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ABSTRACT 

Since the Internal Revenue Service updated its rules for integration of 
qualified pension plans (Revenue Ruling 71-446) nearly ten years ago, 
major changes have taken place in the structure of social security benefits. 

The lack of a consensus as to what constitutes a good set of rules for 
integration is a reflection of the many existing social and political view- 
points on this subject. Recognizing that no technical work on integration 
can begin without certain social and political premises, the authors de- 
cided to proceed with just one set of viewpoints. The authors believe that 
a significant number of people having an active interest in integration 
would, in large measure, share these viewpoints. However, the paper 
should be technically useful whether or not a reader agrees with the 
premises. 

The selected hypothesis focuses on the replacement of income for re- 
tiring employees on an after-tax basis. Section 1 of the paper describes 
the underlying principles of the hypothesis: Section I1 deals with the basic 
concept of integration that logically follows: and Sections Ill and IV 
address the theoretical concepts of income replacement and the devel- 
opment of the basic offset integration formulas. The balance of the paper 
discusses adjustments that would (or would not) have to be made for 
different types of benefit |brmulas, additional benefit provisions, or dif- 
fering employee circumstances. 

I. THE HYPOtHeSiS 

In a free economy, an individual's earnings are determined, for the most 
part, in the marketplace and represent an approximate measure of his 
perceived contribution to society. These earnings not only include current 
cash compensation but may also include benefits paid under some kind 
of deferred arrangement, such as a pension at retirement. An employer's 
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willingness to contribute toward future pension benefits is based on his 
desire to retain the current services of an employee, Retirement benefits, 
therefore, can be considered a deferred recognition of the employee's 
contribution to society during the years of employment. Thus, the benefits 
offer a way for an active member of the society to provide for himself 
and his family in retirement years. 

In this paper, we assume thai our national policy has encouraged this 
deferred recognition. If an individual receives his total compensation dur- 
ing his active years and does not maintain adequate savings, he may 
become a burden on the state during his retirement years. 

Under this hypothesis, it can be argued that social policy should en- 
courage an individual to maintain all or part of his preretirement standard 
of living after retirement by deferring some earnings from his active years. 
On the other hand, it probably is unnecessary for social policy to promote 
an increase in his standard of living upon retirement. The objective is to 
spread an individual's earnings from production during some forty years 
of employment over a span of some sixty or more years. This can be done 
in such a way that the individual suffers no abrupt financial discontinuity 
during the transition from an active to a retired life. 

II .  CONCEPT OF IN] F+GRATION 

Regulations covering the integration of private pension plans with social 
security benefits have been based on a consideration of the benefit cost. 
The employer takes credit in the private plan for what is deemed to be 
his contribution to the total cost of the social security benefits. Revenue 
Ruling 71-446, in particular, follows this approach. It develops the inte- 
gration limits by determining the average value of all social security ben- 
efits (for retirement, disability, and death) as a percentage of the primary 
(retirement) benefit. Half of the cost of all benefits is then attributed to 
the individual employee, and half to the employer. Under Revenue Ruling 
71-446, the employer's portion of the cost of social security benefits is 
equivalent to 83V~ percent of the employee's primary social security ben- 
efit, or 37~/,_ percent of final earnings up to the employee's covered com- 
pensation level. (Covered compensation is defined as the average annual 
wage determined under the pre-1978 social security calculation method, 
assuming that the employee always earned maximum social security cov- 
ered wages.) 

Because the primary purpose of any pension plan, private or public, 
is to provide retirement income, an appropriate view is to disregard all 
ancillary benefits, such as death or disability, in determining mSximum 
integration limits. Also, consistent with the income replacement hypoth- 
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esis, the division of social security benefit cost between employee and 
employer should not have any effect on retirement income levels or in- 
tegration rules. The main focus should be on what combination of benefits 
provided under social security and the private plan is most effective in 
replacing income. The analysis in this paper focuses on a tbrmula that 
relates benefits to final earnings and adjusts for social security benefits 
by a direct offset. This type of plan design approaches directly the concept 
of integration consistent with the basic hypothesis. 

Other types of benefit formulas can only approximate the direct inte- 
gration achieved through the final earnings, social security offset ap- 
proach. If agreement can be reached on suitable integration limits for the 
offset case~ it should be possible, by adding reasonable assumptions for 
other factors, to develop consistent limits for use with step-rate plans, 
defined contribution plans, and plans that base their benefits on other than 
final earnings. 

I l l ,  CONCEPTS OF INCOME R E P L A C E M E N T  

Postretirement income from pensions, including social security bene- 
fits, should not be thought of as a replacement for preretirement gross 
income. The income to be replaced, in whole or in part, is the employee's 
spendable income just prior to retirement. We might define spendable 
income as gross final earnings reduced by those items that no longer apply 
or that change alter retirement. Social security taxes and federal, state, 
and local income taxes are the most obvious items. Contributions to the 
private pension plan itself and expenses associated with employment (cost 
of commuting, tools, uniforms, etc.) might also be considered. However. 
because this paper seeks a broad, general solution to the integration prob- 
lem, it is inappropriate to adjust for items that are not universally appli- 
cable, such as the work-related expense items and state and local taxes, 
Therefore, a practical definition of postretirement spendable income 
would be gross preretirement income reduced by social security taxes 
and federal income taxes. To the extent that work-related expenses and 
state and local taxes are applicable, this definition overstates the amount 
of postretirement income needed to maintain the level of spendable in- 
come enjoyed prior to retirement. 

The hypothesis is that social policy concerning retirement income will 
not encourage an increase in an individual's standard of living immediately 
after retirement. Therefore, spendable income, as defined above, should 
be the upper limit for the total pension benefit, that is, private plan benefit 
plus social security benefit, 

In developing a benefit formula to meet the spendable income replace- 
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merit objective, one must recognize that benefits from private pension 
plans are subject to income tax, while benefits from social security are 
not. That is, the upper limit, expressed in pre-tax terms, will exceed 100 
percent of spendable preretirement income. 

Table 1 develops the retirement income objectives discussed above over 
a broad range of gross earnings, using a replacement objective of 100 
percent of spendable income. The assumptions are given in the table. 
Different assumptions for effective rates of federal income tax. year of 
retirement, or past rates of earnings would change the detail of the items 
but not their essential relationship. Spendable income, that is, gross in- 
come net of social security and federal income taxes, is shown in column 
4. Spendable income expressed as a percentage of gross earnings is shown 
in column 5. These percentages decline as gross earnings increase--a 
logical by-product of our progressive income tax structure. 

Social security benefits in dollars and as a percentage of gross income 
are shown in columns 6 and 7. These benefits decrease sharply as a 
percentage of gross earnings because of the nature of the social security 
benefit formula and the maximum earnings covered under the social se- 
curity system. The private plan benefit, after social security offset and 
federal income taxes, needed to provide the balance of the 100 percent 
upper limit income replacement is shown in column 8. The required private 
plan benefit after social security offset but bel'bre income tax is shown in 
column 10. 

Columns 11 and 12 show the total benefit to be provided by the private 
plan and social security both in dollars and as a percentage of final earn- 
ings. Although the pattern of the column 12 percentages is U-shaped (as 
a result of the combined effect of social security and federal income taxes 
on final earnings and private plan benefits), the percentages do not vary 
greatly. 

The percentages in column 12 are those necessary in a private plan with 
a benefit formula of A percent of final earnings (FE) less 100 percent of 
the social security benefit (PIA). A C T r F E  - 100cA PIA, to produce the after- 
tax 100 percent upper-limit income replacement. A formula that comes 
close to reproducing the benefits shown in column I1 is 80C~FE - 
100%PIA. This private plan benefit is shown in column 13. Column 14 
shows the excess (positive number) or deficiency (negative number) of 
the approximate private plan formula benefit (col. 13) over the theoretical 
private plan benefit (col. 11). 

As Table I shows, full replacement of spendable income is approximated 
by a tbrmula that provides less than 100 percent of final earnings reduced 
by 100 percent of the social security benefit. This result should be con- 
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trasted with the 1978 Treasury Department proposals, under which a 100 
percent offset would have been permitted only if the formula provided at 
least 100 percent of final earnings, 

IV. CONCEPTS OF PARTIAL INCOME REPLACt,:MENT 

Few private pension plans aim to replace 100 percent of spendable 
income. Therefore, suitable integration limits should be developed where 
a company's objective is to provide less than 100 percent replacement. 
Suppose that an employer wishes to have his pension plan replace 75 
percent of spendable income. This objective can be viewed as the benefit 
necessary, in combination with 100 percent of the social security benefit, 
to replace 75 percent of spendable income at all income levels. This 
method is referred to as "replacement of a percentage of gross spendable 
income." It provides the same percentage replacement of spendable in- 
come on an after-tax basis to all pensioners regardless of income level. 
If the tax on a 75 percent objective were proportional to the tax on a 100 
percent objective, the approximate plan formula would be 75~;~(80C/cFE} 

- 100%PIA = 60%FE - 100%P1A. Because the tax is not proportional, 
the approximate formula is actually 57C/cFE - 100%PIA. This develop- 
ment is shown in Table 2. 

For illustrative purposes, Table 3 shows the development of benefits by 
a formula that provides 75 percent of the private plan benefit amount from 
the 100 percent replacement objective: that is, the private plan provides 
75 percent of the difference between spendable income and the social 
security benefit. This method is referred to as "replacement of a per- 
centage of net private plan income." The approximate plan formula would 
be 75%{80C/cFE - 100c/rPiA) = 60%FE - 75%PIA, This approach differs 
from that used by the Treasury Department in its 1978 integration pro- 
posals only in that it recognizes social security taxes and federal incomc 
taxes. The Treasury Department ignored the effect of taxes, ~vhilc this 
approach adjusts for social security taxes and federal income taxes. 

Using the "replacement of a percentage of net private plan income" 
method, it is difficult to dcsign a private plan that will provide the same 
total retirement income replacement percentages at all earnings levels. 
Under this method, a benefit formula that provides adcquatc percentage 
replacement ~t the higher earnings levels ~x'ill provide a greater relative 
benefit level for the lower earnings levels. A benefit formula that will 
provide adequate total retirement income at the low'or earnings levels will 
not provide adequatc benefits at the highcr earnings levels. In practice, 
most formulas are designed to avoid inadequate benefits at any earnings 
level. Because most pension plans are aimed tow'ard employees at the 
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average income level, the net replacement approach will result in formulas 
that provide total retirement income at the lower earnings levels that 
exceeds the 100 percent of  spendable income objective. 

V. ADJUSTMU.NTS FOR t-MPI.OYEES WIUH t.ESS THAN A FULl .  

CAREER W I t H  ONE EMPI.OYER 

Adjustments to the social security offset must also be considered for 
an employee who is covered by more than one integrated pension plan 
during his career. Following the concepts of income replacement in Sec- 
tion IlL we should use the full amount of the social security benefit as 
an oftset on a collective basis. Each employer should be able to take a 
pro rata part of  the employee 's  actual social security benefit and offset 
it against the employee 's  gross retirement income from that employer. 

There are two practical obstacles to this theoretical approach: 

1. The employee's actual social security benefit is not known until he retires. In 
many cases, however, the benefit from each employer must be determined long 
before that time. 

2. The benefit payable to an employee from a private plan for service any time 
before retirement could be based on a salary many years before retirement. 
Using preretirement salary for a benefit calculation, in combination with a pro 
rata part of the actual social security benefit based on salary at retirement, may 
result in a very low. and perhaps inequitable, benefit. 

It makes sense to base the social security benefit in the offset for an 
employer on the actual earnings with that employer. The solution, there- 
fore, is to use a social security benefit in the offset for each employer so 
that an "equi table"  net benefit from each employer results. 

Two methods may be used to obtain the desired result: 

I. Total-service method, Assuming that the employee's current rate of compen- 
sation continues from the date of severance to age 65, the social security benefit 
offse! is calculated using actual compensation from this and all prior employers. 
This benefit is then multiplied by the ratio of service ,xilh this employer to total 
potential service to age 65 with all employers {past. present, and future). 

2. Current-employer method. The social security benefit offset is calculated as- 
suming that the employee has no prior employer earnings or earnings beyond 
the date of termination. The benefit resulting from this calculation is not pro- 
rated by service as in method 1. 

Method 1 can be simplified by assuming that an employee 's  service to 
age 65 with all employers is forty years (years fi'om earliest plan eligibility 
at age 25 up to age 65) or thirty-five years (the maximum countable years 
used in social security calculations). 
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Both methods require a benefit formula offset percentage that is inde- 
pendent of service (e.g., 50 percent). If a service-related unit offset (e.g., 
2 percent per year) is used, then only method I, but without the service 
prorate element, is an acceptable way of calculating the offset because 
the pro rata concept is included in the service-related unit offset. 

Because of the nonlinear nature of the social security benefit formula, 
method 2 will yield offsel amounts thai are systematically higher than 
those produced by method I under all reasonable assumptions for future 
earnings. Method 2 may be a more practical choice, hog'ever, because 
prior earnings, obtained either from a retrieval of social security records 
or from some estimation technique, do not have to be used. 

Estimation techniques can be discriminatory in the case of employees 
who have years of no earnings under social security, because these tech- 
niques attribute some earnings to those years. The result is the use of an 
offset that exceeds the actual social security benefit that the employee 
can receive. On the other hand, using the actual social security earnings 
history can result in the offset being calculated on earnings that are not 
covered under the pension plan itself. This could include overtime, shift 
differential pay, or earnings t¥om second jobs. Consequently method 2, 
which uses only earnings with the employer sponsoring the plan, may be 
the preferable approach. 

VI. OTHER CONSIDERATIONS 

A. Marital Status 

All the preceding analyses can be redeveloped recognizing the tax status 
of married employees+ and including the spouse's social security benefit. 

An income replacement objective for married employees that would be 
consistent with the upper-limit replacement objective outlined in Section 
III, would be a private plan benefit that, together w'ilh 150 percent of a 
married employee's social security benefit, would replace 100 percent of 
preretiremenI spendable income. For this situation, the private plan ben- 
efit should be a joint and two-thirds survivor annuity, to be consistent 
with the inherent joint and two-thirds survivor nature of the social security 
benefit for a married couple. The joint and tyro-thirds survivor private 
plan benefit would be defined as A percent of FE less the married couple's 
total social security benefit (including the spouse's benefit). Table 4 shows 
the formula development. An A percent value of 80 percent+ which is the 
same percentage developed in the single-employee analysis, reasonably 
replaces the 100 percent upper limit of spendable income (col. 12). 

If we define the private plan formula offset in terms of the married 
couple's social security benefit--not just the employee's social security 
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U s E s  T O T A l  Ma,.RRIED ('OUP| E P I A )  

I l l  

8 , 5 t R )  .. 
IO.O{R) .. 
12,5(I0 .. 
15,0(10 .. 
20,000 .. 
25,000 .. 
30,000 .. 
4 0 . 0 0 0  . .  

50,000., 
75,000 .. 

I00,000 ,. 

• Ret~rcmem 
.ing I'rt~ ate 
nlUla ol  

0'; Married 

: PlA) 

] - ' , ce~  I + L 
I)elicien¢ ~. 

¢ t o ~ e r  

R~.quired 

Income 

1141 

- $ 7117 
676 

- 628 
510 
360 

- 85 
617 
688 
5 4 4  

323 
- 879 
- 5 , ( R I 5  

* 150 percent of single life amount. 
i" Joint and two-thirds survivor annuity form. 
¢+ Private plan benefit (joint and two-thirds) plus married couple social security benefits, 
Assumptions: (al 1985 married retiree: (t~) social security projection for wage base, 6 percent; CPI, 5 percent: ~ )  social security tax as projected by 

Social Security Administralion: !d) salary increase, 6 percent: ~e) stale and local lax. n o n e : I f )  federal income tax: 1979 law, no adjustments: two 
exemptions prior to retirement, four exemptions afler retirement: deduction is greater of standard deduction and 15 percent of final earnings: (~,1 spouse's  
social security benefit is 50 percent of employee's  social securily PIA. 
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benefit--the resulting rules for integrated benefits will differ by marital 
status. The design of other employee benefits (e.g., group life insurance) 
is influenced by marital status, and it would be equally correct to recognize 
marital status in the integration of pension benefits as well. However, 
there would be serious practical problems in applying rules that recognize 
the employee's marital status, which could change during employment 
and between termination and retirement. 

As an alternative, the private plan benefit could be defined as A percent 
of FE less 100 percent of the employee's (i.e., excluding the spouse's) 
social security benefit. The resulting values of A percent are shown in 
Table 5, column 14. It should be noted that the private plan benefit in 
column 11, which is used to develop the total benefit in column 13, is the 
benefit before conversion to a joint and two-thirds survivor annuity. Re- 
ducing this private plan benefit (col. 1 l) for a joint and two-thirds survivor 
annuity option and for income taxes, and then adding the married couple's 
social security benefit, results in a total income equal to the 100 percent 
upper limit of spendable income. 

Table 5 shows that for final earnings of $30,000 and below, a private 
plan benefit of 80%FE - 100%PIA will produce an excessive benefit 
relative to a 100 percent upper-limit replacement objective tsee cols. 15 
and 16). However, such a private plan formula produces less income than 
required to maintain the preretirement living standard for those whose 
final earnings exceed $30,000. Thus, additional integration would be nec- 
essary to attain the goal of providing a basically uniform percentage of 
final earnings to all employees from the combination of social security 
and private pension plan benefit. 

Primarily because of practical considerations, it is appropriate to use 
the same formula for both single and married employees in determining 
integration rules. 

B. Cost-of-Living, Adjtlstments 

In developing the appropriate integration parameters, we have not rec- 
ognized the impact of inflation after retirement, primarily because of the 
difficulty in establishing appropriate assumptions and the historical prec- 
edent of ignoring inflation. If inflation continues at the rate of the past 
few years, further consideration might be given to such adjustments. 

The effect of inflation on replacement ratios can be substantial. Social 
security benefits, of course, are indexed to the Consumer Price Index. 
Thus. they preserve the purchasing power provided at retirement and 
provide what might be called a constant, inflation-adjusted replacement 
ratio. 
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* 150 percent of employee's PIA. 
+ After reduction for joint and two-thirds survivor option. 
:l: Private plan benefit plus employee social security benefit. 
Assumptions: (a) 1985 married retiree; (b) social security projection for: wage base, 6 percent; for CPI, 5 percent; (('] social security tax as projected 

by Social Security Administration; (d) salary increase, 6 percent; (e) state and local tax, none; I f )  federal income tax: 1979 law, no adjustments; two 
exemptions prior to retirement, four exemptions after retirement; deduction is greater of standard deduction and 15 percenl of final earnings;l~,,) spouse's 
social security benefit is 511 percent of employee's sociaJ security PIA: (hi joint and two-thirds survivor factor is 0.8. 
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Private pension plans use various methods to adjust for inflation, and 
different methods of  recognizing inflation naturally would have different 
impacts on integrated pension plans: 

1. If a private pension plan were indexed to the cost of living in the same way 
as social security, every employee would maintain a constant, inflation-adjusted 
replacement ratio, were it not for the effect of the progressive income tax 
structure. Thus, a plan that was properly integrated at retirement would remain 
SO. 

2. At the other extreme, if the private pension plan's benefits were never adjusted 
for inflation after retirement, then the replacement ratios would decrease with 
time. Lower-paid employees, because a greater proportion of their benefits are 
indexed social security benefits, would be relatively better off than higher-paid 
employees. Thus, it would not be possible for a pattern of replacement ratios 
that was basically uniform at retirement regardless of income level to become, 
a few years later, more favorable for higher-paid employees than for lower- 
paid employees. Consequently, if integration rules were to recognize the effect 
of inflation after retirement, higher levels of social security offset could be 
permitted. 

3. For plans that fall between types I and 2 above li.e., those that adjust benefits 
to reflect inflation partially), the reasoning in 2 applies. 

Since the integration methods described do not adjust for inflation after 
retirement,  no reduction in social security offsets should be required for 
plans that provide such postret irement increases,  

VII. ADJUSTMENTS FOR ANCILLARY BENEFITS 

The primary purpose of any retirement plan is to provide retirement 
income. Regulations outside the integration area have strict and objective 
limits requiring that survivor  and disability benefits under the retirement 
plans be incidental in nature. Therefore,  the inclusion of these benefits 
in a retirement program should not be used to change the analysis of  
retirement income replacement.  These benefits should be subject to sep- 
arate integration tests on a benefit-by-benefit basis. 

V i i i .  ADJUSTMENTS FOR EARLY REI"IREMENT 

Thus far, the development  of  maximum integration limits has been based 
on the assumption that retirement income begins at age 65. Under offset 
plans, as under other  plans, benefits may be reduced for early income 
commencement .  The reduction in the gross benefit, that is, the benefit 
prior to the social security offset, has no effect on integration, However ,  
the reduction applied to the maximum 100 percent social security offset 
must be large enough to ensure that the amount  of  the reduced offset is 
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not greater than the actuarial equivalent of the 100 percent offset appli- 
cable at age 65, For example, a plan providing 80~AFE - 100cAPIA at age 
65 could provide no greater offset at age 62 than 80 percent of PIA (the 
actuarial equivalent of 100 percent of PIA at age 65) regardless of the 
reduction applied to the 80 percent of FE gross benefit. 

This requirement will also be met if the offset is not applied until age 
65, regardless of the age at income commencement .  The gross benefit 
would be paid prior to age 65 and would reflect the plan's early retirement 
reduction factors. 

The approaches described above are both consistent with the integration 
limit adjustment requirements stated in the currently applicable Revenue 
Ruling 71-446. 

IX. E M P L O Y E E  C O N 1 R I B U r i O N S  

Under this approach to income replacement,  no adjustments have to 
be made for employee contributions. Employee contributions are solely 
a means of cost sharing and have no bearing on formula design. This can 
be seen by realizing that the employer  could, at the same cost, provide 
a lower income replacement objective on a noncontributory basis. For 
example, if the initial formula is 60%FE - 100%PIA, and if the accu- 
mulated employee contributions are equivalent to a 5 percent of FE ben- 
efit, then the equivalent noncontr ibutory plan formula of equal employer  
cost is 55%FE - 100%PIA. 

Because the deduction of  the lull social security benefit could result in 
no plan benefit being payable to lower-paid employees,  the integration 
rules would have to provide tbr minimum benefits that had an actuarial 
value equivalent to accumulated employee contributions. This would be 
no different from requiring the inclusion of a death benefit equal to these 
accumulated contributions. 

X. INTEGRATION OF FINAL EARNINGS STF.P-RA'IE EXCESS PLANS 

The type of  plan discussed in this section is of the following form: X 
percent of final earnings plus Y percent of final earnings in excess of a 
breakpoint. The rules described below for the integration of final earnings 
step-rate excess plans are consistent with the principles developed for the 
integration of offset plans. 

A. Bretlkpoint 

The most suitable integration level, or breakpoint,  is the employee 's  
maximum average indexed monthly earnings (AIME) at age 65, deter- 
mined by his date of termination or retirement. This is a logical definition 
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of  the integration level because it is the amount on which the employee 's  
social security benefits are or would be based. A table of  maximum A1ME 
values can be developed each year for all applicable years of birth, as- 
suming no future increases in the taxable wage base or in average covered 
wages beyond the year of  exit. 

l f a  breakpoint lower than the maximum AIME were used to determine 
the value of Y (the plan benefit percentage of final earnings in excess of 
the breakpoint, which is equivalent to the percentage of final earnings up 
to the breakpoint provided by the social security PIA), then Y would be 
a larger number, given social security 's  weighted PIA formula, This, in 
turn, would result in total retirement benefits {priwite plan plus social 
security) that increase as a percentage of final earnings as final earnings 
increase up to the maximum AIME. and then gradually decline as a per- 
centage of final earnings as final earnings increase beyond the maximum 
AIME. Such a pattern probably would be considered to produce prohib- 
ited discrimination in favor of high-paid employees.  

l f a  breakpoint higher than the maximum AIME were used to determine 
the value of E in such a way that the total retirement benefits at the 
breakpoint level of final earnings met the plan's income replacement ob- 
jectives, then the total benefits at lower pay levels u ould exceed those 
objectives. The lower the pay. the greater v, ould be the degree of excess 
over the income replacement objective at the integration level. While this 
might not prevent qualification of the plan, it could produce an unac- 
ceptable plan design. 

These situations can be illustrated by the follov, ing examples. Assume 
that the maximum AIME is $15.000 and that the PIA at that level is $6.000 
{40 percent). Assume that the PIA for an AIME of  $10,000 is $5,000 (50 
percent). Let us look at the total retirement income at four pay levels--  
$10,000. $15,000, $20.000, and $25,000---using each of the first three 
amounts as the integration level and devising the benefit lbrmula to pro- 
duce total income of 80 percent of pay at the integration level. 

C a s e  l :  I n t e g r a t i o n  level  is $15.(100. P lan  bcnei i !  f o r m u l a  is 

4 0 % / F E  + 4 0 % ( F E  - $15,(100) 

$10,Oq)O . . . .  $ 4A)I)O $5,q)()0 S 9 .000  90; ,  ~ 
15.(X90 . . . .  6.(XX) 6.0(}1) 12.(XX) 80 
20.000 . . . .  I(I.000 6.000 16,000 80 
25.0tX) . . . .  14.000 6.000 20,000 8() 
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Case 11." Integration level is $10.000. Plan benefit formula is 
30~FE + 50%(FE - $10.Ot)O) 

263 

'; of 
Final E~lrnings Plan Bt~rlefiI Y, oCi~I] Seculil~, qol;i[ Income 

$ I 0.000 . . . .  $ 3,000 $5,000 $ 8.000 gl~¢l 
15.000 . . . .  7.000 6.000 13.000 87 
20,000 . . . .  1 1,000 6.000 17.0(X) 85 
25.000 . . . .  15,000 .6.(R)O 21.0(X) 84 

Case I11." Integration level is $20,000. Plan benefit formula is 
50%FE + 30C~IFE - $20,(~0) 

t~ of  
~'in~ll Ealning', Plan Benefil Y,o~ia} Se~:uril'~ I,.~lal Inc,amc 

FE 

$ l (),i)O0 ' $ 5.000 $5.000 $ I(LO00 I00'~ 
15,0(~) 7.500 6.0t~) 13,500 9o 
20,000 10.000 6,000 I 6.000 81) 
25,000 . . . . .  14.000 6.000 20.000 80 

B. Determining the Benefit Payable on Ex('ess Earnings 

Y percent is the percentage of final earnings in excess of  the breakpoint  
to be provided by the private plan. To be consistent with the income 
replacement  objectives described in Section 11I, Y should not exceed the 
percentage of pay up to the breakpoint  provided by primary social security 
benefits. In 1982 the maximum social security benefit for a wage earner  
retiring at age 65 will be approximate ly  45 percent of  his AIME. In coming 
years,  the ratio of  the social security benefit to the maximum AIME wilt 
decrease and will ultimately level off  at about 35 percent.  

The value of Y percent should be either 35 percent,  the ultimate rate, 
or 40 percent ,  the average of the current and ultimate rates. The 40 percent 
rate is used in the remainder  of  this report because it is more consistent 
with expectat ions in the near term. 

The general formula for a maximally integrated step-rate excess plan 
for a career  employee  would then be X percent of  final earnings plus 40 
percent of  final earnings in excess  of  maximum AIME.  

C. Determining the Benefit Payable on Joint Earnings 

The percentage of total final earnings provided by the plan should be 
permitted to take on any value f rom zero upward. The practical upper  
limit should be the value that, when combined with the benefit on excess  
earnings and the social security benefit, produces a replacement object ive 
of  100 percent of  preret irement spendable income (see Sec. 111). 

The offset plan formula for this 100 percent upper  limit replacement  of  
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spendable income is 8 0 ~ F E  - 100~PIA. The corresponding formula 
under a step-rate excess plan is 4 0 ~ F E  + 40C~(FE in excess of maximum 
AIME). Combined plan and social security benefits are identical under 
the two plans for a participant whose final earnings are at least as high 
as the maximum AIME. Similarly, if a plan sponsor provides for a 75 
percent replacement objective, the plan formula can be either an offset 
formula of  57%FE - 100%P1A or a step-rate excess t'ormula of 17%FE 
+ 40%(FE in excess of maximum AIME). Again, the results arc identical 
for participants with final earnings in excess of AIME. 

As in an offset plan, a step-rate excess plan vsill provide benefits for 
some lower-paid employees that, when combined with social security, 
represent a replacement rate higher than that for higher-paid employees.  
For example, i fX  percent equals zero, all employees with final earnings 
below the breakpoint will receive only social security benefits, which 
represent more than 40 percenl of final earnings, w, hile very high-paid 
employees will receive total retirement benefits equal to 40 percent of 
final earnings. 

D. Adjustment for More than One Inter, rated Plan 

To produce the most equitable results for an employee who is covered 
by more than one integrated plan during his career, Y percent should be 
apportioned so that each employer  can take credit I~k-~r only that part of  
the employee 's  social security benefit attributable to his service with that 
employer (see Sec. V). If the total service assumption of forty years is 
used, then Y percent can be defined as [ percent per year of service (40 
percent divided by 40 years). If an employee terminates before age 65, 
the AIME is computed using prior social security wage bases, assuming 
no further changes in taxable wage base or average covered wages (see 
total-service method and related discussion in Sec. V). 

Of course, an individual covered for twenty years under each of two 
employers '  identical plans will have different benefits than if he had 
worked forty years for the same employer. The differences arise from the 
use of two different final earnings amounts and AIME amounts. 

E. Adjustments for Employee Contributions 

If employee contributions are a level percentage of pay tk~r all partici- 
pants, it is appropriate to ignore them in determining the plan formula 
under a step-rate excess plan because, under such a plan. employee con- 
tributions merely result in a portion of the X percent being provided by 
the employees rather than by the employer. 

If employee contributions are required only on pay in excess of some 
breakpoint (usually the taxable wage base), or are at a higher rate on such 
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excess  pay, some basis may exist for permitting a higher value of  Y percent 
than for a noncontributory plan. The analysis in this paper, however, is 
based on replacement of income by benefits, not on the cost allocation 
of these benefits. Since these excess-only employee contributions are only 
a means of cost sharing, they also can be disregarded. This approach is 
consistent with that recommended for offset plans (Sec. IX). 

F. Adjustments fi~r D([yerent Breakpoints 

If a plan sponsor wants to use a breakpoint greater than the maximum 
AIME, then Y percent must be multiplied by a fraction whose numerator 
is the maximum AIME and whose denominator is the desired breakpoint. 
If no change is made to the value of X percent, benefits payable to em- 
ployees with final earnings below the original breakpoint will remain the 
same and benefits payable to higher-paid employees will be lower than 
under the original formula. If X percent is increased by the number of 
percentage points by which Y percent has been reduced, benefits payable 
to employees with final earnings above the new breakpoint will be identical 
with those derived from the original formula, while lower-paid employees  
will receive higher benefits than before. 

Using the same assumptions as in the examples in Section A above,  it 
is possible to test the effect of this technique for adjusting the value of 
Yand, possibly, of  X. Use as a starting point the formula in Case [: 40%FE 
+ 40%(FE - $15,000). If the plan sponsor uses an integration level of 
$20,000, Y must be reduced to 30 percent ($15.000 divided by $20,000 
times 40 percent). If X remains at 40 percent, the resulting benefits are 
as follows: 

r; of 
Final Eatl)inBs Plan Benefil Social Securi'L', Iol;d Income 

F[" 

MO.O00 . $ 4.000 $5,000 $ 9,000 90(/~ 
15.000 . 6.000 6.000 12,000 80 
20.000 . 8.000 6.(X)0 14.000 70 
2 5 . 0 0 0  . . . . .  I 1.500 6,000 17,500 70 

If the percentage points by which Y is decreased (10) are added to the 
value of  X (producing X = 50). the resulting benefits wroutd be as follows: 

Final [-arning~ Plain Benefit Soci~d S¢¢uril'~ li~l:d In~:ome 
II£ 

$ [ 0.000 . . . .  
15,000 . . . .  
20,000 
. , 5 . o o o  . . .  i 

$ 5.0(10 
7.500 

I0.000 
14.000 

$5.000 
6.000 
6,000 
6.01)0 

$10,000 
13.5(X) 
16,000 
20.000 

9(/ 
80 
80 
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If an employer wants to use a breakpoint lower than the maximum 
AIME for each participant (e.g., by "'freezing" one year 's  table or by 
using the AIME for the oldest current employee),  then the use of a higher 
value of Y percent would not be permitted. If such an increase in Y percent 
were permitted, combined plan and social security benefits for participants 
with final earnings above the lower breakpoint would be a higher per- 
centage of  final earnings than for lower-paid participants, as illustrated 
in Case 11 of the examples in Section A above. This would result in 
prohibited discrimination, and, therefore,  the plan would not satisfy IRS 
qualification requirements. 

XI. INTEGRATION OF CAREER-PAY PLANS 

Under career-pay plans, benefits arc related to an employee ' s  compen- 
sation throughout his career rather than reflecting only the compensation 
near retirement. Many career-pay plans, therefore, use larger benefit per- 
centages than those used by corresponding final-pay plans. In addition, 
since career-pay plans may not work properly in an inflationary environ- 
ment, many employers periodically update the accrued benefits to adjust 
for the erosion of  benefits since the plan+s inception or the last updating. 

In developing the criteria for integration of career-pay plans with social 
security, two types of  plans have been considered (the first is the limiting 
case of  the second): 

I. The excess plan, where benefits are granted only on earnings in excess of a 
slated compensation level. 

2. The step-rate excess plan, where benefits are granted on all earnings, but a 
higher rate of benefit accrual applies to emnings in excess of a stated com- 
pensation level. 

Section 111 of  this paper proposed a practical upper-limit replacement 
objective of  100 percent that would provide replacement ratios of  35--45 
percent of average indexed monthly earnings (AIME), or about I percent 
per year of service for a full career  (see Scc. X, B and D). In translating 
these percentages from a final-pay basis to a career basis, inflation has 
been ignored, on the assumption that its impact would be countered by 
periodic updatings. 

The underlying growth rate of  real wages is the remaining economic 
component  needed to develop the integration percentages for career-pay 
plans in relation to final-pay plans. For example, using 2 perccnt as the 
noninflationary wage growth rate and using each year 's  maximum AIME 
as the wage breakpoint (also assumed to increase 2 percent per year), an 
excess benefit of  1.4 percent can be substantiated, based on a forty-year 
career (see Appendix I). In other words. 1,4 percent of  the sum of the 
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yearly AIME amounts over  forty years reproduces the full primary social 
security benefit, assuming 2 percent real wage growth. If the noninfla- 
tionary wage growth rate were assumed to be higher than 2 percent,  or 
if an inflationary rate were used, the resulting excess benefit would be 
greater than 1.4 percent. 

The yearly maximum AIME is the AIME for someone aged 65 in the 
year in question, assuming that compensation was always at or above the 
taxable wage base. The use of  AIME as the breakpoint for career-pay 
plans permits a better comparison with final-pay plans and also reduces 
plan design problems created by the recent ad hoc increases in the taxable 
wage base. 

If higher breakpoints,  such as the taxable wage base, were used, the 
excess benefit percentage would have to be reduced proportionately so 
that no more than the full primary social security benefit would be re- 
produced by the sum of the products of  the excess benefit percentage and 
the breakpoints over  a for ty-year  career. However,  the use ofbreakpoints  
lower than AIME would not serve to increase the 1.4 percent, since the 
sum of the products of the excess benefit percentage and the breakpoints 
over a forty-year  career  would produce maximum primary social security 
benefits at an inappropriately low earnings level. For example, an indi- 
vidual whose earnings had been at or near this lower breakpoint would 
be fully integrated with maximum social security benefits, when in fact 
his actual social security benefits will be less than the maximum. 

XII. INTEGRATION OF D E F I N E D  CONTRIBUTION PLANS 

In developing integration limits for career-pay plans, a percentage was 
derived that would, when applied to the sum of the yearly breakpoints, 
equal the maximum primary social security benefit at retirement in a 
noninflationary economy. To develop comparable integration limits for 
defined contribution plans, two additional factors must be considered: 

1. The noninflationary investment rate of return, which is assumed to be 3 percent, 
2. The actuarial present value at retirement of the primary social security benefit, 

based on a single-life annuity value assumed to be approximately $12 per $1 
annual income (1971 Group Annuity Mortality Table 3 percent). 

To achieve comparabili ty with the 100 percent upper-limit replacement 
objective used with final-pay plans, the maximum integration target for 
defined contribution plans should be the actuarial present value of  the 
maximum social security benefit. Following the approach used to develop 
the integration limits for career-pay plans, a percentage was derived that, 
when applied to each year 's  AIME over a full career, produces a lump- 
sum amount equivalent to the actuarial present value of the maximum 
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social security benefit. Using 2 percent as the assumed noninflationary 
rate of salary growth and 3 percent as the noninflationary rate of invest- 
ment return, a maximum integration level of 9.9 percent can be supported 
(see Appendix 1I). 

To the extent that inflation occurs and salary and A1ME increase at 
rates greater than 2 percent, the inflationary component of the investment 
return should be a compensating factor. ISuch automatic compensating 
factors are not present in career-pay plans, and the plan sponsor would 
have to update the plan periodically to counter the effects of inflation.) 

For the reasons stated in Section XI for career-pay plans, the use of 
wage breakpoints higher than AIME would have to be accompanied by 
proportional reductions in the integration limit. If wage breakpoints lower 
than AIME are used, no increases in the integration limit should be al- 
lowed. 

XIII. SUMMARY OF BASIC INTEGRAI'ION PRINCIPkE 

This paper proposes a single theoretical basis for the integration of 
qualified pension benefits with social security retirement benefits and ex- 
amines the implications of that proposal. The authors of this paper have 
adopted the hypothesis that qualified retirement benefits represent a na- 
tionally sanctioned deferral of potential earnings, which are intended to 
provide a continuance of "'standard of living" at normal retirement when 
added to social security retirement benefits. 

The paper is not meant to address the relative merits of this hypothesis. 
Rather, by utilizing replacement of spendable income at retirement as the 
appropriate measure of standard of living, it develops integration rules 
that are simple, internally consistent, and logical for all major "styles"  
of integration. Furthermore. the paper finds that the rules developed under 
this hypothesis are not affected by inflation or the existence of ancillary 
death benefits. The rules are affected minimally by the existence of em- 
ployee contributions and early retirement provisions. 

It should be noted that there is a major question that cannot be resolved 
satisfactorily under this hypothesis. How should social security benefits 
be attributed to individual employers when employees earn pension ben- 
efits from more than one retirement plan? Resolution of this problem is 
believed to depend on acceptance of a second hypothesis that is directly 
relevant to that question only. Nevertheless, by demonstrating alternative 
practical solutions to that question, this paper shows that solving the 
problem of allocating social security benefits between employers should 
not damage the integration rules derived under the basic hypothesis of 
this paper. 
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A P P E N D I X  l 

D E V E L O P M E N T  O F  I N T E G R A T I O N  LIMIT  FOR CAREER-PAY P L A N S  

L e t  

F ina l  p a y  % = 1% ; p = W a g e  g r o w t h  = 2% ; Y% = C a r e e r  p a y  % .  

T h e n  

S~ 
S_..~_~ = Fina l  pay  % x (1 + p ) "  x - - "  

Y% x 40 5 ' 

Y% x (1.510) = 1%(2.000)( I .041)  : 

Y% = 1 . 3 8 % .  

A P P E N D I X  I1 

D E V E L O P M E N T  O F  I N T E G R A T I O N  L | M I T  FOR 

D E F I N E D  C O N T R I B U T I O N  P L A N S  

Le t  

p = W a g e  g r o w t h  = 2% : 

J = I n v e s t m e n t  r e t u r n  = 3% : 

d~, = 12 : 

P1A = 4 0 %  A 1 M E  ; 

Z %  = E x c e s s  i n t e g r a t i o n  p e r c e n t a g e .  

P r e s e n t  v a l u e  o f  P I A  at r e t i r e m e n t  

= P r e s e n t  v a l u e  a t  r e t i r e m e n t  o f  Z %  a p p l i e d  to e a c h  y e a r ' s  A I M E .  

o r  

~9 

[40C~AIME(I  + p)4,,]#,~, = .~, Z % A I M E ( I  + p) ' ( I  + j)4,, , ,_. ; 
t O 

0.40(2.208)~ 12) 
= = 9 . 9 1 % .  

3 .214(33.280)  





DISCUSSION OF PRECEDING PAPER 

WILLIAM H. BLAKE, JR: 

The authors make a useful contribution to the policy debate on inte- 
gration by introducing the income replacement hypothesis. Using this 
hypothesis, they make a reasonable case for deducting 1130 percent of the 
participant's social security benefit from his total retirement income needs 
in determining the amount that must be provided from sources other than 
social security. However, they overlook the fact that in the United States 
sources of retirement income other than social security traditionally in- 
clude both qualified pension plans and personal savings. The half of each 
participant's social security benefit that is derived from contributions 
made from employees' after-tax income is properly a deduction from the 
retirement income that is provided from the participant's own savings and 
not from employer-provided benefits under the qualified pension plan. 
Thus, the income replacement hypothesis leads to the conclusion that a 
plan should be allowed to offset 50 percent of the participant's social 
security benefit, not 100 percent as stated in the paper. Consistent with 
the authors' conclusion that integration should be approached on a benefit- 
by-benefit basis, the same 50 percent offset can be derived from the 
present 831/3 percent offset limit by removing the value of ancillary ben- 
efits; that is, by dividing 83Jh percent by the 162 percent assumed to 
represent the ratio of the value of all social security benefits to the value 
of retirement benefits. 

KENNETH A. STEINER: 

The authors have written a thought-provoking paper. At the very least, 
they should be congratulated for their exhibition of teamwork. Readers 
of the Transactions will recognize numerous similarities between the au- 
thors' paper and the paper "Social Security Integration" (TSA, XXVIII 
[1976], 287-320), in which Arthur Anderson developed alternative inte- 
gration limits based on a proposed integration hypothesis that, in his 
opinion, better expressed the intent of section 401(a)(5) of the Internal 
Revenue Code. 

Prior to this paper, members of the profession were generally aware 
that "spendable income analysis" was an extremely helpful tool in the 
design of employee benefit plans because such analysis provides plan 
sponsors with a logical measure of an employee's financial needs in the 
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event of death, disability, or retirement. This analysis also shows the 
extent to which benefits from all sources (social security, the sponsor, 
and the employee) provide for these needs in the event of such occur- 
Fences. 

The authors have proposed that this tool be used as the theoretical basis 
for the integration of qualified pension benefits with social security benefits 
and as a substitute for the basis underlying the current integration rules. 
There are three problems with the authors' proposal: 

1. It is practically impossible to reach a consensus as to what constitutes an 
individual's "preretirement spendable income." By using the same basic ap- 
proach outlined in the authors" paper with minor modification of the assump- 
tions used to develop preretirement spendable income, it is relatively easy to 
reach conclusions substantially different from those reached by the authors. 

2. The integration limits developed in the paper are not necessarily consistent 
with the authors' hypothesis in that these limits would not prevent total pension 
benefits (private plan benefits plus social secur/ty benefits) from exceeding 
preretirement spendable income. 

3. While proclaimed by the authors as "simple," the integration rules proposed 
easily could be more complicated than current rules. 

In Section I the authors state: " I f  an individual receives his total com- 
pensation during his active years and does not maintain adequate savings, 
he may become a burden on the state," and "it  can be argued that social 
policy should encourage an individual to maintain all or part of his pre- 
retirement standard of living." We have already seen, however, through 
enactment of IRC section 415 and recently enacted cutbacks in maximum 
allowable qualified plan benefits, contributions, and integration limits for 
defined contribution plans, as well as the imposition of additional quali- 
fication requirements for "top-heavy plans," that there are limits on how 
much "encouragement" Congress is willing to provide higher-paid mem- 
bers of our society to replace their preretirement standards of living. The 
enactment of such legislation would make it appear that Congress is not 
too concerned that higher-paid individuals will become "a burden on the 
state." Congress has, I believe, assumed that these individuals will ac- 
cumulate sufficient personal savings, in addition to savings accumulated 
through qualified plan programs, to enable them to avoid spending their 
retirement at the local welfare office. 

By developing a "practical" definition of preretirement spendable in- 
come as "gross preretirement income reduced by social security taxes 
and federal income taxes," the authors have developed a 100 percent 
replacement objective for single employees that resembles a shallow, U- 
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shaped curve starting at 84.7 percent replacement of final earnings at the 
$7,000 earnings level, "bo t toming"  at 78.4 percent replacement at the 
$25,000-$30,000 earnings level, and presumably increasing to nearly 100 
percent of gross earnings at the very high earnings levels. In contrast,  if 
one were to define preretirement spendable income as gross income less 
federal, state, and social security taxes, work-related expenses, and  sav- 
ings, one might develop a deeper U-shaped curve starting at 78 percent 
replacement at $7,000, decreasing to 73 percent at $I0,000, 66 percent at 
$15,000, 60 percent at $30,000, and bottoming at about 56 percent for 
compensation between $50,000 and $100,000 before gradually increasing 
to nearly 80 percent at the very high earnings levels, t The deeper slope 
of the curve for earnings levels under $50,000 results from the assumption 
that disposable income for higher-paid individuals will be reduced to a 
much greater extent by preretirement savings than will the disposable 
income for lower-paid individuals. While 15 percent of gross income re- 
duced by federal, state, and local taxes may appear to be a high savings 
rate to assume, it is important to recognize that the individuals being 
considered are 64 years old and probably have paid off their mortgage 
and have finished paying for the education of  their children. 

By modifying the definition of preretirement spendable income in such 
a manner, one can see from Table 1 of  this discussion that a defined benefit 
plan formula of  55 percent of  final five-year average earnings less 50 

TABLE I 

R E P L A C E M E N T  O F  S P E N D A B L E  I N C O M E  

(55 Percent of Final Five-Year Average Earnings 
less 50 Percent of P1A) 

' Amount  
I Needed 

Gross  100% Replacement  Social from Plan Plan Difference 
Compensa t ion  Object ive  {% of (I)1 i Security {(2) - (3)1 Benefit* ! [(5) - (4)] 

( l l  (2) i (3) (4) (5) (6) 

$ 7,000 $ 5,460 (.78) $3,897 $ 1,563 $ 1,490 $ (73) 
10,000 7,300 (.73) 4,813 2,487 2.505 ] 8 
15,000 9,900 (.66) 6,335 3,565 4,200 635 
30,000 18,000 (.60) 8,086 9,914 10,692 ~ 778 
50,000 28,000 (.56) 8,236 19,764 20,440 i 676 

100,000 56,000 (.56) 8,236 47,764 44,998 (2,766) 

* Assuming 6 percent pay increases for five years preceding retirement. 

Assuming state taxes of 15 percent of federal income tax, work-related 
percent of disposable income (defined as gross income less federal, state, and 
taxes), and savings of 0 percent of disposable income at $7,000, 3 percent 
percent at $30,000. and 15 percent at $50,000 and above, 

expenses of 6 
social security 
at $10,000, 12 
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percent of the social security benefit will come close to replacing the 
newly defined preretirement standard of living at all pay levels. 

Following the authors' approach, this would suggest that an offset of 
50 percent of the social security benefit--not 100 percent--be the limit 
for integrated offset plans. 

If one were to take the next logical step and consider preretirement 
savings as a s o u r c e  of retirement income, one might, depending on the 
amount of savings assumed, discover that the percentage of final com- 
pensation required to replace preretirement spendable income for high- 
paid employees from a sponsor's plan may be only slightly greater than 
the percentage required for lower-paid employees. In this case, using the 
authors' approach, the conclusion would be that little or no offset should 
be permitted. 

While the authors conclude that a 100 percent social security benefit 
offset is permissible, the foregoing shows how tenuous this conclusion can 
be; minor modifications of the basic assumptions used to develop pre- 
retirement spendable income can produce results that could be used to 
justify practically any level of offset. 

The authors state that "the main focus [in establishing integration rules] 
should be on what combination of benefits provided under social security 
and the private plan is most effective in replacing income"; that "it prob- 
ably is unnecessary for social policy to promote an increase in [an indi- 
vidual's] standard of living upon retirement"; and that "spendable income 
[as defined in the paper] should be the upper limit for the total pension 
benefit, that is, private plan benefit plus social security benefit." By dis- 
covering that a plan formula of 80 percent of final earnings less 100 percent 
of social security approximately replaces their definition of preretirement 
spendable income, the authors appear to conclude that the maximum 
offset should be 100 percent of the social security benefit. 

If a 100 percent maximum limitation were adopted, would it then be 
permissible to provide a benefit of 90 percent of final earnings less 50 
percent of social security? If a negotiated plan provided monthly benefits 
of $20 per year of service, would such a benefit be permitted under the 
author's proposed integration rules? From the statements in the paragraph 
above, the answers would appear to be no, because such benefits, together 
with benefits provided by social security, would provide higher postre- 
tirement standards of living for most plan participants. While such for- 
mulas appear to be permissible under the authors' rules, they are clearly 
inconsistent with the authors' stated hypothesis. 

In Section II the authors claim that "because the primary purpose of 
any pension plan, private or public, is to provide retirement income, an 
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appropriate view is to disregard all ancillary benefits, such as death or 
disability, in determining maximum integration limits." However, in Sec- 
tion VII they claim that "these benefits should be subject to separate 
integration tests on a benefit-by-benefit basis," implying that perhaps the 
spendable-income-analysis approach also could be used to develop sep- 
arate integration tests for ancillary benefits. The authors, however, have 
not suggested how these tests would work or how the proposed integration 
limits would be adjusted as a result of the tests. As a practical matter, if 
spendable-income-analysis tests for death and disability were adopted, 
how would the authors deal with the problems presented by employee 
needs that vary with age and family composition? 

The authors also imply that there would be no need to adjust integration 
limits for postretirement benefit options or for benefit formulas that use 
final earnings instead of final three- or five-year average earnings. It is 
not difficult to see how such a lack of restrictions could result in discrim- 
ination in favor of the prohibited group. 

Depending on adjustments that might be required for ancillary benefits 
or postretirement benefit options, in light of the above, it is conceivable 
that the integration rules proposed by the authors could be just as com- 
plicated, if not more complicated, than the current rules. 

In summary, while spendable income analysis is definitely a valuable 
tool in the design of employee benefit plans, its use as a "single theoretical 
basis for integration of qualified pension plans with social security" falls 
significantly short of providing rules that are, in the authors' words, "sim- 
ple, internally consistent, and logical for all major styles of integration." 

(AUTHORS' REVIEW OF DISCUSSION)* 

Mr. Blake's comments ignore the concept that social security is retire- 
ment income and that the development of integration rules based upon 
some contrived relationship between FICA taxes and benefits is inappro- 
priate. It is not the source of financing of the benefit that is relevant. What 
is relevant is the level of retirement income being provided by social 
security. 

Mr. Steiner seems to believe that public policy regarding integration 
should be based on the presumption of certain levels of savings at various 
income levels. As the authors clearly indicate in the paper, conditions 
that are not universally applicable were not considered in the analyses as 
a simplification in finding workable integration rules. Mr. Steiner does not 

* Authors of this paper are Yuan Chang, John N. Feldtrnose, Jeff Furnish, Michael J. 
Gulotta, Douglas M. Hodes, Frederic T. Lhamon, Lawrence N. Margel, Karen Mitchell, 
Stewart G. Nagler, A. Frederick Rohlfs, Jr., Donald E. Sanning, and Robert J. Schnitzer. 
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provide, nor are the authors aware of, a generally accepted definition of 
savings, reliable data concerning savings levels over time at various pay 
levels, or a basis for determining what percentage of savings can be trans- 
lated into retirement income. 

Mr. Steiner also misinterprets our approach of analyzing the replace- 
ment of 100 percent of preretirement disposable income as requiring that 
employers not be permitted to provide benefits in excess of this level. 
There was no intent that this be the case. The authors' intent is that 
integration rules should not mandate income replacement over 100 per- 
cent. 

The authors also wish to reiterate that our approach involves integration 
on an individual benefit-by-benefit basis and implies 100 percent offset 
for death and disability benefits. Rules for integration of retirement income 
benefits would not require any adjustment for such ancillary benefits. 

Finally, Mr. Steiner indicates that the permitted use in benefit formulas 
of final earnings instead of final three- or five-year earnings easily could 
result in discrimination in favor of the prohibited group. However, it 
should be clear that no adjustments are needed; even under present rules, 
offset plans are not restricted from providing any desired level of gross 
benefit. 


