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OVERSIGHT OF PENSION ISSUES

TUESDAY, MARCH 10, 1998

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,

SUBCOMMITTEE ON OVERSIGHT,
Washington, DC.

The Subcommittee met, pursuant to notice, at 3:03 p.m., in room
1100, Longworth House Office Building, Hon. Nancy L. Johnson
(Chairwoman of the Subcommittee) presiding.

[The advisories announcing the hearing follow:]
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ADVISORY
FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON OVERSIGHT

CONTACT: (202) 225–7601FOR IMMEDIATE RELEASE
March 3, 1998
No. OV–13

Johnson Announces Hearing on
Oversight of Pension Issues

Congresswoman Nancy L. Johnson (R–CT), Chairman, Subcommittee on Over-
sight of the Committee on Ways and Means, today announced that the Subcommit-
tee will hold a hearing on oversight of various pension issues. The hearing will take
place on Tuesday, March 10, 1998, in the main Committee hearing room, 1100
Longworth House Office Building, beginning at 2:00 p.m. In view of the limited time
available to hear witnesses, oral testimony at this hearing will be from invited wit-
nesses only. Witnesses will include officials from the Pension Benefit Guaranty Cor-
poration (PBGC), experts in the area of pension plan coverage, employers and other
business representatives, and association representatives. However, any individual
or organization not scheduled for an oral appearance may submit a written state-
ment for consideration by the Committee and for inclusion in the printed record of
the hearing.

BACKGROUND:

PBGC insures the retirement incomes of more than 42 million American work-
ers—one of every three workers—in about 50,000 defined benefit pension plans. A
defined benefit plan provides a specified benefit at retirement, often based on a com-
bination of salary and years of service. PBGC is financed through premiums col-
lected from plan sponsors, returns on investments, and recoveries from employers
responsible for underfunded terminated plans. PBGC currently pays monthly retire-
ment benefits to about 200,000 retirees in over 2,348 terminated plans. The Ways
and Means Committee considers legislation concerning PBGC premiums and also
exercises jurisdiction over the tax treatment of pension plans.

Half of all American workers, over 50 million people, are without pension cov-
erage. According to the U.S. General Accounting Office, 87 percent of workers em-
ployed by small businesses with fewer than 20 employees have no retirement cov-
erage, and 62 percent of workers in small businesses with between 20 and 200 em-
ployees have no retirement plan coverage, while 72 percent of workers in firms with
over 500 employees have some form of retirement plan coverage.

Coverage is most limited in the sector of the economy that provides most of the
new jobs in today’s workforce: small business. According to the Small Business Ad-
ministration, 75 percent of the 2.5 million new jobs created in 1995 were created
by small businesses. While many small businesses sponsor defined contribution
plans, according to the U.S. Department of Labor, between 1987 and 1993, the num-
ber of small businesses with defined benefit plans dropped from 108,221 to 41,780—
a 60 percent decline in seven years.

In announcing the hearing, Chairman Johnson stated: ‘‘It is alarming that half
of all American workers are without pension coverage today, and that only 20 per-
cent of workers in small businesses have pension coverage. We know how difficult
it is for seniors to live on Social Security benefits alone. As the baby boomers ap-
proach their retirement years, the need to broaden pension coverage is greater than
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ever. We need to determine whether the complexity of pension law is coming be-
tween workers and the coverage they need.’’

FOCUS OF THE HEARING:

The hearing will focus on the current availability of pension plans to American
workers, incentives for, and obstacles to, expanded pension coverage, the financial
status and administration of Federally-insured pension plans monitored by PBGC,
and related issues involving retiree health benefits.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit at least six (6) single-space legal-size copies of
their statement, along with an IBM compatible 3.5-inch diskette in ASCII DOS Text
or WordPerfect 5.1 format only, with their name, address, and hearing date noted
on a label, by the close of business, Tuesday, March 24, 1998, to A.L. Singleton,
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1102
Longworth House Office Building, Washington, D.C. 20515. If those filing written
statements wish to have their statements distributed to the press and interested
public at the hearing, they may deliver 200 additional copies for this purpose to the
Subcommittee on Oversight office, room 1136 Longworth House Office Building, at
least one hour before the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space
on legal-size paper and may not exceed a total of 10 pages including attachments. At the same
time written statements are submitted to the Committee, witnesses are now requested to submit
their statements on an IBM compatible 3.5-inch diskette in ASCII DOS Text or WordPerfect
5.1 format. Witnesses are advised that the Committee will rely on electronic submissions for
printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, full address, a
telephone number where the witness or the designated representative may be reached and a
topical outline or summary of the comments and recommendations in the full statement. This
supplemental sheet will not be included in the printed record. The above restrictions and limita-
tions apply only to material being submitted for printing. Statements and exhibits or supple-
mentary material submitted solely for distribution to the Members, the press and the public
during the course of a public hearing may be submitted in other forms.

Note: All Committee advisories and news releases are available on the World
Wide Web at ‘HTTP://WWW.HOUSE.GOV/WAYSlMEANS/’.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202–225–1721 or 202–226–
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

f
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ADVISORY
FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON OVERSIGHT

CONTACT: (202) 225–7601FOR IMMEDIATE RELEASE
March 9, 1998
No. OV–13-Revised

Time Change for Subcommittee Hearing on
Tuesday, March 10, 1998,

on Oversight of Pension Issues

Congresswoman Nancy L. Johnson (R–CT), Chairman of the Subcommittee on
Oversight, Committee on Ways and Means, today announced that the Subcommittee
hearing on oversight of pension issues, scheduled for Tuesday, March 10, 1998, at
2:00 p.m., in the main Committee hearing room, 1100 Longworth House Office
Building, will begin instead at 3:00 p.m.

All other details for the hearing remain the same. (See Subcommittee press re-
lease No. OV–13, dated March 3, 1998.)

f

Mr. PORTMAN [presiding]. The Subommittee will be in order.
Mrs. Johnson is taking care of some business, and she’ll be join-

ing us shortly.
Today, we are here to examine the issues surrounding our cur-

rent pension system and the obstacles to coverage for a great num-
ber of workers. Because health care demands a significant portion
of the incomes of many seniors, retired health care is also an im-
portant retirement income security issue, we also will be delving
into that somewhat today.

All of us want to ensure that individuals are adequately prepared
for retirement. Yet the complexity of Federal laws and regulations
sometimes make that more, not less, difficult. This is especially
troublesome, as many of you know in the small business sector,
where currently 87 percent of workers employed by companies with
20 or fewer employees have no pension coverage whatsoever.

The SIMPLE, Savings Incentive Match Plan for Employees, de-
fined contribution plan for small businesses that Senator Dole and
I authored a couple of years ago, has been quite successful. But we
need to do a lot more, and I am very pleased that Chairwoman
Johnson and this Subcommittee are taking a careful look at this.
Chairwoman Johnson has placed particular emphasis on that issue,
and I congratulate her on the leadership she has shown in intro-
ducing a defined benefit plan for small business, SIMPLE being the
defined contribution plan; Mrs. Johnson’s being a defined benefit
plan called the SAFE, Secure Assets for Employees Plan Act of
1997, plan.
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They say imitation is the sincerest form of flattery, so Mrs. John-
son should feel especially proud and flattered that the administra-
tion has also sent forward its small business defined benefit plan,
the SMART, Secure Money Annuity or Retirement Trusts, plan. So
we have SIMPLE, SAFE, and SMART. We will hear more about
those later today.

We’re especially focused on small business today, as I said, but
we also must continue our efforts to simplify the pension area for
all businesses. My colleague Ben Cardin, with whom I worked to
get pension simplifications in both the 1996 and 1997 tax packages,
and I are working on additional provisions. The current patchwork
of laws and regulations, we think works against a coherent na-
tional retirement income policy, and we are putting together a sec-
ond simplification package which we hope to introduce within the
next month.

I want to urge this Subcommittee and the Full Committee to con-
tinue to look at retirement issues in a broad-based way so that em-
ployers are not burdened by the complex regulations that so often
negate the positive intentions of the laws we pass in this area.

I very much look forward to today’s witnesses. And, again, Mrs.
Johnson will be joining us at about 4 p.m. I would now like to yield
to Mr. Coyne for a statement.

Mr. COYNE. Thank you, Mr. Chairman.
As you know today’s hearing will focus on one of the most impor-

tant issues facing American workers and their families: Pension
coverage. Retirement income is an issue of concern to all Ameri-
cans, whether they are currently retired, planning for retirement,
or worrying about the economic stability of their retired parents
and grandparents.

The PBGC, Pension Benefit Guaranty Corporation, ensures the
retirement incomes of more than 42 million workers. The PBGC
now shows a surplus for the first time in 22 years of its history.
At the same time, about two thirds of our single employer plans
are fully funded, with assets of over $1 trillion. This is great news
for all workers who are currently covered by private pensions. It
means that they can count on their pensions being there when they
are ready to retire. But at the same time, more than half of all
American workers, about 50 million people, do not have any retire-
ment coverage at all. When they retire, they will have to depend
on Social Security payments, their personal savings, and the gener-
osity of friends and families.

It is within the Subcommittee’s oversight responsibilities to ask
why this is and what can we do to expand coverage. In Pittsburgh,
the city that I represent, 43 percent of my retired constituents do
not have private pensions. A Social Security check, which averages
less than $750 a month in Pennsylvania, is all most of them have
to pay their bills.

One of their greatest fears is that they will need expensive
health care or prescription drugs, because many employers are
dropping retiree health coverage, leaving their former workers com-
pletely dependent on Medicare and their personal savings.

The stories in my district are similar to those of Americans
across the country who do not have pensions. Most of them work
for small businesses. Many of them work for wages that are so low
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that they cannot contribute to a retirement plan, which often re-
sults in them not having retirement plans at all. Some of them
never worked for any one employer long enough to be vested in the
retirement plan. Many of them are widows living alone. Three-
fourths of the elderly poor are women, and one of the primary rea-
sons is lack of private pension coverage. Women tend to move in
and out of the labor market, work at home, and earn less for what
they do. All of these factors make them likely to have very small
pensions or none at all.

I wanted to point out that the Teresa and John Heinz Founda-
tion in Pennsylvania has just published a retirement guide for
women. This commonsense guide to retirement issues is excellent.
I will provide a copy for inclusion in the record with the approval
of the Chairman.

Mr. PORTMAN. Without objection.
Mr. COYNE. The problem of men and women without pensions is

not new, and Members of Congress have been concerned about it
for many years. My colleague, Chairwoman Johnson, has been par-
ticularly active in trying to solve this problem over the years. De-
spite our best efforts, many small business employees, low-income
workers, and women still do not have pensions. We need to focus
on helping these groups, which are the majority of the pensionless
and of the elderly poor.

Today’s hearing will give us an opportunity to discuss and ana-
lyze the administration’s fiscal year 1999 proposal for expanding
pension coverage by small businesses. We also have an opportunity
to consider Congressman Kleczka’s bill, H.R. 211. It addresses an-
other critical issue in retirement security: The declining levels of
retirement health benefit coverage. We will also hear from a num-
ber of other individuals who have spent many years studying this
issue. I think they will give us a deeper understanding of the prob-
lems retirees and their employers face, but I hope that they will
also suggest solutions.

We need to find a way to help those who need it the most: Small
business employees, women, and the working poor.

Thank you, Mr. Chairman.
Mr. PORTMAN. Thank you. And without objection, the guide from

the Heinz Foundation will be entered into the record.
[The information follows:]
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f

Mr. PORTMAN. Our first witness is David M. Strauss, Executive
Director of the Pension Benefit Guaranty Corporation I think
you’re going to give us a little background on PBGC, and then I
hope some commentary on the SAFE plan, the SMART plan, and
other defined benefit plan proposals that are out there.

Mr. Strauss.

STATEMENT OF DAVID M. STRAUSS, EXECUTIVE DIRECTOR,
PENSION BENEFIT GUARANTY CORPORATION

Mr. STRAUSS. Thank you, Mr. Chairman, Members of the Sub-
committee.

I appreciate the opportunity to appear before you today to speak
about the importance of defined benefit pension plans for America’s
workers. I want to thank the Subcommittee Chairwoman, Mrs.
Johnson, for holding this hearing for the interest that she and the
other Members of the Subcommittee have in the retirement secu-
rity of America’s workers, including workers in the Nation’s most
dynamic economic sector, small business.

As the Executive Director of the PBGC, I have set three prior-
ities for the Corporation. Today, I want to concentrate on one of
those priorities: Promoting defined benefit pension coverage. But
first, let me briefly address the other two—safeguarding PBGC’s
solvency and making PBGC a premier customer service agency.

Regarding my first priority, PBGC’s solvency, the corporation
had its first surplus in 1996, and we fully expect to report good
news again this year, when we release our annual report later this
month. The single employer program, which as late as 1993 was
running a deficit of nearly $3 billion, has now achieved a surplus
that can serve as a cushion for future economic downturns. Mr.
Chairman, your Subcommittee’s efforts in enacting the Retirement
Protection Act of 1994 have been an important factor in the single
employer’s program current sound financial condition. The multi-
employer program also continues to be in good shape, with a sur-
plus since 1982.

My second priority is to make the PBGC a premier customer
service organization, not only for the workers and the retirees we
protect, but also for the employers that pay our premiums and for
the pension professionals who advise them. In my written testi-
mony, I have provided you with a number of examples of steps we
have taken to improve our customer service.

Now, let me turn to my third priority, which is the theme for this
afternoon’s hearing, ‘‘Promoting defined benefit pension coverage
for American workers.’’ Mr. Chairman, I have a very personal
knowledge of just how valuable a defined benefit pension can be,
especially for an older worker.

My father, who turned 88 last month, is that older worker. He’s
lived all of his life in North Dakota, and was a meat cutter in a
grocery store when he retired at age 63 without a pension. He then
took a part-time job for $1.75 a hour as a janitor at the local high
school. For the first time in his life, he was covered by a defined
benefit pension plan. He was making $6.25 an hour when he re-
tired a second time, 15 years later.
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The pension my father earned during those 15 years now pro-
vides him with $169 a month, a supplement of over 20 percent to
his Social Security benefit. As the Subcommittee Chairwoman,
Mrs. Johnson, has pointed out, we know how difficult it is for sen-
iors to live on Social Security alone. So this pension of $169 a
month makes a real difference. In addition, if my father dies before
my mother, the pension plan will provide her with the survivor
benefit for the remainder of her life. So I know from my father’s
experience how important a predictable, secure benefit for life can
be, even one that may seem to many people a relatively small
amount of money. I also know from my father’s experience that a
worker is never too old for a defined benefit plan and that a de-
fined benefit plan can make a great deal of difference even for
workers making very modest salaries.

Mr. Chairman, today too many American workers, including the
huge cohort of baby boomers edging ever closer to retirement, have
either no retirement savings or inadequate savings. And some have
very few years left in which to save.

Defined benefit plans can offer a solution to this problem, but the
number of defined benefit plans offered by small- and medium-
sized employers has decreased substantially. As Mrs. Johnson, the
Subcommittee Chairwoman, has pointed out when she joined with
Congressmen Fawell and Pomeroy to introduce SAFE, the low level
of pension coverage for workers in small business is particularly
troubling, given that small business provides most of the new jobs
in today’s work force.

Millions of small business employees have no employment-based
way to provide for their retirement. As opposed to over 60 percent
of workers in large firms, only 20 percent of workers in firms with
fewer than 100 employees have pension coverage. To help bridge
this gap, we agree with Mrs. Johnson that small business needs a
defined benefit retirement plan that is easy to administer.

Defined benefit plans have many advantages for workers and
their spouses. They provide predictable, secure benefits for life.

Sometimes we forget that defined benefit plans can also help em-
ployers. For example, they promote company loyalty and help re-
tain valuable workers. Today, many small business owners are
baby boomers, not far from retirement age. Often, their businesses
have only recently matured enough to be able to support a pension
plan. If the owner and his or her workers have not been covered
by an adequate retirement plan, it may now be too late to build
meaningful retirement savings through a defined contribution plan.
In the limited window that remains before retirement, a defined
benefit plan allows a small business to provide meaningful retire-
ment benefits for its middle-aged workers, and for older workers
like my father, something difficult with only a SIMPLE or a 401(k)
plan.

An important step in expanding the number of defined benefit
plans is to enact legislation creating a simplified defined benefit
plan for small business. Mrs. Johnson’s proposal, the SAFE plan,
and the President’s proposal, the SMART plan, are similar. They
both combine some of the best features of defined benefits and de-
fined contribution plans and remove major obstacles that have pre-
vented small business from offering defined benefit plans.
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Under both plans, funding would be more predictable. Adminis-
trative costs and complexity would be reduced. Reporting would be
simpler and benefits would be more understandable and portable.
Both proposals would also give older workers, like my father, a
chance to earn a meaningful benefit. At the same time, both would
provide the opportunity for workers to benefit from investment re-
turns, an especially attractive feature for younger workers.

Mr. Chairman, I would like to mention three aspects of the Presi-
dent’s SMART proposal that I think are especially important.

First, SMART would provide for a true defined benefit plan with
a predictable lifetime annuity for the participant and spouse.

Second, SMART would provide for a fair distribution of benefits
between owners and their workers.

And third, SMART would provide workers in small businesses
with a PBGC guarantee, the same protection we provide to other
workers in defined benefit plans.

Although the funding requirements of the SAFE and SMART
substantially reduce the risk to the worker, there are still cir-
cumstances that could result in a loss. We believe, therefore, that
these plans should be insured by the PBGC. America’s workers
have come to expect a PBGC guarantee and to rely on the PBGC
when their plans fail. The PBGC cannot guarantee these plans
without an insurance premium; however, because these plans, by
their design, may pose less risk, PBGC proposes that they pay a
substantially reduced premium.

Mr. Chairman, the administration looks forward to working with
Congress on a bipartisan basis, as we did in enacting the Retire-
ment Protection Act in 1994 and SIMPLE in 1996. We need to give
small business a workable defined benefit plan before this Con-
gress adjourns.

I thank you again for allowing me the opportunity to testify be-
fore you this afternoon, and I will be happy to answer any ques-
tions you may have.

[The prepared statement follows:]
Statement of David M. Strauss, Executive Director, Pension Benefit

Guaranty Corporation
Madam Chairman and Members of the Subcommittee:
Good afternoon. I am David Strauss, the PBGC’s Executive Director. The Pension

Benefit Guaranty Corporation (PBGC), established as a federal corporation by the
Employee Retirement Income Security Act of 1974 (ERISA), protects the pensions
of about 42 million workers and retirees in about 45,000 private defined benefit pen-
sion plans. PBGC’s Board of Directors is chaired by the Secretary of Labor. The Sec-
retaries of the Treasury and Commerce are also Board members. PBGC operates
two insurance programs, the larger single-employer program and the multiemployer
program. PBGC paid $824 million in benefits to over 200,000 people during FY
1997. Another 260,000 people will receive benefits when they retire in the future.
PBGC receives no funds from general revenues. Operations are financed by three
sources: (1) insurance premiums set by Congress and paid by plan sponsors; (2) in-
vestment income and assets from plans trusteed by PBGC; and (3) recoveries from
companies that formerly sponsored plans.

I appreciate the opportunity to appear before you today to speak about the impor-
tance of defined benefit pension plans for America’s workers.

I want to thank you, Madam Chairman, for holding this hearing and for the inter-
est you and the other members of this Subcommittee have in the retirement security
of America’s workers, including workers in the Nation’s most dynamic economic sec-
tor—small business.

As Executive Director of PBGC, I am acutely aware of how essential PBGC insur-
ance is to safeguarding the pension benefits of American workers. The impact of
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what PBGC does takes on even a greater importance when you put faces to the
numbers, as I have recently had an opportunity to do. I have met with hundreds
of men and women in newly trusteed plans who worked for now-failed companies
they thought would provide secure employment and benefits for the rest of their
lives. You can imagine their relief when I was able to tell them that their benefits
were safe.

Since coming to PBGC, I have also had the opportunity to fully appreciate the
work of the Congress in enacting the Retirement Protection Act (RPA) of 1994. Your
efforts in enacting these reforms have been an important factor in PBGC’s shift
from being a federal agency with serious problems to an agency in sound financial
condition.

This turnaround in PBGC’s fortunes has now provided me with the opportunity
to address more general policy matters such as those before the subcommittee this
afternoon—how to increase the availability of defined benefit pension plans in the
crucial small business sector of our economy.

I set three priorities for myself as PBGC’s Executive Director:
• Safeguarding PBGC’s solvency;
• Making PBGC a premier customer service agency; and
• Promoting defined benefit plans.
Today, I want to concentrate on promoting defined benefit plans—but let me just

briefly address my other two concerns.

SAFEGUARDING PBGC’S SOLVENCY

Last year PBGC had its first surplus in history, and we fully expect to report good
news again this year, thanks to a healthy economy and good asset returns. The
single-employer program, which as late as 1993 was running a deficit of nearly $3
billion, has now achieved a surplus that can serve as a cushion for future economic
downturns.

The multiemployer program also continues to be in sound financial condition, with
a surplus since 1982.

But PBGC has to be ever vigilant because there are many factors that affect our
financial health that are beyond our control:

• We are always taking on new plans and assuming new unfunded benefit liabil-
ities even when the economy is strong. In the last year alone we have trusteed pen-
sion plans with more than 50,000 participants.

• Changing economic conditions (such as a dip in the stock or bond markets)
could reduce the value of the assets we manage.

• Decreases in long-term interest rates have the effect of increasing the present
value of the benefits PBGC will pay for decades to participants of trusteed plans.

• And, of course, we have to be ready for economic downturns.

MAKING PBGC A PREMIER CUSTOMER SERVICE AGENCY

My second priority is making PBGC a premier service organization.

For workers and retirees:
• We operate a Customer Service Center with a toll-free telephone number, and

respond to about 100,000 inquiries a year.
• PBGC Customer Service standards require that phone calls be answered within

24 hours, letters within a week, and status reports be given if the response will take
longer.

• We use the Internet to locate missing participants so they can claim pensions
that are owed them. Since the program began in 1996, we have located nearly 1200
people owed over $5 million dollars.

• We have improved communications with retirees and deferred vested partici-
pants.

• We hold meetings with participants of newly-trusteed plans to explain PBGC’s
guarantees and the processing of their plans.

For premium payers and their advisors:
• We revised our premium compliance program to reduce the administrative bur-

den on those we audit, and we reduced late payment penalties for plans that correct
underpayments before PBGC issues a written notice.

• We exempted small plans from reporting to PBGC on quarterly pension con-
tributions.

• I established a ‘‘virtual town hall’’ through the Internet to communicate with
premium payers and pension professionals.
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PROMOTING DEFINED BENEFIT PLANS

My third priority is, working with the Departments of Treasury and Labor and
others in the Administration, promoting defined benefit pension coverage for Amer-
ican workers.

Today too many American workers, including the huge cohort of baby boomers
who are edging ever closer to retirement, have either no retirement savings or inad-
equate savings. Some have very few years left in which to save. The statistics are
worrisome:

• About 50 million Americans—or nearly 50 percent of the private sector work-
force—are not covered by an employer-provided retirement plan.

• Only 20 percent of small business workers are covered by a retirement plan.
• Many workers are not saving enough at a young enough age to fund their re-

tirements adequately.
• Low wage workers often have the most difficult time setting aside savings.

Many workers have difficulty grappling with investment decisions.
Defined benefit plans offer a solution for many of these problems. But defined

benefit plans in small and medium-sized employers have decreased substantially.
Millions of small business employees have no employment-based way to provide

for their retirement. Only 20 percent of workers in firms with fewer than 100 em-
ployees have pension coverage, as opposed to 62 percent of workers in firms with
100 or more employees.

As you, Madam Chairman, pointed out last May when you, along with Congress-
men Fawell and Pomeroy, introduced SAFE (H.R. 1656, the Secure Assets for Em-
ployees Plan Act of 1997), the low level of pension coverage for workers in small
business ‘‘is particularly troubling given that small business provides most of the
new jobs in today’s workforce...Small business needs a defined benefit retirement
plan that is easy to administer...’’

In 1996, the Administration and Congress worked on a bi-partisan basis to create
the SIMPLE, a 401(k)-type of plan for small business. I hope we can work together
again to give those same small businesses an additional option—a defined benefit
plan tailored to their needs.

DEFINED BENEFIT PLAN ADVANTAGES—WORKERS

Defined benefit plans have many advantages for workers and for employers. For
workers, they provide a predictable, guaranteed, lifetime pension for the worker and
often for the worker’s spouse.

By predictable I mean:
• Benefits at retirement are predictable.
• Benefits are not subject to the ups and downs of the stock and bond markets.
• Benefits at retirement are not dependent on the amount a worker contributes

to the plan.

By secure I mean:
• PBGC guarantees to pay most—often all—of the benefit if the plan cannot af-

ford to pay for the benefits when the employer goes out of business.
• Older workers approaching retirement can earn a meaningful retirement bene-

fit.

By lifetime I mean:
• The retiree is entitled to a monthly benefit for life no matter how long he or

she lives.
• The retiree’s surviving spouse is also entitled to a monthly benefit for life unless

both have elected otherwise.

DEFINED BENEFIT PLAN ADVANTAGES—EMPLOYERS

Sometimes we forget the worth of defined benefit plans for employers:
• They promote company loyalty and help retain valuable workers;
• While the employer bears the investment risks for the plan, favorable invest-

ment returns and economic conditions, such as we are experiencing now, reduce em-
ployer costs and make it possible to increase worker benefits at nominal cost; and

• An employer can provide meaningful retirement benefits for workers, even older
workers for whom the employer did not previously offer a retirement plan.



27

SMALL EMPLOYER DEFINED BENEFIT PLAN

Many small business owners are baby boomers not far from retirement age. Often
their businesses have only recently matured enough to be able to support a pension
plan. If the owner and his or her workers have not been covered by an adequate
retirement plan, it may now be too late to build meaningful retirement savings
through a defined contribution plan. A defined benefit plan can allow a small busi-
ness to provide meaningful retirement benefits for its older workers, something dif-
ficult to do with only a SIMPLE or 401(k) plan.

An important first step in expanding the number of defined benefit plans is to
enact legislation creating a simplified defined benefit plan for small businesses as
you, Madam Chairman, the President, and other Members of Congress have pro-
posed. These proposals combine some of the best features of both defined benefit and
defined contribution plans. The proposals remove some of the major obstacles to
small business defined benefit plans.

• Funding contributions would be more predictable—the employer would contrib-
ute an amount each year expected to fund the retirement benefit earned that year.

• Administrative costs would be lowered by reducing complexity and permitting
simpler reporting.

• Benefits would be more understandable to the workers.
Your SAFE and the President’s SMART are similar in many respects, and their

goals are the same—to create a simple small employer defined benefit plan. Both
SAFE and SMART:

• Give older workers the chance to earn a meaningful benefit even if they were
not previously covered by a plan.

• Provide benefits to low-wage workers who would have difficulty making con-
tributions.

• Cover all workers with two years of service and $5,000 or more in compensa-
tion.

• Provide that employee benefits are 100% vested at all times.
• Can provide all workers the opportunity to earn greater benefits if investment

returns exceed expectations, an especially attractive feature for younger workers.
• Are portable.
As Executive Director of the PBGC, I would like to mention three aspects of the

President’s proposal that are especially important. First, SMART would provide for
a fairer distribution of benefits between owners and moderate and lower-income
workers. For example, SMART would limit the maximum compensation that may
be taken into account in determining an individual’s benefit for a year to $100,000
(indexed for inflation). Second, SMART would be a true defined benefit plan. It
would provide a lifetime annuity for the participant and spouse. Third, SMART
would provide workers with the same protections as other workers in defined benefit
plans—a PBGC guarantee.

The funding requirements of the SAFE and SMART substantially reduce the risk
of loss to the worker; however, there are still a number of circumstances that could
result in a loss, such as an employer not making the required contribution. These
plans should be insured by the PBGC. Since ERISA’s enactment in 1974, America’s
workers have come to expect a PBGC guarantee and to rely on the PBGC when
their plans fail.

PBGC cannot guarantee these plans without an insurance premium. However, be-
cause these plans, by their design, may pose less risk, PBGC proposes that they pay
a substantially reduced premium.

We look forward to working with you on a bi-partisan basis as we did in enacting
RPA in 1994 and the SIMPLE in 1996. Let’s give small business a simpler defined
benefit plan before this Congress adjourns.

I thank you again for allowing me the opportunity to testify before you this after-
noon. I will be happy to answer any questions you may have.

f

Mr. PORTMAN. Mr. Coyne.
Mr. COYNE. Mr. Chairman, Richard Neal, a Member of the Sub-

committee, asks that his statement be included in the record.
Mr. PORTMAN. Without objection.
Mr. COYNE. Thank you.
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Mr. PORTMAN. Without objection, the opening statement is in-
cluded in the record. Are there any other opening statements peo-
ple would like to submit for the record?

[The opening statements follow:]

Opening Statement of Hon. Richard E. Neal, a Representative in Congress
from the State of Massachusetts

First of all, I would like to thank Chairwoman Johnson and Representative Coyne
for holding this very timely hearing. I think pensions are an extremely important
issue and an issue Congress should be able to address this year.

I believe in the concept that retirement is based on a three-legged stool which con-
sists of personal savings, Social Security and pensions. Forty percent of retirement
income comes from Social Security. Nineteen percent comes from pensions and the
rest comes from savings. Last session of Congress, we addressed personal savings
by expanding individual retirement accounts (IRAs). Congressman Thomas and I
worked toward this expansion which was included in the Taxpayer Relief Act of
1997.

Lately, Social Security has received much attention and I think this is an issue
we need to address. I fully endorse the approach that President Clinton is taking.
It is a very simple concept—to put Social Security first. Recently, Congressman Ran-
gel introduced legislation which would reserve any budgetary surplus for Social Se-
curity. On March 4, the Congressional Budget Office announced that by the end of
this year, we will have a budget surplus of $8 billion. This surplus should be used
to reduce the debt.

In the near future, we need to address Social Security, but in the immediate fu-
ture Congress should take action to improve our current pension system. We should
make it easier for employers to offer pensions. Pensions should provide for more
than 19 percent of savings. We need to make individuals more responsible for their
retirement.

Our society has changed and no where are these changes more evident than in
the workplace. It is now more common for individuals to change jobs than to stay
with one firm for an entire career. This makes it extremely important for us to ad-
dress pensions and especially the issue of portability. Changing jobs should not
drastically affect one’s pension.

Millions of Americans have no access to retirement plans. Only half of full-time,
private sector workers participate in an employer-sponsored pension plan. This re-
sults in 51 million American workers with no pension plan. Pension coverage has
only increased to 50 percent in 1993 from 48 percent in 1983.

Small businesses are less likely to have pensions than large businesses. While
only thirty percent of firms that employ between 25 and 49 employees have pen-
sions, seventy-three percent of firms that employ over 1000 employees have pen-
sions. Only 8% of Americans making below $10,000 per year have pension coverage.
Fewer women receive pensions than men. The percentage of the workforce covered
by a pension has stagnated in the last 20 years. Many firms cite complexity and
start-up costs as major reasons for not offering pensions.

Portability is important to improving our pension system. Five million people with
pension coverage change jobs every year. Many workers lose out on their pension
because they leave their jobs before their pension vests.

President Clinton’s budget included comprehensive pension proposals. The propos-
als are aimed at making it easier for employers to offer pensions and for employees
to retain pensions when switching jobs. The President’s proposals are targeted to
promoting pension plans among small businesses. These proposals build on past ef-
forts of the President and Congress to simplify pensions. The President’s measures
would boost private pensions and individual retirement savings.

In the near future, I will be introducing the President’s pension proposals in the
form of legislation. This legislation will enhance workers’ ability to contribute to an
IRA by payroll deduction. The bill will provide a tax credit for small businesses with
fewer than 100 employees for the start-up costs of a pension plan.

The legislation creates new simplified defined benefit pension plans for small
businesses with fewer than 100 employees called the SMART plan. The SMART
plan is a broad based approach that provides participants with a guaranteed mini-
mum annual benefit upon retirement. An employee’s benefit would be 100 percent
vested at all times. The bill allows for faster vesting of employer matching contribu-
tions to defined contribution plans. Vesting for the employer match would occur at
three years instead of five years. This should help with portability.
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The bill will also include the expansion of right-to-know provisions for workers
and spouses and simplification proposals. These proposals will help reduce the paper
work associated with pensions.

The above described legislation is targeted to improve pensions in the areas where
I believe the most improvement is needed—coverage for small businesses and port-
ability. Now is the time for Congress to act. We cannot over look the statistics. We
are beginning to face what has been commonly referred to as the ‘‘graying of Amer-
ica.’’ Within thirty years, one out of every five Americans will be over age sixty-five.
In thirteen years, the baby boomers will begin turning sixty-five. The baby boomer
generation consists of 76 million members and will result in Social Security bene-
ficiaries doubling by the year 2040.

We need to take action now to make retirement more secure. I see no reason that
would prohibit Congress from passing legislation to improve our pension system.
The way I look at the three legged stool of retirement is that the pension leg is
wobbly. We can make that leg carry its weight by enacting pension proposals based
on those included in President Clinton’s budget. All three legs of the retirement
stool need to be strong.

I look forward to working with this Subcommittee and the full Committee on
making it easier for both employers and employees to have pensions.

f
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Opening Statement of Hon. Gerald D. Kleczka, a Representative in
Congress from the State of Wisconsin
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Mr. PORTMAN. Mr. Strauss, thank you very much for your testi-
mony, and we appreciate your comments, particularly on some of
the legislative proposals that are before us. On SAFE versus
SMART, just one simple question. Do you think we can reconcile
the differences between these two, or should we be looking at two
separate defined benefit plans and moving forward and offering,
therefore, more options?

Mr. STRAUSS. I think that they serve different purposes and work
well in combination with each other.



33

Mr. PORTMAN. So you’re suggesting that perhaps this Sub-
committee look at enacting both proposals—pushing both proposals
forward?

Mr. STRAUSS. I’m sorry. We’re talking about SAFE and SMART
rather than SIMPLE and this defined benefit concept?

Mr. PORTMAN. Right. I’m talking here about the administration’s
proposal, which is the SMART plan, and Chairwoman Johnson’s
proposal, which is the SAFE plan.

Mr. STRAUSS. I think that since the SAFE and SMART plans
contain many of the same features that it should be easy to work
out our differences.

Mr. PORTMAN. We should give directives on them.
Mr. STRAUSS. Yes, sir.
Mr. PORTMAN. That certainly would be my hope, and then we

would have one—one—vehicle for smaller businesses on the defined
benefit side and one on the defined contribution plan, the SIMPLE
plan.

Does it make sense, my second question would be, to reconcile
some of the differences between the SIMPLE plan and the SAFE
plan or the SAFE/SMART plan? As I read the SAFE plan, it seems
to have many of the same criteria, which I like. Many of the same
definitions, which I think is very helpful. But do you think that
there is a need to try to present one single, coherent pension vehi-
cle, or should we be providing these two separate options?

Mr. STRAUSS. Again, the differences between SIMPLE and the
SAFE/SMART proposal—I think that the SIMPLE and the defined
benefit proposal serve different purposes. And for older workers—
like my father, for example—there is not enough of a window for
them to save enough, early enough——

Mr. PORTMAN. Under the SIMPLE plan.
Mr. STRAUSS [continuing]. To guarantee them a set benefit for

life. And so I think that these vehicles serve different purposes, but
I think they work well in combination.

Mr. PORTMAN. But you would hope that a smaller business would
be able to offer both of these options and some workers would want
to pick up both?

Mr. STRAUSS. What we’re trying to do here is to provide the op-
tion for those small businesses who are looking for more choices to
have the option to provide a true defined benefit plan if that’s
something that they think works for their workers.

Mr. PORTMAN. In your statement, you said that you thought that
these small business plans should be insured through the PBGC
and you said that the premium might be less because you thought
that they might offer less risk. I would say that there is less risk
in these plans certainly, and I wondered if you could give us a
sense of what the premium might be?

Mr. STRAUSS. I’ve recommended $5 for the premium.
Mr. PORTMAN. Five dollars versus roughly $19?
Mr. STRAUSS. Nineteen dollars, which is the flat rate premium

for the single employer plan.
Mr. PORTMAN. One other general question I have, then I want to

get to my colleagues. Maybe we’ll have time to come back and talk
about some other issues. But on the issue of PBGC generally, in
your testimony you didn’t address the issue of premiums directly.
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You do have a surplus. I want to commend you for that, and I
guess we should commend our economy for that. And it is on a
sound financial basis. The question is, when you have a surplus,
how much of a cushion is necessary for what you described in your
testimony as an economic downturn that might occur. What’s your
present thinking of how much of a surplus the agency should main-
tain before we begin to look at the issue of premium discounts or
premium reductions?

Mr. STRAUSS. I think it’s important to point out, at the outset
here, that we’ve only been operating in the black for 2 years out
of the 24 years that we’ve been in existence.

Mr. PORTMAN. You’ve done better than the Congress. We spent
almost 30 years trying, and haven’t gotten there yet. But go ahead.

Mr. STRAUSS. And I think that, in order to determine how much
of a cushion is enough, it requires us to look at all of those factors
that influence our bottom line. So premium levels would be one fac-
tor. Our investment strategy would be a factor. The interest rates
that we use to evaluate the liabilities of the plans that we insure
is another factor. And so, we’re just at the beginning of that proc-
ess right now. But I don’t think that a 2-year snapshot is an ade-
quate basis on which to make long-term decisions about the appro-
priate premium level. And I think that we need to be prepared in
the event of a downturn. When we look at this 2-year snapshot,
we’re looking at very ideal conditions. The economy is doing very
well. Our PBGC investments are doing very well. There have been
very few large plans that have terminated. And I think that we
just need a longer horizon on which to base a judgment about ad-
justing premium levels. I don’t think that every time there’s a
slight change, there should be an adjustment in the premium lev-
els.

Mr. PORTMAN. Let me push you just a little further on that. Can
you give us a sense of whether that’s 5 or 10 years, and or what
the surplus level might be as a percentage perhaps?

Mr. STRAUSS. I think that there’s one other point that I should
make with respect to premium levels. Because of the provisions in
RPA, from 1994, with the stricter funding provisions, the variable
rate premium stream is already coming down. And in the year
2000, when the variable rate premium is based 100 percent of the
30-year Treasury rate, it will roughly cut the variable rate pre-
mium in half. So a premium reduction is already occurring. Also
with respect to the flat rate premium—the flat rate premium was
set at $19 in 1981—or 1991, I should say. And so, if you just look
at the impact of inflation on that, there’s been a 15- or 20-percent
reduction there. So, I think that all of those factors will need to be
considered, and we have more sophisticated models that we’re de-
veloping now to help us in this respect. And if I come back next
year, I can give you much better answers to this question.

Mr. PORTMAN. I will push no further. Mr. Coyne.
Mr. COYNE. Thank you, Mr. Chairman.
Director, I wonder if you could touch on what the biggest chal-

lenges facing you and the Pension Benefit Guaranty Corporation is
today?

Mr. STRAUSS. I think that the biggest challenge is to make sure
that we have an adequate cushion to protect the agency in the



35

event of an economic downturn. That is, as I indicated, when you
look at our history, we’ve only been in the black for 2 years out of
24 years. And that in order for the plan sponsors and the partici-
pants whose benefits we insure to have confidence in the system,
I think that it’s important that we maintain an adequate cushion
to protect the agency in the event of an economic downturn. If an
economic downturn occurs, there will be significantly more plans
terminating and the PBGC assets will be worth less. And so, that’s
the eventuality that I think we need to be prepared for, and I think
that that’s our biggest challenge.

Mr. COYNE. I wonder if you could try to give us some idea of why
employers are beginning to steer away from defined benefit pension
plans and instead setting up defined contribution plans?

Mr. STRAUSS. I think that the reasons that the employers are
steering away from defined benefit plans are basically three.

They’re concerned about the complexity of those plans. They’re
concerned about the high administrative costs, and they’re con-
cerned about unpredictable funding levels. And I think that all of
those issues are addressed by the SAFE/SMART vehicles that this
Subcommittee is considering.

Mr. COYNE. What did PBGC do administratively to get the agen-
cy off the Federal Government’s high-risk list?

Mr. STRAUSS. Well, I think that when you look at the improve-
ment in our financial condition that it’s basically threefold. I think
the reforms that were passed in 1994—that provide for stricter
funding limits, the participant notification provisions, taking the
cap off the variable rate premium—are one set of factors that have
had a positive impact on our bottom line. We’ve also done enor-
mously well off of our trust fund investments. That’s had a positive
effect on our bottom line. And I think that those have been the
major factors—that coupled with the improvement in the economy
overall—that result in our condition being vastly improved.

Mr. COYNE. Thank you very much.
Mr. PORTMAN. Mr. English.
Mr. ENGLISH. Thank you, Mr. Chairman. And I’d like to say, Mr.

Strauss, we appreciate your being here. I have a couple of specific
questions that I wanted to vent with you to improve my under-
standing.

First, in your view, what is the likely level of risk for a defined
benefit plan maintained by a small versus a large business?

Mr. STRAUSS. Well, I think, when we look at the vehicles that the
Subcommittee is considering here, that because of the particular
design of these plans the risk would be very small. And so, it’s a
design that’s not very risky, and there are small amounts of money
involved here. So the combination poses very little risk to the
PBGC.

Mr. ENGLISH. With regard to the SMART plan, I think that other
witnesses today intend to take issue with limitations on compensa-
tion for determining an individuals annual benefit, which I think
is established in that proposal at $100,000. Why do you consider
this to be an important positive attribute of the President’s plan,
if you do?

Mr. STRAUSS. Well, in developing our plan, we attempted to tar-
get that part of small business where the coverage was the poorest,
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and the costs were the highest. And so that was our primary focus.
But, I would be happy to look into any issues that you would like
to raise in this respect.

Mr. ENGLISH. Well, I hope you’ll have an opportunity to review
some of the other testimony that’s coming before us today, because
I think some of it speaks directly to that. My final question: You
indicated in your testimony that with the SMART plan the small
business participating may have to contribute extra funds if the
participant chooses an annuity form of benefit in the SMART
Trust. The SAFE plan, as I recall, does not include such a provision
because of concerns that this possible additional liability might dis-
courage small businesses from participating under the terms of this
plan. A small business has limited purchasing power when buying
an individual annuity contract. If we followed the SMART plan ap-
proach here, would the PBGC be willing to consider developing
methods by which small businesses adopting the plan could pur-
chase annuities which would be more competitively priced?

Mr. STRAUSS. I’m aware of the issue that you raise, and it’s
something that we’re looking into and that we’re attempting to ad-
dress. Yes, sir.

Mr. ENGLISH. Thank you. Well, in that case, we’ll look forward
to the end result of your efforts.

Mr. Chairman, I appreciate the chance, and I’ll yield back the
balance of my time.

Mr. PORTMAN. Thank you, Mr. English.
Mr. Kleczka.
Mr. KLECZKA. Thank you, Mr. Chairman.
Mr. Strauss, how large is the surplus that you’re talking about

today, in dollars and cents?
Mr. STRAUSS. One week from Monday we will release our annual

report for last year, and that will give you an accurate number
with respect to our surplus. It’s going to be released 1 week from
Monday.

Mr. KLECZKA. OK, what is the ballpark on that number coming
out?

Mr. STRAUSS. I think that, while the auditors and the lawyers
are going over the number, the best answer that I can give you is
that clearly it’s going to be a positive number, and we can release
the exact number 1 week from Monday.

Mr. KLECZKA. OK, now this is your second year of a surplus?
Mr. STRAUSS. And this will be our second year of a surplus, yes,

sir.
Mr. KLECZKA. What was the surplus last year?
Mr. STRAUSS. Sorry.
Mr. KLECZKA. What was the surplus last year?
Mr. STRAUSS. $869 million.
Mr. KLECZKA. OK, and you assume that we’re going to have an-

other surplus this year?
Mr. STRAUSS. Yes, sir, it will be a larger number, I can assure

you of that.
Mr. KLECZKA. That was my next question.
Mr. STRAUSS. Thank you.
Mr. KLECZKA. OK, so it would be more than $869 million or

would it be lower than that amount?
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Mr. STRAUSS. No.
Mr. KLECZKA. OK, that’s clearly good news because we’ve been

working with PBGC for years. Every time you’ve appeared before
the Subcommittee—or your predecessors—it was always to indicate
the bad news and this Subcommittee had to either adjust the pre-
mium or do other things to make the fund solvent.

Are we still experiencing problems with the big four industries
in this country, that is, steel, airlines, tire rubber, and auto? Are
we still seeing underfunding in those segments of our economy?

Mr. STRAUSS. Yes. Generally, the answer is yes.
Mr. KLECZKA. So, if in fact, we would see a downturn in the econ-

omy of any prolonged degree, we would probably see problems in
those four areas; thus, that surplus would be gone in a short while,
as I understand it. Is that not somewhat accurate?

Mr. STRAUSS. It’s entirely possible. And so when you look at the
surplus in terms of our large plans that have terminated histori-
cally, the surplus would equal three or four of the large terminated
plans.

Mr. KLECZKA. OK. So before we start talking about reducing pre-
miums, let’s just hold on and see what happens to the economy on
a longer basis, knowing very well that there are still a lot of large
plans that are underfunded. And actually, the large plans tend to
be the problem plans, not the small business plans like my friend
Congressman English talks about. Small business plans usually do
not pose a big liability problem even though they might have some
problems. Is that somewhat accurate?

Mr. STRAUSS. Yes. It is.
Mr. KLECZKA. OK, let me ask you, in the past you produced a

list of 50 major corporations in the country who had severely un-
derfunded pension plans. Do you not publish that list anymore?

Mr. STRAUSS. We did away with the top 50 list because we were
singling out companies that were meeting all the legal require-
ments that did not necessarily pose any risk to the participants in
their plans or to the insurance program. I think that here’s an ex-
ample of where the new tools that we were given in the 1994 law
are working. So the stricter funding limits, the participant notifica-
tions, which I know that you’re very familiar with, where there is
a very high threshold. If a plan is less than 90-percent funded,
then the plan sponsor has to inform every single participant. When
you look at the plans that we’ve taken in historically at the PBGC,
only 2 percent of them have been funded more than 75 percent. So
this is a very high level—a very high threshold—at which partici-
pants are notified. And so I think that because of this better tool,
it made the top 50 list less necessary.

Mr. KLECZKA. But publishing the top 50 list did not mean that
these 50 major employers of the country were deficient in their
payments or whatever. It’s just that the plan was underfunded.
And I think the 1994 law, as you indicated, helped promote more—
or a better—level of funding of plans.

Now part of that law, as you indicated—and let me just ask you
to expand—was a notification to employees who have a definite
part in this whole program and that notice was to provide an
English—simple English—explanation to employees that their plan
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was somewhat underfunded. Is that being accomplished and what
is the result of that?

Mr. STRAUSS. It’s being accomplished. It’s working well. Many of
the plans are using the model notice that we provided. There have
been a significant number of cases where plans have funded up to
the 90-percent level so they don’t have to send out the notice. And
so, we know that that’s working very well. We continue to monitor
it and think it’s a great success story.

Mr. KLECZKA. I think it’s an important part of that law because
at least it gives the employee the heads up that there could be a
problem. Prior to that law change, the only time they received no-
tice of a problem with their plan is when they received a notice
from the PBGC indicating that you were taking over the pension
plan.

One last question, Mr. Chairman, if I might. Even though your
agency has no responsibility over retiree health plans or retiree
benefits in the life insurance area, there was some thought on the
part of this Member of Congress to expand at least the health area
because of a problem we had in Milwaukee with the Pabst Brewing
Company. More recent, many of us are receiving letters and calls
from Sears’ former employees because Sears is planning on reduc-
ing dramatically the life insurance benefit that they had promised
to their employees. Now, it’s not a responsibility of yours; but nev-
ertheless, is there any problem with the funding or the balances in
the Sears retirement program, so these retirees might receive an-
other notice from you or from Sears that there’s now a problem
with the retirement benefit?

Mr. STRAUSS. I’ll be happy to check that for you and get back to
you on that.

Mr. KLECZKA. OK, I’d appreciate that because we are receiving
letters from constituents.

[The following was subsequently received:]
Funding Level of the Sears Retirement Plan

The principal defined benefit retirement plan of the Sears, Roebuck Co., as of Jan-
uary 1, 1996, the latest available data, was 80 percent funded. The plan had $1.8
billion in assets and $2.2 billion in liabilities. The plan was then paying benefits
to 32,000 retirees. It had 154,000 active participants and another 41,000 vested par-
ticipants who were no longer employed by the company.

f

Mr. KLECZKA. Thank you, Mr. Chairman, for your indulgence.
Mr. PORTMAN. Mr. Tanner.
Mr. TANNER. Thank you very much, Mr. Chairman.
Mr. Strauss, thank you for being here. I read with great interest

your statement. I only have one question. You talk about the fact
that only 20 percent of workers within firms with fewer than 100
employees have some sort of pension coverage. You talk about the
SAFE and SMART plans and go on to say that ‘‘PBGC cannot
guarantee these plans without insurance premium; however, be-
cause these plans, by their design, may pose less risk, we propose
that they pay a substantially reduced premium.’’ Could you expand
on that idea, please?

Mr. STRAUSS. I think that, with respect to the PBGC premium—
from some of the discussions that I’ve had with the pension profes-
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sionals who would actually be marketing these plans, they feel that
having a plan that’s insured by the government will make it more
marketable. And as long as we can keep the premium modest, the
PBGC insurance would actually add value to them and make it
easier to sell these things.

Mr. TANNER. You haven’t fleshed that out. It’s just that the mar-
keting aspect of it is the driving force?

Mr. STRAUSS. Well, what we’ve tried to do is to work with the
practitioners who are actually going to be selling these things, to
get a sense from them what sort of vehicle makes sense. And I can
recall a discussion that I had with one benefits consultant where
he said that the typical small business that would be interested in
something like this was a small business that has matured to some
extent, where the owner of the business has a corps of longtime,
loyal employees and that we have to create incentives for that
owner and for that corps of longtime employees to get them to
think about offering this sort of defined benefit pension plan.

The advantage of creating those incentives and getting them to
consider a plan like this, as I indicated earlier—I was talking about
the situation of my father who, very late in life, got a job when he
was working as a janitor that was covered by a defined benefit pen-
sion plan where, because of that, he now has a small amount of
guaranteed income that he can look forward to for the rest of his
life. And so, what we’re trying to do here is to create incentives for
the average small business owner who makes about $55,000 a year
to offer the sort of defined benefit plan that will benefit him, the
corps of workers who’ve been with them for a long time, but also
the low-paid workers like my father.

Mr. TANNER. OK. I follow, you.
Thank you, Mr. Chairman.
Mr. PORTMAN. Thank you.
Mr. Strauss, just a couple of followup questions. First, to your

line of questions with Mr. Tanner. It seems to me that it would
make sense for the SAFE plan—for the SAFE/SMART plan, how-
ever it comes out—I wonder if there’s a way that we can combine
those two acronyms to track as closely as possible the outlines of
the SIMPLE plan. And I think it’s fair to say that the SIMPLE
plan has caught on. It’s being explored, certainly by a lot of small
businesses in my district. I know it’s selling like hot cakes. But one
of the things I noticed, as I looked today at the testimony, is that
whereas, the SAFE plan, again, tries to follow the criteria and the
definitions as closely as possible and also the compensation levels
as closely as possible, the SMART plan imposes some lower limits.
In particular, under SAFE, the annual compensation which can be
considered under the plan is the same as it is under SIMPLE—
$160,000. And SMART has a lower limit. I assume that’s targeted
more toward folks who really need it and people at the low-income
levels. Do you think that that lower limit is going to discourage
some adoption of the plan and shouldn’t we be, as I stipulated ear-
lier, trying to keep this as simple as possible so that the two plans
have as much as possible the same criteria?

Mr. STRAUSS. We certainly agree about the need to keep it as
simple as possible and make it as easy to administer as possible.
Regarding the pension professionals that we deal with, the signifi-
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cant issues that they raised are that they are concerned about com-
plexity of these programs, and they’re concerned about the steep
administrative costs. And so, that’s clearly what we’re trying to ad-
dress here, and to do it in a way that the net result is a predict-
able, secure benefit for life. And so, those are the objectives that
we’re working toward.

What we focused on here is that part of small business where the
coverage is the lowest, where the costs were the highest. We’re
willing to expand that dialog with you.

Mr. PORTMAN. All right. So there’s some flexibility there, and we
have the same goal in mind which is to keep it as identical as pos-
sible to the other criteria.

Jumping to another issue quickly—multiemployer plans. I know
you’ve got a lot of different areas that you have to look into, and
this is one of them. I think there are about 2,000 multiemployer
plans out there that are under your purview. And about 50 or so
that are underfunded.

Having heard about this from my district where we’ve got one of
these underfunded plans—their concern is that plan trustees are
granting benefit increases in these plans even though they again
are chronically underfunded and increasing the liability even
though there is no control over the situation by the employer. Is
there a way to address this? Maybe by designing a solution that
only affects the underfunded plans? Making sure a plan is ade-
quately funded before there are new benefit increases? Have you
focused on this area? Do you have any suggestions as to how to ad-
dress the problem?

Mr. STRAUSS. I haven’t focused on this area. I can tell you that
overall the system is sound—we’re required by law to do a 5-year
study. That in the last 5-year study, the funding level of these
plans overall was shown to be improving, that out of these 2,000
plans, we’ve only taken in—I think—19 in our entire history.
Under this program, unlike the single employer program, we’ve
been reporting a surplus since 1981.

Mr. PORTMAN. Right.
Mr. STRAUSS. And so I’d be happy to look into your specific ques-

tions and get you the answers.
Mr. PORTMAN. OK. Mr. Kleczka, do you have any additional

questions?
Mr. KLECZKA. Yes, Mr. Chairman. Thank you very much. Mr.

Strauss, one of the ideas I had and wanted to share and get your
reaction was to expand the area of responsibility for the Pension
Guaranty Corporation and either change the name to reflect Pen-
sion and Benefit Guaranty Corporation or Pension and Healthcare
Benefit Guaranty Corporation I’m thinking now of a situation in
my district with the Pabst Brewing Company, wherein they prom-
ised early retirees and regular retirees healthcare benefits. Then 1
day, with no notice to its retirees, Pabst Company was no longer
going to provide benefits to its retirees. These people were left high
and dry. For the ones who were over 65, we did pass legislation in
the last budget bill which waived the penalty for these folks getting
into Medicare. Prior to that, there would have been a financial pen-
alty for those folks. But for other employees, especially those in
their fifties, there was no place to go except to the private market,
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and if there were any preexisting conditions, these employees were
faced with a very, very high premium.

Now for companies that offer and give health care benefits, I
would like to get your thoughts on the possibility to provide a simi-
lar system like we do for the pensions where there would be a
small premium paid into your agency to cover those employees who
would lose their health benefits which were part of their retirement
plan. Knowing full well that a pension is very, very important in
your later years, but so is health care coverage. If you made your
retirement decisions based on the probability or the guarantee that
your employer is going to offer them and suddenly its taken
away—you’re in some difficult straits.

So the question is, what would be your reaction to expanding the
PBGC to include not only pensions but also benefits that were
guaranteed and provided by the employer, like health?

Mr. STRAUSS. As tempted as I am to expand my mandate here
a little bit this afternoon, I’ll be happy to look into those issues for
you and get back to you. I’m aware of your concerns and we can
look into them.

Mr. KLECZKA. What would be your reaction to having this addi-
tional responsibility?

Mr. STRAUSS. I think that there’s an agency within the Depart-
ment of Labor—the Pension Welfare Benefits Administration—that
has primary jurisdiction in this area——

Mr. KLECZKA. Well, in the situation with the Pabst Brewing
Company went to them and they had no authority over the situa-
tion either. So that clearly is not the backup agency to protect em-
ployees’ benefits.

Mr. STRAUSS. I’ll be happy to look into this some more and get
back to you on it.

Mr. KLECZKA. Thank you.
[The following was subsequently received:]
The Administration is very concerned about the plight of retirees when an em-

ployer drops their health insurance coverage. The termination of health benefits can
be especially serious for pre-Medicare eligible retirees who may find it impossible
to obtain affordable coverage elsewhere. However, we do not believe the answer to
this problem is for the Pension Benefit Guaranty Corporation to insure retiree
health benefits.

In the absence of comprehensive health reform, a federal guarantee of retiree
health benefits is not practical and would potentially create an open-ended liability
for the United States Government. Retiree health benefits are very different from
defined benefit pension plans. Unlike defined benefit pension plans, it is very dif-
ficult to accurately determine present value of benefits in a particular case. Retiree
health benefits are typically not funded in advance, not vested, and are often ter-
minable at the discretion of the plan sponsor. The benefit terms can also differ wide-
ly, with differing employee contribution levels, co-payments, and other benefit and
treatment provisions. The potential liability associated with these benefits can vary
widely depending on the terms of the plan, and assumptions of health costs and
technology growth.

Providing a Federally guaranteed retiree health benefit program in the absence
of more comprehensive plan standards could actually encourage termination of these
health plans. It would subsidize employers who break their promise by taking over
their benefit payments for them. The PBGC guarantees payment of promised pen-
sion benefits when employers in financial distress are unable to fulfill those prom-
ises.

The Administration believes employers must clearly state the terms of their re-
tiree health benefit promise, and be held accountable to that promise. Too often, em-
ployers have been able to cut retiree health benefits under fine-print technicalities
or disclaimers in their plan documents, even though they are contrary to assurances
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of coverage they have made to their employees and retirees. The Administration has
aggressively intervened in litigation in these cases by filing amicus briefs supporting
the rights of retirees to be heard and for preserving the health benefits of retirees
involved.

A more practical and less disruptive approach than a Federal guarantee is to pro-
vide retirees the opportunity to obtain affordable health coverage, especially where
their benefits have been terminated. The Administration has recently proposed leg-
islation to require that retirees age 55 or older whose benefits are terminated be
allowed to buy into their former employers’ plans for active employees at a price
not greater than 125% of the average cost for the group. The legislation would offer
retirees who lose benefits access to affordable coverage until they become eligible
for Medicare. It would also limit employers’ ability to walk away from their obliga-
tions to their retirees.

f

Mr. PORTMAN. Other questions.
[No response.]
Mr. PORTMAN. Mr. Strauss, thank you very much. We’d look for-

ward to working with you on ‘‘SIMPLE,’’ ‘‘SAFE,’’ and ‘‘SMART,’’
and other ways to expand retirement savings opportunities. We’d
like to call our next panel now. Mr. Strauss, thank you very much
for your testimony this afternoon.

Our next panel consists of a number of experts in the pension
area. Ron Merolli, who’s director of Pension Legislative and Tech-
nical Services, National Life Insurance Co., Montpelier, Vermont.
He’s here on behalf of the American Council of Life Insurance.
Gregory Moore, deputy director of the Pension Rights Center.
James V. Leonard, vice chairman, Engineering Employment Bene-
fits Committee, on behalf of the Institute of Electrical and Elec-
tronics Engineers of the United States. Gail S. Shaffer, who’s exec-
utive director of Business and Professional Women/USA. Michael
E. Callahan, who’s president of PenTec, Inc., Cheshire, Connecti-
cut, on behalf of the American Society of Pension Actuaries. Greg-
ory J. Fradette, Sr., the agency principal of the Greg Fradette
Agency, Inc., of Bristol, Connecticut.

Are you all situated? Mr. Merolli, we’d like to start with you this
afternoon, if we could. Your full statements can be made part of the
record. We ask you to summarize your oral remarks in 5 minutes.
So you’ll see the green light come on and then moving to the or-
ange and finally to the red after 5 minutes. We ask you to keep
your formal presentation to those 5 minutes, but would be happy
to add anything else to the record. Mr. Merolli.

STATEMENT OF RON E. MEROLLI, DIRECTOR, PENSION
LEGISLATIVE AND TECHNICAL SERVICES, NATIONAL LIFE
INSURANCE CO., MONTPELIER, VERMONT; ON BEHALF OF
AMERICAN COUNCIL OF LIFE INSURANCE

Mr. MEROLLI. Thank you, Mr. Chairman. My name is Ron
Merolli of National Life Insurance Co., Montpelier, Vermont. I’m
speaking today on behalf of the American Council of Life Insur-
ance, ACLI. ACLI is the major trade association of the life insur-
ance industry. We are very concerned with issues involving the
continued viability and expansion of our retirement system. We
would like to express our appreciation to the Subcommittee for in-
viting us to share our views and those of the other speakers on the
obstacles facing small employers who wish to establish retirement
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programs, and on a retirement program that hopefully will over-
come many of those obstacles. We have also submitted written tes-
timony for the record.

We have been involved in assisting small businesses in fulfilling
their retirement objectives for many years and fully appreciate
their obstacles. For years, the incentives for establishing retire-
ment programs have been eroded by almost annual legislation that
used our pension system to raise revenue to pay for unrelated pro-
grams. The constant burden of complex regulations and ever-
tightening restrictions in order to meet short-term revenue objec-
tives historically discouraged small business participation. As a re-
sult, plan formation, particularly in the defined benefit arena, de-
clined significantly. Small businesses often do not have the finan-
cial resources to hire high-priced consultants to design or maintain
their plans. Therefore, it’s critical that their pension expenses be
used primarily for providing retirement income.

In the last several years, the Small Business Job Protection Act
of 1996 and the Taxpayer Relief Act of 1997 brought changes that
are very favorable to individual savers and to small businesses.
We’re very happy that there is strong bipartisan support for re-
forms, particularly in a simplified, defined benefit type program for
small business owners. We are particularly interested in and sup-
port the concept contained in H.R. 1656, the Secure Assets for Em-
ployees Plan Act of 1997, the SAFE Plan, and identical legislation
contained in both S. 883 and S. 889.

SAFE will encourage small businesses to adopt defined benefit
plans. We also believe SAFE is superior to the SMART plan pro-
posal which is included in the administration’s fiscal year 1999 pro-
posed budget as we will discuss later. SAFE can be either an annu-
ity or a safe trust. The ACLI supports permitting all types of busi-
ness entities to participate in SAFEs—including corporations, non-
profits, governmental units and other unincorporated entities—
similar to how SIMPLE is handled. Under SAFE, each year the
employer contributes the amount necessary to fully fund a benefit
for any current or prior year of service that is earned by the em-
ployee in that year, provided the employee earns at least $5,000 in
compensation, whether or not the employee is working on the last
day of the year. To accomplish this, the proposal uses age 65 as the
retirement age. Current mortality and expense assumptions are
used and the funding of benefits are determined assuming a 5-
percent rate of return.

However, while we favor SAFE, we are concerned with that 5
percent guarantee. We feel there should be a reasonable range of
3 to 5 percent. If the basis for the guarantee is 5 percent, insurers
will need to make long-term investments that have yields higher
than 5 percent in today’s very low interest rate environment. If in-
terest rates drop further, 5 percent causes financial difficulties. The
trend is down and 5 percent could put insurers at long-term risk.
We are conservative investors—investing mainly in high-quality
bonds and mortgages. The interest earned on the investments is
competitive. Therefore, to guarantee an interest rate for the long
term of 5 percent—when long-term rates are currently hovering at
less than 6 percent and where they could decrease to less than 5
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percent, raises serious concerns. If rates are declining, this may
tempt insurers to take more credit risks.

A SAFE annuity is approved by each State and their primary
concern is how products impact a company’s financial bottom line.
It may be tough to get a product approved in a State with a long-
term guarantee of 5 percent. Also based on an informal survey, we
found no company that currently guarantees 5 percent. The full
guarantee should be historically sustainable which it would be at
3 percent—that’s what most companies guarantee.

What we could do though is offer 3 percent and also use products
where employees share in the investment returns of the insurer’s
general account. The SAFE annuity contract holder could do better
in years when returns are better.

We do not feel that PBGC insurance is needed for SAFEs.
SAFES are always fully funded and there’s no need for PBGC cov-
erage. We also feel that SAFE plans should be fully portable. We
are encouraged that there’s bipartisan support for a simplified de-
fined benefit plan. However, we feel that the SAFE plan is superior
to the SMART plan.

SMART, which uses a trust only, and not an annuity, specifically
excludes professional service employers. It can’t be established if
the employer maintained another defined benefit plan in the last
5 years. Matching contributions will be limited to 4 percent. It un-
necessarily requires PBGC premiums. It doesn’t allow past service
credit—which I think is very important for 50-year-old employees
who wanted to make up time to get their plans funded in time for
their retirement, it uses an unrealistic $100,000 compensation
maximum, and it has a low-benefit percentage. In addition to
SAFE, there are other proposals that we support as well—including
relaxing the top-heavy rules, repeal of the 150-percent current li-
ability funding limit—and others.

We applaud Congress and the administration for embracing the
concept of a simplified defined benefit approach and we promise to
work diligently with you to implement a workable program. Thank
you very much.

[The prepared statement follows:]
Statement of Ron E. Merolli, Director, Pension Legislative and Technical

Services, National Life Insurance Co., Montpelier, Vermont; on Behalf of
American Council of Life Insurance
My name is Ron E. Merolli. I am Director of Pension Legislative and Technical

Services for National Life Insurance Company at the Home Office in Montpelier,
Vermont. I am speaking today on behalf of the American Council of Life Insurance
(the ACLI).

The ACLI is the major trade association of the life insurance industry, represent-
ing 532 life insurance companies. These companies hold 89% of all the assets of the
United States life insurance companies and 90% of the insured pension business.
With such a large commitment to the retirement security of millions of Americans,
the insurance industry is vitally concerned with issues affecting the continued via-
bility and expansion of the nation’s private retirement system.

I would like to express our appreciation to the members of the Committee for in-
viting us to state our views on the obstacles facing small employers who wish to
establish retirement programs and on an exciting new retirement program that
hopefully will overcome many of those obstacles.

My company and other ACLI member companies have been deeply involved in as-
sisting small businesses in fulfilling their retirement objectives for many years.
Thus, we have a full appreciation of the difficulties small businesses have faced in
meeting those objectives. These small businesses have had to wade through mine-
fields of complex tax and labor laws and regulations. For many years, the incentives
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for establishing retirement programs have been eroded by almost annual legislation
that used our private pension system to raise revenue to pay for unrelated pro-
grams. Legislation was crafted not to enhance retirement security for present and
future generations, but as a way to offset non-related federal expenditures to meet
budget goals. The constant burden of complex regulation and ever tightening restric-
tions on contributions and benefits in order to meet short term revenue objectives
has historically discouraged participation by many small businesses in the private
pension system. As a result, qualified retirement plan formation, particularly in the
defined benefit arena, has declined significantly.

Qualified plans are costly for small businesses, that often do not have the finan-
cial resources to hire high priced consultants to design and maintain their plans.
The reporting, disclosure, and administrative requirements imposed by federal laws
and regulations are very complex, which often has translated into increased costs
that are too burdensome for many small employers to absorb. It is critical that the
small business owner’s pension contributions are used primarily for providing retire-
ment income to retirees and not for administering the plan.

However, with the passage of the pension and benefits provisions of the Small
Business Job Protection Act of 1996 (SBJPA96) and the Taxpayer Relief Act of 1997
(TRA97), small businesses finally had something to cheer about! The onerous family
aggregation rules and the Code section 415(e) combined plan limits were repealed,
401(k) plan testing safe harbors and other simplifications were enacted, the highly
compensated employee and compensation definitions were simplified, various report-
ing and disclosure rules were eliminated, traditional IRAs were enhanced and the
new ROTH and SIMPLE IRAs were created, to name but a few of the changes favor-
able to both individual savers and to small businesses.

Nevertheless, much work still needs to be done, and we are very encouraged that
there is strong bipartisan support for additional pension reform initiatives, includ-
ing specific initiatives for small businesses, particularly in one area where the need
is greatest. (We list other measures we believe will encourage small businesses to
adopt and maintain pension plans at the end of the testimony.) While many of the
recent enhancements have focused on ‘‘defined contribution type’’ programs such as
SIMPLE, SEPs, and various types of profit sharing plan designs, one area that still
needs addressing is the concept of a simplified ‘‘defined benefit type’’ program for
small business owners. Small business plan coverage is still woefully inadequate
and defined benefit plan coverage is still shrinking. Therefore, it’s encouraging that
both Congress and the Administration have embraced the view that what’s needed
now is a new simplified, tax favored defined benefit type retirement plan to com-
plement the already established SIMPLE defined contribution plan.

We have examined several proposed plan designs, and we are particularly inter-
ested in and support the concept contained in H.R.1656, the ‘‘Secure Assets For Em-
ployees (SAFE) Plan Act of 1997’’ and in the identical legislation contained in both
S.883 and S.889. The ACLI believes that SAFE will encourage small business em-
ployers to adopt defined benefit plans and reverse years of defined benefit plan ero-
sion. We believe the SAFE plan is superior to the Secure Money Annuity or Retire-
ment Trust (SMART) plan proposal as included in the Administration’s fiscal year
1999 proposed budget, as we will discuss later. The ACLI supports expressly permit-
ting all types of business entities to participate in SAFE plans, including corpora-
tions, S corporations, non-profits, governmental units, and unincorporated partners,
sole proprietors, and owner employees. We do have one major concern with the
SAFE proposal.

The ACLI is concerned with the requirement in H.R.1656 that a 5 percent interest
rate be used in computing the amount required to be contributed by an employer
each year under a SAFE Annuity. We believe that the legislation should provide for
a reasonable range of interest assumptions of 3 to 5 percent that can be used to
fund benefits.

If the underlying interest basis for the guaranteed retirement benefit is 5 percent,
insurers will need to make long term investments that have yields in excess of 5
percent, which is difficult in today’s low interest rate environment. Moreover, if in-
terest rates were to continue to drop in the future, the 5 percent guarantee could
cause insurers financial difficulties. Although no one can predict how interest rates
will move, it is interesting to note that the annual change of the net rate of return
on the general account assets of insurance companies over the past ten years has
been negative 2.2 percent, and for 1995–96 was negative 1.9 percent. The trend is
clearly down and the 5 percent interest rate guarantee could put insurers at consid-
erable risk for the long term.

Our industry recognizes that our annuity products are designed to provide long
term financial protection and security. We are conservative investors, investing
mainly in high quality bonds and mortgages, and the interest earned on these in-
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vestments is competitive. Therefore, to guarantee an interest rate for the long term
(5 percent), when long term rates are currently hovering at less than 6 percent and
where the very real possibility exists that they will decrease to less than 5 percent,
raises serious concerns for our industry. Moreover, a SAFE Annuity will have to be
approved by each state’s insurance commissioner, and their primary concern is how
any new product impacts a company’s financial condition. Companies may very well
have difficulty getting a product with a long term guarantee of 5 percent interest
approved in the states in which they do business. Also, based upon an informal sur-
vey of various annuity providers, we found no company that currently guarantees
a 5 percent interest rate. The floor guarantee should be at a rate which is reason-
able to believe will always be sustainable based on historical records, which is 3 per-
cent. That is the floor rate that most companies are currently guaranteeing in their
products.

If it is felt that a 3 percent guarantee is too low, the other option is to allow em-
ployers to choose a participating SAFE Annuity. Such a product could offer a 3 per-
cent guarantee and provide the employees an opportunity to share in the invest-
ment returns of the insurer’s general account, thereby assuring that the SAFE An-
nuity contractholder could do better than the guaranteed rate of return in years
when the general account returns are better.

PBGC INSURANCE

The Council agrees that PBGC insurance coverage should not be required in any
SAFE plan. A SAFE Annuity is a fully annuitized defined benefit, and consistent
with present law annuity rules, should be exempt. The cost of PBGC insurance cov-
erage is an additional expense that often makes defined benefit plans unaffordable
for many small employers.

PORTABILITY

Since each participant’s benefit is kept in a separate account, all benefits in all
SAFE plans are fully portable. Portability of pension assets is critically important.
The small business area is where many employees enter the job market, where
many new jobs are created, and where substantial turnover occurs. Ease of move-
ment for SAFE plan assets is a big plus.

SAFE AND SMART

As mentioned earlier, the Council is encouraged that there exists strong biparti-
san support for a tax favored simplified defined benefit program for small busi-
nesses. We have examined the alternative proposed by the Administration (The Se-
cure Money Annuity or Retirement Trust (SMART)), and we believe that SAFE is
the better option for the following reasons.

1. SMART specifically excludes professional service employers from establishing
a plan, prohibits an eligible employer from establishing a plan if the employer main-
tained another defined benefit plan in the last 5 years, and limits matching con-
tributions to 4% if SMART is maintained with a 401(k) plan.

These rules are counterproductive to new plan formation and will discourage par-
ticipation in plans.

2. SMART would unnecessarily require a PBGC premium for trusts (albeit less
than for other defined benefit plans. SAFE imposes no such requirement.

3. SMART does not allow for any past service credit. SAFE does and this is a very
attractive feature for small business owners.

4. SMART uses an unrealistic $100,000 compensation maximum. SAFE uses the
current law qualified plan limit of $160,000 (indexed).

5. SMART’s minimum defined benefit is only 1 or 2 percent, increasing to 3 per-
cent only during the first 5 years of the plan. SAFE’s benefit formulas are more re-
alistic.

In closing, the Council believes that SAFE is an important step towards expand-
ing retirement plans for small businesses, we believe that small plan formation will
increase if SAFE is adopted.

In addition to the SAFE proposal, we believe the following list of pension propos-
als will greatly simplify the pension rules for plan sponsors, particularly small busi-
nesses, and thus will lead to expanded pension coverage for employees.

A. Relax top-heavy rules
1. Repeal family attribution applicable to top-heavy rules
2. Employee deferrals not counted for purposes of top-heavy rules
3. Matching contributions satisfy top-heavy minimum contribution requirements



47

4. All 401(k) safe harbor plans deemed to satisfy top-heavy rules

B. Complete repeal of the 150% of current liability full funding limit

C. Allow plan loans for self-employed individuals

D. Repeal age 70 minimum distribution requirement for small business owner-
employees (5% owners)

E. Expand retirement savings by repealing 25% of compensation limit for defined
contribution plans

F. Repeal multiple-use test for 401(k) plans (the defined contribution plan version of
section 415(e))

G. Simplification of Section 404 (pension deduction rules)
1. Allow plans to use section 415 definition of compensation for deduction pur-

poses
2. Exclude employee 401(k) contributions from 15% deduction limitation
3. Repeal combined plan deduction limitation
ACLI and other trade associations that support small business hope this Commit-

tee will consider these proposals this year.
Our private pension system offers the best hope of providing the retirees of Ameri-

ca’s small businesses with a secure and dignified retirement. A substantial number
of workers not covered by a retirement plan work for small employers in the private
sector. The ACLI applauds the fact that Congress and the Administration have em-
braced the concept of a simplified defined benefit approach for small business, and
we will work with you to implement such a program.

I very much appreciate being given the opportunity to deliver the ACLI’s views.
I am happy to respond to any questions you may have.

f

Mr. PORTMAN. Thank you, Mr. Merolli.
Mr. Moore.

GREGORY MOORE, DEPUTY DIRECTOR, PENSION RIGHTS
CENTER

Mr. MOORE. Thank you, Mr. Chairman. My name is Gregory
Moore and I’m the deputy director of the Pension Right Center
public interest group that works to protect and promote the pen-
sion interest of workers, retirees and their families. Thank you
very much for inviting us to testify on the critical issue of pension
coverage.

As Chairwoman Johnson noted in announcing this hearing, over
50 million U.S. workers have no pension coverage of any kind and
most of these work for small employers. Based on these numbers,
half of this country’s workers will retire with Social Security bene-
fits as their sole source of income. Given that the current average
Social Security benefit is $8,900 annually—or $24.49 a day—it is
clear that Social Security alone cannot provide retirees with a de-
cent quality of life.

While distressing, the fact that working Americans have so little
to rely on in their retirement years should come as no surprise. For
much of the past decade, emphasis on retirement income has shift-
ed from employer paid pension plans to employee funded savings
plans. Yet all indications are that the typical worker in this coun-
try cannot put aside enough money to retire in a voluntary savings
plan early enough in their career to accumulate the amounts nec-
essary to provide an adequate supplement to Social Security.
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A person earning the median $28,000 a year needs to set aside
at least one-quarter of a million dollars for retirement. Yet most re-
cent government statistics show that the typical household has
only $15,000 in their 401(k)-type plans. The lack of sufficient sav-
ings for retirement is understandable—even predictable—given
several trends in employee wages and benefits. Between January
1976—when many of ERISAs provisions became effective—and
January 1998, wages for production workers in this country de-
clined 28.3 percent when adjusted for inflation. The declining value
of a paycheck, viewed in concert with dramatic increases and em-
ployee healthcare costs, goes a long way toward explaining why re-
tirement savings are so low. Indeed, in light of these facts, it is al-
most unrealistic to expect American workers to choose to save.

Compounding the problem is the fact that small businesses face
numerous obstacles to establishing and maintaining defined benefit
plans. From the small business owners’ perspective, significant
startup costs, administrative expenses and demanding funding re-
quirements can make traditional plans cost prohibitive. Lack of af-
fordability and complex formulas limit the attractiveness of the de-
fined benefit plans to even employees. Fortunately, several bills
now before Congress seek to address the legitimate, financial con-
cerns of small businesses and of the retirement needs of those
workers.

One such bill is the SAFE bill. SAFE would provide small busi-
ness owners with a simplified defined benefit option. SAFE plans
will allow employers flexibility in deciding from year to year wheth-
er they can afford to contribute—a very attractive feature for small
business owners. Employers would be permitted to give pension
credit for years worked before the plan started and spread the cost
of past service liability over as much as a decade. SAFE plans, un-
like saving plans, assure that money will be set aside for individ-
uals at all income levels. These plans would preserve retirement
money for retirement. It would provide professionally pooled man-
agement. Most of these SAFE provisions are typical features of the
traditional pension plans. At the same time, SAFE plans would
also include the most attractive features of 401(k)s. All contribu-
tions would be 100 percent vested. They would offer rules that are
simple; benefits that are portable; and formulas that are fair to
lower paid and shorter service workers.

The Pension Right Center supports the major concepts incor-
porated in SAFE proposals. Yet, we believe that this legislation
could be strengthened in a number of key aspects.

First, we urge you to adopt joint and survivor protection for the
SAFE annuity. Second, to provide Pension Benefit Guaranty Cor-
poration insurance to safeguard benefits. Third, limit preretirement
cash outs that reduce retirement savings. To varying degrees, these
provisions are included in the administration’s SMART proposal.
The Center also strongly supports the adoption of a modified ver-
sion of SAFE, but we don’t think it should be the exclusive pro-
posal. We urge the Subcommittee to explore the pension bill of Sen-
ators Jeffords and Bingaman, Congresswoman Barbara Kennelly’s
legislation protecting women and the Pension Counseling Assisting
Act introduced by Congressman Charles Schumer.
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Thank you for the opportunity to testify. I’d be happy to answer
any questions.

[The prepared statement follows:]

Statement of Gregory Moore, Deputy Director, Pension Rights Center
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Mr. PORTMAN. Thank you, Mr. Moore.
Mr. Leonard.

STATEMENT OF JAMES V. LEONARD, VICE CHAIRMAN,
ENGINEERING EMPLOYMENT BENEFITS COMMITTEE, INSTI-
TUTE OF ELECTRICAL AND ELECTRONICS ENGINEERS, INC.–
UNITED STATES OF AMERICA
Mr. LEONARD. Good afternoon, Members of the Oversight Sub-

committee. I’m James V. Leonard from St. Charles, Missouri, and
I’m testifying here today as vice chair of the Engineering Employ-
ment Benefits Committee of the Institute of Electrical and Elec-
tronics Engineers/USA, IEEE–USA. I want to thank the Chair and
Members of the Subcommittee for holding public hearings on these
critically important issues.

The IEEE is a transnational, technical, professional society
whose membership currently includes more than 320,000 electrical,
electronics and computer engineers throughout the world. Of those,
219,000 reside in the United States. Of IEEE’s employed U.S.
members, nearly 70 percent work for private businesses. Of those
in the private sector, 80 percent are employed by midsize and large
companies and 20 percent by small businesses—and that’s up from
10 percent in 1989.
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We have been looking into and working with legislative efforts in
the pension area since the enactment of ERISA in 1974. Over the
years, IEEE–USA has worked in concert with 17 other engineering
organizations under the auspices of the American Association of
Engineering Societies in support of major pension reform and re-
tirement savings proposals. We have spearheaded efforts to orga-
nize a broad-based pension portability coalition to educate the
members of participating organizations, Congress and the public
about needed and proposed improvements and affordability of pen-
sion benefits. These problems must be fixed before the baby boom
generation begins to retire early in the next century. Legislation
has been introduced in both Houses of Congress that we think will
help expand pension coverage in the rapidly growing small busi-
ness sector and at the same time offer promising solutions to the
vesting, affordability, retirement preservation, minimum benefit
standards and administrative complexity problems that IEEE
members are concerned about.

The SAFE Act. The purpose of the SAFE plan act, as introduced
last year by Representatives Nancy Johnson, Earl Pomeroy, and
Harris Falwell is to encourage small businesses who establish sim-
ple secure pension plans for their employees. SAFE incorporates
some of the best features from defined contribution pension plans
like the highly respected TIAA–CREF and for more traditional de-
fined benefit plans. the result is a prototype defined benefit plan
that, unlike most others, is fully portable.

The SAFE proposal facilitates pension portability. SAFE protects
the real value—that is the purchasing power of earned benefits.
SAFE also insures preserved preservation of benefits for use in re-
tirement. In addition, the SAFE proposal includes provisions per-
mitting the accumulation of up to 10 years of past service credits
and simplified reporting and administrative requirements that
should make it a particularly attractive benefit option for small
business.

The President’s Plan. As part of the fiscal year 1999 budget, the
Clinton administration has proposed some pension reforms of its
own. The President’s 1998 pension package also includes a new a
prototype defined benefit plan for small employers. With a few im-
portant exceptions, the President’s new secure money, annuity or
retirement trust—or SMART plan—bears a striking resemblance to
the SAFE plan. Like SAFE, the SMART plan will permit small
businesses to set up new, simplified tax-favored retirement account
that combines the best features of defined benefits and defined con-
tributions plans. In addition, the minimum benefit under SMART
trust option would be guaranteed by the PBGC. The PBGC insur-
ance feature should help to enhance the attractiveness of SMART
to some employers provided the required premiums are set and
kept at the low amount specified earlier of $5.00.

A major concern of IEEE–USA and for many other organizations
representing individuals who are maybe or work for professional
service providers are those provisions that could specifically ex-
clude employers from eligibility to participate in a SMART plan. To
us it makes no sense for the administration to propose a pension
coverage expansion proposal that will deprive a growing part of the
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small business community of an opportunity to participate in such
an important retirement savings plan.

And I will say in conclusion, the IEEE–USA urges the Oversight
Subcommittee to favorably support the SAFE Act and report it to
the Full Committee on Ways and Means and to recommend that
the bill in its present or amended form move forward expeditiously
for a vote in the House and Senate. I also request that the attached
comments and recommendations on SAFE prepared by Thomas C.
Woodruff, a resident of Norwalk, Connecticut be included in the
records for these hearings.

Thank you for your attention and I’ll be pleased to answer any
questions later on.

[The prepared statement and attachments follow:]

Statement of James V. Leonard, Vice Chairman, Engineering Employment
Benefits Committee, Institute of Electrical and Electronics Engineers,
Inc.–United States of America

1. INTRODUCTION

Good Afternoon, Madam Chairman and members of the Oversight Subcommittee.
I am James V. Leonard from St. Charles, MO. I am testifying here today as the
Vice Chairman of the Engineering Employment Benefits Committee of the Institute
of Electrical and Electronics Engineers—United States of America (IEEE–USA), one
of the world’s largest professional societies. I hold bachelor’s, masters and honorary
professional degrees in electrical engineering from the University of Akron, Wash-
ington University of St. Louis and the University of Missouri at Rolla and have
worked as an engineer for a major aerospace and defense company for 35 years.

The views expressed in my testimony are those of IEEE–USA and are not those
of my employer.

On behalf of the professional society that I represent, I want to thank the Chair
and the members of the Subcommittee for holding public hearings on such critically
important issues as the current availability of pensions to American workers, incen-
tives for and obstacles to expansion of the nation’s voluntary private pension sys-
tem, especially among small businesses, and the financial status of defined benefit
plans monitored by the Pension Benefit Guaranty Corporation (PBGC).

2. IEEE–USA’S INTEREST IN PENSION BENEFITS EXPANSION AND SIMPLIFICATION
ISSUES

The Institute of Electrical and Electronics Engineers is a transnational technical
and professional society whose membership currently includes more than 320,000
electrical, electronics and computer engineers in 147 countries throughout the
world. IEEE–USA promotes the technology policy and professional careers interests
of the 219,000 IEEE members who live and work in the United States.

Of IEEE’s employed U.S. members, nearly 70 percent work for private businesses;
10 percent work for Federal, state or local government agencies; 10 percent are
deans, professors or instructors at post-secondary educational institutions or work
for non-profit research centers. The remainder are self-employed and provide con-
sulting services to businesses and government.

Of those in the private sector, 80 percent are employed by mid-sized and large
companies.Twenty percent work for small businesses, up from less than 10 percent
in 1989.

Although most of our members work for employers that offer tax-qualified pension
plans and other retirement savings programs, long-standing concerns about prob-
lems that limit the effectiveness of the nation’s voluntary private pension system
and the extent to which it discriminates against mobile workers have prompted
IEEE–USA to take an active part in legislative efforts to improve the system since
the enactment of ERISA in 1974.

Over the years IEEE–USA has worked in concert with 17 other engineering orga-
nizations under the auspices of the American Association of Engineering Societies
in support of major pension reform and retirement saving proposals. More recently,
we have spearheaded efforts to organize a broad-based pension portability coalition
to educate the members of participating organizations, Congress and the public
about needed and proposed improvements in the portability of pension benefits for
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mid-career workers. A copy of the Coalition’s vision, mission and goals is included
as an attachment to our statement.

Pension problems that remain unresolved include: limited coverage, particularly
among small businesses; eligibility and vesting standards that penalize mobile
workers; impediments to the portability of benefits, especially from defined benefit
plans; the propensity of plan participants to spend rather than save pre-retirement
distributions; the absence of minimum contribution requirements needed to ensure
that retirees receive adequate benefits; and complex rules and regulations that
make it too costly for many employers—especially small employers—to establish and
administer pension plans for their employees.

Because employer-sponsored pensions are such an important supplement to Social
Security benefits and personal savings—especially for lower and middle income
Americans—these problems must be fixed before the baby-boom generation begins
to retire early in the next century. And to the extent that employer-sponsored pen-
sions are such an important source of the savings needed for productive investment
in the nation’s economy, expanded coverage will also help to improve America’s tech-
nological competitiveness and its living standards.

Fortunately, legislation has been introduced in both houses of Congress that we
think will help to expand pension coverage in the rapidly growing, small business
sector and, at the same time, offer promising solutions to the vesting, portability,
retirement asset preservation, minimum benefits standards and administrative com-
plexity problems that IEEE–USA members are concerned about.

Among the most innovative of these legislative proposals is the SAFE Plan Act.

3. THE SECURE ASSETS FOR EMPLOYEES (SAFE) PLAN ACT (H.R. 1656)

The purpose of the SAFE Plan Act—as introduced last year by Representatives
Nancy Johnson (R–CT), Earl Pomeroy (D–ND) and Harris Fawell (R–IL) and in-
cluded in two important pension reform proposals in the Senate (the Retirement In-
come and Savings Act—S. 883 and the Retirement Security for the 21st Century
Act—S. 889)—is to encourage small businesses to establish simple, secure pension
plans for their employees.

SAFE incorporates some of the best features from defined contribution pension
plans like the highly respected TIAA–CREF and from more traditional defined bene-
fit plans. The result is a prototype defined benefit plan that, unlike most others, is
fully portable. Here’s how it works:

A qualifying employer (with up to 100 employees) can establish a plan in the form
of an annuity or as a trust. All employees who received at least $5,000 in compensa-
tion from the employer during any two, consecutive preceding years and at least
$5,000 in the current year are eligible to participate. The employer can contribute
an amount equal to 1%, 2% or 3% of each eligible employee’s annual compensation
to the annuity or the trust. And once these contributions have been made, each em-
ployee’s benefit is fully and immediately vested.

The SAFE proposal facilitates pension portability (benefit transferability) by per-
mitting terminating plan participants to: 1) use the assets held in a SAFE trust to
purchase a SAFE annuity that will pay the promised benefit at retirement; 2) to
make a direct trustee to trustee transfer to a subsequent employer’s plan; or to
transfer the present value of their SAFE assets into a rollover IRA.

SAFE protects the real value (purchasing power) of earned benefits by funding em-
ployer and employee contributions based on present year salaries and by providing
an opportunity for an enhanced benefit if the SAFE annuity or trust earns more
than 5% in any given year.

SAFE also ensures preservation of benefits for use in retirement by providing for
a direct transfer of SAFE assets to an annuity or to a rollover IRA should partici-
pants change or lose their jobs.

In addition, the SAFE proposal includes provisions permitting the accumulation
of up to ten years of past service credits and simplified reporting and administrative
requirements that should make it a particularly attractive benefit option for small
businesses.

4. PRESIDENT CLINTON’S SMALL BUSINESS PENSION PROPOSAL

As part of the Fiscal Year 1999 Budget, the Clinton Administration has proposed
some pension reforms of its own. In addition to a modest start-up tax credit de-
signed to expand coverage by encouraging small businesses to establish some form
of pension plan (a Simple IRA, Simple 401(k) or Simplified Employee Pension) for
their employees and a new salary-reduction IRA, the President’s ‘‘1998 Pension
Package’’ also includes a new protype defined benefit plan for small employers. With
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a few important exceptions, the President’s new Secure Money Annuity or Retire-
ment Trust (SMART) plan bears a striking resemblance to the SAFE Plan.

Like SAFE, the SMART plan will permit small businesses (with up to 100 employ-
ees) to set up a new, simplified tax-favored retirement account that combines the
best features of defined benefit and defined contribution plans. As its title suggests,
the President’s Plan also offers annuity and trust options. SMART also allows em-
ployer contributions ranging from 1% to 3% of each employee’s compensation; pro-
vides for full and immediate vesting of benefits; guarantees a fully funded minimum
defined benefit with the possibility of a greater benefit if investment returns exceed
5%; facilitates portability and retirement asset preservation through the purchase
of annuities or direct transfers to an IRA or another employer’s plan; and simplifies
plan administration and reporting requirements.

In addition, the minimum benefit under the SMART trust option would be guar-
anteed by the Pension Benefit Guaranty Corporation, subject to payment by plan
sponsors of a reduced premium. This PBGC insurance feature should help to en-
hance the attractiveness of SMART to some employers, provided the required pre-
miums are set and kept at low single digit levels.

Unlike SAFE, however, the President’s proposal does not provide for past service
credits.This omission is likely to make SMART less attractive than SAFE to many
small business owners.

A major concern for IEEE–USA and for many other organizations representing in-
dividuals who may be, or work for, professional service providers are those provi-
sions that would specifically exclude such employers from eligibility to participate
in a SMART plan. In dynamic and rapidly changing American labor markets, espe-
cially in the high technology sector, more and more professionals—including engi-
neers—are establishing small businesses or providing professional services as the
employees of small businesses. To us, it makes no sense for the Administration to
propose a pension coverage expansion proposal that will deprive a growing part of
the small business community of an opportunity to participate in such an important
retirement savings plan.

In our opinion, the proper way to address concerns about revenue losses and/or
potential abuses by some highly compensated individuals, is to establish a cap on
the compensation that is taken into account for benefits purposes—not by excluding
certain classes or groups of workers based solely on the way they are organized or
the nature of the services they provide.

In this regard, the SAFE proposal limits the maximum compensation to be taken
into account in determinining tax-favored benefits at $165,000. The SMART plan
sets a limit of $100,000.

Even though very few of our members would be adversely affected by the lower
compensation limit, we are concerned that a $100,000 unindexed cap may be a de-
terrent to participation by many small business owners, thereby unnecessarily limit-
ing the effectiveness of SMART as an incentive for expanding pension coverage for
their employees.

In conclusion, IEEE–USA urges the Oversight Subcommitte to favorably report
the Secure Assets for Employees (SAFE) Plan Act to the full Committee on Ways
and Means and to recommend that the bill, in its present (or an amended form in-
cluding appropriate spousal protections), be moved forward expeditiously for a vote
in the House and the Senate.

I have also requested that the attached comments and recommendations on
SAFE—prepared by Thomas C. Woodruff, a nationally recognized expert on pen-
sions and retirement savings issues—be included in the record of these hearings.

IEEE–USA and other organizations in the American Association of Engineering
Societies and the Pension Portability Coalition will do our part to enlist additional
cosponsors and build the grass roots support that will be needed to enact this impor-
tant legislation in the 105th Congress.

Thank you for your attention. I’ll be pleased to try to answer any questions that
you may have.

f
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Pension Portability Coalition—‘‘You Can Take It With You’’

VISION STATEMENT

The Pension Portability Coalition envisions that by the Year 2000, portability will
be a reality.

Pension portability means:
• Pension Benefit Transferability
The ability to transfer pension assets or service credits from one plan to another
• Benefit Value Protection
• To minimize the impact of inflation on the purchasing power of pension benefits
• Retirement Asset Preservation
To encourage individuals to save rather than spend preretirement pension dis-

tributions

MISSION STATEMENT

In order to increase the productivity and retirement income security of American
workers, the mission of the Pension Portability Coalition is to Support Enactment
of Pension Portability Improvement Legislation

GOALS

To educate the members of participating organizations about needed and proposed
improvements in pension portability,

To identify and evaluate pension portability improvement options, including legis-
lative and non-legislative alternatives, and

To inform concerned organizations, through Congressional, industry and public re-
lations, of its evaluations in order to influence and provide a focus for improvements
in pension portability.

f

Remarks on Oversight of Pensions Including Plan Availability, Coverage
Expansion and Related Issues

BY THOMAS C. WOODRUFF, PH.D.

INTRODUCTORY REMARKS

My name is Thomas Woodruff. For the past twenty-four years, I have worked in
the private sector, the federal government, and academia on personal finance and
retirement planning issues. From 1978 to 1981, I was the Executive Director of the
President’s Commission on Pension Policy. That Commission found serious gaps in
pension plan participation in the U.S. workforce, particularly those working for
small businesses, and called for sweeping changes in our public policy toward our
public and private pension systems. After working as a Visiting Professor at Cornell
University, I directed a foundation-sponsored blue-ribbon panel called the Commis-
sion on College Retirement. The Commission on College Retirement’s work lead to
an overhaul of TIAA–CREF, the nation’s largest network of portable pension plans.
In my current capacity as a small business owner, I write extensively about per-
sonal finance and retirement planning issues, and provide consulting services to fi-
nancial services companies and membership organizations such as the Institute of
Electrical and Electronic Engineers—United States of America (IEEE–USA).

PENSION PLAN PARTICIPATION IN SMALL BUSINESSES

First, I would like to say that I concur completely with the testimony delivered
today by the IEEE–USA. I will not repeat the points made in that testimony. I
would like to say that the SAFE Plan Act’s sponsors, Representatives Nancy John-
son, from my state of Connecticut, Earl Pomeroy , and Harris Fawell are to be com-
mended for introducing this thoughtful and important piece of legislation.

I have just two points to make regarding public policy toward small business pen-
sion plans and the SAFE Plan Act. First, I believe that continuation of current pol-
icy will lead to the ongoing disenfranchisement of small business employees from
both the tax benefits and retirement income security that they derive from private
pension plans. And, second, I believe that a minor improvement to the SAFE Plan
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Act could have a major positive impact on the retirement income security of those
who would participate in SAFE plans in the future.

FEDERAL POLICY TOWARD SMALL BUSINESS PENSION PLANS CONTINUES TO BE A
FAILURE

In its final report to Congress and the President in 1981, the President’s Commis-
sion on Pension Policy concluded: ‘‘ The most serious problem facing our retirement
system today is the lack of pension coverage among private sector workers.’’ The
Commission also said that the ‘‘lack of pension plan offerings in small businesses
is a major reason why pension plan growth is expected to continue to stagnate.’’

Among other reasons, the Commission cited the administrative expenses of actu-
arial, accounting, insurance and investment services necessary to operate small
plans, particularly defined benefit pension plans as a problem that needed to be
solved. In addition, the Commission found that eligibility and vesting requirements
in traditional defined benefit plans are just not well suited for small businesses due
to employee turnover as well as the uncertain life expectancy of many of these en-
terprises.

Unfortunately, in the seventeen years since the President’s Commission on Pen-
sion Policy issued its report, the low level of pension plan participation among em-
ployees of small businesses has remained virtually stagnant.

The SAFE Plan Act goes a long way toward addressing the administrative and
plan design problems faced by small business pension plans. While I would not ex-
pect that passage of the SAFE Plan Act would lead to pension plan coverage among
small businesses to approach the levels found in large businesses today, enactment
of the SAFE Plan Act would help remove a few unnecessary barriers to pension plan
formation and maintenance.

THE SAFE PLAN ACT COULD BE IMPROVED

Among the most important problems that we face in designing pension plans is
how to retain the purchasing power of pension benefits as they are earned during
the working years and when they are received during retirement.

In its Trust form, the SAFE Plan Act does provide that employees would benefit
from earnings in the Trust above the assumed interest rate used for funding the
Trust. This would provide the opportunity for them to begin retirement with either
an annuity or an income stream with purchasing power sufficient to maintain their
standard of living. However, no provision is made for similar participation in earn-
ings or dividends with the SAFE Annuity form. In addition, the Act seems to pre-
sume that the annuities that would be purchased by the plan or by individuals at
retirement would be fixed annuities.

One of the lessons that I learned when I was President of the Commission on Col-
lege Retirement was the importance of the ‘‘participating’’ and ‘‘variable’’ forms of
annuities. The TIAA–CREF pension plans have historically been funded with par-
ticipating and variable annuities both as accumulating and pay-out annuities.

TIAA is essentially a large portfolio of fixed-income investments that promises to
its participant/investors a guarantee of principal plus a minimum rate of return.
Any earnings above the minimum guarantee are paid to participant/investors as
dividends. This is true both while the participants are working and when they
choose to annuitize the accumulated funds.

CREF was established in 1952 as a variable annuity with a diversified portfolio
of stocks as its underlying investment. Since 1989, CREF has diversified to include
a money market fund, and a variety of stock and bond portfolios. Unlike TIAA,
CREF does not guarantee a minimum rate of return. During the accumulation pe-
riod, however, participants do receive the full benefit of the earnings in the underly-
ing assets, much like participants in 401(k) plans. At retirement, participants also
have the option of converting their CREF accumulations into a variable pay-out an-
nuity. Initial payments begin using a 4% assumed interest rate and adjustments are
made periodically, up or down, based on whether the investment returns reach or
exceed the 4% target.

TIAA and CREF annuities have served higher education and the non-profit com-
munity very well. The TIAA–CREF approach toward participating and variable an-
nuities provides one example of how these annuity forms can help preserve the pur-
chasing power of retirement benefits for workers. A modification of the SAFE Plan
Act to include participating and variable annuities both in the SAFE Annuity form
for active employees and for deferred and pay-out annuities for terminated employ-
ees and retirees would greatly enhance the benefits that could be paid by these
plans without increasing their cost to employers.
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Mrs. JOHNSON of Connecticut. Thank you.
Ms. Shaffer.

STATEMENT OF GAIL S. SHAFFER, EXECUTIVE DIRECTOR,
BUSINESS AND PROFESSIONAL WOMEN/USA

Ms. SHAFFER. Thank you, Madam Chair and distinguished Mem-
bers of the Subcommittee. We very much appreciate your allowing
us this opportunity to testify today.

I’m Gail Shaffer, executive director of Business and Professional
Women/USA, BPW/USA. We’re an organization representing
70,000 working women across the country. A third of our members
are businessowners. Our members are involved in more than 2,000
local chapters nationwide—at least one in almost every congres-
sional district in the nation.

We applaud your Subcommittee for focusing on the status of our
Nation’s pension system and allowing us to bring to your attention
the particular ways in which the system’s current inadequacies dis-
proportionately affect women in an adverse way. For working
women retiring, they come against a reality that might be charac-
terized as the ‘‘showdown at gender gap.’’ There is already a 26-
cent gender gap in the average American wage scale and that is
compounded in retirement and translates into a 50 percent retire-
ment gap. Obviously, this raises major equity issues and BPW has
had a longstanding interest in this issue. We have been working
not only to effect change on Capitol Hill, but also to educate our
members on the importance of retirement planning.

I’m very glad that Congressman Portman cited the publication in
Good Housekeeping magazine which hits the stand today. We will
be helping to distribute that, but it was really a project sponsored
by the Teresa and John Heinz III Foundation and the Women’s In-
stitute for a Secure Retirement—also known as WISER—which has
been a partner to BPW as we work on these issues.

BPW was also a lead organization behind the passage in 1984 of
the Retirement Equity Act which was a critical first step in ad-
dressing some of the difficulties women have faced in gaining
greater access to pension benefits, particularly as spouses and wid-
ows. Since that Act was passed, there has been modest improve-
ment in the rate of pension coverage for women which is certainly
a welcome development. However, that progress has been under-
mined by ongoing structural barriers and also by the overall shift
away from defined benefit or basic pension plans to do-it-yourself
defined contribution plans. This plan will leave women more finan-
cially vulnerable at retirement.

Several factors contribute to the fact that women are especially
vulnerable to economic insecurity in old age. The first is lifespan.
Although longevity is certainly generally considered to be a bless-
ing, when it comes to retirement security the fact that women live
longer on the average than men becomes a disadvantage. Unless
women begin retirement with a bigger nest egg and a larger pen-
sion—which is rarely the case, the march of time and the pressures
of inflation will combine to make their later years—at best—un-
comfortable and at worst—poverty stricken. Financial experts tell
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Americans to plan to replace 70 to 80 percent of their income at
retirement. Unfortunately, that advice does not work for women
who are likely to need more than 100 percent of their preretire-
ment income in order to maintain that security through a longer
lifespan.

Second, marital status is an important factor. Being single in old
age is somewhat financially risky, but for women it is much more
so. Consider that in 1992 only 6 percent of married women over
age 65 fell below the poverty line; but well over 20 percent of single
women fit the government’s definition of poverty. About 21 percent
of women who were either widowed or never married were poor;
while the percentage of divorced women in poverty climbed to 29
percent. It is important to keep in mind that as these women grow
older—as they reach, say 75 or 85—that poverty rate climbs, as
well.

Living alone is another factor. Three-quarters of men, age 65 and
older, live with a spouse; while only one-third of women do. A sin-
gle elderly woman is twice as likely as an elderly man to be poor.
Furthermore, the Nation’s pension system is reflecting a work pat-
tern that does not reflect the reality of women’s working lives.
Women over 25 tend to stay in jobs a shorter period of time and
leave the work force for care giving responsibilities, for example.
Women also are much less likely to have a pension and when they
do, they are concentrated more in low-wage service part-time jobs
and also more likely to work for a smaller business. So a majority
still are not covered by any pension at all.

The type of pension offered also makes a big difference. We rec-
ognize it is challenging to create the kind of ideal system we are
all looking for. But we are very concerned about the marked shift
from defined benefit plans toward defined contribution plans be-
cause it disproportionately hurts women. As I mentioned, women
earn on average less than three-quarters of what men earn. The
gender gap in wages means they have substantially less income
available to put in an IRA or 401(k) plan. Three out of four work-
ing women earn less than $23,000 annually. Only 10 percent of
them earn over $45,000 annually.

Second, studies have shown that women’s savings priorities are
focused on their children’s education, rather than retirement.

Third, they move in and out of the work force and from one job
to another more frequently and the lack of pension portability is a
very significant problem for them. And again, because their prior-
ities focus on things such as education and medical emergencies,
they are much more likely to cash out their accumulations, rather
than keep those funds in the retirement account.

And finally, given the fact that women generally have smaller
amounts in their 401(k) account, they tend to be much more risk
averse in their investment approach. Consider that over age 40, the
average woman has accumulated only $7,000 in her 401(k), where-
as the average man has accumulated $20,000 in his. That makes
the investment choices different and certainly the wage gap and
other factors have contributed to a less desirable set of options.

For all of these reasons, a defined contribution plan may not al-
ways be the best option for women who might, in fact, be better
served by the features in the defined benefit plan that guarantees
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a certain minimum benefit; that does not place all the burden on
the employee; and is guaranteed to be paid out in monthly install-
ments over the remainder of one’s life.

To be fair, defined benefit plans do not solve all of the problems
that women face in retirement planning—the wage gap, the career
interruption, stringent investment requirements still tend to de-
press the size of those pensions for women as compared to men.
And over the long term, inflation will certainly erode the value of
the benefit. But the annuitized format of these plans and their reli-
ability and the participation of employers are features that are cer-
tainly important to women as current and future retirees.

Unfortunately, as everyone knows, small businesses particularly,
need plans that have a minimum of complexity and are affordable.
And as I said, one-third of our members are small business owners
and this is something we are very concerned with. That’s why we
are so pleased that Congresswoman Johnson, you and your col-
league, Congressman Pomeroy and others have introduced H.R.
1656, the SAFE plan, to offer real pensions to workers that will
guarantee a minimum defined benefit and introduce portability and
other features that will be helpful. There are also important safe-
guards that we applaud in the bill that we feel will benefit both
the small business owner and the retiree.

Businesses feel that it’s truly helpful to small business owners
when they are spared much of the administrative burden and com-
plexity associated with more traditional qualified retirement plans.
It is also designed, as others have said, to complement the SIMPLE
plan, which many small businesses have begun to offer. We are
very pleased there is bipartisan support for this plan. Our member-
ship organization is a nonpartisan organization and we feel that it
is truly a very fine answer to a complicated problem.

We would also like to mention our support for another bill that
addresses problems for women achieving retirement equity—and
that is the Comprehensive Women’s Pension Protection Act—H.R.
766 and S. 320—which Congresswoman Kennelly has supported
along with Senator Carol Moseley-Braun. This is also important, to
address systemic barriers for women because it addresses specific
gender inequities within current law. For example, it provides for
automatic division of pension benefits in a divorce and also im-
proves spousal consent provisions for 401(k)s.

We would be glad to comment further as the bills evolves in the
Congress. We very much appreciate this opportunity today and
particularly the focus that this Subcommittee has put on a very im-
portant issue to small business owners and to women facing retire-
ment.

[The prepared statement follows:]
Statement of Gail S. Shaffer, Executive Director, Business and Professional

Women/USA
Good afternoon. I want to thank the members of the Subcommittee and particu-

larly Congresswoman Johnson for inviting me today. I am Gail Shaffer, Executive
Director of Business and Professional Women/USA, an organization representing
70,000 working women across the country, a third of whom are business owners.
Our members are involved in more than 2,000 local chapters nationwide—at least
one in nearly every congressional district in the nation.

We applaud this committee for focusing on the status of our nation’s pension sys-
tem, and for allowing us to bring to your attention the ways in which the system’s
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current inadequacies disproportionately affect women. BPW has had a long-standing
interest in this issue, and we are working not only to effect change on Capitol Hill,
but also to educate our own members on the importance of retirement planning. In
this regard, it just so happens that the April issue of Good Housekeeping Magazine,
which hits the stands today, includes a guide for women on retirement planning
sponsored by the Theresa and H. John Heinz, III Foundation and the Women’s In-
stitute for a Secure Retirement—also known as WISER. BPW is working in partner-
ship with WISER and will be helping to disseminate thousands of these guides
across the country.

BPW was also a lead organization behind the passage of the Retirement Equity
Act of 1984, which was a critical first step in addressing some of the difficulties
women faced in gaining greater access to pension benefits, particularly as spouses
and widows.

Since the REA was passed, there has been some modest improvement in the rate
of pension coverage for women, which is certainly a welcome development. However,
that progress has been undermined by ongoing structural barriers and by the over-
all shift away from defined benefit, or ‘‘basic pension’’ plans to do-it-yourself, defined
contribution plans. This trend will leave women more financially vulnerable at re-
tirement.

Several factors contribute to the fact that women are especially vulnerable to eco-
nomic insecurity in old age. The first is lifespan. Although longevity is generally
considered to be a blessing, when it comes to retirement security, the fact that
women live longer than men is a disadvantage. Unless women begin retirement
with a bigger nest egg and a larger pension—which is rarely the case—the march
of time and the pressures of inflation will combine to make their later years at best
uncomfortable and at worst poverty-stricken. Financial experts tell Americans gen-
erally to plan to replace 70 or 80 percent of their income at retirement. Unfortu-
nately, this advice doesn’t work for women, who are likely to need more than 100
percent of their pre-retirement income in order to remain secure throughout their
longer lives.

Marital status is another important factor. Being single in old age is somewhat
financially risky, but for women it is substantially more so. Consider that in 1992,
only six percent of married women over age 65 fell below the poverty line. But well
over 20 percent of single women fit the government’s definition of poverty. About
21 percent of women who were either widowed or never married were poor, while
the percentage of divorced women in poverty climbs to 29 percent. And it is impor-
tant to keep in mind that as women grow older, as they reach 75 or 85 or older,
their poverty rate also climbs.

Living alone is another predictor of elderly poverty and women are much more
likely than men to live alone. Three-quarters of men age 65 and older live with their
spouse but only one-third of women do. A single elderly woman is twice as likely
as an elderly man to be poor. It is also important to note that our nation’s poverty
rate for single elderly women, which stands at about 18 percent, is by far the high-
est percentage in the industrialized world. And the breakdown of poverty rates
among minority groups is even more stark.

Although the nation’s pension system is gender-neutral, it was set up to reward
a work pattern that does not reflect the reality of women’s working lives. For exam-
ple, women over 25 tend to stay in jobs an average of only 4.7 years, whereas pen-
sion vesting rules generally require five years on the job. Women are much more
likely to leave the workforce and three times as likely to work part-time to accom-
modate care-giving responsibilities. Women also earn less than men—an average of
26 percent less. The result of lower earnings means that women’s pension benefits
will be lower than those of men.

But most women aren’t lucky enough even to have a pension, regardless of its
size. Women are more likely to be working in low-wage, service, part-time jobs and/
or to work for small businesses—where pension coverage is the most sparse. Al-
though about 48 percent of full-time female workers have some form of pension cov-
erage, a majority still do not. And only 39 percent of all female workers are covered.

The type of pension plan that is offered also makes a big difference. We recognize
that it is challenging to create a system that covers as many workers as possible,
and that access to defined contribution plans is certainly better than no retirement
savings vehicle at all. But we are very concerned about the marked shift among em-
ployers away from defined benefit plans toward defined contribution plans. This
trend disproportionately hurts women, for a few reasons.

First, women earn, on average, less than three-quarters of what men earn, and
so they have substantially less income available to put in an IRA or a 401(k) plan.
Three out of four working women earn less than $23,000 annually. Even a dis-
ciplined saver will have trouble accumulating much in savings at that level. Second,
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studies have shown that women’s savings priorities are often focused on their chil-
dren’s education and not on retirement. Third, with women moving in and out of
the workforce and from one job to another more frequently than their male counter-
parts, the problems associated with lack of portability become particularly acute for
them. And again, because of priorities such as their children’s education and medi-
cal emergencies, women often opt to cash out their 401(k) accumulations when they
leave a job rather than keep the funds for retirement.

Finally, given the fact that women generally have smaller amounts saved in their
401(k) accounts and have less to fall back on from other sources, it is not surprising
that they are often more averse to riskier, albeit higher yield, investments. It is not
simply a lack of financial sophistication, it is actually a pretty rational behavior.
Consider that over age 40, the average woman has accumulated only $7,000 in her
401(k) whereas the average man has accumulated $20,000 in his. This is already
an exponential disparity which is further amplified as the effects of the wage gap,
compound interest and investment choices take their toll over time.

It must also be said that even in best-case scenarios, where women have saved
much, invested well, and have a sizable lump sum distribution available to them
when they retire, it is still incumbent on them to manage these assets so that they
will provide income for the remainder of their lives. If the market hits a prolonged
slump, if they make poor investment decisions or fall prey to unscrupulous financial
advisors, they could easily exhaust their assets late in life. And once the money is
gone, it is gone.

For all of the reasons outlined above, defined contribution plans may not always
be the best option for women, who might in fact be better served by the features
available in a defined benefit plan—what we think of when we think of a traditional
pension.

A defined benefit plan has a lot going for it as far as women are concerned. First,
it does not place all of the burden on the employee to plan and execute her retire-
ment savings all by herself. It features a contribution by the employer. It is less
voluntary in nature and is a form of forced savings. It is also guaranteed to be paid
out in monthly installments over the remainder of one’s life, thus recipients are
much less prone to the potential catastrophes of poor asset management.

To be fair, defined benefit plans do not solve all of the problems women face in
retirement planning. The wage gap, career interruptions and stringent vesting re-
quirements still tend to depress the size of women’s pensions as compared to men.
And over the long term, inflation will gradually erode the value of the monthly ben-
efit. But the annuitized format of these plans, their reliability, and the participation
of employers are all features that are particularly important to women both as cur-
rent and future retirees.

Unfortunately, as everyone in this room knows, the cost and complexity of defined
benefit plans has made them a difficult option for small businesses to pursue. The
statistics bear this out: only about 24 percent of firms with fewer than 100 employ-
ees, and 13 percent of firms with 10 or fewer employees, offer such plans. Given
that small businesses are creating the majority of the jobs in this country, it is clear
that we ought to make it easier for these firms to offer defined benefit plans.

That is why we are so very pleased that Congresswoman Nancy Johnson, along
with her colleague, Congressman Earl Pomeroy, has decided to address this problem
and introduce H.R. 1656, the Secure Assets For Employees Plan Act of 1997. The
SAFE plan provides a framework to enable smaller employers to offer real pensions
to their workers. The bill guarantees a minimum defined benefit, which as I have
stated is so critical for women. It also introduces portability to these benefits, so
that when an employee leaves her job, she can take her retirement savings with
her.

There are also important safeguards written into this bill. It requires that the
SAFE plans be fully funded and that the actuarial assumptions be conservative, so
that a minimum guaranteed benefit can be achieved. If the plan exceeds conserv-
ative expectations, the beneficiary receives higher distributions. Employees will be
able to keep track of their assets and their future retirement benefits through an
annual account statement. SAFE also ensures that employees’ benefits are 100%
vested at all times and that all plan participants are treated the same.

This bill is also extremely attractive to small business owners, who are spared
much of the administrative burden and complexity associated with traditional quali-
fied retirement plans. SAFE is a much more affordable alternative to these plans,
and it is designed to complement the SIMPLE plan, which many small businesses
have begun to offer.

We are optimistic about the prospects of passing the SAFE bill in the foreseeable
future, because it enjoys bi-partisan support, and because the Clinton Administra-
tion has also indicated its support for this concept. We would like both Congress
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and the Administration to know that BPW/USA supports this legislation and would
very much like to see it signed into law this year.

We would also like to mention our support for another bill that addresses the
problems women face in achieving retirement equity, and that is the Comprehensive
Women’s Pension Protection Act—H.R. 766 and S. 320. This bill was introduced in
the Senate by Senator Carol Moseley-Braun and in the House by your colleague
from Connecticut, Barbara Kennelly. The Senate version, S.320, has bi-partisan sup-
port, as Senator Olympia Snowe, with whom we have worked closely over the years,
is a lead co-sponsor of the measure.

The Comprehensive Women’s Pension Protection Act is important because in addi-
tion to attempting to address systemic barriers for women, it also addresses specific
gender inequities within current law. For example, it provides for the automatic di-
vision of pension benefits in a divorce unless otherwise specifically provided in the
settlement. Current law allows for division of pension benefits, but the process is
confusing and many women are not made aware of these rights until after a divorce
is final, when it is too late. The bill also improves spousal consent protections for
401(k)’s so that they are on a par with those pertaining to defined benefit plans
when it comes to lump sum distributions. It expands options for joint and survivor
annuity benefits so that either surviving spouse will have a benefit equal to two-
thirds of the benefit received while both were living, and requires that both spouses
be fully informed of their options before a decision is made. Currently, survivor ben-
efits are half of the previous benefits, which can be a significant financial burden
for women, who are more likely to be the survivor and less likely to have other
sources of income.

I hope the members of this subcommittee will take a look at this legislation and
consider lending their support to it as well. We believe that for anyone who is truly
interested in improving gender equity and the economic status of older women,
many of the provisions contained in this bill are must-see language.

In closing, I would like to once again commend this Subcommittee for focusing at-
tention on this critically important issue. The implications of inadequate pension
coverage are far-reaching—indeed, inter-generational. If we address this issue now
and take steps that will narrow the gap between those retirees who are financially
and those who are poor, we will not only be making an investment in our citizens,
but also ensure a much smaller tax burden in the future.

Thank you for your kind attention to my remarks. I’d be pleased to take any ques-
tions you may have.

f

Mrs. JOHNSON of Connecticut. Thank you very much, Ms.
Shaffer.

Mr. Callahan, it’s a pleasure to welcome you back to the Sub-
committee from Cheshire, Connecticut but also someone who was
very instrumental in helping this Subcommittee write the SIMPLE
legislation about a year ago. Welcome.

STATEMENT OF MICHAEL CALLAHAN, PRESIDENT, PENTEC,
INC., CHESHIRE, CONNECTICUT; ON BEHALF OF AMERICAN
SOCIETY OF PENSION ACTUARIES

Mr. CALLAHAN. Thank you. Good afternoon, Madam Chair-
woman, and thank you for inviting the American Society of Pension
Actuaries, ASPA, to testify before your Subcommittee on this im-
portant subject.

My name is Michael Callahan and I’m an enrolled actuary and
president of PenTec, Inc.—a pension and actuarial consulting firm
located in Cheshire, Connecticut.

PenTec provides services to retirement plans for over 500
Connecticut-based companies. I’m also a past-president of the
American Society of Pension Actuaries on whose behalf I am testi-
fying today.
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ASPA is an organization of over 3,000 professionals who provide
actuarial consulting services to approximately one-third of the re-
tirement plans in the United States. The vast majority of these
plans are for small businesses.

Ten years ago, 90 percent of the plans that my company, PenTec,
administered were defined benefit plans. Due to extremely com-
plicated laws and regulations, less than 10 percent of the plans
PenTec currently services are defined benefit plans. The same
change in ratios are found throughout ASPA’s membership. During
this same period, funding of employee benefits had shifted from the
employer to the employee as illustrated by the growth in the 401(k)
plans.

I congratulate the Chair and Congressman Pomeroy for introduc-
ing a simplified defined benefit plan that employers can use. The
SAFE plan is the first congressional step since ERISA to establish
a defined benefit pension program that is designed for small busi-
ness employees. The SAFE plan is secure, fully portable and avoids
most of the complex rules and regulations that choke small busi-
nesses that want to offer retirement plans for their employees. The
unique feature of the SAFE plan is that in addition to a defined
retirement benefit, it also gives employees the opportunity to ob-
tain larger retirement benefits if plan assets perform better than
conservative expectations. Further, the SAFE plan can provide em-
ployees with up to 10 years of credit for service prior to the start
of the plan.

This allows for small business employees, in effect, to catch up
with respect to the retirement savings. This is important because
typically a developing small business cannot afford a retirement
plan for several years. The catchup provisions of the SAFE plan
are critical to the retirement planning of longstanding employees
who helped build that small business. By contrast, defined con-
tribution plans, like the new SIMPLE plan, do not allow for such
catching up. Further, we are very disappointed in the administra-
tion’s SMART plan proposal because it does not allow for any prior
service credit. The security of the plan to the employees cannot be
understated either. Under the SAFE plan, the small business must
always fully fund employees’ benefits.

Further, the SAFE plan proposal provides fully portable benefits,
which is extremely important given today’s mobile work force. Ben-
efits are fully vested in automatic IRA conversions, plus high pen-
alty taxes for early withdrawals increase incentives for employees
to maintain their pension assets.

I congratulate the Clinton administration for supporting expan-
sion of small business defined benefit plans by including the
SMART plan proposal in fiscal year 1999 budget. Although there
are many similarities between SMART and SAFE, there are some
important differences that I’d like to highlight.

First, although SAFE requires no PBGC insurance, I do believe
a modest PBGC premium could in fact enhance the marketability
of the plan since it would give small business employees added se-
curity. However, such premiums should recognize the greatly re-
duced insurance risk to the PBGC and be substantially less than
the PBGC current premium.
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ASPA also agrees with the PBGC testimony that the small busi-
ness defined benefit plan should guarantee an annuity form of ben-
efit if elected by the participant. However, given the difficulties
small plan sponsors have when purchasing individual annuity con-
tracts, ASPA strongly suggests that this Subcommittee consider the
proposal described in ACLI’s testimony to allow the sponsor of the
SAFE plan to select from a range of interest rates from 3 to 5 per-
cent upon adoption of the plan. This would allow the SAFE plan
to be funded at levels that more closely resemble the individual an-
nuity market.

In addition, we would suggest that the PBGC be given authority
to develop methods for small business owners to purchase individ-
ual annuities on a more competitive basis. For example, the PBGC
could facilitate negotiating master contracts with insurance compa-
nies which could be used for small business owners sponsoring the
SAFE plan. The annual limit on compensation that may be taken
into account for benefit purposes under the SAFE plan is $160,000.
The same limit in current law that applies to SIMPLE plans and
all other qualified retirement plans should also apply to simplified
defined benefit plans.

Under the SMART plan, the proposed annual compensation on it
is only $100,000. ASPA strongly believes that there is not justifi-
able policy reason for imposing a special lower compensation limit.
Because it is a defined benefit plan, benefits provided to the rank
and file workers under both the SAFE and the SMART plans are
significant and substantially greater than that would be provided
under the SIMPLE plan. The owners of small businesses need an
incentive to provide these greater benefits to rank and file workers.

I congratulate this Subcommittee’s interest in retirement savings
and thank you again for the opportunity to testify on this ex-
tremely important subject.

[The prepared statement follows:]

Statement of Michael Callahan, President, PenTec, Inc., Cheshire,
Connecticut; on Behalf of American Society of Pension Actuaries

INTRODUCTION

Good afternoon. Thank you for inviting me today to testify on this important sub-
ject. My name is Mike Callahan. I am an enrolled actuary and president of PenTec,
a pension consulting and actuarial firm located in Cheshire, Connecticut. PenTec
provides retirement plan services to over 500 small businesses located in the state
of Connecticut. I also am past president of the American Society of Pension Actuar-
ies (ASPA) on behalf of whom I am testifying today. ASPA is an organization of over
3,000 professionals who provide actuarial, consulting, and administrative services to
approximately one-third of the qualified retirement plans in the United States. The
vast majority of these retirement plans are plans maintained by small businesses,
and today I would like to focus on the myriad of rules and regulations which con-
tinue to make it exceedingly difficult for small businesses to offer meaningful retire-
ment plan coverage, particularly defined benefit plan coverage, to their employees.

As part of the Small Business Job Protection Act of 1996, Congress passed a num-
ber of pension simplification provisions intended to promote coverage under quali-
fied retirement plans. ASPA supported these initiatives and applauds the efforts of
the members of this Committee in obtaining their passage. However, the enactment
of these changes was only a first step. Since the enactment of the Employee Retire-
ment Income Security Act of 1974 (ERISA), the Congress has enacted layer upon
layer of complex laws, and the Internal Revenue Service (IRS) has issued layer upon
layer of complicated regulations seriously retarding the ability of small business to
maintain retirement plans for their employees. In most cases these rules were en-
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fined Contribution Plans Table II.7 (October 1996).

acted not in the interest of promoting retirement savings, but to raise revenue and
to fund unrelated initiatives.

The effect of these costly rules and regulations on small business pension coverage
is both dramatic and rather disturbing. The facts speak for themselves. According
to a 1996 General Accounting Office study,1 a whopping 87 percent of workers em-
ployed by small businesses with fewer than 20 employees have absolutely no retire-
ment plan coverage. It’s only slightly better for workers at small businesses with
between 20 and 100 employees, where 62 percent of the workers have no retirement
coverage. By contrast, 72 percent of workers at larger firms (over 500 employees)
have some form of retirement plan coverage.

This significant disparity is made even more troubling by the fact that small busi-
ness is creating the majority of new jobs in today’s economy. As big firms go through
corporate downsizing, many of the displaced workers find themselves working for
small businesses. In fact, according to the Small Business Administration, 75 per-
cent of the new jobs in 1995 were created by small business. However, because of
the many impediments to small business retirement plan coverage, these workers
will often find themselves without a meaningful opportunity to save for retirement.

ROADBLOCKS TO SMALL BUSINESS RETIREMENT PLAN COVERAGE

1. Excessive Regulation
Simply put, more regulation means fewer pensions. There are close to 4,000

single-spaced pages of regulations affecting retirement plans. In one instance, there
are close to 200 pages of IRS regulations interpreting just one sentence in the Inter-
nal Revenue Code. The costs associated with interpreting and applying these regula-
tions are enormous, particularly for small business because there are fewer workers
among which to spread the cost. For example, the average cost of administrative ex-
penses for defined benefit plans is approximately $157 per participant.2 However,
the cost per participant for a small business defined benefit plan can often be twice
that amount. Given how few small businesses provide retirement plan coverage for
their workers, ASPA believes that steps should be taken to reduce the administra-
tive costs that a small business faces when establishing a retirement plan.

2. Present-Law Bias Against Small Business Plans
Surprisingly, there are a number of present-law rules which work to discourage

small business from establishing retirement plans on behalf of workers. Many of
these rules grew from a bias that small business plans were only established by
wealthy professionals (e.g., doctors and lawyers) and that only the professional, and
not the staff, received any benefits under these plans. This is simply not the case
in today’s workforce. According to the Small Business Administration, less than 10%
of small firms today are in the legal and health services fields. Small business in-
cludes high technology, light industrial, and retail firms which have stepped into the
void created by the downsizing of big business. The same rules targeted at the doc-
tors and lawyers also negatively affect these burgeoning small businesses. This is
unfair and impedes the ability of small business to compete with larger firms when
trying to attract employees.

The present-law funding limits, for defined benefit plans, are a prime example of
how overbroad legislation can have a disastrous effect on small business retirement
plan coverage. In 1987, the full funding limit—the limit on the amount an employer
is allowed to contribute to a defined benefit plan—was substantially reduced. The
changes were made solely to raise revenue and had nothing to do with retirement
policy. As an actuary, I can tell you that the current law full funding limit seriously
impairs the funded status of defined benefit plans and threatens retirement security
because it does not allow an employer to more evenly and accurately fund for pro-
jected plan liabilities. One way to conceptualize the problem is to compare a balloon
mortgage to a more traditional mortgage which is amortized over the term of the
loan. The full funding limit causes plan funding to work more like a balloon mort-
gage by pushing back necessary funding to later years. This is particularly harsh
on small business because a small business does not have the cash reserves and re-
sources that a large firm has, and so would be better off if it could more evenly fund
the plan. Even worse for small business, a special rule in the Internal Revenue Code
relaxes the full funding limit somewhat but only for larger plans (plans with at least
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100 participants). Once again this appears to be a vestige of the view that small
business plans are just for doctors and lawyers.

Small business owners are aware of the present-law funding limits on defined
benefit plans, and that is why small businesses with defined benefit plans are trying
to get rid of them and new small businesses are not establishing them. From 1987,
when the full funding limit was changed, to 1993—a period which saw a significant
increase in the number of small businesses established—the number of small busi-
nesses with defined benefit plans dropped from 139,644 to 64,937.3 That is over a
50 percent decline in just seven years. To reverse this trend, ASPA strongly believes
that the full funding limit should be repealed to allow for more secure funding.4

3. Unreasonable PBGC Insurance Premiums on New Defined Benefit Plans
Imagine if you had to pay premiums on a life insurance policy based on a

$100,000 benefit, but that the policy only paid a $50,000 benefit. No sensible con-
sumer would purchase such a policy. However, that is in fact what often occurs
when a small business adopts a new defined benefit plan.

Let me explain. If a newly created defined benefit plan gives credit to employees
for years of service prior to adoption of the plan, the tax code funding rules limit,
in the early years of the plan, how much can be contributed to the plan to fund
the benefits associated with this past service credit. Consequently, the new plan is
treated as ‘‘underfunded’’ for PBGC premium purposes and the plan is subject to
a special additional premium charged to underfunded plans. This premium is as-
sessed even though the premium is based on benefits which exceed the amount the
PBGC would pay out if they had to take over the plan. In other words, the small
business is forced to pay premiums to insure benefits that exceed what the PBGC
will guarantee.

This additional premium can amount to thousands of dollars and is a tremendous
impediment to the formation of small business defined benefit plans. Given the
pressing need to expand pension coverage for small business employees, particularly
defined benefit plan coverage, ASPA strongly suggests that this Committee and the
PBGC consider ways to reduce this unnecessary burden on new small business de-
fined benefit plans.

INADEQUACY OF DEFINED CONTRIBUTION PLAN BENEFITS

In the typical lifespan of a small business, it generally takes a number of years
before a small business has the resources to establish a retirement plan. In my ex-
perience this does not usually occur until the small business owner is in his or her
mid-40s and most likely both the owner and the workers have not previously been
covered under a retirement plan. Consequently, they are getting a late start on their
retirement savings, and a defined contribution plan—like the SIMPLE plan—may
not offer enough savings to produce an adequate retirement income.

Here is a straightforward example. Assume a small business adopts the SIMPLE
plan. One of the workers who has been with the small business for 10 years is 45
years old when the SIMPLE plan is adopted and currently earns $40,000 annually.
If this worker and his or her employer contribute 10 percent of pay annually to the
plan until retirement at age 65, and the plan’s investment return is 7 percent per
year, the worker can expect to retire with an annual pension of approximately
$18,000, only about 45 percent of his salary. Most retirement planning professionals
will tell you that a retirement income replacement ratio of between 60 to 70 percent
of final average salary is a good rule of thumb when determining whether a retire-
ment benefit is adequate.

But what about inflation? If this worker receives an annual salary adjustment of
4 percent per year and continues to contribute 10 percent of pay to the SIMPLE
plan, the worker will only accumulate enough money to fund an annual pension
benefit equal to 32 percent of final salary. By contrast, defined benefit plans can
provide greater benefits at no greater cost to the employer. How? By anticipating
salary increases in the plan’s funding assumptions, the employer contributes more
dollars to the plan in the early funding years. Because of this, more investment
earnings are realized by the plan, and better benefits can be delivered to the em-
ployee.
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Despite the success of the SIMPLE plan, retirement plan coverage for small busi-
ness workers continues to be inadequate because of the limitations on contributions
to the SIMPLE plan. The administrative burdens and high costs associated with
other qualified retirement plans providing greater benefits make it extremely dif-
ficult for small business to maintain such plans. In addition, small business workers
who are baby boomers and who have not previously been covered under retirement
plans will not be able to save enough under the SIMPLE plan or a 401(k) plan to
provide an adequate retirement income. ASPA believes small business needs a safe
harbor defined benefit retirement plan to complement the SIMPLE plan which is
easy to administer and which will provide small business employees, including baby
boomers, a sufficient retirement benefit.

SECURE ASSETS FOR EMPLOYEES (‘‘SAFE’’) PLAN ACT OF 1997

I congratulate the chair of this Committee for introducing a simplified defined
benefit plan which addresses these needs. The Secure Assets for Employees (SAFE)
Plan Act of 1997, introduced by Reps. Nancy Johnson (R–Conn.), Earl Pomeroy (D–
N.D.), and Harris Fawell (R–Ill.), creates a new safe harbor defined benefit retire-
ment plan for small business which will provide all small business employees with
a secure, fully portable, defined retirement benefit they can count on without chok-
ing small business with complex rules and regulations small business cannot afford.
Here are some details:

1. Fully Funded and Secure Retirement Benefit
• SAFE plan retirement benefits will be totally secure because they will be fund-

ed either through an individual retirement annuity (‘‘SAFE Annuity’’) issued by reg-
ulated financial institutions or through a trust (‘‘SAFE Trust’’) whose investments
will be restricted to registered investment securities or insurance company products.

• SAFE plans will always have to be fully funded. The full cost of an employee’s
minimum defined benefit for each year of service is contributed to the SAFE plan
by the employer when earned. Each employee will have an account—either with a
SAFE Annuity or in the SAFE Trust—where plan assets will be held, and each year
the employee will get an account statement, issued by the trustee, indicating the
cash balance in the account and what the monthly benefit will be upon retirement
(age 65).

• SAFE plans will be required to use specified conservative actuarial assumptions
(e.g. a 5% interest rate assumption) to ensure the minimum retirement benefit. In
the unusual circumstance where actual investment returns do not meet the conserv-
ative actuarial expectations, the employer (utilizing the SAFE Trust) will have to
make a current contribution so that there are enough assets in each employee’s ac-
count to fund the minimum defined benefit. With the SAFE Annuity, since the fi-
nancial institution guarantees the minimum benefit, no such employer contribution
would be required.

2. Minimum Defined Benefit With Possible Higher Benefit
• SAFE plans utilize the best features of both defined benefit and defined con-

tribution plans by providing a fully funded minimum defined benefit, plus a higher
benefit if investment returns exceed conservative expectations. With the SAFE An-
nuity, this is achieved by using individual participating deferred annuities which
would have to guarantee the minimum defined benefit but also would have to give
some opportunity for a higher benefit based on investment performance. In the case
of a SAFE Trust, if the average return of the assets in the employee’s account ex-
ceed the required conservative interest rate assumption (5%), the employee will re-
ceive a higher benefit.

• At a minimum, employees will receive a benefit equal to 1%, 2%, or 3% of com-
pensation for each year of service. For example, if an employee whose average sal-
ary was $40,000 has 25 years of service for an employer who elects a 3% benefit,
the employee will retire with a minimum $30,000 annual benefit (which could be
higher depending on investment performance). If the small business runs into finan-
cial difficulty in any year, it can elect to reduce the minimum benefit to 2% or 1%,
or even zero. The percentage benefit in any year must be the same for all employ-
ees.

• In order to allow baby boomers to catch-up with their retirement savings, em-
ployers can elect to credit benefits for up to 10 prior years of service, provided such
benefits are credited to all employees eligible when the plan is adopted and the prior
service is funded over an equal number of years (e.g., funded over 5 years if the
employee has 5 years of prior service). The full cost of the benefit for each year of
prior service is funded at the same time as the benefit for the current year of serv-
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ice. Prior service could not be granted for prior years when the employee was cov-
ered under another defined benefit plan.

• An employee’s benefit is 100% vested at all times.

3. Fully Portable Retirement Benefit
• Employees participating in the SAFE Annuity who separate from service auto-

matically hold an individual retirement annuity that will pay them at least the ben-
efits they have earned (and possibly a higher benefit) upon retirement. They can
even choose to continue to fund the annuity themselves, and thus increase their re-
tirement benefit, in accordance with current-law Individual Retirement Account
(‘‘IRA’’) rules.

• Employees participating in the SAFE Trust will have their retirement benefits
automatically converted to a SAFE Annuity, or, if they elect, have the cash balance
in their account transferred to an individual retirement account (a ‘‘regular IRA’’).
Either can continue to be funded under current-law rules.

• The benefit in a SAFE Annuity may be rolled over to another SAFE Annuity
without restriction. However, in order to ensure adequate benefits for retirement,
benefits in a SAFE Annuity and SAFE Trust will be subject to substantial early dis-
tribution restrictions.

4. Easier to Administer
• SAFE plans will have simplified reporting requirements, including a simplified

actuarial report verifying that the employer satisfied the annual funding require-
ment.

• SAFE plans will not be subject to complicated nondiscrimination rules or plan
limitations. However, so that plan benefits are distributed fairly to all employees,
SAFE plans, like SIMPLE plans, will be subject to the current-law annual limit on
employee compensation ($160,000).

• Since SAFE plans are always fully funded using conservative actuarial assump-
tions, Pension Benefit Guarantee Corporation (‘‘PBGC’’) insurance premiums are not
required.

5. Complements the SIMPLE Plan
• SAFE plans can be used with SIMPLE plans or 401(k) plans. However, no other

defined benefit pension plans can be maintained if an employer maintains a SAFE
plan.

• Employer eligibility, employee eligibility, and the definition of compensation are
the same under the SAFE plan as under the SIMPLE plan.

• As with SIMPLE, employers using a SAFE Annuity can designate a financial
institution.

SECURE MONEY ANNUITY OR RETIREMENT TRUST (‘‘SMART’’) PLAN PROPOSAL

I also congratulate the Clinton administration for supporting the expansion of
small business defined benefit plan coverage by proposing the SMART plan. The
SMART plan, which is heavily based on the SAFE plan proposal, is also a simplified
defined benefit plan.

Although there are more commonalities than differences between SAFE and
SMART, there are some important distinctions. These differences could have a seri-
ous impact on the attractiveness of a simplified defined benefit plan to small busi-
nesses. ASPA certainly believes that any simplified defined benefit plan developed
by Congress must be one that will be embraced by small businesses.

Following are some of ASPA’s views regarding the more significant differences be-
tween SAFE and SMART:

1. PBGC Insurance Premiums
As indicated previously, given the fully funded nature of the SAFE plan, the

SAFE plan does not require small businesses to pay PBGC insurance premiums.
The SMART plan proposal, however, would require the payment of ‘‘reduced PBGC
premiums,’’ although the exact amount has not been specified by the Clinton admin-
istration.

ASPA believes that given the design of the SAFE plan, which must always be
fully funded with specified conservative actuarial assumptions, the risk of loss to
participants is extraordinarily small. Nevertheless, a reduced PBGC premium might
enhance the marketability of the plan to small business since benefits would be pro-
tected even in the small likelihood of a loss to participants on plan termination.
Consequently, ASPA would not have an objection if either SAFE or SMART (in the
qualified plan form) required PBGC insurance premiums, provided such premiums
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recognize the greatly reduced insurance risk to the PBGC and are substantially less
than the current premium of $19 per participant.

2. Conversion of Participant’s Account Balance to Individual Annuity at Retirement
Under the SAFE plan proposal, benefits at retirement age (i.e., age 65) are based

upon the amount in the employee’s account. The employee can elect a lump sum
or annuity purchased with the balance in the employee’s account. Given the conserv-
ative actuarial assumptions, in most cases the employee should receive a benefit
higher than the benefit under the plan, whether in the form of a lump sum or annu-
ity. However, in certain circumstances, if the employee elects to receive benefits in
the form of an annuity, it is possible the amount in the employee’s account will be
insufficient to purchase an annuity providing the employee’s specified benefit. This
is because the market for purchasing annuity contracts on an individual basis is ex-
tremely inefficient. Because small businesses have minimal purchasing power, it is
often impossible to find an insurer willing to sell a competitively priced individual
annuity contract. For example, as the ACLI will testify, it is unlikely an insurer
would offer an annuity with a 5% rate of return. It is more likely that a lower rate
of return would be available, which raises the cost of the annuity.

In practice, this issue generally will not cause problems for the following reasons:
a) most employees will elect to receive their benefits in a lump sum rolled over into
an IRA; and b) excess earnings allocated to an employee’s account should offset the
higher annuity costs.

Nevertheless, the remote possibility does exist that the employee’s account will
not have enough to purchase the promised annuity. The SMART plan proposal ad-
dresses this by requiring the owner to contribute extra money to the employee’s ac-
count at retirement, above the annual funding requirement, to pay for any shortfall
that may exist should the employee elect an annuity. With SAFE, I understand that
it was decided not to do this because there was concern small business owners
would be discouraged from adopting the plan if faced with this possible additional
liability.

The PBGC, in its testimony, emphasizes this distinction between SMART and
SAFE. They characterize the issue by stating that ‘‘SMART is a true DB plan,’’ and
implying that SAFE is not. While ASPA strongly disagrees with this characteriza-
tion, ASPA does agree that it would be preferable if participants could elect to re-
ceive an annuity paying the full amount of their specified benefit in every instance.
Consequently, ASPA would not object if the approach used in the SMART plan pro-
posal to address this issue was incorporated into the SAFE plan. However, given
the difficulties described earlier that small plan sponsors have when purchasing in-
dividual annuity contacts, ASPA strongly suggests that this Committee consider the
proposal described in ACLI’s testimony to allow the sponsor of the SAFE plan to
select from a range of interest rates from 3% to 5% upon adoption of the plan. This
will allow the SAFE plan to be funded at levels that more closely resemble the indi-
vidual annuity market.

In addition, we would suggest that the PBGC be given authority to develop meth-
ods for small business owners to purchase individual annuities on a more competi-
tive basis. For example, the PBGC could facilitate negotiating master contracts with
insurance companies which could be used by small business owners sponsoring a
SAFE plan.

3. Employer Eligibility
Like SIMPLE plans, SAFE plans can be adopted by employers with 100 employ-

ees or less. The SMART plan proposal uses the same approach, except professional
service employers are excluded and a SMART plan may not be adopted if the em-
ployer maintained another defined benefit plan within the last five years. ASPA
strongly disagrees with these limitations.

There is no sensible tax policy that justifies excluding professionals from eligi-
bility. If the concern is potential abuse, the SAFE plan has built-in design features
like caps on the available benefit formulas and limits on the amount of annual com-
pensation (i.e., $160,000) that are taken into account which prevent such abuse. The
fact is, some non-professionals, like skilled tradesman, often make more than so-
called professionals in today’s workforce. As long as everyone is on a level playing
field in terms of plan design, a group of employers should not be excluded simply
based on what business they are in.

Similarly, a small business should not be punished for previously offering a de-
fined benefit plan. The SMART plan proposal does this by not allowing adoption of
the SMART plan if the employer had a defined benefit plan in the last five years.
If the Clinton Administration is concerned about individuals doubling up on bene-
fits, ASPA believes the approach taken by the SAFE plan is the better approach.
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Under the SAFE plan, employees are not allowed prior service credit for years they
were previously covered under a defined benefit plan.

4. Past Service Credit
One of the chief policy goals of the SAFE plan proposal is to allow small business

employees who have not previously been able to save sufficiently for retirement to
catch-up with respect to their retirement savings. Defined benefit plans are ideally
suited for this because they can provide benefits to employees for years of service
prior to adoption of the plan. The SAFE plan accomplishes this by allowing a small
business to give current employees up to 10 years of past service credit. To encour-
age the small business to maintain the plan, such past service credit would have
to be funded over an equal number of years (e.g., 5 years of past service would have
to be funded over 5 years).

Unlike traditional defined benefit plans and the SAFE plan, the SMART plan
does not allow for any past service credit. In ASPA’s view, small businesses will
simply not adopt the SMART plan unless it allows small business employees to
catch-up with respect to their retirement savings. The SMART plan attempts to
compensate for the lack of past service credit by allowing for an additional 1% bene-
fit during the first five years of the plan. However, this is completely inadequate
since it does not allow the small business to reward existing employees who have
contributed to the development of the small business prior to adoption of the plan.

5. Compensation Limit
The annual limit on compensation that may be taken into account for benefit pur-

poses under the SAFE plan is $160,000 (indexed). This is the same limit in current
law that applies to SIMPLE plans and all other qualified retirement plans.

Under the SMART plan, the proposed annual compensation limit is $100,000.
ASPA strongly believes there is no justifiable policy reason for imposing a special
lower compensation limit. Because it is a defined benefit plan, benefits provided to
lower-paid workers under both the SAFE and SMART plans are significant and sub-
stantially greater than what is provided under the SIMPLE plan. The owners of
small businesses need an incentive to provide these greater benefits to lower-paid
workers. However, the compensation limit will potentially reduce the small business
owners’ benefits. Simply put, given the significantly greater benefits for lower paid
workers under both SAFE and SMART, lowering the compensation limit is going
in the wrong direction and the compensation limit under SMART should at least
be the same as under SIMPLE and current law.

CONCLUSION

As early as President Carter’s Commission on Pension Policy in 1981, there has
been recognition of the need for a cohesive and coherent retirement income policy.
ASPA believes there is a looming retirement income crisis with the convergence of
the Social Security trust fund’s potential exhaustion and the World War II baby
boomers reaching retirement age. Without a thriving pension system, there will be
insufficient resources to provide adequate retirement income for future generations.
In particular, four elements have converged to create this crisis:

• The baby boomer population bubble is moving inexorably toward retirement
age.

• Private savings in the United States has declined dramatically.
• Most employees, particularly small business employees, continue not to be cov-

ered by qualified retirement plans.
• In the absence of major changes, our Social Security system is headed for bank-

ruptcy.
During the years 2011 through 2030, the largest ever group of Americans will

reach retirement age. Without a change in policy or practice, many of this group
will find themselves without the resources to be financially secure in retirement.
Most pension practitioners will tell you that the constantly changing regulatory en-
vironment has created more complexity than most employers are willing to bear;
consequently, coverage under qualified retirement plans has dropped. The problem
has affected small businesses most severely—they have less resources to pay the
compliance costs and must spread those costs over fewer employees. During the
early decades of the next century, the ratio of workers to retirees will be signifi-
cantly lower than it is today. The shrinking ratio of workers who pay Social Security
to those drawing benefits makes it likely that future retirees will have to rely more
on individual savings and private pension plans and less on Social Security. A
generational economic conflict is inevitable unless immediate action is taken.
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We believe there is need for constructive pension reform, particularly with respect
to small business retirement plan coverage. We believe that the time has come to
enact comprehensive legislation which will provide an opportunity for all working
Americans to obtain financial security at retirement.

f

Mrs. JOHNSON of Connecticut. Thank you very much.
It’s a pleasure to welcome you, Mr. Fradette from Bristol, Con-

necticut, to today’s hearings. I’m glad you were able to make it.

STATEMENT OF GREG FRADETTE, SR., GREG FRADETTE
AGENCY, INC., BRISTOL, CONNECTICUT

Mr. FRADETTE. Thank you, Madam Chairman. Thank you for in-
viting me to testify before your Subcommittee today. I appreciate
this opportunity to explain why current pension laws have made it
difficult for me to offer complete retirement for my employees.

My name is Gregory Fradette and I am owner and founder of the
Greg Fradette Agency—a 10-year-old insurance agency located in
Bristol, Connecticut. I currently employ 13 people—many of whom
have been with me for a number of years. The Greg Fradette Agen-
cy sells a wide variety of insurance products. Business customers
represent approximately 85 percent of our client base. And as you
are well aware, Madam Chairwoman, Connecticut is home to many
small manufacturers. These manufacturing companies represent
the backbone of our agency, accounting for half of our business.

Although we are a small business, I am proud of the level of ben-
efits that we offer our employees. Comprehensive health insurance,
including prescription drugs and dental coverage, life insurance,
short-term disability income, paid vacation, flextime and a match-
ing 401(k) plan are all part of the standard benefit package of the
Fradette Agency. In addition, our agency has had five babies in the
last 10 years. We’re happy to say that we were able to accommo-
date our young working mothers with a flexible work schedule. All
of our soon-to-be soccer moms are back to work full time. Thanks
in large part to the efforts of our employees, business is good.

I’d like to expand the retirement package to include a traditional
defined benefit pension plan. Currently, participants in our 3-year-
old 401(k) plan can contribute up to 3 percent of salary, and we
will match that by 50 percent. While I am pleased with the success
of the 401(k) plan so far, I recognize that this will not generate a
sufficient amount of retirement income for either myself or my
older employees. That is why I am researching the feasibility of es-
tablishing a defined benefit pension plan.

However, I am told that the complex regulations of current pen-
sion law would make it very costly for me to establish a plan that
would provide a more adequate retirement income for my employ-
ees. Large employers can spread these administrative costs over a
large number of employees. I don’t have that luxury. Establishing
a traditional pension plan is cost-prohibitive for me at this time.
That is why I support your SAFE plan proposal, which will allow
me to adapt a small business defined benefit plan with significantly
reduced administrative costs.

I am blessed with dedicated, hardworking employees, and I
would like to provide an affordable pension plan for them, but in
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order for me to do so, the laws need to make it possible for small
employers like me to establish such affordable plans.

On a personal note, Madam Chairwoman, from 1986 to 1994, my
wife and I paid to send our three children through college. We’re
proud of the fact that all three graduated. But college tuition, along
with the startup costs of my agency, used up all our savings. Now,
at age 50, I have to start saving for our retirement. So please enact
the SAFE plan proposal as soon as possible, so that my employees
and I can start saving adequately for our retirement.

And thank you again for the opportunity to testify today, Madam
Chairwoman.

[The prepared statement follows:]
Statement of Greg Fradette, Sr., Greg Fradette Agency, Inc., Bristol,

Connecticut
Madame Chairman, thank you for inviting me testify before your subcommittee

today. I appreciate this opportunity to explain why current pension laws have made
it more difficult for me to offer complete retirement benefits to my employees.

I am owner and founder of the Greg Fradette Agency, a 10 year old insurance
agency located in Bristol, Connecticut. I currently employ 13 people, many of whom
have worked for me for years. The Fradette Agency sells a wide variety of insurance
products, about 85% of which is to commercial customers. As you know, madame
chairman, northwest Connecticut is home to many small manufacturing companies.
My agency has a close working relationship with many of these companies, who rep-
resent over half of my overall business.

As a small business owner, one thing I am proud of is the level of benefits I offer
my employees. Comprehensive health insurance, life insurance, paid vacation, profit
sharing, and a 401(k) plan with employer matching contributions are all part of the
standard benefits package at the Fradette Agency.

However, now that my business has become more established, I am in the position
to expand the retirement package that the company offers to include a traditional
defined benefit pension plan. Currently, participants in our three-year-old 401(k)
plan can contribute up to three percent of salary, which is then matched fifty cents
on the dollar by the company. Over two-thirds of my employees participate.

While I am pleased with the operation and success of our 401(k) plan so far, I
recognize that this will not generate a sufficient amount of retirement income for
either myself or any of my older employees. Therefore, I am researching the possi-
bility of establishing a defined benefit pension plan. However, I am told that under
current law, complex regulations make it not very cost-effective for me to establish
such a plan which will provide a more sufficient retirement income for my employ-
ees. Because I can spread the administrative costs over fewer employees as com-
pared to a large employer, setting up a traditional pension plan is cost-prohibitive
for me at this time. That is why I support your SAFE plan proposal which will allow
me to adopt a small business defined benefit plan with significantly reduced admin-
istrative costs.

I am fortunate to have dedicated, competent employees working for me, and I
want to be able to provide this benefit to them. But in order for me to do so, the
laws need to make it possible for small businesses to establish plans in a cost-
effective way. Please enact the SAFE plan proposal as soon as possible so that baby
boomers like me and my employees can save adequately for retirement.

Thank you for the opportunity to testify today, madame chairman.

f

Mrs. JOHNSON of Connecticut. Thank you very much.
I apologize to those members of the panel whose testimony I was

unable to hear, but also to Mr. Strauss, and I thank my colleague,
Mr. Portman, for starting this hearing.

You may have read in the newspapers of the terrible incident in
Connecticut where four State employees were killed by an angered
member of their group, and I mention that because people who
serve in government are important to all of us. A good functioning
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government is essential to a free society, and some of those who do
serve, our citizens, do often run a lot of risk from the public they
deal with, but also in the constraining governance of employee
problems that we all live with. And so it was my not only obliga-
tion, but personal responsibility to be at the funeral of my friend
and compatriot, Linda Laganowski, former mayor of New Britain,
my hometown, who was one of those, but also to take part with the
Governor in recognizing the service of these individuals to our
State and the tragedy of their death. They were all extraordinary
people. It was tragic to read of their lives left behind—spouses,
children, volunteers in their community, coaches of little league, all
the things that we know make a difference in building our commu-
nities and assuring the strong families that we know are the heart
and soul of a free society.

So I’m sorry that I had to be late, and I appreciate the help of
my colleague, Mr. Portman, and the indulgence of all of you.

I would like to, first of all, commend you, Ms. Shaffer, on the
pamphlet, ‘‘On Women’s Retirement.’’ I did have a conference on
women and investing recently, had a very small turnout, but it was
really interesting some of the people who came. Women are begin-
ning to realize that they have a responsibility to plan for their own
retirement, whether they’re single or whether they’re married.

I also appreciate some of the comments that those who testified
made in regard to the differences between SAFE and SMART, and
I want to concentrate my questions on two aspects of the dif-
ferences between SAFE and SMART, and then throw out one other
question.

First of all, SAFE allows 1 to 3 percent, a program that would
provide 1 to 30 percent of income to be saved each year. The
SMART program is less generous, both in threshold of $100,000
and in the use of the 3 percent. When you look at the calculations
from each plan, neither plan is talking about more than, say, about
30,000 a year or 22,000 a year, I think is what most of them are.
Now 22,000 a year with a relatively low Social Security benefit is
not a lot, looking to the future. So it seemed to me unwise to limit
the 3 percent option as it is limited in SMART. That’s one issue
I’d like to hear your thoughts on.

Second, I was very interested, Mike, that you think the pension
guarantee benefit premium is a good idea. I’d like to hear other
people’s thoughts on that, but it seems to me unnecessary to en-
sure a fully funded plan.

And then, last, on the issue of spousal consent, that has become
kind of a two-edged sword. I have an employer who came to me
just last week saying that he must have these spousal consent
forms because they’re making changes in their plans, but now some
of the families that are having difficulty don’t want to get them.
And these are women who don’t want to deal with their spouse
about this, for a variety of possible reasons. So that is an issue.

Incidentally, I also want to acknowledge my colleague and friend,
Earl Pommeroy, who is with us, and will have a chance to question
after the Subcommittee Members do so.

So if you could comment on the 3 percent issue, the pension ben-
efit guarantee fund premium, for those of you who didn’t comment
on that, and the issue of spousal consent. Is it time that we begin



78

to look at that differently? Maybe if your other spouse has a pen-
sion at his place of his business that comes out of his wages or his
determination—you know, how do we begin to look at spousal con-
tributions now in the sense of ownership that I see in lots of
women in all ages of their benefits, sort of in the new world?

When we got that spousal consent—and I remember sitting at
the White House when Reagan was President, and we, on a biparti-
san basis, got this change in the law, it was primarily because
women weren’t working; men were the ones who were working, and
whether or not their husbands’ pension planned allowed or assured
that choice was a very, very important issue. When both people are
working and have different options for retirement benefits, we need
communication and agreement perhaps, but do we see the spousal
benefit exactly the same way for the next 50 years that we saw it,
say, 10 years ago?

Ms. SHAFFER. Well, obviously, it’s a very complex issue, and it is
true that working women now are more present in the work force
than ever before. But when you cite the average pay equity statis-
tics for women in the work force, which have been compounded in
retirement to create a retirement gender gap, I would think that
at this point in time, for the average woman, we would want to err
on the side of disclosure and spousal options. Because those
women, in general—and there are, obviously, exceptions—are still
going to be earning less than their male spouse, are going to have
given up years in the work force for care giving responsibilities.
This formula will affect their retirement benefits, as well as, their
Social Security benefits—all three legs of that retirement planning
stool, and, in general, those factors would still create a real dis-
advantage for women not having choices, not having participation
in those choices, because they are going to likely earn less than
their husband.

So to the extent that women and their families are dependent on
these options, we need, I think, at this point to preserve them. Ob-
viously, as time goes on, if the pay gap erodes to the point where
we have more parity, more equity, perhaps this will be less of an
issue, but these factors for working women truly exacerbate their
vulnerability in retirement.

And, incidentally, some of those poverty statistics that I quoted,
comparing particularly single women in retirement and single men
in retirement, for example—I shortened my remarks because of the
time constraints, but there’s a chart showing that the United
States of America has a higher rate of single women living in pov-
erty than any of the industrialized nations. That truly gives one
cause for concern and kind of puts that in perspective. Hopefully,
there will be a point in time where maybe those issues should be
revisited, but I think we need to err on the side of spouses having
an opportunity to participate in the decision—and certainly in di-
vorce situations, spouses knowing before divorce agreements are fi-
nalized—what rights and options they may have to exercise.

I also wanted to correct one impression. I cited this pamphlet,
but it is not a BPW publication. It is a project of WISER, Women’s
Institute for a Secure Retirement, and the Heinz Foundation. We
are helping to distribute it to all our members across the country,
and we commend WISER for producing this.
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Thank you.
Mrs. JOHNSON of Connecticut. Thank you. Anyone else want to

comment on the other issues?
Mr. LEONARD. I would like to comment on that, too. Enforcing

what Gail said, my wife works full time; I work full time. I make
70 percent of the income; she makes 30 percent. So if she did not
have the opportunity to investigate pensions and have spousal con-
sent, she would be in the same type of trouble that Gail mentioned.

Mr. CALLAHAN. At PenTec, Madam Chairwoman, we probably
process somewhere close to 4,000 to 5,000 distributions annually,
and though there’s an administrative cost or burden that’s associ-
ated with that, we don’t really see very many problems with get-
ting those spousal signatures. I think in terms of looking at those
spousal signatures and ensuring that there’s a knowledgeable deci-
sion that’s made, it certainly relieves the employer of some fidu-
ciary responsibilities, and it’s knowledge that’s being gained by
having those spousal signatures. So I agree with Ms. Shaffer. I
think it’s not time yet.

Mrs. JOHNSON of Connecticut. What about the issue of the 3 per-
cent option?

Mr. MEROLLI. I’d be happy to comment on that. I don’t feel, quite
honestly, that the 2 percent is sufficient. The SMART minimum de-
fined benefit is either 1 or 2 percent, and it increases to 3 only dur-
ing the first 5 years of participation. SAFE is 1, 2, or 3 percent,
and you can use 10 years of past service as well.

If you’re a gentleman like Mr. Fradette, and your children have
gone through college, you’re 50 years old now, and you want a sim-
ple way to save a lot of money in a short period of time. I think
taking into account the fact that you can go up to 3 percent benefit
times years of service and use up the 10 years of past service
means that you can catch and you can fund an adequate benefit
for your own retirement now that you have put your children
through school. I think $160,000 compensation limit also ties in
with that, and I think it’s much more beneficial and much easier
to handle than $100,000 cap.

We deal with small plans all the time. We have 1,400 plans that
we act as third-party administrator for. Our defined benefit total
has shrunk to less than 100, and a lot of those folks, like Mr.
Fradette, are right now, if they want something simple, they have
to stay with defined contribution. I think with using SAFE, with
10 years of past service and a 3 percent annual rate of accrual is
the way to go.

Mrs. JOHNSON of Connecticut. Thank you. There’s a very, very
important point. This Subcommittee changed the pension laws in
regard to teachers last year, for exactly that reason. They have
buyback rights, but they were capped, and you can’t exercise your
buyback rights because you don’t have any money to buy back until
later in life, when your children have finished college, and then
they were limited as to how much they could buy back, even
though the buyback was absolutely legitimate, and something they
had earned.

So this one goes not necessarily to the pattern of women’s lives,
but to the pattern of our lives—men and women. There are years
when you have disposal income, and there are years when you
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don’t. If we limit these pension plans so that you can never save
more than a rather minimal amount, then we limit retirement ben-
efits as well. So that’s interesting.

Mr. Coyne, I’d like to yield to Mr. Coyne for questioning.
Mr. COYNE. Thank you, Madam Chairwoman.
Mr. Fradette, in your testimony you mentioned that two-thirds

of your employees are participating in the 401(k) plan. One of my
concerns is that the pension system that we’re currently under has
a lot of employees who are unwilling or unable to participate in
plans, 401(k) plans, just like some of your employees.

I wonder if you could tell us, not just in your company, but gen-
erally, who are the individuals that make up the one-third that
don’t participate? Are they people who are low-income workers or
short-term employees? Do you have any sense of that?

Mr. FREDETTE. Well, in our particular case, we’re dealing with
just 13 employees, and there are 2 or 3 who aren’t participating.
They’re fairly young, and at this particular point I think they’d just
as soon take all the income, and hopefully, as time goes on and
they become more secure in their job, they’ll see the light and par-
ticipate in the 401(k), but that’s really what’s going on right now
at our agency.

Mr. COYNE. It’s the younger employees who maybe feel that they
don’t have the resources to be able to contribute——

Mr. FREDETTE. Exactly.
Mr. COYNE [continuing]. Into the 401(k) plan?
Thank you.
Mrs. JOHNSON of Connecticut. Mr. Portman.
Mr. PORTMAN. Thank you, Madam Chair. I have a lot of ques-

tions. I really appreciate all the expert testimony.
My first question is really a basic one, which is: Who’s going to

use this plan? How popular is it really going to be? We’ve heard
a lot of good testimony today about how the SAFE or SMART or
SMART/SAFE plan might be important. I talk to a lot of small
businesses who are interested in some kind of retirement savings
plan, but they’re not sure if they can get into a defined benefit
plan. They’re more interested in a SIMPLE type plan. And I won-
der if any surveys have been done, if you all have talked, on an
informal basis with your plan participants? You said, Mr. Merolli,
I think you have over a thousand plans you work with; and, Mr.
Moore, you work with a lot of plans around the country. Is this
going to be something that will be popular?

Mr. MEROLLI. I think it will be very, very popular. We have a
lot of baby boomers, myself included, who have reached a point,
like Mr. Fradette, and they need to save a lot of money in a very,
very short period of time, and the complexities of present-day de-
fined benefit law have basically shied them away from it, and I
think it’s going to be a very, very strong market. I feel better about
this than I did about SIMPLE, and SIMPLE’s been pretty good.

Mr. MOORE. I’d share that assessment. I think it will be attrac-
tive to the small employer and the small business employee.

And I wanted to tie in one point that was raised earlier about
the catchup provision of the 3 percent. I think this is another rea-
son it’s attractive. If you’re a younger person, as was pointed out,
and maybe you’re not participating now, and you get to be 40 or
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50, and you realize you should have been catching up. There might
be a tendency to make what would be riskier or high-risk invest-
ments.

Mr. PORTMAN. Yes.
Mr. MOORE. This provides a very equitable and safe mechanism

for you to catch up by recognizing past years of service. It’s a very
safe plan for all of us, and I think it’s a great opportunity for some-
body to catch up in a fair manner.

Mr. PORTMAN. Mr. Callahan.
Mr. CALLAHAN. Congressman Portman, there are some rules of

thumb that I’m going to provide just as a general approach. If you
take a look at a person who’s about 20, 22 years old, a 2-percent-
of-pay-per-year contribution provides him adequate retirement in-
come. When you get to 30, it jumps to about 6 percent of pay.
When you get to 40, it increases to close to 20 percent of pay. And
when you get into your fifties, you’re now looking at a program
that you cannot have under our current system. So that leaves us
with a real problem at retirement age because people just can’t ac-
cumulate enough.

In addition to that, people don’t really know what the conversion
is: How much do they need? The number here was somebody earn-
ing around $28,000 needs one-quarter of a million dollars to retire.
Most employees don’t understand that number. They think if they
have $50,000 or $60,000 that they’ve accumulated over their life-
time, that that’s going to last them for 20 years. It’s not enough.
It’s not even close to being enough.

So what we’re going to find is some generational gaps where peo-
ple are just going to live longer than what they have available to
them, and it’s going to be a substantial curtailment in their life-
style. This kind of program, which has a guaranteed benefit, a floor
benefit with an upside to it, provides that guaranteed minimum
benefit. People understand that. They know what their monthly
benefit is, and when added to Social Security and some personal
savings, can provide an adequate retirement income. That’s why
this is so important.

Mr. PORTMAN. I think those are adequate responses. I share
those. My question was in a way a devil’s advocate question. I
think it’s time for us to really fill a gap, a major gap, and part of
it is that young people think they’re going to live forever, as many
of us did, I’m sure, didn’t prepare, and when you get to be a baby
boomer, my age, over 40, you begin to realize you need to catch up
quickly, and it’s difficult to do so with a defined contribution plan.

With regard to the PBGC guarantee, I think, Mr. Merolli, you
had some strong views on that. It wasn’t necessary. Mr. Moore, I
think you thought it was important, which is, as you know, con-
tained in the SMART plan, not the SAFE plan.

I guess one question I would ask for the panel, and maybe quick-
ly those of you who are out in the business of marketing plans or
have been involved with companies that are looking for these kinds
of plans, Mr. Strauss made the point that he had talked to at
least—he mentioned one person in the business who said this was
going to be a great marketing tool because companies would be
much more likely to pick up a plan like SMART or SAFE if they
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knew the Federal Government was behind it. Is that your experi-
ence? And how does that balance with the premium responsibility?

Who’d like to take a crack at it first? Mr. Moore, maybe first, and
then Mr. Merolli.

Mr. MOORE. I generally share Mr. Strauss’ assessment. I think
you have to look at it from the perspective of who’s going to be par-
ticipating also. If there is a sense of security that the PBGC stands
beside that, then it’s going to be very easy for the employer, quote/
unquote, ‘‘sell his program.’’ So from that sense, marketability, yes,
absolutely.

Mr. PORTMAN. OK, Mr. Merolli.
Mr. MEROLLI. Up until now, PBGC premium, the requirement to

be in PBGC has not been a positive as far as a marketing stand-
point because it’s added a lot of complexity. PBGC forms are pretty
extensive. And currently, professional service employers of under
25 employees are exempt from PBGC anyway. If you’re a small
business with just a couple of people and no rank-and-file workers
as well, you don’t have PBGC coverage currently, and that system
seemed to be working pretty well. If we wind up with PBGC cov-
erage, though, it should be a really nice, simple, little form like one
little simple page with a really tiny, little premium.

I think it has in the past been an added expense. It’s discouraged
and it’s made defined benefit plans unaffordable for a lot of small
employers, particularly the ones we’ve been trying to hit at. That’s
been our experience.

Mr. PORTMAN. He told us today a number. It wasn’t in his testi-
mony, but in his oral response he said five dollars. Is that a nice,
little, tiny amount?

Mr. MEROLLI. I would consider that a nice, little, tiny amount.
Mr. PORTMAN. Mr. Callahan.
Mr. CALLAHAN. I think we have to look at who’s our customer.

Our customer for these retirement benefits is a plan participant.
From the employer’s perspective, it’s a hidden tax, especially if
they have to make this as a fully funded benefit. From the cus-
tomer’s point of view, from the plan participant, having that added
security of providing that minimum benefit, I think it’s important
issue.

So when we take a look at who’s the ultimate beneficiary of this
and who’s our ultimate customer, I see that——

Mr. PORTMAN. But the question is, who is the customer? Who’s
going to be making the decision to go into these plans? I guess in
many cases the employees are going to go to the employer and ad-
vocate for such a plan. So maybe, in a sense, they can be the indi-
rect customer, but in most cases I would guess it’s the employer
making the decision.

Mr. CALLAHAN. I don’t think it’s an insurmountable barrier, but
as a hidden tax, it can be——

Mr. PORTMAN. How do you come out on the type of plans we’re
talking about here, the SAFE plan, for instance, do you think it
needs to have the PBGC guarantee?

Mr. CALLAHAN. I’m sorry, would you say that again.
Mr. PORTMAN. How do you come out on the issue?
Mr. CALLAHAN. I think it’s reasonable to have a PBGC-backed

guarantee as long as——
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Mr. PORTMAN. You would prefer to have one?
Mr. CALLAHAN. If it’s small. If the guarantee is for the full bene-

fit, the remaining full benefit, and the premium is small, then, yes.
If it’s the current guaranteed benefit premiums, I don’t think that
offers.

Mr. PORTMAN. OK. Thank you. Thank you for your help today.
Mrs. JOHNSON of Connecticut. Mr. Kleczka.
Mr. English.
Mr. ENGLISH. Thank you, Madam Chair.
This, it seems to me, is a very important topic, and we appreciate

a panel of this distinction being here to explore it. What we have
learned is that, increasingly, the experience of employees is going
to be a little different than it has been in the past. More and more,
people will be going to different employers during the course of
their career, and it’s estimated in the next century that it’s going
to be relatively common for someone to have five or six different
employers during their lifetime.

So I wanted to focus a little bit on portability. In your view, can
the law be improved to give participants in defined benefit plans
the same portability features as the participants in defined con-
tribution plans? Who would like to comment on that? Mr. Leonard?

Mr. LEONARD. Yes, thank you very much. The IEEE has been ad-
vocating pension portability since about 1974. I think the SAFE
plan, as you’re proposing it, is an excellent way to provide port-
ability to small companies. Our engineers are looking at the same
thing you mentioned—seven or eight job changes throughout their
entire career. The engineer that goes to work for one company and
stays there until he retires is gone. Maybe I’m the last one, but
there aren’t many left. Even some engineers are starting their own
consulting firms right out of school.

So, for small companies, a SAFE plans is what we need. For
large companies, an ability to transfer their pension from one com-
pany to another company by possibly Trustee to Trustee transfer,
maybe be a method of examining pension portability or defined
benefit plans for large companies.

Mr. ENGLISH. Mr. Leonard, how does your organization feel
about, putting the SAFE and SMART proposals side by side, how
do you feel about the $100,000 limit specifically that’s built into the
SMART plan?

Mr. LEONARD. I’d say I don’t like it. I’m more for the $160,000
limit. And if I might comment further, we are for the SAFE plan.
The SMART plan has a clause in it that excludes our type of pro-
fessionals working as service employees. So IEEE would be for the
SAFE plan.

Mr. ENGLISH. I’d open this up to the other panelists, on how you
feel specifically on the portability end, how the SAFE and SMART
proposals stack up against each other, and what features you’re
particularly attracted to in either?

Mr. Merolli.
Mr. MEROLLI. Yes. Thank you. The beauty about the SAFE plan

is that each participant’s benefit, unlike a traditional defined bene-
fit plan, which is a pooled account, in SAFE each participant’s ben-
efit is kept in their own separate account. So all the benefits are,
and should remain, totally portable. When the individual termi-
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nates from employment, for example, either a SAFE annuity or the
SAFE trust can be transferred to a SAFE annuity or to a tradi-
tional IRA, for example, or the 20-percent penalty tax is paid. The
20-percent penalty tax, obviously, discourages people from taking
their distributions before retirement, and the SAFE is structured
this way, so that it becomes totally and fully portable. And that’s
the beauty we like about it, and that’s the advantage it has over
the traditional defined benefit plan.

Mr. ENGLISH. Any other comments from the panel?
Ms. SHAFFER. Well, I would reiterate, from the point of view of

BPW/USA, that one of the features we applaud in the SAFE plan
is the portability. As I indicated, women tend to stay in a particu-
lar job on average for a lesser period of time than their male coun-
terparts. They sometimes don’t even vest in that job because of
that, which is unfortunate. The average woman worker will lose
during her career 11.5 years in the work force, most often because
of care giving needs, she has to leave the work force and then come
back again. So, certainly, both with the care giving absences from
the work force that are particularly imperative sometimes for
women, and the tendency on the average for them to change from
job to job more often, portability is a very, very important feature.
So we very much applaud that in the SAFE plan.

Mr. ENGLISH. Well, I would at this point, my time having ex-
pired, like to thank the panel, but also add, since I haven’t had the
opportunity to do so publicly before, I would like to thank the
Chair for sponsoring this hearing, which I think is one of the most
important that we have had, not only in the Subcommittee, but the
Committee as a whole.

I want to compliment you specifically, Madam Chair, on your
leadership on this issue and building a bipartisan coalition to focus
on some of these very difficult pension issues, and I want to com-
pliment you very much for your effort in this area, and thank you
for the opportunity.

Mrs. JOHNSON of Connecticut. Well, thank you very much, Mr.
English. There has been a lot of interest among the Members of the
Subcommittee in this issue, and we’ve talked about it now for quite
a while, and this is the first of two hearings, out of which we hope
will come some substantial advancements in the opportunity for
people to create retirement security for themselves.

Mrs. Thurman.
Mrs. THURMAN. Thank you, Madam Chairwoman.
Mr. Moore, we’ve received a report actually from some of our col-

leagues—I’ve lost in it in the myriad of paper up here—but, any-
way, that while we know that about half of the employees have
pensions. The other significant issue in there, though, is that
around 21 percent of them actually make maximum contributions
to this.

How do we change that culture of have fun now and wait for So-
cial Security later, or maybe you’ll have enough later on in your
life? What do we do to look at this issue?

Mr. MOORE. I’m sorry, I think I might have missed part of your
question. Were you saying that they’re spending the moneys in
their——
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Mrs. THURMAN. Well, even if they have a pension plan available
to them, in fact—only about 21 percent are actually contributing
their full amount that they could contribute anyway.

Mr. MOORE. I think that SAFE goes a long way toward helping
people not only focus on the importance of retirement, but making
it easy for them to do. The biggest problem I see is the fact that
we actually run across the converse problem, and we probably deal
with anywhere between 3,000 and 5,000 phone calls and letters a
year about problems with pensions. The biggest problem is that
they just don’t have money to set aside.

The problem you’re describing with us tends to be a very small
problem. I think people are very conscious of what their retirement
needs are. Unfortunately, there are a lot of other competing needs
that are much more immediate. Buying a house, any sort of child
needs sometimes arise, special circumstances, and those things
take precedence, and they are immediate, whereas retirement is
further down the road. It’s the classic case of robbing Peter to save
Paul, but in this instance you’re one and the same; you’re Peter
and Paul.

And the problem for us is, how do we get a structure that lim-
its—and one of the nice things about SMART, there is a substan-
tial distribution, early distribution, penalty, to let people say, stop,
wait a second, is this really important enough to jeopardize your
retirement future? And in those instances where it is you go ahead.
But I think the real fundamental problem is that it’s not a lack of
awareness of people’s parts here; it’s a lack of an ability to have
access money. They just don’t have it.

Mr. CALLAHAN. Mrs. Thurman, I provide enrollment meetings to
different companies. During the course of 1 year, I probably do 40
or 50 enrollment meetings personally to companies’ participants.
There are a couple of things that I find that people are just not
aware of. One, that there was supposed to be a three-legged stool
for retirement purposes in the United States: Social Security, an
employer plan, and their own contributions. That’s clearly not un-
derstood at all. They never knew that they were supposed to take
responsiblity for of their retirement income. No one really knew
who was supposed to take care of it, but they never knew that they
were responsible for one-third.

Second, most knew somebody at one time that might have had
a defined benefit pension plan, but those plans are all gone now,
and nobody really takes care of pensions anymore. People believe
they’ll figure it out and do what they have to do.

We often have the discussion about the fourth leg to our retire-
ment stool in the United States, in our employee enrollment meet-
ings. And that fourth leg is really supplementing your income
through continued working past retirement. So we now have, just
by its nature of our policy here, developed that fourth leg of contin-
ued working.

The shift over to the 401(k) plans is a clear indication to anyone
looking at policy issues that we have shifted the entire responsibil-
ity for retirements for our future generations over to the employ-
ees, and this is one of the first chances to shift it back.

Ms. SHAFFER. I would also like to add the comment that, if we
want to encourage that kind of incentive for saving—for example,
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from the point of view of working women—we would be well ad-
vised to address the issue of pay inequity, and support the Fair
Pay Act and the equal pay provisions, because women have far less
disposable income to put into a savings plan, when the average
woman is making less than $23,000, and when she is making 74
percent of her male counterpart, for African-American women the
figure is 64 percent, and for Hispanic women the figure is 53 per-
cent—53 cents compared to the dollar of her male counterpart. So
for these women to plan for retirement is a particular burden when
they are faced with the same pressures of inflation and family sup-
port but at a much lower level of compensation; we really need to
address those overall issues because they’re exacerbated when they
get extrapolated over a career of lifetime earnings at a lower rate
that is truly not equitable. That’s what’s making us the leader
worldwide of elderly women living in poverty, for example.

Mrs. THURMAN. Madam Chairwoman, if I could just ask another
real quick question here—Mr. Callahan, in your testimony, you
talk about the unreasonable PBGC insurance premiums. This is all
kind of new to me. So I’m just trying to learn this along with prob-
ably other people as well. You say that if they buy into this, that
it’s going to cost them a lot more. I was under the impression that
there was a set premium per employee. Help me here.

Mr. CALLAHAN. There’s a risk premium. There’s a set premium
per employee under the current rules of $19 per participant.

Mrs. THURMAN. Right.
Mr. CALLAHAN. But if a plan is under——
Mrs. THURMAN. Per year?
Mr. CALLAHAN. Per year. If a plan is underfunded, there’s an ad-

ditional risk premium, and that risk premium can vary signifi-
cantly. So you can have very, very significant risk premiums if your
plan is underfunded. So if they’ve promised benefits or if the assets
perform poorly, if they promise benefits they haven’t been funding,
that additional amount can be significant.

If you establish a plan today and you want to grant credit past
service, under existing rules, you’re going to be underfunded for
that past service that you’ve granted, and that’s why you set the
plan up today on a defined benefit basis. That’s going to cause a
risk premium; it’s going to be a barrier for you to start such a plan.

Mrs. THURMAN. Can you give me an idea of how much we’re talk-
ing about in this?

Mr. CALLAHAN. It could easily rise to $50 per participant.
Mrs. THURMAN. For a long period of time or just during the

catchup period or——
Mr. CALLAHAN. It could be—a business lifetime is really 3 years.

It’s certainly going to be over a period of 3 years. It’s usually been
lasting somewhere in the neighborhood of 4, 5, or 6 years. It’s con-
tinued to last. It doesn’t go away.

As those plans become funded, as those plans reach new levels,
and the interest rates go up a little bit, there will be a little bit
of arbitrage there that will help us out, but the premium is going
to be pretty substantial. You wouldn’t want to establish a
brandnew plan today with any past service grants. You’d really
have to think about that an awful lot, because if you did that with-
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out having the ability to fund it on an ongoing basis, your PBGC
premiums would be pretty substantial.

Mrs. THURMAN. Well, Madam Chairwoman, I’ve got to tell you,
I’m probably going to walk away from this hearing today with more
questions than I care to come with, I’ve got to tell you. So, hope-
fully, with your testimony rose a lot of other questions about some
other things. If you get a chance, come by; I need to sit down and
talk to you. [Laughter.]

Mrs. JOHNSON of Connecticut. Thank you. I’m going to recognize
my colleague, Earl Pommeroy, who is one of the Congress’ real ex-
perts on the pension issue, and we welcome him to sitting in on
our Subcommittee, and we’re happy to have him question. After
that, we are going to recess. We have a vote on the journal and two
5-minute votes. So there will be about a 15-minute recess before we
hear from Mr. Scanlon, our last witness.

Mr. POMEROY. Madam Chair, I thank you very much for allowing
me to attend today and ask a question. I want to congratulate you
for cosponsoring the SAFE legislation, being the driving force be-
hind promoting its passage on the Hill, and thank you for holding
this hearing.

Panel, this has been simply the best discussion about defined
benefit plans in small employers that I have heard as a Member
of Congress. I think that points out something. We really, as a Con-
gress, haven’t dealt in any way with the shift from defined benefit
to defined contribution retirement plans, and the many con-
sequences that it presents.

Mr. Moore, I would ask you, as spokesperson of the Pension
Rights Center, for the worker, do you think there is still much to
commend the defined benefit format, even though it is looking, es-
pecially in the small employer sector, like it’s a dinosaur about to
vanish from the face of the Earth?

Mr. MOORE. There is under the SAFE and some of the provisions
of the SMART proposal, and some of the provisions that are being
entertained on the Hill right now—I believe so. The ultimate thing
that any employee is looking for is security, and that’s something
that the defined benefit plans provide par excellence.

It’s also looking at employer contributions. If you don’t have
enough money to set aside for a plan, you know that someone is
setting it aside for you, and that’s a major plus of any sort of de-
fined benefit plan, the employer contribution. So, yes, I believe that
defined benefit plans have much to offer. I believe, particularly the
way the SAFE and the SMART plans are, historically, the people
who have been omitted are the small business employees, and this
legislation targets them specifically. It gives them the opportunity
to join in the benefits that some other people at larger corporations
have. You look at the people who have some of the best pension
benefits in this country. Their working at large employers, like GE
or GEM, Monsanto, and now you’re giving them the opportunity to
get a crack at that, too. And I think it’s excellent legislation, and
I think it’s a great opportunity for those people to enjoy the bene-
fits of defined benefits.

Mr. POMEROY. Thank you, Mr. Moore.
I think Mr. Fradette, in particular—am I pronouncing your name

correctly—is exhibit A in terms of what we’re after, a small em-
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ployer with personal retirement needs, but also recognizing the re-
tirement needs of your small business work force, wanting to bring
a defined benefit plan online, but not really able to under the exist-
ing lay of the land. In fact, we see that in employers under 20, de-
fined benefit plans cover about 6 percent of the workers in that cat-
egory. I represent the State of North Dakota, where most of the
employers are in that category. So there’s an awful lot of upside
growth we can have there.

Does the SAFE design offer you something that you think would
meet the needs of your agency?

Mr. FREDETTE. Yes, it does. I’m the pension amateur, if you will,
the consumer here. But I do know what we need. No. 1, as a small
business, we’re in the business of staying in business, and right
now unemployment is at an alltime low, which means that I want
to hold onto the people I’ve got. They’re very good people. We want
to grow. We want to hire some new people. I want to be able to
attract very good people, top-flight people. So I need a pension
plan, and I’ve heard all kinds of names tossed out—SIMPLE,
SMART, SAFE. I need a real plan——[Laughter.]

Mr. FRADETTE [continuing]. One that, No. 1, it’s got to be afford-
able. No. 2, it’s got to be flexible. I like that feature about being
able to make up for lost time. And the acronym is fitting. It’s got
to be safe. I will sit here and promise you that I won’t stick my
hand in the employee pension cookie jar and I will make sure that
I put the contribution into the cookie jar that I said I would. But
that’s just me. You’ve got to make it safe and reliable for all em-
ployees who are going to be counting on these retirement benefits.

Mr. POMEROY. Very well said. I look at the SMART proposal ad-
vanced by the administration as a conceptual endorsement of
SAFE. They didn’t get the details quite right, but in concept they
identified the appropriateness of moving forward with an initiative
to advance defined benefit plans in small employer settings. I think
it’s up to Congress to craft the details in the legislative process,
and I would hope we do it much more along the lines of SAFE.

Let me move to a dimension of distinction between the two plans.
The administration is concerned that we offer a fairly rich incen-
tive to high-paid employees in these small employer settings, usu-
ally the owner. They’re concerned that we bring along low-paid em-
ployees into the defined benefit process as well, not just have this
be something that would be attractive to sole proprietors, for exam-
ple, who would not really bring any employees into the defined ben-
efit coverage other than the wealthy businessowner.

Mr. Callahan and Mr. Merolli—and this will be my final ques-
tion—Mr. Leonard, do you have quick comments in terms of, will
this sweep in, do you think, a number of employees to make it
worthwhile?

Mr. CALLAHAN. The eligibility requirements state that you must
earn $5,000 or more in 2 consecutive years, and be anticipated to
have $5,000 or more the next year. This brings everybody in, in-
cluding your part-time workers. A good number of part timers earn
over $5,000.

So, certainly, the coverage requirements are met by bringing in
all employees. No exclusions are allowed.
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Second, the same level of benefits are being provided to the own-
ers of the business as are provided to the rank and file. There are
no differences; there are no permitted disparity that’s allowed
under existing rules. So even though as a percentage of pay, some
of the rank and file may get larger retirement benefits because So-
cial Security is slanted more toward those at a low-pay level, at ul-
timate retirement from the three-legged stool, the benefits that are
provided from the employer and the incentive that we as a nation
are providing to them are equal.

Mr. MEROLLI. Mr. Callahan basically took the words right out of
my mouth. I was going to say essentially the same thing. Any em-
ployee who earns over $5,000 is covered, whether or not they’re em-
ployed on the last day of the year. If someone leaves during the
year, as long as they’ve earned $5,000, if the employer chooses to
fund the plan for that year, and makes a 1, 2, or 3 percent, for ex-
ample——

Mr. POMEROY. Based on your familiarity with the market, this
will be of interest to more than just the sole proprietor or the per-
son——

Mr. MEROLLI. Oh, yes, very, very much so. I think it will be of
interest not only to the sole proprietor, but I think it would be of
interest to the area that we haven’t hit yet, the small business, OK,
the tiny fraction of—there’s only a tiny fraction of small businesses
that have adopted plans, for that very reason, and I think this is
the kind of thing we need because it makes it attractive to those
businesses, to the over 80 percent of businesses under 25 lives that
do not currently have a retirement plan.

Mrs. JOHNSON of Connecticut. We’re down to about 31⁄2 minutes
now. I’m going to have to thank the panel for your help and your
good comments throughout all of this, and we look forward to re-
turning for our final witness. Thank you.

[Recess.]
Mrs. JOHNSON of Connecticut. I’d like to reconvene the hearing.
There are other colleagues that are particularly interested in

your testimony, Mr. Scanlon. So I apologize for starting before they
came, but I also have to leave. So when Mr. Kleczka gets here,
we’ll also kind of recap, or Mr. Coyne, but if we could start now,
then we’ll proceed when they get back, perhaps after you finish, go
back and recap it. If you could start now, I’d appreciate it.

STATEMENT OF WILLIAM J. SCANLON, DIRECTOR, HEALTH
FINANCING AND SYSTEMS ISSUES, HEALTH, EDUCATION,
AND HUMAN SERVICES DIVISION, U.S. GENERAL ACCOUNT-
ING OFFICE

Mr. SCANLON. That’s fine, Madam Chairwoman. I recognize fully
the many demands on your time. So I’m happy to start.

Mrs. JOHNSON of Connecticut. Well, I am very sorry that we had
to slide the hearing 1 hour, and I don’t know whether you heard
my explanation, but I wouldn’t have done it if there weren’t good
reason.

Mr. SCANLON. Right.
Mrs. JOHNSON of Connecticut. I appreciate——
Mr. SCANLON. I understand.
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Mrs. JOHNSON of Connecticut [continuing]. Your cooperation in
going so late in the evening.

Mr. SCANLON. OK. Well, thank you very much. I’m pleased to be
here today, as you and the Subcommittee have discussed the finan-
cial concerns that face America’s retirees. My remarks today rely
very heavily on a report that we provided on early retiree health
care coverage last July for Representative Kleczka.

[For additional information on the report referenced here, see Re-
tiree Health Insurance: Erosion in Employer-Based Health Benefits
for Early Retirees, GAO/HEHS–97–150, July 11, 1997.]

Mr. KLECZKA. Hello.
Mr. SCANLON. As I was mentioning, my remarks are very much

drawn from the report that we prepared for you last July. While
today’s oversight hearing has highlighted the importance of ex-
panding pension coverage so that retirees are not forced to live on
their Social Security benefits alone, many workers face another se-
rious predicament, the lack of affordable health insurance if they
retire before they become eligible for Medicare at age 65.

As you’re well aware, ERISA protects a worker’s pension and
health benefits, but only if the employer provides such fringe bene-
fits. Thus, ERISA requires employers to fund their pension plans
and gives workers vested rights upon meeting certain service re-
quirements.

Health benefits, on the other hand, were excluded from the fund-
ing and vesting requirements. In fact, employers commonly finance
health benefits both for active and retired workers on a pay-as-you-
go basis. This arrangement leaves workers particularly vulnerable
to economic or other circumstances that might prompt an employer
to reconsider the terms under which health coverage is provided.

New accounting rules that became effective in 1993 and rapidly
escalating health care costs are widely considered to have provoked
such reassessments. If employer’s have reserved the right to do so,
nothing in Federal law prevents them from changing or eliminating
retiree health coverage. In fact, an employer’s freedom to make
such changes is a defining characteristic of America’s voluntary
employer-based system of health insurance.

Slowly, but persistently, large American companies have decided
to terminate retiree health insurance. According to Foster-Higgins,
a benefit consulting firm, fewer than half of the companies with
500 or more employees offer health coverage to early retirees, and
that number has declined from 46 percent in 1993 to 38 percent
today. A similar decline has occurred at firms that offer coverage
to Medicare-eligible retirees.

In addition to fewer employers offering retiree health benefits, a
1995 Labor Department study indicated that the likelihood of retir-
ees enrolling in plans that are offered to them has also dropped be-
cause of the increased cost the companies are asking the retirees
to shoulder.

The erosion in employer-based retiree health insurance is par-
ticularly troublesome to older Americans approaching or at retire-
ment age. First, they consume medical services at a much higher
rate, and their health care is commensurately more expensive than
that of younger Americans.
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Second, the alternatives to employer-based coverage are much
more costly, at times to the point of being simply unaffordable, and
not always available to everyone.

The 1997 implementation of the Health Insurance Portability
and Accountability Act, HIPAA, eliminated one potential obstacle
for retirees who lose group coverage through a former employer,
but HIPAA did not address the affordability issue.

For eligible retirees, coverage can no longer be denied or re-
stricted by a preexisting medical condition. HIPAA provides Fed-
eral standards to ensure that eligible individuals leaving employer-
based group plans can purchase insurance on their own, if they can
afford to do so. In most States, they will have access to the individ-
ual insurance market. However, because State laws governing the
operation of individual markets differ, the premium faced by
HIPAA-eligible early retirees varies considerably. Moreover, consid-
ering that large companies typically pay 70 to 80 percent of the
premiums of workers, costs in the individual market may come as
a rude awakening, since then is no one else to help share the ex-
pense for retirees.

Had HIPAA been in effect in 1996, when the Co. terminated
health insurance for 750 retirees, those affected would have been
guaranteed coverage. They would have faced, though, a standard
premium of almost $8,200 per year for comparable family coverage
in the individual market, provided they did not smoke. It would
have been $11,000 a year if they did smoke—a cost they would
then absorb on their own.

Premiums in other States can be higher or lower. Family cov-
erage for a HIPAA-eligible early retiree would have been about
$6,000 in Arizona, but nearly $12,000 in New Jersey. While New
Jersey prevents carriers from increasing premiums due to health
status, retirees in Arizona and Wisconsin both can be charged more
than the standard premium if they had a preexisting health condi-
tion.

Early evidence from the implementation of HIPAA suggests that
the rates developed by insurance carriers for the HIPAA-
guaranteed products are substantially higher than the prices of
standard products available in the individual market to those who
are healthy. In addition, a number of States are using high-risk
pools, which usually charge more than a standard policy premium,
as the mechanism to guarantee coverage. As a result, these 1996
rates I quoted may understate the cost of HIPAA-guaranteed cov-
erage available to persons in poor health in 1998.

The right to elect COBRA continuation coverage from a former
employer is available to some, but not all retirees. COBRA allows
covered individuals, upon retirement, to continue employer-based
coverage for 18 months if their company does not offer health bene-
fits to retirees. COBRA is not available, however, to retirees whose
employer unexpectedly terminates their health care coverage at
some point after retirement. To address that coverage gap for such
retirees, bills have been proposed by Members of Congress, as well
as the President, to allow retirees to purchase continuation cov-
erage at a cost that reflects their higher utilization of services until
they become eligible for Medicare.
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1 Retiree Health Insurance: Erosion in Employer-Based Health Benefits for Early Retirees
(GAO/HEHS–97–150, July 11, 1997).

In conclusion, let me note that the erosion in retiree health in-
surance has been persistent, despite an abatement, at least for the
recent past, in health care inflation and the reemergence of a
strong internationally competitive economy. This continued erosion
raises a fundamental question about what protection will be avail-
able for retirees from employer-based insurance.

That concludes my statement. I’d be happy to answer any ques-
tions you have.

[The prepared statement follows:]
Statement of William J. Scanlon, Director, Health Financing and Systems

Issues, Health, Education, and Human Services Division, U.S. General
Accounting Office
Madam Chairman and Members of the Subcommittee:
We are pleased to be here today as you discuss issues related to pension benefits

and retirement. As you know, forces in the U.S. labor market have been transform-
ing the cash portion of retirement benefits, and these forces are impinging on retiree
health benefits as well. Several factors suggest that retiree access to affordable
health benefits is becoming an important national issue. These factors include the
downward drift in employers’ commitment to retiree coverage, the consideration of
proposals to raise the Medicare eligibility age to 67, and the dramatic near-term in-
crease in the number of retirees as millions of baby boomers approach retirement
age.

You asked us to comment on the erosion in employer-based health benefits for re-
tirees, especially early retirees who leave the workforce before age 65, when Ameri-
cans typically become eligible for Medicare. My comments are based on a recent re-
port we prepared at the request of Representative Jerry Kleczka.1 His request was
sparked by the Pabst Brewing Company’s abrupt cancellation of health benefits for
about 750 retirees of its Milwaukee plant in late 1996. My statement today will
focus on three issues: (1) trends in access to employer-sponsored retiree health bene-
fits, (2) the impact on retirees of an employer’s decision to terminate health benefits,
and (3) federal safeguards that protect the rights of retirees who have health bene-
fits.

To address these questions, we reviewed surveys that track the availability of
employer-based health coverage, data from health insurance carriers on the cost of
alternative sources of coverage for individuals whose employers unexpectedly termi-
nate retiree health benefits, applicable federal and state laws and legal precedents,
and our earlier work. (See the list of related GAO products at the end of this state-
ment.)

In summary, retiree access to and participation in private insurance through an
employer has undergone a slow but persistent decline since the early 1990s. There
are several explanations for this erosion in coverage. First, high and rising health
care costs have spurred employers to look for ways to control their benefit expendi-
tures, including eliminating retiree coverage and increasing cost sharing. According
to the Labor Department, increased cost-sharing by retirees has contributed to
fewer electing coverage when it is offered. Second, a new financial accounting stand-
ard developed in the late 1980s has changed employers’ perceptions of retiree health
benefits and may have acted as a catalyst for reductions in retiree coverage. The
new rule makes employers much more aware of the future liability inherent in re-
tiree health benefits by requiring them to account for its estimated value. By drop-
ping retiree coverage, a company can immediately improve its balance sheet, mak-
ing its stock more attractive to investors.

Losing access to employer-based coverage poses major challenges for retirees. The
1997 implementation of the Health Insurance Portability and Accountability Act of
1996 (HIPAA) has eliminated one potential obstacle for retirees who lose group cov-
erage through their former employer—the possibility that coverage in the individual
market will be denied or restricted by a preexisting medical condition. HIPAA pro-
vides federal standards to ensure that eligible individuals leaving employer-based
group plans can purchase insurance on their own if they can afford to do so. Be-
cause state laws governing the operation of the individual market differ, however,
the premiums faced by early retirees vary substantially. Moreover, considering that
large companies typically pay 70 to 80 percent of the premium, costs in the individ-
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2 Continuation coverage was mandated by the Consolidated Omnibus Budget Reconciliation
Act of 1986 (COBRA), 29 U.S.C. 1161 et seq. For this reason, continuation coverage is known
by the acronym COBRA.

3 National Survey of Employer Sponsored Health Plans 1996 (New York: Foster Higgins,
1997). Although the Foster Higgins survey dates from 1986, the survey methodology was
changed in 1993 so that the results could be representative of all U.S. employers rather than
just those who responded.

ual market may come as a rude awakening for early retirees. For example, had
HIPAA been in effect in 1996, retirees trying to replace the benefits terminated by
Pabst with comprehensive family coverage from a Wisconsin carrier would have
faced an annual premium of almost $8,200—a cost that they would have had to ab-
sorb on their own. And, using 1996 rates again, family coverage for a HIPAA-
eligible early retiree would have been $6,246 in Arizona but $11,825 in New Jersey.
While New Jersey restricts carriers’ premium-rating practices and generally re-
quires all carriers to set the same rate for all plan participants in a community, eli-
gible retirees in Arizona and Wisconsin can be charged much more than the stand-
ard premium if they have a preexisting health condition. Early evidence from the
implementation of HIPAA suggests that rates developed by insurance carriers for
HIPAA guaranteed access products are substantially higher than the prices of
standard products available in the individual market to those who are healthy. As
a result, these 1996 rates may understate the cost of a HIPAA product purchased
in 1998.

A key characteristic of America’s voluntary, employer-based system of health in-
surance is an employer’s freedom to modify the conditions of coverage or to termi-
nate benefits. When an employer has terminated retiree health benefits, federal
courts have turned to the nature of the written agreements and other pertinent evi-
dence covering the provision of retiree benefits to determine the legitimacy of the
action. In essence, the issues before the court are often a matter of contract inter-
pretation. If the employer explicitly reserved the right in plan documents to modify
health benefits, the courts have generally upheld the termination of coverage. Indi-
viduals who are already retired when an employer terminates coverage are not eligi-
ble to temporarily continue that firm’s health plan at their own expense.2 COBRA
coverage is only available to active employees who quit or retire or are fired or laid
off. To address the potential gap in coverage when a former employer unexpectedly
terminates health insurance, Members of the Congress as well as the President
have proposed allowing affected retirees to purchase continuation coverage at a cost
that reflects their higher utilization of services until they become eligible for Medi-
care.

BACKGROUND

Because of the cost, retiree health benefits are a concern to both employers and
older Americans. Employers recognize that these benefits help to retain an experi-
enced workforce but must also consider the cost of providing coverage. Older Ameri-
cans approaching or at retirement age consume a higher level of medical services,
and as a result, their health care is commensurately more expensive. For workers
under age 65 and not yet eligible for Medicare, the decision to retire may turn on
the continuation of health benefits by an employer. For those 65 or older living on
a fixed income, employer-based benefits may help fill coverage gaps in Medicare,
such as deductibles and copayments or the lack of a prescription drug benefit.

Overall, about one-third of retirees 55 and older received health benefits from a
former employer in 1994. About 75 percent were over age 65, and any employer-
based coverage available to them supplemented their Medicare benefits; the remain-
ing 25 percent of retirees were generally ineligible for Medicare because they were
between ages 55 and 65. For the latter group, employer-based benefits were the pri-
mary source of coverage.

Bureau of the Census data show that the number of retirees increased from 18.5
million to 23.4 million between 1988 and 1994. However, the first members of the
baby boom generation are now aged 52 and poised to enter retirement, an event
that will begin to dramatically increase the number of retirees.

DECLINE IN ACCESS TO AND PARTICIPATION IN EMPLOYER-BASED RETIREE COVERAGE

Data from an annual survey conducted by Foster Higgins, a benefit consulting
firm, suggest a significant decline between 1988 and 1996 in the availability of re-
tiree coverage from large employers with over 500 workers. Because of a change in
the survey methodology, the pre-1993 data should not be viewed as authoritative.3
However, the data from these two periods appear to be consistent. The data distin-
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4 For additional information on the impact of FAS 106, see Retiree Health Plans: Health Bene-
fits Not Secure Under Employer-Based System (GAO/HRD–93–125, July 9, 1993).

guish between early retirees and those who are Medicare-eligible. Since 1993, cov-
erage for both groups has declined by 8 to 9 percentage points, a continuation of
a trend evident since 1988. As shown by figure 1, early retirees are more likely than
those who are Medicare-eligible to be offered health benefits by a former employer.
In 1997, for example, only 31 percent of Medicare-eligible retirees were offered
health benefits compared with 38 percent of early retirees.

The two primary reasons cited for the decline in employer-based retiree health
coverage are (1) new accounting standards, which highlight the magnitude of this
liability over time, and (2) rapidly rising benefit costs. Since employers typically
cover retiree health costs as they are incurred, the liability represented by a com-
mitment to provide benefits to current and future retirees is largely unfunded. In
1990, the Financial Accounting Standards Board announced the introduction of a
new rule, referred to as FAS 106, regarding these unfunded obligations. Beginning
in 1993, employers were required to include the present value of future costs for
retiree health benefits as a liability on their balance sheets. Many financial experts
are concerned because these long-term liabilities erode equity positions and will be-
come current obligations in future years.4 The new standard does not require that
employers set aside funds to pay for these future costs, and thus it does not affect
their cash flow. However, by dropping retiree coverage, a company can immediately
improve its balance sheet, making its stock more attractive to potential investors.
In responding to benefit consultant surveys, many companies cited FAS 106 as a
reason for modifying retiree health benefits, including the phasing out of such cov-
erage.

The late 1980s was a period of double-digit health care inflation. Although the
growth in premiums has slowed dramatically in the past few years, the percentage
of large firms offering retiree health benefits has continued to drop. Among the rea-
sons cited by Foster Higgins for the slowdown in the growth of employers’ health
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5 Lynn Karoly and Jeannette Rugowski, The Effect of Access to Post-Retirement Health Insur-
ance on the Decision to Retire Early, RAND Reprints: 94–13E (Santa Monica, Calif.: RAND,
1995).

6 U.S. Department of Labor, Pension and Welfare Benefits Administration, Retirement Benefits
of American Workers: New Findings From the September 1994 Current Population Survey
(Washington, D.C.: Department of Labor, Sept. 1995), p. 25.

7 Our estimate is based on CPS data from the Bureau of the Census. See Private Health Insur-
ance: Continued Erosion of Coverage Linked to Cost Pressures (GAO/HEHS–97–122, July 24,
1997).

care costs are that more workers moved into managed care plans—including retir-
ees—and the fact that some employers dropped retiree coverage.

As shown in figure 1, employers are less likely to offer coverage to Medicare-
eligible retirees than to early retirees. There are several potential explanations for
this disparity. First, individuals are not as likely to seek early retirement if they
cannot continue employer-based health benefits. A RAND study of the effect of ac-
cess to postretirement health insurance found that the offer of continued coverage
made it more likely that men aged 55 to 62 would retire.5 Second, those who retired
early through buyouts may have been guaranteed health benefits as an enticement
to do so. Third, federally mandated COBRA coverage allows some individuals to re-
tire at age 63–1/2 and continue with employer-based group coverage until they be-
come Medicare-eligible at age 65. Finally, employers know that coverage is available
to retirees aged 65 and older through Medicare, an option not open to younger retir-
ees.

COVERAGE INFLUENCED BY FACTORS OTHER THAN AVAILABILITY

The decline in the number of large employers that offer retiree coverage is cor-
roborated by an analysis conducted by the Labor Department’s Pension and Welfare
Benefits Administration. The study, which examined Current Population Survey
(CPS) data, revealed a significant erosion between 1988 and 1994 in the number of
individuals who retained employer-based health coverage upon retirement.6 Only 42
percent of retirees aged 55 and older continued employer-based coverage into retire-
ment in 1994, a decline of 8 percentage points since 1988. Moreover, the percentage
of individuals with employer-based coverage continued to decrease throughout re-
tirement. Thus, only 34 percent still retained coverage several years after retire-
ment.

In addition to the availability of coverage, the Labor Department study suggests
that cost is another factor contributing to the decline in retirees with employer-
based insurance. Thus, the propensity for retirees to enroll in employer-based plans
when they are offered has also dropped because of the increased costs retirees are
being asked to shoulder by employers. In both the 1988 and 1994 surveys, individ-
uals who declined employer-based coverage at retirement were asked the reasons for
their decisions. Of the approximately 5.3 million retirees who discontinued
employer-based benefits in 1994, an estimated 27 percent cited the expense as a fac-
tor—an increase from 21 percent in the earlier survey. Moreover, there was a 6-
percentage-point increase over the same time period in the number of such retirees
who indicated that they still had health insurance through a plan other than that
of their former employer. Thus, some retirees who find coverage from their own em-
ployer too expensive may have switched to plans with lower cost-sharing available
through a working or retired spouse.

Other sources of private insurance do appear to be filling a significant portion of
the gap created by the fact that fewer employers offer retiree health benefits. We
estimated that between 1989 and 1995, the percentage of early retirees with private
coverage fell by only 7 percentage points, compared with a much larger drop in the
number of employers offering retiree coverage.7 If employer-based coverage is not
available, early retirees may postpone retirement, purchase coverage themselves, or
obtain insurance through a working spouse.

CPS data also contain insights on the characteristics of retirees more likely or less
likely to have employer-based coverage. The characteristics for these two groups of
retirees are summarized in table 1.
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HEHS–97–8, Nov. 25, 1996).

9 See GAO/HEHS–97–8, Nov. 25, 1996, for a discussion of the evaluation process that health
insurance companies have used in providing access to the individual insurance market.

10 HIPAA only guarantees access to the individual market to eligible individuals leaving group
coverage. Thus, someone living in Arizona who wanted to purchase individual coverage but did
not qualify under HIPAA could still be denied an individual policy because of a preexisting
health condition.

11 Wisconsin law requires insurers to accept individual applicants who previously had
employer-based insurance if such insurance is not self-funded, but it does not apply to Pabst
retirees because the firm self-funded its health benefits. Self-funded plans are those in which
employers bear much of the financial risk for health claims. Employers that self-fund are not
subject to state insurance regulation.

Table 1: Characteristics of Retirees More and Less Likely to Have Employer-Based Health Benefits

MORE likely to have coverage LESS likely to have coverage

Work for larger firms Work for smaller firms
Have higher preretirement earnings Have lower preretirement earnings
Belong to union Are nonunion
Work in manufacturing or communica-

tions/public utilities
Work in retail sector or service industries

Work for public sector Work for private sector
Are men Are women
Are white Are black or other race

Source: Department of Labor, Pension and Welfare Benefits Administration, analysis of CPS data.

EMPLOYERS’ DECISIONS TO TERMINATE COVERAGE EXPOSE RETIREES TO NEW COSTS
AND RISKS

If available, employer-based group health insurance provides two important ad-
vantages to retirees: (1) more affordable health benefits and (2) access to benefits
for those retirees whose health status might otherwise impinge on their ability to
obtain coverage in the individual insurance market. Such insurance is affordable be-
cause many employers continue to finance all or a significant amount of their retir-
ees’ health insurance premiums, even though over the last decade retirees have
been required to pay an increasing share of these costs. In addition, the overall pre-
miums for employer-based health plans are generally lower than those in the indi-
vidual insurance market because the premiums that insurers charge employers are
based on risks spread over an entire group of workers. In contrast, premiums in the
individual insurance market reflect the risk characteristics of each applicant. These
characteristics include not only age but also gender, health status, geographic dif-
ferences in health care costs, and family size.8 Unless there is a state law prohibit-
ing price differences by age, most carriers charge higher premiums to older appli-
cants.

Before the July 1, 1997, implementation of HIPAA, consumers, including retirees
entering the individual insurance market, often discovered that they were not eligi-
ble for insurance or that their coverage was conditioned upon the permanent exclu-
sion from the policy of an existing health problem. Many with specific health prob-
lems found coverage only at prohibitive prices. For example, health insurance car-
riers often declined coverage for acquired immunodeficiency syndrome (AIDS) and
diabetes; offered coverage but excluded conditions such as asthma, ulcers, and glau-
coma; and charged higher premiums for plans that covered problems like anemia
and arteriosclerosis.9 HIPAA guarantees access to the individual market by eligible
individuals with qualifying coverage from a former employer—regardless of their
health status—and also provides for the renewability of individual coverage.10 This
guaranteed access is often referred to as ‘‘portability.’’ However, HIPAA offers no
protection to Pabst retirees whose health benefits were terminated in 1996 or to any
retiree who lost employer-based health benefits before its July 1, 1997, implementa-
tion date.11

Although HIPAA guarantees access to the individual market, it does not address
the cost of coverage. Retirees no longer covered by their former employer’s group
health plan are likely to pay higher premiums for similar coverage in the individual
insurance market. And with the loss of employer-based coverage, affected retirees
who want to purchase health insurance must now absorb its full cost, which can
be significant. Thus, had HIPAA been in effect in 1996, a Milwaukee retiree who
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tween 1987 and 1996, employer-based managed care enrollment rose from 27 percent to 74 per-
cent as employers (1) altered the type and mix of health plans offered, sometimes eliminating
the traditional fee-for-service indemnity option; (2) changed employee financial incentives; and
(3) used the information provided to employees to influence their selection of health plans. See
Health Insurance: Management Strategies Used by Large Employers to Control Costs (GAO/
HEHS–97–71, May 6, 1997) for a discussion of the flexibility of large employers as well as the
constraints they face in modifying their health benefit purchasing strategies.

wanted to replace the benefits terminated by Pabst would have paid $8,187 for a
standard family plan with a $250 deductible.12 Since Wisconsin does not restrict the
underwriting practices of carriers, a carrier may choose to charge an unhealthy indi-
vidual more. Before its decision to terminate health benefits to retired employees
at its Milwaukee plant, Pabst financed the total cost of practically all of the health
plans it offered to retired workers. Given the substantial geographic variability of
health insurance rates in the individual market, HIPAA-eligible retirees will be af-
fected differently. For example, in 1996, a major carrier in New Jersey offered fam-
ily coverage with a $250 deductible at an annual price of $11,825.13 The price of
similar family coverage in Maricopa County, Arizona, was only $6,264 in 1996. How-
ever, as in Wisconsin, HIPAA-eligible retirees in Arizona with preexisting conditions
can be charged a premium much higher than the standard.

These 1996 rates may understate the actual cost of a HIPAA guaranteed access
product purchased today. Thus, in September 1997 correspondence to the Chairman
of the Senate Labor and Human Resources Committee on early HIPAA implementa-
tion concerns, we reported that (1) premiums for some HIPAA products may be sub-
stantially higher than for standard products available to healthy individuals and (2)
the way many carriers will determine future premium rates for portability products
may lead to even higher rates. Some carriers permit HIPAA eligibles to apply for
both a HIPAA product and a lower-cost standard product. Since healthy individuals
are likely to enroll in the less expensive option, only unhealthy individuals would
be enrolled in the HIPAA product—a practice that could result in an increasing spi-
ral of poorer risks and higher premiums.

States were allowed to choose a number of approaches to meet HIPAA’s port-
ability requirements. Thus, 22 states elected to use their high-risk pools to provide
guaranteed access to the individual market for qualified individuals leaving group
coverage. Prior to the enactment of HIPAA, many states had high-risk pools for
those who had been denied coverage or had one of a number of specified health con-
ditions. However, this safety net option often has very limited coverage and lower
lifetime limits. The cost of a high-risk pool can be 50 percent more than the average
or standard rate charged in the individual insurance market for a comparable plan.
For example, the annual premium for a single male aged 50 to 55 in Wisconsin’s
high-risk pool averaged $5,122 in 1996—over $500 more than the cost in the indi-
vidual insurance market. Wisconsin offers subsidies to families with incomes of less
than $20,000.

LIMITED FEDERAL PROTECTION OF EMPLOYER-BASED RETIREE HEALTH BENEFITS

The Employee Retirement and Income Security Act (ERISA) protects both the
pension and health benefits of workers. It does not, however, mandate that employ-
ers offer such benefits. ERISA requires employers to fund their pension plans and
gives employees vested rights upon meeting certain service requirements; health
benefits, on the other hand, were excluded from such funding and vesting require-
ments. In fact, employer-based health benefits for both active and retired workers
are commonly funded on a pay-as-you-go basis.

Nothing in federal law prevents an employer from cutting or eliminating health
benefits. In fact, an employer’s freedom to modify the conditions of coverage or to
terminate health coverage is a defining characteristic of America’s voluntary,
employer-based system of health insurance.14 While ERISA protects the pension
benefits of retired workers, it offers only limited federal safeguards to retirees par-
ticipating in a firm’s health benefit plan. ERISA requires companies to make a sum-
mary plan description (SPD) available to health plan participants within 90 days
of enrolling. For retirees, the SPD that is in effect at the time of retirement is the
controlling document. The SPD must clearly set out employee rights, including ‘‘in-
formation concerning the provisions of the plan which govern the circumstances
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under which the plan may be terminated.’’ Employers must file these documents
with the Department of Labor, the agency responsible for enforcing ERISA. Accord-
ing to Labor, unless employers have made a clear promise of specific health benefits
for a definite period of time or for life and have not reserved the right to change
those benefits, they are free to cut or terminate health care coverage.

Because federal law preempts state regulation of pension and health benefits, the
rights of active and retired employees under ERISA are determined in federal
courts. In reviewing cases involving changes to health benefit plans by employers,
several federal courts have focused on the actual language used in plan documents
and, if applicable, in collective bargaining agreements. Virtually all employers have
reserved the right to modify health benefits for current and future retirees in such
documents. However, if the language leaves some doubt as to the nature or duration
of benefits, or if there are conflicts in the plan documents, the courts have examined
significant written and oral representations made to employees to determine wheth-
er the employer has the right to modify retiree health benefits.

One ERISA protection—the right to elect COBRA coverage from a former em-
ployer if a worker is fired, laid off, or leaves a job—is available to some but not all
retirees. Thus, COBRA allows covered individuals, upon retirement, to continue
employer-based coverage for 18 months if their company does not offer health bene-
fits to retirees.15 Those eligible for COBRA coverage may have to pay the entire pre-
mium plus an additional 2 percent. For many individuals, the high cost of COBRA
coverage is a shock because under employer-based coverage, large companies typi-
cally pay 70 to 80 percent of the premium. COBRA is not available, however, to re-
tirees whose employer unexpectedly terminates their health care coverage at some
point after retirement. To address the coverage gap for such retirees, Members of
the Congress as well as the President have proposed allowing affected retirees to
purchase continuation coverage at a cost that reflects their higher utilization of
services until they become eligible for Medicare.

Madam Chairman, this concludes my statement. I will be happy to answer your
questions.
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The Health Insurance Portability and Accountability Act of 1996: Early Implemen-
tation Concerns (GAO/HEHS–97–200R, Sept. 2, 1997).

Private Health Insurance: Continued Erosion in Coverage Linked to Cost Pressures
(GAO/HEHS–97–122, July 24, 1997).

Retiree Health Insurance: Erosion in Employer-Based Health Benefits for Early Re-
tirees (GAO/HEHS–97–150, July 11, 1997).

Health Insurance: Management Strategies Used by Large Employers to Control
Costs (GAO/HEHS–97–71, May 6, 1997).

Private Health Insurance: Millions Relying on Individual Market Face Cost and
Coverage Trade-Offs (GAO/HEHS–97–8, Nov. 25, 1996).

Employer-Based Health Plans: Issues, Trends, and Challenges Posed by ERISA
(GAO/HEHS–95–167, July 25, 1995).

Retiree Health Plans: Health Benefits Not Secure Under Employer-Based System
(GAO/HRD–93–125, July 9, 1993).

f

Mrs. JOHNSON of Connecticut. Thank you very much, Mr. Scan-
lon.

Are you aware of any information as to what it would cost retir-
ees to be allowed to—early retirees—to be allowed to participate in
COBRA? Are you familiar with any studies as to what the prob-
lems would be if we looked at that solution?

Mr. SCANLON. I don’t have the specific information about what
the differential might be for early retirees, the cost of care for early
retirees versus other workers. However, it’s something that we
could look into for you and get you some of that information. Clear-
ly, as older individuals, these people have higher expenses, and one
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of the questions might be as to how much you asked or allowed
them to remain within the group and to enjoy the benefits of group
coverage in a single——

Mrs. JOHNSON of Connecticut. For instance, if the employees of
Pabst had been allowed to exercise COBRA rights, what would it
have cost them as opposed to the $8,000? That is the figure?

Mr. SCANLON. Well, $8,000 was the——
Mrs. JOHNSON of Connecticut. Excuse me. The $8,000 was the in-

dividual market, correct?
Mr. SCANLON. The individual market, right.
Mrs. JOHNSON of Connecticut. And if they had been able to exer-

cise a COBRA right, what would it have cost them?
Mr. SCANLON. It would have depended upon the premium for the

Pabst coverage, which generally would be about half the level of
the individual market. Now, again, there may be an issue of wheth-
er it’s fair to the younger Pabst workers to allow the older retirees
to receive coverage at the average premium, or whether or not
there should be a surcharge for the fact that this is a more expen-
sive population.

Mrs. JOHNSON of Connecticut. But, in general, it would be about
half of the individual market, the COBRA part?

Mr. SCANLON. Right, but there’s a lot of variation in both individ-
ual rates and group rates, but, very often it’s about half.

Mrs. JOHNSON of Connecticut. And are you familiar with any
studies that look at allowing Medicare eligibles to come back into
Medicare, if their retiree plan expires or is terminated, and just
pay the regular Medicare benefit?

Mr. SCANLON. No, I’m not.
Mrs. JOHNSON of Connecticut. Because, in a sense, the govern-

ment hasn’t been caring for them. So we have gotten a good deal,
say, if they’re covered the first 10 years of their retirement by their
employers’ plan. So to let them, then, sign up at whatever the aver-
age Medicare premium is at that time, or the appropriate Medicare
premium at that time, seems to me a good deal for the government
and a good deal for them.

Mr. SCANLON. I’m not aware of studies that have looked at com-
panies that have maintained full coverage. I do know that many
companies coordinate their benefits, so that as an individual be-
comes eligible for Medicare, they do enroll in the program, and
then the employer’s obligation will decline, and there may be quite
a generous Medigap policy, basically, that one is getting from their
employer.

Mrs. JOHNSON of Connecticut. Thank you.
Mr. Kleczka.
Mr. KLECZKA. Thank you, Madam Chair. First of all, let me

thank the chairwoman for permitting GAO and Mr. Scanlon to ap-
pear before the Subcommittee today to share with us a report that
was compiled at my request, and it was a report that had its roots
in the Pabst situation, as Mr. Scanlon has pointed out.

I think what the report does indicate is a very, very disturbing
trend in this country, wherein for this employee group we’re seeing
a rapid decline of employer sponsored health insurance. I think
that has given rise to legislation not only introduced by myself, but
clearly pushed by the administration, to provide some type of a ve-
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hicle for this segment of our society, be it an early retiree at age
55, whose company previously covered him or her, and then with-
drew the coverage, like Pabst, or an employee who has been laid
off permanently from his company; the company has closed, so that
naturally would close off any COBRA option.

And the administration is proposing a buy in to the Medicare
Program. For those 55 to 62, it would be a buy in at 100 percent
of the cost. At 62 to 65, provided would be a premium with some
subsidy, which would be recouped after age 65.

I think those two items by the President in his bill, and the third
being comparable to mine, which is the buy in for COBRA, are just
totally essential if we are going to provide some modus of coverage
for this population within our society.

My question, Mr. Scanlon, would be as follows: Do you think the
legislative proposals I just mentioned could be the impetus for em-
ployers to cancel employee health coverage and exacerbate the
problem that we’re seeing. The rationale the employer could use is,
well, gosh, the government provides coverage; why should we? Do
you see that as being one of the effects, if in fact Congress, in its
wisdom, would move ahead on one of these proposals?

Mr. SCANLON. There may be some occurrence of that in what we
do notice, in terms of how employers are providing retiree coverage
today. There is greater generosity for early retirees than there is
for retirees that are eligible for Medicare. And it’s speculation, but
one of the hypotheses that’s suggested is that employers recognize
that retirees under the age of 65 face very difficult insurance
choices because of the portability issue, and that people over 65
don’t. If there was public support for more affordable coverage for
younger persons, maybe some employers would opt to do that.

How strongly that there would be that kind of a response is im-
possible to say.

Mr. KLECZKA. And, clearly the States that have gone into the
risk premiums, like the State of Wisconsin, is clearly not the an-
swer with average or little means. I think you pointed out the pre-
mium base for the State of Wisconsin for somebody who was in a
risk pool; it’s very, very expensive coverage. To think somebody
who took early retirement, to think that that person might have
the expendable resources to buy a $6,000 or $8,000 health plan is
truly not the case. Those people eventually will go bare, will go
without, and after one or two serious health care problems, they’re
going to be on the government program called Title 19 at some
point, should they expend their assets to that level.

It seems to me that when we talk about retiree health care, for
those employees in a bargaining unit that are represented, those
benefits were not given to them by the grace of God or the generos-
ity of the employer. Many of them gave up other benefits through-
out their working years, be it pay increases or whatever, and it
seems to me that for those situations we should expand the Pen-
sion Guarantee Corporation to provide some guarantee for those
types of benefits also.

I asked the Director of the PBGC. He’s going to get back to me,
but have you any thoughts on that particular expansion of the cur-
rent PBGC law?
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Mr. SCANLON. Well, I heard your question earlier, and I think it
triggered a number of thoughts. I thought as a potential early re-
tiree that I would be very reassured by this kind of a guarantee.
However, as an analyst, what I started to think about was exactly
what this guarantee would provide, and how you would structure
the health insurance benefit that employers would be offering and
that their contribution to the PBGC would guarantee.

One of the difficulties that we have in the health care, and one
of the things that has put pressure on employers, is the fact that
we have been very poor at controlling inflation. So that with a
guarantee over a long period of time, we run the risk that we
haven’t in some respects saved enough to be able to fulfill that
guarantee.

So I think that the idea is intriguing. It may be most beneficial
for some type of guaranteed coverage for early retirees, where
you’re talking about a fixed period of time, and it may also involve
some switching from the concept of providing a defined benefit in-
surance plan, where you’re guaranteeing people coverage to certain
services, to a defined contribution, where you’re going to empower
them to be able to purchase insurance. But they may have to sup-
plement it more if health inflation is so great that it outstrips the
guarantee. In either case, they would be better off than they are
currently.

Mr. KLECZKA. They surely would. We’ve seen a decline of 46 per-
cent to 38 over a period of 5 years. Do you forecast or do you see
that this decline is going to continue or have we leveled off, or
where are we?

Mr. SCANLON. This is a relatively new phenomenon. So it’s hard
to be very confident that we are talking about a trend. What’s dis-
turbing about it is that we are seeing the decline continue even
though we have a very, very strong economy right now, and even
though we’ve brought health care costs sort of under control for the
moment.

If you look back to the 1992–93 period, when the accounting
standard changes were introduced, you saw a very dramatic drop,
and you can very easily tie that to the accounting standards. Then
you could also think about health inflation, and that sort of exacer-
bated the situation. If you ask yourself today, why is it continuing,
the situation suggests that it may continue for the short term at
least.

Mr. KLECZKA. Let’s just return back to the health inflation. Has
it not been retarded over the years? I know when we talked about
the national health care bill in 1993, health care inflation was very
moderate for that year and the next year. When the bill was moved
off the front burner, we saw some moderate growth, but then we
have the HMOs, health maintenance organizations, and the PPOs,
preferred provider organizations, and the managed health care
plans come in. What is the current health care inflation rate for,
let’s say, the last year?

Mr. SCANLON. I don’t know the exact rate, but, basically, we have
been very happy that we have one of the lowest rates that we’ve
had in a very, very long time. We’re starting to approach the point
that health care inflation is almost equal to ordinary inflation, and
as you know, ordinary inflation is relatively low these days. So we
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have succeeded. Since 1993–1994, we’ve seen a dramatic change
and the rate of health inflation has gone way down.

Mr. KLECZKA. So health care costs can’t be the culprit in these
employers’ denying. Definitely the accounting rule change was——

Mr. SCANLON. Right, right.
Mr. KLECZKA [continuing]. And we did look into that some time

ago.
Mr. SCANLON. Right. And, historically, while costs may have

been a culprit, they should be much less of a culprit today.
Mr. KLECZKA. But I think we’re going to see this trend continue,

as you estimate at this point.
Well, thank you very much for appearing, Mr. Scanlon. I think

your report and your testimony indicate that there’s a serious prob-
lem in this country for those retirees, early and at 55, and those
retirees at age 62, when it comes to their health insurance cost.
Medicare does not pick them up to 65 years old.

Last year there was a proposal in the Senate to expand or to lift
that age requirement to 67, and it seems that what is going to hap-
pen to these people age 55 to, say, 65—there’s a 10-year gap there,
and if they’re going to go out to the private market and start pay-
ing $6,000 to $8,000 per year for coverage, clearly, they’re not going
to survive. There have to be some other arrangements.

So I think your report, in my estimation, will help when the
President’s proposal comes up to expand the buy in to Medicare
and/or my legislation, which would just expand COBRA.

So thank you very much for appearing today.
Mr. SCANLON Thank you.
Mr. KLECZKA [presiding]. Thank you.
Since I’ve been given the gavel, and I’m in the Minority party,

we have other witnesses outside that we’re going to call. [Laugh-
ter.]

CNN is coming with cameras. We’ve got a real show. [Laughter.]
But, seriously, that is all the business to come before the Sub-

committee. The Subcommittee does now adjourn.
[Whereupon, at 6:01 p.m., the hearing was adjourned, subject to

the call of the Chair.]
[Submissions for the record follow:]

Statement of Hon. Roy Blunt, a Representative in Congress from the State
of Missouri

As a member concerned with retirement income security, I am filing this state-
ment to compliment the subcommittee on its long standing interest in this issue and
to suggest a proposal for your consideration.

Although ERISA was enacted to enhance retirement benefit security, current data
suggests that it is not working for all Americans. Indeed, as the Treasury Depart-
ment recently reported, over half of all American workers lack coverage by a private
pension plan. That gap is not evenly distributed among all employees, but is con-
centrated among those who work for small employers. Only 20 percent of workers
in firms with fewer than 100 employees have pension coverage.

Recent efforts, including the SIMPLE plan adopted in 1996 and the SMART plan
and payroll deduction IRAs included in the President’s FY 99 Budget proposal, ap-
proach this problem with design-based retirement plans that provide guaranteed
minimum benefits for all employees who meet certain minimum service require-
ments. To encourage adoption, these arrangements are exempt from certain of the
most burdensome administrative requirements. However, benefits provided under
these arrangements are very limited (annual employee contributions under the SIM-
PLE plan are limited to $6,000 with matching contributions capped at 3% of the
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employee’s compensation, and annual benefit accruals under the SMART plan would
be limited). Thus, we currently maintain a two tier system, comprised of:

• qualified plans which are permitted to provide significant retirement benefits
(i.e., annual contributions of up to $30,000 under a defined contribution arrange-
ment, and annual benefits of up to $125,000 (for 1998) payable under a defined ben-
efit pension plan), but are subject to the full range of tax qualification requirements
and ERISA reporting and disclosure rules; and

• special, design-based plans for certain small employers under which reduced ad-
ministrative burdens buy significantly reduced benefit opportunities.

Similarly, the SAFE proposal, developed by Chairman Johnson and members of
the subcommittee is a defined benefit plan that would limit benefit accruals to a
maximum of 3% of compensation, and would require the plan to be funded with an-
nuities.

ADDITIONAL RELIEF IS NEEDED

Unfortunately, these are often not viable options for the small employer who is
willing to provide more generous benefits for its employees if plan costs consist pri-
marily of funding benefits instead of unnecessary administrative expenses. Thus,
while I support enactment of a payroll deduction IRA and a simplified defined bene-
fit plan, I have been working with others to develop a hybrid approach, applicable
to small employers.

As described below, the bill I plan to introduce will, effective for years after enact-
ment, create a new design-based plan permitting eligible small employers who agree
to provide significant benefits to all employees to sponsor a hybrid defined contribu-
tion plan providing full benefits; provide a uniform definition of eligible small em-
ployers; simplify the eligibility requirements applicable to all small employer plans;
repeal the ‘‘top heavy’’ rules; permit plans to use a uniform definition of compensa-
tion for purposes of plan qualification and calculating permitted deductions; simplify
annual reporting requirements; and provide a tax credit for certain start-up ex-
penses. Each of these provisions is discussed below in detail.

DESIGN-BASED PLAN

My bill creates a new, simplified design-based plan for small employers. Unlike
prior simplified plans (e.g., SEPs, SARSEPS, SIMPLE and the proposed SMART
plan) this proposal would permit small employers to provide the same level of bene-
fits permitted under qualified defined contribution plans (i.e., annual contributions
equal to the lesser of a specified dollar amount ($30,000 for 1998) or 25 percent of
compensation) to their employees.

In exchange for the employer’s agreement to provide 100 percent coverage, accel-
erated vesting, minimum non-integrated benefits, and to accept limitations on in-
vestments in employer securities, the eligible small employer would be permitted to
provide these benefits under a single plan that combines the features of a present
law money purchase pension plan and a discretionary contribution plan, thereby
eliminating the need to adopt two plans with duplicate set-up, administration and
compliance costs. The small employer retirement plan I propose will be treated as
a new discretionary contribution plan that is not a profit-sharing, stock bonus or
money purchase pension plan.

SMALL EMPLOYER DEFINED TO INCLUDE EMPLOYERS WITH 100 OR FEWER EMPLOYEES

My proposal incorporates the most commonly accepted definition (used for pur-
poses of the SIMPLE plan, the Administration’s FY 99 Budget proposals for SMART
plans and the proposed tax credit for plan start up costs) of a ‘‘small employer’’ as
one with 100 or fewer employees. Administration data suggests that it is appro-
priate to target such employers because only 20 percent of employees in such firms
currently participate in employer-sponsored retirement plans.

The Administration’s proposed SMART plan would not be available to a small em-
ployer that is also a ‘‘professional service organization’’ which would include organi-
zations dedicated to health, law, engineering, architecture, accounting, actuarial
services, performing arts or consulting. Given that the majority of employers with
fewer than 100 employees fall into one of these categories, excluding such employers
from utilizing the simplified plans would exclude from plan coverage a large per-
centage of the employees targeted for coverage. Accordingly, my proposal will not
include such restrictions.
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ELIGIBILITY SAFE HARBOR

Under my proposal, small employers who are willing to provide benefits for all
employees who meet statutory minimum age and service requirements (thereby sur-
rendering their flexibility to arbitrarily exclude 30 percent of such employees),
would come under a safe harbor permitting (i) use of a single eligibility computation
period—the plan year; and (ii) a single annual entry date—as of the first day of the
plan year following the plan year in which the age and service requirements are
satisfied.

REPEAL THE ‘‘TOP HEAVY’’ RULES

In order to maintain qualified status, all retirement plans must satisfy certain re-
quirements designed to ensure that the plan provides meaningful benefits to a non-
discriminatory group of employees. In addition, under current law, all qualified
plans must comply in form and operation with special ‘‘top-heavy’’ rules designed
to protect non-key employees. Under these rules, a top-heavy plan must, among
other things, implement accelerated vesting schedules and provide minimum bene-
fits for non-key employees,.

Since the top heavy rules were enacted in 1982, numerous changes have been
made to plan qualification rules that render these restrictions virtually meaningless.
For example, the Tax Reform Act of 1986 made substantial revisions to the non-
discrimination and Social Security integration rules, expanded the limit on pension-
able compensation and accelerated vesting schedules for all plans (although not to
the extent required for top heavy plans). The Small Business Jobs Protection Act
repealed, effective for years after 2000, the combined plan limit applicable to all
plans, including the restricted limit applicable to certain top heavy plans. And, the
Administration’s FY 99 Budget proposals would further accelerate vesting by apply-
ing the top heavy plan vesting schedules to all employer matching contributions
made under 401(k) plans. I believe these broader changes make the special top-
heavy plan rules obsolete, which is why I propose to repeal these rules.

UNIFORM DEFINITION OF COMPENSATION

Under present law, tax-qualified retirement plans must use ‘‘gross compensation’’
(i.e., taxable compensation plus pre-tax salary deferrals) to determine whether the
plan satisfies limitations on benefits and contributions and whether an employee’s
elective deferrals meet nondiscrimination rules. However, they must use ‘‘net com-
pensation’’ (i.e., taxable compensation less the amount of any pre-tax salary defer-
rals) to determine the deductibility of employer contributions to the plan. Because
of the administrative costs associated with having different definitions of compensa-
tion for different purposes, my proposal would establish the use of ‘‘gross compensa-
tion’’ for all purposes.

SIMPLIFIED 5500 FILING REQUIREMENTS FOR SMALL EMPLOYERS

Although efforts have been made to reduce unnecessary administrative burdens
on small employers, (e.g. TRA 97 made it unnecessary to file Summary Plan De-
scriptions and Summaries of Material Modifications with the Department of Labor,
and the FY 99 Budget Proposal would, at least for SMART plan sponsors, provide
unspecified relief from burdensome filing requirements) more needs to be done. The
breadth of relief must be expanded to apply, not only to SMART plan sponsors, but
to all small employers that use standard documents. Specifically, I recommend that:

• plans in which the only participant is the employer (or the employer and
spouse), that have at the end of the plan year plan assets of $500,000 (as opposed
to $100,000) or less be exempt from filing Form 5500; and

• businesses with fewer than 25 employees on the first day of the plan year be
permitted to file a form 5500EZ, even if additional employees are hired during the
year, and regardless of the value of the plan assets.

TAX CREDIT FOR CERTAIN PLAN START-UPS

Finally, it is a fact that regardless of what simplification measures are enacted,
implementing a new retirement plan necessarily involves certain start-up costs. In
recognition of this fact, the Administration’s FY 99 Budget Proposal, effective begin-
ning in the year of enactment, would provide a new tax credit for small employers
who adopt a SIMPLE, a SMART, any other tax-qualified plan or salary deduction
IRA on or before December 31, 2000. Applicable to small employers that did not
maintain any retirement plan or payroll deduction IRA in 1997, the credit would
be equal to 50 percent of the administrative and retirement education expenses in-
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1 The views Expressed in this statement are solely those of the author and should not be at-
tributed to the Employee Benefit Research Institute, or the EBRI Education and Research Fund,
its officers, trustees, sponsors, or other staff, or to the EBRI–ERF American Savings Education
Council. The Employee Benefit Research Institute is a nonprofit, nonpartisan, public policy re-
search organization which does not lobby or take positions on legislative proposals.

2 These figures are Employee Benefit Research Institute tabulations of the 1993 Current Popu-
lation Survey employee benefits supplement.

curred in establishing the plan, capped at $2,000 for the first year, and $1,000 for
the next two years. While I applaud this effort, I believe further relief is appro-
priate. Accordingly, I recommend that the credit be extended to cover at least the
first five years of plan operation.

CONCLUSION

I hope as you move forward with pension reform you will take seriously the pro-
posals I have advanced and include the hybrid plan described above in your rec-
ommendations.

f

Statement of Paul J. Yakoboski, Ph.D., Employee Benefit Research
Institute 1

INTRODUCTION

As of 1993, the latest year for which nationally representative data are available,
64 percent of all civilian nonagricultural wage and salary workers worked for an
employer that sponsored a retirement plan, and 49 percent of all workers partici-
pated in a retirement plan sponsored by their employer.2 Probably the most notable
gap in employment-based retirement plan coverage is among small employers.
While 85 percent of workers at employers with 100 or more employees have an em-
ployer that sponsors a plan, only 50 percent of workers at employers with 25 to 99
workers, and 20 percent of workers at employers with fewer than 25 employees have
an employer that sponsors a plan. The findings regarding participation are similar.
Two-thirds of workers at employers with 100 or more employees actually participate
in an employment-based retirement plan, compared with 36 percent of workers at
employers with 25 to 99 workers and 15 percent of those at employers with fewer
than 25 workers.

WHY THE GAP?

Why do sponsorship rates and participation rates lag so much among small em-
ployers? EBRI first examined this issue 10 years ago in a book entitled Pension Pol-
icy and Small Employers: At What Price Coverage? Chief among the reasons high-
lighted as to why small employers do not sponsor a retirement plan were financial
cost/lack of affordability and the burden of administering a plan, with the latter
often contributing to the former. Other factors cited were the lack of need for a plan
and a preference among employees for cash compensation. Many employers noted
that they had a high turnover work force and therefore their employees would not
be interested in a plan with vesting requirements. They also felt that retirement
income was at best a remote goal for the young workers who often make up their
work force. Finally, small employers expressed a preference to reward performance
selectively by paying bonuses. What developments would lead small employers to
start a plan? The same research indicated that improved business profitability, in-
creased tax advantages, and increased employee demand may lead small employers
without a plan to start one.

Coverage rates have remained basically unchanged among small employers over
time. A list of likely reasons for not having a plan would look pretty much the same:
cost/administrative burden, low/uncertain profits, and lack of demand on the part
of workers at small employers would likely lead the list. However, because of a lack
of recent research in this area, EBRI, ASEC, and Mathew Greenwald and Associates
have expanded the 1998 Retirement Confidence Survey project to include a survey
of small businesses, both those with a retirement plan and those without one. The
survey will explore the reasons that small employers do not offer a retirement plan
and the changes that would lead them to consider doing so. Among small employers
that do offer a retirement plan, the survey will explore the types of plans they offer
and their motivations in offering these plans. Results should become available in
May, and EBRI would be happy to share them with the committee when available.
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3 Survey results were based on responses from 26 firms, including two-thirds of the largest
25 mutual fund firms. The survey objective was to quantify the number of SIMPLE plans and
accounts that were established between January 1 and July 31, 1997, among members of ICI’s
pension committee.

4 Given the limited nature of the sample, these figures likely undercount significantly the total
number of SIMPLE plans established during this time period

5 The survey used ‘‘accounts established per employer plan’’ as a proxy for employer size,
which likely understates the average size of each employer to some degree.

RECENT DEVELOPMENTS

The Small Business Job Protection Act of 1996 created a simplified retirement
plan for small business called the savings incentive match plan for employees (SIM-
PLE). SIMPLE plans can be adopted by employers who employ 100 or fewer employ-
ees on any day during the year and who do not maintain another employment-based
retirement plan.

A SIMPLE plan can be either an individual retirement account (IRA) for each em-
ployee or part of a 401(k) plan. If established in IRA form, a SIMPLE plan is not
subject to the nondiscrimination rules generally applicable to qualified plans (in-
cluding the top-heavy rules), and simplified reporting requirements apply. Within
limits, contributions to a SIMPLE plan are not taxable until withdrawn.

A SIMPLE plan can also be adopted as part of a 401(k) plan. In that case, the
plan does not have to satisfy the special nondiscrimination tests applicable to 401(k)
plans and is not subject to the top-heavy rules. The other qualified plan rules con-
tinue to apply.

Small employers have established SIMPLE plans in greater numbers than most
in the retirement community anticipated. Although no nationally representative
data are yet available, a non-random survey by the Investment Company Institute
(ICI) of its members 3 indicates that plan establishment has been concentrated
among employers with under 10 employees and that the SIMPLE–IRA is preferred
over the SIMPLE-401(k). More specifically, the survey found that 18,261 SIMPLE
IRA plans, with 95,431 participants, had been established, and 42 SIMPLE 401(k)
plans, with 785 participants, had been established.4 Eighty-seven percent of SIM-
PLE plans were established by employers with 10 or fewer employees, and 97 per-
cent of employers establishing a SIMPLE plan had 25 or fewer employees.5

Congress is now considering proposals by the Clinton Administration and others
to create a ‘‘simple’’ version of a defined benefit plan for small employers. Creation
of such a plan would mean that small employers interested in establishing a retire-
ment plan via the ‘‘simple’’ route would no longer be restricted to choosing a defined
contribution plan. Other proposals being considered to promote retirement plan cov-
erage among small employers include a tax credit for businesses establishing a new
plan.

CONCLUSION

As Congress considers various proposals to promote retirement plan coverage
among small employers, expectations should be kept realistic. Coverage rates among
small employers are unlikely ever to approach those of large employers simply be-
cause of the financial reality of small and uncertain profits faced by many small
businesses, combined with what is currently a weak interest in contributing to a re-
tirement plan among many young and low-earning workers. These realities mean
that is not enough simply to target the small employer, but it is also important to
target employees with messages regarding the need to plan and save for their retire-
ment.
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