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I. Learning Objectives (use PP 4.2)     
	1. Differences between qualified plans and nonqualified plans
2.  Features of defined benefits plans and defined contribution plans 
3.  Specific types of defined contribution plans
4.  Various types of hybrid plans, as well as the controversy surrounding cash 
     balance plans

II.  Retirement Plans
A. Overview (use PP 4.3) 
1. Employer-sponsored retirement plans provide employees with income after they have met a minimum retirement age and have left employment
2. Social Security OASDI program provides government-mandated retirement income to employees who have made sufficient contribution through payroll taxes (more in chapter 7)
	3. Individuals may use initiative to take advantage of tax regulations that have created 
	    such retirement programs as individual retirement accounts (IRAs) and Roth IRAs
4. Three retirement plan designs (use PP 4.4) 
a. Defined benefit plan
b. Defined contribution plans
c. Hybrid plans
5. Defined benefit plans guarantee retirees an income for life
6. Defined contribution plans are riskier because the retirement amount is based on the performance of the investments made with the retirement contributions, like 
a. Company stock
b. Company profits
c. Mutual funds
d. Bonds
7. Hybrid plans combine features of traditional defined benefits plans and defined contribution plans 
8. Role of Pension Protection Act of 2006 is to help shore up the financial solvency of defined benefit plans in private sector and to automatically enroll employees in defined contribution plans
B. Tax Incentives for Retirement Plans 
1. Designed to encourage companies to offer retirement plans to employees
2. ERISA Titles I & II provisions set minimum standards for qualification of tax breaks
3. Plans that meet the ERISA provisions are called qualified plans
4. Nonqualified plans are pension plans that do NOT meet at least one ERISA provision 
5. Definition - retirement or pension plans function by providing retirement income to 
    employees, or resulting in a deferral of income by employees for periods extending to 
    the termination of covered employment or beyond, regardless of the method of 
    calculating the contributions made in the plan, the method of calculating benefits  
    under the plan, or the method of distributing benefits from the plans



III. Defining Retirement Plans (use PP 4.6 & 4.7) 
	A. Origins of employer-sponsored retirement benefits
1. According to Employee Benefit Research Institute, first pension plan was established   
    in 1759 for widows and children of Presbyterian ministers
2. In 1875 the American Express Company established a formal pension plan
3. Till WWII pension plans adopted primarily in railroad, banking, and public utility 
    industries
4. Revenue Act of 1921 and government imposed wage increase controls in the 1940s 
    led companies to adopt discretionary employee benefits such as pension plans
B. Trends in Retirement Plan Coverage and Costs
1. According to the US Bureau of Labor Statistics, 55% of workers employed in    
    private sector participated in at least one company sponsored plan in 1992-1993.
2. This has declined to 49% in 2011
3. In 2011, 41% participated in defined contribution plans and only 18% participated 
    in defined benefit plans, indicating a shift in retirement plan participation
4. Two explanations for these trends in retirement plan:
		a. Shift in labor force toward different occupation and industries - decline in full-    
          time, union workers, and workers in goods-producing companies
		b. Defined benefit plans are costly to employers compared to defined 
			contribution plans

IV. Qualified Plans
A. Overview
1. Employers and employees do NOT pay tax on their contributions within dollar limits that differ from defined benefit and defined contribution plans
2. Investment earnings of the trust in which the plan assets are held are generally tax exempt
3. Participants or beneficiaries do NOT pay taxes on the value of the retirement benefits, until they receive them
B. Fundamental Characteristics (use PP 4.8) 
1. Participation requirements
2. Coverage requirements
3. Vesting rules
4. Accrual rules
5. Nondiscrimination rules testing
6. Key employee and top-heavy provisions
7. Minimum funding standards
8. Social Security integration
9. Contribution and benefit limits
10. Plan distribution rules
11. Qualified survivor annuities 
12. Qualified domestic relations orders
13. Plan termination rules and procedures


C. Participation Requirements 
1. Include age and service requirements
2. In general, employees are eligible if
a. They are at least 21 years of age and 
b. Have completed one year of service (based on 1,000 work hours)
D. Coverage Requirements (use PP 4.9)
1. Designed to limit employers' freedom to exclude employees
2. Qualified plans do NOT disproportionately favor highly compensated employees
3. Companies demonstrate whether plans meet the coverage requirement by maintaining a nondiscriminatory ratio of non-highly compensated employees to highly compensated employees based on one of the following tests
a. Ratio percentage test - Qualified plans cover a percentage of non-highly compensated employees that is at least 70% of the percentage of highly compensated employees covered by the plan
b. Average benefit test - Qualified plans benefit a nondiscriminatory classification of employees and possess an average benefit percentage for non-highly compensated employees that is at minimum 70% of the average benefit percentage for highly compensated employees 
4. U.S. Treasury regulations require the plans to cover 
a. At least 50 employees or 
b. 40% of an employer’s workforce must benefit from the plan 
E. Vesting Rules (use PP 4.10)
1. Vesting refers to an employee’s nonforfeitable rights to pension benefits 
2. Employees always maintain the right to the contributions they make to employer 
    sponsored retirement plans
3. Vesting rights focus on employer contributions
4. Vesting rights entitle employees to receive any employer contributions made to their 
     retirement accounts
5. Title I of ERISA mandates that companies grant full vesting rights to employer 
    contributions on one of two schedules
a. Cliff vesting, where employees earn 100% vesting rights after no more than three 
    years of service
b. Six-year gradual vesting schedule, where employees acquire vesting rights in 
    increments of 20% each year beginning with the employee’s second year of 
    service, with 100% vesting rights after no more than 6 years of service
F. Accrual Rules 
1. Specify the rate at which participants accumulate (or earn) benefits
2. IRC and ERISA set minimum accrual rules
3. Defined benefit and defined contribution plans have different accrual rules (more later 
    in chapter)
G. Nondiscrimination Rules - Testing (use PP 4.11)
1. Prohibit employers from discriminating in favor of highly compensated employees in 
a. Contributions or benefits
b. Availability of benefits
c. Rights 


d. Plan features
2. Employers may NOT amend pension plans to favor highly compensated employees 
3. Can be fulfilled in two ways 
a. Safe harbors
b. Nondiscrimination testing
4. Safe Harbors (more later in chapter) (use PP 4.11) 
a. Refer to compliance guidelines in a law or regulation
b. Plans that fall in safe harbors automatically fulfill the nondiscrimination 
    requirement based on particular design features
c. Differs for defined benefit and defined contribution plans
5. Two types of nondiscrimination tests (more later in chapter)
6. Safe harbors and nondiscrimination tests differ between defined benefits plans and 
    defined contribution plans
H. Top-Heavy Provisions (use PP 4.12)
1. Pertain to minimum benefits accrual and vesting rights
2. Plans are said to be top-heavy if the accrued benefits or account balances for key 
    employees exceed 60% of
a. The accrued benefits or 
b. Account balances for all employees
3. Ensure minimum benefits or contributions for non-key employees
4. For defined benefit plans
a. Each non-key employee must receive an accrued benefit of a designated 
    percentage multiplied by the employee’s average compensation for years in 
    which non-key employee accrued benefits in the plan
b. The percentage is the lesser of 2% times the participant’s number of years of 
    service, or 20%
5. For defined contribution plans, 
a. Employers must make minimum contributions to non-key employee accounts 
    equal to the lesser of 3% of annual compensation, or 
b. The highest contribution credited to key employee accounts
I. Minimum Funding Standards
1. Ensure that employers contribute the minimum amount of money necessary to 
    provide employees and beneficiaries promised benefits
2. Standards differ between defined benefit and defined contribution plans
J. Social Security Integration (use PP 4.13)
1. Also known as permitted disparity rules
2. Allow companies to explicitly take into account Social Security OASDI benefits 
    when determining pension benefits
3. Subject to established limits, qualified plans may reduce benefits based on the 
    benefits owed under the Social Security program (more later in chapter)


K. Benefit and Contribution Limits (use PP 4.13) 
1. Benefit limits refer to the maximum annual amount an employee may receive from a 
    qualified benefit plan during retirement 
2. Contribution limits apply to defined contribution plans
3. Employers limited in amount they can contribute to an employee’s defined 
    contribution plan each year
4. The Economic Growth and Tax Relief Reconciliation Act of 2001 
a. Amended Section 415 
b. Mandates increases in these limits effective after 12.31.01
	5. Limits were set to expire after 2009, but the Pension Protection Act of 2006 made the 
	    limits permanent
L. Allowable Tax Deductions for Employers 
1. Employers may take tax deductions for contributions to employee’s retirement plans 
    based on three conditions
2. Condition 1 - retirement plans must be qualified
3. Condition 2 - employers must make contributions before the due date for their 
    federal income tax return
4. Condition 3 - Deductible contributions should be based on designated amounts set 
    forth in the IRC (amended by the Economic Growth and Tax Relief Reconciliation 
    Act of 2001 and the Pension Protection Act of 2006)
M. Plan Distribution Rules
1. Refer to the payment of vested benefits to participants or beneficiaries
2. Three events may initiate a mandatory distribution of benefits 
a. The participant’s termination of service
b. The 10th anniversary of starting the plan
c. The employee reaching 
i. The plan’s retirement age, or 
ii. Age 65, or
iii. The normal retirement age (more later in chapter)
3. Distributions are payable three ways  
a. Lump-sum distributions
b. Annuities
c. A series of periodic payments from a trust fund
4. Lump-sum distributions
a. Are single payments of benefits
b. In defined contribution plans, they equal the vested amount of 
i. Employee contributions
ii. Employer contributions, and
iii. Interest
c. In defined benefits plans, lump sum distributions equal the equivalent of the 
    vested accrued benefit 
5. Annuities 
a. Represent a series of payments for the life of the employee and beneficiary
b. Usually purchased from insurance carriers
c. Inherent risk of defined contribution plans has given rise to income annuities


d. Income annuities, for defined contribution plans, distribute income to retirees 
    based on retirement savings paid to insurance companies in exchange for    
    guaranteed monthly checks for life
6. Series of periodic payments from trusts
a. In defined contribution plans, the payments are made over a specified period of 
    time NOT to exceed the retiree’s or beneficiary’s life expectancy
b. In defined benefit plans, the payments may come directly from the trust fund
N. Qualified Survivor Annuities
1. Qualified plans must provide spouses of covered employees
a. A qualified joint and survivor annuity (QJSA) or 
b. A qualified preretirement survivor annuity (QPSA)
2. These benefits may be waved by written voluntary consent of the spouse
3. QJSA is an annuity for the life of the participant with the survivor annuity for the 
    spouse
4. A QPSA provides payments for the life of the participant’s surviving spouse if the 
    participant dies before she receives retirement benefits
5. QPSA amounts must be no less than the QJSA amounts
O. Qualified Domestic Relations Orders (QDROs)
1. Permit a retirement plan to divide a participant’s benefits in the event of a divorce
a. Dividing the benefits without a QDRO is a violation of ERISA and the IRC
b. Without a QDRO, a divorced spouse would NOT be able to receive any of the 
    ex-spouse’s retirement benefits 
2. Stipulate the extent to which an ex-spouse is eligible to receive QJSA and QPSA 
    benefits 
3. If a QDRO stipulates that a former spouse will be treated as the current spouse for all 
    of a participant’s benefits, then the former spouse will receive the QJSA and QPSA  
    unless that former spouse waives the right to the benefits
4. If a QDRO stipulates that a former spouse will be treated as a current spouse for benefits that accrued prior to divorce, then the former spouse will be treated as the current spouse only for those accrued benefits
P. Plan Termination Rules and Procedures
1. Apply only to defined benefit plans
2. Three types (more in chapter 3)
a. Standard
b. Distress
c. Involuntary
3. Strict guidelines for termination, including 
a. Sufficient notification to plan participants
b. Notification to the Pension Benefit Guarantee Corporation (PBGC)
c. Distribution of vested benefits to participants and beneficiaries in a reasonable amount of time


V. Defined Benefit Plans
A. Overview (use PP 4.14) 
1. Guarantee retirement benefits specified in the plan
2. Benefits are expressed in terms of a monthly sum equal to a percentage of a participant’s pre-retirement pay multiplied by the number of years of service
3. The benefit pay out is fixed by a formula
4. The employer’s contributions to plan fluctuates yearly
5. Employer’s contributions must insure that the amount needed to pay benefits is available in the plan
B. Benefit Formulas (use PP 4.15 & 4.16)  
1. Two types 
a. Flat benefit 
b. Unit benefit 
2. The difference being whether the employee’s years of service are considered
a. Years of service are NOT a factor in flat benefit formula
b. Years of service are a factor in unit benefit formula
3. Flat benefit formulas
a. Two types
i. Flat dollar amount per employee (flat amount formula)
ii. Dollar amount based on an employee’s compensation (flat percentage formula)
b. Benefits usually expressed as a percentage of average wage or salary
c. Service period used is usually the average income over the last 3 – 4 years
d. Example  
i. In the 3 years up to 2014, Robert earns an average of $100,000 per year, 
   ($99,000, $100,000, & $101,000/3 = $100,000 average)
ii. Plan benefit percentage is 60%
iii. Retirement income equals $60,000 ($100,000 x .60)
e. This plan often leads to employee resentment
i. Because length of service is NOT a consideration
ii. Longer-service employees expect to receive a higher percentage of final average salary during retirement
	f. Two possible explanations for this exception
		i. Longer service employees feel that they have earned the right to receive a 
		   higher percentage 
		ii. Company should owe them a larger percentage in recognition of their loyalty 
		    and commitment over a longer period
4. Unit benefit formulas
a. Recognize length of service
b. Two methods of employer contributions 
i. Employers contribute a fixed dollar amount per years worked
ii. Employers contribute a specified percentage per years of service
c. Employee’s annual benefits based on 
i. Age
ii. Years of service, and 


iii. Final average income
d. Plans specify annual retirement benefits as a percentage of final average income
e. Example  
i. Employee is 59 with 25 years of service
ii. Average salary is $52,500
iii. Annual percentage is 43.43%
iv. Retirement income is $22,800.75 ($52,500 x .4343)
C. Nondiscrimination Rules - Testing
1. Must meet several uniformity criteria as well as one additional safe harbor criterion based on particular characteristics of the plan
a. Uniformity refers to consistent treatment based on such factors as benefits formula
b. Uniformity requirements issued by U.S. Treasury 
i. Formula must apply to all employees in the plan
ii. Annual benefit must be in the same form, 
2. Failure to satisfy safe harbor criteria requires explicit testing for nondiscrimination 

D. Accrual Rules (use PP 4.17) 
1. Accumulated benefit obligation refers to the present value of benefits based on a designated date
2. Actuaries determine a defined benefit plan’s accumulated benefits obligation by 
a. Making assumptions about the return on investment of assets and
b. Characteristics of the participants and their beneficiaries, including
i. Expected length of service
ii. Life expectancies
3. The IRS established criteria to judge whether an employer’s defined benefit plan meets its accumulated benefit obligation
4. These criteria discourage employers from engaging in a practice known as backloading, which occurs whenever benefits accrue at a substantially higher rate during the years close to employees' eligibility to earn retirement benefits
5. Fulfillment of at least one of these criteria ensures that benefits accrue regularly throughout employees' participation in defined benefit plans
6. One of three criteria must be met 
a. The 3% rule
b. The 1331/3 rule
c. The fractional rule
7. The 3% rule
a. Under this rule, a participant’s accrued benefit CANNOT be less than 3% of the normal retirement benefit, assuming
i. The participant began participation at the earliest possible age under the plan
ii. The employee remained employed without interruption until age 65, or the plan’s designated normal retirement age


b. Example
i. Margaret retires from company at age 62
ii. Hired at age 21, enrolled in retirement plan as soon as eligible
iii. Company’s defined benefit plan awards an annual benefit equal to 70% of the four-year average highest salary
iv. Employee’s average salary was $50,000
v. Employee’s annual retirement benefit was $35,000 ($50,000 x .70)
vi. Under the 3% rule, the employee’s accrued benefit must be no less that $1,050 ($35,000 x .03)
8. The 1331/3 rule
a. Under this rule, the annual accrual rate CANNOT exceed 1331/3% of the rate of accrual for any prior year.
b. Example:  If a company’s retirement plan specifies the following annual accrual rates 
i. 1.15 of compensation for the first 10 years
ii. 1.40 for the next 10 years
iii. 1.88 for the years thereafter
iv. The plan violates this rule because the 1.88 annual accrual rate exceeds 
     1331/3% of the lowest prior annual accrual rate (1.53, that is, 1.15% of 
     compensation x 1331/3)
9. Fractional rule 
a. Applies to participants who terminate their employment prior to reaching normal 
    retirement age
b. Stipulates that benefit accrual upon termination be proportional to the normal 
    retirement benefits
c. Example 
i. The annual annuity at normal retirement age is $20,000
ii. The years of service at retirement would have been 30
iii. Employee retired after 20 years
iv. Under this rule, the employee would receive an annual annuity of $13,333 ($20,000 x 20 years/30 years)
v. Awarding less would be a violation of this rule
E. Minimum Funding Standards
1. Governed by ERISA, concerning strict funding requirements
2. Employers must make an annual contribution that is enough to cover promised 
    benefits to retirees
3. Actuaries periodically review data to ensure sufficient funding levels
a. Life expectancies of employees and their designated beneficiaries
b. Projected compensation levels
c. The likelihood of employees leaving before retiring
4. Reporting guidelines
a. Required by ERISA
b. Actuarial information reported to IRS using Form 5500
c. IRS submits same information to U.S. Department of Labor


F. Benefit Limits and Tax Deductions
1. The IRC sets a maximum annual benefit that, in 2012
a. Is equal to the lesser of $200,000, or
b. 100% of highest average compensation for 3 consecutive years
c. The limit is indexed for inflation in $5,000 increments beginning after 2006

VI. Defined Contribution Plans (use PP 4.18) 
A. Overview
1. Employers and employees make annual contributions to separate accounts
a. Based on a formula contained in the plan document
b. Typically, formulas call for employers to contribute a given percentage of each 
    participant’s compensation annually
2. Employers invest these funds on behalf of the employee, choosing from a variety of 
    investments vehicles, such as 
a. Company stock
b. Diversified stock market funds
c. Federal government bonds
3. Employees may be given a choice of investments vehicles based on employer 
    guidelines
4. These plans specify rules for the amount of annual contributions 
5. These plans do NOT guarantee particular benefit amounts and participants bear the 
     risks of investment gains and losses
6. Benefit amounts depend upon several factors, including 
a. The contribution amounts
b. The performance of investments
c. The forfeitures transferred to participant accounts 
7. Forfeitures come from the accounts of employees who terminated their employment 
    prior to earning vesting rights
8. Examples of common plans include 
a. Profit sharing plans
b. Stock bonus plans
c. Employee stock ownership plans
B. Individual Accounts (use PP 4.19)
1. Defined contribution plans contain accounts for each employee into which 
    contributions are made
a. Losses are debited
b. Gains are credited
2. Contributions may come from 4 possible sources
a. Employer contributions that are expressed as a percentage of an employee’s wage 
    or salary
b. Employee contributions that are also expressed as a percentage of the employee’s 
    wage or salary
c. Forfeitures that come from accounts of employees who terminated their  
    employment prior to earning vesting rights
d. Return on investments


C. Investments of Contributions
1. ERISA requires that a named fiduciary manage investments into these plans
a. To possess discretion in managing the assets of the plan, 
b. To offer investment advice to employee participants 
c. To administer the plan
d. And are responsible for minimizing the risk of loss of assets 
2. Investment managers, under the supervision of the fiduciary, select investments based 
    on a comparison of the risk and return potential of various investment options, such as 
a. Equities
b. Government bonds
c. Cash
d. Insurance
e. Real estate
3. Investment managers invest assets in more than one type of investment vehicle to 
    balance risk and return potential
D. Employee Participation in Investments
1. Some companies may allow plan participants to make choices about the investment of 
    funds in their individual accounts
2. Designated fiduciaries CANNOT be held liable for employee’s investment choices
3. Under certain conditions, employee participation does NOT constitute fiduciary 
    responsibility
a. Participants can choose from 3 diversified investment alternatives, each with 
    different degrees of risk
b. Participants can change their investment allocations once every 3 months, unless 
    the market volatility is high, then they may be made more frequently
c. Participants must be given sufficient information to make informed investment 
    decisions
E. Nondiscrimination Rules: Testing
1. Must meet 1 of 2 safe harbors
a. A uniform allocation formula, or
b. A uniform points allocation formula for profit-sharing plans
2. Defined contribution plans satisfy the nondiscrimination rules when 
a. They offer a uniform allocation formula to each employee 
b. Based on a percentage of 
i. Compensation
ii. Dollar amount of allocation, or
iii. The same dollar amount for each uniform unit of service
3. Profit sharing and money purchase plans satisfy the nondiscrimination rules based on
    a uniform points allocation formula 
a. This formula defines each employee’s allocation for the plan year as the product 
    of the total of all amounts taken into account
b. Eligibility amounts include employer contributions and forfeitures that are 
    allocated to an employee’s account
c. Points for a plan year equal the sum of the employee’s points for
i. Age


ii. Service
iii. Units of plan year compensation
d. Point distribution must be the same for all participants
e. Failure to satisfy safe harbor criteria requires nondiscrimination testing
F. Accrual Rules
1. Benefits equal the balance in the account
2. Company’s contribution may NOT be reduced because of an employee’s age
3. Companies may NOT set maximum age limits for discontinuing contributions
G. Minimum Funding Standards
1. NOT as complex as standards for defined benefit plans 
2. These standards are set by the individual plans
H. Contribution Limits and Tax Deductions
1. Annual addition refers to the annual maximum allowable contribution to a plan
2. Includes 
a. Employer contributions 
b. Employee contributions, and
c. Forfeitures
3.  In 2012, the maximum was limited to the lesser of 
a. $50,000, or
b. 100% of the participant’s compensation
4. The amount of employer’s annual tax deductions depends on the type of plan 
    contributed to
a. The Economic Growth and Tax Reconciliation Act of 2001 raised the allowable
    contribution amounts in effect before January 1, 2002
b. In 2012, the maximum contribution to a profit-sharing, stock bonus, or ESOP was 
    25% of the compensation paid or accrued to participants in the plan
c. Section 401(k), 403(b), and 457 plans have contribution limits of $17,000 in 2012, 
    indexed for inflation in $500 increments beginning in the year 2007

VII. Types of Defined Contribution Plans 
A. List of Plans (use PP 4.20) 
1. Section 401(k)
2. Roth 401(k)
	3. Profit sharing
4. Stock bonus
5. Employee stock ownership
6. Savings incentive match plans for employees (SIMPLE)
7. Section 403(b) tax deferred annuities
8. Section 457
B. 401(k) Plans (use PP 4.21) 
1. Named after the section of the IRC that created them
2. Also known as cash or deferred arrangements (CODAs)
3. Designed to allow employees to defer part of their compensation to the trust of a qualified defined contribution plan 
4. Only private sector or tax-exempt employers are eligible to sponsor these


5. Offer 3 tax benefits
a. Employees do NOT pay tax on their contributions until they withdraw funds
b. Employers deduct their contributions from taxable income
c. Investment gains NOT taxed until participants receive payments
C. Roth 401(k) Plans (use PP 4.22)
1. Established in 2006 by the IRC
2. Similar to 401(k) plans in two ways: 
a. Employee contributions are taxed at the individual’s income tax rate
b. Upon retirement, employee withdrawals are not taxed 
3. Becoming an increasing popular offering to help employees manage the uncertainty of 
    possible changes in future income tax rates
D. Profit Sharing (use PP 4.23) 
1. Overview
a. Comes from money set aside in a profit sharing pool to be distributed to 
    employees
b. The money may come from sources other than profits (i.e., sales revenue)
c. Companies may take a tax deduction for their contributions, equal to the lesser of
    25% of the participant’s compensation or $50,000 in 2012
d. May also be the basis for a company’s 401(k) plan
2. Employer contributions
a. Based on the discretion of the board of directors, or determined by 1 of 3 formulas
i. Fixed first dollar of profits
ii. Graduated first-dollar-of-profits
iii. Profitability threshold formula
b. Fixed first-dollar-of-profits
i. Uses a specific percentage of either pre- or post-tax annual profits upon 
   reaching a company goal
ii. Might also be based on other things like gross sales
iii. Contingent upon the attainment of a company goal
c. Graduated first-dollar-of-profits formula
i. Uses a variable percentage of either pre- or post-tax annual profits upon 
   reaching a company goal
ii. Might also be based on other things like gross sales
iii. Example: A company may share 2% of the first $10 million of profits and 3% of the profits above $10 million
d. Profitability threshold formulas
i. Fund profit sharing pools only if profits exceed a predetermined minimum 
   level, but
ii. Fall below a predetermined maximum level
iii. The minimum guarantees a return to shareholders before they distribute profits
iv. The maximum is set because they attribute any profits beyond this level to factors other than employee productivity or creativity, such as technological innovation


e. The IRS requires that employer contributions be substantial and made on a  
    recurring basis
f. Failure to meet this criterion may require 100% vesting rights to all participants, 
    regardless of tenure in the plan
D. Allocation Formulas 
1. Must NOT discriminate in favor of highly compensated employees
2. Distributions are usually made in 1 of 3 ways
a. Equal payments
b. Proportional payments to employees based on their annual salary, or
c. Proportional payments to employees based on their contribution to profits
3. Equal payments to all employees reflect the belief that all employees should share 
    equally in the company’s gain in order to promote cooperation among employees
4. Proportional payments to employees based on their annual salaries may be used 
i. Because each employee’s contributions to profits may vary
ii. Presumably, higher paying jobs indicate the greatest potential to influence a 
    company’s competitive position
5. Proportional payments to employees based on their contributions to profits 
a. May be based on job performance 
b. NOT very feasible because it is difficult to isolate each employee’s contributions 
    to profits
E. Stock Bonus Plans (use PP 4.24) 
1. May be the basis for the company’s 401(k) plans
2. Qualified stock bonus plans and qualified profit sharing plans are similar in terms of 
    nondiscrimination requirements and the deductibility of employer contributions
3. Reward employees with company stock
4. Participants possess the right to vote as shareholders
5. Those voting rights differ based on whether company stock is traded in public stock 
     exchanges
6. If the stock is publicly traded, employee voting rights are more restricted
F. Employee Stock Ownership Plans (ESOPS) (use PP 4.25) 
1. May be the basis for a company’s 401(k) plans
2. Distributions are usually made in company stock instead of cash
3. They are essentially stock bonus plans that use borrowed funds to purchase stock
4. They are either nonleveraged or leveraged
a. Nonleveraged ESOPs
i. Are stock bonus plans
ii. Have the company contribute stock or cash to buy stock
iii. Stock is then allocated to the accounts of participants
b. Leveraged ESOPs
i. Administrators borrow money from a financial institution to purchase company 
   stock 
ii. Over time, principal and interest payments are made to the ESOP to repay the 
    loan


iii. The stock purchased with the loan is placed in a suspense account, until amounts equal to the employer’s contributions are allocated to participants’ individual accounts
G. Savings Incentive Match Plan for Employees (SIMPLE) (use PP 4.26)  
1. Congress enacted law in 1996 for employees working in small companies which 
a. Employ 100 or fewer employees whose preceding year’s compensation totaled at 
    least $5,000, and
b. Do NOT maintain another employer-sponsored retirement plan
2. Can be established as IRAs or 401(k)s
3. Must meet nondiscrimination and vesting requirements under ERISA
4. In 2012, employees may contribute up to $11,500, indexed for inflation in $500 increments
H. Section 403(b) Tax Deferred Annuity Plans (TDA) (use PP 4.27)  
1. Was setup for employees of 
a. Public educational institutions and
b. Private tax-exempt organizations like
i. Charitable organizations and
ii. Supported hospitals
2. Congress enacted this law because these types of organizations may NOT have sufficient resources to provide a qualified retirement plan
3. They are NOT qualified plans under ERISA
4. Contributions come mainly from either employers or employees 
a. Employees make contributions through salary reduction agreements, or
b. Through direct contributions outside salary reduction agreements
5. May be the only retirement program offered or may supplement other employer-
    sponsored plans, usually defined benefit plans 
6. Private tax-exempt organizations may offer both 401(k) and 403(b) plans but public 
    organizations are prohibited from offering 401(k) plans
7. Three common methods of funding TDAs include 
a. Annuity contracts
b. Custodial agreements, and
c. Life insurance 
8. Annuities 
a. May be 
i. Individual contracts
ii. Group contracts
iii. Fixed dollar, or
iv. Variable
b. Must NOT be transferable (sold, signed, or pledged as security for collateral)
9. Custodial agreements permit investments in mutual funds
10. TDAs are similar to 401(k) plans in that the 
a. Earnings on contributions are tax-deferred until distributed, and
b. Are restricted as to when the contributions may be taken, and under what 
    conditions
11. Participants may NOT rollover assets into any qualified plan


12. Participants may rollover TDA distributions to another TDA or and IRA
	I. Section 457 Plans
		1. Named after IRC section that created them
		2. Nonqualified retirement plans for government employees
		3. Until 2002 Section 457 plans were less generous than 401(k) or 403(b) plans because 
		    maximum annual contributions were substantially lower
		4. Now 457 Plans have same limits as 401(k) and 403(b) plans
		5. Only employees contribute to 457 plans

VIII. Hybrid Plans
A. Overview (use PP 4.28)   
1. Combine features of defined benefit plans and defined contribution plans 
2. Four Common Plans 
a. Cash balance and pension equity
b. Target benefit
c. Money purchase, and
d. Age-weighted profit sharing
	3. Many employers are setting aside the traditional defined benefit plans (also described 
	    as “golden handcuffs”) for hybrid plans
	4. Different career plans of younger generations have led many employers to conclude 
	    that their retirement plans were not beneficial to younger or more mobile workers
B. Cash Balance Plans and Pension Equity Plans
1. Overview (use PP 4.29) 
a. IRS defines cash balance plans as “a defined benefit plan that defines benefits for 
    each employee by reference to the amount of the employee’s hypothetical account 
    balance”
	b. Pension equity plans are similar to cash balance plans except on how benefits are 
	    calculated
c. Many companies convert their defined benefit plan to cash balance plans or 
    pension equity plans because 
i. They are usually less costly
ii. Employers’ contributions to fund defined benefits plans vary widely over time 
    based on the performance of investments and changes in actuarial
    assumptions. Employers’ contributions to cash balance plans are defined 
iii. They calculate benefits as a lump sum payment. Upon retirement, employees may elect to take the lump sum or convert the lump sum to monthly annuity payments based on age at retirement, marital status, and estimated life expectancy. Calculating benefits as a lump sum increases the portability of pension benefits and thus attracts mobile workers
2. Benefit formulas
a. Established as individual employee accounts
b. Most common approaches include
i. A fixed percentage of earnings
ii. Percentages that vary by age, length of service, or earnings
c. Participants receive credits expressed as a percentage of annual pay that earn 


    interest at a designated rate
d. The interest rate credit is guaranteed instead of fluctuating with the performance 
    of investments
e. The amounts in these accounts are strictly hypothetical and these accounts are 
     referred to as hypothetical accounts because they do not reflect actual 
     contributions or actual gains and losses
f. Credits are expressed as a percentage of annual pay that earn interest at a 
    designated rate
g. Employers establish annual interest credits 
i. Where the employee receives interest credits on December 31 of each year
ii. That interest is credited on the benefit amount credited on January 1 of the 
    same year as well as on all benefit and interest credits accumulated during 
    earlier years
h. An alternative formula in pension equity plans is employee age plus years of 
    service. The percentage of pay is based on the sum of the age plus service 
3. Comparing hybrid plan features with defined benefit plan and defined contribution 
    plan features (use PP 4.31)  
a. Hybrid plans contain features of both traditional defined benefit and defined 
    contribution plans
b. Cash balance plans are defined benefit plans
c. 401(k) plans are a type of defined contribution plan
d. Four major differences between cash balance plans and 401(k) plans:
i. Participation: Participation in typical cash balance plans generally does NOT   
   depend on the workers contributing part of their compensation to the plan.    
   Participation in a 401(k) plan does depend on an employee choosing to make a 
   contribution to the plan
ii. Investment Risks: Investments of cash balance plans are managed by the 
    employer. The employer bears the risks of the investments. Under 401(k) 
    plans, participants bear the risks and rewards of investment choices
iii. Life Annuities: Unlike 401(k) plans, cash balance plans are required to offer 
     employees the ability to receive their benefits in the form of lifetime annuities
iv. Federal Guarantee: Benefits promised by cash balance plans are usually 
 		       insured by a federal agency, PBGC. Defined contribution plans, including 
       401(k) plans, are not insured by the PBGC
4. Controversies about the plans (use PP 4.32) 
a. Age-related treatment
i. Are believed to also favor workers who switch employers periodically
ii. These plans do NOT define benefits as a percentage of final or career average 
     pay, or as a flat-dollar amount per years of service (like in defined benefits
     plans)
iii. Award annual pay-related credits that appreciate each year based on a specified interest rate
b. According to a U.S. General Accounting Office
i. Cash balance plans provide favorable treatment to younger workers
ii. GAO compared the rates of retirement benefit accrual in defined benefit plans 


    and cash balance plans and concluded that cash balance plan accrual favors
    younger employees
		c. Converting defined benefits plans to cash balance plans
i. Retirement benefits accrue at a decreasing rate in cash balance plans in contrast 
   to an increasing rate in defined benefits plans 
ii. Converting from defined benefits plans to cash balance plans may result in 
    older workers receiving smaller benefits 
iii. Cash balance plans tend to produce the lowest annuity at retirement for the 
     employee who was oldest at conversion
iv. Example:  GAO study finds that, in the cash balance plan, at retirement, a 55 
     year old would receive $6,900 per year, a 45 year old  - $12,600, a 35 year
     old - $24,000
v. These plans also have a “wearaway” problem, especially for older employees, 
     that means that some employees do NOT accrue benefits for a period of time 
     following conversion, while others do NOT experience an interruption in   
                               accruing benefits
vi. Two causes for wearaway
vii. When an employer sets a participant’s hypothetical balance lower than the 
       present value of accrued benefits under the traditional defined benefit plan
viii. When there are changes in the federally mandated discount rate for 
        determining lump sum distributions from defined benefit plans, since the 
        value of lump sum distributions increases when the discount rate falls and 
        the value decreases when the discount rate increases
ix. EXAMPLE: Let’s consider the impact of two different discount rates (5% vs 
     10%) on the current value of  a $10,000 retirement account balance one year    
     from now. With 5% discount rate, $10,000 today would be worth $9,523.80    
     one year from now ($10,000/[1+0.05]). With 10% discount rate, $10,000    
     today would be worth $9,090.90 one year from now ($10,000/[1+0.10])
4. Cash balance plans do NOT violate the Age Discrimination in Employment Act
i. In Easton v. Onan Corporation, a federal district judge ruled that pension age 
   discrimination prohibitions do NOT apply to employees younger than normal 
   retirement age, since the provisions were set to ensure that employees who   
   chose to work past the normal retirement age continue to accrue pension    
   benefits 
ii. In Dan C. Tootle v. ARINC Inc., the just ruled that a “sensible approach” to 
    determine whether cash balance plans are discriminatory is to use a test from 
    ERISA for defined contribution plans and are NOT discriminatory as long as 
    employer contributions are NOT reduced by age, 
iii. However, in Cooper v. The IBM Personal Pension Plan, IBM’s plan discriminated against its older workers because the benefit credit provided to older employees purchased a much smaller benefit than the same benefit provided to a younger employee, IBM is appealing the ruling


	5. The language of the Pension Protection Act of 2006 tries to resolve the 
         misunderstanding over wearaway provisions
		a. Makes is illegal for employer to use wearaway provisions when converting a 
    defined benefit plan to a cash balance plan
b. Cash balance plans must credit participant with accrued benefit under the old 
     formula plus full credit for the years of service after the adoption of cash 
     balance formula
c. Allows employers to create new cash balance plans or to convert existing 
    defined benefit plans with much less fear of litigation
d. Shortly after the Pension Protection Act was signed into law, judges from the 
    Seventh Circuit Court revisited the 2003 ruling in Cooper v. The IBM Personal 
    Pension Plan and reversed the 2003 ruling, stating that the plan did not 
    discriminate against employees on the basis of age
e. In 2011, a case was decided in which same employees of El Paso Corporation 
    charged that El Paso violated ERISA and ADEA when it converted the defined    
    benefit plan to a cash balance plan. The trial court found that El Paso’s 
    transition favored, rather than discriminated, against older employees 
C. Target Benefit Plans (use PP 4.33)   
1. Calculate benefits in a fashion similar to defined benefit plans based on formulas that 
    use income and years of service
2. Are fundamentally defined contribution plans, because the benefit amount at 
    retirement may be more or less than the targeted benefit amount, based on the 
    investment performance of the plan’s assets
3. “Targeted” benefit is based on the assumption that the actual return on plan assets
    equals the expected return
4. These are individual accounts
5. Employers use actuarial calculations of the annual contribution amount that would be 
    necessary to fully fund the retirement benefit at a participant’s normal retirement age
6. The contributions are invested on behalf of the participants
7. Employers do NOT adjust their contributions so the retirement benefits may be more 
    or less than projected
8. These plans appear to violate ERISA’s nondiscrimination rules because employers 
    contribute greater amounts on behalf of more highly paid employees (older workers) 
    than lower paid employees (younger workers), however
a. The IRS cross-testing rules permit age-based contributions in these plans and age-
    weighted profit sharing plans because 
b. Contributions are projected over a longer period (for younger workers), and
c. Projected benefits are comparable, regardless of age
9. These plans tend to be less expensive for employers because 
a. Employers do NOT make adjustments to their annual contributions
b. Actuarially determined contributions in these plans means that larger contributions 
    are made for older workers whose possible length of service is shorter 
c. The costs of these benefit plans in companies, with predominantly younger 
    workforces may be less than the costs of defined contribution plans


D. Money Purchase Plans (use PP 4.34)  
1. These plans are like defined contribution plans because the benefit is based on the 
    account balance at retirement, yet possess the funding requirements of defined benefit 
    plans
2. Employers make annual contributions according to the designated formula for the 
    plan
3. Contributions are NOT tied to company performance indicators, such as profits or 
    stock prices
E. Age-Weighted Profit Sharing Plans 
1. These plans are like deferred profit sharing plans because benefit amounts fluctuate 
    according to how well the investments of plan assets perform, yet 
2. Similar to defined contribution plans in that the benefit amounts fluctuate according to 
    the performance of investments of plan assets
3. These plans are similar to defined benefit plans because employers contribute 
    disproportionately more to older employees' accounts, based on a projected 
    hypothetical benefit at normal retirement age
4. Idea is to fund all employee accounts sufficiently well so that each employee would   
    likely achieve a similar hypothetical retirement benefit

 
Summary
 
This chapter reviewed fundamental concepts of company-sponsored retirement plans as also the main features and types of defined benefit, defined contribution, and hybrid retirement plans.

Discussion Questions

1. Describe three criteria used to qualify pension plans for preferential tax treatment.

Main Points

· Qualified plans include 13 fundamental characteristics, which specify the minimum requirements for employer and employee tax benefits. Three of these are described below.
· Participation requirements include age and service requirements. Employees must be allowed to participate in pension plans after they have reached age 21 and have completed one year of service. 
· Coverage requirements limit employers’ freedom to exclude employees. Companies demonstrate whether plans meet the coverage requirement by maintaining a nondiscriminatory ratio of non-highly compensated employees to highly compensated employees based on two tests: 1)ratio percentage test and 2) average benefit test. 
· Vesting refers to an employee’s non-forfeitable rights to pension benefits. Vesting rights focus on employer contributions and entitle employees to receive any employer contributions made to their retirement accounts. 


2. Are employees more likely to favor defined contribution plans over defined benefit plans? What about employers? Explain your answer.

Main Points

· Student answers will vary.
· One possible answer: Employees are more likely to favor defined contribution plans over defined benefit plans. For instance, in 401(k) plans, employees do not pay income taxes on their contributions to the plan until they withdraw funds. Also, investment gains are not taxed until employees receive payment. Employers also deduct their contributions to the plan from taxable income. Defined benefit plans are quite costly to employers compared to defined contribution plans because companies struggle to adequately fund these plans to ensure that retirees receive entitled benefits for the remainder of their lives. Also, under the defined contribution plans, employees may be given a choice of investment vehicles based on the guidelines established by the employer.

3. Summarize the controversial issues regarding cash balance plans.

Main Points 

· There are two controversies: 
· age-related treatment, 
· converting defined benefit plans to cash balance plans
· These plans are said to provide favorable treatment to younger workers and to workers who switch employers periodically. 
· These plans award annual pay-related credits that appreciate each year based on a specified interest rate. 
· Converting from defined benefit plan to cash balance plans may result in older workers receiving smaller benefits. Cash balance plans tend to produce the lowest annuity at retirement for the employee who was oldest at conversion. 
· These plans also have wearaway problem, especially for older employees. Some employees do not accrue benefits for a period of time following conversion, while others do not experience an interruption in accruing benefits. 

4. Explain why mobile employees might prefer cash balance plans over defined benefit plans.

Main Points

· Cash balance plans calculate benefits as a single lump sum payment.
· Calculating benefits as a lump sum increases the portability of pension benefits from company to company, benefiting employees who change employers during their working lives. 
· Employees who have achieved full vesting may roll over the lump accumulated in a cash balance plan to their new employer’s qualified plan. Therefore, companies are in a better position to recruit mobile workers.


· Under traditional defined benefit plan, an employee who leaves employment prior to qualifying for a retirement annuity will forfeit the annuity. 

Cases

Understanding Your Benefits

Investing in Your Retirement

1. Do you think you should defer part of your pay to invest in the Section 401(k) plan?  
2. If you choose to invest, what percentage of your pay defer to the Section 401(k)? Why?  

Instructor Notes

Section 401(k) plans offer features that are attractive to both employers and employees. The employee, however, must understand that he or she must take ownership in his or her own retirement planning process when the employer offers a Section 401(k) plan. Most employers offer a match of at least part of the contribution that the employee makes to the plan. The amount of the match varies by employer and thus it is important for employees to understand the matching process in order to maximize the employer contribution. The employer’s match is considered part of the employee’s total compensation and if the company does not require enrollment, the employee could miss out on some of his or her intended compensation if he or she does not enroll. Employers must educate employees about the Section 401(k) plan that they offer. While this case focused on the amount of the contribution, employees must also make decisions on which funds within the Section 401(k) plan to allocate their investments in as well.  

Student Responses

1. Should you invest in the Section 401(k) plan?  

Students should understand the importance of investing in a Section 401(k) plan if they have the opportunity. Given the state of Social Security, it is important for everyone to invest in their retirement. Obviously beginning to invest earlier will lead to a more secure retirement account.  If an employee does not invest in the plan, they are losing out on some of the compensation that the employer intended to provide them. Further, deferring part of their income into a Section 401(k) plan offers them some tax savings as they do not pay income taxes on their contributions until the funds are withdrawn.  


2.  If you choose to invest, what percentage of your pay defer to the Section 401(k)? Why?  

Students should indicate that they should invest at least 5% of their income in the Section 401(k) plan. Doing so ensures they maximize the employer contribution. Beyond the 5%, the students should discuss further evaluating their take home pay compared to their expenses in order to ensure they have their expenses covered. They should understand that once the money is deferred into the Section 401(k) plan, they are unable to access the money without paying a penalty. Therefore, they should make sure they do have enough to cover living expenses.  However, it is worthwhile to evaluate their expenses to determine if all are necessary. It would be more financially responsible to invest in the Section 401(k) plan instead of engaging in unnecessary spending.  
A New Retirement Plan at Grinders Manufacturing

1. Based on the circumstances Grinders Manufacturing is facing, do you feel Shane’s intention to move to a defined contribution plan is a good idea?
2. Who will the change benefit more, the company or the employees? 

Instructor Notes

In this case Grinders Manufacturing is following a common trend to migrate away from defined benefit plans. The difficulty funding them, coupled with the attractiveness of the tax benefits of defined contribution plans have led to a decrease in the number of companies offering defined benefit plans. Essentially employers carry most of the risk in supporting defined benefit plans, while employees carry more risk when the company offers defined contribution plans. While the employer makes promised contributions to a defined contribution plans, the final retirement benefit depends on the success of the investments which are often selected by the employee. Further, employers have found that employees find defined contribution plans easier to understand. Employers must invest time and effort in educating employees about the defined contribution plan, particularly if the employee will need to make decisions such as how much of their salary to defer to the plan or if they have a choice of investment options for their deferrals.  However, this time and effort is worthwhile to many employers given the advantages of offering a defined contribution plan. 

Student Responses

1. Based on the circumstances Grinders Manufacturing is facing, do you feel Shane’s intention to move to a defined contribution plan is a good idea?

In this situation, the shift is most likely a good idea. The defined benefit plan which was established by a strong union many decades ago puts an additional financial strain on the company. By shifting to a defined contribution plan, the company will have less risk as they could potentially tie their investment in the retirement plan to their profits. The plan also has tax advantages for the company. If they choose set contributions instead of a profit-sharing plan, the company still reserves some flexibility as they have the ability to change the amount of their contributions.  


2. Who will the change benefit more, the company or the employees? 

While employees will find a defined contribution plan easier to understand, they will need to defer their own salary to invest in the Section 401(k). While the deductions are on a pre-tax basis, they still are deferring part of their salary to the plan, while the defined benefit plan did not require a contribution from their salaries. Further, the employees bear the risk in the defined contribution plan as there is no guarantee of particular benefit amounts as these are determined by the performance of the investments. Therefore, the shift to a defined contribution plan favors the company. 
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