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OVERVIEW OF THE U.S.  RETIREMENT SYSTEM

The United States retirement system is a platform made up of three plans that compliment each other to stabilize the system. The retirement system is a program that has a unique blend of contributions from both employer and employee.  These are the three choices that a participant has for planning their retirement years.

I. Social Security - Each individual, together with their employer, is required to pay into the social security public pension plan.  The theory of the plan is to have a reserve of money for retired citizens to receive on a monthly basis.

II. 
Private pension plans - There are two types of retirement plans that a company can chose to offer its employees:

• 
Defined benefit plan - A "traditional" retirement pension plan funded by the employer.  Monthly income at retirement is based on average pay, years of service or a fixed amount. 

•
Defined contribution plan - A tax-deferred savings plan, such as a 401(k), where monthly income at retirement is based on the amount the employee, and possibly the employer contribute and how the investments chosen perform in the marketplace.

III. 
Personal savings - There are many personal savings vehicles that enable participants to plan for their retirement, including annuities, bank accounts, individual retirement accounts (IRA's), life insurance, mutual funds and stocks and bonds.  These individual plans offer various options of investing to meet the needs of each participant.

FUTURE OF 401(k) ASSETS

Since the study of 401(k) contributions in 1994, assets made a steadily growth.

Assets had tripled in growth until the year 2000, where the market had a

negative influence.  The weak economy gave retirement accounts a decreasing

effect for two years.  This study projects a stabilizing economy within 10 years with

overall contributions increasing as participants recognize a greater need for

retirement.
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HOW DO THE 401(k) PLANS WORK?

The most popular private retirement savings method in America is the 401(k) plan, which allows employees to save for their future retirement while lowering annual federal income taxes.  Employees elect a pre-determined percentage of their

annual salary to defer and place it into a retirement account.  Some employers will

match a percentage of these employee contributions.  The employee decides how

to invest the money based on the investment options his or her employer makes available under the 401(k) plan.

Over time, the employee's retirement account accrues, enabling them to retire with hopefully adequate assets to live on for the remainder of their lives.  The 401(k) plans are serviced by various types of U.S. companies like banks, insurance

companies, or mutual fund companies.   The service provider performs the investment management, record keeping, and carries out the plan level testing and

reporting duties for the 401(k) plan.

U.S. legislation enacted the Employment Retirement Income Security Act (ERISA)

in 1974 to govern all retirement plans.  The government sets regulations for employers (plan sponsors) to ensure the plan is written and operates in a fair and

equitable manner for all employees, no matter their income level.

KEY 401(k) PLAN COMPONENTS

Most 401(k) plans share the following key components:

Deferred taxation rule - One of the biggest benefits of a 401(k) plan is that the funds are withdrawn from the individual's paycheck before taxes are taken out.  The pre-tax withdrawal lets the individual enjoy more of their paycheck since they are placed in a lower tax bracket.  However, this money is not tax-free.  There is a penalty for withdrawing money before retirement, and the money is taxed when the individual receives it during retirement.  In essence, 401(k) plans allow participants to defer taxes on the portion of their salary placed in the plan until retirement when the employee will most likely be in a lower income tax bracket.

Non-discrimination and coverage rules – These government regulations require that at least 70% of the employees must participate in the 401(k) plan for the employer to be qualified to receive governmental tax breaks.  These rules also ensure a fair and equitable plan to all employees.
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Matching contribution offer – Most employers match a percentage of contributions their employees put into the 401(k) plan.  Offering an employer match has been shown to increase participation in the plan among an employer's workforce.

Fund diversification requirement - Although 12 are offered, companies are required to have a minimum of 3 different investment choices available to employees: typically fixed income, stocks, and cash equivalents.  This rule is to guarantee employees an investment plan that allows them to minimize risk by investing in different types of assets.  The choices employees make may depend on their age and their comfort with risk.  Also, employees are allowed to change their investment choices on a frequent basis. 

Portability and rollovers - It has been estimated that employees change jobs every four years.  Employees are allowed to transfer previous 401(k) plans from one employer's plan to their next employer's retirement plan without penalties.  The individual may also move assets into an IRA. 

HOW DO EMPLOYERS, EMPLOYEES, AND THE GOVERNMENT BENEFIT

FROM 401(k) PLANS?

The 401(k) plan offers many benefits for everyone: 

•
For employers, they can:

· attract and retain high quality employees

· receive a tax break on their corporate tax liability for employer contributions made 

· no open-ended long-term liabilities

•
 Employees benefit because they:

-
defer taxes


-
build their savings for retirement

· receive, in most cases, employer matching contributions

· control their 401(k) accounts

• 
The U.S. Federal Government benefits because:

· money from investments increases the national savings rate

· retirement assets represent a key percentage of the total invested assets; Pension assets make up for 26% of all of the equities (stock), 12% of bonds, and 5% of the nation's cash positions

· deferral of taxes until retirement builds a future tax base.  It is estimated by the American Benefits Council that $750 billion dollars will be received from pension taxes and be disbursed over the next 40 years

· reduces cost and dependency on governmentally provided programs
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HOW TO SUCCEED IN A 401(K) MARKET

To receive the most benefit from a 401(k) plan for plan providers, it is imperative that they offer comprehensive bundled services to the plan sponsors.  This type of service benefits everyone; more revenue will be gained from sponsors, and sponsors are able to offer plans at a reduced cost.  In turn, participants are able to invest more of their earnings due to the reduced cost, and also have access to all types of services.

To offer efficient 401 (k) plans, expertise of fund management is essential.  The provider must know what is most beneficial for the sponsor.

The availability of retirement education helps participants to feel secure and calculate the amount of money they will need in retirement.  Assistance made readily available, such as the Internet or telephone, allows participants a convenient factor to plan accordingly for their retirement needs.  Knowledge of readily made information, compliance, and regulations are the key.

A PROPER BALANCE OF 401(k) REGULATION

The balance of a regulated 401(k) plan is beneficial to all parties involved.  For both the employer and employee, a balance prohibits discrimination of non-ranking employees; a flexible plan designed for everyone is rewarding and fair to all participants.  Convenient access to low cost fund choices in the 401(k) plan is made easier through payroll deduction.

CURRENT REGULATORY ISSUES

Within the last year, large companies such as Enron and Worldcom have been cited for numerous accounting scandals.  Many 401(k) participants who invested their retirement money in the stock of those companies, lost it when Enron and Worldcom declared bankruptcy.

The Enron and Worldcom scandals, however, did not persuade investors to back significantly down from aggressive company stock allocations.  Recent legislation 
should have a positive impact on preventing these types of crises in the future. Limitations of company stock create the need for diversification.

Current legislation is considering requiring companies to allow diversification out of employer stock in a specified time and make investment advice widely available.

Recent pension legislation created additional fiduciary requirements for companies to act in the best interest of the member.  Legislators made provisions for  companies regarding blackout periods and insider trading.  Companies are required to give a 30-
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day notice before a blackout period begins, and stocks are not allowed to be traded for another investment option during this period.  This is applicable to all members, including executives. 

As a response to participants' needs, it is beneficial for companies to provide education or advice to members on retirement planning, diversification, portability of accounts, and in-retirement management. 

Most American workers do not have enough information about their employer's 401(k) plan, nor do they fully realize the importance of saving for retirement by participating in a 401(k) plan.

