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EXECUTIVE SUMMARY

The U.S society isaging. The nature of work is changing from work that requires physica strength
to work based on knowledge. Asaresult, workers are beginning to phase into retirement rather
than going directly from full-time work to full retirement. From a retirement income perspective,
many final average pay defined- benefit plans have features that make phased retirement difficult at
best and detrimental at worst. U.S. pension law and regulations present barriers to phased
retirement if the phased retiree wants to receive a portion of available pension benefits during phased

retirement.

This paper discusses the reasons for the trend toward phased retirement and |ooks at the legal and
actuaria aspects of phased retirement as they apply to a smple defined- benefit plan. The
cdculation of find average pay is critica to the impact of phased retirement on the ultimate pension
benefit. The plan’s early retirement reduction and late retirement increase can be st to maintain

actuaria equity throughout phased retirement, and this paper demonstrates one way of achieving this

equity.

Phased retirement can impact participant and spousal protections. This paper discusses some of

those impacts and suggests possible safeguards.

Thetablesin the Appendix show various retirement patterns and their impact on retirement benefits.
They aso show the impact of various find average pay definitions on the phased retireg' s retirement

benefits.



INTRODUCTION?

As America ages, the workforce will need to change. Because of the lower birth rates that followed
the baby boom, the number of young workers declined by 14 percent in the 1990s, and there will
be a shortage of talented young workers for decades to come.? There were seven working-age
persons for every dderly person in the United Statesin 1950, but that ratio will drop to lessthan 3-
to-1 by 2030.2 Consequently, employers will want to find ways to retain their productive older

workers.

At the same time, since the reped of mandatory retirement,* so-called “phased,” or gradud,
retirement has started to replace the traditiona “cliff” retirement pattern that had older workers
leaving the workforce suddenly and never coming back.> Many older Americans are staying in or

reentering the workforce, especidly in part-timeand contingent work situations® According to a

The views expressed in this paper are those of the authorsand do not necessarily reflect the views of
their employers. The authorswish to thank Gordon W. Clarke, Jr., for his assistance with and review of
the tablesincluded in this paper.

Watson Wyatt, Demographics & Destiny: Winning the War for Talent, 1999. Summary available at
http://www.watsonwyatt.com.

Committee for Economic Development "New Opportunities for Older Workers: A Statement on National
Policy by the Research and Policy Committee of the Committee for Economic Development,” page 2,
1999.

Mandatory retirement is still allowed for certain highly compensated employees.

According to one definition, “ Phased retirement is any arrangement that enables employees
approaching normal retirement age to reduce their work hours and job responsibilities for the purpose of
gradually easing into full retirement.” Id.

Diane E. Herz, "Work After Early Retirement: An Increasing Trend Among Men," Monthly Labor
Review, page 14, 118, Number 4, April 1995; Robert L. Clark and Joseph F. Quinn,

"Effects of Pensions on Labor Markets and Retirement," in the Brookings Institution Conference on
ERISA After 25 Years: A Framework for Evaluating Pension Reform, Washington, D.C., 31, Sept. 17,
1999; Joseph F. Quinn, "Retirement Patterns and Bridge Jobsin the 1990s," EBRI Issue Brief Number 206
(Washington, DC: Employee Benefit Research Institute, February 1999); William J. Wiatrowski,



recent survey by Watson Wyatt, 16 percent of the companies surveyed now offer phased retirement
programs.” Also, according to one estimate, roughly one-third of older workers leave their long-
held career jobsin favor of new jobsthat serve as abridge to full retirement.8 Another Watson
Wyatt survey found phased retirement more prevalent at firmsin which workers have an average

age of 45 or higher.®

Clearly, both employers and employees are interested in phased retirement. Unfortunately,
however, the U.S. pension system was not designed with an eye toward phased retirement. Many
companies face serious legd impediments to establishing an effective phased retirement program. In
2000, one of the working groups of the ERISA Advisory Council focused on phased retirement,1°
and Representetive Earl Pomeroy (D-ND) and Senator Charles Grasdey (R-1A) introduced
legidation that would change ERISA to permit employers to provide in-service distributions once an

employee reaches age 59%% or 30 years of servicet

More and more workers are using phased retirement as away to ease into retirement rather than
going from full-time work to full retirement. This paper explores the impact of phased retirement on

benefitsprovided by atraditiond find average pay defined benefit penson plan. Thetablesin the

"Changing Retirement Age: Ups and Downs," Monthly Labor Review, April 2001 — available at
http://stats.bls.gov/opub/mlr/2001/04/art1full.pdf.

Watson Wyatt, supra note2.

Committee for Economic Development, supranote 3, at 9.

Watson Wyatt, Demographics & Destiny: Winning the War for Talent, 1999. Summary available at
http://www.watsonwyatt.com.

Pension & Welfare Benefits Administration, U. S. Department of Labor, "Report of Working Group on
Phased Retirement to the Advisory Council on Employee Welfare & Pension Benefit Plans,” 2000 —
available at http: Jol.gov/dol/pwba/pubic/adcoun/phase }

The Phased Retirement and Liberalization Act (S. 2853/H.R. 4837), 2000.



Appendix show the impact of phased retirement on benefit amounts under various payout patterns.
They compare common offsets for benefits paid against continued acauaswith an actuaridly neutra
approach that avoids excessive offsets when only part of the benefit is being paid out during phased

retirement. This paper discusses some of the lega, adminigtrative, and public policy concerns of

phased retirement.

WHAT ISPHASED RETIREMENT?

Phased retirement is generdly used to refer to one of two Stuations:

> A person isworking part-time fter retiring from a full-time career job. The part-timejobis

often unrelated to the career job and it isreferred to as a “bridge” job.

> A person works a reduced work schedule in the career job before full retirement from that

job.

This paper will focus on the second type of phased retirement described above.

WHY ISPHASED RETIREMENT IMPORTANT TO U.S. RETIREMENT POLICY?

Phased retirement is not a new phenomenon. It is expected to increase in importance for the

economy as the large cohort of baby boomers begin to reach retirement age. The baby boom

generation is often defined as those born between 1946 and 1964. Theoldest baby boomers have



aready reached age 55— a common age for early retirement digibility in defined benefit plans.
Those boomerswill begin reaching age 65 in 2011. With increased longevity and more hedlthy
years, many baby boomerswill have an active life well beyond age 65. EBRI’s 2001 Retirement
Confidence Survey found that 26 percent of current retirees say they have worked either full-time or

part-time snce they retired.12

Because our economy is more dependent on knowledge and less on manufacturing, physica
strength of workers has become lessimportant. Asaresult, it is possible to remain highly
productive even as physical strength declines. Phased retirement provides away for older workers
to continue using their lifetime skills and knowledge while eesing into full retirement. It dso dlows
employersto lose ther skilled knowledge workers gradudly rather than losing the talents dl at once
aswith traditiond dliff retirement. 1t is expected that employers will want to retain experienced
knowledge workersin part to help with the trangition to younger, less experienced knowledge

workers.

The current U.S. penson system does not facilitate phased retirement, especidly for defined benefit
plans and for workers who want to begin phased retirement before the norma retirement age and
receive benefits from the pension plan while till working. Not dl employees will have other sources
of income, such as investment income, to supplement their earned income during phased retirement,
s0 they will need accessto at least aportion of their pension as they ease into full retirement.

Legidative and regulatory changes that will alow employers and workers to structure phased access

Employee Benefit Research Ingtitute, EBRI 2001 Retirement Surveys. Retirement Confidence Survey
(RCS), Minority RCS, and Small Employer Retirement Survey (SERS), EBRI Issue Brief Number 224, June
2001.



to retirement benefits will be necessary if phased retirement is to become an attractive dternative to

aggnificant segment of baby boomers.

ACTUARIAL EQUITY IN PHASED RETIREMENT PAYOUTS

This discussion of actuarid equity begins with the premise that phased retirement should be
beneficid to both the employer and the employee. It benefits the employee by alowing him or her
to design a phased retirement pattern. Aslong asthat phased retirement is beneficid to the
employer, the employer can implement that retirement pattern for that specific employee. The
employer can then negotiate a different, or perhaps similar, phased retirement pattern with another
employee. The employee enjoys freedom to design his or her trangtion from full-time work to full
retirement. The employer enjoys the productivity and taent of the employee during this trangtion

time

Given the premise that phased retirement is beneficid to both the employer and the employee, the
financid impact of whether the employee decides to supplement his or her phased retirement income
with pension plan distributions should be actuaridly neutrd. The employer is benefiting from the
continued work of the phased retiree® Although the employer cannot be expected to subsidize the
pension payouts during phased retirement, the employer should not expect to receive an actuaria
benefit depending on whether or not the employee decides to receive some or dl of the accrued

pension benefits before full retirement.



If aparticipant terminates under a pension plan and is digible to begin receiving penson distributions
a early retirement, normd retirement, or any time in between, the employer does not participatein
the participant’ s decision of when to begin penson payments. Similarly, once the phased retirement

pattern is negotiated, the employer should have no financid stake in the pension digtributions.

The tables in the Appendix, as described beow, demongrate one way of achieving actuarid
neutrdity in phased retirement payouts. The key to this digtribution neutraity isfor the plan to make
afull actuarid reduction for early retirement distributions, as well as afull actuarid increase for

continued employment after norma retirement. 14

ACTUARIAL EQUITY IN PHASED RETIREMENT BENEFIT CALCULATIONS

A traditiond find average pay plan that averages, for example, the find five compensation amounts
for determining benefits pendizes the phased retiree for continuing to work, because part-time pay
during phased retirement would be used in determining find average pay. Theresult isfind average
pay that decreases from year to year as ayear of full-time pay is dropped from the find five years
and ayear of part-time pay is added in its place. Once the entire find average is based on part-time
pay during phased retirement, the average will begin to increase because of sdary increasesin the
rate of pay as aresult of inflation, productivity, merit, and/or promotiond increases. However, that

average will likely be much smdler than the average just before phased retirement.

The employer and employee will presumably negotiate a compensation and employment arrangement
that ismutually beneficial. Thisaspect of equity in phased retirement is outside the scope of this paper.

“ Actuarial assumptions must also be consistent to achieve this actuarial equity. |f adefined-benefit plan

pays lump sums to phased retirees, this actuarial equity may not be possible because of mandated
actuarial assumptions for lump-sum calculations. See Tables B-1, B-2, and B-3 for an illustration of
actuarial equity in phased retirement payouts.



The definition of find average pay has asgnificant impact on the effect of phased retirement on the
retirement benefits payable from afina average pay plan. Table Cin the Appendix shows severd
possible definitions of find average pay for a participant who is working 50 percent of afull-time
schedule during phased retirement beginning at age 60. The participant receives a 4 percent annua

sdary increase each year, including during phased retirement.

Many plans use the approach that resultsin decreasing find average pay described above. Under
this approach, shown in the “Decreasing Find Average Pay” column of Table C, the plan might
average the find five compensation amounts. Even plans that average the high five of the last 10
compensation amounts will have decreasing final average pay if the participant works a reduced
schedule for more than five years and salary increases do not make up for the pay reduction asa

result of the reduced work schedule. 15

Instead of having fina average pay decrease during phased retirement, the plan could use the highest
five consecutive compensation amounts throughout the entire service period. The disadvantage to
this gpproach is that the participant does not benefit from any increases in the rate of pay during
phased retirement. Because phased retiremert should be structured to benefit both the employee
and the employer, it seems unfair not to reflect pay increasesin fina average pay used to determine

the benefit amount.

With today’ s low inflation, it is unlikely that salary increases would compensate for the pay reduction
from a 50 percent work schedule.



To be sure the worker gets the benefit of pay rate increases during phased retirement, the plan could
annudize pay during phased retirement years. This approach is Smilar to the gpproach some plans
use for participants who do not work afull-time schedule. 1t is most common to annudize pay when
the participant receives a partid year of sarvice when not working afull-time schedule. 6 This
gpproach could be used for phased retirement. If the plan credits a partial year of service for ayear
inwhich a participant works less than athreshold number of hours, a participant working part-time
while phasing into retirement would receive a partid year of service.l” In order to avoid double

prorating, the plan would then annualize compensation for thet yesr.

A plan could annudize pay during phased retirement and credit afull year of benefit accrud service
a the sametime. However, this gpproach gives a disproportionate benefit accrua during phased
retirement years by usng afull year of benefit accrud service and pay annudized asif the participant
received afull year of pay even though the participant is working part-time and phasing into

retirement. We have not used this overweighting in the tables in the Appendix.

An dterndive to using annudized pay during phased retirement in the calculation of find average pay
would be to use apartid year in the divisor of the find average pay fraction. For example, the first
year the participant works 50 percent of afull-time schedule, the divisor would be 4.5 and the pay
amounts would be the four years just before phased retirement and the first year of phased

retirement (not annuaized). As Table C shows, this dternative is very close to the dternative that

The authors have encountered plans sponsored by health-careindustry employers using this approach.

ol Some plans credit afull year of benefit accrual service for ayear in which the participant earns 2,000 or

more hours and credits afraction of ayear equal to hours worked divided by 2,000 for ayear in which
the participant works at least 1,000 hours but fewer than 2,000 hours. Many other service crediting
optionsare available.



annudizesfind average compensation. To avoid an overweighting of the phased retirement years
(described above), the plan would need to credit a partid year of service during phased retirement

rather than crediting afull year.

In the tablesin the Appendix, we have used the gpproach that annualizes pay and credits partia
sarvice during phased retirement. This gpproach is alowed under current law. The gpproach that
uses apartid year in the divisor of final average pay for each phased retirement year produces very
amilar results, but it may violate some of the rules that apply to plans that coordinate benefits with

Socid Security (integrated plans).18

METHODOLOGY USED IN PAYOUT TABLESIN APPENDIX

The tablesin the Appendix illugtrate benefit amounts under a smplified phased retirement scenario
and agmplefind average pay plan. Complete documentation of the formulas used in the tables is
provided in the Appendix to alow the reader to develop a spreadsheet model to study other plan

and phased retirement designs.

The benefit formulaillustrated in the tables is 1 percent of Final Average Pay times Credited Service.
No service cap is used in the samples even though it is common for plansto use a service cap as

explained bdow. The benefit is payable annudly at the beginning of the year as asingle life amuity.

The authors did not research the impact of integration rules on this alternative. Further study of this
final average pay alternative should include this research.

10



The participant in the example is hired a age 25 and begins phased retirement at age 60. The plan’'s
normd retirement age is65. The participant fully retires at age 70. During phased retirement, the

participant works 50 percent of afull-time schedule.

It is not common for an employee to retire from the company at which he or she was hired at age
25. A participant’ s retirement decison will depend on the expected retirement income from all
sources. However, it is cumbersome to show retirement benefits from severd employers. This
more common type of employment pattern does not provide the most sraightforward illustration of
various phased retirement designs on retirement plans. We have, instead, chosen to use a career

employee to Implify our example.

The participant in the tables is assumed to earn $25,000 at age 25 and receive 4 percent annua pay
increases until full retirement. Find average pay isthe average of the last five compensation
amounts. Pay is annudized as described esewhere in this paper for Tables A-2, B-1, B-2, and B-
3. For comparison purposes, Table A- 1 uses acommon definition of fina average pay in which the

average decreases during phased retirement.

Benefits commencing before normal retirement are reduced actuaridly from normd retirement age
(65). Benefits commencing after normd retirement are increased actuaridly for delayed retirement.

These actuarial adjustments are based on 6.15 percent interest and GATT mortality. 1°

® GATT mortality is commonly used to determine lump -sum distributions under 8417(e). Itisamale-

female blended version of the GAM -83 mortality tables.

1



DISCUSSION OF PAYOUT TABLESIN APPENDIX

The diff retirement table shows a common retirement pattern of going directly from full -time work to
full-time retirement. The participant in this table works full-time until age 70 and then fully retiresand

begins receiving $70,763 annudly as a sngle life annuity.

InTablesA-1, A-2, B-1, B-2, and B-3, the participant begins working 50 percent of afull-time
schedule & age 60 in order to phase into retirement. The participant fully retires at age 70. These
tables differ in their treetment of final average pay and in the benefit payout pattern during phased

retirement.

Table A-1 shows aplan that averages the find five compensation amounts in order to determine
benefits. During phased retirement, fina average compensation decreases each year until age 65,
when the find average uses only pay during phased retirement. Beginning at age 66, find average
pay increases as aresult of the annual pay increase. The participant recaives an annua pay incresse
indl prior years. However, the pay increase did not prevent find average pay from decreasing
because a year of full-time pay was dropped from the average and was replaced by ayear of part-
time pay. The participant waits until fully retiring at age 70 to begin receiving benefit payments and

then begins receiving $35,383 annualy, about haf of the benefit recaived by the diff retiree.

In contragt, Teble A-2 annudizes pay during phased retirement and credits a partial year of service
equal to the portion of afull-time schedule worked during phased retirement. Asin Table A-1, the

participant does not receive any benefit payments until full retirement. The impact of annudized pay



is partidly offset by crediting partid service during phased retirement. The rationae for this
treatment is discussed in the section of this paper covering actuarid equity in the phased retirement
benefit cdculation. The participant in Table A-2 receives $66,342 annually beginning at age 70
compared to $35,383 received by the participant in Table A-1 —an 87 percent increase in benefit.
The comparison of Tables A-1 and A-2 shows the importance of annudizing pay during phased
retirement in order to avoid pendizing the participant for phasing into retirement with a sgnificantly

reduced retirement benefit.

At firg glance, the relaionship between the diff retirement benefit and the benefit in Table A-2
seemsincongstent. Because Table A-2 annualizes pay, find average pay isthe samein both tables.
By age 70, the dliff retiree has earned 45 years of service while the Table A-2 phased retiree has
earned only 40 years of service. Y et the age 70 benefit in Table A-2 is gpproximately 94 percent of
the cliff retirement benefit, not 89 percent like the aredited service reationship. The reason for this
result is that the actuaria increase in the normal retirement benefit is more vaugble than the
additiona benefit accruds after normd retirement. As aresult, the rdationship of the age 70 benefit

paymentsisin proportion to the sarvice rdaionship a age 65 (normd retirement age).

Tables B-1, B-2, and B-3 use the same annudized pay and partid year of credited service aswas
usd in Table A-2. These tables show the impact on the ultimate benefit of variousin-service
digtribution patterns. The section in this paper discussing the basic legd consderations with phased

retirement talks about whether these options are alowed under current law. All three payout

13



patterns are included as examples of dternatives participants could chooseif the statute were

changed to facilitate phased retirement.?°

In Table B-1, the participant begins receiving 50 percent of the age 60 early retirement benefit
($9,842) et the beginning of phasad retirement. Because only 50 percent of the early retirement
benefit is being paid, the offset of benefits recaived againg future benefit accruds is limited to 50
percent of the additiond accruals.?t Asaresult, the participant continues earning additiona accruds
until full retirement at age 70. Upon full retirement, the participant begins receiving $50,737
annudly, and this benefit is payable as asngle life annuity for the participant’ s remaining lifetime. In
spite of the different payout pattern, the actuaria vaue a age 70 of the accumulated benefits
received and the benefits to be received in the future is the same for TablesA-2, B-1, B-2, and B-

32

Table B-2 shows an dternative alowed under current law. In thistable, the participant begins
receiving the full accrued benefit equa to $40,076 at normd retirement while continuing to work 50
percent of afull-time schedule until full retirement a age 70. Because the full accrued benefit is
payable during phased retirement, the offset for benefits recelved gpplies to the entire accrued

benefit. Asaresult, the participant does not accrue any additiona benefits from age 65 to age 70.%

The authors do not suggest one payout pattern is better than another. A phased retiree can select the
best payout pattern based on total personal wealth.

Thisoffset for partial benefit paymentsis not required under current law. Asdescribed elsewhere,
current law does not facilitate payment of partial benefits. Current law also makes no effort to achieve
actuarial equity when a participant receivesin-service distributions.

See section on actuarial equity in phased retirement payouts for more discussion of how these equal
actuarial values were achieved.

Asan alternative, one might want workersin phased retirement to continue to earn additional benefit
accruals even beyond the date on which they draw full retirement benefits. One approach would be to
increase the annual retirement benefit each year for work done after normal retirement age. For example,

14



As noted above, the vaue of the payoutsin this aternative equas the value of the payoutsin
Tables B-1 and B-3, in which the participant earns additiona benefits during phased retirement after

partia benefit payments begin.

Table B-3 shows a payout pattern in which the participant begins receiving 50 percent of the age 65
accrued benefit beginning at age 65. Because only 50 percent of the age 65 accrued benefit is
payable before full retirement, the offset for benefits received before full retirement gpplies only to
50 percent of the additiona benefit accruals. Asaresult, the participant receives $20,038 beginning

at age 65 and then $53,209 annudly beginning at age 70.

ISPHASED RETIREMENT GOOD PUBLIC POLICY?

Workers currently have the option of easing into retirement without changing jobs. However, we
discuss bebw the pitfalsinherent in the current legd framework. Isit good public policy to change

the law to support phased retirement?

On the one hand, one could argue that providing workers with more opportunity to manage the end
of their career is good pubic policy. Rather than forcing employees to change jobs in order to
access their retirement benefits, employees would be able to continue their career job at areduced
schedule and receive a portion of their retirement benefits if the law is changed to make this option a

redigic one.

the worker in Table B-2 would see a small increase in the $40,076 benefit at age 66 and beyond to take
into account additional accruals for work beyond age 65. A Iternatively, asingle, larger adjustment
might be made to the benefit to be paid once the worker fully retires at age 70.

15



Thereis aways aconcern that employerswill force out older workers. Does phased retirement
increase the risk that older workers who are not ready to reduce their work schedule will be forced
out? Thereisnothing inherent in phased retirement that increases the opportunity for age
discrimination. In fact, phased retirement may offer workers who fed they are being pushed out an

additional option of not fully retiring, but reducing their work schedule insteed.

If someof the current legal obstacles to a flexible phased retirement program, discussed below,
were removed, phased retirement would have to be available on a nondiscriminatory bass. With
widdly available phased retirement, employers would be faced with the issue of whether a phased
retirement program is retaining the highly skilled and effective workers or the ones who are no longer
effective. Employerswho offer early retirement incentive programs face the same type of problem.
The solution to this problem does not lie in the particulars of the retirement program; it liesin

effective workforce management.

We bdieve phasad retirement is good public policy as long asthe law is changed to facilitate phased

retirement programs and protections are put in place to prevent abuse.

16



BASIC LEGAL CONSIDERATIONSWITH PHASED RETIREMENT

There are many lega congiderations that impact a phased retirement program. We will discuss
some of the major onesthat affect defined-benefit plans. These legd considerations impact three

aspects of a phased retirement program:

» Paying partid benefits before full retirement

» Offsetting continuing benefit accruds by the value of in-service digtributions

> In-service distributions before the plan’s normal retirement age

Paying Partial Benefits Before Full Retirement. Although thereis nothing spedific in ERISA
that prohibits defined-benefit plans from paying partial benefits, there are a number of obstacles that
may make these benefits impractica. For example, an employee taking phased retirement might
want to receive 50 percent of his accrued benefit while working 50 percent of a full-time work
schedule. ERISA and the Internd Revenue Code and related regulations refer to commencement of
benefits, caculation of accrued benefits, spousa consent, etc., asthey apply to the full penson. The
statute and related regulations do not discuss paying some portion of the benefit beginning a one

date and then paying the full benefit at alater date.

One question ishow the remaining portion of the accrued benefit would be increased during phased

retirement after normal retirement. If it were not actuarialy increasad, the participant would need to

17



be given a sugpension of benefits natice for the portion of the benefit for which payment is delayed.
If the benefit is actuaridly increased, how will the increase be cdculated? Would it gpply to the full
accrued benefit or only the portion not in pay status? The examples in the Appendix show that the
actuarid increase must gpply to the entire accrued benefit in order to achieve actuaria equity as

defined in this paper.

Tables B-1, B-2, and B-3 show benefit payout patterns if benefits are received during phased
retirement. Norma retirement age under dl three scenarios is age 65, and the participant works 50
percent of afull-time schedule beginning at age 60 and fully retires a age 70. Table B-1 shows
phased retirement with 50 percent of the accrued benefit payable from age 60 through age 69 while
the participant is working 50 percent of a full-time schedule and full retirement and full benefit payout
at age 70. Table B-2 shows phased retirement with no in-service digtributions before norma
retirement age and 100 percent of the accrued benefit payable beginning at age 65. Any increasein
accrued benefit from ages 65 to 70 would be payable beginning a age 70, when the participant fully
retires. Table B-3 shows phased retirement with 50 percent of the age 65 accrued benefit payable
from ages 65 to 70 and the full accrued benefit payable beginning a age 70. In dl three scenarios,
the full accrued benefit has been increased for delayed (full) retirement. The actuarid vaue of the

benefits recaived is offsat againgt the additiona accruds.

Offsetting Continued Accrualsfor Value of In-Service Distributions. ERISA and the Interna

Revenue Code prohibit benefit accruds to be discontinued or the rate of benefit accrud to be
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reduced because of the attainment of any age2* Proposed regulation 81.411(b)-2 pertainsto

continued benefit accruds beyond normal retirement age.

Theplan in Example 3 of §1.411(b)-2 pays out the norma retirement benefit beginning at the
participant’s normd retirement age. The example shows an acceptable method of offsetting
continued benefit accruas againg the vaue of benefits paid out. The accumulated vaue of the
benefits paid out is converted to the annuity that could be purchased with that accumulated vaue.
The annuity value of the cumuldive in-service distributionsis offset againgt the cumulative vaue of

additiona benefit accruas snce normd retirement age. 2

The examplesin Tables B-1, B-2, and B- 3 in the Appendix offset for the vaue of benefits paid, but
they compare the benefit accrua from the time benefit payments begin with the annuity that can be

purchased with the cumulative vaue of benefits received rather than the year-by-year approachin

the proposed regulations.

The challenge for sponsors designing a baanced phased retirement program is how to offset for
partiad annuity didributions. In Table B-1, 50 percent of the age 60 accrued benefit is paid from

ages 60 to 69, and then the full accrued benefit is paid beginning with full retirement at age 70. If the

# IRC 8411(b)(1)(H) and ERISA 8204(b)(1)(H).

The proposed regulation applies the offset year by year. It offsets the annuity value at age 66 of the
benefit paid out from age 65 to age 66 against the benefit accrual from age 65 to age 66 to determine
whether an accrual isrequired at age 66. It offsets the annuity valueat age 67 of the benefits paid out
from age 65 to age 67 against the benefit accrual from age 65 to 67 to determine whether an additional
benefit accrual isrequired at age 67. Thistreatment is consistent with its requirement that the actuarial
increase for delayed retirement be applied to the greater of the accrued benefit or the prior year's
delayed retirement benefit increased actuarially for an additional year of delayed retirement. In practice,
most plansignore this yearby-year increase requirement in the proposed regulations. Instead, they
compare the accrued benefit at age 68, for example, with the normal retirement benefit actuarially
increased to age 68.
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entire additiona benefit accrud were offset by the annuity vaue of the benefits paid, it is likely thet
no further benefits would accrue after age 60. The only increase in the benefit ultimately paid out at
age 70 over the benefit payable a age 60 would be the dimination of the early retirement reduction

that applies a age 60.

In Table B-1, because only 50 percent of the age 60 accrued benefit is being paid out, the offset
applies only to half of the additiona benefit accrual. Asaresult, the participant continues accruing a

least 50 percent of what would have been accrued if no distributions had been received.

This approach achieves actuaria equity as shown by the comparison of the present value of past and
future benefit payments a age 70 in the Summary Present Vadue Table in the Appendix. If the plan
uses afull actuaria reduction before norma retirement and afull actuaria increase after normal
retirement, the plan does not experience an actuaria gain or loss as aresult of any of the payout

scenarios shown in the Appendix.

In-Service Distributions Before Normal Retirement Age. A defined-benefit plan cannot make
in-service digtributions before the plan’s normd retirement age.26 Many defined- benefit plans use
age 65 asthe normal retirement age, so employees who want to begin phased retirement before the
plan’s norma retirement age are not able to use pension benefits to supplement earned income

during phased retirement. Two-thirds of the companies participating in the Watson Wyatt phased

Treas. Reg. 81.401-1(b)(1)(i) states “[a] retirement plan within the meaning of section 401(a) isaplan
established and maintained by an employer primarily to provide systematically for the payment of . . .
benefitsto hisemployees. . . after retirement.” In PLR 8137048, the RS applied this regulation and
concluded that an employee may not receive adistribution from a pension plan before normal retirement
while still an active employee.



retirement survey favor diminating the redtrictions on paying in-service before normal retirement asa

way to facilitate phased retirement?’

IMPACT OF PHASED RETIREMENT ON PARTICIPANT PROTECTIONS

One of the purposes of ERISA was to provde protection to participants. Some of the areas of

protection will be impacted by phased retirement.

Disclosure. Disclosure of information about the plan and its benefits is one of ERISA’ s participant
protections. Effective communication about the plan lets participants understand and take advantage
of the benefits offered. It may be difficult for participants to understand the impact of phased
retirement on their ultimate pension benefits. Plan sponsors could provide example s of the expected
benefit with and without phased retirement, athough there will be an associated administrative cost of
this additional communication. The more phased retirement choices available to participants, the
more important it will be that participants understand the impact of various choices on therr lifetime
pension income. It isimportant to disclose the impact, if any, of reduced pay and credited service on
the ultimate retirement benefit. The participant aso needs to understand the impact of in-service
digributions on the ultimate annuity amount. Some mechanism for helping the participant assessthe

relative vaue of various options will help the participant make the best persond choice.

The section below discussing the communication challenges of phased retirement offers some

disclosure dternatives,

Watson Wyatt, supra note2, a 3.
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Vesting.?® Vesting protections will not be impacted by phased retirement. Once a participant
becomes vested, a reduced work schedule on account of phased retirement will not reduce the
vedting Satus. If the participant is not fully vested when phased retirement begins, the participant
must work sufficient hours in enough plan years to earn additiond years of vesting service to become
vested in the pension benefit. Participants who commence phased retirement before becoming fully

vested — typicdly five years — are not the focus of protections discussed in this paper.?

Benefit Accrual Rules.*® The benefit accrua ruleslook at the rate of benefit accrud throughout
the full employment period. Their basic purposeisto prevent backloading of benefits® and the
demondtration of compliance of the benefit formulawith the rulesis typicaly based on afull-time
employee. Asareault, a plan that alows phasad retirement should not have problems satisfying one
of the accrud rules. Participants will continue earning benefit accrud service as long as they work

the required number of hours, assuming the plan uses hours to credit service.*?

I.R.C. §411(a); ERISA §203.

Participants who begin phased retirement before becoming vested are more like those who change from
their career job to a bridge job because these participants would not be counting on retirement benefits
from their current job to sustain them during their ultimate retirement. The accrual of benefits after a
short job tenure is too small to realistically becomethe primary source of income during retirement. For
example, the pension benefit from the final short-tenure job would usually be much less than the Social
Security benefit because the employee would have had along tenure on another job or jobs.

I.R.C. 84119b); ERISA §204.

Backloading refers to benefit accrual s that increase steeply either as service increases or after acertain
number of years of service. For example, abenefit formula providing 0.25 percent of average pay for
each of the first 20years of service and 2 percent of pay for each of the next five years of service would
be considered a backdoaded formula. After 25 years of service, 5 percent of average pay would have
been earned during the first 20 years of employment, and 10 percent of average pay would have been
earned during thefinal five years of employment. Thisformulaback-loads the benefit accrual because it
provides amuch larger value for later years of service.
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Nondiscrimination Protection. 33 The mechanica nondiscrimination rules can cregte problemsfor
employers who try to accommodate employees who want to phase into retirement. Under current
law, a defined- benefit plan cannot make in-service distributions before normd retirement age. If the
employer considers lowering the norma retirement age to accommodeate in-service ditributions, the

plan must be able to pass nondiscrimination tests usng that earlier normd retirement age34

Theimpact of phased retirement on find average pay, discussed in the Actuaria Equity in Phased
Retirement Benefit Caculations section of this paper, will present a chalenge for a sponsor who
wants to facilitate phased retirement. If the sponsor decides to annudize pay for those phasing into
retirement, the pay definition may fail nondiscrimination tests if a disproportionate share of phased

retirees are highly compensated employees.

If phased retirees are the only participants who can receive certain payout options, such as partia
benefit digtributions, the sponsor must be careful that the effective availability of those options does
not discriminate in favor of highly compensated employees. The demographics of those actudly
taking phased retirement will determine whether these specid payout options are discriminatory

under current nondiscrimination rules.

Plans that use elapsed time for service creditswill credit afull year of service for each full year during
phased retirement. Plans requiring a certain number of hours for ayear of service may credit lessthan a
year of service during phased retirement, depending on the hours actually worked.

|.R.C. §401(3)(4).

Of course, there are many other problems for traditional final average pay plans that use an early normal
retirement age, such as much higher plan costs unless the benefit formulais modified.
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The 2000 ERISA Advisory Council’s Working Group on Phased Retirement recommended the

following nondiscriminetion test dterndtives to the Secretary of Labor:

» Permitting afacts and circumstances test for phased retirement provisionsin a pension plan

as an dterndive to passing the mechanica nondiscrimination test.

> Deveoping safe harbors and/or specia rules addressed to phased retirement programs thet

accommodate their special characteristics®

IMPACT OF PHASED RETIREMENT ON SPOUSAL PROTECTIONS

The primary areas of spousd protection are the following ERISA requirements:3

> Spousd consent for certain forms of benefit payment

> Amount of qudified surviving spouse annuity (QJSA)* and qudified preretirement spousa

desth benefit (QPSA)

Spousal Consent. Spousal consent is an effective protection only if the spouse understands the

impact of waiving the QJSA. This communication chalengeis not unique to phased retirement. I

® The Working Group Report on Phased Retirement, November 14, 2000, p.6.

See, e.g., Jonathan Barry Forman, "Protecting Spousal Rightsin Private Pensions," in Retirement Needs
Framework, SOA Monograph M-RS00-1, 55-68 (Society of Actuaries, 2000).

A qualified joint and surviving spouse annuity (QJSA), as defined in 8417(b), is an annuity that pays the
surviving spouse no less than 50 percent and no more than 100 percent of the amount payable while the
participant is living and receiving benefits.
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the participant works a reduced schedule during phased retirement, but he or she does not elect to
receive any penson benefits before full retirement, spousal consent will not be affected by phased

retirement.

If the participant eects to recaive benefits during phased retirement, spousa consent would be
required if the benefit were not payable in the form of a QJSA when phased retirement benefits
begin. Upon full retirement, another spousal consent would be required for the additiona benefit
thet will be payable.® The requirement of multiple spousa consents may be confusing to the
spouse, so the plan sponsor should try to ensure that the spouse understands that theinitiad consent

appliesonly to theinitia partid benefit.

Amount of QJSA and QPSA. If aparticipant eects phased retirement in afina average pay plan
and thefind average pay decreases during phased retirement, the ultimate retirement benefit may be
lower then if the participant continued working full-time. Therefore, the QJSA aswell asthe QPSA

will belower asaresult of lower annua pay during phased retirement 3°

When the participant elects to begin receiving alifetime digtribution a an earlier age, the amount of
the monthly benefit is smdler than if the benefit had begun at alater age. Asaresult, the survivor
benefit payable to the spouse under the QJSA payment method is smaller than if the participant had

not retired as early.

Treas. Reg. §1.401(a)-20, Q-9.

See Actuarial Equity in Phased Retirement Benefit Cal cul ations section of this paper for adiscussion of
variousfinal average pay alternativesthat could be used in phased retirement programs.
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Althoughi it is not reasonable to expect the spouse to have the right to consent to a reduced work
schedule as part of phased retirement, there is an erosion of some of the spousa protections on
account of phased retirement. Education about the impact of phased retirement on pension benefits
could include segments geared to educating spouses about the effect of phased retirement on their

portion of the pension benefit.

SUBSIDIZED EARLY RETIREMENT BENEFITS AND PHASED RETIREMENT

Subsidized early retirement benefits are benefits payable before normd retirement that are more
vauable than the actuarid equivaent of the normd retirement benefit determined at the early
retirement age. Mot traditional defined-benefit plans provide subsidized benefits to those who elect
to commence benefits before normal retirement. Do these subsidized early retirement benefits

make sense in a phased retirement world?

Subsidized early retirement benefits provide an incentive to participants to retire before norma
retirement. If plansare not able to pay partia benefits during phased retirement, asis the case
currently, participants must forfeit the early retirement subsidy in order to ease into retirement
through phased retirement. On the other hand, participants who do not want to give up the early

retirement subsidy are forced to retire from their career job and take a bridge job.

A common early retirement reduction in a plan with age 65 as the normal retirement age reduces the
benefit 20 percent at age 62, 33 percent at age 60, and 50 percent at age 55. An actuarial reduction using
6 percent interest and GAM 94 mortality would reduce the benefit 25 percent, 37 percent, and 58 percent,
respectively. The conmon early retirement reduction provides benefits more valuable (with alower
reduction) than an actuarial reduction and isreferred to as subsidized early retirement.
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If it isgood public policy to dlow workers to delay retirement by facilitating phased retirement, is it
aso good public policy for pension plans to encourage early retirement a the sametime? These
policies seem contradictory. Making penson plans age-neutra by requiring afull actuarid reduction
isoneway to diminate this contradiction.#* Requiring an actuaria increase for delayed retirement
and not dlowing suspension of benefits are other ways to ensure actuarid neutraity. As mentioned
earlier, Tables B-1, B-2, and B-3 use afull actuarid reduction before normd retirement and afull
actuarid increase after norma retirement, achieving actuaria neutraity. Regardless of the payout

pattern selected by the participant, the present value of the benefits paid from the plan does not

change.

The Phased Retirement Liberaization Act, introduced by Congressman Earl Pomeroy and Senator
Charles Grasdey in 2000, would alow in-service distributions a the earlier of age 59%, 30 years of
service, or normd retirement age.#2 The bill would diminate the 10 percent additiona income tax on
premature distributions for anyone with 30 years of service who is receiving in-service distributions

before age 592 The hill did not address paying partid benefits upon phased retirement.

o Pension plans are considered age-neutral if nothing in the plan favors or disadvantages employees on

account of age. There are protectionsto prevent unfair age discrimination, but pension benefits before
normal retirement seem to be excluded from that protection. Asaresult, the plan can provide subsidized
early retirement benefitsthat are most valuable at the earliest retirement age and become less valuable as
the participant nears normal retirement. An age-neutral benefit would have the same actuarial value
regardless of the age at which the benefit begins. Requiring afull actuarial reduction would require
plansto either increase the value of benefits at later ages or reduce the value at earlier ages. See, e.g.,
Jonathan Barry Forman, "How Federal Pension Laws Influence Work and Retirement Decisions," TAX
LAWYER PAGES 143-184, Volume 54, Number 1, 2000.

© The Phased Retirement and Liberalization Act (S. 2853/H.R. 4837), 2000.
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EARLY RETIREMENT WINDOWSAND PHASED RETIREMENT

Some employers offer an early retirement window as a means of reducing their workforce. Early
retirement windows provide some form of extra benefits as an incentive to participantsto retire

during a particular time period (the “window”).

If the law and regulations are modified to facilitate phased retirement, early retirement windows take
on anew aspect. Can aplan require participants taking an early retirement window to retire fully
when the plan otherwise alows participants to receive early retirement benefits and continue
working areduced schedule? Age discrimination rules will likely have an impact on how this conflict

would be resolved.

Phased retirement might be an dternative to early retirement windows, depending on the extent of
downsizing being targeted. The employer may be able to redize sufficient payroll savings by having
alarger number of participants take partia retirement without as large awindow subsidy aswould
be required for employeesto take full early retirement. Of course, the law would have to dlow in-

sarvice digtributions for this approach to work.

Early retirement windows present a significant opportunity to discriminate againg older workers.
These programs are geared toward reducing the workforce, and they are generdly available only to
older workers. If phased retirement could be an dternative to awindow program it would replace
aprogram that discriminates againgt older workers with one that gives older workers more choices

for managing their retirement.
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DEFERRED RETIREMENT OPTION PLANS— DROPS

Some public sector plans include DROPs — Deferred Retirement Option Plans —that dlow workers
to continue working and have retirement benefits deposited into a separate account that earns
interest. The participant receives the vaue of the DROP account upon full retirement, generaly no
more than five years after eecting to have benefits deposited into the DROP. DROPs are probably

not available to private- sector employers though. 43

A DROP can be structured to apply once the participant has become digible for unreduced benefits
or to apply aso to participants who are digible for an early retirement subsidy. If it appliesto
participants who are digible for unreduced benefits, the DROP lets the participant take the
unreduced benefit without having to retire. DROPs woud be attractive to participants who do not

need retirement income as a supplement during phased retirement.

If the DROP gpplies to participants digible for subsdized early retirement benefits, it dlows the
participant to receive that subsidy without having to terminate employment. The subsidized benefit is
deposited in the DROP and earns interest until retirement. At retirement, the subsidized early
retirement benefit would be the monthly benefit payable to the participant. Aslong as the earnings
on the DROP are sufficient to protect the value of the early retirement subsidy, the participant will

end up with more vauable lifetime benefits because the participant will receive the vaue of the early

The authors did not conduct a study of ERISA to determine whether DROPs would satisfy the ERISA
requirements and, therefore, be available to private sector plans. Thisresearch would be a helpful
addition to the information available on phased retirement options.



retirement subsdy. Even though the benefits paid out after retirement are reduced asif the
participant had retired early, the vaue of the DROP will more than compensate for the cost of the

early retirement reduction in the lifetime benefit.

A more equitable dternative to DROPs is to have early retirement benefits reduced for the full

actuarid reduction. Asareault, thereisno economic incentive for retiring early.

ADMINISTRATIVE ISSUES SURROUNDING PHASED RETIREMENT

Thereis an adminigrative cost to the employer of dlowing participants to continue working while
receiving retirement benefits. Benefit calculations are more complicated because they are required
a more than one time for each participant. Actuaria fees and internd staff time will be higher in
order to maintain data on phased retirees and to caculate their benefits. Also, if the law is changed
to permit paying a portion of the accrued benefit during phased retirement, the plan must specify
exactly how the ultimate retirement benefit will be adjusted to reflect additiona accruds and to
reflect the value of benefits paid during phased retirement. In the Appendix, weillustrate caculation

dternatives during phased retirement.

COMMUNICATION CHALLENGESRELATED TO PHASED RETIREMENT

Public policy is not well-served if workers enter into phased retirement thinking that they will
continue to earn additiona pension benefits, only to find out they have earned no additiona benefits

when they move into full retirement. Safeguards are needed to protect workers. Theided



protection would require additiona benefit accruds if the worker istaking partid benefits during

phased retirement, asillugtrated in the Appendix.

At aminimum, the protections should ensure that participants understand the impact of phased
retirement on the ultimate retirement benefit. For example, whether the participant continuesto earn
benefit accrual service may depend on whether the participant continues working at or above a

certain threshold number of hours, for example, 1,000 hours.

Depending on how the plan defines find average pay, phased retirement can have a significant
impact on find average pay used to caculate retirement berefits. Various dternatives for caculating
final average pay were discussed above and are shown in the documentation for Table C. Any
communication about phased retirement must help ensure that the participant understands the impact
of phasad retirement on the find average pay used in the plan and the impact of find average pay on

the pension benefit.

Additiona communication materid will be needed to explain phased retirement options. The
complexity of the communication materids depends on the flexibility of the phased retirement
options available to participants. Because phased retirement is an individua arrangement, the
communications will need to be tailored to each participant’s particular Situation. As mentioned
above, it would be helpful if a section of the communication were geared to the spouse because

spousal benefitswill likely be impacted by phased retirement.
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The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA)* enhanced the notice
requirements for plans that reduce the rate of future benefit accruas. Although these requirements
will not apply to phased retirement, they provide useful guidance on protections that could gpply ina
plan that facilitates phased retirement. Under the EGTRRA disclosure rules, the average participant
should be able to understand the communication, and it must give the participant enough information

to underdand the impact of the provision on the participant.

Software that allows participants to modd their benefits under various phased retirement scenarios
can be helpful for participants who are comfortable using these tools. In other Stuations, the
sponsor could use aworkbook or a series of benefit exhibits to help participants understand the

effect of phased retirement on their retirement benefits.

CONCLUSION

Phased retirement provides employees with important options for managing the end of their working
career. It provides employers with away to retain valuable knowledge workers who no longer
want to work full-time. It isimportant for U.S. pension law and regulations to be modified to
facilitate phased retirement, but those changes should include safeguards to protect workers and

spouses as they make decisons that will have alifetime financia impeact.

Economic Growth and Tax Relief Reconciliation Act of 2001, Pub. L. No. 107-16, 115 Stat. 38 (2001).
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APPENDIX

LISTING AND BRIEF DESCRIPTION OF TABLESIN THE
APPENDIX

Basic Assumptions Used for Retirement Tables [Appendix pagev]. This section describes
the plan design and provides the demographic assumptions used in the retirement tables that follow

inthe Appendix. It aso describes some underlying principles used in the tables.

Summary Payout Table [Appendix page vii]. Thistable shows the payouts from the Cliff

Retirement Table and TablesA-1, A-2, B-1, B-2, and B-3.

Summary Present Value Table [Appendix page viii]. Thistable compares the actuaria vaue at
age 70 of the benefits received before age 70 and the lifetime benefits payable after age 70 for the

payoutsin the Cliff Retirement Table and Tables A-1, A-2, B-1, B-2, and B-3.

Cliff Retirement Table[Appendix pageix]. Thistable shows benefits under atypica cliff

retirement pattern for a participant who works full-time until age 70 and then retires.

Table A-1 [Appendix pagex]. Thistable shows the impact of phased retirement on a participant
in aplan that averages compensation in the last five years of employment with no protection for
those who do not work afull-time schedule. The participant in this example works 50 percent of a
full- time schedule beginning at age 60 and fully retires at age 70. No retirement benefits are

received during phased retirement.
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Table A-2 [Appendix pagexi]. Thistable shows the impact of phased retirement on a participant
in aplan that averages compensation in the lagt five years of employment and in which compensation
is annudized during phased retirement and a partiad year of benefit serviceis earned. The participant
in this example works 50 percent of a full-time schedule beginning a age 60 and fully retires & age

70. No retirement benefits are received during phased retirement.

Table B-1 [Appendix pagexiv]. Thistable showstheimpact of phased retirement on a
participant in a plan that averages compensation in the last five years of employment and in which
compensation is annualized during phased retirement and a partid year of benefit serviceis earned.
The participant in this example works 50 percent of afull-time schedule beginning at age 60 and fully
retires at age 70. The participant receives 50 percent of the age 60 accrued benefit during phased
retirement. Early retirement and deferred retirement benefits are actuaridly adjusted. The offset for
in-service benefits recelved is limited to 50 percent of the accrued benefit because the participant is

receiving only 50 percent of the age 60 accrued benefit during phased retirement.

Table B-2 [Appendix pagexv]. Thistable shows theimpact of phased retirement on a participant
in aplan that averages compensation in the lagt five years of employment and in which
compensation is annualized during phased retirement and a partid year of benefit service is earned.
The participant in this example works 50 percent of afull -time schedule beginning a age 60 and fully
retires at age 70. The participant receives 100 percent of the age 65 (normd retirement age)
accrued benefit during phased retirement beginning & age 65. Early retirement and deferred

retirement benefits are actuaridly adjusted. The offset for in-service benefits received is gpplied to
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the full accrued benefit because the participant is receiving 100 percent of the age 65 accrued

benefit.

Table B-3 [Apperdix pagexvi]. Thistable showstheimpact of phased retirement on a
participant in a plan that averages compensation in the last five years of employment and in which
compensaion is annudized during phased retirement and apartid year of benefit serviceis earned.
The participant in this example works 50 percent of afull-time schedule beginning at age 60 and fully
retires at age 70. The participant receives 50 percent of the age 65 (normal retirement age) accrued
benefit during phased retirement beginning at age 65. Early retirement and deferred retirement
benefits are actuaridly adjusted. The offset for in-service benefits received is limited to 50 percent
of the accrued benefit because the participant is receiving only 50 percent of the age 65 accrued

benefit during phased retirement.

Table C [Appendix page xxi]. This table compares the following definitions of fina average

compensation:

o Decreasing Final Average Pay. Find average pay isthe average of the ladt five

compensation amounts and final average pay decreases during phased retirement.

o Non-Decreasing Final Average Pay: Find average pay isthe average of the last five

compensation amounts but not less than any prior find average pay. Unlike Decreasing

Find Average Pay above, find average pay remains level during phased retirement.
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(o]

Average With Phased Years Annualized: Compensation during phased retirement is
annudized. Find average pay isthe average of the last fiv e compensation amounts usng

annualized compensation during phased retirement.

Average Using Partial Yearsto Divide: A partid year isused in the divisor during
phased retirement years and compensation isnot annudized. Fina average compensation
averages the last five compensation amounts and divides it by the sum of the portions of a
full-time schedule worked in those five years. For example, after two years of working 50
percent of afull-time schedule, the divisor would be 4: 1 for each of the threeyearsin
which the participant worked full -time and ¥z for each of the two years the participant

worked 50 percent of afull-time schedule.
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BASIC ASSUMPTIONSUSED FOR RETIREMENT TABLES

Underlying principlesused in tables:
Under current law, find average pay can decrease in a plan that usesthe high x of the lagty if
the participant takes phased retirement and receives reduced pay for morethan y — X years.
Before normal retirement, the accrued benefit can decrease as a result of decreasing pay.
The accrued benefit payable (after early retirement reduction) cannot decrease as aresult of
decreasing pay.
Benefits are payable annudly at the beginning of the year.
Plan provisonsused in tables:
Benefit Formula:
1% x Find Average Pay x Credited Service [No service cap]
Normal Payment Method:
Sngle life annuity payable annualy
Final Average Pay (FAP):
Average of the five prior compensation amounts. At age 60, find average pay isthe
average of the compensation amounts from age 55 through age 59.
Retirement Ages:
Norma retirement: age 65
Early retirement: age 55 with 10 years of service
Early Retirement Reduction and Late Retirement Increase:

Actuarid adjustment using 6.15 percent interest and GATT mortdity (blended GAM-83)

Appendix — Page v



Participant information assumed in table:

Hire Age 25%
Sdary a Hire $25,000
Annud Sdary Increase: 4%
Retirement Age: Seeindividud examples
® The authors understand that it is not all that common for an employee to work for the same employer

from age 25 until retirement. A participant’ sretirement decision will depend on the expected retirement
income from all sources. However, it is cumbersome to show retirement benefits from several employers.
This more common type of employment pattern does not provide the most straightforward illustration of
various phased retirement designs on retirement plans. We have, instead, chosen to use a career
employeeto simplify our example.
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Summary Payout Table

Comparison of Benefit Payments

Age Cliff A-1 A-2 B-1 B-2 B-3 Age
Retirement

60 - — - $ 9,842 — - 60
61 — — — 9,842 — — 61
62 — — — 9,842 — — 62
63 — — — 9,842 — — 63
64 - — — 9,842 - - 64
65 — — — 9,842 $40,076 $20,038 65
66 — — — 9,842 40,076 20,038 66
67 - - - 9,842 40,076 20,038 67
68 - — — 9,842 40,076 20,038 63
69 - - - 9,842 40,076 20,038 69

70+ $70,763 $35,383 $66,342 50,737 40,076 53,209 70+
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Summary Present Value Table

Comparison of Actuarial Value of Benefitsat Age 70

Cliff A-1 A-2 B-1 B-2 B-3

Retirement
Accumulated vaue at age 70 of - - - $150,000 $252,500 $126,300
benefits received from ages 60 to
69
Present value at age 70 of future $680,300 $340,200 $637,800 $487,800 $385,300 $511,600
lifetime benefits
Actuarid vaue of past and future $680,300 $340,200 $637,800 $637,800 $637,800 $637,800
benefit payments at age 70
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Cliff Retirement Table

No Phased Retirement

Age Salary Final Average  Benefit From Accd Ben Adj for Accrued Benefit Benefit Age
Pay Formula Early or Late Ret Payable*® Received
60 $ 98,653 $ 87,838 $30,743 $19,684 $19,684 — 60
61 102,599 91,351 32,886 22,934 22,934 - 61
62 106,703 95,005 35,152 26,748 26,748 - 62
63 110,971 98,805 37,546 31,230 31,230 — 63
64 115,410 102,757 40,075 36,510 36,510 - 64
65 120,026 106,867 42,747 42,747 42,747 - 65
66 124,827 111,142 45,568 47,029 47,029 — 66
67 129,820 115,587 48,547 51,869 51,869 - 67
63 135,013 120,211 51,691 57,360 57,360 - 68
69 140,414 125,019 55,008 63,612 63,612 - 69
70+ - 130,020 58,509 70,763 70,763 $70,763 70+

Accrued Benefit Adjusted for Early or Late Retirement at current age, but not less than any prior Accrued Benefit Payable.
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Table A-1

Benefits Payable Only After 100% Retirement

Full Year of Service Earned During Phased Retirement

Decreasing Final Average Pay

Age Salary Final Benefit Adjusted Accrued Benefit Age
Average From Accrued Benefit Received
Pay Formula Benefit Payable
60 $49,327 $87,838 $30,743 $19,684 $19,684 — 60
61 51,300 81,486 29,335 20,458 20,458 - 61
62 53,352 74,880 27,706 21,082 21,082 — 62
63 55,486 68,010 25,844 21,496 21,496 — 63
64 57,705 60,865 23,737 21,625 21,625 - 64
65 60,013 53,434 21,374 21,374 21,625 - 65
66 62,414 55571 22,784 23,515 23,515 — 66
67 64,911 57,794 24,273 25,935 25,935 - 67
68 67,507 60,160 25,845 28,680 28,680 — 68
69 70,207 62,510 27,504 31,807 31,807 - 69
70+ - 65,010 29,255 35,383 35,383 $35,383 70+

Note: Documentation for this table follows Table A-2.
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Table A-2
Benefits Payable Only After 100% Retirement
Final Average Pay Based on Annualized Pay During Phased Retirement

Partial Year of Service Earned During Phased Retirement

Age Salary Portionof | Annualized Final Credited Benefit Adjusted Accrued Benefit Age
Year Salary Average Service @ From Accrued Benefit Received
Worked Pay Beginning Formula Benefit Payable
of Year
60 $49,327 0.5 $ 98,654 $ 87,838 35.0 $30,743 $19,684 $19,684 - 60
61 51,300 0.5 102,600 91,351 35.5 32,430 22,616 22,616 — 61
62 53,352 0.5 106,704 95,005 36.0 34,202 26,025 26,025 — 62
55,486 0.5 110,972 98,806 36.5 36,064 29,997 29,997 — 63
57,705 0.5 115,410 102,758 37.0 38,020 34,638 34,638 - 64
60,013 0.5 120,026 106,868 375 40,076 40,076 40,076 — 65
62,414 0.5 124,828 111,142 38.0 42,234 44,091 44,001 - 66
67 64,911 0.5 129,822 115,588 38.5 44,501 48,628 48,628 - 67
63 67,507 0.5 135,014 120,212 39.0 46,3883 53,775 53,775 - 68
69 70,207 0.5 140,414 125,020 39.5 49,383 59,638 59,638 - 69
70+ - - - 130,021 40.0 52,008 66,342 66,342 $66,342 70+

Note: See next page for documentation of calculationsin thistable.
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DOCUMENTATION OF TABLESA-1 AND A-2

Phased Retirement Assumptions:
Participant takes phased retirement and works 50 percent of afull-time schedule beginning at age 60 and fully retires a age 70.

No benefits are payable during phased retirement and full benefitsare received at full retirement.

Salary and Final Average Pay (FAP) — Table A-1:
Sdary is $25,000 at age 25 accumulated to current age at 4 percent salary increase.

FAP isthe average of the prior five years sdary.

Salary and Final Average Pay (FAP) — Table A-2:
Sdary is$25,000 at age 25 accumulated to current age at 4 percent salary incresse.

Sdary isannuaized by dividing pay for the year by the percentage of afull-time schedule worked in the year. During phased retirement, because the
participant works 50 percent of afull-time schedule, the sdlary isdivided by 0.5.

FAP isthe average of the prior five years annualized sdary.
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Credited Service @ Beginning of Year — Table A-2:

A patid year of service equd to the portion of a full-time schedule worked during the yeer is credited during phased retirement.

Adjusted Accrued Benefit:

The accrued benefit reduced actuarially for early retirement for ages less than 65 and increased actuaridly for late retirement for ages more than 65.

Accrued Benefit Payable:

The Adjusted Accrued Benefit for the current age, but not less than any prior accrued benefit payable.
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TableB-1

Partial Benefits Payable During Phased Retirement
Full Benefits Paid at Full Retirement
Pay Annualized During Phased Retirement
Partial Year of Service Earned During Phased Retirement
Offset for Benefits Paid Applies Only to Portion of Benefit Ear ned

Age | Sdary FAP Benefit Adjusted Cumulative Increase Accd Benefit | Age
From Accrued Offset for in Benefit Benefit Received
Formula Benefit Benefits Paid After Payable
Adj for After Adj for
Benefits Paid Bens Paid
60 | $49,327 | $87,838 | $30,743 | $19,684 - $ 2,777 $19,684 $9842 | 60
61 51,300 91,351 32,430 22,616 $ 878 2,054 21,738 9,842 | 61
62 53,352 95,005 34,202 26,025 1,855 4,486 24,170 9,842 | 62
63 55,486 98,806 36,064 29,997 2,944 7,369 27,053 9,842 | 63
64 57,705 | 102,758 38,020 34,638 4,162 10,792 30,476 9,842 | 64
65 60,013 | 106,868 40,076 40,076 5,530 14,862 34,546 9,842 | 65
66 62,414 | 111,142 42,234 44,091 7,070 17,337 37,021 9,842 | 66
67 64,911 | 115,588 44,501 48,628 8,810 20,134 39,818 9,842 | 67
63 67,507 | 120,212 46,883 53,775 10,785 23,306 42,990 9,842 | 68
69 70,207 | 125,020 49,383 59,638 13,033 26,921 46,605 9,842 | 69
70+ - 130,021 52,008 66,342 15,605 31,053 50,737 50,737 | 70+

Note  Documentation of formulas and caculations for thistable follow STET Table B-3.
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Table B-2

Full Benefits Payable During Phased Retirement After Normal Retirement Age
Full Benefits Paid at Full Retirement
Pay Annualized During Phased Retirement
Partial Year of Service Earned During Phased Retirement
Offset for Benefits Paid Appliesto Full Benefit Earned

Age | Salary FAP Benefit Adjusted Cumulative Increase Accd Benefit | Age
From Accrued Offset for in Benefit Benefit Received
Formula Benefit BenefitsPaid After Payable
Adj for After Adj for
Benefits Paid Bens Paid
60 | $49,327 | $87,838 | $30,743 | $19,684 - $ 2,777 $19,684 - 60
61 51,300 91,351 32,430 22,616 - 2,932 22,616 - 61
62 53,352 95,005 34,202 26,025 - 3,409 26,025 - 62
55,486 98,806 36,064 29,997 — 3,972 29,997 — 63
57,705 | 102,758 38,020 34,638 - 4,641 34,638 - 64
60,013 | 106,868 40,076 40,076 - 5,438 40,076 $40,076 65
62,414 | 111,142 42,234 44,091 $ 4,015 - 40,076 40,076 66
67 64,911 | 115,588 44,501 48,628 8,552 - 40,076 40,076 67
63 67,507 | 120,212 46,883 53,775 13,699 — 40,076 40,076 68
69 70,207 | 125,020 49,383 59,638 19,562 - 40,076 40,076 69
70+ - 130,021 52,008 66,342 26,266 - 40,076 40,076 | 70+

Note Documentation of formulas and caculations for this table follows Table B-3.
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Table B-3

Partial Benefits Payable During Phased Retirement After Normal Retirement Age
Full Benefits Paid at Full Retirement
Pay Annualized During Phased Retirement
Partial Year of Service Earned During Phased Retirement
Offset for Benefits Paid Applies Only to Portion of Benefit Earned

Age | Sdary FAP Benefit Adjusted Cumulative Increase Accd Benefit | Age
From Accrued Offset for in Benefit Benefit Received
Formula Benefit Benefits Paid After Payable
Adj for After Adj for
Benefits Paid Bens Paid
60 | $49,327 | $87,838 | $30,743 | $19,684 - $ 2,777 $19,684 - 60
61 51,300 91,351 32,430 22,616 - 2,932 22,616 - 61
62 53,352 95,005 34,202 26,025 — 3,409 26,025 — 62
55,486 98,806 36,064 29,997 - 3,972 29,997 - 63
57,705 | 102,758 38,020 34,638 — 4,461 34,638 — 64
60,013 | 106,868 40,076 40,076 - 5,438 40,076 $20,038 | 65
62,414 | 111,142 42,234 44,091 $ 2,007 2,008 42,084 20,038 | 66
67 64,911 | 115,588 44,501 48,628 4,276 4,276 44,352 20,038 | 67
63 67,507 | 120,212 46,883 53,775 6,850 6,850 46,926 20,038 | 68
69 70,207 | 125,020 49,383 59,638 9,781 9,781 49,857 20,038 | 69
70+ - 130,021 52,008 66,342 13,133 13,133 53,209 53,209 | 70+

Note: See next page for documentation of formulas and caculations for thistable.
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DOCUMENTATION OF TABLESB-1, B-2, AND B-3

Phased Retirement Assumptions:
Participant takes phased retirement and works 50 percent of afull-time schedule beginning a age 60.

Participant fully retires at age 70.

Salary and Final Average Pay:
Sdary is $25,000 at age 25 accumulated to current age at 4 percent sdary increase.

FAP isthe average of the prior five years annudized sdaried whereby annudized sdlary is the actua sdlary divided by portion of the year worked.

Benefit From Formula:

Bendfit formula shown above using fina average pay and credited service whereby credited service isthe sum of dl prior portions of year worked.

Partiad year of service is credited during phased retirement.
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Adjusted Accrued Benefit:
The accrued benefit reduced actuaridly for early retirement for ages before normd retirement age and increased actuaridly for years after normal
retirement age.

N65

Formulafor early retirement reductionto age x: Benefit from Formula but not less than any prior adjusted accrued benefit.

X

Formulafor late retirement increaseto age'y: Benefit from Formula Nes
N

but not less than the benefit from formula at agey.

y
Cumulative Offset for Benefits Paid:
The adjustment reflects the annua benefit that could be purchased with the benefits that were received in prior years.
Prior benefit payments are actuaridly increased to the current age.
This formula follows Example 3 of §1.411(b)-2.

PRBA = phased retirement beginning age.

)gl
ao N N
Accumulation of prior benefits paid: Ben Paid” % = BenPaid”~ —FRrReA™ Tx
NPRBA' Nx
Annuity purchased by accumulation of prior benefitspaid: Ben Paid” + =BenPad” NPRE;\/IA' N,
D

X
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Increase in Accrued Benefit After Adjustment for Benefits Paid:

PRBA = the age a& which benefit payments begin during phased retirement.

PR % = percentage of accrued benefit received during phased retirement.

Before age a which benefitsare paid = Accrued Benefit Payable, - Accrued Benefit Payable After Adjustment for Benefits Paid , ;-
Beginning with age & which benefits arefirgt paid (this adjustment is the cumul ative increase in the accrued benefit at age PRBA) =
Max 0, (AccruedBenefit Payable, - AccruedBenefit Payablegg,)” PR%- Cumulaive Offset, ]

+(1- PR%)" (AccruedBenefit Payable, - Accrued Benefit Payable ., )

Accrued Benefit Payable After Adjustment for Benefits Paid:

Before PRBA, the prior year's accrued benefit payable after adjustment for benefits paid plus the current year’ s increase in accrued benefit after

adjustment for benefits paid.

Beginning with the age a which bendfitsare first paid,

Accrued Bendfit Payableqss, + INncreasein AccruedBenefit After Adjustment for Benefits Pad, .
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Benefit Payout Assumptions — Table B-1
50 percent of the accrued benefit at initial phased retirement is payable during phased retirement.

Accrued benefit payable after adjustment for benefits paid at full retirement begins at that age.

Benefit Payout Assumptions— Table B-2:
100 percent of the accrued benefit is payable beginning a normal retirement.

Accrued benefit payable after adjustment for benefits paid at full retirement begins at thet age.

Benefit Payout Assumptions — Table B-3:

50 percent of the accrued benefit is payable beginning a normal retirement.

Accrued benefit payable after adjustment for benefits paid at full retirement begins at thet age.
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TableC

Various Final Average Pay Alternatives

Age | Sdary Decreasing Non-Decreasing Annualized AverageWith Divideby | AverageUsing Age
Final Average | Final Average Pay | Phased Years Phased Years Partial Partial Yearsto
Pay Annualized Years Divide

55 | $81,087 - - $81,087 - 10 - 55
56 84,330 - - 84,330 - 10 - 56
57 87,703 — — 87,703 — 10 — 57
58 91,211 - - 91,211 - 10 — 58
59 94,859 - - 94,859 - 10 - 59
60 49,327 $87,838 $87,838 98,654 $87,838 0.5 $87,838 60
61 51,300 81,486 87,838 102,600 91,351 0.5 90,540 61
62 53,352 74,880 87,838 106,704 95,055 0.5 93,600 62
63 55,486 68,010 87,838 110,972 98,806 0.5 97,157 63

57,705 60,865 87,838 115,410 102,758 0.5 101,441 64

60,013 53,434 87,838 120,026 106,868 0.5 106,868 65
66 62,414 55,571 87,838 124,828 111,142 0.5 111,142 66
67 64,911 57,794 87,838 129,822 115,588 0.5 115,588 67
63 67,507 60,106 87,838 135,014 120,212 0.5 120,212 68
69 70,207 62,510 87,838 140,414 125,020 0.5 125,020 69
70 — 65,010 87,838 — 130,021 0.0 130,021 70

Note: See next page for documentation of thistable.
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DOCUMENTATION OF TABLEC

Basic Assumptions:
Hireage= 25
Starting sdlary = $25,000
Annud salary increase = 4%
Yearsto Averagein Finad Average Pay =5
Percentage of Full-Time Work During Phased Retirement = 50%
Phased Retirement Beginning Age= 60

Full Retirement Age= 70

Slary:

Prior year' ssdary multiplied by 1 + salary increase.

Decreasing Final Average Pay:

Fina average pay isthe average of the prior five years of dary.
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Non-Decreasing Final Average Pay:

Find average pay isthe average of the prior five years of sdary, but not lessthan any prior fina average pay.

Annualized Phased Years:

During phasad retirement, sdary is annudized by dividing the pay received by (1 - % of full-time schedule worked during phased retirement).

Annualized slary at age 61 equals $51,300 | (1 —0.5) = $106,200

Average With Phased Years Annualized:

Fina average pay isthe average of the prior five years of annualized sdary.

Divide by Partial Years:

Portion of full-time worked in current year.

Average Using Partial Yearsto Divide:

Fina average pay isthe sum of the prior five years of sdary divided by the sum of the prior five years portions of full-time schedule worked.
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