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What is Required to 
Improve Retirement 
Income Security? 
By Paul J. Donahue1

As Exhibit I shows, a dollar 
spent on a defined benefit plan 
benefit is not cost-effective 
as an employee recruitment 
and retention tool compared 
to other benefits.11  Almost as 
many employees view life and 
disability insurance as import-
ant as a defined benefit plan, 
though life and disability in-
surance each cost the employ-
er less than 5 percent of the 
cost of a defined benefit plan. 
Additionally, 25 percent more 
employees consider a defined 
contribution plan important as 
consider a defined benefit plan 
important, though the DC plan 
costs the employer less than 
half as much as a defined ben-
efit plan. 

THE RETREAT OF THE 
DEFINED BENEFIT PLAN12  

IS IRREVOCABLE, DRIVEN 
BY FUNDAMENTAL 
ECONOMICS
If participants understood the 
value of a deferred annuity 
benefit, they would be elect-
ing annuities where available 
as distribution options in de-
fined contribution plans.13  This 
would likely be the case even 
if there were no regulatory or 
administrative costs in addition 
to the cost of the benefit itself. 

lying employer-based benefits 
and identifies three regulatory 
reforms critical to increasing 
the take-up of lifetime income 
in employer-based benefit 
plans. Without these reforms, 
there is no clear path to statisti-
cally significant increase in the 
take-up of lifetime income. As 
necessary as these regulatory 
reforms are, more plan sponsor 
and participant education will 
also be needed. 

THE ECONOMIC 
FOUNDATION: 
EMPLOYERS SEEK 
MAXIMUM BANG FOR 
THEIR BENEFIT BUCKS
To remain competitive in the 
global economy, “it is impera-
tive that companies find ways to 
control labor costs.”4  A prima-
ry reason labor costs have been 
increasing rapidly is the rising 
cost of benefits.5  Cornell ILR 
School professor Kevin Hallock 
“suggests employers can opti-
mize the salary/benefits formu-
la by thinking carefully about 
how much benefits are worth 
to specific workers, versus how 
much they actually cost.”6 

Further, the long-term nature 
of a defined benefit plan and the 
absence of fiduciary safe harbors 
mean there is an additional risk 
of litigation expenses and dam-
ages arising from participant al-
legations that the plan sponsor 
has breached its fiduciary duty. 

BALANCE SHEET EFFECTS 
EXACERBATE THE 
CURRENT COST PROBLEM
In an attempt to control costs, 
employers moved decades ago 
away from the actual purchase 
of deferred annuity segments 
as the primary funding vehicle 
for defined benefit plans. In the 
first stage of this movement 
away from funding plan bene-
fits as accrued through annuity 
purchases, plan sponsors kept 
plan assets in a trust during an 
employee’s working life and 
purchased annuities at retire-
ment. The next step was to 
retain all plan assets and liabili-
ties, with no risk transfers to in-
surers. The Financial Account-
ing Standards Board’s FASB 
158 required publicly traded 
companies to put the funding 
status of their pension plans on 
their balance sheets and to rec-
ognize certain pension costs as 
a component of other compre-
hensive income.14 This greatly 

There is widespread agree-
ment among actuaries, 
economists and pension 

regulators that promotion of 
lifetime income is the single 
most critical element of im-
proving retirement security. 
According to the American 
Academy of Actuaries: 

In today’s aging society, the 
widespread assurance of 
lifetime income is the single 
most important step needed 
to improve the retirement 
security of older Americans. 
The American Academy of 
Actuaries believes that retire-
ment security can and should 
be significantly improved by 
the promotion of lifetime in-
come, and that actuaries have 
an important role to play. 
The Academy has identified 
lifetime income as a top pub-
lic policy issue and strongly 
supports initiatives that will 
lead to more widespread use 
of lifetime income options.2 

This essay sets out views on 
the economic realities from an 
employer’s perspective3  under-

Benefit

Estimated employer 
cost to provide 

specified benefits 
as a percentage of 

payroll8 

Percentage 
of employees 

considering benefit 
extremely or very 

important9 
Health insurance 12.8%10 86%

Life insurance .3% 43%

Disability insurance .45% 44%

Defined benefit 
pension 10% 50%

Defined contribution 
pension 4.5% 75%

Exhibit I. 
Comparison of employee costs to employee valuation7

Regulatory reforms are critical 
to increasing the use of lifetime 
income in DC plans.
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a plan option.17  In any case, the 
regulations should be revised to 
require that DC plans relying 
on the safe harbor offer lifetime 
income. There is surely as much 
justification for such a require-
ments as for the existing require-
ment to provide a low-risk, liquid, 
income-producing fund.18  Even 
with such a requirement, but 
more important without it, there 
should also be an issuer safe har-
bor that would enable an issuer 
of lifetime income annuities to 
assure an employer that the is-
suer fell within a safe harbor. It 
is my view that even a safe har-
bor which required the employer 
determine issuer compliance is 

increased the prominence of 
unfunded pension liabilities 
considered by market analysts 
to be too large compared to the 
size of the business enterprise.15  
The termination or freezing of 
defined benefit plans and the 
transfer of balance sheet assets 
and liabilities to insurers is a 
completely rational response 
to the employee valuation and 
balance sheet issues. 

PLAN SPONSORS WILL 
NOT VOLUNTARILY 
ASSUME FIDUCIARY 
EXPOSURE
Fiduciary exposure is a deferred 
cost with no current or future 
benefit. As discussed above, 
employers need value for their 
benefit costs to remain com-
petitive in the labor market. 
As Exhibit 1 shows, defined 
contribution plans are excep-
tionally attractive from a cost/
benefit perspective. More than 
75 percent of employees view 
a defined contribution plan 
as important, not far behind 
health insurance, though the 
defined contribution costs the 
employer less than half as much 
as health insurance.16  

To increase provision of em-
ployment-based lifetime income,  
significant regulatory changes 
are required. A plausible case 
could be made, given the unique 
characteristics of an annuity 
investment, that the existing 
404(c) regulations require a plan 
sponsor offer lifetime income as 

not enough, in the absence of a 
requirement that a plan provide a 
lifetime income option. 

Further, Exhibit I and the elec-
tion experience of the relatively 
few defined contribution plans 
that offer lifetime income show 
employees simply do not ap-
preciate the economic value of 
annuities.19  To meaningfully 
increase provision of lifetime 
income, plan sponsors will need 
to have the ability, without in-
curring additional fiduciary 
exposure, to allocate irrevoca-
bly some or all of the employer 
match to lifetime income. This 
would require modification of 

the 404(c) safe harbor regula-
tion.20

Employers rationally do not 
wish to increase benefit costs 
in a way that gets no employ-
ee credit. Within the last sev-
eral months, there have been 
two settlements of employee 
class action defined contribu-
tion plan suits that totaled $92 
million.21  Results like these are 
not only meaningful financial-
ly, but they partially negate, 
in terms of negative employee 
perceptions, the value of the 
benefit plans. The cases are 
ample evidence of why employ-
ers have no appetite whatever 
for additional fiduciary expo-
sure, regardless of the social 
utility of taking that risk. For 
that reason, the two regulatory 
reforms I propose are essential 
to enhancing the role of em-
ployer-based lifetime income in 
ensuring the retirement income 
security of Americans. n
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