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FOREWORD

The study “Designing a Retirement System for Federal Workers
Covered by Social Security” reprinted here was prepared for the
Committee on Post Office and Civil Service by the Congressional
Research Service. The data, views, and findings contained in the
report are those of the authors and should not be viewed as those
of the Committee or any of its Members. This report is another of
the. several steps the Committee will take as it considers the devel-
opment of a supplemental retirement system for those Federal em-
ployees covered by social security.
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LETTER OF TRANSMITTAL

CONGRESSIONAL ReESEARCH Ss;:vxcr..
THE LiBRARY OF CONGRESS,

Washington, DC, December 12, 1984.
Hon. WiLLiam D. Forbp, :

Chairman, Committee on Post Office and Civil Service,
House of Representatives, Washington, DC.

Drar MR. ChAIRMAN: Two years ago you requested the Congres-
sional Research Service to assist your committee in analyzing the
issues in designing a new retirement system for Federal workers
covered by social security. Your letter stated, “The Committee will
want to consider a range of options and asks CRS to assist in their
analysis, providing data on costs and wage réplacement rates, as
well as generalized analytical assistance.”

In response to your request, the service first undertook the con-
siderable task of developing the capability n to provide a
uniform set of facts comparing the current Civil Service Retire-
ment System (CSRS) to practices common in private sector and
State government systems. With evidence gathered from this re-
. search, alternative plan designs were developed and compared to

each other and to the current CSRS. No attempt was made to ana-

 either the political feasibility or desirability of these design
choices.

Over the course of the study, CRS met frequently with Commit-
tee staff to discuss pension design issues, the methodology used by
CRS in analyzing m, and the approach of the study itself. By
employing a consister.t methodology and consistent economic and
demographic assumptions, this report demonstrates an a h
that can be used to compare the costs and benefits of a wide range
of plan options. CRS constructed a flexible, computer-based, actuar-
ial mode} that was used extensively in doing this study. The model
will, we trust, be of additional use to your Committee and to the
Congress as the legislative issues of designing a new Federal retire-
ment system are considered. » .

Seventeen analysts and support staff from CRS participated in
the study. The project was ma%by P. Royal Shipp. Dennis
Snook was the principal analyst. ile all members of the CRS
project team participated in important ways throughout the entire
study, they each had specific assignments, as follows:

—Leona Barber, executive secretary of the project

—Michael Burke, general research assistant

—Flora Dean and Brenda Freeman, typing and editorial assist-
ance; Arlene Skuka, Gloria Seiger and Tracy Byrd, typing
assistance
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. —Ken Cahill, description of State government pension systems,
including costs and replacement rates
—Tom Gabe and Mike O'Grady, development of actuarial
sodel and oversl] substantive participation in study method-
Ogy
—Rich Hobbie, analysis of financing and investment issues
—Geoffrey Kollmar, analysis and description of disability pro-

grams
. —Carolyn Merck, analysis and description of survivor benefits
—~Mary Pilote, preparation of replacement rate graphs and
- other figures and charts
—Ray Schmitt, description and analysis of the private sector
nsion sgstem, including costs and replacement rates
—P. Royal n‘l,n‘;g?, Overview
—Pennis S i issuesforanewmﬁmmem ’
Edwip Hustead, from Hay-Huggins Co., Inc., i actuarial
and conceptual assistance throughout the stuciy under contract
with CRS. Judy Cahill and Kirk Fitchhorn, of Hay-Huggins, also

Mary Bradford, editorial consultant, edited the report.

We are pleased to transmit this report to ; a, Mr. Chaiiman,
and trust that it will assist your committee in considering legisia-
tion for a new Federal retirement system.

Sincerely,
GuserT Gupg, Director.




HOUSE OoF REPRESENTATIVES,
ComMiTTEE OGN PosT OFFICE AND CIvIL SERVICE,

: Washington, DC, December 14, 1984.
Mr. GiLsErY GUDF, '

Director, Congressivnal Research Service,

Lsbrary of Congress, Washington. DC.

. Dear Mg. Gupe: ! commend you and the staff of the Congression-
‘al Research Service for building the organizational capability and
committing the resources necessary to produce “Designing a Re-
tir>ment System for Federal Workers Coverel by Social Security.”
This study clearly meets the goal of providing for the Congress the
conceptual and analtgtical tools necessary to analyze the numerous
issues involved in the development of a supplemental retirement
plan,

Your work, however, does far more than just provide a frame -
work within which the Congress can address the legislative task at
hand. Through your commitment to this project, the  knowledge
and expertise of numerous CRS analysts have been expanded and
will be available to all Members of Congress. -

The work ycu have done thus far is of immense value to the
Commiittee. The continued assistance of you and the CRS staff will
also be invaluable.

With kind regards,

Sincerely,
Wirriam D. Forp, Chairman.
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Housk oF REPRESENTATIVES,
CommrTTeE ON Post OrFrFicE AND CiviL SERVICE,
Washington, DC, November 18, 1982.

[ ]
Mr. GiLBERT GUDEy/
Director, Congressional Research Service,
Library of Congress, Washington, DC. ‘
. DEar MR. Gupg: A question sure to come up in the next Con-
gress, as it has in the past, is whether social security coverage
should 'be exgenided to groups of employees not now covered by
social security—including Federal workers. [A recommendation for
such an extension of social security is being discussed by the Na-
tional Commission on Social Security Reform.]

In the event such a propbsal is seriously considered by the House
of Representatives, the Committee gn Post Office and Civil Service
will be involved in deciding the implications of such coverage for
Federal workers and retirees, and the kind of supplemental pen- -
sion coverag. that would be necessary to protect the interests of in-
dividuals affected by such a change. '

- This Committee would appreciate receiving from the Congres-

sional Research Service (CRS) a report giving background informa-
tion on the operations and financing of the Civil Servite Retire-
ment System (CSRS) on related Federal programs, and on issues
raised by covering Federal workers ISVI social securig. Sr~h a
report should provide a description of the features of the carrent
CSRS, together with statistical information on its costs, demo-
graphic characteristics, and impacts on beneficiaries. Also included
_should be a discuission of the objectives of Federal employe¢ com-

pensation policy, its impact on the composition of the Federal
workforce, and the extent to which the CSRS serves those objec-
tives. We expect the issue of social security coverage to be taken up
early in the next session of Congress and would appreciat receiv-
ing such a report by January 30, 1983. -

In addition, the Committee requests analytical assistance from
CRS in developing program options which would protect the inter-
ests of employees and retirees if the Congress, seriously considers
covering Federal workers by social security. The Committee will
want to consider a range of options and asks CRS to assist in their
analysis, provi(li;ﬁ data on costs and wage replacement rates, as
well as generalized analytical assistance.

We realize that this represents a substantial amount of work for
CRS, and would like to emphasize the importance of such assist-
ance to the Committee in preparing to deal with this technical and
controversial issue.

Sincerely,
Wiiam D. Forp, Chairman.

(X}
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PREFACE

- The House Post Office and Civil Service Committee, in anticipat-
ing the possible coverage of Federal employmen{ by social security,
asked the Congressional Research Service (CRS) in November of
1982, to develop information for the committee's use as it examined
the implications of such legislation. CRS began its response to that
request by preparing a repgrt for the committee describing the cur-
rent Civil Service Retirement System (CSRS). That report, Back-
ground on the Civil Service Retirement System (Committee Prin-
98-5), was printed for the use of the committee on April 20, 1983,

In March of 1983, Congress passed the Social Security Amend-
ments of 1983, thereby extending the tax and benefit provisions of
social security to all Federal employees newly hired nger January
1, 1984 and to certain other categories of workers with previous
service. The committee then asked CRS to identify and analyze the
issues involved in designing & new pension system for affected
workers, so that the committee could develop and examine options.
This report describes the findings of CRS research and demcn-
strates a methodology that can he used to compare the costs and

‘benefits under various alternative-~.

This study had two basic objecties: First, to describe and analyze
the various pension practices outside the Federal Government and
compare their costs and benefits to those of the current CSRS. This
was accomplished by working out the details of a basic question:
What would be the costs and benefits of plans representative of
prevailing non-Federal practice, if those plans were applied to the
current Federal workforce? To answer this question, the study
team developed and analyzed cost and benefit data as if these illus-
trative plans covered Federal workers who were retiring in the
present.

Second, ic cxipicic the wavs in which a new CSRS could be de-
signed for workers covered by social security. The analysis of these
issues was guided in part by the description of non-Federal prac-
tice, but it focused on a different question: How would benefits be
distributed and costs affected if certain retirement provisions were
adopted for newly hired employees retiring 40 years from now?

Xh
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The report is organized so that a range of plan choices between
the current CSRS and practices outside the Federal Government
can be considered. A methodology was developed that compares the
costs, benefits levels, and distributional variations of alternative de-
signs. The repoi - answers the following key questions:

e What are the provisions of typical pension systems outside
the Federal Government?

e How would the costs and benefits of representative non-Fed-
&ﬂngam compare to the costs and benefits of the current

« How would the costs and benefits of a plan for new Federal
workers be affected by vatiations in partitular provisions?

e How would various plans that illustrate the range between
the current CSRS and common non-Federal practice compare
to one another if they were constrained by the total cost to
the government of the currert CSRS?

- The report contains five chapters and four appendices:

e Chapler 1 is an overview of redesign issues and a summary
of the information and analysis found throughout the re-
mainder of the report.

¢ Chapter ? examines the available data on pensions in private
employment and State governments.

 Chapter § compares the costs and benefits of illustrative
plans—two private and two State—that represent a synthe-
sis of the practices described in Chapter 2, anal as if
they had been applied to the current Federal workforce.

e Chapter § anaiyzes the effects on costs and benefits of vari-
ations in pension components, as if plans with those compo-
nents were applied to new employees. Components selected
range from those of the current CSRS to ones found in em-
ployment outside the Federal Government.

e Chapter 5 compares five illustrative plans that would cost
the Federal Government the same as the current CSRS, but
depict a range of possibilities between the current CSRS and
practices common to employment outside the government.

- Appendix A provides additional information on Federal,
State and private pensions.

» Appendix B examines Federal financing of employee pen-
sions and discusses the economic and budgetary effects of
that financing.

e Appendix C describes the methodology used in the study.

e Appendix D displays the replacement rates supporting vari-
ous summary tables, charts and figures found throughout
the report.




SUMMARY AND CON(',LUSI(“S

‘This study analyzes principal cost and benefit issues to be re-
solved in designing a new retirement system for Federal workers
covered by social security. Employees hired by the Federal govern-
ment on or after January 1, 2984 (and a few other small groups of
workers) pay social security taxes and are qualifying for social se-
curity benefits as a result of their Federal employment. The new
Federal retirement system will be built on the base of social securi-
ty and will take into account the social security program’s taxes
and benefits.

Private sector and State government 'em‘Bloyers, bhave developed
pension systems that provide benefits in addition to social security,
and their experience guides this study’s analysis throughout. :

To facilitate the analysis, the Congressional Research Service
(CRS) developed two computer-based actuarial models (1) to esti-
mate the costs of retirement systems and their cgnponents, and (2)
to analyze the distribution of benefits of these systems. These
models enabled TR to enmpare the costs and benefits of represent-
ative private ar! £i: te ms to those of the current civi’ service
retirement syswc:© (CSRS), and to alternative designs for a new
system covering affecterdd Federal workers.

The principal findings and conclusions are: :

1. The cost of the current CSRS, using commonly accepted actu-
arial methods, is estimated at 32.2 percent of pay—about 4 percent-
age points lower than the estimate of the Board of Actuaries of the
Civil Service Retir¢ment System. The CRS estimate is lower for
two reasons. First, the CRS model uses the social security trustees’
set of economR and demographic assumptions. Second, the CRS es-
timate assumes no change in the expected grade levels over the es-
timating period, while the Civil Service Board of Actuaries assumes
a substantial increase in average grades.

2. The current CSRS costs more than representative private
sector pension systems (social security plus a pension plan). Since .
pension plans differ on how much, if anything, employees them-
selves must contribute, the most useful comparisons are based on
empl%'ers’ cost only. The employer cost of CSRS is 24.7 percent of
pay. This equals the gross cost minas the 7 percent em oyee con-
tribation to the system and the 0.5 percent spent on administrative
costs and pagrments to special groups not found if representative
private and State employment. s

Although the cost of private sector pension plans varies from
company to company, the CRS analyzed a number of data bases
that describe private pension system characteristics, and from this
analysis developed representative plans. Employer costs for these
representative private sector plans are lower than for the current

RS. The most generous one costs one-fourth less than CSRS (19.0

(XI5
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percent of pay); the least generous one costs 40 percent less (14.8
percent of pay.)

It should be noted, however, that the Federal tax subsid enjoyed
b‘y private employers is not taken into account in this calculation.
If it were, the cost to emglsoggts for more private plans would be
higher than the current S, A relatively generous representa-
tive State plan costs the employer about one-seventh more than the
current (28.8 percent of pay, and a less generous representa-
tive State plan about one-seventh less, 21.3 percent of pay). in addi-
tion, many State government systems, unlike private employers,
require employees to contribute to their pensions.

3. Even though the current CSRS costs more than most private
sector pension plans, the initiel benefit paid to those retiring at age
65 is lower for most retirees. Two features of the current CS
push its costs higher than those of private sector plans: First, bene-
fits after retirement from the current CSRS automatically rise
with the consumer price index (CPI). Private sector retirees receive
significantly lower inflation protection. Although these pensions
are combined with social security, which is regularly adjusted for
the full amount of price changes, the pensions themselves receive
only ad hoc increases which amount to an estimated 30 percent of
the increase in prices. This difference in benefit adjustments for in-
flation sccounts for the largest share of the cost differential be-
tween the current CSRS and private sector plans.

Second, Fegeral employees can retire with immediate and unre-
duced benefits at age 55 (if they have at least 30 years of service).
Private sector employers do allow retirement as early as age 55,
but usually the benefit is reduced. .

4. The addition of social security to the retiement system will

lower benefits at retirement even if costs remain the same. Most of
this loss will be shifted to other benefit rights for Federal employ-
ees. In particular, social security benefits are “portabl2,” and em-
sloyees carry their accrued social security rights with them if they
eave Federal exéxgll‘cgrment. Transfer of benefit riﬁhts is impossible
in the current . In addition, compared to the current CSRS,
social sefurity provides relatively more generous family benefits,
including more extensive coverage of disabled persons and their
families and to the survivors of deceased employees.

In a Federal pension system incorporating social security, the
cost of these ancilla?hbeneﬁts world be included in the cost of the
combined program. This extra cost would amount to about 2 to 3
percent of pay. If the cost of the new Federal reticement system is
to be held at the cost of the current CSRS, funds available to pay
benefits to regular retirees would be reduced a correspon ing
amount. Thus, retirement benefits would be lower than those re-
ceived by similar retirees under the current CSRS. 5

5. Within a given retirement system any cost and benefit level
can be achieved by raising or lowering the anunual accrual rate—
the additional percentage of salary that is earned for each addition-
al year of emproe ent. The cost of the current CSRS is used as the
baseline for analysis of issues irr designing options for a new Feder- .
al retirement system. The CRS does not enSorse this or any other
level of cost for the new system, and the Congress nﬁgr decidc on a
system that costs less or more than the current CSRS. The cost of

14
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the current CSRS is used to demonstrate the effects on retirement
system costs and benefits of: (1) different methods of combining
social security with a complementary civil service pension system,
(2) post/ etirement cost-of-living adjustments (COLAs), and (3) dif-
ferent retirement ages.

6. Capital accumulation plans are becomir,%hpopular as supple-
ments to the private sector pension plans. The of these
plans has been encouraged by the enactment of section 401(k) in
the Internal Revenue Code, which permits deferral of taxes on em-
ployee and employer contributions and any earnings from the accu-
mulating assets. This study examines the use of capital accumula-
tion plans to supplement a new retirement system within the cost
of the current CSRS. Such plans shift some risk from the employer
to the employee, and create some uncertainty about size of benefits
at retirement. On the other hand, such plans offer flexibility to
workers in achieving retirement goals. However, some of this flex-
iblity could be introduced within the traditional defined-benefit
plan approach.

7. The report looks closely at each of the ancillary benefits.
These include the eligibility for and amount of vested benefits, sur-
vivor benefits, and disability benefits. Benefits under the current
CSRS differ significantly from those of private sector plans (includ-
ing social security). Alternatives for modifying the current CSRS
a p:;%ach to accommodate social security benefits are fully ex-
plored.

8. The report develops five alternative plans, with different fea-
tures, all of which combine social security with other pension sys-
tems at the employer cost of the current CSRS. The five plans are
examples of plan designs, rather than actual desigr alternatives.
Analysis of these plans shows the effects of early retirement,
COLA, and capital accumulation plans within the context of fully
specified plans. If the COLA and retirement age provision of the
current CSRS are replicated, at the present employer cdst, benefits
at retirement would be smaller than under the current system (be-
cause the new system’s ancillary benefits would be ter.) How-
ever, these new Federal benefits could be higher, at least initially,
than those of the current system, particularly if employees partici-
pated in capital accumulation plans. The higher benefits would re-
quire a higher employee cost than the current system.

9. The “unfunded liability” in CSRS is an accounting concept. Es-
timates vary depending on the method and assumptions used. OPM
estimated two types of “unfunded liabilities”’ as of September 30,
1983: (1) the static, statutory unfunded liability was $188 billion,
and (2) the dynamic unfunded liability was $528 billion. Amortizing
these unfunded liabilities would have no effect on the Federal uni-
fied budget deficit. Only an interfund transaction would occur in
which (a) the general fund would transfer funds to the CSRS trust
fund; (b) the CSRS trust fund would receive funds from the general
fund; (¢) the transfer trom the feneral fund would offset the receipt
of the CSRS trust fund; and (d) the part of the gross debt held in-
ternally by the Federal government would increase. Assuming Con-
gress would not change its policies in response to this explicit ac-
counting, these interfund transactions would have no effect on
b:neficiaries or Federal taxpayers now or in the future. Thus, the
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distis.ction between an “unfunded”’ and a “funded” liability in
CSRS is lacgely semantic.

10. Congress can establish separate or combined trust funds .or
new and old employees. A combined trust fund would grow steadily
from about $120 billion at the end of fiscal year 1984 to $1,300 bil-
lion in fiscal year 2027. There is sufficient budget authority to
cover outlays fcr new and old employees together throughout the
next 75 years. If there were separate trust funds, the fund for old
employees would peak at about $250 billion at the beginning of
fiscal year 1997, and then drop to a $1,200 billion deficit at the end
of fiscal year 2027. In contrast, the trust fund for new employees
would grow to $2,500 billion by tt 2 end of fiscal year 2027.
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CHAPTER 1: OVERVIEW

I. INTRODUCTION

The Social Security Amendments of 1983 (P.L. 98-21) extended
social security coverage to virtually all Federal workers hired on or
after January 1, 1984. These workers, as well as certain groups
with earlier service, pay social security taxes and their Federal em-
ployment earns them cash benefits from the nation’s biggest social
insurance program.

Overwﬂ:;&{earssincethesocialeecuﬁtypmgrammenactedin
1985, advisory councils and commissions had recommended
that?ederalworkembebmu?tintotheeocial i .
Cove came only after the bipartisan National i on
Social ity Reform recommended it as an in part of
umendments needed to shore up the short- and long-run financing

of the social secunt; emlm.

The coverage of workers accounts for 5.6 percent of the
$166 billion: package of financial im ts to social security
during 1983-89, and 13.4 percent o} the financial improvements

prgmedforthenext%years.
y Federal workers, their unions and other employee groups
objected to the recommendations of the National Commission be-
cause they believed social security coverage, even for new empioy-

: concurred, adding
“ . . we believe that new Federal em who become covered
under socialysecurity should be i retirement benefits com-
parable to those under the current civil service retirement

system.

Most participants in the debate over the desirability of social se-
curity for Federal workers have agreed that such coverage would
require Congress to enact an entirely new complementary pension
system to accommodate the tax and benefit provisions of social se-
curity. Supporters of social security coverage have claimed, and

(§)
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some studies have 8 ted, that this program’s social insurance
features would give advantages to lower income and some other
Federal employees and that a new retirement system for Federal
workers could be designed to replicate closely the benefit distribu-
tions of the current CSRS at avout the the same cost. One erpose
of the present study is to analyze these benefit design and distribu-
tion issues.

II. CONGRESS' REQUEST FOR A §. UDY

If interim legislation had not prevented it, Federal employees
hired on or after January 1, 1984, and covered b social security
would also have participated in the current CSRS. They would
have been required to pay approximately 14 percent of their pa
into the dual retirement systems, and those who worked a fuﬁ
career in the Federal Covernment would have received retirement
benefits from the dual system far in excess of any currently avail-
able, sometimes larger than their highest salary level. Co
judged this undesirable, but because of insufficient time did not
design a new.complementary pension system before P.L. 98-21's ef-
fective date. Instead, it adopted a temporary solution—P.L. 98-168.
For two years, this law requires Federal vorkers covered by social
security to pay the regular social security payroll tax of 5.7 percent
of taxable wages into the social security trust fund (net of 5.4 per-
cent in 1984 after a 0.3 percent credit) and 1.3 percent of total pay
into the CSRS trust fund. Thus, the total contribution rate paid
into retirement systems by new Federal workers in 1985 will be the
same as the 7.0 percent paid by workers into the current CSRS. In-
tended as an interim solution, these provisions expire December 31,
1985. (Federal workers were covered by medicare in 1982 and pay
1.3 percent o1 salary into that system.)

In the meantime, congressional committees in both the House
and Senate began to examine the issues Congress would have to
face in designing a new Federal pension system. The House Com-
mittee on Post Office and Civil Service asked tne Congressional Re-
search Service to contribute a major study as part of this overall
effort. CRS initiated a cooperative approach with CBO and GAO
and consulted periodically with analysts from those agencies as the
study approach and methodology were designed and various as-
sumptions were developed. When the stu'ii'ﬁ was completed, GAO
and CBO participated in its final review. This study identifies and
analyzes central issues that underlie the design of a new pension
system.

1. Stupy Mmﬂoqé;‘ocv AND SCOPE

A. YARDSTICKS USED

In general, the study bases analysis of a new retirement system
for Federal workers covered by social security on private sector and
State government pension experience, and on the current CSRS.}

1 Chapter 2 discusses the features of private sector and State goverament retirement systems,
and Appendix A in~ludes sdditional technical information about these (ssggems This appendix
also summarizes features of the social security system and the current . and
extensive discussions of dissbility and survivor benefits under all the major retirement systems.
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The benefit features of these existing retirement systems establish
%l‘iedelin& for analysis of design issues for the new Federal system.
cost of the current CSRS (as it operates for persons who took
Federal jobs before 1984) provides the benchmark for the new sys-
tem's cost. The social «ucurity program by itself and private sector
retirement systems thai combine social security with a pension dis-_
2%%%& benefits along the income scale differently from the current
The benefit distributions of possible new systems that also com-
bine social security with a pension are compared, throughout the
study, to that of the current CSRS. These benefit level and distri-
bution comparisons may be a part of iudging pension “adequacy.”
(All references to the “current CSRS” mean the system covering
most of the Federal workforce before 1984, when social security

coverage started.) -

1. Cost

This study compares the cost of the current CSRS (1) to costs of
pensions in the priv*dsector and State governments, and (2) to
costs of possible new eral retirement system options with vary-
ing features.

umerous measures of cost can be used to analyze pension sys-
tems. This study uses “entry-age normal cost,” the official funding
measure of the Board of Actuaries of the Civil Service Retirement
System. This cost measure, used in most studies of the CSRS, is a
ratio of the present value of all retirement system benefits earned
over a lifetime of work divided by the preseni value of earnings
during the same lifetime of work. Or, looked at another way, it is
the amount that would have to be set aside and invested at each
pay period to pay retirement costs completegr when employees stop
work and they or their families begin drawing benefits. The
present value is defined for a typical group of new entrants at the .
,time of entry into the Federal workforce.

The CRS estimates the entrgé e normal cost of the curn nt civil
service retirement system at 32.2 percent of pay.? Thus, for every
dollar of pay, nearly one-third of a dollar additionally is being “ac-
crued” by workers, to be received upon retirement. Employers pay
more than three-fourths of this cost (25.2 percent of pay) and em-
ployees pay the rest. ‘

’1"1'1e cost of a new Federal retirement system, like that of private
sector and State govemment systems, includes the normal cost of
social security and additional pension or savings plan benefits. This
study compares the cost of private sector and State government re-
tirement systems (including social security) to the current CSRS.

Options for a new Federal retirement system all are calibrated to
yield a cost comparable to that of the current civil service retire-
ment system. e study does not endorse this particular cost
figure, and if the Congress wishes to establish a new retirement
system costing the government, as employer, either less or more
than 25.2 percent of pay, the analytical framework developed for
this study could easily accommodate such a modification. Some

* The CRS developed actuarial models to estimate costs and replacement rates throughout the
report. Appendix C discusses the methodology and assumptions used in those models.
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have criticized the relatively high level of current CSRS benefits;
others maintain that the current CSRS benefit levels partially rec-
ompenge employees for relatively low salaric » and cther fringe ben-
efits that have not kept pace with the private sector. To this date,
howaver, the Congress has not indicated whether the new system
should cost less or more than the current system.

2. Benefit distribution

The various pension systems studied here distribute benefits dif-
ferently for earners along the income scale. These differences are
measured by “gross” and “net” replacement rates. Gross replace-
ment rates show the percent of employees’ final earnings replaced
by their total retirement income. As used in this study, net replace-
ment rates differ from gross replacement rates in that both final
year's salary and retirement income are measured after taxes (Fed-
eral, State and local taxes, including paxyroll deductions for social
security and pensions). This study does not use replacement rates
to judge the adequacy of retirement benefits, although these rates
are often used for this purpe. Instead, the study uses replacement
rates to compare the level of retirement income to previous earn-
ings and the different benefit distributions of retirement system
alternatives.

Gross replacement rates for the current CSRS are constant
across income classes for workers with equivalent ages and years of
service. The social security system, on the other hand, distributes
relatively more of its benefits to lower-paid workers through a so-
called “tilt” in its benefit formula. Thus, social security replace-
ment rates for lower-income workers are higher than they are for
higher-income workers.

A new Federal retirement system can be designed to replicate
the costs and benefit distribution of the current CSRS to greater or
lesser degrees. This study holds constant overall employer retire-
ment system costs for a new Federal system at the level of the cur-
rent system, 25.2 percent of pay. Then it modifies each benefit fea-
ture in turn and examines the extent to which the current CSRS
distributions are matched under several vafiations. To compare the
basic benefit features of the current syste ith various options
for designing a new Federal retirement system, the study calcu-
lates replacement rates at (1) retirement an several years later,
(2) different income levels, and (3) different age and service combi-
nations.

B. RETIREMENT SYSTEM ORJECTIVES OUTSIDE THE STUDY’S SCOPE

This study concentrates its analysis directly on issues to be re-
solved in designing a new system. It addresses only indirectly three
objectives of retirement systems that are important, but that lie
outside the study’s scope.

1. Work force effects

Although retirement system design affects the characteristics of
the workforce in any organization, this study makes no attempt to
assess the desirability of any particular type of Federal workforce.
In discussing various design possibilities, the study does recognize
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that coverage by social security permits transfer of earned retire-

ment credits to jobs outside the Federal government, an impossibil-

ity in the current CSRS. Similarly, employer-s nsored savings

plans increase portability of pension rights. ”lglgese retirement

£ m features would lead to greater employee mohility between
ederal and non-Federal employment.

2. Overall retirement income adequacy

The study does not consider what the overall level of income
should be for’ those no longer able to work (and their dependents)
because of -atirement, disability or death. As opposed to means-
tested (we.iare) programs, which base benefits and eligibility on
economic need, retirement income programs typically measure
income adequacy by comparing the level of income available after
retirement to that shortly before retirement. This relationship, the
replacement rate, is used throughout this study. Replacement rates
measure benefit levels by income class, by agecand years of work,
and over time as inflation erodes values. Rather than independent-
ly assessing the desirability of particular levels of retirement
income, this study uses the overall level of income implicit in the
current civil service retirement as a comparison benchmark. Since
overall benefit levels are a direct function of the cost of the retire-
ment income system, replacement rates follow directly from this
cost. .

J. System financing

This study emphasizes cost and benefit design issues. Establish-
ing financing mechanisms to ensure that earned benefit payments
can be made on time raises important, but different, issues. These
financing issues in Federal government retirement systems have

.been treated extensively in other studies and will not be analyzed
here.® These reports conclude that the current CSRS trust fund op-
erations do not have economic effects in themselves because they
are mainly interfund transactions within the Federal unified
budget. The contributions to the CSRS trust fund by off-budget en-
tities, such as the Postal Service, are an exception to this general
conclusion to the extent that their source is not a Federal general
fund subsidy. This exception is not important, however, for the pur-
poses of this report.

A;')‘pendix B points out that there are two concerns in developing
the financing of the new system. First, should the new benefits be
financed over the lifetime of the employees, thereby avoiding any
buildup of the “unfunded liability” for new employees? Second, de-
spite tﬂe lack of any direct economic effect from “unfunded liabil-
ities” in themselves, a “‘funded’’ system may give greater assurance
to employees that their benefits will be paid and to taxpayers that
the budget explicitly accounts for future costs.

A second important question is how to invest and account for the
operations of any voluntary savings plan (called capital accumula-
tion plan) that may be establishea as part of the retirement

1 See “F'inam-ing Work-Related Entitlement Programs,” Committee Print 98-49. 9%th Con-
gness; A Report Prepared by the ional Research Service for the Committee on the
udget. United States Senate. April 1983,
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system. If plan assets are accounted for outside the Federal budget,
and invested in non-Federal securities, then the budget effect will
be observed when contributions are made rather than when bene-
fits are paid. While longrun costs and benefits may be the same
under @ combined savings and pension plan (which many private
sector organizations now tg;ovide) with assets invested partly out-
side the government as would be if invested in the govern-
ment’'s own securities, the short-term budget consequences are dif-
ferent and must be considered.

IV. KeY FEATURES OF RETIREMENT SysTEMS THAT DETERMINE
BenNgFIT ELIGIBILITY AND AMOUNT

Private sector organizations and State governments have had ex-
tensive experience designing pension systems that provide benefits
in addition to social security. This experience guides the study’s
analysis throughout. To analyze any new Federal retirement
system coordinated with social security, the study cogaé)ares benefit
costs, levels, and distribution to those of the current CSRS.

Private sector, State government, and Federal government retire-
ment systems, have similar design featu t determine the con-
ditions for benefit eligibilit and amount. These key features are
examined and analyzed in pter 2 of this report. They are briet-
ly described in this overview.

A. DEFINED BENEFITS VS. DEFINED CONTRIBUTIONS

Pension plans fall into two major ups—defined benefit and de-
fined contribution plans. These differ in several important ways,
but they can be designed to cost the same, and to provide rogﬁl‘lly
the same benefits to participants at given retirement ages. They
differ mainly over assignment of risks of unexpected economic per-
formance. ring an employee’s career, the employer bears the
risk in defined benefit plans and the employees bear the risk in de-
fined contribution plans. After retirement, who bears the risk de-

nds on the extent to which either plan provides periodic cost of
iving adjustments.

A defined benefit plan determines benefit amount by a formula.
Upon reaching the terms specified in the definition of eligibility
(usually a combination of age and ﬁears of service), the worker re-
ceives the benefit computed from the application of the formula to

the employee's years of service and salary. The social security pro- .,

gram and current CSRS are definsd benefit plans, as are most pri-
vateksector and State government plans covering large numbers of
workers.

In a defined benefit plan, emplc;yees generally can tell roughly
how much their pension will rise for each additional year of serv-
ice, such as 2 percent of pay in the current CSRS.

A defined cuntribution plan, on the other hand, is essentially a
savings plan. Individual employees possess their own retirement
pension savings accounts. The specifies how much the sponsor
will contribute during an employee’s work career, usually a fixed
percentage of pay. At retirement, the worker receives an annuity
(in some cases, a lump sum distribution is permitted) based upon
the total amount in the account, including interest earnings. Under
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defined contribution pians, employers know exactly what the pen-
sion obligation is amr the benefits are fully funded at the time of
the contribution. Employees bear the risk of variable market per-
formance—benefitting from favorable markets and losinz from un-
favorable markets. The ultimate benefit cannot be prescribed with
certainty.

Seventy-two percent of the plans in the private sector are defined
contribution plans, but 69 percent of plan participants are in de-
fined bepefit plans. Defined contribution plans are more common
to small employers and defined benefit plans are more prevalent
for employers with many employees.

Either a defined benefit or a defined contribution plan (or both)
could be adopted for employees of the Federal government. The
structure of defined co- -ribution plans departs from the current
CSRS and from the prevailing practice of large non-Federal em-
ployers. In recent years, however, private sector employers have of-
fered defined contribution plans in combination with a regular
basic defined benefit plan. These defined contribution (savings)
plans, often uiring matching employee contributions, supple-
ment their regular pension plans. They are called cupital accumu-
lation plans.

B. FEATURES OF DEFINED BENEFIT PLANS

The study highlights several key features of defined benefit pen-
sion systems in describing and analyzing private sector and State
government pension practice, the social security system, and the
current CSRS. Analysis of a new Federal system will also focus on
these key features: (1) the rate at which benefits are earned, (2) co-
ordination of the pension with social security, (3) retirement age,
(4) cost-of-living pension adjustments, and (5) availability of capital
accumulation plans. These five features determine eligibility for
benefits, the time when benefits can begin, the amount of benefits,
and post-retirement benefit adjustments to prevent erosion by
inflation.

1. The rate at which retirement system benefits are earned

Growth of earned retirement benefits is determined by formulas
that specify age, years of work, and a wage base (usually earnings
at a period near retirement). In general, greater years of work and
higher earnings generate larger retirement benefits. A common
practice in private pension systems is to determine the initial pen-
sion amount by setting a specific accrual rate (say 19) to be multi-
plied by the appropriate wage base and years of service.

2. Coordination with social security

Most private pension systems covering salaried employees are co-
ordinatec with social security in a way that counteracts some of
social security’s income redistributive effects. On the other hand,
most State systems preserve this social security formula “tilt” by
adding pension plan benefits directly to the social security benefits.
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J. Retirement age

_ The curreat civil service retirement system and many State gov-
ernment systems have earlier “retirement ages’ for unreduced
benefits than those of the private sector. This is not to say that em-
ployees in the private sector are unable to retire at early ages;
most companies permit retirement as early as age 55—the aTe for
the current CSRge—some with as little as 10 years of service. If pri-
vate sector retirement occurs before age 62 (or 65 for some compa-
nies), however, the benefit usually is reduced. This norma:ly is not
a {full actuarial reductinn; the company therew:'tially subsi-
dizes early retirement. Some companies alsc ide capital accu-
mulation plans that permit participating employees to use the ac-
cumula assets to purchase an anfuity that makes up for re-
duced benefits from the primary plan. In contrast, the current civil
service retirement system and most State plans permit unreduced
benefits as early as age 55 (usually at with at least 30 years of
service).

4. Cost-of-living benefit adjustments

Unless adjustments are made to . cnefits after retirement, the
value of benefits will decline when consumer prices rise. Benefits
from the current CSRS and the social security system generally in-
crease by the rate at which the cost-of-living rises. Few State gov-
ernment or private sector systems include this full inflation adjust-
ment feature. Private sector and State government retirees benefit
from inflation adjustments made by social security, but their pen-
sion checks receive only ad hoc increases. One study of private
sector plans estimated that during 1973 to 1979—a highly inflation-
ary period, ad hoc cost-of-living adjustments overall were about 38

rcent as much as the total advance in the consumer price index
(CP)). Postretirement benefit increases were found to vary substan-
tially by plan size.

5. Capital accumulation plans

A growing number of private sector organizations and most State
governments provide the opportunity for employees to participate
in emrloyer-sponsored capital accumulation plans as part of the
overall retirement system. Private employers typically match, at a
specified rate, contributions (typically tax deductible) that workers
make to these savings plans. Assets from these plans can be used
to purchase annuities that allow retirement at ani age the employ-
ees choose. Thus, the plans provide employees with greater flexibil-
ity in retirement planning and they bui d retirement equity that
employees can, when changing jobs leave in the previous employ-
er's fund, shift to other savings, or, if permitted, transfer to the
new pension plan.

* V. CoMPARISON OF COSTS AND BENEFITS OF PRIVATE SECTOR AND
STATE GOVERNMENT SYSTEMS TO THE CURRENT CSRS

1

1 A. COST OF THE CURRENT CSRS

The CRS estimates the cost of the current CSRS to be 32.2 per-
cent of pay, using the accepted actuarial concept of “entry-age
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normal cost.” The Office of Personnel Management (OPM) has cal-
culated the entry-age normal cost of the current system at 36.5 m
cent of -pay—4 per.entage points higher than CRS's estimate.
CRS actuarial model was initially validated against this OPM cost
figure. Then the CRS model was modified with economic and demo-
graphic assumptions tised to value the cost of the social security
si‘;:tem. Using these assumptions, whick permitted CRS to value
the costs of the different retirement systems, including social secu-
rity, with a common set of actuarial assumptions, estimates
the cost of the current system at 34.2 percent of pay. This figure
differs from the OPM cost figures because of different economic
and demographic assumptions.

CRS then adjusted the-actuarial data base used by OPM for its
cost estimates. This was done because the OPM data included an
assumption about promotion patterns in the Federal Government
that implied substantial “grade creep” over the working life of.
newly hired workers, an assumption considered to be unwar-
ranted. After promotion patterns were adjusted to keep the grade
levels comparable to the present, the model estimated entry-
age normal cost at a lower 82.2 percent of pay. Because the OF
assumption about Federal promotion patterns, which accounts for 2
full percentage points of the agency’'s estimate of entry-age normal
cost, would prevent reasonable comparisons among retirement sys-
tems, the promotion patterns were scaled back. This difference does
not greatly affect the analysis of the CRS study, which focuses or.
{elagve costs among different types of systerns and not on absolute
evels.

B. FEATURES OF PRIVASE SECTOR AND STATE GOVERNMENT FENSION
' SYSTEMS

1. Private sector pensions

In the private sector, most salaried workers, to whom the Feder-
al workforce is most comparable, participate in pensions that:
¢ do not require employee contributions to the pension plan;
* require 10 of service before the benefits earned are
vested (nonforfeitable); .
» base their pension benefits on their highest 5-year’s average
earnings;
» are integrated with social security;
o permit retirement at age 55 with reduced benefits or at age
62 with unreduced benefits;
¢ make ad hoc adjustments to their retirement benefits that
oﬁsgotd about 38 percent of the rise in the CPl in a recent
period;
e include long-term disability insurance to supplement social
seeurity’s protection against disability; and
¢ meet only minimum Federal standards for pre- and postretir-
ement survivor benefits.
Considerable variation exists in the method of integration with
social security, availability of capital accumulation plans, and spe-
cific benefit accrual rates.



10

2. State government pension systems
In State government general service vorkers (excluding
teachers, police and ﬁ:mr ¢ '
e are required to contribute to the pnsion plan;
» must participate in the plan for 5 to 10 years before earned

benefjts are vested;
-@t:drpenﬁion’compuwdonthebasisoﬂheirhighests-"

‘ 's average earnings;

e are in plans whose benefits are simply added on to social se-
curity;

e often may retire with full benefits at age 56 or earlier with
30 years of service (al a significant number of plans
require age 65 for full ofits);

e receive postretirement benefit adjustments in a wide variety
of ways bu., most commos:ly by an annual adjustment equal
to the lower of 3.0 percent or the change in the CPL

Variation exists the States on certain plan features, most
notably the rate at which benefits are earned, retirement age and
level of employee contribution. Some States combine these features
to provide a liberal benefits package; others are less generous.

C. REPRESENTATIVE PRIVATE SECTOR AND STATE GOVKRN)(KN’I' PLANS

Key features determining eligibility and benetit amounts for the
social security system and the ciirrent CSRS are clearly stated in
Federal laws. Private sector and State government plans, however,
are not uniform. This study reviewed available a«ta to determine
cthe variety of pension features, and the extent of consistency. The
‘study then constructed illustrative or “representative” private
sector and State government plans. While the plans are not to be
considered representative in a statistical sense, they include pen-
gion features for which a high degree of uniformity was found.
Based on analysis of current practices, two representative plans for
the private sector and two for State governments were construct~4.
Further, the representative private sector plans were analyzed
with and without a capital accumulation plan. (Chapter 2 provides
a more extensive explanation of these representative plans.)

The representative plans do not convey the complexity and varia-
bility in pension practices in the non-Federal sectors. y do illus-
trate common methods of combining the features that make up a
retirement system. The study uses these re ntative systems
throughout to guide the analysis of issues in designing a new Fed-
eral system.

The features identified in the previous section, common to pri-
vate or State retirement systems, form the core of the representa-
tive plans. The main differences between the two 6grimte plans are:
(1) normal retirement age for full benefits is age 62 in one plan and
age 65 in another, (2) the early retirement reduction, and (3)-they
use different methods of integ:ting pension benefits with social se-
curity. Differences between two State plans are (1) normal re-
tirement age for full benefits; (2) time required to earn nonforfeit-
able benefits (vesting); (3) the employee contribution rate, and (4)
the benefit accrual rate.

.
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After defining the representative sygtems, the study first esti-
mates the costs of the systems, then analyzes system benefits using
replacement rates. (Chapter 3 presents this analysis in detail)
Then the study compares these costs and replacement rates with
those of the current CSRS. The comparisons were made to identify
the features of the different retirement systems that weigh most
heavily in determining overall program costs. This analysis, com-

ring costs of the current CSRS to those of private sector and

tate government systems uses identical economic and demo-
graphic assumptions. Costs of pension systems are particularly sen-
sitive to assumed economic activity, mortality and workforce char-
acteristics and reliable comparisons should use the same assump-
tions. In effect, the study analyzed the costs of the different retire-
ment systems as if these representative private sector and State
government plans were applied to the Federal workforce.

D. COST COMPARISON: CSRS VS. NON-FEDERAL RETIREMENT SYSTEMS

"Representative private sector systems, witlh or without a capital
accumulation plan, have lower employer than does the CSRS.
These private sector plans cost between 5.7 and 8.2 percent of pay
less than the current CSRS whep they include capital accumula-
tion plans and 7.4 and 9.9 percent of pay less when they do not.
The costs of the representative State retirement, systems bracket
the cost of the CSRS, with the less liberal plan costing 3.4 percent
of pay less and the more generous plan costing 4.1 percent of pay
more.

A recent study of 854 private sector retirement systems for sala-
ried workers using the same methodol and assumptions as the
CRS study, calculated the average costs for all companies included
in the sample .to be 18.3 percent of pay, 6.4 percentage points less
than the 24.7 percent of pay employer cost of the current CSRS.
Total employer costs (broken down by component) of the current
CSRS and the representative non-Federal systems are shown in
Table 1-1. The two private sector plans include a capital accumula-

_tion plan.

Basic retirement benefits initially available to most employees at
age 65 are generally higher in the private sector than in the CSRS
for comparable work histories. Yet, the Federal plan costs more.
The following differences in retirement features cause most of the
variation in plan costs: (1) Federal employees may retire with full
benefits at age 55 with 30 years of service, while private sector em-
ployees choosing to retire early receive reduced benef..s; (2) current
CSRS benefits are generally increased by the rate of inflation,
while private sector benefits receive only partial adjustments; and
() the indexation of benefits takes place over a longer period since
Federal employees retiring early receive reduced benefits. Other
system costs and the level of employee contributions are roughly
<I:omparable in the private sector and current CSRS. (See Table 1-

)

Basic retirement system benefits available to employees at age 65
are greater, and therefore more costly, in the representative State
retirement systems than in the CSRS. For the more generous plan,
these basic benefits cost a full 5 percent of pay more than in the
CSRS. Under this plan, State employees receive basic benefits
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TABLE 1-1. BENEFIT OOSTS OF THE CURRENT CSRS COMPARED 10 REPRESENTATIVE NON-FEDERAL

REVIREMENT SYSTEMS
{Retroment systom cost 83 8 peecest of pay)
e
Benetit festwre Carrest CSRS Man ) Pan |

Pt 7 (s P 2 (ks

L e e e P
Basic benefit poyable o g8 65. ... . .. o oz 120 108 172 139
Other Deneits (vestimg, disatwlity and Swvver) .. ... 51 59 56 88 18
Capital Accmlation Plaa.. ... SR T 1 J 50
Toko DO VOS........ . oo L 23 58 09 3

Mious employee CORIBBBON * . . oo e 1O 93  -93 .nl - 81
EMPAOYRY COSE D ... oo e u7 180 165 . 288 13

T kel e §1 peent conibuion o social sscorrly ¢ plons "T,"m"'"—ﬁ'};;’m“-—m—""‘M"_“’ n
swxélnuidm.s.wcth.mmm the sy
s”dlmdmuwdm-nmcimuw

[« .
Nole - -Onec! comparton of cotvemant sysioms umumn&mmmmmm-

equivalent to those of the current CSRS from the State pension

- plan alone, in addition to substantial social security benefits. The

more generous State plan also has more costly provisions for
vested, survivor, and disability benefits than the current CSRS,
while the cost of indexing and early retireraer.* is about the same.
The significantly greater em loyee contribution required by this
State system reduces its employer cost in comparison to the cur-
rent CSRS. Even so, this State retirement system has an employer
cost that is 4.1 perceniég‘f)ay above that of the CSRS.

Although the less y reflresentative State plan pays larger
basic benefits at age 65, as well as more generous vested, survivor
and disability benefits than the current CSRS, several factors
reduce the cost of the plan so that the overall employér cost of the
second State plan is somewhat below that of the CSRS. These less
generous features include: reduced benefits for retirenient before
age 65; less than full indexing, paid over a shorter time and applied
to a reduced benefit (if taken before age 65); and higher employee
contributions including the required social security tax.

In summary, the retirement system features that tend to have
the greatest effect on the comparability of cost between the CSRS
and the representative private sector and State tgovemment plans
are the availability of full retirement benefits before age 65 (or 62),
the extent to which benefits are adjusted for price inflation, and
the interaction of these two features.

E. BENEFIT LEVEL AND DISTRIBUTION: COMPARISON OF REPLACEMENT
RATES

1. Gross replacement rales

Figure 1-1 shows replacement rates for hypothetical work-
ers retiring at age 65 with 30 years of service. Gross replacement
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rates for Federal workers are the same at all salary levels (about
53 percent of the final year's salary); whereas under all the repre-
sentative private sector and State government plans, they start
highe. but decline as final salary increases. This is caused by the
tilt of social security benefits in favor of lower income workers. The
two representative State pension plans provide benefits computed
independently of social security, thus completely preserving this
tilt. Figure 1-1 shows that retirees with final earnings all the way
up to $65,000 would receive higher benefits at the time of retire-
ment under both State systems than they would under current
CSRS.

FiGURE 1-1.—Gross Replacement Rates for Representative Private Sector and State
Government Pension Plans Compared to the Current CSRS—Single Employee
Age 65 With 30 Years Service
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The two representative private sector systems are integrated
with social security to offset part of the social security tilt that
favors lower paid workers. The private sector plans use different
methods for integrating pension benefits with social security, but
the two methods yield replacement rat=s that are almost identical
across the entire salary range. Both private systems (which do not
include a capital accumnlation plan f)ere) provide higheg, gross re-
placement rates than (SRS for workers with final earnings up to
about $40,000. From that point on, CSRS provides slightly higher
replacement rates. However, most Federal retirees in FY 1983 had
final earnings below $40,000.
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Z2. Net replacement rates

While the representative plans in Figure 1-1 have initial gross
replacement rates generally higher than the current CSRS for
career workers retiring at age 65, this is not necessarily the case
for workers retiring earlier. Furthermore, even a high initial re-
placement rate may not provide adequate benefits late in retire-
ment unless benefits are adjusted for inflation. Figure 1-2 shows
how replacement rates change over time for workers retiring at
age 55 with $30,000 final earnings. The replacement rates are cal-
culated using constant dollars and take into account changes in tax
liability and certain payroll deductions before and after retirement.
They are referred to as net replacement rates.*

FiGURe 1-2.--Net Replacement Rates for Representative Private Sector and State
Government Pension Systems Compared to the Current CSRS—Single Employee
Age 55 with 30 Years of Service, $30,000 Final Salary*
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¢ Chapter 3 uses both gross and net replacement rates in analyzing benefit levels and distribu-
tions for current retirement systems-- private sector, State government and the current CSRS.
Analysis of issues for s new Federal system. however. (see Chapter 4). shows grose replacement
rates only. Groee replacement rates are used to study benefit levels and distributions for employ-
ees retiring in the future for two reasons: (1) Calculation of net replacement rates would require
assuming changes in current tax laws well into the futute, and (2) Gross replacement rates pro-
vide adequate support for this study's analysis of aesign issues for a new Federal system, includ-
ing necessary projections of plan performance 40 years 1n the future.

5 Private plans 1 and 2 have net replacement retes that are so close that only one of the two
plans need be shown.
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Representative private sector systems and the less generous
State systems provide significantly lower net replacement rates
than CSRS for workers choosing earlier retirement since workers
retiring at age 55 not only are ineligible to receive social security,
but have their pensions reduced for early retirement. However, if a
worker participated in a capital accumulation plan during his
entire career, net replacement rates under the private plans could
be as high as those of the current CSRS. The value of a capital ac-
cumulation is highly sensitive to changes in the interaction be-
tween interest rates and inflation. These interactions over the past
decade or so have been very favorable to capital accumulation plan
profitability. (See page 289 for a discussion of interest rate data.) (If
Figure 1-2 were revised to show workers retiring at age 62 with 30
years of service, all four non-Federal representative plans would
have higher net replacement than the current CSRS. Additional re-
placement rate analysis is presented in Chapters 3 and 4.)

At retirement (age 55), figure 1-2 shows the most generous repre-
sentative State system provides a net replacement rate of 81 per-
cent, compared to 72 percent for the current CSRS, even though
social security benefits have not commenced. Both replacement
rates drop sharply if examined at age 58 because the retirees have
fully recouped their own non-taxable contributions by this time
and subsequent pension be. 'fits are fully taxable. While the pri-
vate sector pension is slightly eroded by inflation. there is no
change in the tax treatment of the pension. Its benefits are {.!lv
taxed froin the start since the employee made no contributions. A.
age 62, the replacement rates rise under the non-Federal pension
systems because social security benefits become available. At age
65, net replacement rates also increase slightly under all systems
because Federal income taxpayers qualify for an additional exemp-
tion. Thereafter, inflation erodes benefits of all the non-Federal
plans, but the current CSRS maintains a net replacement rate of
about 65 percent.

V1. ANALYSsiE OF DESIGN IsSUuES FOR A NEw FEDERAL SyYsTEM

A. INTRODUCTION

Design of a retirement system for new Federal workers, most of
whom will not retire until well into the next century, changes the
focus of the study. Attention is directed toward possible features of .
a new Federal retirement system for employees just now beginning
Federal service, and information from private sector and State
Government pension prac ices is used as the basis for these design
features. CRS computer models, estimating costs and replacement
rates are used to draw comparisons to the current CSRS, and to
show how costs, benefit levels, and benefit distributions would be
affected in a Federal system designed to resemble private sector
and State government practices.

To accomplish these comparisons, a basic plan model was created
as an analytical device. This “backdrop” or comparison plan repli-
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cates closely the current CSRS provisions, but with social security
taxes and benefits incorporated. The cost of the backdrop plan is
set at the level of the current CSRS, and total benefits (social secu-
rity plus pension) replicate the current CSRS as closely as possible
using private sector and State design features. The backdrop plan
is then modified, provision by provision, to determine how benefit
distributions and costs are affected when varying pension features
goxggon to private sector and State government systems are intro-
uced.

B. IMPACT OF SOCIAL SECURITY ON THE DESIGN OF A FEDERAL PENSION

Coverage of Federal workers by social secu ity raises benefit
design issues because the social security benefit formula distributes
benefits in favor of lower income workers and the current
does not. The major differences between the current CSRS and pri-
vate sector and State government ms arise because the latter

~ two include the social security benefit. Other significant differences

have arisen over the years. study outlines the major implica-
tions of incorporating social security.

1. The portability of benefits

Vested benefits from the current CSRS are not transferable
(portable) to other employment, and Federal workers are faced
with a serious loss of benefit values if they quit their jobs before
they are eligible to receive retirement benefits. Social security
vested benefits are transferable from job to job since nearly all em-
ployment is now covered by that program. Furthermore, Federal
laws regulating private pensions provide greater protection to
vested benefits than CSRS rules provide.

9 The distribution of benefits along the income scale

The CSRS benefits are determined by a formula that provides a
portion of salary replacement for each year of service, regardless of
salary level. The social security benefit formula distributes rela-
tively greater benefits to workers with lower incomes. IRS guide-
lines do not permit tax-qualified pension systems to eliminate com-
pletely this distributional “tilt” to lower-wage workers from the
total of pension and social gecurity benefits.

8 The importance of age in the determination of benefits

In the current CSRS, age determines the years of service neces-
sary to receive retirement benefits. (Unreduced benefits can start
at (1) age 55 with 30 years of service, (2) age 60 with 20 years, or (3)
age 62 with 5 years.) After these minimum combinations of age and
service have been attained, age does not affect benefit amounts. In
social security, on the other hand, retirement benefits can be re-
ceived no earlier than age 62, with reductions applied to benefits
received before age 65 (67 in the year 2027). Age at retirement is
thus an important factor in the determination of total benefits for
retirement systems that combine pension benefits and social se-
curity. Private pensions often tie eligibility and benefit computa-
tion to social security retirement ages.
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4. The COLA s granted to benefits after retivement

Benefits of the current CSRS are generally in~reased by the rate
of inflation. In other employment, full inflation adjustments are
made only to social security. Private pension benefits are rarely is-
creased by the rate of inflation, but ad hoc adjustments have been
estimated to make lés 88 percent of real benefit loss due to infla-
tion in a recent period.

5. Disability insurance protection

Current CSRS disability benefits are provided to employees
unable to perform their Federal jobs because of a disabliz;g condi-
tion. The social security disability insurance program provides ben-
efits to severely disabled workers unable to perform any job. Pri-
marily because additional social security disability benefits are
paid for dependents ‘hey often replace a higher percentage of pre-
disability earnings  in disability %eneﬁ';. under the current CSRS
program. |
6. Family and survivor benefits

Social security provides benefits to spouses (age 62 or over) and
children (under age 18) of retired workers, whereas CSRS does not.
Social security automatically provides benefits to divorced spouses
(age 62 or over) of retired workers and survivor benefits to divorced
widowtlers) (age 60 or over); whereas CSRS requires a court order
for spouse and survivor benefits to be paid after divorce.

7. Discretion in retirement planning

A growing proportion of private sector and State government sys-
tems provides greater employee discretion in retirement planning
by adding one or more capital accumulation plans to the total pen-
sion design. A carital accumulation plan, as part of a new Federal
system, would allow more employee flexibility in retirement plan-
ning. For example, by contributing to an employer-matched capital
accumulation plan, employees could replicate the overall benefit
generosity of the current CSRS.

8. Lower retirement benefits at the same cost

Because of certain characteristics of the social security program,
under all design options for this analysis, benefit levels for retirees
will be lower than under the current CSRS, even though overall
costs are the same. (If retirement benefits were increased to cur-
rent levels, overall costs would rise by 2-3 percent of pay.) For the
mos’ part, the value of these benefits is not lost to the Federal
wo'  rs but is shifted from retirement to other types of benefits.
These shifts include the following items.

a. Portability.—Social Security benefits earned in Federal em-
ployment will be transferable to jobs outside the Federal govern-
ment. This increases benefit rights of workers who will leave Fed-
eral service compared to those who leave under the current system.
The estimated cost of this improved portability accounts for nearly
two-thirds of the total difference.

b. Family benefits.—Social security benefits will become payable
to certain dependents of retirees, disabled workers, and survivors

£1-055 0 ~ 85 ~ 3
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who are not paid under the curreni CSRS. In addition, some survi-
vors and dependents will receive higher benefits than would be
payable under the current system. These additional family benefits

account for about one-sixth of the total difference.

¢. Lower income workers in other employment.—Average Federal
wages are higher than average wages in other employment covered
by social security. Because social security replaces a greater pro-
portion of the wages of lower-paid workers, some social security
benefits will be redistributed from Federal workers to workers with

by social security coverage of all types of employment including
temporary, part-time and minimum wage jobs that are not common
in the Federal government. It accounts for about one-sixth of the
2-3 percent of pay difference.

C. APPLYING THE METHODOLOGY TO THE ISSUES

The first step in analyzing the issues of covering Federal workers
by social security is to replicate as closely as possible the benefits
and contributions earned in Federal employement from benefits
payable under the current CSRS, and subtracting social security
taxes from the CSRS contribution amount.

Because, as mentioned above, any system coordinated with social
security will show lower replacement rates for retirees than the
current CSRS, to replicate the current system’s retirement benefits
would cost 2-3 percent of pay more than the current CSRS. (One
percent of total pay equals about $700 million in 1984 dollars.’

Consequently, the retire nt benefits of such plans must replace
a lower share of final ear ings in order to duplicate the current
system'’s costs. This is shown by Figure 1-3, which depicts a 100
percent offset plan at the cost of the current CSRS, for a worker
retiring in the year 2030.
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;i Cost/Gross Replacement Rates—Single
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As Figure 1-3 shows, the current CSRS replaces about 53 percent
of the final salary of a worker retiring with 30 years of service. The
100 percent offset plan replaces between 44 percent and 47 percent
(depending on salary) at the cost of the current system. The slight
u tilt in replacement rates occurs because the offset is ap-
plied to full social security benefits payable at age 67 (when full
b-nefits will be payable in the year 2030). These workers, retiring
at age 62, receive social security benefits reduced 30 percent for
early retirement. Social security's benefit reduction at age 62 has
relatively more impact on beneficiaries with lower wages because a
larger portion of their total benefits comes from social security.
Were these workers shown to be retiring at age 67, replacement
rates would be level acroes the salaries. Age 62 with 30 years of
service is shown because it closely approximates a representative
career in both Federal and private employment, and because it is

 the earliest age at which social security benefits can be received.

Level replacement rates could also be achieved by offsetting the
social security benefit actually payable, but this would be more
complex to administer. (See Chapter 4 for a complete discussion.)
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D, DISTRIBUTIONAL ISSUES RAISED BY COORDINATION WITH SOCIAL
SECURITY

Pensions meeting the criteria for tax qualification under IRS
rules are not permitted to subtract 100 percent of the social secu-
rity benefits because the total benefit in such a plan would replace
too high a rmportio_n of the salaries of high income workers rela-

cases even 83% percent would not be permitted. The most common
offset percentage used in private pensions is 50 percent; ie., one-
half of the social security benefit is subtracted from the benefit cal-
culated by the pension formula. The other principal technique for
integrating pensions with social security is the “step-rate’” method
discusaedinChapterZ.Thismethodmaceomplishthesamebasic
mrmasdoesanoﬁsetplan,andisnotanalymdinﬂﬁspaﬁof
y.

At the opposite end of the spectrum from 100 percent offset plans
are plans with coordination approaches that maintain the social se-
curity benefit tilt entirely. These plans simply conzpute the pension
independently from whatever social security benefits- are provided.
Add-on approaches are often found in State government pensions,
in the U.S. military retirement system, and in older, collectively-
bargained plans. Relatively few private sector organizations with
salaried employees provide add-on plans.

Figure 1-4 compares the distributional effects of 100 percent
offset, 50 percent offset, and add-on plans with the current CSRS.

f
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Froung 1-4.—Backdrop Plan Variations: Comparison of Three Coordination
Approaches—Single Worker Age 62 With 30 Years of Service
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As Figure 1-4 shows, different approaches for coordinating pen-

‘gion benefits with social security alter the distribution of benefits

along the income line, but if total costs spent for retirement are
the same, the replacement rates for workers with average prere-
tirement salaries will also be the same. The replacement rate at
higher or lower preretirement salaries varies to extent that the
social security tilt is retained or counteracted by the coordination
technique. The particular integration approach selected does not
necessarily affect plan costs, but it does affect distribution of plan

benefits among workers at different salaries.

E. REPLICATION QF IMPORTANT CSRS PROVISIONS

A particular technique of integrating pension benefits with social
security is selected to achieve a particular benefit distribution. The
current CSRS does not vary replacement rates by income, while
such a variance is a principal effect of the social security benefit
formula. Even with social security, however, it is possible to design
a m that maintains the important provisions of the current

Figure 1-5 shows gross replacement rates for a worker retiri
under a new Federal system at 55 with 30 years of service an
a final preretirement salary of $30,000. (This worker has an ap-
proximately average final salary, and replacement rates would stay
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roughly the same under all techniques for coordinating social secu-
rity and pension benefits.) Replication of the current CSRS design
of Jevel income throughout retirement is accomplished by adding a
supplement comparable to the social sacurity benefit from age 56 to
62. This supplement is structured so that when social security
mes payable at age 62, the total benefit amount (social securit
gus pension) is constant ‘hroughout the entire retirement periol
o provide this constant benefit for later ages, the initizl pension
must be fullésindexed throughout the period. Thus, at the cost of
the current CSRS, it would be possible to replicate the level benefit
approach of the current CSRS. (However, as noted above, the repli-
cated system shows lower replacement rates because, at constant
cost, the social securi?' program provides relatively high portabil-
ity and ancillary benefits and less benefits at retirement.)

Ficure 1-5.—Backdrop Plan Regication Variation—Single Worker Age 55 With 30
. Years of Service, $30,000 Final Salary
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Figure 1-5 shows the pension replacing about 30 percent of the
worker's preretirement salar{, with social security providing ar-
other 15 percent for a total of 45 percent, compared to the current
CSRS rate of 53 percent for the same worker. The social security
benefit is prorated to show only that value earned during the F‘e«iI
eral career. The supplement payable from age 55 to the beginning
of social security benefits at age 62 costs about 0.7 percent of pay.
If the supplement were not paid and the savings restored to the
basic pension, the pension benefit would average about three points
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higher, starting at age 62. Howmr,thetotal?zplacement rate
wmﬂdbembstanﬁaﬂylowerdunzsa&%wm

The plan is also shown with 1 COLA after retirement. Bene-
fits would retain their real value over time under this provision
mtherthsndechnemrelat:ontoprwesaﬁerrehmment.lfme
COLAs were limited to 50 percent of the price changes measured
by the CPI, the plan would cost about 4.3 percent of pay less. The
real value of pension benefits would decline on average about 26
percentbetween 66 and age 80, relative to the purchasing

onatrehrement

power o
'l‘able 1~2 lays other changes. and their effect on system
costs, that dl?b@: the pension plan in a new Federal

system.
Tk 1-2.—Change in Normal Cost Resulting From Alternative Design Feotures
Cost of Backdrop Plan: 32.2 Percent of Payroll

If the backdrop adjumted by: D of paeett ohamees by

are percent of pa; ¢ :

Nomppbmentm -0.7
Nompplemmt.mnlmuityoﬁet at retirement; 3 per-

cent per year reduction for retirement age62.............. -84

ial reduction for retirement before age 62 .......................... —-4.8

COLA at 50 percent of CPI............coovvimnrivnrvmmrrcsnsivnncisssinsecsssinissensisssiee ~-43

INO QDA ...o.ooeceevevevesosnossosrosrassnsussrssostsomreastassosssssncassrsssrssossssassssssnssssrirsses ~7.1

Increase accrual rate 0.] percent 8 ORI ..........cvcnvvmvrvisencerersennce +1.6

Reduce sccrual rate 0.1 percent a year ... vuevorissesnorrins -1.6

retirement. ‘
The current CSRS rovides full retirement benefits at earlier
than either or prwate pensnon plans. A new
ral system demgned to retirement would
uce coets because of a smaller number retmng workers in
ly years, and the shortening period of retirernent of those who
ire later. Savings achieved from later retirement could be re-
redtothe basic plan formula (by increasmgthebeneﬁtaccmal

that includes social secunty

F. DISCRETIONARY BENEFITS. CAPITAL ACCUMULATION PLANS

Any savings that might be achieved by early retirement reduc~
tions, COLA cuts or lower accrual rates could be used to add a

ital accumulation plan, a common feature of many private

and State government ms. For this study, the supplemental
plans are voluntary, employers matching employee contribu-
tions, and are analyzed in terms of overall cunstant employer cost.
For illustrative purposes, the projected cost of the defi benefit

. pension plan was reduced and was used to pay contributions of the

employer (the Federal government) needed to match employee con-
tributions for a capital accumulation plan.

The capital accumulation plans were designed with a 50 percent
match of employee contributions up to 6 percent of —repre-
sentative of private sector plans. Because K;;her paid workers tend
to save more than lower paid workers, including capital accumula-
tion plans in the overall retirement system would distribute em-
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tary capital accumulation p designed to provide a larger supple-
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Frousre 1-&-—-&&&3 Plan Variation: ital Accumulation Plan—Single Worker
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Figure 1-6 shows a replacement rate of 50 percent for an em-
ployee fully contributing to the capital accumulation plan for 30
years. Employees not coutributing would receive 27 percent from
pensions, about 3 percen points less than if the same plan had
no capital accumulation plan and costs were held constant. Em-
pka:ea partially contributing would receive an amount in between.

ployees could choose among various forms of benefits from
the capital accumulation plan. The benefit could be a lump sum of
accumulated amounts, or it could be an indexed or unindexed full
life annuity. In ggure 1-6, the payment is shown as a two-step an-
nuity with a fixed term as the first step (from 55-62) the
remainder an indexed full life annuity to begin r age 62. Many
private sector plans permit employees to buorrow against accrued
amounts or to draw them down under specified conditions. Differ-
ent repayment requirements are established.

The capital accumulation plans analyzed in the study are intend-
ed to illustrate the kinds of increased ion an employee might
be given in retirement planning. The basic tmd&ofg for the
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employee is between current or deferred compensation—salary or
capital accumulation. These plans were projected using the same
economic, demographic and workforce assumptions that were used
for the basic plans—including interest rates.

One feature of capital accumulation plans distinguishing them
from traditiona! defined benefit pension plans is that a segregated
savings account is set up for each participating employee, the size
of which is determined directly by the amount of employee and em-
ployer contributions and the interest earned by the account. Thus,
employees leaving an employer will take along the value of this
savings account, and will be given considerable discretion about the
kinds of uses that may be made of it. Such a provision in the Fed-
eral government retirement system would not necessarily increase
the normal cost of the system, but it could change the timing of
budget outlays. (See Appendix B for a discussion of this point).

It should be recognized, however, that the provision of such em-

loyee flexibility could take place within the context of defined

nefit plans. Under these plans, employers build up reserves for
employees during their work careers. Defined benefit plans could
be designed to permit employees to withdraw part of this reserve
under certain conditions, thereby increasing current income but re--
ducing the benefits available at retirement.

G. ANCILLARY BENEFITS

Retirement system design usually emphasizes the benefits pay-
able to full career workers who retire and can draw immediate
benefits because they have met the age and service requirements.
A complete retirement system, however, also includes benefits for
individuals who leave the workforce before full retirement, either
voluntarily with vested rights to take other employment, or be-
cause of death or disability. (Chapter 4 of this study includes a com-
prehensive description of disability and survivor benefits.)

These vested, disability, and survivor benefits, called ancillary
benefits in this study, account for a substantial part of the cost of
retirement systems—whether in the private sector, in State govern-
ments, or in the Federal government. Together, they cost about 5
percent of pay—or one-sixth of the cost of the current CSRS.

The social insurance philosophy of social security is extended to
the ancillary benefits as well as primary benefits. In general, the
social security benefits are provided to dependent members of fami-
lies of disabled or deceased workers. These benefits reflect the way
the social security formula works, and thus, provide relatively
higher benefits to dependents of lower income workers, including -
those with short service.

Private sector and State government retirement systems include
ancillary provisions that supplement social security coverage. The
current CSRS has, over the years, developed provisions for disabil-
ity and survivors benefits necessary to meet some of the social in-
surance needs provided by social security in other types of employ-
ment. Private sector practices diverge sharply from the current
CSRS. The social security system provides disability and survivor
benefits that are financed as part of the entire system; individual
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recirients do not pay extra for these benefits, which instead are
paid for by all covered workers and their employers.
In contrast, private sector coverage that supplements social secu-
rity benefits for disability and death oiten is financed outside the
overall retirement system. For example, companies provide life in-
- surance and disability insurance through insurance policies that
are paid for by the company, but not as part of the retirement
system. (Hay-Huggins has estimated that these private sector pro-
grams are worth about 1 percent of payroll.) On the other hand,
post-retirement survivor benefits are oﬂ{ered in the private rector
to retiring employees only if they, in effect, are willing to pay for
them by accepting a cut in therr basic retirement benefit. Thus,
postretirement survivor benefits are made available at the retiring
exlnployee’s discretion, but at no extra cost to the sponsoring em-
ployer.

'lyhe current CSRS takes the middle road. It pays for most bene-
fits as part of the overall plan, and requires reductions (but not full
actuarial reductions) to pay for postretirement survivor benefits.

1. Vested benefits

The current CSRS concept of the vesting and portability of bene-
fits differs greatly from that of social security. he social security
system is designed for employees who complete a working career
having had one or a number of employers. By including the service
from each job, a full social security retirement berefit is available
at a%e 65 (or a reduced benefit at age 62). Under the current CSRS,
on the other hand, only the retirement benefit earned during Fed-
eral employment is considered for payment of CSRS benefits. This
inhibits the movement of Federal employees to jobs outside the
government, and it reduces the value of vested benefits if employ-
ces do leave Federal employment—particularly early in their
career. The general design of the vesting provision in the CSRS is
similar to that of a private sector pension plan. If an employee
works beyond the vesting period, 5 ggars for CSRS and 10 years for
most private sector plans, then the benefit is pagable at the normal
retirement age—age 62 for CSRS and age 62 or 65 for private
sector retirement. However, unlike the private sector practice
where, by the Employee Retirement Income Security Act of 1974
(ERISA) rules, employer contributions must be v with the em-
ployee, the CSRS employees can divest themselves of the employer
contribution through a return of their own contribution. Even
though interest is not credited on these contributions (interest is
required in the private sector) most em loyees remove this contri-
bution and thereby lose the vested benefit.

2 Disability benefits

Disability benefits are available to workers who are not abie to
continue working because of a disabling condition. For the most

rt the disability does not result from an l:téljury or accident suf-
ered on the job; such disabilities are cove instead by Federal
and State programs for workers’ compensation.

Benefit eligxbility and amounts for disabling conditions or long-
term illness differ substantially in private sector and the State gov-
ernment retirement systems. Generally, private sector plans pro-
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vide salary continuation for short-term disability with an orderly
transition from short- to long-term disability benefits. The current
CSRS has no provisions for integrating long-term disability benefits
with accumulated sick leave that provides short-term protection.

Initial benefits in private sector and State government plans for
intermediate and long-term disability are often more generous
than those provided by the current CSRS. It is usually much
harder to qualify for private sector long-term benefits, however.
Such benefits deteriorate over time because they are not fully ad-
justed for inflation.

Disability may strike at any time in a work career and because
of this, the differences between the current CSRS and a new Fed-
eral system may be more readily apparent than would differences
in retirement benefits. The vast majority of Federal workers cow-
ered by a new system will not retire for many years, but disability
benefits under the new system would begin to be paid shortly after
implementation—as new workers become disabled—and could
affect many workers quickly. Thus, advantages and disadvantages
of the new system compared to the one governing fellow workers
hired before 1984 might be readily apparent to both old and new
workers. '

Many design choices concerning disability retirement benefits in-
volve trade-offs. When the current CSRS disability retirement
system is compared to practices in other systems, it is apparent
that provision for more adequate benefits, but with siricter eligility
requirements, would be a possible trade-off.

The study recognizes that disability benefits will have to be
changed significantly just to accommodate social security coverage.
Private sector disability insurance, when coupled with social securi-
ty, typically provides 60 percent or more of pay; compared to re-
placement income under the CSRS whichyin most instances is 40
percent of pay. Oun the other hand, fewer employees receive the
long-term benefits because of a stricter definition of disability.

A new disability system that provides a higher benefit but re-
stricts the definition could be introduced for the same approximate
cost as the current CSRS disability system. One variation consid-
ered would be to permit a disability eligibility condition similar to
the current CSRS (inability to perform current occupation) for a
period of 6 months to 2 years.

Two other important and related considerations in the design of
the disability benefit are the minimum benefit provided and the
offset for social security. Because emp.Jyees can become disabled
early « the career, and because they generally have little or no
other supplementary income, it has become accepted to provide a
high level of replacement income quickly. Also, when disabilily is
paid through a long-term disability (LTD) insurance arrangement,
which is typical for salaried employees, the social security offset is
usually applied fully to the benefit paid by the current employer.
Thus, the typical private sector design for salaried employees is to
provide a percentage of pay minus the full social security benefit.
Variations on these options are considered in Chapter 4-1IL
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3. Survivor benefits

Surviving spouses of Federal workers, and retirees covered by
social securigr plus a new integrated pension system, may be elig)-
ble for benefits that could be substantially smaller than those of
the current CSRS. By definition, integrated pension systems
assume that social security benefits are payable, and therefore
reduce pension benefits to account for that income. However, some
widows or widowers of covered workers are not eligible for social
security benefits because they are too young, or have no young
child, or earn too much. In such cases, the survivor’s pension
amount, calculated on the assumption that it was a supplement to
social security, could be less than the benefit available under the
current CSRg When social security survivor benefits actually are
payable, the total benefits from the old and the new program
would be more comparable.

In contrast to private pension plans or many State plans, the
current CSRS does not require retirees to accept a full actuarial re-
duction to pay for spouse survivor coverage. Private plans pay at
least 50 percent of the actuarially-reduced pension, whereas CSRS
pays 55 percent of the unreduced amount. According to estimates
made by Hay-Huggins, at the current time CSRS subeidizes about
one-half the cost of this spouse protection.

The private sector and the current CSRS differ markedly regard-
ing benefits to survivors of workers who die before retirement. Life
insurance available under the Federal system is smaller and, in
some cases, much smaller, than that available under most private
group plans. Most private employers provide insurance elgual to
two times pay at no cost to the employee; whereas, the Federal
system requires that the employee pay about two-thirds the cost. In
addition, Federal life insurance pays one times pay (two times if
the employee is under age 36). Under the current system, annuities
to the survivors of younger workers who die while still employed
can be quite small, et}uahng about 22 percent of final pay.

The survivor benefit discussion in Chapter 4-IV incorporates a
review of the full range of survivor options from the current CSRS
to the private sector. A new Federal system can incorporate any
number of “actuarial equivalent” options that do not involve any
additional costs to the employer. The new system could provide the
gsame minimum benefit for vested employees that is now required
for private sector plans. If an employee elected this survivor option,
the benefit assumes the vested employee would have retired the
day before he or she died.

e consideration is the appropriate level of benefit. Private
sector plans design a benefit as though the employee were receiv-
ing social security and then pay a portion of that benefit to the
widow or widower. Since the receipt of social security benefits by
the widow or widower is not necessarily coterminous with the bene-
fit to the retiree, however, this can create a perceived inequity in
some cases.

A second consideration is the share of the cost of an)"rﬁostmtir&
ment option between the retiree and the government. The private
sector generally requires actuarial equivalence so that the employ-
ees pay the full cost of the benefit. Social security provides an enti-
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tlement that requires no election or cost on behalf of the retiree.
CSRS falls between these two approaches by requiring an election
and a payment, but the cost to the retiree is less than the full actu-
arial equivalent. Thus, the employee and the government both
share in the cost of the current system. Chapter 4~IV examines the
options available in this area from a full actuarial reduction to a
full entitlement.

"~ A final important consideration is the definition of a dependent.
Clearly, the current spouse at :he time of death should be consid-
ered a surviving dependent =i1d be entitled to a benefit. Children o
deceased employees or retirees u- .er the current CSRS are pai

similar benefits under social secunty, and therefore, the social se-
curitt)éd children’s benefit would not necessarily have to be supple-
mented.

One type of de%ndent entitled to a social security benefit but
not under the CSRS system or the private sector system is the de-
pendent of a living retiree. It is assumed that a supplemental
system will also not pay benefits to dependents.

A final important question is the entitlement of a divorced
spouse. Chapter 4 examines the various divorce situations that can
occur, including a divorced surviving spouse and a divorced spouse
of a current living retiree. The various methods of providing bene-
fits to these divorcees are examined.

VII. FIvE ILLUSTRATIVE PLANS FOR A NEW FEDERRAL RETIREMENT
SysTEM

After analyzing changes in program features, five illustrative
lans for a new Federal retirement system were developed. (These
ive plans are discussed at length in Cha;:ter 5.) No attempt was
made to develop “most likely,” or “most feasible” retirement sys-
tems. The ones shown here illustrate the range of possibilities,
highlighting the analysis of specific design issues in the context of
a complete retirement system.

The vesting, disabinty and survivor components of the five illus-
trative pluns are held constant so that emphasis can be given to
the retirement benefit issues. The disability plan is consistent with
private sector practices. It is slightly more generous than the cur-
rent CSRS, but with a more restricted definition of disability after
two years. The survivor benefits are consistent with private sector
practice and closely replicate the current CSRS.

The accrual rates for the five plans have been calibrated to
achieve employer costs com le to the cost to the government of
the current CSRS. The estimate of entry-age normal cost to
the government as CSRS employer is used as the basic cost for
each of the illustrative plans. (In each case, cost to the government
as em?loyer is set at the current CSRS employer cost of 25.2 per-
cent of pay—32.2 percent cost of benefits minus 7 percent employee
contributions.) The amount emfloyees pay for retirement m
benefits is an important variable, and the plans assume different
levels of employee coutributions. Three of the systems include cap-
ital accumulation plans in which employees decide how much to
contribute. The following table briefly describes the provisions of
the five illustrative plans.
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TABLE 1-3.—Continued

_ Provistons CoMmon 10 ALL PLANS
Vesting

Retirement: 5 years.

Capital accumulation: Immediate.
Disability

Definition: First 24 months, unable to perform in position; after 24 months, totally
and permanently disabled for any occupation (social security definition).

Amount: 60 percent of pay minus social security, or accrued retirement benefit,
whichever is greater.

Survivor benefits

Preretirement death: 556 percent of accrued retirement benciits.

Postretirement death: If elected, causes a reduction in the retirement annuity of
25 mt of first $3,600 annually; plus 10 ent on amounts over $3,600; survi-
vor t is 55 percent of annvity before .

Service requirement

Immediate retirement: 10 years at age 56 with full actuarial reduction,

Deferved benefit: 5 years, payable beginning at age 62.

Plan I is a 100 percent offset plan and was chosen because it
most closely matches the current CSRS benefit distribution across
income classes. All provisions of the current CSRS except disability
benefits are retained. Costs are held constant with the current
system and employees contribute 7 percent of pay minus the social
security tax.

Plan II, a 50 percent offset plan, is representative of many pri-
vate sector pensions, although costs to the government as employer
are shown here to match those of the current CSRS. There are no
employee contributions except social security taxes.

&mﬂlmodxﬁea?lanllbylomingthemm&lmtewfﬁcienﬂy
to provide for a capital accumulation plan, but maintaining the
same total cost to government. Under this voluntary plan, the
government, as employer, matches 50 percent of the employee con-
tributions up to 6 percent of pay. )

Plan IV is also a 50 percent offset plan, but it has been changed
to resemble closely typical private sector practices and accommeo-
dates a more liberal capital accumulation plan. Early retirement
reductions of 3 percent for each year of retirement before age 62
are applied, and the COLA is lowered to one-half of the CPI rate.
Savings from these changes were used to increase the accrual rate
and to add a gnemus capital accumulation plan that matches each
employee dollar with a dollar from the vaployer, up to 6 percent of

Pay.

I;ian V is an add-on plan, and was selected because it illustrates
distributions common in State government pensions and the mili-
tary retirement system that do not attempt to counteract the tilt in
the social security benefit formula favoring low income workers.
Plan V includes the same early retirement reductions of 3 percent
per year and one-half COLA as Plan IV, with the savings similarly
medy to increase the basic benefit to provide a generous capital ac-
cumulation plan. '
Figure 1-7 displays these plans side-by-side, for workers retiring

* at a final salary of $30,000 with 30 years of service at three differ-

ent ages. In Plans I, I, and IIl, supplements equal to th. anticipat-
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Figure 1-8 also compares the plans’ distribution by income. Plan
I, a 100 percent offeet plan, actually distributes total benefits
upward through the salary scale. The offset is applied at age 62
when social security benefits begin, but the social security formula
computes full benefits payable at age 67 and then reduces them for
early retirement. The effect of the reduction is more pronounced at
lower salaries because social security provides a larger share of the
total benefit for lower salaried levefs compared to high. Under
Plan 1, the total gross replacement rates would be constant across
ﬂmwagescaleforreth'eesﬁrstreeeivingtheirbeneﬁtsatagem
when the social security reductions would not apply.

@
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ut because em security taxes not
contribute to the m&yb&eﬁu Plan II are somewhat lower

thanPlanL(PlanInquuuutotalconu'ibuﬁon(sodalmrity'

g us pension contribution) of 7 t, equal to the current CSRS.)

II js a 50 percent offset and by not offestting the social
security tilt entirely, distributes mare in total benefits to lower in-
comes. This income distribution tilt would be more pronounced for
retirement at age 67, whentﬁemalmrityearlyreﬁmentm—
ductions are not applied.

Plan III is a 50 percent offeet plan, but also has a capital accu-
mulation plan to which employees may contribute up to 6 percent
ofthmrulaneaandrecexveanemployermstchofme-halfofthat

i
g
%
5
§
§
%
5
.
:

in
ticipating, employee retirement income can be higher
Hﬁumrumpauondurmgtheenﬁrecamrmld
ment rates that at all salary levels would exceed those of the cur-
rent CSRS. While working, employees would be contributing a
greater share of their incomes for these retirement benefits.
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Plans IV and V have ear lymnmmentmdmuonsofl’opement
pereachyearunderage 62. Accordingly, workers retiring at age 56

would have lower benefi than in Plans I, II, and IIL. Workers re-
at age 62 receive bemﬁts at retirement than the other

, but because plans and V also have 50 percent COLAs,

fits would erode in value over years after retirement. Ben-
eﬁtegyablefmmplansl,ll, mmawedbytheamount
tion and are not eroded txme'lhesavinpfmmearly

placement mtestoworkerswhopartm te.
Plan IV is a 50 percent offset; Plan is an add-on. The pension

maintaining completely the social security distributional tilt for
total benefit . distributions. The 50 percent offset in Plan IV
tchesthe inoomedlstnbutwnofplansllandlILTheseoffset
g partially counteract the dxstubutlonal tilt of scocial security
y provxdmg higher pensions to higher income workers.
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CHAPTER 2: PRIVATE SECTOR AND STATE GOVERNMENT
RETIREMENT SYSTEMS

the current civil service retirement system, to guide the analy-
sis of options for a new Federal system. '
Private sector organisations and State ts have had 50
of i designing and systems

years of experience pension that
are built upon social security and that com t this basic social
somewhat private companies, in part becanse most had
ion systems for their employees already in place when social
i was extended to State government employees of-
fective in 1951. mqiorityof&atem
efits without regard to social security and State employees
illy must not only pay social security taxes but also must make
con tiomtotheirpensionsystemO?theotherbmd,mwtpri-
vate panies established their present pension plans after social
security enacted. Most of these have retirement benefit formu-

las “in " with social security. Few icipants in private
pension p are required to contribute to
Tbefeawfesemphaaimdintheaeprivateaectorandsmtegov

ernment representative plans developed by CRS, determine under
what conditions ‘neliﬁbleforbe:zﬁttandhowmuchd:e;
receive. Speci fy, tt w.feau(ares define:

—conditions or eligibxli vesting),

—when beneﬁg})ayment? can begin,

—the amount of benefits,

to cover its employees. Some are negotiated under a collec
tive ba.r?mnmg agreement, while others are established solely at
the employer’s initiative.

This section summa-izes the scope, composition, and features of
private sector and Stute retirement systems. They may be consid-
ered a multilayered combination of social security, a pension plan,
and in many cases, a supplemental capital accumulation plan.

(35)
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About one-half the private sector workforce is not covered by a
company-sponsored pension plan and may ultimately have to rely
on social security and personal savings. ‘ghese persons are usually
employed by small companies.
ysis’ of available data bases provided comprehensive infor-
mation on private and State pension plans and enable us to con-
struct four representative examples of t ical non-Federal pension
plans, to be compared with the current . Although very few
nsion plans are exactly alike, these constructed plans contain
eatures commonly found in the non-Federal sector, and represent
benefits f:r'ovided to large numbers of salaried employees (ie,
white collar employees). '

1L PRIVATE SECTOR RETIREMENT SYSTEMS

Private pension plans originated in 1875 when the American Ex-
press Company established a system for retiring, at company offi-
cials’ discretion, permanently i itated workers at least 60
years old who worked at least 20 years. (Murray Webb Lati-
mer, Industrial Pension Systems, New York: Industrial Relations
Counselors, 1931, Vol. 1, pp. 20-24.) In the early 1900s, a number of
rapidly growing corporations— incipally railroads, utilities and
steel—established retirement jvate sector pensions, pre-
dating the emergence of social security in the United States,
evolved from two kinds of arrangements.

A. EMPLOYEE-SPONSORED PENSIONS

Partly out of response to the deficiency of employer-sponsored
nsions, employee organizations with a tradition of collective self-
elp developed pension arrangements for workers whose allegiance
to an occupation was more pronounced than to any icular em-
ploger. Early railroad worker associations supported both employer
and employee sponsored pensions and counted provision of group
insurance and old age assistance among their primary reasons for
existence. -

Employee-sponsored pensions were often successful in })rovxdmg
benefits to workers who stayed within the same type of employ-
ment but who worked for more than one employer; however, the
method of financing these arrangements frequently caused prob-
lems. Most were financed through ad hoc transfers—contributions
collected from workers to support current retirees. In the earl
years, the ratio of workers to retirees was favorable, and benefit
payments were easily affordable. In such a systém, as the number
of retirees increases, either the number of workers-must also in-
crease or the amounts contributed by each worker can become un-
acceptably high.

B. EMPLOYER-SPONSORED PENSIONS

Although many employers had longemaintained income arrange-
ments for old or infirm employees, t primary force contributing
to the development of employer red pensions was competi-
tion for employees. Pensions could attract emplcyees and encour-
age them to remain and retention of experienced employees had
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competitive advantages. Employees whose age or infirmities caused
their productive capabilities to fall below their salaries could be re-
moved in an orderly and humane fashion.

During the early years of the pension movement, employers had
sole discretion over the payment of benefits. Thus, employees could
be discouraged from leaving because of the forfeiture of pension
rights. Company control over pension payments also meant that
benefits were not necessarily secure. Employers undergoing finan-
cial strain could and did cut back or eliminate pensions when the
funds necessary for their payment were not available. :

In the 1940s, and 1950s the number of employer—s;)onsored pri-
vate pension plans grew rapidly, stimulated by the following fac-
tors: .

1. Government wage and price controls during World War II
that prompted employers to offer and unions to seek retire-
ment benefits as a means of retaining and compensating
workers for increased efforts without contributing to infla-
tion;

2. A 1947 Supreme Court decision that upheld a National
Labor Relations Board ruling requiring employers to bargain
in good faith over the terms of pension plans; and

3. A 1949 steel industry determination that pensions are an ap-
propriate industry responsibility.

The following table s that the number of private employer-
sponsored pension plans has grown from under 1,000 in 1939, to
gvltlzr 800,000 plans. Private pension plan assets now total over $900

illion. ‘

Table 2-1.—Private Employer-Sponsored Pension Plans

The majority of pension plan participants work for companies
with large pension plans. Two percent of all plans cover 75 percent
of all participants. About three out of every four participants are
covered by plans with 1,000 or more participants. Forty-five per-
cent of all participants are in very large plans with 10,000 or more
participants. :

C. SOURCES OF DATA YOR PRIVATE SECTOR SYSTEMS

The major features of private pension systems were identified by
analyzing the following data sources:

1. Bureau of Labor Statistics (BLS) 1982 survey of employee
benefits (data from a sample of 1,500 establishments with
employment representative of 21 million workers);

2. Hay-Huggins 1983 Noncash Compensation Comparison (data
on 854 financial, service, and industrial companies);
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3. Bankers Trust Company 1980 Corporate Pension Plan Study
data on 325 company pension plans covering 8.2 million
workers); ®

4. Wyatt Company 1982 survey of retirement, thrift and profit-

sharing plans (data on salaried employees of 50 very large

U S. industrial com&nies); and
5. Hewitt Company 1982 comparison st of salaried employee
benefits provided by 659 major U.8. employers.

These datg sources were supplemented by (1) a 1983 study of in-
flation and Pension benefits prepared by researchers at the North
Carolina State University, (2) the American Society of Pension Ac-
tuaries (ASPA) survey of small- and medium-size firms, (3) the Con-
ference Board 1981 file of Employee Benefits, and (4) discus-
sions and consultations with pension experts. :

These data sources supported a com‘g:ehensive description of pri-
vate sector pension In total data (1) are broadly based
and cover small, medium-, and large-size companies; and (2)

- showed that pension plan characteristics did not vary significantly
-among the different sources. Variances could generally be ex-

plained by the nature of the data base and the types of plans in-
cluded or not included (e.g., some data sources were principally lim-
ited to plans for salaried employees while other data sources also
included plans for hourly wage workers).

Unless noted otherwise, the BLS figures are a percent of partici-

pants, while the figures from the other sources are a percent of

plans.

The remainder of this chapter discusses features of private sector
pension systems, as revealed by the sources of data listed above. In
discussions of particular features, one or more data sources may be
omitted if the source did not include information on the particular
feature being considered.

D. FEATURES OF PRIVATE SECTOR PENSION SYSTEMS

1. How eligibility is established

When an organization establishes a pension plan, it must decide
who .. eligible to participate and how long a participant must work
in order to be entitled to a pension. A single employer lan may

cover all of the employees of the company, or it may be limited to

only part of them. Some com nies establish several different
plans to cover different groups o employees. For example, separate
plans might be established for salaried employees, hourly em-
ployees, or employees covered under a parti collective in-
ing agreement. In multiemployer pension plans, many em loyers
participate in the same lan. All employees for whom contri utions

are made under the collective bargaining agreement usually are

covered. /
Before the of the Employee’ﬁe;irement Income Security
Act of 1974 ( ), companies had'broad discretion in establish-

ing plan eligibility. ERISA established minimum standards, how-

‘Whiledw&nlmTMmmymmmnudaummmmMpﬁm(mfem
to in their study as “conventionsl pim")u‘ddollarmﬁtplau(tﬂ«ldtoin their stdy as
“pattern plane’), only data on salaried workers are presented in this repost.

.......
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ever. It defined participation requirements and the length of serv-
ice required for pension eligibility (vesting requirements).

a. Participation requirements.—At the time of our survey, most
plans in the data bases examined had participation requirements
more liberal than the minimums imposed by ERISA. Plans could
not require an employee to complete more than one year of service
or attain an age greater than 25 as a condition of participation in
the plan. With the recent passage of the Retirement Equity Act of
1984, pension plans must now include workers either age 21, or
who have completed one year of service, whichever comes later.?
Pa:;iticipation in the civil service retirement system (CSRS) is im-
mediate.

TABLE 2-2 —PERIOD OF SERVICE REQUIRED FOR PARTICIPATION IN PENSION PLAN
(1w pervest)

ns Trst Hay

ERTA mwwmum standard af teme of svey i e 30 K1 43
More isberal than ERISA af tame of SUWPY ... . 70 10 57

Mo - LS fiures e percst of partcpents OWes dofa sowues e gerost o plns

Some defined benefit plans exclude employees hired after a maxi-
mum age. ERISA states that the maximum age cannot be more
than five years before the normal retirement age. Thus, a plan
with a normal retirement age of 65 may exclude employees hired
after age 60.

b. Vesting requirements.—ERISA contains three vesting sched-
ules from which employers may choose. Sometimes the Internal
Revenue Service, which also regulates private pensions, may re-
quire faster vesting. In order to continue to qualify for special tax
treatment certain plans, especially those of small companies may
be required to grant vesting at a faster rate by IRS regulations.
“Vesting'' refers to a worker's having earned the right to a retire-
ment benefit from a plan, even if he or she does not continue to
work under the plan.

Table 2-3 shows that a large majority of private pension plan
participants must have 10 years of covered service before they are
entitled to a pension upon reaching retirement age. Smaller plans
that are represented in the American Society of Pension Actuaries
survey tend to have shorter vesting periods than larger plans. The
current CSRS vests with five years of service, but gives a more lim-
ited vested right than do private plans. In CSRS, deferred benefits
depend upon employees not withdrawing their contributions to the
system upon resignation.

7 if & plan provides full and immediate vesting for il participants. it can require employees to
be agr 21 with three years of service in onder to participate.
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TABLE 2-3.—PERIOD OF SERVICE REQUIRED FOR VESTING

[ poecent]
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Federal workers have a nonforfeitable, vested right only to their
own contributions. Workers with five or more year's service who
withdraw their pension contributions upon leaving Federal employ-
ment, forfeit all benefits derived from employer contributions, and
receive no interest on their own payments.® ERISA prohibits this
practice in private pension plans. %hﬂ e most private sector pen-
sion plans are noncontributory, vested employees who withdraw
their own contributions when they leave their jobs do not lose re-
tirement benefits based on employer contributions, nor do they lose
interest earned on any payments they may have made to the plan.

2. How benefits are earned

In adomng a pension plan an employer may choose a defined
benefit plan, a defined contribution plan, or both. Each plan has
certain advantages and disadvantages to both the employer a.id the
employee. Decisions must also be made on what age employees
may retire with full benefits, how benefits will be affected by early
or postponed retirement, and how large a benefit will be earned for
each year of service.

a. Defined benefit vs. defined contribution.—A defined benefit
plan provides a_retirement benefit formula for computing the
actual amount of the pension based on such factors as salary and
years of service. For exam le, a defined benefit plan may provide a
monthly pension at age 65 equal to $15 multiplied by the partici-
pant’s years of service. This is referred to as a “dollar benefit”
plan. Another defined benefit plan may provide a monthly pension
equal to one percent of average pay during the last five years of
employment, multiplied by his years of service. This is re erred to
as an ‘“earningsrelated” plan. An employer establishes a tax-
exempt trust fund into which contributions are made in amounts
estimated to be sufficient to provide the plan’s benefits. Most de-
fined benefit plans are insured through premiums paid by ongoing
plans to the Pension Benefit Guaranty Corporation (PBGC), a non-
profit government corporation. Because defined benefit plans are
essentially a “promise to pay,” they are subject to funding and
other standards that do not apply to defined contribution plans.
Defined benefit plans specify benefit conditions and amounts that
can be altered to meet the pension objectives of an employer. Liber-
alizations to the benefit formula can easily apply to all past serv-
ice. Benefits can also be tied directly to preretirement earnings—
an important measure of adequacy. Benefits are predictable, and

employees easily understand the concept if not the actual operation

s Employees who leave the ¥Federal workforve after working one year bat fewer than five
(before vesting! receive back their awn CSRS contribution plus interest.
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of the formula. Plan administrators have little difficulty specifying
the accrued benefit values and expected benefits at retirement.
Employees are therefore in a position to plan rationally and confi-
dently for their retirement income.

A defined contribution plan is essentially a saving plan; it pro-
vides a specific employer contribution to each participant’s individ-
ual account, such as 10 percent of pay. Each account is also cred-
ited with its share of pension fund investment return, including
any increases and decreases in the market value of investments.
The pension at retirement is based on what can be purchased with
the amount accumulatéd in the individual’s account. It may be
paid in a lump sum or a series of installments over a period of
years untii the account is exhausted. The advantage of a defined
contribution plan to employers is that they know exactly what the
pension obligation is and, by the very nature of the plan, the bene-
fits are fully funded at the time the contribution is made. The em-
ployee bears the risk of variable market performance—benefitting
from favorable markets and losing from unfavorable markets. As a
result, the ultimate benefit to be received cannot be prescribed
with certainty.

Either a defined benefit or a defined contribution plan (or both)
could be adopted for employees of the Federal Government. Seven-
ty-two percent of the plans in the private sector are defined contri-
bution plans, but 69 percent of plan participants are in defined
benefit plans. Defined contribution plans are more common to
small employers and defined benefit plans are more prevalent for
employers with many employees.

The structure of defined contribution plans departs from the cur-
rent civil service retirement system and from the prevailing prac-
tice of large non-Federal employers. In recent years, however, de-
fined contribution plans have often been offered in combination
with a basic defined benefit plan.

b. Years of service and age.—Pension plans must specify condi-
tions under which participants can begin to receive benefits. Aside
from the onset of disability or death, to be discussed later, these
cond;tions are usually a combination of age and years of work. For
example, the current civil service retirement system requires work-
ers to be at least age 55 with 30 years of service for “unreduced”
benefits to begin.

(1) Normal retirement age.—ERISA requires a “normal” retire-
ment age of no older than age 65. This typically refers to the age
when an employee is expected to retire and is eligible for an unre-
duced pensinn. Many plans have liberalized their early retirement
provisions to provide unreduced pensions before normal retirement,
but they still classify age 65 as normal retirement age. As a result,
the concept of normal retirement age has lost some of its signifi-
cance.

(2) Unreduced benefits.—The majority of plans in this study’s
data bases, except for the Hay-Huggins survey, permit retirement
at age 62 or earlier, with unreduced benefits. At age 62, plans usu-
ally require 10 years of service. The BLS data shows that
about one in five workers may retire with full benefits at age 55 or
earlier provided they have 30 years' service.

) e O :,‘(“ Y ..
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TABLE 2-4.—EARLIEST RETIREMENT AGE WITH UNREDUCED BENEFITS
‘ fiw pescent]
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Age 55 and 30 yowrs' sernce..
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The current civil service retirement system has been criticized
for its early retirement practices—allowi receipt of unreduceld

benefits at age 55 with 80 years of service.? ly retirement is one

of two primary reasons why CSRS benefits cost more than a typical

rivate pension plan. The other reason is automatic adjustments of
’ nefits for price inflation. (See the cost analysis secticn of chapter
3)

(3) Early retirement with reduced benefits.—Early retirement age
in ihis study is defined as the earliest time a participant may
retire and begin receiving reduced retirement benefits. Benefits are
usually reduced because they are payable over a longer period of
time. The following table shows that close to nine out of ten em-
ployees are in plans permitting retirement as early as age 55, but
with reduced benefits.

Table 2-5.—Permitted Retirement at Age 55 With Reduced Benefits

883&88;

3 T
Norg. —BLS figures are percent of participants. Other data sources are percent of plans.

(4) Early -etirement reduction.—For workers choosing to retire
early, the first step is to calculate the benefits payable at normal
retirement age based on service to date. This amount is usually
then reduced by a certain percentage for each year the retiree is
under the age for unreduced benefits (usually 62). This reflects the
longer payment period. The normal retirement benefit is either ad-
justed to reflect the life expectancy of the individual at the age
that pension benefits begin (actuarial reduction), or reduced by a
percentage for each year between actual retirement and normal re-
tirement age (arithmetic reduction). It is possible to reduce benefits
so that the total benefit stream would be actuarially equivalent,
and accordingly, whether the employee retired early or did not,
would not affect the cost to the plan. Full actuarial reduction
would require reduced payments of about six or seven percent per
year, However, private pension plans often reduce employees’ ac-
crued pension benefis, by about four or five percent a year if they
retire early. (See page 234 for a discussion of how the CRS early
retirement reduction was derived.)

¢ There are occasions where reduction factors do epplfy to civil service retirement benefits. For
instance, workers who are #involuntarily” separated from their agencies (for example, during
major reductions-in-force (RIF)) may qualify for reduced benefits.
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Table 2-6 shows the percent of the full accrued benefit payable
to employees retiring at age 60 and at age 55. Overall, someone
could retire at age 60 and receive between 80 and 96 percent of his
full benefit, or retire at age 55 and receive between 55 and 77 per-
cent. For example, workers entitled to a $1,000 monthly benefit at
age 65 would receive a reduced early retirement benefit ranging
from about $550 to $770 if retirement came at age 55.

TABLE 2-6.—PERCENT OF EARNED BENEFIT RECEIVED AT DIFFERENT RETIREMENT AGES *

(i pwos)
S e e
Tt il et Rt
M age 60 92 80 % 80
Aage S5 .. . 69 55 n 55
's:nu:m‘u-m;;& cary retvoment wherems others redwce e accrve benel by 5 Cavtin poromstago por yeur. The

Early retirement provisions are more favorable to employees of
very large pians. For instance, workers can retire from the top 50
salaried plans shown in the Wyatt Compagg data base and receive
96 percent of their accrued benefit at age 6, and 77 percent at age
56—Iless than a three percent reduction per year below age 65.

It should be noted that while pensions are usually reduced for
early retirement, plans sometimes offer supplements until the re-
tiree begins receiving social security benefits at age 62. This can be
done in several ways. The Bankers Trust survey notes that early
retirement benefits are increased for certain plans that reduce the
pension by a certain percent of the retiree’s social security benefit.
One-half of the plans do not apply the social security offset before
age 62, or the start of social security, when determining early re-
tirement benefits. (The other half would estimate the social securi-
ty benefit and offset a percentage of this amount. This will be dis-
cussed in detail later.)

(5) Postpuned retirement.—There is no mandatory retirement aie
in the Federal Government. B?ardless of their age, Federal work-
ers may accrue pension benefits until they reach 80 percent of
their high-3 average salary, which occurs after about 42 years
While the 1978 Age Discrimination in Employment Act (ADEA)
Amendments do not permit mandatory retirement in the private

~ sector earlier than age 70, defined benefit plans do not have to pro-

vide additional pension credit for service performed after age 65
(i.e., the normal retirement age specified in A).10

According to the BLS, 58 percent of private sector workers are in
plans providing no pension credit if they continue working after
age 65. Even so, a significant number o&)pians do provide some or
full rension credit for service after age particularly very large
employers. Some companies adjust benefits upward actuarially be-
cause of the shorter payout period; more often, if benefits are in-

®Current law rﬁumm that an active participant in a definaed contribution plan must contin-
ue to receive an allocation of company con tions in spite of any attained age, whether
beyond the plan’s normal retiremment age or not.



crensed companies take salary anc/or service earned after age 65
into consideration in computing the benefits. The following table
shows the extent to which credit is given for post-65 service.

TABLE 2-7.—CREDIT GIVEN FOR POST-65 SERVICE
(in pevcent)

T SRR S 158 6% 70 62 38
Some or full credd..... 14 L 3 3 62
) ‘o —llwigm—;mmmm oracit 1 The pesson formuls far savice AW possiges
nMu n&.mnm(nn&d&m)duﬁmmm‘&m

shoriy
o ags 65 S staliviics for The data bases me "t Komm,
u—-lsvsnnﬂﬁmmmwnmdm

¢. Accrual rates.—Accrual rates, the major feature of pension
plan benefit formulas, determine the amount of benefit earned for
each fyear of service. These rates alwai/s establish the amount of
benefits earned, but techniques for app yin&lthem vary from cem-
pany to company. For example, about one-third of all participants
are in pension plans that culate benefits by more than one for-
mula and then pay the most generous result. Different practices
confuse those who attempt to describe representative practices.

Hourly wage employees—-—particularly those covered by collective-
ly bargained plans—usually earn (accrue) a monthly dollar benefit,
say $10, for each year of service. In this example, an emplo with
30 years service would receive $300 a month, regardless of is earn-
ings level. Salaried employees, on the other hand, usually partici-
pate in plans that pay benefits related to earnings. A plan may
provide, for example, one percent of average salary for each year of
service. A retiree with 30 years gervice and an average ry of
$12,000 would also receive a pension of $300 a month. Employees
with higher salaries would accrue proportionatcly higher dollar
ll:neii:xts; employees with lower salaries would accrue lower dollar

nefits.

The BLS data show that about two-thirds of all participants of
private sector pensions are in defined benefit plans. In fact, the
vast majority of white-collar workers are in related plans
whereas blue-collar workers are fairly evenly split between plans
providing a dollar benefit for each year of service and salary-relat-
ed plans. Dollar be: fit plans are not suitable for organizations
whose employees have a wide range of earnings. Providing the
same dollar amount to all workers regardless of earnings may
result in giving lower paid workers more retirement income (pen-
gion plus social security) than they received while working, while
giving higher income workers substantially less income
needed to maintain their preretirement standard of living. Al-
though the U.S. Government employs some blue-collar workers,
salaried employees are more rumerous in the Federal workforce.
Therefore, our analysis focuses on private pension plans covering
salaried employees.

d. Compensation base.—Pensions of about four-ifths of partici-

ts in salary-related plans are based on the average annual sum
earned during the highest paid five consecutive years in the final
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10 years. A shorter com nsationbase(suchast!whnw i
three years) produces higher benefits, assuming earnings vegg
mcreaamg.&malsecmtyandamnallnumberofplansa ly the
benefit formula to career average earnings. However, social securi-
ty earnings are indexed to age 60 and career average earnings in
retirement plans are often increased on an ad hoc basis. In the ab-
sence of ad hoc inflation adjustment to career average earnings, a
career average compensation base produces a much lower retire-
ment benefit than one based on some average of final years’ earn-
ings. For example, a pension based on final three years’ average

! would produce a pension about twice as large as one based
on average earnings over a 30-year career. The current CSRS uses
the highest consecutive three years' average salary as the compen-
sation base (i.e., “high-3").

TABLE 2-8—COMPENSATION BASE PERIOD FOR FINAL AVERAGE SALARY PLANS
(i porcen)

3yay venage . 9 16 16 ] 10
Seew average ... . . 87 83 80 $ 16
Other ... ... 4 1 4 4 14
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3. Integration with social security

Pension plan designs take social security benefits into account in
different ways. Plans with benefit formulas that offset gart of
social security’s income redistribution tilt are “in ted.” Since
social security benefits are wei%l:‘ted, or tilted, in favor of lower
paid workers (see re 3-4 in chapter 3), integruted plans tilt the
pension benefits in favor of higher paid workers. When the pension
1s combined with social security, overall retirement income is more
nearly proportionate across the ings scale, but still favors the

*  lower paid. A plan will meet Internal Revenue Service require-
ments tf the combined benefits from social security and the pension
plan do not favor higher (Fa.id employees.

Other pensions plans do not integrate their benefit formulas but
provide a pension amount calculated independently of social securi-
ty and are called “add-on geelgns.” They maintain the redistributive

sts of social security. (See figure 3-5 in chapter 3.)

ost of the private sector plans included in the surveys are inte-
grated with social security. For instance, the BLS data shows
that 64 percent of employees surveyed are covered by integrated
plans. Other surveys show high%epercentages of integrated plans
ranging from 66 percent to 96 pertent~

Pension plans generally use one of two basic methods to inte-

te plan benefits with social security—offset or step-rate. Table
g{g shows that the most common way of integrating benefits is the
offset method. Under this method, a portion of an employee’s social
security benefit is deducted from benefits that woul rwise be
payable under the plan’s benefit formula. It may be considered an
eguation: A —-B=C, where the pension is calculated by reducing the
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accrued benefit (A) by a percentage of the worker’s primary social
security benefit (B). %"be worker receives the net amount (C). For
example, a plan may provide a benefit to a full-career worker of 50
percent of final average compensation reduced by 50 percent of

social security benefits. The net pension benefit provided Gie., C)
will be in addition to the worker’s social security benefit.

TABLE 2-9.—COORDINATION OF BENEFITS WITH SOCIAL SECURITY
{8 percont]

LU

Wgated ... % ) % %3 66

Offset method. e (50) (%) (65) (88 () (%)
Seprate method ... (M) (30) (28) @ (B) (W)
Not miegrated Addon ... 3 T 9 ‘ 1 3
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Under the step-rate method of integration, the plan benefit for-
mula contains two different percentage factors. Workers earn a
lower benefit accrual for compensation up to a specified dollar
breakpoint (i.e., the integration level) and a higher benefit accrual
for final average compensation above the breakpoint.

a. Offset plans.—The Bureau of Labor Statistics provided CRS
with a special tabulation of the benefit formulas used by offset
plans in their Survey of Employee Benefits.!! It shows t the
largest group of participants is in plans providing a benefi{ accrual
of about 1.5 to 1.75 percent of final average sal per year of serv-
ice, offset by about 1.25 to 1.67 percent of soc?g security benefits
for each year of service. For a worker with 30 years’ service, this
would amount to a benefit of about 45-53 percent of final average
earnings reduced by about 38-50 percent of social security benefits,
dT:ese b:sb:ervations were confirmed by analysis of the Hay-Huggins

ta .

b. Step-rate plans.—Step-rate plans establish an integration
breakpoint above and below which two accrual rates are applied.
This added complication increases the difficulty of sum izi
the benefit formulas in step-rate plans. The breakpoint used for
about half the step-rate plans in the BLS data base is the aver
taxable wage base in effect over the worker’s career. This would
amount to $13,800 for someone retiring in 1985. The Hay-Huggins
survey also shows that about half of the employers with step-rate
plans use sverage social security covered wages as the breakpoint
and that the rest typically use lower dollar levels.

For step-rate plans that base benefits on final average earnings
and use the social security average taxable wage base as the inte-
gration oreakpoint, the most prevalent formula contains an accrual
rate of one percent below the breakpoint and 1.5 percent above it
for each year of service.!?

' The table, which is based on 221 plans wsing final average earnings formulas with a single
pescent accrual rate for all years of service offset by a percentage of social security benefits, is
snciuded in Appendix A.

'# See Table in Appendix A.
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4. Postretirement maintenance of real benefit levels

Over time, inflation erodes pension benefit values. A fixed pen-
sion benefit amount will lose t half its value in 10 years at an
annual inflation rate of seven percent. While private sector em-
ployers are not re?mred to maintain real benefit levels,
show that retirees frequently receive ad hoc postretirement benefit
adjustments. These pension increases usually fall short of increases
in the Consumer Price Index (CPD).

a. Automatic cost-of-living adjustments (COLAs)—Private pen-
sion plans generally do not provide automatic cost-of-living adjust-
ments (COLAs). The BLS survey shows that only three percent of
pension plan participants have and automatic inflation m&ec—
tion. Usually the increase is capped at about three percent. Private
sector workers, however, do receive indexed social security benefits.

b. Ad hoc adjustments.—Rather than writing a “blank check” for
unknown future costs, most private sector comnﬂies provide ad
hoc postretirement benefit adjustments. The survey shows
that 38 percent of the pension plan participants received at least
one ad hoc postretirement adjustment in 1978-81 period. The
Hay-Huggins survey shows that 57 percent of the firms ided at
least one postretirement adjustment over the 1976-1 period. A
study by researchers at North Carolina State University shows
that most retirees received at least one increase in benefits and
mz.ﬁf{mrg:eived substantial nominal benefit increases during the
mi .

c. North Carolina State University study.—Researchers at North
Carolina State University have cond the most comprehensive
assessment to date of adjustments to pension benefits in rasfonse
to inflation. Their study shows that about three-fourths of all pre-
1973 retirees received at least one pension increase over the 1973-
79 period. One-quarter of the retirees received an increase every

year.
Despite these ad hoc increases, the real value of pension benefits
declined. Average pension benefits increased by 24 percent over the

six-period, ing 88 percent of the rise in the (Dung this
same period the climbed from 133.1 in 1978 to 217.4 in 1979, an
increase of about 63 percent.)

The North Carolina State study found: ,

—Postretirement benefit increases var&msubstantially by plan
size. The plans with over 10,000 recipients increased
benefits by 36.2 percent during this period, compared to less
than 15 percent for plans with less than 1,000 recipients;

—Benefit 1ncreases’are greater in larger and unionized firms;

—Persons who have been retired longer received larger in-
creases; and

—Persons who have more years of service typically receive
larger increases.

Postretirement benefit increases were influenced by the collec-
tive bargaining status of the plan. The study found that benefici-
aries in non-union plans had fewer total increases in retirement
benefits and were more likely to have received no increase during
the six-year period. Table 2-10 shows that during this time, the av-
erage benefit of retirees in collectively bargained plans rose by 28.6
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percent (or about 45.2 percent of the rise in the CPI) compared to
18.5 percent (or about 30 percent of the rise in the CP)) for benefici-
aries in noncollectively mrgnined plans—the type of plan most
likely to cover salaried employees in the private sector.-

TABLE 2-10.—ANNUAL MEAN BENEFIT FOR PERSONS RETIRED IN 1973, BY COLLECTIVE

BARGAINING STATUS OF PLAN -
[T ] Nonunios
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Plan size explains part of the difference between union and non-
union benefit increases. Union membership is concentrated in the
large plans. Average benefits in collectively bargained plans with
more than 10,000 recipients rose by 42.2 percent between 1973 and
1979, 15.1 percentage points more than in the large nonunion
plans. The real benefits of retired union workers in the largest
plans declined by 13 percent, as their benefit increases represented
66.7 percent of the rise in the CPL

Retired workers in large nonurion plans did not fare as well as
union workers. Average benefits in large nonunion plans having
10,000 or more recipients increased by 27.1 percent, as shown in
the following table. These increases offset about 43 percent of the
rise in the CPI during the six-year period. Thus, their real benefits
fell 22 percent.

TABLE 2-11.. -CHANGE IN MEAN BENEFIT FOR PERSONS RETIRED IN 1373 IN NONCOLLECTIVELY

BARGAINED PLANS *
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S. Ancillary benefits

In addition to payingnpensiom at retirement, most plans provide
ancillary benefits in form of survivor benefits and disability
benefits. This section first discusses benefits provided to survivors
of workers who die before retiring (preretirement survivor annuity)
and after retirement (postretirement survivor annuity), and then
discusses disability income provisions in the private sector.

a. Preretirement survivor annuity.—Pension ﬁl:ns that provide
for the payment of pension benefits before the plan’s no retire-
ment age are required by ERISA to offer a survivor annuity. At the
time of our survey survivor benefits did not have to be paid if the
worker died before reaching early retirement age, even if vested.
The Retirement Equity Act of 1984 (P.L. 98-397), signed into law on
August 23, 1984, now requires that survivor benefits be paid to the
;fouseofavested cipant, regardi<ss of when death occurs.

owever, payment not need to be made until the employee
would have reached early retirement age. \

Under ERISA the employer can charge the cost of providing this
survivor protection to plan participant. For example, an em-
ployee’s accrued pension benefit can be reduced for each year the
survivor protection is in force. A typical charge is 0.6 percent of ac-
crued benefits for every year the survivor annuity ision is in
effect before the employee’s death or retirement. Most employers,
however, pay for survivor protection as part of overall 1;;l:n cost. In
other words, if the worker lives to retirement, the p does not
charge the participant for this preretirement survivor protection.
(Employers will have to reconsuge r the source of payment for the
benefit in light of the liberalizations made by P.L. 98-397.) If a
worker dies before retiring, the survivor’s benefit is cal~ulated as
though the deceased worker had retired the day before death. The
accrued pension would first be reduced for early “retirement” (a
reduction of four to six Jrercent a year is common), then further re-
duced actuarially to reflect the cost of providing a joint life annu-
ity. ERISA re&“uexres that at least one-half of this reduced amount
be payable to the surviving spouse.

e BLS data show that three-fourths of private pension plan
participants are in plans providing survivor benefits equivalent to
a reduced 50 percent joint life survivor annuity. In most cases,
however, the survivor benefit was provided only if the participant
died after reaching early retirement age. If death occurred before
this time, survivor benefits were usually not ga.id, although, de-
pending on family circumstances, survivors might receive social se-
curity benefits. While plans will have to be amended, the Hay-Hug-
gins survey shows that only 37 percent of the firms rprovided pri-
vate pension death benefits if a participant died before reaching
early retirement age.

b. Postretirement survivor annunity.—Under ERISA, a pension
plan providing benefits in the form of an annuity (i.e., periodic pay-
ments usually for the life of the retiree) must offer a 50 percent
survivor annuity at normal retirement age for married retirees,
unless the employee elects another option. The pension is actuari-
ally reduced to reflect payout over the joint lives of the participant
and spoise. ERISA requires survivor benefits to be at least one-half
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the reduced amount paid to the partici t during the joint lives of
the couple. If the retiree prefers a hi beaefit in form of a
straight life annuity (with the pension stopping;hp?ntheremee '8
death),}l,wmtiree must elect in writing not to

benefit. a

Twenty-three percent of all participants'in the BLS data base are
in plans providing the minimum 50 t survivor benefit re-
quiredogy ERISA. Most participants (64 percent), however, are in
plans offering the payment of an alternative percentage at the re-
tiree's option, This genemllra: made available as an i
equivalent at no cost to the p
6. D(sa bility retirement

Private pension plans usually provide income to worksrs who
become disabled as well as to who retire. Under most plans
workers must meet service and/or age requirements as well as the
plan’s definition of total and permanent disability. Service usually
is emphasized, rather than age. Private pensions have followed the
pattern set by social security, which has only a service require-
ment. According to BLS data, more than 60 percent of private pen-
gion participants were covered b{ that require at least 10
years of service to establish eligibility for disability benefits. Pri-
vate plans require an average of 11 years of service for disability
benefit eligibility, more than double the CSRS requirement of five
years, and are somewhat more restrictive than social security’s in-
sured status requirement.

The BLS found that 86 percent of the pension plans in their 1980
employee benefits survey had disabilit retirement provisions that
supplemented disability benefits payable under social security.!*
Two-thirds of the pension plans provided immediate benefits, and
the other one-third provided deferred benefits, payable when dis-
abled employees reached the early or normal retirement age. Dis-
abled employees covered by deferred benefit plans usually received
interim benefits under Long Term Disability (LTD) nts
that their employers enter into with insurance companiee. in-
sqmnceisusuaﬂynotconsideredaapartofgnuionplanm.

a. Immediate disability retirement.—The BLS found that nearly
three-fourths of the pension ;Iﬂans calculate the disability mo
asiftheem‘?clggeewereeﬁgibefornormalmﬁrement;the ts
are not red for early payout, as they would be under early re-
tirement. Because the disabled worker would have less ited
service than if he worked until retirement age, the benefits are
lower. If the employer also offers an LTD plan, typi y the LTD
benefit is reduced by the full amount payable the pension

plan.

Over four-fifths of blue collar workers with disability retirement
coverage are in lans with immediate benefits. On the other hand,
white collar workers with disability benefits in their pension plans

"Un&rﬂwﬂeﬁthMdlm“mwm.mﬁmem
mmusmmmuwwmmmsmmm‘.

spouse.
14 Beil. Donpld and William Wistrowski. Disabilit benefits for employess in private peswion
plans. Monthly Labor Review, Aug. 1962 Y
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g;e ?__qually divided between plans with immediate and deferred
nefits.

b. Deferred disability retirement.—Some pension plans provide
defe rather than immediate disability benefits. In such cases,
income protection for chronic disabilities is usually provided
through an LTD plan. These payments begin after sick leave and
accident and sickness insurance are exhausted, and they continue
as long as a disabled worker remains incapacitated or until he
reaches retirement age. Salaried emplcyees are more likely to be
covered under a separate LTD plan are hourly wage workers.
Of the 854 companies in the Hay-Huggins data base, 93 percent of-
fered LTD coverage. Similarly, of the 710 companies surveyed by
Hewitt Associates, 95 percent provided LTD plans.

LTD plans usually guarantee disabled workers combined disabil-
ity income from all sources replacing about 60 percent of earn-
ings—more than is generalliiprovided by pension plans with imme-
diate disability retirement. Most deferred disability retirement ben-
efits were found to b%greater than immediate pensions because the
time during which LTD benefits were paid was added to an employ-
ee's length of service for computation of pension benefits.

For example, a worker with 10 years of service who becomes dis-
abled at age 50, must wait five or six months before receiving LTD
benefits. Upon the 65th birthday, disability benefits would stop and
the worker would receive a regular retirement pension. The work-
er's pension would be based on 25 years of service, 10 years of
actual employment and 15 years of disability during which LTD
benefits were received.

Most pension plans studied by BLS use the same basic formula to
calculate disability and normal retirement benefits. The benefits
for disability may be lower because they usually are based on the
final average salary the worker was mn.{.mg at the time of disable-
ment—in this case, some 15 years earlier.

c. Definition of disability.—~Most pension plans define disability
so that benefits are available only to workers whosee incapacities re-
quire them to withdraw completely from the labor force. A few
plans use more liberal definitions and require only that employees
be unable to continue in their particular job with the company. In-
dividuals meeting only this more liberal disability definition may
not qualify for the stricter social security definition of disability.
Plans with more liberal definitions often switch to a stricter defini-
tion of disability (usually social security’s) after a certain period
(two years is fairly typical).

d. Coordination with social security.—To avoid overly generous

disability income, disability benefits under private pension plans
are often reduced by part of the recipient’s disability benefits from
social security. IRS integration rules limit the offset to 64 percent
of the worker's social security disability benefit.

LTD plans are not subject to these Federal limits on integration
with social security, and they can subtract 100 percent of social se-
curity benefits. According to the Hay-Huggins survey, 81 percent of
plans provide a dollar-for-dollar offset of LTD payments.
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7. The extent of employee contributions
Employers pay the entire cost of nine out of ten defined benefit
lans, and employees make no contributions whatever. (See table
~12) An increasing number of private sestor organizations offer
both defined benefit and defined contribution plans, and usually
y the entire cost, of the defined benefit plan, while the cost of the
fined contribution plan is shared by employers and employees.

TABLE 2-12. —EMPLOYEE CONTRIBUTIONS TO PENSION PLANS
i percent) ‘

T - R A

Contributrons 008 requrad . .. .o 93 )] 89 ] 9 9%

Note BLS g o0 pocest of puicpants OBy 0 ey B 3 pecest o phas.

Federal workers pay seven percent of their pay to help finance
the current CSRS. Private sector workers, and new Federal em-
ployees, must contribute to social security 5.4 percent of pay (5.7
percent in 1985) up to the present maximum social security taxable
wage base of $37,800. (All Federal employees now contribute 1.3
percent for medicare, just as private sector employees do.) New em-
ployees must pay an additional 1.3 percent for interim CSRS cover-

age.
8. Capital accumulation plans

Four-fifths of the 100 larges: companies in the Fortune 500 spon-
sor both a defined benefit plan and at least one defined contribu-
tion plan for some or all of their employees, according to the De-
partment of Labor. The defined contribution plan is most likely to
be a thrift (savings) plan, a deferred profit-sharing plan, or an em-
ployee stock ownership plan. Collectively, these defined contribu-
tion plans are referred to as capital accumulation plans.!*®

Capital accumulation plans have featuw attractive to
both employers and employees. For empl. costs are more pre-
dictable than is true for defined benefit plans and many ERISA/
IRS regulations only apply to defined benefit plans. For employees
they can supplement a pension plan and add an additional invest-
ment opportunity.

Table 2-13 shows that the majority of private sector companies
(particularly large companies) provide capital accumulation plans
as part of the retirement income package.

16 There s little distinction between defined contribution pians in general and capital accu-
muhtion]ﬂmmn-!wndndd'medmuibuﬁoophnbapmﬁmﬁmorm imi
pian. Employers with capital sccumulation plans maintain individual accounts for each employ-
o..andWmummuMMMWWtinMWuwmwmw
company.
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TABLE 2-13.-- AVAILABILITY OF CAPITAL ACCUMULATION PLANS

LS b e

Number of companies swveyed . . . . ... . 128T 849 110 50

Nombes of companies with plags . . . . . 958 533 623 49
Porcent of compames W DEBRS ... ... e s 14 63 L] 98
Porcent of swveved companses with both defined Deaefit peasion plsns and capital
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a. Thrift plans.—Thrift plans (sometimes referred to as savings
plars) are employee benefit plans to which participants make peri-
odic deposits. Generally, the full accumulated value of a partici-
pant’s account is paid to employees who leave for other employ-
ment. Employers sponsor thrift plans as part of their overall retire-
ment income system, and they usually match all or half of the con-
tributions made by employees. The funds are invested, and each
par:icipant has an account in the plan. Employees are immediately
vested in their own contributions, with employer contributions usu-
ally vesting after five years or less,

- molover contributions and investment income are not taxable
to .- - es until funds are withdrawn. Employee contributions to
a thritt plan are made from after-tax income, normally through
payroll deductions. With the passage of the Revenue Act of 1978,
employees are able to make contributions to 401(k) plans with dol-
lars before income tax (but after social security anroll taxes).
Many companies are therefore converting their thrift plans to
401(k) arrangements so that employees may take advantage of the
favorable tax treatment. Under a 401(k) plan employees are offered
the choice of receiving compensation currently or deferring as
et as 25 percent of pretax compensation (up to $30,000) annual-
fe ! o
c2articipation in thrift plans is voluntary. Usually over 70 per-
cent of eligible employees participate in the plans. (Generally, 70
percent participation is required by IRS.) Most plans require a min-
imum period of service before employees are eligible to participate.
The period of service, however, is one year or less in 93 percent of
the plans. '

Employees participating in thrift and 401(k) plans usually must
contribute at least one or two percent of compensation. Normally

.the plan sets a maximum employee contribution, usually six per-

cent, that will be fully or partly matched by the employer. (Some
plans permit additional unmatched employee contributions.) In_
most cases the employer provides a contribution“equal to 50 per-
cent of the sum contributed by the employee. One out of five p
provide 100 percent matching.

b. Relationship of capital accumulation plan to defined benefit
plan.—At least two-thirds of private sector ¢ izations surveyed
provided capital accumulation plans as part of their overall retire-
ment income system. Analysis of selected data indicates that com-
panies providing a combination of capital accumulation and de-

18 See Appendix A for a description of 401(k) and other types of capital accumulation plans
offered by private sector employers.
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fined benefit plans have plans that are just as generous as the com-
panies.that have only defined benefit plans. No relationship was

found to exist between the generosity of the defined benefit plan
and that of the capital accumulation plan.*?

11 STATE GOVERNMENT RETIREMENT SYSTEMS

A. INTRODUCTION

This section describes retirement systems of State governments,
which help guide analysis of issues in designing a new Federal re-
tirement system. The section focuses on systvms currently open to
new general service State employees. Over five million employees
participate in these open systems. States that have redesigned
their systems have some workers participating in systems closed to
new employees. These closed systems will be excluded from this
analysis along with pension systems for special groups of State em-
ployees, such as fire fighters, police, elected officials and teachers.

This section begins with a short history of State government re-
tirement systems and then describes major design features: eligibil-
ity; earning of benefits; relationship with social security; postretire-
ment adjustments to benefits; provision of ancillary benefits; and
the availability of capital accumulation plans. (See Appendix A for
additional information on coverage of State employees by retire-
ment systems including a brief discussion of local government re-
tirement systems.)

B. HISTORY OF STATE GOVERNMENT RETIREMENT SYSTEMS

Pension systems for public employees originated during the
second half of the nineteenth century, with most of the early sys-
tems covering special categories ¢f employees, such as police, fire
fighters and teachers. In 1911, Massachusetts became the first
State to develop a pension system for general gervice State employ-
ees, and by 1930, 12 percent of the larger State-administered sys-
tems currently in existence had been established. By 1947, every
State provided retirement benefits.

The social security system was established in 1935 to cover cer-
tain workers in the private sector. Congress explicitly excluded
State and local government workers, partly because the early ob-
jective of social security was first to include employees most in
need of coverage. Many State and local workers wére already in-
cluded in other pension plans, and it was not until the social secu-
rity amendments of the early 1950s that State and local govern-
ments were permitted to elect coverage. Thus, many retirement
systems for public employees preceded social security. Although
some States have modified their pension plans significantly to inte-
grate with social security, most have chosen to maintain the pen-
sion as separate and in addition to social security benefits.

"OmanalysisoftheHsy-}hwnsdata.basenbowsthatthemmlueo‘ﬁndeﬁnedben&
fit penwion plan is ically the same regardiess of whether the company also provides a cap-
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C. DETERMINATION OF ELIGIBILITY

1. Vesting N

Public and prive\ue pension plans typically require employees to
participate in the plan for a minimum period before gaining a
vested right to accrued benefits. Vested benefits are payable wgen
employees meet the age and service requirements of the plan.
About 70 percent of the States, employing 80 percent of covered
employees, uire either five or 10 years of service for vesting,
with 10 years inF most common. Several States use an alterna-
tive, either years of service or age (e.g., 10 years or age 60), and one
State has immediate vesting upon employment. (See Appendix A
for details.) In many public pension plans, however, including the
current CSRS, separating employees who withdraw their contribu-
tions automatically forfeit vested benefits payable because of the
emplover’s contribution. This forfeiture generally is prohibited
under ERISA rules governing private plans.

D. DETERMINATION OF BENEFIT RECEIPT AND AMOUNT

1. Defined benefit vs. defined contribution

Almost all State-wide general service employee retirement sys-
tems are defined benefit plans. Only Nebraska provides its basic re-
tirement benefit through a defined contribution plan. Three States
(Alabama, Indiana, and Wisconsin) use a combination of a defined
benefit and a money purchase plan.'® Employees covered by the
Alabama Public Employees Retirement System and the Wisconsin
Retirement System, receive the higher of a money purchase or a
defined benefit annuity. Indiana provides a money purchase annu-
ity in addition to a basic defined benefit.

The prevalence of defined benefit plans in State pension systems
was evolutionary.

In many instances. this type of formula [defined benefit] has evolved over the
years from a defined contribution approach. An example of the evolution is found in
the California Public Employess” Retirement System. . . .

When originally established in 1941, . . . the employer portion of the benefit
matched in pension what the accumulated contributions of the employee provided
when converted to an annuity. In 1947 the jaw was amended, leaving the pattern of
employee contributions basically unchanged but converting the total retirement al-
lowance to a defined benefit basis. If the goals of the new program were precisely
met, the contributions of an employee whose entire service was under the formula
would accumulate at retirement to the amount necessary to provide one-half of the
retirement allowance, the employer being responsible for the balance. However,
even if'these goals were not met, the total benefit paymert was still as scheduled,
and the employer had to provide whatever pension was necessary to supplement the
benefit provided by the accumulated employee contribution. This might require a
contribution of the employer which more than matches the employee’s contribu-
tions. ur it could require less than matching. In any event, the employee could plan
his retirement finances around the level of benefit which he had been led to believe
would be his. The final stage in the evolution took place in 1971 in connection with
an improvement in the benefit level. At that time, the emplovee contribution rate
was changed to a uniform seven percent of salary from a schedule graded by sex
and by age of entry.*¥

'* These three States hap'c # defined contribution plan as pert of their basic retirement pack-
age See pages b8 6% of thi . chapter for a discussion of suppleaental capital accumulation plans
" Bleaxney, Thomas P Ketirement Systems for Public Emplovees, published for the Pension
Rescarch Counal. the Wharton School of the University of Pennsvivamia by Richard 1Y Trwin,
Inc. Hunms, 1972 pp 345-36. Please note that comments an the Califorma Pubhic Employees

Retirement System are current through unlr 47l
| 71
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In short, State retirement systems evolved from directly relating
benefits to contributions to relating benefits to years of service. As
noted earlier, this latter approach (defined benefits) provides em-
ployees with more certain knowledge of their expected retirement
benefits, and presumably permits better financial planning for re-
tirement.

2. Years of service and age

All pension plans specify the age when workers may retire and
begin to receive full benefits. Most plans require specified years of
service. Most State plans also provide alternative age and service
requirements for full benefits, with fewer years of service required
at older ages. To accommodate workers who want to leave before
reaching the age of full benefits, plans frequently allow early re-
tirement with a reduction in the annuity.

Age and service requirements of State pension plans vary. (See
Appendix A for a full discussion.) This section summarizes mini-
mum age and service requirements for full retirement benefits (see
Figure 2-1). Twenty States permit retirement at any age if service
requirements are ret; in 15 States this requirement is 30 years;
four States require 35 years; and one State allows retirement at
any age, with 25 years of service. Nine States provide unreduced
benefits at age 60, and 11 not until age 65. States requiring employ-
ees to attain age 65 before retirement with unreduced benefits
bave consideraoly shorter service requirements. Altogether, half
the States, covering 30 pecent of the employees, permit retirement
with full benefits at or before age 55 (the youngest age allowed for
full benefits in the Federal civil service). The States generally re-
quire a worker to have accumulated 30 to 35 years of service for
full benefits at this age.
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Froure 2-1.—State-wide Systems Earliest for Normal Retirement and Years of
Service Roquired (50 States)
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Unlike the current CSRS, all but four States permit voluntary
early retirement with reduced benefits. Almost all States actuarial-
ly reduce benefits for employees who choose early retirement, as-
suring that the choice of early retirement will not cost the State
more in retirement benefits than if employees retired with the
same salary and service at normal retirement age. Early retire-
ment requirements vary considerably among the States. Nine
States allow early retirement at age 5b with 10 years of service,
while 13 States employing 44 percent of all covered workers allow
early retirement at age 50 or younger.

J. Maximum benefits

Some retirement systems cap pension benefits at a certain per-
cent of an employee's compensation base or final average salary.-
The current CSRg, for example, limits employees’ initial pensions
to a maximum of 80 percent of their high-3 average annual pay.
When a pension ceiling is set as high as 80 percent, it generally
affects only very long service employees. In the CSRS, the cap is
not reached until an employee has 41 years and 11 months of Fed-
eral service.

Capping pension benefits is uncommon in State-wide pension
plans. Ten States covering 24 percent of State employees do have
some kind of pension cap; but this figure is somewhat misleading
because about half of these employees are covered by plans with
caps ranging from 80 tp 100 perceint of their final average salary.
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Such high caps affect few employees. The States of Iowa, New
Mexico, New York, Vermont and Washigton have lower benefit
ceilings of 50 to 60 percent.

4. Benefit accural rates

The amont credited toward the employee’s pension for each year
of service figures importantly in determining the amount of pen-
sion benefits. This credit is referred to as an accrusl ratc. Multiply-

--- ing the accrual rate by a worker’s number of years of service yiclds
the basic percentage of earnings the worker can expect to receive
at retirement. For example, if an employer wishes to provide a re-
tirement annuity of 50 pecent of an employee’s compensation base
for an employee with 30 years of service, the accrual rate would be
1.67 percent per year (167 X 30 = 50%).

Table 2-13 presents the distribution of accrual rates in the 50
States. The accrual rates are the effective rates an employee would
recieve after 30 years of work. Some States vary the accrual rates
depending on an employee’s length of service (as does the civil serv-
ice retirement system). In the CSRS, an employee is credited with
1.5 percent of compensation base for work years one to five, 1.75
percent for years five to 10, and 2.0 percent for service over 10
years. [t was necessary, therefore, to choose a specific number of
years 0 service for illustration. Thirty years was chosen because it
‘s a c-mmon normal retirement requirement of the State systems
and it is the normal service requirement for full pension benefits
at age 55 in the civil service retirement system. ‘

The table assumes that workers have met the necessary age and
service requirements to receive a full pension benefit.

The specific rates of 1.67 percent and 2.0 percent are shown on
table 2-13 because they are quite common. An accrual rate of 2.0
percent yields a pension benefit of 50 percent of compensation base
after 25 years and 60 percent of compensation base after 30 years.
An accrual rate of 1.67 percent yields a pension benefit of 50 per-
cent of compensation base after 30 years.

States show a great deal of variation in accrual rates as shown in

" table 2-14. For purposes of comparison, the civil service retirement
system accrual rate for a 30 year employee 13 1.875 percent, which
yields a replacement rate of 56.25 percent (of salary base). In all, 19
States have accrual rates greater than the CSRS. As would be ex-
pected, States without social security coverage have accrual rates

- at the high end of the scale, while there is & wide range of accrual
rates for States with add-on plans. About two-thirds of these States
use accrual rates that will yield a benefit of at least 50 percent of
compensation base after 30 years, and one-third have more gener-
ous rates that the current CSRS. Fourteen States use accrual rafes
that provide benefits of less than 50 percent of the compensation
base after 30 years of service. These employees are, however, cov-
ered by social security. States with step-rate in tion plans use
relatively low acc rates. None is as high as the current CSRS,
even at the “high” end of the step. Once again, comparisons with
the current CSRS should be made with caution since these State
employees also will receive social security benefits. The accrual
rates for offset integration plans are difficult to interpret because
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the final benefit is dependent on the size of the offset. Thus they
are omitted from table 2-14.

In summary, States without social security coverage tend to have
high accrual rates. There is significant variation in accrual rates
for States with social security, but many would be considered gen-
erous when combined with social security benefits.

TABLE 2--14.—BENEFIT ACCRUAL RATES PER YEAR OF SERVICE FOR 30 YEAR EMPLOYEES *
NORMAL RETIREMENT

* nchudes some dovdle contg due 0 muftiple accrua! s @ seversl States

5. Compensation base and annuity computation

The major variables used by States in determining the earnings
on which to base the pension (salary base) are (1) the number of
years used to compute average pay, (2) whether those years must
be consecutive, and (3) types of compensation counted. Assuming
that salaries rise with service, the more years included in the com-
pensation base, the lower average annual earnings will be; con-
versely, the fewer the years, the higher the average. If consecutive
years are not required, employees with fluctuations in earnings can
take advantage of their higher salary years. Also, the compensa-
tion base will rise if forms of compensation other than base pay,
such as overtime, longevity, or unused sick pay, are counted.

Table 2-15 displays the variations in State compensation bases.
Only one State uses the average salary over a full career. Half of
the States, employing 58 percent of State workers, use the three
years of highest earnings as the compensation base. Almost 34 per-
cent of State employees are in systems using the high-3 consecutive

system. One-fourth of the(State employees are in systems using the
three highest years of a worker’s entire career. Sixteen States, rep-
resenting 30 percent of State employees, use the high-5 years of
service, and the majority of these States require that the years be
consecutive.

- years. This is the same l§k used in the civil service retirement
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TABLE 2-15.—STATE-WIDE SYSTEMS: COMPENSATION BASE FOR BENEFIT DETERMINATION *
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E. INTEGRATION WITH SOCIAL SECURITY

1. Social security coverage for State systems

Social security coverage is mandatory for private sector employ-
ers, but it is optional for State and local governments. Until the
passage of the 1983 social security amendments, State and local
%(;‘vernments could enter the system and leave it at their choice.

e 1983 amendments repealed their right to leave the system
after once joining it. The Congress o‘lginally excluded State and
local government employees from social security coverage because
(1) they thought mandatory coverage might be judged unconstitu-
tiona! and (2) they believed groups of private employees, with no
retirement income security, deserved the first priority.

In the original Social Security Act, State and lo?;cljuvemmenu were omitted al-
together from social security coverage. State and governments were excluded
to avoid the possible constitutional question of whether the Federal Government
could tax State and Jocal governments, and because one of the earlgmobjoctives of
thepmgramwastooovere:nploymmootmneedofcovemge. Many State and local
governmental emplo already were covered under other pension plans. . . .

Beginning in 1950, Congress amended the social security law severs] times to
make participation in social security available on a voluntary basis to employees of

§  State and Jocal governments at the discretion of the employer. . . .#°

When the option for social security coverage was first extended
to them, only States and localities whose employees were not cov-
ered by a pension plan could join the system. In 1954, amendments
to the Social Security Act extended the choice of participation to
employers whose employees already were covered by a State c¥
local pension system.

Most States extend social security coverage to their employees.
Only the State employees of Colorado, Louisiana, Maine, Massachu-
setts, Nevada and Ohio have never participated in the system;
Alaska is the only State to have entered and later to have with

20 Social Security: Withdrawal by State and Local Governments and Non-profit Organizations,
by David Koite, (,‘%(S Report No. 82-174 EPW. (This report predates the 1983 social security
amendsments that mpukdtbetwltdmwlmlmmumd nonprofit organizations
to withdraw from the system once they had chosen to participate.) ;
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drawn from the system. The 43 States providing social security cov-
erage employ 88 percent of all general service State workers. 'Not
all employees belonging to statewide personnel systems, however,
.are covered by social security. Under some conditions, the Social
Security Act permits certain groups of State employees to elect
‘whether or not to be covered once the State has decided to partici-
pate. With the exception of the seven States mentioned above,
nearly all of the employees of States participating in the social se-
curity system are covered. .

The pensions provided by most Statewide systems supplement
social security but are not integrated with it. They often are called
“add-on plans,” providing social security plus a full pension. Many
States plans are not integrated because they were established
b‘lefore social security coverage was made available to public em-
plovees.

»cial security coverage for State and local employees expanded

\ rapidly in the first decade (the 1950s) after coverage was extended
to public emgloyees. Coverage increased to about 60 percent by
1960, and to 70 percent by 1970, and has remained fairly constant
since then. 2!

By 1947, all but 16 States (primarily mid-west and western
States) had general service employee pension systems.2* Thus, for
many State governments, social security became an addition to the
overall retirement package, rather than an integral part of the re-
tirement system design. As a result, there are major differences be-
tween State pension plan and private pension plan treatment of
social security benefits.

2. Types of basic pension benefit formulas

Although many State retirement systems participate in social se-
curity, few are integrated with it. The general effect of pension in-
tegration is to counteract, to varying degrees, the tilt in the social
security formula that favors lower wage employees.2® Only eight of
the 43 States participating in the social security system now have
integrated benefit formulas.?4 (See table 2-16.) The States that

. have integrated their benefit formulas with social security main-
tain older add-on benefit formulas for employees whose service
began before the State enacted the new integrated pension system.
For example, Connecticut’s pension system integrated with social
security in 1982, but the old system remains in place for workers
hired before that time. :

Thirty-one statewide retirement systems, covering 66.5 percent of

. the employees reviewed in this report, provide basic pension bene-

*! Source: U.S. Department of Health and Human Services, Social Security Administration.
?tualte ;)m:gszm Employees Covered Under Social Security. Research and Statistics Note, No. 3,
’¥Ma'ckin.'.lohn P. Protecting Purchasing Power in Retirement, Fleet Academic Editi
Inc., New York, 1971, pp. 7-8. This book also contains a more detailed account of the histori
development of State and locsl pension systems and coverage of State and local employess by
social security.

3% See 4546 of this cha for a full discussion of pension integration.
- % Nine States are in!agrnmr‘:th social security if South Dekota, which offers em
their choice of the higher of a non-in tedsndanintes:mdbemﬁtformnla,ismm . In
addition, California does deduct $133.33 per month from final avernge salary used to com-
pute the pension benefit for those employees covered by social security.

a
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fits as add-ons to full social security benefits. In effect, these States
consider social security as an add-on to the original, basic pension.

Basic pension benefit formulas for all 49 defined benefit States
follow the final average sal principle. Benefits are based on a
certain percentage of an emplo 's final average salary (usually
referred to as the compensation ) for each year of covered serv-
ice. As noted previously, the benefit formula features (the accrual
rate, definition of fin compensation base, maximum number of

countable years of service and various offsets that may be used in
the calculation) vary substantially.

TABLE 2-16..—-TYPES OF BENEFIT FORMULAS—STATE GENERAL SERVICE RETIREMENT . SicS

 oASHH comrage

No (ASD! coverage
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F. POSTRETIREMENT MAINTENANCE OF REAL bENEF’lT LEVELS

1. Postretirement annuity adjustments

A pension plan may or may not adjust benefits of retirees to
offset the effects of price inflation. Federal pensions are generally
increased by changes in the cost of living, a practice which, in

. times of high inflation, is very expensive. Private pension plans

rarely include automatic adjustments but are often adjusted on an
ad hoc basis. These ad hoc adjustments generally do not equal the
full amount of inflation. Social security, on the other hand, is gen-
erally increased to the rate of inflation and therefore partly com-
pensates private sector workers for unadjusted pensions.

Table 2-17 shows the array of postretirement annuity adjust-
ments used in the 50 States. Because most States participate in the
social security program, generally adding State pensione to its ben-
efits, most State workers benefit from social secufits indexation.
No State reports an automatic annuity adjustment to the State

nsion based on the full Consumer Price Index, while only one

tate, with a reasonably new retirement system, reports it has
never provided a postretirement adjustment. One other State, New
York, provides a three percent adjustment only to annuities of
workers who wait until age 65 to retire, scaled ba~k by one percent-

e point per year (workers retiring at age 62 get no adjustment).
However, 24 States employinf 58.1 percent of State employees pro-
vide annual adjustments, calculated according to a statutory for-
mula, and without need for action by the State legislature. Most
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. adjustments are based on the CPI, with maximum limits, most

commonly 3.0 percent. A maximum adjustment of 3.0 percent can
be fairly generous in times of low inflation but provides less protec-
tion of purchasing power when inflation is high. :

TABLE 2-17.—POSTRETIREMENT ANNUITY ADJUSTMENTS IN STATEWIDE SYSTEMS
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The two different methods used to determine automatic adjust-

ments are (1) any increase in the CPI up to the limit; or (2) an
automatic adjustment only if the increase in the CPI is at least
equal to an established threshold.

Ad hoc adjustments have been provided in 30 percent of the
States (22.6 percent of State employees). Another 10 percent of the
States have provided ad hoc increases in addition to small automat-
ic adjustments. While ad hoc adjustments are not established by
fixed formulas and regular schedules and are generally subject to
approval by State legislatures, they are, in most cases, provided on

“a lar basis, from once a year to once every three years.

en States make annuity adjustments, they may apply the in-
crease to the initial annuity of the beneficiary or they may in-
crease the current annuity. The second method allows increases to
compound while the first does not.

Some States base ad hoc increases on the earnings of the pension
fund, and such payments are handled in different ways. They may
be treated like any other increase in the basic annuity and added
permanently to monthlf‘\c checks, or they may be a “13th check”
sent to all annuitants. Five States use the additional annual pay-
ment or “dividend” approach.
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.\ 2. Special tax treatment

\ Twenty-six States, covering 40 percent of the employees, provide
'some special State tax treatment for the pension benefits of their
retirees. The most common practice is to exempt the pension bene-
fits from all State and local income taxes, but some States exempt
oﬁl‘y a portion of retirement income from State taxes. In addition,
State laws provide a number of tax shelter features for employee
contributions to State pensions. Discussions of the types of special
tax treatment of contributions and of capital accumulation plans
used by the States are included later in this chapter.

G. ANCILLARY BENEFITS

1L I)éxxth and suryivor beney::s

All States provide some b nefits to the survivors of State employ-
ees who die before they retire as well as to survivors of retirees. In
general, States impose length of service requirements for benefits
payable to the survivors of employees. The minimum benefit paid
to survivors of employees who do not meet the service requirement
is o refund of the amount the employee paid into the retirement

. system. In general, the States return these employee contributions
with interest. For employees meeting the service requirement, but
not normul retirement requirements, States often pay the survivor
either a lump sum in addition to the refunded contributions or a
monthl{ annuity. Traditionally, States have determined the value
of the lump sum or annuity in a variety of ways. Benefits could
vary depending on years of service, number of dependents, age of
dependents, and age of spouse, among others.

If the employee was eligible for retirement benefits at the time
of death, the State pension plan generally provides a joint-and-sur-
vivor benefit similar to that available for survivors of retired em-
ployees.

States commonly provide a choice of joint-and-survivor benefit
plans at retirement. Under these plans, the retiring employees can
choose a survivor benefit equal to 50 percent, 75 percent or 100 per-
cent of their full annuity.e%mployees pay for this additional cover-
age by accepting an actuarial reduction to the regular annuity.
These benefits are provided at no additional cost to the retirement
system.

2. Disability retivement

States commonly provide for retirement based on disability. They
use varying definitions of disability. Thirty-six percent require
workers to meet the social security disability definition, 40 percent
that they be unahle to perform their own jobs or other comparable
State jobs, and 24'percent use their own definition of total and per-
manent disability.

States generally im a service requirement for eligibility for
disability retirement. The length of service required is the same as
the retirement vesting period in about half the States—usually
either five or 10 years.

States use wide variations to compute disability retirement bene-
fits but the formula used is usually related to the normal retire-
ment formula. Workers are credited with years of service projected
to normal retirement age in the State or to age 60, with a maxi-

“mum number of total years allowable, varying from 20 to 3/) years.
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States commonly place a minimum and/or maximum limit on dis-
ability retirement benefits and impose a ceiling on earned income.
In a few States, the State disability pension is offset by all or part
of any social security benefit. Often any workman’s compensation
is subtracted from the State disability benefit.

H. EXTENT OF EMPLOYEE CONTRIBUTIONS

Most public emﬁloyees, unlike most workers covered by private

nsion plans, make contributions to help finance pension benefits.
ﬁoponents of employee contributions for public retirement sys-
tems maintain that such financing builds taxpayers’ support for
the program, provides a dependable source of revenue for the plan,
helps restrain taxes, and lessens pressure for benefit liberalization
from employees, who would have to help pay the cost.

Opponents of employee contributions for public pensions say that
the existence of the pension piin keeps wages lower than they
would otherwise be and that rejuiring employees to help pay for
pensions further decreases their current compensation. The o{u'ect
also to the administrative complexity, including the need for indi-
vidual employee accounts, procedures to deal with breaks in serv-
ice, and re-purchase of past service for rehired workers. Finally,
most State employees are covered under social security and must
pay the social security tax. Some feel that imposing another pay-
roll “tax’” on employees hampers the ability of the public sector to
compete with private jobs, which generally do not require employee
contributions to help finance pensions.

Tale 2-18 shows the proportions of States and State workers by
the total s)ercentage of gross salary that they must pay for social
security plus their State pension. ‘xltogether, 12.6 percent of State
workers pay a total of 12.5 percent or more of salary into the two
systems; 12 percent pay only the 5.4 percent required under social
security because their State system is noncontributory. Over one-
third of these workers pay between 9.5 and 11.4 percent; about one-
quarter pay less than 9.5 percent. (See Appendix A for the specific
contribution rates to the State pension.)

TABLE 2-18 —STATEWIDE SYSTEMS: PERCENT OF STATE WORKERS AND STATES BY COMBINED
SOCIAL SECURITY AND STATE PENSION CONTRIBUTION RATES

{im porcent;
Comosned State st socust secwrty cominduton rale (percest of poy) States Workers
54 (soc secufity only) * . . 10 120
5510 847 . . . 6 69
85 94 S 12 88
9510 104 . ) 20 212
10510114 o o 16 156
11510124 . ] 25
12510 134 4 113
135 10 14 4 ? 13
QOther rates . 12 84
No sociaf secusrly 4 124

Total 100 1000
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States use several methods for decreasipl%lthe impact on employ-
ees of required employee contributions. These include “employer
pick-up plans’ and increased take-home pay lans.

Section 414¢hx2) of the Internal Revenue e provides for “em-
ployer pick-up” of normal employee contributions to a pension
plan. Employer pick-up plans are a method of decrecsing Federal
income tax liability (and thereby increasing takc-home pay) by
making contributions to a pension plan with pretax rather than
post-tax income. Under a pick-up plan, an employee’s gross salary
is reduced for Federal income tax purposes by whatever amount of
the normal employee contribution the employer “picks-up.” There-
fore his Federal tax liability is reduced. This has the net effect of
increasing the amount of the employee’s take-home pay. Appendix
A Frovides an example of how take-home pay is increased and may
help to clarify the manner in which these plans work. Because the
amount of the employee contribution does not change, there is no
cost of an employer pick-up plan to the employer (except adminis-
trative costs); there is only a tax expenditure by the Federal Gov-
ernment. ’

An increased take-home pay (ITHP) plan looks much like an em-
ployer pick-up plan. The difference is that, in an ITHP, the employ-
er effectively reduces the employees’ contribution by some amount.
The employee's gross salary, and therefore Federal income tax li-
ability are not affected. His take-home pay is increased because his
contribution to the pension plan is decreased. Under an ITHP, the
employer cost increases and there is no impact on Federal income
tax revenues. These methods are discussed in greater detail in Ap-
pendix A.

L. CAPITAL ACCUMULATION PLANS 2°

In addition to the basic retirement systems, some State and local
governments offer their workers su plemental retirement plans.
The key attraction of these plans, which take numerous forms, is
potential tax savings for employees. Income tax is generally de-
ferred on contributions made to these plans during an employee's
career. Taxes are paid when the individual receives benefits from
the plan, usually after retirement when the individual expects to
be in a lower tax bracket. It should be noted that the plans de-
scribed below generally reduce current Federal income tax liability
only. States make their own provisions for the State tax treatment
of deferred compensation.

2 Infurmation for thin secton was tuken primarily from Supplemental Retirement Plans for
New York Public Emplovers, a report o the Permanent Comminsion on Public Emplovee Pen-
s10n and Retirement Systems. Nov. 1983, (Hereafter cited as Supplemental Retirement Plans for
New York:. and State Deferred Compensation Programs: thetr Status in Thirty-Six States, by E.
Norman Sims, Deborah A Gona, Kathlene Asheroft. prepared for the Natronsl Association of
Auditors, Comptrollers and Tressurers (Hereafter cited as State Deferred Compensation. i
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According to the New York State pension commission study, the
following types of supplemental retirement plans could be made
available to State or local government employees:

* Section 457 plans,

* Section 403(b) Tax Deferred Annuities,

» Section 401(k) Plans,

¢ Thrift Plans,

e IRAs,

e Deductible Voluntary Employee Contributions (DVEC), and
_* Supplemental Annt.ity Plans. G

Some of these plans, ‘ncluding Section 401(k) Plans, Thrif Plans,
IRAs and Supplemental Annuity Plans, are available to *ployees
of private employers as well as employees of State and focal gov-
ernment. Appendix A describes these plans in detail.

Section 457 of the Internal Revenue Code (IRC) authorizes State
governments (and their political subdivisions) to assist their em-
»'--ees in deferring compensation. Deferred compensation general-

v e to wages not received until a worker retires, resigns, or is
¢+ = rom a job. The deferred wages are not counted as taxable

< . until the empioyee receives them (along with any accrued
interest or earnings).

General requirements ofe Section 457 plans follow: Employees
participate on a voluntary basis and up to 33% percent of an em-
ployee’s “includible” income (up to $7,500) may be deferred.?¢ “'In-
cludible” income does not count amounts deferred under the plan
(or other types of deferred compensation plans) or employer “pick-
up” plans. Thirty-three and one-third percent of “includible”
income is equal to 25 percent of a non-participating employee's
gross income. Employers may not make suppienental contributions
to the plan. The deferred contribution can be pai. only after the
worker leaves the job or when an unforseeable emergency occurs.
Unlike IRAs, no penalty 1s charged for distribution of the funds
before age 59'%%. The full amount of the deferred compensation, in-
ciudings any earning or property rights, must remain the property
of the employer (State or local government) until distribution. The
plan may provide employees with a range of investment options.
Because favorable tax treatment requires that the employer retain
property rights to the deferred compensation, the plan may not be
under obligation to transfer investments at an employee’s request.

A large mzjority of States have set up section 457 plans for their
covered employees (33 out of 36 States surveyed in the Council of
State Governments report and 80 percent of all States according to
the New York State study). Although data on the operation of
these plans are limited, it appears ihat r rticipation rates current-
ly are relatively low—about 10 perccat o: - overed employees.

76 This percentage would differ if the employee purticipates in more th.  one deferred com-
pensation plan or an employer “'pick-up” pirn There are sperial rules on combining incomne or
reducing the salsry base 1n applying the contribution hinuts for such employees.
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Deferred voluntary employee contribution (DVEC) plans are
similar to IRAs, They are authorized in section 72(0) of the IRC,
added by the Economic Recovery Tax Act of 1981. DVECs work ex-
actly like IRAs except that the pension plan must specifically
permit the DVEC and the maximum contribution is $2,000, with no
contribution permitted for a non-workirg spouse. If a worker also

_has an IRA, the DVEC contribution must count against the IRA

contribution limit.

IV. REPRESENTATIVE PRIVATE SFECTOR AND STATE GOVERNMENT
PENSION SYSTEMS

A. INTRODUCTION

The Congressional Research Service (CRS) developed “represent-
ative' pension systems for the private sector and for State govern-
ments. These systems, based on the surveys of pension practices de-
scribed in sections I and Il of this chapter, are necessary for com-
paring the cost and benefit distributions of these systems with the
current civil service retirement system. Chapter 3 presents results
of this comparative analysis.

The representative plans do not necessarily have speci’ic fea-
tures of any particular pension system in the private or Sta:e gov-
ernment se~tors. Neither are they averages of pensicn features be-
cause the available sources of information and the type of informa-
tion do not permit calculation of averages. Rather, these represent-
ative plans can be thought of as composites—made up of features
included in most private sector and State government systems,

The two private sector plans are shown with and without the
effect of a capital accumulation plan. Available analysis indicates
no siatistical relationship between provision of a capital accumula-
tion plar and generosity of other pension benefits. Accordingly, our
analysis of capital accumulation plans shows them as simply being
added to the two private sector representative plans.

B. PRIVAT. /ECTOR

Although few pension plans are alike in all respects, available
data permit generalizations about pension plans that cover salaried
cmployees. Depending on the feature, as many as 80-90 percent of
salaried pension plan participants

* are not required to contribute to the pension plan;

e must participate in the plan 10 years before the benefits
earned are vested;

 may retire at age 55 with reduced benefits or at age 62 with
unreduced benefits;

- cre in plans integrated with social security;

e have their pension computed on the basis of their highest
year's uverage earnings,

e receive ad hoc adjustments to their retirement benefits that
have offset about 30 percent of the rise in the CPI in a recent
period:

e offer pre- and postretirement survivor benefits only as re-
quired by ERISA's minimum standards; and
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e are covered by an LTD disability arrangement while disabled,
and are given service credit for the years on disability in
computing a pension at retirement.

This study found no correlation between the age for unreduced
benefits and the type of integrated plan (ie., offset plan versus
step-rate plan), but different retirement ages for full benefits were
considered appropriate for the representative private pension
plans. While the BLS data base shows that age 65 is the most
common age at which participants could retire with full benefits, a
slight majority of plan participants could receive full benefits at
age 62 or earlier. Either age 62 or age 65 can therefore be consid-
ered a typical age. Age 62 was selected arbitrarily for unreduced
benefits under the offset plan; age 65 was selected for unreduced
henefits under the step-rate plan. The more liberal retirement age
in the oTset plan was counteracted by a five percent per year early
retirement reduction compared to a four percent per year reduc-
tion in the step-rate plan.

Benefits under the two private sector representative plans are as-
sumed to increase annually by 30 percent of the increase in the
Consumer Price Index—the amount found by the most comprehen-
sive study of postretirement benefit infletion adjustments.2” This
study showed, over six years, an overall average increase for all
pensions of 38 percent of the CPL. Benefits under nonunion plans,
most likely to cover salaried employees in the private sector, in-
creased by about 30 percent of the increase in the CPI, the amount
selected for the representative plans.

Table 2-19 indicates the features of the two private sector regre-
sentative plans. Table 2-20 describes the representative capital ac-
cumulation plan that will be used in chapter 3, in conjunction with
the two representative pension plans, to compare their costs and
benefits to those of the current civil service retirement system.

TABLE 2. 19.--REPRESENTATIVE PRIVATE PENSION PLANS

Feat.re Offset pian Step rate pln

A Norma! setiremant aye . unreduced bese 62 ]

ity
B Larty telement [seduced benetit) 55 35
C Larly ceticement redy ™ 5 percent pet year 4 perent 1 year
D Particpation requiren.nt Age 75 w/l year's service Same as offse! plan
£ Employee contrduiwon: None Do
§ Vestwg 10 years Do
(; Benett formuta 1'6 peccent of averape compensation for 1 0 perernt of avevage rompensation

each year of service migs 125  below mnlegration breakpont and 15
percent of sociai secunity for each  percent above for each yr of service
year of service Breakpont 15 average socal securdy
maxmum 1axadle wage over caresr
(re, $13,800 for someone retieing in

1989)
H Compemsation base High 5 Same 2y offset plan
I Maximym year. of credied vk A1) years Do

YT 8ee reference (o comprehensive assessment conducted by researchers st North Ciroling
State Unversity for the years 1975 1979 pp 47 48 of this report
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TABLE 2-19.- - REPRESENTATIVE PRIVATE PENSION PLANS-—Continued

Feafwe (étset plan Siep-rate plan

J. COLA L L e 30 percent of increase @ Ci, timdcd 10 Do.

K Proetivement death benefdt ... . Serviver Denefil available upon reaching Same as offset plan,
age

L Postretirement death beneft . .. Benefit actuarially reduced for joind fife Do.
with .

M Drsabeirty benef:it . Separate Long-term disabity (LTD) plan Do

P - S R

TABLE 2-20.- - REPRESENTATIVE CAPITAL ACCUMULATION PLAN

A Masmom employee contribution . . . . . 2 pescent of pay.
B Mwumum enployee confrdution . N .. ... b percent of pay.
P Maomum employer maAtch . . o o e e 50 gercont of employee contribution
D Vesting
1 tmployee contriiton o L \mwmednate
? Employer cotrabwtont . .. . - Mo hyear's pashopation
3 Fhgduldy . o L S e 1 peat's sewce
f Employee wvestment choxce .. .. .. L e Yo,
6

C. STATE GOVLRNMENTS

Two representative State government retirement systems were
constructed from the features described in Section B of this chap-
ter. These representative systems are necessary to compare the
costs and benefit levels and distributions of State pensions to those
of the current civil service retirement system (see chapter 3).

Some features are common to both representative systems be-
cause most State pension systems for general service workers have
them. These include:

—social security coverage,;

—requirement for employee contributions,

—retirement at age 55 with reduced benefits;

—benefits computed from highest three eyars average earn-
ings;

—-~m{,nimum disability benefit of 50 percent of earnings;

-—pre- and postretirement survivor benefits after vesting; and

—postretirement cost-of-living adjustment (more commonly the
ower of CPI or thre= percent). .

Other system features, such as normal retirement age, level of
employee contribution, and annual benefit #ormula, differ in the
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two representative (S)lans so that they are different in generosity.
The more generous State plan (Plan 1) permits retirement with un-
reduced benefits at any age with 30 years of service. As shown in
Appendix A, 15 States have this generous full retirement provision,
more than have any other specific full retirement provision. State
plans permitting normal retirement after 30 years of service, re-
gardless of age, generally use about a 2.0 percent accrual rate, and
require employees to contribute about six percent of salary (in ad-
- dition to social security taxes). Although accrual and contributions
of plans permitting full retirement with 30 years of service varied
from each other, the pattern of association between normal retire-
ment, accrual rate and contribution rate was generally consistent.

The features of State syster: 2 are less generous, and together
constitute a lower cost representative system. Full retirement at
age 65 is the second most common full retirement requirement,
and 10 years of service is the most frequent minimum service re-
quiremegt within this group. Representative system 2 includes an
accrual rate of 1.5 percent and an employee contribution rate of
two percent (in addition to social securit es), although the
States vary considerably on these features. Table 2-21 presents the
specifications for the two representative State plans.

Both State plans include an annual COLA of the CPI up to 3.0
percent. Because inflation is assumed to be 4.0 percent, the limita-
tion on the COLA does not have a great effect on the cost of the
program or on the purchasing power of annuities. However, when
inflation is high, a 3.0 percent maximum adjustment has a greater
limiting effect on costs and benefits.

A capital accumulation plan (e.g., Sec. 457 plan) was excluded
from the -representative State plans because our limited evidence
suggests that while such plans are becoming available, participa-
tion is low. Few of the plans call for employer contributions.

TABLE 2-21. —CHARACTERISTICS OF TEPRESENTATIVE STATE RETIREMENT SYSTEMS

State
m — e . -
Systes: | System 2
A Retwement benefrs:
I Age/service for fill beme 55/30 . . . . . .. .. AW/ . .. 6%
ﬁts' v
7 Age/seewice for reduced N/AL Lo S0 55710
benefits
J Ao rate . 1.5 pesvent fiest Syears. ... 2 percent... ... ... 1.5 percent.
175 percent second S years... .. .
§ Maomum benefit {percent 80 pevoest. . SNere L ... Nome
of pay base)
C  Yeas of hd vesting S RS [ E PR §
D, Drsabirly benefit
1. Moo bevefit as pes- 40 peroent S . 50 peitent . 50 percent
cent of pay hase
2. Payable... . immediately .. lmmediately immediately
3 Years of DR B R O
Survivor  benefit  before  retire
ment
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TABLE 2-21.—CHARACTERISTICS OF REPRESENTATIVE STATE RETIREMENT SYSTEMS—Continued

Stae
o] e

Systen | B St 2

1. Miwmam benefit as per- 22 percemt. . .. .. ... ... ... 25 pescest...... ... 25 percent, -
cent of pay base.
F infistion adustment (¥ wflstion 4 percent. . .. v S 3 percent.. ... 3 pewcent
is 4% a your) *
M. Social secomify covesage ... . MO Y8 i . YES.

" Stly_eupoypes contibuts 54 porcont (1984) of pay o OASDY 0 a6dion 10 ContRutons shown « D fabe CSES awd Stake owplopees
[ 2650 contrdete 13 geroent of pay fr hospeal msewance.

N/A - Not sxadatie

LAy -~ -

>~ =
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CHAPTER 3: COSTS AND BENEFITS OF THE CURRENT CSRS
COMPARED TO REPRESENTATIVE PRIVATE SECTOR AND
STATE GOVERNMENT SYSTEMS 28 °

&

I. INTRODUCTION

This chapter compares the costs and benefits of the representa-
tive nonfederal plans to the current civil service retirement system
(CSRS). We compare pension costs using the concept of entry age
normal costs, and compare participant benefits using replacement
rates, the study’s principal measure of benefit generwsity and dis-
tribution. Replacéement rates,*® retirement income from a pension
system divided by a measure of income (usually salary) for a period
shortly before retirement, are shown for different age, service, and
marital status combinations; fur differ.nt income levels; and for
different periods of time after retirement

{I. CosT ANALYSIS

A. NORMAL COST

This study uses one actuarial cost concept through ut as the
principal measure of pension system costs. Entry age normal cost is
the present value of future benefits divided by the present value of
future compensation, for statistically representative new entrants
to the work force. In effect, it is the percentage of every- paycheck
needed to be set aside over the total career of each new employee,
to pay all his benefits, including those to survivors. In more techni-
cal language, the normal cost amortizes the present values of the
future benefits of aa employee or group of employees dver their
working lifetime. Normal costs are usually stated as a percent of
payroll in order to facilitate comparisons over time periods and
across plans. )

The normal cost of a retirement system depends on a set of eco-
nomic, demographic, and behavioral assumptions. For example, the
benefity a participant receives depend on retirement age, l-fe ex-
pectancy, earnings history, and many other characteristics. A
standard set of assumptions is used for cost estimates throughout
this report. (See Appendix C.) »

4

28 Cost easin;atw in this chapter, and much of the analysis of the relative cost of pension pian
features, were fmmded by the actuaries of :lay-Huggins, Inc. .
19 See Part I1i of this chapter for a discussion ¥ the concepts and definitional questions of

replacement rates.
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B. COMPARISON METHOD

To compare different pension plans among different employers
(i.e., private, State, Federal) this study uses an actuarial me olo-
gy that, in effect, holds workforce characteristics and demographic
and economic assumptions constant. The goal is to value pension
benefits so that identical pension plan features will have the same
cost in sp’ e of factors such as perceniage of women in the work-
force or the funding practices of an individual employer. This
method allows comparison of pension plan costs, holding constant
economic and actuarial assumptions, and demographic characteris-
tics of the workforce.3°

After representative plans have been defined, cost is estimated so
that it can be com%ared-to the cost of the current civil service re-
tirement system. These costs are estimated and compared in order
to identify features of different retirement systems that weigh most
heavily in determining program costs.

The CRS actuarial model estimates the cost of the current civil
service retirement system at 32.2 percent of payroll. For compari-
son to the cost of private sector and State government systems, the
cost was adjusted by subtracting .05 pefcent of payroll for adminis-
trative costs and .45 percent of payroll for benefits to special
groups covered by the civil service retirement system (e.g., hazard-
ous duty or Congressional staffs.) Admin rative costs were re-
moved because the Hay-Huggins model measures the value of bene-
fits without the administrative costs. Costs for special groups were
removed to provide a comparison of benefits available under CSRS
to employees who are not entitled to a special formula or special
eligibility conditions. This provider a total cost of 31.7 percent of
payroll. After subtracting the 7 pe: . nt employee contribution, the
employer cost of the civil service retirem:nt 8 stem for the stand- |
ard level of benefits was determined to be 24. rcent of payroll.

The Office of Personnel M.nagement (OPM) geas calculated the
entry-age normal cost of the current system at 36.5 percent of
pay—4 percentage points higher than CRS's estimate. The CRS ac-
tuarial model was initially validated against this OPM cost figure.
Then the CRS madel was modified with economic and demographic
assumptions usec to estimate the cost of the social security system.
Using these asst mptions which permiticd CRS to estimate the
costs of the different retirement systems, includiﬁg social security,
wiith a common set of actuarial assumptions, C calculated the
cost of the current CSRS to be 34.2 percent of pay. This figure dif-
fors from the OPM cost figures because of different economic and
dem[ggruphic assumptions. ,

CRS then made a further adjustment to the actuarial data based
used by OPM for its cost estimates. This adjustment was necessary
because the OPM data included an assumption of promotion pat-
terns in the Federal government that implied substantial “grade
creep”’ over the next 40 years—the actuarial period. (See Appendix

30 Thus method is a simplified version of the computer-based acturial model developed by (RS
for the analysis of design option: in Chapters 4 and 5 The CRS model allows more detmied
analysis of plan features not necessa for'the comparative analysis shown here Data from this
?xlmphﬁed normal cost madel, called rgenent Value Comparison method. were provided by Hay-

usisns
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C for additionfdiscussion of this subject.) After pmm‘otion pat-
terns were adjusted to keep the grade levels comparable to the
present, the CRS model estimated entry-age normal cost at a lower
32.2 percent of pay. The OPM assumption about Federal pron\q;'jon
patterns adds 2 full percentage points to the agency's estimate~of
entry-age normal cost. This cost difference does not greatly affect
the analysis of the CRS. study, which focuses on relative costs
among different types of systems and not on absolute levels.

C. COST COMPARISON OF CURRENT CSRS AND REPRESENTATIVE PLANS

The basic features of the representative private sector and State
government retirement systems developed in Chapter 2 of this
study are summarized in Tables 3-1 and 3-2. Using the methods
described previously, costs for these systems are éstimated and are
compared to that of the current CSRS. These costs are also com-
pared to the average cost and the range of costs for the 854 plans
in a recent study by Hay-Huggins of private sector retirement sys-
tems. 3! The study includes this average as a frame of reference to
view the costs of the representative plans.

st Appendix A discasses the Hay Huggiis data base, made up largely of corporations with
white collar workforces The employers are drawn from all geographic regrons, industry catego-
ries, and workforce sizes. The data base includes few small organtzations (fewer than 50 employ-
ees! but does include the full range of medium, large, and very large employers For instance, 21
percent of the employers in the data base employ 10,000 or more workers and 16 percent employ
1006 or fewer

IToxt Provided by ERI



TABLE 3-1.—CHARACTERISTICS OF REPRESENTATIVE RETIREMENT SYSTEMS—ELIGIBILITY AND ANCILLARY BENEFITS

Sordes Private socior ¢
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TABLE 3-2.—CHARACTERISTICS OF REPRESENTATIVE RETIREMENT SYSTEMS—BENEFIT FORMULAS

Pan formls

1. Ot Sowoe Retromen! Systewt . . . 15 percent of pay baso for fiest 5 yoors: 175 porcont for mext § years; and ?
percent Av remebing yesrs of service. Maximum of 80 percent.

28t Pel 2 percont of pay base for cach yesr of serwice. No maximes

IS P2 1.5 percent of pay base for aach yamol Sevice, No maimom.

4. Prvder Sector Plan | 1.6 pescent of pay hase less 125 percent of Socia! Securily times yoars of service,
Mecmun 40 years of service.

5. Private Sector Plan 2 1.0 percent of pay base below the averags Soclal Security maniem taxsble wage
base pites 1.5 parcent of rest of salary base, times years of service. Maximum 40
YRS Sorvce,

The key provisions of the representative private and State retire-
ment systems were analyzed to determine the relative cost of each
system. Figures 3-1 and 3-2 show the normal costs of the repre-
sentative private sector plans (and the average cost from the Hay-
Huggins study) compared to the CSRS. Figure 3-3 provides a simi-
lar comparison for the representative State gystems.
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FIGURE 3-3.—CSRS Compared to Representative Private Plans with Capital Accumulation Plans and to the Hay-Huggins
Survey Average: Employer Cost of Retirement Systems Benefits
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The line representing the relative cost of CSRS on the three
charts is horizontal, shawing that the normal cost of the CSRS is
the same at all salary levels. The costs of the private systems, as a
percent of pay, peaks at middle salary levels. Costs of private
sector pension systems at mid-salary levels are relatively higher be-
cause of the interaction of the maximum taxable wage base ror
social security » / integration of pension benefits with social secu-
rity.

Figure 3-2 st..  that the representative private sector pension .
systems, not including a capital accumulation plan, are somewhat
lower in cost than *he average system cost from the Hay-Huggins
study.?? Represents. .ve plan 1A, which includes a capital accumu-
lation plan, is above the Hay-Huggins average, and plan 2A is close
to average.®3

Large companies usually sponsor capital accumulation plans in
addition to a defined benefit plan: Our analysis of the Hay-Huggins
data base indicates that the average cost of the defined benefit pen-
sion is practically the same whether or not the company also pro-
vides a capital accumulation plan. Furthermore, the data shov no
correlation between generosity of the defined benefit plan and the
type of capital accumulation plan for companies offering both. An
employer with a high value pension plan is as likely to have a high
velue capital accumulation plan as is an employer with a less gen-
eroas pension plan. Accordingly, all four retirement systems (1, 1A,
2. 2A) can be taken as representative retirement system designs.

F' .re 3-3 compares employer costs for CSRS to those for repre-
sentative State pension systems. The pension plan of the more gen-
ero.s of the two State systems identified in Chapter 2, provides
about the same level of retirement income, by iiself, as is provided
by the current civil service retirement system. Since most State
employees also have social security, the total value of benefits is
higher than the current civil service retirement system. The condi-
sinns for retirement with full benefits of State pension plan 1 are
similar to those of the civil service retirement system.

State representative plan 2 is closer in design to the average pri-
vate sector plan. Employees cannot retire with unreduced benefits
until age 65, and the benefit accrual rate is only three-fourths of
the more generous representative State plan. Disability and survi-
vor benefits compare favorably to- the current civil service retire-
ment system and are, therefore, more liberal than in the average
private sector plan. However. private sector plans will have to im-
prO\‘"e survivor benefits in response to the Retirement Security Act
of 1984.

Even with the higher empioyee contribution rate (6 percent for
the Stae pension plan plus 6.1 percent for social security), State
system 1 has a higher employer cost than the CSRS at all salary
levels. In cost, State system 2 falls between the average cost from
the Hay-Huggins : tudy and CSRS at all salary levels.

37 About one-half the plans in the Hay Huggins study mnclude capital accumulation plans, and
their cost is included in the overall average

3 Plans 1A and 2A are identical to plans | and £ except that they include a capital accumula-
tion plan in which employers match onehalf of employee contributions up to 6 percent of pay
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D. OVERALL AVERAGE RETIREMENT COSTS

Figures 3-1 to 3-3 illustrate the average cost at various salary
levels. This comparison is instructive because most systems outside
the Federal government reflect the tilt in benefits from the social
security system and provide different benefit values at different
levels of pay. Benefit costs do not vary by salary groupings in the
current civil service retirement system. Rather, this system costs
the same, as a percent of pay, for all salary groupings from the
lowest of the highest.

The average cost of the current CSRS is identical to the cost of
any salary groupings within the system, Calculation of average
costs for private sector and State governments, however, requires
weighting the costs of salary groupings by the number of employ-
ees within each grouping. Table 3-3 shows these average costs,
weighted using the actual salary data for Federal employees, and
compares them to the current CSRS. In effect, this process esti-
mates the cost of each system for current Fedetal employees. These
costs are employer costs only. State government systems include
the cost of social security. Accordingly, employee contributions
(e.g., social security, CSKS contributions, State government require-
ments for employee contributions, and the employee share of cap-
ital accumulaticn plans) were subtracted from total system cost for
the comparisons in Table 3-3.

Table .7-3.— Normal Cost Comparisons—employer cost)

of pay

Civil Service Retirement SYBLOM .....ooorrrmmmimsieriiries coirvistasineinnninins s 247
Hay-Huggins study:

25 percent of PIANS DEIOW ..........coovi vt ittt 147

AVETREE oo vvvvcrvovisiossvassressescsesasseessss s e e 500 0000 18.3

25 percent of plans above............coi vt ra s vt 214
Private Sector Systems:

T COBEBOY oo e evsve sttt aa et vetsmrac e s ass s sttt s 0 RS e eS80 e s 173

D AGUEP TAER) v vevvrrs orrsrrssssissssss oo ssse s sisssss o . 148

1A (offset With CAP) cooovre it et srin i . 190

2A (step rate with CAP) 16.5
State Systems:

1 (INOTE FENETOUS) ....oceorverirsransirenseiaessisintossessssrssoses 288

2 (1096 FOMETOUS) . ...oorr. o ovvecrrrrrirssoassssess s s e sb s g0 80 e 00 21.3

Nore.—Direct comparison of retirement systems of the private sector over-estimates the CSRS
value because CRS includes benefits found in private sector insurance programs. These elements
are estimated to be worth 1 percent of payroll.

The current CSRS costs 6.3 percent of pay more than the average
of private sector pension systems in the Hay-Huggins survey. The
CRS representative private sector plans also cost less than the cur-
rent CSRS, from 5.8 to 9.9 percent of pay less, depending on plan
generosity and whether the plan includes a capital accumulation

plan.
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State government pension systems are more costly than private
sector plans and bracket the cost of the current CSRS. The more
generous of the CRS representative State system costs 4.1 percent
of pay more than the current CSRS while the less generous State
system costs 3.4 percent less.

E. ANALYSIS OF COST DIFFERENCES

1. Introdnction

The level of initial retirement benefits (including social security)
to private sector and current CSRS workers is about the same if
they have comparable ages (above age 62), years of service, and
salary histories. As shown in Table 3-4, the CSRS costs more be-
cause benefits generally increase with the rate of inflation and un-
reduced benefits are available to retirees at earlier ages. Without
these differences, the CSRS would not be more costly than private
sector systems. '

State government systems are more generouss than private
sector plans, and even, for one representative plan, than the cur-
rent CSRS. T arger accrual rates and availability of unreduced ben-
efits at earlicr ages cause the higher State system costs.

Analysis of these cost differences requires estimiates of the differ-
ent features of pension systems. These escimates compare the costs
of basic retirement benefits at age 65 including social security but
excluding other features such as disability, early retirement. or
postretirement adjustments. It is possible, then, to isolate those fea-
tures of the CSRS that are more generous (han corresponding pri-
vate sector plans.

2 Private sector compared to CSRS

a. Basic retirement benefit.—The basic retirement benefit at age
65 for private pension plans 1 and 2, when coupled with social secu-
rity, generates costs similar to the costs incurred by the civil serv-
ice retirement system. The cost of this benefit in the current CSRS
is 12.2 percent of pay, one representative private sector plan is 0.2
percent of pay lower and the ogher is 1.4 percent of pay lower (See
table 3-4). Shown another way, rrent CSRS replaces about 53
percent of final salgry after 30 years of service. The two private
sector pensions, by themselves, replace about 30 percent of final
earnings which, when coupled with social security, replace about
the same 509 average level of earnings. The total private sector
accrual percentage is higher at some salary levels, but this is offset
by basing private sector plans on high-5 years of salary rather than
high-3. The overall cost of providing the basic retirement at age 65
is about the same for the ("SRS as for the CRS-developed represent-
ative private sector systems.

BEST COPY 9



84 &

b. Pre-age 65 retirement.—Retirement before age 65 with unre-
duced benefits adds considerably to the cost of CSHS benefits com-
pared to those in the private sector. CSRS unreduced retirement
benefits can begin at age 55 with 30 years of service but private
sector employees must wait until age 62 (in plan 1) and age 65 (in
plan 2) for unreduced benefits. This feature adds 2.8 percent of pay
20 the cost of the current CSRS, compared to an additional cost of
0.8 percent of pay for the private plan that allows unreduced bene-

fits at age 62.

TABLE 3-4. —COMPARISON OF COST COMPONENTS: CSRS AND REPRESENTATIVE PRIVATE SECTOR

SYSTEMS

(i povoes
. L T
/ Base oot poyable at 386 65 . o e 122 120 108
d . s 11 25 24
Preag 65 nbvemed o 28 3 P)
Sorwwor ang famy bevetl o e e e 2 716
Total before mdexng o 202 187 165
Tolaf after mgenng . . . . . , . 317 233 209
Employee contribution . L 10 61 61
Evohper Q8 . . e 247 173 148
Captl Accomulalion Plan (systems 1A 06 2 0a).. . . . . e A RS A ¥
Totdl OMPOYY OOt o . 3 190 165

fote - -Totals may mof add doe fo oomding.
m-mmmummw‘mmmmmmmmtmmdmnmumw

c. Ancillary benefits.—Pension systems ordinarily include bene-
fits for disability and survivors. They are higher in the current
CSRS and accordingly cost more than they do in private sector sys-

tems.

CSRS disability benefits cost relatively more becuase they use a
more liberal definition of disability. The CSRS definition requires
that employees be unable to perform their <pecific jobs. Private
sector employees generally use the social security disability defini-
tion, m«}uiring that individuals be unable to perform any job in the
national economy.

Survivor benefits provided by CSRS cost more than combinad
survivor benefits from social security and the private sector pen-
sion plan. CSRS benefits are more costly because: .

__CSRS provides preretirement death benefits to survivors of
deceased employees with 18 months of service and without

Q Lt . s}'(’r\ . .~
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. regard to the employees’ ages. The representative prjvate
pension plans pay no preretirement survivor benefits unless
the deceased worker had reached hir 55th birthday and
worked at least 10 years. (The recently enacted Retirement
Security Act will change this to coverage after vesting.)

—If an employee elects to provide a postretirement survivor
benefit under CSRS, the ic pension at retirement is re-
duced by less than a full actuarial reduction (in effect the
entire system subsidizes part of the cost of the survivor bene-
fit). Private sector pension plans are permitted to ERISA to
apply a full actuarial reduction (no additional employer cost)
to compute the survivor benefit.

CSRS survivor benefits are more costly than those available to
protect survivors of private sector employees, even though social se-
curity is an added cost for private sector systems.

d. Vesting.—Employees earn a vested right to pension benefits
after a particular number of years of service. Once vested, they will
not lose benefits even though they leave the particular employer
before becoming eligible for unreduced or reduced benefits. ’lzhe
value of these vested benefits adds to the total cost of a pension
system. Vested benefits in the private sector are more valuable,
and cost more than they do in the current CSRS.

Employees who leave Federal emplcsfment (after vesting but
before they are eligible for a benefit) and withdrav- their contribu-
tions to the CSRS forfeit their rights to vested benefits (includi
those financed by the government).34 In the private sector, ERIS
requires that emplo{ees who terminate employment after vesting,
but before benefit eligibility, retain rights to the employer-funded
benefits. Private sector employees retain the rights to their vested
benefits while CSRS covered employees oftgn forfeit the employer-
paid portion of vested benefits. The loss of CSRS vested benefit
rights lowers the cost of this system in comparison to the private
sector systems. In addition, private sector employees are covered by
social security, which is fully portable and nonferfeitable.

e. Inflation protection.—The civil service retirement system bene-
fits generally increase with the rate of inflation while private plan
benefits do not. This feature accounts for most of the cost differ-
. ence between CSRS and private sector vystems. Social security ben-
efits also are generally increased at the rate of inflation, but pri-
vate pensions were indexed only about 30 percent according to ex-
perience in a recent period. The inflation adjustments in th TSRS,
combined with this system’s early retirement provisions, - = 1.5
percent of pay—about 7 percent of pay more than the . sate
sector plans.

"Thhfwfeimmbsp:wiﬁondhwandnotmrﬂy-luﬁm)' convequence of withdraw-
ing employee contributions. Theoreticaily, this proviso of law could be changed to allow employ-
ees to retain the right to the employer-funded portion of their vested benofits, even if they wi
draw their own contributions.

TN e 14}
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f. Employee contributions.—~%mployee contributions under CSRS
are sliggtly higher than the private secior employee’s contribution
to social security. Subtracting employee contributions from the
total system cost results in the employer-paid share of civil service
retirement syst ‘m costing 7.4 percent of pay higher than in the pri-
vate sector sys em 1 and 9.9 percent of pay higher than in the pri-
vate sector m 2.

g Gapitab accumulation plans.—When capital accumulation
plans are included, private sector systems 1A and 2A increase in
value but are still less costly in total than CSRS. The employer cost
of the cagital accumulation plans is 1.7 percent of pay. Only em-
ployees choosing to participate receive any benefit from a capital
accumulation plan.

3. State systems compared to CSRS

a. Basic Benefit at age 65.—The basic unreduced benefits provid-
ed by State government systems cost more than those under the
current civil service retirement system. (See Table 3-5.) State pen-
siorr:xglan 1 provides 2 percent accrual for each year of service com-
pared to the average 1.87 percent provided by civil service (30 years
of service). State pension plan 2 provides 1.5 percent pay. State
plans both have social security benefits added on to the basic pen-

" sion.

TABLE 3-5.— COMPARISON OF COST COMPONENTS: CSRS AND REPRESENTATIVE STATE SYSTEMS

i pemend]
- T T T s s swr
Basc 122 172 139
Vested 11 31 30
28 30 0
19 34 27
T S
202 20 219
RS (RS ¥ Y X
317 909 24
L I
247 28 73

DonefS woukd change « the ooy of the feafures were changed.
D T s S s i o o et 4 & 5
. Pre-age 65 retirement.—State pension plan 1 permits retire-
ment with full benefits at any age with 30 years of service. Because
relatively few employees achieve 30 rs of service and retire
before age 55, and because social security is not available until age
62, this provision is only slightly more costly than CSRS. State
plan 2 does not permit retirement with full benefits until a%iaﬁs
and, therefore this feature is less costly than the CSRS. Both State

o
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plans permit voluntary retirement with reduced benefits before the
normal retirement age, while CSRS has no comparable provision.

c. Vested benefits.—The cost of émployees’ vested benefits is
. gﬁter for the two representative State systems than for CSRS.

higher cost is due to two factors. In both the CSRS and the two
State systems, employees who withdraw their contributions when
they leave employment forfeit the eraployer-financed vested bene-
fit. The State ms, however, return the employer contributions
with interest, the CSRS does not. Also, State employees are covered
by social security, which is fully portable.

d. Ancillary beneﬁts.—-Dmaz‘ ility benefits are more costly for
both State retirement systems than for CSRS. The representative
State pension plans use a definition of disability comparale to
CSRS. State plan disability benefits are calculated using the basic
retirement benefit formula (accrual rate x years of service x com-
persation base) with the disabled employees’ years of service pro- .

to the normal retirement age. On average, this method
yields a benefit that is 40-50 percent of base par. compared to an
average of about 40 percent for CSRS. State employees also are eli-
gible for social security disability benefits.** The disability benefit
of State retirement system 1 is more costly than State retirement
system 2 because its basic retirement benefit formula is more gen-
erous.

Survivor benefits cost about the same under the State plans as
they do under CSRS. Because survivor benefits are dependent, in
part, on the basic :etirement benefit formula, State retirement
system 1, with its 2 percent accrual rate, costs slightly more than
the other systems.

e. Inflution protection.—Indexing has a mixed impact on the rela-
tive costs of CSRS and the representative State systems. Both State
pension plans index their benefits at 1 percent below the 4 percent
inflation assumption used in this analysis. The lower rate of index-
iniis more than offset under plan 1 because indexing is applied to
a higher basic retirement benefit. For State pension plan 2, the
cost of indexing is lower than for CSRS because indexing is at a
lower rate and tends to be applied over a shorter period since em--
ployees must wait until age 65 to receive unreduced benefits.

/.)' Employee contributions.—Employee contributions, including
social security, under State system 2 are only 1 percent oi pay
higher than CSRS, but the State system 1 contribution is substan-
tially higher, thereby removing much of the employer cost differ-
ence between this State plan and civil service.

The total cost of benefits under the more generous representative
state plan is 40.9 percent of pay——Q.I%Spercent of pay, or nearly 30
percent greater than the current CSRS. However, employees under
this State plan pay a contribution of 12.1 percent of pay (6.1 per-

#* Emploﬁm receiving Stste pension plan dusability benefits do not always receive s socinl se-
cursty disability benefit due fo social security's stricter definition of disability.
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cent for social security plus 6.0 percent for the State pension, com-
pared to CSRS’s 7.0 pervent.) This reduces the cout to the State as
employer to 4.1 percent of pay more than the CSRS.

1. REPLACEMENT RATE ANALYSIS
" A. INTRODUCTION

pare .
Replacement rates will be used in Chapters 4 and 5 to show distri-
butional effects of a new retirement system compared to the cur-
rvent system. The distribution differs because social security, with
its benefit formula tilt, replaces more income for lower income

Replacement rates are simple and straightfotward. They are cal-
culated by dividing workers’ retirement benefits by preretirement
earnings. Though simple in concept, calculations and their inter-
pretations are difficult in practice. These difficulties are usually
caused by inadequate data.

1. Gross and net replacement rates

President Carter’s commission to study retirement income pro-
concluded that “the replacement of preretirement disposable
income from all sources [was] a desirable retirement income
goal.” * The Commission developed rough data to show that re-
laeementratesneceasarytomaintainamtantstandmﬂof
iving were lower for higher income workers than for lower income
workers. After adjusting for changes in tax liability, work-related
expenses, and savings and investments, the Commission estimated
that in 1930 retirees needed to replace from 51 to 86 percent of
before-tax final earnings, depending on income and mariial status.
This chapter, analyzing retirement systems as they now exist,
usesbothgroesandnetmplaoementmtesinitsanalysistoshow
retirement income generositgeand distribution across the salary
scale. Chapters 4 and 5, on_the other hand, present analysis of op-
tions for designing a new Federal retirement system for workers,
many of whom will not retire until well into the next century. For
this analysis, only groes replacement rates are used because devel-
opment of net replacement rates for a period 40 years in the future
would require assumptions about changes in current Fedoral tax
laws to make the analysis meaningful. Eurthermore, gross replace-
ment rates are sufficient for a comprehensive examination of the
analytical issues far the new design of a Federal retirement
system. Net replacement rate analysis in this chapter only takes
into consideration changes in tax liability and any direct payments
made by workers to the pension system. Because of the lack of reli-

» Coming of Age: Toward & National Retirement Income Policy. President’s Commission on
Pension Policy. 1981,
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able data on consumption expenditures, such as work-related ex-
penses and savings, they are excluded from the analysis.*

2. Replacement rate methodology

Replacement rates provide a powerful analytical device, and they
are used extensively throughout the study. They permit analysis of
benefit generosity and distribution. The analysis shows differences
by: (1) income class, (2) real benefits over time, and (3) retirement

This chapter analyzes replacement rates for the representative
private sector and State government pension systems identified in
Chapter 2. Both representative private sector plans integrate their
benefit formulas with social security; the two State plans do not.
Major private sector companies usually offer a capital accumula-
tion plan in addition to the basic defined benefit pension plan. Re-
placement rates in this chapter include the effects of a capital ac-
cumulation plan as if it had been offered and employees had par-
ticipated fully during their working years.

a. Analytical Framework.—Retirement income is usually ana-
| only at the time of retirement. The replacement rate model

evelo by CRS goes well beyond this to estimate retirement

income both before and after taxes at various years after retire-
ment and compares that with today’s standard of living. Thés CRS
model shows how benefit levels may be eroded by inflation and
changes in tax liabilities. -—

Federal workers may retire at age 55 with unreduced benefits.
While State and private sector workers also may retire early, social
security benefits—a major oomgonent of retirement income—are
not available until age ?g The differences in tax treatment of em-
ployee contrioutions to the retirement systems also cause changes
in net replacement rates that affect the comparison at different
points in time. A retiring Federal worker's initial net replacement
rate drops significantly within one.to two years after retirement
when the benefit changes from “tax free” income, while retirees
are recouping the amount of the contributions, to fully taxable
income. Although this tax change affects State retirees, who also
may pay pension contributions, it does not affect private sector
workers in the representative plans, because they usually do not
contribute directly to the cost o}, the pension and so must fmy taxes
on pension benefits from the beginning. One-half of social securit
benefits is not taxable, however, and the portion of the other half
that can become taxable depends on the degree to which the combi-
nation of adjusted gross income and one-half of social security ben-
efits exceeds threshold amounts (325,000 for single individuals and
$32,000 for couples). Thus, urder current tax laws social security's
value in terms of net reylacement of income is higher than most
forms of pension income.38

Both gross and net replacement rates for workers retiring before
age 62 under the State and private plans will change significantly

— —

» See Appendix ( for 8 full discucsion of the CRS replacement rate model, and for an explana-
:}on of some difficulties with the not replacement rate concept for a period 40 years into the
uture.

** For a brief discussion of the tax treatment of private pension plans, see Appendis A.
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when social secxirity benefits begin. A slight change in tax liability
occugs under all systems at age 65, when retirees become entitled

to an additional income tax exemption. Changes in replacement

rates occur -each year in retirement for plans that do not fully
adjust benefits for price inflation. This analysis therefore looks at
net replacement rates over the retirement years because many
changes occur with time. Initial replacement rates are only the
starting point.

b. Agsservice combinations selected.—To illustrate the replace-
ment Mites under the various retirement systems for workers retir-
ing in 1985, it 4s necessary to select various combinations of age
and years of service. To keep the presentation mansigeable, five
combinations of age and service were selected—55/30, 62/20, 65/10,
65/30, and 65/40.

Federal workers are first eligible for optional retirement under

CSRS at age 55 with 30 years of service. About one-third ¢ workers

who become eligible at age 55 retire within one year. This combina-

tion of age and service is a benchmark for comparing raplacement

" rates under the present system with those under any o ‘the State

and private systems. The 65/1C combination shows replacement

rates for short-service workers. The 62/20 combination illustrates

the effect on replacement rates when reduced social security bene-
fits begin. The 65/30 combination illustrates the replacement rates
received by career workers with unreduced benefits. Although re-
placemen} rates for an age 65/40 year combination are included to
show thetull potential of participating in the different retirement
arrangeménts, relatively few persons work that long for one em-
ployer. The replacement rate tables for the five age/service combi-
nations are included in Appendix D.

c. Effect of capital accumulation plan on replacement rates.—
Many private sector workers have the option to participate in a
capital accumulation plan. As shown in Chapter 2, workers contrib-
ute to the capital accumulation plan with either pre-tax dollars
(e.g., 401(k) plan) or post-tax dollars (eg., thrift or savings plan).
Workers participating in a capital accumulation plan obtain g
higher postretirement replacement rate in exchange for less dispos-
able income during the time thez pay into the plan.?® The after-tax
cost of contributions to a 401(k) p
higher marginal tax rates. ,

oluntary participation in the capital accumulation plan over a
long working career -significantly increases gross and net replace-
ment rates. This is for two reasons: (1) the 6 percent of salary ved
bv the worker participating in the dapital accumulation pl 'lonﬁ
with the employer matching contribution (3 percent of salary) an
earnings on the fund balance, are paid back as retirement income,
thereby increasing the numerator of the replacement rate, and (2)
workers who elect to defer receipt of compensation will lower their
preretirement spendable income throughout their working life,

is Jower for workers with

5% The voluntary capital accuinulation used for this analynis is treated for tax purposes
as & $401(k) plan. (See A ix A for a further discussion of capital accumulation plans.} The
analysis does nof deal with the posaibility that individuals might merely reduce other savings by
the amount cantributed to the capital accumulation plan. Instead, the analywis treats them as if
their contributions to the capital accumulation plan were additional savings, or, in other words,
forgone current consumption.
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thereby reducing the denominator. Comparing the replacement
rates of two private sector retirees with the same salary
shows that the one in a capital accumulation plan will have a sig-
nificantly higher replacement re.e, but at the expense of lower pre-
retirement spendable income. The small change in tax liability™
lower income taxes as a worker and higher taxes as a retiree—does
not affect this overall result. Earnings replacement rates shown in
this study for the current CSRS do not take into account anticipat-
ed retirement income from voluntary savings of workers. The cur-
rent CSRS does not provide for emﬁloyer contributions to employee
savings plans. A Federal worker who voluntarily saved 6 grcent of
pay would increase his earnings replacement rate above that
shown on the charts. However, he would have to save 9 percent of
pay to eiual the increase in retirement income available to a pri-
vate worker whose employer offers to contribute 3 percent of pay
(one-third of the total) to the capital accumulation plan.

~d. Assumptions for replacement rates.—Replacement rates shown
in the following Fraphs in_this chapter and the tables in Appendix
D assume the fol owmﬁ: : A

(1) Married workers always take their pension benefit in the
form of a joint and survivor annuity. This reduces the earnings
replacement rate for married workers compared to similar
single workers. ’ - ,

(2) Married workers receive a full spousal social security ben-
efit, thereby increasing the social security benefit by 50 per-
cent. This is especially significant to lower paid workers be-
cause of the weighting of the social security tonefit in their
favor. (See Figure 3-4.)

(3) Workers participating in the voluntary capital accumula-
tion plan participate fully during their entire period of service.
The plans are designed as 401(K) plans and, therefore, the em-
ployee contribution is not taxed currently. Such plans must
satisfy IRS tests that specify the amount that ma deferred
by the higher paid one-third of workers in relation to the
amount actually deferred by the lower paid two-thirds. The re-
placement rate from an annuity bought with the voluntary
capital accumulatiop account balance declines over time by the
rate of inflation since the benefit is unindexed.

(4) Interest rates on the accumulated contributions in the
voluntary capital accumulation plan are compounded annually
using historical interest rates earned each year from 1944-1984
lzg participants in the Teachers Insurance Annuity Association
(TIAA) defined contribution plan. Since it is the largest private
sector defined contribution plan, it is representative of past in-
terest rates earned by large numbers of workers. Different in-
terest rates, salary growth and participation rates would °
change the value of the capital accumulation plan.

(3) Gross replacement rates under the capital accumulation
plan are the same for workers with the same amount of service
and retirement age but with different starting salaries since
salary growth and interest rates are assumed to be the same.

(6) Inflation over the postretirement period is 4 percent. Pri-
vate pensions are adjusted during the retirement period by
30 percent of the increase in the CPI. State plans place a 3 per-

ey
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cent lim:t on the cost-of-living adjustment. Social security and
CSRS benefits are fully indexed and adjusted annually.

¥} Salardy increases each year are based on average salary
growth and estimated promotional patterns.,

-

8. GROSS REPLACEMENT RATES AT RETIREMENT

. This section shows (1) the effect of marital status on social securi-
ty and CSRS benefijts and (2) gross replacement rates at, the time of
retirement for career workers retiring at age 65 with 30 years of
service. * ’ ,
1. Fﬂ"ect of marital status on social security and CSRS benefits

A

t age 65, workers may retire with full social security benefits.
Figure 3-4 illustrates not only that social security benefits are
weighted in favor of lower paid workers, but also that civil service
benefits replace the snme proorortjon of final earnings for all work-
* . ers with the same amount gervice. This figure also shows how
the social security tilt is incréssed for married workers who are eli-
gible for the 50 percent spousal benefit.** In the case of CSRS, how-
B er, married workers would have their benefits reduced by 5 to 9
percent to provide survivor protection. This reduction is to help
pay for the cost of extending the pension over the expected lifetime
of two individuals.

©Gross replacement mfmmmmmmaﬂmtm/mm
tioasforbothsin(kmdmrri‘dpemmdwwninAMsD.

"Mymmiwmmmmwwtheirmm t. In thie case,
the apouse benefit is only s tee that th- combined social security t wilkbe at least
50 percent greater than if worker were sunfle Because the spouse benefit is often elocted

before age 65 and hmmwd@dymmwm:mdminmbeit is often
sliahtlyleasthsnﬁopercentoﬁheprimrymi«baﬁm
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Freure 3-4.—Groes Replacement Rates for CSRS and Social Security—Single and
sarried Employees Age 656 With 30 Years of Service

Legend
CSRS—Single
CSRS - Marvied

. : S SS~Married

Replocermnent Rate (X)
9
!
|
!
;
|
|
|
I
l
|
|
|
l
l
[
|
|
!

£ A M 1y )
Final Gross Solary (Thousand $)

2. Gross replacement rates fér career workers

Figures 3-56 arnd 3-6 show the extent to which gross final earn-
ings would be replaced under the representative State and private
systems (social security plus pension) for career workers retiring at
age 65 with 30 years service. These are compared, on each figure,

the gross replacement rates for CSRS. Figure 3-5 shows that
::*‘sons with final earnings all the way up to $65,000 would do
better at the point of retirement under both State systems than
they would under the current CSRS. Since these State systems are
“add-on” plans, computed independently of social security, the
overall replacement rates maintain the tilt of the social security
benefits illustrated in figure 3-4. State system 2, which is less gen-
erous, replaces about the same final earnings for the $65,000 work-
ers as CSRS, but provides substantially higher replacement rates
for workers with lower garnings.

p

PR

1489




94
Ficurk 3-5.-—Gross Replacement Rates for State Systews | and 2—Single Employee

Age 65 With 30 Years of Service
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Figure 3-6 shows replacement rale distributicn for the two repre-
sentative private systems (without & capital accumulation plan).
Both private systems follow almost the same distributional curve
even though one provides an offset plan and the other a step-rate
plan. Social security benefits are taken iuto account explicitly in -
offset plans and implicitly in step-rate plans. Both private systems
provide higher gross replacement rates than CSRS for workers
with final earnings up to about $40,000. From that point on, CSRS
provides slightly higher replacement rates. However, most Federal
retirees in FY 1983 had final earnings below $40,000.
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Fiourg 3-6.—Gross Replacement Rates for Private Sgter_ns 1 and 2—Single
rvice

Employees Age 65 With 30 Years of
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Since the two private plans are integrated with social security
and provide benefits tilted in favor of the higher paid workers, the
distributional curve is flatter than for the two State systems shown
in Figure 3-5. The combined social security and pension benefits
under the private systems maintain part of the social security tilt
and still yield higher earnings replacement rates to lower paid
workers.

J. Effect on capital accumulation plans on replacement rates

A growing number of private sector retirement systems include
company-sponsored capital accumulation plans. Analysis compar-
ing cost and replacement rates of representative private sector
plans to those of the current CSRS have therefore included capital
accumulation plans as part of the benefits package available to pri-
vate sector employees. The analysis of options for a new Federal
retirement system (Chapters 4 and 5) also considers the effects of

_these savings plans on retirement system costs and on employee
benefits.

Addition of capital accumulation plans to an overall retirement
system increases replacement rates substantially. This is because
recent high interest rates cause large increases in benefits from
these capital accumulation plans. For the private sector/current
CSRS comparison, workers are assumed to retire at the end of 1984
and an interest rate of 10.6 percent—very high by historical stand-
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ards—was used to convert the account balance into an annuity.
Monthly annuity payments are very sensitive to this interest rate
assumption.

Although capital accumulation plans are relatively new as a
major feature in many retirement systems, this analysis assumes
that the plans have been in effect during the workers entire work
life and that the workers participated fully each year by contribut-
ing 6 percent ot pay. Thus the rates shown should be considered to
be an upper limit of what is prssible, rather than what is likely.

Figure 3-7 shows the substantial increase in gross replacement
rates if a worker participates fully in the capital accumulation
plan over the entire 30 years. The initial benefit provided by the
capital accumulation plan when added to social security and the
private pension, replaces over 100 percent of gross earnings for
workers with final earnings up to $65,000. (Net replacement rates
would be even higher.) If workers did not participate in all years,
had slower salary progressions, earned lower intefest rates, or did
not contribute the full 6 percent of pay, replacement rates from the
capital accumulation plan would be lower. The higher replacement
rate achieved by participation in the capital accumulation plan
comes partly at the expense of lower preretirement consumption.
(The pension component in representative system 1 is the same as
system 1A, except that the latter includes a voluntary capital accu-
mulation plan. The same rule holds true for private systems 2 and
2A) :



Fiouxe §-7.—Grose t Rates for Private reus 1A and 2A—Single
E&n;{oyve Age 65 With 30 Years of Service
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C. REPLACEMENT RATE ANALYSIS DURING RETIREMENT

Because of limitations in examining replacement rates solely at
the point of retirement, the rest of this chapter discusses changes
occuring over time emphasizing net replacement rates. Net replace-
ment rates reflect differences in tax treatment of pred and postre-
tirement income. Key ages at which net replacement rates are ex-
amined are as follows:

Age ‘ For workers retiring ot age 55
85.....ccceecco.. .. Initial annuity starting date. Benefits under contributory defined
benefit plans are not taxable yet.
1. R Ugt‘ﬁgy benefits under contributory plans would become fully tax-
62 Reduced social security benefits become available.
65......cievnnen, Additional personal income tax exemption becomes available.
56t080.......... Benefits that are not fully indexed are eroded by inflation.

1

Figures 3-8 through 3-12 and Table D-1 in Appendix D show the
effect of these factors for single workers in different years of the
postretirement period under CSRS and under each of the repre-
sentative private sector and State government systems,

Figure 3-8 compares net replacement rates under CSRS and the
State systems for a single person who retired at age 55 with 30
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years of servie and final salary of $30,000.42 At retirement, State
plan 1, together with social security, provides a net replacement
rate of about 81 percent, compared to 72 percent for CSRS. When
replacement ra‘es are calculated at age 58, they drop sharply. Age
58 was selected for computational purposes because by this time
the retirees have fully recouped their after-tax contributions and
y their pension benefits are fully taxable. Actually, participants in
State system 1 receive their contributions back "1 benefits after
about 11 months. This takes about 3 months under State system 2
and about 14 months under CSRS. CSRS and State system 1 com-
pare fairly closely from age 58 to 62. From age 58, the CSRS re-
placement rate remains at about 63 percent because benefits are
indexed for intlation. State system 1 erodes gradually because ben-
efits are only partly indexed to inflation. o

Ficure 3-8.—Net Replacement Rates for State Systems | and 2—Single Employee
Age 55 With 30 Years of Service, Final Gross Salary: $30,000
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The two State plans [ our illustrations are actually indexed by
three-quarters of the rise in inflation since our postretiremenit in-
flation rate assumption is 4 percent and the State plans are as-
sumed to cap their cost-of-living adjustment at 3 percent. A higher
inflation rate assumpiion wvoyld cause further erosion in the value
of the State plan benefits. The two illustrative private plans are as-

42 Net replacement rstes for single and married workers at other final salary levels are shown
in Appendsx ).
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sumed {o adjust benefits by 30 percent of the rise in the CPI, re-
gardless of what inflation actually is.

At age 62, the net replacement rate under State system 1 jumps
to nearly 90 percent because social security benefits become avail-
able to th~ retiree. Net replacement rates also increase slightly
under all systems at age 65, when Federal income taxpayers qual-
ify for an additional exemption. Thereafter, inflation erodes the
State system 1 replacement rate down to 78 percent at age 80. The
State system 1 retiree at age 80 still has a higher net replacement
rate than the CSRS retiree, by about 20 percent. State system 2 fol-
lows a similar pattern to State system 1, except that it begins at
around 29 percent at age 55 and ends at about.44 percent. At age
80, the State plan 2 retiree’s replacement rate would be about 32
percent below that of the CSRS retiree.

Figyre 3-9 compares net replacement rates under CSRS and pri-
vate systems 1, 2, 1A, and 2A for a single person who retired at age
55 with 30 years of service and final salary of $30,000. If a worker
covered by private system 1A or 2A did not participate in the cap-
ital accumulation plan, the replacement rates would be the same
as those vided by private sytems J and 2. It should be noted
that two-thirds of the area between the bottom replacement rate
curve (private systems 1 and 2) and the top curve (private systems
1A and 2A) is the result of the 6 percent voluntary employee con-
tributions made to the capital accumulation plan. Federal and
State workers in our analyses are as:umed not to save additional
amounts for retirement since no em ioyer-matched savings plan is
offered. If only benefits derived .rom the 3 percent employer
matching contribution to the private sector capital accumujstion
plans were shown together with the pension and social security,
net replacement rates under private systems 1A and 2A in figure
3-9 would be lower than CSRS at every age level for a ©30,000
earner choosing early retirement.




100

FiGUure 3-9.—Net Replacement Reates for Private Systems—Single Em
With 30 Years of Service, Final Gross Salary: sns%.ooo ployes Age %
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While starting at about the same level, after private plans 1A
and 2A retirees begin receiving social secunntly at age 62, their net
replacement rates exceed those of CSRS until age 73, but inflation
continues to erode the private benefits after this period to levels
below CSRS. At age 80, replacement rates under private systems
1A and 2A are about 14 percent lower than those of CSRS. Since
the capital accumulation component is unindexed, the replacement
rate curve for systems 1A and 2A declines more steeply than for
private systems 1 and 2.

Figure 3-10 compares CSRS to State systems 1 and 2 for a single
person who reti at age 65 with 30 years of service and a final
salary of $30,000. In these cases, the two State systems provide
higher net replacement rates than CSRS. First, unred social
security benefits are available at age 65. Second, benefits under the
State plans are not actuarially reduced for early retirement as they
would be for a worker retiring before age 65. State system 1 begins
about 60 percent higher than CSRS and declines. to about 45 per-
cent higher at age 80. State system 2 follows a similar path, but
begins at about 24 percent higher. v
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Fraurx 3-10.—Net Replacoment Rates for State xmz—&w Employee
Age 65 With 30 Years of Service, Gross Salary: $30
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Fifure 3-11 compares CSRS and private systems 1 and 2 for a
single person who retired at age 65 ith 30 years of service and a
final of $30,000. The private systems are nearly identical.
After the CSRS retiree recoups his after-tax contributions and his
benefits become fully taxable, the replacement rate drops slightly
below the private system’s until age 73, when they all are about 65
percent. Inflation continues to erode the private benefits so that at
age 80 they are about 8 percent below those of CSRS.
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Ficurg 3-11.—Net Replacement Rates for Private Systems 1 and 2—Single
Employee Age 65 With 30 Years of Service, Final Gross Salary: $30,000
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Figure 3-12 compares CSRS and private ms 1A and 2A for a
single person who retired at age 65 With 30 years of service and a
final salary of $30,000. The replacement rates from the private sys-
tems which include a sur;:g:‘emental capital accumulation plan to
which the employee contributes 6 percent of pay are nearly identi-
cal. Inflation erodes the private ms, however, from an initial
net replacement rate of about 130 percent to about 92 percent at
age 80. The net replacement rates at age 80 still exceed CSRS, how-
ever, by about 42 percent. Even if just the 3 percent employer
matching contribution were taken into consideration, net replace-
ment rates for the private sector workers retiring at age 65 with
$30,000 final earnings would still exceed CSRS.
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CHAPTER 4: ANALYSIS OF DESIGN ISSUES FOR A NEW
FEDERAL RETIREMENT SYSTEM

1. INTRODUCTION

In the preceding chapters, pension practices cominon to employ-
ment outside the Federal Government were identified, and their
costs and benefits analyzed. Representative plans were devel
so that comparisons could be made to the costs and benefits of Fed-
eral workers. One of the representative State plans exceeds the
curmntCSRSbyaboutfourpewentofgy.TheCSRSexceedsthe

ily for two reasons: henefits payable at age 5. are higher
than private sector benefits payable at that age, and CRS benefits
are better protected against inflation that occurs after the benefits
are awarded.

The study has determined, however, that for workers retiring
after a full career under private and Ststgs;gtems. replacement
mtes,atreﬁrementmsimﬂartothoaeof . It was also found

time,themtimg:trgmdemplominthepﬁmtemrdo
not penalize. as y those employees who choose to move from
one job to another. Social security credits are portable or transfer-
rable from job to job and are indexed to retain their real value.
Emﬂoyeeswhobecometotally and’ permanently disabled are
often roi}',atlleastiniﬁaﬂy,witht)ypimlpﬁvatigmrdisﬁl:l;
ity protection (including social security ,sgmll‘ y if those employ-
“ees have had short service, low salaries or have additional depend-
ents. The current CSRS does provide benefits for the survivors of
workers that in some instances are better than those found in most
other employment, but life insurance provisions found in the pri-
vate sector plans are often superior. Finally, current CSRS retirees
may elect survivor benefits, but it causes a reduction in the retire-
ment annuity. Similar provisions in private sector pension plans
require a greater reduction, but social security survivor protection
’ (105)
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does not cause a reduction in the retirement benefits of primary
beneficiaries.

In th.is chapter, issues in designing a Federal retirement system
will be examined according to the ndings of previous chapters.
The chapter is divided into the three major retirement m com-

nents: Retirement, disability, and survivor or family benefits.
Echdesisnaltemtwewillbecom to pension practices
commot to employment outside the Federal government and to
how well the benefits of the current CSRS are replicated. Some
designchoiwsweredenlopedthatdiﬂ'erfmmbothCSRSandthe

practices common to empl t outside the government if these
alternatives showed ial for improving existing benefit de-
signs. Costs of particu choices are shown with the effects of each
upon benefit distributions.

In each section, the basic tradeoffs in costs and benefits are ana-
'lymd.Anix:rortantpurpoeeofmischapteristodeterminethe
effect upon 1 retirees if more or less plan money is spent on one
feature or another, or upon one group relative to another. By hold-
ing total system costs constant, it is possible to determine the effect
u&o: categories of beneficiaries by shifting the concentration of
expenditures among the basic plan components or between
specific provisions within those components.

Benefit levels are d:splayed by use of gross replacement rates for
employees retiring in the year 2030, after scheduled changes to
social security have phased in. Comparisions of design alternatives
by use of gross replacement rates provide adequate information as
to the relative effects of each variation. Net replacement rates are
not shown for these employees because the future relationship be-
. tween economic assumptions, social security benefit tax liability,

. and the overall structure of Federal and other taxes can not be pre-
sumed. Showing the sensitivity of net replacement rates to changes
in that relationship would further complicate an already complex
analysis. Under some designs, the tax liabilities of new Federal
workers (and future retirees) covered by social security could be
significantly affected by the structure of their retirement system
relative to comparable tax treatment of current workers. Analysis
of these differences can be accomplished -as specific proposals

emerge. o

¢

-

I1. DEsicN Issugs IN RETIREMENT BENEFITS

A. ANALYTIC APPROACH TO RETIREMENT ISSUES

limitless, and all of them can be modified to meet rmined cost
objectives. Because the issues in benefit design can be anal
within a range of costs, this study separates the issues of cost from
the issue of pension design. The separation was accomplished b
holding the total costs of the plans approximately the same as eac
major benefit provision was anal .
e important issues in benefit design are related to plan distri-
butions along the salary scale, for different age and service combi-
nations, between retiring employees and those who leave before be-
coming eligible for immediate benefits, and among the different

12 .

3 The number of petential retirement system deeigns is virtually
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lan com&onents: retirement, disability, and survivors cr family
nefits. Within the same overall cost, monev can be more heavily
spent upon one provision at the expense of a ;other; benefits can be
made to favor one group relative to anothec. All of these distribu-
tional questions can be resolved before the cost of the system is fi-
nally fixed—cost determines the generosity of a system but does -
not have to determine its distribution to specific provisions or

"/ within categories of beneficiaries.

1. Constant cost and benefit equivalence

The Congressional Research Service established a common
framework so that important choices could be analyzed individual-
ly as variations from the same base. Each variation compares (1)
benefits of the current CSRS to (2) the benefit distributions that
would occur under identical circumstances if the plan is changed to
reflect practices in other employment.

Constant cost analysis relies upon the concept of “actuarial
equivalence” in which the aggregate present value of benefits pro-
vided under two alternative sets of provisions are proj to be
identical, even though the provisions themselves differ. Specific
provisions can 4lso be structured in several different ways that
would yield to an individual retiree the same lifetime oresent value
of benefits. Thus, normal costs of two sets of provisions can be
made to cost the same, even though the impact on individuals of
the twn sets may differ. The analysis of retirement provisions in
this chapter shows: (1) the normal cost of one provision in a m
relative to another in the same system, (2) the relative cost of vari-
ations in provisions in a system in which all other provisions are
held constant; (3) the distributional effects on beneficiaries of two
systems that cost the same but which have different provisions:;
and (4) the choices that can be givcn to individuals, between provi-
sions that cost the same and pay the same, but that alter the struc-
ture of payments.

2 Directing retirement expenditures

The basic tradeoffs in design are as follows:

a. Distribution of plan expenses by salary level —The current
CSRS pays the same gross replacement rate for the same number
of years of service, regardless of salary level. Social security redis-
tributes some program funds to workers with careers of lower
wages. By altering the method of coordination with social security,

nsion funds can be made to move away from or toward higher- or
ower-paid workers.

b. Distribution of plan expenses by age.—By providing unreduced
benefits as early as age with 30 years of service, the current
CSRS encourages workers to retire early. This inducement to retire
upon becoming eligible is, in recent years, partly the result of post-
retirement benefit adjustments exceeding the level of wage in-
creases. However, even if wages and retirement benefits increased
at the same rate, older workers have lower present values in retire-
ment income for the same number of years of service compared to
younger workers because the same rates of replacement would be
received over a shorter period of time. This same concentration of
plan expenditures can be incorporated into a new system. On the
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other hand, by introducing reduction factors or other penalties for
early retirement, plan money can be made to flow toward workers
retiring later, thereby encouraging later retirement, if so desired.

c. Distribution of plan expenses by service—The current CSRS -
provides relatively small benefits to workers separating long before
retirement; whereas, socinl security benefit credits are transfera-
ble, thereby grauting more rights to se ting employees than are
currently available. A new pension could provide even more in sep-
aration r'ghts at the expense of retirement benefits, encouraging
greater employee mobility—if that is a desired objective.

d. Constancy over time.—The current system maintains benefit
values after retirement by providing cost-of-living adjustments
(COLAS). If benefits are permitted to erode over time, at the same
system cost, benefits can be im roved in other provisions.

e. Employee discretion.—The current system specifies the
amounts of benefits received b eli?ible workers, but gives them
some control over when those benefits begin. Employees can also
choose postretirement survivor benefits and can urther stipulate
the percentage of the salary base to be used in their computation.
In a new system it would be ible to retain these choices and to
add others. For instance, vo!my su rlemental capjtal accumula-
tion plans could be established that allow employees to choose re-
ducing take-home pay to increase retirement benefits. Employees
could be given choices as to the structure of annuity payments,
whether they be indexed, or with fixed payment times, or with var-
ious combinations of lump sums and’ periodic payments. It is also

ible to permit employees to borrow against their accruéed bene-
it rights, or to draw them out in advance under specified circum- -
stances. Permitting early disbursement of funds allocated for re-
tirement is generally restricted to capital accumulation plans, but
it need not be. These choices can be designed to achieve the
same projected system cost, although expenditures could be moved
forward in time, and may cause uncertainty as to the ultimate
level of retirement benefits.

B. BENEFIT ISSUES COMMON TOQ ALL DESIGNS

1. Benéfit formula ’

The basic provision in a defined benefit plan is the retirement
benefit formula. The formula is used to compute the benefit an in-
dividual receives at various points of eligibility. The formula is usu-
ally composed of: (1) a salary base, and (2) an “accrual rate,” or the
multiplication factor. Reduction factors for early retirement or for
‘gt;rvi‘gor benefits are applied after the computation of the basic
' benefit.

a. Salary base.—The current CSRS uses a salary base equal to
the average of the highest three consecutive years salary (HI-3).
From 1930 until 1969 the salary base was the highest five years
salary average (HI-5), although until 1948 there were limits upon
the maximum salary that could be used. In grivate sector plans,
HI-5 is the most common base used in defined benefit plans
(46 percent). Evidence gathered by the WK:tt Company however,
S egt? that llarger companies frequently have pension plans with
a HI-3 formula.
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In the current CSRS, late career promotions and step increases
have significant effects on size of annuities. Basing the benefit com-
putation on a relatively few years favors employees with upward
slopes in income to the date of retirement. Highest salary usually
occurs just before retirement, and a narrower salary base produces
an annuity more closely linked to final salary. Using a HI-5 in-
stead of a HI-3 salary base would reduce the effect on the salary
base of salary increases near retirement, by averaging those in-
creases over a longer period. Employees whose salaries have been
relatively constant ovar five years would be less affected by the dif-
ference between a HI-5 and a HI-3 salary base then employees
with rapid increases near retirement.

In a system that would include social security, a salary base of
HI-5 would have a smaller effect because only that portion of the
benefit used for computing the Federal pension portion would be
affected. In a plan costing the same as the current system, includ-
ing social security and holding all other provisions constant, the
normal cost would be 1.4 percentage points lower if the defined
benefit plan were to use a HI-5 salary base compared to a HI-3
base. Benefits of the Federal pension part would be reduced by 6.5
percent.

b. Accrual rate.—The accrual rate used in a benefit formula is
the perceniage by which the salary base is multiplied for each year
of service to produce a monthly benefit amount. Thus, the accrual
rate determines the additional share of the salary base that is
earned for each additional year of service.

In the current CSRS, the accrual rate for most general schedule
employees is smaller for the early years. The current accrual rate
is:

e 1.5 percent for the first five years service,

e 1.75 percent for years six through 10, and

e 2.0 percent for all years over 10,
with 2 maximum replacement rate of 80 percent, reached with
about 42 years of service.

The accrual rate is the main determinant of overall plan gener-
osity. For the rest of this study, the accrual rate is the factor
changed to “tune” a plan cost to compare two or more plans with
different provisions. To accomglish these comparisons, a basic plan
model was created, complete in all provisions but with no attempt
made to rationalize the features, or to make them conform to an
standards that might be applied if such a plan were to be consid-
ered for adoption. The dominant characteristic of this “backdrop”
plan is that it closely replicates the current CSRS provisions, but
with social security taxes and benefits incorporated. Thus, with
costs of the backdrop held constant to the current CSRS, and wit
minimum changes made to accommodate social security, the back-
drop plan approximates the current system benefit distribution to
the various categories of plan beneficiaries. The backdrop plan is N
then modified, provision by provision, to see how costs and benefit
distribution are affected if features common to practices outside
the Federal Government are introduced. By adjusting the accrual
rate until costs between the two samrle designs are again rougl;?r
constant, while continuing to hold all other provisions unchanged,
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costs of the specific change can-be isolated and benefit levels and
distributional effects analyzed.

2. Vesting, portability, and deferred benefits

In the current CSRS, employees are vested for retirement and
disability henefits after five years of service, and for preretirement
survivor benefits after 18 months. Employees leaving their Federal
jobs immediately lose rights to disability and survivor protection. If
they are otherwise vested but receive a refund of past contributions
they forfeit all iights to deferred benefits. These rules are in
marked constrast to the rights of employees covered by a private
pension plan and social security.

The introduction of social security into the configuration of Fed-
eral retirement benefits will change the vesting and portabilit
rules for affected employees. Because social security earnings cred-
its are transferrable, a portion of the benefit credits earned in Fed -
eral employment will retained by separating employees. This
improved portability could cause an increase in employee turnover
rates. With a new pension designed to accompany social security
that more closel{ resembles the egractices of the private sector, em-
ployees also could have improv vested rights to pension benefits
in addition to the portable social security rights. First, while em-
ployees in the private sector usually are not required to contribute
to their pension, they always have a vested right to their own con-
tributions, plus interest. Second, once becoming vested to benefits
based upon the employer’s share of plan costs, they do not forfeit
:)hose rights at separation, even if they withdraw their own contri-

utions.

To be fully vested for CSRS benefits, an employee must have
paid CSRS contributions covering at least five years of service. Em-
ployees who leave Federal service with less than five years are re-
funded all contributions, plus three percent interest upon the accu-
mulated sum. Employees leaving their jobs with more than five
years service are given a choice of forfeiting their rights to a pen-

“sion and receiving a lump sum of their contribution without inter-

est, or remaining eligible for a benefit payable at age 62 based on
the HI-3 salary when the emgloyee resigned. Because employ-
ces have already been taxed on the amounts deducted from their
pay for CSRS benefits, these is no incentive under the current law
to invest refunded contributions into a tax-deferred annuity ac-
count, such as an Individual Retirement Account (IRA). In most
cases, separating Federal employees forfeit their rights to a Federal
pension by withdrawing their contributions, and many probably
use that refund as a temporary increase in spendable income.
Many analysts believe that the practice of spending refunds is es-
pecially likely among lower-income workers, whose need for long-
term investment for retirement is arguubly greater, but on whom
the pressures for immediate consumption are probably greater still.

4. Comparing the value of choices at separation

Empluyees who consider leaving their Federal jobs after complet-
ing a substantial number of years of service, especially if there are
still many years remaining until age 62, face a tough choice: With-
draw all contributions and forfeit retirement benefit rights, or
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retain rights to a benefit that declines in real value until benefits
are payable. The provisions causing this difficult choice are often
criticized as a major deficiency of CSRS.

The following table compares the value of the choices for an em-
ployee considering leaving a Federal job. This employce entered
employment at the average entry salary of around $16,000 annual-
ly. and is projected to retire at the average preretirement salary
for a 30-year worker of about $29,000. The employee’s promotional
pattern is thus unexceptional. Because a different pattern would
yieldl different values, care should be exercised in interpreting the
results. ’

TABLE 4 1. - -COMPARISON OF VESTING, PORTABILITY, REFUNDS AND DEFERRED BENEFITS FOR A
TYPICAL WORKER ENTERING SERVICE AT AGE 32 UNDER CSRS AND A CONSTANT COST PENSION

INCLUDING SOCIAL SECURITY ¢
Replacement rate & age 67 M
ate af
fvested contrbutions 62{.‘:‘
Wither awfy f

contridutrons om m?:y“ and

At 3 Percent AL G percest AT S peroent  (percent) deferred

Denefit
| , _ e Speret)
Leawing after |0 years $13.300 ? ) % I 10
Leaving after 20 years 21.200 3 § 9 n 26
Remaming untd retwement (30 years) NA NA NA N 83 x4

* They comtant cost plan s ore m whch soa secunly Denefts and fases have been mcomporafed weih mwmom changes fo correst (SRS
powsions The aCTUM rate o adsiedt fo achweve consfant costs

7 Totar replacement after 30 years 15 lower m N constant cost plam m fhe example because of detferences m the pafiern of paymesis w (SRS
and sacdl secwty  These difevences are a0 o8 pages 119 % 121

The constant cost plan illustrated here continued the employee's
right to a deferred benefit under the same circumstances as the
current system, but it also provides a social security benefit (pro-
rated for the appropriate amount of service). As the table shows,
under this arrangement the employee leaving Federal employment
after 20 vears would have a vested replacement rate of four per-
centage points greater than the deferred benefits payable under
the current CSRS. '

C. REPLICATION OF THE CURRENT CIVIL SERVICE RETIREMENT SYSTEM

1. Retain current system but subtract social security

At first glance, the problem of modifying CSRS to accommodate
the benefit and tax structure of social security does not appear dif-
ficult. It has been suggested from time to time that social security
provisions simply could be applied to the affected workers while
leaving CSRB in its present form. To prevent any extraordinary
benefit duplications the concept envisions a substraction of the
social security benefits earned in Federal employment from any
CSRS benefits earned at the same time. The employees would be
required to pay the current CSRS rate of seven percent, with social
security taxes included within that amount. (The 1.3 percent for
Medicare would come on top of the taxes for retirerment.)
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Called a 100 percent offset plan, the procedure requires subtract-
ing or “offsetting” the social security benefits earned and taxes ap-
plied during Federal employment from those of CSRS. Advantages
of the plan are its relative simplicity and lack of apparent differ-
ence in comparison to the compensation earned by employees cov-
ered under the current system. Bendfits would be the same as paid
under the current system at all income levels. Moreover, the out-
line of the approach is contained in legislation already enacted.

Figure 4-1 shows the general distribution of benefits under a 100
percent offset plan that subtracts social security retirement bene-
fits earned through covered Federal employment from benefits pay-
able through CSRS.

Ficuge 4-1. One Hundred Percent Offset Plan: Groes Replacement Rates for a
Single Worker Age 62 With 30 Years of Service
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In figure 4-1, the area shaded by diagonal lines represents social
security b nefits earned in Federal employment. These are sub-
tracted from pension benefits provided by the current CSRS benefit
formula for the same time period. The social security benefit itself
is always paid. Employees retiring in the year 2030 at age 62 with
30 years of service, would receive a total benefit that replaces
about 53 percent of the gross salary earned in the final year before
retirement. For workers with preretirement salaries of ng,OOO, the
pension would provide about 63 percen'. of the total benefit and
social security about 37 percent. At $45,000, the social security ben-
efit drops to about 23 percent of the total with the pension climb-
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ing to about 77 percent of the combined benefit. Wages have been
adjusted to 1984 salary levels so that comparisons can be made to
workesrcs;l retiring today at the same relative position in the Federal
wage e.

e combination of retirement at age 62 with 30 years of service
was selected because at that age social security benefits are obtain-
able, and because the ave of retirement in both Federal
and other employment is in the 60 to 62 range. Thirty years is com-
monly thought to be a full career with one employer: Not only is
that service period the general optional retirement provision in
CSRS, but it appears quite often as the age for unreduced benefits
in private and State pension plans. About one in five workers in
the private sector is eligible to receive full benefits at age 55 with

30 years of service.

Under the current CSRS, age affects workers’ retirement benefits
only to the extent that it determines eligibility, with the exception
of retirement benefits payable to workers involuntarily separated
before age 55. If the example in figure 4-1 were constructed from
data for workers retiring at age 55, no off-et would be shown. Be-
cause the earliest age of social security eligibility is age 62, benefits
payable at age 55 through age 62 would be the same as the current
abRs; social security benefits would be offset as they became pay-

le.

By the year 2030, the point at which these workers are shown to
retire, the age of full benefits gyable from social security will,
under current law, rise to 67. ial security benefits payable at
gge 62 will be reduced to 70 percent of full benefits, a decline from

percent, the current percentage payable at age 62. This reduc-
tion would have no effect on total benefits received under this 100
percent offset plan, because only those retirement benefits actuall;.lg
myb}_e from social security would be subtracted from the CS
nefit.

Figure 4-1 shows that workers who retire with wages nearer the
lower end of the Federal wage scale would receive relatively higher
portions of their total benefit from social security than would work-
ers higher up the income scale. This occurs because of the redis-
tributive tilt of social security which replaces higher proportions of
wages for lower income workers who are presurmed to have a need
for a higher proportion of income replaced when they retire.

As the figure indicates, the effect of this tilt is eliminated entire-
ly in the 100 percent offset plan. While the combined replacement
rate for retirees (excluding for the moment any additional social se-
curity benefits payable for dependents) remains the same across
the salary scale, the different proportion of benefits payable from
the two programs has an interesting and potentially important im-
plication. Social security benefit rights are portable from one job
covered by the program to another. The w from each job are
also indexed for change in the economy during an employee'’s
career. At the time an employee retirees, all covered wages are ad-
justed so that they appear in the benefit computation as if they

d been earned during the year in which the retiree reached age
60. This indexing of wage credits differs tly from CSRS, a pro-

am that grants credits to workers for Federal service only, and
gzses that service on the unindexed HI-3 pay at separation.
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. In CSRS, vested separating employees are given the choice of
withdrawing contributions and forfeiting future benefit rights, or
leaving contributions in CSRS and retsining rights to deferrec ben-
efits. The deferred benefits are com?uned on wages at the time of
separation. In inflationary times, i substantial time clapses be-
tween separation and age of eli%g)ility, CSRS wage credits can di-
- minish significantly in value. Thus, CSRS participants weighing
the advantage and disadvantages of leaving Federal employment
must consider the losses in retirement rights as an important ele-
ment in their decison. The introduction of social security benefits
into the civil service retirement structure reduces the loss 1esulting
from separation for nearly everyone, but the relative advantage of
this increased portability is greater at lower salaries. This in-
creased portability will occur in all plans incorporating social secu-
rity, but its impact is most noticeable in a 100 percent offset plan.
While it can be expected that increased portability will have some
effect upon employee turnover, inadequate data prevent meaning-
ful forecasts of how rates of separations would vary at different
salar;r grades.

a. Tnterim CSRS plan (1984-1985).—Title 11 of the Federal Physi-
cians Comparability Allowance Amendments of 1983 (P.L. 98-168),
known as the Federal Employees’ Retirement Contributions Tem-
porary Adjustment Act of 1983, established a temporary 100 Yer-
cent offset plan. In general, the Act requires that Federal employ-
ces covered by social security because of the Social Security Ad-
mendments of 1983 pay only 1.3 percent of their total salaries for
CSRS. These employees will also pay full social security employee
taxes (6.7 percent of the taxable wage base in 1984, 7.05 percent in
1985). Federal employees not covered by social security pay seven
percent of their salaries to CSRS, plus 1.3 percent of the social se-
curity wage base for Medicare coverage.

The Act covers the period from January 1, 1984 to January I,
1986, or to the date of enactment of a new pension plan for affected
workers, whichever occurs first. Affected employees who wish to
retire, or who die or become disabled during the interim period,
will, under most circumstances, have subtracted from their CSRS
benefit only those social security benefits earned during the inter-
im period. Thus, the Act comes close to the design of a 100 percent
offset plan. Most new Federal workers are required to pay almost
the same amount for retirement benefits as they would have paid
to CSRS if they were covered under that program alone, and they
receive the same benefit values for their service.

There are several differences, however, between the provisions of
the Act and a “pure” 100 percent offset plan.

(1) The tax rate is different from that of a pure 100 percent offset
lan.—Public Law 98-168 (the Tem}l‘)‘orary Adjustment Act) estab-
ished level coniributions for most Federal employees covered b
social security; the sum of most newly-hired general schedule (GS)
employee contributions to social security (inc uding Medicare) and
CSRS in 1985 (8.35 percent) will equal the combined rate most cur-
rent employees will yiray to CSRS and Medicare (8.30 percent).
Workers at the upper levels of Federal salaries will pay less under
the Temporary Adjustment Act than is uired of workers at the
same salaries who are covered only by CSRS.
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Federal workers hired before 1984 (or who are returning to Fed-
eral service with less than one year’s separation) pay seven percent
on their entire salaries to CSRS, plus 1.3 gwent of pay ugﬂt&:lhe
maximum taxable amount ($39, in 1985) to Medicare. ies
above the social security wage base are not taxed for Medicare,
Federal employees covered by social security, and with salaries
above the wage base, pay the OASDHI rate of 7.05 percent in 1985
only uﬁ to the base, but 1.3 percent to CSRS on the entire wage.
Thus, higher-paid Federal workers covered by social security pay
the combined rate of 8.35 percent in 1985 only up to the maximum,
and the salary above that amount is taxed at 1.8 percent. In 1985,
this will be a difference of 5.7 percentage points on all pay above
the taxable wage base.

Certain Federal workers with enhanced benefits pay into CSRS
at higher rates than the standard GS rate of seven percent. Federal
law enforcement officers, firefighters, air traffic controllers and
co ional staff hired before 1984 ;;2{ 7% percent, and Members
of Congress eight percent of their salaries to CSRS. Under the
Temporary Adjustment Act, members of these groups who become
covered by social security pay the same rate as all other GS em-

ployees.

(%’) Refunds of contributions are different. —Employees who sepa-
rate before becoming eligible for benefits are able to receive re-
funds of their own contributions under the current system. If they
subsequently are reemployed by the Federal Government they are
permitted to repay previously withdrawn contributions and reclaim
their CSRS benefit credits. Separating em;;lg&’ees covered by the
Temporary Adjustment Act are not permitted to withdraw taxes
raid to social security; no participants in so_ial security are al-
owed refunds of taxes paid. These employees are, however, able to
withdraw their 1.3 percent contributions to CSRS. The interim pro-
visions of P.L. 98-168 prescribe certain repayment requirements for
any employee who has withdrawn contributions and who becomes
eligible for benefits based in part upon social security covered serv-
ice.

(3) Not _all social security benefits are offset.—Employees eligible
for benefits under social securitg'eénay ege be eligible for certain
dependents’ benefits not provi by CSRS. For instance, the
spouse of an eligible social security beneficiary may qualify for ad-
ditional benefits. Spouses can receive a benefit guarantee equal to
50 percent of the primary earner’s social security benefit. Spouses
receive the larger of a benefit based on their own earnings, or an
amount that, together with benefits based on their own earnings, is
equel to 50 Percent of the primary eammer benefit. Other depend-
ents of social security beneficiaries may be eligible for benefits not
provided under the current CSRS. Under the Temporal?' Adjust-
ment Act, these additional benefits are not subtracted from civil
service pension amounts.

b. Summary of advan of a 100 percent :{{wt plan.—A 100
percent offset plan would present no insolvable administrative
problems. In addition the new arrangement would be fairly easy to
understand. It would provide benefits comparable to those payable
under the current system, and thus current and new workers
would receive essentially the same retirement benefit values. How-
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ever this plan would entail some additional cost (about three per-
cent of total Federal pay), but most of that additional cost would
provide benefits not now provided under CSRS. In several cases,
these additional features would improve those aspects of the cur-
rent system many analysts have considered as serious deficiencies.
Although the technical details of permanent implementation raises
some questions, adopting a 100 percent offset plan would require
little more than extending indefinitely the concepts underlying
P.L. 98-168.

c. Distributional issues raised b a 100 percent offset plan.—The
current CSRS provides identical replacement rates to retirees
across all income levels with the same number of years of service
at entitlement. Because of the redistributional tilt of social securi-
ty, under a 100 percent offset arrangement, lower paid workers
would reccive a higher share of their total benefit from the social
security component than would higher paid workers, and thus,
they would receive a smaller share of their total benefit from the
pension component. Figure 4-1 on page 112 shows this distribution-
al relationship between the 100 percent offset plan and social secu-
rity clearly.

{Jnder a 100 percent offset plan, the pension portion of the plan
yields smaller replacement rates for the same number of years of
service for lower incomes relative to those for higher incomes.
Thus, any contributions to the Federal pension would yield higher
relative returns in benefits the higher up the income stream the
worker is at retirement.

The extent to which pension dollars would flow to high-paid
workers would not be permitted for private sector plans seeking fa-
vorable tax treatment under IRS guidelines governing plan distri-
bution. IRS guidelines permit some pension distribution to higher
wage workers in order to lessen the effect of the social security
“tilt.” put private plans are not permitted to eliminate the tilt com-
pletely by subtracting 100 percent of the social security benefit in
computing the plan benefit. Although the Federal Government is
not gound by the rules it applies to private sector plans, if its own
emplayee pension does not conform to standards that ihe govern-
ment applies to private pensions, the standards themselves might
be called into question. Completely offsetting the social security
distributional tilt concentrates employer pension expenditures on
higher-paid workers, and private secter employers wishing to direct
more of their cor pensation to such workers could press for permis-
sion to adopt similar arrangements.

Pension benefits defer compensation and defer taxation as well.
Higher paid workers benefit more from deferrinfg taxes because
they drop farth: r in tax brackets when they shift from work to re-
tirement compared to lower-paid workers. Therefore, IRS guide-
lines have the effect of restricting the extent to which employers
are able to use the favorable tax treatment accorded pensions to
improve the compensation of high paid workers. The IRS rules en-
courage employers to establish pensions ensuring retirement in-
comes to all employees, and are not merely a means of sheltering
income for hi%‘léfaid employees.

While the eral Government cannot seek tax advantages, its
employees are presumably liable for taxation under the same rules

131



117

as apply to other workers. By meeting the IRS standards for tax
qualification, a pension not only provides favorable tax treatment
for pension fund contributions, investments and earnings, but
allows employees to defer taxes on the gnsion benefits until they
are received. Compensation provided through non-qualified pen-
sions is taxable at the time it is earned.

The benefit tilt to higher-paid workers in a 100 percent offset
plan is the reverse image of the social security tilt to lower in- _
comes, 8o it cannot be assumed that workers are treated worse
under the a ment if total gross benefits remain tte same.
Indeed, some worEers, even low-income ones, would do considerabl
better under any pension coordinated with social security, includy-
ing one with a 100 percent offset. For instance, Federal workers'
spouses not eligible for social security benefits on their own earn-
ings would receive a social security check (50 percent of the pri-
mary social security benefit) if they met appropriate age require-
ments.

It is also possible that having a greater share of the total benefit
paid from social security would convey certain tax advantages to
recipients. How retirement income will be taxed in 2030 cannot be
known in advance, but it is possible that social security and pen-
sion benefits will be taxed differently in the future. In that case,
the relative proportions of the benefits at different income levels
would have effects upon tax liabilities. At present, social. security
benefits are less subject to taxes than are pension benefits, but
under current law the disparity of treatment will lessen over time.

- Finally, the distributional tilt of social security has a pronounced
effect upon the retirement income of most of the workforce. The
effect of a 100 percent offset plan would be to use Federal revenues
to counteract a policy imposed on all private sector plans.

2. A comparable cost 100-percent offset plan

The 100-percent offset plan outlined above retains the current
formula in CSRS and subtracts the retirement benefits of social se-
curity earned in Federal employment. As was stated, the cost of
plans that duplicate current retirement benefit levels would be be-
tween 2-3 percent of payroll higher than that of the current CSRS.
Lowering the accrual rate of the current system to diminish over-
all benefit generosity could reduce the cost of the overall plant to
equal that of the current system.

Figure 4-2 displays a 100-percent offset plan calibrated to
achieve costs comparable to the current system.
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offset is applied to full social security benefits payable at sg:eﬁ'?,
but these workers, retiring at age 62, receive social security bene-
fits reduced 30 percent for early retirement. Because higher-pai
workers receive a relative smaller share of their total benefits from
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social security, they are less affected by the reduction than are
lower-paid workers. Were these workers shown to be retiring at aﬁe
67, a level replacement rate across incomes would have resulted. It
would also be possible, at least theoretically, to offeet benefits actu-
ally payable. Although such a method would eliminate this slight
upward tilt it would require a complex administrative ure in
order to maintain constant cost, including a continual monitoring
of the payment of dependent’s benefits the like.

a. Where does the money go?—Why does a thatineormes
social security and duplicates the current CSRS retirement it
cost mrre than the current system to provide the same replace-
ment rate? The Federal Government would be paying less for the
retirement benefit of Federal workers than is paid under the cur
rent system. However, the Government would not be paying less
for the total system of income protection provided Federal workers.
Instead, the new Federal system would distribute benefits different-

ly.

(1) Social security pays some benefiis not offered by the current
CSRS.—Sovcial security pays benefits under certain circumstances
to individuals who do not receive them under the current CSRS. As
mentioned before, supplemental benefits are payable to spouses (of
social security beneficiaries) who, upon reaching retirement age, do
not have social security benefits based upon their own earnings
equal to 50 percent of the social security benefit of the primary
worker. Social security pays benefits to children and to dependent

nts under various circumstances. The coet of these additional
nefits is less than .5 percent of payroll, net after certain offsets
and adjustments. ,

Figure 4-3 shows, under a comparable cost 100 percent offset
plan, the benefits payable to a couple in which one spouse does not
have sufficient earnings covered by social security to qualify for re-
tirement benefits greater than 50 percent of the other spouse’s ben-
efit. The dotted line shows the relationship between the primary
and spouse social security benefit.
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forfeitable (except for certain categories of prisoners), and Federal -
employees covered by that program would retain rights to benefit
credits earned under that [Srogram thmlﬁxedl"ederal employment
when they resigned. The value of these a ‘portability rights is
about 1.8 percent of pay, or about two-thirds of the difference in
distribution caused by the introduction of social security.

(3) Social security contributions of Federal workers would help
pay benefits of non-Federal workers.—The average Federal wage
that would be taxed and credited for social security purposes is
higher than the average wages taxed and credited in private sector
jobs. Because social security is redistributive, a part of the social
security payroll tax paid by, and in behalf of, Federal workers
would not be returned to Federal workers in benefit payments. In-
stead, some of the revenues to social security collected from the
Federal payroll would tend to subsidize the benefit payments of
those workers in non-Federal employment whose wages fall below
the average in taxable wages covered by the Social Security pro-
gram. The normal cost of this distributional effect is less than .5
percent of total Federal payroll. About onesixth of the benefit shift
18 actually lost to Federal workers, the remainder is paid to Feder-
al workers in a different pattern of payments.

(4) Social security benefits are greater for workers retiring at later

.—Social security benefits are reduced for retirement at age 62.
nsequently, in a new system that includes social security, total
benefits received by workers who retire at later ages may be higher
than benefits received by workers with the same sala(lg and service

who retire early. In marked contrast, the current CSRS does not
increase retirement benefits for older but only for longer serv-
ice after minimum have been reached. Because of the relative-

ly few workers actually retiring at these later ages, the cost of this
higher value for older retirement is insignificant.

D. INTRODUCING PRACTICES FROM OTHER PLANS

1. The analvtic framework

The previous section demonstrated that it is not ible to en-
tirely replicate retirement benefits of the current CSRS at constant
cost because the social security pattern of payments differs from
the current system. Social security pays beneficiaties that CSRS
does not pay and vice versa, and ﬁ"':e two programs have different
approaches to benefit determinations for common benefit catego-
ries.

The effect of variations in design on benefit distributions is best
demonstrated by holding plan costs constant and retaining all
other provisions in their present form. In order for the analysis to
proceed it is necessary to construct an artifice—a plan concept that
contains a consistent array of provision8 serving as a background
against which the individual provision being analyzed can be seen.
This “backdrop” plan is complete in all provisions but is not de-
signed as an option. Certain liberties were taken in the backdrop
plan so that the purpose of a common framework could be
achieved. For instance, aspects of the plan change as the analysis
of techniques for coordinating with social security are explored.

The backdrop concept has three main characteristics:

"n ) "' m';'.7.‘.,
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(a) A common and complete backimund of provisions repli-
cating the current CSRS into which individual variations in
provisions could be introduced.

(b) A consistent distribution of plan expenditures by benefit
categories. .

(c) A relatively uniform distribution among the components
of retirement, disability and survivor benefits, of the value of
differences in the pattern of payments between social security
and CSRS (see pages 119-121),

Table 4-2 compares plan expenditures by benefit component of

the current CSRS to those of the backdrop plans.
TABLE 4-2. —PERCENT OF PLAN EXPENDITURES BY BENEFIT COMPONENT: CURRENT CSRS AND
BACKDROP MODELS
(tn pevoend}
i s
, .. R _ SRR s LA S
Volwtary retwemert . . .. ... . 588 34 Y
Nonwolostary retwedtent 84 81 03
Dependent benefts 1y 16 +16
Survwor beefits 19 109 10
Drsabty retrement Ty 139 08
Vested benefits/refuncs 41 105 +58
Other costs . 15 B C I
Total pension pla 1000 ...

1000

The table shows that the backdrop concept pays less in retire-
ment, disability and survivor benefits, but more in vested benefits.
Because of social security, the backdrop shows payments to depend-
ents that are not paid under the current CSRS.

Table 4-3 shows the basic provisions of the backdrop concept. As
changes are introduced, all provisions other than the ones analyzed
rerngin the same.

Table 4-J.—Basic Provisions of Backdrop Plans

........................................ Varies as needed to achieve constant cost (100

percent offset, 1.8 percent, 50 percent offset,

i 1.45 percent; add-on, 1.13 percent; all x years

of service, % the salary base of HI-3).

Add-on, 50 percent offset, 100 percent offset at
age 62, supplement equivalent to social secu-
rity paid until age 62.

15"51:/!! , 62/20, 62/5 (same as current CSRS).

Accrual rate

Coordination with social security.....

Retirement age ...
Disubility

Genérally. 40 percent of HI-3 salary minus
‘ social security. -
Preretirement death ................ccoovneel benefit (18

55 percent of accrued retirement
months vesting),
Postretirement death .................... 55 percent of retirement benefit (if selected).
Chidren SUFVIVOTS ..............coo.vccon. Nome (assumed payable from social security).
Deferred benefits/refunds ................. Deferred benefit or refund of contributions
with interest.
VESLIME oovoveocvvvnsvvirarivscsvnininrinsseissinaes 5 years

Employee contribution...................
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7 “percent less social security taxes (OASDI
only).

BEST COPY



123

2. Coordination with social security: the issue of retirement income
redistribution

The current CSRS replaces the same percentage of preretirement
dollars for workers at all income levels who retire with the same
number of years of service. Social security replaces a higher pro-
portion of earnings for persons with lower career average wages.
This tilt must be taken into consideration when designing a Feder-
al pension for workers who will be covered by sociel security.

The “100 percent offset’’ plans completely eliminate the effect of
the tilt by subtracting the social security ben-fit from the pension
paid. At the other pole are “add-on” plans, which fully retain the
social security redistributional advantages to lower-paid workers.
In between are plans that counteract but do not eliminate the
social security tilt (“integrated” plans). The following illustrations
cover the effects upon income distribution of various strategies for
cocl)rdinating the pension with social security redistributional
policy.

a. Add-on plans.—The opposite pole from a 100 percent offset
plan is the type of coordination known as an “add-on” plan. An
add-on plan, as the name implies, simply provides pension benefits
in addition to those of social security. Whereas the 100 percent
offset plan completely eliminates social security redistributional ef-
fects, the add-on maintains them entirely. Figure 4-4 illustrates
the distributional effects on an add-on formula upon retirement
benefits of workers retiring in the year 2030 with 30 years of serv-
ice at age 62. Social security benefits have been prorated for service
of 30 years; the social security formula regards 40 years of covered
employment as a complete work cereer, and includes wages from
all jobs in that earnings record. A more typical full career with one
employer is 30 years, and that corresponds to the average service
at retirement in the current civil service.
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Fiaure 4-4.—Add-on Plan at Constant Cost: Groes t Rates for a Singlk
Worker Age 62 With 30 Years of ¢
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*Norx.—For purposes of this snalysis, the cost of & new retirement system combin-
ing social security with & pension was set at the cost of the current CSRS. Even
so, this and all subsequent show lower replacement rates for the combined
plans relative to the current These lower replacement rates are a reflection
of the change in distributional patterns caused by social security, with losees in
retirement benefits offset by more generous benefits in other features.

As this add-on illustration shows, pension benefits are the same
for workers at all income levels. Workers would receive about 32
percent of their gross preretirement salaries from the pension.
However, social security benefits would replace about 19.5 percent
of the salaries of low-paid workers compared to 12 percent for
workers retiring at $45,000. Total benefits would replace about 47
percent of the average preretirement salary (about $29,000).

Substantially lower benefits for high-paid workers, coupled with
the portability of benefits provided by social security, could induce
highergrade Federal employces to leave Federal zx:g:loyment at a
faster rate than they do at present and could ) to increased
turnover rates at all grades. If it is true, as many studies have
shown, that higher-grade Federal employees are less well paid than
their counterparts outside the Federal Government, then a pure
add-on plan would intensify the disparity. Section F, in this chap-
ter, illustrates how the effects of the add-on can be modified by in-
troducing supplemental capital accumulation plans into the pen-
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Figure 4-5 illustrates the add-on plan at different retirement
ages with 30 years of service. Supplements equal to the value of ex-
pected social security benefits payable at age 62 are shown for
workers retiring at age 55. The pension remains constant at all
ages and salaries. The supplement would be a benefit earned by
vqogkers qualifying for benefits before the age of social security eli-
gibility and would constitute a strong inducement to retire. The
distributional effects of the social security tilt remain identifiable
at all age and service combinations. Note that total replacement
rates for workers retiring at later ages increase at faster rate for
lower-paid workers compared to higher-paid workers.

FiGuge 4-5.--Add-on Plan at Constant Cost: Gross Replacement Rates for a Single
Employee With 30 Years of Service
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Figure 4-5 shows the effect upon benefits under social security of
retirement before age 67, the age of full benefits by the year 2030.
By 2030, the provision in the 1983 Social Security Amendments
raising the age of full benefits from age 65 to age 67 will be fullg
effective, and the reduction for retirement at age 62 will clim
from 20 percent to 30 percent.

While relatively few add-on plans are found covering salaried
employees in the private sector, they are common in State and
local pension systems. History helps expiain this. Many State and
local plans began before social security was passed. Furthermore,
public employees were excluded from the program at its origin in
1935, and were prohibited from participating until 1950. After 1950,
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State and local governments began to icipate in social security
voluntarily and, in many cases, simply added the social securi
benefits to existing defined benefit structures. On the other hand,
many private pensions came into existence after social security
began, after Federal Government actions encouraged their genera-
tion. The implications for benefit replacement rates of the social se-
curity tilt were understood at the time these private pensions were
designed, and steps were taken to counter the tilt.

Collectively bargained plans covering hourly-wage em loyees are
usually add-on plans. Plans for these employees are “dollar bene-
fit" plans, ie., workers are given specific dollar amounts for each
year of service. Salaries in employment covered by such plans usu-
ally do not vary greatly among the workers, and the social security
tilt is not a significant issue in such plans. '

b. Integrated a{ﬂans.—-Employem design pensions with the knowl-
edge that social security will provide some portion of the retire-
ment benefit for all workers. Employers who want to improve bene-
fits for higher-paid workers without exceeding retirement income
objectives for lower-paid workers must diminish the degree of tilt
within the overall benefit structure.

Pension plans that explicitly counter the effects of the social se-
curity tilt are said to be “integrated” with social security. Integra-
tion techniques cause the pension formula to provide higher-paid
workers pension benefits that are larger relative to preretirement
earnings than those for lower-paid workers. As a result, the lower
replacement rate from social security that higher-paid workers re-
ceive is partially countered. In turn, integrated plans must comply
with guidelines designed to ensure that, after removing the
value of social security benefits attributable to employee contribu-
tions, combined social security and pension benefits do not replace
higher portions of preretirement salaries of high-paid workers than
of the lowest paid.

(1) Partial offset plans.—In partial offset plans, some portion of
the social security benefit is taken to represent a portion of the
pension that the employing sponsor d.es not have to provide in
order to meet retirement income objectives. That amount of the
pension provided by social security is said to be “offset” from the
pension. Offsets are merelﬁ' a device to achieve certain distribution-
al ends, and are not, in themselves, devices that necessarily affect
plan costs. :

As discussed earlier, private plan sponsors are not permitted to
offset fully all social security benefits. Generally, the maximum al-
jowable offset is 83% percent of the social security benefit. Other
IRS restrictions about various plan components can push the offset
maximum even lower.

The following example of an offset may help in understanding
the operation of the provision. Assume:
(1) A pension benefit calculated at retirement QUALS .........vrarrini i “;’233

(2) A social security benefit calculated at retirement OQUAIS ...c.cervenviricrrens

In the example, the offset percentage (50 percent) is applied to
the social security benefit ($600). The product ($300) is subtracted
from the pension ($1,000 minus $300) yielding a pension benefit

at
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after the offset of $700. The remaining pension benefit can then be
added to the social security benefit ($700 plus $600) for a total ben-
efit of $1,300.

Figure 4-6 shows the distribution of benefits in a 50 percent
offset plan. Workers are shown retiring at age 62 and 30 years
service. The social security bensfit is prorated for Federal careers,
and the offset is applied to full benefits, which are then reduced for
early retirement. As in the add-on illustrations in figures 44 and
4-5, costs and all other provisions have been held constant.

Fiours 4-6.—Fifty Percent Offvet at Constant Cost: Grose Replacement Rates for a
Single Worker Age 62 With 80 Years of Service

e

Replocernent Rate (%)
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The figure shov.s that although the effect of the social security
tilt is not as pronounced as in an add-on plan, lower wage workers
($15,000) would still receive slightly higher gross replacement rates
(47 percent) than the average (46 percent), and higher wage work-
ers ($45,000) would receive slightly less (45 percent).

Figure 4-7 shows the effect of a 50 percent offset provision at
other age and service combinations. By comparing figure 4-7 to
figure 4-5, in which the same age, service, and salary contributions
are shown for persons retiring under an add-on plan of comparable
cost, the effect upon pension distributions of the two types of co-
ordination is easily seen. The bottom segment of each bar is the
pension benefit, the upper segment social security. Because the em-
ployee demographic cﬁamcteristics are identical, the social security

bqr'ﬁf?ﬂ Wﬁhﬁgure 4-T is the same s the corre.
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sponding salary bar in figure 4-5. The pension segment, however, is
the same cross classes in figure 4-5, but is tilted to upper
salaries in figure 4-71. The purpose in an offset plan is to provide
more uniform retirement income distribution directing more

~ pension dollars to higher-wage workers to partially offset social se-

curity’s more favorable treatment of low-wage workers.

Frounk 4-7.—Fifty Percent Offset at Constant Cost: Gross Replacement Rates for
Single Worker With 30 years of Service ?

¢ -
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Figures 4-5 and 4-7 show replacement rates for workers retin..g
under plans that include social security increases for workers retir-
ing at later ages. This increase for later retirement ages is more
beneficial at lower wages compared to high. The interaction of .the
offset and the social security reduction is more noticeable because
of the higher proportion of the total benefit provided by social secu-
rity at the lower end of the w~ge scale. At $15,000 gross preretire-
ment salary, total replacement climbs almost 10 percentage points
between age 62 and 67, compared to a six percentage point increase
in rates for the worker with a pretirement salary of $45,000. Re-
placement rates from CSRS are the same at all ages and all sala-
ries.

Figure 4-8 compares replacement rates earned for different peri-
ods of service.
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Froure 4-8.—Fifty Percent Offset at Constant Cost; Gross t
> ooy Replacement Rates for a
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- The figure shows how current CSRS replacement rates climb
evenly for additional ogn of service, and at a fasier rate than
under a 50 percent plan. Rates climbarmmd@percentage
points for each additional 10 years of service. In comparison, a 50
percent offset plan shows replacement rates mmﬁ by about 15
percentage points during the same 10 years. This difference in re-
placement rate gain for additional service reflects the distribution
of plan expenditures to short-service workers. In a constant cost
plan, the additional flowing to the portable rights of sepa-
rating employees will t in a lower accrual rate, the factor that
determines increase in replacemént rates resulting from addi-
tional service.

Figm'e4~9showsthesamebackdmpplan but with an 83% per-
cent offset. Benefits more closely replicate the current systém dis-
tributionacroestbeincomemli,butiflRSguidelineaastoplan
distributions are thought to be important restrictions on the design
of Federal pensions to abcompany social security, other modifica-
tions mtﬂﬂwbe necessary for cobgnpliance. The o guidelines re-
quir - that offset percen admed’ to reflect ancillary pro-
visions (such as disabili aﬁﬁe death efits), or early retirement
opportunities because of the differing effect the offset has upon
t components. For instance, the extent to which benefits could
be provided to higher income workers at age 55 might be limited
because of the weight of overall distribution to these workers.
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AsChapteanotes.byfarthe'mostfrequentoffaetfactorinthe
privatesectorismpercent.inpartbecameoft}wfreedmnthat
fsctorpmvideeinﬂnedeqig_nofot{xerpryviaions.ﬂmwtallmi-

ations in retirement mmons or in ancillary components of pen-

thoughmajorrevisiomweremademsocialsecurityinlmmd
19:3 Some critics suggest that IRS guidelines need to be reexam-
ined.

Fiourg 4-9.—Eighty-Three and One-Third Percent Offeet at Constant Cost: Gross
Replacement Rates for a Single Worker Age 62 With 30 Years of Service
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Two other aspects of the offset provision deserve note. Most
workers do not spend their entire careers under one employer.
Thus, it is potentially unfair to determine the offset by using the
social security benefit earned over an entire career, and applyin% it
to the pension benefit earned only through a specific employer. For
all design alternatives with an offset, this study assumes that the
offset would be prorated to reflect the employee’s years of service
with the Federal Government. For example, in all illustrations of
service of less than 40 years, the proration factor will mean that in
a 50 percent offset plan, the offset factor will equal 1.25 percent of

~\
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each year of Federal service (50 percent divided by 40 years -~ 1.25
percent). Hence, a person with 20 years of service would have an
offwet of 25 gercent (20 years x 1.25 percent) of social security ap-
plied to the Federal pension component. -

An assumption had to be about other earnings covered by
social security for employees who spend less than a full career in
Federal employment. Such an assumption is necessary because of
the operations of the social security formula. In order to determine
the value of social security benefits, a 40-year period is used,* even
if no earnings are reported for some years. IRS restricts the
methods that can be used to impute earnings from other employ-
ment, and a recent ruling affirms the right of an employee to pro-
vide actual wage records.

When it is necessary for our illustrations to assume that a
worker had employment before ente;i:ag the Federal Government,
the entering wage is projected backward in time using the wage as-
sumption incorporated into the CRS model. Workers leaving Feder-
al employment for other jobs are assumed to have career growth
on the same path as if they would have stayed in Federal employ-
ment.

(2) “Step-rate” plans.—Under a “step-rate” ;l>lan, another ap-
roach to integration, workers earn benefits at a lower accrual rate
or compensation up to a specified dollar amount, and at a higher

accrual rate for compensation above that “integration breakpomt.”
While step-rate plans are fairly common in private sector emplog-
ment, the distributional results of a step-rate do not differ signifi-
cantly from those of an offset plan. Also, step-rate plans often do
not automatically adjust for changes in the social security benefit,
and given the annual adjustments to that program, step-rates can
fairly quickly resemble addon plans. Step-rates are sometimes
more attractive to employees because they do not have the “nega-
tive” appearance of an offset in the plan formula. However, the
most common private plan design is now a 50 percent offset.

If it is decided to explicitly in te the retirement system with
social security, then a steprate has an important advan
over an offset plan. It is unnecessary to know or to estimate the
social security benefit in order to determine the amount payable by
the employer. This not only eases the administrative burden of the
plan but also helps the empl to estimate the ex replace-
ment rates without knvwmﬁ social security benefit,

On the other hand, employers tend to choose offset plans over
step-rate plans because y automatically adjust to ¢ in
social security. Many step-rate plans fix the integration level and

ricdically require amendment to keep the integration level in
ine with the social security benefits. n major changes are

made to the social security benefit, or there are unexpected eco-
nomic crests, the step-rate plan must be calibrated further in order
{0 meet its initial objectives.

Largely because of the number of changes to social security in

the last decade, employers have tended to choose the offset ap-

dwmmyfomuh“hnm-f;:pmm@rlﬂgﬂ)wﬂlbeawliedtp-nlnrym
average highest 35 years of indexed earnings, from s career earnings span
years. For further details on the social sacurity formula see Appendix A.
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proach over the step-rate approach. The administrative problems of
calculating the offset have mosily been overcome through modern
cl.;g‘ Réer facilities and estimation methods that are acceptable to
t . N

By concentrating on an offset approach, CRS does not intend to
rule out the eventual consideration of the step-rate plan. A step-
rate plan can be designed to achieve the same initial design charac-
teristics as an offeet plan. Therefore, the analysis of the offset
system can zlso be taken as a surrogate for the analysis of the step-
rate system. CRS will develop and analyze step-rate plans if the
need for such discussion arises.

c. Comparison of major coordination approaches.—Figure 4-10
compares the extent to which the various coordination approaches
either maintain the uniform distribution of the current CSRS, or
adopt the distribution tilt of social securit for workers retiring at
age 62. Some of these data are slightly different than in other sec-
tions because the costs were set precisely equal to show the effect
of different coordination approaches. In this figure, the social secu-
rity portion of the system is displayed as the underlying component
in the total retirement benefit structure, so that the distributional
effects of the coordination scheme can be easily compared. The add-
on line parallels social security and the 50 percent offset line more
closely maintains the current CSRS distribution. ‘Note the upward
tilt in the 100 percent offset plan caused by the interaction of the
offset and the reduction for earl{eretirement under social security
because age 62 was chosen as the retirement age, and the offset
was figured not on the benefits actually paid but on the full pri-
mary insurance amount (PIA). (The PIA equals the benefit amount
payable to a worker initiall entitled to a retirement benefit at age
65 (67 in 2020) and is useni to derive other benefits.) As was dis-
cussed, for the offset design selected, higher-paid workers receive a

. relatively smaller share of their total benefits from social security,
'and are less affected by the reduction than are lower-paid workers,

This upward slope would be eliminated for workers retiring at
social sec: “ty’s normal retirement age, or if the offset were based
on benef. , actually received.
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Pauxs 4-10.—Comparison of Agumchaatcanwmtaut:
Replacement Rates for a Single Worker Age 62 With 30 Years of Service
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The coordination lines intersect at around the $30,000 salary
level. The average preretirement salary is about $29,000. Because
these plans all cost the same, benefits provided the worker with an
average preretirement salary genersally will also be the same. The
coordination techniques regulate the response of the pension to the
redistributional aspect of social securxty The greater degree of
social security tilt that is reversed by the n design, the more
pension money will flow to workers with preretirement salaries
above the averaﬁ at the expense of workers whose incomes are
below average mentioned before, workers with average prere-
tirement incomes will receive less than in the current m if
costs are held constant, because of the other benefits paid by social.
security, and because average Federal wages are higher than the
average wages covered by the Social Security program.

E. RETIREMENT ACK

One of the more important issues to be examined in any new
design is the age at which employees would be eligible to retire. In
the current system, employees are able to retire at age 56 with 30
years of service with unreduced benefits. In some cases, employees
are forced to retire involuntarily as early as age 50 with 20 years of
service, or any age with 25 years of service, or, under certain cir-

cumstances, are able to choose early retirement at these ages . Em”
ployees who retire at these ages receive reduced benefits Retire-
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ment age provisions of the current system are a frequent target of
_ critics who believe that CSRS should resemble more closely prac-
tices common to the private sector. As can be seen by the evidence
in Chapter 2, private sector practice varies considerably on this
point. .

In most private plans, unreduced benefits are usually not pay-
able until age 62 and, in many cases, age 65. Early retirement pro-
visions are common, but most workers in private employment who
retire early ‘have “early retirement reductions’’ applied to their
benefits at the time they are awarded. Many State plans, on the
other hand, do provide unreduced retirement benefits at age 55,
and a significant number of State rnment employees can retire
at any age if they have 30 of service.

The earliest age of eligibility for reduced social securit benefits
is 62, with full benefits curre:;t}y payable at age 65; workers retir-
ing at age 62 have their benefits reduced by 20 percent of what\
they would be if they elected benefits until age 65. The 1983
Amendments to social security, however, raised the retirement age
for full benefits to 67 in two steps:

(1) Raised retirement to 66 beginning in 2000 by increas-
ing the age for full benefits by two months 4 year for six years -
so that provision would be fully effective beginning with those
attaining 62 in 2005 (66 in ).

(2) Raised retirement age from 66 to 67 by increasing the age
for full benefits by two months a year for six years beginning
in 2017 so that the provision woul be.fulléyo%ffective beginning
with those attaining age 62 in 2022 (67 in ).

1Age 62 benefits would be maintained at an ultimate rate of 70
gf;rcent of full benefits, after age for full retirement is changed to

The following figures assume retirement in the year 2030. Thus,
- retirement before age 67, say, at age 55 with 30 years service (the
earliest allowed by CSRS), assumes that either a much lower bene-
fit will be received from age 55 to age 62 (or even until age 67), or
that supplements equal to the amounts anticipated from social se-
curity would have to be paid until the social security benefit actu-
ally is received. ,

1. Retaining current retirement age

Figure 4-11 shows replacement rates for workers retiring at age
55 with 30 years of service at an approximately average fi
salary of $29,000 per year. This plan has been designed to replicate
current CSRS retirement age provisions, and all other provisions
have also beer held constant. The benefit accrual rate has been
tuned to estab. sh costs approximately the same as the current
system. As was shown in figure 4-10, for this worker with average
preretirement wages the benefits would be the same under the var-
jous coordination approaches, with income redistribution for other
salaries a product of whichever method is selected. To focus the dis-
cussion on retirement ages, $30,000 salary was chosen so that
income distribution issues would not intrude upon retirement age
issues.

The benefit in this example consists of three : A pension
benefit, a social security benefit payable at age 62, and a supple-
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ment equal to the anticipated value of social security receivable at
age 62. This “level life” supplement retains the concept of level
real benefits over the years of retirement. A full COLA is pre-
sumed. Agmn, the lower benefit value at constant cost results from

" the distribution of social security benefits to provisions other than
retirement for single workers.

Figure 4-11.—Backdrop st Constant C?.s(:m E&lmment Rates for a Single

Worker Age 55 With 30 Years ,000 Final Salary
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2. Discouraging early retirement

Discouraging early retirement reduces total lifetime benefits and
aécordingly cuts plan costs. Retirement age provisions control the
tradeoffs in plan costs among workers retiring at different ages. A
plan that encourages early retirement will more heavily distribute
plan expenditures to those workers. If costs are held constant, a
plan with provisions to" discourage early retirement will distribute
more money to older workers, thereby encouraging longer careers.

Full actuarial reductions for early retirement are based upon the
equalization of present values for workers whose benefit computa-
tions yield the same benefits, but who are retiring at different ages.
In social security, for instance, the at which full benefits can be
received is 65 (rising to 67 by 2027), but benefits can be received at
62. Reductjons applied to benefits paid at 62 (20 percent) make the
present value of the income stream approximately equal to that
which would be received at age 65. In other words, the present
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value of benefits at 65 is presentl nearl'l equal to those at age 62.
In the future, when the age of full benefits Increases to 67, the ac-
tuar(i;azl reduction will climb to 30 percent for benefits received at
age 62.

In a plan in which benefits are based upon accumulated capital
at retirement, such as a defined contribution plan, the present
value of benefits is automatically equalized for retirement at differ-
ent ages: The sum is the individual's account at retirement is used
to purchase an annuity based upon the actuarial table that Proj

ears of life after the age at which the annuity ins. In a defined
l‘;enefit plan, the formula generally determines the amount to be
received by eligible workers for each additional year of service. If
other factors that determine annuity values are held equal in a de-
fined benefit plan, benefits received by workers retiring at later
ages will be less costly to the plan because they will be paid out
over a shorter period than benefits of the same level received oy
workers retiring earlier.

One of the important functions of a defined benefit plan is to
provide predictable benefit amounts. Workers can easily under-
stand how pension levels rise for each additional year ofy service.
The concept of a normal retirement age, then, implies that eligibil-
ity is held constant for all workers, and that annuity payments are
equalized for service attained by that age. The age at which full
benefits can be received is an important ingredient in the overall
retirement plan objective: Workers tend to remain until that date
and then retire soo : afterwards.

The current CSRS permits retirement with full unreduced bene-
fits at age 55 with 30 years of service, although additional value is
earned for additional service. If, in a new lan, overall plan costs
are held constant with those of the current RS, reducing benefits
for retirement before age 62 will shift plan dollars to workers who

_retire at later ages. Full actuarial uctions would diminish the

differences in the present value of benefits received by workers
with the same service and salary base but who retire at different
ages. Workers would tend to delay their retirement. Savin%s are
achieved by (1) reducing the number of people entering the rolls, (2)
Jowering the present values of those who retire at earlier ages, and
(3) extending the work life over which benefits are funded. If an
employer desires a younger workforce, unreduced benefits at early
ages will accomplish that goal.

Evidence from private sector plans shows that less than full actu-
arial reductions are sufficient to delay the age of retirement sub-
stantially. In a new Federal pension, full actuarial reductions
would be about six percent for each year of retirement between age
55 and 62. Reductions at around three percent per year would s?xgb-
sidize workers retiring early, but the value of additional s .2
and any anticipated salary increases, when combined with the

rospect of reductions, would encourage civil servants to work to
ater ages.

Karly retirement can be discouraged in numerous ways. Some
are listed in table 4-4 which deals with » 50 percent offset plan, It
shows projected savings that could be expected if a larger number
of workers delayed retirement in response to the harshness of a
penalty for early retirement.
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As table 4-4 shows, when workers are eligible to retire at age 55
and are granted a supplement equal to social security payable be-
" ginning at age 62, many can be expected to retire immediately.
Benefits under this plan would remain level for life, because of
postretirement COLA and because of the absence of any disparity
in replacement rates between retirement and social security eligi-
bility, the point at which the supplement ceases. Because such a
supplement is of no value unless the worker retires in time to re-
ceive it, evidence from private sector plans having such supple
ments shows that many workers exercise their option to retire
upon becoming eligible. Based upon evidence developed from the
current CSRS, Hay-Huggins Company, Inc., estimates that 36 per-
cent of suclr workers would retire within the first year after becom-
ing eligible.

Another crucial provision affecting the decision to retire is the
point at which any offset is applied. The pension could be comput-
ed with the offset of social security benefits applied only when they
begin, or the social security benefit amount could be estimated and
applied immediately at retirement even though several years re-
mained until the earliest age of social security eligibility. Because
the latter case provides much lower replacement rates between re-
tirement and the age at which social security kicks in, worker re-
tirement decisions are affected accordingly.

TABLE 4--4.-- VARIQUS METHODS OFf DISCOURAGING EARLY RETIREMENT IN 50 PERCENT OFFSET
PLANS, THEIR EFFECT ON RETIREMENT RATES AND PLAN COSTS

{in percent |
e e e S e
Provean retesaeotl ® frst m‘f“
yoxr of cigpbvily
fFull retwement at age 55 full supplement, offset phed a1 62. . 36 (*)

Full retworment at age 55, 0 supplement, offset apphed at 62 . f
Ful retrement 2t age 55, no supplement, offsel applied mmediately . . .. . . . .

One-hat! actuarial reduction between 55 aad 67, no supplement, offset apphked at 62 .

One-hait actianal redoction between 55 and 62, no suppiement offset appied mmedtately

Fult actuanial reduction, no supplement, offse! applied mwmedis . .
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Figure 4-12 compares replacements rates for workers retiring at
age 55 with 30 years of service, under a backdrop plan and under a
plan with a one-half actuarial reduction, (three percent per year
under age 62). This later plan also does not provide a supplement
provided for the anticipated social security benefits payable at age
62, and the 50 percent offset of social security benefits is applied at
55. (Savings of 3.4 percent of pay are projected when these changes
are introduced into the backdrop plan.) A full actuariul reduction
would save 4.3 percent of pay, compared to the constant cost of
backdrop plans. In this case, the savings were used to increase the
accural rate frcm 1.45 percent to 1.71 percent per year of service.
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Figure 4-12 shows the effect upon replacement rates of redistri-
bution between workers retiring earlier and workers retiring later.
The primary bars in the figure show replacement rates in the 50
percent offset backdrop plan. The secondary bars show a plan with
esrly retirement reductions. Because the salary is near the average
retirement salary, add-on plans would show similar results. If these
one-half actuarial reductions were applied to retirement at age 56
with 30 years of service, and the savings were used to increase the
overall plan generosity, thereby raising costs back to the original
backdrop level, benefits for workers retiring at later ages would be
higher.

In this example, the worker receives a gross replacement rate
from the backdrop plan alone of about 30 percent of all ages. Be-
cause the social security benefit iucreases for retirement at later
ages, total gross replacement rates climb from about 45 percent at
age 55 and 62 to about 54 percent at age 67 when reductions to
social security benefits would not be applied. In the plan with early
retirement reductions, the overall replacement rate at age 56
would be 29 percent of gross salary, rising to 45 percent at age 62
when social security benefits begin. If retirement is delayed until
age 62, the replacement rate is 53 percent, and by delaying retire-
ment until age 67 a worker at this salary and service would receive
a 61 percent replacement rate. These examples assume 30 years of
service, and reflect the increase in the accrual rate from the sav-
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ings achieved by introducing the ruductions for early retirement.
Of course, actually delaying retirement means increases in benefits
from the additional service, and salary increases.

F. COST-OF-LIVING ADJUSTMENTS (COLA)

Under current law, annuities are adjusted annually to changes
in the Consumer Price Index (CPI). Congressional action in recent
years has reduced the index for younger retirees and delayed the
timing of the adjustment as much as seven months but permanent
law continues to specify full and automatic adjustments «nnually.
These changes in cost-of-living adjustments (COLA) cut the real
benefits of the affected workers and reduced the cost of the system
below what it would have been otherwise.

Figure 4-13 represents the benefits payable under a backdrop
plan with 50 percent COLA applied to the pension instead of full
COLA. As in figure 4-11, the benefit consists of social security, pen-
sion and supplement from age 55 until age 62. The figure displays
a near average final salary of $30,000 so that distributional effects
from differences along the salary scale do not affect the COLA
analysis. Reducing the COLA to 50 percent would save 4.3 percent-
age points in normal cost compared to an identical plan with full
COLA. Savings are achieved by the reduction in postretirement ad-
justments, and also because some workers would continue working
to later ages.
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FioURE --13.—Fifty Percent COLA at Constant Cost: Groes Replacement Rates for
Single orker With 30 Years of Service—$30,000 Final Salary N
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In the years after retirement, the pension benefit declines as a
portion of total benefits. Social security is projected to be fully in-
dexed, thereby holding its value over time.

By comparing figures 4-11 and 4-18, the effects of restoring the
savings achieved from COLA cuts to the overal! benefit generosity
can be seen. Because the inflation agsumption is constant, the rate
of unindexed benefit erosion is a straight, but decl'minfuline. The
benefit declines to 45 percent of final pay by age 70, which would
be the average replacement rate recei by this worker in a plan
fully indexed as in figure 4-11.

benefit begins at age 55 as a replacement ra* - about 55
percent. A supplement between age 55 and 62 is p. ‘ed by the
plan, and thus it follows the same adjustment path as the pension;
after age 620nlytheb@cpemiondeclinesasthefullya(ﬁusted
social security benefit begins. The total replacement rate drops

fmm55pereentatage55to40pementatage80.
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early retirement reductions, the impact of which is known in ad-
vance, COLA reductions introduce greater uncertainty into retire-
ment decisions.

Private sector COLA practice varies widely. The portion of the
benefit arising from social security is fully i ed but the remain-
grartad. at the discretion of plan sponors. Ghapter 2 fdings shos
grartad at i ion of plan sponsors. pter i
tha. renefit increases offset around 30 percent of the loss in pur-
chasing power due to inflation over the period 1978 to 1979, in
alca:s taken to be representative of comparable non-Federal prac-

G. CAPITAL ACCUMULATION PLANS AS A DISCRETIONARY SUPPLEMENT

One of the important developments in the ion field in recent
years has been the increasing popularity of capital accumulation
plans as a supplement to the main defined benefit plan and social
security. According to the findings in Chapter 2, about three out of
four of the largest companies provide such a su lemen:r
- These capital accumulation plans provide psemgn ternatives
that can accomplish certain objectives. At the same employer cost,

ounts directed to the “automatic” portion of the benefit design
(the pension plan) relative to the volun part (the capital accu-
mulation plan) can be varied. Basically, plans encourage em-
ployees to save toward their own retirement income. If Federal re-
tirement expenditures under a new Federal system are tilted to
‘ower incomes, or toward retirement at later ages, voluntary cap-
ital accumulation supplements would allow other workers to com-
pensate for some or all of the relative loss by saving more (reduced
consumption) during working years.

1. Illustrations of capital accumulation plans

The capital accumulation plans that CRS has designed for this
report are modeled after a plan known as a “401(k)” plan. The
plan, which supplements primary defined benefit plans in the pri-
vate sector, takes its name from the section ¢f the Internal Reve-
nue Code that governs it. The 401(k) plans provide favorable tax
treatment to employees by deferring taxes on employee contribu-
tions until retirement. These contributions are deductible from tax-
able income during the years in which the income is earned. Be-
cause employer money can be used to encourage this otherwise vol-
untary participation, Federal tax law governs the extent to which
these plans can favor higher-paid workers. The IRS guideline speci-
fies that employer contributions to the plan for 51‘: igher-paid
third of the workforce can average no more than two to three per-
centage points higher than the average contribution on behalf of
the lower-paid two-thirds of employees.

Capital accumulation plans increase a worker’s discretion. The
employee chooses to save more or less. Capital accumulation plans
also can be vehicles for v.orkers who would like to develop an in-
vestment portfolio. Many private employers who sponsor supple-
mentary capital accumulation plans provide several investment
choices 80 employees can invest their assets as they prefer. Partici-
pants in some plans are permitted to borrow against their assets in
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advance of their actual retirement. This borrowing «pportunity can
be an important feature for families with housing expenses, high
medical bills, or need for college educations. In the examples that
follow, investment issues have not been addressed. Issues arising
from Federal employee investment for retirement are discussed in
Appendix B. These voluntary supplements have been analyzed
strictly as discretionary devices that allow the employee greater
control over retirement planning. Thus, the rate of growth in these
investments is determined by the same economic assumptions used
for all other analyses.

a. The concept of constant employer cost.—In the illustrations
that follow, the capital accumulation plan cost is estimated, and
the generosity of the main retirement plan is then reduced to a
constant employer cost. The reason for adopting a constant enmploy-
er cost in this section is to show the effect upon replacement -ates
of employee contributions to a capital accumulation plan and to
compare them to contributions the employees now make to CSRS.
Employer cost is defined as the total value of plan benefits minus
all employee contributions. For instance, in the current CSRS the
baseline fota’ cost of 32.2 percent of pay is reduced to an employer
cost of 25.2 percent when the employee contribution of seven per-
cent is deducted. In a new retirement plan designed to accompany
social security, a constant employer cost, including the employer
share of social security cost, would also be 25.2 percent. In this
study, the employer cost of social security is equal to the employer
social security tax as a percentage of total payroll, or 6.1 percent of
total payroll. Subtracting that amount from 25.2 percent yields a
constant employer cost for the pension alone of about 19.1 percent
of pay, normal cost. That figure is taken to represent the Federal
Government's cost of the pension benefit component, if the govern-
ment’s share of retirement costs for the alternative system, includ-
ing social security, is to be held constant at the level of its cost for
the current system. This figure becomes the target cost to be
achieved by calibrating accrual rates.

b. Estimated capital accumulation costs.—Costs of the capital ac-
cumulation plans in this study depend on the participation rate of
individuals. Such rates, expressed as “percent of full participation,”
are influenced by two features of the plan: The rate at which em-
ployee payments to the capital accumulation plan are matched by
employer payments, and the oeiliﬁon employee contributions eli-
gible for such matching dollars. Some employees will contribute
the full amounts permitted by the plan specifications, others only
some, still others not at all. percent of full participation is the
net average of full participation after all full, partial, and zero con-
tributions have been combined.

The cost in this study to the Federal Government of the capital
accumulation plans is established by multiplying the estimated
matching rate specified for the plan by the estimated percent of
full participation. For example, a plan with a 50 'pement employer
match of employee contributions to six percent of pay is estimated
to acquire a 55 percent average full participation. ultiplying that
rate times the maximum government match (three percent) yields
a Federal Government cost for the plan of 1.65 percent of pay. Doc-
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umentation of the method for arriving at the variable used for the
capital accumulation cost assumptions can be found in Appendix C.

2. Using capital accumulation plan to diminish the social security
“‘i t” .

In a previous section, the distributional effects of the social secu-
rity formula were shown in combination with an “add-on” and a
“50 percent offset” approach to coordination.

a. Offset plans shown with voluntary supplements.—In figure 4-
14 a 50 percent offset plan is combined with a voluntary capital ac-
cum.ulation plan. The plan is defined as a 50 percent match up to
an employee’s contribution of six percent of pay. The average rate
of full participation is 55 percent, and the government cost is 1.65
percent of pay. All other provisions are held constant, and the gen-
erosity of the plan has been tuned so that the employer cost, de-
fined as the projected normal cost of the basic plan, plus the as-
sumed normal cost of social security, plus the projected average -
cost of the capital accumulation plan approximates a total normal
cost of 25.2 percent of pay.

Freuse 4-14 —Fifty Percent Offset and Capital Accumulation at Constant Cor .t
sross Replacement Rates for a Single Worker Age 62 With 30 Years of Service
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The 1.65 percent of pay for the capital accumulation plan can be
gained through a wide variety of adjustments. This illustration as-
sumes that the gain is achieved through a reduction in the accrual
rate of 1.45 percent to 1.35 percent per year of service.
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The figure shows the effect upon benefits of participating in the
plan. Employees contributing at the maximum amount (six percent
of pay) would have higher replacement rates at all salary levels
than they would receive under the current CSRS. At the end of a
30-year career these employees would have accumulated sufficient
capital to purchase, at age 62, an annuity replacing about 15 per- -
cent of the gross preretirement salaries. Of course, their disposable
income during work years would have been lower because of the
amounts submitted to the capital accumulation plan. Employees
who did not participate would receive about 26 percent less replace-
ment of their salaries. Because full participation is assumed to be
more likely at higher salaries, the relationship between the two
lines gives some appreciation of how this capital accumulation plan
can diminish the effect of the social security tilt.

b. Voluntary pkans shown with add-on.—Figure 4-15 shows the
effect upon the distributional tilt of the social security formula
when the same capital accumulation plan is used in combination
with an add-on plan. All other aspects of the plan, including cost,
are held constant with the plan shown in figure 4-14. In this case
the accrual rate is reduced from 1.13 percent to 1.03 percent per
year of service.

FiGORE 4-15—Add-on Plan and Capital Accumulation at Constant Cost: Gross
Replacement Rates for a Single Worker Age 62 With 30 Years of Service
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Because of the different propensity to save among employees at
different salary levels, this design can have a pronounced effect
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upon the social security tilt, and is thus a significant benefit alter-
native for higher-paid workers if the add-on approach to coordina-
tion with social security should be adopted.

Fouke 4-16.—Backdrop Plan and Capital Accumulation at Constant Cost: Groes Re-
gldazemnt Rates for a Single Worker With 30 Years of Service—$30,000 Final
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Figures 4~14 and 4-15 are based upon capital accumulation plans
that are indexed to pay level values over the years. Alternatively,
the employee could greatly increase the initial annuity by choosing
a level dollar (nominal) annuity. Figure 4-16 shows this effect for a
worker retiring at age 55. Figure 4-16 shows the erosion of the
value of the capital accumulation plan during the years after re-
tirement in an unindexed annuity paid for life. (Later figures will
demonstrate alternative Euyout structures.) The annuity value is
purchased at retirement by the lump sum of the accumulated em-
ployer/employee contributions plus accrued interest earnings. The
annuity value is the actuarial relationship betweeen the lump sum
at retirement and the projected years after retirement based on an
assumed discount rate. The backdrop plan components (social secu-
rity and the defined benefit pension plan) retain constant value in
this example because they are indexed.

4. Capital accumulation plans: assuming risks

These employees are shown retiring at age 62 with 30-years serv-
ice. The replacement rates for emplogees participating in the cap-
ital accumulation plan are derived by dividing the accumulated
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contributions and interest earnings in the plan at retirement by an
annuity factor based on a discount rate and the number of years of
life remaining, according to the actuarial tables developed for
workers within the demographic profile. All projections in this
study are, of course, sensitive to the economic assumptions used in
the projections, but if the assumptions are held constant, useful
comparisons can be made. However, it is worth noticing that re-
placement rate presentations of capital accumulation plans also
are directly dependent upon the specifications used for that presen-
tation. For example, workers with identical careers and salaries at
retirement, but who are at different ages when they begin drawi
benefits would have different replacement rates, because of the dif-
ferent actuarial assumptions as to the years of life remaining
during which the annuity will be ;'),aid.

Other assumptions also affect the value of these plans at retire-
ment. These examples show a “typical” worker, who enters at the
average entrant salary, and who retires at the average preretire-
ment salary after having spent a career progressing through the
salary grades at an average pace. Alternative career paths produce
different rates of accumulation and thus different replacement rate

rojections. Most postal workers, for exam le, have relatively
‘flat” career paths. Amounts saved by them in capital accumula-
tion plans wilrappear substantially more valuable, as a percentage
of preretirement salary, than the same percentage of salary saved
by a worker whose career growth begins low but progresses into
hi@i’her grades by retirement. The latter worker's early career con-
tributions are lower relative to the higher salaries late in the
career than for the worker with a flatter scale.

An important analytic point is thereby raised: The employer
share of capital accumulation plan contributions would be a part of
the Federal Government’s cost of the total retirement system.
These plans are added at a cost that is then subtracted from the
amount available for payments from the main defined benefit plan.
This transfer of a portion of the total benefit costs from a defined
benefit plan to a plan that is essentially a defined contribution

lan would also be a transfer of some of the risks in retirement
nefit costs and expectations from the government to Federal
workers.

The examples of capital accumulation plans developed for the
study are analyzed with risk aspects removed. Economic assump-
tions are held constant as if the accumulating assets are invested
in Federal securities and grow at the same rate as costs and bene-
fits of the basic plan; career paths are held constant as if all work-
ers progressed at the same average rate to an average final salary.
In an actual capital accumulation plan, retirement benefits could
be affected, perhaps even profoundly affected by actual events,
both in the economy as a whole and in the individual's own experi-
ence.

One of the primary advantages of a defined benefit plan is that
risks of economic uncertainty are borne by the employer, an insti-
tution capable of enduring economic shocks and with the capacity
to absorb unpredictability in costs that occur when benefit levels
are guaranteed percentages of final incomes. Capital accumulation
plans transfer risk to the employee: Repgfiis depend upon invest-
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ment performance and general market health, risks inherent in
building capital wealth with a specific goal in mind.

The proper consideration of capital accumulation plans as poten-
tial features of a new retirement system requires an understanding
of these transfers of risks. From a strict economic standpoint, these
plans affect the economy onlg to the extent they increase employee
savings and thus the nation's capital pool. In the long run, aggre-
gate costs and average benefits of the two types of plans are shown
to be the same because they are based on identical economic as-
sumptions. The difference between these two types of benefit struc-
tures is upon individual cases: Some workers will do h<iter and
others worse as a result of assuming the economic ri.« inherent in
capital accumulation. A further discussion of the 1ssues of risk in
capital accumulation plans can be found in Appradix B.

4. Using a voluntary capital «ccumulation plan to counter chenges
to early retirement

A capital accumulation plan could be used with either an add-on
or an off-set plan to provide opportunities to save voluntarily for
early retirement. This design would permit employer costs to be
usedy to encourage later retirement by providing higher benefits for
workers who remain employed to later ages. Workers would still be
permitted to retire early, but with reduced pensicn benefits. Thus,
these workers would need to save to achieve benefit levels compa-
rable to those provided in the backdrop plans.

In figure 4-17, the primary bars represent a backdrop 50 percent
offset plan (at this approximately average final salary an add-on
would look about the same). A supplement is provided for retire-
ment at age 55. The secondary bars represent a plan in which ben-
efits for workers retiring at age 55 with 30 years of service are not
supplemented for anticipated social security benefits and the offset
is applied immediately. Furthermore, one-half of a full actuarial re-
duction (three percent per year under age 62) is imposed on bene-
fits of persons retiring at age 55. The projected savings of 3.4 per-
cent of pay from these changes to the backdrop plan have been re-
stored to the plan represented in the secondary bars in two ways.
First, a capital accumulation plan with a 50 percent match of em-
ployee contributions up to six percent of pay was added at an esti-
mated cost of 1.65 percent of pay to the Federal Government.
Second, the remainder of the savings (1.75 percent of pay) achieved
from the introduction of early retirement reductions was used to
increase the accrual rate from 1.45 percent to 1.60 percent so that
plan dollars would be redistributed to employees who retire at
older ages and/or with more service.
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In figure 4-17, the primary bars show projected benefits at differ-
_ent retirement ages under a backdrop plan. Retirees would receive
30 percent in gross replacement from the basic pension regardless
of the age at which they retired. The social security benefit in--
creases for retirement ages after age 62 because reduction factors
in that program for early retirement diminish with retirement at
later ages. The alternate bar shows that this worker with near-av-
erage preretirement income would have lower benefits from the
basic plan (27 percent) at age 55, but at age 62 would receive total
benefits from the plan plus social security (42 percent) that would
exceed those of the backdrop and nearly reach those of the current
CSRS. A worker with the same salary and service, but who retires
at age 62, would receive 50 percent from social security and the

pension, a total close to that payable from the current CSRS.

Note that these figures show additional benefits for later retire-
ment ages without additional service. If workers choee not to retire
and to continue working, the additional service would enhance
their benefits even more. In the case shown here, a worker with 30
years service would receive about 34 percent from the unreduced
formula in the backdrop plan. If the individual retired at age 55

27 percent of final pay. If the individual worked another seven
years at the same sam'y,
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cause of the additional service and absence of reductions. The value
of increased service in this example is about 4.1 percent for each
additional year in combined service increase and diminished reduc-
tions for early retirement. Of course, the additional service also
would increase the value of the social security benefit as well.

Figure 4-17 also shows that retirement at Iater years with the
same service causes higher benefits from the capitaﬁ;cumulation
plan; actually, the present value of future benefits payable from
the lump sum in the voluntary supplement at retirement is the
same at all ages shown. The monthly payment values would be
higher for workers retiring at later ages because on an actuarial
basis the payments would be paid for a shorter period of time,

Capital accumulation plans can provide a means by which the
employee is able to plan for early retirement. In figure 4-17, the
accumulated amount in the capital accumulation plan at retire-
ment is used to purchase an indexed full-life annuity. Although
total benefits payable at age 55 in this example do not match those
of the backdrop plan even with fall participation, that is partly a
result of the absence of a supplemant. Because benefits would in-
crease substantially upon the payment of social security at age 62,
an actuarial equivalent supplement could be designed at no addi-
tional cost to the pian, that “levelled-out” the replacement rate.
The employee could be provided an option in which lower replace-
ment rates after age 62 are “accepted or traded” for their actuarial
equivalent value in higher repiacement rates before age 62.

In figure 4-18, this concept is used to construct a payout specifi-
cally tailored to accompany a backdrop plan payable at 56 with
no supplement. No other changes are made. The level-life replace-
ment rate in figrre 4-18 approaches that of the current CSRS be-
cause this example shows an employee whose contributions are
higher than would be paid to the current CSRS by approximately
five percent of pay. If the capital accumulation plan were designed
to defer taxes on the employees’ contributions then the net contri-
bution after tax would be less than 5 percent.
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Flourx 4-18.—Backdrop Plan and Capital Accumulation at Constant Cost: Gross Re-

placement Rates for a Single Worker Age 56 With 30 Years of Service—$30,000
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In figure 4-18, the annuity from the capital accumulation plan
nas been structured to pay a higher indexed benefit from age 55 to
62 equal to anticipated social secuxity benefits and the remainder
of the accumulated assets are indexed and paid out evenly over the
entire retirement. An employee delaying retirement until age 62 or
later woulu have a significantly higher replacement rate.

In figure 4-19, the lump sum amount in the capital accumulated
plan at retirement is used to purchase an unindexed full life annu-
ity. The employee is assumed to have participated fully in the plan
since the beginning date of employment. The annuity can be seen
to decline in value over the years after retirement. Combined bene-
fits at age 55 are not so generous as those of the current system
but near the levels of backdrop plans. The replacement values
jump at age 62, when social security benefits begin. Remember that
in these examples average preretirement salaries are beihg shown.
Replacement rates at other salary levels would be affected by the
method chosen to coordinate with social security.
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Fraung 4-19.—-Backdrop Plan and Capital Accumulation at Constant Cost: Gross Re-
g‘ll'acement Rates for a Single Worker Age 55 With 30 Years of Service—$30,000
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The inflation rate used in all projections in this study is four per-
cent per year. Thus, the retiree could also be given the choice be-
tween an annuity fully indexed or ¢one with a guaranteed increase
of four percent per year. In the latter case, the employee loses if
inflation exceeds four percent and; is better off if inflation stays
below four percent. Both cascs are projected to cost the same.
Either approach implies a balanced ’risﬁofor both annuitant and the
institution selling the annuity. However, the potential gain to the
employee in case of zero inflation is limited to 4.0 percent while the
upside risk is, at least theoretically, unlimited because there is no
absolute limit on inflation.

5. Using capital accumulation plans to offset reductions in COLA

The voluntary capital accumulation plan can also be used in cun-
junction with reductions to COLA. Ali features are held constant,
including employer cost, so that the effects of participation can be
seen if COLA is reduced to one-half of the CPIL. :

Figure 4-20 shows a constant employer cost plan in w ..ch the
savings from a reduced COLA have been used to pay for a dollar-
for-dollar capital accumulation plan. The COLA on the pension is
one-half of the CPI changes and is paid annually. An indexed sup-
plement is provided to workers retiring at age 55, equal to the in-
dexed social security benefit payable at age 62. : ‘
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Froous 4-20.—Backdrop Plan With 50 Percent COLA and Capital Accumulation at
Constant Cost: Gross Replacement Rates for a Single Worker Age 56 With 30

Years of Service—$30,000 Final Salary
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The capital accumulation plan is indexed st a rate equal to infla-
tion. The retiree depicted in this plan is an average income worker.
As was discussed earlier, income distribution would depend vpon
the technique used to coordinate with social security. If an offset
approach were followed, lower-paid Federal workers would receive
smaller portions of their total income from the pension portion
than would higher-paid workers. Thus, higher-paid workers would
have relatively greater advantages in purchasing their inflation
protection by participating in a capital accumulation plan com-
bined with an offset integration approach.

The foregoing examples of altenative payouts of capital accumu-
lation assets are all actuarial equivalents. On a» actuarial basis
the schemes have the same present value to the cmployee and the
same cost to the employer. 1t is important to remember that these
examples show employees with full participation in the capital ac-
cumulation plan over their entire careers (and with the risk re-
moved). Employees could vary their participation (with a corre-
sponding increase or decrease in the spendable income) as the cap-
ital in the plan accumulated at rates differing from their expecta-
tions or in ways other than the projected outcomes. .
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6. Early payouts from capital assets

Capital accumulation plans use some employee and employer
money to create a pool of capital that belongs to the employee.
These plans not only enhance retirement benefits for those who
participate, but also provide greater portability to employees who
leave before retirement. Capital accumulation plans have much
earlier vesting requirements and employees are able to take the
full value of accumulated capital with them when they resign. Fur-
thermore, in the private sector employees often have the right to
borrow against accumulated amounts.

Private sector capital accumulation plans, but not defined benefit
plans, often permit participants to borrow against their accumulat-
ed assets with various requirements for repayment. In some cases,
plans restrict this opportunity to employees who experience a need
for large sums of money at some point in their careers, for medical
expenses, down payments, or educational expenses for children.

It would also be conceptually possible to grant to employees
while they were still employed, a portion of their accrued rights in
a defined benefit plan in the form of capital. Under such an ar-
rangement, the employee would be given the right to draw upon
some portion of the accrued present value of future benefits at var-
ious points in the employee’s career. These rights could be porta-
ble, and they could be treated as assets to which the employee is
permitted access. The value of the “capitalized” rights could be re-
stricted to a portion of the computed present value of future bene-
fits. This design could be structured to have no effect upon plan
(normal) costs; actual budget costs would occur earlier if future
benefit values are granted in advance.

Employees could be permitted to draw some portion of the
present value of their accumulated assets in advance of their
actual retirement. At retirement, replacement rates would be com-
puted after taking into consideration the full value, at retirement,
of all money withdrawn earlier. The effect upon cost of granting
this advance payment would be limited to the timing of payments:
The present values could be equalized, but a portion of the payout
would occur earlier.

Another variation on this arrangement would allow employees to
use some of the accrued present value of their defined benefits
before retirement, to supplement their income during extended pe-
riods off the job, or to invest in small businesses or other income-
producing assets that could allow the employee to “phase in"” a
transition from full-time work to full-time retirement,

Table 4-5 compares the effect upon ultimate benefits at retire-
ment if an employee is permitted to withdraw some plan value as
capital in advance of the normal retirement age (in this case, 55
with 30 years of service). The illustration assumes that the employ-
er would have received a level life replacement rate of 45 percent
in the absence of any withdrawal. These variations are shown at
constant cost in a 50 percent offset backdrop plan such as that
shown in figure 4-11.
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TABLE 4-5.—EFFECT UPON m;mm RATE AT RETIREMENT OF DRAWING A PORTION OF
N{SENTVMUENFWUREBENEFHSNADVMRRMEMOY&WMAGE25
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[11. DesiGNING DisasiLrry BENEFITS

A. INTRODUCTION

Since January 1, 1984, newly hired Federal workers have been
covered by the provisions of social security’s disability insurance
program. Workers hired before that date by and large are not eligi-
ble for social security disability insurance, and are protected in-
stead by the quite different provisions of the current civil service
retirement system. Designing a new Federal retirement system co-
ordinated with social security clearly requires development of a
complementary disability program.

As consistently applied throughout this report, analysis begins by

are covered by social security have designed their disability plans
to complement social security disability coverage. Design issues are
highlighted by the different ways the private sector, State govern-
ments, and the current CSRS treat disability, and by how coverage
with social security is coordinated with these systems. Basic differ-
ences between Federal and non-Federal practice are:

—The current CSRS grants disability retirement immediately
if an applicant’s disability prevents him from performing his
job effectively. Private sector plans and social security, un
the other hand, pay benefits after a designated waiting
period if the worke. is disabled for work in any occupation.

—The current CSRS has a more liberal work test and usually
pays benefits longer after recovery than does social security.

—Social security pays benefits to dependents of disabled work-
ers, whereas CSRS does not.

—Many social security recipients in the private sector are also
eligible for disability benefits from a pension plan or insur-
ance provided by their employer. These benefits combined
with social security often initially replace a higher propor-
tion of earnings than do CSRS benefits.

—Private sector plans typically provide greater protection
against temporary disability.

The cost of the current CSRS disability program for individuals
under age 65, 3.0 percent of payroll, is comparable to the cost of
the disability provisions of most private sector plans combined with
social security. ‘ .
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B. TYFES OF DISABILITY PRACTICES

Design 0. disability benefits begins by examining the features of
social security and private sector and State government practices,
and comparing them to the current CSRS. (Appendix A describes
these current practices in detail.)

1. Private sector and State government disability practices

Private sector and State government employers generally pro-
vide short- and long-t2rm income protection against the risk of dis-
ability. Long-term protection may be provided through the pension
plan, a long-term disability (LTD) insurance plan, or both. LTD
plans are contracts with insurance carriers that provide disability
benefits for employees. They are funded separately from the retire-
ment system. LTD insurance benefits become available after short-
term disability benefits have expired. They typically pay about 60
percent of predisability earnings for as long as the disability con-
tinues or until the individual reaches retirement age and begins to
receive benefits under the regular pension plan. Benefits from most
LTD plans are reduced by the amount of other compensation, such
as workers’ compensation, social security, and pension benefits.

Only five States have LTD insurance plans, according to the
General Accounting Office (GAQO). The other States provide for dis-
ability payments from the retirement plan.

When insability coverage is part of the pension plan, plan bene-
fits may be payable immediately, or they may be deferred until the
disabled employee reaches the plan’s regular retirement age. Plans
with immediate disability pension benefits usually calculate their
amount under the regular pension formula. The majority of the
States provide immediate disability pension benefits.

Deferred payments are most often used when employees are also
covered by LTD insurance plans. Credits toward pension benefits
are usually granted to these disabled workers until they are eligi-
ble to begin receiving pension benefits. Most employees have to
have at least 10 years of service to be eligible for disability benefits
under the pension plans. :

Disability pension benefits usually are inteﬁ;ated with social se-
curity disability insurance benefits. Internal Revenue Service inte-
gration rules state that no more than 64 percent of the social secu-

"rity benefit may be offset by the pension plan; 50 percent is typical.

J. “Representative” private sector disability practice

Private sector disability practices vary but some features a -e suf-
ficiently prevalent that they are “representative” of private scetor
practice. A representative private sector plan would include a tem-
romry disability program that would provide benefits after sick
eave is exhausted, and would use an occupational definition of dis-
ability similar to that in the current CSRS. This short-term protec-
tion would be combined with a long-term disability program that
would go into effect six months after onset of the disabling condi-
tion. Beginning 24 months after onset, long-term disability benefits
would be provided under a stricter definition of disability similar to
social security’s. They would replace about 60 percent of predisabi-
lity pay including a 100 percent offset of the initial social security
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primary insurance amount (P1A). No cost-of-living adjustments
(COLAS) would be provided. When workers reach retirement age,
the LTD would cease, and benefits from the regular pension would
begin. The retirement benefit would be based on the workers’
nominal earnings and years of service, projected from first employ-
ment to retirement age (including years of disability).

4. Current civil serice retirement system

Under the current CSRS, employees are eligible for disability re-
tirement at any age if they have completed five years of service
and are unable, because of disease or injury, to perform the duties
of their specific job. (See Appendix A for a detailed description of
the disability provisions of the current civil service retirement
system.)

The civil service retirement system disability annuify begins im-
mediately after eligibility is established. The amount of the annu-
ity is the larger of:

——}he b:lgeﬁt computed under the standard CSR§ retirement

ormula,

—the smatler of 40 Fercent of the hi§h~3 average salary, or the
annuity that would have been pai if the em_gloyee d con-
tinued working until age 60 at the same high y.

After entitlement, disability annuities are fully mg:sted for in-
ﬂatilc‘m. There are no additional benefits for dependents of disabled
workers.

4. Replicating the current C il Service Retirement System

A new Federal pension %tem could be designed to replicate the
benefits of the current CSRS as closely as ble. In general, pro-
visions would reflect current law, but wou{d be modified to accom-
modate the effect of social security cove . Such a plan would
grant disability retirement benefits immediately when the appli-
cant is unable to do his or her own work. The reci;gfnt would be
required to apply for social security benefits, for which he would
qualify only if he were disabled for any work. The social securit
benefit, if payable, would begin after the five-month waiting period,
and all social security benefits, including those for dependents,
would be subtracted from the CSRS benefit.

This approach would minimize the differences between the cur-
rent and the new Federal system. A replicated system would
be easier to administer since many of the eligibility standards
would be identical. In addition, a replicated system would minimize
any difficulty that might arise if workers in similar circumstances
are covered by disability programs that have different eligibility re-
quirements or provide sugsta.ntially different benefits.

To the extent the current system is replicated, however, the new
system would diverge from private sector disability practice. Feder-
al laws regulating private pensions would not rmit establishment
of a 100 perc=nf offset of social security benefits. (Private employ-
ers are able to offset 100 percent of benefits provided by LTD insur-
ance plans that are not considered as part of the regular pension

.system.)

It may be difficult to justify the preservation of an occupational

definition of disaﬁ%ity in a new system to which social security has
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been added. It may have been easier to justify paying individuals
under & more liberal definition of disability when they were not
covered by social security anyway, but there will probahly be more
reluctance by the public under the new system to accept that an
individual covered by social security disability but unabYe to qual-
ify for its benefits can nevertheless receive full CSRS disability
benefits. -

Replicating the current system would require keeping track of
all social security benefits paid to the entire family, with constant
adjustments for differing cost-of-living increases, deductions for
excess earn:ngs from work, and changes in family composition—all
difficult administrative tasks.

C. DESIGN ISSUES FOR DISABILITY BENEFITS IN A NEW SYSTEM

This section identifies and analyzes the important issues that
have to be resolved in designing disability benefits for a new Feder-
al retirement system:.. Analysis of these issues takes into account
criteria against which a successful disability program should be
judged. A Federal program providing disability benefits for its em-
ployees should:

—Promote the efficient use of employee resources;

—Meet the needs of its workforce;

—Minimize the resentment from longtime or new workers be-
cause they participate in different systems, one of which
may be perceived to be less attractive.

1. Adequacy of benefits

Disability and survivor benefits serve a somewhat different pur-
pose than do retirement benefits; they provide insurance against
unexpected events, whereas regular retirement benefits provide for
an anticipated event. Civil service retirement benefits have tradi-
tiona}te&y resembled straight annuities, with benefit levels strictly
related to years of service and earnings in the highest three consec-
utive years. Such a computation will lead to very low benefit levels
for short-term workers who die cr become disabled. Thus, current
CSRS law provides minimum tees that yield larger benefits
than the regular formula. In this way the current CSRS somewhat
rarallels the social goals of social security, which bases benefit
evels on replacement of average career earnings lost at the time of
retirement, disabilivy, or death rather than strictly reflecting the
degree to which a person had contributed to the social security
system. The CSRS minimum guarantees also are similar in concept
to the flat percentage replacement of earnings under LTD insur-
ance policies used in the private sector. .

As described previously, many Private sector employers provide
for disability benefits as part of the pension plan rather than
through LTD insurance. The benefits usually are computed based
on service up to the onset of disability, and thus th& replacement
rate of the pension benefit may be fairly low for short-term work-
ers. Because Federal regulations allow a ‘maximum of only 64 per-
cent of social security benefits to be offset, however, the combina-
tion of social security and a benefit from tht;fension plan may be
Jjudged adequate (essentially because the social security benefit for-

172



158

mula is weighted toward low-income workers and is structured to
replace lost income). Nevertheless, in these situations, the shorter
the term of employment, the lower the combined sdcial security
and pension usually will be. -

A fundamental philosophical issue is the degree to which the
new CSRS disability benefit structure should provide “‘adequate”
benefits as opposed to benefits closely related to workers’ service or
payments made to the retirement system. In this context, the cur-
rent system attempts to do both by providing guarantees for short-
term workers and accrued benefits to long-term workers.

However, the current CSRS's disability structure does not consid-
er differences in employee characteristics or presumed need. Both
high- and low-income workers receive the same replacement rate,
with no additional benefits for dependents. Social security disabil-
ity benefits are heavily weighted 1n favor of low-paid workers and
those with dependents, but they also are related, if somewhat
weakly, to the individual's earnings covered by the program. The
social security benefit formula thus reflects some measure of both
elements of “social adequacy” and “individual equity.” These ele-
ments must also be considered in designing a disability re-
tirement system.

Long-term disability insurance clearly emphasizes social adequa-
cy by providing relatively generous benefits and by offering protec-
tion for the short-term employee. This is done by essentially disre-
garding length of service in oomputing benefits and requiring only
minimal vesting time. It protects employees usually considered the
most vulnerable; young, short-service workers who often have

owing families. The LTD approach is simple and straightforward

use its concept is simple; a flat percentage of pay is replaced
and usually all other compensation is offset, usually by 100 per-
cent. As is typical with insurance arrangements, this appears to
provide the greatest payoff to those who quickly encounter the risk
insured against. However, a capital accumulation plan that could
pay the account balance upon determination of disability obviously
would more greatly benefit longer-term workers. Moreover, social
adequacy elements of the LTD approach decline if the typical 100
percent offset of social security is applied, because there is no redis-
tribution of income and therefore no recognition of different re-
placement rates possibly needed by high- and low-income employ-
ees. A lower offset, coupled with a lower re lacement rate for the
LTD (to keep costs in line), would obviate is objection, although
such a practice is :yé in the private sector when LTD insurance is

d

On the other harld, arrangements that strictly relate benefits to
ler ,th of service would provide much lower benefits for short-term
employees. This approach, if applied to a new Federal system,
could follow the private sector practice of offsetting only part of the
social security tilt, thus distributing relatively greater benefits to
lower paid workers.

2. Level of benefits

Social adequa?, discussed above, refers to distribution of benefits
among high- an low-paid, and long- and short-term, workers. An-
other aspect of benefit adequacy is the basic level of the CSRS ben-
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efit itself. Ideally, this level should be high enough to ensure an
adequate standard of living, without being so generous that it dis-
courages disabled workers from trying to reenter the work force.

The currerit system has been criticized because its benefit levels
are less generous than those provided by many private sector dis-
ability plans combined with social security. LTD's typically provide
replacement of 60 percent of predisability earnings; civil servants
under the current system, on the other d, can receive 60 per-
cent of their high-3 only if they have 32 years or more of service, If
a 60 percent replacement rate were guaranteed for long-term dis-
ability (using the social security definition of ¢ «bility and offset
by 100 percent of the social security disabilitr » eofit), the cost of
the provision would be 1.84 percent of payroil. It would be harder
to mﬂualify for this disability retirement program, but those who
qualify would receive higher benefits.

3. Minimum guarantees .

The current CSRS combines the flat percentage replacement fea-
ture of LTD insurance plans, which benefits short service workers,
and a pension -based on accrued or projected service, which pro-'
vides greater protection to long service workers. If this hybrid ar-
rangement were superim on the new CSRS, it would increase
the proportion of disability benefits calculated by using the mini-
mum guarantees, because the lower accrual rates inherent in the
new system would increase the amount of time needed before the
accrued benefit would exceed the guarantee. Fer example, employ-
ees in the.current system with fewer than 22 years of service re-
ceive higher benefits from the 40 percent minimum. If the accrual
rate under the new system we-e 1.5 &rcent per year, the actual
accrued benefit would not exceed the minimum guarantee for
almost 27 years. If the minimum guarante> replacement rate were
set at 60 percent, about the level of a typical LTD insurance plan,
the time for the actual accrual to ex the guarantee would be 40
years.** However, if a high offset of social security were used, like
the 100 percent in LTD insurance plans, and a lowee offset were
used for retirement benefits, actual total replacement rates for dis-
ability beneficiaries would not necessarily be out of line when com-
pared to retirement benefits for employees with medium to long
service.

Another approach would be to eliminate the minimum guaran-
tees and rely totally on social security to provide adequate benefits
for short-career workers. This approach would provide accried ben-
efits only and would be offset by social security. This woqld lower
costs from 2.6 to 1.£ percent of pay I: would move'the CSRS
toward individual equify, but could adversely affect short-term
workers, particularly those with gaps in thei;;oyia. security cover-

e
If an LTD insurance-type scheme were adopted, a minimum
guarantee would be inherent because everyone would receive a set
percentage replacement of pay, refz}(dfg: of length of service.

441f the current CSRS hybrid system were adopted but 60 pervent substituted for the 40. per-
cent minimum guarantee, it would rarely be licable. The other rart of the minimum guaran-
tec—projection of service to age 60--w apply because it would produce he lower benefit.

e
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However, minimum guarantees or fixed-rate replacement rates,
when used to compute disability benefits, sometimes produce a
higher benefit than will be payable when the individual attains r--
tirement age. One of the reaso-s part of the current CSRS mini-
mum guarantee calculates benefits by projecting service to age 60
is to prevent disability benefits from ing higher than retirement
benefits for older, less-than-full career workers, A similar alterna-
tive computation could be included in a new Federal system. For
example, if an LTD insurance-type arrangement were chosen, an
alternative to replacement of, say, 60 percent of pay (or actual ac-
crued benefit if higher) would be to project service to the normal
retirement age and thus pay the benefit that would be payable
upon retirement. This has the advantage of removing the incentive
to seek disability retirement by older, less-unan-full career workers,
and it avoids a sudden benefit decline upon conversion from dis-
ability to retirement. This dectine would occur because retirement
benefits are based on earnings from work that have been eroded by
inflation over the years.

Such an arrangement, however, is definitely disadvantageous for
short-term older workers. Because short-term older workers cannot
expect a disability benefit from previous employntent, the combina-
tion of social security and CS disability benefits may be small.
There are other objections to this alternative com‘putation. First, if
the social security definition of disability is applicable, it will be
much harder than under current law to become eligible for disabil-
ity retirement. Second, this issue has not altered the structure of
social security benefits: Ever since early retirement benefits were
offered, an individual at age 62 has received 80 percent of his social
security PIA, whereas a worker who l‘gualiﬁ'es for disability at that
age receives 100 percent of PIA. Third, this situation exists in pri-
vate sector LTD insurance arrangements. Part of the reason con-
version to a lower benefit at retirement age is not considered un-
reasonable in the private sector is that the socia} security offset is
removed or lowered (usually from 100 to 50 percent). At that poini,
tcl)ﬁ, other pensions to which the individual is entitled become pay-
able.

4. Definition of disability

The definition of disability is a most fundamental issue in the re-
designed program. The current CSRS defines disability as inability
to perform the worker's particular job. This is more liberal than
social security which judges a disabiliti; applicant’s abiliti to per-
form any job. (The administration of the current CSRS, however,
has been tightened somewhat in recent years; initial rejection rates
have risen from two to 15 percent, and only 17 percent of retirees
were disabled in FY 1982, compared to 26 Kercent in FY 1981.) The
current definition could be extended to the new system; but this
would diverge from private sector practice. Private sector plans
typically use the social security definition, although short- and in-
termediate-term disability often are granted on the basis of the
more liberal occupational definition.

A stricter definition of disability would affect Federal personnel
practices by requirin managment to deal with a category of

"

worker theoretically absent from the Federal work force: the em-

A
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ployee unable to do his own job efficiently because of a disabling

condition but who does not meet the social security definition of

disability. Critics of the current CSRS have claimed that some Fed-

eral managers, wishing to fire incompetent or unmotivated employ-

ees, have retired them on disability rather than going th h

cumbersome Federal dismissal procedures. This practice wourll:iuie

curtailed under a new system with a stricter definition of disabil-

ity. To keep a partially disabled employee more or less fully pro-

ductive, job restructuring would have to be expanded and expedi-

tious ways established to place the employee in a position where

his condition did not imimr his ability to do the job. (The job pre-

sumably would be at a lower grade, but perhaps saved-pay provi-
sions could soften this loss of income.)

A representetive private sector plan initially would determine

disability on an .ccupational definition and later (after about two

‘ years) would use ‘he social security definition. If this arrangement

\ were incorporuced into the new Federal system, employees would

first exhaust sick leave and then would be entitled to an intermedi-

\  ateterm disability benefit. This benefit would extend up to 24

| months and would pay 60 percent of the employee’s pay. (The

+ social security disability benefits.the individual received during

| this period, if any, would be totally offset.) To receive benefits

\ beyond two years, workers would have to meet the social security

\ definition of disability. With social security disability benefits offset

100 percent, as they would be under an LTD-type arrangement,

such an option would cost 2.6 percent of payroll.

. A variation would continue to pay benefits after two years if an

eccupational definition of disability were met, but at a reduced

rate. This variation would aid the partially disabled worker who
cannot be placed in a government job.

5. Treatment of social security benefits

'i‘he treatment of social security disability benefits affects both
aspects of social adequacy: how the benefits are distributed and the
levels of the CSRS benefits themselves. Most LTD plans offset 100
percent of the social security disability benefit. If disability benefits
are included in a pension plan in the private sector, however, the
offset of social security must be 64 percent or less. Most States add
the disability pension {)enefit to the social security benefit.

Integration of social security with benefits from a new Federal
retirement system affects the distribution of benefits along the
income scale, not just for disability but for all types of benefits. A
consistent integration approach would use the same integration
rules for all types of benefits in the retirement system. There are
particular features of disability benefits, however, that suggest the
idea of treating isability integration differently from integration
of the basic retirement benefits. For example. one issue is whether
the social security disability benefit should be prorated to the
amount of time spent working for the Federal Government. Such
apportionment makes sense in designing the in tion of social
security and CSRS retirement benefits because otherwise workers
with short careers in the government would have their benefits re-
duced, perhaps to zero, by a social security benefit whose value is
mostly attributable to work outside the government. Also, workers
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may acquire rights to more than one pension during the career and
it seems inequitable to reduce each pension by a social security
benefit that is based on the worker’s entire career. Workers do not
qualify for inore than one disability pension, however, and by defi-
nition, a completely disabled worker has less than a full career. In
fact, his entire work history may consist of working for the govern-
ment for as little as five years. There is little rationale for prorat-
ing the social security benefit on a projected full career (assumed
to be 40 years) because it could reward short-term workers at the

expense of lonprivate sector
TABLE 4-6.—-COMPARISON OF DISABILITY BENEFITS FOR 5-YEAR AND 20-YEAR WORKERS

Sy worker 20-yex workes
-3 salary . ‘ . $20.000 $20,0600
40 percent guavantee U ‘ . $667 $667 -
Ratio of years for offset . . 5740 20/80
Amourt of oftset o . ‘ $75 $300
Net CSRS benetd v ‘ . $592 $367

Total benelits (CSRS and social secwrly) $1.192 $967

Under such proration, a young worker with five years of service
before becoming disabled would have only five-fortieths of his
social security disability offset. His social security benefit would be
approximately as large as that of a full-career disabled worker with
the same average earnings because social security is designed to re-
place lost income from work. Thus, if the five-year and a 20-year
worker both had the same average earnings (approximating a
$20,000 “high-3"), their social security benefit would be similar,
perhaps even identical, at, saﬁ,s%()ﬂ' r month. Under a minimum

arantee approach their CS dtsagielit benefit, before offsetting
or social security, would be the same. Under the 40 percent guar-
antee, initial computation of the CSRS benefit would be $666.67 a
month (high-3 of §20.00(‘ times 40 percent equals $8,000, divided by
12 equals $666.67). If the offset were prorated, the five year worker
would receive a CSRS benefit of $591.67—$666.67 minus $75.00
(five-fortieths times $600) equals $591.67—whereas the Z0-year
worker would receive $366.67—8$666.67 minus $300.00 (twenty-for-
tieths times $600.00) equals $366.67.

Nevertheless, the social security disability benefit can be based
in part on work outside the government. A compromise position

‘would be to apportion the amount of the career spent in govern-

ment employment up to the time of onset of disability. >rivate
sector L'I‘Y) plans do not prorate, however; the entire social security
benefit is subtracted from the benefit.

The use of guarantees, or flat rate replacement of income as
under LTD plans, argues in favor of subtracting from CSRS disabil-
ity benefits 100 percent of total social secuvrity disability benefits.
The 100 percent offset uvoids inequities and complications such as
in the above example, and the guarantees and flat-rate replace-
ment plans can be considered generous enough to negate the need
for the supplementation that occurs when a lower offset is used. If

177



163

redistribution of benefits to lower income workers is desired, how-
ever, the minimum guarantee or LTD insurance-type flat replace-
ment rate could be lowered and combined with a less than 100 per-
cent offset of the social security benefit. With a 25 percent mini-
mum guarantee, plus a 50 percent offset, a $15,000 high-3 worker
would receive about $500.00 a year in CSRS benefits ($15,000 times
25 percent equals $3,750, minus 50 percent of a social securjty ben-
efit of, say, $6,500, or §3,250, equals $500). A $40,000 high-3 worker
would receive a CSRS benefit of $5,800 (340,000 times 25 percent

uals $10,000, minus 50 percent of a social security benefit of, say,

,400). Combined social security and CSRS benefits would then re-
place a higher proportion of predisability income for the lower paid
worker ($6,500 in social security plus $500.00 in CSRS equals
$7,000, which is divided by $15,000 equals 47 percent) than for the
higher paid worker ($8,400 plus $5,800 equals $14,200, which divid-
ed by $40,000 equals 36 percent). ,

An add-on arrangement similar to those used by many States
would preserve the redistributive tilt of social security. Because if\
costs are held constant the accrual rate in an add-on plan is inher-
ently lower than in an offset plan, guarantees set at the level of
those contained in current law would almost always be higher than
actual accrued benefits. These, combined with social security pay-
ments, would make disability benefit replacement rates very higl’;,
as would LTD insurance-type arrangements. Lower or ne guaran-
tees could resolve this problem. If minimum guarantees or LTD-
type benefits were applicable, the disabilit nefit could treat
social security differently from the rest of the pension scheme b
offsetting the social security benefit, probably by 100 percent.
new CSRS design ¥f disability benefits featuring an add-on benefit
structure with the current occupational definition of disability, no
minimum guargntees and no offset of social security benefits,
would cost 1.12 percent of payroll.

The amount of social security to be offset also ruises the issue of
whether to include social security dependent benefits. Private
sector plans usually offset the PIA alone not only for administra-
tive convenience but also in recognition that families need more
benefits than single individuals. As mentioned before, replication of
the current CSRS would require offsetting dependents’ social secu-
rity benefits as well.

6. Disability provided outside the retirement system

If LTD insurance is chosen as a model for protecting workers
from disability under the new CSRS, the method the private sector
uses to finance LTD insurance may be considered also. Employers
typically purchase I.TD insurance for employees from private in-
surance companies. They also usually bear the cost (according to
Hay-Huggins, 64 percent of LTD plans are paid for by the employ-
er, 14 percent by employees, and in 22 percent of the LTD arrange-
ments the costs are shared). The costs of providing LTD insurance
coverage is not included in the cost of the pension plan. :

If LTD insurance for Federal employees were adopted, its cost
should be considered part of the overall cost of the new CSRS. This
is obvious if it is provided by the government as employer. If the
cost is borne or shared by employees, their contribution would be

o~
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analogous to part of the employee contribution under the current
system. Separating out the cost may be uscful, however, in compar-
ing costs of the CSRS to private sector arrangements that do not
include LTD coverage in their pension sysiem costs,

Whether or not the cost of LTD insurance is borne by the em-
ployee or the employer can affect tax liabilities. If em loyees pur-
chase the insurance with after-tax dollars, the benetgts are free
from income tax. The benefits may be subject to significant tax.
ation if provided by LTD insurat.ce paid for by the employer.

7. Intermediate-term protection

A fundamental difference between the private sector and the
Federal Government lies in the tre..tment oiP nonpermanent disabil-
ities. The private sector generally provides a variety of arrange-
ments, in tﬁe short, intermediate and long term, to replace income
lost due to disability: usually a combination of sick leave, accident
and sickness insurance, and {ong-term disability protection.

The current CSRS has less protection against intermediate-term
disability than many private sector plans. Each full-time em loyvee
receives four hours of sick leave every two weeks, or 13 Vs a

ear, which imay be accumulateg for future use. Accumulated sick
eave days are dyesigned to cover Foth short- and intermediate-term
absences. In addition, an employee may be advanced up o 30 days’
sick leave at she discretion of his supervisor and may also be ad-
vanced annual leave up to the amount he will earn during the rest
of the calendar year. The employee must pay or earn back such ad-
vances if he leaves employment or resumes work but the advances
are fergiven if he is granted disability retirement or dies. This ar-
rangement is (he primary financial protection of employees for ill-
nesses und injuries of short or intermedigte duration.

during recurrent “illnesses or recuperation from illness or injury,
they sometimes are forced to choose between going on leave with-

~ dut pay or agf)lying for permanent disability. If an employee ex-

hausts accrued and advanced leave before recovery from illness or
disability, he may be without any income. If the employee chooses
to apply for disability, on the other hand, there is no guarantee
that l}e will be reemployed or that he will be given back his previ-
ous job.

hether a new civil service system should provide treatment
similar to private sector practice for workers with short-term dis-
abilities is an important issue, Intermediate-term protection in the
private sector usually ie provided by sickness ams7 accident insur-
ance or other forms of tempora disability insurance. Such plans
typically pay 50 t¢ 70 percent of prior earnings up to six months
after sick leave is exhousterd Federal workers could be granted

could be immediate. If length of service is a factor, different per-
centages of salary could be replaced depe.-ding on years of empfg -
ment. A straightforward 60 percent of salary plan similar to pri-
vate sector practices, and granted to all employees for up to six
months, would cost of (.1 percent of payroll.

A related issue i whether a waiting period should be imposed for
permanent disability retirement, as is usually the case in private
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sector arrangements. The waiting period s intended to ensure that
a claim is valid before long-term benefits are paid. In the mean-
time, benefits are provided by sickness and accident insurance. If
the benefits payable under intermediateterm protection were
greater than those under permanent disability, a mandatory wait-
ing period would be to the advantage of employees.

An objection to providing iniermediate protection is the possibili-
¢y that employees who are seriously disabled and planning to retire
might try to extend their stay on intermediate disability in order
to receive its higher benefits. This would hinder Federal managers
in replacing these employees. Management safeguards against such
“gaming’’ of the system may be difficult to develop. A way to avoid
such problems would be to make intermediate- and long-term dis-
ability benefit levels identical. ,

When should employees become eligible for protection against
disability under the new CSRS? The current system'’s five-year re-
quirément is similar to social security’s recency-of-work require-
ment (except for young workers), is less stringent than most pri-
vate pension arrangements, but is stricter than that provided by
LTD insurance. The current CSRS arrangement does not pay bene-
fits to workers with less than five years of service. Social security
provides insured status to young workers (those under age 31) with
as little as 6 quarters of coverage credit, which theoretically could
be earned in a minimum of two days of employment. Among cur-
rent practices, the LTD insurance arrangement, whereby an em-
ployee usually becomes eligible in less than one year, clearly pro-
vides the best protection against disability for new employees.

8. Projected service age

Currently one part of the guaranteed minimum provision in the
CSRS computes years of service by determining what the annuity
would have been if the employee had continued working until age
60 at tne same high-3 pay. Such projection of service is common in
private sector practices, but the age to which the service is project-
ed is usually the normal retirement age—the earliest age at which
full retirement benefits «re paid. Age 60 is used in the current
CSRS system because after that point the disability minimum
guarantee would often provide a higher benefit than the retire-
ment benefit; that is, if the projected age were higher, there would
be incentive for individuals eligible for retirement after age 60 (ie.,
they have at least 20 years' service) to seek disability retirement
because the minimum guarantee could produce a higher benefit.

A logical treatment in the new CSRS would be to project service
to the retirement age considered “normal.” Choices would be age
62, when social security retirement benefits are t.rst available, or
the normal retirement age in social security (currently age 65 but
due to rise gradually to age 67 in the first part of the next cen-
truy). On the other hand, if the new CSRS were to designate a dif-
ferent age at which unreduced beneftis wece first available, that
probably should be deemed the normal retirement age and be used
as the age to which service is projectec.

I y
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9. Indexation of benefits

A clear difference between the current CSRS and the vast major-
ity of private pension plans is the way benefits are adjusted to com-
pensate for increases in the cost of living. As mentioned before,
CSRS benefits are fully compensated for inflation. Viriaally all pri-
vate sector pension arrangements are not, relying instead on ad
hoe increases that are usually significantly less than the inflation
rate. Erosion of benefits by inflation is countered in part, however,
by social security COLAs. Protection is enhanced to the extent that
LTD and pension plans offset the initial social security benefit
only. without regard to later social security COLAs.

If (SRS disability benefits are to be treated like disability bene-
fits in the private sector, then benefit increases will not be fully
adjusted for inflation. If benefit increases were half the yearly in-
crease in the Consumer Price Index (CPD, the cost of providing dis-
ability benefits under the current occupational definition would de-
crease by 0.3 percent of payroll. If the more rigid social security
definition of disability were used, as described under “Definition of
Disabilitv” fzee page 298), costs would decrease by 0.1 percent of
payroll.

A crucial aspect of inflation protection for disability benefici-
aries, however, is that some may be on the rolls for decades if dis-
abled while young. A less than full COLA would permit a major
erosion of their benefits over time if inflation were significant.

[f disability benefits are indexed, conversion from disability to re-
tirement benefits upon attainment of retirement age would often
produce a sharp drop in benefits because the retirement benefit
would be based on earnings that have decreased in value over the
years, This drop would be partially reduced if the offset of social
security benefits were lowered at retirement. tWhen converting
from o LTD plan to a retirement benefit a private sector plan typi-
cally drops the offset from 100 to H0. percent.) One way to solve this
problem is to index the worker’s earnings to wage growth, as is
done in social security (This practice is viturally non-existent in
the privace sector.!

10. Rehabilitation services

In the private secte: some LTD plans have provisions that are
intended to encourage the disabled individuai te return to work.
Rehabilitation provisions typically state that partial benefits will
continue when the recovery of an employee would be hastenea by
his or her return to part-time or other rehabilitative employment.
Often the LTD benefit otherwise payable is adjusted so that the
tota: income from all sources (including the rehabilitative employ-
mentr. does not exceed a certain proportion teqr., 8 percent) of the
emplovee's previous salary.

Rehabilitation services are obtained through several different ar-
rangements, and the Federal-State Rehabilitation Program 1n
every State offers some services, Some insurance companies also
have rehabpilitation programs and staffs, or they subcontract reha-
bilitation cases to private firms,

The current CSRS neither requires nor provides for rehabilita-
tion scrvices. Critics contend that this omission weakens the social-

15
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ly desirable goal of returning disabled but potentially functional
workers to the workplace. A problem with the current system, how-
ever, is that when a worker has medically recovered and seeks re-
employment, there is no guarantee that he will be hired, so there
may be no real payoff if rehabilitation efforts are successful and
enable more employees to be able to return to government work.
Other action may be necessary to grant these workers reemploy-
ment, such as counting them against their former agency’s person-
nel ceilings if a good faith effort to rehire them is not undertaken.

Social security requires that disabled persons applying for a de-
termination of disability must be promptly referred to State voca-
tional rehabilitation agencies for rehabilitation services. The Social
Security Act provides for withholding of benefits for refusal, with-
out good cause, to accept renabilitation services. Therefore, stipu-
lating that the social security definition of disability must be met
auton‘;aticully ensures that vocational rehabilitation will be re-
quired.

D. CAST OF VARIOUS OPTIONS

The backdrop plans used in this study included disability retire-
ment schemes like that of the current CSRS, with any social securi-
ty disability benefit offset 100 percent. The cost of the disability re-
tirement plan in the backdYop was 2.6 percent of payroll. Table 4-7
shows differences in costs, expressed as a percentage of payroll, if
the options described previously are adopted.

Table 4-7. —Costs of Design Options for Disability Benefits, etc

{D1f¥erence 1n cost (percent of payroth)
1. Replicate current CSRS disability provisions and benefits with social secu-

rity Offset 1M POTONL .ot et iecrstv et ss s 0.0
2 Similar to option 1, but pravide only accrued benefits........... vt 08
3 Provide 60 percent of predisability eaminﬁs once paid sick leave if ex-

hausted, payable after six months only if the social security definition is

met, less 100 percent of the soctal security disability PIA ... 07
4. As 3 sbove, but provide higher of 40 percent of predisability carnings or

SCCrUed DEMOITL. .. et ettt entrat et st st 1.8
5. Provide 60 percent of predisability earnings once paid sick leave is ex-

hausted, for 24 months if an occupationa) definition is met and after 24

months only if the social security definition is met, minus 100 percent of

social security PIA ...t . 0.0
6. Provide sickness and accident piotection for up to six months at 60 per-

CONE OF PARY - oo o et s s e +0.1
7. Provide one-half COLAs using the current CSRS disability. provisions and

BOREEIES ... ..o oottt ettt e st e e 0.3
K. Provide or.e-half COLAs under option 4 above ...l -1.9

E. CONCLUSION

Designing disability benefits for a new Federal retirement
system presents many issues. The disparities among current prac-
atices in the public and private sectors open a wide range of choices.
Moreover, because disability may strike at any time in a work
career, diff<rences in disability retirement systems will be more
readily apparent to old and new workers than will differences in
retirement benefits. The difficulty of having workers side by side
under different systems is inherent in all aspects of designine a
new system, but at least the vast majority of new Federal hires will

£
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not retire for many years. Disability and survivor benefits under.
the new system will probably begin to be paid shortly after imple-
mentation, and the perceived advantages of one system over an-
other may lead to resentment. Compounding this problem is the
probable implementation of different short- and long-term sick
leave arrangements, because they could affect a large portion of
the workfor~e +/ithin a relatively short time. .

The choices involve trade-offs. When the current CSRS disability
retirement system is compared to other practices in the private
sector, it is apparent that one of the most important trade-offs is
the provision for larger benefits, with stricter eligibility require-
ments.

IV. DesIGN IssUEs FOR SURVIVOR BENEFITS

A. INTRODUCTION

Social security coverage of Federal employees automatically enti-
tles dependents of retired and deceased Federal workers to social
security survivor and family benefits. Therefore, survivor and
family benefits provided under a new pension plan for Federal
workers should be designed to take account of benefits available
from social security. This section presents the issues to be ad-
dressed in designing a survivor benefit plan for Federal viorkers
with social security coverage. Comparisons are made with survivor
benefits available under typical private pension plans and with
benefits available to the survivors of workers who will continue to
be covered under the current CSRS. '

1353
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B. COMPARISOM OF SPFOUSE AND SURVIVOR COVERAGE UNDER THE
CURRENT (3RS, SOCIAL SECURITY AND PRIVATE PENSIONS

Current Federal employees earn surviyor benefits only from the"
current CSRS, since workers hired for permanent Federal positions
before January 1, 1984, do not accrue social security coverage for
their government service. Federal workers hired after that date
will be eligible for benefits much like those workers in the private
sector who have both social security and pension coverage.*®

Table 4-8 compares spouse and survivor coverage available to
new Federal workers from social security with coverage under the
current CSRS alone. It also describes typical benefits available to
private sector employees covered by a pension plan.

+s Fifty-four percent of fuli-time wage and salary workers employed in the private sector do
not participate 1n a pension system, and, therefore, social security benefits are the only survivor
benefits available to them

Iy '



Tadle 4-8. CONPARISON OF SPOUSE AMD SURVIWOE BRNEFITS UNDESR
CIVIL SERVICE RETIRKMENY, SOCIAL SKCURITY
AND mmg. PRIVATE PENSIONS

SENEFICIARY

CIvIL SERVICE RXTIREMNT

SOCIAL SECUWRITY of

PRIVATE FRENSIONS

SPOUSES OF RETIREES - MARRIZD

1. Nerxied spouse of &
n:tr&J, tovered workers.

SPOUSES OF RETIREES - DIVORCED

2. DPivosced spouse of @
setired, coveced wirhas,
fotires wocemercied,

3. Divosrced spovse of o
rotised, covered worker;
retiree remattied.

O

ERIC

Aruitoxt provided by Eic: .

1. %o poscion of che feCirce’e
anouily is sermerked of computed
o8 & Spouse’s share; we extre
benetic availeble becsuse the re~
cires Lo mwrried,

2. If divorced before or efter
tatisement, there is no Awtomatic
division of snmmity. The sanuity
way be divided/sdminiotered by the
Office of Perscane] Nasagement (OPN)
only “if espresely provided for im
the torme of amy cowst decres of
divnrce, easwl W, or lagel sepacs-
¢ ., of tha t: rme of any court-
approved or coggt-ordered propecty
suttlement agreement incident Co &8y
coute decree of divorce, snoulment,
or separetion.”

3, Savm s0 1.

1. A caperste benafic is svsiladls
for the epouss of & retires equal to
(a) 30% of the worker’s Denefilt if
spouse ie age 63 or over. Firet
oligibilicty ot ags 62, but benefit
ie sctusrislly reduced;

{d) S0F of warkesr'e benafit ot any
sge if cering foE child of wosher
(child voder age |8 or disebled);
oudbject to family maximem, b/

-

2. Spouse’e Denefit io peysdle if

age §2 or over end had been werzied
to worker for ot least 10 yYeare. The
wrker must be ot lesst age 62 (benefic
is 80t sudject to family maniswm); emet
be uamsrried st the tims of firet elf-~
gibility for besefics. b/ !

3. Saws 00 1.
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- BEST CuPY

1. Sams o0 (SRS, '

2. Plaa Molefstcaters sust
conply wich State cesrt ordete

requitring that & nt“oa‘fl .
rotirma’e sommity be poid to

a former Spouve.

3. Some 08 2.
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NIDOWS AND VINOWKRS - MARRIED

4. Spowse of decessed
fetiree, morried ot
retirement.

ERIC

Aruitoxt provided by Eic:

A B 5 n() b}

o{a). Spouse aurvivos coaditions
for eligidilicy:

o Muwat do masried st least sine
sathe iemmediscely defore daath
waluse death is sccidoatal,

o Anwitsot ewtomstically provides
s full suxvivor smosity and Lakes
s reduction waless he elects 1in
wricing to provide oo survives
bemefit ¢r lees then & fall Deue~
fit; spowse must consent (effective
3/71/8%) to a wuiver of swrvives
banefice and fosm must Do witmessed
by chird parcy.

o 1f an sommitant wus merried 8¢
thme of tetivement dut did ot
elect & survivor benefit ac that
tine, he or she mey slect & eur~
vivor denefic for o eubsaquent
spoase within twe years of re-
macriage.

o Reduction formele for provieios
of fell survivor besefat:

- 2,9% of firet $3,600 per year,
plus 7 N

= 108 of sunwity above §3,600,

8(d). Survivor denefit compucation:

. BEST CG2Y

14

4{s). Spovee survivor comditions
for eligidility: &

o Age 80 or over, or age 50 to 60
sad ceupletely dicadled, or suy
age if coring for child (under
age 18 or disabled) of decessnsd
worher, wae merried to decensed
worker s lasst 9 moaths (eome
exceptions), sad ie vamsrried,
anleen remssriage occurred aftar
[ B

(b)), Servivos benefit computstiocs:

\

4
4{a), BSpowse survivor con~
ditions for aligibilicy:

o Nust be d'oowu as the
beneficiary of the survi-
vor besefic plan.

o Asmitaat swlomatically
covered undss 8 50 percent
jolnt~and ~survives ples vo-~
lemo Mo glecte in writing
to peavide a0 surviver bewm-
ofit or as siternstive plan,
Writcen, srised spoves
conssat ¢ ives of susvi-
vor benefits is cequired
(effective 1/1/8%).

© The plan mey require thet
the epoves be mertiad to the
participant for st least one
one year defore the ssrifer
of desth o the atarting
date of the snosicy.

@ Others sctuasially equive~
lent benetit plans often
sveiladle.

(b}, Surviver benefic
computatron:

Tt
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WICM CIVIL SERVICE RETIRSNINT

WCIAL SECORITY

PRIVATE FEMILONS

&.- Spouse of deconsed
recires, married ot

recirement (continued).

o 398 of Life ennuicy (or of hese
smount elected by saauilsst with
aotificacion to spowee.)

«

o Purvivos smmuity diecontisved if
wvidow ov widower remarries before
ags 33; restored if vemarviage

3 onds in desth/divorce and if eur~
vivos elects this snnuity over any

other CSRS swrvivor saguity of sur-

vivor bemefit from smother retire-

ment system for goverament axployees
exciuding militery susvivors’ dene~

fice snd if any lump awe withisewm
from the fund is cwpaid.

5. Spouss of decesssd S, se swrvivor benef it -coo~
retiree, masviod sfcer ditions for eligibility:

retiremant. } ,

¢ Amuitsat sust alect ewsvives
covarage witais 2 years of mar—
riage or remesrriage sod avet meke’
s deposit to the CSRS o reflact
oa smoust by which the retisee’s
sanuity would have beew redwced
to peovida s smrviver’s besefit
sinca the commsscing date of the
sosuity, plss & percest foCerest.

o Melefit=100% of worker's denetit
s if sponse is 63; reduced for age
betwesn $0-0%. If eurviviag
\opoau is caring for child (under

46 or disabled) of deceased wrk-
ar, bemefic is 75X of decenned
worhet s banelic subject to a
fomily wanimew. b/

o Same as CSRS, except

semortiage age is 60.

4. Spouse SuTvIvOT benefite-—~con-
ditions for eligibilicy: -

o fdae as 4.

® Sama as &,

e BEST COPY
, \

aduimm of 30 percest st
the samuitsat’'s actuarislly
reduced anouiCy, wnlass aa
slternative plan siected,

Minimen becefit of & 50 per-
cent joint-snd-eurvivor may
0ot be drscontinued 1f sur-
viver remarcies; oo altex~
nat ive plon may be

drscoot inued,

S. Spouss survivos beoefite~~

condsticas for eligidbslity:

Ne provisioo for an electiov
of & sponse swrvivor bereflt
whes remarsiege occurs after
rotirement.,

eLl



o A spoves married o so soncitent after

retiremmnt is entitled to eurviver

snnuity from thet merviags ouly wpoa

slecting this ansuity instesd of say

other survivor Deoefit to which he or

she may be enticle.” from CSRS or eny

other retirement system for gaverw ¢

employses (enciwding military ret.te~

meot susvivor bepefits). .
o Sorviver besefits ar- ~topped if o Seme as CSRS, axcept

widow or widewsr samsx o8 dafore remsrviage age ie¢ 60.

age 55; may bR teetore. wpes dear™

or divorce of subseguant matrisgr .

Nowever, original surviver sonuicty

is restored only if esrvivor slects

this eonuity inetesd of snother CSRS

surviver saouity of SIViver As~

puity from sacchet fecirement

syoten for Vederal employess (er-

. cepc military retirement sod ewr—
. vivor benefits) sad 1f say lomp
sun withdrawe from the fend fe
repatd.
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BERF LCLARY CIVIL SERVICE RETIREMENT

SOCIAL SECURITY

PRAVATE PEXSIONS

¢. Survivacr of forwarly 8. Burvivors of forwer Federal

covered worksr who dise emplayene wha die bafore feaching

defese reacning eligidilicy eiigibility for » deferved asonuity

for s fetirement bevefit. receive only s veturn of the ssploy~
eo's contridutions, However, survi~
Rcs of Newbers of Congress who
ware dascied whes the Newbar left
Coogress are aatitled co 358 of thw
Mamber'e defarved Amsaily OF & o
tuen of hie contribuciona.

7. Spouse of » decessed 7(a). Spouse susvivor of ae ewploy-
enployse who dies o0 Who dies bufore retirement——
hefore retirement. conditions for eligibilicy:

o Spousa must have Deea marfried ¢o
enployee for at lesst 9 monthe
imsedtiacsly bufors desth unlese
daath was sccidencal.

o Kapioyes auat Rave 8t loast 18
months' esesvice.

7(d). Sevvivor denefic computstion:

o Sarvivor is eligidle for 3% of
"gsrned scounily,” which ie amount
caployee would have received had
be baen recired ot the tise of
his desth, but no lese than the
smslier of:

~= 728 of esployee's Righ-3
sverage psy, of

O

ERIC - “

.

6. Same as &(s) aod &(b). Workar
must have earued 8a0xgh quarlers
of coverage to fasured for sor~
vivors gociel securicy bensfic.

7(a). Spouse survivor besefice—
conditions for aligibilicys

o Same ss 0.

3

7{p). Sutvivor bensfit computstion:

o Same as 4(D).
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6. Beasfics payadle t0
survivor of & vested worksr
dyiag defore retirsment, bdut
seed not be patd wacil de—
capsed would have resched
eariy retirencal age.

7(a). Spouss susvivor bene-
tice—~conditione for
eligibsiidty:

o Worker wswally suet have beeo
vagtad; Densfite SOt required
to be paid watil the deceased
would heve been che edriieast
retiranent age epecified by
the plan (wsually 53).

7(b), Survivor benefit compwtatioa;

o An Anouity 4 computad ae if the
decessed nac recived Che day be-
for desth end elacted o 30 %
joint-ané~ausvivor pisn; esrly ve-
tirement TO4UCLIOn SaYy OF M8y POL
de applied. If employese lives to
reciroment, Che cost of this pro-
tection say be charged fgsisst
the retirenens annuity.



WIDOWS AND WIDOWERS - DJVOSCED

8. Divorced epowss of &
deconcad totiree; roL1ITI00

entemarried .
ERIC "
B K . -,
Ly

f

o 598 of whet the envuity woniéd
have been 1 Che empleoyes Bhad coa-
cinved working watil ags 60 o the
same high-3 avarags selary,

o Thie snnvity ie terminated if (he o

eurvivos semarviss bafove age 35; is
restored if merriage ends ia deeth

or divosce and if susviver elects CO
receive (hie anawily sother fhan o~
nother CSRS survivor snomity or #
susviver atnwity wader sadther veo~
ment systam fur goverament cwployese
enployees (onceps military retiremeat
surviver banefite), and if soy lusp
sun withdrawn from the fusd 10 rapesd.

8. Ne spouse ewivivor besefit suto-
meticelly avatilebie to any divoreed
spovse cogardloes of whathar they
ware diverced hefore or after retire-
weat, although 1 may be previded for
through 8 coust otder feswed prior to
tocirement or of the time of diverce,
ot mey be provided for valemterily by
the retires ot the tine of retirement
or within two yenre sfter the sacriage
onde in divorce., (Retrosctive bewe~
fits provided for a small clase of
divosced spounes.)

* Xf » epovss eurvivor deoefit fe
provided (o more than ene porssn,
the totsl epowse susviver basefite
patd canmot exceed 39 pectcent of
the retirve‘s saveity,

A {OFReS APOGEE OF 8 CWETENt Spovee
may Do comed s “ineurable Snterest”
and the retiron takse 8 reduced se-
ouitly to provids en fasuradle fater
est sewawity, The imeurshie iatorast
snploves suwuity reduction formule fe3

— 102 and

— 5% for esch full $ mare
the semed individwal is yoenger
thae decensad sanuitant.

~ mot to encend s A0I redmctico.

s Vw1

Sems o8 CSRS, excopt
remsrviage age 10 60.

8. Susrvivor benefite sveiledle ¢
o divorced spovea when the epouse
1o age &0 .or over, or age %0 or
over end completaly dieabled. Spowse
st have Dean married to workar of
lesst 10 yeere, and sust be wn-
warried wniess remarricd sfter age
for fisst sligidilicy for beoefit.
Aleo sotitled to ewrvivor bomefite
ot sny sge 1f cacing foi his of be
end the workesr'e child (vnder sge
16 or disabled), in which cswe 10~
year dwsetion of marrisge require~
ment doss mot spply. W

fenefice——sams ae (4b), except
not ewdject to family mexime
provisiens.,

8. A dowestic reletions
order may aseign benefits
to & farmar spouse if the
order doae S0t raquire
the plen co provide in~
creased banefite as de-
termined on the basie

of actuartiasl value.
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$. DIVCad gpousa of
& .ansad seCicos; fechros
nsesasried (contiaued).

8. Mivercad spouse af o
decasssd snployes who died
beface reticrnmnal; docsssed
onpl oyes varomascied.

10, Dsvotced apouss of
deceased ceiicee; reiiren
felacrciad.

DEPENOLHT CALLORLA

it. Childeen of o
saticoe.

O

ERIC

Aruitoxt provided by Eic:

@ The deaufit Lo an fesucable in~
tecent fa 35K of the catisee'e
Teducsd Modlfy, patd aftar the
dasch of Che cociswe.

$. Ko ausvivor banefic (o avatlable
avtomatically (or formes spousa, 65~
though 48 anauity o paté il expreas
ly psovided for ia 8 couct order
josvad belore death.

10, 8o bemefic aveflable sutomnati~
cally to forses apowse, althowgh oo
snnuity to peid i expresaly provided
for 1n ¢ court order, and the ratiree
took & veduced srauity, If o cowst
e awasded al} epowses Survivor beme~
f1ce to o foreer spowse, & Temercied
fetires may nawe & Current FPowes 88
*tnowrable interast” and take an ad
dicional teduction to provide that
benefic.

(6. No specitically designed beae~
tite co the family of a0 sanuitent.

v . & ¢ . . >
- . . « - e -
‘ > &.. o\) A ‘*’t -

4. Same a8 8. Uorkata owet heve
astraéd aough quatrtase of coverege
e be insuged far susvivore eoctsl
securicy benetita.

10, Same a0 8,

11(a), Benetice to children of
o cetiree~—condiciona for aligi~
oshicy:

191

.
.

A

$. No proviatan fos peyment
of » decefic,

10. A dosestic relatfous order

may sesign benefits Co s forwer

spouse Lif the order does not

require the pian to provide in~

crassed beneficis as decereised

on the basis of cctuuﬂ.ul value.
i

11, Ganecally, a0 chiid sus-
vivas baaclice ace sveiieble.
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Children of o

dacsesed retires.

O

ERIC

Aruitoxt provided by Eic:

A—

-

12(s). Childrea mmat be vmmarvied,
woder age (8 anlese im echool, toen
wnder sge 11; or mmet be incapadble
of eelf-suppore.

e If deceased ammuitent hes susviv:

ing epoues, esach child gete the
smaliest of!
i 1
~ 80% of :umu‘Pmct.‘-
suitent, divided\dy smmbder of
children, or )|

~~ $2,751 ({ndexed spmmally to

the Conswmes Price Index (CP1)),

or,

- 88,139 (indexed annually to
th - 1), divided by the num~
der of childres,

12(0), Cnild ewsviver bewefit
computations

o If the deceased snnwitent has mo
surviving spouse eligidle for &
apouse suevivor amsuity, asch
child gete the smellest of:

19

o Child susc be umder ags 18, or /

onder 19 if full-time etudent iw

alemsatery or pecondsry school, |
or any age it dieadled before age !
22; child omust de smarried. .

11(p). Child swsviver benefit
computation:

o Benefite30% of the worker'es basic
bonefit, salject to family maxi~

.

12(a). Sams as ll{s). 12(a). Coserally, so chrld
survivor bepefits ere svaeil-
sble.

£2(d). Child swrviver bevefit
comp- tagion:

o Seme as 11(d), excopt Denefit is
753 of worker's bensfic, :

¢ .BEdY UUrx
‘ /
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12. Children of o
dacensed rativee
(continwed),

13. Children of decesesd
smployse who died beforse
retsroment .

O

ERIC

Aruitoxt provided by Eic:

~= 79% of the avarsgs pay of o=
puitent, divided by owmber of
childran, or

- $3,133 (intened anmusliy to
the %), or

768 (indexed annwally te
s CP1), éividad by the ow-
- of children.

Bote: -on the death of & surviving
spovse . “evminstion of = sanwity to
s child, «ve asnuities of other chil~
dren are recomputed se if the spouse
or child hed n0g survived the employes
or swauitent. :

o A child encesding the age limite
for child smxvivor Denefite mey be
nawed as 80 i~eursble istsrest
(eee item 8).

13. Sawe ss desefite of docensed
amwitant.

sote: Upon tbe dasth of o surviviag
spouse ot termisation of s anasity co
a child, the ssnuities of other chil-
éren are recomprted ss if the spovse
or child had oot esrvived the esployes
or aanuitsnt.

13. Same as 11, Worker mmec have
earned encugh quarters of coversgs
to be ineusrsd for socisl escurity
ssrvivers becefits.

.
o
Q-

13. Generally, po child eur-
vivor benefice are evailable.
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14. Buneficiasrice of
lemp-sum payments.

ERIC

Aruitoxt provided by Eic:

14,

~= with less thas 18 months

~= with 80 survivor wbo would

If Pederal employee dies: 14. 9253 paid to (1) spouee living

with worker at tiwe of desth, or
(2) ‘spouse oligidle for widowler)'s
beartics in month of desth (exclu~
ding divorcad spovese(s)), or

(3) children who ors eligible for
benefits in mooth of desth.

sesvice, or

be eligible for o ssrvivor
fsauity, or

~~ sfter hoving left Federatl

service, but withowt with-
drawing contsibutions, sod

it an sswitent dies witBout
baving received i samcities
the full mmownt of hie contri~
butione, thes any mount of
the contridbutions mede into
the fund that has not bdeen
peid owt #0 an sowmity shall
be paid to the perocs or per~
sone in the following oxder:

Firet, to the demeficisry ot

icisries designated dy the
employee or Mesber in s signed
ond wvitnessed writing recwfved
in OPN before his descn. "Por
this purpose, & designation,
change or cascellstion of bene-
ficisry in a will or other docu~
mont not 0 axecuted sad filed
has so force or offect.

Second, to the widow or wi~
Jower of the esployes or Member.

Third, to the child or chil-
dren of the amployes or MNesder
or descendants of decessed chil-
dren by rapressntstion.

14. lamp sume agoetisnen paid

if dacmased woThat of retires
was i -ligible to elact survivor
coveraged or had waived covessge.
All contribugory plane eleo re-
turn the employee’s contridu~
tione.
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14. Beveficisries of
leap~ouwn paysents
continved) .

1S, Beselicisriee of ony
unpoid sccrwed aunuity.

O

ERIC

Aruitoxt provided by Eic:

o Peurth, to the parents of the

mfmc or Member of to the sur-~

vivor of the parents.

o Tifth, to the duly appointed
executor of aduinietreior of the

estate of the employes or Nember.

o Bixth, to such other nest-of~
%in of the employes or Nember a9
O decoruines to be entivled
vader the laws of the domicile
of the eaployee or Member on the
date of hie death.

15, m.mity sccrved sad wapsid
on the desth of s surviver is to be
patd:

o Pireg, to the axecutor OF
ﬁinrun of the sstate of
the surviver tavuitent, and,

o Second, sfter 30 duys sfter
the desth of the susvivor seawi-
teng, to che next-of-kio of the
survivor se O detersines Lo de
entitled under the Lawe Of the
domicile of the sutviver anmui~
tant on the dete of bis death.

15, Mo provision for retern of
social security tanes paid should
thare be 00 bemafite paysble to s
workes or ewsvivors,

195

1. Paid to the setats of the
decessed or named beneficisry.
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16. Dependent paresce Fone 16, Parent age of 62 or over who 18, Cenerelly, benafits to
secoived at lesst one—hslf eupport dependent pareate sre not
from the workes Feceivee 82.8% of provided.
the PIA. If there sre (w parente
each gete 758 of the PIA.

17. Cenerelly, besefite to
17, Crandchildsen Nons 17. A grandedild Meing with, aad grasdchildsen sre not payeble,
secaiving one-half support from,
the worther, defore ke retived, be-
came dieabled or died is aligidle
for child'e demefite.

181

a/ Under Sociel Security provisions, sxy recipient under age 70 is subjact o an earnings teet.
SecefTts sre reduced by 308 of o1l sorninge io exceas of-—in 1984~-$3,180 par year (if under age 63)
or $6,960 (age 63 through age 69).

b/ The spouse’e benefit ie raduced by: the mmount of eny eocisl secwrity (0 which the epouse ie

aatitTad, dased oo spouse’e astnings; 2/3 of any goveroment pensioa derived from hie or her own work
not covesed By sociel eecuricy; ox, if under age 70, servings from work deyond sun exsspt msoust.
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1. Basic survivor coverage

As table 4-8 shows, social security, the current CSRS and private
pensions all provide survivor benefits to the spouses of deceased re-
tirees. In addition, all three systems pay benefits to survivors of
workers who die before retirement, although the eligibility criteria
for preretirement death benefits are quite different among these
three systems. For most private sector workers, social security pro-
vides ti:e fundamental survivor protection. However, private pen-
sions often provide benefits in addition to social security. These
plans are usually explicitly integrated, with the pension formula
taking social security into account.

2. Social security compared with the current CSRS and private pen-
sions

Social security, private pensions and the current CORS were de-
s'gned to meet different objectives, and therefore they provide
somewhat different spouse and survivor coverage.

Table 4-9 summarizes the categories of dependents and survivors
for whom the current CSRS and most private pensiuns provide ben:
efits, but for whom social security does not provide coverage; it also
shows the categuries of dependents and survivors covered by social
security but not covered by the current CSRS or private plans.

Table §-9.--Current CSRS and Private Pension Coverage of Dependents and
Survivors Compared to Social Security

Groups automatically covered by social

jroups automatically covered by cur-
security but not by the current

rent CSRS/private plans but not by
social secunity:
Marcied spouses age 62 and over of
living retirees;

All widowier’s under age 70 with  Married spouses any age caring for
earnings above a certain amount;. children under age 16 of retired, de-
censed or disabled workers;

Widowter’s under age 60 (age 62 for

spousgsl, with no children under

16;.

Widow(erls with and without children
under age 16 with earnings above a
certain amount; and.

College student child survivors of de-
ceased workers and retirees (up to

e 22). (Not covered under private
plans.).

Divorced spouses (married 10 or more
years) age 62 and over of living retir.
ees or workers over age 62; or any
age if caring for worker's children
under age 16;

Divorced widowler’s (married 10 or
nw:‘dyears) age 60 and over (or age
50 disabled) of employees and re-
tirecs; and

Children under age 18 of retired and
disabled workers.

Social security's family insurance features are demonstrate
the requirement that there be dependent children in the fami.
a condition of eligibility for certain spouses of retirees and widows
ard widowers. Specifically, widows and widowers who have not
reached 60 and who have no children under 16 cannot draw social
security survivor benefits (benefits are payable to surviving chil-
dren up to age 18, however). Under social security, divorced spouses
and survivors (married at least 10 years) automatically receive ben-
efits. Recent legislation pertaining to private pensions and the cur-
rent CSRS allows benefits to divorced spouses only if there is a
qualified domestic relations order specifying that an annuity be di-
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vided or a survivorgeneﬁt provided. Coverage under private pen-
sion plans generally resembles that of the current CSRS.

Social security also does not pay benefits to people with earnings
above a specified amount even though they meet other eligibility
requirements of ag , service, etc. All social security benefits, in-
cluding those to ret rees, their spouses and survivors and their chil-
dren, are subject to the earnings test (unless the recipient is over
age 70). Recipients under age 70 have their benefits reduced by 50
percent of all earnings over a certain level, regardless of the pres-
ence of young children, with all benefits phasing out when yearly
earnings exceed twice the amount of yearly benefits in excess of
the base amount. In comparison, the current CSRS and private
sector plans do not reduce survivor benefits because the survivor
has earnings. Rather, these plans supplement earned income of
survivors.

Unlike most private pensions and the current CSRS, social secu-
rity benefits are paid to spouses of retirees (including divorced
spouses married at least 10 years to the worker) beginning at age
65, (or age 62 for reduced spouse benefits) as an entitlement that js
paid in addition to the benefit earned by the retired worker, There-
fore spouses (and divorced spouses) of new Federal workers will be
entitled to these benefits. The additional spouse benefit is based on
the premise that a couple requires more income than a single
person, although not twice as much. Thus, at age 65, the spouse of
a retiree receives a separate benefit equal to 50 percent of the re-
tiree’'s benefit, so that a couple’s social security income is 1% times
greater than that of a single retiree with an identical work histo-
ry.*® This entitlement to a social security spouse benefit continues
after divorce if the marriage lasted at least 10 years, whether the
divorce cccurs before or after retirement. These social security ben-
. efits to spouses and divorced spouses will be available to new Fed-
eral workers covered under that program.

The current CSRS and private pensions provide no spouse benefit
entitlement in addition to benefits to the retiree. Furtggmwre, the
annuity of Federal and private retirees is raduced when spouse sur-
vivor coverage is elected, although under CSRS the reduction only
Fays for about one-half of the cost of the survivor benefit. Thus, a

ederal retiree electing survivor coverage receives a smaller bene-
fit than a single retiree with the same Federal work history. Simi-
larly, private pensions usually require married annuitants to
accept reduced pensions to provide survivor coverage, and the pen-
sion to the retiree is actuarially reduced to finance the full .ost of
survivor coverage.

The issue of spouse and survivor benefits to divorced spouses of
workers covered by the CSRS or by a private pension plan has been
controversial. Unlike social security, neither the current CSRS nor
private pensions pay spouse benefits and neither automatically
pays benefits to divorced spouses. However, it has been argued by
many that marriage is an economic partnership, and spouses and

° All social security spoude benefits are subject to an eamnings test. For spouses with substan.
tial earnings, no benefite are payshle until age 70. Also 8 spouse may receive a retirement bene
fit baaeder on his or her own earnings record. The earned benefit is subtracted from the spouse
benefit.

193




184

surviving spouses, whether or not divorced from the covered
worker, should be entitled to some of the beneiits sarned duri
the marriage. During the 98th Congress, both the CSRS and ERIS
were amended to provide benefits to divorced spouses under certain
circumstances. P.L. 98-615 amended the CS to require that
spouses of Federal wc,xers must consent to a waiver of survivor
benefits and to require that the Office of Personnel Management
(OPM), the agency responsible for administration of the Federal re-
tirement system, honor court orders granting survivor benefits to
divorced spouses, including division of one survivor benefit between
a current and a former spouse. (OPM is also required to honor
court orders to make a direct payment of a portion of a Federal
retiree's annuity to a former spouse.) P.L. 98-397 amended ERISA
to require spouse consent to waiver of survivor benefits under pri-
vate pension plans and permits division of pensions in divorce set-
tlement ;. Also, administrators of private pension plans are re-
quired to comply with qualified domestic relations orders about
rovision of survivor benefits. However, the important differences

»tween social security and these new laws pertaining to pension
and survivor benefits to divorced spouses are (1) they do not pro-
vide automatic benefits to divorced spouses, and (2) they provide for
the division of one annutity, not for additional spouse retirement or
survivor annuities. These benefits are not automatic because they
must be awarded by a court.

Benefits are available to children under age 18 of deceased work-
ers and retirees under the current CSRS and under social security
for new Federal workers. Private pension plans seldom provide
benefits to children of any age. Recent changes made in social secu-
rity eliminated bendfits to children between ages 18 and 22 in col-
lege or other postsecondary school, but the current CSRS continues
to pay survivor benefits to these groups. Social security students’
benefits are provided only to children in elementary or secondary
schgol under age 19, and are not paid to any postsecondary school

"~ students. _

J. Categories of spouses and survivors not covered bv CSRS. private
pensions or soctal security

Because of the categorical restrictions on social security benefits
to family members and because typical private pensions (like the
current CSRS) do not automatically provide any family benefits
except to widowed spouses, certain categories of survivors are ineli-
gible for benefits from social security, private plans and the cur-
rent CSRS. These categories of people do not qualify for social secu-
rity survivor benefits because:

» they do not meet the age criteria,

o they have nc children under 16,

« they were divorced from the worker after less than 10 years
of marriage,

e they were married to the deceased worker or retiree for less
than nine months at the time of death, and

e they have earnings of their own in excess of the specified
maximum.

ERIC 1499
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In addition, these people may be excluded from ary survivor bene-
fits under a private pension plan or from CSRS because:

* they were divorced from the worker and the divorce settle-
ment did not specify any provision of survivor benefits,

* survivor benefits were waived by the worker (until January
1, 1985 for private plans; May 1985 for CSRS) or they con-
sented to a waiver of survivor benefits (after January 1, 1985
for private plans or May 1985 for CSRS),

* they were widowed before their spouse became vested in a
private retirement plan (or before their spouse had less than
18 months of service if a Federal worker),

* they were widowed after their spouse was vested in a private
plan, but before he or she had reached early retirement age
(only up to August 23, 1984),

* they were widowed before their spouse had begun drawin
retirement benefits from a former private employer (unti
Janury 1, 1985 only), or

* they were widowed before their spouse had begun drawing a
CSRS deferred annuity.

While social security entitles some categories of family members
and survivors to benefits, others are _xcluded. Widows and widow-
ers can be excluded because of the presumption that they are
young enough to work and are not needed in the home to care for
young children. For those married less than nine months, it is diffi-
cult to argue that economic dependency is established in such s
short period, and those with substantial earnings of their own can
support themselves and are not in need of social insurance.

Private pension plans and the current CSRS do not cover certain
categories of people because those plans are staff retirement Sys-
tems and annuities are based only on the re¢ ationship bet veen the
employee and the employer, not on family or marital status. While
in cases of divorce, courts may direct that there be a division of a
private annuity or of a CSRS annuity, there is no entitlement to
such benefits under those plans.

Under the current CSRS, Federal employees who leave govern-
ment employment before eligibility for retirement may leave their .
contributions in the retirement fund, and, at the age of 62, begin to
draw a “dererred annuity.” if such a person dies after leaving Fed-, .

" eral employment, but before age 62, no survivor annuity is payable 7
and the worker’s contributions left in the fund are refunded to the
survivor. Thus, these survivors are excluded from a survivor annu- -
ity. In contrast, under private plans, the Retirement Equity Act of .

1984 requires a spouse survivor benefit to be paid to the survivq;oi/
any vested worker who had a nonforfeitable right to_an-accrued
benefit, even if the deceased no longer workedfor t

that employer.
C. DESICN FEATURES AND ALTssgAnvss FOR SURVIVOR BENEFITS

Coverage of Federal employees under social security raises a
number of issues about the design of survivor benefits under a re-
designed civil service pension system. This section presents the im-
portant features of a survivor plan and alternatives for a new Fed-
eral retirement system. Table 4-10 shows design alternatives for
postretirement survivor benefits and for preretirement death bene-
fits and is followed by a discussion of the alterr. stives. This discus-
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sion of design issues is followed by cost estimates of alternative sur-
vivor benefit features,

TABLE 4-10,—DESIGN FEATURES AMD ALTERNATIVE TREATMENTS FOR SURVIVOR BENEFITS

A Postretrement survivor bemefits:

Swvier Seoefit conputed o pregifset pewsion; secial security
sarviver Dedolit offset 100 povcont against (SRS surviver bewefil
¢ Compste swvies Denefit 2 55 pevoent of Doth the pension and
socil sacorily, secid sacwrly surviver bemofit offset 100 pevoent
agoinst the (SRS surviver benefit.

3. Spoese consent & Curvent CSAS system; spowse consont 10 waiver.
b, Mondatory swrviver owversge for spouses of A workers mamed 8t
the Sime of rtiremest.

4 Servvor Denefits 0 dworoed spowses ... & Cwvest CSRS system: under Stste cowrt ovder ontly
b. Presumplion of entitement ty prorstien of swwvor Demefits, swbject
1o state cowt roview,
¢ Astemstic estiloment of il bewofils 10 o spowses aad former
spowses (if manied 10 yoars),

5 Retwemens henefits & dvarced sporses. .. 2. Curent CSRS systom: umder State courl order only
5. Court arder. Presumption of estitionmatl S0 pro-cation of CSRS pension
sublect 0 Stale cowt roview.

6 Chedven's heefels ... ... g Cament CSRS: loast of 3 specificd smownls wilh age Bmuts
b, Comont prowaling private practice: secial sacority only

B. Prevetivement death benedits.

1. Dute of elgitaity . 3 Corent CSRS: 18 months service requinement.

b. Al vesting kv pension.
o ¢. Cwrent provaling private practice: af ey retivement age

ZMdammhawmwm”mhmdm

mome xwwwer of fmer enpimee  Moubers of Congress only.

awatting 8 defesrod anndly. b Afow choe of rofumed o5 a0 sowssily

3 Owidre's benstis | s Cument CSRS: lexst of J specificd amonnls wilh age fnmsils
b. Casrenl provoling privale practice: secial secwily only

1. Postretirement survivor benefits

a. Financing —Social security is the nation’s primar; social in-
surance program and provides family and survivor coverage at no
additional cost to the retiree. The cost of family and survivor bene-
fits is spread among all participants in the gg:gmm The current
CSRS, like meost retirement plans, provides no such automatic
coverage, but allows the retiring worker, in effect, to purchase sur-
vivor coverage. If coverage is purchased, the current civil service
system uses a two-tier arithmetic reduction in the annuity of a re-
tired worker. This reduction is currently less than a full actuarial
reduction that would full;i‘hﬁnanee the survivor benefits from the
retired worker’s pension. Thus, at the &mm time about one-half
of the cost of survivor coverage under the current CSRS is paid by
the employer—the Federal Government.

Private pension plans and State pension plans permit retiring
workers to elect or reject a spouse survivor benefit, but they typi-
cally require the retiree to pay the full cust of a survivor annuity
through a joint-and-su-vivor plan with a full actuarial reduction in
the annuity. The issue of financing survivor benefits under a new

<91 BEST COPY
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civil service system is whether spouse survivor benefits should be
an entitlement, with the cost spread over al’ participants in the
- system; whether it should be a joint-and-survivor plan, conformi

with private and St?g Rgension plan mrmctices; or whether it shoul
be like the current with parti employer subsidization.

There are certain advantages to mwdmg benefits as an auto-
matic. entitlement for all survivors. advantage is that retirees
would not have to decide whether to choose survivor coverage—it
would be provided automatically. In addition, spouse entitlement
and full emplo er-financing d also extend benefits to divorced
spouses, wit system picking up any additional cost. This enti-
tlement could be either (1) entitlement of any and all spouses, in-
cluding former spouses, to a full survivor benefit, or (2) entitlement
of all spouses, including former spouses, to a prorated share of one
survivor benefit, with a rule about minimum duration of the mar-
riage. Another advantage would be that there would be no reduc-
tion to the annuity of a married retiree, and thus married couples
would not receive less than unmarried retirees. A further advan-
tage is that because survivor coverage would cost the retiree noth-
ing, there would be no finanical incentive not to provide it. Accord-
ing to a Department of Labor study, only 30 percent of males m
ticipating in private pensiou plans opt for a Joint-and-survivor ,
and it has been argued that the cost of a fully actuarially reduced
pension is a deterrent to taking a survivor plan option.

Entitlement of current and divorced spouses to a full survivor
benefit would protect divorced widows and widowers against gape
in social security coverage, i.e., when they are too you:g (under age
60) for social security surviving divorce.dv spouse benefits and have
no children under 16. However, providing a full survivor bene-
fit to current as well as former spouses would add to the cost of the
system and would create a new group with an entitled claim to
puplic resources. The alternative—to prorate one surviver benefit
among the current and former spouses—could provide survivor
benefits so small that the objective of Frotecting former spouses
against impoverishment would not be served. Proration also means
that when a worker or retiree remarries, a former spouse has a

reemptive right to a surviver annuity over the current spouse.
gome minimﬂf income would be provided to each survivor, howev-
er, with no additional cost to the system since the total benefit
would be unchanged.

A joint-and-survivor plan, on the other hand, does not increase
the cost of a pension system because it is fully employee-financed
through an actuarial reduction in the retiree’s annuity. The new
Federal retirement system could be establishe? to provide one
joint-and-survivor benefit level, such as the 50 percent joint-and-
survivor annuity minimum under ERISA for private plans. Alter-
natively, the retiring worker could be given the choice of the level
of survivor benefits, typical of State and private sector retiroment
plans. Allowing employee choice would provide flexibility in the
system and would accommodate differing financial, age and health
situations of retirees. As another alternative, flexibility could be
provided by allowing retirees to purchase survivor coverage in ad-
dition to a basic plan through an acturial reduction to his or her
annuity that wuld fully pay for the additional benefit.
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Under plans requiring full actuarial reductions to provide survi-
vor annuities and under the current CSRS survivor plan that re-
quires a reduction that partially covers the cost of a survivor bene-
fit, a married couple receives less after retirement than a similarly
situated single individual. Coverage under social security may
offset this reduction because of the additional spouse benefit pro-
vided under that program at age 62. The primary feature of a joint-
and-survivor plan, however, is that there is no cost to the system of
providing a survivor benefit.

b. Social security integration.—Integrated pension systems, typi-
cal in the private sector, subtract some social security benefits so
that the combination of the pension and social security approxi-
mately equals the target replacement rate of preretirement earn-
ings established by the plan.*’ For example, a new civil service
pension system might offset 50 percent of the social securjty Pri-
mary Insurance Amount (PIA), a typical offset plan used in private
gnsions. A retired Federal worker would receive benefits from

th the pension plan and social security, with half the social secu-
rity PIA subtracted from the full pension amount to determine the
payable amount of the pension. The survivor beneSt would be com-

uted as a percentage of the pension afler the social security offset.

n some instances, a survivor benefit calculated from an offset pen-
sion will be less generous than one available from the current
CSRS because there is no reduction in the current CSRS pension
for social security. The reason for a social securit offset nominally
is to take account of retirement income payable from social secun-
ty. However, because of the categorical restrictions on payment of
social security survivor benefits, an issue in designing a new Feder-
al retirement plan is whether it is appropriate to calculate a survi-
vor benefit from a pension that has been reduced to account for
social security unless social security benefits actually are payable
to the survivors.

'l‘y}aical private pension plans provide no additional compensa-
tion for survivors to whom social security survivors benefits are not
payable, even though their benefit formula includes a social securi-
ty offset. From the standpoint of comparability with benefits avail-
able to non-Federal workers, there is no reason to make such com-
pensation as part of a new Federal system. It is argued that the
social security rules are established Federal policy, and, therefore,
it is not incumbent upon the pension plan to compensate for social
security benefits that are not pay le to certain categories of
people. On the other hand, to fail to do so in a new pension system
would reduce some survivor benefits below those provided to those
current workers who will remain under the existing CSRS rules.
For those survivors who have young children or who are old
enough to qualify for social securit survivor benefits, benefits
from both programs would be available, although there would still
be large swings in the income payable to these survivors after their ..
children reach age 16 but before the survivor reaches age 69.

To resolve these issues, survivor benefits could be calculated
from the full pension without the social security offset. To avoid

+7 This target replacement is established for workers with sverage eamnings and full careers.

AEN



189

what may be perceived as duplication of benefits for those survi-_
vors who do qualify for both a survivor benefit under a new system
and social security benefits, 100 percent of the family social securi-
ty benefit, whan payable, could be subtracted from the new
tems . survivor benefit for the family. When the social security
benefit is ter than the survivor pensior: benefit, only social se-
curity would be paid; if the survivor subsequently became ineligible
for social security, as happens to a nonaged widow when her
youngest child reaches 16, the survivor benefit would be calculated
from the full pension, with no offset.

There is yet another reason why survivor benefits under a new
integrated plan may be smaller than those available for survivors
of workers covered under the current CSRS. Under a new Federal
system that costs the same as the current CSRS, the pension
system may have a smaller accrual rate than the current CSRS.
Jssing the example of a 50 percent offset plan. the accrual rate that
would produce a program costing nearly the same as the current
CSRS would be t 1.5 percent. In comparision, the current ac-
crual rate is a threestep computation, with 1.5 percent accrued for
the first five years of service, 1.75 percent for the second five years,
and 2.0 percent for all vears over 10. Accordingly, survivor benefits
may be lower compared to the current CSRS.

Different categories of survivors may be affected differently by a
reduction in the accrual rate of the pension plan. First, under the
new plan, widows and widowers who are not eiigible for social secu-
rity may receive tly reduced benefits com with survivors
eligible for benefits under the current CSRS. Second, for lower
wage workers, any offset plan may provide proportionately more
retirement income from social security than from the pension,
whereas, workers who retire at higher wage levels may receive pro-
thionately more from the pension than from social security.

erefore, when social security benefits are offset but not payable,
the survivors of lower wage retirees will have less income replaced
than survivors of high-wage workers, Third, survivors not affected
by this issue are those who receive the minimum benefit of 22 per-
cent of the worker's high-3 ave salary (if the new plan includes
this kind of minimum benefit). The pension formula is not used in
that calculation and, thus, there is no effect of the lower accrual
rate. .

To make survivor benefits from a new Federal system more com-
parable to those provided under the current CSRS, survivor bene-
fits could be computed-as a proportion of the pension plus sccial
security, rather than as a proportion of the pension alone. Under
an offset plan that preserves some of the tilt in social security ben-
efi*s, this procedure would produce a different distribution of survi-
v . venefits from the current system, but it would follow the distri-
bution of retirement income to retirees established under the new
plan. If this approach were adopted, however, computation of the
survivor benefit as a proportion of the pension benefit plus social
security should be computed from the vension before the offset for
social security in order to replicate t..e current system o basing
the survivor geneﬁt on the full amount to retirement income pro-
vided under the retirement plan. The resulting survivor benefit
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couldblthen be fully offset by any social security survivor benefits
payable.
e major drawback to these plans that would require offsetting
survivor benefits, however, is that ERISA prohibits offsetting 100
reent of survivor benefits. While ERISA does not pertain to the
ederal pension system, it may be desirable to conform with the
restrictions it places on private plans. If so, these survivor benefits
could be estabiished through a special insurance program that
would compute benefits aid offset the payable social security
amounts in the some way as described above, but as an annuity
from an insurance fund.

The current CSKS provides a minimum survivor benefit to pro-
tect the survivors of employees who die with short service. This
minimum benefit provides greater benefits than those under the
regular formula for the first 22 years of service. In such cases, an
arbitrary pension is attributed to the deceased worker equal to 40
percent of his or her high-3 years average salary. The survivor ben-
efit is then calculated as 55 percent of that amount, or 22 percent
of the deceased worker's average sala (55 percent of 40 percent),
or the pension calculated with years o service proj to age 60,
whichever is least. Under the current law, the e ect of the mini-
mum is that the spouse survivor of someone who dies with, say,
five years of service receives the same survivor annuity as the sur-
vivor of someone who dies with, say, 20 years of service (assuming
both workers had the same final high-3 average salary and joined
the goverrr.ent at a fairly young age). In all offset plans the
amount ¢ thi social security deducted from the pension rises with
years of sv—.e. Hence, an assumed minimum pensic.: for a worker
who dies atter 20 years of service would be reduced by a greater
amount than that of the worker who does after five years of serv-
ice. If the survivor benefit is calculated as 55 percent of the pension
after the offset, the survivor of the longer term worker would re-
ceive less than the survivor of the shorter term worker. Below
(table 4-11) is an example of benefits payable to the survivors of
workers with high-3 average salaries o $38,000, but one with five
years and one with 20 years of service. The social security PIAs are
assumed to be $8,400 in both cases, as they would be in a mature
social security system that will pertain to the new Federal workers
who enter government service after January 1, 1984. The minimum
assumed pension is $15,200 (40 percent of $38,000). The social secu-
rit‘y integration plan used in this example is a 50 percent offset for
a full 40-year career. Therefore the offset is 1.25 percent of the PIA
for every year of Federal service ( 0125 x 40-=.50).

TABLE 4-11.--BENEFITS PAYABLE TO SURVIVORS OF 5-YEAR AND 20-YEAR WORKERS

Assumed manmum pension . L $15200 $15.200
Social secusity offset . 525 {0125 x 5 $8.400) 2,100 (0125 « 20 « $8.400)
Offset pension . . ‘ . 14,675 13,100
Survever propovtion . . x 55 x 9%

8,071 1,205



191

This inequity can be resolved by (1) eliminating the minimum
benefit, or (2) {;y computing the survivor benefit from the pension
before the offset, and then offsetting social security survivor bene-
fits payable against the survivor pension, or (3) by basing the pro-
ration on *he actual years of coverage assumed by the Social Secu-
rity Administration in the computation of survivor benefits, ie.,
each year after age 21 to the time of death.

c. ghild survivor benefits.—Social security and the current CSRS
provide child survivor benefits to children of deceased Federal
workers and retirees. Social security also pays benefits to depend-
ent children of retired workers, although neither the CSRS nor pri-
vate pensions provide children’s benefits to dependent children of
living retirees. Because social security child survivor benefits are a
proportion of the deceased worker’s social security primary insur-
ance amount, there may be some cases in which the surviving chil-
dren of workers covered by the new retirement system would re-
ceive smaller benefits than those available to the survivors of
workers covered under the current CSRS. This situation could
occur if no child survivor benefits are provided under a redesigned
system and if a worker dies after having accrued a small PIA.

The age requirements for child survivor benefits differ under
social security and under the current CSRS. Under social security,
benefits are payable up to age 18 (age 19 if a full-time student in
elementary or secondary school), whereas current CSRS child sur-
vivor benefits are payable up to age 18 or up to age 22 if in school,
including postsecondary school. If no supplemental child survivor
benefits are provided as part of the new pension system, the social
security rules would prevail. If supplemental benefits are provided,
however, the age limits could be coordinated.

d. Spouse consent.—Until passage of P.L. 98-615, the Civil Serv-
ice Retirement Spouse Equity Act of 198«, the ultimate decision to
provide survivor coverage for a spouse rested with the worker at
the time of retirement, although a married retiree had to take
action fo prevent survivor coverage from going into effect. However,
the spouse had simply to sign the retirement spplication stating
that he or she has been notified of that decision. There was no re-
quirement that the spouse agree with the decision. Legislation re-
cently enacted changes this as of May 7, 1985. After that time
spouse consent is requured if survivor benefits are waived, 48

e. Survivor benefits to divorced spouse.—The issue of income ade-
quacy and equity later in life for divorced spouses has drawn atten-
tion over the past several years and has focused on women some-
times characterized as “displaced homemakers” (those with little
or no work experience, who have spent most of their adult lives
taking care of home and family). When divorce occurs, these
women may be left with little support and few skills with which to
compete in the labor market. Some, whose former spouses worked
in empioyment covered by social security, may qua ify for parent
benefits (if their children are young enough), or for social security
spouse benefits (if they and their ex-husbands are old enough).
Others are caught in between.

*4 Section 204bX2} of H.R. 4280, the Retirement Equity Act of 1984, also requires spouse con-
sent for waiver of survivor benefits under private pensions. .
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During the past decade Congress has made major changes in
Federal retirement law to provide greater protection tor divorced
spouses. Social security amendments enacted in 1965 provided
spouse and survivor benefits to divorced spouses married 20 years
O{Tmore. The marriage requirement was reduced to 10 years in
19717.

Other changes have been made in benefits available under Fed-
eral retirement programs for workers not covered by social security.
Public Law 95-366, enacted in 1978, permits direct payment by the
Office of Personnel Management of court-ordered payments to di-
vorced spouses from civil service retirement benefits, although
courts could not order direct payments of survivor benefits. In 1980,
P.1.. 96-465 permitted divorced spouses of Foreign Service person-
nel to receive a pro rata share of retirement annuity and survivor
benefits, subject to review, modification, or rejection by the State
court overseeing the divorce. In 1982, Congress extended those
same benefits to former spouses of CIA personnel through Public
Law 97-269. Also in 1982, the Uniformed Services Former Spouse
Protection Act allowed courts to divide a military pension as part
of property settlements in cases of divorce, and allowed retiring
military personnel to designate a former spouse as the beneficiary
of a military retirement spouse survivor annuity. Public Law 98-
615 addressed the issue of survivor benefits for divorced spouse of
Federal workers by permitting domestic relations courts to order
OPM to reduce a retiree’s annuity in order to provide survivor ben-
efits to former spouses and to prorate a survivor benefit between a
former and a current spouse.*®

While coverage of new Federal workers under social security will
provide survivors benefits to some categories of divorced spouses
for whom no benefits are currently available, non-disabled divorced
widows and widowers under age 60 without children under age 16
are ineligible under social security. In designing a new Federal
system, one alternative would be to provide full survivor coverage
for all divorced spouses as an entitlement, with a requirement that
the marriage have lasted a specified amount of time. These benefits
could be offset by any social security benefits payable to prevent
duplication of benefits to divorced spouses who might become enti-
tled to benefits under both programs. This kind of benefit is not
available under private pension plans.

Entitlement of divorced spouses to a full civil service survivor
benefit under a redesigned plan (offset by any social security bene-
fits payable) would increase the cost of survivor benefits. As an al-
ternative to this approach, former spouses could be automatically
entitled to a prorated share of one survivor benefit if married at
least 10 years, subject to State court review and modification. This
differs from the recently enacted provision, in that it is presump-
tive entitlement that would go into effect unless a court acted to
the contrary.

- Retirement benefits to divorced spouses.—It is sometimes
claimed that z retirement pension is property jointly owned by a
couple and therefore it is divisible as part of a property settlement.

+% [t has always been permissible to name a former spouse as an “insurable interest "
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It is argued that a marriage is an economic partnership and that
nonworking wives make a significant contribution toward the abili-
tf; oi werkers to earn a salary, including deferred compensation in
the form of a pension. According to this argument, retirement cred-
its earned during the marriage should be shared upon divorce. The
Uniformed Services Former Spouse Protection Act addressed this
issue directly. It provides that a military pension is joint property
and is divisible in a property settlement.

While some divorced spouses of Federal workers who will be cov-
ered under social security will be ¢'igible for social security spouse
benefits, others will be categorically ineligible for that coverage, at
least temporarily, until they are age 62 (or 60 if their ex-spouses
die). The important choice is whether a new plan should go farther
than the current law which permits division of a pension if there is
a qualified domestic relations order to do so. The alternative would
be to presume entitlement to proration of the Federal annuity sub-
Ject to State court review.

. Preretirement survivor benefits

. a. Date of eligibility.—Preretirement death benefits can be pro-
vided either as a survivor annuity or life insurance or both. The
current CSRS pays survivor annuities to the widows and widowers
of Federal workers who die while still employed with at least 18
months of Federal service. These annuities may be small for work-
ers who die with short service, paying 22 percent of the worker's
high-3 years average salary.

As an alternative to the current CSRS practice of paying a
spouse survivor benefit immediately if the worker had at least 18
months of service, a new system could provide the survivor annuity
if the deceased worker had been vested, as is done in private and
State plans. If vesting is the eligibility requirement the benefit
could be paid immediately or not until the month in which the de-
ceased workers would have reached the earliest retirement age
specified in the ¢lan.

State plans _ypically pay survivor annuities if the worker was
vested in the pension plan. Under private sector pension plans, the
Retirement Equity Act of 1984 ‘P.L. 98-397) specifies that a benefit
must be paid from a private plan if the worker was vested with a
nonforfeitable pension. Sociul security benefits are payable to sur-
vivors if the worker had at least 18 months in covered employment
and if there are young children. If there are no chiluren under age
16, and the widow or widower is not 60 or age 50-59 and disabled,
no social security is payable; likewise, social security benefits are
reduced if the survivor has earnings in excess of the social security
earnings limits.

Government life insurance is also available at emplovee option.
Federal workers must pay two-thirds of the cost of the minimum
coverage, which is two times pay for those up.to age 45, and is re-
duced gradually to one times final pay rounded up to the next
thousand dollars, plus $2,000. In cases of accidental death, when
death is externally caused, the payment is doubled. Coverage of
‘ederal workers under this life insurance program is automatic
unless the worker waives coverage in writing. Workers may elect
life insurance coverage beyond the basic amount, but additional
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ceverage, up to five times salary, is fully paid for by the employee.
Spouse and children’s coverage may also be purchased, at $5,000
and $2,500 respectively. According to recently published data, 91
percent of all Federal workers participate in the government-spon-
sored program.®°

Unlike most group life insurance plars provided by private em-
ployers, until December 31, 1989, Federal employees retiring before
age 65 retain full coverage, at no cost, up to 65. Most private group
plans either cease coverage or reduce coverage rapidly upon retire-
ment. At age 65, the government insurance declines by two percent
a month to 2 minimum of 25 percent of the amount in force at re-
tirement. Retiring employees can elect, at an extra cost, to reduce
or eliminate the reduction in coverage at age 65. However, as of
January 1, 1990, all retirees under age 65 will have life insurance
premiums withheld from their annuities to retain full coverage
until age 65.

Employer-sponsored group life insurance in private sector retire-
ment systems is typically more generous than that provided by the
government. However, again, this coverage is usually reduced or
ends at retirement. This life insurance is paid for by employers at
no cost to employees and 100 percent of the employees of firms
with group insurance plans are automatically covered.

Table 4-12 shows the cumulative distribution of the multiples of
final salary paid by private firms that provide group life insurance
based on a uniform earnings multiple. Out of 854 firms surveyed by
Hay-Huggins, 634 reported that they provide group life insurance
based on an earnings multiple. In addition, 405 of the private firms
surveyed place dollar limits on the amount of life insurance pay-
able. The average limit was about $200,000.

Table §~12.-~Basic Group Life Amounts Based on Uniform Earnings Multiple
Cumulaiive percent

Percent of final pay: afribestion
100 ..o ettt ves et ratbaraaee s ar s tnisseeeenran 26
101 to 149 21
150............ et et terr e 41
151t0 199 o e, ettt an e tr et sv s reanranes 41
A, e ettt tvs AR rrr e it v ——urr bt 2ran s e e e &8
DOT R0 24D oottt eee et teat b ettt eea s e e a b i b bbbt e 88
23T | OO USSR P PP UP PP R PP 93
TS T N TSy ST PPUSPPPP 93
K1 OSSP PP TSP PP POPPPPSPPPPPPOPIP PP 99
GRERLET LRAN B0 oo ettt ettt tetiee s evsiresr s e rc et st sttt e 100

Total NUMDEL OF FITTNS oovvrieeeeeeeeievvetvsactiesaravtrtretsrasstssesssssnssscnssssneissasisisssseas 634

Source Hay-Huggins, Noncash Compensation Comparison. 1983. Table 2-14.

If the new Federal retirement system were to be patterned after
private sector practice, it would be necessary to increase life insur-
ance coverage for Federal workers, with the Federal Government
paying for life insurance coverage of 1!z to 2 times salary. Some
argue that a large, lump-sum insurance payment is more useful for
paying off a mortgage or providing a college education than a small

200ne hundred percent of postal workers participate, since basic coverage is fully paid for by
the postal service
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monthly annuity for life. A more paternalistic view is that large
lump-sums of money can be easily ana quickly wasted.

b. Benefits to survivors of former Federal workers.—When work-
ers who have left Federal employment die before becoming eligible
for a deferred anntity (age 62), no survivor annuity is available
under the current CSRS. Until the recent passage of the Retire-
ment Equity Act of 1984, private sector plans did not pay survivor
benefits, either, if the worker left an employer but died before be-
coming eligible for a deferred annuity. HYowever, the ..ew law re-
quires that a benefit be paid if the deceased worker were vested in
the plan and had a nor.forfeitable right to any portion of an annu-
ity, although privaie plans are not required to begin payments to
the survivor until the time at which the deceased would have
reached the earliest retirement age specified in the plan.

An alternative to the current CSRS is to allow all survivors of
workers who die before drawing a deferred annuity to elect either
a lump-sum return of the contributions that have been lefi in the
retirement fund or, adopting the new rules applicable to private
pensions, to provide a survivor annuity based on the annuity that
would have been payable to the deceased at the time of death.

D. COST ANALYSIS OF ALTERNATIVES FOR SURVIVOR PLAN DESIGN
FEATURES

CSRS benefits to survivors of deceased Federal workers and de-
ceased Federal retirees currently cost about 4.0 percent of payroll.
The entry age normal cost of all CSRS benefits for workers enter-
ing Federal employment in 1985 is about 32.2 percent of payro{l.5!
Therefore, survivor benefits account for about 12 percent of the
cost of the current retirement system. The survivors include
spouses of deceased retirees, spouses of deceased workers, spouses
of workers who were retired on disability or who had been involun-
tarily retired, as well as child survivors of these groups of Federal
employees.

Table 4-13 lists the major design features that make up a survi-
vor benefit plan and shows the cost effects of alternative features
under a new Federal system. For illustrative purposes, the plan
used as the backdrop plan was designed to replicate the current
CSRS as closely as possible, but with the addition of social security.
This backdrop plan, used to estimate the cost of the alternative
treatments for these features, deducts 50 percent of social security
benefits from a pension benefit. To keep the cost of the integrated
program constant with ti.at of the current CSRS alone, the illustra-
tive redesigned retirement pregram has a benefit accrual rate of
1.45 percent of high-3 years average pay for each year of service.
Other features of the survivor benefit plan were designed to resem-
ble the current CSRS. For preretirement death, survivor benefits
are 55 perceat of disability benefits determined using the disability
formula, as is currently done. For postretirement survivor benefits,
the annuity is reduced, like the current CSRS, by 2.5 percent of the
first $3,600 and 10 percent of the remaining annuity; the benefit to

*1 Of this 322 percent, 25.2 percentage points is paid by the Federal Government and the
other seven percentage points is paid from employee contributions.
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the survivor is 55 percent of the unreduced annuity. Children's
benefits are payable according the current law. There are no bene-
fits to divorced spouses. The cost effects are shown as thc change in
the percent of payroll each alternative treatment of the design fea-
tures would add to the cost or would save. The costs shown in this
table are only .lustrative and are intended to indicate the general
magnitude of the costs of the different alternative design features.
As the table shows, variation of individual design features of a sur- .
vivor plan usually changes the cost of a pension plan by less than
1.0 percent of pay (about $700 million).
1. Financing

An imfortant feature of a survivor benefit plan is how it is fi-
nanced: If survivor benefits were provided as part of the pension
plan and no reduction were made to the annuity of a retiree to pro-
vide that coverage, the cost of survivor benefits would increase by
1.1 percent of payroll. In contrast, if a 50 percent joint-and-survivor
plan with a full actuarial reduction were adopted, 0.7 percent of
payroll would be saved.

@ Accurately estimating the normal cost of this change in survivor
benefits is somewhat problematic, however, Under current law, a
survivor benefit is provided through a reduction in the annuity of
the retiree of 2.5 percent of the first $3,600 per year plus 10 per-
cent of the annuity above that amount. Since $3,600 is not indexed
for inflation, when entry age normal costs are projected to the year
2030, the value of the $3,600 is eroded substantially. The effect is
that by the year 2030, current law will produce a reduction in the
annuity of a retiree of about 60 percent of a full actuarial reduc-
tion, which is about 16 percerit. ore, a' comparison of the cur-
rent law (without indexing the $3,600) in 2030 with an actuarially
financed survivor benefit in that year understates the real differ-
ence between the cost of the current system and a 50 percent joint-
and-survivor plan with a fully actuarially financed survivor bene-
fit. Consequently, adoption of a 50 percent joint-and-survivor plan
instead of the current plan would have little cost impact for new
employees. :

2. Social security integration

Under the backdrop plan, the survivor benefit is computed as a
percentage of the pension after the social security offset has been
taken—the procedure used in most private pension plans. If survi-
vor benefits were computed on the basis of pension without the
offset followed by a 100 percent offset of the pension against pay-
able social security benefits, the normal cost of the retirement plan
would decrease by 0.3 percent of pay.®® Alternatively, if the survi-
vor benefit were computed as 55 percent of the pension plus social
security, the cost would increase by 0.1 percent of payroll under a
50 percent offset plan. Again, this estimate assumes that pension
benefits would be fully offset against the social security benefits.

#* While computing the survivor benefit on & somewhat larger pension would increase costs,
the 100 percent offset of survivor benefits against social security would save a greater amount of
pension costs.




TABLE 4-13. Cost Effects of Alternative Design Features For Survivor Benefits

e e - - —

Design Festures Increase (¢) or Deaiga Festures Increase (+) or
Decrease (-) in Decrease (-) io
Treatments Perceat of Pagroll Treatments Peccent of Payroll
A, POSTRETIRFMENT SURVIVOR BENEFITS c. Automstic entitlement of benefits
to sll spouses and former spouses
{. Financing (if married 10 years) +0.1
a. Current CSRS; parcially employer~ 5. Rstirement benefits to divorced spouses
financed e
8. Current system; under State court
b. S0 percent joint-mnd-survivor; a/ order oaly ———
fully employsre~financed -0.7
b. Presmption of entitlement to pro-
c. Full entitlement; fully employer- 8/ ration of the CSRS pension sud ject
financed 1.1 to State court review 0
2. Social security integration 6. Children's benefite
a. Employee pension offset before s, Current CSRS: lesser of three
computation of survivor bemefic — specified smounts with sge limice
. Survivor benefit computed on pre- b. Current preveiling private practice: b/
offser pension; socisl security sur~ stocial security omly
vivor benefit offset 100 percent
sgsinst CSRS gurvivor benefit ~0.3
B )
AR

BEST vurY
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8. PRERETIRENENT DEATH BEMEFITS

¢. Compute survivor Denefit as 55

percent of both the pension and I. Dete of eligibilicy

social security; social security

survivor besefit offeset 100 per- a. 18 months m———

cent againet the CSRE eurvivor

benefit +0.1 b. At vesting for pension -0.1
Spouse consent c. At esrly retircment sge -0.2
A, Current system of spouse consent 2. Availability of a survivor ssnuity to

to waiver e spouse surviver of former employee

avaiting & deferred sansity

b, Mapdatory survivor coverage for

spouees of #'] workers merried 8. Current systems

at the time of retiremsnt +0.}

b. Allow choice of returned contri~
bations or en ssnwity *0.7

Servivors benefits to divorced spouses 3. Children’s benefits
8., Current system: under State court s, Current CSRS: lesser of three

order oaly e opecificed mmounts with age limite ——a
b. FPresumption of entitlement to b. Current prevailing privete practice:

proration of swcvivor bamefite, social security oaly o b/

subject to State court review J

See the discuasion of financing postretirement bemefits that follows.

ine

b/ Lees than .05 percent savings.
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J. Spouse consent

Before the enactment of P L. 98-615, the CSRS required that the
spouses of married Federal workers be notified if, at the time of re-
tirement, the worker did not elect full spouse survivor coverage.
The new law requires spouse consen? rather than notification. How-
ever, if spouse survivor coverage were made mandatory, and the
current financing arrangements were used, the cost of the re‘ire-
ment system would increase by an estimated 0.1 percent of pay.

4. Survivor benefits to divorced spouses

The CSRS as modified by P.L. 98-615 provides survivor benefits
to divorced spouses of deceased Federal workers if there is a court
order g;oviding for survivor benefits. The options for providing sur-
vivor benefits from a new civil service pension plan to divorced
spouses are: 1) presumption of entitlement to proration of a survi-
vor benefit, subject to State domestic relations court review and
modification, and 2) to entitlement of a full spouse survivor benefit
to all spouses and former spouses married at least 10 years to the
deceased worker. Provision of a prorated survivor benefit for
former spouses would have no effect on the cost of the system; enti-
tlement of a full survivor benefit to all spouses meeting the mar-
riage requirement would increase program coats by 0.1 percent of

pay.
5. Retirement benefits to divorced spouses

Under current law both private pensions and CSRS pensions can
be divided between the retiree and a former spouse if specified by a
State court. If, under a new plan, OPM were required to divide
pension income according to a pro rata formula taking years of
marriage during creditable service into account, there would be no
increase in the benefit costs of the retirement program because no
new additional benefit would be created.

6. Date of eligibility for preretirement death benefits

A design issue pertaining to preretirement death benefits is the
service requirement for payment of an annuity to the survivor of a
worker who dies before retirement. Benefits are now provided as
an annuity if the worker had at least 18 months of service. If the
worker were required to be vested (five years of service) the savings
would be 0.1 percent of payroll; if survivor annuities were provided
only to the survivors of workers who die at at least age 55 (the
early retirement age specified in most private plans), the savings
would be 0.2 percent of payrol!.

7. Deferred survivor annuities

Finally, if survivor annuities were made available to the survi-
vors of workers who leave Federal employment but who die before
drawing a deferred annuity at age 62, 0.7 percent of payroll would
be added to the cost of the program.

8. Children's benefits

Because benefits to surviving children constitute a very small
portion of the cost of the retirement system, the cost effects of
eliminating all children’s benefits payable from the CSRS and, in-
stead, paying social security children’s benefits would be negligible.
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CHAPTER 5: ANALYSIS OF FIVE ILLUSTRATIVE PLANS

s

_ L INnTRODUCTION

In Chapter 4, important plan provisions were analyzed by show-

each provision was to replicate the current CSRS, but with
troduction of social security benefits. Features of plans common
employment outside the Federal Government were then introduced
wthatttheireffe%b:ncomwbemﬁtsqmﬂdbec&mmmuth:
current system. comparisons were displayed by showing

ision alternatives across different age, service and salary com-
mﬁons.

As stated in Chapter 4, comprehensive data on costs and benefits
can be developed only in the context of complete plans. For the
CRSnmdelstogenmtedsta,al.lplanpwvisiommuitbe ified.
Yet, it was necessary to recognize sensitivity of costs and fits
to variations in isi before complete plans were compared.
Becausethestudgheeditsappmachontheassum ion that the
components of pension plan design could be discuseed separately, it
became necessary to construct as an artifice—a plan—
that would remain constant while each provision was being re-
vaiewed.()therwml ise the sheer volume of potential plans would be un-

e.

The five plans analyzed in this chapter illustrate the context
within which specific provisions operate. These plans are not rec-
ommendations, but are devices to be used wi:lhmrmviom chapters,
so that fundamental themes in design can be yzed. The concept
of a backdrop plan has thus been brought foward into Wr
but in a new way: The context, or background itself is ied by
some typical approaches, so that combinations of features can be -
illustrated. The reader should r<fer to Chapter 4 to determine the
approximate effect within any of these five approaches of varying
specific provisions.

The array of retirement benefit designs represented by these
plans is not exhaustive, but reflects a range of possibilities. The
tentative objectives discussed in Chapter 4 were used to develop the
various designs. Thus, plan I moset closely replicates the current
CSRS, and plans IV and V differ from it according to the extent
that private and State pension structures have been incorporated.
Plan I incorporates social security by the in tion technique
most widely used in the private sector, but hol all other provi-
sions the same as the current CSRS. Plan Il copies plan II, but
adds a capital accumulation plan. Plans IV and V differ from each
other only by the technique for coordinating with social security,

(201)
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but voth introduce early retirement reductions, reduced COLA, and
capits] sccumulation plans.

The aisability component in the backdrop plan was structured so
that it would approximate the benefits payable under the current
CSRS. The social security disability provisions were introduced
with the smallest feasible effect u the system. However, as
Chapter 4 showed, th: “irent disability program is often
criticized and would require considerable modification before it
could resemble private sector practice. For these five illustrations,
a disability plan was developed that approximates the approach
common to the private sector. This disability approach separates
short- and long-term disability and introduces the social security
disability definition into the determination of lifetime awards. Ben-
efit levels are increased to typical private sector levels, including
social security.

The survivor benefit approach in the backdrop plan maintained
the current system approach with minimum changes to accommo-
date social security. For these illustrations, a survivor benefit com-
ponent was adopted that clo: ly replicates private sector practice.
The principal alternative approach—financing survivor benefits on
the basis of a definition of eligibility for benefits, with costs borne
by the system rather than by retirees—would increase the cost of
the overall retirement system by 1.1 percent of payroll. ’

The accrual rates for the five plans have been calibrated to
project approximately the same employer cost as the current CSRS.
The CRS cost model projects the normal cost of the current CSRS
to Government to be 252 percent of pay (32.2 percent system
normal cost minus seven percent employee contributions). Because
one of the important tradeoffs in plan design is in the amounts em-
ployees can be expected to pay for retirement protection, the plans
assume different levels of employee contributions. In three of the
plans, the amounts that employees contribute are subject to some
choice on their part. In these plans, the constant empIO{er cost has
been determined by use of the concept “percent of full participa-
tion”’ (see Chapter 4 and Appendix C).

-



TABLE 5-1.—BASIC RETIREMENT PROVISIONS: FIVE ILLUSTRATIVE DESIGNS WITH EQUAL COSTS
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Provisions CoMMON TO ALL PLANS

Vesting

Retirement: § years,

Cap:tal Accumulation: Immediate.

Disability .

Definition: First 24 months, unable to perform in position; after 24 months, totally
and permanently disabled for any occupation (social security definition).

Amount: 60 percent of pay minus social security, or accrued retirement benefit,
whichever is greater.

Survivor benefits

Preretirement death: 55 percent of accrued retirement benefits,

Postretirement death: If elected, causes a reduction in the retirement annuity of
2.5 percent of first $3,600 annually; plus 10 percent on amounts over $3,600; survi-
vor benefit is 55 percent of arnuity before reduction.

Service requirement '
Immediate retirement: 10 years at age 55 with full actuarial reduction.
Deferred benefit: 5 years, payable beginning at age 62.

I1. DESCRIPTION OF INDIVIDUAL RETIREMENT PLANS

A. PLAN | (REPLICATION: ONE HUNDRED PERCENT OFFSET)

Plan I closely replicates as many of the current CSRS provisions
as possible. Benefits of the current CSRS are directly proportional
to earnings, and the plan distributes benefits among participants
along the same general lines as the currcsy.. CSRS. This distribution
would violate IRS guidelines fmension plan distribution in the
private sector. Benefits compu under the retirement formula
are reduced by 100 percent of the primary social security benefits
accrued in Federal employment. Employees pay the same for the
retirement as under the current system (seven percent), but in a
combination of social security and pension contributions equal to
that amount. Employees who leave government service before re-
tirement age can receive a refund or retain deferred rights to full
benefits upon reaching age 62 or to reduced benefits at age 55.
Workers can retire on full benefits at age 55 with 30 years of serv-
ice, and they receive a supplement equal to the social security ben-
efit payable at age 62. Because the accrual rate has been calibrated
to maintain a constant government cost, and because employees
are required to pay the same rates as at present, the overall system
cost is nearly the same as the current CSRS. This, and the costs of
the other illustrative plans, will differ slightly from the baseline
case because of rounding in the accrual rate.

B. PLAN I (REPLICATION: FIFTY PERCENT OFFSET)

Plan II has a 50 percent offset of primary social security benefits,
a distributional approach common to plans in the private sector. -
Also, plan II does not require employee contributions, although as
in all five plans, employees pay the full social security tax. All
other provisions are held constant. The cost to the government of
plan II is held constant, except for accrual rounding, but overall
plan costs are .8 percent of pay lower, because of the absence of
employee contributions. Thus, replacement rates will also be lowar.

<18
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C. PLAN HI (REPLICATION WITH SOCIAL SECURITY AND CAPITAL
ACCUMULATION PLAN)

Plan III contains the same pension p-ovisions as plan II but has
a lower accrual rate. The accrual rate was calibrated to achieve
savings equal to the cost projected for a voluntary capital accumu-
lation plan. That voluntary supplement is a 50 percent match of
employee contributions up to six percent of pay. Average employee
contributions were estimated at 3.30 percent of pay; yielding a gov-
ernment matcting cost of 1.65 percent of pay. Thus, the govern-
ment cost is projected as constant, except for accrual rounding, but
the overall system cost is higher because of the estimated aggre-
gate voluntary employee contributions.

D. PLAN IV {PRIVATE SECTOR MODEL)

Plan IV retains the same 50 percent offset approach in the pen-
sion formula as plans II and III. The cost to the government re-
mains the same. Plan IV, however, introduces several significant
changes needed to accommodate the cost of a more liberal capital
accumulation plan.

1. Reduction factors are $pplied to workers retiring be‘ore age 62

In social security, the age at which full benefits can be received
is 65 (rising to 67 by 2027), but reduced benefits can be received at
62. Reductions applied to benefits paid at 62 (currently 20 percent)
make the present value of the income stream approximately equal
to that which would be received at age 65. When the social security
age for full receipt of benefits increases to 67, the actuarial reduc-
tion will climb to 30 percent for benefits received at age 62.

The current CSRS permits retirement with full benefits at age 55
after 30 years of service, although additional value is earned for ad-
ditional service. If plan costs are held constant, reduction of bene-
fits received by workers retiring before age 62 shifts plan dollars to
workers who work to later ages. Full actuarial reductions would
virtually eliminate the differences in the present value of benefits
received by workers with the samé service and salary base but who
‘retire at different ages. Workers would tend to delay their retire-
ment. Savings are achieved by reducing the number of people en-
tering the rolls, by lowering the present values of those who retire
at earlier ages, and by increasing the length of the active work life
for which benefits are projected. If an employer desires an older
workforce, early retirement reductions will further that goal.

Evidence from private sector plans shows that less than full actu-
arial reductions are sufficient to have a substantial impact upon
the age of retirement. If a new Federal pension incorporated full
actuarial reductions, they would be about 6 percent for each year
of retirement before age 62. The plan adopts three percent benefit
reductions per year. This rate would still reward workers retiring
early, but at a lesser rate than today, and the value of additional
service and of any anticipated salary increases would encourage
civil servants to work to later ages.

 §V)
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2. Postretirement COLA's are reduced by one-half

The current CSRS has COLA equal to increases in the CPIL. A
one-half COLA will cause pension benefits to erode in value over
time. In addition, the lower COLA may also affect the decision to
retire, causing some workers to delay retirement.

J. A capital accumulation plan matching dollar-for-dollar employae
contributions up to six percent of pay is added

Part of the savings achieved from lowering benefits for early re-
tirement and the COLA change were used to fund a capital accu-
mulation plan that is more generous than that in plan III. The re-
mainder was used to increase the accrual rate to improve overr.ll
plan generosity. Average employee contributions of 3.9 percent of
pay are estimated; the Federal Government’s cost is a similar
amount,

E. PLAN V (STATE GOVERNMENT MODEL)

Plan V is identical to plan IV except that plan V uses an add-on
arproach to social security coordination, whereas plan IV used an
integration (50 percent offset) approach. An add-on approach was
selected, partly because of the frequency with which it occurs in
State government pensions, but also because an add-on plan, by
maintaining the social security tilt, frames the distribution issue.
By comparing the distribution by income of plan V with plan I, the
contrast with the current CSRS is easily seen. Likewise, by compar-
iz plan V with plan IV, the contrast with the typical private
sector model is also seen.

22U
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ITI]. CoMPARISON OF THE FIvE PLANS

Figure 5-1 compares the five plans to each other and to the cur-
rent CSRS. A worker is shown retiring at age 62 with 30 years of
service and a final salary before retirement of $30,000. This worker
i, therefore, a typical full career worker with an average final
salary. The checkered area represents amounts paid from the pen-
sion. The area immediately above the pension represents social se-
curity. The blocks above the social security benefit in plans I, IV,
and V rcpresent the benefits received by employees who partici-
pate fully in the capital accumulation plan designed to accompany
those plans. The upper blocks reflect the annuity purchased by ac-
cumulated government and employee contribution and interest
earnings over the 30-year career. The payout from these capital ac-
cumulation plans is indexed to the assumed rate of inflation.

A. CHANGES CAUSED BY §OCIAL SECURITY

As can be seen by figure 5-1, all of these plans provide lower re-
placement rates than the current CSRS unless workers participate
in the capital accumulation. It employees pay more than they
would pay to the current system, then replacement rates can be
made to each or exceed current CSRS levels. The reason for lower
benefits at constant cost, us has been discussed earlier, is that
these plans distribute social security money in ways different from
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those used by the current CSRS. The introduction of social security
into the structure of Federal employee benefits automatically redi-
rects sor.e money that would be j%id through retirement provi-
sions under the current CSRS, to different benefit provisions. The
cost of this different distribution, after all differences in the pat-
terns of payments have been offset, is between 2 to 3 percent of
payroll, for the entire system, with about 2.0 t of pay less in
the funds available to pay retirement benefits. Broken down by
component, these plan dollars are distributed primarily:

1. To portability
About two-thirds of the difference s distributed to workers leav-

ing Federal employment who would not retain retirement benefit
credits under the current CSRS,

2. To family benefits ,

Less than 0.5 percent of pay will flow to benefits for dependents
not paid by current CSRS provisions.

3. To lower-income workers in other employment

Less than 0.5 percent of pay would be redistributed through the
social security formula to lower-paid workers outside the Federal
Government. ,

B. DISTRIBUTION BY INCOME

Figure 5-2 compares the benefit distribution of the five plans
along the salary scale. The preretirement salaries displayed—
$15,000, $30,000 and $45,000—were selected because they provided
a roughly approximate general cross-section of the civil service pop-
ulation from low to high salaries, with $30,000 close to the average
preretireme..t salary. All dollar amounts are comparable to 1984
salary levels.
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Fiouxs 5-2.—Comparison of Five Illustrative Plans at Constant Em Cast:
Groes Replacement Rates for a Single Worker Age 62 With 30 Years of Service
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Figure 5-2 shows that plan I has a slight upward tilt in total
benefits. This tilt is caused by the interaction between the social
security reduction applied to benefits received at age 62, and the
relative proportion of the total benefit provided by the pension at
different income levels. (See Chapter 4 for a complete explanation
of this upward benefit tilt.) The reduction has more impact at
lower wages because a larger portion of the total benefit is provid-
ed by social security. Benefits would be level across all salaries at
age 67 when the social security reduction would no longer apply.
Plan I could be made to approximate the level distribution of the
current system by subtracting from the pension 100 percent of the
social security benefit actually paid instead of assigning a value to
the full social security benefit payable at age 67. Private pensions
are not permitted to offset 100 percent of social security.

Plans II, III and IV are integrated with social security. These
three plans are 40 percent offset plans, the most common defined
benefit plan in the private sector. Plans that lower pension
amounts by 50 percent of the social security benefit distribute some
plan money to higher paid workers, 1g:lzrtially counteracting the re-
distributive slant in social securit{. rthermore, 50 percent offset
plans permit a flexible approach to other components of plan
design while meeting Federal guidelines on the distribution of pri-
vate plan benefits. Plan V is a plan that adds a full pension to
social security, an add-on plan, and provides, from the pension
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itself, a level rate of wage replaceinent at all income levels. Total
benefits in plan V thus reflect the distributional tilt of social secu-
rity when the pension and social security benefits are combined.

C. RETIREMENT AT DIFFERENT AGES

Figure 5-3 compares the plans for retirement at different ages.
Retirement ages of 55, 62, and 67 were selected for display because
they represent the ages at which fundamental changes in the
structure of benefits occur; Age 55 is the earliest age for full bene-
fits in the current CSRS; age 62 is the earliest age at which re-
duced social security retirement benefits can be received; age 67 is
the age of full social security benefits in 2030. Individuals with 10
years of service are permitted to retire at age 55 with full actuarial
reductions under all options because the small benefits payable at
age 55 with 10 years of service will be sufficient to deter most
workers who would want retirement at that age, because no costs
are entailed, and because that practice is common to the private
sector.

Plans 1, II, and III retain the current retirement age structure.
Nevertheless, because of social security benefit reductions for re-
tirement before age 67, workers who remain at work until age 67
have higher benefits for the same number of years of service. Plans
IV and V reduce benefits by three percent per year under age 62,
but the savings are partly restored to overall generosity through
changes to the accrual rate, and workers receive higher replace-
ment. rates at age 62 than they do under plans I, II, and III, even
without participating in the capital accumulation plans. Not par-
ticipating, however, means a loss of the employer match that is in-
cluded in the cost of the plan, a cost which is calculated on the
basis olf a total workforce concept, i.e., the cost as a percent of total
payroll.

Compare plans IV and V to the other plans in fugure 5-3. As
figure 5-3 shows, the effect of introducing early retirement reduc-
tions combined with accrual rate increases is to provide all workers
retiring at age 62 replacement rates under those two plans compa-
rable to the current CSRS. Plans IV and V could not match re-
placement rates at age 55 for workers with average salaries even
with full participation because the early reductions reduce benefits
substantially. Replacement rates for full participants (six percent
of pay) who retire at later ages exceed benefits payable to them
under the current system by as much as 40 percent. Individuals re-
tiring at age 55 under plan III would have replacement rates com-
parable to the current CSRS, if they were full participants in plan
Il’s capital accumulation plan.
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FYoure 5-3 — ‘omparison of Five Illustrative Plans at Constant Employer cost:
Grose Replacernent Rates for a Single Worker With 30 Years of Servics—$30,000

Repiccement Rate (%)

Note that although the pension benefits in plans I, II, and I
remain the same, the social security benefit is higher for workers
retiring at age 67 than for workers retiring at age 62 or age 55.
This occurs because the supplement payable to workers retiring at
age 55 is based upon social security benefits payable at age 62, and
at age 62 social security benefits are reduced to 70 percent of the
benefit payable at age 67. Because the average retirment age in the
current CgRS is about age 61 with between 29 and 30 years of serv-
ice, most pension outlays go to persons who retire before reaching
the age of full social security benefits.

. The social security benefits payable at age 62 and 67 are close
actuarial equivalents—the present value of benefits received at the
two ages is approximately the same but paid over different periods
of time. Under the current CSRS, retirement at later ages with the

ame number of years service has a lower present value than the
annuity amount paid at earlier ages. The current system distrib-
utes pension costs to earlier retirees and does not compensate
workers rtiring at later ages for their lower present values for the
same number of years of service. Therefore, the Social Security
program distributes some money to older retirees that under the
current CSRS would be used to pay benefits for workers retiring at
earlier ages. '
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D. CAPITAL ACCUMULATION PLANS

Figures 5-2 and 5-3 show that capital accumulation plans can
offer considerable increases in retirement income for workers who
fully participate. It is important to note, however, that al
these plans cost the government the same as the current .
employees would be pasi% more for these ter benefits.

&mpare plans I an in figure 5-2. plans differ only in
onerespect:Planmhasalmrpensionaccnmlmtetopmvide
the capital accumulation plan of the same employer cost. Figure 6~
2 shows that the two plans have the same distributional tilt at the
various salary levels. Eecause of the lower accrual rate, employees
not participating in the capital accumulation supplement have t'ﬁ -
sion benefits eight percent lower than in planpﬁ, but those fully
participating have total replacement rates about 34 percent higher.
Average total replacement rates for employees fully participating
are about 12£reentage points in replacement rate higher than in
plan Il and ut 10 points higher than in plan I. Evidence from
similar Ylans in the private sector shows t this discretionary
plan will be used more by higher-paid workers than lower ones,
and as a co uence, some employer pension dollars will be dis-
tributed upw along the salary scale. Lower-paid workers might
find it attractive, but have no money to invest.

Plans IV and V distribute even more money to the capital accu-
mulation plan. A greater inducement to save is provided to employ-
ees at all salary levels, and participating employees thus receive an
even er share of the employer's pension costs. However, the
penalt{v or non-participation is also borne b¥1 workers who retire
early. Workers who did noi participate but who worked until later
ages would retire with higher initial benefits, than under plans I
and II because the accrual rate was increased st the expense of
early retirement benefits.

E. POSTRETIREMENT AIJUSTMENTS

Plans 1, 11, and 1II are fully indexed to the CPl, with annual ad-
justments, and their benefits retain full value over time. Plans IV
and V are indexed to one-half of inflation, the inflation assumption
used throughout the study, i.c., for percent a year.

Figure 5-4 shows the value over time of golan 11, the 50 percent
offset plan. Benefits retain their full value from the date retire-
ment through age 80 and beggnd, Figure 5-5 shows plan IV, the 50
percent offset plan Iith a percent COLA. Initial replacement
rates for employees who participated fully in the capital accumula-
tion plan begin near those of plan II, but decline until age 62, then
jump substantially with the social security benefits and then de-
cline as inflation continues to erode the pension.

These plans cost the government the same but employee costs
differ. The exagloyee not participating in the capital accumulation

lan in plan IV and the employee in plan 11, do nolt'({ny any contri-
utions, but the plan IV employee receives one-third lower benefits
at age 55. Figure 5-5 shows that plan IV employees who save six
percent of pay receive higher replacement rates, but the average
total replacement rate exceeds that of plan Il l;y only 12 percent. A
review of figure 5-3 will help explan why. As figure 5-3 shows, the
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early retirement reduction in plan IV causes money to be distribut-
ed to later retirement ages.

Frourk 5-4.—Plan I: Fifty Percent Offeet and Full COLA—Gross Replacement
RatesforaSingleWorkerAgefyﬁWiﬂr&)YearsService,m,OOOF‘inalSalary
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IV. DESCRIPTION OF ILLUSTRATIVE D1saBiLiTY PLAN

Under all five illustrative plans, the one disability benefit plan is
shown because of the need to highlight retirement plan issues. See
Chapter 4 for a complete discussion of disability plun issues. This
plan was sglected because it closely conforms to typical private

A long-term insurance plan i by the govemment would
pay 60 percent of pay for employees permanen y disabled. Up to
24 months following onset, eligibility would be based on a ical
ﬁndingtbattheemp!oyoeisunabletoperformtbeduﬁesofhis
then current position, or a vacant position in the same or
paylmlinthesameamcyandmmuﬁnsam. 24
months following onset, benefits would continue only if the indi-id-
ual met the social security definition of disability. r an .n-
dividual is entitled to social security the long-term insurance plan
would offset the PIA by 100 percent. After the offset the benefit
would be no less than accrued retirement benefit, but no more
than the normal reti beneﬁtmgwdforagess.

A worker would become e for long-term insurance after
gix months on the job. The (applied to the net -term dis-
abilitymnwnt percent of final pay minus the initial social se-
curity ) would be the same as under the retirement formula in
each plan. Longterm disability benefits would terminate upon
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medical recovery or attainment of age 62. At that point the individ-
ual’s benefit would be converted to a retirement benefit based on
projected of service from date of hire to age 62, using the re-
tirement benefit formula. Wages used in determining the retire-
ment would not be indexed. '

V. Survivor Bengrrr Provisions Usep WrmH ILLUSTRATIVE
ReTiREMENT PLANS

One survivor benefit plan is used for each of the optional retire-
ment plans. The survivor plan was designed to closely replicate the
survivor benefit computation procecure, i.e., the private sector as
well as the CSRS benefit without a minimum guarantee. Because
survivor benefits are related directly to benefits computed under
the retirement formula, benefit amounts that result from this pro-
cedure when used with a redesigned retirement plan will differ
from those under the current plan.

Itisassumedthattbepostmﬁmmentsuwivorbeneﬁtwillbe
pmvidedatﬂ:eopﬁonofthereﬁm,asitisundercurmntlaw,and
with the same arithmetic reduction to the annuity of the retiree—
2.5 percent of the first $3,600 in annuity (unindexed) ggs 10 per-
cent of the annuity above that amount. The survivor benefit is 55
percent of the annuity before this reduction. - ,

The retiree could elect to provide an actuarial eﬂuivalent benefit
to any designee. Otherwise there is no benefit paid to children, di-
vorced spouses, or other survivors.

V1. ANavLysis or Costs or FIve ILLUSTRATIVE PLANS

These five plans have been designed and their accrual rates cali-
brated to achieve a uniform cost to the Federal Government as em-
ployer. Because the amounts that employees contribute vary from
glan to plan, the overall erosity of i&neﬁts also varies. Table 5~

compares normal costs gar:ken down by plan component and com-

the five plans to each other and to the current CIRS. The
%ﬁ relative to each plan has been included in the cost of each
benefit component.

TABLE 5-2.—PROJECTED NORMAL COSTS BY BENEFIT COMPONENT (INCLUDING COLA) FIVE

ILLUSTRATIVE PLANS AND THE CURRENT CSRS
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B. NONVOLUNTARY RETIREMENT

Benefit reduction rules and a smaller COLA also bave'stronﬁ ef-
fects upon the costs of non-volun benefits because non-volun-
tary retirement occurs at any age with 25 years of service or at age
50 with 20 years. The three precent reduction for each year under
age 62 substantially reduces those benefits. The im on non-vol-
untary benefit expenditures for plans I, II, and III is not substan-
tial. It generally follows the pattern of differences discussed under
the previous section on voluntary retirement. \

C. SURVIVOR AND FAMILY BENEFITS

As discussed previously, social security pays benefits under some
circumstances not payable under the current CSRS. Thus, if social
security were added to these provision expenditures, costs would
exceed those of the current system for plans I and II by about three
to four percent. -

A more significant finding shown by this table is the extent to
which the introduction of a capital accumulation plan in plans I,
IV, and V, and the early retirement reductions and COLA costs in
plans IV and V, have lowered the amounts payable under the sur-
vivor provisions. The survivor benefit component is heid constant
across all five plans. Because the retirement survivor benefit is
linked to the retirement benefit formula, the cost of the survivor
component drops as much as 0.5 percent of pay with the drop in
retirement expenditures. 4

D. D'SABILITY BENEFITS

In contrast with survivor benefits, which were held constant and
were limited to retirement, disability benefits were held constant
and calculated independently. Thus, survivors share the losses in
amounts spent on retirement benefits to help ﬁy for capital accu-
mulation plans, but expenditures for disabili‘t‘y nefite are a direct
result of the computation of disability benefits under th 't compo-
nent’s separate formula. Because disability annuitants would re-
ceive a flat replacement rate ntee, most of which would be
paid through social security, disability component is not sub-
stantially affected by the introduction of capital accumulation
plans in plans III, IV, and V. This can be seen by the relatively
constant expenditures projected for disability across all plans.

~ E. DEFERRED BENEFITS/REFUNDS

Social security increases Federal expenditures for portable bene-
fits to civil servants who separate before retirement by approxi-
mately 1.8 percent of pay for the backdrop plans. Thus, if the social
security portability amount is udded in on each of the five plans,
all would show greater ex&nditures for deferred benefit rights
compared to the current CSRS.

Plan 1l pays more in deferred rights than does plan I because in
plan II there are no employee contributions. Vested employees in
plan II do not forfeit rights if they separate. In plan I, some em-
Yloyees withdraw contributions and forfeit rights to future benefits.
n plans III, IV, and V, these expenditures are a function of the
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vested rights given under the capital accumulation plans, which
cause increases in deferred or portable rights even though the re-
tirement expenditure is lower. »

F. EMPLOYEE CONTRIBUTIONS

The current CSRS and plan I both require total employee contri-
butions of seven percent of total pay. In plan I that seven percent
includes the social security (O D) tax. Plan II requires employ-
ees to pay only the OASDI tax. Plans III, IV, and V grant employ-
ees the opportunity to save up to six percent of salary in a capital
accumulation plan. Plan III matches half of the employee contribu-
tion, plans IV and V match the entire amount. Assumed average
contributions can be seen in table 5-2, As figures -1, 5-2, and 5-3
show, fully participating in these capital accumulation plans pro-
vides substantial increases in replacement rates payable at age 62.
Expenditures for capital accumulation plans increase overall ex-
penditures for retirement. ,

In effect, plans III, IV, and V cause employees, especially those
who are higher paid, to pay more if they desire to retain the retire-
ment benefits of the current system. Plans IV and V, moreover, re-
quire employees to pay more to retain early retirement and COLA,
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APPENDIX A: ADDITIONAL INFORMATION ON RETIRE-
Mg%%\s' STEM PRACTICES IN THE PUBLIC AND PRIVATE
S

I. CiviL SERVICE RETIREMENT SYSTEM

This section provides a summary of general CSRS provisions that
apply to most Federal emgl:)g'ees and their survivors. For a more
detailed explanation, see kground on the Civil Service Retire-
ment System prepared by the Congressional Research Service (CRS)
for the House Committee or. Post Office and Civil Service (Commit-
tee Print 98-5, April 20, 1983).

A. SUMMARY OF GENERAL PROVISIONS THAT APPLY TO MOST EMPLOYERS
AND SURVIVORS

1. General

a. Salary base. —Average of high three years earnings.
b. General formula.—Salary base times sum of:
.. —1% percent for first five years service;
—1% percent for next five years service; and
—Two percent for remaining years.
Maximum of 80 percent of salary base.
¢. Employee contributions.—Seven percent of covered salary.

2. Voluntary service retirement
a. Conditions:
—Age 55 with 30 years service; or
—Age 60 with 20 years service; or
—Age 62 with five years service.
b. Benefits.—General formula.

J. Involuntary retirement

a. Conditions:
—Age 50 with 20 years service; or
—Any age with 25 years service.
b. Benefit.—General formula reduced by % of one percent for
each month under age 55 at retirement.

4. Disability
a. Conditions.—Five years of service.

—Unrable to perform services of the current or an equivalent
position in the same agency and commuting area because of
disability.

b. Benefit.—General formula with minimum of 40 percent of base
salary for most employces.
(219)
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5. Vested deferred annuity

a. Conditions.—Five years of service.
b. Benefit.—Refund of contribution without interest or accrued
general formula payable at age 62.

6. Survivors

a. Conditions.—The decedent must have been an employee with
18 months’ service or an annuitant who elected a reduction (chil-
dren’s benefit payable even if a reduction is not elected).

—An unmarried (or married after age 55) surviving spouse is
eatitled to a benefit. Children must be und.r age 18, or
under age 22 if a student, or disabled.

b. Benefit.—Spouse of employee—55 percent of general formula
with minimum of 22 percent of salary base for most survivors.

—Spouse of annuitant—55 percent of portion of the annuity on

_Chiay mduﬁtéﬁﬂt‘gdm e hild hree child

ildren— per r child up to t ildren.
This amount is increase‘r%;r tg: cost-of-living formula.

7. Cost-of-living adjustment

After recent changes in the law, annuities are to be adjusted
each December by the amount that the Consumer Price Index (CPI)
for the third quarter of that year exceeds the third-quarter average
of the previous year.

B. SUMMARY OF PRESENT CIVIL SERVICE DISABILITY PRACTICES

Under the current civil service retirement system (CSRS), em-
ployees are eligible at any age for disability retirement after five
years of creditable service and if they are unable, because of dis-
ease or injury, to perform the duties of: (1) their current position;
or (2) a vacant position at the same grade or pay level for reassign-
ment in the same agency and commuting area. An employee who is
unable to do one or more essential functions of his or her current
job because of a disabling condition (expected to last at least a
year) is considered disabled. The system does not provide for par-
tial disability (i.e., it will not pay a portion of the full disability
benefit for less than fully disabling injuries).

The annuity begins tge day r separation from service. The
employee receives either an annuity computed under the standard
retirement formula, or, if larger, a guaranteed minimum annuity
of the lesser of 40 percent of high-three ave salary or the annu-
ity that would have been paid if he continued working until age 60
at the same high-three m Employees with less than 22 years of
creditable service generally receive the ‘gt'aranteed minimum.
After entitlement, disability annuities are fully adjusted for infla-
tion, with no additional benefits for dependents.

At the discretion of the Federal Office of Personnel Management
(OPM), a disability annuitant may be required to undergo periodic
medical reevaluations. These may occur annually until the annui-
tant reaches age 60. If a disability annuitant is pronounced recov-
ered, his annuity ceases one year from the date of the medical re-
evaluation or, if earlier, upon Federal reemployment. Disability an-
nuitants are also required to report their annual earnings. If in
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any calendar year the annuitant’s income from work is at least 80
percent of the current salary of the position from which that
grson retired, his or her earnings capacitjv is considered restored.
nefits will therefore cease the following July, or upon Federal re-
employment, whichever occurs first. Recovered annuitants are con-
sidered involuntarily separated as of the date the disability annuity
stops but they can become eligible for CSRS retirement benefits
when they meet the age and service requirements. :
For short-term disability, each full-time employee receives fou
hours of sick leave every two weeks, or 13 days a year, which may
be accumulated for future use. This protection is not part of the
disability retirement system and so does not affect its cost.

C. CURRENT CSRS SURVIVOR BENEFIT PLAN

1. Preretirement survivor benefits

The CSRS provides survivor benefits to widows and widowers of
Federal workers who die while still working and who had at least
18 months of Federal service, provided they were married at the
time of death and had been married for at least nine months
unless death was accidental). Unlike social security, divorced
spouses are not automatically eligible for survivor benefits, regard-
less of how long the marriaﬁz lasted, although a domestic rela-
tions court may stipulate that survivor benefits be provided. Also
unlike social security, CSRS survivor benefits are payable to the
widow or widower at an({ age and without regard to earned income
or the presence of children. However, CSRS survivor benefits are
terminated if the widow or widower remarries before age 55. Social
security benefits are terminated for remarriage before age 60.

In cases of preretirement death, spouse survivor benefits are
equal to 55 percent of the amount the deceased employee would
have received had he or she retired at the time of death. This
amoun’. is known as the “earned annuity.” However, to provide a
floor under the benefits to the survivor of a young worker who dies
with short service, a minimum benefit is provided equal to 22 per-
cent of the employee’s average high-3 salary, or 55 percent of the
retirement annuity he or she would have received with years of
service projected to age 60, whichever is less. For young workers
who die with less than 22 years of Federal service, the minimum
that usually pertains is 22 percent of the averfeshighé} years pay.

Benefits are also paid to surviving children of a deceased employ-
ee, provided they are under age 18 (or age 22 if in school or any age
but incapable o{ self-support) and are unmarried. Somewhat lower
children's benefits are paid whe~ the deceased is survived by a
: ouse who is eligible for the spouse survivor benefit. If a deceased
worker has a surviving spouse, each child gets an annual amount
which is the smallest of:

* 60 percent of the high-3 years’ average pay of the deceased
worker, divided by the number of children, or

* $2,805 %3 (indexed annually to the CPI), or

* $8,417 %3 (also indexed), divided by the number of children.

52 These amounts will remain in effect until January, 1986.



222

In most cases, the benefits are $2,711. If a deceased worker has no
surviving spouse or is divorced, each child gets the smallest of:
e 75 percent of the high-3 years’ ave pay of the deceased
worker, divided by the number of children, or
e $3,368 54 (indexed), or
e $10,106 %4 (indexed), divided by the number of children.
In mostcases,thebeneﬁtsmﬁ,ﬂ&g.

2. Postretirement survivor benefits

At the time of retirement, narried workers have the choice of
providing a sgouse survivor benefit. Under CSRS before enactment
of P.L. 98-615, this choice was available only one time to any one
person. Therefore, if the retiring individual were married at the
time of retirement but elected no survivor coverage for that spouse,
he or she could never again elect spouse coverage, even if after re-
tirement the person were wi or di and subsequently re-
married. However, if that same person had elected spouse survivor
cove at the time of retirement, survivor coverage could be pro-
vided oraspouseacquiredafterretirement.Undernewlaw,am
tiree may provide survivor coverage for a spouse acquired after the
retirement if that coverage is elected within two years of marriage
and if a deposit of the amount of the survivor reduction, plus six
percent interest, is made back to the time of retirement (or the last
date a reduction had been made for a previous spouse). Spouse sur-
vivor coverage may be rejected for a spouse acquired after mar-
riage, in which case there is no subsequent opportunity to re-elect
it.

Retiring workers electing spouse survivor benefits agree to
acc&% a reduction in their annuity equal to 2.5 percent of the first
$3,600 per year and 10 percent of their annuity above that amount.
This reduction entitles the surviving spouse to 56 percent of the re-
tiree's full life annuity (before the reduction). Alternatively, a retir-
ing worker may elect to grovide less than this full survivor benefit,
in which case the retiree’s annuity is reduced by 2.5 percent of the
first $3,600 and 10 percent of the annuity above that amount, up to
the limit he or she specifies as the base upon which the survivor
benefit is to be computed. If, after retirement, the marriage of a
retiree who had elected a reduced annuity to provide survivor cov-
erage ends, his or her annuity is increased to the full amount.
Upon remarriage, the annuitant has two years in which to elect.
survivor coverage for a nmuee, and the retirement annui
will again be reduced to provide that coverage, although a deposit
must be made to cover the time during whic no reduction was in
effect. If this election is not made within the first two years of mar-
riage, there is no other opportunity to elect spouse survivor cover-

age.

While a reduction is made in a retiree’s annuity to provide survi-
vor coverage, the amount of that reduction is not equal to a full
actuarial reduction that would cover the cost of the survivor bene-
fit. The CSRS uses an arithmetic reduction that is currently ,
to approximately one-half of the cost of providing survivor benefits.

84 See footnote number 53,
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Therefore, the Federal Government, as the employer, subsidizes
part of the survivor benefits. The government's idy will eventu-
allx decline to about 40 percent of the cost of survivor benefits.
t the time of retirement, the decision to provide no survivor an-
_ nuity or to provide less than the full amount requires the written
consent of the spouse, and the consent must be notarized. Before
enactment of P.L. 98-615 for CSRS and P.L. 98-397 for private pen-
sions, spouse consent was not required to waive survivor benefits.
If, for any reason, the worker cannot obtain the spouse’s signature,
the retirement application can be submitted to OPM without it.
OPM then makes a good faith effort to locate the spouse and notify
him or her of the election. After this effort is made, the application
is procg;:gd without the spouse’s consent, and no survivor benefit
is provided.
ce retired, a Federal worker receives the annuity to which he
or she is entitled, regardless of income from postretirement em-
loyment. While the retiree is alive and married, no additional
nefits are provided either to the spouse or because the retiree is
married. Single retirees and married retirees are eligible for the
same annuities if they have the same sei vice and final average sal-
aries, the only difference being the elective reduction in the month-
ly benefits to a married retiree to provide spouse survivor coverage.

Benefits are available to surviving children of deceased retirees
in the same amounts and under the same criteria that pertain for
preretirement death. )

The CSRS also allows retiring workers to provide survivor bene-
fits to a person who has an “insurable interest” in the retiree. An
insurable interest exists if the person named may reasonably
expect financial benefit from the retiree’s continued life. _

former spouse or a current s may be named as an insur-
able interest if a spouse survivor benefit is provided for one or the
other. A retiree naming an insurable interest accepts an annuity
reduced by 10 percent plus five percent for each full five years by
which the named beneficiary is r than the retiree, with the
reduction not to exceed 40 percent. ber~fit to the named indi-
vidual is 55 percent of that reduced annuity, paid after the death of
the retiree. '

Federal employees may leave the civil service before eligibility
for retirement but leave their contributions in the retirement fund
and draw a deferred annuity which may begin at the age of 62. If
such a person dies after having to draw the deferred annu-
ity, the surviving spouse is eligible for 55 percent of that annuity if
ge ;urvivor }l:ene it 62,been elected. However, if st‘licl;) a pt;lmon ies

ore reaching age no survivor annuity is paid, but.the spouse
receives a refund of the contributions that had been made into the
fund. The only exception to this rule is survivors of former Mem-
bers of Congress. Widowed spouses of former Members of Congress
may receive a survivor annuity based on a deferred annuity that
hm{ not yet commenced if they were married to the Member when
he or she left Congress. )

Civil service survivor benefits to surviving spouses, children and
persons receiving insurable interest benefits are paid monthly and
are automatically adjusted for changes in the CPl in the same way
and on the same schedule as annuities to retirees.
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I1. SOCIAL SECURITY

This section provides a summary of general social security pfovi«
sions that ap elg to most covered employees and their survivors. For
amoredemJ_ iled explanation of the social security system see Back-
ground Material and Data on Major Programs within the Jurisdic-
tion of the Committee on Ways and Means. Committee Print 98-2,
- February 8, 1983. p. 13-88. ‘

A. BRIEF SUMMARY OF SOCIAL SECURITY PROVISIONS THAT APPLY TO
MOST EMPLOYEES AND SURVIVORS

1. General

a. Salary base.—Average of earned monthly earnings covered by
social security, but updated to take account of changes in wage
levels over time.

b. General formula.—(Primary Insurance Amount)—90 percent of
first $280 of average monthly earnings, 32 percent of average
monthly earnings between 5232) and $1,691 a month; and 15 per-
cent of the remainder.

c. Employee contributions.—5.7 percent of salary in 1985 increas-
ing to .Zpercentafterl989uptothesocialsecuritymaximum
s:fary (839,600 in 1985). (Total including medicare is 7.05 percent in
1985 increasing ultimately to 7.65 percent in 1990.)

2. Full benefits at voluntary retirement
a. Conditions.—Age 65 with 10 years service increasing gradually
beginning in 2003 to age 67 in 20@7 Workers born before 1929 need

less than 10 years’ service for this and other benefits.
b. Benefit.—General formula, increased if older than full retire-

ment age.

3. Early retirement

a. Conditions.—Age 62 with 10 years service.
b. Benefit.—General formula reduced by 5 of one percent for
each month before retirement age.

4. Disability

a. Conditions.—Unable to perform any job because of disability
after 1.5 to 10 years of service depending on rﬁe. For those over age
30, five years service in last 10 is also required.

b. Benefit.—General formula, with some modifications, paid be-
ginning five full months after disability.
5. Vested deferred annuity

a. Conditions.—10 years of service.

b. Benefit.—Early retirement formula payable at age 62.
6. Survivors of deceased employees or annuitants

a. Conditions:
—For benefits for children, or for spouses who have a child
under age 16 in their care, the deceased employee must have
18 months of service;

L d
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—Spouse must be:

* age 60 or over; or

Odmabledandatleascmeso;or

O%foreligible ild who is under age 16 or disabled.
— ild must be under age 18, or age 19 if in high school,
or disablad.
—The family is limited to between 150 to 188 percent of the
general formula.

7. Dependents of annuitants
aElw[imustbe 62 lder ing fi ligix ‘e child
m or o or caring for an eligix ‘e ¢
undersgwlﬁormb}ed.
—Each child must be under age 18, or age 19 if in high school,
or disabled. )

b. Benefit:
—Spmnemceiveshalfofgeneml formula but reduced 25/36 of
one percent per month if spouse is under normal retirement

; and
~—i~.‘gzhchﬂdreeeimhalfofgemmlformula;but
~—The family, including former worker, is limited to between
150 and 1 percentofthegeneralformulg.

8. Inflation adjustment
Annuities.—Increased in December by the amount of the in-

crease in prices since the last benefit increase if the increase is 8 .

percent or more. Future increases will be limited to the lower of
increase in prices or wages if the fund falls below a specific level.
. Maximumsalary,andeaminpbreakpoints,amindexedbywage
increases. .
B. DISABILITY BENEFITS
1. Social security
’l‘heSocialSecurityDiaabilitylnnu'anee(Dl)mnmpmndu'
monthly cash benefits for workers under age 65 ( their depend-
ents) who meet the definition of disability and are “insured” under
the pmgram‘.)fWorkm afx; insured for Ximb:hty if they: (1:;.1}‘:;3
one quarter of coverage for each year elapsing between
the eartheybecomedimbled(mthminimumohixmdﬁximum
of 40 quarters); and (2) except for persons who are disabled before
ge 31, have a total of at least 20 quarters of coverage during the
muarter riodendinginthelﬁa"terinwhichtheybwamedis-
abled. Wo who are disabled before Slmnsthavetopal

quired.

Disability is nemllydeﬁnedasinabilitytoengapinanysub
stantialgninfufeactivity(SGA)bymmnofa or mental
impairment. The impairment must be medically i and
expected to last for at least 12 months or to result in death. A
person may be determined to be disabled only if, due to this im-
pairment, he is unable to engage in any kind of substantial gainful
work, considering his age, education and work experience

-
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exists in the national economy, regardless of whether such work
existsintheimmediateaminwhichhelives,orwbetheraspecif-
ic job vacancy is available, or whether he would in fact be hired if
he applied for work. There are agecnl definitions and eligibility re-
quirements for persons who are lind.

An initial five-month wait.ins period is required before disability
insurance benefits will be paid. A worker disabled for at least 24
months is eligible for medicare benefits.

mrker’iggci:l s&c:rity benefit is based on hx,lgh;oarmngs history
in jobs cove y social seeuri stem. worker's past
eamingsareupdatedthroughaninmsprwedumtotakeac-
count of the growth in average wages over the years. These in-
dexed earnings are then averaged over the worker’'s career to
derive an average earnings figure, which is used in the formula
that determines initial benefits. Both earnings and the formula are
mliustedeachyeartotakeawountoftbeavemgegmwﬂlinwages,
so that initial benefit levels will remain stable relative to changes
in the standard of living. Years of lowest earnings after age 21 (up
to five) may be excluded from the coxenfutation of average career
earnings. The number of years excluded is proportional to the age
of the worker.

Benefit levels are generally related to career earnings, but a
“weighted” benefit formula gives higher relative benefits to low-
wage earners, i.e., workers with low career earnings have a | r
Br:port.ion of their earni replaced by social security benefits.

pendents’ benefits are calculated as a percen of the worker’s
basic benefit, subject to a family maximum. Benefits received after
the first year of entitlement are periodically adjusted to keep pace
with inflation.?®

Disability benefits continue until it is determined that the indi-
vidual is capable of performing substantial gainful activity. Bene-
fits cease three months after such a determination. The law re-
quires that nonpermanently disabled beneficiaries have their eligi-
bility reviewed at least once every three years.

Currently, earnings of $300 or more a month are considered
prima facie evidence of ability to engage in substantial gainful ac-
tivity. However, a 24-month “trial work period” is provided for dis-
abled beneficiaries who attempt to work. Duru:g ‘the first 12
months of work, eaminis are di and benefits are not paid
for any month in which the individual is e in substantial
gainful activity, but the individual is reinstated automatically if
earnings fall below the SGA level. Medicare benefits may be con-
tinued for 24 months after the expiration of the trial work period.

If an individual medically recovers to the extent that he no
longer meets the definition of disability, benefits are terminated re-
gardlet s of the “trial work” provision. Only one trial work period is
permitted for each period of disability. ‘

When a disabled worker under age 65 qualifies for disability ben-
efits that are provided by Federal, State and local governments and
worker’s compensation, the social security benefits payable to him

88 Social securit beneﬁtamincremedinbeccmberaleachmrwhminﬂaﬁmnmnd
byﬂwConmmer{’ricelndexrbelbythm pe:w:tormmfmmmesppmtimateumdme
last benefit increase.
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and his family are reduced by the amount, if any, that the total
monthly benefits payable under all the p exceed 80 percent
of his average current earnings before he disabled. Needs-
tested benefits, Veterans’ Administration disability benefits, and
benefits based on public employment covered by social security are
not subject to this provision.
II1. TECHNICAL AND BACKGROUND INFORMATION ON PRIVATE
PENSION PLANS :

This section provides technical and background information on
private pension plans including: (1) their treatment under the In-
ternal Revenue Code of 1954 and the Employee Retirement Income
Security Act of 1974 (ERISA), (2) pension coverage, (3) distribution
of benefit formulas for oifset and step-rate plans; and (4) a brief de-
scription of the capital accumulation plans offered by private
sector employers.

A. BRIRF SUMMARY OF THE EMPLOYEE RETIREMENT INCOME SECURITY
ACT OF 1974 (ERISA)

Most private sector employee benefit plans are subject to mini-
mum standards required by ERISA. ERISA is desi to protect
the interests of pension plan participants and beneficiaries. Public
errnayloyee pension plans and those sponsored by churches are gen-
erally not subject to the law. Public employee pension plans howev-
er must still comply with the pre-E ;ﬁuimments of the tax
code. These place specific limitations on benefits and contributions,
set participation standards to ensure that such plans will not dis-
criminate in favor of highly compensated employees, and require
that funds be managed for the exclusive benefit of participants and
beneficiaries.

ERISA supersedes all State laws that relate to employee benefit
plans except for State insurance, banking and securities laws. An
employee benefit plan may be either a pension plan (retirement
benefits) or a welfare benefit plan (other kinds of employee benefits
such as health and disability insurance). Most of the law’s provi-
sions deal with pension plans.

ERISA does not require employers to provide plans, but those
that do must meet its rules. ERISA sets minimum standards on:

—who must be covered (participation),

~—how long a Jwerson has to work to be entitled to a pension
(vesting), an

—how much must be set aside each year to provide pensions
when they are due (funding).

ERISA requires high fiduciary standards, reporting and disclo-
sure requirements and pension benefit insurance.

Enforcement is assigned to the Internal Revenue Service/Depart-
ment of the Treasury (participation, vesting, funding standards),
the Department of Labor (fiduciary standards, and reporting and
disclosure requirements), and a nonprofit government corporation
named the Pension Benefit Guaranty Corporation (pension benefit
insurance provisions).
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B. TAX TREATMENT OF PRIVATE PENSION PLANS

Private pension plans receive favorable tax treatment under the
Internal Revenue gode If a pension, profit-sharing, or stock bonus
plan qualifies under the tax law (i.e., qualified plan), then: (1) a
trust under the plan generally is exempt from income tax; (2) em-
ployers generally are all deductions (within limits) for plan
contributions for the year for which the contributions are made,
even though participants are not taxed on plan benefits until the
benefits are distributed; (3) benefits distributed in a lump sum may
be accorded special long-term capital gain treatment or 10-year
income averaging treatment, or may be rolled over, tax-free, to an
individual retirement ment (IRA) or another qualified plan;
and (4) limited estate and gift tax exclusions are provided.

C. PRIVATE PENSION COVERAGE

Practicalli;aall private sector workers are covered by social secu-
rity. About half of them are also covered by an employer-sponsored
pension plan. Daniel J. Beller, an economist with the Department
of Labor, prepared a report on patterns of worker coverage by pri-
vate pension plans. The report was based on data collected by the
Bureau of the Census as part of a g%cial supplement to the May
1979 Current Population Survey (CPS). The term “coverage,”’ as
used in Beller's study, refers to employees who have met eligibility
requirements for membership (i.e., participation). It does not in-
clude workers who are employed by firms with plans but who are
not participating in the plan. At the time of his survey, workers
could be excluded unless they had one year of service, or reached
age 25, whichever came later. Once a worker is covered by a pen-
sion plan, he must still meet the plan’s vesting and retirement eli-
gibility requirements to receive a pension. ,

Beller found that about 35 million of the 60 million full-time
wage and salary workers were employed in May 1979 by firms
which sponsored or contributed, on behalf of their employees, to a
private group retirement plan. About 30 million workers in these
firms—or about 50 percent of all full-time workers—had met the
plan’s participation requirements. About another 10 percent of full-
time workers were in jobs covered by a pension plan but had not
yet met the plan’s participation requirement.®®

Beller found that while the coverage rate for young workers was
low (27 percent under age 25), it generallgv4 increased with age,
reaching 65 percent for workers aged 50-54. This that
many workers, though not covered when young, will finally receive
pensions. Beller cautions, however, that man of the covered work-
ers over age 50 were not yet vested and might retire or die before
qualifying for benefits. Others might not be covered in their most
recent job but may be entitled to a vested pension from previous

8¢ Controversy exists over the best wn to messure penson plan “covernge.” Some anal
Wmstithimppmpﬁawwdacf&awndmmemaﬂm
wh&wbwﬂmmmmmu&fwmm

y mkenzsmecﬁqfh the formerdERng\ P mum standard
workers age 25 or with one year of service), pri pension plan
Mp«uﬁtwnboutﬁlpement.ﬂnﬂeﬁmemsquitym l”‘%)rﬁu&dt&m
for participation to 21.
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work. Because of these factors, Beller was not able to relate the
coverage ratio to the percent of retirees who ultimately will receive
pensions.

Beller found that the overall coverage rate for men (55 percent)
was substantially higher than for women (40 percent). The higher
coverage rate for men resulted from both a greater probability of
being employed by a firm sponsoring a retirement plan and, am
workers in firms with plans, a higher probability of being cove
by the plan. Other factors such as tenure, age, inclusion in a collec
tive bargaining unit, size of establishment, industry, occupation,

income and race were also related to the rate of coverage. This is
summarized in table A-1.
Tuble A~1.—Pension Plan Covernge in May 1979
Who is covered?
oaboutwpemntdallﬁummwwkmmpanicipaﬁnginammy
pension plan.

* another 10 percent of full-time workers were in jobs covered by a pension
plan but had not met the plan’s participation requirements (age 25 and one
year of service).

* 84 percent of full-time workers in large and medium (100-250 employees)
sized companies.

¢ T8 percent of union employees.

* 61 percent of professional and technical workers.

¢ 72 percent of workers esrning $15,000 or more.

Who is not covered?

* 66 percent of workers in small firms (less than 100 employees).

* 70~75 percent of retail and service workers.

* 69 percent of low wage workers earning less than $10,000.

¢ 60 percent of women.

¢ 60 percent of non-union workers.

%Soume: Department of Labor Analysis of Bureau of the Census May 1979 Current Population
Survey.

Some preliminary findings from a 1983 survey show that pension
coverage is sensitive to business cycle conditions. Because of the re-
cession, pensior ~overage dropped four percentage points from 50
percent in 1975 » 46 percent in 1983. The data supporting the find-
ings stem from a nationwide survey sponsored by the Employee
Benefit Research Institute (EBRI) in conjunction with the Depart-
ment of Health and Human Services (D ), and conducted by the
U.S. Bureau of Census during its May 1983 Current Population
Survey. While -pension coverage among women increased slightly,
pension coverage for men slipped through layoffs, dismissals and
plant closings in many of the high coverage manufacturing indus-
tries.

D. PRIVATE PENSION BENEFIT RECEIPT

Despite an apparent leveling off in the percentage of private
sector workers covered by pension plans, the number of individuals
receiving benefits is increasing rapidly as the private pension
system matures.®” According to Bureau of the Census figures, the

S For a further discussion see, Trends in Pension Coverage and Benefit Receipt, by Syivester
d. Schieber, the Gerontologist, vol. 22, no. 6, 1982,
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number of elderly individuals receiving private pensions has more
than doubled in the last decade—growing from 2.1 million in 1969,
to 3.3 million in 1974, to 4.8 million in 1980.

The Department of Labor’s Survey of Private Pension Benefit
Amounts shows that the avem%epension received in 1978 was
$3,676 (in constant 1980 dollars). average alone can be mislead-
ing since it reflects both long and short working careers and in-
cludes persons who retired many years earlier whose pensions have
not kept pace with inflation. For example, the average benefit re-
ceived by persons age 55-59 was $4,817—over 30 percent greater;
for persons age 60-64 the average benefit was $4,576—about 25 per-
cent greater.

There is a significant difference between the ave benefits re-
ceived by men and women. The average pension benefit received by
male retirees in 1978 was $3,957—$1,409 greater than the average
female benefit of $2,548. This difference would be related in part to
average preretirement earnings. Male preretirement earnings aver-
ggwr:§21,429—mom than 50 percent above the female average of
14,031. '

F. RETIREMENT BENEFIT FORMULAS COVERING SALARIED EMPLOYEES

Salaried employees are primarily covervu” by earnings-related
plans integrated with social security. The Bureau of Labor Statis-
tics (BLS) provided CRS with a special tabulation of offset and step-
rate benefit formulas for plans in their 1982 survey of employee
benefits. The survey provides representative data for 21 million
full-time employees in a cross section of the Nation's private indus-
tries. The BLS studied 976 pension plans representing 17.6 million
participants. The survey was designed to provide OPM with infor-
mation on benefits of private sector employees in order to compare
them with benefits of Federal workers. According to OPM design
specifications, it excludes firms in Alaska and Hawaii and estab-
lishments employing fewer, depending on industry, than 50, 100, or
250 employees. Because of these and other exclusions, the data do
not statistically represent all employees in the United States, nor
even all employees in private industry. It is the broadest survey of
pension practices and other employee benefits in the private sector.

1. Offset plans

Table A-2 is based on 221 offset plans. The table shows the par-
ticipants covered by these plans are broadly distributed. About one-
half the participants are in plans providing a benefit accrual of be-
tween 1.5 to 1.75 percent of final average earnings, with varying
percent offsets of social security, for each year of service. Offsets
between 1.25 and 1.67 percent are common.
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TABLE A-2.—PERCENT OF FULL-TIME PARTICIPANTS (N PRIVATE PENSION PLANS * HAVING FINAL AVERAGE EARNINGS FORMULAS * WITH PROVISION FOR SOCIAL
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2. Step-rate plans

It is even more difficult to summarize the benefit formulas in
step-rate plans because of an added dimension—the integration
level above and below which the different accrual rates are ap-,

lied. One way IRS its plans to establish the integration

reakpoint is to use average of the maximum social security
? taxable W bases in effect during each emfloyee’s work histo rﬂ
(eg.g.s. . through 1954, $4,200 through 1958, $4,800 throv.ﬁ
1965, etc.). Since employees retire at different times, the allowable
breakpoint would be different for each worker. Alternatively, IRS
permits a plan to establish a single dollar breakpoint provided it
does not exceed the ave social security wage base over any cov-
ered individual's career. For som retiring in 1985, this would
be $13,800.58

Of the 976 plans in the BLS data 235 (24 percent) are inte-
grated with social security using a steos_)-rate formula. Table A-3
shows that the single largest category of step-rate plans (73 plans,
or 31 percent) is based on final average earnings agov
the social security average taxable wage base.

TABLE A-3.—BREAXPOINTS USED IN STEP-RATE PLANS COMPUTING BENEFITS ON CAREER AVERAGE

e and below

EARNINGS AND FINAL AVERAGE EARNINGS
a e T
L A
Social secundy average faxable wage base , o 73 107
$4.800 OF BSS ..o e e e s 4
’,n g e seso 14
$6.601 80 812000 o e e 18
a 2000 00 810999 L e e 7
* ’. $20000 OF MONE .0 . o s e e s L
Q Subtotsl. P | & 1
TM . 9 140 235
~ e e e e e e e
WUSWdW,MdWW Unpetirses? dof.
-~
. Table A-4 shows the percent distribution of full-time participants

',_; in the 73 step-rate plans (noted above) that use the average
" security ble wage base as the breakg%;lgt, above which the pen-
sion benefit rate is increased. reader should be cau-
tioned that BLS does not consider such a small sample to be a sta-
tistically re%resentative table for all step-rate plans. It does provide
an insight, however, into the most prevalent category of step-rate
lans found in their data base. It shows that for step-rate plans
Kased on final dverage earnings using the social security average
taxable wage base as the integration breakpoint, the most preva-

-

“T!wurcialsocuritytamb!ewmbaeebindgudtoawm,ntheeeonomylftben
mmfurﬁwrmwﬂiinnmwmumm-wlymemumimbmkmt
mmumwmmmmmmmxm‘ma@ with s step-
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income distribution. Mymmllmammdm,whichmthemximumm-
able wage buse in 1965.
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lent formula (covering 37.2 percent of the participants in step-rate
plans) integrated with the social security tax base provides an ac-
crual rate of one percent below the breakpoint and 1.5 percent
above it for each year of service, When career average earnings for-
mulas are examined, the accrual rates tend to be more generous.
This is to compensate for lower career-average salary to which the
formula applies, However, the difference in accrual rates above and
below the integration breakpoint—one-half of one percent—is the
same as in plans using final average earnings.

TABLE A--4. PERCENT OF FULL-TIME PARTICIPANTS (N PRIVATE PENSION PLANS HAVING FINAL

AWMWWWWAWDWWWWTMMW

AND LARGE FIRMS, 1982
mwm'm' less 101 1% 151 ® 1% % Over
bose ol S v TR 1 N Y A M L
MM
fotd ... 1080 03 62 05 09 .04 450 2205 15 34 (31 23
0510 98 . . 154 .. ... 62 46 . 61,
100 .. ... 831 28 22 .
I0ll124.. . 20 T 67 ... 08
200 and over .. .. 25 03 e TS
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The observations above on the benefit formulas found in inte-

ted plans are confirmed by our analysis of the Hay-Huggins

ta base. This data base consists almost exclusively of plans for

salaried employees, (Often larger companies have one plan cover-

ing salaried employees and another covering hourly wage employ-

ees.) The date base consists of 854 firms in 90 standard industrial
classifications which group into the following primary industries.

{Number of participsting companiew]
Industry:

Qgriculture ............................................................................................................ 4

T LT S 24
Construction ............cccooveevoeveoreeoteeeeeeeeeseseesesesesese o, 8
ManufacturiDg ..........o.ooovveeveieieseeeereseeeeeee e 301
Transportation and utilties ... 9
Wholesale and retail trade..............oooovvveimirimi T 51
Finance, insurance and real estate..........ooooeevovv 221

(g T SO 148

Following is a plan size distribution of the firms covered by the
Hay-Huggins survey.
be , Percent of
Number of participants in plan: comgs
Fewer &831\ 2.;31 ............ p ............................................................. S revretrerrnitaren "ﬁz’
38
21
12
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3. Early retirement reduction

As indicated on page 42, private pension plans usually reduce
employees’ accrued l})ems;ion benefits, on ave , by about four or
five percent a year if they retire early. This reflects the longer pay-
ment period. normal retirement benefit is either adjusted to
reflect the life expecta-.cy of the individual at the age that pension
benefits begin (actuarial reduction), or reduced by a percentage for
each year between actual retirement and normal retirement ages
(arithmetic reduction).

The four to five percent average yearly retirement reduction was
arrived at as follows: Table A-5 shows that about one-fifth of the
participants in the BLS data base are ‘n plans reducing the ac-
crued benefit on an actuarial basis. This would amount to a reduc- -

are in plans where the percentage reduction varies by age. Some of
these plans follow IRS rules permitting benefits to reduced by
6.7 percent for each year between age 60 and normal retirement
age, and by 3.3 percent for each year that retirement precedes age
60. This would average out to about five percent a year if the re-
duction were applied from age 65, or about four percent if a(rplied
from age 62. remaining 46 percent are in plans providing a
uniform wercentage reduction for each year. About half of these
participants (or 20 percent of all participants) are in plans reducing
the benefit uniformly by five percent or less for each vear actual
retirement age precedes normal retirement.

TABLE A-5-—PRIVATE PENSION PLANS:! PERCENT OF PARTICIPANTS IN PLANS WITH EARLY
RETIREMENT BY REDUCTION FACTOR FOR IMMEDIATE START OF PAYMENTS, MEDIUM AND LARGE
FIRMS, 1982

Rass of redeomg orued Denefy AR partcpants

ol e
Total P e 100 100 100 100
Actuadl ® . T b3 17 17 25
Anthenetic reduchion for each year pror fo Rormal retwement age 8 LX LK 5
Undorm percentage. . . - L o 4 k3] L L
Less than 3.0 ? 4 ? 1
30. 7 8 ! 6
31t039 i ! 2 1
0. . . 6 6 9 ]
41t049.... ? 2 2 ?

50 . .. 7 8 1 §°
511059 . * *) *) (%)
60 . ... 16 1 13 b
67 .. . 3 2 3 3
68t07l. .. (*) 1 {%) 1
12 ... 1 " *) 2
130 more . . i . () i
Percenlage vaqes Dy serwce 3 10 3 (*)
Percentage vasies by age * 30 u 32 ij
Data st avadable. .. . (%) . ("

|
|
|
1

pensea plans
Reduction umnmmumwmnmmmmm
%aummm-wdnmumraw.mmum
fy 5.7 povoost for @ach yodr Aetween age mmm‘smmmm_mmssmmmmmmmagw
mmammamumwmmwmmumm:



235

The Hay-Huggins survey shows that 30 percent of the plans in
its data base provide a full actuarial reduction for early retirement
(this would amount to about a six to seven percent reduction a
year). Two-thirds of the plans were found to use a rounded percent
reduction per year. Some of these plans (162) user uniform percent
reductions for each year, while the others (296) used a step-rate re-
duction above and below a certain age.

Table A-6 shows the percentage reduction per year before
normal retirement age combined with early retirement eligibility
for plans with uniform percentage reduction. Eighty-four percent of
these plans permit early retirement between ages 55 and 59. Re-
ductions of three, four, five, and six percent per year before normal
retirement age are common. Over half of the plans providing uni-
form percent reductions (56 percent) reduce the full benefit by four
percent or less.

TABLE A-6—UNIFORM PERCENTAGE REDUCTIONS FOR REDUCED EARLY RETIREMENT PENSIONS

Agss Total
Reducton (percent) PR T
o 50 ) ¢ Membw  Perest
24 of less .. . e e e, { § ? ) 4
3. o B e 4 KT i k) 24
391333 . e, » | S ] ]
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5. . . . e i 2. . 3 2
6. .. SR I 1 2 3 26 16
6510666, e e 3 2 5 K}
67 of move . . T T SR SN B
Totad . L L . ) 137 16 162 .. ...

A large number of plans in the Hay-Huggins data base (296)
apply a step-rate reduction with one rate (a lower rate, often zero)
applied above an age breakpoint (usually between age 60 and 62)
and a higher reduction rate applied below the age breakpoint
(spread evenly between three to six percent). Pension benefits are
normally calculated based on payout at age 65.

The following two tables show the percent of the full pension
benefit earned that would be received by someone retiring early at
age 60 and at age 55. Over half (55 percent) of the plans in the
Hay-Huggins data base rrovide over 80 percent of the full benefit
to someone retiring at age 60; over half (59 percent) provide more
than 55 percent of the full benefit at age 55.
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TABLE A-7.—PERCENTAGE OF PENSION EARNED BUT RECEIVED FOR RETIREMENT AT AGE 60
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TABLE A-8.— PERCENTAGE OF PENSION EARNED BUT RECEIVED FOR RETIREMENT AT AGE 55
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4. Cost-of-living adjustments (COLAs)

The Hay-Huggins survey shows that nine percent of the plans in
its data base contain a formal COLA. While 48 percent of the plens
have made one time adjustments or ad hoc increases since 1975, 41
percent of the plans have made no adjustments since 1975. Only
about one-quarter of the pensions in the North Carolina State Uni-
vers(ig study presented in chapter 2 were frozen over the 1973-79
period. This difference may be explained in grt by the lower Iaro-
g;téion of collectively bargained plans in the Hay-Huggi ta

. The North Carolina State University study showed that bene-
ficiaries in nonunion plans had fewer total increases and were
more likely to have received no increase during the sample period.

Of the 60 companies in the Hay-Huggins data base which provid-
ed COLAs by means of a formal plan provision, 63 percent are
based on the CP? (usually capped at three or five percent), 30 per-
cent are based on a fixed percentage (spread fairly evenly between
two to five percent) and seven percent use some other method. For
the 315 plans adjusting benefits one or more times since 1975, 42
percent made one adjustment, 33 percent made two adjustments
and 25 percent made three adjustments.
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Table A-9 shows a distribution of the total percent increase
given through 1983 to pensioners who retired on January 1, 1975,
as a result of a plan amendment or ad hoc increase.

TABLE A-9.—TOTAL INCREASE GIVEN THROUGH 1983 TO A PENSIONER WHO RETIRED ON JANUARY
1, 1975 AS A RESULT OF PLAN AMENDMENT OR AD HOC COLAS

Navabes of Porcent of

Total peroont wovese N B COMIES (oINS
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SIwi0 . 55 2
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5. Pre- and post-retirement survivor annuities

Tables A-10 and A-11 show the percent of full-time participants
by provision for pre- and postretirement survivor annuity. Both of
these tables are based on the BLS survey of employee benefits.

TABLE A-10.—PRIVATE PENSION PLANS: * PERCENT OF FULL-TIME PARTICIPANTS BY PROVISION
FOR PRERETIREMENT SURVIVOR ANNUITY, MEDIUM AND LARGE FIRMS, 1982
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JABLE A-11.— PRIVATE PENSION PLANS:* PERCENT OF FULL TIWE PARTICIPANTS BY PROVISION
FOR POSTRETIREMENT SURVIVOR ANNUITY, MEDRUM AND LARGE FIRMS, 1382

T 8BS

" D

F. DESCRIPTION OF CAPITAL ACCUMULATION PLANS OFFERED BY
PRIVATE EMPLOYERS

The Hay-Huggins data base provides information on the inci-
dence and characteristics of capital accumulation plans. Their 1983
Noncash Compensation Comparison shows that 61 percent of the
companies in their data base with pension plans supplement it
with one or more capital accumulation plans. The following table
shows the prevalence of the various types of capital accumulation
plans in 1983 compared to their previous survey results.

TABLE A--12 —PREVALENCE OF CAPITAL ACCUMULATION PLANS COMPARED WITH PREVIOUS SURVEY

RESULTS
{ie percent]

T T T T
Matchmg tirft o stock perchase e e 43 43 37
Profit shanng/stock.

Defesred and cash combened . . . 35 3 36
£SOP v PAYSOP S . . e s 3 % 18
Drscount stock purchase plae * . . . L L e e 12 16 15

§ Percentage besed o shech compenes
Soorce May-Hegps 1983 Moncash Compenabion Servey

Following is a descriptior. of some of the principal capital accu-
mulation plans available to private sector workers.

1. Section 401¢k) deferred compensation plans

Favorable tax incentives are available to private sector employ-
ees whose company adopts a so-called “401(k) plan.” (These plans
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are also referred to as cash or deferred arrangements (CODA) or
salary reduction agreements.) With the passage of the Revenue Act
of 1978, Congress added section 401(k) to the Internal Revenue
Code to permit employees the choice of receiving compensation cur-
rently (where it would be subject to tax) or defering as much as 25
percent of pretax compensation (up to $30,000) annually. Section
101(k) plans encourage retirement savings and they are the private
sector counterpart to section 457 plans for public sector employees
and section 403(b) tax-sheltered annuities for employees of educa-
tional institutions and certain tax-exempt organizations.

A 1984 survey by Buck Consultants, Inc., a major employee bene-
fit consulting firm, showed that more than 73 percent of a sample
of 424 major U.S. companies either have installed or are planning
to install 401(k) deferred employee compensation plans. The firm
concluded, “The results clearly indicate that 401(k) arrangements
gre becoming the dominant defined contribution plan in the United

tates.”

Although social security and unemployment insurance taxes
must be paid on the deferred compensation, Federal income tax is
not imposed on *the deferred wages—nor on the interest t:);{
earn—until they are paid out. And when the money is distributed,
it qualifies for favorable tax treatment. If the amounts are paid out
in a lump-sum distribution, employees can reduce their tax liability
by using 10-year forward averaging, or they may roll over the lump
sum into another qualified plan or into an Individual Retirement
Account. Normally, persons are in a lower tax bracket when they
retire, and if age 65 or older, receive an additional personal exemp-
tion.

Amounts contributed by employees (including earnings) must
vest immediately. Any amounts contributed by the employer are
subject to the plan’s normal vesting rules. When employers make
contributions, amounts frequently vest after five years of employee
participation. It is common to offer employees a choice of invest-
ment vehicles for their accounts, such as a fixed income fund or an
equity fund.

Employers frequently use an existing thrift plan as a means of
providing a 401(k) arrangement. The plan must satisfy special IRS
tests that specify the amount that may be deferred by higher paid
employees in relation to the amount actually defe by the lower
paid. Participants are split between (a) the higher paid one-third
and (b) the lower paid two-thirds.

Amounts deferred may not be distributed to participants or bene-
ficiaries earlier than upon retirement, death, ﬁability, separation
from service, hardship, or the attainment of age 59%. rdship
payouts cannot ex the amount necessary to meet the immedi-
ate financial need created by the hardship and not reasonably
available from other sources of the employee. Even if a participant
cannot qualify for “hardship” treatment, he ca.1 borrow from his
account without incurring tax liability on those amounts provided
certain conditions common to borrowing from any tax-qualified
plan are met: (1) the loan is repaid within five years (ercept for cer-
tain home loans), (2) the loan does not exceed the lesser of $50,000
or one-half the present value of the employee’s vested account bal-
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ance under the plan (or if b.ifher, $10,000), and (3) it is adequately
secured and bears a reasonable rate of interest.

2. Stock ownership plans

Over the last decade, Congress has provided various incentives
for employers to offer employee stock ownership in their company.
Special tax incentives were provided for employee stock ownership

ans (ESOPS) with the passage of ERISA in 1974. Subsequent tax
egislation changed the manner by which these plans are financed,
but the concept remains the same. The following description of the
evolution of Ps and TRASOPs is abstracted from a series of
employee benefit pamphlets published by the Employee Benefit Re-
search Institute.

(a) ESOP.—An Employee Stock Ownership Plan (ESOP) is an ar-
rangement that not only enables an employee to acquire a stake in
the future of the compa%but provides a tax-favored financing ve-
hicle for the company. When a company sets up an ESOP it first
creates a trust fund. The trust fund, backed by the company’s
credit, borrows money from outside lendors and then uses these
funds to purchase company stock at fair market value. The stock is
pledged as collateral for tge loan. The company then makes yearly
contributions to the trust fund which are usecf to pay off the loan.
As the loan is paid off, shares of company stock are assigned to in-
dividual employee accounts. Shares are usually ailocated to an em-
ployee’s account on the basis of the yroportion each enégg ee's pay
is of total payroll. The net effect of establishing an is that
the company acquires new capital and makes tax-deductible contri-
butions to the trust fund that are used to repay the loan, while the
employees begin to acquire an ownership interest.

e amount that the company can contribute depends on the
t;:pe of ESOP adopted. If it is a stock plan (i.e., similar to a profit-
sharing plan except that contributions are made in company stock),
the company contribution may not be more than 15 percent of pay-
roll. If it is a combination stock bonus and money purchase plan
(i.e., a defined contribution plan in which the company’s contribu-
tions are mandatory and usually based on each participant’s com-
penstion), an amount up to 25 percent of each participant’s pay can
be contributed. '

The advantage of an ESOP to the employer is clear. As far as the
employee is concerned, the success of an E%OP in the long run and
its ultimate retirement income value depend on the performance of
the company and the value of the company’s stock. -

(b) TRASOP.—In 1975 Congress reshaped and simplified the
ESOP, but the concept did not change. Known as a TRASOP
(standing for a Tax Reduction Act Stock Ownership Plan), it also

rovides emglogees with an ownershi%ointerest in the company,
e TRASOP differs from an ESOP, however, in the method of
paying for the stock. ‘

A TRASOP is funded with money that the company would other-
wise pay in taxes. It comes from Federal income tax credits that
the company is allowed for qualified capital investments—general-
ly in new plant, machinery and equipment. It works like this: Com-
panies are generally allowed a 10 percent investment tax credit. If -
the company made a qualified investment of §1 million, it could
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claim a credit for that year of $100,000 (10 percent of $1 million).
The company could claim an additional one percent investment tax
credit (in this case $10,000) if the company uses the tax savings to
fund a TRASOP. The TRASOP, in turn, uses the additional $10,000
tax credit to buy company stock for each participant.

Starting in 1976, another % of one percent investment credit
became available to companies whose employees contributed a
matching amount of cash to the plan. In this same example, the
company could claim an additiona{, $5,000 in tax savings—provided
the employees contributed the same amount. Both the company
contribution and the participants’ contributions are used to buy
company stock. ,

Since TRASOP contributions are related directly to a company’s
qualified capital investments, the more the company invests, the
larger the investment tax credit and TRASOP contribution. The
extra tax credits (both the one percent and the % of one percent)

expired on December 31, 1983).
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(c) PA YSOPs.—The payroll-based employee stock ownership plan
(PAYSOP) replaced the investment-based TRASOPs beginning in
1984. PAYSOPs were created by the Economic Recovery Tax Act of
1981. PAYSOPs were adopted by Congress with the view that a
larger number of employers would find them attractive and feasi-
ble—particularly companies interested in improving their employ-
ee benefits package at little or no cost. A company generally re-
ceives a tax credit for its contributions to a PAYSOP. This tax
credit reduces dollar for dollar the company’s Federal income tax
liability. Like other tax-qualified plans, a PAYSOP must satisfy
IRS rules designed to ensure that it does not discriminate in favor
of higher paid employees.

Under a PAYSOP, the maximum tax credit is: (1) 0.50 percent of

plan participants’ payroll for calendar years 1983-84; (2) 0.75 per-
cent of plan ganicipant’s payroll for calendar years 1985-87. For
example, in 1984, a company with a payroll of $200 million could
claim a tax credit of $§1 million (0.50 percent of $200 million). The
money contributed to the trust fund is used to buy company stock.
Stock is then allocated to the participants relative to their propor-
tion of total compensation. Only compensation up to $100,000 is
taken into consideration in the allocation formula. Employees do
not pay income taxes on the amounts in their accounts. As with
other deferred compensation plans, the employee will have taxable
income when the stock or cash is distributed.
. The premier advantage of PAYSOPs to an employer is that like
TRASOPs they are, or at least can be, a no cost employee benefit.
Since PAYSOP contributions are creditable against an employer’s
tax liability, the actual cost of an employer’s contributions to a
PAYSOP is borne by the U.S. Treasury—not the employer. The
employer may incur costs in connection with establishing and ad-
ministering the plan; however, such costs can be charged against
the plan within certain limits. For many firms. particularly those
with limited capital investment, PAYSOPs are more valuable than
their investment-based predecessor, the TRASOP.
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' & Thrift plans

A thrift plan (sometimes referred to as a savings plan) is an em-
’l)'l‘(‘)yee benefit plan to which participants make periodic deposits.
rift plans are very popular among employees because their con-
tributions are matched, wholly or in part, by the employer. Funds
are invested with each participant having an account in the plan.
Many thrift plan provisions, like those of other benefit plans, are
subject to requirements of ERISA and the Internal Revenue Code.
mployee contributions to a thrift plan are made from afler-tax

| income, normally through payroll uctions. Since employee con-

tributions to 401(k) plans are made with pre-tax dollars, many com-
panies are converting their thrift plans to '01(k) arrangements so
that employees may take advan:age of this added tax benefit.

If the thrift plan is qualified with IRS, the employer’s contribu-
tions are deductible for Federal tax purposes. The employee’s share
of these employer matchi contributions and any investment
earnings or gains are tax de erred until made available to the par-
ticipant. The full value of a participant’s account is generally paid
upon retirement, death, or disability. Part or all o: the account
(usually dependin%‘on years of participation) is paid on termination
of employment. The thrift plan is frequently used with a conven-
tional pension plan enabling the employee to increase his resources
at retirement.

Forty-three percent of the companies in the Hay-Huggins surve&
have at least a thrift plan. In most caszs (59 percent), the thri
plan is available to all employees. In some cases, eligibility is limit-
ed to just salaried employees (24 percent) or nonunion employees
(15 percent). Participation in a thrift plan is voluntary. Over 50
percent of eligible employees participate in the vast majority of
plans. Most glans require a certain period of service before employ-
ees are eligible to parhcxm The period of service is one year or
less in 93 percent of the plans.

Employees participating in a thrift plan must usually contribute
at least one or two percent of compensation. No the plan
will set 8 maximum employee contribution that will fully or
partly matched by the employer. A six percent employee contribu-
tion is by far the most prevalent maximum. Some plans permit ad-
ditional unmatched employee contributions. In most cases, the em-
ployer provides a partial matching contribution of 50 percent of
what the employee contributes. One out of five plans provide 100
percent matching.

About three-quarters of the plans give the em&oyee a choice
among investment funds for their thrift accounts. Of these, 47 per-
cent permit selection for both employee and employer contribu-
tions. Employees are usually able to ¢ e investment options at
least annually. The employer retains the investment responsibility
for at least part of the contributions in about two-thirds of the
thrift plans. The majority of the plans require that all employer
contributions be in company stock. Only 10 percent require invest-
ment of a portion of employee contributions in company stock.

Usually a minimal period of service of participation is required
before employer contributions vest. Many rlans provide
vesting with partial vesting taking place in less than a year. Full
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vesting is usually attained after three years in plans using “class
year’” vesting,®? five years in plans basing vesting on the number
of years of icipation in the thrift plan, and as many as five or
ten rs when vesting is based on total years of service with the
employer. Almost all thrift plans provide full vesting if the employ-
ee mes disabled.

Ninety-seven percent of companies with thrit}lglans permit with-
drawals of employee contributions. To join a thrift plan, most plans
require a waiting period of from three months to two years; six
months (46 percent) or 12 months (36 percent) are the most
common restrictions. Withdrawals of vested employer contributions
is allowed by 77 percent of the plans. Thirty-two percent of the
plans limit this option to cases of financial need. Loans from the
employee’s account, however, can be secured under only 25 plans
in the Hay-Huggins data base.

G. PRIVATE Smﬁ DISABILITY PRACTICES

Most employees in the private sector have pruw~tion against dis-
ability through pension plans or other arrangements provided by
or with the employer.®® Private sector practices in regard to dis-
ability are not uniform, however.

1. Types of disability arrangement

In theory a well-designed system provides a variety of arrange-
ments, in both the short- and lonf-term, to replace income lost be-
cause of non-work-related disabilities.! These arrangements in-
clude paid sick leave, sickness and accident insurance, and tempo-
rary disability insurance; and also include longer term a.rrm%-
ments, such as disability pensions and long-term disability (LTD)
insurance, which are often coordinated with social security disabil-
ity benefits. Because disability can progress from a short-term in-
ability to work to a longer term, perhaps permanent, disability,
these various arrangements should be regarded as a continuum
from the first day of disability to retirement age. Ideally, there are
no gaps or overlaps.

a. Short-term arrangements.

(1) Paid sick leave.—Sick leave is more prevalent among white-
collar than blue-collar employees. Provisions vary widely. They
generally provide full earnings replacement for a specified number
of days per year based on length of service. An alternative grants a
specified number of days of sick leave per disability, at full or par-
tial pay, that is sometimes varied by length of service. In both
cases, replacement income during disability varies, usually from
full to half pay. Provisions may also be made to accumulate sick
leave from year to year. Sick leave plans provide for l¢ss than six

#® Under “class year" vesting, each year's contribution is vested separately.

8o in their 1982 survey of em benefits in medium and lasge firms, the Bureau of Labor
Statistics found that 89 percent of fulltime perticipants were covered by disability retirement
benefits. Hay-Huggins in their 1983 noncash compensation comparison found that 33 percent of

pa ts long-term disability coverage.

¢t Work-caused disability is compensated through workers' compensation systems not dis
cuseed in this anlaysis. However, the availability and terme of differing workers' compensation
systems can influence the perceived need for non-work-related dissbility income replacement ar-
rangements snd their structure.
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ment, particularly among blue-collar empl . Most are employ-
er-financed, although about 20 percent require some employee con-

Accidentandsickneasimuranceplansmvideparﬁalpaym-
placement (usually 50-70 percent o ings) for short-term dis-
ability—generally for up to six months. However, benefits »re
capped at a weekly maximum ($150 per week is about aver-ge) and
there is usually a short (one-week) waiting period befo%e benefits
begin. Accident and sickness plans are n combin.d with sick
leave and take over when sick leave is exhausted.

(3) Temporary disabil ig insurance.—This type of short-term dis-
ability protection is, in effect, a type of accident and sickness insur-
ance. However, it is mandatory for empl in several States and
for railroad employees covered by the Railroad Retirement Act,
and is likely to be at least partially employee-financed.

b. Long-term ments.—Long-term disability ts,

nerally for disabili lasting or expected to last longer 6 to

2 mon are of three types: LTD msurance plans, deferred dis-
ability retirement pensions, and immediate disability retirement
pensions.

(1) LTD insurance plans.—LTD plans are contracts with insur-
ance carriers that provide disability benefits for employees and are
rovided se tely from retirement lYlans Benefits generall

me available when short-term disability benefits have expired.
LTD insurance benefits are paid as long as the disability continues
or until the individual reaches retirement age when he 1s classified
and is paid as a retiree under the pension plan.

Most LTDs provide for 60 percent or more of predisability earn-
ings for the length of disability (or until retirement). LTD benéfits
are customarily offset aﬁg‘x’st other sources of disability income,
such as social security disability benefits, workers’ cor.2ensation,
and pension benefits. .

(2) Disability retirement arrangements.—There are twou basic
ty of disability retirement arrangements: deferred retirement
(often linked with LTD plans), where the pension is not paid until
early or normal retirement age; and immediate retirement, where
the pension is available upon disability. The benefits are usually
integrated with social security.

2 Prevailing practices

The types of long-term disability arrangements used in the pri-
vate sector tend to vary according to the composition of the covered
work force. Workers participating in nmted or collectively bar-
gained plans usually are protected by di ility retirement provi-
sions of the pension plan, whereas white-collar or salaried workers
almost universally are lg_rotected by LTD insurance. This conclusion
is borne out by the different results given by surveys when they
focus on different categories of workers.

According to the Bureau of Labor Statistics (BLS) employee bene-
fit plan survey, two-thirds of the plans with disability provisions
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offer “imm:g‘ia "’ r;t;ir:ment beneﬁm l;l)ically after a des:gnate(g
waiting period in which temporary di ity arrangements
if tl:g’gmabhng condition mﬁ%es the plan’s definition of tot:r%li{-
ability. Usually 10 years or more of service is required. When the
ex'?‘Bloyer provides alternative sources of disability income, such as
LTD insurance, the retirement benefit is usually deferred until the
employee reaches retirement age.

y-Huggins data present a different picture. Of the 854 firms
partic:satmql in their survey, 93 percent offer LTD coverage. One-
third of the 781 firms in their survey that have defined benefit Ben-
sion plans provide disability pension benefits. (Where both LTD
and disability pensions are provided, the pension is ususlly sub-
tracted from the LTD.) The difference in BLS and Hay-Huggins
data is due mostly to the different types of firms surveyed. BLS
surveyed a cross section of plans, many of which are negotiated
through collective ining and tend to provide disability bene-
fits out of the pension plan. Hay-Huggins, on the other hand, sur-
veyed only plans for ied workers, the vast majority of which
use LTD insurance to provide disability protection. v Federal
work force is compri mostly of salaried workers, so the Hay-
Huggins data may b considered to be more appropriate in compar-
ing treatment of analoiosm workers in the private sector.

According to the BLS survey, over fourfifths of “production”
(i.e., blue-collar) workers with disability retirement coverage are in
pension plans that provide immediate benefits. White-collar work-
ers with disability benefits in their retirement plans, however, are
equally divided between plans with immediate and deferred bene-
fits. Most of the plans providing disability retirement use a formula
that calculates benefits as if disability occurred at the normal
retirement age, with no reduction for early retirement. However,
15 percent do reduce benefits for early retirement.

BLS s shows that workers with deferred retirement
beneﬁtsmmfypmﬁdedwitb LTD benefits ranging from 50 to
60 percent of earnings or more at the time of disability—more than
generally mvided by pension plans with immediate disability re-
tirement. BLS survey showed that most deferred retirement
benefits were greater than immediate pensions, primarily because
the time during which long-term disability benefits were paid was
typically to an employee’s length of service for computation
of pension benefits. Plans do not usually modify the benefits deter-
mined at the time of disability retirement. BLS data show that a
small minority (seven percent) of the immediate retirement disabil-
ity plans to recalculate benefits at age 65, mainly either to increase
compensation for persons whose benefits were reduced for age or to

t service for the time of disability. Because the deferred pen-
sion is calculated on pay earned while workigﬁ (generally, plans do
not index these earnings), it may have declined significantly in real
value by the time the worker reaches retirement age.

Hay- ugginsdatashowthatGOpementofLTDplanspayGOYer-
cent of pay, with 21 percent paying less (only two percent pay less
than 50 percent) 19 percent paying more. Some LTD plans
have step-rate formulas, the most common of which is 60 percent of
monthly income up to $5,000 and 40 percent of the excess. Most
LTD plans (82 percent) have maximum levels on benefits, typically
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