plans.

The general idea for the new plan was dis-
cussed between Hobbs and G. T. Baker, Presi-
dent of National Airlines, Incorporated, who
referred HobbS to Alexander & Alexander, Inc.,
as consulting , actuaries to National Airlines.
The combined! thinking of those thus brought
together soon led to the actual formulation of
the new plan.

Essential Provisions

The new plan can be outlined as follows:

Investment of Funds. A substantial portion
of the fund will normally be invested in equities,
but flexibility afid freedom of action will be re-
tained in the investment policy to be followed
at any given tiftie.

Retirement 4ge and Commencement of Bene-
fit. Retirement Iwill not be automatic at age 65.
The employee Will be free to retire if he chooses
at any time between ages 65 and 68, and the
company may retire the employee at its option
between these dges. Employment after age 68
will be on a year-to-year basis and only at the
request of the Company. No pension will be
payable until actual retirement.

Early retirement (before age 65) will also be
provided for un^er certain conditions.
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Past and Current Service Units of Pension.
Pension credits accrued in the company's pre-
vious plan will be carried into the new plan at
the outset. For each year of future service up
to retirement (but not including service after
age 65), each member will be credited with a
unit of pension in an amount equal to VA of
1% of the first $300 of current monthly earn-
ings and 1V2 % of earnings over $300 monthly.
(Apart from adjustment to changes in the cur-
rent or future Social Security base, there is no
change in the method of accruing these units
of pension, which follows the concept of the
career-average-earnings plan.)

Each employee, at retirement, will thus have
an accumulation of units of pension determined
as provided by the above formula, combined with
units already accrued under the pre-existing
plan. All these units of pension are adjusted
for cost of living as described in the following
paragraphs.

Cost'of-Living Adjustment in Pension Units
— Up to Retirement. Each unit of annuity so
accrued will be adjusted in the same proportion
as the change in the cost-of-living index during
the period from the year of accrual to age 65 or
earlier actual retirement (but not more than
71/2% times the number of years since accrual,
as a safety feature).

The cost-of-living index figure used for all
purposes connected with the plan is a two-year
moving average based on the Consumer Price
Index for the United States as a whole, as pub-
lished by the Bureau of Labor Statistics. (That
is, the current figure would always be the aver-
age of the most recent two years.)

The total of the units of pension, so accrued
and adjusted, will be the initial amount of pen-
sion if the member retires at age 65. (A further
adjustment will be made if he retires earlier.)

The effect of adjusting each unit of pension,
as described above, is to cancel out the loss of
purchasing power due to inflation over the
period during which the pension itself has been
built up, without going to the extent of basing
the pension on earnings during the final few
years of employment.

(As an alternative, the above adjustments in
units of pension prior to retirement could be
eliminated from the plan, and the initial amount
of pension at retirement could be based on final-
average earnings in tlie last few years of employ-
ment. This would, however, have the same effect
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as carrying back to the beginning of employment
each pay increase due to normal promotion, as
well as each pay increase due to inflationary
adjustments in the economy, and would there-
fore result in a somewhat higher level of benefits
and costs, all other factors being equal.)

Cost-of-Living Adjustment — After Retire-
ment. A "cost-of-living base figure" will be de-
termined for each member when he attains age
65, or at his earlier actual retirement, this be-
ing the current two-year moving average figure
derived from the Consumer Price Index. Every
six months, in April and October, the current
two-year moving-average figure is calculated,
and the amount of the pension is adjusted in
the same proportion that this figure bears to the
member's "base figure."

If the member retires at an age later than 65,
he will (on his actual retirement) commence to
receive the pension adjusted as just described.

Exceptions and Limitations. The above post-
retirement adjustments are, however, subject to
three rules:

1. A lag of 5% on the upside — For example,
if the current average cost-of-living figure is 12 %
above the base figure, 3 7 % increase is made in the
pension. If the current figure later falls to a level
of 5 % or less above the base figure, the increase is
wiped out and the initial monthly amount of pen-
sion is paid (except as noted in the next rule) until
the current average cost-of-living figure again rises
to more than 5% above the base figure.

2. A lag of 10% on the downside — The cur-
rent average cost-of-living figure would have to fall
below 90% of the base figure before any cut is
made in the pension from its initial amount, the
extent of any cut being only the difference between
90% and the actual ratio of the current average
to the base figure. (There have been only two
occasions in the past 130 years when such a reduc-
tion would have resulted from the application of
this rule.)

3. A safeguard against "blow-off" inflation —
The plan provides that in no event can the amount
of pension payable in any six-month period be more
than 5% greater than that in the previous six-
month period. (There is also a corresponding 5 %
limit on the rate of downward adjustments in the
pension each six months.)

Other Provisions. Apart from the above pro-
visions, the plan contains the usual joint and
survivor annuity option feature, an incidental

death benefit, and a number of more or less
standard provisions found in most pension
plans, including the right of the company to
modify or suspend the plan or to terminate it
and distribute the assets then in the fund.

This particular plan is noncontributory on
the part of employees. There would be no par-
ticular problem in adapting a plan of this type
to include a provision for employee contribu-
tions, and in fact a number of interesting pos-
sibilities would be opened up as to the form of
refunds of contributions or vested benefits on
termination of employment. Caution would be
required, however, in safeguarding the fund
aaainst a flood of withdrawals due to mass termi-
nations in a bad recession.

As a possible provision to keep the monthly
benefit nearer the cost-of-living index curve, and
to avoid overpayments due to overrunning a
downswing, a portion of the pension (say 10%)
could be held back until the end of each six-
month period and then paid in full only if the
movement of the index in the meantime had
justified such payment — or paid in a reduced
amount (or not at all) if a sharp drop had oc-
curred in the index.

Were it not for the adjustment to the cost-of-
living index, the plan described would be of
fairly modest design. It is the feeling of those
who have sponsored the new plan, however,
that it is preferable to include permament
counterinflationary features in the plan rather
than to consider what would amount to a tempo-
rary liberalization of benefits, destined only to
become obsolete later through further inflation.

Actuarial Cost Aspects
In studying the growth in consumer prices in

this country over the past 130 years, we have
come to the conclusion that the American econ-
omy has progressed through two distinct phases:
(i) During the period from 1820 until about the
turn of the century, an annual inflation allow-
ance of about V2 of 1% would have been sufli-
cient to provide for the extra costs arising under
a plan of the type presented herein. (2) Over
the last 50 or 60 years, however, the average
annual inflation rate has been slightly on the
high side of 2% annually — but this has been a
period with several major wars, and they have
been largely responsible for this step-up in in-
flationary pressures.

It is reasonable not to expect two world wars
every generation. Moreover, the problems ere-



ated in the Jiast by accelerated inflation have
already brought forces into being to check the
rate of infla
hand,the po

ion in the future. On the other
icy of full employment, which has

now been ac opted as the primary objective of
economic policy in every country, seems likely
to ensure indefinite continuation of conditions
favoring mild inflation. So, on balance, there is
ground for tl^inking that the future may witness
a long-pull ak'erage inflation rate of something
less than 2% annually.

Allowance' for Inflation. In these circum-
stances, we have felt it to be desirable to make
three different kinds of inflation allowances in
calculating cOsts under the new plan:

(1) Apart from the usual allowances for mor-
tality, interest!, terminations of employment, and
normal pay injcreases prior to the accrual of each
unit of pension, a direct allowance for inflation
has been madejin the cost calculations in the amount
of I % annually continuing throughout the entire
future lifetim^ of each member of the plan.

(2) An indirect allowance has been made by
not taking any credit in advance for any of the
growth which piay be expected in the assets of the
fund. Since ^ considerable part of the fund will,
over the years; be invested in equities, and since
these will in themselves tend to reflect inflationary
trends, there $hould be material assistance forth-
coming through capital growth over the long term.
(It will be recklled that this capital growth is vir-
tually the onlj kind of counterinHationary allow-
ance which is inherent in plans of the equity-unit
variety, expressing itself in those plans directly in
the amount of'benefits.)

(3) A safety margin has been retained in the
interest rate used in calculating the costs under
the plan, the rate used being below what might
be expected tol be earned by a fund of this type.

With regard to this last point, there is a most
important relationship between compound in-
terest and inflation which seems never to have
been pointed <but previously, but which, once it
is recognized, may be used to simplify all ac-
tuarial calculation work involving inflation as
well as interest:

Interest and. inflation are the exact reverse of
each other — The amount of a dollar due a year
hence becomes ^ r .02 when paid if the interest rate
is 2%, At th^ same time, the amount that will
have to be paijd a year hence to yield the same
purchasing power as a dollar now is also $1.02 if
the inflation rat^ is z% . Thus, the effect of interest
exactly cancels out the effect of inflation. So in
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deciding how much to deposit today to meet a pay-
ment due in the future, we need to discount only
at a rate which is simply the difference between the
interest rate expected to be earned by the fund and
the anticipated inflation rate.

Retirement Age Arrangements

Although the costs of the new plan, calculated
in accordance with these principles, are higher
than would apply (for the time being) to a
a career-average-earnings plan with no inflation
allowances, a large part of the cost increase has
been offset in the National Airlines Plan through
the change in retirement-age arrangements.

There can be no doubt about the trend to a
longer working career, which is merely a reflec-
tion of the underlying trend to a longer life and
a more fully employed economy. Except in spe-
cial circumstances, it seems wasteful, unneces-
sary, and contrary to the trend of affairs to con-
tinue with the establishment of pension plans
providing for a fixed retirement age of 65 and
for commencement of pensions at that age re-
gardless of whether retirement actually occurs
or not. It is no part of the purpose of a pension
plan to pay retirement benefits along with earn-
ings, whether at the full rate or some adjusted
rate. This is a point on which many plans are
seriously at fault.

The simple fact is that large numbers of em-
ployees are not burnt out at age 65, are not re-
tiring, and are not being retired. Further, as
pointed out earlier, many of today's pension
plans do not offer them enough income to enable
them to retire, even if they wanted to, because
nothing was done to anticipate inflation when
the plans were established.

Such benefits as are provided under many
pension plans in force today are therefore pro-
vided on too costly a basis in relation to the
amount of monthly income which they provide.
It costs about 22% less to provide a dollar of
monthly pension commencing at age 68 than to
provide a dollar of monthly pension commenc-
ing at age 65. Looking at the matter another
way, the amount of monthly pension could be
stepped up hy about a quarter for the same an-
nual cost if commencement of the pension is
deferred until actual retirement at an average
age of 68, which is about the true average re-
tirement age I have observed in quite a large
number of companies that do not make a prac-
tice of forcing employees out at an arbitrarily
fixed age, and is about the average age at which
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Social Security benefits are actually commenced.
Since the new plan is designed to pay grad-

ually more generous amounts of pensions to keep
abreast of the cost of living, it is important for
a company considering its adoption not to over-
look the possibility of offsetting at least a part
of the extra cost in the manner just indicated.
It would be a mistake to think that the new
plan, even with its cost-of-living adjustments,
will lure a very much greater number of em-
ployees out into retirement at an earlier age; it
is not easy for the vast majority of persons to
absorb the immediate cut in income at retire-
ment under any pension plan. And the long-
term trend is toward a longer hie and longer
career anyway. So the possibility of making a
saving on the flexible retirement age feature is
a real one.

Danger Spots
The new plan may perhaps be held by some

persons to expose a company to two kinds of
risk: (i) In the event of a sharp recession, the
assets in the fund may drop too much in value.
(2) In the event of a "blow-off" inflation, the
commitment may be too great. Neither one of
these criticisms is vahd, though each should be
carefully considered.

Sharp Recession. The plan herein suggested
is unique in providing for a reduction in the
pension payable if the cost of living falls sharply.
Since there is a strong tendency for tbe capital
values of equities to fall precipitously and far
only in times of deep depression, there is every
probability that the liabihties would cut them-
selves before very long, if not immediately, even
though the portion of the fund invested in bonds
did not fall in value at all. There are very few
pension plans which have this self-adjusting
tendency. Further, it may be hoped that the
element of prudent management of the invest-
ments, both in switching from stocks to bonds
and in the selection of defensive stocks, would
avert much of the loss.

But even if the worst happened, and the en-
tire value of the equities were wiped out over-
night, the fund would still be well ahead of its
position at the outset of the plan. It is still true
that pensioners do not all grow old suddenly and
draw their entire pensions at once. There is
time for whatever adjustments might be neces-
sary. Given time, the value of the depressed
assets would recover, unless the entire economic

system were crumbling away permanently, in
which case no pension plan could survive. Fi-
nally, if the plan had been soundly drafted, the
only legal liability for the payment of benefits
would be a liability of the fund, not of the
company which set up the fund.

Blow-Off Inflation. The 5% limitation in the
growth of the pension each six months would
hold down the growth in immediate liabilities,
giving time for adjustments, even though the
value of the equities would probably be sharply
up. The plan might become temporarily over-
funded, except for the possibility of continued
"controlled growth" in pension payments. Bene-
fits might no longer keep abreast of a soaring
cost-of-living index. If equity values failed at
the time to respond to the sharply changed eco-
nomic environment, they would probably not
stay very long out of touch with other real values.

But even if this happened, the upward adjust-
ments in pensions could be suspended, as a
stopgap measure, until the underlying forces
had again asserted themselves and pension pay-
ments were able to make up for the lost ground.
These things are not pleasant to contemplate,
but how much better off would be the under^
lying financial condition both of this plan and
of the pensioners under it than in the case of
"guaranteed" fixed-dollar-annuity plans backed
up by assets invested almost wholly in bonds or
mortgages of deeply shrunken value!

It is not the intention of these mental exer-
cises to suggest that calamities of the type just
discussed are actually ahead, but rather to note
that the new plan appears to have at least as
good a chance of surviving them, and continu-
ing to do its job, as plans currently being writ-
ten. Especially in the case of the more severe
inflation (which I believe is perhaps the greater
hazard of the two), the new plan would seem
to provide a vastly better promise of conserva-
tion of values than do the majority of today's
pension plans.

Insured vs. Trusteed
The question will undoubtedly arise whether

insurance companies, as well as trustees, can
provide benefits of the type herein described.
At first glance, this may seem unlikely. But we
should remember that the idea of the deposit
administration plan, and the adaptation of profit-
sharing plans to insurance, may also have seemed
improbable a few years ago.



An intriguing possibility which should raise
no problems ot administration to an insurance
company, andj which would tend to keep the
payment of insurance and annuities nearer to
a constant purbhasing power than the approach
now used, woijld be to pay benefits determined
by a compound interest curve. Thus, if it is
desired to provide a death benefit in the indefi-
nite future, having a purchasing power equal to
$i,ooo in today's dollars, the amount actually
paid one year from now would be $i,ooo
(i -\-r), two yiears from now $i,ooo (i + r)^,
and so on, wljiere r is the inflation allowance
written into the contract. Exactly the same prin-
ciple would ^pply to annuity payments, the
amount of eadh successive payment advancing
along the same; compound interest curve.

This approach could not be guaranteed to keep
close at all tinges to the Consumer Price Index
curve, but it i|vould have the following strong
advantages:

(1) The amount to be paid out would be much
more likely to hie sufficient to achieve the purposes
01 the policy, at the time it is paid out, than is the
case under today's contracts.

(2) The amount to be paid at each point of
time could be definitely fixed in advance, written
into a contract, and guaranteed.

(3) Costs coiiild be readily calculated according
to simple actuairial methods.

(4) The method does not require equity invest-
ments or any ot
mry conflict wi

special investment policy which
h legal restrictions or the liquidity

p'eferences and! needs of the insurance company.

In making tljis suggestion, I do not pretend at
all to have exhausted the possibilities which the
new plan offer$ to insurance companies. If the
plan herein described is found to be as successful
as is hoped, weican be sure that the ingenuity of
the insurance ajid consulting actuarial world will
not be at all sloW in finding other ways of adapt-
ing or modifyirjg it through combined insurance
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and trust funds, deposit administration arrange-
ments, and so forth.

Conclusion
There will be various situations in which the

new cost-of-living pension plan will not fit very
well. It should not be adopted by any company
without an understanding of its workings and its
limitations, both by those who may come to spon-
sor it and those whose happiness and security in
their later years will depend on its success.

The cost of and the real security provided by
any pension plan depend largely on the ability
and the soundness with which the investment of
the fund is handled. Perhaps this point should
be given special emphasis in the case of this
particular plan.

To the extent that there is anything new in this
plan, it represents a synthesis which has been
many years in the making. The author of this
article has pondered deeply the problems of in-
flation as they affect pension plans, and the vari-
ous attempts which have been made to meet
these problems.

Many of the methods and relationships which
are involved in this plan were previously estab-
lished by those early and very great actuaries who
developed the final-average-earnings plan along
with the actuarial calculation methods associated
therewith, by the early pioneers of the mutual
fund, as well as by our more modern pioneers
of the equity-unit plan.

The plan which has been described here
would perhaps be less necessary, and less likely
to be successful, were it not for the development
and wide acceptance of full-employment eco-
nomics, with their accompanying tendency to a
continuation of inflationary conditions. With all
these factors as a background, the plan represents
an attempt to adapt known methods and relation-
ships to this modern-day environment, and to
achieve the sound objectives of a practical retire-
ment plan in harmony with this environment.






