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Plan Design
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PENSIONS

1. Adequacy, funding and risks
2. Basic retirement plan components (including public 

plans)
3. Features unique to public plans
4. DB vs. DC plans and hybrids
5. Case studies
6. DROP, PLOP and WAR
7. IRS qualified plans

Outline: Seven Sections
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PENSIONS

• Various Hybrid Designs and Their Distinctive 
Advantages

• NASRA Issue Brief: State Hybrid Retirement 
Plans

• NASRA Issue Brief: Cost-of-Living Adjustments
• Social Security Offsets (B&C Digest)
• Pension Sustainability—The Wisconsin Example 

(B&C Digest)

Resource Materials
(Behind Section 7)
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PENSIONS

Policies Affect How Plans Insure 
Sustainability and Manage Risk

Funding/ 
Contribution 

Policy

Investment 
Policy

Benefits 
Policy
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PENSIONS

Six themes, retirement systems should:
1. Align stakeholders’ roles with their skills
2. Be designed to self-adjust
3. Consider new norms for work and retirement and the 

role of the normative retirement age
4. Be better aligned with the markets
5. Clarify the role of the employer
6. Realize any retirement system redesign will not succeed without 

improvements in the health and long-term care systems

Introduction—Retirement 20/20
(Society of Actuaries Retirement System 
Design/Redesign Project)
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PENSIONS

Adequacy, Funding and Risks

Part 1
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PENSIONS

A. What does adequacy mean in a retirement 
plan? 

B. How does funding impact plan design?
C. What risks should be considered in plan 

design?

Part 1—Adequacy, Funding and Risks
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PENSIONS

• Why do you have a retirement plan? As a 
component of retirement income adequacy.

Part 1A—Adequacy
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PENSIONS

How much is enough?
• Replacement ratio: The percent of 

pre-retirement income needed post-retirement 
to sustain standard of living

Part 1A—Adequacy
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PENSIONS

What retirement income is needed to sustain 
someone’s pre-retirement standard of living?
• A 2008 study suggested well-paid employees target 

a 78% replacement ratio to retire at 65.  
• A greater replacement ratio should be targeted if:

– The employee is not as well paid, and/or
– The employee retires prior to age 65 Medicare eligibility

Part 1A—Adequacy

Source: Georgia State/Aon 2008
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PENSIONS

• Traditional concept: Three-legged stool 
– Social Security
– Retirement plan
– Personal savings

• Modernistic fourth leg? 
– Income from post-retirement work

1B Funding—Sources of Retirement Income 
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PENSIONS

How are plans funded over the long term?
Contributions + Investment earnings (C + I) 

fund
Benefits + Expenses (B + E) 

1B Funding—Illustration
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PENSIONS

1. Accumulation     (C + I)
2. Distribution        (B + E)

There Are Two Funding Stages:

Investments
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PENSIONS

• Contributions accumulate with investment 
earnings from the time a participant joins the 
plan until time of retirement

1B Funding—Accumulation
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PENSIONS

• Ideally, the pool of assets accumulated by time 
of retirement is sufficient to fully fund adequate 
benefits for the rest of the plan participant’s life

1B Funding—Distribution
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PENSIONS

• Currently age 55, with 
30 years of service and 
$60,000 salary

• Annual 15% of pay 
funding contribution

• Annual 7% investment 
earnings, 4% pay 
increases

• Accumulation of 
$435,000 for
potential age 55
retirement (63% 
from investment 
earnings)

1B Funding—Importance of Time 
(Accumulation—Age 55 Retiree)
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PENSIONS

• Currently age 55, with 
30 years of service and 
$60,000 salary

• Annual 15% of pay 
funding contribution

• Annual 7% investment 
earnings, 4% pay 
increases

• Accumulation of 
$1,013,000 for age 
65 retirement (73%
from investment 
earnings) including 10 
more service years

1B Funding—Importance of Time 
(Accumulation—Age 65 Retiree)
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PENSIONS

• Retiring age 65 female teacher has age 91 life 
expectancy, with 26 years (91-65) of expected Plan 
distributions

• For a given level of accumulated assets, the actuarially 
sound first year distribution depends on the duration of 
expected distribution period and the COLA level

1B Funding—Importance of Time 
(Distribution)

COLA % of balance it’s ok to 
distribute in the first year

First year benefit = 
$1,013,000 x % distributed

None 8.2% $83,100

2% 6.8% $68,900
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PENSIONS

• Retiring age 55 male fire/police has age 87 life 
expectancy, with 32 years (87-55) of expected Plan 
distributions

• For a given level of accumulated assets, the actuarially 
sound first year distribution depends on the duration of 
expected distribution period and the COLA level

1B Funding—Importance of Time 
(Distribution)

COLA % of balance it’s ok to 
distribute in the first year

First year benefit = 
$435,000 x % distributed

None 7.6% $33,100

2% 6.2% $27,000
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PENSIONS

Year $ Accumulated

0 $  10,000
10 $  19,700
20 $  38,700
30 $  76,100
40 $149,700
50 $294,600
60 $579,500

1B Funding—
The Importance of Time and Returns

• Rule of 72 (or 70)
Roughly speaking: 
– 6% for 12 years doubles
– 7% for 10 years doubles
– 8% for   9 years doubles
– 9% for   8 years doubles
– 10% for   7 years doubles
– 12% for   6 years doubles

A $10,000 investment earning 
7% every year grows as follows: 
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PENSIONS

• Generally:
– Benefits require funding  

(C + I = B + E)
– Time value of money
– Do benefits adjust to 

funding?

• Specifically:
– Accumulation

• Longer service = More 
contributions and more 
investment income

• How is the money invested?
• What are the expenses?

– Distribution
• Later retirement = Less 

payments = Bigger payments 
possible

• How is longevity risk funded?

1B—How Does Funding Policy 
Impact Plan Design/Benefit Policy?
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PENSIONS

2022 Retiree Type 50%+ Chance 
Still Alive* At:

% Chance Still Alive* 
at Age 100: 

Age 65 Female Teacher Age 91 11%
Age 55 Male Fire or Police Age 87 5%
Age 65 Male and Female 
Married General Service Age 93 13%

1C Risks—Longevity

* For the married couple, the chance at least one member of the couple is still alive

Source: PUB-2010 public sector retiree mortality tables, MP-2021 mortality improvement projection scale, assumed retirement in 2022
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PENSIONS

% of Original Purchasing Power
2% Inflation 3% Inflation

10 years              82%               74%
20 years              67%               55%
30 years              55%               41%
40 years              45%               31%

Inflation has averaged 2.4% over the last 20 years (period ending March 2022) 
and 3.0% over the last 90 years.

1C Risks—
2. Inflation/Purchasing Power
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PENSIONS

Invest $10,000 per year, 60% in stocks, 40% in bonds
• 1940-1959       $    670,000
• 1960-1979       $    360,000
• 1980-1999       $ 1,150,000
• 2000-2019 $   406,000

1C Risks—
3. Investment Return
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PENSIONS

Risk Defined Benefit Defined 
Contribution

Longevity Employer Participant
Inflation Varies* Participant
Investment Return Employer Participant

1C Risks—Who Bears Them?

* Depends on the existence of a COLA, if any, along with its structure
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PENSIONS

Adequacy
• For a well-paid age 65 employee, what replacement ratio should be 

targeted to at least maintain their pre-retirement standard of living?
Funding
• What are the traditional “three-legged stool” income sources?
• All benefits rely on what two funding sources?
• What are the two stages of funding?

Part 1—Review

A. 
B. 
C. 
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PENSIONS

• Who bear each of these risks in DB and DC 
plans?
– Longevity
– Investment return
– Inflation/purchasing power

Part 1—Review
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PENSIONS

• What
• Who
• When 

Basic Retirement Plan Components 
(Including Public Plans)
Part 2
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PENSIONS

Defined Benefit (DB) plans:
• Define a specific benefit at retirement
• Contributions vary
• The benefit is usually paid monthly for the rest of the member’s life
Defined Contribution (DC) plans:
• Define a specific contribution
• Benefits vary = Contributions + Investment Earnings – Expenses
• Benefit usually paid as a single lump sum

Part 2A—What DB and DC Basics
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PENSIONS

• According to the BLS, in 2022 about 86% of state and 
local government employees have access to DB plans
– Down from from 93% in 1987 and 88% in 2008
– Private industry was 76% in 1986, 24% in 2008, 15% in 2022

• “Final average pay” plans are most common:
– Final average example: a “2% plan” 

Benefit %*  x  Service at retirement x Final average salary
=     2.0%   x   30 years of service   x   $60,000
=     60%    x  $60,000 = $36,000 per year

2A What—DB Plan Benefits

*Some plans vary the benefit % by age and/or svc instead of using early retirement factors.
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PENSIONS

• Final salary averaging period for public plans:

•

2A What—DB Plan Benefits

WI2020-21
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PENSIONS

• Single life annuity 
– Ends at participant’s death

• 50%/67%/75%/100% “joint & survivor”
– Protects survivor beneficiary (typically a spouse)
– X% payable to survivor for life if participant dies first
– “Pop-up” joint & survivor variation—Reverts to single 

life annuity amount if survivor beneficiary dies first 

2A What—DB Form of Payments
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PENSIONS

• Lump sum
– Some participants want them
– How many of those participants know how to manage them?

• Guaranteed number of payments
– Cash refund  
– Certain-and-life (e.g., at least 5 or 10 years of payments)

• Level income form of payment
– Coordinates with Social Security benefits
– More before, and less after, Social Security age

2A What—DB Form of Payments
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PENSIONS

• Teachers
– Highest life expectancy

• Police and firefighters
– Lowest life expectancy
– Lowest normal and early 

retirement ages
– Least likely to participate in 

Social Security

• Judges/legislators
– Higher benefit percentages 

(e.g., 3% of final pay)
– Shorter periods in job, plan 

can help encourage public 
service

• General service
– Hard to generalize

Part 2B Who—Group Characteristics
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PENSIONS

• Retirement ages
– Normal
– Early 
– Late

• Vesting (for termination before retirement)
• Death
• Disability

Part 2C—When
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PENSIONS

• Generally, the age when employees receive 
unreduced benefits, such as age 65

• However, unreduced benefits may also be 
based on:
– Service example: “30 and out”
– Age + Service, 

Example: “Rule of 90” unreduced benefit
when age + service = 90  (e.g., 55 + 35)

2C When—Normal Retirement
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PENSIONS

• Age when employee may begin payments
• Early retirement benefit amount often reduced 

for number of years prior to normal retirement 
age

2C When—Early Retirement
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PENSIONS

Why is there an early retirement factor 
(ERF) benefit reduction “penalty”?

LOTS OF PEOPLE ASK THIS!

2C When—Early Retirement
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PENSIONS

• How many people here will loan me $1,000 
today, and let me pay you back $1,000 10 years 
from now?

• How much would you want?
– $1,000?
– $1,500?
– $2,000?
– $2,600?

2C When—Early Retirement 
Money Earns Interest
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PENSIONS

• Timing of death (end of payments) not affected by 
timing of start (early, normal retirement) of payments

• To help illustrate, we’ll play “let’s make a deal”:
– You get a $240,000 house from either Mickey or Goofy
– Whomever you choose gets $2,000 per month from you for the 

rest of their life
• Mickey is 65. Goofy is 55. 
• Who do you choose?

2C When—Early Retirement 
Longer Payout Period
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PENSIONS

Why is there an early retirement factor reduction?
1. Money earns interest

(Less time for investments to earn interest)
2. Longer payout period 

(Retiree date of death unaffected by benefit start date)

2C When—Early Retirement
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PENSIONS

• Actuarially equivalent early retirement factors
– Rule of thumb: Roughly 6% reduction per year

• Above is still modestly subsidized, especially at older ages 
• 8% for first five years and 5% for next five years is closer, 

but still approx. (example: 100% at 65, 60% at 60, 35% 
at 55)

• Reduction factors can be intentionally subsidized 
– Reduction is less than actuarial equivalent

2C When—Early Retirement Benefits
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PENSIONS

• An employee who leaves before retirement eligibility and 
is vested can receive a deferred benefit at a later 
retirement-eligible age

• Trend of public plan vesting requirements in years: 

2C When—Vesting (For Termination)

WI2020-21
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PENSIONS

• DC death or disability benefit is the account balance
• DB death or disability benefit is a combination of:

– Annuity based on earned benefit
– % of salary 
– Specified flat-dollar amounts (death benefit)

• Disability can be handled outside of the retirement 
plan, but most public plans include disability benefits

2C When—Death AND Disability Benefits
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PENSIONS

“What”
• What percent of state and local employees have access to DB plans?
• What are three potential forms of benefit payment in retirement?
“Who”
• Which group tends to retire at the youngest ages?
• Which group has the highest life expectancy?
• Which groups tend to have the shortest service?
“When”
• Why is there an early retirement factor reduction?

Part 2—Review

A. 
B. 
C. 
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PENSIONS

Features Unique to Public Plans

Part 3
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PENSIONS

Retirement plans maintained by governmental agencies

Part 3: Features Unique to Public Employee 
Retirement Systems (PERS)
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PENSIONS

1. Employee contributions
2. Plan documents
3. Contract rights
4. COLAs
5. Political environment
6. Social Security

Part 3 PERS—
Six Key Differences From Private Plans
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PENSIONS

• Rare in private sector DB plans
• The norm in public sector plans
• Refund of employee contributions at termination

– Leads to forfeiture of accrued benefit
– “Buy backs” are possible if re-employed

Part 3 PERS—Employee Contributions
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PENSIONS

• IRS Section 414(h) allows employee contributions to be 
“picked up”—Treated as employer contributions for tax 
purposes 

• Only permitted for governmental plans
• Must meet two rules:

– Employer must specify that contributions are being made by the 
employer in lieu of the employees’ contributions

– Rates are a fixed rate for all 
• Employees may not elect out

Part 3 PERS—Pre-Tax Employee Contributions
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PENSIONS

• Provisions often contained in public statutes
• Requires change in law to change benefit policy

Part 3 PERS—Plan Documents
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PENSIONS

• Cannot diminish right to earn future benefits
• Based on case law in each state

– 42% have statutory provisions
– 36% have common law cases

• COLAs sometimes treated differently than “base” 
benefits

Part 3 PERS—Contract Rights

NCTR Reg. Framework
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PENSIONS

• Post-retirement Cost Of Living Adjustments (to offset inflation)
• Rare in private sector plans, common in public plans
• Many types (e.g., flat percent, tied to CPI, restore % of purchasing 

power . . . ) for public systems as shown below

Part 3 PERS—COLAs

Additional information, including specific changes made in many states, available in 2022 NASRA Issue Brief “Cost-of-Living Adjustments” included with CAPPP materials

CPI Linked
Linked to 

Investments or 
Funding Condition

Fixed 
Percentage or 
Other Factor

Total

Automatic 47% 14% 11% 72%

Ad hoc 5% 0% 23% 28%

Total 52% 14% 34% 100%
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PENSIONS

• Taxpayers—Want lower taxes and better services
• Public employees and unions—Want better benefits
• Government leaders—Want to be reelected
• Retirement board—Want a superior, well-run retirement system
• Special interest groups and/or large trust funds applying              

political pressure—Want their own objectives achieved
• Media—Want a good story
• Retirement system staff—Want to hold it all together

Part 3 PERS—Political Environment
Many Players With Many Interests
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PENSIONS

• Social Security coverage is mandated in the private 
sector

• Currently approximately 75% of state and local 
government employees have Social Security coverage

• % covered by group
– General service >75%
– Teachers 60%
– Police and Fire 33%

Part 3 PERS—Social Security Coverage
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PENSIONS

• Important consideration when comparing retirement 
plans (does participant have Social Security?)

• Many Social Security proposals include mandatory 
coverage for public employees
– Mandatory coverage would provide near-term federal 

budget help
– Would impact designs of plans with participants not currently 

covered - expensive to add Social Security on top of current plan

Part 3 PERS—Social Security Coverage
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PENSIONS

Employee Contributions
• Are employee contributions more common in public or private 

defined benefit plans?

COLAs
• Are COLAs more common in public or private plans?

Other
• What factors make it hard to modify public plans?

Part 3—Review

A. 
B. 
C. 
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PENSIONS

Social Security
• Which type of public employees has the lowest 

percentage of its population covered by Social Security?
• What is a possible explanation for why mandatory public 

employee coverage for public employees is often 
included in Social Security proposals?

Part 3—Review

A. 
B. 
C. 
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PENSIONS

• nasra.org (weekly news summary)
• nctr.org (weekly news summary)
• nirsonline.org (multiple white papers annually) 
• ncpers.org
• benefitslink.com (daily news links)
• plansponsor.com (daily news links)

Part 3 PERS—Websites
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PENSIONS

DB vs. DC vs. Hybrid Plans

Part 4
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PENSIONS

• DC plan
– Usually accrues as a level % of pay over full career
– Effectively a career-average plan

• Traditional final average salary DB
– Accrual pattern is back-loaded compared to DC
– More of plan’s overall accrual value directed to the 

later service years of full-career employees 

Part 4—
DB vs. DC Benefit Accruals
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PENSIONS

Part 4—Comparing DB to DC Accruals Patterns 
Over a 30-Year Working Career

Final Average Pay DB Plan

DC Plan
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PENSIONS

• Funding of existing UAL—The unfunded actuarial liability 
• “Contract rights” concerns

– New hires may go into new “tiers”
• Plan election option for current members into new plan?

– Education program
– Members may choose most valuable option or members may not 

choose the most valuable option . . . which would be the bigger 
problem?!?

• Administrative burden of two plan

Part 4—
New Plan Conversion Concerns
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PENSIONS

• Traditional DB “wins” are usually DC “losses”
• DC wins are usually losses for traditional DB
• What is a win and what is a loss is in the eye of 

the beholder

Part 4—
DB vs. DC—Wins and Losses
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PENSIONS

• A secure, defined predictable benefit payable for life
• Inflation protection: 

– If benefits related to final pay, protection during working career
– COLAs, if provided, give protection during retirement years

• Death and disability benefits
• Benefits do not decrease
• Financially efficient retirement income distribution

Part 4—
Wins in a DB Plan (Employee)
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PENSIONS

• Can (theoretically?) attract and retain employees
• Benefit design flexibility

– Target special groups
– Recognize past service, military, prior employer 

service
– Provide early retirement incentives

• Professional investment management over a 
longer time horizon than a DC plan

Part 4—
Wins in a DB Plan (Employer)

1-66



PENSIONS

• Final salary designs provide small 
benefits to a young, mobile population

• Benefits are not portable 
• Plan value is not easily communicated 

and/or appreciated
• Trust assets do not “seem” to belong to 

the participants

Part 4—
Losses in a DB Plan (Employee)
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PENSIONS

• Costs go up and down
– (Mature funds have even broader swings)

• Risk of end-of-career salary spiking
• Potential disconnect between:

– Asset growth and
– Benefit growth

• Actuarial and administrative costs
• Harder to explain and administer

Part 4—
Losses in a DB Plan (Employer)
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PENSIONS

• Long-term funding needs are poorly understood 
and can be hard to predict
– In good times: Members want benefit increases
– In bad times: Contributions increase 

• Funding discipline needed, but that is not easy

Part 4—
Losses in a DB Plan (Employer)

1-69



PENSIONS

• Popularity of DC plans
• Account balance is easy to appreciate
• Benefits are portable
• Employees get all investment gains
• Members understand their own assets
• Individual direction is possible

Part 4—
Wins in a DC Plan (Employee)
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PENSIONS

• Employer costs are fixed
• Engaged employees can help manage their own 

retirement situations

Part 4—
Wins in a DC Plan (Employer)
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PENSIONS

• Can outlive your assets 
• Benefits at retirement unknown
• Amount needed to support retirement standing 

of living is poorly understood
• Managing inflation after retirement
• Little death or disability protection
• Benefits can decrease

Part 4—
Losses in a DC Plan (Employee)
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PENSIONS

(a) Longevity risk (risk of outliving assets)
(b) Leakage (money spent on non-retirement goals)
(c) Lower average investment returns than DB plans

(a) + (b) + (c) =  Lower average retirement 
adequacy for a specific              
contribution level

Part 4—
Losses in a DC Plan (Employee)

1-73



PENSIONS

• Higher average cost for the same income 
replacement (not a “better bang for the buck”)

• Risk of future benefit increases if benefits are 
inadequate 

• Employees need to be given investment 
education

• Early retirement benefits cannot be subsidized 
• Administrative costs (no actuarial costs, though!)

Part 4—
Losses in a DC Plan (Employer)
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PENSIONS

• State and county employees hired 1964-2003 
had only a DC plan

Part 4—DC Plans: 
Nebraska’s DC Experience
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PENSIONS

• After 40 years of experience and 15 years of 
serious participant education:
– Retirement replacement income was projected to be 

50%-60%, but was closer to 30%
– 90% took lump sums, with half of the lump sums 

being taken as cash rather than tax-qualified rollovers

Part 4—DC Plans: 
Nebraska’s DC Experience
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PENSIONS

• Eleven options, but most left their money in the default 
option (a stable value fund)

• Effective 1/1/2003 the legislature approved a hybrid 
cash balance plan
– Benefit security and adequacy
– Regular rate of return
– Ability to self-fund monthly annuities at better rates than private 

insurance market

Part 4—DC Plans: 
Nebraska’s DC Experience
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PENSIONS

• Combine DB and DC elements

Part 4—Hybrid Plans 
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PENSIONS

• A DB plan that looks like a DC plan
• Unlike a DC plan:

– “Balance” is guaranteed (will not decrease)
– Individual accounts

• Assets are not segregated by participant
• Account balances are nominal/hypothetical

– Sum of account balances does not have to always 
match the sum of trust assets 

Part 4—
Hybrid Plans—Cash Balance 
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PENSIONS

• Account balances grow via two different credits:
– Pay credits

• Some % of pay is added each year
– Interest credits

• Balance is increased with some amount of interest each year
• Often a fixed rate or a rate tied to a market-based index

Part 4—
Hybrid Plans—Cash Balance 
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PENSIONS

• At termination or retirement, a vested 
participant owns his or her account cash balance

• May be paid as a lump sum (if permitted) or 
converted to a monthly life annuity

Part 4—
Hybrid Plans—Cash Balance 

1-81



PENSIONS

• Advantages: 
Portability and security
– Employees can take the 

balance with them
– Guaranteed return
– Employee can leave the 

balance in the plan to earn 
interest credits

– Prevents salary spiking

• Disadvantages:
– DB administration concerns 

and costs still apply
– Temptation to spend the 

balance on non-retirement 
needs

– Managing assets in 
retirement if a lump sum is 
taken

Part 4—
Hybrid Plans—Cash Balance 
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PENSIONS

• Pay credits
– State members contribute 4.8% of pay and the state 

matches 156%
– County members contribute 4.5% of pay and the 

counties match 150%
• Guaranteed interest credits—Greater of:

– 5.0% or
– “Applicable federal mid-term rate” + 1.5%

Part 4—
Nebraska Cash Balance—Core Benefits
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PENSIONS

• Dividends—Board may grant dividend if (a) actuarially required contribution is less 
than 90% of actual contribution, and (b) funded ratio is at least 100%*

• Interest credit assumption = 6.25% (used to be 7.0%)

Part 4—
Nebraska Cash Balance Self-Adjusting Benefits

* Based on both (1) actuarial assets ÷ actuarial liability and (2) market assets ÷ ABO.  
ABO = sum of account balances for those not in pay status plus present value of retiree benefits.
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PENSIONS

• Part-time California teachers are in a cash balance plan
• Minimum interest rate (MIR) is based on 30-year 

Treasuries
• Interest credit policy for 2014 and later, which means 

that  benefits adjust to funding
– If surplus < 1 x Std. Dev.: Credit MIR
– If surplus > 1 x Std. Dev.: Credit up to assumed 6.5%
– If surplus > 2 x Std. Dev.: Credit up to 50% over that 

level

Part 4—
Cash Balance—CalSTRS Part-timers
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PENSIONS

Additional 
Credits Based on 
Funded Ratio are 
Self-Adjusting 
Benefits

Part 4—
Cash Balance—CalSTRS Part-Timers
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PENSIONS

• DB benefit must be equal to at least the value of 
accumulated employee contributions times some 
multiplier

• Advantages
– Portability
– Discourages withdrawal of employee contributions
– Some minimum based on their contributions may seem fairer to 

employees (especially if service is capped)
• Examples

– Colorado, Oregon, Montana PERS, Wisconsin, Seattle, Tacoma

Part 4—
Hybrid Plans—Floor Plans
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PENSIONS

Basic VAP—Designed to “Self Adjust”
• Key idea: Contributions each year 

fund lifelong benefits earned in that 
year

• When asset returns exceed “hurdle 
rate”, benefits go up 

• When returns are below “hurdle rate”, 
benefits go down

• 4% to 5% hurdle rates common
• A VAP matches liabilities to assets by 

adjusting benefits

• Advantages
– Lifelong benefits like a DB plan
– Stable contributions like a DC plan 

for employers (plan always ~100% 
funded)

– Some amount of inflation protection 
expected over the long term

• Disadvantages
– Initial retirement benefit expected 

to be less than equal cost no-COLA 
DB plan

– Retiree benefits can go down
– Hard to explain to stakeholders

Part 4—
Hybrid—Variable Annuity Plans (VAP)
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PENSIONS

Do the following better describe DB or DC?
• Challenges with potentially volatile plan funding 

requirements
• Challenges with potentially outliving your assets
• Better death and disability benefits
• More portable

Part 4—Review

A. 
B. 
C. 
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Hybrid plans
• What two credit components increase the 

balance in a cash balance plan?
• Name a state with a cash balance plan
• Give an example of a plan where benefits adjust 

to funding
• What is the “floor” in a floor plan?

Part 4—Review
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PENSIONS

DB/DC Hybrid Case Studies—
Public Plan Responses
Part 5
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Texas County and District Retirement System (TCDRS)
• Established in 1968 with fully account-based benefits
• Employees contribute 4%-7% of pay (set by employer) 

to account
• Accounts are credited with 7% interest
• At retirement, employers give a 100%-250% match 

(set by employer) on the employee contribution account
• Matched account balances are converted to a monthly annuity
• Full balance lump sums of matched balances are not allowed, 

but some employers allow a partial lump sum 

Part 5—Case Studies
Cash Balance—TCDRS
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• Money Purchase Annuity Calculation Example
• $100,000 age 65 employee account balance 

with interest
• Employer match percentage is 200%
• Annuity benefit = $300,000 ÷ 125.0 = 

$2,400 per month
– $125.0 is the actuarial present value of $1 per month 

of an age 65 retiree’s life expectancy using the plan’s 
specified mortality and interest assumptions for 
annuity conversions

Part 5—Case Studies
Cash Balance—TCDRS
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Example of Portability and Inflation Risk Protection
• Member terminates at age 30

– 5 years of service
– $18,700 employee contribution account, including interest

• At age 65 (assuming 7% interest credits to balance):
– Employee contribution account with interest = $200,000
– 100% employer match give a $3,200 monthly life annuity

Part 5—Case Studies
Cash Balance—TCDRS
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Advantages:
• Portability
• Leakage is decreased (discourages 

return/refund of employee 
contributions)

• Guaranteed lifetime retirement 
income and benefits of longevity 
pooling

• Meaningful accruals encourage 
continued work at ALL ages

• Accounts have a positive employee 
perception

• Professional investment 
management/low expenses

• Benefit growth mirrors expected 
asset growth

• Prevents end-of-career “salary 
spiking”

• Simplifies return-to-work and part-
time work situations compared to 
traditional DB

• Can “self-adjust” to changing work 
and longevity patterns

Part 5—Case Studies
Cash Balance—TCDRS
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• Floor benefit that is the greater of:
– 1.6% × pay × service, or
– Cash balance style benefit (lower guarantee?)

• Contribution increases are divided evenly between 
employers and employees (risk sharing?)

• Active benefits may adjust to low investment returns
– Lower interest on member accounts can dampen 

liability growth. (risk sharing?)
• Retiree benefits are funded conservatively, and COLAs are 

not guaranteed (makes benefits better aligned with markets?)

Part 5—Case Studies
Wisconsin: Designed to Self Adjust

Additional detail available in February 2010 Article “Pension Sustainability—The Wisconsin Example” included with CAPPP materials
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• Retiree benefits funded conservatively
– At retirement amounts are transferred to core and variable 

annuity reserves assuming future earnings of 5%
– The conservative earnings assumption is intended to provide for 

regular COLA “dividends.” Dividends are not limited by CPI, but 
the dividends are also not guaranteed.

– Each year, interest based on investment earnings is credited to 
core and variable reserves. An adjustment may be made based 
on the difference between reserves and benefit liabilities.

Part 5—Case Studies
Wisconsin: Designed to Self Adjust
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Retiree benefits can go down year over year
• May 1, 2009 was the first-ever decrease to core
• Core can not be reduced below original retirement amount. There is 

no limit on variable reduction.
• Core return based on five-year smoothing. Variable return has no 

smoothing.
• Core fund is broadly diversified. Variable fund is all stock.
• Variable participation is optional. If elected, then 50% of future 

contributions go into the variable fund.

Part 5—Case Studies
Wisconsin: Designed to Self Adjust
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Part 5—Case Studies
Wisconsin Retiree Annuity Adjustments

Employers, active members 
and retirees ALL share in the 
risk, as well as the rewards.

Core 
Fund

Variable 
Fund

Core 
Fund

Variable 
Fund

1992 4.4% 5.0% 2007 6.6% 0.0%
1993 4.9% 11.0% 2008 -2.1% -42.0%
1994 2.8% -4.0% 2009 -1.3% 22.0%
1995 5.6% 19.0% 2010 -1.2% 11.0%
1996 6.6% 14.0% 2011 -7.0% -7.0%
1997 7.7% 18.0% 2012 -9.6% 9.0%
1998 7.2% 12.0% 2013 4.7% 25.0%
1999 17.1% 21.0% 2014 2.9% 2.0%
2000 5.7% -11.0% 2015 0.5% -5.0%
2001 3.3% -14.0% 2016 2.0% 4.0%
2002 0.0% -27.0% 2017 2.4% 17.0%
2003 1.4% 25.0% 2018 0.0% -10.0%
2004 2.6% 7.0% 2019 1.7% 21.0%
2005 0.8% 3.0% 2020 5.1% 13.0%
2006 3.0% 10.0% 2021 7.4% 15.0%
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• First effective for July 1, 2018 COLA
• CPI COLA, but

– No less than 0.5% or more than 3.5%
– Assuming the COLA long-term must result in:

Fair value assets/Accrued liability ≥ 100%.
• Limits July 1, 2019 COLA to 2.03%
• Sets June 30, 2018 long-term COLA 

assumption to 2.03%
• Results in fair value funded ratio at June 30, 2018 = 100.0%

• Investment return assumption = 6.5%

If there can be “actuarially determined contributions” why not “actuarially determined benefits?”

Part 5—Case Studies
South Dakota Funded Status COLAs

Date COLA Fund%

7/1/2018 1.89% 100.1%

7/1/2019 2.03% 100.0%

7/1/2020 1.56% 100.1%

7/1/2021 1.28% 105.5%

7/1/2022 3.50% TBD
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Washington State Plan 3 (TRS, PERS, and SERS)
• Employer Contributions fund DB: 

1% of pay × years of service × final pay
• Employee contributions fund DC
Why do this?
• Provides half-measure advantages of both plan types
• Halves the disadvantages of both plan types
• Halves the funding volatility risk for the employer

Part 5—Case Studies
Combined DB + DC
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PENSIONS

Tennessee—New hires starting 7/1/2014
• DB Provisions

– Benefits = 1% × years of service × final pay
– Contributions = 5% of pay employee + 

target 4% of pay employer
– CPI COLA with 3% maximum
– Maximum pension = $80,000 adjusted 

for CPI
• DC Contributions = 5% of pay employer + 

2% of pay employee with opt out

• Employer Cost and 
Unfunded Liability Controls
– Triggered if ER cost > 4% or target unfunded 

liability is exceeded
– 6 step procedure in following sequence:

1. Utilize funds in actuarial stabilization 
account

2. Reduce or suspend COLA
3. Shift some or all of Employer DC 

contribution to DB
4. Increase Employee Contribution to DB by 

1% of pay
5. Reduce accruals on future service below 

1% × svc × pay
6. Freeze plan; no future accruals

Part 5—Case Studies—Combined DB + DC 
(Designed to “Self Adjust?”)
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• Ohio Teachers and PERS 
• Oregon
• Indiana
• Georgia

• More systems and details in 
July 2022 NASRA Issue 
Brief “State Hybrid 
Retirement Plans” included 
with CAPPP materials

Part 5—Case Studies
Other Combined DB + DC
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• Members choose between a DB and DC plan at hire
– Florida, Colorado PERA, Ohio PERS, Ohio Teachers, South 

Carolina, North Dakota
• Some plans have irrevocable choices, others allow later 

changes
• In 2015, above systems had 76%-98% enrollment in DB

– Strong member DB preference is present in other years as well
• More info available in 2017’s Decisions, Decisions study 

available at nirsonline.org

Part 5—Case Studies
Plans With DB vs. DC? Choice
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• Some states are having new hires choose between 
(a) a combined DB+DC hybrid plan and (b) a DC plan
– Washington State (2002)
– Utah (2011)
– Michigan Public School ERS (2/1/2018) (DC is default)
– Pennsylvania Public School ERS (7/1/2019)

• One DC and two hybrid options (DB part varies)
– Pennsylvania State ERS (1/1/2019)

• One DC and two hybrid options (DB part varies)

Part 5—Case Studies
Combined DB+DC vs. DC Choice
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• Two kinds of gain sharing
• Investment-return based:

– Some part of investment gains automatically spent 
(Washington State, some California counties)

• Funding based:
– When funding reaches specific goals, benefits are 

improved (Idaho)

Part 5—Case Studies
Gain Sharing
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Return-based sharing: Washington State
• Automatic, formulaic gain-sharing
• Annualized rate of return over 10 fiscal years ending 

2000-2009 was 3.95%
• Despite that, during this period nearly $2 billion was paid 

out in gain-sharing benefits
• Sufficient level of gains in good years should not be 

shared, so they can be retained to offset potential losses

Part 5—Case Studies
Gain Sharing—A Cautionary Tale
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• DB-only plan closed 7/1/2011, and new employees choose between:
• DC plan contributions: 10% of pay employer, employee optional
• Hybrid Plan—combined DB and DC

– Employer contribution is 10% of pay directed first to the DB plan
– If required DB contribution is <10% of pay, the rest goes to the DC plan
– If required DB contribution is >10% of pay, the employee pays the “in 

excess of 10%” portion of the DB contribution
– DB benefit = 1.5% x svc x 5-year final average pay at age 65 or 35 years

• COLA = CPI up to 2.5%

• 20%-25% chose DC in 2012-2015

Part 5—Case Studies
Utah: A Choice With Employee DB Risk 

Details available in in 2017 Study “Decisions, Decisions An Update on Retirement Plan Choices for Public Employees and Employers” available on NIRS website at 
http://www.nirsonline.org/
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Can DC plan members garner returns that match DB plan investments?
• Yes, Washington State Plan Three members can choose to have DC $ 

invested in the “total allocation portfolio” (TAP) which mirrors DB plan 
investments

• Oregon PERS DC money invested in “individual account program” (IAP) 
– Only 10 ten investment options, and all are target date funds (TDFs)
– Most return-seeking assets in each TDF are in the Oregon Public Employees 

Retirement Fund (OPERF), which is where all DB plan assets are invested
– Member’s default fund is determined by birth year, but the member choose a 

different TDF 
• Both Washington and Oregon have employer contributions fund DB and 

employee contributions fund DC

Part 5—Case Studies
Washington and Oregon
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Can DC Plans provide meaningful death and disability?—Yes
• Florida

– Disability: Option to surrender DC account for DB disability benefit
– Death: DC account balance (or continuation of salary through DB to 

spouse for police and fire members killed in the line of duty)
• Alaska

– Death and disability get 40% or 50% of salary until normal retirement 
age, then DC account balance

Both require supplemental funding contributions

Part 5—Case Studies
DC Death and Disability
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• DB to DC in 1991, then DC to DB in 2005
– Why change back to DB? Inadequate DC benefits.
– For the same projected cost, DB provides greater 

replacement ratios
• However, discipline is required to fund DB
• Special appropriations to fund TRS: 

– FY06 $290.1M
– FY07 $313.8M
– Tobacco bond securitization completed in FY2007, $807.5M of

proceeds deposited in TRS as another special appropriation

Part 5—Case Studies
WV Teachers—Funding Discipline
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• New hires in DC only (DB Closed): 
– District of Columbia

General Employees
• Hires starting 10/1/1987 participate 

in a DC plan 
• New teachers and public safety 

personnel 
still participate in a DB plan

– Michigan State Employees
• Hires starting 4/1/1997 participate 

in a DC plan

– Alaska 
• Hires starting 7/1/2006 participate 

in a DC plan
– Oklahoma 

• Hires starting 11/1/2015 participate 
in a DC plan

• Does not apply to teachers, police, 
fire and prison guards

• Closed DC-only plans (new hires in 
DB): 
– Nebraska (State and County Employees)
– West Virginia Teachers

Part 5—Case Studies
State Plans With DC Only
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The Search for Sustainability
• Increasing normal retirement age
• Increasing early retirement reductions
• Increasing employee contributions
• Increasing final average pay periods 
• Reducing return to work
• Reducing salary spiking
• Reducing multipliers (e.g., 2% of pay × years of service) 
• Reducing COLAs
At least one of these changes has been made in every state since 2008

Part 5—Case Studies
Sustainability/Cost Cutting Measures

Summary information and detail for each state is provided in “Spotlight on Significant Reforms to State Retirement Systems” by Keith Brainard and Alex Brown, 
December 2018 online at: nasra.org

1-113



PENSIONS

• How can DC members in Washington earn as much as 
the DB plan?

• Do members have a choice in how their DC money is 
invested in (a) Oregon or (b) Washington?

• In what state can retiree benefits go down? How is this 
justified?

• Who takes the contribution risk in 
Utah’s DB plan?

Part 5—Review

A. 
B. 
C. 
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• In the Texas County and District cash balance plan at 
retirement an ______ is matched and converted to a 
monthly life annuity

• Which of the following plan designs prevent salary 
spiking?
A. Traditional final average pay DB plans
B. Cash balance plans
C. Combined “DC + traditional DB” plans

Part 5—Review

A. 
B. 
C. 
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• Which of the following does Tennessee use to control 
employer costs?
A. Reduce or suspend COLAs
B. Shift some or all of employer DC contributions 

to the DB plan
C. Increase employee contributions to 

DB plan
D. Reduce or freeze future DB accruals
E. Reduce DB accruals for past service

Part 5—Review

A. 
B. 
C. 
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PENSIONS

Legislative 
“Retirement Sustainability”

Task Force
Value Situations

What fits your needs?

Audience Participation
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• Traditional DB plan:
– 2.0% x 3-year final average earnings x years of service
– Employee contributions are fixed at 6% of pay
– Employer contributions change every year based on actuarial valuation
– Normal retirement age (NRA) is:

• Age 60 with five years of service, or 
• 30 years of service, or
• Rule of 80 (Age + Service = 80) e.g., 55 + 25 = 80

– Early retirement benefits reduced 3% per year before normal 
retirement age

– Automatic COLA 2% per year

Audience Participation
“Current Public Employees’ Retirement System” 

Handout 1 has the details. You may find Handout 2 and others to be useful resources.
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PENSIONS

DROP, PLOP and WAR

Part 6
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• Deferred retirement option plan/program

Part 6—DROPs

“Retire” now, but don’t stop working until later
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• Retirement-eligible employee voluntarily enters DROP
• Accrued retirement benefits freeze (no more increases 

for service or salary)
• Contributions stop
• Benefits accumulate in a DROP account while 

working
– Accumulation involves annuity credits and interest credits

• DROP lump sum available at cessation of 
employment

Part 6—What Does a “Basic” DROP Look Like?
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• Magnitude of annuity credits
• Level of interest credits
• Eligibility to enter DROP
• Window (end of eligibility)
• Accumulation period (three to five years 

common)
• Do contributions stop? (Employee and/or 

employer)

Part 6—DROP Design Choices
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• COLAs during DROP?
• Distribution options (Lump sum or spread out?)
• Provisions for work after DROP
• Death and disability benefits
• Is election irrevocable?
• Are investments self-directed?

THERE IS NO STANDARD DROP!

Part 6—DROP Design Choices
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• Originally intended to accomplish employer goals
– Retain valuable employees, AND/OR
– Encourage retirement

• Subsequently more a response to employee 
demand (large lump sums are attractive)

• Other: Offset inflation/bridge to Social Security 
and Medicare

• Workforce management

Part 6—Why Have a DROP?
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• Difficult to make it cost-neutral (Members tend 
to pick the more valuable option)

• Difficult to assess cost even after the fact since 
cost changes come from participant behavior 
modification (GFOA advises against DROPs)

• Complex and costly administration (Staff 
training, administrative procedures, computer 
programming, member education)

Part 6—Why Not Have a DROP?
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• Cost-neutral concept:
– The member starts the DROP when they would 

have retired.
– The same payments go into the DROP account 

that would have been paid to the member.

Part 6—Why Do Some People Say DROPs 
Are Cost Neutral?
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• Members do NOT start the DROP when they 
would have retired.

• Retirement behavior changes can result in:
– Shorter contribution accumulation
– Shorter investment accumulation
– Longer payout period

• Behavior changes are hard to predict

Part 6—Why Is It Hard to Make DROPs 
Cost Neutral?
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• Eligibility: At least 28 years of service 
(one criteria for unreduced retirement)

• Irrevocable, one-time decision
• Employee contributions stop
• Retirement benefits freeze (no more increases 

for service or salary)
• Within seven years of entry, member must 

terminate employment and retire 

Part 6—DROP Case Studies Arkansas PERS
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• DROP features to neutralize cost:
– Monthly deposit to DROP account 

= 75% of standard monthly annuity (if 30 years service)
• 100% received in retirement after DROP
• 63%-75% for service from 28-30 years

– 2.75% interest on DROP account (reviewed every 
February)

– Deposit and interest may both be adjusted 
prospectively during DROP

– Employer contributions continue

Part 6—DROP Case Studies Arkansas PERS
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• Features used to neutralize cost:
– Credit partial monthly payments
– Credit low interest rate
– Continue all contributions (employee and employer) 

even though benefits are frozen
– No COLA
– Delay eligibility
– Shorter DROP period

Part 6—DROP
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• Elected at time of actual retirement
• Member elects to have benefit calculated as though 

they retired at an earlier date (e.g., three years ago)
– Reduces monthly benefit for life

• Benefits for past years (e.g., three years) are 
immediately deposited into the DROP account with 
interest

• DANGER of adverse selection

Part 6—Back DROP
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• Very popular with members 
• Can allow members to accumulate large lump 

sums by working longer
• May reduce retirement income needed later
• May help retain valuable employees
• May help with workforce management

Part 6—DROP Summary
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• There is no standard DROP—Many variations
• Cost is uncertain—Even after the fact
• Can create bad press
• Don’t believe you can get something for nothing

Part 6—DROP Summary
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• Partial Lump sum Option (also referred to 
as PLSOs)

• At retirement member chooses a lump sum and 
has a corresponding reduction in their monthly 
benefit

• Reduction is actuarially equivalent
• This is a lump sum feature without the 

funding uncertainty of a DROP

Part 6—PLOP
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• Lump sum up to three times annual benefit
• Example: A member who has been eligible for 

unreduced retirement for two years can choose 
one or two years of annual benefit payments.

• Monthly retirement benefit is reduced 
on an actuarially equivalent basis

• First payments 1/1/2002

Part 6—
PLOP—Virginia Retirement System
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• Employee advantages
– Additional years of salary and service when salary is highest
– Keep other benefits
– Make decision at retirement

• Employer advantages
– Cost neutral
– Keeps experienced employees
– Administratively simpler than DROP

Part 6—
PLOP—Virginia Retirement System
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• Work After Retirement (or “return-to-work”)
• Receive pension and salary at the same time
• Benefit usually permanently frozen
• May be no contributions (employee or employer)
• Response to demographics and demand
• Public perception issue

Part 6—WAR
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– How early is WAR allowed? 
– How much work is allowed? 
– Current plan design 

(25 and out?)
– Is termination required? 

(for how long?)
– Is there a sunset date?

– Do employer and/or employee 
contributions continue?

– Is the entire retirement 
benefit paid?

– Is there a “special need” 
requirement?

– Are health benefits active 
or retired?

Part 6—WAR

• LARGE variation in cost based on design:
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• Ask yourself: Is this encouraging earlier benefits, 
or longer work?

Part 6—WAR
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• Why were DROPs originally started?
• Is there a standard DROP?
• Do DROPs encourage people to stop working at 

earlier or later ages?

Part 6—Review

A. 
B. 
C. 
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• Is it easy to make a DROP cost neutral? Why?
• Which of the following can be used to help “neutralize” 

the cost of a DROP?
A. Delay eligibility and/or shorter DROP period
B. No COLA
C. Credit a low interest rate on the DROP account
D. Back DROP
E. Credit partial monthly payments to the DROP
F. Continue all contributions (ER and EE) 

even though benefits are frozen

Part 6—Review

A. 
B. 
C. 
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IRS Qualified Plans

Part 7
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• Being tax-qualified under IRS rules is important
• Three advantages:

– Employer gets federal tax deduction for the 
contributions

– Plan’s investment income is exempt
– Employees not taxed on benefits until paid

• Only the last one is an advantage for public 
plans

Part 7—IRS Tax-Qualified Plans
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• Public plans are exempt from most rules added 
to the Internal Revenue Code (IRC) by ERISA 
(except the IRC Section 415 maximum benefit 
and contribution limits), BUT

• Public plans are still subject to many rules that 
were in the Code prior to ERISA

Part 7—Rules Governing Qualified Plans
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• 401(a) money purchase
• 401(a) profit sharing
• 457 deferred compensation
• 403(b) tax-sheltered annuities

Part 7—Name Based on Code Sections
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• Contributions into the account are fixed—
can have amounts for both employers and 
employees

Part 7—401(a) Money Purchase Plans
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• Like money purchase, except contributions into 
the account are not fixed
– Employer can vary each year’s pre-tax 

contribution amount
– If employee contributions vary, they must be 

after-tax for public plans

Part 7—401(a) Profit Sharing Plans
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• Employee elects to contribute and how much
• Before 1/1/1999 funds were not secure—

Often paid out of current cash flow, and 
potentially subject to creditors

• After 1/1/1999 all deferrals must be in a trust 

Part 7—
457—Deferred Compensation Plans
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• Limited to employees in education, health fields
• Employee elects to contribute and decides on 

amount
• Funds are secure—Often held by insurance 

company or other vendors

Part 7—
403(b)—Tax Sheltered Annuities

1-149



PENSIONS

• Government employers cannot establish a 
new 401(k) plan

• Grandfathered if plan established prior to 
May 7, 1986

Part 7—401(k) Plans
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• What is the key advantage for a public plan 
being qualified under the Internal Revenue 
Code?

• How do contribution requirements differ 
for money purchase plans and 
profit-sharing plans? 

Part 7—Review

A. 
B. 
C. 
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• What increases accumulation?
• What improves distribution?

Conclusion
It’s About Accumulation and Distribution

Investments
$ $ $

$

$ $

$

$

$
$

$ $ $
$

$

$ $
$

Assets$

$

$ $$

$

$

$

$ $

PENSION
FUND

$ $ Benefits
Expenses

Employer Contributions

Employee Contributions
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• In each plan design you consider who owns, or which groups share:
– Funding risk?
– Longevity risk?
– Inflation/purchasing power risk?

• Do the following three key policies interact in a sustainable manner?
– Benefit policy
– Funding/contribution policy
– Investment policy

• Do the structure and governance for the three key policies: 
– Provide for plan sustainability, potentially via self-adjustment?
– Provide benefits that appropriately contribute to retirement income adequacy?

Conclusion—Questions to Ask
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Conclusion
You Get What You Pay For

C = Contributions
I =  Investment Income
B = Benefits
E = ExpensesC I B E
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Session 
Evaluation

Session 
eval QR 

code here

Please Scan This QR Code 

1-155



Audience Participation 

Legislative “Retirement Sustainability” Task Force 

Values Situations 

What Fits Your Needs? 
Group Exercise 

Please break into groups of 3 to 5 people.  If you have 6 people please split into 2 groups. 

Background 

Legislators in your state are concerned that the benefits provided by the Public Employees’ 

Retirement System are not sustainable.  They have placed you and the rest of your group on a 

special task force to address this important issue.  As a first step your committee determined 

what values the retirement system should promote and came up with one of the values situations 

below. 

Today your committee has a two part assignment: 

1) Based on your “values situation” decide which of the following is most consistent with your

values and be prepared to state why.

a) DC – Defined Contribution Plan

b) DB – Defined Benefit Plan

c) Hybrid Plan

2) Then assume your state has the “Current Public Employees’ Retirement System” shown on

the PowerPoint slide.  Make a recommendation for and describe either:

a) a simple plan design change,

b) a complete redesign, or

c) no change.

Values Situation A: 

1. Benefits must be “sustainable.”

2. The primary responsibility for retirement income sufficiency lies with the employee.

3. Younger, shorter service employees need to get value from our retirement plans as well as

longer service employees.

4. Our public plan employees are doing a good job of saving for retirement.

5. We need to reduce the cost of our plan as a percentage of pay.

6. Retirement benefits are a sensitive issue with our employees.  It is a “hot button” issue.

7. Our retirement plan should be competitive/comparable at or above the median for our peer

group – similarly sized and situated public employers.

8. We need to reduce contribution volatility.

CAPPP: Pensions Part II
Plan Design - Larrabee

Handout 1 - Page 1
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Values Situation B: 

1. Benefits must be “sustainable.”

2. Retirement benefits are simply a form of non-cash compensation, and should be allocated

equally as a percentage of pay to all employees.

3. We are concerned about the ability of retirees to manage their retirement savings to last a

lifetime.

4. Our retirement plan needs to be an important recruiting tool for hiring employees.

5. We need to reduce the cost of our plan as a percentage of pay.

6. We need to retain older workers to fill positions and share their knowledge.

7. Employees should share more of the cost of retirement benefits.

8. We need to help our employees achieve retirement adequacy.

Values Situation C: 

1. Benefits must be “sustainable.”

2. It is important to our employers that employees have a viable early retirement opportunity, as

an aid to performance and workforce management.

3. We care less about the short-term financial impact on the next few fiscal year’s budget for

retirement benefits than the overall cost of the program.

4. Simplicity of explanation should drive retirement plan design.

5. Most of our employees intend to retire before age 65.

6. Benefits are intended to take care of employees relative to their needs for protection.  Each

employee should not expect to fare equally.

7. Our retirement plan needs to be an important recruiting tool for hiring employees.

8. Retirement benefits need to be portable.

Values Situation D: 

1. Benefits must be “sustainable.”

2. Public employees expect their employers to take care of their retirement security.

3. Employees’ retirement benefits should be based on the accumulated value of contributions

made for the individual employee.  It is not fair when contributions made for one employee

fund another employee’s retirement.

4. Simplicity of explanation should drive retirement plan design.

5. Most of our employees intend to retire before age 65.

6. We need to retain older workers to fill positions and share their knowledge.

7. We need to reduce contribution volatility.

8. We need to reduce the cost of our plan as a percentage of pay.

CAPPP: Pensions Part II
Plan Design - Larrabee

Handout 1 - Page 2
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Various Hybrid Designs and their Distinctive Advantages 

Design / Feature Sample Public Plans Distinctive Advantage(s) 

Cash Balance Plan Nebraska, 

California Teachers Part-

Time Members, 

Kentucky (starting 2014) 

Kansas (starting 2015) 

 Portability

 Professional investment management

 Adapts to changing work patterns

 Guaranteed Return

 Prevents salary spiking

Account Based or 

“Money Purchase” Plan 

(pays annuity based on 

match of employee 

contribs) 

Texas County & District, 

Texas Municipal 
 Portability

 Professional investment management

 Adapts to changing work patterns

 Guaranteed Return

 Prevents salary spiking

 Guaranteed Lifelong Income

Floor Plan with 

minimum annuity = 

multiple of employee 

contributions 

Colorado, Wisconsin, 

Montana PERS, Oregon, 

Seattle, Tacoma 

 Adds portability to traditional final average DB

Plan

 Discourages withdrawal of employee

contributions

Lump sum = multiple of 

employee contribs 

Colorado, Tacoma  Many employees want lump sums

 Can be rolled into an IRA

 Portability Potential

 Reduces risk for the employer

Combined Plan (Both 

DB & DC) 

Washington State, Oregon, 

Indiana, Georgia  Michigan 

Schools, Rhode Island, 

Virginia, (Ohio TRS & PERS 

w/ choice) 

Provides advantages of both DB and DC plans 

although to a lesser extent than pure DB or DC. 

E.g., smaller defined benefit provides less

guaranteed monthly income and less employer

risk.

Choice Plans: employee 

chooses between DB and 

DC 

Montana PERS, Florida, Ohio 

TRS & PERS, South 

Carolina, Colorado, Vermont, 

North Dakota 

 Employee gets what they want

 Employees who choose DC are more likely to

get involved

State determines DC 

investments 

Washington TAP, Oregon 

IAP, Idaho Total Return Fund 
 DC members earn the same returns as the DB

plans.

“PLOP” or “PLSO” 
Partial Lump sum Option 

Virginia and many other 

states 
 Allows DB plan to provide lump sums

 Less funding uncertainty than DROP

 Monthly benefit can be decreased by actuarial

equivalent amount

 Can be used to encourage longer careers

 Guaranteed monthly benefit can still be

meaningful depending on size limitation on

lump sums

Variable Retiree 

Benefits 

Wisconsin  Reduces cost volatility

 May provide inflation protection

Hybrid with DB, where 

Employees take the DB 

risk 

Utah 

(New employees choose this 

or the DC plan.) 

 Employer contributions don’t change

 Professional investment management

 Guaranteed Lifelong Income

CAPPP: Pensions Part II
Plan Design - Larrabee

Handout 2
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NASRA Issue Brief:  
State Hybrid Retirement Plans

July 2022 

Hybrid plans are a form of risk-sharing plan design that allocate risk between employers and employees, as 
shown in Figure 1. In the context of public retirement plans, risk refers to the possibility of an event 
resulting in a financial loss compared to what is expected. Public retirement plan risk exhibits primarily in 
three forms: investment risk, longevity risk, and inflation risk. The degree to which risk is shared between 
employees and employers varies across differing plan designs. The term hybrid generally refers to plans that 
combine elements of both defined benefit and defined contribution plans to generate participants’ benefit 
upon retirement. The most recognized hybrid plan designs are cash balance plans and defined benefit-
defined contribution (DB-DC) combination plans, and these plan designs are the focus of this brief.  

Hybrid plans have been in place in 
public sector retirement systems for 
decades, and they have received 
increased attention in recent years as 
more states established hybrid plans 
on either an optional or mandatory 
basis. The growing attention to 
hybrids has occurred amid the many 
adjustments states have made to 
public pension benefits and financing 
arrangements. Modifying retirement 
plan designs can have potential 
unintended outcomes, as states find 
that closing their traditional pension 
plan to future (and, in some cases, 

existing) employees may increase—rather than reduce—costs,1 and that providing only a 401(k)-type plan 
does not meet important retirement security, human resource, 
or fiscal objectives. While most states have chosen to retain 
their defined benefit (DB) plan by modifying required employer 
and employee contributions, restructuring benefits, or both,2 
some states have looked to hybrid plans as retirement benefit 
policy solutions. 

Despite variability in the design of cash balance and DB-DC 
combination plans, well-designed plans generally contain the 
core features of retirement plan design known to best meet the 
human resources and retirement policy objectives of state and 
local government: mandatory participation, shared financing 
between employers and employees, pooled assets invested by 
professionals, targeted income replacement with survivor and 
disability protection, and a benefit that cannot be outlived.3 This 
brief discusses the degree to which these core design features have been retained in public sector hybrid 
plans. 

Shared Risk Plans 

Many defined benefit plans in the public
sector also employ self-adjusting features,
which, compared to traditional DB plans  
place more of the risk of adverse actuarial
experience on plan participants. Such 
features incorporated into traditional public 
sector DB plans include variable 
contribution rates, benefits that are linked 
to the plan’s investment performance or 
actuarial condition, or both. The use of 
these features embedded in both hybrid
and traditional pension plans are discussed 
in NASRA’s In-depth: Risk Sharing in 
Public Retirement Plans.

Figure 1: Continuum of Public Retirement Plan Risk 
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Cash Balance Plans 
Cash balance plans merge elements of traditional pensions and individual accounts. In a typical cash balance plan 
arrangement, employees own a “notional” account into which their contributions and employer contributions are 
deposited. Accounts are pooled for investment purposes and accrue a rate of interest specified by the plan (not lower 
than zero, and typically between four and seven percent). Accruals may be supplemented by additional interest based 
on a portion of investment earnings above the minimum crediting rate, depending on the terms of the plan. (Table 1 in 
this brief’s appendix describes the cash balance plans sponsored by states). While employees are working, their future 
cash balance benefit is somewhat uncertain, as it depends partly on the fund’s future investment performance. Once a 
cash balance plan participant retires, however, depending on the plan design, any portion of their notional cash balance 
account is available to be converted into an annuity, which is a fixed monthly benefit that is guaranteed for life. The 
value of this annuity is determined by the size of the cash balance account and the discount rate used by the plan; the 
higher the discount rate, the larger will be the value of the annuity. Retirees for some cash balance plans sponsored by 
states are eligible for benefit increases based on the plan’s investment performance.  

DB-DC Combination Plans 
DB-DC combination (DB+DC) plans combine a traditional DB plan, usually with a lower level of benefit accrual, with 
mandatory or default participation in an individual defined contribution retirement savings account Detailed 
descriptions of this type of plan designs in use among states are presented in Table 2 of this brief’s appendix). Among 
states, some administer the DC plan component themselves, using the resources of the retirement system, and other 
states rely on one or more third-party administrators.  

Core Plan Design Features 

Mandatory Participation  
In the private sector, just over one-half of the nation’s workforce participates in an employer-sponsored retirement 
plan4, a factor that for many employees, contributes to a lack of retirement security. By contrast, for nearly all 
employees of state and local government, retirement plan participation is mandatory. Figure 2 shows the approximate 
level of participation in hybrid plans among all public employees in states that administer statewide mandatory or 
optional cash balance and DB+DC plans. In some states employees are required to participate in a hybrid plan; in others, 
participation is elective. Table 1 and Table 2 identify employee groups affected by hybrid plans and the nature of their 
participation.  As with other statewide retirement plans for employees of state and local government, participation 
remains mandatory in most hybrid plans. (Two partial exceptions are the Georgia Employees’ Retirement System and 
the Tennessee Consolidated Retirement System, both of which administer a DB+DC plan. Participation in the DB 
component in each of these plans is mandatory, although participants may elect to opt-out of making employee 
contributions to the DC component. In the case of the Tennessee plan, the employer makes its contribution to the DC 
plan even for employees who elect to not make contributions. The vast majority of participants in both plans have 
remained in the DC plan).  

Shared Financing among Employers and Employees 
Nearly all traditional pensions in the public sector require employees to contribute toward the cost of their retirement 
benefit,5 and in the wake of the 2008-09 market decline and the Great Recession, many states increased employees’ 
required contributions.6 Hybrid plans likewise typically employ a shared financing approach to retirement benefits.  

As shown in Table 1, state-sponsored cash balance plans, which feature annual accruals on employee accounts (cash 
balances), are funded with mandatory contributions from both employees and employers. Table 3 presents detailed 
plan design information on DB+DC plans, which vary regarding how much employees and employers are required to 
contribute to which plan component. As examples, for the hybrid plans in Indiana, Ohio, Oregon, and Washington, the 
employer finances the entirety of the DB component, and the DC component is funded by mandatory employee 
contributions (ranging from 3 percent to 15 percent of salary). By contrast, the Michigan Public Schools hybrid plan 
requires employees to contribute to the DB component, either on a graduated scale based on pay, or at a rate equal to 
50 percent of the total plan contribution rate, depending on date of hire. Employees in the Michigan plan are also 
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required to make a mandatory two-percent-of-salary contribution to the DC component, which employers match at a 50 
percent rate.  

As shown in Table 2, the Georgia Employees’ Retirement System hybrid requires employees to contribute 1.25 percent 
of salary to the DB component, with the remainder of the DB plan cost financed by the employer. Employees are 
automatically enrolled in the DC component at 1 percent or 5 percent of salary, depending on date of hire, and may opt 
out or contribute more. To strengthen its ability to retain state employees, the Georgia Legislature in 2022 increased the 

100% employer match on employee 401(k) contributions from 1% of pay to 5%. Also, for participants saving at least 5% 
of pay and who have more than five years of service, the State of Georgia now matches employee contributions at a rate 
of 0.5% for each year of service, beginning with 5.5% with 6 years of service up to a max of 9.0% with 13 or more years 
of service. 

The Utah Retirement Systems requires employers to contribute 10 percent of salary (14 percent for public safety) 
toward the DB plan’s cost.7 If the cost of the DB plan is less than the employer’s contribution, the difference goes into 
employees’ individual 401(k) savings account. If the cost of the DB plan exceeds the employer’s contribution rate, 
employees must contribute the difference to the DB plan. In either instance, employees may elect to make additional 
contributions to the 401(k) plan. (Employers in Utah must also contribute to the Utah Retirement Systems to amortize 
the unfunded pension liability accumulated under the previous benefits tier.) 

Pooled Assets  
Retirement assets that are pooled and invested by professionals offer important advantages over individual, self-
directed accounts. Combined portfolios have a longer investment horizon, which allows them to be more diversified and 
to sustain market volatility. In addition, the professional asset management, including access to a range of asset classes, 

Figure 2: Percentage of public employees who participate in a hybrid plan in states that administer CB or DB+DC plans as a 
mandatory or optional primary retirement benefit for groups of general, public safety or K-12 educational employees 
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and lower administrative and investment costs resulting from economies of scale in pooled arrangements typically result 
in higher long-term investment returns.  

As with traditional pension plan assets, cash balance plan assets also are pooled and invested by professionals; they also 
guarantee annual returns to plan participants. Likewise, DB+DC plans pool assets in the DB component. The way DC plan 
assets in DB+DC plans are managed varies. Most plans provide a range of risk-based investment options: some are retail 
mutual funds and other investment options are proprietary, maintained by the retirement system and available only to 
plan participants. One example of this variety is in Washington state, which provides an option for employees to invest 
their DC plan assets in a fund that emulates the DB plan fund.  

Required Lifetime Benefit Payouts 
A core objective of a retirement plan should be to provide an assured source of lifetime income. A major threat to 
lifetime income is longevity risk, which is the danger of exhausting one’s assets before death. Ensuring lifetime income 
can be accomplished in part by pooling longevity risk, i.e., distributing that risk among many plan participants. The result 
is that all participants are assured they will not outlive their assets. The alternative is an arrangement, embodied in 
typical defined contribution plans, in which longevity risk is borne exclusively by individuals. In such cases, a reasonable 
chance exists, particularly for those who live a long life, that they will outlive their assets.  

Most public sector plans require some or all the pension benefit to be paid in the form of an annuity – installments over 
the remainder of one’s life – rather than allowing benefits to be distributed as a lump sum. Annuitizing not only  
ensures participants will not exhaust retirement assets, but it also reduces costs by allowing retirement assets to be 
invested as part of the trust over a longer period, and by funding the benefit during participants’ working lives for 
average longevity rather than the potential maximum longevity.  

As examples, the two statewide cash balance plans in Texas require most of the value of participant accounts to be paid 
in the form of a lifetime benefit. Texas county and district employees must elect an annuity to receive employer 
contributions and, upon retirement, may elect to receive their own contributions, plus interest, as an annuity, a partial 
lump sum, or both. Similarly, participants in the Texas Municipal Retirement System must take their benefit in the form 
of an annuity, although they may elect to take up to 36 months of their benefit as a lump sum, with an actuarial 
reduction made to their lifetime benefit. The Nebraska cash balance plan gives employees the option of receiving a 
lifetime benefit payout on any portion of their account balance, and to receive the remaining portion of their retirement 
benefit as a lump sum. 

DB+DC plans normally require the DB portion of the plan to be paid in the form of a lifetime annuity. The DC portion, 
however, usually may be paid out in various forms including a lifetime benefit, a lump sum or partial lump sum of the 
account balance, or installments over a certain term (e.g., 5, 10, 15 or 20 years).  

Targeted Income Replacement with Social Security, Disability & Survivor Benefits 
Pension plans typically are designed to replace a targeted portion of income in retirement. This is a feature not inherent 
to retirement plans with individual accounts, where the benefit is based on the account’s accumulated balance at 
retirement, regardless of the employee’s income. Additionally, approximately 25 percent of state and local government 
employees do not participate in Social Security.8 While most public sector retirement plan designs seek to replace a 
targeted percentage of income, they often also are designed to reflect the presence or absence of income from Social 
Security. 

Benefits that provide income insurance in the event of death or disability are an important feature among public sector 
employers, particularly for jobs that involve hazardous conditions.  Most public sector retirement plans—whether 
traditional or hybrid—include survivor and disability benefits, which is a cost-effective method for sponsoring these 
benefits.   
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Conclusion 
Nearly every state has made changes in recent years to their retirement plans.9 While DB plans remain the prevailing 
model, the use of cash balance and DB+DC plans is increasing among states and local governments. The diversity in 
public sector plan design reflects the fact that a one-size-fits-all solution often does not meet key retirement plan 
objectives, including the ability of public employers to manage their workforce and to provide an assured source of 
adequate retirement income for workers. Like defined benefit plans, cash balance and DB+DC plans in the public sector 
vary from one jurisdiction to the next, and no single design will address the cost and risk factors of every state or local 
government. 

A vital factor in evaluating a retirement plan is the extent to which it contains the core elements known to best meet 
human resource and retirement policy objectives of state and local governments: mandatory participation, shared 
financing, pooled investments managed by professionals, targeted income replacement with disability and survivor 
protections, and lifetime benefit payouts. These features are a proven means of delivering income security in 
retirement, retaining qualified workers who perform essential public services, and providing an important source of 
economic stability to every city, town, and state across the country.10  

Most public retirement systems seek to provide a benefit that meets these objectives while balancing risk between 
employees and employer. Because many pension plans sponsored by state and local governments contain self-adjusting 
plan design features, switching to a new hybrid plan design may not be necessary to take advantage of risk-sharing plan 
design elements like the hybrids described in this brief. The information in the tables below illustrates the ways in which 
states are using various cash balance and DB+DC designs to achieve these objectives. 
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Table 1: Overview of Cash Balance Hybrid Plans 

Year plan 
approved 

Employee groups 
affected Contributions Rate of return applied to 

cash balances Benefit payment options Info online 

CA State 
Teachers 

1995 for the Cash 
Balance Benefit 

Program, 2000 for 
the Defined 

Benefit 
Supplement  

The Cash Balance 
Benefit Program is 

optional for part-time 
and adjunct 

educational workers; 
the Defined Benefit 

Supplement is a cash 
balance plan provided 
to full-time educators 

EEs in the Cash Balance Benefit 
Program typically pay 

approximately 4% of earnings, 
depending on local bargaining 
agreements; Defined Benefit 

Supplement EEs contributed 2% 
from 2001-2010. 

Beginning in 2011, ER and EE 
contributions to the Defined 

Benefit Supplement are 8% each 
on compensation in excess of one-

year of service credit. ER must 
contribute at least 4% for Cash 

Balance Benefit participants and 
the combined EE/ER rate must be 

at least 8% 

Guaranteed minimum 
interest rate is based on 30-
year U.S. Treasury bonds for 

the period from March to 
February immediately prior 
to the plan year (2.09% for 
22-23). The CalSTRS board

considers paying “Additional 
Earnings Credits,” above the 
minimum guaranteed rate 
when the plan’s funding 

level is at least 111 percent. 

Lump-sum and/or 
monthly lifetime annuity 
or period certain monthly 

annuity 

https://www.calstrs.co
m/files/4465cfd2f/cash
balancebooklet+%281%

29.pdf

KS PERS 2012 

Mandatory for EEs of 
state and local 

government, including 
education employees, 

hired after 1/1/15 

EEs contribute 6% 

ER pay credits are between 3-6% 
depending on how long the 

member has been employed. ER 
contributions are actuarially 

determined (subject to statutory 
caps) 

Members are guaranteed an 
annual rate of return of 4% 
on their accounts. Accounts 
may also receive a dividend 
credit equal to 75% of the 
investment returns above 
6%, calculated on a 5-year 

rolling average 

Retiring participants may 
annuitize their cash 

balance and may elect to 
take up to 30 percent as a 

lump sum. Participants 
may also elect to use a 

portion of their balance to 
fund an auto-COLA 

https://www.kpers.org/
pdf/benefitsataglance_

kpers3.pdf  

KY RS 2013 

Mandatory for new 
state and local EEs, 

judges, and legislators 
who become 

members on or after 
January 1, 2014 

EEs contribute 5%; public safety 
EEs contribute 8% 

State contributes 4%; 7.5% for 
public safety EEs 

Employee accounts are 
guaranteed 4% annual 

return; accounts also receive 
75% of all returns above 4% 

Member may choose 
annuity payments, a 

payment option 
calculated as the actuarial 

equivalent of the life 
annuity, or a refund of the 

accumulated account 
balance 

https://kyret.ky.gov/Pu
blications/Books/Tier%

203%20Guide.pdf  

* EE = employee; ER = employer 
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Year plan 
approved 

Employee groups 
affected Contributions Rate of return applied to cash 

balances Benefit payment options Info online 

KY TRS 2021 

Mandatory for teachers 
hired after 12/31/21 as 

part of a hybrid plan 
design featuring a 

“foundational” DB benefit 
and a “supplemental” 
cash balance benefit 

EEs and ERs contribute 2.0% to 
the supplemental cash balance 

plan 

Based on the 5-year rolling 
average for the 30-year US 

Treasury Bond 

Lifetime annuity, actuarial 
equivalent based on any 

board authorized distribution 
option, period certain 

distributions, full or partial 
lump sum 

https://trs.ky.gov/activ
e-members/trs-4-

member-information/

NE County 
and State 2002 

Mandatory for county and 
state EEs hired after 2002 
and those hired previously 

who elected to switch 
from the DC plan 

State EEs contribute 4.8%, 
county EEs contribute 4.5% 

State contributes 156% of EE 
rate; counties contribute 150% 

of EE rate 

Based on the federal mid-term 
rate plus 1.5%. When the mid-
term rate falls below 3.5%, EEs 
receive a 5% minimum credit 

rate. 

When favorable returns 
combine with an actuarial 

surplus, the governing board 
may approve a dividend 
payment to EE accounts 

Retiring participants may 
annuitize any portion of their 
cash balance and take a lump 

sum or rollover of any 
remainder. Members electing 
an annuity may also elect to 
take a reduced benefit with 
an automatic annual COLA 

http://npers.ne.gov/Sel
fService/public/howto/
handbooks/handbookSt

ate.pdf 

TX County 
and District 1967 

Mandatory for EEs of 
800+ counties and special 
districts that have elected 

to participate in the 
TCDRS 

EEs pay 4%, 5%, 6%, or 7% 
depending on ER election. 

ERs pay normal cost plus 
amount to amortize the 

unfunded liability within a 20-
year closed period 

Member accounts receive an 
annual interest credit of 7% as 

specified by statute. 

Lifetime annuity based on EE 
final savings account balance, 

less any EE-elected partial 
lump-sum payment, plus ER 

matching 

https://www.tcdrs.org/
Members/YourPlanAnd
Benefits/Pages/YourPla

nBenefits.aspx  

TX ERS 2021 
Mandatory for state 

employees hired after 
8/31/22 

EEs contribute 6.0% 

ERs contribute 9.0% 

4% minimum, plus gain sharing 
equal to one-half of the average 

return on the system’s 
investments over the preceding 
five-year period, between 4-10% 

(for a maximum gain sharing 
adjustment of 3.0%). 

Lifetime annuity based on 
final account balance 

https://capitol.texas.go
v/tlodocs/87R/analysis/
pdf/SB00321H.pdf#nav

panes=0  

TX Municipal 1947 

Mandatory for EEs of 
nearly 900 cities that have 

elected to participate in 
the TMRS 

EEs pay 5%, 6%, or 7%, 
depending on ER* election 

ERs pay normal cost plus 
amount to amortize UAAL 

within a 20-year closed 
amortization period  

5% (set by statute): The TMRS 
Board determines the allocation 

of any excess amounts; the 
board is authorized to distribute 

such amounts a) to reduce 
cities’ unfunded liabilities; b) to 
EEs’ individual accounts, and/or 

c) to a reserve to help offset 
future investment losses

Lifetime annuity based on EE 
final account balance, 

including ER matching and 
other credits, less any partial 
lump sum, depending on EE 

election 

https://www.tmrs.com
/down/pubs/TMRS_Me
mber_Benefits_Guide.p

df 

* EE = employee; ER = employer 
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Table 2: Basic DB+DC Hybrid Plan Facts 
Year plan 
approved Info online Employee groups affected 

Arizona Public Safety 
Personnel RS 

2016 
https://www.psprs.com/uploads/sites/1/SB1428_

Matrix_of_Changes_Rev_3-9-2017.pdf  

Public safety officers who do not participate in Social Security, and who were hired between 
1/1/12 and 6/30/17, and did not opt-out by 6/30/17; or who were hired on or after 6/30/17 and 

elect or default into coverage. 
Colorado Fire & Police 

Pension Association 
2004 http://www.fppaco.org/benefits-SWHP.html  

Firefighters and police officers employed by participating departments that elect coverage 
under this plan. 

Connecticut SERS 2017 
https://www.osc.ct.gov/empret/tier4spddefben/S

ERSTierIVDBPlanSummPlanDesc112319.pdf  Mandatory for newly hired state employees after 7/30/17. 

Georgia ERS 2008 
https://www.ers.ga.gov/ers-georgia-state-
employees-pension-and-savings-plan-gseps  

Mandatory for new hires since 2009; optional for those hired before 2009 (EE* may opt-out of 
DC component within 90 days). 

Indiana Public 
Retirement System 

1955 
https://www.in.gov/inprs/files/PERFHybridPlanMe

mberHandbook.pdf  
Mandatory except for employees hired after 2011, who may elect a DC plan only. 

Michigan Public School 
Employees’ Retirement 

System 
2010 

http://www.mipensionplus.org/publicschools/your
plan.html  

Mandatory for all new hires between 6/30/10 and 9/3/12. Beginning 9/4/12, new employees 
may choose between the default Pension Plus plan and a Defined Contribution only plan. 

Beginning 2/1/18, the default plan for new employees is the Defined Contribution only plan, and 
they may elect to participate instead in the Pension Plus 2 plan.   

Ohio Public Employees’ 
Retirement System 

2002 
https://www.opers.org/members/combined/index

.shtml  

Optional for non-vested members as of 12/31/02 and new hires after 12/31/02 (excluding re-
employed retirees and full-time law enforcement and public safety positions). The Combined 
Plan is no longer a plan selection option for new hires or an option to change into for current 

members; for members in the Combined Plan as of 12/31/21, the Plan continues to be available. 
State Teachers’ 

Retirement System of 
Ohio 

2001 
https://www.strsoh.org/_pdfs/brochures/20-

101.pdf
Optional for new hires and non-vested workers since 2001. 

Oregon PERS 2003 
http://www.oregon.gov/pers/MEM/Pages/OPSRP-

Overview.aspx  
Mandatory for all EEs (existing and new) since August 29, 2003. 

Pennsylvania State 
Employees’ & Public 

School Employees’ RS 
2017 

http://sers.pa.gov/HybridPlan.html  
https://www.psers.pa.gov/Active-

Members/NewToPSERS/Documents/Class%20Elect
ion%20Insert.pdf 

Mandatory for most state employees hired after 12/31/18, and public school employees hired 
after 6/30/19, who elect or default into coverage. Optional for state employees and public 

school employees on the job who elect to join during a 90-day period beginning 1/1/19 and 
7/1/19, respectively. 

Rhode Island ERS 2011 
https://www.ersri.org/members/member-

handbook  
Mandatory for members of ERS with fewer than 20 years of service as of 6/30/12, as well as new 

hires since (except judges and some public safety members). 

Tennessee Consolidated 
RS 

2013 
https://treasury.tn.gov/Portals/0/Documents/Reti
rement/Forms%20and%20Guides/Active%20Mem

bers/HybridMemberGuide.pdf    

Mandatory for new state and higher education employees and teachers hired as of 7/1/14; 
optional for local government entities. 

Utah Retirement 
Systems 

2010 
https://www.urs.org/mango/pdf/urs/RetirementS

ystems/tier2Compare.pdf   
New hires as of 7/1/11 may choose the hybrid and defined contribution plan and are given one 

year from their hire date to switch. The hybrid plan serves as the default option. 

Virginia Retirement 
System 

2012 
http://www.varetirement.org/hybridemployer/pu

blications.html#Hybrid    
Mandatory for most state and local employees, educational employees, and judges, hired as of 

1/1/14, excluding state police and other hazardous duty employees. 
Washington State DRS 1996 https://www.drs.wa.gov/plan/pers3/ Option of hybrid and DB plan for most employee groups. 
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Table 3: DB and DC Component Features 
DB benefit formula 

(having met 
age/service 

requirements) 

DB plan contributions Employer DC plan 
contributions 

Employee DC plan 
contributions 

DC plan investment 
options 

Default DC plan 
investment 

options 

DC plan withdrawal 
options 

Arizona Public 
Safety Personnel 

Graded multiplier 
ranging from 1.5% 
(with 15 years) to 

2.5% (with 25 years) 
depending on years 
of service x years of 

service x final 
average salary = 
annual benefit 

EE and ER contribute 50% 
of the total plan 
contribution rate 

3.0% 3.0%  

Menu of options 
including target date 
funds, index funds, 
mutual funds, and 

bond funds 

Target date fund 
based on a 

retirement age of 
65 

Rollover, lump sum, 
annuity 

Colorado Fire & 
Police Pension Plan 

1.9% x years of 
service prior to 2022 

x highest average 
salary, plus 1.5% x 

years of service after  
2021 x highest 

average salary = 
annual benefit 

The minimum mandatory 
total contribution is 16%, 

evenly split between 
employees and 

employers, and rising 
gradually to 18% over 8 

years.  The board of 
directors of FPPA annually 

determines the DB/DC 
split of the contributions 

to the plan. 

Any excess amount not 
needed to fund the DB 
plan is contributed to 
the Money Purchase 

Plan. 

Any excess not 
needed to fund the DB 
plan is contributed to 
the Money Purchase 

plan.  

19 options, including a 
broad range of fixed 
income and equity 

funds, 11 target date 
funds, and a 

brokerage window 

Age-appropriate 
Target Date Fund 

Lump sum, monthly 
periodic payments, 

monthly lifetime 
benefit, annuity 

from outside 
provider 

Connecticut SERS 

1.3% x years of 
service x final 

average salary = 
annual benefit 

EE contributes 5.0%, plus 
½ of the amount of any 

increase in the ER normal 
cost (not accounting for 

smoothing), not to exceed 
2.0%.  

ER contributes an 
actuarially determined 
amount plus ½ of the 

amount of any increase in 
the ER normal cost 

1.0% 1.0% 

20 options, including 
13 stock index funds 

ranging from 
conservative to 

aggressive, 4 bond 
index funds, 2 real 
estate funds, plus a 

stable value fund 

Custom asset 
allocation program 

based on 
participant 
election at 

enrollment; can be 
auto-adjusted for 

age based on 
expected years 
until retirement 

Lump sum, partial 
lump sum, periodic 
payments, rollover 
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DB benefit formula 
(having met 
age/service 

requirements) 

DB plan contributions Employer DC plan 
contributions 

Employee DC plan 
contributions 

DC plan investment 
options 

Default DC plan 
investment 

options 

DC plan withdrawal 
options 

GA Employees' RS 
1% x years of service 
x final average salary 

= annual benefit 

EE contributes 1.25% and 
ER contributes the 

remainder of the annual 
actuarially determined 

contribution rate 

100% ER match on up 
to 5% of salary. Those 

with more than 5 years 
of service saving at 
least 5% of pay are 

eligible for an employer 
match that increases by 

0.5% for each year of 
service, beginning with 

5.5% with 6 years of 
service to a max of 

9.0% with 13 or more 
years of service. 

EEs hired before 
7/1/14 auto enroll at 

1% of salary 
contribution; EEs hired 

as of 7/1/14 auto 
enroll at 5% of salary; 

EEs may vary 
contribution rate up 

or down; participants 
may opt-out of the DC 
plan within 90 days of 

their date of hire 

21 options, including 
six life-cycle funds, 
one money market 
fund, two actively-
managed target-

maturity bond funds, 
one bond index fund, 

seven stock index 
funds, two actively-

managed stock funds, 
and a self-directed 
brokerage option. 

Lifecycle funds 
based on age 

Rollover, annuity, 
lump sum, partial 

lump sum, 
installments 

Indiana Public RS 

1.1% x years of 
service x final 

average salary = 
annual benefit 

ER funds the DB benefit None 3% of salary 

7 options ranging from 
conservative to 

aggressive, and 10 
target date funds, all 
administered by the 
retirement system 

Target date fund 
closest to the year 

the participant 
turns 65 

Annuity, rollover, 
partial lump sum 

and annuity, 
deferral until age 

70½ 

Michigan Public 
Schools RS 

1.5% x years of 
service x final 

average salary = 
annual benefit 

(normal retirement 
age for new hires 
after 1/31/18 is 

subject to change 
based on mortality 

experience) 

EE contributes on a 
graduated scale based on 

pay; ER contributes an 
actuarially determined 

amount.  

New hires after 1/31/18 
contribute 50% of the 
total plan contribution 

rate of 12.4% 

ER matches 50% on up 
to 2% of EE’s salary, (ER 

max of 1%) 
2% of salary 

Choice of active and 
passive investment 
options, target date 

funds, and a 
brokerage window 

Target date fund 
that matches the 

year the 
participant will be 
eligible to retire 

Maintain in 
plan/consolidation 
from other plans 

encouraged; or take 
lump sum, direct 

rollover to an IRA or 
other qualified plan, 
periodic distribution; 

annuity purchase 

Ohio Public 
Employees’ RS 

1% x up to 35 years 
of service x final 
average salary + 

1.25% x years in 
excess of 35 x final 

average salary = 
annual benefit 

ER funds the DB benefit None 10% of salary  

16 third-party funds 
including 6 core and 
10 target date funds, 

plus a brokerage 
window 

Target date fund 
closest to the year 

the participant 
turns 65 

Annuity, including 
partial lump sum, 

lump sum or rollover  
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DB benefit formula 
(having met 
age/service 

requirements) 

DB plan 
contributions 

Employer DC 
plan 

contributions 

Employee DC plan 
contributions 

DC plan investment 
options 

Default DC 
plan 

investment 
options 

DC plan withdrawal 
options 

Ohio State 
Teachers’ RS 

1% x years of service x 
final average salary = 

annual benefit 

2% of EE and ER 
contributions fund 

the DB benefit 
None 12% of salary 

9 STRS Ohio-
sponsored options 

ranging from 
conservative to 

aggressive, and 8 
target date funds 

Target date 
fund closest to 

the year the 
participant 

turns 60 

Annuity including 
partial lump sum, lump 

sum or rollover 

Oregon PERS 

Varies depending 
upon date of hire and 
which of 3 DB plans EE 

is enrolled in 

EE contributes either 
2.5% (Tier 1 & 2) or 

0.75% (OPSRP hybrid 
plan) of salary if 

earning > $3,333 per 
month  

ER contributes an 
actuarially 

determined amount 

Optional 

6% of salary for EEs earning 
$3,333 or less per month 

EEs earning > $3,333 per month: 
3.5% of salary for Tier 1 & 2 

(hired before 8/29/03); 5.25% of 
salary for OPSRP (hired on or 

after 8/29/03)  

EEs earning > $3,333 per month 
may also elect to make 

voluntary after-tax contributions 
of 2.5% (Tier 1 & 2) or 0.75% 

(OPSRP) 

10 Oregon PERS-
sponsored target 

date funds 

Target date fund 
based on year of 

birth  

Lump sum payment or 
in installments over a 5, 
10, 15, or 20-yr period 
or the EE’s anticipated 

lifespan 

Pennsylvania PSERS 

Either 1.25% (Default 
Plan) or 1.0% 

(Alternative Plan) x 
years of service x FAS 

(Default Plan) 

EE contributes either 
5.5% (Default Plan) 
or 4.5% (Alternative 
Plan). ER contributes 

an actuarially 
determined amount  

2.25% (Default 
Plan) 

2.0% 
(Alternative 

Plan) 

2.75% of salary (Default Plan) 

3.0% of salary (Alternative Plan) 

10 target date funds 
plus 10 options 

ranging from 
conservative to 

aggressive  

Target date fund 
based on year of 

birth 

Lump sum, partial lump 
sum, period certain 
installments, or life 
annuity purchase 

Pennsylvania SERS 

Either 1.25% (Default 
Plan) or 1.0% 

(Alternative Plan) x 
years of service x FAS 

(Default Plan) 

EE contributes either 
5.0% (Default Plan) 
or 4.0% (Alternative 

Plan).  

ER contributes an 
actuarially 

determined amount) 

2.25% (Default 
Plan) 

2.0% 
(Alternative 

Plan) 

3.25% of salary (Default Plan) 

3.5% of salary (Alternative Plan) 

18 options, including 
10 target date funds, 
4 stock index funds, 3 
bond index funds, and 
a money market fund, 

plus a self-directed 
brokerage fund option 

Target date 
fund based on 
year of birth 

Annuity, lump sum, 
partial lump sum, 

rollover  
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DB benefit formula 
(having met 
age/service 

requirements) 

DB plan 
contributions 

Employer DC 
plan 

contributions 

Employee DC plan 
contributions 

DC plan investment 
options 

Default DC 
plan 

investment 
options 

DC plan withdrawal 
options 

Rhode Island ERS 1% x years of service x 
final average salary   

State EEs and 
teachers contribute 

3.75% to the DB plan; 
municipal EEs 

contribute 1% or 2% 
based on COLA 

choice; municipal 
police and fire 

contribute 9% or 10% 
based on COLA 

choice. 

 
ER contributes 
between 1.0-
1.5% for EEs 
covered by 

Social Security, 
and between 
3.0-3.5% for 
non-covered 

EEs, depending 
on service as of 

6/30/12 
 

State and local EEs and teachers 
contribute 5% to the DC plan; 

3% for municipal police and fire 
EEs not covered by Social 

Security 

12 target date funds 
and 10 funds ranging 
from conservative to 

aggressive 

Age-
appropriate 
target date 

fund 

Lifetime annuity, lump 
sum distribution, or 

distribution in 
installments (rolling 
assets into an IRA or 
leaving assets in the 

plan). 

Tennessee 
Consolidated RS 

1% x years of service x 
final average salary 
(maximum annual 
pension benefit of 

$80k, indexed by CPI) 

EE contributes 5% to 
the DB plan 

 
ER contributes 4% 

ER contributes 
5% to the DC 

plan 

EEs contribute 2%, with opt-out 
feature 

12 target date funds, 
15 options ranging 

from conservative to 
aggressive, and a 

brokerage window  

Age-
appropriate 
Target Date 

portfolio 

Lump sum, periodic 
payments, minimum 

required distributions; 
beneficiaries may use a 
combination of more 

than one method 

Utah RS 

1.5% (2.0% for public 
safety officers / 

firefighters) x years of 
service x final average 

salary = annual 
benefit 

ER pays up to 10% of 
pay, 14% for public 

safety/fire; if DB 
costs more, EE pays 

the difference. 

ER pays into DC 
the difference 
between DB 

plan cost and 
10% (14% for 
public safety).  

EE contributions optional. State 
employees may receive a match 

of up to $26 per pay period. 

8 self-directed core 
funds ranging from 

conservative to 
aggressive. 13 target 

date funds; brokerage 
window. 

Age-
appropriate 
target date 

fund 

After 4-year vesting 
period: lump sum, 

partial balance, periodic 
distribution, based on: 
time period, or rate of 
return assumption, or 

life expectancy. 

Virginia RS 
1% x years of service x 
final average salary = 

annual benefit 

EE contributes 4% to 
the DB plan; ER 
contributes an 

actuarially 
determined amount 

to fund the DB 
benefit (less 
employer DC 

contributions) 

Mandatory ER 
contributions of 
1% - increases 
to 3.5% with 

max EE 
contributions 

EEs may contribute up to 5% to 
the DC plan (1% mandatory 

minimum) 

10 options ranging 
from conservative to 
aggressive, 10 target 

date funds, and a self-
directed brokerage 

account option. 

Target date 
funds based on 

the 
participant’s 

age at 
enrollment 

Depend on the 
circumstances at 

termination; DB/DC 
combo plan requires 

coordination between 
the two components  

Washington 
Department of RS 

1% x years of service x 
final average salary = 

annual benefit 

ER funds the DB 
benefit None 5% to 15% of salary depending 

on EE  

Either the total 
allocation portfolio, 

which mirrors DB plan 
fund, or 7 self-directed 

funds ranging from 
conservative to 

aggressive, plus 13 
target date funds 

Target date 
funds based on 

the 
participant’s 

age at 
enrollment 

Lump sum, direct 
rollover, scheduled 

payments, personalized 
payment schedule, and 

annuity purchase 
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NASRA Issue Brief: 
Cost-of-Living Adjustments 
June 2022 

Periodic cost-of-living adjustments (COLAs) in some form are provided on most state and local government 
pensions. The purpose of a COLA is to wholly or partly offset the effect of inflation on retirement income. 
Considerable variation exists in the way COLAs are designed, and in many cases they are determined or 
affected by other factors, such as the actual rate of inflation or the financial condition of the plan. COLAs 
add both value and cost to a pension benefit. Public pension COLAs have received increased attention in 
recent years as many states look to reduce the cost of benefits amid challenging fiscal conditions and the 
current low-inflationary environment. This brief presents a discussion about the purpose of COLAs, the 
different types of COLAs provided by government pension plans, and an overview of recent state changes to 
COLA provisions.  

COLA Purpose 
A COLA is provided to offset or reduce the effects of inflation, 
which, as illustrated in Figure 1, erodes the purchasing power1 
of retirement income. Using two inflation rates, reflecting static 
and actual experience after 20 years, the real (inflation-
adjusted) pension benefit in this example of $25,000 falls to 
$18,478 (74 percent of its original value) under a static low-
inflation scenario, or $15,621 (62 percent of its original value), 
under a scenario reflecting the actual annual rates of inflation 
for the past 20 years, a period over which inflation was relatively 
low for several years before spiking higher recently.

Such depreciation can affect the sufficiency of retirement 
benefits, particularly for those who are unable to supplement 
their income by working, due to disability or advanced age. As 
Social Security beneficiaries receive an annual COLA to maintain 
recipients’ purchasing power, tied to a measure of inflation,2 
many state and local governments also provide an adjustment 
to their retirees’ pension benefit that is intended to offset the 
effects of inflation. This adjustment is particularly important for 

those public employees – including nearly half of public school teachers and most public safety workers – who do not 
participate in Social Security. Unlike Social Security, however, state and local retirement systems typically pre-fund the 
cost of a COLA over the working life of an employee, to be distributed annually over the course of his or her retired 
lifetime.  

Common COLA Types and Features 
The way in which public pension COLAs are calculated and approved varies considerably. Appendix A presents a listing 
of COLA provisions for many state retirement plans, illustrating the variety that exists in COLA plan designs.  In 
general, COLA types and features are differentiated in the following ways: 

1 Purchasing power refers to the effect of inflation on the value of currency over time, calculated for the purpose of determining the amount of 
goods or services a unit of currency can buy at different points in time 
2 Social Security Administration, Latest Cost-of-Living Adjustment, https://www.ssa.gov/OACT/COLA/latestCOLA.html  

Figure 1: Impact of 20 years of inflation on purchasing 
power of $25,000, 2003-2022 
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Automatic vs. Ad hoc 
An overarching distinction among COLAs is whether they are provided automatically or on an ad hoc basis. An ad hoc 
COLA requires a governing body to actively approve a postretirement benefit increase. By contrast, an automatic COLA 
occurs without action, and is typically predetermined by a set rate or formula. In some cases, ad hoc COLAs are 
contingent on other factors, such as a maximum unfunded liability amortization period. 

Simple vs. Compound  
Another distinction between COLA types is whether the increase is applied in a simple or compound manner. Under a 
simple COLA arrangement, each year’s benefit increase is calculated based upon the employee’s original benefit at the 
time of his or her retirement. Under a compound COLA arrangement, the annual benefit increase is calculated based 
upon the original benefit as well as any prior benefit increases. Some COLAs contain both features, i.e., they may be 
“simple” until the retiree reaches a certain age or year retired, at which point COLA benefits are calculated using a 
compound method. 

Inflation-based  
Consistent with the original purpose for providing a COLA, many state and 
local governments provide a post-retirement COLA based on a consumer 
price index (CPI), which is a measure of inflation. Most provisions like this 
restrict the size of the adjustment, such as by “one-half of the CPI” and/or 
“not to exceed three percent.” The most recognized CPI measures are 
calculated and published by the U.S. Bureau of Labor Statistics (BLS), and 
the CPI measures used by most public pension plans are either the CPI-U 
(based on all urban consumers) or the CPI-W (urban wage earners and 
clerical workers). Some states use state- or region-specific inflation 
measures to determine the amount of the COLA.  

Performance-based 
Some public pension plans tie their COLA to the plan’s funding level or investment performance. In one statewide 
system, for example, the COLA falls within a percentage range specified in statute and is tied to CPI, based on the 
funding level of the plan. Annuitants with another state system receive a permanent benefit increase tied to their 
length of service, when the fund’s actuarial investment return exceeds the assumed rate of investment return. 
Depending on the method of calculation, a performance-based COLA can potentially result in a COLA that is higher 
than inflation or that offsets only a portion of the loss of purchasing power.  

Delayed-onset or Minimum Age 
Another characteristic contained in some automatic COLAs is to delay its onset, either by a given number of years or 
until attainment of a designated age. A COLA with this feature may also take on any of the characteristics stated 
above and will become available to a retiree once he or she meets the designated waiting period or age requirement. 

Limited Benefit Basis  
Some retirement systems award a COLA calculated on a portion of a retiree’s annual benefit, rather than the entire 
amount. For example, one system provides a COLA of up to three percent applied to only the first $13,000 of benefits. 
In such cases, the COLA can also be tied to an external indicator, such as CPI, and other factors, such as delayed onset, 
may also be in place. 

Self-funded Annuity Option 
Some state retirement plans offer post-retirement benefit increases through an elective process known as a self-
funded annuity account. Under this design, a member effectively self-funds his or her COLA by choosing to receive a 
lower monthly benefit in exchange for a fixed rate COLA to be paid annually upon retirement.  

Reserve Account 
Other public retirement systems pay COLAs from a pre-funded reserve account. This is a variation on the COLA tied to 
investment performance, since the reserve account is funded with excess investment earnings. Under this scenario, a 

Table 1: Select public plans by COLA type 

Note: COLAs for some employees of local 
governments who participate in statewide systems 
are discretionary based on the decision of individual 
local government. See Appendix A for more details. 
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COLA is provided from the funds set aside in the reserve account. Sometimes a stipulation is attached that the fund 
itself must reach a certain size for any COLA to be granted in a given year.   

COLA Costs 
The cost of a COLA predictably depends on the characteristics of the COLA benefit. Such factors as its size; the portion 
of the benefit to which the COLA applies; whether or not the COLA is paid annually or irregularly; whether the 
adjustment is simple or compounded, and other features, all affect its cost.  It has been estimated that an automatic 
COLA of one-half of an assumed CPI of three percent, compounded, will add 11 percent to the cost of the retirement 
benefit. An automatic COLA of three percent, compounded, is estimated to add 26 percent to the cost of the benefit.3 

The Governmental Accounting Standards Board (GASB) requires public pension plans to disclose assumptions 
regarding COLAs, including whether the COLA is automatic or ad hoc, and to include the cost of COLAs in projections 
of pension benefit payments. GASB considers an ad hoc COLA to be “substantively automatic” when a historical 
pattern exists of granting ad hoc COLAs or when there is consistency in the amount of changes to a benefit relative to 
an inflation index.4 

Recent Changes to COLAs 
As part of efforts to contain costs and to ensure the 
sustainability of public pension plans, and in 
response to a period of historically low rates of 
inflation that lasted for over a decade during and 
after the Great Recession, many states have made 
changes to COLA provisions by adjusting one or 
more of the COLA design elements mentioned 
above5 (see Figure 2). As described in Appendix A, 
since 2009, 17 states have changed COLAs affecting 
current retirees, eight states have addressed 
current employees’ benefits, and seven states have 
changed the COLA structure only for future 
employees. The legality of these modifications in 
several states has been challenged in court, as 
noted in Appendix A. 

In most cases, changes to COLA provisions require an act of the legislature and approval of the governor. However, in 
some cases retirement boards have been vested with the authority to enact COLA reforms; this authority has been 
exercised in three states – Maine, Missouri, and Ohio – since 2016. As noted above, most COLA changes affecting current 
retirees were subjected to legal challenge. Legal rulings issued in recent years upheld COLA reductions passed in New 
Jersey, and several other states, and fully or partially rejected COLA reductions approved in Illinois, Montana, and 
Oregon. A 2015 legal settlement pronounced material changes to COLA provisions for public employees in Rhode Island.  

Some states that do not provide an automatic COLA have responded to recent higher rates of inflation by granting an ad 
hoc COLA for most retirees. Prior to granting their most recent COLA, some of these states, which includes Alabama, 
Georgia, New Hampshire, Oklahoma, Texas, and others, had not granted a COLA for several years when inflation was 
lower. 

3 Gabriel, Roeder, Smith & Company, “Postemployment Cost-of-Living Adjustments: Concepts and Recent Trends,” April 2011 
4 Governmental Accounting Standards Board Statement No. 67, Financial Reporting for Pension Plans 
5 National Conference of State Legislatures 

Figure 2: State retirement systems undergoing COLA legislative changes,  
2009-2022 
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Impact of Inflation on COLA Changes 
The impact of changes to COLA provisions for retirees and pension plans is largely determined by actual levels of price 
inflation. For the first time since before the Great Recession, current rates of inflation exceed the automatic COLA caps 
for most public pension plans that have a cap. This development, which follows a period of low inflation, as shown in 
Figure 3 by the average of the prior three years’ increase in CPI-U at or below 2 percent from 2010 through 2021, is 
driven by a spike in inflation that began in 2021. The recent experience of high inflation demonstrates the effect on 
retirees of the COLA cap: when inflation exceeds the maximum COLA payable, retirees’ purchasing power declines. By 
contrast, if inflation is low, retirees may not be impacted by inflation.  

Actuaries typically make assumptions about COLA increases, based on the plan’s COLA provisions. Such assumptions 
include a rate of inflation, if inflation is a factor in the plan’s determination of COLA increases. If actual inflation is lower 
than the plan’s assumed rate of inflation, the plan will experience an actuarial gain. All else equal, a reduction in a plan’s 
COLA assumption will cause a decline in the plan’s liabilities and cost.   

Conclusion 
The effects of a COLA can be consequential both in 
protecting purchasing power and in adding costs 
to a plan. States and other public pension plan 
sponsors must continuously balance three key 
variables: benefit adequacy, plan sustainability, 
and affordability. Amid the recent spike in 
inflation, policymakers continue to reexamine all 
aspects of benefit design and financing, including 
the way COLAs are determined and funded. Just as 
the period of low inflation that occurred during 
and after the Great Recession, combined with 
rising pension plan costs, led several states to 
reduce, suspend, or eliminate their automatic 
COLA, so also has the recent spike in inflation led 
some states that do not provide an automatic 
COLA to grant an ad hoc COLA for the first time in 
several years.  

Note: 2022 inflation based on an estimate calculated from monthly CPI-U data 
published by the US Bureau of Labor Statistics. 

See also 
1. Gary Findlay, “Addressing Inflation in the Design of Defined Benefit Pension Plans”
2. Gabriel, Roeder, Smith & Company, “Postemployment Cost-of-Living Adjustments: Concepts and Recent

Trends,” April 2011
3. Cost-of-Living Adjustments @NASRA.org

Contact 
Keith Brainard, Research Director, keith@nasra.org   I   Alex Brown, Research Manager, alex@nasra.org 
National Association of State Retirement Administrators, www.nasra.org 

Figure 3: Three-year rolling average change in CPI-U, 1950-2022 

1-176

http://www.nasra.org/Files/Topical%20Reports/Cost-of-Living%20Adjustments/Addressing%20Inflation%20in%20the%20Design%20of%20Defined%20Benefit%20Pension%20Plans.pdf
http://www.nasra.org/Files/Topical%20Reports/Cost-of-Living%20Adjustments/GRSCOLAbrief.pdf
http://www.nasra.org/Files/Topical%20Reports/Cost-of-Living%20Adjustments/GRSCOLAbrief.pdf
http://www.nasra.org/cola
mailto:keith@nasra.org
mailto:alex@nasra.org
http://www.nasra.org/


Appendix A: COLA Provisions by State-Level Plan and Recent Changes 
Plan COLA Provision 2009-2022 Changes 

Alaska PERS and 
TRS 

Automatic, lesser of 75% of CPI or 9%, simple, for those age 
65 and above; lesser of 50% of CPI or 6% for those age 60 or 
having received benefits for at least 5 years; An additional 
in-state COLA is provided to beneficiaries who reside in 
Alaska. Members are eligible if they entered the plan before 
7/1/86 or entered after 6/30/86 and have attained at least 
age 65. The Alaska COLA is equal to the greater of 10% of 
their base benefits or $50. 

Alabama ERS and 
TRS 

Ad hoc as approved by the legislature. 

The Legislature in 2018 and 2022 approved one-
time lump sum payments based on annuitants’ 
length of service. The 2022 legislation provided a 
one-time lump-sum payment equal to $2 per 
month for each year of accrued service. 

Arkansas PERS 
Automatic 3% compounded for those hired before 7/1/22; 
for those hired after 6/30/22, lesser of 3% or CPI-U. 

2021 legislation amended the COLA for those 
hired after 6/30/22  

Arkansas State 
Highway 
Employees 

Automatic, lesser of 3% or CPI, compounded. 
Prior to legislation approved in 2017, an annual 
automatic COLA of 3% was granted.  

Arkansas 
Teachers 

Automatic 3% simple; compounded on an ad hoc basis as 
determined by the Board.  

2017 legislation gives the TRS board the authority 
to reverse a compound COLA granted in 2009 if 
necessary to maintain the actuarial soundness of 
the system.  

Arizona Public 
Safety Personnel 

Automatic, based on CPI for the Phoenix region, up to 2.0%. 
For new hires on or after 7/1/17, the cap is lowered to 1.5% 
if the system falls below 90% funded; 1.0% if below 80% 
funded; and the COLA is eliminated if below 70% funded.  

Legislation approved in February 2016 replaces 
the Permanent Benefit Increase (PBI) with a 
traditional COLA for current and future retirees 
that is tied to CPI. For new hires on or after 
7/1/17, the COLA is restricted or eliminated when 
the plan falls below 90% funded. The changes 
were affirmed by an amendment to the Arizona 
Constitution via voter referendum in May 2016. 

Arizona SRS 

For participants hired before 9/13/13, up to 4.0% annually, 
contingent on earnings associated with an actuarial 
investment return above 8%. For those hired thereafter, ad 
hoc as approved by the legislature. 

2013 legislation eliminated the permanent benefit 
increase for members hired on or after 9/13/13.  

California PERS 

Automatic after two calendar years of receiving benefits 
and the lesser of CPI for the prior year or the employer 
elected COLA. Typically, State retirees receive a 2% 
provision, while Public Agencies and Schools may have 2%, 
3%, 4% or 5% COLA provisions, depending on employer 
election.  
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Plan COLA Provision 2009-2022 Changes 

California 
Teachers 

Automatic 2% simple, plus adjustments designed to 
maintain retirees’ purchasing power up to 85% of their 
original benefit, made through a “supplemental benefits 
maintenance account” financed with a state contribution of 
about 2.5% of total creditable compensation. 

Members who performed creditable service on or 
after 1/1/14 will have their existing improvement 
factor guaranteed in exchange for contribution 
increases. The improvement factor cannot be 
reduced for these members. For members who 
retired prior to 1/1/14, the Legislature will 
continue to reserve the right to reduce the 
improvement factor, a right that has never been 
exercised.  
 

University of 
California 

Automatic, equal to the full increase in CPI up to 2%, plus 
75% of the increase in CPI over 4%. Maximum COLA is 3.5%. 
Ad-Hoc COLAs may be authorized at the discretion of the 
Regents of the University of California. 

 

Colorado 
Affiliated Local 

Based on election of individual participating employers.  

Colorado Fire & 
Police Statewide 

Ad hoc as approved by board. 

In October 2021 the FPPA Board approved a one-
time benefit increase of 0.5% for retirees of the 
statewide DB plan, and 2.53% for retirees of the 
statewide hybrid plan. In June 2022, the Board 
approved a 3% COLA for Statewide Hybrid 
Plan annuitants effective 10/1/2022.  

Colorado Local 
Government, 
School, and State 

For active employees and retirees who did not receive a 
COLA as of 5/01/18, COLAs are paid after three years of 
retirement. The COLA cap, currently 1.50%, may be changed 
through the provisions of an auto-adjust mechanism which 
is triggered dependent upon the ratio of total contributions 
made to the determination of total required contributions 
(based on a layered, 30-year amortization approach). If this 
ratio falls below 98% or above 120%, the COLA cap may be 
reduced or increased by up to 0.25% in any year but may 
not fall below 0.50% or exceed 2.0%. COLA provisions vary 
by date of hire: those hired before 1/1/07, have an 
automatic increase equal to the COLA cap. Those hired on 
or after 1/1/07, are awarded the lesser of the effective 
COLA Cap and the average of the monthly CPI-W amounts 
for the prior calendar year, provided the cost of the COLA 
does not exceed 10% of each division’s annual increase 
reserve.  

2018 legislation suspended the COLA for two 
years, increased the waiting period for new hires 
to receive a COLA from one year to three, and 
thereafter reduced the automatic COLA cap from 
2.0% to 1.5%, and tied payment of future COLAs 
to the length of the plan’s amortization period.  

2010 legislation reduced the COLA from automatic 
3.5%. The law was challenged and upheld by the 
CO Supreme Court in 2014. 

Connecticut SERS 

Minimum of 2.0% up to a maximum 7.5% 
calculated based on the following formula: 60% of the 
annual increase in the CPI-W up to 6.0% and 75% of the 
annual increase in the CPI-W over 6.0%. For employees who 
retire after 6/30/22, the minimum COLA is reduced to the 
actual change in CPI-W, if the change is <2.0%. The previous 
formula applies if the change in CPI-W is >2.0%.   

 

A 2011 agreement between the state and public-
sector unions reduced the minimum COLA for 
employees who retire after 10/1/11. A 2017 
agreement made further changes for employees 
who retire after 6/30/22. 
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Plan COLA Provision 2009-2022 Changes 

Connecticut 
Teachers 

For those hired on or after 7/1/07, COLA equal to Social 
Security COLA, with a maximum of 1.0% if investment 
return is <6.9%; a maximum of 3.0% if return is 6.9%-9.9%; 
and limited to 5.0% if return is >9.9%. For those who retired 
before 9/92, automatic, based on CPI, with 3% minimum 
and 5% maximum, compounded; for those who retired 
after 9/92, COLA is equal to the Social Security COLA, with a 
maximum of 1.5% if investment return is <6.9% and a 
maximum of 6.0% if returns are at least 6.9%. 

Legislation approved in 2021 adjusted COLA 
thresholds from 8.5% to new investment return 
assumption of 6.9% (added here 9/28/21). 

DC Police & Fire 
and Teachers 

Automatic based on CPI, up to 3%, compounded, for 
members hired on or after 11/10/96. For members hired 
before 11/10/96, automatic, based on CPI, compounded 
(uncapped). 

Delaware State 
Employees 

Ad hoc as approved by the general assembly. 

In 2021 the General Assembly approved a one-
time increase for most retirees, with the amount 
depending on effective date of retirement as 
follows: Prior to 7/1/91, 3%; 7/1/91-6/30/01, 2%; 
7/1/01-6/30/16, 1% 

Florida RS Automatic 3%, compounded. 
2011 legislation terminated the automatic 3% 
compounded COLA for all service credits earned 
after 7/1/11. 

Georgia ERS Ad hoc as approved by the ERS board. 

Action taken by the ERS Board and the FY 23 state 
budget approved by the General Assembly create 
a pathway to future COLAs for ERS retirees. ERS 
created a model for determining annual COLAs, 
which would depend on the system funding ratio 
and actuarial rate of investment return compared 
to a hurdle rate of 6%. The maximum COLA will be 
the lesser of the change in CPI or 3%. A COLA will 
be payable on the later of the retiree’s actual 
retirement date or projected normal retirement 
date, if retired early. The ERS Board retains the 
authority to approve future COLAs and is not 
bound by the methodology described above. The 
ERS Board also approved a 1.5% COLA for most 
retirees. 

Georgia Teachers 
Automatic 1.5% every 6 months as long as CPI increases, 
compounded. 

Hawaii ERS 
Automatic, 1.5% simple, for those hired on or after 7/1/12; 
2.5% simple for those hired before 7/1/12.  

The automatic COLA was reduced from 2.5% to 
1.5%, simple, for those who become members of 
the system after 6/30/2012. 

Iowa Municipal 
Fire & Police 

Automatic, 1.5% compounded. An additional fixed COLA is 
provided based on length of retirement. For members 
retired fewer than 5 years, an additional $15 is applied. For 
members retired 5-10 years, $20. For members retired 10-
15 years, $25.  For members retired 15-20 years, $30. For 
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Plan COLA Provision 2009-2022 Changes 
members retired more than 20 years, $35. No COLA is 
provided to members who terminate prior to becoming 
eligible for retirement.  

Iowa PERS 

No COLA-type payments for members retiring after 
6/30/90. Those who retired prior to 7/1/90 are eligible for a 
”thirteenth check” that may be adjusted annually by the 
lesser of CPI or 3%.  

Idaho PERS 

Automatic 1% compounded (as long as CPI rises at least 
1%), plus discretionary COLA if the CPI is greater than 1%. 
Total COLA (mandatory plus discretionary) cannot exceed 
6%. The Board also has the discretion to award a retroactive 
COLA to make up for prior years when the full CPI was not 
awarded. 

In December 2021 the PERSI Board granted a 2.5% 
discretionary COLA, in addition to the automatic 
1% COLA. 

Illinois Municipal 

Automatic 3%, simple, for those hired before 1/1/11; for 
those hired after 12/31/10, lesser of 3% or half of CPI, 
simple, upon attainment of the later of age 67 or one year 
after retirement. 

2010 legislation reduced the COLA for new hires 
on or after 1/1/11 from automatic 3%, simple. 

Illinois State 
Employees, 
Teachers, and 
State Universities 

Those hired before 1/1/11 receive an automatic COLA of 
3%, compounded, upon attainment of the latter of age 61 
or one year after retirement. Those hired after 12/31/10 
receive a COLA of the lesser of 3% or one-half of the CPI, 
not compounded, upon attainment of the later of age 67 or 
one year after retirement. 

2018 legislation directs the system to offer, from 
1/1/19 until 6/30/21, a COLA buyout for retiring 
members hired before 1/1/11. These members 
may elect to forfeit their rights to the current 3% 
annual compound COLA in exchange for a 1.5% 
simple COLA and a lump sum payment equal to 
70% of the difference between the estimated 
present value of the 3% COLA and the estimated 
present value of the 1.5% COLA. 2010 legislation 
reduced the COLA for new hires from automatic, 
3% compounded. 2013 legislation reduced the 
COLA formula for current workers and new hires. 
The law was challenged and rejected by the IL 
Supreme Court in 2015. 

Indiana PERF and 
TRS 

Ad hoc as approved by the legislature. 
In 2021 the Indiana Legislature approved a 1% 
COLA for PERF retirees effective 1/1/22. 

Kansas PERS 

Ad hoc as approved by the legislature; the cash balance for 
employees hired after 12/31/14 provides for an optional 
self-funded COLA as an annuity payment option at 
retirement. 

2012 legislation removed automatic 2% COLA 
originally provided for those hired after 6/30/09; 
also created optional self-funded COLA in cash 
balance plan for new hires after 12/31/14.4 

Kentucky County 
and ERS 

Automatic, tied to CPI, not to exceed 1.5% after 12 months 
of retirement, compounded. Because of legislation 
described in the right-hand column, payment of COLA is 
unlikely in the foreseeable future. 

2011 legislation suspended retiree COLAs for 2012 
and 2013; 2013 legislation mandates that a COLA 
be granted only if the system is over 100% funded 
or if the legislature prefunds the COLA. A 
challenge to the 2013 law was dismissed in 2014. 

4 Legislation creating Kansas PERS Tier 3 passed in 2012 eliminated the Tier 2 COLA. The only employees eligible to receive the Tier 2 COLA are 
those who were retired and returned to work on or after 6/30/09 and who will retire before 7/1/12. 
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Plan COLA Provision 2009-2022 Changes 

Kentucky 
Teachers 

Automatic 1.5% compounded. 

Louisiana SERS 

Subject to approval by the legislature and contingent upon 
funding available in COLA account consisting of excess 
investment returns; COLA amount is based on plan funded 
percentage and investment returns; COLA amount ranges 
from the lesser of 1.5% or CPI-U (55% funded) to the lesser 
of 3.0% or CPI-U (80% funded), if certain actuarial rates of 
return are met; COLA applies only to first $60,000 of 
benefit, indexed to CPI; minimum COLA eligibility at age 60, 
if retired at least one year; COLAs may be granted only 
every other year until system is at least 85% funded; 
participants may elect retirement option providing an 
actuarially reduced benefit with auto annual 2.5% COLA 
beginning at age 55. 

2014 legislation tied the amount of future COLAs 
to the plan’s funded status, limited COLAs to every 
other year if funds are available, and capped 
deposits into the accounts from which COLAs are 
funded. 

Louisiana 
Teachers 

Subject to approval by the legislature and contingent upon 
funding available in COLA account consisting of excess 
investment returns; COLA amount is based on plan funded 
percentage and investment returns; COLA amount ranges 
from the lesser of 1.5% or CPI-U (55% funded) to the lesser 
of 3.0% or CPI-U (80% funded), if certain actuarial rates of 
return are met; COLA applies only to first $60,000 of 
benefit, indexed to CPI; minimum COLA eligibility at age 60, 
if retired at least one year; COLAs may only be granted 
every other year until system is at least 85% funded; 
participants may elect retirement option providing an 
actuarially reduced benefit with auto annual 2.5% COLA 
beginning at age 55. 

2014 legislation tied the amount of future COLAs 
to the plan’s funded status, limited COLAs to every 
other year if funds are available, and capped 
deposits into the accounts from which COLAs are 
funded. 

Massachusetts 
SERS and TRS 

Ad hoc, typically based on CPI up to 3% applied to first 
$13,000 of benefit, subject to legislative approval and 
enactment. Must be retired one full fiscal year before being 
eligible for COLA. 

Effective 2011, increased benefit to which COLA 
applies from first $12,000 of benefit to $13,000. 

Maryland PERS 
and Teachers 

For service earned after 6/30/11, automatic based on CPI, 
capped at 2.5% or the increase in CPI if the recent calendar 
year market value rate of return was greater than or equal 
to the assumed actuarial investment return of 6.80%. If that 
threshold is not met, COLA is the lesser of 1.0% or the 
increase in CPI. COLA on service prior to 7/1/2011 is 
automatic based on CPI, capped at 3.0%. 

For service earned after 6/30/2011, COLA was 
lowered from CPI up to 3%, compounded, to CPI 
capped at 2.5%, or 1%, depending on investment 
return. 

Maine Local 

Based on individual employer election. If provided, based 
on CPI up to 2.5%. Those who retire on or after 9/1/2019 
qualify for a COLA after 24 months of retirement, and may 
have their COLA reduced or frozen if the plan’s costs exceed 
established member and employer contribution rate caps of 
9.0% and 12.5%, respectively.  

In 2018 the board approved a reduction to the 
maximum COLA from 3.0% to 2.5% for current 
retirees, and extended the COLA waiting period 
from 12 to 24 months, and provided for the 
possible reduction or freezing of future COLA if 
the plan’s cost exceed established member and 
employer contribution rate caps. Effective 

1-181



Plan COLA Provision 2009-2022 Changes 
7/1/2014, the COLA of CPI up to 4% compounded, 
was reduced to up to 3%. Members who retire on 
or after 9/1/2015 qualify for a COLA after twelve 
months of retirement rather than 6 months, as 
previously in effect. 

Maine State and 
Teacher 

COLA is based on the CPI up to 3% applicable to the first 
$20,000 of benefit, indexed for inflation beginning in 2011. 

Effective 7/1/2011, the COLA of CPI up to 4% 
compounded, was suspended for three years, 
after which the cap and portion of the benefit to 
which the COLA applies was reduced. A legal 
challenge to the law was dismissed in 2014. 2015 
legislation provided a minimum COLA of 2.55% for 
FY 16 and FY 17. Beginning in FY 18 the CPI-based 
COLA was reinstated.  

Michigan 
Municipal 

Employers may elect to provide a COLA, on a one-time basis 
or as an automatic adjustment. 

Michigan Public 
Schools 

Automatic 3% simple; those hired after 6/30/10 are not 
eligible for a COLA. 

Employees hired after 6/30/10 participate in a 
hybrid plan that does not provide a COLA. 

Michigan SERS Automatic 3% simple up to $300 annually. 

Minnesota PERF 
Automatic, compounded, equal to 50% of inflation with a 
floor of at least 1.0% if inflation is 2.0% or lower, and a cap 
of 1.5% if inflation is higher than 3.0%. 

2018 legislation replaced the previous COLA, 
which was tied to the plan’s funding level, with an 
inflation-based COLA.  

2010 legislation reduced auto-COLA from 2.5%. 
The law was challenged and upheld in a final 
ruling issued in 2011. 

Minnesota State 
Employees 

Automatic, 1.0% compounded, increasing to 1.5% on 
1/1/24.  

2018 legislation replaced the previous COLA, 
which was tied to the plan’s funding level, with a 
fixed percentage COLA.  

2010 legislation reduced auto-COLA from 2.5%. 
The law was challenged and upheld in a final 
ruling issued in 2011. 

Minnesota 
Teachers 

Automatic, 1.0% compounded from FY 19-23, increasing by 
0.1% from FY 24-28 to 1.5%.  

2018 legislation replaced the previous COLA, 
which was tied to the plan’s funding level, with a 
fixed percentage COLA.  

2010 legislation reduced auto-COLA from 2.5%. 
The law was challenged and upheld in a final 
ruling issued in 2011. 

Missouri DOT and 
Highway Patrol 

80% of CPI up to 5% compounded; those hired before 
8/28/97 receive a min. of 4% and a max. of 5% 
compounded, up to 65% of original benefit, and then 80% 
of CPI up to 5% thereafter. 

Missouri Local 
Contingent upon investment return, with a max of the 
lower of 4% or cumulative CPI since retirement. 
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Missouri Teachers 
and PEERS 

When the Consumer Price Index for Urban Consumers (CPI-
U) for the previous fiscal year is between 0% and 2%, no 
COLA is provided when the CPI-U is cumulatively below 2%. 
A 2% COLA is provided when the cumulative CPI-U reaches 
2% or more. The cumulative calculation resets to zero and 
restarts after a COLA is provided. A COLA of 2% is paid when 
the change in CPI-U is between 2% and 5%; and a COLA of 
5% is paid when the CPI is 5% or greater, subject to a 
lifetime cap of 80% of the original benefit.  

In 2011 the Board changed the auto, compounded 
COLA from 2% if CPI-U is between 0% and 5%; 5% 
if CPI-U is 5% or higher, and no COLA is given if 
CPI-U is less than 0%; subject to a lifetime cap. In 
2017 the Board again changed the COLA policy to 
add a cumulative calculation to the formula. 

Missouri State 
Employees 

80% of CPI up to 5% compounded; those hired before 
8/28/97 receive a min. of 4% and a max of 5% 
compounded, up to 65% of original benefit, and then 80% 
of CPI up to 5% thereafter. 

Per 2017 legislation, the COLA for members hired 
on or after 1/1/11 who terminate employment 
before becoming eligible for retirement is delayed 
until the second anniversary of the member’s 
annuity start date.   

Mississippi PERS 

Automatic, 3% simple, until age 60, then compounded 
thereafter, for those hired on or after 7/1/11; Automatic, 
3% simple, until age 55, then compounded thereafter, for 
those hired before 7/1/11.  

2011 legislation increased the age at which COLA 
compounding begins from 55 to 60. 

Montana PERS 

Automatic, ranging from zero to 1.5% compounded, 
depending on the plan’s funded status, beginning 12 
months after onset of annuity, for those hired on or after 
7/1/13; 1.5% for those hired between 7/1/07 and 6/30/13; 
3.0% compounded for those hired before 7/1/07.  

2011 legislation reduced the automatic 
guaranteed annual benefit adjustment (GABA) for 
retired, active and newly hired members from 
1.5% compounded and tied its provision to PERS’ 
funding ratio. The law was challenged in court, 
and a 2015 ruling reversed the changes for retired 
and active members and upheld for new hires.  

Montana 
Teachers 

Automatic, ranging from 0.5% to a maximum of 1.5%, 
compounded, depending on the plan’s funded status, 
beginning 36 months after onset of annuity, for those hired 
on or after 7/1/13; 1.5% for those hired before 7/1/13. 
Automatic 1.5% compounded beginning 3 years after onset 
of annuity. 

2011 legislation reduced the automatic 
guaranteed annual benefit adjustment (GABA) for 
retired, active and newly hired members from 
1.5% compounded and tied its provision to TRS’ 
funding ratio. The law was challenged in court, 
and a 2015 ruling reversed the changes for retired 
and active members and upheld for new hires. 

North Carolina 
Local Government 

Ad hoc as approved by the Board, with certain limitations. 
The Board may grant COLAs up to a maximum of 4%, 
provided that the COLA does not exceed the year-over-year 
increase in the CPI and that the cost of the increase is paid 
for with investment gains. COLAs in excess of these 
provisions must be approved by the legislature.  

In 2016 the NC LGERS Board granted a COLA of 
0.105%. 

North Carolina 
Teachers and 
State Employees 

Ad hoc as approved by the legislature. 

In 2017 the NC TSERS Board granted a COLA of 
1.0% to retirees whose retirements began on or 
before 7/1/16. Those with retirement dates 
between 8/1/16 and 6/1/17 received a prorated 
amount based on the number of months retired. 
In October 2018, TSERS retirees received a 1% 
one-time supplement payment based on their 
annual retirement benefit as 9/1/18. In December 
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2021, TSERS retirees received a 2% one-time 
supplement payment based on their annual 
retirement benefit as of 09/01/2021. In October 
2022, TSERS retirees are scheduled to receive a 
3% one-time supplement payment based on their 
annual retirement benefit as of 9/1/22. 
 

North Dakota 
PERS 

Ad hoc as approved by the legislature. 
The most recent COLA increase was 6.0% paid 
8/1/2001 for annuitants receiving benefits as of 
that date. 

North Dakota 
Teachers 

Ad hoc as approved by the legislature.  

The most recent COLA increase, approved in 2009, 
was a supplemental payment based on the 
annuitant’s length of service and length of time 
since retirement. 

         

Nebraska Schools 
Based on CPI, up to 1% compounded for employees hired 
on or after 7/1/13; for other members, based on CPI, up to 
2.5%, compounded. 

2013 legislation created a new tier for those hired 
on or after 7/1/13. This tier features a reduced 
maximum COLA. 

Nebraska State 
and County Cash 
Balance 

Participants may elect at retirement to convert their cash 
balance account to a monthly annuity with a built-in annual 
COLA of 2.5%. 

 

 
 

New Hampshire 
Retirement 
System 

Ad hoc as approved by the legislature. 

Retirees who had been retired five years and 
longer as of 7/1/19 were granted an ad hoc COLA 
effective 7/1/20 of 1.5 percent, applied to the first 
$50,000 in annual benefit. 

New Jersey PERS, 
Police & Fire, and 
Teachers 

COLA suspended until the plan funding level reaches 80%, 
after which a panel will assess the prudence of paying a 
COLA. 

2011 legislation suspended the automatic COLA 
that was based on 60% of CPI. The law was 
challenged and upheld in a final ruling issued in 
2016. 

New Mexico PERA 

2.0%, simple, through FY 23. Effective FY 24, the annual 
COLA is determined by the difference between the fund’s 
smoothed investment return and an actuarially determined 
COLA hurdle rate (i.e., the investment return required to 
fund a COLA of greater than 0.5%), with a minimum of 0.5% 
and a maximum of 3.0% if the system is less than 100% 
funded, or 5.0% if the system is funded at 100% or greater. 
An annual COLA of 2.5% will be provided to those who 
retire with at least 25 years of service and an annual 
pension benefit below $25,000, retirees who have attained 
at least 75 years of age as of 7/1/20, and disability retirees.  
 

2020 legislation repealed the compounding 
element of the COLA for the period FY 2021 
through FY 2023, and effective FY 2024, 
implemented a shared-risk COLA based on the 
system’s funding ratio and smoothed investment 
rate of return. 

2013 legislation reduced the automatic 
compounded COLA from 3% to 2%.  
 

New Mexico 
Teachers 

COLA is based on the change in CPI. If the change in CPI is 
less than 2.0%, the COLA is equal to the change in CPI. If the 
change in CPI is greater than 2.0%, the COLA is equal to 
one-half of the change in CPI, but not less than 2.0% nor 
more than 4.0%.  In 2013, COLAs for all current and future 
retirees were reduced until ERB is 100% funded.  When the 
funded ratio is 90% of less, the COLA for retirees whose 

2013 legislation reduced the COLA depending on 
retiree length of service and size of benefit. All 
COLA reductions cease upon ERB’s attainment of a 
100% funding level. The law was challenged and 
upheld by the NM Supreme Court in 2013.  
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annuity is at or below the median retirement benefit and 
who have 25 or more years of service credit at retirement 
will be reduced by 10%. For all other retirees, the reduction 
is 20%.  

When the funded ratio exceeds 90% and is less than 100%, 
the COLA for retirees who have 25 or more years of service 
credit at retirement and whose annuity is at or below the 
median retirement benefit will be reduced by 5%. For all 
other retirees, the reduction is 10%. 

Nevada Police 
Officer and 
Firefighter and 
Regular 
Employees 

After 3 years of receiving benefits, automatic COLA of 2% 
annually, rising gradually to 5% annually, compounded, 
after 14 years of benefits; the compounded COLA is capped 
by the lifetime CPI for the period of retirement, i.e., it may 
not exceed inflation. 

2015 legislation reduced the COLA for employees 
hired on or after 7/1/15. Newly hired workers will 
receive a COLA of 2% after 3 years of receiving 
benefits, 2.5% after 6 years, and the lesser of 3% 
or the preceding year’s increase in CPI after 9 
years and thereafter.  

New York State 
Teachers 

Automatic, based on one-half of the increase in the annual 
CPI, applied to first $18,000 of annual pension, 
compounded; must be 62 and retired for 5 years, or 55 and 
retired for 10 years, to receive COLA; COLA is a minimum of 
1% and a maximum of 3%. 

New York State & 
Local ERS and 
Police & Fire 

Automatic, based on one-half of the increase in the annual 
CPI, applied to first $18,000 of annual pension, 
compounded: must be 62 and retired for 5 years, or 55 and 
retired for 10 years, to receive COLA; COLA is a minimum of 
1% and a maximum of 3%. 

Ohio PERS 

For those who retired on or before 1/1/13, automatic, 3%, 
simple. Retirees receive a COLA beginning 12 months after 
their effective date of retirement. Beginning in 2019, the 
COLA for those who retired on or after 2/1/13 is based on 
CPI with a cap of 3.0%, simple. The first COLA is paid 12 
months after their effective date of retirement.  

2012 legislation tied COLA to CPI, up to 3% for all 
active members. Legislation includes a five-year 
transition period. Members retiring within the 
first five years after 1/7/13 are eligible for a 
simple 3% COLA until 12/31/18. OPERS currently is 
pursuing legislation that would suspend the COLA 
for all retirees in 2022 and 2023 and extend the 
COLA waiting period from 12 to 24 months for 
future retirees beginning in 2022. Changes are 
subject to approval by the Ohio Legislature.  

Ohio Police & Fire 
Lesser of 3% or the CPI, automatic, simple; COLA delayed 
until age 55 for all members except survivors and those 
receiving permanent disability benefits. 

Per 2012 legislation, COLA reduced and tied to 
CPI; onset delayed for nearly all members. 

Ohio School 
Employees 

As of 1/1/18, COLA no longer statutorily guaranteed, but is 
discretionary, based on board approval. If the board 
chooses to provide a COLA, the COLA is tied to the change 
in CPI-W and is capped at 2.5%, though the board may 
approve a COLA above 2.5% if the board’s actuary is in 
agreement. Board may also lower COLA below CPI-W upon 
actuary’s recommendation. COLA onset for new benefit 
recipients is delayed until 4th benefit anniversary. 

Per legislation effective September 2017, the 
automatic, 3% simple retiree COLA was replaced 
with a discretionary COLA tied to CPI-W. As a 
result of this authority, the board suspended 
COLAs for three years (from 1/1/18 until 1/1/21). 
Per March 2018 legislation, board determines 
COLA onset for new benefit recipients.  
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Ohio Teachers 

COLAs are provided on an ad hoc basis as approved by the 
STRS OH board if the board’s actuary determines that a 
COLA will not materially impair the fiscal integrity of the 
system. (ORC 3307.67) 

Legislation approved in 2012 provided for an 
annual 2% simple COLA for retirees beginning 
8/1/13. Individuals who retired on or after 8/1/13 
may receive a COLA beginning on the fifth 
anniversary of their retirement. The legislation 
also authorized the STRS board to adjust the COLA 
if the board’s actuary determines that an 
adjustment does not materially impair the fiscal 
integrity of the retirement system or is necessary 
to preserve the fiscal integrity of the system. 
Pursuant to this authority, the STRS board voted 
in 2017 to reduce the COLA to 0% to preserve the 
fiscal integrity of the system. In March 2022, the 
STRS Board approved a one-time 3% COLA, 
effective 7/1/22. The one-time 3% COLA is paid to 
eligible benefit recipients and will be implemented 
as applied under current Ohio statute: 3% of base 
benefit is added to the monthly payment 
beginning in FY 2023 for benefit recipients who 
began receiving benefits on or before 6/1/18 and 
applies to future monthly payments. The date of 
the increase is the anniversary date of retirement, 
which always falls on the first of the month. The 
motion passed by the STRS Board in March 2022 
also signals the Board’s intent to review benefits 
again, no later than Spring 2023, to evaluate 
whether additional enhancements are possible in 
accordance with the laws in effect at that time. 

Oklahoma PERS 
and TRS 

Ad hoc as approved by the legislature; subject to required 
funding. 

2020 legislation approved the first retiree COLA 
since 2008, which was exempted from the 2011 
funding requirement. The COLA approved in 2020 
increased benefits on a sliding scale based on 
retirees’ length of retirement. The Legislature 
approved a provision in 2011 requiring future 
COLAs to be funded. Prior to this legislative action, 
a 2% COLA had regularly been approved. 

Oregon PERS 

Automatic, based on CPI, up to 2.0%, compounded, for 
benefits earned as of 10/1/13 or earlier. Automatic, based 
on CPI up to 1.25% on the first $60,000 in benefits and 
0.15% on amounts above $60,000 for benefits earned after 
10/1/13. 

2013 legislation lowered the maximum COLA 
applied to future benefit accruals for retired 
members as well as current employees and new 
hires from 2% to 1.25% on the first $60,000 in 
benefits, and 0.15% on amounts above $60,000. 
The law also provided for supplementary COLA 
payments depending on benefit levels over six 
years The law was challenged and partially 
rejected as an unconstitutional adjustment to 
COLA as it pertains to benefits earned prior to the 
law’s effective date. The court also invalidated the 
supplementary payments. 
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Pennsylvania 
School Employees 
and SERS 

Ad hoc as approved by the general assembly. The most 
recent COLA was approved in 2002. The amount of the 
COLA was a sliding scale based on the annuitant’s date of 
retirement. 

Rhode Island ERS 

Effective 7/1/15, annual COLA is comprised of the sum of 
two elements; 1) 50% of the 5-year average investment 
return of the retirement system, less 5.5%, with a floor of 
0% and a cap of 4%., and 2) the lesser of 3% or the increase 
in CPI for the previous year. The COLA produced by the sum 
of these elements is subject to a floor of 0% and a cap of 
3.5% and is applied to the first $25,855 of retirement 
benefit; such amount is indexed annually in the same 
percentage as determined above. The COLA commences 
upon the later of the third anniversary of the date of 
retirement or the date on which the retiree reaches his or 
her Social Security retirement age, whichever is later. A 
COLA is granted annually if the plan is at least 80% funded. 
If the plan funding is below 80%, the COLA is granted every 
four years until 80% funding is reached.  

For members not eligible to retire as of 9/30/09, 
the law changed the COLA for all members from 
3% compounded annually to the COLA provided 
under a 2005 reform, applicable to non-vested 
members, which is the lower of either the CPI or 
3% and requires a full 3-year anniversary from the 
date of retirement for receipt of the COLA. The 
Rhode Island Legislature again in 2011 revised the 
COLA provisions, effective 7/1/12. A challenge to 
the law was settled in mediation in 2015. 

Rhode Island 
Municipal 

Effective 7/1/15, annual COLA is comprised of the sum of 
two elements; 1) 50% of the 5-year average investment 
return of the retirement system, less 5.5%, with a floor of 
0% and a cap of 4%., and 2) the lesser of 3% or the increase 
in CPI for the previous year. The COLA produced by the sum 
of these elements is subject to a floor of 0% and a cap of 
3.5% and is applied to the first $25,855 of retirement 
benefit, with such amount indexed annually in the same 
percentage as determined above. The COLA commences 
upon the third anniversary of the date of retirement or the 
date on which the retiree reaches his or her Social Security 
retirement age, whichever is later.  A COLA is granted 
annually as long as the plan is at least 80% funded. If the 
plan funding is below 80% the COLA is granted every four 
years until 80% funding is reached. 

The Rhode Island Legislature in 2011 revised COLA 
provisions from automatic 3% non-compounded, 
effective 7/1/12. A challenge to the law was 
settled in mediation in 2015. 

South Carolina 
Police 

Automatic, based on CPI up to 1% annually, subject to an 
annual cap of $500.  

Per 2012 legislation, COLA is subject to an annual 
cap.  

South Carolina RS Automatic, 1% annually, subject to an annual cap of $500. 
Per 2012 legislation, COLA is subject to an annual 
cap. 

South Dakota RS 

If the system is fully funded or greater, COLA is equal to CPI-
W with a minimum of 0.0% and a maximum of 3.5%. If the 
system is less than fully funded, COLA is equal to CPI-W with 
a minimum of 0.0% and a maximum equal to a “restricted 
COLA maximum” which is to be calculated at a level 
necessary to restore the system to full funding.   

2021 legislation reduced the minimum COLA 
payable from 0.5% to 0.0%. 

2017 legislation modified the COLA formula, 
effective 7/1/18, to equal CPI-W with a minimum 
of 0.5%, and a maximum depending on the 
system’s funded status.   
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TN Political 
Subdivisions 

Participating employers may choose from 1 of 2 options: a) 
no COLA; b) automatic based on CPI, up to 3%, 
compounded. 

TN State and 
Teachers 

Automatic based on CPI, up to 3% compounded. 
2013 legislation provides for the potential 
reduction or suspension of the COLA if employer 
cost or unfunded liability thresholds are exceeded. 

Texas County & 
District 

Ad hoc, approved by individual employers. Employers can 
choose no COLA, a flat % COLA (limited based on CPI), or a 
CPI-based COLA (10% - 100% of CPI), compounded. 

Texas ERS and 
LECOS 

Ad hoc as approved by the legislature; per state law, the 
plan’s amortization period must be less than 31 years for 
legislature to approve a COLA. A COLA was last granted in 
2001. 

Texas Municipal 
Based on individual employer election; employers may 
choose no COLA or one based on 30%, 50%, or 70% of CPI, 
compounded. 

Texas Teachers 
Ad hoc, as approved by the legislature; per state law, plan’s 
amortization period must be less than 31 years for 
legislature to approve a COLA.  

The Legislature in 2021 approved a 13th check in 
the amount of the lesser of each retiree’s gross 
monthly annuity or $2400. 

Utah 
Noncontributory 

For those hired before 7/1/11, automatic based on CPI up 
to 4.0%, simple; for those hired after 6/30/11, based on CPI 
up to 2.5%, simple. 

Legislature reduced maximum COLA for those 
hired after 6/30/11 from 4% to 2.5%. 

Virginia 
Retirement 
System 

Automatic based on CPI for the first 3%, and one-half of the 
next 4% of CPI, with an annual cap of 5%, compounded; 
effective 1/1/13, COLAs for non-vested active members are 
based on the first 2% of CPI and one-half of the next 1%, 
with an annual cap of 3%, compounded. 

Effective 1/1/2013, COLAs for non-vested 
members are capped at 3% rather than 5%; for 
early retirees, COLA onset is delayed until July 1 
one year following retirement. 

Vermont State 
Employees 

For those eligible for normal retirement before 7/1/22 and 
who have been retired for 12 months, automatic based on 
CPI, with a minimum of 1% and a maximum of 5%, 
compounded. For those eligible for normal retirement after 
6/30/22 who have been retired for 24 months, automatic 
based on CPI, with a minimum of zero and a maximum of 
4%, compounded. 

2022 legislation reduced the COLA range from 1-
5% to 0-4% and lengthened the COLA waiting 
period from 12 to 24 months. 

2014 legislation increased the COLA for those 
retiring after 6/30/08, from one-half of CPI to the 
full CPI. 

Vermont 
Teachers 

For those eligible for normal retirement before 7/1/22 and 
who have been retired for 12 months, automatic based on 
one-half of CPI, up to 5%, compounded. For those eligible 
for normal retirement after 6/30/22 who have been retired 
for 24 months, automatic, based on one-half of CPI, with a 
minimum of zero and a maximum of 4%, compounded. 

2022 legislation reduced the COLA range from 1-
5% to 0-4% and lengthened the COLA waiting 
period from 12 to 24 months. The law expresses 
the General Assembly’s intent to consider a path 
to a higher COLA benefit for teachers once the 
plan’s actuarial funding level reaches 80%. 

Washington 
LEOFF Plan 1 

Automatic, full CPI, compounded. 

Washington 
LEOFF Plan 2 

Automatic based on CPI, up to 3% compounded. 
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Washington PERS 
and Teachers Plan 
1 

Ad hoc as approved by the legislature 

2022 legislation provided a one-time COLA of 3% 
to those with retirement dates prior to 7/2/21, 
not to exceed $110/month. 2011 legislation 
eliminated automatic COLA which provided a 
postretirement benefit increase based on a 
$/years of service calculation. The law was 
challenged and upheld by the WA Supreme Court 
in 2014. 

Washington PERS, 
School 
Employees, and 
Teachers Plan 2/3 

Automatic, based on CPI, up to 3%, compounded. 

 

Wisconsin 
Retirement 
System 

Dividend adjustment provided based on investment 
returns, and can increase or decrease, but not below base 
benefit.  

 

West Virginia 
PERS and TRS 

Ad hoc as approved by the legislature. 

The Legislature in 2011 provided a 13th check of 
$1200 for all retirees with 20 or more years of 
service and an annual benefit of $7200 or less. In 
2019, all current retirees with 25 or more years of 
service were guaranteed a minimum annuity of 
$750/month. For existing beneficiaries, if the 
retiree has 25 years of service, is deceased and 
originally elected a joint & survivor 50% annuity, 
the minimum monthly annuity is $375/month. 

Wyoming Public 
Employees 

Effective 7/1/12, the COLA is removed until the actuarial 
funded ratio reaches 100 percent “plus the additional 
percentage the retirement board determines is reasonably 
necessary to withstand market fluctuations." 

Prior to 7/1/12, COLAs were ad hoc and linked to 
perceived affordability. 

   

 
COLA provisions listed above are in effect as of June 2022 
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“I  ’ ve heard through the grapevine that my Social Se-
curity will be cut in half because of our pension plan. 
What’s the deal?”

“A co-worker just told me that I won’t get a nickel of my 
wife’s Social Security because of our pension. That isn’t fair!”

“I understand an offset will prevent me from getting any So-
cial Security. But surely I’ll be covered by Medicare, right?”

The above questions and comments may be heard from 
those who work in the benefits or payroll department of a pub-
lic agency not covered by Social Security. Conventional wisdom 
usually places the blame for these perceived Social Security 
benefit inequities on a law vaguely referred to as a government 
offset.

In fact, there are two provisions in Social Security law that 
may potentially impact employees due to receive a pension 
from a job not covered by Social Security. The first is the wind-
fall elimination provision, which generally reduces a public 
employee’s own Social Security retirement benefit. The second 
is the government pension offset, which impacts any Social Se-
curity spousal benefits employees might be due from a wife or 
husband’s Social Security record. Employees may be affected 
by one or both of these laws.

Two Provisions

Most local and state government employees, as well as a 
growing share of federal employees, pay into Social Security 
just as everyone else does. In fact, approximately 70% of all 
state and local government jobs (including teachers in most 
states) are covered by Social Security.

However, for those representing a portion of the 30% of pub-

Do you administer a public pension for employees not covered by Social Security? If so, you may be aware of two laws that can offset, 
or perhaps eliminate, Social Security benefits employees may have earned on the side or may be due from a spouse. Questions are 
understandable, given the complexity of these laws: the windfall elimination provision and the government pension offset. This 
article intends to clarify these government offsets.

Social Security Offsets:
Policies Public Employees Love to Hate  

and Don’t Understand

32 May 2007	 •	 www.ifebp.org	 •	 Benefits & Compensation Digest 
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lic employees not covered by Social Se-
curity (including teachers in some states 
such as California and Texas), these laws 
will play a major role in pension and re-
tirement planning.

If employees receive a pension from  
a job not covered by Social Security, but 
they have paid enough Social Security 
taxes in other jobs to qualify for a Social 
Security retirement benefit, that benefit 
will likely be reduced due to their gov-
ernment pension. The law requiring this  
reduction is the windfall elimination 
provision.

That same government pension will 
offset, and usually eliminate, any Social 
Security benefits employees may be due 
on a spouse’s Social Security record. The 
law requiring this reduction is the govern-
ment pension offset.

Why Are Most Jobs Covered by  
Social Security While Others Are Not?

When the Social Security Act was 
passed in the mid-1930s, most workers  
in commerce and industry did not have 
any type of retirement pension plan.  
Because they were expected to directly 
benefit from Social Security, they were 
covered by the new law. Over the next  
several decades, other large employee 
groups, such as farm workers and mili-
tary personnel, were also covered under 
the Social Security umbrella. In the mid-
1950s, the self-employed were added to 
the Social Security rosters.

Certain large employee groups, such 
as federal government employees and 
railroad workers, had already established 
pension plans before Social Security was 
added. Therefore, Congress decided to 
exclude them from Social Security. Also, 
at the time of Social Security’s enact-
ment, Congress felt it could not mandate 
a federal pension plan (Social Security) 
on state and local government entities, so 
employees of these agencies were given 
the choice of participating in Social Se-
curity. Of course, many of these entities 
established their own pension plans in-
tended to operate independently of Social 
Security.

While many small and large govern-
ment agencies did not accept Social Se-
curity coverage, over the years a high 
percentage of all state and local public 
employees opted to join the Social Secu-
rity system. In 1983, sweeping changes  
altered the Social Security landscape  
following the recommendations of a  

pre sidential commission. All federal em-
ployees hired after December 31, 1983 
were included in Social Security as were 
members of Congress, the president and 
vice president. State and local govern-
ment employees were forbidden to ter-
minate Social Security coverage after 
April 20, 1983. So today, railroad workers, 
a diminishing number of older federal 
government employees and about 30%  
of state and local public employees are 
the only large groups of workers in the 
United States not covered by Social  
Security.

That same presidential commission 
recognized that certain inequities in 
Social Security benefit payments were 
the direct result of these Social Security 
coverage issues. Public employees who 
worked for a relatively short time un-
der Social Security received a windfall in 
Social Security retirement benefits that 
was intended only for long-term lower 
income workers. Many public employ-
ees were receiving spousal benefits from 
a husband’s or wife’s Social Security re-
cord although they did not meet the legal 
definition of dependency associated with 
those benefits. The result was, the com-
mission recommended the passage of the 
two laws that became known as the wind-
fall elimination provision and the govern-
ment pension offset to deal with these 
inequities.

Windfall Elimination Provision

The windfall elimination provision re-
duces an employee’s Social Security ben-
efit, generally by about one-half. In other 
words, if the computerized estimate an 
employee impacted by this provision re-
ceives from the Social Security Admin-
istration indicates he or she is due $400 
per month in a retirement pension upon 
reaching Social Security’s full retirement 
age, that person can likely expect to re-
ceive about $200.

This is a very important point because 
if the Social Security Administration does 
not know if a potential retiree is impacted 
by the windfall elimination provision, 
it does not use the modified retirement 
benefit formula when sending annual 
benefit estimate statements. Therefore, 
retirement estimates in the Social Secu-
rity statements sent to employees im-
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More Information

For related article summaries, see www.
ifebp.org/pesocialsecurity.

Got a specific benefits question? 
Need some help answering it?  
Call (888) 334-3327, option 5, and 
get a prompt e-mail or fax back.

Conferences and Seminars

Certificate Series
Retirement Plan Basics 
May 17 
San Diego, California 
and 
July 12 
Brookfield, Wisconsin

View www.certificateseries.org for more 
information.

Books

2007 Social Security Explained
Avram L. Sacks. (CCH, Inc.-Aspen Pub-
lishers). Item #8638. $55 (I.F. Members 
$52). For more book details, see www.if-
ebp .org/books.asp?8638.

Public Employee Benefits
International Foundation. 309 pages. 
Item #6269. $112 (I.F. Members $45). 
For more book details, see www.ifebp.
org/ books.asp?6269.

To order, call (888) 334-3327, option 4.

Bonus Term

Integration with Social Security—Pen-
sion benefits are coordinated with So-
cial Security benefits. For example, a 
person’s monthly pension amount is re-
duced by a percentage of the amount of 
money received through Social Security.

Excerpted from Benefits and Compensation 
Glossary, 11th edition (International 
Foundation).

To order, call (888) 334-3327, option 4.

    general benefits—
additional   Resources

[!]

Continued on next page
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pacted by the windfall elimination provi-
sion are most likely wrong.

The key to understanding this provi-
sion is to realize that the word “social” in 
Social Security means something. Unlike 
private and other public sector pension 
plans, there are social goals built into the 
Social Security program. One of those 
goals is to raise the standard of living 
of lower income workers in retirement. 
This is accomplished through a ben-
efit formula designed to give lower-paid 
workers a better deal than their more 
highly paid counterparts. Very low-paid 
workers could get a Social Security re-
tirement benefit that represents up to 
90% of their average lifetime earnings. 
This percentage is known as a replace-
ment rate. In other words, Social Security 
benefits paid to the lowest-paid workers 
in our society are intended to replace 
90% of their preretirement earnings. 
Those with average incomes (the middle 
class) generally get a 40% replacement 
rate. Those with higher incomes get a 
rate of approximately 30%.

The actual benefit formula the Social 
Security Administration uses to figure  
Social Security retirement benefits is 
updated annually and is further com- 
  p licated by variables that are different for 
each year of birth. For example, a worker 
who turns 62 in 2007 would take the first 
$680 of average monthly earnings and 
multiply it by 90%; the next $3,420 by 
32%; and the remainder by 15%. The So-
cial Security Administration publishes  
a fact sheet, “Your Retirement Benefit—
How It Is Figured,” that explains the ben-
efit computation formula. It is available  
on the Social Security Administration’s 
Web site at www.socialsecurity.gov/
pubs/ 10070.html.

In the author’s opinion, the problem 
is that government employees and others 
who spend the bulk of their working lives 
not paying into Social Security are auto-
matically treated as low-income workers 
by the Social Security Administration’s 
computers. This is due to zeros on their 
Social Security earnings record for every 
year they spent in a non-Social Secu-
rity job. Social Security’s records don’t 
show that they were actually working at  
another job and earning another pension. 
Instead, their Social Security earnings 
record simply shows gaps in their work 
history. So, when figuring their Social  
Security retirement benefit, the Social  
Security Administration’s computers  

automatically use the formula intended 
to compensate a lower-income person. 
However, government employees can 
generally be classified as having average 
incomes, so they should get the same So-
cial Security replacement rate paid to all 
middle-class workers. This is why a mod-
ified formula is used to refigure their ben-
efits and give them the proper, and fair, 
replacement rate. For public employees 
impacted by this law, this modified for-
mula replaces the 90% benchmark in the 
first step of the Social Security retirement 
formula with a smaller rate of usually 
40%. The desired effect is to eliminate the 
windfall paid to middle-class public em-
ployees usually intended for lower-class 

workers (thus the name windfall elimi-
nation provision). Or, in other words, 
the windfall elimination provision takes 
a public employee from the 90% (low-
class) replacement rate to a 40% (middle-
class) replacement rate.

What Does That Mean  
in Real Money?

If an employee is affected by the wind-
fall elimination provision, there is a sim-
ple formula that can be used to refigure 
his or her benefit. For example, if the 
retirement estimate in his or her Social 
Security statement is $612 or more, sub-
tract $340 (or half of the public pension, 
whichever is less). If the retirement esti-
mate in his or her Social Security state-
ment is $611 or less, multiply the estimate 
by four and divide by nine.

The Social Security Administration has 
an online calculator for those impacted by 

the windfall elimination provision. It can 
be found at www.socialsecurity.gov/re-
tire2/ anyPiaWepjs04.htm.

An Exception to the Windfall 
Elimination Provision

The modified windfall elimination pro-
vision formula shown above applies only 
to people who have 20 or fewer years of 
substantial Social Security earnings. The 
table on page 37 gives a year-by-year 
breakdown of what the government con-
siders substantial earnings:

If an employee has 30 or more years of 
substantial Social Security earnings, the 
windfall provision won’t apply and the 
employee’s Social Security benefit will 
not be reduced.

If an employee has between 20 and  
29 years of substantial earnings, his or  
her Social Security benefit will be only 
partially reduced. Instead of being cut 
roughly in half, it will be reduced by 
about 5% to 45%, depending on the num-
ber of years of substantial earnings on 
the person’s record. The more years of 
earnings, the less the reduction will be. 
The online windfall elimination provi-
sion calculator on the Social Security 
Administration’s Web site will figure the 
reduction that applies.

There are other exceptions that apply, 
such as for railroad workers, some em-
ployees of nonprofit organizations and 
those who worked in non-Social Security 
jobs prior to 1957. For a complete list of 
exceptions, see www.socialsecurity.gov/ 
pubs/10070.html.

Why Some Employees  
May Want a Second Job

Some employees may not be eligible 
for a Social Security retirement benefit 
(windfall elimination provision or not) if 
they do not have the 40 credits necessary 
to qualify for such benefits. However, 
employees who have close to 40 credits 
should consider taking a part-time job 
just to get over the threshold. With 39 
or fewer credits, an employee won’t col-
lect a nickel from Social Security. With 
40 or more credits, he or she will collect 
a benefit that will be subject to the wind-
fall elimination provision and may be 
reduced to an amount less than $100 per 
month. And $100 in nickels is better than 
no nickels at all.

An employee can take a part-time job 
earning as little as $4,000 per year and 
receive four credits from Social Security. 
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With 39 or fewer credits,  
an employee won’t collect  
a nickel from Social Security. 
With 40 or more credits, he  
or she will collect a benefit 
that will be subject to the 
windfall elimination provision 
and may be reduced to an 
amount less than $100 per 
month. And $100 in nickels is 
better than no nickels at all.
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(That’s the maximum payable in any one 
year.) Public employees significantly un-
der the 40-credit threshold will have to 
decide if it is worth the effort to work at a 
Social Security-covered job for up to ten 
years to qualify for a very small monthly 
payoff from the system.

Government Pension Offset

The windfall elimination provision 
impacts an employee’s Social Security 
retirement benefit. The government pen-
sion offset impacts Social Security spou-
sal benefits and affects employees who 
will collect a pension from a job not cov-
ered by Social Security.

The government pension offset essen-
tially states that a public pension paid to 
employees not covered by Social Security 
will offset (and generally eliminate) any 
benefits they may be due on a spouse’s 
Social Security record.

The Simple Government  
Pension Offset Formula

Unlike the complicated windfall elimi-
nation provision discussed above, the 
government pension offset formula is 
simple; the Social Security Administration 
must deduct an amount equal to two-
thirds of an employee’s government pen-
sion from any wife’s, husband’s, widow’s 
or widower’s benefits he or she might be 
due from Social Security. Because public 
pensions are often substantially higher 
than spousal benefits paid under Social 
Security, this rule generally means that 
an employee impacted by the govern-
ment pension offset will not qualify for 
any benefits on a spouse’s Social Security 
record.

Why the Offset?

Benefits that Social Security pays to 
wives, husbands, widows and widowers 
are dependent’s benefits. These benefits 
were established in the 1930s to compen-
sate spouses who stayed home to raise  
a family and were financially depen-
dent on the working spouse. How-
ever, as more and more couples be-
came employed,  they each earned 
their own Social Security retirement 
benefits. Social Security law has al-
ways required Social Security Admin-
istration to offset one retirement ben-
efit against another. For example, if  
a woman worked and earned her own 
$800 monthly Social Security retire-
ment benefit but she was also due a 

$500 wife’s benefit on her husband’s So-
cial Security record, the Social Security 
Adminis tration could not pay that wife’s 
benefit because her own Social Security 
benefit offsets it. However, if that same 
woman was a government employee 
who did not pay into Social Security and 
earned an $800 public pension, there 

was no offset (prior to the government 
pension offset law) and the Social Secu-
rity Adminis tration was required to pay 
her a full wife’s benefit in addition to her 
government pension.

37

Continued on next page

Substantial	Earnings	as	Defined	by	Government

Year Substantial Earnings

1937-50 $  900
1951-54 900
1955-58 1,050
1959-65 1,200
1966-67 1,650
1968-71 1,950
1972 2,250
1973 2,700
1974 3,300
1975 3,525
1976 3,825
1977 4,125
1978 4,425
1979 4,725
1980 5,100
1981 5,550
1982 6,075
1983 6,675
1984 7,050
1985 7,425
1986 7,875
1987 8,175
1988 8,400
1989 8,925
1990 9,525
1991 9,900
1992 10,350
1993 10,725
1994 11,250
1995 11,325
1996 11,625
1997 12,150
1998 12,675
1999 13,425
2000 14,175
2001 14,925
2002 15,750
2003 16,125
2004 16,275
2005 16,725
2006 17,475
2007 18,150

Source: Social Security Administration.
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The government pension offset rule 
exists to ensure that employees who col-
lect public pensions are treated the same 
way as those who collect Social Security 
retirement pensions.

Exceptions

There are a few exceptions to the gov-
ernment pension offset. They apply pri-
marily to state and local government em-
ployees whose public pension was based 
on a job where they were paying Social 
Security taxes during the last five years of 
their employment, or to “civil service off-
set” employees. (A civil service offset em-
ployee is a federal employee with at least 
five years of prior civil service experience, 
rehired in 1984 or later following a break 
of more than one year in government 
service.) For a complete list of excep-
tions to the government pension offset 
rules, see the Social Security Administra-
tion’s Web site, www.socialsecurity.gov/ 
pubs/10007.html.

An Example That Explains  
the Fairness of the Government 
Pension Offset

Many public employees impacted  
by government pension offset think the 

law is unfair. They believe they are being 
cheated out of Social Security benefits 
that everyone else receives. For example, 
Bob and Carol—and their neighbors, Ted 
and Alice—live in a nice suburb of San 
Diego. Both Bob and Carol worked all  
of their lives at jobs covered by Social 
Security. In other words, Social Security 
taxes were deducted from both of their 
paychecks.

Ted also worked at a job covered by So-
cial Security, however, his wife, Alice, was a 
teacher in San Diego. California teachers pay 
into the state teachers retirement system, 
but they do not pay into Social Security.

Bob retired and is receiving $1,200 per 
month in Social Security retirement ben-
efits. For most of her life, Carol actually 
made more money than Bob, so she is re-
ceiving a Social Security retirement pen-
sion of approximately $1,500 per month. 
Carol cannot receive (and frankly, doesn’t 
expect) any wife’s benefits on Bob’s re-
cord because her own Social Security 
benefit precludes any spousal payments. 
In other words, Carol’s own retirement 
benefit offsets any wife’s benefits she may 
have been due on her husband’s record. 
In addition, Bob cannot receive a hus-
band’s benefit on Carol’s record because 
his own retirement benefit would offset it.

Ted is receiving roughly the same Social 
Security benefit as Bob, about $1,200 per 
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Thomas Margenau of Fort Collins, Colorado recently re-
tired from the Social Security Administration. During his 
32 years of service, he was director of the Social Security 
Administration’s public information office, deputy press 
officer and speechwriter to the Commissioner of Social Se-
curity. Margenau writes a nationally syndicated newspaper 
column on Social Security issues. Margenau received an 
M.A. degree from the University of Wisconsin.[ [

month. Alice is receiving a $3,000 monthly 
California teacher’s pension. Before the 
government pension offset was in place, 
Alice would have received a $600 depen-
dent wife’s benefit from Social Security in 
addition to her comfortable teacher’s pen-
sion. But again, the government pension 
offset prevents this from happening. Yet 
Alice, reflecting the views of many public 
employees, is upset because she cannot 
receive a wife’s benefit on Ted’s Social Se-
curity record. Alice believes she and other 
government employees are being singled 
out for Social Security penalties. What she 
doesn’t under stand is that the law treats 
her the same way her neighbor Carol is 
being treated. Again, it says that neither 
woman will get a dependent wife’s benefit 
from Social Security because each is re-
ceiving her own retirement pension.

An Important Medicare Message

Although employees may not qualify 
for monthly cash benefits on a spouse’s 
Social Security record (because of the 
government pension offset), they can still 
receive Medicare on that spouse’s record, 
assuming they are aged 65 or older and 
cannot receive Medicare on their own re-
cords. B&C

For information on ordering reprints of 
this article, call (888) 334-3327, option 4.

Many public employees 
impacted by government 
pension offset think the law  
is unfair. They believe they 
are being cheated out of 
Social Security benefits  
that everyone else receives.

Reproduced with permission from Benefits & Compensation Digest, Volume 44, No. 5, May 2007, pages 34-38, published by the 
International Foundation of Employee Benefit Plans (www.ifebp.org), Brookfield, Wis. All rights reserved. Statements or opinions 
expressed in this article are those of the author and do not necessarily represent the views or positions of the International Foun-
dation, its officers, directors or staff. 
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Compared to traditional public sector defined benefit plans, the Wisconsin Retirement System (WRS) has benefit and funding features 
that are unusual. As public pension plan managers look to the long-term survival of their plans, they may want to consider how WRS 
addresses issues such as benefit reductions and changes to both plan funding and the plan’s investment approach in light of the 
market downturn that began in 2008.

Pension Sustainability— 
The Wisconsin  
Example
by David Stel la, CEBS 
and Keith B ozar th
©2010 International Foundation  
of Employee Benefit Plans

Every gathering of two 
or more public pen-
sion managers gen-

erates liberal use of the 
word “sustainable,” a code 
word for the long-term survival 
of the pension plans. Following the 
financial market collapse of 2008, pub-
lic pension plans around the country are ex-
amining whether promised benefits can be 
supported without significant changes to the ben-
efit, investment or funding structures, or a combina-
tion of the three.

This article focuses on the Wisconsin Retirement System 
(WRS) and the uncommon features of that plan that will 
contribute to its sustainability. We do that by briefly

• Looking at how the current crisis in pensions came
about

• Reviewing responses to the crisis
• Explaining design features of WRS and how those fea-

tures are working in the current environment.
Finally, we offer a few high-level observations about the in-

vestment implications of the WRS design.
Our assertion is not that WRS, its participants or the fund-

ing employers are immune to the financial pain now being 
meted out, but rather that WRS contains built-in features that 
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More Information

For related article summaries, see www.
ifebp.org/PEPensionPlans.

[!]  Got a specific benefits question?
Need some help answering it?  
Call (888) 334-3327, option 5, and 
get a prompt e-mail or fax back.

Conferences and Seminars

Benefits Conference for Public Employees
April 19-20 
Phoenix, Arizona

For more information, see www.ifebp 
.org/peconference.

Investments Institute
April 19-20, Phoenix, Arizona

For more information, see www.ifebp 
.org/investments.

E-Learning
Defined Benefit Plans

For more information, see www.ifebp 
.org/elearning.

Books

Fundamentals of Employee Benefit 
Programs, Sixth Edition

EBRI. 2009. Item #8767. $20.95 (I.F. 
Members $19.95). For more book de-
tails, see www.ifebp.org/books.asp?8767.

Public Employee Benefits
International Foundation. 2007. Item 
#6269. $99 (I.F. Members $40). For more 
book details, see www.ifebp.org/books.
asp?6269.

To order, call (888) 334-3327, option 4.

will help maintain a viable pension plan 
with fewer dislocations and inequities 
than other plans are likely to experience. 
Pain is one thing; survival is another. 
When considering sustainability, WRS 
contains elements worthy of exploration.

How Did We Get Here?

At the outset, we acknowledge that 
public pensions are highly varied. Benefit 
levels and structures range widely. Fund-
ing plans vary widely, and the commit-
ment to stick with a funding plan also dif-
fers greatly among plan sponsors. 
Nonetheless, some generalizations can be 
stated.

Benefit levels at nearly all public plans 
are set by legislative bodies that have rela-
tively short planning horizons. Pensions 
are not a short-term proposition. The 
temptation to defer expenditures until af-
ter the next election or to grant perqui-
sites that need not be paid for currently is 
often too great to resist. This induces a 
tendency to promise now, pay later. It also 
provides an opportunity for the undisci-

plined to play fast and loose with 
established funding plans. Both 
have occurred in various juris-

dictions around the country.
In addition, the last two decades 

of the 20th century saw robust bond 
and stock markets simultaneously, 

which boosted funding for promised 
benefits. One result was a tendency to 

“spend” the newfound wealth by granting 
higher benefits or by providing employers 
substantial contribution reductions. In 
hindsight, what appeared to many to be a 
surplus should likely have been treated as 
the top end of an asset price cycle. One 
can debate whether five-year smoothing 
mechanisms adequately account for long 
cycles during which equity risk premiums 
are absent or even negative. Since 1926, 
there have been three such periods of 
more than a decade each. Most public 
pension funds are heavily reliant on equi-
ties.

Add to this mix large numbers of politi-
cally powerful baby boomers approach-
ing retirement age, and one outcome has 
been that benefit levels were raised in 
many jurisdictions to what now appear to 
be “unsustainable” levels given prevailing 
financial constraints.

The broad market collapse of 2008 
brought the issue to a head by reducing 

most pension trust asset values dramati-
cally—the proverbial 500-year flood. The 
magnitude of the declines was enough 
that even those who resisted the tempta-
tions to elevate benefits to the highest lev-
els or to relent on funding commitments 
face substantial challenges. While the pe-
riod post-March 2009 has brought some 
recovery to asset prices, regaining all lost 
ground is likely to take years.

What Solutions Are Being 
Considered?

The process is in its early stages, but a 
few basic themes have developed. As the 
basic possibilities are limited, discussion 
likely will continue to focus on these areas:

• Benefit reductions. The major issue
regarding benefit levels is whose
benefits can or should be reduced.
Besides fairness concerns, there are
legal protections of varying degrees
for retirees and current employees
that limit how much cost reduction
can be achieved. Applying reduc-
tions only to new hires may not pro-
duce meaningful savings for many
years and could create a stark inter-
generational disparity.

• Changes to funding plans. Under
current funding regimens, required
contributions are often higher than
budgets can tolerate during severe
economic distress. Near-term re-
ductions, however, do not reduce
ultimate costs but only distribute
them differently, whether between
generations or between employers
and employees. In some cases a
more manageable distribution of
cost may be achieved, but not a re-
duction of the total. The most sig-
nificant risk here is in merely post-
poning the day of  reckoning,
creating an intergenerational debt
transfer.

• Changes in investment approach 
to increase return potential. The
prospect of higher returns usually
carries with it the corresponding
prospect of more volatile returns or
greater risk. Many believe financial
markets in general will offer fewer
and lower returning investment op-
portunities in the years ahead.
Many funds and plan sponsors are
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nuity benefits may be adjusted upward. 
These postretirement adjustments are 
called dividends and are not limited by 
the Consumer Price Index (CPI) or any 
other type of cap. However, dividends are 
not guaranteed and can be reduced 
when investment returns decline. This 
condition would occur when liabilities in 
the annuity reserve exceed the value of 
assets. (The annuity reserve must always 
have a ratio of assets to liabilities that 
equals 1.0.)

These features act as a “braking mech-
anism” on liability increases during peri-
ods when asset values fall. Of equal im-
portance, they distribute risk and reward 
among all plan participants—active em-
ployees, retirees, employees who have 
moved on to different employers, and em-
ployers.

The merits of the WRS design have be-
come apparent over time. The dividend 
feature has maintained and enhanced the 
purchasing power of WRS annuity bene-
fits at a reasonable cost. In fact, for a WRS 
participant who retired in 1984, the annu-
ity value has increased at an average an-
nual rate of 5.1%, while contribution rates 
paid by the great majority of employers 
and employees have fallen from 12.5% to 
10.6% of pay. When combined with Social 
Security and a reasonable level of per-
sonal savings, the income replacement 
ratio for a career employee with 30 years 
of service is designed to fall in the 75% to 
80% range.

A key component of any defined ben-
efit pension funding plan is to maintain 
intergenerational equity so that one gen-
eration of participants and taxpayers does 
not pay more than any previous or future 
generation to fund the value of the same 
pension benefit. The figure illustrates the 
stable to falling contribution rate history 
of WRS from 1984 to the present.

The 2008 financial market meltdown 
provided a significant “stress test” for 
WRS funding and benefit design. An in-
vestment return of -26.2% for calendar 
year 2008 caused the assets of the annu-
ity reserve to fall below liabilities. This 
resulted in the first ever “negative divi-
dend” of -2.1% being applied to all an-
nuities in force that had received positive 
dividends in prior years. In addition, em-
ployers and employees combined will ex-
perience a small contribution rate in-
crease of  0.6% beginning in 2010. 
Because investment experience is 

retirement account continues to grow 
with annual interest credits earned by the 
fund. The member may take a retirement 
benefit upon reaching the minimum re-
tirement age (55 for most members). The 
defined benefit remains static while the 
member is in inactive status, but the 
money purchase benefit continues to 
change with investment results. The de-
fined benefit is paid only if it results in a 
higher monthly annuity.

Contributions to fund benefits are re-
quired from employees and employers, 
but the employer may agree to pay some 
or all of the employee contribution de-
pending on each participating employ-
er’s compensation plan or collective 
bargaining agreements. By law, any in-
crease or decrease in contribution rates 
must be divided evenly between the em-
ployee and employer contribution rate. 
This means that employees and employ-
ers are at equal risk for higher costs dur-
ing periods of investment market de-
clines, but they are left free to negotiate 
the distribution of any increases or de-
creases.

The structure of postretirement bene-
fit increases is also unusual. Retirees re-
ceive a guaranteed annuity benefit at re-
tirement based upon the higher of the 
formula or money purchase benefit 
structure mentioned above. However, 
annual postretirement adjustments to 
the monthly annuity benefit are based 
solely on investment returns. If invest-
ment experience creates a surplus in the 
reserve held to pay retiree benefits, an-

interested in less volatility after the 
experiences of the past decade.

• Finally, there are advocates of clos-
ing traditional pension plans and 
using 401(k)-like vehicles. This ap-
proach does not create current cost
relief any more than reducing ben-
efits for new hires does. It also is a
much less efficient means of gener-
ating retirement income, due to
higher costs, lower investment re-
turns and the lack of pooling for
mortality and other risks.

How Does WRS Address  
Some of These Issues?

WRS has benefit and funding features 
that are unusual when compared to tra-
ditional public sector defined benefit 
plans.

WRS is a hybrid plan that provides a 
modest percentage of final pay formula 
benefit that accrues at 1.6% of final average 
salary for each year of service and a 
“money purchase” defined contribution 
benefit. (The formula is ranked below aver-
age in a survey of 80 major public pension 
plans.) Each member of the plan accrues 
both a formula benefit and defined contri-
bution benefit during the years he or she is 
actively participating. At retirement, the 
member’s monthly annuity benefit is the 
higher of the formula benefit or the de-
fined contribution benefit. Benefit vesting 
is immediate upon becoming eligible for 
coverage.

The benefit is “indexed” in the sense 
that upon termination a vested member’s 
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quences flow through to individuals—
meaning the longevity considerations are 
different and the wherewithal to adapt to 
adverse experience is different. In tradi-
tional thinking about defined benefit 
plans, the employer has been seen as bet-
ter able to bear the investment risk and 
reward due to a longer expected “life” and 
greater ability to absorb fluctuations in 
results. The equation has been changed 
with WRS, and the interests of employers, 
employees and retirees are aligned with 
respect to the volatility of investment re-
turns. As volatility increases, all three 
groups share the potential downside re-
sult.

Translating these differences to the 
next level of specificity, we can identify 
several themes. Volatility has different 
consequences for WRS. Therefore, the de-
gree of reliance on the equity risk pre-
mium, with its very long cycles, must be 
carefully considered. For the same reason, 
the value of diversification in risk terms is 
increased. Finally, due to the way retiree 
dividends are determined, there should 
be an emphasis on real return, especially 
as the number of retirees rapidly in-
creases in the next few years.

Each of the above themes will likely 
have increasing importance as the system 

matures and the relative number of retir-
ees increases.

Conclusion

Discussions about the relative merits of 
defined benefit plans and defined contri-
bution plans usually focus on the type of 
risk in each plan and who should bear 
those risks. In WRS, the risk is shared, and 
risk management takes on additional sig-
nificance in the investment of plan assets 
and in the sustainability of the plan’s ben-
efit design. Going forward, public pension 
plans will be engaged in significant exami-
nation of their investment programs and 
benefit design.

Even beyond the public sector discus-
sion is the larger issue of pension security 
for all. As Keith Ambachtsheer recently ob-
served in The Ambachtsheer Letter #284, 
“. . . it is time to transcend the tiresome ‘DB 
vs. DC’ debate and design formulas that 
combine the best of both.” The Wisconsin 
Retirement System offers some intriguing 
features that bear consideration for appli-
cation to other retirement plans in the 
public sector and beyond. B&C

For information on ordering reprints of 
this article, call (888) 334-3327, option 4.

smoothed over a five-year rolling period, 
losses from 2008 will be recognized over 
five years and offset by past and future 
investment gains. Interest crediting on 
participant accounts will remain very 
modest as the adverse 2008 experience is 
recognized. This will have the effect of 
decreasing the size and number of 
money purchase benefits, thereby damp-
ening liability growth.

Despite a total decline in the fund’s as-
set value of over $20 billion during 2008, 
the funded status of WRS, based on the 
actuarial value of assets, remained above 
85%. It is expected that by using the actu-
arial and funding disciplines of the cur-
rent plan, contribution rates will remain 
within historic ranges even as the extraor-
dinary losses experienced in 2008 are rec-
ognized in future years.

What Are the Investment 
Considerations?

A meaningful examination of the in-
vestment implications of the WRS struc-
ture would require a more extensive treat-
ment than this article will allow. We can, 
however, point to a few high-level consid-
erations.

Two factors not present in most pen-
sion plans merit explicit consideration 
when designing the investment of WRS 
assets. First, while the goal is to fund long-
term liabilities, just as with other pension 
plans, the investment results themselves 
increase and decrease those eventual lia-
bilities. That is the result of the money 
purchase feature that can determine the 
pension that will be generated at retire-
ment. It also is brought about by the divi-
dend process for retirees, which is depen-
dent on investment results. The target 
moves with the results, keeping it more 
within range.

Second, the fact that investment risk 
and reward is shared widely, rather than 
focused solely on the employer, means 
that the consequences of return volatility 
should be evaluated differently. Contribu-
tion rates for active employees are af-
fected. The potential money purchase 
benefit is affected. The retiree dividend is 
affected. In each case investment conse-
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