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Abstr act

In todayOsncreasngly competitive global business ervironmert, corporations worldwide
arereexamining, and in mary cases reconfiguring their berefits programs in light of shrinking
social secuity berefits, longer life expectarcies and increasng medcal, health, and pre<cription
drug costs. First, corporations are freezing defi ned benefit persion plans and moving to defined
contributions plars for their certainty and predctahility of costs, leaving employees with the
invegmert liakility. Secadly, pension plarns areheavily under funded, along with the PBGC that

is meart to guarartee employeepension plars.

Retirement

Sanvng for retirement is animportart acivity in life, and should be carefuly plamed ard
maraged. Mary people forget to plan for retiremen, or have this belief that they will never
retire, and avoid the plaming and time spent to marage their cas to save for their retiremert. It
is importart to save for retiremen even more today due to the decrea®sin pension berefits and
the high probakility of no social secuity income in retiremer, coupled with longer life
expectarcies(Kim, 2005). This mears that pegple will probally spend moretimein retiremert in
the future comparedto today, and pegple will have to rely more heavnily on their own savings and
sourcesof income during retirement. Sawvng for retiremert begns with determining the amaunt
of savings one feels they will require whenin retirement. This will be variable and depend upon
the lifestyle you expectto live, and the cas inflows and outflows one expects in retiremen. The
secand stepis to identify sourcesand typesof retiremert that correlate to your dedred risk and
return. Saurcesof cas in retiremen include social secuity, amuities and personal savings, and
empoyer sponsored retiremert plans (Kim, 2005). Unless a person is near retirement, they
shouldnOtdepend on social secuity as a source of cash during retiremen becawse the currert

system will most likely not be in existerce, at leas not in the same format, when younger



gereraions retire. This leavesmost individuals with personal savings, any amuitiesthey have,
and their persion plars from employer(9 asasource of cas during retiremert.

A pension planis defined by Casio asa Osim of money paid at regular intervals to an
empoyee (or his or her deperdens) who hasretired from a company and is eligible to receve
such berefitsO(Cagio, 2005). The eligibility of an emfdoyeeto have a retirement or persion
planwith their emgoyer often depends on the company's policy regardng pension plars, which
may require a cerain period of time employed with the comparny before an emgdoyee is eligible
for aretirement or persion plan Once an employee has served long enough (usually 5 years,
they are consideredto be veged and are ertitled to berefits accried, not mater future service
(Cagio, 2005). If anemployeeis not veged and their emdoyment is terminated (voluntarily or
involuntarily), they will lose all accried berefits. If the emdoyeeis veded, and then decidesto
leawe their job, they will be entitledto the berefits accruedin the persion plan, and the plan will
stay with the employer. However, once the emgdoyee leawes they are usualy not abe to
contribute any more to the plan; and therdore, are only entitledto the sum of money contributed

plus ary interes accrued.

Defined Benefit Pension Plans

Defined berefit persion plars arethose in which a retired emgdoyee receives a specific
amaunt no mater the pag or future succes of the company, or the return in the marketplace The
amaunt to be receved during retiremert is determined usually from the emgoyeeDsalary before
retiring, the number of yearsof service, and a fixed perceriage rate. A drawback to defined
berefit persion plars is that the emgdoyer bearsthe invegmert risk and is reponsible for the
variade and unpredctabe cost for each emgdoyee. Thes unpredctable costs canbe very large,
and areincreasng as retireeslive longer, and experience higher medcal and presription drug

costs. The maxmum amount a participart can contribute eachyear is limited to $160,000



(Livingstone, 2005). This is adusted periodicaly by congress to reflect the rise in the cost of
living and inflation.

In order to marage a defined benefit contribution plan, the company must determine the
monthly contribution amaunt. This is based on the yearof service,the yearsuntil retiremert, the
salary at retiremert, and the yearsin retiremen, which is derived from the IRS mortality tabes
and more (Crawford, 2005). This is determined in order that the comparny will be ale to cover
the future experse of the employeein retiremert under a defined berefit pension plan All of
these can be very diffi cult for a company to predct for eachemployee,giving rise to the trend of
companesmoving away from the defi ned berefit persion plans to the defined contribution plars.
Invegmert mamagement must take into consideraton a number of varales (as explained
previously), including the emdoyerOsolerarce for risk to determine the bes invegmert strategy
(Staah 2004). TodayOsemployers needto be inveding their pension plars into higher yield
stocks ard bonds in order to cover these rising persion plan costs and liabilities The planOs
assets are pooled together and the invedmert decision lies with the manager or trustee of the

plan Thefollowing is anexample asset allocation for a defined-benefit pension plan
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Defined Contribution Pension Plans

Defined contribution persion plans are popular for their predctahility of cost and ea®in

maragemert, and reduction in liahlity for companes that provide a persion plan to their
emdoyer. The certainty of a defined contribution persion plan, not just the cost, is a Oley
mativating factor driving a growing trenrd amang emgoyers to freeze their defined berefit
persion plars in favor of erhanced defined contribution plansO (Greerwald, 2005). Defined
contribution persion plans are those in which there is a set rate for contributions macke by the
empoyer (Casio, 2005). Each participant has their own account, and the amount acaued
depends on the contributions and rate of return from the accaintOsnvegmerts. The burden of
regonsibility is shifted to the emgdoyee in defined contribution persion plans becawse their
empoyeemakesthe invegmert decisions and managesthe portfolio.

There are several types of defined contribution pension plars, including profit-sharing
plars, emgdoyee stock ownersip plars (ESOP), 401(k) plans, money-purchase plars, and
simplified emdoyee persion plars. Prdit-sharing plars are those that only the employer can
contribute to the persion accaunt for eachemployee The employeemaintains the right to dedde
whether or not contributions will be made, and the amount of the contributions. ESOPs are a
form of a profit-sharing persion plan; the only difference is that the contributions that are mace
are in the form of the companyOsstock (Casio, 2005). Prdfit-sharing plars are good for a
company because employeesrealize that their performance asa whole organization will influence
the amaunt of contributions they will receve. Thisis also true for ESOPs and they also help to
motivate emdoyeesin the future, so that the stock price will increag and their persion planOs
value will also increag. The is no limit to the amount that the emgdoyer can contribute to the
profit-sharing plan, however Ohe emgoyerOsieductible limit for all profit-sharing plars [is] 25%
of the employeeOwotal compersationO(Clark, 2002).

The 401(k) accaunt allows employeesto contribute tax-defered money from their salary

into the accaunt, and the emgdoyer may also match or add to the contribution(s). Taxesare paid



on the contribution, plus any gains, when withdrawn during retiremern. Like most defined
contribution pension plars, early withdrawal may facefeesand/or peraltiesthat canbe avoided if
the money is only withdrawn during retiremen. Contributions to a 401(k) are limited to $14,000
of the employeeOmcome, unless over 50, thenthe limit is $18,000 (Cascio, 2005).

With a money-purchase plan, only the emgdoyer contributesto the accaunt, like a profit-
sharing plan The difference is that the emgdoyer must contribute to the accant, and the
contributions are not tied to the profits of the firm. Contributions are a Orcertage of each
empdoyeeOsalary, or up to 25% of net income, or $40,000 (whichever is lessO, which are
depositedinto the emgoyeesretiremert accaunt (Cascio, 2005).

Simplifiedemployeecompensation, or SEP, is for small businessesthat have less than 25
workers For a SEP persion plan the amount is contributed to all eligible emdoyeeaccounts,
which is veged immedately (Casio, 2005). The money in the accaunt is tax deferred until
withdrawn after age 59 and ahalf. The eligibility for a defined contribution pension planis often

determined by a veging schedule.

Qualified and Unqualified Pension Plans

Employer-sponsored retirement plans aid emgdoyees in saving for retirement by
contributing to the money saved by the emgoyee, and include both qualified and un-qualified
under the Employee Refremert Income Secuity Act of 1974, or ERISA. A retirement planthat
isunqualifiedis a plan that doesxOmeetthe recuirement of the IRS tax code or Title | of ERISA,
and therefae camot take advantage of the tax savings of a qualified plan Under the Internal
Rewerue Code (IRC) title 26, subtitle A (Income Taxes), chapter 1, subchapter D, Pat 1, Subpart
A, Section 401(a) - a qualified retiremernt plan receives tax berefits on behalf of both the
empoyer and the emgoyeefor contributions to a qualifiedplan A qualified emgoyer-sponsored

rerement plan allows emgoyers to deduct the amual allowalde contributions for each



participart from their income. Any contributions and any earrings on those contributions aretax-
deferred until withdrawn by the emdoyee and some of the taxes can even be deferred further
through atrarsferinto another IRA. It isimportart to note that CERISA doesnot recuire a planto
be tax qualified, ard disqualificaion does not alter ERISA's coverage of the planO(Matthews,
2005). ERISA Code = 3002(d) tiesthe regulations under & 410(a), 411, and 412 in the IRC to
ERISA; ard because of this link, some operational violations of the IRC sectons that reault in a
gualificaion failure may reault in an ERISA violation (Matthews, 2005). It is the regponsibility
of the maragers ard trusteesof the plan to ensure that the plan remains qualified If the plan
becanes unqualified, the compary must pay for the Onralties imposed by the Tax Code or

ERISAOalong with any other costs to correctthe plan (Matthews, 2005).

ERISA

ERISA covers employeeswith a yearof service or more to the company, who is 21 years
or older working in the private sector and errolled in a noncontributory plan voluntarily offered
by the company (Ca<cio, 2005). The primary purpose of ERISA isto ersure that employeeswith
pension plarns will receve the money they have beenpromised, by making sure that companies
are funding their persion plars. Amendmerts to ERISA include the: Consolidated Omnibus
Budget Reconciliation Act (COBRA), Heakh Insurance Partahility and Accauntahlity Act
(HIPAA), Newborns and Mothers Heakh Protecion Act, Mental Heakh Party Act, and the
Womeris Heakh and Carcer Rights Act (U.S. DOL, 2005). ERISA requiresthat the participans
in the plan be notified of planinformaton, featuresand funding of the plan ERISA also requires
that companeswith a qualified plan edaldish a grievance proces for hardling disputesin claims
to berefits, and also provides fiduciary duties for maragers and trustees of the plan, ard

participans aregiventhe right to sue for berefits dened by their plan (U.S. DOL, 2005).



CEOs are also consideredto be fiduciaries of a pension plan and should be more aware
and vigilant these days about thes regonsibilities (Regonsibilities of an ERISA Fiduciary,
2005). The fiduciary provisions of ERISA protect workers persion plars from mismanagemert
and misuse or frawd of the assets of the plan ERISA statesthat a companyOgetiremert planin
not an extension of the compary, becawse they are separat entities with a separation of assets.
ERISA mandatesthat persion plars fiduciaries be Orguired to avoid conflicts of interes, to pay
only rea®nable feesand to diversfy the plaris invedmerts in order to minimize the risk of large
losseD (Regonsibilities of an ERISA Fiduciary, 2005). Lagly, ERISA recuires qualified
pension plars to fill out form 5500 with the Department of Labor in order to satisfy the amual
reporting requiremerts undertitlel and IV of ERISA and the IRC.

ERISA edahishedthe Persion Berefit Guararty Corporation (PBGC) in order to Oesure
that coveredworkers will receive their accrued benefitsOup to a cerain amaunt (Casio, 2005).
The PBGC acts as an insurance compary, and therefae they cdlect premiums from the
participantOsemgoyers (Casio, 20005). The PBGC applies only to defined-benefit pension
plars (Schroeder, et al., 2005). However, the PBGC is extremel under funded due to the large
number of corporations that have under funded their pension plans and have run into finarcial
diffi culties and have harded their pension obligations to the PBGC. The PBGC is a separate
ertity of the govermmert, in thatis wascreated by congress via ERISA, but it is not funded by the
govermmert in any way. Currently, the PBGC has$62.3 billion in obligations and $39 billion in
assets, which is a gap of $23.3 billion, and the congressional budget offi ce egdimates that the
currert shortfall will grow to 86.7 billion by 2015 and $141.9 billion by 2025 (Schroecer, et al.,
2005). Furthemore, Northwegd, Delta, and Delphi have all filed barkruptcy and will most likely
leawe the PBGC with the persion liakilities Also, Gereral Motors could file barkruptcy soon
some analysts have reported, which could leawe the PBGC with as much as $31 hillion in
obligations, by which the PBGC edimates the GM persion plan is under-funded (Greerwald,

2005). The Persion Berefit Guararty Corporation may face major finarcial problemsin the



future, which should be addressed by lawmakersin order to avoid having to force taxpayersto

bearthese obligations.

Future Trends
Not just the PBGC is under funded, but mary corporationsCdefined-benefit pension plars

areunder funded. Currertly it is edimated that U.S. corporate pernsion plars were under-funded
by anaverage of 12% atthe end of 2004. This hasimprovedslightly from the average of 13%in
2003, accading to a new JP Morgan Invegment Management study (At Deadine, 2005).
Corporations are aware of the problemsthey may face in the future due to the variable cost
associated with define-berefit persion plans. The average contribution rate increagdto 5.2% in
2004 from 4.8% in 2003, and 81% of the corporation in the study were under fundedto a certain
degee afigure thatremained unchanged from 20003 (At Deadine, 2005).

The persion plars in the U.S. have a very large impad in the stocks and bonds markets.
The total value of the nationO401(k)s ard IRAs have beenedimaied to be $12 trillion dollars
having an epecially large impactin mutual funds, hedge funds, and other large funds. Of this
$12 trillion, $4.3 trillion is from ERISA goverred private-secor employer contribution pension
plars. Overall, about O®% of all corporate stock is held by persion plansO(Regonsibilities of
anERISA Fiduciary, 2004).

The gereral trend for persion plans, due to the shrinking social secuity protecion and
agng population includesthe shift to emgoyer-sponsored defined contribution persion plans for
predctahlity and lower costs. Firms are also managng their pension plans more aggressively,
having a higher risk portfolio egecially for agng workers that are near retiremert (Crawford,
2005). Employers are begnning to educat emgoyees about saving for retiremert and
invegmert altermatives by offering financial educaion training sessions and life plaming

(Hickins, 1999). Persion plarns are becaming increaing portabde and have shortened veging



periods. Lagly, firmsaredeveloping and implemerting global strategy of berefits to be applied

throughout the organizaion for ea of mamagemert.
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