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Report of the 

Joint Subcoaaittee to study 

Retireaent Benefits to the 

House APPropriati�ns Coaaittee 

and the 

Senate Finance Coaaittee 

To 

The Governor and the General Asseably of Virginia 

Richaond. Virginia 

January. 1978 

To: Honorable John N. Dalton. Governor of Virginia 

and 

The General Assembly of Vir�inia 

IMTROOUCTION 

House Joint Resolution No. 204 adopted by the 1977 
General AsseablY directed the Coaaittee on Appropriations of 
the House of Delegates and the Coaaitt ee on Finance of the 
Senate • ••• to undertake a Joint study of benefits paid to 
retirees b y  the Virginia Suppleaental Retlreaent System to 
deteraine wh•ther. given the retireaent ben•fits available 
to these saae retirees under the federal Social Security 
Syste•• aaendaents of the Virginia Suppleaental Retireaent 

Act are needed; ••• • The Joint subcoaaittee designated to 
aake this stu dy was essentia lly a continuation of th& same 

coaaittee which recoaaended legislation ?assed by the 1977 
Session of the General Assembly to initiate an early 
retirement prograa for aeabers with actuarily d•terelned 
benefits. to expand and liberalize options for purchase of 
prior service credit. to provide for annual rather than 
biennual cost of living adJustaents. to increase eapl�yee 
proportion of representation on the VSRS Board and other 
iaproveaents in the Retireaent System. 
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Al I meetings of the joint subcoamittee were open to the 
public and representatives from the various employee groups 
were in attendance at the meetinqs. -1.l..2n-1ta-R��l1-1hA 
s.1.1b1tDl11til.l§.!_.t.r le!l .to_11ak.1 .. l t_cl eJ r _lhil-oa_ r u:.omm1!ul1..tlg,n 
��uld.JlJLma,c_Mbi.£b_vguld_L1su11 1n_a.Jl�-riiiY,il2n_in-1b� 
a.uul.D.LCl.1-Lt1lr.tlllD1-b.ene.111s_nQw_btln!l_2.al.L!JLLtllu.d
m��£.LJi-�1-lS8S�-a.ll� lhat_i.heLe_w �ul�-D.2._Lt.d.!.1"1.iilD-1.n
a��LU.1Ui-�1011i1�-1�1 ao� •m�I.QY.�e_P1�1ntl�-�2�•1•�-h�l�
Notwithstanding these restrictions on the delib erations of
the sub committee. numerous employees were given the
impression through news reports and communications from
eaptoyee groups that a recommendation had b een made by this
subcommittee to reduce accrued benefits when no such
recommendation had in fact been made.

The me•bers of this committee met ten times since the 
adjournment of the legislature in 1977 to study and evaluate 
the retirement benefit structure. One of these meetings was 
a public hearing to receive infor�ation from employees and 
employee groups whose co�ments focused on a wi I I ingness to 
increase employee contributions to maintain present benefit 
levels. a requirement for matching employee and employer 
contri butions and a co ncern for availability of health 
insurance coverage after retirement. 

HISTORY 

lhe subject matter before this subcommittee is not new.

The VSRS Board recognized as early as 1971 that the b enefit 
structure of the Virginia Supplementary Retirement System 
was being signiticantty affected bY increases in Social 
Security benefits over which the VSRS Board had no control. 
The Virginia Retirement System is a suppleaent to the 
tederal Social Security System and must be evaluated in 
light of comb•ned benefits aval la ble from the two systems. 
Both employers and employees contribute to both systems. 
Recommendations for action were made by the VSRS Board to 
the General Assembly in February. 1972, and a maximum limit 
on benefits �as set by the Legislature at that session to 
become effective in 1974. The limitation adopted would have 
limited combined benefits to career employees under VSRS and 
Social Security to a sum not to exceed the total of 90t of 
the first $5,000 of final average compensation and 75t of 
the amount above that sum. However, this limitation was 
repealed in 1973 and never became effective. Thus. no 
remedial ac tion was taken in response to the request of the 
Soard and the issue remained unresolved. Requests sub •itted 
to the Legislature by the VSRS Board in 1972 and 1973 are 
included as Appendix Ill. 
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The up.,.ard drift in co111bined benefits has becoae a. 
problem for nearly every state and local pension system 
which utilizes Social Security as a part of their benefit 
structure. A number of states have already made adjustments 
in their benefit structure to account for changes in Social 
Security benefits and several others are currently 
conducting studies to determine .what action should be taken. 
A concise general survey of the issues involved with public 
retirement systems based in part on Social Security is 
provided in the publication entitled �tit§ 1nd LQ�l 
E.!!!.P.!.o���-f!!.��-L�!.chim1J.,2r_e.10.b.l.!U... bY Bernard Junp. 
Jr •• which is set forth in Appendix IV. 

SCDPE OF l>ROBL EM

The Vi rginia Supplementary Retirement System and the 
Social Secur,ty System are interrelated. The 200.000 active 
public eai>loyees who are aeabers of VSRS are also covered by 
Social S ecurity. are eligible for benefits from bnth. and 
both the e�ployees and their employer Make contributions to 
both systems. An initial report was prepared and presented 
to the committee by Martin E. Seqal Co. in July. 1977. which 
provided an analysis of YSRS and Social Security benefits. 
This report is included in Appendix v. A subsequent report 
was prepared and presented hY the same flrm dealing with 
combined benefit objectives and alternative benefit 
formulas. This report is set forth in Appendix Vl. _A 
k�!�.ul-&D�lY�l�-2.!_th�tt_11f.o_r�ports_���nl.ial-1.21..-.&n 
�nsa.r�1aD�lis-�1-lb§ is�u�_c.on�isieLJUL.bX-1h�-cammi11�-ln 
ils_d . .u,�1.i.U.ons_a11d_uo.R.uest . .1.e�o1111endat ioo:i •-

In the course of its work the committee received 
numerous comments concerning the proportion of retirement 
benefits paid into the system by a participating employee. 
There is included herein as Appendix VII a table showing 
actual data for certain employees retiring in 1977 under 
VSRS with more than thirty years s�rvice. Based on normal 
life expectancy, retirees contributed generally less than 1i 
of the agg regate sum which will be paid out to them by the 
VSRS in benefits. 

Nuaerous comments were also aade about how VSRS 
benefits compare to priwate industry. lhere is set forth in 
Appendix VIII a comparison of the benefits available under 
VSRS with benefits available under eleven other proelnent 
systems in the private sector. This table shows that the 
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benefits under VSRS coapare quite favorably with those of 

private retireaent systems. 

A long-range projection of the cost to the Comaonwealth 

for the present benefit structure �as prepared bY Meidinger 
and Associates and is suaaarized in Appendix IX. While such 
long-range projections are subject to the validity of the 
assumptions necessary to aake the computations, the 
projected increase fro• $208 •ii lion in 1978-80 to $956 

million by 1986-88 is cause for concern. The funding 
requireaents for VSRS will grow substantially faster than 
the projected growth in the General Fund budget which means 
th at a progressively smaller proportion of the increase in 

General fund dollars will be available for new Programs and 
expansion of existing programs other than retiraaent, unless 
revenues are increased by additional taxes. 

ANALYSIS OF ISSUE 

Based on the various reports and data subaitted to the 

subcommittee. all of which are included in this report, the 
subcoaaittee proceeded with the following analysts: 

A. To determine whether or not as presently structured
coabined benefits of Social Security and VSRS after a
noraal work career result in an economic income in

retireaent which exceeds preretirement economic income
for a significant number of eaployees covered by the
systea.

8. lf the answer to (A.J is in the affirmative, to
determine whether or not it is sound public policy from
the viewpoint of the employee, the employer and the
taxpayers to fund such a benefit structure.

c. If it is datereined that such a benefit structure
is not gooci pubaic policy. to deteraine what
alternatives are awailable to bring the benefit

structure into conformity with sound public policy.

o. 01 th e several alternatives available, to determine

whieh is the most logical, sound snd fair aethod to use

to aodify the benefit structure.

The coaaittee found that the benefit objective 9f a 
retireaent syst8fl is actually coaprlsed of several factors. 



The factors which the coamittee believes should comprise the 
benefit objective of VSRS are as follcws: 

1. A full working career is 30 years of service.

2. Normal retireaent aqe ·is 65 (age 60 for law
enforceaent officers). 

3. Provision for early retireeent comaence at age 60

after 30 years of service Cage 55 after 30 years of service 
for law enforceaent officers). 

4. Benefits vest after 5 years of covered eaployaent.

5. Contribution to the syste• required of both
employer and employee. 

6. The aaount of VSRS benefit conined 11ith th.e Social
Security benefit should provide to a career employee at 
normal retireaent a retireaent benefit of econoslc incoae 
equivalent to such retired eaployee•s econoaic income 
iaaediately prior to retireaent. and coabined benefits 
should not be allowed to significantl� exceed this 
objective. 

CONCLUSION ANO RECOMMENDATION 

The coamittee believes that it is appropriate and 
necessary for the General AsseablY of Virginia formally and 
.specifical I� to adopt benefit objectives for the combined 
VSRS and Social security benefits �vailable to employees 
covered by VSRS. Your coaaittee recomaends for adoption as 
a basis for the benefit objective of the VSRS the six 
factors outlined above. 

Time did not permit your comaittee to aake an adequate 
study of the benefit structure to determine specifical ly 
whether or not any changes are necessary in order to bring 
the benefit structure into a�seement with the proposed 
benefit objective. 6ecause there Is a strong indication 
froM information available to this committee that the 
collbined benefit structure is now out of line with the 
proposed coabined benefit objective. it is recoaaended that 
a retireaent study coaa�ssion be created coaposed of 
representatives from employee and employer interest groups 
as well as Legislative and Executive representatives. to 
study the existing benefit structure and determine whether 
or not the benefit structure results in combined benefits 
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which are in conforaity with the proposed benefit obJectlve . 
If it deteraines that the benefit struct ure is not in accord 

with the benefit objective. then to Dake recomae ndat ions for 
modification of the benefit struct ure to the 1979 Session of 
the General AsseablY which will bring the combined benefits 

into conforaity with the proposed benefit objective. 

There is attached to this report proposed legislation 

which in  the opinion of your committee would carry into 

effect the comaittee•s recommendations. 

The aeabers of this committee are keenly and acutely 
aware of the integrity and stability of VSRS and are 

coamitted not to recoaaend or take any action which would in 

any way impair or bring into question the ability of VSRS to 
carry out its aission on behalf of Virginia p ublic 
employees. Each member i$ firaly and thoroughly dedicated 

to the objective that the Virginia systea be a fair and 
sound one and that it be so structured that it will pay off 

in  money and not in proaises. 

Respectively submitted. 

Owen 8. Pickett 

Lewis A. HcKurran, Jr. 

T�omas J. Rothrock 

Jerry H. Geisler 

Ecwar d  E. Willey 

Williaa B. Hopkins 

Hunter 8. Andrews 

Willard J. Moody 

J. Harry Michael. Jr.

William A. Truban 
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APPENDIX I 

HOUSE JOINT RESOLUTION MO. 204 

Requesting the Com•ittee on Appropriations of the House of 
Delegates and the Co••ittee on finance of the Senate 
jointly t9 study benefits paid by the Virginia 
Supplemental Retirement �ystem. 

WHEREAS. in certain instances. the amount of retirement 
allowances payable to retirees bY the Virginia Supplemental 
Retirement Syste•• when combined with allowances payable to 
those sa•e retirees under the federal Social Security 
System, exceeds the disposable income earned by those same 
persons prior to their retirement; and 

WHEREAS. retirement benefits which are greater than 
earnings during active eaployment may be excessive; and 

WHEREAS, the cost of providinq such benefits through 
the Virginia Supplemental Retirement System must eventually 
be borne in large part by the Coamonwealth and by other 
employers whose employees are meabers of the Virginia 
Supplemental Retirement System; now, therefore. be rt 

RESOLVED by the House of Delegates, the Senate 
concurring, That the ComMittee on Appropriations of the 
House of D elegates and the Committee on finance of the 
Senate are hereby requested to undertake a joint study of 
benefits paid to retirees under the federal Social Security 
S ystem to determine Mhether, given the retireaent benefits 
available to these same retirees under the federal Social 
Securit y System, amendments of the Virginia Supp lemental 
Retireaent System Act are needed; and, be it 

RESOLVED FURTHER, That such technical assistance as may 
be required for the conduct of the study shall be provided 
bY the staff and officers of the Virginia Suppleaental 
Retire11ent System is hereby authorized to expend, from 
moneys appropriated to it by the General Assembly, a su m not 
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to exceed thirty thousand dollars for the purpose of hiring 
any such consultant or consultants as may be deemed 
necessary to the proper conduct of this study. 
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APPEND IX II 

A BILL to amend the Code of Virginia by adding a chapter 
numbered 2.3 in Title 51, ionsisting of a section 
numbered 51-29.20, stating a declaration of benefit 
objectives for certain public e•ployee retirement 
syste11s. 

Be it enacted by the General Assembly of Virginia: 

1. That the Code of Virginia is amended by adding a chapter

numbered 2.3 in Title 51. consisting of a section numbered 

51-29.20. as follows:

tHA�lE.8 2. • .3 •­

f..UI.L.lt_ftte.ullEE_!ifll.B.EliEH.T _Slllf!lS GfflfUJ.Ll.a_ 

1-21=2S ... ,<ta-._nlG1aL�1�n_Qi benefit �G!.i�a.._of the

�l.r.91.nl.!!-�llEPl.'-!t�.n.l! I _R§tlnt•.!n! .SY�1ul..a.-1bsL.llJl1JL.fO..liU 

D.!ili<���!l..testt.n.!_S.'is1e•-�n� �h� Judicial RetiLJllltln.1 

�xsum ... --I.Ll�--1l•.u.'2�-stJl�la.Le4_1h.1 pol icx of 1hls. 

t�na11D.lt�1b-1h�1-1u�_iirsini& �u2p(emeotar Rilitem101 

S:ts!.e.!11 .. J!l§_.S.!.altL.P.JZ li�.1 .Df ii'-eLs_RJU.i.u1um1_.sxs.te1Lan.sL1.bA 

J�dl.clal_J!,rjjL.H!lt.!!.�-S:tsle11_1l,e_s,lr .s,c1u.u�sLllJ!..to�ld.c_fli_a. 

L.t.:ti.LYStD.Li.L.ttHLil.9�-g.!. :il�tx=! ·��_uaeLULll.ub.tU-ll

1.b.e_S1.il.1.t_��Jlk�!��s-��1r�••nl�xste•,-�bl�b_:ab.A.1i� 
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AilJU. tbiI�-:t§iC§ Q{--=s.§�:l.i£e�.

u_.1.s_1u1:t.tut.1..-sittla.r .. §.SLtha.1 G,Ollll.i.lUl\ i ODS to th� 

�ms be-1���-on�eh.ilf_o! koth the e1�!o�er_an�

Jll.Ploxee 1D.S1-�h1t b10.1tf.i.t.:L.!lr�ni�.21bcough su.c..tL�e• yest 

a!!� fiyg_:a:ear�_Qf_cA�ar.Ad._eRP.lo:t•�� Beoo111S-SUt�si 

th uusb su�_.slli.U�-M.b�n�R•.b..i . .ne.2 Jtlll!_l.taJ.ttia.!_S.ttSJLili 

tzAM..i.U.JtlJWl.sL�•JS.�1.tJ.tS&tllrt.d_a�. 1.LeJ.ll.lsle to L-£.ll!ll 

••R.LanL.i1-DSZ.c.m.il-!�1lr.e.atl!lt.a-A ... .t.eli1.u•nt Ltuti.i.1_21

KQ.OQaiG i .n.s;.D1e egu.i.w.l.lJlni-10._syc.b: .teU red emtlsln�� 

8"1lJ)�--1JlJ;.Dl.tL..lU• d.ialelY_PLi .ur -t�-'b-1.Jttlr..ta.ttll.t-lhl 

b.tlnA.11.l� snszul�R.htL.s.1.tllc!uLe� �o that su�oJtlt� 

U.D1Uil.LsiS2 ... DALilini1ls;.�nUX-��c�eL1.Ja benei i.Liliect i ye e 

lbJLR.W:RJI..S.1-JU_.th. is ,:J.O.Q. tlo.n ls tg 2!.lll9JLll_9.JUJml 

22 i.i.C:lf stat.c•.1.oi._U_b.1t-&dh.Ue.st.lo_bY the Copm9.mfll I th a.l!Ji

lUJo I iti s;.1lJ.Ullil.1lsiAD:LlL.nsL1.n:a: adjustu.nts.a. 

•11dif\cati1U1�-an.sL.aRBn..SmJt� .io_tbe Virginia .s.ue�aull.Al

&Jttlr.UUlDl-�.:u.11a. .. _lh.1 .. StA:tJI f,ol i.s,.e Of UG.1.1.:L.!Jt.tlL�lllJllli 

S.¥:JUL �r 1Jl.1_.J.ufulal-1•ii.1.eun.t_syst111 sha 11 csmtou as 

o�ac as rea�onak1:t-2r.&G.1.i..��QI•. �o_s�GJl_£Al.iJa�-2c11vivld•

.b.R.l!f.UIC, thl.:i_n.u.iJl�al.Ln11:t_bJl J.01lllt.Wl�-a.s_lo-l3.u.»L.A 

.c.a.u�_.oL.a.cJJ,gn_lR... .anx .meab�r _01 su�.3s.t.av_tQ_¥JlAL.1llil 

eA.1.1'Ll:Ln..9l-W.D!l.-™I.em..1.Y _aap .1. t ad. 1 be se.ll..11.i-' 

ll.lllUA.G-�1-1bt..l1 csill i.&-�u2P. le 11enta..Lb.1Ltla1.ll.Lix:ri tem,

llle�1•�• �011�e-'l!flG.1Ls Retlt••an� �xst11 and the Judicial

b.llilltn.1��s1.n._s.balJ_u.ta r11J ne_.undc c •ox •mLall 

�1.r:"ulan,s;,1.:,_1.b.eJ.e.e.; 11 i�_!.e.l.i.1ea.e11.L.12Snt1.ll.:LJt!_jox such

a!.llkaL&n.sL1u1_b.enit.s.-Rr_J;iai11_t2 beotf 1is sb.llLa.Gcc ue t'o 

anY _s.Y.GlLJUt.1.b.1.c_bL.l ea SJ2n_.o.f. lhJl �.r .1ttl.tiiln:iJ!_t.b.u_:ua�!l.Jm.a 
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HOUSE JOINT RESOLUTION NO ••••• 

Creating the Virginia Retirement Study Coamission to revieN

and e valuate the present co11bined bene,fits structure of 
the Virginia Suppleeental Retireaent System. State 
Police Officers Retirement System. and Judicial 
Retireaent Syste11 and make recoa11endations to conform 
same to the benefit objectives; allocation of funds 
therefor. 

WHEREAS. the Committees designated· to eake the study 

required by House Joint Resolution No. 204 of 1977 concluded 

that any evaluatio n of the Virginia Supple11ental Retireaent 

System. State Police Officers Retirement System. and 

Judicial Retirea ent Syste• benefit and contribution 

provisions should include present and anticipated Social 

S ecurity benefits �hich are a part of and interrelated Mith 

the benefits of these systems; and 

WHEREAS. the Committees also concfuded that the 

coabined benefit objective for the systems should be to 

provide to a career employee at normal retirement a 

retirement benefit of economic income equivalent to such 

retired employee•s economic incoae immediately prior to 

retireaent; and 

WHEREAS. a thorough examination of the alternative 

methods of achieving a combined benefit structure consistent 

with such benefit objective is necessary; noN. therefore. be 

it 

RESOLVED by the House of Dele�ates. the Senate 

concurring. That the Virginia Retirement Study Commission is 
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hereby created which shal I be coaposed of fifteen members. 

Five of the �embers shall be aembers of the House of 

Delegates. appointed by the Speaker thereof; three shall be 

members of the Senate. appointed by the Senate Co•mittee on 

Privileges and Elections; two shall ba from the public at 

large appointed by the Governor. In addition. the following 

shall be meabers: President. Virginia Education 

Association; President, Virginia Governmental Employees 

Association; Executive Secretary. Virginia Kunicipal League; 

Executive Secretary, Yirqinta League of Counties and the 

Chairman of the Board of the Virqinla Supplemental 

Retirement System. 

The Coaaission shall •ake a thorough exaaination of the 

alternative aethods of achieving a combined benefit

structure consistent with the benefit objective enacted into 

law during the 1978 Session of the General Assembly. 

The members of the Commission shall be paid their 

necessary expenses incu,red in the Perfornance of their 

duties and legislative •••bers shall receive such 

compensation as set forth in s 14.1-18 of the Code of 

Virginia. 

The staff of the House Committee on Appropriations and 

the Division of Legislative Services shali provide such 

assistance as is necessary. In addition. all agencies of the 

State and the governing bodies and age51eies of all pol iticat 

subdivisions cf the State shall cooperate with and assist 

the Commission in its study. 

The Co••ission may e•Ploy such financial consultants as 
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are necessary for the conduct of the study. for which there 

is hereby allocated fifty thousand dollars from the 

contingent fund of the General Assembly. 

The Com�ission shall report its findings and 

recommendations to the Governor and General Assembly no 

later than Oece�ber one. nineteen hundred seventy-eight. 
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Appendix III 

"VSRS Benefit and Contribution Structure" 

"Proposed Retirement Legislation for Consideration by the 
1973 Session of The General Assembly of Virginia" 

Prepared for the VSRS Boa:::-d of Trustees by the 

Martin E. Segal Company in 1972 



VSRS BENEFTI AND CONTRIBUTION STRUCTURE 

Background 

In February, 1972 the Board.of Trustees proposed the :following 

major changes in the benefit and contribution structure of VSRS for con­

sideration by the General. Assembly: 

1. Reduce the employee contribution rate from

5� of annual sa.l.ary over $1,200 to 4% of

total annual. sa.l.ary;

2. Eliminate the $1,200 exclusion so that both

benefits and employee contributions are

based on total. annual. sa.l.ary; and

3. Establish a maximUm limit on retirement

benefits paid :from VSRS and SPORS such

that those benefits plus primary Social

Security benefits may not exceed m o:f

the :first $5,000 of average :final. compen­

sation and 75i of the excess -- this maximum

limit will apply to employees with 35 or more

years of service and will be pro-rated in the

case of employees with less than 35 years of

service.

The Board also proposed that benefits accrued as of the effective 

date of the changes be "guaranteed," i.e., that in no event will benefits 

payable for service up to July 1, 1973 be less than the amount p�a.ble under 

the benefit formula. in effect immediately prior to July 1, 1973. 

Retirement legislation enacted by the 1972 General Assembly 

incorporated items 2 and 3 above and the benefit guarantee. In addition, 

the legislation provided an across-the-board increase of 10� for all 

pensioners and beneficiaries receiving benefits on July 1, 1973. 
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Basis for Proposed Changes

The proposed reduction in the employee contribution rate combined 
with the eJimination of the $1,200 exclusion, if l!D.acted, would have 
resulted in both a reduction in contributions and an increase in benefits 
for a substantial majority of VSRS members. The schedule below shows the 
percentage changes in contributions and benefits, excluding the effects 
of the maximum limit inclusive of the p;jma.rY Social Security benefits: 

Annual. � change 
salary 

'I, change 
in contributions in benefits 

$ 4,ooo + 3.� + 42.8�

6,000 9.1 + 25.0

9,000 - 16.1 + 15.4
12,000 - 19.1 + ll.l
15,000 - 21..0 + 8.7

18,000 - 22.1 + 7.1

The major factors considered by the Board in proposing a 9Q'1, -
75% max:fnnnn for employees with 35 or more years of service, inclusive of 

primary Social Security, were: 

1. Cbqes in Social Security are beyond the
state's control.

2. Changes in Sccial security mq result in
the prmaion of combinecl beneti ts (Social
Security plus state Retirement System.
benefits ) substaz:rt i aJ.l:y different from.
the intended objective.

3. The canbined benefits � prove to be
inconsistent with sound employment and
retirement practices.
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4. Retirement systems are regarded as long-term

coimnitments on the basis of which employees

form expectations; once· a certain level. of

benefits is enacted, downward adjustments of

,my kind are most difficult.

5. kl overriding maximum incorporated in the

State retirement law would give the General

Assembly the fiexibility to deal with the 

state system benefits in the light of changes

in Social Security.

6. The proposed m - 75% max:iJmml was considered

generous in view of the following: 

( a) a retirement system that provides

combined benefits of 8o'fo of final

salary at age 65 can in fact be 

thought of as providing an uru:U rni nished

standard of living, i.e., continuance

of loo'{o of disposable income,

(b) the rnaximum takes no account of Social 

Security benefits paid to an employee's

wife or child, and 

( c) ,my post -retirement increases in state

system or Social Security benefits

granted a:rter age 65 would not be

affected by the maximum. 
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1972 Social Security Changes 

Significant changes in Social Security have been enacted sin.ce 

the 9(11, - 751, ma:x1mnm waa approved on April 7, 1972. A briet' discussion 

of the role of Social Security is presented below, followed by a summary 

description of the major 1972 Social. Security amendments. 

Social Security has been thought of as a plan which provides 

the employee whose sal.ary is equal to the :f'UJ.l Social Security base with 

roughly 30 to 35'{., of his 1'1nal. pay. For someone at the $9 ,coo maximum 

in 1972, the Social Security benet'i t was 291, at the beginning of the year 

but 34.5� at the end of the year. The percentage varies with the salary 

level. With terminal salary of $20,000, the percentage, aa of 1973, is 

only 16$. With a terminal salary level of $7 ,ooo, the primary Social. 

Security benet'it will 8IDOW1t, as of 1973, to about 36 or 37'fo of terminal 

pay. 

A benet'i t, such as Social. Security, which is based on average 

career earni.ngs bears no necessary relationship to an employee's terminal. 

ps:,. However, the succession of benefit increases enacted for the Social 

Security program haa managed in the past to provide, in the aggregate, 

about 30 to 35$ of 1'1nal. pay for the person vbo has alwa.rs worked at the 

ma:x1mum of the Social Security wage base. For person.s at lower sal.ary 

levels, Soci&l. Security baa alWS¥s been a higher percentage. 

The general approach on pension plamrl.ng ha.a been that, for the 

employee vi.th a s&l.ary equal to the Social Security tax base, Social Security 

will produce, in round term, 3� of f'inal earnings. It might be somewhat 

more but if one were to choose a sillgle figure and avoid the risk of over­

estimating Social Security benet'its, 3� seemed to be the safest figure to use. 
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The changes in Socie.l Security just enacted (July, 1972) are 

among the most sweeping i.n the history of the Federe.l program: 

1. Begj uni ng September l, 1972, e.ll benefits, both

for those retired and those not yet retired,

will be increased by 20i. 

2. The tax base will be increased from $9 ,ooo

currently to $10,SOO for 1973 and $12,000

for 1974.

3. The tax r&te will rise to 5.5� on January l, 

1973. For employees earning $10 ,800 or more

in 1973 the tote.l tax will be $594, up from

the present $468; for those earning at least

$12,000 i.n 1974 the total tax will be $660.

Of course, the same amounts � be paid by

employers.

4. All benefits, both tor those retired and 

those not yet retired, will be increased

automatically when the Consumer Price Index

rises 3� or more. The automatic increase

vill be tied to the average CPI of the

second quarter of the ce.lendar year (April

through J\lne).

5. Benefit increases will be financed by raising

the wage base. Arter 1974, the wage base 

will be autam.atice.lly tied to changes i.n the

national average wage level. In arr., year in

which a benefit increase is provided, the wage

base will be increased by the ratio of average

e�ngs on which Social Sec:uri ty taxes are

paid duriDg the first ce.lendar quarter of such.

year to the average earnings during the same

quarter i.n the last year in which the wage base

was increased.
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What the nev law will produce as a percentage replacement of 

nnaJ. P«'J' ca:anot be related with certainty at this point. The results 

will depend on an interpl� of three factors: (1) the individual's 

salary history, (2) tuture changes in national wage levels, and (3) 

tu.ture increases in the cost of 11 villg. The answer to this complex 

question could not be secured 1'r0111 the Social. Security .Administration 

in ti.me for this report. Some higb.q tentative cal.culations indicate 

that in the f'llture Social. Security might replace f'rom 30 to � of 

the final pq of the worker earniDg maximum Social. Security wages and 

f'rom 34 to possibly m of' the final pq of the worker earning median 

wages (currently, $7,072). 

None of' the new escal.ation formulas guarantees, of' course, 

against turther changes in Social Security. Ve-ry significant changes 

in Social. Security are in fact likely to occur if' the federal. government 

enacts some f'orm of m1n1wzm income plan. 

The Social. Security benefit b&s alW8iYS been based on a '>t>ent" 

formnla which heavily favors the person vi th low earnings. This bent 

formula is the reaUl.t of a deliberate policy of utiliziDg the Social. 

Security system to helJ? eliminate poverty. I:t, however, the attack on 

poverty in old age takes the form of a m1 n1 nn,m income program, financed 

by general. revenue, then it mq radically shift the logic of' Social. 

Security over to benefits that will be more directly proportionate to 

earnings. This mq result in a benefit formula that will provide con-

siderabl.y more than 3� for a person whose salary is equal to the Social. 

Security tax bue. 
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Effects of Maxi.mUm Limitation 

Examples of combined benefits developed in early 1972 indicated 

that the proposed m - 75% maxi mum would apply primarily to two groups 
of VSRS members: those vith low salaries and those with very long periods· 
of service. It was expected that the maximum limit would a:f'f'ect a consider­

able number of employees only when Social Security benefits were increased 
substantially. 

In its memorandum to the Governor and members of the General 

Assembly, the Board of Truatees stated: 

"It :f'u.ture developmmts in Social Security are 
such as to invoke implementation o"f' the maxi­
mmn limit with respect to a large proportion 
ot retirees , the General Assembly will then 
have an opportunity to review policy in that 
regard. The inclusion of such a maximum in 
the respective statutes would then have avoided 
a situation in which a :f'u.ture General Assembly 
would find that its hands were virtually tied 
and that the total retirement benefits provided 
for current employees could not be modified." 

The 11:f'u.ture developments" referred to by the.Board did occur, 

with the result that the intended objective of the maximum was realized 

much sooner than originally anticipated. 

Tables lA and lB, which follow, show the VSRS benefits p�le 
to male retirees at age 65 in 1973, both as dollar amounts and as percent­
ages of final average salary. The tables indicate that them - 75%

maximwn will apply to almost all such retirees with f'�nal average salaries 

of $10 ,ooo or less, and that the reduction from the formnla benefit increases 

as salaries decrease and as years of service increa.se. 

The combin� benefits p�able from VSRS and Social Security to 

male retirees at age 65 in 1973 are illustrated in Tables 2A and 2B. As 

the tables clearly indicate, the combined benefits are substantial, partic:ularly 

for the lower-salaried and longer-service employees. 
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Table lA 

v.s.:a.s. Annual Benefit .Amounts Peyable
to Male Retirees at .Age 65 in 1973

Fillal Yee.rs of service at retirement 
Average 

Salary 15 20 25 30 35 4o 
$ 4,ooo $ 900 $1,200 $1,500 $1,800 $2,100 $2,4oo 

56o) ( 747) ( 934) ( 1,120) ( 1,307) ( 1,307) 

6,000 1,350 1,800 2,250 2,700 3,150 3,600 
( 1,069) ( 1,425) ( 1,782 ( 2,138) ( 2,495) ( 2,495) 

8,000 1,800 2,4oo 3,000 3,6oo 4,200 4,800 
( 1,569) ( 2,092) ( 2,616) ( 3,139) ( 3,662) ( 3,662) 

10,000 2,250 3,000 3,750 4,500 5,250 6,000 
( 2,167) ( 2,890) ( 3,612) ( 4,334) (.5,057) ( 5,057) 

12,000 2,700 3,6oo 4,500 5,400 6,300 7,200 

15,000 3,375 4,500 5,625 6,750 7,875 9,000 

20,000 4,500 · 6,000 7,500 9,000 10,500 12,000 

30,000 6,750 9,000 ll,250 13,500 15,750 18,000 

Note: .Amounts in parentheses a.re maximums payable where less than basic formula. 

General. note to benefit tables: 
In Tables lA through 2B, Social Security benefits �or employees with 

f'inal. average salaries ot $10 ,ooo and over are based on the max:i.mwD. Social 
Security average wage for retir� at age 65 in 1973, The Social Security 
average wages assumed for employees with final average salaries of $4,000, 
$6,000 and $8,000 are $3,528, $4,704, and $5,586, respectively. 
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Final 

Average 

Salary 

$4,000 

6,000 

8,000 

10,000 

12,000 

15,000 

20,000 

30,000 

Table 113 

v.s.R.S. Benefits PQ¥able to Male Retirees
at Age 65 in 1973 as a Percentage of Final AverB8e Salary

Years of service at retirement 
15 20 25 30 J5 

22.5';( 30.(Yfo 37 .51;( 45.o';( 52.5% 
(14.o) (18. 7 ) (23.4) (28.0) (32.7) 

22.5 30.0 37.5 45.0 52.5 
(17.8) (23.8) (29.7 ) (35.6) (41.6 ) 

22.5 30.0 37.5 45.0 52.5 
(19.6) (26.2) (32 .1 ) (39.2) (45 .8 ) 

22.5 30.0 37.5 45.0 52.5 
(21.7 ) (28 .9 ) (36.1) (43.3) (50.6) 

22.5 30.0 37.5 45.0 52.5 

22.5 30.0 37.5 45.0 52.5 

22.5 30.0 37.5 45.0 52.5 

22.5 30.0 37.5 45.0 52.5 

4o 

60.01, 
(32. 7 ) · 

6o.o 
(41.6) 

60.0 
(45.8) 

6o.o 
(50.6) 

6o.o 

6o.o 

6o.o 

6o.o 

Note: Percentages in parentheses are maxi.mums pQ¥able where less than basic formula 
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Table 2A 

Combined Benefit Amounts from V.S.R.S. and Socia1 Security 
Payable to Male Retirees at Age· 65 in 1973 

Final 
Yea.rs of service at retirement 

Aver98e 
Salary 15 20 25 �o 35 
$ 4,ooo $ 2,853 $ 3,04o $3,227 $ 3,413 $ 3,6oo $ 3,6oo 

6,000 3,824 4,180 4,537 4,893 5,250 

8,000 4,657 5,180 5.,704 6,227 6,750 

10,000 5,36o 6,o83 6,805 7,527 8,250 

12,000 5,893 6,793 7,693 8,593 9,493 

15,000 6,568 7,693 8,818 9,943 11,068 

20,000 7,693 9,193 10,639 12,193 13,693 

30,000 9,943 . 12,193 14,443 16,693 18,943 

Note: .Amcunts shown include Social Security Primary Insurance Amount for a. 
full working career. 
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6,750 

8,250 

10,393 

12,193 

15,193 

21,193 



Table 2B 

Combined Benefits from V .S.R.S. and Social Security Payable 
to Male Retirees at Age 65 in 1973 aa a. Percentage of Final Average Salary 

Final Yea.rs of service at retirement 
Average 

Salary 15 20 25 JO J5 
$4,000 n.3i 76.01a 80.r/o 85,3% 90,0% 90,0% 

6,000 63.7 69.7 75.6 81.6 87.5 87.5 

8,000 58.2 64.7 71.3 TI .8 84.4 84.4 

10,000 67.0 6o.8 68.o 75,3 82.5 82.5 

12,000 49.1 56.6 64.1 n.6 79,1 86.6 

15,000 43.8 51.3 58.8 66.3 73.8 81.3 

20,000 38.5 46.o 53.2 61.0 68 .5 76.0 

30,000 33,1 4o.6 48.l 55,6 63.1 70.6 

Note: Percentages shown include Social security Primary Insurance .Amount for a 
f"Ull working career. 
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Possible Modifications of Maximum 

When considered in conjunction With the recent changes in Social 

Security and the increase in VSRS contributions resulting from elimination 

of tbe $1,200 exclusion a?ld continuance of the 5.51, rate, the max1nnm in­

corporated in the 1972 retirement legislation raises fundamental questions 

of equity. As shown in Tables lA through 2B, the 9(11,, - 751, msx1mnm is 

weighted heavily in favor of the higher-salaried employees and, in relative 

terms, also favors the shorter-service employees. 

The maximum., as enacted, incorporates a number of variables, all 

of which can be modified to achieve a desired objective. These variables 

include: 

l. the percentage limitations (90i and 751,),

2. the amounts of average final salary to

which the maximum percentages are applied

(90"fo to first $5,000 and 751, to excess),

3 • the number of years of service at which 

the tuJ.l matjnnm lim.its are applied (35 

years graded down for employees with less 

than 35 years), and 

4. the age at which the maxi.mum will be

applied (age 65 or upon retirement if

later).

The 35-year breakpoint incorporated in the max:f '"'"" means that a 

18.l"ge number of VSRS members (those wii;h tinal. average eal.aries of $10,000 

or less in 1973) accrue no additional benefits for years of service in excess 

of 35, even though they are required under the existing VSRS law to continue 

mak1ng contributions of' 5.51, of salary. As noted by Ken Campbell in his J\lly 

12, 1972 letter, one method of modifying the effects of the maximum on long­

service employees would be "to grade up the ceiling above 90"fo/75cfo for members 

retiring with more than 35 years of service, corresponding to the grading 

down provided for members with less than 35 years." 
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In our judgment, it would not be appropriate to grade the 

already generous maximum upward for members with more than 35 years of 

service. such a change would make it possible for an employee with 4o

years of service to receive combined benefits of 103% of the first $5,000 

of average final sal.a.ry and 86% of the excess. Since combined benefits 

of rougbly 8()% of finaJ. salary represent the continuance of l� of pre­

retirement disposable income, we believe that the combined benefits 

permitted under a maximum graded upward for more than 35 years of service 

would be excessive. 

other methods which might be considered to modify the effects 

of the maximum on long-service employees include: 

1. limiting contributions and benefits to a

maximum of 35 years of credited service

( or the breakpoint incorporated in the

maximum if other than 35 years}, and

2. refunding an employee's contributions

for years of service in excess of 35

for which he accrued no additionsl

benefits.

Both of the above alternatives raise a number of questions. For example, 

what final average salary would be used to determine the VSRS benefit pa:yable 

to members with more than 35 years of service, assuming that creditable service 

is limited to 35 years? What administrative proble!ll3 would be involved in 

attempting to re.fund contributions on an equitable basis for years of service 

for which no additional benefits were realized? 
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Perhaps more significant than the effect on long-service employees 
is the effect of the maximum on lover-salaried employees. Bec�e Social 
Security benefits are hea.vily weighted in favor· of the lower-paid, a maximum 
inclusive of primary Social Security benefits will generally apply to a larger 
proportion of the lower-salaried employees (unless the percentage limitation 
is couiderably lower for higher-salaried employees). Since the 1972 retire­
ment legisle.tion incorporates both the m - 75'-' maximum limit and a uniform 
5 .5'1, contribution rate for members at all salary levels, the new VSRS law 
ef'f'ecti ve July 1, 1973 specifically di scrimi.nat es against the lower paid. 

Employee Contributions 

'nle most direct method of achieving rough equity between the con­
tributions and benefits ot all members would be to amend the VSRS contribution 
·structure to take account of the greater imps.ct of the maximum on lower-salaried
employees. Table 3 shows the employee contributions to VSRS and VSRS and Social
Security cOll!bined in 1973 under various alternatives. The average contribution
to VSRS and Social Security combined as a percentage of an employee 's 1973
salary will vary depending on both the salary level 8lld the contribution basis,
as shown below:

$10,800 
Contribution basis or less il2z000 !15

1
000 i20

1
000 $�0

1
000 

New Law - 7/1/73 11.0'J,. 10.4% 9.5,,, 8.5,,, 7-5'-'
4'-' VSRS 9.5 9.0 8.o 7.0 6.o

7!% inclusive 7.5 7.5 7.5 7.5 7.5 
* incluaive 9.5 9.5 9.5 9.5 9.5 
8,,; on l!alary subject
to Social Security 
taxes 8lld � on excess 8.5 8.2 7,7 7.1 6.6 
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Salary 

$4,000 
6,000 
8,000 

10,000 

12,000 
15,000 
20,000 
30,000 

Salary 

$ 4,ooo 

6,000 

8,000 
10,000 

12,000 
15,000 
20,000 

30,000 

Table 3 

Member Contributions to VSRS 
end to VSRS and· Social Security Combined 

Under Various Contribution Rates 

New Law - 7L1L73
VSRS � 

$ 220 $ 44o

330 66o 

44o 880 

550 1,100 
66o 1,254 
825 1,419 

1,100 1,694 
1,650 2,244 

7-k inclusive 

Y§S.§. Total 

$ 80 $ 300 

120 450 
16o 600 
200 750 
3o6 900 

531 1,125 
906 1,500 

1,656 2,250 

Cal�dar Year 1973 

Existing Law 

·vsRS Total 

$ 154 $ 374 
264 594 

374 814 
484 1,034 

594 1,188 

759 1,353 
1,034 1,628 

1,584 2,178 

� i.nc1usive 
VSRS Total 

$ 16o $ 380 
24o 570 
320 76o 
4oo 950 

546 l,14o 
831 1,425 

1,3o6 1,900 
2,256 2,850 
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4i VSRS 

Y§!§. � 

$ 16o $ 380 
24o 570 
320 760 

4oo 950 

480 1,074 
6oo 1,194 
aoo 1,394 

1,200 1,794 

� ss - mover 

� Total 

$ 120 $ 34o 
180 510 
24o 680 

300 850 

390 984 
555 1,149 
830 1,424 

1,380 1,974 



The approximate percentage changes in 1973 employee contributions 

that would result f':rom the four alternative contribution bases shown in 

Table 3, as compared. with the contribution., required under the new VSRS law, 

are summarized below: 

$10,800 
Contribution basis or less $12z000 $15

2000 i20zOOO i30
2
000 

4% VSRS - 14% - 14% - 161, - 18',t; - 20'/,

7� inclusive - 32 - 28 - 21 - 11 + 0

* inclusive - 14 - 9 + 0 + 12 + 31
* SS - 5ii over - 23 - 22 - 19 - 16 - 12

If a policy decision is made to the effect th.a.t the overriding maximum 

should be retained. (perhaps in a modified. form), we believe that a contribution 

basis can be selected so that contributions bear an equitable relationship to 

benefits at all salary levels. The contribution structure ultimately proposed. 

will, of course, depend on the resulting increase in employel!' contributions , 

.Alternative Benefit Formulas 

The Board of Trustees may also decide to authorize a comprehensive 

study of the implications of .alternative benefit fonml.u. In our judgment, 

the broad alternatives which should be considered, with a number of specific 

desigDS for each, include: 

l. All-inclusive formal.as f':rom. which the primary"

Social Securl ty benefit, when pe;y"able, would

be subtracted in determining the pa;yment from

the retirement system.
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2. A formula based on a single percentage of final

average salary per year of service, calculated

independently of Social Security, but incorporating

an overriding maximum inclusive of the primary

Social Security benefit •

3. A formula based on a S"?,Dgle percentage 9f final

average salary per year o£ service, calculated

independently of Social Security.

4. A step-rate "integrated" formula, calculated

independently of Social Security but comprised

of a fixed percentage of :f'inal. average salary

up to the Social Security maxi rmun for contri­

butions and a higher percentage for the remainder

of final average salary.

5. A 5� offset formul.a, that is, a formula benefit

from which 5� of the primary Social Security

benefit, when payable, would be deducted in

determining the retirement system pa;ym.ent. 

We look forward to reviewing the major advantages and limitations 

of alternative benefit formulas with the members of the VSRS Study Committee 

at the August 2, 1972 meeting. 
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Proposed Retirement Legislation 

for consideration by the 

1973 Session of the General .Assembly of Virginia 

Since enactment of Chapter 568 of the Acts of .Assembly of 1972 

{approved .April 7, 1972), the Board of Trustees has conducted a comprehensive 

review and analysis of the benefit and contribution structure of Virginia 

retirement systems. Based on intensive study and detailed consideration of 

a number of alternative approaches, the Board submits this report which 

evaluates 1972 retirement legislation and outlines proposed changes in the 

provisions of Virginia retirement systems for consideration by the 1973 

Session of the General Assembly. 

1972 Retirement Legislation 

The retirement legislation enacted in 1972 provides for the 

folloWing major changes effective July 1, 1973: 

1. Eliminates the $1,200 exclusion so that both

benefits and �loyee contributions are based

on total annual salary.

2. Continues the employee contribution rate at 

� of salary (to be applied to total salary

effective J'Ul.y l, 1973).

3. Establishes a maxiJ:rum limit on state retirement

benefits plus primary Social Security benefits

equal to 90% of the first $5,000 of average

final compensation plus 75% of the excess for

employees with 35 or more years of service,

with the resultant maximum benefit from the
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state. system pro-rated in the case of employees with 

less than 35 years of ·service. (For judges with 35

or more years of credited service, the maximum 

benefit inclusive of primary Social Security benefits 

is 85% of average final compensation.) 

4. Provides a. lei increase in retirement benefits for

all pensioners and beneficiaries.

5. Guarantees that benefits payable for service

credited up to JUl.y 1, 1973 will never be less

than the amo1.lilt payable under the benefit formula.

in effect immediately prior to JUl.y l, 1973, and

that the total benefit payable will never be less

than this amount increased by 1()%.

The retirement legislation enacted by the 1972 General Assembly 

incorporates all of the changes proposed by the Board in February, 1972, 

with the exception of the reduction in the employee contribution rate. 

The Board is of the opinion that a reduction in employee contributions is 

essential to ensure the maintenance of an eauita.ble relationship between 

the benefits and contributions of all employees at all salary levels. 

Rationale for Maxi.mum Limit 

Recent changes in Social Security con:firm the basic soundness of 

the decision to establish a maximum limit on retirement benefits paid from 

Virginia systems plus Social Security benefits. The fundamental principles 

underlying the concept of a. maximum limit on total retirement benefits may 

be summarized as follows: 
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1. Changes in Social Security are beyond the

state's control.

2. Changes in Social Security may result in the

provision of combined benefits (Social Security

plus state Retirement System benefits)

substantially different from the in.tended

objective.

3. The combined benefits may prove to be excessive

in relation to an employee's pre-reti�ement

take-home pa_y, and in lil8IIY' cases would substantially

exceed 100% of take-home pay.

4. Retirement systems are regarded as long-te::in com­

mitments on the basis of which employees form

expectations; once a certain level of benefits

is enacted, downward adjustments of arry kind are

most difficult.

5. The 90'fo-75'fo maximum incorporated in the state

retirement law precludes an automatic drift

into excessive benefits and costs.

The significance of the maximum in precluding an automatic 

drift into excessive benefits and costs is clearly demonstrated. by recent 

events, particularly the 2o'fo inc?"ea.se in Social Security benefits enacted 

in July 1972 (effective September l, 1972). 

Without the maximu::n limitation, for example, an employee

retiring at age 65 on July l, 1973, with 35 years of service and an. average 

final salary of $8,000, would receive annual combined benefits of $7,200 -­

$4,200 frori the state system plus a primary Social Security benefit of about 

$3,000. The combined. benefit pa_ysble to this employee would have represented 

90'fo of his average final salary and about 125% of his pre-retirement take­

home pey. (These percentages would be higher for �loyees with average 

final salaries of less than � ,000 and lower for employees with average final 

salaries of more than $8 ,ooo.) 
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As a result of the 90%-75% inaxi:arum, however, this employee's 

combined benefit would be limited to $6,750 and the benefit payable from 

the State system would be $3,750. This is the benefit that would be. 

paid by the state system if the maximum applied to accrued benefits as 

well as to benefits ea.med a:f'ter July_ l� 1973. However, because the 

1972 legislation guarantees that benefits payable for service credited 

up to July 1, 1973 Will never be less than the amount pa,yable under the 

benefit formuJ.a. in effect immediately prior to July l, 1973 plus 1�, 

the State system benefit actually payable to this employee is $3,927. 

His actual combined benefit of $6,927 ·represents approximately 8'n of 

his average final salary and 120% of his pre-retirement take-home pay. 

Table l shows the State system benefits p�le to employees 

with average final salaries ranging from $7,500 to $15,000 and service 

periods ranging from 20 to 40 years , under both the present formula and 

the formula to become effective on July 1, 1973. 

The Board is of the opinion that the 90'fo-75% maxirrn,rn is generous 

in view of the following: 

1. Since an employee's take-home pay is, in round 

terms, 6� to 75% of his total salary (see Table 

2) , the maximum has the general effect of limiting

the combined retirement benefits for higher-paid

career employees to 100% of pre-retirement take-home

pa,y. For lower-paid career employees, the benefits

paid from the Virginia Supplemental Retirement

System plus primary Social Security benefits will

continue to exceed 10� of pre-retirement take-

home pay.
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2. Income tax laws contain special provisions for
persons 65 or older, including: double perscnal

exemptions under Federal and State laws,
nonta.xa.bility of Social Sec\!l'ity benefits under
Federal law, and nonta.xa.bility of state system
benefits under state law.

3. The :max:i.mlJm takes no account of Social Seci=ity
benefits paid to an employee's wife or child.

4. The max:i.mlJm does not apply until age 65 •

5. lfD.y post-retirement increases in State system
or Social Security benefits granted after age
65 will not be affected by the maximum; such
benefit i!lcre..ses will be paid in full to the
retiree.

Effects of Ma.x:i!!nll:l Limit 

The maximum limit incoroorated in the 1972 retirement legisla:ticn 

has no effect on the benefits earned by emoloyees uo to July 1, 1973·. In 
fact, emoloyees are gUaranteed that benefits na,yable for service credited 
uo to July 1, 1973 will never be less than the amount nayable under the 
benefit formula in effect immediately nrior to July l, 1973 nlus 10%. 

In the fUture, the maximum is likely to apply primarily to t.,,o 
groups of employees: those with low salaries and those with very long 
periods of service. 

The Social Security benefit has always been based on a "bent" 
formula which heavily favors the person with low earnings. This form:la 
is the result of a deliberate policy of utilizing the Social Secu..'"ity 
system to help eliminate poverty. 
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Because Social Security benefits are heavily weighted in favor 

of the lower paid, a m.a.x::i.mum inclusive of primary Social Security benefits· 

will apply to a larger proportion of the lower-salaried employees. The 

Board believes that the most direct method of achieving rough equity 

between the contributions and benefits of all employees is to reduce the 

employee contribution rate in a manner which takes account of the greater 

impact of the ma.xillium on lower-salaried employees. The Board urO'Ooses 

that, effective January 1, 1974, the employee contribution rate be 

reduced to 3% of that :portion of annual salary subject to Social Security 

taxes ($12,000 in 1974) and 5fr% of any excess salary. 

The CJO'fo-75% maximum applies to employees with 35 or more years 

of service and is pro-rated downward for employees with less than 35 

years of service. Consequently, a number of employees will accrue no 

additional credit for years of service in excess of 35 rendered af'ter 

1973. It is important to recognize, however, that such employees will 

earn. additional benefits for such service, because benefit,s are based 

on average final salary at retirement and not at the time an employee 

reaches the m-75c/o maximum. For example, an employee 'Who enters service 

at age 25 may reach the 90%-75% maximum at age 6o 'When bis average final 

salary is $8,000; however, his combined benefit will not be limited to 

$6,750 if he continues in service until age 65 and his salary increases 

during his last 5 years of service. If his salary increases 5% each year, 

his average final salary at retirement will be $9,283, and he will have 

earned an additional annual retirement benefit of $962 for his last 5 

years of service. 

Under existing retirement laws, all employees are required to 

contribute to the System regardless of whether they a.re accruing addi­

tional service credit. As noted above, however, employees 'Who do not 

receive additional. credit for yea.rs of service rendered af'ter reaching 

the 90%-75% maximum do earn additional benefits as a result of salary 

increases during such period of service. 
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The Board is of the opinion that legislation shoUld be enacted 

which recognizes that all employees are required to contribute to the 

System, but that certain employees accrue no additional credit for years 

of service in excess of 35 (even tho\lgh they earn additional benefits 

&.S a res�t of salary increases during such period) • To modify the 

effect of the maximum on loDg•service employees, the Board proposes 

that contributions made by any employee for years of service in excess 

of 35
2 

rendered a1'ter 1973 and after reaching the 99%-751, maximum, be 

refunded with interest in a lump sum at retirement if no additional credit 

is accrued as a result of such service. 

Proposed Reduction in Employee Contributions 

The Board proposes that, effective January 1, 1974, the employee 

contribution rate be reduced to 3cJ, of that portion of annual salary subject 

to Social Security taxes ($12,000 in 1974) and m of any excess salary. 

The .Board i'urthez: proposes that the employee contribution rate through 

December 31, 1973 remain at � of annUal salary in excess of $1,200. 

Because the 1972 legislation provides that the employee contri­

bution rate effective J\lly l, 1973 will be 5� of total salary, enactment 

of the proposal will result in a reduction in employee contributions equal 

to� of salary for all employees with an annual salary of $12,000 or 

less in 1974. The reduction a.s a percentage of saJ.ary is slightly lower 

for higher-paid employees: for example, 2.oc/o for a. $15,000 employee and 

1.5% for a $20,000 employee. 

A basic economic fact, which is frequently overlooked, is that a 

reduction in employee contributions results in a greater-than-proportionate 

increase in take-home pa;y. This is because present tax laws provide for 

the deduction of employee contributions � the appropriate amount of 

Federal and state income taxes has been deducted from total salary. Thus, 

reducing employee contributions results in a "tax savings" -- take-home 

pa;y goes up but the amount of income taxes remains unchanged. 
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The economic advantage of reducing employee contributions is 

illustrated in the schedule below, which compares the reduction in 

contributions a.s :percentages of total sal.ary and take-home :pa;y, assuming 

the :proposed 3%-5� employee contribution rate is enacted: 

1974 
salary 

$7,500 

10,000 

15,000 

Reduction in Reduction in contributions as � of: 

contributions* Total salary Take-home pBY** 

$187.50 2.5% 3.4% 

250.00 2.5 3.5 
300.00 2.0 2.9 

* Equals contributions based on 5 .51, rate to become
effective July l, 1973 minus contributions based
on :proposed �-5 .5'fo rate.

** Take-home :pey amounts are shown in Table 2 •.

Employer Cost 

Because of the 20% increase in Social Security benefits 

effective September 1, 1972, the 9<11,-75% maxi mum incorporated in the 

1972 retirement legislation will have a. Dlllch greater effect on System 

benefits than was anticipated when the original estimates of the State 

contribution rate under the revised System were made. The result would 

be a substantial d�rease in the required State contribution rate, if' 

no other changes were made. In lieu of so decreasing the State I s contri­

bution rate, the Boa.rd is of the. opinion that the employee contribution 

rate should be reduced as proposed above. Actuarial cost computations 

indicate that the Sta.te 's total contributions to the Systems for the 

1974-7q biennium, as previously computed, would remain adequate to 

support the Systems in that biennium if the amendments proposed in 

this report are adopted by the General A!sembly in 1973.
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SUmmary of Proposed Changes 

The Board believes that the rationale underlying �he benefit 

changes enacted in 1972 is fundamentally sound, and that enactment of the 

followillg changes is-essential. to ensure the maintenance of an equitable 

relationship between benefits and contributions for all employees: 

1. Effective January 1
2 

1974
2 

reduce the employee contribution

rate to 3% of that portion of annual compensation subject

to Social. SeC'.irity taxes ($12,000 in 1974) and W of any

excess compensation. The employee contribution rate through

December 31, 1973 should remain at 5:,% of annual comoensation

in excess of $1,200.

The January 1 effective date will greatly simplify the 

administration of state Retirement Systems, bec8l1Se Social. 

Security taxes are paid on compensation earned during a 

calendar year (for example, 5S� of the first $12,000 earned 

in calendar year 1974) • 

2. Provide that contributions made by aDY employee for years

of service in excess of 35, rendered after 1973 and after

reaching the 90$-75% maximum, be refunded with interest in

a lump sum at retirement if no additional credit is accrued

as a result .of such se.""Vice.

This proposa1 recognizes that it is inequitable to re­

q_uire all employees to contribute to the Retirement System 

at the same rate, when certain employees accrue no a.ddi tional 

credit for years of service in excess of 35 ( even though· they 

earn additional benefits as a result of salary increases

during such ?"':"'i.od) • 
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3. For employees who terminate service with a vested benefit,

provide that the maxi.mum will be applied af'ter adjusting

average final salary by the percentage change in the

Consumer Price Index between the yea:r of termination and

the yea:r of attainment of age 65.

The maximum benefit payable from the State Retirement 

Systems depends on a number of factors, including the amount 

of an employee's primary (or age 65) Social Security benefit. 

Under the existing law, an employee who terminates service 

with a vested benefit bas his maximum combined benefit 

determined on the basis of his average final salary at the 

time of termination. The proposed change takes account of 

the period between termination and attainment of age 65, 

by providing that a vested employee 's average final salary 

will be adjusted by the percentage change in prices during 

such period, and that the maxi.tmJm combined benefit (inclu­

sive of his prima..7 or age 65 Social Security benefit) 

will be based on his adjusted average final salary. 



Average 
:final 

salary 

$7,500 

10,000 

12,500 

15,000 

Table 1 

.Annual Retirement Benefits Payable by VSRS 

to Male Members Retiring at Age 65 

Annual VSRS benefit under: 
Yea.rs of 

New fo:nmla** w:. th ret::..rement at -
creditable Present 

service fornr.lla* 7-1-73

20 $1,890 $2,079 
25 2,362 2,599 
30 2,835 3,119 
35 3,3o8 3,638 

3,780 4,158 

20 2,64o· 2,904 
25 3,300 3,630 
30 3,960 4,356 
35 4,620 5,082 

5,280 5,8o8 

20 3,390 3,750 
25 4,238 4,688 
30 5,085 5,625 
35 5,932 6,562 
4o 6,780 7,458 

20 4,140 4,554 
25 5,175 5,692 
30 6,210 6,831 
35 7,245 7,970 

8,280 9,lo8 

* 1� of average final sa.la..7 :¢.nus $1,200 for eacil year
of service.

** 1M, of average final saJ.ary for each year of service
subject to 9ci-75i maximum inclusive of primary
Social. Security and benefit guarantee (present formula
plus 10%) as enacted in 1972.

*** Plus re:tund of all contributions made by me?llbe:::- a...4'ter 
1973 With interest, if contribution refund proposal.
is ena.cted. 

7-1-75 
$1,886
2,391 
2,912. 
3,430 
3,950**""

2,795 
3,494 
4,193 
4,892 
5,518*** 

3,750 
4,68a 
5,625 
6,562 
7,085*** 

4,500 
5,625 
6,750 
7,875 
8,653*** 

�: Members receive Social Security benefits in addition to
VSRS benefits shown.
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Table 2 

Relation Between Total Sal.ary and Take-Home Pay 

For Selected Single Employees 

Total salary (1974) $7,500 $10,000 

Personal exemption: 

Federal 750 750 

State 6oo 6oo 

standard deduction (Federal and State) 1,300 1,500 

Taxable income: 

Federal 5,450 7,750 

state 5,6oo 7,900 
Income tax: 

Federal. 995 1,530 

state 150 265 

Social Security tax (5.85% to $12,COO) 439 585 

VSRS contribution (5.5$ eff. 7-1-73) 413 550 

Tak�-home pay* $ 5,503 $1,010 

Take-home pay as percent 
of total sel.ary** 73.4i 70.rfo

* Take-home pey amounts do not take account of
deductions for such items as life insurance
and hospital and medical insurance.

** These percentages, which are based on a VSRS 
contribution rate of 5 .5$ of total salary, 
'Will increase if the VSRS contribution rate 
is reduced. 
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$15,000 

750 

6oo 

2,000 

12,250 

12,4oo 

2,703 

493 
702 

825 

$10,'iffl 

68.5% 
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SUMMARY 

Why are state and local public employee pension 
plans often said to be financial "time bombs" in our 
system of public finance? 

Are their benefits way out of line with those in the 
private sector? 

Are there guidelines or tests that can alert us to 
pension problems before a financial crisis results? 

What steps need to be taken to help ensure their 
integrity? 

Public Retirement Benefits vs. 
Private Retirement Benefits 

Strict comparison between public retirement bene­
fits and private retirement benefits is a complex 
task. Most public employees contribute to their re­
tirement plans, most private employees do not. And 
only about half of the employees in private industry 
are under a pension plan, but: 

• Should public retirement systems encourage re­
tirement earlier than age 62?

• Should state and local governments be allowed to
participate or not participate in Social Security as
they choose? Is this fair to private organizations and
employees who are compelled to participate?

• Should total retirement benefits be permitted to
exceed 100 percent of preretirement income as is
the case in many public systems?

• Or, would it be wise to link public employee re­
tirement plans to a dynamic Social Security system
in a way that controls the total retirement income
paid to retired public employees?

• And while some adjustment for increases in the
cost of living may be a desirable feature in any plan.
should not the public be protected from unwar­
ranted expansion in costs by imposition of a "cap"
on the amount of such increases?

• Is it in the public interest for police and fire pen­
sion plans to be so much "richer" than those for
other employees?

Signals of Funding Trouble 

The closer a fund progresses toward being fully 
funded, the better its condition. If a fund is making 
little or no progress toward being fully funded, it 
may be in trouble. If its progress is backward-away 
from being fully funded - there is good cause for 

concern. Actuaries and accountants should be able 
to develo·p a means for flashing these danger signals 
in a way that public officials can understand. 

Few public employee retirement systems are actu­
ally operated on a dangerous "pay-as-you-go" 
basis, but some are precariously close to such a 
practice because their governmental sponsors have 
skipped payments into the fund in order to balance 
their own budgets during difficult years. 

While the idea of full funding is useful, and certainly 
distinguishes the exceptionally well-financed sys­
tem, there are often good and necessary reasons for 
the existence of unfunded accrued liabilities. If they 
are founded on sound actuarial assumptions and 
there is steady progress toward full funding of obli­
gations as they are incurred, there is probably little 
cause for concern. However. actuarial assumptions 
are by definition uncertain and subject to change 
and should be constantly evaluated. 

Conclusions 

(1) It is probably not unreasonable for the combina­
tion of a public pension and Social Security to pro­
vide a retirement income for the long-service em­
ployee that is approximately equal to preretirement
incomes. But it is imperative that public pension
systems be designed to take Social Security pay­
ments into account.

(2) Full funding should not be the single guiding
standard in evaluating the fiscal soundness of a
pension system.

(3) Fiscal prudence dictates that communities en­
deavor to err on the conservative side in their fund­
ing and thus accumulate pension assets rapidly.

(4) Budgetary planning is facilitated by a funding
method that maintains pension contributions as a
constant percentage of payroll.

(5) Whatever the funding method used, it should
yield accurate estimates of the costs of proposed
benefit changes.

(6) As noted by the Advisory Commission on Inter­
governmental Relations, underfunded pension sys­
tems of local governments may be a threat to their
financial health. In view of the political obstacles at
the local level connected with achieving adequate
funding, it might be wise to bring these systems
under state operation.
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INTRODUCTION 

As a broad generalization, it is fair to say that until 
quite recently the subject of public employee pen­
sions was one of the lesser publicized aspects of 
governmental affairs. 1 With the obvious exceptions 
of pension system administrators, actuaries. and 
other professionals involved in the operation and 
management of public pension systems, few in state 
and local government had more than a superficial 
acquaintance with or interest in such matters. True, 
most public employees - including legislators· -
were aware that they could look forward to a lifetime 
public pension starting sometime after their public 
careers ended. But few observers saw public pen­
sions as more than a "fringe" benefit. Nor did many 
see pensions as being responsible for more than a 
miniscule share of the budgets for state and local 
governments. 

Now, however, things are much different. Hardly a 
week passes without the appearance in some mass 
circulation publication of another article describing 
the "disaster" that awaits some city or state and its 
taxpayers because of what are said to be the ex­
travagant pensions being provided to the jurisdic­
tion's employees. Governors, mayors, and state and 
local legislators are expressing alarm about mount· 
ing pension liabilities. They bemoan the fiscal bur­
den said to be caused by their predecessors' alleged 
predilections to approve pension benefit improve­
ments with carefree abandon and without attention 
to their budgetary implications. Taxpayer watchdog 
groups, too, are turning their attention to these mat· 
ters as they become aware that public employee 
pensions can account for a sizable portion of gov­
ernment outlays. Citizens are becoming hostile and 
resentful as claims are made that public employee 
pensions, pensions paid for with their tax dollars, 
are far more generous than those they receive them­
selves. Even public employees are beginning to 
question whether the money will be there when they 
retire. 

Federal officials and members of Congress also are 
concerned about the growing cost of state and local 
public pensions and the way in which public retire-

'One of the first, if not the first, comprehensive treatments of the 
conceptual aspects of public employee retirement systems was 
Thomas P. Bleakney, Retirement Systems for Public Employees 
(Homewood: Richard D. Irwin, Inc. for the Pension Research 
Council, 1972). This book, along with Robert Tilove, Public Em­
ployee Pension Funds, A Twentieth Century Fund Report (New 
York: Columbia University Press, 1975) is essential reading for 
anyone who is seriously concerned with understanding public 
pension issues. 

ment systems are managed. For example, both the 
President and the Secretary of the Treasury, during 
the course of their efforts to keep New York City from 
bankruptcy, have commented disapprovingly about 
the generosity and the cost of that city's pensions. 
United States Senators speak to gatherings repre­
senting the financial community and warn about the 
"financial time bombs" created by public employee 
pension commitments. Indeed, some observers 
think the matter is serious enough to justify federal 
legislation to regulate state and local pension sys­
tems in much the same way as private pension sys­
tems are regulated. Clearly, any issue that might· 
lead to federal supervision of a state or local gov­
ernment instrumentality is sufficiently important to 
deserve close examination. 

The Level of Public Employee 
Pension Benefits 

On the benefit side, more needs to be known about 
the level of public pensions than can be gleaned by 
reviewing the anecdotal and perhaps atypical re­
ports that garner the major publicity. A host of fun­
damental questions require answers. For example: 

• Are public pension benefits usually higher than
those awarded to private industry employees?

• And if public pensions are higher, does this neces­
sarily mean that they are too high?

• How good is the retired public employee's income
relative to his earnings prior to retirement?

• What is the proper minimum age for retirement?

• Should police and firemen receive pensions while
in their forties and fifties?

• Is public policy best served by exempting state and
local governments from mandatory Social Security
participation?

• Should retirees be eligible to receive cost of living
adjustments?

• What are the objectives or purposes of pensions?

The Cost of Public Employee 
Pensions 

Why just now is there so much concern about pen­
sion cost and financing? If public pensions are as 
generous and expensive as alleged, why did this not 
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show up long ago in the form of expenditure and tax 
increases? After all, public pensions are not a new 
invention. What is it about pension benefits and 
their financing that leads to metaphors like "finan­
cial time bomb"? Has the problem been that pen­
sion costs and financing are largely in the domain of 
actuaries, and is this a domain where the layperson 
has no business being? Are we, in effect, captives of 
the occult? 

Captives or not, cannot public officials and others 
who are concerned be equipped with guidelines or 
tests that would alert them to incipient pension fi­
nance problems in time to prevent fiscal crises? If, 
as some argue, pension commitments have usually 
been made with little consideration for their cost 
implications, what can be done now to assure that 
this does not happen again? 

Objectives of the Paper 

This paper is concerned with some pressing issues 
in state and local pension benefits and their financ­
ing. Its primary objectives are to identify some mat­
ters that deserve the careful attention of poli­
cymakers; to suggest appropriate lines of inquiryfor 
those who are evaluating a jurisdiction's pension 
benefit package and its method of financing the 
benefits; an.d to clear up some of the confusion that 
makes it so difficult to comprehend pension issues. 

The first section looks at the benefit side of public 
pensions. Its central concern is the often-expressed 
allegation that public pension benefits are too high. 
It surveys several of the major problems that are 
encountered in evaluating the level of pension bene­
fits, and it raises questions concerning the objec­
tives that pension plans ought to serve. 

In the second section, the focus moves to issues· 
involving pension cost measurement and pension 
finance. Since it is frequently claimed that public 
pensions have been permitted to become so gener­
ous because legislators do not understand the full 
budgetary implications of what they are asked to 
approve, this section provides an introductory guide 
to pension cost measurement and funding. In addi­
tion, several of the major issues involved in devising 
a prudent plan for financing pension benefits are 
enumerated. 

Finally, oritif attention is given to some evidence that 
poorly funded local retirement systems are threats 
to the financial stability of the governments respon­
sibie r . � thtlm, and that the threats are suffic1E:miy 
serious to justify intervention by a higher level of 
government. 

2 

ARE STATE A ND LOCAL 

GOVERNMENT PENS·ION 

BENEFITS TOO HIGH? 

It would be useful if one could speak of the "typical" 
pension benefit package provided to a state or local 
government employee. But since public employee 
retirement systems number in the thousands and 
provide such a diverse array of pension plans. any 
attempt to depict the typical plan runs the risk of 
providing a picture that is suitable to very few plans. 

Acknowledging these problems and qualifying his 
descriptions accordingly, Robert Tilove has re­
viewed large state and local pension plans and de­
veloped a profile of the typical benefit package.2 

Among the features of Tilove's package are: 

• A normal retirement benefit at age 60 after 10 years
of service;

• A normal retirement benefit equal to 50 percent of
final average salary (the best five salaries during the
last 10 years) after 30 years of service;

• An early retirement benefit at age 55 after 10 years
of service that is the actuarial equivalent of the nor­
mal retirement benefit paid at age 60;

•A disability benefit after 10 years of service (no
service requirement if disability is job-related) equal
to the greater of 25 percent of final salary or the

normal retirement benefits;

• Death benefits if death occurs before retirement;

• Options that permit a retiring employee to reduce
his own annual benefit in exchange for a benefit
payable to his survivor;

• Cost of living adjustments to retirement benefits of
up to 3 percent annually;

• Required employee contributions equal to 5 per­
cent of salary; and

• Social Security coverage in addition to any pen­
sion system benefits.

Despite the value of this general profile, it is some­
times necessary or desirable to compare a particular 
jurisdiction's benefit package with the packages 
furnished in other jurisdictions that have similar 
characteristics (e.g., all states, a group of large 
cities, a group of governments whose employees 
are unioni.zed, governments in a geographic re­
gion). While such comparisons are valuab:e, there 

2Tilove, Public Employee Pension Funds, ch. 2. 



are several reasons why they may not y ield categori­
cal concl usi ons on the  relative " ri chness" of each of 
the several plans compared . 

Hazards in Compa ring Pension 
Plans 

For example, s i nce pension plans contai n so  many 
separate features and elements, i t  is l i kely that com­
parisons w i l l  not reveal any one plan that is best (or 
wo rst) in terms of every element. Hence , the most 
that may be possible in some cases is to reach a 
q u al if ied judgment about a p lan 's  re lative r ich ness 
on the basis of arbitrary d ecisions about th ose ber 1e­
fits that are most important frorr. the employee's 
perspective. 

Of course, i t  does not necessarily fol low that the 
preferred plan as seen by the employees is also the 
most costly. For exam ple , suppose that o ne retire­
ment system (with benefits otherwise identical to 
t hose offered by a second system) prov ides  a 
su perior benefit for a job-related disabil ity. Further, 
su ppose that only a very smal l  percentage of em­
ployees in the system with the superior d isabil ity 
benefit qualify for disabi l ity benefits, whi le jobs of 
members of the second system are sufficiently 
h azardo u s  that a su bsta nt ia l  pro portio n of em­
ployees qualify for disabil ity pensions. Then. assu m­
i n g  there is no cost d ifference between any of the 
other elements of the  two pension packages, the 
plan with the infer ior  d isabi l ity benefit would cost 
more. Wh ich plan provides the h ighest benefits ? 

As another exam pie of the potent ia l  ambiguities that 
arise in benefit comparisons, consider two p lans 
with identical job-related d isabil ity benefits, say 75 
percent of salary earned at the t ime of d isabi l ity, and 
with members subject to similar degrees of risk. 
Assume that an employee in each system has a job­
related permanent inju ry and that each appl ies to his 
respective system for d isabi l ity reti rement. Eac� 
employee must present medica l  evidence satisfac­
tory to a review board to qual ify for a disab i l ity pen­
sion. Suppose one p lan 's review board establ ishes a 
much less rigorous standard for d isabi lity. One em­
p loyee may be granted his disabi l ity pension while 
the second may be forced either to return to work, 
perhaps at a physically less demand ing task, or to 
quit without any benefits.3 A comparison of plan 
descriptions wou ld  have led to the false concl usion 
that both plans provided equivalent benefits. 

"The example is not farletche.:l . Disabi l ity r!:!view boards in  New 
York City and Was ngion.  O.C . .  are :'IOtorious tor :hei r  willing­
ness to approve disab i l ity pensions :or pcl lce ar.t' firemen. 
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Regular (Norma l)  Service 
Reti rement Benefit Replacement 
Rates 

Hazards and ambiguities notwithstand i ng, it  is rea­
sonable to want to know how plans compare i n  
terms o f  what they offer t o  el ig ible employees. And 
with appropriate qual ifications. elements of pensi.on 
plans can be compared. 

The central element of a pension plan is the regu lar 
service ret i rement benefit Determination of when 
an employee first becomes el ig ib le may be based 
str ictly on age, on years of service, or on some com­
bi nation of age and servi ce. G iven the wide diversity 
in el igibi lity requirements found among publ ic em­
p loyee pension plans, i t  is usefu l in making com­
parisons to consider a variety of ages and/or years of 
servi ce and to determine what benefits, i f  any, a 
particular  plan provides i n  each situation. 

Moreover, since most normal retirement benefits in 
publ ic plans are a function of years of service and a 
percentage of final average salary, it is helpfu l to 
make comparisons on the basis of the percentage of 
salary replaced by the benefits. By convention , th is 
percentage is called the replacement rate or ratio. 

To i l lustrate, replacement rates for fo u r  age/years of 
service combi nations have been computed for gen­
eral employees in eight major cities (see Table 1 ) .  
These replacement rates eq ual g ross ret i rement 
benefits div ided by an assumed final year gross sal-

TABLE 1 

REGULAR SERVICE RETIREMENT 
BEN EFITS AS A PERCENTAGE 

OF FINAL YEAR'S SALARY 

20 Yean' 25 Years' 25 Years' 30 Yem' 
Service, Service, Service, Service, 
Age 60 Age 55 Age 60 Age 60 

Atlanta 34.9% 38.7% 46.5% 
Chicago 33.2% 30.1 43 .0 52.8 
Dallas 38 . 1  47.7 57.2 
Detroit 32.6 40.6 48.5 
Los Angeles 40.0 N/A 50.0 60.0 
New York Cityt 33.3 43 . 0 48.2 57.5 
Philade lphia 45.5 52.3 52 . 3 59. 1 
Washington, 0 .C. 34.5 44.1 53 .6 

NOTE: Estimates are based on $1 5 ,000 salary in final year and past 
salary increases of 5 percent annua lly . 

NIA - lnformalion net available. 

"Nol possible - does nol meet 101 ind/or service requlremenn. 

tEsllmeles are for Career Pension Plan members. Benefits tor sanitation 
and transit •orklrs are generally higher. 
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ary of $1 5.000. The rates show that a city's ranki ng 
varies d epend i ng on the particu lar  age/years of ser­
v ice comb i nation .  No city is f i rst for al l  comb ina­
t ions, and none is last in every instance. 

Pension Replacement Rates a nd 
Disposable Income 

Replacement rates measured as the ratio o f  gross 
pension benefits to g ross salary are useful i nd i ­
cators of  the relative amount of gross salary pro­
duced by pension plans. B ut it is necessary to make 
several adjustments to both pre- and post retirement 
gross income i n  order to obta in  an accu rate mea­
su re of the net or disposable income available to the 
retiree relat ive to his disposable i ncome at the t ime 
of ret i rement. Preretirement g ross salary m ust be 
reduced to reflect deductions for employee pension 
contributions. i ncome taxes, and Social  Secur ity 
taxes (where appl icable) . Postretirement gross i n­
:::ome (i .e . , pension benefits) must be reduced for 
i ncome taxes and i ncreased for Social Secur ity 
benefits (where applicable) . 

Aga in  usi ng general employees of the e ight  c it ies 
i ncl uded i n  Table 1 ,  net re placement rates have been 
computed for an e m ployee at age 62 and age 65 with 
30 years· service (see Table 2) . Gross replacement 
rates have also been com puted for com parative 
pu rposes. 

TABLE 2 

ANN UAL SE.RVICE RETIREM ENT BENEFIT 
(AFTER TAX) AND SOCIAL SECURITY BENEFlr .. 

Age 62tt 

Atlanta· · 53% (46%) 
Chicago .. 61 (53) 
Callas••  64 (57)
Oetroij 1 06  (48)
Los Angeles•• 67 (60)
New York City 1 1 8  (58)
Philadelphia 1 18 (59)
Wash ington, D.C .  • •  63 (54)

Age 65tt 

54% {46%) 
62 (53)
64 (57) 

1 1 6  (48) 
68 (60)

1 27 (58)
129 (59)
64 (54)

"Olapo&able ncome before r•ttrement for emptO)'Nt wit.II 30 years ol 
MNlee baaed on $15,000 QIOS6 Mlary leu lederal I ncome tun. i,enalon 
contributions and aoclal ncur1ly contrlbutlon1 (where appllc:allleJ. ES11-
mat.s lor N- York City and Washing ton alao reflect d..Sucllon, tor state 
and/or local Income tu.ea. 

Boll• belore-and-a!ter•rel lremen\ d isposable Income bUld on assump­
llon 01 ma.med couple with no children, joint 111tum. 111ndard deduction. 
and el<tnl exemption at age 65. 

TSociaJ Security paymenis are eslimates lor employees who wotk during 
1976 and begin collect ng benefits in 1 9n. Payments are lnclusl.,.. ol t>ot!I 
primary and ll)Ouse's bonolit. 
· ·Employees are not covered by Social Security. 

t1Perce1T119eS In ( J 1118 gros,, pension benefits divided by $15,000. 

Ignor ing the etlects of a l l  adjustments except Soci a ! 
Security payments. it is ob·, ious tnat So cial  S8c:..i r: ;y 
coverage is enormol;s;y ; mportant :n c erer� i ning 
the adequacy of a retiree's d i sposable i ncome. I n ­
deed , the ret i red pub l ic employee who also receives 
Social  Secu rity coverage is l ikely to have more pu r­
c hasing  power as he beg ins  ret i rement than before 
he retired . Without Soc ial  Secu rity coverage , a re· 
tiree's disposable income is going to fall drastically 
short of the amount req u i red to mainta i n  par i ty w1m 
his disposable income j u st pr i o r  to ret i rement. 

Determining the Adequacy of 
Retirement I ncome 

The contrast j ust observed between net replace­
ment rates for publ ic employees with Social Secu· 
rity coverage and th ose without such cove rage 
raises an issue about plans to provide ret irement 
income : What objectives should a good retirement 
prog ram accompl ish? 

I t  was suggested earl ier that a pension plan could 
(shou l d ?) be viewed as more than a mere gratu ity or 
a form of defe rred co mpe nsation. A pension plan 
m ight be viewed as servi ng an important social ob­
jective; namely, to ensu re that a long-service em­
ployee (and any employee who is physical ly Incapa­
ble of conti nuing to work) wi l l  be able to l ive as well 
after retire ment as before. Presu mably, few wou ld  
object to  such a goal , a t  least i n  i t s  general form.� 

Yet it is one th ing to agree on the general standard 
and qu i te another to decide exactly h ow close re­
t i rement income shou ld come to replacing prere· 
t iremen! i ncome. Should ret irement income be ex­
pected to do the entire job? Or should ret i rees be 
expected to pay a portion of thei r l iv ing costs out of 
personal savings? One m ight argue thc1t i t  depends 
o n  how much was earned d u ring a person 's work ing 
career,  the assumption being that the higher the 
earnings h istory the greater the l ikelihood of ac· 
cumulated resou rces to d raw upon . But wou ld  such 
a test identify many who did not "deserve" a retire­
ment Income that repl aced 1 00 percent of prere­
t i rement i ncome? After al l , the majority of pub l ic  
employees i n  most jurisd ictions have not  been earn­
ing and probably neve, wi l l  earn salaries at a level 
that would enable them to accu mulate any substan­
tial nest egg. 

•Th is  objective has been endorsed by New York State's Perma·
nenl Commission on Pub l ic Employee Pension and Retirement
Systems. See the Commission's Report iSStJed in January 1973.



Perhaps the operational standard could be that net 
replacement rates (inclusive of any Social Security 
benefits) not exceed 100 percent and that a re­
placement rate much belcw 80 percent for em­
ployees earning less than $15,000 (in 1976) would be 
one indication that the retirement plan had de­
ficiencies. Such a standard has the virtue of allow­
ing some flexibility on the lower side of 100 percent. 
It also has the virtue of suggesting that taxpayers not 
be expected to provide a public employee with an 
extra reward for retiring. 

Some might suggest that a better standard is the net 
· replacement rate prevailing in private industry. Why
should the public employee do better than the pri­
vate sector employee? Despite its appeal to some
observers, this view has its shortcomings. First,
since only about 50 percent of private industry em­
ployees are covered by pension plans (in contrast to
almost all full-time public employees). it is not clear
what the prevailing rate in private industry means.
Second, most public employees contribute toward
the cost of their pension plans while most private
industry employees do not. Hence, an accurate
comparison of benefits would require some adjust­
ments in the nominal replacement rates. Third,
should any public plans found to be below the pri­
vate industry prevailing rate be raised accordingly?
This might be very costly for the state and local
governments involved. Finally, if there is a valid case
for at least aiming toward 100 percent replacement
rates for long-career employees, then the emphasis
should be on raising private industry replacement
rates instead of trying to lower those public plan
replacement rates that do not exceed 100 percent.

When Should Public Employees Be 
Eligible to Retire? 

Even if there were a consensus about the appropri­
ate replacement rate for a long-career employee's 
retirement income, the question would remain of 
when an employee should become eligible for regu­
lar (or reduced) benefits. Tilove's examination of 
prevailing practices in the public sector revealed, 
among other facts, that age 60 as a minimum age is 
the norm ("The most common single age ... ")Sand 
that there was a trend toward awarding benefits at 
any age to employees with 30 or more years of 
service. 

It is not clear what, if any, policy objective is served 
by encouraging employees to retire below age 62 

5Tilove, Public Employee Pension Funds, p. 13.
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when reduced Social Security benefits can be col­
lected. Perhaps this is an aspect of the public em­
ployee pension package that amounts to no more 
than a sweetener in the terms of employment. 

Of course, it is sometimes said that the incentive (by 
way of early age pensions) to retire early is good 
public policy because it clears out employees whose 
productivity is diminished. Yet it is virtually impossi­
ble to find objective support for the view that the 
typical employee in a nonhazardous job suffers sig­
nificant impairment of abilities when he reaches the 
55-to-60 age range.

The Public Employee and Social 
Security 

Unlike private industry, where participation in the 
Social Security program is mandatory, state and 
local governments can choose whether to partici­
pate. Moreover, having participated, they have the 
additional option of withdrawing from System 
membership. This special treatment has. always 
been a source of controversy among specialists. 
Now, the matter has reached a new level of promi­
nence with New York City's announcement of its 
intention to withdraw from the Social Security pro­
gram as a way to reduce expenditures. There has 
been speculation that New York's move would trig­
ger a multitude of withdrawals, perhaps impairing 
the basic financial structure of the System. Con­
gress has already held hearings to explore the 
ramifications, public employee groups in New York 
City are vigorously opposing the city's planned 
withdrawal, and informed observers feel that some 
modification in current law is required if chaos is to 
be avoided. 

The reason why some state and local governments 
decline Social Security participation is its cost. 
Some claim they cannot afford it. Others argue that 
they can provide equivalent coverage at lower cost. 
Obviously, the "cannot afford it" argument is not 
one that can be evaluated objectively. Whether the 
other argument has any validity is difficult if not 
impossible to determine, given the enormous vari­
ety of benefits included under Social Security and 
the uncertainty as to what future changes will be 
made in the program. 

To allow state and local governments to participate 
or not as they prefer and to withdraw after a period 
of participation is grossly unfair to those who are 
compelled to participate. The unfairness comes be­
cause mammoth loopholes in the Social Security 
program enable employees of nonparticipating 
jurisdictions to gain eligibility for Social Security 



benefits at disproportionately low cost. For 
example: 

• By moonlighting. or by virtue of a brief period of
private sector employment, present or former em·
ployees of nonparticipating governments can gain
eligibility for Social Security benefits that are dis­
proportionately large relative to the contributions
they make:

• Employees who have Social Security coverage for
only a comparatively short period before their gov­
ernment employer withdraws from the System re­
main eligible for benefits that are far better per dol·
tar of contribution than those provided to persons in
the System for their entire careers;

• Public employees whose employers no longer par­
ticipate may have their ultimate benefits enriched
even after the date of withdrawal - at no additional
cost to them.

As an aside, it should be noted that the opportunity. 
to withdraw - that is granted exclusively to state 
and local governments- provides them with a one­
time, ace-in-the-hole budget balancing device that 
probably would have kept many private firms out of 
the bankruptcy courts had they had the same 
privilege. 

Whether the above inequities can and will be toler­
ated much longer is an issue that is certain to be 
debated with increasing intensity. It is possible that 
the Congress will decide to settle the issue by man­
dating full coverage for all public employees. Or, 
Congress could decide to enact measures that will 
close some of the loopholes favoring employees of 
state and local governments who never participate 
or who withdraw from participation. Additionally, it 
has been suggested that some of the financial bur· 
den of the Social Security program be financed out 
of general tax revenues. Were this latter change to 
be made, it would mean that the federal income 
taxes paid by nonmembers would help finance So­
cial Security benefits. Suffice to say that some in· 
formed observers view the optional arrangement for 
state and local governments as socially undesirable. 
Perhaps state and local governments would do well 
to admit to the inevitability of change in the Social 
Security program and then prepare to participate in 
the deliberations that will determine the nature of 
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Relating a State or Local Pension 
Plan to Social Security 

Notwithstanding the very cogent arguments in favor 
of a universal Social Security System, it must be 
recognized that any participating employer must be 
concerned about the rapidly mounting costs of So­
cial Security. In short, the employer's pension plan 
must be accommodated to the Social Security bene­
fit program. Otherwise, the cost of a significant por­
tion of the total retirement package furnished to 
employees will literally be out of the employer's con­
trol. Furthermore, the effect of coupling a steadily 
richer Social Security benefit package to the em­
ployer's pension package would be to lose control 
of the size of the total replacement rate. 

If, as was suggested above, total retirement benefits 
should not exceed preretirement income, the failure 
of most participating governments to tie their pen­
sion plans to Social Security is already having unde­
sirable consequences. The effects will become even 
more serious as the full impact of Social Security 
benefits enrichment is realized. Irrespective of what 
a jurisdiction's policymakers think the desirable re­
placement rate should be, they must bring it under 
control if they are to be able to do anything about the 
growth in a significant expenditure item. It is essen­
tial to connect their pension plan's benefits with 
those furnished under the Social Security program. 

Linking a pension plan to a dynamic Social Security 
program is a complex undertaking, and a variety of 
approaches have been and are now being designed. 
One of the most recent approaches to the problem is 
a central feature of a major pension benefit package 
recommended for New York's public employees by 
the state's Permanent Commission on Public Em­
ployee Pension and Retirement Systems.6 A review 
of that proposal should be instructive to others tac-. 
ing the problem. 

The New York Pension Commission has recom­
mended a benefit formula that explicitly coordinates 
the public pension element of the total retirement 
package with the Social Security element. The key 
feature is the automatic subtraction of 50 percent ?f 
any Primary Social Security benefit from the gross 
benefits provided by New York's own pension plan. 
Thus, as Primary Social Security benefits increase in 
the future, the share of any total retirement benefit 
to be provided by state and local retirement systems 
in New York would decline. 

6See the Commission·s Recommendatior, for a New Pension 
Plan for Public Employees: The 1976 Coordinated Escalator Re­
tirement Plan. March 1976. 



The basic benefit formula proposed by the Commis­
sion is: 

(2 percent x years of service) less (50 percent of 
Primary Social Security attributable to New York 
earnings) plus (100 percent of Primary Social Secu­
rity) plus (100 percent of spouse's benefit). 

To illustrate, consider a single employee who retires 
in 1977 at age 65 after 30 years of service and whose 
highest consecutive 3-year average salary is 
$15,300. His benefit would be: 

Total Benefit $11,507 = 75 percent of final average salary 

New York Pension 6,853 = 45 percent of final average salary 

Social Security 4,654 = 30 percent of final av11rage salary 

The total benefit of $11,507 or 75 percent of final 
average salary is approximately equal to after-tax 
income immediately prior to retirement. If the em­
ployee has a spouse. the spouse's Social Security 
benefit of $2,327 (50 percent of the Primary Social 
Security amount) would raise the total benefit to 90 
percent of final average salary. 

Whether the New York approach is the one for other 
public retirement systems remains to be deter­
mined. But it does offer a solution for jurisdictions 
providing dual coverage (i.e., a pension plan and 
Social Security). 

Postretirement Cost of Living 
Adjustments 

The inflationary surge of the early 1970s has 
triggered appeals from and on behalf of retirees who 
maintain they, too. need insulation from rising 
costs. And one might reasonably question whether 
it makes much sense to worry about goals for pen­
sion plans, replacement rates, and the like if no 
provision is going to be made for offsetting in­
creases in the cost of living subsequent to the time 
when an employee retires. Given the choice, there 
must be many current and prospective retirees who 
would willingly accept a lower i.nitial benefit than 
that now provided in exchange for some guarantee 
of automatic benefit escalation when prices rise. 
Despite the merits of the principle that retirees de­
serve some protection from inflation, it does not 
follow that state and local governments can be ex­
pected to insulate totally their retired employees. 
The few state and local governments that have pro­
vided full insulation are certainly paying dearly now. 

A premise that must control all aspects of pension 
plan design is that no government should make 
commitments for future expenditures that cannot 
be accurately estimated. Logically then, postretire-
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ment benefit adjustment provisions should include 
a limit or cap on the maximum yearly percentage 
increase that might have to be made.7 But once such 
a limitation is included, there seems to be no reason 
why a cost of living adjustment provision should not 
be an element of a pension plan. 

Special Problems in Police and Fire 
Pension Benefit Plans 

Up to now, this discussion has omitted any refer­
ence to police and fire pension plans. However, it is 
important to devote some 'attention to these plans 
because of their rich benefits and high cost. 

Usually police and firemen are permitted to retire at 
early ages and after short work careers. Some plans 
simply require that police and firemen serve for 20 or 
25 years, after which time they are eligible for 50 
percent or more of their final salary. Other plans may 
also attach an age minimum. though the age is usu­
ally below that required for other employees in the 
jurisdiction. 

Although equity issues between public and private 
employees could be raised in connection with 
police and fire pensions, the more immediate issue 
involves the high cost of these pensions - it is not 
unusual for such pensions to cost a jurisdiction 40 
to 50 percent of police and fire payroll expenditures. 
In view of the high costs, it would seem appropriate 
for public officials to review their jurisdiction's 
police and fire pension plans and to determine 
whether the conventional rationale for the plans' 
rich benefits is appropriate in the context of their 
community.a Among the issues to be considered: 

• Are there sound reasons for encouraging police
and firefighters to retire at ages when most em­
ployees have yet to reach the peak of tneir careers?

• Are there differences between police work and
firefighting in the inner city and in the suburb and
rural village that justify drastically dissimilar pen­
sion arrangements?

• If there are valid reasons for not having police and
firefighters who are in their late forties and fifties on

'See Edward H. Friend, "Hidden Bombshells in Cost-of-Living 
Adjusted Pension Benefits and Postretiremcnt Health and Wel­
fare Plans ... Annual Conference Proceedings of the International 
Foundation of Employee Benefit Plans (1974), pp. 92-99. 

'See Tilove. Public Employee Pension Funds. pp. 234-237: and 
Edward H. Friend." An Approach to the Rising Costs of Police and 
Fire Fension Systems," in National League of Cities et al .. Pen­
sions for Policemen and Firemen. LMRS Special Report, 1974. 



standard patrol duty and manning the firehouses, is 
it most economical to give them a pension and send 
them on their way? 

• Are the comparatively generous police and fire
pensions in a particular community just another
form of compensation for hazardous duty and phys­
ically taxing work? If this is the case, is there any
reason why the compensation should not be pro­
vided up front as salary?

FINANCING STATE AND 

LOCAL GOVERNMENT 

RETIREMENT SYSTEMS9

Pay-As-You-Go vs. Actuarial 
Funding 

The retirement benefit component of employee 
compensation costs is unique among the various 
elements that make up a jurisdiction's current oper­
ating expenditures. The uniqueness results from the 
deferred nature of the obligations or liabilities being 
accrued by the employer. Employees accrue claims 
to benefits. (sometimes absolute and sometimes 
conditional on the event taking place) gradually 
throughout their working careers, but they do not 
begin collecting them until sometime after their 
careers have ended. 

Thus, it is possible for an employer to avoid making 
any expenditure for an employee's accruing retire­
ment benefits until the benefit payments begin. If 
this procedure, known as pay-as-you-go, is followed 
from the inception of a retirement plan. it would 
distort cost allocations over time (no costs show up 
in the annual operating budget until someone re­
tires. is disabled, or otherwise becomes eligible to 
collect benefits) and set the stage for sudden sharp 
increases in operating costs when the first large 
wave of employees reaches retirement age. 

Although deliberate and formal pay-as-you-go ar­
rangements are thought to be rare now, at least for 
the major state and local government retirement 
systems, many systems fall victim to what are in 
effect modified versions of pay-as-you-go. The 
scenario has many variations but a general pattern 
can be described. 

'Excellent summaries of the basics of actuarial funding are found 
in Bleakney. Retirement Systems for Public Employees and 
Tilov,. Public Employee Pension Funds. A more technical dis­
cussion appears in Dan M. McGill, Fundamentals of Private Pen­
sions. 3rd ed. (Homewood: Richard D. Irwin, Inc. for the Pension 
Research Council, 1975). 
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The Genesis of Underfunding in a 
Nominally Full-Funded System 

Assume that a jurisdiction agrees to provide a pen­
sion pl�n for employees whose average age is well 
below the earliest age for retirement. The plan is a 
standard defined benefit plan where annual retire­
ment benefits are the product of some percentage of 
an employee's final average salary and his years of 
service, with service prior to plan inception to be 
counted. At the outset, the jurisdiction annually con­
tributes into a fund amounts equal to the present 
value of the liabilities estimated to have accrued 
during the year. In addition, it makes an annual con: 
tribution to amortize the liabilities- the unfunded 
accrued liabilities - attributable to the initial mem­
bers having been granted credit for service years 
prior to plan inception. During the plan's early years, 
few employees retire, contributions accumulate 
rapidly, and the total fund is further enhanced be­
cause the surplus contributions are invested. 

However, in time the jurisdiction's fiscal situation 
deteriorates and its budget threatens to become 
unbalanced. The drain on the pension fund has 
grown as more employees have reached retirement 
age, but accumulated reserves remain well in ex­
cess of benefit payments. So it is decided to skip this 
year's pension contribution or at least to reduce it 
below the amount that reflects the present value of 
pension liabilities accrued this year. The community 
has departed from its pension funding plan, un­
funded accrued liabilities rise. and the pension con­
tribution (or, rather, its omission) has become the 
budget-balancing mechanism. 

It may be possible to continue pension underfund­
ing for several years without any adverse effects 
being detected. Retirement system reserves may 
remain adequate to cover all benefit pc:yments due; 
indeed, reserves may actually contince to grow be­
cause some contributions are still flowing in 
(perhaps from active employee members) and in­
vestment returns are being realized. Someone may 
even suggest that further accumulation of retire­
ment system reserves is inappropriate in a period of 
budgetary stress and rising taxes, and it may be 
decided to further reduce the government's con­
tribution for the still growir.g employee pension 
liabilities. (Or, in a variant of this scenario, the grow· 
ing reserves of the pension fund may be taken as 
prima facie evidence that the community can afford 
to grant additional benefit improvements without 
affecting the current operating budget.) 

Usually, the more enlightened o!ficials will sense 
that something is not quite right, but the subtleties 



of the situation may be more than they can convey to 
others. Alternatively, there may be no dispute about 
the undesirability of the practice, and all may agree 
that the community will return to its original funding 
plan when the community's financial situation. re­
turns to "nor.mat." Unfortunately, normality in fiscal 
affairs usually means more demands on the fisc than 
it can accommodate. Thus, those items that are 
most easily deferred continue to be deferred. If pen­
sion costs become a regular deferrable, the jurisdic­
tion may discover one day that it has worked itself 
into a pay-as-you-go arrangement. 

Fundamentals of Actuarial Funding 

The case against pay-as-you-go, whether de jure or 
de facto, is compelling. (If one remains unper­
suaded, it would be well to review the situation in 
Massachusetts or Washington, D.C. - to name two 
places that are currently facing major c�ises be­
cause of their long use of pay-as-you-go.) Or, to 
state the matter positively, the canons of sound fis­
cal management make actuarial funding essential. 

Actuarial funding refers to a procedure where the 
estimated cost - the actuarial present value - of 
pension benefits accruing to active employees is 
systematically paid by the employer into a fund 
(perhaps with a share paid in by the employee as 
well). In turn, the retirement fund makes payments 
to retirees and invests surplus funds. 

The actuarial in actuarial funding reflects the fact 
that the exact cost of an employee's retirement ben­
efits cannot be known with certainty until he dies, 
quits, or otherwise loses eligibility for benefits. 
Hence, costs of pension benefits that are to be allo­
cated or attributed to each year of an employee's 
work career must be estimated on the basis of actu­
arial assumptions that reflect the actuary's (and 
others') best guesses about the probabilities that a 
variety of contingencies will occur. Among the re­
quired actuarial assumptions are: whether and 
when the employee will quit; whether and when he 
will retire; whether and when he will become dis­
abled; the age when he will die; .his career salary 
progression; and the rate of interest earned on in­
vested funds. 

At the i�ception of a pension plan or at a time when a 
benefit improvement is being contemplated, an ac­
tuary - equipped with a set of actuarial assump­
tions and an actuarial cost method - can estimate 
the cost of the benefits and allocate that cost among 
the years during which each plan member will be 
accruing benefit claims. But, based as they are on 
assumptions about future events, actuarial cost es-
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timates are never precisely correct and must be re­
vised from time to time as experience unfolds. 

The Inexact Nature of Actuarial 
Assumptions 

Although there are better and worse actuarial as­
sumptions in terms of the quality of the analysis and 
data used to derive them, even the best actuaries 
cannot predict future events with certainty. Thus, 
actuarial assumptions have to be monitored against 
unfolding experience and modified when they are 
found to depart substantially and consistently. 
When a new assumption about a relevant event r� 
places an old assumption, the cost estimate for a 
particular pension plan and set of participants is 
likely to change. As such, these changes are the 
inevitable product of uncertainty about the future 
and not a weakness of the general procedure. 

Barring major and frequent improvements in the 
pension plan, these inevitable cost adjustments that 
result from changed actuarial assumptions should 
not be large enough to have a major impact on a 
jurisdiction's annual budget - if the unfolding ex­
perience is monitored closely. But if there are major 
benefit improvements or if actuarial assumptions 
are too liberal (i.e., financially more favorable than 
actual experience), the actuary's plan valuation or 
valuation of liabilities will reveal an increase in ac­
crued liabilities for which the funding plan has made 
no provision. When this occurs, contributions will 
have to be increased if the jurisdiction is to continue 
funding (making provision for) liabilities at the rate 
.:ontemplated when the funding plan is adopted. 

The Measurement of Pension Plan 
Liabilities 

The nuances of pension plan liability measurement 
are widely misunderstood and often unrecognized 
by nonspecialists. They lead to a great deal of con­
fusion about a retirement system's condition and 
about the fiscal implications for the governmental 
unit responsible for meeting th£' liabilities. However, 
a mastery of the basics of liability measurement is 
worth the effort to anyone concerned with under­
standing the fiscal condition of a retirement system. 

The first essential point is that liability growth is 
what an expanding retirement system is all about. 
An employee is added to the jurisdiction's work 
force and immediately begins accruing retirement 
benefits which are conceptually, if not always legal­
ly, his assets. The concomitant of this asset creation 
process is a liability creation process affecting the 



employer. An employee's pension assets are his 
employer"s pension liabilities. Assuming the gov­
ernmental unit recognized the full cost implications 
when it agreed to the pension plan and determined 
that it co�!d affor� to meet the cost, the growth of 
pension liaoilities should not be a cause for alarm. If 
an appropriate funding plan has been adopted. the 
employer's annual contributions to the retirement 
system will assure the availability of sufficient funds 
to meet the full pension liability owed to the em­
ployee. In effect then (and with some oversimplifica­
tion), a fund is built up during an employee's work­
ing years and the value of the fund at any moment is 
equal to the present value of the liabilities accrued 
by the employer on behalf of the employee. 

As a practical matter. almost every plan will have 
some unfunded accrued liabilities (i.e .• liabilities for 
which there are as yet no assets) at various points in 
its history. For example, when a pension plan is 
launched·. it is customary to make the benefits re­
troactive for service prior to plan inception. Hence, 
there will immediately be an unfunded accrued lia­
bility that must eventually be provided for. But since 
not all of tne employees on the payroll at the plan's 
inception will retire immediately, full funding of the 
initial unfunded accrued liability does not have to 
occur at once. (Indeed, to ensure equity between 
generations of taxpayers might require that some 
por.ion ot the initial liability be borne by future tax­
payers.) Rather. a sound funding plan will include 
provision ior amortizing the unfunded a�crued lia­
bility over several years in much the same way that a 
person pays off a mortgage on a home. If all un­
funded accrued liabilities are ever totally amortized, 
the pension plan is aescribed as fully funded.
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Measures of Funding Progress 

While the notion of full funding is valuable as an 
attribute to distinguish the exceptionally well­
financed pension system, its operational utility is 
limited be::ause there are good, or at least accepta­
ble. reasons for the existence of unfunded accrued 
liabilities. All of which suggests the need for some 
other measures or techniques to distinguish sys­
tems in trouble from those following sound funding 
plans. 

One such measure is the funded ratio -the ratio of 
a pension plan's assets to its accrued liabilities. Ob­
viously, a fully funded plan would have a ratio of 1. 
But what can be concluded about a plan whose ratio 
,s 3/4? 1/2? O? One generalization is that a funded 
ratio within striking distance of 1 indicates that the 
plan has been soundly financed so far. Predictably 

then, warning bells should go off if any but a brand 
new plan has a ratio close to 0. This is not to say that 
calamity :s imminent. Nevertheless. a ratio indicat­
ing little or no funding progress is a signal that the 
situation should be reviewed carefully, because a 
system without assets and no immediate prospect 
for having any is equivalent to a "pay-as-you-go" 
operation. 

Few other generalizations about a plan's condition 
can be made on the basis of no more than the 
funded ratio for a single year. The careful analyst will 
want to look at the ratio's trend. If examination of the 
trend reveals a history of increasing ratios and few 
instances of declines, the system is probably being 
soundly financed. Conversely, there would be 
grounds for concern if the ratio has deteriorated 
steadily during recent years. Obviously then, it must 
be recognized that retirement systems with identical 
funded ratios may not have equally favorable (or 
unfavorable) financial prospects. 

A variation on the funded ratio technique involves 
comparing a system's assets with the several com­
ponents that comprise accrued liabilities. In effect. 
this approach distributes assets among claimants: 
current retirees and other beneficiaries, active and 
former members with vested rights to benefits, and 
active employees with accrued but not yet vested 
rights. Since the sum of the total claims of these 
groups equals the accrued iiability, a system that is 
fully funded would have assets in an amount suffi­
cient to cover all of the claims. Consequently, the 
conclusions that can be reached by this approach 
are not unlike those that can be inferred when 
funded ratios are studied. The special value of this 
approach is that it provides more refined informa­
tion. and it may be helpful to think of funding in 
terms of accumulating assets for identifiable groups 
of claimants. Here again, however, the technique 
only relates one kind of information to another: the 
job of drawing conclusions remains for the analyst. 

The typical retirement system and its actuaries and 
accountants could do a great deal more in providing 
information about funding progress in a form that is 
meaningful to the nonprofessional. Many systems' 
annual financial reports are devoid of the data re­
quired to perform analyses like those just described. 
Some systems officials and staff actuaries - but 
probably not c.onsulting actuaries-will argue that 
computation of accrued liability data involves a 
needless expense because their actuarial funding 
technique does not require such information in 
order to develop contribution rates. Such reasoning 
is feeble and should be tr<aated accordingly. Indeed, 
the actuarial and accounting professions would per-



form a valuable public service if they promulgated a 
model set of financial and actuarial reports that con­
tained the variety of data described here. 

A few systems produce (at least for internal pur­
poses) long-term projections of pension costs, sys­
tem cash flows, accrued liabilities, and the like. 
Some systems even perform sensitivity analyses on 
these important variables.by introducing alternative 
values for volatile actuarial assumptions (e.g., 
salaries, rate of interest) and measuring the effects 
on system costs, cash flow, assets, and liabilities. 
When properly used, the projections are enormous­
ly valuable to system administrators and jurisdiction 
finance officials in developing and modifying their 
financial planning models. Such projections show 
in tangible form the future fiscal consequences of a 
great many contingencies-some of which are con­
trollable. Unfortunately, there is little evidence that 
these techniques are used by many systems. 

Actuarial Funding P.,1ethods 

Reference has been made to the desirability of al­
locating, over the period of each employee's ser­
vice, the total cost of providing his pension benefits. 
This process produces a cost estimate for each 
year's accruing benefit liability that should be 
charged against the Jurisdiction's general budget. 
By appropriating for these costs as they accrue, 
assets can be accumulated by the time an employee 
retires that are equal to the then-present value of all 
benefits he will collect. If this is done and if the 
accumulated assets are managed safely.to the em­
ployee can be confident that the benefits will be 
paid. 

Despite its conceptual clarity. the allocation process 
presents some difficulties that make it confusing to 
the nonspecialist. One difficulty is that there is no 
universally recognized "best" or "correct" actuarial 
funding or cost method, although certain methods 
are Inappropriate for a given type of pension plan. 
By substituting one appropriate funding method for 
another, the actuary can produce dramatlcally dif­
ferent costs for any given year or series of years. 
Equally dramatic changes in the rate of asaet ac­
cumulation can also result. Similarly, the discretion 
permitted in adopting an actuarial cost method can 
mean that the reported annual costs of two pension 

10'fhe risk that uaets won't be managed pNdently Is a matter that
dnerv11 the clote attention of policymakers. Such attention Is 
especially Important now that governments (e.g., New York State 
and City) have rediscovered the "virtues" of borrowing from their 
own retirement systems. See Louis M. Kohlmeier, Conflicts of 

Interest: State and Local Pension Filnd Asset Manaoemant, Re­
port to the Twentieth Century Fund, 1976. 
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plans will not be identical, even though they are 
identical in every material way. 

As a further complication, the same funding method 
can produce different costs, depending on.the dura­
tion over which accrued liabilities are being funded 
or amortized - that is if the liabilities are being 
amortized at all. The details behind these complica­
tions are sufficiently involved that their exegesis is 
best left to an actuari_al treatise. However, their 
flavor can be sensed by looking briefly at two fund­
ing methods in wide use by state and local govern­
ment systems. 
Entry-age normal funding involves an annual con­
tribution (cost) consisting of a normal cost and a 
supplemental cost. Normal cost is the level amount 
or percentage of an employee's salary that would be 
required yearly during an employee's entire work 
career. If normal cost were actually contributed 
each year beginning with the year of entry, and If no 
unfunded accrued liabilities (supplemental 
liabilities) were created along the way. the present 
value of accumulated contributions at the time of 
retirement would equal the actuarlal present value 
of all benefits owed to the retiree. In other words, the 
employee's pension would be fully funded when he 
retired. A corollary of entry-age normal's leveling of 
costs is that contributions in the early years of an 
employee's career are higher than the accruing 
value of his benefits and lower than accruing values 
in the years near the age of retirement. 

Since unfunded supplemental or accrued liabilities 
will almost certainly be created at various points 
during a plan's operation, a supplemental cost con­
tribution may be made to amortize them. Unfortu­
nately, actuaries don't always agree on the proper 
period for amortizing liabilities. Some argue that the 
period should not be longer than the average re­
main i ng work life of current employees. Others 
argue that the period can be 40 to 50 years or longer. 
Some even see no reason to amortize at all. In any 
event, the fact that the amortization period can vary 
according to who makes the choice explains, in 
large part. why different actuaries using the same 
actuarial cost method can arrive at widely different 
cost estimates for the same plan. 

Although a close relative of entry-age normal fund­
ing, aggregate funding requires an annual contribu­
tion, measured.as a percentage of payroll, that is the 
ratio of the actuarial present value of all unfunded 
future benefits to be collected by current employees 
and retirees to the actuarial present value of all fu­
ture salaries of the same group. Initial contributions 
required with aggregate funding will be higher than 
those required with the usual approach to entry-age 
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normal funding or with practically every other 
method of funding. This is because aggregate fund· 
ing effectively allocates the costs connected with a 
group's pension benefits over its average remaining 
work life. If no subsequent accrued liabilities are 
created, contributions as a percentage of payroll 
will decline over time, a result of the rapidity with 
which this approach builds up assets. 

To reiterate, alternative ways exist by which the 
costs of a pension plan can be estimated and dis­
tributed over time. This means that there can be a 
faster or slower rate of asset accumulation. depend· 
ing on the actuarial funding method selected. And 
since asset accumulation is what funding is about, it 
is important that the actuarial funding method be 
selected with some predetermined funding objec­
tives in mind. 

Criteria for Choosing a Funding Plan 

Some may find it hard to accept the idea that fund­
ing objectives are judgmentai matters, arguing in­
stead that the proper objective is axiomatic - a 
retirement system should be fully funded. However, 
as this paper has demonstrated, even the notion of 
full funding is not without ambiguities. Widely used 
and quite re::;pectable funding methods can yield 
very different estimates of pension liabilities and 
costs. Similarly, a single-funding method can yield 
differing estimates. depending on the amortization 
period selected and the actuarial assumptions used. 
and not even the expert may be able to say which 
estimate is the correct one. Under these cir­
cumstances, one is well-advised not to make full 
funding the single guiding standard. 

A related source of difficulty in setting funding ob­
jectives is the troublesome matter of paying off sup­
plemental liabilities such as those incurred when a 
pension plan is launched or when benefits are en­
riched. To require immediate funding might mean 
that a community could never afford a respectable 
pension plan. Additionally, there is reason to ques­
tion whether the pension plan's entire "start-up" 
costs should be borne by only one set of taxpayers. 
Perhaps it is fairer to spread the cost between pres­
ent and future taxpayers. 

Within limits, which are also open to dispute, com­
munities (or states only?) should decide how rapidly 
to provide for their pension liabilities. Some may 
prefer to err on the conservative side and to accumu­
late assets rapidly, perhaps because present condi­
tions are good and it seems prudent to bear the cost 
burden while it can be handled with comparative 
ease. Alternatively. the choice to fund rapidly may be 

deemed proper because the jurisdiction has a rec­
ord of intermittent pension difficulties, difficulties 
that were attributable to inadequate attention to the 
burden of pension benefits. In this latter case, rapid 
funding serves as a form of fiscal discipline and a 
barrier to excessive pension improvements. 

Another advantage of a method that accumulates 
assets rapidly is that it provides a cushion and there­
fore the flexibility necessary to defer a contribution 
safely if the community is hit by a severe but tempor­
ary economic downturn. But this advantage may 
disappear if every year's budget crisis is deemed a 
qualifying emergency. 

Having agreed in principle on the desirability of 
funding in a fiscally responsible fashion, a choice 
must be made among several funding methocs that 
fit the general criterion. Hence, other criteria must 
be established. One that might meet with the ap­
proval of legislators and finance officials who do not 
welcome surprises when they are trying to manage 
the annual budget-balancing hurdle is that the 
method should produce pension costs that remain a 
constant percentage of payroll. 

Some actuaries and other specialists argue that it is 
not necessary for all jurisdictions to set funding 
objectives as if they are going out of business. If a 
community has reasonable prospects for long-term 
economic growth, it might decide to pay only nor­
mal costs and interest on unfunded accrued 
liabilities. Unfunded liabilities themselves would 
remain unfunded into perpetuity, just as the jurisdic· 
tion itself is expected to have perpetual life. How­
ever, even if the jurisdiction does not become a 
ghost town, it is almost certainly going to stop grow­
ing someday, its workforce will mature. and it could 
face the need to make sharp increases in contribu­
tions to forestall a negative cash flow (i.e., benefit 
payments in excess of retirement system income)., 
Thus, despite its superficial soundness, interest­

only funding carries its share of risks. 

Recognizing the potential drawbacks of interest­
only funding while sti:I feeling that some govern­
mental units ought not to build up assets as if every 
year might be their last, some suggest any one of a 
number of methods that provide for partij:11 amorti­
zation of unfunded accrued liabilities. In short, they 
consider full funding an unnecessarily demanding 
goal. 

A final criterion, that allows for no exceptions. re­
quires a funding method that yields accurate cost 
estimates for proposed benefit changes. (This criter­
ion is equally apt as a standard for selecting actua­
rial assumptions.) Some funding methods that have 



their attractions for other reasons (e.g., interest-only 
funding) do not always lend themselves well to this 
criterion. 

A CONCLUDING NOTE 

ON THE NEED FOR 

REGULATION OF 

STATE AND LOC AL 

RETIREMENT SYSTEMS 

Several years ago, in the course of examining the 
financial conditions of major cities, the Advisory 
Commission on Intergovernmental Relations (ACIR) 
determined "that underfunded, locally adminis­
tered retirement systems pose an emerging threat to 
the financial health of local governments."11 The 
ACIR also found the costs of most cities' retirement 
systems to be rising rapidly and sharply for three 
reasons: large increases in salaries, large improve­
ments in pension benefits, and a trend toward re­
tirements at earlier ages. 

Especially notable among the ACIR's other conclu­
sions were the "serious lack of information about 
the solvency of locally administered retirement sys­
tems . .. "and "the inherent local political problems 
in providing adequate funding from either employee 
or city contributions .... "12 After considering the 
full implications of its findings, the ACIR made two 
very strong recommendations. First, it suggested 
that states "require an accurate and current valua­
tion of all local systems" and, second, that states 
then "require realistic funding based on such valua­
tion."13 Moreover, the ACIR recommended that the 
best solution to the problem might be absorbing 
local systems into state-operated systems-though 
it did not make a formal recommendation to this 
effect. 

"Advisory Commission on Intergovernmental Relations, City F;. 
nancial Emergencies: The Intergovernmental Dimension (Wash­
ington: Government Printing Office, 1973), p. 6. 

12lbid. 

13lbid., p. 7. 

13 

There is little evidence that many states have heedec 
the ACIR despite mounting evidence that its wam 
ings were well-founded. This inaction is all the morE 
surprising since there is the very real threat tha· 
Congress is prepared to make regulation and super, 
vision of state and local pension plans a federa 
responsibility.14 

And though subnational governments speak witt 
one voice in opposing federal intervention ano ir 
arguing that public employee pension problems an 
better handled by themselves, they have failed tc 
take on even the fundamental task of finding cu· 
how bad the problems are. So, now, the federa 
government is conducting its own investigation.15 

With the record to date as best evidence, one won· 
ders whether we dare leave the job of dealing witt 
"the public employee pension problem" to state anc 
local governments. 

1•H.R. 13685 (May 11, 1976) would "provide for pension reform 
lor state and local public service am?loyees." 

15The initial findings are contained in U.S .. Congress, House. 
Committee on Education and Labor, interim Report of Activities 
of the Pension Task Force cf the Subcommittee on Labor Stan­
dards, 94th Cong .• 2d sess .• March 1976. 
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I. TIITRODUCTIO�

This report reviews the benefit structures of VSRS and· 

Social Security, and presents data on .the levels of combined retire­

ment benefits currently being provided for Virginia public e!nployees. 

The recent increases in Social Security benefits and costs 

have major implications for the design and development of public em­

ployee retirement systems. They raise a significant ques.tion: Should 

VSRS be designed to meet the intended benefit objectives despite 

future changes in Social Security? Because �hanges in Social Sec�rity 

(either legislated or resulting from the operation of the auto:natic 

escalators) are beyond the control of the Cot:I:llo�wealth of Virginia, 

they may result in the provision of combined retire:nent benefits 

substantially different from the intended objectives. 

For most VSRS members with a full career of public service, 

combined VSRS and Social Security benefits exceed final take�,o�e pay. 

If one accepts the criterion that continuance of full t.ake-hoce pay 

is an appropr�ate maximum limit on combined benefits for a public 

employee retiring at the nor:nal retirement age after a full working 

career, it will be necessary to redesign the VSRS benefit for::iula 

to avoid providing combined benefits in excess of the stated maxiI::uc. 

In evaluating the far-reaching implications of reshaping 

the structure of VSRS, we expect that the Joint Committee will take 

full account of present and prospective Socia� Security benefits and 

costs. The rationale for taking Social Security into account in 

reaching decisions regarding the benefit and contribution provisions 

of VSRS may be sumtnarized as follows: 

When Social Security benefits are added to 

the benefits now provided under VSRS, the 

combined retireoent income generally ex­

ceeds final take-hoce pay. 

- 1 -



:--�� ?=esent total cost of VSRS and Social 

Sec•.:::-ity is, in round ter.:is, about 20'7. of 

tctal payroll; it is projeeted to increase 

considerably if present VSRS and Social 

Sec�=ity benefit structures are not mod�fied. 

Changes in Social Security are beyond the 

control of the Coro::onwealth_of Virginia. 

Recent increases in Social Security bene-

. fits and costs have been substantial and  

confir:i the advisability of taking Social 

Security into account in the design of 

public e::iployee retire:ent syste:ns. 

The possibility exists that future Social 

Security benefits will replace even higher 

percentages of VSRS oe::ibers' final take-hoQe 

pay, thereby increasing the gap between com­

bined benefit levels and full take-home pay. 

Providing cccbined retire::ient benefits in 

excess of full take-hooe pay may be viewed 

as inconsistent wit� sound e::iployment and 

retire:ient practices, particularly 'When 

such benefit levels cause e:nployees to re­

ti=e at ages �nen VSRS should continue to 

offer an incentive to re:nain in public em­

ployr;:ent. 

Designing VSRS benefit and contribution 

provisions with full recognition of Social 

Security will preclude an autom.:i.tic drift 

into excessive benefits and costs. 
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The Virginia Supplemental Retirement System is a larga sta:e-

ac!mi�istered retirement progra;.i �"hich covers about 200,000 acti,e public 

ecployees and is currently payi�g benefits to some 25,000 retiree 

members and their beneficiaries. Approxi�ately 377. of the ��ployees 

covered by VSRS are State employees, 41% are e:nployed by local school 

· boards as teachers and other school employees, and the re=ainir.; 22%

are general employees of political subdivisions. VSRS me�bers are also

covered by the federal Social Security progra.:.:i; they therefore recei,e

total retirement income comprised of VSRS and Social Security be�efits.

EliS?ibilit-; 

VSRS me:nbers are eligible for nor.nal retirement at age 65 

or at age 60 with 30 years of service. 

House Bill 1627 passed by the 1977 Session of the General 

Assembly liberalized the eligibility reqcir.eir.ents for early ret:.ra:=e�t. 

VSRS members may now retire on reduced early retira=ient benefits at 

age 55 with 5 years of service; the percentage reduction in the for=�la 

benefit is .57. for each of the first 60 months plus .47. for each accii­

tional month between early retirement and the date of full eligibility 

for nor:nal retirement. 

Benefit For.:iulas 

Non:ial retirement benefits payable to eligible VSRS �embers 

are based on the member's final average salary - average of highest 36 

consecutive months salary - and years of creditable service. 
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The basic fo:a::ulas used to compute VSRS nor-...al retirement 

be�efits (berore adjust!:lent for any option elected by the retiring 

me::iber) are as follows: 

For members with a final average salary of 

l�ss than $13,200 - 1.57. of FAS times years 

of service. 

For me:ibers with a final average salary of 
$13,200 or more - 1.651. of FAS minus $1,200 

times years of service. 

The schedule below shows VSRS nor.:ial retire:ient benefits as 

percentages of final ave=age salary for selected service periods and 

salary levels. 

Years of Final Averaee Salarv -

ser1ice $15,000 $30.000 

10 
less than $13,200 

15.0'7. 15.27. 15.87. 

15 22.5 22.8 23.8 

20 30.0 30.4 31.7 

25 37 .s 38.0 39.6 
30 45.0 45.5 47 .5 

35 52.5 53.l 55.4 
40 60.0 60.7 63.4 

Under present VSRS benefit fon:ulas, members with final average 

salaries above $13,200 receive some,;.,-hat higher benefits as a percentage 

of FAS than members with final average salaries below $13,200. As the 

cllr.ount of FAS incre3ses above $13,200, the VSRS normal retirement benefit 

also increases as a percentage of FAS; for ex:u:iple, the benefit percentage 

for a ce.:nber with 30 years of serv�ce is 45.57. if FAS is $15,000 and 47.57. 

if FAS is $30,000. This sli;ht favoring of higher paid members was incor­

porated in :unenc:ients to the basic benefit for::ula effective July l, 1974. 

The alternative for:::ula of l.55� of FAS minus $1,200 was adopted to ensure 
that oe�oers with final average salaries aaove $13,200 ��uld not receive 

benefits after July 1, 1974 �nich �ere less than the a=�unt they would h�ve 

received befo=c that date. 



Maxircu-::1 Limit 

VSRS formula benefits are subject to the following maxi:rum 

licit: the benefit payable under VSRS may not exceed the a.�ount de­

ter::iined by subtracting 507. of the ��'Uber's pril:lary Social Security 

benefit from �00% of his or her final average salacy. 

Although this caximum limitation currently applies to only 

a very few VSRS members, it does represent a partial recognitio� of 

the fact that me!:lbers receive retirement benefits from both VSRS and 

Social Security. Moreover, if Social Security benefits are increased 

substantially as a percentage of FAS (as a result of either statutory 

amencircents or the operation of the automatic escalation for:=�las), a 

considerable nu:nber of members could receive VSRS benefits w"hicn w-hen 

added to half the pri1:1ary Social Security benefit would exceed the 

existing ma.�u'lil limit. 

In studying the relationshi? between VSRS and Social Security, 

one of the issues to be considered by the General Assembly is the 

"appropriateness" of the e.xisting maxi!::um li:nit. Because it takes 

account of only half of the primary Social Security benefit, VSRS 

me:nbers affected by the maxi.....-u=i. limit would st.ill receive total re­

tire�ent benefits substantially in excess of 100% of final average 

salary. 

Post-Retire�ent Suoolements 

Under House Bill 1627 of 1977, VSRS retirees receive post­

retire:nent cost-of-living supplements equal to the first 37. increase 

in the Consu�cr Price Index plus half of each percentage increase fro� 

37. to 71.. The maxictUm annual benefit increase is limited to 57. if the

CPI rises by 77. or more. Beginning July l, 1978, post-retirc�ent supple­

ments will be provided annually rather than biennially as in the period 

frc� 1970 to 1976. 
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!!I. SOCT.\L S:'.CuR!'l .. ! SE�"EFITS 

Sc::.il. Sec:.::-:.::y reti:-e::ient be�efi:s depend pr�arily on .:.n 

i::::.:.·;:.c:..ial' s age at retire=ent and his or her average monthly earnings. 

":':-.·: "?:-:.::::!=:; insu:-:;nce <'�aunt", �hich is the benefit paya:>le 

a: age 55, is :-educed by 5/9ths of 17. for each month the �orker is 

you:1ger t:i.:m 65 at retire:ient. This ?J=lOUnts to a 20�� :-eduction in the 

?:'i:::ary be::e:it for �orkers "no retire at age 62, the earlies:: age you 

can quali:y for reduced Social Security retire::ient benefits. A worker's 

pri=ary benefit is increased 1/12:h of 17. for each �or.th he or she post:­

po:1es ret:.:-e=:ent after age 65, up to a ma:._i=:=i increase of 77. at age 72. 

The pri=sry benefit is usually based on an individual's average 

r.:o::thly earnings covered by Social Security· after 1950. (See t:he Append:.:< 

fo:- a desc:-iption of the deter.=ir.ation of average monthly earnings.) Ir. 

c==?u::.::g the average, the five years of lowes t covered earnings - 195l 

thr�:.:;h 1955 i:: QOst cases - are disregarded. In aadition, only covered 

ea�i::;s up to the Social Security �age base in effect during ar.y 

pa:-:ic:..ilar year are used to cc�pu:e the average. The Social Securi:y 

�age base has increased as follo�s since 1950: 

Period 

1951-54 
1955-58 
1959-65 
1966-67 
1966-71 

1972 
1973 
1974 
1975 
1976 
1977 
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Maxicur.i Wages for Sociil 
Secc:-i:·, Benefi.ts and T:ixes 

$ 3,600 
4,200 
4,800 
6,600 
7,800 

9,000 
10,800 
13,200 
14,100 
15,300 
16,500 



For a man retiring at age 65 in late 1977, the ma:d.=.;:::. 

aver�ge monthly ear:1ings is $634 (or $7,603 on an annualizac basis); 

the maxi:::u:n for a woman retiring at age 65 in late 1977 is $552 (or 

$7,824 on an annualized basis). Begir.ning in 1978 ::he ZI:a."<� average 

monthly earnings will be the saoe for both men and women reac�ing age 

65 t�a:: year, because men will no longer be re�uireri to ir.cluce any 

year3 after attairu::ient of age 62 in deter=.ining the number of years 

in the averaging period. 

SS Be�efits as a Percenta2e of FAS 

Because Social Security benefits are.based on career average 

covered earnings, the benefit amount depends on the indiviccal's salarj 

progression during his or her working career. For this stucy �e cc�­

putad Social Security benefits payable to ec?loyees with final a�arage 

salaries (average of highest 36 consecutive �ont�s salary) _ranging

fro� $3,000 to $30,000, based on assu�ed salary progressions o: 4% 

and 57. per year. The resultant benefits are sho�n in Tables 1 ar.ci 

2 both as dollar a:?:ounts and as a percentage o: final average salary. 

Table 1, which shows pri.l:lary Social Security bene:its pay­

able to e..�ployees retiring at age 65 in lace 1977, illustrates the 

foEowing: 

1. Social Security is heavily �eighted in favor

of lower paid employees. As a percent.age of

FAS, pri:i:.ury benefits decrease frco 76%-797.

for an employee with a $3,000 FAS to 177.-181.

for an employee with a $30,000 FAS. Employees

with a $15,000 FAS - \.lhich .uppro:<i:::.ates the

avera3e F..\S of VSRS mc�bcrs retiring in 1977

- recciv� pricary Social Security benefits of

about 357. of FAS. 
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2. For any given salary history, women receive

larger benefits than men (as noted, ho�ever,

men and women reac�ing a�e 65 in 1978 and

thereafter will receive the same benefits

if they have identical. covered ear.tings

histories).

3. For employees with final average salaries

of less than $15,000, pri::lary benefits cal­

culated on the basis of an assumed salary

progression of.41. per year are higher than

the benefits based on an assu:ied salary pro­

gression of 51. per year. (This is because

the career average earnings of employees.

with the s2me FAS decreases as the assu:ted

salary progression rate increases.)

4. In late 1977 the �xi:num annual pricary

benefit is $5,245 for men and $5,368 for

•"Omen.

Table 2 shows Social Security benefits payable to employees 

.no retire at age 62 in late 1977, based on the same salary progressions 

and FAS amounts. As percentages of FAS, age 62 benefits range from 

about 607. at the $3,000 FAS level to 131. at the $30,000 FAS level. For 

an eoployee with a $15,000 FAS, the age 62 benefit is approxi:ately 277. 

of FAS, compared to about 35% for an employee with the same FAS who re­

tires at age 65 in late 1977. 

Future Be�efit Levels 

Social Security has traditionally provided th� employee whose 

salary is equal to the full Social.Security wage base with a prioary 

benefit of roughly 307. to 357. of final average salary. The benefit 

perccnta;e has always been higher for employees with lower salary levels, 

and lower for e=ployces whose salaries exceed the Social Security wage 

base. 
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In designing benefit for:-.ulas for retire�ent plans, the 

general approach has been to assu=e that� (1) pri=ary Social Security 

benefits will continue to replace 30%-35% of FAS for the ��ployee wit� 

a salarJ equal to the ma:d.=ut.1 aI.:ou::t ta:,::.ble under Social Secu:-i:y; 

and (2) the Social Security benefit for.nula will continue to be "bent" 

in favor of the emplo7ee with low earnings, as a result of the de­

liberate policy of utilizing Social Security to help eliminate 

dependency. Although experience confirms the historical validity 

of these assumptions, the automatic escalators now incorporated in 

the Social Security· syste� increase the probability that Social Security 

replace�ent percentages will fluctuate more wicely in the future than i.!l 

the years before 1977.

Under the present Social Security Act, all benefits are ij­

creased automatically in June of each year if the Consumer Price L�cex 

rises 31. or more. Following any year in which benefits are increased 

by the automatic cost-of-living escalator, the max�u� amocnt of wages 

scbject to Social Security taxes (the tax and benefits base) is auto­

matically increased by the percentage rise in the national average 

wage level. The operation of the automatic benefit and wage base 

escalators can cause Social Security replacement percentages to fluctu­

ate widely, either up or dow-n, depending on increases in prices and 

wages and the relationship between the:n. 

The e:<isting escal.rtor mechanism tends to overcompensate 

for inflation. Whenever a cost-of-living benefit increase is provided 

for retirees, that same percentage factor is also used to increase 

future benefit levels for current employees. Congress is now conside:-­

ing var!.ous proposals to "decouple" or separate the cocr.putation of 

benefit increases for retirees £roe the co�?ut�tion of initi�l benefits 

for ��ploy�es �ho retire in the future. These decoupLing plans are 
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generally incended co stabili=e future Social Security replace�ent per­

cenc�ges and to cause future benefit levels to be less sensitive to 

£l�c:ca:icns in wage and price increases� If the Social Security bene­

fit str.:cture is decoupled, as ex?ec�ed, the assccptions which have 

been made in the past regardi�g Social Security replacecent percentages 

at various salary levels (for exanple, 30% co 357. of FAS for a maxi.!::iu� 

wage base e=iployee) will continue to be relevanc in the future. 
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Final 
Aver2ge 
Salarv 

$ 3,000 
4,000 
5,000 
6,000 
7,000 
8,000 
9,000 

10,000 
11,000 
12,000 
13,000 
14,000 
15,000 
16,000 

20,000 
25,000 
30,000 

$ 3,000 
4,000 
5,000 
6,000 
7,000 
8,000 
9,000 

10,000 
11,000 
12,000 
13,000 
14,000 
15,000 
16,000 

20,0CO 
25,000 
JO, '.:GO 

Table l 

Social Security Benefits Payable to E�ployees 
Retiring at Age 65 in Late 1977 

(based on salarv orogressions of 4% and 5% uer ve2r) 

4% Salarv Progression Y� SalarJ" P'!'�'2?:"e s: ic� 

Annual ss Benefit Annual ss Ee:!e.:it 
SS Benefit as i, of FAS ss Benefit as �� of F>-.S 

� 

$2,365 78. 87. $2,282 76.0'7. 
2,747 68.6 2,639 65.9 
3,129 62.5 2,995 59.9 
3,511 58.5 3,346 55.7 

3,885 55.S 3,702 52.3 
4,224 52.8 4,034 50.4 
4,510 50.l 4,349 46.3 

4,735 ·47 .3 4,629 46.2 
4,889 44.4 4,854 44.1 
5,000 41.6 4,979 41.4. 
5,091 39.1 5,084 39.l
5,182 37.0 5,168 36.9
5,238 34.9 5,238 34.9
5,245 32.8 5,245 32.S

5,245 26.2 5,245 26.2 
5,245 21.0 5,245 21.0 
5,245 17.S 5,245 17.5 

WOi'!EN 

$2,384 79.47. $2,307 76.9% 
2,772 69.3 2,670 66.7 
3,161 63.2 3,027 60.5 
3,549 59.l 3,390 56.5 
3,927 56.l 3,753 53.6 
4,272 53.4 4,094 51.1 
4,570 50.7 4,409 48.9 

4,319 48.1 4,700 47.0 
4,972 45.2 4,945 44.9 
5,098 42.4 5,077 42.3 
5,196 39.9 S, 182 39.3 
5,237 37.7 5,273 37.6 
5,350 35.6 S,JSO 35.5 
5,364 JJ.S 5,364 33.S

5,368 26.8 5,368 26.3 
5,363 21.s 5,368 21.5 
5,363 17.9 5,363 li.9



Final 
Average 
Salar .. 

$ 3,000 
4,000 
5,000 
6,000 
7,000 
8,000 
9,000 

10,000 
11,000 
12,000 
13,000 
14,000 
15,000 
16,000 

20,000 
25,000 
30,000 

Table 2 

Social Security Benefits Payable to E�ployees 
Retiri�g at Age 62 �n Late 1977 

(based on sala!"V �rc2ressions of 47. and 57. oer vez�) 

4'7. Salar, Pro2ression 57. Salarv Pro2"ression

Annual ss Benefit Annual ss Benefit 
SS Ber.efit as 'l. of F�S SS Benefit as '- of FAS 

$1,861 62.07. $1,795 59.87. 
2,157 53.9 2,065 51.6 
2,452 49.0 2,335 46.7 
2,743 45.8 2,610 43.5 
3,041 43.4 2,880 41.1 
3,303 41.2 3,146 39.3 
3,527 39.l 3,384 37.6 

3,684 36.8 . 3,603 36.0 
3,782 34.3 3,760 34.l
3,866 32.2 3,855 32.1
3,933 30.2 3,928 30.2
4,000 28.5 3,989 28.4
4,039 26.9 4,039 26.9
4,051 25.3 4,051 25.3

4,051 20.2 4,051 20.2 
4;051 16.2 4,051 16.2 
4,051 13.5 4,051 13.5 

., 
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IV. GROSS SALARY ,\.ND TA.�-HO�!E PAY

The appropriateness of a particular benefit struct�re can be 

evaluated in ter.:is of the percentage of final average salary provided 

for various periods of service. Ho�ever, this approach ignores a basic 

eccno�ic fact: .a VSRS member's final average salary is essentially the 

average of his or her highest gross salar; ciuring 36 consecutive �onths, 

whereas his or her take-hor.ie t,av is substantially less than gross sa!a:-y. 

If the objective ·of VSRS is to continue the standard of living attained 

by certain career employees into the period of retirement, the le'lel of 

total retire=ent benefits should replace 100% of take-home pay and not 

100% of gross salary. 

Table 3 illustrates the relationship bet�een gross salary and 

take-heme pay for a selected group of State employees - the staff of 

VSRS. Based on payroll data provided to us by Glen Pond, Director of 

· VSRS, we deter..iined the percentage of gross salary represented by the

·take�home pay of each of the 55 VSRS employees. Take-hoce pay for this

pur?Ose is the aJ::1ount computed by subtracting frc: each employee's gross

salary the deductions made for the following:

1. Federal income taxes.

2. Co!I::lonwealth of Virginia incoce taxes.

3. Social Security (FICA) - 5.857. of salary up

to $16,500 (ma:<imuc tax of $965.25 in 1977).

4. VSRS - 57. of gross salary.

5. VSRS Group Life Insurance Progr:im.

6. Employee Health Care Progr:l:11 - Blue Cross/

Blue Shield.
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(}!a_ny e:nployees have additional a:nounts deducted from their gross 

salar; for deposits to the Credit Union, U.S. Savings Bonds, etc., 

but such additional deductions were not subtracted free gross salary 

to deter::1i�e take-home pay for purposes of this study.) 

As sho�-n in Table 3, the take-hoce pay of most VSRS 

ecployees falls within a range of 65'7. to 757. of gross salary. The 

average ratio of take-hoce pay over gross salary, �nich is close to 

70% for all ecployees with gross salaries below $12,900, tends to 

decrease slightly as gross salar; levels increase above $12,000. 
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Table 3 

Relationship Bet�een Gross Salary and Take-Home Pay 
E�olovees of VSRS 

Nu.-nber of A."mual Gross 
Sa:!.arv e!Tlolo·,2�s 

Take-Ho�e Pay as Percent: 
of  Gress  Sata'!'·1 

Ranz2 Averaz.e 

6,000 - $ 6,999 7 64% - 82% 72�: 

7,000 - 7,999 8 64 - 78 73 

8,000 8,999 11 64 - 75 71 

9,000 9,999 5 66 · - 71 69 

10,000 - 10,999 9 67 - 73 70 

11,000 - 11,999 2 71 - 72 72 

12,000 - 12,999 4 63 - 71 67 

13,000 - 15,999 2 66 - 70 68 

16,000 - 19,999 3 64 - 69 67 

20,000 - 29,999 2 66 - 67 66 

30,000 ac.d over 2 49 - 69 59 
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V. CO:!BTh"!D VSRS' AN'D SOCIAL SECURITY BE�"EF!TS

The co�bined retirement benefits payable under VS� and Social 

Sec�=i:y to me=:bers retiring in late 1977 at ages 65 and 62 were deter­

cined fo= h}'"?othetical individuals wi�h periods of creditable VSRS 

se!Vice ranging froo 10 to 40 years and with the following assuraed 

c�a:::icteristics: 

Social Security 

Final 
Final 3-year average benefits as a 

take-home oav· average 
salar..r .A!ilount 

$ 6,000 $ 4,200 

7. of FAS* 

701.

10,000 7,000 70 

15,000 10,200 68 

30,000 18,000 60 

* Based on data sho�n in Table 3.

7. of

Ae:e 65 

56% 

47 

35 

17 

** Based on data shown in Tables 1 and 2.

F)S**

Ae:e 62

44% 

36 

27 

13 

Table 4 shows the resultant combined benefits as percentages 

of final avera3e salary and take-home pay. In reviewing the combined . 

benezit percen:a3es shown in the table, the Joint Cocmii.ttee should take 

acccunt of the following factors: 

1. All employees are assumed to have a full

career under Social Security, regardless

of the years of creditable service under

VSRS.

2. The cocbincd benefit percenta;es shown

are for a single r1?tirce and, therefore,

do not include the Social Security bene­

fits payable to the wife or husband of a

carried retiree.
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3. VSRS benefits are the "no option" amounts

co:nputed on the basis of pre-sent VSRS bene­

fit fo-:::::.ulas. The VSRS no option benefit

is reduced if the retiring ce�ber el�cts

either a 50% or 100% joint and su:-vivor

O?tion.

4. The present maxi.rr.u:n limit on VS;<.$ benefi::s

- VSRS plus half Social Security oay not

exceed 100% of FAS - �ould not apply to 

any of the salary levels or service periods 

included in the table. (For exa=ple, the 

combined benefit percentage for a me:nber 

with a $6,000 FAS �ould have to exceed 123% 

of FAS before VSRS benefits ��uld be reduced 

because of the present ma:d;u::i li:::.it.) 

5. If a member has had a full career of employ­

ment under Social Security, the approxi::iate

years of creditable VSRS service required

to produce a cocbined benefit percentage of

1007. of take-home pay vary as follows de­

pending on the level of FAS:

FAS 

$ 6,000 

10,000 

15,000 

30,000 

Appro:d:::ate years 
service to prcduce 

benefits of 100% 

Age 65 

10 

15 

22 

27 
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of VSRS 
combined 
of THP 

Ae.e 62 

20 

26 

29 

30 



6. If a m��ber receives combined benefits of

1007. of pre-retire�ent tak:-home pay, this

does not necessarily cean that the member's

after-ta.x inco:e after retire�ent will be

the sa:ne as his take-ho:::ie pay before retire­

ment. (This is because a portion of the

VSRS benefit cay be taxable, depending on 

the individual's personal circumstances,

even though persons 65 and over have a· · 

double exemption and Social Security bene­

fits are non-taxable.)

Table 4 confi�s that the combined VSRS and pri::iary Social 

Security .benefits currently being paid to Virginia public employees 

who retire at age 65 gener.ally exceed 100% of take-home pay. The 

table also indicates that a VSi:tS �ember with a $15,000 FAS and 30 

year3 of service can now retire at age 62 and receive combined re­

tire.=ent benefits in excess of take-home pay. 
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Years of FAS 
crcdlt.iblc 

:: 

service Percent 
u11tll!r VSRS of Fi\S 

10 71% 

15 78 
20 86 
25 93 

30 101 
35 108 
40 116 

10 56% 
15 62 
20 69 
25 75 

30 89 
35 96 
40 104 

Tai.>le 4 

Combined VSRS ond Social Security Benefits 
Pay.iull! to Single Members Retiring in Late 1977 

llS Percentages o[ Finnl 

�6
1
000 FAS = 

Percent Percent 
of TIIP of FAS 

101% 62% 
111 69 

123 77 

133 8/1 

144 92 
154 99 
166 107 

80% 48% 
89 51, 

99 61 
107 67 

127 81 
137 88 
149 96 

/wcrugc Salary and Tnlce-l10111c PaL 

�10
1
000 FAS= �15

1
000 

Percent Percent Percent 
of TIIP of FAS of TIJP 

RET IR EMF.NT AT 65 

89% 50% 73% 
99 58 85 

110 65 95 
120 73 107 

131 80 118 

141 BU 129 
153 96 1/11 

RETIREMENT AT 62 

69% 39% 57% 

77 t,6 68 
87 52 76 
96 Sil 85 

116 72 106 

126 80 118 

137 88 129 
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FAS = �30
1
000 

Percent Percent 
of FAS of TIIP 

33% 55% 
4 l 68 
l,9 82 
57 95 

611 107 
72 120 
80 134 

26% 43% 
32 53 
39 65 
,, s 75 

60 100 
68 113 

76 127 



A ??::�i!) L'< 

Su=a=·: o: Social Sec:.:=:.tv 3ene:its 

The Social Security System is a co�prehensive social insur­

ance prog=a:::i designed to eli=i�ace dependency. In addition to basic 

reti=e�e�t benefit�, Social Security provides benefits for �orkers wno 

are per::ianently and tot&lly disabled a�d for the survivors of w"Orkers 

wilo die before or after retire:enc. It includes a health insurance 

prcgra.o wnich covers retirees, disabled �orkers, and persons w-ho re­

quire costly special nedical care such as kid�ey dialysis. 

The broad scope of Social Security protection is highlighted 

in the following su::::.iary of be�efit provisi?�s. 

A worker wilose job is covered by Social Security is eligible 

for various Social Security bene:its, depe�di�g on his or her insure� 

stacus. There are t�ree ki�ds of insured status: 

(a) "Fully !:nsured": One qua=ter of coverage for eac�

calendar year after 1950 or, if later, after year in 

w-hich worker bec:ll:le 21; minic:urn required is 6 quarters 

of coverage; 40 quarters of coverage means fully insured 

for life. 

(b) "Currently insured": At le:ist 6 quarters of

cover.:ige duri:lg lJ-qu.1rter period endi:lg with qu.1rter 

in which worker (i) died, or (ii) became entitled to 

dis.1bility insur.1ncc benefits, or (iii) bec�e entitled 

to retirc=cnt benefits. 

(c) "Insured for disabllity benefits": Both (i) fully

insur�d, and (ii) 20 quarters of coverage <luring 40-

quartcr period endins �1th �uarccr in w�ich disability 

co=::enccd (or if disabled before age JO or blind oth�r 

rcquirc=ents ap?ly). 



The schedule belo�. indicates the insured status required and the 

levels of various types of Social Security benefits: 

Co�cition for Benefits 

Retirement at 62 to 65 

Disabled before 65 

Wife of retired or 
disabled worker 62 
or over, or caring 
for child 

Depet".dent child 

Dependent husband 62 
or over 

Widow or Widower 60 
or over 

Widow caring for child 

Surviving child 

Dependent parents 62 
or over 

Lu�p sue death benefit 

Hospital insurance 

Medical insurance 

Insured Status 
Reouire�enc for �orker 

Fully insured 

Insu:-ed for 
disability benefits 

Insured for retirement 
or disability benefit3 

as applicable 

It 

II 

Fully insured 

Either fully or 
currently insured 

" 

Fully insured 

Either fully or 
currently insured 

65 and entitled to SS 
benefits; or under 65 
and entitled to SS dis­
ability benefits for 2 
years; or 65 and have 3 
quarters of coverage 
for each year after 
1966 up to age 65; or 
voluntarily enroll and 
pay required premium 

None - 65 or over a�d 
pay required prcmiura 

Benefit A::-.ou::t 

PLl. (recuced if 
unce:- 65) 

PIA 

50:-� PLl. 
(reduced if unde:- 65 

and net cari.::g 
for child) 

SOi. PB 

50% P!A 
(reduced if uncer 65) 

100�� ?V­
(recuced if under 65) 

75% PB 

757. PIA

82�;� PH 
(7 5% each if ��;o) 

$255 

Schedule of 
in-hospital, 
post-hospital 

extended care, 
and ho::-.e heal t:-i 

service benefits 

Schec.ule of 
medical b�nefits 

Note: Dependent and sur1ivor benefits subject to f.irnily oaxi�u� ($7�4.90 
in late 1977 for �ale worker with caxir.:u� average �ont:-ily wage). 
Disabled �icows and wico�ers may be entitled to b�nefit5 bet��en 
ages 50 and 60. �ith a benefit reduced to 50% of the PLl. at �ge 
50, grading U? to 711i at age 60. 
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Se:-:�:::: .!i..:::ol.!n ts 

The worker's primary insl.!r�nc� ar.101.!nt (PL�) is the basis for 

al::ost all Social Security benefit a.'llounts. It is based on the �.orke:-' s 

ave=age oonthly ear::ings (}�!::) over a nt.:.=1ber of years. 

The period of years used to deter::ine the AHE incluce those 

calencar years after 1950 (or after attai�.::tent of age 21, if later) up 

to the year in .ihich the worker: 

(a) attains age 62 (for retire�ent benefit

purposes); or

(b) dies (for survivor's benefit pur?oses);

or

(c) begins the waiting period for disability

be::.efits.

The total nu.'llber of years obtained above is reduced by the 5 

years of lowest ear:-:.ings. The worker's "total earnings covered by 

Soci.:;.l Security" in �he years selected are then adced to'get::.er and 

di•1ided by the nu::iber of mon::hs in those years to produce the amount 

of his �IE. '"Iotal earnings cove::ed by Social Security" means, for 

eac� of the years used in the co�putation, only wages from jobs covered 

by Social Security and only wages up to the Social Security wage base in 

effect curing that particular year. The wage base has increased as follows 

sin:c 1950: 

Period 

1951-54 
1955-58 
1959-65 
1966-67 
1968-71 

19i2 
19;3 
1S,� 
19,5 
l'Jilj 
1977 

Ha:d:nuo Wages for Socfal 
Securitv Benefit� and Taxes 

$ 3,600 
4,200 
4,800 
6,600 
7,800 

9,0CO 
10,300 
13,200 
14, 100 
15,300 
16,500 



After the worker's �[Eis co�puted, the 2Inount of his PIA is 

deter=.ined by utilizing tables developed by the Social Securi:y �c!�i�:.3-

tration, on the basis of a statutory for.:i.ula. Under present la� the 

for=ula percentages are autooatically increased �nenever benefits are 

inc:-eased. 

The Social Security System is heavily weighted to favor e�­

ployees •..nth lower earnings. As a percentage of average monthly 

earnings, larger benefits are provided for lo�er-paid ��rkers t�an 

for higher-paid • .-orkers. This reflects the "social ir.surar.ce" 

objective of the Systet:1. For exz::iple, a t:ale �ilose career has bee� 

covered by Social Security and �ilo retires in·late 1977 at age 65 

will receive a primary insurance i:1.lCU�t as follows: 

Ma:d.=u:::i. Af!E - $634 

3/4 of Ma�izur.i .a:::..!£ - $475 

1/2 of Xaxi::.um �!::: $317 

J:-!cr. th l v PL.\ 

$437.10 

352.50 

270.70 

Ratio of ?B. 
to .l:::..r:-

68.9% 

74.2 

85.4 

Social Security also provides a oini�·A benefit, curre�cly 

$114.30 at age 6S; a special mini.=\!o benefit of up to $180 for �.-o=k.e:-s 

�-ho have many years under Social Security at low wages; anc! spec:.al 

benefits for persons �no bec;?:ne 72 before 1969 and are unable to �eet 

the regular insured status test. 

Social Security only recognizes earnings up to the Social 

Security wage base in detcr::iining average monthly ear.i.ings. To the 

extent that a covered worker's wages exceed the wage base, those earn­

ings arc not included in dctcn:tining his or her PL\. Consequently, all 

workers �hoJc c�rccr earnings average is grca�er th�n the aver�ge of the· 

wage bases during the s�e period will receive identic�l Social Sec�ri:y 

benefits - the �axi::ru� benefit - regardless of the differences .:i:i:ong their 

c�reer av���ge total earnings. 
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All Social Security benefits, both for those retired and 

those r.ot yet retired, are inc=eased .auto=acically to reflec: in­

creases in the cost of livi�3 as �easurea by the Cons�cer Price Index. 

Autc�acic be:1efit increases are provided in June of each year if the 

C?I rises 3'i. or ::iore; t!.e .=est :-ece:1t i.:.c=eaese of 5.9�� ;;as i�ckc!ed

in benefit ched,s for June 1977 ,;..nich were received in early Jcly. 

What future Social Sec�=ity benefits will represent as a 

percentage of final salary ca.�noc be identified with cer tainty be­

cause of the variables involved in the ope:-ation of the autocatic 

escalators. Fut�re re?lace=ent ratios will v�r/ substantially de­

pending on the interrela:ionshi? of three fac:ors: 

1. The indivicual's salary history.

2. Future changes in national wage levels.

3. Future increases in the cost of living.
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Joint Legislative Retirement Study Committee 
Commonwealth of Virginia General Assembly 
State Capitol 
Richmond, Virginia 

Gentlemen: 

$AN IIANC,SCO 
WAJ.Nlfrill(,TON, D.(. 

TOIQNTO 

Our July, 1977 report to your Joint Committee - "VSRS and Social 
Security Retirement Benefits Provided for Virginia Public Employees" 
- showed that, under present VSRS p=ovisions, members retiring after
a full career of public service generally receive combined VSRS and
Social Security benefits in excess of final take-home pay. That initial
report also indicated that designing VSRS benefit and contribution pro­
visions with full recognition of Social Security will preclude an auto­
matic drift into excessive benefits and costs.

This report presents general comments on combined benefit objectives 
and alternative benefit formulas for VSRS. It is intended to assist 
the Joint Committee in considering benefit objectives and the extent 
to \ohich various benefit formulas produce combined benefits in line 
with the established obje:tives. 

We suggest that this report and the implications of alternative bene­
fit formulas be thoroughly evaluated by the Joint Ccmmittee before any 
final policy decisions are made regarding proposed amendments to VSRS 
benefit or contribution provisions. 

J�:ns 

Sincerely, 

MARTIN E. SEGAL COMP&'N 

By: 

(/ John P. Mackin, Ph.D. 
Senior Vice President 
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COMBil."ED BE�"EFIT OBJECTIVES 

Our initial report to the Joint Legislative Retirement Study 

Committee reviewed the benefit structures of VSRS and Social Security, 

and presented data on the levels of combined retirement benefits 

currently being provided for Virginia public employees. Table l, 

-nich follows, reproduces Table 4 of our initial report; it shows

combined VSRS and Social Security benefits payable to members retir­

ing in late 1977 as percentages of final average salary and take-home 

pay. 

To determine the relationship between gross salary and take­

home pay, we computed the percentage of gross salary represented by 

the take-home pay of VSRS staff employees. Our analysis indicated 

that the take-home pay of most VSRS employees falls within a range 

of 65% to 75% of gross salary. The average ratio of take-home pay 

over gross salary, which is close to 70% for all employees with gross 

salaries below $12,000, tends to decrease slightly as gross salary 

levels increase above $12,000. 

For most VSRS members, combined retirement benefits of 75% 

of final.�verage salary would mean a full continuation of final year's· 

take-home pay into the period of retirement. Because the benefit ob­

jective is defined in terms of final average salary (which under VSRS 

is the average of a member's highest 36 consecutive months salary), 

the percentage needs to be somewhat higher than the ratio of take-home 

pay over gross salary if the goal is to provide for the full contin­

uance of a career employee's final take-home pay. In view of the 

existing relationship between take-home ,ay and gross salary, a com­

bined benefit of 75% of final average salary may appear slightly high. 

However, we expect that a restructured VSRS may also involve lower 

employee contributions and, therefore, an increase in take-home pay 

as a percentage of gross salary. 
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Years of 
FAS creditable 

service Percent 
under VSRS of FAS 

10 71% 
15 78 
20 86 
25 93 

30 101 

35 108 
40 116 

10 56% 
15 62 
20 69 
25 75 

30 89 
35 96 
40 104 

as 

Table 1 

Combined VSRS and Social Security Benefits 
Payable to Single Members Retiring in Late 1977 

Per.centages of Final Average Salary and Take-Home Pay 

.. $6,000 FAS .. $10,000 FAS .. $15,000 

Percent Pcrtent Percent Percent Percent 
of THP of FAS of TIIP of FAS of THP 

RETIREMENI' AT 65 

101% 62i', 89% 50% 73% 
111 69 99 58 85 
123 77 llO 65 95 
133 84 120 73 107 

144 92 131 80 118 
154 99 141 88 129 
166 107 153 96 141 

RETIREMENT AT 62 

80% 48% 69% 39% 57% 
89 54 77 46 68 
99 61 87 52 76 

107 67 96 58 85 

127 81 116 72 106 
137 88 126 80 118 

149 96 137 88 129 
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FAS a $30,000 

Percent Percent 
of FAS of THP 

33% 55% 
41 68 
L,9 82 
57 95 

64 107 
72 120 
80 134 

267. 43%
32 53 
39 65 
45 75 

60 100 
68 113 
76 127 



A combined benefit of 757. of final average salary may be an 

acceptable goal for the majority of VSRS members, but it is within the 

range of good public policy to provide somewhat less for those who are 

relatively well paid. A lower benefit-objective for higher-paid 

members not only represents sound public policy but, in more funda­

mental terms, it recognizes the fact that take-home pay as a percent-

age of gross salary generally declines as gross salary increases. In 

addition, a lower benefit objective for higher-paid members can be justi­

fied on the grounds that the ratio of savings over total personal income 

generally increases as income increases. 

One method of meeting the objective of providing for the full 

continuance of take-home pay for career employees at all salary levels 

would be to establish a lower benefit objective on that portio� of salary 

in excess of the Social Security wage base. For example, the cO'llbined 

benefit objective for a VSRS member with 30 years of service might be 

757. of final average salary up to the Social Security wage base (or the

average of the Social Security wage bases in the three years i.Icmediately 

preceding retirement), plus 557. on that portion of salary above the 

base. An employee with a salary equal to twice the wage base would, 

therefore, receive combined benefits of 657. of fi�al average salary. 

Before specific for.nulas can be developed to achieve a certain 

combined benefit objective, a decision needs to be made as to what period 

of service will be deemed to constitute a full career. While a working 

lifetime is generally close to 40 years (from 25 to 65), we believe 

that 30 years of employment as a member of one retirement system is 

a realistic measure of a full working career. Those employees who 

complete 30 years of service before retirement could be permitted to 

discontinue making contributions. In addition, the formula could pro­

vide that oenefits are based on final average salary at retirement and 

not at the time an employee completes 30 years of service. Thus, an 

employee who entered service at 25 and retired at 65 could be permitted 

to discontinue contributions at 55; between 55 and 65 his benefit would 

increase as a result of salary increases and this benefit increment 

would be provided at no cost to the employee. 
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Another factor that needs to be considered in establishing 

benefit objectives is the age at lolbich the intended objective is to be 

achieved. A retirement plan provides for �he payment of unreduced 

benefits at a certain age (or ages),.and that age is usually referred 

to as the normal retirement age. The requirements for normal retire­

ment establish the age or ages to which the average employee is en­

couraged to stay in employment and after which he or she is encouraged 

to retire. Under present VSRS provisions, the requirements for normal 

retirement are age 65 or age 60 with 30 years of service. 

VSRS also makes early retirement available to members wno 

want to retire before meeting the requirements.for normal retirement 

and are willing to accept some reduction from the full formula bene­

fits. The requirements for retirement on reduced early retirement 

benefits are currently age 55 with 5 years of service. Early retire­

ment can be made relatively attractive or unattractive, depending upon 

the degree of reduction. Under VSRS the percentage reduction in the 

formula benefit is .51. for each of the first 60 months plus .47. for 

each additional month between early retirement and the date of full 

eligibility for normal retirement. 

_.Jor purposes of our review of various types· of benefit 

formulas, it is assumed that the normal retirement age will be fixed 

either at age 65 or at age 62. As a result, Social Security benefits 

will always help to fulfill the combined benefit objective defined by 

the Joint Committee. Providing full benefits before age 62 will result 

in significantly higher retire.ment costs because the total benefit ob­

jective would be met by VSRS up to age 62. If the objective is to 

encourage retirements before age 62, this could be accomplished by 

using early retirement factors that result in relatively high benefits 

for earlier-than-normal retirement. 
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ALTER..�A!IVE BENEFIT FORMULAS 

The wide range of possible bene£it formulas can be considered 

in terms of broad alternative types, and the extent to "1hich each type 

produces combined benefits that meet a certain objective, despite future 

changes in Social Security. 

To facilitate the identification of alternative formulas, we 

have assumed that the general objective is to provide combin�d benefits 

at age 65 with 30 years of service equal to 757. of final average salary 

(the term "salary" is used in the remainder of this section to refer to 

"final average salary"). For higher paid employees, we have assumed 

that the benefit objective will be tapered do�ward, perhaps to 607. or 

65% for an employee with a salary equal to double the Social Security 

wage base. 

Based on current Social Security benefit levels, the age-65 

Social Security benefit is assumed to continue to approximate 507. oi 

salary for an employee with a salary equal to half the wage base, 307. 

of salary for a wage base employee, and 157. of salary for an employee 

with a salary equal to double the wage base. 

It should be emphasized that the general benefit objective 

outlined above was assumed simply to facilitate the description of 

different types of formulas. Before alternative formulas can be 

evaluated in detail, the Joint Committee will need to consider numerous 

policy questions, including (1) target benefit percentages or benefit 

objectives for employees with various salary levels, (2) the period 

of service deemed to constitute a full working career, (3) normal 

retirement age, (4) early retirement provisions, and (5) employee 

contribution rates. 
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Single Percentage Formula 

A majority of public employee retirement systems, including 

VSRS, determine benefits by applying a fixed formula wilich is usually 

a specified percentage of salary for each year of service (such as the 

1.57. formula in VSRS). Where members of the system are also covered 

under Social Security, the benefits payable under the federal program 

are usually fully in addition to the benefits provided by the state or 

local retirement system. 

One possibility w-ould be to leave the basic VSRS formula 

unchanged. VSRS would continue to provide a benefit of 457. of salary 

to members with 30 years of service (this disregards the some'What 

higher benefits now provided for VSRS members with salaries above 

$13,200). If Social Security is assumed to produce an additional 

307., the combined benefits equal 757.. By limiting the maximum years 

of credited service to 30, the combined benefit would be limited to 

757. for those employees 'Who receive a 307. Social Security benefit.

However, the 757. objective w"Ould only be fulfilled for an 

employee 'Whose salary approximates the Social Security wage base. 

For someone earning more, Social Security represents a progressively 

lower percentage of salary. Consequently, for an employee whose 

salary is twice the Social Security base, the system w-ould pay 457. 

for 30 years and Social Security would pay another 157., for a total 

of 607.. 

For the large proportion of employees with salaries below 

the Social Security base, the combined benefits would be progressively 

greater than 751. -- for example, 957. for a 30-year employee with a 

salary equal to half the Social Security base. Accordingly, the VSRS 

formula would need to be reduced from 1\1. to less than 17. per year if 

the intended objective was to provide combined benefits of 757. after 

30 years for an employee 'Whose salary was half the Social Security base. 
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A single percentage formula has the significant advantages 

of being simple, easily understood by the system members, relatively 

easy to administer, and independent of Social Security. On the other 

hand, the combined benefits produced by such a formula vary with salary, 

because Social Security heavily favors those with lower earnings. In 

addition, such a formula provides no assurance that future levels of 
.
. 

combined benefits will meet the intended objectives. 

Steo-Rate Integrated Formula 

A widely used approach in accommodating the design of a re­

tirement plan to Social Security has been a "step-rate" formula. 'Ibis 

is a formula that accrues two.different percentages of pay for each 

year of service: one on the part of salary subject to Social Security 

contributions and the other -- a higher percentage -- on the remainder 

of salary. Social Security might be equated, for example, with 17. of 

salary for each year of service (30 years equals 307.). Therefore� a 

step-rate formula might be: 

1�7. of salary cover�d by Social Security, 

plus 27. of the excess. 

'Ihe firstpart would provide, after 30 years, 457. of the Social Secur­

ity salary base; with Social Security 757.. 'Ihe second part �uld pro­

vide, after 30 years, 607. with no Social Security addable since that 

portion of salary does not give rise to a Social Security benefit. 

Traditionally, step-rate formulas have been fixed on the 

basis of whatever taxable wage base was in effect, at the moment, under 

the Social Security Act. Generally speaking, once that salary "break­

point" was fixed in a plan, it was not changed. That has meant that 

step-rate formulas have become increasingly obsolete; �ome of these 

formulas continue·to be based on $4,800 or $7,800 breakpoints. With 

the new Social Security law, it has become more obvious that a step­

rate formula based on a fixed salary breakpoint serves no purpose of 

continuing validity -- the Social Security earnings base and benefit 

level will be escalated autooatically. 
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One could, theoretically, design a fonnula that w'Ould incor­

porate an automatic shift in the salary breakpoint to match the Social 

Security maximum. If the breakpoint moves up, it means that the bene­

fit on the new piece of salary covered.below the breakpoint goes dow-n. 

Social Security moves up simultaneously, to be sure, but to a much 

lesser extent, since Social Security averages that additional piece of 

salary in with all past salary. This basic fault could be corrected. 

It would require, however, inventing a career average formula, such as 

Social Security's, with an adjustment of each year's benefit accrued 

by an index of wage change, so that the total benefit from the state 

system w'Ould not go down in time any more than Social Security would 

go up. 

In our opinion, a step-rate formula with a breakpoint de­

signed to take account of the career average Social Security formula 

w"Ould be unduly complicated, particularly for a large state retirement 

system. Moreover, step-rate formulas may appear to unduly favor the 

higher-paid employees, even if combined benefits for the higher-paid 

represent a smaller percentage of salary than the combined benefits 

provided for lower-paid employees. On the other hand, a step-rate 

formula has the major advantage of allowing the system to compute 

benefits independent of the individual's Social Security benefit. 

501. Offset Formula

An example of an offset approach 'Which was widely used in 

the early 1950's was to subtract from a defined benefit half of the 

Social Security benefit. Then, under pressure for higher benefits 

and for reflecting Social Security increases in full, provisions of 

this type almost disappeared. They have been reappearing now, how­

ever, as the combination of system benefits and Social Security has 

reached a high ratio of replacement of earnings by retirement income, 

and step-rate formulas have proven to be ineffective. 
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A relatively simple fot'l!l\lla would be� of salary for each 

year of service, less 2� of Social Security for each year of service 

up to 25 (maximum offset 507. of Social Se9urity). With 30 years of 

service, this 90uld produce 757. of salary for the wage base employee, 

computed as follows: 

30 years times 27. 607. 

Less half of Social Security - .1L 

Payment from system 457. 

Plus all of Social Security + 1Q_

Combined .757. 

If the objective was to produce combined benefits of 757. 

for a wage base employee with 40 years of service, a possible 507. 

offset formula 'WOUld be 1%7. of salary for each year of service less 

1�7. of Social Security for each year of service up to 40. With 40 

years the system benefit .....ould be 607. reduced by half of Social 

Security, for a combined benefit of 757.. 

The rationale for a 507. offset plan has been that the 

employer and the employee share equally in the financing of Social 

Security"and that the "employee financed" portion of Social Security 

is not taken into account in determining the benefits payable by the 

system. 

An important point to note is that offset plans have gener­

ally been established so that the value of 507. of Social Security is 

subtracted even from the benefit payable in advance of Social Security. 

In other words, a plan of this type will typically calculate the normal 

retirement benefit, payable at age 65. Then it will subtract the off­

set amount (let us say, 507. of Social Security at 65) to determine the 

normal benefit payable from the plan. Then, if the employee is retiring 

before 65 or 62, it will apply to that net amount the reduction factor 

for early retirement. 
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If the employee is retiring at or after 62, exact Social 

Security amounts are available, but if retirement occurs before age 

62 it becomes necessary to estimate the S�cial Security benefit pay­

able. That means (a) getting his Social Security wage history, (b) 

making an assumption about whether or not he will work under Social 

Security coverage after his retirement, and (c) calculating his pro­

jected Social Security benefit and subtracting 507. to find the net 

amount for the system to pay. Where payments before normal retirement 

are reduced because of age, the net amount must also be multiplied by 

the system's early retirement factor. 

Another question that has to be answered is wilether the 

Social Security amount is to be determined by the Social Security 

formula in effect when the employee left system employment or by the 

Social Security formula that will be in effect wilen he reaches age 65. 

Obviously, the simpler and more certain calculation is to determine 

the projected Social Security benefit by the law in effect when the 

employee leaves system employment. (ERISA provides that this is the 

only acceptable method for private pension plans with offset formulas.) 

However, to calculate the Social Security benefit amount at 

the point of severance without considering the escalation in the wage 
--

base and the benefit level to age 62 or age 65 is consistently to 

underestimate Social Security and the consequent offset, and to pay 

the early retiree on a more favorable basis (though not necessarily 

a greater amount) than the person who retires at age 62 or 65. The 

extreme case of such discrepancy might occur with a vested benefit 

deferred from perhaps termination at age 40 to age 65. 
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Clearly, an offset formula of this type ceases to be simple 

once it is applied to determine benefits payable before 62. Moreover, 

it subtracts a portion of Social Secu�ity even before Social Security 

is payable. To eliminate the complexities of offsetting before Social 

Security is payable, Social Security could be offset only when it is 

payable. 'nlat would me.µi applying the offset at age 62 or at retire­

ment, whichever is later. 'nlat provides, of course, a much higher 

benefit for retirements before age 62. 

A 501.-offset formula is essenti�lly a compromise. nie system 

benefit is reduced for long-service employees by half the Social Secur­

ity benefit. Such a formula therefore gets involved in the argument 

that "benefits are being reduced" because of Social Security coverage. 

More important is the fact that only half of the Social Security bene­

fit is deducted. nie other half is additional, so the extent to which 

an intended benefit objective is fulfilled still varies with salary. 

All-Inclusive Formula 

nie most direct method of accomplishing an overall benefit 

objective is to fix a benefit formula in 311-inclusive terms. It 

"10Uld then be a benefit objective defined and guaranteed by state 

law but fulfilled �rou�h two instruments, .namely, VSRS and Social 

Security. 

Based on the assumed objective, the state law might provide 

that an employee with 30 years of service could retire at age 65 on 

751. of salary. Social Security "1t>uld make its payments and VSRS would

pay �ilatever else was necessary to fulfill the defined benefit objective.

For retirements before 65 the all-inclusive benefit would be in an amount

reduced by whatever factor was fixed as appropriate for early retirement.
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The all-inclusive benefit could be proportionately reduced 

for service of less than 30 years. One method of providing a benefit 

for relatively short-service employment.is to subtract a proportionate 

share of Social Security for each year of service. For example, the 

benefit for each year of service up to 30 years could be 2%7. of salary 

less l/30th of the Social Security benefit. 

An all-inclusive benefit formula can be readily· modified to 

take account of decisions made with respect to various policy issues. 

For example, the age-62 Social Security benefit could be deducted in 

all cases, if the objective was to provide combined benefits somewhat 

higher than the target percentage for retirements after age 62. If 

the objective was to provide combined benefits of 607. of salary for 

a 30-year employee earning twice the wage base, the all-inclusive 

formula could be modified as follows: for each year of service up to 

30 years - 2-1/31. of salary up to the Social Security base plus 1-2/3% 

of the excess, less l/30th of the Social Security benefit. Another 

possibility �uld be to vary the percentages for various periods of 

service so as to provide higher or lower benefits for certain portions 

of an employee's total period of service • 

. _!!ecause an all-inclusive benefit formula is a new concept, 

it requires a reorientation of basic approach and a process of absorp­

tion. An important aspect of the all-inclusive formula is that it in­

volves substantially different changes in benefits for employees �t dif­

ferent salary levels. Although the all-inclusive benefit could be stated 

as 2%7. of salary less l/30th of Social Security for each of the first 30 

years of service, the system benefit would vary substantially depending 

on the employee's salary level and Social Security benefit. For example, 

the system benefit for a 30-year employee with a salary equal to half 

the Social Security base �uld be 257., compared to a system benefit of 

60% for the employee 'Whose salary was equal to double the base. 
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Maximum Limit on Combined Benefits 

Another direct method of ass�ring that combined benefits do 

not exceed a certain objective, despite �ture changes in Social Secur­

ity, is to add a maximum limit on combined benefits to the state 

retirement law. For example, the state law could provide that VSRS 

plus Social Security benefits may not exceed 757. of salary. As with 

an all-inclusive formula, however, a maximum limit on combined benefits 

results in widely varying system benefits depending on the employee's 

salary level and Social Security benefit. 

VSRS presently incorporates the following maximum limit: 

the benefit payable under VSRS may not exceed the amount determined 

by subtracting 507. of the member's primary Social Security benefit 

from 1007. of his or her final average salary. In our initial report 

to the Joint Committee, we noted that the present maximum applies to 

only a very few VSRS members (for example, it does not apply to any 

of the salary levels or service periods included in Table 1). For a 

member with a salary approximating the current Social Security base, 

combined benefits would need to exceed about 1157. of salary (or 1707. 

of final take-home pay) before VSRS benefits would be reduced on ac­

count of the present maximum. 

Our initial. report to the Joint Committee included these 

comments on the present maximum: "In studying the relationship 

between VSRS and Social Security, one of the issues to be considered 

by the General Assembly is the 'appropriateness' of the existing 

maxi.mum limit. Because it takes account of only half of the primary 

Social Security benefit, VSRS members affected by the maximum limit 

would still receive total retirement benefits substantially in excess 

of 100'7. of final average salary." 
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The present maximum limit was added to the retirement law in 

1974. It replaced the following maximum limitation, 'Which was enacted 

in 1972 but never became operative: 

VSRS plus primary Social Security benefits were 
limited to 907. of the first $5,000 of final 
average salary plus 757. of final average salary 
above $5,000; the resultant maximum VSRS benefit 
was applicable to members with 35 or more yean 
of service and pro-rated downward in the case of 
members with less than 35 years of service. 

Although the 1972 maximum took partial account of the weight­

ing of Social Security in favor of lower-paid.employees (by providing 

for a higher percentage limitation on the first $5,000), it �-ould still 

have applied mainly to lower-paid and long-service employees. Accord­

ingly, proposals were made to reduce the employee contribution rate to 

VSRS from 5\7. to 37. on that portion of salary subject to Social Security 

taxes. However, because the proposed reduction in employee contributions 

was not enacted, the 907.-757. maximum was viewed by some as unduly favor­

ing the higher-paid; as noted, it was deleted from the retirement law in 

1974. 

The experience of VSRS indicates that a maximum limit on com­

bined berrefits can be designed to accomplish specific benefit objectives 

for employees at various salary levels. To produce an equitable relation­

ship between benefits and contributions for all employees, a maximum limit 

can be combined with a reduction in contributions for lower-paid employees 

or with a minimum benefit guarantee for each year of service. One possi­

bility would be to add a maximum limit on combined benefits (which could 

be similar to the 907.-757. maximum enacted in 1972), but also provide that 

no VSRS member will receive a system benefit �f less than 17. of salary 

for each year of service. The minimum benefit guarantee should be de­

signed to take account of both the employee contribution structure and 

employer cost considerations. 
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Indeoendent Formula with Guaranteed Total 

This approach would combine both a VSRS benefit computed in­

dependently of Social Security and a VSRS benefit inclusive of Social 

Security. The member would receive �ichever benefit was more favorable. 

An independent formula with a guaranteed total can be illus­

trated as follows: 

the basic VSRS formula might be l't of salary for 

each year of service (or for each year after 1978 

if it also applied to current employees). This 

formula benefit would be paid t.a members :who meet 

the requirements for normal retirement and reduced 

for earlier-than-normal retirements, as under 

present provisions. 

The other major feature would be a guarantee that 

a member's total retirement benefit, including his 

or her primary Social Security benefit, would not. 

be less than a certain percentage of salary begin­

ning at age 65. The combined benefit percentage 

to be guaranteed from age 65 on would be fixed by 

statute, and would most likely vary with both 

years of service and salary level. 

VSRS members �o retired at or after age 65 would receive the 

greater of the basic formula benefit or the benefit computed under the 

guarantee. Those retiring before age 65 would receive the basic fonnula 

benefit up to 65, and the greater of the formula benefit or the "guarantee 

benefit" beginning at age 65. In other words, once benefit payments com­

mence the benefit amount could never be reduced; how�ver, the benefit ,;.iould 

be increased beginnin.g at 65 if a larger benefit was required to meet the 

combined benefit percentage guaranteed by the retirement law. 
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In view of the weighting of Social Security benefits in favor 

of employees with low earnings, the combined benefit percentage guaran­

teed under such a plan would most likely by tapered downward for higher­

paid employees. For example, the combined benefit guarantee from age 65 

on might be as follows for a career employee: 707. of salary up to the 

Social Security base plus 507. of any excess salary. The specific levels 

of combined benefits to be guaranteed will depend on cost considerations 

and the decisions made by policymakers with respect to appropriate bene­

fit objectives for employees with various salaries and service periods. 

Combining an independent formula with a guaranteed total bene­

fit has the significant advantage of taking account of Social Security 

in a positive manner. Instead of reducing system benefits because of 

Social Security, this approach involves a potential increase in system 

benefits if total benefits do not meet the statutory guarantee. Al­

though the basic formula benefit may be reduced under such a plan 

(possibly from 1\7. to 17. of salary for each year of service), this 

reduction might be acceptable �o employees if accompanied by a total 

benefit guarantee and a reduction (or elimination) of employee contri­

butions. 
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Appendix VII 

Selected Examples of Combined Benefits for Recently Retired Career Employees 

Total SS Total Benefit VSRS Over life Expectancy Career 
Service AFC VSRS Annual SS Annual Last Salart g VSRS as i of Last Salarl M•l5.6l1 F•19.7l Contrlbut ion 

32y llm 9,664 4,808 4,316 10,512 9,124 06.8% 94,734 6,330 
32y 3m 13,571 (i,583 5,024 14,336 11,607 81.0 129,685 7,871 
33y 8m 10,705 5,406 4,679 11,449 10,085 88.1 106,498 5,950 
32y 11,208 5,381 4,064 11,500 9,445 82.1 106,005 5,290 

34y 8m 13,057 6,792 5,123 14,371 11,915 82.9 97,125 7,289 
41y 12,362 7,617 5,172 13,180 12,789 97 .o 150,054 8,204 
JOy 4m 12,962 5,898 5,172 13,379 11,070 82.7 116,190 7,603 
43y 10,306 6,685 4,652 10,400 11,337 109.0 131,695 6,664 

47y 19,621 14,285 4,944 20,500 19,229 93.8 222,846 13,968 

39y 22,303 13,580 4,944 24,309 18,524 76.2 211,848 15,978 
3By lm 21,862 12,983 4,944 24,620 17,927 72.8 255,765 6,949 

32y Bm 46,252 24,314 4,417 47,797 28,731 60,l 379,298 36,161 

42y 7m 21,433 14,217 4,944 22,400 19,161 85.S 221,785 14,425 

39y 5m 32,194 20,158 4,944 34,600 25,102 72.6 · 314,464 22,025 
J9y 4m 24,902 15,383 4,944 27,808 20,327 73.l 239,975 22,942 
Jly 7m 23,762 11,763 4,558 27,829 16,321 58. 7 183,503 14,453 

Jly 7m 32,583 16,355 4,944 34,900 21,299 61.0 255,138 27,656 
44y 7m 28,971 20,448 4,944 30,300 25,392 83.8 318,989 19,248 

Prepared by VSRS 



VSUS Oen�!l Compad,ons 
(Annual Dendils) 

Annuat Salary 
u 65 $1,000 

( II Ll,!� 
( 11 1, qqo 
( I) 1,000 
t q) 2,500 
t 51 1, 7l0 
l 6) 820 
I 71' J,6qo 

C 91 • 900 
I 91 1,000 
110) 2,160 
111) l, 150 
t 1 l) 1,180 

(71 $ l, 6 110 
(I) l .. D60

(4) 2, 500 
1101 2, )60 
(111 2,JSO 

Ul 2,000 
IS) 1. no
Ill 1,440 

C 12) I, 180 
fl) 1,000 
(81 900 
(61 820 

2S Years Service 

$15,000 $25,000 

L!...m U,HQ 
l, 620 : 7,410 
2,980 6,620 
5,610 10,180 
4,140 8,890 
1,870 7, 1120 
4,850 8,470 
2,640 6,050 
J,800 7,980 
S, 160 9,250 
4, 1100 7, JJO 
), 320 7,190 

(qJ $ 5,610 (41 $10,180 
(1) .1JIQ!!. (I) 9, JJO 

(10) s, 160 (10) 9;-iso
(7) 4,850 (5) a,a9o 

( II) q, qoo (7) 8,470 
(Sl 4, Jqo (9) 1,980 
19) J, 800 [61 7,420 
Ill l, 620 121 7,410 

(12) l, l10 (111 7, llO 
(J) 2,980 (11) 7,190 
(6) 2,870 Ill 6,610 
(8) 2,640 181 6,050 

J-\J)(J�IIU1.I\. V 1J.J. 

Retirement Benefit Comparisons 

RETIREMENT BENEFIT COMPARISONS 

For Hypolhellcal Employee, with Salary ond Service as Indicated" 

10 Years Service 

$SO, 000 $8,000 $15,000 $15,000 $50,000 sa. ooo 

H?,.!�9 U�!!! Ll.��Q i!.! ,.?Q� m,.Q9� 1. .. M9Q 
16,880 1,730 4, 140 a, ago 20, 260 L 7JO 
15, 710 1,490 l,UO a. no 18,740 1,970 
21,540 ), 000 6,760 12,210 25,150 J, 000 
20,260 I, 910 4,680 9,460 21, ]90 2,090 
18,780 1, 740 4,410 ! 9,890 21,510 1,740 
18,100 4,160 5,810 9,420 10, 780 S,090 
14,570 , • 160 1,660 7,750 18,190 1,910 
18,440 2,400 4,610 9,JSO 21,160 2,800 
19,480 2,550 5,650 10,200 11, 560 2,130 
14,960 2,760 s. 180 8, 1SO 17. 960 ), 180 
16,850 1,800 4,480 9,120 20,710 1. 800 

(4) $11,S40 (7) $ q, 360 (41 $ 6,760 [qi $12,210 141 $25, ISO 111 $ s. 090 
151 10,260 (I) .LUI!. (11 6,980 (II .lJ.lD.ll 161 23, SJO (11 .9...000 

CIOI 19,480 14) l,000 171 S,820 (10) 10,100 (1) lUJIJl t 111 l, 180 
(11 .U...1.6.2. (11) 2,760 {10) 5,650 (6) 9,&90 (10) 21, S60 (q) ). 000 
(6) 18,780 (IOJ 2,550 (11) s, 180 (Sl 9,460 (5)' 11, )90 (91 2,BOO 
(7) 18,700 19) 2,400 CS) 4,680 (7) 9,420 (91 11. 160 (10) 2,730 
(91 u, 440 CS) 1,910 (9) 4,610 (9) 9, 3SO (7) 20, 780 (S) 2,090 
12) 16,880 (12) 1, aoo 112) 4,480 ( 12) 9,120 (12) 10,710 ()) 1,970 

t ll) 16,850 161 1,740 (6) 4,410 C2l •• 890 C2l 10,260 (8) 1,910 
Ill 15,710 12) l,7JO Cl) 4,140 ( 11) a, 750 Ill 18, 740 (11) I, 800 

( IJ) 14,960 Ill 1,490 CJ) 3,890 (J) 8, 1 JO tel ,a.no (6) I, 740 
(8) 14,570 (8) 1,360 18) l, 660 (aJ 7, ISO (II) 17,960 (21 I, 7l0 

11A�1ounu:d r,cllremenl as of January 1, 1977 and 5\ salary •Cale. 

JS Ye.rs 

SIS, 000 

1. !. 560 
4, )40 
4, aoo 
6,760 
S,010 
4,410 
6,790 
4,690 
s. 440 
6,140 
s. 970 
4,480 

Ill .LLl§O 
t7l 6,790 
cqJ '· 760 

(IOI 6,140 
(11) S,970 

(9) s,qqo 
(S) 5,010 
Ill 4,800 
UJ 4,690 

C 11) q, 480 
(61 4,410 
121 4, )40 

Service 

-��

m.�Z9
8,190 
9, 650 

12, 110 
10,010 
9,890 

10, )60 
9,170 

10,110 
11, 140 
10, l 10 

9, 110 

(1) .lll.OZO 
(4) 

(10) 
191 
1_71 

1111 

(SI 
16) 
(I) 
fl) 

1111 
Ul 

11,210 
11. 140 
10,710 
10, )60 
10.110 
10,030 

9. 890 
9,710 
9. 650 
9,110 
I, 890 

$50,000 

m.UP
20,260 
21, 170 
lS, 850 
12, SJO 
H,510 
ll, 8GO 
12. aqo 
l I. 890 
l l, 640 
10,950 
20, 710 

(I) S26 .. UQ 

cqJ 25,150 
(9) ll, 890 

(10) ll, 640 
161 23. $10 
111 22,860 
(8) ll, 840 
(5) ll, SJO 
(J) 21. 710 

( 11) 20,950 
(11) 10,710 
Ill 20, 260 

fl) Vu 9ir114: Supplcmenlat Rt:Uremenl System (5) Rl�hmontl Corporullon 19) City of Richmond 
I} J Dc..mi,,ion llankshiJr-es. (6) Vlr!Jlnla Nallonal Dani< (10) VEPCO Prepared by Meidinger and Associates 
ll 1 Uullcd Vir!Jlnla Oanksharcs (7) Revnolds Melals 1111 CtP Telephone 
C�I Uank or Virt1i11ia (8) Central N,11 ional Bank (12) Maryland Nallonal Dank 9117 



Appendix IX 

Long Range Retirement Cost Projections 

PRESENT PLAN 

Total Total 
Payroll 

AL+ NC              Basic                C/L 

Cont. Rate   Contribution Supplements Cost 

1978-80 

State Employees $2216.4 2.61% $ 57.85 $ 15. 55 $ 73.40 

Teachers 2275.4 4.25 96.70 38.26 134.96 

Total $"491.8 $154.55 $ 53.81 $208.36 

1980-82 

State Employees $2869.5 3.87% $111.05 $ 21. 72 $132.77 

Teachers 2814. 1 5.94 167. 16 49.78 216.94 

Total $5683.6 $278.21 $ 71.50 $349. 71 

1982-84 

State Employees $3689.7 4.83% $178.21 $ 29.96 $208.17 

Teachers 3492.5 7.31 255.30 68.26 323.56 

Total $7182.2 $433.51 $ 98.22 $531. 73 

1984-86 

State Employees $4710.8 5.02% $236.48 $ 40.51 $276.99 

Teachers 4350.0 8.08 351.48 89. 18 440.66 

Total $9060.8 $587.96 $129.69 $717. 65 

1986-88 

State Employees $5972.3 5.28% $315.34 $ 51.36 $366.70 

Teachers 5437.4 8.79 477.95 111. 47 589.42 

Total $11409.7 $793.29 $162.83 $956.12 

* The dollar items in the above chart are in millions.
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