Suddenly Everyone’s Talking
about Defined Benefit Plans
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Some form of risk-sharing plan would be good, but coverage is the real issue.

How did this happen? Now that the shift from defined benefit plans to 401(k)s is almost
complete (see Figure 1), everybody seems to be talking about defined benefit (DB) plans.
They were on the wish list of the United Auto Workers. The Wall Street Journal had an
editorial arguing that the time is perfect for the comeback of defined benefit plans. And it
looks like IBM just re-opened its cash balance plan. What’s going on and does it make any
sense?
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Figure 1. Workers with Pension Coverage by Type of Plan, 1983, 1998, and 2022

80%
70% m 1983
62% 60% 11998
60% m2022
40%
24% 26%
20% | 18% 16%
’ 12% 13%
Defined benefit Defined contribution Both
only —401(k) plans — only

Sources: Author’s calculations based on the U.S. Board of Governors of the Federal Reserve System, Survey of
Consumer Finances (1983, 1998, and 2022).

The WSJ article argues that defined benefit plans may now be the most cost-effective way
for employers to provide retirement income. The high interest rate associated with the
current inflation has made future obligations cheap, thereby greatly improving the funded
status of private sector DB plans. And higher returns also make it cheaper to fund a
$100,000 annual retirement annuity.

Several thoughts. First, employers do not provide benefits out of the goodness of their
hearts; they decide on the total compensation they want to pay workers and if they increase
retirement benefits, they cut back on wages. That is, employees pay for their retirement
benefits through lower wages however they are structured.

Second, under the traditional DB pension employers bear both investment and mortality
risk. They did not like that. On the flip side, employees have no protection from inflation.
Since inflation took off in 2021, retirees have seen the value of their private sector DB
benefits decline by 18 percent. Retirees don’t like that. In the end, it would be nice to have
a system in which employees and employers shared risks.

Third, DB plans work for those who stay with the same employer for years, but job hoppers
actually do better — all else equal — with 401(k)s. I thought that more job-hopping was going
on today than in the past, but that doesn’t appear to be true. At least it hasn’t shown up in
lifetime employment patterns yet, where about 30 percent of those age 62 have spent 25+
years with one employer (see Table 1).



Table 1. Share of Individuals with Long Job Tenure by Age 62, by HRS Cohorts

At age 62, share with tenure:

ol Fisyeam 20+ years 25+ years 30+ years
HRS 1931-41 45% 31% 19%
War Babies 1942-47 47 33 21
Early Boomers 1948-53 43 29 19
Mid Boomers 1954-59 49 34 25

All cohorts 1924-53 45 31 20

Source: Author’s calculations from the University of Michigan, Health and Retirement Study (1992-2020 RAND
files).

But all this chit chat doesn’t get at the main point. The big problem with today’s private
sector retirement system is not that we have 401(k)s rather than DBs, but rather at any
moment in time only half of the private sector workers are participating in a retirement plan
(see Figure 2). This number has not budged over time; it wasn’t any higher in the DB world
than in today’s 401(k) world. And the fact is that people who are continuously covered by a
retirement plan — the top third of earners — do very well. Those who are virtually never
covered — the bottom third of earners — do poorly and have to rely totally on Social

Security. The middle third of earners, who move in and out of coverage, end up with
inadequate retirement income. This pattern holds regardless of type of retirement plan.



Figure 2. Percentage of Workers Ages 25-64 Participating in an Employer-Sponsored Pension,
1989-2022
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Source: Author’s calculations based on U.S. Board of Governors of the Federal Reserve System, Survey of

Consumer Finances (SCF) (1989-2022).

In short, coverage — not type of plan — is the important thing to worry about. Going off on a
toot about DBs is simply a diversion.



