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Introduction – Slide One
My thanks to Drake University, my undergraduate alma mater, for the invitation to speak at today’s meeting. It’s an honor and pleasure to be here today. When asked for a topic for today’s presentation, I thought tracing the history of the private retirement system in the United States, explaining the shift in the types of plans being offered, those implications for the future, and the forecast for the future of employee benefits would be a relevant topic. We’ll see if I bit off more than I could chew!

Let me give you my perspective. My father was a labor law attorney for a very large union and my uncle was an actuary. As I excelled in math, I was encouraged to go into actuarial science. I graduated from Drake University in 1974 with an undergraduate degree in actuarial science and had passed four of the ten required fellowship exams by the time I graduated. Over the next two years, I completed the remaining six fellowship exams while working for a very large insurance company. I worked in the pension asset of the company. My father encouraged me to pursue a law degree and so I returned to law school in 1977 and finished in 1980 – just a few years after ERISA’s passage. As many of you know, ERISA was a fundamental federal law that substantially regulated the delivery of employee benefits by private employers. It was a very exciting time to be doing employee benefits work – everyone was on a level playing field, learning the law, redesigning plans and advising clients. Then the heavy price tag associated with employee benefits revolved around the cost of defined benefit plans – those plans that promised a given level of benefits at a certain retirement age for life. Defined contribution plans – contributions accumulating in individual accounts – were modest and regarded as only supplemental to the defined benefit promise. 
In August of 2006, Congress made sweeping legislative changes affecting employee benefit plans established and maintained by private employers. Using those legislative changes and the changes made since ERISA’s passage, one of the themes of my talk today is to illustrate how Congress has effectively destroyed the private-sector defined benefit system as we know it today. And like many systems, once it’s gone, it will not return in its present form. In passing, I’d like to note that Congress has allowed public defined benefit plans (including its own) to remain federally unregulated – such plans will be facing enormous funding problems that will dwarf the problems that loom over the private defined benefit system. However, that is the subject of another speech.

Slide Two

My goal over the next 75 minutes is to discuss with you the evolution of employee benefits over the past 33 years since ERISA’s passage and to show that through repeated legislation, the private defined benefit system as we know it today is dying. What implications will that have on society? Enormous. A transcript of my speech is available on my school’s website if you’d like to refer to it later – simply go to www.jmls.edu, click under faculty publications and my name and you’ll be able to access it.

Slide Three
When we refer to employee benefits, we are generally referring to three categories of benefits – retirement income – which is replacement income during our retirement when we are no longer working; medical or health insurance – which covers the cost of medical care for us and our dependents either during our working life and/or during retirement; and paid benefits – which is salary paid to us while we’re not working (for example, sick pay, vacation pay, disability pay).

Slide Four

Employers offer employee benefits for a variety of reasons – primarily to promote workers’ economic security by insuring against certain events (e.g., health problems, disease and illness) and to raise living standards during retirement. Large size employers offer these benefits in order to complete for the type of workers who want and demand benefits as a condition of employment. These benefits add economic stability to the income and welfare of the American family, which then benefits society as a whole. By encouraging employees to save through retirement benefits, these benefits contribute to capital formulation and economic productivity.

Slide Five
Originally the U.S. retirement system was viewed as a partnership among the employer, the individual worker, and the government. The government mandated certain benefits such as Society Security, paid through employment taxes borne equally by the employer and the employee. Most employment-based benefits, such as the employer-provided pension plan, are voluntary on the part of the employer. When ERISA was passed, the most typical form of retirement plan was the defined benefit plan – providing a formula that determined the percentage of replacement income a worker would receive at retirement for his/her life or the joint live of the worker and his/her spouse. Individuals were also expected to supplement their retirement by savings through individual retirement accounts (known as IRAs) and life insurance.

Slide Six
The Society of Actuaries reports that current retirees will need close to 100% of their pre-retirement income level to sustain them during retirement due to the effects of inflation and escalating health care costs. According to Fidelity, the average age 65 couple will need about $215,000 to cover medical costs incurred during retirement.
 When Social Security was enacted back in 1935, the commissioners had intended that it provide about 50% replacement income – a higher percentage though at the lower income levels than at the higher income levels. And since Social Security has a cap on the level of salary that is considered in both the employment tax and the calculation of benefits, it provides no replacement income for income above a certain dollar level (this year that cap was $97,500). Employer-provided defined benefit plans were designed to provide a given replacement income ratio based either on a fixed percentage of pay (say 50%) or one based on seniority (say 2% for each year of service). In contrast, defined contribution plans do not guarantee a given replacement income ratio as the benefits are based solely on the balance in the worker’s account balance at retirement. Hence, during and after the accumulation stage, the individual worker bears the investment risk and after the accumulation stage, he/she bears the risk of out-living the account balance (i.e., longevity risk). Since defined contribution plans generally provide an annual contribution equal to a fixed percentage of the worker’s compensation, they are career average, not final average, by design. In contrast, defined benefit plans can be designed as either final average pay or career average pay replacement income formulae.
Slide Seven

Social Security was enacted after the Great Depression of 1929 when millions of Americans had lost their life savings and were unemployed. The original system was designed when earnings were much lower than they are today and when employer-provided pensions were rare. It was created when life expectancy was age 65 and therefore the expected length of benefit payment was extremely limited. It was financed on a pay-as-you basis; any excess funds – those funds collected but not needed presently to pay benefits – were referred to as “reserves” and were available to other governmental programs through loans. Social Security was designed to be simply a safety net – providing about 50% of replacement income at low income levels and redistributing income so that a lower percentage of replacement income would be provided to workers with higher incomes.
Since its passage, life expectancy has improved, thereby increasing the period of time over which Social Security benefits would be paid. As reported by the Congressional Research Service, the average life expectancy for an American born in 1969 was 69.7 years (longer for females); by 2000, it increased to 76.4 years.
 This translates not only to living longer and collecting more benefits, but also to increased medical costs. 

Slide Eight
This chart was produced by the Social Security Administration to illustrate the decline in workers relative to Social Security beneficiaries as a result of the decline in the birth rate.
 In 1950, there were 16.5 workers for each Social Security beneficiary; by 1960, this declined to 5.1 workers for each Social Security beneficiary; by 1970, there were only 3.7 workers for each Social Security beneficiary; and by 2005, it further declined to 3.3.Under current Social Security assumptions, the ratio of workers to beneficiaries is expected to decrease to 2.1 in 2030 and 1.9 in 2080. However, during this time frame, FICA taxes – employment taxes used to finance the system – were raised from 1.5% in 1950 to 4.8% in 1983 and then to 5.3% in 2005.
Slide Nine

This slide produced by the Bureau of Economic Analysis shows that the personal savings rates of Americans actually increased during the 1960s and 1970s. Starting in the 1980s it has plunged 114%.
Slide Ten

This next slide, produced by the Bureau of Economic Analysis, shows that Americans saved very little --- 2 to 3% of personal income during the early 2000s. Beginning in 2005, we now have a negative savings rates – meaning that we’re spending more than we’re earning. 
Slide Eleven
This chart shows the progression of private and mandated employee benefits over time. American Express Company was the first major employer to provide an employer-provided retirement plan back in 1875. Some state and local governments began to offer pension plans for their employees. By 1920, the federal Internal Revenue Code was amended to provide tax deductions for employers who contributed to pension plans. The Revenue Acts of 1926 and 1928 provided for tax-exempt trusts to hold plan assets and employee exclusion from income tax for benefits vested under pension plans. The Revenue Act of 1938 and 1942 later added nondiscrimination requirements to tax-qualified pension plans.

By 1935, half of the states provided some form of pension plans for state employees. In reaction to the Great Depression, Social Security was enacted in 1935 with a January 1, 1937 effective date. Also in 1935, the National Labor Relations Act (NLRA) was enacted and provided that pension and welfare benefits were “terms and conditions of employment,” to be the subject to collective bargaining. The freeze in wages following World War II led to an increase in employee benefits, which were not frozen. By 1940, there was an estimated 4 million employees covered under a private pension plan. This number increased to almost 10 million by 1950 and 21 million by 1961. The explosion of coverage led to the enactment of the 1958 Welfare and Pension Plan Disclosure Act, designed to regulate private pension and welfare plans. Today, over 30 million employees (almost half of the workforce) are covered under a private employer pension and /or welfare plan.

One of the key events that led to the passage of ERISA was the 1963 closing of the Studebaker Corporation, with its adverse consequences for participants in the company’s pension plans. Studebaker had negotiated with the United Automobile Workers Union (UAW) to terminate the plan and pay benefits to only 3,600 participants (as compared to the 10,500 retirees and participants covered under the plan). Due to the inadequacy of the funding of benefits, the remaining participants/retirees received none or a small portion of their promised benefits. This led to a rally for pension reform in the private sector.

What types of plans existed prior to the passage of ERISA? How have they evolved over time?

Slide Twelve
When ERISA was passed in 1974, the predominant form of pension benefits were delivered through defined benefit plans. 401(k) plans weren’t even conceived until 1978. IRAs were introduced in 1974, providing a tax deduction to encourage individuals to save for retirement. Medical benefits or health insurance was provided, if at all, on a fee for services basis. Due to the evolution of the minimum wage and hours laws, employers were required to provide sick pay and vacation pay and provided continuation of salary during these leaves. Some employers also offered short-term and long-term disability benefits.
Slide Thirteen
As noted in an earlier slide, the Internal Revenue Code has provided favored tax treatment to pension and medical benefits if such benefits were provided through the employer. By subsidizing these benefits with tax incentives, employers passed along the tax savings to employees. Tax-qualified pension and profit sharing plans provide a tax-deferred benefit as the benefits will be taxable when ultimately received at retirement. However, the plan assets are held in a tax-exempt trust and thus grow at a cumulative rate of return. In contrast, medical benefits or health insurance provided through the employer is totally excluded from taxation. And as the cost of medical care increases, this benefit becomes more valuable to employees. In fact, they are willing to trade off other benefits or even wages increases to preserve the delivery of medical benefits from the employer. Other welfare benefits such as disability benefit have a partial tax exclusion, and finally benefits such as paid sick days or paid vacation days are totally taxable to the employee.
Slide Fourteen
The term “tax expenditure” refers to taxes not collected either because a deduction is received or the payment of the tax is delayed (as is the case with pension benefits). It is analogous to a social program that is subsidized by direct payments from the federal government. The 2007 U.S. fiscal budget illustrates the enormous tax savings afforded to employees through employer-provided health plans and retirement plans.
 During 2005, President Bush hosted a panel of experts to make recommendations to simplified the federal tax code. While individual taxpayers were up in arms at the prospect of losing the tax deduction for interest paid on home mortgages, it’s obvious from this slide that that expenditure pails in comparison with the expenditures afforded to employer-provided pension and health insurance. Just recently, President Bush proposed elimination the tax exclusion for employer-provided health insurance; instead everyone would include the actual cost of their employer coverage as taxable income, but an automatic $7500 (for singles) or $15,000 (for married couples) exclusion would be granted. The hope would be that employees would choose less expensive health coverage to minimize their taxes.

In the case of retirement benefits, the tax savings is simply deferred as the taxes will be assessed at the time the retiree actually receives the income; however, the tax savings afforded to health care benefits is sizable as it is not includable in income and thus, will never be recouped by the government.

Slide Fifteen

The United States Census Bureau did not begin to keep statistics regarding employer-provided employee benefits until 1987; therefore I do not have a pre-ERISA and post-ERISA pie chart to display. However, the 1991 Census Bureau data isn’t too far out of alignment with what employers were providing with respect to benefits during the 1980s and 1990s. 
What a comparison of these two pie charts illustrates is that the increase in the real cost of the total benefits package from 1991 to 2005 was primarily due to increases in the real cost of providing health insurance and retirement income.
 For most employers, paid leave was the dominant benefit cost; however, by 2005, the cost of health insurance equaled the cost of paid leave. Why? Health insurance costs increased by 28% while the cost of paid leave didn’t increase significantly. Of the three costs, retirement income was the least costly benefit. When factoring in paid leave, these three benefit programs total, on average, almost 60% of an employee’s total benefits package and account for over 80% of employers’ costs for voluntary benefits.
 

Slide Sixteen

In 1974, when ERISA was passed, noncontributory defined benefit plans were the predominant form of retirement plan. The number of private defined benefit plans peaked in 1983 at 175,143 and declined to a total of 56,405 in 1998. In contrast, by 2005, the typical retirement plan in place for most private employers was a contributory profit sharing plan – by 1998, there were 673,626 defined contribution plans, almost half of which were 401(k) plans.

Slide Seventeen
This slide is from the Investment Company’s Institute estimates from the Department of Labor 5500 Annual Reports. It shows that plan assets were predominantly in defined benefit plans back in 1985, but that trend shifted in 1997 when plan assets in defined contribution plans overtook defined benefit plans. The gap has widened by 2005, which is consistent with the downward trends in terminating or freezing defined benefit plans and replacing them with 401(k) defined contribution plans. 
Slide Eighteen

Congress enacted ERISA, the Employee Retirement Income Security Act, on Labor Day in 1974, to protect employee rights under voluntary employer-provided plans. The retirement benefits of union employees covered under collectively bargained agreements had been protected by the NLRA, but salaried employees didn’t have similar protections. ERISA changed that by giving participants a federal cause of action under ERISA for benefits earned under a retirement plan and protections against subsequent cut-back in earned pension benefits. 
Under the traditional defined benefit plan, benefits were usually calculated based on seniority. Thus, when an employer who had been in business for a number of years established a plan, it had to decide whether to grant credit for pre-plan years (i.e. referred to as past service credit in contrast with future service that was covered under the plan). Depending on the number of the past service years that could be credited, a significant past service liability could result for the employer. Pre-ERISA, there was no limitation on an employer to pre-fund this liability over the active working lifetime of the employees. The system operated on a pay-as-you-go basis. ERISA’s minimum funding standards required amortization of current and past service liability over a fixed period of years. 

ERISA also strengthened the Code’s nondiscrimination standards, resulting in increased eligibility for employees and nondiscriminatory benefits or contributions. Maximum limitations on the level of benefits or allocations were also imposed, as well as limitations on the employer’s deductibility limits. 

A new governmental agency was created by ERISA – the Pension Benefit Guaranty Corporation or PBGC – to insure that benefits promised under employer-provided defined benefit plans would be paid in the event the employer later went insolvent or bankrupt.

Slide Nineteen
Since 1974, there have been over 30 legislative changes made to ERISA and the Code. The result is a patchwork of changes that have conflicting public policies. This has also led to the increase in administrative and legal costs to keep these plans in compliance. While Congress has continued to add new types of defined contribution plans to encourage small businesses to adopt these plans --- SEPs and SIMPLE IRAs -- as well as 401(k), money purchase, cash balance plans. Unfortunately this has caused undue complexity for small businesses in deciding what type of plan to adopt, and of course, confusion for the employees deciding whether to participate in such plans. Congress’ most recent legislative change was the Pension Protection Act of 2006 – over 900 pages in length, affecting only defined benefit and defined contributions plans. Most experts agree that this latest round of legislative changes will have an enormous impact on these plans for years to come and will undoubtedly led to the demise of the defined benefit system as we know it today.

Slide Twenty
As mentioned earlier, pre-ERISA, plans were allowed to pay benefits on a pay-as-you go basis – no amortization of past service liability. Plan sponsors were also free to terminate a plan at any time, regardless of the level of unfunded past service liabilities. This was a recipe for disaster!
Slide Twenty-One
ERISA requires a plan sponsor of a defined benefit plan to hire an enrolled actuary to compute current costs (i.e., those associated with the plan’s current year benefit accruals) and the costs of unfunded actuarial liabilities (i.e., costs associated with past service accruals or previously unfunded current year accruals) by using reasonable actuarial assumptions. These assumptions needed to be reasonable and were not prescribed by statute. How these costs – current and past service costs – would be allocated over the future working lifetimes of the employees would be determined under an actuarial cost method – six of which were permitted under the statute. 

ERISA’s minimum funding rules used a traditional bookkeeping “T account” to determine the plan’s accumulated funding history. On the debit side of the T account, the statute required certain minimum costs; on the credit side of the T account, the actual employer contributions were recorded. At the end of each plan year, if the debits exceeded credits, there was a funding deficiency that had to be paid in order to avoid an excise tax; if the credits exceeded the debits, there was a surplus. As deficiencies and surpluses were accumulated and carried forward to subsequent years, surpluses could be used in future plan years to reduce or eliminate future required contributions – thereby permitting a holiday from future employer contributions.
Slide Twenty-Two

Pre-ERISA, benefits under defined benefit plans were not insured, so if the employer went bankrupt and unable to fund all remaining plan liabilities, the participants were left high and dry. The creation of the PBGC was to guarantee pension benefits, up to a certain dollar ceiling. The premiums charged for this insurance were unrelated to risk however; many employers abused the system as they could still voluntarily opt out of the system at will. The PBGC receives no appropriate funds; it is financed through its premiums. The system certainly created a “moral hazard” – employers would react in such a way as to increase the likelihood of receiving benefits from the PBGC. The system also resulted in “adverse selection” – weak employers being insured by healthy employers with well funded plans.

Slide Twenty-Three

ERISA’s initial funding model was flawed in its design. Since Congress was going from no pre-funding of past service liabilities to some funding, it did so gradually – initially requiring a full 40 years to fund the liabilities. The actuarial assumptions used to value plan assets and liabilities were to be determined by the plan’s actuary – making it difficult to adequately compare assets and liabilities, on an employer-by-employer basis. As defined benefit plans were viewed as long-term commitment by the plan sponsor, the focus was on the long-term costs of these plans, not the short-term costs that would be the responsibility of the PBGC if the plan were to terminate not fully funded.
Slide Twenty-Four

The initial $1 per capita premium proved to be wholly inadequate and was increased four times by 1991 – with an increase of 1800% in 15 years. Employers definitely took advantage of the system. Bethlehem Steel unloaded benefits worth $3.7 billion to the PBGC after paying on $60 million in premiums. While the PBGC had recourse against an employer, it was based on the employer’s net worth which in bankruptcy cases proved to be inadequate. On the flip side, some employers accelerated the funding of their defined benefit plans even to where the plans were being surplused. To discourage such overfunding, Congress imposed a 50% excise tax on any surpluses resulting from terminated plans. As a result, employers experienced a contribution holiday while they drew down the surplus in lieu of making future contributions.  

Slide Twenty-Five
This slide visualizes Bethlehem’s unloading a claim of $3.7 billion in liabilities to the PBGC as compared to its payments of $60 million in PBGC premiums. Likewise, United Airlines unloaded $5 billion in liabilities as compared to its payments of $75 million in premiums.

Slide Twenty-Six
As Congress realized that the funding rules and termination rules were flawed, it began to slowly change the rules. The 40-year amortization period was shortened to 18 years; interest and mortality rates would be set forth in the statute, not set by the plan’s actuary; and the perspective of the plan’s funding was beginning to change from a long-term approach to a short-term, or plan termination approach. On the insurance side, the premiums were finally bifurcated between a per capita portion and a variable portion that was now dependent on the size of the unfunded past service liability. Due to the adverse selection, healthy employers began to move out of the system once benefits became 100% funded. The termination rules were changed to prevent unhealthy employers from opting out of the system if benefits had not yet been fully funded.

Slide Twenty-Seven
This chart, produced by the General Accounting Office in its February 2006 report
, shows that private employers’ average real cost of total compensation (wages + benefits) for current workers grew about 12% from 1991 to 2005. The real cost of benefits grew at a faster rate – 18%, while the real cost of wages grew at only 10%. Between 1991 and 2002, wages and benefits increased at about the same percentage, after which time real wages became constant and real benefits costs increased. The increase in the cost of benefits was largely due to increase in health insurance and retirement income costs. Until now, paid leave had been the most costly of all benefits. By 2005, the cost of health insurance equaled that of paid leave benefits, and retirement income, which had been the least costly, grew by an estimated 47%. Experts concur that rising benefits costs are forcing employers and employees to choose between wages and benefits. They also state that the employer-sponsored system of benefits, in its present form, is unsustainable as productivity growth will not support such costs, especially escalating health care costs.
Slide Twenty-Eight

In the midst of all the changes occurring in the defined benefit system, the cost of other benefits provided to employees is dramatically changing. In 1970, a typical employee’s total compensation was segmented as follows: about 90% in actual wages; 6.5% in pension benefits; 2.4% in health insurance; and 1.8% in other benefits. By 2004, the segment associated with health insurance has increased to 8.4% from 2.4% whereas the segment associated with pension benefits increased from 6.5% to 9.1%, whereas the segment associated with other benefits has stayed constant. What does this mean? As health and pension costs increase, these benefits are being funded from wages – now a typical employee receives 80%, not 90% of his/her total compensation, as actual wages. 
Slide Twenty-Nine
As the chart in the prior slide showed, health care costs have increased dramatically since 1974 and assumed a greater portion of the employee benefits costs. Cost drivers include the aging population; cost of prescription drugs, research and development costs and the rise in medical malpractice premiums. According to the U.S. Census Bureau, the number of people age 65 and older in 2005 accounted for 12% of the total U.S. population. By 2050, this percentage is expected to increase to 21% of the total U.S. population – a 147% increase in that age group.
Slide Thirty
By 2000, the perfect storm hit the defined benefit system – the fixed interest rate used to value plan liabilities hit an all-time low, causing liabilities to balloon in value – at the same time the stock market substantially declined in value causing plan assets to dip. Plans that had been fully funded in the 1990s now were reported as underfunded. None had cushioned their plans with surpluses due to the 50% excise tax penalty.  By 2004, the average funded plan ratio dropped from almost 83% in 2001 to 69%. Of course, this increased the PBGC’s potential exposure for liability and it headed back to Capitol Hill for additional relief. 
Slide Thirty-One
When Congress was confronted with the PBGC’s pleas for relief, it called upon the General Accounting Office to explain why defined benefit plans had moved so quickly from a fully funded to an underfunded status. The GAO affirmed what actuaries and plan sponsors had experienced from 1994 to 2000 – 62.5% of plan sponsors from large plans made no cash contributions due to changes in the funding rules and the use of the plan’s credit balance. Plans that had large surpluses decided not to terminate in order to avoid the 50% excise penalty; instead, they converted to cash balance plans. By 2002, 25% of the largest 100 plans were less than 90% funded. Although the PBGC’s actual exposure by mid-2000 was $23 billion, it estimated that its potential exposure was $96 billion based on financially weak employers with underfunded plans. 
Slide Thirty-Two
This chart visualizes the change in the PBGC’s exposure to liability over time, highlighting why the most recent years showed particular vulnerability.

Slide Thirty-Three
This chart visualizes the amount of total underfunding that single-employer plans insured by the PBGC have experienced over the past twenty years.

Slide Thirty-Four
The PPA’06 solution is to drastically escalate the funding requirements under defined benefit plans – from 18 years to 7 years – less smoothing of plan assets values and restrictions on the use of the credit balance to forego a required contribution. PBGC premiums were dramatically increased. This is all led to the termination of healthy defined benefit plans or to freezing unhealthy defined benefit plans to reduce the potential for future increases in liabilities. As a result, only unhealthy employers are stuck in the system and unable to move out unless they face insolvency or bankruptcy.
Slide Thirty-Five
This is a list of the premier employers who had defined benefit plans and have decided to terminate or freeze such plans and move to the defined contribution model for retirement savings. 

Slide Thirty-Six
The end result is that employees are no longer being covered under defined benefit plans – only 20% of all Americans. Employees are moving to defined contribution plans – but 26% of employees eligible under these plans elect not to participate. People are living longer which means they’ll need a longer stream of replacement income, but they’ll also need more medical care. Today, the typical life expectancy is about age 77 for males and 81 for females. Due to the decline in the birth rate, the US population is aging – 76 million will reach age 65 in the next decade as the baby boomers (those born between 1946 and 1964) matures. 

Slide Thirty-Seven

What about our three-legged stool approach to retirement savings? As Social Security has been financed on a pay-as-you-go basis, the number of workers will be insufficient to support the number of beneficiaries – resulting in some combination of reduced benefits, increased employment taxes, deferred retirement ages, and/or increased income taxes. The traditional employer provided benefit has moved from a defined benefit to a defined contribution model – shifting investment and longevity risks to employees instead of the employer. 
Slide Thirty-Eight
All the trends we are seeing are moving in the wrong direction. People are spending too much and saving too little. They don’t have any idea as to the dollar amount they’ll need at retirement and unfortunately they’re not doing anything to educate themselves as to how to proceed. However, the shift of retirement planning and providing has been moving away from a partnership with the government and employer to that of the individual. 

Slide Thirty-Nine
These estimates were made available by Fidelity in a report entitled Fidelity 2005.
From my introduction, you know that I am a professor and as such, I strive to make ERISA’s rules understandable and meaningful to my students by using everyday events as illustrations. Often times, I use my family as a readily available set of examples to analogize and explain ERISA’s voluntary pension system. Despite my youthful appearance, I have a 22-year old daughter, 21-year old son, and a 20-year old daughter. I find that my parental examples provide me with a wealth of material in both the pension and non-pension context.

What I’d like to do today is to walk down memory lane with you – tracing ERISA’s legislative changes and how Congress has used these changes to undermine the defined benefit system. Unfortunately, this stroll may unnerve you – it certainly did me. You’ll be surprised how Congress has done everything possible to orchestrate the demise of the defined benefit system, despite its present legislative rhetoric that it’s reforming and preserving the system. 

Pre-ERISA, defined benefit plans were the predominant form of retirement savings. Congress became concerned that private-sector employers were promising more benefits than they were funding. Profit sharing plans were also popular but viewed as supplemental to the pension benefits. There were, and continue to be, key advantages of the defined benefit model. 

Many of these advantages flow not from the depth of the employer’s pockets – after all, there are only 100 cents in the dollar—but rather from the key “public policy” fact that the employer is diversified across time. In a defined contribution model, if the market happens to be down when I retire, tough beans for me. By contrast, the employer, being time-diversified, can ride through fluctuating markets. In defined benefit plans:

· The employer assumes the investment risk in a noncontributory plan, so the employees’ benefits aren’t subject to a down market.

· The employer assumes the employee’s longevity risk by paying the benefit over the life annuity of the participant or the joint life annuity of the participant and spouse

· The employer often assumes the inflation risk until the employee terminates or retires.

· Defined benefit plans generally cover more employees, in contrast with 401(k) arrangements in which many eligible employees opt out of participation. 

· Many defined benefits plans continue to pay only annuities, preventing employees from experiencing leakage risk by depleting savings in advance of retirement.

· Many defined benefit plans provide disability benefits, in contrast with defined contribution plans where the account balance is relatively small if the participant becomes disabled at a young age.

· Defined benefit plans often times provide subsidized early retirement benefits, allowing an earlier transition into retirement.

· If the employer does eventually go bankrupt, accrued pension benefits (subject to a dollar cap) will be guaranteed by the PBGC. 

During the past calendar year, my 22-year-old daughter graduated from college and thankfully, became gainfully employed. Unfortunately, her San Francisco apartment rental was going to be $1,500/month, and she could only afford $800/month. My husband and I decided to shoulder the $700/month difference to assure her of safe and adequate housing. We undertook to fund a defined benefit promise of $700/mo for a specified period of time. By contrast, the defined contribution model is a “use it or lose it” model – take advantage of the deduction and the accrual in a given year or forever lose it. In the family model, this is tough love – if you can’t afford it, then tough luck – get whatever apartment you can afford regardless of the conditions or safety. 

According to The ERISA Industry Committee (better known as ERIC), there were more than 100,000 single-employer defined benefit plans at ERISA’s inception. By 1998, the number declined to 55,000 and by 2002, to 36,000. Whereas 84% of workers at large and medium-size employers enjoyed traditional defined benefit protection in the early 1980s, now only 33% of such workers enjoy such protection.

In contrast, the total number of private single-employer defined contribution plans rose steadily from 207,000 in 1975 to 700,000 in 2002. The defined contribution model focuses on personal initiative – it assumes that the individual is in a position to save and that the individual is savings at an early age. Given our family model, our 22-year-old daughter can’t even afford her daily apartment costs, let alone saving for retirement. By the time her salary increases sufficiently to cover her apartment costs, she’ll likely be married and will be using discretionary savings to purchase a house, instead of paying rental income. So much for retirement savings! Our government promotes the advantages of the defined contribution model, but down-plays the effectiveness of such a model on the early ability of individual employees to save.
ERISA did not originate out of a visionary plan to facilitate the adoption of private benefit plans that would meet the needs and wants of potential retirees. It was, and continues, to be a reactionary law. ERISA was designed to correct two historical flaws in the design and maintenance of pension plans – a lack of minimum funding requirements for pension plans and the creation of a governmental insurance program to cover such benefits. With respect to the minimum funding requirements, Congress had to decide how past service liability would be amortized. Unfortunately, Congress decided to treat all defined benefit plans the same for funding purposes – existing plans had a 40-year amortization period and new plans a 30-year amortization period. Therefore, even employers with mature workforces were given 40 years to pay off their liabilities. While the fixed term was easy to administer, it assumed the ratio of workers to retirees would remain constant and it ignored the actual demographics of a given employer. Such model may have made sense when the demographics had 16 workers supporting 1 retiree; it causes havoc in today’s environment with 3.3 workers to support 1 retiree. 

The fixed term also totally ignored the employer’s financial ability to promise large past service liabilities. What if a financially poor employer agreed to excessive past service liabilities without the wherewithal to pay for such liabilities? That’s like giving my 22-year-old 30 years to pay off her apartment debts – not only has she forgotten about the excess costs of 30 years ago, she’s gone on to incur new debts. Under the tough-love defined contribution model, if she wants the $1,500/month rental, that cash is needed now, not 30 years from now. What are the consequences of this mind-set? Employers who are cash poor contribute the minimum, forestalling the inevitable when the past service liability has to be paid. Such minimums also set the floor – making it more difficult to impose more restrictive contribution requirements in the future.

The PBGC premiums that would be used to finance the cost of this new insurance protection were also unrelated to the employer’s past service liability or its financial health. Here’s where the law was truly dysfunctional. Regardless of the financial health of an employer to make current and past service promises, the PBGC was made to guarantee such benefits (subject to certain phase-in rules and dollar caps) and was to finance the cost of such guarantee equally for all participants. The phase-in for benefit coverage was only 5 years – hardly a deterrent for adopting a large past service liability. 

To illustrate the flaws in the PBGC insurance rules, I’m going to use the analogy of purchasing car insurance for my three teenagers/young adults. Six years ago, we added our first teenager to the car insurance. I can’t tell you the jump in car insurance costs we experienced not only in that first year, but in the next six consecutive years, as we’ve added two more teenagers to our coverage. Like your car insurer, my insurer prices our annual insurance costs based on the number and age of drivers, the number and types of cars insured, and our driving history. From an actuarial perspective, costs should be assessed to the group that has the greater predicted history for claims. While my son, the 20-year-old, has never had an insurance claim, statistically he belongs to a group of high claimants and thus our premiums are adjusted accordingly. Certainly, the longer our family maintains a claim-free policy, the lower our annual premium. As an actuary, all of this I understand.

Did employers game the system either deliberately or by default? Of course. Bethlehem Steel unloaded a claim of $3.7 billion to the PBGC after paying only $60 million in premiums to the PBGC over a 10-year period from 1994 to 2003; likewise United Airlines has paid $75 million in premiums over a 10-year period from 1995 to 2004, yet its pensions are underfunded on a plan termination basis by more than $5 billion. 

As expected, the PBGC made numerous reports to Congress since the enactment of ERISA, demanding restrictive funding rules and increased premiums. Congress responded in reactionary fashion in 1987 by tightening the funding rules with the advent of the deficit reduction contribution charge (DCR). The minimum funding rules now were based on plan termination liability, not an actuarial value of liabilities. Congress was making the shift –and taking the PBGC’s perspective – what liability would be due today if the plan were to terminate? The PBGC was also successful in getting Congress to increase the premiums: from 1977 to 1991, an 1800% increase in premium rates.

Congress imposed the interest rate to be used in valuing plan termination liability -- regardless of the probability of the plan’s termination and the employer’s financial health. The result was to impose various funding targets. It also added a second-tier premium for plans with unfunded vested benefits – however it was capped at a modest cost of $50/participant regardless of the amount of employer’s unfunded vested benefits.

On the flip side, plans that were in a surplus funding position were attracting some attention in the mergers & acquisitions realm. The most egregious case was the purchase of the A&P grocery chain where the plan termination paid for the actual takeover. At the time ERISA was passed, Congress imposed a 20% excise tax to discourage the build-up of plan surpluses. Then in 1987, Congress’s reaction to corporate raiders of pension surpluses was to impose a 50% excise tax on the surplus of a terminating defined benefit plan. While such excise tax discouraged take-overs, it certainly discouraged employers from maintaining a surplus.

To no surprise to anyone, employers with surpluses began to reduce funding levels to the minimum levels – how could corporate officers responsible to shareholders justify pension surpluses that wouldn’t be returned to the employer in the event of plan termination? From the CFO’s viewpoint, defined benefit plans began to be a lose/lose proposition --  if the plan assets earned greater than expected rates of return, the excess could not be recaptured and if the plan assets earned less than expected, more contributions had to be made. If this additional contribution came at a time when the financial markets were distressed and profits were under pressure, the defined benefit plan began to be a drag on the employer’s financials. Since the mid-1980s, defined benefit plans offered by private employers shriveled to about 36,000. Corporate America was turning its back on the defined benefit retirement model. 

To add insult to injury, between 1987 and 1994, Congress introduced a mandated mortality table in the calculation of the plan’s current liability; reduced smoothing of the interest rate used to value liabilities, making contributions subject to more volatility; and restricted the amount of retroactive benefit increases that underfunded plans could enact. While these rules strengthened the minimum funding rules, they did not result in the full funding of current liabilities. Fully funded plans had no incentive to increase plan contributions beyond the bare minimum due to the 50% excise tax. In fact, some employers with surplus defined benefit assets reacting to younger employees’ desire for defined contribution plans converted the defined benefit plan to a cash balance plan to use the surplus for future allocations of eligible participants. 

Between 1994 and 2000, the funding of defined benefit plans was defined solely in terms of various funding targets and the goal of the employer was to simply hit the target to avoid its consequences. Congress had made the shift totally to the PBGC perspective – defined benefit plans were no longer viewed as long-term commitments by the employer, but instead a liability with a current market value. Actuaries fell by the way-side – since funding was based solely on current market funding targets. 

While one can use yearly targets to incent current behavior, such targets do little to alter how an employer will change future behavior? Hence, instead of determining what the best level of funding should be for a defined benefit plan, the employer became consumed with attaining current year funding targets. Due to large credit balances between 1994 and 2000, 62.5% of the sponsors of the largest plans made no cash contributions. Using my parental perspective, this makes perfect sense – I can certainly get my children to do something presently with sufficient economic incentives – however, to get them to “buy into” that behavior on a long-term basis takes more than just short-term perks.

Now let’s usher in the perfect storm of the early 2000s. The 30-year Treasury bond that must be used for valuing pension liabilities is depressed to an artificially low interest rate and Treasury decides to discontinue its issuance. The bull market in equities bursts, depressing the value of most plan assets. This causes plan liabilities to increase and plan assets to decrease, causing an underfunding even for plans that years before had been fully funded or in a surplus. Congress reacts with a temporary fix on the interest rate – relying on a long-term corporate bond rate for 2004-05 to value plan liabilities. Regardless of the fix, defined benefits plans that had been in surplus now required minimum required contributions. 

With the perfect storm of 2000, large and medium-size employers started to retreat from defined benefit plans by freezing future accruals or terminating the plan completely. Out of the Fortune 100 companies, 89% had traditional defined benefit plans in 1985, today only 35% do. In 2005 alone, the number of Fortune 1000 companies that froze or terminated plans rose 59%, and the number of companies closing plans to new hires nearly doubled.
The newspapers have characterized 2006 as the beginning of a new Ice Age for defined benefit plans. IBM jump-started the band wagon to freeze its plans, but other firms followed suit – Tenneco, General Motors, Motorola, and DuPont all announced their decisions to freeze their defined benefit plans. According to the Washington Post, “IBM’s move is part of a corporate stampede away from traditional pension plans.” The only market left for defined benefit plans will be the small employer market, where shareholders wish to retire and maximize deductions with maximum defined benefit plans. According to a report from the Hudson Institute, a public policy research organization, from 1988 to 2004, the number of defined benefit plans offered by firms with less than 25 employees increased by 7% and the number offered by firms between 25 and 100 employees increased by 11%.

What was the Administration’s and Congress’ reaction? Suddenly everyone on the hill is concerned about the potential for liability by the PBGC – no one is concerned about the viability of the defined benefit model or the long-term ability of employers to continue such plans. To prevent the PBGC from becoming the next savings & loan bailout, the executive and legislative response was swift – more restrictive funding rules and higher PBGC premiums. This showed no leadership role in rebuilding the defined benefit model. The Administration’s initial proposal for a 7-year amortization schedule was analogous to my bank telling me that my 20-year mortgage suddenly is a 7-year mortgage and I’m to prepare myself for slightly larger monthly mortgage payments. Get real! I’m not going to prepare myself for larger monthly mortgage payments; I’m going to prepare myself to move into a cheaper home! 

What do single-employer of defined benefit plans face with the new round of legislative requirements imposed by the Pension Protection Act of 2006? The following:

· increased annual costs due to faster amortization of past service liabilities (favorable for the PBGC if the employer has the financial ability to make the payment)

· more volatility in the valuation of assets and liabilities as smoothing is restricted (subjecting employer to greater risk and therefore having some employers opting out of such risk)

· new set of funding targets to avoid limitations on benefit restrictions (additional restrictions making defined benefit plans less flexible)

· increased PBGC premiums for on-going and terminated plans – resulting in employers deciding to freeze accruals under current plans that are underfunded and terminate plans that are fully funded. Such increased premiums also increase the cost of plans.

Certainly employers, especially those with financial problems, will have to decide whether to freeze the plan, continue to fund past service liabilities on an accelerated basis or borrow to finance the increased contribution level. Contribution levels will become more volatile and a host of new benefit restrictions will add to the complexity of maintaining these plans.

While Congress would never admit that its intent was to dismantle the defined benefit system as we know it today, its patchwork of misguided and ill-fitted “reforms” have made it economically unfeasible for large and medium plan sponsors of defined benefit plans to comply with all the legislative changes. The result will be for large and medium-size employers to freeze such plans and terminate as the plan becomes fully funded. The only new defined benefit plans that will be seen prospectively are with small employers who wish to maximize benefits and deductions under a defined benefit model that for older employees is superior to the defined contribution model. That of course will spur more nondiscrimination requirements as the owners of small businesses use their demographics (with age and service) to provide more benefits to the higher paid than the rank and file. Congress will have to justify that response and decide whether to dismantle the defined benefit model for all employers, not just large and medium size employers. 

What are the long-term implications? The loss of the defined benefit model will have a significant impact on near-term and long-term prospective retirees. A shift to a defined contribution model (whether at the employer level through participation in a 401(k) plan or at the employee level through participation in a modest IRA plan) transfers to the employee the investment and mortality risks implicit in retirement. Such defined contribution model may work well if the participant enters into the system at an early age and makes substantial annual contributions which are enjoying the advantages of tax-sheltered compound interest. While there is much literature out there educating workers on the necessity of becoming “retirement literate,” few are doing so – this is unfortunately consistent with the statistics that show few Americans prepare wills and durable powers of attorney. 

What do I recommend? Become a federal employee as soon as possible. They still have a defined benefit plan (although not funded) and retiree health coverage (which of course is not funded). For the rest of us, we’ll simply have to wait to see how Congress reacts in the future. Sometime down the road, Congress will have to face the inadequacies and limitations of the defined contribution model – despite the new automatic enrollment requirements, employees simply fail to adequately save for emergencies, let alone for retirement. They are simply unprepared to assume the cost of retirement savings, let alone the intrinsic investment and mortality risks associated with the defined contribution plan model. 

As a matter of public policy, we are losing the national asset represented by the employer’s diversification across time. There will be many domino effects – higher retirement ages to defer the decision to retire and a greater percentage of elderly in poverty.  Such effects will have a ripple effect on the other active workers – less opportunities for advancement, greater medical costs, and potential for age discrimination accusations. For the economy as a whole, there will be a re-adjustment between the population’s “net producers” and “net consumers,” in order to have enough of the former to support the latter. 

Sounds like the next perfect storm! My advice? Stay young as long as you can, save as much as you can, and have lots of children to support your retirement security. While I can’t rely on 16 children to support 1 retiree, I’m certainly counting on my 3 children to support 2 retirees!

Thank you for your attention. The contents of my speech are available on my school’s webpage – I look forward to your commentaries to me at 7kennedy@jmls.edu.
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