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DISCUSSION

GUILFORD C. BABCOCK*: This article by Bicksler and Chen sets up the logic
of two extreme positions on pension fund management, points out that neither
is consistent with the real world, and thus seeks a reconciliation between “theory
and practice” based on the existence of some market imperfections.

* University of Southern California.
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The issue is a classic confrontation between town and gown: on the town side
we have the fastest growing pool of capital in the world—corporate pension
funds—which currently invest in stocks and bonds on roughly 50-50 basis, and
on the gown side we have both the pure stock advocates (like Sharpe) and the
pure bond advocates (like Black and Tepper). The academics seem to take an
either/or approach while the practitioners have found a happy medium. In any
event, there is no question about the significance of the issue: billions of dollars
are involved, a plethora of articles have appeared, yet a gap still exists between
theory and practice.

The paper first establishes the significance of the issue by citing figures on the
explosive growth of pension assets and an example of a respectable company like
General Motors which had unfunded pension liabilities equal to 25% of its net
worth at the end of 1982. It then reviews the impact of some of the major
provisions of ERISA, but notably the creation of the Pension Benefit Guaranty
Corporation (PBGC) which gurantees up to 85% of the workers’ benefits for a
fixed fee. This provision extended the liability of the sponsoring company beyond
the assets of the pension fund, but it limited this extension to 30% of the
company’s net worth. This limitation is the basis for viewing the fixed cost of
insurance as the cost of a put option or contingent claim on the PBGC. The
economic value of this put increases as the need for insurance increases. There-
fore, according to the theory, portfolio managers are encouraged to provide a
minimum level of assets to fund their pension liabilities and to use a maximum
level of risky assets, that is, volatile common stock. This is the essence of the so-
called mini-max strategy which is one of the academic positions.

Bicksler and Chen meet this argument by pointing out that plan termination,
which is implied by this strategy, is not without some “deadweight losses.” These
include legal expenses in dealing with unhappy workers, early interference from
the PBGC, and later problems with the IRS. The cumulative effect of these costs
would be to diminish the value of the put and to turn down the left edge of the
author’s saucer-shaped curve. This would force at least the local optimum to an
inferior position.

One thing the paper does not do is establish firmly the relevance of the
underlying model, i.e., the motivation of financial managers to maximize the
value of a put which means, in effect, driving the “augmented pension assets”
below the liability of the vested benefits. Since these “augmented” assets include
up to 30% of a firm’s net worth, it seems to me that there may not be many firms
in such desparate straits and fewer still that would pursue a policy to put
themselves there.

The tax-effect argument advanced independently by Black and Tepper leads
to a conclusion which is opposite to the insurance argument advanced above.
The tax-effect argument depends only on the deductibility of company contri-
butions and the exemptibility of investment income. Under this scenario, a
company is led to a maxi-min strategy which means a maximum level of funding
using a minimum level of risky assets, i.e., high yielding bonds. In effect, a
company has the opportunty to hide liquid assets from the tax man. Bicksler and
Chen find an interior solution for this argument as well as by questioning the
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assumption of previous authors that the marginal tax benefit is constant. As that
benefit diminishes, the right edge of the saucer-shaped curve is turned downward
and another corner solution is driven inward.

Once again I have no trouble with the direction of the argument, but it is
difficult to evaluate its significance since the authors do not establish a scale
factor on either the X- or Y-axis of Figure 1. For example, the tax rates cited are
only marginal on corporate incomes under $100,000. Therefore, we are still left
to wonder why the vast majority of American corporations do not pursue the tax
advantages offered under ERISA. We are also left to wonder, without a scale
factor on Figure 1, whether the insurance effect is comparable to the tax effect.
That is the crucial question of the tradeoff.

In summary, Bicksler and Chen have provided a useful summary of both the
literature and the practice of portfolio management since the passage of ERISA
in 1974. They have also identified, if not quantified, certain additional costs
(market imperfections) which tend to modify the contingent-claims approach to
conform with the real world. Their arguments would be strengthened by showing
more clearly the motivation of portfolio managers toward such claims and by
providing data to show where real firms lie on their scale of funding.
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