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Analysts fear DB to DC shift imperils retirement security

» Under DB plan, investment/mortality risk borne by sponsor
* DB: guaranteed income, risk pooling
* DC: voluntary saving, individual risk

* Government Accountability Office (2017):

* “Traditional pensions have become much less common, and individuals
are increasingly responsible for planning and managing their own
retirement savings accounts, such as 401(k)s. Many households are ill-
equipped for this task and have little or no retirement savings.” If no
action is taken, “a retirement crisis could be looming.”

* Note: the shift to DC plans does not appear to have reduced
retirement saving
* Coverage, participation and contributions rates have risen
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What does it mean for a DB pension to be “fully funded”?

* GASB accounting
* Does it mean plan can pay benefits in expectation (i.e., 51% of time)? GASB accounting
* Implies benefits discounted, contributions made based on expected return on risky assets

* Economic valuation
Full funding means plan can pay beneftis under nearly all circumstances
Implies discount rate/contributions using yield matched to (low) risk of benefits
Captures sponsor’s contingent liability to make additional contributions in the future

Approach endorsed by most economists; Congressional Budget Office; Federal Reserve; NIPA;
disclosure (not funding) of market value of liabilities now mandated by Actuarial Standards
Board

* Dramatically changes the “deal” offered by a DB plan

» Under GASB rules, state/local plans offers participants as a group a ~7% guaranteed return on
their and their employers’ contributions. A very good deal

* Using economic valuation, implicit return to participants is roughly the bond yield.

ERISA regulation approximates economic view

* Benefits discounted using corporate bond yield, not expected
return on assets

* Assets not required to be in bonds, but assets must be sufficient to pay
benefits while earning bond yield

* Implies a roughly 2x ratio of assets to benefit payments than using
GASB/expected return approach

* Unfunded liabilities must be addressed quickly (~7 years)
* An ERISA-regulated DB is better for participants

* Benefits more secure
* More reasonable vesting

* Two things happened post-ERISA...
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Private defined benefit pension funds, assets as percent of liabilities
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Chart: Andrew Biggs, AEI « Source: Federal Reserve Board * Created with Datawrapper

Percent of Private Sector Employees Participating in a Defined Benefit
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Source: Gotbaum (2016), from PGBC and EBRI data, and Bureau of Labor Statistics. * Created with Datawrapper
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Evidence: Where DB plans did/do exist

* Pre-ERISA private sector
* About 40% of private employees covered, mostly in large employees
* Funding practices largely left to employer discretion
* No PBGC premiums
* Strict vesting rules allowed

* The downsides
* About 90% of participants never collected a benefit (Senate Labor Subcommittee, 1972)
* If sponsor goes bankrupt, underfunded plans led to benefit cuts

* Not every employer offered a DB plan, but if allowed to be (economically)
underfunded many would

State and local government

* Allows for no-ERISA counterfactual
* 86% of state/local employees covered
* Contributions far lower than private sector
* Vesting flexibility
* GASB liabilities are put on balance sheet, but not subject to interest rate risk

* Also allows for “PERISA” counterfactual

* State/local governments strongly opposed market valuation of liabilities, even for
disclosure

* Associated stakeholders (actuaries, investment firms, etc.) assisted in fighting MVL
* State/local pensions treated market valuation of liabilities as an existential threat

* Again, supports conclusion that, if forced to fully fund benefits, state/local governments
would shift to DC plans
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Other DB pensions that survived (if barely)

* Church pensions

* Lobbied for exemptions from ERISA funding and disclosure requirements
* Many church plans now underfunded, some employees have lost money
* No PGBC protection for participants

* Multiemployer pensions

* Subject to ERISA, but allowed to fund similarly to state/local plans (high discount rate,
long amortization of deficits)

* Not truly fully funded, so when employers exited multiemployer plans insufficiently
funded

* In 2021, only 1% of participants in plan that was 80%+ funded
* Received $97 billion federal bailout in 2021; potentially more to come

The takeaway: You can have a DB plan, just
not a well-funded DB plan

* Consensus among experts that a well-funded DB plan requires high
level of contributions and assets

* But where these funding standards imposed, DC plans disappear
* Where strong funding standards aren’t imposed, DB plans continue

* Supports contention that a fully-funded DB plan isn’t worth the cost
to sponsors and/or participants

* If so, the decline of DB plans in private sector may not be as harmful to
retirement security as is often supposed
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The household response

* Most private sector employees with retirement plans have DC plans (401(k)s,
etc)
* Differ from DBs in who bears investment and mortality risk

* 401(k) participants could attempt to replicate some of what a DB plan offers

* DB plan protects against investment risk; DC participants could contribute more, invest
in bonds

* DB plan protects against longevity risk; DC participants could buy life annuities

* But almost no one even tries
* Average 401(k) account holds roughly 70% stocks or other risky assets
* Almost no one purchases life annuities (~4% of total annuity sales)
* “Bridge strategy” (spend 401(k) first, delay claiming) could add 20 points of DB income,
if claiming delayed for 5 years. Very few claimants do it.
* Many employees would want underfunded DB plan; offers high rate of return
* But very few appear willing to pay for a fully-funded DB

Conclusions

* ERISA demands that private DB plans fund at levels economists think are
approximately correct

* But seemingly no one wants to provide a DB plan at that cost level
* And households with DC plans don’t seek to replicate DB features

* Possibility: DB plans don’t provide benefits commensurate with costs of
fully funding them

* Most households choose to accept investment risk in exchange for lower
contributions; option to delay retirement may facilitate

* Most households don’t annuitize even if cheap/easy; perhaps Social Security reduces
marginal benefit of private annuity
* Given that shift to DC plans increased coverage and contribution rates,
perhaps time to reassess
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