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FOREWORD

- This book fills a great need. As the recent Carnegie Commission on

Higher Education report “The Open Door Colleges” notes, “Community
colleges are the fastest growing segment of higher education in the United
States.” The report also notes that “perhaps because community colleges
have grown so rapidly in the last decade, there has been a serious lag
between their development and the availability of adequate information
about them. Statistics on community colleges are highly inadequate.

. .”* This book does much to fill the information gap in one important
area of community and junior college operations: benefit plans.

But this is not merely a statistical study. The facts, it is true, are there,
but they are combined with sensible recommendations about particular
benefit programs and—of particular importance to developing colleges—
a sensitive discussion of the interplay of the various benefit plans.

It is estimated that nearly 200,000 new teachers, including replace-:
ments, will be needed in two-year colleges by 1980. Attracting such a
large number of talented people is no easy matter. But careful and
thoughtful construction of a sound benefit environment certainly facili-
tates the task. _

I cannot recommend too highly to my colleagues the importance of
mobility. As community and junior college systems develop and grow
throughout our fifty states, it becomes increasingly important that those

1 Carnegie Commission on Higher Education, “The Open Door Coileges,” p.'46.
iii

Co



iv FOREWORD

with experience and skills be able to move freely throughout the nation
to the betterment of themselves and the systems they will serve. The
sensitivity of the author to the concept of academic mobility is com-
mendable. I can only hope that those who read and use this book will
devote themselves to implementing programs which will permit mobility
for the betterment of all.

This book appears at a milestone in the history of the American Asso-
ciation of Junior Colleges: now fifty years old. Certainly, it is an appro-
priate time to take stock. This book enables us to do so in the benefit
plan area. It is also an outstanding guide to where we, hopefully, will
go in the future.

EDMUND J. GLEAZER, JR.
Executive Director
American Association of Junior Colleges

Washington, D.C.
September 15, 1970
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1
INTRODUCTION

PURPOSE

This study has several purposes. First, it aims to describe the present
status of benefit planning in the junior colleges: the types of plans in
effect and the principal provisions of those plans. Second, it offers a
brief background for the understanding of various benefit provisions and
alternatives through a discussion of the annuity, pension, and insurance
principles governing benefit plans. Finally, it raises the questions which
confront college administrators, faculty, and other employees, and
trustees and legislators, in the development of sound benefit plans in the
light of the needs of the individual faculty and staff members on the one
hand, and the goals of educational institutions on the other. In summary,
this study aims to help the junior colleges answer the question: “Where
have we been and where should we go from here?” It is hoped that the
study will be used as a working document, not as a collection of statistics
to be perused and put on a shelf.

It is generally recognized that sound educational management requires
solid data and a firm grasp of fundamentals if decisions are satisfactorily
to meet educational objectives. This is as applicable in the benefit
planning area as in any other aspect of college affairs. As educational
costs mount, greater pressures are exerted to get the most from the

‘educational dollar. Yet too seldom have college benefit plans been

subject to the kind of analysis that can so often help the institution and
' 1
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2 INTRODUCTION

its employees get the best results for their money. Apart from the rapid
growth of the colleges themselves, one reason for the somewhat random
growth to date of benefit plans in junior colleges is that they have not
aad readily available in one comprehensive source the basic informa-
tion required for sound policy decisions.

This report by no means is solely for the use of policy-makers and
administrators. Discussion of basic benefit principles inevitably leads
to discussion of how specific beneiit plans work, how plans that appear
similar may differ in their effects, or how alternative approaches may
produce more or less advantageous cost-benefit relationships. All this
should be of interest to individual plan participants as well as adminis-
trators.

Understanding of college benefit plans is important to each individual
faculty and staff member. Benefit plans are (or should be) designed to
dovetail with the employees’ own arrangements for savings for old age,
life insu.ance, and so on, and of course with Social Security benefits if
available. Simply from the standpoint of effective.individual money
management, a review of the way a benefit plan operates can often lead
to more intelligent individual use of the plan. At times, plan participants
do not feel qualified to ask the right questions about the operation of
their benefit plans. This study, it is hoped, will lead to a greater degree
of sophistication on the part of benefit plan participants.

Some benefit plans do a better job than others, and individual staff
members have an obligation in advising the employer as to the effective-
ness of existing plans in meeting real needs. On its part, the college is
aided by listening to informed feedback as it approaches revision of
benefit plans.

Improved understanding of how benefit plans work usually begins
with examination of underlying features. In pension planning, for in-
stance, there is much discussion about vesting, portability, benefit levels,
retirement ages, and the like. But the two basic starting points in pension
funding, the defined contribution approach and the defined benefit ap-
proach, are not so often brought into focus. Yet they strongly influence
benefit patterns and differ markedly in their capacity to generate retire-
ment benefits for participants whose careers include work for more than
just one employer under one pension system. Chapter 2 describes the
differences between the two fundamental approaches to the provision of
retirement income. Other chapters bring out similar basic considera-
tions. Chapter 5, for instance, includes a review of choices in the selec-
tion of group life insurance benefits, and notes that some plans provide
the lowest insurance amounts for those who need insurance the most,
and vice versa. In Chapter 6, practical differences between the various
approaches to health insurance are discussed. -

16
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The report has attempted to avoid the technical and legalistic language
that is often used in describing benefit plans. When dealing with theo-
retical and operating aspects of benefit plans, it is sometimes difficult to
eschew such language altogether, but generally the aim has been a report
as free as possible of technical jargon.

BACKGROUND OF STUDY

During the last decade, as the junior colleges experienced unprece-
dented growth in numbers and enrollment, and established their distinct
place in the American educational system, it became clear that need
was increasing for basic data for junior college planning. This study is
a product of that need in the area of faculty and staff benefit planning.

The study was financed by a grant to the American Association of
Junior Colleges (AAJC) and Teachers Insurance and Annuity Associa-
tion (TIAA) from the Esso Education Foundation. The Foundation
has long been concerned with the effective employment of college re-
sources. As a part of staff compensation, benefit plans represent a sub-
stantial part of a college’s total compensation dollar. Taxpayer money is
heavily involved in the educational commitment of the public junior
colleges. The Foundation’s support of the study has the prrpose of aiding
all junior colleges, public and private, in making the best use of available
funds by developing a handbook for the review of benefit plans and the
formulation of sound institutional policy regarding such plans.

It is hoped that this report—the first such in-depth study of junior
colleges on a national scale—will reduce the need for smaller surveys
and questionnaires, and will form the base point for regular future
surveys of trends in benefit planning in the junior colleges.

COVERAGE

The report covers the four principal staff benefit areas: (1) retirement
benefits, (2) benefits for survivors in the event of the death of the college
staff member, (3) benefits to cover medical expenses resuiting from
illness or injury of the staff member or members of his family, and (4)
income benefits during periods a staff member is unable to work because
of disability, short or long in duration.

UNIVERSE .

The study group, tota]mg 1,007 junior colleges, is composed of the
public and private junior and commumty colleges listed in the 1969
AAJC Junior College Directory, plus ]umor colleges newly opened
during 1969. A small number of listed junior colleges employing only
religious faculty (priests, members of orders) were not included in the
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survey. Throughout the study report the phrase junior colleges includes
community colleges.

Because eligibility for benefit plans and the provisions of plans some-
times differ according to employment classification, the questionnaire
data were collected separately for the three major personnel categories:
(1) faculty, (2) administrative staff and other professional (nonfaculty)
personnel, and (3) clerical, secretarial, maintenance, and service em-
ployees. Faculiy iicludes all full-time personnel who teach 50 per cent
or more of the time. The administrative group includes administrative
officers, their assistants, supervisors, and other professional nonteaching
personnel. The administrative group is usually referred to in the report
simply as “administrative personnel” or “administrators,” and the non-
academic and nonadministrative group as “clerical-service” employees.
The three employee categories used in the survey are necessarily broad
and of course encompass numerous institutional variations in employee
terminology and classification. “

In the tables in the body of the report and in Appendix B, the survey
data are distributed by institutional control, public and private, and by
numbers of employees in reporting institutions. The employee columns,
headed EEs, provide in effect a weighting of responses by size of institu-
tion.

Preparation for the study began in early 1969 with the development
of study objectives in consultation with officers of the AAJC and TIAA,
and the Esso Education Foundation. For the collection of the basic data,
a test questionnaire was designed and distributed to a selected cross-
section of 50 public and private junior colleges in mid-1969. The test
questionnaire was based in part on a questionnaire used in a 1968 study
of benefit plans in the four-year colleges and universities.! Final prepara-
tions and plans for data processing were completed at the end of 1969.

The survey questionnaire was mailed on January 1, 1970, to presidents
of public and private junior colleges, or to central administrative offices
in the case of multicampus institutions or institutions centrally adminis-
tered or coordinated as branches, district units, or state junior college
systems. Presidents were asked to direct the questionnaire to the admin-
istrative officer in charge of benefit plans, usually the business or per-
sonnel officer. In some of the responding individual institutions, and in
most of the groups of centrally administered colleges, the director of
institutional research prepared or coordinated the reply. Data in ques-
tionnaires returned after March 18, 1970, are not included in the study.

1 William C. Greenough and Francis P. King, Benefit Plans in American Colleges,
(New York: Columbia University Press, 1969).

(WY
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RESPONSE

Eighty-nine per cent of the 1,007 junior colleges in the survey re-
sponded to the survey questionnaire. By control, 92 per cent of public
junior colleges and 78 per cent of private junior colleges responded.

Measured by numbers of employees, responses were received from
public junior colleges employing 95 per cent of persons employed by
public junior colleges, and from private junior colleges employing 84
per cent of employees of this group of two-year institutions.

Table 1-1 details the response to the survey questionnaire.

Questionnaires mean extra work for responding administrators, and
they are not always welcome. But if certain kinds of information are
to be assembled, questionnaires are required. Our aim as we developed
the survey instrument was to keep the number of questions down to an
essential minimum, to ask for no information that could be obtained
from other sources (enrollment, control, etc.), to pretest the question-
naire to help make sure it met real situations, and to provide a printed
questionnaire laid out for easy reading. Still, the questionnaire weighed
in at twelve pages. The willingness of so many college officers to provide
answers to our questions is testimony to their patience and cooperation,
as well as a reflection of a high current interest level in data in the field
of college benefit planning.

FINDINGS

Overall, the results of the current study indicate that benefit plans in
each coverage area but one are reported by a large majority of the junior
colleges, with the private junior colleges somewhat behind the public
institutions. The one exception area is group insurance plans for long-
term total disability.

The simple statement that a benefit plan is in effect is not especially
informative in an age of widespread staff benefits, with wide choices of
benefit provisions available. A count of benefit plans is a starting point,
the term benefit plan a label. The label may signify wine, but the de-
canter may hold anything from table wine to fine vintage. Attention
turns at once to the question of quality, to the elements of the plans
themselves. This study aims to offer qualitative guides as well as sum-
mary data on extent of plans.

Extent of Benefit Plans. The study brings out the extent of benefit
plans in the junior colleges. Table 1-2 on page 7 summarizes the data.

* Higher proportions of 'public junior colleges report benefit plans than
private junior colleges, except for participation in the federal Social
Security program.

13
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INTRODUCTION 7
TABLE 1-2: BENEFIT PLANS REPORTED BY JUNIOR COLLEGES, 1970
All
Institutions Public Private
Per Cent PerCent PerCent Per Cent PerCent PerCent
Insts EEs Insts EEs Insts EEs
N= N= N= N= N= N=
Faculty 893 59,383 712 53,948 181 5,435
Retirement Plan 94.3 98.4 99.3 99.3 74.6 89.1
Social Security 76.5 68.4 71.6 65.3 . 95.5 99,1
Group Life Insurance 70.2 78.3 73.5 78.8 57.5 739
Health Insurance 95.5 98.6 97.8 98.8 86.7 96.8
Short-Term Disability !
Income Plan 90.9 95.4 94.4 '96.7 773 82,5
Long-Term Disability
Income Plan
Group Insurance 354 45.2 36.8 45.3 29.8 449
Part of Public _
Retirement System  70.2 81.2 88.1 90.0 —_ —_
N= N= N= N= N= =
Administrators 893 13,103 712 11,061 181 2,042
Retirement Plan 94.1 97.6 99.3 99.4 73.5 87.9
Social Security 77.3 78.0 72.5 74.1 96.1 99.1
Group Life Insurance 70.2 767 73.5 715 57.5 724
Health Insurance 95.5 98.1 97.6 98.4 87.3 96.2
Short-Term Disability
Income Plan 91.0 93.9 947 96.2 76.8 81.1
Long-Term Disability
Income Plan
Group Insurance 353 47.7 36.7 48.1 29.8 455
Part of Public :
Retirement System  70.5 73.7 88.4 87.4 — —_
Clerical-Service N= N= N= N= = N=
Employees 893 42,886 712 36,993 181 5,893
Retirement Plan 88.1 94,6 96.8 98.5 54.1 70.3
Social Security 854 88.1 82.6 86.3 96.6 99.3
Group Life Insurance 66.5 743 70.5 75.5 50.8 669
Health Insurance 95.2 98.6 97.6 99.2 85.6 95.1
Short-Term Disability
Income Plan 91.5 953 94.8 97.2 78.5 83.4
Long-Term Disability
Income Plan
Group Insurance 27.4 6.9 28.8 37.6 22.1 31.9
Part of Pubiic
Retirement System  69.3 .7 86.9 91.2 — —_

* The most frequently reported benefit plans are retirement plans.

* Among public junior colleges, 99 per cent report retirement plan
coverage for faculty, administrators, and clerical-service employees.

* Among private junior colleges, 75 per cent report retirement plan
coverage for faculty and administrators, and 55 per cent report retire-
ment plan coverage for clerical-service employees.
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8 INTRODUCTION

* Health insurance plans are reported by 98 per cent of public junior
colleges and by 8% per cent of private junior colleges. There are no
significant differences among employee classifications (faculty, admin-
istrative, clerical-service) in health insurance coverage reported.

* Sick-pay plans for income during short-term disabilities are in effect
in 95 per cent of the public junior colleges and in just under 80 per
cent of the private junior colleges.

» Group life insurance plans are reported by about three-fourths of the
public junior colleges. In private junior colleges, group life insurance
plans are reported by just under 60 per cent for faculty and adminis-
trators, and by 50 per cent for clerical-service employees.

* Insured plans for the provision of long-term total disability income
have been available only since the late 1950’s, but they constitute
the fastest grc~ing area of staff benefit protection. Over a third of
the public junior colleges, and about 30 per cent of private junior
collezes, report an insured long-term disability income plan for
faculty and administrators. About 30 per cent of public junior
colleges, and 20 per cent of private, report an insured long-term
disability income plan for clerical-service employees.

* About 90 per cent of public junior colleges report coverage under the
disability income provisions of public retirement systems. Under
many systems, however, lengthy waiting periods exclude from cover-
age substantial portions of plan members. Benefits, except for persons
disabled close to retirement, are often low.

Observations. The study brings out these general observatio:s regard-
ing the benefit plans reported:

* Pension portability across state lines is less extensive among junior
colleges than among four-year colleges and universities. In the ma-
jority of public retirement systems in which junior college faculty and
other employees participate, accrued retirement benefits are auto-
matically forfeited by employees leaving: employment covered by thz
syster unless a service requirement, as much as ten or twenty yeats
in some systems, has been met. In only 2 of 77 public retirement
systems, the TIAA-CREF regular or optional retirement plans, and
5 church pension plans, are accrued benefits retained by terminating
employees without a service requirement.

* Some of the retirement plans covering junior college faculty and other
employees still provide relatively low benefit levels for a career of
service. Among them are the public retirement systems which set
limits on the salary on which benefits are to be calculated, and systems
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INTRODUCTION 9

in which the benefit formula percentage factor is less than 1%2 per

cent (of final average salary) per year of service.

Questions of benefit adequacy arise under formula-type retirement
plans for mobile faculty and staff members who have met service
requirements for retention of accrued retirement benefits. Benefits
are based on the average salary at termination of employment, usually
quite low compared with salaries just preceding retirement. For the
mobile staff member who works under several retirement systems, the
resulting retirement benefits will be lower than if the individual con-
tinued under one plan until retirement.

Increasing numbers of retirement systems have taken steps to meet
the erosive effects of inflation on retirement income. Colleges were
first to use the variable annuity, introduced by TIAA in 1952. More
recently, a number of public retirement systems have adopted variable
annuity plans. In addition, automatic price-index related plans, auto-
matic annual percentage increases in benefits, and other methods of
helping adjust to changing living costs have been put into effect.

Between 25 and 30 per cent of public junior colleges do not provide
for the coverage of faculty and administrators under federal Social
Security, and about a Sfth do not include their clerical-service em-
ployees. Some public retirement systems whose members are not
covered by Social Security have attempted to provide roughly equiva-
lent survivor, disability, and retircment benefits. But no state retire-
ment system has been able to keep up with the Congress as it improves
Social Security benefits. For instance, the Hospital Insurance portion
of the Social Security Medicare program is open only to persons
becoming eligible for Social Security retirement benefits. So far, no
state has duplicated Medicare for its retired employees. Nor is the
portabiiity of Social Security benefits matched by pubuc retirement
systems.

At present, many junior college life insurance plans offer modest flat

amounts of life insurance or salary-reiated insurance amounts. Too

often the plans provide only a token insurance amount or result in the
highest amounts of insurance for those who need it least. Family
responsibilities—and therefore insurance needs—tend to be greater
at the younger ages when children are growing up and outstanding
mortgage amounts are high. This suggests the desirability of an in-
surance benefit pattern of one times salary to provide a transition fund

- for survivors, plus a pattern of graded insurance providing greater

amounts at the younger ages and lesser amounts later on as needs
diminish and as insurance costs rise.

¢ Indemnity health insurance plans with inside dollar limits should be

no
Co



10 INTRODUCTION

subject to periodic review and updating. For instance, in basic hos-
pital-surgical-medical plans in which the benefit for daily hospital
room and board is a specified cash amount, the benefit provided is
often the amount selected when the plan was installed, perhaps many
years ago, and well below today’s daily hospital rates.

* About 90 per cent of the junior colleges report major medical expense
insurance coverage as part of their total health insurance plan. De-
veloped in the mid- and late fifties, major medical plans are relatively
new on the scene. Some still incorporate earlier experimental features.
Many could improve their capacity to meet the heavy financial burden
of serious injury or illness. Among questions for the evaluation of
the current responsiveness of a major medical plan are these:

Is the maximum benefit amount adequate to meet truly heavy and
prolonged medical expense? The earlier $10,000 or $15,000 maxi-
mums have been succeeded in many plans by $25,000 or $50,000.

Is the plan operating on a per cause or all cause basis? Per cause
plans, reported by about 15 per cent of junior colleges with major
medical plans, establish their benefit periods by cause of illness and
require new deductibles if there are to be benefit payments under
another cause. Per cause plans mean less insurance protection against
medical expenses.

Do benefits cut off at the end of the calendar year whether or not
high medical expense levels continue? Longer benefit periods may
better meet staff needs. :

* As insured plans for the provision of long-term total disability income
are introduced, adequate levels of disability income become feasible
at relatively low cost and without long waiting periods for eligibility.
An insured long-term disability income plan requires coordination
with the retirement plan, however, if there is to be lifetime income
protection. Accrued retirement benefits must be retained, and retire-
ruent benefits must continue to build up during the period of disability,
so that the retirement income can take over when the disability income
ceases, usually at age 65. If the regular retirement system cannot be
coordinated with the insured program, a supplementary retirement
plan may be used to build retirement protection.

* Plans that provide sick-pay during short-term absences from work
should be coordinated with long-term disability income plans, when
established. For those eligible for the long-term plan, benefits from
the short-term plan should span the “elimination period,” usually the
first six months of disability.

* In about one out of four group insurance plans in the junior colleges

no
n




INTRODUCTION 11

— life, health, and long-term total disability income—the entire cost of
the plan is paid for by the employee. An indicated improvement in
these plans is the assumption by the employer of at least a part of the
cost.

* Benefit plans should be fully understood by participants if the plans
are to be properly used and evaluated. It is worthwhile to spend a
Little time with the booklets describing staff benefit plans. Knowledge
of what not to expect can be as valuable to individual financial plan-
ning as knowledge of what benefits are provided.

o Booklets describing benefit plans should be straightforward and lucid.
Occasionally a group insurance booklet will read more like an ad-
vertising brochure than a guide to plan use, but most descriptions are
clearly and simply written. Information regarding retirement plans is
often in lcs: satisfactory form. Some public retirement systems, such
as Ohio and Wisconsin, do an outstanding job in explaining benefits
and answering the questions that differing individual circumstances
may raise. However, many public systems have devoted too little time
and talent to descriptive material, and the resulting plan descriptions
are labyrinths of technical language, rich with cross references.

APPENDIX B TABLE RELATED TO CHAPTER 1:
Table
1-1 Summary of Study Response
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This chapter describes the extent of retirement plan coverage of junior
college employees, the types of plans providing the coverage, the prin-
cipal approaches used by retirement systems in providing benefits, and
the funding methods employed. -

The retirement plan is by far the most significant employee benefit
plan. Each plan is important, but the retirement plan has a more pro-
nounced long-range influence on an educational institution than the
other plans—on its ability to attract the level of talent it needs to
attain its educational objectives, on its reputation as a good place to
work, and on the morale of its faculty and staff.

Because a retirement plan aims at replacing earned income at the
end of the working years, it costs much more than the other plans. In
the total compensation budget the retirement plan normaily stands second
only to salary. In a sense, the retirement system becomes a surrogate
eployer, providing regular income when there is no longer an employer
to do so. A retirement plan will have a substantial economic effect on
the lives of staff members who leave an employer before retiring as well
as on those who stay until they retire; many individuals will participate
in several plans during their thirty or forty working years.

‘Succeeding chapters will bring out the manner in which provisions
of a retirement plan influence other benefit plans whose purpose is also
to provide income, but under other circumstances: survivor income in
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14 RETIREMENT SYSTEMS

the event the employee dies prematurely, and long-term disability income
in case an employee becomes totally disabled and can no longer earn an
income.

Because of the retirement plan’s heavy and long-term financial obli-
gations, its provisions require careful and critical examination in order
to assure that it is indeed capable of doing all it must for income security
in old age, and that it coordinates properly with other plans. For these
reasons, a substantial part of this study is devoted to retirement planning
in the junior and community colleges.

EXTENT OF RETIREMENT PLAN COVERAGE

Over 99 per cent of the 712 publicly supported junior colleges re-
sponding to the survey report retirement plan coverage for faculty and
administrators, and nearly 97 per cent report a plan for clerical-service
employees. Table 21 details the survey response on retirement coverage.
As indicated in the “EEs” columns of the table, the institutions reporting
retirement plans employ over 99 per cent of faculty and administrators,
and over 98 per cent of clerical-service employees, in the responding
public junior colleges.*

1 The five public junior colleges reporting no retirement plan for faculty and admin-
istrators include two community colleges in Iowa, one city college in California, and one

TABLE 2-1: RETIREMENT PLAN COVERAGE REPORTED BY JUNIOR
COLLEGES, 1970

All Institutions Public Private
Per Cent Per Cent  Per Cent Per Cent  Per Cent Per Cent
Insts EEs Insts EEs Insts EEs
N= N= N= N= N= N=
. Faculty 893 59,383 712 53,948 181 5,435
Total 100.0 100.0 100.0 100.0 100.0 100.0
Retirement Plan(s)
in Effect 94.3 98.4 99.3 99.3 74.6 89.1
No Retirement Plan 57 1.6 7 N 25.4 10.9
N= N= N= N= N= =
Administrators 893 13,103 712 11,061 181 2,042
Toti_ll 100.0 100.0 100.0 100.0 100.0 100.0
Retirement Plan(s)
in Effect 94.1 97.6 99.3 99.4 73.5 87.9
No Retirement Plan 59 24 7 .6 26.5 12.1
N= N= N= N= N= =
Clerical-Service 893 42,886 712 36,993 181 5,893
Total 1000  100.0 1000  100.0 1000  100.0
Retirement Plan(s) ‘ .
in Effect 88.1 94.6 96.8 98.5 54.1 70.3
No Retirement Plan 11.9 5.4 3.2 1.5 459 29.7
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RETIREMENT SYSTEMS 15

Reported retirement plan coverage in the 181 privately supported
junior colleges responding to the survey does not match in extent the
coverage of the public institutions. For faculty and administrators,
about three-fourths of the responding private junior colleges, employing
about 90 per cent of these professional employees in private junior
colleges, report a retirement plan. Ten years ago, about 60 per cent
of the private junior colleges reported a retirement plan for faculty
and administrators.? For clerical-service employees, just over half the
responding private colleges, employing 70 per cent of this nonpro-
fessional employee group in the private colleges, report a retirement
plan. Junior colleges with student enrollments of less than 1,000 con-
stitute the majority of the private institutions without a retirement plan.

TYPES OF RETIREMENT PLANS IN JUNIOR COLLEGES

Table 2-2 indicates the types of retirement plans in effect for faculty,
administrators, and clerical-service employees in the junior colleges. It
should be noted that more than one retirement plan is in effect in a num-
ber of the colleges, so that totals of plans reported exceed the total
number of reporting institutions. The excess is principally accounted for
by (1) optional alternative retirement plans available in a number of the
colleges and (2) concurrent retirement plan participation in some
colleges.?

The retirement plans reported fall into five major groups: (1) various
types of public retirement systems, including single state retirement
systems covering teachers and other state employees, state teacher
retirement systems, public employee retirement systems, and city, county,
or school district retirement systems; (2) TIAA-CREF retirement plans
provided by educational institutions through the nonprofit Teachers

state college in each of Alabama and Mississippi. These five colleges and eighteen other

public junior colleges do not cover clerical-service employees. All employee groups with-

ggt retirement plan coverage in public junior colleges are covered under federal Social
curity.

2 Francis P. King, “Insured Staff Bencfit Plans in the Junior Colleges,” Junior College
Journal, Vol. 31, No. 1, September 1960, p. 4.

8 In community colleges in the State of New York, for example, three retirement plans
are reported. A new faculty member or administrative officer joining the staff has the
option of joining the New York State Teachers’ Retirement System, the New York State
Employees’ Retirement System, or the TIAA-CREF system. The institutions thus report
three retirement Systems for faculty and administrative personnel, although an individual
is normally covered by only one plan. An example of concurrent participation is provided
by the West Virginia publicly supported institutions. The West Virginia State Teachers
Retirement System is supplemented by a TIAA-CREF plan for which all employees earn-
ing over $4,800 are cligible. In the community colleges in the States of Washington and
Pennsylvania, employees coming to the colleges from other positions in the state covered
by the State Teachers Retirement System or the State Employees System remain in those
plans, while other new employees, and those coming to the college with TIAA-CREF
antiuity contracts started elsewhere, join the TIAA-CREF plan,
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TABLE 2-2: TYPES OF RETIREMENT PLANS REFORTED BY JUNIOR
COLLEGES, 1970

e

All
Institutions Public Private
Per Cent Per Cent Per Cent Per Cent  Per Cent Per Cent
Insts EEs Insts EEs Insts EEs
N= N= N= N= N= N=
Faculty 842 58,427 707 53,585 135 4,842
Total 100.0 100.0 100.0 100.0 1000 1000
Single State Retirement
System for Teachers
and Other State
Employees 24,5 19.7 29.1 214 -— —_—
State Teacher
Retirement System 49.8 62.5 59.1 68.1 N 2
State Public Employee
Retirement System 16.5 18.2 19.7 19.9 —_— —
City, County or District
Retirement System 24 7.5 28 8.2 — —
TIAA-CREF 25.7 27.8 19.7 24.7 57.0 62.3
Self-Administered or
Trusteed Plan 2.5 1.5 1.1 9 9.6 8.1
Church Pension Plan 34 1.3 —_ — 21.5 157
Insurance Company 6.2 54 33 4.0 21.5 211
Other 2 2 - — 1.5 24 :
= N= = N= N= N=
Administrators 840 12,790 707 19,996 133 1,794 :
Total 100.0 100.0 100.0 100.0 100.0 100.0
Single State Retirement
System for Teachers )
and Other State
Employees 24.5 20.0 29.1 23.2 — —
State Teacher - b
Retiremnet System 46.3 51.9 54.9 60.4 .8 1 ;
State Public Employee
Retirement System 217 270 25.7 313 —_ -—
City, County or District
Retirement System 2.1 4.0 - 2.5 4.7 — —_
TIAA-CREF 243 332 182 279 56.4 659
Self-Administered or :
Trusteed Plan 44 2.8 33 1.7 10.5 9.7
Church Pension Plan 37 22 — —_ 233 159
Insurance Company 6.0 56 3.0 31 21.8 21.0
Other . 2 4 — —_ 15 . 26
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RETIREMENT SYSTEMS 17

TABLE 2-2: TYPES OF RETIREMENT PLANS REPORTED BY JUNIOR
COLLEGES, 1970—Continued

All
Institutions Public Private

Per Cent Per Cent Per Cent Per Cent  PerCent PerCent

Insts EEs Insts EEs Insts EEs
N= N= N= N= N= N=
Clerical-Service 787 40,583 689 36,441 98 4,142
Total 100.0 100.0 100.0 100.0 100.0 100.0
Single State Retirement
System for Teachers
and Other State
Employees 26.3 153 30.0 17.0 —_ —
State Teacher
Retirement System 19.4 17.6 22.1 19.6 1.0 1
State Public Employee
Retirement System 427 56.3 48.8 62.8 — —
City, County or District
Retirement System 14 39 1.6 43 —_ —
TIAA-CREF 10.2 8.7 5.8 4.0 40.8 50.3
Self-Administered or
Trusteed Plan 52 4.0 35 22 17.3 20.2
Church Pension Plan 3.0 1.3 — — 24.5 124
Insurance Company 4.1 34 1.2 1.0 24.5 24.0
Other 3 3 1 3 1.0 4

Note: Because many institutions report two or more plans, separate percentages add to
more than 100.

Insurance and Annuity Association and College Retirement Equities
Fund; (3) self-administered or trusteed retirement plans; (4) commercial
insurance company plans; and (5) church pension plans provided for
church-related colleges. :

Public Junior Colleges. Most faculty in public junior colleges are
covered under state teacher retirement systems; about 60 per cent of
responding public colleges report a state teacher system. About 30
per cent report a single state system for teachers and other public
employees. Twenty per. cent of public junior colleges report faculty
coverage under a public employee retirement system, and about 20 per
cent report faculty coverage under a TIAA-CREF plan. City, county, or
district retirement systems are reported by about 3 per cent of public
junior colleges, insurance-company plans by about 3 per cent, and self-
administered plans by 1 per cent.

Reported retirement system ' coverage for administrators in public
junior colleges is similar to that for faculty, except that there is a
slightly higher proportion of institutions reporting administrators’ par-
ticipation in public employee systems and a somewhat lower proportion
of participation in state teacher systems.

30




18 RETIREMENT SYSTEMS

For clerical-service employees in public junior colleges, nearly hali
of the institutions (49 per cent) report a public employee retirement
system, 30 per cent report participation in a single state system for
teachers and other state employees, and 22 per cent report participation
in a state teacher retirement system. TIAA-CREF plans for clerical-
service employees are reported by about 5 per cent of responding public
junior colleges; self-administered plans by about 3 per cent; city, county,
or district systems by just under 2 per cent; and insurance company plans
by about 1 per cent.

Private Junior Colleges. In the privately supported junior colleges
reporting retirement plans for faculty and administrators, TIAA-CREF
plans acconnt for the majority, about 60 per cent. Church plans and
insurance cu.apany plans are reported by about a fifth of the colleges,
respectively, and self-administered plans by about a tenth.

For retirement coverage of clerical-service employees, TIAA-CREF
plans are reported by 40 per cent of the private junior colleges. Insur-
ance company plans and church pension plans are each reported by
about a fourth of the private junior colleges; self-administered plans
are reported by 17 per cent. As in the public colleges, alternative
or supplementary plans bring total numbers of plans above the total
of reporting institutions.

OBJECTIVES OF RETIREMENT PLANNING

A college retirement plan can help or hinder the achievement of
the institution’s educational objectives. If the plan is to help, it must be
based on principles consistent with the educational aims of the institution;
it must meet the needs of the people who teach, administer, and other-
wise serve the institution. As the years go by and changes take place it
must continue to meet changing needs. To make certain that the retire-
ment plan makes a positive contribution to educational objectives, those
responsible for institutional policy must have a clear understanding of
what a retirement plan can accomplish for the institution, for its faculty
and other staff members, and for education as a whole.

College faculty representatives, administrators, and members of
governing boards indicate that'a well-designed retirement plan helps
them achieve vital objectives shared by the college and the individual:

(1) The orderly retirement of employees with an income sufficient to
meet their future needs. B

(2) The attraction of promising new talent. ,

(3) The retention of valued professional and nonprofessional per-
sonnel.. v :

(4) An equitable means of parting with staff members before retire-
ment, including those who are not measuring up to the college’s

standards.

31
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Retirement plans differ considerably in their capacity to meet effec-
tively these objectives; this should be kept in mind as the provisions of a
specific retirement plan come under review.

Orderly Retirement. The manner in which a college helps its staff
members look forward to security in retirement influences their effec-
tiveness during their working years. Everyone seeks, and ought to have,
independence in old age—freedom from financial worries, freedom from
economic dependence on other people, freedom to throw off the demands
of work when infirmities make it burdensome, and freedom to pursue
other interests. A retirement plan should be constructed so as to assure
the individual that for each year of employment there will be, without
condition, an increment of retirement income to begin at some future
datc.

Retention of teachers and administrators beyond the time they can
perform their work competently is detrimental to the students and to the
institution'’s educational effectiveness. It may well lead to the dis-
satisfaction or departure of younger staff members who see that pro-
motions do not become available as they should. A means for the orderly
retirement of superannuated employees is essential, although policies
may reasonably differ as to just what the age of retirement will be. The
institution, as well as the individual, gains from the presence of a
systematic method of replacing earnings with retirement income.

On the other hand, it is wasteful and uneconomic if large numbers of
teachers or other employees “retire” well before their capacities have
waned. Valuable human experience and skills are withdrawn from the
educational world too soon, and it is exceedingly costly to taxpayers and
institutions to provide full retirement benefits beginning as early as age
55, for example, or at other ages well under 60 or 65 when a specified
period of service is the only test for retirement. The few retirement
systems doing so already face steeply rising costs.

Attracting and Holding Able People. In seeking able men and women
for teaching, administrative, and other positions, junior colleges are in
constant competition not only with other educational institutions, but
with business and industrial organizations and with government. The
monetary returns from professional employment in education are still
not great compared with many other employments, yet colleges have the
services of many outstanding men and women. Educational institutions
were among the earliest employers to offer retirement plans so that an
educational employee could look forward to reasonable security through-
out his life. Some of the most constructive work in the development and
improvement of retirement systems has centered around the efforts of
colleges and universities to provide faculty and staff with soundly based
retirement benefits.

a2




20 RETIREMENT SYSTEMS

Parting Before Retirement. After a few years of service or after many,
an employee may want to take advantage of a job opportunity at another
institution, perhaps in another state. Or, for any one of a variety of
reasons a promising new employee may not work out well: opportunities
for advancement in the institution may be limited, curriculum or other
changes may alter the need for service in & particular field, or differences
in goals or personalities may interfere. Whatever the circumstances, it
is at times mutually advantageous for the individual and the employer to
part company. In such situations, the retirement plan should be neutral;
it should not impose a penalty of forfeited future retirement income on
termination of employment. If the retirement plan does incorporate
foifeiture provisions, individuals often say quite frankly that they cannot
afford at their age to sacrifice their accrued retirement benefits by leaving
the college. So their only alternative is to serve out their time, well aware

. that a change would have been better for both themselves and the college.
No individual and no college wants this if it can be avoided.

Income Goals. Implicit in the general objectives of retirement plan-
ning is the provision of adequate income during retirement. A judgment
of what is a reasonable level of retirement income, and how it is to be
assured, is essential for every retirement plan. Benefit goals and the
interrelation of costs and benefits are discussed in Chapter 3.

Principles of Retireinent Planning

VESTING OF RETIREMENT BENEFITS

As the junior colleges have come of age, they have found themselves
competing in broader markets for academic talent and depending more
and more, therefore, on geographic areas wider than the boundaries of a
particular state. In this wider market, barriers to employee mobility
take on 2 more serious meaning. As a result, greater attention has
turned to tne vesting provisions of the retirement systems covering junior
college personnel. Vesiing occurs when promised future benefits are no
longer subject to forfeiture when the individual changes employers. In
past decades, personnel transfers generally took place among schools or
colleges belonging to the same state retirement system. Delays in vesting,
therefore, were less harmful; the transferring members did not forfeit
accrued benefits because they remained within the system. Today, move-
ment across state lines is frequently involved in rew job opportunities.
Lengthy service requirements for the vesting of retirement benefits tend
to block this desirable interstate movement, or else to result in losses of
future retirement benefits when job changes do take place. As the edu-
cational impact of. the two-year colleges continues to grow, and as new
institutions are started up, the effects of geographic and economic barriers
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on properly staffing the colleges are more easily recognized. Con-
sequently, the adverse effects of delays in the vesting of future retirement
benefits are being more widely discussed than ever before.

Delays in the vesting of retirement benefits result in real losses to
individuals and to society at large. An individual sustains an economic
loss whenever future retirement benefits are forfeited; he also sustains
a loss in professional development, and perhaps earning power as well,
if he stays in a position to avoid forfeiture of future retirement benefits.
For society, the economic and social loss is represented by the under-
utilization of teachers and the obstacles that delays in vesting offer to the
free flow of able personnel among educational institutions.

Many faculty and other staff members remain with one employer for
their entire career. But free choice in the matter is important, even
for the individuals who, in fact, do not change jobs. The freedom to
move is as important as movement itself. Over the years colleges and
individuals change. No individual can be certain that he will not want
to change employers in the future. As for the idea that delays in the
vesting of retirement benefits hold personnel in their jobs, experience
indicates that delayed vesting actually tends to encourage good staff
members to “get out while the getting is good.” What delayed vesting
often does is to influence the less productive staff member to stay
until vesting occurs, even though both he and the college would be better
off if he could leave sooner and without forfeiture of accumulated retire-
ment benefits. Furthermore, college teachers are becoming more knowl-
edgeable about vesting and its meaning and increasingly hesitant to take
the risk of membership in retirement systems with delayed vesting.

Both the junior colleges and their staff members benefit from inter-
change of professional personnel among institutions. If good teachers
are poorly placed, the whole system of higher education pays a penalty.
Barriers increase the cost of staffing and diminish available choices.
As noted by David G. Brown in his study of academic job changes, the
labor market for professionals in higher education is defined by high
training costs, high skill levels, and high experience levels. As a result,
this labor market is dependent on a broad mobility. “Whereas the local
labor markei concept has meaning for occupations where retraining
workers is cheaper and faster than relocating, in the professions the costs
of training and the benefits of experience dictate that employers draw
boundaries that are related to what a man can do instead of how con-
venient it is for hira to come.” * :

Because of the effects on individuals of delays in the vesting of retire-
ment plans, and on the income profile of aged persons generally, in-

4+ David G. Brown, The Mobile Professors, (Washington, D.C.: American Council on
Education, 1967), p. 169.
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creasing official attention has been given to needs for reduction or
elimination of vesting delays. Two public bodies which have expressed
concern are the Advisory Commission on Intergovernmental Relations
and The President’s Committee on Corporate Pensions and Other Private
Retirement and Welfare Programs. Recent hearings of the Senate Special
Committee on Aging are among a number of Congressional inquiries
considering vesting provisions of pensions in the light of the development
of appropriate government policy.

Advisory Commission. The negative effects of delays in vesting have
drawn the serious attention of the Advisory Commission on Intergove -
mental Relations. Immobilization of public employees in a mobile society
was early identified by the Commission as a special problem, and a 1963
report of the Commission noted that “many public administrators and

-agencies are finding the serious lack of provision for intergovernmental

transferability of retirement rights to be a hindrance to personnel
recruitment.”

The 1963 Commission report concluded that “provision should be
made for an employee to change jobs without suffering any major loss of
retirement credits . . . . In the long run, public employers and em-
ployees at all levels of government—Federal, State, and local—will bene-
fit from a better program for the preservation of retirement credits of
employees who transfer from one governmental unit to another.” * The
Commission placed its hopes for improvement in a recommendation that
“the employee’s benefits be vested when he has completed a period of
service of not more than five years in the system . . . .»7 This, the
Commission concluded, is the most practicable means of relaxing the
grip of interstate immobility on public employees.® If carried out, the
recommendation for five-year vesting in public plans would represent
an important step toward an ultimate goal of immediate full vesting,

President’s Committee. A conclusion of the 1965 President’s Com-

" mittee on Corporate Pensions and Other Private Retirement and Welfare

Programs is as applicable to the pension systems of state and local
governments as to private employers’ pension plans. The Committee’s

5 Advisory Commission on Intergovernmental Relations, “Transferability of Public
Employee Retirement Credits Among Units of Government,” Report A-16, (Washington,
D.C.: U.S. Government Printing Office, 1963), p. 5.

8 Ibid., p. 50.

7 1bid., p. 53. :

8 Five-year vesting is also a goal of the NEA National Council on Teacher Retirement.
National Education Association, National Council on Teacher Retirement, Proceedings
of the 43rd Annual Meeting, October, 1965, p. 67. See also, NEA, Guidelines to Fringe
Benefits for Members of the Teaching Profession, (Washington, D.C,: NEA, 1969),
p. 15. The Prototype Master Agreement recently prepared by the National Faculty Asso-
ciation of Community and Junior Colleges (n.d.) recommends immediate vesting of
employer contributions through participation in TIAA-CREF, with contributions of
5 per cent of salary by the employee and 10 per cent by the employer.
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report states that “there is cause for concern in the selective impediments
to mobility now erected by private pension plans and in the possibility
that such plans in the future will not permit a rate of mobility among
mature workers sufficient to accommodate a rapid rate of technological
change.” ®

Special Committee on Aging. Through a series of hearings and
working papers, the U.S. Senate Special Committee on Aging has
recently carried out extensive studies of the economic security of the
elderly population. A working paper prepared in early 1970 focused the
Committee’s study specifically on the pension aspects of the economics
of aging, and offered these comments on the effects of delay in the
vesting of retirement benefits: *°

. . . . Intoo many cases flexibility [in eligibility for participation and
vesting] means differential treatment between the employee who works
for one firm as against the employee who works for several during
his career. In the absence of vesting requirements, the latter is likely
to end up with no protection or with pieces of protection that are far
below what the career employee receives by staying on the job. This
discrimination against highly mobile workers is also at odds with the
oft-asserted allegiance paid in our society to the desirability of labor
mobility as an essential ingredient of a productive and efficient econ-
omy. The prospective loss of valuable pension rights through stringent
eligibility and vesting requirements tends to keep able and skilled
workers tied to a declining industry or firm and inhibits the freedom
of long-service workers, particularly among executive, professional,
clerical, and skilled groups, voluntarily to shift to other companies.

THE ANNUITY CONCEPT

Retirement systems should be easy to understand and uncomplicated.
Too often they are couched in laborious language and are themselves
overly complex. A funded retirement plan is simply a savings process
followed by a lifetime pay-out period. During working years, funds are
gradually accumulated by setting aside and investing employer and em-
ployee contributions. This process is referred to as “funding.” At retire-
ment the accumulated contributions and their investment earnings
become the basis for the retirement annuity, a payment mechanism assur-

9 President’s Committee on Corporate Pension Funds and Other Private Retirement
and Welfare Programs, Public Policy and Private Pension Programs: A Report t0 the
President on Private Employee Retirement Plans, (Washington, D.C.: U.S. Government
Printing Office, 1965), pp. viii—ix. ]

10 U8, Senate Special Committee on Aging. “Pension Aspects of the Economics of
Aging: Present and Future Roles of Private Pensions.” 91st Congress, 2nd Session
{Washington, D.C.: U.S. Government Printing Office, 1970), p. 45.
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ing the maximum possiblc income for life from the funds credited to the
annuitants.*

An annuity is based on a pooling of resources by many people in order
that each may be protected against the financial risk of “living too long.”
Without annuities, retired persons might try to live on orly the interest
earned by their life savings, keeping the principal intact but receiving a
relatively small income; or they might draw on both principal and inter-
est, apprehensive that they may live too long and use up all the principal
prematurely. An annuity or pension fund can use average life span
figures for thousands of annuitants so as to spread both principal and
interest over the lifetime of retired persons no matter how long they live.
This assures each participant a much larger income than could be
received from interest earnings alone, and assures its continuation for
life. ' :

Use of annuity principles also makes it possible to provide a lifetime
income for a couple, important when a retiring employee wishes to make
sure that a lifetime income continues to his widow after his death. Hence
the income options offered by virtually all retirement systems.

ACCUMULATING RETIREMENT FUNDS

To provide adequate benefits, regular contributions to a retirement
plan, normally by both employer and employee, should begin as early
as practicable in the working career. If participation begins not later
than age 30, and retirement is at age 65, this permits thirty-five years of
fund accumulation to provide a retirement income over a period that
must on the average span about sixteen years for a man and about
twenty years for a womun. ’ '

A timely start with adequate regular contributions is important. To
produce a reasonable benefit amount, accumulation periods of less than
thirty or so years require disproportionately large contributions because
of the shorter period of contribution payments and of investment earn-
ings accumulation. Interryiions in plan participation and forfeitures of
accumulated benefits of course have an adverse effect on ultimate retire-
ment benefits. '

The method of defining pension rights—whether in terms of the input
(contributions as a percentage -of salary) or of the output (benefits as
a percentage of salary)—has an important effect on the plan’s funding
pattern, that is, how much money is to be paid or credited on behalf
of each participant, and when.. The funding pattern, in turn, strongly
influences the distribution of total compensation among individuals par-

11 The term pension appears frequently in governmental retirement plans and when
used in a technical sense usually refers to that part of the retirement income based on
the contributions or benefit promise of the state or other public employer.
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ticipating in the plan, the overall cost of the plan, and the degree of
budgetary control over accumulating pension liabilities.

The two principal approaches to defining pension rights are defined
benefit (unit benefit) and defined contribution (money purchase). The
defined benefit approach fixes benefits in advance as a percentage of
salary for each year of service, or occasionally (for 2 minimum or alter-
native benefit) as a flat dollar amount per year of service. The defined
contribution approach, on the other hand, fixes contributions in advance
as a percentage of each person’s salary.

Defined Benefit Approach. This approach establishes benefits as a
predetermined percentage of salary for each year of service. The amount
of salary can be expressed either as the average salary over the period
of plan participation, the “career average,” or as the average salary
over a designated period of service just preceding retirement, usually
called the “final average,” such as the five years preceding retirement or
the highest five years’ average salary. For example, the benefit formula
might provide for a retirement benefit at age 65 equal to 12 per cent
of a person’s “final-five” average salary times years of service. After 35
years of service for one employer, this formula would provide an em-
ployee a retirement income starting at age 65 equal to 52.5 per cent of
the average salary he earned from age 60 to age 65.

Most of the public retirement systems covering junior colleges use
the defined benefit approach in whole or in part.

Under the defined benefit approach, the participant can accurately
predict by application of the berefit formula the ratio of retirement
benefits to final average salary, although of course he cannot predict the
exact number of dollars of annuity income he will receive during retire-
ment unless his salary schedule before retirement is known to him. The
investment experience of defined benefit plans affects the employer’s
cost, but not normally the amount of the individual’s benefit.

Nearly all defined benefit plans covering junior colleges are contrib-
utory, with employee contributions a fixed percentage of current salary,
withheld and deposited in the employee’s annuity account to help pur-
chase the formula benefit. If the plan is currently funded, employer
contributions are made in whatever amounts are considered necessary,
usually on recommendation of the plan’s actuary, to purchase the portion
of the prospective formula benefits not purchased by employee contribu-
tions. Since the price of a given amount of deferred annuity benefit
increases as the period remaining until retirement shortess, the employer’s
contributions on behalf of each individual increase rapidly with age.

In any particular year under defined benefit plans, the total employer
contribution required for current service is the sum of the dollar amounts
(less any employee contributions) tha: are necessary to purchase the
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retirement income benefits that the participants as a group are to be
credited for that year’s service.® If the benefit is expressed as a percent-
age of final average salary, as in most defined benefit plans, additional
amounts will be needed later to pay for the increases in deferred benefits
resulting from rising salaries, unless future salaries have been accurately
forecast and level funding methods used. The total employer contribution
is usually stated as a percentage of payroll, but since it is an average, it
does not represent the percentage of each member’s salary that is being
credited to his pension account.

Defined Contribution Approach. This approach establishes employer
and employee contributions as a percentage of current salary, deposits
them each month on behalf of the participants, and credits the earnings
of the accumulating funds to the participants’ accounts. For example, a
plan might call for a total contribution of 12 per cent of salary, 5 per
cent contributed by the employee and 7 per cent by the employer. The
employer’s contribution on behalf of any one employee is in the same
proportion as on behalf of any other.

Nearly all TIAA-CREF plans in higher education use the defined
contribution approach, as do many of the church pension systems and
insurance company plans. Three of the 77 public retirement systems
covering junior colleges use the defined contribution approach exclu-
sively, and nine of the systems provide for a defined contribution ap-
proach as an alternative to a defined benefit.**

Under the defined contribution approach, a specified and known
amount of employer money becomes a clearly identifiable part of an
- employee’s total compensation when paid each month to a fully vested

deferred annuity. Investment earnings are credited to the individual’s

annuity rather than used to reduce employer costs. The retirement bene-

fit is the income amount that can be purchased by the total of employer
" and employee contributions and by credited investment earnings.

Full funding of current service benefits, under the defined contribu-
tion approach, normally occurs at the time the service is rendered. Salary
increases do not raise pension costs for service, rendered prior to the
increase, as is automatically the case under final-average defined benefit
arrangements. Budgetmg and forecasting of operating costs are simple:
the employer cost is the employer contribution rate multiplied by the
salaries of plan partmpants

12 In some plans, amounts requu'ed of the employer to support future benefits may not
be currently funded, leading to increasing accrued unfunded liabilities. In calculating the
amounts required to support future beaefits in plans that do not vest benefits unmedlately,
discounts are incorporated for turnover and deaths during the penod of delayed vesting.
Discounts are made for voluntary forfeitures of vested benefits in plans permitting the
latter. Funding is discussed later on in this chapter.

18 In addition, thirteen of the public retirement systems covering junior colleges pro-
vide for a defined contribution annuity from employee contributions and for a formula
benefit (defined benefit) from employer contributions,

39
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CONTRASTING DEFINED BENEFIT AND
DEFINED CONTRIBUTION APPROACHES

The best way to illustrate the differences between the two basic ap-
proaches in their.contribution patterns, funding, and levels of vested
benefits at any given point, is o take a stated retirement benefit and see
how it is financed by the two approaches through employer and employee
contributions during the working years. Table 23 shows the percentage
of salary needed at various ages, starting at age 30 and an $8,000 salary,
to purchase an annuity at age 65 that will equal 1%2 per cent of final-five
average salary (52.5 per cent of final-five average salary) for a person
who stay: in the plan throughout the 35-year period. The table compares
the defined benefit and defined contribution approaches. The employee
is assumed to contribute 5 per cent of his salary at all ages under either
plan, a typical employee contribution rate. The illustration uses the
same actuarial and investment earnings factors for both approaches,
including an assumption that salary increases at a rate of 5 per cent a
year.

Under the defined contribution approach, a level percentage employer
contribution of 8.6 per cent of salary at all ages is needed, in addition

" to the 5 per cent employee contribution, to purchase the benefit. Using

this approach, the staff member in a vested pian has a right to a deferred
benefit purchased by 8.6 per cent additional compensation each year.
The employer contribution is the same proportion of salary for everyone
in the plan regardless of age. The amount of accumulated funds to the
credit of the individual is larger at all points in time prior to retirement,
very substantially so in early years, than in defined benefit plans. The
investment earnings generated by the contribution pattern of a defined
contribution plan pay for a substantial part of the retirement benefit and
thus reduce the total of employer contributions required.

Under the defined benefit approach the “real” employer contributions
range from “minus 2.17 per cent” at age 30 (no employer contribution)
to more than 30 per cent of salary at age 64, as shown in column 3.
Table 2-3 illustrates that under the defined benefit approach the younger
employee’s own contributions in a given year more than cover the cost
of the deferred benefit promised him based on that year’s service. In
fact, at ages below 45, necessary employer contributions are relatively
small, so that at the earlier ages, when job decisions are being made, the
retirement plan adds little or nothing in terms of compensation. If bene-
fits are vested, an individual changing employment takes with him a
right to future benefits related to his five-year average salary just before
leaving, not to his five-year average salary immediately preceding retire-
ment, and the employer’s part in purchasing the benefits is relatively
minor.

As the individual’s age advances, employer contributions under the

40
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_ final-average defined benefit approach must rise in order to fund each
year: (1) the additional cost of the current year’s benefits at the higher
age, and (2) if salary has been increased that year, the cost of funding
the higher average salary formula benefit for all previous years. Thus,
at the older ages larger contributions are necessary to buy a given benefit
at retirement, as well as to fund the “catchup” for increases in benefits
based on prior years’ service. For persons close to retirement, employer
contributions may reach a quarter or third of salary. Yet the greater
dollar input in the earlier years under the defined contribution approach,
and accompanying investment earnings, results in benefit accruals that
exceed those under the defined benefit approach in each year up to retire-
. ment, at which time they become equal.

Columns 4, 5, and 6 of Table 2-3 present the dollar amounts of
contribution necessary (in the quinquennial years shown) to fund the
same final benefit objective under the two approaches. These amounts
result from the multiplication of the contribution rates shown in columns
1,2, and 3 of the illustration by the salary in effect at age shown. Under
both approaches the employee’s contribution of 5 per cent of salary
results in annual dollar contributions that rise, as salary increases, from
$400 a year at age 30 to $2,101 at age 64. Under the defined contribu-
tion approach the employer contribution of 8.6 per cent of salary
throughout results in dollar amounts paid by the employer increasing in
direct proportion to the individual’s increasing contributions as salary
increases, ranging from $688 to $3,614. Under the defined benefit ap-
proach, application of the increasing rates of employer contributions
necessary for funding the final benefit results in employer contributions
that range from zero at age 30 to $12,825 at age 64.* In the illustration,
the defined benefit plan requires a total of $95,950 of employer contribu-
tions for the employee participating from age 30 to age 65, while under
the defined contribution approach the higher investment earnings result
in a lower employer cost of $62,140 for the same retirement benefit.

Figure 24 presents graphically the data shown in Table 2-3.

A defined benefit plan may select almost any fundirg curve it wishes.
Some public systems do no funding and gain nothing from investment
earnings, others fund partially, and some use the level funding pattern
of the defined contribution approach and offer a defined contribution
alternative to participants. Figure 2—4, based on the data in Table 2-3,

14 The President’s 1965 cabinet-level committee on pensions commented on plans
incorporating high costs for older employees: “Employers should be encouraged to
adopt more widely those types of pension plans which do not involve significantly
higher costs for. oider workers, in preference to those types which involve greater dif-
ferences in cost between new employees in different age groups.” President’s Committee
on Corporate Pension Funds and Other Private Retirement and Welfare Programs, Public
Policy and Private Pension Programs: A Report 1o the.President on Private Emplayee
Retirement Plans (Washington, D.C.: U.S. Government Printing Office, 1965), pp. viii-ix.
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Figure 2-4: COMPARISON OF DEFINED BENEFIT AND DEFINED
CONTRIBUTION APPROACHES

shows a common approach among the public retirement systems. Use of
a flatter curve than that shown in Figure 2—4, higher at the younger ages
and lower at the later ages, would raise the capacity of the fund to
generate investment return, average out employer costs, and reduce the
need to provide additional “catch up” funds when salary increases raise
prior service obligations. _

Defined Benefit and Defined Contribution as Alternatives in a Single
System. A few public retirement systems covering junior colleges (9 out
of 77) do fund their retirement benefits so as to be able to give termi-
nating or retiring employees a choice of the defined benefit provided
under .the system or, if higher, to receive benefits based on the defined
contribution approach. The deferred bencfits for terminating employees
are available only if vested, of course, and only if the employee leaves
his own contributions on deposit in the system. If the employer contribu-
tion is set at reasonable levels at the younger ages, a deiined contribution
option can do much to overcome the otherwise low benefits a defined
benefit plan normally provides vested employees who change employers
at the younger ages when the “final average salary” is far from what it
will be just beforé retirement. The choice between defined benefit and
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defined contribution in individual cases may differ because of the variety
of individual circumstances affecting retirement plan benefits, including
salary history, period of plan membership, age of initial plan participa-
tion, contribution rates, and so on.

If a defined contribution alternative is to be provided under a defined
benefit plan, employer contributions on behalf of each participant must
be made at a level more closely corresponding to the employee’s own
contributions than is presently the case in most defined benefit plans. -

In discussing the two basic approaches, it is important to remember
that if the retirement plan is to include a variable annuity partly or
wholly based on contributions made by the employer, a relatively level
contribution pattern is essential if there is to be effective long-term
participation in equity investment experience. The small employer con-
tributions in the early years and heavier concentration in later years
which characterize many public defined benefit retirement systems (see
Figure 2-4) automatically introduce a short-term speculative factor.
This results from the investment of a substantial proportion of total
funds over a relatively short period of time in the later years of service.
Under a defined contribution approach, employer contributions toward
a variable annuity can be more amply and evenly distributed throughout
an individual’s years of participation so as to encompass longer-term
equity market trends.

FUNDING

To assess financial soundness it is important to examine the degree of
funding that stands behind current retirement obligations. Some plans
are fully funded; others only partially funded; some are not funded at all.

Fully Funded Plans. A fully funded plan can be defined as one which,
if it had to be closed out at any time, would already have enough money
in it to meet, with future investment earnings, all obligations for benefits
accrued under the plan from its inception to its termination. Under fully
funded plans, for each portion of service rendered to the institution by
the employee, a sum of money that is sufficient to provide future retire-
ment income is concurrently set aside.

A fully funded plan obviously derives more from investment earnings
than an unfunded or partially funded plan. For example, at 5 per cent
interest compounded annually, a $100 deposit made at a participant’s
age 35 will have increased to $432 by the time he has reached age 65.
Thus, if benefits are not funded until retirement, the employer must
produce at retirement over four times what it would have cost to fund a
benefit in advance. A fully funded plan makes full use of the investment
earnings capacity of a pension program and helps reduce the ultimate

44
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number of employer or employee dollars needed to provide retirement
benefits.

Full funding assures an institution and its staff members that all
obligations to participants are currently and fully secured as service is
rendered. From an accounting standpoint, the fuli cost of “production”
(ie., of the pension obligation) is charged to the period when the
“production” occurred. Each individual knows that funds are actually
in being to support deferred benefits, and that retirement benefits will be
forthcoming without a2 need for emergency measures or special appro-
priations.

Underfunded Plans. These plans range from the virtually unfunded to
those that are close to being fully funded. A few plans use terminal
funding; that is, rather than accumulating funds before retirement, a
single sum purchase of an annuity is made at the time each individual
retires. Without the help of prior investment earnings, terminal funding
confronts the employer or the retirement system with the problem of the
very large lump sums required to finance benefits. Substantial variations
in the number of employees reaching retirement age in any given year
result in extreme variations in the amount of funds required to purchase
benefits.

“Final-average” plans face a continuing concern in maintaining ade-
quate funding levels, since benefits are defined as a percentage of salary
levels toward the end of a career, but contributions are normally related
to salary year by year. As salary levels rise, and as individuals move
upward on the compensation scale, underfunding develops unless there
are annual upward funding adjustments. Increases in benefit levels or the
removal of ceilings on the amount of salary on which benefits are
calculated may also lead to increased unfunded liabilities.

In unfunded retirement plans neither the individual nor the employer
makes contributions toward the individual’s future benefits during the
period in which he renders service to the institution.” During retirement
the needed funds are provided on a “pay-as-you-go’ basis, or on a “pay-
after-you-go” basis, as one writer aptly describes it. This is done from
current budget, through special money-raising efforts, and perhaps at the
salary expense of the younger people on the faculty and staff. As there
is no prior financing, there are no accumulates investment earnings or
capital gains on invested retirement funds to help finance the benefits,
nor are there any accumulated funds based on employee contributions.

15 A plan in which an individual's current contribution is used to pay benefits for per-
sons already retired, as under the Connecticut State Employees’ Retirement System, must
also be regarded as nonfunded, since no reserve is being established tor future payments
on the current employees’ behalf,
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Public Retirement Systems Covering Junior Colleges

Over 2,100 separate retirement systems cover state and local govern-
ment employees; 140 of them cover about 90 per cent of total partici-
paits.'® Seventy-seven public retirement systems cover one Oor more
classes of employees in the publiciy supported junior colleges responding
to the present survey. The principal characteristics of the 77 public
plans are outlined in this section. A relatively small proportion of total
members of these systems is employed by colleges; most participants are
of course employees of units of local and state government.

Of the 77 public retirement systems covering junior colleges, 61 sys-
tems use the defined benefit approach in providing retirement benefits,
and 9 of these provide for a defined contribution alternative. In 13
systems the total benefit is composed of an annuity based on the em-
ployee’s own defined contributions plus a pension from employer contri-
butions expressed as a defined benefit. Three systems use the defined
contribution approach exclusively.

DEFINED BENEFIT PI ANS

When a formula is used to state part or all of the retirement benefit,
as in defined benefit plans, it includes the years of membership in the
system (service credit), the average salary over a stated period of mem-
bership (final average or career average salary), and a percentage factor
or factors.

The result of the benefit formula calculation is the amount of single
life annuity payable to the retiring s:af member. If, instead of the
single life annuity, the individual desires an income option which will
continue lifetime benefits to a survivor, conversion tables provided by
the retirement system give information on the various options and the
tncome amounts provided. '

The full amount of the benefit as determined by formula is payable
at the normal retirement age, or later. As a rule, when benefits are
begun earlier a reduction is made in the benefit amount to take into
account the longer period, on the average, over which it may be expected
to be paid. Defined benefit plans do not normally provide for an actuarial
increase in benefits, however, if retirement is delayed beyond the stated
normal retirement age, except that continued service will increase the
“years of service” factor of the benefit formula. Table 2—-5 shows the
percentage of normal retirement age (65) income payable on early
retirement at various ages under one public retirement system.

Salary Factor. The average salary element of the benefit formvia

16 U.S. Bureau of the Census, 1967 Census of Governments: Employee-Retirement
Systems of State and Local Governments, Vol. 6, p. 2.
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TABLE 2-5: ILLUSTRATION OF ACTUARIAL FACTORS APPLIED
FOR EARLY RETIREMENT, NORMAL RETIREMENT AGE OF 65

Early Age
Retirement Age Retirement Factor
55 46%
58 57%
60 66%
61 72%
62 78%
63 84%
64 92%
65 and after 100%

Source:” Wisconsin Retirement Fund, Handbook, June 1967, p. 22.

calculation in public retirement plans normally takes the form of a
“final average” over a staied period that usually encompasses the years
of highest salary. The most frequently stated averaging period is five
years (42 out of the 74 defined benefit systems) and it is usually stated
as “the highest consecutive five years’ average salary,” or “the highest
five years’ average salary.” Seventeen of the systems use a three-year
averaging period, and five state a ten-year period. The two New York
City systems recently changed the averaging period from three years to
the final year of salary or the highest three years, if higher. There has
" been a strong trend among public retirement systems in recent years
toward the reduction of the length of the stated averaging period. Table
2—6 summarizes the salary averaging periods in the 77 public retirement
systems covering junior colleges.

Percentage Factor. In the systems in which the entire benefit is stated
by formula, the percentage factors generally range between 1 and 2
per cent. Thirty of the 74 defined benefit systems apply a single per-
centage factor in the benefit formula; among these systems three-fourths
state a percentage of 1.50 or above. Table 27 indicates the percentage
factors in use.

Ten of the systems apply two successive percentages to steps of final
average salary timcs years of service. One percentage is applied to a
lower part of salary, and one to the balance. The dividing line is often
a present or a former OASDHI earnings base. One plan, for example,
applies 1 per cent to final average salary up to $4,800, and 2 per cent
to final average salary above. Here the benefit formula would appear as:

Benefit=1% x $4,800 X yrs of service+2% X bal of final
avg sal X yrs of service

Eleven of the 74 defined benefit systems apply different percentages
to different segments of service; as many as four percentages may be
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TABLE 2-6: PUBLIC RETIREMENT SYSTEMS COVERING JUNIOR COLLEGES,
1970. SALARY AVERAGING PERIODS IN DEFINED BENEFIT PLANS

Salary Averaging Period in Benefit Formula ® Number of Systems

Final Annual Salary (1 Year) 2b
Highest 2 Consecutive Years 2
Highest 3 years 17
Highest 3 Consecutive: 10
Highest 3: 5

Highest 3 out of Last 10: 1
Highest 3 Consecutive out

of Last 10: 1
Highest 4 Consecutive Years 1
Highest 5 Years 42

Highest 5 Consecutive: 18

Highest 5: 12

Highest 5 out of Last 10: 8
Highest 5 Consecutive out
of Last 10:
Highest 5 out of Last 15:
Highest 10 Years 5
Highest 10:
Highest 10 Consecutive:
Highest 10 out of Last 15:
Career Average 5c
Defined Contribution Systems 3

Total Systems _77_

L

(SRl S

a Includes defined benefit plans in which part of the benefit is based on a defined con-
tribution approach, »r in which a defined benefit is an alternative to a defined contribution
option.

b In two of these plans the highest 3 years’ average salary is an alternative.

cIn two of the career average plans successively increasing percentage factors are
incorporated in the benefit formula for each 10 years of service.

used under a single system. Under one “successive service” plan the
benefit formula for an employee with 35 years of service would appear as:

Benefit=0.625% X final avg sal X 10+ 1.4% X final avg sal
X 10+41.9% X final avg salX 1042.45% X final avg sal X5

In the 13 systems in which the benefit is composed of a defined con-
tribution annuity based on employee contributions and a defined benefit
pension from employer contributions, the formula percentage for the
pension is normally smaller than the percentages used in defined benefit
plans which express the entire benefit by formula. As Table 2-7 indi-
cates, in three out of four systems of this type the formula percentage is 1
per cent or less. A typical benefit statement is “A pension of 1/120 of
final average salary multiplied by each year of service, plus an annuity
that is the money nurchase [defined contribution] equivalent of employee
contributions to : ¢ plan.” '

Years of Service Factor. In stating the years of service to be included
in the benefit formula of a defined benefit plan, 65 of the 74 defined
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TABLE 2-7: PUBLIC RETIREMENT SYSTEMS COVERING JUNIOR
COLLEGES, j?70. FORMULA PERCENTAGE FACTORS IN DEFINED
BENEFIT PLANS

Number of
A. Entire Benefit Based o1: Defined Benefit Formula Calculation Systems
(1) Single Percentage of Final Average Salary & 40
2.50% 1
2.00% 11%
1.90% 3
1.75% : 2
1.66% (3%0) 8
1.50% 5
1.45% : 2¢
1.25% 54
1.00% ) 3e
(2) Two Percentage Factors Applied to
Steps of Final Average Salary : 10
1.00% X 1st $4,20041.50% X bal
1.00% X 1st $4,80041.50% X bal
1.00% X 1st $4,80042.00% X bal
1.11% X Ist $4,8G0+1.66% X bal
1.125% x OASDHI base4-1.75% x bal
1.25% X 1st $5,60041.50% X bal
1.50% X 1st $6,6004-1.00% X bal
0.857% (%% ) x OASDHI base 4
1.285% (%1% ) x bal 2%
(3) Two or More Percentage Factors Applied
to Successive Periods of Service 11
a. Successive 10-Year Periods b
1.00%, 1.50%, 2.00%
2.00%, 2.50%, 3.00%
1.00%, 1.30%, 2.00%, 2.50%
0.625%, 1.40%, 1.90%, 2.45%
1.70%, 1.90%, 2.40%
1.67%, 1.90%, 2.10%, 2.30%
b. First 20 Years, Followed by Subsequent Service
1.875%, 1.70%
2.50%, 1.00%
2.50%, 1.50% 1k
c. First 25 Years, Followed by Subsequent Service
2.20%, 1.70% 1
d. Two 5-Year Periods, Followed by Subsequent Service
1.50%, 1.75%,2.00%

B. Benefit Composed of Defined (Employee) Contribution Annuity

Plus Defined Benefit Pension, Single Percentage Factor of

'Final Average Salary i 13
2.00%
1.66% (%o)
1.10%
1,00%
0.83% (Y420)
0.71% (Yae0)
0.67%

C. Defined Comn'bun'on-s‘ystems 3
Total Systems ”
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TABLE 2-8: PUBLIC RETIREMENT SYSTEMS COVERING JUNIOR COLLEGES,
1970. YEARS OF PLAN MEMBERSHIP APPLIED IN DEFINED BENEFIT PLANS

Number of
Systems
All Years of Service Counted 650
Limit Stated 9
Years of
Service Included Formula Percentage
40 Years (2%) (1.67 X st 10 yrs+-1.9
2nd 10 yrs+4-2.10 X 3rd 10 yrs+
2.30 X 4th 10 yrs) 2
38 Years (1.7% X 1st 10 yrs+1.9% X 2nd
10 yrs42.4% X yrs over 20) 1
36 Years 2%) 1
35 Years (Annuity +%40) (Annuity--%40) 2b
30 Years 2.5% X 1st 20 yrs--1.5% Xnext 10 yrs)
(Annuity+0.67% )
25 Years (2%) 1ec
Defined Contribution Systems 3
Total Systems 77

a Includes one plan stating a 20-year limit in application of a higher alternative benefit
formula for varticipants with less than 25 years of service, and three plans limiting the
years of service multiple for a flat benefit minimum, .

b Includes one plan in which service after age 60 may be added to the maximum,

¢ Flat annual benefit of $100 per year of service for each year of service over 25.

benefit public retirement systems covering junior colleges include all
years of membership service. In the nine systems stating limits, the range
of includable service is from 25 to 40 years, as shown in Table 2-8.
Three of the nine systems provide for an annuity from employee contri-
butions plus a defined benefit from employer contributions which incor-
porates a formula percentage of less than 1 per cent; three of the systems
incorporate a 2 per cent formula factor, and three a series of percentages
applied to successive segments of. service. The applicable formula per-
centage factors are shown in Table 2-8. :

a Includes six plans providing defined contribution alternative.

b fncludes one plan with final average salary limited to $16,000, one with final average
salary limited to $4,800, and one with career average salary. For service under 25 years,
one plan provides alternative of 2.50% limited to 20 years.

-¢ Includes one 1/70 plan and one 1.45% plan, with final average salary of the latter
limited to $7,800.

4 In three of the four 1.25% plans, final average salary is limited to $7,800.

e Includes one plan with final average salary limited to $15,000,

f Career average plan, .

€ The two plans provide a defined contribution alternative,

b The final percentage shown applies to any additional 10-year periods.

i Career average plan, . .

1 Maximum of 40 years counted. Plan prov.des for defined contribution alternative,

& Maximum of 30 years counted.

i

]

&
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Defined Flat Benefit. A flat benefit provides a stated dollar amount
of retirement income per year of credited service. Flat benefit plans are
found principally in industrial retirement plans and are used in only a
few public systems covering junior colleges, ai.:. then only as minimums,
alternative benefits, or supplements.

Defined Contribution Optional Benefit. Nine of the public retirement
systems which use defined benefit formulas for the entire benefit state an
optional defined contribution benefit. Here the individual may choose
whichever provides the greater benefits: the benefit formula, or a retire-
ment benefit based on the annuity that can be provided by the accumula-
tion of combined employee and employer contributions as of the termina-
tion date (if benefits have vested) or the reiirement date. As noted
earlier, a defined contribution alternative may help compensate for the
relatively low defined benefit credits earned by participants who leave
a plan (with vested benefits) early in their careers, and whose final
average salaries for the formula calculations, therefore, remain frozen at
the early level. Defined contribution alternatives, particularly when exer-
cised at the retirement age by persons who have held jobs and become
vested under two or thiee different retirement systems, can often make the
difference between inadequate and adequate total retirement income
from all systems combined.

DEFINED CONTRIBUTION PLANS

The most extensive use of the defined contribution approach in public
retirement systems is the provision of a defined contribution annuity
based on employee contributions in combination with a defined benefit
based on employer.contributions. As noted, 13 of the 77 public retire-
ment systems covering junior colleges use the combination approach.

A defined contribution approach is used to provide the entire benefit
by 3 of the 77 public systems; to this group should be added the 9
systems in which the funding pattern permits the system to offer termi-
nating or retiring participants the greater of a defined contribution
annuity or a defined benefit annuity: deferred for terminating employees,
immedia:e for retiring employees.

EMPLOYEE CONTRIBUTIONS

The great majority of the 77 public retirement systems covering junior
college employees provide for a contribution' by the employee. Only
four of the plans, all in the State of New York, are noncontributory. The
cmployee contribution rates are summarized in Table 2-9.

In 53 of the 77 public retircment systems covering junior colleges,
the stated employee contribution rate is a level percentage of salary.
The contribution rates under this group of systems vary from 3 per cent
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TABLE 2-9: PUBLIC RETIREMENT SYSTEMS COVERING JUNIOR COLLEGES,
1970. EMPLOYEE CONTRIBUTION RATE AS PERCENTAGE OF SALARY

Number of
Systems
Noncontributory 42
Level Percentage of Salary 53
3% or 3%2% 6b
4% 11c
5% or 5%2% 154
6% : 12¢
7% 3
8% 6t
Step-Rate 19
(3% 1st $4,200-5% bal)
(3% 1st $4,800-6% bal)
(3% OASDHI base-5% bal)
(4% 1st $4,800-6% bal)
(4% % OASDHI base-7% ba1)
(4% 1st $6,000, % 2nd $6,000.
6% 3rd $6,000, 7% above)
(5% 1st $5,600-6% bal)
(5% OASDHI base-10% bal)
Percentage Varies by Sex and by
Age at Entry into System 10¢
Total Systems 77

(SR S N

—— bt

2n these plans, the employee contribution is reduced by the “Take-Home Pay Re-
serve” paid for by the employer. In two of the plans, the employee contribution varies
by sex and by age of plan entry, and for entrants at the higher ages may exceed the Take-
Home Pay Reserve.

b Includes three systems with a 3% rate and three with a 3%2% rate. One of the latter
limits contributions to the 1st $7,800 of salary.

¢ Includes one system with a 414 % rate and one with a 442% rate. Includes two plans
limitispg c&;ltributions to the 1st $15,000 of salary, and one which applies the rate to salary
over $1,200.

4 .ncludes two plans with a 5% % rate and one with a 5% % rate. Includes plans limit-
ing contributions to a part of salary: one, first $6,000; two, Ist $7,800; one, 1st $8,600;
one, salary between $6,000 and $24,000; one, salary over $1,200.

¢ Includes one plan limiting contributions to 1st $+,800 of salary. Includes three plans
with rates over 6%: 6.14%,6.25%, and 6.50%.

f Includes three plans with rates slightly less than 8%: 7.7%,7.8%, 7.9%.

8 Three of the age-graded plans provide for a lower contribution rate on a present or
former Social Security earnings base. :

of salary to 8 per cent, but in two-thirds of this group the rate ranges
between 4 and 7 per cent, with 5 per cent the most frequent.

A step-rate employee contribution pattern, in which different portions
of salary are subject to different rates of contribution, is reported by ten
systems. The present or a former Social Security earnings base usually
marks the stepping point, with a lower contribution rate applied to the
lower portion of salary. All but one of the step-rate plans apply just two

rates; one applies four rates.
<
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In ten of the systems the employee contribution rate differs among
plan participants according to sex and the age of entry into the
plan. For instance, one such plan provides for a contribution rate of
5.54 per cent of salary throughout plan participation for a man who
enters the plan at age 25, 7.95 per cent if he joins the plan at age 45, and
9.59 if he joins at age 59 or over. For a woman the rate at an entry age
of 25 is 6.16 per cent; for entry at age 45, 9.18 per cent, and for entry at
age 59 or over, 11.25. The higher rates for women reflect their longer
average life span. -

The stated contribution rate (or rates) is applied to all of salary in
four out of five of the public systems covering junior colleges. Table
2~10 shows the portion of salary on which employee contributions .(and
benefits) are based in the public systems. Twelve of the 77 systems state
upper limits on the amount of salary on which employee contributions
are based. The limits range widely among this group, from the first
$4,800 of annual salary to the first $25,000. The effect of a limit, of
course, is to hold down the final benefit; there will be a greater spread
between retirement benefit levels and prevailing salaries near retirement
than under the plans not imposirg such limits. In recent years a number
of states have succeeded in removing or at least raising these limits.

VESTING

In recent years, a trend has developed among public retirement systems
toward the reduction of service requirements for vesting of benefits, and

TABLE 2-10: PUBLIC RETIREMENT SYSTEMS COVERING JUNIOR COLLEGES,
1970. SALARY ON WHICH CONTRIBUTIONS AND BENEFITS ARE BASED

Number of
Systems

Entire Salary ' 642
Salary to a Specified Level 10

1st $4,800 1

1st $7,500 1t

1st $7,800 3

1st $8,600 1

1st $15,000 2

st $16,000 1

1st $25,000 1
Salary Above a Specified Level 3

Above $1,200 2

Above $6,000 up to $24,000 ] _

Total Systems 77

@ Includes 4 noncontributory systems. Includes one system with optional contributions
on salary above $7,800.

b Alternative of different rate on 1st $3,000 for 1st 8 years, Ist $3,600 for 2nd 8 years,
and 1st $3,333 for 3rd 8 years.
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the trend promises to continue. Retirement benefits from the employer’s
contributions are vested only if they remain credited to the employee on
leaving the employment covered by the retirement system. Immediate
vesting of retirement benefits continues to be rare among public retire-
ment systems. The majority do not yet approach the nearer goal of a
five-year vesting delay.

At present, of the 77 public retirement systems covering junior college
employees, only two vest thzir retirement benefits immediately on being
earned by the employee. These are the two Wisconsin retirement systems.
The California Public Employees’ Retirement System requires the ac-
cumulation of $500 from employee contributions before benefits vest;
this normally results in the early vesting of benefits, usually within one
or two years of initial employment, depending on salary.

Seventy-two of the public systems state a service requirement which
a terminating employee must hav: met in order to become entitled to
deferred retirement benefits based on both employee and employer con-
tributions. Among these 72 systems, the requirements range from 4
years to 30 years. The most often stated service requirements in this
group, in order of frequency, are 10 years (24 systems), 5 years (16
systems), 20 years (12 systems), and 15 years (12 systems). A few
of these systems state alternative vesting provisions incorporating an age
requirement.

At the far end of the spectrum, along with the systems with high
service requirements, are the two systems which vest only if the termi-
nating employee has qualified for early retirement.

Table 2—11 summarizes the vesting provisions of the public retirement
systems covering junior colleges.

Taken together, the vesting provisions summarized in Table 2-11, and

the prevailing job mobility of teachers, administrators, and other em-
ployees, suggest that a considerable proportion of persons who are at

any one time “members” of a public retirement system will receive no
benefits from the plan when they reach retirement age. For many public
junior colleges, the most urgent priority in benefit planning is the im-
provement of provisions for vesting of retirement benefits.

Voluntary Forfeitures. When benefits are not vested, forfeiture is
automatic. ‘As the previous paragraphs have indicated, the terminating
employee whose retirement benefits have not yet become vested auto-
matically forfeits his accumulated benefits."” His own contributions are

17 In some plans forfeiture by a terminating employee may be deferred for a specified
number of years, after which it is automatic unless the individual has in the meantime
been reemployed in a position covered by the same system, in which case past credited
_service is retained and, along with current service, is counted toward the vesting require.-
ment. In most instances, however, termination of service before vesting takes place means
automatic forfeiture.
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TABLE 2-11: PUBLIC RETIREMENT SYSTEMS COVERING JUNIOR COLLEGES,
1970. VESTING PROVISIONS»

Number of
Systems
Immediate Vesting 2
Accumulation of $500 from
Employee Contributions 1
Years of Service Requirement 72
4 Years 3b
S Years 16¢
8 Years 2¢
10 Years 24
12 Years 1
15 Years 124
20 Years : 12¢
25 Years 1t
30 ‘Years 1
Qualification for Early Retirement 2g
Total Systems kil

8 Vesting of deferred benefits on termination of employment.

b One system provides for 10-year vesting for employees not in an instituiion of higher
education.

< One system provides alternative vesting at age 55.

4 One system vests 75% on completion ui 10 years of sc .ice, grading to 100% at 15.
One system provides alternative vesting at age 55 with 10 years of service.

© Three systems grade vesting, two vest 20% after 15 years of service, grading to 100%
at 20, and one vests 20% after 3 years of service, grading to 100% at 20. One system
provides alternative of 5 years of service including one year after age 55.

tAl'.  .ve of vesting at age 50 after 10 years of service.

# Fo- Larly retirement one system requires 20 years of service and attainment of age 60,
and one requires 10 years of service and attainment of age 55. :

returned to him, usually with interest earnings at a stated rate, and
usually rather low, and his name goes off the books of the retirement
system. .

Once beuefits are vested, the terminating employee is entitled to all
the retirement benefits he has earned to date. However, under most
public retirement systems, the vested employee on termination of service
is permitted. to sacrifice the future benefits he has earned, based on both
the employer and employee contributions, and get back the cash repre-
sented by only his part of the contributions. T'nder these circumstances
the forfeiture is voluntary. If the ierminating e.nployee leaves his money
in, he saves the future benefit. If he chooses forfeiture, the result is just
the same as if benefits had not vested; his own contributions are returned
and his name goes off the books.

‘Voluntary forfeiture is seldom, if ever, wise. Retirement plans should
not allow it. In return for getting his owi contributions back in cash, an
individual pays a very high price in lost employer contributions and
lost future retirement income. Rare indeed is the retired person who can

55



B s

RETIREMENT SYSTEMS 43

look back on a voluntary forfeiture, say “no regrets,” and mean it.

Only three of the public retirement systems covering junior colleges
incorporate a degree of control over voluntary forfeitures. More should.
The two Wisconsin systems do not permit members terminating employ-
ment at age 55 or over to withdraw their own contributions and forfeit
benefits, and the Idaho Public Employees Retirement System prohibits
voluntary forfeitures after ten years of service and attainment of age 55.

MAINTAINING ANNUITY PURCHASING POWER

A retirement plan and its participants can ill-afford to ignore the
effects of inflation, either before or after retirement. In the years before
retirement, inflationary patterns may carry responding salary levels to a
point somewhat out of proportion to the established benefit levels of the
retirement plan. Inflation in the years after retirement can progressively
erode an initially adequate berefit. A retirement system must be able to
deal effectively with inflation occurring on either side of the retirement
date.

Inflation Before Retirement. When retirement income begiis, it should
bear a reasonable relationship to the salary level prevailing just before
retirement. Under defined contribution plans, as a rule, the employer
and employee contribution rates are periodically reviewed to assure that
prospective benefit levels continue to be adequate, and most defined
contribution plans include a variable annuity. Under defined benefit
plans, the gradual replacement of career-average salary by “final average”
salary in benefit formulas has made possible a closer relation between
initial retirement income and the level »f earned income just preceding
retirement.

M:fation After Retirement. That inflation can quickly undermine a
fixed income is well known. Some systematic means of helping retire-
ment incomes adjust to changing living costs is important if a retirement
plan is to provide an income that continues to be adequate as the retire-
ment years g« by. Just during the last five years (1965 through mid-
1970) the cost of living in the United States has increased 23 per cent.
In the previous fifteen years, 1950 to 19€5, it increased 31 per cent.

Thirty of the 77 public retirement systems covering junior colleges
currently report that they incorporate some systematic method designed
to help retirement benefits adjust to changing living costs. These meth-
ods, described below, are built-in and function automatically. They are:
(1) automatic adjustments linked to, but not necessarily cqual to, in-
creases in the Consumer Price Index of the Bureau of Labor Statistics,
(2) stated automatic annual percentage increases in benefits, (3> vari-
able annuities, (4) changes related to and dependent on the investment
experience of the retirement fund, and (5) changes related to increases
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in the salaries of active state employees. Table 2-12 summarizes the
approaches now in use.

Index Related Plans. Eighteen of the public retirement systems cover-
ing junior colleges relate postret’:‘ement benefit increases to the U.S.
Consumer Price Index (CPI). The methods of doing so differ con-
siderably among plans, and most of the systems state limits to the annual
increases. Table 2-13 summarizes the main provisions of the index-
related group. The potential annual benefit increase ranges among the
plans from as low as 1 per cent to as high as the rise in the CPI itself
plus 1 per cent. Generally in ascending order of the magnitude of bene-
fit increases provided for, the plans operate as follows:

The Utah system limits its annual benefit increase to 1 per cent, and
delays the first increase for five years, at which time a 5 per cent raise
is made, provided the CPI has increased 5 per cent. Thereafter, 1 per
cent increases are made each year the CPI increases 1 per cent or more.

Seven systems (two Alaska systems, three Ohio systems, and one
system each in California and Colorado) provide for an annual increase
that is in proportion to the increase in the CPI, but limit any one annual
increase to 1% per cent of the original benefit. In the three Ohio
systems the benefit increases do not begin until the third year of retire-
ment.

The Employees’ Retirement System of Baltimore County (Maryland)
raises benefits in any year by 3 per cent if the CPI increases by at least
3 per cent in the year. Successive annual CPI increases of 2.9 per cent
or less, for example, would not result in benefit increases in any year.

The Georgia system provides for an increase every six months in
proportion to the increase in the CPI, and limits each six-month increase
to 1¥2 per cent.

The Montgomery County (Maryland) Employees’ Retirement System

TABLE 2-12: PUBLIC RETIREMENT SYSTEMS COVERING JIINIOR COLLEGES,
1970. TYPES OF LIVING COST ADJUSTMENT PROVISIONS

Number of
. Systems

Change Related to Change in U.S. Consumer

Price Index 18
Automatic Annual Percentage Increase 5
Variable Annuity 5a
Change Lelated to investment Experience of

the Jeetirement System 2a
Chanyze Related io Percentage Change in

Saiaries of Active Employees 1
Noite : 47

Total Systems 77

8 Includes Minnesota State Teachers' Retirement System.

-~y
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provides for an annual increase of up to 3 per cent in proportion to i
rise in the CPL.

The two Connecticut plans apply their increases cvery other year and
state the increase as the lesser of the percentage increase in the CPI or
6 per cent.

The North Carolina plan provides for a 3 per cent increase whenever
the CPI rises 3 per cent in a calendar year. If the CPI increase is less
than 3 per cent in a year, the next calendar year index test includes z2ll
years elapsing since the previous increase, or since the retirement date.
The indicated benefit increases are made only if the resulting pension
liabilities do not increase the employer’s contributions.

The two New York State plans provide for an annual increase on the
first $8,000 of retirement income equal to the percentage increase in the
CPIL.

The Massachusetts plan provides for an increase equal to the increase
in the CPI as soon as the CPI rises more than 3 per cent over its level at
the time of the previous increase, or of the initial retirement date.

The federal Civil Service Retirement System provides an increase in
benefit as soon as the CPI increases by 3 per cent over the previous
increase or the retircment date. The benefit is in proportion to the CPIl
increase plus 1 per cent.

Automatic Annual Increases. Five public retirement systems covering
junior colleges incorporate an automatic annual percentage increase in
the retirement benefit. The annuat increase in four of the systems is 1 %2
per cent (Arkansas Teachers Retirement System, Hawaii Employees’
Retirement System, the State Universities of Illinois Retirement System,
and the Nevada Employees Retirement System). The City of Cincinnati
Retirement Systein provides for a 1 per cent annual increase.

In the Hawaii system the annual percentage increment is applied to the
previous year’s benefit, as increased, resulting in a compounding effect.
In the other plans the annual increase is a percentage increase in the
original benefit.

Variable Annuities. In five public retirement systems covering junior
colleges, regular plan contributions may be allocated to a public variable
annuity fund investirg in common stocks." The Wisconsin State Teach-
ers Retirement System and the Wisconsin Retirement Fund for state
employces have provided variable annuity programs since 1958. The
New York City Teachers’ Retirement System and the Public Emplcyees
Retirement System of Oregon adopted their variable annuity programs
in 1967 to become effective in 1968 and 1970, respectively. The Minne-

18 The variable annuity. developed by TIAA and introduced in 1952, is described in
detail later in this chapter.
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sota State Teachers’ Retirement System’s variable annuity was in-
augurated in 1967.

The Wisconsin Statg Teachers Fetirement System provides that each
participant may elect that half of his employee contributions be credited
to his account in the System’s variable annuity fund. The balance goes
to the fixed-dollar fund. If this election is made, state contributions
equal to the employee’s are credited to his variable annuity account, and
the balance goes to the fixed-dollar fund. The Wisconsin system is
funded on a defined contribuiion basis and provides for an alternative
benefit calculation on a defined benefit basis. Additional voluntary
aeposits may be made by the employee tc either the fixed or the variable
fund. The variable annuity of the Wisconsin Retirement Fund for non-
teaching public employees is essentially the same.

Under the variable annuity of the New York City Teachers’ Retire-
ment System an employee may allocate half or all of designated em-
ployee contributions (included in the “Take-Home Pay Reserve”) to
the variable annuity.

Unlike the Wisconsin plans, which are managed entirely by public
authorities, the New York City piun is administered under contract by a
life insurance company and a bank trustee.

Under the Minnesota State Teachers’ Retirement System the partici-
pant may elect to allocate three-sevenths of total employer and employee
contributions to the variable annuity. The balance of contributions is
allocated to the fixed-dollar formula benefit. The perceiitage factor of
the formula benefit is correspondingly reduced by three-sevenths. The
Minnesota system is funded on a defined contribution basis.

The Oregon Public Employees’ Retirement System uses the defined
contribution approach for the benefit based on employee contributions
and a defined benefit approach for employer contributions. Up to 50
per cent of employee contributions may be allocated to the varizble
annuity account.

in addition to the above variable annuity provisions of public systems,
the Public Employees Retirement System of New Jersey offers a variable
annuity to which voluntary additional employee contributions (but not
regular contributions) may be made.

Benefit Change Related to Investment Experience of System. Two
public retirement systems, the Minnesota State Retirement Systtm and
the Minnesota State Teachers’ Retirement System, provide for the invest-
ment of a portion of reserves for the payment of retirement benefits in
a ccmmon stock fund. Benefit changes are based on resulting investment
experience. The plan provides that whenever the value of the fund
averaged over a year is more or less (by 2 per cent or moie) than the
value of the reserves required to support benefit payments, a propor-
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tionate adjustment in benefits becomes effective at the beginning of the
next calendar year. The original benefit amount remains as a minimum.
This provision is distinct from the separate variable annuity of the Minne-
sota State Teachers’ Retirement System, which also changes according
to investment experience.

Benefit Change Linked to Active Employee Salary Changes. Under
the Maine State Retirement System, a cost of living benefit equal to the
average percentage increase in active employees’ salaries becomes effec-
tive on the first of any month following the date of adjustment in active
employee salary scales.

INVESTMENTS

Public retirement systems have traditionally been circumscribed by
legislative provisions regarding the range of their permitted investments.
Over the years investment comparisons between public and private retire-
ment systems show that public systems hold substantially iarger propor-
tions of the debt obligations of states, municipalities, and other public
bodies, including the federal government, than do other pension funds,
The lower yields of public issues have been reflected in the lower earnings
figures reported by public retirement systems.

In recent years, however, statutory investment limitations have been
relaxed in a number of states to permit more creative use of the support-
ing funds for f ture retirement income. There has been growing recogni-
tion that governmental bodies derive little advantage from purchasing
tax-exempt public securities. At the same time, the higher yields of
corporate bonds, including direct placements, have a:tracted the attention
of managers of public systems. Mortgage investments, guaranteed and
conventional, do not yet play a significant part in the portfolios of most
public pension plans, although recent years have also recorded an in-
crease in these higher-yield investments. Among the states whose retire-
ment systems have led in the broadening of investment channels are
Hawaii, Nebraska, Minnesota, New York, Ohio, and Wisconsin.

The distribution of investments among public retirement systems is
shown in Table 2—-14. The trend in the reduction in the proportion of
federal government obligations, from 39.9 per cent in 1957 to 16.9 per
cent in 1967, and in state and local securities from 25.8 per cent in 1957
to 6.2 per cen: in 1967, is notable, as is the increase in the proportion
of corporate bonds from 26.3 per cent to 51.6 per cent. The proportion
of mortgages tripled during the ten-year period. (3.5 per cent to 12.3
per cent), and the proportion of common stocks increased by over four
times, from 1.4 per cent to 6.1 per cent.

Dr. Roger F. Murray’s report on economic aspects of pensions for
the National Bureau of Economic Research, submitted as part of a series

-
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TABLE 2-14: DISTRIBUTION OF RETIREMENT FUND INVESTMENTS,
PUBLIC RETIREMENT SYSTEMS, FISCAL YEARS 1967, 1962, 1957

Tvpe of Asset 1967 1962 1957

Cash and Deposits 1.1 1.2 1.7
Federal Securities 16.9 26.2 399
State and Local Securities 6.2 17.4 25.8
Corporate Bonds 51.6 40.9 26.3
Corporate Stocks 6.1 3.0 1.4
Mortgages 12.3 8.8 35
Other 5.7 25 1.4
All Assets 100.0 100.0 100.0

Note: Because of rounding, subtotals may not add to totals.

Source: U.S. Bureau of the Census, Census of Governments, 1967. Vol. 6, No. 2,
“Employee Retirement Systems of State and Local Governments.” U.S. Government
Printing Office, Washington, D.C., 1968, p. 11.

of papers for the Subcommittee on Fiscal Policy of the Joint Economic
Committee, December, 1967, has summarized some of the factors affect-
ing investment performance of public retirement systems:

The practice of seeking to secure competent investment advice by
competitive bidding, the inability to pay adequate salaries for expert
staff, and the apparent unwillingness to lay out even very modest sums
for investment management are all factors conspiring to produce un-
inspired and mediocre portfclio management. Despite the great prog-
ress of recent years, few systems have adequate staffs, strong invest-
ment advisory arrangements, effective finance committees, and the
capability of providing first-rate management. These former sleeping
giants of the pension-fund field sometimes appear to be only partially
awake.

Under the circumstances, it is doubtful that State and local retire-
ment systems will soon break out of the statutory, accounting, and
institutional restraints on their effective management of huge aggrega-
tions of capital. While the high cost of pension benefits will create
increasing pressure to improve rates of return, it is not likely that the
public systems will greatly accelerate the pace at which they follow
private funds. Nor is it sikely that they will be as flexible in approach-
ing investment opportunities as they occur in the future of a dynamic
capital market structure.

Too ofien, individual members of public retirement systems, and their
employing institutions as well, fail to inform themselves concerning the
basic policies and the management and investment performance of their
retirement system. Yet these systems are trustees of large amounts of

19 Roger F. Murray, “Economic Aspects of Pensions: A Summary Report,” in Old
Age Income Assurance: A Compendium of Papers on Probleris and Policy Issues in the
Public and Private Pension System, Part V: Financic! Aspects of Pension Plans, Joint
Economic Committee, Subcommittee on Fiscal Policy, 90th Congress, . 't Session (Wash-
ington, D.C.: U.S. Government Printing Office, 1967), p. 103.
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capital and are responsible for the provision of adequate future income
for many thousands of individuals, and for the present income of thou-
sands of others. A pension system’s policies, and the excellence of its
management, should be of as much concern to college administrators,
faculty members, and staff as they would be if the college were adminis-
tering the plan itself. It is not necessary to be .1 actuary to ask intelligent
questions about whether the system is providing for advance funding of
future obligations, is crediting adequate and equitable levels of contribu-
tions to members, and is investing funds for maximum yield.

FUNDING

Most state teacher and public employee systems do not fully fund their
benefit liabilities.*” Employee contributions are, of course, withheld from
salary and paid directly to the system, and this provides for a partial
funding of tota} benefits promised. Beyond this, the degree of funding
of earned benefits varies considerably among public plans. In at least
two systems public appropriations cover only the actual benefits expected
to be paid out during the following legislative biennium, so that even
the pensions already being paid are not financed beyond the next legisia-
tive session. Other plans employ “terminal funding” by bringing benefit
obligations up to the fully funded level only as individuals reach retire-
ment age. Still others are working toward higher levels of partial funding,
or toward full funding of current service benefits, while gradually reduc-
ing unfunded accrued liabilities. Proposals for the improvement of
vesting provisions have frequently cxposed to public view the need for
sounder financiai support of the obligations being incurred by a plan.

The readers of the reports of auditors and of actuarial consultants to
public plans will note the frequency of recommendations for more
adequate levels of funding. The reports repeatedly emphasize the im-
portance to long-re.\ge economy and to plan stabiiity of limiting, through
sound financial planning, the extent to which future legislatures must be
asked to provide funds for benefits promised years before their time.
For example, since it was established in 1941, the State Universities
Retirement System of Iilinois has be=n accumulating unfunded liabilities.
A recent examination of the system by an independent auditor noted that
“For the year ended August 31, 1969, employer contributions provided
from state appropriations . . . were not sufficient to meet these require-
ments [current service costs] and the unfunded accrued liabilities in-

20 A pension system is on a fully funded basis only if reserves representing employee
service already performed will completely discharge all accrued benefits, and if amounts
being contributed to the fund on behalf of current service are sufficient, according to
appropriate interest, mortality, and expense calculations, to disc..arge newly accruing pen-
sion obligations as they mature.



O

ERIC

Aruitoxt provided by Eic:

52 RETIREMENT SYSTEMS

creased from $167.000,000 as of August 31, 1968, to $193.990.000 as
of August 31, 1969, according to computations by the Actuary retained
by the System.” *'

A 1969 actuarial evaluation of the Louisiana State Employecs’ Retire-
ment System indicated an unfunded accrued liability of $135.850,000.
The report states: “The minimum amount which the state should con-
tribute to offset this unfunded accrued lability is the interest on this sum
at the valuation rate of interest. This wii amount to $6,113,303 or
2.79% of the members’ compensation. If the state should desire to
liquidate this unfunded accrued liability over some fixed period, such
as twenty (20) years, the employer should contribute $10,443,740 or
4.76% of the members’ compensation.” ** At present, under the Loui-
siana plan only the .79 per cent required as current interest on the
unfunded liability is being contributed by the state, in addition to its
current service contribution of 6.42 per cent of payroll.

Another example of the snowballing effect of underfunding appears in
a 1966 actuarial study of the Connecticut State Employees’ Retirement
System which reported that if the present “pay-as-you-go” program (no
advance funding) continues “the projccted unfunded accrued lability
for prior service of active employees and for the role of pensioners will
increase from $279.288,000 as of July 1, 1966 to $627,276,000 on
July 1, 1976, to $1,296,403,000 on July 1, 1991 and to $3,203,578,000
onJuly I, 2016.” **

Some of the factors chiefly responsible for underfunding were men-
tioned earlier; failure to include the full pension costs of current service
in the budget; increases in prospective benefits and liberalization of
benefit formulas without appropriate provision for required funding
revcnues; upward salary adjustments to meet changing sa’ary scales and
price level increases without corresponding provisions for funding in-
creases under plans tying benefits to final average salary. In addition,
other fzctors contributing to underfunding may include an unduly large
proportion of assets invested in state, local, and federal bonds with a
consequent sacrifice in earnings; use of obsolete mortality tables; in-
creases in pensions to retired employees without reserve financing; and
legislative decision to finance the system on a pay-as-you-go basis.

THE TAXING POWER

The power to tax and the power of legislative bodies to make appro-
priations to public retirement systems provides a source of funds for

21 State Universities Retirement System, lilinois, Annual Report for the Year Ended
August 31, 1969, p. 11.

22 T ounisiana State Employees’ Retirement System, 1969 Annual Report, p. 4.

23 State of Connecticut, Report on the State Government Personnel Study (1967),
Vol. 11, “Actuarial Report on the State Retirement Sy.tem,” by Russell O. Hooker and
Associates, Consuiting Actuarics, p. 1.
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support of public pension benefits that is not available to private systems.
In those states that meet their obligations as they accrue year by year
through advance funding of their retirement plans, a standby taxing
ability is an additional source of strength and can occasionally be used
to increase benefits to persons already retired without serious implications
for the long-term soundness of the pension plans. Difficulties arise when
future potential taxing power is used as an excuse to undertax the current
generation for its obligations.

TIAA-CREF Retirement Plans

TIAA-CREF retirement plans for faculty and administrators are
reported by over half (57 per cent) of the privateiy supported junior
colleges, employing about two-thirds of professional staff in the private
college group. For clerical-service employees, 40 per cent of the private
junior colleges report a TIAA-CREF retirement plan and they employ
about half of this employee category in the private institutions. Among
the publicly supported junior colleges, about a fifth of the institutions
report a TIAA-CREF plan for faculty and administrators; they employ
about a fourth of professiona! staff in the public institutions. In a number
of the reporting public institutious, TIAA-CREF is an optional retire-
ment system for the professional employees. Only about 5 per cent of
public institutions report a TIAA-CREF plan for clerical-service em-
ployees.

TYAA-CREF is a nationwide retirement system limited to colleges,
universities, independent schools, and certain other institutions that are
nonprofit and, in addition, are engaged priinarily in education or re-
search. Established in 1918, TIAA grew out of a free pension system
set up in 1906 by Andrew Carnegie and administered by the Carnegie
Foundation for the Advancement of Teaching. In 1906 very few institu-
tions of higher education in the United States had established pension
plans. By 1915, 73 colleges and universities had become memoers of
the “associated” institutions for whose faculty retiring allowances would
be paid by the Foundation.*" But as institutions of higher education grew
in number and in enrollment, it soon became clear that the resources of
the Foundation would be insufficient to carry the burden of a free pension
system. Accordingly, a review of the system was inaugurated by the
Foundation in 1915 with the cooperation of a Commission on Insurance
and Annuities composed of representatives from the American Associa-
tion of University Professors, the Association of American Universities,
the National Association of State Universities, and the Association of
American Colleges. A proposed new retirement system, which became

24 Carnegie Foundation for the Advancement of Teaching, Bulletin, No. & (1916),
P. Xvi.
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the Teachers Insurance and Annuity Association, was approved by the
Commission in its report to the Foundation in 1917.

The new organization was established in 1918 by the Carnegie Foun-
dation as a separately organized association to provide insurance and
annuities for college staff members, with the annuity contract issued to
the individual and based on regular contributions by the staff member
and the employer. The contributions and their earnings would establish
fully funded annuity reserves under either the defined contribution or
defined henefit approach. The contract would be the property of the
staff member who, if he wished, would be able to follow his profession
in an educational world free of pension forfeitures. CREF (College
Retirement Equities Fund) was established in 1952 as a companion
organization to TIA