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AMERICA’S PENSION CRISIS
(The current U.S. pension system is)… "fundamentally broken." 

--David Walker, Comptroller General, U.S. Government Accountability Office


“Contributions in memory of defined benefit pensions may be made to Social Security, the sole surviving source of guaranteed retirement income.” 

--James A. Klein, President, American Benefits Council, which represents employers that sponsor employee benefit plans
Seventy-one large corporations froze or terminated their defined benefit pension plans in 2004, a 36.6% increase over 2003. In addition to the 11% of large plan sponsors with a frozen or terminated plan in 2004 (up from 7% the year before), 4% of large employers closed their defined benefit pension plans to new hires in 2004. Surveys indicate that more than one in five companies -- and nearly one in three large companies with traditional final average pay pension plans, including financially sound employers with well-funded plans -- are considering freezing or phasing out their defined benefit pension plans. Only one new defined benefit pension plan with more than 1,000 participants has been created in the past decade.
The trend of freezing or phasing out defined benefit pension plans has major implications for the provision of retirement income for future generations of retirees who currently work for employers that have pension plans.  Even with such plans, most of today’s employees are on a course of failure when it comes to planning for a secure retirement. The prospect of widespread retirement insecurity has daunting national economic, social and political ramifications.
Approximately 20% of the private-sector U.S. workforce is currently covered by some type of defined benefit retirement plan, according to the Employee Benefit Research Institute. This is a significant reduction of such coverage from 35% in 1980 and down from a peak of 62% in the late 1970's. A total of 44 million active workers and retirees in the private sector have vested defined benefit pension rights. Nearly six in ten U.S. workers who are part of a retirement plan now rely on defined contribution plans as their primary way of funding their retirement, more than double the level in 1988.  Over half of the U.S. workforce is not currently covered by any type of retirement plan, other than Social Security.
Approximately 31,000 companies offer a defined benefit pension plan, down from 150,000 in 1980. Defined benefit pension plans, however, are more prevalent at large employers. Nearly two-thirds of the Fortune 1000 companies currently sponsor some type of defined benefit pension plan. Of the Standard & Poors 500, 369 companies sponsor defined benefit pension plans. Many defined benefit pension plans are part of collective bargaining agreements negotiated by employers with labor unions who represent a segment of their workforce.
According to the most recent report of the Pension Benefits Guaranty Corporation (PBGC):
· The PBGC's single-employer program now insures about 29,600 pension plans, continuing a 20-year decline.  The program insured 112,000 plans in 1985.

· In 2004, the PBGC disbursed more than $3 billion in benefit payments to 517,000 retirees, up from $2.5 billion to 459,000 individuals the year before.

· Variable rate premiums, paid by chronically underfunded plans, reached a record $800 million in 2004, up from $294 million in 2003.

· Approximately 45% of PBGC-insured pension plans paid the variable rate premium, and underfunding in those plans has reached an all-time high of $89 billion. 

· The nation's 1,108 weakest pension plans accounted for a $353.7 billion shortfall at the end of last year—a 27% increase from the previous year. 
· The automobile industry accounted for at least $55 billion of plan underfunding and airlines more than $30 billion,
· The PBGC  itself is underfunded by about $23 billion. As recently as 2000, the PBGC had a $9.7 billion surplus.
Why are large employers freezing pensions?

Large employers who have frozen their defined benefit pension plans, or who are considering a freeze, cite one or more of the following reasons or drivers:

· Traditional final average pay pension plans, in which substantial retirement benefits begin to accrue only after many years of service, are no longer a good fit for an increasingly mobile, short-service workforce. While cash balance plans address the mobility needs of employees much better than do final average pay plans, legislative and regulatory uncertainty about cash balance plans, especially in view of ongoing litigation challenging their legality, has reduced the viability of these plans. Virtually no large employers have attempted to convert final average pay plans to cash balance or other hybrid plans in recent years. 
· Many employees, especially younger workers with short service, place little or no value on defined benefit pension plans. Employers get more employee relations mileage out of defined contribution plans, which are much better understood and more highly appreciated by most employees.  Defined benefit pension plan freezes often enable employers to sweeten their defined contribution plans and thereby strengthen their employee relations, as well as shift more of the responsibility and risk for retirement funding to the employee.

· With the aging of the workforce, projected increases in retirements of boomers and longer life expectancies in retirement are likely to cause pension costs to increase significantly. More retirees will be receiving pension payments over longer periods of time. With traditional pension plans that only offer annuity payments upon termination, the longevity risk is with the employer as plan sponsor. A pension plan freeze strengthens the plan’s financial condition by substantially reducing pension obligations down the road.
· The severe stock market declines from 2000 to 2002, combined with low interest rates, drove many pension plans into the red. Many companies have had to spend heavily to shore up their underfunded plans (more than three-quarters of U.S. traditional defined benefit plans are underfunded with  accumulated underfunding estimated to be $450 billion), straining their finances.  A pension plan freeze reduces future funding costs.
· Funding and accounting rules governing defined benefit pension plans and the reporting of plan liabilities are changing and may have negative consequences on company profitability and cash flow. The Financial Accounting Standards Board (FASB) has challenged the ability of companies to report that the investments in their pension funds have earned money, even in years when they did not, and to factor such pension gains into their operating profits. Companies have also been able to "smooth" pension values by spreading year-to-year changes over several years. In 2003, FASB developed new requirements for the disclosure of pension data to be included in the footnotes of corporate financial statements. In the past, pension fund surpluses had created increases in companies’ operating income due to projected earnings on pension investments. For most companies, such surpluses no longer exist. Plan funding decisions are also increasingly subject to investment volatility. Some are concerned that, if companies are no longer allowed to smooth their pension values, they will end up with unacceptable volatility in their corporate financial reports. A pension plan freeze provides more cost and funding predictability.
· Employers with defined benefit pension plans often find themselves at a disadvantage when competing with newer firms and with global companies that do not have such costs. A pension plan freeze begins to reduce this competitive disadvantage.
While pension plan freezes have thus far been limited to private sector employers, state and local government retirement systems are also facing pressures due to the same economic and demographic trends as private plans.  In response, some government systems have given employees a choice between a defined benefit or defined contribution plan, or some combination of the two.

What might Congress do in light of this trend?

Even before the recent wave of pension plan freezes, there was increasing public policy concern over the impact on the retirement income security of many Americans due to the relative decline in defined benefit plans as the primary retirement funding vehicles for most workers.

In the early 1980s, most Americans who had private retirement plan coverage obtained it primarily from employer-sponsored, defined benefit pension plans. Since then, pension coverage has shifted dramatically away from defined benefit pension plans and toward defined contribution plans, especially 401(k) plans. In 1981, nearly 60% of workers with pension coverage had only a defined benefit plan. Under 20% had only a 401(k) or other defined contribution plan. By 2001, however, the share of workers having a defined benefit pension plan as their only retirement plan (other than Social Security) had dropped to slightly over 10 %, while the share having only a 401(k) or other defined contribution plan had risen to nearly 60%. Only 14% of workers are covered by both a defined benefit and a defined contribution pension plan.
According to a U.S. Bureau of Labor Statistics study in 2004, the proportion of employers offering traditional defined benefit pension plans dropped from about one in eight in 1992-1993 to one in ten in 2003. During the same period of time, employers offering 401(k) and other defined contribution retirement plans jumped from one in five to nearly one in two.
Some members of Congress have expressed interest in legislation that would make defined benefit retirement plans less burdensome to employers and more attractive to employees.  
One concept that has been getting such interest is the “DB(k)” plan. For example, legislation permitting this new type of plan was first introduced by Rep. Rob Andrews (D-N.J.) as part of The Retirement Enhancement Revenue Act of 2004 in November 2004. Under the proposed bill, employer contributions to the plan would be tax-deductible. Employee contributions would be tax-deferred. The minimum benefit under the defined benefit portion of the plan would have to be at least 20 percent of a participant’s average pay. 

The bill proposes to simplify plan administration and reduce costs by: 

· Providing one plan document

· Requiring one IRS filing fee

· Requiring one  ERISA audit

· Requiring one form 5500 annual report

With a “DB(k)” plan, the employer, not the plan participant, would be responsible for the investment of plan assets and would bear the investment risk, in the event that plan assets were insufficient to fund the amount of the plan benefit that was guaranteed to the participant. Participants would receive one unified plan statement. Participants would be able to receive a lump sum upon termination of employment.

In legislation currently being considered by Congress, there are sharp differences between the House and Senate on: the treatment of cash-balance plans; the use of a company’s credit rating to determine a pension plan’s funding requirements; and a number of post-Enron provisions regarding 401(k) plans.  Congress is also one vote away from imposing PBGC premium increases. The Senate and House agreed in late December on a deficit reduction package (S. 1932) that includes a provision raising the PBGC premiums. Under the bill, flat-rate premiums for single-employer plans would increase in 2006 from $19 to $30 per participant and the premium for multi-employer plans would increase from $2.60 to $8 per participant. Both rates would thereafter be indexed to the growth in the Social Security wage base. Plans that undergo involuntary terminations or terminate in connection with bankruptcy reorganization would pay a premium of $1,250 per participant for three years. The deficit reduction package must go back to the House for a final vote before the measure goes to President Bush.
Other potential Congressional responses may include requiring employers to maintain adequate levels of funding for defined benefit pension plans or prohibiting pension plan freezes. 

The likelihood of any of these measures becoming law will depend on the results of the 2006 Congressional elections, in which retirement security may well become one of the top political issues.
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