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The ongoing need for talent is causing many companies to re-
think their workforce staffing strategy and benefits models.
Companies that are succeeding in this effort are looking

for ways to attract and retain top talent in a way that is
differentiated from other employers and meets needs often left
unmet by typical benefits programs. Some employers are
contemplating reintroducing a benefit once ubiquitous in
corporate America but is now increasingly rare: the defined
benefit pension plan.

For US companies, one of the primary ways to attract and retain
workers has always been a good retirement program:
traditional defined benefit (DB) and/or defined contribution (DC)
plans. Both DB and DC plans have advantages and drawbacks,
but for upwards of 50 years, company-sponsored retirement
plans helped build financial security for millions of workers and
their families.

However, some companies might consider a DB plan either
a millstone, or a dinosaur. These plans fell out of favor in
corporate America because they were perceived as too
expensive, too complex, too unpredictable, and perhaps too
generous. Innovations in plan design and risk management
can now address these objections, and companies willing

to consider the proverbial “path least traveled” have an
opportunity to differentiate themselves in the war for talent.

Looking at the objections to DB plans, it's not surprising that
defined contribution (DC) plans have grown in favor among

CFOs for nearly 30 years. That is, until the pressure to retain
talent started to build following the global pandemic.

Depending on the nature of a company’s business and human
capital strategies, a DC plan may not always be a perfect
solution. Plan design is often the culprit. Too many 401(k) plans,
in exchange for giving employees more autonomy in building
their retirement savings, have proven to be inadequate at
preparing employees for a secure financial future. In addition,
a typical 401(k) usually lacks any management tools in terms
of incentives to attract and retain top talent, and no practical
“prod” to guide employees to retire on time. Furthermore, the
matching formula can lead to inequities in a diverse workforce,
such as a company that has a large percentage of part-time

or hourly-rate employees. Such employees are rarely able to
contribute the amounts necessary to qualify for the full match
— even though they are the employees that may need it

the most.

DC plans place the onus on employees to make appropriate
investment allocation decisions that many are not adequately
positioned to make. In addition, and perhaps most importantly
considering the primary purpose of the plan is to deliver
financial security in retirement years, employees are often left
to determine how to transition from a mindset focused on
wealth accumulation to one focused on income generation and
spending in retirement.

Organizations that are
committed to becoming
the “employer of choice”
are taking a fresh look
at some of the more
attractive incentivizing
characteristics of DB
plans without the

cost uncertainty of a
traditional pension.




A possible DB solution for the “employer of choice”

Organizations that are committed to becoming the
“employer of choice” in their industry or market are taking
a fresh look at some of the more attractive incentivizing
characteristics of DB plans without the cost uncertainty of a
traditional DB plan.

Mercer has been reviewing pension plan concepts that
might appeal to companies who fit this profile and who
may be considering establishing or reopening their pension
plan. We use market-based strategies to help mitigate the
drawbacks of traditional DB plans outlined above.
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Useful definitions

Cash Balance Plan

In a cash balance plan, each participant has a
hypothetical account that is credited annually with a
dollar amount, usually calculated as a percentage of
pay. The account earns interest based on an interest
crediting rate defined by the plan document. Cash
balance plans build value steadily and often at the
same pace for all employees — whether they've
worked for the company for 1 or 30 years.!

Variable Benefit Plan

In the context of a variable benefit plan, the plan
sponsor provides a lifetime payment to the retiree
(and potentially a spouse/partner), with periodic
adjustments to the benefit amount based on the
performance of the underlying assets.

There are a number of reasons why a market-based DB plan
may appeal to an employer:

* Supports talent attraction
Providing a benefit that stands out against the
competition for talent and that can potentially solve
one of employees’ primary concerns — future financial
security and certainty — can help the company attract
needed talent. Companies that rely heavily on attracting
mid-career talent with specific and scarce skills — for
example, hospitals, pharmaceuticals, and the like —
stand to benefit the most from a differentiated benefit of
this nature.

* Supports talent retention

The promise of a benefit guaranteed for life can also help
with retention. Additionally, market-based DB plans can
be designed so that increased tenure/experience drives
increased benefit value. “The longer you work here, the
more your retirement benefit value increases.”

Supports workforce management needs

Unlike DC plans, DB plans provide sponsors with a
workforce management tool, where sponsors are able
to provide additional retirement benefits to a specific
group of employees to incentivize early retirement when
necessary or to defer retirement when advantageous.
Providing a benefit that delivers adequate retirement
financial security can also support the flow of talent

— reducing “retirements in place” where long-tenured
employees with inadequate retirement savings occupy
critical roles in the organization that aspirational — and
perhaps more diverse - employees will seek elsewhere if
forced to wait too long for their opportunity.

Seeks to deliver financial stability for employers

With market-based DB plans, the investment decisions
are the plan sponsor’s responsibility, but the participants
ultimately share investment experience (good and

bad). This experience is shared through periodic benefit
adjustments (up or down), which tends to keep the plan
close to full funding.

Aims to deliver equitable and inclusive benefits

and outcomes

DC plans disadvantage part-time or lower-income
employees who don't qualify for the full company match.
DC plans also provide different retirement outcomes

for similarly situated employees (same age, service)
because of individual saving and investment decisions.
Market-based DB plans could provide employees more
equitable and inclusive benefits. Importantly, the benefits
are not based on the participant’s ability to save or

their confidence and ability to manage their personal
investments.

Provides cash flow timing flexibility to sponsors
Market-based DB plans offer additional funding and
timing flexibility, thereby easing the burden of budgeting
for future pension costs. For example, a sponsor can pre-
fund the plan for three years when business conditions
are good, garnering a tax write-off and improving the
firm's P & L income. Contributions can be made when the
timing is most beneficial for the plan sponsor, as opposed
to every payroll period with DC plans, for example. This
advance funding could potentially create a surplus, which
would allow the employer to forgo any additional funding
in years where business conditions are poor.

' For a good background on the structure and mechanics of cash balance plans, see Kenneth R. Elliot and James H. Moore, “Cash Balance Plans: The New Wave,”
Compensation and Working Conditions (Bureau of Labor Statistics), Summer 2000. https://www.bls.gov/opub/mir/cwc/cash-balance-pension-plans-the-new-wave.pdf


https://www.bls.gov/opub/mlr/cwc/cash-balance-pension-plans-the-new-wave.pdf

* Optimizes cost of benefits with more sophisticated
investment management of retirement assets
Sponsors of market-based DB plans have the ability, with
the help of professional advisors, to implement more
sophisticated investment strategies, thus creating the
possibility for higher earnings and thus better retirement
outcomes for participants, potentially at a lower cost than
an equivalent DC benefit.

Relieves participants of complex financial decisions
DC plans require participants to make decisions about
(a) how much to contribute, (b) how to invest, both
before and during retirement, (c) how much to withdraw
initially in retirement, and (d) how much to withdraw
each subsequent year in retirement. These are complex
decisions with many variables (e.g. assumed earnings,
assumed age at death). Market-based DB plans eliminate
all these decisions for plan participants.

Utilizes the financial advantages of longevity pooling
By providing lifetime income, market-based DB plans
utilize the power of longevity pooling, to the benefit of
plan participants. For the same cost, more retirement
income can be provided to retirees under a market-based
DB plan than under a DC plan, and it can be done without
taking on any additional investment risk. Similarly, the
same benefit can provided for less cost using a market-
based DB plan than through a DC plan, with no additional
investment risk required.

Each of the above elements aims to provide a differentiated
advantage that may ultimately deliver better financial
outcomes to employees, while improving an employer’s
talent acquisition, retention and workforce postures.
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Employers often find that
market-based DB plans
offer additional funding
and timing flexibility,
thereby enabling tax and
cash flow optimization.




Market-based DB plans — a few more details

We see two primary “flavors” of market-based DB plans:

* Market-based cash balance plans
* Variable benefit plans

The plan sponsor manages the investments under both plan types, and both plan types adjust benefits based on
underlying asset performance. These benefit adjustments can help to limit the financial risks to the plan sponsor.

However, there are a few notable differences between these two plan types, as outlined in the table below:

[e]

Market-based cash balance

- ot

Variable benefit

How is the benefit defined?

Account balance

Monthly benefit

How is the retirement benefit
determined?

Accumulation of annual pay credits
(usually a percentage of pay) plus
earnings

Accumulation of a percentage of
each year’s pay

How long will the retirement benefit
be paid?

For lifetime (or joint lives of
participant and a spouse/partner)

Alternatively, account balance paid
as single sum

For lifetime (or joint lives of
participant and a spouse/partner)

Retention ability

Service-based pay credits can aid
retention (reward tenure)

Service-based benefit percentages
can aid retention (reward tenure)

Additionally, these plans implicitly
provide increased benefit value
at each higher age (reward
experience)

Any minimum benefit guarantees?

Yes. Account balance can never be
less than sum of pay credits

No

Vesting of employer-provided benefit

3years or less

5 years or less

Bequest to heirs

Possible, if account paid out as
lump sum

No, if account paid out as lifetime
income

Generally not available since these
plans do not typically provide a
lump sum option

The type of plan that is best for any particular employer will depend on that employer’s objectives, workforce
characteristics and preferences. The above table shows typical features of these plans. However, significant
flexibility exists in order to meet employer objectives for their specific plan.



Discover more

To explore how a market-based DB plan may help your employees at all
levels, please visit our website or contact your Mercer consultant.
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