It's Time
ToRetire the

Last yéar’s market wipeout showed the vulnerability of the
popular retirement-savings accounts. But the data are telling us.
that even in the long run, consumers need better options

BY STEPREN GANDEL

his days on the golf course, For
-many, that would be a dream
. come true, but not quite in
_ the way. Shively does it. The
68-year-old is the cart mechanic at the Ni-
agara Falls Country Club. .

Twoandahalf decadesago, histhenem-
ployer, Occidental Petroleum Corp., cutits
traditiondl defined pension plan in favor
of a so1(ld)-type system. So instead of get-
ting a guaranteed pension check of $x,308
amonth for his 36 years asafull-time, sala-
ried employee, the former chemicalfactory
worker receives $225 a month from his 13
years as an hourly employee, plus $180.16
a month from a profit-sharing plan Oxy
had for salaried employees until 1994, He
also has $70,000 left of the money he saved
from his tax-deferred gor(k). On the days
he works, Shively rises at 5 a.m. to get to
the golf course. He mostly enjoys the job.

_But on tournament mornings, he has
to be at the course at 4 a.m. A few years

ago the country club switched from gas

“‘ETIREE ROBERT SHIVELY SPENDS

to electric carts, some of which have four
84-1b. batteries each. Every year, Shively
and another worker have to lift out all the
batteries and store them for winter. “Your
body aches all over,” he says. :

This isn't how retirement was sup-
posed to be. :

H you have even peeked at youraccount
statements in the past year, it's painfully
obvious that something s wrong with the
way we save, The tax-deferred 4o1(k) plan,
and others like it, such as the 403(b) and
the IRA, have become our nation’s go-to

retirement piggy bank. Invented nearly .

30 years ago as an executive perk—one
more way to dodge Uncle Sam-—the 401(k)
was never meant to replace the employer-
guaranteed pension fund, supplemented
by Social Security, as the cornerstone of
our nation’s retirement system. But pro-

pelled by a combination of companies -
looking to cut costs and consumers who

wanted control of their retirement destiny,
that’s exactly what happened.
The ugly truth, though, is that the

4o1(k)isalousyidea, afinancial flop,arot- PR

ten repository for ourretirement reserves.
In the past two years, that has become

all too cléar. From the end of 2007 to the |

end of March 2009, the average 401(k) bal-

ance fell 31%, according to Fidelity, The

accounts have rebounded, along with the
rest of the market, but that’s little help for

those who retired—or were forced to—
during the recession. Inasysteminwhich

one year’s gains build on the next, the di-
saster of 2008 will dentretirement savings
long after the recession ends.

In what must seem like a cruel joke to -

many, theaccountsproved the most danger-
ous for those closest to retirement. During

the market downturn, the gor(k)s of s5-to-

65-year-olds lost a quarter more than those
of their 35-to-45-year-old colleagues. That’s

because in your early years, your 4or(k)’s

growth is driven mostly by contributions.

You control your own destiny. But the |
Ionger you hold a 401(k), the more market -

exposed it becomnes. Tt's a twist that breaks
the most basic rule of financial planning,
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At the end of 1998, the average 401(k) balance was $47,004.
For the sake of comparison, think of that as

By the end of 2008, the average balance was down

to $45,519. Put that in terms of the original $100 and
adjust for inflation, and all you've got left is

So much for building up your nest egg. According to Vanguard,
the median investor in 401(k)s and similar accounts lost 29.2% in 2008.
The five-year return was -0,.5%

Sources; Emplayee Benefit Rosearch Institute; Investment Company Instituta




. Cart mechanic Robert Shively, 68, worked in a chemical plant for 36 years, but that

- didn't earn him an easy retirement. Three-quarters through his tenure at Occidental, the company
started the shift from a penslon to a 404(k). The account dldn’t prove to pe a safe bet. Shively says
he enjoys working on a golf course. Plus, he has other Oxy retirees to keep him company

ANNUAL
4014K) INCOME

$8,000

WHAT A PENSION
WOULD HAVE PAID
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$15,666

" The Society of Professional Asset-
Managers and Record Keepers says

nearly 73 million Americans, or just .

under 0% of our working population,
now have a 401(k). And collectively we
pour more than $200 billion into these

accounts each year. But retire rich? Don’t

bet on it. The average 4o1(k) has a bal-
ance of $45,510. That’s not retirement.
That’s two years of college. Even worse,
46% of all 40x(k) accounts have less than
$10,000. Today, just 21% of all U.S. Work-
ers are covered by traditional pensions,
and the number shrinks every year. “The
time may have come to consider return-
ing 401(k) plans to their original position
asathird tier of retirement planning, be-

hind pensions and Social Security,” says -

Alicia Munnell, who heads the Center for
Retirement Research at Boston College.
“They should.not be the thing we rely
on for retirement security.” And the gov-

ernment seems to agree. This summer,
the Government Accountability Office

"conchuded, “If no action is taken, a con-

giderable number of Americans face the
prospect of a reduced standard of living
in retirement.” That’s what is known as
an understatement.

The 4or{k)’s defenders say bad markets
don’t make the accounts a bad idea—and

that it’s still too soon to tell whether they
work. Many companies adopted them less -

than 20 years ago. Even then, most firms
(including mine) still provided pension
plans to their workers. So boomers retir-
ing now were never focused on piling
money into 4or{k)s. In order for the plans
to succeed, workers have to stash savings
regularly for about 30 years. Most accounts

“haven’t been around that fong,

One exception is Occidental Petroleum.
In 1983 the energy and chemicals giant,

- then No. 14 on the FoRTUNE 500, became

the first large company to toss its pen-
sion and switch to a defined-contribution
go1(k)-type system. That was at least a de-
cade before most other large companies
made a similar switch, which makes the .
experience of Oxy Pete and its employees
an ideal window on the 4ox(k). .

We talked to nearly two dozen former
Occidental employees. All of them are
alumni of the company’s chemicals divi-
sion and worked in a Niagara Falls plant.
Not allare 401(k) disaster stories, and most
had good things to say about Oxy Pete.
Some said they were very happy with their
4ox(k). Jim Maul, 70, has two caxs and a
boat and travels regularly. :

But all the people who shared their &-
nancials with us would have been bettex
off in a pension. And nearly all of them,

. save possibly Maul, do not have the re-

sources they need to live another 20 years -
in financial comfort. “If’s the biggestscam
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ever put over on the American people,”
says Dennis O'Neil, a former human-
Tesources executive who worked for Oc-
cidental for 2 years.

The 'idea that we could ever save
enotigh to pay for 30 years of leisure is a
relatively recent invention. An entire pro-
fession, financial planning, is dedicated
to telling people they can, and must, pay
for their own retirement. A 4o1(k) is usu-
ally a central part of those plans. Even for
people who don’t have enough money to
send their kids io college or buy a home,
building their 401(k), they are told, is their
first priority. It’s not terrible advice. The
accounts grow tax-free, though you have
to pay Uncle Sam’s levy when you cash
out. Unlike health coverage, youdon'tlose
your 401(k) when you lose your job. And
onceyouset the account up—aminortask
at most companies—it’s automatic, malk-
ing it an easy, thought-free way to save.
Indeed, Americans have more saved spe-
cifically for retirement than ever before.
But the past year has shown that even
with our added savings, we are at much

greater risk today of ouxr bank dccounts

running empty than when employer-
guaranteed pensions were the norm. By
Munnell’s calculations, 44% of all Ameri-
cans are in danger of gomg broke in their
postwork years,

A Brief History of the 401(k}

CONGRESS WAS TRYING TO CLOSE A LOOP- -
hole on executive bonuses when it cre-
ated the gor(k). Most companies intended -
40r(k)s—which were originally called -

salary-reduction plans but then renamed

for the portion of the tax code that makes -

them possible—to be a perk for highly
paid executives, not a pension replace-
ment. That’s because lower-paid employ-
ees probably could not afford to defer a
portion of their paychecks. So companies
held on to their pension systems even as
they added 401(k)s, which by law they had
to make available to all employees. When
the market took off in the 1980s, the rank
and file clamored to getin,

With a gox(k), contributions came out
of your pay but were not taxed, and you

had control of them. Contributions could.

be added or suspended. Best of all, when
you left your company, your 4or{k) trav-
eled with you, removing a penalty for
switching jobs that had been built into
the pension system. On the corporate end,
a change in accounting rules made the
growing cost of pensions more apparent
to shareholders. Cutting the pension was
a guaranteed way to improve the bottom
line. The rise of the 401(k) began.

Around the same time, Occidental was
having problems. In the late 1g60s the

DEFINITIONS

Defined-benefit plan A pension,
An emplover-funded and -run
account that prowmises a monthly
check to retirees

Defined-coniribution plan A
qor(k)-iype plan. You fund the
tax-deferred account oul of your
paycheck, but pou control it

company bought Hooker Chemical Co.
in a effort to diversify. But in the 1g970s,
allegations surfaced that toxic waste that
Hooker dumped into the ground during
the 1940s and early ’50s was causing se-
vere health problems in Niagara’s Love
Canal neighborhood. Oxy Pete needed
cash to shore up this and other prob-
lems, and its CEQ, Armand Hammer—
flamboyant, powerful and ultimately

" corrupt-—came up with a solution: raid

the retirement kitty. Amazingly, this was

legal at the time, and Hammer Wasnt

alone in doing it.

High interest rates in the 1nﬂat10nary
19708 produced solid returns for Oxy’s
bond-heavy pension fund—so much so
that Oxy’s accountants figured the plan
was overfunded by $6oo million. For
Oxy to get at that cash, pension laws re-

quired it to close its fund and start again.

THE 401(K) ERA

Tt did so with a far cheaper option: the
employee-funded 4o1(k). The company
made it clear that with the high interest
ratesat the time, Oxy employees could see
their 401{k) account balances soar with
little risk. Few doubted it—Oxy, like most
other big companies of that era, had al-
ways taken care of its own.

At first, Occidental’s union workers
were not allowed into the plan. So when

Ernie Lucantonio was offered a supervisor

job in the fire-retardant division at Occi-
dental, part of the reason he took it was to
get into the 4or(k). “The 401(k) forced you
to save money, because you couldn’t teuch
it,” says Lucantonio. “I was making good
money, but I wasn’t saving anything. Thad
three kids going to college. So the gor(k)
forced me to save, which Ineeded.” .
After 34 years, he left Oxy in 2005. Lu-
cantonio, 61, is proud of what he has been
ableto affordin retirement. He and his wife
bought a cabin in New York’s hilly South-
ern Tier. “It’s even got ceramic tile in the

itchen,” he says. He would like to spend

more time there, but like many other for-
mer Occidental employees we talked to,
he’s had to unretire into a new job. He isa
real estate agent.

Tf Occidental had stuclcwith i its pensmn
plan, Lucantonio might not have to work.
‘When he retired, he had a salary of nearly
480,000, That means he would have recenred
a pension check of about $3,700 a month.

Leavmg the Defmed Pensmn in the Past

- The days of emplover-funded pensions, and their:

federally guaranteed payouts, are declining

: hesatax«deferred
: ac‘%‘?.‘.!!‘!?%?.‘.@.?ﬁ?..‘i‘?.’.’!‘e
_domlnate thq u.

H re‘tlremem—savmgg
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Tt would be nice if 4o1(k)s could produce a
guaranteed check as pensions do. But most
4or(k)s don't generate enough income, and
Lucantonio’sisno different, Heretired from
Occidental with $350,000 in his 4o01(k).
That’s a hefty sum, but he can withdraw
just 4% of it annually, or about $1,200 2
menth, to limit the chances of outliving
his money. That's 60% less than what the
tradittonal pension would have paid him.
Dennis O’Neil plays the part of a former
HR executive well. You can find O’Neil,
wholeft Oxy on disability a few yearsago,
on a golf course, clad in picture-perfect
golden-years attire: a black Izod shirt with
white shorts, faux-alligator-skin cleats,
Ray-Bans, a gold shamrock hanging from
a gold chain on his necl and a black base-

ball cap. But O'Neilsretirement outlook is

growing darker every day. He once madea
sixfiguresalary, but the 63-year-old is fair-
ly certain that his savings won’t be able
to sustain him for very much longer. He
has some $500,000 left in his 401(k) and

spends about $75,000 a year. At this rate,
he worries he will tap out his retirement
savings within the next decade.

Unless, as O’Neil's thinking goes,
he can make something happen in the
stock market. So he spends much of his
day watching CNBC. “Right now, I want
to know which area of the economy is go-
ing to recover first. Will it be retail? Com-
modities? Energy?” says (O’Neil. Playing
the market is probably the wrong thing
to do (See page 35), but he got divorced eight
years ago, depleting a good paortion of his
savings, and his medical bills are Iikely
to go up soon. O'Neil is going blind from
histoplasmosis. These days he has to golf
with a friend. He would like to buy ahouse
in Ficrida before he loses hiseyesight com-
pletely, bui he just can’t afford it.

Under Occidental’s old pension plan,
he would have gotten a monthly check of
about $2,200. More important, he wouldn't
have to spend much of hisremaining eye-

sight squinting at CNBC, wondering how

he will afford the rest of his life. The pen-
sion check would have been guaranteed
until he died. “I'm a pretty optimistic guy,
but I'm still worried,” says O'Neil. “Ten
yéars from now, where am I going to be
after I burn through the cash?”

Where 401(k)s Go Wrong

IN THEORY, 40I(K}S SHOULD PROVIDE MUCH
more of a retirement cushion than they do.
A 2007 study from the National Bureau of
EconomicResearch (NBER) estimated that,
on the basis of historical returns, by 2040
the average 401(k) of a near retiree would
grow toaninflation-adjusted $451,944. That
money, spread over 30 years, could replace
atleast 50% of the average retiree’s income.
Add Social Security and even highly paid
workers will probably earn more than 80%
of their preretirement income. “The only
reason these accounts haven't lived up to
their potential is that they haven’t gotten
enoughtime,” says James Poterba, president
of the NBER, who co-authored the study.

Real estate rep Ernie Lucantonio, 61, put 6% to 15% of his pay, plus a company
match, into a 401(k) for 19 years. Half went into Occidental stock. (Investing more than 10% in-
your company is & no-no.) Last year Oxy’s stock plummeted, and his 401k} tumbled $200,000,
Luckify, Lucantonio has been sekling real estate since 1997, which helps cushion the blow

oot $21,000

worsumern $37,200




In practice, 40r(k)s haven’t been near-
ly so rewarding. When Boston College’s
Munnell Jooked at the returns go1(k)s
haveactually produced compared with the
projections, the difference was sobering.
The average 55-to-64-year-old should have
a 401(k) balance of §320,000. In fact, at the
end of 2007, the average 4ox(k) of a near
retiree held just $78,000—and that was
before the market meltdown.

‘Why don’t these accounts amount to
much? Munnell found a number of rea-
sons, Some peaple don’t contribute as
much as they should—essentially ignor-
ing free money from company matches
and tax relief. And, as the original engi-
neers of the 4or(k) suspected, the less
you earn, the less you are likely or able to
contribute. For most employees, the maxi-
mum contribution to a 40x(k) is $16,000
annually. She found that just 5% of peo-
ple earning $80,000 to $100,000 maxed
out, compared with 30% of those making
~ $100,000 0T MOTE.

Additionally, to get the hypothetical
higher returns over time and avoid invest-
ing disasters, you have to hold a diversified
portfolio of stocks and bonds. Many of us
don’t. Munnell found that 14% of workers
held no stocks at all, leading to weaker-
than-average returns. On the opposite end,
more than a quarter of all 4or{k)s were
100% stocks, exposing those accounts to
big losses when the market dropped.

Earlier this year, mutual-fund com-
pany T. Rowe Price tried to determine
the optimum retiree portfolio—the mix
of stocks and bonds that would produce
the highest returns without the risk of
the nest egg running out. To do this, the
analysts ran something called a Monte
Carlo simulation, which mimics the real-
life ups and downs of the market. Most of
the time, the market goes up slightly. But
some years—ka-pow!—stocks and bonds
do spectacularly poorly. What T. Rowe
Price found should frustrate anyone
who has spent time wondering if 25%
of a portfolio should be in international
bonds or small-cap stocks. No portfoliois
. 100% safe from disaster.

Tryingtoboostreturnsby addingstocks
canmake matters worse. Even if you with-
draw a mere 4% a year from your 4ox{k)
and have an ultraconservative portfolio of
80% bonds and 20% stocks, you still have

a chance of outliving your retirement ac-
" count. Swap the bonds for stocks, and the
chance of outliving your money actually
rises. Inreality, most of us don’t have nearly

encugh in our 401(lg) to live offjust 4%. Ata

6% withdrawal rate, hypothetical retirees
in more than a third of the Monte Carlo
sirnulations crapped out.

Saving more, another common pre-

. 401{K) TROUBLES

A Shrinking Retirement Nest Egg

Tough times in the stock market have left the average
retirement-account holder worse off than 1o years ago

)
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scription for fixing the goi(k), has its
downmside too. That’s because of another
unpleasant quirk of the 401(k), which was
mentioned earlier: the older you are, the
riskier a 401(k) gets. That’s because con-
tributions makeup a very big part of the
account’s growth in the early years. Later
on, once the account has grown, itis much
more sensitive to market drops.

Imagine aworkerwho earns $100,000a
year for 30 years. Fach year she puts 5% of
herincome into her 401(k). Through most
of her workinglife, the market does pretty
well, boosting herdiversified portfolio 5%
a year on average. When she retires, our
worker will have §332,194 1n her account.
Now imagine a second, thriftier worker
contributing 7.5% of his salary, or $2,500
more a year, to his 40x(k). But in this sce-
naric, the market does a 2008 in the last
year before he-retires, and his account
drops 30%. ResuliZEven after saving 50%
more a year for 30 years, worker No. z ends
up with abalance of $3 27,194—$ 5,000 less
than the first worker. .

The 401(k) Alternative
SO0 WHAT CAN BE DONE TO FIX OUR
retirement-savings mess? Most of the pro-

posed fixes-te-ourzstirement plans have

to do with getting people to save mote or
invest better. The most popular solution
is the so-called automatic 401(k). Under
that plan, all workers would be enrclled in

40x(k)s when they’re eligible. Companies
would establish default settings to boost
returns and make the portfolios safer as
workers near retirement. People who
worked for companies that didn’t offer
4o1(l)s would be automatically enrolled
in savings accounts. In other words, make
inertia work for employees, not against
them. However, a number of economists
and policy experts think that while those
changes would help, upgradmg the 4o1(k)
alone won't save the nation’s retu:ement~
savings problem.

Here’s why: Remember, the biggest fac—
torin whether the 40r(k) works as designed
has to do with when you retire, If the mar-
ketrisesthat year, yo're fine. If you retired
last year, yow're toast. And the chances of
your becoming a victim of this huge flaw
in the 4o1(k) plan are pretty. high. The
market fell in four of the nine years since
the begmmng of the decade. That means
anydne retiring this decade had a nearly

50%! chance of leaving work in a down
market. In fact, your chances of retiring
into a down market are even greater than
that: forced retirements spike in recessions
just as the stock market is tanking,

The solution: a new type of insurance.

Retirement savings, it turns-out; are ex-
actly the type of asset we need insurance
for. We need insurance to protect against
risks we can’i predict (when the market
collapses) and can’t afford to recover from

TIME Cctober 19, 2009
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on our own. “People tend to meld savings
and insurance in their mind, but they are
not substitutes,” says Nancy Altman, a
former Harvard professor and the author
of The Baitle for Social Security. “It’s finle to
have a savings plan as a supplement but
not as the main refirement protection for
everyone.” She says the best way to guar-
antee a replacement for people’s wages in
retirement is by pooling risk, and the way
to do thatis through insurance.

Altman is not alone. Teresa Ghilar-
ducci, an economics professor at the New
School, has proposed a plan in which the
government would divert 5% of everyone’s
wages. Inreturn, youwould be guaranteed
in retirement a check for 26% of your final
salary every year until you died. Altman
would also like to expand Social Security
to pay an additional 20% of workers’ final
pay. It’s unlikely Congress would go for
thatat the moment.

But guaranteed accounts don’t have
to be run by the government. The ERISA
Industry Commiittee (ERIC), a group that
represents the nation’s largest employers,
has proposed a system of exchanges that
wouldallow individuals the ability to buy

a guaranteed retirement account on their

own. Some government regulation would

be needed, but it would be a private plan.
‘What the ERIC plan and others like

it are essentially proposing is a form of

:3 FIXES FOR 401(K)S;

Automatic 401(k) System of
defaults gets you to save more and
nwest more wisely. No protection
Jor market meltdowns

Guaranteed retirement account
" Government plan to ensure that
workers receive 26% of pay in
retirement on top of Social Security.
Workers pay 5% a year

Retirement insurance Policies
offered by private insurers pay for
nearly 30% of retirement

retirement insurance. So instead of put-
ting 6% of your salary into a 4o01(k) or
some other investment account, each pay
period you would send 6% of your check
o a retirementinsurance provider. The
policy would work similarly to a tradi-
tional pension in that it would provide
a guaranteed monthly check equal to
about a quarter of your final pay, from
when you quit working until you die.
Some employers might even be willing to
pay the annual premiuim as a perk._If not,
employees would pay for it much as they
currently fund their own 4o1(lc)s. But the
policy would be portable. Contribute for

~

CNBC junkie Dennis O’Neil, 63,
worried that his 404(k} will run dry, studies

oo meone 920,000

the market. He knows the odds of hitting it
big in his 401(k) are long "~ -

woupwerso 26,400

30 years and you would be guaranteed in:
come in retirement, no mattér how many
employers you worked for. Combine
your retirement-insurance check with
the money you get from Social Security,
which can equal as much as 50% of final
pay, and presto: you have something ap—
proaching retivement security.

Would it be feasible, pohtu:ally or
otherwise, to get people to dispense with
their 4or(k)s? Corporations, for one, are
not the least bit interested in taking on
pensions again—the cost would be enor-
mous, and the expense makes theri less
competitive globally. “There are people
in the Obama Administration who are
supportive of some kind of guaranteed
system,” says Dean Baker of the Center for
Economic and Policy Research. “People
should not have to shoulder the nsk of a
bad turn in the market.”

Nonetheless, agovernmentiun system
isnot in the cards. “I think there is broad
political support for the govel‘nment‘ad—
ministering some sort efrefirement plan,”
says Christian Weller, a senior fellow at
the liberalleaning Center for Americari
Progress. “But even if health-care reform
is passed, the debate over the public op-
tion has made a similar solution for ret1re-
ment less likely.” - ;

But many policy experts say some
type of change to our retirement-savings
systemn is coming. First of all, given thg
market carnage, there is some backing
for the idea—mot to mention anger a;r_id
disappointment among retirees who can’
really retire. Recent opinion polls show
that people would be willing to give up
the flexibility of a 401(k) for a gunarantegd
return. What'’s more, the fact that ERIC
supports a guaranteed plan is encourag-
ing, “Whether the 4o1(k}is a perfect plan
or even the right plan is something that
is being questioned in Congress,” says
Democratic Representative George Mill-
er of California, chairman of the House
Education and Labor Committee. “When
you have seen the market’s ability to cre;
ate bubbles, you've got to ask whether
the people trying to save for retirement
should have toride thatrisk.” - o

Back at the golf course, Shively is niot
the only former Occidental emaployee toil-
ingaway in hisretirement. There are threé
other former Oxy Pete workers among the
staff. All would be better off today—and
probably playing the course as opposed
to working it—had Occidental stuck to
its pension system. Still, Shively says he
ignot mad at his former employer. And 50
far, he hasn’t found working in retivement
1o be too bad. Let's hope we all think the
Same. —WITH REPORTING BY CHRISTO:
PHER MAAG/NIAGARA FALLS - [}
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