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Types of U.S Retirement Plans

Defined Benefit [DB] –
Retirement benefit calculated according 
to formula in plan.
Sponsor bears investment risk. 

Defined Contribution [DC] –
Employer and/or employee contributes 
to individual account.
Employee bears investment risk.  



Major Provisions in ERISA

(1) Fiduciary standards of conduct to 
prevent malfeasance by plan managers.
(2) Minimum vesting standards to reduce 
benefit forfeitures. 
(3) Minimum funding standards to 
promote solvency of pension plans. 
(4) Pension Benefit Guaranty Corporation 
[PBGC] insures pension benefits if a DB 
plan defaults.



Major Provisions in PPA 2006

1. Promotes “automatic enrollment” DC 
plans.
2. Affirms legality of “hybrid” plans. 
3. “Radical” reform of funding rules for 
single-employer plans.

Repeals and replaces existing rules.



Rise of 401(k) Plans
In 1974, DB plans dominated the U.S. 
private pension system. 
Today, 401(k) plans dominate the U.S. 
private pension system.
Unlike DB plans, 401(k) plans require 
employees to take an active role in 
accumulating and managing their 
retirement savings.
Issue: Many employees are unwilling or 
unable to assume this role.



Auto-Enrollment 401(k) Plans

In traditional 401(k) plans employees 
must (1) elect to participate, (2) choose a 
contribution level, and (3) manage 
investments. 
If employee does nothing, no 
participation.  
Auto-Enrollment plans set a “default”
contribution level and asset allocation.  
If the employee does nothing, 
participation according to the defaults. 



Auto-Enrollment 401(k) Plans

PPA grants favorable tax treatment to 
auto-enrollment 401(k) plans.
Research shows that auto-enrollment 
substantially increases participation.
An auto-enrollment plan qualifies for 
favorable tax treatment only if the default 
level of contributions is relatively high.  
Result: The PPA should increase 
retirement saving through 401(k) plans. 



401(k) Investments

ERISA may allow 401(k) managers to 
avoid liability for poor investing if 
participants control their investments.
Most 401(k) plans give participants 
responsibility for investing their accounts. 
Many participants do not have the skills 
or inclination to invest their accounts 
properly. 



Investment Advice
Before the enactment of the PPA, ERISA 
prohibited investment advisors from 
engaging in transactions where they had 
a conflict of interest. 
This discouraged service providers from 
furnishing investment advice. 
The PPA will allow service providers to 
give investment advice even when they 
have a conflict of interest.
The PPA includes protections for 
employees, but will the protections work?



Automatic Investment

401(k) managers can avoid liability for 
poor investing only if participants actively
manage their investments.
Investment allocations under a default 
rule are not actively managed. 
PPA creates procedure for treating default 
allocation as active management.
Result: Default investment allocations set 
by experts, rather than participants, 
should produce better performance.    



Hybrid DB Plans

A hybrid plan is a DB that looks like a DC.
Traditional DBs express benefits as an 
annuity.
Like DCs, hybrids express benefits as a 
lump-sum.
In traditional DBs, benefit accrual is 
backloaded.
In hybrids, there is little or no 
backloading. 



Hybrid DB Plans

Because of different accrual patterns, 
conversion from a traditional DB to a 
hybrid plan reduces future accruals for 
older employees.  
Hybrid conversions have generated 
intense opposition and much litigation.
PPA affirms the legality of future hybrid 
plans.
Recent appeals court decision endorsed 
legality of existing hybrid plans. 



Funding Practices before ERISA

Before ERISA, employees bore the default 
risk when a pension plan was 
underfunded. 
Virtually all collectively-bargained plans 
were underfunded. 
Union officials accepted underfunding in 
return for higher wages for current 
employees and higher pensions for 
current retirees. 



Pension Insurance
and “Moral Hazard”

ERISA created an insurance program that 
guarantees private pension obligations.
The insurance program shifts the risk of 
default from employees to the PBGC. 
Moral hazard: Workers have less 
incentive to push for adequate funding.
Moral hazard: Workers have more 
incentive to push for higher benefits even 
when there employer cannot afford the 
benefits.



“Moral Hazard”
and Pension Funding

Insurance program lessens incentives to 
maintain solvency of plan.
ERISA mandates minimum funding to 
promote solvency of plans and PBGC. 
ERISA focuses on the asset side, 
mandating contributions by employers.
Funding standards have worked poorly. 
Major amendments in 1987, 1994, and 
2006. 



“Leaks” in Funding Regulation

Discount rates – Flexible rules that 
smooth changes in discount rates are 
manipulated by sponsors. 
Congress makes regulations progressively 
narrower and more mechanical over time.
Asset Valuation – Smoothing rules are 
manipulated by sponsors. 
Congress makes regulations progressively 
narrower and more mechanical over time.



Dilemma of 
Funding Regulation

Tension between feasibility and 
enforceability of funding regulations. 
Flexible funding regulations place less 
burden on employers but may be 
manipulated. 
Strict funding regulations are harder to 
manipulate but create contribution 
volatility that makes sponsorship of a DB 
plan less feasible for employers. 



Benefit Limits 
and Pension Plan Solvency

Unlike funding standards, benefit limits 
do not impose an affirmative obligation.  
With no affirmative obligation, there is no 
tension between feasibility and 
enforcement.  
Conditioning benefit increases on a high 
level of solvency lessens moral hazard by 
giving workers a direct incentive to push 
for higher funding.   


