REFORMING THE UNITED STATES RETIREMENT SYSTEM IN THE WAKE OF THE GREAT RECESSION
|. INTRODUCTION

At the end of 2008, financial markets across the world were in freefall. Banks were
overloaded with bad debt while consumers faced rising unemployment and an inability to pay
back credit card and home loans. The retirement savings of American workers sat at the center of
the financial meltdown, as almost all retirement funds were tied to the financial market. Just as a
lack of regulation in the housing and banking sectors allowed the Great Recession of 2008 to
occur, a lack of proper regulation and safeguards over retirement assets allowed large amounts of
retirement funds to disappear within a few months time. For many, especially the unemployed
and already retired, those losses are near impossible to make up.

This article examines the state of the American retirement system before and during the
Great Recession while seeking policy solutions to the existing problems festering within it. Part
Il provides an overview of the current state of retirement insurance in the United States. Part 111
examines the historical reasons for and consequences of the shift from defined benefit plans to
defined contribution plans, as well as the advantages and disadvantages of each type of plan. Part
IV addresses current Presidential and Congressional policy proposals relating to employee
benefits. Part V presents a number of policy solutions intended to address the problems
identified in Parts Il and 111, including one proposal presented by the author, and analyzes each
proposal’s benefits and weaknesses.

Il. DEFINED BENEFIT PLANS, DEFINED CONTRIBUTION PLANS, AND REPLACEMENT RATES
A. A Brief History of ERISA, Defined Benefit Plans, and Defined Contribution Plans
In 1974, Congress passed the Employee Retirement Income Security Act (ERISA), a

comprehensive bill that reshaped the private employment benefit industry in the United States."



Congress passed the bill with broad bipartisan support after almost ten years of compromise, a
feat seemingly impossible in today’s political climate.? At that time, defined benefit plans were
the predominant form of employer-sponsored retirement plans.® Defined benefit plans come in
various forms, but generally provide a plan participant with a monthly annuity upon retirement
calculated based on years of service and the participant’s final salary.” Alternatively, employers
might use the participant’s average salary to calculate the benefit.> These plans require an
employer to expend on average 8% of their payroll costs on funding the plan and require
mandatory participation by employees.®

Defined contribution plans are the other type of retirement plan governed by ERISA.
Defined contribution plans provide participants with an individual investment account funded
through incremental contributions made by the employee, the employer, or both.” Consistent
contributions throughout a participant’s years of employment, bolstered by investment returns,
result in a sizable account to fund the participant’s retirement. Employers spend on average 0—
3% of payroll costs funding such plans, and employees are not required to participate.®

In passing ERISA, Congress set out to ensure that employer-sponsored retirement plans
would pay an employee’s pension benefit throughout her retirement; thus, ERISA requires
retirement plans to meet strict fiduciary, funding, vesting, and disclosure requirements.® One of
the most important aspects of the legislation requires plans to purchase insurance through the
Pension Benefit Guaranty Corporation (PBGC). The PBGC is a government-run entity that
guarantees an employer-sponsored defined benefit plan will pay owed retirement benefits even if
the plan, or the company itself, goes bankrupt.® Through this system, ERISA provides defined
benefit plan participants with a high level of retirement security. In exchange for meeting
ERISA’s strict plan requirements, employers’ benefit plans receive a “qualified” status from the
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Internal Revenue Service, allowing them to enjoy substantial tax breaks.™* These tax breaks act
as an incentive for employers to offer retirement plans and are central to the private benefit
system of the United States. Because ERISA focused on reforming the private pension system
that existed in 1974, it concentrated heavily on regulating defined benefit plans and largely
ignored the less-common defined contribution plans.™ As a result, these strict qualification
requirements were mainly written for application to defined benefit plans and thus function
poorly, if at all, when applied to defined contribution plans.

B. Replacement Rates and Their Application to the United States Retirement System

In the United States, the private retirement benefit system acts in concert with the public
retirement system to provide for an employee’s full retirement benefits. Thus, one must view any
private plan, when examined for adequacy, in concert with Social Security payments.*® Social
Security is a government-run program that provides a monthly annuity for retired workers.
According to the Government Accountability Office (GAO), this program provided households
aged 65 and over with an average of 37% of their household income in 2006, with other income
streams including savings accounts and post-retirement employment.** The goal of Social
Security is not to provide a comfortable life for retirees; instead it is to ensure that retirees do not
live in abject poverty.'®

Most employees do not envision retirement as a step down from their accustomed
lifestyles enjoyed while participating in the workforce. Thus, the goal of private retirement
benefits is to supplement Social Security in order to achieve a standard of living equivalent to
pre-retirement. This goal is called a replacement rate. The GAO states that the ideal replacement
rate, while contentious, is somewhere between 65-85% of an employee’s prior wage.'® This
lower number reflects the lack of a need to save for retirement once retired, government
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programs and subsidies for the retired, assets accumulated while employed, and lower tax
costs.!” Low-wage earners will receive about 50% of their replacement rate from Social Security,
leaving private plans responsible for saving somewhere between 15-35% of their replacement
rate, depending on an individual’s needs.'® High-wage earners will receive only 33% of their
replacement rate through Social Security, thus leaving private retirement plans to compensate for
the remaining 30-50% of a high earners’ required replacement rate.*® A 2007 GAO report found
that defined contribution plans could provide for an average replacement rate of 22%, or annual
distributions of $18,784; that number is substantially lower for low-wage earners and often
leaves those employees with marginal or no retirement savings at all.?° These GAO findings may
paint too rosy a picture of the current reality of defined contribution plan savings, as many
covered employees choose not to participate in defined contribution plans or do not provide
maximum or consistent contributions to their accounts.?* Indeed, the average 401(k) account
balance was only $25,000 in 2006.%* While this account level might be appropriate for younger
workers, it is a troubling statistic for the remainder of the workforce, as such account levels will
require an extreme amount of growth in order to meet the average replacement rates set forth
above.?® Further, it should be noted that many scholars warn that the current replacement rates
for Social Security are likely to rapidly decrease in the near future, thus exacerbating the already
present problem of underfunded retirement.?*

I11. THE SHIFT FROM DEFINED BENEFIT PLANS TO DEFINED CONTRIBUTION PLANS

A. An Historical Examination of the Shift from Defined Benefit to Defined Contribution
Plans

In late 1980, Ted Benna, a benefits consultant from Philadelphia, began the 401(k)
retirement savings revolution.?®> The piece of tax code, which became effective on January 1,

1980, allowed employees to avoid taxation on “deferred compensation” until a later date.?
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While not intended for general use, Benna realized that the section’s wording was not limited to
bank holding companies for which Congress passed the legislation; thus employers could use the
provision to provide a for a new, less expensive type of retirement plan for their employees.?’

Between 1981 and 1985, the number of employees covered by defined benefit plans
declined 0.8% while the number of employees participating in defined contribution plans rose
5.8%.?% This trend continued in the early nineties. From 1990 to 1995, the number of defined
benefit plans fell 2.3% per year, while the number of defined contribution plans rose 1.9% per
year.”® An examination of broader statistics shows the long-term permanency of this shift in how
employers provide private retirement benefits. In 1980, 84% of employees employed in medium
to large establishments were covered by defined benefit plans.®® By contrast, in 2007 only 32%
of such employees were covered by a defined benefit plan, while 53% of those employees
participated in defined contribution plans.®* The GAO reports that the mid-1980s saw about eight
million defined contribution plan participants, compared to over seventy million in 2006.%? The
end result is clear: defined contribution plans have emerged as the primary retirement savings
vehicle of United States workers, while traditional defined benefit plans are quickly becoming
obsolete.

B. Advantages and Disadvantages of Defined Benefit and Defined Contribution Plans

There is no one reason for the shift from defined benefit to defined contribution plans.
Some argue that the U.S. economy’s transition in the 1990s from heavily-unionized
manufacturing jobs to non-unionized jobs in the service and retail sectors helped facilitate the
401(K) revolution.®® Unions prefer the guarantees provided by traditional defined benefit plans,
and those plans made sense for manufacturing jobs that workers often kept for life.** However,
retail, white collar, and service jobs require much greater liquidity in the job market; thus the
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portability of the 401(k) made it a more attractive option.*® Also, both the Department of Labor
and the Internal Revenue Service have subjected defined benefit plans to extreme regulation
since ERISA’s enactment.*® Those regulating agencies have not provided much regulation for
defined contribution plans, making them an easier and more efficient option.*” Further, defined
benefit plans are more expensive. As noted above, defined benefit plans typically cost 8% of an
employer’s payroll, compared to the 0-3% cost of payroll needed to provide for a defined
contribution plan.*® These savings allow employers to reinvest more profits and expand
operations, as well as providing them with an advantage over competitors locked into the long-
term commitments associated with defined contribution plans.* Finally, the lower costs
associated with defined contribution plans allow small businesses which could not previously
afford a defined benefit plan to provide a retirement savings option for employees.*°

Employees also obtained benefits from the shift, namely greater economic control over
their plan investments and the portability of plan assets, allowing participants to continue to save
for retirement under one plan while working for numerous employers across different lines of
work.*" Also, defined contribution plan participants, upon retirement, have access to a large fund
of assets rather than a small monthly annuity.*? This allows the retiree, after receiving a lump
sum disbursement, to reinvest that money and slowly draw down on the account while leaving
the remaining funds invested in bonds or other low-risk, low return investments. In this way, the
retiree may focus solely on compensating for inflation while also keeping access to large
amounts of funds in the case of an emergency.*® With the strict annuity payments of defined
benefit plans, these options are not available to a retiree.

The shift away from defined benefit plans contains significant downfalls for employees
as well. Defined contribution plans are not governed by many of ERISA’s strict disclosure
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requirements and shift the cost of administrative fees to the employee.* Thus, the fiduciaries
who manage defined contribution plan accounts are not compelled to disclose their complicated
fee structures, often leaving employees with less than they believed in their individual accounts
and without an understanding as to why the account did not perform as expected.*®

Most defined contribution plans offered by employers do not attempt to maximize plan
coverage.* Instead, they require workers to opt-in to a plan.*” This often results in a large
number of nonparticipating employees.*® In turn, these employees will not be able to achieve an
adequate replacement rate, even if they decide to begin participating later in life, as they missed
out on vital periods of account accumulation and growth. The availability of an affirmative
choice to participate places many low-wage workers in a difficult position, as retirement savings
often seem of little importance compared to the needs of the present; relatedly, those who do
participate often do not contribute the maximum allowable amount.*® Many employees do not
face these difficult choices at all because of lack of plan access. The U.S. Department of Labor’s
National Compensation Survey in March 2008 found that 49% of workers do not have any
access to an employer-sponsored retirement plan, creating a large group of workers without the
means to achieve their needed replacement rate.>

Another major problem with defined contribution plans is leakage. Leakage occurs when
employees access plan assets before retirement.>* Employees with defined contribution plans
may do so in one of three ways: cashing out the plan, taking a hardship withdrawal from the
plan, or taking a loan from the plan.>* Participants may only make hardship withdrawals from
defined contribution plans for certain sets of conditions, like to offset college tuition costs or to
finance the down payment on a new home.> These withdrawals are limited to those funds
contributed by the employee.>* Employees are not eligible for them if other avenues, like loans,
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are available to the participant.®® Participants may also cash-out defined contribution plans when
the employer either eliminates the plan or terminates the employee’s employment and the
employee fails to roll over the plan assets to an IRA.*® Both of these types of withdrawals are
subject to an additional 10% tax on top of the taxes already owed.>’ Loans against the plan are
only subject to the additional 10% tax if the participant defaults on the loan.”® If a default
occurs, the amount of the loan is withdrawn from the account and then taxed appropriately.>®
Loans are on average the least contributing factor to plan leakage, probably because they require
the unlikely event of a default on the loan before tapping plan assets.

Leakage takes place in relatively low amounts, adding up to just under $84 billion of lost
401(k) assets in 2006, or about 3% of total 401(k) assets.®® However, when those losses occur at
the individual level, they create considerable losses to an employee’s individual retirement
fund.®* Further, recent studies report that over the course of the Great Recession, 60% of the
unemployed tapped savings, including retirement accounts.®® Thus, it is likely that such leakage
figures are higher today than they were in 2006 because of the dramatic rise in unemployment
over that period.*®

Perhaps the most harmful consequence of the shift to defined contribution plans was the
wholesale transfer of risk allocation and retirement savings responsibility from employers to
employees. Under defined benefit plans, employers must contribute annual amounts of funds to a
trust in order to comply with ERISA funding requirements.®* Employers then invest those funds
in the market, hoping that returns will help offset the annual cost of the plan.®> Employers must
insure their plan with the PBGC to obtain qualified status, thus guaranteeing that participants
will receive their annuities no matter the state of their employer’s or the plan’s financial affairs.®
In this way, ERISA provided employee retirement benefits invested through defined benefit
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plans with financial security, while placing the responsibility for funding and prudent investing
on the employer. Indeed, Congress’ desire to secure retirement benefits was one of the foremost
reasons for passing ERISA.®

Defined contribution plans, by charging employees with the responsibility of investing
their individual accounts, shift the risk of poor investment and catastrophe in the financial
markets to the employee.®® Most employees lack the required knowledge and training to make
prudent investment decisions, as well as the time to obtain such training.*® Employees near
retirement become particularly exposed when a recession occurs or, as in 2008, financial markets
crash. Those employees lack the time needed to recover their account balances before
retirement.”® Further, they are often the most susceptible group to unemployment during
recessions, subject to enticements of early retirement and thus more likely to either cash-out of
their plan without sufficient retirement funding or make high-risk investments in an attempt to
quickly cover their losses to provide for immediate retirement needs.”* In contrast, employees
covered by a defined benefit plan who retire during a recession receive the same retirement
benefit as they would have in any other year, as the economic climate does not disturb the
calculation used to determine an employee’s monthly pension.

Once the employer, if it elects to do so, deposits matching funds into the defined
contribution plan account, its’ investment in the plan is complete. The employer is not required
to insure the plan under PBGC because the plan is always fully funded.’ Thus, the employee’s
account lacks the insured security provided by defined benefit plans. Some argue that employees
who invest 401(k)s in a prudent manner, such as in a life-cycle or index fund, will sufficiently
insulate their account from adverse market forces and thus make PBGC or similar insurance
coverage unnecessary. Yet even these relatively safe investments will expose employees to great
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amounts of risk over the long period of investment, resulting in the possibility of lower
retirement savings than needed to meet an appropriate replacement rate.” Therefore, defined
contribution plans, even when participants play by the rules and act prudently, do not provide a
guaranteed retirement; instead they provide the possibility of a sufficiently funded retirement so
long as prudent investment decisions are coupled with downright luck.”

Defined contribution plans also shift the cost of funding retirement from employers to
employees.” While employers retain the ability to provide matching contributions in 401(k)
plans, even before the Great Recession they only made, on average, one-third of plan
contributions to individual accounts.” Thus even with employer contributions, the cost of
funding 401(k) plans falls mainly on the employee. Average wages throughout the shift from
defined benefit to defined contribution plans, beginning around 1980, remained surprisingly
stagnant once inflation is taken into account.”” Further, worker productivity continued to rise
over that same period.” Thus, the money saved by employers when shifting to defined
contribution plans did not result in an increase in employee wages, nor did it reflect a drop in
expectations of work product. Because the savings achieved by the shift in retirement plan
structure were not transferred to employees in the form of higher wages or other benefits, while
also requiring the employee to personally provide funds from her wages for retirement, 401(k)
plans represent a transfer of wealth from employees to employers. Thus, an employee currently
holding a 401(k) account is likely paid less than her predecessor, so long as her predecessor was
provided with a defined benefit plan.”

C. The Effect of the Great Recession on Defined Contribution Plan Assets

At the end of 2008, retirement plan losses incurred as a result of the Great Recession
were sobering. The Investment Company Institute (ICI) found that retirement assets generally
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were down $3.9 trillion, or 22%, from 2007 levels.® IRA assets dropped $1.1 trillion, or 24%,
while other defined contribution plans fell $985 billion, or 22%.% ICI estimated that retirement
assets held in defined contribution plans and IRAS represented about 50% of all U.S. retirement
assets as early as 2005, and those accounts maintained that heavy share of retirement savings
through the end of 2008.%? Fidelity Investments reported even greater losses, stating that the
average 401(k) account fell 31% from January 2008 to March 2009.% Thus, many Americans
received substantial losses to their retirement savings as a result of the Great Recession—losses
that they would have avoided if they participated in defined benefit plans. This reality
demonstrates the most pressing flaw in the current United States retirement system: the lack of
retirement asset security. Any reform effort must place this problem as its top priority, as the
current system not only punishes those who are not taking best advantage of its mechanisms,
such as through 401(k) and IRA investments, but also arbitrarily punishes employees who act
prudently with their investments only to become victim to sudden, large-scale market losses.
Some argue that those dire statistics are illusory and only represent the market at its worst
while ignoring the impending market recovery. The Vanguard Group released a report on
September 30, 2009 stating that its average 401(k) retirement account was up 7% from its level
two years before.?* Other financial firms are reporting similar findings.2> However, those
figures do not mean that 401(k)s and accounts like them are experiencing a complete recovery;
nor does it mean that defined contribution plans are not in need of reform. First, the average rate
of return varies from worker to worker, usually based upon how close that worker is to
retirement.®® Thus, the average account level means little, as it will take longer for some to catch
up to their pre-recession levels than others based on age and contribution levels. Second, the 7%
increase is likely an indication of continued contributions rather than real investment gains. The
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fact remains that employees lost at least one year of growth for their defined contribution plan
accounts, lowering expected amounts at retirement. Stated differently, simply because accounts
have recovered does not mean that they are meeting investment expectations.®’

Third, the ability to continue to contribute to a 401(k) or an account rolled over into an
IRA, and thus avoid substantial losses while ensuring a buy-in when the market recovers,
requires employees to have a source of income. The United States unemployment rate has risen
steadily throughout the Great Recession, thus eliminating the ability of many workers to make
steady contributions to their accounts.®® The dent to expected retirement account balances will
vary with age, but is largely unavoidable for the ranks of the unemployed, flooded with the loss
of eight million jobs over the course of the recession.®

Fourth, market recoveries do little for those who planned to retire, did retire, or were
retired in 2008. Those planning to retire either kept on at work in order to continue making
contributions to their accounts and avoid losses or did retire, either cashing out the plan entirely
or rolling it over to an IRA with depleted assets. The need to quickly make up the losses
incurred during the Great Recession will force those depleted assets into much riskier
investments, without much help from continued contributions for those who forgo their planned
retirement.*® Thus, Great Recession retirees are subject to much greater risk than retirees in
boom years. The retired face similar situations, as most cannot continue to contribute to their
accounts without steady income and need to make up for the lost assets quickly to provide for
retirement today rather than tomorrow. The fact that many retirees remained imprudently
invested in stocks rather than safer investments like bonds was a large contributor to their heavy

losses as well %
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Even young employees face substantial risks of a similar nature. The market’s recovery
IS an expected event that can, with luck, protect younger employees from experiencing overall
losses to retirement assets resulting from market fluctuations in their early career. However,
other serious economic downturns are also expected events, thus subjecting employees to the
luck of the draw when choosing or taking retirement.? This reality once again illustrates the
major flaw in America’s private retirement system: the lack of secure retirement assets. Any
reform effort must place this issue as its top priority, as the current system not only punishes
those who are not taking best advantage of its mechanisms, but also arbitrarily punishes
employees who do act prudently with their investments.

D. Expansion of ERISA Regulations to Defined Contribution Plans by the United States
Supreme Court

The shortfalls of ERISA to compensate for the risks to retirement security posed by
defined contribution plans are largely due to the fact that the legislation was never intended to
regulate such accounts.”® New reform legislation is needed to re-establish regulatory controls
over the security of retirement plan assets and retirement plan funding so that ERISA will remain
relevant to the modern U.S. retirement system. The Supreme Court implicitly acknowledged this
need in LaRue v. DeWolff, Boberg & Associates, Inc.** In that case, plaintiff LaRue instructed his
employer “to make certain changes to the investments in his individual account” in 2001 and
2002.% The employer failed to make those changes, resulting in losses to LaRue.* LaRue
brought suit under ERISA sections 502(a)(2) and 502(a)(3), alleging a breach of fiduciary duty
by his employer and requesting the make-whole remedies provided by ERISA section 409(a).%’
The Court distinguished the case from prior precedent in Massachusetts Mutual Life Insurance

98
l,

Co. v. Russell,”™ where the Court stated in dicta that an individual may not recover under ERISA

for individual losses, but only for losses to the entire plan that resulted from a breach in fiduciary
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duty.® The Court acknowledged that the prior dicta and its phrasing were outdated and that “the
former landscape of employee benefit plans . . . . has changed” to favor define contribution

plans.'%

The Court narrowed the “entire plan” language of Russell to apply to defined benefit
plans only and held that a fiduciary breach which lowers a defined contribution plan participant’s
account level is the sort of wrong envisioned by Congress for remedy under section 409.'°* Thus,
the Court held that ERISA provides defined contribution plan participants a remedy for a
fiduciary breach that creates losses in her individual account under section 502(a)(2).**

This Supreme Court ruling should send a strong message to Congress that the heyday of
defined benefit plans is over. While the Court may expand certain pieces of ERISA to include
protections for defined contribution plan participants, it cannot simply invent substantive
provisions to create parity between ERISA’s provisions, Congress’s intentions in passing
ERISA, and today’s economy. The Great Recession highlighted many of the problems facing the
private retirement system today, including: poor investment returns from defined contribution
plans, resulting from a participant’s uniformed decision-making and market downturns; a lack of
consistent contributions to defined contribution plans; the mismanagement of plan assets and
complicated administrative fee structures imposed by fiduciaries; and the vulnerability of defined
contribution plan participants who are laid off, near retirement, or currently retired to inadequate
retirement funding. Only Congress can address such systemic problems in a substantial and
effective manner.

IV. PRESIDENTIAL AND CONGRESSIONAL REFORM PROPOSALS

On June 17, 2009, the Treasury Department published a white paper outlining the

President’s proposal for retirement funding reform.’® It acknowledged that many employees

lack any retirement plan coverage, and that the average defined contribution plan lacked the
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funds needed to meet the required replacement rate even before the Great Recession.’®* Indeed,
a 2009 study by the Center for Retirement Research at Boston College found that the combined
median amount of 401(k) and IRA assets in 2007 for employees age 55-64 was only $78,000.'%°
The study compared that finding to market simulations which found that an employee aged 55—
64 with a $50,000 salary making consistent 6% contributions with a 3% match over thirty years

should result in an account of $340,000.1%

While this disparity is likely a result of defined
benefit plans also supporting that age group’s retirement, younger age groups show similar
disparities as well."®” The Obama administration would like to combat underfunding and the
lack of plan access by requiring employers that have more than ten employees and do not offer
retirement plans to offer IRA accounts with automatic enrollment.’® The plan will not force
employees to participate, but would require them to opt out of the plan to avoid making
automatic payments to the account from each paycheck.!®® The plan would limit investment
options by statute to certain low-cost, low-risk options, likely to include life-cycle and certain
index funds.**® The plan would also modify the Saver’s Credit for housecholds making less than
$65,000 a year.'** The Saver’s Credit provides low- to middle-income households with tax
credits for contributions to defined contribution plans. The administration’s proposal would
increase the tax credit to match the annually invested amount and make it fully refundable, the
refunded amount being automatically added to the participant’s account.™*? Thus, it would act
more like a matching contribution than a tax credit for most applicable taxpayers, who for the
most part already receive refunds from their taxes. The white paper also stressed a need for
simplicity and fairness in 401(k) and IRA retirement plans, and acknowledged other areas that
need improvement, including the use of hidden and unduly burdensome fees in defined
contribution plans as well as leakage from defined contribution plans.**?
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Congress reacted quickly. On June 23, 2009, the House Committee on Education and
Labor (HCEL) introduced the 401(k) Fair Disclosure and Pension Security Act of 2009, H.R.
2989, a bill that combined two other bills which were reported out of subcommittee, the
401(Kk) Fair Disclosure for Retirement Security Act of 2009, H.R. 1984, and the Conflicted
Advice Prohibition Act, H.R. 1988.M¢ H.R. 2989 will create strict fee disclosure standards by
requiring each quarterly statement for an individual account to include a single dollar amount of
funds expended on fees, as well as fee disclosures broken down into four categories so that
participants know what types of fees are being charged.'” 1t will also require that participants
receive investment education materials, access to at least one low-cost index fund, and the
disclosure of all potential conflicts of interest between the employer and the plan
administrator."'® HCEL reported the bill out of committee on July 31, 2009. As of the writing of
this paper, the bill was under consideration by the House Ways and Means Committee.

The proposed plan by the Obama administration, supplemented by H.R. 2989, provides a
great beginning to regulating defined contribution plans. Indeed, the proposed legislation would
clarify and simplify fee disclosures so that employees can better understand their quarterly
investment statements. However, the proposals will not create maximum coverage of working
Americans, prevent leakage, or provide asset security. While the administration’s proposal
would address some leakage issues, particularly acting to decrease plan cash-outs by establishing
a uniform retirement account for many employees, hardship withdrawals remain available and
employees under different employer-sponsored plans still might choose to cash-out upon
termination of employment rather than roll over the account. Automatic enrollments, coupled

with the employer mandate to provide an IRA account will create substantially more retirement
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plan participation. However, mandatory coverage of employees will create almost universal
coverage, and thus is more desirable.

The mandatory availability of index funds will improve the security of retirement assets,
but this is not a fail-safe option. Investors still face considerable risk investing in an index or
even a life-cycle fund.™® While ensuring the availability of these investment options increases
the probability of securing retirement funds against market fluctuations, they do not provide the
same PBGC guaranty as defined benefit plans and do nothing to secure the assets of those
planning to retire when a recession occurs.

V. PROPOSED POLICY ALTERNATIVE

The ideal piece of reform legislation would combine the advantages of defined benefit
and defined contribution plans while minimizing their weaknesses. Thus, it should provide for
some security of retirement assets, portability, the greatest possible expansion of coverage,
affordable and unambiguous plan options, freedom to allocate the use of assets upon retirement,
and disincentives for leakage. Further, it should accomplish these goals with minimal cost and in
a manner that fairly balances the burden of funding retirement between employers, employees,
and the federal government.

Pamela Perun and Eugene Steuerle proposed the “Super Simple Savings Plan” to the
Urban Institute in 2008.'* Modeled on recent reforms in the United Kingdom, the proposal
would provide for a simpler, standardized defined contribution plan to which an employee would
make periodic contributions.'? Both the employer and the United States government would
make some level of matching contributions.?> The plan would be portable because the account
would attach to the employee and thus follow her from job to job.**® This proposal would not
change current law for leakage concerns.*** The plan would also provide for automatic
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enrollment, thus boosting participation levels.** The driving force for these authors is to
eliminate the complicated web of different 401(k)-type plans. While intriguing, this proposal is
seriously flawed. It does nothing to increase the security of retirement investments and leaves
employees heavily exposed to market fluctuations. It does not call for the preferable mandatory
plan participation feature, thus leaving some employees without a retirement plan. Also, it does
not attempt to address leakage concerns.

The ERISA Industry Committee (ERIC) proposed the “New Benefit Platform for Life
Security” plan.*® The proposal provides for centralized, independent benefits administrators as
an alternative to plans administered by employers.?” Employers who use this plan could choose
the type of plan offered to employees.’®® Of interest is the proposed Guaranteed Benefit Plan
(GBP), a new type of hybrid plan.** The GBP would require employees and employers to make
periodic contributions to individual accounts.™*® The PBGC would insure those contributions,
thus guaranteeing to an employee the contributed amounts upon retirement while allowing for
investment returns to fuel an employee’s retirement fund.*** Upon retirement the plan would
provide either an annuity or a stream of payments.**?

While promising, this proposal does not make clear how it will create portability.
Although the centralized plan administration will create portability among employers using the
plan, the plan is not mandatory. Thus, plans will only be portable if an employee’s new
employer also uses the ERIC plan. While the GBP is an innovative idea, it is not a mandate
either. Thus, it is probable that this plan will not secure retirement assets any better than the
Super Simple Savings Plan, as employers, when presented with the option, will almost always
choose the less expensive defined contribution option to avoid PBGC insurance fees. Nor does
the proposal address leakage concerns from defined contribution plans. The proposal mainly
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focuses on separating the employer from plan sponsorship, while providing employees with a
new private retirement plan option separate from their employment. However, this would only
overly complicate an already complicated system. It is unclear why employees would desire this
new arrangement. As this proposal primarily represents an addition to the bureaucracy of plan
administration, it fails to provide remedies to the problems set out at this section’s beginning.

Michael Calabrese proposed the Universal 401(k) Plan in 2007."** The goal of this plan
is to provide universal access to retirement plan coverage.’* Employers without a plan of their
own would enroll employees in a government-run defined contribution plan.**> Employees
could opt-out of this automatic enrollment, and the plan would not require employers to provide
matching contributions.*®® Individual accounts would invest in life-cycle funds unless otherwise
specified.™®” Like other 401(k) accounts, this plan would be fully portable.**® To combat
leakage, the proposal prohibits loans from the plan, but does not eliminate hardship
withdrawals.™*® Benefits are provided in annuity form upon retirement unless otherwise
specified by the employee.'*°

This proposal is similar to that of the Obama administration. The major difference lies in
the annual cap on contributions of the favored savings vehicles. Calabrese’s plan uses 401(k)
plans, which allow a participant to save substantially more annually than the IRAs used in
Obama administration’s proposal.*** Importantly, Calabrese’s plan is inexpensive and will not
cause major disruptions through its implementation. However, its attempt to prevent leakage
targets the wrong issue. Defaulted loans against 401(k) plans resulted in total losses of $561
million in 2006, a miniscule amount when compared to the $9 billion in total assets lost through
hardship withdrawals over the same period.*? Yet the plan would eliminate the majority of
leakage by preventing cash-out opportunities when employees change jobs. The encouragement
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of sound savings practices through conservative default modes is an innovative idea and should
be commended. However, sound practices only lower the possibility of losses; they do not
eliminate them. This proposal does not provide enough security to retirement assets, as account
assets are still subject to market fluctuations. Thus, the quality of retired life will still depend
largely on whether an employee retires in a bear or bull market and whether the employee made
fortuitous investment decisions.

Two types of hybrid plans, or plans that use aspects of both defined contribution and
defined benefit plans, could provide a sufficient framework for a national system. The firstis a
cash balance plan. These plans provide employees with a credit, generally determined as a
percentage of their salary, for each year of service.'*® Those credits are deposited into an
individual account.*** However, the plan does not treat the accounts individually, and invests the
plan assets pooled together.*®> These plans do not rely on employees electing to contribute and
are normally dispersed in the form of an annuity, with the option of a lump sum distribution.**°
Thus, cash balance plans simplify the traditional defined benefit plan while allowing an
employee to receive a firm number as to the value of her retirement benefit.

Professor Ghilarducci presented a similar type of plan as the basis for national reform to

the Economic Policy Institute in 2007.*

Her proposal, entitled the “Guaranteed Retirement
Account Plan” (GRA), would require mandatory participation for all employers and employees.
Employees would contribute 2.5% of their yearly wages, an amount fully matched by the
employer.**® The plan would contribute those funds to the employee’s individual account, held
in a centralized fund by the federal government.**® The federal government in turn would
provide a $600 refundable tax credit for all workers and would guarantee a minimum 3% return

on plan investments.*® The government would pool investment risks and invest deposited plan
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assets together."® Upon retirement, employees must annuitize their account.*** However, an
employee could opt to receive the lesser of $10,000 or 10% of the account assets in a lump
sum.'>®

This proposal meets much of the desired criteria for reform. Its centralized structure
provides for portability. The participation mandate will maximize employee savings and
increase portability as well. The proposal would prohibit leakage except in the case of disability,
and guarantees retirement benefits through mandatory coverage and annuities. The plan would
adjust the mandatory annuities annually for inflation, thus providing the same benefit as defined
contribution plans that remain conservatively invested after retirement. Also, it provides for a
guarantee of an annual 3% return, just as the PBGC insures that defined benefit plans will pay
the promised retirement assets. Finally, the plan provides for a maximum $10,000 cash-out upon
retirement. A retiree could reinvest those funds in low-risk investments to serve as a rainy day
fund in case of emergency. The plan’s downside is that it increases the financial liability of the
federal government. If the government invests funds poorly as a fiduciary, it would need to
either raise taxes or take out loans to make up for the guaranteed 3% return. The plan would also
require the creation of government administrators. These factors could potentially cause the plan
to become too expensive for practical implementation.

Another hybrid plan that could act as a format for national reform is the floor-offset plan.
Floor-offset plans provide for both a defined benefit and defined contribution plan working
together to provide a retirement benefit. As described in Brengettsy v. LTV Steel (Republic)
Hourly Pension Plan,** under a floor-offset plan an employer sponsors both a defined benefit
and defined contribution plan. The employee is entitled to some annuity payment under the
defined benefit plan, but that annuity payment is adjusted to take into account the employee’s
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earnings in her defined contribution plan.”™ Throughout an employee’s career, the employee

may contribute to her individual account.™®

Upon retirement, the employee’s annuity entitlement
under the defined benefit plan is calculated based on years of service and final salary.*’ This
calculation becomes a floor for the employee’s annuity.™® Then the employer calculates the size
of the annuity that the employee could purchase with her defined contribution plan at the time of
retirement.” That number is subtracted from the floor amount to determine the monthly annuity
owed to the retiree by the defined benefit plan.'®® At this juncture, an employee may either
liquidate the defined contribution plan and purchase the full annuity entitlement or take the
annuity less the hypothetical annuity that the individual account would purchase, leaving the
defined contribution plan to grow or shrink through investments.*®* Under the holding in
Brengettsy, a retiree may not recover losses that occur after this calculation is made;*®? thus if an
employee holds onto her defined contribution plan after retiring, she then takes the risk of
investment losses and falling below the floor entitlement.

A national floor-offset plan*® would allow participants to invest in the market tax-free
while providing a floor benefit, thus ensuring that the participant will not lose all of her
retirement savings because of market downturns. Those employees who retire in boom years will
likely cover the floor benefit through their own investments and thus not drain the defined
benefit plan at all. Those who retire in recessions will still receive a sizeable annuity if their
defined contribution plan receives heavy losses, as the defined benefit plan will supplement the
employee’s account balance to provide for the full floor benefit annuity. With proper financial
regulation, the risk of severe defined contribution account losses can be lowered significantly,
thus lowering the defined benefit plan’s funding requirements.'®* The plan would also pool the
risk of employees not covering the floor benefit among most employers through the central
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administration of the defined benefit plan, thus lowering the funding costs for employers even
more and, in essence, creating a system of insurance rather than a funded defined benefit plan.'®
In this way, the plan’s funding requirements will be much less onerous and costly than that of a
traditional defined benefit plan. Through the centralized system run by either the government or
a private nonprofit organization, coupled with a requirement that employers employing more

than 50 employees buy into the plan,*®®

the plan would build a largely portable private retirement
fund. The centralized plan should allow for plan exchanges for an initial period, allowing
employees and employers to switch plans while retaining their accrued benefits. Thus, current
account levels for defined contribution plan participants would not be affected. Leakage should
be limited to hardship withdrawals for disability only, thus preventing the use of these accounts
as tax shelters for investment profits.'®’

This plan would encourage the purchase of annuities for those that cover the floor benefit
by making the annuity the default option upon retirement. The plan’s structure will make this
easier to do by its very operation. When an employee announces her intention to retire, the plan
administrator will determine whether the employee’s defined contribution plan account has
sufficient funds to purchase an annuity greater than the floor annuity offered by the employer.
Necessarily, the plan administrator must identify the employee’s insurance options and then
determine which will provide the highest monthly annuity for the employee. Thus, if the
employee is able to buy a larger monthly annuity than the floor annuity, as a rule the plan
administrator will provide that employee with the necessary information to obtain the best
annuity possible with the funds she accumulated in her defined contribution account. This policy
would not force the employee’s hand on the matter, thus preserving the choices provided by a

traditional defined contribution plan and allowing the employee greater freedom to decide how
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and when to spend her retirement funds. As a result of these mechanisms, annuities would
become less expensive because participants would buy them in larger quantities, thus pooling the
risk of such insurance. Those that do not cover the floor benefit with their defined contribution
plan would still have the choice to either take the full floor annuity or take a reduced annuity in
order to continue investing in the market.

As for a funding arrangement, the plan’s defined contribution account would operate as a
401(k) plan. It would require employees to provide a small percentage of their wages to the
defined contribution plan, along with a maximum ceiling.*®® Matching funds would come from
the government for funds contributed voluntarily. The employer would then only need to provide
for the plan’s defined benefit funding, hopefully bringing those expenditures in line with the
current high-end cost of defined contribution plans, 3% of payroll.*®®

The floor-offset plan might lead to riskier investments by employees because of the
guaranteed floor annuity. Thus, to be successful, the plan should provide as the floor benefit a
minimum replacement rate of an employee’s average salary, calculated with Social Security
benefits in mind. This is necessary to incentivize participants to invest prudently; it also serves
to lower the burden of funding the plan on the employer even further.

Thus, the floor-offset plan would provide comprehensive reform for the U.S. retirement
system, and would conform it to the desired regulatory effect of ERISA. It would provide near
universal coverage, a level of retirement income security, and would split the burden of funding
retirement between employees, employers, and the government. Through centralization it would
cut administrative costs and transactional fees, making the plan more affordable. While
employers might pay slightly more than they would for a bare 401(k) plan, this proposal will not
subject them to the hefty costs of traditional defined benefit plans while providing employees
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with similar advantages. Finally, the plan takes affirmative steps to eliminate leakage. Thus, this
plan would remedy the ills of the existing retirement system while keeping in place the
advantages of defined contribution plans, and accomplishes this goal at minimal cost.
V. CONCLUSION

When Congress enacted ERISA to regulate private retirement benefits, it did not envision
the current state of affairs. Heavy regulation of defined benefit plans, along with the low costs of
defined contribution plans and the need to adapt to a changing economy, resulted in a shift from
defined benefit plans to defined contribution plans as the primary retirement savings vehicle of
most Americans. The lack of regulation and inapplicability of many ERISA protections to such
plans has created widespread problems for retirees and employees nearing retirement, many of
which were highlighted by the Great Recession. Congress must recognize that retirement
security, one of the central reasons for passing ERISA, no longer exists for many Americans,
even those currently covered by employer-sponsored retirement plans. The proposals outlined in
this article present a number of viable methods to increase the retirement savings of United
States workers. Proposals like the floor-offset plan and the GRA Plan work well to reinstate a
level of security for retirement savings without abandoning the benefits of a defined contribution
plans. While other proposals may accomplish this goal as well, this is clear: congressional action
is needed sooner than later to fix the myriad of problems currently present in the United States

retirement system.
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