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Abstr act 
In todayÕs increasingly competitive global business environment, corporations worldwide 

are reexamining, and in many cases, reconfiguring their benefits programs in light of shrinking 

social security benefi ts, longer life expectancies, and increasing medical, health, and prescription 

drug costs.  First, corporations are freezing defined benefit pension plans and moving to defined 

contributions plans for their certainty and predictability of costs, leaving employees with the 

investment liability.  Secondly, pension plans are heavily under funded, along with the PBGC that 

is meant to guarantee employeesÕ pension plans. 

 

Reti rement 
 Saving for retirement is an important activity in life, and should be carefully planned and 

managed.  Many people forget to plan for retirement, or have this belief that they will never 

retire, and avoid the planning and time spent to manage their cash to save for their retirement.  It  

is important to save for retirement even more today due to the decreases in pension benefi ts and 

the high probability of no social security income in retirement, coupled with longer life 

expectancies (Kim, 2005).  This means that people will probably spend more time in retirement in 

the future compared to today, and people will have to rely more heavily on their own savings and 

sources of income during retirement.  Saving for retirement begins with determining the amount 

of savings one feels they will require when in retirement.  This will be variable and depend upon 

the lifestyle you expect to live, and the cash inflows and outflows one expects in retirement.  The 

second step is to identify sources and types of retirement that correlate to your desired risk and 

return.  Sources of cash in retirement include social security, annuities, and personal savings, and 

employer sponsored retirement plans (Kim, 2005).  Unless a person is near retirement, they 

shouldnÕt depend on social security as a source of cash during retirement because the current 

system will most likely not be in existence, at least not in the same format, when younger 



generations retire.  This leaves most individuals with personal savings, any annuities they have, 

and their pension plans from employer(s) as a source of cash during retirement.  

 A pension plan is defined by Cascio as a Òsum of money paid at regular intervals to an 

employee (or his or her dependents) who has retired from a company and is eligible to receive 

such benefitsÓ (Cascio, 2005).  The eligibility of an employee to have a retirement or pension 

plan with their employer often depends on the company's policy regarding pension plans, which 

may require a certain period of time employed with the company before an employee is eligible 

for a retirement or pension plan.  Once an employee has served long enough (usually 5 years), 

they are considered to be vested; and are entitled to benefits accrued, not matter future service 

(Cascio, 2005).  If an employee is not vested and their employment is terminated (voluntarily or 

involuntarily), they will lose all accrued benefits.  If the employee is vested, and then decides to 

leave their job, they will be entitled to the benefits accrued in the pension plan, and the plan will 

stay with the employer.  However, once the employee leaves they are usually not able to 

contribute any more to the plan; and therefore, are only entitled to the sum of money contributed 

plus any interest accrued.   

 

Defined Benefi t Pension Plans 
 Defined benefit pension plans are those in which a retired employee receives a specifi c 

amount no matter the past or future success of the company, or the return in the marketplace.  The 

amount to be received during retirement is determined usually from the employeeÕs salary before 

retiring, the number of years of service, and a fi xed percentage rate.  A drawback to defined 

benefit pension plans is that the employer bears the investment risk and is responsible for the 

variable and unpredictable cost for each employee.  These unpredictable costs can be very large, 

and are increasing as retirees live longer, and experience higher medical and prescription drug 

costs.  The maximum amount a participant can contribute each year is limited to $160,000 



(Livingstone, 2005).  This is adjusted periodically by congress to reflect the rise in the cost of 

living and inflation. 

 In order to manage a defined benefit contribution plan, the company must determine the 

monthly contribution amount.  This is based on the year of service, the years until retirement, the 

salary at retirement, and the years in retirement, which is derived from the IRS mortality tables, 

and more (Crawford, 2005).  This is determined in order that the company will be able to cover 

the future expense of the employee in retirement under a defined benefit pension plan.  All of 

these can be very diffi cult for a company to predict for each employee, giving rise to the trend of 

companies moving away from the defined benefit pension plans to the defined contribution plans.  

Investment management must take into consideration a number of variables (as explained 

previously), including the employerÕs tolerance for risk to determine the best investment strategy 

(Staab, 2004).  TodayÕs employers need to be investing their pension plans into higher yield 

stocks and bonds in order to cover these rising pension plan costs and liabilities.  The planÕs 

assets are pooled together and the investment decision lies with the manager or trustee of the 

plan.  The following is an example asset allocation for a defined-benefit pension plan: 

 

 



Defined Contr ibution Pension Plans 
 Defined contribution pension plans are popular for their predictability of cost and ease in 

management, and reduction in liability for companies that provide a pension plan to their 

employer.  The certainty of a defined contribution pension plan, not just the cost, is a Òkey 

motivating factor driving a growing trend among employers to freeze their defined benefit 

pension plans in favor of enhanced defined contribution plansÓ (Greenwald, 2005).  Defined 

contribution pension plans are those in which there is a set rate for contributions made by the 

employer (Cascio, 2005).  Each participant has their own account, and the amount accrued 

depends on the contributions and rate of return from the accountÕs investments.  The burden of 

responsibility is shifted to the employee in defined contribution pension plans because their 

employee makes the investment decisions and manages the portfolio.   

There are several types of defined contribution pension plans, including profi t-sharing 

plans, employee stock ownership plans (ESOP), 401(k) plans, money-purchase plans, and 

simplifi ed employee pension plans.  Profi t-sharing plans are those that only the employer can 

contribute to the pension account for each employee.  The employee maintains the right to decide 

whether or not contributions will be made, and the amount of the contributions.  ESOPs are a 

form of a profi t-sharing pension plan; the only difference is that the contributions that are made 

are in the form of the companyÕs stock (Cascio, 2005).  Profit-sharing plans are good for a 

company because employees realize that their performance as a whole organization will influence 

the amount of contributions they will receive.  This is also true for ESOPs, and they also help to 

motivate employees in the future, so that the stock price will increase and their pension planÕs 

value will also increase.  The is no limit to the amount that the employer can contribute to the 

profi t-sharing plan, however Òthe employerÕs deductible limit for all profi t-sharing plans [i s] 25% 

of the employeeÕs total compensationÓ (Clark, 2002).   

The 401(k) account allows employees to contribute tax-deferred money from their salary 

into the account, and the employer may also match or add to the contribution(s).  Taxes are paid 



on the contribution, plus any gains, when withdrawn during retirement.  Like most defined 

contribution pension plans, early withdrawal may face fees and/or penalties that can be avoided if 

the money is only withdrawn during retirement.  Contributions to a 401(k) are limited to $14,000 

of the employeeÕs income, unless over 50, then the limit is $18,000 (Cascio, 2005).   

With a money-purchase plan, only the employer contributes to the account, like a profi t-

sharing plan.  The difference is that the employer must contribute to the account, and the 

contributions are not tied to the profi ts of the fi rm.  Contributions are a Òpercentage of each 

employeeÕs salary, or up to 25% of net income, or $40,000 (whichever is lessÓ, which are 

deposited into the employees retirement account (Cascio, 2005).   

Simplifi ed employee compensation, or SEP, is for small businesses that have less than 25 

workers.  For a SEP pension plan, the amount is contributed to all eligible employeesÕ accounts, 

which is vested immediately (Cascio, 2005).  The money in the account is tax deferred until 

withdrawn after age 59 and a half.  The eligibility for a defined contribution pension plan is often 

determined by a vesting schedule. 

 

Qualified and Unqualified Pension Plans 
 Employer-sponsored retirement plans aid employees in saving for retirement by 

contributing to the money saved by the employee, and include both qualifi ed and un-qualifi ed 

under the Employee Retirement Income Security Act of 1974, or ERISA.  A retirement plan that 

is unqualifi ed is a plan that doesnÕt meet the requirement of the IRS tax code or Title I of ERISA, 

and therefore cannot take advantage of the tax savings of a qualifi ed plan.  Under the Internal 

Revenue Code (IRC) title 26, subtitle A (Income Taxes), chapter 1, subchapter D, Part 1, Subpart 

A, Section 401(a) - a qualifi ed retirement plan receives tax benefits on behalf of both the 

employer and the employee for contributions to a qualifi ed plan.  A qualifi ed employer-sponsored 

retirement plan allows employers to deduct the annual allowable contributions for each 



participant from their income.  Any contributions and any earnings on those contributions are tax-

deferred until withdrawn by the employee, and some of the taxes can even be deferred further 

through a transfer into another IRA.  It  is important to note that ÒERISA does not require a plan to 

be tax qualifi ed, and disqualifi cation does not alter ERISA's coverage of the planÓ (Matthews, 

2005).  ERISA Code ¤ 3002(d) ties the regulations under ¤ 410(a), 411, and 412 in the IRC to 

ERISA; and because of this link, some operational violations of the IRC sections that result in a 

qualifi cation failure may result in an ERISA violation (Matthews, 2005).  It is the responsibility 

of the managers and trustees of the plan to ensure that the plan remains qualifi ed.  If the plan 

becomes unqualifi ed, the company must pay for the Òpenalties imposed by the Tax Code or 

ERISAÓ along with any other costs to correct the plan (Matthews, 2005). 

 

ERISA 
ERISA covers employees with a year of service or more to the company, who is 21 years 

or older working in the private sector and enrolled in a noncontributory plan voluntarily offered 

by the company (Cascio, 2005).  The primary purpose of ERISA is to ensure that employees with 

pension plans will receive the money they have been promised, by making sure that companies 

are funding their pension plans.  Amendments to ERISA include the: Consolidated Omnibus 

Budget Reconciliation Act (COBRA), Health Insurance Portability and Accountability Act 

(HIPAA), Newborns' and Mothers' Health Protection Act, Mental Health Parity Act, and the 

Women's Health and Cancer Rights Act (U.S. DOL, 2005).  ERISA requires that the participants 

in the plan be notifi ed of plan information, features and funding of the plan. ERISA also requires 

that companies with a qualifi ed plan establish a grievance process for handling disputes in claims 

to benefits, and also provides fiduciary duties for managers and trustees of the plan, and 

participants are given the right to sue for benefi ts denied by their plan (U.S. DOL, 2005).   



CEOs are also considered to be fiduciaries of a pension plan and should be more aware 

and vigilant these days about these responsibilities (Responsibilities of an ERISA Fiduciary, 

2005).  The fiduciary provisions of ERISA protect workers' pension plans from mismanagement 

and misuse or fraud of the assets of the plan.  ERISA states that a companyÕs retirement plan in 

not an extension of the company, because they are separate entities with a separation of assets.  

ERISA mandates that pension plans fiduciaries be Òrequired to avoid confl icts of interest, to pay 

only reasonable fees and to diversify the plan's investments in order to minimize the risk of large 

lossesÓ (Responsibilities of an ERISA Fiduciary, 2005).  Lastly, ERISA requires qualifi ed 

pension plans to fi ll out form 5500 with the Department of Labor in order to satisfy the annual 

reporting requirements under title I and IV of ERISA and the IRC. 

ERISA established the Pension Benefit Guaranty Corporation (PBGC) in order to Òensure 

that covered workers will receive their accrued benefi tsÓ up to a certain amount (Cascio, 2005).  

The PBGC acts as an insurance company, and therefore they collect premiums from the 

participantÕs employers (Cascio, 20005).  The PBGC applies only to defined-benefit pension 

plans (Schroeder, et. al., 2005).  However, the PBGC is extremely under funded due to the large 

number of corporations that have under funded their pension plans and have run into financial 

diffi culties and have handed their pension obligations to the PBGC.  The PBGC is a separate 

entity of the government, in that is was created by congress via ERISA, but it is not funded by the 

government 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 estimates that the 

current shortfall will grow to 86.7 billion by 2015 and $141.9 billion by 2025 (Schroeder, et. al., 

2005).  Furthermore, Northwest, Delta, and Delphi have all fi led bankruptcy and will most likely 

leave the PBGC with the pension liabilities.  Also, General Motors could fi le bankruptcy soon 

some analysts have reported, which could leave the PBGC with as much as $31 billion in 

obligations, by which the PBGC estimates the GM pension plan is under-funded (Greenwald, 

2005).  The Pension Benefit Guaranty Corporation may face major financial problems in the 



future, which should be addressed by lawmakers in order to avoid having to force taxpayers to 

bear these obligations. 

 

Future Tr ends 
Not just the PBGC is under funded, but many corporationsÕ defined-benefit pension plans 

are under funded.  Currently it is estimated that U.S. corporate pension plans were under-funded 

by an average of 12% at the end of 2004.  This has improved slightly from the average of 13% in 

2003, according to a new JP Morgan Investment Management study (At Deadline, 2005).  

Corporations are aware of the problems they may face in the future due to the variable cost 

associated with define-benefit pension plans.  The average contribution rate increased to 5.2% in 

2004 from 4.8% in 2003, and 81% of the corporation in the study were under funded to a certain 

degree, a figure that remained unchanged from 20003 (At Deadline, 2005). 

The pension plans in the U.S. have a very large impact in the stocks and bonds markets.  

The total value of the nationÕs 401(k)s and IRAs have been estimated to be $12 trillion dollars, 

having an especially large impact in mutual funds, hedge funds, and other large funds.  Of this 

$12 trillion, $4.3 trillion is from ERISA governed private-sector employer contribution pension 

plans.  Overall, about Ò20% of all corporate stock is held by pension plansÓ (Responsibilities of 

an ERISA Fiduciary, 2004). 

The general trend for pension plans, due to the shrinking social security protection and 

aging population includes the shift to employer-sponsored defined contribution pension plans for 

predictability and lower costs.  Firms are also managing their pension plans more aggressively, 

having a higher risk portfolio especially for aging workers that are near retirement (Crawford, 

2005).  Employers are beginning to educate employees about saving for retirement and 

investment alternatives, by offering financial education training sessions and life planning 

(Hickins, 1999).  Pension plans are becoming increasing portable and have shortened vesting 



periods.  Lastly, fi rms are developing and implementing global strategy of benefits to be applied 

throughout the organization for ease of management. 
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