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	WHAT IS THE PROBLEM?



	Providing for retirement requires a long-term strategy.  Within 15 years, the largest cohort of individuals in history -- the so-called baby boom -- will begin to retire.  At the same time that the U.S. must plan for this event, many industries face new and intense competitive pressures, many employees must adjust to new work arrangements and must reexamine their current consumption and savings habits, and the federal government must redress excessive spending patterns.  



	In the midst of these challenges, retirement plans, voluntarily established by employers, continue annually to provide hundreds of billions of dollars of retirement income to retirees� while providing the most effective mechanism for workers to save for their own retirement.  In the past decade alone, employer-sponsored plans added over $3 trillion to available investment capital, fueling national economic growth.�  In a nation known for its lack of savings, employer-sponsored plans stand out as a success story.



	The federal government has supported that success through policies that have provided an effective framework for the spread of voluntary, market-based retirement plans and for the protection of participants in those plans.  Since the 1920s�, retirement plans have been encouraged under the Internal Revenue Code.  In 1974, the federal government further demonstrated its commitment to these plans by enacting the Employee Retirement Income Security Act (ERISA).  ERISA protects assets held in private sector retirement plans through its strong fiduciary standards, and it assures uniform, nationwide rules through federal preemption of state laws governing private-sector employee benefit plans.



	In recent years, however, the adoption of narrowly focused statues and regulations has damaged the success of the employer-sponsored retirement plan system.  The federal government has failed to provide cohesive long-term retirement policies, including a long-term policy for Social Security benefits.  It has diverted billions of dollars from retirement savings to near-term federal spending.  It has imposed rules that increase the costs of sponsoring plans, that restrict the benefits that can be provided from such plans, that hamper the ability of employers to develop flexible plans that address changing business circumstances, and that constrain the ability of employers to fund their plans for the long term.  At the same time, the federal government has enacted short-term funding requirements for defined benefit pension plans that impose erratic demands on the employer’s cash. 



	As a consequence, plan expansion has been curtailed, and employers more frequently question the feasibility of providing retirement plans for employees as opposed to other forms of compensation.  This is particularly true for defined benefit pension plans.  



	Major tax restructuring proposals recently have added additional fundamental questions to those already on the table.



	The time for action is now.  Failure to adjust current policies to meet the challenges of tomorrow will mean that many workers will see their retirement expectations wither and will be forced to rely more on government programs that are themselves financially overextended.  Failure to redress the strains imposed by over-regulation on employer-sponsored plans will harm employees and their families and erode the ability of U.S. companies to compete effectively at home and in world markets.  Failure to provide a long-term federal commitment to the establishment and maintenance of employer-sponsored retirement plans will cripple national investment.  





	PRINCIPLES FOR ACTION



	ERIC believes that government policies must adhere to the following principles so that workers, companies, and the economy can meet the challenges they face.  Specifically, government policies must:



r	Provide stable rules that encourage the voluntary creation and maintenance of soundly financed employer-sponsored plans;



r	Maintain efficient means for individuals to acquire adequate retirement income;



r	Support the dynamic needs of employers; and



r	Encourage capital formation.



	ERIC believes that pension reform proposals that deviate from these principles will fail to improve retirement income security in the U.S. and will deprive the U.S. of a critical engine of economic growth.





	STRATEGIES FOR ACTION



	ERIC has developed the following strategies for action that will implement these policy principles. 



r	Reinvigorate the government's commitment to voluntary, employment-based retirement programs by:



1.	Encouraging the expansion of the current voluntary, market-based retirement system.  



2.	Preserving the basic fiduciary standards of ERISA. 



3.	Continuing to provide beneficial tax treatment for savings under employer-sponsored retirement plans. 



4.	Determining the future of Social Security. 



5.	Maintaining the ability of plans to coordinate pension benefits with Social Security benefits.



6.	Adopting a low-inflation fiscal policy.



7.	Eliminating revenue-driven pension legislation. 



8.	Revising the current restrictive, rigid, multi-layered, and volatile funding standards and deduction limits for defined benefit plans. 



9.	Avoiding politically appealing but ineffective proposals to expand coverage. 



10.	Providing a long-term policy focus.



r		Oppose restrictive government rules by:



11.	Preserving federal preemption of conflicting state laws now provided by ERISA.  



12.	Avoiding unnecessary litigation by preserving the enforcement and remedy provisions now provided by ERISA.  

13.	Providing more opportunity to use modern technology in plan administration. 



14.	Eliminating plan disqualification as a sanction for minor infractions. 



15.	Repealing statutory provisions that impose administrative costs that exceed the benefits of the provision. 



16.	Increasing or eliminating restrictive dollar limits on contributions to and benefits from tax-qualified plans so that employers will have greater opportunity to advance-fund benefit obligations and employees will have greater ability to increase their retirement savings.



17.	Encouraging innovation in plan design.



18.	Reducing the premiums paid to the Pension Benefit Guaranty Corporation and curtailing reporting requirements to that agency.



19.	Eliminating unnecessary filing, reporting, and disclosure requirements.



20.	Adopting rules that fit the size of the employer. 



21.	Reducing restrictions on plan-to-plan transfers.



22.	Providing a more flexible definition of the “employer.” 



23.	Revising the current “separate lines of business rules.”



24.	Providing a more flexible definition of “retirement.”

r		Educate the American worker by:



25.	Increasing opportunities to use modern technology in disseminating information to employees about their plans and in providing employee education.



26.	Continuing to remove disincentives for employers to provide financial education through clear guidelines that, if followed, would provide “safe harbors” from litigation.



27.	Increasing education about how to preserve retirement savings.



28.	Pursuing national informational campaigns.



29.	Starting savings education campaigns early -- e.g., in schools.



30.	Ensuring that education campaigns reach both beyond the workplace and into firms where plans are not currently offered.  



	These strategies will allow employers and employees to provide retirement security while addressing the challenges of shifting demographic patterns, increasing economic pressures, changing work arrangements, insufficient retirement savings, and constraints imposed on government spending.



	ERIC recognizes that this document does not address every element of the retirement security debate.  It focuses on issues relating to the retirement income of workers.  In particular it focuses on income provided through voluntary employer-sponsored retirement plans; the changing work patterns reshaping the U.S. and the global economies; the effects of demographics on the efficacy of  various methods of accumulating and maintaining income in  retirement; the growing need for greater individual responsibility to provide for one’s own retirement income; and the role in the U.S. economy of retirement programs and of the assets allocated to them.  



	This document does not focus on issues related to retirement income for individuals who have not participated substantially in the workforce or on issues related to retiree health benefits or long-term care.  It also does not recommend a specific course of action regarding the financial imbalance facing Social Security.  ERIC may elect to address these and other issues in a subsequent paper.



	ERIC’s white paper Getting the Job Done represents the position of The ERISA Industry Committee.  The policy position of individual ERIC member companies may differ from elements of this statement, and ERIC’s member companies reserve the right to explore alternative approaches.  	n
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Summary:



	ERIC believes that meeting the challenge of providing retirement income to the aging population in the U.S.  during an era of increasingly intense global economic competition and changing employment conditions requires government policies that enable employees to use a variety of methods of providing income continuity when moving from work to retirement.  Government policies must adhere to the following principles:



	r	Provide stable rules that encourage the voluntary creation and maintenance of soundly financed employer-sponsored plans;



	r	Maintain efficient means for individuals to acquire adequate retirement income;



	r	Support the dynamic needs of employers; and



	r	Encourage capital formation.



	ERIC believes that pension reform proposals that deviate from these principles will fail to improve retirement income security in the U.S. and will deprive the U.S. of a critical engine of economic growth.  	n







WHAT IS THE PROBLEM?



�	Concerns about the dismal national savings rate in the United States, predictions of the depletion of the Social Security trust funds, and general recognition that the baby-boom generation is approaching retirement have ignited public debate over how today’s workers will fare in retirement.



	That debate is fueled by global economic and demographic changes that are severely straining every current retirement program, regardless of whether the program is mandated by the government, voluntarily established by an employer, or maintained by an individual.  Changing expectations of both workers and employers regarding the composition of the workforce further complicate concerns about how today’s workers will accumulate the resources they will need to ensure their retirement security.  

�

�	Retirement income security today is provided through voluntary, employer-sponsored retirement plans, social security, individual savings, and family support.�  Increasingly in recent years, many individuals have supplemented these resources with part-time work.�   



	Retirement plans provided by employers for their employees have been highly creative, efficiently funded, and the most effective mechanism for accumulating retirement savings in the U.S.  With over $4.9 trillion in assets,� employer-sponsored retirement plans have provided a substantial and consistent flow of capital for the growth of the U.S. economy.�  They have reduced pressure on government programs (which generally finance current benefits with current taxes rather than increasing national savings).

	For ERIC member companies, employee retirement plans historically have advanced important business objectives by attracting and retaining productive employees and by providing employees an effective means of building retirement income.  In recent years, these plans also proved to be effective and flexible instruments in the restructuring of U.S. industry.



	These successes are threatened by excessive, intrusive, and costly government regulation and by a lack of commitment by the federal government to the long-term health and vitality of voluntary employer-sponsored retirement plans.



	Government policies, such as federal preemption of conflicting state laws, that have provided an effective framework for the spread of voluntary, market-based retirement plans in the U.S. and for the protection of participants in those plans too often today are under attack.  Moreover, the federal government has imposed additional strains on the employer-sponsored retirement plan system.  It has failed to provide cohesive long-term retirement policies, including a long-term policy for Social Security benefits.  It has diverted billions of dollars from retirement savings to near-term federal spending.  It has imposed rules that increased the costs for employers to sponsor plans, restricted the benefits that can be provided from such plans, and constrained the ability of employers to fund their plans for the long term.  At the same time, the federal government has enacted short-term funding requirements for defined benefit pension plans that impose erratic demands on the employer’s cash.  It has reduced employers’ ability to develop flexible plans that address changing business circumstances.



	As a consequence, individuals have been financially harmed, plan expansion has been curtailed, and employers more frequently are questioning the feasibility of providing retirement plans for employees as opposed to other forms of compensation.  This is particularly true for defined benefit pension plans.  



	Major tax restructuring proposals recently have added new fundamental questions to those already on the table.



	Failure to adjust current policies to meet the challenges of tomorrow will further depress the U.S. savings rate, deplete a critical source of capital, and decrease money set aside for retirement.  Many workers will be forced to work longer than they expected to work or despite personal circumstances that otherwise would have persuaded them to seek retirement.  Many others will not enjoy continuity of income as they move from work to retirement, will exhaust their financial resources before death, and will be forced to rely more on government programs that are themselves financially overextended.   A lack of consistency and reasonableness  in the governance of voluntary retirement plans and a failure to provide positive incentives for the maintenance of employer-sponsored plans will lead employers to discontinue plans as they become more expensive to operate and less efficient in meeting corporate goals of workforce management and of providing retirement security to current and former workers.  	n

�





WHAT MUST BE DONE?



�	In order to strengthen retirement income security in the U.S. and enhance a critical engine of economic growth, ERIC believes that government policies must adhere to the following four principles:



r	Provide stable rules that encourage the voluntary creation and maintenance of soundly financed employer-sponsored plans;



r	Maintain efficient means for individuals to acquire adequate retirement income;



r	Support the dynamic needs of employers; and



r	Encourage capital formation.



These principles are discussed on the following pages.

�

�Principle One:		Provide Stable Rules That Encourage the  Voluntary Creation and Maintenance of Soundly Financed Employer-Sponsored Plans.     Retirement plans (whether government, employer, or individually sponsored) are long-term commitments that cannot flourish without government policies that create an environment of long-term certainty.





�Stable Law.	ERISA undergirds the success of the U.S. voluntary retirement plan system by maintaining:



Ø	Broad preemption of state laws;



Ø	Strong fiduciary standards that require investment decisions to be made solely in the interests of plan participants;



Ø	Balanced and equitable participation and vesting requirements; and



Ø	Dispute resolution requirements that protect participants against benefit loss and plan sponsors against excessive and costly litigation.

 	

	Under this framework, the total number of private sector plans has increased from approximately 300,000 in 1974 to over 700,000 today.�  In addition, by approximately 2020, when the baby-boom cohort will be moving rapidly into retirement, over 80% of retired families can  expect to benefit from the employer-sponsored retirement system.�  



	Any proposal that would disrupt or weaken this basic regulatory framework threatens to unravel the employer-sponsored retirement plan system and the foundation upon which the retirement security of tens of millions of workers is based.



A Supportive Tax Structure.   For decades, the voluntary establishment of retirement plans has been encouraged under the Internal Revenue Code.  A number of the proposals to restructure the tax system could have radical effects on the voluntary private pension system.  Many of the proposals aim to increase national savings.  There are numerous avenues that may lead to increased national savings, including reducing government deficits, increasing business and personal savings, and tax restructuring.  Such avenues may or may not, however, increase retirement savings.



	To promote retirement savings, a tax system must provide both real financial incentives and the discipline necessary to accrue long-term savings.  Statistical analysis shows that individuals save more in an employment setting than on their own.�  The ease of saving in an employment setting combined with basic nondiscrimination standards that apply to group savings plans has spread the benefits of retirement savings among a broad group of employees.  



	Employers cannot be expected  to fund employee pension plans under tax systems that eliminate employer deductions and employee deferrals for pension contributions, accruals, or plan earnings. Employees will lose interest in structured retirement plans under tax systems

where all types of savings are treated alike and non-retirement savings is unrestricted.  The danger is that both the nation and its retiring workers will come up short on long-term savings just as the baby boom is making the greatest demands on the retirement system.  Thus, whatever tax structure is chosen for the future, it should include tax and economic policies that promote the voluntary creation and maintenance of employer-sponsored retirement plans.



Consistent Funding.   Employers are not required to promise their employees retirement benefits; but, where such promises are made, the law should ensure those promises are kept through sound long-term funding rules.  Minimum funding requirements imposed on a sponsoring employer must be consistent and predictable because the employer must integrate those requirements with its other financial commitments.  Rules that limit the maximum amount of funding also must be flexible enough to allow employers, whose income fluctuates, to increase contributions during periods of high income and to decrease contributions during periods of reduced income.



	No federal agency now advocates a long-term view of pension funding.  The responsibility for regulating retirement programs is shared by the Department of the Treasury, the Department of Labor, and the Pension Benefit Guaranty Corporation (PBGC)�.  Proposals from the Treasury Department and the Internal Revenue Service (IRS) often have focused on short-term tax revenue and treated the retirement system as a source of short-term cash for government spending.  The Labor Department and the PBGC recently have supported volatile funding rules targeted more to concerns about short-term protection of the PBGC against possible plan defaults than to long-term funding of pension obligations.  Since 1982, Congress repeatedly has enacted laws in concert with these views.  



	In a time of increased competition, employers need more stability in their pension funding obligations, not less.  In the current environment, defined benefit plans, in particular, will further erode. 

	

Long-Term Financial Stability.   By maintaining a national fiscal policy that keeps inflation at low levels over the long haul while encouraging real growth in the economy, the federal government has an important role to play in making retirement, and maintenance of income in retirement, attainable goals for individuals.  No other actions by the federal government will have as much effect on the ability of the U.S. to support the baby-boom generation as it retires and on the ability of that generation (and any other generation) to maintain its standard of living in retirement.



Higher Limits:   Revenue-driven legislation enacted beginning in 1982 repeatedly has lowered the ceiling on retirement income available from tax-qualified plans.  The result is an increasing number of workers who must rely on unsecured and unfunded plans for ever-larger portions of their retirement income.  In addition, the retirement income of the members of upper-level management, who are ultimately responsible for the adoption and maintenance of qualified plans, has become more and more divorced from their company’s tax-qualified plans.  This trend increases the risk that management’s perceived stake in the company’s qualified plans will diminish.	n

�

Principle Two:	Maintain Efficient Means for Individuals to Acquire Adequate Retirement Income.  The economic and demographic challenges facing the U.S. mean that workers need to understand their own options and to assume a greater responsibility at an earlier age for meeting their retirement-income objectives.  Their options include voluntary employer-sponsored plans, Social Security, individual savings, and post-career part-time work.





�Future Social Security Benefits.   Social Security has been a bedrock of the U.S. retirement system since the program was introduced in 1935.  Almost all pension plans, including those sponsored by the employers ERIC represents, are designed by taking into account the government’s promise that Social Security benefits will be payable at a certain age in certain amounts.  If Social Security (which already accounts for a significant part of an employer’s  total compensation cost) cannot deliver the benefits currently scheduled to be provided, employers will not be able to make up the difference without adverse consequences elsewhere, including reduced employment or reduced business competitiveness.



	Thus, the time to reform Social Security is now.  Not only will remedies for the program be more severe the longer decisions are delayed, but individuals need to know what they can expect.  Providing clear direction regarding the future of Social Security is a positive obligation that the government must undertake now.�



Appropriate Program Options.   Social Security, employer-sponsored, and individual retirement programs are interrelated.  It is a mistake to view any of them as the provider of last resort.  Only a realistic assessment of attainable goals for each will provide individual workers the information and options they need to secure their retirement.  



	For example, it is not realistic to assume that all workers will voluntarily save for their retirement through discretionary individual accounts.   Nor is it realistic to assume that a voluntary, employment-based system will provide universal coverage even to all steady, full-time workers, much less to those with little or sporadic attachment to the workforce.  Other options outside the scope of this paper also must be considered for those who are outside the workforce.

		

Employee Education.   Preparation for retirement requires the government and the private sector to invest in comprehensive educational programs and requires workers to be willing both to receive that education and to act on it.  Otherwise, many workers will not adequately prepare for retirement because they will not understand their own needs and options.  Educational programs should address what can be expected from Social Security; the importance of participation in employer-sponsored group plans and in investing participant-directed funds wisely; the need to increase individual savings; the need to preserve retirement savings until retirement; and the possibility of partial or phased retirement.   



	Employers have dramatically increased their educational efforts in recent years, but they are held back by their exposure to litigation if they are claimed to have provided investment advice.  Recently proposed guidance by the Department of

Labor� will help employers distinguish between activities that provide education and activities that provide investment advice, but more must be done.

	

Adequate Income.   Deciding what constitutes an adequate retirement income is an individual decision and an individual responsibility.   A legally mandated “replacement ratio” for all workers is not an appropriate national goal.  Individual needs, preferences, and resources vary.  Both the federal government and employers face limits on what they can contribute to an individual’s retirement income.  



	It is reasonable to set as a national goal that individuals should have the tools available to maintain their standard of living in retirement, if they so choose.  Income that achieves this goal will come from a variety of sources.  Flexibility to meet changing circumstances will provide more income security than arbitrary "replacement ratios" set as rigid targets.



Income Adequacy in Later Years.   Insufficient attention has been paid to providing retirees with the tools they need to maintain an acceptable level of income throughout their retirement years.  



	Successful retirees are likely to rely on a variety of resources, including resources that can continue to grow through the retirement years.  While annuities may continue for life, they frequently do not increase to keep pace with inflation.  Many employers have recognized this need by offering more than one kind of retirement plan.  This is one of the reasons many companies with a defined benefit plan also offer a 401(k) or other type of savings plan.  The U.S. Treasury’s intent to issue inflation-indexed bonds by year-end also is an example of government policy open to new retirement savings vehicles that may provide individuals with new tools to address the problems created by inflation.   



	Finally, a national fiscal policy that maintains a low inflation rate is critical to the ability of most individuals to maintain their standard of living throughout retirement.  	n

�

Principle Three:	Support the Dynamic Needs of Employers.  Employers have in the past voluntarily assumed a major role in providing retirement income to workers.  Whether they do so in the future will depend on how readily they can continue to integrate employees’ retirement plans with their business needs.





�Understandable Rules.   The burdens of complying with arcane compliance rules that have imposed costs on plans wholly disproportionate to any benefit the rules were intended to achieve have prevented plans from being used effectively, undercut creativity and adaptability, and inhibited plan formation and expansion.  Rules imposed to enhance current federal revenues by penalizing higher-paid employees or employees who accumulate large account balances often are incomprehensible to employees at any level.  



	For example, an employee earning $30,000 a year could find that providing for child care through a flexible spending account limits his or her ability to save for retirement through a 401(k) plan.�  Middle-income employees whose salaries place them just within the government’s definition ($66,000 in 1995) of  a “highly compensated employee” also do not understand why they cannot save more in their 401(k) plans.�   Another arbitrary rule imposes a 15% excise tax if an employee receives “too much” of his or her retirement income in any year.  



	A government that ostensibly encourages individuals to save, and then penalizes them if they are successful in doing so, is sending a confusing message.



Changing Business Environments.   Business strategies to maintain the viability of the business may require the employer to adapt its retirement programs to new business circumstances, including the increasing globalization of business enterprises.  Such strategies could include establishing or dissolving joint ventures and entering or leaving specific product markets.  In order to attract employees with the skills required in that employer’s business at a competitive cost, an employer may need to divide or merge retirement plans, convert one form of plan to another form, increase or reduce early retirement incentives, offer employees a wider range of retirement plan options, or change the allocation of its limited resources among cash compensation, retirement benefits, and other benefits.





	In uncertain business climates, employers and employees also rely on plans that assist an employee in accumulating capital that provides the employee economic stability in a job transition and on flexible plans that accommodate early retirement.  In the future, however, business and society alike face questions concerning the long-term cost and wisdom of encouraging early retirement, especially given current demographic projections.



Changing Definitions of “Retirement”:  Many employers and employees want to enter into "phased retirement" arrangements that allow an employee to reduce his or her hours of employment gradually.  The employer may thus retain a skilled worker or assist the transition to a worker’s successor while the employee may enhance his or her retirement income.  Current income tax rules regarding post-retirement employment, however, make phased-retirement arrangements either impermissible or impractical.  Similarly, the Social Security earnings test can hinder the successful implementation of phased-retirement arrangements.  



Portability.   Even though the statistical evidence indicates that workforce mobility has actually declined in recent years,� many employers, many current employees, and most young persons entering the workforce no longer think in terms of employees remaining with the same establishment for all of their working years.  Thus, portability of retirement assets remains a topic of intense interest.



	Practices that increase the portability of retirement benefits will have a beneficial impact on future retirement income if the assets are preserved until retirement.�   However, proposals that preserve retirement funds by limiting pre-retirement-age access also must not discourage employee participation in retirement plans or preclude actions that increase an employee’s  retirement income.  In addition, proposals that mandate portability among plans often impose high costs.  Such proposals create problems that exceed their benefits by discouraging plan formation and encouraging plan termination.

�

�Mandates:   Mandating that pension plans follow specific formulas or attain specific financial targets would deprive the current pension system of its greatest strengths:  diversity, flexibility, creativity, and responsiveness.  All of these strengths are best nurtured in the market place and are especially needed to meet the changing needs of tomorrow's workplace and workforce.



	Any law that mandates the benefits that an employer must provide prevents each employer from providing the benefits that are most consistent with its employees' wishes and needs and most compatible with the employer's resources and competitive position.  Benefit mandates would prevent employers from being effective international competitors.  Many of the competitors of major U.S. employers are located outside the U.S. and therefore would not be subject to any benefit mandates imposed by U.S. law. 	n

�

Principle Four:	Encourage Capital Formation.	Retirement savings fuel the investment that can produce long-term economic growth in the U.S. economy.  Such growth is crucial to the future capacity of the U.S. economy, including its capacity  to support an aging population.  





�Economic Growth.   The link between the healthy growth of an economy and the ability of that economy to support an aging population is direct and profound.  According to one study, if  long-term productivity grows at an annual rate of 0.75% (approximating the trend of the last two decades), the gross domestic product (GDP) per elderly person will be 12% lower in 2010 than today and 35% lower in 2050.  On the other hand, if long-term productivity expands at a 1.5% annual rate, GDP per elderly person in constant 1987 dollars will grow from $158,000 in 1993 to $194,000 in 2010 and to $207,600 by 2050.�  Similarly, the long-range sensitivity analysis of estimates projecting the future status of the Social Security system systematically shows a greater impact for changes in the real-wage differential (wages minus CPI) than for any other variable measured.  If real wages increase on average at 0.5%, the program will cost 0.69% of payroll more over the next 25 years than if they increase at 1.5%.  Over the next 50 years, the difference will be one percent of payroll.�



National Savings.   Pay-as-you-go systems such as Social Security can add to national savings as long as excesses of income over outgo are not used to offset deficits elsewhere in the government.  However, currently the positive net income of the Social Security retirement funds has been used merely to reduce the federal deficit, and the potential contribution of Social Security to national savings will disappear in 2013 when income is projected to drop below outgo in the Social Security (OASDI) system.  If it does not act to remedy this imbalance before 2013, the government at that time will be required to raise taxes or increase its borrowing in order to redeem the bonds held in those trust funds.



	On the other hand, pension plans have contributed steadily to national savings.  Some economists believe additions to retirement savings constituted all of the additions to net national savings in the 1980s.� Moreover, individual account savings plans (e.g., 401(k) plans) will continue to generate earnings throughout the retirement years, and continued contributions to and earnings on pension trusts will maintain a pool of capital available for investment.  In addition, to the extent that retirees with savings in individual account plans are conservative in spending down those amounts for retirement purposes, the production of new earnings will continue into the next generation.



A Market-Based Investment Policy.   ERISA’s fiduciary rules require retirement plan assets to be invested solely in the interest of plan participants.�  This market-based investment policy is critical to providing the maximum economic benefit of pension assets for both participants and the

economy.   On this point U.S. and world-wide experience is clear.  A recent study by the World Bank, in comparing the returns of government-managed funds with market-based funds, was blunt: “Privately managed pension funds beat publicly managed funds hands down.”�   The study cites real returns in several countries over the 1980-1990 decade ranging as low as -37%. The U.S. Social Security fund was one of the few government-managed funds world-wide with a positive return (of 4.8%, compared to 8.0% for U.S. employer-sponsored plans).�  



	Similarly, requirements that employer-sponsored pension funds make “socially desirable” investments and other restrictions imposed on fund investments also have reduced investment returns in other countries compared to countries that do not impose such restrictions.  Special requirements imposed on pension funds for state and local workers in the U.S. have decreased yield in those funds.  The World Bank study argues also against restrictions that some countries have imposed on foreign investment by pension funds, showing that foreign investment both increases yield and decreases risk.�   



	The potential for losses under a market-based investment policy through excessively risky investment, fraud, self-dealing, etc., has been addressed in countries like the U.S., the U.K., and the Netherlands through “prudent person” rules that require investments to be made with care, skill, and prudence.  These rules require diversification of plan investments and also limit the amount that a plan can invest in the employer.  Funds operating in countries with only these restrictions on investments have consistently produced a higher rate of return than any others.�  	n

�

Principles for Action:	Conclusion.	ERIC believes it is critical that government policy reaffirm and strengthen the ability of voluntary employer-sponsored plans to play a vital role in the future retirement income security of U.S. workers.  





�	Building upon the base provided by Social Security and  supplemented by individual savings, employer-sponsored plans are the most efficient route to provide retirement income to workers.  They alone combine the discipline needed to make the accumulation of retirement income a reality for tens of millions of workers with the flexibility needed to allow workers to accumulate their savings under a variety of conditions.  They are the work horses of our national retirement program.  



	Yet, in recent years, government actions have hindered the growth and operation of employer-sponsored plans, and new proposals may threaten to shove them aside in favor of individually-based programs.  Reaffirming the vital role of employer-sponsored plans is essential if we are to strengthen retirement income security in the U.S. and to continue to provide the U.S. with a critical engine of economic growth.	n
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Summary:



	ERIC has developed the following strategies for action that will implement the policy principles discussed in the previous section: 



	r	Reinvigorate the government's commitment to voluntary employment-based retirement programs;



	r	Oppose restrictive government rules; and



	r	Educate the American worker.



	To be effective, strategies also must meet the challenges of shifting demographic patterns, increasing economic pressures, changing work arrangements, insufficient retirement savings, and constraints imposed on government spending.  To be successful, strategies must also redress the current strains imposed on employer-sponsored plans by statue and regulation.



	ERIC believes the strategies outlined in this section will allow workers, companies, and the economy to meet the challenges they face.  ERIC may modify these strategies or develop additional strategies as the debate unfolds.  	n







�r	Strategy One:	Reinvigorate the Government's Commitment to Voluntary Employment-Based Retirement Programs.	ERIC believes that  retirement security will founder in the future without a renewed government commitment to voluntary employment-based retirement programs.  That commitment must include a sound fiscal policy, specific financial incentives, and effective but unintrusive government regulation.    ERIC believes the components of such a commitment include a determination to:





�1.	Encourage the Expansion of the Current Voluntary, Market-Based Retirement System.  Although opportunities for individual savings must be increased, the most efficient and cost-effective savings is likely to continue to occur in group plans established by employers.  No other system performs as well in providing both the rates of return and the flexibility necessary for individuals to acquire assets for their retirement in the face of changing business and demographic circumstances. 



2.	Preserve the Basic Fiduciary Standards of ERISA.   The U.S. pension system is a model for the world largely because of the clear focus of its fiduciary rules.  Under ERISA, plan assets must be invested solely in the interest of plan participants.  This basic rule governs investment strategy with a minimum of government intrusion.  As a result, U.S. pension funds enjoy the highest levels of integrity and investment return.  Efforts here and around the world to manipulate investments to meet political or social goals have consistently reduced the retirement security of individuals depending on those assets for their retirement income.  It is essential that the clear focus of the basic ERISA fiduciary standards be preserved if  future retirees are to have the opportunity to accumulate sufficient retirement funds.  



3.	Continue to Provide Beneficial Tax Treatment for Savings Under Employer-Sponsored Retirement Plans.  The current $4.9 trillion employer-sponsored retirement system would not exist without the exclusion of contributions to pension plans from the employee’s current income, the current deduction to the employer for those contributions, and the deferral of taxes on the plan’s investment earnings.  Changes in any of these components would jeopardize the ability of current and future workers to retire.  Proposals to restructure the tax code must be carefully analyzed to determine their impact on employer-sponsored plans.  For example, under proposals that would treat all savings alike,  additional measures may be required to encourage the voluntary continuation of employer-sponsored retirement plans.�



4.	Determine the Future of Social Security.  Re-establishing and adequately financing clear and attainable goals for retirement income provided through Social Security will allow employers to make effective judgments about the types of programs they can afford and will provide individuals with a sound basis on which to determine the amount of savings they need to retire at a desired income level.  ERIC believes that enacting Social Security financing reforms in the near term rather than waiting until outgo from the retirement plan trust fund exceeds its income is absolutely essential to meet the retirement-income challenge presented to the U.S. by the aging of the baby-boom population.�



5.	Maintain the Ability to Coordinate Pension Benefits with Social Security Benefits.  So long as benefits under the Social Security system are structured (as they are currently) to replace a greater percentage of wages for lower-income workers than for middle or higher income workers, employers must retain the ability to take this into account in designing

�

�their benefit plans.  To do otherwise would cause unreasonable distortions in retirement plan income while dramatically increasing retirement-plan costs.  Reductions in future benefits to accommodate these additional costs will cause middle-income workers to reduce their standard of living in retirement.



6.	Adopt a Low-Inflation Fiscal Policy.   Future retirees will have to rely more on individual savings for their retirement income.  Such savings can easily be nullified by periods of high inflation.  Increases in life expectancy exacerbate this problem.  It will be critically important for the long-term well-being of future retirees that the government pursue a low-inflation economic policy.



7.	Eliminate Revenue-Driven Pension Legislation.   The exceedingly restrictive and complicated limits on employer-sponsored plans that have been enacted over the past decade in order to increase current federal revenues have seriously damaged employer-sponsored plans and the employees who rely on them.  They have complicated federal law to the point that few, if any, understand all the applicable rules.  Future legislation should be based on the long-term interests of the retirement plan system.  Any limits imposed on employer-sponsored plans should make sense in the context of the retirement plans themselves as well as in the context of the government’s attempts to allocate its revenues.



8.	Revise the Current Restrictive, Rigid, Multi-Layered, and Volatile Funding Standards and Deduction Limits for Defined Benefit Plans.  Funding rules enacted in recent years have not been  integrated well with the long-term funding needs of pension plans.  They also seriously threaten to disrupt employers’ financial planning by subjecting employers to unpredictable and volatile demands for cash contributions to plans.  The existing rules also make it difficult for employers to contribute additional funds to plans in high-income years so that funding requirements may be reduced in years of lower income.



9.	Avoid Politically Appealing But Ineffective Proposals to Expand Coverage.  Legislation has often been proposed for politically appealing but untested “special” retirement arrangements designed to increase plan sponsorship.  The federal government’s energy and scarce resources will be better spent on increasing its understanding of how plans operate, what motivates an employer to offer a plan, and what the true long-term costs of a plan are.  

10.	Provide a Long-Term Policy Focus.  The federal government should create a long-term focus and stable regulatory environment that comes from the highest levels and is effectively coordinated throughout the Executive Branch.   The government has many ways to pursue this objective.  A Business Conference on Retirement could be convened regularly (e.g., every four years) through the White House, or the White House could create a Pension Advisory Council to coordinate policy and make recommendations cutting across agency lines.  A special subcommittee could be created in Congress.  An inter-agency coordinating group could be formed and provided the necessary strength by participation at high levels.  	n

�

�r	Strategy Two:	Oppose Restrictive Government Rules.    Meeting tomorrow’s challenges will require reform of many provisions of current law that impose unnecessary regulation on employer-sponsored plans and that are based on out-of-date assumptions about employment practices.  Additional proposals that would impose similar constraints in the future must also be opposed, especially proposals that would disrupt other provisions of current law that are working well.  Thus, ERIC believes that legislation and regulation should:





�11.	Preserve Federal Preemption of Conflicting State Laws Now Provided by ERISA.  ERISA’s preemption provisions are absolutely central to the ability of employers to operate their plans in a uniform and cost-effective manner and for employees to accumulate retirement income regardless of where they live and work or how often they move.  Without ERISA’s strong preemption provision, the employer-sponsored pension system would collapse under the burden of conflicting state requirements governing plan design and administration.



12.	Preserve the Enforcement and Remedy Provisions Now Provided by ERISA.   ERISA’s dispute resolution provisions protect participants against benefit loss and plan sponsors against excessive and unpredictable legal costs.  Maintaining this carefully constructed balance is essential to the continuation and expansion of voluntary employer-sponsored retirement programs.  



	Prior to ERISA and its imposition of federal preemption, an employee’s ability to prosecute an employee benefit suit often was significantly impaired because the parties to the controversy often resided in different states and because it frequently was unclear which states’ laws applied.  ERISA streamlined this process for participants.  ERISA also limits the damages that can be awarded in benefits suits.  Protection against open-ended legal costs ensures that corporate funds allocated to benefit costs are distributed to the widest number of participants rather than expended on isolated beneficiaries in special circumstances.  



13.	Provide More Opportunity to Use Modern Technology in Plan Administration.  As computer technology and access to electronic communication spread throughout the U.S., plan sponsors are using this technology to administer their plans.  The use of modern technology can reduce costs, increase the consistency of plan administration, and improve communications to participants.  In general, the technology capacity of the private sector is far ahead of government requirements.  The government should make a concerted effort to eliminate obsolete requirements for written documents and to provide instead for paperless plan administration for  administrative transactions such as securing consent for and processing plan distributions and loans.



14.	Eliminate Plan Disqualification as a Sanction for Minor Infractions.  Federal rules regarding the operation of pension plans have grown so complex and, in some instances, contradictory that it is impossible to operate a plan in total compliance with the law at all times.  Yet the only formal legal sanction for even the most minor violation of the tax qualification rules is plan disqualification.  Plan disqualification is a sanction often compared to an atomic bomb in its effect on the plan and plan participants.   The employer receives no deductions for its contributions to a defined benefit plan, vested benefits funded by the plan become immediately taxable to plan participants, and plan earnings become taxable.  



	While the IRS has shown restraint in invoking this sanction, its very availability allows the IRS to extract penalties from the employer that are disproportionate to the infraction.  A more balanced approach would both be more appropriate and helpful  in encouraging more employers to undertake the responsibilities of plan sponsorship.  The IRS’s development of a Voluntary Compliance Resolution (VCR) program and voluntary Closing Agreement Program (CAP) are indications of the government’s own recognition of the unwieldiness of plan disqualification as the primary legal remedy for noncompliance.  Additional ways of addressing non-egregious violations should be explored.  In many

 instances, voluntary correction of the violation should be sufficient.



15.	Repeal Statutory Provisions That Impose Administrative Costs That Exceed the Benefits of the Provision.   A prime example of such a provision is the combined plan limit in Internal Revenue Code §415(e).  This provision requires collection of data relating to the employee’s entire career with the employer.  In most cases where the limit is computed, it results in no benefit reduction to the employee.  In cases where a benefit reduction occurs, the cost of data collection can in some cases exceed the amount of the benefit reduction.  “Pension simplification” amendments included in pending legislation (H.R. 3448, 104th Congress) would repeal this limit -- but not until 1999 or later.  



	The same legislation also would adopt more workable rules for identifying an employer’s “leased employees” (who must be counted to determine whether the employer’s tax-qualified plans pass the Internal Revenue Code’s nondiscrimination rules).  It also would eliminate the unworkable and burdensome “family aggregation rule” that requires members of a family to be aggregated and treated as a single employee for purposes of various Internal Revenue Code limits.  The pension simplification proposals in H.R.3448 also would make several other similar improvements in pension law.  These provisions are an important first step by the government to untangle the Byzantine requirements imposed on voluntary employer-sponsored retirement plans.



16.	Increase or Eliminate Restrictive Dollar Limits on Contributions to and Benefits from Tax-Qualified Plans.  This will provide employers greater opportunity to advance-fund benefit obligations and give employees greater ability to increase their retirement savings.  Such limits include those in Internal Revenue Code §415, compensation limits, and excise taxes on retirement distributions.  In many cases the limits are redundant.  They complicate plan administration, are confusing to employers and employees alike, and reduce benefit security by forcing more and more employees to rely on unfunded arrangements for growing portions of their retirement security.



17.	Encourage Innovation in Plan Design.   In recent years several new types of retirement plans (such as cash balance, pension equity, or life cycle plans)  have been developed to meet changing business circumstances and employee needs.  In the future employers will explore additional new designs.  For example, as a way of addressing the needs of older workers, some benefits designers have proposed providing an opportunity for employees who have accumulated savings under defined contribution plans to “buy into” a defined benefit plan after attaining a certain age.  Whatever the new design, under current legislation and regulations it often faces numerous legal uncertainties for years, even decades, before the federal government provides direction.  A more rapid method of examining and resolving any policy and legal questions raised by new plan designs should be developed.



18.	Reduce the Premiums Paid to the Pension Benefit Guaranty Corporation (PBGC) and Curtail Reporting Requirements to that Agency.  Changes in funding requirements enacted in 1994 provide the PBGC with assurance that employers will rapidly fund their plans.  The same law also dramatically increased the PBGC’s ability to obtain information about business transactions that it thinks might change the financial status of an employer sponsoring a PBGC-guaranteed plan.  In addition, the law increased the premiums that must be paid to the PBGC to cover its administrative expenses and the benefits it guarantees.  The new reporting requirements and mounting PBGC premiums are overkill.  The best protection for the PBGC is a well-funded and healthy defined benefit plan system.  Imposing premium costs in excess of those actually needed to pay limited administrative expenses and guaranteed benefits and imposing additional reporting requirements on routine business transactions will cause companies to shift away from defined benefit plans.  This will reduce the flexibility employers require and make retirement plans less responsive to employee needs.



19.	Eliminate Unnecessary Filing, Reporting, and Disclosure Requirements.    At a time when it is important to increase retirement savings,  numerous government rules require plan administrators to distribute to participants a variety of technical documents (such as summary annual reports, information about the plan's funded condition, and notices to interested parties).  The format of many of these documents is rigidly prescribed.  Consideration needs to be given to (1) whether these documents actually succeed in informing participants, (2) whether it is really necessary or even helpful to prescribe the format of these documents so rigidly, and (3) whether these documents overload employees with information about peripheral matters that distracts them from other, more central subjects, such as the importance of retirement savings.



	At the same time, it also is necessary to ensure that adequate information is made publicly available so that future policy changes may be enacted on the basis of concrete information regarding the effects of any proposals.



20.	Adopt Rules that Fit the Size of the Employer.  Employers of all sizes should not always be subject to identical legal requirements.  A rule that might be appropriate or necessary for an employer with five employees might not be appropriate or necessary for a diversified multinational employer with 50,000 employees.  For example, a number of the nondiscrimination rules under the Internal Revenue Code are wholly inappropriate for the retirement plans sponsored by diversified multi-national employers.  Where appropriate, the applicable rules should be calibrated to fit the employer's size. 



21.	Reduce Restrictions on Plan-to-Plan Transfers.  Provisions such as the “anti-cutback” rule of Internal Revenue Code §411(d)(6) are well-intended but in fact often cause the creation of multiple mini-plans that increase administrative costs, are confusing to employees, and reduce the flexibility of the employer to adjust to new circumstances.

	

22.	Provide a More Flexible Definition of the “Employer.”  As companies have adapted to new competitive circumstances, many have adopted forms of business organization that were rarely used when ERISA was enacted.  For example, ERISA defines an employer on the basis of a traditional “controlled group” consisting of a parent company and each affiliate that is 80% or more owned, directly or indirectly, by the parent.  This standard  is now obsolete in view of the widespread use of joint ventures and other non-traditional alliances between members of separate controlled groups.  It often inhibits joint ventures from participating in the plans sponsored by its owners, and frequently makes it difficult for a joint venture owner to meet important business needs by transferring designated employees to the joint venture.



23.	Revise the Current “Separate Line of Business Rules.”  Different lines of business clearly have different retirement security needs.  The separate line of business rules of current law attempt to recognize this.  However, the current rules are so unworkable and unrealistic that they are little used.  They should be overhauled.



24.	Provide a More Flexible Definition of “Retirement.”  As the workforce ages, the needs of both business and society will demand that new work/retirement arrangements be accommodated.  Statutes and regulations should encourage, not inhibit, experimentation and the development of arrangements such as phased retirement.  A provision under current consideration (see H.R.3448, 104th Congress) to repeal, for virtually all workers, the requirement that a plan  must begin paying a worker his or her pension at age 70 ½ even though the individual is still working is a small but important step in ending the present law’s rigid view of retirement. 	n

�

���r	Strategy Three:	Educate the American Worker.   The future retiree must take more responsibility than in the past for accumulating the assets he or she needs to retire.  Education is central to that development.  Surveys indicate that workers seldom are aware of the amount of savings they need to accumulate to reach their retirement goals.  However, most employees take advantage of educational opportunities provided to them by their employers and many change their investment and savings behaviors as a result of that education. To be effective, education about the need to save for retirement also must reach beyond the workplaces that already offer savings plans to their employees.





�25.	Provide More Opportunity to Use Modern Technology in Disseminating Information to Employees About Their Plans and in Providing Employee Education.   Use of modern technology is key in developing successful education programs.  Detailed paper descriptions required to be provided to employees often are not read now and are less likely to be read or understood in the future when most employees will be more comfortable seeking information through computer technology.  Modern computer and telephone response systems are far superior in providing accurate, understandable information.  



	It is imperative that government rules inhibiting the use of new technologies be updated if employee education campaigns are to be successful.  Moreover, requirements that routine information available on computer or under a telephone response system also be provided in writing, regardless of whether the employee asks for a written copy, impose unnecessary administrative costs.



26.	Continue to Remove Disincentives for Employers to Provide Financial Education by Offering Clear Guidelines that, if Followed, Would Provide “Safe Harbors” from Litigation.  An Interpretive Bulletin recently proposed by the Department of Labor� provides a framework for such guidelines. But an interpretive bulletin does not have the same authority as a statute or regulation.  More authoritative and comprehensive guidance is needed.�



27.	Increase Education About How to Preserve Retirement Savings.  The excise tax on early distributions and the recently revised tax withholding and rollover rules encourage employees to postpone receiving plan distributions and to save their distributions for retirement by rolling them over into IRAs and other tax-qualified plans.  When an employee receives a distribution that is eligible for rollover, the plan is required to give the employee an explanation of the rollover rules.  But serious education about retirement requires sustained effort over time; a technical explanation of the rollover rules at the time a distribution is made is not likely to enlighten many employees.  Sustained, long-term educational programs are necessary to educate employees effectively about the importance of retirement saving and the alternative methods of saving for retirement.



28.	Pursue National Informational Campaigns.  Such campaigns have been effective in the past in changing behavior (e.g., campaigns involving purchasing savings bonds, using seat belts, and stopping smoking).  



29.	Start Savings Education Campaigns Early.   A more concerted effort to encourage savings among all age-groups is likely to result  in increased retirement savings.  The habit of saving will be most successfully established in the U.S. if it is begun early.  Savings education campaigns targeted at school-age children will have an impact on those youths and their families.



30.	Ensure that Education Campaigns Reach Both Beyond the Workplace and into Firms Where Plans are Not Currently Offered.  Employers respond to the perceived needs of their employees.  If employees perceive  a retirement plan as an important part of a compensation package, it will increase the possibility that the employer will offer such a plan.   	n

�











Strategies for Action:	Conclusion.	Maintaining the status quo will erode our country's ability to meet tomorrow's challenges.  Moreover, the time for action is now.



�	The first of the baby-boom generation will reach age 65 in 15 years.  Many people retire, or expect to retire, earlier than age 65.  The retirement of the baby-boom generation is no longer a future problem.  It is upon us.  Each year’s delay means that solutions must be harsher to be effective.  



	At the same time, proposals for change must recognize that certain aspects of the current system can and should remain in place and that, even where change is called for, it cannot be accommodated by all employers and employees at the same pace.	n
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VITAL ROLE OF VOLUNTARY EMPLOYER-SPONSORED PLANS





�





Summary:



	The work force and economy of the United States have an important stake in maintaining voluntary employer-sponsored retirement plans.  For the last 50 year in the U.S., a confluence of different retirement programs that are primarily employment-based has played an increasingly pivotal role in providing:



	A.	Income continuity to individuals changing their working status.  For tens of millions of U.S. workers, the Social Security system and the private pension system together have made moving from work to a financially secure retirement a reality.  For the past several years, annual benefits paid from employer-sponsored retirement plans have matched those paid from the Social Security system.  Employer-sponsored plans also hold the bulk of the funds held in retirement savings plans.



	B.	Efficient vehicles for individuals to accumulate retirement income. Employer-sponsored savings plans also have been more effective than individual arrangements such as IRAs in setting aside larger amounts of savings for individuals at younger ages and in providing participants with advantages not available under individual savings arrangements. 



	C.	Benefits otherwise sought from government at greater cost to society.   Although often pilloried as expensive “tax expenditures,”  advance-funded retirement plans actually have been a relatively inexpensive method for the U.S. to finance the retirement security of the nation’s present and future elderly population.



	D.	Investment in the economy.  Society in general also has benefited from employer-sponsored retirement plans.  Their positive effect on national savings is clear.  Funded retirement plans have created a major source of capital for industry.  This has been an especially critical favorable economic development during the current period of decreasing national savings.	n

�A.	Income Continuity to Individuals Changing Their Working Status.	For millions of U.S. workers, the maturation of both the Social Security system and the private pension system made moving from work to a financially secure retirement a reality.  





�Retirement as an Option.	In recent decades, choosing to retire while still physically vigorous became an option for a rapidly increasing percentage of workers.  This is dramatically shown through the increase in retirement among males.  In 1970, 83% of all men aged 55-64 and 26.8% of men aged 65 and over were in the work-force.  By 1994, only 65.5% of men aged 55-64 and 16.8% of men aged 65 and over were work force participants.� 



Widespread Participation.	In 1993, 51 million out of 118 million civilian workers (43%) participated in (i.e., were accruing benefits under) employer-sponsored retirement plans.  Of those 51 million, 44 million already had a vested (i.e., nonforfeitable) right to a benefit.�  Plan participation is concentrated among workers most likely to require benefits in excess of Social Security in order to retire.  Participation in plans is lower for younger workers and increases dramatically for older workers.  In 1993, plan participation for workers age 41-50 was 62%.�  Participation also increases dramatically for workers earning more than minimal wages.  Among men earning between $30,000 and $39,000 in 1993, 75% participated in a plan, and women at these wage levels had a slightly higher participation rate than men.�  



Widespread Receipt of Benefits.	Since 1974 (the year the ERISA reforms were enacted), the number of individuals and retired families receiving benefits from employer-sponsored plans has climbed steadily, due in part to ERISA’s vesting rules, benefit protections, and funding standards.  In 1974, approximately one-quarter of retired families received benefits from employer plans; by 1988, 40% of retired families were receiving such payments.  By 2018, when the baby-boom cohort will be moving rapidly into retirement, the 40% is expected to climb to over 75% of retired families, and to pass the 80% mark shortly thereafter.�  



	That 80% of retired families in the U.S. will receive benefits from a voluntary employment-based system is a mark of ERISA’s success in encouraging the establishment and expansion of employer-sponsored plans.  It is also evidence of the importance of supporting this system for the future as the baby-boom generation retires. 



Value to Employers.	Employers traditionally

have valued retirement plans as effective management tools to attract and retain employees, to motivate employees, and to facilitate the departure from the workforce of older employees who either cannot or do not desire to continue working.�

�	48% of U.S. workers surveyed in the 1994 EBRI/Greenwald Retirement Confidence Survey responded that money provided through employer-sponsored pension or savings plans would be their most important source of retirement income.  This compares to 27% who expect  personal savings or investments to be the most important source, 14% who named social security, and 9% who named other sources as most important. [EBRI Issue Brief #156, p. 12.]�  More recently, it is also clear that the human cost of the downsizing and reorganizing of many U.S. companies in recent years was dramatically reduced through the flexible use of early retirement options under employer-sponsored pension plans.



Critical Component of Retirement.   For the past several years, annual benefits paid from employer-sponsored retirement plans have matched those paid from the Social Security system.�  Employer-sponsored plans also hold the bulk of funds in retirement savings plans.  In 1994, of the $5.9 trillion in all retirement plan trusts (including public employer plans, private employer plans, Individual Retirement Accounts (IRAs), and Keogh plans), over $4.9 trillion was in public employer and private employer sponsored plans.�  	n

�

B.	Efficient Vehicles for Individuals to Accumulate Retirement Income:	Employer-sponsored plans are more effective than individual arrangements in accumulating retirement income for workers.





�More Effective than IRAs.	Employer-sponsored savings plans are more effective than individual arrangements, such as IRAs, in setting aside larger amounts of retirement savings for individuals at younger ages.  



	Employer-sponsored plans often act as a form of automatic savings.  Benefits automatically accrue in most defined benefit plans.  Contributions are made automatically to many profit-sharing plans.



	Employer-sponsored plans that offer individual savings opportunities also are more successful than individual savings initiatives.  In 1992, for example, of the approximately 57 million individuals eligible to make deductible contributions to an IRA, 6.4% (3.6 million) took advantage of this savings opportunity.�  Even during the period 1981-1986, when IRAs were universally available, the maximum number of tax returns claiming an IRA deduction was 16.2 million in 1985.�  By contrast, in 1993, there were 105.8 million civilian nonagricultural wage and salaried workers in the U.S.  Of these workers, 25.2 million -- or 23.8% -- made contributions to employer-sponsored 401(k) plans even though 401(k) plans are not universally available throughout the workforce.  



	Moreover, 401(k) plans attracted participants at younger ages.  While approximately 28.5% of the contributors to both IRAs and 401(k) plans were age 41-50, 52.6% of the 401(k) participants were age 40 or under compared with 37.7% for IRA contributors.�



Advantages for Participants.	Employer-sponsored plans also provide participants with advantages not available under individual savings arrangements.



	Under employer-sponsored defined benefit plans, participants are sheltered from risks that can reduce individual retirement savings.  The employee, once vested, is virtually guaranteed whatever benefit he or she has earned under the plan.  The employer bears full responsibility for payment of the accrued benefit regardless of whether  there are assets in the trust to pay the benefit.  Should the employer become bankrupt, the Pension Benefit Guaranty Corporation (PBGC) assumes payment of the promised benefit (up to certain limits).



	Under most defined benefit and defined contribution plans, participants receive the benefit of a professional investment manager.  Even in plans where each participant directs the investment of the funds in his or her account, the plan generally allows each participant to allocate his or her account only among designated professionally managed investment funds and index funds.



	Plans that allow participants to make contributions through payroll deduction programs make decisions to save less painful and regular savings more likely to occur.



	Employees who contribute to employer-sponsored individual account plans (e.g., 401(k) plans) often reap an immediate enhancement of their investments through an employer matching contribution.



	Participants in employer-sponsored participant-directed individual account plans are more likely to have free access to information and assistance (e.g., decision guides or benefits forecasting software) that enable them to make better informed investment decisions.	n

�

�C.	Benefits Otherwise Sought from  Government at Greater Cost to Society:	Advance-funded retirement plans provide a relatively inexpensive way to finance the retirement security of the nation’s present and future elderly population.





�Definition of “Tax Expenditure.”	Currently the “cost” to the government of supporting retirement plans is measured through so-called “tax expenditure” figures.  Each year the Department of the Treasury and the Joint Committee on Taxation of the U.S. Congress publish “tax expenditure” figures that represent the amount of revenue in that year the federal government has forgone because of provisions of tax law that exclude specific items from currently taxable income or that allow certain items to be deducted in calculating taxable income.   



	For retirement plans, the “tax expenditure” for any year is determined by (1) calculating the amount of income tax forgone in that year on retirement plan contributions by employers and employees that are not currently included in the employees’ taxable income, (2) calculating the tax revenue deferred on the investment income earned in that year on retirement plans assets, and (3) subtracting from these amounts the taxes that individuals pay in that year on the distributions they receive currently from retirement plans.  At $69.6 billion in 1996,� the “tax expenditure” for retirement plans currently is among the top tax expenditures appearing in the federal budget. 



Analysis of Tax Expenditures for Pensions:  Several points are important in analyzing the pension “tax expenditure” figure:



Ø	Many components of the tax system are indexed.  If the tax expenditure number were modified  to exclude asset-value increases attributable to inflation (i.e., to consider the taxes deferred only on the real earnings on plan assets), about one-half of the expenditure figure would be eliminated.�



Ø	Unlike many other tax expenditures (e.g., for employer-provided health benefits, mortgage interest deductions, or municipal bond returns), taxes on retirement benefits are not forgone but instead are merely deferred until later years.  Over time, income taxes are paid on all the money in the retirement system.  Thus, analysis of the tax expenditure for retirement plans should take into account the relationship between current tax expenditures and future tax receipts.



	Because of demographic patterns, in relative terms there are few retirees today compared with  other cohorts.  Thus today there are fewer individuals paying taxes on their pension income than will be true in the future.  It is reasonable to expect tax expenditures for pensions to climb rapidly today since, in relative terms, this current expenditure will decrease in the future when the baby-boom cohort begins to retire and to pay taxes on the retirement plan distributions it then receives. 



Ø	Tax expenditures are calculated on an annual cash flow basis in order to determine their relationship to current federal deficit figures.  However, effectively managing the federal deficit requires policy makers to take a long-range view.  Current actions that simply delay costs to a later time repeatedly have undercut Congress’s ability to manage the federal government’s deficit over time. This fact already has been widely recognized by many policy makers such as those who participated in the Bipartisan Commission on Entitlement and Tax Reform.� 



	The baby boomers are now in their prime working years.  Thus, funding for their future retirement should be a high priority.  Despite this fact, there has been little or no long-range analysis of the pension tax expenditure.  Moreover, over

the past decade pension funding has been restricted repeatedly by laws seeking to increase current federal revenues.  Encouraging greater annual tax expenditures for retirement savings now will avoid higher tax expenditures later, when it becomes necessary to make up for the cutbacks in current funding.



Ø	The relationship between current tax expenditures and future tax receipts is evident in the impact of prefunding of retirement benefits on the current tax expenditure attributable to private sector plans.  Over the 1995-1999 period, only 28.5% of the pension tax expenditure will be attributable to private sector plans.  By contrast, 57% of the expenditure will be attributable to federal (non-military), state, and local government plans, and 14.5% will be attributable to military plans.�  The private sector figure is low today relative to the expenditure attributed to public sector plans in part because today’s private sector retirees are paying taxes on benefits financed by funds for which the deferral of taxes occurred in previous years. 



Ø	The experience of the federal government offers a good example of how not to fund retirement plans.  Although federal civilian employee pension plans were reformed in the 1980s, a substantial unfunded liability still exists for benefits earned under the previous Civil Service Retirement System.  Indeed, the Office of Management and Budget places the unfunded federal liability for civilian and military pensions combined at $1.5 trillion.�

�	Ibid.�



	The annual payments the federal government will be obligated to make each year in the future to pay its retirees will have a greater negative impact on the ability of the government effectively to manage its deficit than if these obligations had been funded in advance.  Nevertheless, for the four years 1989 through 1992, annual contributions to the civilian retirement funds did not exceed current benefit payments.  	n

�

D.	Investment in the Economy:	Employer-sponsored plans are major investors in the economy and have been a consistently positive contributor to national savings.





�Amount of Assets.	In 1994, private-sector employer-sponsored� retirement plans held in trust $3.2 trillion in assets to pay current and future benefits, an increase from $1.1 trillion in 1983.  Public employer plans held another $1.6 trillion in funds, up from $416 million in 1983.�   In 1994, pension funds held 28.2% of our nation's equity market, 15.6% of its taxable bonds, and 7.4% of  its cash securities (or based on calculations derived from the Federal Reserve Flow of Funds Balance Sheets for the U.S., about one-fifth of the nation's wealth).  This compares with 9.4% of equities, 13.7% of bonds, and 0.3% of cash securities in 1970, four years before the enactment of ERISA.�



Impact on National Savings.	Given the weakness in all other types of savings -- household, business, and government -- the growth of pension assets has been a lonely bright spot.  Indeed, according to a 1991 study by John B. Shoven of Stanford University's Center for Economic Policy Research, the total increase in real (inflation-adjusted) pension assets in the 1980s exceeded the total real increase in the country's wealth.  In other words, pension assets actually accounted for all national savings in that decade.�



	The positive impact on national savings of advance-funded pension plans has been documented in the economies of several nations.  According to the World Bank, several studies on the effects of market-invested pension funds in developed countries indicate that pension funding creates a net increase in national savings both relative to countries that do not have a private sector pension system and, more substantially, relative to countries that rely on pay-as-you-go plans.�   That is, where employment-based pension plans are advance-funded, such plans will increase long-term saving unless their effect is offset by households cutting back on their personal saving or borrowing in amounts sufficient to offset the increased pension saving.  Evidence indicates that in the U.S. each dollar of pension savings produces an increase in total private savings of 40 cents.�



Importance of Market-Based Investment.  The positive impact of employer-sponsored pension plans on U.S. savings has occurred at the same time that the amount of plan assets expended for current benefit payments also has increased.  This result has occurred in part because the fiduciary rules of  ERISA governing the investment of assets held in employee plans require market-based investment decisions that are made solely in the interest of plan participants.�  The rate of investment return achieved has been such that most benefits paid from private trusteed employer-sponsored plans are paid from earnings accumulated in the plans rather than from plan contributions.  While benefits paid from private trusteed funds have exceeded contributions to those plans in each of the last ten years, total assets in those plans grew in eight of the same ten years.�



	As noted earlier in this paper, the World Bank report was blunt: “Privately managed pension funds beat publicly managed funds hands down.”  According to the World Bank’s calculations, the average annual investment return in the 1980s for selected public funds ranged from -37.4% in Peru to 4.8% for the U.S.’s Social Security Old Age and Survivor’s Insurance (OASI) fund.  But privately managed fund returns ranged from a low of 6.7% in the Netherlands to 9.2% for portions of Chile’s pension system.  U.S. employer-sponsored plans netted 8.0% annually during this period.�   Inclusion of the less favorable investment period of the 1970s in the calculations still shows private pension funds posting positive real rates of return over the 1970-90 period.�	n

�













�



CHALLENGES FOR TOMORROW





�





Summary:



	Many factors affect the success of programs that provide retirement security for workers.  Such programs today are buffeted on many sides by economic and societal changes.  The efficacy of any future policy will be judged by how well it addresses challenges posed by:



	A.	Shifting demographic patterns.   Increasing life expectancy, increasing numbers of older workers and retirees due to the aging of the baby-boom generation, and a declining ratio of workers to nonworkers will increase the cost of providing retirement security in the future.



	B.	Increasing economic pressures.   At the same time, U.S. businesses face increasing economic competition and struggle to retain their competitive edge.  



	C.	Changing work arrangements.  	Changed expectations by both employers and employees about future work arrangements have caused both to question whether existing retirement programs are the most effective mechanisms to secure retirement savings. 



	D.	Insufficient retirement savings.   These changes also have increased pressure on individuals to assume greater responsibility in planning for their own retirement.  It is widely recognized that the U.S. and its workers need to increase their savings.   Whether the baby boom can attain the retirement security it anticipates even with increased savings remains a disputed question.



	E.	Constraints on government spending.   Federal budget constraints have a history of hampering the ability of employer-sponsored plans to increase savings.



	Both the analysis of the challenges and the public policies to address those challenges, however,  should avoid embracing rigid notions of what tomorrow holds for the nation's economy or workforce, since even widespread trends will not affect all employees and employers in the same way or to the same degree.	n

�A.	Shifting Demographics Patterns:    It is difficult to overstate the impact of current demographic trends in determining how retirement policies governing employer-sponsored plans will affect the accumulation and maintenance of  retirement income.  To be effective, retirement policies must simultaneously accommodate the effects of:



	Ø	increased life expectancy;



	Ø	increased numbers of older workers and retirees due to the aging of the baby-boom generation; and



	Ø	a declining ratio of workers to nonworkers.





�	While much more research is needed regarding the impact of demographic trends on employer-sponsored retirement plans, some preliminary observations can be made.



Increasing Life Expectancy.	Increased life expectancies will directly affect retirement income programs.  According to projections made for the Social Security trustees report, a male who retired at age 65 fifteen years ago could expect to live to age 79.  The first of the male baby-boomers, who will be age 65 approximately fifteen years from now, are expected to live to age 81.  Women who were age 65 in 1980 are expected to live to age 83, compared to age 84 ½ for the first of the female baby-boomers.�  Each one-year increase in life expectancy increases the cost of providing a pension to an age 65 retiree by approximately 4%.  It also increases the amount of savings an individual will need to maintain a given standard of living over time.  Most private sector experts believe the Social Security report understates likely increases in longevity.  



Increasing Numbers of Elderly.			More important than steadily increasing life expectancies, however, will be the impact on retirement programs of the dramatic increase in the numbers of elderly.  In each decade since 1950, the U.S. population over age 65 has increased by less than 6 million.  But in the decade from 2010 to 2020, the U.S. over-age-65 population is expected to increase by over 13 million, and from 2020 to 2030 by over 15 million.�   In addition, in 1990, 3.3 million individuals (1.3% of the U.S. population) were age 85 or older (the “very old”).  In 2010, about the time the baby boom has begun to reach retirement age, there will be 6.1 million individuals age 85 or older; and the baby boom will swell the ranks of the “very old” to 8.1 million (2.7% of the population) by 2030.�



	Obviously, we are facing a time when the economy will be asked to absorb an enormous increase in the number of elderly individuals.  What is not known is how many of the rising tide of elderly will be able to continue to work productively on either a full-time or part-time basis for at least some of their “retirement” years.  Whether the elderly population is generally healthy or generally frail and at what ages they

�

� become more frail has a strong impact on the cost of supporting the elderly population and on the amount of savings individuals generally will need to have accumulated before they retire.  Far more research is needed on morbidity trends in the U.S. workforce.



Decreasing Numbers of Workers.	Precisely  at the same time the numbers of elderly will expand rapidly, the growth of the “prime working age” population (those between age 20 and age 64) will stagnate.  After increasing by between 13 and 20 million in each decade since 1970, the number of individuals between the ages of 20 and 64 is expected to grow by only 7 million between 2010 and 2020 and actually to decrease by 700,000 between 2020 and 2030.  As a result, the ratio of the “working-age” population to the “elderly” population will plummet beginning shortly after 2010.�  



More Older Workers.	The aging of the workforce has already begun.  During the 1990s, the number of workers aged 45 to 54 will increase by over 50% while the number of workers aged 25 to 34 will actually decline by 10%.�  The median age of the U.S. population was 28 in 1970, is over 33 today, and will climb to 39 by 2010.�



Retirement Age.	Many studies of the impact of changing demographics on the workforce assume age 65 as the retirement age.  In recent years, however, most individuals have retired before age 65.  For example, fewer than half (45%) of male workers over age 60 participated in the labor force in 1960, and that participation further declined to 27.4% in 1990.�  Thus, for pension plans, future demographic patterns may have a dramatic impact on whether employers continue to offer plans that encourage retirement at early ages. 

�

�Impact on Pensions:	For defined benefit pension plans that enter this period with their projected benefits substantially funded, the impact of these demographic shifts on corporate cash flow will be reduced.  For plans that require additional funding, the necessary cash contributions must be produced from a relatively smaller working age population.  In addition, as companies that now face no or minimal funding requirements reach the point where they must resume making substantial contributions to their plans, the size and volatility of the required funding may require these companies to change the types of plans they offer and the retirement options available under those plans.  



	Defined contribution plans also may face increased costs, especially where employer contributions are based upon a percentage of pay (which tends to be higher for older workers) or where the employer matches employees’ savings and older employees (who likely will be present in larger numbers) increase their savings rates. 



Impact on Employers.	Finally, in assessing the impact of demographic changes, aggregate information about general demographic patterns across the country often masks significant variations in experience and need from one company to another.  Regardless of general national trends, the workforce of one company might consist predominantly of older workers, while the workforce of another might consist predominantly of younger workers.  Even between companies with workforces having similar demographic characteristics, the needs of one company might differ markedly from those of another.  For example, one might find it advantageous to encourage employees to retire early while another might not.  General demographic patterns thus do not dictate the most appropriate retirement policy for an individual company or an individual employee.



	Similarly, in facing competition from beyond the U.S. borders, some businesses located in other countries might have lower compensation costs than U.S. companies because their countries are less reliant on employment-financed retirement programs or emphasize retirement income security to a lesser extent.  However, some countries face demographic burdens as severe or more severe than those of the U.S.; and business operations in some countries are adversely affected when those countries face the financial impact of benefit promises under mandatory programs that were excessive or not appropriately funded.	n

�

�B.	Increasing Economic Pressures:     The provision of retirement security for workers does not take place in a vacuum.  Ultimately the success or failure of programs to allow workers to retire lies in the ability of society to navigate successfully changing economic conditions.





�Critical Developments.	Some of the critical developments affecting the future retirement security of U.S. workers include:



Ø	Competitive pressures limit the amount an employer can afford to spend on compensation, including benefits.  As the global economy continues to become more interconnected, the marketplace for many employers encompasses the world, and competitive pressures increase.�



Ø	Increasing employers’ total after-tax compensation and benefit costs may cause a loss of U.S. jobs. Thus, employers cannot be expected to "pick up the slack" caused by reductions in benefits from or increases in the costs of other programs such as social security without employment consequences.   



Ø	Countries with higher personal savings rates may put the U.S. at an economic disadvantage because greater personal savings can provide these countries with the capital required to finance powerful business competitors.



Ø	Each business needs to be responsive to its workforce.  For better or worse, not all segments of the U.S.  workforce place a high priority on retirement programs.  And, increasingly, health care benefits, which are highly valued by most employees, comprise a larger share of the noncash portion of the total compensation package, crowding out other benefits.�  To remain competitive, each employer must retain the discretion to determine the nature and mix of the benefit programs that best address its competitive situation and the needs of its workforce.



Impact of Productivity.	Economic, political, technological and other advances that increase U.S. productivity have a direct and dramatic effect on the ability of the U.S. economy to absorb increasing numbers of elderly.  For example, without strong growth, workers will find an unacceptable  portion of their real wage gains diverted to finance the non-working elderly.  Without any growth, workers will even face the prospect of negative real wage gains.  



	Unfortunately, savings at every level -- government, corporate, and personal -- has declined dramatically in recent years.  In addition, the growth in labor productivity slowed dramatically from nearly 3% a year in the early 1970s to about 1% recently.  Declining investment in physical and human capital will make it more difficult to rekindle strong growth in the near future� despite recent evidence that the slide in productivity and wage growth may have stopped or been overstated.



	The success of a U.S. retirement income policy will depend on how well the U.S. addresses these comprehensive economic challenges.�	n

�

C.	Changing Work Arrangements:     Changes in work arrangements, and changed expectations about future work arrangements, challenge existing retirement programs.





�KEY CHALLENGES:



Perception of Workforce Mobility.	Data on workforce mobility indicate that today’s workers on average do not change jobs more frequently than the workers of previous generations.�  Nevertheless, there appears to be an increasing demand by workers for retirement programs that accommodate the possibility that individuals will change employers more frequently during their careers.



	In fact, workforce mobility actually has declined in recent decades.  “An examination of job tenure figures for prime age (25-64 years) workers, both male and female, reveals that tenure levels in the 1980s and beginning of the 1990s were actually higher than those of the 1950s, 1960s, and 1970s.”�   



	Thus, increased concern about workforce mobility appears on its face not to be based on fact.  Nevertheless, there are a number of possible reasons for this increased concern.  First, at the beginning of the past decade even the oldest of the baby-boom generation were still under the age of 40, the period of maximum job mobility in all generations.  In addition, during the past decade (between 1983 and 1991), average job tenure for the older one half of prime-working-age males (ages 45-64) actually declined.�   Finally, in recent years, many businesses have reorganized themselves to adjust to shifting markets, and have created new business structures that are increasingly flexible and project-oriented.�   Thus, more research is required regarding the source of the perceived demand for more portable retirement plans. 



Part-Time and Contract Work.	Increased reliance on part-time work and contract work has increased demands for retirement program options that are both flexible and offer some assurance of accumulating substantial assets for retirement.



An Aging Workforce.	As the average age of the work force increases, employers will grapple with desires to accommodate simultaneously those who retire early, those who cease working at "normal" retirement age, those who delay retirement, and those for whom a “phased” retirement is appropriate.





TYPES OF PLANS AND THEIR ROLES FOR THE FUTURE:



Defined Benefit Plans.	Because benefit values may accumulate more slowly in the initial years under a defined benefit plan than under a defined contribution plan, it has been frequently asserted that because of the need to accommodate shorter job tenures, defined benefit plans are disappearing in favor of defined contribution arrangements.  The reality is more complicated and indicates instead a market place that is adjusting to a multiplicity of pressures simultaneously.



	  Despite recent downward trends, the

majority of individuals who participate in employer-sponsored retirement plans still rely on a defined benefit plan for their primary benefit.  In 1991, a defined benefit plan was the primary retirement plan for 60.5% of active plan participants.�  Although the percentage of employees in defined benefit plans has shifted, the number of individuals who rely on defined benefit plans as their primary retirement plan has remained relatively constant at between 26 and 30 million since 1975.�  



	Over the same period, the number of individuals whose primary retirement plan is a defined contribution plan increased from 4 million to 16 million.  Many defined benefit plan participants also participate in secondary defined contribution plans which, because of their increasing account balances, play an increasingly important role in employers’ benefit design and in individuals’ retirement planning. 

 

	The search for the most effective pension design is complicated by the strengths and weaknesses of each plan design.  Under defined benefit plans, benefits are calculated based on a formula related to pay and/or service. A defined benefit plan has the advantage of offering predictable benefits that are insured by the Pension Benefit Guaranty Corporation and the capacity to offer incentives to encourage or reward early retirement.  In plans where the formula is based on a percentage of pay, expected benefits automatically rise with the employee’s pay even during periods of high inflation such as occurred in the 1970s.  In “flat dollar” plans, where the benefit is a specified dollar amount multiplied by  years of service, benefits can be rapidly adjusted to reflect changing economic circumstances.  Thus defined benefit plans provide predictable income for employees and predictable retirement patterns for employers.  



	On the other hand, benefit values under a defined benefit plan ordinarily accumulate more slowly in the initial years of participation than under a defined contribution plan.  Moreover, in the current legal environment, defined benefit plans are costly and complex to administer, have volatile and unpredictable funding requirements, and impose a long-term financial obligation that many employers find either unattractive or intolerable.



Defined Contribution Plans.	A defined contribution plan can offer an opportunity for employees to participate in saving for their own retirement; provides an easy-to-understand account balance that every participant can appreciate; allows employees to participate in the plan's investment performance; typically accumulates assets at a more rapid rate in the initial years of participation than does a defined benefit plan; can be designed to make the employer's funding requirements predictable or entirely within the employer's control; and typically is simpler in structure and, in the current legal environment, lower in administrative cost than a defined benefit plan.  A defined contribution plan may provide retirement savings opportunities that otherwise would not be available to many workers in smaller companies. 



	On the other hand, a defined contribution plan cannot offer an employee the certainty and predictability that a defined benefit plan provides.  The amount of the employee’s retirement income is more exposed to fluctuations in asset values than under a defined benefit arrangement.

	

	It is not yet known whether assets accumulated in  defined contribution plans that serve as younger employees’ primary retirement plans will provide sufficient income to allow them to retire when they wish to or when their employers expect them to.   Some experts think that it will be about ten years before sufficient data is accumulated to begin to answer this question.�



Hybrid Plans.	The increasing popularity of so-called “hybrid” plan designs� that seek to combine certain strengths of both defined benefit and defined contribution arrangements, is further evidence of the market’s adjustment to new demands for flexibility and to new employment arrangements.



	It is likely that employers will continue to offer a variety of retirement arrangements, picking those most suitable to their distinctive workforces and business circumstances.  New plan designs also will continue to develop and spread.  For example, future plans might be designed to allow individuals to receive partial pension payments while continuing to work part time.	n

�

D.		Insufficient Retirement Savings:	Different experts have argued that current workers are saving far less today than will be required to allow them to retire and that current workers are saving at least as much as their parents did at similar ages.





�	Whether today’s workers will accumulate sufficient retirement savings is influenced by how one defines “sufficient” -- i.e., as maintenance of current lifestyle, avoidance of impoverishment, or something in between.  



	While this debate is unlikely to end, the issue is not an academic question.  If a worker does not think that he or she has enough funds to retire, that worker is less likely to retire.  If older workers cannot afford to retire, or believe that they cannot afford to retire, demands will escalate that workforces accommodate more and more older workers and that government programs provide greater security for the elderly who cannot continue to work.  In this debate, certain challenges stand out:



Knowledge About the Need to Save and About How to Save Effectively.    Many individuals do save for retirement.  Recent surveys indicate that from two-thirds to four-fifths of nonretirees have begun to save for retirement.  Those who have not tend to be younger, to be single, and to have less income and less education.�   While many individuals apparently realize the need to save,  it is far less clear that they know how much they will need to save.  Moreover, in one survey, many reported a gap between what they think they should save and what they are saving, even though at least two-thirds of respondents did not expect a diminution in their standard of living at retirement.�   



	Concerns also have been expressed that individuals who do save do not invest their savings aggressively enough to produce the investment growth needed to generate sufficient assets to  support an adequate retirement income.  In one survey, 39% of the respondents who participated in 401(k) or savings plans did not know how their plan dollars were allocated among asset classes.  Among those who did know how their plan dollars were allocated, 33% had no money at all invested in stocks, including 31% who were under the age of 30.�  

�

�	Even if money is saved and wisely invested, it will not be there when the employee retires if the employee removes the funds through withdrawals to pay for non-retirement expenses.  Pre-retirement access to retirement funds is a difficult and critical issue.  Most studies that are optimistic about the retirement prospects of the baby boomers assume that the individual keeps all of his or her retirement savings until retirement.�  Retirement prospects change dramatically if there is too much “leakage” from the system.  However, allowing access to savings to meet current financial emergencies may be necessary before employees with few other financial resources will be able to participate.  And some employers have found that getting  employees to save in the first place is the important step.  These employers’ experience is that once the employee is in the system, they do accumulate significant savings.  Moreover, removing savings from a retirement plan in order to invest in a college degree (for one’s self, not one’s children) or to purchase a house may

enhance the individual’s ultimate retirement income. 



Disincentives for Employees to Save and for Employers to Establish Plans.	Employer-sponsored savings plans often provide payroll deduction options and information on savings options that can assist employees in saving regularly and in making more informed investment choices.  Payroll deduction makes savings decisions less painful to effect and more likely to occur.  Employer education programs can significantly increase the incidence of employee saving.�  But complex federal regulations make it too expensive for many employers to establish plans, and severe tax-law restrictions tightly limit the benefits such plans can provide in any event.



Curtailed Benefits.	Current law already provides for Social Security benefits that, in relative terms, will be less generous than those provided in previous years. There is also a possibility that some employers may curtail benefits available under defined benefit plans.



	The scheduled increases in the Social Security retirement age will begin to have an impact in just four years.  Individuals born in 1938 will reach age 62 in the year 2000, and, if they choose to commence Social Security benefits at that time, will be affected by the first step in the increase in the “normal” Social Security retirement age from 65 to 66.�  Individuals will begin to face new questions concerning whether they want to delay retirement to receive a greater Social Security benefit.  Employers who provide early retirement supplements to individuals not yet receiving Social Security benefits will face questions about whether and how they should redesign their plans.	n

�

E.	Constraints on Government Spending:	The federal budget deficit has been and will continue to be an important factor in setting a national retirement income policy.





�Tax Treatment of Retirement Savings. Prior to the Tax Equity and Fiscal Responsibility Act (TEFRA) in 1982, periodic revisions in the law generally were intended to increase retirement savings by liberalizing the tax treatment of individual and employer-sponsored plans.  This practice  produced long-term national savings but reduced current revenues to the federal government.  



	The course of encouraging the expansion of retirement savings was reversed beginning in 1982 as the Congress struggled to reduce the increasing federal deficit.   Each of the following laws contained provisions that reduced amounts that could be contributed to or paid from tax-qualified retirement plans:



Ø	The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), 



Ø	The Deficit Reduction Act of 1984 (DEFRA), 



Ø	The Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA),



Ø	The Tax Reform Act of 1986 (TRA ‘86), 



Ø	The Omnibus Budget Reconciliation Act of 1987 (OBRA ‘87), 



Ø	The Omnibus Budget Reconciliation Act of 1989 (OBRA ‘89), 



Ø	The Omnibus Budget Reconciliation Act of 1990 (OBRA ‘90), 



Ø	The Omnibus Budget Reconciliation Act of 1993 (OBRA ‘93), and 



Ø	The Uruguay Round Agreements Act (GATT ‘94).



	If employer-sponsored plans are to continue to play a vital role in the nation’s retirement income policy, revenue needs must not frustrate the objective of encouraging employers to offer their employees plans that can provide meaningful retirement income.  This will require a radical change in the way that employer-sponsored retirement plans have been viewed by the federal government over the last decade.  



The Budget Impact of Social Security.   Currently the Social Security trust fund surplus is increasing.  These funds are invested in government bonds. When the baby-boom population retires and the trust funds expend more than they collect, more bonds will be sold than bought.  These bonds must be redeemed with income taxes (or other taxes) collected at that time.  Thus, those who are workers during the time the trust funds are disinvesting must support benefit payments through income or other taxes in addition to the payroll tax.  



	The fundamental structure of a reformed Social Security program will be determined in the political arena.  While ERIC does not here propose a specific plan for that reform, we believe addressing certain issues will make enacted reforms more effective in enhancing the ability of individuals to plan for retirement:



Ø	The Social Security disability program will require careful review and possible revision.  When the retirement age under Social Security increases, the disability program will be under severe strain as workers unable to continue employment turn to that program in order to secure full benefits at earlier ages.  Decisions must be made regarding how such individuals will have their needs met.



Ø	As the Social Security program matures, individuals must receive benefits for longer periods of time before “recouping” the taxes they paid into the system.  The government must enhance public understanding of the substantial disability and survivor insurance protection provided by the Social Security program.  The program is not merely a retirement program, as is assumed in many analyses that compare Social Security taxes paid only with expected retirement benefits.

�

�Ø	The Social Security program should better accommodate partial retirements.  This does not necessarily mean, however, that the Social Security “earnings test” should be eliminated if that would result primarily in large numbers of employees collecting Social Security benefits without changing their job status.



Ø	The increased tax burden that will fall on workers when the trust funds disinvest their holdings raises the question of whether the trust funds should be allowed to invest in securities other than federal government bonds.   	n

�
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CURRENT STRAINS IMPOSED BY STATUES AND REGULATIONS





�





Summary:



	Beginning with the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), Congress has enacted a series of laws that sought both to squeeze money from the employer-sponsored retirement plan system in order to reduce the federal deficit and to prevent any possible deviation from increasingly strict federal requirements on how such plans should be operated.  These laws have imposed  severe strains on employer-sponsored plans:



	A.	Increased Costs.  They increased annual plan administrative costs as much as three times, pricing many plans out of the market.



	B.	Restricted Benefits.   They radically reduced the benefits under tax-qualified plans.  As a result, more and more workers are relying on unfunded plans for an increasing portion of their retirement income.  In essence, these individuals have been tossed back into a pre-ERISA environment for much of their retirement security.



	C.	Constrained Funding.  Restrictions on how plans can be funded have diverted billions of dollars of projected retirement savings to current spending by the government.  These restrictions also have increased the possibility that many employers will face rapidly increased funding requirements in the future as the baby-boom cohort retires.



	D.	Volatile Funding Requirements.  In order to ensure that plans do not run short of cash to pay current benefits, however, funding rules enacted during this period also impose short-term requirements that can fluctuate dramatically from year to year depending on current interest rates.  These fluctuations are certain to interfere with a business’s financial operations and its ability to compete over the long haul.



	E.	Reduced Flexibility.   For those plans that remain, rigid rules inhibit both employers and employees from adjusting to new circumstances.



	In recent years, there has been a substantial slow-down in the expansion of employer-sponsored retirement plans.  The percentage of civilian workers working for employers that sponsored retirement plans grew steadily from less than 20% in 1940 until it reached 56% in 1979.  By 1983, that figure had dropped to 52%, and it did not recover from this setback until it reached 57% in 1988.  Since 1988 there has been no increase in the percentage of civilian workers working at firms that maintain a retirement plan.   Similarly, at those firms where a plan is provided, 76% of the workers (51 million) participated (i.e., were accruing benefits) in a plan in 1993, compared with 75% in 1988.�



	Many businesses may be too financially unstable or immature to offer retirement plans to their employees; thus coverage will never expand to include all employers.  Nevertheless, it seems clear that coverage could expand beyond the stagnation of recent years if current strains on the system are lifted.  As the nation prepares the U.S. retirement system to meet tomorrow’s challenges, it must also remedy the strains that are already evident.	n



�A.	Increased Costs:		It seems clear that one reason expansion of the U.S. pension system has stalled is the  burden arising from statutes and regulations that have imposed a myriad of ever-changing and increasingly complex restrictions on retirement plans voluntarily sponsored by employers.  Each change must be administered and communicated to plan participants.





�	A 1990 study for the PBGC by the Hay/Huggins consulting firm showed a steady increase through the 1980s in administrative costs attributable to changes in statutes and regulations.  These increases affected all plans and were especially high for defined benefit plans.  For a defined benefit plan with 15 participants, annual administrative costs increased from $162 per participant in 1981 to $455 in 1991 (or 181%).   Defined contribution plans with 15 participants experienced a 99% increase in per participant administrative costs.  



	For defined benefit plans with 10,000 participants, annual administrative costs increased from $19 per participant in 1981 to $54 in 1991, a 176% increase.  The percentage of an employer’s outlay per defined benefit plan participant that was allocated to administrative costs jumped from 12% to 33% for a plan with 15 participants and from 1% to 4% for a plan with 10,000 participants.  The corresponding percentage for a defined contribution plan grew from 8% to 16% for a plan with 15 participants and from 2 to 3% for a plan with 10,000 participants.



	The increased per capita costs for large employers has caused tens of millions of dollars� to be diverted from potential retirement savings into administrative expenses.



	Small employers often responded by terminating their defined benefit plans.�   The number of defined benefit plans increased from 103,000 in 1975 to a high of 175,000 in 1983 -- but then dropped to 113,000 in 1990; and the number of active participants who had a defined benefit plan as their primary retirement vehicle dropped by 2.5 million (from 28.8 million to 26.3 million) between 1985 and 1990.�   While other factors also were at work, increased administrative costs and increasingly complex and burdensome statutory and regulatory requirements have been major factors in substantially curtailing the defined benefit plan as a practical option for small employers.�  	n

�

B. 	Restricted Benefits:	Many changes to the pension law since 1982 were designed primarily to raise federal tax revenues.  These changes diverted billions of dollars of projected retirement savings to current spending by the federal government and increasingly restricted the number of employees whose entire pension can be paid from a tax-qualified retirement plan.





�	While some amendments to the law enacted after 1981 have had the favorable impact of providing additional benefits for workers and their families,� most have not.�

�

�	Most amendments to the law curtailed qualified plans -- i.e., plans that meet coverage, nondiscrimination, funding, and other standards set out in the Internal Revenue Code.  By reducing the scope of qualified plans, the federal government reduces its tax expenditures for retirement programs by reducing current contributions to those plans and by reducing the investment earnings on retirement plan assets.�



	For a rapidly increasing number of employees, however, larger and larger portions of their retirement security is being subjected to a pre-ERISA environment.  Benefits that are accumulated and paid outside of tax-qualified plans (i.e., from nonqualified deferred compensation plans) generally are not funded.  They are instead contingent on the employer’s ability to pay them when they come due.  Such benefits also may be terminated, are not protected from the claims of other creditors in the events of the employer’s bankruptcy, and are not protected by the PBGC’s insurance program.  



ERISA’s Limits.	Prior to ERISA, IRS rules

limited annual benefits from tax-qualified defined benefit plans to 100% of  pay.  ERISA, enacted in 1974, limited annual benefits from defined benefit plans to the lesser of 100% of pay or $75,000 (indexed), phased in over the employee’s first 10 years of service.  In the event of retirement before age 55, the $75,000 limit was actuarially reduced.  

	ERISA also limited contributions to a participant’s account under a defined contribution plan to the lesser of 25% of pay or $25,000 (indexed) and applied the limit to both the employer’s  contributions and a portion of any after-tax contributions made by the employee.� 



	ERISA also stipulated that a combined limit of no more than 140% of the individual limits would apply to an employee participating in both a defined benefit plan and a defined contribution plan sponsored by the same employer.  For example, if an employee used up 80% of the defined contribution plan limit, only 60% of the defined benefit plan limit was available under the defined benefit plan.



	Under these limits nearly all workers participating in employer-sponsored plans accumulated their retirement income only through participation in qualified plans. �  



Lowered Limits.	Between 1982 and 1994, however, laws were enacted� that repeatedly lowered the ERISA limits.



Ø	The $75,000 limit on defined benefit plans, which had climbed to $136,425 by 1982, was reduced to $90,000 in 1982, kept unindexed at that level until 1988, and was restricted to delayed indexing after 1994.  That limit is now $120,000.  If left unrestricted since 1974, it would now be approximately $218,000.



Ø	The defined benefit plan limit  was further reduced twice for employees retiring before the Social Security retirement age.  As a result,  under ERISA as it was originally enacted, an employee retiring at age 55 was subject to an annual limit of $75,000.  The limit in 1996 -- twenty years later -- for an age 55 retiree is $53,315.�



Ø	The $25,000 limit on contributions to defined contribution plans, which had been indexed to $45,475 by 1982, was reduced in 1982 to $30,000 and has not been indexed since.  When indexing resumes, it will, like the defined benefit dollar limit, be delayed.  If it had been indexed as planned under ERISA, this limit would now be approximately $72,500.



Ø	All  after-tax employee contributions were counted against the defined contribution plan limit.



Ø	The 140% combined plan limit was reduced to 125% as applied to the dollar limits for defined benefit and defined contribution plans.



Ø	Percentage limits on contributions by higher paid employees to 401(k) plans were set when 401(k) plans were established under the Internal Revenue Code a few years after ERISA.  These limits subsequently also were reduced.



New Limits.	In addition to repeated reductions in these limits, between 1982 and 1994 several entirely new limits also were imposed on tax-qualified plans:



Ø	The amount of compensation that could be counted in computing contributions and benefits under a plan was limited to $200,000.  This was subsequently indexed to $235,000 before being reduced to $150,000.  Future indexing will occur only on a delayed basis.



Ø	A special defined contribution plan limit of $7,000 was placed on the amount an employee can defer under a 401(k) plan.  (This limit has now been indexed to $9,500, but will be further indexed only on a delayed basis.)



Ø	A 15% excise tax was imposed on so-called “excess distributions” -- or, distributions to any one person from all plans (including IRAs) that were deemed to be too large in any one year.  In addition, a 15% estate tax was imposed on “excess retirement accumulations.”  In general, the threshold for the tax was the greater of $112,500 (indexed) or $150,000; the normal threshold was multiplied by 5 for certain lump-sum distributions.  (The limit has now been indexed to $155,000.)



Overlapping Limits.	Overlapping and redundant limits abound.  For example, the 125% combined plan limit and the 15% excise tax both are designed to achieve the same objective.  A defined benefit plan benefit is subject to a percentage of compensation limit, a dollar compensation limit, a dollar benefit limit, a combined plan limit, and a potential excise tax.  A defined contribution plan benefit fares no better.  It is subject to a percentage of compensation limit, one (and usually two) dollar contribution limits, a combined plan limit, a potential excise tax, and, if contributions are based on a percentage of pay, a dollar compensation limit.



Impact on Employers and Employees.   Many employers have designed their plans so that at normal retirement age the plan’s benefits generally will replace a substantial percentage of a full-career employee’s wages.  If a plan formula produces a benefit for an individual that is larger than the benefit allowed under the tax-qualified limits, employers often have made the employee “whole” by supplementing the qualified benefit with a benefit from an unfunded, nonqualified plan.  Employees now dependent on unfunded, nonqualified plans for a portion of their retirement benefits include long-service employees and middle-management employees making as little as $60,000 to $70,000 a year at retirement.   In one ERIC company, approximately 900 retirees currently are receiving benefits from nonqualified plans, including 125 who retired in 1994.  Other companies are facing similar increases in the numbers of retirees receiving benefits from nonqualified plans, and all expect the number to climb rapidly in the future.  	n

�

���C.	Constrained Funding:   	Adequate funding is a critical issue for those employees whose primary source of retirement income will be defined benefit plans.  Recent changes in law have imposed a short-term rather than a long-term view on pension funding.  These changes jeopardize the ability of employers to maintain soundly funded pension plans as their workforces age.





�Sound Funding Principles.	Under most defined benefit plans, employers base each year's pension cost on estimates of employees' expected benefits at retirement.  These projections of future benefit obligations are based on salary increase projections and other projections of future experience such as mortality, age at retirement, and earnings on plan assets.  The total expected costs are divided among the available funding years before the employee is expected to retire.  This ensures that much of the expense of the final years of employment, when annual benefit accruals are large relative to early accruals, will already have been accounted for, and the employer's costs will remain relatively level over time.



Effect of Compensation and Benefit Limits. The compensation and benefit limits outlined in the previous section artificially delay the funding of the plan’s future benefit obligations.  For example, a 30-year-old employee earning $40,000 today would have a projected salary of $186,694 at age 65 retirement and a projected salary of $149,813 at age 55 retirement (assuming an annual increase in the salary of 4.5%).  However, under the statutory limits, the projected salary for this individual is truncated at $150,000.  In making current contributions to the plan, the employer cannot take into account salary projections exceeding the current dollar limits.  In the preceding example, this reduced funding of the age 65 benefit by up to 19%; contributions on those amounts are delayed.  Similarly, employers cannot take into account future indexing of maximum benefit levels in determining current  contributions to their pension plans.

Effect of Termination Liability Limit.   In addition, OBRA' 87 limited an employer's ability to fund for the future by imposing a new limit that prohibited the employer from contributing to a plan if the value of the plan’s assets exceeds 150% of the benefits accrued to date.  The net effect again is to delay funding for younger workers until a later date.  For example, assume a 25-year-old worker who begins at an annual salary of $25,000 (estimated to increase at 5.5% annually), and assume this individual participates in a plan that pays a benefit at age 65 of 1% of  final average salary times years of service, with an age 55 retirement at less than a full actuarial reduction.  Prior to imposition of the 150% funding cap, the annual cost to the employer for this individual’s pension would begin at 4% of pay and never increase to more than 10.5% of pay.  Under the 150% cap, the annual cost to the employer begins at 1% of pay and  rises to 18.5% of pay at age 54 before dropping back to just over 10.5% at age 64�



	For the worker covered by the 150% cap for his or her entire career, pension costs are lower until about age 45 than under prior law funding methods, and higher after that.  For a worker whose initial career was covered under prior law, the employer might have several years of contribution "holidays" before higher contributions must commence.  Surveys indicate that about one half of all large (over 1000 participants) defined benefit plans were affected by the new 150% limit at a time when the baby boom cohort all were under age 45.�



Impact on Employers and Plans.  The impact of delayed funding on individual employers will vary sharply depending on each company’s particular demographics, on when the company experienced major periods of hiring or downsizing, on funding and benefit design choices the company makes, and on future changes in the law.  It seems likely, however, that many employers must at some point either face dramatically increased pension costs or change the shape and expectations of their plans.  If delayed funding presents an employer with a substantial drain on future earnings, the employer will have a strong incentive to terminate or curtail the plan before it imposes an intolerable financial liability on the business.  For employers that have experienced contribution “holidays,” the impact of reallocating scarce corporate cash to pension contributions will be especially severe.	n

�

D.	Volatile funding requirements:   New defined benefit plan funding rules enacted in 1987 and 1994 have shortened funding horizons and have made the pension funding requirements extremely volatile for many plans.  





�The New Rules.  The new funding requirements are based on a year-by-year analysis of the plan’s funded status, an analysis that is based not on long-term plan experience but instead on a highly volatile standard:  the current cost of purchasing annuities based on the supposition of plan termination.



	The new funding rules require an employer to make extra contributions to a plan in any year for which plan assets fall below the levels needed to pay a certain percentage of the benefits that participants have accrued to date.   Under the 1987 law, these extra “deficit reduction contributions” (DRCs) were required only in plans that were severely underfunded.  They were designed to prevent plans from being terminated and turned over to the PBGC with a large portion of their liabilities unfunded.  Under the 1994 law, however, the DRC was expanded to cover plans that are substantially funded.  Under the 1994 law, plan funding became much more volatile and unpredictable for a great many employers.  



Resulting Volatility.	Several components of the DRC make it more volatile than the general funding rules established by ERISA.  First, under the DRC, the liability of the plan is determined based solely on the benefits that would be paid if the plan were then terminated.  Second, under the DRC, the plan must calculate its liabilities using a specific federal interest rate rather than the plan’s long-term discount rate based on its own long-term experience.  Because the federal rate often fluctuates several points over a short period of time, use of this rate can cause dramatic swings in the amount of a plan’s current liability calculated under this rule.  Third, the mandated federal rate is generally more conservative than the actual experience of most plans.  Use of this rate, along with a mandated mortality table also required for the DRC, can greatly overstate a plan’s liabilities.  

	Thus, an employer that is funding its plan under the general funding rules to the maximum extent allowed by law can unexpectedly, because of a sudden increase in the plan’s current liability, face additional funding requirements under the DRC.  The following year, because of the extra contributions or because of a further change in the federal interest rates, the employer could be prohibited from making any contribution to the plan at all.



Impact on Employers.	Thus, from year to year, employers can face unexpected contribution holidays or unexpected required contributions amounting to hundreds of millions of dollars for plans that, on the basis of their own long-term experience and expectations and financial reporting requirements, are funded adequately.  These unpredictable variations in funding requirements frustrate corporate financial planning and disrupt corporate strategies for meeting business goals.



	Employers facing these challenges and uncertainties are reassessing their commitment to defined benefit plans.  Some employers already have made the decision that defined benefit plans inhibit the achievement of fundamental business goals.  For this reason, some ERIC companies have found that  acquired subsidiaries are reluctant to join the parent company’s defined benefit plan.  This is an about-face from these companies’ experience in earlier decades.  	n

�

E.	Reduced Flexibility:    Many of the legal requirements governing retirement plans inhibit the employer’s ability either to maintain retirement plans or to adjust them to meet changing business circumstances.  Effective plan administration is impeded by the statutory and regulatory provisions that define who is an employer, define who is an employee, define what constitutes retirement, govern plans offered in separate lines of business, and govern plan-to-plan transfers.





�Joint Ventures.	In joint ventures, where much of the cutting-edge work of U.S. industry is now  accomplished, and in small business units of large corporations, rigid rules require employers to construct complicated arrangements in order to move needed workers from one project to the next while keeping their retirement accruals at intended levels.  If an employee of a joint venture partner is transferred to the joint venture, and the joint venture partner wishes to transfer the employee’s retirement benefits to the joint venture’s retirement plan, federal rules generally require the joint venture plan to preserve all of the employee’s benefit options, thereby substantially complicating the joint venture plans. On the other hand, additional rules may make it difficult to pass the Internal Revenue Code’s  nondiscrimination rules if some employees working for the joint venture continue to participate in a joint venture partner’s plan. 



Design Changes.	When an employer changes its plan design, it can be left with vestiges of old plans that provide little benefit to either employer or employee.  For example, a change in plan design can leave the plan with the requirement to maintain an obsolete optional payment form.  Under current rules, elimination of a payment form would cause the plan to violate the tax qualification rules.  One ERIC company established a cash balance plan as part of its retirement program, but later established a new program and terminated the cash balance plan.  It would make sense to allow employees to elect to transfer their balances under the cash balance program to their 401(k) accounts, but the current Internal Revenue Service rules prohibit such elective transfers.



Portability.	Similarly, current Internal Revenue Service rules inhibit benefit portability because they do not allow an employee to elect to transfer his or her account balance from one defined contribution plan maintained by an employer to another defined contribution plan maintained by the same employer unless the transferee plan preserves all of the benefit options that were previously available under the transferor plan, even if the employee does not wish to have those options preserved.  Since the administration of the transferee plan would be substantially complicated by any requirement that it preserve the benefit options offered under a transferor plan, the Internal Revenue Service rules effectively prohibit portability under plans in many situations in which both the employer and the employee want the benefits to be portable.



Separate Lines of Business.   Rules governing plans offered to separate lines of business are so restrictive that they interfere with legitimate business needs.  For example, if an employer were to establish its own services (e.g., transportation services) for its products, current rules may require the employer to offer the service  employees the same benefits it offers its other employees (e.g., its manufacturing employees), even though doing so would make the provision of those services more costly than if the employer contracted with others for those services.  Similar problems may arise when a company attempts to enter a new,  product market where benefit levels have not reached the same levels as those offered in the company’s plan.  Employers must take actions such as divesting businesses because the Internal Revenue Service's separate line of business rules do not allow them to provide the employees in those businesses with the benefits that competitive conditions require.   In the long run, it is self-defeating for pension rules to interfere with legitimate business decisions.  The current separate line of business rules are simply unworkable in today’s changing business climate.



Phased Retirement.	Finally, as employers and employees adjust to an aging workforce, more and more employees may want to establish less traditional work arrangements.  For example, some may want to work part time while receiving a portion of their pension benefits.  Current rules do not envision  -- or allow -- such arrangements prior to the plan’s normal retirement age (generally, age 65).	n
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	ERIC’s white paper Getting the Job Done reflects a broad consensus within ERIC’s membership on general principles for pension reform proposals in order to improve retirement income security in the U.S. and to continue to provide the U.S. a critical engine of economic growth.  It also includes a preliminary list of proposals that would implement these principles.



	ERIC recognizes that the debate concerning appropriate ways to meet the challenges posed by current economic and societal changes as well as the impending retirement of the baby-boom generation  will expand and change.  ERIC strongly encourages its own members, other employers, and all interested parties to develop their own positions.  ERIC will revisit and refine the positions it has set forth in this document as an increasing number of its members develop their own company positions and ERIC learns more about the impact of various proposals for reform.  By advancing the debate and refining its position, ERIC hopes to contribute substantially to the retirement security debate in the U.S. and to contribute to the retirement income security of all Americans.	n

�

The ERISA Industry Committee



Getting the Job Done

A White Paper on Emerging Pension Issues



July, 1996



EndNotes





1.	In 1994, employer plans paid $313 billion in benefits. [Unpublished update of EBRI Databook, Third Edition, (Employee Benefit Research Institute (EBRI)), 1995), p. 14.]



2.	EBRI Issue Brief #150, June 1994, p. 16.



3.	The Revenue Act of 1921 (P.L.67-98) provided that a trust established under a stock bonus plan or profit sharing plan established by an employer for the exclusive benefit of employees would not be taxable and that participants would be taxed on funds in the trust only at the time the funds were distributed or made available to the participants.



4.	In 1993, individuals age 65 and older received 42.3% of their income from social security, 20.5% from pensions and annuities, 18.6% from income-producing  assets, 15.1% from wages, and 3.4% from other sources.  [EBRI tabulations of the March 1994 Current Population Surveys (CPS), as reported in the June 1995 EBRI Notes.]



5.	At the end of 1993, according to the Bureau of Labor Statistics (BLS), 1.4 million male retirees age 50-64 also worked, up from 1 million in 1984, even though the size of the cohort of all males aged 50-64 (working, partially retired, and retired) was approximately 15.8 million in both years.  In most cases they worked full time for an employer other than the one providing their pension.  Among those age 55-61, 49% had jobs in 1993 compared to 37% in 1984; and 73% of male pension recipients age 50-54 also had jobs, up from 64% in 1984. [AARP Bulletin, July-Aug 1995, p. 8.]



6.	Unpublished EBRI tabulations of total retirement plan assets for 1994.



7.	In 1994, pension fund assets held 28.2% of our nation’s equity market, 15.6% of its taxable bonds, and 7.4% of it cash securities. [EBRI, Quarterly Pension Investment Report, 2nd Quarter 1995, p.51.]



8.	EBRI Databook, p.139.  (Numbers exclude nonqualified plans.)



9.	See further discussion under “Vital Role of Employer-Sponsored Plans: A. Income Continuity to Individuals Changing Their Working Status.”



10.	See, for example, the comparison of IRA and 401(k) contributions in the section entitled “Vital Role of Voluntary Employer-Sponsored Plans: Efficient Vehicles for Individuals to Accumulate Retirement Income.”



11.	The PBGC administers a quasi-governmental insurance system paid for by sponsors of defined benefit plans.



12.	See, also, discussions under Strategies Nos. 4 and 5 in the next section and under “Challenges for Tomorrow: Constraints on Government Spending.”



13.	U.S. Labor Dept., Interpretive Bulletin Relating to Participant Investment Education (June 10, 1996).



14.	Under current law, contributions to a 401(k) account are restricted by, among other limits, a 25% of compensation limit.  The amount of compensation used to compute the 25% limit is first reduced by the employee’s contributions to any flexible spending and 401(k) plans.  This means the 25% limit is imposed on less compensation than the employee actually earns.  Employees may agree or disagree with a rule that limits savings in a tax-qualified plan to 25% of pay -- but they likely will understand such a limit.  However, they are not likely to understand why payments to a flexible spending account to pay for day care should reduce their ability to save for retirement in the 401(k) plan. [Note: An amendment pending in pension simplification proposals would remedy this problem.]



15.	The arbitrary definition of “highly compensated” can be especially unacceptable to individuals who want to save extra income they have received through overtime work, recognition awards, or other temporary pay increases or who have had to delay their 401(k) savings because they were purchasing a home, paying for their children’s education, or simply had insufficient income to save in the past, and who now want to make up for the missed opportunity for savings before they retire. Surveys indicate that participation in savings plans increases with age -- but rules imposed by the government generally are based strictly on compensation and do not take the age of the saver into account. [See, for example, Preparing for Retirement (Towers Perrin, 1995), exhibit 7, p. 4.]



16.	See discussion under “Challenges for Tomorrow: Changing Work Arrangements.”



17.	See discussion under “Challenges for Tomorrow: Insufficient Retirement Savings.”



18.	Christopher Farrell, “The Economics of Aging,” Business Week, No. 3389, September 12, 1994,  pp. 60-68.   (Quoted in “The Impact of Employee Benefit Costs on Future Job Growth”, Manufacturers Alliance Policy Review, PR-133, March 1995, p. 5.)



19.	OASDI 1995 Trustees Report, pp. 136-137.  (By comparison, long-range estimates that made comparable changes in assumed fertility rates, death rates, immigration, CPI, and real interest rates had less of an impact on the financial status of the Social Security system than changes in the real-wage differential. [Ibid, pp. 132-139.])



20.	Shoven, John B., Return on Investment: Pensions Are How America Saves (Center for Economic Policy Research, Stanford University, Sept. 1991), p. v.



21.	ERISA §404(a).



22.	Averting the Old Age Crisis, A World Bank Policy Research Report (Oxford University Press, 1994), p. 95.



23.	World Bank,  Averting the Old Age Crisis, p. 95.



24.	World Bank,  Averting the Old Age Crisis, p. 191-3.



25.	World Bank,  Averting the Old Age Crisis, p. 191.



26.	For a concise analysis of the impact of recent tax restructuring proposals on employer-sponsored retirement plans, see “Pensions in a Flat World,” Issue Brief, American Academy of Actuaries, Oct. 1995.  

For a comparison of the U.S. and other countries tax and benefit structures, see International Benefits Guidelines, published annually by William M. Mercer Ltd., and Benefits Report: Europe and USA and Asia/Pacific, published by Watson Wyatt Worldwide.



27.	See additional discussion regarding reforms of Social Security in the section “Challenges for Tomorrow:  Constraints on Government Spending.”



28.	U.S. Dept. of Labor Interpretive Bulletin Relating to Participant Investment Education (June 10, 1996).



29.	Almost three-quarters (72%) of current workers participating in some type of salary reduction retirement saving plan, such as a 401(k) or 403(b) plan, say that their employer has provided them with educational material or seminars regarding the plan.  Among those with such resources available, the vast majority (85%) used the material or attended the seminars.  Participants in plans that provided educational materials that estimated the income needed for retirement appeared to increase the portion of their savings allocated to equity investments. [EBRI Issue Brief #169, January 1996, pages 6 and 20.]



30.	Statistical Abstract of the United States 1995, page 399.  (Note: The workforce participation rate for women aged 55-64 actually increased during this period and remained relatively constant for women age 65 and over. [see EBRI Issue Brief #140, Aug 1993.])



31.	EBRI Issue Brief #153, Sept. 1994, p. 21; EBRI tabulations of April 1993 CPS employee benefit supplements.



32.	EBRI Issue Brief #151, July 1994, pp. 19-20; EBRI tabulations of April 1993 CPS employee benefit supplements.



33.	Schieber, Sylvester J., and Laurene A. Graig, U.S. Retirement Policy: The Sleeping Giant Awakens, The Wyatt Company, 1994, pp 24-25.



34.	EBRI Databook, pp. 105 & 115. “Retired families” are defined as married couples living together where at least one spouse is age 55 or over and nonmarried persons aged 55 and over.  The data assumes that lump-sum distributions are preserved until retirement and that income is paid in the form of an annuity, but provide a realistic estimate of the proportion of baby boomers who will earn pension wealth and benefit from it economically.



35.	Although it is widely asserted that retirement plans aid productivity, providing a statistical correlation between having a retirement plan and having a more productive workforce has proved difficult.  Douglas L.  Kruse in his study, Profit Sharing: Does It Make a Difference? [W.E. Upjohn Institute for Employment Research, Kalamazoo, MI, 1993] analyzed 23 econometric studies of this issue and found little or no identifiable correlations between having a retirement plan and a more productive workforce.  Nevertheless, as Kruse and others note, more productive firms seem to have such plans.  

The value of employer-sponsored pension plans to employers, who must effectively manage their workforces, and to employees who desire personal economic stability may be reflected, however, in survey responses that indicate that current workers expect that funds provided through employer-sponsored pension or savings plans will be their most important source of retirement income.   Of U.S. workers surveyed in the 1994 EBRI/Greenwald Retirement Confidence Survey, 48% responded that funds provided through employer-sponsored pension or savings plans would be their most important source of retirement income.  This compares with 27% who expect personal savings or investments, 14% who named social security, and 9% who named other resources as their most important source of retirement income. [EBRI Issue Brief #156, June 1994, p.16.]



36.	In 1994, employer plans paid $313 billion in benefits compared with $312 billion in benefits paid from the combined Social Security Old Age and Survivors and Disability (OASDI) programs. [Unpublished updated table for EBRI Databook, p. 14.]



37.	IRA and Keogh plan assets totaled $975 billion in 1994.  [Unpublished EBRI data.]



38.	Unpublished EBRI tabulations of the April 1993 Current Population Survey employee benefit supplement.



39.	EBRI Databook, p. 102.



40.	EBRI Special Report and Issue Brief, September 1994, pages 22-23, 57-58 and 73-74.



41.	Estimate of Federal Tax Expenditures for Fiscal Years 1996-2000, Joint Committee on Taxation, U.S. Congress, JCS-21-95, p.18.



42.	Schieber & Graig, U.S. Retirement Policy, pp. 43-44.



43.	The Bipartisan Commission on Entitlement and Tax Reform was created by President William J. Clinton and chaired by Senators J. Robert Kerrey and John C. Danforth.  It made its report to the President and Congress in January 1995 pursuant to Executive Order No. 12878.



44.	Joint Committee on Taxation, United States Congress, JCS: 21-95, September 1, 1995.



45.	Who Will Pay for Your Retirement? The Looming Crisis, A Statement by the Research and Policy Committee of the Committee for Economic Development, p. 37; and EBRI Databook, pp. 199-201.   The federal government need to contribute 65.6% of pay (or approximately $64 billion) annually to amortize the unfunded liability for federal civilian retirement benefits over 40 years.  Amortizing the cost of the military plan over the next 40 years would require annual contributions of 126% of pay.

The federal retirement system funding problems are also exacerbated by the fact that the trust funds are invested in government securities which, even if the benefits were advance-funded, would have to be redeemed through current taxes or borrowing when the securities were cashed in to pay benefits.  Thus, the federal retirement systems are a good example of government income-transfer systems where income and outgo have not been carefully coordinated over time.



46.	In other words, this excludes assets held in IRAs and Keogh plans and in federal, state, and local government plans.



47.	Unpublished EBRI data.



48.	EBRI, Quarterly Pension Investment Report, 2nd Quarter 1995, p.51; and Shoven, Return on Investment, pp.26-27.



49.	Shoven, Return on Investment, page v.



50.	World Bank, Averting the Old Age Crisis, p. 173.



51.	World Bank, Averting the Old Age Crisis, p. 173.



52.	Section 404 of ERISA requires plan fiduciaries to discharge their duties solely in the interest of plan participants, to diversify the investments of the plan to minimize the risk of large losses, and to invest the assets prudently and for the exclusive purpose of providing benefits to participants and defraying administrative expenses.



53.	EBRI Quarterly Pension Investment Report / 1st Quarter 1995, page 11.



54.	World Bank , Averting the Old Age Crisis, p. 95.



55.	World Bank,  Averting the Old Age Crisis, p. 176.



56.	1995 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and Disability Insurance Trust Funds(OASDI Trustees Report), p.62.



57.	OASDI Trustees Report, p. 147.



58.	Aging America, Trends and Projections, 1991 Edition; U.S. Senate Special Committee on Aging, American Association of Retired Persons, Federal Council on the Aging, & U.S. Administration on Aging, p. 7.



59.	OASDI Trustees Report, p. 147.  The number of working age individuals per elderly drops from 4.7 in 2010 to 3.6 in 2020 and to 2.8 in 2030.  The drop in the ratio is so pronounced that manipulating immigration to boost the number of young workers, as some have suggested, would have no significant impact.   [See Who Will Pay for Your Retirement? The Looming Crisis, A Statement by the Research and Policy Committee of the Committee for Economic Development, New York NY, 1995, pp.25-27; and Thomas Espenshade, “Can Immigration Slow U.S. Population Aging?” Journal of Policy Analysis and Management (1994).]



60.	Schieber & Graig, U.S. Retirement Policy, pp. 15-16.



61.	Aging America, Trends and Projections, p. 6.



62.	Schieber & Graig, U.S. Retirement Policy, p. 17.



63.	A recent study of 22 developed economies indicates that total compensation cost for a U.S. manufacturing employee is lower in U.S. dollars than it is for 6 of the other economies and higher than it is for 15 of the economies in the test group.  [Worldwide Total Remuneration 1995, a report by Towers Perrin, pp. 16-17.]



64.	By 1991, the United States and Canada were the only two of 24 industrialized countries in which health care expenditures reached double digits as a percentage of gross domestic product.  In the U.S. and Canada, health care expenditures consumed 13.4% and 10% of GDP respectively.  Moreover, the U.S. was the only country in double-digit status over an extended period.  In the U.S., health care expenditures crossed the 10% line in 1985 and remained there until recently. [EBRI Databook, p. 675, and EBRI Issue Brief #150, p.19.]



65.	Who Will Pay for Your Retirement?, Council on Economic Development, pp. 16-20.

66.	See also discussion of Economic Growth under “Principles for Action: Encourage Capital Formation.”



67.	See EBRI Issue Brief #151, July 1994, pp. 23-27. 



68.	EBRI Issue Brief #151, p.23.



69.	EBRI Issue Brief #151, p.25.



70.	See, for example, “Strange Bedfellows,” Wall Street Journal, November 1, 1995, p. 1, (describing several recent joint venture operations involving major U.S. companies).



71.	Unpublished EBRI tabulations of Form 5500 annual reports filed with the IRS.  However, the trend is that increasing numbers of employees have a defined contribution plan as their primary plan.  Comparable numbers for active participants with a defined benefit plan as primary were 71% in 1986 and 81% in 1981.



72.	Active participants whose primary retirement plan is a defined benefit plan numbered 27 million in 1975, increased to 30 million by 1980-1984,  and declined after that to 26 million in 1990. [EBRI Databook, p. 141.]



73.	Recent studies indicate that while, in the aggregate, defined contribution plans in recent years have achieved rates of return that on average have exceeded rates of return in defined benefit plans, rates of return in defined contribution plans where investments are directed by the plan participants continue to lag.  One study that analyzed the investment behavior of 36,000 participants in 24 defined contribution plans revealed that almost 60% of the aggregate assets were invested in fixed-income options.  However, when the data was further analyzed by age of participant, it indicated that younger workers had a high percentage of assets in equity funds while older workers, who were nearing retirement and had larger account balances, had only a small percentage of assets in equity funds, thus reducing the overall plan performance. [Pensions and Investments, November 13, 1995, p. 44.]



74.	New “hybrid” plan designs include cash balance pension plans, target benefit plans, floor-offset plans, pension equity plans, life cycle plans, and age-weighted profit-sharing plans.



75.	EBRI Issue Brief #151, “Baby Boomers in Retirement: What Are Their Prospects?”, July 1994 , p. 32; and Preparing for Retirement: A Survey of 1,000 Working Americans, Towers Perrin, February 1995, p. 2.



76.	EBRI Issue Brief #151 pp. 33-34.



77.	Preparing for Retirement, Towers Perrin, pp. 8-11.



78.	For a survey of literature on this subject, see Retirement in the 21st Century...Ready or Not (EBRI, 1994), pp. 43-46.



79.	Preparing for Retirement, Towers Perrin, pp. 2-4.  In this survey, among those who have had “a great deal” of assistance in retirement planning from their employers, 62% had already done a “fair amount” or a “lot” of retirement planning.  Among those who received little or no employer planning assistance, 41% had already planned for retirement.   Perhaps even more important, employer assistance appeared to increase substantially the numbers of employees who started a savings program.  Among the survey respondents who had not saved for retirement, 32% said they could not afford to do so.  But only 19% of the respondents receiving a great deal of employer assistance said they could not afford to save money.



80.	In the year 2003, the normal retirement age at which an individual becomes eligible to receive an unreduced social security benefit changes from age 65 to age 65 and 2 months.  Normal retirement age increases by two months for individuals reaching age 65 each year thereafter until it reaches age 66 in 2008, and then increases from age 66 to 67 between the years 2020 and 2025.  For individuals who elect to receive a reduced benefit at early retirement (currently age 62), the change begins three years earlier, i.e., in the year 2000.



81.	Among plan participants, in 1993, 86% had a vested right to a benefit, compared with 77% in 1988.  [EBRI Databook, pp. 69-70 and Trends in Pensions 1992, U.S. Department of Labor Pension and Welfare Benefits Administration, John Turner and Daniel Beller, editors, p. 75.]



82.	According to the Hay/Huggins report, annual costs in 1990 dollars for a defined benefit plan with 10,000 participants  increased from $194,042 in 1981 to $536,414 in 1991, or an increase of $342,372. 



83.	EBRI Databook, p. 140 and 144.



84.	EBRI Databook, pp. 139-40 and 144.  The total number of participants in defined benefit plans (including active participants, retirees, separated vested participants, and survivors) was 33 million in 1975, climbed to 41 million in 1984, decreased to 40 million between 1985 and 1987, edged up to 41 million again in 1988, and then fell to 39 million in 1990.  The total number of participants in defined contribution plans, meanwhile, climbed from 12 million in 1975 to 38 million in 1990.



85.	Between 1985 and 1990, among employers with fewer than 100 employees, the number of defined benefit plans used as the firm’s primary retirement plan decreased by 43% and the number of participants with a defined benefit plan as their primary retirement vehicle was cut by over one-third.  [EBRI Databook, p. 144.]



86.	For example, the impact of the reduction in ERISA’s vesting requirement from ten years to five years included in TRA ‘86 is evident in the increased number of employees who already have a vested right to a benefit.  Among workers participating in plans in 1993, 86% had a vested right to a benefit, compared with 77% in 1988.  The Retirement Equity Act of 1984, while making plan administration considerably more complex, also increased the likelihood that a spouse will receive a share of a worker’s pension. 



87.	For example, provisions in TEFRA that lowered the limits on allowable contributions to and benefits from plans and made other changes in pension law were estimated to produce a net increase in federal revenue of $3.9 billion in the first five years after enactment.  Provisions in TRA’86 produced an estimated five-year net revenue gain of $19 billion through restrictions on employer plans and an additional $23.8 billion by restricting IRAs.  Both OBRA ‘87 and GATT included provisions designed to increase funding of underfunded pension plans, but offset these provisions with others that restricted long-range pension funding and increased premium-tax payments to the Pension Benefit Guaranty Corporation (PBGC).  Pension provisions in these laws were estimated to produce net revenue gains for the federal government of $3.2 billion over the first three years (for OBRA ‘87) and $1.4 billion over the first five years (for GATT).   [These estimates are derived from those provided by the Joint Committee on Taxation, U.S. Congress, at the time of each law’s enactment.  They do not reflect subsequent changes in underlying tax rates or other provisions of law.  The revenue gain attributed to the pension provisions in GATT does not include a provision to allow transfers of excess pension assets to pay for retiree health benefits.]



88.	Specifically, the law provides that taxable employers receive immediate tax deductions for the contributions they make to “tax-qualified” employee retirement plans.  The law also defers the income taxes that employees (of both taxable and tax-exempt employers) otherwise would owe on both the employer contributions to their retirement plans and on earnings on those contributions until the employee or beneficiary receives the benefits.  In some plans, such as 401(k) and 403(b) plans, employees may also contribute to the plan on a pre-tax basis, deferring tax payments until the money is distributed from the plan.  In addition, a tax-qualified plan is exempt from income tax on its investment earnings.



89.	Specifically, the limit took into account one-half of the employee’s after-tax contributions or all of the employee’s after-tax contributions in excess of 6% of compensation, whichever was less.



90.	The limits on contributions to and benefits paid from tax-qualified plans generally are imposed by Internal Revenue Code (IRC) §415.



91.	See also discussion under Challenges for Tomorrow: E. Constraints on Government Spending.”



92.	In addition, a required 10-year phase-in of the defined benefit limit was changed from years of service to years of participation in the plan.  And, actuarial assumptions used to adjust benefits and limits under defined benefit plans were restricted.



93.	Schieber, Sylvester J. (The Wyatt Company) and John B. Shoven (School of Humanities and Sciences, Stanford University), The Consequences of Population Aging on Private Pension Fund Savings and Asset Markets, December 1994,  pp. 12-14.
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.   Of U.S. workers surveyed in the 1994 EBRI/Greenwald Retirement Confidence Survey, 48% responded that funds provided through employer-sponsored pension or savings plans would be their most important source of retirement income.  This compares with 27% who expect personal savings or investments, 14% who named social security, and 9% who named other resources as their most important source of retirement income. [EBRI Issue Brief #156, June 1994, p.16.]



	The federal retirement system funding problems are also exacerbated by the fact that the trust funds are invested in government securities which, even if the benefits were advance-funded, would have to be redeemed through current taxes or borrowing when the securities were cashed in to pay benefits.  Thus, the federal retirement systems are a good example of government income-transfer systems where income and outgo have not been carefully coordinated over time.
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�.	In 1994, employer plans paid $313 billion in benefits. [Unpublished update of EBRI Databook, Third Edition, (Employee Benefit Research Institute (EBRI)), 1995), p. 14.]

�.	EBRI Issue Brief #150, June 1994, p. 16.

�.	The Revenue Act of 1921 (P.L.67-98) provided that a trust established under a stock bonus plan or profit sharing plan established by an employer for the exclusive benefit of employees would not be taxable and that participants would be taxed on funds in the trust only at the time the funds were distributed or made available to the participants.

�.	In 1993, individuals age 65 and older received 42.3% of their income from social security, 20.5% from pensions and annuities, 18.6% from income-producing  assets, 15.1% from wages, and 3.4% from other sources.  [EBRI tabulations of the March 1994 Current Population Surveys (CPS), as reported in the June 1995 EBRI Notes.]

�.	At the end of 1993, according to the Bureau of Labor Statistics (BLS), 1.4 million male retirees age 50-64 also worked, up from 1 million in 1984, even though the size of the cohort of all males aged 50-64 (working, partially retired, and retired) was approximately 15.8 million in both years.  In most cases they worked full time for an employer other than the one providing their pension.  Among those age 55-61, 49% had jobs in 1993 compared to 37% in 1984; and 73% of male pension recipients age 50-54 also had jobs, up from 64% in 1984. [AARP Bulletin, July-Aug 1995, p. 8.]

�.	Unpublished EBRI tabulations of total retirement plan assets for 1994.

�.	In 1994, pension fund assets held 28.2% of our nation’s equity market, 15.6% of its taxable bonds, and 7.4% of is cash securities. [EBRI, Quarterly Pension Investment Report, 2nd Quarter 1995, p.51.]

�.	EBRI Databook, p.139.  (Numbers exclude nonqualified plans.)

�.	See further discussion under “Vital Role of Employer-Sponsored Plans: A. Income Continuity to Individuals Changing Their Working Status.”

�.	See, for example, the comparison of IRA and 401(k) contributions in the section entitled “Vital Role of Voluntary Employer-Sponsored Plans: Efficient Vehicles for Individuals to Accumulate Retirement Income.”

�.	The PBGC administers a quasi-governmental insurance system paid for by sponsors of defined benefit plans.

�.	See, also, discussions under Strategies Nos. 4 and 5 in the next section and under “Challenges for Tomorrow: Constraints on Government Spending.”

�.	U.S. Labor Dept., Interpretive Bulletin Relating to Participant Investment Education (June 10, 1996).

�.	Under current law, contributions to a 401(k) account are restricted by, among other limits, a 25% of compensation limit.  The amount of compensation used to compute the 25% limit is first reduced by the employee’s contributions to any flexible spending and 401(k) plans.  This means the 25% limit is imposed on less compensation than the employee actually earns.  Employees may agree or disagree with a rule that limits savings in a tax-qualified plan to 25% of pay -- but they likely will understand such a limit.  However, they are not likely to understand why payments to a flexible spending account to pay for day care should reduce their ability to save for retirement in the 401(k) plan. [Note: An amendment pending in pension simplification proposals would remedy this problem.]

�.	The arbitrary definition of “highly compensated” can be especially unacceptable to individuals who want to save extra income they have received through overtime work, recognition awards, or other temporary pay increases or who have had to delay their 401(k) savings because they were purchasing a home, paying for their children’s education, or simply had insufficient income to save in the past, and who now want to make up for the missed opportunity for savings before they retire. Surveys indicate that participation in savings plans increases with age -- but rules imposed by the government generally are based strictly on compensation and do not take the age of the saver into account. [See, for example, Preparing for Retirement (Towers Perrin, 1995), exhibit 7, p. 4.]

�.	See discussion under “Challenges for Tomorrow: Changing Work Arrangements.”

�.	See discussion under “Challenges for Tomorrow: Insufficient Retirement Savings.”

�.	Christopher Farrell, “The Economics of Aging,” Business Week, No. 3389, September 12, 1994,  pp. 60-68.   (Quoted in “The Impact of Employee Benefit Costs on Future Job Growth”, Manufacturers Alliance Policy Review, PR-133, March 1995, p. 5.)

�.	OASDI 1995 Trustees Report, pp. 136-137.  (By comparison, long-range estimates that made comparable changes in assumed fertility rates, death rates, immigration, CPI, and real interest rates had less of an impact on the financial status of the Social Security system than changes in the real-wage differential. [Ibid, pp. 132-139.])

�.	Shoven, John B., Return on Investment: Pensions Are How America Saves (Center for Economic Policy Research, Stanford University, Sept. 1991), p. v.

�.	ERISA §404(a).

�.	Averting the Old Age Crisis, A World Bank Policy Research Report (Oxford University Press, 1994), p. 95.

�.	World Bank,  Averting the Old Age Crisis, p. 95.

�.	World Bank, Averting the Old Age Crisis, p. 191-3.

�.	World Bank, Averting the Old AgeCrisis, p. 191.

�.	For a concise analysis of the impact of recent tax restructuring proposals on employer-sponsored retirement plans, see “Pensions in a Flat World,” Issue Brief, American Academy of Actuaries, Oct. 1995.  

	For a comparison of the U.S. and other countries tax and benefit structures, see International Benefits Guidelines, published annually by William M. Mercer Ltd., and Benefits Report: Europe and USA and Asia/Pacific, published by Watson Wyatt Worldwide.

�.	See additional discussion regarding reforms of Social Security in the section “Challenges for Tomorrow:  Constraints on Government Spending.”

�.	U.S. Dept. of Labor Interpretive Bulletin Relating to Participant Investment Education (June 10, 1996).

�.	Almost three-quarters (72%) of current workers participating in some type of salary reduction retirement saving plan, such as a 401(k) or 403(b) plan, say that their employer has provided them with educational material or seminars regarding the plan.  Among those with such resources available, the vast majority (85%) used the material or attended the seminars.  Participants in plans that provided educational materials that estimated the income needed for retirement appeared to increase the portion of their savings allocated to equity investments. [EBRI Issue Brief #169, January 1996, pages 6 and 20.]

�.	Statistical Abstract of the United States 1995, page 399.  (Note: The workforce participation rate for women aged 55-64 actually increased during this period and remained relatively constant for women age 65 and over. [see EBRI Issue Brief #140, Aug 1993.])

�.	EBRI Issue Brief #153, Sept. 1994, p. 21; EBRI tabulations of April 1993 CPS employee benefit supplements.

�.	EBRI Issue Brief #151, July 1994, pp. 19-20; EBRI tabulations of April 1993 CPS employee benefit supplements.

�.	Schieber, Sylvester J., and Laurene A. Graig, U.S. Retirement Policy: The Sleeping Giant Awakens, The Wyatt Company, 1994, pp 24-25.

�.	EBRI Databook, pp. 105 & 115. “Retired families” are defined as married couples living together where at least one spouse is age 55 or over and nonmarried persons aged 55 and over.  The data assumes that lump-sum distributions are preserved until retirement and that income is paid in the form of an annuity, but provide a realistic estimate of the proportion of baby boomers who will earn pension wealth and benefit from it economically.

�.	Although it is widely asserted that retirement plans aid productivity, providing a statistical correlation between having a retirement plan and having a more productive workforce has proved difficult.  Douglas L.  Kruse in his study, Profit Sharing: Does It Make a Difference? [W.E. Upjohn Institute for Employment Research, Kalamazoo, MI, 1993] analyzed 23 econometric studies of this issue and found little or no identifiable correlations between having a retirement plan and a more productive workforce.  Nevertheless, as Kruse and others note, more productive firms seem to have such plans.  

	The value of employer-sponsored pension plans to employers, who must effectively manage their workforces, and to employees who desire personal economic stability may be reflected, however, in survey responses that indicate that current workers expect that funds provided through employer-sponsored pension or savings plans will be their most important source of retirement income

�.	In 1994, employer plans paid $313 billion in benefits compared with $312 billion in benefits paid from the combined Social Security Old Age and Survivors and Disability (OASDI) programs. [Unpublished updated table for EBRI Databook, p. 14.]
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�.	Joint Committee on Taxation, United States Congress, JCS: 21-95, September 1, 1995.

�.	Who Will Pay for Your Retirement? The Looming Crisis, A Statement by the Research and Policy Committee of the Committee for Economic Development, p. 37; and EBRI Databook, pp. 199-201.   The federal government would need to contribute 65.6% of pay (or approximately $64 billion) annually to amortize the unfunded liability for federal civilian retirement benefits over 40 years.  Amortizing the cost of the military plan over the next 40 years would require annual contributions of 126% of pay.
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�.	OASDI Trustees Report, p. 147.

�.	Aging America, Trends and Projections, 1991 Edition; U.S. Senate Special Committee on Aging, American Association of Retired Persons, Federal Council on the Aging, & U.S. Administration on Aging, p. 7.

�.	OASDI Trustees Report, p. 147.  The number of working age individuals per elderly drops from 4.7 in 2010 to 3.6 in 2020 and to 2.8 in 2030.

The drop in the ratio is so pronounced that manipulating immigration to boost the number of young workers, as some have suggested, would have no significant impact.   [See Who Will Pay for Your Retirement? The Looming Crisis, A Statement by the Research and Policy Committee of the Committee for Economic Development, New York NY, 1995, pp.25-27; and Thomas Espenshade, “Can Immigration Slow U.S. Population Aging?” Journal of Policy Analysis and Management (1994).]

�.	Schieber & Graig, U.S. Retirement Policy, pp. 15-16.
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�.	EBRI Issue Brief #151, p.25.
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