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FRIDAY, SEPTEMBER 25, 1992

- U.S. SENATE,
SUBCOMMITTEE ON PRIVATE RETIREMENT PLANS
AND OVERSIGHT OF THE INTERNAL REVENUE SERVICE,
COMMITTEE ON FINANCE,
Washington, DC.
The hearing was convened, pursuant to notice, at 10:04 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. David Pryor
(chairman of the subcommittee) presiding.
Present: Senators Durenberger and Grassley.
[The press release announcing the hearing follows:]
[Press Release No. H-34, June 8, 1992]
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PRYOR ANNOUNCES HEARING TO EXAMINE FINANCIAL STRENGTH OF PENSIONS,
SENATOR SAYS FEDERAL AGENCY SHOWING EARLY SIGNS OF TROUBLE

WASHINGTON, DC.—Senator David Pryor, Chairman of the Senate Finance Sub-
committee on Private Retirement Plans and Oversight of the Internal Revenue Serv-
ice, Tuesday announced a hearing to examine the financial strength of the federal
agency that insures retirement benefits for over 40 million American workers.

The hearing will be at 10 a.m. Friday, July 31, 1992 in SD-215 of the Dirksen
Senate Office Building.

Pryor said the federal agency, known as the Pension Benefit Graranty Corpora-
tion (PBGC), is showing the early signs of serious trouble.

“In this hearing we will take a look at the current status of the PBGC and explore
possible solutions to the problems now on our doorster,” Pryor said.

“If the government learned anything from the collapse of the S&L industry, it
should have been that we must take early action to prevent problems, rather than
reacting to the full fledged crisis,”Pryor said. ’

“The promise of a pension to the American worker must be kept, and whe PBGC
must secure that promise,” Pryor said.

- OPENING STATEMENT OF HON. DAVID PRYOR, A U.S. SENATOR
FROM ARKANSAS, CHAIRMAN OF THE SUBCOMMITTEE

Senator PRYOR. Ladies and gentlemen, good morning. Our sub-
committee will come to order at this time. The purpose of this
morning’s hearing is to review the financial condition of the PBGC,
and to examine whether the PBGC’s financial condition poses &
risk to its mission to furnish security and confidence to workers
participating in our private pension system.

) The subcommittee expects this to be the first of a series of hear-
. ings on this very complex subject. We look forward to listening to
and working with all of those interested in the matter.

o))
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At the outset, for the record, I believe it would be very useful to . .
i;%mGegnber and restate, in very simple terms, the purpose of the

Title IV of the Employee Retirement Security Act of 1974,
ERISA, expressly states that the purpose of the PBGC is, one, to
encourage the continuation and maintenance of private pension
plans; two, to provide for the timely and uninterrupted payment of
pensions; and three, to maintain premiums at the lowest level con-
sistent with its obligations.

Now, to the extent PBGC’s financial condition adversely impacts
its ability to carry out these three objectives, some say that we
have a real problem.

There seems to be some debate over whether or not we have a
real problem, or whether it is imagined or real. This morning we
are trying to find facts. We hope to get to the bottom of this debate,
and, once again, this is a first in a series of hearings on the matter.

We have a sea of financial data—statistics, assumptions—which
portray the financial picture of the PBGC. One cannot help being
confused; all of us are a little bit, especially me. That is why we
have invited to testify this morning some of the most notable ex-
perts in this field.

However, I do feel compelled to express a concern that I have
when we talk about this becoming a crisis situation facing our pri-
vate pension system.

As I stated before, the mission of the PBGC is to furnish security
and confidence to workers for the pension plans. If the government
prematurely questions the adequacy of those plans to meet the obli-
gations, these workers understandably get scared. And instead of
providing security and confidence for them, the government creates
fear and confusion.

The PBGC'’s response to this perceived crisis is to require trou-
bled companies to pay more of tgeir cash into their pension plans.
Many of these companies naturally feel these resources are vitall
needed for investment in plant, equipment, and research and devel-
opment, in order for them to recover from these recessionary times.
Without recovery by a particular company, the worker ultimately
has no job.

It would, indeed, be a travesty if, in protecting a worker’s pen-
sion plan the government cost the worker his or her job.

Now, I certainly would not hesitate to call on the carpet any com-
pany that is irresponsible in funding its workers’ pension. We must
maintain a vigilant watch over the security of our private pension
system, but we must do so in a thoughtful and in a prudent, re-
sponsible manner.

In summary, the government created the PBGC to ensure that
companies keep their pension promises to their workers. That is
the basic commitment that they have. We must guard those prom-
ises; and we will guard those promises. In doing so, we must not
unnecessarily shake the confidence of those workers and their pen-
sion plans, we must not drive their employers out of business, we
must be responsible, and whatever action we need to take, we must
take it. Before I recognize our panelists today, I would like to state
that we will have two of our colleagues testifying. One, is Senator
David Durenberger, who is a member of this committee, and also
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our colleague, Senator Grassley, who will also be sitting here and
chairing the meeting with me this morning. I believe, also, we will

have Senator Jeffords, who will be coming shortly. I hope he will" -

be here soon.

We are going to try this morning to limit our statements. I am
not going to impose a limit on our colleagues, but I am sure that
they realize we have a large number of witnesses, and I am sure
that they will be prudent with their remarks and that they will un-
derstand the time limitations we have.

It is my understanding we have a vote on the Senate. floor at
11:00. That is 50 minutes from now. We will begin our hearing.
Senator Durenberger, we recognize you and appreciate very much
your attendance this morning.

OPENING STATEMENT OF HON. DAVE DURENBERGER, A U.S.
SENATOR FROM MINNESOTA

Senator DURENBERGER. Mr. Chairman, I am grateful to you. I
did come prepared with a shorter statement, but I am not sure
whether my colleague from Vermont is going to be here. So, you
may get the longer one in case he does not come. He spent a lot
of time on the Floor last night, as you know, reaching a wider audi-
ence with the urgency of doing this.

This is a pretty boring subject, I suppose, to a lot of people, until
it actually affects their lives. It is to your credit, Mr. Chairman,
that 2 days in succession now you are willing to take on the task
of dealing with the things that affect individual people, as well as
the collective security of a pension financing system.

I am here because it has been a pleasure for me to join my dis-
tinguished colleague from Vermont, Jim Jeffords, in co-sponsoring
S. 3162, the Pension Funding Improvement Act. In the bill, we
seek to control the Pension Benefit Guaranty Corporation’s finan-
cial exposure, about which you will hear more during the course of
this hearing.

If we are to secure the financial integrity of the PBGC, if we are
not goin% to have a repeat of the S&L bail-out, I encourage my col-
leagues from the Senate to act quickly to maintain the viability of
PBGC, which is, as we know, the ultimate guarantor of our private
pension system.

First, Mr. Chairman, I would like to extend my appreciation to
my colleague for his leadershi{) in the employee benefits field. He
and his staff have worked tirelessly with the Department of Labor
and the PBGC in order to assure the continued vitality of our pri-
vate pension system, and I know he is working also on pension
portability. He played a leadership role in the Butz legislation two
years ago, and 1 congratulate him for his leadership in this area.

Let me begin with a little background on the problem that we
face as a Nation. America’s retirement security system is built on
three pillars: Social Security, individual savings, and private pen-
sions. Nine years ago when the Social Security system was so close
to insolvency that it was borrowing money from the Medicare trust
funds, we had the bipartisan courage to shore up the trust fund
and ensure that the Social Security would be there for our children

and our grandchildren.
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There is a lesson that we should have learned from the S&L de-
bacle that threatened the individual savings of millions of Ameri-

cans, and that lesson is, when we first see a government-guaran-
tta‘(:ed lﬁm}ixcial liability problem, we ought to act as fast as possible
solve it.

Had we provided adequate financing to close down all of the
bankrupt S&Ls in 1986, the cost to the American taxpayer for
S&Ls would have been less than $50 billion. But the longer we
waited, the more it cost. And we, as a country, are paying the price
for that delay, and we are going to for many years to come.

Mr. Chairman, the third pillar of our Nation’s retirement secu-
rity system is based on the private pension system, When working
men and women retire after a life of service to one or more compa-
nies, they often receive a pension from their employer’s Defined
Benefit Plan.

In the late 1960’s and early 1970’s, this third pillar was in seri-
ous jeopardy. Employees who worked for 25 years were dismissed
by their employers without receiving a single penny of their prom-
ised pension.

After the failure of several well-known companies in my State of
Minnesota and elsewhere, including Studebaker Corporation, Min-
neapolis Moline, White Motor Freight, and others, this Congress fi-
nally adopted, in 1974, enforceable investing and fiduciary respon-
sibilities for company pension plans.

I would note, by the way, that our distinguished chairman of this
committee, the Senior Senator from Texas, Lloyd Bentsen, played
a vital role in the adoption of the law regulating the ERISA law.
He was a conferee on ERISA back in 1974.

To guarantee the promise of a pension, Congress created,
through ERISA, the Pension Benefit Guaranty Corporation, whose
purpose has heen and is to provide financial security for plan par-
ticipants if their company and their plans fail.

The PBCG collects premiums from viable, defined benefit plans,
and it takes over and administers plans that terminate when em-
ployers go out of business. Thus, in a real sense, all working men
and women who are participants in defined benefit plans rely on
PBGC to guarantee the future existence of their pension benefits.

Mr. Chairmen, the warning signals that PBGC is in trouble are
everywhere. The red warning lights and the buzzers are going off,
and the Senate should be paying closer attention. PBGC currently
has a $2.5 billion deficit. That is up from $1 billion just a year ago.
The Department of Labor expects the deficit to grow to $18 billion
by 1997 if we do nothing.

The two largest losses in PBGC history occurred recently. Pan
American World Airways’ terminated plan was underfunded by
$900 million, and Eastern, by $700 million. But what worries me
the most is that the pension underfunding associated with readily
identifiable troubled companies grew last year by an estimated $8
billion, to a total of $13 billion.

This constitutes an incredibly large potential liability for PBGC,
and it threatens our entire private pension system. The Jeffords-
Durenberger bill is a step that Congress can take to stem the fur-
ther undermining of our private pension system.
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One of the problems is that, under current law, companies may
grant;tﬁ;nsion benefit increases, even though the pension plan is
+ unde ded. If a plan terminates in an underfunded state, PBGC
=~ is responsible for providing the benefits, including the benefit in-

© creases. I need to repeat that. Employers may grant pension bene-
fit increases without adequate funding of the plan, and PBGC then
has to deliver on their promises.

Do you know, Mr. Chairman, America’s corporate executives are
very smart. They know about this rule, and I believe they have
taken advantage of it to the detriment of the American public. Em-

loyers, especially in troubled industries, know that they cannot af-
Ford significant wage increases, and many have underfunded their
pension plan. So, what do they do? They provide pension benefit in-
creases without funding them. If the company turns itself around,
it ends up paying the benefits. But, if it goes out of business, PBGC
picks up the tab.

This amounts to nothing more than a risk-free loan from PBGC
to ailing companies. Congress did not establish PBGC for this pur-
pose, and, in the opinion of the authors of this legislation, it is just
plain wrong.

According to the PBGC, benefit increases under the collective
bargaining agreements in auto, steel, tire and rubber industries
added a total of $7-$9 billion in underfunding to already under-
funded plans in these industries. Household names in American
companies are doing this. I am going to provide you now with some
examples. This is from PBGC.

The 1991 labor contract for Uniroyal, Bridgestone, Firestone and
Goodyear increased benefits for active employees by almost 30 per-
cent. The 1990 labor contracts for General Motors, Chrysler and
Ford increased the basic monthly retirement benefit 16-17 percent.
In total, Chrysler pension benefit plan increases were 21-22 per-
cent for actives, and 11 percent for retirees over the next 3 years.

The 1989 labor contracts for Bethlehem Steel and Armco Steel
increased benefits for active employees by approximately 15 per-
cent. Uniroyal-Goodrich Tire Company pension plan, which is cur-
rently underfunded by over $400 million and has assets equal to
about 1 year’s benefit payments, increased benefits for hourly
actives by 50 to 80 percent from 1988 to 1991. Mr. Chairman, that
is shocking. Companies are not acting responsibly. They are sad-
dling the PBGC with huge potential liabilities, all of which threat-
en our entire private pension system.

The Jeffords-Durenberger bill addresses this problem. The bill
amends Section 401A 29 of the Internal Revenue Code to require
plans that grant benefit increases to provide security in the form
of cash, bonds, or other such forms of security that the Secretary
finds acceptable if the plan is less than 90 percent funded.

In other words, if employers have underfunded plans and those
plans are significantly underfunded—we used 90 percent as the cri-
teria—and the employers want to grant benefit increases, the
have to pay for them. I do not think that that is too much to as
employers to pay for the benefits that they have promised their
workers.

If they cannot pay for the increased benefits, then they ought to
be honest and let the workers know that. The PBGC, as a Federal




6

guaranty agency, should not be the dumping ground for irrespon-
sible employer promises.

Mr. Cheirman, our Secretary of Labor, Lynn Martin, urges us to
act quickly to address this problem. She made the following state-
ment: “Congress has the opportunity to show it has learned the
painful lesson taught us by the S&L fiasco by taking the necessary
steps now to fix the Pension Benefit Guaranty Corporation. The
time to act is now, before another crisis occurs like the S&L situa-
tion. This situation becomes more costly the longer we wait.”

Mr. Chairman, I agree with the Secretary of Labor. Our col-
league, Jim Jeffords, said as much and illustrated it last night on
the floor of the U.S. Senate. We did not have an opportunity to at-
tach this legislation to H.R. 11, which we would like to have taken
advantage of.

In part, because of the assurance that there would be a hearing
today and that there would be a commitment from the Finance
Committee to do its part in dealing with this issue in the coming
months, we believed that, even though we could not attach it to
H.R. 11, we are going to get a response from this committee as
quickly as possible.

So, let me just conclude by saying I agree with the Secretary of
Labor. I agree with all who know that we ought to deal with PBGC
financial difficulties now. And I urge that, during the rest of this
morning, you listen closely and carefully, as I know you will, to
those who are more expert than I, or either of us, on the details
of this, and that when we return in January we take this issue up
as quickly as we can.

Senator PRYOR. Senator Durenberger, thank you. Thank you for
your contribution to this issue. All of your statement, by the way,
if you did not complete it, will be placed in the record. And we real-
ly appreciate you attending this morning. We hope that our col-
league, Senator Jeffords, will be here soon so that he may make his
statement. Once again, we thank you, Senator Durenberger.

[The prepared statement of Senator Durenberger appears in the
appendix.]

Senator PRYOR. We have our next witness, Mr. James Lockhart,
III, the Executive Director of the Pension Benefit Guaranty Cor-
poration. We look forward to Mr. Lockhart’s statement.

Mr. Lockhart, once again, we are going to ask all of our wit-
nesses this morning to realize some of our time problems, and also
to realize that this is just first in a series of hearings that we are
going to be holding the next several months.

If we could, we would like to ask you if you would hold your re-
marks to approximately 10 minutes. We are going to ask the other
panelists to hold their remarks to about 5 minutes. So, we look for-
ward to your statement. We will place your full statement in the

record.
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STATEMENT OF JAMES B. LOCKHART, III, EXECUTIVE DIREC-
TOR, PENSION BENEFIT GUARANTY CORPORATION, WASH-
INGTON, DC, ACCOMPANIED BY CAROL FLOWE, GENERAL
COUNSEL, PENSION BENEFIT GUARANTY CORPORATION,
WASHINGTON, DC

Mr. LOCKHART. Thank you. Mr. Chairman and Senator Duren-
berger, I am pleased to be here to discuss the future of the PBGC.
With me today is Carol Flowe, our General Counsel. I appreciate
the subcommittee’s interest in this program that is critical to the
retirement security of 40 million Americans. I also appreciate the
strong support of Senator Jeffords and Senator Durenberger in
their recently introduced legislation.

The past year has been very challenging for us. Internally, we
continue to make changes to improve our financial management
and internal controls. We are making good progress toward our
goal of auditable financial statements.

Externally, we face a growing problem from poorly-funded pen-
sion plans of troubled companies. Despite our aggressive efforts to
prevent iosses to retirees and the insurance program, they continue
to skyrocket.

It took us 11 years to accumulate our first $1 billion in losses.
In each of the last 2 years, we had $1 billion in losses. The two
largest claims in our history, Eastern Airline and PanAm, were the
primary causes. Our deficit is now $2.5 billion.

As the chart shows, our fiscal 1991 budget forecast shows that
our deficit will grow to $18 billion by 1997 without reforms. Our
1991 annual report estimates underfunding at $40 billion, up from
$30 billion the previous year.

Well over $30 billion of this underfunding is in the single-em-
ployer program and is concentrated in relatively few firms: pri-
marily in the steel, auto, tire, and airline industries. These under-
funded plans cover about 5 million people.

As our guarantee has limits, many of these people are at risk of
losing their promised benefits. $13 billion of this underfunding is
associated with financially troubled companies that present a near-
term, serious risk to these participants and the PBGC.

The President’s budget, using a model that incorporates a long
view of the future, forecasts net claims of $30-$45 billion over the
next 30 years. The financial problems in the single employer pro-
gram are a consequence of fundamental weaknesses in the insur-
ance principles supporting the program. The moral hazards of inad-
equate premium, weak minimum funding rules, liberal guarantees,
and the probability of low recovery from employers in bankruptcy
still encourage financially weak companies to underfund their pen-
sion plans.

Because of these moral hazards, companies in financial difficulty
view pension increases as cheap compensation, and their workers
agree to these empty promises because of our pension insurance.
Some companies have stopped making required contributions in
bankruptcy because the judg. ' 2 allowed it.

Some companies have allow a4 their plans to even run out of
money without violating the minimum funding rules. Lenders rare-
ly put pressure on those companies to fund their plans, believing
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in optimistic funding assumptions and expecting pension plans will
have no priorities in bankruptcy.

Creditors sometimes pressure distressed companies to terminate
plans rather than fund them. Companies have failed to accumuvi:te
a rainy day reserve for subsidized benefits triggered by plant clos-
ings and early retirements. One of our %est present cases illus-
trates many of these hazards. Using 's assumptions, their
glans were only underfunded by $190 million on our top 50 list,

ut, on a termination basis, the plans are underfunded by $1.2 bil-
lion. Yet, TWA has complied with all of the minimum funding re-
quirements. Despite the underfunding, they increased benefits,
while in bankruptcy this year, by over $50 million.

Until recently, creditors, and Carl Icahn, who owns 90 percent of
TWA, downplayed the underfunding and our claims in bankruptcy.
Mr. Icahn is trying to extract his group of affiliated companies, also
known as the controlled group, from joint and several responsibility
u}?cter the law for those pension plans. We will not allow him to do
that. .

Our goal is to protect the pensions and to have a viable, ongoing
TWA, but the situation is extremely serious. As Mr. Icahn is at-

tempting to break up the controlled group, it may leave us with lit- =

tle alternative except to terminate the plans to protect participants,
TWA, and our premium payers.

Many have asked why plans continue to be underfunded 18 years
after ERISA’s minimum funding standards were enacted and 4
years after the funding reforms of 1987. Despite the extremely
strong equity and bond returns of the 1980’s, underfunding is stuck
at the mid-1980’s level. Some companies are even backsliding.

The unsettled legal status of our bankruptcy claims and the ab-
sence of sufficient co-insurance in the program lessen the interest
that creditors or workers have in plan funding. Also, the funding
rules themselves continue to fall short.

In flat benefit plans, which represent about 25 percent of the
universe, benefits are often increased at 3- or 5-year intervals in
contract negotiations. Amortization of such increases under current
law is not fast enough to prevent funding deterioration, especially
in plans with a high percentage of retirees and older workers.

hese plans are only about 75 percent funded, on average. Al-
though funding rules do not allow these plans to anticipate future
benefit increases, there is nothing preventing them from being 100
percent funded, and, in fact, some are over-funded.

In contrast, the other type of plan, final-pay plans, are funded at
about 140 percent of termination liability. The funding rules also
allow a company, regardless of funding levels, to reduce contribu-
tions immediately if they have better than expected investment or
actuarial experience. Consequently, companies whose plans are bil-
Eolrg(si of dollars underfunded can and have taken multi-year funding

olidays.

Despite our deficit of $2.5 billion, problems like TWA, and the
projected losses of :F to $45 billion, there are some who say there
is no reason to be alarmed. I disagree. The time to act is now, be-
fore there is an S&L-type crisis. Without action, the Congress will
have to raise premiums yet again, which will drive the well-funded
plans out of this voluntary defined benefit plan system.
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Even some of the olﬁponents of reform admit that this type of en
masse withdrawal could cause a crisis. Make no mistake, the over-
all defined benefit pension system is healthy in terms of funding.
But there are some problems. Every year, almost 10 percent of the
plans we are insuring are terminating and dropping out of the sys-
tem. PBGC is troubled.

I would be derelict in my duties if I told you today, as one wit-
ness will, that PBGC is a stronger agency today than at an‘g; time
in its history, both financially and in its legal authority. We are
much lar%er because of the many terminations, but certainly not
stronger financially or legally. That is the truth, and not fear-
mongering.

These opponents have been fooled by the current accounting for
the PBGC in the Federal budget. Changing the accounting from a
cash basis to an accrual basis, as proposed by the administration,
shows on this chart the long-term contingent liability which is now
hidden. If it was on the chart, you would see a small surplus under
accrual accounting. That is the way the government looks at the
PBGC, instead of that big red line.

Current cash budgeting ignores future benefit payments for ex-

—._listing and future terminations and instead shows a misleading,
growing surplus. Cash flow budgeting helped obscure the S&L se-
curity crisis for many years. Both GAO, and CBO have recognized
the desirability of changing to accrual accounting. The administra-
tion has also proposed the Pension Security Act of 1992 that ad-
dresses these moral hazards in three key areas: minimum funding
rules, our guarantee, and bankruptcy rules.

They will contain the growing deficit in the single employer pro-
gram. These reforms have received strong editorial support from
many newspapers, including, just 2 weeks ago, the Wall Street
Journal, and just today, the Washington Post said, in an editorial,
that, the PBGC is in serious financial trouble and “these reforms
are sensible.”

In the interest of time, I will only summarize these proposals. In
the funding area, we are proposing to strengthen the 1987 change
by making it a stand-alone rule and creating a new, alternate fund-
ing rule targeted at mature companies with large numbers of par-
ticipants.

Logically, it says company contributions should match the bene-
fits paid, plus interest on the underfunding. Second, we want to re-
strict the growth of our hidden liabilities by only guaranteeing fu-
ture benefit increases if a plan is fully funded.

Lastly, we want to put in the Bankruptcy Code the priorities
that you have already given us in ERISA and the Tax Code, and
then gradually increase them. The impact on our deficit of these
three reforms on an accrual basis is quite dramatic, as this chart
shows. It produces a small surplus over the period rather than the
$18 billion deficit.

In summary, PBGC needs legislative change to reduce the threat
that growing pension underfunding poses to the insurance program
and to the defined benefit system, which is a major component of
American savings.

We need greater incentives to better fund existing and new pen-
sion promises, not higher premiums. Ever-escalating premiums are
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counterproductive, driving out the well-funded plans from this vol-
untary system. They could leave us, and ultimately the taxpayer,
holding the bag for the underfunded plans.

I can only echo the quote that Senator Durenberger had from my
boss, Secretarg of Labor, Lynn Martin, who is also the Chairperson
of the PBGC Board. She said, “The time to act is now, before an-
other crisis occurs.” Thank kI\,:lou for the opportunity to speak.

Senator PRYOR. Mr. Lockhart, thank you very much.

_['Iihc. orepared statement of Mr. Lockhart appears in the appen-

Senator PRYOR. I noticed the arrival of our colleague, Senator
Jeffords. I wonder if Senator Jeffords wants to make his statement
from there, or come up here?

Senator JEFFORDS. I would just as soon make it from here, Mr.
Chairman.

Senator PRYOR. All right, sir. Why don’t you do that, please, sir?
Senator Durenberger made his statement just a few moments ago,
Senator Jeffords.

STATEMENT OF HON. JAMES M. JEFFORDS, A U.S. SENATOR
FROM THE STATE OF VERMONT

Senator JEFFORDS. First of all, I want to thank my colleague for
his help in this area. I rely upon him to assist me because he has
the background and the knowledge which I know is very helpful to
the committee and certainly helpful to me.

Since I stated in detail my concerns yesterday on the Senate
floor when Senator Durenberger and I offered my amendment, I
am not Foing to go through with any great detail what I went
through last night. I would make that part of the record here, how-
ever.

[The information appears in the appendix.]

Senator JEFFORDS. [ also want to thank the committee for the
work they did on the Unemployment Compensation Bill with re-
spect to portable pensions. Finally, after many years, we have
taken a very excellent step forward in that important area,

Now, I would like to talk today about PBGC problems in the
Durenberger-Jeffords bill in that respect. You have heard about the
problems and the fact that we have to do something, so I will not
go through that. But I would like to talk about the options and
what our bill tries to do, very briefly.

The reality is that we only have a limited number of options
available to us in dealing with the PBGC’s many problems. Fur-
thermore, it is in the best interests of the 40 million workers that
currently have PBGC insurance protection that we resolve these
deficit problems and maintain a solid defined benefit plan system.

What are the options? Well, we could raise the PBGC %remiums
that employers pay into the system. This may be inevitable, given
the PBGC’s current deficit. PBGC estimates that it would have to
significantly increase premiums, even if it takes only $500 million
a year in underfunded liabilities and pay-outs, which is business as
usual for them.

If the economy gets worse and distressed companies start to ter-
minate at greater frequency, premiums paid by all single-employer
plan sponsors are expected to rise to about $58 per person for well-
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funded plans, and as much as $219 per participants in prorly-fund-
ed plans. As you know, we have already raised premiutns consider-
ably since 1974, where it was $1 a head.

ow much is too much? When will responsible employers with
well-funded plans say, we have had enough of premium increases
to pay for obligations promised by other companies, and terminate
their defined benefit plans, and, instead, offer to make contribu-
tions to a defined contribution plan, under which employer liabil-
ities are limited and employees have no insurance protection? I am
not sure. Even at present premium levels, the trend is away from
the defined benefit plans, and this is very disturbing to me. .

The number of defined benefit plan terminations is already on
the rise, and fewer and fewer new plans arc being created. Another
option Congress has would be to stabilize the premium so as not
to deter plan sponsors away from the system, and, instead, let the
Federal Government absorb the loss. PBGC projects that it is al-
ready at risk for $13 billion in underfunding in the short-term.

If current pension trends continue, the fact that government
could need to absorb that loss becomes a very real reality. In fact,
in the President’s budget for fiscal year 1993, the administration
has already introduced the idea of budgeting for fixed and expected
future PBGC liabilities.

Unfortunately, in their proposal they did not accurately assess
how much would be obtained from premium income and collections
of plan assets. Therefore, the likely long-term impact on the budget
cannot be realistically assessed. But one thing is certain. Adding
billions to the $4 trillion national debt is no way to help balance
the budget.

Our third option is to encourage plan sponsors in ailing indus-
tries to limit benefit increases or ﬁut up monei' as collateral for
payment of such increases. It might seem cruel to some to force
companies to promise within their means, but it is far more cruel
for workers to expect a certain level of benefits when they retire,
only to find out later that the money they expected to have for
their retirement is not there.

Keep in mind that the PBGC only guarantees, on an average,
about 80 percent of what is currently promised. Often, when early
retirement benefits are involved, this number is significantly, if not
substantially, less. In my mind, the third option seems the wisest,
and it is why we have adopted that option in our legislation.

Senator Durenberger’s bill, and mine, S. 3162, has three titles.
I have spent time discussing the second title, which would require
that plans with less than 90 percent. funding to provide security if
they wish to increase benefits. Title I outlines stricter funding rules
for pension plans. Title III provides PBGC the authority to obtain
financial information on companies with underfunded plans.

It also directs CBO and PBGC to study and report to Congress
on the premium increases necessary to put the;f)rogram on a sound
basis. Similar to the administration’s proposal, our bill revises a
funding concept added in 1987. It expands 1t reach so that pre-1987
funding liabilities must now be funded over a shorter period of
time.

A new solvency maintenance requirement is also added to assure
that a plan puts at least as much in as it pays out in a given year.
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Unlike the administration’s proposal, we would specify a new inter-
est rate that underfunded pfans would have to use in valuing cur-
rent liability. Based on the weighted average of the 30-year Treas-
ury bonds over a 4-year period, we narrow the permissible range
that underfunded plans can use so that it cannot be greater than
100 percent.

These are our principle proposals. No doubt, they can be im-
proved upon. I look forwarci) to working with the members of the
committee and other interested parties to accomplish our joint goal.

Time and time again, we, as legislators, need to be reminded
that there is no such thing as a free lunch. Retirement benefits
need to be paid with real money, not empty promises. As workers
live longer, they will need a sufficient amount of money to be as-
sured some quality of life, and it is our job to see that that hap-
pens.

Thank you very much, Mr. Chairman. I, again, want to show my
deep appreciation for your interest in this very difficult area, one
which is very politically difficult, as well. And I know that you and
your committee have the courage to face up to the problems and
come up with the solutions. Thank you, Mr. Chairman.

[Td};,e{ ]prepared statement of Senator Jeffords appears in the ap-
pendix.

Senator PRYOR. Senator Jeffords, thank you very much. There is
not much pleasant about this hearing this morning, I might say.
I have already mentioned to our panelists and our colleagues that
this is a first in a series of meetings and hearings that we will be
holding on the PBGC.

We very much appreciate your contribution to this, and I will be
following very closely the legislation that you, together with Sen-
ator Durenberger, have introduced. We will certainly look at that
}egislation. We are also going to try this morning to really get the
acts.

We are trying to find what the facts are; how much trouble there
is, if there is trouble. Then we are going to look at some solutions
in some subsequent hearings that we are going to be holding. We
do appreciate your attendance and thank you for your very keen
interest in this subject.

Senator JEFFORDS. Thank you very much, Mr. Chairman.

Senator PRYOR. Mr. Lockhart, if I might ask a question or two.
First, I notice the charts have been taken away, but that is all
right. Let me just mention, you took, on the first chart that you
had before us, the worst case scenario. And that is an $18 billion
deficit by, I think, the year 2000, or 2001. You did not use other
forecasts that do not look quite so bad. This was in your annual
report of 1991,

orecast A, for example, would have been a $2.7 billion deficit,
I believe, rather than $18 billion. Forecast B would have been ap-
proximately a $5.5 billion deficit by the year 2001. Here are those
two lines, if you can see those. This, once again, is in your own re-
port, but you chose, this morning, to bring us the bleakest of all
scenarios, and I am just wondering why.

Mr. LOCKHART. First of all, the numgers that you saw this morn-
ing are not from those charts at all, they are from a model that
OMB developed that is modeling the whole pension system in the
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United States and is much more sophisticated than the charts you
have there. And, in fact, those are the numbers that were pre-
sented in the President’s budget. In fact, that is not the worst case
ix: té:at model, that is the expected case in the model that OMB cre-
ated.

Those numbers there are using an old and somewhat simplistic
methodology in our annual report where they say on the top line,
if we had losses that averaged only at the level that we had for our
whole history, which is obviously an impossibility at this point. We
are having losses, as I said earlier, at 10 times the levels that we
had in our early days at this point. So, those two top lines, unfortu-
nately, are not the expectations in a more sophisticated modeling.

Senator PRYOR. Once again, I am using your publication. I am
not using OMB’s, I am using yours. Are you saying that the fore-
casts that you have been using in the past were outdated, or are
they outdated now?

Mr. LOCKHART. Well, I am saying that they were not based on
a very sophisticated model. We do not have, until OMB built this
model, with our help, the capability to really model out into the fu-
ture.

So, on the bottom line, we simply said that the $13 billion of
troubled companies now would terminate over that period. What it
ignores is the future dynamics of stock markets, bond markets,
bankruptcies, which the OMB model picks up.

Senator PRYOR. Mr. Lockhart, let me read, if I might, from the
GAO report of November 1991. That is just probably about 10 or
so months old. “Serious financial system deficiencies and internal
control weaknesses prevent the corporation from preparing reliable
financial statements. These conditions also seriously affect the Con-
gress’ ability to assess whether the corporation’s premium levels
are adequate to make it meet its long-term obligation.”

On the next page, just a sentence from this paragraph. This is
from GAO. “Since our first attempt to audit the corporation for fis-
cal year 1977, weaknesses in internal controls and financial sys-
tems have prevented us from expressing an opinion on its financial
statements.” One more quote, and we will put the GAO report
aside. I want you to respond to this, too.

We are on page nine of the report, November 1991. “There was
no operating general ledger system for the corporation’s trust ac-
counting through the first 6 months of 1990, nor were there ac-
counting procedures to govern and control the processing of all ac-
counting information throughout the year.” Now, what is going on?

Mr. LOCKHART. I, myself, was very concerned when I arrived at
the PBGC. In fact, I invited——

Senator PRYOR. By the way. For the record, how long have you
been at PBGC?

Mr. LOCKHART. I arrived in June of 1989; a little over 3 years.

Senator PRYOR. Thank you.

Mr. LOCKHART. I was very concerned. I asked GAO in to audit
us because they had not been able to do that. I am pleased to say
we have made significant progress since that report. First of all, we
made some very major personnel changes—hired a CFO, Chief Fi-
nancial Officer—and we are addressing all of those issues. The key
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issue that GAO pointed out was the liability numbers, our future
Liabilities.

We have had a 2-year project with a major accounting firm which
we have just comnpleted and done a closing, and that project is in
the process of being audited right now for our 1992 accounts. But
it does show that the liabilities we owe pensioners, which is basi-
cally 95 percent of our total liabilities, is materially accurate. So,
I am pleased to report that that is behind us.

Some of the other issues you mentioned, the trust accounting
system, is up and running. Another issue that they mentioned was
a problem was the premium system. We made a great deal of
progress there. We are now billing everybody. We have a serious
collection effort up and we are collecting money. And the last area
was internal controls and financial systems, and we have a major
effort going there.

We have done internal control reviews of the whole agency; we
have new accounting policies. So, we have taken a very serious ef-
fort. It is something, coming from a financial background, that I
felt very seriously about, and I think we have done a very good job.
It is going to take awhile, but we still hope to have auditable ac-
counts for 1992.

Senator PRYOR. All right. Mr. Lockhart, a final question. Let us
go back to your chart again. I am sorry it is taken away. That is
all right. We do not need it, I will just make reference to it. Let
us talk about the $18 billion deficit scenario by 2001.

Now, is there a built-in assumption that if all of the companies
that are participants, or the 50 major companies that you say
might be underfunding their systems right now, that if they all
went bankrupt today and closed their doors, would that be the $18
billion figure you are talking about? Is that how you arrive and
project the $18 billion?

Mr. LOoCKHART. No. The $18 billion figure is based on a financial
model built by OMB that takes all of the pension plans of publicly
held companies, all that report to the SEC, takes that
underfunding, projects out the investment returns in those plans,
and projects out whether the company will have financial difficul-
ties or not. Then it discuunts those numbers to a present value. So,
it is not directly related to the top 50 list. It is using the same com-
panies, but many other companies as well. It also projects that
companies that are well-funded now may, in the future, have some
difficulties. So, it goes beyond the top 50 list.

And the other thing about that chart, is that it is not 2002 that
the $18 billion hits in that chart, it is 5 years out, in 1997, under
accrual accounting.

Senator PRYOR. Thank you. Senator Grassley.

Senator GRASSLEY. Thank you. I am sorry I could not be here.

Senator PRYOR. I want you to do whatever you need; make a
statement, ask questions. I am glad you are here.

Senator GRASSLEY. I think my first question would be just maybe
asking you to rehash a little what has been said. But, you know,
whether it is at the grass roots of Iowa or whether it is here in
Washington, we always are talking in terms of the savings and
loan crisis.

o
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Give us some sort of a statement, if you can, it might be sum-
mary in form, of how you see the probf;m of PBGC compared to
that, as an example? And I do not say that to put you on the defen-
sive, but that is how everything is measured at the grass roots.
You do not have a town meeting without the savings and loan cri-
sis coming up, or the bail out of the savings and loan.

Mr. LOCKHART. PBGC does have a very serious problem. We
have a $2.5 billion deficit, this potential exposure of $40 billion of
underfunded plans. But the good news, compared to the S&L situa-
tion, is that we can fix it, and we have time to fix it, if Congress
can act and the proposals of the Bush administration are put for-
ward, the ones that Senators Durenberger and Jeffords have put
forward, the ones that you have put forward, Senator Grassley, in
the bankruptcy proposals last year. Those are the kinds of reforms
that will make sure that we do not have an S&L crisis. The mag-
nitude of the numbers are less than the S&L crisis, obviously, and
that is good news.

The overall system is very healthy, but we do have this big prob-
lem of these underfunded plans and we do have a lot of the same
kinds of moral hazards: Companies give their workers benefit in-
creases that they cannot afforg.

Senator GRASSLEY. Dallas Salisbury, of the Employee Benefit Re-
search, is going to make a statement later in this hearing, in which
he will say: “In fact, current exposure is approximately 40 percent
of the historic average of $59.9 billion. PBGC is a stronger agency
today than at any time in history, both financially and in its legal
authority.” Before that he quoted some figures that I am sure are
commonly understood. Now, I suppose that gives me reason to ask,
because I think we would be asking you to square what you just
told us with what is said here. How could you have such diamet-
rically opposed views on the condition of this agency?

Mr. LOCKHART. It is a good question, Senator. First of all, I think
later in his testimony he does admit that there is some need to re-
form the PBGC. I cannot, in good conscience, say that we are
stronger than we have ever been before. We are bigger—much big-
ger—unfortunately, as we take over all these plans.

The underfunding, as I said, is stuck at the mid-1980’s level, de-
spite the extremely strong stock and bond markets over the last 10
years. We have some examples of companies. There is one in the
paper today, the major company in the United States, said that its
plans were underfunded by several billion more than it admitted
in its financial statements until now. There are problems out in the
system, and I cannot say that we are stronger.

Again, I also point out that we are losing very rapidly the num-
ber of plans we insure every year. We are losing 8,000 plans a
year. That is not a sign of strength in the insurance system. The
$40 billion of underfunding is a real number, and, in fact, it is
probably grossly understated, because one of the things we see in
a termination is sort of a death spiral. Companies’ pension
underfunding grow dramatically before they terminate, and, in-
stead of being at the top 50 list level, which is now about 75 per-
cent funded, when they terminate they are more like 40 percent
funded. So, we have some major financial problems.

i



16

On the legal side, we have had a major setback in a District
Court in New York which has basically gutted our bankruptcy re-
coveries. That is one of the key reasons why you, Senator Grassley,
did introduce our bankruptcy bill to try to restore our legal position
to where it was.

Senator GRASSLEY. You noted from a major accounting firm just
completing their work with you that the numbers in your most re-
cent annual report are materially accurate. What does “materially
accurate” mean, and that follows on the statement by the General
Accounting Office that your books were unauditable.

Mr. LOCKHART. Right. The liability that we reflected last year in
our balance sheet was about $8.2 billion. Using the same assump-
tions as last year, the work we have done so far, we are within one
or 2 percent of that number. That is what we mean by materially
accurate. GAO is in riiht now doing the audit for the 1992 ac-
counts. We are very hopeful that they will say that we are
auditable this year. They are being assisted by our Inspector Gen-
eral and an outside accounting firm.

Aﬁain, the key number on our balance sheet that overwhelms ev-
erything else is the liability for future benefits. And we have made
a very major effort this year to clean up the data, develop a new
software program, and to audit that internally.

Senator GRASSLEY. Well, Mr. Chairman, what is your desire? You
do not use the light, so I cannot keep track of whether I am abus-
ing my privileges or not.

fnator PRYOR. I do not use the light against Senators. [Laugh-
ter.

I know it would be of no use to do it. (Laughter]

No. Go ahead, Senator Grassley.

Senator GRASSLEY. Well, let me ask one last question then. Be-
fore I ask the question, just a little bit of background. There are
those who think that there are ample resources in the overail de-
fined benefit pension system to take care of the PBGC’s potential
underfunding. I have in mind specifically the paper that the Em-
ployee Benefit Research Institute published in May of this year.

In that paper, they said, as I understand it that many of these
defined benefit plans pay considerably more for consulting and
management fees than they do for their benefit guaranty through
premiums that go into the PBGC'’s funds.

Again, if I understand them correctly, they implied that the pre-
mium increases or a one-time lump-sum payment of some amount
per participant could solve your deficit problem without diminish-
ing employer willingness to (Farticipate in the system.

n fairness, I need to add that they point out that there are no
data to prove that PBGC premiurs are close to the level at which
the increases in it would cause plan terminations. In any case, I
would like to have your comment on that point.

Mr. LOCKHART. Premiums are high. They have gone up 19-fold,
from $1 per participant to $19 per participant since we were cre-
ated, for we!ﬁfunded lans, and 72-fold to a maximum of $72 per

articipant for an underfunded plan. We estimate, to handle this
g18 billion deficit Eroblem—the number you saw there—we need to
more than triple the premium for well-funded plans. That would be
a 70-fold increase.
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At what point do the well-funded plans drop out? We are already
seeing a lot of plans drop out. Thankfully, they are the small and
the medium-sized plans. If the big plans start to drop out, we have
a serious problem.

I can tell you, st the kind of premium levels that we have to
charge, that, according to a study we did, over half the administra-
tive cost of a large defined benefit plan would be the premium. It
will outweigh the cost of the actuanal consultants, the lawyers, all
the administrative costs to the plan.

So, it is not a trivial number. It is a big number, and I think
that, if you keep raising the premiums and there is no ceiling in
sight, companies will drop out. It is a voluntary system. They can
create their own defined contribution plan and we will lose our pre-
mium base.

Of course, the underfunded plans cannot drop out, so we will be
left with just underfunded plans. And I am sure you will hear that
from some of the other speakers this afternoon that represent the
premium-pag:rs.

Senator PRYOR. Once again, looking back on the history of
ERISA, PBGC, et cetera, it is my understanding that in one of the
debates back in 1974 when this legislation was moving through the
Congress, the original idea was to have a premium, I%elieve, of 50
cents, a half a dollar, per worker, per year.

And someone—I believe Senator Bentsen, in his wisdom—said,
maybe we better double that to a dollar a year per worker. So, I
think when we talk about today’s premiums of $19 per worker, per
year with some variable rates of up to $72 per worker per year. I
think we just need to put this in perspective. I was very shocked
to realize that we started off with a (ﬁ)llar per year, per worker.
And I think the record should reflect that.

Mr. LOCKHART. I agree. It was probably under-priced, to begin
with. At the moment, the premium, I think, is well-priced for the
wiell-funded plans, and grossly under-priced for the underfunded
plans.

But, I think over the long term, the important issue is that the
reforms that the Bush administration has proposed will make sure
that the premiums do not have to skyrocket in the future. In fact,
we can control the premium growth and keep the system healthf'.

Senator PRYOR. In this area, if I may get my colleague to yield
to me for a moment, what about the 8,000 ;l>]lans ﬁer year that you
are losing? I think that is the first time I have heard this figure.
We f’ust have 85,000 plans. Is that right? You are not saying we
are losing 10 percent drop-outs per year, are we?

Mr. LOCKHART. Ten percent for the last 2 or 3 years, per year.
Yes, Mr. Chairman. And it is happening in the small- and medium-
sized plans, primarily. They have just been driven out by the ad-
ministrative expenses of sponsoring a defined benefit plan.

Senator PRYOR. All right. Let us say a company has, say, 100 em-
ployees. What are we talking about, administrative expenses?

Mr. LOCKHART. We did a study at the PBGC 2 or 3 years ago to
look at this very issue. I think the administrative expenses might
be a couple of hundred dollars per person, per year for that size
plan, which can represent maybe a quarter of the benefit that is
provided in the plan in a year.
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It becomes extremely expensive. In smaller plans, we saw some-
thing like $400 a year per person. For those plans, it has become
uneconomical, unfortunately, for defined benefit plans, and they
are droppingxout like flies.

Senator PRYOR. If you are putting in, say, under some of the
plans, $19 a year par employee, the administrative costs per em-
ployee are $200?

Mr. LOCKHART. No. The $19 a year is the premium to us. In ad-
dition, the company is putting something in, a contribution for the
individual, into their plans. That may be, say, $500 a year, or
maybe even $1,000 a year, depending on the plan.

But they are also having to pay $200-$400 just to administer the
plan, and, at some point—especially because defined contribution
plans, 401(k)s are simple to administer, a lot of these companies
are either dropping out of the pension plans entirely, or going to
the simpler 401(k)s.

Senator PRYOR. Mr. Lockhart, I am going to do this. It is not
uite on our program. I am going to ask our next witness to come
orward. Senator Grassley has been called to the phone. He may
have another couple of questions. So, before you step aside or step

down, if you would remain there. We will call Mr. Joe Delfico, from
the General Accounting Office. If he would please come forward.
Once again, please do not——

Mr. LOCKHART. I will not run.

Senator PRYOR [continuing]. Do like your chart; do not disappear.
Perhaps Senator Grassley will have another question or two for

you before you are released. You could stay right there, if you
would like. Mr. Delfico, we appreciate you being with us this morn-
ing. We look forward to your statement.

STATEMENT OF JOSEPH F, DELFICO, DIRECTOR, INCOME SE-
CURITY ISSUES, U.S. GENERAL ACCOUNTING OFFICE, WASH-
INGTON, DC

Mr. DELFICO. Thank you, Mr. Chairman. Thank you for inviting
me here today to discuss the Pension Benefit Guaranty Corpora-
tion’s financial condition. Today I would like to highlight five points
that we hope will be helpful in congressional policy formulation in
the pension area.

We believe such policies should focus on reducing unfunded li-
abilities in PBGC-insured pension plans because such actions are
the key to reducing future PBGC liabilities and protecting the ben-
efits of plan participants.

We also note our concern about PBGC’s longstanding operational
groblems. PBGC’s deficit is large: it is $2.3 billion, as you have

eard this morning. This was at the end of fiscal year 1991. It has
grown significantly in recent years.

The major threat to the agency is the large, unfunded liabilities
in the ongoing plans it currently insures. In its 1991 annual report,
PBGC states that some plans—especially in the steel, tire, auto-
mobile and airline industries—are unfunded by a total of about $40
billion, with $13 billion in plans sponsored by financially troubled
Sponsors.

PBGC’s pessimistic estimate indicates that its deficit may grow
to $17.9 billion in the year 2001. I would like to point out that the
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$17.9 billion was included in their 1991 annual report that you
looked at this morning. Unless proper steps are taken to improve
plan funding, this &e:ssimistic estimate may become a reality.

At present, PBGC’s cash flow is sufficient to meet its current
benefit obligations. Premium and investment income exceeds ex-
penditures for benefits and other expenses by $452 million in fiscal
year 1991.

Nonetheless, the Congress should address the threat to the agen-
cy from underfunded plans. If the Congress acts now while PBGC
still has a positive cash flow, it should not be necessary to legislate
in haste at some future date, or to seriously erode the protections
afforded workers in the process of solving PBGC’s problems.

. We are encouraged by your subcommittee’s efforts to begin focus-
ing on this issue at this time. Legislative proposals for improving
funding in underfunded plans could have a significant positive ef-
fect in reducinF PBGC’s deficit over the long run. However, it is im-
portant to analyze the potential impacts of the specific programs on
plan participants, plan sponsors, and the Federal revenues before
they are enacted.

e have long supported strong and effective funding standards
for the Nation’s defined benefit pension plans. We believe that im-
proving the funding for underfunded plans is the best approach to
solving PBGC's current and potential deficits.

Proposals to limit PBGC’s guarantees concern us because they
could adversely affect plan participants. We would prefer that the
threat to PBGC from underfunded plans be addressed by better
plan funding rather than by limiting benefit guarantees.

PBGC has re&}xested that its priority in bankruptcy be clarified
and improved. We recognize that improving PBGg’s priority posi-
tion and bankruptcy would improve its recoveries. However, we are
concerned what impact this will have on others, including creditors
and the Federal Government. Nonetheless, we believe that plan
sponsors should be required to continue making contributions to
their plans while they are in bankruptcy.

In addition to these approaches, other avenues of addressing
PBGC’s potential claims and existing deficit should be analyzed,
such as: Improving fundin%l for flat benefit plans; making greater
use of PBGC’s existing authority to terminate financially troubled
plans; and, to address the current deficit by increasing premiums,
%gé:éuring these premiums to better reflect the plans’ risk to

Underfunded plans not only put PBGC at risk, they also pose a
risk for plan garticipants. PBGC insures many, but not all of the
benefits provided by defined benefit plans. If an underfunded plan
terminates, some of the plan participants are at risk of losing
promised benefits. Thus, improved funding of underfunded plans
will be beneficial to participants, as well as PBGC.

In addition to PBGC’s current deficit and looming potential
claims, the agency has had significant internal operational prob-
lems. Because of significant internal control and system weak-
nesses, we have been unable to express an opinion on PBGC’s fi-

nancial statement.

In addition to continuing problems with PBGC’s premium collec-
tion system, these problems have prevented PBGC from preparing
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an accurate accounting of premium revenues. PBGC has recently
moved to address these problems.

Mr. Chairman, underfunded plans pose a risk to PBGC, and, be-
cause PBGC does not guarantee all benefits to the participants of
those plans, we feel that the best way to protect PBGC and plau
glar‘tiicépants is to ensure that all underfunded plans become fully

nded.

Improved funding standards may impose a financial hardship on
sponsors of some underfunded plans, however. A balance needs to
be struck between protecting the interests of PBGC plan partici-
pants on one hand, and those of plan sponsors on the other. Strik-
ing this balance is the challenge facing the Congress, as it begins
debating pension reform.

Mr. Chairman, this concludes my statement. I will be happy to
answer any questions you may have.

[The prepared statement of Mr. Delfico appears in the appendix.]

Senator PRYOR. Mr. Delfico, thank you very much. Thank you
very much for your statement. Something that jumps off the pages
of your report from November of 1991 to me is t%.is description,
“unaudited reports.” Some have used the word, “unauditable,”
today. That not only scares me, I imagine it would scare a lot of
workers out there who have their funds under the control and
under the auspices of the PBGC.

Could we talk about that for just a minute? I do not want to
allay the fears of our people if this is, in fact, a very dangerous
thing. What are we talking about here? Maybe Mr. Lockhart could
address this, too.

Mr. DELFICO. Yes. Mr. Chairman we have not been able to audit
PBGC since its inception. However, we have noticed a positive
change in the way they have been working with their financial sit-
uation. Over the years, PBGC has had an unauditable financial
statement, Now, what that means is we were unable to account for,
or say that there was available, reliable data—as in the case that
N{r. ckhart brought up—to verifiy all liabilities of terminated
plans.

It is a very difficult process to determine what PBGC’s true li-
abilities are. It takes a long time to do that. When we audit these
plans, we find that there is a soft area there; we cannot say for
sure what the liabilities are. And that is one of the key points that
PBGC has been trying to work on. :

To put it in perspective, what troubles us the most is that, when
you find a company or government agency with an unauditable fi-
nancial statement, it is an indication that its financial manage-
ment may not be up to snuff, and we become concerned about that.

In the case of PBGC, we have been concerned for years about
how they manage their operations. This is outside of the policy
area that we are discussing today. So, we are continuing to audit
their financial statements, and, I must say, we are encouraged
about the progress they have been making the past year, year and
a half in that area. )

Senator PRYOR. All right. Now, Mr. Lockhart, I am a layman in
this. Explain what you think it means to be “unauditable.” )

Mr. LOCKHART. Effectively, it means the numbers in our financial
statements cannot be verified by the auditors. It does not nec-
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essarily mean that the numbers on our financial statements are
wrong. In fact, as I said, we have just finished a 2-year project on
looking at our liabilities, these pension plans we have taken over.
We have taken over 1,700 pension plans in our existence, and we
have to measure the liabilities for each one of those plans. We have
just finished that process.

In comparison to last year’s numbers, we are only a couple per-
cent different after we have gone through the whole process of re-
computing all of those liabilities. And now we are hopeful, as GAO
reviews this year’s audit, that they will say that we do have the
right financial systems in place, that they are auditable, and that
these numbers are materially correct.

Senator PRYOR. I am learning a lot this morning. In another life,
when I was in 1y early 20’s, I had a short—and, I must say, un-
successful—tenure as a journalist. I thought I was going to save
the world and I started my own little weekly newspaper. Still,
today, because of that, I kind of think in terms of headlines and
what might be the story the next day, or the headline of a particu-
lar story. Somehow or another, this word, “unauditable,” leaps out
at ntlﬁ; and I think it is going to scare people to death when they
see this.

I am just hoping we can communicate properly with the people
who are involved with this system and sort of make sure that we
are not being overly castigating of the whole system, but certainly
concerned about the condition of it.

Mr. LOCKHART. Mr. Chairman, obviously, when I arrived at the
agency, it concerned me an awful lot. And we have done, I think,
a tremendous effort and I am very pleased with my team on this.

I think we are very close to achieving auditability, and I think
we will show, as part of that process, that our financial statements
had been materially correct, that our assets are being properly con-
trolled, which they are, and there is no material financial problem
with the PBGC.

Senator PRYOR. All right. Let me move again back to the General
Accounting Office, Mr. Delfico. Here is what we have here. We
have a situation where we are very nervous, very nervous about
the PBGC. I am nervous.

I think the members of the House, the Senate, the committees,
are nervous; a lot of people whose pensions are in the system are
nervous, We keep hearing stories that come out that make us quea-
s{); make us want to know the facts. That is what this hearing is
about, trying to find the facts and put the facts on the table.

Advise us. What questions do we need to be asking from the Con-
gress, and what answers do we need to have before we start com-
ing forward with the solutions?

Mr. DELFICO. Those are good questions. I think you need to be
asking questions that go along the lines of—what impact is this
legislation going to have on the plan sponsors, the plan partici-
pants, and the Federal Government. Those three components have
to be analyzed.

We are in favor of strengthening underfunded plans. We have
said so. We were involved in_1987 with major legislative changes
to ERISA along those lines. But, we are quite aware that it may
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be difficult for financially stressed companies to adequately fund
their plans.

So, there is a delicate balance you have to strike between making
sure sponsers fund their pension plans, and ensuring that partici-
gants do not get hurt because of some of the rules you may change.

o, I would say those questions need to be answered. You need to
study those issues.

We are now in the process of looking at the impact of the 1987
changes. The questions we are asking are—did the changes do any
good, if they did, what worked, and what did not work? So, those
gr% st(;me of the questions we are trying to answer to inform the

ebate.

Senator PRYOR. I think at the proper time and in the proper se-
?uence I may request that study. I know the information gathered

rom it would be of great benefit to this committee and to all of us
involved in this. I noticed in the paper—actually, I did not get a
chance to read it all; I just saw the Eeadline, walking over here—
Raleigh’s is going out of business.

Mr. DELFICO. Yes.

Senator PRYOR. All right. I read that in the paper. So, I am a
shoe salesman. I have been there 30 years at Raleigh’s. I pick up
the Post this morning. My goodness, we are going out of business.
I am not going to have a job any longer. I have been here 30 years;
I am 62 years old.

Then the next day, I pick up the paper and I see all of the prob-
lems with the PBGC. I do not know if Raleigh’s is a participant in
this, I am just using them as an example. What are we saying to
those employees? Are we saying, you are in good shape, do not
worry, or you better watch out?

Mr. LOCKHART. There are two issues there. What we say to plans
when we terminate them because their sponsor has financial dis-
tress—like Eastern and PanAm in the last couple of years, CFI
Steel; a whole series of these companies—we tell the workers that
we are there and we are going to make sure that they get their
guaranteed benefits. And we do. We deliver the monthly checks, we
make sure they keep coming; we protect them.

But the problem is, there is a long-term issue here that we do
have these looming problems that could create a major problem out
in the future. So, wEat we are sayin% now is if Congress acts now,
we can ensure that these checks will continue to keep coming for-
ever, and that is what we want.

Senator PRYOR. I hope the two of you will not mind if I do this;
I am going to do it a little bit differently than we had planned. I
was going to have each individual testify. I wonder if we could

. bring Dallas Salisbury up right now. Would that be possible? But
please do not leave. I would like to have a three-way discussion.
think this might be good.

Sir, you are certainly no stranger to this committee. We appre-
ciate tge contributions you have made to this issue in the past. I
wonder if you would like to make your statement now. We are
going to put your full statement in the record.

We are about to have a vote, by the way. We were supposed to
have it at 11:00; it has been postponed a little bit. If you would just
give your statement. If you do not mind summarizing it, we would
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appreciate it. We might want to get you in this discussion. Thank
you.

STATEMENT OF DALLAS L. SALISBURY, PRESIDENT,
EMPLOYEE BENEFIT RESEARCH INSTITUTE, WASHINGTON, DC

Mr. SALISBURY. Senator Pryor, thank you. It is a pleasure to be
here—at least I felt that when I walked into the room. I am not
quite as sure now. But, for those who are professional researchers
at the institute who have worked long and hard on analyses of the
PBGC, I would have to say that the discussion today must at least
please them to know that the work they are doing is being read.

Senator PRYOR. Let the record state, by the way, you are the
&x;eernt of the Employee Benefit Research Institute here in

ashington. I want the record to indicate that.

Mr. SALISBURY. Thank you, sir. Per the question Senator Grass-
ley asked, and since you said that the entire statement will be put
in the record, frankly, I will not even read my summary. I do re-
quest that our issue brief that was submitted be also included, in
its entirety, in the record of this hearing.

Senator PRYOR. We will print it in its entirety.

[The brief appears in the appendix.]

Mr. SALISBURY. I will reference back to a peint in history, which
is January of 1992, in California, where a non-public meeting of
i}:lh(ladadvisory committee of the PBGC, on which I serve, was being

eld.

In a discussion at that meeting, the point I stressed then, and,
thus, frankly, take offense now at the characterization of my “ad-
mitting” that there might be needs for change in the PBGC pro-
gram, was a statement that, throughout my involvement with the
agency since 1976, the agency has made a continuous effort, along
with the Congress, and along with the General Accounting Office,
and others, to perfect a statute that was put together very quickly,
with most everyone saying, this statute is a shot in the dark with
a very worthy purpose and we hope it will work.

Your statement of throwing out a 50 cent premium which became
a $1 premium, if one looks at the hearing records from that point
in history, one finds that they could readily have set it at one
penny, or $20, or $50 a head, and it would have been equal preci-
sion, vis-a-vis the type of analysis that was even possible at that
g:int in history. The PBGC needs to be strong. Changes need to

continuously considered. But ERISA has been an extraordinarily
successful statute vis-a-vis the pension system and vis-a-vis the
PBGC. The system is far more funded today than at any point in
our history. The PBGC’s exposure, Jim carefully noted in his state-
ment, has, if you will, leveled since the mid-1980’s.

But leveled by the mid-1980’s, as shown in the table attached to
my testimony as Table II, in constant 1986 dollars, if that chart
had been up here then, the underfunding and exposure of the agen-
cy would have been $126 billion, compared to the adjusted $25.6
billion talked about by the PBGC today.

At the same time today, by their own numbers, the program’s
premium paying organizations are $400 billion overfunded, where-
as, in 1979, they were over $100 billion underfunded. The statute
has been amended by you and your colleagues numerous times
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since 1974 and PBGC has far greater rights today legally, legisla-
tively, as a matter of law, than at any point in its previous history.

The agency is rightfully concerned about issues such as the deci-
sions of certain judges and what that might have done. But, even
with those decisions, they can take pride in having a better recov-
ery record than at previous points in history.

n that California meeting I added a second statement, that,
while many might rightfully be embarrassed by what they did or
did not do in the savings and loan situation, it should not be used
as a reaction to then use it and to try and make up for mistakes
made in the past by undermining the confidence of tens of millions
of Americans and causing them to needlessly worry about their
pension promise.

It would be my regret if the continued theme was that this was
another S&L situation, causing me to have to focus, in response to
questions, to that issue rather than to the issue of, are changes
necessary in the PBGC.

As my statement documents numerically with numbers from gov-
ernment organizations and the PBGC, numerically, the system of
defined benefit plans is irrefutably stronger today as an entity and
as a total system than at any time in their existence.

The PBGC’s own numbers against total exposure clearly docu-
ment that the PBGC’s exposure is no greater today than at any
time in its history, and, in fact, is potentially stronger. In terms of
the debate over premiums, I am tﬁe first to say that raising pre-
miums is only one of many options.

It may well not be the best option. It may, in fact, be the worst
option. But, if one looks at the numbers against the system, it is
an option that is there. And there is $400 billion in surplus termi-
nation assets and defined benefit pension plans, some portion of
which could be “commandeered,” if you will, to assure that the tax-
payer would not face the bail-out situation of the S&L crisis.

o, I commend you, Senator, for attempting to dig into the facts.
I would urge you, the Senate, and the House to step back from the
rhetoric, to step back from fear, and to basically look at the agency,
look at the system, and make changes in the law that will
strengthen the program, strengthen the system, and assure that
benefit promises are made.

But, if anything, what we should want as individuals in the
grass roots of Senator Grassley’s State or anywhere else, is to be
able to have a clear picture of who should be afraid and when we
can have confidence.

And it is our conclusion, based on our analysis, as well as every
bit of data that has ever been made available publicly by the Pen-
sion Benefit Guaranty Corporation that there is no justification to
cause the individuals who call my office from Kansas, from Califor-
nia, and from elsewhere, after reading an editorial that raises the
specter of the S&L, of, do I have to lose sleep at night; is this an-
other failure on the horizon.

I think, in all fairness, one has to conclude that, during the dec-
ade of the 1990’s, unless the current recession were to continue and
into a depression such that numerous companies in the near term
would find themselves in dire straits, then, £t that point I would
add one additional item. To the GAO list of concerns, I would add
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the economy, and that the effect of many changes on the economy
also needs to be looked at. Thank you.
dj’[('I]‘he prepared statement of Mr. Salisbury appears in the appen-

Senator PRYOR. Mr. Salisbury, thank you. Now, we know the his-
tory of PBGC. We know the history of the General Accounting Of-
fice. Just for the record, tell us in a paragraph or two about your
institute, if you would.

Mr, SALISBURY. In 1978, after completing 2 years of service at
the Pension Benefit Guaranty Corporation where I had the pleas-
ure of directing the study that led to the Multi-employer Pension
Plan Amendment acts and the changes in that program, I was ap-
proached as to whether or not, in preparation for research tied to
the Carter-appointed Presidential Commission on Pension Policy, I
would like to create a private sector research organization that
would be aimed at documentation of health and employee security
data and research, to provide education to the media, assistance to
the government and others.

So, we began in December of 1978 and have been functioning as
a non-partisan, non-lobbying research and education organization
since that point in time.

Senator PRYOR. All right. Now, Mr. Delfico, would you like to re-
lsvi)ond to anything Mr. Salisbury has said? I am going to also give

r. Lockhart an &pyortunity.

Mr. DELFICO. Well, there are two points I would like to respond
to. One, I would like to agree in part with Mr. Salisbury on one
issue, and that is the savings and loan issue. Second, I would like
to expand on one of the comments he made about the total expo-
sure of PBGC.

Senator PRYOR. All right.

Mr. DELFICO. There are differences between what we see at
PBGC and a savings and loan situation. I'd like to make a couple
of key points here. I do not want to infer that the problem at PBGC
is not serious. It is, but the differences, obviously, are in mag-
nitude. The size of the savings and loan problem may be an order
of magnitude greater than at PBGC as it 'sits right now. Second,
if there was a crisis, PBGC’s payout would be made over a series
of years. It would not be as immediate as the savings and loan sit-
uation.

Third—and I think more importantly—is that the Congress has
been focusing on regulating pension plans for quite some time now.
The work done in 1987 focused on tightening ERISA making it
stronger, whereas, if I recall, the savings and loan situation was
different.

So, those three points, I think, make it a different kind of crisis.
I would not compare it to the savings and loan crisis directly, but
I also would not dismiss it.

Another point I would like to make is there should be concern
for people who are in underfunded plans. There should be concern
for people out there who are in underfunded plans sponsored by
companies that are distressed and financially unstable and that are
continuing to grant benefit increases.

I think participants really should be concerned and get informa-
tion from either their unions or from their management about what
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benefits they are bargaining for—you heard some examples that
Mr. Lockhart gave today—and what the chances are of losing bene-
fits if the %llans terminate. I think there is a problem in that area.
I do not think people know. I do not think people are being in-
formed about the potential loss of benefits.

So, I would be worried if I were in one of those plans. Clearly,
if I were in a fully-funded plan or an overfunded plan, I probab{y
would not be as concerned. But that could change. We have seen,
over the years, fully-funded plans become underfunded as their
sponsors become distressed. I would be vigilant, if I were a partici-
pant.

Sena'};or PrRYOR. Thank you. Mr. Lockhart, do you have a re-
sponse?

Mr. LOCKHART. PBGC does have extremely serious problems. We
have a $2.5 billion deficit; we face $40 billion of underfunding out
there. We have some of the same moral hazards as the late, la-
mented Savings and Loan Insurance Corporation did. The mag-
nitude certainly is not as big, and the system is certainly healthier
than the S&L system was. But we do have a serious problem now
that could turn into a crisis under some scenarios. at we are
suggesting is, it is time for Congress to re-look at the program and
to tl_ook really thoroughly at the program and look at the alter-
natives.

There are three alternatives suggested by the Bush administra-
tion: better funding; limiting guarantees; and improving our bank-
ruptcy priorities. The fourth one is premiums. Those are the alter-
natives. I think it would be very helpful if Congress looked at it
now to prevent a crisis.

The other point is, to back up something Mr. Delfico said, when
we take over a plan, we have guarantee limits. People are hurt
when a plan terminates. They are hurt because they do not get all
of the benefits they were getting previously; if they are well-paid,
if they retired early or if they have special pension benefits.

On average, we see, say, 10 to 20 percent of the geople in plans
that terminate take cutbacks in their pension benefits. Sometimes
they can be very material. We have seen examples where there are
50 percent cut-backs. For people that have planned that money for
retirement, that is very serious. So, there is a problem here. In ad-
dition to the guarantee level, people are also being hurt because
they are losing their future benefit accruals. So, I think it is a seri-
ous problem that should be resolved.

Senator PRYOR. Senator Grassley has returned.

Senator GRASSLEY. Now, Mr. Salisbury, you heard my comment
to Mr. Lockhart before. I hope I understood your position ade-

uately. That is, that you believe that any funding deficit of the

BGC’s trust fund could relatively easily be handled by premium
increases, or lump-sum, or employee levy. And I understand your
point to have been also that the termination of insurance is rel-
atively cheap. Is that correct?

Mr. SALISBURY. That is not covered in my testimony, though. I
did not write the issue brief or analysis to which you refer. Profes-
sor Jack Vanderhigh, of Temple University, along with two individ-
uals who are permanent members of the Emﬁloyee Benefit Re-
search Institute staff, wrote the analysis to which you refer.
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Senator GRASSLEY. Do you associate yourself with it, though?

Mr. SALISBURY. I should then go the next step. You have, in fact,
mischaracterized what the analysis says. What the analysis says,
is that it goes through in great detail all of the different types of
alternative approaches, including all of those suggested by the
PBGC. It provides balanced analysis of all of those aﬁtematives.

And, in the premium area, it simply attempts, in great detail, to
put into perspective the level of premium, vis-a-vis the system and
other plan expenses, the type of burden or non-burden relative to
other expenses that, if the Congress found itself in a situation that
Mr. Lockhart might deem to be a crisis and the agency needed the
money, what would be the magnitude of the burden being rep-
resented if the Congress, instead of saying we are going to go to
the general taxpayer, said, we are going to do this through the pre-
mium payers in order to assure the security of the PBGC, what
would the magnitude of that premium be, and what would its rel-
ative effect be?

It in no way advocates that that is what should be done; it in
no way suggests that it is no big deal; it in 1o way suggests that
that is the approach that should be taken.

An overriding focus of that analysis and an overriding focus of
what I have submitted for the record today is simply to say, is it
fair to suggest that even at the maximum exposure suggested by
the PBGC, that it would be necessary for the two of you and your
colleagues to go to the American taxpayer directly for a bail-out of
the PBGC?

And our conclusion is that, in any immediate timeframe—let us
define it as between now and the year 2000—that, other than
under extraordinary circumstances which no forecast of this admin-
istration or this Congressional Budget Office, even in the pessimis-
tic case, contemplates, that the defined benefit pension system is
strong enough, and, if you will, its pockets deep enough that even
in a crisis it would not be necessary to go to the taxpayer for a bail-
out.

That analysis was done. And I make ihe statement because of
the frequency with which many commentators in this debate have
chosen to attempt to put this into context by raising the specter of
a taxgayer bail-out.

I then go the next step, that, in no way, shape or form was
meant, or has ever been characterized by me in any settixg, as in
any way saying that there are not serious issues to be deait with,
and that the Congress should not continue to be vigilant with re-
gard to the PBGC, and that significant additional legislative
changes may, in fact, be necessary.

But it is to say, sir, that to hold the Egople of this country to the
specter of a taxpayer bail-out is, at best, disingenuous, and, at
worst, grossly dishonest and misleading.

And, as one who has dedicated my life since 1975 to government
policy surrounding ERISA and the pension system, and my entire
career to the concept of economic security being sacred, and prom-
ises being made, but believing that the trust in this system is es-
sential, that anything done in the effort to get something passed
that wrongfullg undermines public confidence, is, in the long-term,
very ill-advised.
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And I have attempted—through our work and setting my own
people aside—in my dealings with the media, with the government,
and others on these issues, in response to requests and inquiry,
have attempted to say there may well be many things that need
to be done. There, indeed, are problems. The system would be bet-
ter off to be fully-funded, but to put it into context. So, no. We do
not advocate it, sir. We do not suggest that it is the alternative of
choice by any stretch of the imagination.

Senator GRASSLEY. I would only close by saying that I under-
stand that none of your papers advocate that. I guess, Mr. Chair-
man, we do not want to put him on the undecided list.

Senator PRYOR. That is right. Not at this point.

Senator GRASSLEY. Thank you.

Senator PRYOR. I would like to put him on one list, as I would
with Mr. Lockhart and Mr. Delfico. I would like to put all these
gentlemen on the same list of trying to help us in seeking solu-
tions. We are going to see what solutions we need to seek, and I
very much appreciate your statement, Mr. Salisbury. I appreciate
the statement of all of you this morning.

I appreciate all of you coming and cooperating with the commit-
tee. There may be some questions that we would like to forward
to you to be answered in writing, and I hope you will cooperate
with the committee in that regard. We want to thank you very
much. We are going to keep the record open for about 10 days for
that purpose.

Senator PRYOR. Senator Grassley and I are going to the floor to
vote. We will have about a 10 minute recess, and then we will re-
sume with our final panel of three. Thank you very much.

{Whereupon, the hearing was recessed at 11:40 a.m.]

AFTER RECESS

Senator PRYOR. Ladies and gentlemen, we will reconvene our
hearing. It is now 12:00 o’clock. We are going to have another vote
very shortly and throughout the afternoon, and probably all day
Saturday, the way things are looking.

We have a panel now. Mr. James A. Klein, executive director of
the Association of Private Pensions and Welfare Plans, from Wash-
ington, DC; Mr. Chester Labedz, Jr., the director of the Benefit
Compliance and Welfare Plan, Textron, Incorporated, Providence,
RI. He is also the chairman of the Title IV Task Force, The ERISA
Industry Committee. And then we have Mr. Richard A. Damsel,
the chairman of the Multi-Employer Pension Plan Amendment Act
Solvency Coalition, from Alexandria, VA.

Gentlemen, we appreciate you being here today, and we appre-
ciate your patience sitting here this morning throughout the hear-
ing. We hope that you have learned a lot; I can assure you that
I have learned a lot.

We would like to, please, respectfully request that you keep your
statements to 5 minutes each. Your full statements will be placed
in the record, and then we will follow with a few questions. We
will, first, call on Mr. Klein.
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STATEMENT OF JAMES A. KLEIN, EXECUTIVE DIRECTOR, AS-
SOCIATION OF PRIVATE PENSION AND WELFARE PLANS,
WASHINGTON, DC, ACCOMPANIED BY JOHN B. BLOUNT, DI-
RECTOR OF CONGRESSIONAL AND FEDERAL AFFAIRS, ASSO-
CIATION OF PRIVATE PENSION AND WELFARE PLANS,
WASHINGTON, DC

Mr. KLEIN. Thank you, Mr. Chairman. I am James Klein, the ex-
ecutive director of the Association of Private Pension and Welfare
Plans. I am accompanied toda);“lgty Mr. John Blount, our director
gf Congressional and Federal airs, and we are pleased to be

ere.

The APPWP’s members are companies, both large and small,
that either directly sponsor or provide services to pension and
health care plans that cover more than 100 million Americans. Our
members are concerned about the well-being of the pension system
and the PBGC for fundamentally two reasons.

First, because it is important to the workers and retirees of our
member companies, and, secondly, because, as sponsors of predomi-
nantly well-funded plans, and as premium-payers who support the
PBGC termination insurance system, the XPPWP’S members pay
the price for other firms that are not as responsible about funding
their obligations.

Since the full text of my remarks will be in the record, I would
just like to briefly note a few points from my written statement.

First, the PBGC has real problems. Those problems should not
be ignored. There are plans, frankly, that are imposing a risk to
the fiscal integrity of the PBGC, and appropriate and prudent steps
along the lines outlined in the administration’s proposal and in the
bipartisan legislation that was discussed earlier this morning
should be taken to address those problems.

But, having noted that the PBGC is exposed to financial risk,
this problem should be put in the proper context. The vast majority
of defined benefit plans in the country are well-funded and pose no
risk to the system. Moreover, even among many plans that are not
fully funded, the sponsors of those plans do have sufficient cor-
porate assets to fulfill the obligations to participants should those
plans terminate.

In addition, many of the problems of currently underfunded
plans are, in fact, historical problems which are being corrected as
the funding changes enacted in 1987 begin to take etfect.

The challenge, then, for Congress, is to, frankly, strike the proper
balance in any changes to the funding rules that you enact. On the
one hand, your focus must be on those plans that pose the greatest
financial risk to the PBGC. On the other hand, the companies that
will most be affected by new funding standards are the very firms
that can least afford the new burden.

The PBGC has correctly pointed out that a serious problem can
be created when underfunded plans are amended to increase bene-
fits. Benefit improvements by a financially troubled company with
a badly underfunded plan give a false sense of security to partici-

ants, since the plan could terminate before the guarantee of the
geneﬁt is phased in.

Moreover, such benefit improvements allow the employer and the
employee representatives to trade current wage or benefit increases
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gg" :d future pension promise that the employer may not be able to
ord. -

The PBGC’s proposed solution to this problem would be to freeze
benefit guarantees. One unintended consequence of that approach,
however, could be that an innocent participant may find his or her
benefit is not guaranteed in the case of a plan termination.

We think the better approach is outlined in the bipartisan legis-
lation introduced by Senators Jeffords and Durenberger, and Con-
gressman Pickle, which would require an employer to either fund
the benefit increase or post a bond to securitize it if the plan is less
than 90 percent funded.

Finally, Mr. Chairman—and most importantly—the APPWP
urges Congress to recognize that the greatest threat to the PBGC
is the erosion of the defined benefit system itself. And I think that
you recognized that in your questioning earlier of Mr. Lockhart
when you asked questions about the level of administrative burden.

As a result of extensive and continual legislation and regulations,
more and more firms are terminating their plans and fewer and
fewer companies are establishing new ones. In the 18 years since
the passage of ERISA, there have been no fewer than 14 major lep-
islative measures changing either the Internal Revenue Code or
ERISA with respect to retirement plans.

I would like to just briefly read to you one paragraph from my
written statement that directly responds to a question that you
asked earlier about the magnitude of that administrative burden.

On page three of my statement I mention the recent PBGC study
that reported, for the typical defined benefit plan with 75 partici-
geants, that administrative costs relative to the costs of providing

nefits rose from 8 percent of total plan cost in 1981 to 33 percent
of plan costs in 1990.

enator PRYOR. Is that per employee?

Mr. KLEIN. Yes. Right. The average over the period was 19 per-
cent. That same study found that administrative costs shifted er-
ratically from year to year due to frequent legislative and regu-
latory changes. For example, in 1990, again, that typical 75-partici-
pant plan, incurred a one-time additional cost of %,162 per partici-
pant for administrative cost, bringing the total average cost per
participant to $464.

What this all means is that the issue of pension simplification
that you have been the champion of and that you have successfully
incorporated in the pending tax bill is not reaily a disconnected
issue frora the kinds of inquiries that you are making today.

Faced with the prospect of more and more plan terminations and
fewer and fewer plan creations, if we simply focus on such issues
as funding without recognizing the broader threats to the system,
we would be making just a short-term fix. So, we pledge the efforts
?nd assistance of the APPWP to you, Mr. Chairman, in your ef-
orts.

Senator PRYOR. Thank you very much, Mr. Klein.

[The preg;red statement of Mr. Klein appears in the appendix.]

Serator PRYOR. Now we will call on Mr. Labedz. Am I pronounc-
ing that correctly?

Mr. LABEDZ. Yes.
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Senator PRYOR. Thank you, sir. We are proud that you are here

— today, and look forward-to your statement.

STATEMENT OF CHESTER S. LABEDZ, JR., DIRECTOR, BENEFIT
COMPLIANCE AND WELFARE PLAN, TEXTRON, INC., PROVI-
DENCE, kI, AND CHAIRMAN OF TITLE IV TASK FORCE, THE
ERISA INDUSTRY COMMITTEE

Mr. LABEDZ. Mr. Chairman, thank you. Good afternoon. I am
pleased to appear today on behalf of The ERISA Industry Commit-
tee. I serve as chairman of its Title IV Task Force. In that capacity,
I have actively participated in the formulation and presentation of
ERIC’s positions on these subjects for many years. I also serve as
director of Benefits Compliance and Welfare Plans in Textron, Inc.

As you know, ERIC represents the employee benefit interests of
the Nation’s largest companies. Nearly all of ERIC’s members em-
ploy more than 10,000 employees, and a number of them have hun-
dreds of thousands of employees. Virtually all of ERIC’s members
sponsored defined benefit pension plans.

These plans have been remarkable successful in addressing the
retirement security needs of millions of employees. ERIC is com-
mitted to a regulatory and economic climate that encourages these
plans to continue and flourish. ERIC has vigorously supported in
the past, and continues to support, strong pension funding stand-
ards and a sound termination insurance program.

As the Chairman and many members of the committee will re-
call, ERIC participated constructively in formulating the improve-
ments in the funding standards and the termination insurance pro-
gram that were enacted in 1986 and 1987. ERIC looks forward to
working constructively with the committee and its staff on addi-
tional improvements in these areas.

As I mentioned, ERIC strongly supports a vibrant defined benefit
plan system and a sound termination insurance program. W¢ sup-
port a regulatory environment that encourages the formation and
continuation of defined benefit plans on a voluntary basis, that
causes responsible pension agreements to be made, and to be satis-
fied, and to protect employees.

The private pension system is a voluntary system. While strong
funding standards are essential, any revisions to the funding
standards or to the termination insurance program that make un-
reasonable demands on employers will discourage the formation
and expansion of pension plans. Any change must strike a balance
between the need for funding and the need to preserve and expand
the system.

The premium rates under the termination insurance program
raise a similar issue. If an employer objects to the high cost of in-
surance, it may terminate its existing plans, refuse to expand
them, and decline to establish new plans for its employees. In our
judgment, the availability of this alternative poses a very real risk
to the termination insurance system.

ERIC believes strongly that a premium increase should not be
one of the remedies for the ills of the termination insurance pro-
gram. In recent years the premiums have skyrocketed from $2.60

er participant to as much as $72 per participant. These premium
increases are already driving employers out of the system, thereby
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: nar;;oﬁng the PBGC’s premium base and weakening the system as

—- --awhole. .-

‘ For the same reasons, ERIC members have a strong interest in
curtailing the making of pension promises that plan sponsors can-
not keep, but that will be guaranteed by the termination insurance
program. The system cannot survive if employers and employees
continue to have virtually a blank check for pension increases that
are guaranteed by the PBGC and financed by other employers.

ERIC is gratified that both the Pension Funding Improvement
Act and the Pension Security Act of 1992 address a number of its
principal concerns. Measures of this kind will strengthen the sys-
tem in general, and the termination insurance program in particu-
lar. They will also reduce the need for further premium increases
and set the stage for reductions in the years to come.

Although ERIC supports the basic objectives of the proposed leg-
islation, it has serious concerns about specific features. The propos-
als subject plans’ existing benefit structures to new and more strin-
gent funding requirements.

When employers agreed to amend their plans to increase bene-
fits, they did so on the basis of the estimated cost of the benefits
in reliance upon then-existing law. It would be inequitable for Con-
gress now to make dramatic retroactive changes in employers’
funding obligations. Such changes may be counterproductive, as
well, given the fragile state of the economy, the precarious condi-
tion of many major industries, and the increasing pressure of glob-
al competition.

We do, however, support increasing the funding standards for
benefits attributable to future amendments. Likewise, we support
special funding rules for less than fully funded plans that are
amended to provide for lump-sum pay-outs.

On the guaranty side, we support, in concept, the linking of the
PBGC’s guaranty to the plans’ funded status. The Pension Security
Act, however, proposes a cliff rule, under which the guaranty will
not become effective until the plan is fully funded.

The all-or-nothing consequences of the proposed rule could have
inequitable consequences for employees whose plans are just short
of being fully funded. We suggest that consideration be given to the
possibility of coordinating the phase-in of the guaranty with the
funding standards. This approach will aveid the cliff effect that the
Pension Security Act will create.

In closing, the PBGC has, since 1988, published a list of the 50
plan sponsors, with what it considers to be the greatest total un-
funded pension liabilities. We believe that this list is misleading,
unfair, and inappropriate.

The fact that a company’s name appears in the top 50 list does
not mean that the company’s plans are necessarily in any danger.
The risk to participants depends primarily on the company’s finan-
cial condition. The PBGC’s list does not take this factor into ac-
count.

We strongly urge the PBGC to discontinue publication of its list,
and we oppose legislative or other proposals and efforts to develop
similar lists.
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Mr. Chairman, this concludes my statement. I wish to thank you
and members of the committee, and I would be happy to answer
any questions.

enator PRYOR. Thank you very much for your statement.

[The preg:red statement of Mr. Labedz appears in the appendix.]

Senator PRYOR. Mr. Damsel, we are proud that you are here, and
we look forward to your statement.

STATEMENT OF RICHARD A. DAMSEL, CHAIRMAN, MULTI-EM-
PLOYER PENSION PLAN AMENDMENTS ACT SOLVENCY COA-
LITION, ALEXANDRIA, VA, ACCOMPANIED BY ROBERT M.
SPIRA, DIRECTOR OF GOVERNMENTAL RELATIONS AND
SENIOR CORPORATE COUNSEL, LEASEWAY TRANSPOR-
TATION CORPORATION AND HERVEY H. AITKEN, JR., EXECU-
TIVE DIRECTOR, MULTI-EMPLOYER PENSION PLAN AMEND-
MENTS ACT SOLVENCY COALITION AND PARTNER WITH THE
LAW FIRM OF TAYLOR, THIEMANN & AITKEN

Mr. DAMSEL. Thank you, Mr. Chairman. As stated, I am Dick
Damsel, the chairman and chief executive officer of Leaseway
Transportation Corporation, and the chairman of the MPPAA Sol-
vency Coalition. On my right is Robert Spira. He is director of Gov-
ernment Relations and senior corporate counsel at Leaseway. And,
on his right, is Mr. Hervey Aitken, who is our executive director
of the MPPAA Solvency Coalition, and a partner with the law firm
of Taylor, Thiemann & Aitken.

The MPPAA Solvency Coalition consists of employers who con-
tribute to multi-employer plans and associations with members in
the trucking industry, the construction industry, the stevedoring
industries, and others. In August of 1991, and, again, in August of
this year, we testified before the House Ways and Means Sub-
committee on Oversight regarding the chronic underfunding in
multi-employer pension plans.

We are here again today to affirm our obligations to our employ-
ees and to advocate a multi-employer pension system which is
based on sound financial principles which enables these plans to
meet their obligations. Business as usual, which has been advo-
cated by certain multi-employer plan managers and their rep-
resentatives, will not work. Deteriorating financial conditions in
some of the underfunded plans indicate that, absent corrective leg-
islation, the plans will be unable to meet their future obligations.

Our testimony demonstrated that there should be a concern
about the potential financial exposure to the American taxpayer
arising from underfunded multi-employer plans. The PBGC has
been unable to obtain critical information from plan sponsors, has
been unable to retain necessary historical data, and to evaluate
and quantify potential underfunded liabilities which, at best guess,
a%;;roximate £4O billion for all pension plans, including $10 billion
which relates to the multi-employer plans.

Three trends in a balanced solution, all described in greater de-
tail in our written testimony, are keys to understanding and solv-
ing the problem. The trends are: (1) increases in unfunded vested
benefit liabilities, (2) declines in the number of active participants,
and (3) increases in benefits.
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Unfunded vested benefit liabilities, the amounts by which a pen-
sion fund’s promised benefits exceed its net assets, are growing. As
stated earlier, today’s estimate for multi-employer plans ap-
proaches $10 billion. We have no desire to sin, Ye out any one of
many multi-employer funds. However, for exam ?e—and this is just
an example—according to the 1990 form 5500 Eled by the Central
States Fund, the Central States Fund had unfunded vested benefit
liabilities of $1.7 billion.

Based on financial information disclosed in its 1991 form 5500,
unfunded vested benefit liabilities of this fund grew another $558
million in 1990 alone, thus resulting in a%gregate unfunded vested
benefit liabilities of approximately $2.2 billion.

In addition to the increase in underfunding, many multi-em-
ployer pension plans have also experienced dramatic declines in the
number of active participants. Active participants are the number
of ongoing employees for whom contributions are made. _

The decline in the number of ongoing employee participants is a
critical factor in assessing a plan’s ability to eliminate unfunded
vested benefit liabilities since employer contributions on behalf of
active participants are one of the principal sources for funding of
a pension plan.

Another example—and, again, this is just an example—a small
multi-employer fund, the Chicago Truck Drivers, Helpers and
Warehouse Workers Union also demonstrates the trend. In 1990,
there were approximately 6,200 employees for whom contributions
were made. By 1990, only 2,600 active participants remained. This
is a reduction of 58 percent.

In the Central States Fund, the active participants decreased
from 427,000 employees in 1979 to 238,000 employees in 1991, a
reduction of 44 percent.

Notwithstanding the unfavorable trends, fund trustees continue
to increase benefits. For example, the Central States Fund tripled
its monthly benefits payable to retirees with 30 years of service at
gigel s55951from $757 in 1983, to $1,000 in 1985, and, again, to $2,500
in .

In our view, present law, which provides '/ery few restrictions on
the right of fund trustees to increase benefi¢s, must be changed in
order to control this underfunding. The lav’ should require balance
among: (1) the contribution levels estabiished through collective
bargaming; (2) the financial conditions of the fund; (3) the benefit
increases implemented by the fund trustees; and, (4) the imposition
of withdrawal liability on employers.

Mr. Chairman, absent legislation that achieves such a balance,
there will be no end to increases in underfunding. Although the
vast majority of multi-employer plans have remained responsible,
those chronically underfunded plans have not.

They will not solve their funding problems without a clear mes-
sage from Congress. Concern regarding underfunded multi-em-
ployer plans has been growing, as stated by Mr. Lockhart. How-
ever, we must look to the numbers.

Finally, the PBGC, in its 1991 annual report, established a more
realistic assessment of the level of underfunding in multi-employer
plans. The new estimate is $8-$10 billion, double the estimate used
only a year ago.
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We understand and are mgportive of what Congress is doing,
both here in the Senate, and also in the House with H.R. 5800, but
we believe that these bills only encourage a gradual reduction of
a portion of the underfunding, and we believe that total funding is
what is required. Thank you very much.

di’("lihe prepared statement of Mr. Damsel appears in the appen-

Senator PRYOR. Thank you, Mr. Damsel. A couple of questions
here, if I might. in fact, I will just ask you this question. I have
heard the figure today for the first time that we are losing in the
PBGC some 8,000 plans a year. We are losing those. Did this come
as a .sur:?pnse' to you, or any of the other panelists we have this
morning? It did to me, I must say. Did it to you, Mr. Damsel?

Mr. DAMSEL. It came as a surprise to me. There is no doubt that
this is just another indication of the trends that are occurring that
are negative that will cause the problem that we are facing to be-
come much more significant and larger in the future.

Senator PRYOR. All right. Now, I have a question that I will just
ask for the full panel, and maybe each of you could just make a
comment. How are we going to deal with all of these financially
strapped companies out here who say, we are a financially troubled
company, we want to pay more into our pension fund; however, if
we do, we are going to have to lay off the employees or ultimately
close down that plant? Where is that balance; how does the Con-
gress respond to this plight; what do we do about it? Mr. Klein, do
you want to try that? .

Mr. KLEIN. Yes. I think that the answer lies in really determin-
ing which plans out there are posing the greatest financial risk to
the PBGC termination insurance program and looking at how the
determine their assumptions and how they are applying the fund-
ing rules, and really do it much more surgically to recognize that
you have to strike that right balance. You cannot require them to
fund so quickly that they have the adverse consequences that you
just mentioned. Yet, on the other hand, those are the very compa-
nies who really need to improve their situation.

So, the answer, I think, lies in calling in the experts who are ac-
tuaries and others who can answer the tough questions about the
way those plans got to be the way they are. In addition, both the
administration’s proposal, as well as the bipartisan legislation
which has been discussed earlier, at least would address the prob-
lem of future benefit increases.

As Mr. Lockhart indicated, one of the biigest r: -lems are the
benefit increases that are granted, often in the period of time short-
ly before a plan terminates, that exacerbates that problem. That
can certainly be limited, if not completely curtailed, through the
measures in that legislation.

Senator PRYOR. Well, The ERISA Industry Committee might
have a comment on that. Mr. Labedz, what do you think of that?
How do we find that balance?

Mr. LABEDZ. Mr. Chairman, the big knot that is choking a large
number of these underfunded plans is the liabilities that they have
accumulated to date. And, in striking the balance, as we have rec-
ommended, one thing that you can do is to make sure that the
problem gets no worse; that is really the key.
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That is, we should move forward in terms of the funding stand-
ards and the guarantee of the PBGC’s rights in bankruptcy. Then
the problem would get no worse. Thereafter, it becomes a ques-
tion—perhaps surgically—of balancing the interest of getting more
dollars in for the existing underfunding against a particular compa-
ny’s survival, and weighing that. But I think the committee would
at least be remiss if it did not report out legislation that spoke to
fixing the problem going forward so it did not get worse.

Senator PRYOR. All right. Let us move to the other end of the
spectrum. Let us say we have a company that is fully funding the
g ans and its commitments to the employees. Now we are trying to

gure out a way to keep them happy.

If they are fully funding their program, there are other indus-
tries who are not fully funding theirs. Does the Congress increase
their funding and their liability and responsibility, or just those
who are not paying their share? How do we keep the fund safe, and
how do we keep it viable?

Mr. LABEDZ. I think most of the reforms should be fixed and tar-
geted on those plans that are underfunded. The reforms that you
enacted in 1986 and 1987, together with the status of overfunded
rlans, should be adequate to ensure that they do not become prob-
ems for you.

Senator PRYOR. Any comments, Mr. Damsel, on that question?

Mr. DAMSEL. Yes. I believe that there has to be, again, a balance.
If a fund is in a situation where it is financially unsound, you have
to look at what you can spend versus the assets that you have in
the funds. And it you do not have the assets, you should not be per-
mitted to increase benefits.

So, there has to be a focus on benefit increases and a balance be-
tween assets available. So, you have to step back and look at that
fund and the health and viability of that fund and make sure that
there is a balance between contributions made into the fund, bene-
fit increases allowed by the fund, and what the overall financial
stability of that fund is.

Senator PRYOR. Mr. Klein, do you desire to tackle that one?

Mr. KLEIN. I would only add that one of our member companies
is a very large company that operates, in fact, in your State, Mr.
Chairman, Southwestern Bell.

Senator PRYOR. Yes.

Mr. KLEIN. And they have a very well-funded plan; about
100,000 participants in that plan; 65,000, roughly speaking, active
employees, and another 35,000 retirees. And they have said to me
on more than one occasion, I think with a great deal of justifica-
tion, that nothing concerns them more than to see that, for every
dollar increase in the PBGC premium it costs them another
$100,000, notwithstanding the fact that they have a very well-fund-

ed Tplan.

here are restrictions, in fact, on how much they can fund, and
they are essentially putting money into this system in order to po-
tentially bail out tﬁe employees of other companies that are not as
responsible in their obligations. »

herefore, I concur with my fellow panelists that the approach
to the funding has to be verly; surgical, very well pointed at those
companies that are posing the risk so that the other responsible
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players, like the Southwestern Bells, are not continually paying
more money to guarantee other people’s promises.

Senator PRYOR. A question I should know, and I do not know the
answer to it. Just educate n.e for a moment. If we increase, say,
from $19 to $25 the amount the employer is paying in for a par-
ticular plan, does this increase or decrease the administrative
costs, or are the administrative costs tied to the amount of the pay-
in for the employees, or is it unrelated?

Mr. LABEDZ. They are really unrelated. After the earlier line of
questioning, I took a look at my company’s numbers. We spend
about $133 a year on administration in general of our pension
glans per active employee. A little bit more than half of that is the

BGC premium; the rest is accounting, actuarial, administration.

Senator PRYOR. Well, as I said earlier this morning, we are going
to hold a series of these hearings. We have heard a lot of facts, fig-
ures, statistics talking about billions of dollars, numbers, graphs,
charts, tables. I want to have at least one hearing and maybe more
about real human beings, how they are being affected by all of this.
We want to J)ut some human faces with some of the concerns that
we have and ask them to come before the committee and express
their concerns. Maybe we can get some good suggestions there, too.
I am going to keep you all on our list of people who are going to
help us solve all the concerns we have about it. I, at this point, do
not call it a crisis. I am not one who does. We are going to avert
a crisis, and we are going to make sure that these are sound and
that the commitments are made, not only from the companies, but
also from the Federal Government. It has been a good hearing this
morning, and I hope to be working with all of you in the future.
And, on behalf of the committee, we thank you.

Mr. DAMSEL. May we ask, Mr. Chairman, that ov~ written state-
ment be made part of the record?

Senator PRYOR. Oh, certainly. I do apologize. I meant to cover
that. They will be placed in the record. We are goini to keep our
hearing record open for 10 days. There may be further questions
that we desire to propound to you.

Mr. DAMSEL. Thank you.

Senator PRYOR. The hearing is adjourned. Thank you.

[Whereupon, at 12:30 p.m., the hearing was adjourned.]

[The pre%ared statements of Senator Grassley and Paul Jackson
appear in the appendix.]
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APPENDIX

ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF RICHARD A. DAMSEL

Good morning Mr. Chairman and members of the Senate Finance Subcommittee
on Private Retirement Plans. I am Dick Damsel, the Chairman and Chief Executive
Officer of Leaseway Transportation Corp. and the Chairman of the MPPAA Sol-
vency Coalition. The MPPAA Solvency Coalition consists of employers who contrib-
ute to multiemployer pension plans and associations with members in the trucking
industry, the construction industry, the stevedoring industry and others.

In multiemployer pension plans, the emy ::rer's contribution rate is usually set
through the collective bargaining process. He .rever, the benefits payable to retirees
are determined by independent pension plan trustees. Plans become underfunded
when trustees increase benefits to retirees without fully considering all the plan’s
financial requirements, including realistic funding levels. The current rules which
permit trustees to increase benefits without regard to a plan’s ability to pay, when
coupled with industry trends, are ingredients that could lead to a crisis situation.
The Coalition is alarmed that chronic underfunding exists in some multiemployer
pension plans and that nothing is being done about it.

In August, 1991, and again in August, 1992, we testified before the House Ways
and Means Subcommittee on Oversight regarding the inability of the Pension Bene-
fit Guaranty Corporation (“PBGC”) to determine the total amount of underfunding
in .nultiemployer pension glans. Our testimony demonstrated that the PBGC has
shown little concern for the exposures arising from iweakpesscs in these under-
funded plans. Information on Form 5500’s intended to be recorded on electronic
tapes has not been recorded. The files which are intended to be maintained for pub-
litg dinspection are not complete. The information which is available is woefully out
of date.

Our testimony also demonstrated the chronic underfunding in multiemployer pen-
sion plans, and described the impact of that underfunding on the employers contrib-
uting to those plans, on the PBGC and on the U.S, Treasury.

We are here today to demonstrate to this Subcommittee the weaknesses in the
multiemployer program. We also want to affirm our obligations to our employees,
and to advocate a system under which these obligations can be met based on sound
financial principles. “Business as usual,” which has been advocated by certain multi-
employer plan managers and their representatives, will not work. The developing
financial crisis must be prevented.

We believe that the existing system has created unreason able and unnecessary
exposures for contributing employers, their employees and the PBGC. Participation
in an underfunded multiemployer pension plan can be extremely demaging to a con-
tributing employer. The substantial contingent liabilities which are generated from

articipation in these plans can negatively impact the ability of many employers to
ance their businesses at comgetitive rates. The owners of the businesses contrib-
uting to underfunded multiemg oyer pension plans can find it to be extremely dif-
ficult to sell thei~ businesses because qualified buyers are unwilling to accept the
risks associated with a business with substantial and uncontrollable contingent li-
abilities. The PBGC has iﬁl}iored the risk of gmt.ential claims on its multiemployer
fund. The reiatively few dollars reserved by the PBGC could easily be wiped out by
a claim from even one large multiemgloyer pension fund.
Our concerns regarding multiemployer pension plans do not extend to all such

plans. The vast majority of the multiemployer pension funds are in sound financial
condition. PBGC has reported that as of the beginning of 1991, 86 percent of multi-
employer plans, covering 73 percect of all multiemployer plan participants, were
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fully funded. However, as we will demonstrate in our testimony today, the financial
condition of some of the remainin - multiemployer funds is indee! seriously im-
paired. Deteriorating financial conditions in these funds, and in some companies
which contribute to these funds, indicate that, absent corrective legislation, the
funds will be unable to meet their future financial obligations.

Over the past two years, our Coalition has devoted a substantial amount of time
and effort toward generating information regarding the financial condition of under-
funded multiemployer pension funds. Although existing information systems do not
permit an in depth analysis of all multiemployer funds, the Form 5500’s which are
on file clearly reveal trends in the financial condition of certain funds. These trends
are:

I. Increases in unfunded vested benefits liabilities.
II. Declines in the number of active participants.
HI. Increases in benefits.

I. INCREASES IN UNFUNDED VESTED BENEFITS LIABILITIES

Unfunded vested benefit liabilities—the amount by which a pension fund’s non-
forefeitable promised benefits exceed its net assets—are wing.! We have no de-
sire to single out any one of the many multiemployer funds. However, for example,
and this is just an example, according to the Form 5500 filed by the Central Stetes
Southeast and Southwest Areas Pension Fund (“Central States Fund”), as of Janu-
ary 1, 1990, the Central States Fund had unfunded vested benefit liabilities of $1.7
billion. Based on more recent financial information disclosed by the Central States
Fund in its most recent Form 5500, unfunded vested benefit liabilities in the
Central States Fund grew another $558 Million in 1990 alone, thus resulting in ag-
gregate unfunded vested benefit liabilities of approximately $2.2 Billion.

Increases in the underfunding of smaller pension funds can be equally dramatic.
For example, and, again this is just an example, between 1986 and 1989, unfunded
vested benefit liabilities in the pension fund of the Chicago Truck Drivers, Helpers
and Warehouse Workers Union (“CTDU”) increased from §67 Million to $92 Million,
This is a fund which, as of 1989, reported total vested benefit liabilities of
§206,000,000. Unfortunately, the fund maintained an asset value of only

114,000,000 or 56% of the assets that would be required in order for the plan to
be fully funded.2 Other examples of underfunding in multiemployer plans are at-
tached as Exhibit A to this testimony.

I1. DECLINES IN THE NUMBER OF ACTIVE PARTICIPANTS

In addition to increases in underfunding, many multiemployer pension funds have
also experienced dramatic declines in the number of active participants—the num-
ber of ongoing employee pa: :icipants for whom contributions are made. Declines in
the number of ongoing em. loyee participants are a critical factor in assessing a
plan’s ability to eliminate unfurded vested benefit liabilities since employer con-
tributions on behalf of & "ve * .icipants are one of the principal sources of funding
of a pension plan. In 79, .mployers made contributions to the Central States
Fund on behalf of 427,..19 .mployees.3 The 1991 Form 5500 of the Central States
Fund reported that there *.cre on{ 238,354 employees for whom contributions were
being made to the Cent -, States Fund. This is a reduction of 44.2 percent.

Declines in the contiibution base of the CTDU fund are even more dramatic. In
1980, there were 6,281 employees for whom con! butions were made. By 1990, only
2,564 active participants remained. Tiiis is a reduction of 69.2 percent. These trends
support the goalition’s position that employers are reluctant to participate in an un-
derfunded multiemployer plan. Other examples of declines in the number of active
participants in multiemployer pension funds are attached as Exhibit B to this testi-
mony.

1Qur calculations of unfunded vested benefit liazilities are based on information contained in
the Form 5500’s and Annual Reports filed by the various funds. These calculations are based
on the difference between net assets and vested banefits as reported by the funds. The Central
States Fund, in its 1990 Annual Report (page 5), indicates that it determines unfunded vested
benefit liabilities based on the excess of vested benefit licbilitiea over “the actuarial value of net
assets.” However, the Central States Fund does not disclose its “actuarial value of net assets”
either in its Form 5500’ or in its Annual Reports. Therefore, unfunded vested benefit liabilities
as reported by the Central States Fund, will be somewhat different from the unfunded ves
benefit liabilities described in this testimony. We do not believe that the differences in the meth-
od of calculation of unfunded vested benefit liabilities are mate.ial,

2Information on the CTDU Fund was taken from Form 55600's filed by the CTDU Fund.

3 References to active participant data are based upon the information reported by the Central
States Fund in its Forms 5500 for the years indicated.
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111, INCREASES IN BENEFITS

Notwithstanding the unfavorable trends described above, fund trustees continue
to increase benefits. For example, the Central States Fund tripled its monthly bene-
fit gagable to individuals with 30 years of service at age 65 from $775 in 1983, to
$1,000 in 1985 and again to $2500 in 1991.

f“oym 5600’s filed by the CTDU Fund disclosed increases in its maximum monthly
pension benefit of twenty-five (25) percent from 1986 to 1989,

The current management ghilosophy of the Central Strntes Fund illustrates the
problem. As recently as 1986, the Annual Report of the Central States Fund, at
page 10, stated “[t]he trustees have concluded that for the 1990’s and beyond, mov-
1ag the Fund more stron%{y in the direction of full funding is the necessary and
groper course to ensure the security of the participants’ benefits.” If the Central

tates Fund still believes what it wrote in 1986, then they should not be opposing
legislation which encourages full funding.

n its recent comments to the House Ways and Means Subcommittee on Over-
sight, the Central States Fund suggested that it is the fiduciary obligation of its
fund trustees to their beneficiaries to increase benefits if the employer contribution
rates are increased through collective bargaining. Such an okligation, if it exists
leaves little room for trustees to consider the impact of an increase in unfunde
vested benefit liabilities on the fund’s ability to meet future obligations. The dra-
matic increase in the unfunded vested benefit liabilities of the Central States Fund
during the past year demonstrates the problem. Where will the money come from
to Xag' today’s employees when they retire?

alance needs to be struck amon% (1) contribution levels established through
collective bargaininfg; (2) the financial condition of the fund; and (3) benefit in-
creases adopted by fund trustees.

Mr. Chairman, absent legislation that achieves such a balance, we know of no end
to increases in underfunding. Although the vast majority of multiemlployer funds
have been, and remain, responsible, these chronically underfunded plans will not
solve their funding problems without a clear message from the Congress that they
are required to do so. Unfunded vested benefit liabilities in chronically underfunded
glans will not be eliminated so long as trustees continue to be permitted to increase

enefits at every possible opportunity without regard for the plan’s financial condi-
tion, current contributions, participation levels and future obligations. i

Our concern is not only with the lgotenti&axl exposure of the members of our Coali-
tion to withdrawal liability claims from underfunded multiemployer pension plans.
Legislative proposals advocated by the Coalition do not address withdrawal liability
claims. Our concerns extend to the risks to beneficiaries of these plans and to the
risks to dparticipants in currently healthy plans. Although the PBGC insures benefits

rovided by multiemployer gension plans and remains the ultimate guarantor of
enefita that cannot be paid when a multiemployer plan becomes insolvent,* the
PIBGC;B guaranty is substantially lower than the benefit levels promised by the
plans.

Moreover, if certain funds continue to decline to the point where financial support
from the PBGC is required, fully funded EI)la:-ms maf’ e required to pay increased
%x}"emiums to the PBGC to support the PBGC’s multiemployer insurance program.

e additional premium payments w~ould be an unnecessary financial burden on
those plans that have kept their financial house in order. i

We know that the PBGC has r('fgorted that its multiemployer program is in sound
financial condition and that PB does not think that a premium increase is nec-
essary at this time. We also know that certain managers of underfunded multiem-
ployer funds are confident that no help from PBGC will be necessary. We can only
point out the trends in these funds and hope that the Congress will be as alarmed
as we are. The numbers speak for themselves. )

Concern regarding those underfunded multiemployer plans has been growing. The
PBGC is now beginning to confront the need to analyze the Form 5600's filed by

4In a report t. Congress as required by Section 4022A(f) of the Employee Retirement Income

Security Act of 1974, as amended entitled: “The Financial Condition of PBGC's Multlemflogler

Eg;\lx‘;’ance Program,” by James B. Lockhart IlI, Executive Director, PBGC, May 1991, Mr.
art states:

“The PBGC's current multiemployer pension plan insurance proggam was established in 1980
under the provisions of MPPAA, replacing an earlier program, which had been established by
the Employee Retirement Income Security Act (ERISA) in 1974. The existing program insures
plans to which more than one employer is required to contribute, and which 13 maintained pur-
suant to collective bargaim’ng agie'gements between one or more employee organizations and
more than one employer (ERISA Sec. 4001(aX3).”

8U.8.C. 132%(a).
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the multiemployer funds to determine the identity of those funds with the greatest
deficits. The PBGC, in its 1991 annual report, established a more realistic assess-
ment of underfunding in multiemrloyer pension plans. Their new estimate—$8 to
$10 billion—is approximately double the estimate used only one year earlier.

The Congress is also beginning to show concern. Title II of the Pension Funding
Improvement Act of 1992 (S. 3162), which is the bill sponsored by Senators Jeffords
and Durenberger in the Senate and its counterpart in the House (H.R. 5800), spon-
sored by Congressman Pickle, addresses the need to contro! underfunding in multi-
employer pension plans by placing some restrictions on benefit increases that can
be x‘dgiven by trustees of certain underfunded plans. We congratulate Senators Jef-
fords and Durenberger, and Congressman Pickle, for having the foresight and lead-
ership to address this_important issue. This is a step in the right direction. How-
ever, as drafted, the Bill only encourages a gradual reduction of a portion of the
underfunding in multiemgloyer plans. Since 86% of multiemployer plans are now
fully funded, the MPPAA Solvency Coalition recommends that the provisions of Title
IT of the Pension Funding Improvement Act of 1992 be strengthened to encourage
the remaining 14% of multiemployer plans to become fully funded.

Mr. Chairman, we are cognizant of the enormous problems faced by the PBGC
in connection with its internal manaiement systems and the enormous problems
which are reflected by the under funding in single employer funds. However, the
weaknesses in the multiemployer program are also great, and growing. The Con-
gress should no longer overlook or dismiss these weaknesses.

EXHIBIT A

PLAN UVBL YEAR

$2,274,642,000 | 1991
402,992,900 § 1990
328,455,400 | 1990
222,221,874 | 1990

95,106,000 | 1989
130,294,000 | 1988
61,658,601 | 1990
82,612,400 | 1990
92,557,667 | 1989
89,281,251 | 1989

Central States Southeast and Southwast Areas Pension Fund ....
Construction Laborers Psnsion Trust for Southern California ...
NYSA-ILA Pension Trust Fund and Plan Board of Trustees
Teamsters Pension Trust of Philadelphia & Vicinity ....... ......
New England Teamsters & Trucking Indusiry Pension Fund
Trucking Employees of Nosth Jersey Pension Fund ...............
New York State Teamslars Conference Pension & Ratiramen
Pension Pfan of the Chicago Truck Drivers .....
Trustees of ILWU-PMA Pension Fund ........
Alaska Teamster Employer Pension Trust ...

t Fund

Westem Pennsylvania Teamsters Pension Fund ......... 38,350,535 | 1990
UFCW Union and Participating Food Industry Employers Tri-State Pension Fund 73,019,174 | 1989
The Board of Trustees Bricklayers & Trowel Trades International .................ccccceerrveervvversenens 67,944,300 | 1989
Joint Board of Trustees, Plumbing, Heating & Piping Industry of Southern California Re-

tirement . . e e e 72484100 | 1989
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Exhibit B—ACTIVE PARTICIPANTS
TExamples of deciining contribution bases]
1979 1980 1883 1984 1985 1986 1967 1968 1960

Contral States SE & SW Areas Pension Fund .........c.coooeeceeene Lo 1 — 302,548 | 293,928 | 281204 | 269299 | 268,385 | 264,603 | oo

NYSA-LA Pension Trust Fund & Plan Board of Trustees . ERTZE E— P47 [R— S R ¥ .

Teamsters Pension Trust of Phitadelphia & Vichnity ... | 31,196 | o oo | 205841 19710 20203| 17.025| 16874 15899

New England Teamsters & Trucking Induslry Pension Fund ....... 8232 : 29823| 38785
E Trucking Employees of North Jersey Pension Fund 5724 | 5811 4744| 4800
: Chicago Truck Drivers, Helpers & Warehouse Workers Union ... | ... 6,281 v 42| 3918 35081 3250| 27247 2637
T Alasia Teamsters Employer Pension Trust 9,056 | .ocoornre 7007 | e | 5509} 5253 | 4384
: Western Pennsylvania Teamsters Pension Fund ... 19,664 11643 103431 1027 | oo | v
Joint Board of Trusiees, Plumbing, Heating & Piping 3
é industry of So. Cakfornia Rerement ...........oceun vmsrmnens | oo cessnrnss | e 7890 | oo | e 6846 6101| 5640] 5528 5461 3% ?

Teamster 4557 Battimore 4,401 3,082 | .o Y R 3%

' Relevant period is the eaiest and most recent data availabk for each pian from 19791990,
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PREPARED STATEMENT OF JOSEPH F. DELFICO

Mr. Chairman and Members of the Subcommittee: Thank you for inviting me here
today to discuss the Pension Benefit Guaranty Corporation’s (PBGC’s) financial con-
dition. Few public deficits have received more attention in recent months than the
deficit in PBGC’s single-employer insurance fund. Several years ago GAO placed the
private Pension insurance system on its “high-risk” list because of the potential for
material losses to American taxpayers and long-standing control weaknesses at
PBGC. Since then, we have devoted significant attention to problems with regula-
tion of pension plans in general and PBGC in particular.

PB was created b{‘ the Employee Retirement Income Security Act of 1974
(ERISA) to administer the insurance program that protects the benefits of partici-
pants in defined benefit pension plans. These plans pay specific retirement benefits,
generally based on yeara of service or.earnings. PB& insures many of the benefits
of such plans that terrn'nate with assets insufficient to cover future benefit liabil-
ities. )

In my statement Loda( I would like to highlight five points that we hope will be
helpful in congreesional policy formulation.! We believe that such policy should
focus on reducing unfunded liabilities in PBGC-insured pension plans because such
actions are the key to reducing future PBGC liabilities and better protecting the
benefits of plan participants. We are also concerned about PBGC’s long-standing
operational problems.

1. PBGC'’s deficit is large—$2.3 billion at the end of fiscal year 1991—and has

own significantly in recent years. The major threat to the agency is the large un-
unded liabilities in the onﬁoing plans it currently insures. PBGC’s most pessimistic
estiinate indicates that its deficit may grow to $17.9 billion by the year 2001. Unless
proper steps are taken to improve plan funding, this pessimistic estimate may be-
come a reality.

2. At present, PBGC’s cash flow is sufficient to meet its current benefit obliga-
tions. Nonetheless, the Congress should address the threat to the agency from un-
derfunded plans. If the Con%resa now beEins the process of developing solutions, it
should not be necess to legislate in haste at some future date or to seriously
erode the protections afforded workers in the procees of solving PBGC's problems.
We are encouraged by this Subcommittee’s eftorts to begin focusing on this issue
at this time.

3. Legislative proposals for im‘froving funding in underfunded plans could have
a significant positive effect in reducing PBGC’s deficit over the long run. However,
it ia also important to analyze the potential impacts of specific proposals on plan
participants, plan sponsors, and federal revenues.

4. Underfunded 8lans not only put PBGC at risk, they also pose a risk for plan
garticipants. PBGC insures many, but not all, of the benefits provided by defined

enefit pension plans. If an underfunded plan terminates, some plan participants
are at risk of losing some of their promised benefits.

5. In addition to PBGC’s current deficit and looming potential claims, the agency
has experienced significant internal operations problems. Because of significant in-
ternal control and systems weaknesses, we have never been able to express an opin-
ion on PBGC’s financial statements. Unaudited financial statements cannot be re-
lied upon to accurately portray PBGC’s financial health. However, PBGC has re-
cently moved to address these problems.

INCREASING PLAN UNDERFUNDING THREATENS PBGC

PBGC has had a deficit since its inception in 1974, and the deficit is growing. Its
1991 annual report listed assets of $5.9 billion and liabilities of $8.2 billion, an accu-
mulated deficit of $2.3 billion—up from $1.8 billion in 1990.

PBGC's financial condition looks worse when potential terminations of under-
funded plans are considered. In its 1991 Annual Report, Strengthening the Pension
Safety Net, PBGC said that some plans, especially in the steel, tire, automobile, and
airline industries, are underfunded by a total of about $40 billion (almost 20 times
PBGC’s current deficit), with over half this amount in a few large plans. Of the $40
billion, PBGC reported that $13 billion is in plans smsored by financially troubled
companies, the companies most at risk of going bankrupt and terminating their un-
derfunded plans. Moreover, plans’ funding levels could deteriorate even more if the

1We conveyed these points in two testimonies before the House Subcommittee on Oversight,
Committee on Ways and Means (Financial Condition of the Pension Benefit Guaranty CopZoera)‘
tion (GAO/T-HRD-92-52) and Pension Plans: Benefits Lost When Plans Terminate (GAO/T- .
92-58)).
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current economic downturn continues or worsens. PBGC's most pessimistic 10-year
gqi‘!qcas; shows that its potential deficit by the end of fiscal year 2001 could be $17.9
illion.

The levels of unfunded liabilities cited above are PBGC estimates—the best data
available. Plans, themselves, are not required to report their liabilities on a termi-
nation basis. When an underfunded plan terminates, PBGC often takes on a larger
claim (unfunded plan liabilities for guaranteed benefits) than the unfunded liabil-
ities last repo by the plan. In 44 large plans we studied that terminated in
1986-88, the aggregate claim, as measured by PBGC, was 58 percent greater than
the underfunding previously reported by the plans. PBGC attempts to adjust for
these hidden liabilities in describing its own financial status, but 1t is hinderad by
a lack of appropriate data.

THIS 1S AN OPPORTUNE TIME TO ADDRESS PBGC’S THREAT

PBGC continues to have a positive cash flow. For fiscal year 1991, PBGC reported
that its premium and investment income exceeded expenditures for benefits and
other e;(f.enses by $452 million. Reported premium and investment incorne were
$809 million and $309 million, respectively, while disbursements were $666 million.
However, predicting whether and how long PBGC will be ablz to meet its current
benefit oi)lxgations out of its cash flow is difficult. Therefore, this is the time—while
PBGC still has ae(fositive cash flow—to develop solutions to better fund pension
promiees. Improved funding in underfunded plans will reduce the size of potential

claims against PBGC.
IMPROVING PBGC'S FINANCIAI, CONDITION

A number of methods are available for improving PBGC's financial condition. We
believe that the most productive approach is to focus on methods that will reduce
the sizable underfunding in ongoing plans. This will limit the amount of liabilities
PBGC will be asked to assume in the future. However, before implementation, any

rogoaal to improve PBGC'’s financial condition should be analyzed to determine the
ikely effects on plan participants, plan sponsors, and federal revenues.

In January 1892, the administration proposed budgeting for PBGC's potential
costs on an accrual basis so that policymakers can fully assess the costs of the pen-
sion insurance program and adequately monitor and plan for the program’s future.
Though we did not support that specific proposal due to certain implementation con-
cerns, we believe that the concept of reporting appropriate accruals in the federal
budget is sound.

To address PBGC'’s current deficit, the Consress also may want to consider raising
premiums by making them more risk related. The Congress may want to consider
whether the existing variable premium rate ($9 per $1,000 of underfunding) and/
or overall ceiling on premiums ($72 per person) best reflects the risk to PBGC. To
enhance PBGC’s revenues, we believe the Congress should first focus on the pre-
miums paid by underfunded plans because they pose the greatest threat to the pro-
gram. Concerns have been raised that increasing the fixed porticn of the premium
willl?rom t sponsors of well-funded plans to drop their defined benefit plans, reduc-
ing PBGC’s revenue base.

e have long supported strong and effective funding standards for the nation’s
defined benefit pension lplans, ERISA established funding standards to help ensure
that plan sponsors would fund their pension promises. The 1987 Omnibus Budget
Reconciliation Act established additional funding standards aimed specifically at un-
derfunded plans. We are currently evaluating the 1987 standards to determine
whether they are working as intended.

We note that strengthening funding standards will lead to larger contribution re-
quirements for some plana. This will increase the federal deficit in the short run
because contributions are tax-deductible business expenses. Also, some financially
troubled sponsors may have difficulty meeting the new standards.

Some have proposed limiting PBGC’s benefit guarantees. ERISA was enacted to
protect plan panici%gnts from abuses in the pension system. We are concerned that
proposals to limit benefit guarantees will adversely affect plan participants. We
would prefer that the threat to PBGC from underfunded plans be addressed by bet-
ter plan funding rather than by limiting benefit guarantees.

e are also concerned that such proposals may lead to inequitable treatment of
participants in different types of plans. The proposals we have seen suspend PBGC’s
guaranty for benefit increases in new plans and plans whose benefit increases result

2This estimate assumes that the plans with $13 billion in underfunding plus some smaller
ones will terminate during the 10-year period; it is not a worst-case scenario.
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from plan amendments. Because of the focus on plan amendments rather than
undertunding per se, these proposals effectively apply primarily to one type of exist-
ing plan—referred to by PBGC as flat benefit plans—which usually are collectively
bargained and serve primarily unionized, blue collar workers.

In general, we prefer that the threat to PBGC from underfunded plans be ad-
dressed through improved funding. One measure to improve funding in flat benefit
plans might be to require their sponsors to anticipate future benefit increases when
calculating the plan's liabilities.

PBGC has requested that its priority in bankruptcy be clarified and improved. We
have not seen any studies of the dynamics of its proposals or their effects on other
parties, including creditors and the federal government. Therefore, we currently do
not have a position on them. We do, however, support the proposal that plan spon-
sors continue making contributions to their plans while in bankruptcy.

There are other measures that PBGC could take. PBGC has the authority to ter-
minate pension plans under certain conditions. Perhaps it should use this authority
in a more proactive manner with companies in, or headed for, bankruptcy. This
would allow PBGC to freeze benefit accruals and minimize its potential losses. We
recognize that this is a highly sensitive approach because such actions could desta-
bilize a failing company and hurt plan participants. In the final analysis, however,
someone has to decide where and when to limit PBGC’s exposure, before or after
bankruftcy.

In addition, PBGC should benefit from implementation of the recommendations
in our April 9, 1992 l‘fyport to the Subcommittee on Oversight, House Committee
on Ways and Means.> We recommended that the Congress amend ERISA to require
full scope audits of pension plans and to re&uire plan administrators and independ-
ent public accountants to report on how effective a p'~n's internal controls are in
protecting plan assets. Strong internal controls can help to ensure that plans more
accurately report their assets and liabilities, incIudin% che amount of any unfunded
liabilities, and that plans pay accurate premiums to PBGC.

SOME BENEFITS ARE NOT GUARANTEED BY PBGC

Underfunded plans not only put PBGC at risk, they also pose a risk for plan par-
ticipants. PBGC insures many, but not all, of the benefits provided by defined bene-
fit pension plans. If an underfunded plan terminates, some plan participants are at
risk of losing some of their promised benefits. Generally, PEGC guarantees “basic”
monthly benefits that provide income when participants retire, but it does not guar-
antee many other benefits. Nonguaranteed benefits include benefits that exceed the
maximum specified in ERISA and a portion of benefit increases in effect less than
§ years before plan termination.

e are not advocating that PBGC coverage should be expanded to cover
nonguaranteed benefits. Our intent is to show that, when plan sponsors do not ade-
quately fund their gension plans, participants can and do lose benefits when plans
terminate, even with PBGC pension insurance.

PBGC’'S OPERATIONAL WEAKNESSES

PBGC has had long-standing operational problems. GAO has never been able to
express an opinion on PBGC’s Enancial statements because of internal control weak-
nesses and financial systems deficiencies. Moreover, in our March 2, 1992, report,*
we said that we couldy not evaluate the reliability of PBGC's liability estimate be-
cause PBGC had not developed documentation and support for its estimating tech-
niques, assessed data used for estimating, or corrected weaknesses in its estimating
software. In addition, we found that PBGC'’s efforts to identify and collect delin-
quent (unpaid) premiums, underpaid premiums, and :elated interest and penalties
have been inadequate.®

Mr. Chairman, underfunded pension plans pose a risk to the PBGC and, because
PBGC does not Euarantee all benefits, to the participants of those plans. The best
way to protect PBGC and ?lan participants, in our opinion, is to ensure that all un-
derfunded plans become fully funded.

3 Employee Benefits: Improved Plan Reporting and CPA Audits Can Increase Protection Under
ERISA (GAO/. D-92-14).

4 Financial Audit: Pension Benefit Guaranty Corporation’s 1991 and 1990 Financial State-
ments (GAO/AFMD-92-35). ) )

8 Pension Plans: Pension Benefit Guaranty Corporation Needs to Improve Premium Collections
(GAO/HRD-92-103).
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PREPARED STATEMENT OF SENATOR DAVE DURENBERGER

Mr. Chairman, I am pleased to é‘oin my distinguished colleague from Vermont
(Senator Jeffords) in co-sponsoring S. 3162, the Pension Funding Improvement Act.
By this bill, we seek to control the Pension Benefit Guaranty Corporation’s (PBGC)
financial exposure.

If we are to secure the financial integrity of the PBGC, if we are not going to have
a repeat of the S&L bailout, I encourage the Senate to act quickly to maintain the
viability of PBGC, which is the ultimate guarantor of our private pension system,

There is a lesson we should have learned from the S&L debacle that threatened
the individual savings of millions of Americans. And that lesson is: When we first
see a government-guaranteed financial liability problem, we should act as fast as
possible to shore up the system and not let it get out of hand.

Had we provided adequate financing to close down all of the bankrupt S&Ls in
1986, the cost to the American taxpayer for S&Ls would have been less than $50
billion. But the longer we waited, the more it cost. And we, as a country, are paying
the price for that delay today and for many years to come.

I would note that our distinguished Chairman of the Finance Committee, the Sen-
ior Senator from Texas, Lloyd Bentsen, played a vital role in the adoption of the
law regulating pension plans (ERISA); indeed, Senator Bentsen was a conferee on
ERISA back in 1974,

To guarantee the promise of a (gension. Congress created the Pension Benefit
Guaranty Corporation (PBGC). PBGC’s purpose has been, and is, to provide finan-
cial security for plan participants if their company and their plans fail. The PBGC
collects premiums from viable defined benefit ?lans and takes over and administers
plans that terminate wiaen employers go out of business. Thus, in a very real sense,
all working men and women who are participants in defined benefit plans rely on
PBGC to guarantee the future existence of their pension benefits.

Mr. Chairman, the warning signals that the PBGC is in trouble are everywhere.
The red warning lights and buzzers are going off, and the United States Senate
should be ayin? close attention. PBGC currently has a $2.5 billion deficit, which
is up from $1 billion just two years ago; the Department of Labor expects this deficit
to grow to $18 billion by 1997 if nothing is done.

Mr. Chairman, the Jeffords-Durenberger bill is & step that Congress can take to
stem the further undermining of our private pension system. One of the problems
is that under current law, companies ma s'rant pension benefit increases, even
though the pension plan is underfunded. Kn if the plan terminates in an under-
funded state, PBGC is responsible for providing the benefits, including the benefit
increases.

Let me repeat that. Employers may grant pension benefit increases without ade-
quately funding the plan, and-PBGC 1s responsible for the promised benefits.

Well, this amounts to nothing more than a risk-free loan from PBGC to ailing
companies. Congress did not establish PBGC for this purpose, and I think it is just
plain wrong.

Mr. Chairman, according to the PBGC, benefit increases under the collective bar-
gaining agreements in the auto, steel, and tire and rubber industries added a total
of $7-9 billion in underfunding to already underfunded plans in these industries.
House-hold name companies are doing this. Let me provide some examples. Accord-
ing to the PBGC:

o The 1991 labor contract for Uniroyal, Bridgestone Firestone, and Goodyear in-
creased benefits for active employees by almost 30%.

e The 1990 labor contracts for General Motors, Chrysler, and Ford increased the
basic monthly retirement benefit 16-17%. In total, Chrysler pension plan benefit
increases were 21-22% for actives and 11% for retirees, over the next three

years.
o The 1989 labor contracts for Bethlehem and Armco Steel Increased benefits for
active employees by approximately 15%.
o Uniroyal Goodrich Tire Company Pension Plan, which is currently underfunded
by over $460 million and has assets equal to about one year's benefil payments,
i=creased bernefits for hourly actives by 50-80% from 1988 to May 1991.

The Jeffords-Durenberger bill addresses this problem that our country faces. The
bill amends section 401 (aX29) of the Internal Revenue Code to re% ire plans that

ant benefit increases to provide security, in the form of cash, bond, or other such
orms of security that the Secretary finds acceptable, if the plan is less than 90%
funded. In other words, if employers have underfunded plans, and those plans are
significantly underfunded, and the employers want to grant benefit increases, then
they have to pay for them.
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Mr. Chairman, our Secretary of Labor, Lynn Martin, urged us to act quickly to
address this problem. She made the following statement:

Con has the scgaﬁortunit% to show it has learned the painful lesson
taught us by the fiasco by taking the necessary steps now to fix the
Pension Benefit Guaranty Corporation. The time to act is now before an-
other crisis occurs . . . . Like the S&L situation, the solution becomes more
costly the longer we wait.

Statement of Secretary of Labor Lynn Martin, Tuesday, July 28, 1992.

Mr. Chairman, I agree with the Secretary of Labor that we should act now to deal
with PBGC’s financial difficulties. I urge my colleagues to support the Jeffords
Durenberger bill.

Thank you.

PREPARED STATEMENT OF SENATOR CHARLES E. GRASSLEY

. Thank you, Mr. Chairman. I congratulate you for calling this hearing on a very
1m&ortant topic.

though the Pension Benefit Guaranty Corporation is probably not very well
known by most workers or most retirees, it is ciearly, by virtue of ite responsibility
for protecting the pension benefits of n.cari; 4C million people, one of the most im-
portant federal agencies for millions or retirea persons.

Therefore, the financial status of this agency—its ability now and in the future
to meet its potential obligations—is vexg important.

And, given that there has been considerable, and growing, concern in the last sev-
eral years about the financiul condition of the agency, it is important for this com-
mittee to review that condition, and, if we decide that these problems are indeed
serious, to try to identify what steps should be taken to fix them.

As far as I can tell, there does not appear to be complete agreement as to whether
the PBGC really faces a problem, or, if 1t does, just how serious it is.

Some think we could be looking at a mini-S&L crisis. PBGC has a current deficit
of around 2.3 billion dollars. Under pessimistic assumptions, this deficit could grow
18 billion dollars by the turn of the century, as financially wcak companies seek
léankruptcy and saddle the PBGC with the responsibility to pay their pension bene-

ts

Others note that there reallﬁ isn’t enough hard data to say that PBGC is in finan-
cial trouble. The‘y) note that the PBGC is well able to meet its current obligations.
They note that the assets of sponsored pension plans total 2 trillion and the liabil-
iti%sm agedonly 1.6 trillion. They note also that only 40 billion of the liabilities are
un: ed.

It is also the case the general accounting office has b2en unable to audit the agen-
cy’s books. This raises the obvious question as to how we really know just what the

ancial status of the agency really is.

In any case, Mr. Chairman, I hope that our witnesses today will be able to en-
lighten us further as to the situation faced by the PBGC, and whether they believe
that this committee needs to take steps to deal with it.

PREPARED STATEMENT OF SENATOR JAMES M. JEFFORDS

Mr. Chairman and members of the committee, I appreciate the opportunity to join
you this morning on this critical topic.

As you know, employee benefits are as important to workers as the money the
earn. An employee who works in manufacturing today typically receives as muc
as 32% of his or her pay in benefits.

Workers understand only too well how crucial pension, health insurance and other
employee benefits are to their %eace of mind and general well being. Just as benefits
have become imggcrgant to employees and more widely available b{ employers, bene-
fits issues have me prominent in crngressional debates as well.

Hard}lﬁla day goes by without a discission of these benefits. Last week, on the
Labor HHS Appropriations bill, we unanimously voted in favor of Senator Bentsen’s
proposal to establish a National Commission on Private Pension Plans. This Com-
mission will be charged with reviewing existing federal incentives and programs
that encourage and protect private retirement savings.

I want to applaud the Administration, and Secretary Martin in particular, for fo-
cusing attention on pension issues, especially the Secretary’s recent efforts in sup-
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port of changes in law to help the PBGC. So, too, do I want to commend this com-
mittee for its interest as evidenced by this hearing.

With less than half of the nation’s workforce participating in a private pension
8!3:1, we certainly need to look at ways to improve upon our current pension policy. .

er the past few years, we have heard from numerous employers that one major )
reagon why more employers don’t offer a pension plan is they are complex and costly
to administer. The pension simplification provisions contained in H.R. 11 are de-
slgne;i tpt eliminate many of problems in current law that have caused unnecessary
complexity.

Unfortunately, we know of another reason why companies don’t want to be in-
volved with defined benefit pension plans. Current law permits corporate gaming of
our defined benefit plan system. It allows companies to fail to put hard cash behind
their pension promises, and dump their liabilities on others.

Currently, some companies promise big pensions to their workers, while making
the most minimal contributions permitted under the law. The troubled companies
then terminate their pension plans, and pass along their pension debt to the Pen-
sion Benefit Guaranty Corporation (PBGC‘;

A debt ridden PBGC is a true threat to the retirement benefit security of the 40
million Americans currently in defined benefit pension plans. Make no mistake
about it, billions of dollars of pension benefits are at risk.

While this problem 18n’t new, it has gotten considerably worse. This is in spite
of past congressional efforts to rectify the situation. In 1987, Congress passed into
law stronger minimum contribution rules in order tc eliminate pension plan
underfunding.

However, when this stronger floor of proiection for pension plans was added, no
ceiling on benefit promises for underfunded plans was included in the 1987 bill.

Lack of a ceiling on what underfunded plans can promise, in combination with cor-
porate strategies to minimize plan contributions, have resulted in startling pension
plan deficits.

As a result of these irresponsible practices, we in Congress must ask ourselves
several important questions. (1) Should companies in declining industries continue
to promise benefit increases without the reserves necessary to make good on their
commitment? (2) Should other employers with defined benefit plans be taxed to
cover the cost of failed pension promises for workers in declining industries? Or (3)
Should taxpayers finance yet another bailout of a government insurance program?

These are the issues we in Congress must address.

Over the past few years billions of dollars in unfunded liabilities have been
dumped on tge PBGC and this trend is expected to increase. And I might add that
I think the baseline projections provided by the PBGC are really very optimistic,
in that they estimate that the PBGC will assume losses of about $500 million a
year.

Just a few weeks ago, the Wall Street Journal and others reported that as TWA
emerges from bankruptcy and begins to settle with its creditors, the PBGC will be
lucky if it gets TWA to pay only $500 million of its current $1.2 billion dollar pen-
sion debt. ind who is going to pay for the other $700 million in promised benefits
the company hasn’t funded?

For some time now, compariies with underfunded pension plans have been promis-
ing significant amounts of new benefits in lieu of wage increases. Only about 80% B
of these benefits are guaranteed by the PBGC. Often workers get even less when
early retirement benefits are involved. The trend is occurring primarily in the air-
line, steel, rubber and automobile industries.

Amazingly enough, in each industry we do manage to find a small minority of
companies that are struggling to maintain the integrity of their promises at the
same time their competitors are trying to game the pension system. A recent study
for the House Ways and Means Committee revealed GM currently has a plan that
has deteriorated to the point where it is only 55% funded. Chrysler has a plan
which is only 40% funded.

How much lower will we permit the funding to go? While these plans sink lower
and lower, Ford seems to be trying to increase funding. While they have a plan that
is 65% funded, at least funding has been going up over the last few years, unlike
the funding habits of its competitors.

Most of us involved with pension issues initially became aware of the corporate
practices I am speaking to lyou about from the PBGC’s annual release of the 50 com-
panies with the largest untunded liabilities. This has been published every year for
the past three years. What many people haven't realized is that when one compares
lists, one can see that the situation 18 getting worse. Underfunding for the top 50
companies is up by $7 billion since 1990, to a total of $21.5 billion in 1991. Thirteen
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billion of this underfunding is in companies who have serious financially difficulties
and therefore are likely to terminate their pension plan.

More importantly, the situation is getting worse. Companies already in bank-
ruptcy are agreeing to retroactive benefit increases.

Some people wil e that strepped companies should not fund their plans, so
thia money can instead be put into the company, to increase productivity and com-
petitiveness. I'would argue that it is precisely because a company is financially vul-
nerable, that an extra effort should be made to be sure that the pension plan is fi-
nancialfy sound. Thus, if workers need to take early retirement J)ue to downsizing,
at least that money will be there.

Others will argue that the PBGC was deliberately designed to subsidize compa-
nies in ailing industries. They are, however, at direct odds with the many who be-
lieve the PBGC should operate like a private sector insurer and set premiums more
precigely related to the risk that a company would have of defaulting on its pension
promises.

I come before you today to say that regardless of what one thinks about the pur-
pose of the PBGC, the reality is that we have only a limited number of options
available to us in dealing with the PBGC’s many problems. Furthermore, it is in
the best interest of the 40 million workers that currently have PBGC insurance pro-
tection that we resolve these deficit problems and maintain a solvent defined benefit
plan system.

What are our options? Well, we could raise PBGC premiums that employers pay
into the system. This may be inevitable, given the PBGC’s current deficit. f‘he
PBGC estimates that it would have to significantly increase premiums even if it
takes only $500 million a year in underfunded liabilities, which is business as usual
for them. If the economy gets worse, and distressed companies start to terminate
at greater frequency, premiums paid by all single employer plan sponsors will rise
to $58 per person for well funded plans, and to as much as $219 per participants
for poorly funded plans. As you know, we have already raised premiums consider-
ably from those days in 1974 when all employers paid a dollar a head.

ow much is ton much? When will responsible employers with well funded plans
saﬁ' they've had erough of premium increases to pay for obligations promised by
other companies, terminate their defined benefit plans and instead offer to make
contributions to s defined contribution plan under which employer liabilities are
limited and employees have no insurance protection. I'm not sure. Even at present
gremium levels, the trend is away from defined benefit plans. The number of de-
ned benefit plan terminations is already on the rise and fewer and fewer new
plans are entering into the system.

Another option Congress has would be to try to stabilize the premium, so as not
to deter plan sponsors away from the system, and instead let the federal govern-
ment absorb the loss. PBG ?rojects that it is already at risk in the short term for
$13 billion in underfunding. If current pension trends continue, the fact that govern-
ment could need to absorb the loss, becomes a very real reality. In fact, in the Presi-
dent’s budget for fiscal year 1993, the Administration has already introduced the
idea of budgeting for fixed and expected future PBGC liabilities. Unfortunately, in
their proposal they did not accurately assess how much would be obtained from pre-
mium income and collections of plan assets. Therefore, the likely long term imggact
on the budget could not be realistically assessed. But one thing is certain, adding
billions to our $4 trillion national debt is no way to help balance the budget.

Our third option is to encourage plan sponsors in ailing industries to limit benefit
increases or put up money as collateral for payment for such increases. It might
seem cruel to some to force companies to promise within their means. But it is far
more cruel for workers to expect a certain level of benefits when they retire onl
to find out later that the moneé they expected to have for their retirement isn't
there. Keep in mind that the PBGC only guarantees, on average, about 80% of what
is currently promised. Often when early retirement benefits are involved, this num-
ber is significantly less. In my mind the third option seems the wisest, and this is
w}éy we adopted it in our legislation. .

enator Durenberger's and my bill, S. 3162, has three titles. I have spent time
discussing the second title, which would require that plans with less than 90 per-
cent funding provide security if they wish to increase benefits. Title I outlines strict-
er funding rules for pension plans. Title III provides PBGC the authority to obtain
financial information on companies with underfunded plans. It also directs CBO and
PBGC to study and regort to Congess on the premium increases necessary to put
the program on a sound bguiX *

Similar to the Administration’s proposal, our bill revises a funding concept added
in 1987. It expands its reach so that pre-1987 unfunded liabilities must now be
funded over a shorter period of time. A new solvency maintenance requirement is




v

51

also added to assure that a plan puts at least as much in as it pays out in a given

year.

Unlike the Administration’s proposal, we would specify a new interest rate that

underfunded plans would have to use in valuing current liabil‘ig. Based on the

weighted average of 30-year treasury bonds over a four year period, we narrow the

geogmlsslblet range that underfunded plans can use so that it cannot be greater than
percent.

These are our principal proposals, and no doubt they can be improved upon. I look
{‘grward to working with the members of this committee and other interested par-

ies.

Time and time again we as legislators need to be reminded that there is no such
thing as a free lunch. Retirement benefits need to be paid for with real money, not
empty promises. As workers live longer the{ will need a sufficient amount of money
to be assured some quality of life. It's our job to see that it happens.

FLOOR STATEMENT OF SENATOR JAMES M. JEFFORDS ON THE PENSION AMENDMENT
170 H.R. 11

Mr. President, as my colleagues know it is difficult to give enough attention to
the multitude of issues we face. This is particularly true when the subject is a com-
felex one, be it banking regulations or the rules that govern our private pension sys-

m.

Be as we learned all too well over the past few years, inattention can have a ter-
rible price. That ﬁrice will be hundreds of billions in the savings and loan industry,
and some argue there will be a price to pay in the banking industry as well.

Fortunately, the private pension system is not nearly in the straits of the savings
and loan industry. But unfortunately, its complexity has shielded it from the scru-
tiny it deserves.

n the positive side, pension assets are diversified and, for the most part, in-
vested fairly conservatively compared to the high-flying S&L’s of the 1980’s.

But in some respects, there are troubling similarities. Some pension plans are ter-
ribly underfunded. We passed rules to toughen funding stangards in 1987, but in
some plans, funding has fallen.

A contributing factor may be the “moral hazard” of the pension system. To the
lay person, moral hazard mair sound like the temptations of sin. I suppose it is in
way, for all it amounts to is playing with somebody else’s money.

As we know, lifting deposit insurance to $100,000 contributeg to some of our prob-
lems with the S&L’'s. For pensions, there really is no limit to the ultimate payout
of the federal government except the lifespan of the reti.ee.

It works this way. Suppose you are a company in .rouble. Your employees have
foregone wage increases for some time, and it’s tirne to renew their contract. You
don’t have the cash for a wage increase, 80 why not promise greater pension bene-
fits? The outlay or funding required is minimal, and if you go belly up the govern-
ment will pick up much of the tab. From both sides of the bargaining table, it's a
good deal. It’s such a good deal, one company is trying to do it while in bankruptcy!

But Uncle Sam, who may wind up paying the tab, doesn’t have a seat at the table.
The federal government will in all likelihood pay the tab, and that tab is getting
bigger and bigger every year.

e Pension Benefit Guaranty Corporation, or PBGC, collects premiums on the
40 million workers in defined benefit pension plans. It pays out those premiums to
retirees whose companies have defaulted on their pension promise.

Riiht now, the PBGC has a deficit of $2.5 billion. Under pessimistic assumptions,
which given PBGC'’s track record probably should be our baseline, that deficit will
grow seven-fold over the next decade, to nearly $18 billion.

This may not seem like much money to vome, but it's real money for the defined
benefit pension system and the workers who rely upon it for their retirement secu-

rity.

Klready, the number of plan sponsors has stagnated, and the headaches of those
still in the system have multiplied. Over the 18 years of ERISA, the basic premium
has climbed 19-fold, with the top premium going from a buck a head to 72 dollars
per participant.

at should we do? The Administration, to its credit, has put forward a number
of proposals to strengthen the system; strengthening the minimum funding stand-
ards, improving PBGC’s position in bankruptcy and denying the PBGC’s guarantee
to new benefits adopted by a troubled plan.

Along with Congressman Pickle in the House and Senator Durenberger in this
body, I have introduced a bill along the lines proposed by the Administration. I hope
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we can adopt someihing like that bill in the next Cengress, but I would be the first
to admit that the bill requires some reflection and no doubt improvement.

The amendment I am offering today is just the simplest part of that bill, the part
that I hope everyone can agree on.

Quite simply, our amendment states that if your pension plan is underfunded, you
can’t make things worse by promising new benefits and not funding them. Any new
benefits must be backed by real assets rather than faint hopes.

This is a bit different than what was proposed by the Administration. But I think
it is better from a retiree’s standpoint tc know the government stands behind his
or her retireinent security rather than assuming there is a guarantee where there
is none.

This amendment won’t solve the problems of the PBGC or the pensicn system,
but it will help to contain them until we can do more. :

And I hope, Mr. President, that next year we can do more, in the areas of mini-
mum funding, bankruptcy, and in the problems faced by flat benefit plans.

But for right now, I hope my colleagues will join me in the modest step that Sen-
ator Durenberger and I have proposed. While the problems are complex, you need
not be an actuary to know that a poorly funded plan should not be making new
promises without collateral.

PREPARED STATEMENT OF JAMES A. KLEIN

Good morning. I am James A. Klein Executive Director of the Aasociation of Pri-
vate Pension and Welfare Plans (“APPWP”). The APPWP is a nonractit organization
whose members include large and small plan sponsors and organizations providing
support services to plans, such as banks, insurance companies, consulting and actu-
arial firms, investment firms and other professional benefit organizations. APPWP
members sponsor or provide services to retirement and health plans covering over
100 million participants. We commend the Cummittee for holding this hearing to
better understand the issues of concern to the Pension Benefit Guaranty Corpora-
tion (PBGC) and the nation’s pension system.

CHALLENGES FACING THE PBGC AND THE NEFINED BENEFIT PENSION SYSTEM

The Bush Administration has proposed a legislative package aimed at reducing
the financial liabilities of the PBGC and providing greater security to the partici-
pants of the nation’s defined benefit plans. The leg‘is%;tive proposal includes essen-
tially three components:

¢ Granting the PBGC priority status for cleims arising in connection with a plan
gponsor‘s bankruptcy;

¢ Stricter funding standards;

¢ Limitations of the PBGC’s guarantees for underfunded plans that are amended
to improve benefits.

The merit of this proposal and Senator Jeffords’ and Senator Durenberger’s ap-
roach to the funding and the benefit increase issues, as prescribed in S. 3162, the
“Pension Funding Improvement Act of 1992,” are discussed in this testimony. But
the APPWP would like to use the opportunity of this hearing to also address more
broadly the challenges facing the degned benefit system and, in turn, the PBGC.
While legislation to shore-up the funded statis of existing underfunded pension
lans and limit the financial exposure of the PBGC has a great deal of merit, the
ongress would be remiss if it did not recognize and address the fact that it has
become increasingly difficult and expensive for employers to sponsor defined benefit
plans, If Congress does not address the far more significant challeng~- to the spon-
sorship of defined benefit plans, then the revision of fundinﬁ standards and curtail-
ment of promises by underfunded plans to better protect the financial integrity of
the PBGC will have limited success.
A few statistics make a coiapelling case:
Internal Revenue Service dcta show that establishment of new defined benefit
lans has fallen each year since Fiscal Year 1988. Since Fiscal Year 1989, there
Eave been more plans terminated than new plans created. In fact, since FY 1989
plan terminations occurred a. more than double the average rate since the Em-
ployee Retirement Income Security Act (ERISA) became fully effective in 1976,
’ﬁle resulting loss of retirement income security for current and future retirees
is evident. But this erosion of the defined benefit system also poses a significant
roblem for the PBGC. Plainly put, the PBGC insurance system is being supported
y a shrinking universe of plan sponsors. This puts greater pressure on those re-
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mainix_liplans (increasingly larger plans) to support the termination insurance sys-
tem with potentially higher premiums.

Frustration with more expense and complexity in plan administration and the
threat or reality of higher premiums, especially when imposed on sponsors of well-
funded plans, encourages employers to reevaluate the economic wisdom of continu-
ing to sponsor plans. It becomes a vicious cycle as more and more plans are termi-
nated and fewer new plans are created.

The administrative cost and complexity burden for plan sponsors is tangible and
well-documented. In the 1€ years since ERISA became fully effective, there have
been no fewer than 14 major pieces of legislation altering the private pension sys-
tem. In addition, literally hundreds of pages of regulations have been issued by reg-
ulatory a%encles to implement the legislative changes. This has not only caused con-
fusion and frustration for plan sponsors; but, as the PBGC’s own data shows, it has
led to skyrocketing administrative costs as well.

A recent PBGC study reported that for the typical defined benefit plan with 75
gartlclpants, administrative costs relative to the cost of providing benefits rose from

percent of total plan costs in 1981 to 33 percent of plan costs in 1990. The average
over the period was 19 percent of plan costs. The same study found that administra-
tive costs shifted erratically from year to year due to frequent legielative and regu-
latory c*.anges which required large one time costs to implement. For example, in
1990 a typical 75 participant plan incurred a one time additional cost of $162 per
participant for administrative costs, bringing the average total annual administra-
tive costs to $464 per participant that year.

Certainly the administrative cost and complexity burden ia felt most seriously by
small and medium sized firms which are, therefore, most likely to terminate or de-
cline to establish plaris. But the effect is also felt by the nation's major employers,
like those who comprise the principal membership of the APPWP. Major employers
must also cope with added comglexity and expense, often resulting from ru?es de-
signed to address Yerceived problems common amonf smaller plans. But, in addi-
tion, as fewer small and medium size firms sponsor plans, major employers increas-
ingg'cﬁnd themselves to be a more significant source of financial support for the
P ’s termination insurance system.

Thus, while the APPWP commends the need to ensure that underfunded pension
plans improve their funded status, we strongly urge the Congress to recoinize that
a far more serious threat to the plan termination insurance program is the lack of
growth in the defined benefit system itself. Congress must consider the impact of
all of its actions and the activities of the regulatory agencies on the overall viability
of the defined benefit system to ensure a financially secure PBGC insurance system.

Mr. Chairman, you Kave recognized the scope of the burden facing the pension
system and have positively addressed it with your legislative package of pension
simplification initiatives, now contained in the pending “Urban Aid" tax measure,
H.R. 11. These kinds of initiatives, while not enough by themselves to make the
gension syatem simple, will certainly help make it simpler and signal a willingness

y Congress to reduce the complexity of the pension system. We applaud your ef-
forts. These kinds of simplifications not only will permit more employers to sponsor
pension plans for their workers and retirees but, in the process, will strengthen the
system upon which a financially sound PBGC is based.

EVALUATING THE NEED FOR PBGC REFORM LEGISLATION

The APPWP strongly supports defined benefit plans as the most secure and reli-
able retirement vehicle available to employees. As premium payers, and as an asso-
ciation of principally well-funded plans, we share the interest of the PBGC and the
Congress in the responsible fun ini of defined benefit plans. We are concerned
about gge unfunded liabilities faced by the PBGC ($2.5 billion at the end of fiscal

ear 1991).
y On the other hand, rolicy makers must recognize that the vast majority of private
ension plans are well-funded and pose no risk to the PBGC insurance program.
gdoreover, most of those plans that are underfunded are meeting the minimum
funding requirements, are improving their funded status, and are sponsored by em-
loyers that can afford to meet their obl?ations. While we must not ignore the prob-
em of underfunded plans, neither should we overstate the problem because the only
result of that would be the creation of further disincentives to the establishment
and maintenance of defined benefit plans and the increased concern of American
workers and retirees. Those can hardly be our goals.

The funding rules in ERISA and the Internal Revenue Code were strengthened
just five years ago, shorteni%i from 30 to 18 years the period over which unfunded
iiabih‘ties must be funded. The Congress needs to evaluate carefully the effort of
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those relatively recent legislative changes before determining what, if any, new
rules should be enacted. Moreover, we need to make sure that any new change is
made with a scalpel, not a sledge hammer. The very companies who will be most
affected by these changes are the companies that can least atford any new funding
burden. That is not, in our view, a reason to resist change; it is simply a reason
to move carefully and place priorities on the problems and on the solutions.

LEGISLATIVE FROFOSALS TO BETTER SECURE THE PBGC

The APPWP has spent a great deal of time over the past several months meeting
with the PBGC, Congressional representatives and other interested groups and com-
menting on the pension funding rules contained in the PBGC's legislative proposals.
We are currently undertaking a thorough review of Senator Jeffords’ ang Senator
Durenberger’s proposal as well, S. 3162. We commend both the Bush Administration
and the Cgongresswnal sponsors of reform legislation for the serious and thoughtful -
reflection given to improving the retirement security of plan participants and the
fiscal integrity of the PBGC.

One legislative change advocated by the PBGC would give the agency priority sta-
tus over other creditors when the sponsor of an underfunded nlan is in gankruptcy.
Although the legislative modifications necessary to accomplish this objective are not
directly within the purview of this Committee, we wish to express the APPWP’s gen-
eral support for this legislative effort. PBGC claims have %een disadvantaged by
court decisions that have impeded PBGC recoveries and that have allowed compa-
nies in bankruptey to avoid funding plan obligations. This should be corrected.

A second change advocated both by the PBGC and contained in S. 3162 involves
the stren}ﬁ)hening of plan funding standards. The business community, in general,
and the APPWP, in particular, has always supported strong funding standards to
ensure that plans are not posing a risk to the termination insurance system. It is
in the determination of fundinﬁ standards that Congress must carefully balance the
need to encourage underfunded plans to improve their funded status, with the rec-
ognition that rules that require improved funding too quickly will be difficult, if not
impossible, to be complied with by certain plans. We have numerous technical com-
ments on the funding rules recommended by both PBGC and Congressional spon-
sors which we would be pleased to provide at the appropriate time. On one issue,
we particularly commend the fact that S. 3162 would eliminate the double counting
of gains and losses, which creaies serious actuarial difficulties.

e PBGC has correctly drawn attention to the problem of underfunded plans
that are amended to increase benefits without taking the necessary stes)s to fund
those benefit enhancements. The PBGC’s response to this very real &;ﬁb em would
be to freeze the guarantee of such unfunded benefit improvements. ile we com-
mend the PBGC for its attention to this issue, its suggested correction could poten-
tially expose plan participants to the risk of nonguaranteed benefits through no
fault of their own. In our view, the solution suggested by S. 3162, strengthening In-
ternal Revenue Code (IRC) Section 401(a)(29), is preferable.

IRC Section 401(aX29) currently requires security for benefit amendments ado(ft-
ed when a plan is less than 60% funded. The amount of security required under
current law is the lesser of the amount necessary to bring the plan up to a 60%
funded level, or the value of plan amendments adopted since December 22, 1987,
that is in excess of $10,000,000 with an additional exclusion for pre-1988
underfunding that is phased out over 18 years. The practical effect of current law
is that virtually no plans have been required to post security for benefit amend-
ments, rendering the provision meaningless. S. 3162 would preclude amendments
increasing plan liabilities without security whenever a plan is less than 90% funded.
The security that would be required is equal to the amount of underfunding below
the 90% level. The security requirement would be triggered whenever the benefit
jmprovement exceeds $1 million.

¢ are cncouraged by this change. In the APPWP’s view, one of the most frustrat-
ing continuing risks to the terr.iination insurance system is the adoption of benefit
improvements that the sponsor cannot fund, and that, with the passage of time
PBGC will be required to guarantee, Benefit improvements by a financially troubled
empioyer in an alrzady badly underfunded plan give a false sense of security to par-
ticipants, since m.uny plans are terminated before the —arantee of the benefit im-
provemert is shased in. In addition, such benefit improvements allow the employer
sad participant representatives to trade current wage or other benefit improvements
for a future pension in;&rovement that the sponsor may have no reasonable expecta-
tion of being able to afford. The participant should not be misled, and the rest of
the premium payers should not be required to pagr for this promise. Accordingly, we
are pleased to see the tightening of IRC section 401(aX29).
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We look forward to working with you, Mr. Chairman, in weaving together Con- .
ssional and Administration propozals that will improve the financial security of "%
e PBGC and serve the needs of the sponsors and icipants in the nation's de- 2
fined benefit system. We are pleased to be able to have the valuable opportunity <
o give you our input and will continue to work closely with the Committee and the -t
PBGC to achieve a meaningful, and well-tailored legislative effort in this area. v

PREPARED STATEMENT OF CHESTER S. LABEDZ, JR.

Chairman Bentsen and members of the Committee, good morning. My
name is Chester S. Labedz, Jr. I am pleased to appear before you ioday on behalf of
The ERISA Industry Committee, generally known as "ERIC."

I serve as the Chairman of ERIC’s Title IV Task Force. In that capacity, |
have actively participated in the formulation and presentation of ERIC’s positions on
pension funding and termination insurance issues for many years. I also serve as
Director, Benefits Compliance, Welfare Plans at Textron Inc. in Providence, Rhode
Island, where I am responsible for both legal and policy issues affecting Textron’s
employee benefit plans.

RISA INDUSTRY COMM RIC"

ERIC represents the employee benefits interests of the nation’s largest
employers. Nearly all of ERIC’s members employ more than 10,000 employees, and a
number of them have hundreds of thousands of employzes. As sponsors of pension and
savings plans covering millions of participants and beneficiaries, ERIC’s members share
with the members of this Committee a strong interest in the success, expansion, and
security of the private-sector employee benefit plan system.

Virtually all of ERIC's members sponsor one or more defined benefit
pension plans. These plans have been remarkably successful in addressing the
retirement security needs of millions of employees and their beneficiaries. ERIC is
committed to a regulatory and economic climate that encourages these plans to
continue, to flourish, and to continue to provide retirement security to millions of
employees and their beneficiaries.

ERIC has vigorously suf ported in the past, and continues to support,
strong pension funding standards and a sound termination insurance program. Over the
years, ERIC has devoted thousands of hours and committed a substantial portion of its
resources to supporting legislation that wiil improve pension funding and strengthen the
single-employer termination insurance program. ’

As the Chairman and many members of the Committee will recall, ERIC
participated constructively in formulating the improved funding standards and the
improvements in the termination insurance program that were made by the Single-
Employer Pension Plan Amendments Act of 1986 ("SEPPA") and the Omnibus Budget
Reconciliation Act of 1987 ("OBRA '87"). ERIC looks forward to working
constructively with the Committee and its staff on additional improvements in the
funding standards and the termination insurance program.

ERIC’S POSITION ON PENSION FUNDING AND TERMINATION INSURANCE

ERIC strongly supports a vibrant defined benefit plan system and a sound
termination insurance program. This includes a regulatory environment that --
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encourages the formation and continuation of voluntary pension plans,

encourages employers to make only the pension promises they can keep
and to keep the promises they make,

¢ does not give employer§ a blank check on which they can make pension
promises that they cannot keep, but that will be guaranteed by the
Government and other employers, and

¢ protects employees where protection is necessary and affordable.

The formation and continuation of voluntary pension plans are essentiai to
the health and success of the defined benefit plan system. As employers cease forming
new plans, and begin terminating existing plans, retirement security is diminished: the
termination insurance premium base is eroded, and the retirement security of all workers
is weakened.

The private pension system is a voluntary system. While strong funding
standards are essential to the success of the private pension system, any revisions to the
funding standards or to the termination insurance program that make unreasonable
demands on employers will discourage the formation and expansion of pension plaos.
Any change in the funding standards or the termination insurance program must strike a
balance between the need for funding, on the one hand, and the need to preserve and
expand the private pension system, on the other.

The premium rates under the termination insurance program raise a
similar issue. While the PBGC requires premium payments in order to meet its
obligations, we arz gravely concerned that escalating termination insurance premiums are
inflicting severe long-run damage on the pension system.

Unlike conventional insurance premiums, termination insurance premiums
are not volu itary payments; they must be paid by defined benefit plans and the
employers that sponsor them. If an employer objects to the high cost of termination
insurance, it cannot simply decide to purchase insurance elsewhere or choose to go
without insurance. However, the employer does have another alternative: it can
terminate its existing plans (or refuse to expand them) and decline to establish new plans
for its employees. It our judgment, the availability of this alternative poses a very real
risk to the termination insurance system.

We are keenly aware that to the extent that PBGC insurance applies, the
PBGC must cover tbe cost of unfunded benefits by attempting to collect employer
liability payments f:om the employer that sponsored the plan and by collecting
mandatory annua! premium payments from other plan sponsors. In consequence, as the
sponsors of on-going pension plans, ERIC’s members have a strong interest in the sound
furding of both their own plans and the plans of other employers.

ERIC believes strongly that a premium increase should got be one of the
remedies for the ills of the termination insurance program. In recent years, the

premium rate has skyrocketed from $2.60 per participant (as recently as 1985) to the
current rate of $19 per participant plus a variable premium of as much as $53 per

patticipant -- an aggregate premium of as much as $72 per participant. These
substantial premium increases are already driving employers out of the defined benefit

system, thereby narrowing the PBGC's premium base and weakening the program that
the premiums are intended to support.

In ERIC's view, any legislation in this area should be designed to avoid the
need for future premium increases and to set the stage for premium reductions in the

future.
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For the same reasons, ERIC’s members have a strong interest in curtailing bt
an employer’s ability to make pension promises that it cannot keep, but that will be '
guaranteed by the termination insurance program. This practice is incompatible with the
basic objective of a defined benefit plan: to provide a predictable retirement income. As :
the termination insurance program’s premium payers, and as those who bear the cost of
the unfunded guaranteed benefits promised by terminated plans, ERIC's members
support measures to assure that employe1s keep their pension promises and to limit the
pension benefits that the PBGC guarantees.

o,

|
S

The termination insurance system cannot survive if every employer
cont:nues to have virtually a blank check that it can use to make pension promises that
are guaranteed by the PBGC and financed by other employers. These blank checks
must be prohibited.

Although ERIC supports the termination insurance program, ERIC
believes that the program’s guarantees must not be extended irresponsibly. Employers
that sponsor less than fully funded plans should not be given a free hand to increase the
benefits for which the PBGC and the employers who pay PBGC premiums are
financially responsible.

ERIC SUPPORTS THE OBJECTIVES OF THE PROPOSED LEGISLATION

ERIC is gratified that both the Pension Funding Improvement Act (S. 3162
and H R. 5800) and the Pension Security Act of 1992 (S. 2485 and H.R. 4545) are
designed to address a number of ERIC's principal concerns. In particular,

¢ Both bills are designed to strengthen the pension funding
standards;

¢ Both bills are designed to restrict the blank check that the
current system gives to sponsors of less than fully funded
pension plans; and

* Both bills are designed to avoid further increases in the
termination insurance premium.

In addition, the Pension Security Act is designed to strengthen the termination insurance
program by clarifying and improving the PBGC's status in bankruptcy.

Measures of this kind will strengthen the private pension system in general
and the termination insurance program in particular. They also will reduce the aeed for
further premium increases and set the stage for premium reductions in the f tu ¢, as the
reforms take hold.

ERIC HAS SERIOUS CONCERNS ABOUT SPECIFIC FEATURES
OF THE PROPOSED LEGISLATION

Although ERIC supports the basic objectives of the proposed legislation,
ERIC has serious concerns about specific features of the proposals.

New Funding Standards. The proposals subject plans’ existing benefit
structures (o new and more stringent funding requirements. Employers have amended
their plans to increase benefits in the past on the basis of the then-existing funding
suandards. Many of those benefits were negotiated in collective bargaining.

When employers agreed to amend their plans to increase benefits, they did
so on the basis of the estimated costs of the benefits in reliance upon the law's existing
funding standards. It would be inequitable for Congress now to make dramatic changes
n employers’ funding obligations, long after the employers became obligated to provide
the additional benefits and before the employers had any knowledge of the additional
costs that the proposed funding standards would impose.
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The impact of imposing new funding standards can be dramatic. One of
ERIC’s largest members estimates that if the new fundiong standards proposed by the
Peasion Security Act are enacted, its cash contributions will be required to increase by
approximately §] billion annually over the S-year phase-in period followmg enactment
and $2 billion annually after the S-year phase-in period until full funding is reached over
spproumately the next S years.

A radical change in the funding requirements for existing benefits may be
sounterproductive as well as unfair. Given the fragile state of the economy, the
precanous condition of many major industries, and the increasing pressures of global
competition, dramatic increases in funding obligations might well have major adverse
eﬁecu on many employers leading to further deterioration of tbe economy and risking

and further losses for the PBGC -- contrary to the purposes
of the legislation.

We emphasize, however, that we do support increasing the funding
standards for benefits attributable to future plan amendments. Faced with higher
funding standards for future plan amendments, an employer will be able to determine
the cost of a given benefit increase and then to decide whether the increase is one that it
can afford. Likewise, we support special funding rules for less than fully funded plans
that are ameaded to provide for lump sum payouts; the funding rules should be revised
to prevent these plans from being depleted by lump sum payouts.

PBGC Guarantees. In concept, we support the approach of linking the
extent of the PBGC's guarantee to the plan’s funded status. As we have explained, we
oppose continuation of the current blank check approach under whi~h employers that
sponsor less than fully funded plans can increase benefits and ha ¢ 1o0se beaefits
guaranteed long before the benefits are funded.

The Pension Security Act, however, proposes a rule that will create a "cliff”
effect under which the guarantee will not become effective until the plan is fully funded.
We have reservations about the proposed rule. The all-or-nothing consequences of the
proposed rule could have inequitable consequences for employees who participate in
plans that are just short of being fully funded; in addition, because of the funding rules
that apply to flat-benefit plans, flat-benefit plans that are regularly amended to provide
benefit increases may pever be fully funded, and in consequence, their benefits may
never be gua.anteed.

We suggest that consideration be given to the possibility of coordinating
the phase-in of the guarantee with the funding standards, so that benefits will be
guaranteed gradually as they are funded and not before.V This approach will avoid the
"cliff” effect that the Pension Security Act would create, and will allow benefits to
become guaranteed as they are funded.

PBGC'’s Status in Bankpuptcy. ERIC supports efforts to clarify the
PBGC's bankruptcy status by conforming the Bankruptcy Code with the provisions of

ERISA that protect the PBGC's interests. However, ERIC has serious concerns about
proposals to amend ERISA to increase the PBGC'’s lien above 30% of the employer’s
net worth.

The most important long-term security for a pension plan is a financially
strong plan sponsor. Expansion of the PBGC's lien will jeopardize that security and
weaken the pension system.

V In order to reach this objective, it also will be necessary 1o repeal the $20 de
minimis rule that now appears in § 4022(v)(7) of ERISA.
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Expansion of the PBGC’s lien could make it significantly more difficult for
employers to borrow and severely limit employers’ access to the credit markets. When
confronted with an expanded PBGC lien, prospective lenders may be unwilling to lend to
some employers at all or willing to lend only on extraordinarily costly and restrictive
terms.

The health of the pension system in general, and the termination insurance
program in particular, will be severely jeopardized if Congress enacts legislation that
makes it impossible or substantially more difficult or costly for employers to borrow.
Depriving employers of access to the credit markets on reasonable terms will make it
more difficult for them to fund their plans and increase the number of plan terminations
as more and more employers are suffering under the country's curreat eccnomic
conditions.

In sum, ERIC is concerned that expansion of the PBGC's lien will be
counterproductive, that it will actually impede pension funding, and that it will increase
the pumber of plan terminations and the size of the PBGC'’s deficit.

U N DMINISTRATION
OF THE TERMINAT]ON INSURANCE PROGRAM

The Government Accounting Office ("GAO") has made it clear that many
of the problems of the termination insurance program stem from deficiencies in the
PuBGC’s administration of the program:

14 The GAO has found that the PBGC is burdened by "significant internal
operations problems,” and that because of "significant internal control and systems
weaknesses, GAO has never been able to express an opinioa on PBGC'’s financial

statements."¥

¢ The GAO has found that the PBGC's efforts to identify and collect unpaid
premiums, underpaid premiums, interest, and penalties are inadequate; that
attempts to collect unpaid premiums from large plans have been infrequent, and
follow-up has been sporadic; and that the PBGC does not even attempt to
identify or collect unpaid premiums from small plans.?

. The GAO also has found that the PBGC has been unabie to succeed in
implementing the requirements of its premium accounting system.*

These deficiencies are serious. Although we appreciate the recent efforts by the PBGC
to address the deficiencies, more needs to be done.

In addition, since 1988 the PBGC has published a list of the 50 plan
spoosors with what the PBGC considers to be the greatest total unfunded pension
liabilities. ERIC believes that the list is misleading, unfair, and inappropriate. The list
creates the unfair and unwarranted impression that all of the plans sponsored by the
cowmpanies on the list are in financial jeopardy and that employees need to be fearful for
their pension benefits.

¥ GAO, Financial Condition of the Pension Benefit Guaranty Corporation
(Testimony before the Subcommittee on Oversight, Committee co Ways and Means,
U.S. House of Representatives, August 11, 1992).

¥ GAO, Pension Plans: Peasion Bepefit Guaranty Corporation Needs to Improve
Premium Collections (June 1992).

¥ GAO, Premium Accounting System: Pension Benefit Guaranty Corporation System
Must Be An Ongoing Priority (August 1992).
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The fact that 3 company’s name appears in the PBGC’s top 50 list does
oot mean that the company's plans are in danger of a distress termination or even that
all of the company’s plans are underfunded. The risk to plan participants depends
primarily on the company’s financial condition. The PBGC's list does not take this
factor into account. Nor does the list take into account the fact that some of the
companies on the list sponsor pension plans that are fully funded.

Although we applaud efforts to encourage faster funding, the PBGC'’s top
50 list is a misleading and inappropriate means of trying to achieve that objective. Mr.
Chairman ve also note that H.R.3837, concerned with Title IV and PBGC reform,
would su’ orize a similar list. We believe that the experience of the PBGC list makes it
clear that publication of the information contained in the list does not work, that it
creates unwarranted fear and concern among many more plan participants than is
warranted, and that such lists are inherently misleading. We strongly urge the PBGC to
discontinue publication of its list and we oppose legislative proposals to develop similar
lists.

Mr. Chairman, this concludes my prepared statement. I wish to thank you
and the other members of the Committee for the opportunity to appear before you
today. I will be happy to answer any questions that you or the other members of the
Committee might have.

PREPARED STATEMENT OF JAMES B. LOCKHART 111

Mr. Chairman and Members of the Subcommittee:

I am pleased to be here to discuss the PBGC and its future. With me today is Diane
Burkley, our Deputy Executive Director and Chief Negotiator and Carol Flowe, our General
Counsel. I would like to say I appreciate your support of this program that is critical to
the retirement security of 40 million Americans and American savings.

The past year has been very challenging for PBGC. Internally, we have made
changes to improve our financial management and internal controls. At the same time,
because of large underfunded terminations, our workload increased tremendously. Growing
underfunding in some ongoing plans has made the future of the PBGC single-employer
pension safety net very uncertain. To keep this vital insurance program viable, the
Administration proposed major reforms that are now before the Congress.

Overview of the PBGC and its Role

The Pension Benefit Guaranty Corporation protects the retirement benefits of over
40 million Americans in about 85,000 private defined benefit pension plans. Defined benefit
plans provide a specified benefit related to the participant’s age, years of service, salary, or
some combination of these. Defined benefit plans are backed by dedicated assets in
separate trust funds as well as the equity of the cmp!s,ers.

If a pension plan’s trust assets are insufficient and the sponsoring employer can
demonstrate financial distress so severe that the business cannot otherwise continue to
operate, PBCC steps in to pay the peasions of workers and retirees. We pay for these
claims with statutory premiums collected from all employers who sponsor covered plans,
recoveries from sponsors terminating underfunded plans, and investment earnings. In our
18-year history, we have assumed responsibility for the retirement benefits of 372,000

participants in 1,700 pension plans.
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Waite a vast majority of the nation’s defined benefit pension plans remain strong and
well-funded, the insurance progran: is facing growing problems from poorly-funded pension
plaas of troubled companies. Despite aggressive efforts to prevent loss to retirees and the
insurance program, claims against the PBGC have grown steadily. It took us 11 years to
accumulate $1 billion in losses. In each of the last two years we have had a billion dollars
of losses. The two largest claims in PBGC’s history -- Eastern Airlines with $700 million
and Pan Am Airlines with over $900 million in plan underfunding - were the primary
causes. - PBGC’s deficit for the single-employer program more than doubled over the past
two years from $1.1 billion to $2.5 billion.

In addition to these losses, the Corporation is facing total underfunding of at least
$40 billion, of which approximately $13 billion is in plans that are termed "reasonably
possible” losses in accounting parlance. For the longer-run, modelling by OMB of the
PBGC program suggests upward to $45 billion in future claims. I discuss these estimates
in more detail below.

Financial Management

When 1 arrived at PBGC three years ago I established the goal of making PBGC a
service-oriented, well managed and financially strong insurance program supporting a
healthy defined benefit system. To succeed, we needed strong financial management and

the ability to limit our future losses.

There were significant problems with PBGC’s financial management systems and I
wanted the assistance of the General Accounting Office (GAO) in identifying them. To help
me identify these problems, I asked the GAO to examine our fiscal year 1990 financial
accounts, and the GAO found them unauditable. Our goal remains to begin annual audits
and to work toward achieving auditable financial statements for fiscal year 1992.

GAO’s fiscal year 1990 audit, as did their 1980 audit, found serious concerns with
PBGC’s premium systems, accounting and internal controls, and the methodology for
evaluating our liabilities for future benefit payments. Their 1991 audit report confirmed
these problems, but noted that we have made a major commitment to correcting them. We
have focused tremendous attention and resources on correcting our problems and we have
made substantial progress in addressing the weaknesses identified by the GAO and our

Inspector General.

There has been concern that the lack of auditability means that our liabilities may
be overstated. I can tell you the work that we have just completed with a major accounting
firm shows that the numbers in our annual report are materially accurate.

Need for Legislation

Underfunding in ongoing pension plans has grown from an estimated $20 billion to
$30 billion as stated in PBGC’s 1990 Annual Report to an estimated $40 billion as stated
in the 1991 Annual Report. Eighty percent of the increase is in single-employer plans.

Weil over $30 billion of the unfunded liabilities are concentrated in the plans of
relatively few firms, primarily in the steel, auto, tire, and airline industries. These
underfunded plans cover about § million people. About half of these plans are asso-iated
with financially troubled companies and present a near-term, serious risk to PBGC of about
$13 billion. The President’s Budget, using a model that incorporates a long view of the
future, forecasts net claims to PBGC of $30 billion to $45 billion in today’s dollars over the

next 30 years.

65-775 0 - 93 ~ 3
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Our financial problems are a consequence of fundamental weaknesses in the
insurance principles supporting the program. Some of these weaknesses were addressed by
Congress in 1986 and 1987. Nonetheless, the "moral hazard" of inadequate minimum
funding rules, liberal guarantees, and the probability of low recoveries from employers in
bankruptcy still encourages financially weak companies to underfund their pension plans.

Our largest present case illustrates many of these hazards. TWA's pension plans are
underfunded by over $1.2 billion, even though the company has complied with all the
funding requirements. Despite the underfunding the company increased benefits while in
bankruptcy by over $100 million in lieu of wage increases. Until recently, creditors and
Carl Icahn, who owns 90 percent of TWA, have tried to downplay the significance of the
underfunding and PBGC’s claims in bankruptcy. Mr. Icahn is trying to extract his group
of affiliated companics—-also known as the controlled group--from joint and several
responsibility under the law for those pension plans. We will not allow him to do that. Qur
goal is to protect the pensions and to have a viable, ongoing TWA; but the sitvation is
extremely serious. As Mr. Icahn is attempting to break up the controlled group, it may
leave PBGC with little alternative except to terminate the plans to protect participants,
TWA and the insurance fund.

Despite PBGC’s deficit of $2.5 billion, short term large potential problems like TWA,
and the $30 billion to $45 billion in projected losses over the long term, some say that there
is no reason to be alarmed. I disagree. The time to act is now before there is a S&L type
crisis. Without action higher premiums could eventually be needed. These would drive the
well funded plans out of this voluntary defined benefit plan system that contains a large
portion of American savings. Even some of the opponents of reform admit that this type
of "en masse” withdrawal could cause a crisis.

I think I can group our financial risks under two different time frames -- ones that
we face immediately and ones that we will face in the future. In the immediate term, we
are encountering the following:

o Companies in financial difficulty look at pension increases as cheap
compensation, and their workers agree to these empty promises because they
are at least partially insured.

0 Plans can actually run out of money even though they have met the funding
requirements. This problem has now been aggravated by recent court
decisions in the LTV case that allow companies in bankruptcy to forgo
contributing all but a small sliver of the normal funding requirements.

[ In this environment, lenders to distressed companies rarely put pressure on
those companies to fund their plans, preferring to believe in optimistic
funding assumptions and knowing that, if the worst happens, pension claims
will have no priorities under the LTV decision. Indeed, sometimes the
creditors will even pressure companies not to fund plans, but rather to
terminate them.

o Underfunding frequently increases dramatically just prior to termination
because benefits triggered by plant closings and early retirements were not
anticipated in funding assumptions. Failure of companies to accumulate a
"rainy day reserve” has been costly to participants, the PBGC insurance fund,
and the premium payers that support that fund.

In the longer run, the unsettled legal status of our bankruptcy claims and the
absence of sufficient co-insurance in the program lessen the interest that a firm’s creditors
or its workers have in the funding status of the pensions. Further, the funding rules
themselves continue to fall short despite the 1987 reforms. In particular:




o Flat-benefit negotiated plaus add new past service benefit increases without
funding old ones. Amortization of such increases under current law is not
fast enough to prevent funding deterioration.

o Under the minimum funding rules, a company receives credits against future
contribution requirements when it has better than expected experience, such
as stronger than expected investment performance, as occurred during the
1980’s, or when actuarial assumptions are liberalized. Because these credits
may be used immediately, regardless of plan funding levels, companies whose
plans are billions of dollars underfunded can and have taken multi-year
funding holidays.

Administration’s Propossls

In the Pension Security Act of 1992, the Administration bas proposed reforms in the
minimum funding rules, PBGC’s guarantee, and bankruptcy rules. They would improve
plan funding through targeted new requirements and economic incentives - by enhancing
the reforms Congress enacted in the 1980s. These reforms have received strong editorial
support from many newspapers including just 2 weeks ago the Wall Street Journal. In a
recent survey of pension officers by the Institutional Investor magazine only 17 percent
objected to PBGC’s proposals.

Before discussing these reforms in detail, I would like to also mention another
important Administration initiative dealing with PBGC, and that is to change the Federal
Budget treatment of PBGC from a cash basis to an accrval basis. It would increase
awareness of the real cost of the insurance program.

Federal Budget Accounting

Under the current cash flow treatment of the PBGC in the Federal Budget, the
premiums paid by covered plans and investment earnings on thein are offsets to Federal
outlays. Benefit payments and administrative expenses paid from PBGC'’s revolving funds
are treated as Federal outlays. Because PBGC generally pays benefits on a monthly basis
over the lifetime of the recipient, payments typically run for decades, so that payments in
a given year typically represent only a small fraction of PBGC’s total liabilities for a
terminated plan. Under cash flow Federal budgeting, PBGC now has a positive cash flow
annually. This does not account for the fact that, on a present value basis, PBGC’s
liabilities for single-employer plans already terminated (and those PBGC books as "prcbable
terminations™ under generally accepted accounting principles), exceed PBGC’s assets by

$2.5 billion. )

In the year that Pan Am’s plans terminated, Pan Am’s plans caused an outlay
increase of oaly $10 million in the federal budget while our losses exceeded well over half
a billion doflars. Cash flow budgeting is the same budgeting that helped obscure the S&L
problem for so many years.

The cash approach simply ignores our growing future liabilities. The
Administration is proposing to shift the budgetary treatment of PBGC (along with the other
Federal insurance programs) from cash budgeting to accrual budgeting in order to reflect
the long-run risk to the insurance program. Under accrual budgeting, PBGC’s outlay costs
will reflect both its accrued liability outstanding at the time of conversion to accrual
accounting for already-terminated plans and its accruing liabilities with respect to expected
future losses. This will show the real financial position of PBGC, whose deficit we estimate
will grow to $18.4 billion by the end of fiscal year 1997 unless proposed reforms are enacted.
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Both the Congressional Budget Office (CBO) and the Genersl Accounting Office
(GAO) have recognized that the federal budget treatment of PBGC needs to be changed.
CBO Director Robert Reischaver testified last month that, "In the case of PBGC, the
current budgetary treatment fails on all counts: it does not accurately characterize the use
of, motivate the control of, or provide for future resources. Joseph Delfico, Director of
Income Security Issues at GAO, testified at the same time that "the concept of reporting of
accruals in the federal budget is sound.”

I will now describe the Admiinistration’s proposal to contain this growing deficit by
enacting reforms to the funding, guarantee and bankruptcy rules.

Minimum Funding Rules

The current minimum funding requirements have proven inadequate in a number
of respects and, if left unchanged, will not significantly reduce the "funding gap" in
chronically underfunded plans. Subject to certain limits, this funding gap is the difference
between termination liability (the benefits owed by the plan in the event the plan
terminates) and plan assets.

In the vast majority of so-called final pay plans, there is no funding gap. This is
because final pay plans, which are about 75 percent of the universe, compute their
obligations in a way that anticipates the worker’s final pay. Consequently, these plans are
usualily overfunded on a termination basis, with funding ratios typically about 145 percent.

In so-called "flat benefit” or "flat dollar” plans, which represent about 2§ percent of
the universe, the funding gap can be considerable. These plans provide a fiat benefit per
year of credited service. Benefits do not increase automatically as in a salary-based plan,
but instead are increased by plan amendment. We estimate that the latest round of
negotiations in the auto, steel and rubber industries may have increased benefits by $8 to

$9 billion.

Most flat benefit plans are the product of collective bargaining. Because benefits are
often increased at three- or five-year intervals in contract negotiations, new liabilities can
be added before old ones are funded, leaving the plan chronically underfunded. Typically,
these plans are only about 75 percent funded. Although funding rules do not allow these
plans to anticipate future benefit increases, there is nothing preventing them from being 100
percent funded.

While helpful, the "deficit reduction contribution” that was enacted in 1987 does not
adequately address the problems posed by these flat benefit plans. In flat benefit plans of
the type I have just discussed, it is possible to be in full compliance with existing minimum
funding rules even when annua! benefit payments far exceed annual contributions to the
plan. In short, firms with large amounts of underfunding can continue to take contribution
holidays provided that the plan’s investment returns exceed expectations or funding
assumptions are changed. Most of the largest underfunded plans have taken such holidays

since 1987,

The Administration is proposing legislation to increase minimum funding for plans
presenting the greatest exposure and risk to PBGC. The rules for fully-funded plans, which
make up the vast majority of defined benefit plans, and for small plans with under 100
participants, would not be changed.

Under the Administration’s proposal, the required minimum funding contribution
would be the greatest of: (1) the amount of any funding deficiency according to the regular
funding standard account; (2) the amount required by the "underfunding reduction
requirement”, which is a stronger version of the "deficit reduction contribution " enacted in
1937; or (3) the amount required by the new "solvency maintenance requirement.”

el
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The underfunding reduction requirement is a stronger version of the 1987 deficit
reduction contribution. As before, this rule, which is a function of the amount of
underfunding, requires higher contributions to the worst funded plans. Existing law
requires faster amortization of unfunded liabilities added to plans after 1987, but permits
significantly slower funding of older liabilities in most underfunded plans. The proposal
would apply the faster amortization requirements to old as well as new liabilities. The
solvency maintenance requirement would require sponsors to contribute at least an amount
equal to benefit payments made during the year plus interest on the plan’s unfunded
liability. This rule will primarily reduce existing underfunding in the near term but over
time will reduce underfunding from future benefit increases.

Underfunded plans with a heavy concentration of retirees and high amounts of
benefit payments would be most affected by this rule. Jo ease the transition to the new
rules and to provide sponsors an opportunity to adjust their future pension ¢~ ’-ibution
expectations, the solvency maintenance requirement would be phased in over a five-year
period. Some sponsors have stated that they will have large increases in contributions, but
that is because of their recent cutback in real contributions.

These minimum funding proposals have been crafted to improve funding in
chronically underfunded plans. Further, tiiey are structured to assure that a greater portion
of investment gains will result in improved plan funding ratios rather than inuring to the
benefit of the sponsor through reduced contributions.

Based on our actuarial analysis, these proposals, had they been enacted in the early
1980s, wou.d have substantially reduced underfunding in most of the major underfunded
plans that constitute our current exposure. If we assume that we continue to have strong
investment returns over the next decade or so, enacting these proposals should, on average,
reduce the time span for full funding of plans from 30 years to 15 years,

This proposal is scored as producing a $2.1 billion revenue loss through 1997 even
though, over the long term, it will save PBGC many times that amount. Thst again shows
the perversity of cash flow budgeting, which will be corrected by the accrual budgeting

proposal.

Restrictions on PBGC's Guarantee

To further improve funding incentives and limit PBGC’s exposure, the
Administration is also pr.posing to restrict the future growth in PBGC’s guarantee for
Yeneiits promited in underfunded plans. Recently $100 million in pension benefit increases
were approved by the bankrupicy court not only in the TWA bankruptcy but also the
Continental bankruptcy, despite PBGC’s protests.

Under the proposals, PBGC would not guarantee new benefits or benefit increases
due to plan amendments adopted or effective after December 31, 1991 for plans that are not
fully funded for vested benefits. However, once the plan becomes fully funded for vestad
benefits, the benefit or benefit increase would be guaranteed, subject to the existing
statutory maximum and phase.in requirements.  Future increases in unpredictable
contingent event benefits, such as shutdown benefits -- which have cost PBGC’s premium
payers over half a billion dollars to date -- would not be guaranteed at all.

Sponsors of underfunded plans and their employees would continue to be free to
agree to future benefit increases, but they would do so knowing that they will not be
guaraxteed until the plan is fully funded. This should encourage better funding and more
realistic benefit promises. Furthermore, the proposal will curb the practice of accumulating
unfunded benefit increases over many years for which PBGC’s premium payers then have
to foot the bill when the plan terminates.
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Bankruptcy

The third major area of proposed program reforms would improve PBGC'’s recoveries
from bankrept sponsors of terminated plans. PBGC geneially has both priority and
nor-priority unsecured claims in bankruptcy proceedings. PBGC has long asserted that
unpaid contributions due during bankruptcy proceedings and a certain portion of PBGC's
claims for pre-bankruptcy unpaid contributions and employer liability for unfunded benefits
are priority claims. It should be remembered that any recoveries PBGC receives in a
bankruptcy are shared with participants who have non-guaranteed benefits.

A 1991 district court decision in the LTV case, if allowed to stand, effectively
precludes payment of pension contributions during bankruptcy, strips PBGC’s claims of
their priority status, and denies PBGC the right to specify the actuarial assumptions used
to determine the amount of our claims. This decision, which relies solely on interpreting
the Bankruptcy Code and ignores related provisions of ERISA and the Internal Revenue
Code, wili lead in a number of ways to more and larger terminations of underfunded plans.
In particular, the decision removes one of our key coinsurance features, which is the
incentive for creditors to ecncourage better funding in order to limit PBGC'’s priority claims
when an underfunded plan terminates.

On average, less than 20 percent of our claims in bankruptcy are entitled to priority
treatment. Although small, these priority claims result in PBGC’s claims being treated
seriously before and during bankruptcy. Clearly, without priority, PBGC’s recoveries in
bankruptcy would be drastically reduced and the coinsurance principles will be eviscerated.

Therefore, the Administration is proposing to clarify PBGC’s existing priorities in
the Bankruptcy Code and, in a few cases, improve its priorities in bankruptcy. These
proposals would:

V] Clarify that PBGC has priority claims for most unpaid pension contributions anJ
for underfunding up to 30 percent of the net worth of the controlled group;

o Change the priority claim for underfunding to the greater of 30 percent of net worth
(as under current law) or a small, but gradually-increasing percentage of
underfunding. Of course, over time underfunding should be decreasing, due to the
other reforms and therefore the size of the recoveries may not change;

[ Give tax priority to claims for underfunding due to shutdown benefits triggered
within three years of termination because these heavily subsidized retirement
benefits are not generally prefunded and are very costly to the insurance fund; and

o Give PBGC the option to be a member of creditors’ committees so that we can have
access to information routinely available to other creditors and help speed-up
reorganizations.

Bankruptcy protections obviously help reduce PBGC's losses once an underfunded
term..nation occurs, but also eacourage better funding before bankruptcy. Companies would
have less incentive to terminate underfunded plans if PBGC could recover significant
amounts when plans terminate. Creditors would treat underfunded pension plans as real
debt, creating a market-based incentive for better plan funding.
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Conclusion

We need legislative change to reduce the threat that growing pension underfunding
poses to the insurance program and to the defined benefit system that we insure. Il we do
not make legislative reforms, premiums might again need to increase, which would be
counterproductive. We estimate that they would need to more than triple again - a seventy-
fold increase from the original premium of 18 years ago.

As this is a voluntary system, that high a premium might drive out the well funded
plans leaving PBGC and potentially the taxpayer holding a bag of empty promises. A recent
Economic Report published by the Federal Reserve Bank of Atlanta points out that if
deposit insurance makes banking institutions unprofitable, their only option is to relinquish
their banking charters. Companies facing unacceptably high PBGC premiums may find it
a less difficult choice to switch from defined benefit to defined contribution plans. A recent
study by Professors Zvi Bodie of Boston University and Robert Merton of Harvard
concluded that overcherging sponsors of well-funded plans in order to subsidize the
underfunded plans of finangially distressed companies could cause a flight of heaithy
sponsors from the defined benefit system that could leave the United States "with bankrupt
defined benefit plans financed directly by taxpayers.”

To avoid this result, we need the support of the Congress to enact program reforms
to improve pension plan funding, limit growth in insurance exposure and clarify the status
of PBGC’s claims in bankruptcy. As Secretary of Labor Lynn Martin said in July,
"Congress has the opportunity to show it has learned the painful lesson taught us by the
S&1. fiasco by taking the necessary steps now to fix the Pension Benefit Guaranty
Corporation. The time to act is now before another crisis occurs.”

Thank you for the opportunity to testify before the Subcommittee. 1 welcome any
questions you may have.
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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a discussion of proposals and issues relating to
the financial condition of the Pension Benefit Guaranty Corpora-
tion (PBGC). The Subcommittee on Private Retirement Plans and
Oversight of the Internal Revenue Service of the Senate Committee
on Finance has scheduled a public hearing on September 25, 1992,
on the PBGC, Federal contingent liabilities under the defined bene-
fit pension plan program, and PBGC's information system.

Part I of the pamphlet is an overview. Part II discusses present
law and background of the Federal pension insurance program and
the financial condition of the PBGC. Part III describes present-law
minimum furding standards and deductions. Part IV discusses the
Administration croposals and related issues.

' This pamphlet may be cited as follows: Joint Committee on Taxation, Proposals and Issues
Relating to the Financial Condition of the Pension Benefit Guaranty Corporation (PBGO) (JCS-
15-92), September 24, 1992.
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I. OVERVIEW

A defined benefit pension plan is a type of employer-sponsored
retirement plan which provides benefits to employees c/ivered by
the plan based on a formula specified in the plan. In order to pro-
vide benefit security to plan participants, the Internal Revenue
Code and title I of the Employee Retirement Income Security Act
of 1974 (ERISA) impose minimum funding requiremen's on the
sponsor of a defined benefit pension plan.

The minimum funding requirements provide employers co.'sider-
able flexibility in determining the minimum required contribution,
and also permit benefits to be funded over a long period of tir.e.
Thus, it is possible that a defined benefit plan may be terminated
?_t a time when plan assets are insufficient to pay promised bene-
its.

ERISA created the Pension Benefit Guaranty Corporation
(PBGC) in order to protect plan participants in the event a defined
benefit pension plan terminates with insuf™ -ient assets to pay
promised benefits. The PBGC guarantees basic retirement benefits,
up to a current dollar maximum benefit of $2,352.57 per month.

In its most recent annual report, the PBGC reported a deficit of
$2.5 billion. The PBGC reports that the defined benefit system as a
whole is relatively healthy, but that certain pension plans, primari-
ly in certain industries, are underfunded by about $40 billion,
about $13 billion of which is in plans sponsored by financially trou-
bled companies. The PBGC forecasts that, depending on the level of
future losses, its deficit could increase to between $2.7 billion and
$17.9 billion by the end of fiscal year 2001.

Despite recent changes in plan funding rules designed to increase
the level of plan funding, the risk of loss upon plan termination
has increased. T¢ deal with this loss of pension security and in-
creased risk to the PBGC, the Administration has proposed a
number of changes to present law, including increasing minimum
funding contributions for underfunded plans, and eliminating the
PBGC guarantee for certain benefits and benefi! iacreases.
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1I. THE FEDERAL PENSION INSURANCE PROGRAM
A. Present Law and Background

Defined benefit pension plans

A defined benefit pension plan is a type of employer-sponsored
retirement plan which provides benefits to employees covered by
the plan based upon a formula specified in the plan. For example,
a defined benefit plan could provide a benefit equal to a percentage
of an employee’s average compensation multiplied by the number
of years of service with the employer. A defined benefit plan could
also, for example, provide a flat dollar benefit based on years of
service, or a specified percentage of compensation or final average.
The key feature of such a plan is that the benefit promised is based
on the plan formula, not on the investment experience of the plan.

In order to help ensure that the promised benefits are paid to
plan participants, defined benefit plans are subject to minimum
funding requirements under both the Internal Revenue Code and
title I of the Employee Retirement Income Security Act of 1974
(ERISA) which require the employer sponsoring the plan to make
certain contributions to fund the plan. These requirements are dis-
cussed in detail below.

The PBGC

The minimum funding requirements permit an employer to fund
benefits over a period of time. Thus, it is possible that the plan
may be terminated at a time when plan assets are not sufficient to
provide all benefits accrued by employees under the plan. In order
to protect plan participants from losing retirement benefits in such
circumstances, the Pension Benefit Guaranty Corporation (PBGC),
a corporation within the Department of Labor, was created in 1974
by ERISA to provide an insurance program for benefits under most
defined benefit pension plans maintained by private employers. Ac-
cording to the PBGC’s latest annual report, the single-employer in-
surance program currently covers more than 32 million partici-
pants in more than 83,000 defined benefit pension plans.

Termination of underfunded pension plans

Prior to 1986, an employer generally could, subject to contractual
obligations, terminate a single-employer plan at any time without
regard to the financial health of the employer and without regard
to the level of assets in the plan. If a single-employer plan was ter-
minated with assets insufficient to pay benefits at the level guaran-
teed by the PBGC, the employer was liable to the PBGC for the
lesser of the insufficiency or an amount equal to 30 percent of the
employer’s net worth.
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Under these rules, employers that wanted to rid themselves of
underfunded liabilities could simply terminate the plan, and the
PBGC would be liable for benefits. The PBGC was in some cases
prevented from recouping its liability from the employer, even if
the employer was financially sound. The plan termination rules
were amended to prevent suci; shifting of liabilities to the PBGC by
the Single Employer Pension Plan Amendments Act (SEPPAA) and
were modified further by the Pension Protection Act of 1987.

Under present law, a plan with assets insufficient to provide for
benefit liabilities can be terminated voluntarily by tae employer
only if the employer and members of the contrclled group of the
employer are in financial distress. In general, benefit liabilities are
all fixed and contingent liabilities to plan participants and benefici-
aries.

Following a distress termination, the PBGC pays out all benefits
under the plan, including guaranteed benefits and those not guar-
anteed. The amount of benefits in oxcess of guaranteed benefits
that are paid to plan participanis depends on the level of plan
funding and the amount the PBGC is able to recover from the em-
ployer. The employer is liable to the PBGC for the full amount of
unfunded benefit liabilities.

Guaranteed benefits

The PBGC guarantees vested retirement benefits (other than
those that vest solely on account of the plan termination), up to a
maximum benefit of $2,352.57 per month in 1992. The dollar limit
is indexed annually for inflation. The guarantee is reduced for ben-
efits starting before age 65, and does not apply to certain types of
ancillary benefits. In the case of a plan or a plan amendment that
has been in effect for less than 5 years before a plan termination,
the amount guaranteed is phased in at a rate of 20 percent per
year.

Sources of PBGC funding

The PBGC is funded by assets in terminated underfunded plans,
amounts recovered from employers who terminate underfunded
plans, and by premiums paid with respect to covered plans. All cov-
ered plans are required to pay a flat per participant premium and
underfunded plans are subject to an additional variable premium
based on the degree of underfunding.

As initially enacted in ERISA, covered plans were required to
pay a flat annual premium to the PBGC of $1.00 per plan partici-
pant. The annual flat-rate per participant premium has been in-
creased several times since the enactment of ERISA, and is cur-
rently $19 per participant.

The variable rate premium was enacted in the Pension Protec-
tion Act of 1987. It was believed that underfunded plans should
bear a greater burden than well-funded plans because they pose a
greater risk of exposure to the PBGC. The amount of the variable
rate premium is $9.00 per each $1,000 of unfunded vested benefits,
up to a maximum of $53 per participant. Thus, the maximum total
per participant premium for an underfunded plan is $72 (a $19 flat-
rate premium plus a maximum $53 variable-rate premium).
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B. Financial Status of the PBGC

As of September 30, 1991, the PBGC reported a deficit of $2.5 bil-
lion. This is an increase over the $1.9 billion deficit reported as of
the end of the prior year. The PBGC experienced its largest losses
in the history of the termination insurance program in the year
ending September 30, 1991. The PBGC attributes these losses pri-
marily to lcwer expected recoveries from employers in bankruptcy
for plans added to PBGC’s liabilities in 1990. The PBGC reports
that the defined benefit plan system is healthy as a whole, but the-
some pension plans, primarily in the steel, automobile, tire, and
airline industries, are underfunded by about $40 billion. Of this,
the PBGC reports that about $13 billion is in plans sponsored by
financially troubled companies.

The PBGC has estimated its future financial status under a vari-
ety of assumptions. Based on various assumptions as to the future
level of PBGC’s losses, it has estimated that the deficit could range
from about $2.7 billion by the end of 2001, if losses are relatively
low, to about $17.9 billion by the end of 2001, if losses are high. Ac-
cording to the PBGC, the estimate of a potential deficit of $17.9 is
not a worst-case scenario.
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III. MINIMUM FUNDING STANDARD AND DEDUCTIONS

Present Law

In general

The minimum funding requirements are designed to provide at
least a certain level of benefit security by requiring an employer to
make certain minimum contributions to a defined benefit plan. The
requirements recognize that, in an on-going plan, pension liabilities
are generally a long-term liability. Thus, benefits are not required
to be immediately funded, but can be funded over a long period of
time.

The minimum funding requirements provide an employer consid-
erable flexibility in determining the amount of the contribution
that must be or can be made in any given year. The minimum re-
quired or maximum permitted contribution that can be made de-
pends on the funding or actuarial cost method used by the plan
and the actuarial assumptions used by the plan actuary.

In response to concerns about the financial status of underfund-
ed pension plans, the minimum funding standards were modified,
and special additional funding requirements were added for under-
funded pension plans by the Pension Protection Act of 1987.

The minimum funding standards and the special rules for under-
funded pension plans are discussed in detail below.

Minimum funding standard

In general

Under the Code and ERISA, certain defined benefit pension
plans are required to meet a minimum funding standard for each
plan year. As an administrative aid in the application of the fund-
ing standard, each defined benefit pension plan is required to
maintain a special account called a “funding standard account” to
which specified charges and credits (including credits for contribu-
tions to the plan) are to be made for each plan year. If, as of the
close of a ﬁan year, the account reflects credits equal to or in
excess of charges, the plan is treated as meeting the minimum
funding standard for the year. Thus, as a general rule, the mini-
mum contribution for a plan year is determined as the amount by
which the charges to the account would exceed credits to the ac-
count if no contribution were made to the plan.

Accumulated funding deficiencies
If, as of the close of any plan year, charges to the funding stand-
ard account exceed credits to the account, then the excess is re-
ferred to as an “accumulated funding deficiency.” Unless a mini-
mum funding waiver is obtained, an employer who is responsible
for contributing to a plan with an accumulsted funding deficiency
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is subject to a 10-percent nondeductible excise tax (5 percent in the
case of a multiemployer plan) on the amount of the deficiency (sec.
4971). If the deficiency is not corrected within the ‘“taxable period,”
then an employer who is responsible for contributing to the plan is
also subject to a nondeductible excise tax equal to 100 percent of
the deficiency. The taxable period is the period beginning with the
end of the plan year in which there is a deficiency and ending on
the earlier of (1) the date of a mailing of a notice of deficiency with
respect to the 10-percent tax or (2) the date on which the 10-per-
cent tax is assessed by the Internal Revenue Service (IRS;.

For example, if the balance of charges to the funding standard
account of a plan for a year would be §200,000 without any contri-
butions, then a minimum contribution in that amount would be re-
quired to meet the minimum funding standard for the year to pre-
vent an accumulated funding deficiency. If the total contribution is
not made, then the employer (or employers) responsible for contrib-
uting to the plan would be subject to an excise tax equal to 10 per-
cent of the deficiency for the year. If the deficiency were not cor-
rected within the specified period, then the 100-percent excise tax
would be imposed on such employer (or employers).

Actuarial cost methods

In general. —A defined benefit pension plan is required to use an
acceptable actuarial cost method to determine the balance in its
funding standard account for a year. Generally, an actuarial cost
method breaks up the cost of benefits under the plan into annual
charges consisting of two elements for each plan year. These ele-
ments are referred to as (1) normal cost, and (2) past service liabil-
ity.

Normal cost.—The normal cost of a plan for a year generally rep-
resents the cost of future benefits allocated to the year by the fund-
ing method used by the plan for current employees and, under
some funding methods, for separated employees. The normal cost
will be funded by future contributions to the plan (1) in level dollar
amounts, (2) as a uniform percentage of payroll, (3) as a uniform
amount per unit of service (e.g., $X per hour), or (4) on the basis of
the actuarial present values of benefits accruing under the plan in
particular plan years.

Past service liability —The past service liability element repre-
sents the cost of future benefits under the plan that will not be
funded by future plan contributions to meet normal cost (1) on the
date the plan is first effective, or (2) on the date a plan amendment
increasing plan benefits is first effective. Under some funding
methods, there is no past service liability component.

Acceptable methods.—Normal cost and past service liability are
key elements in computations under the minimum funding stand-
ard. Although these costs may differ substantially, depending upon
the actuarial cost method used to value a plan’s assets and liabil-
ities, they must be determined under an actuarial cost method per-
mitted by ERISA. ERISA enumerates six acceptable actuarial cost
methods and provides that additional methods may be permitted
under Treasury regulations. Normal costs and past service liabil-
ities under a plan are computed on the basis of an actuarial valu-
ation of the assets and liabilities of a plan. Generally, an actuarial
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valuation is required at least once everﬁ{?é plan years. More fre-
quent valuations may be required by the .

Charges and credits to the funding standard account

In general.—Under the minimum funding standard, the portion
of the cost of a plan that is required to be paid for a particular
year depends upon the nature of the cost. For example, the normal
cost for a year is generally required to be funded currently. On the
other hand, costs with respect to past service (for example, the cost
of retroactive benefit increases), experience losses, and changes in
actuarial assumptions, are spread over a period of years.

Normal cost.—Each plan year, a plan’s funding standard account
is charged with the normal cost assigned to that year under the
particular acceptable actuarial cost method adopted by the plan.
The charge for normal cost will require an offsetting credit in the
funding standard account. Usually, an employer contribution is re-
quired to create the credit.

For example, if the normal cost for a plan year is $150,000, the
funding standard account would be charged with that amount for
the year. Assuming that there are no other credits in the account
to offset the charge for normal cost, an employer contribution of
$150,000 will be required for the year to avoid an accumulated
funding deficiency.

Past service liability.—There are 3 separate charges to the fund-
ing standard account that may arise as the result of past service
liabilities. The first applies to a plan under which past service li-
ability has increased due to a plan amendment made after January
1, 1974; the second applies only to a plan that came into existence
after January 1, 1974; and the third applies only to a plan in exist-
ence on January 1, 1974, Past service liabilities result in annual
charges to the funding standard account for a specified period of
years. Assuming that there are no other credits in the account to
offset a charge for past service liability, and employer contribution
will be required for the year to avoid and accumulated funding de-
ficiency.

In the case of a plan that was in existence on January 1, 1974,
the funding standard account is charged annually with a portion of
the past service liability determined as of the first day of the plan
year of which the funding standard applied to the plan (generally
the plan year beginning in 1976). In the case of a single-employer
plan, the amount of the liability with which the account is charged
for a year is based on amortization of the past service liability over
a period of 40 plan years. The liability is required to be amortized
(in much the same manner as a 40-year mortgage) in equal annual
installments over the 40-year funding period unless the plan be-
comes fully funded.

A plan that was not in exiscence on January 1, 1974, is generally
required to determine past service liability as of the first day of its
first plan year beginning after September 2, 1974 (the date ERISA
was enacted). This liability is required to be amortized by a single-
eraployer plan in equal annual installments over a period of 30
plan years. Accordingly, if there are no other credits in the account
to oftset the charge for thizfast service liability, and if the plan
does not becume fully funded, annual employer contributions will
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})_e l:'.tﬁ:txix‘ed for 30 plan years to offset charges for this past service
iability.

With respect to all plans (whether or not in existence on January
1, 1974), if a net benefit increase takes place as the result of a plan
amendment, then the unfunded t service liability attributable
to the net increase is determined that year and amortized over a
period of 30 years.

For example, assume that a plan uses the calendar year as the
plan year. Further, assume that, during 1987, the plan is amended
to increase benefits and that the net result of plan a:nendments for
1987 is that the past service liability under the plan is increased by
$500,000. In addition, the plan’s actuary uses an interest rate of 8
percent in determining plan costs. The 30-year schedule requires
that $44,414 be charged to the funding standard account each year
to amortize the past service liability. :

Accordingly, for each year in the 30-year period beginning with
1987, the plan’s funding standard account is charged with the
amount of $44,414. If there are no other credits in the account to
offset the charge for past service liability, an employer contribution
of $44,414 would be required for each of the 30 years to avoid an
?ccggndulated funding deficiency unless the plan becomes fully
unded.

Gains and losses from changes in assumptions.—If the actuarial
assumptions used for funding a plan are revised and, under the
new assumptions, the accrued liability of a plan is less than the ac-
crued liabi{)ity computed under the previous assumptions, the de-
crease is a gain from charges in actuarial assumptions. If the new
assumptions result in an increase in the accrued liability, the plan
has a loss from changes in actuarial assumptions. The accrued li-
ability of a plan is the actuarial present value of projected pension
benefits under the plan that will not be funded by future contribu-
tions to meet normal cost. Under the funding standard, the gain or
loss for a year from changes in actuarial assumptions is amortized
over a period of 10 plan years (30 plan years in the case of a multi-
employer plan), resulting in credits or charges to the funding
standard account.

Experience gains and losses.—In determining plan funding under
an actuarial cost method, a plan’s actuary generally makes certain
assumptions regarding the future experience of a plan. These as-
sumptions typically involve rates of interest, mortality, disability,
salary increases, and other factors affecting the value of assets and
liabilities. The actuarial assumptions are required to be reasonable
in the aggregate. If, on the basis of these assumptions, the contri-
butions made to the plan result in actual unfunded liabilities that
are less than anticipated by the actuary, then the excess is an ex-
perience gain. If the actual unfunded liabilities are greater than
those anticipated, then the difference is an experience loss. For a
single-employer plan, experience gains and losses for a year are
amortized over a 5-year period (15 plan years in the case of a multi-
employer plan).

Waived funding deficiencies.—Under the funding standard, the
amount of a waived funding deficiency is amortized over a period
of 5 plan years, beginning with the year in which the waiver is
granted. Each year, the funding standard account is charged with
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the amount amortized for that year unless the plan becomes fully
funded. The interest rate used for purposes of determining the am-
ortization on the waived amount is the greater of (1) the rate used
in computing costs under the plan, or (2) 150 percent of the mid-
term applicable Federal interest rate (AFR) in effect for the first
month of the plan year.

With respect to applications for waivers submitted after April 7,
1986, SEPPAA provides that the IRS is authorized to require secu-
rity to be granted as a condition of granting a waiver of the mini-
mum funding standard if the sum of the plan’s accumulated fund-
ing deficiency and the balance of any outstanding waived funding
deficiencies exceeds $2 million.

Switchback liability.—ERISA provides that certain plans may
elect to use an alternative minimum funding standard account for
any year in lieu of the funding standard account. ERISA prescribes
specified annual charges and credits to the alternative account. No
accumulated funding deficiency is considered to exist for the year :f
a contribution meeting the requirements of the alternative account
is made, even if a smaller contribution is required to balance
charges and credits in the alternative account than would be re-
quired to balance the funding standard account for a plan year.

During years for which contributions are made under the alter-
native account, an employer must also maintain a record of the
charges and credits to the funding standard account. If the plan
later switches back from the alternative account to the funding
standard account, the excess, if any, of charges over credits at the
time of the change (‘“the switchback liability”) must be amortized
over a period of 5 plan years.

Reasonableness of actuarial assumptions.—All costs, liabilities,
interest rates, and other factors are required to be determined on
the basis of actuarial assumptions and methods (1) each of which is
reasonable individually or (2) which result, in the aggregate, in a
total plan contribution equivalent to a contribution that would be
obtained if each assumption were reasonable. In addition, the as-
sumptions are required to reflect the actuary's best estimate of ex-
perience under the plan.

Special rules for underfunded plans

In general

A special funding rule applies to underfunded single-employer
defined benefit pension plans (other than plans with no more than
100 participants on any day in the preceding plan year). This spe-
cial funding rule was adopted due to Congressional concerns re-
garding the solvency of the defined benefit pension plan system
and that the generally applicable funding rules were not in all
cases sufficient to ensure that plans would be adequately funded.

Calculation of deficit reduction contribution

With respect to plans subject to the special rule, the minimum
required contribution is, in general, the greater of (1) the amount
determined under the normal funding rules, or (2) the sum of (i)
normal cost. (ii) the amount necessary to amortize experience gains
and losses over 5 years and gains and losses resulting from changes
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in actuarial assumptions over 10 years, and (iii) the deficit reduc-
tion contribution. addition, a special funding rule applies with
respect to benefits that are contingent on unpredictable events. In
no event is the amount of the contribution to exceed the amount
necessary to increase the funded ratio of the plan to 100 percent.

The deficit reduction contribution is the sum of (1) the unfunded
old liability amount, and (2) the unfunded new liability amount.
Calculation of these amounts is based on the plan’s current liabil-
ity.

Current liability

The term “current liability” generally means all liabilities to em-
ployees and their beneficiaries under the plan determined as if the
plan terminated. However, the value of any “unpredictable contin-
gent event benefit” is not taken into account in determining cur-
rent liability until the event on which the benefit is contingent
occurs.

The interest rate used in determining the current liability of a
plan, as well as the contribution required under the special rule, is
re(fpirt&d to be within a specified range. The permissible range is
defined as a rate of interest that is not more than 10 percent above
or below the average mid-term applicable Federal rate (AFR) for
the 4-year period ending on the last day before the beginning of the
plan year for which the interest rate is being used (or, if shorter,
the period that the AFR has been computed). The Secretary may,
where appropriate, allow a lower rate of interest except that such
r%t(.)e may not be less than 80 percent of the average rate discussed
above.

Within the permissible range, the interest rate is required to be
reasonable. The determination of whether an interest rate is rea-
sonable depends on the cost of purchasing an annuity sufficient to
satisfy current liability. The interest rate is to be a reasonable esti-
mate of the interest rate used to determine the cost of such annu-
ity, assuming that the cost only reflected the present value of the
payments under the annuity (and did not reflect the seller’s profit,
administrative expenses, etc.).

Unfunded current liability means, with respect to any plan year,
the excess of (1) the current liability under the plan over (2) the
value of the plan’s assets reduced any credit balance in the

e(i' current liability percentage
of a plan for a plan year is the percentage that (1) the value of the
plan’s assets reduced by any credit balance in the funding standard
account is of (2) the current liability under the plan.

Unfunded old liability amount

The unfunded old liability amount is, in general, the amount
necessary to amortize the unfunded old liability under the plan in
equal annual installments (until fully amortized) over a fixed
period of 18 plan years (begmmﬁ with the first plan year begin-
ning after December 31, 1988). The “unfunded old liability” with
respect to a plan is the unfunded current liability of the plan as of
the beginning of the first plan year beginning after December 31,
1987, determined without regard to any plan amendment adopted
after October 16, 1987, that increases plan liabilities (other than
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amendments adopted pursuant to certain collective bargaining
agreements).

Unfunded new liability amount

The unfunded new liability amount for a plan year is the appli-
cable percentage of the plan's “unfunded new liability.” Unfunded
new liability means the unfunded current liability of the plan for
the plan year, determined without regard to (1) the unamortized
portion of the unfunded old liability (and the unamortized portion
of certain unfunded liability from certain benefit increases) and (2)
the liability with respe-t to any unpredictable contingent event
benefits, without regard to whether or not the event has occurred.
Thus, in calculating the unfunded new liability, all unpredictable
contingent event benefirs are disregarded, even if the event on
which that benefit i< cont.ngent has occurred.

If the funded current liability percentage is less than 35 percent,
then the applicable percentage 1s 30 percent. The applicable per-
centage decreases by U5 of one percentage point for each 1 percent-
ege point by which the plan's funded current liability percentage
exceeds 35 percent.

Unpredictable contingent event benefits

The value of any unpredictable contingent event benefit is not
considered in determiniig current Liability until the event has oc-
curred. If the event on which an unpredictable contingent event
benefit is contingen’ -« .13 during the plan year and the assets of
the plan are less thun current liab ity (calculated after the event
has occurred), then an additional tunding contribution (over and
above the minimum funding contribution otherwise due) is re-
quired.

Unpredictable contingent event benefits include benefits that
depend on contingencies tliat. like facility shutdowns or reductions
or contractions in worktorce, are not reliably and reasonably p:e-
dictable. The event on which an unpredictable contingent event
benefit is contingent is generally not (onsidered to have occurred
until all events on which the benefit is contingent have occurred.

The amount of the additional contribution is generally equal to
the greater of (1) the unfunded portion of the benefits paid during
the plan year (regardless of the form in which paid), including
(except as provided by the Secretary! any payment for the purchase
of an annuity contract with respect to a participant with respect to
unpredictable contingent event benefits, and (2) the amount that
would be determined for the year if the unpredictable contingent
event benefit liabilities were amortized in equal annual install-
ments over 7 years, beginning with the plan year in which the
event occurs.

The rule relating to unpredictable contingent event benefits is
phased in for plan years beginning in 1989 through 2001.

Small plan rule

In the case of a plan with more than 100 but no more than 150
participants during the preceding year, the amount of the addition-
al deficit reduction contribution is determined by multiplying the
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otherwise required additional contribution by 2 percent for each
participant in excess of 100, -

Full funding limitation

No contribution is required or permitted under the minimum
funding rules to the extent the plan is at the full funding limita-
tion. In addition, under present law, subject to certain !imitations,
an employer may make deductible contributions to a defined bene-
fit pension plan up to the full funding limitation. The full funding
limitation is generally defined as the excess, if any, of (1) the lesser
of (a) the accrued liability under the plan (including normal cost) or
(b) 150 percent of the plan’s current liability, over (2) the lesser of
{a) the fair market value of the plan’s assets, or (b) the actuarial
value of the plan’s assets (sec. 412(cX7)).

Funding waivers

Within limits, the IRS is permitted to waive all or a portion of
the contributions required under the minimum funding standard
for a plan year. A waiver may be granted if the employer (or em-
ployers) responsible for the contribution could not make the re-
q‘;xired contribution without temporary substantial business hani-
ship. A waiver may be granted only if the business hardship is tem-
porary and if the entire controlled group of which the employer is
a member, as well as the employer itself, is experiencing the hard-
ship. No more than 3 waivers may be granted within any period of
15 consecutive plan years. The IRS may require an employer to
provide security as a condition of granting a waiver.

The IRS is authorized to require security to be granted as a con-
dition of granting a waiver of the minimum funding standard if the
sum of the plan’s accumulated funding deficiency and the balance
of any outstanding waived funding degciencies exceeds $1 million.

Controlled group liability

The funding requirements applicable to a plan are imposed on
all employers that are members of the same controlled group of
corporations as the employer who is responsible for making the
contributions.

Deductions for employer contributions

The contributions of an employer to a qualified plan are deducti-
ble in the year for which the contributions are paid, within limits
(sec. 404). No deduction is allowed, however, for a contribution that
is not an ordinary and necessary business expense or an expense
for the production of income. The deduction limits applicable to an
employer’s contribution depend on the type of plan to which the
contribution is made and may depend on whether an employee cov-
ered by the plan is also covered by another plan of the employer.
However, no deduction is allowed with respect to contributions or
benefits in excess of the overall limits on contributions or benefits.

Under the Internal Revenue Code, a 10-percent nondeductible
excise tax is imposed on nondeductible contributions to a qualified
plan. The purpose of the excise tax is to discourage employers from
making excessive contributions to a plan in order to obtain the
benefit of tax-free earnings on the contributions.




v

o8

A special deduction rule applies to underfunded defined benefit

pension plans. In the case of a single-employer defined benefit
donphnwhichbummthanlOOparﬁcipanta,themaxirgeug
‘amount deductible is not less than the plan’s unfunded current li-
ability as determined under the minimum funding rules.
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IV. PROPOSALS AND ISSUES

Administration Proposals

The Administration has proposed a number of reforms relating
to the PBGC termination insurance system, including increasing
the minimum funding rules for certain plans and modifying the

BGC guarantee with respect to plan amendments.?

Minimum funding requirements

In general, the Administration’s minimum funding proposal
would build on the changes made by the Pension Protection Act of
1987 by requiring sponsors of underfunded plans to fund pension
liabilities more rapidly than under present-law rules. Alternative-
ly, underfunded plans with high levels of payments to pension re-
cipients would be required each year to make contributions to the
rlan equal to disbursements plus interest on the plan’s unfunded
iability. The proposed rules would require underfunded plans to
increase their funding levels over a period of time.

To accomplish these goals, the pro 1 would replace the cur-
rent deficit reduction contribution with two new rules: (1) the ‘“‘un-
derfunding reduction requirement,” and (2) the “solvency mainte-
nance requirement’. The required minimum funding contribution
would be the greatest of (a) the amount of any funding deficiency
according to the regular funding standard account, (b) the amount
required by the underfunding reduction rule, or (c) the amount re-
quired by the solvency maintenance rule. The two new rules would
only apply to underfunded pension plans with more than 100 par-
ticipants, and would only have a limited effect on plans with more
than 100, but no more than 150 participants.

The underfunding reduction requirement (revised Code sec.
412(1)) would apply the formula for the unfunded new liability
amount from the deficit reduction contribution to the entire under-
funding, thereby eliminating the grandfathering of pre-1987 liabil-
ities over an 18-year period. As under present law, the rule would
require larger contributions with respect to the most underfunded
plans. To this amount would be added normal cost, the repayment
of waived contributions, and charges for experience losses and
losses from changes in actuarial assumptions. Credit for experience
gains, gains from changes in actuarial assumptions and greater
than required minimum contributions (per sec. 412(b)) would be al-
lowed as offsets, but only to the extent of the chaﬁes for experi-
ence losses and the losses from changes in actuarial assumptions.

The solvency maintenance requirement (new sec. 412(0)) has two
main components: (1) disbursements from the plan (i.e., benefit pay-

? These and other proposals were included in the President’s fiscal year 1983 budget, and are
in H.R. 4545, introduced by Mr. Michel (by request) on March 24, 1992.

"neo
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ments, including annuity purchases, administrative expenses and
other disbursements), and (2) the plan’s initial unfunded liability
multiplied by the interest rate used for purposes of the funding
standard account under section 412(b). Normal cost and other
charges are added to this amount, and credits are allowed, in the
same manner as under the underfunding reduction requirement.

To protect firms against possibly large and unplanned increases
in their required contributions on account of this rule, the solvency
maintenance requirement would be phased in over a 5-year transi-
tion period. In addition, with respect to both requirements, an
positive credit balances that antedate 1992 would be allowed as full
offsets under both the new requirements.

DisciFline in actuarial assumptions would be maintained by use
of the funding standard account concepts of experience losses and
losses from changes in actuarial assumptions. Limiting credit for
experience gains, gains from changes in actuarial assumptions, and
for greater-than-required minimum contributions in past years but-
tresses that discipline and assures that underfunded pension plans
g(liways make a contribution in each year that they are underfund-

PBGC guarantee

The pror.7sal would provide that the PBGC guarantee does not
apply to b. hefits under a new plan or an increase in benefits re-
sulting from a plan amendment unless the plan is fully funded. In
addition, the proposal would provide that the PBGC guarantee does
not apply to any new unpredictable contingent event benefits or
any increases in such benefits. An unpredictable contingent event
benefit is any benefit contingent on an event other than age, serv-
ice, compensation, death, or disability or an event which is reason-
ably and reliably predicable.

Bankruptcy Reforms

The National Bankruptcy Review Commission Act (S. 1985)
(“Bankruptcy Act”), as amended on the Senate floor,? includes pen-
sion-related bankruptcy reforms. The stated intent of the provi-
sions is to protect the pension insurance program by preventing
the use of the bankruptcy laws to evade current pension obliga-
tions.

The Bankruptcy Act generally requires employers, after they
have filed for bankruptcy, to continue to make the annual mini-
mum funding contribution required by the Internal Revenue Code.
An employer can delay the minimum contribution until the em-
ployer emerges from bankruptcy if the employer provides a securi-
ty interest to the plan equal to the amount of the delayed contribu-
tions. This provision is designed to permit a financially troubled
company to organize its affairs before any cash contributions are
required to be paid to the pension plan.

The Bankruptcy Act treats these changes as a clarification of
present law and therefore applicable to any missed pension plan

* Senators Packwood, Graham, and Metzenbaum offered a floor amendment (No. 2425) to the
Bankruptcy Act, S. 1985, that included the pension-related bankruptcy reforms described below.
The floor amendment was agreed to by unanimous consent on June 16, 1992,
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contributions, before or after the date of enactment of the Bank-
ruptcy Act, that occurred after an employer filed for bankruptcy.

Analysis of Issues
Increased funding rate

Those in favor of increasing the minimum funding standards
argue that the rate of funding required under the present-law min-
imum funding standard exposes plan participants and the PBGC to
excessive risk. Under present law, the funded status of a plan could
deteriorate even if the minimum funding requirements are fully
satisfied. Thus, it is argued that, given the existence of a plan ter-
mination insurance program, the present-law rules providing long-
term financing of increases in unfunded liabilities create an incen-
tive for employers to provide benefit increases that might other-
wise not be affordable. In addition, the existence of benefit guaran-
tees makes it less likely that employees will express concern about
the security of their promised benefits.

As a result, supporters of increases in the minimum funding
rules believe that more rapid funding would more appropriately
limit the ability of employers to delay or avoid funding obligations.
They argue that an employer should not have the opportunity to
make pension promises that exceed its financial capacity. They
suggest that the purpose of sound funding is to protect employee
benefits by insulating them from business risk of the employer, as
well as to protect the PBGC from systematic loss. Further, they
argue that if the risk of loss to the PBGC is not minimized, taxpay-
ers may ultimately have to pay for unfunded benefit promises.

Concerns have geen expressed that the rate of funding proposed
by the Administration is unnecessarily high, and that an employer
who otherwise would have been able to fully fund plan liabilities
may, instead, choose bankruptcy as a means of avoiding the faster
funding of its unfunded liability. Sharply higher contribution re-
quirements, particularly requirements imposed with respect to ex-
isting unfunded liabilities, could prove burdensome for employers
in cyclical businesses. For employers who incur net operating
losses, the increased contributions may not be fully deductible
when paid.

Others argue that the rapid rates mandated by the Administra-
tion proposal would unduly restrict funding flexibility under de-
fined benefit pension plans and may cause termination of plans by
employers that are unwilling to bear the increased current costs of
funding. They argue that the objective of greater benefit securit
can be obtained with a less extensive increase in the rate of fund-
ing that is less likely to cause the termination of defined benefit
pension plans.

Some who oppose faster funding believe that the requirements
will interfere with collective bargaining. They suggest that the
extent to which amounts earned by employees should be divided
between pension plan contributions and other forms of compensa-
tion is more apglropriately left to employee representatives and to
employers. On the other hand, it can be argued that constraints on
the collective bargaining process are appropriate in light of the
FBGC’s unique role as guarartor of an employer’s benefit promises
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to emplof;/‘oees. Because employees are assured of receipt of their
benefits from the PBGC if the employer is unable to meet ite bene-
fit commitments, some argue that the normal arm’s-length nature
of the collective bargaining process is weakened and that employ-
e?a have less inicentive to bargain for adequate funding by the em-
ployer.

yme argue that a more extensive evaluation of the present-law
funding requirements is appropriate. For example, the flexibility
provided to employers in selecting the method of funding to be
used for a particular plan could be reexamined. The particular
characteristics of employers in various industries could be studied
to determine whether certain funding methods are more approrri-
ate or desirabie from a benefit security perspective. The flexibility
in choosing actuarial assumptions could also be reexamined.

The PB reports that most of its exposure is from collectivel
bargained plans that provide a flat benefit (e.g., $20 per mont
times number of years of service). Under such plans, the flat bene-
fit amount is increased periodically. The present-law funding rules
do not permit increases in the flat benefit to be anticipated. In con-
trast, in plans based on compensation, increases in compernsation
can be anticipated. Thus, some argue that increases in flai benefits
should be permitted to be anticipated in projecting plan liabilities
so that the benefits can be funded in advance.

Some argue that such a proposal should not be adopted, or
should be adopted only with appropriate restrictions to prevent em-
ployers who want to increase deductions from anticipating in-
creases in benefits that may never take place. On the other hand,
proponents of the proposal argue that the employer does not have
an incentive to overestimate benefit increases because there is lira-
ited ability to recoup any overfunding. First, in most collectively
bargained plans, the employer has no incentive to overfund, be-
cause any excess pension assets revert to employees on plan termi-
nation. ond, even if the employer has a right to any reversion,
the present-law excise tax on reversions substantially reduces the
amount of excess assets an employer can claim.

Others doubt that permitting increases in flat benefits will have
any real impact cu plan funding. Such plans typically are under-
funded before any increases are granted. If the employer does not
fund existing benefits, then the employer is unlikely to take advan-
tage of the opportunity to fund benefit increases that have not
been granted.

Some have suggested that an alternative way to protect against
pension losses would be to increase the PBGC premiums for all
plans. They argue that the PBGC program is an insurance p1o-
gram, so that risk of loss should be spread among all premium
payers.

Opponents of increasing the PBGC premium argue that, while
risk spreading is appropriate, there is an underlying moral hazard
in the PBGC system that needs to be addressed — the incentive to
underfund knowing the PBGC will pay benefits. Further, they
argue that because the defined benefit system in voluntary, if pre-
miums on low-risk plans are too high they will simply exit the
system, leaving only plans that represent significant exposure to
tﬂe PBGC. The best way to deal with systematic underfunding,
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§hey argue, is to require employers to fund their own benefit prom-
ises.
PBGC guarantee

The Administration proposal to eliminate the PBGC guarantee
in certain circumstances is designed to limit the PBGC’s exposure
to chronically underfunded plans and to provide an incentive to
employers to fund benefit increases. The general theory behind the
proposal is that employers will not provide and employees will not
want benefit increases that are not guaranteed.

Opponents of the Administration proposal argue that the propos-
al is simply a way to limit PBGC exposure, and undermines the
whole purpose of the PBGC—which is to guarantee benefits. They
argue that the proposal will do nothing to help benefit security, but
will make it worse by weakening the guarantee. Further, they
argue that participants may be misled, because they rnay not
:tene%w that the particular benefit or benefit increase is not guaran-

Some opponents of the Administration proposal agree that the
goal of limiting unfunded benefit increases in chronicelly under-
funded plans is appropriate, but would address it in a different
way. For example, Lenefit increases in underfunded plans could be
prohibited unless tke plan is funded to a certain level, or security
is provided. Such a proposal could build on the present-law require-
ment that sponsors, of plans which are less than 60 percent funded
provide security in the case of plan amendments.
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PREPARED STATEMENT OF DALLAS SALISBURY

1 am pleased to appear before you this morning to discuss the financial condition
of the Pension Benefit Guaranty Corporation (PBCC). My name is Dallas Salisbury. |
am president of the Employee Benefit Research Institute (EBRI), a nonprofit,
nonpartisan, public policy research organization based in Washington, DC.

EBRI has been committed, since its founding in 1978, to the accurate statistical
analysis of economic security issues. Through our r 's¢ 1rch, we strive to contribute to
the tormulation of effeciive and responsible health v 2lfare, and retirement policies.
Consistent with our mission, we do not lobby or advocate spedific policy solutions.

Intreduction

The Employee Retirement Income Security Act of 1974 (ERISA) was a landmark
piece of legistation. Among its major provisions was the creation of PBGC. ERISA in
xeneral, and the provisions related to PBGC in particular, have been amended many
times since 1974 in an effort to better achieve the original purposes of the Act. PBGC
has consistently undertaken analysis to identify areas where further change wouid
improve the system.

Most recently, additional proposals for change were discussed in the 1991 PBGC
Annual Report to Congress. Changes to the Bankruptcy Act were proposed in
November 1991 in separate pieces of legislation (S. 1985 and H.R. 3837); amended
versions of these bills have been passed by their respective chambers. The President’s
FY 1993 Budget proposed extensive changes for PBGC that were introduced in
lyistative form by Senator Majority Leader Robert Dole (S. 2485) and House Minority
Leader Robert Michel (H.R. 4545) last March. Most recently, Senator James leffords and
Representative ] J. Pickle introduced legislation proposing further reforms for the PBCC
(S 3162 and H R. 5800). The House Ways and Means Subcommittee on Oversight held
1 heanng on these proposals on August 11.

The descriptions of the PBGC situation have revolved around the word “crisis,’
amid comparison to the "S&L fiasco.” (Martin, 7/28/92). Most recently it has been
turned into an election issue, with statements being made that can only be said to
stretch the facts.

I was at PBGC during 1977 and 1978. | had the privilege of working with
Scnators Jacob Javits and Harrison Williams on early rev iions of the PBGC statute. [
had the honor of directing the study effort that led to "reiorm" of the PBGC Multi-
vmplover program and the present stability of that program. [ have participated in
ongoing reviews of PBGC, including a PBGC Advisory Committee Privatization Task
Force 1n 1982-83, and presently serve by appointment of President Bush on the PBGC
Advisory Committee.

Concerned by developments in 1991, EBRI undertook its own review of PBGC
and in May 1992 published EBRI Issue Brief No. 126: "PBGC Solvency: Balandng Sodial
and Casualty Insurance Perspectives.” [ ask that the full text of that review be included
in the record of this hearing. The PBGC and its underlying statute still have room to
evolve, but both have grown progressively stronger since 1974.

Employer-sponsored pension plans represent an important source of retirement
income for Americans. In 1990, private pension retirement benefits of $141 billion
accounted for 31 percent of the $457 billion in total retirement benetit payments (U.S.
Department of Commerce). By comparison, private pension benefits totaled $7.4 billion
in 1970. Factoning contnbutions and earnings, along with benefit payments, private
sector defined benefit pensions had an estimated tax expenditure (using government
methodology) of $8.2 billion in fiscal 1993; total tax expenditures for public and private

~ector employer-provided pensions was $56.5 billion.!

I The breakdown for the estimated 1ax expenditure of $36.3 biltion for employer-provided pensions 13 as
wlluws  private defined benefit, $8 2 bilhon; pnvate defined contribution, $193 billion; publx. defined
benetin, $27.9 bithon, and public defined contisbution, $1.1 billion. Keough plans had a tax‘expenditure of

27 biihion and Individual renrement plans, $7.1 trilion. (EBRI compilation from Join: Committee on
1awunon data and EBRI estimates by plan type)

BEST AVAILABLE COPY
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'BCC Finargial History and Current ‘is

Concern regarding PBGC's fin. ncial viability arises from a current agency deficit
ot $2.5 billion in the single employer fund and the estimated $31 billion in
underfunding within individual single-employer plans, $13 billion of which is
vonsidered by PBGC 1o pose a serious risk because vf sponsor’s financial trouble. Table
I presents a time trend of financial information for PBGC and the insured system.

Table I demonstrates the willingness of Congress to adjust premiums to maintain
the cash flow solvency of the agency. Premium income is currently at an all time high
and the cash flow 1s quite positive. According to PBGC, "Although cash flow could turn
negative as early as three years in the pessimistic forecast, the fund has ample assets to
pav its liabilities (benetit payments) for a considerable peniod of time” (Pension Benefit
Guaranty Corporation, 1991)

The agency’s deficit, swhile trending upward over time, has exhibited a great deal
of volanlity, particulariy in the muid-to-lat2 1980s. The 1986 PBGC Annual Report placed
the deficit at 4 billhion due to LTV. The j resent deficit of $2.5 billion is higher than at
anv time other than 1986 WWhile the reported deficit includes the present value of
l1abilihies for future benetit payments, it nakes no attempt to include future revenue
receipts that wall be available to at least rartially cover these liabilities. According to
I’BGC, current premium receipts total $90 million per year, while interest and
Jinidend receipts currenily appioximat: 3305 million per year (PBGC, 1991).

Table 2 compares PBGC's curren. reported exposure level with available figures
of past exposure <(Ippolito, 1989). 1990 exposure ($25.6 billion) is lower than at anytime
betwveen 1978 (5116 9 billion) and 1986 ($49.2 billion). In fact, current exposure is
approximately 40 percent of the historic average of $39.9 billiun. PBGC is a stronger
apency today than at any time 1n1ts his ory, both financielly and in its legal authority

Status of the Defined Benefit System

The PBCC's abiuty to meet its fu ure obligations depends also upon the health of
the private detined benerit svstem as a ‘whole. PBGC reports that in the aggregate
detined benefit plans have $1.3 tnillion 1n assets to back $300 billion in benefit Labilities
Available evidence suggests that appro.imately 85 percent of pension plans have assets
equal to or exceeding 10C percent of liatilities, up from 45 percent in 1981, and 38
percent of plans have assets in excess of 150 percent of liability for accrued benefits
ttable 3) 3 The percentage of plans that were fully funded on a termination basis
increased every year between 1981 and 1987 and leveled off between 1987 and 1991.

From 1977 to 1987, the funding status of single-employer defined benefit plans
has significantly improved, rising from an average of 85 percent funded to 129 percent
funded on a termination basis (table 4). Since 1980, defined benefit plans on average
have bren overfunded. The increase in funding ratios most likely reflects a combinatior
ot f. 2t rs, including higher contribution rates needed to meet minimum funding
standards, favorable 1. estment returns on equity, and the use of hugher interest rate
assumptions to dis .unt future benefits.

Despite the >und aggregate funding status of the defined benefit system, the net
dethiat of the single-employer insurance system can be significantly increased by single
oceurrences of distress terminations of large pension plans. PBGC publishes an annual
hist of the top 50 underfunded pens.on plans. Underfunding by plans on this list
increased from $14 2 billion in 1989 to $21.5 billion in 1990.4 Three firms, General
Motors, Chrysler, and LTV are resconsible for 97 percent of the increase in

Al higures are1n 198 dollars
Mhroughout this discussion termination basis refers to basing tuncing ratics on * nefits accrued and avscts
acumulan §attie ond of the plan vear—the assumphons plans would use to calvulate liabnhtiqfot
wandard tminations  Termination basis funding does r.ot refer to PBGC's calculat.on of liabilties for
undertundad terminations. using terminauon monality and retirement age assumptions

IMRGC denved its top 30 list using a computenzed data base created by Standard & Pood's Compustat

e we, Inc, which contasns corporate annual reports for fiscal years ending in 1990. PECC supplemented
ihe Jatabase with data from corporate annual reponts for fiscal years ending in 1989 and earher fiscal years,
104 where available, 1987 and 1988 5300 forms. PBGC also sent letters to plan sponsors containing thewr
wns fuading iInformation for comment pnor to publication.
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undcerfunding ($7.1 bi lion). (PBGC has reached tentative agreements with LTV to limit
cvposure. General Motors is the agency's largest premium payer.) The same three
companies are also responsible for 64 percent of the top 50 companies’ unfunded
labilities. Funding rasios of plan sponsors listed ranged from 6 percent for LTV, to 94
percent for National Steel, with an aggregate overall funding ratio of 75.5 percent. The
underfunding of plans on the "Top 507 list is defined as unfunded guaranteed benefit
liabilities (liabilities for non-guaranteed benefits are not included). Being on the "Top
50 list does not mean the plan is in danger of a distress termination. PBGC estimates
that companies experiencing financial troubles accounted for $13 billion of pension plan
underfunding in 1991, an increase from $8 billion in 1990.

Seventy-five percent of the listed plans' underfunding is attributable to plan
sponsors in the airline, steel, auto, and tire industries, mos* of which sponsor flat benefit
ptans. Pension plan underfunding for an individual plan sponsor on the top 50 list
ranged from $47 million to $7.1 billion. It should be noted that some plan sponsors
listed have pension plans that are overfunded, but since the PBGC does not have legal
recourse to the excess assets of overfunded plans these assets are not included on the
List.

PBGC and the "S&I. Flasco”

Public confidence 1s something to be guarded. It should only be threatened if
there 1s a real reason to do so Comparison of PBGC to the "S&L fiasco” scrves to imply
that a large number of pension plans that no one thinks are in trouble are on the verge
of failure, that a taxpaver bailout is imminent, and that PBGC is in historically bad
condition. None of these conditions exist. The unfortunate tc-minations of Eastern and
Pan Am, which increased PBGC liabilities in 1991, were anything but unexpected. The
prospect of liabilities from LTV were well known neaily a decade ago. In 1986 the
I’'BGC deficit was reported at $4 0 bullion (compared t5 $2.5 billion 1n 1991) Jue to the
short term holding of the LTV plans by PBGC.

Congress has a long history of careful monitori g of PBGC and legislative action
when needed to avoid any type of situation even ruse: ibling the "S&L fiasco.” And,
ERISA has been extremely successful in strengthening the overall insured defined
benciit system.

Furthermore, it should be ernphasized that the "S&L fiasco” had other features
not found in the pension system. These features are:

*As of year-end 1988, FSLIC-insured saxings institutions were much more

concentrated in secunties sensitive to downturns in the real estate market than

defined benefit pension plans are today (cnarts 1 and 2). Defined benefit
pension plan assets are highly diversified.

*S&Ls were given new investment powers in 1980 and many margirally

capitalized institutions believed they-could grow their way out of their

problems. The rapid growth of agency-guaranteed liabilities does notappear to
be the case with PBGC.

*Best judgments are that fraud and mismanagement existed in about 60 percent

of the S&L failures and that it contributed to the failure or the insolvency in

perhaps about 25 percent of the cases. Evidence of such activity among single-
employer pension plans is almost non-existent.

*As S&Ls found themselves constrained by limits on the amount they could lend

to a single borrower they began to sell off pieces of the loan to other institutions

(loan participauon). Many of these secondary lenders relied on the

underwriting capacities of the originating S&L. Although a large proportion of

defined benefit plan assets are placed in bank pooled funds and similar
investments where there is a sharing of investment results, it is fundamentally
different than loan participations that have been characterized as "a transfer of
nsk from a party who lacks courage to one who lacks knowledge.">

*From 1981 to 1987, S&Ls insured by FSLIC we. ! permitted to use accounting

ophons that were not in agreement with Generully Accepted Accounting

Prinaples (CAAP) and have beer described as "self-deceptive accounting

procedures” by the Executive Director of PBGC. In contrast, pension plans must

:K:rrp i jettrey. The Insolvency Looking Glass ™ Best's Revwew (Scptember 1991). 37t
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adhere to very conservative accounting measures under FAS 35 while the vast
majority of the large defined benefit plan sponsors follow GAAP procedures, at
least for those events defining their solvency and net worth determinations.

Perhaps the most important distinctions between the two programs is that funds
are not generally available to the particdpant on demand in a defined benefit pension
plan prior to termination of employment. At that point approximately 40 percent cf
plans offer a lump-sum option. Although there is some potential for lump-sum
distnbubions to negatively impact the cash flow of a pension plan, this could be
controlled (at least theoretically) by ERISA Section 4045, which allows PBGC to
recapture part of any distnbutions that stait within the three-year period immediately
preceding the failure of the plan. Certainly, there is only limited evidence of
catastrophic “runs on the bank” from the standpoint of defined benefit plan sponsors or
I'BCC.

Moreover, after a termunation the cash flow position is also markedly different
between the two programs. Deposite rs .n S&Ls were typically paid immediately, while
PBCC can spread pavments over a |.'\ng penod of time.

Although most of the discussion here has dealt with the similanties {or lack
therecot) between the exposures of S&Ls and PBGC, the most important difference
between the two guarantee funds is that the likelihood that a plan insured by PBGC wiil
failis diversified across several key industnes whereas S&L guarantee funds were
exposed exclusively to the nsks of a single industry that was extremeiy vulnerable to
fraud and events beyond its control.

The Long Hhistory of PBCC Reform

A review of PBGC Annual Reports to Congress finds that recognition of the
‘imperfection ' of the onginal statute came early The 1976 report raised the potential
need for higher premiums, which were in tum increased in 1977 from $1 to $2 60. The
1978 report stated. "PBCC studies and research reflect both a growing awareness of
fundamentai defects 1n that program and possible solut:ons that will add to the long-
term strength of the private pension system.” That vear PBGC told Congress that the
Countingent Emplover Liability Program called for by ERISA was "unworkable and
undesirable.” .

The 1979 report outhined planned l2gislative proposals for the single employer
program and reviewed proposed changes in the Multiemployer program, while the
1980 report contained further discussion of desired change and reported that the
Multiemplover changes had been enacted (MEPPA).

The 1981 report outlined single employer program changes that were introduced
in Congress. The 1982 report highlighted a request for higher premiums and more
leyislative proposals. The 1983 report revised the premium request and the proposals.
The 1984 report found a positive income year and a positive claims year with a higher
premium request but a spreading of the leficit being funded from 10 years to 15 years

The 1985 report pushed for legislutive change that was enacted and reported
upon in the 1986 report (SEPPAA) along with a premium increase to $8.50. This
legislanon fundamentally restnicted the drcumstances under which employers could
terminate an undertunded plan and "dump” liabilities on PBGC. The 1985 report also
stated, however: “Unfortunately, the legislation is not sufficient to secure the program's
future The PBGC now faces a financial crisis fhat poses a serious threat to the future of
its single-employer insurance program. Payments to current retirees are not at risk in
the immediate future, and there 1s suffiaent time to make the necessary changes. But
the need for changes must not be ignored.” The report highlighted the fact that the
“underfunding of a small percentage of private pension plans threatens the PBGC's
future.”

The 1987 report highlighted an extraordinanly successful legislative effort by the
agency: significant change in the single-employer program and movement to a variable
rate premium structure. The changes in the Pension Protection Act of 1987 again
tightened the mimimum funding standards, with new minimum -ontributions,
quarterly contributions, a lien for missed contributions, and new restrictions on funding
waivers. Also, PBGC's position in bankruptcy was improved and even tighter
requirements for allowing a plan termination were enacted. PBGC handed the plans
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termirated by LTV back to the company. The number of plan termiz.ations increased to
17863, but terminations with asset reversions declined. The therae of the report vas
e, ping Promises”, and it again highlighted the strength of the overall system.

The 1988 report stated: “Serious problems do remain, in part due 1o the
uncertain status of the contested LTV plans. Unpredictable catastrophic claims and
economic downturns could still threaten the agency's financial stability. But with the
FY 1988 pension reforms, the pension insurance system now is considerably more stable
and cquitable. The reforms have provided greater security for the system and the
benefits it protects. The program s better funded and many of the opportunities for
sbuse have either been eliminated or reduced. As a result, employers, workers, and
reurces can all look to a brighter future, confident that defired benefit pensica plans
will continue to pav benefits as promised -- and that the PBGC will continue to protect
them.”

The 1989 annual report (the first to be signed by PBGC Execuiive Director James
Lockhart) noted that {efined benehit plans are healthier than ever before. PBGC,
however, remains exposed to the nisk of some largs underfunded Fension plans ..and is
determined to encourage better funding of pension plans and to mmake it more difficult
for emplovers to terminate these underfunded plans ..As we continue to protect the
pensions of workers and retirees, we look to the future with great confidence. This
contidence is based on the soundr.ess of the defined benefit pension plans, the recent
tegislative changes that remnforced the program, and the quality and dedication of the
I'BGC statf.”

The 1990 report bighhighted that che variable rate premium was increased to $19
per S1000 ot urfunded vested bene.ts with a maximum per participant charge of $72
trom $16 per 31000 of untunded vested benetits with a mas mum of $50 per participant
tor the new iiscal vear The vear brought a significant increase in the PBGC deficit to
SR bithion, with total iabihities of $3 1 billion and assets of $3 3 billion. The report
pott d out for the nrst ime that PBGC 15 exposed to about $20 billion to $30 hillion | 1
untu.ded pensions The annual report lester noted: "Our long-term goal is to operat-
45 a service-onented. tinanaally solvent and professionally managed insurance
tompany that serves as a satety net for a heaithy, growing defined tenefit pension
system.

PBGC adopted a revised investment policy in 1990 that immediately reduced
equity exposure from S0 percent to 33 percent, with subsequent decreases to 25 percent
in 1991, and increased bond exposure from 43 percent to 59 percent, with further
increases to 70 percentin 1991. This represented a significant shift from the investment
policy urged upon the agency in the 1970's by ERISA author Senator Jacob javits who
argued that an equity onented emphasis would allow lower premiums over the long
term  The new policy has the virtue of limiting swings in the PBGC deficit when
interest rates change, but the negative of lowering the long term rate of return that
might be achieved by a higher exposure to equities

By the end of fiscal year 1990, the agency had not proposed any specific
legislative language. The annual report noted: "PBGC could encourage better funding
and reduce 1ts exposure by seeking tougher funding rules, better pricing the cost of
insuring underfunded plans, reduang insurance coverage by limiting guarantees, or _
Increasing coinsurance by sharing losses. ..the keystone to a scund insurance program is
legislative changes to strengthen the insurance ‘u* d.”

The 1991 annual report carried the cove th.2me: "Strengthening the Pension
Safety Net” The report stated: "It 1s becoming clear that we cannot achieve the goai of
hinancially sound pension insurance without legislauve changes.” The year brought
adverse court deas'ons and major terminations. The report states: “without further
changes in the program the defiat could approach $18 billion by the end of the decade.’

The 1991 report notes that insured single-employer plans have $1.3 trillion in
assets and $900 billion 1n liabilities. 1t states that trout.ed plans, concentrated in steel,
auto, tire and airline industnes, are underfunded by $40 billion, with $13 bhillion in
nnancially troubled companies. The report notes a $31 billion single employer plan
habiisty with the following breakdown: “probable, $776 million; reasonably possible ,

313 billion; remote, $18 billion.”
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The report states: “PBGC represents a major portion of the govemnment's hidden
liabilities. The defined benefit pension plans insured by the PBGC comprise more than
20 percent of the nearly $4.5 trillion in federal insurance. Fortunately, the assets of the
pension plans exceed liabilities by several hundred billion dollars. The worth of the
sponsoring companies provides further security. Nevertheless, within a generally
healthy defined benefit system, pockets of underfunded pensions can be found,
primarily in unionized manufacturing and transportation sectors of the economy.”

The report noted the bankruptcy reform legislation set forth in November 1991,
and promised funding and guarantee reform proposals as well {included in the 1992
budget and introduced in legislative language in mid-1992). The annual report letter
from PBGC Executive Director James Lockhart concludes: "Bankruptcy, funding, and
guarantee reforms will ensure that PBGC can continue to support the defined benefit
pension system.”

This review of PBGC history, from the perspective of the 1976-1991 PBGC
Annual Reports to Congress, suggests that the ager.cy and the Congress have acted on a
consistent basis to improve the program and the underlying statute. The reports make
clear that the overall status of the system has remained strong, and due to past reforms
has gotten stronger over time. The reports also state clearly that the vast majority of
participants in defined benefit pension plans face no risk of accrued benefit loss.
Reports from the General Accounting Office, the Congressional Budget Office, and the
Joint Committee on Taxatior., as well as others, make clear that there is not agreement
yet among analysts upon the specific changes that should be made to the PBGC
program. The history noted above indicates that the Congress will enact reforms to
assure that crisis will not occur, and will enact additional reforms in the future if needed
to insure stability of PBGC.

PBGC Premiums in Perspective

Some argue that significant increases in the minimum per participant premium
that all plans must pay could lead well-funded plans to terminate their plans in
cxchange for a defined contribution plan or other possible employee benefits. There is
no data to prove or disprove the hypothesis that the PBGC premium is close to the level
where it would cause plans to terminate. However, examining the fees pension funds
pay investment managers provides a reference point for the magnitude of the amount
pension plans are willing to pay for outside services.

A rece' trurvey shov's the average annual fee paid by corporate plans to
investment mnugers, relative to assets managed, was 44.0 basis points, or 0.44 percent
(a basis point is equal to 0.01 percent) in 1990 (Greenwich Associates, 1991). According
to EBRI tabulations, pension plans paying the minimum premium to PBGC pay a
premium rate in the range of 1 basis point to 9 basis points for benefits at the annual
puaranty maximum of $28,227 per participant (table 5). Underfunded pension plans
paving the maximum premium pay from 3 basis points to 34 basis points for the same
level of guarantee. Pension plans currently pay significantly less for their benefit
guarantee than they pay to outside managers for pension fund investment services
(from 40 basis points to 53 basis points). Only underfunded pension plans pay
premiums close to average investment management fees for participants retiring at age
65, 40 years after plan termination.

Conglusion

Does a general taxpayer bailout reminiscent of the "S&L fiasco” loom on PBGC's
horizon? There are currently sufficient liquid assets within the aggregate defined
benefit system itself to cover the existing pockets of underfunding within individual
plans. As shown in table 2, PBGC's current exposure represents a significant
improvement for the agency; it currently stands at 40 percent of the average over 1978-
1986. Therefore, unless legislative changes are made that cause employers to terminate
well-funded defined benefit plans en-masse, thus denying PBGC a bast of premium
pavers, a general taxpayer bailout would not be necessary.
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This does not mean that the PBGC program doss not have problems or that
changes are not needed. Changes may be needed in order to reduce "abuse” and
masntain participants’ retirement security. As currently structured, the pension
insurance system creates a financial incentive for employers to underfund their defined
benefit plans. Ti-  vast majority of sponsors maintain well-funded plans despite this
incentive, but sonie do not. Without changes, underfunding within the defined benefit
system is likely to slowly improve if historical trends continue. Were more firms to
begin taking advantage of the system, the financial picture could deteriorate.

It must be realized that general taxpayer interests lie as well in policymakers
piving attention to the long-term tax consequences of public pension and retiree medical
benefit promises that have not been advance funded. Private defined benefit plans are
approximately $400 billion overfunded in the aggregate. PBGC has been the focus of
attention during the past two years because of a present deficit of $2.5 billion and a
potential shortfall of $30 billion-$40 billion in today's dollars over the next 30 years.
This situation has been compared to the savings and loan crisis by some, yet during
fiscal 1991 alone, combined unfunded liabilities of civilian and military pension plans
increased by $52 billion. Actuarial deficiencies of federal retirement annuity programs
consist of $864 billion in the Civil Service Retirement and Disability Fund and $702
billion in the Military Retirement System that future taxpayers will have to pay.

When considering any retirement income policy proposal, its potential effect on
PBGC should be considered. For example, legislation, like OBRA '87, which limited the
ability of well-funded plans to receive further deductible contributions, served to
reduce the "PBGC safety ret.” In addition, the Revenue Act of 1978, which created
401(k) plans and allowed 1x deductible employee contributions to profit-sharing and
stock-bonus ‘ef ned contribution plans but not to defined benefit plans, may well have
indirectly harmed PBGC. Finally, the Senate version of the pending energy bill (H.R.
776) includes a provision that could have the United Mine Workers pension fund
reallocate $210 million to pay retiree medical benefits and would create significant new
liabilities for emplovers who had previously employed mine workers. This policy
proposal has a direct impact on the affected employers and their ability to fund their
own pension plans, and could therefore ultimately harm PBGC. This does not mean
that it should not become law, but the decision to affect PBGC should be understood
and explicit.

Clearly, if we are concerned about insuring the fiscal viability of PBGC, we
should carefully think through the potential implications for PBGC of all policy
proposals related to pensions and retiree health benefit plans. We should guard public
trust, and we should continue to take actions that assure that promises made are
promises kept. We should “tell the people” the truth; we should not "fear-monger.”




Table 1
PBGC Financial Figures

1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 199!
($ in miliions) '

Premium Income $i9 $30 325 $47 370 $71 $75 $80 $81 $81 382 $216 $284 3482 3624 3681 $764

Benefit Payments 2 10 13 28 32 37 ST 94 137 169 170 261 303 325 356 372 516

Cash Flow (Premiums 17 20 12 19 38 34 18 -14 -56 -88 -88 -45 . -19 157 268 3G9 248
fess Benefits) -

Accumulated Deficit n/a n/a 95 138 146 95 188 333 523 462 1,299 4,000 1,480 1.451 1,000 1913 2510 |

Single-Employer 164 190 205 240 280 354 389 484 S66 609 716 772 751 772 n/a n/a n/s
Defined Benefit )

Asscts?

Source: Pension Benefit Guaranty Corporation, Pension Benefit Guaranty Corporation Annual Report, 1975-1991 (Washington, DC: Pension Benefit
Guaranty Corporation, 1976-1992), and Department of Labor, Pension and Wellare Benefits Administration, Trends in Pensions 1992, John A. Turner
and Daniel J. Beller, eds. (Washington, DC: U.S. Department of Labor, 1992).

3includes single employer plans, plans of controlled groups of corporations and multiple-employer noncollectively bargained plans.
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1979 126.0
1960 73.0
1981 42.1
1982 39.5
1983 358
1984 25.9
1965 318
1986 492
Average - 599
: 1980 25.62

Source Ippoldo, Richard A. The Economics of Pension Insurance, Pension Research Counci ‘
] : , ncil,
) Whartor School, University of Pennsyivania, 1989.
inats 1991 Annual Report, PBGC reports exposure in the singie employer system of $31 billion
This hgure 1s discounted 1o 1986 prica levels using the Consumer Price In '
Consumars tomoor ng dex for All Urban

Table 3
Surveyed Flims' Funded Ratlos, by Percentage of All Surveyed Penslon Plans

Rato ot Accrued

Benetns over Assels 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991
-0 00-0 49 17% 8% 6% 4% 3% 2% 3% 2% 3% 2% 1%

050-0 74 17 13 13 8 6 5 3 4 4 2 4
075099 21 24 17 15 13 14 10 11 1 11 10

¥ 00-1 24 23 26 25 20 21 17 16 16 18 20 25

t 25-1 49 1" 12 18 21 19 21 20 20 19 20 22
't 50 or more 1" 17 21 32 38 41 48 47 45 45 a8
.Number ot Plans 575 813 700 913 846 799 720 7866 787 781 801 -

Soutce The Wyatt Company, 1991, 1990 and 1989 Survey of Acluarial Assumptions and Funding: Detailed
Survey Results Pension Plans with 1,000 or More Active Participants (Washington, NC: The Wyatt
Company, 1989, 1990, and 1391).

‘Note Data trom The Wyatt Company are based on a survey of pension plans covering 0. J or more active
employees. The 1990 survey contained single employer plans (90 percent) and multiemployer plans
(10 percent).
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BN Plans, 1977.1987

Funding Ratios ot Single Employst Defi

- Funding Ratio
1977 85.0%
1978 842
1979 91.0
1980 107.0
1981 106.9
1982 1154
1983 1247
1984 128.8
1985 136.3
1986 132.4
1987 128 6

Source U'S Depantment of Labor, Pension and Wellare Beneti.s Administration, Trends in
go::;r:s‘.g%r;? A. Turner and Daniel J. Belier, eds. (Washiny,on, DC: U.S. Depariment

Table §
Comparison ot PBGC Premium and Investiment Management Fee Basis Points

Premium paid for PBGC Guarantee
{expressed in basis points)d

Participant Retires Panticipant Retires

in 1992 at age 65 in 2032 at age 65
Maximum premum 2.73 33.85
Minimum premeum 0.72 8.93

Average Annuai Fees Paid to Outside Managers
{expressed in basis poirs)

- 1990
AR Comporate Fungs 440
Over $1 bilon 40.7
$501-1.000 milon 40.6
$251-500 muion 52.5
$103-250 mthon 43.2
$50-1C0 mikon 449
Under $50 muilion 437

Scurce Employee Benefit Research Institute tabulations; and Greenwich Associates, Going
Giobal. Good Going, Investment Management, 1931 (Greenwich, CT: Greenwich
Assoc:ates, 1991).

3Based on the annuty purchase price of $9.36 per dollar of annual income starting at age 65, and

1he 1992 maximum monthly per participan benefit of $2352.27.

Bannuity pnces for participants retiring at age 65 in 2032 are discounted at 6.50 percent, the

mmediale annutty :nterest rate for January, 1992. Annuity price is expressed in 1992 doilars.
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R e Cutarvtee of LaDOr CUDIPEd 25581 250CAD0N O 1nQie-emMpioyer defined DeneSt plans with 100 or more parscapants dated on
67 %500 ©rme ALiet 440CL0N 1 1987 was equity 22 9 PHrCent: bonds. 16 7 parcant. cash. 11.3 percent, real sstaie. 0 8 pavoeni,
SREPASE 7 ot S ONP IS J2 4 DRIOEN DOOHA RS, 20 4 percant. and other, 5 S parcent (Joha A. Turner and Dan! J Beller, eds .
‘enm o Vernont Navengion OC U'S Depansment of Lador. 1992)

- - —

! Chan2
' Asset Distribution of FSLIC Insurad Savings institutions
(as of Decambaer 31, 1988)

' Seroe ( 850 compeston kom Unaed Slaies Lesgue of Sanngs bons, Sevngs S (Washingion, OC
AR S 208 O Sawngs nssacns 1989)
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PBGC Solvency: Balancing Social and Casualty
Insurance Perspective:

Concern has been voiced regarding the financial viability of the Pension Benefic Guaranty Corporation
(PBGC) and whether, as with the savings and loan episode, a general taxpayer bailout will be necessary.

The focus is on PBGC's net worth deficit of $2.5 billion in the single-employer fund; an estimated $31.
billion in underfunding within individual insured plans; and $13 billion which PBGC classifies as a “serious
risk” because of financial problems of the sponsor company. The overall defined benefit pension system,

however, presently has $1.3 trillion in assets to cover $900 billion in liabilities. Therefore, while there is
$31 billion in underfunding within individual plans, there are also sufficient resources available within the
defined benefit system icself——the payers of PBGC premiums—to cover this underfunding, making ageneral
taxpayer bailout unnecessary.

The urgency surrounding PBGC's current financial condition and what, if any, legislative changes are
necessary varies with whether the corporation is viewed from a pure social insurance or a pure casualty
insurance perspective, or a mix of the two. The social insurance perspective was the foundation of Title [V
of ERISA, but legislative changes since 1974 have introduced casualty insurance provisions.

The social insurance perspective maintains that PBGC should encourage the maintenance of defined
benefit pension plans and function as a transfer agency in a social insurance system where the insured cross-
subsidize one another in the event that a definable loss should occur. It argues for the insurance of all -
reasonable benefits that a sponsor is willing to provide for its employees.

The casualty insurance perspective argues that the FBGC insurance scheme is flawed in its design and that
these flaws are the cause of any existing deficit problems. The system is not designed on sound insurance
principles even though it is supposed to be an insurance system protecting participants’ pension benefits.
The design creates financial incentives for undesirable sponsor behavior and allows the opportunity for
underfunding of defined benefit pension plans.

Four proposals have been introduced to change PBGC's current operation. The proposals, while maintain-
ing PBGC’s social insurance tradition, represent a further movement toward casualty insurance concepts.
The proposals minimize PBGC’s exposure by increasing recoveries and minimizing claims. The proposals
maintain a social insurance program's objectives by artempting to alter the behavior of the participating
plans and plan sponsors while maintaining cross subsidies and the present premium structure.

A balance between social insurance and casualty insurance principles is most likely to sustain an overall
strong and continuing defined benefit pension system, providing a continuing base of premium payers for
the PBGC.

A raonchly periodical from the EBRI Educarion and Research Fund devored to expert evaluatiors of a single employee benefit issue




¥ Introduction

Since the enactment of the Employee Retirement
Income Security Act {(ERISA) in 1974, employer-
sponsored pension plans have assumed an increasingly
umportant role in providing retirement tncome security.
The Pension Benefit Guaranty Corporation (PBGC)

- was created under ERISA to strengthen retirement
security by guaranteeing some benefit- ‘or employer-
sponsored defined benefit peasion plan participants.
PBGC was designed according to social insurance
principles to function primarily as a transfer agency.
1t was intended to transfer assets among plan spon-
sors to the extent necessary to provide pension
benefits to participants of plans that terminate with
insufficient assets to cover promised benefits. The law
has been amended several times since 1974 to improve
the functioning of the program. While PBGC has
always operated with a net deficit, large plan termina-
tions in fiscal years 1991 and 1992 have increased
PBGC's net deficit to $2.5 billion as of year-end 1991,
Eastern Air Lines’ pension plans terminated with an
estimated $700 mullion in underfunding, and Pan
American World Airways’ plans terminated with about
$900 million in underfunding.

PBGC's increasing deficit has caused some to question
its abulity to continue insuring pension benefits in the
long term. PBGC believes that incorporating tradi-
tional casualty insurance principals into the current
insurance scheme would minimize its exposure and
reduce incentives inherent n the current system for
sponsots to transfer peasion debt to PBGC. PBGC
and other proponents of the casualty insurance perspec-
tive believe that PBGC insurance system’s current
structure has led to the increasing net deficit. The
casualty insurance perspective holds that PBGC would
ideally operate with no net deficit. Some argue that,
unless the system 1s altered, PBGC’s deficit could
ultimately lea:i to a general taxpayer bailout reminis-
cent of the Federat Savings and Loan Insurance Corpo-
ration i ¥SLIC) episode. Proponents of the social
insucance perspective argue that worker reticement
security is PBGC’s primary objective, and that

PBGC’s operation must take into account the defined
benefit system’s assets and the long-term payout
stream represented by pension payments. This Issue
Bnef examin~s the defined benefit system’s funding
status; « v .y questions surrounding PBGC: the
appropriateness of the FSLIC analogy; the adequacy of
PBGC'’s current system from both social and casualty
insuranc. perspectives, and possible sol' -ions.

9 Retirement Security
Pension Plans and Retirement Security

Pension plans, along with personal savings and
government programs, seek to provide economic
security to workers during their retirement years. In
1990, private p benefit pay totaled
$141.2 billion, or 30.9 p of all retir t
benefit payments made to retired workers and their
families. From 1975 to 1988, the total number of tax-
qualified employes-sporisored defined benefit and
defined contribution plans increased from 311,000 to
730,000, and gross participation {active workers,
separated vested participants, survivors, and retirees) i
such plans rose from 45 million to 78 million over the
same period. The assets in these plans grew from

$260 billion in 1975 to $1.5 rrillion in 1988 { Tumer
and Beller, 1992). In 1990, 55.3 percent of all civiltan,
nonagricultural workers had an employer who spon-
sored a pension plan, while 42.9 percent participated in
a plan. In 1990, among the ERISA work force (i.e.,
civilian, nonagricultural, wage and salary workers aged
21 and over with at least one year of tenure and who
reported working at least 1,000 hours in the year),

66.4 percent had an employer who sponsored a pension
plan. and 58.4 percent participated in a plan. Accord-
ing to the Advisory Council on Social Securicy, the
percentage of elderly families receiving income from
employer-sponsored pensions is expected to increase
from the curtent 40 percent to 76 percent by 2018
(1991 Adwvisory Council on Social Security, 1991).

There are two types of employer-sponsored pension
plans—defined benefit and defined contribution plans.

2 & ZBRI [ssue Baef
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A defined benefit plan promises the participant 3

were 103,000 defined benefit plans wich 33 million

specified monthly benefit on retirement, the size of
which typically depends on salary and/or years of
service. The plan sponsor is responsible for making
contributions to the plan’s fund and investing pension
assets so that the fund has sufficient assets to fulfill che
promised benefits when they are due.! Wich a defined
contribution plan, each participant has an account to
which the employer and/or employee may contribute,
depending on the specifics of the plan. A participant’s
pension benefit consists of the contributions and
investment recumns of these contributions. The em-
ployee bears the risk of poor investment returns and
gains the reward of good returns.

There has been a general crend toward the establish-
ment of defined conmibution plans as opposed to
defined benefit plans over the last 20 years. Some
employers, particularly small ones, have eliminated
their defined benefit plans. Many larger businesses have
supplemented the defined benefit plan with a defined
contribution plan and reduced the rate of benefit
growth in the former. Cash balance plans, which are
essentially 2 defined benefit/defined contribution
hybrid, have also grown in popularuy recently among
large employers. These plans are legally defined benefit
plans but combine features of both defined benefit and
defined contribution plans.? Probably more important,
the sectors of the economy in which traditional defined
benefit plan coverage is most firmly established. includ-
ing heavily unionized and older industrial sectors, have
generally contracted or grown more slowly than other
sectors in which plan diversity is greater. In 1975, there

VA defined benefit plan can have ndividual accouns. as s the case
with deferred annuines, although this 1s generally not the case.
?Because cash balance plans are legally defined henene plans, they
are included in the PBGC isurance syseem. In =< plars, each
parcicipant has an sccount that 18 czediced with » 1llar amount
chat bles an bution, geners + Jecermined as 2
percentage of pay. Each pamc\panu account s . w credited wich
nterese. The plan provides benefits in the form #a lump-sum
disgibution or ansuity. On termination of emplowment, che
amount of the lump-sum duaibunion is equal to the partcipand's
vasted accourk balance.

gross participants’ and $186 billion in aiets. Tn 1988, =
there were 146,000 such plans, down from the peak of
175,000 in 1982 and 1983. The number of gross partici-
pants has remained in the 40 million—41 million range
since 1983, and plan assets amounted to $912 billion in
1988 (Turner and Beller, 1992). More recently, Em
ployee Benefit Research Institute (EBRI) tabulations
show single-employer defined benefit assets grew to

$885 billion as of September 30, 1991. Over the same
time period, the number of defined contribution plans
increased from 208,000 to 584,000. The number of

gross participants increased from 12 million to

37 million in 1986, and remained at that level in 1988.
The amount of assets in such plans increased from

$74 billion to $592 billion between 1975 and 1988
(Tumer and Beller, 1992). EBRI research shows assets

in these plans at $486 biilion as of September 30, 1991.

* o0

While PBGC has always operated with a net
deficit, large plan terminations in fiscal years
1991 and 1992 have increased PBGC’s net
deficit to $2.5 billion as of year-end 1991.

X & 4

When requested, the Intemal Revenue Service's (IRS)
Office of Employee Plans and Exempt Organuations
issues determination letters regarding the tax-favored
status of private plans when they are established,
amended, and terminated. Since [RS first compiled
determination lerter statistics by plan type in 1976,
favorable letters have been issued for 220,000 new
defined benefut plans and 131,000 defined benefit
terminations. This represents a ratio of new to termi-

Jnctudes acave, separated, vested, survivors, and recued. Not
adjusted for double counnng of individuals partxcipating 1n more
than one plan.
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nated plans of 1.7:1. At the same time, IRS issued
favorable letters for 586,000 new defined contribution
plans end 176,000 defined contribution rerminations,
for a ratio of new to terminated plans of 3.3:1. While
IRS determination letter activity is at best an imper-
fect measure of plan starts and terminations, the
trends in this measure are striking and consisten
providing additional (if not independently lusive)
evidence of a total system shift toward defined
contribution plans. Most recently, in fiscal years
1989, 1990, and 1991, the number of favorable
letters issued regarding defined benefit terminations
exceeded the pumber issued in response to initial
defined benefit applications by large margins. How-
ever, the number of favorable letters issued regarding
defined contribution terminations exceeded the num-
ber issued in response 1o initial defined contribution
applications for the first time in fiscal 1990. The two
were equal in fiscal 1991. This may indicate that the

growth trend in defined contribution plans is flateening.

The defined benefit system is stronger than it was in
1974. There are more plans that are better funded, and
the move to cash balance plans, as opposed to a total
shift to defined contribution plans, maintains the
premium base with a plan design that is most likely to
be well funded.

The growth of define | contribution plans, which
arguably was encouraged by the creation of section
401(k) plans by the Revenue Act of 1978, has implica-
tions for rezirement income security in that it serves to
shift the burden of responsibility for retirement income
adequacy planning from the employer to the employee.
Also, the increasing incidence of preretirement lump-
sum distributions in both defined contnbution and
defined benefit plans, in which workers receive their
entire pension benefit from an employer in one pay-
menr, implies 2 further shift to individual responsibility
for retirement security. [t is the individual’s decision
whether to roll over a lump-sum distuibution into an
individual retirement account (IRA} or another
retirement savings vehicle on job change. In general,
an individual who does not roll over the distribution
into an IRA or other tax-qualified vehicle must pay

both regular income tax and an additional 10 percent
penalty tax on the taxable portion of the amount
received. In 1988, 8.5 million workers reported that
they had received more than $48 billion in lump-sum
distnibutions from prior jobs; 11 percent rolled the
entire distribution into a tax-deferred retirement
account, while 34 percent consumed* the entire
amount {Piacentini, 1990). This raises the issue of the
adequacy of individual planning for future retirement
security.

Legislation and Resirement Security )

Given that the primary social objective served by
employer-sponsored pension plans is to promote
econormic security in retirement, legislation governing
minimum plan funding has been enacted over time to
try to ensure that pension promises are kept. These
regulations govern only defined benefit plans; defined
contribution plans are by nature always fully funded
because a participant’s benefit is his or her retirement
account balance. ERISA set minimum funding stan-
dards for defined benefit pension plans that were
subsequently tightened by the Omnibus Budget
Reconciliation Act of 1987 (OBRA '87). lfaplan is
underfunded,® regulations govern how quickly this
underfunding must be amortized. While these mini-
mum funding regulations serve to create a funding
floor, they may not b2 enough to completely insure
retirement security, particularly when an industry
reaches a point at which its retiree population grows
rapidly while the active work force shrinks.

On the other hand, legislation has restricted sponsor
funding of some defined benefit plans. The 150 percent
full funding limit, also insticuted by OBRA '87, estab-
lished a stricter upper limit on tax-deductible contribu-

4Includes purchase of 3 car, education expenses, expenses incurred
during a penod of unemployment, and other uses.

S\Whethet or not a plan is underfunded is determined on a
cermination bass, 1.e., whether che plan fund has amea sufficrent
to cover the present value of accrued benefies projected to the
end of the currens plan year.
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tions to defined benefic plans than previously existed
1f » plan is more than 150 percent funded on a termina-
tion basis, any additional contributions to the fund are
not tax deductible ac that time. As 2 result, some
spos.sors have not made contributions to their plans
since the effectve date.

LA A 4

TRA '86 reduced the longest allowable cliff
vesting schedule for most private single-em-
ployer plans from 10 years to 5 years.

L A AR 4

There also is a limit on the benefits that defined benefit
plans can provide to individual participants on a tax-
deductible basis. The Tax Reform Act of 1986

(TRA '86) set the annual benefit dollar limit for
individuals retiring at age 65 at $90,000, to be adjusted
annually for changes in the Consumer Price Index
(CPI). Because this is the maximum allowable annual
benefit, a plan cannot fund on a tax-deductible basis a
greater benefit level even though projected final salary
may result in a retirement benefit that is greater than
the current limit, and the limit adjusted with the CPI
may eventually exceed the projected final benefit. (The
1992 limit is $112,221.)

Legislation en=~ted to increase retirement security has
also served to increase sponsors’ liability. TRA '86
reduced the longest allowable cliff vesting schedule for
most private single-employer plans from 10 years o

5 years. Vesting schedules determine when plan partici-
pants gain a legal right to a pension benefit attributable
to employer contributions or benefit accruals. Benefits
that have been accrued but not vested are forfeited if a
participant separates from service. With cliff vesting,

6Congress has long imposed upper imio cn the amount of plan
conaibutions an employer can claim as a federal income tax

deducnon (IRC secoon 404).

the participant becomes entitled to all accrued benefits
at one point in time. Reducing the sllowsble time prior
to cliff vesting thereby increav:s small lump-sum
distributions to short service viorkers but employers may
respond by reducing the retire nent benefit of long
service workers (benefits canrot be reduced retroac-
tively, however). If benefits of longer service workers
are not reduced, faster vesting by necessity increases
employers' liability. The move to five year vesting in
defined benefit plans was estimated w0 have increased
emplovers’ required contributions by an average of 2.4
percent (Employee Benefit Research Institute, 1980).

ERISA, PBQC, and Retirements Security

ERISA, which was signed into law on September 2,
1974, brought about sighificant changes in the
private pension system designed to improve the
security of pension promises made by employers to
employees. Congress was motivated by what it saw as
potential lapses in the security of these pension prom-
ises. The intent of the law was to prevent the occur-
rence of such events as the Studebaker case in 1963,
when the underfunded pension plan terminated and
more than 4,000 participants lost some or all of their
vested pension benefits. In an effort to improve retire-
ment security, ERISA established new participation,
vesting, funding, reporting, fiduciary, and disclosure
requirements and established PBGC to provide termi-
nation insurance.

Under ERISA, PBGC has three principal missions: to
encourage the continuation and maintenance of
voluntary private pension plans for the benefit of their
participants,? to provide for the timely and uninter-
rupted payment of pension benefits to participants and
beneficiaries under covered plans, and to maintain
premiums at the lowest level consistent wich fulfilling

TWhile ERISA refers to *voluntary private pension plans,” the
House Commirtee on Education and Labor in ity Single-Employer

Pensson Plan Amend Act C Report cites the
“anginal purpose” of the tide a3 "to age the esablish
and maintenance of defined benefit plans while providing for che

secunity of promised pension benefins.”
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Tabde ¢
PBOC Single-Empioyer insursncs Activity
Senvbn Parsopents Pans Trustood
Pad Recenwng and Pending

Your ($ mvilore) Benvbts Trusweshep
1901 $614 140,000 1.644
1980 260 110.280 1.558
1009 353 106.770 1.50%
1908 sy 110,300 1.455
1987 300 109.700 1.378
1906 261 90,750 1318
1988 170 74.900 1191
1984 169 64.700 1.118
1983 137 55,400 1.0
1962 ] 50.900 904
S ;P Benel G ly Coeporation, Penson
Benolt jon Annual Report 1991
Srengthening the Pension Salety Net (Washingion, DC
Pension Corporsbon, 1982)

its obligations. PBGC was created as an indenendert,
wholly owned government corporation. Under current
law, PBGC insures that vested participants in covered
defined benefit plans receive some pension benefits in
the event that plan sponsors are unable to meet these
obligations due to financial distress, 1.¢., the sponsor
liquidates or will be forced to liquidate if the plan is not
terminated. (Originally, ERISA allowed sponsors to
terminate underfunded plans at will and turn liabilities
over to PBGC.) Tax-qualified defined benefit penision
plans are required to participate in the program.8
PBGC insures only defined benefit pension plans.
Defined contribution plans are not included in the
program since they are always fully funded.? The

8Plans chat are exempt from ERISA include government plans;
church plans for which no election has been made for coverage
under the Intemnal Revenue Code; plans of fratemal or similar
organizanions that receive no conaibuntons from the participana’
employers; plans maintauned solely to comply with worken’
comp tl yment p ot disabil
wwurance laws; plars mamntained outside the United States
primanily for nonresident aliens; and professional employer plans
with fewer than 25 active parnicipancs. .

9Abo, the PRGC does not wswure guaranteed investment contracs
through insurance companies for defined contnibution plans or
wsured annuities for defuned conaibution plans. Furthermc:e,

program is designed to be self-financing; PBGC revenue
consists of premiums paid by plans sponsors, assets
acquired from terminated plans, recoveries from spon-
sors of terminated plans. and eamings from invested
assets.

PBGC operates two separate defined benefit insurance
programs, one for single-employer plans and one for
muluemployer plans. Multiemployer plans are main-
uained by employers pursuant to collectively bargained
agreements and are jointly administered by a union and
two or more employers. There are approximately

8.5 million participants 1 2,100 multiemployer plans
(Pension Benefit Guaranty Corporation, 1991). This
discussion considers only the solvency of the single-
employer program, as it 1s generally acknowledged that
the multiemployer program is on sound financial
footing as a result of major changes madie to the original
program by the Multiemployer Pension Plan Amend-
ments Act (1980).

How Does the Program Work!?

Pension plan terminations can be classified as either
standard or underfunded; underfunded terminations
can be further classified as distress, involuntary, or
mandatory. PBGC insures benefits in the event of
underfunded terminations. A standard termination
occurs when a plan sponsor decides to terminate a
defined benefit plan and buvs annuities covering the
participants’ benefits. These include all accrued basic
benefits, including those that were not vested at the
time of terminatiun, and could include other benefits as
well. PBGC currently asserts that it is not authorized to
insure the benefits once annuities are purchased.!9 Plan
participants and PBGC must be notified of the

PBGC asserts chat it is not resporsible for insuri
purchased to covet participant benefias in stand
10nterest in such coverage has been raised by the bankruptcy of the
Executive Life | e Company. PBGC insthatu u
not currently authonzed to guarantee aninuity conaracts, while
others mantain that 1t is. PBGC’s posstion 13 that thu is a siz .2
responsibility. Every state now has a guaranty fund for annuity
contracas, but the guarantee limit varies from state to scare.

anhuites
4
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spoasor's desire to terminate. The plan administrator
and actuary submit actuarial certification of fund
sufficiency to cover benefits owed. If the plan holds
assets in excers of the benefits owed. those assets may
be recovered by the employer. Such recaveries are
known as “asset re: " Total reversi
1985, when $6.1 billion was recovered, and have
declined since that time. This declme has occurred
largely b Congress has imposed a conti
increasing excise tax on asset reversions, with the
current tax rate ranging from 20 percent to

50 percent.!! PBGC estumates only 3100 mithion in
total reversions fc: 1991. Most termuinations are stan-
dard; in 1991, PBGC allowed 7,500 standard termina-
tions, whereas it agreed to the distress or involuntary
termination of 86 underfunded plans (in many cases,
the actual termination date was designated to an earlier

year.)

An underfunded termination involves the closing out
of a defined benefit plan with insufficient assets to buy
annuities covering the participants’ benefits. Such a
termination can be triggered by either the sponsoring
employer (distress) or PBGC (involuntary or manda-
tory.) The employer can initiate a distress termination
only in instances of bankruptcy liquidation or when
PBGC agrees termination is necessary for the
employer's survival. An underfunded plan may be
terminated involuntarily by PBGC to protect PBGC's
interests. PBGC is required to terminate plans with no
assets to pay current benefits. After an underfunded
termina: on, PBGC becomes the plan’s trustee. This
means that PBGC takes over plan records, determines
benefit eligibility and amounts, and then pays the
benefits. (Table | presents historical information on

The excie tax on amet reversions was increased most recently
from 15 percent to 20 percent by the 1991 federal budgee f the
employer (1} trarwfers a cushion equal to 25 percent of the excess
amens 10 2 qualified replacement plan, of (2) provides pro-raca
benefit increases 1n the accrued benefios of qualified partipans
equal to at keast 20 percent of che maximum réversion that could
be received. The excise tax was increased to 50 percent if the
ernployer does not maintain a qualified replacement plan or
provide cerain pro-rata wncre aes.

s peaked in

the amount of benefits paid and the number of partici-
pants receiving these benefits, in addition to the
number of plans trusteed and pending trusteeship.) In
addution, PBGC takes over any plan assets available
and recovers amounts due from the employer or the
employer's controlled group (the employer's parent
cotporation and any corporations of which the parent
owns at least 80 percent). Actual trusteeship often
occurs months after plan termination.

PBGC does not insure all pension benefits; rather,
ERISA requires PBGC 1o insure basic vested benefits
uf to a specified maximum (benefits that vest because
of plan termination are not covered). According to
PBGC regulations (ERISA does not define basic) basic
includes any vested benefits, including cost-of-living
adjustments (OOLAs) effective prior to plan termina-
tion and any death, survivor, or disability benefits owed
of in payment status at termination. The maximum
benefit was $27,000 per year in 1991 and has risen to
$28,227 in 1992. Coverage for new benefit promises or
plan amendments is currently phased in at the greater
of $20 or 20 percent per year over five years. Although
it has not done so, PBGC also has the option of nnsur-
ing nonbasic benefits such as retiree medical insurance,

health, and disability benefits rist owed at ermmnaton - —————

and COLAs becoming effective after termination.

Plan sponsors are requited to pay an annual per partici-
pant premium for thic coverage. Premium rates are not

Table 2
Single-Employer Premium Rates per Participant

Years Flat Rate Maximum Rate
1974-1978 $ 100

1978-1986 260

19861568 850

1984-1991 16 00 $50 00
1991~ 19 00 7200

Source Pension Benefit Guaranty Corporaton, Pension
Banefit Guaranty Corporadon Annual Repart 1991
Strengthemng the Penson Safety Net (Washingon, DC
Pension Benefit Guaranty Corporation, 1992).
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set by PBGC but rather by Congress in the form of
tegislation that must be signed by the President. When
the program was originally established in 1974, the
premium was a flat rate of $1 per participant per plan.
Currently there is a flat premium of $19 per participant
and an additional variable premium of $9 per $1,000 of
unfunded vested benefits, with an overal! premium cap
of $72 pet participant (table 2). Furthermore, there are
IRS regulations governing plan contributions to which
sponsors must adhere. These specify the minimum
deductible contributions that employers must make and
maximum deductible contributions that employers may
mal:e to their plans and set a ume frame within which
underfunding must be amortuzed, i.e., liquidated by
installment payments. An amortization period may be
extended by the Secretary of Labor for up to 10 years if
the employer shows the extension would provide
adequate protection for participants and their benefi-
ciaries. Such potential extensions are advantageous for
cases in which a substantial risk exists that without
them a pension plan would be terminated or greatly
reduced employee benefit levels or reduced employee
compensation would result.

The Treasury Departrnent can also allow some flexibil-
ity for employers in meeting the minimum funding

Table 3
Funding Ratlos of Single-Emptoysr Defined Bane it
Plans, 1977-1987

Your Fundng Rt
1977 850%
1978 842
1979 910
1980 1070
1981 106 9
1982 115¢
1983 1247
1984 - 1288
1585 1362
1986 1324
1987 1286

Source John A Tumer and Damvel J Belier eds  Trends n
Pensons (Washingion, OC U S Department of Ladbor, 1989)

standards of the Intemal Revenue Code (IRC). In
circumstances in which an employer is experiencing
temporary substantial business hardship and strice
enforcement of the minimum funding standards would
adverselv a1 plan parucipants, the Secretary of the
Treasury may waive payment of all or part of a plan’s
required contributions for a particular year. The law
provides that no more than three waivers may be
granted a plan within a ernsecutive 15-year period; and
the amount waived, plus interest, must be amor. zed
within five years. Before granting such a waiver. the
Secretary must notify PBGC and consider its view
regarding the waiver. PBGC is allowed 30 days to
comment. The Secretary must consider PBGC's view
and the written view of any employee organization
representing plan participants. Such employee organiza-
tions must be notified by the employer when a waiver 1s
requested. In cases in which more than $1 million is
involved, the waiver can be conditioned on the tender-
ing of security for the amount of the waiver.

@ Status of the Defined Benefit System

How Well Funded Are Defined Benefi: Pension
Plans?

PBGC’s ability to meet its future obligations is
dependent on the health of the private defined benefit
system as a whole. PBGC reports that, in the aggre-
gate, single-empioyer defined benefi* plans have $1.3
trillion in assets to back $900 billion: in benefit
liabilities. Available evidence suggests that approxi-
mately 85 percent of pension plans (including both
single-employer and multiemployer plans) are cur-
cently fully funded on a termination basis (The Wyatt
Company, 1991).1% A pension plan's lunding status can

12Throughout this discussion, termination basis refers to basing
funding ratios on benefis and assea accrued at the end of the
plan year—the assumptions plans would use to cakculate labiines
for s@ndard terminations. Termination basis funding does not
refer 20 PBGC's calculation of liabilities for underfunded
terminanons, usuing termination moetalicy and retrement age
assumptions.
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be measured by accrued benefit security ratios that are
disclosed in plans’ Form 5500 Schedule B, which are
filed with the})&panment of Labor {DOL} and the
IRS. The acerded benefit security ratio is the ratio of
the market value of plan assets to the current liability
for accrued benefits, assuming all plan participants are
vested. Plans that are fully funded, as measured by an
accrued benefit security ratio of 1 or greater, are likely
to0 be eligible for a standard termination. Plans that are
underfunded could represent possible future liabilities
for PBGC should they terminate under distress circum-
stances.

Accrued benefit security ratios calculated by plans are
not perfectly comparable to funding ratios calculated by
PBGC, and as such do not reflect the total liability
PBGC is likely to face in the event that an
underfunded plan terminates. PBGC typically uses
lower interest rate assumptions, called interest factors,
that are based or. current market orices for group
annuities at representative ages and PBGC's mortality
rates. PBGC uses lower retirement age assumptions
than pension plans because participants of plans that
expenience underfunded terminations are likely to retire
earlier and collect pensions over longer time pericds if
they are near retirement age. Accrued benefit security
ratios assume that both the plan and the sponsor are

on-going entities. Therefore, PBGC calculates higher
liabilities and lower funding ratios than pension plans
report in their annual reports. Furthermore, PBGC has
found that th~ funding ratios of plans sponsored by
financia' . .ressed companies deteriorate rapidly
prior to plan termination. Companies experiencing
financial difficulties often attempe to reduce their
pension plan costs by discontinuing contributions or
selecting interest rate, reticement age, and mortality
assumptions that, while falling within legal guidelines,
result in lower minumum contributions. Plan sponsors
also may reduce their operating costs by encouraging
early ret:rement or closing plants, which often increases
pension obligations through higher early retirement
benefits or shutdown benefits. Such benefits are rarely
funded in advance, and employees typically elect to
receive early retirement benefits as soon as they are
eligible if the benefits are available for a window of
time.

From 1977 to 1987, the funding status of single-
employer defined benefit plans based on form 5500
tabulations significantly impeoved, rising from an
average of B5 percent funded to 129 percent funded
on a termination basis (table 3) (Tumer and Beller.
1989). Since 1980, defined benefit plans on average
have been overfunded. The increase in funding ratios

Tabie 4
Surveyed Firms’ Funded Ratios, by Percentage of All Surveysd Pension Plans

Rabo of Accrued

Benefits over Assets 1981 1982 1383 1984 1985 1986 1987 1988 1689 1990 1991
000049 17% 8% 6% % % % 3% % % 2% 1%
050-074 17 13 13 8 6 5 3 4 4 2 4
075099 21 24 17 15 13 " 10 11 " 1" 10
100-1 24 23 26 25 20 21 17 16 16 18 20 25
125-1 49 " iH 18 21 19 21 20 20 19 20 22
1 50 of more 1" 17 21 32 38 a 43 47 a5 Y a8
Number of Plans 575 813 700 919 845 799 720 766 707 781 801

Source The Wyaa Company. Swvey of Actuanal Assumptons and Fundng ' Detaved Survey Results Pension Plans with 1,000 or
More Actve Partcipants, 1989, 1930 and 1991 (Washingion, DC. The Wyatt Company, 1989, 1990, and 1991)

Nole Data are based on a survey of pension plans covenng 1,000 or more actve employeas. The 1990 survey contained s gie-
employer plans (30 percent} and myitemployer plans (1Q percent)
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most hkely reflects a combination of factors, including
higher contribution rates needed to meet minimum
funding standards, favorable investment retums on
equity, and the use of higher interest rate assumptions
to discount future benefits.

Funding ratios calculated directly from 5500 forms are
not available beyond 1987. However, national surveys
examining accrued benefit security ratios of pension
plans with £,000 or more active participants indicated
that 85 percent of plans had assets equal to or exceed-
ing 100 percent of habulities in 1991, up from 45
percent in 1981, and 38 percent had assets in excess of
150 percent of liability for accrued benefits in 1991, up
from 11 percent in 1981 (table 4) (The Wyatt Com-
pany, 1989, 1990, and 1991). The percentage of plans
that were fully funded on a termination basis increased
every year between 1981 and 1987 and leveled off
between 1987 and 1991. Survey findings also show that
the percentage of plans funded at less than one-half of
the level required for termination-basis sufficiency
declined from 17 percent in 1981 to | percentin 1991.

The survey compares funding ratios of defined benefit
plans using three formulas to determine benefit levels:
final average pay, career average pay, and flat benefit
pay.!3 Final average pay formula based benefits are a
percentage of the participant’s final average earnings
muluplied by the number of years of service. Career
average pay formula based benefits are a percentage of
the participant’s average pay over the entire petiod of
plan participation multiplied by the number of years of
service. Flat benefit pay formula based benefits are the
participant's years of service to the irm multiplied by a
fixed dollar amount. In 1991 plans with benefits
determinad by final average pay were adequately funded
to meet hatihties on a termination basis more ofien
than othier plan types. Ninety-one percent of these
plans have accrued benefit security ratios greater than
1, compared with 86 percent of career average pay plans

1}The benefit formulas of the plan surveyed were final average pay
plans {61 percent). career average pay plans (15 percent), and flat
dollar pay plans (24 percenc)

and 66 percent of flat benefit plans. Furthermore,

13 percent of flat benefit plans were less than

75 percent funded, compared with only 3 percenc of
final averace pay plans and 4 percent of career average
pay olar . lat¢ benefit plans are typically negotiated
plans in which the benefit levels are adjusted for
inflation periodically through negotiation with unions
as pai. of a new contract. These plans are under-
funded more often than career average or final pay
plans because the plans are not allowed to project
increases in the fixed dollar amount when calculating
their deductible contributions. The increases in the
fixed dollar amount may be funded only after the
benefit improvements have been negotiated. Plans with
benefits determined by career average and final average
formulas must account for projected salary increases.

L A X 4

PBGC estimates that companies experiencing
financial troubles accounted for $13 billion of
pension plan underfunding in 1991.

L & 4

Despite the sound aggregate funding status of the
defined benefit system, the net deficit of the single-
employer insurance system can be significantly
increased by single occurrences of distress tertnina-
tions of large pension plans. PBGC publishes an
annual list of the top 50 underfunded pension plans.
Underfunding by plans on this list increased from
$14.2 billhion 1n 1989 to $21.5 billion in 1990.14 Three
fi. s, General Motors, Chrysler, and LTV, were

14PBGC denved 1o top 5O hist using a computerized data base
cteated by Standard & Poor's Compustat Sesvice Inc , which
contains corporace annual reports for fiscal yean ending 1n 1990
PBGC supplemented the daca base with data from corporate
annual repors for fscal years ending in 1989 and earlier fuscal
yeans and 1987 and 1988 5500 forms where available. PBGC also
sent letren to plan sponsors concaining cher plans’ fundung
informanon for comment prior to publication
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responsible for 64 percent of the top 50 companies’
unfunded guaranteed liabilities in 1990. Funding ratios
of plan sponsors listed ranged from 6 percent for LTV
to 94 percent for National Steel, with an aggregate
overall funding ratio of 75.5 percent. The underfunding
of plans on the top 50 list is defined as unfunded
guaranteed benefit Liabilities (Liabilities for
nonguaranteed benefits are not included). Being on the
top S0 list does not mean the plan is in dangerof a
distress termination. PBGC estumartes that companies
experiencing financial troubles accounted for

$13 billion of pension plan underfunding in 1991,
increasing from $8 billion in 1990.

Seventy-five percent of the listed plans’ underfunding
is attributable to plan sponsors in the airline, steel,
auto, and tire industries, most of which sponsor flat
benefit plans. Pension plan underfunding for an
individual plan sponsor on the top 50 list ranged from
$47 million to $7.1 billion. Some plan sponsors listed
have pension plans that are overfunded, but because
PBGC does not have legal recourse to the excess assets
of overfunded plans, these assets are not included on
the list.

The reliability and accuracy of these underfunding
estimates must be considered when evaluating the
potential exposure companies on the top 50 list
represent to PBGC. PBGC currently does not have
sufficient detailed information about plans’ participants
and benefit provisions to cnable 1t to use more refined
valuation methods.13 Moreover, the information is
acquired on an annual basis, and funding may deterio-
rate or improve before the next reporting period. In
August 1991, after obuaining additiona! information
and performing refined valuations, PBGC found that
TWA's pension plans were underfunded for PBGC-
insured benefits by $440 million racher than the

$190 million in underfunding published on the top

50 list. PBGC's latest esumate of TWA's pension plan
underfunding for benefit liabiliies s $1 1 billion. The
list also does not necessarily reflect all the pension plan

15See foomote 24 on page 16

undecfunding that appears when a plan terminates. A
study of 44 plans that terminated between 1986 and
1988 with unfunded liabilities of at least $1 million
found thar 42 of these plans had a hidden Liabiliey that
account. .ot 37 percent of the total claims (U.S.
General Accounting Office, 1991). Hidden liabilities
may resul: from unforeseen increases in liabilities and
decre. Les in assets. Unforeseen liabilities may be caused
by PBGC’s use of actuarial assumptions thac differ from
those used by the plan or a higher than anticipated
incidence of subsidized early retirement benefuts. Plans’
assets may be lower than expected on plan termination
because plan sponsors in Chapter 7 or Chapter 11
bankruptcy may pay nonguaranteed benefics to retirees
without making contributions to the plan, or the reum
on plan assets may be negative.

Underfunded plans sponsored by comp that are
having financial difficulties represent the greatest risk
to PBGC. The stock market’s assessment of plan
sponsors’ financial health can be measured by exam-
ining the sponsors’ equity rates of return. An analysis
of rates of return on common stock of New York
Stock Exchange (NYSE) and American Stock Ex-
change (AMEX) firms with underfunded plans
reveals that companies having the largest
underfunding relative tc the market value of their
common stock also experienced the lowest rates of
return on equity (VanDerhei, 1992). Equity rates of
retumn are shown over three holding periods for com-
mon stocks purchased in the beginning of 1986, 1981,
and 1976 and held through the end of 1990. Plan
sponsors we e ranked into quintiles by their standard-
ized underfunding on a termination basis. The common
stock of the quintile of plans with the smallest
underfunding ratio experienced a race of rerurn of

16.2 percent over a holding period from 1976 to 1990,
while the recum on equity of the most underfunded
plans was 0.6 percent. The value weighted index for
stocks traded on the NYSE and AMEX was

143 percent over the same period (table 5).

The market’s relative perception of the financial health
of firms traded on AMEX ar.d NYSE that had
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Stock Enchange (NYSE)
(AMEX) Firms Sponsoring Underiunded Plane In 1990

and American Stock Exchange

Stariardired
Underfunding Quntie Rankung®
2

3

4

Most Undertuncied
Value Weghied index for NYSE, AMEX

i

Underiunded

g&uﬂ

Underfunded

Hoidng Period
19881900 19811990 19761990
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underfunded plans in 1990 is declining over time.!6
The common stock of each quintile of underfunded
plans experienced a lower rate of return net of the value
weighted index for NYSE and AMEX if the stock was
purchased later. The common stock of the three
quintiles of plans with the smallest underfunding ratios
experienced positive net rates of return for the holding
petiod from 1976 1o 1990. However, the net rate of
recurn on equity experienced by these three quintiies of
plan sponsors to negative values for the
holding period from 1986 to 1990. The net rate of
retum on equity for the two quintiles of plans with the
largest underfunding ratios was negative in each

16The net race of rerurn expenenced by the common stock of the
quintile of firms with the second smallest underfunding ratios was
hagher for stocks purchased in 1981 than 1n 1976, but was lowest
for stocks purchased un 1986.

holding petiod. The net rate of retum on common
stock of plan sponsors in the fourth quintile reached 3
low of -12.7 percent, and the rate of return on equity o
plan sponsors in the fifth quintile reached a low of
-25.6 percent for the holding period from 1986 1o 199¢

The Nature of Defined Benefit Plans

Defined benefit plans, by their very nature, have
unfunde liabilities at plan establishment and addi-
tional unfunded liabilities with subsequent benefit
increases. A newly established defined benefit plan
allows benefits to be paid immediately to older work-
ers who retire based on past service credits to be
funded over time by future contributions. Further-
more, improvement in plan provisions that improve
participants’ retirement security also increase plan
liabulities, thereby reducing a plan’s funding status.
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COLAs, for example, increase the benefit liabilities of
pension plans. During periods of inflation, recired
persons living on fixed pensions have been affected by
the dollar's declining value. Employers are able o offer
ad-hoc cost-of-living adjustments under their plans or
provide periodic benefit increases. Similarly, each ume
the benefits of Social Security beneficiaries, military
tetirees, or other government reticees are adjusted with
inflation increases, the programs’ unfunded Labitities
increase significantly.

Prior to ERISA, private »ension plans were permitted
to operate on a pay-as-you-gc basts. Public pensior
plans can still operate in this manner under federal law.
Under such an arrangement, retirement benefits are
paid directly from current operating revenues, as are
wages and salaries. As companies offering penston plans
matured, and the number of retirees increased relative
to the number of active employees, retirement pay-
ments represented an increasingly large share of compa-
nies’ rotal operating costs, making 1t more difficult for
these companies to maintain their pension promises.
When ERISA was drafted, the creators were concerned
that pay-as-you-go pension plans jeopardized partici-
pants’ retirement income secunity and required that
defined bencfit pension plans operate on a funded basis.
Plans are therefore required to set aside funds for the
purpose of paying benefits as they become due. How-
ever, in recognition of the nature of defined benefit
plans, the legulators of ERISA did not require that
plans be fully funded on an ongoing basis, only that
minimum funding standards he met.

ERISA’s minimum funding standards divide pension
costs into two parts: normal costs and supplemental
costs. Normal costs are contributions equal to the
benefit liability accrued during the plan year arising
from normal plan operation, calculated uying that year's
actuarial assumptions and administratin ¢ v xpenses
charged to the plan for the year. Supp'=~¢ntal costs are
costs associated with supplemental hiat. - .¢s. which
include liabilities associated with chani;cs :n actuanal
assumptions, experience varying from actuanial expecta-
tions, rerroactive benefic increases, and granting of

service credit prior to plan establishment (if such credit
1s given). ERISA originally allowed plan sponsors to
amortize sorne supplemental costs over long time
periods, regardless of their funding status.!? OBRA '87
required plans that are underfunded on a termination
basis to make an additional annual contribution for
Liabiities incurred after 1988, based on the plan's
underfunding. For those liabilities already incurred at
the beginning of the 1988 plan year, the amortization
period was decreased from 30 years to 18 years. The
addiional contribution and decreased amortization
period was expected to lead to the improved funding
status of plans relative to ERISA requirements.

Public plans are not subject to ERISA's minimum
funding standards, and consequently have a signifi-
cantly lower funding status than private pension
plans. However, the Federal Employees Retirement
System (FERS) and the Military Retirement System
(MRS) are required to contribute (through employee
and/or employer contributions) an amount equal to the
actuarially determined cost of retirement annuities.
MRS has an unfunded accrued liability of $533 billion,
and FERS has an unfunded accrued liability of

$6 billion. The unfunded accrued liability is defined as
the actuarial present value of future benefits and
administrative expenses less the assets currently in the
fund and the present value of future normal cost
contributions.!8 Therefore, the unfunded accrued
liability 15 a net, not gross, liability because it is net of
future normal cost contributions. The Civil Service
Retirement System (CSRS) has an unfunded accrued
liability of $660 billion. CSRS has looser funding
standards than FERS and MRS. Employer and em-
ployee contributions to CSRS fund cover only about
50 percent of the pension plan's accruing costs. The
Treasury pays approximately $19 billion 2nnually to the
Cuvil Service Reurement and Disability Trust Fund in
an effort to imut the growth of CSRS' unfunded

17See page 29 for detatls on the amortization pentods required under
ERISA

81 the case of the CSRS and FERS, future military service deposits
are also deducted.
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liability. Smaller federal retirement programs thac
vperate on a pay-as-you-go basis include the Coast
Guard, the National Oceanic and Atmospheric Admin-
istration, and the Public Health Service Commissioned
Officers. These ~rograms have a combined unfunded
accrued liability of $21 billion (Executive Office of the
President, 1992).

L & & 4

Both private and public defined benefit pension
plans play a significant role in providing retire-
ment security to U.S. workers. While there is
underfunding within both systems, the federal
pension system has a significantly larger
unfiiided liability.

L R R

The major federal government pension plans have a
total unfunded accrued liability, net of future net
contributions, of $1.22 trillion. Private defined
benefit plans, according to PBGC, are overfunded in
the aggregate by as much as $400 billion. This
overfunding does not account for future conrributions
individual plans will contribute in the future. However,
PBGC still acts as a “transfer” agency as the funding of
privare plans varies by industry, with single-employer
pension plans of stee!, automobile, tire, and airline
industries having an aggregate underfunding of about
$31 billion, and plans sponsored by financially troubled
companies having $13 billion in underfunding.

Both private and public defined benefit pension plans
play a significant role in providing retirement security
to U.S. workers. While there is underfunding within
both systems, the federal pension system has a
significantly larger unfunded liability. As noted above,
the unfunded liability of federal government pension
programs is growing nearly as much each year as the
total aggregate underfunding of PBGC guaranteed
plans. When considering the possibility of a general

taxpayer bailout of these federal pension systems, 1t
must be realized that they are sponsored by the U.S.
govermnment. The primary means the government has to
reduce public plan underfunding is through the use of
tax revenue. In contrast, PBGC must utilize cthe assets
in the private defined benefit system by charging plan
sponsors premiums. PBGC has authority to borrow up
to $100 mullion from the Treasury,!? but ERiSA
explicitly does not provide for the full faich and credic
of the government to stand behind PBGC: “The
United States is not liable for any obligation or hability
incurred by the corporation.”2?

@ Status of PBGC

Distress Terminations

Two of the largest underfunded plan terminations in
PBGC’s history occurred in fiscal year 1991, height-
ening concern over PBGC's financial solvency. In
October 1990, seven Eastern Air Lines’ pension
plans, which were underfunded by $700 million,
were ter ted. PBGC ter ted three of Pan
American World Airways' plans with about

$900 million underfunding in July and December of
1991 to prevent further losses to PBGC.

PBGC negotiated with Eastern Air Lines’ parent
company, Continental Air Holdings Inc., to provide
full funding to its subsidiary’s seven terminated pension
plans. After this settlement was agreed upon, Conti-
nental filed for bankruptcy in December 1990, nullify-
ing the agreement. PBGC still expects to recover a
portion of Eastern’s pension liability. It has filed

$752 mullion in claims against Continental for liability
connected with Eastem’s plans and $183 million for
Continental’s own underfunded plans. PBGC filed
claims totaling $1.3 billion for all three plans’
underfunding and missed contributions but expects
recoveries will account for a very small portion of the
underfunding.

i%ERISA Sec. 4005(c).
10ERISA Sec. 4002(g)(2).
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Table 8
Loss Exparience from Single-Employsr Plans

Your of Number Beneft Liablises Trusi Plan Assets  Recovenes from Empioyers Net Losses
Termunation of Plans {$ mions) {$ mdlions} ($ mdons) ($ mihons)
19751900 686 $ §70 $ w7 $ 68 $ 277
19811988 806 1,358 an 161 79
19661991 352 4839 2,033 361 2445
Towd 1.644 6.768 2739 587 3,442
Probatle 15 1,552 595 181 776

Source: Pennon Benefit Guaranty Corporation, Pension Beneft Guaranty Corporation Annual Report 1991 Strengthening the Pension
Salely Net (Washingion, DC Pension Benekl Guaranty Corporsson, 1992)

PBGC's loss from completed terminations totaled
$1.4 billion in 1991. PBGC reported an additional
probable loss of $776 million. The Blaw Knox pension
plan, which was underfunded by $81.6 million, term-
nated on February 29, 1992. On March 19, 1992,
PBGC terminated CF&'s pension plans with

$270 million in unfunded liabilities. An additional
$1.8 billion of underfunded pensions are sponsored by
companies in Chapter 11, including Trans World
Aurlines, Continental Airlines, Jesup Group, and
Westemn Union/New Valley Corporation, which are
cureently in negotiation with PRGC.

PBGC reached a tentative agreement with LTV Steel
for LTV to contribute an inutial payment of approxi-
mately $1.5 billion to its three plans that are
underfunded by an estmated $3 billion and to fund the
remaining liabilities over the next 30 years. LTV
Corporation filed for Chapter 11 protection in 1986
and stopped payments to three of its plans. PBGC
assumed responsibility for these plans plus an additional
LTV plan that is still terminated. Whate in bankruptcy,
LTV negotiated with its employees to provide follow-
on plans offering potenuially the same level of benefits
offered under the olu plans.?! In September 1987,
PBGC returned the responsibility of funding the plans
to LTV on the grounds that LTV's establishment of
follow-on plans was an abuse of the pension guaranty
system. LTV opposed the restoration of the pension

2 The plans were replaced with defined contnbution plans.

plans and won the case in lower level courts. In June
1990, PBGC won the case in the Supreme Court,
requiring LTV to fund its plans.

Whle the frequency of underfunded single-employer
plan terminations has declined in recent years, PBGC's
net losses resulting from these plans have increased.
From 1986 to 1991, 352 plans terminated with
insufficient assets to cover their liabilities, compared
with 606 plans terminating between 1981 and 1985
(table 6). Net losses incurred by PBGC increased by
a factor of three and une-half over the same period,
with net tosses of $2.4 billion from 1986 to 1991,
increasing from $719 million during the prior four-
year period. As of year end 1991, PBGC had trusteed
1,644 single-employer funds with total net losses of
$3.4 bullion. Benefit liabilities for these plans were close
0 $7 billion, with nearly one-half of these liabilities, or

Table 7
Trends In Losses from Single-Employer Plans

Recoveries asa Aversgs Loss per
Year of Per of P tage of N+t T d Plan

Tarmmavon  Funding Lovel Underfunding ($ mihons)
19751980 40% 19% $04
1681-1985 38 18 tz
19861991 42 13 69

Source Pension Banefit Guaranty Corporation, Pension Benefit
Guaranty Corporabon Annual Report 1991. Strengthenng the
Penson Safety Net (Washingion, OC Pension Beneft Guaranty

Corporabon, 1992).
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$33 billion, covered by plans’ assets and employers'
liabilities. The remaining $3.4 billion represents claims
paid by or pending against PBGC. Twenty-eighc plans
terminated in 1991, accounting for 25 percent of losses
incurred to date, yet representing only 2 percent of plan
terminations.

While the funding status of plans has increased in
recent years, PBGC's recoveries as a percentage of net
underfunding has declined, resulting in higher net

- losses. Berween 1986 and 1991, the average funding

level of terminated plans was 42 percent, increas ng
from an average funding level of 35 percent between
1981 and 1985 (table 7). PBGC's recoveries as a
percentage of net underfunding declined from

18 percent between 1981 and 1985 10 13 percent
between 1986 and 1991. The average net losses per
terminated plan subsequently increased from

$1.2 million berween 1981 and 1985 to $6.9 million
between 1986 and 1991. The trends in underfunded
plan terminations have resulted in PBGC's increasing
net deficit over time. The deficit stood at $2.5 billion
by the end of fiscal year-end 1991 (wable 8).22

What is PBGC’s Current Financial Status?

Some concern has been voiced regarding PBGC’s
financial viability. Such concern arises from PBGC’s
net worth delicit of $2.5 billion in the single-em-
ployer fund and the estimated $31 billion 1n
underfunding within individual pension plans,

$13 billion of which is considered by PBGC to pose a
serious risk b of sp s’ financial trouble.
This section examines what these figures imply for
PBGC solvency.

PBGC's single-employer fund's total assets of
$5.7 billion are outweighed by $8.2 billion in total
liabilities, resulting in a net deficit.23 The present value

of future benefits owed,24 at $7.8 billion, accounts for
more than 95 percent of total liabilities. The remainder
is the present value of nonrecoverable future financial
assistance, unearned premiums, and accounts payable.
Future ben. . are made up of trusteed plans and plans
pending trusteeship ($7.1 billion) plus net claims for
probable terminations ($0.8 billion).23

The $2.5 billion deficit does not imply that PBGC
has inadequate assets to cover payment obligations
due in the immediate future. When a plan terminates,

been able to complete an audit of PBGC's financul statemens
mainly because of difficulty in esti g P liabuliries for
future benefiss. PBGC plare on having this difficuley resolved 1o
thae fi 1 will be auditable by the end of fiscal
year 1992,

MTo estumate furure tiabdines, PBGC wes one of dee different
techniques, depending on che stage of the terminacion process in
which a plan is located. For terminaced plans for which che
PBGC has compl dividual parcicipant as vell = plan daaa,
the present vatue of fucure benefic liabilicies i calculated for each
participant using special software, the Individual Participent
Valuation (IPV) system. Two alternative techniques are used
when the detailed data required by [PV are not yet sutomated (a
process chat <an take from three o five yean); these techniques
are corsdered less precise because libslities are estunated at the
plan level rather than ac the individual parncipant level. The
second technique takes a plan.level liabilicy as of che actual
terminacion date and brings 1t forward to the dace of the financiat
statement (this method o used when the [PV data are accumu:
lated but not yet entered in che daca base.) The third, and least
precise technique 1 used for terminated plans for which che
detailed dara are not yet accumulated and for plans that PBGC
thinks will tcermi~>te underfunded in the furure. This technique
uses precermination, plan-level data provided by the plan welf 1o
estimate hability as of the (projected) cermination date. For
termunated plans, thus liabuity i then brought forward to the dace
of che financial scatemena.

154 probable cerminanon u one that the PBGC considers highly
Iikely to occur; chis judgment is based on cnteris pren in
Financial Accounnng Standards Board (FASB) Saatement
No. 5—Accounting for Contingencies. The plans involved have
not begun the termination process, but racher the sponsor 13 in
such dire financ1al straus that PBGC corsiders the terminacion
tikely, although not necessanly imminent. PBGC books the net
lrabulicy for these peobable terminatiors on today's financial

since chese are obligations for which xt is lkely to be

IThe 1986 net dehictt of $3.8 billion represencs the hustoric high.
Thus was due to the termunation of LTV's pension plars

BPBGC's financial scatements have “limited reliabiliy” according
to the U S, General Accounting Office {(GAQ) GAO has nox

responsible in the furure, and thus it wanos ro recognue them
now Some actually move off the probable list and ochers remain
on 1t for years. The reporced claums figure 1s net because it s the
present value of future benefio for whach PBGC 1s hable less
estmated plan assets available and recoveries from employers.
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Table 8
Single-Employer Fund Asssts, Bensfit Lisblikles,
and Net Defichs

Towl Present Valus of  Accumuiated

Yowr Assons Futre Benefns Oehct
($ milions)

1991 $ 5,664 $7.845 $ 2,510
1990 i 4.790 1913
1989 3,059 3.984 1.124
1968 2422 3.806 1.543
1987 2,163 3629 1.549
1988 1.740 5.492 3,826
1988 1,158 2447 1328
1984 1,063 1,497 462
1983 1,085 1.570 523
1982 m 1,076 333

PBGC inherits an obligation to make a stream of
payments to plan retirees over a period of years into the
future (20 years, 40 years, even more than 60 years) as
opposed to one large lump-sum payment on termina-
tion. The present value of these future payments,
currently $7.8 billion, is booked today as a liability.
However, it is not necessary for PBGC to have assets
adequate to cover these liabilities now because pay-
ments are not curtently due. A deficit does not neces-
sarily indicate danger of imminent insolvency, but it
does indicate that assets must eventually be increased
to meet future obligations that are known today.

In addition, PBGC is likely to iricur liabilities not
shown on curtent financial statements resulting from
future distress rerminations. PRGC keeps track of
underfunded plans where it consiCers distress termina-
tions to be a reasonable possibility, but it does not
include the net underfunding in these plans on current
financial statements as it does with probable termina-
tions. In such pians, a distress termination is not as
likely as with probable ternunations, but PBGC consid-
ers such an occurrence a reasonable possibility in the

k3 -

future due to the sponsor’s financial problems.>6 PBGC
currently estimates that there exists $13 billion of
underfunding in the single-employer defined benefit
system th-" poses a reasonably possible risk to the
corpeizi.ea. This is not a liability from past termina-
tions or probable terminations but rather a potential
liability for terminations PBGC believes may happen in
the future.

On the other side of the ledger, PBGC will be teceiv-
ing revenue in future periods from premiums and
investment earnings. While such receipts may not
result in adequate assets to cover all PBGC liabilities
for unfunded pension benefits, they are nonetheless
likely to be significant and should be included in any
discussion of PBGC solvency. According to PBGC,
current premium receipts?? total $790 million per year,
while interest and dividend receipts currently approxi-
mate $305 million per year. Future income is difficult to
predict; premium income depends on the size of the
defined benefit system as well as the regulations govern-
ing premium rates, while investment eamings depend
on the net flow of assets each period as well as the rate
of retumn eamed. To get some idea of the funds in-
volved, however, consider that the present value of
receiving $790 million each year for the next 20 years
(valued with a discount rate of 6.25 percent?8) is

$8.9 billion. Such receipts are likely to be available 1o
help cover future pension liability payments from
today's terminated plans and also to cover payments for
obligations that may arise in the future (the potential
$13 billion in unfunded benefits discussed above and/or
other future liabilities that may arise). Consideration of

26Cq1terua are set by FASB §.

27PBGC's premiums were rased most recently in 1991, (The flat
race was increased from $16 to $19 per plan participant, and the
overall cap on premiums for u plans wa increased to
$72 from $50). It can be argued chat this latest increase has not
been in effect long enough to have had a noticeable effect on che
deficut.

28]n che 1991 PBGC annual report, the present value of furure
benefits u valued at 6.75 percent for immediate annuitus, and
with lower rates for deferred annu:nes, giving a composite race of
6 25 percent that was also used for projected investment resulo.
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future income receipts in addition to future liabilities
provides additional insight into PBGC's solvency.

On a pure cash flow basis, PBGC actually ran a
surplus in 1991, as receipts from operating activities
exceeded disbursements from operating activities.
Premium receipts of $786 million in addition to
interest and dividends of $305 million resulted in
$1.1 billion in total receipts. Operaung activity
disbursermients totaled $660 million and were composed
primarily of benefit payments at $514 million, adminis-
trative expenses at $63 million, and interest purchased
at 381 mullion. This resulted in a net cash flow surplus
from operating activities of $431 million in 1991.
PBGC anticipates positive cash flows again in 1992 and
does not foresee any near term problems in meeting its
obligations. According to PBGC, “Although cash-flow
could turn negative as early as three years in the
pessimistic forecast,? the fund has ample assets to pay
its liabilities (benefit payments) for a considerable
period of time” (Pension Benefit Guaranty Corpora-
tion, 1991).

@ Is It Valid to Compare PBGC and Savings
and Loan Problems?

Given the manner in which the federal government’s
guarantees to pension participants have been imple-
mented, it is not surprising that PBGC is inevitably
compared with other incentive-incompatible guaran-
tee funds, ir -'uding the now defunct Federal Savings
and Loan Insurance Corporation (FSLIC). The latter
agency had insured deposits in savings and loans’
(S&L) accounts up to a limit of $100.000. In Septem-
ber 1990, the final cost of the S&L bailout was esti-
mated at $600 billion.

1%ppGC developed three 10-vear forecasts o+ vrected status
under different loss scenancs. The pessimusri. « crano assumes
that termunation of the plans wich the $13 &+ * n i
underfunding that pose a reasonably possitle * <« accurs over the
next 10 yean in addition to a modest number <1 lesser termina-
tions each year.

The academic literature (for example, Kane, 1989) is
replete with examples of how defective systems encour-
age voluntary risk taking by clients and by managers
and politiciar.s responsible for administering their
funds. Recently, similar allegations have been directed
toward PBGC (Bodie, 1992).

Before analyzing the propriety of these comparisons, it
is useful to briefly review the history of the S&L
insurance scheme to see whether the problems of an
industry-specific guarantee scheme are likely to be
applicable to PBGC.

History

According to M. Danny Wall, former chairman of the
Federal Home Loan Bank Board (the predecessor to the
Resolution Trust Company), the major problems with
the S&L guarantees started in 1980, when the interest
rate legislation was passed deregulating the liabilities
(i.e., deposits) but not the assets (Wall, 1991). This was
soon followed by federal tax incentives that were put
into place in 1981 and 1982 that allegedly caused real
estate projects to be undertaken that were not eco-
nomically viable. During this time, the federal govern-
ment had tightened the money supply, causing govern-
ment bond interest rates to rise, which forced S&Ls to
find higher short term rates through junk bonds. In
1986, oil plunged to $10 a barrel, and the income tax
incentives were taken away with no grandfather
provisions. A year later the stock market plummeted,
and then in 1989 the Financial Institution’s Reform
Recovery and Enforcement Act (FIRREA) imposed
higher capital standards on the thrift industry, thereby
automatically causing a situation in which more
institutions had to be seized by the government than
could have been projected.

A detailed analysis of the impact of each of these
events on the guarantee scheme is beyond the scope of
this discussion. However, with the exception of the
1987 stock market decline, these events would not have
a major smpact on an nsurer with exposures diversified
across all industries.
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Are Comparisons Valid?

In addition to the marked differences in the historical
evolution between the problems of the S&L guarantees
described above und those of PBGC described earlier,
there are severa! additional important distinctions that
need to be dravn.

I Wh the people involved with the
S&L crisis are alleged to have taken excessive invest-
ment risks (Lockhart, 1990), that has not happened
with pension plans. Whether the risks were indeed
excessive, it is true that as of the end of 1988, FSLIC-
insured +avings institutions were much more concen-
trated i1 securities sensitive to downtumns in the real
estate \varket than defined benefit pension plans are
today {charts 1 and 2). In fact, defined benefit pension
plan assets are invested in a variety of tnvestments,
which means that even if PBGC cash flow problems
deteriorated to the point where there was 2 need to sell
off a largs percentage of the trusteed assets there would
be less need for realizing depressed asset values through
liquidation then in the case of S&L insurance.

Growth of Benefit Guarantees—As indicated earlier,
S&Ls were given new investment powers in 1980,
and many marginally capiulized instirutions believed
they could grow their way out of their problems. The
rapid growth of agency-guaranteed liabilities does not
appear to be the case with PBGC. In fact, OBRA '87
-introduced 2 potentwtly chilling effect on the future
growth Af uninsured benefits by requiring that if a plan
adopts an amendment that increases current hability
and the funded current lability percentage of the plan
is less than 60 percent in the year in which the amend-
ment takes effect, the contributing sponsor and mem-

bers of the controlled group must provide secunty e 3.,

a bond) to the plan. The amount of the security re-

quired s the excess over $10 million of the lesser of:

o the amount of additicnal plan assets that would be
necessary to increase the funded current liability
percentage under the plan to 60 percent, including
the amount of the unfunded current hability under
the plan attributable to the plan amendment, or

o the amount of the increase in curren: lability under
the plan atrributable to the plan amendment.

It is important to note that the grandfathering of the
unamorwzed portion of the pre-1987 plan liability
substantially decreased the short-run impact of this
provision.

Alleged Fraud—According to Wall, the best judgments
are that fraud and mismanagement existed in about

60 percent of the S&L failures and that they contnb-
uted to the failure or the insolvency of the S&L in
perhaps about 25 percent of the cases. Evidence of such
activity among single-employer pension plans is almost
nonexistent.

Loan Parsicpaion—Another problem that arose in the
S&L sector-that has no equivalent situation in the
PBGC exposure buse is that of loan participation. As
S&Ls found themselves constrained by limies on the
amount they could lend to a single borrower, they
bee2n to sell off pieces of the loan to other institutions.
Unfortunately, many of these secondary lenders rel:ed
on the underwriting capacities of the originating S&L.
Although a large proportion of defined benefit plan
assets are placed in bank pooled funds and similar
investments where investment results are shared, this
strategy is fundamentally different from loan participa-
tions that have been characterized as “a cransfer of risk
from a party who lacks courage to one who lacks
knowledge® (Koeppel, 1991).

Accounang Issues—From 1981 to 1987 S&Ls insured by
FSLIC were permutted to use accounting options that
were not 1n agreement with generally accepted ac-
counting peinciples (GAAP) and have been described
as “self deceptive accounting procedures” by the
executive director of PBGC (Lockhart, 1990). In
contrast, pension plans must adbere to very conserva-
tive accounting measures under FAS 35 (Allen et al.,
1988) while the vast majority of the large plan
sponsors follow GAAP procedures, at least for those
events defining their solvency and net worth determi-
nations.
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Reguladon—As mentioned earlier, after deregulation
S&Ls tumned to areas in which they had litdde expertise
(commercial real estate). It has been alleged that
auditors did not properly supervise the industry. Al-
though similar types of allegations have surfaced
regarding pension plans, it 1s important to note that
this only concerns the exposure of a potenual claim and
does not deal with the rnore important issue of whether
3 claim will arise in the first place (i.e., will the plan
sponsor enter into bankeruptcy).

Even if attention is focused on the exposure issue,
there are two significant differences. First, the thrift
industry regulation was decentralized; pensions are
not. Second, the matter of regulatory forbearance has
often been cited as adding to the eventual cost of the
S&L bailout. In comparison, the recent action of
shutting down the pension plan for Pan Am reveals
no such hesitation on the part of the current PBGC
decision makers.

Cash Flow—Pethaps the most important distinction
between the two programs is that funds are not
generally available to the customer on demand in a
defined benefit pension plan prior to a termination.
Although there 1s some potenual for lump-sum distribu-
tions to negatively impact a pension’s cash flow, this
could be controlled at least theroetically by ERISA
section 4045, which allows '3GC to recapture part of
any distributions that start within the three-year period
immediately preceding the plan’s failure. Certainly,
there is only limited evidence of catastrophic “runs on
the bank" from the standpoint of defined benefit plan
sponsors or PBGC.

Moreover, after a termination, the cash flow position of
S&Ls is also markedly different. Depositors in S&Ls
were typically paid immed:ately, while PBGC spreads
out payments over a long period of time.

Propriety of the FSLIC Analogy for PBGC

Although most of the discussion above dealt with the
similanities (or lack thereof) between the exposures of

FSLIC and PBGC, the most important difference
between the two guarantee funds is that the likelihood
that a plan insured by PBGC will fail is diversified
across several key industries, whereas S&L guarantee
funds were exposed exclusively to the risks of a single
industry that was extremely vulnerable to fraud and
events beyond its control.

@ Social Insurance Perspective versus
Casualty Insurance Perspective

The urgency surrounding PBGC’s current financial
condition and what, if any, changes are necessary
depends on whether the corporation is viewed from a
social insurance or a casualty insurance perspective
(or from some point along the continuum between
the two). Fuchs, in reference to national health insur-
ance describes these two views as follows: “Casualty
insurance, which usually refers 1o automobile collision,
residential fire, and similar risks, is premised on the idea
that premiums should (to che extent feasible) be set
according to expected loss. Other things being equal,
policy holders with better driving records or with smoke
detectors in their homes pay lower premiums; poorer
risks pay higher premiums. Social insurance, wirich 1s
the basis for national health insurance, provides for
extensive cross-subsidization among different risk
groups: 1 ignores expected loss in allocating cost.”

The social insurance perspective views PBGC as a
transfer agency in a social insurance arrangement,
while the casualty insurance perspective maintains
that PBGC should function like a traditional com-
mercial insurer (some have advocated privatization of
PBGC, based on the notion that it would be better to
have no denined benefit plans than have plans that
could not meet commercial insurance underwriting

standards.)

The social insurance perspective, not the casualty
insurance perspective, is the foundation of Title IV
of ERISA. This perspective relies on appeals to justice
and collective responsibility. The existence of pension
plans was held to serve a legiumate public interest, and
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therefore this perspective argues for the insurance of all
reasonable benefits that a sponsor is willing to provide
for its employees and for honoring the nature of defined
benefit plans, i.e., realizing that benefit increases create
unfunded liabilities to be funded in the future. Social
insurers maintain that the system was designed to
involve cross-subsidization of plans when nzcessary to
protect participants.

On the other hand, the casualty insurance perspective
would argue that there is no overriding public interest
in having defined benefit pensions. Therefore, insur-
ance should not be provided for benefits that increase
PBGC's exposure, such as benefit increases in already
underfunded plans and benefits contingent on unpre-
dictable events, such as plant shutdowns, that are
typically not prefunded unless a fair premiu, 1 can be
charged for such coverage. Casualty insurance propo-
nents also argue that premiums should be struccured so
that plans posing the greatest risk pay correspondingly
higher premiums, without limit.

The Social Insurance Perspective

This view maintains that PBGC should continue to
encourage the maintenance of defined benefit pension
plans and to function as a transfer agency in a social
insurance system containing limited casualty insur-
ance aspects. A social insurance scheme 1sone in
which the insured cross-subsidize one another in the
event that a definable loss occurs. Pension plan spon-
sors were cepresented in the lengthy negotiations that
led to the creation of PBGC's program in its social
insurance form. As originally established, every pension
ptan contributed a premium of $1 per partcipant in
exchange for coverage of its pension plan benefits in
the event the spon’ >t fum is unable to fulfill its pen-
sion obligations. PBGC's responsibility in this scheme
was t0 administer the transfer of funds and act as
trustee for those plans that fail. Under this perspective,
PBGC 1s not a private insurance company and should
not charge premiums adjusted for risk, nor should it
fimit 1ts safety net to those benefits representing the
least exposure to PBGC. Congress explicitly rejected

the traditional casualty insurance model when writing
Title IV of ERISA.

Inhecent in the social insurance scheme is the as-
sumption that all parties behave in an appeopriate
manner that will benefit the defined benefit pension
system. ¢ is assumed that plan sponsors will not take
advantage of the social conaact by continually
underfunding plans and purposefully causing
underfunded plans to terminate in order to escape
pension obligations at the expense of other plan
sponsors. While this assumption may be reasonable in
the case of a small number of participants that have a
common connection, it becomes less reasonable with a
large group of anonymous participants. However, the
social insurance perspective also holds that some level
of such abuse is preferable to a regulatory structure that
leads all employers to decide they do not want to
sponsor defined benefit plans. They believe that strict
casualty standards would lead to this result. Some use
an analogy of federal pension plans: if all public pen-
sions had to be fully funded at all times, benefit levels
«ould have to be significantly reduced.

Some argue that the social insurance aspects of PBGC's
insurance system are responsible for its net deficit.
However, PBGC's net deficit is not a measure of 1ts
performance or ability to meet obligations as a social
insurance program. Rather, it is an indication of
whether the premiums are sufficient or claims are
unusually high. Because PBGC is a government agency,
its net deficit is inconsequential to its ability to meet uts
obligations when due. A more relevant measure 1s 1ts
cash flow, which is positive. Furthermore, the creators
of ERISA recognized the possibility of systematic abuse,
and therefcre required that pension plans meet mini-
mum contribution requirements or minimum funding
standards. However, as mentioned above, even with
tightened minimum funding standards, 1t is still possible
to minimize contributions wathin legal guidelines,
causing further ptan underfunding.

While proponents of social insurance support the
existence of minimum funding standards, they believe
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plans should be zble, or required, to contribute more
during profituble periods and less during economic
downturns. Instead, the reverse occurs because of the
relationship between the funding of defined benefit
plans and returns on plan assets. When returns are high,
plan sponsors are able to make lower contributions to
cover their normal cost, and when retumns are low, they
must make higher contributions. Furthermore, maxi-
mum funding standards limit the amount of assets plan
sponsors 'nay contribute on a tax-deductible basis.

Another solution for improving PBGC's financial
situation that follows naturally from the idea of cross-
subsidization would be increasing premiums. If PBGC
needs more assets to effectively cross-subsidize pension
plans, one solution is for each plan to contribute more
in terms of premiums. Per plan participant premiums,
which started at §1, are currently a minimum of $19 for
well-funded plans and 3 maximum of $72 for
underfunded plans. However, some argue that further
significant increases in the minimum per participant
premium that all plans must pay could lead well-funded
plans to terminate their plans in exchange for a defined
contribution plan or othe: possible employee benefits.
There are no data to prove or disprove the hypothesis
that the PBGC premium is close to the tevel at which it
would cause plans to terminate. However, examining
the fees pension funds pay investment managers pro-
vides a reference point for the amount pension plans are
willing to pay for outside services. A recent survey
shows the average annual fee paid by corporate plans to
investment managers, relarive to assets managed, was
44.0 basis points in 1990 (Greenwich Associates, 1991).
According to Employee Benefit Research Institute
calculations, pension plans paying the minimum
premium to PBGC pay a premium rate in the range of

1 basis point to 9 basis points for benefits at the annual
guaranty maximum of $28,227 per part:« pant (rable 9).
These calculations assume that a plan - -—inates in
1992, with participants reunng at age ~~ ver a period
ranging from the year of plan termunat.. » 1o 4 years
after termination. The basis points range from the cost
of purchasing annuit+es for participants retining at age
65 during the year of plan termination to the cost of

Table §
Comparison of PBAC Premium and Investment
Mansgement Fee Basis Points
Annual Premium Paid lor PBGC Guaranise
for Plans Terminatng in 1992
(expressed » basis pon)®
Parsapant retires Panapant retrey
n 1992 at age 85 n 2032 at age 85
Maxrium Premium 27 9
Minimum Premaum o7 89
Average Annuai Fees Pad n 1990
0 Outside
{oxpressed in basis pownts)
Al Corporate Funds 40
Over $1 Bilbon 407
$501-31,000 Mitkon 406
$251-3500 Mdkon 525
$101-$250 Mion Q2
$50-$100 Milkon “e
Under $50 Mdion Q27

Source. Empioyse Benet Research institste tabulasons; and
Greanwich Assoaates, Going Globel, Good Going, Invesiment
Manag 1991 (G cT: G A

1971)

28230d 0n the annurty purchass price of $9.36 per dollar of
snual ncome startng &t age 65 and the 1992 maxmmum
monthly per participant beneft of $2,352 27.

DAnnutty prices 7 paricipants retiring af age 85 in 2032 are
discounted at § 50 percent, the mmediate annuity nierest
rate for January 1992 Annuily price is sxpressed n 1992
dotlars

purchasing annuities for participants retiring 40 years
after plan termination. Underfurided pension plans
paying the maximum premium pay from 3 basis points
to 34 basis points for the same level of guarantee.
Pension plans currently pay significantly less for thewr
benefit guarantee than they pay to outside managers for
pension fund investment services {from 40 basis points
o 53 basis points). Only underfunded pension plans
pay premiums close to average investment management
fees for participants retiring at age 65, 40 years afrer
plan termination.

Charging each plan sponsor a one time, lump-sum per
participant payment to eliminate the deficit is another
option. This s similar to the system used in Germany,

May 1992

EBRI lssue Bnef @ 23




where each year plan sponsors pay a current-cost
premium related to the insurance system's liability. This
option would eliminate any current PBGC deficit.
Some might argue that charging a lump-sum payment
1 plan sponsors may drive well-funded pension plans to
terminate, exiting the defined benefir system; however,
the German insurance system has ot led 10 an exodus’
of plans. PBGC insures approximately 32 million
participants in 82,000 single-employer defined benefit
plans. The current deficit of $2.5 billion could be
eliminated if each plan sponsor contributed a one-time
lump-sum payment of $78 per participant, compared
with the current maximum annual premium of $72.
Using the same benefit assumptions as above, the $78
lump-sum per participant charge would range from
approximately 3 basis points t0 37 basis points. If
PBGC's estimated $13 billion in unfunded liabilities
that pose 2 serious risk were included, the resulting net
deficit would be $15.5 billion. The lump-sum charge
would increase to $486 per participant, or approxi-
mately 18 basis points to 229 basis points in this case. If
instead sponsors were to pay a surcharge over 10
vears3 to cover the $15.5 billion, the charge would be
$66 per participant,?! or approximately 3 basis pownts to
31 basis points (assuming the number of participants
remains constant at 32 m.llion) per year.

Within a social insutance framework, PBGC 1s finan-
cually solvent as long as there are sufficient funds to
allow cross-subsidizazion. Although a lump-sum, per
participant charge may seem prohibiuve to some
employers, there are more than sufficient funds in the
defined benefit system to cover PBGC's curtent and
expected liabilities. The $400 billion aggregate
overfunding in the defined benefit system s ample to
cover PBGC's net worth deficit of $2.5 billion, the

3OPBGC's annual report gives three 10 year forecasts of the
corporanon’s financial status under different loss scenancs. The
pessimonic forecase sssumes that termination of the plans with
$13 biilon of underfunding that represens reasonably possible
losses occurs over the next 10 years, along with a modest number
of leset terminanons.

31The present value of $2.1 billion each year for 10 years (du-
counted at 6.25 percent) 1 §15.5 billion.

$13 billion Liability for probable distress terminations,
and even the $31 billion of estimated underfunding
within the single-employer system.

The Casua’ y Insurance Perspective

The casualty insurance perspective argues that the
PBGC inturance scheme is flawed in its design, and
that these flaws are the cause of any existing deficit
problems. The system is not designed on sound
insurance principles although it is supposed to be an
insurance system protecting participants’ pension
benefits. The design creates financial incentives for
undesirable sponsor behavior and allows the opportu-
nity for underfunding of defined benefit pension plans.
Unless these flaws are corrected, PBGC may very well
continue running deficits into the foreseeable future,
while pure casualty insurance advocates believe that
the program should 1deally have assets at least equal w0
liabilities.

To illustrate the problems with the system when viewed
from this perspective, we first give a brief description of
the classic insurance scheme and then evaluate how
well PBGC compares with a textbook insurer. First,
there taust be an insurable event involving a loss. The
insurance then covers all or part of the loss if the
wnsured event occurs. Insurance does not cover in-
stances where the event 18 the intended direct result of
the insured's actions, e.g., arson and suicide. For such
coverage, the i~sured pays a premium that is related to
risk and exposure. Risk involves the probability of the
event occurring, and exposure involves the level of tne
loss should the insured event occur.

Two classic problems anse in any insurance arrange-
ment: adverse selection and moral hazard. Adverse
selecuon is the term used for the phenomenon chat, all
else being equal, individuals who are at higher risk are
more likely to seek insurance, while those whose risk s
low may simply opt to go without coverage and bear
any nisk themselves. Moral hazard is the phenomenon
whereby the insured 1s less careful because of the
insurance coverage, and thus the probability of the
insured event occurming increases with coverage.
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1n PBGC's case, the insurable event is the distress
termination of a pension plan in which assets are
insufficient to cover participant benefits and the
employer demonstrates financial distress. From the
casualty insurance perspective, the premium struc-
ture for such coverage is the source of the flaws in
the system—pr are only t ly related to
risk and exposure. Originally, there was one flat rate
per participant in each plan, regardless of the plan’s
funding status. Now there are additional charges on top
of the existing flat rate for underfunded plans. The
additional charge varies with the level of underfunding
bur is capped, resulting 10 3 maximum possible pre-
mium. The result of this premium structure s the cross-
subsidization of high-rnisk, poorly funded plans by well-
funded plans; there is no pure tisk shanng as in a classic
insurance scheme.

Adverse selection is not an issue in the normal sense
because participation by all plan sponsors is manda-
tory. However, if the cross-subsidization discussed
above is significant, it could possibly lead the spon-
sors of vell-funded plans to shut them down and
establish defined contribution plans (or offer other
benefits) instead, although there is no evidence of
this occurring so far. However, were this eventually
10 occur, PBGC could be left with a pool of plans to
insure consisting solely of high-risk, underfunded
plans.

Moral hazard incentives—this is the ultimate source
of any PBGC financial trouble—do exist and are
exacerbated by the premium structure and funding
regulations. Sponsors have the financial incentive to
underfund their plans because they do not bear the full
cost of the resulting increase in risk. (However, this was
more the case before PBGC was established in 1974.)
This incentive s especially strong for companies
experiencing financial difficulties and thus having a
hard tume covering their expenses. Minimum fundung
regulations allow this type of behavior. A sponsor can
follow the regulations and still remain underfunded for
long periods of tume. An underfunded plan can amortze
past liabulities over 18 years, and, in 2ddition, plans can

pay back any waived amounts of funding over S years.
Furthermore, defunding of plans when the sponsor hits
hard financial times is possible, and currently little can
be done t~ prevent it. Since sponsors are given some
limired + ree of latitude in setting interest rate,
retirement age, and mortality rate assumptions used to
determine minimum cor.tribution requirements, a
sponsor can adjust these to minimize plan contribu-
tions. Furthermore, the costs associated with early
retirements and plant shutdowns, which ase common in
financially distressed companies, are typicatly
underfunded. Strict casualty insurance would allow the
insurer to dictate all of these calculations while having
an effective veto over adverse actions by virtue of its
ability to cancel the insurance.

One course of action suggested by a casualty insurance
approach is to adjust premiums to more fully reflect risk
and exposure. Such a3 move wou!d force sponsors to
bear the full burden of their underfunding and thus
lessen the financial incentives to underfund plans. It s
possible that a premium structure with unlimited risk
premiums could push financiatly troubled sponsors into
bankruptcy and thus drive their plans into distress
terramnations, but it is also possible that some of these
plans may experience a distress termination eventually
even if nothing changes. Such a change should serve 1o
keep other plans out of distress termination danger in
the future by leading to better funding practices in the
defined benefit system. However, a risk based premivm
structure may lead even strong companies with fla.
dollar plans to freeze benefit levels because any 1n-
creases will at least intizlly be unfunded. Furthermore,
such premiums could effectively freeze the number of
defined benefit plans with past service credits, as
occurred following the passage of the Multiemployer
Pension Plan Amendments Act. New defined benefit
plans by design of awarding past service benefit credits
at the ume of plan set-up are almost always inually
underfunded, and a high premium might pose 2 signifi-
cant entry barrier. Thus, in considering a move to a
risk-based premium structure, short-term costs and
benefits must be weighed against long-term costs and
benefits.
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Another casualty insurance possibility is to reduce or
freeze benefit coverage; this would at least limit PBGC's
exposure by reducing the level of insured benefits. This
could lead o better funded pension plans; if PBGC's
guarantee is minimal, workers have the incentive to
exert more pressure for additional funding. However,
such an increase in risk exposure to employees may not
be acceptable to plan sponsors and participants and
could lead to the establishment of defined contribution
plans as 2 substitute for defined benefit plans.

@® PBGC Legislative Proposals

Four proposals have been introduced to change
PBGC's current operation. The proposals maintain
PBGC's social insurance program while representing
a further movement toward casualty insurance
concepts. The proposals fall far short of what a full
casualty insurance model would require. The proposals
approach the benefit guarantee and plan termination
issues of the defined benefit insurance system from
more of a casualty insurance program perspective by
aiming to minimize PBGC's exposure through increas-
ing recoveries and minimuing claims. However, the
proposals maintain 3 social insurance program's objec-
tives by atzempting to alter the behavior of the paruci-
pating plans and plan sponsors while maintaining cross-
subsidies and the present premium structure. Overall,
the goals of these proposais are to increase bankruptcy
recoveries, increase incentives for better funding and
funding requirements, restrict future growth in guaran-
tees, and cor  rt PDGC’s budget accounting to provide
a more realistic financial picture. However, some of
these revisions could increase the possibility that plan
sponsors with well-funded plans will leave the defined
benefit system. The proposals were included in Presi-
dent Bush's 1993 budget. The proposals (with the
exception of the accounting proposal) were introduced
as leguslation (S.2485, H.R.4545) in March 1992 by
Sen. Robert Dole (R-KS) and Rep. Robert Michet
(R-IL), respectively. The termination in bankruptcy
proposal (S.2014, H.R3843) was introduced in No-
vember 1991 by Sen. Charles Grasstey (R-1A) and
Rep. Rod Chandler (R-WA), respectively.

Termination in Bankruptcy Proposal

The provisions of the bankruptcy proposal are
intended to give PBGC the ability to clarify and
increase its recoveries in bankruptcy from both
terminated plans and plans that are not terminating
but are being taken over by an affiliate. This proposal
1s close to the casualty insurance perspective because it
places a higher priority on preserving payment to
PBGC than on the preservation of the defined benefit
system. Recent court rulings, particularly the LTV
ruling, have challenged PBGC's claims. Both the
bankruptcy court and district court ruled againse PBGC
on its assertion of priority claims for both unpaid
conmibutions and employer liability and denied that
PBGC has the authority to determine the amount of its
claims 1 bankrupeey.

The objective of the bankruptey proposal is to clarify
PBGC's major bankruptcy claims for unpaid contribu-
tions and employer liability. These claims are generally
unsecured, although some have priority status. ERISA
and the tax code give PEGC priority on claims for
contributions and employer liability in bankruptcy;
however, this is not stated in the Bankruptey Code.
The revisions to the Bankruptcy Code are interided to
minimaze dispute over PBGC's claims for contributions
arid employer liabihity, thereby increasing recoveries
and reducing incentives to stop contributions during
and prior to bankruptcy. PBGC's bankruptey proposal
would alter the Bankruptcy Code to recognize pension
contributions as administrative expenses, similar to
salary, that are paid during bankn:ptcy; increase
PBGC's claim for all contributions missed more than
180 days prior to bankruptcy filing; and affirm thata
portion of PBGC's claim for employer liability has tax
priority. Addinonally, PBGC would be allowed to assert
a claim for underfunding against a liquidating sponsor
even 1f the plan is not terminating but is being taken
over bv an affiliate

The proposal could decrease plan sponsors’ incentives
to seek termunation of underfunded plans because plan
sponsors and affiliates would be hetd directly respon-

26 # EBRI Issue Brief

65-775 0~ 93 - 5

May 1992




sible for contributions before and during banknupcy,
and PBGC would have greater enforcement capabilities
because its claims would be clarified in the Bankrupecy
Code. The revisions might also lead creditors to pres-
sure plan sponsors to keep plans well funded; if creditors
know that PBGC has priority status in bankruptcy, they
will be less willing to lend money to companies that
sponsor underfunded pension plans. However, the
inability to secure loans from creditors could result in
the ultimate failure of companies in dire financial
condition. Plan sponsors might drop defined benefit
plans and seart defined contibution plans, realizing
that their ability to secure loans would be limited
should they incur plan underfunding in the future.

The proposal also secks to clarify PBGC's right to
determine the amount of its claim and would allow
PBGC to increase the amcunt of the priority claim
above the 30 percent of net worth calculation.32 The
priority claim would not be able to exceed the sum of:
(1) the amount of benefits ateributable to the oceur-
rence of events, such as plant shutdowns, that cannot
be predicted and occur within the three years prior to
plan termination, and {2) the greater of 30 percent of
the sponsor's and affiliate’s net worth or a percentage of
unfunded benefit liabilities, starting with 10 percent
and increasing 2 percent each year until 1t reaches

50 pe.cent. PBGC would be given the option to
disregard the 30 percent of net worth calculation wher
it results in lower recoveries than the alternative or
when the calculation is too contentious to be cost
effective. PBGC argues that the 30 percent of net

wort” 1 calculation for PBGC's priority claim is often
inadequate when pension plan underfunding is high 1n
relation to the net worth of a company, which is often
the case in bankruptcy. The proposal is intended to
provide PBGC witl: an option for a hugher priority
claim because, unlike most other creditors, PBGC s
not able to establish the amount of credit 1t extends te
plan sponsors. The priotity claim for shutdown benefits

N Cunently, PBGC's priorcy claim s equal to the full atnount of
unfunded benefit habilities up to 30 percent of the plan sponsor’s
and a3 affiliace’s net worch.

within is intended to decrease the underfunding, or
PBGC's liability for underfunding, that often occurs
shortly before plan termination. As mentioned above,
plant shutdowns often occur shortly before plan temmi-
nations and are most often not prefunded.

Finally, PBGC would have the right 1o be a member of
a creditors’ commictee, and bankruptey courts would be
required to notfy PBGC of proceedings and all other
notices given to creditors in any case where a debtor or
a debror's affiliate maintains a PBGC-covered plan.
This provision is intended to facilitate PBGC's mem-
bership on creditors’ committees, increase the informa-
tion PBGC has available for purposes of maximizing
recoveries, and encourage creditors to pressure plan
sponsors not to seek termination of their pension plans.

L 2 4

Consistent with ERISA’s social orientation, a
pension plan’s funding status is currently not
considered in extending PBGC's coverage of
pension plan benefits.

L R & J

Benefit Guaranty Proposal

Limiting PBGC'’s guaranty of benefit increases and
benefits that are associated with unpredictable events
is intended to reduce PBGC's exposure in the event
of distress terminations and prevent the growth of
unfunded liabilities. The change would eliminate

PBEC C's guarantee for new benefits or benefit increases
made after December 31, 1991 until a plan is fully
funded. Once a plan is fully funded, all previous in-
creases would be guaranteed, subject to monthly fimics.
The proposal also would eliminate PBGC's guarantee of
pension benefits adopted and effective after December
31, 1991 that are contingent on an unpredictable event
such as a plant shutdown. These changes are most
closely related to casualty insurance concepts, as they
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essendially take the position that guarantees should
only be provided where no unfunded risk exists.

Under ERISA, PBGC generally fully guarantees new
benefits oc benefit increases included in plan amend-
ments, within a five year phase-in period. Consistent
with ERISA’s social orientation, a pension plan's
funding status is not considered in extending PBGC's
coverage of pension plan benefits. Chronically
underfunded plans may increase their benefit promises,
which subsequently increases their underfunding. The
current minimum funding rules allow plan sponsors to
amortize the cost of benefit increases over a longer
period than the time in which the benefits become fully
guaranteed. Negotiated pension plans, which typically
increase benefits every three to five years, become
underfunded or increase their underfunding because the
increases cannot be prefunded before they are negoti-
ated. The proposal would replace the five-year phase-in
period for the guarantee of new pension benefits with a
requirement that plans be fully funded for vested
benefits in order to receive the guarantee for new
benefits. In this manner, the proposa! attempts to
eliminate pension plan underfunding that occurs
when benefits are increased while plans are
underfunded. This change utilizes casualty insurance
concepts by uaranteeing only those benefits that do
not have unfunded risk but thereby potentially makes
flat benefit negotiated plans unworkable. An alterna-
tive change, driven by social insurance objectives,
would be to allow, or encourage, flat benefit negotiated
plans to prefund benefits on a tax-deferred basis before
they are negotiated. This change would encourage
increased funding while maintaining the guarantee of
benefits without regard to unfunded risk.

PBGC has found that benefits associated with unpre-
dictable contingent events, such as pla: + ~hutdowns,
often are not prefunded and introduce - . ~stantial costs
10 PBGC when the benefits are trigge: ! hortly before
a pension plan terminates. Shutdowns . :ten occur
shortly before plan termination, 2. *. i~anies attempt
to downsize. During PBGC's 17 ye: s of operation,
shutdown benefits have cost it approximately half a

billion dollars, as of year-end 1991. By eliminating
guarantees of increased or additional shutdown
benefits, PBGC may reduce its exposure, encourage
prefunding of these benefits, and limit further provi-
sion of these benefits where they are unlikely to be
funded. Again, this proposal is a movement away from
a more social orientation that led to initial guarantees
for shuedown benefits.

L A X 4

During PBGC’s 17 years of operation, shut-
down benefits have cost it approximately halfa
billion dollars, as of year-end 1991.

L R K

The most diract effect of both parts of this proposal
would be ta limit PBGC's guarantees for the most
common sources of underfunding. The proposal is
intended to prevent plan sponsors from offering new
benefits before they are fully funded for their previous
benefits or offering shutdown benefits without
prefunding. Participants in underfunded plans would
not receive their increased pension benefits should
their plans terminate except through their share of
PBGC's recoveries. Therefore, participants in plans
that negotiate updated benefits with each new agree-
ment may pressure employers to betrer fund their
pension plans or replace their defined benefit plan with
a defined contrnibution plan. This argument assumes
that participants are aware and concemned that their
benefits would not be guaranteed. Some might argue
that participants are not likely to be aware of the
changes in pension plan guarantees. Under ERISA,
new pension benefits are often not fully guaranteed
unt five years after the benefits are increased. Partici-
pants historically have not pressured plan sponsors to
provide alternate benefits because they fear that they
would not receive negotiated benefits if the plan fails
within the five-year period. This may be evidence that
plan participants do not behave on the assumption that
the plan sponsor might fail.
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Funding Requirement Proposal

This proposal revises the additional funding require-
ments for underfunded single-employer plans by
replacing the deficit reduction contribution that is
based on plans’ unfunded liabilities with two new
rules. an undenundmg reducnon requirement, and a
Plans that are not
underfunded are not subject to the deficit reduction
contribution and would not be required 1o pay the
additional contribution defined in the proposal. The
two new rules would apply only to underfunded plans
with more than 100 participants.33 The required
additional contribution for underfunded plans would be
the greater of: (1) a stronger version of the 1987 deficit
reduction contribution and (2) the new solvency
maintenance requirement. PBGC estimates that the

3¥There w only a limited effect on plans with between 100 panti-
panes and 150 participans.

Yable 10
Example of Minlmum Required Contribution for
Plans That Are Not Underfunded

Normal Cost at January 1, 1990 $ 500,000
Amortzaton Charges at January 1, 1990

Inad untunded liabrity 75,000

Plan changes 325,000

Actuanal iosses 100,000
Towl 500,000
Interest to Year-End on Normal Cost and

Amorizabon Charges at 9% 90,000
TJotal Charges 1,090,000
Cradit Balance at January 1, 1990 [}
Amorszaton Credits at January 1 1990

Plan changes 150,000

Acluarial gains 250,000
Totat 400,000
Inwrest to Year-End on Credit 8alance and

Amorazation Crodits a19% 36,000
Tozal Credits 436,000
M Required C: b 654,000

Source Michael A. Aschar, "Minmum Funding Requvements,
n Marsn Wald and David E Kenty. eds , ERISA A Compre-
hensive Gude (New York John Wiley & Sons. inc, 1991)

funding proposal would lead underfunded plans to reach
full funding within 10 years to 20 years.

o

Mini Funding Reg for Plans That Are Not
Underfunde. -Smce 1974, the basic minimum funding
standard under the IRC requires that a pension plan
having supplemental liabilities must amortize such
liabilities over a specified period of tim . in addition to
the funding of normal cost. For plans in existence on
January 1, 1974, the maximum amortization period for
supplemental liability is 40 years; for single-employer
plans established after January 1, 1974, the maximum
amortization period is 30 years. Moreover, experience
gains and losses for single-employer plans must be
amoruzed over a five-year period. Changes in supple-
mental liabilities associated with changes in actuarial
assumptions must be amortized over a period not longer
than 10 years.

All pension plans subject to the minimum funding
requirements must establish a funding standard
account that provides a comparison between actual
contributions and those required under the minimum
funding requirements. The main purpose served by the
funding standard account is to provide some flexibilicy
in funding by allowing contributions greater than the
required minimum, accumulated with interest, to
reduce the minimum contributions required in future
years. (See table 10 for an example of a funding stan-
dard account.)

A determination of experience gains and losses and
valuation of a plan's Liability must be conducted at least
once every year. For each plan year, the funding
standard account is charged with the normal cost for
the vear ~nd with the minimum amortization payment
required for the initial unfunded liabilities,>* increases
in plan liabilities, experience losses, the net loss result-
ing from changes in actuarial assumptions, and waived
contributions for each year. These amortized charges

3#The initial unfunded accrued habiity 1 the habilicy ncurred
when a plan 1 started. The nitial undecfunding 1s primarily due
¢o czedic given toward service pnor to plan establishment.
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are listed in the example on table 10 as initial unfunded
liabilities, plan changes, and actuarial losses. Adjust-
ments ate made for interest on the amortized charges
and normal cost charges to the end of the plan year.
The account is credited in each plan year for employer
contributions made for that year, with amortized
portions of decreases in plan liabilities, experience
gains, the net gain resulting from changes in actuarial
assumptions, amounts of any waived contributiors, and
adjustments for interest on the preceding items to the
end of the plan year.3? If the contributions to the plan,

3ln certain sitvations, the accounc will also be credited wich a full
funding hmianon credic. See Prop Reg. Sec. 1.412(c)(6)-1(g).

adjusted as indicated above, meet the minimum fund-
ing standards, the furding standard account will show a
2ero balance, as is the case in the example. If the
funding st \dard account has a positive balance at the
end ol .l year, such balance will be credited with
interest in future years (at the rate used to determune
plan costs). Therefore, the need for future contributions
to meet the minimum funding standards will be reduced
to the extent of the positive balance plus the interest
credited.

OBRA ‘87 Minimum Funding Requirements for
Underfunded Plans—Partly as a result of PBGC's

exposure to the increasing incidence of bankruptcies

Tabie 11
Example of Development of Deficit Reduction Contribution

Calculaton of Unfunded Old Liability Amount

(1) Current hatuity as of January 1, 1389 based on October 16, 1987 plan provisions
(2} Actuanal value of assets as of January 1, 1989 (less credit balance)

3)  Unkinded old hadility®

(4)  Unfunded oid habikty amoun®
Caiculaton of Untunded New Liabiity Amount

(5)  Cument habety as of January 1, 1990

(6) Actuanal value of assets as of January §, 1930 (less credi balance)

(7)  Unfunded current habihity®
(8)  Unamorazed unfunded oid liabilrtyd
{3)  Unfunded new labrty®
(10)  Current liabeity inded p.rmugo’
(11)  Percentage of unlunded new tabiity recognized®
(12)  Unfunded new habuiity amount
Calkcuiaton of Deficit Reduction Contnbuton

{13)  Sum of unlunded old kadiity amount and untunded habibty amount’
(14)  Amortzabun charges and credits for iibal unfunded and plan changes

(15)  Defic reducton contnbubon®

10,000,000
8.000.000
2,000,000

209,564

12,000,000
9,500,000
2.500.000
1,951,575

548,425
792%
190%

104,201

313,768
250,000
63,765

Source Michael A Archer, "Minimum Funding Requirements,” n Martin Waid and Oawd E Kenty, eds., ERISA: A Compre-

hensive Gude (New York John Wiley & Song, Inc, 1991)
&(1)-(2)

b!&yur amortizaton of unfunded old liabxity at the current liatuity rate of 9%

CiS16)
dar44) 1 09
#(7)48)

}
930%~ 25((10)-35%)
Resaye)
'(#)+(12) .

Hhe sum of the ininal untunded habitly and chargas for plan changes less the credits for plan changes (75,000 +325,000—

150,000) $hawn in Lable 10
“Minimum((13)<14) {7}
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and persistent underfunding by some plans in the

1980s, OBRA °87 established additional minimum
funding requirements for plans covering more than

100 participants that are not at least 100 percent
funded for current liabil “ies.38 In general, the current
liability is the plan’s liability determined on a plan
temination basis. Specifically, it is the present value of
accrued benefits projectad to the end of the current
plan year, excluding the value of unpredictable contin-
gent events that have not occurred.37 A plan’s
unfunded current liability is calculated by subtracting
the actuarial value of assets, minus the credit balance in
the funding standard account, from the cuirent liability.
Plans that have an unfunded current liability based
on this calculation must pay an additional minimum
funding contribution.

The additional contribution is based on the deficit
reduction contribution, which is the sum of the
unfunded old liability amount and the unfunded new
liability amount net of the amortization charges and
credits for initial plan supplemental liabilities and those
arising from plan changes. (See table {1 for an example
of the calculation of the deficit reduction contribu-
tion.) The unfunded old liability is the unfunded
liabiliey that existed at the beginning of the 1988 plan
year, based on the plan provisions in effect on October
16, 1987. The unfunded old liability amount s a
portion of the unfunded old hability equal to an 18-year
amortization, beginnuing :n 1989, of the unfunded old
liability. The unfunded new liabil.ty equals the excess,
if any, of the unfunded current liability afer submracung
the portion of the unfunded old hablity that has not

3The additonal contribunions are phased wn for plans with becween
100 parexcipanes and 150 participants All defined benefit plans
must be aggregated to determine the number of patticipanc 1n
applv\m this exception.
"The present value of this lability s calculated using the plan's
valuation incerest rate, provaded that it 1s berween Q0 percent and
110 percent of the weighted average of rates of interesc on 30-
year Treasury securines dunng the four-vear period ending on the
tast day of the pror plan year Furthermore, the interest race
should be corsistent with current insurance company annuity
rates The IRS may, by regulation, extend this range downward if
90 percent of the weighted average s unreasonably high, but to
no lower than 80 percent of the weighted average.

yet been paid (called the unamortized portion of the
unfunded o!d liability).38 The unfunded new liability
amount is a percentage of the unfunded new liability,
determined by a formula with higher payments required
for more serious’: underfunded plans. The degree of
underfunding is measured by the funded current liability
percentage, defined as the ratio of the plan's actuarial
value of assets, net of the funding standard account's
credit balance, to its current liability. If this ratio is

35 percent or less, the percentage of the unfunded new
liabilicy recognized 1s 30 percent. For every percentage
point by which the funded current liability percentage
exceeds 35 percent, the percentage of unfunded new
hability recognized declines by 25 percent.

Plans with an unfunded current liabilicy pay the excess,
if any, of the deficit reduction contribution over the net
-otal of the follcwing funding standard account amorti-
zation charges and credits—charge for the initial
unfunded accrued liability, charges for plan changes,
and credits for plan changes.

Proposed Minimum Funding Requivements—Although the
OBRA ’87 modifications undoubtedly increased the
minimuin funding requir ts for a sub ial
percentage of underfunded plans, there were several
anomalies that allowed some underfunded plans to
(legally) circumvent the law’s intended objective. In
an atcempt to correct these provisions, additional
funding requirements for plans that are not
multiemployer plans have been proposed by the Bush
admunistration to assure that pension plans make a
sufficient contribution in each year that they are

underfunded.

If enacted, the Bush administration proposal would
eliminate the deficit reduction contribution intro-
duced by OBRA '87 and replace it with a new
underfunding reduction requirement. In essence, this
change would apply the formula for the unfunded new
hability amount from the 1987 law to the entire

38The unfunded new hiability does not include liabilicy for unpre-
diceable contingent events that have occurred

May 1992

EBRI issuc Bnef @ 31




Lol e

underfunding, eliminating the grandfather clause in
OBRA '87 that allows the unfunded old liability to be
amortized over 18 years. When viewed in isolation, this
change could drastically impact the minimum funding
requirement for severely underfunded plans. For ex-
ample, plans with the lowest funding ratios (i.c., those
whose plan assets are less than 35 percent of their
termination liability), would find their marginai
funding requitement on the amount OBRA '87 defines
as the unfunded old liabilities almost tripled. The
proposal would increase the current annual payment of
approximately 10.5 percent of the unfunded old liabil-
ity (assuming a 9 percent discount rate} under the
18-year amortization schedule to a formula amount
requiring an initial annual payment of 30 percent of the
unfunded old liability.

However, it is possible that the underfunding reduction
requirement would not be relevant to a group of
underfunded plans with a very mature population of
plan participants. Since the implementauon of the
OBRA '87 maodifications, it has been observed that,
even with the additional funding required by the deficit
reduction contribution, plans with a heavy concentra-
tion of retirees relative to the number of participancs
may find that benefit payments exceed the minimum
required contnibutions to the plan.

Therefore, the proposal provides for 2 larger mini-
mum required contribution for plans that fall into
parameters established by a newly defined solvency
maintenance rule. In general, underfunded plans will
be subject to the solvency maintenance rule provisions
if the rule provides for a larger minimum contribution
than the underfunding reduction requirement. The
solvency maintenance rule would {eventually) intro-
duce rwo new components into the calculation of the
minimum required contribution: disbursements from
the plan and interest (as determined by the plan
interest rate) on the plan’s inidal>® unfunded liability.
Disbursements from the plan are specifically defined to

3%Under the propoeal, the word muial refers to the firse day of the
plan year, not the effeccive date of the new provisions.

include benefit payments, including purchases of
annuities or payment of lump sums in satisfaction of
liabilities, administrative expenses, and any other
disbursements ~>m the plan or its trust. However, a
special re!z 2x..ts for determining the applicable
amounts attributable to purchases of annuities or the
paymenc of lump sums for this rule. Specifically, the
applicable amount will be equal to the actual amount
paid by the plan (or trust) multiplied by the excess of |
over the inital funding ratio of the plan.

Since a sudden shift to either of the two new minimum
funding rules may be expected to have serious cash flow
consequences for sponsors already encountering serious
financial difficulties, it was decided to provide a gradual
transition to the new rules. With respect to both
requirements, any net positive credit balances in the
funding standard account for plan years beginning on or
before December 31, 1993 would be available as an
offset to the new requirements.*? The solvency mainte-
nance rule would be phased in gradually over a five-year
period, further lessening its impact.

Another aspect of the OBRA '87 minimum funding
requirements that in many cases minimized the impact
of the deficit reduction contribution concerned the
existence of funding standard account credits (typically
from experience gains or changes in plan assumptions).
Under the OBRA '87 calculations, it is quite possible
thar the deficit reduction contribution could be entirely
eliminated if these credits are sufficient. The proposal
attempts to correct this problem for underfunded plans
by continuing to allow credit for experience gains, gains
from changes in actuarial assumptions, and greater than
required minimum contributions, but only to the extent
of the charges for experience losses and losses from
changes in actuarial assumptions.

The final modification in this proposal simultaneously
treats two tssues introduced by the current kiability

“CEven though underfunded, plans may have a net posiave credic
balance. For many plans, this may be due to greater-chan-
anticipated investment recurns in recent yean.
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concept in OBRA '87 by replacing the current liabulity
computation with the nitial termination liabihity.
Although the details are beyond the scope of this
discussion, in many situations the assumptions man-
dated for the current liability calculation limited the
value assigned to this liability component of the
deficit reduction contribution. With fewer plans
qualifying as underfunded, the impact of the addi-
tional funding requirement would be minimized.
Secondly, the additional regulatory burden of this
additional valuation would cease to exist if the proposal
were enacted.

A corollary to the removal of the current hability
computation may be troubling to some observers in that
it would provide a greater degree of flexibility to the
chaice of actuarial assumptions for the additional
funding requirement. In calculating current hability,
plans were required to use the plan's valuation interest
rate which must fall within specific guidelines.d! The
proposal does not introduce requirements for interest
rate assumptions for calculating the initial termination
Liabifiy. Professional standards and the additional
discipline introduced from the limitation of credit for
experience gains and gains from changes in actual
assumptions and from greater-than.requited minimum
contributions in past years will undoubtedly minimue
the use of assumptions resulung 1n extraordinarily low
liability values. However, 1t appears that the substitu-
tion of the initial termunation tability concept for the
OBRA current hiability may decrease the number of
plans that are considered to be underfunded in the
short run. Plans that do not have an initiat unfunded
liability would not be subject to either of the two new
additional cor.tnbution requirements.

Accounting Proposal

The accounting proposal would chanye the budgetary
treatment of PBGC's accounting from 4 cash to an
accrual basis in order to reflect anticipated costs and

41See footnote 35 on page 30 for details on secrirg plan’s
valuation interest rates

provide budgetacy incentives for the adoption of other
proposals. PBGC asserts thac cash accounting 1s
musleading because 1t does not recognize potential long-
term losses and emphasuzes that acerual accounting 1s

the star.  J insurance accounting methodology. The
proposal would allow PBGC to accrue its losses and
expected losses and reflect savings chat will be incurred
by the adoption of legislative changes. President Bush’s
budget projected that the cumulative effect of the
adoption of the pension proposals would be to lower
PBGC's accrued cost by $8.7 billion in the year the
savings are first counted and reduce the growth of costs
substantially thereafter. However, some have cnucued
thus aspect of the proposal as “a gigantic accounting
gimmick”™ because the savings from reforms that would
occur over decades would br, used as a pretext to cut
taxes in the 1993 federal budget (Samuelson, 1992).

While PBGC already calculates its liabilities and net
deficits on an accrual basis in reporting its financial
status, these numbers are not recognized in the
federal budget. The revision 8 intended to faciheate
PBGC's ability to convince Congress to pass legislation
that would reduce underfunding and facilitate increases
n premiums to cover deficiencies if necessary. Because
pension contributions are tax deferred, increasing
funding standards reduces tax inncome, thereby increas-
ing the federal deficit. However, by including the
savings ganed from funding reforms in PBGC's budget
statement, 1ts accrued deficit will decline, softening the
umpact of the decrease in tax income on the federal
budget. On the other hand, the inclusion of expected
losses \n PBGC's accrued deficit may make it more
difficult to pass legistation to increase benefit guaran-
tees shou!d this be desirable in the future.

@ Conclusion

Does a general taxpayer bailout reminuscenc of the
FSLIC episode loom on PBGC's horizon? There are
currently sufficient liquid assets within the aggregate
defined benefit system itself to cover the existing
pockets of underfunding within individual plans.
Therefore, unless legislative changes are made that
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cause employers to terminate well-funded defined
benefit plans en masse, thus denying PBGC a base of
premium payers, a general taxpayer bailout would be
unnecessary.

The overall defined benefit pension system currently
has $1.3 tnllion wn assets to cover $90C billon in
liabilities. From the so<ial insurance perspective, this
means that, while there 15 underfunding within some
individual plans, there are also sufficient resources
available within the defined Lenefit system eself o
cover this underfunding. The $15.5 billion habihity for
rusteed plans-and probable distress terminations
represents 3.9 percent of the $400 billion dollar surplus
in the defined benefit system. The needed funds can be
accessed through increased premiums or by imposing an
annual lump-sum premium charge on sponsors that s
sufficient 2o eliminate any PBGC year-end deficit. The
bulk of defined benefit assets are in liquid bond and
equsty investments and are thus easy to access; this was
not the case with the assets of S&L institutions, which
were concentrated heavily in mortgages Furthermore,
whereas S&Ls and banks face the prospect of depositors
demading immediate withdrawals, pension plans pay
out funds only when an individual separates from
service or retires.  In addition, considerazion of the
present value of income {premiums and investment
earmings) that 1s fikely to be received during future
periods when benefits are being paid substantially
umproves PBOGC's deficit picture

Coes this mean that there are no problems with PBGC
insurance system and therefore no changes are needed?
No. both social insurance and casualty insurance
proponents acknowledge that the system needs to
change in order to reduce abuse and mainain partici-
pants’ retirement secunty.

As currently structured, the pension insurance system
creates a financial incentive for employvers to underfund
thewr defined benefit plans. The vast majonity of spon-
sors maintain well-funded plans despite this incentive,
but some do not. Without changes. underfunding
within the defined benefit svstem 1s Likely to improve

only slowly, if historical rends continue. Were more
firms to begin to take advantage of the system, the
financial picture could detertorate.

A balance between social insurance and casualty
insurance principles is most likely to sustain an
ove,all strong and continuing defined benefit pension
system. Too great a movement toward either extreme
could ultmacely lead many businesses to abandon the
defined benefic approach. Should that be deem: 1
desirable, 1t should come from explicit targeted actions.
not as the indirect effect of well intentioned reforms.

Finaily, the private defined benefit system and PBGC's
financial status should be considered in context Private
defined benefit plans are approximately $400 billion
overfunded in the aggregate. Actuarial deficiencies of
federal retirement annuity programs consist of Soctal
Security OASDI at $1.1 trillion, the CSRS at

$660 bullion, the FERS at $6 billion, the MRS at

$533 billion, the Railroad Renrement Board at

$33 bullion, and other retirement programs at

$21 bullion. 1n addition. actuanal deficiencies in federal
health programs consist of Medicare-HlI at $402 billien.,
the Federal Employees Health Benefits Program at
$115 bullion. and Muilitary Treatment Facilities and
Civilian Health and Medical Program for the Uni-
formed Services (CHAMPUSY) at $295 billion. Con-
cem for PBGC premium payer may well merit changes
in the faws govemning private pensions and PBGC, but.
in terms of underfunded liabilities, larger general
taxpayer interests lie in policy makers giving attention
10 the long-term tax consequences of public pension
and retiree medical benefit promises that have not been
advance funded.

This Issue Brief was written by Paul Yakoboski,
Celia Silverman, ‘and Jack VanDerhei of EBRI
with assistance from the Institute’s research and
education staffs and helpful comments from out-
side reviewers
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COMMUNICATIONS

STATEMENT OF THE INDUSTRIAL UNION DEPARTMENT (AFL-CIO)

My name is Richard Prosten, director of bargaining and research for the Indus-
trial Union Department, a semiautonomous part of the AFL-CIO family of unions.
We represent 51 international unions, with a membership of 4¥2 million workers.
The enactment of ERISA in 1974 was a response to an intensive educational effort
R{)our Department. The Act was one of the top priorities of then IUD President IL.W.

Abel, who was also President of the United Steelworkers of America. The protec-
tions it affords workers are an important part of his legacy and a testimonial to his
compassion for and concern about older Americans and their economic welfare.

No group has a greater stake in a smoothly functioning defined benefit pension
sf\:stem and financially sound Pension Benefit Guaranty Corporation (PBGC) than
the men and women we are privileged to represent. Their retirement security is a
ve%' important part of our agenda, a concern we know the committee shares.

tle was ERISA’s most innovative component. It established the PBGC, a
model of social insurance crafted by Congress to fill a need that the private sector
was unwilling or unable to address. It reinsures the benefits of workers who find
their retirement security threatened should their plan fail. Sadly, much of the
PBGC’s recent activity has been misdirected, leading many of our members to con-
clude that the Agency they have supported and relied on has turned on them, in
effect blaming the victims for the crime.

In the name of protecting the Agency, the PBGC is undermining the retirement
security of the plan members it was established to protect. Its actions often suggest
that it is ready to stray from its fundamental purpose of protecting pension benefits
in defined benefit plans and ready to ado}?t a casualty insurance provider model—
a model that is totally inconsistent with PBGC's historical mission. In its attempts
to follow the casualty insurance path, the PBGC has frequently adopted anti-partici-
pant, anti-defined benefit plan, and anti-collective bargaining postures. We cannot
support the abandonment of PBGC’s historic role, and are concerned about scare
tactics apparently intended to try to pressure the public and Congress to accept the
Agency’s proposals.

The centerpiece of this “campaign of fear” ia a specious comparison of the PBGC
to the Federal Savings and Loan Insurance Corporation (FSLI comparison that
is frequently offered by Agency and other Administration officials. Rather than ac-
count for its inept handling of the Savings & Loan situation, the Bush Administra-
tion has been using the FSLIC mess as a cover for its attempts to undermine con-
fidence in the pension reinsurance system and to dismantle worker protections that
the PBGC has administered for the last eighteen years. Labor Secretary Martin re-
cently went so far as to declare that Congress must act at once if the country is
to avoid a taxpayer bailout of PBGC during her watch.

The Secretary’s statement sounds alarming, but comparing PBGC to the FSLIC
is quite inappropriate. Taken as a whole, private defined benefit pension plans are
overfunded by $400 billion—a differential that has actually been growing in recent
years. Certainly there are pockets of underfunding in some hard gressed industries,
and these are problems that need to be dealt with carefully and compassionately.
The Administration, however, seems to be suggesting that killing the patient is the
way to cure the ailment.

In a comprehensive issue brief, the Employee Benefits Research Institute (EBRI),
a non-profit, non-partisan, public Kolicy research organization based in Washmgton,
DC, has recently concluded that the Pension Benefit Guaranty Corporation (PBGC)
insurance system is financially sound.

According to the EBRI, comparisons of the PBGC’s insurance of defined benefit
plans to the problems of the failed FSLIC insurance system and its bailout by tax-
payers are unwarranted for a number of reasons, including the following:
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e Pension plans insured by the PBGC are, as ERISA mandated, widely diversified
in terms of their investments-—while the risk exposure of the S&L’s was almost
exclusively to real estate.

o It is estimated that some 60 percent of the S&L failures involved fraud and
mismanagement. Such activity among single employer plans is essentially non-
existent.

» Throughout the 80’s, FSLIC-insured S&L’s, operating in a deregulated atmos-
phere, were allowed to use very loose accounting practices. Pension plans must
adhere to very strict accounting rules.

¢ PBGC's liab;’l)i'ties are paid out over time, while S&L depositors were paid, in
full, almost immediately.

In short, the disaster that Secretary Martin is warning us about is very unlikely
to happen—but it provides a great cover for the anti-worker agenda that PBGC D1-
rector Lockhart and the Administration are pursuing legislatively.

The key supporting role in the Administration’s campaign of fear goes to the num-
bers concocted by the PBGC to represent its current and potential future liabilities.
The PBGC describes a deficit position of $2.5 billion without noting that this figure
represents liabilities that will be paid out over many years. During that time, the
Agency will be collecting hundreds of millions of dollars annually in premiums and
hundreds of millions of dollars in interest earnings on its nest egg of more than $4
billion (as of last September 30). Nor does the Agency draw attention to the health
status of the defined benefit pension system, which taken as a whole, has $400 bil-
lion more in assets than liabilities. The EBRI study we mentioned earlier calculates
that the entire deficit of $2.5 billion could be eliminated by a one-time charge of
$78 per participant—a modest two-tenths of one percent of defined pension plan as-
sets.

Even PBGC'’s allegation that there is a $2.5 billion deficit is suspect. The General
Accounting Office has indicated that the Agency’s liability calculations are so unreli-
able as to be unauditable.

Ancther element of this campaign of fear is PBGC’s %eriodic publication of a fist
of plan sponsors that the Agency declares to be the fifty most underfunded plans
in the reinsurance system at a given moment. The tortured mathematics that
produce the list do not recognize a firm’s other completely funded and overfunded

lans and ignore any potential recovery bf' the Agency, should the plan sponsor fail.
ile troubled plans are clearly a problem that deserves attention, the Agency’s
Iistinéscadd little to public understanding of the issue.

PBGC’s list of 50 underfunded plans focuses simultaneously on very diverse cases.
The latest release, for example, includes plans whose funding ratios, as calculated
by the PBGC, range from 6% to-94%. A close inspection of the list reveals that over
70% of the identified plans are at least 60% funded. Twenty-one of the fifty firms
on the Agency’s latest list were firms whose plans were at least 80% funded, includ-
ing General Motors, Westinghouse Electric & Raytheon.

ytheon, for example, was on the list despite its pension plan being 83% funded,
with assets of $428 million and liabilities of $514 million. Raytheon is no longer on
the list, and the PBGC executive director would have everyone believe that this is
because the company made a special contribution to get off the list—a sign that the
list is working to encourage funding. In fact, the special contribution was an unnec-
essary diversion of corporate resources. Even if the company had not made an extra

ayment, its plan’s investment returns alone would have been sufficient to knock
it off the list.

In short, PBGC’s listing invites misinterpretation and causes unnecessary concern
for glan members as well as the general public. Pension & Investment Age, a widely
read trade publication, editorialized that the PBGC was “shouting ‘fire’ in a crowded
theater when no fire exists. It (the list] is irresponsible and fear mongering.”

Having tarnished the pension system by associating it with the Savings and Loan
crisis, and using misleading and suspicicus numbers to argue its case, the PBGC
has made a series of proposals for dealing with its self-described crisis. These pro-
posals relate to accelerating funding, reducing benefit guarantees and increasing the
A%nc{s clout in bankruptcy.

e believe that, taken as a whole, the need for these measures is unproven, and
that they unfairly discriminate against hourly production workers and unionized
workers. While these measures might indeed eliminate any possibility that the
PBGC balance sheet would ever be in the red, they wouid accomplish this by shift-
ing the risk to retirees.

n the mid- and late-80’s, Congress responded to Administration requests for
funding improvements designied to alleviate pressures on the PBGC. The effects of
many of those changes will take years to work their way through the system. De-
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sgite a lack of experience and data as to the effectiveness of these recent changes,
the Administration is coming back for “more.” .

And the “more” that PBGC Director Lockhart wants will almost exclusively and—
needless to say—negatively, impact the plans covering workers such as those rep-
resented by our Department. .

The PB roposes to eliminate guarantees for improvements in all except fully
funded plans (rather than a five-year phase-in, as under current law). Some propos-
als go even further. A recently considered amendment to tax law would require com-
panies to provide the PBGC with security for the value of any pension increases in
situations where a pension plan is less than 90 percent funded. We strongly oppose
such a punitive, discriminatory concept. It would strike primarily at single employer
flat benefit plans, which PBGC identifies as the source of most of the underfunding
in the defined benefit system.

The Agency has also proposed changes in funding that would discriminate against
our members and their plans. The PBGC seems to be implying that the blame for
underfunding lies with excessive union bargaining leverage or collusion between
labor and management. This is exactly wrong, and stands reality on its head. Flat
benefit plans tend to be underfunded more than final-pay plans because the law
does not allow them to anticipate or fund for future benefit improvements. This is
completely unlike the situation for the final pay plans, commonly enjoyed by sala-
ried employees, in which pay escalation is built into the benefit formula. Law allows
{:hea]e salaried plans to pre-fund based on expectations of future salary and benefit
evels.

The Administration proposal would also withhold coverage for shutdown benefits
negotiated or otherwise added to plans in the future, no matter how well funded
the aponsoriniplan was.

Without a hint of embarrassment, the Agency maintains that these proposals
would not interfere with collective bargaining. Ironically, the Agency has, in recent

ealrs&.been attempting to insert itself into bargaining matters in a number of ways,
including:

» Interference with union attempts to enforce certain pension clauses in collective
bargaining agreements at distressed companies. In the case of United Engineer-
ing, for example: PBGC has petitioned the U.S. District Court for the Northern
District of Ohio to dismiss a suit filed by the United Steelworkers of America
against United Engineering seeking payment of supplemental retiree benefits
required by collective bargaining agreements.

e PBGC asserts that recent amendments to the Employee Retirement Income Se-
curity Act (ERISA) make the pension Agency the sole authority for collection
and distribution of employers’ unfunded benefit liabilities under terminated
pension plans. The Agency said this includes both statutorily-guaranteed pen-
sion benefits and non-guaranteed supplemental benefits that the Steelworkers
are seeking in the suit.

e USWA filed the suit to collect $400 monthly pension supplements that accrued
prior to the termination of the pension ;ilan in August 1989. The Steelworkers
maintain that the 1987 legislation includes nothing that would reduce the
union’s contractual right to require an employer to make full payment of pen-
sion supplements, rather than waiting for the PBGC, which normally is able to
collect only a portion of such benefits.

¢ The PBGC told LTV, which was trying to emerge from bankruptcy, that in
order to get the Agency off its back, it would have to negotiate a lagor agree-
ment that was “acceptable” to the PBGC. What’s more, the Agency was simulta-
neoilsly telling LTV that cuts in retiree health coverage would best meet that
goal.

Which brings us to the third aim of the Administration’s pending legislation—the
PBGC's desire to increase its standing in bankruptcy. It wants first crack at an
unsecured assets. However reasonable it seems that the government be allowed ad-
ditional recoveries, the impact might well be to reduce the likelihood of successful
reorganization, by lowering the recovery of other creditors to the point where lig-
uidation seems desirabie to them—and liquidation has inevitably lead to job loss.
Bankruptcy reorganization and liquidation also hits very hard at retiree health in-
surance which is unfunded and not guaranteed and is increasingly a claim PBGC
seems willing to sacrifice in order to increase its own recoveries. At least PBGC has
the assets of a healthy defined benefit pension system to back up its guarantees;
Kensioners have only the centinued viability of their former employer to fund their

ealth insurance benefits after retirement.

In conclusion, we are dismayed by an Administration rhetoric that would have the
public believe that corperations and unions are collusively involved in a series of




abusive schemes to strip the Agency of its assets, and that an S&L type disaster
can only be avoided through the application of casualty insurance app-oaches to
PBGC operations. We are not persuaded that there is a crisis. Rather, we believe
that any long-term financial problems are best addressed with adequate data and
due deliberation, and that the goal should be to minimize disruption to the partici-
pants, not to eliminate benefit guarantees.

Absurd as it may sound, the PBGC is asking that it only be responsible for insur-
ing benefits at firms whose plans are the least likely to make a claim. This would
be the application of casualty insurance principles with a vengeance.

America's pensioners deserve better.

STATEMENT OF PAUL H. JACKSON

My name is Paul H. Jackson. I am a Fellow of the Society of
Actuaries and a Director of The Retirement Policy Institute.

This statement is based on my own personal experience as a
practicing actuary working with insurarce companies, private
pension plans and employee benefit plans for 40 years. 1In
addition, commencing in 1970, I have testified before Congress
more than a dozen times on taxes, employee benefits, pensions and
the PBGC. I was the only public witness to testify before the
Dent Subcommittee in its hearings on plan termination insurance
in 1973. I have followed the progress of PBGC closely ever since

its founding.

Before analyzing PBGC’s financial results future prospects and
the various legislative changes now proposed, it is necessary to
keep in mind the problems that Congress perceived in pre~ERISA
pension plans and why PBGC was established.

PBGC’S MISSION

In 1973, when the details of plan termination insurance were -
being fleshed out, I proposed that the program should pay

benefits to "all individuals who have lost benefits because of

the failure of a private pension plan." I further proposed that
the plan collect contributions each year sufficient to pay the
estimated benefit payout in the following year. I had doubts as

to whether a government agency could set realistic actuarial
assumptions and make effective long term investments on a basis
that would be independent of political considerations. I still

have doubts.

The PBGC was established within the Department of Labor to help
rastore faith in our private pension system by making benefits
more secure. No one in Congress ever stated that their real
mission was to establish a private insurance company that would
make money for the government or compete with the Aetnas and
Liberty Mutuals of the world. The purpose of PBGC, as set forth
in Title IV of ERISA, was to encourage the continuation and
maintenance of private pension plans, to provide for the timely
and uninterrtpted payment of pensions, and to maintain premiums
at the lowest level consistent with its obligations. Attaining a
triple-A credit rating or accumulating assets sufficient to buy
private sector annuities for all of its obligations were pot

considerations. .

In its original design of Social Security, Congress consulted
insurance experts and academics and held long discussions about
the optimum balance between individual equity among premium
payers and the social adequacy that should be required of a
governmental pregram. Unfortunately, equity and sound insurance
principles led to the prospective design of Social Security. You
can’t buy insurance on a house that is already burning. That is




the reason why contributions (taxes) were required of all
workers, but workers who were over 65 when the program started
were excluded from benefits permanently! It was 1950 hefore the
"new start" amendments corrected this unpopular and unfair
provision.

I~ was in 1973, and is now, my belief that a government program
should be perceived as fair and should serve some public purpose
in order to varrant the support of the public. In general, I
believe a government program should meet current needs rather
than collect money from the public currently in order to invest
it so as to meet some future need. Moreover, if the needs are
real (as they are here) and if private sector methcds can meet
them, then somebody would already be doing it. Not even Lloyds
of London offers pension plan termination insurance.

Whatever the reasoning, ERISA only covered future plan
terminations (more precisely it went back only two months and
four days in covering the plan terminations of the past). Those
membars of the public who had testified before Congress on the
need to improve vesting and funding arl to provide financial
backing for pensions when employers go bankrupt, were shocked to
find that they were excluded. Condress had many opportunities to
explain directly to those testifying to their loss (the '"pension
losers™) that one of the fundamental features of private
insurance is -- no premium, no insurance. The principle was not
mentioned.

Senator Orrin Hatch expressed the insurance point of view in the
recent floor debate on the Ypension losers amendment" to the
Older Americans Act when he said that "these people haven’t paid
one thin dime for {his insurance." Maybe not, but most of the
pre-ERISA plans contained provisions agreed to by the losers
that, at plan termination, any assets would be used to provide
the full benefits to the oldest pensioners first and then down as
far as possible into the active group until the money ran out.
Thus those who lost out did so because they and not the
government, provided the plan termination insurance for the
oldest among them. Many of the pension losers gave up their
entire pension interest in the process and, while the loss must
have been personally devastating, I never heard a single one of
them say "those old retired people didn’t pay one thin dime for
this insurance." -

Congress recently extended the benefit pericd under the
unemployment compensation program. This program has also been
called "insurance® and is supported by experience rated employer
premiums. Nowhere in the debate was there any mention of sound
insurance principles nor of the failure of those already
unemployed to have paid "one thin dime" for the added protection.

Sound legal principles led PBGC to deny benefits in the ¢ollins
and Page cases. Here the pension plans were terminated after the
effective date of ERISA but either the employers had failed to
amend their plans as required by law or they had failed to pay
the required premium to PBGC. Some of those employers might have
had more pressing matters to worry about—as -they were slowly
going out of business. Whatever the reason, PBGC denied benefits
under all such plans until Congress passed a law making future
casaes of that sort eligible for benefit. A government agency
should do what is right. The irpact of each such decision on
those who would otherwise lose their pensions should be an
important consideration.

PBGC is not a profit-making private insurance company. It is a
government agency supported by mandated payments (taxes) required
of all who sponsor private defined benefit pension plans. While
accounting, legal, investment and actuarial considerations are
important (and have been effectively addressed), PBGC’s mission
is to shore up confidence in the private pension system. Every
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claim effectively denied by a private sector insurance company
means greater profit to the stockholders in the short run and
lowar and more competitive premiums in the long run. Every clainm
denied by PBGC on purely technical grounds means more
dissatisfaction with bureaucratic doublespeak and less faith in
the combined PBGC-private pension system.

The current review of PBGC’s operations should commence with an
appraisal of PBGC’s mission and the extent to which its decisions
and activities have carried out that mission. The program will
receive failing marks on its social adecuacy until benefits are
provided for the "pension losers" and the Collins and Page-type
plans. This government sponsored safety net was unfairly limited
at the start. That failure should be corrected now.

PBGC’S CURRENT FINANCIAL CONDITION

Table A attached sets out the premiums, claims, deficit, pensions
paid, administrative expenses and assets at the end of each
fiscal year taken from PBGC’s Annual Reports. Several facts are
worth noting:

(1) claims in 1990 and 1991 are much higher than
previous levels due to the recession, .-

(2) year by year claims are very erratic while
pensions paid tend to increase steadily,

(3) deficits appear to be increasing,

(4) "probable" claims represent a significant part
of the year end deficits, and

(5) year end assets are growing even faster than
deficits and currently amount to almost ten
times the sum of the current years pensions
paid and administrative expenses.

PBGC is not required to have on hand all of the assets sufficient
to buy annuities from commercial insurance companies to cover all
of the benefit promises it must keep. PBGC is required to pay
pensions when due and, of course, to pay the salaries of its
employees, the rent on its office space, etc. Thus the test of
whether PBGC can continue operating is not whether it has a
deficit but whether it has assets and income sufficient to pay
pensions and administrative expenses. Dividing assets by the
current years cash paid out is a very crude measure of how close
PBGC is coming to the point where it cannot pay its bills. This
measure dropped from 11 years outgo in 1977 to 5.3 years in 1984
and has increased to 9.7 years currently. PBGC is a long way
from defaulting on its benefit obligations.

Most of PBGC’s financial problems can be traced to the inadequacy
of premiums during its first 14 years of operation and to the
current recession. In its efforts to convince Congress of the

__need for higher premiums, PBGC has focused public attention on L

its deficit and on the similarities to the saving and loan
crisis. An S&L’s deficit is withdrawable in cash on demand.

PBGC has deferred liabilities and enough assets to meet cash
demands for a decade. By publicizing its deficit, listing
annually the 50 corporate plans most underfunded, and drawing a
comparison with the S&L crisis, PBGC may have convinced Congress
but, in the process, it has also undermined the public’s faith in
the combined PBGC-private pension system. Perhaps if premium
adequacy were assured, PBGC would direct its press releases to
the positive good that it is contributing to the working men and

women of America.

aeds
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THE EFFECT OF INFLATION ON PBGC'’S CLAIMS

PBGC insures the accrued pension benefits under ERISA qualified
pension plans up to a maximum benefit that is set by law. The
maximum benefit was originally set at $9,000 annually but it is
indexed for inflation by the factors used for Social Security
(Sec. 4022(b)(3)(B) of ERISA) and it is currently about $28,000.
Once PBGC has taken over a terminated plan, the benefits it is .
required to pay are frozen. :

Some pension plans provide benefits based on pay and such
benefits will rise with inflation to the extent that inflation
results in a subsequent increase in pay. Many union negotiated
pension plans provide benefits based on a specified dollar amount
for each year of service and such benefits will also rise with
inflation to the extent that the unions negotiate improvements.

Retiree benefits are frequently improved on an ad hoc basis but
usually at the rate of about half of the cost of living. Thus
even though very few private pension plans index benefits for
inflation directly, as living costs rise, the benefits provided
by the active pension plans that are insured by PBGC can also be
expected to rise.

PBGC has expressed concern about the flat benefit pension plans
in particular because, with steady substantial inflation, such
plans require substantial increases to keep benefits at the real
dollar level contemplated by the labor-management agreements.

The newly added benefits are totally unfunded at the outset and,
given high inflation, this dilutes the funded status of the plan
and increases PBGC’s .risk. The problem here does not arise
because benefits are flat but because of inflation. And it is
important to note that the private pension plan is one of the few
financial instruments which permits an immediate correction for a
sharp loss of purchasing power. Bank accounts do not rise, life
insurance policies do not self-adjust and 401(k) plan balances
are not negotiated upward. Whatever other problems private
pension plans may have, they deserve no criticism because some of
them are improved by their sponsors after inflation has
diminished their value.

PROPOSED INDEXING OF PREMIUM BASE

The maximum insured benefit is automatically indexed and the
benefits under pension plans that have not yet terminated are
increased by amendment whenever the cost of living increases.
PBGC’s administrative costs also rise. Obviously a flat dollar
premium, whether $1.00, $2.60 or $19.00 per participant, cannot
adequately support the PBGC indefinitely unless there is no
inflation. Congress has increased PBGC premium rates
sporadically in the past but by amounts which, in the aggregate,
were seven times greater than the cost of living would have
warranted. This is because the initial $1.00 premium has proven
grossly inadequate and because bankruptcies and plan terminations
have recently been running at abnormally high levels.

For these reasons I recommend that the $19.00 base premium rate
should be indexed by the same factor used to index the maximum
benefit amount. This change would replace sporadic large changes .
in the premium rate with annual moderate, predictable changes. :
The reference to "$19" in Sect. 4006(a) (3) (A) (i) of ERISA should
be amended to read "$19 multiplied by a fraction, the numerator
of which is the contribution and benefit base (determined under
Section 230 of the Social Security Act (42 U.S.C. 430]) in effect
for the calendar year in which the plan year commences and the
denominator of which is such contribution and benefit base in
effect in the calendar year 1993." Alternatively, the base in
effect in 1992 could be used to the same end if greater margin in
future premiums is needed.




142

FINANCIAL RESULTS MODIFIED FOR PAST INDEXING

The attached Table B sets out in columns (2) through (6), the
experiance of the single employer insurance fund since the
inception of the program. Yearly loss ratios have ranged from a
low of -700% to a high of +1200%. Even the cumulative ratios
have ranged from 88% to 451%. The total losses through the end
of 1991 have been 142% of the total premium. The losses of a
given year represent the estimated single sum value of all of the
future monthly benefits PBGC became cbligated to pay by reason of
the plans terminating (or becoming "probable") in that year.
Clearly the level of past premiums has been inadequate to cover

the losses.

The rest of Table B, Columns (7) through (12), shows what the
results would have been if the current premium of $19.00 were
considered to be the 1992 value of an indexed premium that
started at $7.08 in 1975 and increased by 6% each year to 1992.
(The Social Security coritribution and benefit bases increased by
an average of about 6% per year from 1975 to 1991). Such a
modified premium basis would have developed a cumulative loss
ratio of only 61%. Furthermore, instead of a deficit every year
ard a current deficit of $2.5 bil.ion, PBGC would have had a

deficit at the end of 'only one year (1986) and would currently
have a surplus of $2.9 billion.

The last several years have been unusually poor ones foar business
when compared with the previous ten or twenty years periods.

Thus it is not appropriate to base annual indexed premiums on the
loss levels of the last three or even five years. Perhaps the
61% loss ratio to date can be considered as a good estimate of
the long term future loss ratio based on $19.00 indexed premiums.
Except for 1986, 61% is as high as the cumulative loss ratio has
been since 1975. On this assumption the $19.00 indexed premium
contains a margin of roughly 30% which should be sufficient to
amortize the present deficit of $2.5 billion over a 10 or 15 year
period. In my judgment, what is needed is an indexing of the
present $19.00 premium and not a massive increase to the $80.00

level. .-

"PROBABLE" CLAIMS

A "probable" termination is one that PBGC considers highly likely
to occur but which has not yet begun the termination process. If
PBGC considers che employer to be in such dire financial straits
that termination is likel\ to take nlace <nreatime in the future,
it can put them on the probable list and recognize the liability
now. PBGC has indicated that some of these plans actually move
off the probable list and others remain on it for years. (See
EBRI Issue Brief #£126 footnote 25).

At year end 1990 PBGC reported a deficit of $1,934 million.
During the 1990 year, PBGC processed $69 million in claims and at
the end of the year believed that another $1,111 willion would
possibly be processed sometime in the future. Thus the highly
publicized deficit of $1.9 billion at September 30, 1990 was
really "only" $802 million because $1.111 million were losses
that had not yet happened. To put the matter in perspective, the
estimated single sum liability to provide "pension losers"
benefits up to $1,500 per year was $350 million on 9/30/90 ($305
million now), less than a third of the future claims PBGC decided

to add in 1990’s report.

PBGC’s approach to "probable" claims is certainly conservative
but it injects an arbitrariness into the official books that is
simply inappropriate. Clearly if a claim has not yet occurred,
then it is a claim of some future year, 1f a claim at all. I




£ recommend that PBGC stick to the facts in its reporting of claims

in its Annual Reports. A plan termination or a bankruptcy has
either occcurred or it has not. The information as to "probable"
lossas is helpful but only as an indication of what future
financial statements might look like. Some liability must be
estimated for claims that have been incurred but not yet reported
to PBGC or nct yet processed fully. It is simply not appropriate
to include a liability for claims that have not yet been
incurred. I am certain that the IRS would not recognize such
books as valid offsets to income.

PBGC has recommended accounting on an accrual basis and has
suggested that perhaps a greater part of the $13 billion of
underfunded plans with financially troubled sponsors might be
included in liabilities. Following PBGC’s approach James
Smalhout in THE COMING PENSION BAILOUT (Wall Street Journal,
6/10/92) referred to unfunded liabilities of $21.5 billion.
Professor Zvi Bodie of Boston University has been using $43
billion as the liability, citing OMB as the source

{Contingencjes, March/April 1992 p.37).

The $43 billion liability assumes that all private pension
benefits accrued to date must be insured by PBGC whenever .-
termination occurs as a consequence of PBGC’s acceptance of past
premiums! Of course, this could happen if all of the employers
with underfunded plans went bankrupt l.mediately and if all other
employers with pension plans terminated them immediateiy and
bought annuities. The chance, however, is rather small. On the
same basis, the incurred unfunded liability for Social Security

is scmewhere between $10 and $30 trillion, but of what practical

use is that information?

PBGC’S INVESTMENT POLICY

During 1990 PBGC studied its liabilities and investment options
and decided to immunize its annuity obligations by shifting to
long term bonds with an average duration equal to that of the
pension payments. The effect of this decision was to increase
the fixed income securities from 38% of the portfolio at 9/30/89
to 70% at 9/30/91. Equity securities were reduced from 50% to
23%. This change in investment policy is likely to reduce the
annual variation in PBGC’s reported deficit but it is also likely
to reduce the long term investment return on PBGC assets. There
are very few 10 years periods in which the return on bonds has
exczeded that of stocks.

PBGC has had 7 executive directors in its 18 years and the
turnover of its Board members has been even greater. Thus PBGC’s
management has a much shorter time horizon than does PBGC'’s
obligations. In the last 25 years very few private pension plans
have invested as much as 70% in bonds. Most have 50-70% in
common stocks aimed at maximizing long range returns. The
shifting of roughly 30% of PBGC’s invested assets from stocks to
bonds will probably result in PBGC’s interest assumptions (used
to assess liability at plan termination) decreasing by one full
percentage point. This seems like a high price for plan sponsors
to pay for the stabilization of PBGC’'s deficit.

PROPOSED GUARANTEE FREEZE

PBGC’s 1991 Annual Report states that they will propose freezing
the guarantee for plan amendments that increase benefits promises
for plans that are underfunded. While this will certainly limit
PBGC’s exposure to loss, it is basically unfair to unionized
workers who must renegotiate their flat benefit plans whenever
inflation strikes. Salaried employees covered under final pay
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plans will receive full coverage even if massive inflation should
occur because their increased pension benefits are the result of
salary increases rather than pension plan amendment. This
propcsal should not be adopted by Congress.

BANKRUPTCY REFORMS

PBGC’S 1991 Annuzl Report lists a number of changes in the .
Bankruptcy Code that were included in a bill gubmitged to

& Congress in November 1991 (S$.2014). My experience 1n bankruptcy
k4 is limited to the Penn Central plan. Penn Certral went into

e bankruptcy in 1972. All pension contributions ceased but the
judge permitted the continuing accrual of pension bhenefits
throughout the three year reorganization period. The Penn
Central plan was well funded and has continued to pay 100 cents
on the dollar but the reorganization seriously weakened its

funding.

In my judgment, no pension accruals shou.d be granted without the
appropriate contributions. If the reorganized employer must pay
wages and Blue Cross premiums for the current workforce, there is
no good reason why that employer should not pay their pension
contributions. The fact that it is legal to do so, or easy to
get away with is not a good reason.

As to the rest of the changes, Congress should be careful that,
in giving advantages to PBGC, the pension sponsor’s chief credit
source is not disadvantaged to the extent that the availability
of credit is seriously diminished. 1In general, if PBGC is given
more power and authority, then the sponsors of private pension
plans will get pushed around more and eventually there will be
fewer and fewer pension plans to insure and collect premiums

from.

PUBLIC RELATIONS

PBGC now publishes an Annual Report with the heft and feel of a
Fortune 100 company’s report. The latest report runs 60 pages
and does contain references to the safety net that Congress set
up. Almost all of the PBGC'’s releases, speeches etc. appear to
focus on the negative. For example, a front page headline in the

s (July 29) declares "PRIVATE PENSION FUNDS IN
PERIL AS FEDERAL BACKING RUNS IN RED. MASSIVE BAILOUT MAY BE
NEEDED." PBGC should balance their presentations and emphasize
the positive. The private pension funds it backs are largely
well run and financially strong.

The benefits that PBGC pays are important to the recipients.
Instead of proposing to make the safety net smaller and harder to
get into, PBGC should be proposing new ways to add security. The
fact that the economy is in recession and bankruptcies and
pension plan terminations are abnormally high does increase
PBGC’s deficit but it also offers PBGC greater opportunities to
serve the public. 1In short, PBGC’s protection is needed more now

than ever before.

APPRAISAL .-

Oon balance, I believe PBGC nas been well run. There are no
scandals to be found here. If PBGC had keen established as a
private insurance company it would have been forced into
bankruptcy the day it opened for business. PBGC is a government
agency and, so long as it serves the public interest, it will be
around as long as there is a U.S. Department of Laborx.
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STATEMENT OF THE PRINCIPAL FINANCIAL GROUP

The Principal Financial Group is a family of insurance and financial services with
assets of more than $33 billion. Its largest member company, Principal Mutual Life
Insurance Company, is currently the sixth largest life insurance company in the na-
tion ranked by premium income.

The Principal Financial Group serves 688,000 individual policy holders, 66,000
group emplover clients, 23,700 pension contractholders and 62,600 mutual fund
shareholder accounts. In ail, 7.4 million customers (businesses, individuals, and
their deFendents) rely on the companies of The Principal Financial Group for their
financial services needs.

The Principal believes a strong PBGC is easential to the national pension system.
The PBGC must continue to step in and guarantee benefits upon a distress termi-
nation. It is important to have a “safety net” to insure the benefits of plan <!)artici—
pants. As a result, we are deeply concerned by the PBGC’s current financial difficul-
ties. The PBGC’s deficit for the single-employer fund was $2.5 billion in 1991. Fore-
casted future liabilities of $30—45 billion are expected to be assumed by PBGC as
a result of plan tenninations in the next 15-20 years, due primarily to minimal
funding of some defined benefit plans and increased benefits due to plan termi-
nations or plant shut downs. Unless action is taken soon, the PBGC will go deeper
into debt and the Government (taxpayers) may be forced to bail out the PBGC.

We feel it is vital that the opinions of typical defined benefit plan sponsors also
be heard by Congress. For that reason, we surveyed more than 100 of our custcmers
that fund their plans with The Principal. On average, these plans benefit from 100-
600 participants and nearly all of them are fully funded. The opinions of these plan
sponsors are very enlightening. We have summarized the survey as part of our
statement.

We have divided our comments into two parts: the first part covers our comments
on the various legisiative proposals; the second part summarizes our customer sur-
vey.

COMMENTS ON PROPOSED LEGISLATION

We sxiﬁ{)rt, in general, bills introduced by Rep. Chandler (H.R. 3834), %eg
Michel (H.R. 4545) and Rep. Pickle (H.R. 5800) to reform and strengthen the PBGC.
While these proposals have caused debate among the groups affected by the
changes, we believe the legislation is beneficial for most employers since, in the
past, Congress attempted to solve PBGC's financial difficulties primarily by raising
premiums.

Raising PBGC premiurmrs is not an acceptable solution to the problem. PBGC pre-
miums have increased steadily since ERISA was passed in 1974 as Congress has
attempted to cover this liability. Each time premiums increase, more sponsors of
fully funded plans have terminated their plans, resulting in less pension coverage
nationwide and further pressure on the PBGC.

In fact, a recent study conducted by the American Academy of Actuaries found
that over 30,000 defined benefit plans have been terminated since 1990. Nearly 40%
of those plans have not been rep:iced, resulting in five million workers without pen-
gion coverage. The survey also revealed that 90% of the workers whose plans were
replaced, received less generous benefits-typically in defined contribution plans. Un-
less changes are made, the number of workers without pension coverage will con-
tinue to increase.

Part I: Comments By The Principal
The Principal offers the following comments on the three main points in the bills:

1. Tougher Minimum Funding Rules
The bills would strengthen the minimum funding rules for plans with more than
100 participants by:

e creating a new minimum solvency contribution based on both annual benefit
payments made by the plan and its unfunded liability, and

e revising the 1989 alternative minimum contribution that requires the amount
of a plan’s underfunding to be taken into account in determining minimum con-
tributions.

Both changes take aim at strengthening the funding of plans most at risk. While
affected employers will see increased plan contributions, it i3 a good start towards
attacking the problem of underfunded plans at its source. However, we believe it
is critical that funding changes be aimed specifically at the plans which cause the
most potential liability for the PBGC.
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. Typically, these are plans of larE_er employers (10,000+ employees) concentrated
in certain industries (steel, automobile and airline) which provide flat dollar benefit
formulas. We feel the funding changes should be aimed at these types of plans. The
PBGC reports that $40 billion in underfunding is concentrated in the steel, auto-
mobile and airline industries—$13 billion of this in financially troubled companies.
. If funding rules are changed for all lYlans with more than 100 employees, actuar-
ial valuation costs for these plans will increase needlessly since the vast majority
of these d;:»lans are not at risk.

In addition, the Principal feels that plans whic provide “dollars times years of
service” benefit formulas should be allowed to project future benefit increases in the
same manner as plans that provide benefits based on compensation. Allowing such
p{OJectxons would significantly reduce the ..mount of unfunded liability in these
plans.

2, Limits on PBGC Benefit Guarantees

The bills would reduce the amount of guarantees for future underfunded benefits
by requiring plans to be fully funded before PBGC will guarantee future benefit in-
creases.

In_essence, this requires employers to pay for previousl{’ promised benefits before
the PBGC will take responsibility for new ones. This could affect employees in one
of two ways-either unfunded plans will not increase benefits or the PBGC will not
guarantee the increased amount. The Principal supports this proposal since it will
place more responsibility on employers and employees and encourage them to design
affordable plans.

3. PBGC Recoveries In Bankruptcy Proceedings

The bills would increase PBGC recoveries in bankruptcy proceedinis by moving
the PBGC up in priority status and allowing the agency to recover the greater of
30% of net worth or a phased in percentage of the unfunded liability.

This proposal would have a negative impact on other creditors whose relative po-
sition in bankruptcy proceedings could be downgraded. Creditors will be forced to
change lending methods. Also, employers may need to keep plans well funded in
order to avoid more costtliy credit. Fairness suggests that this change in priority sta-
tus should not affect credit extended by others before the effective date of this legis-
lation. In the future, however, the provision could provide additional incentive to the
emplg er to properly fund its plan in order to obtain the most inexpensive credit
possible.

Part II: Survey of Pension Plan Sponsors

As mentioned earlier, The Principal surveyed over 100 of our defined benefit cus-
tomers to get their views on the PBGC, its current financial status and the proposed
]eFislation. The plan sponsors were amazingly supportive of the PBGC. Indeed, 98%
felt it served an important function in the private pension system. They did feel that
some employers were taking advantage of the PBGC and many expressed concern
about the availability of the PBGC as a safety net for their plan participants. As
a result, over 75% supported all or part of the proposed legislation. The plan spon-
sors were most supportive of the minimum funding changes.

Even the plan sponsors with well funded plans were concerned about the future
of the PBG(? The overriding concern of the majority of plan sponsors was the fear
of higher PBGC premiums. Almost all of the plan sponsors felt that well funded
Blans must not be penalized through insurance premiums. As one sponsor said,

. . . the good guys are punished for the business practices of those that don't fund
their plans properly.” 50% of the plan sponsors surveyed felt that PBGC premiums
were too high already. 77% said if the premiums rose any higher, they would seri-
ously consider terminating their plans. i

As mentioned earlier, the majority of survey particigants felt minimum fundin
changes should be made. Nearly 60% felt that plan underfunding should not be tol-
erated. These plan sponsors stated that employers have an obligation to keep their
Flans well funded. Many felt that plan sponsors should be required to reach full
unding within a minimum number of years. Those that don't reach full funding
within the required time period would face penalties.

Sponsors supported the proposal to limit guaranteed benefits for underfunded

lans, as well. They felt that underfunded plans shouldn’t be allowed to increase
Eeneﬁts. They felt tl‘;at employers should be realistic and establish plans that prom-
ise affordable benefits. i

It is clear from our survey that while plan sponsors are both supportive of and
recognize the need for the PBGC, they feel strongly that legislative measures are
needed to insure sufficient plan funding and stabilize the PBGC’s financial status.

We would be pleased to provide further details of the survey upon request.
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ADDITIONAL SUGGESTIONS AND COMMENTS

The Principal believes the primary problem is the minimum funding rules which
allow much flexibility in determining the minimum required contribution and the
assumed interest rates that may be used in the plan’s actuarial valuation. Benefits
at plan termination must be purchased at then-current market rates which can be
lower than the plan’s assumed rates. This difference can often result in plan termi-
nations with insufficient assets.

We suggest the PBGC better coordinate the methods of determining minimum
funding requirements and actual plan termination liability in order to reduce the
amount of underfunding at plan termination.

SUMMARY

In summary, The Principal supports the PBGC reform packages in H.R. 3834,
H.R. 4545, and H.R. 5800. We strongly support changes to the minimum funding
rules in order to reduce plan underfunding and better coordinate minimum funding
requirements and actual plan termination liability. We also support limiting the
amount of guaranteed benefit increases in underfunded plans in order to force em-
Bloyers to take establish affordable plans. Finallﬁ, we support increasing the

BGC’s recoveries in bankruptcy proceedings, but believe that the provisions re-
garding PBGC seniority over other creditors should be prospective. It is in every-
one’s best interests to keep the PBGC financially sound.

For More Information

Questions or comments may be directed to any of the following employees of The
Principal:

Stuart Brahs, Vice President—Federal Government Relations: (202) 682-1280

Larry Zimpleman, Second Vice President—Pension Operations: (515) 247-5752
Jack Stewart, Manager—Pension Development Services: (515) 247-6389

O

65-775 (160)




