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E stablished in 1978, the Employee Benefit Research
Institute (EBRI) is the only nonprofit, nonpartisan
organization in the United States totally committed to
original public policy research and education on economic
security and employee benefits.

EBRI’s overall mission is to encourage, to contribute
to, and to enhance the development of sound employee
benefit programs and sound public policy through objective
research and education.

EBRI does not lobby or endorse specific approaches.
Rather, it provides balanced and unbiased analysis of
alternatives based on the facts. Through its activities, EBRI
advances knowledge and understanding among the public,
the news media, and government policymakers of how
employee benefits function and why they are critically
important to our nation’s economy.

Since its inception two decades ago, EBRI has grown
to include a cross section of the public and private sectors
with an interest in economic security programs. EBRI is
funded by membership dues, grants, and contributions from
foundations; businesses; labor unions; trade associations;
health care providers and insurers; government organiza-
tions; and service firms, including actuarial firms, employee
benefit consulting firms, law firms, accounting firms, and
investment management firms. International members look
to EBRI's work to gain understanding of the U.S. economic
and employee benefit systems.

Today, EBRI is recognized as one of the nation’s most
authoritative, objective, and reliable resources on the
rapidly changing employee benefits sector—health, savings,
investment, retirement, work/family issues, demographics,
and economic security.
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Preface

The Employee Retirement Income Security Act of
1974 (ERISA) marked incorporation into the law of
policy recommendations developed by the Pension
Committee appointed by President Kennedy. Its
focus was on minimum standards for fiduciary
conduct, participation, vesting and coverage, and
participant security in the event of a defined
benefit plan termination.

ERISA made major changes. ERISA quickly led to
the termination of thousands of pension plans that
could not, or would not, change to accommodate the
law. Federal officials viewed this as an accomplish-
ment, as benefits were secured.

In hindsight, the most significant aspect of ERISA
(as amended over the years) was the fact that its
standards changed pension plans from programs
that primarily paid a benefit at retirement age to
those who had long service, to programs that paid
benefits whenever an employee of even short
service (at least five years) left an employer. As a
result, the financial dynamics of plans changed.
Also, ERISA effectively expanded the traditional
definition of a pension plan to include defined
contribution plans, not just defined benefit plans.
And with amendments in 1978 to the Internal
Revenue Code, the die was unintentionally cast for
“reinvention” of the retirement capital accumula-
tion system in the United States.

EBRI and EBRI-ERF conducted their first policy
forum in June of 1979. This book is based upon our
47th policy forum. All have been designed to
further understanding of economic security pro-
grams and to help fulfill our core mission: to
contribute to, to encourage, and to enhance the
development of sound employee benefit programs
and sound public policy through objective research
and education.

EBRI was founded in 1978 by leaders in the
employee benefits field with a vision of building an
objective research and education organization. This
volume carries forward the mission of providing a
basis for sound decision making and program
design. It is dedicated to those in the nation who
have worked for decades to provide the nation with
retirement income security.

The Executive Summary of the book provides a
tight overview of the session, so | will not do that
here. | will simply note that the book provides a
picture of pensions and the motivations for them
decades before ERISA was enacted; provides a
data-based picture of where the system is today;
and then provides substantial insight as to where
the system might go in the future—and with it, the
prospects for retirement economic security.

I want to thank Jack VanDerhei, Paul Yakoboski,
Pamela Ostuw, and Alicia Willis for organizing and
conducting the policy forum; Cindy O’'Connor for
production of forum materials and the book; and
Stephen Blakely and Deborah Holmes for
copyediting.

Any views expressed are of the authors and should
not be attributed to the officers, trustees, members,
or staff of EBRI or its Education and Research
Fund. In publishing this work, EBRI-ERF is
making no effort to influence any specific legisla-
tion; rather, it is seeking to provide decision makers
with information that might help them to evaluate
proposals.

Dallas L. Salisbury
President & CEO, EBRI-ERF

April 2000
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Executive Summary

by Stephen Blakely, EBRI

More than a quarter-century ago, Congress enacted
the landmark law that still governs employment-
based retirement plans in the United States. The
Employee Retirement Income Security Act of 1974
(ERISA), after more than two decades of amend-
ments and regulatory embellishments, remains the
basis of the federal government’s approach to
retirement plan regulation.

But in 1999, its 25! anniversary year,
ERISA drew a mixed review: Widely praised for
achieving its goal of greater retirement security for
those American workers who have pensions, it is
simultaneously criticized for contributing to the
demise of the traditional defined benefit corporate
pensions that it was created to secure and encour-
age. The number of these traditional pension plans
paying life annuities at retirement has sharply
declined, while new forms of defined benefit plan
(with “individual accounts” and “lump-sum distri-
butions”) and defined contribution plans (typified
by the 401(k)) have increased their position of
dominance.

Whatever the reasons for this change (and
views differ as to whether it is good or bad), the fact
remains that the technological and global forces
transforming the American economy are also
affecting the retirement asset accumulation and
income security of American workers. These
sweeping changes, coupled with the looming
retirement of the post-World War 11 “baby boom”
generation, raise difficult policy challenges for the
nation, not to mention labor and management. As
demonstrated by the current controversy over “cash
balance” pension plans, basic issues are involved:
the employer-employee relationship, the ability of
companies to attract and retain workers, the
benefit provided to short-service relative to long-
service workers, and the future economic security
of an aging American labor force.

What are the developments and trends

that are likely to affect retirement plans in the
next 25 years? How will they be likely to affect
employers, workers, the government, and society in
general? What is the future of private retirement
plans in the United States?

Policymakers, reporters, leading thinkers
on benefits, employers, and labor representatives
examined these questions during the Dec. 1, 1999,
policy forum on “The Future of Private Retirement
Plans,” sponsored by the Employee Benefit Re-
search Institute Education and Research Fund
(EBRI-ERF). Attended by more than 100 invited
experts, the policy forum examined the history and
objectives of retirement plans, current trends in
both defined benefit and defined contribution plans,
how technology is affecting retirement plans, and
how the politics of change are likely to affect the
future of retirement plans in the United States.

The answers to those questions have
national implications that go far beyond just
retirement, according to David Blitzstein, an
executive of the United Food and Commercial
Workers Union: “There is reason to believe that the
survival of the $3 trillion defined benefit pension
system is at risk,” he warned. “The decline in
defined benefit plans is symptomatic of greater
social change, and possibly a portent of future
social and economic conflict in America.”

m Retirement Plan Objectives

The perceived reasons for having retirement
benefits have changed dramatically in recent
decades for both plan sponsors (employers and
unions) and workers, according to Dallas Salisbury,
president and CEO of EBRI. For employers, past
motivators for having a traditional defined benefit
plan (essentially an annuity, paid for entirely by
the company) were “morale, keeping channels for
promotion open, and facilitating work force reduc-
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tions”"—in other words, using retirement program
design to manage the labor force. By contrast,
defined contribution plans (individual accounts),
and profit-sharing plans in particular, were seen as
helping workers identify with the profitability and
productivity of the enterprise and thereby helping
to motivate the work force.

For instance, Salisbury noted a 1966 study
by the American Enterprise Institute that con-
cluded employee benefits were the primary job-
change motivator for workers. By contrast, a 1998
survey by the Society for Human Resources Man-
agement and Commerce Clearing House found that
only 11 percent of the population cited employee
benefits as a job-change motivator (the major
factors were economic).

The lesson for employers? “The mere
presence of a more generous benefits package will
not attract and retain employees,” Salisbury said.
This is “a fundamentally different conclusion” than
employers would have reached 30 years earlier, and
reflects the growing consensus that “long-term
security can best be achieved through personal
development and professional growth.” Indeed, the
high cost of 1950s-style, one-size-fits-all defined
benefit plans may even be a precursor to long-term
economic insecurity of workers, because that type
of plan is an obvious target for cost-cutting during
economic downturns, studies suggest.

These changes coincided with significant
changes in the tax treatment of individual account
retirement plans in the Revenue Act of 1978, as
well as the creation of new pre-tax individual
account options (such as individual retirement
accounts (IRAs) and 401(k) plans) that did not exist
in the 1960s. Other factors included the creation of
the Pension Benefit Guaranty Corporation (PBGC)
and other legislative and regulatory changes (such
as shortened vesting rules) that resulted in signifi-
cant new costs and disincentives for traditional
defined benefit retirement plans. Compounding the
shift were demographic changes (longer life expect-
ancy and higher risks for plan sponsors), an
increasingly fast and competitive global economy,
falling unemployment rates, and a rapidly evolving
technology sector for which traditional defined
benefit retirement plans have held little appeal,
Salisbury said.

He noted that as the new century begins,
there is a growing emphasis on individual accounts

and the use of lump-sum distributions, regardless
of retirement plan design (including lump sums in
final-average pay defined benefit plans), and the
prospect of broader coverage and more individual
retirement capital being accumulated. On the other
hand, individuals are also being required to make
far more retirement planning decisions themselves,
such as contribution rates and asset investments,
and longevity calculations that can affect their
lifetime retirement economic security. Clearly, the
trend is away from a paternalistic, one-size-fits all
retirement plan, and toward individual responsibil-
ity for retirement security, Salisbury said, for better
or for worse.

“Like it or not, many individuals increas-
ingly want responsibility,” he said. “And whether
they want it or not, increasingly they are being
given that responsibility.”

m Defined Benefit Plans

The decline in traditional defined benefit plans is

well-documented and continuing, according to

Richard Ippolito, a professor at George Mason

University, former chief economist at the PBGC,

and a widely published author on defined benefit

and defined contribution plans. Comparing the past
several years of data and the steady decline in both
number of defined benefit plans and covered lives,

Ippolito said: “All of the negative trends that | had

known about during the late 1980s and the early

1990s were still in full play by the end of the 1990s.

There is almost no good news for the defined

benefit industry.”

For instance, he noted, only about 40 per-
cent of all pension-covered workers in the private
sector currently have a defined benefit plan—
compared with 85 percent in the early 1980s—and
the trend is still negative. Compounding the bad
news is the fact that funding ratios have deterio-
rated: 10 or 15 years ago, the average funding ratio
for defined benefit plans was about 140 percent of
liabilities, compared with perhaps 110 percent
today, he added.

Among the key reasons for this decline in
defined benefit plans, according to Ippolito:

e The change in the industrial patterns of employ-
ment in America, in which employment has
favored the small service industry and been
unfavorable to large industrial firms that have



favored on defined benefit plans.

= Administrative costs for operating defined
benefit plans, which have been especially
burdensome on small and medium-size plans.

= Competition from 401(k) salary deferral plans,
which are easier for employees to understand,
and which came along just as the cost and
complexity of defined benefit plans began to
skyrocket.

= Tax policy that has restricted funding of defined
benefit plans.

To Ippolito, federal tax policy is clearly to
blame for the declining funding levels of defined
benefit plans. “I have put the reversion tax
squarely at the top of the list as the main culprit
for a firm’s inclination not to fund their plans as
they used to,” Ippolito said. “Tax policy has just
been catastrophic for the [defined benefit]
industry.”

Ippolito also predicted that the trend-lines
for defined benefit plans will get worse, because of
the emergence of cash balance plans. Even though
cash balance plans are technically classified as
defined benefit plans, “they are in reality defined
contribution plans,” he said. He also predicted that
1999 Department of Labor data will show that, for
salary plans with at least $25 million in assets,
cash balance plans will account for more than
10 percent of all defined benefit retirement plans in
the nation.

One of his more surprising research
findings, Ippolito said, is that defined contribution
plans have proven to be effective at attracting
workers who are savers—and who bring with them
the good working habits and skills that employers
want. While pensions in general have this effect, he
said, even defined basic contribution plans—and
especially 401(k) plans—are surprisingly effective
at attracting good workers. He predicted more
research will be done on this aspect of pension
plans and on how employers can use them to
improve worker quality.

“The data are just indisputable that the
people who do not save have all sorts of bad worker
traits: They are less likely to be promoted, they are
more likely to be fired, they earn less, they are
more likely to take sick leave, and so on,” Ippolito
said. “401(k) savers are not the same workers as
the nonsavers.”

Executive Summary

Cash Balance Plans

Concerning the controversy over cash balance
plans, Larry Sher of the consulting firm
PricewaterhouseCoopers noted that typical worker
satisfaction surveys show that defined benefit plans
typically rank close to last among all employee
benefits, even though many employers spend more
on their defined benefit plan than on many other
benefits—notably the 401(k) plan, which usually
ranks high with workers.

Converting to a cash balance plan allows
companies to “marry the two together and commu-
nicate a retirement program—employer-provided
retirement benefits—in the same language,” Sher
said.

Other popular factors for employers, he
added, were the portability of cash balance ben-
efits, accruing benefits “more evenly and ration-
ally,” flattening costs, removing the disincentive for
long-term workers to stay just for the pension, and
attracting new employees who are likely to appreci-
ate the benefit.

Noting the strong interest in cash balance
conversions by the news media, older workers, and,
as a result, by lawmakers, Sher predicted that
Congress is likely to pass legislation mandating
greater disclosure to workers of the individual
effects from a conversion, and possibly legislation
that would restrict “wear-away” in conversions,
along with possible regulatory action by the
Internal Revenue Service and other federal agen-
cies.

But he warned that if new restrictions do
pass, “any new mandates will turn employers away
from the entire defined benefit system...many
[employers] will just look for the quickest way to
the exits.”

But David Blitzstein, of the United Food
and Commercial Workers Union, was less than
sympathetic and sharply critical of claims that
employers are converting to cash balance plans to
better meet the needs of younger workers, citing
instead “cost and competition” as the main motiva-
tion.

Labor Concerns

For labor unions, which successfully negotiated the
earliest pensions in the nation in the coal, auto,
and steel industries in the late 1940s and early
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1950s, the decline of defined benefit plans is viewed
as a tragedy.

Blitzstein said the labor movement es-
pouses an institutional system of economics (sup-
ported by some legal rulings) in which “the human
and social costs of work do not totally fall on the
workers themselves,” and that benefits like pen-
sions are treated as a fixed social overhead cost
that has equal status with the fixed costs of capital.
These costs, he added, should not be shifted to
others or subsidized by the government. He said
union bargaining objectives in pension negotiations
traditionally have focused on protecting workers
from five retirement risks: replacement rate
adequacy, Social Security adequacy, Social Security
retrenchment, longevity, investment risk, and
inflation.

Even though unions view defined benefit
plans as “a natural outcome of our political and
economic philosophy,” Blitzstein acknowledged that
“economic and social trends have turned against
both organized labor and defined benefit pension
plans.” Underlying these changes is the emergence
of the so-called “new economy,” with its low unem-
ployment, job growth, wage moderation and
growing prosperity gap, which is changing the rules
that govern the labor market.

Blitzstein said this new economy is leading
to the displacement of “the social-contract model”
by a model that promotes individual responsibility,
employee empowerment, and corporate flexibility,
but at the expense of risk-sharing and the break-
down of group insurance. While this has been
greatly enhanced by the current record-setting
stretch of economic and stock market growth, he
strongly questioned “whether the individual
responsibility model can survive the test of a
prolonged market downturn or a recession.”

He also noted evidence that most Ameri-
cans are not saving sufficiently to prepare for their
retirement, and that the model of individual
responsibility—implemented through defined
contribution plans—seems likely to fail when put to
the test. The result will be a political and financial
crisis if and when large numbers of Americans face
poverty in old age, he suggested, and warned that if
a collapse of the financial markets occurs, “the
psychological pain of shrinking defined contribution
accounts would be something akin to the bank
failures of the Great Depression.” Among the

options if that happens, he suggested, is federal
legislation mandating minimum employer-paid
retirement contributions, similar to the federal
minimum wage.

Small Business Concerns

Concerning the well-documented “pension gap”
between small and big firms, Denny Dennis of the
National Federation of Independent Business noted
that various surveys have found small employers
do not offer retirement plans because they cannot
afford the cost and because they often have a lower
paid, high-turnover work force that is not inter-
ested in retirement benefits. He also noted that
small firms frequently face a tradeoff: If they offer
any benefits at all, it is more likely to be health
insurance than a retirement plan, because that is a
higher priority for their workers.

The high rate of failure in small businesses
also works against pension benefits, he added. The
average life span of a small business is only five
years, and only one small firm in 20 will live
20 years or more—meaning that the risks of
operating a retirement plan for many small busi-
nesses are just too high, given the other commercial
forces they must contend with, Dennis said.

Dennis cited the EBRI Small Employer
Retirement Survey and other research that has
shown the two key factors in getting more small
businesses to offer a retirement plan are either
greater profits or a government subsidy (such as
the provision of tax credits). He added that the
administrative burdens of complying with the
highly complex, expensive, and difficult federal
regulations that govern defined benefit plans
present a “straightjacket” that many small busi-
ness owners simply avoid.

“There are peculiarities of the work force,
and that is one of the reasons a flexible system is
very nice,” Dennis said. “For the majority [of small
business owners], there is no doubt: Defined benefit
programs just aren't in the cards.”

Ken Simonson, of the Office of Advocacy in
the Small Business Administration (SBA), reviewed
the recent laws and his office’s efforts to help lessen
the regulatory burden on small entities, nonprofit
firms, and small local governments. For instance,
the SBA also has an Office of Interagency Affairs,
whose role is to enforce or encourage agencies to go



along with the mandates of the Regulatory Flexibil-
ity Act of 1980 and the Small Business Regulatory
Enforcement Fairness Act of 1996 (SBREFA),
which require federal agencies rules to consider the
economic impacts of a new rule or regulation on
small entities.

Simonson noted that many small firms
used contingent or temporary workers to control
their labor costs, avoid benefit problems, and
handle project-specific needs. This is frequently the
case in the high-tech sector, which is characterized
by high turnover, specialized skills, and often very
young workers who are interested in stock options
rather than traditional forms of compensation and
benefits.

Simonson commented that the cumulative
effect of various new pension laws and regulations
has been to send the message to employers that
“you absolutely can't trust Congress to leave the
rules alone, and any time they are going to change
them, they are going to make things worse.” That is
a major factor in employers’ distrust of the current
debate over cash balance plans, he added.

Kathy Havey of the U.S. Chamber of
Commerce reported that Chamber business surveys
have found that corporate spending on retirement
benefits as a percentage of payroll increased by
more than 25 percent between 1975 (the year after
ERISA was enacted) and 1998. She said the Cham-
ber is forming a partnership with the Labor
Department and SBA to help educate and assist
small businesses that want to set up a retirement
plan, to help explain the options and operations of a
plan.

For financial firms that sell and operate
retirement plans for small businesses, these factors
cumulatively mean that defined contribution plans
are the only type that are of significant interest.
Jack Stewart of The Principal Financial Group
expressed little optimism for the success of pro-
posed new simplified defined benefit-type retire-
ment plans for small businesses, such as the Secure
Assets for Employees (SAFE) and the Secure
Money Annuity or Retirement Trust (SMART)
proposals. These plans, in different ways, would
establish individual accounts for each employee,
allow more portability from job to job, provide a
certain base benefit figured on a percentage of pay
times years of service, and would have simplified
filing requirements and no or lower PBGC premi-
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ums. But even if they become law, Stewart said,
they are unlikely to make much difference.

Principal sells about 2,500 401(k) plans to
employer-sponsors each year, and undertook an
initiative about three years ago to expand its sales
of defined benefit plans as well. The results,
according to Stewart, “have been so-so at best"—the
number of defined benefit plans sold by Principal
went from about 50 to 100 per year, but less than
two dozen were brand-new plans. “You can see
there is not the demand out there from employers,”
he said.

Stewart said one possible way to expand
small business retirement plan sponsorship would
be to simplify the administrative and reporting
retirements, by having firms file only one form with
the federal government for both defined benefit and
defined contribution plans. But he added to the
drumbeat of pessimism about the future of defined
benefit plans: “I think it is clear the demand by
smaller employers for defined benefit plans will
continue to decrease.”

m Defined Contribution Plans

With defined contribution plans, such as 401(k)s,
the burdens of paying into a retirement plan and
making investment decisions with the assets fall on
the individual plan participant—not the employer,
as is the case with traditional defined benefit
plans—and there is no guaranteed payout (annu-
ity). The ultimate size of the nest egg depends on
decisions that participants make individually about
how much to contribute to their account and how
the account investments perform. While employers
typically (but voluntarily) match a portion of a
worker's contribution, responsibility for the retire-
ment account ultimately is the employee’s.
Nevertheless, defined contribution plans
are far more popular with employees than tradi-
tional defined benefit plans. Scott Peterson of
Hewitt Associates cited several of the well-docu-
mented reasons why workers participate in these
plans:
= Obtaining the company match.
= Receiving frequent communications from the
plan sponsor.
= Having the flexibility to change contribution
levels and investment allocations. For many
employees, being able to change allocations to
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adapt to changing economic conditions is seen as
an element of safety and security, Peterson said.

= Passive enrollment, which has been shown to
significantly improve worker participation in a
retirement plan.

Peterson noted that research has shown
that the presence of a company match appears to be
more important than the level of the match in
getting employees to participate in a 401(k). “We
know that the presence of a match itself does have
a significant impact,” Peterson said. “But an
employee’s decision to contribute appears not to be
significantly impacted by the level of match.”

He also noted there have been major
changes the past 10 or 15 years in how plan
sponsors communicate with participants. “Increas-
ingly, there is a focus on giving people a good sense
of how to be smart investors and savers, how to use
the plans in a wise way, and how to plan for their
own retirement and take responsibility for it.”

Peterson cited several “best practices” that
are common among successful 401(k) plans:

a company match, automatic enrollment of partici-
pating workers 30 days after employment, innova-
tive communications that allow participants to plan
and invest for their own retirement, and periodic
monitoring of investment results and adjustment of
participant allocations, as needed.

401 (k) Asset Allocation

How are 401(k) participants actually using their
accounts and managing their assets? According to
the latest analysis by EBRI and the Investment
Company Institute (ICI), using the largest 401(k)
participant database in the nation, almost three-
quarters of all 401(k) balances were invested
directly or indirectly in equity securities at year-
end 1998. Specifically, 49.8 percent of total plan
balances are invested in equity funds, 17.7 percent
in company stock, 11.4 percent in guaranteed
investment contracts (GICs), 8.4 percent in bal-
anced funds, 6.1 percent in bond funds, 4.7 percent
in money funds, and 0.3 percent in other stable
value funds.

However, there is wide variation around
the average: About 28 percent of all 401(k) partici-
pants have more than 80 percent of their account
balances invested in equity funds, while an equal
share (28 percent) hold no equity funds at all.

Younger 401(k) participants tend to have more of
their assets concentrated in equity funds, while
older participants invest more heavily in fixed-
income assets, the EBRI/ICI analysis found.

The average account balance for active
401 (k) participants grew by 26 percent from 1996 to
1998, largely due to the continuing bull market in
equities, the EBRI/ICI analysis found. However, it
also shows wide variation around the $47,004
average balance at year-end 1998: Nearly three-
quarters of the participants have account balances
below the average, while 13 percent of participants
have account balances greater than $100,000.
There are several factors accounting for this
variation, such as the age of 401(k) participants,
how long they have been at their current job, and
their contribution behavior. The median (mid-point)
account balance among active 401(k) participants
was $13,038 at year-end 1998.

The EBRI/ICI database provides 1998
information on 7.9 million active participants in
30,102 plans holding nearly $372 billion in assets.
It contains accounts for 11 percent of all 401(k)
plans, 22 percent of all 401(k) participants, and
about 27 percent of the assets held in 401(k) plans.
The data include demographic information, annual
contributions, plan balances, asset allocation, and
loans, and are broadly representative of the uni-
verse of 401(k) plans.

Rollovers and Distributions

One of the major concerns about defined contribu-
tion plans is whether workers will keep their
defined contribution retirement savings in a tax-
deferred account when they change jobs, or
whether they will “cash out” the assets for some
nonretirement use.

John DeStefano of Fidelity Investments
noted that the impending retirement of the baby
boom generation will soon create huge demands for
retirement assets because Americans will be
retiring in record numbers. In 1950, only 12 million
people in the United States were over age 65, and
projections are that there will be 35 million in 2000
and 68 million in 2015, or fully 20 percent of the
national population, he noted.

DeStefano reported on research by his firm
showing that changes in demographics and eco-
nomic trends are increasing the number of termi-
nated employees and those eligible to take distribu-



tions from their defined contribution plan. These
employees fall into two categories: retirees and job
changers. He noted the high turnover rate among
American workers, citing statistics that the aver-
age worker changes jobs seven times during his or
her career, and that more than 50 percent of the
work force has been in their current job less than
five years. For defined contribution savings plans,
this means that most workers have (or will have)
several smaller 401(k) or 403(b) accounts with
different employers, each with different investment
options. This raises the danger that “they may cash
out when they leave and lose all of their tax
benefits,” he noted. “We are definitely seeing an
increasing trend of employees who are terminated
and who are struggling with their distribution
decision.”

For these workers, there are four options:
leave the assets in the former employer’s plan (if
they have more than $5,000 in assets); roll the
assets over into an IRA; move the assets into their
new employer’s retirement plan; or cash out the
assets, pay the tax penalty, and use them for
nonretirement purposes. Based on Fidelity’s data,
DeStefano said, about half are leaving their assets
in the former employer’s plan (mostly “due to
inertia,” he adds), while the majority of those who
take distributions are rolling over their assets into
an IRA.

While estimates vary on how many work-
ers “cash out” their accounts and either spend or
reinvest the assets in taxable accounts, DeStefano
said Fidelity has found the majority of those who
cash out do so largely out of ignorance. “We have
found that the trend is in large part due to a lack of
knowledge on the participant’s part,” he said. “Over
one-third said they had not received any informa-
tion from their former employer about their distri-
bution options or the tax consequences associated
with these options, and 15 percent didn’t know that
they had the option to remain in the plan.” As a
result, Fidelity has taken various steps to increase
employee education and knowledge about their
distribution options and the associated tax conse-
quences.

m Technology

Many speakers at the policy forum testified to the
various ways technology—specifically the Internet
and Web-based information systems—is forcing
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major changes in the expectations and behavior of
retirement plan sponsors (employers) and partici-
pants (workers). Both are demanding a wider range
of choices and options, fast and individualized
response, and better control over their defined
contribution plans and accounts.

Byron Oliver of Cigna Retirement Services,
a major provider of retirement plan services,
reported that his company has seen extremely
rapid growth in the number of 401(k) participants
who conduct their account activity electronically:
Starting from scratch just two years ago, a third of
all the company’s 401(k) transactions are now
conducted over the Internet, and by 2000 that is
expected to reach 50 percent. Not only is electronic
administration of 401(k) plans more efficient for
plan sponsors, he said, it creates almost revolution-
ary ways to improve communications with partici-
pants.

“It [the Internet] provides us a phenomenal
opportunity to do education in ways that we have
never done before, provide the information in ways
that we have never done before, do training and
open different sites around the country,” he said.
“We are going to see phenomenal impacts.”

He also observed that five or six years ago,
the typical 401(k) plan had only three or four
investment options, account statements were
mailed once a quarter, and communication with
participants was largely perceived to be the enroll-
ment process. Today, by virtue of technological
changes, Cigna’s average 401(k) plan has a dozen
investment choices; workers have the capability to
make investment changes 24 hours a day, seven
days a week through the Internet, call centers, and
voice response systems; and enrollment is a very
small part of the process.

Bill Arnone of the consulting firm Ernst &
Young said Internet operation of 401(k) plans also
helps promote a self-reliant mindset among work-
ers, and that it is in the employer’s interest for
people to take more control and to engage employ-
ees as active partners in a unified enterprise. One
result, he believes, is that the technology generates
greater appreciation among workers for their
employers’ investment in total compensation and
benefits.

Arnone described three different stages of
Internet usage by plan sponsors. The lowest is
where a company uses it only for providing on-line
brochures and information to workers. Moderate
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usage is where a company utilizes it for participant
enrollment, while back-office administrative
functions are still done off-line. The advanced level
is where transactions are integrated and all
databases are linked so that there is a consistent
and coherent approach to benefits for the end-user.

A more surprising result is that the tech-
nology is forcing a change in whether employers
can provide merely “education” or “advice” to their
employees, who are responsible for their own
investment decisions in a defined contribution plan,
and who are demanding greater support. Both
employers and regulators are struggling to redefine
how this affects a plan sponsor’s fiduciary responsi-
bility and potential liability for investment loses.

“It seems to me there is a very big distinc-
tion between an employee who says, ‘The provider
recommended a course of action for me and | then
made the decision,” and one where the employee
says, ‘The provider made the decision for me.’ To
me, that is the key distinction,” Arnone said.

He predicted that a larger issue of em-
ployer responsibility will arise when employers
have the ability, through data linkage, data inte-
gration, and data mining, to take a “snapshot” of
their entire employee population and analyze how
people are positioned for retirement security, by age
of employee, tenure with the company, level of pay,
gender, ethnicity, and other diversity issues.

“Can you imagine the power of being able
to look at your employee population at any point in
time and slice and dice the data like that?” he
asked. “It gives whole new meaning to the notion of
fiduciary liability and fiduciary responsibility, but
it seems to me this is the likely outcome of the Web-
sourcing revolution.”

Jason Scott of Financial Engines also
raised the question of whether people will use
Internet technology—and its capability for making
fast asset allocation changes—for good purposes or
bad. Scott said his firm has tracked its customers’
401(k) transfers during sharp drops in the stock
market, and has found that “some people do, in
fact, buy high and sell low.” But he added that
those who do “are still a very, very small percentage
of the total population,” and that so far his firm has
not seen a net outflow from investment funds in
401(k) plans during market dips.

m The Politics of Change

But to some critics, that way of thinking ignores
the political repercussions for retirement plan
sponsors if there is a deep-enough and long-enough
drop in stock values to ravage the 401(k) accounts
of millions of Americans. Among many speakers at
the EBRI-ERF policy forum, there were bleak
assessments of the ability of Congress to change
federal retirement policy without unintentionally
making matters worse for both employers and their
workers.

“Today we have a situation where everyone
is a winner because of the stock market,” said John
Rother of the AARP. “That is not going to continue.
And when that is no longer the case, that is going
to change the politics of this whole debate.”

Rother argued that the dispute between
defined benefit and defined contribution plans is
irrelevant to the 50 percent or so of all Americans
who do not have access to an employment-based
retirement plan and who lack tax-favored mecha-
nisms for accumulating retirement capital. He also
said that shifting the risk of retirement adequacy
from employers (through defined benefit plans) to
individuals (through defined contribution plans)
ignores the fact that “there is an alarming number
of ‘grasshoppers’ in our society, people who are
basically in a live-for-today mode.”

While it may be tempting to let those
people bear the consequences of their own irrespon-
sibility, he warned, there are enough of them to
potentially create an angry block of voters too big to
ignore. “If we just let that go, then we are creating
a very, very powerful constituency to expand Social
Security in the future. We are creating a very
powerful constituency to raise taxes on employers
in the future,” Rother said. And with the baby boom
generation about to start retiring, he predicted
there is little time left to head off a political and
sociological battle between the relatively few
Americans with retirement assets and the many
without.

Don Sauvigné of IBM warned about the
risk to both employers and workers if Congress
legislates on retirement policy on a piecemeal basis.
Acting in response to political pressure, while
restricting the flexibility of employers to adapt to a
rapidly changing economy, could have profoundly



negative consequences for workers, he warned.

“We still do not have any substance of a
national, formal retirement policy underlining the
debate,” he said. “The labor market and the em-
ployers have got to have the opportunity to be
successful—because if we are not successful, we
won’t continue the commitment to the social
contract. We won'’t be able to.”

Sauvigné described the political response
to IBM’s cash balance conversion in 1999 as
governance by anecdote, and warned of “the
consequences of unintended actions” if the federal
government imposes even more restrictions on
employment-based retirement plans.

He predicted that the 2000 presidential
and congressional elections will be crucial to what
happens to retirement plans in the coming years. “I
think the year 2000 really is the foundation year
for the future and a lot of these decisions,” he said.

Leon Piper of Delta Airlines commented
that his company must deal with a diverse work
force that demands different types of retirement
benefits—either the annuity of a defined benefit
plan or the individual account of a defined contri-
bution plan. Delta meets those demands by provid-
ing both types of plans, he observed, and predicted
that Congress will face its own political difficulties
if it tries to promote one type of plan over the other.

Even though pension debates have focused
on policy issues in the past, Brian Graff of the
American Society of Pension Actuaries predicted
that it is already too late to keep retirement plans
from being politicized. He noted that Vice President
Gore issued a campaign statement in 1999 critical
of cash balance plans, and that congressional
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Democrats have actively targeted retirement as a
“hot button” political issue in the 2000 election
campaign. The controversy over cash balance plans
reflects the aging of the baby boomers and the
growing public unease about paying for retirement,
he said.

“You have a likely presidential nominee
talking about ‘wear-away,” Graff said. “Now, is that
scary or what? These issues are becoming increas-
ingly political.”

Graff predicted that politicizing retirement
policy will force a re-examination of core retirement
security issues that haven't be subjected to major
policy debate in the 25 years since ERISA was
enacted—specifically, vesting and participation
rules, coverage standards, and spousal protection
and nondiscrimination rules. And because defined
contribution plans have become the dominant type
of retirement plan in the United States, he also
predicted that Congress will move to impose on
401(k) plans many of the same types of restrictions
that led so many employers to abandon traditional
defined benefit plans.

Because the politics are changing, so too
will the focus of retirement policy, he added. While
the interests of employers and retirement plan
sponsors historically have been the main policy
focus, participant concerns are now more likely to
receive attention, despite the fact that retirement
benefits are voluntarily provided by plan sponsors
and can be terminated. The next five to 10 years
“are going to be very different than they have ever
been before, because of the increasingly political
nature of these issues,” Graff said.
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The Development of Private Retirement

Programs

by Dallas L. Salisbury, EBRI

® Introduction

A review of the state of private pensions must begin
with a clear understanding of what a “pension
plan” is. While this sounds obvious, it is necessary
because the “legal” meaning has clearly changed
over the past 25 years. The Employee Retirement
Income Security Act of 1974 (ERISA) states:
Any plan, fund, or program which was
heretofore or is hereafter established or
maintained by an employer or by an
employee organization, or by both, to the
extent that by its express terms or as a
result of surrounding circumstances, such
plan, fund, or program—
(A) provides retirement income to employ-
ees, or
(B) results in a deferral of income by
employees for periods extending to the
termination of covered employment or
beyond, regardless of the method of calcu-
lating the contributions made to the plan,
the method of calculating the benefits under
the plan or the method of distributing
benefits from the plan.!
(emphasis added)

This represented an expansion in concept
from the first full version of the legislative pro-
posal, H.R. 2, which limited plans to those which

for the purpose of providing for its partici-
pants or their beneficiaries, by the pur-
chase of insurance or annuity contracts or
otherwise, retirement benefits, and in-
cludes any deferred profit-sharing plan
which provides benefits at or near retire-
ment.2 (emphasis added)

H.R. 2 was closer to the traditional dictio-
nary definition of a pension: “a retirement or
disability allowance.” (emphasis added)

ERISA also created requirements and
standards for vesting, funding, participation,
fiduciary behavior and a termination insurance
program for private employer and union employee
benefit plans. Public employee plans were ex-
empted from the provisions of ERISA. The state of
private employer pensions today is the result of
these rules as they interact with economics, demo-
graphics, and competition.

ERISA expansion of the definition of
“pension plan” to include capital accumulation
plans with lump sum-distributions at “termination
of covered employment,” as opposed to “at or near
retirement,” actually serves to clearly highlight the
“State of Private Pensions” in the United States.
Both the public and private sector have moved in
the direction of sponsoring fewer plans that only
pay benefits “at or near retirement,” and have
created more and more plans that pay at “termina-
tion of covered employment.” The result has been
dramatic changes in defined benefit pension
plans—those that promise a fixed accrual and
benefit without reference to the funding method—
and growth in the number of defined contribution
plans—those that promise payment of funds
contributed, adjusted for investment earnings, but
promise no fixed benefit.

1 Employee Retirement Income Security Act of 1974,
Public Law 93-406, Title I, Sec. 3 (2)

2 |egislative history, April 1976, Vol. I, p. 7.
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Table 1.1
Public and Private Plan Growth, 1940-1996
1940 1950 1960 1996

Covered Workers (millions) 55 124 25.7 59.9

Private 41 9.8 21.2 42.7

Public 14 2.6 45 172

Fund Assets ($hillions) $25 $123 $53.0  $5,751.0

Private 24 12.0 52.0 3,936.0

Public 01 3.0 1.0 1,815.0

Total Work Force (millions) 56.0 63.8 72.1 142.9
Percentage Covered 9.8% 19.4% 35.6% 41.9%

Private Net Flows ($billions) $0.3 $2.0 $5.4 $324.0

Private Net Contributions ($billions) $0.2 $1.7 $3.7 $-30.0

Source: Daniel M. Holland, “Private Pension Funds: Projected Growth” (National Bureau of
Economic Research, 1966); Employee Benefit Research Institute tabulations of the March
1997 Current Population Survey, and the EBRI Pension Investment Report.

®m Where Did We Start?

The first reported pension plan in the United
States was established in 1636 as the Plymouth
Colony settlers’ military retirement program. In
1759, a pension plan was established to benefit
widows and children of Presbyterian ministers.
Gallatin Glassworks’ established a profit-sharing
plan in 1797. The U.S. government provided
pensions to widows following the Civil War. In
1875, the American Express Company established a
formal corporate pension plan.3

The statutory tax treatment of pensions
was formally legislated through the Revenue Act of
1921, which exempted interest income of stock
bonus and profit-sharing plans from current
taxation and deferred the tax to employees until
distribution. Statutes enacted since 1921 have
permitted employers to deduct a reasonable
amount in excess of the amount necessary to fund
current pension liabilities (1928); made pension
trusts irrevocable (1938); and established nondis-
criminatory eligibility rules for pension coverage,
contributions, and benefits (1942). These provisions
were incorporated into the Internal Revenue Code
(IRC) of 1954, amended substantially by the
Employee Retirement Income Security Act of 1974
and several added statutes, including the Tax
Reform Act of 1986 (TRA '86).4

The most rapid growth in plans occurred
during the 1940s and 1950s in response to collec-
tive bargaining activity. During this period of wage

and price controls, expenditures for employee
benefits could still increase, providing a strong
driver for plan establishment. Table 1.1 provides an
early summary picture of public and private plan
growth, as presented by Daniel M. Holland in
1966.% As it shows, early growth was dramatic.
And, while it combined “private industrial pension
and deferred profit-sharing plans,” according to
Holland’s inference statements and by he did not
view either to be “pensions.” Today, that has
changed. The 1996 data from the U.S. Bureau of
the Census combine all plan types under the single
heading of “pension,” as do the data from the
Federal Reserve.

3 Allen, Everett T., Joseph J. Melone, Jerry S.
Rosenbloom, and Jack L. VanDerhei, Pension Plan-
ning: Pensions, Profit-Sharing, and Other Deferred
Compensation Plans. Seventh edition (Homewood, IL:
Richard D. Irwin, Inc., 1992)

Employee Benefit Research Institute, EBRI Databook
on Employee Benefits, Third edition (Washington, DC:
Employee Benefit Research Institute,-X995).

Rosenbloom, Jerry S., The Handbook of Employee
Benefits: Design, Funding and Administration
(Homewood, IL: Dow Jones-Irwin, 1996).

4 For further information, see Employee Benefit
Research Institute, Fundamental of Employee Benefit
Programs, Fifth edition (Washington, DC: Employee
Benefit Research Institute, 1997).

5 Daniel M. Holland, Private Pension Funds: Pro-
jected Growth (Cambridge, MA: National Bureau of
Economic Research, 1996).



m Types of “Pension” Plans

Defined Benefit Plans

In a defined benefit plan, the employer agrees to
provide the employee a nominal benefit amount at
retirement based on a specified formula, and
increasingly in recent years to provide for lump-
sum payment of the accrued present value at
termination of employment. The formula is usually
one of three general types: a flat-benefit formula, a
career-average formula, or a final-pay formula.

Flat-Benefit Formulas

These formulas pay a flat dollar amount for each
year of service recognized under the plan.

Career-Average Formulas

There are two types of career-average formulas.
Under the first type, participants earn a percentage
of the pay recognized for plan purposes in each year
they are plan participants. The second type of
career-average formula averages the participant’s
yearly earnings over the period of plan participa-
tion. At retirement, the benefit equals a percentage
of the career-average pay, multiplied by the
participant’s number of years of service.

Final-Pay Formulas

These plans base benefits on average earnings
during a specified number of years at the end of a
participant’s career; this is presumably the time
when earnings are highest. The benefit equals a
percentage of the participant’s final average
earnings, multiplied by the number of years of
service. This formula provides preretirement
inflation protection to the participant but can
represent a higher cost to the employer.
Flat-benefit formulas are common in
collectively bargained plans or plans covering
hourly paid employees. Career-average and final-
pay formulas are most common in plans covering
nonunion employees. Under pay-related formulas,
an employer has some discretion in defining pay for
plan purposes provided the definition does not
discriminate in favor of highly compensated
employees, subject to the statutory and regulatory
definition of compensation used in testing for
nondiscrimination. Under ERISA'S minimum
standards, there is also some leeway in determin-
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ing what employment period will be recognized in
the benefit formula. The benefit may reflect only
the plan participation period or may be based on
the entire employment period.

Bank of America made a transition to the
first “cash-balance defined benefit plan” in 1985.
Now, approximately 14 percent of defined benefit
plans are of this type. They generally function
based on a career-average formula and communi-
cate the benefit as an individual account present
value.8 These plans have become quite controver-
sial.

Defined Contribution Plans

In a defined contribution plan, the employer makes
provision for contributions to an account estab-
lished for each participating employee. The final
retirement benefit reflects the total of employer
contributions, any employee contributions, and
investment gains or losses. Sometimes the accumu-
lated amount includes forfeitures resulting from
employer contributions forfeited by employees who
leave before becoming vested. As a result, the level
of future retirement benefits cannot be calculated
exactly in advance. Employer contributions to
defined contribution plans are often based on a
specific formula such as a percentage of participant
salary or of company profits. The plans may be
designed to include pretax or after-tax employee
contributions, which may be voluntary or manda-
tory. There are several types of defined contribution
plans. In a money purchase plan, employer contri-
butions are mandatory and are usually stated as a
percentage of employee salary. In a profit-sharing
plan, total contributions to be distributed are often
derived from a portion of company profits. Stock
bonus plans are similar to profit-sharing plans but
usually make contributions and benefit payments
in the form of company stock. A target benefit plan
is a cross between a defined benefit plan and a
money purchase plan—with a targeted benefit used
to determine the level of contributions but with
contributions allocated to accounts as in a money
purchase plan. A thrift, or savings, plan is essen-
tially an employee savings account, often with

6 See Carol Quick, “An Overview of Cash Balance
Plans,” EBRI Notes, no. 7 (Employee Benefit Research
Institute, June 1999): 1-7.
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Table 1.2
Private Employer Pension Plans

Single-Employer Single-Employer Multi-Employer Multi-Employer
Year Defined Benefit Defined Contribution Defined Benefit Defined Contribution
1975 101,214 207,437 2,132 311
1985 167,911 461,158 2,261 805
1995 67,682 622,584 1,810 1,328
19992 40,000 700,000 1,800 1,500

aEstimate.

Source: U.S. Department of Labor and author’s estimate.

employer matching contributions. In a 401(k)
arrangement, an employee can elect to contribute,
on a pretax basis, a portion of current compensa-
tion to an individual account, thus deferring
current income tax on the contribution and the
investment income earned. In an employee stock
ownership plan (ESOP), employer contributions to
employee accounts must be primarily in company
stock.

m  What Is the Pension Landscape
Today?

Congress acted in 1984 to change the pension
system for federal civilian employees. Prior to 1987,
the only retirement plan was a final pay defined
benefit plan. For those hired after the 1984 act, a
new reduced defined benefit plan was accompanied
by a generous 401(k)-type plan. Those already
working had the option of remaining in the old plan
or shifting to the new plans. Congress had also
acted in 1978 to add two new sections to the
Internal Revenue Code, Sec. 125 and Sec. 401(k).
Regulations in 1981 led to a massive transition of
traditional profit-sharing plans into 401(k) plans,
meaning that the employee could contribute pretax
dollars. Sec. 457 and Sec. 403(b) gave state and
local governments and nonprofit organizations this
same opportunity. Legislation since 1986 has
moved all these so-called “salary-reduction” plans
closer together in design and rules, with nearly all
employers now able to establish 401(k) plans.
Current congressional legislative proposals would
further this process. Moreover, in recent years a
number of states have debated proposals either to
introduce expanded supplemental “salary reduc-
tion” plans or to replace defined benefit plans with
defined contribution plans. Demographic change

and economic competition make it likely that these
debates and trends will continue.

Table 1.2 presents data from the U.S.
Department of Labor on private employer pension
plans in terms of number of plans. The trend lines
are clear: defined benefit plans are on the decline
and salary reduction plans are becoming the
primary “pension” plans in the nation. The num-
bers on multi-employer plans provide further
evidence of the trend toward increasing use of
supplemental and primary defined contribution
programs.”: 8

Unions, participant advocates, and many
others have not been happy with these trends.
Traditional defined benefit plans, as noted, provide
annuity income that assures some level of economic
security for the remaining lifetime of the partici-
pant, and frequently of the beneficiary. This, in
fact, represents the old English definition of a
“pension.” Unions have traditionally viewed
pensions as seeking to provide security against the
risk of economic losses resulting from factors over
which the worker has no control (through employer
commitment to provide a predetermined income
stream under certain circumstances).® Such losses

7 Private Pension Plan Bulletin, “Abstract of 1995,
Form 5500 Annual Reports,” no. 8 (Spring 1999).

8 See Kelly Olsen and Jack VanDerhei, “Defined
Contribution Plan Dominance Grows Across Sectors
and Employer Sizes, While Mega Defined Benefit Plans
Remain Strong: Where Are We and Where Are We
Going,” EBRI Issue Brief no. 190. (Employee Benefit
Research Institute, October 1997).

9 Thomas F. Duzak,“Defined Benefit and Defined
Contribution Plans: A Labor Perspective,” in Dallas L.
Salisbury, ed., Economic Survival in Retirement:
Which Pension is for You? (Washington, DC: Employee
Benefit Research Institute, 1982).



could occur as a consequence of:

= Unanticipated expenses or income loss,

= Layoff or termination, or,

= Retirement with inadequate savings to maintain
real income for the remainder of an individual's
lifetime.
One union counselor noted in 1982:

Defined contribution plans which deter-
mine the amount of income to the employee is a
function of the employer’s profit, or the price of the
company'’s stock, or the investment yield of a fixed
pool of assets, are not compatible with the concept
of a wage versus income security trade-off. It is
virtually impossible to construct plans which
provide desirable levels of income replacement and
which also represent an equivalent value to all
employees in the covered population...the collective
bargaining process requires a pooling of economic
strength in order to achieve an objective which is
determined to by the group as a whole; but at the
same time, the process dictates a sacrifice of
individuality... secure protection against the
consequences of management's actions.

While many unions have negotiated
defined contribution plans since 1982, it is my
sense that those who are concerned about pensions
providing economic security in retirement continue
to hold these views.

Employer preferences for pensions focus
more on economic performance than on retirement
income security. Pensions are viewed favorably if
they serve to:
= Improve corporate efficiency.10
e Improve morale.
= Keep channels for promotion open.
= Facilitate work force reduction.
= Encourage employee identification with profit.
= Are most cost-effective and least administra-

tively intense.
= Attract and hold capable employees.!1

A 1998 survey conducted by the Society for
Human Resource Management found that higher
salaries elsewhere and dissatisfaction with poten-
tial career development at an organization are the
most significant threats to employee retention, with
only 11 percent of respondents citing benefits as a
job change motivator.

A senior corporate executive noted in 1998
that “not having benefits at some threshold level
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will repulse employees, but the mere presence of a

more generous benefits package will not attract

and retain employees.”}2 This view is explains

employers’ increasing flexibility in recent years and

their effort to include environmental factors in

program design by:

= Responding to favorable tax laws that provide
an incentive to provide benefits.

= Responding to demands in labor negotiations.

= Responding to social and indirect government
pressures.

= Responding to inherent advantages of group
purchase/provision.

= Responding to shareholder desires and competi-
tion.

Considering the fact that the foregoing
trends have occurred in spite of the relatively
consistent philosophy by union leaders and those
focused on retirement income delivery, and that the
previously discussed factors driving employers and
individuals seem to be accelerating, it seems
unlikely that the movement toward individual
accounts and individual control will end in the
foreseeable future.

m  Borrowing While Still Employed

The availability of loans to participants is an
exception to ERISA's general principle that transac-
tions between a plan and parties in interest—such
as participants—are prohibited because of potential
abuse of funds earmarked for retirement. Plan

10 Jerry S. Rosenbloom and G. Victor Hallman,
Employee Benefit Planning, Third edition (Englewood
Cliffs, NJ: Prentice-Hall, 1991).

11 For a summary of research, see Emily S. Andrews,
Pension Policy and Small Employers: At What Price
Coverage? (Washington, DC: Employee Benefit
Research Institute, 1989); Richard A. Ippolito,
Pensions, Economics and Public Policy (Philadelphia,
PA: Pension Research Council, University of
Pennssylvania; 1986); and Richard A. Ippolito,
Pension Plans and Employee Performance Evidence,
Analysis, and Policy (Chicago: The University of
Chicago Press, 1997).

12 gee Charles G. Tharp, “Yes,” in Dallas L. Salisbury,
ed., Do Employers/Employees Still Need Employee
Benefits? (Washington, DC: Employee Benefit Re-
search Institute, 1998).



The Future of Private Retirement Plans

loans are generally not treated as taxable distribu-
tions and are restricted to limited circumstances
defined under IRC Sec. 72 and ERISA

Sec. 408(b)(1).

A plan loan must be described in writing.
The amount of a new loan plus the outstanding
balance of any other plan loans cannot exceed the
lesser of $50,000 or the greater of one-half of the
present value of the employee’s nonforfeitable
accrued benefit under the plan, or $10,000. The
$50,000 limit is reduced by the excess of the
highest outstanding loan balance during the one-
year period ending on the day before the new loan
is made, over the outstanding balance on the date
of the loan. A plan is permitted to impose a mini-
mum loan amount as high as $1,000.

Loans must be repaid within five years. A
longer term is available only for loans used to
acquire the participant’s principal residence. The
loan must require substantially level amortization
payments, payable at least quarterly. The interest
rate must reasonably reflect rates charged on
comparable loans made on a commercial basis.
Interest paid to the plan also does not increase the
individual’s basis in the plan or tax-deferred
annuity. Loans to owner-employees from Keogh
plans continue to be prohibited transactions. The
loan must be adequately secured so that, in the
event of a default, the participant’s retirement
income is preserved and loss to the plan is pre-
vented. Up to 50 percent of a participant’s vested
accrued benefit may be loaned without additional
security being required.

A 1999 report found that loans in today’s
plans are very common.13 Over half of 401(k) plans
now offer a loan option, 70 percent of participants
are in plans offering loans, and 18 percent of
participants borrowed in 1996. The average unpaid
balance as a percentage of account balances was
16 percent. Loan ratios tend to decrease with age,
dropping from 30.0 percent for participants in their
20s to 9.8 percent for those in their 60s.

m  Rollovers Upon Lump-Sum
Distribution

In general, lump-sum distributions from a qualified
pension plan may be rolled over tax free into an
individual retirement account (IRA) or another
retirement plan. The transfer must be made within

60 days of the participant’s receipt of the distribu-
tion from the first plan. The most recent compre-
hensive data on lump-sum distributions and
rollovers are from the 1993 Current Population
Survey. Nearly half of those with recent distribu-
tions reported having rolled over all of the funds
into a tax-qualified program, compared with 17 per-
cent of those with such distributions prior to 1960.
The mean amount of recent distributions was
$11,237, and the median amount $3,496.14

A recent analysis by John Sabelhaus
(Congressional Budget Office) looked at individual
retirement accounts (IRASs) in terms of the propor-
tion of account balances that had come from
rollovers as opposed to contributions. By year-end
1997, IRAs held over $1.948 billion in assets. Of
this amount, $182.9 billion was from direct contri-
butions, compared to $747 billion from rollovers.1®
These numbers suggest that, as a vehicle for new
savings, IRAs have not proven particularly popular,
they are proving quite useful but as a vehicle for
portability and preservation they are proving quite
useful.

m How Are Plan Assets Being
Allocated Among Investments?

Traditionally, assets in most pension plans were
invested on a pooled basis, with plan sponsors or
trustees making allocation decisions across manag-
ers, equities, bonds, etc. With the combination of
the growth of mutual funds, the prevalence of
401(k) plans, and computer advances, individual
participants now make many of the allocation
decisions. The EBRI Pension Investment Report
provides summary data on allocation from 1950 to

13 Jack VanDerhei, Russell Galer, Carol Quick, and
John Rea, “401(k) Plan Asset Allocation, Account
Balances, and Loan Activity,” EBRI Issue Brief no.
205 (Employee Benefit Research Institute, January
1999).

14 gee Dallas L. Salisbury, ed., When Workers Call
the Shots: Can They Achieve Retirement Security?
(Washington, DC: Employee Benefit Research Institute,
1995).

15 gee John Sabelhaus, “Projecting IRA Balances &
Withdrawals,” EBRI Notes, no. 5 (Employee Benefit
Research Institute, May 1999): 1-3.
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Table 1.3
Asset Allocation
Private Trusteed Private Trusteed
Defined Benefit Defined Contribution Public Plans 401(k)
Equity Bond  Other Equity Bond  Other Equity Bond  Other Equity Bond  Other

1985 41% 29%  30% 38% 17%  45%  30% 58% 11%
1990 34 40 26 35 17 48 32 43 25
1996 46 32 22 43 12 45 56 28 16 68% 10% 22%
1998 53 27 20 48 10 42 68 25 7 50 6 44

Source: Jack VanDerhei, Russell Galer, Carol Quick, and John Rea, “401(k) Plan Asset Allocation, Account Balances, and loan
Activity,” EBRI Issue Brief no. 205 (Employee Benefit Research Institute, January 1999); Jack VanDerhei, Sarah Holden, and Carol

Research Institute, January 2000).

Quick, “401(k) Plan Asset Allocation Account Balances and Loan Activity in 1998” EBRI Issue Briefno. 218 (Employee Benefit

1997 (public plans) and 1998 (private plans).18 The
January 1999 EBRI Issue Brief No. 205 provides
data on asset allocation within 401(k) plans.1’
Table 1.3 summarizes aggregate allocation for
several year-ends for private trusted defined
benefit and defined contribution plans, and for
public plans and individual allocation as of year-
end 1996 (1997 and 1998 data on 401(k) plans will
be published by EBRI in early 2000).

With both plans and participants these
average allocations hide variation across plans and
individuals. They suggest at least two things: first,
asset allocation shifts a lot over time; second, that
individuals invest more aggressively than the
average plan board. For example, some public plans
have had legal prohibitions against investment in
equities, while others have been able to be very
aggressive. Large trusteed private plans tend to be
more heavily invested in equities than small plans,
and there is substantial variation by individual
401 (k) participants when the numbers are viewed
by age, income, and tenure.

®m Plan Termination

Although pension plans must be established with
the intent that they will be permanent, employers
are permitted to terminate their plans. As table 1.2
shows, terminations have been heavy. If a defined
benefit plan terminates with assets greater than
the amount necessary to pay required benefits, the
employer may recover the excess assets and use
them for business or other purposes. A 50 percent
excise tax is imposed on the amount recovered.
ERISA established plan termination insurance to

protect participants’ defined benefits in the event a
defined benefit plan terminates with insufficient
assets to pay benefits. The program does not apply
to defined contribution plans. There are separate
programs for single employer and multi-employer
plans.18

With a strong economy, strong markets,
and many large employers remaining in the
Pension Benefit Guaranty Corporation’s (PBGC)
premium pool by making a transition to cash-
balance plans instead of moving all the way to
defined contribution programs, PBGC has had
several good financial years. As of September 30,
1998, PBGC's single employer program had
$17.6 billion in assets, against 12.6 billion in
current liabilities. However, PBGC notes exposure
to likely future terminations of an added
$20 billion. Should future government actions
make it legal to shift to defined contribution plans
but not to cash balance, and should this occur
during a period of weak markets, PBGC could well
see a flood of new terminations.

16 EBRI-ERF Pension Investment Report: 4th
Quarter 1998 (Washington, DC: Employee Benefit
Research Institute, May 1999).

17 Jack VanDerhei, Russell Galer, Carol Quick, and
John Rea, “401(k) Plan Asset Allocation, Account
Balances, and Loan Activity,” EBRI Issue Brief no. 205
(Employee Benefit Research Institute, January 1999).

18 See Pension Benefit Corporation Annual Reports,
online at www.pbgc.gov/ or in hard copy from PBGC.
The most recent year is 1998.
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B Meeting Changing Needs With
Plan Design Changes

The sections above have highlighted, with num-
bers, the shift taking place in pension coverage,
asset allocation, and relative levels of net contribu-
tions to plans. Further, the numbers show that the
proportion of the work force covered by plans is not
growing. They also show that IRAs are proving
effective as portability devices. All of this is related
to demographic changes in the American work force
and in the general population that have influenced,
and are likely to continue influencing, the provision
and design of pension plans.

An Aging Population

One change in progress is the shift in the U.S.
population’s age distribution. Members of the large
baby-boom cohort (individuals born between 1946
and 1964) currently constitute a disproportionately
large part of the overall work force, especially in
new and fast-growing industries. As this cohort
ages, and the smaller baby-bust cohort (individuals
born between 1964 and 1975) enters the labor force,
the age distribution of the work force will shift
toward older workers, whose needs and preferences
may differ from those of younger workers. As the
baby-boom cohort begins to retire, an increasing
proportion of Americans will be elderly and living
longer and will depend on sources other than
employment for income and vital services. These
forces will affect both income security and health
care insurance programs.

Developments in the retirement plan
market represent a response to work force changes.
There is now a large body of literature that uses
government data to show that the work force has
always had high turnover and that few workers
have spent 25 years or more with one employer.
This is true not only for the private sector but for
the public sector as well. Defined contribution
plans provide a career average benefit, as noted
above, which serves to deliver more to most work-
ers (due to relatively short service) than defined
benefit plans. For the employer, they provide a
known cost that can be budgeted. The defined
benefit cash balance plan does the same, while
giving the participant less investment risk. Both
plans provide lump-sum distributions, which are
more popular with workers. They are portable, and

they eliminate any risk related to a former em-
ployer going out of business or running off with the
money.

® What Income Do Plans
Provide?

Worth Magazine ran a cover in 1996 with the
words: Why Retire? The accompanying article gave
all the reasons that a person might not want to
retire, considering future prospects of longer life,
better health, better medical care, and multiple
careers. Many other publications have published
stories with similar themes, such as: Will you be
able to afford to retire? Will you retire in poverty?
Why you aren’t saving enough? The end of retire-
ment! These articles often tend to cast a negative
light on the future and to paint the past as a time
when all achieved the great American Retirement
Dream with little effort.

The American work force, viewed from an
income perspective, is a pyramid: there is only one
Bill Gates at the point, but there are more than
25 million individuals below the poverty level,
creating a very wide pyramid base. The population,
ranked by assets, shows a similar configuration:
3.5 million households have net worth of $1 million
or more—3.5 percent of households, compared with
a pyramid base of more than 60 percent who
effectively have a net worth of zero at best, or
negative. While savings would be desirable for
those in this 60 percent of the pyramid, they have
never been savers. This shows up with retirees
today.

Contrary to the picture often painted by
the popular media, most of today’s retirees did not
prepare for retirement. The 1999 Retirement
Confidence Survey conducted by the Employee
Benefit Research Institute found that just under
one-third of current retirees had done any financial
or life planning prior to retirement. Among work-
ers, 32 percent report having done nothing to date,
and less than one-half of these consider what they
have done to be adequate.

Census data do tell us that today’s retirees
are well off financially compared with earlier
retirees; however, the media picture of a generation
of retirees on golf courses and cruise ships repre-
sents a telescope focused on the tip of the iceberg.
Fully 80 percent of retiree households today have
total income of less than $23,000 per year. For the



top 25 percent, nearly one-quarter of income still
comes from Social Security; 25 percent from
working; 25 percent from savings; and a final

25 percent from employment-based pensions. These
income data underscore a critical fact: current
retirees who are in the top 20 percent income
bracket depend on continued work after age 65, as
well as personal savings and an employer plan.
The contention by some that what will be “differ-
ent” for the baby-boom and x generations is work
after age 65 ignores the fact work is already
essential for millions of retirees in order to have a
“decent” income. What is true for current retirees
will be true for future retirees. Social Security
alone does not provide an adequate income by any
standard other than a high replacement rate for
some. Is 120 percent of $5,000, or a below poverty
floor, an adequate income?

m Retirement Planning Is Needed
Throughout the Pyramid

A 1996 survey by the National Endowment for
Financial Education found that the financial
planner’s average client has median net worth of
$400,000, median annual gross income of $75,000,
and median annual discretionary income of
$10,000. In other words, these individuals are near
the top of the pyramid. Yet many financial planners
report that that these clients have difficulty saving
enough to meet retirement income goals, for
various reasons. The top two barriers to saving
reported by planners were (1) procrastination and
(2) confusion over how to begin planning for
retirement. Behind these were (3) lack of informa-
tion or awareness, (4) poor cash management,
(5) paying off debt, and (6) college education
funding. A 1999 report by Fidelity Investments
found that, among 401(k) participants, fewer than
10 percent were very confident that they would be
economically prepared for retirement. And these
are the haves! For the population at large, the 1999
Retirement Confidence Survey found similar
barriers, but one-third of respondents to this
survey said they simply did not have any money
they could save; one-third said that they did not
have enough to save regularly, and one-third
reported saving regularly.

The planners’ survey found that clients
generally expected to have the same standard of
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living during retirement as they had while work-
ing, not better or worse. The Retirement Confi-
dence Survey found that 18 percent expected better,
20 percent expected less, and 62 percent expected
about the same. Social Security was expected to be
the primary source of income.

The public does not feel prepared finan-
cially for retirement, although most planners think
that the average client is prepared. The fact that
these clients already have high net worth probably
makes this inevitable. Why doesn’t the baby
boomer save more today? A series of surveys have
revealed with common findings on barriers: funding
education costs, personal debt, the potential for job
loss and downsizing, and meeting daily living
expenses. Fully 25 percent of workers state simply
that they will live for today, each day, will worry
about retirement income should retirement ever
happen. Retirees give the same reasons for not
having saved more for retirement, according to the
survey.

For retirees, relatively new concerns
include meeting health care costs, the prospect of
long-term care costs, and outliving their assets and
income sources. These retiree concerns provide a
partial list of items that should be more heavily
stressed to workers today. Clearly, in the new
millennium they will have to be emphasized, as the
prospects for longer life make savings and retire-
ment planning action all the more essential.

m Retirement Planning in the New
Millennium Will Be Easier

Several factors combine to promise better retire-
ment planning, across the pyramid, in the new
millennium:

= Savings education is now beginning in K
through 12.

= Debt management is receiving regular attention.

= Medical miracles and life extension are around
us every day as reminders.

= Technology makes it easier and easier to build
the information needed for planning and to do it.

= The infrastructure of organizations, individuals,
and technology to facilitate planning is growing
rapidly.

= The Internet makes retirement planning
possible for everyone.

11
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Planners Can Help Bring Discipline to the
Individual Process

Technology can make implementation easy. Many
vendors are offering inexpensive bookkeeping
programs that allow constant generation of income
statements, balance sheets, and projections,
making it easy for individuals to determine possible
retirement budgets. Books and guides, in print and
on-line, provide the reasons to plan and explain the
major steps required to determine an individual’s
retirement standard of living in terms of income,
medical and other insurance protection, and estate
planning. These materials can also help individuals
to plan a retirement budget, with full consideration
of the consequences of inflation; the importance of
timing throughout one’s life, i.e., the value of
starting to save and plan while young versus the
burden of waiting; and the necessity for a bridge job
and continued employment for those who have
waited too long versus the possible pleasures of
early retirement for those who have started early.

The ability to get detailed information on
income sources is a button or phone call away.
Social Security currently will send a report on
accrued benefits on request, and soon will send
annual statements to all workers. Participants in
defined contribution plans now receive quarterly
statements, but in the new millennium most
participants will be able to get the information on-
line anytime. The biggest planning job will be to
determine all of an individual's retirement earnings
as he or she moved from job to job. Even defined
benefit plans are getting better at providing regular
information as a result of both the legal require-
ments and employers’ and unions’ desire to have
the plans appreciated.

m (Can We Return to “The Way We
Were?”

Writing prior to the enactment of ERISA, one

leading actuary

noted:
A defined benefit final pay pension plan
may be selected precisely because it is the
only type of plan which permits the em-
ployer to design a pension formula that
takes both sources of retirement income—
Social Security and company benefits—into

account. By doing so, a firm can provide
higher paid employees a proportionately
greater company pension. This compen-
sates for the fact that these individuals
receive a lower percentage of final earnings
from Social Security.”1? ... Such a plan may
also be necessary to reward an employee
whose salary has increased rapidly or
whose service was relatively short. Addi-
tionally, only a pension can reward past as
well as future service and base the total
benefit on final average pay. Finally, some
companies believe that they are better able
to assume investment risk...... The corpo-
rate viewpoint on the defined benefit versus
defined contribution issue is formed by
various competing factors: (1) whether its
financial position can sustain the economic
uncertainties posed by a defined benefit
plan; (2) the extent to which competitive
factors determine benefit levels and types;
and (3) the corporation’s perception of its
responsibility to provide for employees’
retirement and other financial needs.

What this attorney highlighted in this pre-
ERISA discussion remains accurate today. What
has changed is the regulatory environment, the
work force, world economics, technology, and
feelings of security. Taken together, they suggest
that we will not return to the design dominance of
yesterday, regardless of the economic security
consequences. Or, perhaps because of them.

m How 25 Years Have Changed
Demands/Motivations for
Retirement Plans?®

The government does influence action, and ERISA
changed the drivers of design in a number of ways:

19 Robert B. Peters, “Defined Benefit and Defined
Contribution Plans: A Corporate Perspective,” in
Dallas L. Salisbury, ed., Economic Survival in Retire-
ment: Which Pension Is for You? (Washington, DC:
Employee Benefit Research Institute, 1982).

20 see Daniel M. Holland, Private Pension Funds:
Projected Growth (Cambridge, MA: National Bureau
of Economic Research; 1996); Daniel M. Holland,
Private Pensions and the Public Interest (Washington,



= From a no vesting minimum standard to imme-
diate vesting in some cases;

« From asset use in a plan for building the firm to
arms-length transactions;

e From clear “capital accumulation” to “retirement
plan” distinctions, to limited distinctions;

= From selective provision of lump sums allowed
to an “all or none” requirement;

= From less government tax revenue from lump
sums to greater government tax revenue from
lump sums;

= From a retirement income focus to a cash
portability focus;

= From regulatory and tax incentive bias toward
defined benefit plans to a strong regulatory and
tax incentive bias toward defined contribution
plans;

= From a clear emphasis on employer/union
provision advantages to an increased focus on
individual self-determination and “retail deliv-
ery”; and

< From a paternalistic assessment basis of social
obligation and corporate identification to one of
maximum satisfaction of the largest number of
workers.

As one expert has put it, the movement
from “golden handcuffs” to an employee/employer
contract of partnership, personal accountability,
and self-reliance moved the nation away from
traditional defined benefit, employer-pay-all plans
focused on encouraging an employee to remain with
a single employer until “normal retirement age”
and toward greater financial and psychological
independence and identification with the service
firm versus the employer.21

Plan design and recruitment activity have
moved:
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= From broad based attraction to key employee
attraction;

= From delivery of fast vested matches in short-
term savings programs to vested matches for
long-term savings programs;

= From delivery of final pay annuities to long-term
workers to smaller accumulations for all work-
ers and a focus on lump-sum distributions2?2,
and

= From employers, unions and plans bearing the
burden of long-term risks (investment, inflation,
mortality) to transferring these risks to indi-
viduals and families.

Major employers and unions have always
provided pension coverage similar to the coverage
that is available today. More than 95 percent of
pension plan participants are in large employer
settings. Most large employers with 401(k) plans
now use employer stock in the plans; some of the
largest unions have negotiated stock ownership or
outright employee ownership. As one senior execu-
tive put it in 1998: “Employee ownership allows the
corporation to build partnership and a high perfor-
mance work culture.”® As another executive notes:

While income security is an issue, it is
increasingly being recognized that long-
term security can best be achieved through
personal development and professional
growth. Ironically, the presence of high-cost
‘1950s, one-size-fits-all benefits’ may, in
fact, be a precursor to job insecurity as cost-
cutting measures may be necessary for an
organization to carry this heavy burden.
There is a general question of whose
responsibility it is to provide retirement
income. There is increasing emphasis today
on the notion that it is up to individuals to

DC: American Enterprise Institute, 1970); Norman B.
Ture with Barbara A. Fields, The Future of Private
Pension Plans (Washington, DC: American Enterprise
Institute, 1994); Dallas L. Salisbury and Nora Super
Jones, eds., Pension Funding and Taxation: Implica-
tions for Tomorrow (Washington, DC: Employee Benefit
Research Institute, 1994); and Dallas L. Salisbury, ed.,
When Workers Call the Shots: Can They Achieve
Retirement Security? (Washington, DC: Employee
Benefit Research Institute, 1995).

21 gee Charles G. Tharp, “Yes,” in Dallas L. Salisbury,
ed., Do Employers/Employees Still Need Employee
Benefits ? (Washington, DC: Employee Benefit Re-
search Institute, 1995).

22 steven G. Vernon, Employee Benefits: Valuation,
Analysis and Strategies (New York: John Wiley &
Sons, Inc., 1993).

23 See Charles G. Tharp, “Yes,” in Dallas L. Salisbury,
ed., Do Employers/Employees Still Need Employee
Benefits ? (Washington, DC: Employee Benefit Re-
search Institute, 1998).
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provide a greater portion of their own
retirement security.

For at least the decade ahead, such views
are likely to dominate pension decision-making.
Many of these views are now entering the debate
over the future of Social Security, and many of
same pressures and attitudes reviewed in this
article can be found in that debate. In short,
whatever what one would like the pension world of
the future to be from a normative perspective, this
descriptive review suggests that it will look more
like the pension world of the 1990s than that of the
1970s.



Sociely, Values, and Retirement Programs

by Robert Birnbaum, Credit Suisse Asset Management

® Introduction

I am a baby-boomer—a typical member of that
demographic bulge, sometimes described as the
“pig in the python,” which has, for better or worse,
greatly influenced our country’s economic and
social fabric. Thinking about the next 25 years of
ERISA, and implications for retirement security,
brought me to the somewhat startling realization
that in 25 years—the year 2025—1 will be among
the retired. In this discussion, rather than consider-
ing issues of income adequacy and actuarial
soundness, important as these are, I'd like to focus
on people: who am I—and who is my generation—
going to be in 2025?

William Gibson wrote, “The future is
available now, it is just not evenly distributed.”
What do we know today about the people that we
are going to be in the year 2025? What is the
psychological and physiological environment that
we are going to be operating in? How does the very
meaning of “retirement security” change? What
cultural changes can we look forward to? How will
financial institutions adapt?

It turns out that we actually know less
about the aged than we think we do. There is a lack
of good information about the developmental,
psychological, and social needs of the old. We can
empathize with children because we have been
young, and we remember some of what happened to
us when we were young and we even remember
some of what we felt. But there is really not much
in our experiences that help us understand the
old.l That lack of understanding will grow to be a
cultural divide.

® The Future Is Today

The wave of change is upon us now. James Atlas
wrote in The New Yorker that soon, for the first
time in history, many middle-aged people (which
today are roughly synonymous with the baby-boom
generation) will have more living parents than they
do children.

The Federal Highway Administration
predicts that by the year 2020, the number of
drivers age 65 and older will account for 20 percent
of the drivers on the road. This was reported in
The New York Times in an article explaining why
new road signs are going to be popping up all over
New York State with large letters so that people
could see them.2 It brings to mind the phrase, “a
nation of Florida’s,” used by demographers. That
proportion—20 percent of the population over age
65—is the current proportion of the population of
Florida that is over age 65. One more element of
the future that is available to us now.

® The Environment of the Old

Mae Sartner wrote, “The trouble is that old age is
not very interesting until one gets there.” It is a
foreign country with an unknown language to the
young and even to the middle-aged.3

Old age is often viewed as a single stage of
life, but nowhere else in life does a single stage
provide so inadequate a description. People over
age 65 can be divided into at least three life stages.
The young old, which is 65 to 75 or so, the old old,
which is 75 to 90 or so, and the very old. And to
compare somebody who is 95 to somebody who is 65

1 Pipher (1999), p. 48.

2 New York Times, Nov. 16, 1999, p. B 27.

3 Pipher (1999), p. 15.
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is not unlike comparing somebody who is five years
old to somebody who is 35 years old.*

Older people live in a world designed for
young people, and that is true in the financial world
as well. In the physical world, they can't drive and
they can't walk through shopping malls or airports.
They can't deal with rushed doctors in a managed
care environment. The environment under which
older people have to make decisions is one that does
not suit them very well.

Their psychological environment can in
part be described as making decisions under
conditions of despair and stress. Eric Erickson
described old age as a stage of life in which the
individual must try to balance their sense of ego
integrity with a sense of despair.> People are
reviewing their lives. It is very hard to find a
person who can look back and not feel some sense of
despair or some sense of disappointment with what
has happened in their lives. So despair is a key part
of what older people go through.

Mary Pipher is more emphatic. She sug-
gests that we should think of the more vulnerable
elderly as victims of chronic post-traumatic stress
disorder. That is, they have experienced so many
losses that they are “ordinary healthy people for
whom all hell has broken loose.” The old don't
suddenly develop bad personalities, they are
overwhelmed by events.®

®m How Will Cultural Values
Change?

As people get older, the balance between autonomy
and dependency shifts. This has many cultural
implications. In mainstream psychology, healthy
development has been conceptualized as a process
of basically increasing autonomy and independence.
(Speaking as one who has done a lot of work in
401(k) plan participant communications, autonomy
and independence are constant themes. This is one
of the reasons that people like 401(k) plans and
online trading—they appeal to these cultural values
of autonomy and independence.) Dependency has
become something that is perceived as weak and
shameful.

Many of us can recognize this view of
dependency from our own family situations. Close-
ness is frequently regarded with suspicion and
enmeshment. Obligations become resentment and

requests for care are labeled as attempts to control.
Mary Pipher cites this change in the meaning of
dependency to a shameful condition as the factor
that turns “elders into the elderly.” They don't
want to be dependent, and the young don't want to
be sucked in.”

It's important to realize that cultural
values are more temporary than most of us recog-
nize. This is not to idealize our time or any other
particular time. But over the course of this century,
the relative values of dependence and autonomy
have been completely reversed.

Richard Lowe cited a study that was done
in Muncie, Indiana, in 1924. Parents were asked
what quality they most desired in their children.
At the top of the list were obedience and conformity.
In 1974, the same question was asked and the list
was exactly reversed. What modern parents most
desired for their children were autonomy and
independence.®

Anthropologists suggest that very deep
economic and demographic forces drive some
cultural values. I think we can speculate that, as
the baby boomers have shown a powerful ability to
shape cultural values to fit the needs of our genera-
tion, we can look forward to a time when depen-
dence or perhaps interdependence acquires higher
cultural value.

Loneliness is also a factor in dependency.
And in the financial world, loneliness has implica-
tions on the negative side for potential for fraud
and exploitation, and perhaps on the positive side
regarding potential good institutional responses.

Loneliness is a dependency issue because
obviously older people like to talk, like anybody
else. People depend on their own family—that is
who they can talk to. For older people, their choice
is often limited to their adult children. But because
they don't want to be a burden, they will frequently
retreat into silence and loneliness, and so loneli-
ness becomes a dependency issue as well. ® And, for

4 Schaie and Willis (1996), p. 81.
5 Schaie and Willis, (1996) p. 82.
6 Pipher (1999), p. 182.

7 Pipher (1999), p. 78.

8 Pipher (1999), p. 79.

9 Schaie and Willis (1996), p. 91.



some, this form of dependency will cause them to
seek new communities.

Mary Pipher writes:
One of the cruel ironies of old-old age is that
often when people suffer losses they must
search for new friends and new homes. It's a
horrible time to try to solve problems with a
geographical. Yet moves cannot be avoided. .
.the search for a home is made more frighten-
ing by our deep cultural mistrust of institu-
tions for the aged. 10

In fact, if we look again to see how the
present can tell us about the future, consider the
new long-term care communities and institutions—
the places where sometimes people are driven
during this search for a new home. Some of us are
familiar with those because we have parents living
in them, or considering them. In financial terms,
these are actually quite extraordinary. To enter a
facility, you “buy-in.” You might buy in for several
hundred thousand dollars and then you are guar-
anteed a place for life. Remarkably, what you have
done is made an unsecured loan to a developer. And
sometimes these places do go bankrupt and the
people who bought-in are left with nothing. Is this
the course of action that many of us would take,
were we hot operating under conditions of stress
and despair?

Basically, financial institutions know how
to solve the problem of credit risk described
above—there are many ways to do so, but they
haven't been applied yet to this population where
security is so important. “Old people, in a sense, are
like people who live next to a nuclear plant;
chances are that nothing will happen, but if
something goes wrong, it's a disaster.”11

Are there examples of the future which
exist today, which might give us insight into
cultures which favor the old? In other societies, it is
not until quite late in life that positions of power
and authority are attained.

A society ruled by the old is called a
gerontocracy. Gerontocrats acquire power in a
variety of ways, in agricultural and pastoral
societies. Although the US is far more com-
plex than pastoral or primitive societies, elite
families apparently control power in ways
that resemble those used in clans in tribal
societies. Senior family members typically
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control decisions about economic resources,
determining to which of the younger family
members or others they wish to grant power.
Many members of the US Congress live to an
advanced age, and perhaps it is not surpris-
ing that Congress has a seniority system that
increases the power of older members. This
system is not at all unlike the power systems
found in primitive societies. It should be
noted, however, that the existence of a
gerontocracry does not necessarily ensure the
well being of older people in general. Govern-
ment by the old is not necessarily government
for the old.12
Looking for cultural values in the long
sweep of history, we recall that, although many
baby boomers tend to value themselves based on
how much they can do for their children, the Ten
Commandments decree, “Honor thy father and thy
mother.” Indeed, for the religions based upon that
tradition, the obligations of children to their
parents far outweigh the obligations of parents to
their children. Could that view become part of
popular culture as well?

m Reconfiguring Values and
Institutions

In considering the coming cultural changes, and
the potential institutional responses, let me suggest
four areas to watch.

First, how much can we hope for from
technology? That is, if loneliness and isolation are
two of the key factors behind dependency, can
technology actually provide more of the connectiv-
ity and community that people crave, in a way that
is truly responsive to the underlying need?

Second is the increasing emphasis on
financial advice and guidance. Right now, these
systems are not designed for people living in the
“foreign country” of the elderly. Can systems
emerge that will help people make better decisions
under conditions of stress and despair?

Third, will new cultural values come into

10 pipher (1999), pp. 30-31.
11 Schaie and Willis (1996), p. 85.

12 gchaie and Willis (1996), p. 99.
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vogue that are perhaps better suited to the stage of
life that baby boomers will find themselves in? Will
dependency become more socially desirable?

Fourth, what new financial structures will
emerge that are responsive to these other trends?
Many of the financial building blocks, of course, are
here already, so that individuals can move from
direct market exposure to more protected struc-
tures, like annuitization and so on. But the fit isn’t
necessarily right and the complexity is high, and |
am certain new innovations will occur.
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Overview of the U.S. Employment-Based
Retirement Income System

by Paul Yakoboski, EBRI

The retirement income system in the United States
is a dynamic, continually evolving structure. It
looks very different today than it did 25 years ago
at the passage of the Employee Retirement Income
Security Act (ERISA), and it will surely look very
different 25 years from now on the 50" anniversary
of ERISA. This paper provides background on the
voluntary, employment-based retirement income
security system in the United States and an
overview of ERISA, the 1974 federal law that
governs the operation of private retirement plans
in the nation. The article also examines worker
coverage and participation in retirement plans, as
well as the typical features of plans today. The
appendix contains a history of retirement plan
legislation.

m The Employee Retirement
Income Security Act of 1974
(ERISA)

President Gerald Ford signed the Employee
Retirement Income Security Act (ERISA) into law
on Labor Day, September 2, 1974. The crafting and
passage of ERISA has a long history. President
John F. Kennedy appointed a cabinet-level commit-
tee in 1962 to study private pension plans. In
releasing its report, the committee concluded “that
private pension plans should continue as a major
element in the nation’s total retirement security
program. Their strength rests on the supplementa-
tion they can provide to the basic public system.”
But the committee also noted that the pension
system was inadequate in certain areas, such as
participant rights, funding, benefit protection, and
oversight. The report led to investigations by
various congressional committees that spanned
nearly 10 years.

During its examinations, Congress found

that most plans were operated for the benefit of
participants and beneficiaries, but that a small
number were not. Congress determined that
participants generally received insufficient infor-
mation about their benefit plans and that there
was inadequate protection of their rights.

In designing ERISA, Congress wanted to
address these problems but at the same time
promote “a renewed expansion of private retire-
ment plans” and increase the number of partici-
pants receiving benefits in the voluntary employ-
ment-based system. ERISA established standards
that employee benefit plans must follow to obtain
and maintain their tax-favored status, such as
standards for reporting and disclosure, funding,
fiscal responsibility, and employee eligibility and
vesting. ERISA set up a new government agency to
insure most vested benefits against plan termina-
tion and established contribution and benefit limits
for retirement plans. Although the “R” in ERISA
and most of the law’s provisions refer to “retire-
ment,” during final deliberations over the legisla-
tion Congress also included provisions affecting
employment-based health benefits as well.

The U.S. Departments of Labor (DOL) and
the Treasury have primary responsibility for
administering ERISA. DOL has primary jurisdic-
tion over reporting, disclosure, and fiduciary
matters, while the Treasury Department has
primary jurisdiction over eligibility, vesting, and
funding. The Pension Benefit Guaranty Corpora-
tion (PBGC), a federal agency, administers the plan
termination insurance program.

ERISA's standards are set out in four titles
to the act: Title I—Reporting, Disclosure, and
Minimum Standards Administered by the Labor
Department; Title II—Minimum Standards Admin-
istered by the Treasury Department (Internal
Revenue Code provisions); Title I11—Jurisdiction
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and Administration; and Title IV—Plan Termina-
tion Insurance.

m  Reporting and Disclosure

Employee benefit plan sponsors subject to ERISA
are required to provide summary plan descriptions
(SPDs) to plan participants and beneficiaries. The
summary must be written so that the average
participant can understand it, and must be accu-
rate and detailed enough to reasonably inform
participants and beneficiaries of their rights and
obligations.
While the law does not dictate the exact
form the SPD should take, it does require inclusion
of specific information. For example, among other
things, an SPD must include:
< Name and address of the employer or employee
organization maintaining the plan.

= Name and/or title and business address of each
trustee.

= Plan requirements for participation and benefit
accrual eligibility.

= A description of provisions for nonforfeitable
pension benefits.

= Information regarding credited service and
breaks in service.

= A description of situations that may result in
disqualification, denial, loss, or forfeiture of
benefits.

In addition to the SPD, each participant
and beneficiary must have access to financial
information about the plan. This information is
provided in summary form (summary annual
report), drawn from a more extensive annual report
(Form 5500 series) filed with the Internal Revenue
Service (IRS). Such information is intended to give
participants and beneficiaries an awareness of the
plan’s financial status. (The full annual report,
which IRS sends to DOL, includes detailed infor-
mation on the number of plan participants; plan
benefit obligations; distributions made to partici-
pants and beneficiaries; financial, actuarial, and
insurance data; and the amount and nature of the
plan’s assets. Participants may obtain the full
report from DOL.)

Participants are also entitled to see other
documents relating to the plan (e.g., insurance

contracts, trustee reports, etc.). Once a year,
participants and beneficiaries may request a
written statement of accrued and vested benefits. A
plan participant who terminates service with
vested benefits that are not paid at that time must
be given a statement showing the amount of
accrued and vested benefits.

Other reports must be filed when certain
events occur. DOL, for example, must be notified
when a new plan is established (through the SPD)
or when an existing plan is revised (through the
Summary of Material Modifications). PBGC must
be notified when private defined benefit plans are
terminated.

m Fiduciary Requirements

Employers who sponsored retirement plans before
ERISA was enacted were subject to one general
fiduciary standard: Plans had to be operated for the
exclusive benefit of participants and beneficiaries.
ERISA expanded this principle. Fiduciaries are
broadly defined as those who exercise control or
discretion in managing plan assets; those who
render investment advice to the plan for direct or
indirect compensation or have authority to do so;
and those who have discretionary authority in
administering the plan.

In fulfilling their responsibilities, fiducia-
ries must act in the exclusive interest of plan
participants and plan beneficiaries, diversify the
plan’s assets to minimize risk of large losses, and
act in accordance with documents that govern the
plan.

Fiduciaries must act with the care, skill,
prudence, and diligence under the circumstances
then prevailing that a “prudent man” acting in a
like capacity and familiar with such matters would
use in the conduct of an enterprise of a like charac-
ter and with like aims. This standard is frequently
referred to as ERISA's “prudent man” rule. Because
the performance standard is so high, the prudent
man rule is often referred to as the “prudent
expert” rule.

Fiduciaries must meet this test in perform-
ing any aspect of plan operation for which they are
responsible—from selecting the individual or
institution that will handle plan asset investments
to setting investment objectives.



® Minimum Standards and Other

Qualified Plan Rules

ERISA also sets specific standards for eligibility,
coverage, participation, vesting, benefit accrual,
and funding of retirement plans. Most of these
represent minimum requirements (thus the term
minimum standards); employers may adopt plans
with more liberal standards.

General Eligibility

A pension plan may require that an employee meet
an age and service requirement before becoming
eligible for participation. However, the employer
cannot require the employee to be over age 21 or to
have completed more than one year of service with
the employer, typically defined as at least 1,000
hours of work, in a 12-month period.}

Coverage and Participation

An employer has some flexibility in determining
who will be covered under the pension plan(s). For
example, employee groups may be defined on the
basis of pay (hourly vs. salaried), job location, or
unionization. An employer may have one plan
covering all these types of groups (and others), or
separate plans for each. However, tax-qualified
plan(s) must generally satisfy a set of hondiscrimi-
nation rules (under Internal Revenue Code Sec.
401(a)(4), 410(b), and, in some cases, 401(a)(26)),
which are designed to ensure that the plan ar-
rangement does not discriminate in favor of highly
compensated employees? in coverage, participa-
tion, and benefits provided.3

Vesting

Participants generally attain nonforfeitable and
nonrevocable—vested—rights to pension benefits
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after satisfying specific service (or years of partici-
pation) or age and service requirements. Once
vested, an employee’s rights generally cannot be
revoked. ERISA requires a plan to adopt vesting
standards for the employee’s benefit (the account
balance under a defined contribution plan or the
accrued benefit under a defined benefit plan) at
least as liberal as one of the following two sched-
ules: full vesting (100 percent) after five years of
participation in the plan (with no vesting prior to
that time, known as “cliff vesting”) or graded
(gradual) vesting of 20 percent after three years of
service and an additional 20 percent after each
subsequent year of service until 100 percent
vesting is reached at the end of seven years of
service. These rules apply to benefits attributable
to employer contributions to a single-employer
pension plan. Benefits attributable to employee
contributions to either defined contribution or
defined benefit plans and investment income
earned on employee contributions to defined
contribution plans are immediately vested.*

Multiemployer plans, which cover the
workers of two or more unrelated companies under
a collective bargaining agreement, currently may
use a 10-year cliff vesting schedule. This schedule
means that employees do not attain vested rights to
benefits attributable to employer contributions
until they have completed 10 years of service, at
which point they become 100 percent vested.
However, effective for plan years beginning on or
after the earlier of (1) January 1, 1997, or expira-
tion of the collective bargaining agreement under
which the plan is maintained, whichever is later; or
(2) January 1, 1999, multiemployer plans will be
subject to these same vesting rules as other quali-
fied plans. Multiemployer plans may provide for
cancellation of part of a vested benefit when the
participant’s employer withdraws.

1 An exception applies to plans with immediate
vesting; such plans may require completion of up to
two years of service.

2 For discussion of what constitutes a highly compen-
sated employee, see chapter 4 of Fundamentals of
Employee Benefit Programs, 5th edition (Washington,
DC: Employee Benefit Research Institute, 1997).

3 For more information on coverage and participation
requirements, see chapter 12 of Fundamentals of
Employee Benefit Programs, 5th edition (Washington,
DC: Employee Benefit Research Institute, 1997).

4 Full vesting must also occur when a participant
reaches the plan’s normal retirement age (commonly
age 65, but sometimes earlier) or (to the extent the
benefit is then funded) if the plan is terminated; some
plans provide for it on early retirement, death, or
disability.
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Form of Benefit Payment

ERISA requires retirement plans that offer an
annuity as a payment option to provide a qualified
joint and survivor (J&S) annuity for married
participants as the normal method of benefit
payment. This provides the surviving spouse with a
lifetime monthly income equal to at least one-half
the amount of the employee’s benefit. To pay for
this protection, the employee’s benefit usually is
reduced. In order to select a pension paid over the
duration of the participant's life only (or any other
payment form), both the participant and the spouse
must refuse the J&S option in writing. The J&S
need not be provided unless the participant has
been married at least one year.®

Benefit Accrual

ERISA requires that plans use one of three alterna-
tive formulas to determine the minimum speed at
which defined benefit pension benefits accrue to
participants. In general, benefit amounts in a
defined benefit plan accrue over the period of an
employee’s plan participation, but they do not have
to accrue evenly over that time. The law focuses
only on the rate of benefit accrual, generally
forbidding benefits to accrue disproportionately at
the end of an employee’s career; it does not man-
date any specific benefit levels. However, benefit
accruals may not be reduced or discontinued
because of age. Thus, employees who work beyond
normal retirement age will continue to receive
credit for time worked and contributions made to
their plan, but the employer is allowed to restrict
the number of years of benefit accrual.

Funding

Assets in qualified pension plans must be kept
separate from the employer’s general assets. A plan

may be maintained through one of a number of
vehicles. One method is to establish a trust agree-
ment with a bank or similar financial institution. A
plan may also be maintained with an insurance
company through allocated or unallocated accounts.
Pension plans may also be maintained through
individual policies issued on each participant’s life.
Sometimes both arrangements are used.

To ensure that pension plans have suffi-
cient assets to pay benefits when participants
retire, ERISA established minimum funding
standards for defined benefit and some defined
contribution plans. Money purchase and target
benefit plans are covered under these require-
ments, but profit-sharing, stock bonus, or most
employee stock ownership plans are not. For money
purchase and target benefit plans, the minimum
contribution is the amount set out in the plan
formula. Single-employer defined benefit plans
must make at least a minimum contribution equal
to the normal cost of the plan plus amounts neces-
sary to amortize in equal installments any un-
funded past service liabilities, any experience gains
or losses, any waived funding deficiencies, any
changes in actuarial assumptions, and other
items.5

There are also maximum funding limits on
tax-deductible contributions, and there is a 10
percent excise tax on nondeductible employer
contributions. The funding rules for multiemployer
plans are somewhat different from those for single-
employer plans.

Contributions and Benefits

ERISA also sets maximum limits on annual
contributions and benefits that qualified retirement
plans may provide for each participant. The limits
are known as Sec. 415 limits, referring to the
Internal Revenue Code (IRC) section that defines

5 Most plans must also provide preretirement survivor
benefits to the spouse of a vested participant who dies
before retirement. The benefit is payable in the form of
an annuity for the life of the surviving spouse begin-
ning at what would have been the employee’ normal
retirement date or, at the election of the surviving
spouse, as early as the employee’ earliest retirement
date or death, whichever is later. (Profit-sharing plans
generally do not have to comply with spousal provi-
sions, if the surviving spouse is the beneficiary.) Unless

both spouses waive this benefit option in writing, these
benefits will be provided to the surviving spouse even if
the participant had named someone else as his or her
heir.

6 The normal cost equals the cost of pension benefits
earned that year and administrative costs. Past service
liabilities occur when credit for an employee’s past
service prior to the inception of the plan is granted.
Experience gains or losses result from changes in
actuarial assumptions or methods.



them. There are separate limits for defined benefit
and defined contribution plans.’

®m Plan Termination Insurance

Title 1V of ERISA established the Pension Benefit
Guaranty Corporation (PBGC) to insure payment of
certain pension plan benefits in the event a covered
(i.e., private-sector defined benefit) plan terminates
with insufficient funds to pay the benefits. Covered
plans or their sponsors must pay annual premiums
to PBGC to provide funds from which guaranteed
benefits can be paid. Both single-employer and
multiemployer plans are covered under Title 1V, but
under separate insurance programs.®

ERISA originally set the premium for
single-employer plans at $1 per plan participant
per year. PBGC premium rates, which must be
legislated by Congress, have been increased a
number of times over the years, and the Omnibus
Budget Reconciliation Act of 1987 (OBRA ‘87) not
only increased the premium but significantly
changed the premium structure for single-employer
pension plans. Certain provisions of OBRA ‘87, also
known as the Pension Protection Act, raised the
base premium to $16 per participant. In addition,
for plans with more than 100 participants, a
variable-rate premium of $6 was imposed for each
$1,000 of unfunded vested benefits, rising to a
maximum total premium of $50 per participant
per year.

The Omnibus Budget Reconciliation Act of
1989 (OBRA ‘89) made further modifications. For
plan years beginning after 1990, the single-em-
ployer flat-rate per-participant premium was
increased to $19. The additional premium required
of underfunded plans was increased to $9 per
$1,000 of unfunded vested benefits, rising to a
maximum additional premium of $53 per partici-
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pant per year. The Retirement Protection Act of
1994 will gradually eliminate this cap.

Multiemployer premium rates, originally
set at $0.50 per plan participant per year, were
raised by the 1980 Multiemployer Pension Plan
Amendments Act (MPPAA) to $1.40, with scheduled
increases reaching $2.60 in 1989.

Termination Policy

Voluntary terminations of single-employer plans
are restricted to two types: a standard termination
and a distress termination.® A standard termina-
tion is permitted only if the plan has sufficient
assets to pay all of the plan’s benefit liabilities. The
term benefit liabilities is defined by IRS, although
it is a key element in PBGC's insurance program.

Underfunded plans may only terminate in
a distress situation, which is allowed only if the
entire corporate (controlled) group would not be
able to pay its debts pursuant to a plan of reorgani-
zation without the termination or would be unable
to continue business outside the Chapter 11
reorganization process. A distress termination is
only possible with the approval of the bankruptcy
court or PBGC.

Covered Plans and Benefits

PBGC guarantees certain nonforfeitable retirement
benefits, and any death, survivor, or disability
benefit either owed or in payment status at plan
termination, under defined benefit plans covered by
Title IV should such a plan terminate. There are
certain restrictions on the monthly benefit amount
PBGC will pay.10 In general, payment of guaran-
teed benefits is limited to a maximum dollar
amount that is adjusted annually to reflect in-
creases in workers’ wages. In November 1999, the
PBGC approved a 6 percent increase in the maxi-

7 For a description of these limits, see chapter 4 of
Fundamentals of Employee Benefit Programs, 5th
edition (Washington, DC: Employee Benefit Research
Institute, 1997).

8 Coverage is mandatory if the employer is in inter-
state commerce or the plan has been determined to be
qualified for tax-favored status. Certain plans are
exempt, including defined contribution plans, govern-
ment and church plans, plans established by fraternal
societies to which no employer contributions are made,

and plans established and maintained by a profes-
sional service employer with 25 or fewer participants in
the plan.

9 PBGC may, at its discretion, force a termination in
certain situations. This is known as an involuntary
termination.

10 Insurance on new benefit provisions (i.e., benefits

resulting from newly established plans or recent plan
amendments) is phased in at 20 percent per year (or

$20 per month if higher).
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mum monthly benefit, from $3,051 in 1999 to
$3,221 in 2000. The new yearly maximum payment
in 2000 will be $38,659.

For multiemployer plans, MPPAA estab-
lished a level of guaranteed benefits that is much
lower than single-employer plan benefit guaran-
tees. No portion of a multiemployer plan benefit is
guaranteed until it has been in effect for five years;
the maximum amount guaranteed per year of
service is 100 percent of the first $5 in monthly
benefit rate plus 75 percent of the lesser of the next
$15 of the accrual rate in excess of $5 (i.e., a
maximum of $20 per month for each year of service,
or $600 per month for a 30-year employee). For a
multiemployer plan, the guarantee applies only at
the point of plan insolvency.

Employer Liability to PBGC

If a plan terminates in a distress situation with
insufficient assets to meet all benefit liabilities, the
contributing plan sponsor and each member of the
controlled group is jointly and severally liable to
PBGC for the total amount of unfunded liabilities,
plus interest on such liabilities from the termina-
tion date.

Different rules apply for multiemployer
plans. MPPAA imposes liability, payable to the
plan, on an employer for withdrawal from a
multiemployer plan that is less than fully funded
for vested benefits. Withdrawal liability is a legal
obligation requiring an employer that discontinues
or sharply reduces its contributions to a
multiemployer plan to pay for its share of the plan’s
unfunded vested benefits. The employer must
continue to make annual payments for 20 years or
until the liability is satisfied, whichever occurs
first.

m Coverage, Participation, and
Vesting

Pre-ERISA

Over the 30-year period leading up to ERISA,
participation rates in employment-based retire-
ment plans were growing. Participation rates in
private employment-based retirement plans among
nonagricultural wage and salary workers increased
steadily over the period 1940 to 1974, rising from
14.6 percent to 46.5 percent (table 3.1). The number

Table 3.1
Private Retirement Plan Participation
Trends, All Private Nonagricultural Wage
and Salary Workers,
Selected Years 1940-1974

Total Plan Participation
Workers Participants Rate

(thousands) (thousands) (percentage)

1940 28,159 4,100 14.6%

1945 34,431 6,400 18.6
1950 39,170 9,800 25.0
1955 43,727 14,200 325
1960 45,836 18,700 40.8
1965 50,689 21,800 43.0
1970 58,325 26,100 447
1974 64,095 29,800 46.5

Source: Alfred Skolnik, “Private Pension Plans, 1950-1974,” Social
Security Bulletin (June 1976): 3-17; and U.S. Department of Labor,
Bureau of Labor Statistics, Employment and Earnings (Washington,
DC: U.S. Government Printing Office, March issues).

of workers participating in these plans rose from
4.1 million to 29.8 million over this time period.

Post-ERISA

After a well-documented drop in the early and mid-
1980s, retirement plan coverage and participation
rates reversed direction or, at minimum, ceased
their decline. According to EBRI tabulations of the
Current Population Survey (CPS) employee benefit
supplements, between 1988 and 1993 the pension
coverage rate among all civilian workers ages 16
and over stayed flat, at 57 percent, while the total
number of individuals working for an employer
where a plan was sponsored increased from

65 million to 67 million (table 3.2).11 The participa-

11 Data for 1988 were tabulated under two methodolo-
gies to allow for comparability with earlier years’
surveys. Workers who reported that their employer or
union did not have a pension plan or retirement plan
for any of its employees were not counted as working
for an employer where a plan was sponsored in the
first line of 1988 data reported in table 2 even if they
did report that their employer offered a profit sharing
plan or a stock plan in a follow up question. Addition-
ally, participants who reported not being able to receive
some benefits at retirement age if they were to leave the
plan now were not counted as vested, even if they later
responded that they could receive a lump sum distribu-
tion if their left their plan now. Data for 1988 reported
above, and in the second line of 1988 data in table 3.2
includes these individuals.
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Table 3.2

Trends in Retirement Plan Sponsorship, Participation, and Vesting
Among Civilian Workers Ages 16 and Over, 1979, 1983, 1988, 1993

Covered Plan Vested
Workers Workers Participants  Participants ~ Sponsorship  Participation Vesting
(millions) (millions) (millions) (millions) Rate Rate Rate
All Civilian Workers
1979 95 53 44 23 56% 46% 24%
1983 99 52 43 24 52 43 24
19882 114 62 47 32 55 42 28
1988° 114 65 49 38 57 43 34
1993 118 67 51 44 57 44 38
All Males
1979 56 33 29 16 59 51 28
1983 56 30 26 16 54 47 28
19882 63 35 28 20 55 45 31
1988° 63 36 29 23 58 46 36
1993 64 36 30 25 56 45 39
All Females
1979 39 21 15 7 52 38 18
1983 43 21 16 8 50 38 20
19882 51 27 19 13 54 38 25
1988° 51 29 20 15 57 40 30
1993 54 32 23 19 58 42 36
Nonagricultural Wage and Salary
1979 85 52 42 21 61 50 25
1983 88 50 41 22 56 46 25
19882 102 60 45 30 59 44 29
1988° 102 63 47 36 62 46 35
1993 106 66 50 43 62 47 40

Source: EBRI Tabulations of the May 1979, May 1983, May 1988 and April 1993 Current Population Survey employee benefit supplements.

aThe fraction of workers whose employer or union sponsors a plan for any of the employees at the worker’s place of employment.

bThe fraction of workers participating in a plan among those whose employer or union sponsors a plan for any of the employees at the worker’s
place of employment.

“Workers who reported that their employer or union did not have a pension plan or retirement plan for any of its employees were not counted as
working for an employer where a plan was sponsored, even if they reported that their employer offered a profit-sharing plan or a stock plan in a
followup question. Participants who reported not being able to receive some benefits at retirement age if they were to leave the plan now were
not counted as vested, even if they later responded that they could receive a lump-sum distribution if they left their plan now. This allows
comparability with the tabulations from earlier years.

dWorkers who reported that their employer or union did not have a pension plan or retirement plan for any of its employees were counted as
working for an employer where a plan was sponsored if they reported that their employer offered a profit-sharing plan or a stock plan in a
followup question. Participants who reported not being able to receive some benefits at retirement age if they were to leave the plan now were
counted as vested if they later responded that they could receive a lump-sum distribution if they left their plan now. This allows comparability with
the tabulations from 1993.

tion rate and vesting rates increased from 43 per-
cent to 44 percent and from 34 percent to 38 per-
cent, respectively.

The percentage of male workers working
for an employer where a plan was sponsored
decreased between 1988 and 1993, from 58 percent
to 56 percent (table 3.2). Over the same period, the
male participation rate fell from 46 percent to
45 percent, but the male vesting rate rose from
36 percent to 39 percent. Female coverage rates
increased from 57 percent to 58 percent between
1988 and 1993. Over the same period, the female

participation rate rose from 40 percent to 42 per-
cent and the female vesting rate increased from
30 percent to 36 percent (table 3.2).

Although the overall increases between
1988 and 1993 are not always sizable, they are
notable in view of the attention that was focused on
the decline in retirement plan coverage and partici-
pation rates that occurred during the 1980s.
Especially notable was the strong growth rate for
females, a group that historically has received little
income from employment-based retirement plans in
their older years.
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®m Recent Data

According to the Bureau of Labor Statistics (BLS),
as of 1997, 71.6 percent of employees at medium
and large private establishments (100 or more
employees) participated in some form of employ-
ment-based retirement plan. A little over one-half
(51.4 percent) of workers at these establishments
participated in some form of defined contribution
plan, and 44.6 percent participated in a defined
benefit plan.

At small private establishments (fewer
than 100 employees) in 1996, BLS found that
37.3 percent of workers participated in some form
of retirement plan. Almost one-third (30.7 percent)
of workers at small private establishments partici-
pated in some form of defined contribution, and
12.1 percent participated in a defined benefit plan.

These figures highlight an important point:
While the voluntary retirement income system in
the United States has been a success for workers at
large employers, workers at small enterprises have
not shared this success to the same degree. This
matters, since small employers employ 38 percent
of all workers in the nation. Why is plan sponsor-
ship not higher among small employers given the
attention that policymakers have devoted to the
issue over time? Conventional wisdom holds that
low plan sponsorship rates among small employers
are driven by high administrative burden and cost
placed on small employers. Findings from the 1999
Small Employer Retirement Survey (SERS) reveal
that this view, while true for some small employers,
is often too simplistic, and that the long-term
solution to low coverage is not simply “building a
better mousetrap” of new retirement programs.
Plan nonsponsors responding to the survey report
that employee-related reasons and revenue uncer-
tainty are often more important reasons than red
tape for not sponsoring a plan.

Nineteen percent of nonsponsors said that
the most important reason for not offering a plan
was that revenue is too uncertain to permit the
company to commit to a plan. One-half (50 percent)
of all nonsponsors said that this was a major
reason they do not sponsor a plan.

Having a large portion of workers who are
seasonal, part time, or high turnover was cited by
19 percent as the most important reason for not
sponsoring a plan. An additional 17 percent said

employee preferences for wages and/or other
benefits was the most important reason. Therefore,
36 percent of those without retirement plans cited
some sort of employee-related reason as the most
important reason for not offering a plan.

Twelve percent said the most important
reason was that it cost too much to set up and
administer a plan. Ten percent said the most
important reason was that required company
contributions are too expensive;12 for 3 percent, the
most important reason was “too many government
regulations.” Therefore, 25 percent of nonsponsors
cited a cost and/or administration-related reason as
the most important reason for not offering a plan.

m Private Plan Trends

Between 1975, when ERISA became effective, and
1995, the most recent year for which these data are
available, the total number of private tax-qualified
employer-sponsored plans more than doubled, from
311,000 to 693,000 (table 3.3). The total number of
participants in these plans, including active
workers, separated vested, survivors, and retirees
rose from 45 million to 87 million over the same
period. Data on active participants in private
primary plans show similar trends. The number of
active participants increased from 31 million in
1975 to 47 million in 1995. Total assets in private
plans increased from $260 billion to $2.7 trillion
over the same time period.

While the number of private employer-
sponsored pension plans and plan participants has
been increasing, proportionately fewer of these
plans are defined benefit plans. An increasing
number of employers have been offering primary
and supplemental defined contribution plans as
well as an array of hybrid plans. The total number
of private defined benefit plans increased from
103,000 in 1975 to 175,000 in 1983, then decreased
sharply to 69,000 in 1995. The total number of
private defined contribution plans increased from

12 plans exist in which employers as plan sponsors are
not legally required to make contributions. For ex-
ample, employer contributions are not required with a
401(k) plan—the sponsor could choose not to match
participant contributions and to pass the administra-
tive costs on to the plan. However, if the 401(K) is
established as a SIMPLE plan, then company contri-
butions are required.
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Table 3.3
Private Pension Plans and Participants

Summary of Private-Sector Qualified Defined Benefit and Defined Contribution Plans
and Participants, Selected Years 1975-1995

1975 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995

(thousands)

Total Plansab 311 489 546 594 603 604 632 718 733 730 731 712 699 708 702 690 693
Defined benefit? 103 148 167 175 175 168 170 173 163 146 132 113 102 89 84 74 69
Defined contribution? 208 341 378 419 428 436 462 545 570 584 599 599 598 620 619 616 624
Defined contribution as

percentage of total 67% T70% 69% T71% 71% T72% 73% 76% 78% 80% 82% 84% 85% 87% 88% 89% 90%
(millions)

Total Participants®¢ 45 58 61 63 69 74 75 77 78 78 76 77 78 82 84 85 87
Defined benefit® 33 38 39 39 40 41 40 40 40 41 40 39 39 40 40 40 40
Defined contribution® 12 20 22 25 29 33 35 37 38 37 36 38 39 42 44 45 48
Defined contribution as

percentage of total 26% 34% 36% 39% 42% 45% 47% 48% 49% 48% 48% 50% 50% 52% 52% 53% 55%
Active Participants 31 36 37 37 39 40 40 41 42 42 43 42 43 45 45 46 47
Primary plan is defined
benefitd 27 30 30 29 30 30 29 29 28 28 27 26 26 25 25 25 24
Primary plan is defined
contributiond 4 6 7 8 9 10 12 13 13 14 15 16 17 19 19 21 23
Defined Contrbution as
percentage of total 13% 16% 19% 22% 23% 25% 30% 32% 31% 33% 35% 38% 40% 42% 42% 46% 49%
($ billions)

Assetsbe $260 $564 $629 $789 $923 $1,045 $1,253 $1,383 $1,402 $1,504 $1,676 $1,674 $1,936 $2,094 $2,316 $2,299 $2,724
Defined benefit 186 401 444 553 642 701 826 895 877 912 988 962 1,102 1,147 1,248 1,211 1,402
Defined contribution 74 162 185 236 281 344 427 488 525 592 688 712 834 947 1,068 1,088 1,322

Defined contribution as

percentage of total 28% 29% 29% 30% 30% 33%

34% 35% 37% 39% 41% 43% 43% 45% 46% 47% 49%

Source: Employee Benefit Research Institute tabulations based on U.S. Department of Labor, Pension and Welfare Benefits Administration, Private Pension Plan

Bulletin (Spring 1999).
aExcludes single participant plans.
bDue to rounding, sums of individual items may not equal totals.

CIncludes active, retired, and separated vested participants not yet in pay status. Not adjusted for double counting of individuals participating in more than one

plan.

dror workers covered under both a defined benefit and a defined contribution plan, the defined benefit plan is designated as the primary plan unless the plan

name indicates it provides supplemental or past service benefits.

€Excludes funds held by life insurance companies under allocated group contracts for payment of reitrement benefits. These funds make up roughly 10 to 15

percent of total

208,000 to 624,000 between 1975 and 1995, in-
creasing from 67 percent to 90 percent of total
private retirement plans.

The number and percentage of individuals
participating in private defined contribution plans
is increasing relative to the number and percentage
participating in defined benefit plans. The total
number of participants in all defined benefit plans

was 33 million in 1975. Participation increased to
40 million in 1983 and has remained in the
39 million—-41 million range since that time. By
contrast, the total number of participants in defined
contribution plans increased from
12 million in 1975 to 48 million in 1995.

The trends for active participants in private
primary plans are similar to those for total partici-
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pants.13 In 1975, there were 27 million active
participants in primary defined benefit plans. This
number decreased to 24 million by 1995. By
contrast, between 1975 and 1995 the number of
active participants with a primary defined contri-
bution plan significantly increased, from 4 million
to 23 million.

In 1975, total assets were $186 billion in
defined benefits plans and $74 billion in defined
contribution plans. By 1995, assets were $1.4
trillion in defined benefit plans and $1.3 trillion in
defined contribution plans. Therefore, over those
20 years, defined contribution assets rose from
28 percent of the private-sector total to 49 percent.

The tremendous growth of the defined
contribution sector is largely a product of the 401(k)
phenomena. The number of 401(k) plans has
increased from 17,000 in 1984 to 201,000 in 1995
(table 3.4). The number of active participants in
401(k) plans has increased from 8 million to
28 million over this time period. 401(k) assets
increased from $92 billion to $864 billion between
1984 and 1995.

Though still relatively rare, hybrid retire-
ment plans (such as cash balance plans) are
gaining attention and are blurring the
nonfundamental distinctions between defined
benefit and defined contribution plan types.14
According to data from KPMG, 4 percent of employ-
ers with 200 or more employees sponsored a cash
balance plan in 1998, compared with 2 percent in
1993. While hybrid plans are either fundamentally
defined benefit or defined contribution in nature,
they combine features of both. Cash balance is the

13 There is little difference between the total number of
participants and the number of active participants
included in defined contribution plans. These partici-
pants represent individuals other than active partici-
pants who are still included in the plan, such as
retired participants, participants who have separated
from service and are vested in the plan, or survivors.
Fewer individuals remain participants in a defined
contribution plan than remain in a defined benefit
plan after terminating employment with the plan
sponsor because most defined contribution participants
receive lump-sum distributions on leaving.

14 For a full discussion see Sharyn Campbell, “Hybrid
Retirement Plans: The Retirement Income System
Continues to Evolve,” EBRI Issue Brief no. 171
(Employee Benefit Research Institute, March 1996).
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best-known type of hybrid plan, but others include
age-weighted profit-sharing plans, target benefit
plans, and life-cycle pension plans. The existence of
hybrid plans shows that not all benefits and
shortfalls attributed to traditional defined benefit
or traditional defined contribution plans are
inherent to these plans.

m Putting the Past in Perspective

An examination of the change in the aggregate
number of private pension plans and participants
masks trends in plans by size. Examining defined
benefit and defined contribution plans by plan size
allows us to determine the number of participants
being affected by trends in plan sponsorship.

Examining private primary defined benefit
plan trends by plan size shows that the vast
majority of plan terminations were very small
plans: those with two to nine active participants.
Between 1985 and 1993, there was a net decrease
in the total number of primary defined benefit
plans of 51 percent, or 86,000 plans. The net
number of plans with two to nine active partici-
pants decreased by about 56,000 plans, and ac-
counted for 65 percent of the total reduction in
defined benefit plans (table 3.5). It has been
suggested that very small plans were often top-
heavy plans used by employers as tax shelters.
After enactment of the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA), which imposed
penalties on top-heavy plans, and the Tax Reform
Act of 1986 (TRA '86), which lowered basic income
tax rates and imposed faster minimum vesting
standards, there was less incentive for these
employers to maintain their defined benefit pension
plans. TRA '86 also included a provision that
eliminated the tax qualification of some small
defined benefit plans, primarily single-participant
plans.

Between 1985 and 1993, the net change in
the number of primary defined benefit plans was
generally greater for plans with fewer active
participants. The number of defined benefit plans
with 10-24 active participants decreased 55 per-
cent between 1985 and 1993, while the number of
defined benefit plans with 500-999 active partici-
pants decreased 22 percent. Some of the change in
the number of plans by plan size is due to changes
in individual plans’ demographics. For example, a
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plan that had 400 participants in 1985 may have
had 600 participants in 1993. The number of large
primary defined benefit plans remained relatively
stable between 1985 and 1993. In fact, the number
of plans with 10,000 or more active participants
increased 5 percent over this time period.

Because most of the decline in primary
defined benefit plans occurred in plans with two to
nine participants, the decline in the number of
employees covered by a primary defined benefit
plans is relatively small. Approximately 80 percent
of active participants in primary defined benefit
plans in 1993 were in plans with 1,000 or more
active participants. Even if the 70,000 plans with
fewer than 1,000 participants in 1993 were to
terminate, 80 percent of active participants with
primary defined benefit plans would continue to
accrue benefits in their pension plans, while 20 per-
cent of defined benefit participants (5 million)
would have their pension benefits frozen. Many of
these latter employees would still be covered by an
existing defined contribution plan or contribute to
another retirement arrangement.

Between 1985 and 1993, there was a net
increase in the number of private primary defined
contribution plans of 54 percent, or 187,000 plans.
However, most of this increase was in plans with
two to nine active participants. The net number of
such plans increased by 67,000 plans, or 36 percent
of the total increase in primary defined contribu-
tion plans (table 3.5).

The net increase in the number of primary
defined contribution plans becomes smaller as plan
size increases. Primary defined contribution plans
with 10-24 active participants increased by 42,000
plans, while plans with 100-249 active participants
increased by 8,000 plans. The increase in primary
defined contribution plans with 1,000 or more
active participants was 800 plans, or 3.3 percent of
the total increase.

Much of the growth in defined contribution
plans has been through primary and supplemental
401(k) plans. Unlike some other defined contribu-
tion plans, these plans generally require employee
contributions as a condition of participation, and it
is often up to the employee to decide how much
current pay to defer (within plan and legal limits).
Many 401(k) plan participants also receive em-
ployer contributions that match all or a fraction of
the employees’ contribution (see discussion below
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regarding plan features). These defined contribu-
tion plans, while providing an effective means for
individuals to save, require individuals to bear
most of the funding and investment responsibility
in their retirement planning, especially compared
with employer-funded and directed defined benefit
plans.

m Typical Retirement Plan
Features'™
Defined Benefit

Based on its annual survey of retirement benefits,
KPMG finds that the “typical” defined benefit plan
bases benefits on a formula of final average earn-
ings times years of service. The formula is likely to
be at least 2 percent of final average pay, without a
limit on the number of years of service counted for
benefits, and without integration of Social Security
benefits. Full vesting occurs after five years.
Normal retirement age is 65, and early retirement
age is 55.

Seventy percent of defined benefit plans
use a final average earnings formula, 22 percent
use a career average formula, and 4 percent use a
flat-dollar amount formula. Sixty-three percent of
defined benefit plans vest fully after five years,
while 8 percent vest earlier. Seventy percent of
plans are not integrated with Social Security. The
median reported early retirement benefit was
56 percent of benefit paid at normal retirement age.
Thirty-eight percent of survey respondents reported
exercising their early retirement option. Twenty-
eight percent of plans reported automatic cost-of-
living adjustments. Fifty-three percent of defined
benefit plans offered a lump-sum distribution
option for benefit amounts in excess of $3,500.

401(k) Plans

Based on its annual survey of retirement benefits,
KPMG finds that the “typical” 401(k) plan offers an

15 Data in this section are from Retirement Benefits
in the 1990s: 1998 Survey Data, KPMG Peat Marwick
LLP, 1998. Data is based on a survey of 1,292 employ-
ers with 200 or more employees (95 percent of which
offer retirement benefits to their workers). The survey
is random and thus weighting allows generalization of
the results to the national level.
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employer matching contribution (but not other
employer contributions). It offers between four and
nine investment options and permits daily changes
to contribution levels and investment allocations.
Eighty-seven percent of 401(k) plans
provide employer matching contributions, 30 per-
cent provide other employer contributions, and
36 percent permit employee after-tax contributions.
The most common match rate is 50 cents per dollar
of worker contributions, with almost all sponsors
limiting the percent of employee compensation
matched. Among plans that match, 87 percent do it
in the form of cash and 6 percent use stock. Among
plans that match, 31 percent vest fully after five
years and 37 percent vest quicker. Twenty-nine
percent of plans provide 10 or more options, 38 per-
cent provide seven to nine options, and 30 percent
provide four to six options. Sixty-eight percent of
plans allow participants to change investments on
a daily basis, 9 percent on a monthly basis, and
17 percent on a quarterly basis. Ninety-one percent
of plans permit hardship withdrawals and 82 per-
cent permit loans.

m Conclusion

In one sense, the private retirement plan system in
the United States has always been dominated by
defined contribution plans. Even in 1975, two-
thirds (67 percent) of all private plans were defined
contribution; today, that has grown to 90 percent.
On the other hand, in 1975 the minority of plan
participants was in defined contribution plans
(26 percent), and now it is the majority (55 percent
in 1995).16 What is unmistakable is that the
private retirement system is moving in the direc-
tion of defined contribution plans and individual
account plans. This trend has been driven largely
by the 401(k) phenomena, and today it is mani-
fested by the conversion of traditional final-average
pay defined benefit plans into cash balance ar-
rangements with “individual accounts.”

On balance, such changes can be viewed as
a plus for workers. Today's plans better match the

16 Not adjusted for double counting of individuals
participating in more than one plan.

17 see “Male and Female Tenure Continues to Move in
Opposite Directions,” EBRI Notes no. 2 (Employee
Benefit Research Institute, February 1999): 1-4.

reality of the work experience—job mobility—than
plans did for past generations of workers who were
also quite mobile.l” This means enhanced portabil-
ity of retirement benefits and greater opportunities
for wealth accumulation among today’s workers
relative to the past.

Of course, today’s environment also re-
quires very explicit decision-making responsibility
on the part of workers that will directly affect their
ultimate level of retirement income security (in the
case of 401(k) plans, such decisions involve partici-
pation, contribution levels, asset allocation, and
preservation of account balances upon job change).
This explains why one of the primary (if not the
primary) area of focus today for policymakers, plan
sponsors, and service providers is worker education
regarding planning and saving for retirement.
Worker education was an overriding theme at the
National Summit on Retirement Savings held in
June of 1998, and is certain to be stressed again at
the ensuing national summits scheduled for 2001
and 2005.

m Appendix — Retirement Plan
Legislation

Revenue Act of 1921

Exempted interest income on trusts for stock bonus
or profit-sharing plans from current taxation. Trust
income was taxed as it was distributed to employ-
ees only to the extent that it exceeded employees’
own contributions; did not authorize deductions for
past service contributions.

Revenue Act of 1926
Income of pension trusts exempted from current
taxation.

Revenue Act of 1928

Allowed employers to take tax deductions for
reasonable amounts paid into a qualified trust in
excess of the amounts required to fund current
liabilities. Changed the taxation of trust distribu-
tions so that individuals are taxed only on distribu-
tions that are attributable to employer contribu-
tions and earnings.

Social Security Act of 1935
Enacted Social Security.



Revenue Act of 1938
Enacted nondiversion rule. Made pension trusts
irrevocable.

Investment Advisers Act of 1940

Required delegation of investment responsibilities
only to an adviser registered under the act or to a
bank or an insurance company (qualified under the
laws of two or more states).

Revenue Act of 1942

Tightened coverage standard qualification, limited
allowable deductions, and allowed integration with
Social Security.

Labor-Management Relations Act of 1947
Sec. 302 provided fundamental guidelines for the
establishment and operation of pension plans
administered jointly by an employer and a union.

Revenue Act of 1950
Restricted stock options.

Social Security Amendments of 1950, 1952,
1954, 1958, and 1967
Affected pension integration provisions.

Welfare and Pension Plans Disclosure Act of
1958

Established disclosure requirements to limit
fiduciary abuse.

Revenue Act of 1961

Amended Sec. 403(b) to extend tax deferral for
annuity purchases to employees of public school
systems.

Welfare and Pension Plans Disclosure Act
Amendments of 1962

Revised the 1958 act; shifted responsibility for
protection of plan assets from participants to
federal government to prevent fraud and poor
administration.

Self-Employed Individual Retirement Act of
1962

Also known as the Keogh Act; adopted and subse-
quently liberalized by amendment. Made available
qualified pension plans for self-employed persons,
unincorporated small businesses, farmers, profes-
sionals, and their employees.
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Tax Reform Act of 1969

Sec. 302 provided fundamental guidelines for the
establishment and operation of pension plans
administered jointly by an employer and a union.
Provided that part of a lump-sum distribution
received from a qualified employee trust within one
taxable year (on account of death or other separa-
tion from service) was to be given ordinary income
treatment instead of the capital gains treatment it
had been given under prior law. Under this act, the
bargain element on the exercise of statutory
options is a tax preference item, unless the stock
option is disposed of in the same year the option is
exercised.

Employee Retirement Income Security Act of
1974 (ERISA)

Signed into law September 2, 1974, ERISA was
designed to secure the benefits of participants in
private pension plans through participation,
vesting, funding, reporting, and disclosure rules,
and established the Pension Benefit Guaranty
Corporation. Provided added pension incentives for
the self-employed (through changes in Keoghs) and
to persons not covered by pensions (through
individual retirement accounts (IRAs)). Established
legal status of employee stock ownership plans
(ESOPs) as an employee benefit; codified stock
bonus plan under Internal Revenue Code. Estab-
lished requirements for plan implementation and
operation.

Tax Reduction Act of 1975

Established the Tax Reduction Act stock ownership
plan (TRASOP) as employee benefit. Provided
additional 1 percent of investment tax credit for
acquisitions, construction, and other capital
expenditures made between February 1975 and
January 1977, if employer sets up a TRASOP.

Tax Reform Act of 1976

Extended availability of TRASOP credit from
February 1977 to January 1981 and added another
0.5 percent credit for employer-employee matching
contributions.

Revenue Act of 1978

Extended TRASOP tax credit provisions through
December 31, 1983, and required all TRASOPSs to
be tax-qualified if employee contributions were
made for plan years beginning after December 11,
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1978. Established qualified deferred compensation
plans (Sec. 401(k)) under which employees are not
taxed on the portion of income they elect to receive
as deferred compensation rather than direct cash
payments. Created simplified employee pensions
(SEPs). Changed IRA rules. Established nondis-
crimination rules for cafeteria plans.

Miscellaneous Revenue Act of 1980
Permitted tax-qualified ESOPs to provide cash
distribution to participants.

Economic Recovery Tax Act of 1981 (ERTA)
Raised contribution limits on IRAs and Keogh
plans and extended IRA eligibility to persons
covered by employer pension plans. Also authorized
qualified voluntary employee contributions. Permit-
ted payroll-based tax credit instead of investment-
based TRASOPs. Repealed qualified stock options.
Established incentive stock options (1SOs) subject
to taxation, modification, and reporting.

Tax Equity and Fiscal Responsibility Act of
1982 (TEFRA)

TEFRA changed Keogh plan contribution limita-
tions, established a new category of plans known as
top-heavy plans, and imposed more stringent Sec.
415 funding and benefit limitations. Altered
provisions allowing loans to plan participants.
Changed rules governing integration with Social
Security. Reduced estate tax exclusion for proceeds
of qualified retirement plans, set age limits for plan
distributions, and established various rules aimed
at personal service corporations.

Social Security Amendments of 1983
Prohibited further pullouts of state and local
government employer associations after effective
date of law. Included amounts in salary reduction
plans as taxable compensation for payroll tax
purposes. Increased payroll taxes for self-employed
persons. Required gradual increase of Social
Security normal retirement age.

Tax Reform Act of 1984 (also see DEFRA)
Made substantial changes to rules governing IRAs,
SEPs, ESOPs, 1SOs, top-heavy plans, and golden
parachutes.

Deficit Reduction Act of 1984 (DEFRA) (in-
cluded in Tax Reform Act of 1984)

Froze TEFRA's maximum annual pension benefit
and contribution limits through 1987. Modified
TEFRA's top-heavy provisions and definition of key
employees, and exempted government plans from
top-heavy requirements. Made changes affecting
401(k) plans, including the nondiscrimination test.
Substantially changed TEFRA's rules on distribu-
tion limits from qualified plans. Established
additional tax incentives to encourage the forma-
tion of ESOPs.

Retirement Equity Act of 1984 (REA)

Changed the age requirements for purposes of
enrollment and vesting in pension plans. Permitted
certain breaks in service without loss of pension
credits. Changed treatment of pension benefits for
widowed and divorced spouses.

Consolidated Omnibus Budget Reconciliation
Act of 1985 (COBRA) (included in Single-
Employer Pension Plan Amendments Act of
1986)

Significantly restricted the definition of insured
termination for purposes of Pension Benefit Guar-
anty Corporation (PBGC) coverage. Raised the
employer’s annual PBGC premium rate.

Tax Reform Act of 1986

Established faster minimum vesting schedules,
changed rules for integration of private pension
plans with Social Security, and mandated broader
and more comparable minimum coverage of rank-
and-file employees. Restricted 401(k) salary
reduction contributions, tightened nondiscrimina-
tion rules, required inclusion of all after-tax
contributions to defined contribution plans as
annual additions under Sec. 415 limits. Extended
the limit on amount of compensation that may be
taken into account under all qualified plans,
imposed new excess benefit tax on distributions
over a certain amount, and reduced maximum
benefits payable to early retirees under defined
benefit plans. Restricted the allowable tax-deduct-
ible contributions to IRAs for individuals who
participate in employer-sponsored pension plans
and whose income exceeds a specified threshold.
Imposed excise tax on lump-sum distributions



received before age 59 1/2. Created SEP salary
reduction option for firms with 25 or fewer employ-
ees. Subjected loans above a certain amount to
current income tax.

Omnibus Budget Reconciliation Act of 1986
(OBRA'86)

Required that employers with pension plans
provide pension accruals or allocations for employ-
ees working beyond age 64 and for newly hired
employees who are within five years of normal
retirement age.

Omnibus Budget Reconciliation Act of 1987
(OBRA'87)

Changed funding rules governing underfunded and
overfunded pension plans and PBGC premium
levels and structure. Increased per-participant
premiums for single-employer defined benefit
plans, and established variable rate surcharge for
underfunded plans. Established maximum funding
limit of 150 percent of current liability, beyond
which employer contributions are not deductible.
Tightened minimum funding requirements for
underfunded plans; required quarterly premium
payment for single-employer plans. Amended Age
Discrimination in Employment Act (ADEA) and the
Employee Retirement Income Security Act (ERISA)
to require full pension service credits for partici-
pants employed beyond normal retirement age.

Technical and Miscellaneous Revenue Act of
1988 (TAMRA)

Increased excise tax on excess pension assets upon
termination of qualified plans.

Omnibus Budget Reconciliation Act of 1989
(OBRA'89)

Partially repealed the interest exclusion on ESOP
loans. Imposed mandatory Labor Department civil
penalties on violations by qualified plan fiduciaries
and created a tax penalty for substantial overstate-
ment of pension liabilities in determining deduct-
ibility. Required that various forms of deferred
compensation be included in determination of
average compensation and, in turn, the Social
Security taxable wage base.
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Omnibus Budget Reconciliation Act of 1990
(OBRA'90)

Increased the excise tax on asset reversions from
15 percent to 20 percent in certain cases. Increased
the excise tax to 50 percent if the employer does not
maintain a qualified replacement plan or provide
certain pro rata increases. Allowed the limited use
of qualified transfers of excess pension assets to a
401(h) account to fund current retiree health
benefits. Raised the PBGC flat premium and
increased the variable premium. Extended Social
Security coverage to states and local government
employees who are not participating in a state or
local public employee retirement system.

Older Workers Benefit Protection Act of 1990
Amended the Age Discrimination in Employment
Act (ADEA) to apply to employee benefits. Restored
and codified the equal-benefit-for-equal-cost
principle. Set a series of minimum standards for
waivers of rights under ADEA in early retirement
situations.

The Comprehensive Deposit Insurance Re-
form and Taxpayer Protection Act of 1991
To reform the banking industry. Included provi-
sions to eliminate pass-through coverage for
benefit-responsive bank investment contracts
(BICs) and to limit federal deposit insurance to
$100,000 per individual per institution.

Unemployment Compensation Amendments
of 1992

Imposed a 20 percent mandatory withholding tax
on lump-sum distributions that are not rolled over
into qualified retirement accounts; liberalized
rollover rules; and required plan sponsors to
transfer eligible distributions directly to an eligible
plan if requested by the participant.

Pension Benefit Guaranty Corporation
(PBGC) Lease Settlements Act of 1993
Solidified a settlement made by PBGC and Conti-
nental Airlines clarifying that PBGC will be
protected in the event of a future Continental
Airlines bankruptcy.
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Omnibus Budget Reconciliation Act of 1993
(OBRA'93)

Reduced the compensation limit for qualified plans
(Sec. 401(a)(17)) from $235,840 to $150,000.
Increased the amount of Social Security benefits
subject to taxation from 50 percent to 85 percent for
single individuals with incomes above $34,000
($44,000 for married individuals filing jointly).
Placed a cap on the deduction of executive compen-
sation in excess of $1 million that is not tied to
performance.

Social Security Administrative Reform Act of
1994
Established the Social Security Administration as
an independent federal agency effective March 31,
1995.

Pension Annuitants Protection Act of 1993
Clarified that, in cases where a pension plan
fiduciary purchases insurance annuities in viola-
tion of ERISA rules, a court may award appropriate
relief, including the purchase of backup annuities,
to remedy the breach.

Uniformed Services Employment and Reem-
ployment Rights Act of 1993

Guaranteed a veteran'’s right to pension benefits
that would have accrued during military service.
Pension plans would not have to pay earnings or
forfeitures on make-up contributions. Repayment of
employee contributions can be made over a period
of three times the period of military service, not to
exceed five years. If the service member elects not
to be re-employed, no pension rights accrue for the
period of military service, but the person’s vested
interest prior to entering military service would
remain intact.

Bankruptcy Reform Act of 1994

Gave the PBGC and state and local government
pension plans seats on creditors’ committees in
corporate bankruptcies.

Social Security Act Amendments of 1994
Simplified employment taxes for domestic services.
Reallocated a portion of the Social Security tax to
the Disability Insurance trust fund.

Uruguay Round Agreements Act of 1994
Included provisions from the Retirement Protection
Act of 1993 to require greater contributions to
underfunded plans. Limited the range of interest
rate and mortality assumptions used to establish
funding targets, phased out the variable rate
premium cap, modified certain rules relating to
participant protections, and required private
companies with underfunded pension plans to
notify the PBGC before engaging in a large corpo-
rate transaction. Slowed pension cost-of-living
adjustments. Extended through the year 2000 a tax
provision that allows excess pension assets in
certain defined benefit plans to be transferred into
a 401(h) retiree health benefits account.

The Small Business Job Protection Act of 1996
Created the savings incentive match plan for
employees (SIMPLE) for small establishments.
Created a new nondiscrimination safe harbor,
repealed Sec. 415(e) limits, created a new definition
of highly compensated employees, modified plan
distribution rules, repealed family aggregation
rules, made USERRA technical changes, and
required that Sec. 457 plan assets be held in trust.
Additionally, allowed nonworking spouses to
contribute up to $2,000 to an individual retirement
account (IRA) if the working spouse is eligible,
clarified employment tax status for independent
contractors, and temporarily reinstated the

Sec. 127 education deduction.

Source Tax’ Repeal of 1996

Amended the Internal Revenue Code to eliminate
state taxation of pension income received by
individuals who no longer reside in the state where
they earned their pensions.

Taxpayer Relief Act of 1997

Pensions: Increased the full-funding limit from
150 percent to 170 percent over time. Repealed the
15 percent excise tax on excess distributions.
Increased the cash-out limit from $3,500 to $5,000,
applicable to both defined benefit (DB) and defined
contribution (DC) plans. Increased the prohibited
transaction tax from 10 percent to 15 percent. The
bill also made numerous modifications to the
administrative rules governing qualified plans.
Individual Retirement Accounts: Doubled the



income thresholds for individuals and couples for
deductible IRAs. The limits rise in increments of
$5,000 and $10,000, respectively, in 1998, 2002,
2003, and 2004, eventually bringing the income
limits to $50,000 for singles and $80,000 for
couples. Created back-loaded “Roth IRA” accounts
in which contributions are made with after-tax
money, but earnings within the account accumulate
tax-free. Income limits are $95,000-110,000 for
individuals and $150,000-160,000 for couples. Also
repealed the spousal eligibility rules based on
participation in a qualified retirement plan.
Authorized penalty-free withdrawals for first-time
home purchases and for educational expenses from
conventional or Roth IRA accounts.

Chapter 3

Education IRAs: Created new tax-free accounts
with maximum contributions of $500 per child
annually. Income limits are $95,000-110,000 for
individuals and $150,000-160,000 for couples.

Savings Are Vital for Everyone’s Retirement
(SAVER) Act of 1997

Authorized the National Summit on Retirement
Savings, held in June 1998, in Washington, DC.
Subsequent summits will be held in 2001 and 2005.
Also requires the Department of Labor to set up a
retirement savings Web site, and carry out an
ongoing effort to educate the public about the need
for retirement planning and saving.
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Current Provisions and Recent Trends in
Qualified Single-Employer Defined
Contribution Plans in the Private Sector

by Jack VanDerhei, Temple University and EBRI Fellow,

and Ken McDonnell, EBRI

® Introduction

The first pension plan in the United States was
established in 1759 to benefit widows and children
of Presbyterian ministers. But it was more than a
century later, in 1875, before the American Express
Company established a formal corporate plan
(Allen et al., 1997). During the next century, some
400 plans were established, primarily in the
railroad, banking, and public utility industries. The
most significant growth has occurred since the mid-
1940s. By 1995, there were more than 693,000
private pension plans. Defined benefit plans
accounted for approximately 10 percent of all plans
and covered more than 23 million active partici-
pants. Defined contribution plans accounted for
90 percent of all plans (more than 623,000 plans)
and covered more than 42 million active partici-
pants (U.S. Department of Labor, Pension and
Welfare Benefits Administration, 1999).1

The tax treatment accorded qualified plans
provides incentives both for employers to establish
such plans and for employees to participate in
them. In general, a contribution to a qualified plan
is immediately deductible in computing the
employer’s taxes but only becomes taxable to the
employee on subsequent distribution from the plan.
In the interim, investment earnings on the contri-
butions are not subject to tax. This preferential tax
treatment is contingent on the employer’s compli-
ance with rules set out in the Employee Retirement
Income Security Act of 1974 (ERISA)? and admin-
istered by the U.S. Department of the Treasury
(under the Internal Revenue Code) and the U.S.
Department of Labor (under ERISA). Plans not
meeting ERISA qualification requirements may

also be used to provide retirement income.
Nonqualified plans are generally governed by trust
law rather than the tax code.

The statutory tax treatment of pensions
was formally legislated through the Revenue Act of
1921, which exempted interest income of stock
bonus and profit-sharing plans from current
taxation and deferred taxation of income to employ-
ees until distribution. Statutes enacted since 1921
have permitted employers to deduct a reasonable
amount in excess of the amount necessary to fund
current pension liabilities (1928); made pension
trusts irrevocable (1938); and established nondis-
criminatory eligibility rules for pension coverage,
contributions, and benefits (1942). These provisions
were incorporated into the IRC of 1954 and, along
with major modifications made by the Tax Reform
Act of 1986 (TRA '86), constitute the basic rules
governing the tax qualification of pension plans.
The purpose of this paper is to provide an overview
of qualified, single-employer defined contribution
plans in the private sector and to review how they
have changed.3 However, the most important plan

1 The number of participants includes double counting
of workers in more than one plan.

2 For a discussion of the original goals and spirit of
ERISA and what it has accomplished, see Gordon
(1999).

3 The discussion in this paper focuses on qualified
private single-employer plan rules. See Chapter 41 of
Employee Benefit Research Institute (1997) for a
description of defined contribution plans in the public
sector, including Sec. 403(b) and 457 plans. A sum-
mary of multiemployer defined contribution plans is
contained in VanDerhei and Yakoboski (1999). For a
review of nonqualified plans, see Rosenbloom (1996).

39



The Future of Private Retirement Plans

40

design innovation (the introduction of the 401(k)
plan) did not take place until after proposed
regulations were released in November of 1981 and
design constraints for many other plan features
were substantively restricted as a result of the TRA
'86 modifications. For these reasons, as well as a
desire to focus on the most consistent time series
available,* this paper will focus primarily on the
time period from 1989 (when most of the TRA '86
provisions were effective) to 1997—the most recent
data available from the U.S. Bureau of Labor
Statistics (BLS) Employee Benefits Survey (EBS) of
medium and large firms.>

m  Types of Defined Contribution
Plans®

The percentage of full-time employees participating
in retirement benefit programs in medium and
large private establishments has remained rela-
tively constant from 1989-1997 (Table 4.1),
declining slightly from 81 percent in 1989 to 79
percent in 1997. Olsen and VanDerhei (1997)
document the substitution in participation from
defined benefit to defined contribution through
1993, and it is apparent that this trend has contin-
ued at least for this segment of the plan universe.
Half of all full-time employees in medium and large
private establishments were enrolled in defined
benefit plans in 1997, compared with 56 percent in
1993. In contrast, 57 percent were in enrolled in
defined contribution plans in 1997, compared with
49 per-cent in 1989.

There are several types of defined contribu-
tion plans. Although two of these are explained
more thoroughly below, the definitions used by BLS
are:

= Savings and thrift plans. Under these retire-
ment plans, employees may contribute a prede-
termined portion of earnings to an individual
account, all or part of which the employer
matches. Employers may match a fixed percent
of employee contributions or a percent that
varies by length of service, the amount of
employee contribution, or other factors. Contri-
butions are invested as directed by the employee
or employer. Although usually designed as a
long-term savings vehicle, savings and thrift
plans may allow pre-retirement withdrawals
and loans.

= Deferred profit-sharing plans. This is a retire-
ment plan under which a company credits a
portion of company profits to employees’ ac-
counts. Plans may set a fixed formula for
sharing profits, but this is not a requirement.
Most plans hold money in employee accounts
until retirement, disability, or death.

= Money purchase pension plans. Under these
retirement plans, fixed employer contributions
(usually calculated as a percentage of employee
earnings) are allocated to individual employee
accounts. Some of these plans may allow em-
ployee contributions, but employees are usually
not required to make any contributions. Employ-
ers may also make profit-sharing contributions
to these plans at their discretion.’

< Employee Stock Ownership Plan (ESOP). Under
ESOP retirement plans, the employer pays a
designated amount, often borrowed, into a fund
which then invests primarily in company stock.
Any debt incurred in the purchase of the stock is
repaid by the company. The stocks are then
distributed to employees according to an alloca-
tion formula.®

4 See pg. 12 of Mitchell (2000) for an explanation of
the time series consistency in BLS.

5 The most recent survey provides representative data
for 46 million employees in the nation’s private
nonagricultural industries. It reports on benefits
provided to employees in establishments with 100 or
more workers in all private nonfarm industries.
Currently, small private establishments and state and
local governments are surveyed in even-numbered
years and medium and large private establishments
are surveyed in odd-numbered years. Therefore, the
time series analyzed in this paper is typically limited
to 1989, 1991, 1993, 1995 and 1997. For a thorough

analysis of the BLS time series from 1980-1989, see
Mitchell (1992).

8 The descriptive sections of this paper borrow heavily
from materials previously prepared by the author in
Chapters 6-8 of Fundamentals of Employee Benefit
Programs, Fifth Edition (Employee Benefit Research
Institute, 1997).

7 See chapter 7 of Allen, Melone, Rosenbloom and
VanDerhei (1997) for more information on money
purchase plans.

8 See Chapter 9 of Employee Benefit Research Institute
(1997) for more information on ESOPs.



Chapter 4

Table 4.1
Participation in Retirement Benefits, Full-Time Employees, 1989-1997

Percentage of Full-Time Employees Participating? in Retirement Benefit Programs:
Medium and Large Private Establishments, Selected Years 1989-1997

Retirement Income Benefit Program? 1989 1991 1993 1995 1997
(percentage)

All Retirement Income Benefit Programs 81% 78% 78% 80% 79%
Defined benefit pension 63 59 56 52 50
Defined contribution 48 48 49 55 57

types of plans

savings and thrift 30 29 29 41 39
money purchase pension 5 7 8 7 8
deferred profit sharing 15 16 13 13 13
employee stock ownership 3 3 3 5 4
stock bonus c c c 2 1

tash or deferred arrangements
with employer contributions d d 36 45 46
salary reduction d d 35 44 44
savings and thrift d d 29 37 38
deferred profit sharing d d 4 5 3
other® d d 3 2 2
deferral of profit—sharing allocation d d 1 2 3
no employer contributions d d 7 9 9

electing contributory benefits.

because many employees participated in both types of plans.
CLess than 0.5 percent.
dData not available.

€Includes money purchase pension and employee stock ownership plans.

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Private Establishments, 1989, 1991,
1993, 1995, and 1997 (Washington, DC: U.S. Government Printing Office, 1991, 1993, 1995, 1997, and 1999).

Note: Because of rounding, sums of individual items may not equal totals.

aIncludes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but not

bIncludes defined benefit pension plans and defined contribution retirement plans. The total is less than the sum of the individual items

= Stock Bonus Plans. A stock bonus plan specifies
employer or employee and employer contribu-
tions to a trust fund that invests in various
securities.

In 1997, 39 percent of full-time employees
in medium and large private establishments
participated in savings and thrift plans, up from
30 percent in 1989 (Table 4.1). Deferred profit
sharing plans declined slightly during this period,
from 15 percent to 13 percent of full-time employ-
ees, while money purchase plans increased slightly
from 5 percent to 8 percent. Fifty-five percent of
full-time employees deferred a portion of their
current earnings (and sheltered the income from
current income taxes) by contributing to a cash or
deferred arrangement (a 401(k) plan).® 401(k)
plans constituted 43 percent of the DB market in
1993.

m Profit-Sharing Plans

There are three basic types of profit-sharing plans:

= Cash Plan. At the time profits are determined,
contributions are paid directly to employees in
the form of cash, checks, or stock. The amount is
taxed as ordinary income when distributed.

= Deferred Plan. Profit-sharing contributions are
not paid out currently but rather are deferred to
individual accounts set up for each employee.
Benefits—and any investment earnings ac-
crued—are distributed at retirement, death,
disability, and sometimes at separation from
service and other events.

9 In the Employee Benefits Surveys, similar arrange-
ments authorized under Sec. 403(b) of the Internal
Revenue Code are also tabulated as 401(k) plans.
Foster (1996a).
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= Combination Plan. In this type of plan the
participant has the option of deferring all or
part of the profit-sharing allocation. That
portion taken as a deferral is placed into the
participant’'s account, where it and investment
earnings accrue tax-free until withdrawal. Any
amount taken in cash is taxed currently. For tax
purposes, Internal Revenue Service (IRS)
qualification of profit-sharing plans is restricted
to deferred or combination plans. Therefore, the
remainder of this section will focus primarily on
these two types of profit-sharing arrangements.

® Plan Qualification Rules

Profit-sharing plans, as other retirement plans,
must meet a variety of requirements to qualify for
preferential tax treatment. These rules, created
under ERISA, are designed to protect employee
rights and to guarantee that pension benefits will
be available for employees at retirement. The rules
govern requirements for reporting and disclosure of
plan information, fiduciary responsibilities, em-
ployee eligibility for plan participation, vesting of
benefits, form of benefit payment, and funding. In
addition, qualified plans must satisfy a set of IRS
nondiscrimination rules (under IRC Secs. 401(a)(4),
410(b), and, in some cases, 401(a)(26)) designed to
insure that a plan does not discriminate in favor of
highly compensated employees (HCEs).10

Contributions

Employer Contributions—Plans must define how
employer contributions will be allocated to em-
ployee accounts. The allocation formula is generally
based on compensation. Sometimes the allocation is
a flat percentage of pay, or it may be determined by
calculating the proportion of each employee’s
compensation relative to the total compensation of
all plan participants. For example, if the employee
earns $15,000 annually and total annual compensa-
tion for all participants is $300,000, he or she
would receive 5 percent of the employer’s annual
contribution.

Some plans base their allocations on
compensation and service credits. These plans must
be careful to assure that the wage/service formula
meets the regulatory scheme for demonstrating
that the formula does not discriminate in favor of
highly compensated employees. Whether a plan

uses compensation or both compensation and
service in determining allocations depends on an
employer’s objectives. If employee retention is a
primary goal, this can be reflected in a pay-and-
service allocation formula. Allocation formulas may
be integrated with Social Security within pre-
scribed limits.}1 Panel B of table 4.2 shows that
allocation based exclusively on earnings has been
by far the most common method of allocating
profits to employees.

Maximum annual contributions (employer
and employee, if any) on behalf of each plan
participant are limited by the defined contribution
limits under IRC Sec. 415—the lesser of 25 percent
of compensation or $30,000.12 But the total amount
of contributions for all employees that an employer
may deduct for federal tax purposes is limited to
15 percent of all covered employees’ compensation.
At one time, an employer’s contribution to a profit-
sharing plan was limited to the extent of an
employer’s current or accumulated profits. Cur-
rently, an employer does not have to have profits to
establish a profit-sharing plan, and total contribu-
tions are not restricted to total profits. However,
plan documents must specify that the plan is a
profit-sharing plan. Panel A of table 4.2 shows the
percentage of full-time employees participating in
deferred profit sharing plans, by employer contribu-
tion, for medium and large private establishments
from 1989-1997. It appears that the percentage of
participants in plans where the employer contribu-
tion is either a fixed percentage of profits or a
variable percentage of profits has increased sub-
stantially during that time (from 28 percent to
47 percent).

If an employer’s contribution for a particu-
lar year is less than the maximum amount for

10 In general, employees earning more than $80,000 in
1999 will be considered HCEs. See Chapter 4 of
Employee Benefit Research Institute (1997) for a
definition of highly compensated employees. This limit
is scheduled to increase to $85,000 starting Jan. 1,
2000.

11 For more information about integration with Social
Security, see Chapter 13 of Employee Benefit Research
Institute (1997).

12 For further details on contribution limits, including
future increases in the dollar amount, see Chapter 4 of
Employee Benefit Research Institute (1997).
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Table 4.2
Provisions of Deferred Profit-Sharing Plans, 1989-1997

Percentage of Full-Time Employees Participating? in Deferred Profit Sharing Plans,
by Employer Contribution, Allocation of Profits, and Loans Permitted, Medium and
Large Private Establishments, Selected Years, 1989-1997

Type of Provision 1989 1991 1993 1995 1997
(percentage)

Panel A:Type of Formula

Employer Contributions:

Based on stated formula 60% 52% 40% 62% 62%
fixed percentage of profits 10 10 11 28 20
variable percentage of profits 18 24 15 25 27
other formulas 33 17 15 12 15

No formula 40 48 60 38 38

Panel B: Allocation of Profits to Employees

Equally to all 1 2 7 6 18

Based on earnings 64 52 52 56 49

Based on earnings and service 9 13 11 7 8

Other 26 33 30 31 24

Panel C: Loans Permitted
Permitted 19 27 23 33 32
Not permitted 81 73 77 67 68

electing contributory benefits.

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Private Establishments, 1989, 1991,
1993, 1995, and 1997 (Washington, DC: U.S. Government Printing Office, 1991, 1993, 1995, 1997, and 1999).
@Includes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but not

which a deduction is allowed, the unused limit may
not be carried forward to subsequent years unless
the carryforward existed as of Dec. 31, 1986. These
limit carryforwards may be used to increase the
general deduction limit to 25 percent until the
carryforwards are exhausted.

A deduction carryforward of contributions
in excess of the deduction limit for a particular year
may be deductible in succeeding taxable years to
the extent allowed. However, such contributions
may be subject to a 10 percent nondeductible excise
tax. Excess contributions are defined as the sum of
total amounts contributed for the taxable year over
the amount allowable as a deduction for that year
plus the amount of excess contributions for the
preceding year, reduced by amounts returned to the
employer during the year, if any, and the portion of
the prior excess contribution that is deductible in
the current year. In other words, if an excess
contribution is made during a taxable year, the
excise tax would apply for that year and for each
succeeding year to the extent that the excess is not

eliminated. Excess contributions for a year are
determined at the close of the employer’s taxable
year, and the tax is imposed on the employer.

Employee Contributions—Pure profit-sharing plans
do not require employee contributions, but some
may permit voluntary employee contributions up to
certain limits. The plan then generally looks more
like a thrift plan (discussed below). Employee
contributions in the form of a salary reduction are
becoming increasingly popular. When pretax salary
reduction is allowed, the plan must follow rules for
401(k) arrangements (explained below).

Taxation—Employer contributions to a profit-
sharing plan are deductible by the company as a
business expense (up to the limits noted previ-
ously). Employees are not taxed on the deferred
contributions—and any interest accrued—until
distribution. Any allocation (all or part) taken in
cash is taxed on a current basis.
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Distributions

Retirement, Disability, and Death Benefits—The
law requires that participants’ account balances
fully vest at retirement. In addition, plans gener-
ally provide for benefits on death and disability.
The plan’s vesting provisions determine whether an
employee will receive full or partial benefits on
other types of employment termination. Partici-
pants generally attain nonforfeitable and
nonrevocable—vested—rights to pension benefits
after satisfying specific service (or years of partici-
pation) or age and service requirements. Once
vested, an employee’s rights generally cannot be
revoked. ERISA requires a plan to adopt vesting
standards for the employee’s benefit (the account
balance under a defined contribution plan or the
accrued benefit under a defined benefit plan) at
least as liberal as one of the following two sched-
ules: full vesting (100 percent) after five years of
participation in the plan (with no vesting prior to
that time, known as cliff vesting), or graded
(gradual) vesting of 20 percent after three years of
service and an additional 20 percent after each
subsequent year of service until 100 percent
vesting is reached at the end of seven years of
service. Benefits attributable to employee contribu-
tions to either defined contribution or defined
benefit plans, and investment income earned on
employee contributions to defined contribution
plans, are immediately vested.

Panel B of table 4.3 shows the time series
of vesting requirements for employer contributions
in profit-sharing plans for full-time employees
participating in plans sponsored by medium and
large establishments. With the exception of what
may be an anomalous result in 1993, there appears
to be a very recent trend to provide less liberal
vesting. The percentage of these participants with
immediate full vesting is reported to have deceased
from 37 percent in 1995 to 29 percent in 1997.
There has been a continuing increase in the
percentage of participants subject to cliff vesting,
increasing form 12 percent in 1989 to 30 percent in
1997. Moreover, the percentage required to com-
plete at least five years of service has increased
from 8 percent to
21 percent.

Profit-sharing plans typically give retiring
participants and beneficiaries of deceased partici-
pants a choice between a lump-sum payment and

installments. Usually, those who terminate employ-
ment for reasons other than retirement, death, or
disability receive lump-sum distributions, although
if the benefit exceeds $5,000, the participant cannot
be forced to take an immediate benefit. Distribu-
tions from profit-sharing accounts must follow the
distribution rules for all qualified retirement plans.
Distributions must generally begin by the year
following the attainment of age 70%/2, unless the
individual has not retired. There are minimum and
maximum limits on the amount of annual distribu-
tion, both subject to penalty taxes if not followed.13

In-Service Withdrawals—Some profit-sharing plans
provide for partial account withdrawals during
active employment. Plans allowing participants to
elect account withdrawals impose certain condi-
tions, which vary widely. But generally the funds
must be held in the plan for two years before a
withdrawal is allowed.

A 10 percent additional income tax applies
to most early distributions made before age 591/2.
The 10 percent additional tax does not apply to
distributions that are: (1) due to the participant’s
death or disability; (2) in the form of an annuity or
installments payable over the life or life expectancy
of the participant (or joint lives or life expectancies
of the participant and the participant’s beneficiary);
(3) made after the participant has separated from
service on or after age 55; (4) used for payment of
medical expenses deductible under federal income
tax rules; (5) made to or on behalf of an alternate
payee pursuant to a qualified domestic relations
order; or (6) rolled over to an individual retirement
account (IRA) or another qualified plan within
60 days.

Loans—Some plans permit employees to borrow a
portion of their vested benefits. In general, the
employee must repay the loan according to a level
amortization schedule, with payments made at
least quarterly. If loans are permitted, they must be
available to all participants on a comparable basis

13 see Chapter 4 of Employee Benefit Research
Institute (1997) for a complete description of pension
plan distributions.

14 For a detailed explanation of loan requirements, see
Chapter 4 of Employee Benefit Research Institute
(1997).
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Table 4.3
Vesting Provisions of Savings and Thrift, Deferred Profit Sharing,
and 401 (k) Plans, 1989-1997

Percentage of Full-Time Employees Participating? in Savings and Thrift, Deferred
Profit Sharing, and 401 (k) Plans, by Type of Vesting Provision, Medium and Large
Private Establishments, Selected Years, 1989-1997

Retirement Plan and Vesting Provision 1989 1991 1993 1995 1997
(percentage)
Panel A: Savings and Thrift Plans
Immediate full vesting 30% 31% 34% 33% 29%
Cliff vesting 24 31 29 25 30
with full vesting after:
1-2 years’ service 2 2 2 1 3
3-4 years’ service 11 9 9 5 6
5 or more years’ service 12 19 18 18 21
Graduated vesting 30 35 33 24 33
with full vesting after:
4 years’ service or less 4 3 5 3 10
5 years’ service 19 21 18 12 15
6-9 years’ service 5 10 10 8 9
Panel B: Deferred Profit Sharing Plans
Immediate full vesting 37 40 18 37 29
Cliff vesting 12 18 21 22 30
with full vesting after:
1-2 years’ service b b b 2 3
3-4 years’ service 4 1 6 2 6
5 or more years’ service 8 16 15 17 21
Graduated vesting 50 41 55 34 33
with full vesting after:
4 years’ service or less 2 2 2 1 10
5 years’ service 6 4 16 4 15
6-9 years’ service 28 37 37 28 9
10 years’ service or more 15 b 1 1 b
Panel C: 401(k) Plans
Immediate full vesting b b 34 39 34
Cliff vesting b b 26 24 27
with full vesting after:
1-2 years’ service b b 2 1 3
3-4 years’ service b b 8 5 5
5 or more years’ service b b 16 18 19
Graduated vesting b b 37 27 32
with full vesting after:
4 years’ service or less b b 4 3 11
5 years’ service b b 18 13 13
6-9 years’ service b b 14 10 9

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Private Establishments, 1989, 1991,
1993, 1995, and 1997 (Washington, DC: U.S. Government Printing Office, 1991, 1993, 1995, 1997, and 1999).

aIncludes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but not
electing contributory benefits.

bData not available.

and must bear a reasonable interest rate. 14 Thrift Plans
Panel C of table 4.2 shows an increasing
trend in the provision of plan loans for profit
sharing plans, increasing from 19 percent of the
participants in 1989 to 32 percent in 1997.

A thrift, or savings, plan is a type of defined
contribution plan. The IRC qualifies thrift plans as
a type of profit-sharing plan, and they are similar
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in many ways, including the plan qualification
rules that must be satisfied. The chief differences
from an employer’s perspective are that thrift plans
generally require participants to make contribu-
tions, while profit-sharing plans do not. Employees
generally make periodic contributions to thrift
plans. Employee contributions are sometimes
matched (completely or in part) by employer
contributions. These contributions are placed in a
trust fund and invested. For recordkeeping pur-
poses, each participant’s savings and earnings are
assigned to an individual account. The tax-favored
treatment of employer contributions and employer
and employee investment gains make these plans
attractive and effective vehicles for retirement
savings.

Contributions

Employee Contributions—Most thrift plans are
contributory; i.e., to participate, eligible employees
agree to make voluntary contributions. Employee
contributions to thrift plans are of two types: basic
contributions, which are sometimes matched by
employer contributions; and supplemental contri-
butions, which are not matched by employer
contributions. Depending on the plan’s structure,
the employee’s contributions can be made from
after-tax income or through pretax income in the
form of salary reduction. Employee contributions
are generally made through payroll deductions. If
the thrift plan utilizes this salary reduction fea-
ture, the plan must follow special rules for 401(k)
arrangements (explained below). Sometimes the
employer requires participants to contribute a
specified percentage of pay. Alternately, the em-
ployee may be able to choose a contribution level
between certain limits, e.g., between 1 percent and
10 percent of pay. Employees are usually permitted
to change or suspend contributions at some time
during the plan year.

Employer Contributions—Employers can make
contributions to a thrift plan through a number of
arrangements. Employer contributions usually are
defined as a fixed percentage of each dollar of basic
employee contributions up to some maximum
percentage of compensation (e.g., the employer
matches 50 percent of employee compensation up to
6 percent). The matching percentage may be the
same for all employees, or it may increase with
years of service or participation.1®> Employer
matching contributions, together with employee
contributions, are subject to a special nondiscrimi-
nation rule under IRC Sec. 401(m). Under a
different approach, employers may provide a
contribution matched (partially or fully) to an
employee’s contribution and a supplemental
contribution based on profits. Under a relatively
uncommon approach, employer contributions are
based entirely on profits.16 Many surveys suggest
that the level of the employer’s matching contribu-
tion is an important factor in determining employ-
ees’ participation and their level of contributions.
Table 4.4 shows the percentage distribution of full-
time employees participating in savings and thrift
plans with specified employer matching contribu-
tions for medium and large private establishments
from 1989-1997.17 The distribution has varied
over time but it appears that the percentage of
participants in plans matching on a full dollar-for-
dollar basis has decreased significantly (from

22 percent in 1989 to 15 percent in 1997) and that
those in plans matching on less than a 50 percent
basis has increased (from 11 percent to 23 percent
in the same time period).

However, looking only at the matching
percentage may give only part of the answer in
looking at trends in employer contributions. For
example, an employer matching 100 percent of the
first 3 percent of compensation would be providing
the same contribution as one that matched 50 per-

15 In 1997, 5 percent of full-time employees participat-
ing in savings and thrift plans sponsored by medium
and large establishments had employer matching
contributions that varied by service (U.S. Department
of Labor, Bureau of Labor Statistics, 1999).

16 In 1997, only 3 percent of full-time employees
participating in savings and thrift plans sponsored by
medium and large establishments had employer

matching contributions that varied by profit level (U.S.
Department of Labor, Bureau of Labor Statistics,
1999).

17 In 1997, 81 percent of full-time employees partici-
pating in savings and thrift plans sponsored by
medium and large establishments had employer
matching contributions with a specified matching
percent (U.S. Department of Labor, Bureau of Labor
Statistics, 1999).



Chapter 4

Table 4.4
Employer Matching Contributions to Savings and Thrift Plans, 1989-1997

Percentage Distribution of Full-Time Employees Participating? in Savings and
Thrift Plans With Specified Employer Matching Contributions, Medium and
Large Private Establishments, Selected Years, 1989-1997

Specified Matching Percentage?

“Average” Maximum

Year Employer Contribution 1-49 percent 50 percent 51-99 percent 100 percent
(percentage)

1989 3.19% 11% 60% 6% 22%

1991 313 14 58 5 24

1993 311 21 44 11 24

1995 2.94 22 45 14 17

1997 2.98¢ 23 47 13 15

not electing contributory benefits.

contribution.
Data not available.
dLess than 0.5 percent.

Source: Author’s tabulations based on U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and
Large Private Establishments, 1989, 1991, 1993, 1995, and 1997 (Washington, DC: U.S. Government Printing Office, 1991, 1993,
1995, 1997, and 1999). See text for description of the “average” maximum employer contribution calculation.

8Includes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but

bThe percentage of matchable employee contributions added by employers. Some plans specified a maximum annual employer

€Distributions above 6 percent were assumed to follow the 1995 distribution.

cent on the first 6 percent of compensation, assum-
ing that the employee contributed at least up to the
maximum amount of compensation being matched.
Therefore, we computed an “average” maximum
employer contribution in each year to proxy for any
trend.1® This number, which proxies the average

maximum contribution employers would pay each
year if each eligible employee contributed at least
up to the maximum amount of compensation being
matched, decreased from 3.19 percent in 1989 to
2.94 percent in 1995 before increasing to 2.98 per-
cent in 1997.19

18 gpecifically, the interplay between the matching
rate and the maximum amount of compensation
matched is approximated as an average maximum cost
to the employers over time. The second column in Table
4 is derived from EBS time series by multiplying the
relative frequency of the population each year by the
rate (25 percent and 75 percent for the first and third
intervals) by the upper boundary for the compensation
rate (i.e., 2.01-3.0 would be expressed as 3.0). The
products were summed over all match rates/maximum
amount of compensation matched combinations to
estimate what employers would pay on average if all
eligible employees contributed at least up to the
maximum amount of compensation being matched.
Obviously, this is not what actually occurs in practice,
and EBRI is currently analyzing contribution behavior
of more than 6 million participants from over 27,000
plans to determine the behavioral aspects of contribu-
tion activity and the impact of match rates as well as
the maximum amount of compensation matched.

19 Employee participation in savings and thrift plans
would also be expected to be impacted by the presence

of an employer match and, perhaps, the level of the
match. Foster (1996b) uses the 1993 EBS to show that
employee participation averaged 69 percent that year,
but that plans with employer matching contributions
averaged 80 percent; those with no employer matching
contribution averaged 51 percent. However, the
differential based on level of contribution was less
pronounced with those employees with an “effective”
match of 2 percent of salary or less, who had an
average participation of 74 percent compared with
80percent to 84 percent for higher rates. The effective
match is defined as the product of the match rate times
the maximum amount of employee contribution
matched.

Papke (1995) used Form 5500 data to analyze
401(k) participation rates and concluded they are
sensitive both to the presence and level of the employer
match rate. She found substantial increases in
employee contributions occur when a plan moves from
a zero to a small or moderately sized match rate;
however, once the employer provides at least 10 cents
on the dollar, the marginal effect of increasing the
match rate is small.
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Limits—As with other defined contribution plans,
annual employer and employee contributions to
thrift plans are limited under IRC Sec. 415. Annual
contributions per participant cannot exceed 25 per-
cent of compensation, or $30,000, whichever is less.
Compensation up to $160,000 (indexed) is used in
computing the limit. The $30,000 will also be
indexed.20 A further limit applies if an employee
participates in both a defined benefit and a defined
contribution plan. Employee contributions are
limited separately. In practice, any employee
contributions—and matching employer contribu-
tions—are limited by nondiscrimination rules
under IRC Sec. 401(m) unless a safe harbor test is
satisfied (explained below).2! These rules limit the
employee after-tax contributions of highly compen-
sated employees and the employer contributions for
highly compensated employees to a proportion of
the amount nonhighly compensated employees
contribute. The rules are very similar to those for
401(k) cash or deferred arrangements and include a
prescribed method for distributing to highly
compensated participants amounts exceeding the
permitted limits (explained below). An employer is
also limited in the amount of contributions that are
eligible for a tax deduction. Each year, total em-
ployer contributions are deductible as a business
expense up to 15 percent of total employee compen-
sation (IRC Sec. 404).

Employees in these plans may also face
plan-specific limits on employee contributions
(often as a method to help mitigate problems with
401(m) testing). Panel A of table 4.5 shows what
appears to be a gradual trend to loosening these
restrictions. Of those with an identifiable con-
straint, 69 percent of employees were allowed to
make contributions of 15 percent or more in 1997,
an increase from 56 percent in 1989.22

Taxation—Employer contributions to a thrift plan
are deductible by the company as a business
expense up to the limits noted above. If employees
make contributions with after-tax money, federal
income, Social Security, and other payroll taxes

apply. However, any employer contributions and
investment earnings on all contributions accrue
tax-free until distribution.

Distributions

Retirement, Disability, and Death Benefits—The
law requires that participants’ account balances
fully vest at retirement. In addition, plans gener-
ally provide for benefits on death and disability.
The plan’s vesting provisions determine whether an
employee will receive full or partial benefits on
other types of employment termination. However, if
the plan is contributory (i.e., employees make
contributions), the employee will always receive the
benefits that are attributable to his or her own
contributions.

Panel A of table 4.3 shows the distribution
of types of vesting requirements have been rela-
tively constant since 1989. The most recent data
shows that 29 percent of participants were immedi-
ately vested in 1997, 30 percent were subject to cliff
vesting (most commonly at least five years) and
33 percent had some type of graduated vesting.
Usually, those who terminate employment for
reasons other than retirement, death, or disability
receive lump-sum distributions. Panel A of table 4.6
shows the percentage of full-time employees
participating in savings and thrift plans, by method
of account distribution at retirement for medium
and large private establishments from 1989-1997.
While the time series do not appear to have any
significant trends, it is obvious that a significantly
larger percentage of participants had a lump sum
option available in 1997 (91 percent) than a lifetime
annuity (25 percent).

Distributions from profit-sharing accounts
must follow the general distribution rules for all
qualified retirement plans. Distributions generally
must begin by the April 15 following the attain-
ment of age 701/2 unless the individual has not
retired. There are minimum limits on the amount
of annual distribution, subject to penalty taxes if
not followed. 23

20 For further discussion of contribution limits, see
Chapter 4 of Employee Benefit Research Institute
(1997).

21 The safe harbor is available for years beginning
after Dec. 31, 1998.

22 Bucci (1990) analyzed the individual constraints
placed upon savings and thrift plans in the 1989 EBS
and devised a model to project expected retirement
accumulations at retirement.

23 For a complete description of distribution rules, see
Chapter 4 of Employee Benefit Research Institute (1997).
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Table 4.5
Employee Contributions to Savings and Thrift and 401(k) Plans, 1989-1997
Percentage of Full-Time Employees Participating? in Savings and Thrift and 401 (k)
Plans, by Maximum Employee Contribution Allowed, Medium and Large Private
Establishments, Selected Years, 1989-1997
Retirement Plan and
Type of Contribution Formula 1989 1991 1993 1995 1997
(percentage)
Panel A: Savings and Thrift Plans
Basis of Maximum Contribution:
Specified dollar amount 1% 1% 2% 1% 1%
Percentage of earnings 97 93 91 83 89
less than 5 percent 2 5 5 2 2
6-9 percent 9 7 10 5 4
10 percent 12 12 19 10 7
11-14 percent 20 11 15 13 15
15 percent 17 20 19 21 33
16 percent 21 22 16 18 17
17-19 percent 9 10 4 7 8
20 percent or more 7 5 2 6 3
Other 2 5 7 16 10
Tax Status of Contribution:
Pre—tax contribution
not allowed 8 2 b b b
allowed 92 98 b b b
Panel B: 401(k) Plans
Basis of Maximum Contribution:
Specified dollar amount b b 2 1 1
Percentage of earnings b b 91 83 87
less than 5 percent b b 5 4 4
6-9 percent b b 8 10 5
10 percent b b 19 12 11
11-14 percent b b 15 13 11
15 percent b b 19 20 31
16 percent b b 16 12 11
17-19 percent b b 4 7 7
20 percent or more b b 2 5 3
Other b b 7 16 12
Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Private Establishments, 1989, 1991,
1993, 1995, and 1997 (Washington, DC: U.S. Government Printing Office, 1991, 1993, 1995, 1997, and 1999).
aIncludes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but not
electing contributory benefits.
bData not available.

In-Service Withdrawals—Some profit-sharing plans
provide for partial account withdrawals during
active employment. Plans allowing participants to
elect account withdrawals impose certain condi-
tions, which vary widely, but generally, the funds
must be held in the plan for two years before a
withdrawal is allowed. A 10 percent additional
income tax applies to most early distributions made
before age 59/2. The 10 percent additional tax does
not apply to distributions that are: (1) due to the
participant’s death or disability, (2) in the form of
an annuity or installments payable over the life or

life expectancy of the participant (or joint lives or
life expectancies of the participant and the
participant’s beneficiary); (3) made after the
participant has separated from service on or after
age 55; (4) used for payment of medical expenses
deductible under federal income tax rules; (5) made
to or on behalf of an alternate payee pursuant to a
qualified domestic relations order; or (6) rolled over
to an individual retirement account or another
qualified plan within 60 days.

Table 4.7 shows a significant decrease in
the percentage of participants eligible for early
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Table 4.6
Method of Account Distribution at Retirement: Savings and Thrift and
401 (k) Plans, 1989-1997

Percentage of Full-Time Employees Participating? in Savings and Thrift and
401 (k) Plans, by Method of Account Distribution at Retirement, Medium
and Large Private Establishments, Selected Years, 1989-1997

Type of Distribution 1989 1991 1993 1995 1997
(percentage)
Panel A: Savings and Thrift Plans
Cash Distribution® 97% 99% c c c
Lifetime annuity 28 30 30% 17% 25%
Installments 52 52 48 30 41
Lump sum 96 99 98 85 91

Panel B: 401(k) Plans

Cash Distribution? c c c c c
Lifetime annuity c c 34 21 27
Installments c c 49 34 41
Lump sum c c 98 92 91

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Private Establishments, 1989,
1991, 1993, 1995, and 1997 (Washington, DC: U.S. Government Printing Office, 1991, 1993, 1995, 1997, and 1999).

aIncludes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but not
electing contributory benefits.

bMany plans offer more than one form of cash distribution so sums of individual items exceed total.

CData not available.

Table 4.7
Early Withdrawals from Savings and Thrift Plans, 1989-1997

Percentage of Full-Time Employees Participating? in Savings and Thrift Plans,
by Provisions for Withdrawal of Employer Contributions Prior to Retirement,
Disability, or Termination, Medium and Large Private Establishments,
Selected Years, 1989-1997

Type of Provision 1989 1991 1993 1995 1997
(percentage)
No Withdrawals Permitted 29% 50% 51% 43% 48%
Withdrawals Permitted 71 50 47 43 52
For any reason 37 24 29 16 18
no penalty 17 16 b b b
some penalty 18 8 b b b
For hardship reasons 34 26 18 28 35
no penalty 27 17 b b b
some penalty 7 9 b b b

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Private Establishments, 1989, 1991, 1993,
1995, and 1997 (Washington, DC: U.S. Government Printing Office, 1991, 1993, 1995, 1997, and 1999).

aIncludes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but not electing
contributory benefits.

bData not available.




withdrawals in these plans, from 71 percent in
1989 to 52 percent in 1997. It appears that most of
this decrease took place in those plans offering
early withdrawals for any reason (decreasing from
37 percent to 18 percent), while those eligible for
early withdrawals subject to satisfaction of the
plan’s hardship criteria actually increased nomi-
nally from 34 percent to 35 percent.

Loans—Some plans permit employees to borrow a
portion of their vested benefits. In general, the
employee must repay the loan according to a level
amortization schedule with payments made at least
quarterly. If loans are permitted, they must be
available to all participants on a comparable basis,
and must bear a reasonable interest rate.

m 401(k) Cash or Deferred
Arrangements

Introduction

A qualified cash or deferred arrangement under
Sec. 401(k) of the IRC allows an employee to elect
to have a portion of his or her compensation
(otherwise payable in cash) contributed to a
qualified retirement plan. The employee contribu-
tion is treated not as current income but most
commonly as a pretax reduction in salary, which is
then paid into the plan by the employer on behalf of
the employee. In some cases, an employer allows
employees to elect to have profit-sharing allocations
contributed to the plan. In both instances, the
employee defers income tax on the 401(k) plan
contribution until the time of withdrawal. What-
ever portion is not contributed to the 401(k) ar-
rangement may be taken in cash, which is consid-
ered current income and taxed accordingly.
Various forms of deferred compensation
have existed for many years. As early as the mid-
1950s, cash or deferred profit-sharing plans using
pretax employee contributions were permitted by
the IRS as long as at least one-half of the partici-
pants electing to defer were in the lowest paid two-
thirds of all plan participants. It was not until the
late 1970s that the Congress acted to sanction cash
or deferred arrangements, formalize their design,
and provide for regular guidance. The Revenue Act
of 1978 added Sec. 401(k) to the IRC—hence the
commonly used reference to this type of arrange-
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ment as a 401(k) plan. These arrangements are a
popular vehicle for retirement savings. They
provide employees the ability to save on a tax-
effective basis by deferring current taxes until a
future time when taxes might be lower, and also
permit employers some flexibility in pension plan
design and contribution levels.

Eligibility

Most private firms may establish 401(k) arrange-
ments. Employees become eligible to participate in
401(k) arrangements usually after meeting a
service requirement. For a 401(k) arrangement, the
maximum service period is one year.

Vesting

The employee’s attainment of nonforfeitable rights
to benefits—of employee contributions and some
employer contributions?* —must be immediate.
Other types of contributions, including employer
matching contributions, are subject to minimum
vesting standards under ERISA. Panel C of table
4.3 shows a fairly stable trend in vesting provisions
for 401(k) participants. In 1997, 34 percent were
immediately vested, 27 percent were subject to cliff
vesting (about two-thirds of these had to wait until
at least five years of service was completed before
they were vested) and 32 percent has some type of
graduated vesting.

Types of 401(k) Arrangements

There are essentially two ways a 401(k) arrange-
ment can be designed: through an actual salary
reduction or through a profit-sharing distribution.
In a salary reduction arrangement, the employee
may elect to have a percentage of salary contrib-
uted to the plan (otherwise payable in cash),
thereby reducing current salary and reducing the
base on which federal income and some state taxes
are calculated. These arrangements must be
included in an employer’s profit-sharing, stock
bonus, pre-ERISA money-purchase, or rural electric
cooperative plan. They can be designed to include
employee contributions only, employer contribu-
tions only, or both employee and employer contribu-

24 gpecifically, those used as qualified nonelective
contributions to satisfy the ADP test.
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tions.2% In a cash or deferred profit-sharing ar-
rangement, the employee is offered the option of
deferring a profit-sharing distribution (or some
portion of it) to a trust account or taking the
distribution in cash. In both arrangements, the
deferral and any income thereon accrue tax free
until distribution. Any distribution taken in cash
from the profit-sharing arrangement is currently
taxed.

Contributions

Four types of contributions are normally paid to

401(k) plans.

= Elective. Tax-deferred employee contributions
(made by the employer on behalf of the em-
ployee) in the form of a salary reduction.

= Matching. Employer contributions that match
employee contributions, although the employer
does not always provide a full dollar-for-dollar
match.

= Nonelective. Contributions other than matching
made by the employer from employer funds.
Sometimes these are made to help satisfy
nondiscrimination tests (see following discus-
sion).

= \oluntary. After-tax employee contributions not
made through salary reduction.

Employee elective contributions to a 401(k)
arrangement are limited (to $10,000 in 1999) and
are coordinated with elective contributions to
simplified employee pensions, Sec. 457 state and
local government plans, tax-deferred 403(b) annu-
ities, and Sec. 501(c)(18) trusts. The limit is ad-
justed for inflation to reflect changes in the con-
sumer price index. Employee after-tax contribu-
tions and employer matching contributions may be
limited under IRC Sec. 401(m).

The limit on total employer and employee
contributions to a qualified 401(k) plan is governed
by the same rules as other defined contribution
plans under IRC Sec. 415. In general, the sum of
the employer’s contribution (including the amount

the employee elected to contribute through salary
reduction plus any employer matching contribu-
tions), any after-tax employee contributions, and
any additions from former employee’s forfeitures2®
may not exceed the lesser of 25 percent of an
employee’s compensation or $30,000 (indexed).
Only compensation up to $160,000 (in 1999,
indexed) is used in determining the limit.
Employees may also be subject to a plan-specific
limit on the percentage of compensation they may
contribute to a 401(k) plan. This is often imposed to
mitigate actual deferral percentage (ADP) problems
(discussed below) that might otherwise occur as a
result of the tendency for HCEs to defer a larger
percentage of their compensation than non-highly
compensated employees (NHCES). Panel B of

table 4.5 shows a fairly diverse distribution of these
maxima across the universe of defined contribution
plans but the modal percentage is 15 percent and
appears to be adopted by an increasing percentage
of sponsors. In 1997, 31 percent of all 401(k)
participants had such a constraint.

Nondiscrimination Requirements

Like other qualified retirement plans, 401(k)
arrangements must be designed to ensure that a
plan does not discriminate in favor of highly
compensated employees in terms of coverage and
participation in the plan and contributions pro-
vided. The rules for coverage and participation are
the same as those for other qualified retirement
plans (under Secs. 410(b) and 401(a)(26)). However,
a special test for 401(k)s that limits elective
contributions of highly compensated employees
replaces the general plan rules prohibiting dis-
crimination in contributions and benefits (under
Sec. 401(a)(4)). The test, known as the ADP (or
actual deferral percentage) test, must be run
annually. Effective for taxable years beginning
after 1996, 401(k) nondiscrimination requirements
may be satisfied by adopting a savings incentive
match plan for employees (SIMPLE) plan.2’
Effective for years beginning after Dec. 31, 1998,

25 The Employee Benefits Survey collects detailed
information only on defined contribution plans (with
or without 401(k) features) with an employer contribu-
tion (Foster, 1996b).

26 |f a plan participant terminates, the nonvested
benefits are forfeited and become available for other

plan uses. They may be reallocated among employees
or used to reduce employer contributions. For further
discussion of Sec. 415 limits, see Chapter 4 on pension
plans, Employee Benefit Research Institute (1997).

27 gee Tacchino and Littell (1997) for a detailed
discussion of SIMPLE plans.



two alternative safe-harbor methods of meeting the
ADP tests became available.28
The ADP test works this way: The eligible
group of employees (defined as those employees
who are eligible for employer contributions under
the plan for that year) is divided into the highly
compensated and the nonhighly compensated.
Then, within each group, the percentage of compen-
sation that is contributed on behalf of each em-
ployee is determined.2® The percentages for the
employees are totaled and averaged to get an ADP
for the group. The ADP for the highly compensated
group is then compared with the ADP for the
nonhighly compensated group. The ADP test may
be satisfied in one of two ways.
Test 1: The ADP for the eligible highly compen-
sated may not be more than the ADP of the
other eligible employees multiplied by 1.25 (the
basic test).
Test 2: The excess of the ADP for the highly
compensated over the nonhighly compensated
may not be more than 2 percentage points, and
the ADP for the highly compensated may not be
more than the ADP of the nonhighly compen-
sated multiplied by 2 (the alternative test).

For example, if the ADP for the nonhighly
compensated group is 4 percent, and the ADP for
the highly compensated group is 6 percent, are the
nondiscrimination rules satisfied?

Test 1: Because 6 percent (the ADP of the
highly compensated) is greater than 5 percent
(4 percent x 1.25), test 1 is not satisfied.

Test 2: Because 6 percent (the ADP of the
highly compensated) is not more than 2 percentage
points more than 4 percent (the ADP of the
nonhighly compensated) and 6 percent is not more
than 8 percent (the ADP of the nonhighly compen-
sated multiplied by 2), test 2 is satisfied.

Because one of the tests has been satisfied,
the nondiscrimination rules are, therefore, satis-
fied. As mentioned earlier, these rules apply to
employee elective deferrals. Employee after-tax and
employer matching contributions in 401(k) arrange-
ments and any other qualified retirement plan are
subject to a parallel rule called the actual contribu-
tion percentage (ACP) test under IRC Sec. 401(m).
The test is essentially the same as the ADP test
applied to elective contributions. If the 401(k)
arrangement consists of both elective and nonelec-
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Table 4.8
Maximum Actual Deferral Percentages
(ADP) for HCEs?

Maximum ADP Allowed Under Current Law

The Maximum Average ADP
for the HCE Will Be:
If the Average ADP
for the NHCEP is: Test 1 Test 2
0.5 percent 5/8% 1%
1 percent 1-1/4 2
2 percent 2-1/2 4
3 percent 3-3/4 5
4 percent 5 6
5 percent 6-1/4 7
6 percent 7-1/2 8
7 percent 8-3/4 9
8 percent 10 10
9 percent 11-1/4 11
10 percent 12-1/4 12

Source: Author’s calculations.

@Highly compensated employees, earning $85,000 or more annually
in 2000.

PNon-highly compensated employee, earning less than $85,000
annually in 2000.

tive contributions, there are further tests that must
be satisfied.30

Table 4.8 illustrates the maximum ADPs
allowed for the highly compensated employees,
assuming various ADPs for the nonhighly compen-
sated.

Distributions

Withdrawals—The ability to withdraw funds is
more restricted in a 401(k) arrangement than in

28 |RS Notice 98-52 provides guidance on the design-
based alternative or “safe harbor” methods in

Sec. 401(k)(12) and Sec. 401(m)(11) of the Internal
Revenue Code for satisfying the Sec. 401(k) and

Sec. 401(m) nondiscrimination tests.

29 The permitted deferrals for highly compensated
employees may be based on the preceding year’s
deferrals of the nonhighly compensated employees,
rather than the current year’s deferrals.

30 1f a plan must meet both the actual deferral percent-
age and actual contribution percentage tests, there is a
restriction on the multiple use of the alternative
limitation. For more details, see VanDerhei (1996).
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other types of pension plans. In general, distribu-
tions of employee elective contributions (and any
nonelective or matching contributions used to
satisfy the ADP test) may be made before age 591/2
only in the case of death, disability, separation from
service, plan termination if there is no establish-
ment or maintenance of another defined contribu-
tion plan (other than an employee stock ownership
plan), sale of a subsidiary or substantially all the
business’ assets (as long as the employee remains
in employment with the corporation acquiring the
assets), or financial hardship. Voluntary employee
after-tax contributions, matching employer contri-
butions, and applicable earnings are not subject to
these rules.

Hardship Defined—When the term financial
hardship was originally defined in 1981 by the IRS
in proposed regulations, a two-part definition was
set out that said that the participant must (1) have
an “immediate and heavy” financial need and

(2) have no other resources “reasonably” available.
These rules required the employer to investigate
the individual circumstances of the hardship
applicant. Until 1988, the only other regulatory
guidance came from individual plan IRS revenue
rulings. In August 1988, IRS issued final regula-
tions in which it retained the two-part definition of
hardship but clarified the conditions under which
each of these would be met. Each part may be
satisfied through either a “facts and circumstances”
test or safe harbor rules. The safe harbors provide a
set of events that may be deemed automatically to
cause an “immediate and heavy financial need” and
that would satisfy the “other resources” provision.

Immediate and Heavy Need—Under the facts and
circumstances rule, a need is defined as immediate
and heavy if the need can be determined by the
facts and circumstances surrounding the hardship
request. Under the safe harbor test, a distribution
will be deemed to be immediate and heavy if it is
for medical expenses; purchase of a principal
residence for the employee; tuition for post-second-
ary education, but only for the next quarter or
semester; and prevention of eviction or mortgage
foreclosure.

Determining Financial Need From Reasonably
Available Resources—To determine that a financial
need cannot be met by other reasonably available

resources under the facts and circumstances test,
the employee must show that (1) the distribution
does not exceed the amount required to meet the
need and (2) the need cannot be met from other
reasonably available resources (including assets of
the employee’s spouse and minor children). An
employer may demonstrate that these provisions
are met without an independent investigation of
the applicant’s financial affairs if the employer
reasonably relies on the participant’s representa-
tion that the need cannot be relieved by insurance,
reasonable liquidation of other assets, the cessation
of employee contributions under the plans, and
other plan distributions or loans from either the
plan or commercial sources.
The safe harbor rules for establishing
financial need are satisfied if:
= The hardship withdrawal does not exceed the
amount needed;
= The employee has obtained all distributions
(other than for hardship) and all nontaxable
loans available from all of the employer’s plans;
= The employee’s contributions under all other
employer plans are suspended for 12 months
after the hardship withdrawal; and
= The dollar limit on pretax contributions for the
year after the hardship withdrawal is reduced
by the amount of pretax contributions made
during the year in which the hardship occurred.

Furthermore, the amount available for a
hardship distribution consists only of employee
elective contributions and investment earnings that
have accrued through December 31, 1988. Most
hardship withdrawals are subject to the early
distribution penalty tax, discussed later in this
section.

Incidence of Early Withdrawal Provisions—Panel B
of table 4.9 shows the percentage of full-time
employees participating in 401(k) plans, by provi-
sions for early withdrawals for medium and large
private establishments in 1993, 1995, and 1997.
For those participants with available data, this
suggests a slight increase in early withdrawal
eligibility from 42 percent in 1993 to 54 percent in
1997. However, the reversal in whether hardship is
a necessary condition for the withdrawal has been
dramatic. Those eligible for 401(k) withdrawals for
any reason have declined from 26 to 18 percent for



Table 4.9
Loan and Early Withdrawal Provisions
in 401(k) Plans, 1993, 1995, and 1997

Percentage of Full-Time Employees
Participating? in 401 (k) Plans,
by Provisions for Loans and Early
Withdrawals, Medium and Large Private
Establishments, 1993, 1995, and 1997

Type of Provision 1993 1995 1997
(percentage)

Panel A: Loans

Loans Permitted 43% 49% 51%
Hardship only 3 4 6
Any reason 39 44 45

Loans Not Permitted 56 46 40

Not Determinable 1 15 9

Panel B: Withdrawals

Withdrawals Permitted 41 46 50
For any reason 25 16 17
For hardship reasons 16 30 33

Data not available 2 5 8

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee
Benefits in Medium and Large Private Establishments, 1993, 1995, and
1997 (Washington, DC: U.S. Government Printing Office, 1995, 1997,
and 1999).

@Includes workers covered but not yet participating due to minimum
service requirements. Does not include workers offered but not
electing contributory benefits.
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those with available data, while those permitted to
take an early withdrawal only for hardship reasons
increased from 16 to 36 percent during this period.

Loans—An employee may be able to borrow funds
from the plan if the plan permits. The rules
governing loans from a 401(k) are essentially the
same as those for other qualified plans.

Table 4.9 show the percentage of full-time
employees participating in 401(k) plans, by provi-
sions for loans, for medium and large private
establishments from 1993-1997. The time series
suggest a large increase for the percentage of those
whose loan eligibility status was determinable,
from 43 percent in 1993 to 56 percent in 1997.31

Method of Account Distribution—Panel B of table
4.10 shows the percentage of full-time employees

31 The 1997 figure is slightly larger than the 52 per-
cent determined using individual observations on more
than 6 million 401(k) participants from the 1996
EBRI/ICI database. However, nearly 10 percent of the
sample represented participants of plans with fewer
than 100 participants, and this study confirmed a
positive relationship between plan size and loan
eligibility (VanDerhei, Galer, Quick and Rea, 1999).

Percentage of Full-Time Employees Participating? in Savings and Thrift and 401 (k) Plans,
by Method of Account Distribution at Retirement,
Medium and Large Private Establishments, Selected Years, 1989-1997

Table 4.10
Method of Account Distribution at Retirement: Savings and Thrift and 401(k) Plans,
1989-1997

Type of Distribution 1989 1991 1993 1995 1997
(percentage)

Panel A: Savings and Thrift Plans

Cash Distribution® 97% 99% c c c
Lifetime annuity 28 30 30% 17% 25%
Installments 52 52 48 30 41
Lump sum 96 99 98 85 91

Panel B: 401(k) Plans

Cash Distribution® c c c c c
Lifetime annuity c c 34 21 27
Installments c c 49 34 41
Lump sum c c 98 92 91

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Private Establishments, 1989, 1991, 1993,
1995, and 1997 (Washington, DC: U.S. Government Printing Office, 1991, 1993, 1995, 1997, and 1999).
@Includes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but not electing

contributory benefits.

bMany plans offer more than one form of cash distribution so sums of individual items exceed total.

Data not available.
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participating in savings and thrift plans, by method
of account distribution at retirement for medium
and large private establishments from 1989-1997.
While the time series do not appear to have any
significant trends, it is obvious that a significantly
larger percentage of participants have a lump sum
option available in 1997 (91 percent) than a lifetime
annuity (27 percent).

Taxation

Contributions—Elective, nonelective, and matching
contributions to a qualified Sec. 401(k) arrange-
ment are excludable from the employee’s gross
income until distribution. The employee thus defers
federal income tax until the time the benefit is
distributed. The deferral of taxation applies also to
some states and municipality tax provisions but not
to Social Security and unemployment taxes.
Voluntary employee after-tax contributions are
taxable on a current basis. Earnings generated by
any of these contributions are not taxed until
withdrawal.

An employer may claim a business deduc-
tion for contributions to a 401(k) plan up to statu-
tory limits defined under IRC Sec. 404(a). If the
401(k) is part of a profit-sharing plan, the maxi-
mum annual deduction is generally limited to
15 percent of the total compensation of participat-
ing employees.

Distributions—Distributions of 401(k) funds prior
to age 591/2 are subject to a 10 percent penalty tax
(in addition to regular income tax) unless the
distribution is (1) on the participant’s death or
disability, (2) in the form of an annuity payable
over the life or life expectancy of the participant (or
the joint lives or life expectancies of the participant
and the participant’s beneficiary), (3) made after
the participant has separated from service after
attainment of age 55, (4) made to or on behalf of an
alternate payee pursuant to a qualified domestic
relations order, (5) for payment of a medical
expense to the extent deductible for income tax
purposes under IRC Sec. 213 (expenses that exceed
7.5 percent of adjusted gross income), or rolled over
to an IRA or another qualified plan within 60 days.
Hardship distributions are subject to the 10 percent
penalty tax unless for medical expenses to the
extent deductible for federal income tax purposes.
Distributions of 401(k) accumulations received

after the attainment of age 59%/2 are taxed just as
other qualified plan distributions. 32

Investments

Plan participants may be allowed to direct the
investment of plan contributions (sometimes just
their own contributions, and sometimes the em-
ployer contributions as well). Investment options
commonly include: a fixed (or guaranteed invest-
ment contract—GIC—) fund, which invests in a
guaranteed interest contract with an insurance
company; a balanced fund, which is designed to
provide stability as well as growth through an
investment mix of stocks and bonds; and an equity
fund, which historically has demonstrated the most
potential for growth but also the most risk. Invest-
ments in this fund are made in common stocks. The
different funds allow the participant the option to
direct investments toward his or her individual
retirement planning goal. Other options sometimes
available include bond funds, money market funds,
fixed income securities, and company stock.

In general, retirement plans may not hold
more than 10 percent of their assets in employer
securities. However, an exception exists for profit-
sharing plans, stock bonus plans, thrift plans, and
employee stock ownership plans, as well as money
purchase plans that were in existence before
ERISA's enactment and invested primarily in
employer securities at that time. Therefore, contri-
butions are frequently invested in employer
securities. This practice may give participants an
increased interest in the firm’s success.33

32 For a detailed discussion of these rules, see Chapter
4 of Employee Benefit Research Institute (1997).

33 Under the Taxpayer Relief Act of 1997, any 401(k)
plan that requires the employee’s pretax contributions
to be invested in employer stock is subject to the rule
forbidding the plan to hold more than 10 percent of its
assets in employer stock or real property. The change
does not apply to employer matching contributions.
There are several exceptions to this rule: The restriction
does not apply to ESOPs. It does not apply if all the
individual account plans sponsored by the employer
have no more than 10 percent of all the assets of all the
pension plans sponsored by the employer. And it does
not apply if not more than 1 percent of the employee’s
deferrable compensation is required to be invested in
the employer’s securities. This change applies to
elective deferrals for plan years beginning after 1998.
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Table 4.11
Investment Choices in Savings and Thrift Plans, 1989, 1993, and 1997

Percentage of Full-Time Employees Participating? in Savings and Thrift Plans,
by Investment Choices, Medium and Large Private Establishments, 1989, 1993, and 1997

1989 1993 1997
Employee Employer Employee Employer Employee Employer
Investment Choices Contributions Contributions Contributions Contributions Contributions Contributions
(percentage)
Employee Permitted to
Choose Investments 90% 53% 86% 58% 87% 65%
1-2 choices 25 22 12 7 2 2
3 choices 36 40 21 13 11 3
4 choices 23 20 30 17 21 14
5 or more choices 15 16 24 21 47 34
Employee Not Permitted to
Choose Investments b b 7 35 6 27

contributory benefits.
bData not available.

Source: U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium and Large Private Establishments, 1989, 1993, and 1997
(Washington, DC: U.S. Government Printing Office, 1991, 1995, and 1999).
aIncludes workers covered but not yet participating due to minimum service requirements. Does not include workers offered but not electing

Individual account assets can be held in
one fund or in several funds. The plan sponsor
usually has responsibility for developing broad
investment policies. The trustee (e.g., a bank) is
usually responsible for the actual investment of
plan assets. Some employers permit participants to
select among several investment options. In
addition, participants may be given individual
direction within certain limits set forth in Depart-
ment of Labor regulations.

Table 4.11 shows the percentage of full-
time employees participating in savings and thrift
plans, by investment choices, for medium and large
private establishments in 1989, 1993, and 1997.
While the percentage of employees not permitted to
choose investments for their own contributions has
remained relatively small (7 percent in 1993 and
6 percent in 1997), the percentage of participants
that were not able to direct the investment of
employer contributions was significantly greater
(35 percent in 1993 and 27 percent in 1997).

Table 4.12 shows similar findings for 401(k) plans
in 1993, 1995, and 1997.
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Overview of the Defined Benefit System

by Paul Yakoboski, EBRI

The continuing evolution of the U.S. retirement
income system has had a tremendous impact on the
defined benefit (DB) pension sector. By 1995, the
aggregate number of defined benefit plans had
declined by 61 percent from its peak in 1983. The
number of participants in defined benefit plans has
held steady over this time period, however, as most
terminations involved smaller plans. But the large
end of the market is also experiencing change, as a
growing number final average pay DB plans are
converted to cash balance arrangements. This
paper provides background on the defined benefit
system in the United States and focuses on trends
in the number of plans and participants, typical
features of plans today, and the emergence of cash
balance and other hybrid arrangements.

m Understanding Defined Benefit
Plans

In a traditional defined benefit plan, each
employee’s future benefit is determined by a
specific formula, and the plan provides a nominal
level of benefits on retirement. Usually, the prom-
ised benefit is tied to the employee’s earnings,
length of service, or both. For example, an employer
may promise to pay each participant a benefit
equal to a percentage of the employee’s final five-
year average salary times number of years of
service at retirement, or the employer may pay a
flat dollar amount per year of service. A defined
benefit plan is typically not contributory—i.e.,
there are usually no employee contributions, as the
employer pays all the costs. And there are usually
no individual accounts maintained for each em-
ployee. The employer makes regular contributions
to the plan to fund the participants’ future benefits.
The employer bears the risk of providing the
guaranteed level of retirement benefits. There are
three major ways that defined benefit plans

calculate contributions and benefits:

= Flat-Benefit Formulas—These formulas pay a
flat dollar amount for each year of service
recognized under the plan.

= Career-Average Formulas—There are two types
of career-average formulas. Under the first type,
participants earn a percentage of the pay
recognized for plan purposes in each year they
are plan participants. The second type of career-
average formula averages the participant’s
yearly earnings over the period of plan partici-
pation. At retirement, the benefit equals a
percentage of the career-average pay, multiplied
by the participant’s number of years of service.

= Final-Pay Formulas—These plans base benefits
on average earnings during a specified number
of years at the end of a participant’s career; this
is presumably the time when earnings are
highest. The benefit equals a percentage of the
participant’s final average earnings, multiplied
by the number of years of service. This formula
provides preretirement inflation protection to
the participant but can represent a higher cost
to the employer.

Flat-benefit formulas are common in
collectively bargained plans or plans covering
hourly paid employees. Career-average and final-
pay formulas are most common in plans covering
nonunion employees. Under pay-related formulas,
an employer has some discretion in defining pay for
plan purposes, provided the definition does not
discriminate in favor of highly compensated
employees, subject to the statutory and regulatory
definition of compensation used in testing for
nondiscrimination. Under the minimum standards
established by the Employee Retirement Income
Security Act of 1974 (ERISA), there is also some
leeway in determining what employment period
will be recognized in the benefit formula. The
benefit may reflect only the plan participation

61



The Future of Private Retirement Plans

62

period or may be based on the entire employment
period.

m Defined Benefit Plan Trends

Between 1975, when ERISA became effective, and
1995, the latest year for which these data are
available, the number of private employer-spon-
sored pension plans and plan participants contin-
ued to increase, but proportionately fewer of these
plans were defined benefit plans. The total number
of private-sector defined benefit plans increased
from 103,000 in 1975 to 175,000 in 1983, then
decreased to 69,000 in 1995 (table 5.1). While
defined benefit plans accounted for 33 percent of all
private plans in 1975, they accounted for only 10
percent by 1995.

The total number of participants in all
defined benefit plans was 33 million in 1975.
Participation increased to 40 million in 1983 and
has remained in the 39 million—41 million range
since that time. The trends for active participants
in private primary plans are similar to those for
total participants. In 1975, there were 27 million
active participants in primary defined benefit
plans, and this number decreased to 24 million by
1995.

For 87 percent of all active participants in
1975, the primary retirement plan type was defined
benefit. By 1995, this figure had decreased to
51 percent.

In 1975, defined benefits plans had $186
billion in total assets, and this amount grew to $1.4
trillion by 1995. But over this 20-year period,
defined benefit assets declined as a percentage of
total private-sector pension assets from
72 percent to 51 percent.

Though still relatively rare, cash balance
plans are gaining attention and are blurring the
non-fundamental distinctions between defined
benefit and defined contribution plan types.t
According to data from KPMG, 4 percent of employ-
ers with 200 or more employees sponsored a cash

1 For a full discussion, see Sharyn Campbell, “Hybrid
Retirement Plans: The Retirement Income System
Continues to Evolve,” EBRI Issue Brief no. 171
(Employee Benefit Research Institute, March 1996).

2 Other common hybrid plans include age-weighted
profit-sharing plans, target benefit plans, and life-cycle
pension plans.

balance plan in 1998, compared with 2 percent in
1993. While cash balance plans are legally consid-
ered defined benefit plans, they combine features of
both defined benefit and defined contribution plans,
and consequently are referred to as “hybrid
plans.”2

m Putting the Past in Perspective

An examination of the change in the aggregate
number of private pension plans and participants
masks trends in plans by size. Examining private
primary defined benefit plan trends by plan size
shows that the vast majority of plan terminations
were very small plans: those with two to nine active
participants. Between 1985 and 1993, there was a
net decrease in the total number of primary defined
benefit plans of 51 percent, or 86,000 plans. The net
number of plans with two to nine active partici-
pants decreased by about 56,000 plans, and ac-
counted for 65 percent of the total reduction in
defined benefit plans (table 5.2). It has been
suggested that very small plans were often top-
heavy plans used by employers as tax shelters.
After enactment of the Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA), which imposed
penalties on top-heavy plans, and the Tax Reform
Act of 1986 (TRA '86), which lowered basic income
tax rates and imposed faster minimum vesting
standards, there was less incentive for these
employers to maintain their defined benefit pension
plans. TRA '86 also included a provision that
eliminated the tax qualification of some small
defined benefit plans, primarily single-participant
plans.

Between 1985 and 1993, the net change in
the number of primary defined benefit plans was
generally greater for plans with fewer active
participants. The number of defined benefit plans
with 10-24 active participants decreased 55 per-
cent between 1985 and 1993, while the number of
defined benefit plans with 500-999 active partici-
pants decreased 22 percent. Some of the change in
the number of plans by plan size is due to changes
in individual plans’ demographics. For example, a
plan that had 400 participants in 1985 may have
had 600 participants in 1993. The number of large
primary defined benefit plans remained relatively
stable between 1985 and 1993. In fact, the number
of plans with 10,000 or more active participants
increased 5 percent over that time period.
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Because most of the decline in primary
defined benefit plans occurred in plans with two to
nine participants, the decline in the number of
employees covered by a primary defined benefit
plans is relatively small. Approximately 80 percent
of active participants in primary defined benefit
plans in 1993 were in plans with 1,000 or more
active participants. Even if the 70,000 plans with
fewer than 1,000 participants in 1993 were to
terminate, 80 percent of active participants with
primary defined benefit plans would continue to
accrue benefits in their pension plans, while
20 percent of defined benefit participants
(5 million) would have their pension benefits
frozen. Many of these latter employees would still
be covered by an existing defined contribution plan
or contribute to another retirement arrangement.

m Defined Benefit Funding

As of 1998, 84 percent of large defined benefit plans
were fully funded on a termination basis, i.e., they
had assets greater than total current liability for
accrued benefits (table 5.3).3:4 While this figure is
unchanged over the past 10 years (85 percent in
1993 and 83 percent in 1988), it represents a
marked improvement in funding relative to the
situation at the beginning of the 1980s (45 percent
in 1981). However, it should also be noted that the
percentage of plans that are “very” overfunded (a
funding ratio of 150 percent or more) has decreased
from 48 percent in 1987 to 24 percent in 1998. The
median accrued benefit ratio for 1998 was 123 per-
cent. In 1998, 24 percent of plans had a benefit
ratio of 150 percent or more, 23 percent had a ratio
of 125 percent—149 percent, 37 percent had a ratio
of 100 percent—124 percent, 14 percent had a ratio
of 75 percent—99 percent, and 2 percent had a ratio
of 1 percent-74 percent (table 5.3 presents trends
for these data).
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Ippolito® documents that aggregate
funding ratios generally increased in the early
1980s, flattened out in the latter 1980s, and began
falling after 1990. He finds that the reduction is not
attributable to changing interest rates used to
discount pension annuities nor is it explained by
poor investment performance. He argues such a
funding ratio pattern is suggestive of some stimu-
lus that explains rapid and systematic change
throughout the industry over a short time period.
He presents evidence that plan sponsors have
voluntarily reduced pension plan funding levels,
and that most plans reduced their funding status
well below the levels affected by the new maximum
funding limits.® He argues that the most likely
underlying reason for this change is the introduc-
tion by Congress of a sequence of reversion taxes
starting at 10 percent in 1986 and reaching 50 per-
cent in 1990, since these taxes effectively increased
the sponsor’s legal pension liability beyond termi-
nation values if it maintained an overfunded plan.
Therefore, most sponsors have shed a large per-
centage of the excess assets in their defined benefit
plan as a result.

In the aggregate, multiemployer defined
benefit plans are well-funded, as can be seen from
the two time series in chart 5.1. The first line
(plans fully funded for vested benefits) depicts the
percentage of plans that had plan assets at least
equal to their participants’ vested benefits. The
sample includes more than 450 multiemployer
plans (representing approximately 40 percent of all
participants in multiemployer plans) surveyed by
the Segal Company for the last five years. In the
most recent plan valuations, 74 percent of plans
were fully funded for vested benefits. Moreover, as
can be seen from the second (average funded ratio)
line, even plans that were not fully funded were not
far from this target, as evidenced by the fact that
the ratio for all surveyed plans was 96 percent.’

3 See 1998 Survey of Actuarial Assumptions and
Funding, Pension Plans with 1,000 or More Active
Participants (Watson Wyatt Worldwide, 1998).

4 Ninety-one percent of plans have assets greater than
the vested portion of current liability, and 99 percent of
plans have assets greater than the current liability for
retiree benefits.

5 See Richard A. Ippolito, The New Pension Econom-
ics: Defined Contribution Plans and Sorting, unpub-
lished manuscript, November 1999.

6 The 150 percent full-funding limit was imposed by
the Omnibus Budget Reconciliation Act of 1987. In
addition, the Tax Reform Act of 1986 prohibited the
value of projected wage increases from exceeding
$200,000 in nominal terms. This limit was further
reduced to $150,000 in 1992.

7 Assets in excess of 100 percent of vested benefits are
excluded from the calculation.
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Table 5.3
Funded Ratios of Surveyed Private Pension Plans

1981-1998

Surveyed Firms’ Funded Ratios, by Percentage of All Defined Benefit Pension Plans,

1981 1983 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

Ratio of Assets Over

Accrued Benefits

All Defined Benefit Pension Plans

Less than 75% 34% 19% 9% 7% 6% 6% 7% 4% 5% 4% 3% 3% 4% 6% 2% 2%
75%-99% 21 17 13 14 10 11 11 1 10 11 12 15 20 24 17 14
100%—124% 23 25 21 17 16 16 18 20 25 24 26 30 35 34 37 37
125%—149% 11 18 19 21 20 20 19 20 22 24 27 26 23 20 24 23
150% or More 11 21 38 41 48 47 45 45 38 37 32 26 18 16 20 24
100% or More 45 64 78 79 84 83 82 85 85 85 85 82 76 70 81 84
Number of Plans? 575 695 912 836 799 720 786 787 781 748 695 722 663 619 588 540

Active Participants, 1981-1995.

Source: The Wyatt Company, Survey of Actuarial Assumptions and Funding: Pension Plans with 1,000 or More Active Participants, 1983, 1988,
1994 and 1998) and unpublished data from The Wyatt Company’s Survey of Actuarial Assumptions and Funding: Pension Plans with 1,000 or More

Note: Data from The Wyatt Company are based on a survey of pension plans covering 1,000 or more active employees. The 1994 survey contained
single-employer plans (91 percent) and multiemployer plans (9 percent)
aThe number of plans surveyed is greater than the actual number of plans providing complete funding information.

m PBGC’s Financial Status

The Pension Benefit Guaranty Corporation (PBGC)
was established by ERISA to provide timely and
uninterrupted payment of benefits. PBGC protects
the retirement incomes of about 42 million Ameri-
can workers in more than 44,000 defined benefit
pension plans.

As of 1998, PBGC assets in the single-
employer program exceeded liabilities by
$5.0 billion (assets of $17.6 billion and liabilities of
$12.6 billion). PBGC has had a surplus for three
consecutive years after running a deficit for more
than 20 straight years. At its depth in 1986, the
PBGC single-employer program deficit was
$3.8 billion. In the multiemployer program, net
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assets were positive at $0.3 billion as of 1998. In
1998 PBGC paid $848 million in pension benefits to
209,300 individuals and became trustee for

160 terminated plans. An additional 263,000
individuals will receive benefits from PBGC in the
future when they retire.

m  “Typical” Defined Benefit Plan
Features®

Based on its annual survey of retirement benefits,
KPMG finds that the “typical” defined benefit plan
bases benefits on a formula of final average earn-
ings times years of service. The formula is likely to
be at least 2 percent of final average pay, without a
limit on the number of years of service counted for
benefits, and without integration of Social Security
benefits. Full vesting occurs after five years.
Normal retirement age is 65 and early retirement
age is 55.

Seventy percent of defined benefit plans
use a final average earnings formula, 22 percent
use a career average formula, and 4 percent use a
flat-dollar amount formula. Sixty-three percent of
defined benefit plans vest fully after five years,
while 8 percent vest earlier. Seventy percent of
plans are not integrated with Social Security. The
median reported early retirement benefit was
56 percent of benefit paid at normal retirement age.
Thirty-eight percent of survey respondents reported
exercising their early retirement option. Twenty-
eight percent of plans reported automatic cost-of-
living adjustments. Fifty-three percent of defined
benefit plans offered a lump-sum distribution
option for benefit amounts in excess of $3,500.

m (Cash Balance Plans

The trend among large companies toward conver-
sion from traditional final-average defined benefit
plans to cash balance plans has precipitated one of
the most complex pension-related controversies of
the late 1990s. Current debate appears to focus on
both the effects of these conversions on expected
retirement incomes and on the manner and extent
to which companies must disclose these effects to
participants. This section provides background
information on issues surrounding cash balance
plans, and is based on EBRI testimony on hybrid
pension plans, submitted Sept. 21, 1999, at the
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request of the Senate Health, Education, Labor and
Pensions Committee; and on the cover story in the
fourth quarter 1999 ACA Journal, “The Contro-
versy of Traditional vs. Cash Balance Plans,” by
Jack VanDerhei, Temple University and EBRI
Fellow.

The recent trend among large employers
toward conversion of traditional final-average and
career-average defined benefit plans to cash
balances has raised a controversial and complex set
of issues. A cash balance plan is a “hybrid” type of
pension plan—i.e., one that takes on the character-
istics of both a defined benefit plan and a defined
contribution plan. Legally, a cash balance plan is a
defined benefit plan. A cash balance plan offers
some of the popular advantages of a defined benefit
plan but is designed to look more like a defined
contribution plan, with an individual “hypothetical”
account that appears to accumulate assets for each
participant. Cash balance plan accounts are a
record-keeping feature only, as these plans are
funded on an actuarial basis, in the same way that
defined benefit pension plans are funded. There-
fore, at any point in time, the benefits promised to
a participant are based on the plan formulae and
not on the assets in his or her “account.”

In a typical cash balance plan, a
participant’s retirement account grows by earning
annual credits that may be based on a flat percent-
age of pay but that might be integrated with Social
Security benefits.® However, it is also possible to
provide age or service-weighted pay credits under
these plans, even though a cursory examination of
Internal Revenue Code (IRC) Sec. 411(b) would
suggest that this violates the 133-1/3 percent
rule.10 Cash balance plans also provide a yield on

8 Data in this section are from Retirement Benefits in
the 1990s: 1998 Survey Data (KPMG Peat Marwick
LLP, 1998). Data are based on a survey of 1,292
employers with 200 or more employees (95 percent of
whom offer retirement benefits to their workers). The
survey is random and thus weighting allows generali-
zation of the results to the national level.

9 See Carol Quick, “An Overview of Cash Balance
Plans,” EBRI Notes no. 7 (Employee Benefit Research
Institute, July 1999): 1-8.

10 The plan design constraints otherwise provided via
the anti-backloading provisions appear to be mitigated
due to the assumption that early pay credits will earn
more interest credits by retirement age.
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the hypothetical account that is typically defined as
either the 30-year Treasury rate or the one-year
T-bill rate plus a stated percentagell 12

m (Cash Balance Trends

Large employers that continue to sponsor defined
benefit plans are less frequently utilizing “tradi-
tional” benefit formulas, such as “final-average”
and “career-average pay” formulas. Table 5.4 below
demonstrates that for respondents to a survey of
the large U. S. employers offering a defined benefit
plan, the percentage utilizing a final-average
formula decreased from 85 percent to 72 percent
over the last 14 years. Similarly, the percentage
utilizing a career-average pay formula declined
from 15 percent in 1985 to 9 percent in 1999.
During that same period of time, utilization of cash
balance plans increased dramatically, with most of
the growth occurring after 1994 (when the number
of cash balance plans increased from 6 percent to
16 percent of all large defined benefit plans).
Questions often arise as to what forces
have caused this acceleration over the last four
years. The Employee Benefit Research Institute
(EBRI) surveyed current, future, and potential
hybrid retirement plan sponsors in June 1995,13
and no similar survey appears to have been pub-
lished subsequently. However, it is likely that
regulatory clarifications of certain technical aspects
of cash balance plans (such as those provided in
1996 when the Internal Revenue Service (IRS)
issued Notice 96-814) were important catalysts for

Table 5.4
Primary Type of Defined Benefit Formula,
1985-1999

1985 1990 1995 1999

Number of Employers 740 806 836 773
Highest Average Pay 85% 81% 82% 2%
5-year average 71 63 62 55
3-year average 12 16 17 15
Other (e.g., 10-year average) 2 3 3 2
Career Average Pay 15 14 12 9
Cash Balance 0 2 6 16
Pension Equity 0 0 0 3
Other (e.g., fixed dollar only) <1 2 <1 <1

Source: Hewitt Associates SpecBook™

many of the more recent conversions from “tradi-
tional” defined benefit plans to those of the cash
balance variety.

m Final-Average vs. Cash Balance
Plans

Under either the final-average or cash balance
plans illustrated in chart 5.2, an employee starting
at age 25 will obtain the same benefit value at age
65 if he or she remains with the same employer for
a full career. However, the accrual rates under each
plan differ fundamentally. The annual increase in
benefit value (meaning how much additional
retirement income an employee will earn by
working one more year) tends to be much higher for
young employees under the cash balance plan and

11 See Ron Gebhardtsbauer, “Testimony on Cash
Balance Plans, Conversions and Disclosure,” ERISA
Advisory Council (U.S. Department of Labor, May 6
and June 9, 1999).

12 One factor that may be a constraint on adoption of
these plans in the current financial markets is that
many participants in defined contribution plans have
come to expect annual returns far in excess of these
rates (approximately 6 percent currently). However, for
technical reasons enumerated in IRS Notice 96-8,
employers providing a rate of return in excess of one of
these indices would be subject to the “whipsaw”
problem. In brief, this would potentially require the
plan sponsor to pay lump-sum distributions (LSDs)
that were larger than the hypothetical account balance
(significantly so for young employees, as a percentage
of the account balance) because Internal Revenue Code

(IRC) requirements appear to require account balances
to be accumulated out to retirement age and then
discounted back to the current age at the 417(e)
discount rate (Demby, May 1999).

13 see Sharyn Campbell, “Hybrid Retirement Plans:
The Retirement Income System Continues to Evolve,”
EBRI Issue Brief no. 171 (Employee Benefit Research
Institute, March 1996).

14 IRS Notice 96-8 provided proposed guidance on
applying IRC Secs. 411 and 417(e) to cash balance
plans. In order to comply with these sections in
determining the amount of a single-sum distribution,
the balance of an employee’s hypothetical account
under a cash balance plan has to be projected to
normal retirement age, and then the employee must be
paid at least the present value of that projected
hypothetical account (White 1999).
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Chart 5.2
Illustration of a Conversion From a Hypothetical Traditional Final-Average
Defined Benefit Plan to a Hypothetical Service-Weighted Cash Balance Plan
(without transition credits) at Age 55
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Source: Author's tabulations based on assumptions in Purcell (1999) with the following modification: the benefit accrual rate was decreased to 0.91 to
allow for benefit equivalence of the two programs assuming 40 years of participation in the same program.

much higher for older employees under the
final-average plan. This is true even though the
cash balance plan illustrated in this chart adopts a
service-weighted pay credit schedule.1®

A difference in accrual rates between older
and younger workers upon conversion from a
final-average to a cash balance plan is likely to
exist whether or not a so-called wear-away provi-
sion (explained below) is included in the plan. The
difference is conceptually similar to the effects of
changing a final-average plan to a career-average
plan or, more drastically, terminating a defined
benefit plan and establishing a defined contribution
plan. However, the magnitude of the difference is
influenced by plan-specific design parameters.16

Employees faced with the type of graph
shown in chart 5.2 are likely to wonder why the
shapes look different. The difference essentially lies
in the different determinants of benefit value under
each type of plan. Under a final-average plan, the
present value of the annual accrual of pension
wealth at any point in time is expressed as a
percentage of compensation that depends on age,
service, and pay. However, under a cash balance
plan it depends predominantly on pay and service

(and to a lesser extent on age). Therefore, even if
the overall generosity of a plan remains the same
after conversion to a cash-balance formula, higher
accruals for young employees means that accruals
for older employees will likely decrease unless some
type of grandfathering or transition provisions
(explained below) are provided to older workers.
For example, a 30-year employee partici-
pating in the hypothetical final-average defined
benefit plan in chart 5.2 would have a present
value from his or her defined benefit plan at age 55
of approximately $95,000, as opposed to approxi-
mately $135,000 for a similar employee who had
participated in the hypothetical cash balance plan

15 All assumptions for this chart replicate those in
Purcell (1999) with the exception of the benefit accrual
rate, which was decreased to 0.91 percent to allow for
benefit equivalence of the two programs assuming 40
years of participation in the same program. The pay
credits varied as follows: years 1-10: 4 percent, 11-20:
5.5 percent, 21-40: 7 percent.

16 For example, age-weighted pay credits under the
cash balance plans and early retirement provisions
under the final-average plan.
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for the same 30-year period. However, if the
hypothetical final-average plan were then con-
verted to the hypothetical cash balance plan
without the provision of any type of transition
credit, the employee would not benefit from the
rapid escalation in pension wealth from age 55 to
65 that is associated with the final average plan.
Instead, during the final 10 years he or she would
experience a slope of the accrual path similarl’ to
that experienced by the participant who remains

under the cash balance plan for the entire 30 years.

As a result, barring any transition provisions, the
cash balance participant at age 65 would experi-
ence a decrease in pension wealth of approximately
23 percent, compared with the final-average
participant at age 65.

Another significant difference between a
traditional defined benefit plan and a cash balance
plan concerns the inherent uncertainty involved in
estimating the nominal amount of retirement
income. Traditional defined benefit plans are not
typically thought of in this regard, since the
amount is specified in a formula and (with the
exception of certain integrated plans) can be
directly computed once the average compensation
and years of participation are known. However, it
appears that an increasing percentage of defined
benefit participants are now receiving their distri-
butions in the form of lump-sum distributions
(LSDs)—a form that can provide great uncertainty
to employees with respect to the amount that they
will receive, due to fluctuations in the relevant
discount rates used in the benefit calculation.18 In
contrast, cash balance plans provide LSDs that are
stabilized. Annuity values under cash balance
arrangements may be subject to fluctuations in

annuity purchase prices although it appears some
employers are willing to hold annuity purchase
rates constant in the plan.1®

m Potential Advantages of Cash
Balance Over Final-Average
Plans

There are number of reasons why an employer that
sponsors a final-average defined benefit plan may
be interested in converting to a cash balance
plan:20

Ease of Communication vs. the “Invisible Plan”
Syndrome

Sponsors of traditional defined benefit plans often
bemoan the lack of recognition they receive from
their employees, even though substantial sums of
money are contributed and/or accrued annually on
behalf of workers. When the quality of workers’
information regarding traditional pension offerings
was evaluated,?! about one-third of workers
queried were unable to answer any questions about
early retirement requirements, and about two-
thirds of those who offered answers about early
retirement were wrong.22 In contrast to explaining
the complex benefit formulas used by traditional
defined benefit plans, conveying information
through theoretical account balances under cash
balance plans facilitates employee appreciation of
both current pension wealth and the annual pay
and interest credits that increase pension value
over time.

17 Note that they will not be exactly equal given that
the pay credit differs from the assumed interest
credited to the cash balance plan (5.6 percent).

18 gee Christopher M. Bone, “Statement before the
ERISA Advisory Council Working Group on Hybrid
Plans,” ERISA Advisory Council (U.S. Department of
Labor, Sept. 9, 1999).

19 see Ron Gebhardtsbauer, “Testimony on Cash
Balance Plans, Conversions and Disclosure,” for
ERISA Advisory Council (U.S. Department of Labor,
May 6 and June 9, 1999).

20 1n addition to these retirement plan-specific

reasons, there may also be overall compensation or
administrative concerns that are specifically addressed
through a conversion. Two of the more common reasons
include supporting a total compensation philosophy in
the context of a new performance-based arrangement
with employees, and providing a platform for merging
disparate pension plans as a result of merger and
acquisitions activity (Towers Perrin, 1999).

21 Using both administrative records and worker
reports of pension provisions.

22 gee Olivia S. Mitchell, “Worker Knowledge of
Pension Provisions,” Journal of Labor Economics, Vol.
6, no. 1 (January 1988): 21-40.
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Chart 5.3
Hypothetical Percentage Increases in Annual Benefits at NRA
Cash Balance vs. Final Average Plan: Impact of Job Tenure
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No Magic Numbers of Age and Service

Final-average defined benefit plans often require
employees to satisfy some combination of age and
service before they are entitled to retire with an
early retirement subsidy. The magnitude of the
dollar loss from leaving prior to that time can be
substantial.2® In contrast, the accrual pattern
under a cash balance plan typically does not have a
sudden, rapid increase after attainment of specific
age and service criteria. As a result, cash balance
plans are easier for employees to understand,
provide a greater benefit to shorter-term workers,
and are more attractive to a mobile work force.

Higher Benefits to Employees Who Do Not Stay
With One Employer for Their Entire Career

Chart 5.3 shows the percentage increases in annual
retirement benefits at normal retirement age for an
employee in a hypothetical cash balance plan
versus a hypothetical final-average defined benefit
plan. The figures in this chart are tabulated from a
Congressional Research Service (CRS) report to
Congress that includes calculations for two types of
employees: (a) one who enters the employer’s plan
at age 25 and remains in that plan for 40 years,
and (b) one who changes jobs every 10 years.24

Comparing the two sets of bar graphs, one can see
that for a hypothetical individual staying at the
same job for his or her entire career, the cash
balance plan provides a larger benefit after the first
10 and 20 years of service. But, by age 55, the final-
average plan is slightly more valuable, and by
normal retirement age (65) the benefit derived from
the final-average plan would be 30 percent larger
than the cash balance benefit.

However, this “one-job-for-life” scenario
applies only to a small percentage of the work
force.2> Employees today are more likely to have
four (if not more) jobs during their careers. The
second set of bar graphs shows that for these more
mobile workers, the series of cash balance plan

23 Richard A. Ippolito, Pension Plans and Employee
Performance: Evidence, Analysis and Policy, (Chicago:
University of Chicago Press, 1998).

24 gee Patrick Purcell, “Pension Issues: Cash-Balance
Plans,” CRS Report for Congress (Washington, DC:
Congressional Research Service, May 24, 1999).

25 gee Paul Yakoboski,. “Male and Female Tenure
Continues to Move in Opposite Directions.” EBRI
Notes no. 2 (Employee Benefit Research Institute,
February 1999): 1-4.
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benefits exceed those accrued under the final-
average plans at every age, with the final retire-
ment benefit approximately 40 percent larger than
under a final-average type of plan.28

m Potential Advantages of Cash
Balance Over Defined
Contribution Plans

Of course, an employer that sponsors a final-
average defined benefit plan has the option of
terminating the plan (assuming it is adequately
funded) and setting up instead a defined contribu-
tion plan (such as a 401(k) plan) to provide the
retirement benefit. However, there are several
reasons why this may be problematic:

Ease of Conversion vs. New Plan Establishment

Whereas a conversion from a final-average defined
benefit plan to a cash balance plan only requires a
plan amendment,2’ terminating the same plan and
setting up a successor defined contribution plan
may trigger a reversion excise tax of either 20 per-
cent or 50 percent.28 If the defined benefit plan
was overfunded, the surplus in a conversion to a
cash balance plan would be used to reduce future
contributions (as it would under the traditional
plan); if it was underfunded, the unfunded liability
is amortized in the normal fashion.2°

Guarantee of Employee Participation

The noncontributory nature of most (if not all) cash
balance plans eliminates the need to worry about
employees who choose not to participate or make
minimal contributions in a 401(k) arrangement.30
As a result, employees are guaranteed a benefit
under a cash balance plan without needing to
actively choose to participate in the plan, and the
plan is protected from possible disqualification due
insufficient participation among lower-paid work-
ers.

In contrast, research by Clark, Goodfellow,
Schieber, and Warwick found that less than half of
all workers ages 20-29 earning less than $15,000
per year contributed to their 401(k) plan.3! This
has led some to speculate that 401(k) plans are
being adopted as a supplemental (as opposed to
replacement) plan for a traditional defined benefit
plan, and that the additional cost of the supplemen-
tal plan is being offset by reductions in the cost of
the original plan. One way this could be accom-
plished is by the substitution of a cash balance plan
for a traditional final-average defined benefit plan.

Retirement Pattern Predictability

In a defined benefit plan (including cash balance
plans), investment risk is directly borne by the
employer. In a defined contribution plan (such as a
401(k) plan), investment risk is borne by the
individual worker. As a result, the employer is

26 In the case of the job-changer, it is assumed that the
full amount of any cash balance proceeds would be
reinvested in a tax-deferred retirement savings account
and earn an average annual rate of return of

8.65 percent, while the employee covered by a final-
average plan would remain in a terminated vested
status and not receive lump-sum distributions.

27 See Anna M. Rappaport, Michael L. Young, Christo-
pher A. Levell, and Brad A. Blalock, “Cash Balance
Pension Plans,” in Michael Gordon, Olivia S. Mitchell,
and Marc Twinney, eds., Positioning Pensions for the
Twenty-First Century (Philadelphia: University of
Pennsylvania Press, 1997).

28 gee Michael J. Alderson and Jack L. VVanDerhei,
“Disturbing the Balance in Corporate Pension Policy:
The Case of Excess Asset Reversion Legislation,”
Benefits Quarterly (Third Quarter, 1991): 38-51.

29 gee Mark J. Warshawsky, “Funding of Defined
Benefit Pension Plans,” in MichaelGordon, Olivia S.
Mitchell, and Marc Twinney, eds., Positioning Pensions
for the Twenty-First Century (Philadelphia: University
of Pennsylvania Press, 1997).

30 see Paul Yakoboski, “Salary Reduction Plans and
Individual Saving for Retirement,” EBRI Issue Brief
no. 155 (Employee Benefit Research Institute, Novem-
ber 1994), and Deborah A. Milne, Jack L. VanDerhei,
and Paul J. Yakoboski, “Can We Save Enough to
Retire? Participant Education in Defined Contribution
Plans?” EBRI Issue Brief no. 160 (Employee Benefit
Research Institute, April 1995).

31 See Robert Clark, Gordon Goodfellow, Sylvester
Schieber, and Drew Warwick, “Making the Most of
401(k) Plans: Who's Choosing What and Why?”
Working Paper 98-12 (Philadelphia: Pension Research
Council, October 1998).



better able to predict retirement patterns under a
cash balance plan, since retirement income will not
be susceptible to market fluctuations. Under a
defined contribution plan, employers may face
unexpected increases in early retirements during a
strong bull market and unexpected delays of
retirement during a market downturn (especially if
it is prolonged).

Retirement Benefit Predictability

Since employers directly bear the investment risk
under cash balance plans, they need not worry
about overly conservative investments by their
workers, as can occur in a 401(k) plan. Although
approximately one-half of 401(k) participants have
some equity market exposure through company
stock and/or balanced funds, a significant percent-
age of them may be subjecting themselves to
expected rates of return too low to generate suffi-
cient retirement income at normal retirement
age.3?

Funding Flexibility

Finally, a cash balance plan may have more fund-
ing flexibility than a defined contribution plan,
depending on the type of commitment made to
employees. Although some profit-sharing plans
provide for annual contributions that are entirely
discretionary for the plan sponsor,33 a defined
benefit plan is the only vehicle that will allow
employees to continue their normal benefit accruals
while employer contributions are reduced or even
temporarily curtailed.

m Potential Limitations of a Cash
Balance Conversion

Whatever the benefits of converting to a cash
balance plan, there also are a number of tradeoffs:

Smaller Accruals for Older Workers

As mentioned earlier, unless some type of transi-
tion benefits are provided, older employees are
likely to receive smaller accruals for their remain-
ing years of service, regardless of whether a
“wearaway” provision exists.

Preretirement Income Replacement

Although their understanding of current retirement
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wealth and future additions to that wealth will no
doubt improve relative to the previous final average
plan, employees actually may be more uncertain
about how their future benefits will relate to their
future earnings after conversion to a cash balance
plan. For example, a final-average plan that pays 2
percent of an employee’s average earnings during
his or her last three years of service, by definition,
replaces 50 percent of preretirement earnings after
25 years of service.3* However, to understand the
extent to which cash balance benefits will replace
preretirement earnings is far more difficult, since
cash balance plans are a type of a career-average
formula that provides interest credits that are
likely tied to some external financial market
vehicle and/or index.

Lump-Sum Distributions

Due to the increased likelihood that participants in
a cash balance plan will end up with a LSD as
opposed to a lifetime annuity, it is more likely that
they will face a longevity risk in addition to a post-
retirement investment risk. It should be noted,
however, that with some exceptions, cash balance
plans are required to offer annuities as an option to
their participants, and it appears that there is an
increasing propensity for traditional final-average
defined benefit plans to offer LSDs and for partici-
pants to choose them when offered.3® Also, even
though cash balance plans communicate benefits in
terms of a lump-sum account balance, at least some

32 gSee Jack VanDerhei, Russell Galer, Carol Quick,
and John Rea, “401(K) Plan Asset Allocation, Account
Balances, and Loan Activity,” EBRI Issue Brief no.
205 (Employee Benefit Research Institute, January
1999).

33 See Everett T., Allen, Jr., Joseph J. Melone, Jerry S.
Rosenbloom and Jack L. VanDerhei, Pension Plan-
ning: Pensions, Profit Sharing, and Other Deferred
Compensation Plans, Eighth edition (Homewood, IL:
Richard D. Irwin, Inc., 1997).

34 The calculation is obviously more complicated in an
integrated plan.

35 See Watson-Wyatt, “Choosy Employees Choose
Lump Sums!” Watson Wyatt Insider, Vol. 8, no. 4
(April 1998).
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limit the ability of employees to cash out their
accounts.36

m Key Issues in Cash Balance
Conversions

In recent months, there has been a flurry of press
accounts, court cases, and legal and regulatory
activities with respect to cash balance conversions.
This section attempts to clarify some of the more
complex and controversial concepts.

Do Cash Balance Plans Result in Cost Savings
to the Sponsor?

It is certainly possible for conversion to a cash
balance plan to result in lower long-term pension
expense, depending on the generosity of the new
plan relative to the existing plan. In essence, this is
no different than switching from a defined benefit
to a defined contribution plan, and similar projec-
tions would need to be applied to determine if this
were the case.3” However, even if such a calcula-
tion were performed on two retirement plans, it
would not necessarily indicate the extent of cash
balance savings, if any, since any savings due to
cash balance plan conversion may be offset by other
increases in benefits or compensation.38

Assuming such a calculation was per-
formed, the cash balance plan may also prove to be

more expensive than originally calculated if
turnover is higher than assumed. This would result
from plan assets being reduced below expected
levels, and the spread between the accrual in the
plan and the actual fund performance may be a
factor in increased costs.3? Turnover could increase
due to future labor patterns that impact all employ-
ers, but it might also increase as a direct conse-
quence of providing a more level benefit accrual
over time that decreases the “job lock” attributes of
the existing plan.

However, there may also be short-term
abnormalities in the pension cost and/or expense
structure resulting from the conversion. In essence,
the claims of cost savings from a conversion to a
cash balance plan may be at least partially due to a
timing issue under the accounting and/or funding
rules required for all defined benefit plans (includ-
ing cash balance plans). Although the calculations
are complex, one of the driving forces behind this
short-term cost reduction involves the computation
of the cost of accruing a benefit based on career-
average pay (the cash balance plan) for one based
on final-average pay under the previous plan.40: 41

Transition/Grandfathering

Several transition methods are available to a
sponsor that chooses to mitigate the financial
impact that may result in a switch from a tradi-
tional final-average plan to a cash balance plan:#2

36 For example, at AT&T employees can receive a cash
payment for the entire amount in their accounts if the
difference between the account balance and the highest
year of eligible pay is $30,000 or less. Otherwise,
employees are limited to a cash payment equal to one
year's worth of their highest eligible pay, with the rest
paid as a monthly annuity (Burlingame and Gulotta,
1998).

37 See Jack VanDerhei, “The Recapture of Excess
Pension Assets,” Benefits Quarterly, Vol. 1, no. 3
(Third Quarter 1985): 1-13.

38 For example, Eastman Kodak reportedly will
introduce a first-time match to its 401(k) plan to
counterbalance losses from its conversion from a final-
average plan to a cash balance plan (Morrow, 1999).

39 |n addition to the potential cash flow problems
arising from increased LSDs under cash balance
plans, the liability durations of cash balance plans
appear to be between seven to eight years as opposed to
the 12- to 20-year durations typically calculated for

traditional final average plans. Although the eventual
impact (once the various transition provisions allow
more of the liabilities to be generated via the new cash
balance component) of the decreasing liability dura-
tions on the plan sponsor’s asset allocation is debat-
able (Williamson, 1999), it would appear that the
expected rate of return on cash balance portfolios will
remain significantly greater than the expected interest
rate credited to the employees.

40 see Elayne Robertson Demby, “Cash Balance
Converts,” Plan Sponsor (June 1999): 22-30.

41 See Bone (1999) for a more complete description of
the calculations required under FASB Statement No.
87.

42 See Anna M. Rappaport, Michael L. Young,
Christopher A. Levell, and Brad A. Blalock, “Cash
Balance Pension Plans,” in Michael Gordon, Olivia S.
Mitchell, and Marc Twinney, eds., Positioning Pen-
sions for the Twenty-First Century (Philadelphia:
University of Pennsylvania Press, 1997).



= Pay the greater of the benefit that would have
been paid under the old plan and the benefit due
under the new formula for a subset of the
employees (either for a limited time period or
until termination or retirement).

= Provide extra account balances at transition to
make up for the greater benefit which would
have been available at early retirement.

= Provide extra account balances to make up for
the fact that final average earnings will not be
directly used in the formula.

= Provide a supplemental additional benefit.

A PricewaterhouseCoopers survey of about
75 cash balance conversions reveals that in almost
all cases the employer provided transition provi-
sions beyond the legally required minimums.43

Wear-Away

If a final-average plan is converted to a cash
balance plan, the initial value of a participant’s
cash balance account may be set at less than the
value of benefits accrued under the previous plan.
However, it is important to note that this may not
reduce or take away previously earned benefits. It
may mean, though, that initially some workers
won't accrue any new benefits until the pay and
interest credits to their hypothetical accounts bring
the account balances up to the value of the old
protected benefits.

Employers have flexibility in how they
credit workers for the value of their benefits, and
this result could be obtained by computing the
opening balance of a participant’s cash balance plan
by using a discount rate that is higher than the
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current 30-year Treasury bond rate.*4

As pointed out in recent testimony to the
ERISA Advisory Council Working Group studying
hybrid plans, benefit formulae that end up result-
ing in periods with no new accruals for some
employees have been a practice approved by the
Internal Revenue Service for many years.4> Often
plan changes, such as updating plan mortality
assumptions, the resultant standardization of
disparate pension plans as a result of mergers and
acquisitions, or even revising a plan to meet new
statutory requirements (such as legislative changes
to the Sec. 401(a)(17) limits earlier this decade) can
result in periods without new accruals.

Disclosure Requirements

Under current law, plans are required to notify
participants of any amendment that will result in a
significant reduction in the rate of future benefit
accruals at least 15 days before the amendment
takes effect.*6 However, present law does not
require individual notices for each plan participant
and does not require disclosure as to the effect the
plan amendments will have on individual partici-
pants.

Recently, some have argued for the need to
disclose to each employee the differences in his or
her accrued benefits under the previous plan
formula and his or her initial account balance
under the cash balance plan. Moreover, they have
argued that the wear-away period (if any) during a
conversion should be explained, and a meaningful
comparison should be provided to each worker of
projected benefits under the amended plan com-
pared with benefits that would have been earned

43 See Larry Sher, “A Workable Alternative to Defined
Benefit Plans,” Contingencies (September/October
1999): 20-26.

44 sher (1999, p. 22) reports that more than two-thirds
of the plans included in the PricewaterhouseCoopers
survey used an interest rate that was approximately
equal to or less than 30-year Treasury bond rate at the
time of the conversion. However, some employers may
desire to use a higher discount rate because the current
30-year Treasury bond rates are low relative to histori-
cal levels. The wear-away period actually experienced
by a participant will be a function of the differential
between the opening cash balance account and the
present value of the accrued benefits under the previ-
ous defined benefit plan, as well as the future changes

in discount rates. If the discount rate falls after the
conversion, the present value of the previous benefits
will increase, and the wear-away period experienced by
the participant will increase (especially if the interest
rate credited to the cash balance account is pegged to
the 30-year Treasury bond rate). However, if the
discount rate increases, the present value of the
previous benefit will decrease, thereby reducing the
wear-away period.

45 Robert Chambers, testimony on behalf of Associa-
tion of Private Pension and Welfare Plans.

46 previously accrued benefits are protected by IRC
Sec. 411.
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under the previous plan formula. This appears to
be based on a belief that it is critical for plan
participants to have an appropriate opportunity to
(a) voice their concerns regarding plan amend-
ments so that employers are fully aware of them,
and (b) alert regulators to issues surrounding cash
balance conversions that they deem important.4’
However, others in the pension policy
community have questioned the logic in providing
estimates under a benefit plan that no longer exists
and have warned that Congress should proceed
very cautiously in adding to the already substantial
burdens of administering a cash balance or other
defined benefit plan.*® Employers may be unrecep-
tive to projecting future benefits due to the ex-
tremely sensitive nature of the estimates.*®

®m Conclusion

After a period where the number of defined benefit
plans declined dramatically (mostly among small
plans), traditional final-average defined benefit
plans appear to have entered a new phase of
evolution dating to 1985—the “hybrid plan evolu-
tion” (most publicized with the “cash balance”
approach). This change reflects the overall move-
ment of the employment-based retirement income
system in the direction of “individual account” and
“lump sum” arrangements, both defined benefit and
defined contribution.

Certain populations of workers stand to
benefit from such changes, in particular those who

47 See Elizabeth A. White, “Cash Balance Plans
Attorney Urges IRS Rules to Clarify Age-Discrimina-
tion Issues in Conversions,” [[publication??]] \ol. 26,
No. 32 (August 16, 1999): 2407.

48 gee Rita D. Metras, “Testimony for the Hearing on
Pension Reform Legislation,” Committee on Finance
(U.S. Senate, June 30, 1999).

49 See Sher, op. cit., p. 22) for an illustration of how
increasing or decreasing the current 30-year Treasury
bond rate by 1 percent can impact the relative compari-
sons between an existing traditional defined benefit
plan and a new cash balance plan.

change jobs throughout their careers or those who
leave the work force for periods of time. Certain
classes of workers stand to potentially lose from the
decline of traditional final-average defined benefit
plans, depending on how the transition is managed.
Potential losses can be mitigated through
grandfathering and transition provisions.

“Individual account” and “lump sum”
arrangements, both defined benefit and defined
contribution, can offer tangible benefits for both
plans sponsors and a majority of their workers, and
as such may represent the next big wave of change
in the employment-based plan system. Whether the
“tangible benefits” of more capital accumulation for
more individuals ultimately translates into more
retirement income remains to be seen.
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The New Pension Economics: Defined
Contribution Plans and Sorting

by Richard A. Ippolito, George Mason University

School of Law

® Introduction

Over the 25 years since the enactment of ERISA
there has been a dramatic change in the structure
of pension plans in the private sector. Defined
benefit plans gradually have ceded their dominant
position to the defined contribution variety. In the
early 1980s, defined benefit plans covered 80 per-
cent of all workers with a pension; by 1999, this
share had fallen to about 40 percent. Not only is
this trend showing no signs of abatement, it
understates actual shifts because many defined
benefit plans have been amended to the cash
balance variety, which are defined contribution
plans in all but name.

Some of this shift is attributable to chang-
ing industrial employment patterns, but the decline
in demand for the defined benefit product is
widespread, suggesting causes that are more
fundamental. Primary candidates include changing
tax and regulatory policy and the introduction of
401(k) plans (effective in 1981). After introducing
this pension product, which provided new competi-
tion in the pension market, Congress enacted laws
that increased both the regulatory and tax costs on
the dominant and existing product, notably defined
benefit plans. The effects were both predictable and
profound.

These developments have potentially large
implications for companies that have relied on
defined benefit plans to influence their productiv-
ity—they are subjects that have defined pension
economics over the past several decades. The “new
pension economics” undoubtedly will shift focus
toward understanding how 401(k)s and other
defined contribution plans can in part substitute
for defined benefit plans to help firms attain higher

productivity at the same time that they provide
workers the opportunity to save for retirement. In
addition, the “old” emphasis on “optimal” corporate
funding and asset allocation decisions will shift to a
consideration of individuals’ willingness to contrib-
ute to 401(k) plans and their investment habits.

This discussion presents data that describe
trends in pension plan types; discusses the most
likely reasons for these trends; and considers their
implication for productivity in firms. There are two
other important issues that are related to these
trends, which are ignored. One is related to the
consideration of the financial implications for the
firm of operating a defined contribution plan versus
a defined benefit plan. The other is the implication
of the new composition of pension plan coverage for
the level and distribution of retirement income for
future cohorts of retirees.

m  Market Developments in
Pension Plan Type

The Trend in Number of Plans

Chart 6.1 shows the number of single-employer
pension plans insured by the Pension Benefit
Guaranty Corporation (PBGC) from 1980 to 1998.
It shows that this number peaked in 1985 at about
112,000 and declined sharply to about 42,000 plans
in 1998.1 The reduction was not proportional
across all plan sizes. Panel a of chart 6.2 shows

1 To describe pension trends, I rely on data from the
PBGC (1999), U. S. Department of Labor (1999), and
my own calculations from the Annual Form 5500
Annual Pension Plan Tapes.
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Chart 6.1
Number of Single-Employer Insured Plans
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Source: Pension Benefit Guaranty Corporation, Pension Insurance Data Book, 1998 (Washington, DC: Pension Benefit Guaranty
Corporation, 1999), table S-17.

that the number of plans with fewer than 100 in 1980 to 3,713 in 1998. The number of plans with
participants declined from about 90,000 in 1985 to at least 10,000 plans has grown from 354 in 1985 to
27,000 in 1998. There also was a sharp decline in 544 in 1998, an increase of over 50 percent; and
plans with between 100 and 999 participants. In most of this growth has occurred since 1985.
1985, there were more than 18,000 plans in this The growth in the number of large plans is
size range but, by 1998, only about 11,000 were attributable to three factors. First, the decision to
operating, a reduction of about 40 percent. terminate a defined benefit plan in favor of a

Panel b of chart 6.2 shows the number of defined contribution plans has been more fre-
large plans over time (using a different scale). In quently observed in the small-to-medium plan size
marked contrast to the trends for smaller plans, universe. Second, the rapid growth of inactive

the number of plans with between 1,000 and 9,999 participants (retirees and separated vested partici-
participants grew by about 15 percent, from 3,223 pants) has pushed some plans into higher size

Chart 6.2
Number of Single-Employer Insured Plans by Size, Selected Years
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Source: Pension Benefit Guaranty Corporation, Pension Insurance Data Book, 1998 (Washington, DC: Pension Benefit Guaranty
Corporation, 1999), table S-17.




categories (see below). Third, and finally, there has
been considerable plan merger activity over the
period.2

The Trend in Number of Participants

In contrast to the dramatic reduction in the num-
ber of plans, the number of participants in single-
employer defined benefit plans has shown modest
growth. In 1980 there were 27.5 million partici-
pants in defined benefit plans. By 1998, this
number had increased to over 33 million.

These numbers, however, are not indicative
of the future of the defined benefit system, because
total participants include retirees (or their surviv-
ing spouses) and separated vested participants.
These categories of participants are reflective of
past coverage patterns in defined benefit plans. A
better forward-looking measure is the trend in the
number of active participants: these are workers
earning pension accruals currently.

Chart 6.3 shows modest growth in the
number of total participants from 1980 to 1998

2 A study of a longitudinal sample of plans confirms
that plan mergers and growth in inactive participants
each explained a substantial portion of the increase in
the number of large plans (Ippolito and Thompson,
forthcoming).
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(solid line schedule with diamonds). Trends in the
composition of participant types, however, are
markedly different. In contrast to the rapid growth
in the number of retirees and separated vesteds
(line schedule with asterisks), the number of active
participants has been declining since the late 1980s
(line schedule with square markers). In 1988, there
were 22.4 million active participants in single-
employer defined benefit plans; by 1998, this
number had fallen to 18.1 million, a decrease of
almost 20 percent. These trends mean that the
maturity level of the defined benefit system has
been increasing.

For example, in 1980, inactive participants
accounted for only 22 percent of total participants
in defined benefit plans; by 1988, this number had
increased to 29 percent. By 1998, almost 45 percent
of the participants in defined benefit plans were
inactive participants. It is likely that in the next
few years, the number of active workers in these
plans will represent the minority of participants.

Chart 6.4 shows this trend in a somewhat
different way. It portrays the portion of pension
liabilities attributable to inactive participants over
the period. The figure shows two series, one for all
defined benefit plans that filed a form-5500 annual
report, and another for a longitudinal sample of
1,900 defined benefit plans that survived the entire
period (Ippolito, 1999a). Either series shows similar

Chart 6.3
Pension Plan Participants, Single-Employer Plans, 1980-1998
35
30
All Participants
25
% Hﬂ%
é Active/
=15
10
Retired and Separated
5
1980 1982 1984 1986 1988 1990 1992 1994 1996 1998
Year
Source: Pension Benefit Guaranty Corporation, Pension Insurance Data Book, 1998 (Washington, DC: Pension Benefit Guaranty
Corporation, 1999), tables s-16 and s-19.
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results, namely, that in 1980, roughly three in
every eight dollars in liabilities were attributable to
retirees and separated vesteds. By 1995, this ratio
had increased to almost three in every five dollars
of liabilities.

Percentage of Covered Workers

The reduction in absolute numbers of workers
covered by defined benefit plans takes on even
more significance when consideration is given to
the overall growth in the labor market. Since 1980,
the private labor force and has grown at the rate of
about 1.5 percent per year, and the overall pension
coverage rate remained about the same (45 per-
cent),3 the absolute reduction in defined benefit
coverage of workers means that its share of cover-
age has been falling rapidly. Defined contribution
plans are covering an ever-increasing portion of the
private work force that has a pension.

Chart 6.5 shows primary coverage rates by
pension plan type over the period 1980 to 1999. It
depicts the overall pension coverage rate in the
private sector, which was roughly constant from
1980 to 1999; the share of workers covered by a
defined benefit plan; and the share of workers
covered exclusively by a defined contribution plan.*

It is apparent that the share of workers
with a defined benefit plan fell dramatically over
the period. Indeed, by the mid-1990s, defined

benefit plans no longer covered the majority of
covered workers in the private sector, a substantial
decline from their 80 percent-plus share in the
early 1980s. As of 1999, the estimated market
share of defined benefit plans is 42 percent, and
reasonable extrapolations suggest that defined
benefit plans will attain clear minority status over
the next decade.®

®m  Employment Shifts and
Preference Changes

Part of the shift away from defined benefit plans
reflects employment shifts from traditional defined

3 See U.S. Department of Labor (1999). If only full-
time workers are counted, the coverage rate is approxi-
mately 50 percent.

4 Using the methodology of the U. S. Department of
Labor (1999), if a worker has two plans, and one is a
defined benefit, then the worker is automatically
classified as covered primarily by a defined benefit
plan. Only when workers have only a defined contri-
bution plan are they classified as covered by a primary
defined contribution plan.

5 Shares after 1996 assume that the overall coverage

rate remains at 46 percent; pension type shares of this
amount are based on information about labor market
growth on the assumption that the absolute number of
active participants does not decline further.
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Chart 6.5
Percentage of Private Labor Force Covered by Type of Pension, 1980-1999
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benefit firms and industries (e.g., large, unionized
firms in the manufacturing sector), to firms and
industries that traditionally favored defined
contribution plans (e.g., smaller, nonunion firms in
the service sector). Several studies have estimated
that upward of 50 percent of the lost defined
benefit share may be attributable to employment
shifts. But these studies also reveal a sharp decline
in employer preferences for defined benefit plans
across all portions of the private sector.®

The latter point is illustrated in chart 6.6,
which shows the percentage of pension workers in
the private sector covered by a defined benefit plan
in 1979 and 1995 by manufacturing versus
nonmanufacturing sectors, union versus nonunion
workers, and size of plan. The data, which by
construction are independent of employment shifts,
evince two important features.’ First, preferences
for defined benefit plans have fallen significantly in
every category, inclusive of the union sector, the
manufacturing sector, and the largest plan-size
categories. Second, preferences have shifted more
in those sectors that previously had less marked
preferences for defined benefit plans.

Moreover, all of the measures understate
the trend toward defined contribution plans.
During the mid-1980s, an innovative amendment to
a defined benefit plan was introduced that effec-

tively converts a defined benefit plan to a defined
contribution plan without triggering the reversion
tax (see below). These “cash balance” plans assign
individual account balances to workers, and the
rates of return on these accounts are guaranteed
(usually equal to a Treasury rate). This guarantee
is sufficient to retain the defined benefit label, but
for all intents and purposes, these plans are
defined contribution plans disguised as defined
benefit plans.

The empirical problem is that there is no
way to distinguish a cash balance plan from a
traditional defined benefit plan without actual
inspection of the attachments to the annual pen-

6 Several studies have used standard statistical
methods to disentangle the portion of the reduction in
defined benefit market share over time (Clark and
McDermed 1993[ 1990 in refs.] , Kruse (1995), Ippolito
(1998), Gustman and Steinmeier (1992). Generally,
these studies conclude that about half of the reduction
in defined benefit share is explained by employment
shifts, and the remaining half by preference changes
away from these types of plans.

7 The calculations are made directly from the form
5500 tapes in either year.
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Chart 6.6
Preferences for Defined Benefit Plans, by Category, 1979 vs. 1995
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sion plan reports.® Available data suggest that over
the nine-year period 1986-1995, approximately

10 percent of overfunded large defined benefit
plans with at least $25 million in assets have made
the conversion.®

m Analyzing the Problem

While it is apparent that the trend is distinctly
favorable to defined contribution plans, the ques-

tion remains: Independent of employment shifts,
what explains the reduction in preferences for
defined benefit plans? Assuming the defined benefit
plans continue to add value to the firm, then it is
logical to assume that either the cost of using these
plans has increased or new substitute pension
products have reduced demand for the defined
benefit variety. There is ample evidence that both
of these phenomena have occurred.

8 When the amendment is made, the sponsor calcu-
lates the present value of legal pension liabilities and
creates individual account balances usually in these
amounts. Assets beyond these amounts (“excess
assets™) are retained in the plan. The firm awards
future contributions to each worker’s account on the
basis of some formula (often a percentage of pay). The
key feature of the cash balance plan is that it requires
only an amendment to the plan, not termination, and
thus, does not trigger the reversion tax on excess assets
in the plan. The firm can make future contributions to
employees’ accounts from excess assets.

9 The basis for this estimate comes from a special
sample of annual pension reports sent in hard copy to
the PBGC from the Internal Revenue Service Centers.

The sample is principally designed to capture reports
for large underfunded plans, but since the IRS sends
all annual reports for all sponsored pension plans in
those firms, a sample of large salary plans is collected
(these are the kinds of plans expected to have excess
assets). In the 1995 collection year, 264 salary plans
with at least $25 million in pension liabilities were
evaluated by hand, inclusive of all attachments. Fully
28, or 10.6 percent, were cash balance plans. These
figures are similar to those reported in Ippolito and
Thompson (forthcoming) for a longitudinal sample of
defined benefit plans. Starting in the 1999 plan year,
the form 5500 annual pension plan reports will
contain a question asking about cash balance status.
These new data ought to provide the basis for a more
definitive evaluation of the spread of cash balance
plans.




Regulatory Costs

One price-related hypothesis points to higher
regulatory costs for defined benefit plans. To help
evaluate this hypothesis, the Hay/Huggins Com-
pany developed administrative cost indices for
defined benefit plans from 1981 through 1991. For
comparison, they calculated the administrative
costs of operating a 401(k) plan with employer
matching contributions.

The results showed that the differential cost
of operating a defined benefit plan increased for all
size classes over the period, but that the increases
were largest for smaller plans. For example, the
differential cost of operating the largest defined
benefit plan increased by $16 per participant. The
increase in differential cost for a 500-participant
plan was $32. For small plans the increases in cost
was dramatic. In 1981, the differential cost of
operating a defined benefit plan with 15 partici-
pants was $45 per participant. By 1991, the differ-
ence had increased to $227.

Moreover, owing to one-time adjustments to
comply with new legislation, costs in some interven-
ing years during the 1980s were even higher. These
increases are sufficiently high to explain the
substantial reduction in defined benefit plan
preference for small plans (see above), but they do
not plausibly explain the shift to larger plans.

Tax Issues

A related cost hypotheses is that the tax advantage
of using defined benefit plans was reduced through
a series of changes in the tax code. Since these tax
changes predominantly affected defined benefit
plans, the implied increase in tax liability to the
plan sponsor tilted the plan-type decision in favor of
defined contribution.

One example of these changes was the
imposition of the so-called 150 percent full-funding
limit in 1987 legislation, which affected many
defined benefit plans, but numerous other tax
alterations also affected these plans.1? The changes
were particularly effective for firms with relatively
young work forces, presumably the kinds of firms
that are making new pension decisions.1 Unlike
the regulatory cost explanation, the tax hypothesis
is not specific to firm or plan size.

One empirical fact is certain. Funding
ratios clearly have declined markedly over time, and
these reductions are independent of terminations.

Chapter 6

The solid line in chart 6.7 shows the average
standardized funding ratio in each year from a
longitudinal sample over the period 1980-1995
from a recent study of funding (Ippolito, 1999a).12
During the early 1980s, funding ratios generally
increased, reflecting a rebounding from poor
investment returns during the 1970s. Beginning in
the mid-1980s, however, this growth noticeably
flattened, and it began falling after 1990. In 1986,
in the typical defined benefit plan, for every $100
in liabilities, there were $125 in pension assets. By
1995, there was only $107 in assets for every $100
liabilities.

The reduction is not explained by changing
interest rates used to discount pension annuities.
The funding ratios in the figure are calculated
using the same 6.5 interest rate in all years. Nor is
it explained by poor investment performance. The
excess return for a balanced portfolio over the
1986-1995 period was 5.4 percent per annum (the
cumulative value of excess returns is shown by the
dashed-line schedule with closed boxes in
chart 6.7).13 The pattern of funding ratios is not

10 The new funding limit was part of the Omnibus
Budget Reconciliation Act of 1987 and was closely
related to the Pension Protection Act enacted in the
same year. Other changes, however, also were made to
constrain funding. For example, the Tax Reform Act of
1986 prohibited the value of projected wages (that is,
the value of w exp(g(R-a)) in expression 1) from
exceeding $200,000 in nominal terms. In 1992, this
limit was further reduced to $150,000. For most plans,
these constraints are redundant to the full-funding
limit imposed in 1988. For a compilation of all the tax
and cost issues, see ERISA Industry Committee (1996).
Also see American Academy of Actuaries (1993). Hay
Huggins (1989) and Ippolito (1998).

11 The younger the work force the more important the
projection feature of old funding rules, and therefore
the more likely it is that the new funding rules con-
strained funding compared with prior periods.

12 All liabilities are converted to a 6.5 percent interest
rate and GAM 83 mortality.

13 1 use a 50-50 mix of S&P returns and the Solomon
bond index returns for the years 1986 through 1994.
The excess return is r = 2r, + 2ry - r,, where ry is the
nominal returns on S&P stocks, ry, is the nominal
return on long-term corporate bonds, and r, is the one-
year Treasury bill rate. All data are from Ibbotson
(1998). Since pension data reflect beginning-year
values, the returns | use are lagged one year to corre-
spond with the observations on pension funding.
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Chart 6.7
Funding Ratios, 1980-1995
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Chart 6.9
Primary Coverage 1979 and 1995
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1995

suggestive of gradual changes in the retirement
market, say owing to increasing maturity of
pensions, but of some stimulus that plausibly
explains rapid and systematic change throughout
the industry over a relatively short period. Tax
policy is an obvious candidate.

Chart 6.8 shows the distributions of
(standardized) funding ratios for a longitudinal
sample of 1,900 pension plans that existed over the
period 1986-1995. The standardized interest rate
and mortality table are chosen to be consistent with
the
150 percent full-funding limit in 1995 on the
assumption that sponsors chose the lowest permis-
sible current liability interest rate to meet the test.
It is apparent that plan funding fell dramatically
over the period, and that the distribution has fallen
far lower than the level enforced by the introduc-
tion of a new full-funding limit.14

The evidence shows that sponsors have
voluntarily reduced pension plan funding, and that
most plans now have reduced their funding status
well below those affected by the new funding limits.
| have argued elsewhere that the most likely
underlying reason for this change is the introduc-
tion of a sequence of reversion taxes starting at
10 percent in 1986 and reaching 50 percent in 1990.
These taxes effectively increased the sponsor’s legal
pension liability beyond termination values, if and

only if, it maintained overfunding in the plan. The
financial implications of this change are apparent,
and have led most firms to shed a large portion of
excess assets in the defined benefit plans that they
sponsor (Ippolito, 1999a).

Introduction of 401(k) Plans

An alternative (but not mutually exclusive) expla-
nation for the observed switches in plan prefer-
ences away from defined benefit plans is the
introduction of 401(k) plans. In effect, a new
competing product was introduced to the market,
which worked to reduce demand for defined benefit
plans.

Arguably, 401(k) plans are a superior
variety of defined contribution plans. Like tradi-
tional defined contribution plans, the 401(k)
permits an unconditional employer contribution
(either a fixed dollar amount or a percentage of pay,
or profits) to all employees. Beyond this, however,
the 401(k) is unique. First, workers can make
voluntary pre-tax contributions to the plan, afford-
ing them more freedom to attain desired savings
rates beyond the employer’s contribution. Second,

14 | chose the 6.5 percent interest rate because it was
the lowest allowed for purposes of calculating the limit
in the 1995 plan year.
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the firm can match part or all of worker contribu-
tions. The matching feature of the 401(k) plan
permits the firm to selectively pay higher wages to
workers who reveal themselves as savers.

In some sense, the growth of 401(k) plans
is at odds with the increasing-cost hypothesis.
Compared with a straightforward money purchase
or profit-sharing plan, the 401(k) plan is more
costly to administer because the voluntary contri-
bution rates must be monitored to ensure compli-
ance with Internal Revenue Code discrimination
requirements. These laws restrict the amount that
higher-paid workers can contribute compared with
lower-paid workers.

The market penetration of 401(k) plans has
been substantial. For example, consider that over
the period 1981-1995, while traditional defined
contribution plans (i.e., those without a 401(k)
component) increased their share in the primary
pension market from 17 percent to 24 percent,
401(k) plans captured 26 percent of the primary
pension market. That is, in 1995, one in every four
covered workers in the single-employer universe
was covered exclusively by a 401(k) plan
(chart 6.9).1°

Impact on Defined Benefit Plans

The introduction of 401(k) plans had two effects on
the demand for defined benefit plans. First, it
reduced the demand for defined benefit plans.
Second, it made the demand more sensitive to
price. The higher price elasticity reflects the
existence of viable substitutes, namely 401(k)
plans, making defined benefit plans more vulner-
able to increases in their after-tax operational
costs. The system might have tolerated either the
introduction of the new substitute or higher
regulatory and tax costs. The combination of these
factors at a time when employment growth was
not favorable to these sectors overwhelmed the
industry.

m Lessons from the Trends

Looking forward over the next 25 years, the
evidence is not favorable for a viable defined
benefit pension system in the private sector. The
defined benefit share of covered workers has fallen
in half from 1983 to 1999, and further, the absolute
number of active workers in these plans is falling.

The plans that remain are substantially more
mature and less well funded than in the 1980s. And
there is a decisive trend in favor of cash balance
amendments, meaning that the trend toward
defined contribution plans is more pronounced than
suggested by the estimates reported above and
elsewhere. For all intents and purposes, the future
of defined benefit plans in the private sector may be
limited to a small portion of covered workers.16

In addition, since employment shifts have
dramatically favored firms and industries that
traditionally had the lowest demand for defined
benefit plans, it follows that, to have appeal in this
market, the defined benefit vehicle likely needs to
be reconsidered to allow more of the features of
defined contribution plans. This may be one reason
for the growing popularity of cash balance plans
and the higher frequency of lump-sum options in
defined benefit plans, which again emphasizes the
drift toward plans with defined-contribution plan
characteristics.

® The New Pension Economics:
The Power of Sorting

An important question from the perspective of
efficiency is whether the trend toward defined
contribution plans has important implications for
employers who previously relied on defined benefit
plans to help them manage the overall productivity
of their work forces, notably by helping reduce the
quit rate and by providing a way to control the
distribution of retirement ages in the firm. Clearly,
these “behavior-modifying” characteristics of
defined benefit plans have dominated pension
economics over the past two decades.

In thinking about this problem, it is useful
first to recall that employment patterns have

15 This number excludes workers who had a 401(k)
plan but chose not to contribute. The U. S. Department
of Labor does not include noncontributors to the 401(k)
plan. See U.S. Department of Labor (1999).

16 Defined benefit plans continue to dominate in the
public sector (Employee Benefit Research Institute,
1997). Even here, however, there are some signs of
change. For example, for all hires after 1983, the
federal government defined benefit plan is about half
as generous as the old plan. It now is supplemented by
a matching 401(k) plan.



shifted away from the kinds of employers that
previously attached highest value to these kinds of
plans (chart 6.6); thus, the marketplace is now
dominated by the kinds of employers that histori-
cally were less enthusiastic users of defined benefit
plans in the past. Second, the rapid spread of
defined contribution plans, especially the 401(k)
variety, has caused a rethinking about the dismiss-
ive idea that these plans are mostly tax-favored
savings accounts with few implications for
employers.

The genesis of the new thinking, or per-
haps the rethinking of an old idea, is that the most
important impact of pensions may not be in their
power to affect the behavior of employees but
rather to help the firm select and retain high-
quality workers. The idea is that worker attributes
are more or less a given, and thus it is difficult for
employers to alter the behavior associated with
these characteristics. In this approach, it is more
profitable for firms to find ways to select the kinds
of workers that the firm wants in their employ, and
to encourage those that are not suited to the firm to
either not enter in the first place or, if they do
enter, to make a quick departure. The interesting
question is how pensions can help the firm attain
these goals.

An important paper that introduced
“selection effects” to labor market literature is
Salop and Salop (1976). They argued that there are
two kinds of workers, “quitters” and “stayers.” In
this model, any deferred wage scheme naturally
attracts stayers because quitters tend to attach a
lower probability of obtaining the deferred portion
of the wage. Viewed in this way, a defined benefit
plan does not so much sway workers’ decisions
whether to quit or stay with the firm, but rather
acts to select a disproportionate number of stayers
to the firm’s employ. The very act of setting up such
a scheme accomplishes lower quitting. Evidence
reported in Allen et al. (1993) and Ippolito (1998)
find evidence using quit rate data that are consis-
tent with this idea.

More recently, findings reported by
Gustman and Steinmeier (1993, 1994) show that,
compared with the quit rates of uncovered workers,
quit rates of workers in defined contribution plans
also are abnormally low (although not as low as
rates in defined benefit plans). This is a somewhat
peculiar finding because the existing pension
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economics literature explains lower pension
quitting by appealing to the pension capital losses
imposed on workers who prematurely leave firms
that use defined benefit plans. But defined contri-
bution plans do not impose a substantial cost on
those who quit.1? This finding raises the question
whether pensions in general provide a kind of
sorting function for stayers, and, if so, how and why
this sorting works.

One idea | have advanced is this: the
attribute that makes some workers “savers” also
makes them “high-quality” workers (Ippolito,
1999b). Thus, any compensation package that
emphasizes pensions will naturally attract savers.
Assuming that firms will expend more effort to
retain their best workers (by paying them more,
among other things), then it follows that high-
quality workers will more often attain long tenure.
We now have the connection we want: pensions
attract savers, who also are high-quality workers.
Since the firms will work harder to retain their
better workers, it follows that savers will tend to
exhibit the characteristic of being a “stayer.”
Elsewhere, | have reported substantial empirical
evidence supporting the hypothesis that 401(k)
savers have higher performance ratings, higher
rates of and future promotions, less absenteeism, a
lower likelihood of being fired or laid off, and so on
(Ippolito, 1998).

These findings imply that the use of
ordinary pension plans can encourage desirable
sorting at a lower cost than defined benefit plans. If
firms use defined benefit plans, they must pay a
premium to workers because they sacrifice their
opportunities to leave the firm for a higher wage
elsewhere,18 that is, workers will not indenture
themselves for zero compensation (Ippolito, 1998).
In addition, as shown above, firms are not permit-
ted to fully fund defined benefit plans, particularly
if they have an ‘immature”age-service structure in

17 Apart from a short vesting period, the value of
pension accounts belong to workers, and thus, is not
affected by their decision to leave.

18 That is, defined benefit plans award full value only
to workers who stay until retirement age; those who
leave early absorb substantial pension capital losses.
This means that looking ahead, workers who enter
these contracts know that they will find it uneconomi-
cal to take some higher-paying jobs that might arise
over their tenure with this firm (Ippolito, 1998).
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the firm, and thus are at a tax disadvantage
compared with equally generous defined contribu-
tion plans. They also incur more regulatory costs
and are less flexible than defined contribution
plans; and firms cannot terminate the plan without
incurring confiscatory reversion taxes. Sponsors
also are required to participate in a pension
insurance system that poses the possibility of
catastrophic risk on sponsors of defined benefit
plans.1® Thus, if defined contribution plans can
accomplish important sorting effects, it follows that
it may be economical to use these plans in place of
their more expensive counterparts.

®  An Underlying Theory of the
Sorting Principle

Why are savers better workers than nonsavers? |
have advanced the notion that an important
component of the explanation may lie in the
worker’s discount rate (Ippolito, 1998). It is natural
to think that the quality of being a low discounter
enhances productivity. Low discounters are less
likely to take a day off on a whim, instead valuing
the long-term implications of absenteeism on their
reputation for reliability. They are less likely to
mistreat machines and equipment because they
recognize the long-term benefit of being labeled a
“low-cost” employee. And they are motivated to
work hard to gain the benefits of more promotions.
In short, the self-motivation of low discounters
economizes on firms’ monitoring costs.20

High discounters are influenced dispropor-

tionately by benefits realized over a short horizon,
and thus the firm either must expend resources to
encourage them to act as though they have a lower
discount rate, or accept the implications of myopic
behavior. | do not propose that high quality is
defined exclusively by workers’ discount rates, but
rather that, for some firms, the dominant traits of a
high-quality worker are highly correlated with this
attribute.

Sorting of High and Low Discounters

All other things the same, it is natural to think
that firms that offer pensions tend to attract low
discounters. Low discounters attach a high value to
a pension plan, whereas high discounters attach a
disproportionate value to cash compensation only.
Thus, the first-order effect of pensions is to attract
savers. In a perfect world, no high discounters
would enter a pension firm. But information is not
perfect in the job market, and job choices may be
limited to those that do not offer the worker’s ideal
mix of compensation components.?1

A natural outcome of this process is that
firms set up to employ low discounters must
contend with the entry of some high discounters.
The firm’s problem is to minimize the costs of these
hires either by encouraging their early exit or by
inducing them to pay themselves a lower wage. A
shortcoming of defined benefit plans is that, once
high discounters enter, there is no obvious way to
find them and encourage them to leave. Defined
contribution pensions plans are natural vehicles to
effect these outcomes.

19 Defined benefit plans are covered by mandatory
federal insurance in the event of underfunding at the
time of bankruptcy (administered by PBGC). The fees
bear only a vague resemblance to market pricing, and
more importantly, the insurance is not hedged. Thus,
the bankruptcy of a few large firms can create dra-
matic deficits that pose the risk of substantial premium
assessments on those who remain viable. The problem
can become particularly acute in periods of poor stock
market performance and low interest rates. While
taxpayers as a whole presumably hold some portion of
this implicit government guarantee, sponsors of
defined benefit plans presumably are the first line of
financing for catastrophic insurance events that befall
the system.

20 |ow discounters are also natural candidates for
production functions that emphasize the development

of firm-specific capital. But the focus of the paper

is limited to the self-discipline aspects of low discount-
ers. Thus, the efficiency of sorting arises from the
simple proposition that low discounters require less
monitoring.

21 |t is natural to think that low discounters will more
often be successful in their search for a job that is a
good match. Job shopping is inherently an investment
activity. Shopping costs incurred early in the career
result in the long-term benefits of finding the “right”
job. Low discounters should thus invest more in the
search process and have a greater likelihood of
selecting a firm that values their long-term outlook.
High discounters presumably are less-careful job
shoppers, and thus more frequently take jobs at

firms with production functions designed for low
discounters.



The Economics of Quitting a Defined
Contribution Firm

I now consider the efficacy of a defined contribution
pension in correcting hiring errors. Suppose that a
firm offers a simple defined contribution plan
where it contributes some amount, S, of workers'
pay to their pension accounts. Vesting is immedi-
ate. Borrowing is not permitted. While this com-
pensation component seems naively simple, it
provides a valuable sorting function for the firm.
A key feature of defined contribution plans from
this perspective is the condition attached to the
pension: in order to obtain the balance in the
account, the worker must quit. In effect, the
contribution to the worker’s account is a form of
forced savings. Low discounters attach value to
having savings for consumption in future periods
and therefore see the account balance as just
another form of compensation. In contrast, high
discounters attach little value to future periods,
and want to spend their income immediately. To
them, monies in a deferred account are less valu-
able than cash in hand. The desired incentive is
attained: high discounters are more likely to quit
the firm in order to obtain access to the monies in
their pension accounts.

We now have an economic function for
defined contribution plans: The lump sum provided
by defined contribution plans upon quitting encour-
ages high discounters to select themselves for early
departure from the firm. In effect, the plan continu-
ally sifts the work force for high discounters,
thereby improving the composition of the firm’s
work force over time. Workers who are the highest
discounters are most likely to quit with the shortest
tenure: They are anxious to obtain access to the
amount S in their accounts. Those with the next-
highest discount rates are most likely to leave next.
That is, at the end of the second period of tenure,
the available lump sum is 2S, and after the third
period, 3S, and so on. Gradually, all the high
discounters find it economic to depart the firm.
Workers who demonstrate that they can resist the
lump sum reveal their low discount rates. The firm
accomplishes the desired effect without expending
any resources.

The Economics of 401(k) Plans

I have thus far considered only defined contribution
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plans to which the firm contributes a fixed percent-
age of pay. I now consider a more flexible defined
contribution plan, the so-called 401(k). Such a plan
can be characterized by fixed contributions like a
plain defined contribution plan. But it also permits
workers to make voluntary tax-deductible contribu-
tions, often with employer matching contributions.
Since 401(k) plans permit workers to choose their
savings rate, they are more efficient savings
vehicles than plain defined contribution plans. This
proposition is apparent. But 401(k) plans also can
play a sorting role in the firm. In contrast to
ordinary defined contribution plans that rely
entirely on the sorting out feature of plain defined
contribution plans, 401(k) plans encourage workers
to align their pay and productivity.

The economics of the matching provision in
401(k) plans is simply put: Among otherwise
identical workers, firms pay savers more than
nonsavers. In a plain defined contribution plan, the
firm can, and presumably does, reduce the cash
wage in exchange for the pension contribution. But
401(k) contribution decisions are voluntary. Pre-
sumably, the firm does not ex post selectively
reduce cash wages of particular workers who
receive matching amounts. It also is reasonable to
assume that profit-maximizing firms do not award
“extra” wages to workers unrelated to their value of
marginal product. These facts suggest that firms
that pay matching amounts in the 401(k) plan
attach special value to workers who are inclined to
save.

| advance the idea that firms employing
matching formulas are effecting a valuable sort,
albeit a more sophisticated one than the lump-sum
effects in plain defined contribution plans described
above (Ippolito, 1998). By relying more on volun-
tary savings decisions, the employer sacrifices some
of the benefits of forced savings that characterize
plain defined contribution plans and thus loses
some of the sorting-out effects of available lump
sums. In return, without expending monitoring
costs, the firm encourages workers to align their
pay and value of marginal product across discount
rates.

®m Conclusion

It is apparent that, after dominating the private
sector for almost 100 years, defined benefit plans
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no longer are the plan of choice. Defined contribu-
tion plans now have almost 60 percent of this
market, and projections seem favorable for their
further expansion of market share until they have
attained dominance during the next decade.

Part of this trend is attributable to shifts in em-
ployment patterns that favor firms and industries
that traditionally had a lower preference for
defined benefit plans. But the increasing regulatory
burden and unfavorable developments in the tax
treatment of defined benefit plans also contributed
to their demise. These cost issues were particularly
detrimental in the face of a new competing pension,
the 401(k) plan, that itself enjoyed the full benefits
of favorable pension tax treatment and less regula-
tory burden, particularly in the sense that workers
are not required to save in these plans, nor are
employers required to contribute if workers choose
not to participate.

The rise of defined contribution plans does
not imply a lesser role for pension economics. It
merely shifts the emphasis toward different ways
in which pensions can help firms improve their
productivity. The new pension economics recognizes
the importance of defined contribution plans in
effecting desirable sorting functions. Savers are
better workers than nonsavers, and thus any
compensation scheme that emphasizes pensions
will tend to sort in a disproportionate number of
higher-quality workers. At the same time, these
plans encourage nonsavers who enter pension firms
either to self select themselves out of the firm after
a short tenure or to choose to pay themselves lower
compensation by eschewing the matching 401(k)
plan offered by the employer. The future of the new
pension economics lies in further evaluating the
impact of various defined contribution configura-
tions on selection and in helping devise new
approaches to accomplish the desired combination
of skills in the firm.

In addition, new ways will have to be
discovered to encourage the timely departure of
older workers without violating discrimination laws
that have been enacted. | have shown elsewhere
that older workers clearly become less productive
in firms while in their 50s mostly because of
deteriorating heath (Ippolito, 1999c), and thus,
ruling out age-based wage reductions that are
fraught with litigation potential, firms will need to
figure out how to “sort out” older workers in a

timely fashion without the time-honored incentives
in defined benefit plans.

Finally, the trend toward defined contribu-
tion plans also has clear implications for the
retirement income of future generations of retirees.
Clearly, employees have more control over their
own savings rates in the new plan environment and
have more say in their choice of portfolios in their
plans. It is not obvious that these changes neces-
sarily mean an alteration in the distribution of
income over older ages in the future. But much
empirical work will need to be done to study the
long-term impact of these changes on the elderly’s
living standards. | have not addressed these issues
in this discussion. Clearly these efforts will com-
prise the public policy segment of the new pension
economics literature.
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Organized Labor’s Perspective on the
Future of Defined Benefit Pension Plans

by David S. Blitzstein, United Food and Commercial
Workers International Union

® Introduction

Historically, the labor movement played a major
role in creating the modern private pension system
in America. The first pensions negotiated in coal,
auto, and steel in the late 1940s and early 1950s
set the pattern for pension benefits in union and
nonunion firms that eventually spread to 40 per-
cent of the work force by the 1960s.

The defined benefit pension model is quite
compatible with basic union principles. Zvi Bodie's
description of “pensions as retirement income
insurance” is something that unions and workers
understand. The five risks to retirement income
security that Bodie described—replacement rate,
Social Security retrenchment, longevity, investment
risk, and inflation—have traditionally been pension
bargaining objectives that Labor has tried to
mitigate and protect workers from.1

The labor movement also espouses an
institutional system of economics in which the role
of unions is to ensure that the human and social
costs of work do not fall totally on workers. This
system of trade union economics is based on the
believe that benefits like pensions are a fixed social
overhead cost that has equal status with the fixed
costs of capital of the corporation. The following
statement from the fact-finding board in the 1949
steel industry labor dispute is consistent with this
concept of fixed social overhead cost: “...we think
that all industry, in the absence of adequate
government programs, owes an obligation to
workers to provide for the maintenance of the
human body in the form of medical and similar
benefits and full depreciation in the form of old-age
retirement—the same way it does now for plant
and equipment.2 This historic government decision

is the very essence of the post-World War 11 social
contract understanding among labor, management,
and government. A critical corollary of this trade
union theory is that social costs should not be
shifted elsewhere and that firms that fail to pay the
full-cost social wage to their workers should not be
subsidized by government or other firms.

I mention this history and economic theory
to put Labor’s view of private pensions in proper
perspective. Labor embraced defined benefit plans
because they are a natural outcome of our political
and economic philosophy as a social institution.
Unfortunately, economic and social trends have
turned against both organized labor and the defined
benefit pension plan system. In fact, there is reason
to believe that the survival of the $3.0 plus trillion
defined benefit pension system is at risk.

The stagnation and decline of the tradi-
tional defined benefit plans cannot be analyzed as
an isolated event within the limited context of
employee benefits or the American retirement
system. The decline of defined benefit plans is
symptomatic of greater social change and possibly a
portent of future social and economic conflict in
America. In the greater scheme of things, from the
perspective of political economy, the defined benefit
vs. defined contribution debate reflects a series of
critical policy dilemmas in our country, including
the role of the corporation.

1 zvi Bodie, “Pensions as Retirement Income Insur-
ance,” Journal of Economic Literature, Vol. 28 (March
1990): 28-49.

2 Steel Industry Board, Report to the President of the
United States on the Labor Dispute in the Basic Steel
Industry, September 10, 1949, p. 55.
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m The New Economy

The backdrop to these policy dilemmas is the
emergence of the so-called “new economy” with its
low unemployment, job growth and wage modera-
tion, and growing prosperity gap. But according to
MIT labor economist Paul Osterman, what is
fundamentally new are the rules that govern the
labor market. “The ties binding workers and
companies have frayed”. In Osterman’s words, “In
the new era, profitable companies lay off employees
... various forms of temporary and contingent
employment are on the rise ... (the resulting) lack of
loyalty (between employer and employee) works
both ways ... and pay for performance is the norm
and the rhetoric of the market has penetrated
deeply within the firm ... resulting in a explosion of
inequality.”® What Osterman describes has obvi-
ously resulted in a dramatic weakening of the labor
movement. The balance of power between labor and
management has moved against workers. We are in
a period where employers are all-powerful and they
know it.

The new economy manifests itself in the
private pension system with the displacement of
the social contract model by a model that promotes
“individual responsibility,” employee empowerment
and firm flexibility at the expense of risk sharing
and the breakdown of group insurance. This
transition to the individual responsibility model
has been greatly accommodated by one of the
longest periods of economic growth and stock
market boom in U.S. history. Many commentators,
including myself, question whether the individual
responsibility model can survive the test of a
prolonged market downturn or a recession. Only
time will tell.

But have the individual responsibility
model and its tool—the defined contribution plan—
really been accepted? Recent surveys raise serious
questions. This past summer Fidelity Investments
surveyed 401(k) participants and found that only
8 percent were confidant that they will have
enough money to retire.* The Fidelity survey also
discovered that 50 percent of those surveyed had
taken loans from their 401(k) accounts. Another
recent survey sponsored by Consumer Federation
of Primerica found that Americans were in no mood
to save despite eight consecutive years of prosper-
ity. Of those participating in the survey, one-half of

the households had accumulated less than $1,000
in net financial assets, and 40 percent of those
earning less than $35,000 believe they are more
likely to accumulate wealth by winning a lottery
than by careful saving and investing.> It would
seem that in the current environment, the quiz
show “Who Wants to be a Millionaire?” resounds
more with the public than the lofty ideals of
individual responsibility.

Hugh Heclo, who has written on political
risk and Social Security reform, has highlighted a
serious flaw in the defined contribution model that
is worth noting. Heclo argues, quite logically |
believe, that the foundation of individual account
plans, namely, that “its your own money,” will make
it more difficult in the long run to sustain such nest
eggs for retirement.® This would suggest that
politicians will never have the courage to resolve
the defined contribution leakage problem, convert-
ing defined contribution plans into real retirement
systems.

Management theorists are also thinking
about the implications of shattering the social
contract and whether the individual responsibility
model is wearing out its welcome. In a recent
forum, Sanford Jacoby of UCLA described the real
change occurring in the employer-employee rela-
tionship as a shift in the “risk burden.” “It's the
logic of managed care, it's the logic of larger
deductibles, it's the logic behind the shift from
defined benefit to defined contribution plans, it's
the logic of the open-ended yet continuing employ-
ment relationship.” In the same policy forum, Peter
Cappelli, director of the Wharton School’s Center
for Human Resources, talked about “management
without commitment” and how this new environ-
ment raises serious problems for employers in

3 Paul Osterman, “Comment and Analysis,” Financial
Times, Sept. 17, 1999.

4 Arleen Jacobuis, “Few 104(k) participants confident
their retirement savings are adequate,” Pensions &
Investments, July 26, 1999, p. 51.

5 Financial Times, “Americans in no mood to save
despite eight years of prosperity,” October 29, 1999.

8 Hugh Heclo, “Political Risk and Social Security
Reform,” National Academy of Social Insurance Social
Security Brief, no. 1 (September 1998).



terms of retention of valuable employees.’

Margaret Blair, a senior fellow at
Brookings, in her book Ownership and Control,
posits that if human resources are critical to the
success of the firm, then firms will experience
increasing pressure (1) to improve their ability to
attract and retain these resources; (2) modify their
investment practices to ensure these human
resources are fully developed, utilized, and do not
depreciate; (3) and, modify their compensation and
governance structures to better align the interests
of employees and shareholders.? If this human
resource primacy model of management really
takes hold, firms might have no choice but to
accommodate an aging work force with real pension
plans. This presents the possibility that employers
may have reason to re-think the utility of defined
benefit plans.

Cost and competition are primary drivers
in an employer’s decisions not to sponsor defined
benefit plans or to terminate plans altogether. I'm
sure this is the driving force behind many employer
efforts to convert traditional defined benefit plans
into cash balance plans. A recent article by Barry
Riley in the Financial Times of London captured
the point so well.? In that perfect British under-
statement, Riley reminded us that “in the long run,
pensions do cost a lot of money.” The pressures of
globalization, disinflation, and cut-throat domestic
competition have further influenced employers to
limit or eliminate their pension obligations. The
fact that 50 percent of the work force has no
retirement program and that less than 25 percent
of the work force participates in a defined benefit
plan accentuates these competitive pressures.
Moreover, the Financial Accounting Standards
Board’s FASB 87 accounting rules lay another
liability and risk factor on defined benefit plans
that most employers would prefer not to contend
with. FASB’s treatment of defined benefit plans on
a termination/settlement basis, ignores the fact
that they are ongoing entities. My own opinion is
that FASB 87 in its current form greatly weakens
employer support for defined benefit plans.

What I find interesting about the current
environment is that employers are dropping their
commitment to defined benefit plans when many of
these plans have been overfunded for long periods
of time and have provided employers with extended
contribution holidays. In effect, defined benefit
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plans with prolonged contribution holidays were
more than cost competitive with defined contribu-
tion plans that were making matching contribu-
tions upwards of 5 percent of payroll.

This is where | believe Sylvester Schieber,
of Watson Wyatt, has offered some exceptional
insights. In a recent report he prepared called
Stretching the Pension Dollar, Schieber suggests
that “the contribution holidays created by
OBRA '87 ultimately may prove to be a narcotic
that will be the death knell for some defined benefit
plans.”0 Schieber demonstrates that the pension
liabilities incurred by the increasing age and
tenure of the work force will catch up with the
overfunding of the early 1990s. When it does, the
shock for some employers of having to re-institute a
pension contribution of 7 percent to 8 percent of
payroll after paying nothing for so many years will
prompt employers to abandon their defined benefit
plans en mass.

Whether it's Social Security reform or
private pension reform, citizens and policymakers
invariably reject the notion that “there is no free
lunch.” Unfortunately, our half-broken retirement
system is about to give us a reality check on the
subject of the real cost of providing adequate
retirements. Again, Sylvester Schieber, in an article
titled Retirement Income Adequacy at Risk, esti-
mates that workers who start saving at age 32, at
various salary levels between $12,500 and $80,000,
would have to save between 11.1 percent and

7 Bureau of National Affairs Pension Benefits, “Labor
Relations Scholars Analyze Shift in Employer-
Employee Relationships,” Vol. 26, no. 17 (April 26,
1999): 1180.

8 Thomas A. Kochan and Margaret M. Blair, “Human
Capital and the American Corporation: Perspectives
from Industry,” Perspectives on Work (The Magazine
of the IRRA), Vol. 2, no. 1 (1998).

9 Barry Riley, “The Trouble with Pensions,” Financial
Times, Nov. 13-14, 1999.

10 gylvester J. Schieber, Richard Joss, Marjorie M.
Kulash, Stretching the Pension Dollar: Improving U.S.
Retirement Security and National Savings by Enhanc-
ing Employer-based Pension Plans. Prepared for the
American Council for Capital Formation and the
Association of Private Pension and Welfare Plans, Aug.
1999, p. 7.
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23.5 percent of salary each year to meet acceptable
replacement income rates.1l These are not small
numbers, and they are significantly higher than
what most workers are actually saving through
their defined contribution plans. The message is
not an easy sell politically because it is harsh and
real. There is no free lunch, and if we want to avoid
a return to the future where 50 percent of the
retired population is living in poverty, private
pensions will have to play a major role. The only
other option is to expand Social Security into a
national retirement program with much higher
levels of replacement income, requiring a sizable
increase in taxes.

Bottom-line, defined benefit plans are in
trouble and facing serious issues of survival,
ironically at time when they should be actively
promoted and defended by public policymakers. A
dismantling of the defined benefit pension system
would be a generational tragedy that would greatly
exacerbate the retirement savings/demographic
crisis that is a constant theme throughout the
developed world. In some strange Orwellian way,
defined benefit plans have become a victim of their
own success. Their overfunded status and surplus
assets are seen as a liability and a tax revenue
drain by corporations and government. A viable
pension system is in the process of being dis-
mantled at a time when it has reached its financial
zenith, for lack of outspoken advocates and strong
constituents.

m A Possible Future for Defined
Benefit Plans

Is there another “future” for defined benefit plans?
I will describe a few “what if” scenarios:

1. The “market-collapse” scenario could greatly
discredit the individual responsibility model,
and refocus attention on the strong attributes of
defined benefit plans. Of course, the market-
collapse scenario is a two-edged sword that
would also hurt defined benefit plans. Yet,
because of their actuarial funding structure, the
financial pain will not be as immediately felt in
defined benefit plans. In contrast, the psycho-
logical pain of shrinking defined contribution
accounts would be something akin to the bank
failures of the Great Depression.

2. The rethinking of the social contract between
employer and employee might offer another
opportunity for a defined benefit plan rebirth.
The acceptance of emerging management
theories and their new emphasis on the critical
competitive nature of human resources could
change corporate governance structures and
accounting decision-making systems. Social cost
accounting might gain credibility as firms find it
necessary to measure the extent of their human
capital investment. Under such a scenario,
defined benefit pensions might be measured as a
capital investment rather than as a total
liability. Employers would also see that defined
benefit plans can be an effective tool for retain-
ing older workers, which could become a serious
competitive advantage as the work force ages. In
the meantime, defined benefit plans need to
experiment with pension benefits and employ-
ment arrangements that phase in retirement in
a cost-effective way to avoid unnecessary
turnover and training costs for sponsoring firms.
Robert Paul’s ideas about reconsidering volun-
tary employee contributions in defined benefit
plans should also be explored.12

3. A third scenario involves the White House and
Congress. At some point government will have
to tackle the pension coverage problem in our
system. So far Congress has avoided this critical
issue by tinkering with tax regulation and
creating fiscally dangerous front-loaded indi-
vidual account solutions to promote savings.
This too will fail. A movement will grow, similar
to the Townsend movement or the railroad
workers pension campaign in the 1930s, or
maybe modeled off the popular “living wage
movement,” which has had success in over
40 locations nationwide, to pressure politicians
to fix the coverage crisis. One possibility is that

11 Dan M. McGill, Kyle N. Brown, John j. Haley,
Sylvester J. Schieber, Fundamentals of Private
Pensions, 7t Edition (Philadelphia: Pension Research
Council, The Wharton School of the University of
Pennsylvania, 1996).

12 Robert D. Paul, “Is the Time Right for Allowing
Pretax Employee Contributions to Pension Plans?”
Compensation & Benefits Management (Winter 1996):
14-19.



Congress will mandate a “minimum pension
contribution” for employers similar to the
minimum wage. Existing private plans would be
allowed to compete for newly covered workers
and their minimum pension contributions in
similar industries. Instead of creating thousands
of new plans, employees could elect into existing
employer plans based on benefit design, in effect
creating a series of industry multiemployer
plans. The existing rules and regulations for
multiemployer plans could be modified for this
new model. Also, the Australian superannuation
pension model might provide insights.

Chapter 7

Another option is that Congress might
adopt a “responsible corporation” legislation similar
to that proposed by a Democratic Congressional
task force chaired by Sen. Jeff Bingaman (D-NM)
that creates a new category of corporation that
would receive a variety of benefits from government
in exchange for maintaining a more reliable social
compact with its employees, including defined
benefit pension plans. The corporation would
receive favorable tax treatment, selective regula-
tory relief, and certain training and technology
subsidies in return for rebuilding a social contract
with its workers.

Hopefully, the future of defined benefit
plans will receive the attention it deserves in the
upcoming presidential and congressional cam-
paigns.
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Small Business Defined Benefit Plans
by Kathleen Havey, Chamber of Commerce

of the United States

® Introduction

Every other year, the U.S. Chamber of Commerce
does a study of businesses of every size, sector, and
region of the country on their employee benefits
policies. And to take two years for comparison sake,
since we are at the 25th anniversary of the Em-
ployee Retirement Income Security Act (ERISA),
looking between the years 1975 and 1998, we see
that spending on retirement benefits as a percent-
age of payroll has actually increased by more than
25 percent in the last 25 years or so. Yet, in relative
terms, it should come as no surprise to you that the
proportion of retirement dollars being spent on
defined benefit pension plans has decreased
substantially, while the most significant increase
was, of course, in the 401(k) arena, a category that
didn’t even exist when we were asking the ques-
tions back in the early 1970's.

m Overcoming the Barriers

Where are we now? Dallas Salisbury's discussion?
and the Small Employer Retirement Survey do a
good job of laying out some of the barriers to
retirement plan formation. | would like to discuss
three of the major reasons employers cited more
than half of the time by respondents for not offering
a retirement plan. Number one, employees prefer
wages and/or other benefits. Number two, required
company contributions are too excessive. And
number three, revenue is too uncertain to commit
to a plan.

What can be done to counter these barriers
to plan formation? | would like to take a slightly
more optimistic look at how we can develop plan

1 See Dallas L. Salisbury, “Development of Private
Retirement Programs,” in this volume.

coverage in the small business market. Clearly
businesses feel the need to be on somewhat of a
secure footing before they are interested and
willing to take a look at starting a retirement plan
of any sort. | don't think there is anything we can
do to convince the brand new start-up business to
set up a plan for their workers right off the bat.
And in fact, according to the data from EBRI,
almost every company that has a retirement plan
also has paid vacation time and health care cover-
age; those two benefits generally are offered by
employers before retirement benefits.

However, since small businesses are really
driving the economy in terms of job creation and
formation, we cannot ignore this particular sector
of the labor force. The U.S. Chamber is forming a
partnership with the Department of Labor and the
Small Business Administration to launch a Web
site that will be geared toward small business
owners to help them decide which type of pension
plan is best for them.

The whole process of figuring out, “Is it a
401(k) or is it a savings incentive match plan for
employees (SIMPLE) or would | want to go with a
defined benefit plan?” can be very intimidating to
small business owners, for whom retirement plans
are far afield from their core line of business. The
Web site that we are putting together will walk
employers through some very basic questions about
whether they want to have an employee match or
not, what type of vesting criteria they would have,
and so on. At the end, the site outlines which
retirement plan best meets the employer’s criteria.
We hope to have this Web site launched in the first
quarter of next year. And we are very optimistic
that it will help educate employers on some of their
options.

Second, employees prefer wages and/or
other benefits. Now this is a common refrain that |
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hear from a lot of plan sponsors, and certainly it is
common among those who do not sponsor a plan.
Here again, education is the key to showing em-
ployees why it is in their best interest to have a
retirement plan at work and to participate in it. We
have seen in the last couple of years that the media
are paying closer attention to this issue as the baby
boomers get a little bit closer to their retirement.

We need to have the infrastructure in place
so that, as more and more people and businesses
become concerned about retirement, the tools are
there with the least amount of obstacles possible
for as many people to be covered as possible.

Third, required company contributions are
too expensive. Now as | have alluded to earlier, the
notion of diving into the complex regulations and
statutes governing pensions and retirement plans
is very intimidating to many small business
owners. However, on the legislative front there are
a number of things we can do to help incentivize
small business plan formation.

One issue that is addressed by Jack
VanDerhei? is the Secure Assets For Employees
(SAFE) and the Secure Money Annuity or Retire-
ment Trust (SMART) plans. I won't go into the
details of those plans since he has covered it, but |
will point out that according to Paul Yakoboski,3
81 percent of the net loss of defined benefit plans
are in companies with fewer than 25 workers. And
so here again | think offering as many viable
retirement options to this segment of the work force
as we can is really essential.

SAFE and SMART are important proposals
currently pending before Congress. However,
because SAFE and SMART are a type of cash
balance plan, | think that passing any new legisla-
tion right now encouraging the formation of cash
balance plans is treading on risky ground. Attempt-
ing to move SAFE or SMART through the legisla-
tive process would immediately tie the bills into the
larger controversies, regardless of whether the
issues were directly related or not. We cannot

2 See Jack VanDerhei and Ken McDonnell, “Current
Provisions and Recent Trends in Qualified Single-
Employer Defined Contribution Plans in the Private
Sector,” in this volume.

3 See Paul Yakoboski, “Overview of the Defined Benefit
System,” in this volume.

expect to pass SAFE or SMART or a compromise
before the larger cash balance issues are addressed.
However, | believe that these bills are worth trying.
We cannot know if they are going to be successful
or not unless we do pass them into law. And | hope
that next year the climate will be right for us to be
able to move ahead on that issue.

m Legislation

Finally, I want to briefly mention a few of the
provisions in more comprehensive bills that are
currently pending before Congress: H.R. 1102,
introduced by Reps. Rob Portman (R-OH) and
Benjamin Cardin (D-MD); S. 741, introduced by
Sens. Bob Graham (D-FL) and Charles Grassley
(R-1A) and S. 646, introduced by Sens. William
Roth (R-DE) and Max Baucus (D-MT). The provi-
sions | will mention are included in some or all of
these bills.

First of all, modifications to top-heavy
requirements. Currently, small businesses, in
addition to whatever match or nonelective contribu-
tion they make into a retirement plan, also are
often considered to be top-heavy plans and there-
fore have to make additional contributions above
and beyond what they already were planning on
contributing. These bills would modify top-heavy
requirements, narrowing them somewhat so that,
for example, 401(k) matching contributions would
be able to count toward a top-heavy employer
requirement.

Restoration of Limits

Some of the limits that were scaled back in the
1980s decrease the incentives for small business
owners to offer a plan. The Chamber is a very
strong supporter of restoring those limits in order
to increase the incentives for small companies to
offer retirement plans.

Allowing Plan Loans for Small Businesses

This is something of a symbolic issue and it is one
that irks a lot of small business owners. Why
shouldn’t a small business owner be able to take a
loan out of the plan, just like the other employees,
when he or she is the one who established it in the
first place?



Finally, a Small Business Tax Credit

This is an interesting issue, because when it was
proposed about a year or so ago, it was viewed by a
lot of inside-the-Beltway types as more of a political
issue—one that resonated with politicians—rather
than one that could actually help plan formation.
And yet when | was looking through some of the
EBRI background data, it stated that, according to
their survey, a tax credit for starting a retirement
plan was one of the two items most likely to lead
business owners to seriously consider sponsoring a
retirement plan. Here again, we can point to a

Chapter 8

fairly straightforward tax policy change that might
actually have a discernible impact on the sponsor-
ship of plans in the small business sector. Certainly
we already, through the tax code, try to encourage
other behavior that the government considers
positive, like owning a home (through the mortgage
interest deduction) or offering employee education
assistance (through employer tax deductibility).
Creating a start-up small business tax credit to
offset some of the initial expenses of starting a
retirement plan might provide small business
owners the incentive they need to start a plan.
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Defined Benefit Plans From a Small
Employer’s Perspective

by Jack Stewart, Principal Financial Group

m Introduction

In 1975, before the Employee Retirement Income
Security Act of 1974 (ERISA) started, there were
around 103,000 defined benefit plans, and most of
those—in fact, about 83,000—were for smaller
employers (with fewer than 100 employees). Bigger
employers had 20,000 defined benefit plans.

In 1995, the latest year for which statistics
are available, there were approximately 69,000
defined benefit plans; 52,000 were smaller plans
and 17,000 were large plans, with the numbers
holding steady, at least for the larger employers.

But if you look at plan participants, you
can see there are more plan members under
defined benefit plans today than under ERISA
days, and I find that interesting. The sad part of it
is that the growth has all been in the over-100-
employee category. There are today more than
38 million employees in defined benefit plans
sponsored by larger employers (with more than
100 employees) and fewer than one million, about
890,000 in small plans. So a big change has oc-
curred in 20 years in terms of defined benefit plan
membership.

There has been much discussion of why
fewer small employers have plans. ERISA may
have had something to do with it. Employers face
increased government regulation, required funding,
and Pension Benefit Guaranty Corporation (PBGC)
premiums. | don't need to repeat what has been
said before. It is just more difficult for smaller
employers to have that commitment and to make
that contribution to a defined benefit plan.

m  SAFE AND SMART Plans

The Secure Assets for Employees (SAFE) and

Secure Money Annuity or Retirement Trust
(SMART) options have been discussed before
Congress during the last few years. The basic
question for us at Principal and nationally would
be: can either of these features, if they become
law—which I think they will eventually—reverse
the trend away from defined benefit plans? I think
the short answer is we don’t think so.

Certainly there are a lot of highlights in
SAFE and SMART. These plans establish indi-
vidual accounts for each employee. They are more
portable. They provide a certain base benefit of
1 percent, 2 percent, or 3 percent of pay times years
of service. There are simplified filing requirements.
No or lower PBGC premiums. The benefits are
much more portable. And obviously the accounts
are built at the plan member level.

Marketing is an issue. To illustrate, a word
about our own defined benefit marketing experi-
ence. We sell around 2,500 401(k) plans per year, so
we have an experienced sales force. About three
years ago, we undertook an extensive effort to train
our same sales force on defined benefit plans,
hoping to generate more business for us and more
coverage under defined benefit plans.

The results after three years of this train-
ing have been so-so at best. We were able to in-
crease the number of defined benefit sales, mean-
ing double, but double is from 50 to 100 per year,
and that is a lot different from 2,000 to 2,500
401(k)s. And the other part of this is that the
majority of the sales that we did have for defined
benefit plans were either takeover plans that were
already established someplace else or they were for
a city or governmental agency.

Very few—maybe 15 to 20 of these—were
for brand new plans. So you can see there is not the
demand out there from employers.
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The reason why the SAFE and SMART
features won't help, at least in our opinion, can be
found in the Employee Benefit Research Institute
small employer retirement survey. Revenue uncer-
tainty is one consideration. There are just so many
things that the smaller employers have to worry
about, and one of them is just making sure bills are
paid, that the employees’ payrolls are met, and the
business is still running. The last thing they have
to think about is a plan, let alone a defined benefit
plan. They have to worry more about being in
business in five to 10 years.

The other thing that has been hit on as
well is that potential plan members, employees,
don’t really demand a defined benefit plan. They
know somebody who has a 401(k), and they want a
401(k) as well. So the employee awareness and
appreciation for the defined benefit plan is cer-
tainly lacking.

Most employees want to see their accounts
via the Internet. They want to dial up a voice
response system and know what is in their account
and they want to be able to control it. Certainly
they don't plan on being long-term employees. Most
of them will have jobs with six, seven, or eight
employers over the years. They want to have a
portable benefit. So a traditional defined benefit
plan really won't work there, either.

m Other Options

Are there other ideas? Contributors to this book
have discussed hybrid plans and cash balance. |
think certainly those are coming. Will they be
embraced by smaller employers? At this time |
would sort of doubt it. One approach that we have
been trying to discuss with certain members of

Congress and within the PBGC is perhaps to find a
way to combine the best of the defined benefit plan
with a 401(k) plan under one plan, one document,
one 5500.

There would be, of course, separate asset
pools for the defined benefit side and for the
deferral side. But we think it is important for
employers and employees and their advisors to look
at a single source for the replacement ratio. It
makes a little more sense for it to come from one
plan, that is, to put all retirement income under
one umbrella.

In other words, there could be a defined
benefit of, say, a percent of pay times years of
service and then employees would be allowed to put
in their deferrals and build on top of the base of the
defined benefit.

m Conclusion

We conclude that certainly defined benefit plans
can be designed to meet the smaller employers’
needs, especially those who have been in business
for 10 or 15 years. They've got the business stable
and now it is time to think about a benefit. They
can reward past service. They can design the plan
to hopefully provide a good benefit for most, if not
all, of their employees.

But the problem is not that many smaller
businesses survive into the 15th and 20th year to
get to that stable point. What do you do in the
meantime? | think it is clear that the demand by
smaller employers for defined benefit plans by their
employees will continue to decrease, and the
obvious conclusion is that in five or 10 years from
now, there will be many fewer defined benefit plans
for employers with fewer than 100 employees than
there are now.



A Realistic Appraisal of Increasing Pension
Coverage by Small Business

by William J. Dennis, National Federation

of Independent Business

® Introduction

Reading Paul Yakoboski’s discussion,! I came to
table 2, which presents plan trends by plan size.
Immediately, | got out my calculator. As soon as |
see tables, | tend to do that. | recalculated the table
in terms of percentage change in defined benefit
and defined contribution plans and then on the net.

What we see is almost a linear decline in
defined benefit plans by plan size over time. In
other words, the most frequent plan losses occurred
among the very smallest. The percentage decline
fell as plans got larger. The defined contribution
plan pattern was a bit more complex. Nonetheless,
the percentage of those plans grew by size category
up to the 200-499 employee size and then declined
again.

For the total plans, we saw a roof-top type
pattern. We saw that the larger firms grew, the
more likely they were to add a pension plan until
they reached the 50-99 employee group. Then, the
number began to decline again. These data force us
to ask why the shift among small firms in particu-
lar. Why do so relatively few have pension plans?

® Small Business Owners’
Perspective

The obvious way to answer these questions is to
ask the owners. Indeed, they have been asked on
many occasions. The first time | asked was back in
1985 and their response was very simple. We can't

1 See Paul Yakoboski, “Overview of the U.S. Employ-
ment-Based Retirement Income System,” in this
volume.

afford one. Lewin did some work for the Small
Business Administration in the early 1990s, and
got an answer that the income of the owner was too
unstable. Greenwald and Associates asked the
question somewhat differently for the Employee
Benefit Research Institute (EBRI) a couple of years
ago. The wording, in effect, was what would
encourage you to adopt a pension plan? The answer
was an increase in profits or business tax credits.
And just this year, EBRI asked again and its
researchers received an answer that revenue is too
uncertain.

m The Cost of Pensions

These data raise a further question. Are small
businesses telling the truth or are these just
socially desirable answers? Recently, I undertook
some empirical work to answer that question. In
fact, the operating hypothesis was that business
income is related to the provision of a pension plan
and also the level of compensation and provision of
health insurance. The latter are for a different
discussion. Indeed, | found that there was a very
strong relationship between owner income from the
business and the provision of a pension plan. I also
found that firm size was highly related to pension
provision, suggesting economies of scale.

None of this is really great news. Emily
Andrews wrote a book on small businesses and
pensions for EBRI a decade ago. The book’s title
said it all: Pension Policy and Small Employers: At
What Price Coverage?

After reviewing various types of pension
proposals, Andrews concluded that, yes, you can
increase the participation of small firms. You can
successfully encourage them to offer pensions more
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frequently. But at what cost? How much in tax
revenues would have to be foregone to impact
coverage?

There are also other costs than revenues
foregone, or at least trade-offs. For example, health
insurance. Many of the firms that do not provide
pension plans also don't provide health insurance.
In fact, in the mid-1980s, when | was looking at the
issue carefully. | found that almost always a firm
had health insurance if they had a pension plan.
Today that isn't necessarily true. A trade-off is
occurring in some firms.

m Encouraging Pension Plan
Provision

This discussion was supposed to focus on defined
benefit plans. However, the relevant issue is not
how to encourage small business owners to provide
a defined benefit plan. The issue is how to encour-
age them to provide any plan.

The answer is simple. You can raise their
earnings, indirectly through tax subsidies or other
ways. Perhaps you can even get at the issue of
income stabilization. But it is important to recog-
nize and remember that self-employed people and
small business owners as a group are not wealthy
people.

The median income of a self-employed
person is just above the median income of the
typical working American. The average income is
much greater, but the median income is just about
on average. In the early part of this decade, it was
below median income. You are not talking about a
group of wealthy people with lots of disposable
cash. So, to the extent that you can raise their
earnings, you raise their ability to provide pen-
sions.

The second point that you should under-
stand when dealing with small firms is that the
median life expectancy of a firm at birth is five
years or a little less. One in 20 firms will last
20 years. So when discussing both return, which is
highly associated with how long you have been in
business, and risk, the ability to absorb risk in a
defined benefit program, we must keep business
life expectancy tables in mind.

Other than raising earnings, what can you

do? You can cut costs. Cut administrative hassles.
That is the free alternative. To some extent, that
has been done by moving to defined contribution
plans.

The third point revolves around the
question: does the benefit that you are offering get
somebody in the front door? That result has become
increasingly critical. I have been working with
small business owners for almost a quarter of a
century now. One thing | have learned is that at
this particular juncture they are facing labor
problems in terms of shortages as they have never
faced them before.

Therefore, it becomes a critical issue that
we know what attracts and keeps employees. In
this regard, it is important to understand that
small business employs disproportionately young
and old workers, disproportionately secondary
workers. And from earlier discussions, | guess they
employ disproportionately nonsavers, though |
have not seen a firm size tabulation before.

There are exceptions. You will find very
sophisticated high-tech firms that will design
special programs. Often these programs are
designed around the most valuable employee, not
employees in general. You will also find highly
successful small businesses that provide their
employees a full range of benefits.

m Plan Choice

Why would a small employer, assuming that he has
a pension plan or the desire to have a pension plan,
choose a cash balance, hybrid defined benefit, or
some other plan in this particular genre? The
answer is he probably wouldn't.

Forgetting the questionable legislative
status that would make any tax advisor cringe, look
at the critical questions. What type of plan is the
easiest to finance? What plan minimizes the
hassles and the complexities for the owner and is
the easiest one for him to understand? What brings
people in the front door? There are always excep-
tions to this general observation. There are pecu-
liarities of the work force. That is one of the
reasons a flexible system is very nice.

But I think that there is no doubt for the
majority: Defined benefit programs just aren't in
the cards.



The Future of Defined Contribution Plans:
Participation and Contribution Behavior

by E. Scott Peterson, Hewitt Associates LLC

m Background

Defined contribution plans are widely popular and
successful programs. Overall, employees under-
stand them, appreciate them, and use them effec-
tively. They are a favorite topic for the press—not
merely in benefit and investment publications, but
in the popular press as well. Yet for all the popular-
ity of 401(k) plans, many employees must be
persuaded to join them. Whether it is lack of
available funds for saving or the perception that
these plans only serve the need of meeting far-off
retirement needs, one-fifth or more of eligible
employees often do not take advantage of the these
programs. Plan sponsors constantly feel challenged
to increase participation in their plans, to ensure
that all employees are adequately prepared for
retirement and that highly compensated employees
are able to maximize the amounts they can defer.
Given these circumstances, what are the
most effective tools for promoting involvement
among participants? This discussion examines five
factors that influence plan participation, and
discusses the impact of each in determining em-
ployee behavior. These factors are:
< Company match
= Effective communication and education cam-
paigns
= Flexible plan provisions and administrative
procedures
= Passive (“automatic”) enrollment
= Competing company initiatives

m Company Match

The most common structure for employer contribu-
tions in 401(k) plans is a company match. Amounts
contributed by employees are matched by their

employer. Fifty percent is the most prevalent rate,
though some plans match as high as 100 percent or
more and others match as little as 15 cents per
dollar. Intuitively, it is reasonable to expect that the
presence of a company match would have a strong
positive influence on employee contribution behav-
ior. In fact, while the expected correlation is
present, the impact on actual behavior is not what
might be expected. Consider the following ex-
amples.

Professors David Laibson of Harvard
University and Andrew Metrick of The Wharton
School of Business have undertaken a study in
collaboration with Hewitt Associates to examine
participant behavior. The initial step in the study
was to examine a single plan population. This
group, which is comprised of over 28,000 employ-
ees, is spread across 50 business units of the
company. Each business unit determines the
matching formula; match rates vary from 25 per-
cent to 100 percent across location. Other aspects of
plan design and operation are the same for the
entire population, so this situation provided a
unique opportunity to examine the correlation
between match rate and various aspects of partici-
pation.

The study captured demographic data such
as age, gender, tenure with the company, and
hourly versus salaried pay status in addition to
work location. It allowed Laibson and Metrick to
correlate the likelihood of participating with each of
these variables in addition to the level of match
that the employee would earn. The findings suggest
two key points:

The rate of match is not a strong influence
in employees’ decisions about whether or not to join
a 401(k) plan. Specifically, varying the match rate
for a participant is less likely to influence an
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Chart11.1
Percentage Point Increase in Probability of Participation

45-Year-Old male Salaried Employee Earning $35,000/Year With 10 Years at Company
and a 50 Percent Match Rate)

5%
4.23%

4%

3%

1.56%

1.22%

/
2w+ ||
/

probability of participation

1%+

Percentage point increase in

0% T
Increase Base Pay
by $5,000 5 Years
Baseline probability = 59.7%

Source: Hewitt Associates.

Increase Tenure by

Increase Match Rate by
10 Percentage Points

employee’s decision to join a plan than are changes
in the individual’s circumstances such as increases
in pay or tenure with the company. As a baseline,
the study used a 45-year-old male earning $35,000
per year with 10 years of service and eligible for a
50 percent match. Overall, the likelihood of such an
individual participating in the plan was 59.7 per-
cent. As shown in chart 11.1, increasing the match
rate by 10 percentage points was less likely to
positively influence the employees’ likelihood of
participating than either changes in base pay or in
length of service with the company.

This premise—that changing the rate of
match does not have a significant influence on
employees’ likelihood of participating—is also borne
out by the results of Hewitt Associates’ latest
survey of 401(k) plan practices—1999 Trends and
Experience in 401(k) Plans. This survey, as illus-
trated by table 11.1, confirms that, while the
absolute presence or absence of a match impacts
employees’ decisions to participate, the rate of
match offered is not particularly significant.

For employees electing to join a plan, the
rate of match offered does influence the level of
contribution elected. The Laibson and Metrick
study looked at the same baseline employee (pay of
$35,000, 10 years of service, and 50 percent match)
and correlated the same variables to rate of contri-
bution among plan participants. This time, the

results were different. As shown in chart 11.2,
increasing the rate of match by 10 percentage
points was more likely to positively influence
participants’ rates of contributions than increasing
pay or service.

While this evidence suggests that increas-
ing the rate of match in a plan will encourage
employees who are already motivated to save to
increase their levels of participation, it is less clear
that this same practice will entice nonsavers to join
a 401(k) plan initially.

Table 11.1
Participation Rates

Plan Design Features Average Participation Rate

Level of Employer Contribution ($)
(on Employee Contributions)

No employer contribution 65%
Any employer contribution 79
$0.25 match 76
$0.26-$0.49 match 7
$0.50 match 7
$0.51-$0.99 match 81
$1.00 match 81
Other contributions (e.g., discretionary
profit sharing contribution) 79
Graded match 79
Based on length of service 81
Based on company performance 79

Source: Hewitt Associates.




Chapter 11

Chart 11.2
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m Effective Communication and
Education Campaigns

Communication campaigns are neither new nor
unique to 401(k) plans. Employers have recognized
the need to sell the benefits of these programs since
as long as savings plans have existed. As the
number and variety of savings and investment
alternatives has grown, however, the need for
sales-oriented communication and education
materials has grown. Plan sponsors have found the
need to compete for scarce savings dollars with
other company plans (e.g., stock purchase plans),
other tax-favored individual programs (such as
individual retirement accounts), and a plethora of
retail investment alternatives. In addition, 401(k)
plans themselves have become more complicated in
general and offer greater choices in particular.
Employees need more information to make in-
formed decisions about the levels and forms of
savings and investment options to select.

Specifically, in helping employees make
decisions about the right investment options, it has
become increasingly important to ensure that they
choose to join a 401(k) plan. The Hewitt 401(k)
survey shows how the average number of invest-
ment options in 401(k) plans has grown over time
(table 11.2):

While the increase in number of funds has
largely come in response to requests from employ-
ees themselves for specific additional alternatives,
the resulting range of funds has frequently resulted
in confusion and uncertainty about the right
investment choices for individual participants. Plan
sponsors have responded by expanding their
communication efforts. More space in plan materi-
als is devoted to describing specific investment
alternatives in the plan. Increasingly, many
employers have come to view broader investment
education as a critical part of basic plan communi-
cation. More recently, plan sponsors have begun
providing employees access to specific investment
advice—a practice that was unheard of only two
years ago.

Table 11.2
Investment Funds

Average Number of

Year Investment Funds
1999 11

1997 8

1995 6

1993 45

1991 37

Source: Hewitt Associates.
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m Flexible Plan Provisions and
Administrative Procedures

Today, rank-and-file employees can take advantage
of a wide variety of financial services in the retail
market. Service and flexibility have become watch-
words of the industry. Consumers’ expectations for
products that are responsive and easy to use carry
over to the 401(k) world as well. Even within the
highly regulated 401(k) plan environment, partici-
pants have come to expect plans that offer as much
access and flexibility as can be allowed as well as
quick, accurate execution of all plan activity. Access
to plan balances by telephone and over the Internet
has moved from an appealing “extra” to the mini-
mum expectation voiced by employees. Employers
must continue to improve service in order to meet
participant demands. It is clear that ease of use
and access influence consumers’ decisions to use
any product, and 401(k) plans are no exception to
this reality.

m Passive (“Automatic”)
Enrollment

Employee inertia can be an unintentional detri-
ment to participation in any voluntary benefit
program. To combat this, some employers have
introduced the concept of passive enrollment in
their 401(k) plans. Such a provision provides for
employees to be automatically enrolled in their
savings plans when they become eligible unless
they specifically elect otherwise. Enrollment is at a
minimum level of participation (e.g., 2 percent or

3 percent), and contributions are typically invested
in the most conservative investment election (some
plans also use the company stock fund as the
default investment election).

The result of this practice on overall plan
participation is clear. Plans with a passive enroll-
ment feature commonly experience participation
rates of 95 percent of eligible employees—15 per-
cent above that of similar plans requiring active
enrollment. It is less clear, however, what impact
these provisions have on the levels of contributions
and investment decisions of people who are de-
faulted into the plan (e.g., whether employees who
might be inclined to contribute at higher levels will
accept the basic default election). The intention is
that getting employees into a plan when initially
eligible will get them accustomed to saving and

engaged in the program; that once in, they will
realize the benefits of the plan and participate
more actively. As more employers get experience
with enrollment practices of this nature, it will be
interesting to monitor overall trends in participa-
tion to ensure that “defaulted” employees do, in
fact, make the transition to more active participa-
tion in the plan over time.

m  Competing Company Initiatives

As previously stated, plan sponsors are faced with
the prospect of competing with other financial
services for scarce employee savings dollars.
Sometimes, in fact, the competition comes from
other company programs. Programs that encourage
company ownership, such as employee stock
purchase plans, are a good example of this. Given
the need to demonstrate that 401(k) plans do not
discriminate in operation (i.e., through the ADP
and ACP tests), it is important that competing
initiatives not steal an inordinate amount of
participation from the plans.

The point here is not to suggest that 401(k)
plans should always be favored or promoted over
other programs. Instead, it is to acknowledge that
employees need assistance in understanding the
alternatives they are offered, and help in determin-
ing the right way to use such vehicles to meet their
capital accumulation goals. Traditionally, most
employers who offer multiple plans have tended to
have separate communication and delivery of each
program. As employees seek more information
about the implications and trade-offs of various
alternatives, consolidated campaigns that describe
how such programs fit together and complement
one another prove to be the most effective.

®  Summary

Though nearly 20 years old, 401(k) plans continue
to be exciting, engaging benefits for employees.
They are a good vehicle for promoting individuals’
sense of responsibility for retirement as well as
employees’ appreciation of amounts provided by
their employers. Yet, realizing these benefits
requires constant work by plan sponsors to promote
wise behavior by employees. Through the right mix
of plan provisions and effective, efficient delivery
practices (covering both communication and
administration), curious—or even wary—employees
can be easily converted to savvy plan participants.



Defined Contribution Plan Distribution

Trends

by John DeStefano, Fidelity Investments

® Introduction

At Fidelity, we have also analyzed participant
behavior at the end of the spectrum that indicates
what happens when they leave their employer and
are eligible to take their money out of their defined
contribution plan.

Clearly, the intention of defined contribu-
tion plans is for participants to contribute over
their employment, for the assets to grow tax
deferred until retirement, and then for them to
withdraw funds as needed to live off of in retire-
ment.

Is that how it's working? For the most part,
yes. But a number of trends are beginning to
emerge that are cause at least for greater study
and attention, if not concern. These trends pertain
to:
= participants and assets that are eligible for

distribution and are in fact distributed from
plans;

= where those assets are going and what that
means to the retirement savings of the partici-
pants;

= what participants are telling us they need in
terms of information and education; and

= and the implications of this data for the
industry.

Changes in demographics and the economic
climate are increasing the number of terminated
employees—those eligible to take a distribution
from their defined contribution plan.

These employees fall into two categories,
both of which are experiencing tremendous growth
for different reasons:

e retirees (chart 12.1) and
e job changers (chart 12.2).

As the baby boomers age, we are seeing
people retire in record numbers. In 1950, only
12 million people in this country were over age 65;

Chart 12.1
Growth of the Population Ages 65 and Over
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Source: U.S. Census Bureau.
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Chart 12.2
Job Tenure: Workers Ages 20 and Over
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Source: Employee Benefit Research Institute compilation of
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Chart 12.3
Distribution Options

for Terminated Participants

«  Keep Assets in Original DC Plan
«  Roll Assets Over
—Rollover IRA
—Annuity
= Move Assets to New DC Plan
=  Take Cash Distribution

Source: Fidelity Investments.

next year it will be 35 million, and in 2050,
68 million!

In addition, these retirees are expected to
live longer, and therefore will have even more
significant financial needs in retirement.

Finally, as we see the traditional model of
retirement (work for one company for 30 years,
then retire on a pension) shifting, and more retirees
are working part time, going back to school, etc.,
retirees need to examine a much broader array of
options for what to do with their defined contribu-
tion money than they used to.

m Distribution Options

There are basically four options for a defined

contribution participant who has left his employer

(chart 12.3):

= Leave the assets in the plan. If a participant has
been employed with one employer for a long
time, and has a plan with a broad array of
investment and withdrawal options, this can be
a very attractive

has multiple small accounts and wants to
consolidate, or who has limited choices in his or
her defined contribution plan.

= An annuity can sometimes also be appropriate
for retiring participants.

= Move assets to the new plan. For job changers,
sometimes the best option is to consolidate in
their new employers plan.

All three options above preserve the tax-
deferred status of the assets. Therefore, we should
encourage all three, depending on the individual’s
specific financial situation.

= However, the fourth option is very popular—to
take a cash distribution.

This behavior unfortunately results not
only in the participant losing tax-deferred status if
the proceeds are not rolled over to a qualified plan
within 60 days, but may also result taxes being
withheld by the record keeper.

m  Which Options Are People
Choosing?

It's difficult to get good data on how many partici-

pants are leaving their assets in the plan, but we

estimate it's about one-half. Much of this is due to

inertia, on their part, but this has a net positive

effect on their retirement savings.

= For those taking distributions, you can see that
the majority are

option. It is also
an option that
many partici-
pants are
unaware of
(more data
later).

= Roll the assets
over.

= Arollover
individual
retirement
account (IRA) is
often an attrac-

Rollover to IRA —
$189.4B 66%

Chart 12.4
Annual Distributions

rolling over to a
rollover IRA.
Spectrem found in
a study earlier this
year that almost
two-thirds of assets
distributed from
401(k) plans were
rolled over to an

Taxable Withdrawal
& Spend — $36.1B 13%

Taxable Withdrawal
& Invest — $30.0B 10%

Transfer to New Plan —

$7.78 3% IRA (chart 12.4).
Purchased Annuity — = Another
$24.4B 8% 10 percent or so

was transferred
into another

tive option for a
participant who

Total = $288B

Source: Spectrum Group, Lump Sum Distributions from Retirement Plans, 1999.

qualified vehicle.
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Chart 12.5
Distribution Behavior: 57 Percent of 401(k) Participants Took Their Plan Assets in Cash
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However, alarmingly, almost 25 percent

of assets were taken in cash:

= Just over one-half of participants spent the
money—Ilosing their accrued retirement savings
altogether.

= The rest invested it. However, due to the
penalties and loss of tax-favored status, these
participants may have significantly decreased
their long-term savings potential by choosing to
take their assets in cash.

This trend is confirmed by some research
that Hewitt did earlier this year (chart 12.5). The
study concludes that 57 percent of all participants
taking distributions take them in cash. A large
percentage of these people have very small bal-
ances (<$5,000), and in some cases are forced out of
their plans by their former employer.

However, there are significant numbers of

Chart 12.6
Do Participants Have the Information
They Need?

= 35 percent report receiving no information on distribution
options/tax implications from the employer they left.

= 15 percent did not know they had the option to leave the
assets in their previous employer's plan.

= 69% sought advice or information from another source.

Source: Fidelity Investments, Terminated Participant Survey, 1999.

participants with higher balances who are taking

distributions in cash:

e 31 percent of those with balances $25,000-
$50,000.

= 16 percent of those with balances of $50,000—
$100,000.

m  What Is Driving Participants to
Sub-optimize Their Retirement
Savings?

Certainly some can be attributed to people who

need the money. However, at Fidelity, we have

found that this trend is in large part due to igno-

rance.

We asked terminated participants in our

401(k) plans about their distribution behavior

(chart 12.6):

= Over one-third said they had not received any
information from their former employer about
their distribution options or the tax conse-
guences associated with those options.

= Infact, 15 percent did not know that they had
the option to remain in the plan.

= And participants are clearly looking for help—
69 percent looked elsewhere for advice on where
to put their money.

Both we and our clients are concerned
about this trend, and therefore over the past
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Chart 12.7
FIRSCo? Participant Education
and Support

Phone Retirement Specialists
Internet Tools

Workshops and Seminars
Distribution Kits

Source: Fidelity Investments.
8Fidelity Institutional Retirement Services.

several years have undertaken a number of efforts

to increase employees’ education and knowledge

about their distribution options and the tax conse-

guences associated with them (chart 12.7):

= Every participant who calls to take a distribu-
tion is informed of his distribution options and
the tax implications.

= Our NetBenefits participant service site has a
host of income planning and asset allocation
tools, as well as content on distribution options
and tax issues.

= We offer a several workshops and seminars for
employees to help walk them through step by
step the best approach for handling their
defined contribution assets.

= And we have distribution Kits available to
terminated employees which review all of the
same issues, as well as (in many cases) any
issues specific to their plans.

We have done some in-depth analysis of
participant behavior, and have found that with

each of these tools, we see a significant increase in

the percentage of assets that are staying in a tax-
deferred vehicle.

Chart 12.8
Summary

= Assets eligible for distribution from defined contribution
plans are increasing.

= Participants are not always aware of their options, and the
impact on their retirement savings.

= Asaresult, many are taking action that does not maximize
their long term savings potential.

= Increased information and education from employers and
plan providers is required.

Source: Fidelity Investments.

®m Conclusion

To summarize (chart 12.8):
Demographic and economic changes are
increasing the amount of defined contribution
money eligible for distribution. The bad news:
Uninformed participants often make decisions
about those assets that are detrimental to their
long-term retirement security. The good news:
= A significant number of employees are informed
and are making the right decisions.

= Employees are eager for more information and
education around these issues.

< When employees are educated, they change
their behavior.



Technology and Retirement Plans
by Byron D. Oliver, CIGNA Retirement

& Investment Services

® Introduction

Let me begin my comments by saying the thing
that is important to know about me and my organi-
zation is that we are totally marketing based; with
all of our experience focused on the investment
money management business and the administra-
tion of all forms of defined contribution, defined
benefit, and nonqualified plans.

It is out of this background that we have
developed our views about the primary forces
that are having a major impact on the retirement
business today, and in the future. I want to make
this point in the beginning, because although my
assigned topic is technology, from my point of view,
it is very hard to separate marketing from
technology.

For example, the most significant innova-
tion in our business over the last six or seven years
has been to provide customers with the ability to
call their 401(k) plan and make fund changes
24 hours a day, seven days a week. This innovation
is “marketing,” but it is clearly driven by technol-
ogy—which is a combination that we will continue
to find as we go forward.

®  Administration and Technology
Issues

Earlier this year, we conducted a study in coopera-
tion with Yankelovich to better understand what
employees and employer sponsors value about their
retirement plans.

The key points are things that you might
anticipate: people want lots of value for their plans;
they want plans that are easy to deal with; they
want them delivered quickly and efficiently; and, of
course, employers are looking for the opportunity to
lower costs.

Beneath that data, however, we a see huge
need for support and understanding regarding the
administration and technology issues that are
driving our business today. For example, five or six
years ago when we met with a plan sponsor, we
would spend 75 percent of our time talking about
investments—efficient frontiers, betas, and all of
those things. About 25 percent of our time would be
spent discussing some of the administrative aspects
of the program.

Today, that experience is reversed: 75 per-
cent of our discussion is focused on administrative
issues and 25 percent on investments.

Recently, | had the opportunity to meet
with a very large plan sponsor. During the course of
a two-hour meeting, we spent one hour discussing
the pros and cons of unit-based accounting versus
share-based accounting on company stock. We
spent the second hour mostly talking about same-
day closing of outside funds, Window Sweep, and
all of those various technical things that are
driving our business. We spent only about 15 or
20 minutes talking about the investments.

This wasn't our agenda,; it was the client’s.
It marks a very fundamental difference in what is
important to clients today, how technology can fill
this need, and how it is in fact driving this need.

Let’s turn now to how these forces will
impact our business going forward. There are
plenty of important issues in our environment, but
there are two that | think are really worth talking
about: one is the concept of “retailization” and the
other is the integration of the benefits business.

m Retailization

My first comment on retailization is, that while |
am not sure that there is such a word, the underly-
ing concept is important as anything in our busi-

115



The Future of Private Retirement Plans

116

ness today. The essence of it is the power of the
individual and its combination with the develop-
ment of technology.

If we examine the past five years, there has
been absolutely nothing that has had more impact
in our business than the power of choice, and what
has happened with technology to support that
choice. | believe that this trend will continue.

Let’s go down history’s lane about six years
and consider what a typical 401(k) plan looked like.
It used to be that plans had three or four invest-
ment options and statements mailed once a quar-
ter. If you were lucky, you got them by the end of
the quarter. And if you were really lucky, they may
have been correct.

At the time, communication was thought of
as basically doing enroliments—getting through
the enrollments—and that was it.

Now, let’s consider products today. In the
average plan that we install today, we have
12 different investment choices. We have self-
directed capability. If plan sponsors want 3,000
choices—I have no idea why they would want that,
but some do choose it—participants can make
changes through call centers, voice response
systems, or Internet, 24 hours a day, seven days a
week.

The enrollment aspect has become a very
minor piece. Today’s communications emphasis
includes ongoing education, ongoing support,
ongoing financial planning and so forth.

All of this change has been driven by the
power of the individual combined with the power of
technology. A huge impact, and | believe it will be
one of the sustaining impacts as we go forward.

There are two areas where we will see it
the most: in individual financial planning and in e-
commerce. First, we are going to see it in financial
planning for participants. The various programs
that are currently out there offer basic modeling
that | call “near” financial planning. But looking
ahead we are going to see total financial planning
as providers partner with different investment
consultants.

Total financial planning will not be just for
the wealthy, but for the typical 401(k) investor. It is
coming and it is going to be available—as early as
next year. It certainly will be available from our
company next year.

The other area is e-commerce, which is

going to have a phenomenal impact as we continue
to develop the technological applications. Two years
ago, when we introduced e-commerce in a substan-
tial way, we had a huge debate on whether there
would be much of an impact.

It turned out that from a base of zero,
today 33 percent of all of our 401(k) transactions
are driven over the Internet. Think about that—
fully one-third of our transactions in just two years.

By this time next year we expect more than
50 percent will be driven over the Internet. From
our standpoint it offers a remarkable opportunity
to provide information, education, and training in
ways that we have never done before, as well as
open different sites around the country.

My point is that over the past five years
the defining force driving retirement plans, and
particularly 401(k) plans, has been the consumer’s
demand for choice combined with our ability to
develop technology to support their needs. We
expect the retailization of retirement will continue
into the future.

m Integration of Benefits

Let’s examine a second key issue: integration of
benefits. This has been around a while, and you
might ask the question, “What is different? Can we
integrate administration, and why would we want
to move in this direction?”

What is going to make this benefit
integration work is technology that we are all
developing and the ability to make this a Web-
based technology.

The challenge that we have today is that
the current systems are neither cost-effective nor
service-attentive.

Think about the typical corporation: it may
have a different provider for a defined benefit plan,
401(k) plan, nonqualified plan, and health care—
which may be sliced three or four ways—dental,
and so forth. In this environment, the simplest
things—such as an address change—has to be fed
10 or 12 times. If it is fed 10 or 12 times, there will
be errors that lead to additional cost and service
dissatisfaction.

My view is that we are going to a more
integrated environment, and with the technology
we are developing, it is going to work. In the case of
my organization, we will take out at least 25 per-



cent of the cost of administering the business and
we'll improve the service quotient by a significant
margin.

In the competitive world that we live in
today, anytime you can bring anything to market
for 25 percent less and improve service you are
going to have an impact.

I will go out on a limb: | believe that the
integrators—the ones that can do it successfully
and have the resources to build the Web-based
technology to support it—will have the same
impact in this business as the mutual funds had in
the late 1980s and the early 1990s.

Chapter 13

m Conclusion

By bringing both their retail communications
capability and their retail technology into the
retirement arena, the mutual funds literally
changed the rules of the game, and with it, the
whole face of competition throughout the decade.

That same landscape change can be
accomplished over the next five years through the
combination of marketing and technology to
integrate benefits on behalf of the “retail” benefit
plan customer.

I could discuss a lot of other forces in our
business, but none would have the impact that the
combination of these two defining forces—market-
ing and technology—have had, and will have, on
our business.
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Web Sourcing and Retirement Plans
by William Arnone, Ernst & Young

® Introduction

What I will try to do is complement some of the

things Byron Oliver! said and point out some other

things that I think are key to the Websourcing of

retirement plans and their supportive functions,

and ultimately the impact on retirement income of

the end-users, the participants in the plans, whom

all of us are theoretically in the business of serving.

What | would like to do is cover the follow-

ing issues:

= What is the value proposition for Websourcing?
This will provide a broader context and a
broader framework.

= How is Websourcing changing the provision of
retirement income?

= And what will employee retirement planning
look like in the year 2005, 2004, 2003, 2002,
2001, 2000—who knows, it could be much sooner
than we think or much later.

| happen to believe that the pace of change
will be accelerating even more, but I view with
trepidation trying to make any type of predictions
about the short- or long-term future. | read some
time ago that, after the telephone was invented,
one of the leading futurists of the time was quoted
as saying the following: “The invention of the
telephone is a revolutionary development. | can see
the day in the not too distant future when every
town in America will have one of these.”

It is very easy to really miss the impact of
something. So | will try not to portray this as being
too far reaching. But a year from now we may look
at the discussions in this book and say, boy, how far
off were we in terms of the acceleration of change.

1 See Byron Oliver, “Technology and Retirement
Plans,” in this volume.

m  Websourcing

Let’s take a look at the Websourcing value proposi-
tion. It is not something new. Just to put this in
context, outsourcing in general enables human
resources (HR) and benefits professionals to focus
on strategic issues and contribute more as business
partners and consultants to the enterprise by doing
three basic things: 1) reducing administrivia;

2) diverting routine questions to external sources
that can handle them more efficiently; and

3) focusing on the employee, the customer.

To echo what Byron Oliver said, it really is
a customer-focused approach where the market-
place is your employee population. And the two key
concepts that are emerging here—and these are
similar to the whole electronic commerce revolu-
tion—are the notions of self-service and customer
intimacy. | think we have to be careful to keep our
ears close to the customer to make sure that the
customer, in this case the employee, is not immedi-
ately labeling things negatively. | have already
seen that and | guess others have also.

The word “empowerment” now in many
employee populations is not perceived well. It
already is a tainted concept on the part of the end
user. | think, unfortunately, the words “cash
balance” have gotten off to that same type of start,
where immediately people associate a cash balance
plan as “something being done to me” as opposed to
“something being done for me.” And | would submit
that the term “self-service” also runs the risk of
having that same type of negative connotation. And
a good sign of it is if an employee says to you, “Self-
service, is that a noun or is that a verb?”

If any of you are involved in farming, when
one animal services another, | think you under-
stand what that connotation can mean. | guess
there aren’t enough farmers who belong to EBRI.
Of course, when you then juxtapose “customer
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intimacy” with that concept, this also could have a
very backfiring effect.

m Drivers for Web Sourcing

I would like to look at two of the big drivers for
Websourcing. There are many, but the two | would
like to look at are the benefits drivers and cultural
drivers.

One benefits driver is being able to trans-
late plan features—dry, technical plan features—
into value from the perspective of the employee,
again, as the customer. Then you have to market
that value to the employee.

A second benefit driver is to facilitate
benefit plan changes that require both attitudinal
change and, more importantly, behavioral change
on the part of the employee. We need to help
employees take more responsibility for making
critical decisions in and among their benefit plans.

Some other benefit drivers: generate
greater employee appreciation for the employer’s
investment in total compensation and benefits. The
Web has the amazing ability to do instant quantifi-
cation, which, if it is done right, can show people
what the employer is paying for something and
what the employee is paying for something and do
it in a total, comprehensive and personalized way.
This can be a very powerful ad message to the
employee, again as the customer.

This can be especially important to the
extent you are trying to shift your role from the
guarantor of benefits to the facilitator of benefits, to
make more attractive this whole notion of the work
site as the marketplace, with flexible and voluntary
benefit offerings being an increasing part of the
picture, and less of it being employer-guaranteed or
employer-paid-for and employer-provided.

Perhaps as important are the cultural
drivers. One driver is the notion that you want to
promote a self-reliant mindset, that it is in our
interest for people to take more control. You want to
engage employees as active partners in the unified
enterprise of your company or organization. The
Web, because of its ubiquity and its uniformity,
guaranteeing consistency if it is done the right way;,
and its power, can have an enormous impact on the
perception of the individual employee.

And then a final cultural driver is to
transmit and instill the core values of the company
or organization in all aspects of the enterprise.

More and more companies are trying to articulate
what they stand for. And, to the extent the Web can
be an effective medium to instill values and rein-
force them on a regular basis, Websourcing be-
comes critical.

To me, one of the major issues is what
really is advice. And | would like to come back to
that whole question, because | don't think we have
been focusing enough on what it really is and what
is it not.

m The Changing Fundamentals

Let’s look at the changing fundamentals of the
employee benefits industry. All of us, no matter
what our perspective is, are affected by two major
changes in the fundamentals of doing business
today. In the old days, when | would meet with a
client, 1 would pretty much say, look, there are
three key elements you are looking for when you
hire any outside provider: quality, speed, and cost.
And in the old days, the rule was two out of three.

If you want something that is good and
something that is fast, it won't be cheap. If you
want something that is good and cheap, you can't
get it quickly. And if you want something that is
fast and cheap, it will not be good. Those days are
gone. | am learning that every day. People are
saying, | want it all. I want all three.

The second fundamental change is the
notion of connectivity. Plan sponsors are saying to
plan providers: we want all of you to get together
and integrate your offerings to serve the plan
participant. And this notion of connectivity among
the three entities—plan participant, sponsor, and
provider—is getting more and more attention, with
dramatic impacts on how we do business.

m  Web Stages

Let’s look at three Web stages when it comes to HR
and benefits. What stage is the human resource
benefit function in? Most companies, if they are in
any stage, it is the first stage, the lowest. They
haven't even begun to use the Web for anything
more than providing on-line brochures. They are
still taking traditional ways of doing business and
just using another medium to do it. The next stage
is an intermediate stage where front-end applica-
tions are being done online—enrollments online.
But then, after the front stage, the back stage



becomes the traditional way. After applications are
done online, there are still some other things that
are happening that are not automated and there-
fore not comprehensive.

The advanced stage would be integrated
transactions, where all data bases are linked and
integrated, so that in effect you've got a consistent
and coherent approach to the benefits for the end
user.

m  Employee Decision Making

When it comes to Websourcing and retirement
income, clearly we are changing the nature of
employee decision making. All of this means,
number one, employees will now expect to have the
most current data at their fingertips.

Employees now with access to automated
tools don't like to think that the automated tool has
data on it that are even a week old. They expect the
data to be current, right to the point. They'll want
instant access, 24 by 7 by 365, to highly personal-
ized information. They're saying, “I don't want you
to give me generic information. | want it to be
mine. | want it to reflect my situation.” They’'ll
want dynamic modeling, where they can do “what-
ifs” in a much more sophisticated and much more
powerful way than they ever could do before. Also,
the Web—because it offers access any place, any
time—enables more involvement with family and
others in the overall planning process.

So when it comes to employee retirement
planning of the future, here is what | suggest we
are going to see. First of all, most things will go
online. The human element will shrink dramati-
cally. This means group learning can be online,
individual counseling online, personal advice
online. We'll see much more proactive interven-
tion—instead of waiting for the employee to say;,
“Here is what is happening in my life,” you antici-
pate that and bring resources and solutions to the
attention of the employee in advance.

And then finally we'll see total life cycle
management, where the employee in effect relies on
the Web to run his or her life. And it may not even
be run from a desktop. It may be that, in the
future, we will all be wearing the Web. Maybe on
our wrists or maybe around our heads. But it may
be that it really is with us at all times and we
are relying on it as an ongoing management
mechanism.

Chapter 14

On the subject of personal advice, | just
want to make one point. It seems to me there is a
very big distinction between an employee who says,
“The provider recommended a course of action for
me and | then made the decision” and where the
employee says, “The provider made the decision for
me.”

To me, that is the key distinction. To what
extent do plan sponsors want any employee who
says, “I didn't really decide that, the firm you hired
decided it for me.” So | think discussions about
investment advice have to go beyond the term
“advice” and really look at this question. Where is
the locus of decision making? Is it still with the
participant, or has it been transferred to a third
party?

A couple of other issues. What does “per-
sonalized” mean? It really means different things to
different people. Where is the employee in the life
cycle? For some employees it is “what is my learn-
ing style? How do I like to receive data?” For
others, it is based on their level of financial savvy.

For some, it might be any other parameters
they can think of. Websourcing also gives “contribu-
tory” a new meaning. It is the employee collaborat-
ing with the provider in developing tools that the
employee can relate to. In many cases, it means
self-diagnostic tools. Let the employee take a test
that will categorize the employee among these
different frameworks.

m The Big Picture

One last item, transactional issues. The focus here
is on data linkage, data integration, and data
mining. From the big picture perspective, imagine
being able, as a plan sponsor, to take a snapshot of
your entire population and analyze how people are
positioned for retirement security. You can then
slice and dice that data by age of employee, tenure
with the company, level of pay, gender, ethnicity
and other diversity issues, location, and position.

Can you imagine the power of being able to
look at your employee population at any point in
time and slice and dice the data in the most mean-
ingful ways? It gives whole new meaning to the
notion of fiduciary liability and fiduciary responsi-
bility, but it seems to me this is the likely outcome
of the Websourcing revolution.
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The Future Planning for Retirement

Security

by Donald H. Sauvigneé, IBM

® Introduction

I would agree with many of the contributors to this
book. I would agree with John Rother’s! point
about the have’s and have not’s and bifricating the
work force if we are not careful going forward. |
would agree with all of those elements. | would
disagree with his comments that the cash balance
debate indicates some failure on the part of the
Employee Retirement Income Security Act of 1974
(ERISA). I do not agree with that, or with his
implications regarding IBM’s cash balance plan.

® The Future

Some of the comments | would like to make in view
of the discussions in this book concern the future of
private retirement plans.

First, | think the outcome of the future,
whether it is the future of 25 years or five years, is
not the issue. Rather, | think that there is a great
probability that the outcome of the future is going
to be laid in the year 2000. It can be laid positively
or it can be laid negatively. But | think the outcome
is going to be driven by actions in 2000. And I don't
think we should underestimate the power, or the
consequences, of what those actions might be. And |
direct that at the cash balance debates that occupy
the collective focus of some of the discussions in
this book.

| think the problem that we have at the
moment is that the debates that we are having are
very much piece-parts. They are defined benefit,
they are defined contribution, they are Social
Security, they are the have’s and the have not’s.

And we still do not have any substance of a
national, formal retirement policy underlining the
debate. So some actions that might be be taken

imprudently and too quickly, because they may be
politically driven or politically influenced, could
seriously damage the have's, to use John Rother’s
point.

| personally am very much an advocate for
the have not's and the process of doing more for
those who are not covered by an employer’s pension
plan. But if we act congressionally or regulatorily
in a way that mandates or creates environments in
which those businesses that have elected to provide
retirement security elect not to do so in the future,
we will do serious damage to the entirety of the
financial security of our work force.

So | think that we need to be careful that
we don’t think, design, legislate, or regulate next
year or in 2005, as we did in 1974 or 1986 or
literally in the early part of this decade. Things
have changed so fundamentally and so fast that the
financial security of the work force is very much
dependent upon the flexibility that the employer
has in managing the outcomes and the success,
perhaps survival, of the firm. And | don't think we
can lose sight of that. If we do, | think we can make
some real, real bad mistakes.

m Retirement Security

It is in business’ interest to have attractive and
retentive benefit plans...but not to the point of
“handcuffin” the business in a way that puts its
competitiveness at risk.

You would think someone from IBM, a

1 See John Rother, “The Politics of Change,” in this
volume.
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nonunionized organization, and David Blitzstein,?
a spokesperson for the United Food and Commer-
cial Workers International Union, would not have
much in common. But | think a lot of his comments
are right on point and absolutely accurate—for
instance, what he says about the social commit-
ment or the concept of that social commitment.

I think the current pension plan debate is
focusing on a piece-part called the cash balance
plan. It is not focusing on retirement security. It is
not focusing on adaptive flexibility. It is focusing on
“a” design and categorizing companies that em-
brace change as good or bad as opposed to focusing
on the entirety of the employment relationship.

2 See David Blitzstein, “Organized Labor’s Perspective
on the Future of Defined Benefit Pension Plans,” in
this volume.

And I think that is what David Blitzstein is talking
about.

There is an “entirety” that has to be looked
at here from the total employment relationship.
And we have got to make sure that concept has a
basis. That goes to the heart of benefit adequacy,
not just replacement income adequacy but benefit
adequacy, of which replacement income is a part.
The rest includes medical coverage/access, savings
vehicles, education, cash compensation, skill
enhancement, etc.

Some of the contributors to this book speak
of changing attitude and changing behavior and
changing the responsiveness of the individual to us
in terms of individual responsibilities. I certainly
agree with all of that. | think that all of us who
make these things work—regulators, legislators,
and employers—need to work collaboratively and
find solutions that are conducive to positive out-
comes for all our constituents.



The Politics of Change

by John Rother, AARP

® Introduction

The discussions in this book make a timely transi-
tion from technology to politics. Why did Congress
in 1999 focus on pension issues? It was courtesy of
the employees at IBM, who used the Web not only
to calculate their own circumstances but also to
organize themselves vis-a-vis pension changes that
they opposed. The use of technology, | believe, will
be successful not only in changing IBM policies but
also in changing the rules for the broader society.
So | think that the power of information and
technology has political as well as personal rel-
evance.

Looking back 25 years, | worked for Sen.
Jacob Javits, so | have a feeling of pride that the
Employee Retirement Income Security Act of 1974
(ERISA) really did accomplish its fundamental
purpose, which was to secure the promise. Today,
we are not talking about problems of people who
are not receiving promised benefits. But what
ERISA didn't address is everything beyond secur-
ing the promise, and | think these issues are going
to define the agenda going forward. And in particu-
lar, it seems to me there are three issues that will
be dominant.

B Three Future Issues

One issue is the fact that whether it is defined
benefit or defined contribution, we are stuck on
overall rates of pension coverage in this country.
We still have half the population in the work force
who don't have a payroll deduction mechanism for
contributing to their own future. We can't expect
the population to prepare for that future if they
don’t have some regular mechanism that encour-
ages them to save and if we don’t have supportive
structures for them.

The debate between defined benefit and
defined contribution is interesting and significant

as far as it goes, but it really misses the larger
point—the fact that so many people, particularly so
many people who need it, are outside either one of
these structures. In this regard, it was significant
that the administration’s major pension proposal,
building on earlier proposals from Sen. William
Roth (R-DE) and Rep. John Kasich, (R-OH) was to
establish in effect a national 401(k) as an alterna-
tive for people who had no private plan of their
own. | certainly think that is one idea that we
ought to keep in front of us.

A second issue is inherent in shifting risk
from the firm to the individual. We do have to
recognize the fundamental fact that not everybody
is economically prudent with regard to their own
future. In fact, there are an alarming number of
grasshoppers in our society, people who are basi-
cally in a live-for-today mode. This is true whether
or not they are making good incomes or inadequate
incomes. They are going to spend the money today.
Maybe we are prepared to say, okay, that is their
problem and they will have to live with it in the
future.

But I do think it is going to have political
ramifications if we don’'t do something fairly
assertive to help them think longer term. If we just
let them go, then we are creating a very, very
powerful constituency to expand Social Security in
the future. We are creating a very powerful con-
stituency to raise taxes on employers in the future.
In my judgment, the rhetoric of defined contribu-
tion and shifting the risk to the individual can only
be successful if it is accompanied by enough of a
context and structure to support individuals
making prudent choices. And for too large a part of
the population, we are not seeing that behavior
today. Unless we act in time for the boomer genera-
tion, this lack of long-term foresight will have
serious political implications.

The third issue is risk. Today we have a
situation where everyone is a winner because of the
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stock market. Regardless of whether you are an
employer with a defined benefit plan or you are an
employee with a defined contribution, everyone has
won. That is not going to continue. And when that
market comes down—and it is only a question of
when—that is going to change the politics of this
whole debate. Then there will be some losers as
well as some winners. | think that we should be
thinking now about what we can do to minimize
that risk. What kinds of structures would help
people feel that if they did take a risk, they were
appropriately warned, if you will, about that risk? I
worry about what the implications might be if
millions of Americans woke up to losses and felt
they had been misled, or felt that they had been
put at risk without understanding what could
happen. In this regard, it seems to me that the cash
balance debate this year was a case study in the
failure of ERISA.

ERISA failed because the employees who
were affected by cash balance transitions did not
know or understand what was happening to them.
That may have been intended by the employers,
but nonetheless ERISA was supposed to be there to
protect employees and help them understand their
rights with pensions, and that did not happen with
cash balance transitions. So whether you favor
them or not, | think it is an example of where
ERISA did not anticipate the employees’ need to be
informed, and so did not work.

m The Role of Demographics

Finally, the political debate will be increasingly
shaped by demographics—the aging of the baby
boom. We find that as boomers reach their 50s they
are increasingly focused on retirement—their own
retirement, the retirement of their peers, and the
circumstances of their parents.

What this means is that we are in for
another 10 or 20 years of political debate focused on
retirement issues, because that is where the
majority of our population is. To the extent that we
can take the opportunity that we have today—as a
consequence of a very prosperous economy—to
think longer term, we can change some of the
retirement policies in this country to more inclusive
solutions.

But if we fail to do this, what we are left
with is an hourglass economy of have's and have
not’s that is going to turn into an even more
dramatic hourglass shaped retirement population.
We will have a minority, maybe one-third to 40 per-
cent, who are economically secure and who have
pensions and savings and health coverage, and
then we will have a larger group who feel very
vulnerable and will only have Social Security and
Medicare standing between them and complete loss
of dignity. I think that prospect is something that
we should, in the name of political prudence, try to
avoid. We only have a few years to act on it.
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Pensions on the A List
by Brian Graff, American Society of Pension Actuaries

® Introduction

As recently as 1993, when | would go to Capitol Hill
and desperately try to talk to a member of Con-
gress about pensions, | can assure you that this
was the last thing he or she wanted to talk about.
Since then, the climate has dramatically changed.
Today, you are getting invited to come and talk to
members of Congress because they want to hear
about cash balance plans. The reason all of this is
happening is appropriately described in this book. 1
think, clearly, that what is driving this is the fact
that our population is significantly more concerned
about retirement. One thing we know is that
members of Congress and politicians generally are
very good at reading polls.

Pension issues are now on the A list.
Unfortunately, there is a price that goes along with
this. That price is that the issues that we care
about on a regular basis are now very much a
concern of the average member of Congress.
Consequently, these members are delving into
things and issues that before we would have to try
to get them to pay attention to. The most promi-
nent example of this is the cash balance plan
debate.

Certainly, cash balance plans are going to
be a focus of significant attention in 2000. In a
speech the just before last Thanksgiving, Vice
President Gore spoke about the cash balance plan
issue. So a presidential nominee is talking about
wearaway. Now is that scary or what?

®m Pension Issues Become
Political

The point is that these issues are becoming increas-
ingly political. Again, this is a function of the fact
that average Americans now cares more about
these issues. And when issues become increasingly

political, there is a natural connection and a
natural result of mischief that can occur that is not
necessarily based entirely on policy.

Pension issues are now, | think for the first
time, becoming a significantly part of the political
discussion. At a meeting of the Democratic Policy
Committee (the group that sets the political agenda
for the Democrats in Congress) in the fall of 1999
they discussed the possibility of using pensions to
their advantage as a political issue going into
presidential elections. What they meant was using
the issue of pensions similarly to the way they use
the issue of health. And those who work in the
health area know how well that is going.

What they are now talking about is focus-
ing on pensions, i.e., on issues that will show them
as defending the interest of participants and
perhaps portraying Republicans as protecting the
interest of employers and using that to their
advantage. This would include reexamining a lot of
the core retirement security issues that, frankly,
have not been examined since the Employee
Retirement Income Security Act of 1974 (ERISA)
was under discussion. | am referring to basic
concepts of vesting, participation, coverage, spousal
protection, and nondiscrimination rules.

I think all of these core subjects are going
to be up for grabs in the upcoming years, because
this has now risen to the political level. Like it or
not, that is the reality.

What does this mean for the discussion
about defined benefit plans versus defined contri-
bution plans? What it means is, congratulations,
defined contribution wins. You know what the prize
is? The prize is that all of those issues that Con-
gress considered as important for the primary
retirement vehicle during the discussion of ERISA
and during the 1980s, namely defined benefit
plans, are now open for discussion for what is now
the primary retirement vehicle, defined contribu-
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tion plans.

What this means is that concepts such as
spousal consent, joint and survivor annuity require-
ments, and other similar requirements that apply
to defined benefit plans are all open discussion in
the context of defined contribution plans. You will
see, in upcoming years, all of these issues exam-
ined, just as they were examined in the 1980s for
defined benefit plans. That is the prize, | am sorry
to say—for better or for worse, depending on your
point of view.

®m Conclusion

I think the next five to 10 years are going to be
incredibly fascinating for retirement policy issues,
and they are going to be very different from what
they have ever been before because of the increas-
ingly political nature of these issues.

All of us need to recognize that as we

consider our policy positions and go forward with
trying to shape and agendas. Because although it is
important to recognize the interests of employers
and sponsors, and that has usually been the main
focus of retirement policy, henceforth the issues of
participants are going to be increasingly more
prominent as a result of demographics and also as
a result of the technology, as John Rother! men-
tioned.

| think one of the most fascinating things
about this cash balance debate has been the use of
the Internet as a way to stimulate debate and
discussion, and | imagine that it has not gone
unnoticed by employee groups. | am sure we will be
seeing more usage of these technologies as issues
like these develop.

1 See John Rother, “The Politics of Change,” in this
volume.



The Small Business Administration

Perspective

by Kenneth D. Simonson, Small Business Administration

® Introduction

Let me start with a disclaimer and a couple of
advertisements. | am not speaking for an official
government position here. The advertisements are
for the Office of Advocacy and for yourselves. | work
in the Office of Advocacy of the Small Business
Administration, which is a unique government
agency.

m Role of the Office of Advocacy

Our role is to make sure that the rest of govern-
ment does not impose disproportionate burdens on
small entities, including small nonprofits and small
local governments. And we also to do research on
the role of small business and influences on it and
provide data on that.

A lot of our work can be found at the
Advocacy Web site, which is at www.sba.gov/advo.
We have an Office of Economic Research that
produces, in conjunction with the Census Bureau,
the Statistics of Income Division of Internal
Revenue Seervice, and the Federal Reserve, among
others, data broken out by size of business, by
gender of sole proprietorship, and by loans by size
of loan, for instance.

Many of these data are also available on
the Web site, but | would also encourage those who
are interested to talk to our staff and learn what is
available or to propose research. We are currently
in a position to delve into some of the questions
that | hope are burning in the minds of those in the
pension field, and we would welcome research
proposals.

m  Role of the Office of
Interagency Affairs

The Office of Interagency Affairs’ role is to enforce
or encourage agencies to go along with the man-
dates of the Regulatory Flexibility Act of 1980 and
its offspring, the Small Business Regulatory
Enforcement Fairness Act of 1996 (SBREFA),
which requires agencies, when they propose rules,
to take into account whether there would be a
significant economic impact on a substantial
number of small entities.

These are all words laden with import that
can be pretty hard to pin down, but it is a role that
we find the agencies are taking increasingly
seriously, and we hope that it is changing the
culture within the rulemaking parts of agencies in
order to make sure that they really are leveling the
playing field and not tilting it against small
entities.

We have been quite encouraged by the
attitude of officials in Treasury, the Pension
Welfare and Benefits Administration, and the
Pension Benefit Guaranty Corporation to try to
minimize the administrative burdens and the cost
for small employers and to make good faith esti-
mates of what those costs would be, and if possible
to find ways of mitigating them.

®m Good Intentions vs. Actual
Results

Despite these considerations, it is a long way
between good intentions and actual results. And |
think that the situation has been very well cap-
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tured by the Employee Benefit Research Institute’s
small employer retirement survey. It shows that
small employers are still worried primarily about
their profitability and are very reluctant to get into
a situation where they are going to be forced to pay
out benefits or make contributions to a plan when
they are not even sure that they will have any
profits or how long they will be in business.

As William Dennis! points out, there is
tremendous turnover among small businesses.
Certainly there are plenty of them for sellers of
plans to go after and try to encourage to establish a
plan. I have been doing research on sole
proprietorships, and have learned that there are
more than 19 million of them. More than 19 million
Schedule C’s have been filed in the latest filing
year, 1997. Most of these are extremely tiny, and
they are not prospects for growing into corporations
or even viable partnerships.

However, we do see a fair amount of
graduation into employer firms. Typically, there are
about 800,000 new employer firms a year. Several
hundred thousand are also exiting the world of
employer firms every year, either because they are
being absorbed by other businesses or they are
being dissolved for whatever reason. | don’t want to
characterize these occurrences as failures.

There are a lot of reasons that companies
close up shop. But the moral is that for many
businesses that look as if they would be prospects
for setting up a pension plan, this turns out not to
be the case. The owners don't really have the
expectation that they will be keeping the business
in that form for more than a brief number of years,
and/or they are dealing with a pool of employees
who don’t expect to stay with the company long
enough to be attracted by a pension plan based on
longevity.

And finally, employees may be looking for
compensation in a form that sets nothing aside,
even in a way that they can access within a few
years.

1 See William J. Dennis, “A Realistic Appraisal of
Increasing Pension Coverage by Small Business,” in
this book.

m A Useful Approach

I think you have to look at what is it that will
provide something useful to these firms. | was
mildly surprised that none of the discussions in this
book addresses the employee staffing side. | think
this has become an increasingly attractive option in
its various forms to small employers.

While contingent work has gotten a bad
name in some quarters, it is also true that for many
small employers turning to an outside source of
labor handles a lot of problems that the firm
experiences in terms of doing its own recruiting
and training and in dealing with compensation and
retention issues.

And small employers also see an outside
source of labor as potentially providing a more
stable labor force and certainly one more able to
provide pensions and other kinds of benefits that
would make their own company a more attractive
place to stay and work while at the same time
giving them, as the recipients of those labor
services, more flexibility about the size of their
work force and the skill set that they would be
using over any period.

| think the increasing growth of the digital
economy implies that there is going to be continued
churning and very rapid growth of some firms but
equally rapid turnaround in the direction that
those firms pursue and in the business structure
that they have as they merge with other firms or
develop new lines of business. Then the prospect of
trying to attract workers and keep the right set of
workers through a long-lived pension plan is going
to be increasingly dim.

Therefore, the future for providing compen-
sation in a way that will keep workers around and
keep the right set of workers around will increas-
ingly be related to employee stock options and
other forms that let the workers choose how they
want to receive the compensation, while minimiz-
ing the lock-in effect on employers of having to
guarantee a certain benefit and a certain amount of
administrative cost going along with that.

m Conclusion

In our role as advocates for small entities, we want
to hear from organizations large and small concern-



ing the administrative problems they are facing are
so that we can bring them to the attention of other
agencies, including Congress.

Our office does get to testify and provide
comment on legislation independent of the general
Administration position, and | think that it has
been valuable both to small entity representatives

Chapter 18

and to Congress to hear an independent voice
within the Executive Branch. And then let us hear
from you as to what you believe are feasible and
useful research proposals that would make at least
marginal changes in the attractiveness of the
retirement system for small entities and their
employees.
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Company-Sponsored Retirement Plans:
The Political Horizon

by Peter J. McCauley, Pharmacia and Upjohn, Inc.

® Introduction

The discussions in this book review the current and
future role of plan sponsors and the pros and cons
of many of the retirement income instruments
available to plan sponsors large and small to help
their employees provide for retirement. Although
there is significant discussion of the various
retirement instruments today, |1 would like to step
back and review again the issues.

m The Three Legged Stool

The first issue it seems to me is not which retire-
ment income instrument to select or what to do
with Social Security. The issue is not defined
benefit plans vs. defined contribution plans vs.
individual tax effective savings vs. Social Secu-
rity—individual investment accounts vs. monthly
income. The issue is the adequate delivery and
availability of retirement income benefits—ad-
equate inflation-adjusted income replacement at
retirement

| have just completed a pension redesign
project for my company. In my analysis | evaluated
over 90 different defined benefit, defined contribu-
tion, and hybrid plan designs, including our
existing plans. In addition, there were numerous
variations of the 90 basic design structures, includ-
ing the elimination of all company-sponsored
retirement plans. At the end of the day we changed
very little to our existing plan designs. We found
that our savings plan and defined benefit plans,
when combined with Social Security, were competi-
tive and delivered adequate retirement income.
What struck me about this analysis is that the
folks that designed these plans 30, 40, or 50 years
ago got it right. The same objectives and policies

developed when these plans were implemented long
ago are valid today. The three-legged stool of Social
Security, company-sponsored plans, and personal
savings is effective today in delivering adequate
retirement income for those career employees who
were lucky enough to benefit from these programs.
Obviously, there are many approaching or in
retirement today who did not have these programs
available to them. The point is the three-legged
stool is still a benchmark formula for adequate
retirement income.

m Longevity

The second issue is good news/ bad news. People
are living longer. That is good news. The bad news
from all of our perspectives is that existing plan
structures are more expensive because benefits will
have to be paid for longer periods of time. The
increased expense resulting from increased mortal-
ity will make it difficult for the government and the
private sector to support existing plan structures
now and in the future.

m Changing Demographics

The third issue is the changing demographics. The
three-legged stool program previously described
was designed to reward the career employee.
Although career employees will continue to exist in
the future, a smaller percentage of today’s employ-
ees will remain with the same employer for their
entire career. There is also an increase in the
contingent work force and those who work for
employers who do not provide company-sponsored
retirement plans. Although we seem to hear about
the number of Americans not covered by medical
coverage, | am not sure | have seen similar data on
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those not covered by retirement plans. It seems
employees will become increasingly more respon-
sible for creating and maintaining their own
retirement income programs as they move through
their careers with different employers.

® The Current Political State and
the lIdeal State

The current political state as it relates to Social
Security and company-sponsored retirement plans
seems to be reactive. Congress appears to be
reacting to changes and modifications in private
employer-sponsored retirement plans. Although we
all know about the real Y2k of retirement issues,
the aging of the baby boomers, there is no real
champion in Congress owning the retirement
income policy issue as there was in the days of
Employee Retirement Income Security Act. There
appears to be no national retirement income policy.

So what about the ideal state? | thought
about a national retirement income policy that
would embrace both retirement income replace-
ment and retiree medical issues, including long
term care. These are goals—a destination. For
starters, the policy would include these seven
simple guiding principles:

1. Encourage private employer sponsorship of
retirement income replacement plans and
programs. Imagine the pressure on governmen-
tal systems, including Social Security, if corpo-
rate America—Ilarge and small, public and
private, for profit and nonprofit—eliminated
plan sponsorship. One way to evaluate the value
of a program is to eliminate it. What would be
the financial and political impact of the elimina-
tion of employer-sponsored and individually
supported retirement plans?

2. Define a basic government floor of protection
income replacement benefit and retirement age
from which employer or individual can build
company or individually sponsored plans. Social
Security may provide at best 38 percent of final
pay. However, the Social Security benefit
eligibility age is rising.

3. Support full disclosure and communication of
government, company, and individual retire-
ment benefits. Support and, if need be, subsidize
programs and communication that help partici-
pants better understand the programs and
benefits available to them and how these
programs impact their personal financial
objectives.

4. Develop and communicate retirement income
adequacy standards. The 70 percent standard
mentioned earlier is one guideline. What are
some easy to understand adequate retirement
income guidelines at various ages?

5. Encourage Total Retirement Income Communi-
cation earlier. What are the sources of retire-
ment income replacement? What are the gaps?
What actions are required to fill in these gaps?

6. Encourage regulatory streamlining. Current
regulations are a barrier to ongoing plan spon-
sorship. Review the objective of the regulations
to see if they still apply in today’s environment
and in view of the previously suggested guiding
principles. Clean up the regulations as much as
possible to make plans easier to operate. What
is the return on investment for the government
expense relating to the development and admin-
istration of qualified plan regulation?

7. Encourage portability of benefits: Encourage
administration and programs that permit
employees to take or have access to retirement
benefits at retirement.

m Conclusion

By no means do | suggest this is a complete policy.
It is a start and basically a summary in some form
or another of items mentioned in this book. Build
on it and better it. What | hope the listing of these
seven guiding principles does is help change the
focus of the discussion to an overall umbrella
national income replacement policy from a discus-
sion of the individual merits of each individual
part.



Perspectives on Retirement Policy
by Howard Fluhr, The Segal Company

® Introduction

My task was described to me as one of commenting
on the presentations made by my colleagues in this
book. As a result, | have the observations that
follow, but (here is my caveat) they should not be
taken as gospel. In fact, 25 years ago, just after the
passage of the Employee Retirement Income
Security Act of 1974 (ERISA), | was asked to
predict the future of employee benefits 25 years
hence (in 1999). If I was graded on what | predicted
then, | would certainly not even receive a middling
mark. That is how much the environment has
changed over this quarter-century. We can expect
no less change over the next 25 years. That is as far
as | will go with prognosticating. Here are my
observations:

m (Observations

= Increased longevity. People are spending
more years in retirement not only because of
longer life spans but also because they are
retiring earlier. In fact, they may outlive their
defined contribution assets. There is a conflict-
ing trend here because people are also working
at older ages and undertaking serial careers.
Understanding these conflicts is not simple.
Because these and other conflicting patterns are
occurring simultaneously, most of the pundits
move either to the left side or the right side of
the ledger and develop great theories. The
degree to which my assignment is to predict
future trends, my prediction is that people will
either work more or work less.

= Perpetual asset management. The idea is
that, as one gets closer to retirement age
(whatever that is or will be), one shifts invest-

ments from instruments that provide variable
returns (with more risk) to those that promise
fixed income (with relatively little risk). If one is
going to live for 30 or 40 years in retirement,
that theory may not work out so well. In fact,
there are many questions about this and, as |
look forward, | am getting a little nervous about
them for myself.

Equities are going to soar. You know that. All
you have to do is to look at what has been
happening in the market. In fact, last year was
quite unbelievable. In fact, equities will con-
tinue to soar. Or, their values will plunge. This
is a given.

Full employment is another circumstance we
will need to consider. Will we have nearly full
employment, as we have now? Or, will economic
circumstances and immigration patterns
change? Both could affect our labor supply and
employment levels.

Workweeks will be shorter. This has been
discussed for years. However, all of the statistics
show that, currently, most people are working
longer hours. What happened to the shorter
work week concept? Will Gen X'ers and those
who come after react strongly to this and push
for more family and more leisure time? There
are those who say this is already happening.

Social Security will be weakened. It is
interesting to note that if the current best
advice is to keep investing as if the last 10 years
are a predictor of the future, as opposed to the
last 20, 30, 40 or 100 years, then Social Security
will get repaired. Obviously, there is a will to do
that, and we actually have an idea about how to
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do it. However, if the last 10 years are not a good
predictor of the future and investment markets
change significantly, then Social Security may
not be repaired. It will, however, again be a very
necessary floor of protection for a large percent-
age of our population.

Private pension coverage as an employer’s
choice will disappear. As time goes on, fewer
employers will elect to provide employees with
retirement coverage and an increasing percent-
age of working Americans will not have private
pension coverage. However, they may have
mandated private coverage. The idea has been
raised before and it has been raised again in
these discussions. Currently, there is tinkering
going on.

We have had very little discussion in these
pages about the notion figured out by employers
a long time ago that defined benefit and defined
contribution plans, in conjunction with each
other, provide the ideal coverage. That is, the
concept of capital accumulation and of a floor of
protection that is secure. The issues of older/
younger, short service/long service, risk takers/
non-risk takers are all included with the combi-
nation.

If future financial security is the goal, we
should not lose sight of this balancing act. In
fact, because the last 10 years have been a boom
time for many people, some question the need
for employer plans. Employees should be on
their own. It is a great idea. After all, with the
technology and education available for defined
contribution plans, everyone investing his or her
own money is equivalent to a Wall Street expert
who makes $2 million a year. Employees are
empowered. They didn't ask for it, but they are.
Let's get back to the idea of conflicting trends; in
the face of this long-term economic boom and the
creation of great individual wealth, how do we
account for the fact that the income gap is
widening?

Pension simplification will be enacted.
Everyone favors it—particularly for small
employers. Simplification makes sense. Some-
body ought to be paying attention to it. What is
the argument against it? And, what is the
current incentive to maintain plans? That is an

issue that has to be addressed. But, we have
been through this many times before, going back
to pre- ERISA times.

Are there incentives to legislate simplifica-
tion? Unfortunately, there is not enough incen-
tive to do it now. Why bother? Congress will not
act just because some of the people in the
employee benefits field are upset about unneces-
sary complexity. Even the fact that small
employers would be better employers, in a sense,
if regulations to introduce and maintain retire-
ment plans were to be simpler, is not important
enough so far.

Cash balance plans are the answer. Cash
balance plans are not the answer. There is
much discussion of cash balance plans, but, of
course, they are not perfect. If an employer has
a given amount to spend, and there are different
constituencies to take care of, then choices about
where to spend available resources have to be
made. This is not exactly a complex concept.
But, what we have is legislation, regulation, and
journalism by anecdote. My observation is that
decisions are made by anecdote. People are
interviewed on the street, “Did you realize when
you got this cash balance plan....” How on earth
could the average person know about such a
complex subject?

Actually cash balance is an antidote to
certain circumstances. The issue concerns
whether people will have short careers versus
long careers, whether they are younger workers
versus older workers, and whether they under-
stand these accounts. The cash balance concept
is not perfect, but we have not seen any perfect
ideas.

There will be technological unemployment.
Apparently, e-commerce will lead to a slew of
people sitting around with nothing to do because
all of the stores will disappear and everything
will be delivered to customers somehow. But,
will consumers be able to experience the touch
and feel they get from visiting brick and mortar
establishments? Will we be able to get the same
thing through cyber-visualization from TV
monitors or hand held PC-like devices? My
observation is that technology will continue to
change.



= The creation of employment will continue
to move to a lot of small companies. We all
know that small businesses are currently
accounting for most of the job creation in this
country. However, the Wall Street Journal
recently referred to an increase among huge
companies—such as Exxon and Mobil. Will that
mean the creation or elimination of jobs?

®m Conclusion

What is the future? There will be more federal
legislation and regulation with unintended conse-

Chapter 20

qguences. That is the one occurrence | am comfort-
able predicting. | have supreme confidence in that.
And, it is just as predictable for the next 25 years
as it was 25 years ago.

About five or six years ago, when | was
Vice President of the Pension Council of the Acad-
emy of Actuaries, we had great hopes about getting
some discussion in Washington on all of these
issues, as opposed to the politics. We are reliving it
today. | fervently hope that something will happen
now.
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Appendix

Small Business Retirement Plan Legislative

Proposals
by Bill Pierron, EBRI

The following legislative proposals introduced
during the first session of the 106t Congress
(1999) were aimed, in whole or in part, at generat-
ing greater retirement plan sponsorship among
small employers. These summaries are not meant
to be comprehensive, and focus solely on the
provisions of the bills that deal specifically with
small-business retirement plans. In addition to the
bills discussed below, a number of retirement-
related provisions were lifted primarily from

H.R. 1102 and included in H.R. 2488, the omnibus
tax cut bill that was vetoed by President Clinton.
These provisions, which focused primarily on
raising the contribution limits, were also attached
to minimum wage increase proposals at the end of
this congressional session, but stood little chance of
enactment at this writing.

m The Secure Assets For
Employees (SAFE) Plan Act
(Simplified Defined Benefit
Plan)

H.R. 2190, cosponsored by Reps. Nancy Johnson
(R-CT) and Earl Pomeroy (D-ND), would create a
simplified defined benefit plan with the same
eligibility and participation requirements as the
SIMPLE defined contribution plan for businesses
with 100 or fewer employees. In essence, SAFE is a
cash balance pension plan with mandatory
annuitization upon retirement. Benefits would be
fully vested and portable upon job termination.

An employer sponsoring a SAFE plan
would provide all eligible employees a benefit equal
to 1 percent, 2 percent, or 3 percent of compensa-
tion for each year of service. Companies that
experience revenue fluctuations could choose to cut

the minimum benefit to 1 percent or 2 percent in a
given year. The bill would also allow employers to
credit employees for up to 10 years of past service.
SAFE plan sponsors would not be required to pay
premiums to the Pension Benefit Guaranty Corpo-
ration (PBGC), as do sponsors of defined benefit
pension plans. Assets would have to be held in the
form of insurance company annuities or in trust in
certain specified investment products.

SAFE previously had been introduced in
the last Congress as H.R. 1656, but this year’s
version of the legislation contains different actu-
arial assumptions. As introduced in 1997,

H.R. 1656 specified that SAFE plans would be
required to use a specified conservative actuarial
assumption of a fixed 5 percent, to ensure the
minimum retirement benefit. Under the current
legislation (H.R. 2190), SAFE plans would be
required to use specified conservative actuarial
assumptions of 3 percent to 5 percent to ensure the
minimum retirement benefit. SAFE also has been
included in S. 741 and S. 649 (see below). A similar
proposal, the Secure Money Annuity or Retirement
Trust (SMART) plan was supported by the Clinton
administration, Pension Benefit Guaranty Corpora-
tion Executive Director David Strauss, and a
number of Democratic lawmakers (see further
description below).

m The Pension Coverage and
Portability Act

S. 741, cosponsored by Sens. Bob Graham (D-FL)
and Charles Grassley (R-1A), contains a number of
provisions designed to simplify plan administration
and encourage plan sponsorship and participation
among small employers. Similar legislation

(H.R. 1102, see below) was introduced in the House
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by Reps. Rob Portman (R-OH) and Ben Cardin
(D-MD).

The bill contains provisions aimed at
providing relief to employers from the Sec. 416
“top-heavy” rules of the tax code. Under the rules, a
plan is deemed top heavy if more than 60 percent of
the accounts or accrued benefits under the plan are
attributable to key employees. If so, the plan must
satisfy tougher requirements for vesting and for
contributions and benefits. The bill would modify
how the 60 percent figure is calculated, to include
only benefits accrued or contributions made in the
prior year. The bill also would repeal the current
requirement that the sponsor of a “frozen” defined
benefit plan continue to make contributions on
behalf of non-key employees.

The bill would reduce premiums for small
employers whose defined benefit plans are insured
by PBGC, cutting the premiums from $19 per
participant to $5 during the first five years that a
small-business defined benefit plan exists.

The bill also includes a start-up tax credit
for small businesses that adopt plans; the SAFE
defined benefit plan (see H.R. 2190); and elimina-
tion of Internal Revenue Service (IRS) user fees
that new plan sponsors must pay when they apply
for IRS approval.

m  Comprehensive Retirement
Security and Pension Reform
Act

H.R. 1102, cosponsored by Reps. Rob Portman
(R-OH) and Ben Cardin (D-MD), includes numer-
ous provisions designed to simplify plan adminis-
tration and encourage more small employers to
offer plans.

The bill would modify the tax code’s “top-
heavy” rules by simplifying the definition of a key
employee; streamline the deduction and reporting
rules for small businesses (those with 100 or fewer
employees); and eliminate IRS user fees for infor-
mation requests regarding small business pension
plans.

The bill would provide incentives for
employers to establish tax-deferred salary reduc-
tion plans that automatically enroll employees, and
would grant relief from “excessive PBGC premi-
ums” for new small-business defined benefit plans.

The bill also would establish a

$2,000 tax credit for the establishment or adminis-
tration of a new small-business pension plan, or the
retirement-related education of employees. The
credit would amount to $1,000 in the first year of
plan operation and $500 per year in the subsequent
two years.

The bill would require the Treasury Depart-
ment to issue “model” defined benefit and defined
contribution plans for small employers to minimize
regulatory costs and burdens.

m Retirement Savings Opportunity
Act

S. 649, cosponsored by Sens. William Roth Jr.
(R-DE) and Max Baucus (D-MT), seeks to encourage
greater retirement savings by increasing the
contribution limits for qualified employment-based
plans and individual retirement accounts (IRAS).
The bill also would create so-called backloaded
“Roth 401(k)” and “Roth 403(b)” plans (for education
and nonprofit organizations) that would allow after-
tax contributions and tax-free buildup and distribu-
tions. It also would include several provisions aimed
at small employers.

The bill would provide a tax credit to small
businesses with fewer than 100 employees for new
plan start-up expenses of up to $500 per year for
each of first three years. For small businesses with
fewer than 50 employees that set up new plans, the
bill would provide a deduction of up to 50 percent of
employer contributions for nonhighly compensated
employees (NHCES), up to an annual maximum of
3 percent of total NHCE compensation, for the first
five years of operation. This NHCE credit would be
available only if the employer had no qualified plan
for the three preceding years.

The bill also would raise the contribution
limit for SIMPLE plans from $6,000 annually to
$10,000 annually. It also includes the SAFE defined
benefit plan for small employers (see H.R. 2190).

m H.R. 352

H.R. 352, cosponsored by Reps. Roy Blunt (R-MO)
and Ken Bentsen (D-TX), is designed to simplify the
process of establishing and administering small-
business retirement plans by simplifying adminis-
tration, raising contribution limits, and establishing
tax credits for new plans. In essence, it modifies the



current SIMPLE plan.

The bill would allow small firms to claim a
tax credit of up to $6,000 over five years to offset
start-up and administrative costs of a retirement
plan. The tax credit would provide $2,000 in the
year the plan is established, and up to $1,000 per
year for the subsequent four years. Administrative
costs include the cost of establishing, administer-
ing, and maintaining the plan, as well as the cost of
educating employees.

The bill also would relax pension adminis-
trative requirements, and would raise the contribu-
tion limits for small employer plans to $10,000 per
year or 25 percent of compensation, to coincide with
the limits for non-SIMPLE 401(k) plans.

B Income Security Enhancement
Act of 1999

S. 8, sponsored by Sen. Tom Daschle (D-SD), would
create a tax credit for small employers that estab-
lish retirement plans. The credit would be available
only to firms that did not maintain qualified plans
during the previous year. Recipients would get a
credit against income tax of 50 percent of the costs
of establishing a qualified plan before 2002, with a
maximum credit of $1,000 in the first year after the
date the plan is established and $500 in the two
subsequent years.

The bill also would allow small employers
to adopt the Secure Money Annuity or Retirement
Trust (SMART) plan, a simplified defined benefit
plan similar to the SAFE proposal (see H.R. 2190).
SMART would provide a minimum annual benefit
equal to 1 percent or 2 percent of compensation (the
employer could elect to provide a benefit of 3 per-
cent of pay during first five years of the plan);
prohibit employee contributions; and fully vest
employees with two years of service and at least
$5,000 in earnings in the current year.

SMART plans could be funded as an
annuity or a trust invested in certain specified
investment products, with excess investment
returns, if any, credited to employees. SMART trust
benefits would be guaranteed by PBGC at a
reduced premium level.

The bill also would create a tax credit for
small employers (100 or fewer employees) that
establish pension plans. The credit would cover up
to 50 percent of small employer pension plan start-
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up costs, with a limit of $1,000 for the first year
and $500 for each of the second and third years.

m Retirement Security Act of
1999

H.R. 1590, sponsored by Rep. Sam Gejdenson
(D-CT), is another comprehensive package of
retirement plan provisions, some of which are
designed to encourage small employers to offer
retirement plans. The bill would establish the
Secure Money Annuity or Retirement Trust
(SMART) plan, like S. 8 (see above).

The bill would create a tax credit for small
employers (100 or fewer employees) that establish
pension plans. The credit would cover up to 50 per-
cent of small-employer pension plan start-up costs,
with a limit of $1,000 for the first year and $500 for
each of the second and third years.

In addition, the bill would require small
employers that offer a SIMPLE 401(k) plan to
contribute at least 1 percent of eligible employees’
compensation to their accounts, whether or not the
workers make an elective deferral.

®m Small Business Pension Start-
Up Credit Act of 1999

H.R. 1021, cosponsored by Reps. Debbie Stabenow
(D-MI) and Dave Camp (R-MI), would create a tax
credit for small employers (100 or fewer employees)
that establish pension plans. The credit would
cover up to 50 percent of small employer pension
plan start-up costs, with a limit of $1,000 for the
first year and $500 for each of the second and third
years.

m  Employee Pension Portability
and Accountability Act of 1999

H.R. 1213, sponsored by Rep. Richard Neal (D-MA),
would provide a tax credit to small businesses
establishing new retirement plans and allow small
businesses to offer simplified defined benefit plans.
The provisions are substantially the same as those
contained in H.R. 1021, H.R. 1590, and S. 8 (see
above).
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