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Foreword

EBRI's Education and Rescarch Fund sponsored its seventh policy
forum on May 20, 1982. The public policy topic selected for this
forum’s discussion was “Defined Benefit/Defined Contribution Plans:
Understanding the Differences.” Attention focused on ecach of these
plan’s ability to secure adequate retirement income for plan partic-
ipants.

Recent Internal Revenue Service data indicate that a high propor-
tion of new retirement income plans are the defined contribution
type. This suggests that the relative attractiveness of defined contri-
bution and defined benefit plans is changing. This trend results, in
part, from federal government regulations that have encouraged de-
fincd contribution plan growth and inhibited defined benefit plan
growth. For example: The 1974 Emplovee Retirement Income Se-
curity Act, 1975 Tax Reduction Act, 1978 Revenue Tax Act, 1980
Multiemployer Pension Plan Amendment Act, 1981 Economic Recov-
ery Tax Act and 1982 Tax Equity Fiscal Responsibility Act have all
contributed to increased interest in the defined contribution ap-
proach (i.e., money-purchase pension plans, profit sharing plans, thrift
plans, employee stock ownership plans, individual retirement ac-
counts, simplified employee pension plans).

Other forces have also enhanced the present attractiveness of de-
fined contribution plans. These include: (1) the economic effects of
inflation, recession and the need for capital; (2) the impact of recent
major changes in family structure and employment patterns on work-
ers and the resulting increased interest in flexible benefit program
arrangements;* and (3) broad advertising efforts which encourage
workers to contribute to individual retirement accounts (IRAs).

The recent emphasis on defined contribution plans, however, has
developed without a thorough examination of the potential effects
that such policy changes may have on future retirement benefit levels.
In order to responsibly prepare for their own welfare and the welfare
of all future retirees, policymakers, plan sponsors, employees and
their families must examine carcfully the strengths and weaknesses
of cach retirement plan alternative.

Since pensions are based on lifetime work experiences and income,
the ultimate effects of current shifts in plan development may not

"*Emp]_o_vce Benefit Research Institute, America in Transition: Implications for Emplovee
Benefits (Washington, DC, 1982).
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Introduction

Robert D. Paul

The form our nation’s retirement income programs should take is
a topic that is exciting the interest of just about everybody in America.
The articles in this volume discuss defined benefit and defined con-
tribution plans under different guises. Three broad trends are con-
tributing to a heightened interest in the structure of retirement
programs.

The first trend involves legislative changes which have an impact
on the economy. One of these is the individual retirement account
(IRA) legislation, which is encouraging people to save for retirement
through tax-deductible contributions to IRAs or through qualified
voluntary contributions to employer-sponsored plans. A second leg-
islative change is the 401(k) salary reduction program. This allows
tax sheltering of up to 15 percent or more of income. A third change
that has affected trends in defined contribution and defined benefit
plans involves the Pension Benefit Guaranty Corporation (PBGC) and
its insurance requirements for defined benefit plans.

A second trend involves Social Security. Discussions about Social
Security’s finances are creating greater interest in retirement pro-
grams which complement the Social Security system. The papers in
this book assist in developing a better understanding of the alter-
native methods available to deal with this question.

The third trend reflects the demographic and social changes that
are forcing people to reexamine the question of which pension serves
their needs best—defined benefit or defined contribution plans. Those
of us who were around in 1949-1950, when the private pension move-
ment was reborn, know that most people who were in their forties
and fifties at that time had lived through a depression and did not
have private savings. They did not know about defined contribution
plans. Defined benefit plans were negotiated because they allowed
past service credit to be granted for years of work prior to plan cre-
ation. This permitted workers to obtain meaningful benefits after a
short period of additional work.

Today, workers who are cntering the labor force for the first time
arc exposed to a different type of environment. Private defined benefit
plans and defined contribution plans are now taken for granted. Past
service is not as important in the minds of today’s young workers,



because they have a full career in which to earn a retirement benefit.
Thus, people are asking themselves: Which pension is the better al-
ternative? Which retirement income components offer an effective
blend? Do we nced both defined benefit and defined contribution
plans?

Moreover, there are more and more two-worker families. Both
members of such families may consider individual savings oppor-
tunities as well as the questions surrounding the options of defined
contribution and/or defined benefit plans.

Finally, there is the general question of whose responsibility it is
to provide retirement income. Is it the government’s responsibility?
Is it the private employer’s responsibility? Is it the individual's re-
sponsibility? Or is it the responsibility of all three parties?

There is increasing emphasis today on the notion that it is up to
individuals to provide a greater portion of their own retirement in-
come security. This is also contributing to our reexamination of the
issues surrounding the question of Economic Survival in Retirement:
Which Pension Is for You?



Defined Benefit and Defined
Contribution Plans: An Overview

Charles Lambert Trowbridge

In terms of the number of American workers covered, the dominant
form of retirement plan has long been the defined benefit pension plan.
Almost as old is the monev-purchase pension plan—another type with
a different rationale. Since the carly 1960s, money-purchase plans—
together with profit sharing and thrift plans—have been called de-
fined contribution plans. The defined benefit/defined contribution di-
chotomy emphasizes the primary distinction between the two types.

The first section of this paper is a discussion of the “Similaritics
and Differences” between defined benefit and defined contribution
plans. To the differences commonly recognized, the paper adds the
thought that the two plan types have adopted different definitions of
individual equity.

The second section, “A Brief History of Defined Contribution Plans,”
discusses how these plans have fared in competition with the defined
benefit arrangement.

In the third section, “The Impact of Inflation,” a mathematical
analysis is provided in which the pension benefit of a defined con-
tribution plan is expressed in defined benefit form. This section il-
lustrates the differences noted in the first section and examines the
impact of inflation on the two plan types.

In the section entitled “Recent Developments,” the paper examines
the environment in which retirement programs exist today and it
discusses recent developments which seem to alter the relative at-
tractiveness of the two plan types.

The final section expresses the writer’s personal viewpoint and his
conception of an appropriate public policy with respect to pensions
in general, and with respect to defined contribution plans in partic-
ular.

Similarities and Differences

Almost from the beginning of public and private retirement pro-
grams in the United States, pension plans have developed along two
relatively distinct lines.



The type that covers the larger number of workers defines the amount
of retirement benefit through a formula recognizing salary, service
or other variables.! This arrangement has come to be known as the
defined benefit retirement plan.

The contrasting type calls for specific employer and employee con-
tributions, accumulates these contributions in individual accounts
and defines the retirement income for any retiring worker as the
amount of pension his account will purchase at date of retirement .
This arrangement was commonly termed the money-purchase form
of pension plan up until the early 1960s, when the more descriptive
defined contribution terminology was suggested.?

It should be recognized that defined contribution includes, in ad-
dition to the money-purchase pension plan, several other arrange-
ments that have similar characteristics. Profit sharing and thrift plans
define the contributions somewhat differently and have a somewhat
different purpose, but they operate much like the money-purchase
plan during the worker's active years. A savings fund, which an in-
dividual sets up for himself for retirement purposes, is vet another
defined contribution form. In the remainder of this paper, defined
contribution includes profit sharing and thrift plans, and occasionally
it includes plans that are independent of an employer. When only the
pension form is intended, the older money-purchase terminology will
be used.

Similarities—Defined benefit and defined contribution plans have
much in common. A list of the more important similarities includes
the following:

(1) Both are employee benefit plans. Employees may or may not contrib-
ute, but there is a substantial contribution by the employer. Today,
the employer contribution is viewed as a deferred part of the compen-
sation package.?

(2) Animportant objective of both defined benefit and defined contribution
p J ‘
plans is the orderly retirement of workers.*

(3) Both build up substantial pools of invested assets, the carnings on
which serve to reduce the contributions or to increase the benefits.
Private pension or profit sharing plans of either type are important
sources of capital investment, and they are a constructive force toward
a healthy economy.

Differences—The most striking differences are: (1) a distinction in
underlying reasoning or rationale; and (2) several important but more
technical differences that flow from (1).

4



(1)

(2)

Differences in Rationale—Most authors have presented the basic dis-
tinction as one of contrasting employer commitment.5 In the defined
benefit arrangement, the employer undertakes to provide for any spec-
ified employee a clearly stated retirement income. In a defined con-
tribution arrangement, the employer undertakes to make clearly specified
contributions to an individually allocated investment account. These
two kinds of employer commitments are in sharp contrast, and they
arc usually mutually exclusive. In defined benefit arrangements, the
employer contribution in the aggregate is to be worked out over the
future (and is often undeterminable as to any specific employee). In
defined contribution arrangements, it is the amount of the individual
pension benefit that is left to the future.

Another way of looking at the differences in underlying rationale is in
terms of individual equity within the emplover transfer.® In any em-
ployce benefit plan, the employer pays part of the payroll in other than
immediate cash. This transfer from employer to employee within a
pension plan is the basis for the concept that pensions are essentially
a form of deferred compensation. Questions of equity between individ-
ual workers in an employee benefit plan, therefore, come down to a
matter of individual equity within this portion of the compensation
system.

Assuming that the cash or money wage structure fairly compensates
cach employee for his or her efforts, the employer contribution under
a money-purchase pension plan (almost invariably a flat percentage of
the cash salary or wage) must also be viewed as equitable. That the
employer contributes the same percentage of pay for every covered
employee is a philosophical strength of the defined contribution ar-
rangement. The underlying principle of equity is that individual work-
crs enjoy benefits of equal value.

There is, however, a competing view. In defined benefit pension plans,
as in most group insurance arrangements, the principle is one of equal
benefits. Equal benefits are rarely the same as benefits of equal value,
because employees vary as to age, sex and other risk characteristics.

In summary, defined contribution plans define individual equity in
terms of equal employer contributions and accept the necessarily un-
cqual benefits that equal contributions provide. Defined benefit plans
define equity in terms of equal benefits and accept the necessarily
unequal employer contributions.

Other Differences—The distinctions between the defined benefit and
defined contribution forms are importantly those of contrasting ra-
tionales and different views as to individual equity. These, in turn, lead
to some more technical differences:

(a) A defined contribution plan, in its pure form, is necessarily pro-
spective only in nature. Benefits can arise only from employce and
employer contributions, and there can be no contributions until
the plan begins. Salary or service prior to a plan’s beginning is

wun



(b)

ignored. In contrast, a defined benefit plan can—and usually does—_
recognize in its benefit formula, service with the employer before
the plan’s inception. It is, therefore, retrospective as well as pro-
spective. An important part of the employer contribution in the
early years of the plan goes toward the payment for pension benefjts
earned before the plan came into existence.

Another difference lies in which of the two important parties, the
employer or the employee, bears the uncertainties which surround
any pension arrangement. To the employee, the most Important
matter is likely to be the level of benefits. The defined benefit ar-
rangement speaks to this concern directly (although the response
may well be in terms of parameters that cannot be immediately
quantified, or assumptions that may not hold). The defined con.
tribution arrangement is much less specific as to benefits, since
benefits depend on the investment performance of the pension in-
vestments (and often on future profits as well).

To the employer, the overriding consideration may be the level of
employer contributions. Here, it is the defined contribution ar-
rangement that answers the concern directly. As a percent of pay-
roll (or of profits), the answer is clear. The defined benefit
arrangement throws an important degree of uncertainty into future
employer contributions. These will depend upon several factors not
within the control of the employer.

Investment performance, good or bad, is borne by the employees
in the defined contribution arrangement and by the employer in
the defined benefit arrangement. In a sense, the employees own the

assets in the first case, the employer owns the assets in the second
7
case.

In summary, a risk-averse employer may well prefer a defined con-
tribution plan, while a risk-averse employee logically prefers the
defined benefit plan. An employer or employee who is optimistic
about future investment results and is not risk-averse may have
opposite preferences.

(3) Less Important Differences—Compared to the primary difference in ra-
tionale and to the two immediate consequences first discussed, the
other differences sometimes noted are more technical.

(a)

(b)

The defined contribution arrangement is much simpler, involving
little more than a simple allocated savings fund prior to retirement
and individual life annuity principles thereafter. Adjustments for
early or late retirement, for vested withdrawal prior to retirement,
for optional forms of retirement income, are all straightforward.
These can become confusing or complicated matters in the usual
defined benefit plan. The simpler defined contribution plan may
be better understood by all concerned.

Because of the empbhasis on the individual employee account, set-
tlement in the form of cash at retirement is often permitted in the
profit sharing and thrift forms of defined contribution plans. The



tendency for retiring employees to take cash (in preference to a
monthly life income) is so strong that many defined contribution
plans have only minimal mechanics for life income settlements.
Whatever pension possibilities these plans might have are not fully
exploited, and they become simply tax sheltered savings vehicles.

(¢) The defined contribution rationale leads to a different mix of an-
cillary benefits than are typically found in defined benetit plans.

— Many belicve that it is important for the preretirement death
or withdrawal benefit in both plan types to be no less than the
accumulation of employee contributions with interest; but the
same argument pertains to employer contributions only in the
defined contribution plan type.

— Even if the time at which vesting occurs is similar, the vested
benefit is likely to be different in the two plan types. The defined
contribution vested withdrawal benefit, based as it is on em-
ployer contributions to date, will eventually be a higher per-
centage of the full career benefit than the defined benefit vested
benefit, based on pension earned to date. The reverse will be
true during the early years of a defined contribution plan, if
there were employees with considerable past service when the
plan started. There is also some tendency for defined contri-
bution plans to become vested faster, and it is easier to combine
vested benefits from two or more employers.®

(d) By its very nature the defined contribution plan is fully funded,
therefore, concern as to the security of employee pension expec-
tations is not the problem that it has proved to be in defined benefit
plans. The fully funded nature of the defined contribution arrange-
ment is, of course, the direct result of its nonrecognition of past
service. A future-service-only plan of the defined benefit type may
well be fully funded too.

(e) Inflation has a different impact on defined contribution and defined
benefit plans. A fuller discussion of this matter will be left to a later
section.

A Brief History of Defined Contribution Plans

To the author's knowledge, a thorough history of pension plan de-
velopment has not been attempted. Especially the history before 1950
has not been fully researched. Nonetheless, it is reasonably clear that
both defined benefit and defined contribution plans had their begin-
nings prior to 1900.

The earliest retirement programs were for those in military service,
for policemen and firemen, for transportation and other industrial
workers and for college and public school teachers. The defined ben-
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efit design was the more common, especially in those well established
private industries with a substantial number of long-service workers.
Whenever the problem was perceived as the orderly retirement of
workers already old, the past service feature of the defined benefit
plan made it the logical choice. Some employers, however, went the
money-purchase route, especially state and local governments, edu-
cational, religious and charitable organizations. Whenever the em-
ployer was closely tied to a budget, the money-purchase idea was at
least considered.

An important development, which in time influenced all pension
plans for educators, was the formation of the Teachers Insurance and
Annuity Association (TIAA) in 1918. The TIAA offered a fully vested
moncy-purchase arrangement to institutions of higher education.
Smaller colleges could join a large multiemployer plan and easily
accommodate a teacher moving from onc educational institution to
another—this proved to be one of TIAA's most attractive features.

Public school teachers were not eligible for TIAA, but in many parts
of the country they set up plans of the same general type. Plans for
ministers and other churchmen, for employees of other 501(c)(3) or-
ganizations and for some classes of public employees tended to follow
money-purchase principles. Other public employee plans, especially
those covering firemen, policemen and federal employees, adopted
the defined benefit approach.

Social Security, initially covering only employees of business and
industry, came into being in the late 1930s. In itself a defined benefit
plan, Social Security had the effect of encouraging the development
of private sector defined benefit plans coordinated or integrated with
Social Security.® Defined benefit plan development had another im-
petus after 1949 when it became clear that pensions were subject to
labor negotiation.!® Unions then, as now, clearly preferred noncon-
tributory defined benefit plans.

Shortly after World War II, the deferred profit sharing plan made
its appearance.'! Profit sharing plans are necessarily defined contri-
bution, though they have characteristics a little different than those
of the older money-purchase arrangement. The concept that the own-
ers might share with the employees the profits of the enterprise caught
on, especially when it was realized that the profit sharing idea had
pension potential. Plans of this type developed particularly where the
enterprise was small, new and not too well established. There were
also a few very large and very successful firms that chose the profit
sharing route in preference to defined benefit.!? Others supplemented
their already established defined benefit plans with profit sharing.

8



Still others, especially within the oil industry, established thrift plan
supplements to defined benefit pension plans.

It seems likely that the great majority of new defined contribution
plans during the 1950s and 1960s were of the profit sharing type and
that the average size was small.'* Nonetheless the sheer number of
such plans was very large, and the profit sharing type of defined
contribution plan competed vigorously with the defined benefit idea
through the period.

The older money-purchase form of defined contribution plan did
not grow nearly as fast, vet it held its own in those areas where it
had carlicr become established. The TIAA came to dominate pensions
for college and university teachers, and in 1952 introduced the var-
iable annuity through its companion, College Retirement Equities
Fund (CREF). By then, it was recognized that a level pension might
well be unsatisfactory in inflationary times. The variable annuity was
based on the assumption that common stock performance is posi-
tively correlated with inflation, as seemed to be documented by a
study of the pre-1950 period.'*

Since its introduction, the variable annuity has achieved only par-
tial success. A high percentage of TIAA-CREF participants have clected
the equity or variable option. Outside of TIAA-CREF, there has been
a lot of variable annuity interest, but disappointing growth. Variable
annuities would have done better if the stock market had performed
as hoped and if certain obstacles to variable annuity marketing had
been avoided.!®

More recent defined contribution history includes: (1) the coming
of the so-called tax sheltered annuity; (2) the development of Keogh
(H.R.10) plans for the self-employed; (3) the idea of a target plan,
defined benefit in concept but defined contribution in actual opera-
tion; (4) individual retirement accounts (IRAs); and (5) salary reduc-
tion or 401(k) plans.

For the moment, we leave this sketch of the history of defined
contribution plans in the middle seventies, just after the passage of
the 1974 ERISA. In 1977, there were more defined contribution plans
than defined benefit plans, but more defined benefit plan participants
than defined contribution plan participants.!® Statistics to be pre-
sented by a later speaker indicate that a majority of defined contri-
bution plans are profit sharing, but that the number of money-purchase
pension plans is nonetheless substantial. Keogh plans for the self-
employed are likely to be money- purchase plans.



The Impact of Inflation

Both defined benefit and defined contribution forms of retirement

programs have proven their worth under stable economic conditions.
Since the mid-sixties, however, rates of price inflation, wage inflation
and interest have been high and erratic. This section examines the
impact of inflationary cconomic conditions on the two plan types,
and analyzes the inflation-adjusting mechanisms built into cach. The
at-and-before-retirement phases will be studied first, followed by a
look at both defined contribution and defined benefit programs after
retirement.

Replacement Ratios at Retirement

(1) Defined Benefit—The benefit formula under a defined benefit plan typ-

ically recognizes both employee compensation and years of service,
Though there is great variety in detail, a genceralized and simplified
formula representing the initial pension benefit at retirement age r
under a typical defined benefit plan is:

B =K (r—e) AE
Where:

B is the benefit at retirement.

K is a constant, usually expressed as a percent, and often in the
range from 1 percent to 2.5 percent.

r  is the retirement age.

e is the age of plan eligibility, usually close to age of hire.
r—eis then the number of years of eligible (or credited) service at
retirement.

AE is average earnings, some function of the employee’s pay history
prior to retirement.

It is worth special mention that r—e usually includes years of service
prior to the establishment of the defined benefit plan, and AE is typ-
ically a simple nonweighted average of pay over the last (or highest)
n years prior to age r. In many of the earlier defined benefit plans, n
was defined as r— e, and AE became the average over the worker’s entire

career with that employer; but # tended to shorten as inflation became
a problem.

The ratio that the benefit at retirement (B) bears to the employee's

earnings at the time of retirement (E,} has come to be known as the
replacement ratio (R).

R =B/E, = K (r—e¢) AEIE,

It will be seen at once that for an employce with a level pay history
AE = E,, and R is proportional to years of eligible service.



Level pay histories are a rarity, however, most exhibit a sharply in-
creasing trend. The carnings ol an emplovee can be thought of as in-
creasing at an annual ratey, where v has an individual component (y,)
related to experience, training or promotion, a productivity component
(v>) related to nationwide or industrywide gain in real earnings and
an inflation component (vy3).

Clearly, AE/E, <1 il annual carnings increase with age. The longer the
averaging period (1), and the higher the salary increase rate (y), the
smaller the ratio AE/E,, and the <maller the resulting replacement ratio.

In recent vears, there has been a tendency to counteract the deterio-
ration in replacement ratios caused by high values of vs by shortening
1. Today, 1 is seldom longer than five vears, it is not uncommon for n
to be as short as three years, and in a few cases it has dropped even
lower.

Table 1 shows the ratio of average carnings to final carnings for various
values of the averaging period 17 and (or various values of the carnings
increase rate vy.

Very recently another technique has developed, one that combats the
low replacement ratio caused by high values of v in another way. If
carnings are indexed by rates of general salary increase before they are
averaged, a long averaging period may prove satisfactory. This wage
indexing technique has been a feature of the Social Security benefit
formula since 1977, and has since spread to a small minority of private
defined benefit plans.

(2) Defined Contribution—The defined contribution arrangement defines
the initial pension benefit (B) in terms of: (1) the contributions made
by or on behalf of the individual worker; (2) the actual experience as
to investment performance; and (3) the assumed mortality table and
interest rate employed for the conversion of the employee account into
a pension at retirement.!” It is possible, however, 10 express the initial
pension benefit from a money-purchase arrangement in defined benefit
form: in this way, the resulting replacement ratios can be compared.
This rather untraditional way of looking at defined contribution math-
ematics clarifies the main differences between defined contribution and
defined benefit arrangements, especially their differing mechanisms
for adjusting benefits to inflation.

TABLE 1
Ratio of Average Earnings to Final Earnings in a
Defined Benefit Plan (AE/E,)

n ¥ = 2% v = 4% v= 8% v=12%
3 980 962 938 897
5 962 926 862 .807
10 916 844 725 633
30 761 .599 405 311

a6t o 0 o0

11
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Appendix A demonstrates that the money purchase B can be expressed
as:

(c!f)(r—a) AAE

where cff is a constant, r—a is the years of contributions (taking the
place of r—e, years of cligible service), and AAE is average accumulared
earnings.

The substitution of r—a for r—e is important in the carly years of the
defined contribution plan and reflects the prospective or future service
only feature of all pure defined contribution plans. The distinction is
meaningful, however, only if the number of eligible service years in
defined benefit plans varies systematically from the number of con.
tribution years in defined contribution plans.

Two additional distinctions are found by contrasting AAE with the AE:

(a) The average carnings (AE) used by defined benefit plans depend on
an averaging period which can be as short as one year or as long
as the worker's full career. The average accumulated earnings (AAE)
implicit in the way defined contribution plans calculate benefits at
retirement is invariably based on average earnings over all years
of contributions (¥ — a); for those hired after the defined contribution
plan starts, this is the average over a full career.

(b) In computing the AAE, the contribution amounts are accumulated
with investment earnings to retirement before the average is cal-
culated.'”® The value of AAE at retirement, therefore, depends on a
stream of investment earnings that is uncertain at the time of con-
tribution. The defined contribution replacement ratio derived in
Appendix A is stated as: R = B/E, = (c/f)(ir—a) AAE/E,. Just as in
the defined benefit situation R varies with the ratio of average 1o
final earnings. Unlike AE/E, which produces the value of the pen-
sion benefit at retirement in a defined benefit plan, AAE/E, is often
greater than 1. Furthermore, AAE/E, will exceed unity if the rate
of return on investment exceeds annual salary growth.

More often than not the defined contribution average accumulated earn-
ings will exceed the defined benefit average earnings. 1t will invariably
do so if the averaging periods are the same and the yield on investment
is positive.!?

Table 2 exhibits the ratio AAE to E,, for the same values of y as in Table

1, for r—a = 30, and for several values of the actual investment return
5.

Table A-1 in Appendix A illustrates the replacement ratios for a 10
percent-of-pay defined contribution plan. Note that the replacement
ratio varies with the difference between the rate of return on investment
and the rate of salary increase. Table A-2 extends Table A-1 by showing
percents of final pay per year of contribution.



TABLE 2

Ratio of Average Accumulated Earnings to Final
Earnings in a Defined Contribution Plan (AAE/E,)

) y = 2% vy = 4% v =8% vy = 12%
49% 1.357 1.000 599

6 1.881 1.348 766 489
8 2.656 1.857 1.000 .609
10 3.811 2.603 1.333 772
12 3.705 1.812 1.000

(3) A Comparison—We have noted that both defined benefit and defined
contribution arrangements adjust the benefits at retirement for infla-
tion prior to retirement. Both plans make this adjustment by taking
wage inflation into account—this is done through an average of the

employee’s earnings.

The resulting replacement ratios can be summarized as follows:

Replacement ratios are:
Proportional to
Proportional to
Proportional to ratio of
average to final

Average based on final period

Indexing before averaging?

Defined
Benefit

K
r-e

AEJE,

No

Defined
Contribution

clf

r-a

AAEIE,
r-a
Yes, by invest-
ment return

Several other differences, however, have so far been obscured by treat-
ing c¢/f as a constant. The rate of contribution, ¢, will usually be a
constant if the defined contribution plan is a money-purchase plan,
but it may not be constant in a thrift plan and will nearly always vary
in a profit sharing plan. Morcover, the denominator, f, is the adjustment
factor that annuitizes the worker’s accumulated pension assct. This
factor is a function of: (1) the retirement age; (2) the form of life income
chosen; and (3) the mortality table and interest rate assumed. As a
result, f may also depend upon: (4) whether the retiree is male or female.
Defined contribution retirement ratios are much more sensitive to these
matters than are defined benefit ratios, which may reflect (1) and (2),
but never (3) or (4). There will be more incentive for an employee to
retire late or (more barriers to retiring carly) in a defined contribution
arrangement. Retirement ratios will be smaller for women than for
men. Appendix Table A-3 illustrates the magnitude of the adjustments
in defined contribution replacement ratios for these various factors.
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Benefit Adjustment After Retirement—Until recently pensions were
commonly thought of as level in amount. If prices remain stable,
there is no real need for adjustment once the pension has started.
Recent experience, however, has demonstrated that prices increase,
sometimes at very high rates, and that a level pension rapidly loses
its purchasing power under conditions of inflation.

A dircct and automatic after-retirement inflation adjustment be-
came a feature of Social Security in 1972; and this was a part of some
federal government employee plans even carlier. Although some pri-
vate plans have expended considerable effort on the inflation prob-
tem, they have found it difficult to match the federal government’s
mnflation-adjustment efforts.

We have already noted the development of the variable annuity as
carly as 1952. Inflation was not much of a problem in the 1950s, and
the real reason for introducing the variable annuity may have been
the relative attractiveness of investment in common stocks. Still, the
variable annuity concept was presented as a solution to after-retire-
ment inflation—a problem that was destined to become much more
pressing.

(1) Defined Benefit—Private sector defined benefit plans did relatively little
about this matter until inflation heated up in the middle sixties. The
possibility of automatic adjustment to the consumer price index (CPI)
was certainly considered (particularly after the 1972 Social Security
Act Amendments). Most plan sponsors considered such adjustment much
too expensive, however, especially because employer contributions were
already rising to reflect pay inflation prior to retirement.

Increases to pensions that were already in effect were not uncommon,
but usually they were provided in some ad hoc or nonautomatic man-
ner. Dollars-per-year-of-service plans, commonly negotiated by unions,
olten extended improvement won at the bargaining table to workers
already retired. Other plans occasionally granted catch-up benefits to
retirees. Relatively few defined benefit plans incorporated automatic
cost-of-living increases, and there was ncarly always a cap placed on
the percent of increase. A few more adopted the variable annuity prin-
ciple.

It has been shown that employer contributions as a percent of payroll
can be relatively independent of the inflation rate, even though inflation
adjustment is carried into retirement years.?’ This occurs, however,
only if interest rates fully reflect salary inflation and if salarics increase
at least as tast as prices. In recent vears, interest rates have been ex-
tremely high; and defined benefit plans may find it more feasible to
adjust pension benefits after retirement than they once did. On the
other hand, the same high interest rates have created an economic
cuvironment where employees in troubled industries must settle for
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less rather than more. One would question whether there is much
likelihood of significant increases in retired life pensions in the near
future.

Defined Contribution—The issuc of inflation adjustment after retire-
ment is different when viewed from a defined contribution perspective.
The possibilities are more limited in one sense, less so in another.
We have seen that the defined benefit plan’s ability to handle the prob-
lem depends largely on emplover willingness to contribute more. How-
ever likely this may be in the defined benefit case, this approach is
simply inappropriate under the defined contribution rationale. All em-
plover contributions for anv given emplovee have already been made
prior to retirement. Thus, in this sense, defined contribution plans are
more limited in coping with the after-retirement inflation problem than
defined benefit plans.

On the other hand, the well established defined contribution principle
that investment earnings belong to the worker or retiree opens up a
different possibility. To the extent that the actual rate of investment
return (i,) at any age (x) exceeds the rate of investment return (i) as-
sumed in the conversion of the individual account at retirement to
pension, the pension for the next period can be larger by the ratio (/
+ iJ/(1 + i). This is simply a restatement of the variable annuity
principle introduced by the TIAA-CREF back in 1952, but in today's
climate it has a different flavor. Details of the mathematics can be
found in Appendix B.

The TIAA has recently introduced a new option for participants reach-
ing retirement age. It differs from the variable annuity still offered by
CREF in only one important respect.?! The underlying assets are fixed-
income investment valued at book value rather than common stocks
valued at market. The assumed interest rate, as in the CREF variable
annuity, is 4 percent.

There is another way of viewing what the TIAA now calls the graded
benefit annuity—one that may seem more familiar to those associated
with mutual life companies. A participating single premium annuity,
sold on a 4 percent basis when money can be invested at some higher
rate (j), will earn each year an excess interest dividend that can be
applied to multiply the pension by (1 + j)/1.04.

Considering that this is no different than the variable annuity, which
has not been very successful and which has been with us for thirty
years, the graded benefit annuity seems to have substantial advantages
over its predecessor. First, it should produce smooth and rather pre-
dictable results, which increase cach vear at the excess of the yield on
alrcady invested longer term fixed-income assets over 4 percent. Sec-
ond, the return on fixed income investments valued at book value ap-
pears to be better correlated with price inflation today than in previous
vears. The theory that interest rates carry an inflation component con-
tinues to gain ground, as the older theorv that common stocks are an
inflation hedge weakens.??
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The advent of the graded benefit annuity poses some very interesting
questions, because TIAA-CREF participants will find they have the
following three-way choice at retirement:

(a) A level annuity calculated at some participating interest rate (i),

(Today i would be 14 percent for recently invested dollars, 12 per-

cent for some older money and 9 percent for money that came to
TIAA long ago.)

(b) Agraded benefitannuity starting considerably lower but increasing
at (I + i)/1.04 per annum.

(¢) A variable annuity backed by common stocks, starting at the same
level as (b), but increasing (decreasing) as the total return on a
portfolio of common stocks exceeds (is less than) 4 percent.

The options available can be illustrated based on assumptions as to

future investment performance. Table B-1 in Appendix B illustrates

this point.

The dollar amount of the level pension, choice (a), may come as a

pleasant surprise. Pension illustrations that the participant has been

shown prior to the calculation of the actual B may have been based on
a considerably lower rate of interest while the actual B is based on i.

In comparison, the initial pension under choice (b) may be 40 percent
to 50 percent lower than for choice (a), but this lower benefit may be
expected to cross the level benefit in about seven years and exceed it
in accumulated value in seventeen years. Future-oriented persons may
like the increasing nature of the choice (b) pension, but those more
present-oriented are likely to choose choice (a).

The variable annuity might be the choice of the future-oriented pen-
sioner who believes that equity investment is likely to outperform bonds
or mortgages, and who is not too uncomfortable with the rather wide
variability in the benefit level.

Recent Developments

Statistics compiled by the Internal Revenue Service (IRS) have for
some time indicated that a high proportion of new pension, profit
sharing or thrift plans are of the defined contribution type. The pen-
sion professionals who have day-to-day contact with plan sponsors
obscrve the same 1ilt toward defined contribution when new plans
are being considered. The Pension Benefit Guaranty Corporation (PBGC)
and IRS data show that terminating plans are more often defined
benefit than defined contribution. It is natural to suppose that to
some extent, terminating defined benefit plans are being replaced by
defined contribution plans. The Great Atlantic and Pacific Tea Com-
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pany has publicly announced its intention to discontinue its large
defined benefit plan in favor of a new defined contribution plan.

While none of the above is conclusive, it seems quite possible that
the tide has turned and that the defined contribution idea may be
winning out. This scction examines reasons for this apparent trend.
Explanations may be found in: (1) the maturing of pension programs;
(2) economic uncertainties; and (3) subtle public policy changes. These
will be examined below.

The Maturing of Pension Programs—The defined contribution ar-
rangement has suffered from its past inability to recognize employee
service prior to plan inception. Many pcople do not realize that this
problem has substantially diminished. Today, the majority of firms
that are considering new pension arrangements are relatively new
businesses, and their employees have little or no past service. For
such firms, the prospective orientation of defined contribution ar-
rangements probably offers more positive than negative potential.
Defined contribution plans established years ago have outlived the
past-service problem. One good illustration of this is TIAA-CREF.
When a defined benefit plan terminates (with benefits for service to
date already funded) and a defined contribution plan is substituted
for future benefit accumulation, the old defined benefit plan takes
care of what would otherwise be a past service problem. In short, the
maturing pension movement may resolve the past service problem
associated with defined contribution plans.

Economic Uncertainties—In times of economic stability, employers
seemed to be more willing to undertake the defined benefit commit-
ment than they are today. Inflation, financial troubles in major in-
dustries and disagreements about public economic policy have caused
employers to become uneasy with defined benefit plans. Other de-
terrents include: (1) the growing realization that defined benefit plans
do not offer easy solutions to after-retirement inflation problems; and
(2) the concern with Social Security’s long-range viability.

It is not surprising, therefore, that defined contribution plans have
a new attractiveness, particularly from the employer’s viewpoint. By
limiting the commitment to a fixed percent of payroll or to a percent
of profits, the risk-averse employer sleeps better at night and deals
more easily with stockholders.

Among labor groups in troubled industries, a new tolerance is de-
veloping for profit sharing, which stems in part from the we are all
in this together attitude. If employces must make wage concessions
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when profits disappear, they will expect a share of profits when things
recover.

Employces also see the high yields available to lenders and rec-
ognize that the pension fund carnings must reflect today's high in-
terest rates. The defined contribution plan has a good story to tell
the participant, but the typical defined benefit plan does not.

Current cconomic conditions may be contributing to the apparent
trend toward defined contribution arrangements. Perhaps nothing
more is going on than the natural tendency to look for new solutions
when the older ways are not working well.

Public Policy Changes—This author is not awarc of any well for-
mulated pension policy in this country. President Carter’'s Commis-
sion on Pension Policy released a report in 1981 and therc are other
pieces of what could be a start toward a national pension policy. In
this section, we will examine these pieces.

(1) Emplovee Retirement Income Security Act—The comprehensive ERISA
legislation of 1974 comes closest to defining present national private
pension policy. In its current form, it does not affect public employece
plans.

Regulations under the IRS Code prior to ERISA evenhandedly affected
defined benefit and defined contribution plans. Differences in tax treat-
ment were minimal and the differences that existed were for practical
reasons only. The policy of treating defined benefit and defined con-
tribution plans as evenhandedly as possible was carried forward in the
eligibility, disclosure and fiduciary requirements of ERISA.

ERISA’s main thrust, however, was focused on different issues. Major
aspects of ERISA were intended to respond to public concern over the
security of employer-sponsored pensions. Defined benefit plans werc
the center of this concern, since pension expectations of those partic-
ipating in these plans arose from the benefits promised, but not nec-
essarily funded. ERISA’s final provisions regarding minimum funding,
plan termination insurance and contingent employer liability had little
or no impact upon defined contribution plans. Congress did not inten-
tionally favor defined contribution plans. It simply realized that such
provisions are not applicable to defined contribution plans because
these plans are, by nature, fully funded.

Today it is evident that many plan sponsors have found ERISA more
difficult to live with under defined benefit plans than under defined
contribution plans. It is difficult to assess the magnitude of ERISA’s
discouraging effect on defined benefit plans, nonetheless the effect—
largely unintended—is there.

(2) The Taxability of Employee Contributions—Since the first pension plans
were developed, the Internal Revenue Code (IRC) has treated employee
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contributions to qualified pension plans less favorably than employer
contributions. This difference has been considered a deterrent to con-
tributory pension plans and is one reason why most defined benefit
plans are noncontributory.

Profit sharing plans are typically noncontributory, while money-pur-
chase and thrift-savings defined contribution plans are typically con-
tributory. It is reasonable to assume that the tax treatment of employce
contributions hurts rather than helps defined contribution plans.

In recent vears, however, various changes in the income tax law have
had the effect of treating some kinds of what are essentially employee
contributions as if they were made by the employer. This more favor-
able tax treatment is now possible subject to certain limitations, for
voluntary contributions under any qualified pension plan, H.R. 10 plans,
tax sheltered annuities, IRAs and salary reduction plans.

The erosion of the principle that employee contributions are not rax
effective has had some bearing on the defined benefit and defined con-
tribution issue. It has encouraged employee participation and it has
had some impact on encouraging defined contribution plan growth.
Employee contributions necessarily give rise to an individually allo-
cated investment account and encourage the employee to think in in-
vestment terms.

Of particular concern to those who feel that small defined benefit plans
may have suffered a mortal blow is the IRA, introduced initially as a
part of ERISA, but widely extended in 1981. Imagine this scenario:

(a) A small employer who is considering establishment of a defined
benefit plan is hesitant because of the red tape and other difficulties
associated with qualification rules and ERISA.

(b) Most of the advantages of offering employees a pension program
can be achieved, without suffering the disadvantages noted above,
by the imaginative use of employer-encouraged IRAs.

(c) To those employees whose service is particularly valued (not nec-
essarily all employees), the employer offers a raise in cash pay,
commensurate with what might otherwise be contributed to a qual-
ified pension plan.

(d) Emplovees are then encouraged to put the extra compensation into
IRAs.

(e) The employer may receive credit for setting up a pension program,
and employees may be happier with their increased control over
their own pension plans. Yet the arrangement is the ultimate in
simplicity and the administrative difficulties are nil.

This discussion is not meant to suggest that Congress intended IRAs
to have anv adverse effect on formal retirement plans in general or on
defined benefit plans in particular. The original IRA provisions re-
sponded to complaints from those who were not eligible for the tax
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advantages of employer-sponsored pension plans. The 1981 Economic
Recovery Tax Act extended IRA eligibility to all workers regardiess of
whether they were covered by an employer-sponsored retirement pro-
gram. This was an attempt by the present Administration to get Amer-
icans to save more and spend less.

Sex Discrimination Issues—An unresolved issue arises from a scries of
court cases charging unlawful sex discrimination in employee pension
plans. The cases present: (1) minor problems for defined benefit pension
plans; (2) essentially no problems for profit sharing and thrift plans;
and (3) practical and philosophical problems for money-purchase pen-
sion plans .

Since the primary pension benefit is the same for males and temales,
sex discrimination is not likely to become a vital matter in defined
benefit plans. Sex discrimination could become an issue in defined
benefit plans if: (1) they provide carlier normal retirement ages for
women; 2 (2) they require higher employee contributions from women;*
or (3)if the optional forms of retirement income, especially those of
the joint and survivor type, are based on sex-distinct mortality tables.
It can also be argued that defined benefit plans discriminate against
men, since a larger proportion of the employer contribution goes to
females who, on average, live longer. However, this position has not
yet been—and may never be—advanced seriously. The equal benefit
criteria within defined benefit plans seems to be well accepted; at most,
the sex discrimination issue is a troublesome detail in a defined benefit
context.

The sex discrimination issue is even less significant in profit sharing
or thrift-savings defined contribution plans. The rationale behind all
defined contribution plans insures that both employer and employee
contributions will be independent of gender. The typical form of prefit
sharing or thrift plan settlement at death, withdrawal or retirement
takes the form of cash or an annuity that does not involve life contin-
gencies and that offers gender independent benefits. It seems likely that
the plan could offer as an option a sex-differentiated life income set-
tlement in lieu of cash. In this case, however, it might be safer from a
legal viewpoint if the life income annuity were purchased outside.

The real impact of the sex discrimination matter falls upon the money-
purchase defined contribution pension plan. Because defined contri-
bution plans define equity according to the principle of benefits which
have equal value, and because women have longer life expectancies than
men, a money-purchase plan generally employs sex-distinct mortality
tables for converting cash at retirement to lifelong income. Depending
somewhat on retirement age, the interest rate and the form of annuity,
pensions for female retirees are likely to be 85 to 90 percent of those
for men.

The essence of the unresolved controversy is whether the defined con-
tribution benefits of equal value concept can survive in the context of
an employee benefit program. One point of view is that unequal benefits
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for males and females in defined contribution plans is no more dis-
criminatory than unequal employer contributions in defined benefit
plans. This viewpoint has been urged by the insurance industry and
accepted by some portions of the United States Government Executive
Branch.

The alternative viewpoint is that sex-differentiated pension benefits
arc contrary to federal legislation. This appears to be the position of
the Equal Employment Opportunity Commission (EEOCQ), and this
viewpoint has so far prevailed in several cases which are still in the
lower courts. No defined contribution case has been decided at the
Supreme Court level 25 [f unequal pension benefits under defined con-
tribution plans are eventually determined to be unlawful, money-pur-
chase plans will have two apparent options:

(a) They could adopt unisex tables, and thereby undercut the defined
contribution principles on which these plans have operated suc-
cessfully for so long.

(b) They could adopt cash as the primary form of settlement at re-
tirement—leaving an outside agency with the job of selling life
annuities to retirees who prefer this pension agreement.

Since neither of these alternatives js particularly attractive, the sex
discrimination issue is troublesome, but only for the money-purchase
form of defined contribution plan.

Lump-Sum Versus Life Income Distributions—As noted earlier, defined
benefit plans ordinarily provide life income or pension benefits, whereas
many kinds of defined contribution plans provide lump-sum or annuity-
certain benefits. If public policy favors life income distributions over
lump-sum distributions or vice versa, it will impact on the defined
benefit versus defined contribution issue.

At one time, lump-sum distributions from qualified plans were taxed
as capital gains, while life-income distributions have always been taxed
as ordinary income. This treatment led some high-income retirees (o
take lump sums if the plan permitted. It also led some plans, which
otherwise may have refused cash options, to grant such options.

Taxing lump-sum distributions at normal income tax rates would en-
courage the opposite effect, since concentrating the distribution into
one or more years would push the taxpayer into a higher tax bracket.
Public policy could encourage life income settlements by letting normal
tax rates prevail.

This has not, however, been the situation. Although the law was changed
in 1974 1o phase out capital gains treatment of lump-sum distributions,
an income-averaging approach was substituted. This effectively elim-
inated any lump-sum distribution tax disadvantages. In short, public
policy encouraging lifetime distributions over lump sums does not seem
to currently exist.
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(5) Defined Benefit and Defined Contribution Combinations—Defined ben-

cfit and defined contribution plans have never been entirely indepen-
dent of cach other. Thrift plans are sometimes installed where defined
benelit plans already exist, and profit sharing plans sometimes sup-
plement defined benefit plans. In earlier times, a money-purchase pen-
sion plan was occasionally supplemented by a defined bencefit plan
which covered only past service.

Aside [rom these older combinations, there are at least two other com-
bination arrangements with some following today. The first of thesc is
predominantly a defined contribution plan, but with a defined benefit
floor. For most workers, the defined contribution plan is expected 1o
provide adequate benefits; but in this case, the worker is assured that
the pension benefit will not fall below a predetermined level. Jeffrey
Furnish has suggested that the employer may get some relief from
ERISA’s minimum defined benefit plan funding requirements, if the
potential defined contribution benefit can be offset.?

The second is a straightforward defined benefit plan that has after-
retirement participation characteristics which are similar to defined
contribution arrangements. If the emplover chooses to pass after-re-
tirement gains from higher-than-assumed investment performance on
to retirees, a pension similar to the TIAA graded benefit annuity can
be provided.?’

(6) A New Emphasis on Investment Performance—The investment aspect of

retirement planning has always been important, and the competition
among funding media based on investment performance has always
been intense. In the past, however, pension consultants, insurance com-
panies and others serving the pension market devoted much of their
effort toward plan design, plan administration and defined benefit plan
cost estimation. In recent years, these matters have lost importance.

Competition based on investment performance is rampant in all seg-
ments of the pension marketplace, but it takes on a special flavor in
defined contribution arrangements. Unallocated defined benefit pen-
sion funds are successfully served by either separate or pooled accounts
in banks or insurance companies, and they operate successfully on
either book or market value principles. Defined contribution plans,
with their large numbers of individual accounts, present a different
problem. At times when long-term interest rates are fluctuating and
short and long rates have rapidly changing relationships with each
other, it is difficult to work out a satisfactory method of interest per-
formance allocation.?®

At the moment, savings and loan organizations, banks and insurance
companies are competing for IRA money with dramatically high in-
terest rates illustrated over a long period. However, the rates are guar-
anteed for only a short period, if at all. Other defined contribution
arrangements have similar problems. If defined contribution plan par-
ticipants are to be well served, some important difficulties in invest-
ment performance allocation must be solved.



Conclusion

The preceding sections have been confined to history and fact. In
this final section, however, the author takes leeway to present his
own views and to make suggestions regarding public pension policy
developments.

From the author’s perspective, both defined benefit and defined
contribution plans are legitimate and proven approaches to the im-
portant but sometimes difficult problem of providing adequate re-
tirement incomes to American workers. Each approach has its strengths
and weaknesses. Neither type will ever provide a perfect retirement
program.

Those who believe that both defined benefit and defined contri-
bution approaches should be free to develop in their own way, under
a benign and impartial public policy, should expect changes in the
relative attractiveness of the two types. These changes will occur as
the public responds to its own perceptions of what makes the best
sense in the ever-changing demographic and economic environment.
Governmental intrusions that influence the result are to be deplored,
however, if one believes that each plan has a place and that public
policy should be essentially neutral.

A combination of events, including the uncertainty of current day
economics, ERISA’s focus on security of employee pension benefits,
changes in tax treatment of employee contributions and maturing of
the pension movement, have tipped the balance to favor the defined
contribution approach. Among the larger employee groups, the de-
fined benefit approach is well enough entrenched that defined benefit
plans will remain dominant, although a few large and important
defined benefit plans may adopt defined contribution characteristics.
Newly created plans, however, may be predominantly defined con-
tribution, and they may be more often profit sharing than money
purchase.

The author is concerned about the lack of effective life income
distribution systems in many current defined contribution plans. Al-
though defined contribution plans can provide a solution to the loss-
of-income-at-retirement problem, too few defined contribution plans
have even tried to accomplish this to date. Lump-sum or annuity-
certain distributions may seem attractive at first glance, but they will
not solve retirees’ financial problems.

It is worth noting that those promoting IRAs, profit sharing, thrift
and H.R. 10 plans emphasize only two ideas: (1) the favorable tax
treatment which these plans enjoy; and (2) the high rate of possible
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investment return. With this emphasis, the purpose of the concept
has changed from interest in a good retirement income solution to
interest in a high-yield, tax sheltered savings arrangement. In the
author’s view, public policy should deliberately encourage the de-
velopment of plans that strive to provide adequate pensions for re-
tirees; but there is little legitimate public interest in tax deferral for
its own sake.

As indicated carlier, the author does not sce that a consistent public
policy has developed in this country. Yet, a consistent policy is nec-
essary. As a start toward such policy development, the author offers
the following five-point policy statement:

(1) Retirement plans supplementing social insurance are in the public
interest and should be encouraged.

(2) Retirement plans that deserve public support include those sponsored
by a private or governmental employer and those that the individual
worker arranges for himself and his family.

(3) Any retirement plan without well designed retirement income features
is merely a savings or investment arrangement and has no claim to
public support.

(4) Defined benefit and defined contribution retirement plans are recog-
nized as necessarily different, but both are in the public interest. Public
policy should, therefore, be neutral as it affects these plans. Subject 1o
point (3) above, the development of both defined benefit and defined
contribution plans should be encouraged.

(5) Public policy should support any reasonable means of lessening the
impact of inflation on the financial well-being of retirees.

There are basically two approaches that can be taken to implement
such public policy. One of these would require employers to contribute
toward employee pension plans, or it would require employees to con-
tribute toward their own retirement. The author views this compulsory
approach as appropriate for social insurance but not for arrangements
outside of Social Security.

The other approach would implement public policy through IRC pro-
visions. This route has a long and reasonably successful history; it will
no doubt continue to be the primary means for achieving public ob-
jectives in the pension area.

In examining the current structure of the federal income tax treatment
of retirement plans, there are at least two areas where current law
conflicts with the points enumerated above and where improvement
can be sought.

(a) With regard to tax treatment, employer contributions have been
treated much more favorablv than employee contributions to pen-
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(b)

(d)

sion plans. If this distinction were abandoned—it has alrcady been
obscured by recent actions treating several kinds of volinitary em-
ployee contributions similar to the contributions of employers—
cquity would be gained in the tax treatment of contributory and
noncontributory plans, defined benefit and defined contribution
plans and employer-sponsored plans and IRAs. It may then become
possible to simplify the limits on the deferral of current income.

Today's tax treatment does not distinguish between the retirement
plans described in the first two points noted above and the savings
plans that do not incorporate retirement income features, which
were described in the third point. At the very least, lump-sum
distributions from tax-favored plans should be taxed at [ull income
tax rates and income-averaging should not be permitted. This au-
thor would also support a requirement that all tax-favored plans
offer life income settlements: and if there is a spouse, the extension
of ERISA’s joint and survivor provision should be considered the
normal form. These two suggestions are not intended to climinate
lump-sum or annuity-certain scttlements, but they are intended to
encourage the use of various life income forms.

The author believes that the IRC changes suggested above would
contribute substantially to the establishment of a rational retire-
ment income public policy. However, two actions related to other

forms of government intervention—different from tax policies—
must be considered.

In line with point (4), it is important for public policy to recognize
that defined contribution plans, which provide larger pension ben-
efits for men, base such benefits on a different but equally valid
individual equity principle. Hence, these plans are not guilty of sex
discrimination. Today, this unresolved matter is a troublesome
issue only for money-purchase plans; however, it would become
vital to all defined contribution plans if item (b) above is adopted.

One of the best methods for attaining the goal suggested in point
(5) may be through the imaginative use of investment policy for
the assets backing the benefits that are payable to retirees. The
Security and Exchange Commission administers certain laws de-
signed to protect the investor against unscrupulous security ped-
dlers, but public policy will not be well served if these laws inhibit
sound solutions to the after-retirement inflation problem.

If interest rates do rise and fall with inflation rates, the partici-
pating life annuity may help to resolve the after-retirement infla-
tion problem in both defined benefit and defined contribution
pensions. For defined benefit plans, the challenge is to get em-
ployers to pass investment earnings in excess of some noninfla-
tionary rate (such as 4 percent) on to retirees. For defined contribution
plans, the first challenge is to get retirees to forego cash. The second
challenge is to convince retirees that a pension benefit which is
initially lower, but which increases over time, is a better solution
to their after-retirement inflation problem.
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Appendix A
Replacement Ratios Under a
Money-Purchase Pension Plan

Il

Let ¢ = a constant rate of contribution (employer and employee
combined);
a = the age at which contributions commence;
r = the retirement age;
x = the worker’s age (a<x < r);
E(x) = the worker’s rate of earnings at age x;
v. = the rate of change in earnings at age x = d log E(x)/dx;
5, = the force of investment return at age x;
f = the adjustment factor by which the worker’'s accumulated
pension asset is annuitized at age r, based on an assumed
mortality table and an assumed rate of investment return.

Assume that earnings, contributions thereon and pension payments
are payable continuously.

The accumulation of contributions at retirement, then, is:

r } .
V = ¢ [ E(x)e " “dx

The pension benefit commencing at retirement,then, is:

B = VIf = clf [ E(x)e ** “dx

v
f&y dv

r E(x)e *~ “dx
c/f(r—a) f——r_—a—

Il

= c/f - (r—a) - Average Accumulated Earnings (AAE)

The replacement ratio at retirement is:

r

" foy dy
R = BIE, = (c/f)E, [ E(x)e =~ “dx
_f‘yy dy
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but since:
E(x) = E, ¢

r r
fioy

R = (c/f)f e " Y dx

= ((///) ) 387}4, r—a

Where S; -, is the accumulation of a continuous annuity for r—a
years at the continually varying {orce of interest (3 —)y.

For purposes of illustration, we can replace the varying force (6 -v),
by a mean force 3 —+y as follows:

Let:

&y dv

dx = [ e dx

o

" {(8_\- Yl dv
Je’
a

e S—y (r*a)_]

B SevE S5 5 r-a

In computing d—+, it should be noted that the values of (3 —v), at the
various ages will be weighted in proportion to S, _,, and hence that
(3 —v), at ages close to r will have considerably more leverage than
those near a.

IHlustration

Table A-1 illustrates replacement ratios for years of contribution 40,
30, 20 and 10, and for 8 —y (expressed as an effective annual rate) of
6%, 4%, 2%, 0% and —2%. In Table A-1, ¢=.10, f=10.67 (computed
on a continuous life annuity basis), r=65, the assumed rate of return
on investment is .04 and mortality is based on the GA 71(Male) Table.

TABLE A-1
Replacement Ratios

(e —1)

(r—a) .06 .04 02 .00 -.02
40 149% 91% 57% 37% 26%
30 76 54 38 28 21
20 35 28 23 19 15
10 13 i1 10 9 8
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Table A-2 illustrates values of R/(r—a) that can be interpreted as the
percent of final pay per year of contribution derived from replacement

ratios in Table A-1.

Table A-3 illustrates other values of f for retirement ages 62, 65 and
70; for assumed rates of return on investment equal to .04, .08 and
.12; for males and females; and for a joint and survivor M65-F62 in
addition to the straight life. The ratios labelled 10.67/f then represent
the factor by which Table A-1 results can be multiplied to adjust for

differences in the value of f.

TABLE A-2
Replacement Ratios/(r—a)

(e55—1)

(r — a) .06 .04 .02 .00 -.02
40 3.7% 2.3% 1.4% 0.9% 0.60%
30 2.5 1.8 1.3 09 0.70
20 1.8 1.4 1.1 0.9 0.80
10 1.3 1.1 1.0 09 0.85
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TABLE A-3
Demonstration of the Effect of Changes in the
Adjustment Factors

Assumed Joint and Survivor
Rate Straight Life M65-F62
of Return on Retirement
Investment Sex Age (r) f 10.67/f f 10.67/f
04 M 62 11.560 92
65 10.670 1.00 15.160 70
70 8.893 1.20
F 62 13.930 77
65 12.820 .83 10.600 1.01
70 10.840 98
.08 M 62 8716 1.22
65 8.101 1.32 8.006 1.33
70 7.019 1.53
F 62 9.892 1.08
65 9.335 1.14
70 8.242 1.29
12 M 62 6.864 1.55
65 6.484 1.65
70 5.775 1.85
F 62 7.567 1.41
65 7.257 1.47
70 6.597 1.62
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Appendix B
Pension Benefit Varying with
Investment Performance

Let ¥ = the retirement age;
6, = the rate of return on investment at age x (x > 7J;

f = the adjustment factor by which the worker's accumulated
pension asset is annuitized at age r, based on an assumed
mortality table and an assumed rate of investment return,
i (6 = log(l+1i));

V(r) = the accumulation of contributions and interest at age v;

B(x) = the pension benefit payable at age x (x > 7);

V(x) = B(x)-f = the value at age x of a level continuous life annuity
in amount B(x);

A(x) = the assets supporting the reserve V(x).

Note that d log fldy = (1/f)[f - (M, + &) —1]
=M, + 86— (1/f);

I

where M, the expected rate of reserve released by death at age y;
) the actual rate of interest on the reserve; and
1/f = the rate the reserve is paid out at age y.

i

Now assume that the actual rate of return on the investment Aly) is
d,, and the rate of reserve released is in accordance with the mortality
table. If 9, does not equal the actuarial assumed rate 8, the excess
return on investment [(6, — 8) A(y) dy] remains within A(y)+dy to
support additional pensions.

dlog Aly) dlogf N
dy  dy
and since V(y) = B(v) - f
d log A(y) _ d log V(y) _dlogf . d log B(y)
dy dy Cdy dy

d log B(y) B
T -

6, —

It follows that 8, — 8, and that B(y) = ¢ "™ % «

1 -; 2 dy
Integrating on y from r to x: B(x) = B(r)e " " *
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For purposes of illustration, we can replace the varying force 6, by a
mean force §, as follows:

1 X

Sioy -8 v JBx- 8) dv
Let:er 7% = o7
X X
J o, dy =8, [dy
v r
X
[ édy
5, = % = the average 8, over the years r = V= x
] dy
¥
Illustration

Table B-1 illustrates the values of B(x) for three different values of &,
(assumed to be constant over all x) and three values of 8. V(65) is
assumed to be 10670, so that B(65) is 1000 when (8, x) = (.04, 65)

= 10.67, 1317 when f{.08, 65) = 8.101, and 1646 when (.04, 65) =
6.484.

TABLE B-1
Benefit at Age x = [B(x)]

(1) (2) (3) (4) (5) (6) (7) ® 9

e —7 04 04 04 08 .08 .08 A2 a2 a2
e’—1 .04 .08 A2 .04 .08 12 .04 .08 12
Age x

65 1000 1317 1646 1000 1317 1646 1000 1317 1646
70 1000 1090 1136 1208 1317 1372 1449 1580 1646
75 1000 903 784 1325 1317 1144 2098 1895 1646
80 1000 748 542 1761 1317 954 3039 2273 1646
85 1000 619 374 2127 1321 795 4402 2726 1646
90 1000 512 258 2569 1321 663 6377 3270 1646
95 1000 425 178 3103 1321 553 9237 3922 1646
100 1000 351 123 3747 1317 461 13380 4703 1646

Note: Columns (1), (5) and (9) illustrate level pensions (8—, = 9);
(4), (7) and (8) illustrate increasing pensions (8, > 8);
(2), (3) and (6) illustrate decreasing pensions (8, < §):
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Notes

1.

11.

12.
13.

14.

15.

l16.
17.

18.

19.

A Labor Department study indicates that there were 34.2 million participants in
private employee defined benefit plans in 1977 but only 15.5 million in defined
contribution. The proportion of government workers covered by defined benefit
plans is likely to be considerably higher than 68 percent.

. The “defined contribution” terminology was first suggested by a task force rep-

resenting the American Risk and Insurance Association and the Pension Research
Council. Because the term was used by the drafters of the Employee Retirement
Income Security Act (ERISA), it has become an established part of pension ter-
minology.

- Even a plan that the worker sets up for himself can be viewed as an employee

benefit plan, since the contributions thereto come indirectly from the employer.
Employer and employee contributions to pension arrangements have somewhat
different characteristics, but they are not greatly different in economic effect.

- This objective seems to be secondary in the less pension-related forms of defined

contribution.

- Everett T. Allen, Jr., Joseph J. Melone and Jerry S. Rosenbloom, Pension Planning,

4th Ed. (Homewood: Richard D. Irwin, Inc., 1981), pp. 62-98; Dan M. McGill,
Fundamentals of Private Pensions, 3rd Ed. (Homewood: Richard D. Irwin, Inc.,
1975), pp. 92—112.

. C. L. Trowbridge, “Insurance as a Transfer Mechanism,"” Journal of Risk and In-

surance 41 (1974).

. Technically, a trust or an insurance company is the legal owner of the pension

assets. It is the investment performance of the assets that is owrned by the employer
in defined benefit plans, by the employee in defined contribution plans.

- ERISA requirements as to vesting are essentially the same; but more defined

contribution than defined benefit plans vest earlier than the law requires.

- Social Security appears to define benefits and contributions, and hence to be both

defined benefit and defined contribution. It is the absence of any connection be-
tween individual contributions and individual benefits that throws Social Security
to the defined benefit side of the dividing line.

- In the Inland Steel case, the U.S. Supreme Court determined that pensions are a

form of wages and hence subject to union bargaining.

Profit sharing in the form of cash bonus or distribution of stock developed earlier.
The date of the first deferred profit sharing plan is unknown to the writer and may
well have been prior to World War II.

Among these, the Sears and Roebuck profit sharing plan may be the best known.
The Labor Department study referred to above in Note 1 shows 319,000 defined
contribution plans in 1977 and only 132,000 defined benefit plans. The average
number of participants per plan secems to be about 50 for defined contribution,
250 for defined benefit.

Robert M. Duncan, “A Retirement System Granting Unit Annuities and Investing
in Equities,” Transactions of the Society of Actuaries 4 (1952); 317-344.

Variable annuities were eventually determined to be securities and, hence, subject
to Security and Exchange Commission rules.

See Notes | and 13.

A defined contribution plan does not really define benefits, because defined con-
tribution defines the pensions in terms of unspecified parameters.

The average accumulated earnings depend importantly upon actual investment
earnings. It is essentially this dependence that keeps the B, in a defined contri-
bution plan undefined.

Negative investment yields over short time periods can and do occur when pension
funds are invested in common stocks.
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21.

22.

23.

24.

26.

27.
28.
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Glen D. Allison and Howard E. Winklevoss, ““The Interrelationships Among Infla-
tion Rates, Salary Rates, Interest Rates, and Pension Costs,” Transactions of the
Society of Actuaries 27 (1975):197-210.

There is technically another difference. The CREF variable annuity varies with
mortality experience as well as investment performance.

The belief that interest rates vary with inflation (or perhaps with expectations
about inflation) seems to have been borne out by actual experience since the middle
1960s.

Earlier retirement for women was once common in defined benefit plans but has
practically disappeared.

Higher emplovee contributions from women have never been common; but see
Note 25 below.

. In the Manhart case, the U.S. Supreme Court ruled that higher employee contri-

butions from women were not lawful in a defined benefit plan.

Jeffrey J. Furnish, “Pension Plans in an Inflationary Environment,” Transactions
of the Society of Actuaries 34 (1982).

The Rockefeller Foundation has been a source of publicity about this concept.
The market-value-based methods used by mutual funds and life company equity
separate accounts work well when the investor expects his account to vary with
the stock market. When the undertying assets are in fixed income assets (bonds
or mortgages), the investor is not pleased by market value swings; but attempts
to distribute investment income according to book value principles generate prob-
lems of their own. The investment year methods used by life companies for defined
benefit plans are likely to be too complicated for use on small individual accounts.



Discussion

MR. SEIDMAN: If I understand your paper, you make a very sharp
distinction between defined benefit and defined contribution plans.
I have the feeling that many of the collectively bargained plans, par-
ticularly Taft-Hartley plans, have many of the attributes of both de-
fined benefit and defined contribution plans.

MR. TROWBRIDGE: There are certain plans that secem to define both
benefits and contributions. As a matter of fact, Social Security seems
to define them both. I view plans that specify both benefits and con-
tributions at the same time as defined benefit plans and not defined
contribution plans.

A defined contribution plan is always one where the contributions
on behalf of any individual are defined and put into a separate account
for that particular person. Since Social Security and the plans you
are thinking of do not provide individual accounts, both are defined
benefit plans. I do make a sharp distinction.

MR. RAsKIN: You said the defined benefit plans provide equal ben-
efits, vet many defined benefit plans provide what appear to be un-
cqual benetfits, because they may provide an early retirement window
or more lucrative benefits for the person who applies early. Flat-dollar
and career-average plans provide different real levels of income, at

different times, to different generations of retirees. How does that fit
in?

MR. TROWBRIDGE: People in equal circumstances have equal ben-
efits. A defined benefit plan nearly always recognizes pay and service.
People with equal pay and service histories get equal benefits. That
is the principle. They are not necessarily equal in dollars, but that is
quite different from the general principle of the defined contribution
plan where there is no equality of benefits at all. The benefits just
come out wherever they come out.

MR. GRIBBIN: You mention in your paper that the defined contri-
bution plan should be encouraged to have life annuity distribution
systems. Do you have any comments on how you would resolve the
sex-distinct mortality issue in defined contribution plans which would
require some type of a life distribution system?

MR. TROWBRIDGE: I have no trouble with it myself. Defined con-
tribution plans should operate as defined contribution plans and,
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therefore, females get less benefits than males in defined contribution
plans when a life annuity is purchased.

I realize the courts may be against me on that. If the Supreme
Court cventually comes down on the fact that defined contribution
plans have to use defined benefit principles with respect to the dif-
ference between the sexes, then defined contribution plans with life
income scttlements are going to have a hard time. If it does rule that
way, then defined contribution plans probably cannot very satislac-
torily have life income settlements.

MR. CowLEs: One further complication occurs where you give in-
vestment options to the employee. Even if you were to differentiate
the contribution rate on account of sex, the different investment ex-
perience for different individuals could disrupt it at the end line.

MR. TROWBRIDGE: Yes, defined contribution plans can very nicely
give the employee a lot of choice as to what investment vehicle to
use. Certainly, those who use one vehicle are going to come out dif-
ferently from those who use another vehicle. There is no way you are
going to get the benefits to be equal in such a defined contribution
plan.

MR. WHITE: Mr. Trowbridge, you suggest that it is possible to pro-
vide some inflation protection under defined contribution plans. Could
you elaborate on how that might be done?

MR. TROWBRIDGE: Yes, it is through the general concept of a par-
ticipating annuity. If we start out the annuity for any participant on
the assumption that interest is going to be at some noninflationary
rate (4 percent), and the fund actually earns some higher rate (10
percent), then it mathematically follows that the initial annuity pay-
ment can increase each year by almost 5.5 percent. Under the defined
contribution plan principle, where the extra interest earned goes to
the retiree, the pension is indexed. There are illustrations of this in
my paper.

Notice that the whole thing hangs on the general concept that in
inflationary times interest rates are high. If you believe that in infla-
tionary times interest rates are high and will stay high, you will find
a very, very neat solution to the inflation problem. For a long time
this has been done with the variable annuity, except that the original

variable annuity principle was based on the performance of the stock
market.
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MR. WILLARD: I assume from a statement in your paper which says
“public policy should support any reasonable means of lessening the
impact of inflation on the financial well-being of retirces,”” that the
so-called graded benefit is one such reasonable means. Is there some
question in your mind as to whether a variable annuity is a reasonable
means? Can you tell us any other ways that you think would be
rcasonable?

MR. TROWBRIDGE: Well, I do not have anything specific in mind;
but I think that in order to handle the problem of inflation after
retirement, we arc going to have to use some imaginative ways of
investing pension money. In the past, public policy has put some
obstacles in the way of this. In the future, policymakers should avoid
imposing such barriers.

MR. WILLARD: Would you consider a fully indexed benefit under a
defined benefit plan as a reasonable means?

MR. TROWBRIDGE: Sure, it is a fine method if employers will do it.
I have no objection to it whatsoever. The difficulty is simply that
most employers cannot afford it.
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Profit Sharing: Philosophy and
Features

Walter Holan
Bert L. Metzger

Interrelationship Between Social Security and Private
Retirement Income Plans

President Carter’s Commission on Pension Policy reaffirmed the
role of Social Security as a floor of retirement income protection. The
Commission emphasized that Social Security should be supple-
mented by private pension, profit sharing, thrift and individual re-
tirement account (IRA) plans.

Social Security, a pay-as-you-go transfer system, has achieved broad
coverage but provides neither advance-funded benefits nor capital
resources for investment. Social Security is beset by its own financial
problems and is ill equipped to carry the full retirement income load
in American society.

If diversification of investments and diversification of money man-
agers makes sense in the prudent handling of assets, it would seem
that diversification of retirement income resources in this country
should be preserved. Private retirement plans play a major role as
advance-funded programs with benefit accrual for participants dur-

ing employment. Private plans also contribute significantly to capital
markets.

Philosophy of Profit Sharing

Profit sharing is any procedure where an employer pays special
current or deferred amounts to employees based on the profits of the
business. These amounts are subject to reasonable eligibility rules
and prevailing rates of pay. Profit sharing has also been described as
a method for raising productivity and lowering costs through em-
ployer and employee cooperation. This is accomplished through the
direct participation of employees (in addition to their regular wage)
in the socioeconomic success of the enterprise. Profit sharing is an
organizational incentive which recognizes the importance of people,
as well as technology, in the productivity equation.
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These plans are established for various reasons. Companies may
establish profit sharing principally as an incentive system or prin-
cipally as a retirement income system. These plans may act as sources
of periodic cash payments, savings and capital accumulation plans
and reservoirs to provide workers with loans or partial cash with-
drawals during employment. Profit sharing means that employees
psychologically and financially participate in the life, work and re-
wards of the enterprise.

Growth, Extent and Versatility of Profit Sharing

Spurred in part by favorable incentive taxation and wartime wage
controls, deferred profit sharing plans began to increase in numbers
during the 1939-1944 period. From 1944 through 1974, the number
of deferred profit sharing plans doubled every five years. Figure 1
reflects the considerable increase in pensions (both defined benefit
and money purchase) and profit sharing plans (including stock bonus
plans) in the years between 1939 and 1981.

A slowdown in new plan creations and an increase in plan termi-
nations took place in the years immediately following cnactment of
the 1974 Employee Retirement Income Security Act (ERISA). A major
turnaround occurred in the 1978 to 1981 period, and approvals of
both pensions and profit sharing plans hit record levels in 1981.

Tables 1 and 2 reveal the prevalence of profit sharing, stock bonus,
money-purchase and defined benefit pensions numerically and as a
percentage of the total. As of December 31, 1981, 45.7 percent of the
plans were profit sharing, .7 percent were stock bonus, 29 percent
were money-purchase pensions and 24.6 percent were defined benefit
pension plans.

This data surprises many people in the field because:

(1) money-purchase pension plans are more prevalent than expected:;

(2) the number of defined benefit pension plans is not as large as many
assume (if large companies alone were studied, or if number of partic-
ipants or dollar assets in trust funds were being considered, then de-
fined benefit pension plans dominate);

(3) there are more deferred profit sharing and thrift programs than any
other type of retirement income plan in the United States.

The various types of plans differ greatly in their philosophy, ob-
jectives, features, funding mechanisms, investment policy (particu-
larly with respect to plan sponsor company stock) and benefits for
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FIGURE 1
Cumulative Growth in Number of Qualified Deferred
Profit Sharing Plans and Pensions in the United
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TABLE 1
Cumulative Net Numerical Growth of Profit Sharing
and Pension Programs!

Profit Sharing  Stock Money- Defined
and Bonus Purchase Benefit
Period Thrift Plans Plans Pensions Pensions Total

Summer 1975 179,843 275 104,120 108,853 393,091
12/31/76 186,282 1,033 110,266 104,673 402,254
12/31/77 195,805 1,874 117,498 106,289 421,466
12/31/78 221,361 2,682 136,043 111,392 471,478
12/31/79 240,493 3,225 149,576 123,880 517,174
12/31/80 264,754 3,670 166,327 138,432 573,183
12/31/81 293,313 4175 186,105 157,685 641,278

Source: Profit Sharing Rescarch Foundation calculations based on Emplovee Benefit
Survey (EBS)-1 forms in Summer 1975 and subscquent Internal Revenue
Scrvice (IRS) reports. The EBS-1 data, compared 1o [RS statistics, understates
the number of qualified plans in existence bv 17,543 profit sharing plans and
34,962 pension plans (cither monev purchase or defined benefit).

"Plan approvals minus plan terminations.

participants. Each of the four major plan types has advantages and
limitations. There is a place for cach plan and frequently they work
well together.

Table 3 reflects cumulative plan approvals by plan type. Profit
sharing and other defined contribution plans spurted in 1977 and

TABLE 2
Cumulative Net Percentage Growth of Profit Sharing
and Pension Programs!

Profit Sharing Stock Money- Defined
and Bonus Purchase Benefit
Period Thrift Plans Plans Pensions Pensions
Summer 1975 45.7% 1% 26 5% 27.7%
12/31/76 46.3 3 274 26.0
12/31/77 46.5 4 279 252
12/31/78 47.0 .6 28.8 236
12/31/79 46.5 .6 28.9 240
12/31/80 46.2 .6 29.0 24.2
12/31/81 45.7 v 29.0 24.6

Source: Profit Sharing Rescarch Foundation calculations based on Emplovee Benefit
Survev (EBS)-1 forms in Summer 1975 and subscquent Internal Revenue
Service (IRS) reports. The EBS-1 data, compared to IRS statistics, understates
the number of qualified plans in existence by 17,543 profit sharing plans and
34,962 pension plans (either monev purchase or defined benefit).

'"Plan approvals minus plan terminations.
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TABLE 3
Comparison of Defined Contribution Plans and Defined
Benefit Plans—1975 to 1981

Defined Contri- Defined Benefit
Period bution Plans’ Plans
Summer 1975 plan universe (pre-
ERISA) 72% 28%
New plan approvals during 1977 80 20
New plan approvals during 1978 85 15
New plan approvals during 1979 72 28
New plan approvals during 1980 73 27
New plan approvals during 1981 71 29

Source: Employee Benefit Survey (EBS)-1 data.
'Includes deferred profit sharing, stock bonus and money-purchase pensions.

1978. However, as a percentage of total new plans, their approval
rates during 1979-1981 were very close to their historical rates.

Approximately one-third of a million United States companies share
profits under deferred programs with approximately 17 million par-
ticipants. This represents roughly 20 percent of private, nonfarm em-
ployment. Profit sharing trusts now hold over $75 billion in invested
assets.

Two-thirds of these plans provide broad coverage—meaning that
no large group of employees is excluded and a majority of regular
employees participate. One-third provide limited coverage—meaning
that coverage is restricted to one or more groups that represent less
than a majority of regular employees. Plans exist in 25 percent of
manufacturing companies, 33 percent of retailing and wholesaling
companies and 40 percent of banks.

While deferred (or combination) profit sharing programs are cur-
rently being established in large firms to supplement defined benefit
pensions, the vast majority of new plans are being set up in medium
and small firms. In 1981, there was an average of seventeen partic-
ipants in each newly approved deferred profit sharing program. This
demonstrates the popularity and applicability of profit sharing to
American small business—the sector which has the greatest need for
retirement income programs.

Profit Sharing Plan Features

Employee Contributions—In recent years, the trend has been away
from employee contributions to defined benefit plans and toward
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employee contributions to profit sharing plans (principally on a vol-
untary basis). Bankers Trust Company in its 1980 Corporate Pension
Plan Study: A Guide for the 1980s reviewed 325 pension plans of 240
large companics. Twenty-two percent of these were pattern plans and
77 percent were conventional plans. A pattern plan refers to a plan
which has been adopted by certain international unions and nego-
tiated with minor variations among individual companies or groups
of companies. A conventional plan refers to a plan which provides
benefits that vary with years of service and rates of compensation
and is not a pattern plan.

The Bankers Trust 1975 and 1980 studies indicated that there were
no pattern plans which required employee contributions.! Only two
plans in the 1975 study and two in the 1980 study permitted voluntary
contributions. Sixty-seven percent of the conventional plans studied
in 1975 and 81 percent of these plans studied in 1981 did not require
or permit employee contributions. The percentage of plans requiring
employee contributions dropped from 14 percent of those studied in
1975 to 8 percent in 1980. The rate of plans permitting voluntary
employee contributions fell from 20 percent in 1975 to 10 percent in
1980.

The Bankers Trust Company studies cast light on employee con-
tributions to defined benefit plans in large companies. Another study
prepared by the American Society of Pension Actuaries (ASPA) reveals
comparative experience in medium and small defined benefit and
defined contribution plans.

The incidence of noncontributory features is much higher in larger
companies and in defined benefit plans. This explains why many large
companies have established individual retirement accounts, defined
contribution thrift-savings plans—usually qualified by Internal Rev-
enue Service (IRS) as profit sharing plans—to complement their non-
contributory pensions.

Permitting employee contributions on a purely voluntary basis,
with or without a special thrift incentive, to profit sharing programs
is common practice today. Fifty-four percent of defined contribution
plans with twenty-six or more participants and 75 percent of defined
contribution plans with less than twenty-six participants permit vol-
untary employee contributions.

The Profit Sharing Council of America (PSCA) and Hewitt Associ-
ates reported in their /1981 Profit Sharing Survey® that based on 1980
experience, employee contributions are a feature in 62 percent of the

profit sharing plans studied. This increased from 55 percent in 1979
and 46 percent in 1978.
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Considering the national concern over the low level of employee
savings in the retircment income and capital formation pictures, in-
creased attention should be given to profit sharing programs. Profit
sharing programs, when linked with voluntary payroll deductions,
can be ideal savings vehicles. Employces gain ease in savings, flexi-
bility in determining their savings rates (up to certain limits), profes-
sional management of funds, employee investment options (at times),
reduced commissions and favorable tax treatment of investment
earnings. The 1981 Economic Recovery Tax Act (ERTA) permits tax-
deductible voluntary employee contributions to employee pension
plans up to specified limits. This should increase the extent and mag-
nitude of employee savings in profit sharing programs.

Company Contributions—Company contributions to profit sharing
plans are usually calculated based on a predetermined formula. Table
4 indicates the methods used to determine employer contributions.
Larger companies employ predetermined formulas much more fre-
quently than companies with under 100 participants. Out of 548 re-
spondents to the PSCA and Hewitt survey, 279 had less than 100 plan
participants. Over 57 percent of this group determined their profit
sharing contributions on the basis of employer discretion. However,
as the number of plan participants increased, the prevalence of dis-
cretionary arrangements dropped.

Smaller companies, who do not wish to reveal their profit levels
and share a specified percentage of profits each year, are more in-
clined to adopt a discretionary arrangement. This does not mean that
the Board of Directors are arbitrary or capricious in determining the
amount to be shared in any given year. They may utilize internal
guidelines to help them decide how much to share. They may also
take capital investment needs and other factors important to the
business into consideration. A discretionary arrangement, however,
does require that management bridge the credibility gap by giving
employees definite assurance that profit sharing contributions will
rise with company success.

Although small businesses utilize discretionary arrangements to a
considerable extent, small companies tend to contribute somewhat
larger amounts to profit sharing as a percentage of their participants’
pay. See Table 5. Companies with under 100 participants contributed
9.9 percent on average compared to 7.8 percent for companies with
5,000 or more participants. Table 5 also shows that for plans of all
types, the average contribution to profit sharing for 1980 was 9.5
percent of participants’ pay. It should also be noted that the largest
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companies are more likely to have defined benefit pension plans than
smaller companies. Of plans with 5,000 or more participants, 68 per-
cent of those with deferred profit sharing plans also had defined
benefit or money-purchase plans. Alternatively, of companies with
under 100 participants, only 24 percent had such plans. On average,
companies without companion pension plans contribute only slightly
more to their deferred profit sharing plans than companies with com-
panion pension plans.

Vesting—Vesting occurs when plan participants earn a nonforfeit-
able right to employer-financed benefits in a pension or profit sharing
plan. Vesting is based on a definite formula which provides partici-
pants with a percentage of the accumulated benefit (i.e., company
contributions, investment carnings and appreciation/depreciation)
credited to their accounts at specified points in time. Vesting prac-
tices differ considerably between defined benefit pension plans and
profit sharing plans. Vesting practices also differ according to com-
pany size.

The Bankers Trust Company 1980 Pension Plan Study reflected the
following vesting practices among the large plans studied:

(1) Ten-year cliff vesting is used by all pattern plans; no pattern plan
provides graduated vesting prior to the completion of the ten-year
period.

(2) Ten-year cliff vesting is utilized by nine out of ten conventional pension
plans; one out of ten provides some form of graduated vesting.

Coopers & Lybrand, in their Survey of Pension Plans 1978, studied
the features of 299 pension plans in medium Midwest companies.
Over 80 percent of the plans studied utilized ten-year cliff vesting.
However, the ASPA study found that among plans with less than 100
participants a wide variety of vesting methods is used. See Table 6.

The PSCA and Profit Sharing Research Foundation (PSRF) October
1980 study of Vesting Provisions in Profit Sharing Plans found a dom-
inance of graduated vesting in profit sharing plans (86 percent) and

a rare use of ten-year cliff vesting (ten plans or 2 percent). See Table
7.

Around 15 percent of profit sharing plans provide full vesting to
participants with service of five years or under, slightly over two-
thirds extend full vesting at or before ten years of service and 80
percent provide full vesting at or before eleven years of service.
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TABLE 6
Vesting Provisions in Defined Corporate Benefit Plans
of Small Companies

Number of Active Participants

Type of Vesting 1-10 11-25 26-100
10-year cliff 1.8% 19.3% 26.0%
4-40 335 14.1 11.5
10 pereent per year 10.2 9.9 135
Rule of 45 3 — -
0-5-15 14.8 239 28.8
20 percent per vear 4.1 1.6 1.0
100 percent after 5 years 8 ~ -
100 percent immediate 8.9 1.5 1.9
0-3-13 - - -
Other 25.6 297 17.3
Total 100.0% 100.0% 100.0%

Source: American Society of Pension Actuarices, Report to the President’s Commission
on Pension Policy, An Analvsis of the Characteristics of Small and Medium Sized
Employer Sponsored Private Retirement Plans, 1980, table 15.

In profit sharing plans, vesting occurs more rapidly than ERISA’s
required minimum vesting standard. Shorter vesting periods for profit
sharing plans are more common than they used to be. Additionally,
vesting occurs more rapidly in typical profit sharing plans than in
typical pension plans with ten-year cliff vesting.

TABLE 7
Types of Vesting Provisions in Profit Sharing Plans

Number of Percent of

Vesting Provisions Plans Plans

Full immediate! 46 9%
Full deferred? 17 3
Graduated 423 86
Class year 8 2
Rule of 453 - -

Total 494 100%

ISeventeen of these plans require one year of service or less for eligibility, six plans
require two years of service and twenty-three plans require three years of service.
Employees are 100 percent vested immediately upon entry into these plans.

2Two plans have two-year cliff vesting, one plan has four-year cliff vesting, four plans
have five-year cliff vesting and ten plans have ten-year cliff vesting.

30ne plan provides a standard graduated vesting schedule or the Rule of 45, whichever
benefits the participant most.
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Ancillary Benefits—Qver 95 percent of profit sharing plans provide
100 percent full vesting upon disability or death before retirement.
The remaining plans provide for payment of the vested portion of the
participants' account. Pension plans frequently do not provide such
ancillarv benefits. See Table 8.

While three-fourths of small company defined benefit pension plans
provide disability and death benefits, only one-third of larger com-
pany pension plans provide death benefits before retirement. Most
large companies, however, provide such benefits through other pro-
grams.

Disbursements—Typical modes of disbursement under profit shar-
ing plans include: (1) lump-sum payouts; (2) installments over a pe-
riod of time or in relation to life expectancy; (3) the purchase of an
annuity for the individual by the trustee; or (4) rollovers into IRAs
(this mayv provide the participants with periodic payouts after age 59
1/2 and a tax umbrella in the interim). This wide range of disburse-
ment options offers participants the flexibility to choose the methods
which best suit their needs.

Profit Sharing as a Source of Retirement Income

Either alone or in conjunction with other programs, profit sharing
can serve as a source of retirement income. The incidence of defined
benefit pension plans or other programs in companies with profit
sharing plans is related to company size—the prevalence is much
higher in larger companies.

The ASPA report suggests that, dollar for dollar, a defined benefit
pension plan generates larger benefits for retirees than a profit shar-

TABLE 8
Ancillary Benefits Provided by Defined Benefit
Pensions Before Retirement

Size Category

Ancillary More Than 26

Benefits Less Than 26 Members Members
Disability benefits 78.3% 64.4%
Death benefits 71.9 374

Source: American Society of Pension Actuaries, Report to the President’s Commission
on Pension Policy, An Analysis of the Characteristics of Small and Medium Sized
Emplover Sponsored Private Retirement Plans, 1980, table 14.
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ing program. This phenomenon reflects the differing allocation meth-
ods of each plan type.

In defined benefit plans, the allocation of company contributions
is based on compensation, years of service and age. Age is a major
factor. The older the participant, the shorter time available to fund
his or her retirement benefit; the younger the participant, the longer
time available to fund his or her retirement benefit. In actual practice,
the company contribution is skewed to the older members. Their
allocations are disproportionately large (for similar salary and ser-
vice) compared to the allocations made to younger members. For
example, if two employees each earned $15,000 a year and both had
ten years of service, a much larger benefit accrual would be made
for the fifty-five year old than the thirty year old.

When young people leave the company’s employ after five to ten
years of service, their accrued benefits under a defined benefit pension
plan are relatively small (even if they are vested, although in most
cases they are not). Because less is attributed to terminating younger
members, more of the company’s contributions remain in the trust
to provide larger retirement benefits for those who stay.

In profit sharing, the company contribution is allocated evenly
based on compensation (with or without a slight weighting for ser-
vice). If two men, one age fifty-five and one age thirty, have equal
service and are receiving the same salary, they will receive the same
amount in profit sharing, e.g., 10 percent of current pay. In this ex-
ample, if both were making $15,000 per year, each would be allocated
$1,500. This would not be true under a defined benefit plan. When
younger participants leave a company with profit sharing, they re-
ceive a greater amount than they would receive under a defined ben-
efit pension plan.

The amount received under profit sharing should not be considered
as severance pay, i.e., an amount equal to two weeks’ or one month’s
wages. If the employee/employer contribution to a profit sharing plan
is 8 to 12 percent of pay annually and if benefits vest at 10 percent
per year, the disbursement after five to ten years will be substantial.
This disbursement can be: (1) rolled over into a tax-deferred IRA for
retirement income purposes; (2) rolled over into another qualified
plan; or (3) invested (after taxes) at the participant’s discretion in
securities or bonds such as mutual funds, money market funds, stocks,
bonds or gold. It could also be used as a down payment on a home—
one of the best investments for providing security in retirement.

Some have questioned the adequacy of retirement benefits gener-
ated by profit sharing plans. Obviously, account balances depend on
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many variables, ¢.g., company contribution rates over the years, for-
feitures, employee contributions (if any), inflationary trends and in-
vestment returns.

Table 9 is taken from the ASPA report. It assumes constant carnings,
interest earnings in excess of salary increases and it does not discount
for inflation.

There is no question that time to benefit from the miracle of com-
pound earnings is an important factor in profit sharing accumulations.
Also, investment performance may be good or bad depending on cir-
cumstances in a given year. Nevertheless, it is interesting to work
with the ASPA data and to compare benefit levels generated by profit
sharing plans and defined bencfit pension plans.

In its development of models to compare defined benefit pension
and profit sharing benefit levels, ASPA used a rather modest pension
formula. The formula used provided for 1 percent of final-year monthly
salary times years of service. For example, someone retiring at age
sixty-five with a final-ycar monthly salary of $1,500 and with thirty
vears of service would receive a lifetime monthly income of $450. To
measurc the comparative worth of profit sharing benefits with pen-
sion plan benefits, PSRF used the 1 percent benefit formula. Table
10 reflects the results.

Profit sharing account balances were converted to retirement in-
come per month. The conversion assumes that $10,000 would buy an
immediate straight-life annuity of $100 monthly for a male retiring
at age sixty-five. An account balance of $50,000 would gencrate $500
monthly, or $6,000 annually.

TABLE 9
Defined Contribution Accumulations at Age Sixty-Five!

Entry Starting Contribution Rates
Age Annual Wage 4 Percent 6 Percent 8 Percent 10 Percent
25 $10,000 $193,456 $290,185 $386,913 $483,642
35 15,000 115,656 173,485 231,315 289,143
45 20,000 54,673 82,010 109,346 136,678
55 25,000 18,186 27,279 36,362 45,453

Source: American Society of Pension Actuaries, Report to the President’s Commission
on Pension Policy, An Analysis of the Characteristics of Small and Medium Sized
Emplover Sponsored Private Retirement Plans, 1980, table 1.

'Interest assumed at 7 percent per annum, compounded annually. Salary increases

assumed at 6 percent per year.
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TABLE 10
Profit Sharing Benefits to Retirees as a Percent of
Pension Standard!

Profit Sharing as a Replacement Ratio as a Percent of
Entry Percent of Pension Final Monthly Salary
Age Standard Profit Sharing Pension
25 113% 45% 40%
35 107 32 30
45 102 20 20
55 98 10 10

'Assumed a profit sharing contribution rate of 8 percent of pay, a pension benefit of
I percent of final-year monthly salary times years of service without offset for Social
Security benefits, a return on investment of 7 percent per annum and a salary increase
of 6 percent per year.

An example might clarify PSRF procedures.

An employee enters plan participation at age twenty-five with a starting salary
of $10,000. The company contribution rate is 8 percent of pay. The employee
accumulates $386,913 at retirement. See Table 9. The following results:

(1) Age 65 — entry age 25 = 40 years of service with salary increasing 6 per-
cent per year to $102,856 at retirement.
(2) 8102,856 = $8,571 final year monthly pay.
12

(3) Pension benefit = .01 x 40 years x 88,571 = $3,428 monthly benefit.
(4) Profit sharing benefit = $386,913 or $3,869 monthly benefit.

(5) 33,869 - profit sharing benefit } Profit sharing benefit is 113 percent
$3,428 - pension benefit of pension standard.
(6) Replacement ratio = $3,869 - profit sharing benefit }

- 45 ‘.
38,571 - final year monthly pay percen

It may be worthwhile to expand the comparison by increasing the
pension benefit to a more realistic level—from 1.0 percent to 1.3
percent—and to increase the assumed profit sharing contribution
rate—from 8 percent to 10 percent.

The 1.3 percent of final average pay times years of service, with no
offset for Social Security, is in line with current pension benefit levels.
Other standards could be used.

Assumptions for Table 11 remain the same as for Table 10 with
regard to salary progression at 6 percent, investment return of 7
percent and the same conversion factors for profit sharing accumu-
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TABLE 11
Profit Sharing Benefits to Retirees as a Percent of
Pension Standard!

Profit Sharing as a Replacement Ratio as Percent of

Entry Percent of Pension Final Average Salary
Age Standard Profit Sharing Pension
25 114% 60% 52%
35 109 43 39
45 104 27 26
55 99 13 13

"Assumed a profit sharing contribution rate of 10 percent of pav, a pension benefit of
1.3 percent of final-vear monthly salary times vears of service without offset for Social
Security benefits, a return on investment of 7 percent per annum and a salary increase
of 6 percent per vear.

lations. Assumptions for the company contribution rate and the pen-
sion benefit have been increased.

Final average pay is used here. This contrasts with final annual pay
in Table 10. Final average pay is defined as the highest consecutive
three years of earnings out of the last five years of a person’s em-
ployment. A factor of .9445 was applied to final annual pay to arrive
at a final average pay.

Benefit levels from the profit sharing programs were comparable
to or slightly exceeded pension benefit levels in both Tables 10 and
11.

The above projections were based on a one-point spread between
investment return and wage inflation. This is a very narrow spread
but not overly pessimistic in light of today’s high inflation and low
investment returns. However, historically there has been a two-to-
three point spread in favor of investment returns over wage incre-
ments. For the medium- to long-term, one would hope that this re-
lationship would fall into line with historical trends. Providing adequate
funding for pensions and profit sharing plans under these latter con-
ditions would be far easier.

Examples in Tables 10 and 11 have been based on projections, not
actual experiences. In assessing the capability of profit sharing to
adequately fund a retirement income program, it seems reasonable
to look at actual examples. See Table 12. (Note, however, that the data
available for actual examples is limited.)

In preparing the 1978 study of Profit Sharing in 38 Large Companies,
Volume II, PSRF gathered relevant information on profit sharing
benefits which actually had been paid out to long-term, nonmanage-
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ment employees. These benefits were then compared to a 1.3 percent:
pension standard (similar to the standard used above) to determine
whether the profit sharing benefits fell below, equalled or exceeded :
the pension standard. The results reflect actual company contribu.
tions and actual investment experience.

Overall, only six companies out of the thirty-three that provided
this data generated profit sharing benefits which fell below the pen. -
sion standard. All six companies provided pension plans in addition
to their profit sharing programs. Thus, these companies provided
combined benefits from both programs that were substantially more
than the benefits from companies with only standard pensions.

Twenty-seven out of the thirty-three companies (82 percent) had
profit sharing programs which generated benefits from 102 percent
to 1,011 percent of the pension standard. Additionally, thirteen of the
twenty-seven companies provided separate pension programs.

Advantages and Disadvantages of Defined Benefit Pension
and Profit Sharing Programs

Both defined benefit pension and deferred profit sharing programs
have advantages and limitations. They also frequently work together
in tandem.? Defined benefit plans have features which profit sharing
plans do not have. For example, defined benefit plans can:

(1) easily be designed to give credit for past and for future service;
(2) insulate participants from adverse investment experience;

(3) gear benefits to final pay as though the employee was earning final
average pay during his or her entire working career;

(4) provide a predetermined level of retirement income;

(5) reflect exceptional increases in participants’ pay that occur toward the
latter part of employment years;

(6) accumulate benefits for participants even in periods of nonprofitability.

Alternatively, profit sharing plans have features which defined ben-
efit plans do not have. For example, profit sharing plans can:

(1) relate the level of contributions to the success of the enterprise and,
therefore, provide incentives for employee productivity;

(2) provide flexibility in plan features (e.g., voluntary employee contri-
butions, fast vesting, forfeitures reallocated among remaining partic-
ipants, employee investment options, fund transfer privileges, ancillary



benefits and broad disbursement options) which make the plan at-
tractive to employees at all ages;

(3) pass on the rewards of good investment performance to participants;

(4) provide reserve funds which can be used during employment for long-
term security needs (e.g., down payment on a home, major home im-
provements, college education for children, medical and financial
emergencies).

Other advantages and disadvantages are briefly described in Table
13.

ERISA categorizes two types of private retirement income plans:
(1) defined benefit plans; and (2) defined contributicn plans. Major
subdivisions of defined contribution plans include: profit sharing,
money-purchase pension, employee stock ownership plans (ESOPs
and TRASOPs).

Money-purchase pension plans are individual account plans. They
differ, however, from profit sharing plans, in several important re-
spects. For example, under money-purchase pension plans:

(1) Annual company contributions are not related to the profitability of
the enterprise but are usually calculated as a fixed percentage of pay
(e.g., 8 percent of pay) orona dollars-per-week or cents-per-hour basis.

(2) Forfeitures cannot be reallocated among remaining participants. They
must be used to reduce future company contributions.

(3) No partial withdrawals of company contributions can be made during
employment.

Although money-purchase plans are common in very small com-
panies, these plans have two serious shortcomings compared to profit
sharing and defined benefit pensions:

(1) They lack the incentives for employee productivity that are provided
by profit sharing plans. Company contributions to money-purchase
plans are based on employee pay level—not company profit.

(2) Unlike defined benefit plans, money-purchase plans do not provide
predetermined benefits.

Profit Sharing Plans and Inflation

Profit sharing plans offer a number of options which can help them
cope with inflation. For example, under profit sharing plans partic-
ipants can:

57



93e juswadljal
[eULIOU S 991'UlLId] [IIUN
P12y dJae s11Jauaq panioy

110J
-J9 9A1ID3[[0d/[enpIAIpUI AQ
pa123ffv K)1o241p 2q 10UUDD
11JoUaq [BNIUIAD JO 221§

(Avpiqesip

10 Y1edp ‘1UdWAIIAL 1)
pprod 1uawkojdua jo pua
1D s1jauaq sapiaoad A[uQ

Juysan [J170
4pa£- saambai A[jensn

saaAojdwid pajenuueradns
01 $)1joudq apiaoad o1 unpd
UO1IDZ1JA0WD SB PIATIIIS]

ued papunj Ajarenb

-dpeut Jo uolBUIULID)

Jo ased url sjuswided 11jauaq
01 Y)40M 12U 21D40dL0D O
Juao4ad g 1sed] je s103lqng

20UDUL
-d0fuad juausaaul 10od jJo
$31502 190w 1snw Auedwo)

sanjIiqer] 2914
-13s jsed Jo uapinqg asvaio
-u1 Aew s11jouaq 3uiaoxdury

Aed [eurj o1 payul| ale
$11JoUdq uUaym elId AI1euor]
-e[Jul Ul $1S0d ‘?[qe[joa]
-uodun A[i1ed pue ‘uienad
-un yirm Auedwiod sajppes
{L11qpio1padd 1509 s3ODT

3214135 (B0 uodn

paseq sasealoul 11jouaq
pue uonva.o uvyd 01 401d
2014435 40J 11P24D SIPIAOI]

(saruurg
uretao o1 dn) sp1fauaq uvyd
sadnsul (D9gd) Honviodio)

Qupavney nfauag uoisuag

orjojn1od uorsuad jo souewr
-10319d juawysaaur Jood
JO ¥S14 2Y1 S4vaq Auvduio)

puru jo aoead dakojdwa 01
SOINQLITUOD (JUDWDINDI 1B
A114122s [P1OUDUL] SISTUOLG

duruueld [eroueu
-1} sple ‘ouodur juawalrl
-91 JO [2A2] UMOUY SIPIAOIJ

sdahodwa pred

19y31y ‘901A13s-3U0] pIem
-0 S11JoUdq SMIYS (A1LINDOG
[BIO0S UM [[9M saI1D4daiu]

$0041104 01 dIow
‘$301BUIWLIDY O} 1NO pIe
pred ssa| fjuaronffo 1500 S|

poyiaw Jurpunf
JU2ISISUOD B SIINITISUO))

MIJA JO
juiod Ikojduryg

MIJA JO
jurod Auedwo)

MIIA JO
jutog dAojdury

MDIIA JO
jurod Aueduio)

sadejueapesiq

sadejueapy

ue[q uoIsudd 1yduag pauyyeq

swreidord SuLieys 11joid paijad pue
uoIsudd Jo sadejueapesiq pue sagdejueapy 1410
€1 419dV.L

58



awodur juow
-911191 JO [9A3] umouy 1o
saajupivnd apiaoad jou sa0(]

JO4IUOD 122.41p 412Y) 43P
-un jou sI103dej 10j saak0[d
-ud sazijeuad 10 spIemay

sduew
-Ioy1ad jusunsaaur Jood
JO uapunq uvaq sasasojduiy

JIeoA
100d e ur urreys 1yjoid o3
31111] saInqriuoo Aueduo))

9]A1s Juswalde
-uew Jemnorired 71/ jou dvui
Burreys 11joad jo Aydosojiyg

ynoryip duruued
1uswaoe[daa sayew suUIN}al
JuDwWISaAUl pue suolngLll
-uod Auedwod ul 47171gviv A

uoisuad

€ Se JuWodUul JUduwallal
JO 1243] v Y31y SV VIUIS
1ou Avwi Je[jop 10j Iejjoq

SJUNOd
-0 Ul Sjunowe juedyiu
-81s dn pinq 03 2wy saye],

wa)sAs asradiayud
99Jj ys14 ur uontedidnlred

S1Jausq A11Indag [e100S§ Aq
13sffo 10u ddUE[Rq TUNOIDY

Juisaa prdvy
saaniedy ueld ur 47171q1x3],]

SUIp3 puv sIuUID?
Juaudisaaur ul uorjedionaeyg

doueuwriolad y3noays siye
-u2q Jo 3215 192/{p 01 3dURY)

$sa00ns Auedwod ur AJ30a1

wiergdoid asodundinuu e sy

sanjiqer| adia1as 1sed
3Se3I0UI 10U Op INQ S1IfauUaq
a4ann 109ffv syudwaaroaduw]

24nsodxa yraom

19U 1U2042d ()F 40 Swniwa4d
90UBINSUI UOTIRUIULIDY ON
up)d papun/

Anf ' ‘aanjeu s11 Aq ‘s]
Ked

01 Aij1qe s Auedwod uryiim

-Ip 24vys 01 dnunioddy papuny 9)qupiolfp s1 1jousg

MIIA Jo
1urod s4Lojduyg

MIIA Jo
wurog Auedwo)

MIIA JO
o RAojduryg

MIIA JO
jujod Auedwo)

sadejueApesiq

unood

-d€ uolje[nuwnodoe [ejided
[PNplaIpUl paisaa e uey)
[nj3urueawW S$S3[ SI puny 2An
-03[[0D Ul 1S3191Ul BlRIOI]

aIn|
-0sqe Jou ‘paynul] a4v HNgd
WO} S22]UDIDNI UOISUDJ

sadejueApy

ueld SuLieys 11joid paLjq

J0dd o}
SUNIU24d 2OUDINSUI UOLIDU

-1UL42] Jo JuowAed sarnbay

59



(1) delav retirement to age seventy and continue to participate in the profig
sharing program. This will result in a greater amount ol retiremeny
income that will be spread over a fewer number of retirement vears,

(2) take lump-sum distributions (under certain circumstances) and roll
them over into TRAs. Distributions from such an IRA are taxable buy
the balance continues to grow tax free until veceived. The imvestimeny
income can help the retivee hedee against inflation.

(3) payv the tax on a lump-sum distribution, invest the balance ol the dis-
tribution and live on the investment income and principal. Lump-sum
pavouts offer retirees maximum [lexibility to provide tor their own
needs.

(4) sometimes take partial or whole lump-sum distributions in emplover
stock. This creates several advantages. The tax basis of the emplover
stock is the average acquisition cost to the trust; it is not the curvent
market value. The unrealized appreciation on the stock is not taxed
until the stock is sold. Stock dividends can provide retirement income
and the stock mav be sold in quantities and at prices that are most
advantageous to the retirec.

(5) receive installment pavments—Ileaving the remaining account balance
in tax sheltered, professionally managed trusts to carn investment in-
come. How might this work out in practice? A protit sharing partici-
pant, who retires with $60,000 in a fixed income fund and who clects
to receive fifteen annual installments, will receive $4,000 as his or her
first installment. Assuming an ceffective annual vield of 9 pereent cred-
ited to his unpaid balance at cach monthly reevaluation, the retiree
could receive an increasing amount from interest and principal cach
vear. The fifteenth and final installment would be approximately $13,364.
The total settlement would have vielded the retiree more than £116,000.

Additionally, there are some alternative options. The retiree could
withdraw part of the interest and principal cach vear and stretch the
installments out over a longer period, ¢.g., the joint life expectancies
of the retiree and his spouse. Thus, profit sharing permits the retirees
who choosc installment pavments to continue receiving investment
returns on the unpaid balances in their accounts. The power of com-
pound interest continues to directly benefit the retiree. This is not
true under a defined benefit pension program.

Conclusion

Profit sharing is no panacca and takes time to work its marvel of
compound interest. Especially for small businesses, however, it does
offer a number of positive attributes related to flexible funding, vest-
ing, reallocation of forfeitures, preretirement death benefits for spouses
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and installment pavouts during retirement as a way to help the retiree
cope with inflation.
Delerred profit sharing:
— contributes substantially to retirement income;
— provides survivor and disability benefits;
aids capital formation;
- cncourages and adds o individual savings;

improves productivity by increasing cfficiency and lowering cost of
production;

serves as an inflation hedge;

reduces the tinancial burden on the Social Security svstem;

- provides portability of retirement benelits to vounger and short-term
workers:

- offers the most feasible method of providing retirement benefits to small
and medium-sized companies, the arca most in need of retirement pro-
orams.

Profit sharing is a versatile and adaptable program which can pro-
vide retirement income and can simultancously generate emplovee
productivity which contributes to the plan’s affordability. Profit shar-
ing plans represent an important component of our complex retire-
ment income svstem.
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Notes

1. Bankers Trust Company, 1975 Suwdy of Corporaie Pevision Plans (New York, 1973);
idem, Corporate Pension Plan Study, A Guide for the 1980s (New York, 1980).

2. Hewitt Associates and Prolit Sharing Council of Amcerica, 1981 Profit Sharing Survey
(1980 Experience) (Chicago, 1 1981).
3. Sce the Profit Sharing Rescarch Foundation paper on “Combination Pension, Profit

Sharing, and Thrift Plans.”
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Discussion

MR. Sciiurz: What are the implications for profit sharing and the
ultimate adequacy of retirement income ol sustained periods of Tow
profitability?

Mr. Hotan: T have reviewed the history of a number ol companies
that went through periods of no profitability and have been amazed.
There are provisions within the Internal Revenue Code which allow
vou to make additional contributions in good vears to make up for
loss vears. I have seen companies go 1lnomh periods ol four vears
with no profit sharing contributions and still achicve what I would
consider to be adequate account balances. For a typical employee
who has been with an emplover for twenty vears, balances range
roughly from $30,000 to $100,000. (cd. This would provide a monthly
check of between $500 to $1,000.)

ME. SEIDMAN: Most of vour paper seems to pose profit sharing and
delined benelit plans as alternatives. Yet, vour concluding remarks
make it clear that you believe, as T do, that workers can participate
in profit sharing plans over and above what they may have negotiated
bv wav of other pension plans.

Mr. Trowbridge's paper talks about the increasing acceptance of
profit sharing on the part of emplovees, and Tassume he means unions.
I think there is some evidence of that. It is under very special cir-
cumstances, however, and I think that should be emphasized. Profit
sharing is not being regarded by those unions as an alternative to
their other pension plans. SpL(,l[lLd“\ unions are accepting profit
sharing under circumstances where it is donce in order to keep the
companics afloat. The unions are sayving that if a company ever does
get out of the morass, they want to know now that they are going to
be participating in that improvement. It is on this basis that unions
are accepting profit sharing, where in the past they have not.

MR. TROWBRIDGE: Many of vou realize that there are pensions that
have nothing to do with profit making organizations. For example
many financial institutions in this country arc based on the mutual
principle. On the mutual principle, there are no profits to be shared.
Of course, there are no profits to be shared in nonprofit organizations
of various kinds. There is no profit to be shared in government or-
ganizations. So the prolit sharing principle, although it wor ks for ¢
good part of American industry, is not an answer to the retirement
income problem.
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Mr. Horan: Tdonotdisagree with My, Sceidman. When Tirst joined
the Profit Sharing Council, Walter Reuther placed prolit sharing on
the bargaining table with General Motors every vear. They were not
willing to accept it. At that time the question was: I the emplovees
will go for profit sharing, will they go for loss sharing? That is whai
we are seeing now in some of these agreements.,

Sceond, there is a philosophical basis to what point profits should
be shared. If there is a turnaround at General Motors, the figures
ranee from 225 per cmplovee cach vear to 31,000 per emplovee cach
vear.

Mk. Winre: Thwould like to ask a question concerning the kev dit-
ference between profit sharing plans and defined contributionsde-
fined benelit plans. It appears that one of the hallmarks of profi
sharing plans is that in the periods of Tow or no profit, vou can stop
vour contribution, but in the defined contribution plan, vou are gen-
crally locked into vour contribution. Is that right?

MR. Paine: There is a dilference between the definition of profit
sharing as we have been discussing it here and the definition used
bv the IRS. The TIRS says that vou are qualifving a retirement plan
as a profit sharing plan if the contribution is dependent on current
carnings or carned surplus of the emplover. Thercfore, vou have many
kinds of plans that have not been defined as profit sharing plans here,
but thev are qualified as profit sharing plans by IRS. A plan that puts
in some percent of pav is one example. There are many, many maich-
ing savings plans, particularly among salaried emplovees in this
countrv, where the emplover puts in fifty cents or some other number
for cach dollar the emplovee saves. That is also technically a protit
sharing plan. I do not think we should narrow in too closcly on a
definition, because the government revenue people will use a much
wider definition.

Mr. CowLEs: Tom Paine has just introduced the idea of savings
plans and, in that context, I think there is an answer to Mr. White's
question. Savings plans ordinarily start with a specific match, and
frequently over time the match is inereased. The contribution rate in
that tvpe ol plan often is changed.
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Defined Benefit and Defined
Contribution Plans: A Labor
Perspective

Thomas FF. Duzak

Introduction

Emplovee benefit specialists and other technically oriented profes-
sionals are most likelv to use ditferent criteria in judging the com-
parative advantages and disadvantages of defined benefit and defined
contribution benefit plans. Certainly, lengthy and detailed analvses
can be performed judging pian performance from the standpoint of
administration, cost, tax conscquence and various corporate objec-
tives.

The purpose of this paper is to present a labor union perspective!
of defined benefit plans and defined contribution plans—tirst, in terms
ol their capacity to meet the needs of workers who look to labor unions
for assistance in determining their wages, hours and working con-
ditions and sccond, in terms of the impact which cach type ol plan
may have on the collective bargaining process itsclf.

Because this labor viewpoint is not intended to be technically ori-
ented, it is sufficient to distinguish between defined contribution plans
and defined benefit plans using the basic description of cach plan.
The defined contribution plan has a fixed amount or rate of contri-
bution with the benefit pavout being variable. The defined benefit
plan has a predetermined benefit regardless of the unit cost.

Furthermore, for the purpose of this paper, defined benefit plans
will include not only pension and other retirement benefit plans, but
4lso other forms of income maintenance and expense reimbursement
programs where the amount of pavout is according to a predeter-
mined formula and the plan sponsor is obligated to maintain the
program for a period of time irrespective of the program costs to the
emplover.

The Needs of the Union Member

Over the past five decades, since workers' rights to organize were
cstablished under federal law, the labor movement has bargained
collectivelv for 20-30 percent of the private sector labor force. In
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addition, it can be salely assumed that a sizable pereentage of (he
unorganized sector indirectly benefits from the cconomic patterng
which are established through bargaining, in that emplovers seek (o
maintain a certain level ol parity for nonunion workers in order
avoid becoming union organized.

Q

Economic studics have continually shown that workers who are
members of unions generally receive more compensation than non-

union workers within the same industry, cven though the avergoe
wage level paid to represented workers may onlv slightlv exceed thyg

ol nonunion workers. The principal cconomic advantage enjoved by
the union worker results from his union’s abilitv to bargain Mmore
lorms of emplovee benefit plans which provide highcer benefit pavours
than for unorganized workers. President Carter’s Commission on Pepy.
sion Policy, for example, reported that 91 percent of the private sector
work force who did not enjov pension coverage also did not belong
to a labor union.

Since their legal right to negotiate over pension plans and insurance
plans was first established in 1949, labor unions have with steadlasi
determination directed a growing share of the cconomic package into
benelit plans. In many basic industries, benefit plan costs account
for 30-40 pereent of labor compensation.

Economists and labor relations authoritics, having the advantage
of retrospective analysis, have ascribed various motives (o labor's
ambitious and consistent pursuit of benefit plans. Fringe benefit plans
have been viewed as a means of establishing a basis for worker iden-
tity to the union and of serving as an aid to further expansion of union
membership. Others focus on the tax advantages available to partic-
ipants in qualified plans. Thev conclude that unions merelv have
sought to achiceve the same kinds of tax shelters heretofore available
to salaried personnel. Recently, proponents of the so-called procom-
petition approach to health care have argued that the favorable tax
trecatment of medical care insurance plans is, in part, an incentive
for labor unions to seck comprehensive coverage aggressivelv,

These and other similar theories fail to recognize the basic moti-
vation which attracts workers to unions, i.c., the ability of the union
to competently address the worker's own desire to achieve security
against the risk of cconomic losses resulting from factors over which
he has no personal control.

As the union member progresses through his work life, he is con-
tinually exposed to risks which may disrupt the stream of income
upon which his living standards are virtually dependent. Unantici-
pated expenses or income loss due 1o short-term or long-term dis-
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ability, lavofl or termination can be dramatic and not readily re-
placed through personal savings. Also, even il the emplovee were o
maintain a stable Tong-term emploviment relationship until the time
ol normal retirement, it is unlikely that an industrial hourly rated
cmplovee would have had the wherewithal to accumulate adequate
personal savings to maintain his real income level for the remainder
of his lifcetime.”

Clearly, the elforts ol laborunions, which represent industrial work-
ors. have been to secure benelit programs which imposc a duty upon
an cmplover to maintain a specitied pereentage ol the emplovee's
income during the periods of uncmplovment.’ Of particular concern
has been the needs of workers who are victims ol plant closings and
other forms of permanent job dislocation. In many cascs, pension
plans provide tor the immediate pavment of not only the retiree’s
acerued benelit but also an additional supplemental allowance until
Social Sccurity cligibility is obtained.

Defined Benefit/Defined Contribution

Regardless of the implications for the emplover or any individual
emplovee, defined benefit plans are clearly best suited and most com-
patible with the concept of emplovee benelits as a form of income
replacement. Labor cost represents one clement in determining the
cost of production—a cost which must be recognized by the emplover
before he determines his profit or allocates a share of his return to
his stockholders. Through the collective bargaining process, cmplov-
ces have made a decision to forego a share of what would otherwise
be paid as wages in exchange for a commitment from the emplover
to provide a predetermined income stream under certain conditions.
In this sense, those defined contribution plans which determine the
amount of income to the employee as a function ol the emplover’s
profit, or the price of the company’s stock, or the investment vield of
a fixed pool of asscts, are not compatible with the concept of a wage
versus income security trade-olt.

Despite labor’s strong emphasis on adequate income replacement
under conditions which are difficult to anticipate, factors such as age,
sex, income levels and seniority status make it virtuallv impossible
to construct plans which provide desirable levels of income replace-
ment and which also represent an equivalent value to all emplovees
in the covered population. From this perspective, the employee ac-
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cepts a trade-off ol wages for security regardless ol the economie value
of the employment costs allocated by the emplover to him as
individual at any given point in time.

A sccond consideration in evaluating the relative utility of defined
benefit plans and delined contribution plans within the contexy of
collective bargaining is the need to maximize the effective allocation
ol a limited supply of resources. To the extent that benefit plans are
geared toward income replacement, they must assure that the amount

dn

ol given pavout is predictable, adequate and does not provide per-
verse incentives for unacceeptable emplovee behavior,

Disability benefits, for example, must be adequate to maintain fan.
ilv income needs for the duration of disability vegardless of the em-
plovee’s age at onsct of disabilitv. At the same time, a disabiliy
benefit, which alone or in combination with other similar benelits
(such as Social Sccurity) exceeds take-home pay, represents an in-
ctficient expenditure of funds and mav encourage abuse.

Generally speaking, defined contribution plans, which limit the
availability of benefits to those who are supported by accrued con-
tributions, do not cfficiently allocate payments in a direct relation-
ship to the employee's needs at anv given point in time. Also, because
defined contribution plans are normally not integrated with other
benefit payment sources, such as statutory programs, the relationship
between replacement income needs and actual pavout mav be further
distorted.

Collective Bargaining and Income Replacement

From a labor perspective, a comparison of defined benefit plans
with defined contribution plans must consider the extent to which
cach form impacts upon the collective bargaining process itself. Not
only must the economic needs of the individual be considered, but
also the structure of the employee benefit plan must be compatible
with the collective bargaining process in terms of meeting the objec-
tives of both sides in negotiations.

In a sense, labor unions are faced with the more difficult problem
because both federal law as well as the democratic nature of the labor
organization require that the interests of individual members be con-
stantly weighed against those of the organization as a whole. Fur-
thermore, both parties, but especially the union, must take exceptional
care in formulating benefit plans which provide understandable and
predictable outcomes for covered participants.
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This docs not mean, however, that a union is compelled to bargain
compensation and benefit plans which necessarily are ol approxi-
mately equivalent value to cach individual. By definition, the collec-
tive bargaining process requires a pooling of cconomic strength in
order to achicve an objective which is determined by the group as a
whole: but at the same time, the process dictates a sacrifice ol in-
dividualitv. As long as the union’s decisions are made in good faith
and are not arbitrary, itsatislics its duties of fair representation even,
for cxample, if a negotiated benelit plan does notrepresent cquivalent
value for cach participant. Consistent with this view, labor unions
have relied upon defined benelit plans as the best means ol clficiently
targeting a limited share of cconomic resources, in a4 manner which
maximizes the outcome for participants with the most compelling
needs for cconomic benelits.

Few can argue with the proposition that emplovees should not
expect to be entirely insulated from fluctuations in the cconomic
fortunes of the emplover. It is also undesirable to establish emplovee
compensation programs which seriously hamper the ability of the
emplovee to establish reasonable long-term plans and determine his
or her personal needs on the basis of predictable income sources. This
argument is particularly relevant in the case of certain defined con-
tribution arrangements in which the emplover’s contribution is not
at all related to the economic needs of the emplovee group at any
particular point in time.

At the same time, the worker need not be immediatelv rewarded
because the emplover is able to obtain a comparative advantage over
other emplovees. This is done by reducing the unit cost of providing
the emplovee with a negotiated defined benefit.

Another means of evaluating defined contribution and defined ben-
efit plans within the context of collective bargaining is to determine
whether the primary function of the plan is to serve the needs of the
participants which the parties have identified (¢.g., income mainte-
nance) or whether the plan best serves some other function (e.g., tax
avoidance). Manv defined benefit plans are primarily tax reduction
and tax deferral mechanisms and only mect an income replacement
objective indirectly.

Individual retirement accounts have been touted by some as an
attractive mechanism through which wage carners may participate
in assuring an adequate retirement income. Deferred compensation
plans arc also viewed in the same regard. The fact remains that the
relative value of participation in such plans is directly a function of
the participant’s income tax rate. Wage carners have no assurance
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that any cventual pavout under the defined contribution plan iy
approximate their cconomic needs during retirement.

[t can be argued, therefore, that to the extent emplovers exert pres.
sure to substitute defined contribution plans for defined benefit plans—
as the primary mcans of income replacement—the collective ba-
vaining process will suffer.

Fven where a defined contribution plan is established in addition
to a defined benelit plan, one can expect that the collective bargaining
process will be adverselv alfected. Changes in government tax policies
mayv altect the relative pavouts ol certain subgroups of emplovees,
thus creating the opportunity for added tension within the work foree.
Where plans provide for multiple investment vehicles, lor example,
the ability of the union and the emplover to obtain mutually desirable
outcomes declines while the influence of a third party—investment
managers—increases. Emplovees who incur direct losses as the resuly
of poor investment performance under a defined contribution plan
may, in retrospect, hold the union accountable or at least question
whether the union adequately represented their best interests even
though the union did not participate in the investment decisions.

Finally, it should be recognized that the structure of defined benetit
plans also reflects the desire of many employvers to retain complete
responsibility and control over the disposition of plan asscts. Al-
though exceptions to the rule can be found casily, collective bargain-
ing in the United States is still dominated by the underlving premisc
that the process evolves from a confrontation of competing interests—
the emplover’s interest in maintaining exclusive authority to manage
the business and the worker's interest in sccuring protection against
the consequences of management's actions.

With respect to emplovee benefit plans, management has been re-
luctant to embrace the concept of emplovee ownership or control of
plan asscts. In basic industrics, management has acknowledged the
right of labor unions to bargain over matters of plan design such as
cligibility for, and the amount of, benelits pavable to workers under
specified circumstances. Management has, however, preferred to re-
tain exclusive responsibility for administrative and investment de-
cisions. Conscequently, it is not surprising that among single emplover
plans, most arc solelv administered by the emplover but the contin-
ucd payvment of benefits is contractually assured.

To some extent, it can be argued that the provision ol income re-
placement through defined benefit plans facilitates and simplifics the
collective bargaining process by: (1) maintaining a more clear dis-
tinction between the role of the emplover and the union in deter-
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mining the structure of the plan; and (2) in terms of judging its
cffectiveness in mecting cach party's objectives.

Where defined contribution plans (such as moneyv-purchasce plans,
deferred compensation plans and thrift plans) are established through
collective bargaining, labor unions can be subjected to a dual risk.
First, the emplover mav adopt a laissez [aire attitude in determining
the extent to which benefit paviments adequately meet the income
replacement needs of the participant. If the emplover's obligation is
fixed as a percentage ol pavroll or a defined number ol cents-per-
hour, the emplover does not share the same incentive to maximize
fund performance. I the work force contracts because of poor man-
agement, the emplover's obligations under the defined contribution
plan will decline even though the needs of affected emplovees mav
simultancously increase.

Sometimes a defined contribution plan mayv cause the emplovee's
own interests as a plan participant to come into contlict with his
obligations as a union member. Although there are a great many
variables in the cquation, the fact remains that the labor union as-
sumes both the legal and moral responsibility of serving the long-
term interests of its membership as a whole. Under defined contri-
bution plans, the use of individual accounting can lessen the em-
plovee’s willingness to support collective bargaining proposals which
address the shared needs ot the membership at large.

Conclusion

Unquestionably, emplovee benefit plans have flourished because
of their diversity and their unique abilitv to serve a wide range of
needs of both plan participants and plan sponsors alike. Some plans
help provide substantial sccurity against wagee loss and cconomic
hardship, some assist individuals in maximizing their investment
gains and others help to minimize tax liability of the sponsor and/or
the beneficiary.

The influence that labor has had upon the design of emplovee ben-
cfit plans reflects its cognizance of the reasons why workers join
unions in the first place. Workers do not choosce union representation
in order to find tax shelters, to maximize investment vield or to

purchasc their emplovers’ stock. One reason workers seck union rep-
resentation is the proven ability of the collective bargaining process

to translate the collective strength of the work force into ¢cconomic
agreements. This improves the worker’s carnings while on the job
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and maintains that income capacity at times when he is up
work through no fault ol his own.

While benelit plans are muludimensional in terms of their utiligy
to plan participants, from labor’s perspective those with defined ben.
efits have gencerally better served the basic interests ol the
member.

able to

union
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Notes

1

Y

Ihe views of the paper arve the author’s adone. No attempt is made here to argue
that all, or even most, fabor unions share the same views on this subject. In the
arca of emplovee beneits, there are some signilicant contrasts in the collective
hargaining policies and practices among labor unions, particularly between cralt
unions who normally provide cimplovee benefits through multicmplover plans and
the mdustrial unions who bargain with single emplovers who, i tarn, admunister
the benetit plans.,

Once azain, accordimg o a Pension Comimission survey, only about one-third ol
respondents expected to rely upon savines (other than TRAS) as 4 souree of retire-
ment. At the same time, workers with the lowest lmmidy income levels ave the least
likely to have established IRA coverage.

As carly as the immediate postaar period, the efforts of many labor anions were
manifested in proposals 1o establish a guarantecd anmual wage tor mduostial work-
ets. Although formalized cuaranteed annual wage programs did not materiahize,
various forms of wage replacement progranms were established such as supplemental
uncrplovinent benelits sond disabiliy insurance plans,



Discussion

Mr. COWEN: Senator Stevens has a pension reform package that
he is ready to introduce, which would create a defined contribution
program and impact on the federal work force. One of the arguments
that we are using, which favors this legislation from a labor per-
spective, is based on the lack of collective bargaining on compensa-
tion issucs in the federal work force. We are arguing that a delined
contribution plan, with the emplovees’ money invested in the private
scctor and controlled by the emplovees, would provide stronger legal
rights than exist presently. Sinee it is Congress’s prerogative to change
a statutory entitlement, we are arguing that once the money goes
into the emplovees” accounts, it cannot subscequently be attached by
Congress. The strength is then in the cmplovees’ hands. How do Vou
feel about that?

MR. KLINE: It is a novel issue. In the private sector, the union has
a very direct interest and a large element of control with respect to
benelits in the bargaining process.

One reaction would be a negative one, because what vou have sug-
gested would shift the risk of poor investment returns to emplovees.
The bencefit pavout at the end of the tunnel is contingent, in part,
upon investment return. If the goal, in fact, is to protect workers by
insulating their retirement income against Congressional tampering,
then take the existing defined benefit svstem and attach the appro-
priate saleguards to accomplish that goal. This is a personal obser-
vation.

MRr. COwWEN: Regardless of the safeguards vou build into legislation
pertaining to defined benefit plans in the federal sector, Congress can
change anything that it subscquently decides to change. Is it valid
to think that if we set up a svstem where the money is actually the
employces” money, it cannot subscquently be attached by Congress?

MRg. KLINE: [ understand that is what vou are getting at. Congress
could periodically transfer funds to an insurance group annuity sys-
tem and provide the benefits that wav—the same goal could be ac-
complished. I take it that you are contemplating actuallv taking the
moncy out of the Treasury.

Mr. CoweN: Yes, the monev would be transferred to an emplovee
board that would invest it privately.

~J
~J]



Mr. StipMax: T want to comment on the relationship of the defined
benelit plan to the question of management control. Traditionally,
in the single-employer defined benefit plan, the unions have taken
the position that as long as management assures that the defined
benelit is actually paid, management has the right to control the plan.

we have already discussed the question as to whether the Taly-
Hartlev plans arc defined contribution or defined benetit plans, but
if theyv are delined benefit plans, that is not true. Management does
not have the right to control the assets. 1 think there s a trend de-
veloping away tfrom unilateral management control ol single-cme-
plover defined benefit plans. This is, in part, because the whole idea
of what is a defined benefit, although it sounds very simple, is really
not very simple. .

In one sense, a defined benefit is the benefit that is assured as ol a
given moment, when the worker retires; but what can be negotiated
in the next round of bargaining, may very well depend on the way
in which the funds in that plan arc invested. There are even broader
considerations relating to emplovment, wage potential in the indus-
trv, and so on, which go bevond the pension plan itself. It scems o
me that this distinction between defined benefit and defined contri-
bution plans, with a collateral distinction between unilateral man-
agement control or some degree of union participation and control,
has always been blurred; and it is going to be increasingly blurred.

Mr. CowLEs: I do not feel T would earn my salary for the day il 1
did not correct something that was said a moment ago. There are
other ways to transfer money to the private sector and keep it out of
the hands of Congress. Rather than annuity contracts, the money
could be handled bv a bank trustee.

MR.BERGER: In recent times, we have heard the claim that defined
benefit plans are a thing of the past and that we are not gomg to
have a large number of new defined benefit plans, part icularly outside
the context of closely held corporations where the sponsors—the own-
ers of the company—have a very high personal incentive to cstablish
defined benefit plans. But, in a larger context, there has been an
allegation that defined benelit plans are dead. I would like to know
what vou and others think about that claim. I would also like to know
what vou think the factors arce which should encourage emplovers,
participants and unions to be interested in the continuity of defined
benefit plans. Why should people, emplovers for example, care about
whether or not there is a future for defined benetit plans?
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MRr. KLiNe: T do not think in the industrial union context that
defined benefit plans are dead at all. There is obvious history here
that lends itsell to their continuance. The plans are understood by
workers. Increasingly, workers are appreciative of the government
insurance program. This program provides an clement ol sSCCuUrty
that is otherwise unobtainable with respect o retivement benefits,
when such benelits are provided in the context ol a defined benefit
plan. There is a sense that adequate retirement income can be pro-
vided through detined benefit plans when coupled with Social Se-
curity.,

I'think the adequacy of benelits under a defined benefit approach,
as well as the security resulting from the PBGC program and the
comprehension which workers have towards such plans are all S1g-
nificant reasons for employvers—certainly large industrial emplov-
crs—to be interested in maintaining them.

MRr. HoraN: T would like to speak to that in terms of the actual
figures that are coming about. There has been a lot of talk about the
drop-off in defined benefic pension plans, but part of the problem
rests in the way the Internal Revenue Service was interpreting fig-
ures. In 1974, prior to ERISA, moncy-purchase pension plans were
included in the category of pension plans. Profit sharing plans were
considered along with stock bonus and thrift plans. After 1974, with
the installation of the two terms, defined contribution and defined
benefit, there were some problems with reporting. We had quite a
bit of contact with the IRS saving, let’s divide them.

Last vear, there were 482 newly approved stock bonus plans cov-
cring over a million participating cmplovees. The average number of
participants per plan was 2,165 and there were 37 terminations. There
were 30,000 new prolit sharing plans with an average of 25 partici-
pants per plan. There were 19,706 new monev-purchase pension plans
with an average of 10 participants per plan. There was a total of
18,849 defined benelit plans adopted with an average of 95 partici-
pants per plan.

When vou combine the 18,849 defined benefit plans with the 19,706
moneyv-purchase pension plans, vou come up with a figure of about
38,600 pension plans under the old svstem versus 30,000 profit shar-
ing plans. This was the pattern for at least ten 1o fifteen vears. So, 1
would suggest to vou that defined benelit plans are not being dropped.
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Defined Benefit and Defined
Contribution Plans: A Corporate
Perspective

Robert B. Peters

Introduction

From the corporate perspective, the decision over whether to pro-
vide a defined benefit plan or a defined contribution plan 1s based
on reconciling three major factors. These include the company's:
(1) linancial position; (2) competitive posture; and (3) pereeption of
its cmplovee's retirement needs and its responsibility to satisiy those
needs.

Among the top filtv Fortune industrial companices, thirtv-seven have
hoth a defined contribution plan and a defined benelit plan. Two of
these companies have only a defined conuribution plan while the
remaining cleven offer only a defined benetit plan.

These statistics clearly show that, at least among the largest Amer-
ican corporations, a defined contribution plan and a detined benetit
plan serve to complement one another. Together, they are the solution
to the financial, competitive and personnel needs of the corporation.
Recent trends, however, illustrate that when a company is first start-
ing a plan or is forced to maintain only one tvpe of plan, a savings
plan is often the preferred choice. This trend is due primarily to the
investment risk as well as the administrative burdens associated with
the defined benefit pension plan.

Defined Benefit Plans
Corporate Financial Requirements

(1) Investment Risk—A qualified pension plan promises to pay a lixed ben-
ofit at retirement. The amount is usually related to both an employee’s
length of service and linal compensation. Presently, a very competitive
plan replaces 50 to 60 percent of final income after a thirtv-live vear
carcer. Due 1o recent economic conditions, the cost of providing such
a plan to a given emplovee population could fluctuate anvwhere trom
6 to 20 percent of pavroll.

Additional costs mav be incurred if the emplover gives eredit for service
before the plan was adopted and if the emplovee population is signit-
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icantlyv older than an average emplovee group. This ranee g Consig
crabhvawider than estimates of ten 1o [ifteen vears ago and is UNACCCpi )

. N 8 L‘
to many emplovers.

Overall, the farge variation in defined benefit plan costs is due pry.
marily to ivestment risk. Under a pension plan, a COrporation ungde,.
writes the visk of promising a particular benelit level. 1 therctore
assumes the risk of rising costs related to unknown Ivestmeny t"lu\-_'
tuations. Emplover contributions to a savings plan, on the other hand
are tied stricty to pavrotl and profits. '

Impactof Inflarion—As vecently as lilteen vears ago, long-term interesg
rate assumptions uscd by pension plans were very close to the shop.
termeomterest rates. Salary improvements could also be projected with
a good deal of accuracy. It is not news that inflation has stgnificantly
altered this situation. During the 1970s, salaries and inflation olten
rose laster than investment vields. Emplovers began to pav for pensions
with doHars more valuable when they went into the fund than whey
they came out, even when investment gains were factored in. Employ-
ers’ pension costs thus began to accelerate faster than pavroll—an un-
tenable position for most emplovers.

I this situation, where there is no real interest gain, were (o persisg,
prefunded pension plans could quickly become obsolete. Indeed, de-
tined benelit plans are virtually unknown in countries sutfering from
chronic high inflation, where defined contribution plans and terminal
indemmnity plans are the rule. By funding retirement through defined
contribution plans, the promise of a fixed income replacement level iy
avoided and investment risk is shifted to emplovees. In recent vears,
American companies have also found that converting tfrom a pension
plan to a savings plan can be an cffective strategy in controlling c¢s-
calating benefit costs and in dealing with uncertain business condi-
tions.

The Great Atlantic and Pacific Tea Co. (A&P), for example, recently
terminated its 8550 million pension plan, replacing it with a savings
plan. This action has allowed the company o take back $200 million
in surplus plan funds which it is using to restructure its organization,
The establishment of a defined contribution plan will allow A&P greater
control over its future costs. This will permit it to shift more ol the
burden tor retirement savings to its emplovees by encouraging them
to make tax-deductible contributions to its new savings plan.

Inflation has not only plaved havoc with pension plan funding; it also
has caused pensioners to look to their former emplovers for inflation
relicf, further placing companies in the difficult financial position of
granting postretirement increases.

(3} Current Economic Conditions—The current disinflation/high interest

rate climate mav not onlv cause these inflation-induced funding prob-
lems to abate, but mav actuallv provide the opportunity to reduce
pension plan costs. For example, with high interest rates. a corporation
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might consider insuring large blocks of pension liability, considerably
decreasing future plan costs.

With this new set of uncertain cconomic circumstances contes vel a
new emplovee demand—pressure for a retirement benelit in one cash
pavment—in licu of an annuity. This is offered by many but not all
plans. Increasing numbers of cmplovees are viewing this tvpe of ser-
tement option as a wayv of capitalizing on present interest rates by
investing their lump sums in high vield investments. Investment carn-
ings alone mav produce suflicient retirement income, allowing a large
amount ol principal to be maintained.

Conungent Liabiliy—Another kev (inancial problem associated with
defined benefit plans (but not with savings plans) is the corporation’s
contingent liability to the Pension Benefit Guaranty Corporation (PBGC).
The PBGC was set up 1o insure emplovees against the loss of at east
part ol their pensions in the event their cmplover terminates their plan.
This is often the case in corporate bankruptcics or during mergers and
acquisitions.

Emplovers must pav the premium on this insurance, which for single-
cmplover plansis proposed to be $6.00 per partictpant—six times higher
than the original rate in 1974, 11 4 company terminates an inadequatcehy
tunded plan, it is liable for pavments made by PBGC to the company's
cmployees in an amount up to 30 percent of the company’s net worth.
This contingent liability is an especially important issue for the small
or marginallv stable company, adding another clement of risk to an
increasingly costly emplovee benefit.

Most recently, the multicaplover plan termination program added a
new financial responsibility 1o cmplovers who contribute to multiem-
plover pension plans. This law requires an emplover withdrawing (rom
this tvpe of plan to continue funding a share of the plan’s untunded
vested benelits. Unionized emplovers have vigorouslyv opposed the im-
position ol this new liability, because they believe it will result in in-
hibition of potential sales and mergers and a negative impact on credit.

Do all these financial problems mean that defined benefit plans will
not be adopted in the future, or will be somehow phased out over time?
Not ncecessarily. Despite the cconomic risk, there still are significant
reasons for maintaining a pension plan.

Competitive Presstre—As previously mentioned, competitive pres-
sure plays a major role in determining the tvpe of plan as well as the
benefit levels offered by a company. In the oil industry, for example,
all of the major integrated oil companies maintain both a pension
plan and a profit sharing plan. It is possible that the tvpe of program
offered by a company may not exactly mesh with its financial and
philosophical positions on benetits, but will be dictated to varving
degrees by competitive factors.
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For this reason, benelit plans are viewed as another cost of doing
business within the irm's competitive environment. Needless to sa\\',
collectively bargained groups also play a significant role in deter-
mining both hourly and salaried workers” pension and/or profic shay-
ing benefits.

Satisfving Emnplovee Needs Throwgh Pension Plan Design—A pension
plan mayv be selected precisely because itis the ondy tvpe of program
which permits the emplover to design o pension formula that takes
both sources ol retirement income— Social Security and company
benelits—into account. By doing so, a firm can provide higher paid
emplovees with a proportionately greater company pension. This
compensates for the fact that these individuals receive a lower per-
centage of final carnings from Social Sceurity,

A final-average-pav-based pension plan may also be necessary (o
reward an emplovee whose salary has increased rapidlv or whose
service was relatively short. Additionally, onlv a pension plan can
reward past as well as future service and basce the total benefit on
[inal average pav. Finally, some companies believe that since they
arc in a better position to assume investment risk, a defined benefit
plan is a morce appropriate retirement income vehicle.

Defined Contribution Plans

Controlling Current and Future Benefit Costs—In contrast to the fi-
nancial risk underlving a pension plan, the defined contribution plan,
when used alone, can be a means of controlling corporate benelit
costs. Under a profit sharing plan, emplover contributions can be
discretionary from vear to vear and when made, must be from profits
or accumulated carnings. Because contributions are generally based
on a pereentage of pavroll, annual costs are alwavs known. The de-
fined contribution plan mav also alleviate protracted record keep-
ing—once an emplovee is cashed out, there is no obligation to track
this emplovee in the future.

Morcover, a defined contribution plan can avoid the pension plan’s
inherent commitment to income adequacy, thereby climinating cer-
tain pressures for benefit improvements and cost-of-living increasces.
During inflationary times, a defined contribution plan, when offered
in addition to a pension plan, can be communicated as a retirement
income supplement. This avoids the risks involved in pension index-
ation and perhaps alleviates pressure for postretirement increases.
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Shifting Investiment Responsibility 1o Emplovees: Satisfving Certain
FEmplovee Financial Needs—The present interest in profit sharing plans
is related to two increasingly important corporate objectives. First,
through a defined contribution plan, the emplover can place much
of the responsibility for retirement savings, and for the investment
of those savings, with the emplovee. Because most defined contri-
bution plans are contributory, these programs serve as incentives for
cmployccs to take on greater rcsp(msibilily for retirement Savings.
This trend toward shilting investment risk to emplovees relates back
to corporations’ increasing reluctance to accept the financial risks
underlving pension plans. However, it also ties in with a gradual
loosening ol traditional paternalistic attitudes of manv corporations.
In this vein, the defined contribution plan is clearly consistent with
slowlyv evolving trends to provide new flexible benefit programs, which
bv design leave benefit decisions to the emplovee.

Sccond, the defined contribution plan serves a purpose which the
delined benefit pension plan often cannot. It can provide for em-
plovees” capital accumulation needs (c.o., assist the cmplovee i fi-
nancing a home, children’s college cducation or even a second career
after retirement). The defined contribution plan provides corporate
assistance in these arcas, while giving emplovees the opportunity to
systematically save for these needs on a convenient pavroll deduction
basis. Morcover, in a defined contribution plan, loans are often avail-
able from savings plans which provide access to plan funds during
active service without incurring taxable income.

Another advantage of the defined contribution plan is its use as an
incentive program, since company contributions arc often directly
linked to annual profits. Additionally, emplover stock is often ac-
quired by emplovees through their savings plans.

New Tax-Deferral Technigues Under Defined Contribution Plans—
Most recently, corporations have been attracted to new tax-deferral
opportunitics available under defined contribution plans.

(1) ERTA Tux—Deductible Contributions—The Economic Recovery Tax Act
(ERTA) of 1981 has madc it possible for emplovers to offer a tax-de-
ductible IRA-tvpe arrangement through their tax-qualified plans. Un-
like other savings plan provisions, this tax-deductible feature is to be
used exclusively for retirement savings purposes, since tax penaltics
arc imposed on withdrawals made belore age fiftv-nine and one-hall.

Most companies ollering these arrangements do so through their ex-
isting savings plans under which cmplovees can make their own in-
vestment choices for retirement savings. [BM is an example of a company
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which until now offered a pension plan alone, but recently instituted
a voluntary savings plan designed solelyv 1o permit emplovees to take
advantage of tax-deductible contributions ona pavroll-deduction basis.

(2) 401(k) Arrangements—Another new tax-deferment scheme is the salary
yeduction arrangement, also known as a 201(k) plan, which refers 1o s
cection in the Internal Revenue Code, This teature, not available unde
pension plans but only under profit sharing plans or stock bonus pro
Qriams, pPromises cven more (lexibility and potentially greater tax ad
vantages than under the ERTA tax-deductible provision. While the
rules are complex, a 401(k) arrangement allows cmplovees to elect 1o
defer part of their pav, which is contributed to the savings plan and
excluded from current income for federal tax as well as lor Social
Security tax purposces.

From the corporate perspective, the 401(k) option is onc of the best
planning tools to appear in vears. It affords companics an excellent
opportunity to provide tangible incentives to emplovees to save lor
their retirement. Since savings lower taxable income, the company
can show that moderate 401(k) savings plans result in little or no
reduction in take-home pav, a kev factor in boosting cmplovee sav-
ings. Honevwell and Mobil are two major corporations which have
started the 401(k) program. More are sure 1o follow.

Conclusion

The corporate viewpoint on the defined benefit versus detined con-
tribution issuc is formed by various competing factors: (1) whether
its financial position can sustain the cconomic uncertainties posed
bv a defined benefit plan; (2) the extent to which competitive factors
determine benefit levels and tvpes; and (3) the corporation’s pereep-
tion of its responsibility to provide for emplovees’” retirement and
other financial needs.

Future benefit decisions will obviously depend on how the cconomy
and business conditions progress. However, it recent trends prevail,
it appears that corporations will look to greater flexibility, visk re-
duction and incentives for employee savings, spawning heightened
interest in savings and profit sharing programs.
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Discussion

MR. BARBER: [ would like 1o clarify one point. Mr. Peters, vour
statement, as well as an carlier statement, implies that only defined
contribution plans arc capable ol providing loans to participants for
college education for children, housing or whatever. Fwould just point
out that scction 408(b)(1) of ERISA specitically provides for loans to
participants in detined benefit plans as well.

MR. PETERS: That is true. I do not know to what extent it is utilized.

MR. SavisBury: I would like o ask the panclists 1o adjust their
assessment slightly by considering changes in national policy which
arc currently being analvzed by the Congress. One of those changes
would be to eliminate the provision for integration between corporate
penston plans and Social Scecuritv. A second change would be to fairly
substantiallv reduce the allowable contribution limits under section
415 of the Internal Revenue Code while at the same time removing
the cost-ol-living adjustment provisions so that those limits would
be capped in the future. A third change would increase the KEOGH
contribution limits to the same levels as the corporate delined con-
tribution limits. What are the implications?

MR. PETERS: Taking those questions one at a time, I will refuse to
address the last. Elimination of integration from the corporate view-
point would be the most detrimental of those that vou mentioned.
First of all, it makes no sense from a planning point of view. You
cannot provide for an individual’s needs, ignoring some other pro-
visions that are being made. If integration were not allowed, for what-
cver reason, in a defined benefit program, defined benefit levels would
have to be Towered accordingly. You would lose, 1 suppose, what a
lot of corporations call the opportunity to supplement the higher paid
emplovee for his proportionately lower Social Security benefits.

There would have to be some form of flat benefit. I know, for ex-
ample, In a corporation the size of Mobil, if we did not take into
account the Social Scecurity benelits attributable to emplover-only
contributions to Social Security, our plan’s liabilitv would be sig-
nificantlyv increased by hundreds of millions of dollars. You do not
design a benefit program ignoring the fact that vou are participating
in replacement of alter-retirtement carnings from Social Sccurity. Levels
would have to come down. Tt certainly would be a major factor.
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Mir. Kiine: Most of the steelworker plans are not imtegrated with
Social Sceurity. They, too, reflect the availability of Social Sceuriry
retivement income, but thev reflectitin a somewhat ditferent manner
than Mobil does. As a result, Tthink a prohibition of cither additional
integration, or integration altogether, would not have a direct impacy
on steelworkers” plans.

M. Prrrrs: There is one other point Twanted to address regarding
Dallas's question. This idea of changing section 415 Himitations — the
ERISA maximums--provides an interesting debate over whether or
not it is revenue raising or whether it is just a question ol revenue
aceeleration. Those who are limited by the ERISA maximums are the
hicher paid people. primarily in the maximum tax bracket. When o
corporation is not allowed to fund for a pension, but is allowed to
claim a tax deduction under a supplemental program, the company
simplhv has a deferral of its tax deduction and an enhanced use of
corporate funds until such time as paviments arc actually made. So,
although I know it is touted as being a potential revenue raiser, |
reallv question whether it s,

Mr. DankNeR: Yes, [would like to comment brieflyv on the third
part of the proposal, and that is having morce cquality between the
Internal Revenue Code provisions dealing with entities that are not
incorporated and those that are incorporated. T think that cqualiza-
tion ol deduction limits would be a positive provision. It may clim-
inate the need for individual corporations of professionals and other
techniques that have been used over the vears. Tt certainly could
simplify how entities that arc organized in the form of a partnership
or other self-emploved individuals save for retirement income.
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Defined Benefit and Defined
Contribution Plans: A Participant’s
Perspective

Edith U Fierst

Emplovers rarely ask their emplovees whether theyv would prefer
a detined benefit plan or a defined contribution plan, and emplovees
would not know how 1o answer if thev did. Tn most cases, cmplovees
are so pleased 1o be covered under a pension plan of anv kind that
they do not look behind it at pertinent defects for their own security
(such as slow vesting). Thus, this paper has few predecessors.

In preparing this paper, T discovered that the tvpe of plan which
is preferable often depends upon the circumstances ol the individual
emplovee. Accordingly, this paper will address the comparative ad-
vantages to participants in connection with a number ol specitic fac-
tors. Included are the risk of loss or advantage of gain from investments:
the age of the participant when the plan is founded (or when he or
she becomes eligible 1o participate); portability; inflation protection:
the sex of the participant; the clarity of the plan; integration: the
cffect on the surviving spouse: and breaks in service. As will become
clear, the tvpe of plan that is preferable for a particular participant
depends upon his or her circumstances.

Risk of Loss, Advantage of Gain

The distinction between defined benefit plans and delined contri-
bution plans that is most frequentdy cited as the major difference is
the distribution of the risk of loss in the event the plan assets are
unwiselyv invested, or the distribution of the rewards if the invest-
ments arce profitable. In the case of defined benefit plans, the emplover
makes up the difference if investment experience is poor or reaps the
profit il investment experience is good. The participant is assured a
specified level of securityv. Moreover, if the cmploveris unable 1o fund
the plan adequately, the cmplovee can look to the Pension Benelit
Guaranty Corporation (PBGC) for a guarantee of his or her benefits
up to the statutory maximum. On the other hand, if the investments
arc prolfitable, the emplover can derive the advantage and reduce his
plan contributions substantiallv.



In the case of defined contribution plans, both the risk and (he
possibility of profit are with the participants. Sometimes the plan's
investments may be verv profitable with a resulting bonanza for e
plovees. In other cases, the investments are not profitable and beneting
mav be scantv. Indeed, if the plan is a profit sharing plan, the cm-
plover mav make no contribution whatsocver for vears of an ¢
plovee’s career, and this may result in fow benelits.

Age of the Participant When the Plan Is Founded

A participant who is voung when he or she enters emplovinent or
when the plan is started (if this occurs later), probably will Tind
defined contribution plan preferable to a defined benelit plan. During
the vears between entry into the plan and retirement, there will be
plenty of time for the participant's individual account to carninterest
and for the interest to be compounded over and over. Some of the
advertising in connection with the new individual retirement account
(IRA) law suggests that the accumulated and compounded interest
can reach astonishing levels over forty vears—possiblvin the millions
of dollars. However, as commentators on the IRA boom have pointed
out,' these substantial carnings from IRAs have been predicted largely
bv persons who expect: (1) inflation to continue to soar; and (2) interest
to be roughly 2 percent greater than the rate of inflation. It inflation
should slacken, most obscrvers expect carnings in IRAs and other
defined contribution plans to drop. Morcover, if the inflation rate
remains clevated, IRA carnings will not become the bonanza they
promisc to become. Instead, they will provide only slightly more than
necessary to enable the money contributed to stay even with intlation.
The same reasoning also applies to other defined contribution plans
and as Twill discuss, it is highlv optimistic to assume that investments
will alwavs surpass the rate of inflation. Thus, some of the advantages
of a defined contribution plan mav be illusory, even for the voung.

A participant who is not voung or new on the job when the plan is
founded will be better off with a defined benefit plan. First, there s
no need for the participant’s individual account to carn interest; the
amount of his benefit is specified in the plan and does not depend
upon the interest carned on the contributions in his behallt.

Sccond. in defined benefit plans (unlike defined contribution plans)
there is a potential for the emplovee 1o be given past service credit.
This is particularly likelv to oceur if the plan is started by a small
emplover when the boss is middle-aged or older and thinking about
his own retirement. Unless an emplover provides past service credit
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for ecmplovees, the emplover cannot take past service credit for him-
self; without it, his own pension mav be meager. An analvsis made
byv the Amcerican Socicty for Pension Actuaries (ASPA) on behalf of
the President’s Commission on Pension Policy found that more than
90 pereent of the defined benelit plans surveved provided credit for
service prior to the establishment ol the plan”

Because a delined benelit plan mayv be so advantagcous to an older
cmplovee and so disadvantagcous 1o the emplover, the Emplovee
Retirement Income Sceuritv Act (ERISA) permits defined benefit plans
to exclude from coverage emplovees hived within five vears of normal
retirement age. This is not permissible if the plan is a defined con-
tribution plan.

If the participant continues to work after normal retivement age,
the advantages to him or her ol being covered under a defined con-
tribution plan become greater. Under the Age Discrimination in Eme-
ploviment Act, emplovers are not required to make contributions to
defined benefit plans on behalt ol emplovees who are past normal
retirement age. Thev are, however, required to do so for emplovees
between the ages of sixtv-live and seventy in detined contribution
plans, il the plan is supplementary orif the contribution has its source
in forfeitures or experience gains.’ Thus, emplovees who are older
than the normal retirement age mav do better under these plans.

The Wall Street Joronal reported in its Mondav, April 5, 1982 issuce
that onlv about hall of major emplovers provide increased benefits
to workers based en emplovment bevond normal retirement age. The
ASPA study found that among small defined benefit plans covering
100 or fewer participants, 70 percent provide actuarially increased
benelits for emplovees who work after normal retirement age, while
fewer than 25 percent offer accruals after normal retirement age or
consider salarv increases bevond that age. Among larger plans which
provide additional benefits bevond the specified normal retirement
age, ASPA found that 33 percent provide the benefits through con-
tinucd accruals, 24 percent provide the benetits through recognition
ol post-normal-retirement age salary increases and 29 percent pro-
vide the benelits through actuarial adjustments.?

Smaller emplovers appear to be more gencerous to emplovees after
normal retirement age, perhaps because many of them want to accrue
alter-retivement benefits for the boss (i.c., protessional emplovees in
professional corporations). Thev can do this onlv by providing for
accruals to continue and for increases in compensation alter retive-
ment to be taken into consideration in determining the final average
compensation of all emplovees, or by providing actuarial increases
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for work after normal retivement age. The last named are usually
better for emplovees than continuing accruals in dotlar amounts,

Portability

From the perspective of portability, defined contribution plans may
be preferable because they generally make it {easible for emplovecs
who terminate emplovment with one emplover to take their accouny
balances with them. If the emplovees wish, thev can roll over their
account balances (derived from emplover contributions or from ex-
cmpt voluntary emplovee contributions) into individual retirement
accounts and keep the money there carning interest until retirement
age.

Looking at the option from the perspective of public policy (ma-
ternalism, if vou will), onc must note that there is no requirement
that emplovees take advantage of the rollover possibility, and indi-
cations arc that most people do not. Instead, many spend their with-
drawn account balances. From a tax point of view, ten-vear averaging
makes this possible at anv age, and the money undoubtedly comes
in handv for anv of the obvious purposes that arise during a carcer.
Leaving aside extravagances like a trip to Europe, there mav be a
nced for money for a down pavment on a home or college education
for children. Sometimes the funds are required to supplement un-
emplovment insurance. If the monev is used in any of these wavs,
the emplovee is worse off at retirement age (though not midcareer)
than if he had been covered by a defined benefit plan and required
to leave the money in the plan during the period after termination
from one job and until the age when the plan permits the employee
to draw benefits.

Inflation Protection

A related question is: What happens to the value of the benefit
during inflationary periods? Most plans, both defined benefit and
defined contribution, gear pension accruals to compensation, thus
assuring adjustment of future benefits commensurate with wage in-
creases. Once the emplovees have terminated or retired, however, the
situation changes. This paper has alluded to the fact that defined
contribution plans gencrally carn higher rates of interest during in-
flationary periods which is an advantage to their participants. By
contrast, in defined benefit plans, while the fund mav profit from
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higher rates of interest, the ultimate gainer is the emplover rather
than the participants. During periods in which there is high inflation,
defined contribution plans tend to be inherently preferable for par-
ticipants.

Increases provided by emplovers to their retired emplovees through
delined benetit plans (they are rare in defined contribution plans)
counteract this conclusion to a minor extent. According to a 1981
survev by Towers, Perrin, Forster & Crosby, Inc. (TPF&C), only 3
pereent ol the large United States corporations they surveved have
automatic cost-ol-living increases. Provisions in these plans limit in-
creases inany one vear to 3 or 4 percent.” Many of the other companices
thev surveved (all of them large) do raise benelits on an ad hoc basis
(instead of automatically) to help their former emplovees cope with
inflation. However, these increases do not come close to meeting the
real cost of inflation. For ¢xample, TPF&C found that median in-
creases tor pensioners who retired Januarvy 1, 1970 have brought their
original pensions up bv 24 to 39 percent. During the same period,
inflation raised the cost of living by 136.2 percent.® Thus, these pen-
sioners lost approximatelyv one-halt the value of their benetits.

TPF&C makes the argument that the Social Security cost-of-living
adjustment (COLA) made up for an important part of this loss, es-
pecially for participants with modest pensions. These retirees cer-
tainly experienced the least loss of purchasing power, because Social
Sccurity is a larger portion of their retirement income. TPF&C also
argues that the loss incurred by retirees has not greatly exceeded that
experienced by active workers. Even il both of these arguments are
true, nearly all retirces covered by defined benetit plans have un-
doubtedly suffered a significant loss of income. Furthermore, not ev-
crvone received automatic or ad hoc increases in their private pavments.
TPF&C's survev was of large companics, manyv of them subject to
collective bargaining. Smaller companics are not as gencerous.

In addition, it should be stressed that increases in private pension
benelits are paid to retired emplovees and also, in most cases, to their
survivors receiving benefits. It is rare that thev are paid also to vested
terminated emplovees. Even the federal government, which is in most
respects exceptionally liberal in paving benelits to its retired em-
plovees, excludes vested terminated emplovees from inflation pro-
tection. Thev are barred from cost-of-living increases between their
time of departure from federal emplovment until retirement at age
sixtv-two. Although thosc terminating from federal emplovment can
withdraw their account balances, thev cannot roll them over into
[RAs. This ungencrous policy has kept the federal government filled
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with disgruntled emplovees who know the exact dav thev are eligib]e
to retire. Their situation is worse than that of private emplovees for
whom Social Sccurity continues to be indexed even if they change
jobs. Manv would look for another job if they could alford 1o lL‘zl\\'Q‘
but the necessary sacrifice of their retirement sceurtty: makes such
an option impossible.

Sex of Participant

Another factor that affects the desirability of defined benefit plans
versus defined contribution plans is the sex of the participant. His-
torically, defined contribution plans have often provided grcater
monthly benelits for men. This policy has been based on the fact that
women live longer on average than men and, thus, will receive pay-
ments for a longer period of time. This may make sense (o actuaries,
but it is unfortunate for old women who need an income as much as
old men. Looking at it from the perspective of women and in the face
of today’s need for monev, there is scant comfort that over a longer
life span women will get benefits whose actuarial value cquals the
larger monthly sums pavable 1o men.

The Supreme Court has pointed out in the Manhart case that any
individual woman mav live a shorter time than any individual man;’
and they held it to be discriminatory to require women to make larger
mandatory contributions in order to receive cqual monthly benefits.
The Manhart case did not require the Court to pass on uncqual monthlv
benefits—only on uncqual contributions—and the Court did not do
so. Morcover, the Court commented that they did not intend (o rev-
olutionize the pension business.

Despite this caveat, the lower courts are unilormly construing Man-
hart as requiring the payment of benefits, as well as contributions,
in defined contribution plans to be gender-free ® The sole problem
has been how to get from todav's widespread use of gender-based
tables, to tomorrow's genceral use of unisex tables, without harming
individual men; because these men may be expecting and relving on
larger monthly benefit pavments than thev would get if the money
were redistributed to provide equal monthly pavments. The Supreme
Court did not make the Manhart decision retroactive.

Most observers would agree that it is not fair to take promiscd
money from men to fund more generous benefits to women. There is.
however, disagreement over whether such promises have been made
or should have been aceepted as such. This disagreement is in view
of the regulations issued in 1972 by the Equal Emplovment Oppor-
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tunity Commission (EEOC) under Title VII of the Civil Rights Act,
construing the Act to require pavment of cqual benefits.” Doubt about
the status of these regulations exists, however. Therelore, the date
from which they should be deemed o apply remains unscttled. Wom-
en’s advocates are unwilling (o applyv the change to prospective con-
tributions onlv, lest the transition be lengthy; because it could be
forty or fiftv vears before evervone who retires will receive benelits
entirely computed on a unisex table.

There is little likelihood that nature will solve the problem by
narrowing the discrepancy in life expectancy between men and women.
Indeed, the discrepancy is growing and is expected to continue 1o
grow. As shown in Table 1, it now exceeds four vears at normal
retirement age despite the Increasing participation of women in the
labor force.

Until the problem is solved, women—but not men-—mav be better
off under defined benefit plans than under otherwise cquivalent de-
fincd contribution plans. Almost without exception, defined benefit
plans pav cqual monthlv benefits, regardless ol sex, o emplovees
who retire at normal retirement age and elect life annuities. If there
are differences, and there rarcly are, thev affect other forms of pav-
ment such as carly retirement. At one time, women who clected carly
retirement benefits from a defined benefit plan might have received
higher monthlv benefits than their male counterparts. The reason was
that the relative cost to the cmplover was the same. This result was
so patently indefensible (“somewhat nonsensical” in Paul Jackson's
reasoned analysis)' that most cmplovers have now swung over 1o

TABLE 1
Historical and Projected Future Changes in Life
Expectancy of an Age 65 Retiree, 1940-2040

Year Male (years) Female (years)

Life expectancy of worker
reuring at 63 in:

1940 ... ... 12.1 13.6
1950 ... 12.7 15.0
1960 ... .. ... 13.0 15.3
1980 ... .. 14.2 18.3
2000 ..o 155 21.2
2020 oo 16.1 22.0
2040 ... 16.6 2238

Source: Office of the Actuary, Social Scecurity Administration, June 198



cqual monthly benefits at carly retirement age. This means that wome
mav have lost an advantage over men at carly retirement, buy they
arc no worse olt than the men.

There is aremaining possibility for uncqual monthly benefits undey
defined benefit plans that arises when the cmplovee clects a joing and
survivor benelit. Inasmuch as men are more likely to be survived by
thetr wives, and tor Tonger periods than women cmplovees are le\kl\
to be survived by their husbands, many plans reduce benelits pavable
to men who clect survivor annuities by a greater factor than benefis
pavable to theirfemale counterparts. This too is a dving phenomenon:
its disappcearance was propelled by the courts. In a recent decision,
Probe v. State Teachers Retivement Svsiem,'" decided in Sceptember
1981, a United States District Court in California held that pavinen
ol Tesser monthly retirement benefits to male emplovees constitutes
discrimination prohibited under both Title VII of the Civil Rights Ac
and under the Equal Pay Act. It required the emplover 1o make up
lor anv discrepancy in past pavments.

An interesting note: The Probe court mentions that onlv 17 percent
ol women emplovees in the plan under review elected survivor an-
nuities compared to 52 percent of male emplovees. The court did not
state what proportion of cither sex was married, and a differential
in the proportions married mav explain the differing percentages who
clected to take care of spouses

Under the federal retirement svstem, when the amount withheld
from the annuity is set by statute, is less than the actuarial cost and
docs not varv by cither the age or gender of the emplovee, approxi-
matelv 90 percent or more of the men elect survivor annuitics, com-
pared to approximatelv 60 percent or more of the women. Looked at
from a financial perspective onlv and leaving aside the issuc of unisex
tables, the federal survivor benelit mav be scen by retirees as a far
better buv for men. The reason is that women tvpically marry men
three vears older than themselves, but thev pav the same rate o
provide survivor annuitics as men do for their vounger wives. This
means that women who retire from the federal system must pav much
more proportionately than thev would under private plans where the
age difference is retlected in the cost. Morcover, federal retirees have
been advised through the Civil Service Retirement Svstem'’s appli-
cation form that anv reduction thev elect to payv for a survivor annuity
is permanent. Thus, their benetits would continue to be reduced by
the statutory amount even when their husbands are dead, which is
likelv to be six or seven vears in the average case, and much more il
the age differential between the spouses is greater than three vears.

n
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As it happens, the federal Taw was amended in 1974 (0 provide that
il a spousc predeceases a retired worker, the reduction will be ended
on notice to the Office of Personnel Management (OPM). As a result
ol a lawsuit in which T am once of the attornevs for the plaintills, OPM
is sending a notice to all annuitants who retired after the elfective
date ol the 1974 Taw and who clected Tess than a full survivor annuity.
OPM is advising them that the application form was wrong and asking
theme il they wish o change their elections. A similar notice will 0o
to survivors of federal emplovees who retived after 1974 and provided
less than a full annuity 1o their widow(ers), giving them the oppor-
tunity to show that their spouses” elections were based on the incor-
rect information. It is not vet known how many women retirees will
want to change their elections.,

The extent to which the feminist movement has overcome the old-
fashioned idea that onlv the husband has responsibility as a family
breadwinner is a signilicant sociological question buried here. Some
women who have not elected benefits for their husbands believe that
their pensions were based on only a few vears of emplovment and
are too small to be worth the wtrouble; or, they believe that their
husbands arc well cared for from their own cmplovment. These are
both substantial rcasons for not providing survivor benefits for hus-
bands. However, there mayv also be a difference in the comparative
sense of responsibility, which mav change as the feminist revolution
continues with its philosophyv that marriage Is an cconomic partner-
ship.

Clarity of the Plan

Defined contribution plans are unquestionably casicr for emplovees
to comprehend than are defined benefit plans. The latter arce often
larded with actuarial concepts that onlv the initiate can understand.
They employ complicated formulas for benefit acerual and make rof-
erence to such obscure concepts as the preseni value of accrued benefits,
which are well beyond the comprehension of most plan participants.
Even the summary plan description rarely explains a defined benefit
plan in terms that a participant can utilize to compute his or her
own benefit. This is necessarilv true, as the theory of the plan and
the ability of the average participant without an actuarial cducation
to understand it, are mutuallv incompatible. This difference is not
taken lightly, especially in cases where there is no labor organization
to assist the participant’s understanding. In the absence of such as-
sistance, the participant who has a need 1o understand the provisions
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ol his or her plan (c.g., at divorce or emplovment termination) gy
have to retain expensive professionals for advice as to what his o
her benefitis worth. This is a distinet disadvantage ol defined benetiy
plans.

While participants of defined contribution plans mav not he able
o convert the current value of their individual accounts into an cquiv-
alent income stream at reurement age, that conversion is casicr 1o
understand than the reverse. Anyv bank or sccurities Tirme will ¢ige
possibilities for the former free on request.

Integration

According to the previously cited ASPA study, defined benetit plans
are far more likelv to be inteerated than defined contribution plans,
While the proportion of integrated plans in the survey varied with
the size of the firm, about 70 percent of defined benelit plans were
integrated compared to less than one-third ol defined contribution
plans.

One could speculate about the reasons Tor this difference. For ex-
ample, many defined contribution plans mav be supplemental o
defined benefit plans. Whatever the reason, however, it is better lor
the average participant if his or her pension is not reduced by inte-
gration. Only the highlv paid have the possibility ol being helped by
integration and, then, only it the same total amount is contributed
and redistributed to them under an integrated formula.

Effect on the Surviving Spouse

From the perspective of the surviving spousce who looks to the em-
plovee’s pension plan for support during widowhood, the delined
contribution plan is probablyv better. The reason for this is thatin a
defined benefit plan, if the emplovee has not elected a joint and sur-
vivor annuity in accordance with ERISA's arcane requirements, the
widow mav get nothing (unless her husband dics before retiring and
was emploved by a company which provides preretirement death
benelits where ERISA does not require them). Therefore, the em-
plover is likelv to inherit the emplovee's eniitlement. By contrast, in
a defined contribution plan, the surviving spouse has a good chance
of being heir.

Breaks in Service

Break-in-service rules are allowed to be harsher in defined contri-
bution plans than in defined benefit plans. An emplovee who incurs
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a break in service in o defined contribution plan mav lose accruals
from any previous nomeested service even if he or she Tater returns
to the same job. In the case of defined benefit plans, ERISA protects
participants against loss {from a break in service if the emplovee re-
turns to the same emploviment before mcurring a parity break (that
is, one as long as the period of cimplovment prior to the break in
serviee). This differential can be particularly important to women
who leave their jobs temporarily 1o bear children and to care for
them in preschool vears,

Conclusion

[tis impossible to sav whether a defined benefit plan or a defined
contribution plan is betier for a participant without knowing the
particular situation of (h participant. Many factors can influence
the choice. Because of these variables, government poliev should be
nceutral regarding the wo tvpes ol plans. Improvements for partici-
pants can come by raising critical standards for both tvpes of plans.,
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Discussion

Mi. ScHieBER: For the defined contribution plan, the status of in-
vestments upon retirement is only important il vou withdraw the
total amount ol vour account. Instead, it vou take the balance on a
life annuity or il vou usc it on a piccemeal basis throughout vour
retirement, there is a good chance investments would recover.

Mr. Horan: That comment speaks 1o another point. In prolit shar-
ing plans, 80 to 85 pereent of the pavolls are in lump sums. The
remainder will be in installments. As a result of ERISA, virtuallv
cvery profit sharing plan climinated an annuity option. But in a profit
sharing plan, the moncey is there. There is no difference for a man or
a woman. Should the emplovee elect installments, the installments
will be the same. There are no joint and survivor problems, because
the wife, if she is designated as the beneficiary, gets it all.

MR. ALLEN: T must make a comment about the TPF&C indexing
report sinee Edith referred toit. The report dealt with a specific aspect
of the CPIindexing of Social Security. While T agree with Edith that
It s quite controversial as to whether the CPIis an effective measure
of intlation, I think that there are a lot of people who believe the CPI
overstates the real loss in purchasing power, particularly for the el-
derlv.

There are a number of reasons for this—the statistical methods
used to calculate the change, the fact that the index does not take
INto account improvements in quality of life as far as retirees as a
group arc concerned, the fact that income tax changes are not taken
into account and the fact that Social Security is a tax-free benefit,
Housing is worth about 43 percent of the total index. Seventy pereent
of the celderly own their own home, and 80 percent have liquidated
the mortgage by the time thev retire. With a lack of child-rearing
expenses and work-related expenses, there is a change in consumption
patterns.

So the report considered whether the loss of purchasing power at
retirement is lower than the CPIand then tested a number of different
assumptions. It assumed a lower rate of real loss of purchasing power.
The report concluded that if this is true, then for individuals whose
Soctal Sccurity benefits constitute at least 30 percent of their total
income, there is an absolute increase in real purchasing power over
time.
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MR. HutchisoNn: I would like to raise a question about your defj-
nition of portability. I believe I understood you to say that the defined
benefit plan is not portable and a defined contribution plan is port-
able. Is that correct?

Ms. FIERST: Pretty much, yes. I will tell you why.

MR. HuTcHisoN: What about the deferred vested benefit that you
accrue under the defined benefit plan? You do not consider that any
type of freezing or entitlement then?

Ms. FIERST: Yes, it is. What I really meant was there is no way that
you can have that grow. If it is a defined contribution plan, you can
take your account balance and put it into an IRA where it will grow.
If it is a defined benefit plan, it stays there; and you become entitled
to it when you retire, but it is very hard to take it along to another
employer or to have it grow in the interim.

MR. HuTcHISON: Let me ask you this though. Does that not rep-
resent a segment of what has been earned to that point?

Ms. FIERST: Sure. The problem is if you get a second job with
another company, you cannot take your account balance along in
most cases. You might be able to negotiate something with the second
company, but it is not customary for the second company to give you
more credit toward its pension. You take your account balance with
you, and you begin to accrue and add to that in the second company.

MR. HuTcHISON: What you are asking for is 100 percent vesting
and transfer of account balances. Is that right?

Ms. FIERST: No, I was really talking about portability there—look-
ing at it from the perspective of the participants. In one situation,
the participant may be covered under a very nice pension plan, may
be fully vested and may get that pension twenty years later. [t is very
hard to move that to a second plan, because the second plan may
have a totally different formula. Whereas one of them gives x percent
of salary, another one is a flat benefit plan. In one case they have
early retirement, and in another case they do not. It is very hard to

equate these. So, if you have earned a defined benefit in one plan, it
stays there.

MR. HutcHisoN: That is correct.

Ms. FIErRST: And later on you collect it, but it does not grow.
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MR. HUTCHISON: It is not a total loss as I inferred from your remarks
though.

MR. SEIDMAN: Edith, I could not quite understand why you feel the
participant does better with a defined contribution plan than a de-
fined benefit plan in terms of clarity. If the benefit is known to the
participant, what aspect of it is unclear?

Ms. FIERST: Well, suppose the benefit is x percent of salary at age
sixty-five, and you are now [ifty-two and you are thinking of leaving.
What is the value, and how would you determine whether or what
the lump-sum value of that was if you had to convert it?

MR. SEIDMAN: But, suppose it depends on what happens to the
annuity during the period from age fifty-two to age sixty-five for the
defined contribution plan?

Ms. FIERST: Well, in the case of the defined contribution plan, you
get a benefit statement which tells you what your account balance
is.

MR. SEIDMAN: As of then.

Ms. FIERST: As of then, right; but that is the question I was ad-
dressing. It is not the only relevant question.

MR. SEIDMAN: No, but it does not seem to me that it is any clearer
in terms of what your retirement expectations are at age sixty-five.

Ms. FIERST: But lots of people need to know long before retirement,
for example, in case of divorce. They need to know what the value of
that pension is right now or in case of termination.

MR. SCHIEBER: Couldn’t you resolve your problem by going to your
employer and asking him what the present value of your defined
benefit is at that point in time?

Ms. FIERST: You might be able to unless you were doubtful. I told
you about the real life case that came to me where somebody said

that she had received a payment of x thousand dollars, and the em-
ployer wanted $5,000 back.

MR. ScHIEBER: But your employer could also mislead you on the
defined contribution plan in that regard.

Ms. FIERST: Well, that is true.

MR. ScHIEBER: That is a bookkeeping problem.
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Ms. FIERST: But you cannot look at the problem of the plan yourself
and have the slightest idea of what it is worth.

MR. HutcHisoN: I would like to make an observation -here. I wonder
if we are not guilty of what Mr. Trowbridge said earlicer, of trying (o
put defined contribution attributes in a defined benefit plan. In other
words, what you are saving, Ms. Fierst, about the value of a benefiy
plan when you terminate employment, is that the participant doces
get a statement showing he has got a deferred benefit of x dollars
beginning at age sixty-five. The only place you would need to know
the present value of that benefit, T presume, would be if you are
litigating a divorce settlement or property settlement. Otherwise, he
knows exactly what he is entitled to as a participant, because it is an
income replacement benefit, not a lump-sum delivery device. Are we
again trying to make defined benefit plans like defined contribution
plans?

Ms. FIERST: I was really just describing the situation as I see it. It
is a fact that if you have a defined contribution plan, vou have an
account balance. You can find out what it is and understand it. If
you have a defined benefit plan, you have a theoretical claim and it
is not easy to figure out, yourself, what it is.

MR. PauL: Well, it is not necessarily difficult to figure out what the
benefit you are entitled to is going to be in dollars. It may be hard
to figure out its present value, but that is a different question. Most
people do not need to know its present value at any moment in time.
They are promised that their pension might be 50 percent of their
final five-year pay minus half the primary Social Security benetfits.
It is easy to describe that to somebody. If you say you are now making
$20,000 a year, and if at retirement you plan to be making $50,000
a year, your benefit is half of that minus half of Social Security. That
is not so difficult a concept to get across if it is done with illustrations
and everything else. But, if you say to somebody, what is the present
value of your vested benefits, you hit a concept that people do not
ordinarily wish to know. If they leave at a point when their benefits
are already vested, I think ERISA requires the employer to tell them
what their accrued benefit is at age sixty-five. If a divorce issue comes
up, you may need to compute a lump-sum value. In the context of an
ongoing benefit, that comes up relatively rarely.

Ms. FIERST: A divorcing couple needs to know whether the non-
working spouse is better off asking for a portion of the present value
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of the pension or a part of the pension benefit when paid. That in-
volves knowing both figures.

MR. PAUL: Any property that is hard to value has to be appraised
and in that respect the actuary becomes the appraiser.

MR. RaskiN: Can I ask you how a spouse would know whether or
not he or she was better off with a portion of the account balance
now in a defined contribution plan or when it was paid? Isn't the
investment performance relative to the value of money over the pro-
spective period of tremendous importance? Isn’t that an issue that
you cannot find the answer to in a defined contribution plan as well?

Ms. FIERST: You can understand it a little better, but there are
certainly other problems. I agree with that.

MR. PAUL: It is just casier to compare lump sums of money, if you
have them in front of you, than it is to compare a future stream of
income payments that you do not know how to compute to a lump-
sum value. That is the problem that most people face.

MR. WiskowskI: I would think the employee would have as hard
a problem if he knew the lump-sum value and needed to make it into
an annuity.

Ms. Borzr: I just want to comment on the need for employees to
know what their future benefits will be under defined benefit plans.
This is a factor if they have options for staying with a particular
employer or moving on. If an individual employee wants to know
how the pension value fits into the total employment decision, he or
she has to approach the plan sponsor and ask specifically for that
kind of a figure. I think most participants find that a very difficult
concept to deal with. I agree with Edith that, at least with respect
to an account balance, the defined contribution plan seems to provide
a more readily discernible figure for participants to use.

MR. PauL: I think large employers are working very hard to make
available the kind of information you are describing, and they have
the resources to do so. I suspect smaller employers have difficulty
because they do not have staffs to provide this information. It is not
a question of lack of willingness or lack of desire. It is just an economic
question.
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Government Policy: Implications for
Pension Plan Development

Everett T. Allen, Jr.

The vast majority of cmployces covered today by the private pen-
sion system in the United States participate in defined benefit plans.
There are, of course, some notable exceptions. Educational and other
nonprofit institutions, for example, have favored defined contribution
pension arrangements because of the unique tax sanctions granted
them under section 403(b) of the Internal Revenue Code. Also, a num-
ber of profit making organizations have opted for deferred profit
sharing arrangements to serve as retirement plans. Nevertheless, the
defined benefit approach was favored by most employers—at least

until the passage of the Employee Retirement Income Security Act
(ERISA).

This preference for defined benefit plans over defined contribution
plans has been due to many factors:

(1) Most employers have specific income-replacement objectives in mind
when establishing a retirement plan. A defined benefit plan can be
structured to achieve these objectives. The defined contribution ap-
proach, on the other hand, will produce plan benefits that fail to meet
or that exceed such objectives as they affect individual employees. This
depends upon a number of factors such as length of participation, age
at retirement, inflation, investment results and the like.

(2) By the same token, most employers wish to take Social Security benefits
into account so the combined level of benefits from both sources will
produce desired results. Defined contribution plans can be integrated
with Social Security benefits to some extent by adjusting contribution
levels; however, integration cannot be accomplished as efficiently as
is the case under defined benefit plans where such coordination is done
on the basis of benefits provided.

(3) The typical defined contribution plan provides that the employee’s
account balance is payable in the event of death and, frequently, in
case of disability. This of course produces additional plan costs or,
alternatively, lower retirement benefits if overall costs are held con-
stant. An employer who is interested primarily in providing retirement
benefits can use available funds more efficiently for this purpose under
a defined benefit plan.

(4) In the view of many, a more equitable allocation of employer contri-
butions occurs under a defined benefit plan since the employee’s age,
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past service and pay may all be taken into account. In contrast, the
typical defined contribution plan allocates contributions only on the
basis of pay. (Service is sometimes recognized in defined contribution
plans, however, its impact in terms of allocations is rather minimal )
This characteristic of defined contribution plans is one of the reasons
they do not lend themselves to achieving consistent income replace-
ment objectives.

(5) A defined benefit plan can be (and often is) structured to provide a
benefit that is related to an employee’s final pay, thus protecting the
employee against the effects of preretirement inflation. Equivalent pro-
tection cannot be provided under a defined contribution plan. Thus,
in effect, risk of inflation is assumed by employees who must rely
primarily on investment results to increase the value of their benefits
during inflationary periods.

(6) This last comment raises another issue in the comparison of defined
benefit plans and defined contribution plans. Investment risk and re-
ward are assumed by the employer under the former, by employees
under the latter. Risk can be minimized by use of selected investment
media. Absent such protection, however, many people feel that it is
inappropriate for the average employee to assume such risk with re-
spect to a major component of his or her retirement security.

The defined contribution approach, of course, is not without its
advantages. Deferred profit sharing plans, for example, offer em-
ployers maximum flexibility in terms of cost commitment as well as
opportunities to increase employee productivity. Through the use of
employer securities as a plan investment, greater employee identi-
fication with the company and its goals can also be achieved. Addi-
tionally, if the employee group covered is relatively young, the defined
contribution plan is apt to have greater employee relations value than
a defined benefit plan.

ERISA has had a significant impact on defined benefit plans. De-
spite the advantages noted, a defined benefit plan now exposes an
employer to significant financial liability if the plan is terminated
when there are unfunded liabilities for vested benefits. Up to 30 per-
cent of an employer’s net worth is subject to a lien in favor of the
Pension Benefit Guaranty Corporation (PBGC) if necessary to meet
any liabilities assumed by the PBGC in this event. The lien, since it
is in the nature of a tax lien, supersedes the liens of any other creditors.
The problems of potential employer liabilities were exacerbated by
the Multiemployer Pension Plan Amendments of 1980, which created
substantial liabilities for an employer who wishes to or who must
withdraw from a multiemployer plan that has unfunded vested lia-
bilities. Here, the employer is liable for its share of unfunded vested
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liabilities (generally on the basis of the ratio of the employer’s con-
tributions to total contributions), and there is generally no limit on
the percentage of the employer’s net worth that can be used for this
purpose.

The vast majority of employees who are not covered by a private
retirement program work for smaller companies. According to the
Employee Benefit Research Institute, 79 percent of such individuals
work for firms that employ less than 100 employees. Clearly, these
small ecmployers, as well as newly formed companies, are apt to be
reluctant to adopt a defined benefit plan and the liabilities that are
automatically imposed by ERISA. Many such employers will find the
defined contribution alternative, with no such liabilities, to be a more
palatable approach—despite the advantages offered by a defined ben-
efit arrangement.

That this is so would seem to be borne out by Internal Revenue
Service (IRS) statistics on the establishment of new plans. Since
ERISA, approximately 80 percent of all new plans are defined con-
tribution in nature. To be sure, many of these new plans (e.g., savings
plans) supplement existing defined benefit plans. However, this is
still a higher percentage than was the case prior to the passage of
ERISA.

Apart from the plan termination provisions of ERISA and their
implicit but significant emphasis on defined contribution plans, it is
important to note that the federal government—knowingly or un-
knowingly—has emphasized the defined contribution approach in
many other ways. For example:

(1) Long-standing provisions of the Code (referred to earlier) permit and
encourage the use of tax-deferred annuities (defined contribution plans)
for employees of educational and other nonprofit organizations.

(2) The basic structure of the Code, as it applies to H.R. 10 or Keogh plans
for the self-employed, is strongly oriented toward defined contribution
plans. Even though amended to specifically sanction defined benefit
plans, the defined contribution approach is still the simplest and casiest
way to take advantage of this law. Indeed, almost all such plans have
utilized the defined contribution approach.

(3) The IRA concept, instituted under ERISA and substantially enhanced
by the 1981 Economic Recovery Tax Act (ERTA), is totally a defined
contribution approach.

(4) Beginning in 1979, employers were permitted to adopt a simplified
employee pension (SEP). A SEP utilizes the IRA concept but has higher
contribution limits and considerably less paperwork than a conven-
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(5)

(6)

)
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tional retirement plan. Again, the defined contribution approach is
mandatory.

The Tax Reduction Act of 1975 created a new type of defined contri-
bution employee benefit plan—the investment tax credit employee stock
ownership plan, commonly known as a TRASOP. The original law
permitted tax credit contributions to those plans only for the vears
1975 and 1976. In 1976, the law was amended to extend tax credit
contributions through 1983. More recently, ERTA amended the law to
provide for the credits through 1987. With this history, it secems rea-
sonable to anticipate continued extensions after 1987.

The original law provided for an investment tax credit contribution.
As a result, only a limited number of TRASOPs were adopted—pri-
marily by capital-intensive organizations. An interesting change made
by ERTA is that beginning in 1983, the tax credit will be determined
as a percentage of payroll rather than with reference to investments.
As a result, it is expected that many more employers will institute such
plans—referred to as PASOPs—in the future.

Employee stock ownership plans (ESOPs), which are defined contri-
bution plans, have also been the subject of special legislation. As is
well known, such plans, unlike defined benefit plans, can be involved
with corporate debt financing. In addition, ESOPs have been the sub-
ject of special legislation—witness the Regional Rail Reorganization
Act of 1973, the Foreign Trade Act of 1974, the Chrysler Corporation
Loan Guarantee Act of 1979 and the Small Business Employee Own-
ership Act of 1980. It seems likely that special interest legislation of
this type will recur in the future.

The Revenue Act of 1978 added section 125 to the Code. This section
permits the adoption of cafeteria or flexible compensation plans and
provides that an employee can choose between taxable and nontaxable
compensation elements without problems of constructive receipt if cer-
tain conditions are met. One of these conditions is that deferred com-
pensation plans cannot be one of the choices. However, this section
was amended to allow the inclusion of profit sharing and stock bonus
plans that meet the requirements of section 401(k) of the Code. Thus,
a flexible compensation plan can permit an employee to choose be-
tween welfare benefits (e.g., life insurance, disability income, medical
expense), cash, deferred profit sharing or savings plan benefits. Again,
we have legislation that will have a tendency to encourage the defined
contribution approach. This area is particularly significant since in-
terest in flexible compensation plans is increasing and these plans are
very likely to become a major factor in the employee benefit planning
process of the future.

Some pressures exist to expand flexible compensation legislation so as
to include defined benefit pension plans. Even if this does occur, it is
still likely that the emphasis on defined contribution plans will remain.
There are very real problems involved in trading defined benefits (par-
ticularly if they are pay related) for current cash or welfare contribu-



tions. It is possible to do this, of course, but it will be necessary to
resolve issues of equity and the relative value of choices. In many cases,
it will be easier to limit employee elections as to how available dollars
can be used—for example, to a choice of purchasing current benefits
or of deferring these dollars under some type of defined contribution
program. Indeed, it might be said that flexible compensation plans
often apply the defined contribution concept to an employer’s entire
benefit program.

(8) Closely related to flexible compensation plans are the section 401(k)
cash/deferred profit sharing or savings plans. These plans are, of course,
defined contribution plans. While section 401(k) was added to the Code
by the Revenue Act of 1978, significant interest in these plans was not
generated until proposed regulations were issued in 1981. A key feature
of these proposed regulations is that they permit the use of salary
reduction arrangements—an approach that can be very tax effective
and which has captured the interest of many employers. Much of the
initial interest, of course, is in the conversion of existing plans. How-
ever, the approach presents attractive advantages and it seems likely
that many new programs will be enacted. Emplovers who do not have
pension plans may find the combination of tax savings for employees
and the lesser financial obligations of the defined contribution ap-
proach to be an attractive way of establishing a retirement program.
This could be particularly true when tied in with an overall flexible
compensation program. :

What we have, then, is a significant amount of direct legislative
activity that has enhanced the attractiveness of various defined con-
tribution mechanisms. However, other legislation may also have an
indirect effect that will encourage the growth of these plans. For
example, there is a strong possibility that the Social Security normal
retirement age will be increased to sixty-eight. In addition, workers
may be encouraged to remain in the work force beyond normal re-
tirement age if Social Security delayed retirement credits are in-
creased or if the earnings test is liberalized or eliminated.

These changes could affect the planning process associated with
defined benefit plans. Most of these plans are designed to produce a
specific amount of replacement income, together with primary Social
Security benefits, when an employee reaches age sixty-five. The actual
income replacement objectives may vary, but they usually reflect the
employee’s pay level and length of service. While replacement ratios
are generally expressed in terms of before-tax income, they are often
consciously set with reference to their after-tax value.

The fundamental concept of this planning process revolves around
the coordination of two income sources—the private plan and Social
Security—usually occurring around the time of the employee’s sixty-
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fifth birthday. However, the idea that sixty-five is a typical retirement
age has already begun to diffuse with recent trends toward carly
retirement. This diffusion will become even greater if the Social Se-
curity normal and early retirement ages are changed, especially if
accompanied by elimination of permissible mandatory retirement.
What may emerge is a concept that retirement age will become highly
subjective for each employee. Actual retirement age may range over
a span that begins when employees are in their late fifties and extends
until employees reach their early seventies. If retirement becomes
spread over such a wide range, it will become increasingly difficult
to maintain a plan design structure that is predicated on the majority
of employees retiring at age sixty-five and the coordination of two
income sources at this point. Thus, one of the broad but important
implications facing employers is the potential need to rethink their
approach to plan design and the basic delivery of retirement benefits.
Nonintegrated or indirectly integrated plans and greater use of de-
fined contribution plans are examples of approaches that might be
considered. These approaches allow an employer to opt for cost con-
trol in lieu of finely tuned benefit levels.

A mandatory private retirement system in the United States is still
a long way off—if, indeed, it ever becomes a reality. Yet the possibility
exists that such a system will become law, despite attitudes of the
current Administration. The President’s Commission on Pension Pol-
icy, which filed its report in February 1981, recommended that a
mandatory minimum pension system be established. More specifi-
cally, the Commission recommended that this program be in the form
of a defined contribution plan with a minimum employer contribu-
tion of 3 percent of compensation. While the Commission did not
divulge all of its reasoning in support of this defined contribution
recommendation, it is likely that it was perceived as the simplest and
most acceptable way of moving into a mandatory system. A man-
datory defined benefit program would present a host of issues con-
cerning pay-related benefits, the recognition of prior service and the
imposition of related liabilities.

The prospects of a mandatory private pension system are not clear
at this time. Movement in this direction during the next few years is
quite unlikely. But, on a long-term basis, there is the distinct possi-
bility that some form of pension coverage will become mandatory.
If this should happen, the defined contribution approach is most apt
to be used. (Defined benefit equivalents would most likely be per-
mitted—largely to accommodate existing defined benefit plans—but
a defined contribution plan would be the probable choice for em-
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ployers installing a plan for the first time.) A mandatory private
pension system would have major implications for the expanded growth
of defined contribution plans. ‘

Despite all of the foregoing, defined benefit plans are alive and well
at this time. They are firmly entrenched in major companies and
most of the employees now covered by private pensions participate
in defined benefit arrangements. It is unlikely that many of these
plans will be shifted—at lcast completely—to defined contribution
plans. What might happen, however, is that cmplovers with these
plans will hold them at current levels, opting to make benefit im-
provements via some kind of supplemental defined contribution ar-
rangement—e.g., a salary reduction, section 401(k) savings plan. For
cmployers who do not yet have a pension plan, we have already seen
and can expect to see greater utilization of one form or another of
the defined contribution approaches referred to in this paper. IRAs,
PASOPs, ESOPs, SEPs, flexible compensation and section 401(k) plans
are all attractive and viable programs to consider. These plans will
undoubtedly be enhanced by new legislation—e.g., higher contribu-
tion limits for IRAs and extended and increased payroll-related tax
credits for PASOPs. While defined benefit plans will remain a major
component in the United States private pension system, the defined
contribution plan has begun to take on a more significant role and
this role is likely to become greater in the years ahead.
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Discussion

MR. PauL: Before going to the next question, would Elaine Worden
comment on the newly introduced Rangel Bill?

Ms. WorDEN: Well, I have no prepared statement. As everyone
knows, there are a lot of rumors floating around the streets lately
about pension reform and what that might encompass in this Con-
gress, particularly in terms of revenue raisers.

Senator Dole has threatened to do something about the 415 limi-
tations and possibly with professional service corporations. Simi-
larly, the Ways and Mecans Committee has been exploring various
alternatives, and some of their proposals coalesce on a bill that Mr.
Rangel introduced yesterday. The bill is called the Pension Equity
Tax Act of 1982. It is H.R. 6410. There is a technical explanation in
yesterday's Congressional Record.

MR. ScHuLz: Mr. Allen, I thought you raised a very important point
about the difficulties in pension planning resulting from what has
developed due to a broad spread of retirement ages. Departing from
the traditional age sixty-five, moving to earlier retirement and new
opportunities for later retirement all have significant implications. I
did not follow the rationale for why defined contribution plans could
respond better.

MR. ALLEN: A defined contribution plan is delivered in terms of a
deferred compensation notion. If you work here this year, we will
contribute 10 percent to a trust where it will be deferred and accu-
mulated to your benefit and paid to you when you leave under a
vested condition. The plan does not purport to be an income replace-
ment plan as it is described and communicated to employees. If you
have that type of plan, it is totally the individual’s choice as to when
he or she leaves the work force and collects the benefits accrued.

In contrast, a defined benefit plan is a commitment to replace a
certain percentage of an individual’s income at a certain point in
time, and it typically is integrated so that it dovetails or coordinates
in some fashion with the availability of Social Security benefits. For
example, suppose the Reagan proposal went through and age sixty-
two was eliminated as an carly retirement age. A lot of the plans
which are designed to work at age sixty-five would become very in-
effective for the people who want to retire early because of the absence
of the Social Security benefits that are more or less built into the
concept. It would create a lot of pressure on employers to develop
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Social Security supplements, redesign their concept of normal re-
tirement age and the like.

I am simply saying that it becomes mechanically difficult 1o in.
tegrate two income sources when the age of availability under the
two may be different and where the level of benefit may be changing.
Maybe it is a coward’s way out, but one approach would be to simply
say I will give you some capital and let you accumulate it. ‘

MR. ScHuLz: Yes, I understand, and historically that may be true.
I am just pointing out that this may be a deficiency of defined con-
tribution plans as employers have used them. If I understand you
correctly, you are saying that they are not doing as much pension
planning with regard to what is in the best interest of their employees.

MR. ALLEN: I learned somewhere in my background that you should
not argue from the particular to the universal, so bear in mind I am
talking about personal experiences. I have been through this type of
conversation with a number of clients who are about ready to throw
up their hands with problems of age discrimination, problems of sex
discrimination and problems of integration. They see a very simple
solution which may not be helpful to the employees. They understand
this. They are saying, I will give you some money, here it is, take it
when you want. I think this is a phenomenon that people should be
aware of because I think it does exist in some companies.

MR. TROWBRIDGE: Mr Allen has noted a mathematical fact that
many other people have noted—defined contribution plans basically
use career average in thinking of their benefit formula. The impli-
cation is that a defined contribution plan is likely to base its benefits
on lower earnings and, therefore, presumably have lower benefits.

One of the pieces of mathematics in my paper is a refutation of
that general ideca. In a defined contribution plan, it is not the average
earnings, it is the average accumulated earnings. You accumulate the
earnings from the time they are earned until retirement, before you
take the average. When you do that, you will find that most of the
time the average accumulated earnings that you are using is higher
than the average earnings, which you are likely to have under the
defined benefit plan.

MR. CHERNOFF: As you know, a lot of people have gotten interested
lately in where pension plans invest their money. Based upon the
trend that you see here and the fact that the Labor Department has
projected that there will be $3 trillion in pension plan assets by 1995,
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how would this shift toward defined contribution plans affect the
growth of capital in the pension plans?

MR. ALLEN: It is awfully hard to tell. My quick reaction is that it
might not be significantly different than if we were dealing with the
growth of defined benefit plans. We would probably be generating
cash flows and accruals in the magnitude of 10 to 12 percent of pay.

MR. HoLAN: We have secen more and more of a trend to allow em-
ployces to control investment choice. I would say there is going to
be a shift for employees to go to fixed income investments rather than
the equity market. They are getting into guaranteed income contracts
(GICs) and money market funds. Much of the IRA money is going in
the same direction.

MR. ALLEN: I agree with Walter that if you go defined contribution,
particularly if there is employece choice, there is going to be a very
heavy orientation towards the fixed income side of the house. There
will be a problem in the equity markets.

Ms. Borzi: Of the defined contribution plans that are developing
and are in place already, about what percentage of them have, or
provide for, individual employee control of the investments?

MR. ALLEN: I think that a very high percentage allow the employees
to control the investments with at least two choices and may provide
as many as three or four. In that regard, there is a high degree of
concern about the fiduciary provisions of ERISA. If employers do not
provide choices, they take on much more fiduciary obligation than
if choices are made available. In almost all of the cases I am familiar
with, one of the choices is a fixed-income fund of some type—quite
frequently a guaranteed interest arrangement. The experience has
been that there is a very high percentage of participation in those
guaranteed interest funds vis-a-vis the equity options that are avail-

able.

MR. THOMPSON: I wonder what people’s opinions are about the
implications of the development of IRAs and related vehicles. I can
see one of several scenarios playing out. If a lot of people sign up for
IRAs, either we are going to have a net addition to retirement savings
and retirement income, or down the road somewhere we are going
to substitute for something we now have. It might be Social Security.
It might be private pensions. It might be a particular kind of private
pension. I wonder if people have thought about that and what their
thoughts are?
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MR. HOLAN: I would like to make just one comment about deduct-
ible voluntary employee contributions to individual retirement ac-
counts. Many profit sharing plans have traditionally allowed volunta
employee contributions. Employees have access to those funds. If you
put these dollars into an IRA, you cannot touch them until age fifty-
ninc and a half without a 10 percent penalty. The response we are
getting from young people is: “To heck with deductible amounts in
IRAs.” They want to continue their voluntary savings in profit sharing
plans so they have access to the money for a vacation, home or things
of that nature. They are using this as a savings account and are not
going toward IRAs.

MR. ScHOTLAND: I find the question, “What impact will the defined
benefit/defined contribution shift have on pensions as a chunk of
capital?” very interesting. I agree with Mr. Allen’s answer about the
likelihood that the amount will not look very different. I would like
to question the suggestion that the forms will change. I think we tend
always to look at about the last seventeen minutes of experience. If
cquities bombed out in 1974, the obvious thing to do is guarantced
contracts—then discover that you have these marvelous 8.5 percent
rates. I think the big change is going to come in less professional
decisions about the investments. That is, with more participant con-
trol, you will have what was classically called the odd lot holder mak-
ing the investment decision. There will be a lot of very unsophisticated
money. Before money market funds, nobody knew anything about
interest rates. Now more people know about interest rates than bat-
ting averages. As IRAs and other forms of participant-controlled in-
vesting comes, I think you are going to find more and more performance
awareness. I think that is going to raise a challenge to the defined
benefit plans which, taken as a universe, have had abysmal invest-
ment performance. I think that may create yet another pressure for
making defined benefit plans work better or just saying to heck with
them and letting the individual do it.
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Providing Retirement Income: The
Consequences of Change

Thomas H. Paine

Our Legacy from the Past

Everett Allen’s paper presents a keen analysis of the present status
of defined contribution plans and a logical forecast of the future if
present trends continue. He makes a persuasive case for the following
conclusion: “While defined benefit plans will remain a major com-
ponent in the United States private pension system, the defined con-
tribution plan has begun to take on a more significant role and this
role is likely to become greater in years ahead.”

It is also noteworthy that the movement to a greater role for defined
contribution plans is not dependent on a single factor such as one
picce of legislation, prevailing attitudes among corporate managers
or union positions, etc. The trend is the result of a series of forces,
each exerting some influence in the same direction. The Employee
Retirement Income Security Act (ERISA) has made defined benefit
plans somewhat less appealing. Legislation on stock ownership plans
and tax-effective savings has made defined contribution plans more
attractive. Private defined benefit retirement systems among large
organizations have developed to the point where total retirement
income from the private plan plus Social Security is replacing a
reasonable portion of the preretirement living standard for the career
employee. These factors, taken together, suggest that while the de-
fined benefit plan will not disappear from the American scene, its
role will become relatively stable while the role of the defined con-
tribution plan will grow. For private organizations that do not have
retirement plans, defined contribution plans will become more at-
tractive than the more complex defined benefit plans which have
higher overhead costs and potential liabilities.

To what extent is this forecast a reliable one? Put in another way,
the question is: What degree of confidence do we have that this picture
is accurate? Assessing this question requires examining the basic
factors that will influence planning for private retirement benefits.
If they all point in the same direction, our confidence can be high. If
they vary significantly, the future will be less clear and appropriate
public policy positions will be more difficult to define.
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Factors Influencing Retirement Planning: Demographic
Changes

The age distribution of the population docs not remain static. Un-
cvenness is produced by changing birthrates, immigration policies,
wars and other factors. The total impact of the variations in the past
gives us a population today which is indeed uneven.

We have a portion of persons age sixty-five and over that is some-
what greater than normal, a group age forty-five to sixty-five that is
significantly smaller than normal, a group age twenty-five to forty-
five that is huge and a portion of persons under age twenty-five that
is somewhat smaller than normal. One can liken these population
variations to waves which roll through time, presenting the economy
and our social institutions different tasks with which to deal at var-
lous points in time.

In the last decade, our largest tasks were:

(1) finding employment for the burgeoning number of persons then en-
tering adulthood;

(2) coping with the low productivity to which our immature work force
was a contributing factor;

(3) getting into place the sources and amounts of retirement income that
would be needed in the 1980s when the number of older people would
begin to grow significantly.

Alas, we did not perform well in the 1970s on these basic tasks.
Unemployment remained high by historical standards—particularly
among the young. Productivity sagged to historically low levels. The
Social Security system used up its reserves, raising its benefits dra-
matically and indexing pensions for those already retired. Addition-
ally, many private retirement plans squandered reserves taking care
of what were fundamentally unemployment problems rather than
retirement problems.

The period of the 1980s should give us better demographic news,
at least at the lower end of the age scale where accessions to the labor
force will decline. This should produce an annual growth in the work
force of less than 1 percent per year compared to the rate of over 2
percent during the 1970s. Finding enough new jobs should be a less
persistent problem in the 1980s. At the higher end of the age scale,
however, we are faced with a 20 percent increase in the number of
persons over age sixty-five from 1980 to 1990—an increase of 5 million
persons. We are now trying to deal with the strains that this is causing
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to the Social Security system. The trend toward retirement before
age sixty-five has leveled off and we can expect the average retirement
age to start creeping up.

Future demographics of the work force are casy to predict since we
have almost a twenty-year head start between time of birth and entry
into the labor force. Looking ahead, the problem of the growing num-
ber of persons over age sixty-five will case significantly in the two
decades from 1990 to 2010. This is not the era of the grav-haired
revolution. After a temporary growth in the number of older persons
that will occur in the 1980s, the portion of the population over age
sixty-five will actually shrink during the next twenty vears. In ab-
solute numbers, the population over age sixtv-five will grow from
about 30 million to about 35 million during this twentv-year period.
This is a hiatus given to formulate sound policies of retirement income
planning before the deluge arrives around the year 2010. For the thirty
years thereafter, the number of persons over age sixty-five will climb
significantly. This is when the baby boom of the 1950s and 1960s
rides the wave into retirement. It is then that a social insurance
system dependent on transfer payments from active to retired work-
ers will undergo its most serious strains. While today there are about
3.5 workers contributing taxes to Social Security for every 1 recipient,
the ratio will fall as low as 2 to 1 around the year 2030. One must
wonder whether a system dependent entirely upon current transfer
payments can survive this strain. It would seem that we will need
some combination of policies to deal with this situation, such as
raising the retirement age, supporting the system with general rev-
enue taxation and prefunding a portion of retirement income through
mandatory private plans.

What influence will these changes in demographics have on private
defined contribution plans? In some ways, their growth will be en-
couraged. Any system of mandatory private coverage will certainly
permit a defined contribution approach, and most employers without
retirement plans today will take this alternative. Realizing we have
almost thirty years until the problem becomes acute—around the
year 2010—a program of capital accumulation started today looks
like an attractive alternative. On the other hand, employers will rec-
ognize that defined benefit pensions can provide a more precise way
of meeting the problem. Pensions can hit where they aim. With the
retirement age likely to change and with differing amounts of sup-
plement needed at various times, the defined benefit pension may
become a more appropriate instrument than a capital accumulation
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program. Capital accumulation programs invariably underachieve in
attaining certain goals while overachieving in attaining others.

At the risk of overgeneralizing, one might conclude that the carlier
we recognize the retirement income problems of the twenty-first cen-
tury, the more likely we will be to use defined contribution plans as
the primary instrument for adding to reserves. The longer we post-
pone setting aside enough money, the more we will have to rely on
defined benefit pensions to get the job done. Recognizing the pen-
chant for both public and private planners to emphasize the short-
term, once has to be pessimistic about our willingness to face up to
the importance of allocating today’s resources to meet tomorrow'’s
problems.

Factors Influencing Retirement Policy: Social Security

Social Security is impacted by factors operating in our society and
is a causative factor which may produce changes in private retirement
plans. The impact of demographic changes on Social Security sug-
gests a view of the future which looks something like this:

(1) During the 1980s, emphasis will be placed on finding enough money
to keep the system in place without drastic changes. The problem is
caused by the temporary growth in the population over age sixty-five,
with the number rising from 25 to 30 million during this decade. The
most likely prognosis is that we will muddle through without a trau-
matic change in the level of commitment to retirees or the taxes re-
quired to finance the system. In part, this will result from a better
economy and lower levels of unemployment. A bottoming out of interest
in early retirement will help if persons do not apply for benefits when
first eligible. Benefits after retirement may be adjusted by only a por-
tion of changes rather than full changes in the consumer price index
(CPI). Perhaps half of Social Security benefits will be included in tax-
able income, corresponding to the half of taxes paid by the employer.
While the impact would be minor for lower income people, those with
higher incomes would return a portion of their Social Security benefits
in the form of taxes paid during retirement. Altogether, we should
squeak through the 1980s without fundamental change in the nature
of our social insurance system.

(2) The two decades between 1990 and 2010 should be easy street for Social
Security. The population over age sixty-five will grow more slowly, the
tendency for deferred retirement will gain impetus and the corrections
introduced in the 1980s to ease financial difficulties will still be in
effect. One hopes that we will look forward sufficiently to resist temp-
tations to raise the level of pay replacement just because the short-
term outlook is reasonably favorable.
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(3) The year 2010 will start the crunch period for Social Sccurity, which

will last for three or four decades. Obviously, the system must survive
since it is the fundamental cornerstone for retirement income in this
socicty. However, just as obviously, some basic structural changes will
be needed because we cannot tolerate a situation dependent entirely
upon transfer payments from active to retired employees. This is be-
cause there will be one Social Security recipient for every two workers,
While we cannot predict those structural changes, it scems likely that
they will take the form of some combination of the following: (1) a
higher retirement age for unreduced benefits; (2) higher pavroll taxes;
(3) general revenue financing; and (4) mandatory private retirement
plans.

The way in which this issue is resolved will determine Social Se-
curity’s influence as a cause for changes in private retirement plans.

Will

the answers to Social Security’s problems cnlarge or detract

from the role of defined contribution retirement plans? For example:

(1)

(2)

(3)

(4)

(5)

An increase in payroll tax uses up reserves otherwise available to fund
private retirement benefits, acting to hurt development of both defined
benefit and defined contribution plans.

Introducing general revenuce financing would change the ultimate in-
cidence of taxation for Social Security, but on its surface does not
appear to be either favorable or unfavorable for defined contribution
plans.

A change in the retirement age required to receive unreduced benefits
might well encourage revisions of fixed benefit pension plans. These
plans can produce benefits directly as specified by formula, and de-
crease interest in defined contribution plans because of their inability
to make adjustments in past funding to achieve a particular target.

Any decrease in the pay replacement ratio or in the extent of inflation
protection after retirement would also put pressure on private defined
benefit plans to immediately make up for any decreases in Social Se-
curity.

A requirement for mandatory private retirement plans would undoubt-
edly favor defined contribution plans over defined benefit plans. This
would occur because defined contribution plans represent a simpler
way for smaller organizations to meet any government requirement.

We can conclude that changes in the Social Security system are
more likely to encourage greater use of defined benefit plans than
defined contribution programs. This seems to be a logical conclusion
since it is easier to integrate defined benefit systems with one another
than with defined contribution programs.
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Factors Influencing Retirement Policy: Government Policy

There are a number of actions which the government may take 1o
influence the future of defined contribution plans. One type of activity
is legislation which would further restrict the operation of defined
benefit plans. The multiemployer pension bill (multiemployer plan
termination program) has removed the limit on employer liability
for thesc plans; it is now up to 100 percent of the employer’s assets.
Will similar action take place for single-employer plans? If so, it
would certainly give a large impetus to defined contribution plans
as an alternative. It is also possible to envision future legislation
which would mandate full vesting or require portability—steps that
would reduce the advantage of defined benefit plans. The present
ability to enforce mandatory retirement at age seventy may be clim-
inated. The consequences of such a change are not entirely clear.

There are other ways in which government policy can influence the
environment for private retirement plans. The greater the compliance
orientation to government policy, the more likely it is that there will
be a tilt away from defined benefit plans toward defined contribution
plans—especially for smaller employers. For example, accrued ben-
efit rules adopted to protect employees’ rights can make it more
difficult for companies to:

(1) conform their plans to changes in Social Security’s retirement age;
(2) utilize early retirement windows; and

(3) shift to patterns of part-time employment.

A separate note may be worthwhile on the subject of integration
rules. These rules determine the reward that a private retirement
plan can deliver to high-income people relative to low-income people
without making the plan discriminatory in favor of the higher paid.
These rules are now grounded firmly on a concept of dubious validity,
which assumes that values can be attributed to various elements
within Social Security which, in turn, can be translated into values
that a private retirement plan can provide. This author served on the
Treasury Department’s Advisory Council on Integration in the late
1960s. At that time, members of the Council pointed out that the
validity of the doctrine of value rested on a Social Security system
which would remain relatively unchanged. Rapid changes, or swings
between liberalization and deliberalization, render the value concept
inappropriate. At that time, the Assistant Secretary for Tax Policy
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stated that he believed we could count on the stability of the Social
Security system and that significant changes were unlikely after 1968.
History has shown how silly that assumption was.

Integration rules should be changed to be based on integrating
benefits. Every country in Western Europe permits the private de-
fined benefit plan to state a total level of income. The employer’s
plan is responsible for paving whatever portion the social insurance
svstem does not pay. The United States should adopt the same ap-
proach, particularly if Social Security is going to keep changing and
the employer is trying to focus a defined benefit plan to meet em-
plovees' needs.

So long as the burden of maintaining a defined benefit plan is much
greater than the burden of maintaining a defined contribution plan,
government policy is encouraging the latter. In addition to restrictive
policies toward defined benefit plans, the government encourages
defined contribution plans by extending favorable tax treatment to
them in many ways. Contributions to certain stock ownership plans
qualify for a tax credit rather than a deduction. Cash or deferred
profit sharing plans can utilize salary reduction for pretax savings
by employees. Lump-sum distributions can qualify for ten-year, for-
ward-income-averaging tax treatment. Tax-deductible savings through
IRAs have been enacted. The goals of these provisions of the Tax Code
seem to be the creation of pools of capital for investment as well as
the accumulation of reserves for retirement. Their weight constitutes
an impetus for the further spread of defined contribution plans.

Factors Influencing Retirement Planning: Employer
Objectives

So far, this discussion has concerned factors external to the em-
ployer-emplovee relationship. We have not yet taken into account the
objectives of employers or those of employees and of unions that
represent them. Here, the emphasis is first on meeting needs. The
great advantage of a defined benefit plan is that it can hit where it
aims, providing sufficient retirement income to those who have little
time to accumulate adequate income. Also, it can prevent more re-
sources than necessary from being allocated to long-service people.
At least for larger organizations, it is likely that defined benefit plans
will continue as the first line of defense against need and uncertainty.
Defined contribution plans will serve as supplements to extend tax-
advantageous savings beyond meeting basic employee needs.
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Another general conclusion is that employers will rely more on
deflined contribution plans to the extent that situations are foresce-
able a long time in advance. When companies are overtaken by events,
they will turn to defined benefit plans as a method of providing in-
stant correction. The following are examples of events which might
overtake an employer and require solution through the defined ben-
efit route:

(1) alevelof inflation that renders inadequate the benefit amounts accrued
for years under a retirement program;

(2) asignificant loss in the value of investments which reduces the ability
of accrued reserves to purchase adequate retirement income;

(3) anincrease in Social Security retirement age, passing on to the private
plan a greater burden than previously;

(4) a change in the method of work which permits gradual transition from

work to retirement through part-time work and a change in the need
for retirement income;

(5) a change in the economic outlook of the employer, either cyclical or
long-term in nature, which necessitates reduction in the work force
and retirement at an earlier age than expected.

In the past, the employer together with the union where employces
are represented have turned to the defined benefit plan to help solve
these problems. In the future, the same practice can be expected to
continue; because it allows money to be used to solve the particular
problem. This means the defined benefit plan will continue as a healthy
form of retirement program and will indeed be given recurrent in-
creases in its assigned tasks. The defined contribution plan will likely
be left to grow into a program of increasing importance, gradually
funding a higher proportion of total retirement income from private
sources.

Given the attractiveness of the defined contribution vehicle—but
the continuing need of the employer to meet special conditions—we
may well see the spread of a hybrid program commonly known as a
floor plan. Under this arrangement, a total level of retirement income
is stated by formula in a defined benefit plan. From this total guar-
antee is subtracted the annuity equivalent of amounts accumulated
under a defined contribution plan. If the total amount accrued under
the defined contribution plan exceeds the benefit guarantee, there is
no fixed benefit payable. Where the defined contribution accrual falls
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short, the pension plan pays. Under this approach, the employer can
keep enlarging the role assigned to the defined contribution plan
without giving up his ability to hit exactly where the defined benefit
plan aims—as a minimum guarantee of adequacy.

This issue of the relative roles assigned by employers to defined
benefit plans and defined contribution plans is being impacted today
by a new force that may have a lasting influence. This force is the
need to lower fixed labor costs in light of foreign competition. As
unions agree to accept some rollbacks of past gains, they usually want
some guarantee that jobs will be protected. Often they also want some
form of profit sharing to split gains that come from improvement in
the economic results of the business. Enter again the defined contri-
bution plan, a device that can vary contributions from year to year,
build reserves for future use and avoid unfunded liabilities.

Employer objectives point to a continuation of defined benefit plans
as well as to some spreading of defined contribution arrangements.
Most likely, the future will not bring much increase in the pay re-
placement ratio provided from the defined benefit plan and Social
Security combined. Instead, the focus will be on assuring adequacy
of retirement income for employees in various circumstances. Total
resources available in retirement to the career employee will likely

grow, and the role of the defined contribution plan will be to provide
this increase.

Conclusion

What can we conclude from this discussion of factors influencing
private retirement planning? First, that relatively speaking, the pri-
vate retirement system will grow faster than the public program.
This does not mean that Social Security benefits will go down, but
they will remain relatively constant as a percentage of pay because
of the great difficulty in meeting the problems posed by changing
demographics—not considering the burden of increasing the level of
pay replacement. Income from private retirement plans will continue
to grow. This will occur whether or not there are mandatory private
pensions but, of course, that development would give this trend a
significant boost.

Within private retirement plans, reserves in defined contribution
plans will probably grow faster than those in defined benefit plans.
This is partially due to the disincentives to establish and maintain a
defined benefit plan. Another cause is the tax-favored savings systems
we are initiating. There will also be greater recognition of the need
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to accumulate reserves prior to the time when the baby boom group
becomes the retirement boom. Nevertheless, we do not expect that
the defined benefit plan will go out of existence, since it is an instru-
ment much better designed to respond to change and meet specific
needs. The use of the floor plan may be a compromising way to
prefund more but reserve the ability to pinpoint funds for specific
purposes.

How rcliable is this forecast? It is only as good as the assumptions
underlying it. Fundamentally, we have been assuming a continuing
partnership between the government and the private employers in
funding for retirement income. Since the government cannot accom-
plish the whole job through its social insurance system, it is trying
to make private plans an instrument of public policy by granting
incentives such as certain tax advantages.

While the expressions of public policy change from time to time,
the basic concept of partnership has existed since the birth of the
Social Security system in 1935. With almost a half century of expe-
rience, it seems a good bet that the partnership will continue for a
long period of time.

It would be easier to forecast uninterrupted growth of defined con-
tribution plans if future economic ‘stability could be guaranteed. Of
course, it cannot. With unpredictable events will come the continued
use of the defined benefit plan. Continued health for both forms of
private plans seems to be the most likely prospect.

It would be helpful if representatives of the government continue
to remember the existence of the partnership of public and private
programs and how much it is counting on private plans to keep doing
their part (and in the future a growing part). Sometimes control can
undermine incentive. Sometimes unacceptable risk will abort devel-
opment. An appropriate prescription for government action on pri-
vate retirement plans for the foreseeable future is twofold: (1) to avoid
too much regulation of defined benefit plans, which companies and
unions need to meet specific needs; and (2) to encourage the growth
of defined contribution plans with their appeal of greater flexibility.
Partnership of public plans and private plans is the best way to get
the whole job done—not only get it done, but in a timely way that
meets current needs and anticipates the major problems that will
face us thirty years from now.
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Discussion

Ms. FERGUSON: A couple of thoughts came to mind as you were
talking. First, I think that you were questioning the extent to which
the government should be putting its thumb on the scale in favor of
defined contribution plans. I think something that needs to be con-
sidered here is that contributions to private pension plans are now
the largest single tax expenditure, tax subsidy, tax incentive, what-
cver you want to call it, of all tax expenditures. The government has
a legitimate concern. The reason we have this very substantial in-
centive is because people want to supplement Social Security. This
is why we are all here. So, there is a legitimate concern. I think the
reason you were criticizing the Rangel Bill is because the government
is trying to make the private system provide a supplement to more
people. I think that needs to be said.

The thing that comes to mind first is the question of administrative
costs and paperwork to small employers. The fact is that it is a lot
cheaper and simpler for small employers to provide a defined con-
tribution plan than to set up a very complicated defined benefit plan.
Now at this moment not very many employers know about simplified
cmployee pensions (SEPs), because they are not being sold. I think
you will see a very substantial increase in defined contribution SEP
programs as employers realize that they can avoid these very, very
heavy administrative costs that come with a complicated plan.

MR. PAINE: Let me say first that if I overstated my position to make
you believe I wanted a totally unfettered private system, I went too
far. I have long supported and worked very hard down here to try to
get some reasonable controls. If you are going to count on private
plans, they had better be shaped to fulfill public policy. I think that
the rules we have on requiring broad coverage instead of just covering
the fat cats have been very important. I think that the concepts we
hold about eliminating the ability to take benefits away from people
are obviously very valuable. What I am really talking about is that
there is a limit. I think you need to have a road that is a little broader.

MR. SALISBURY: I want to make a comment on the tax subsidy or
tax expenditure issue. The calculation of those figures is a simple
calculation of the revenues lost during the current fiscal year. If you
look at those calculations, you find that there may be a near total
washout in the long-term.
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If onc is going to get into a discussion of subsidies—a subsidy
implies a true expenditure by the government—something which is
never to be returned. The use of subsidy in this area is highly inap-
propriate.

Ms. FERGUSON: Dallas, you may be perfectly right on this Admin-
istration’s figures; but in prior administrations, there was always an
adjustment for the money that would be taxed at retirement.

MR. SALISBURY: The adjustment is for what they think is being paid
in the current fiscal year on benefits that are being paid. It is not a
netting-out of what they will get back at reasonable tax rate as-
sumptions thirty-seven, forty-seven or fifty-seven years from now.

MR. CoLE: To what extent is the greater efficiency of the defined
benefit plan attributable to deferred funding of the benefit being
promised?

MR. PaINE: I know that you have a choice as to the rate at which
you fund within the allowances of the actuary. You know, there are
varying degrees of precision in this world. If you ask a child what is
two and two, he will say four. If you ask an actuary, he will say
somewhere between three and five. Actuaries have plenty of lecway
in what they do.

I was not referring in my comments to that incidence of funding
at all. I was referring to the fact that we can have the best of intentions
in starting an accrual program in a company and let it go on for thirty
years while contributing 5 percent of pay. What people get out in the
form of an annuity, as a percentage of their final average income,
will vary all over the lot. It will vary by what happened to their pay,
what happened to inflation, what happened to investments and what
happened to employment. All kinds of things can occur. If you aim
at providing half of final pay when people retire, your actual result
may vary from 40 to 60 percent. Efficiency is when you are aiming
at fifty and hit fifty. This is the nature of defined benefits. It is the
scatter-gun versus the rifle.

MR. CoLE: What about a target benefit?

MR. PAINE: A target benefit, I think, is a possibility. I do not know
many people who perceive that as the need-filler, unless they can
predict a considerable period ahead of time what it is that people
need. My experience is that the phone rings and someone needs an
early retirement supplement the first of next month because they
have to reduce employment 10 percent. There is no way that we are
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going to do anything but a defined benefit plan to assure that those
people have got enough retirement income to get out on a decent
standard of living.

MR. SWENSON: T would like to clarify a common misconception
regarding the Social Security program. The comment was made that
during the course of the 1990s and the carly 2000s the Social Sccurity
program would be financially solvent. While that is true with respect
to the OASDI (Old-Age, Survivors and Disability Income) program;
the HI (Health Insurance) program is expected to run very substantial
deficits. The combined OASDHI program will continue to run deficits
through that period. However, I agree with the general premisc that
the problems of that period are far less severe than the problems that
will occur once the wave of the baby boom generation reaches re-
tirement age.

I would also like to comment about the apparent conclusion that
defined benefit plans are unable to protect participants in an infla-
tionary environment. I agree that during the past ten or fifteen years
defined benefit plans have not kept pace with inflation; however, 1
think there are four things that should be understood. First of all,
economic conditions since OPEC got into the act have been somewhat
less than favorable. Second, unanticipated inflation has affected the
financial markets such that the real value of pension plan assets has
deteriorated with a negative impact on pension plan sponsors. Third,
ERISA required an increase in many plan sponsors’ funding levels
without an increase in benefit levels. Fourth, and perhaps even most
significantly, is that the major source of retirement income for many
pensioners is Social Security. The Social Security program has been
more than fully indexed in the past fifteen years. This is because of
a series of ad hoc increases in the late sixties and early seventies, due
to the CPI increasing more rapidly than wages during the mid-sev-
enties. In fact, since 1967, Social Security benefits have been in-
creased by 245 percent whereas average Social Security wages have
only increased by 145 percent. I think that fact needs to be taken into
account when you look at what private pension plan sponsors have
done with their pension plans in the last decade.

MR. MIKKELSEN: Tom, a few minutes ago you identified as one
example of corporate adaptive behavior, the creation of the ERISA
excess plan. I think that even more significant to me as a benefii
planner, has been a sharp rise in the number of supplemental exec-
utive retirement plans in the last five years. Under these plans, all—
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or a portion—of executive incentive compensation is recognized as
pensionable.

MR. PaINE: I really believe that before ERISA, it was not respectable
to put into your proxy statement the fact that you wanted to pay your
highly paid people some benefits beyond what was going to the whole
population. I also believe that there was a reluctance on the part of
companics to single out the fat cats unless they themselves deferred
their own compensation and created their own reserves after retire-
ment. ERISA made it respectable. It put it right in the act that you
can have an executive supplemental plan. The action followed the
availability, and now you have most companies of size with onc of
those programs. Once they get it, they start hanging baubles on it
like a Christmas tree. I think the government’s intent and what re-
sulted from it were 180 degrees opposite.
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