Dractical matters

Protecting the Nest Eqg

Trustees need to understand why many executive
retirement plans are underfunded, underperforming

By Vic Buzachero and Dale Edwards

arly in your education, you

learned the difference between

cause and effect. Cause is why
something happens. Effect is what
happens or, better stated, the conse-
quences.

Unfortunately, cause and effect
are often confused in business, par-
ticularly when it comes to retirement
benefits planning. This often leads to
executives earning significantly less
retirement income than was origi-
nally designated by their boards and
what the executives expected.

The effect

The vast majority of employer-spon-
sored retirement benefit plans, re-
gardless of their form (defined ben-
efit, defined contribution and so
forth), are significantly underfunded
and underperforming, resulting in
increased costs to the employer or
decreased benefits to the executive.

Our own audits of over 30 health
care system retirement plans over the
past two years show an average of 30
percent to 50 percent underfunding
or underperformance.

With a fiduciary responsibility to
both the organization and executives,
boards are surprised and concerned
when they learn the plans they had
approved are not performing as an-
ticipated.
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False assumptions

As often happens with cause and
effect, there have been many mis-
conceptions about the causes of this
retirement crisis. The most common
false assumptions have to do with:
Who bears the risk? For exam-
ple, “This crisis was caused by em-
ployers carrying the risk through
defined benefit plans.” False assump-
tions like this lead to false solutions,
such as: Shift the risk to executives
through defined contribution plans.
However, research shows that such
shifts have worsened the problem
through lower rates of return, higher
costs and, thus, poorer performance.

Complexity: “Plan complexity cre-
ated this problem.” False solution:
Create simplified plans that pay ex-
ecutives cash, both before retirement
and at frequent intervals. However,
plans like these provide no retentive
value and place the unresolved risks
on executives.

No manageable cause: “There is
nothing an employer can do.” False
solution: The employer pays an ex-
ecutive a market-comparable de-
fined payment and ignores the re-
sults. This false assumption is the
most disappointing of all in terms of
underperformance, and the solution
runs contrary to the wishes of most
boards. In their fiduciary capacity to

the organization and executives, most
boards desire to offer a reasonable re-
tirement benefit to retain and reward
executives for excellent service.

True causes

Three root causes explain the truth
of retirement plan underfunding and
underperformance: investment vola-
tility, plan costs and life expectancy.

Investment volatility is the rate of
return of market investments ad-
justed for the timing of those returns.
It also can be known as internal rate
of return. Unfortunately, most retire-
ment plans assume an average rate of
return, which can be (and has been)
wildly different from actual results.
Investment volatility has caused re-
tirement plans to be substantially un-
derfunded.

Plan costs include plan fees, charges
and commissions. They also include
taxes, which may be a cost to the exec-
utive, depending on how a retirement
plan is designed. High costs often
have caused the net retirement results
of plans to be substantially lower than
expectations.

Life expectancy, especially among
executives, is increasing dramatically.
This trend causes lengthier retirement
periods and thus additional strain on
finite retirement resources.

Ask yourself this question: If these



three causes had not been an issue
over the past several decades, would
we be seeing effects like we are to-
day? If investment returns had been
stable, costs low and life expectancy
constant, would we be seeing under-
funded and underperforming retire-
ment plans? Clearly, the answer is
no, providing further evidence for the
roots of these effects.

How we got here

There is a difference between “how
much” and “how.” Compensation con-
sultants have served us well in deter-
mining the “how much.” For instance,
it is reasonable for an organization to
provide a retirement benefit equal to
2 percent of final average salary for
each year of service — up to a maximum
of 60 percent for 30 years of service.

But once the “how much” has been
determined, the conversation pivots
to “how?” How will the organization
provide the benefit? Because com-
pensation consultants were key play-
ers in determining the “how much”
and have established a relationship
with the board and its compensation
committee, trustees may find it con-
venient to ask them the “how” ques-
tion as well. But is this a disciplined
approach? Just as compensation con-
sultants are expert in determining
the “how much,” other experts in the
benefits industry have particular ex-
pertise in exploring all of the available
options for plan design.

Such experts can be better than the
first group at recommending products
that manage the risk associated with
each assumption embedded in the
plan (basically, the “how”). Numer-
ous products have been designed to

address the root causes of the retire-
ment income crisis, and a select group
of benefit brokers is especially experi-
enced at guiding an organization and
its board through the process.

Benefit brokers

Benefit brokers specialize in advis-
ing, designing, implementing and ad-
ministering executive benefit plans.
As experts, they are familiar with
current tax codes and their implica-
tions; some are further specialized in
the nonprofit market. They represent
multiple concepts, products and com-
panies, thereby providing numerous
options and solutions for executive
benefit plans.

Benefit brokers are generally com-
pensated by a combination of com-
missions and fees depending on the
types of products utilized. There are a
number of qualified benefit brokers in
the marketplace that can be accessed
through a simple Internet search. In
selecting the right benefit broker, the
board should begin by asking the fol-
lowing questions:

Who has the requisite expertise in

identifying and managing the true
historical causes of retirement ben-
efit underperformance? Can these
experts educate the board on various
design options, along with their atten-
dant risks, as well as product options
designed specifically to temper these
risks?

What are the true and total costs

of implementing a proposed plan,
both for the organization and the ex-
ecutive? Are there ways to reduce
these costs?

How will investment volatility af-

fect the plan’s cost? Are there ways

to mitigate this volatility?
What is the impact of increasing
life expectancy on the proposed
plan? Are there products that lessen
this risk?
Are there ways in which the retire-
ment benefit can be structured to
provide better stewardship of the or-
ganization’s resources? Can the orga-
nization’s balance sheet be leveraged?
How will the benefit be portrayed
to the community on Internal Rev-
enue Service Form 990 (for tax-ex-
empt organizations)? Can it be done
in a manner that is consistent with the
organization’s community mission?
How will the decisions the board
makes today be monitored and
measured to ensure that the objec-
tives and expectations of the board
and the executive are met?

A responsibility

How do you ensure that your execu-
tives enjoy a comfortable retirement?
By focusing on the real causes of the
benefit crisis: investment volatility,
plan costs and life expectancy. As
board members with a fiduciary re-
sponsibility to the organization and
its executives, you are putting your
hospital or health system at risk of
losing key talent or of hurting your ex-
ecutives financially during retirement
if these issues are not reviewed and
resolved now. T
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