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25 JAN 1984

MEMORANDUM FOR: Deputy Director of Personnel for Special
Programs

Deputy Director of Personnel for Policy,
Analysis, and Evaluations

FROM:
Liaison Division
Office of Legislative Liaison
SUBJECT: Senate Governmental Affairs 13 December 198

Retirement Forum

1. Attached for your information and analysis is a
complete copy of the witness list and prepared testimony
submitted for the subject retirement forum. This forum, the
first of several that will be conducted during the coming
months, was sponsored by Senator Ted Stevens (R., AK), in
his role as Chairman of the Civil Service, Post Office, and
General Services Subcommittee of the Committee on Govern-
mental Affairs. The purpose of these retirement forums is to
develop a broad base of understanding and knowledge of
retirement and pension systems in both the public and
private sectors in preparation for consideration of -
supplemental Social Security retirement legislation.

2. I would normally have attended this forum but was
not available on the date it was conducted. I will plan to
attend all subsequent forums, the next of which is scheduled
for 16 February 1984. If the Office of Personnel (OP) is
interested in having one of its own at this and succeeding
retirement forums sponsored by Senator Stevens, please
advise and I will try to make the necessary arrangements. It
is my understanding that Mr. Ed Hustead of Hay Associates,
Inc. attended the 13 December 1983 session.

3. Please advise if this office can be of further help
in this or any other regard.

per 4t

3

Attachment

As stated
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Distribution:
Original - Addressees
1 - ¢/LD/OLL w/o att
1 - C/LEG/OLL w/att
1 - TBC Chrono w/o att
1 - TBC Subject w/att
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JOAN M. MC ENTEE, STAFF DIRECTOR

GOVERNMENTAL AFFAIRS

SUBCOMMITTEE ON
CIviL SERVICE, POST OFFICE, AND
GENERAL SERVICES

WASHINGTON, D.C. 20510

Policy Forum

Economic Security Programs

December 13, 1983

9:30 a.m, - 4:30 p.m. -

Dirksen Senate Office Building Room SD106

I. The Present Federal Retirement System Philip Royal Shipp, Jr.
: ’ Congressional Research Service

II. Sources of Economic Security Dallas L. Salisbury
Employee Benefit Research

Institute

III. Defining Retirement Income Objectives Vincent M. Tobin
Buck Consultants, Inc.

IV. Defined Benefit Plans Dan M. McGill, Ph.D.
University of Pennsylyan

: ia .
V. Defined Contribution Plans : <—Z{ZQJ54;LJ1L

Teachers Insurance and
Annuity Association/
College Retirement
Equities Fund

VI. Defined Benefit/Defined Contribution: Robert D. Krinsky
A Comparison Martin E. Segal Company

MODERATOR: Paul S. Berger
Arnold & Porter

' Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3



‘ed Stevens
ssistant Majority Leader

Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

FOR IMMEDIATE RELEASE Contact: Press Office

S, 1983 (202) 224-1039

FEDERAL PENSION POLICY FORUM PLANNED

A Senate Governmental Affairs Subcommittee will sponsor
a series of educational policy forums on federal government
pension systems accordiné to Senator Ted Stevens, Chairman of
the Subcomﬁittee on Civil Service, Post Office and Genefal
Services.
The forums are part of a broad range of studies requested
by the Governmental Affairs Committee to be used in developing a
new supplemental civil servicé retirement program.
| Beginning in 1984, all newly hired federal employees will "
be reguired to participate in the social security system as
well as the interim plan designed to relieve financial hardships
that result from paying into two systems. The interim plan
allows new federal Qorkersvto make reduced contributions to the
civil service system until a new retirement system is developed;
"The purpose of the forums will be to bring togeﬁher in
an informal éetting various interested parties to diséuss the
issues involvéd in developing a new pension sfstem," Stevens
said. “Discussions will be focused on a broad range of issues
such as pension plan designs, benefit levels and -funding and
would serve to educate participants and clarify issues."”
The first foruﬁ will be at 9:30 Dec. 13, in SD-106.

(more)
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Pension experts presenting papers at the forum will include
Philip Royal Shipp, Congressional Research Service; Dallas
Salisbury, Employee Benefit Research Institﬁte; Vincent Tobin,
Buck Consultants, Inc.; Dan McGill, Ph.D., University of
Pennsylvaﬁia; John McCormack, Teachers Insurance and Annuity
Association/College Retirement Equities Fund and Robert Krinsky,

Martin Segal Company.

The forum will.also include a round table discussion with
40-50 participants.

Persons interested in attending are asked to cail the
Subcommittee staff at 224-2254.

-30-
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SENATOR THOMAS F. EAGLETON
OPENING REMARKS
Before the _
POLICY FORUM, ECONOMIC SECURITY ,'é.ROGRAMS

December 13, 1983

In 1920, when Congress passed the Civil Service Retirement
Act, some 330,000 federal employees were covered. Today, only
jga'years later, that original Act has been modified more than
150 times by either Congress or an Executive Order, and some
2.7 million active civil servants and postal service workers,
plus 1.8 million retirees, are now covered.

What have these changes and this phenomenal growth meant?
Obviously, they are a reflection of the growth of the federal
government. They are also, 'however, a reflection of major
policy changes about federal retirement.

When enacted in 1920, the civil service retirement program
sought to improve government service by improving benefits to
employees; but it also sought to keep costs déwn; by the 1840s
and the end of»World War II, the purpose had changed a.bit and
improvement of morale and the protection of employees became
a major policy concern; then, beginning in the ’SOS;Ithe federal
retirement system acquired characteristics of Sociai'Security
and social welfare, while at the same time Qetting an example
of a éomprehensive employee income protection plan.

All of these changes were gradual. Today, however, since
Congress mandated inclusion of all new federal employees in
Social Security, beginning January 1, Congress will be forced

to totally review the civil service retirement program.
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In one shot, we will enact a new, perhaps similar, but perhaps
totaily different, civil service retirement program.,

Obviously, this will mean focusing on policy. Will we
want.a system that simply'"holds down costs,"” the basic policy
when the system started in 1920? Will we want a pension plan -~
like most private sectqr plans and civil service in the '40s
-- which emphasizes employee protection and simply complements
the social welfare aspects of Social Security? Or, as we have
at presenﬁ, will we want an exemplary plan.that prb&ides
comprehengive emplovee income protection?

‘Before we begin to address these policy questions, I feel
we must educate ourselves about what has happened and what is
happening now in the pension area. The pension landscape of
1983-bears scant resemblance to retiremenﬁ programs of the 1920s.

Today, pension planning and pension investment are more
than big business -- they are so big that pension fund billions.
are becoming the téil that wags the nation's economic dog. And
the plans are so complicated and varied it takes computers
simply to keep track of éll the dptions: IRAs, Keoghs, 401(X)s,
thrift plans, standard annuities, stock options, and the like.
Finally, the laws themselves, particularly the Employee
Retirement Income Security Act of 1974, have so changed the
pension ballgame that to me it would be almogt malfeasance
to draft major retirement legislation without a thorough study
of the realities of today's pension world, both public and

private.
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Thus, I am delighted to welcome the pension experts and
others in this room who came to be enlightened about this
.complicated and important area.

As you may know, Senators Roth, Stevens) Bingaman and I
began our educational efforts in late summef, when, on behalf
of the Senate Governmental Affairs Committee, we asked the
General Accounting Office, the Congressibnal Budget Office,
and the Congfessional Research Service to undertake a coordinated
effort to gather actuarial and economic pension data. We felt
it was vital for the Committee to have such data prior to
"drafting legislation.

At the same time, we concluded that we, and others who
‘'would be interested, simply needed to learn more about pensions.
The mést_efficient and effeétive way to cover the topic seemed
tb be to invite "experts" to present information that could be
discussed and debated in a public forum. Today opens the first
of what we intend to be a series of five forums. We hope these
forums will,acquaint the Congress and the public with pension
issues of the day so that when the politics emerge -- the lobbying,
the hearihgs, the actual legislative drafting --}we_will all épeak
with a better understanding of some basic facts and.data.

To that end, I return this importaﬁt forum back to Mr.
.Berger, adding only my personal thanks and the thanks of the

Committee to those individuals who made today's event possible.
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Congressionél Research Service
The Library of Congress

Washington, D.C. 20540

THE CURRENT FEDERAL RETIREMENT SYSTEM

‘"Prepared by
. P. Royal Shipp
Senior Specialist in Social Legislation

for the
1983~-84 Policy Forums on Federal Retirement

Sponsored by .
Subcommittee on Civil Service, Post Office and General Services
Committee on Governmental Affairs
United States Senate

December 13, 1983
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PREFACE

The objective of this paper is to present an analytical framework for
thinking about the issues in the civil service retirement system. (CSRS).
Developments in this pension system over the past few years have resulted in
pressures for making major changes (or reforms) in the CSRS.

One development was the passage of the Social Security Amendments of 1983

which covered certain groups of Federal employees (principally those joining the

Federal workforce after January 1, 1984) by social security. Such coverage sug-

gests the need for a supplemental pension system, coordinated with social se-
curity, for those newly covered employees.

In addition, critics of the CSRS have claiﬁed that it is too costly, too
generous, underfinanced, and that it has an uhdesiraple effect on the ability
of fhe Federal Govermment to attract and retain competent and experienced em-
ployees. These criticisms have been accompanied by proposals by the admini-
stration and other groups for changing the current system. These criticisms
of the current CSRS will affect the design of a pension for employees newly
covered by social security.

The paper begins the discussion of an analytical framework by describing
briefly the origin, history, and basic provisions of the current CSRS. This
is followed by an analysis of the principal criticisms made of the current
CSRS. Most actuarial asseésments of the CSRS have concluded that it‘is more
costly than pensions "typically" available in the private sector using the

widely accepted entry age normal cost system. Whether this leads to the con-

clusion that the current system should be reduced or that the cost of the new
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system should be less than the current system is a difficult, and should be a
deliberate, policy choice. This policy choice should be driven, not just by
program cost, but by taking into account that while the value of Federal pen-
sion benefits is greater than the pfivate sector, total compensation (includiﬁg
pay and other benefits) may have fallen behind. Beyond that, it is not clear
that studies to date have adequately reflected recent changes in private pen-
sion and deferred compensation érrangements which have developed over the

past few years. The General Accounting Office (GAO) and the Congressional Re-
search Service (CRS) have studies .under way which may shed additionQI light on
this question. |

The paper continues by grouping the specific analytical issues into three
basic categories.

t4

First, there is a discussion of workforce goals, designed to indicate how
the choice of specific pension design features can induce greater employee re-
tention or greater turnover. The central design feature at issue is the "por-
tability" of benefits; that is, the extent to which employees moving to employ-
meﬁt outside the Federal Government will be able to take along already "earned"
pension rights. Since social security will be portable between Federal and pri-
vate employment for newly covered employees, this change by itself will facili-
tate movement back and forth.

Second, the design of a new pension system should consider the goal of ben-
efit adequacy. The concept of "replacement rates,”" that is,.ﬁhe proportion of
final yeaf's earnings "replaced" by retirement income, is used to analyze this
issue. President Carter's Commission on Pension Policy proposed a national goal
of‘retirement income sufficient to ensure that retirees suffer no loss in income
égéndard~of—living upon retirement. Studies show that this goal is met by full-

career employees covered by the current CSRS and by other full-career employees
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in jobs with basic social security supplemented by pension coverage. In con-
trast to social security, the current CSRS does not provide higher replacement
rates for lower income employees. An important policy decision will be how
much, if ény, of this social security "tilt" toward lower-income beneficiaries
to retain in the design of the new CSRS.
The third major issue area is cost and financing of benefits. It is im-
portant to distinguish between these two. The analytical focus should be on
the cost of total benefit obligations of the system rather than on ways of fi-
nancing these benefits and on the differences between funded and unfunded lia-
bilities. A trust fund,'with asséts invested in the Federal Government 's own
securities performs some important functions, but it does not ensure payment'
of benefiés and does not constitute a prefunded system in the sense that pri-
vate pension benefits can be prefunded. Investment of funds outside the Fed- ’
eral Government raises additional issues and is a possibility which should be

carefully.explored.
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I. HISTORY AND PROVISIONS

The Pendleton Act of 1883 marked the birth of the modern Federal Civil
Service. The Act sought to eliminate patronage and to attract and retain highly
qualified employees by basing the new classified appointments to Federal service
on open and competitive examinations. It also sought to provide continuity and
political neut?ality in Federal service by awarding classified employees more
job security than normal private sector employment. The Act did not, however,
establish a retirement system for Federal civilian employees. .

At the time Congress was cpnsidering the Pendleton Act, Federal government
workers neither expected nor planned go retire. Few retirement systems existed
and most employees worked all their lives in order to support themselves and
their families. Many people considered it unfair to fire employees whose only
failing was old age, and the removal of longtime civil servants frequently met
with a hostile public outcry.

Given these circumstances, government subervi§ors were understandaﬁly re-
luctant to remove elderly employees from their staffs, particularly since many
were Civil War veterags. Instead, an unofficial and unauthorized "phblic pen-
sion'" plan emerged. Employeés were essentially retired on the job-;oldtimers
were carried on the rolls and paid full salaries, but perfdrmed liftle or no
work. This impromptu plan impaired the performance of government operations

by blocking the flow of appointments and promotions required to recruit and

retain capable employees. In addition, it was very expensive.
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Beginning at the turn of the century, a variety of Civil Service pension
proposals began to emerge, sponsored by representatives of labor, management,
and the public. The first Federal pension bill was submitted to Congress in
1897, and in the next 23 years ovef 100 bills dealing with Federal pensions
were introduced. The Civil Service Commission began recommending a retirement
plan in its annual report in 1898, and retirement plans for civil servants
were included in the Republican Party platform in 1912 and the Democratic
Party platform in 1918.

Meanwhile, the Federal Civil Service was growing rapidly. Bet&een 1883
and 1918, the Civil Service grew from 131,000 employees to 917,000 employees.
With the end of World War I, there was increasing talk of cutting the Federai
bureaucracy back to pre-war size. Faced with the need to reduce the size of
the Federal payroll and to manage Federal personnel more efficiently, Congress
passed the Civil Service Retirement Act in 1920.

The 1920 Act generally limited its coverage to permanent competitive
employees in the executive branch of the Federal Government and to regular
employées of the District of Columbia Government. During the first year after
passage, approximately 330,000 employees were covered under the Civil Service
Retirement System (CSRS).

The Act established three retirement ages for different types of employment--
62, 65, and 70. 1In general, retirement became mandatory at the age prescribed,
regardless of length of service. Employees separated before reaching retirement
age could.not receive annuity payments unless they had ser?gd at least 15 years.
Employees with at least 15 years of service could retire at the specified
;ées, or at any age if they became totally disabled for useful and efficient
sérvice in their position or some other position to which they could have been

assigned.
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The Civil Service Retirement System was established as a defined benefit
plan. In other words, the retirement benefit earned by an employee was based
not on how much money he (together with his employer) had contributed to the
system, but upon two other factors; the employee 's average annual basic salary
during his last 10 years'of work, and the employee 's length of service, up to a
maximum of 30 years. The annuity could not be less than $180 per year and
could not exceed $720 per year. To fund this benefit, the Act required a de-
duction of 2 1/2 percent from the salary of each employee, to be credited to a
Civil Service Retirement Fund. The Secretary of the Treasury was achorized
to invest any Civil Service Retirement Trust Fund money not immediately needed
for payment of benefits in interest-bearing securities of the United States.
The interest from such investments became part of the fund.

The 1920 Act contained no. provisions for optional retirement, no survivor
bengfits,_and no protections for employees who were involuntarily separated
‘through no fault of their own. The pensions provided were far from generous.
Strict eligibility requirements and small pensions meant employee contributions
more tﬁan covered the demands on CSRS funds during the first decade of the
plan. The Government, in fact, did not contribute any money at all to the
CSRS Fund until 1928.

The retirement system created by the 1920 Act was designed primarily as
a management tool. The law provided for only two types of retirgmen:, mandatory
and disability. Mandatory retirement for most employeesiwas at age 70, unless
continuaﬁée in service was authorized by the employee's subgrvisor. This provi-
sion applied to all workers, even those who lacked sufficient years of service
to qualify for an annuity. An application for disébility‘retirement could be

initiated either by the employee or by the employer.
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The initial objectives of CSRS, however, were soon modified by changing
economic conditions and new Government policies. The Great Depression exposed
the vulnerability of all workers to shifts in the economic climate, and the New
Deal expanded the Government 's role in providing and promoting economic security
fof workers and their families. The Government began to add additional benefits
to CSRS and to place additional employees under the plan. Coverage was expanded
from 331,000 workers in 1920 to over 2 million workers in 1942. Optional
retirement, survivor benefits, and protections for involuntarily separated
workers were all added to the system.

Events of fhe 1940s also made retirement benefits a more prominent part of
compensation for employees in commercial and industrial enterprises. During this.
time pension coverage for employees of State governments also was expanding, and
by 1947 every State had a retirement system for most categories of State employ-
ees. | | ' |

In 1942, the Internal Revenue Service ruled that employer contributioms to
qualified pension plans could be deducted from gross income as an ordinary bus-
iness expense. At the same time, Government wage controls imposed during World
War II prombted employers to offer retirement benefits as a means of retaining
and compensating wofkers for increased production efforts without contributing
to inflation. 1In 1947, the Supreme Court upheld a National Labor Relatioms
Board ruling that émployees have a legal obligation to bargain in good faith
over the terms of pension pléns. This decision, coupled with the steel iﬁdus-
try's fact-finding board ruling in 1949 that pensions were!an apprépriate re-
sponsibility of industry, led to a rapid increase in the number of pension plans.

The 1930s and 1940s marked the emergence of a second generation of CSRS
objectives: the maintenance of income to employees. The concept of retirement

benefits as an indirect or deferred form of compensation slowly joined the
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concept of retirement benefits as a management tool. A retirement pension be-
came viewed as a right earned through past service. Workers were held to be
entitled to an income sufficient to live in dignity upon completion of a full
career.

In the years following World War II, additional changes were made to CSRS.
A more generous formula for computing annuities was established, minimum bene-
fit levels were set to match those established by social security, survivor
benefits were improved, most Government employees not-already covered by other
Federal pension plans were brought under CSRS, and those still éxcluded (mostly
temporary and intermittent workers) became covered by social security. Beginning
in 1962, automatic cost-of-living adjustments were added to CSRS.

As various new benefits were added to the Civil Service Retirement System
and as the system began covering more and more retirees and survivors, new in-
come to the CSRS Trust Fund was neededrto finance benefits. Beginning in 1928,
Government appropriations were added to employee contributions to ensure that
adequate assets existed in the CSRS Trust Fund to meet the growing financial
demands placed on the system. Periodically, it became necessary to increase the
revenue flowing into the fund to assure its continuing ability to meet CSRS
obligations. Additional revenue was provided by increasing employee contribu-
tions‘and government payments through existing sources, and by establishing new
sources of income to the fund 's account.

The current financing system began in 1969, with the passage of P.L. 91-93.
Under the provisions of P.L. 91-93, CSRS income derives frbm four ﬁain
sources:

1. Employee contributions. Employees covered by CSRS contribute 7 percent
of their basic pay through payroll deductions. (Congressionél employees and haz-~

ardous duty employees contribute 7 1/2 percent, Members of Congress contribute
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8 percent, and in return receive more generous benefits). These deductions
are compulsory for most Federal workers; they are optional for Members
of Congress and congressional employees;

2. Matching contributions by employing agencies;

3. Intere;t on trust fund assets; and

4. Direct.appropriations from the U.S. Treasury to fund additional lia-
bilities resulting from wage increases; extension of coverage to previously un-
covered employees; new or liberalized benefits; except COLAs; and credit granted
under CSRS for.miliCary'service.‘.An amount equal to the interest on the "un-
funded liability" (which will be discussed later) is also transferred from the
Treasury.to the Trust Fund.

The current financing system ensures that annual trust fund income in a
given year always will exceed annual fund butlays that year--that the pay-as-
you go system will handle immediate needs each year. (As the discussion of |
unfunded liability will show, the assurance that each year's trust fund revenue
will exceed its outlays does not mean that the plan's liabilities are "funded"
in an actuarial sense. Because P.L. 91-93 authorizes the automatic transfer
of funds from the Treasury to the CSRS Trdsc‘Fund to cover the last two cate-
gories of revenue; an annual appropriation by Congress is not requifed, except
to approve the matching contribution of each Federal agency contained in that
Agency's budget.

The current benefit structure of CSRS is as follows: Employees become
vested in the system after five years of covered employmené. Workers covered
By CSRS are eligible for an unreduced nondisability pensiqn at age 55 with 30
years of service, at age 60 with 20 years of service, or at age 62 with 5 years
of service (eligibility requirements and benefit levels for law enforcement

officers, firefighters, air traffic controllers, and Members of Congress and
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congfessional employees are more libera} than the general provisions). Employ-
ees whose jobs are abolished or whose agencies are undergoing a major reorgani-
zation or'reduction-in-force (RIF) are eligible for involuntary retirement at
anylage with 25 years of service or at age 50 with 20 years of service, but bene-
fits are reduced by 2 percent for each year the re;iree is under age 55 at the
time of his or her retirement.

Pensions are computed as a.percentage of_average annual salary during the
highest three consecutive years of earnings (High-3). Employees earn 1.5 per-
cent of their High-3 average annual salary for each of their first five years
of service, plﬁs 1.75 percent of their High-3 average salary for each of their
next five.years of service, plus 2 percent of their High~3 salary for each yéar
of service thereaf;er. The total benefit may not exceed 80 percent of the re-
tiree 's High-3 average annual pay; this ceiling is reéched after about 42 years
of service.

CSRS provides disability pensions to vested employees who are unable to
continue working due to disease or injury and who are not qualified for assign-
mént to any vacant position in the same agency at the same pay scale and grade.
CSRS also provides automatic survivor benefits for survivors of employees with
at least 18 months of service. Benefits for survivors of retirees are automati-
cally provided unless the retiree elects not to have such coverage at the time
of his retirement; the selection of survivor benefits results in a reduced
monthly annuity.

Retired pay and survivor annuities are protected agaiyst inflation. The
Federal Statute (5 USC 8340) requires that each March a cost-of-living adjustment
tCOLA) equal to the increase in the Consumer Price Index (CP1) over the previous
célendar year be applied to the annuities of Civil Service retirees and their

survivors. 1In 1982,Ahowever, Congress suspended standing laws pertaining to
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COLAs in pensions and survivor annuities fér all Federal retirees for Fiscal
years 1983, 1984, 1985. The Omnibus Reconciliation Act of 1982 (P.L. 97-253)
provides that, during these years, COLAs will be effective one month later each
year (i.e., April 1983, May 1984 and June 1985), and that non-disabled retirees
under age 62 will receive a reduced COLA. Pending legislation would create a
new measuring period with COLAs applied iﬁ December of each year.

CSRS benefits are taxable as income after the beneficiary has received
monthly payments equal to the amount withheld from the employee 's paycheck
(this portion of the benefit was taxed when it was originally earned). Benefits
generally becoﬁe taxable after about 14 months.

Employees covered by CSRS are not currently covered by social éeéurity,
and do not pay taxes into the social security Old Age and Survivors Insurance
or Disability Insurance trust funds. Since the beginning of 1983, Federal
employees have been paying taxes into the Health Insurance Trust Fund and
earning credits toward medicare coverage. The Social Security Amendments of
1983 (P.L. 98-21), however, do extend for the first time social security cover-
-age to all new Federal employees, and selected catégories of curren; workers;
most current Feaeral workers remain exempt from such coverage. The Amendments
require the following categories of Federal civilian employees to be covered by
social security, in addition to CSRS, beginning on January 1, 1984:

1. All Federal employees hired on or after January 1, 1984, inﬁluding
those with previous periods 6f Federal service if the break in Federal service
exceeds 365 days;

2. Congressional employees on the same basis as other Federal employees,
as well as current congressional employees who are not participating in the
Civil Service Retirement System on December 31, 1983;

3. The Vice President and Members of Congress; and
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4. Most Executive Level and Senior Executive Service political appoint=
ees.

The Social Security Amendments of 1983 also provide that retirees who be-
come eligible for both social security benefits and a government pension after
1985 will be subject to a reduction in their social security benefits, phased
in over a five year period. Federal civilian employees exempted from this
reduction include current Federal workers and Members of Congress who become
covered by social security because of the Act, and workers with 30 years of
of social security covered employment; those with 25 to 29 years of covered
work will have their social security bemefit reduced by a smaller percentage.

At the time the Social Security Amendments were passed in March 1983, no
new Civil Service Retirement System had been designed to supplement social se-
curity for newly-covered employees. Without the passage of additional legis-
lation, beginning January 1, 1984, Federal personnel affected by the Social Se-
curity Amendments would have begun paying 7 percent of their salary into the
social security system in addition to the 7 to 8 percent they already contri-
bute to CSRS. This formula would have placed an excessive burden on theee Fed-~
deral employees, and could have created problems in the recruiting and reten-
tion of personnel. 1/

Legislation passed in November 1983 eliminated this problem. Title II of
the Federal Physicians Comparability Allowance Amendments of 1983 (P.L. 98-168),
known as the Federal- Employee s Retirement Contribution Temporary AdJustment Act

of 1983, contains language goyernlng treatment of Civil Se:ylce employees newly

1/ U.S. Congress. House. Committee on Post Office and Civil Service and
for the Senate Committee on Governmental Affairs. Effect of Requiring New Fed-
eral Employees to be Temporarily Covered by both. Social Security and Civil Ser-
vice Retirement. U.S. Govt. Print. Off., Aug. 31, 1983. (GAO/0CG-83-1)
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covered by sqcial security until a modified CSRS incorporating social security
coverage is enacted. Iﬁ general, the Act requires that Civileervice employees
brought under social security by the 1983 amendments make the full social se-
curity contribution, but have only'1.3 percent of their salaries withheld
for the Civil Service Retirement System over the next two years. Unless these
empioyees deposit the difference between the amount withheld at the 1.3 percent
rate and what would have been withheld at the 7 percent rate before they begin
collecting their pension, however, the benefit earned under CSRS during the
years in which they contributed only 1.3 percent of their salary will be offset
by that portion.of their social security benefit earﬁed during that period.
Members of Congress and Executive Level and Senior Executive Service
political appointees employed by the Government on or before December 31, 1983,
may select their level of participation in the Civil Service Retirement System.
They may choose not to participate at all in CSRS, in which case they will re-
ceive a refund of past contributions to CSRS and not receive any pension from
that system; they may participate at the 1.3 percent-fate, in which case they
wiil réceivé a pension offset by their social security benefit unless they de-
posit what would have been withheld at the normal 7 or 8 percent rate; or they
may participate at the full 7 or 8 percent rate, in which case they will receive
both full social.security and full CSRS benefits. If they elect to forfeit
their right to CSRS benefits and receive a refund of their past contributions
to CSRS, tﬁey may resume their participation at & later date, but will not re-
ceive credit for their years of service before they terminated coverage unless
they first repay their contributions for those years, plus interest.
: The Act also provides that any employee who first takes civilian office in
tﬁé Government on or after January 1, 1984, who participates in CSRS, and who

is affected by the Social Security Amendments of 1983 shall be subject to a new
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Government pension system when one is established. In addition,. any credit
ea:ned'toward the existing CSRS by any employee who is participating in CSRS
on or after January 1, 1984, and who is required to join the new CSRS will be

creditable under the new CSRS.
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II. CRITICISM OF THE CURRENT CSRS

Only a few years ago features of the Civil Service Retirement System were
praised as a model for other pension systems. Recently, however, the CSRS has
come under attack with critic# pointing to different program deficiencies.
During the 1970s, criticisms of CSRS as well as many other government programs
mounted. These were prompted by a combination of factors: (1) Public confidenée
in the Federal government was shaken during the 1970s as the nation struggled
with a troubled economy, the end of the Vietnam War, and the trauma of Water-
gate. (2) Large Féderal deficits focused increasing attention on the cost
of Federal programs; (3) the cost of the CSRS gréw rapidly during this decade,
causing some critics to ;ssert that it had become overly generous; and (4) in
combination with limits on Federal pay the CSRS made retirement especially at-
tractive and hampered efficient government management of personnel.

Until recently, critics made another major complaint against the civil ser-
vice retirement system. They objected to the exclusion of Federgl workers from
social security. Théf said it was inappropriate that even the top level mana-
gers of the social security system, and those who legislated it, were not sub-
ject to its rules.

After several years of study and discussion, the social security amend-
ments of 1983 brought new Federal workers, as well as all House and Senate
members and top level Executive branch appoinfees into social security. How-
ever, in bringing new Federal workers into social security, thus silencing

one criticism leveled against it, Congress is left with the onerous job of
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deéigning a new Federal pensipn system for newly-covered employees. During
the debates over the Social Security'Amendmehts of 1983, which brought
Federal»wquers into social security, several legislators said that Congress
intended to enact such a supplemenﬁary pension system. Senator Ted Stevens,
Chairman of the Senate Subcommittee oﬁ Civil Serviqe, Post Office and General
Serevices, said, "Obviously a new pension system for Federal employees needs to
be developed to coordinate with the social security system." 2 /

Congressman William Ford, Chairman of the House Committee on Post Office
and Civil Service, stated that "...we believe that new Federal empldyees who be-
come covered under social security should be provided retirement benefits com-
parable to those under the civil service retirement system." _3 /

In addition to designing a new system, the Congress still is faced with con-
tinued criticisms of the current system: critics claim that it costs too much
and that it has adverse effects on the quality of the Federal workforce. Deal-
ing with thesé two problems is made more difficult because possible solutionms
are intertwined with each other. For example, the designers of a new pension
syétem'face the following dilemma: they must decide to what extent to pattern the
supplemental pension system after the current CSRS. If the new system replicates
the current one, it may be subject to the same criticisms. On the other hand,
if the new system is substantially less expensive than the CSRS, problems arise
of co-workers receiving unequal benefits--some more, some less.

Issueé of designing a new system will be developed later in this paper.

To help lay the foundation for this later discussion of issues, the nature of

the criticisms against the current system are briefly identified here. .

2/ Congressional Record, v. 129, Mar. 2, 1983. p. S4251.

-3/ 1bid., p. H765.

Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3




Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

CRS-14

A. Major Criticism: Too Costly and Too Generous

Most studies done to date agree that the current civil service retirees
receive more costly benefits than their counterparts from the private sector.
In a recent study published by the Brookings Institution, Dr. Robert
Hartman, now of the Congressional Budget Office, stated:

"The conclusion to be drawn...is inescapable. The CRS system

is much more costly to the Federal government as employer (and to

the taxpayer) than the combined social security and private pension

package is to employers in the private sector.”" & /

For the past two years the Office of Personnel Management has barraged the
public with prese releases, Director 's speeches, and other instruments to make
the following point: The Civil Service Retirement system is too costly and
should be cut. For example:

" ..at one time, more generous benefits for Federal employees

could be justified on the basis that Federal employees were underpaid

compared to the private sector. However, several public and private

studies now indicate strongly that Federal employees no longer trail

the private sector in pay..." 5 /

The Administration, acting on the perception that CSRS is too generous, has
proposed changes that would reduce the cost of the CSRS by 37 percent and in-
crease employee payments to finance the system by 57 percent. 6 /

When critics voice the concern that the current CSRS is too costly, they

may be referring to any one or a combination of the following points:

1. The absolute dollar amounts are large. - Outlays for Civil

. 4/ Hartman, Robert W. Pay and Pensions for Federal Workers. The Brookings
Institution, 1983. p. 71. :

5/ Devine, Donald. Director of the Office of Personnel Management. Office
Gf Personnel Management, press release. Feb. 22, 1983.

6/ U.S. Office Management and Budget. Fiscal Year 1984 Budget. Income
Security Section. pp. 5-119.
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Service retirement will exceed $21 billion during the current fiscal year. .

A recent OPM press release stated that the CSRS is the fourth largest entitle-
ment program, ranking only behind OASDI, Medicare and Medicaid. The release went
on to point out that it may exceed Medicaid and rise to third place and that CSRS
outlays are greater than AFDC and food stamps combined. It is not clear why the
CSRS is being compared to food stamps and AFDC rather than the Federal payroll,
or the military payroll for that matter. But in a time of $200 billion budget
deficits, the size of all programs becomes an issue.

2. Growth has been rapid--both real and nominal. Program outlays

were $2.5 billién as recently as 1970, and increased by 607 percent in the next
12 years. This substantially exceeds the growth of GNP (213 percent) and growth
in total budget expenditures (272 percent). Looking at "real" rates of growth'
(with the effects of inflation removed) also shows CSRS outlays increased more
rapidly than GNP during this period. CSRS outlays increased by 208 percent com—
pared to GNP at 36 percent and the entire budget at 61 percent in real terms.

Rapid rates of recent growth often leave the specter that growth may con-
tinue at such high levels in the future.

However, CSRS outlayé are unlikely to grow faster than the economy in the
future. The rapid>growth of the past decade and a half resulted from (1) the
maturing of the pension system as the large buildup of employees of the Great
Depression years and World War II came onto the retirement rolls; (25 the effects
of benefit improvements enacfed after World War II, including full cost of
living protection; and (3) the upward effects on Federal pgy of rabid economic
growth during the 1950s and 1960s which increased subsequent pension amounts.
These conditions are unlikely to be repeated. In fact, based on current esti-

mates, the CSRS outlays as a percent of GNP would decline over the next years,

from 0.66 percent in 1983 to 0.60 percent in 1988.
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3. CSR costs are high relative to similar pension practices in the

private sector. This point will be discussed in detail later in this paper.

Studies to date almost unanimously favor the position that the CSRS does more
than pension systems that provide benefits to similar employees in the private
sector.

4. The unfunded liability keeps growing. Although not directly

related to cost, OPM has characterized the CSRS's unfunded liability as repre-
senting a menace to the economic well-being of the nation. This colorful point
also will be discussed in greater detail in later sections. Unfunded liability
sounds like a straightforward concept, but it is not. It is a complex actuar-
ial concept that only those in that f;aternity completely understand; and they
may disagree on its implications and measurement. This paper maintains that

it will be more productive to concentrate on the total size of the obligation
or liability incurred by .the CSRS than’t§ focus on the question of what share

of this total obligation to label "funded" as opposed to "unfunded." 7 /

B. Other Criticisms: Reduced Efficiency of the Workforce

A different group of CSRS critics maintain that the retirement systém
reduces the efficiency of the Federal workforce. Experts agree that the type of
pension system does affect workforce type whether in the private or public sec-
tor. 1In the private sector it is a common practice to design a dompfehensive

compensation package of wages, fringe benefits and pension rights, that aims to

7/ Munnell. Alicia. The Economics of Private Pensions. Discusses funded
and unfunded liabilities and demonstrates that given a particular size of obli-
gations, different actuarial methods will yield different proportions classified
as funded (as opposed to unfunded). Brookings Institution, 1982:. pp. 150-154.
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yield a desired kind of workforce. 8 /

The current CSRS has been criticized because the retirement system and the
way it interacts with the Federal pay system tend to restrict mobility of work-
ers into and out of the government; as well as to induce the highest level gov-
ernment managers to leave government service as soon as they are eligible to be-
gin.drawing their pensions--often during their most productive years.

An employee with 15 to 20 years of work for the Federal government faces
the likelihood of severe financial loss if he leaves Federal government before
becoming eligible for a pension. . If he leaves, he is allowed to wifhdraw his
own contributi&ns, but he receives no inﬁerest and no part of the matching
sums paid. for his pension by his employer, the Federal government. At age 56
after 20 years, an employee 's own contributions would amount to only about one-
third of the total benefits accrued by him.

Another alternative upon moving to other employment outside the government
is to leave the contributions in the system and to begin drawing an annuity upon
eligibility. This would be at age 60 with 20 years service and at age 62 with
m;re than 5 years of service but less than 20 years. In either case, the amount
of initial benefit would be determined by salaries earned at the time the Federal
employment was ended, with no allowance for wage or price risgs thereafter. De-
pending on the rate of inflation and the number of intervening years, the real
value of the initial benefit might shrink dramatically. There are two way to
avoid this loss: (1) Employees can wait to leave Federal employment until they
can estabiisb eligibility through involuntary early retiréwent or disability;

or (2) employees can go back to work for the Federal government before retirement

8/ Rock, Milton. Handbook of Wage and Salary Administration. McGraw-Hill,
1972.7 p. 6-64.
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to build up the sa%ary base upon which benefits are calculated.

The current CSRS interacted with the Federal pay system to lose the Feder-
al government many of its most experienced employees during recent years of
high inflation. Many top-level government managers retired as soon as eligi-
bility was reached; for many at the peak of their productive careers. In recent
years retirement benefits have been fully indexed for inflation and more, (with
what was called a "1 percent kicker" and semi-annual adjustments) but Federal
salaries have been held down and have fallen in real value. Thus, after a few
years some top level civil servants who had retired were able to receive more
in retirement benefits than they Qould have been paid in salary if they had con-

tinued working.
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II1. CURRENT AND FUTURE ISSUES

To summarize, Civil service retirement looms as a major issue for the Con-
gress for two reasons: -(l)krecent criticisms leveled at the cost, generosity,
and other features of the current system, and (2) the need to design a supple-
mental pension system for Federal workers recently covered by social security.
This includes not only all new Federal workers, but some current workers-—inclu;
ding Members of Congress, and at their choice, congressional staffs.

The remainder of this paper will discuss in more detail and attempt to
provide a simple structure for thinking about issues in civil sefvice retire-
ment--as they affect the current system, the design of a new system, and as
the interaction of the two. This discussion of issues will be organized a-
round three themes: (1) workforce goals, (2) adequacy and equity of benefits
and (3) costs and financing.

Most Federal programs, and civil service retirement is no exception, have
more than one goal. The goals of civil service retirement are not unique to it,
but characterize other retirement income systems as well. Nor are these newly
discovered goals. Proponents of social insurance in general, and of a pension
system for civil servants, discussed the different objectives during debates on
both subjects early in this century. The basic arguments have not changed much
since then, although at different times different goals have received emphasis.
The objectives of civil service retirement have been, first, to support the de-
sired type of workforce by either making it easier or more difficult to move

from Federal to non-Federal employment; second, to meet the goals of adequate
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and equitable income for retired persons; and third, to do so at a cost that bal-

ances the interests of those receiving benefits to taxpayers paying the costs.

A. Workforce Goals

In managing an organization's workforce, specific organizational policy is
directed to inducing or reducing employee turnover. This question cuts both
ways. In the first place, organizations (public or private) incur substantial
training costs whenever they hire new employees. These costs should be amor-
tized over the productive years of employment, and the organization suffers an -
economic loss if the employees leave during their productive years. Thus, it
is in the organization's interest to design compensation packages (including
deferred compensation or pensions) to induce employees not to seek other employ-
ment. On the other hand, it is in the interest of some types of employers to be
able to have employees leave at relati;ely young ages. Examples include the mili-
tary and police and firefighters. As the military puts it, they have a need for

' The deferred compensation pack-

a work force with sufficient "youth and vigor.'
agé designed to encourage rapid turnover will look much different from one de-
signed to encourage experienced workers to stay on the job. In the military,

for example, the peﬁsion benefits (referred to as "retired pay" in the Federal
laws) are not vested for 20 years. People who leave the military with fewer than
20 years of service get nothing from the pension system. However, after 20 years,
the employee not only vests,‘but is eligible to start drawing benefits immediately
upon ending his employment with the military. Thus, a person with.20 years of
military service, regardless of age, can retire and begin receiving benefits

(at 20 years the benefits will be_one-half the previous base pay.) The averége
age for enlisted men to begin receiving retirement benefits is 39 and for offi-

’

cers is 43.
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Some rather arcane pension concepts describe the techniquesAused py pen-
sion planners to design a plan fhat meets the particular policy goals of an
organization's workforce management policy. The most important of these con-
cepts is "portability." "Portability" means different things to different peo-
ple. Some like to equate it with social security where a worker can change jobs
and continue to earn benefits under social security. In its technical sense,
portability refers to the ability to transfer the present monetary value of an
individual 's vested pension benefits to a succeeding plan or an Individual Re-
tirement Account (IRA). Emphasis is placed on the word "vested" because unless
the participang‘has a vested right in the pension, there would be no credits tol
transfer (i.e., the terminating employee would forfeit any benefits that hadl
been accrued.) The practice of portability between employer-sponsored plans is
virtually nonexistent in the private sector. However, defined contribution
plans (those whose benefits are determined by amounts contributed aﬁd interest
earned) often offer a terminating employee the lump sum credited to his perision
account upon terminating employment. Also, companies offering defined benefit
pians “eash out" small vested benefits by offering terminating employees a
lump sum reprsenting the present value of the future benefit. While amounts re-
ceived can be "rolled over" (invested) tax free into an IRA and maintained on a
tax deferred basis until withdrawn at retirement, company pension plans gener-
ally do not have provisions for accepting these amounts upon hiring the em-
ployee. It should be noted, however, that there afe about 2,600 multi-employer
pension pians operational in certain industries and/or geographic areas. A
multi-employer plan is a collectively-bargained plan where many employers par-
£icipate in the same plan. Many of these plans are large.. Employees can change
jébs and keep earning pension credits and service towards fulfilling the plan's

vesting requirements providing that they continue working for another employer
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participating in the multi-employer plan. However, since their value is based
on salary level (in addition to years of service), price inflation after leav-
ing a job erodés the value of initial pgnsion benefits. Civil service retire-
ment benefits are portable among government agencies, but not between government
employment and employment outside the Federal government.

A second féature of pensions that can influence workforce behavior is their
"gcerual rate"-~the rate, expressed as a percent of pay, at which benefits are
earne@. Just as employees receive specified amounts of cash income, so also
they receive specified amounts ofAnon—cash deferred compensation. And as the
amounts of cash income differ from company to company, so also do the amounts of
deferred compensation. Furthermore, it is possible for deferred compensatioh to
be earned at different rates depending on how long employees have been with the
organization. The way this usually works is to multiply the accrual rate times
the years of service, times salary (can be final salary, average of the highest
three or more years, Or an average over the years of work). These rates have’

a great effect on costs and replacement rates of pension systems. They also
affect'the workforce turnover, since some employers have larger accrual rates
for longer periods of employment. A pension system whose benefit accrual rates
vary directly with years of service, such as the CSRS, is called "backloaded."
Federal workers have an accrual rate of 1.5 percent for the first 5 years of
employment, 1.75 percent for the second 5 years and 2.0 percent for all employ-
ment over 10 years. A backloaded pension is thought to tie employees with
lengthy service more tightly to the employer.

Features that provide strong financial incentives to gtay with an employer
ﬁéve been called "golden handcuffs.”" This term has taken on a pejorative mean-

ing in recent years as the civil service retirement system, along with government
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in general, have come under attack. However, strong "golden handcuffs" should
not be criticized unless they hinder the desired goal. If the policy decision
is that Federal employment, or certain categories of Federal employment, should
be looked upon as a lifetime career, and that long time experienced employees
are most capable in carrying out the government 's business, then the pension
system should continue to tie employees to government service with "golden hand-
cuffs."”

On the other hand, if the policy decision is that the government would
function better if there were more people moving back and forth between the pri-
vate sector and‘the Federal government, then the pension system should, and
could be, changed to promote this end. Valid arguments céﬁ be made for both
points of view, and it is possible to design a pension system to promote either
end. The point to be emphasized is that whether an explicit decision on this
policy issué is made or not, the desig% of the pension system will influence
the type of workforce that results.

The current CSRS gives employees guaranteed rights to benefits (vgsted
rights) relatively early, but the benefits earned are not portable outside the
Federal government. Hence, Federal workers are more "tied" to their jobs than
are workers with so§151 gsecurity coverage, or other portable pension rights.
1t follows from this analysis that covering Federal workers by social security
will, by itself, increase mobility in and out of the Government because of the

portability of social security benefits.

B. Benefit Adequacy

The second objective for civil service retirement, as well as for many
other pension programs, and for the largest social insurance and income transfer

programs, is to help finance a decent standard of living for persoms too old to
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continue working.for pay. This goal raises questions of measurement and compari-
son; this goal also requires the examination of CSRS in a broader context that'

takes into account all the sources of income that are or should be available to

retired workers, their dependents.and their survivors.

A "three-legged stool" has become a common metaphor for visualizing a poli-
cy model of sources of retirement income in the United States. Social security
makes up the first leg. From the beginning it was not intended to supply total
retirement income, but be a base only. When he signed the Social Security Act
in 1933, Franklin Roosevelt said, "

"We sﬁall make the most orderly progress if we look upon Social

Security as a development toward a goal rather than a finished product.

We shall make the most lasting progress if we recognize that Social

Security can furnish only a base upon which each one of our citizens

may build his individual security through his own individual efforts.”" 9/

Individual savings.of all kinds make up the second leg. These can take the
form of savings accounts, financial or other investments, life insurance annui-
ties, IRAs and similar programs, and a variety of other means. Pensions consti-
tute the third leg.

Analysis of civil service retirement should begin with the broad policy-
oriented veiw rather than a program-oriented view, with program adequacy comnsid-
ered in the context of overall income sources to the retired, insofar as this is
possible. In other words, analysis of program adequacy should consist of more
than one leg of the stool. At the very least, the Federal pensions for employ-
ees newly covered by social security should combine the two in asseésing benefit
adequacy.

The first issue to address is how to establish the proper level of adequacy.

9/ The Public Papers and Addresses of Franklin D. Roosevelt. Social Securi-
.ty Amendments. V. 8, 1941, p. 80.
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In means-tested and social insurance income transfer programs a widely-used
measure is the poverty level. One objective of these programs is to transfer
relatively large amounts to those in poverty or near this level. Social se-
curity, while not a means-tested program, nonetheless has deliberate fea-

tures of income distributioﬁ built into it, and has from the beginning. In
fact, such redistributive effects define, in part, what social insurance is.
Thus, the social security benefit formula provides more for lower-income earn-
ers than it does for higher, as a percentage of total preretirement earnings.
The effects of this poli;y are seen by noting that the poverty rate among the
elderly has declined over the past two decades until it now is no higher than
for the pépulation as a whole. But without the social security program, the
percentage of the elderly in poverty would be 250 percent higher than it is to-
day. _10/ The share of final earnings replaced by social security, the 'replace-
ment rate;" is substantially higher for lower income than it is for higher in-
come beneficiaries.

Pensions, on the other hand, do not typically use the poverty level as a
measure of adequacy, or income redistribution from high to low income as a poli-
cy target. Instead, replacement rates have been widely accepted ag a measure
of pension benefit adequacy. Replécement raies are calculated by dividing the
amount of pension benefit received upon retirement by the amount of earnings
received just prior to retirement. The analysis in this paper will distinguish
between "gross' replacement rates (before taxes and othef expenses incurred as

a result of working) and "net" replacement rates (after taxes and work expenses).

10/ U.S. Congress. House. Ways and Means Committee. Background material
on Poverty. Committee Print, 98th Cong., 1 st Sess. U. S. Govt. Print. Off.,
Oct. 17, 1983. p. 107. -
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Net replacement rates are higher and ofﬁer ; more accurate comparison of pre-
and postretirement income standards of living.

In its 1981 report, President Carter 's Commission on Pension Policy recom-
mended the establishment of a natienal policy goal that the level of retirement
income available to individuals be sufficient to maintain the same income stan-
dard of living they had while working. Such a policy would not be redistribu~
tive but would assume roughly the same distribution of net income (after taxes
and work-related expenses) as exists among the working age population. Indeed,
it does even more. It assumes the pensions can be designed to "integrate"
with social seeurity in such a way that the redistributive effects of social
security can be offset. In other words, with an "integrated" pension, highef
income workers will receive proportionately more in pension benefits than will

. lower income workers, just as lower income workers receive proportionately more
from social security than higher income workers. The current civil service re-
tirement system, not being "integrated with social security, is neutral with
respect to its effects on workefs with different income levels. Thus, all civil
service retirees with the same number of years of service, regardless of their
salary level, will receive the same proportion of their salaries, whether low
or high, as a retirement benefit.

One of the most difficult issues in designing a new pension system for Fed-
eral employees covered by social security will be how to deal with the "tilt"
in the social security formula. This "tilt" produces a higher replacement rate
for lowef‘earning workers than it does for highef earners.l It works like this:
to calculate social security benefits, an average is taken of an employee s en~-
tire earnlngs history covered by social security. (Each year of earnings is
b;ought up to the present by increasing each year 's amount by a factor which

reflects changes in wage rates over time.) Once this average annual lifetime

 Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3



Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

CRS-27

earnings level is calculated, the actual monthly benefit amount is réceived by
applying different factors to it. The calculations for the workers earning at
the maximum level covered by social security ($35,900) would be as follows:

90 7 of the first ............ $§ 254, equals $ 229

32 2 of the next ......ece00... $ 1274, equals §$ 408

15 2 of the remainder over ... $ 1528, equals §$§ 63
Thus, the monthly benefit equals $ 700, for earnings at the social security
earnings maximum, yielding a gross replacement rate of 23 percent. The distri-
butional effect of the tilt is shown by comparing replacement rates for this
maximum earner Qith the low-income and middle-income earmer, for social security

only, as shown in the following table:

Low Income Middle Income Maximum Income

Gross replacement
rate 47 % 35 % 23 %

Such distributive effects are inherent in the naturé of social insurance
programs. While it is true that the lower income workers pay social security
taxes on the enfire amount of their earnings in contrast to higher income
wérkers, actuarial:éalculations indicate that the lower income workers still
recieve a substantially higher "return" on their contributions than do the high-

er income workers. 11 /

—

The decision facing the Congress in designing a new system, as.it faces
all employers with a pension system supplementing social security (and this in-

cludes State and local governments as well as private employers) is what to do,

11/ U.S. Congress. House. Ways and Means Committee. Staff Data and
Materials Related to Social Security Financing. Committee Print, 98th Cong.,
1st Sess. U.S. Govt. Print. Off., Jan. 27, 1983. -pp. 45-49.
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if anything, about this income-redistributing tilt in social security.

There are three basic options: (1) Completely offset it. In other words,
offset the pension benefit dollar for dollar with benefits from social security.
(2) Ignore it; do not take it into account at ali. In other words, simply add
the amount of any supplementary pension on top of social security. This would
retain the effect of the social security tilt in final retirement income (social
security plus pension benefits). (3) "Integrate" the pension with social securi-

ty in such a way as to offset part of the tilt, but not all of it.

1. Completely offsetting social security. It is technmically possiblé
to design a supplemental pension system that, when combined with social security,
would exactly replicate the current civil service retirement system. Some state-
Qents made at the time the 1983 social security amendments were being debated sug-
gested this possibility for the Federal pension system to supplement social se-
curity for newly covered workers. The technical procedure would be simply to off-
set, dollar for dollar, any social security benefits in calculating the amount.
of the supplemental pension, with the objective of making the total amount equal
to what would have been received if the current civil service retirement had
continued in effect for new Federal workers. The effect of this would be that
the lower paid Federal workers would receive very little of their total benefit
from the new civil service retirement sdpplemental pension and almos;.all of
their total benefit from social security. On the other hand, the highest paid
Federal employees would receive most of their total benefit from thé civil ser-
vice retirement supplementary pension. The reason is that the current civil
service retirement system has no tilt in its benefit formula, but returns pen-
sions. of equal amounts, relative to earnings, at all levels of earnings.

Internal Revenue Service rules governing private pensions do not permit a

plan to fully offset sociai security benefits. Both employers and employees
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receive income tax advantages from the deferred compensation in the form of pen-
sion benefits if the plan is "qualified,”" based on standards s;ecified in the
Internal Revenue Code. The IRS would not qualify a plan as eligible for the tax
advantages if it were set up to offset completely the tilt features of the social
security program. Of course, the new civil service pension does not necessarily
have to meet the same "integration' standards as private pensions, but such a
plan would be subject to criticism if it did not.

2. Add-on plans. At the other extreme, a pension plan could be de-~

signed so its benefits would simply be additive to social security.- As in the
current CSRS, tﬁe supplemental pension could pay a flat percent of final salary,
varied only by length of career. Of course, if the new pension system were to
maintain the cost of the current system, the amount of this supplemental pension
by itself would have to be substantially smaller than the current CSRS; but
when combined with social security the average benefit could be about the same.
I1f this same cost as the current CSRS system were used, the effect would be for
lower income workers to receive substantially more than workers at the same in-
coﬁe in the current system, and for higher earning employees under the new sys-
tem to receive smaller retirement benefits than comparably paid employees in the
currént retirement systém.

This practice, while rare for salary-related plans in the private sector,
is fairly common among state pension systems. 12 / 0f 50 state systems, 28
have pure "add-on" plans. One reason for this different behavior is that many
state plaﬁs were already in operation when the social secutity act was passed

in 1935. Furthermore, according to a study by the General Accounting Office,

12/ National Association of State Retirement Administrators. Survey of
State Retirement Systems. Sept. 30, 1982. :
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many state govermments prefer this type of arrangement Because it is easy to
understand and explain to employees and taxpayers alike. lg_/ Any of the
other methods of coordinating pension benefits with social security can be
interpreted by lower income workeré as having something taken away from them.
On the other hand, add-on plans reduce benefits of higher earners, compared to
a plan like the CSRS.

3. Integrating social security with pensions. Integration is a

technical term referring to procedures for designing pension plans to offset
part of the effect of the social security benefit tilt on final COmSined retire-
ment income (peﬁsion plus social security). There are different ways to do
this, depending on how much of the social security tilt pensions designers want
to offset and at what levels of income. 14 / For purposes of this paper, it 1is
sufficient to note that integration permits the design of a pension system with
replacement rates across:the entire range of income levels falling between those
resulting from pure offset plans and pure add-on plans.

Of the two principal bills considered to date for a supplementary pension,
one is an add-on and one an integrated plan. Congressman Ehrlenborn has proposed
a pﬁre add-on plan. While this plan has not been costed out, it probably will
be more‘costly than the current éystem. This bill includes a thrift plan along
with its defined benefit add-on pension plan. Senator Stevens has proposed a
defined contribution plan with step rate integration, also to be accompanied by

a thrift plan. These thrift, or capital accumulation plans, fairly common in

. 13/ U.S. General Accounting Office. Federal Employee Demographic and
Integration of State Retirement Plans with Social Security. CAO/FPCD-83-38,
July 27, 1983. :

14/ U.S. Library of Congresé. Congressional Research Service. Inte-

grated Pension Plans: An Analysis of Earnings Replacement. Typed report,
by Ray Schmitt. Jan. 5, 1981. Washington, 1981.
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the private sector, can take many forms. The most usual is’for the employer

to match at specified rates, voluntary contributions to retirement programs by
employees. Private sector practice supports the intuitive notion that these
would be used more by higher income workers to offset their likely loss of bene-
fits compared to the current system under a pensionvsystem integrated with soc-
cial security. 15 /

The discussion of benefit adequacy to this poiﬁt has been general and ab-
stract. As the debate proceeds, estimated replacement rates for specific design
options can be used as one way of determining their effect and of choosing among
them.

A computer-based model, developed at the Congressional Research Service
kCRS), has been used to estimate replacement rates for different combinations of
pension benefits, including the CSRS. This model is currently being updated to
accomodate the many program changes over the past year, particularly in social
security. Data used in the following analysis are slightly out-of-date, having
been done about one year ago. Nonetheless, they will indicate the-magnitudes
involved and will demonstrate how such replacement rate data can be used in do-
ing analysis of.proposed Congressional options for designing a new, or for mak-
ing changes in the_éurfent, retirement system.

A number of researchers have made estimates of the replacement rate neces-
sary to maintain living standards in retirement. Most agree that refirees need
less than 100 percent of groés earnings replacement to maintain their standard
of living. While no precise earnings replacement objectivgs have been estab~.
lished as a matter of national policy, researchers generally agree that indi-

viduals need between 60 and 80 percent gross preretirement earnings to maintain

15/ Hay/Huggins. Noncash Compensation Comparison. Hay Assocaites. 1983.
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preretirement living standards--with rates at the higher level more appro-
priate for lower income individuals.

Net earnings replacement rates permit a better comparison between pre-
and postretirement income. Differences in tax liability before and after re-
tirement and reduction of work-related expenses such as social security, pay-
roll deductions, transportation, clothing and meals purchased away from home
are taken into consideration. In.addition, differences in discretionary con-
sumption and savings, and possible reductions in living expenses in later life
(resulting from lower home financing, educational expenses for children, and
health care), ihfluence living standards.

The following tables provide some rough calculations of replacement rates
for hypothetical workers receiving benefits from different pension systems, in-
cluding civil service retirement. Since tax treatment and other expenses vary
substantially before and after age 65, net replacement rates are shown. Replace-
ment rates were calculated for both a "low income" worker (final salary of
$16,300 in 1982 dollars) and a high-income worker (final salary of $53,900).
Since social security has provisions for dependent spouses, replacement rates
are shown for bﬁth single workers and workers with dependent spouses. Tﬁese
rates are for the year immediately‘after retirement and for the same workers 15
years later at age 80. The extent of cost-of-living indexation of benefits and
tax treatment varies from program to program. Without cost-of—liviné protec-
tion, the value of benefits in real terms declines.

When the replacement rates are higher than 100 percent, the after-tax in-
come of the retiree is actually greater than before retirement. This is true
for lower income workers with dependent spouses because social security provides
this extra amount for dependent spouses and social security enters into the pic-

ture in all programs,(éxcept civil service retirement). Social security by
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itself (not shown here) does not reach the 100-percent level although it comes
close for low-income workers with spouses. This underscores the notion that so-

cial security should not be looked upon as the sole source of retirement income.

Table 1. AFTER TAX REPLACEMENT RATES (AGE 65 WITH 40 YEARS OF WORK)

Low earner . Higher earner
Single Married Single Married
Civil service retirement :
(no social security) .......... 94.6 82.5 118.7 98.1
Military retirement
. (includes social security) .... 106.3 127.8 89.6 92.0
Railroad retirement
(includes social security-
type benefit) .........c...00. 84.7 119.5 64.8 86.9
Social security plus :
private pension ............... 102.4 117.2 94.4 92.0

Source: Financing Work-Related Entitlement Programs. Prepared for the Senate
Committee on Budget, by the Congressional Research Service. The calculations
are based on a common set of work histories and earnings records. They were
patterned after salaries of Federal workers. The low-income worker had a

final salary of of $16,300 and the high earner a final salary of $53,900.
Civil Service retirement benefits are not taxed until the amount of employ-

ee contributions has been paid back. Ordinarily this occurs after 1 or 2
years. Thus, replacement rates shown here are higher than they would be 1

or 2 years hence. For economic and demographic assumptions, see pp. 52 and
477. ‘

As Table 1. shows, the programs compared here provide very high replacement
rates for individuals with long, consistent work histories. This analysis sug-
gests that the pension and social insurance system provides adequate benefits

(as adequacy is defined here) for those with long and consistent attachment to

the work force, whether they have low or high income.
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In general, the programs compared in these tables provide after-tax income
replacement at a level fairly close to the leyel of income befére retirement,
whether high or low. Except for civil service retirement, the programs shown
in Table 1. all include a combination of social security and another type of
pension. For the combined systems, married couples receive substantially higher
repiacement rates as a result of social security's provision of benefits to de-
pendent spouses based solely on the earnings record of the working spouse.

The effect of social security is also seen in the difference between high-
and low-income workers. Social security's benefit formula "tilt" shows up as
higher income réplatement for the low-income workers, except for civil service
retitement, which has no social security component. High-income earners undér
civil service retirement actually receive higher income replacement than do low-
income workers, bec#use the difference in tax treatment makes a bigger differ~
ence between preretirement and postretirement earnings.

Of the examples considered here, military retirement and civil service re-
tirement have their benefits fully indexed to changeé in the cost of living.
Thﬁs, 15 years after retirement, their gross benefits have maintained the same
relationship to gross preretirement earnings as they had upon retirement. For
the railroad retirement and private pénsions, however, only the social security
component is fully indexed. The private pension counterpart in railroad retire-
ment and typical private pensions are not fully indexed, and thus over time the
size of thé retirement benefit in relation to preretirement income shrinks.

This reduction would amount to about one-fourth in 15 years for high-income

rgilroad retirement and private pension beneficiaries. (See Table 2.) For lower
iﬁcome recipients, whose overall benefits include a relatively larger social se-
cdrity component, the shrinkage is less, about one-seventh for railroad retire-

ment and one-fifth for private pensions. Military retirement and civil service

Approved For Release 2008/08/21 : CIA-RDP86BOO338.ROOO400510001-3



Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

CRS-35

retirement suffer no diminution at all, since their benefits are fully in-

dexed.
Table 2. AFTER-TAX REPLACEMENT RATE (SINGLE WORKER)
At age 65 At age 80
Low High Low High
earner earner earner earner
Civil service retirement .......... 94.6 118.7 82.7 88.8
Military retirement
(includes social security) ...... 106.3 89.6 106.3 89.6
Railroad retirement
(includes social security-
type benefit) ......cieieeniinen 84.7 68.8 72.6 50.3
Social security plus
private pension .......cc0000.... 102.4 94.4 82.5 71.3

Source: See Table 1, p. 33. The differences shown in the table for civil
service retirement result from tax treatment. Civil service retirement
benefits are taxable but are not taxed until the amount of employee con-
tributions has been paid back, ordinarily a period of 1 or 2 years. Thus
replacement rates shown are higher at age 65 than at age 80.

The differgncé early retirement provisions make in replacement rates is
highlighted in Table 3. Civil service retirement and military retirement, both
of which allow early retirement with unreduced benefits, show high feplacement
rates even with early retirement. (The hypothetical private pension plan in-
cluded in ;hese examples for comparison purposes permitted.fetirement at age
55, but with substantially reduced benefits. Since social security benefits
do not start until at least age 62, at age 55 this shows only the effect of

the private pension.) By age 80, the private pension and military retirement
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recipients have begun receiving social security in addition to their other pen-

sion, thus boosting their overall replacement rates.

Table 3. AFTER-TAX REPLACEMENT RATES (AGE 55 WITH 30 YEARS OF WORK)

Age 55 Age 80
Low High Low High
earner earner earner earner
Civil service retirement ......... 68.3 - 83.6 60.2 60.8
Military retirement
(includes social security
at age 62) ..e.ereecsscroacesens 65.0 74.0 104.6 95.6
Private pension plus
social SEeCUTitY covevsorenconees 16.3 29.8 42.8 29.8

Source: See Table 1, p. 33.

In addition to giving some indication about the size of replacement rates,
the previous anélysis should serve to suggest the difficulty of this type of
analysis. For gxample, replacement rates would seem to be adequate for those
with 40 year work histories who retire at age 65. Shorter work histories and
younger retirement ages, probably more typical now, would show 1ower rep1ace—
ment rates. In additionm, thé replacement rate for the CSRS is muchrhigher
at retirement than it is just a year or two later when the benefité begin
being taxed. Replacement rate analysis can and should be done as one way to
assess changes and options. The presentation here should be viewed only as
an introduction to the topic, suggesting the significance of this type of

analysis.
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4. Value of Benefits. Replacement rate analysis is only one way to

assess benefit adequacy. Another, not used as much, can léok at the total dis-
counted value of benefits earned at the time of retirement. Over a lifetime

of work, an individual accrues righﬁs to a stream of benefits to be received
upon retirement and continuing on until death. This stream of benefits can be
thought of as an asset whose value can be calculated. The asset value is the

sum of the present value of-the future stream of benefits, plus the compounded
value of benefits already received from programs permitting early retirement,

The following chart displays‘these asset values for workers retiring at age

65 with 40 yearé of work -and a final income of about $42,600 in 1982 dollars

(salary of the "middle" income Federal workers, GS-13, used in this example for

all programs.) ' .

VALUE OF BENEFIT AT AGE 65

1260 $1,110,000
I~ Past Government Pension ]
1000 = Future Govemnment Pension ]
800 F\nun Private Pension _

B Social Security $670.000

600 -
$500.000

S

400 -

1982 Dollars in Thousands

200 - 4120000

Socal  Rairoad  Private Civil Service Mitary  Civi Service
Seaxity Retvement Pension Retrement +Private  + Private

Source: See Table 1, p. 33.
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Benefits earned by a 40 year, 65 year old Federal government retiree are
estimated at about $500,000, only slightly higher than his counterpart in the
private sector. These values are substantially above social security by itself
at $120,000--driving home the point once again that social security should
not be thought of as sufficient retirement income by itself. The railroad re-
tirement private pension component is less generous than the other programs con-
sidered for these medium-income workers. The value of the benefit to the hypo-
thetical railroad retiree would be $260,000.

The variation in total program benefits is seen most dramaticaily for pro-
grams permittiné early retirement benefits. For the military retiree, benefits
have been.received for 20 years, compounding to yield an amount which when cém-
bined with the future annuity amount, is over $1 million. Early retirement
benefits in civil service retirement are added to future annuiﬁieé in the same
way, except that it would only be for 10 years. The combination of compounded
payments to age 65 together with the present value of future benefits would to-
tal approximately $670,000 for civil service. These past benefit payments add
g?eatly to the overall asset values and explain why these two programs are more

costly than the others, as will be discussed in the next section.

In summary, income adequacy aé a goal réises difficult program design
issues, particularly in comparing features of the new system with those of the
current system. If the measure used is replacement rates, it will be difficult
to design a pension program which meets private sector sfapdards for IRS quali-
fication and at the same time provides replacement rates to higher earning em-
ployees at the same level théf the current system does wi;hout exceeding the
cost of the present system. If the Congress decides on a ﬁension system, which

when combined with social security costs less than the current system, and if
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the program is to be "integrated" with social security, then higher earnings
employees under the new system could have substantially lower replacement rates

than their current system counterparts.
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C. COSTS AND FINANCING

1. Measurement of Costs. During these years of $200 billion budget

deficits stretching as far as the eye can see, the cost of all Federal programs
has fallen under close scrutiny. Section II above noted that the cost of the
civil service retirement system has become a serious issue in recent years.
There are severgl reasons: (1) Most studies have concludedvthat the CSRS costs’
more than prevailing practice in the private sector; (2) Outlays for the CSRS
have risen rapidly since 1970; (3) The absolute size of tﬁe program is relative-
ly large and it falls in a budget category along with other entitlement programs
that are cénsidered to be rela;ively "uncontrollable" spending; (4) The size of
the "unfunded liability" has been highiighted by Office of Personnel Management
ﬁews releases and (5) Employees pay one-fifth of the cost of their pension, with
the taxpayers paying the other four;fifths.

Accompanying this list of cost problems is a list of cost concepts nearly
impenetrable to the layman. It is safe to predict that during the upcoming de-
bate on civil service retirement different cost totals and concepts wili confuse
the issues.

An additional barrier to understanding emerges from the difficuity of dis-
tinguishing the issues of cost from those of financing. 1In other words, how much
the system costs is a different question from determining ﬁow to pay its costs.
When the cdncept of financing énters the picture, questions about meaning and
effects of trust funds and the meaning and effects of unfunded liabilities, al-

s§0 enter.
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The analysis in this paper referslto the cost of civil service retirement
as the discounted value of benefits earﬁed. This is a simple concept but because
of the different aées of employees and different amounts of benefits earned at
any particular time, agreement on a particular concept to measure the cost of a
pension system i§ not clear cut. The cost concept emphasized in this paper is
what actuaries call the "entry age normal cost" syétem. This methods starts
with a.group (cohort) of employées just starting work and calculates based on
the rules of the current pension system, how much they will "earn" in total
benefits until they all retire or otherwise leave the system, and until the last
one dies. These earned benefits are discounted to the present using assumed
rates of interest and this discounted value of benefits is compared to a similar-
ly discounted value ofithe projected total wages and salaries paid to the same
group of employees over their yorking years (with specific assumptions for ﬁow
many become disabled, how many retire early, etc.) The resulting ratio (dis-
counted benefits divided by discounted wagés and salaries) is the cost of the
benefits--stated as a "percent of payroll." (These long run costs are best
sfated'as a percent of payroll because absolute dollar figures, even with rela-
tively modest rates of inflation, become so large far into the future that‘the
frame of reference is lost.) Using this method, the entry age normal cost for
the current civil service retirement system is 36.52 percent for 1982, (accord-
ing to the most recent estimate of the Office of Personnel Management.)

This‘is the generally accepted costing method and is the one most used for
valuing a pension system's long run cost. It is used.by the Office of Personnel
Management and other private and public evaluators of the éSRS. These long run
ﬁbsts are important because employees working ﬁoday are earning rights for pen-

sion benefits that will become payable in future years.
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Another important cost concept that is also used in CSRS analysis is the
budget cost. 1In doing budget analysis, projections of costs are made for no
moré than‘6 years into the future, a long time for most programs, but a very
short time for pension programs, whose actuaries do estimates of costs 75 and
more years into the future. These short run budget figures are also important,
and it is well to keep in mind that for any paticular ye&r they represent
rights earned in previous years. While Congress has the legal authority to de-
value these earned rights, based on past experience it is unlikely to do so. 16/
The practices seem to have been that changes in pension programs should be
made only as théy affect benefit rights earned in the future, whether the em-
ployment be in the public or private sector.

A final distinction is often made in talking about pension costs. Actu-
aries present data in the form‘of cost to the emplbyer as opposed to the overall
cost of the benefits rights earned. Thus, when the costs of the CSRS are dis-
played, the amount of the employee contributions is often subtracted to yield
what is called the cost to the employer. For example, the cost the Government
a§ employer of the CSRS is 35 percent minus 7 percent temployee contributions),
leaving a figure of 28 percent.

The amount of employee contributions to .require in a new pension system
would be controversial, although the recent legislation (P.L. 98-168) may have
helped to settle that issue. The significant point to make is that the amount
of employée contributioné has nothing to do with the amount of benefit rights
that accrue from a defined benefit pension. This is true not just for civil

service retirement but for social security and defined benefit private pension

16/ Financing Work-Related Entitlements. Legal Rights of Individual Under
the Social Security Program and Federal Retirement Programs as contrasted with
Private Sector Counterparts, by Kathleen S. Swendiman. p. 503.
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systems as well. 1In fact, most private pensions require no employee contribu-
tions at all, but the benefit rights earned by employment are just as real.
Furthermore, the military retiremeht system, similar to the CSRS in that the
Federal Government is the employer in both cases, requires no employee contribu-

tions. This does not depreciate the value of the benefits earned in any way.

2. Financing and Trust Funds. A clear distinction should be drawn

between the cost of a program and its financing. When the discussion turns from
cost as the present value of benefits earned in the future (difficult concepts
by themselves) to discussions of ways of financing this cost, additional diffi-
cult terminology and concepts come into play.

One reason is that pension funds are most often financéd through trust funds.
(The military retirement system, which previously had no trust fund, will be set~-
ting one up as a result of recent legislation.) There are two things to keep in
mind about the CSRS trust fund: (1) It does not ensure the availability of funds
to pay benefits at a particular level; and (2) benefits have to be paid from re-
sources available in a particular year. Except fo; the possibility of affecting
the national savings rate by its trust fund actions, which the civil service re-
firement trust fund does not do, the presence or absence of a trust fund for a
Federal Government pension, has no real effect on the Government'é ability or
commitment to make benefit payments. In social security,'as well as Federal pen-
sions, commitments ultimately are backed up by the taxing authority‘of the United
States Government, not assets in a trust fund.

Deciding on policy goals and designing a pensién system to meet tﬂem may
be impeded.by public confusion and misunderstanding about the way we now pay for
civil service retirement and other Federal pension and social insurance programs.
There is a general, but mistaken, perception thaé the economic and budgétary éf-

fects of these Government trust funds are analogous to trust funds used to finance
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pensions in the private sector. For private pension plans, accrued rights to
benefits earned from years of work and earnings are legally enforceable rights,
and the Employee Retirement Income Security Act (ERISA) has established a variety
of requirements governing the accumulation and investment of reserves. Eventu-
ally, private plans should have sufficient funds to be set aside so that atbthe
time of retirement the fund will be large enough to pay the benefits accrued;
that is, they are to be "fully funded." Thus, benefits will not have to be paid
out of current operating revenues.

Although similar in appearance, Federal Government trust funds do not and
cannot in themselves énsure évailability of funds to pay future entitlement
benefits. Benefit payments fo£ Federal pensions and social insuranée programs
have to be paid for in much the same way as other Federal expenditures. In
this context, the payroll and other earmarked taxes are viewed as an overall
source of revenue rather than a source of revenue for a particular purpose.
Trust funds, for those programs that have them, function largely as a mechanism
to ensure sufficient funds for making benefit payments on time without the need
for annual appropriations.

ﬁhile this analysis ehphasizgs the budgetary effects of financing Federal
pensions and social insurance through trust funds, it is recognized that this
emphasis ignores some features of and distinctions among trust funds £hat often
weigh importantly in congressional policy concerning program financing. For
example, a trust fund shortfall puts pressure on Congress to cut beﬂefits. On
the other hand, substantial social security trust fund balances in the past have
made it easier for Congress to raise benefits, indeed, have exerted pressure (or
the temptation) to raise benefits.

The social security trust fund, in contrast to the civil service retire-

ment fund, receives almost all revenues from special earmarked payroll taxes
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whose only purpose is to pay social security benefits. The special earmarking
of these trust fund revenues may strengthen the political commitment to main-
tain payments as long as trust fund balances are positive.

In addition, while the present funding basis for civil service retirement
may not fully reflect its budgetary effects, it may be desirable psychologically

“and, to a considerable extent, actuarially. It makes the public and the covered
employees more aware of the long run costs of the system than if the Federal
Government merely paid, each year, the excess of the outgo over the .employee
contributions.

All Federal trust fund assets consist of the Federal Government 's own se-
curities thch are, in effect, IOUs the Government has.written to itself. Under
current law, benefits can be paid only if there are trust fund balance. Hoﬁever,
regardless of the size of trust funds, benefit payments can be made only from
funds available in a specific year--whether they come from taxes, other revenues,
or money borrowed from the public. This is what is meant by a pay~as-you-go
financing system: Benefits are paid by the current generation of workers and
taxpayers to the current generation of retirees. Measured by economic and
budgetary effects, Federal penéion‘and social insurance programs, whether they
have trust funds or not, are de faeto pay-as-you-go systems.

The total size of the obligations for benefit payments does not depend on
whether or not program benefits are paid through a trust fund. It depends in-
stead on the eligibility and benefit rules set up in the f;ogram's authorizing
legislétion. For instance, as noted above, the entitlement to military retire-
ment benefits is no more or iess binding than the entitlement to civil service
retirementibenefits, although the military retirement systém has no trust fund
at all while the civii service retirement system has a relatively large and

growing trust fund. The requirement to pay beneficiaries their legally specified
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amount at the legally specified time doés not depend 6n the existence or non-
existence of a trust fund. Further, the entitlement to benefits in both programs
is established by legislation and can be changed for both programs by Congress.

In the civil service retirement and military retirement programs, the Fed-
eral Government is not only the payer of benefits, but the employer as well.
Trust funds become even less significant when used in such programs. Military
retirement will have no'tru;t fund at all until 1985 and payﬁents will simply be
made each year from general fund appropriations. This procedure did not prevent
the calculation of total benefit obligation--nearly one-half trillion dollars.
1f the military retirement system ceased enrolling new members today, payment
of accrued entitlement benefits would have to be made, subject to subsequent
changes in law, until the last beneficiary was removed from the rolls. |

The civil service retirement system does have a trust fund, but calculation
of the total amount of the Government 's accrued obligation for civil service re-
tirement is similar to that of military retirement. However, its financial ar-
rangements are substantially different. Only part of the total obligation is
"unfunded" in an actuarial sense, with the remainder being fundgd (on the books
of the Federal Government) by asséts held by the civil service retirement trust
fund and by future earmarked emplo&er and emﬁloyee contributions. As long as
the trust fund assets are invested in the Government 's own securities, adding
to these assets does not constitute budget outlays, and conversely does not
prefund retirement benefits.

Any trust fund size or buildup has no effect by itself on Federal outlays
or deficits now or in the future. These are determined by the benefit to which
workers and rétirees become entitled-~the same as in the military retirement éys—
tem. Measures taken by the Government as employer to prefund result in IOUs

the Government writes to itself. The obligation to make payments follows from
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the provisions of the benefit formula, not from trust fund balances. The civil
service retirement and the military retirement program could be fully funded on
. the books of the Government without changing the size of Government outlays or
the Federal deficit in any way.

The civil service retirement system financing procedures have confused
many. A commonly held view is that the pensions should be fully paid for by em-
ployees and employers. However, as long as the Government as employer invests
trust fund assets in its own securities, the idea of prefunding has little eco-
nomic or budgetary meaning. Furthermore, in a pay-as-you-go system, increasing:
the amount ﬁf eﬁployee contributions would simply result in requiring Federal
workers to pay more of the cost of benefits to retired emﬁloyees rather than hav- .

ing these benefits paid by taxpayers in general.

3. The Fund and the Unfunded Liability. 1If the important analytical

concept is the total value of the civil service benefit obligation accrued, and
if this obligation could be prefunded only with Government IOUs to itself, why
are some critics concerned about the "unfunded liability"? 1t follows from the
previous analysis that whether the liability is funded or unfunded makes no real
difference when the fund is built from sources that are internal to the Govern-
ment. A brief gxpianation of the term, "unfunded liability" will be followed
by a discussion of how the current CSRS financing (through its trust fund) works.

It has been asserted that CSRS's unfunded liability represents a menace to
the entire economic well-being of the nation. Unfunded ligbility is defined as
the difference between the projected future assets of the fund and its projected
liabilities. It is argued that this unfunded liability in CSRS represents a
growing, unmanageable, and unconscionéble threat to future taxpayers.

The term, "unfunded liability" sounds ominous, and in the private sector

high unfunded liabilities would constitute a significant threat to beneficiaries
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as well as plan sponsors. However, the term refers to a complex actuarial con-
cept that in this system is used strictly to regulate the flow of budget authority
into the system's disbursing mechanism. Actually, a farbmore important concept

is system "liabilities" both funded and unfunded, the measurement of which is
rather sensitive to the assumptions and methods used to establish it. This pa-
per maintains that it will be more productive to concentrate on the effec£ upon
the total liability arising. from the various operations of the CSRS and compare
these effects to the various alternative operations that could take their place.

The civil service retirement system trust fund has grown over the years.
Sources of revenues to this trust fund are mainly internal to the Government,
as table 4 shows. During 1983 through 1992, total income to the trust fund is
projected at $498 billion. Of thi;, 13 percent is from employee contributions,

28 percent from interest on trust fund assets, and 59 percent from other Govern-
ment transfers. Only the 13 percent from employee contributions comes from out-
side the Governﬁent.

Changes made to CSRS financing in 1969 enabled the civil service retirement
trust fund to grow rapidly during the 1970s, when trust funds financed by pay-
roll taxes werevhaving difficulty. 1In 1969, the Congress considered the.issue
of the unfunded liability of the civil service retirement system. Congress de-
cided to make ﬁaper transfers (issue special notes or I0Us to itself) to the

civil service retirement trust fund in sufficient amount to keep the fund grow-

ing. These transfers were for interest that would have been earned if the un-
funded liability had been funded, amortization of certain unfunded liabilities,
agency contributions, and interest on transferred assets. interest on the un-
funded liability and interest on assets have been growing, and along with them
the trust fund. Congress also built up the trust fund by amortizing additioms

to the unfunded liabilities caused by new or liberalized benefits (except
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cost-of-living adjustments), extension of coverage to previously uncovered em-

ployees, and increases in salaries on which benefits are computed. Employee

~and agency contributions were increased from 6.5 to 7 percent.

TABLE 4. INCOME TO THE CIVIL SERVICE RETIREMENT FUND

(In billions of dollars)
30-year Inter- :
Enm- Agen- amorti- est on Mili- Invent- Total
ployee: cy zation un- tary ment in-
Year contri- contri- pay- funded pay- income come
butions butions ments liabili- ment »
ty
1983 .... 4.7 4.7 5.1 9.8 1.5 9.7 35.5
1984 .... 5.0 5.0 6.0 10.5 1.7 10.8 39.0
1985 .... 5.4° 5.4 6.9 10.9 1.8 11.8 42.2
1986 .... 5.8 5.8 7.7 11.2 1.9 12.7 45.1
1987 6.2 6.2 8.6 11.6 2.0 13.5 48.1
1988 .... 6.6 6.6 9.5 12.0 2.1 14.3 51.1
1989 .... 7.1 7.1 10.5 12.4 2.1 15.1 54.3
1990 7.5 7.5 i1.5 12.8 2.2 16.0 57.5
1991 8.0 8.0 12.5 13.2 2.3 16.8 60.8
1992 .... 8.4 8.4 13.5 3.6 2.4 17.7 64.0
Total ... 64.7 64.7 91.8 118.0 20.0 138.4 497.6
Source: See Table 1, p. 33.
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Table 5 shows the operations of the civil service retirement program from
two perspectives: effect on the unified budget and effect on the trust fund.
TABLE 5. RECEIPTS AND EXPENDITURES FOR CIVIL SERVICE RETIREMENT--1983-92:

BUDGET PERSPECTIVE AND TRUST FUND PERSPECTIVE
(In billions of dollars)

Assumptions

II-B

Receipts and expenditures:
Budget expendituresS...c.eceececesocsosocsnsonas cosrane 325.6-
RECEIPLS..vtensresesrsnsasssnonns et eserseestaanns 64.7
Excess of expenditures over receipts 3/ ............ 260.9

Trust fund perspective:

Income to the trust fund.......cciiveveeeieenereannns 497.4
Budget eXpenditures...eiveeeieeererosoncnsonsnssncsnsns 325.6

Net increase in fund.....ocveevecennonnnnnee N 171.8

a/ $30 billion of this will come from Postal Service contributions.

Source: See Table 1, p. 33.

Of the total‘benefit payments of $325.6 billion during 1983-92, one~fifth
or $64.7 billion will come from employee contributions. The remaining $260.9
billion will come from tax révenues or borrowing. During the same period, the
trust fund financing mechanism will result in a net additi§n‘to the trust fund

of $172 billion.
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In effect, the trust fund is owed by the Federal Government to itself.
The civil service retirement program affects the Federal budget deficit and the
economy by the extent to which its outlays for benefit payments each year differ
from employee contributions that year.

The size of the trust fund and the amount of the unfunded liability do not

affect outlays or the budget deficit now or in the fuyture if trust fund assets

are invested in the Government 's own securities. Eligibility requirements and
beneéit formulas, both established by statute, determine the extent of the
Government 's obligation to make payments.

Before ending this discussion of pension obligations and their funding, it
‘should be noted that it is possible to think of other Government programs as
establishing obligations for the future also. OPM press releases compare the
unfunded liabilities of the civil service and military retirement to the nation-
al debt. dne could just as easily combare the discounted present value of the
food.siamp program, or of Federally funded agricultural or medical ;esearch, or
of military expenditures to the national debt or to anything else. Without
putting too fine a point on it, pension and social insurance programs are not
the only ones which imply‘future obligations. Even those who say the Federal
Government is too_iatge at present are not advocating its elimination, only its
reduction. For'éxample, the current administration has advocated reductions in
overall Federal expenditures not to zero, but until they reach 19 pe?cent of
GNP. 17/ _

Nor can it be argued that the obligation for pensionslgnd social insurénce
" differs in kind from the obligations for other Government expenditures. There

is a difference in degree, certainly, but as noted above, the Congress does have

17/ U.S. Office of Management and Budget. A Program for Economic Recov-
ery. Feb. 18, 1981. p. 1ll. ’
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the authority, if it chooses, to reduce social insurance and pension entitle-
ments as well as other expenditures.

4. How to Settle on the Cost of a New System. The cost of the cur-~

rent civil service retirement system is, by conventional measures, around 35
percent of payroll, using thé entry age normal éost system and dynamic assump-
tions. Based on this cost figure, the CSRS has been criticized as too expensive,
as substantially more expeﬁsive than prevailing pension plans in the private sec-
tor. Against these assessments are rebutting arguments made by groups represent-
ing Federal employees during last year's debate on the Social Security Amendmeﬁts
of 1983 that the CSRS really only costs about 14 percent of payroll, that the
Federal employers and employees each pay 7 percent of this, and that the system
started having problems because the Federal Government did not pay its full share
in the early days of the program. iﬁl

The President's budget for 1984 included proposals that would have reduced
the cost of the CSRS from its current 35 percent dowﬁ to 22 percent, and would.
have increased employee contributions until.they were 11 percent (from the cur-
rent 7 percent) which when combined with a matching 11 percent from employers

would exactly fund the new reduced system.
What do we make of all this?

Without getting too much into the technical details another word needs to

be added about the different kinds of actuarial costs. Actuaries talk about

"dynamic" and "static" costs, in making their estimates. There is a big differ-

ence. The 35 percent entry-age normal cost figure is arrived at using "dynamic"

18/ Moe Biller. President of the American Postal Workers Union. Testi-
mony before the House Subcommittee on Social Security of the Ways and Means
Committee., Feb. 8, 1983.
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assuﬁptions, vhile the 14 percent entry-age normal cost relies on "static" assump-
tions. The big difference is that dynamic assumptions assume continued inflation
and real wage growth while static assumptions do not. Intuitively, onevwould say
that, of course, if inflation and Qage growth add to pension costs they ought to
be included. The bulk of actuarial opinion appears to favor this view. 1In
facﬁ, all of the large ngeral systems, including social security, are vglued
using dynamic assumptions. °

However, the issue is not so clear cut as it might seem to be. Until re-
cently, the Federal system, contrasted with private and with State énd local
government pensions, have been fully and automatically protected against price
inflation by having cost of living adjustments (COLA) tied to increases in tﬁe
consumer price index (CPI). Private and State and local government pension sys-
tems do not have full and automatic COLAs even though most of them do make ad
hoc adjustments to take account of inflation. The point is that the Federal
systems are valued based on econémic assumptions that include the effects of .
postretirement inflation, while others are not. And this is a large difference.

These points are technical, but bear importantly on the issues, because
cutting back on the COLAs seems to be the way the Congress has seen to be most
appropriate when reductions need to be made in Federal pension and social in-
surance programs. Technically, the Congress has not devalued already earned
rights, because full and automatic adjustments to what are called post entitle-
ment benefits are not earned until the‘benefits are increased.

Givéh all these difficulties in measurement, the'Congfgss is still left
with the question of deciding how much the new pension system should cost (and
wﬁether to deal implicitly or explicitly with whether the cost of the current
sfstem is excessive). The parameters would seem to be as follows:

1. To target the cost of the new pension system at about the same as
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the current system--or 35 percent of payroll (dynamic assumptions). While it
would not be exact, it becomes a fairly simple matter to devise the supplemental
pension which, when combined with social security, would give about this c;st.
Many difficult questions of prograﬁ design would still remain, depending on which
of the system objectives goals were thought to be paramount.

2. To pattern the cost of the new CSR pension, when combined with so-
cial security, at approximately the cost of pensions in the private sector.
This generally implies cutting back on Federal pension costs. This approach has
a great deal of conceptual appeal but has formidable problems associated with
measuring the cost of the "typical” private pension. 1In tﬂe first place,
there is no such thing as typiéal private practice. There are over 500,000
pension plaqs in the United States and almost as many variations in them.
Even if it were possible to isolate and agree on a set of typical provisions
and value them, it is not clear that the values would be comparable unless
they were valued by using a common sét of economic assumptions and a com~
mon demographic data base. The recent proliferation of company sponsored capi-
tal acﬁmulation plans (such as thrift plans, 401(k) plans, etc.) would make it
even more difficult to ensure that all these costs are captured in the compari-
son. (They are part of the retirement income package offered by many large
corporations and, though not offered to Federal employees, should be considered
in the value comparison.) The data base itself raises another problem. What
set of private sector employers would it be appropriate to compare Federal
employees.to for purposes of this comparison? Soﬁe argue that it should be
an average.of all embloyers, large and small. Others argue that it should only
be the larger employers because these are the ones the Federal government com-—
ﬁétes with for many types of employees and whose work environment is more near-

ly similar. It is assumed, although even this question has not been analyzed
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conclusively, that pension benefits of some small employers are smaller than
those of large.private employers. If there is such a difference, difficult
judgments will be required to settle the question.

1f Congress were to peg the cost of the new system on prevailing pension
practice in the private sector, the cost of the new system, when combined with
social security would be substantially less than the current CSRS. (There would
be many ways to reduce costs. Since the single most expensive feature of the
current system is its full and automatic COLAs, the new system would be less ex-
pensive if it promised less than full and automatic COLAs.) Several State gov--
ernments, facing funding problems in their pensions, have done this very thing.
They have begun new pensions for future workers with loﬁer costs than the exist-
ing system.

A serious concern, if this were to be done, is that, while the current CSRS
is more expensive than private practic;, Federal employees still have less '"to-
tal compensation' than private workers, according to most stﬁdies. (OPM disagrees.)
In his Brookings study, Robert Hartman argues that the pension sytem should be cut
back to be-more_nearly comparable to private practice; that Federal sala;ies, par-
ticularly at the top levels be substantially increased to be more competitive. Mr.
Hartman does not say what he would propose to do with the pension system in the ab-
sence of corresponding increases in salaries. The studies indicate that not only
have Federal employees fallen behind in fotal compensation, they are also falling
behind in the nonretirement éspect of total noncash compensation. kecent studies
by the Congressiohal budget Office and Hay Associates have conc1uded that although
Federal pensions are more costly than their private sector counterparts, recent cut-
backs in health insurance benefits and other noncash benefits accompanied by a low-
er relative salary base, which directly affects most benefifs, have pulled Federal

workers about even with private sector employees in total noncash benefits even
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though the Federal pensions, as a part of this total, are clearly more valuable.
Thus, before settling on a new pension plan for Federal workers covered by

social security, its effect on total compensation should be examined, considering

the effect that a cut in total compensation would have on the type and quality

of employees.
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. Total lncome‘

Percent  from Each Source!  Average

Receiving (billions) Income?
; Social Security ' 92% S 66 $4,300 .
Employer Pensions 34 ~ 23 4,100
Savings/Wealth -7 36 3,000
Employment Earnings 3 49 9,500
Public Assistance/In-Kind 95 43 2,200
Programs '
Total - N/A $217 N/A

Source: ICF analysis for EBRI of the March 1980 Current Population Survey data.

'Elderly houscholds consist of married couples with a bead age 65 and over and singie
persons age 65 and over.

*Towal income provided to all elderly from each source listed.

3Average amount from each source provided 10 households. which receive income from the
paniicular sources noted.

'ICF estimates detived from data presented in U.S. Social Security Administration, Demo~
grapkic and Economic Characieristics of the Aged (1975).

TABLE 1.2
OASI Beneficiaries and Benefit Payments— 1980
’ Beneflciaries Benefit Payments Average
(millions) {billions) Benefit

Retired Workers 19.1 $ 743 $4,100
Wives and Husbands 3.0 . 5.8 2,100
Children 3. 8.2 2,600
Widowed Mothers 0. .6 2,900
Widows and Widowers 4.4 15.2 3,700
Other 0.1 0.2 1,500

Total 30.3 . $105.3 $3.700

Source: U.S. Social Security Administration, Social Security Bulletin, vol. 44, no. &
(1981), pp. 48-49,

TABLE 1.3
Age 65 Social Security
Pretax Replacement Rates—1979

Single -. Worker with

Worker Dependent Spouse
Maximum Covered Wage Earner 25% 33%
Average Covered Wage Eamer 44 - 65 .
Full-Time Minimum Wage Earner 57 -85

Suurce: U.S. Department of Heulth and Human Services, Advisory Council on Social
Secunity, Sucial Securiry Financing and Bencefits (1979), p. 59.

*The Sucial Security minimum benefit has been eliminated for all persons retiring - after
danuary 1, 1982,
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Relation Between Preretirement Earnings and Postretirement Social Security Benefits
65-Year Old Workers at DitTerent Earnings Levels—1982

' Fulldticoe Minimum Hall-time Minimum
Maxinum Furmer! Average Earner? Wape? Waye!
With T Wi With Wwith
Depen dent Dependens - Drpendemt Dependent
Spuare Niaghe Spouwe Single Spouse Single Spuune Single
Preretirement 1981 .
Gross moathly eamings $2.478 $2.475 $1.129 $,129 $581 $581 $290 $290
Less: taxes and expenses 859 1.048 276 339 9% 133 37 39
Disposable earned income 1.616 1,427 853 790 435 48 253 251
Postretirement 1982 .
AIME $1.258 $1.258 S 47 5 847 $459 $459 $229 - $229
Junuary PLA 606 606 476 476 319 319 26 226
Average monthly benefit per year 930 627 739 493 495 330 35 234
Plus: SS! . 0 0 0 0 0 0 41 33
Replacement Rates -
OASI benefivgross eamings 387 25%% 657 &% 857 % 121% 8I1%
OASI and SSI benefits/net eamings £} 44 4% Y 62% 102% 74% 185% 107%

Source: Social Security Financing and Benefits: Repon of the 1979 Advisory Council on Social Security (Washingion, D.C.. 1980), p. 49,
'Worker has always euned mazimum level taxable under Sociul Security.

3Worker has always eamned dveruge carmings in employment covered by Social Secunty.

'Worker has always worked fuil-lime af the Federal minimum wage. .

*Worker hus worked S0 percent of the time at the Federul minimum wage.
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R
Beneficiaries Tutal Benefits 'Auruge Averug:u l:enem
Yeur (millions) {millions) Benefit (1979 dollars)
1950 3.5 $ 961 $ 276 $ 832
1955 8.0 4,968 624 1,681
1960 14.2 10,677 754 1,848
1965 19.1 16,737 875 2,013
1970 23.6 28,796 1,222 2,284
1975 27.7 58,509 2,110 2,846
1979 30.3 90,556 2,984 2,984

Source: U.S. Social Security Administration, Social Security. Bulletin Annual Siatistical
Supplement, 1977-79, pp. 6667,

'These estimates are different from those in Table I-1 because they include beneficiaries of

all ages.
TABLE IS
Benefits and Beneficiaries in
Employer Pension Programs—1979!
' Percentage
_ of Elderiy Benefit
Beneficiaries Househulds Payments Average
Employer Plans (millions) Receiving  (billions) Benefits
Private ‘8.7 23% $23.6 82,700
State/Local 2.3 g 10.8 4,700
Civil Service 1.6 4 12.5 7,700
Military - 1.3 ! 10.3 8,000
Subtotal 13.9 34% -$57.2  $4,100
OASI 30.3 - 92% $90.6 3,000

Suurce: Sce tables in Appendix A.

*Latimates of beneficiaries, benefit payments und average benefits presented in this table
include beneficiaries of all ages. They. therefore, differ from those in Tabie I-1.

T TABLE 1-6

Private Sector Employer Pension
Programs—1950 to 1979

: Real
Beneflciories Total Benefits Averape Averape Benefit
Year (thousands) (millions) Benefit (1979 dollars)
1950 - 450 $ 370 s 822 82,479
1955 980 850 867 - 2,350
1960 1,780 1,720 966 . 2,368
1965 2,750 3,520 1,280 -2,945
1970 4,740 7,360 1,553 2,899
1975 7,118 = 14,850 2,087 2,815
1979 8,700 23,600 2,713 © 2,700 -

Suurces: Alfred M. Skoinik, **Private Pension Pluns, 1950- 1974, Social Security Bulle-
fin. vol. 39, no. 6, June 1976, pp. 3-17. American Council of Life Insurance,
Pension Fucts (Washington, D.C., 1977y, pp. 3031, 36. Private pensivn values
tor 1979 were derived from ICF lacorpurated. A Privute Pension F. vrecusiing
Model, 1979. o '

'i'r;tl'ix Sharing Research Foundation, **Cumulative Growth in Number of Qualified De-
terred Profit Shuring Plana and Pensions in the U.S. 1930 Throuch 19X0°° (Buanartan I
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Real
Beneficiaries Totul Benefits Average Aveng:allenem
Year (thousands) (millions) Benefit (1979 dollars)
1955 427 $ 595 $1,393 $4,200
1960 660 1,078 1,633 4,002
1965 886 1,775 2,003 4,608
1970 1,291 : 3,280 2,541 4,750
1975 1.730 7,025 4,061 5,477
1979 2,300 10,770 4,683 4,683

Sources: U.S. Social Security Administration, Social Security Bulletin Annuc! Statistical
Supplement, 197779, pp. 66-67; American Council of Life Insurance, Pension
Facts (Washington, D.C., 1980), wbie 1S.

TABLE 1.8
Benefits under the Federal Civil Service
Retirement System-—1955 to 1979

’ Real
~ Beneficiaries - Total Benefits Average Averng: Benefit

Year (thousands) (millions) Benefit < (1979 dollars)

1955 297 $ 380 81,279 $3,857

1960 515 814 1,581 3,875

1965 729 1,385 1,900 4,371

1970 959 2,838 2,959 5,531

1975 1,372 7,056 5,143 6,936 :
1979 - 1,617 12,380 7,656 7,656

[
Sources: U.S. Social Security Administration, Sociul Securiry Bulletin Annual Statistical
Supplement, 1977-79, abie 16, pp. 66-67: American Council of Life Insurance, -
Pension Facts (Washingron, D.C., 1980), table 13, pp. 26520 ————- -

TABLE I-9
Benefits under the Military
Retirement System— 1955 to 1979 ,

’ Real
Beneficiaries Total Benefits Average Average Benefit
Year (thousands) (millions)- Benefit (1979 doliars)
1955 179 $ 419 $2,341 $7,059
1960 256 654 2,711 6,645
1965 484 ' 1,384 2,860 6,580
1970 773 2,849 3,686 6.890
1975 1,073 6,242 5,811 7,845
1979 1,286 10,279 7,993 7,993

Source: U.S. Department of Defense, Defense Manpower Data Center, Office of Actuary.
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‘ Age 64 to 69 with Assets— 1975

Median Vajue of

Thiv Asset for
Percentage Those with Asset

Type of Asset Holding (1979 dollary)
Liquid Assets ' 81% $ 7,300
Life Insurance, Annuities : 75 5.100!
Home Equity 69 27,000
llliquid Assets 24 13,500
Any of Above Assets 89 33,100

Suurces: Joseph Friedman and Jane Sjogren, **The Assets of the Elderty As They Retire"
(Cambridge, Mass.: Abt Associates, Inc., 1980), pp. 15, 36, 46, 49 and 66.
Median value of assets in 1979 dollars estimated by ICF incorporated.

'This estimate reflects the cash value rather than the face vulue of these policies.

TABLE I.11
Labor Force Participation Rates
for Men—1950 to 1980

Age Group . 1950 1960 - 1970 1980
§5-59 - 87% 88% 90% 83%
60-64 79 78 75 61
65 and over 39 29 27 20

Source: U.S. Department of Labor, Bureay of Labor Statistics.

e —————————— :
EBRI, Coverage und Benefit Entitlement, p. 57.
'*ICF analysis of the May 1979 Curreat Population Survey dauwa.

TABLE I.12
Percentage of Workers Who Work Part-Time—1977

285-54 535-59 60-63 65 and Over
Men 4% 4% 10% 48%
Women 28 ' 27 35 62
Total 14% 14% 20% 549

Source: U.S. Department of Labor, Bureau of Labor Statistics, **Work Experience of the
Popuiation in 1977,"" Special Labor Force Report no. 224, p. A-7.

TABLE I-13
Public Assistance and In-Kind _
Benefit Program for the Elderly-—1980 .

Elderly
Individuais Level of Average
Participating Benefits Benefits per
Programs (millions) (millions) Participant
Medicare 24.5 $28,300 $1,200
Medicaid 5.1 4,300 800
SSI ' 1.9 2,400 1,300
Subsidized 1.3 1,600 1,200
- - Housing '
Energy : 1.9 700 400
Assistance

App

Faad Qramne '
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. Single All Ew'

Murried Couples Persons Households

Less than $2,500 20%( 2.0 9.1% ( 9.1) S5.8%( 5.8
$2,500-4,999 10.7 ( 12.7) 39.4 (48.5) 26.1 (319
$5,000-9,999 31.9 ( 44.6) 29.8 (78.3) 30.8 (62.7)
$10,000-14,999 23.5 ( 68.1) 10.2 ( 88.5) 16.4 ( 79.1)
$15,000-24,999 18.8 ( 86.9) 7.4 (959 12.6 (91.7)
$25,000 and over _13.2 (100.0) 4.0 (100.00 8.2 (100.00

Total 100.0% 100.0% 100.0%

Source: ICF analysis for EBRI of the March 1980 Current Population Survey data.
‘Cumulative distribution in parentheses.

. TABLEI-1%
Cumulative Cash Income Distribution of the Elderly,
By Marital Status and Age—1979

. Single
Murried Couples Age Persons Age
65-72 Over 72  65-72 Over 72
Less than $2,500 1.9% 2.1% 9.1% 9.1%
Less than $5,000 10.8 15.5 43.8 s2.1
Less than $10,000 37.4 55.6 74.9 81.0
Less than $15,000 61.9 77.4 86.7 90.0
Less than $25,000- 84.] 90.9 95.5 96.3
Total 100.0%  100.0% 100.0% 100.0%

Source: ICF analysis for EBRI of the March:1980 Current Population Survey data,

age 72. Employment income earned by those age 65-72 explains most of
this difference.

Much of the income variation is explained by income sources. High-
income elderly families generally receive income from different sources,
and from more sources than.low-income families. Social Security income
was received by over 90 percent of all households. As shown in Table I-16,

. except for those with the lowest and highest incomes, more than 90 percent

TABLE 116 |
Percentage of the Elderly Receiving Cash Income, By Source—1979!
Other
Employment Social Emplover Income from Government Government
Earnings Security Pensions Assets Assistance Programs Other
Less than $2.500 6% 69% 4% 32% 23%. 3% 2%
$2,500-4,999 9 %94 10 49 24 . 8 2
$5.000-9,999 24 926 _ 37 75 6 10 3
$10,000-14,999 142 95 - 55 87 ‘ : 4 10 4
$15.000-24,999 60 91 52 88 4 10 5
$25.000 and over 75 80 52 94 2 10 3
All E]derly 31% 92% 4% 71% 11% - 9% 3%

Source: ICF analysis for EBR! of the March 1980 Current Popuiation Survey data.
'Percentages are based on the number of marricd coupies with a head-of-household over age 65 and single persons over uge 65.
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Elderly H(.holds, By Earni-ngs Status—197.

With Without
Employment Employment
Earnings Earnings Total
Less than $2,500 1.2% _ 7.8% 5.8%
Less than $5,000 8.8 42.1 31.9
Less than $10,000 32.9 75.9 62.7
Less than $15,000 55.0 89.7 79.1
. Less than $25,000 79.8 96.9 91.7

Total 100.0% ' 100.0% 1000%

Source: ICF analysis for EBRI of the March 1980 Current Population Survey data.

TABLE I-i8
Working Status of the Elderly,
By Age and Marital Status—1979

Married Couples Single Persons
Work Status 65-69 70-72 73 and Over 65-69 70-72 73 and Over

Full-Time 14% 6% 3% 1% 4% 1%
Part-Time 26 23 12 21 13 6
NoWork - 60 71 85 72 83 93

Total 100% 100%  100% 100% 100%  100%

o

Suurce: ICF analysis for EBRF of the March 1980 Current Population Survey data.

TABLE I-19
Cumulative Distribution of Cash Income, By
* Marital Status, Work Status and Age—1979

- Not Working Part-Time Work Full-Time Work
65-69 70-72 Over 72 6569 70-72 Over 72 6569 Over 69
Married Couples .
Less than $2.500 2.7%. 1.8% 2.0% 0.8% 0.5% 3.1% 1.9% 0.5%
Less than $5.000 14.0 14.9 17.0 5.5 4.1 9.0 3.8 1.1
Less than $10.000 43.8 50.8 ' 59.8 25.9 27.2 36.6 11.5 14.0
Less than $15,000 71.3 74.5 81.7 50.7 58.1 61.1 21.8 29.1
Less than $25,000 90.1 93.1] 93.6 78.5 77.9 84.1 55.1 55.5
Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Single Persons _ _
Less than $2,500 12.0% 11.2% 9.5% 4.1% 3.6% 4.1% 3.5% N/A
‘Less than $5,000 50.3 54.4  54.] 26.7 22,1 27.8 8.4 N/A
Less than $10,000 - 79.1 82.9 82.2 67.1 71.9 67.8 31.7 N/A
Less than $15,000 88.4 92.9 %0.9 83.8 87.9 80.1 59.7 N/A
Less than $25,000 96.2 97.0  96.9 94.2 95.8 91.1 87.0 N/A
N/A

Total 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Source: ICF analysis for EBRI of the March 1980 Current Popuiation Survey data.

v

Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3




Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

. proved o .
Relative Contribution 'etlrement Income Sources for th.lderly—1979‘
Government
Cash Income Employment Social Empioyer Income from Assistance
in 1979 Earnings Security Pensions Assets and Other Total
Less than S5.000 3% 76% 3% 6% 12% 100%
$5.000-9.999 10 59 12 15 4 100
$10,000~ 14,999 18 43 17 - 19 3 100
$15,000-24,999 34 : 26 16 22 2 100
$25.000 and over 48 11 13 27 ) 100
All Elderly 27% 37% 13% 20% 3% 100%

Source: ICF analysis for EBRI of the March 1980 Current Populaliqn Survey data.

'Percentages are based on the number of married couples headed by an individual age 65 and over and single persons age 65 and over.

TABLE [-21
Percentage of Elderly Households Receiving
Certain In-Kind Benefits—1979

Food Housing
Medicare Medicsaid Stamps Assistance o
Less than $2,500 88% 30% 16% 12%
$2,500-4,999 95 29 16 13
$5,000-7,499 95 14 4 5
$7,500-9,999 95 12 2 3
$10,000-14,999 94 10 2 2
$15,000 and over 89 .9 1 —

All Elderly 93% 16% 6% 5% o

Source: U.S. Department of Commerce, Bureau of the Census. Charucteristics of House-
holds and Persons Receiving Non-Cush Benefizs: 1979, Current Popuiation Re-
ports, senies P-23, no. 110, pp. 12, 15, 16 and 18.

TABLE 1.22
Cumulative Income Distribution of Elderly Households,
Including Cash Income and In-Kind Benefits— 1979

. ' Cash Cash Income and In-Kind Benefits
Incuine Excluding Including
Only Medical Benefits  Medical Benefits

Less than $2,500 5.8% 4.9% 3.6%
Less than $5,000 31.9 29.7 25.9
Less than $10,000 . 62.7 - 62.5 59.4
Less than $15,000 79.1 79.0 77.0
Less than $25,000 91.7 91.8 R 1

Total . 100.0% 100.0% 100.0%

Source: ICF analysis for EBR! of the March 1980 Current Population Survey data. See -
Appendix B for details.

M1f these in-kind benefits were vaiued at cost, the cumulative percentage of families with
incomes:
less than $2.500 would total §.4 percent;
less than $5,000 would total 15.6 percent;
less than $10,000 would total $4.7 percent;
less than $15.000 would total 75.3 percent;
less than $25,000 would total 90.8 percent.
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TABLE I.23
Cumulative Income Distribution of Elderly
Households, Including Cash Income,
In-Kind Benefits and Annuitized Wealth Income— 1979

Cash Income, In-Kind Benefits and
Cash Annuitized Wealth

Income Excluding Inciuding
Onty Medical Benefits  Medical Benefits

Less than $2,500 5.8% 2.9% 2.3%
Less than §5,000 31.9 16.9 17.2
Less than $10,000 62.7 50.8 _ 47.8
Less than $15,000 79.1 71.0 68.7
Less than $25,000 91.7 88.6 87.6

Total . 100.0% 100.0% 100.0%

Source: ICF analysis for EBRI of the March 1980 Current Population Survey data. See
Appendix B for detils.

" This anaiysis attempts to provide a perspective of the cash income potential of personal
assets. In evaluating this information, it should be understood that some ciderly are unabie
or uawilling to convert personal assets into cash.

" »This methodology is also described in Appendix B.

EBRI and the US Department of Health and Human Services have jointly
funded a 1985 CPS update of the 1979 data reported on in these tables.

By mid-1984 all of this analysis will have been updated to reflect
economic security status in May, 1983,
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Defining Retirement Income Objectives

by Vincent M. Tobin, F.S.A.

Group Executive

Buck Consultants, Inc.
Retirement in good health with sufficient resources to meet the needs of the
retiree and family can be & n;ost rewarding time of life. Retirement in poor
health, or with inadequate resburces, can be traumatic and dévastating. As
leaders, as legislators, as employers, we are limited in the actions we can
take to assure good heal;th for retirees. We can be more effective in our
efforts to help provide adequate financial resources to our employees if we

first adopt proper retirement income objectives.

In analyzing the financial resources available to meet the needs of our
retirees frbm an employer's point .of view, we cannot only look at the
traditional three-legged sto§1 of :personal sairings, Social Security, and
private pension; we must also look at medical insurance, including medicare.
Furthermore, since our concern is not only with our retirees, but also with
their dependents, we must consider life insurance and other available death
and survivor benefits. As an employer deciding upon and impleménting a
retirement income policy, we must understand all aspects of the finances
available to retirees in order to best meet our and their retirement income

objectives.

SOURCES OF RETIREMENT INCOME

0f the sources of retirement income, personal savings undoubtedly has the
greatest variation emong individuals -~ even among tvhose working for a single
employer. In recent years, the availability to empioyees of Individual

Retirement Accounts will greatly increase the portion of retirement income
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from this source. (Some analysts consider IRAs as part of the pension 1eé of
the retirement stool. In form it may-be that, but in substance 1 believg it
properly is included in the personal savings leg). IRAs for employees are
too recent to have a significan; impact on the retirement income of current
retirees. However, each year their impact will increase. Certainly, by the
year 2000, IRAs will provide a meaningful portion of many retirees' financial
resources. Nevertheless, many, perhaps most, retiring employees ~ even in the
year 2000 - may not have significant personal savings for retirement. They

will be dependent on Social Security and employer-provided retirement income.

Employees in the private sector, employees of most state and legal
governments, and employees of many non-profit organizations have long been
covered by and eligible for Social Security benefits. New federal employees
will be joining this group. The range in Social Security benefits among
covered employees is less than the range in other sourcés of retirement
income. Nevertheless, Social Security reflects a significant percentage of
salary for the lower paid employee and even provides significant amounts of
after;tax income for the higher paid employee since at least 50% of the

Social Security benefit is tax-free.

To the extent that expenses after retirement are lower, the retiree's income
needs to maintain a given standard of liVing are eased. Put another way:
the absence of commuting costs and other work-related:expenses, lower taxes,
and the. existence of such conditions as medical coﬁérage under Medicare
enable retirees to maintain their pre-retirement standard of 1living at a
level of income below what they were earning when they fetired. On the other

hand, necessities formerly paid for by the employer must now be provided by
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the retiree out of retirement income. This can be particularly significant
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for medical expenses for early retirees - before they are eligible for
Medicare. To the extent that the employers provide medical benefits after
retirement to former employees, the financial strain on their retirement

income can be eased.

.Medical insurance should not be considered a budgetable expense since through
the combination of Medicare and employer-provided medical care, we have
relieved the retiree of the major burden for this item. Nevertheless, some
employees who retire eafly may temporarily have to incur significant medical
expenses if tﬂey lose the employer-provided benefit at retirement yet are not

eligible for Medicare coverage until age 65.

Earlier 1 referred to the refiree and family. This implies that the needs of
the retirees do not end with their death. The financial needs of surviving
spouses and other dependent family members continue after the retiree's deatﬁ
- in some cases with a substantial reduction in income. A sound retirement
income ‘policy takes into account fhe post-retirement death benefits that are
provided. This may include either a single sum death bénefit or a pension

payable to the survivor for life or over an extended period.

From the employer's viewpoint, however, the pension, together;vith Social
Securitf, is the key sfarting point in determining the adequacy of retirement
income fo: employees, Furthermore, the pension 1is 2the. only source of
retirement income provided by the eﬁployer, subject to its control, and
determinable in amount by the employer. A sound pension policy is the key to

establishing appropriate pension goals to best meet the retirement income
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needs of the workforce at a cost level most affordable to the employers. How
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these retirement income objectives are defined, and how they are achieved is

the subject of this paper.

RETIREMENT INCOME
The general objective of a retirement income policy i1is to satisfy the
economic needs of employees after their working career ends and they retire.
Unfortunately, there are no universally accepted objective standards to
determine when the employees' needs are satisfied. ~ Bowever, as 1 will

iscuss, there are techniques that may be helpful.

The retirement income policy of an employer may be described in a number of
ways ranging from general to specific. A policy is typically found in

- the provisions of the current plan, itself,

the historical development of those provisions,

- the granting of pension payments which are supplemental to those
payable from the plan, and

- the granting of increases in pension after retirement to eompensate

for a deficienéy created by inflation.

The sum total of the foregoing provides the extent to which the employee's
pre-retirement income will be replaced by Social Security andvthe pension for
various ages at retirement and the degree to which that ratio will not be

eroded by inflation.

Pension policy indicates the relative importance of various items that are,

or might be considered, in the calculation of a pension benefit.
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In designing a pension benefit policy, the employer must address the

following questions:

Is retirement income going to be provided entirely by a defined
benefit plan, entirely by a defined contribution plan, or by some
combination of both?

Are all periods of service included or does the pension ignore
certain periods such as service before age 25, after age 65, after
30 years of service, etc?

Is the employee's total compensation taken into account or are
items such as overtime and bonuses excluded?

Are benefits based on career earnings or average final pay?

Does the employer pay the full cost of the retirement benefit or is
the employee expected to set aside a part of current income in
order to be eligible for part or all of the retirement plan's
benefits? ‘

Is the plan "integrated with Social Security" or does it provide
the same percentage of pay to all employees with equal service?
Are pensioné "indexed" for inflation during retirement?

Is the pension calculation oriented toward providing substaﬁtial
benefits.upon early retirement or are "full" benefits only payable
upon normal retirement?

Would the amount of normal retirement benefit be considéred modest,
average or high for a long-servicé employee (30 or mo;é years)? a
medium-service employee (20 to 30 years)? a sﬂort-service employee
(less than 20 years)?

What ancillary.benefits are provided?
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The answers to these questions affect the size of the retirement income, its
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 balance between short-service and long-service employees, between normal and.

early retirements, and between higher and lower paid employees,

Type of plan

Defined benefit plans should be the foundation of & sound rétirement inconme
poiicy. They are the only plans that can assure that the retiree receives
the level of periodic income which the employer's retirement income policy
attempts to provide. They are also the only plans that can relate the
retirees' pension to ‘their income 1n the years closest to retirement.
Defined contribution pians can be a valuable supplement to defined benefit
plans but cannot replace thenm. Furthermore, it i1is not clear that the
retiring employee requires a capital accumulation plan to be available at
retirement. Since the topic of defined benefit and defined contribution
plans 1is being addressed by other speakers, I will not discuss it further
here. The rest of the paber, except where noted, basically concerns defined

benefit plans.

Service

Crediting all service from emplo&ment to termination is generally perceived
as the most even-handed approach. Limiting service by not crediting service
before or after a certain age, or limiting the total number of years included
in the pension formula, will favor or penalize certain groups - short;service
- employees, long-service employees, employeés who work aft;r normal retirement
aée. employees who retire early, etc. For the long service employee it

doesn't matter if the formula is 2% a year for & maximum of 25 years or
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1-2/3% a year for 30 years. For the short and medium service employee it

does make a difference in their retirement income.

E#rnings Definition

If the ratio of the employees' pay for pension purposes to their total pay
varies very little from employee to employee, the definition of pay for
pension purposes does not have too much of an effect provided the formula is
adjusted to produce the. appropriate level of retirement income. The

distinction is more important where variations among employees or from year

to year exist.

The pension should, of course, replace earnings that are earned during the
period. Unearned items, such as sick pay or vacation pay that are carried
over from a previous period should not inflate the earnings base and the

¥

resulting retirement income.

Earnings Base

Retirement bengfits based on final pay can be related very closely to income
in the years immediately preceding retirement. Benefits based on career
average earnings cannot be closely related to final earnings without frequent
"updates" throﬁgh plan amendments. However, career earnings ,ﬁlans are
updated periodically in order to reestablish the desired level of retirement
income for currently retiring employees. Final average_earningslare usually
computed over a period of three or five years. Ih some governmental plans,
final one 6r two year periods are used. in private plans periods fewer than
three years normally are not used; they can be deemed to be discriminatory by

the Internal Revenue Service.
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As just indicated, somé employers with career average plans update accr.ued
benefits fr_om time to time to approximately track final average planms, Wh;lle
this technique can partly overcome the deficiency of this type of plan, it
can also produce dichotomies between the pensions of someone who retires just

before an update and someone who retires right after one.

Employee contributions

"With the rapid increase in employeé Social Security contributions
(effectively 6.7% of salary up to $37,800 in 1984 and 7% of some higher
amount in 1985), the number of.retirement plans with ‘mandatory' retirement
contributions is declining, a decline which has been occurring for at least
two decades. The recent increase in thg number of employers that provide
both defined benefit and defined .contribution plans (many of which have
employee contributions) has accelerated the decline in contributory defined

benefit plans.

Initially, defined benefit plans were mostly contributory, partly due to.the
view ﬁhat the employee should share the responsibility for saving for
retirement. The growth in retirement plan coverage after World War 1I1I,
however, resulted in the establishment of many noncontributory plans and a
decline in the popularity of contributory plans. With the increase in the
availability of retirement savings plans (e.g., IRAs) and defined
contribution plans, contributory defined benefit plans have continued to
decline - esvpecially in private industry. The practv.ice is still fairly
widespread in state and local ‘govemmental plans. Now that new federal

employees will, for the first time, be contributing to Social Security, the
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question of the level of their contributions, if any, to their own retirement

plan requires careful study and consideration.

Integration with Social Security

The integration of the retirement pension with Social Security is an issue
not only in determining the benefit formula, but also in determining the
level of contributions. One level for earnings subject to Social Security
can be adopted while & second level (presumably higher) can apply to earnings
above the FICA base. Many benefit professionals, however, believe that the
most desirable approach from a benefit design viewpoint is to directly offset
a percentage of the Social Security benefit against the pension. While more
equitable than the "step-up" approach, the offset approach 1s more

administratively complex,

Adjustment for Inflation

Inflation during the employees' working career can generally be managed by
means of a pension based on average final pay. After retirement, adjustments
for inflation can be made periodically on an ad hoc basis or automatically
through an indexing formula. The ad hoc approach is common in privage plans;
the automatic indexing approach is common in public plans. Although most
adjustments haQe been calculated based on the Consumer Price Index‘(CPI-U or
CPI-W), it is questionable whether the CPI accurately reflects the effect of

inflation on retirees. To date, no index for retirees has been developed.

Early Retirement

The level of early retirement benefits, as compared to the normal retirement

benefit, can act as a strong force encoufaging or discouraging early
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retirement. If the early retirement benefit is the. actuarial equivalent of
the accrued normal retirement benefit, the formula does little to encourage
early retirement. If the benefit is.greater than the actuarial equivalent,
especially when the early retirement benefit is equal to the full accrued
pension,.it can encourage employees to take early retirement. The age (or
age and service combination) at which the full accrued benefit can first be
paid has a significant effect on early retiremenf. It is the earliest age at
which employees perceiQe\that they are not being penalized if they retire

early.

A pension benefit policy should recognize the concept of a "proper"
retirement age such as 62, 65 or 70 and that most employees who "retireA at
age 50 or 55 do not leave the wofk fbrce but seek other full- or part-time
employment. It costs at least twice as much to provide full retirement

income starting at age 55 as starting at age 65.

Level of Benefit

The iséue of the level of retirement income as compared to income jﬁst before
retirement 1s twofold. First, the desirable level of normal retirement
income must be defined. Second, it must be defined in terms of the.
long-service employee, the medium-seryice employee and the short-service

employee. .

Most corporate plans determine the "proper" retirement income level for the
long-service employee and give pro rata benefits ‘to shorter service
employees. Through the use of front-loaded formhlas, other plans give

somewhat more than proportionate benefits to the short-service employee. The
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present Civil Service plan gives less than a proportionate benefit through

the use of a back-loaded formula.

Ancillary Benefits

In addition to providing retirement income, a sound retirement income policy
will address the question of providing other benefits to meet the needs of
fhe retiree, This can include disability income, death benefits after
retirement, and wmedical - insurance in conjunction with Medicare. These
benefits can be. provided as part of the retirement program. Death benefits,
particularly joint and survivor benefits to beneficia:ies of retirees, are
almost always.provided as part of the retirement plan. These benefits are
often highly subsidized by the employer, as is done in the Civil Service
System, but may be paid_for entirely by retirees who elect the benefit
through an actuarial reduction in their pension. Medical benefits and other

¥

forms of death benefits are generally provided as separate benefits.

Replacement Ratio and Benefit Ratio

The various issues discussed above are reflectéd in the retirement benefit
formula. Together with the benefit accrual rate, they define the amount of
retirement income. However, this definition is not sufficient to determine
whether the rétirement income objectives have been attached. - For this,
certain ratios are useful. They are the replacement ratio and the benefit

ratio,
The benefit ratio may be defined as the ratio of the plan benefit to gross

income in the year preceding retirement. It is most useful for comparing

benefits under the pension plans of varioué employers to each other at
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various salary or service levels. However, it is not too useful for

determining whether retirement income objectives are met because it does not

take Social Security and other retirement factors into account.

A better analysis is obtained through the use of replacement ratios, which

may be defined as the ratio of the pension plus Social Secufity to the
employee's spendable income immediately prior to retirement--all on an after

tax basis. This concept is discusséd mo-re fully in the next section.

REPLACEMENT RATIOS
Traditionally .retirement income objectives for total plan benefits plus
primary .Social Security benefits have ranged from 707 to 80% of
pre-retirement salary for lower paid employees and from 50% to 70% of pre-
retirement salary for higher.paid émployees. These benefit objectives would
normally apply for an employee who spends the major part of his career (i.e.,
30 years or more)‘ with an employer. iesser benefit objectives are
appropriate for shorter service employees, particularly in view of the fact
that fetirement plans now have relatively liberal eligibility conditions for
vesting. Thus, many employees who join an employer later in their careers

will have vested benefits from their previoﬁs employer or employers.

Personal savings are not directly taken into account in determining benefit
objectives since employees accumulate varying amounts of personal savings at
retirement and a large percentage of personal savings in this country is

represented by home purchasés.
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In any event, the generally'accepted basic goal for a retirement program is
to providé retirement income from all sources that allows fhe retired
employee to maintain a standard of living that is reasonably consistenﬁ with
hié standard of living before retirement. - In determining the amount of
retirement income that this goal necessitates, it should be recognized that
when employees retire:
- they no 1longer have work-related expenses such as clothing,
commuting costs and meals away from home,
- they probably will be eligible for Medicare upon attaining age 65,
- tax exeﬁptions increase ﬁﬁon attaining age 65 and &8 larger portiop.
of tﬁeir income is taxed at lower rates (at least 50% and in many
cases 100% of the Social Security benefit is tax free)
- the cost of supporting children has probably ceased,
- mortgage payments have probably stopped, and

¥

- l1ife insurance premiums may have been reduced or eliminated.

The cessation of the latter three items, while significant, obviously does
not coincide with retirement. If these costé exist immediately before
retirement. in most cases (other than premium paid up at 65) they will
continue for a time after retirement. On the other hand, if they have ceased
before retiremeht, the employees will have adjusted their standard of living

accordingly.
After retirement employees have three sources of income: -

- their retirement benefit under the employer's retirement program,

- Social Security, and
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the income which can be earned on accumulated personal savings or

through the liquidation of a portion of personal savings.

A useful measure of the adequacy of this income is the replacement ratio.

The term replacement ratio applies to the percentage that retirement income

provided by a retirement plan and by Social Security is of an employee's

income immediately prior to retirement on an after-tax spendable income

basis.

Pre-retirement. spendable income

Pre-retirement spendable income may be defined as gross earnings less the

following:

Federal and state incomé taxes
Social Security tax
Work-related expenses

Life insuraﬁce costs

Medical insurance costs.

Post-retirement spendable income

Post-retirement spendable income may be defined as the

Pension from the employer's plan, plus

Social Security benefits, less
 Federal and state income taxes, less

- Medicare premiums.
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As an example -~

Employee earns = $25,000

Company pension - § 8,000

Page 15

Bowever - Income taxes on the pension might be $100 and as much as $2,500 on

the $25,000 in wages. Since total retirement income is less than $25,000,

there would be no income tax on the Social Security benefit.

Adding - Social Security Benefit - § 8,000

Social Security Taxes

Commuting Costs

We get the following:

Take home pay

Spendable Retirement Income

Replacement Ratio = $15,900

- $

$25,
-2,

¥

-1,

§20,

$ 8,

+8,

§15,

$20,100 = 797
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-51,

675

725

000
500

675

7125

100

000
000

100

900

(wagés)
(taxes)
(Soc. Sec.)

(commuting)

(company pension)
(Soc. Sec.)

(taxes)

A pretty good plan!




v
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In this example we have used only the primary Social Security benefit. 1If
the retiree has a spouse, the Social Security pension will be 50Z bigger, and

the replacement ratio vould be over 100%.

The quesfion of whether to include fhe spouse's Social Security in the‘
calculation is a philosophical one which has to be addressed in the
employer's retirement policy. Certainly the spouée's Social Security benefit
is part of the total retirement income of the couple. To ignore it is to

understate the total retirement income of the couple.

On the other.hand, employees receive the same pension from the employer
whether they are single Qr married. If the spouse's Social Security benéfit
is taken into account, the pension plan that is adequate for married
employees will be inadequate for single employees. The employer's retirement
income objectives should try to balance the needs of single and married

employeeé on this issue.

CONCLUSION
The goal of a retirement income policy is to meet the retirement income needs
of the workforce at a cost level most affordable to the employer. There are
many issues to be decided regarding service, compensation, age at retirement,
integration with Social Security, etc. The'calculation of the replacement
ratio based on the retirement benefit as defined by the answers to the stated
issues is the best measure of how well the eﬁploye?‘s retirement incpme

i

‘objectives have been met.
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DEFINED BENEFIT PLANS*

Paper Presented by Dan M. McGill
before the Policy Forum
of the Senate Governmental Affairs Committee
December 13, 1983

Other participants in this educational forum are address-
ing the setting of retirement income objectives and ihe sources
of income that may be available to meet those objectives. It
is generally agreed that retirement income objectives for any
group of employees should bé set at a level sufficient to per-
mit a retired person and spouse to enjoy a standard of living
throughout retirement roughly equivalent to that which they
enjoyed during the years immediately prior to retirement. Gen-
erally ‘speaking, retirement income from all sources in the
range of 50 to 75 percent of gross compensation at time of re-
‘tirement, dependent upon the level of earnings, will enéble a
retired individual to enjoy a post-retirement standard of living
reasonably comparable to his or her»preretirement standard of
living. The percentage of préretirement income needed declines
as gross earnings increase, primarily because of tax effects.

It would appear that throughout the foreseeable future,
the primary sources of retirement incbme for the bulk of the
populace will be Social Security and employer-sponsored pension
ﬁlans. In undertaking to meet some of its employees' old-ageA

financial security needs, an emplover has the broad choice of

*Portions of this paper have béen édapted from materials that
I prepared for Winklevoss and McGill, Public Pension Plans, pub-
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promising a set of retirement benefits, subject to specified
conditions, or promising to set aside funds for the employees
on a stipulated basis, with the intent that the balance in an
employee's account at time of retirement be sufficient to
provide the targeted level of income. The latter approach is

described as a defined contribution plan and the former as a

defined benefit plan. Defined contribution plans predominate

in number but defined benefit plans account for the buik of
coverage and pension assets.

The remainder of this paper is concerned with the benefit
design and funding of defined benefityplans.

A. Benefit Design

The core of a defined benefit plan is a benefit formula
that over time and under a given set of circumstances determines
the amount of benefits that a plén participant will receive at
retirement.‘ Broadly conceived, a benefit formula is composed
of three elements: (1) a description of the basis for determin-
ing annual benefit accruals, (2) a statement of the conditions
under which the benefits will be payable, and (3) a stiéulation
of the form in which the benefits will be payable. Stated dif-
ferently, the benefit accrual for a given year,of credited

service must be defined in terms of the dollar amount

of the annual benefit accrual, the age of the

participant at which the aggregated benefits will become pay-

able in full, and the annuity form in whicl the benefits will

be paid unless an alternate form of payment is elected by the

participant.
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Amount of Benefits

All defined benefit plans explicitly or implicitly assign
a unit of benefit to each year of recognized service with the
employer. The unit of benefit may be expressed as a percentage
of compensation, as defined -- the tsual'procedure under a plan
for salaried employees -- or as a specific dollar amount, a
type of formula associated with a collectively bargained plan
for hourly employees.

Under an earnings-related formula, the unit of benefit
credited for any particular year of employment may be based
upon the participant's compensation for that year or upon the
participant's average compensation during a specified period,
such as three, five, or ten years prior to retirement. The

first type of formula is called a career average formula, while

the second is referred to as a final average formula. A common

modification of the final average approach is to base the ben-
efit on a specified period of consecutive years of highest aver-
age compensation, whether or not the period fell immediately be-
fore retirement.

The prihcipal appeal of the final average formula is that
it automatically provides benefits appropriatély related to the
participant's compensation during the years close to retirement.
In other words, it protects the accruing benefits against loss
of purchasing power because of inflation. This is a result
normally desired by both the plan sponsor and the plan partici-

pant, but it creates uncertainty for the sponsor as to the
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financial magnitude of its undertaking. The cost is reasonably
predictable as a percentage of covered payroll, a more logical
measure of cost than dollar outlay.

The dollar value of a career average benefit accrual is
known at all times but its future purchasing power is not known
nor predictable with any precision. 1In a period of steady and
substantial inflatioﬁ, the purchasing power of career average
benefits can be seriously eroded. For example, if there was
a constant 6 percent inflation rate during the entire period
of service of a participant who entered the plan at age 25,
the benefit produced at age 65 by a career average formula would
have only 29 percent of the purchasing power of the benefit pro-
duced by a 5-year final average formula. For a 30-year partic-
ipant, the career average benefit would still be only 43 percent
of the final five benefit, assuming salaries reflect inflation
in full. To counteract this erosion, the sponsor of a career
average plah may amend the plan from time to time to restate
the accrued benefits in terms of current compensation. If done
frequently enough, this bractice will protect accrued benefits
reasonably well -- without an advance commitment from‘ﬁhe spon-
sor -- but it can generate substantial unfuhded liabilities..

As noted abpve, many collectively bargaiﬁed plans express
the benefit accrual as X dollars of monthly income per year of
credited service. This is an acceptable approach in industries
where the range of hourly wage rates is relatively narrow. The

current monthly benefit in many industries is $15 or more‘for each
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year of credited service. The benefit is generally renegotiated
every three years and made retroactive to all prior years of
credited service to preserve the purchasing power of the accrued
benefits.

Most defined benefit plans grant benefit credit for some
or all years of service prior to establishment of the plan. This
is necessary in order to provide an adequate\retirementvbenefit
to those with many years of service and possibly even approach-
ing retirement. Indeed, this is the genius of the defined ben-

- efit plan. It is a way to provide adeguate pensions to all
employées irrespective of their ages or years of service at in-
ception of the plan. It results in an effective allocation of
employer pension contributions that favors older and longer
servicé employees. In the proéess, substantial supplemental
liabilities are created, the amortization of which may extend

~over 30 years. This resource allocation capability of .a defined
benefit is not needed, it may be observed, for a group of newly
hired employees.

In determining the benefit structure of a defined benefit
plan, the plan sponsor (and collective bargaining representatives,
if any).will usually take cognizance of the benefits available
under Social Security. This recognition is described as integra-
_Eigg of the plan with Social Security. 1If provision is made

in the plan for a modification of the plan benéfits to recog-.

nize Social Security benefits, the plan is said to be explicitly
integrated. If the plan benefits are initially set at a lower

level than they would be in the absence of Social Security, the
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plan is said to be implicitly integrated. Implicit integration

is feasible only for plans covering groups with relatively flat
wage rates. Integration is carried out in recognition of the
fact that Social Security benefits favor lower incbme workers
and operate to reduce the need for plan benefits, as a percent-
age of compensation. Full integration is a significant _source
of cost-saving for the plan sponsor.

Retirement Age

The age at which a participant is permitted to retire withA
full, unreduced benefits is an essential component of the ben-
efit formulation and is a prime determinant of the cost of the
plan. This is identified as the normal retirement age. Most
plans permit participants to retire over a range of ages, such

as from age 55 to 70, usually with some adjustments to the normal

retirement benefit. Thus, there may be earlv, normal, and de-

ferred retirement.

Normal'Retirement Age. At one time a simple notion, ﬁormal
retirement age»ﬁas become an elusive concept in many pension
plans. In its most elemental form, the normal retirement age
is the earliest age at which eligible participants are'permitted
to retire with full behefits. A more precise definition is
provided in Section 2.08 of Revenue Ruling 71-446: "Normal re-
tirement age is the lowest age specified in a plaﬁ at which the
employee has the right to retire without the consent of the
employer and receive retirement benefits based én service to

date of retirement at the full rate for such service set forth

Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3




O
Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

in the plan" (i.e., without actuarial or similar reduction be-
cause of retirement before some later specified date).

In the private sector, the most common single age specified
as the normal retirement age is 65. Under ERISA, the normal re-.
tirement age cannot be higher than 65 or, if later, the age at
which the employee ccmpletés ten years of service. It is cus-
tomary to reqguire a minimum of five or ten years of credited
service for entitlement tc benefits at normal retirement age.
Beccuse of a general desire on the part of employees to enter
on their pensions at ever younger ages, pressure from youngef
employees to remove older workers from the labor force, and the
desire of management to ease employees who have lost their
effectiveness from the payroll, the simple concept of a single,
designated normal retirement age has been supplanted in many
pPlans and many sectors of the economy by provisions that permit
emplcyees under -defined circumstances to qualify for full accru-
ed benefits at ages lower than that specified as the normal re-
tirement age. For example, full unreduced benefits for service
accrued to date may be made available at age 60 with 20 years
of service or at age 55 withv30 years of service. Under these
arrangements, it would have to be concluded fhat there are multi-
ple normal retirement ages, depending upon the related service
-reguired and the employee's age of entry into the plan.

In practice the choice of the normal refirement age must
be made in the light of cost, personnel policy, and public wel-
fare considerations.- In terms of pension costs the normal re-

tirement age is one of the most critical features of plan design.
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As the plan's normal retirement age is decreased, there is an
associated increase not only in the proportion of employees who
will survive in active service to reach retirement but also in
the average number of years over which each pensioner will re-
ceive benefits. The effect of these changes on plan costs is
indicated in Table l.‘ The table shows the multiple of the level
annual percentage of salary needed to fund members' retirement
at age 65 that would be required to fund retirement at various
other ages.  For a member entering the plan at age 35, the
annual percentage of the employee's salary required to fund re-
tirement age age 55 is more than twice that required to fund
retirement at age 65. This is true even though the member will
have accumulated fewer benefit accruals at the earlier age.
Table 1 also shows that the felative cost of retiring emplovees
at different ages is not overly sensitive to the entry ages of

the employees.

. Table 1
Senshivity of the Cost of Retirement Benefits to the
Normal Retirement Age

Leve! annual percentage of salary re.
Quired to fund retirement benefits
Normal- commentcing at various ages, as a
Retirement | multiple of the age 65 value.*
Age Entry Age

S 3% 45
50 28 2.6 2.5
55 22 21 2.0
60 1.6 1.5 1.5
62 13 13 1.3
65 1.0 1.0 1.0
70 05 0S8 0.6

® Values based on the implicitly integrated prototype plan.
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Another way to view the cost impact of the normal retire-

ment age is to compute benefit accrual eguivalencies among var-

ious retirement ages. This has been done in Table 2. For the

purpose of constructing the second column of the table, it is

assumed that a plan initially provides for an annual benefit

accrual of 1.5 percent of final three-year average salary pay-

able at age 65 in the form of a single life annuity.

The column

shows the benefit accruals that would generate an egual cost

to the employer if the benefit were to commence at any age from

64 down to 50. The third column shows the benefit accrual for

normal retirement age age 65 which would cost the employer the

same amount as an accrual rate of 1.5 percent of final three-

year average salary if the benefit were to commence at the

earlier ages shown.

Table 2 .

Comparative Benefit Accrual Rates for‘Variom Male Normal Retirement Ages®

Accrual rates up to various
normal retirement ages that

Accrual rates up to age €5 that
generate the same costs as

Normal generate the same costs as an accrual rate of 1.5 percent
Retirement an accrual rate of 1.5 percent up to various other normal
Age up to age 65 retirement ages
65 1.50% 1.50%
64 1.46 1.54
63 142" 1.58
62 139 1.62
61 1.36 1.66
60 1.32 1.70
59 1.30 1.74
58 1.27 1.
57 1.25 1.81
56 1.22 1.84
55 1.20 1.87
54 1.18 1.90
53 1.16 1.93
52 1.15 1.96
51 1.13 1.99
50 1.12 2.02

* Values based on 1971 Group Annuity Table with 7 percent interest.
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The table indicates that a benefit of 1.5 percent per year
of service payable from age 65 costs the same amount as an
accrual of 1.32 percent payable at age 60 and 1.20 percent pay-
able at 55. Conversely, a benefit of 1.5 percent per year of
service payable from age 55 costs as much as an accrual of 1.87
percent payable from age 65. A benefit of 1.5 percent payable
at age 60 would be equivalent to an accrual of 1.70 percent
payable from 65. Thus, it may be observed that benefit accrual
rates that seem perfectly defensible when payable at a parﬁicu-
lar retirement age are seen to be excessive from a cost stand-
point when viewed in the context of a normal retirement age that
has tended to become the norm for plans in the private sector --
and may have to become the norm for public plans.

With respect to the pension plan's function as an instrument
of personnel policy, the normal retirement age is a statement of
the employer's‘desires concerning the tihing of employee retire-
ment. If the employer wants employees to retire at relatively
young ages, then this should be encouraged by incorporating a
low normal rétirement age in the pension plan or by proﬁiding
very generous retirement privileges prior to normal retirement.
If the employer wants the employees to remain on the ﬁob as
long as they are effective, then the normal retirement age.should
be pushed back and attractive deferred retirement provisions
should be provided. The normal retirement age need not be view-
ed as tbe mandatory retirement age. |

The normal retirement age should not be set in the absence
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of economic and societal .considerations. From a purely ecoﬂomic
standpoint employees in both the public and private sectors
should continue in active employment as long as their mental
and physical powers permit. Society as a whole would benefit
from the increased flow of economic goods and services from pro-
longed employment, and the physical and psychological well-being
of many individuals would be enhanced by a continuation of mean-
ingful economic activity.. Of course, if the economy is not ex-
peéted to generate enough jobs to provide employment for all
present and future members of the labor force, a lower retire-
ment age might be needed to remove the older workers from tﬁe
labor force and permit their places to be taken by persons just
entering the labor market. It could also be argued that society
might prefer more leisure time to pursue recreational, cultural,
gnd other noneconomic interests, even if it means a lowering
of fheir financial standard of living. In other words, society
might logically sanction an institutional arrangement under
which members of the labor force would be afforded the opportun-
ity to spend many years in full-time noneconomic pursuits at
the end of a moderately long service career. Such a societal
judgment would obviously involve a»balancing.qf economic and
noneconomic considerations.

Unfortunately, there is no body of economic, political, or
&social theory that points.unequivocally to thé Optimﬁm normal
retirement age from a societal standpoint. Most business firms

chose age 65 because of the precedent set by the Social Security
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Act in 1935. Today, life expectancy is much longer, general
health is improved through medical advances, and technology
has reduced the physical demands of most jobs. These factors
alone argue for a higher retirement age than that which has
been institutionalized in this country.

An even strOnger‘argument for a later retirement age is
found in the changing demography of this country. The drastic
decline in fertility rates that has occurred over the last
decade and seems likely to be sustained throughout the immediate
future will ultimately produce a situation in which a shrink-
ing labor force must support an expanding retired population.
It has been predicted that if the fertility rates remain at
their present level until the year 2010, when the individuals
born in the "baby boom" of the late 1940s begin to reach re-
tirement, there will be one Social Security béneficiafy (includ-
ing children and other secondary benefit recipients as well as
retired persons) for every two persons in the active labor
force. This wbuld put a tremendous strain on the available
goods and services unless an unprecedented increase in produc-
tivity were to occur‘in thé meantime. While these ecqhomic and
demographic forces do not argue for an immediate raiéing of
the normal retirement age in all existing peﬁsion plans, they
do argﬁe for a halt to the trend toward ever lower retirement

ages and a move towards higher retirement ages.
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Early Retirement. 1In order to further utilize the pensipn

plan as an instrument of personnel policy, an employer may
choose to permit employees to retire with reduced benefits at
ages prior té the normal retirement age. A plan permitting
normal retirement atr age 60, for example, might provide for
retirement with reduced benefits at age 55 if the employee haé
accumulated ten years of creditable service.

The early retirement benefit is generally calculated.as a
percentage of the.accrued'portion of the benefit that would
have been paid at the normal retirement date. Some plans pro-
vide for a stipulated percentage discount for each month by
whiéh actual retirement precedes the normal retirement date.
Typical discounts are one half of one percent per month (6 per-
cent per year) or 1/180 per month (6 2/3 percent per year). On
‘the other hand the discount factors may depend on the interest
.and'mortality assumptions that the actuary uses to value the
plan costs and liabilities, in which case the reduction is said
to be actuarial.

An arbitrary scale of reduction factors, particularly the
one half of one percent reduction per.month, is easier to ex-
plain to participants than the full actuarial reduction. It
is ffequently designed to encourage early reﬁirement, being
coordinated with the overall personnel‘policy of the employer.
.The general practice of using early retirement faétors more
favorable to the employee than the full actuarial reduction

is referred to as subsidized early retirement.
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The cost to the employer of an early retirement program is
‘not easily ascertainable since it depends on several factors
which have offgetting characteristics. Moreover, some of
tﬁese factors are dependent on tﬁe age and sex mix of the plan
and the other provisions of the plan. 1In the first place there
is the age at which benefits commence. The cost of a specified
monthly income beginning at age 65 is significantly'less than |
the cost of the same benefit payable from age 60. On the other
hand an employee who retireé early gives up future creditable
service as well as future salary increases; therefore, the
employee's full benefit (i.e., before reduction on account of
early retirement) will be appreciably less than if taken at
the normal retirement date. 'Then there is the consideration
of the precise reduction factors that are applied to the accrued
benefits and the amount of retirement income subsidy which the
employer is willing to support. Also'thgre is the question of
possible benefit increases based on cost-of-living indices that
may enhance the value of the earlier income stream. Thére is
one final factor, the impact of which cannot be ascertained
from the pénsion plan balance sheet. I1f employees a?e encour-
aged to retire at earlier ages, there is an associa;éd cost of
payroll for new entrants to the plan. While‘it is true that
the embloyer saves the cost of the payroll;for the persons who
retired, it may be thét younger employees must be promoted at
a faster rate, thereby minimizing and possibly negating poten-

tial payroll savingé.
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Deferred Retirement. Participants in & pension plan may

want to continue in service beyond the normal retirement

age in order to earn additional benefit credits, to enlarge
the salary base to which the benefit formula will apply, to
spread the liguidation of the accumulated assets of a money'
purchase plan over a shorter period of years (and thus increase
the amount of the periodic payments), or to enjoy the contin-
uation of their salary. There may also be nonfinancial reasons
for wanting to continue on the job.

Prior to the 1978 Amendments to the Age Discrimination in
Employment Act, corporate pension plans generally stipulated
that a participant could continue in service beyond normal
retirement date only .with the consent of the employer and then
only to the mandatory retirement age, which might be age 68 or
70. Practice varied as to whether an individual permitted to
Eontinue in employment would receive benefit credits for the
additional years of service and would have the benefit base
adjusted for salary increases. The retirementvsystems of pub-
lic bodies tended to permit participants to remain in service
beyond the normal retirement age without the employer's con-
sent, up to a specified mandatory retirementiage, such as 76.
Benefits for the additional years of service accrued in the
normal manner, and saiary increases were recognized for bene-

fit compensation purposes. |
| The 1978 Amendments to the Age Discrimination in Employment

Act (ADEA) made it unlawful for an employee benefit plan or
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seniority system of a private sector employer or a state or
local government entity to require or permit the involuntary
retirement of an employee prior to age 70. The law does not
requife the plan sponsor to credit benefits for service beyond
normal retirement age, to recognize salary>incfeases for ben-
efit computation purposes, or to make contributions under a
defined benefit or defined contribution plan on behalf of
employees who continue in service beyond normal retirement
age. Nor does the Act require an actuarial adjustment in the.
employee's benefits to reflect his actual age at retirement.
There is a wide range of'opinion as to what benefit an
employee who delays retirement beyond normal retirement age
should receive upon actual retirement, and practiceé current-
ly reflect this diversity of opinion. At one extreme is the
view that the employee should receive»precisely the same dollar
benefit that the employee would have been entitled to had he
retired on the normal date. The basic argument in favor of
this position'is'that the plan promised a benefit payable from
a specified déie, which the employee could have received by
retiring on that date without the consent of the'empléyer. By
continuing to work, the employee enjoyed the economi¢ benefits
of a full salary, which would typically be much largér than a
pension. Having enjoyed that advantage with‘the approval of
the employer, the employee has no right to claim a higher pen-
sion upon eventual retirement. Under this appfoach, delayed

retirement reduces the employer's cost by the benefits that
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would have been paid had the participant retired ét the normal
retiremeﬁt age, and the employer incurs no cost for pension
accruals in respect of the‘participant after the normal re-
tirement age. This practice is permissible under ERISA and
the amended ADEA.

At the other extreme is the view that the enployee should
upon actual retiremeht receive benefits that are the actuarial
equivalent of those that would have been payable at the normal
retirement date, adjusted'for any increase in the salary base
and augmented by additional benefit credits at the regular
rate.  This approach offers a sfrong inducement for employees
to continue in service beyond the normal retirement date.

Between these extrémes a number of intermediate positions
may bé found. Table 3 displays the impact of several of these
intermediate deferred retirement policies on the amount of
monthly benefit receivable at ages after the normal retirement
age (i.e., age 65). The first column of the table shows the
impact of allowing the deferred benefit to be based on the up-
dated final average salary of the retiring employee. The in-
crease in the retirement benefit is seen to be 5 percent per
year, which is the assumed rate of increase in salaries at the
older ages. The next column indicates the impact‘of adjusting
.the retiring employee's benefits for only the benefit accruals

earned subsequent to the normal retirement daﬁe. Since it is
"assumed that the retiring employee entered the plan at age 30,

by retiring at age 68, for example, he would have accrued 38
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Table 3
Effect of Deferred Retirement Provisions on Retirement Income
Recelvable
Retirement benelit payable as 8 percentage of benefit
payable at age 65°
Deterred .
Retirement Update Allgw Provide Adjust
g Additions! . for Salary,
Age Final Accrued Actuarisl Service
Average Benefits Equiveience and )
Salary Only Only Only Equivalence
65 1009, 1009, 100% 100%
66 105 103 114 123
67 " 110 106 129 151
68 116 109 148 186
69 122 111 169 229
70 128 114 195 285

® Table is based on implicitly integrated prototype plan.
. Asumptions: Age 3 entrant.
' Salaries increase at § percent per year plus merit.
Benchit is straight life annuity increasing by 4 percent per annum.

instead of 35 years of se:vice, but this additional accrual
would be applied to the final average salary as of the normal
retirement date. The third column exhibits the effect of pro-
viding the actuarial egquivalent of a benefit which could have
been received at age 65. Under this policy, the cost to the
employer is independent of the retirement age. The benefit
amount is increased primarily because of the shortened payout
period but is also dependént on the interest and mortality
assumptions used by the actuary to value the plan liaﬁilities.
Note that the benefit‘amount is not affected by an increase
in the final average salary, nor by,additional earnéd credit-
able service of the employee. The table shows that this defer-
red retirement policy provides a strong.inducement to the employ-

ee to remain in employment after the normal retirement date.
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Finally,Athe last column reveals the impact on retire-
ment benefits of an extreme deferred retirement policy pro-
viding credit to the employee for additional service, an
increased salary base, and the reduced payout period. The
impact is 50 great that the proportion of preretirement earn-
ings provided in deferred retirement would probably be sub-
stantially in excess of any logical targets. 1In any event
the employer's attitude toward the delayed retirement pro-
vision may be influenced not only by philosophical and actu-
arial considerations, but also by personnel policy; that is{
whether the employer wants to encourage or discourage the
employees to continue in employment beyqnd the normal retire-

ment date.

Normal Annuity Form. As noted -earlier, the benefits

under a pension plan are established and their associated costs
calculated on the premise that the benefit payments will con-
form to a particular pattern. This pattern is known as the

normal annuity form, even though the plan may be funded through

a trust and the benefits paid directly from the trust fund
rather than in the form of insurance coﬁpany annuities. The
normal annuity form specified in most noncont;ibutory plans
is the straight life annuity, which provides monthly payments
.'to a single, designatéd individual (the employee in a pension
plan), for as long as the emplovee lives, with no payments to
che estate of the deceased or any other person. Contributory

plans usually adoptAa modified cash refund annuity. This form
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promises that should the employee die before receiving retire-
ment benefits equal to the accumulated value at retirement of
contributions, the difference between the benefits paid and
the accumulated contributions will be refunded in a lump sum
to the estate or to a designated beneficiary. ‘Some_contribu-
tory plans prescribe‘a life annuity with payments guaranteed
for five or ten years, either form of which will generally
ensure the return of the employee's accumulated contributions.
Pension plans have traditionaliy given the participant the
option of eleciing, either before or at retirement and at .
his own expense, an annuity form different from that prescrib-
ed in the plan document. The range of options has differed,
some plans offering a wide choice and others being rather
restrictive, but it has been customary to offer some form of
joint and survivor annuity in order that the participant might

assure his spouse of a life income in some amount. One type

of joint and survivor annuity provides for an initial benefit
amount to be péid while the pensidner and spouse are bofh
living and an ultimate amount (usually less than the initial
amount) to be paid after either recipient dies. A se¢ond type
of annuity provides that the initial amount will be ?aid as
long as the plan member is living and that the ultimate amount
will be'paid only if the spouse of the member is the only

living recipient. This form is called a joint and contingent

survivor annuity.
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In response to increasing concerr over the general faii-
ure of plan participants to elect voluntarily a joint and
survivor annuity for the protection of their spouses, Congress
ordained through ERISA that all qualified pension plans must
provide that retirement benefits payable tb an employee married
to a current spouse\for at least one year will be automatical-
ly paid in the form of a qualified joint and survivor annﬁity
form unless the participant elects otherwise. A qualified form
is a joint and survivor éontingent annuity that provides in-
come to the surviving spouse in an amount equal to at least
one half of the income payable during the time that the employ-
ee and spouse are both alive.

In the absence of a provision to the contrary, the spouse
would lose her interest in the joint and survivor annuity if
the participant were to die before fetirement. This is con-
'sidéred to be a particularly inequitable consegquence if the
participant dies :.after becoming eligible for early retirement
but before entering on the joint and survivor annuity. ERISA
now requires that a participant be permitted to make an election
that would have the effect of providing joint and survivor
annuity benefits to the spousé if the participant dies after
eligibility for early retirement (withih ten years of normal
- retirement) but before actual retirement. Legislation current-
~ly before Congress would extend this protection to all vested
benefits and provide a surviving spouse with one-half of the

participant's vested benefits if he should die before retirement.
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The financial significance of providing normal annuity
forms other than a straight life annuity can be appreciated
by reference to Table 4. For various ages at retirement, the
table displays the cost of the alternative forms as a per-
centage of the cost of the straight life annuity. The least
costly alternative annuity form is seen to be the five-year
certain annuity which guarantees payment for five years. This
is because about 90 pefcent of the annuitants who retire at
age 65 will survive the five-year period, thereby rendering
the guarantee of little value. The additional cost of the ten-
year certain annuity, on the other hand, is seen to be sensi-
tive to the retirement age. 1t is not unlikely that the guar-
antee will serve to extend the payment period for the older
retirees. The cost of the modified cash refund annuity is
based on the assumption that employee contributions of 5 percent
of salary have been paid from age 30 and have been credited
with 7 percent interest per annum. Under these assumptions the

accumulated contributions are fully paid out after a period of

Table 4
Cost of Various Annuity Forms as a Percentage of the Cost of » Stnrizht Lm
Annuity* .
Retirement Age
_ Annulty
Form 5 60 6 - ) 0
Straight Life 1009, 100% 100% 100% 100%,
Five-Year Certain 101 101 101 102 104
Ten-Year Certain 3102 104 106 108 116
Modified Cash Refund 101 102 102 103 108
Joint and One-Half Survivor 112 114 115 ] 117 119
Joint and One-Half Contingent :
Burvivor 116 119 121 123 17
Joint and Full Survivor 133 139 142 146 153

Anumpnuns Employee contributions made from age 30 at § percent of mlary, eredited with
7 percent intevest per annum.
Pemioner i male with spouse 3 years younger.
Annual payment increases by 4 percent per annum.
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between five and ten years, so that the cost of this form lies
between the costs of the 5-year and 10-year certain annuities.

The additional costs of three types of jointvand survivor
annuity forms are displayéd in the table. As should be expect-
gd, the cost of reducing the benefit to one half the initial
amount when either recipient dies (joint and one-half survivor)
is less than the cost of reducing the benefit amount only when
the spouse of the plan member dies (joint and one-half con-
tingent survivor). The most costly of the annuity forms shown
in Table 4‘is the joint and full survivor which provides for
the iﬁitial benefit amount to be continued as long as either
spouse is living.

A perennial issue in plan design is whether a participant
upon ieaching-retirement should be permittéd to take the actu-
arial value of retirement benefit in the form of a lump sum
‘rather than in monthly payments spread over remaining lifetime.

Justification for the cash option is generally couched in
terms of flexibility of financial planning. It is argued that
some employees have a more urgent need for a lump sum rather
than for a life income. They may need the money for medical
treétﬁent or to buy a retirement home. Some may want to in-
vest in a business of their own. Others may feel that they can
invest their share of the plan assets more profitably than the

investment manager or in a way that will provide more protec-
‘vtion against inflation. 1In some cases, the pension benefit

may be too small to justify installment payments, whil in others
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it may be so0 large that the participant should be permitted
to draw down some of it in a lump sum. Under some plans, the
cash option may have been the only way that an employee in
poor health could preserve his pension for the protection of
a spouse or other dependents. 1In the final analysis the
employer must decide whether the pension plan is to be re-

- garded as a general savings program with all the flexibility
that one would want in such a program or as an instrument of
business and social policy designed to ensure a dependable
source of income throughout the remaining lifetime of retired
workers.

The cash option and all annuity options involve the con-
cept of actuarial equivalence. That is, any optional form of
benefit payment must have the same actuarial value as the nor-=
mal retirement benefit and any other optional benefit. 1In-
asmuch as the concept of actuarial equivalence can be rather
imprecise or "flexible" in application, the Internal Revenue
Service has decreed that beginning January 1, 1984 all plans
must either specify the specific adjustment factors that will
be applied in optional benefit settlements or the actﬁarial
assumptions (mainly mortality and intefest) that will be used.
This is in implementation of the requirement'that benefits be
*definitely determinable.” The ruling was primarily designed
to prevent abuses in the use of "market" rates of interest in

calculating the cash out or lump sum value of accrued benefits.

Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3




Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

- 25 =

The IRS ruling does not bar the use of current interest rates

but if they are to be used, they must be determined in accord-

ance with_an objective standard articulated in the plan.

Cost-of-Living Adjustments

I1f one subscribes to the notion that at point of retire-

ment an individual shouid have a flow of income sufficient to

sustain his or her preretirement standard of living, it is

difficult to argue against the logic of protecting the purchas-

ing power of that income during the individual's retirement

years. The erosive impact of inflation on the purchasing

power of any flow of income is all too familiar to this gener-

ation but Table 5 provides perspective in terms of pension

benefits.

Table 5

Purchasing Power of Benefits
Time Periods as a Percenta

Environment

under Selected Rates
ge of Purchasing Powe

of Infistion and sfter
rina Non!nﬂatbmry

Seloctag

Time Period

infiation Rate (percent)

2

4

—
s

5 years
10 yeans
15 years
20 years
25 years
30 years

1009,

100
100
100

100

919
&

74
€7
61
55

829,
68

56
46
38
31

759
56
@

31

2
17

68,
46
32
21
15
10

Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3




Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

- 26 -

The table shows, for e#ample, that with a steady 6 percent
rate of inflation, a stream of pension income will lose a fourth
of its purchasing power Qithin five years and almost half by
the end of ten years. Within fifteen years after retirement
-- the approximate life expectancy of a male aged sixty-five --
the purchasing power of an individual's pension benefits will
be only 42 percent of its initial value. Naturally, the ero-
sion of purchasing power is less with lower levels of inflation.

The same type of erosion occurs with respect to the vested
benefits of terminated participants, since typically the de-
ferred benefits of such persons are frozen at their preterm-
ination level. The loss of purchasing power is a function of
the elapsed time between termination and retirement and the

rate of inflation. This may be seen in Table 6.

Table 6
Loss of income Attributable to Nonindexed Vested
Deferred Benefits

Number of Vested
Annus! Benefit initia! Monthly income
Accrusis Esrned Recelved as & Percent-
age of income Avallable
First Second from Sole Pension Pian®
Plan Plan
o . 1) : 100%
5 30 : 88
10 25 78
15 20 70
20 15 68 -
25 10 ’ 70
30 5 81

® Employee is assumed to enter second plap immediately wpon
withdrawal from st plan. Salary is asumed o increase by 5 per.
cent plus merit per year, Both plans are assumed to bave identical
benefit structures, including full vesting of accruals after five years -
of crediable service.
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This table assumes that a particular individual earns
benefit credits in two successive pension plans having iden-
tical benefit structures, the benefits in the earlier plan
being vested. 1If an individual accumulated ten years of pen-
sion credits in the first plan and twenty-five in the second,
the combined benefits of the two plans at retirement will
amount to only 78 percent of the benefits payable if all the
service had been in the same plan, assuming that salaries in-
crease by 5 percept plus merit each year. 1If the person had
had twenty years of service in the first plan and fifteen in
the sﬁccessor plan, the combined benefit would be only 68 per-
cent of the amount that would have been paid if all service
had been in one plan.

Eﬁployers are not psychologically attuned to indexing or
adjusting the benefits of individuals who havé left their employ,
‘presumably in search of greater economic opportunities. Never- |
theless, it is interesting to note that on the basis of typical
experience and S percent sustained inflation, the vested ben-
efits of a plan could be fully indexed at an additional plan
cost of 10.8 percent. |

Itvis expensive to index or otherwise adjust the benefits
of retired persons to protect their purchasing power. At a
:5 percent level of inflation, full indexing of benefits of re-~

tired persons would increase the level perceniage of payroll
~'cost of a plan by about 54 percent. Annual adjustments of 10 -

percent would more than double the long-run cost of the plan.
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Decisions concerning indexing depend importantly on judgments
~about the allocation of economic resources between the work-
ing and non-working elemehts of the adult population. This
issue has both economic and ethical implications, not to
méntion the political. If indexing is to be undertaken, a
choice must be made as between wage and price indexing, as
well as among the vérious indexes that are available or could
be constructed.
B. Funding

I1f a pension plan promises a set of determinable benefits
-- as a defined benefit plan does -- the sponsor assumes re-
sponsibility for accumulating enough plan assets to pay the
promised benefits. The cost.of a set of benefits can be de-
termined only in retrospect, so the funding policy of the plan
sponsor must be based on the best estimates of future costs
that can be provided through actuarial»assumptions and tech-
nigues. | |

The plan pa£ticipants may be asked to bear a portion of
the plan costs through mandatory contributions, especially in
the public sector, but the sponsor -- i.e., the business enter-
prise or employing agency -- has the ultimate responéibility
of assuring asset adequacy. Conseguently, the plan‘sponsor
usually sets the investment policy of the plan and is credited
with any investment earnings in excess of those assumed to be
earned in the actuarial cost projéctions. By'the same token,
the sponsor must make up any déficiency in investment earnings

as compared to projections. It is relevant to note that if a
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fully funded plan consistently earns a 6 percent rate of ré-
turn, approximately 70 percent of plan costs will be met out
of investment earnings. Stated differently, 70 percent of
the benefits will be paid out of investment income rather
than pian contributions.

Plans subject tq ERISA must set aside enough money to fund
the normal cost of the plan currently and to amortize the
supplemental liability, sometimes referred to as the "unfunded
actuarial liability," ovér a maximum period of thirty years.
Actuarial losses must be funded over a maximum of fifteen years.
Thus far, plans in the public sector are not subject to any
mandatory funding standards.

Designed to assure the actuarial soundness of the pension
undertaking, these statutory funding standards and their legal
underpinnings constitute the principal objection to a defined
.benéfit plan from the standpoint of existing and potential
plan sponsors. Under existing law, if a single employer defin-
ed benefit pension plan terminates and the plan:assets are in-
sufficient to discharge all benefit obligations under Title
IV of ERISA, the plan sponsor may be reguired to contribute
additional sums to the plan, or to the Pension Benefit Guarénty
Corpdration. up to 30 percent of its net worth as computed by
- the PBGC. Under proposed legislation,.the 30 percent of net
”worﬁh limitation would be removed and the plén sponsor would
have to continue contributing to the plan until all vested
benefits are fully funded. Employer participants in multi-
employer pehsion plans have similar obligations. A:signatory
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firm that withdraws from a multiemployer plan must assumé and
ultimately fund ;ts attributable share of the unfunded vested
liabilities of the plan.

The Financial Accounting Standards Board (FASB) is consid-
ering an accounting principle, called a Statement, that would
not only prescribe a new basis for computing annual pension
cost accruals but would require that ﬁnfuhded pension liabil-
ities be shown on the plan sponsor's balance sheet. There
would be an offsetting intangible asset to avoid an initial
impact on net worth, but the intangible asset would have to be
written off over a relatively short period of years. These
proposals, which are likely to be adopted in some form, are
based upon the assumption thét a defined benefit plan will
continue to function throughout the indefinite future and that‘
all benefits accrued as of any given time will eventually have
to be paid. There is a supporting assﬁmption that the plan
sponsor has a legal obligation to pay all promised benefits,
the obligatioh'running to the participants rather than to the
plan. The FASB proposes that these new accounting regﬁire-
ments apply to pension plans of state and local govefnment
agencies.

These disadvantages of a defined benefit plan from the
sponsor's vantage poiné must, of course, be weighed against
the advantages of the arrangement that have nurtured and sus-

tained it over the years.
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Characteristics of Defined Contribution Pension Plans
by
Steven N. Weisbart, Ph.D.
Senior Research Officer

Teachers Insurance and Annuity Association
College Retirement Eqguities Fund

All pension arrangements -- defined contribution and defined Len-
efit alike -- have as their fundamental purpose the systematic accumu-
lation, during a participant's working years, of sufficient funds for
retirement income to assure that the transition from work to retire-
ment will ke feasible and orderly, not only for the employee, but for
the workforce'and the workplace as well. The essence of the defined

contribution type of pension plan is that each plan participant has an

individual account, and the amount accumulated in that account when
the participant retires depends on the amount of contributions made to
the plan on the participant's behalf plus investment earnings these
contributions produce. Rules for determining contribution amounts for .

plan participants are defined in the plan document.

Defined contribution pension plans are sometimes confused with
thrift or profit-sharing plans. Both the conceptual and the opera-
tional differences between a defined contribution jpension plan and a
ﬁhrift plan for personal savings are significant, but not always oktvi-
ous. Thrift plans have little or no influence on aniemployer's
retirement or personnel policies. By contrést, rension plans do
affeéﬁ employers' personnel policies -- staffing, turnover; career

paths, retirement ages, and of course, actually retiring. A pension
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plan is a shared concern, with both employers as well as employees

having a stake in the provisions and end results of the plan.

We'll concern ourselves in this paper solely with defined con-
tribution pensioh plans. We specifically exclude profit-sharing,
thrift, tax-deferred annuity, and similar plans -- not because of
their unimportance but because they don't have the specific objective
or function (orderly and feasible retirement) that pension plans do.
And for the most part, my comments about defined cont;ibution pension
plans will be drawn from the experience of the TIAA-CRLF system, a
defined contribution pension system that has worked very successfully

for higher education for 65 years.

Statement of the Employer‘s Commitment

In most defined contribution plans, the employer promises to con-
tribute a stated percentage of each participant's pay per month (or
similar period of service) into individual aécounts under the plan.

As each contribution is made, the employer's obligation with resgect
to accruals for thé'period of service is satisfied. Thus, the plan is
alvays fully funded. No additional employer payments are réquired to
make up for funding deficits caused by investment performahce that
falls short of what the plan's actuary assumed. Instead, in a defined
contribution pension plan, the participants take the investment risk;

if investment results are less than had been hoped, for example, the

pension income is also. Of course, the opposite is also true =-- where
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investment results are greater than had been expected, the partic-

ipant's income is also greater.

The amount contributed under the plan is usually a percentayge of
salary. A common starting point is to set the contribution percentage
so that the plan produces a retirement incame for the career employee
that, when combined with Social Security, achieves a desired replace-
mént ratio (pre-tax fetirement incane as a percent of pre-tax Lrere-
tirement earnings). Commonly, for example, the plan objective is a
replacement ratio of about 70%, with about half cominygy from Social
Security and half from the pension plan. If we assume that wage
increases and the pension plan's investment earnings each year match
the rate of inflation, then for a 40-year career (say, from age 25 to
65), a contribution rate of_about 14% of pay would fit the plan's

income objective.*

The contribution rate can be split between the employer and the
employee -- perhaps 10% employer and 4% employee, or 7% each for
employer and employee -- or all can be made by the employer. The rate
can be the same percentage for all employees, Or it can differ, per-
haps, by years of service. Howéver, siﬁce the Supreme Court's kanhart

decision in 1978, contributions may not differ by sex of the employee,

*"his assumes that the accumulation is converted to income at the par-
ticipant's age 65, that pay-out is in the form of a single life annui-
ty, that the assumed investnent return (AIR) included in the annuity
factor is 4%, that the annuity mortality table used is TIAA's
Merged-Cender Mod I, with ages set Lack one year, which produces annu-
ity rates about halfway between the male and female rates of the 1971
IaM Table (1, 2.5), and that an expense charge of 1/4 of 1% of assets
is deducted from investment earnings each year.
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and since the Norris decision this summer, benefits derived from con-
tributions made on and after August 1, 1983 also may not differ by sex

of the recipient.

The defined contribution approach to pensions imposes a valuable
funding discipline on the employer-sponsor. Unlike the situation with
a defined benefit plan, any failure to make full and timely contrib-
utions to a defined contribution plan directly affects plan partic-
ipants and is readily apparent to them. In addition, the defined
contribution approach also imposes what I'll call a cost-kenefit dis-
cipline. By this I mean that defined contribution plans avoid the |
problem that defined benefit plans sometimes fall into, by which Lbene-
fit increases are promised without concammitant fundinyg increases. |
Defined contribution plans don't create for one generation of rpartic-
ipants kenefits whose funding is deferred to another generation of

participants.

Since the overall objective of the pension plan includes benefits
to be received from Social Security, it is logical that the contrib-
ution rate of a defined contribution plan be designed to cbordinate
the plan's benefits with Social Security benefits. As Dr! McCill has

written,

To decign plan benefits in recognition of Social Securi-
ty kenefits is known as integration. 1If only the gener-
al level of the PIA is anticipated, the kenefits are
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said to be implicitly integrated. If both the level and

shape of Social Security replacement ratios are taken

into consideration, then integration of the Lenefit formula is
" said to be explicit.* ‘

Many defined contribution plans have a level, or flat, contrib-
ution rate -- an implicitly intégrated design. For explicit inte-
gration, a two-tier, or step, contribution rate is often used to bring
persons of high, low, and middle salary levels to retirement with com-
bined Social Security and pension benefits that represent a more uni-.
‘fbrm percentage, or replacement ratio, of their final salaries than
- can be achieved with a level contrikution plan. 1In recognition of the
Social Security benefit formula's weighting toward
lowver-career-earnings workers, a step-rate design calls for penéion
contributions set at one rate on the portioh of a person's salary up
to a dollar limit, énd at a higher rate for salary over that limit.
Among typical defined contribution pension plans with step—raté pro-

visions, the rate on the lower part of salary is between 10% and

12.5%, and the rate on the rest of salary is between 15% and 18%. The.

step-rate pattern has been used primarily by employers having a range

of salary levels extending well beyond the Social Security wage Lase.

Previously the most commonly-used amount above which the higher
contribution rate applied was the Social Security wage base. bBut the
wage base has moved up so fast in recent years that if step-rate plans
had not chahged, the higher contribution rate would have appliea to

but few participants and but little of their salaries, making

*lloward L. Winklevoss and Dan licCill, Public Pension Plans: Standards
of Desigh, Fundihg, and Reporting, (liomewood, IL: Dow-Jones I;wln,
1979), E. 57. ‘ ‘

Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3




Approved For Release 2008/08/21 : CIA-RDP86B00338R000400510001-3

' ‘ PACL 6

step-rate plans, in effect, level rate plans. Instead, many plans now
use the current "second formula LbLracket point" in the Social Security
PIA formula, which increases each year as the Social Security Lrackets
change. For 1984 the second bracket point translates as an annual
salary 6f $19,344, above which the higher step contribution rate is
applied. Therefore, a plan using the bracket point approach may call

for a 10% contribution on salary up to $19,344 and 15% on the excess.

Defined Contribution Pension

Earlier, in connection with the discussion of setting the plan's

overall contribution rate, I assumed that employees' wage increases and

the pension plan's investment earnings each year exactly match the rate

of inflation. At this point I'd like to discuss the implications of
this assumption, and then tackle the matter of the behavior of defihed

contribution pension plans in an inflationery environment.

First, consider the assumption that the plan's investment earnings

match inflation. From the multi-decade historical studies of Ibbtotson

and Singuefield, we know that U.S. Treasury Bill yields have shown this

characteristic, with but small deviations from the CPI year by year.

So the assumption is a realistic -- and maybe even a conservative --

one. To it, let's couple the assumption that an individual's wages keep

even vith inflation. This, too, is probably a conservative assumption,

since even when the general level of wages loses ground to the price
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level, merit increases and promotions for individuals moderate that

effect over a working lifetime.

The following table shows the effect of these two assunptions on the

contributions in selected years on behalf of an individual covered by a

defined contribution pension plan. The table assumes a roughly 7% annual

inflation rate, but the rate itself doesn't matter; the relationships

shown hold for any interest rate.

(1) (2) (3) (4) (5) {6)

Nominal Contribution Contribution Accumulated

Year Age Salary - Rate Amount Value at 65
1 25 $20,000 14% $2,800 $42,000
20 45 $60,000 14% 11,200 42,000

40 65 $300,000 14% 42,000 42,000

The key column, for our purposes, is column (6). It shows that,
looking backward from the point of retirement, each year's contrib-
utioﬁ was "worth" as much toward the retirement income generated as
every other year's contribution, and -- what is perhaps more important
-- that they are all the same as the final year's contribution. It's
as though contributions were made each year based on the final year's
salary. The point appears simple and obvious here, but it is often
missed by those who ignore the effect of investment earnings in a
defined cohtribution system, and Qho disparage it as a "career
ave:age" -Lased method of determining each participant's pension
income.

" Let's finish the point by comparing the following two equations:
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(1) 15% x "final salary” x 40 years = pension accumulation

!

(2) 1.5% x final salary x 40 years = pension income

The first equation describes a defined contribution plan, the second a
defined Lenefit plan. If $10 of pension accumulation produces $1 of

yearly pension income, then the two formulations are eguivalent.

But does $10 of pension accumulation produce 31 of pension
income? There is no simple answer to this seemingly-simple guestion.
The complexity lies principally in the choice of an interest rate for
‘the calculation that converts an accumulation into a stream of life-
time income -- what for simplicity I'll call the Assﬁmed Interest
Rate, or AIR. The higher the AIR, the higher the income that can be
paid out for life from a given accumulation. In round figures, an
interest rate in the 8% range would produce a 10:1 ratio bf accumu-

lation to income.

An actual 8% earned rate would haQe to be sustained for the
entire pay-out period, or else the level of income paid out would have
to drop -- an unéttractive occurrence for a retiree. It would-be wis~-
er, perhaps, to use a lower AIR than 8% -- one that would likely be
sustainable over the lifetimes of all retirees. With a 4% AIK and
actual earnings over 4% used to provide additional income ih retire-
ment, the pension stream would increase each year that total
investment earnings were over 4%. Nost importént,';t would increase
retirees' incomes without any added funds from the plan sponsor[
either at the time of the increase or at any later time; These
increases come, of course, at a cost. With a 4% AIR, to get $1 of

initial yearly income takes about $13.60. Stated differently, the
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initial income produced by a 4% AIR would be roughly three guarters of
the initial income that could be provided bLy an 8% AIR from a given

accumulation. -

Timing of Employee's Retirement:
"Early," "Normal," "Late," Or "Phased"

Philosophically, defined contribution pension rlans place more of
}fhe decision about when to retire in the hands of each individual
employee than do most defined Lenefit plans. Defined contribution
pians have a "normal" retirement age, which means the age toward which
the plan funding objective is oriented. Some defined contribution
plans discontinue making contributions on behalf of active employees

who attain the "normal retirement age."

If an employee wants to retire before attaining the plan's normal
retirement age, the income benefit payalkle is whatever the accumu-
latién to that point will.produce when divided by the annuity factor
for the individual's attained age. Defined contribution plans don't
subsidize early retirement by applying a less-than-full actuarial
reduction, nor do they penalize ehployees who retire after the plan's

normal retirement age with a less-than-full actuarial boost.

What's more, defined contribution pension pléns easily accommo-
date a variety of styles of retirement, because stérting to receive
annUity income need not coincide with termination of employment from a
particular employer. Under many defineé contribution plans, partic-

ipants may retire from an employer without beginning annuity income
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until they reach their 70's -- living in the meantime on part-time

employment, Social Security, interest income fron personal savings, oOr
whatever other sources they may have, timing the pattern of their
income to what best suits their financial needs. Until income is
started, the accumulation continues to be credited with interest, and
of course the later starting age spreads the accumulation over a

shorter life expectancy, making each payment larger than otherwise.

Moreover, participants in defined contribution plans can ke
allowed to "split the accumulation” into parts, starting each part on
~a different date, soO that they phase into receiving their full annuity
income. The chief advantage of this multiple-starting-date feature is
the phased retirement enviromment it nurtures. The suddenness and
trauma of being a worker one day and a retiree the next need not
occur. Phased retirement offers a chance for employers and their
workers with declining physical or mental abilities to tailor the job
duties and pay to the diminished capacity of an experienced worker,
while part of the pensioﬁ income makes up for the lower salary. Where
mandatory retirement has been abolished, voluntary phased retirement

may prove to be a good personnel policy with which to replace it.

Vesting and Portability

Particularly over the last decade, the importance of early vest-
ing to achieving meaningful levels of employer-pension income has
become accepted. Arerican workers are Lecaning more mobile, pulled Ly

the demands on one worker of a spodse's employrent, pushed Ly the high
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rate of divorce, amonyg many other forces. The prolblem of workers

reaching retirement with a trail of nonvested forfeitures and and/or
income benefits frozen at some inflétion-depleted level has now Lecome
wvidely appreciated. As a result, vesting provisions in many plans are
being shortened, though not perhaps as short as the immediate vestingyg

that is characteristic of most defined contriLution'plans.

Vesting may be particularly important to workers whose skills are
in especially heavy demand, since they are likely to be the most
mobile. As an illustration, here's a snapshot from the pages of Busi-

hess Week:

When Robert B. Young, Jr. took over in 1980 as president
of Lockheed Engineering & Management Services Co. (LEN-
SC0), he wanted to cut the cost of the company's pension
plan, high by U.S. industry standards. He also needed a
recruiting tool for engineers, camputer programmers, and
other technically skilled workers. Young's solution to
both problems is a new retirement plan that guarantees
immediate vesting and portability of pension contrib-
utions in place of a plan that required a worker to stay
at LEMSCO at least 10 years to earn a gension. ... Now,
early vesting is helping attract and keep employees, who
rate pensions high on the list of Lockheed benefits .
instead of at the bottan. "Even though the old plan was
very costly, it was valued low by workers because they
didn't expect to see any advantage from it,' says Ray-
mond H. Kann, a partner with Hewitt Associates, which
helped developed the plan.*

Don Crubbs among others has argued that rapid, even imnediate
vesting, isn't enough, by itself, for pensions to achieve their

intended purposes. Portability is also essential, he claims, for two

reasons. First, immediate vesting of the contributions or benefits of

*"Pension Plans Cet More Flexible," Business Weel, November 8, 1982,
E. 82.
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highly mobile workers creates an.adninistrative burden for an
employer, requiring recordkeeping for numerous small inactive
accounts. Second, he says that when pension plans allow terminating
participants to cash out small benefit amounts, to ease the burden of
the plan's administering these small sums, experience shows that those
receiving cash spend the money rather than preserve it in a rollover
IRA. There can be no disagreement with his okservation that "the
worker who changes jobs every few years has just as great a need for a
retirement income as the one who works 10 or more years for the same
employer."* And this need persists, we would add, even when the wOrk-
er would dissipate the funds originally set aside for to meet that

need.

The importance of imnediate vesting goes beyond the realm of
workers who change employers freguently but remain continuously in the
workforce. It applies with equal, or greater, force to those who move
in and out of the workforce =-- disproportionately more women and
minorities than others. Crubbs advocates a central clearinghouse to
accept and admihister small pension amounts, contending that é clear-

inghouse

might make earlier vesting feasible from a cost-benefit
standpoint for additional employers. Mobile workers
would have a yreater opportunity to receive retirement
income reflective of most of their years of employment
rather than just their longest job.* .

*Donald S. Crubbs, Jr., "Vesting and a Federal Portalble Pension
System," Joutrhal of Pension Plannihg and Compliance, Vol 9:5 (Oct.
1983), pp. 391-397.

*1Lidg.
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A central clearinghouse, of sorts, is what TIAA-CKLF has Leen

operating for defined contribution pension plans in higlher education
for 65 years. An employee at any participating institution has con-
tributions made to a fully and immediately vested individual annuity.
When a participant moves to anoﬁher institution with aVTIAA-CREF
defined contrilbution retirement plan, the new employer's contributions
under its plan are made to the same annuities that were issued under
the plan at the previous employer. The annuity accounts of people who
'mbve to employers that are not part of the TIAA-CREF system contipue
to participate ;n the investment experience of TIAA and/or‘CRLF, so
that small accounts —-- especially those established early in a work-

er's career -- grow and do not constitute an administrative kEurden.
g

Further, TIAA and CREF annuities designed for use in a defined
cqntribution pension plan héve no cash or loan values. In all of our
communications on this point, with both participants and participating
employers, we stress that the absense of cash or ldan values is neces-
sary-to provide employers with the assurance they seek that the con-
tributions will be preserved for retirement pur?oses, and in return

- for which the plan offers full and immediate vesting.

In discussing the pros and cons of his portability proposal,
‘Cruktbs notes that implementing portability may create ineqguities and

undermine pension Lenefit security. He writes,

for many defined benefit pension plans, the assets of
the plan are less than the value of vested benefits. In
such a case, a transfer for one participant of assets
equal to 100% of the value of his vested benefits auto-
matically reduces the ratio of the remaining assets to
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the value of the vested benefits of the remaining par-
ticipants. Not only could this this reduce the benefit
security of the remaining participants, in some circumstances
it could increase the potential lialbility of PBGC ... .*
A defined contrikbution pension plan needn't have this problem, and it
won't if the assets in which the individual accounts are invested are
"marked to market," since by definition the assets of the account are
equal to the value of vested benefits. In that case, funds removed

from the plan have no adverse effect on the benefit security of the

remaining participants.

Communicating with Plan Participants:
Clarity, Freguency, Content

It is often said of defined contribution pension plans that they
do not lend themselves "to simple calculation or expreésion of bene-
fits." Of course it is true that a formula-defined benefit sounds
simple and clear, especially in contrast with a statement that your
benefit will be whatever income the accumulation provides at the time
of retirement. To forecast a defined contribution plan's benefit
requires forecasts of an individual's salary levels and interest
rates, among other elements. But an egually daunting set of assump-
tions must be made to project any particular individual's défined
tenefit income amount -- including assuming that the worker stays with

the employer for the rest of his or her working career.

Most defined contribution pension plans can ke designed to mail

each participant =-- those on whose behalf contrikutions are currently
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being made as well as those with no current contrilutions -- a yearly

report on the amount of the anuuity.accumulation in his or her account
as of year-end. The report could also project the amount of annuity
income that would be paid at the individual's retirement age under one
or more preselected contributioﬁ assumptions and one or more preselec—
tedinvestment earnings, retirement age, and lifetime income option
assumptions. With appropriate softwarg on a microcomputer, a partic-
ipant could consider the effect of a variety of assumptions on the
'émount of retirement income the defined contribution account would

produce.

In TIAA-CRLF's experience, participants give these reports close
attention. From the roughly three-quarters of a million reports that
are mailed each year, some 50,000 people request additional income
illustrations. 1In addition, as you'd expect, we get numerous calls
and letters with a variety of qguestions, more or less touched off by
receipt of this repoft. Many people keep successive years' reports,
compéring each new arrival to prior years' income illustrations. Vhi-
le I can't claim that this is a perfect communications activity, I can
report that most 84% of those responding to a 1982 survey we took of
new TIAA-CREF retireees say that they were kept well informed albout
their annuities over the years, and most of those who didn't feel this
way were people who had been in the TIAA-CREF system only a short

time.
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Ihvestméent Media and Investment ObLjectives

Since in a defined contribution pension plan the participant, not
the émpIOyer, takes the investment risk, the selection of media in
which to invest the contributions constitutes, in effect, part of the
plan's design. What are appropriate investment media and investment
objectives for a defined contribution pension plan? Media that satis-

fy the following two characteristics would seem to be suitable:

o Media that are likely to provide a positive real
investment return, on average, over the long run =-- or
failing that, that are likely to provide a zero real
return, on average, over the long run; and

o Media that have readily-obtainable market values, so
that the account values may be easily determined, and
so that if funds are witldrawn for rollover, neither

the terminating worker nor the remaining participants
subsidize the other.

i

A number of major studies indicate that short-term debt invest-
ments have these characteristics, as do long-term publicly-traded
bonds and common stocks. Should defined contribution pension funds be
invested in just one of these media, or spread among several? Should
there be several common stock funds with different risk levels, or
perhaps just one, indexed to the market as a whole? Should plan par-
ticipants Le free to transfer accumulations back-and-forth among funds
as they prefer, or should.transferability be limited? Thére is a

diversity of viewpoints on these guestions.

The main issue in the question of multiple investment alterna-
tives arises from two different views of defined contribution pension

plans. On the one hand, both employers and staff members want their
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pension funds committed to achieving the plan's objective of a life-
time income sufficient to make retiring financially acceptable for the
career employee by normal retirement age. Cn the other hand, some

plan participants want greater freedom to invest the funds that play

such an important role in shaping their financial security, whether or

not this freedom brings with it risks of undermining the pension
plan's main objective for them and the employer. After all, they ask,

- whose money is it, anyway?

Given the freedom to switch the funds underlying their future
pensions freely among an assorﬁment of investment managers, many peo-
ple might invest the monthly contributions successfully and reach
retirement age with sufficient funds intact to retire. But those who
don't may have little choice except to stay at work as long as they
can, even though their perfdrmance may be impaired or their desire to
work diminished. Moreover, staying on the payroll is easier for them
-- and its consequenées tougher on employers and the rest of the work-
force -- where there is no mandatory retirement age. The freedom to
write one's own pension investment ticket may be in step with the
times, but whether it will prove to be good pension practice for the

long pull remains to be seen.

Disability and Death Benhefits

“Defined contribution pension plans can easily make supprlementary
death and total disability benefits available at virtually no extra

cost. In the event of the participant's death before retirement, the
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value of the participant's account can simply be paid to a named Lene-

ficiary, either as a single sum or as a lifetime incame.

In the event of total disability, two types of disability insur-
ance benefits are available. If the individual pension accounts are
funded with annuities, it is easy to buy a waiver of premium benefit
that continues contributions to the annuity as long as the partic-
ipant's total disability continues until he or she reaches the plan's
normal retirement age. Under TIAA-CREF annuities, this benefit deter-
mines contributions by reference to the contribution schedule underl
the pension plan, and increases contributions by 3% per year to
account for salary increases that the participant could be presumed to
have received had he or she continued working. The other type of dis;
akility benefit is, of course, the possibility of startiﬁg to receive

income from the pension accumulation.

In Summatry

Defined contribution pension plans have a number of especially
attractive charactéristics. Perhaps the three most outstanding are
one, the simplicity of design and administration, two, the éase of
communication of the plan's design and its benefits to parﬁicipants,
and three,vthe security that an always-fully-funded plan éffers par-
ticipants and its corollary,.cost control for plan.5ponsors. Defined
contribution pension plans can offer participants a wide variety of
flexibilites, particularly in controlling the timing and amount of

pension income and coordinating it with other sources of retirement
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income, all at no cost to the plan. By an appropriately designed con-

tributibn rate structure, they can be integrated with Social Sechrity.
With immediate vesting provisions, they can preserve for retirement
the contribgtions of each employer that an individual works for;
increasing the likelihood that workers who change jobs, or who are in
and out of the workforce during their careers, will reach rgtirement
with an income sufficient to ﬁake retirement's challenges affordalble

and attractive.
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DEFINED BENEFIT/DEFINED CONTRIBUTION: A COMPARISON

by

Robert D. Krinsky, President
Martin E. Segal Company

‘POLICY FORUM ON FEDERAL RETIREMENT

December 13, 1983

A comparison involves an analysis of two or more items to determine
similarities and differences. Unfortunately, comparisons of defined
benefit and defined contribution plans usually focus on the differ-
ences and treat the two types of plans as competitive rather than

complementary.

In the past few years, the press and trade journals have devoted
considérable attention to the reiatively small number of corporations
that have terminated defined benefit plans and in some cases substituted
a defined contribution plan. This focus implies that the two types of
plans are competitive and that a thorough evaluation will indicate which
one 1is best for a particular situation. In fact, however, a large and
growing number of private and public employees participate in both
defined benefi;‘and defined contribution plans - and the plans comple-
ment each other in meeting the retirement income needs of covered

employees.

I hope that we all leave this policy forum with a "complementary
perspective". It seems to us that both the public and private sectors
should view defined benefit and defined contribution’ plans as comple-

mentafy rather than competitive.
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Prevalence of Defined Benefit Plans

Defined benefit plans predominate in the public sector. Almost all
full-time public employees are covered by retirement systems that
provide pensions based, in whole or in part, on the member's final
average salary. With the exception of public higher education
empldYees who participate in TIAA-CREF plans, a very small proportion
of public employees are covered by a "basic" retirement system that
provides money purchase retirement benefits, i.e., benefits determined
solely by the actuarial conversion of an accumulated account.
Historically, a _relatively large number of public employees were
covered by combination plans (plans that used a money purchase
approach with respect to employee contributiomsand a final average
salary formula to determine the benefits provided from embloyer funds)
but most of these so-called combination plans have now been converted

to full defined benefit plans.

Among public employees covered by retirement systems, practically all
federal employees and more than nine out of ten state and local employees
who qualify for retirement benefits will have their benefits determined
on the basis of some measure of final average salary. Given the recent
trends in inflation and public employee salaries, the advantages to

covered employees of final average salary benefit formulas are obvious.

While other methods have been used to adjust the benefit structure of
retirement plans to recognize economic changes up to the point of
retirement, basing benefits on final average salary appears to be

the most systematic and equitable method of automatically protecting
the real value of benefits in relation to rising salaries. Under this
type of benefit formula the basic purpose of the retirement system =
to replace some portion of earnings, depending on léngth of service,
in the event of old age, disability and death - is directly related to
existing economic conditions. Moreover, final average salary benefit

formulas reward employees who realize a steep progression in salary and

may thereby encourage long-term service and provide an incentive for

improved performance.
-2 -
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In addition, federal retirement systems and a majority of state and
local systems have dealt with the issue of protecting the purchasing
power of retirement benefits during the lengthening retirement period.
-In general, the benefits provided by Social Security and federal
retirement systems have been fully adjusted for rising prices as
measured by the CPI; state and local retirement systems, on the other
hand, have used a wide varilety of approaches to adjust benefits after
retirement and partially protect the erosion in purchasing power caused

by rising prices.

Supplemental Defined Contribution Plans

Given the history of public employee retirement systems and the preva-
lence of final average salary defined benefit plans, we suspect that
the "basic retirement benefits'" for a new federal employee are likely
to be provided through a defined benefit retirement system. Your
Committee and the Congress may also want to evaluate the implications
of creating one or more 'supplemental plans' which provide benefits

based on the amount accumulated irn an individual's account.

Recent changes in federal law have expanded the number of supplemental
retirement plans which are or could be made available to public employees.
The expanded availability of these plans may alter how employees perceive
and plan fotvretirement. In the future, we expect that the retirement
decisions of an increasing number of public employees will be influenced
not only by the level of benefits provided by the "basic" defined

benefit retirement system, but also by the dollar amount accumulated

by the employee under various "supplemeﬁtal" defined~contributibn-type

plans.

Supplemental plans which are or could be made available to public

employees include the following:

-3 -
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- Section 457 plans (public employee deferred
compensation)

C - Section 403(b) plans (tax sheltered annuities
for school employees)

- Section 401(k) plans (cash or deferred plans)
- Thrift plans

- Individual retirement accounts

- Deductible voluntary employee contributions

- Employer pick-up plans (per Section 414(h)(2))

Although the technical elements of these supplemental plans vary signifi-
cantly, they share at least three common characteristics: (1) all are
defined contribution plans; (2) the contributions are tax deferred - at
least for federal income tax. purposes; and (3) participation in these
plans is véluntary - with the exception of most 414(h) employer pick-up

plans.

The characteristics of supplemental plans complement some emerging trends
affecting retirement, and offer a tax-sheltered means for public employees
to save for retirement. A series of events have combined to increase the
pOpulérity of defined contribution plans. The growth of these plans in
the private sector invites a "me too" approach in the public sector.

While many public émployees prefer the few decisions required by defined
benefit retirement systems (typically limited to payment option), a grow-
ing number recognize the desirability of téiloring retirement income to
meet their own specific income and tax planning requirements. Voluntary

supplemental defined contribution plans offer this flexibility.

Our experience indicates that a growing number of public employees are
now prepared to make the investment decisions required in many supple-
mental plans. Inflation and fluctuating interest rates during the

past decade encouraged many people to forsake the passive security

of theilr savings accounts for the less familiar territory of money
market funds and special time deposits. Economic changes required
new investment decisions, expanded the availability of new investment
products, and resulted in a substantial increase in the investment

awvareness of many employees.

, -y -
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Supplemental defined contribution plans offer some current income tax
relief, especially to that enlarged and growing class of public employees
who are members of two wage~earner families. The assumption is, of
course, that Congress will not materially alter the tax-favored treatment
" which employees now expect to enjoy when they reach retirement age and

begin to receive the "taxable" benefits of these supplemental plans.

The Social Security Amendments of 1983 provide an opportunity - and a
challenge - to develop creatively-designed retirement programs for new
federal employees. We suggest that consideration be given to the
feasibility of developing defined benefit and defined contribution
plans designed in a complementary fashion to meet specified retirement
income objectives. As a basic structure for a new program, your
Committee may want to consider the implications of establishing a
"basic" defined benefit plan and at the same time offering new federal
employees the opportunity to participate in one or more "supplemental"

defined contribution planms.

Comparison of Major Features

In view of the topic assigned to me, I feel compelled to make some brief
comments on the major features of defined contribution and defined bene-

fit plans.

The EBRI volume - Economic Survival in Retirement: Which Pension Is

For You? (1982) - comprises articles presented at a May 20, 1982 policy
forum on understanding the differences between defined benefit and
defined conﬁribution plans. The "Forward" by Dallas Salisbury suggests
that the relative attractiveness of defined contribution and defined
benefit plans is changing, but that the recent emphasis on defined
contribution plans has not been accompanied by a thorough examination
of the potential effects of such plans on future retirement income

security.
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In his "Introduction" to the EBRI volume, my colleague Robert Paul
poihts out that:

"Today, workers who are entering the labor force for the
first time are exposed to a different type of environment.
Private defined benefit plans and defined contribution
plans are now taken for granted. Past service is not as
important in the minds of today's young workers, because
they have a full career in which to earn a retirement
benefit. Thus, people are asking themselves: Which
pension is the better alternative? Which retirement
income components offer an effective blend? Do we need
both defined benefit and defined contribution plans?
Moreover, there are more and more two-worker families.
Both members of such families may consider individual
savings opportunities as well as the gquestions surround-
ing the options of defined contribution and/or defined
benefit plans. .

Finally, there is the general question of whose respon-
sibility 1t is to provide retirement income. Is it the
government's responsibility? 1Is it the private employer's
responsibility? 1Is it the individual's responsibility?

Or is it the responsibility of all three parties?

There is increasing emphasis today on the notion that
it is up to individuals to provide a greater portion
of their own retirement income security. This is also
contributing to our reexamination of the issues
surrounding the question of Economic Survival in
Retirement: Which Pension Is for You?"

To a large degree, Bob Paul's introductory comments also apply to new
federal employees. As compared with almost all current federal employees,
they will definitely be exposed to a different retirement program
structure. Because new federal employees will be covered under Social
Security, the extent to which the various types of Social Security
benefits meet the economic needs of a typical new federal employee
needs to be recognized - and the structure of the new retirement program

needs to take account of Social Security coverage.
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You are all familiar with the major differences between defined benefit
and defined contribution pians. (See the EBRI volume for a discussion
of differences from various perspectives: a labor perspective, a

corporate perspective, and a participant's perspective.)

The difference in employer commitment is basic: the employer undertakes
to provide a specified level of retirement income in the defined benefit
plan, and to make a specified contribution to individually-allocated
investment accounts in a defined contribution plan. In terms of
individual equity, the principle underlying a defined benefit plan

is one of "equal benefits" - whereas a defined contribution plan
generally defines individual equity in terms of "equal contributions"
and accepts the necessarily unequal benefits that result from equal

employer contributions.

A defined contribution plan that is strictly a money-purchase arrangement
is necessarily prospective. Benefits derive only from contributions and
investment income after the plan begins. The employee's length of service
or salary history prior to the creation of the plan is ignored. A defined
benefit plan, on the other hand, is usually retrospective as well as

prospective. In the early years of the plan a significant part of the

employer contribution is usually allocated to financing benefits based

on service rendered before the plan became effective.

Another major difference between the plans - one that is frequently
emphasized - is the party who bears the risk of future investment perform-
ance. A defined benefit plan deals directly with the level of benefits to
be provided for covered employees, whereas the benefits produced by
defined contribution plans vary depending on future investment performance

(and possibly certain other factors such as terminations and future profits).

Because investment risk is borne by the employee in a defined contribution
plan, some people feel that employees "own" the assets in such a plan to a
greater degree than in a defined benefit plan. However, if pensions are

perceived essentially as a form of deferred compensation, differences

-7 -
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between the plans can be considered primarily in terms of individual
equity in relation to a given employer contribution - rather than in
terms of who "owns" the assets. We understand that this broad '"ownership
issue'" (which encompasses the issues of benefit security and benefit
guarantees) is important to certain federal employee unions, because

they believe that a defined contribution plan can be structured in a
manner that results in "ownership” and control of the assets by covered
employees. On the other hand, Congress apparently retains the authority
to amend the provisions of defined benefit plans covering most federal
employees. .
In considering the design of retirement programs for new federal employees,
your Committee will undoubtedly want to evaluate this "ownersﬁip-benefit
guarantee issue", and consider the differences, if any, in Congress'
authority to modify the provisions of defined benefit or defined contribu-~

tion retirement programs for new federal employees.

Allocation of Contributions

Contributions required to finance the benefits promised by a defined
benefit plan can vary. Variability depends on numerous factors, includ-
ing changes in the characteristics of participants, the investment return
" on plan assets, and changes in the benefit design itself. For most
defined benefit plans in the public sector, contributions are determined
on the basis of a specific actuarial funding method which seeks to smooth
contribution requirements as a percentage of payroll over a long period.
Contributions are determined on an aggregate basis for all participants
rather than on an individual basis. This last point is sometimes over-
looked by those who do not realize that employer contributions to a
defined benefit plan may have little reiationship to the value of benefits
earned by a specific employee during that year. Rather, the employer
contributions reflect the overall funding requiremenfé of the plan and

are not allocated to individual accounts.
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A substantial majority of public employee retirement systems are con-
tributory defined benefit plans. Such plans maintain individual accounts
for each participant and generally provide that the amount in the
employee's contribution account will be refunded upon termination of
service. Some employees covered by contributory defined benefit plans
incorrectly perceive the employer contribution as also "belonging" to
the parﬁicipant, and this gives rise to some of the confusion surround-
ing the "ownership issue'. A participantvwho terminates before vesting
and elects to receive a refund of his contributions to a defined benefit
plan does not forfeit employer contributions which '"belong'" to him.
Employer ;ontributions\to a defined benefit plan are not allocated to
individuai employee accounts, but rather reflect the amount needed, in
aggregate, to fund the benefits promised in accordance with the established

funding method.

The contriﬁution-oriented character of a defined contribution plan tends
to direct attention to the level of the contribution and the dollar amount
accumulated in an individual's account. Unfortunately, this focus on the
total dollar amount of the account is often not accompanied by even a
very rough notion of the level of lifetime pension benefits that can be
providedlby the accumulated amount. Moreoﬁer,.individuals participating
in defined contribution plans may not realize that the amount of retire-
ment income produced by the plan depends on market conditions prevailing
at retirement; identical account balances will produce monthly annuities
that vary considerably depending on interest and annuity rates in effect

at the time of retirement.

Summary of Differences

A schedule summarizing differences between defined benefit and defined
contribution plans is attached. Some brief comments on a few of the

differences follow:

- Early vesting. Defined contribution plans generally

have very'early vesting. This feature is attractive
to new empldyees who do not expect to remain in

service long enough to vest upder a dgfined benefit '
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plan. The "longer-staying" employees - including

those new employees who do not expect to remain in
covered employment but actually do! - may see it
differently: (a) early vesting uses some of the
financial resources of the plan for a short-term
employee, and (b) it requires the plan to maintain
many relatively small individual accounts for a

long period of time.

Early distribution and loanAprovisiéns. A defined

contribution plan usually provides for payouts from
the employee's account in the event of termination
of covered employment (even if termination occurs
years before actual retirement), and it may also
have provisions for emergency loans. Both of these

features are attractive for some employees.

Disability pensions and death benefits. A defined

benefit plan makes whatever provision it considers
desirable for these contingencies. Under a defined
contribution plan, on the other hand, all that is
immediately available for disability pensions and
death benefits is the balance in an individual's
account - and in the early years of the plan that
balance will not be substantial. While this problem.
can be solved in a defined contribution plan, it
requires separating a piece of the contribution and
using it to buy disability insurance or death bene-
fits, or both.

Post-retirement benefit adjustments. As noted,

public employee retirement systems have used a
variety of methods to adjust benefits after retire-
ment. The ability of a defined benefit plén to
partially compensate retirees for the erosion in-

purchasing power caused by rising prices is largely

- 10 -
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a function of the employer's willingness to contribute

more to the plan. Under the defined contribution
rationale, however, all employer contributions for a
given employee have already been made prior to retire-
ment. When viewed in this perspective, defined contri-
bution plans are more limited in coping with the
post-retirement adjustment problem than defined benefit
plans. 1In another sense, however, the development of
variable annuities and automatic "investment-sharing

- provisions" indicate that defined contribution plans
can incorporate mechanisms providing for benefit
adjustments related to investment performance during

the retirement period.

Concerns Regarding Defined Contribution Plans

A comprehensive public policy regarding defined contribution plans
apparently has not been formulated. However, recent federal legislation
has had the effect of encouraging the development of such plans. A
variety of tax provisions enacted in recent years have tended to "favor"
defined contribution pléns, and others have had the effect of impeding

the development of defined benefit plans.

Several individuals and organizations have expressed concerns regarding
the growing popularity of defined contribution plans. Our concerns
include such issues as lump sum payouts, plan costs, cost/berefit

comparisons, and investment results.

Lump sum payouts. As noted, defined contribution plans usually provide

for lump sum distributions (which now receive more favorable tax treat-

ment). If an employee's "basic" retirement benefits are to be provided

through a defined contribution plan, should public policy favor distri-

butions in the form of lifetime pension payments rather than lump sum
distributions? How will the increasing utilization of lump sum payouts

affect future retirement benefit levels?

- 11 -
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Plan costs. For a given contiibution, a defined benefit plan can
generally provide more in the way of retirement benefits than a defined
contribution plan. This results from the greater flexibility in financ-
ing defined benefit plans (which do not have to be fully funded), the
relatively larger forfeitures in such plans, and the ability to take
forfeitures into account in advance in a defined benefit plan. These
cost considerations are often overlooked by proponents of defined
contribution plans, who tend to emphasize only that certain categories
of employees are likely to receive larger retirement benefits from a

defined contribution plan than from a defined benefit plan.

Cost/benefit comparisons. Studies comparing the costs and benefits of

the two types of plans may be misleading (sometimes inadvertently and
sometimes deliberately). 1In some instanées comparisons are made on the
basis of investment return assumptions that vary substantially - as if
it is reasonable to assume that the assets of.the defined benefit plan
will earn an average return of 7% or 8%, but that the assets of the
defined contribution plan will produce a much higher rate of return.

In addition, some cost/benefit comparisons totally ignore future salary
increases and the differences in projected replacement ratios resulting

from changes in assumed rates of investment return and salary increases.

The table which follows shows the feplacement ratios resulting from a
l%¥-of-salary annual contribution based on various combinations of in-
vestment return rates and salary increases. To take one example, consider
an employee who enters service at age 35 and retires at 65 under a defined
contribution plan with a 5%-of-pay annual contribution: the replacement
rate for this employee will be 18.5% of final salary if the investment
return/salary increase combination is 7%/6%, and 24.0% based on a 9%/7%
combination. (In this example the replacement rate produced by a 9%/7%
combination is aimost 30% higher than the replacement rate produced by

a 7%/6% combination!) Ih our opinion, meaningful cost/benefit comparisons
~ should include full consideration of the replacement'ratioé that will be

produced by various economic environments.
- 12 -
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DEFINED CONTRIBUTION PLAN ACCUMULATIONS ‘
PROJECTED REPLACEMENT RATIOS

Ratios of (a) retirement income produced by a 1%-of-salary annual contribution, to
(b) final salary during the year prior to retirement at age 65

Rates of investment Entry Age
return/salary increases 25 30 35 40 45 50 55 60
7/5 . 6.3% 5.2% 4.3% 3.47 2.6% 1.8% 1.2%. 0.6%
7/5% 5.7 4.8 4.0 3.2 2.4 1.8 1.1 0.5
7/6 5.2 4.4 3.7 3.0 2.3 1.7 1.1 0.5
8/6 6.7 5.6 4.5 3.6 2.7 2.0 1.2 0.6
8/6% 6.1 5.1 4.2 3.4 2.6 1.9 1.2 0.6
8/7 5.5 4.7 3.9 3.2 2.5 1.8 1.2 0.6
. 9/7 7.1 - 5.9 4.8 3.8 2.9 2.1 1.3 0.6
— 9/74% 6.5 5.4 4.5 3.6 2.8 2.0 1.3 0.6
w 9/8 5.9 5.0 4.2 3.4 2.7 1.9 1.3 0.6
1
Notes: (1) Annuity conversion based on 1971 Group Annuity Mortality Table.
(2) To convert above ratios to percent of final average salary (rather
than percent of final salary), multiply by the following:
Assumed Annual
Salary Increase 3-Year Average 5-Year Average .
5 1.049 1.100
5% 1.054 1.110
6 1.059 1.120
65 : 1.064 1.130
7 1.068 . 1.140
7% 1.073 1.150
8 1.078 i 1.160
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Investment results. The increasing emphasis on individual responsibility

for retirement savings - and the trend toward giving individuals more
flexibility in allocating retirement savings to various investment media
- raise broad questions ;egarding the adequacy of future retirement
benefits. A recent examination of IRA investment patterns (see March
1983 EBRI Issue Brief, "Individual Savings For Retirement: A Closer
Look") indicates that only about 17% of all IRA assets were in accounts
that achieved an 8.7% to 9% annual real rate of return over the 5 years
ended December, 1982. The average real rate of return for the remaining
83% of IRA holders was .less than 1% over this 5-year period. Based on
its analysis of IRA investment returns, EBRI concluded that: "The
choices made by IRA investors and the real rates of return they have
achieved to date do not support the arguments or assumptions of those
advocating broposals‘for greater reliance on IRAs." We agree that pro-
posalg placing greater emphasis on individual responsibility for retire-

ment savings need to be thoroughly evaluated.

~ Defined benefit and défined contribution plans offer different approaches
to fetirement savings. Neither is perfect. Consequently, we expect that
an increasing number of employees will be covered by both types of plans.
In our opinion the two types of plans should be viewed as complementary
rather than competitive, Both defined benefit and defined contribution
plans should continue to have a role in our aggregate retirement income

system.
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Feature

Benefit for
future service

Benefit for
past service

Increase amendment
for prior service

Disability pension

Death benefits

Vesting

Early retirement

Pension payments

Early cash-outs
on termination

Loan from the plah

Investment experience

Investment options

Administration

——

.Defined Benefit Plan and
Defined Contribution Plan

Defined Benefit

Defined formula,
considered supportable
by overall financing of
the plan.

Formula defined by the
plan.

Defined formula.

Defined formula.

Defined formula;

10 years covered service,
or less, as fixed by plan.

As provided by plan.

Life annuity or joint-
and-survivor or other
options offered by plan.

Possible, but not simple
to administer.

Possible, but not simple
to administer.

Gains and losses - for plan
as a whole, benefits not
directly affected.

No options offered to
employee. '

Maintenance of '"regular
data base" - periodic
actuarial valuations,
at least once every
three years.
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Defined Contribution

What the ac¢umulation in
the employee's account
can buy or support.

None.

" Not possible.

Account balance, unless
part of contribution is
used to buy disability
insurance.

Account balance, unless
part of contribution is
used to buy life insurance.

Early vesting, such as
immediate or 1-5 years
covered service.

What the employee's
accumulation can buy
or support.

Lump sum or similar range
of options offered by plan.

Possible and relatively
simple.

Relatively simple.

Gains and losses - individual
employee accounts affected
directly.

Options usually offered to
employee.

Maintenance of individual
accounts - periodic valuation
of account balances, usually
several times a year.
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