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CHAPTER 9

EMPLOYEE STOCK OWNERSHIP PLANS

Introduction
An employee stock ownership plan (ESOP) allows companies to share 

ownership with employees without requiring the employees to invest their 
own money. With an ESOP, shares of company stock are contributed to the 
ESOP on behalf of the employees. Although other employment-based plans, 
such as stock bonus and profi t-sharing plans, may contain company stock, an 
ESOP is required to invest primarily in company stock. 

ESOPs are unique among employee benefi t plans in another way: they 
may borrow money. This feature can be benefi cial as a corporate fi nance tool. 
Because of special tax benefi ts accorded ESOPs, they can also lower the cost 
of fi nancing corporate transactions. 

Louis O. Kelso is generally credited with creating the ESOP concept. 
Kelso believed that by providing employees with access to capital credit, 
ESOPs would broaden the distribution of wealth through free enterprise 
mechanisms. Employees who were made owners of the productive assets 
of the business where they work, Kelso reasoned, would benefi t from the 
wealth produced by those assets and would thus acquire both a capital 
income and an incentive for being more productive. 

Kelso attracted a powerful ally in Sen. Russell Long (D-LA), who used 
his infl uence to spearhead legislative efforts to promote ESOPs. Political 
support for the ESOP concept has grown steadily, and through the end of 
the 1980s Congress encouraged ESOPs through a number of favorable laws, 
including the Employee Retirement Income Security Act of 1974 (ERISA), 
the Tax Reduction Act of 1975, the Tax Reform Act of 1976, the Revenue 
Act of 1978, the Economic Recovery Tax Act of 1981, the Defi cit Reduction 
Act of 1984, and the Technical and Miscellaneous Revenue Act of 1988. In 
1989, ESOPs came under congressional scrutiny when the large amount of 
debt incurred by some ESOPs was connected with heavy corporate takeover 
activity. Congress considered major ESOP changes that would have dramati-
cally reduced their attractiveness to corporations but ultimately passed 
relatively minor tax changes in the Omnibus Budget Reconciliation Act of 
1989 (OBRA ’89). In a series of laws enacted in 1996 (Small Business Job 
Protection Act of 1996), 1997 (Taxpayer Relief Act of 1997), 2001 (Economic 
Growth and Tax Relief Act of 2001),1 and 2004 (American Jobs Creation Act 

1   The Pension Protection Act of 2006 made the changes in Economic Growth and Tax Relief 
Act of 2001 permanent, which were initially scheduled to sunset after 2010.
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of 2004), Congress expanded to S corporations, which are generally small to 
mid-sized closely held companies that do not pay a corporate level federal 
income tax, the ability to sponsor ESOPs. These changes are discussed later 
in this chapter.

Types of ESOPs
Leveraged ESOPs—An ESOP that borrows funds to acquire company 

stock is called a leveraged ESOP. This can be accomplished in one of two 
ways. An employer may arrange to sell the ESOP a specifi ed amount of 
qualifi ed employer securities at fair market value. The ESOP then borrows 
the funds needed to purchase the stock. The lender may be a bank or regu-
lated investment company or the employer or shareholders in the employing 
company. The loan may be guaranteed by the employer, or the stock may be 
pledged as collateral; it is common for both to occur. The loan is typically 
repaid with the employer’s tax-deductible contributions to the ESOP. Non 
tax-deductible funds may be used to repay the loan, although it is not a very 
common practice. As the ESOP loan is repaid, shares of stock are allocated 
to participants’ accounts. Unallocated shares remain in the ESOP trust and 
can continue to serve as collateral for the remaining loan balance. 

Alternatively, the employer may borrow the money and transfer stock to 
the ESOP in exchange for the promissory note. The employer makes deduct-
ible contributions to the ESOP, which uses these contributions to pay off 
the note. These repayments to the employer, in turn, are used to pay off the 
employer’s loan. 

In contrast to a nonleveraged ESOP, where stock is acquired slowly 
through employer contributions, a leveraged ESOP generally acquires a 
large block of stock purchased with the borrowed funds; the shares are held 
in trust and allocated to participants as the loan is repaid. A leveraged 
ESOP can acquire a large share of ownership in a company much faster than 
a nonleveraged ESOP. Furthermore, if the loan is used to buy stock from the 
employer (rather than from outside existing stockholders), the ESOP trans-
action provides a cash infusion for the employer. 

Leveraged ESOPs are now concentrated in closely held, small to mid-
sized companies, which represent about 98 percent of the ESOP companies 
in America, according to recent surveys by nonprofi t organizations that 
concentrate on ESOPs. The 1989 changes in ESOP tax incentives lessened 
the attractiveness of leveraged ESOPs to publicly traded companies, while in 
1989 no changes were made in tax incentives to establish leveraged ESOPs 
in closely held companies. Furthermore, the laws of the late 90s and early 
2000s that permitted S corporations to sponsor ESOPs were another factor 
in the growing concentration of leverage ESOPs in closely held companies 
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even though the tax incentives for S corporations with ESOPs are not the 
same as for C corporations. To summarize, the reasons leveraged ESOPs 
have maintained a concentration in closely held companies are as follows:
• Sellers of stock of a closely held C corporation to an ESOP may defer 

taxation of gain under certain conditions mentioned below.
• C corporation sponsors of ESOPs may deduct dividends paid on ESOP 

stock under certain conditions mentioned below.
• C corporation sponsors of ESOPs may deduct contributions to a lever-

aged ESOP equal to 25 percent of total compensation plus the interest 
amount on the ESOP loan.

• S corporation sponsors of ESOPs do not pay current taxes on corporate 
income pro rata to the ESOP’s share of ownership, either at the corpo-
rate or direct shareholder level.

Other ESOPs—While some companies still sponsor what is known as a 
nonleveraged ESOP, where company stock is contributed to an ESOP trust 
without any borrowing transaction to acquire the stock, the most common 
use of a nonleveraged ESOP is in a combination plan called a “K-SOP.” A 
K-SOP is an arrangement in which employees make their contributions to a 
401(k) plan, and the company matches the contribution with contributions of 
company stock to an ESOP. Most 401(k) and ESOP combinations are covered 
by one ERISA plan document, thus the reference to K-SOP, although they 
can be separate plans in which the plan sponsor informally co-ordinates its 
contributions to the ESOP to match the employee’s voluntary contributions 
to his or her 401(k) account. K-SOPs are primarily sponsored by publicly 
traded corporations, not closely held corporations.

A few public companies may still have so-called tax credit ESOPs, which 
were effectively repealed in the mid-1980s, as Congress eliminated a tax 
credit for contributions of company stock in the Tax Reform Act of 1986.

Plan Qualifi cation Rules
ESOPs are a type of defi ned contribution plan and qualify with the 

Internal Revenue Service as either a stock bonus plan or a stock bonus/
money purchase pension plan combination. As with all tax-qualifi ed plans, 
ESOPs must establish a trust to receive the employer’s contributions to the 
plan, and the plan must be created exclusively for the benefi t of employees. 

ESOPs are subject to the general ERISA rules governing eligibility, 
vesting, participation and coverage, and reporting. (See chapters on retire-
ment plans and nondiscrimination.) But ESOPs also must comply with 
additional requirements aimed at the plans’ specifi c characteristics.
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Investment of Assets—As mentioned earlier, ESOPs must invest pri-
marily in qualifi ed securities of the employer. In practical terms, this means 
that at least 51 percent of a plan’s assets must be so invested. Qualifi ed 
employer securities may include readily tradable common stock, stock 
with voting power and dividend rights, preferred stock that is convertible 
into qualifi ed common stock, and stock of affi liated corporations if certain 
requirements are met. Debt instruments are not included. 

Diversifi cation—For stock acquired after 1986, ESOPs must provide 
means for qualifi ed participants nearing retirement to diversify part of their 
ESOP account balance. In general, beginning with the plan year following 
the participant’s attainment of both age 55 and 10 years of participation, 
the participant must be provided the opportunity to diversify at least 
25 percent of the total account. Five years later, the participant must be 
allowed to diversify at least 50 percent. Alternatively, the ESOP may distrib-
ute the amount that could be diversifi ed. 

Voting Rights—ESOP participants must be allowed certain voting 
rights. For stock that is readily tradable (stock of a public company), full 
voting rights for all allocated shares must be passed through to participants. 
For stock of closely held companies (those whose voting stock is held by a few 
shareholders), voting rights must be passed through on all major corporate 
issues, specifi cally those that must be decided by more than a majority vote. 
Shares not voted by participants may be voted by the ESOP trustee. 

Distributions—ESOPs, both in C corporations and S corporations, 
are permitted to make distributions in either stock or cash equal in value 
to the stock in a participant’s account.2  Since S corporations are limited in 
how many persons can be shareholders, the law permits S corporations to 
limit distributions to cash, and most do so, as otherwise S corporation status 
might be revoked because of too many shareholders. C corporations may also 
limit distributions to cash if the corporate charter or by-laws require that 
substantially all of the company’s stock be owned by employees. Otherwise, 
the law requires ESOPs, as it does stock bonus plans, to make distributions 
in company stock. If the ESOP sponsor is closely held, which as noted is 
generally the case in recent years, the employee may put the stock back to 
the company, and the company must honor the put. The distribution may be 
in lump sum, or over no more than fi ve years. For a terminated employee, in 
contrast to a retired, deceased, or disabled employee, the distribution does 
not have to commence until fi ve years pass after the plan year ended during 
which the termination occurred. If the account balance in 2005 exceeds 

2 Unless the separating participant elects otherwise, distributions attributable to stock acquired 
after Dec. 31, 1986, must begin within one year following the plan year in which the participant 
retires, dies, or becomes disabled, or within fi ve years after the participant separates from ser-
vice for any reason (if not re-employed with the same company).
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$850,000, the fi ve-year period may be extended by one year equal to the 
amount over $850,000 divided by fi ve. Details of the distribution that meet 
the general legal requirements are governed by the plan document. If the 
ESOP sponsor chooses to pay out over a period of time, adequate consider-
ation must be provided to the former participant who is due a distribution.

It is important to note that the value of the distribution of closely held 
shares of an ESOP sponsor is determined by an independent appraisal each 
year. The latest appraisal determines the value of a participant’s account.

The obligation of the ESOP sponsor that is a closely held corporation to 
pay out an ESOP account in cash equal in value to the shares in the account 
is referred to as the repurchase obligation.

Obviously, the distribution of shares distributed from an ESOP that is 
publicly traded does not require repurchase by the ESOP sponsor, as the 
shares are marketable.

Special Tax Advantages
ESOPs enjoy a variety of tax advantages over other defi ned contribution 

plans. 
Deductions for Contributions—ESOP contributions that are used to 

repay an ESOP loan incurred by a C corporation may be deducted up to 
25 percent of compensation plus the amount of the interest on the ESOP 
loan. ESOP contributions that are used to repay an ESOP loan incurred by 
an S corporation may be deducted up to 25 percent of compensation.

Dividend Deduction—Sponsors of ESOPS that are C corporations 
generally may also deduct dividends paid on ESOP stock as long as the 
participants are allowed to elect to take the dividends in cash or leave them 
in the plan for reinvestment in employer stock. As pass-through entities that 
pay no federal corporate tax, S corporations that sponsor ESOPs are not per-
mitted any kind of tax deduction for dividends paid on its stock in an ESOP; 
but S corporation dividends, or as referred to in S corporations, distributions 
from current earnings, paid on ESOP stock may be used to pay debt to the 
ESOP loan.

Incentives for Sale of Stock to an ESOP—Shareholders of a closely 
held C corporation may defer taxes on the gain from the sale of stock to an 
ESOP if, on the completion of the sale, the ESOP owns at least 30 percent 
of the company and the seller reinvests the proceeds from the sale in quali-
fi ed domestic securities within one year after (or three months before) the 
sale. In addition, the seller must have held the securities for at least three 
years before the sale of the stock (effective for sales after July 10, 1989). This 
provision allows owners of closely held C corporations who are approaching 
retirement age to, in essence, create a market for their stock and to diversify 
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their investments, on a tax-deferred basis, while providing their employees 
with a signifi cant benefi t and assuring the continued independence of the 
business. Only shares of a closely held C corporation are eligible for this 
treatment.

Deferral of Federal Tax for S Corporation ESOPs—Since January 
1, 1998, when the laws fi rst permitted S corporations to sponsor ESOPs, the 
corporate level income of an S corporation that is proratable to the ESOP 
share of the ownership of the S corporation shares is not subject to current 
taxation. If the ESOP owns 100 percent of the S corporation’s stock, there 
is no current taxation on any of the S corporation’s income. When distribu-
tions are made to ESOP participants, there is federal income taxation on the 
value of the distribution. In order to ensure this special tax advantage for 
S corporations sponsoring ESOPs is not abused, especially by corporations 
with 1 to 10 employees, Congress enacted an anti-abuse law in 2001 that is 
complex and requires careful review by smaller S corporations that sponsor 
ESOPs. Also, please note, S corporations sponsoring ESOPs are not eligible 
for the tax incentives mentioned above for C corporations.

Considerations in Addition to Positive Tax Incentives—The biggest 
concern for the closely held companies that sponsor ESOPs is having the 
cash to repurchase the shares of ESOP stock from departing vested employ-
ees. As the ESOP matures, especially if it holds more than 50 percent of the 
company’s stock, the repurchase obligation can in some years be very large 
for the vast majority of ESOP companies that are economically successful. 
Thus, a company that is setting up an ESOP must plan steps to ensure its 
ability to repurchase the ESOP stock from departing employees.

Also, a leveraged ESOP is actually a buy-sell arrangement between 
current shareholders and the ESOP, using borrowed funds. Thus, setting up 
an ESOP will be more costly than establishing other defi ned contributions 
plans.

Finally, ownership of a concentrated asset can be more rewarding com-
pared with a small diversifi ed mix of assets, but also more risky if the asset 
collapses in value. An ESOP, primarily invested in company stock, thus 
carries the risk that the account balances might decline drastically if the 
fortunes of the ESOP sponsor fall. And while the law requires diversifi cation 
opportunities for senior employees of an ESOP company who are nearing 
retirement, younger employees have greater risk than employees of compa-
nies with diversifi ed defi ned contribution plans. (Data from entities that are 
involved with ESOPs and employee ownership show that 85 percent of ESOP 
sponsors also sponsor other retirement income programs, primarily 401(k) 
plans.)



 99Chapter 9: Employee Stock Ownership Plans

Conclusion
ESOPs can provide employees with substantial fi nancial benefi ts 

through stock ownership while providing companies with attractive tax 
advantages and a powerful corporate fi nance tool. By making employees 
partial owners of the business, a company also may realize productivity 
improvements, since workers benefi t directly from corporate profi tability and 
are thus working in their own interest.

Although more and more small to mid-sized companies consider and 
implement ESOPs each year, the extra costs of establishing an ESOP, the 
repurchase obligation that impacts the company’s cash fl ow, and the higher 
risk that ownership of one primary asset creates mean that any company 
considering creating an ESOP must proceed with purpose and awareness of 
the positives and the negatives of employee ownership through the ESOP 
structure.

An ESOP is not appropriate in every circumstance, but the many ben-
efi ts of employee ownership and ESOP fi nancing merit close consideration of 
this concept.
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Additional Information

The ESOP Association
1726 M Street, NW
Washington, DC 20036
(202) 293-2971
www.esopassociation.org

National Center for Employee Ownership
1201 Martin Luther King, Jr. Way
Oakland, CA 94612
(510) 272-9461
www.esop.org



 101Chapter 10: Cash Balance Plans

CHAPTER 10

CASH BALANCE PLANS 

Introduction 
The trend in the late 1990s among large employers toward conversion 

of traditional fi nal-average and career-average defi ned benefi t plans to cash 
balances has raised a controversial and complex set of issues. A cash balance 
plan is a “hybrid” type of pension plan—i.e., one that takes on the character-
istics of both a defi ned benefi t plan and a defi ned contribution plan. 

Legally, a cash balance plan is a defi ned benefi t plan. A cash balance 
plan offers some of the popular advantages of a defi ned benefi t plan but is 
designed to look more like a defi ned contribution1 plan, with an individual 
“hypothetical” account that appears to accumulate assets for each partici-
pant. Cash balance plan accounts are a record-keeping feature only, as these 
plans are funded on an actuarial basis, in the same way that defi ned benefi t 
pension plans are funded. Therefore, at any point in time, the benefi ts prom-
ised to a participant are based on the plan formulae and not on the assets 
in his or her “account.” In a typical cash balance plan, a participant’s retire-
ment account grows by earning annual credits that may be based on a fl at 
percentage of pay but that might be integrated with Social Security benefi ts. 
Cash balance plans also provide a yield on the hypothetical account that is 
typically defi ned as either the 30-year Treasury rate or the one-year T-Bill 
rate plus a stated percentage (Gebhardtsbauer, 1999).

Final-average plans offer automatic preretirement infl ation protection2 
and provide a substantial amount of their total benefi ts to career employees 
during their last few years of service (e.g., fi ve years) as demonstrated in 
Figure 10.1. Career-average plans pay benefi ts based on a greater number of 
years of service for employees with long tenure with the plan sponsor (e.g., 
30 years rather than fi ve). As a result, a career-average plan tends to provide 
less protection against the effects of preretirement infl ation on the value of 
benefi ts payable at retirement than fi nal-average plans.3

1  Although this chapter focuses exclusively on cash balance plans, hybrid arrangements 
that combine traditional defi ned benefi t and defi ned contribution concepts include pension 
equity plans, age-weighted profi t-sharing plans, new comparability plans, fl oor-offset plans, 
new comparability profi t-sharing plans and target plans (Campbell, 1996).
2  To the extent that infl ation and wages are correlated. 
3  Cash balance plans actually are a type of career-average plan, in that benefi ts are based 
on career-wide earnings. However, for purposes of this chapter, career-average only refers to 
traditional career-average pay formulas. 
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Fundamental Economic Distinction Between 
Final-Average and Cash Balance Plans 

Under either the fi nal-average or cash balance plans illustrated in 
Figure 10.1, an employee starting at age 25 will obtain the same benefi t 
value at age 65 if he or she remains with the same employer for a full career. 
Nevertheless, the accrual rates under each plan differ fundamentally. The 
annual increase in benefi t value (viz., how much additional retirement 
income an employee will earn by working one more year) tends to be much 
higher for young employees under the cash balance plan and much higher 
for older employees under the fi nal-average plan. This is true even though 
the cash balance plan illustrated in this fi gure adopts a service-weighted pay 
credit schedule.4 

Historically, the difference in accrual rates between older and younger 
workers upon conversion from a fi nal-average to a cash balance plan was 
likely to exist whether or not a so-called wear-away provision (explained 
later) is included in the plan. The difference is conceptually similar to the 
effects of changing a fi nal-average plan to a career-average plan or, more 
drastically, terminating a defi ned benefi t plan and establishing a defi ned 
contribution plan. However, the magnitude of the difference is infl uenced by 
plan-specifi c design parameters.5 Employees faced with the type of graph 
shown in Figure 10.1 are likely to wonder why the shapes look different. 
The difference essentially lies in the different determinants of benefi t value 
under each type of plan. A fi nal-average plan determines the present value of 
the annual accrual of pension wealth, expressed as a percentage of compen-
sation, based on age, service, and pay at any point in time. However, a cash 
balance plan determines the present value predominantly based on pay and 
service (and a lesser extent on age). 

Therefore, even if the overall generosity of a plan remains the same after 
conversion to a cash balance formula, higher accruals for young employ-
ees means that accruals for older employees will likely decrease unless 
some type of grandfathering or transition provisions (explained below) are 
provided to older workers. For example, an employee participating in the 
hypothetical fi nal-average defi ned benefi t plan in Figure 10.1 would have 
approximately $95,000 (the present value of pension wealth) at age 55 from 
his/her defi ned benefi t plan, as opposed to approximately $135,000 for a 

4  All assumptions for this fi gure replicate those in Purcell (1999) with the exception of the 
benefi t accrual rate, which was decreased to 0.91 percent to allow for benefi t equivalence of 
the two programs assuming 40 years of participation in the same program. The pay credits 
varied as follows: years 1–10, 4 percent; 11–20, 5.5 percent; and 21–40, 7 percent. 
5  For example, age-weighted pay credits under the cash balance plans and early retirement 
provisions under the fi nal-average plan. 
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similar employee who had participated in the hypothetical cash balance plan 
for the same period of 30 years. 

However, if the hypothetical fi nal-average plan were then converted 
to the hypothetical cash balance plan without the provision of any type of 
transition credit, the employee would not benefi t from the rapid escalation 
in pension wealth from age 55 to 65 that is associated with the fi nal-average 
plan. Instead, during the fi nal 10 years he or she would experience a slope of 
the accrual path similar6 to that experienced by the participant who remains 
under the cash balance plan for the entire 40 years. As a consequence, the 
participant would not end up with the same fi nancial position at age 65 but, 
barring any transition provisions, would experience a decrease in pension 
wealth of approximately 23 percent. 

Another signifi cant difference between a traditional defi ned benefi t 
plan and a cash balance plan concerns the inherent uncertainty involved in 

6  Note that they will not be exactly equal given that the pay credit differs from the assumed 
interest credited to the cash balance plan (5.6 percent). 

Figure 10.1

Illustration of a Conversion From a Hypothetical Traditional 
Final-Average Defined Benefit Plan to a Hypothetical Service-Weighted 
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estimating the nominal amount of retirement income. Traditional defi ned 
benefi t plans are not typically thought of in this regard since the amount is 
specifi ed in a formula and (with the exception of certain integrated plans) 
can be directly computed once the average compensation and years of par-
ticipation are known. 

Potential Advantages: Cash Balance vs. Final-Average Plans 
Before discussing key public policy issues and the possible ramifi cations 

of modifying the existing legislative and/or regulatory landscape, it may be 
helpful to consider why a sponsor of a fi nal-average defi ned benefi t plan may 
be interested in converting to a cash balance plan:7

Ease of Communication vs. Invisible Plan Syndrome—Sponsors of 
traditional defi ned benefi t plans often bemoan the lack of recognition they 
receive from their employees, even though substantial sums of money are 
contributed and/or accrued annually. When the quality of workers’ informa-
tion regarding traditional pension offerings was evaluated,8 about one-third 
of workers queried were unable to answer any questions about early retire-
ment requirements, and  about two-thirds of those who offered answers 
about early retirement were wrong (Mitchell, 1988). In contrast to explaining 
the complex benefi t formulas used by traditional defi ned benefi t plans, con-
veying information through theoretical account balances under cash balance 
plans facilitates employee appreciation of both current pension wealth and 
the annual pay and interest credits that increase pension value over time. 

No Magic Numbers of Age and Service—Final-average defi ned 
benefi t plans often require employees to satisfy some combination of age and 
service before they are entitled to retire with an early retirement subsidy, 
and the magnitude of the dollar loss from leaving prior to that time can be 
substantial (Ippolito, 1998). In contrast, the accrual pattern under a cash 
balance plan typically does not have a sudden, rapid increase after attain-
ment of specifi c age and service criteria. As a result, cash balance plans may 
be more attractive to a mobile work force. 

Higher Benefi ts to Employees Who Do Not Stay With One Employer 
for Their Entire Career—Figure 10.2 shows the percentage increases in 
annual retirement benefi ts at normal retirement age for an employee in a 
hypothetical cash balance plan versus a hypothetical fi nal-average defi ned 

7  In addition to these retirement plan-specifi c reasons, there may also be overall compensa-
tion or administrative concerns that are specifi cally addressed through a conversion. Two 
of the more common reasons include supporting a total compensation philosophy in the 
context of a new performance-based arrangement with employees and providing a platform 
for merging disparate pension plans as a result of merger and acquisitions activity (Towers 
Perrin, 1999). 
8  Using both administrative records and worker reports of pension provisions. 
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benefi t plan. The data in this fi gure are tabulated from a Congressional 
Research Service report to Congress that includes calculations for two types 
of employees: (a) one who enters the employer’s plan at age 25 and remains 
in that plan for 40 years and (b) one who changes jobs every 10 years 
(Purcell, 1999). Comparing the two sets of bar graphs, one can see that for a 
hypothetical individual staying at the same job for his or her entire life, the 
cash balance plan provides a larger benefi t after the fi rst 10 and 20 years of 
service. But, by age 55, the fi nal-average plan is slightly more valuable, and 
by retirement age the benefi t derived from the fi nal-average plan would be 
30 percent larger than the cash balance benefi t. However, this “one-job for 
life” scenario only applies to a small percentage of the work force (Yakoboski, 
1999). Employees are more likely to have four, if not more, jobs during their 
careers. The second set of bar graphs shows that, in those cases, the series of 
cash balance plan benefi ts dominate those accrued under the fi nal-average 
plans at every age, and the fi nal retirement benefi ts are approximately 
40 percent larger.9

9  In the case of the job-changer, it is assumed that the full amount of any cash balance pro-
ceeds would be reinvested in a tax-deferred retirement savings account and earn an average 
annual rate of return of 8.65 percent, while the employee covered by a fi nal-average plan 

            

Figure 10.2

Hypothetical Percentage Increases in Annual Benefits at Normal Retirement Age, 
Cash Balance vs. Final Average Plan: Impact of Job Tenure
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Potential Advantages: Cash Balance vs. Defi ned 
Contribution Plans 

Of course, an employer that sponsors a fi nal-average plan also has the 
alternative of terminating the existing defi ned benefi t plan (assuming it 
is adequately funded) and setting up a defi ned contribution plan through 
which to provide benefi ts for future service. However, several considerations 
may make this option problematic: 

Ease of Conversion vs. New Plan Establishment—Whereas a conver-
sion from a fi nal-average defi ned benefi t plan to a cash balance plan only 
requires a plan amendment (Rappaport, Young, Levell, and Blalock, 1997), 
terminating the same plan and setting up a successor defi ned contribution 
plan may trigger a reversion excise tax of either 20 percent or 50 percent 
(Alderson and VanDerhei 1991). 

Guarantee of Employee Participation—The noncontributory nature 
of most (if not all) cash balance plans eliminates the need to worry about 
employees who choose not to participate or make de minimis contributions in 
a 401(k) arrangement. As a result, employees are guaranteed a benefi t under 
a cash balance plan without needing to actively choose to participate in the 
plan, and the plan is protected from possible disqualifi cation due to insuf-
fi cient participation among lower-paid workers. 

Retirement Pattern Predictability—Investment risk is typically 
directly borne by employers under a cash balance plan and by employees 
under a defi ned contribution plan (see Auer 1999, however, for one notable 
exception). As a result, the employer is better able to predict retirement 
patterns under a cash balance plan, since retirement income will not be sus-
ceptible to market fl uctuations. Under a defi ned contribution plan, employers 
may face unexpected increases in early retirements during a strong bull 
market and unexpected delays in retirement during a market correction 
(especially if it is prolonged). 

Retirement Benefi t Predictability—Since employers directly bear 
investment risk under cash balance plans, they need not worry about overly 
conservative worker-investors. VanDerhei, Holden, Copeland and Alonso 
(2007) report that 47 percent of 401(k) participants in their 20s and 
33 percent of those in their 30s hold no equity funds in their 401(k) account 
balances. Although approximately one-half of these individuals in each age 
cohort have some equity market exposure through company stock and/or bal-
anced funds, a signifi cant percentage of them may be subjecting themselves 
to expected rates of return too low to generate suffi cient retirement income 
at normal retirement age. 

would remain in a terminated vested status and not receive lump-sum distributions. 
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Funding Flexibility—Finally, a cash balance plan may have more 
funding fl exibility than a defi ned contribution plan, depending on the type of 
commitment made to employees. Although some profi t-sharing plans provide 
for annual contributions that are entirely discretionary for the plan sponsor 
(see chapter on profi t-sharing plans), a defi ned benefi t plan is the only 
vehicle that will allow employees to continue their normal benefi t accruals 
while employer contributions are reduced or even temporarily curtailed. 

Potential Limitations: Conversion From a Defi ned 
Benefi t to a Cash Balance Plan

Although using a cash balance plan to provide benefi ts that are easily 
communicated, that typically provide no investment risk to employees, and 
that maintain the funding fl exibility inherent in a defi ned benefi t plan may 
appeal to many employers, cash balance plans also present several tradeoffs: 

Smaller Accruals for Older Workers—As mentioned earlier, unless 
some type of transition benefi ts are provided, older employees are likely to 
receive smaller accruals for their remaining years.

Preretirement Income Replacement—Although their understand-
ing of current pension wealth and future increments will no doubt improve 
vis-à-vis the previous fi nal-average plan, employees actually may be more 
uncertain about how their future benefi ts will relate to their future earn-
ings after conversion to a cash balance plan. For example, a fi nal-average 
plan that pays 2 percent of an employee’s average earnings during his or 
her last three years of service, by defi nition, replaces 50 percent of preretire-
ment earnings after 25 years of service.10 However, to understand the extent 
to which cash balance benefi ts will replace preretirement earnings is far 
more diffi cult, since cash balance plans are a type of career-average formula 
that provides interest credits that are likely tied to some external fi nancial 
market vehicle and/or index.

Lump-sum Distributions—Due to the increased likelihood that partici-
pants in a cash balance plan will end up with a lump-sum distribution (LSD) 
as opposed to a lifetime annuity, it is more likely that they will face a longev-
ity risk in addition to a post-retirement investment risk. It should be noted, 
however, that with some exceptions, cash balance plans are required to offer 
annuities as an option to their participants, and it appears that there is an 
increasing propensity for traditional fi nal-average defi ned benefi t plans to 
offer LSDs and for participants to choose them when offered (Watson Wyatt, 
1998). Also, even though cash balance plans communicate benefi ts in terms 
of a lump-sum account balance, at least some of them limit the ability of 
employees to cash out their accounts.
10  The calculation is obviously more complicated in an integrated plan. 
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Key Issues 
In recent years, there has been a fl urry of press accounts, court cases, 

and legal and regulatory activities with respect to cash balance plans, spe-
cifi cally as they relate to conversions from existing fi nal-average plans. This 
section provides some insight into each of these in an attempt to clarify some 
of their more complex and controversial concepts. 

Do Cash Balance Plans Result in Cost Savings to the Sponsor?—
It is certainly possible for conversion to a cash balance plan to result in 
lower long-term pension expense, depending on the generosity of the new 
plan relative to the existing plan. In essence, this is no different than 
switching from a defi ned benefi t to a defi ned contribution plan, and similar 
projections would need to be applied to determine if this were the case 
(VanDerhei, 1985). However, even if such a calculation was performed on two 
retirement plans, it would not necessarily indicate the extent of cash balance 
savings, if any, since any savings due to cash balance plan conversion may 
be offset by other increases in benefi ts or compensation.11 Assuming such a 
calculation is performed, the cash balance plan may also prove to be more 
expensive than originally calculated if turnover is higher than assumed. 
This would result from plan assets being reduced below expected levels, and 
the spread between the accrual in the plan and the actual fund performance 
may be a factor in increased costs. Turnover could increase due to future 
labor patterns that impact all employers, but it might also increase as a 
direct consequence of providing a more level benefi t accrual over time that 
decreases the “job lock” attributes of the existing plan. However, there may 
also be short-term abnormalities in the pension cost and/or expense structure 
resulting from the conversion. 

Wearaway—Prior to the Pension Protection Act of 2006 (PPA), if a 
fi nal-average plan was converted to a cash balance plan, the initial value 
of a participant’s cash balance account may have been set at less than the 
value of benefi ts accrued under the previous plan. However, it is important 
to note that this may not reduce or take away benefi ts earned prior to the 
conversion. It may mean, though, that initially some workers would not 
have accrued any new benefi ts until the pay and interest credits to their 
hypothetical accounts brought the account balances up to the value of the old 
protected benefi ts. Employers had fl exibility in determining how they cred-
ited workers for the value of their benefi ts, and this result could be obtained 
by computing the opening balance of a participant’s cash balance plan by 

11  For example, Eastman Kodak reportedly introduced a fi rst-time match to its 401(k) plan 
to counterbalance losses from its conversion from a fi nal-average plan to a cash balance plan 
(Morrow, 1999). 
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using a discount rate that was higher than the current 30-year Treasury 
bond rate.12 

Pension Protection Act 
The PPA clarifi es three of the major uncertainties for plan sponsors 

considering a cash balance plan. The law’s provisions are prospective only 
and thus would provide no clarifi cation of the legal status of hybrid plans for 
past years.

Age Discrimination—The Act clarifi es, on a prospective basis, that 
hybrid plans are not inherently age-discriminatory, as long as benefi ts are 
fully vested after three years of service and interest credits do not exceed a 
market rate of return.

Conversion Requirements—The Act would prohibit, on a prospec-
tive basis, any wearaway upon the conversion of a defi ned benefi t plan to a 
hybrid plan. For plan conversions of a traditional defi ned benefi t plan into 
a cash balance plan adopted after June 29, 2005,13 each participant’s benefi t 
after the conversion must equal the sum of the preconversion benefi t under 
the prior plan formula and the post-conversion benefi t under the hybrid 
formula.14 

Whipsaw Relief—When a participant in a hybrid plan elects a lump-
sum distribution, the plan may distribute just the participant’s hypothetical 
account balance, as long as the plan’s interest credit does not exceed a 
market rate of return. This provision would apply to distributions made after 
the date of enactment.

12  Sher (1999, p. 22) reports that more than two-thirds of the plans included in the Pricewa-
terhouseCoopers survey used an interest rate that was approximately equal to or less than 
30-year Treasury bond rate at the time of the conversion. However, some employers may 
desire to use a higher discount rate because the current 30-year Treasury bond rates are low 
relative to historical levels. The wearaway period actually experienced by a participant will 
be a function of the differential between the opening cash balance account and the present 
value of the accrued benefi ts under the previous defi ned benefi t plan, as well as the future 
changes in discount rates. If the discount rate falls after the conversion, the present value of 
the previous benefi ts will increase, and the wearaway period experienced by the participant 
will increase (especially if the interest rate credited to the cash balance account is pegged to 
the 30-year Treasury bond rate). However, if the discount rate increases, the present value 
of the previous benefi t will decrease, thereby reducing the wearaway period. 
13  For conversions that took place prior to this date, wearaway issues may still prove to be 
problematic and subject to court decision (Staman and Lunder, 2008).
14  A special conversion rule preserves the value of early retirement subsidies associated 
with benefi ts accrued under the prior formula (Littell and Tacchino, 2007).
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CHAPTER 11 

SIMPLE PLANS AND SIMPLIFIED EMPLOYEE 
PENSIONS

SIMPLE Plans
The Small Business Job Protection Act of 1996 created a simplifi ed 

retirement plan for small business called the savings incentive match plan 
for employees (SIMPLE) retirement plan. SIMPLE plans can be adopted by 
employers that employ 100 or fewer employees on any day during the year 
and that do not maintain another employment-based retirement plan. A 
SIMPLE plan can be either an individual retirement account (IRA) for each 
employee or part of a 401(k) plan. If established in IRA form, a SIMPLE plan 
is not subject to the nondiscrimination rules generally applicable to qualifi ed 
plans (including the top-heavy rules), and simplifi ed reporting requirements 
apply. Within limits, contributions to a SIMPLE plan are not taxable until 
withdrawn.

A SIMPLE plan can also be adopted as part of a 401(k) plan. In that 
case, the plan does not have to satisfy the special nondiscrimination tests 
applicable to 401(k) plans and is not subject to the top-heavy rules. The other 
qualifi ed plan rules continue to apply. 

In practice, most employers that have implemented a SIMPLE plans 
have chosen the SIMPLE IRA, rather than the SIMPLE 401(k).

SIMPLE Retirement Plans in IRA Form
A SIMPLE retirement plan allows employees to make elective con-

tributions to an IRA. Employee contributions have to be expressed as a 
percentage of the employee’s compensation and cannot exceed $11,500 per 
year in 2009. (The dollar limit is indexed for infl ation in $500 increments.) If 
the employee is age 50 or over, a “catch-up” contribution is also allowed.  The 
limit for this additional catch-up contribution is $2,500 in 2009 and will be 
adjusted for infl ation in $500 increments thereafter.

The employer is required to satisfy one of two contribution formulas. 
Under the matching contribution formula, the employer generally is required 
to match employee elective contributions on a dollar-for-dollar basis up to 
3 percent of the employee’s compensation. Under a special rule, the employer 
can elect a lower percentage matching contribution for all employees (but 
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not less than 1 percent of each employee’s compensation). A lower percentage 
cannot be elected for more than two out of any fi ve years.

Alternatively, for any year, in lieu of making matching contributions, 
an employer may elect to make a 2 percent of compensation nonelective 
contribution on behalf of each eligible employee with at least $5,000 in 
compensation for such year. No contributions other than employee elective 
contributions and required employer matching contributions (or, alter-
natively, required employer nonelective contributions) can be made to a 
SIMPLE account.

Each employee of the employer who received at least $5,000 in compen-
sation from the employer during any two prior years and who is reasonably 
expected to receive at least $5,000 in compensation during the year generally 
must be eligible to participate in the SIMPLE plan.1 Self-employed individu-
als can participate in a SIMPLE plan.

All contributions to an employee’s SIMPLE account have to be fully 
vested.

Contributions to a SIMPLE account generally are deductible by the 
employer. In the case of matching contributions, the employer is allowed 
a deduction for a year only if the contributions are made by the due date 
(including extensions) for the employer’s tax return. Contributions to a 
SIMPLE account are excludable from the employee’s income. SIMPLE 
accounts, like IRAs, are not subject to tax.

Distributions from a SIMPLE retirement account generally are taxed 
under the rules applicable to IRAs. Thus, they are includable in income when 
withdrawn. Tax-free rollovers can be made from one SIMPLE account to 
another. 

Early withdrawals from a SIMPLE account generally are subject to the 
10 percent early withdrawal tax applicable to IRAs. However, withdrawals of 
contributions during the two-year period beginning on the date the employee 
fi rst participated in the SIMPLE plan are subject to a 25 percent early with-
drawal tax (rather than 10 percent). Each eligible employee can elect, during 
the 60-day period before the beginning of any year (or the 60-day period 
before fi rst becoming eligible to participate), to participate in the SIMPLE 
plan (i.e., to make elective deferrals), and to modify any previous elections 
regarding the amount of contributions. An employer is required to contribute 
employees’ elective deferrals to the employee’s SIMPLE account within 30 
days after the end of the month to which the contributions relate. 
1  The following employees do not need to be covered under a SIMPLE IRA plan:
• Employees who are covered by a union agreement and whose retirement benefi ts were bar-

gained for in good faith by the employees’ union and the employer.
• Nonresident alien employees who have received no U.S. source wages, salaries, or other per-

sonal services compensation from the employer.
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After the employer sends the SIMPLE IRA plan contributions to the 
fi nancial institution, that institution will manage the funds.  Employees 
are permitted to move their SIMPLE IRA assets from one SIMPLE IRA to 
another.  Each participating employee must receive an annual statement 
indicating the amount contributed to his or her SIMPLE IRA for the year.

For purposes of the rules relating to SIMPLE plans, compensation 
means compensation required to be reported by the employer on Form W-2, 
plus any elective deferrals of the employee. In the case of a self-employed 
individual, compensation means net earnings from self-employment. 

SIMPLE 401(k) Plans 
In general, a cash or deferred arrangement (i.e., 401(k) plan), is deemed 

to satisfy the special nondiscrimination tests applicable to employee elec-
tive deferrals and employer matching contributions if the plan satisfi es the 
contribution requirements applicable to SIMPLE plans. In addition, the plan 
is not subject to the top-heavy rules for any year for which this safe harbor 
is satisfi ed. The safe harbor is satisfi ed if, for the year, the employer does not 
maintain another qualifi ed plan and (1) employees’ elective deferrals are 
limited to no more than $11,500 (adjusted for infl ation after 2009) plus, if the 
employee is age 50 or over, an additional “catch-up” contribution is allowed of 
$2,500 (adjusted for infl ation after 2009), (2) the employer matches employ-
ees’ elective deferrals up to 3 percent of compensation (or, alternatively, 
makes a 2 percent of compensation nonelective contribution on behalf of all 
eligible employees), and (3) no other contributions are made to the arrange-
ment. Contributions under the safe harbor have to be 100 percent vested. 
The employer cannot reduce the matching percentage below 3 percent of 
compensation. 

There are additional factors that should be considered in the selection 
of this form of a SIMPLE plan. For example, annual fi ling of Form 5500 is 
required; however, participant loans may be permitted (a feature that is not 
available with a SIMPLE IRA) and in-service withdrawals may be made 
available by the plan sponsor (but they will be subject to a possible 
10 percent penalty if the employee is under age 59½.)

Simplifi ed Employee Pensions (SEPs)
Introduction—Many small businesses have been reluctant to establish 

a qualifi ed retirement plan for their employees. Some fear the potential 
burdens associated with administering a plan and complying with complex 
federal regulations. The U.S. Congress sought to remove some of these 
obstacles for small businesses in the Revenue Act of 1978, which established 
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a new tax-favored retirement plan aimed primarily at small employers—the 
simplifi ed employee pension (SEP). 

SEPs are arrangements under which an individual retirement account 
(IRA) is established for each eligible employee. The employee is immediately 
vested in employer contributions and generally directs the investment of the 
money. These arrangements are sometimes called SEP-IRAs. 

A principal difference for individuals between a SEP and an employer-
sponsored IRA is the larger annual contribution available for a SEP 
(discussed below). SEPs must also meet some qualifi ed retirement plan 
rules for eligibility, coverage, vesting, and contributions that do not exist 
for employment-based IRAs. (For further discussion of IRAs, see chapter on 
individual retirement accounts). 

SEPs offer employers an alternative to more complex and costly quali-
fi ed pension plans. Paperwork, recordkeeping, and reporting requirements 
are kept to a minimum. 

SEPs may be set up by corporations, unincorporated businesses and 
partnerships, and self-employed persons. Although companies of any size 
may create SEPs, the simplicity of the arrangement is designed to interest 
small businesses.

 Eligibility—Employer contributions must be made for each employee 
who has reached age 21, has worked for the employer during at least three 
of the preceding fi ve years, and has received at least $300 in compensation 
from the employer during the year. The $300 fi gure is indexed to increases in 
the cost of living (the fi gure for 2009 is $550). 

Contributions
Employers—Under the Revenue Act of 1978, the maximum an employer 

could contribute for each employee was the lesser of $7,500 or 15 percent 
of compensation. The limit on compensation that could be considered for 
calculating the annual contribution was $100,000. 

The dollar limit on contributions to SEPs was raised to $15,000 and 
the compensation limit to $200,000 by the Economic Recovery Tax Act of 
1981. The  Tax Equity and Fiscal Responsibility Act of 1982 raised the dollar 
limit on contributions to $30,000 and subsequent increases have placed it 
at $49,000 in 2009 (this fi gure will be adjusted for infl ation in the future). 
The Omnibus Budget Reconciliation Act of 1993 decreased the compensa-
tion limit to $150,000. This fi gure is $245,000 in 2009, but this limit will be 
indexed to the cost of living in the future. 

Employer contributions are considered discriminatory unless the same 
percentage of compensation is allocated to all eligible employees. In plans 
integrated with Social Security, a limited disparity is permitted (see later 
discussion in this chapter). An employer may contribute to a SEP in addition 
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to contributing to other qualifi ed pension plans. However, SEP contributions 
are included in the total contribution and deduction limits on all quali-
fi ed plans. One of the most fl exible features of a SEP from an employer’s 
standpoint is that there is no required annual contribution. For example, if 
a company has a poor year and profi ts are low, the employer can decrease 
the contribution or simply not make one. Employees are fully and immedi-
ately vested in the employer’s contributions and investment earnings on the 
contributions. Therefore, the employee has nonforfeitable rights to the funds 
and will not lose any on separation from service. 

Employees—When SEPs were fi rst created, if the employer contribution 
was less than the maximum contribution permitted for IRAs that year, the 
employee was permitted to make up the difference with a tax-deductible 
contribution to the SEP. In addition, an employee could also contribute up 
to the maximum tax-deductible level to his or her own IRA. Under rules 
established by the Tax Reform Act of 1986 (TRA ’86), an employee covered 
under a SEP may not be able to make the full deductible contribution to his 
or her own IRA if certain conditions are not satisfi ed. (For further discussion 
of IRAs, see chapter on individual retirement accounts.) 

TRA ’86 considerably broadened the incentives for employee partici-
pation in a SEP by providing a salary reduction option. The provision 
authorizing salary reduction for SEPs was repealed by the Small Business 
Job Protection Act of 1996. However, an employer may continue to make 
contributions to a salary reduction SEP that was established in a year begin-
ning before 1997.

Distributions—From their inception, SEPs have been subject to the 
same penalties on early withdrawals (those made prior to age 59½) that 
have applied to IRAs. In 1986, this tax was expanded to apply not only to 
SEPs and IRAs but to all qualifi ed employment-based retirement plans. 
A 10 percent excise tax is imposed on amounts withdrawn before age 59½, 
unless one of the specifi c exceptions enumerated in the chapter on planning 
for retirement applies. Loans cannot be made from SEPs. 

Integration—Until 1989, employers were permitted to take a portion 
of the Social Security taxes paid by the employer for each employee into 
account in calculating the SEP contribution for the employee. That is, the 
employer could subtract a portion of the Social Security tax paid in a given 
year from the SEP contribution. This enabled employers to make SEP 
contributions that were a higher percentage of compensation for higher-
paid employees (assuming that their compensation exceeded the maximum 
taxable wage base) because the Social Security tax is a smaller percentage of 
their total compensation than it is for lower-paid workers. Effective in 1989, 
TRA ’86 prescribed new integration rules for defi ned contribution plans 
that also apply to the nonelective portion of SEP contributions. These rules 
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permit a limited disparity between the percentage contribution above and 
below the Social Security wage base. (For a discussion of integration require-
ments, see chapter on integrating pension plans with Social Security.) 
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CHAPTER 12

MULTIEMPLOYER PLANS

(EBRI acknowledges the contribution of The Segal Company in updating this 
chapter.)

Introduction
A multiemployer plan is typically an employee pension or welfare plan 

that covers the workers of two or more unrelated companies in accordance 
with a collective bargaining agreement. Contributions to support such 
plans are negotiated at the initiative of a labor union or a group of labor 
unions representing the workers of a number of companies, usually in a 
given geographic area. The workers are usually engaged in the same kind of 
employment (e.g., a skilled craft such as carpentry or acting). 

There are two broad types of multiemployer plans. The fi rst, a welfare 
benefi t plan, may provide group life insurance; disability insurance; cover-
age for hospitalization, surgical, and/or medical costs; prepaid legal services; 
vacation; or, unemployment benefi ts. The other, a pension plan, is designed to 
provide retirement income benefi ts. The multiemployer concept can also be 
used to provide other benefi ts. Its collective approach has been used effec-
tively in areas such as employee training. 

Multiemployer plans are set up under Sec. 302(c)(5) of the Labor-
Management Relations Act of 1947, commonly known as the Taft-Hartley 
Act. This law requires that the plans be governed by a board of trust-
ees made up of employer and union representatives, each having equal 
representation. 

The fi rst multiemployer plan was probably an employer-funded pension 
plan started in 1929 by Local 3 of the Brotherhood of Electrical Workers 
and the Electrical Contractors Association of New York City. Subsequently, 
certain negotiated plans developed in the 1930s and 1940s in industries such 
as the needle trades and coal mining. Multiemployer pension plans grew 
after World War II with the passage of Taft-Hartley and a court ruling under 
federal labor law that established benefi ts as a mandatory subject of col-
lective bargaining. By 1950, multiemployer pension plans covered 1 million 
workers. Participation under these plans rose to 3.3 million workers in 1960 
and to 13.3 million active workers and retirees in 2005 (U.S. Department of 
Labor, 2008). The U.S. Department of Labor (DOL) estimates that there are 
approximately 2,945 multiemployer plans (U.S. Department of Labor, 2008). 
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There are likely at least an equal number of multiemployer welfare plans 
and a growing number of multiemployer plans that provide annuity funds 
(individual account plans), supplementary unemployment insurance, and 
legal benefi ts. 

There are also nonnegotiated multiemployer plans, which have been 
established by certain employers that have chosen, on their own initiative, 
to provide their employees with a benefi t package. Nonnegotiated plans are 
common in the nonprofi t area among religious, charitable, and educational 
institutions. They are categorized as multiple employer plans under the 
Employee Retirement Income Security Act of 1974 (ERISA) and the Internal 
Revenue Code (IRC), and are generally subject to the same legal rules as 
single employer plans. 

Plan Characteristics
In a multiemployer plan, there must be at least two companies and at 

least two employees, but there is no maximum limit. Most participants in 
multiemployer pension plans are in large defi ned benefi t plans. DOL reports 
that in 2005, the latest year for which data are available, 96 percent of the 
13.3 million participants and retirees were in plans with 1,000 or more 
participants per plan, and 72 percent of participants were in defi ned benefi t 
plans (U.S. Department of Labor, 2008). 

Multiemployer plans are concentrated in certain industries, in which 
there are many small companies, each too small to justify an individual plan. 
They are also found in industries in which, because of seasonal or irregular 
employment and high labor mobility, few workers would qualify under an 
individual company’s plan if one were established. For example, construc-
tion workers are commonly hired by a given contractor for only a few weeks 
or months. When the job is completed, the worker may be unemployed until 
another contractor needs his or her particular skills or talent. 

There is frequently more than one multiemployer plan within each large 
industry. Multiemployer plans may cover industry employees on a national, 
regional, or local basis, and some cut across several related industries (e.g., 
crafts or trades in one geographic area). Many plans cover a trade or craft 
rather than an entire industry. However, some plans that embrace whole 
industries or a large part of an industry include those of the American 
Federation of Television and Radio Artists; Communications Workers of 
America; Paper, Allied Industrial, Chemical & Energy Workers International 
Union (PACE); UNITE HERE (formerly the Union of Needletrades, 
Industrial and Textile Employees; the Hotel Employees and Restaurant 
Employees International Union) and the Service Employees International 
Union (SEIU). 
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Many multiemployer plans exist in the following manufacturing indus-
tries, as defi ned by DOL: food, baked goods, and kindred products; apparel 
(or needle trades) and others; printing, publishing, and allied industries; 
fi nished textile products; leather and leather products; lumber and wood 
products; furniture and fi xtures; and metalworking. 

In nonmanufacturing industries, multiemployer plans are common in 
construction; motor transportation; wholesale and retail trades; services; 
entertainment; and communications and public utilities. The construction 
industry has the highest concentration of multiemployer plan partici-
pants. In 2005, 32 percent of all multiemployer plan participants were in 
construction.

Qualifi ed Plan Rules
ERISA and the IRC set out rules that multiemployer plans, like single-

employer plans, must follow to qualify for preferential tax treatment. The 
rules govern fi duciary responsibility, disclosure and reporting, eligibility, 
vesting, benefi t accrual, funding, coverage and participation, integration, and 
plan termination. 

Some of the requirements—such as those for fi duciary responsibility and 
disclosure and reporting—are essentially the same for both types of plans, 
while other requirements differ. Benefi ts of the union-represented partici-
pants in multiemployer pension plans are generally deemed to meet the tax 
code’s nondiscrimination standards automatically, but the coverage for any 
other employees (e.g., the staff of the sponsoring union or of the fund itself) 
will have to meet the generally applicable nondiscrimination tests. 

Establishing the Plan
Once a union and various companies agree to set up a multiemployer 

plan, the fi rst step is usually to negotiate how much each employer will 
contribute to the plan. Employer and union representatives then adopt a 
trust agreement that establishes a board of trustees, defi nes the board’s 
powers and duties, and covers the affairs of both the trustees and the 
pension or welfare plan. An attorney and an accountant assist in establish-
ing a trust fund to accept company contributions. Benefi t and actuarial 
consultants assist the trustees in working out plan details and determining 
a supportable benefi t level. The trustees probably will retain a professional 
investment advisor or portfolio manager to ensure competent asset manage-
ment. The trustees will also hire a salaried plan administrator and staff or 
retain an outside administration fi rm to manage the plan and handle day-
to-day details such as the collection of employer contributions and employee 
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claims, payments, recordkeeping, and inquiries. Finally, the trustees must 
adopt a formal plan document and publish a booklet in lay language inform-
ing employees of plan benefi ts, eligibility rules, and procedures for fi ling 
benefi t claims. 

Like a corporation’s board of directors, a board of trustees sets overall 
plan policy and directs the plan’s activities. Trustees are responsible for 
proper fund management. They may delegate certain duties and functions, 
including the management of plan funds, but they bear ultimate responsi-
bility for all actions taken in their names. Fund management is a serious 
responsibility, since vast sums of money may be involved and pensions or 
other benefi ts of hundreds or thousands of people are at stake. Trustees are 
bound by rigid fi duciary rules of honesty and performance. They are required 
by both ERISA and the Taft-Hartley Act to act on behalf of plan participants 
as any prudent person familiar with such matters (i.e., fi nancial affairs) 
would act. 

Contributions and Benefi ts
Plan contributions are normally made by the employers that are signa-

tory to the collective bargaining agreement. However, an increasing number 
of multiemployer 401(k) plans have been adopted to permit participants to 
defer a portion of their wages for retirement. Occasionally, employees are 
required or permitted to make additional contributions to welfare plans (e.g., 
during short unemployment periods). The employer’s contribution amount 
is determined through negotiations and fi xed in the bargaining agreement. 
It is usually based on some measure of the covered employee’s work (e.g., $1 
for each hour worked by each employee). All the contributions are pooled in a 
common fund that pays for the plan benefi ts. Investment earnings augment 
the fund. A multiemployer plan by virtue of its size often can undertake 
certain forms of investment that are not available to a small fund or a plan 
established by a single company employing only a few workers. 

Companies participating in the same multiemployer plan often make 
equal contributions. However, some large national or regional multiem-
ployer plans provide several levels of benefi ts that require different levels of 
employer contributions. As a result of special circumstances, a company may 
be required to make higher contributions than other participating companies 
or its employees may receive lower benefi ts. For example, a company with 
a large number of older workers that brings the group into an established 
multiemployer pension plan might be required to make higher contributions 
because of the substantial past service liabilities of its older workers who 
are approaching retirement. However, in general, one hallmark of a multi-
employer fund is the cross-subsidy among employers that usually contribute 
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at the same rate for all their employees who are at the same benefi t level 
regardless of their actuarial costs. 

Portability
By their nature, multiemployer plans provide portability by enabling 

participants to shift from employer to employer under the plan without 
interrupting their benefi t coverage. Normally, pension credits cannot be 
transferred from one multiemployer plan to another unless the trustees of 
the various plans have negotiated reciprocity agreements. Under such agree-
ments, a worker can move among employers contributing to different plans 
that are signatory to the agreements without impairing his or her pension 
credits. About 60 percent of the workers covered by multiemployer health, 
welfare, and pension programs in the construction industry were covered by 
reciprocity agreements in 1995. A number of multiemployer plans in other 
industries, such as trucking, also have industrywide reciprocity agreements. 
Still other multiemployer plans are merging or joining larger funds, thus 
expanding the reach of their internal portability, as international unions 
continue to encourage plan consolidation for greater effi ciencies. 

Benefi ts
Benefi t formulas under multiemployer defi ned benefi t pension plans 

vary widely: they may be a fl at-dollar amount for each year of service, a 
percentage of contributions required on the individuals’ covered service, 
or a service-related percentage of the participants’ covered earnings. Most 
multiemployer plans base benefi ts on length of service and not on earnings 
level. This is partly because the range of earnings for workers covered by 
multiemployer plans tends to be narrower than that for workers covered 
by single-employer plans. Under multiemployer plans that do not base 
benefi ts on pay, the need to collect and keep individual earnings records is 
eliminated; the contribution rate for all employees at a given benefi t level is 
usually identical. 

Most multiemployer plans suspend pension benefi t payments to retirees 
in their jurisdictions who work in the same trade or industry while receiving 
pensions. The restriction is intended to prevent retirees from competing for 
jobs with active workers or practicing their skills in the nonunion sector of 
the industry. Under rules issued by DOL, a multiemployer plan may suspend 
benefi ts for a retiree who completes 40 or more hours of service in one 
month under certain circumstances, such as: in an industry in which other 
employees covered by the plan were employed and accrued benefi ts under 
the plan at the time benefi t payments commenced or would have commenced 
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if the retired employee had not returned to employment; in a trade or craft 
in which the retiree was employed at any time under the plan; and, in the 
geographic area covered by the plan at the time benefi t payments com-
menced or would have commenced if the retired employee had not returned 
to employment. 

Advantages of Multiemployer Plans
Multiemployer plans offer attractive portability features. Employees 

may carry pension credits with them as they move from employer to 
employer. Thus, they can earn pensions based on all accumulated credits, 
even if some of their former employers have gone out of business or stopped 
making plan contributions. Similarly, continuity of coverage can be assured 
for other benefi ts, such as medical insurance, when the worker switches jobs 
within the same industry. Multiemployer plans may also provide an incal-
culable advantage to employees of small companies, who might not receive 
benefi ts if multiemployer plans did not make benefi t programs more afford-
able for their employers. 

There are several advantages for employers who participate in multiem-
ployer plans. First, economies can be achieved through group purchasing and 
in effect outsourcing all plan administration to be handled by the trustees. 
Second, benefi t and labor costs throughout a region or even an industry may 
be stabilized. This can help reduce employee turnover, because workers will 
not be attracted to other jobs by the promise of better benefi ts elsewhere. As 
with all benefi t plans qualifi ed under the IRC, company contributions to a 
multiemployer plan are generally tax deductible. 

Conclusion
The years of heavy multiemployer plan growth are probably over. The 

decline of unionized workers in many sectors is clearly one reason. Another 
is the general lack of defi ned benefi t pension plan establishment among all 
employers. In the future, minimal growth will likely occur in the aggregate 
as smaller numbers of new workers come under multiemployer plan protec-
tion. There are also a growing number of local multiemployer plans merging 
with larger local or national plans to address funding issues and reduce 
administrative costs. Certain industries, such as entertainment, in which 
employees work irregularly, and small manufacturers, retail trade, and 
transportation—particularly mass transit—may experience heavier than 
average growth.
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CHAPTER 13

NONDISCRIMINATION AND MINIMUM COVERAGE 
REQUIREMENTS FOR PENSION PLANS

Introduction
Qualifi ed pension plans have long been subject to statutory and regula-

tory requirements designed to ensure that the tax advantages would result 
in broad-based coverage of employees—as opposed to plans set up to benefi t 
only the highly paid employees and/or managers of a fi rm. Although these 
requirements have met with various degrees of success, legislators sought 
to accelerate this progress and further broaden employee access to employ-
ment-based pension plans through various provisions of the Tax Reform Act 
of 1986 (TRA ’86). This chapter deals with two specifi c criteria that must be 
simultaneously satisfi ed for a plan to have tax-qualifi ed status: nondiscrimi-
nation and minimum coverage requirements. 

Minimum Coverage Requirements
General Rule—In general, a plan must satisfy one of two requirements 

under IRC Sec. 410(b) for those individuals who are employees (or former 
employees) on at least one day in each quarter: 

Ratio Percentage Test—Under this test, the percentage of the employ-
er’s nonhighly compensated employees (defi ned in the chapter on ERISA and 
pension plans) benefi ting under the plan must equal at least 70 percent of 
the percentage of the employer’s highly compensated employees benefi ting 
under the plan. For example, if a plan benefi ts 60 percent of the employer’s 
highly compensated active employees and 35 percent of the employer’s 
nonhighly compensated active employees, it fails this test because the plan’s 
ratio percentage is less than 70 percent (35 percent/60 percent = 
58⅓ percent). 

Average Benefi t Test—This test has two parts, both of which must be 
satisfi ed. Under the fi rst, the nondiscriminatory classifi cation test, the plan 
is required to benefi t a classifi cation of employees that does not discriminate 
in favor of highly compensated employees. Under the second, the average 
benefi t percentage test, the average benefi t percentage1 of nonhighly com-

1  The regulations provide detailed guidance concerning the calculation of the individual 
benefi t percentages that are separately averaged for high-paid and low-paid employees. 
Benefi t calculations are generally performed using the same actuarial techniques required 
by the nondiscrimination rules, with several important simplifi cations.
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pensated employees must equal at least 70 percent of the average benefi t 
percentage of highly compensated employees.

Nondiscriminatory Classifi cation Test—To satisfy the nondiscrimi-
natory classifi cation test under Sec. 410(b), a plan must cover a classifi cation 
of employees that is reasonable, refl ecting a bona fi de business classifi cation 
such as salaried and hourly employees. Moreover, the plan must either: 
• Benefi t at least a safe harbor percentage of nonhighly compensated 

employees, or
• Pass a “facts and circumstances” test and benefi t at least an unsafe 

harbor percentage of nonhighly compensated employees.

Safe Harbor/Unsafe Harbor Tests—Under these tests, the plan’s ratio 
percentage must be at least equal to the safe (or unsafe) harbor percent-
age. Mathematically, this is the same test as the ratio percentage test 
explained earlier, but it substitutes the safe (or unsafe) harbor percentage 
for 70 percent. The safe (or unsafe) harbor percentages are based on the 
concentration percentage2 of all nonhighly compensated employees within 
the employer’s work force. Table 13.1 illustrates the safe harbor and unsafe 
harbor percentages for specifi c concentrations of nonhighly compensated 
employees. This still leaves a gray area for a plan if it has neither passed the 
safe harbor test nor failed the unsafe harbor test. In this case, it may be con-
sidered nondiscriminatory based on a review of all facts and circumstances. 

Facts and Circumstances Test—The regulations indicate that the fol-
lowing factors, among others, may be considered in applying the facts and 
circumstances test: 
• The employer’s underlying business reasons for the classifi cation;
• The percentage of the work force that benefi ts under the plan;
• Whether the number of covered employees in each salary range is repre-

sentative of the total number of employees in that salary range; and
• How close the classifi cation comes to satisfying the safe harbor 

percentage. 

Other Factors That Affect Testing
Plans Deemed to Pass—The following plans are deemed to satisfy the 

minimum coverage requirements: 
• Frozen plans (i.e., plans in which no employees are accruing additional 

benefi ts).
• Plans of an employer that employs only highly compensated employees.

2  The concentration percentage is defi ned as the ratio of the nonhighly compensated em-
ployees to the employer’s total work force (minus any excludable employees), whether or not 
they are covered by the plan.
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• Plans that benefi t only nonhighly compensated employees.
• Plans that benefi t only union employees (unless more than a de minimis 

number of professionals are included).

Excludable Employees—In general, all active and former employees are 
taken into account in applying the minimum coverage tests except: 
• Employees who have not satisfi ed the plan’s minimum age and/or service 

requirements.
• Collective bargaining unit employees (when testing a noncollective 

bargaining unit plan).
• Nonresident aliens with no U.S. source of income.

Compliance—A plan failing to meet the requirements of Sec. 410(b) 
as previously described must be brought into retroactive compliance by 
the end of the applicable plan year. This may be accomplished either by 

Table 13.1 

Sec. 410(b) Nondiscriminatory Classification Under the 
Safe Harbor/Unsafe Harbor Tests

 Concentration Safe Harbor Unsafe Harbor

 Percentage Ratio Percentage Ratio Percentage

   60.0% or less 50.0% 40.0%

 62.0 48.5 38.5

   64.0 47.0 37.0

   66.0 45.5 35.5

   68.0 44.0 34.0

   70.0 42.5 32.5

   72.0 41.0 31.0

   74.0 39.5 29.5

   76.0 38.0 28.0

   78.0 36.5 26.5

   80.0 35.0 25.0

   82.0 33.5 23.5

   84.0 32.0 22.0

   86.0 30.5 20.5

   88.0 29.0 20.0

   90.0 27.5 20.0

   92.0 26.0 20.0

   94.0 24.5 20.0

  96.0 23.0 20.0

  98.0 21.5 20.0
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extending coverage to a broader group of employees or modifying contribu-
tion allocations or benefi t accruals. However, if the plan fails to meet these 
requirements, each HCE must include in income an amount equal to the 
employee’s entire vested accrued benefi t not previously included in income. 
No adverse tax consequences are borne by nonhighly compensated employ-
ees (NHCEs) in this case.

Nondiscrimination Requirements
Overview—Sec. 401(a)(4) of the Internal Revenue Code (IRC) provides 

that a plan qualifi es for favorable tax treatment only if the contributions 
or benefi ts provided under the plan do not discriminate in favor of highly 
compensated employees. The regulations for Sec. 401(a)(4) set forth three 
requirements a plan must meet to satisfy this condition: 
• Either the contributions or the benefi ts provided under the plan must be 

nondiscriminatory in terms of their amount;
• The benefi ts, rights, and features provided under the plan must be avail-

able to employees in the plan in a nondiscriminatory manner; and
• The effect of the plan in certain special circumstances (e.g., plan amend-

ments, grants of past service credit, and plan terminations) must be 
nondiscriminatory.

Each of these requirements is explored in more detail in the following 
paragraphs.

Nondiscrimination in Amount of Contributions or Benefi ts—
Although separate rules are provided for determining whether contributions 
and benefi ts are nondiscriminatory, it is generally permissible for a pension 
plan to satisfy this requirement by showing that either the contributions or 
the benefi ts are nondiscriminatory. An exception to this general rule applies 
to plans subject to Sec. 401(k) or 401(m) and employee stock ownership plans 
(ESOPs). (For further discussion, see chapters on 401(k) arrangements and 
ESOPs, respectively.) In these cases, the plan must prove that contributions 
are nondiscriminatory.

Nondiscrimination in Amount of Contributions—The regulations 
for Sec. 401(a)(4) provide two safe harbor tests for defi ned contribution plans. 
The fi rst applies to a defi ned contribution plan with a uniform allocation 
formula that provides employees with uniform allocation rates.3 Permitted 
disparity that is explicitly allowed under the allocation formula may be 
taken into account in applying this test. The second regulation permits a 
defi ned contribution plan with a uniform allocation formula weighted for 
age or service to satisfy the requirement if the average rate of allocation for 
3  Treas. Reg. Sec. 1.401(a)(4)-2.
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highly compensated employees under the plan does not exceed the average 
rate of allocation for nonhighly compensated employees under the plan.4 

If a plan does not satisfy one of these safe harbor tests, it may meet 
this requirement by satisfying the general test.5 Under the general test, the 
employer contributions allocated under a defi ned contribution plan are non-
discriminatory in amount for a plan year if each rate group under the plan 
satisfi es the minimum coverage tests described previously in this chapter. A 
rate group exists under a plan for each highly compensated employee (HCE) 
and consists of the HCE and all other employees in the plan (both HCEs and 
nonhighly compensated employees, or NHCEs) who have an allocation rate 
greater than or equal to the HCE’s allocation rate. The allocation rate for an 
employee for a plan year equals the sum of the allocations6 to the employee’s 
account for the plan year, expressed either as a percentage of plan year 
compensation or as a dollar amount. For purposes of determining whether 
a rate group satisfi es the minimum coverage rules for this test, the rate 
group is treated as if it were a separate plan that benefi ts only the employ-
ees included in the rate group for the plan year. The following numerical 
example illustrates this concept:7

An employer has six nonexcludable employees, all of whom benefi t 
under the plan. The HCEs are H1 and H2, and the NHCEs are 
N1 through N4. For the plan year, H1 and N1 through N4 have an 
allocation rate of 5.0 percent of plan year compensation. For the same 
plan year, H2 has an allocation rate of 7.5 percent of plan year com-
pensation. Therefore, there are two rate groups under the plan. Rate 
group 1 consists of H1 and all those employees who have an alloca-
tion rate greater than or equal to H1’s allocation rate (5.0 percent). 
Thus, rate group 1 consists of H1, H2, and N1 through N4. Rate 
group 2 consists only of H2 because no other employee has an alloca-
tion rate greater than or equal to H2’s allocation rate (7.5 percent). 

The ratio percentage (defi ned previously in this chapter under the 
minimum coverage rules) for rate group 2 is zero percent—i.e., 
zero percent (the percentage of all nonhighly compensated nonexclud-

4  Treas. Reg. Sec. 1.401(a)(4)-3.
5  For the purpose of this calculation, permitted disparity under Sec. 401(l)—i.e., differences 
in rates that occur due to integration with Social Security—may generally be taken into ac-
count by imputation. (For further discussion, see chapter on integrating pension plans with 
Social Security.) However, plans subject to Sec. 401(k) or Sec. 401(m) must satisfy the special 
rules provided for them.
6  Allocations of income, expenses, gains, and losses attributable to the balance in an 
employee’s account are not taken into account in determining allocation rates.
7  Treas Reg 1.401(a)(4)–2.
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able employees who are in the rate group) divided by 50 percent (the 
percentage of all highly compensated nonexcludable employees who 
are in the rate group). Therefore, rate group 2 does not satisfy the 
ratio percentage test. Rate group 2 also does not satisfy the nondis-
criminatory classifi cation test. Rate group 2 therefore does not satisfy 
the minimum coverage rules and, as a result, the plan does not 
satisfy the general test. This is true regardless of whether rate group 1 
satisfi es the minimum coverage tests.

Nondiscrimination in Amount of Benefi ts—The regulations contain 
fi ve safe harbors under which a plan is considered nondiscriminatory with 
respect to the amount of benefi ts. All require that the plan have a uniform 
normal retirement benefi t, uniform post-normal retirement benefi t, uniform 
subsidies, no employee contributions, and also that each employee’s benefi t 
must be accrued over the same years of service that are taken into account 
in applying the benefi t formula under the plan to that employee.

Those plans that do not satisfy any of the safe harbors must satisfy the 
general test for nondiscrimination with respect to the amount of benefi ts. 
The employer-provided benefi ts under a defi ned benefi t plan are nondis-
criminatory in amount for a plan year under the general test if each rate 
group under the plan satisfi es the minimum coverage tests. For purposes of a 
defi ned benefi t plan, a rate group exists under a plan for each HCE and con-
sists of the HCE and all other employees (both HCEs and NHCEs) who have 
a normal accrual rate8 greater than or equal to the HCE’s normal accrual 
rate, and who also have a most valuable accrual rate9 greater than or equal 
to the HCE’s most valuable accrual rate. Thus, an employee is in the rate 
group for each HCE who has a normal accrual rate less than or equal to the 
employee’s normal accrual rate, and who also has a most valuable accrual 
rate less than or equal to the employee’s most valuable accrual rate. 

The following example illustrates these rules:10

An employer has 1,100 nonexcludable employees, N1 through N1000, 
who are NHCEs, and H1 through H100, who are HCEs. The employer 
maintains Plan A, a defi ned benefi t plan that benefi ts all of these 

8  The normal accrual rate for an employee for a plan year is the increase in the employee’s 
accrued benefi t during the measurement period, divided by the employee’s testing service 
during the measurement period, and expressed either as a dollar amount or as a percentage 
of the employee’s average annual compensation.
9  The most valuable accrual rate for an employee for a plan year is the increase in the 
employee’s most valuable optional form of payment of the accrued benefi t during the mea-
surement period, divided by the employee’s testing service during the measurement period, 
and expressed either as a dollar amount or as a percentage of the employee’s average an-
nual compensation.
10  Treas. Reg. Sec. 1.401(a)(4)–3.
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nonexcludable employees. The normal and most valuable accrual 
rates (determined as a percentage of average annual compensation) 
for the employees in the plan for the plan year are listed in the follow-
ing table.

 Employee Normal  Most Valuable 
  Accrual Rate  Accrual Rate

 N1 through N100   1.0%  1.4%

 N101 through N500  1.5 3.0

 N501 through N750  2.0  2.65

 N751 through N1000  2.3 2.8

 H1 through H50  1.5 2.0

 H51 through H100  2.0  2.65

There are 100 rate groups in Plan A because there are 100 HCEs in 
Plan A. Rate group 1 consists of H1 and all those employees who have 
a normal accrual rate greater than or equal to H1’s normal accrual 
rate (1.5 percent) and who also have a most valuable accrual rate 
greater than or equal to H1’s most valuable accrual rate (2.0 percent). 
Thus, rate group 1 consists of H1 through H100 and N101 through 
N1000. 

Rate group 1 satisfi es the ratio percentage test because the ratio 
percentage of the rate group is 90 percent, i.e., 90 percent (the percent-
age of all nonhighly compensated nonexcludable employees who are 
in the rate group) divided by 100 percent (the percentage of all highly 
compensated nonexcludable employees who are in the rate group). 
Because H1 through H50 have the same normal accrual rates and the 
same most valuable accrual rates, the rate group with respect to each 
of them is identical. Thus, because rate group 1 satisfi es the minimum 
coverage tests, rate groups 2 through 50 also satisfy the minimum 
coverage tests. 

Rate group 51 consists of H51 and all those employees who have a 
normal accrual rate greater than or equal to H51’s normal accrual 
rate (2.0 percent) and who also have a most valuable accrual rate 
greater than or equal to H51’s most valuable accrual rate 
(2.65 percent). Thus, rate group 51 consists of H51 through H100 
and N501 through N1000. (Even though N101 through N500 have 
a most valuable accrual rate (3.0 percent) greater than H51’s most 
valuable accrual rate (2.65 percent), they are not included in this rate 
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group because their normal accrual rate (1.5 percent) is less than 
H51’s normal accrual rate (2.0 percent).) 

Rate group 51 satisfi es the ratio percentage test because the ratio 
percentage of the rate group is 100 percent, i.e., 50 percent (the 
percentage of all nonhighly compensated nonexcludable employees 
who are in the rate group) divided by 50 percent (the percentage of 
all highly compensated nonexcludable employees who are in the rate 
group). Because H51 through H100 have the same normal accrual 
rates and the same most valuable accrual rates, the rate group with 
respect to each of them is identical. Thus, because rate group 51 
satisfi es the minimum coverage tests, rate groups 52 through 100 also 
satisfy the minimum coverage tests. Therefore, the employer-provided 
benefi ts under the plan are nondiscriminatory in amount because 
each rate group under the plan satisfi es the minimum coverage tests. 

Nondiscriminatory Availability of Benefi ts, Rights, and 
Features—Optional forms of benefi ts, ancillary benefi ts, and other rights 
and features provided under the plan must be nondiscriminatory. Special 
rules exist for acquisitions, mergers, and similar transactions. An optional 
form of benefi t is a distribution alternative that is available under a plan, 
an early retirement benefi t, or a retirement-type subsidy. Each optional 
form of benefi t must be currently available and effectively available to a 
nondiscriminatory classifi cation of employees. Current availability focuses 
on the availability of the option to employees but assumes that certain 
conditions such as age or service under the plan’s terms are currently 
satisfi ed. Effective availability examines whether actual availability of the 
option, taking into account the ability of employees to satisfy age and service 
requirements, substantially favors highly compensated employees. 

Ancillary benefi ts include certain Social Security supplements, disability 
benefi ts, ancillary life insurance and health insurance benefi ts, death ben-
efi ts under a defi ned contribution plan, preretirement death benefi ts under a 
defi ned benefi t plan, and shutdown benefi ts. 

Other rights or features are defi ned as any right or feature applicable to 
employees under the plan, other than a right or feature taken into account 
as part of an optional form of benefi t or ancillary benefi t provided under the 
plan and other than a right or feature that cannot reasonably be expected to 
be of more than insignifi cant value to an employee. For example, the follow-
ing are specifi cally included in this defi nition: 
• Plan loan provisions.
• The right to direct investments.
• The right to a particular form of investment.
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• The right to a particular class or type of employer securities.
• The right to make a particular rate of before-tax, after-tax, or 

matching contribution.
• The right to purchase additional retirement or ancillary benefi ts 

under the plan.
• The right to make rollover contributions and transfers to and from 

the plan.
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CHAPTER 14

INTEGRATING PENSION PLANS WITH 
SOCIAL SECURITY

Introduction
Social Security taxes and benefi ts are a higher percentage of total com-

pensation for lower-paid employees than for higher-paid employees. To allow 
employers to balance the benefi t tilt toward lower-paid employees inher-
ent in the Social Security system, a system of “pension integration” rules 
evolved, culminating in 1971 with the release of Revenue Ruling 71-446, 
which was in effect until the enactment of the Tax Reform Act of 1986 (TRA 
’86). 

Integration allows the employer’s pension to be combined with Social 
Security to result in an overall retirement scheme. While pre-TRA ’86 
integration rules no longer apply, it is useful to review their application as a 
basis for understanding the new rules. 

In oversimplifi ed form, integration rules allow employers to reduce a 
worker’s employer-provided retirement benefi t roughly by the amount the 
employer has paid for that worker’s Social Security tax. Integration works 
differently for defi ned benefi t and defi ned contribution plans. Under defi ned 
contribution plans, prior to TRA ’86 an employer was allowed to make a 
total contribution (i.e., to the pension plan plus Social Security, exclusive 
of Medicare) that resulted in a constant percentage of compensation for all 
employees. 

Integration rules for defi ned benefi t pension plans represented the same 
logic, although the employer’s contributions to Social Security fi rst had to be 
translated into benefi ts for the employee. Recognizing that Social Security 
(exclusive of Medicare) represents more than just retirement benefi ts for the 
employee (e.g., it includes spousal benefi ts as well as death and disability 
benefi ts), a value of 162 percent of the employee’s retirement benefi t was 
placed on the package of benefi ts received. Acknowledging the argument that 
the employer pays 50 percent of the payroll tax assessed for these benefi ts, 
pension integration rules for defi ned benefi t pension plans were based on 
the concept that employers should be able to receive credit for approximately 
one-half of 162 percent (or 81 percent) of the primary retirement benefi t for 
the employee. 

In actual practice, this fi gure was increased to 83.3 percent. Employers 
with defi ned benefi t plans utilizing the offset approach to integrating their 
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pension plans were allowed to subtract up to 83.3 percent of the initial 
primary Social Security benefi t from the gross pension benefi t.1 A very large 
percentage of the employers adopting this approach concluded that it would 
be too diffi cult to communicate the rationale for taking credit for more than 
one-half of the Social Security retirement benefi t actually received by the 
employee and chose to offset only 50 percent of the employee’s primary Social 
Security benefi t. Plans were allowed to offset 83.3 percent of the employee’s 
primary Social Security benefi t. 

Many employers chose to accomplish the same objective through an 
excess approach in which an employee would receive less benefi t accrual 
(or none at all) for compensation below a threshold known as an integration 
level. The pre-TRA ’86 mechanics of this approach were relatively complex 
and are no longer relevant for current pension plans. But it is important 
to recognize that, although the integrated pension plans of the past were 
actuarially equivalent to the other approaches, much of the controversy sur-
rounding those plans resulted from the use of pure excess pension plans in 
which employees with compensation below the integration level could put in 
an entire career with an employer and receive no pension benefi t. 

One of the primary objectives of TRA ’86 was to narrow the permit-
ted integration spread and eliminate plans based solely on pay in excess 
of Social Security wages. This was accomplished (in principle) through the 
expansion of Internal Revenue Code (IRC) Sec. 401(l), which essentially 
provides an exception for integrated plans to the general nondiscrimination 
rules that prohibit plans from providing highly compensated employees 
benefi ts that are greater, as a percentage of pay, than benefi ts provided 
to nonhighly compensated employees.2 Although Sec. 401(l) was the only 
specifi c exception available for integrated plans, regulations on general 
nondiscrimination (IRC Sec. 401(a)(4)) provide additional rules that apply 
to integrated plans. (For further discussion of these rules, see chapter on 
nondiscrimination requirements for pension plans.) 

Integration After the Tax Reform Act of 1986

IRC Sec. 401(l) and its related regulations explicitly allow for three 
different approaches to integration: defi ned benefi t offset, defi ned benefi t 
excess, and defi ned contribution. Regardless of which of these approaches 

1  As explained in the chapter on Social Security, benefi ts receive automatic cost-of-living adjust-
ments. Employers adopting this approach were not allowed to increase the offset as the retiree’s 
Social Security benefi t increased.
2  The terms highly compensated employee and nonhighly compensated employee have specifi c 
statutory defi nitions. (For further discussion of these terms, see chapter on retirement 
plans.)
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is chosen, the employer must take into account three key elements in the 
design of an integrated plan: 
• Integration Level—This is a threshold based on compensation that deter-

mines which participants will receive benefi t accruals or contributions 
in excess of the basic rate and the proportion of their compensation that 
will benefi t from the higher rate.

• Maximum Offset or Spread—This refers to the so-called “permit-
ted disparity” between benefi t accruals (in a defi ned benefi t plan) or 
contributions (in a defi ned contribution plan). It places a limit on the dif-
ference that can exist between the accruals or contributions of employees 
who earn more than the integration level and those who earn less.

• Two-for-One—This is a constraint not found in pre-TRA ’86 legislation 
that implicitly prevents employers from integrating a plan to prevent 
lower-paid employees from receiving any pension benefi ts or contribu-
tions. For defi ned benefi t excess and defi ned contribution plans, this 
is similar in concept to one of the nondiscrimination tests for 401(k) 
arrangements. (For further discussion of nondiscrimination tests, see 
chapter on 401(k) cash or deferred arrangements.) The two-for-one rule 
limits the maximum benefi t or contribution for employees earning more 
than the integration level to twice the value (expressed as a percent-
age of compensation) below the integration level. Thus, if compensation 
below the integration level receives no benefi t or contribution, no 
additional amount may be provided to compensation in excess of the 
threshold. For defi ned benefi t offset plans, this rule is implemented 
(albeit in a complex manner) by limiting the dollar amount of the offset 
to one-half of the gross dollar benefi t (before applying the offset). 

Defi ned Contribution Plans

In general, an integrated defi ned contribution pension plan must be 
designed so that the maximum spread between the two contribution levels is 
5.7 percent3 and the contribution rate above the integration level is no more 
than twice the rate below. For example, a defi ned contribution plan providing 
5 percent of compensation for amounts below the integration level may not 
provide more than 10 percent for compensation in excess of the integration 
level. Anything more than 10 percent would violate the two-for-one rule. 
However, if a defi ned contribution plan provided a 7 percent contribution 
for compensation less than the integration level for the year, the maximum 
contribution for compensation greater than the integration level would be 

3  This fi gure may increase in the future with increases in the Old Age portion of the employer’s 
Social Security tax rate.
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12.7 percent. Anything greater than 12.7 percent would violate the 
5.7 percent constraint. The integration level typically used for defi ned contri-
bution plans is the Social Security wage base at the beginning of the current 
year. 

An employer with a defi ned contribution plan may integrate the plan at 
a lower dollar threshold. In such cases, there are two alternatives. Under the 
fi rst, an employer may choose an integration level less than or equal to 
20 percent of the wage base of the current year. This option allows an 
employer to adopt an integration level lower than the wage base, but it 
also results in a threshold so low that the vast majority of participants 
will receive the higher contribution rate on at least a portion of their 
compensation. 

A second alternative allows the employer to designate an integration 
level at a point between the full wage base and the amount determined 
under the fi rst alternative. Realizing that using such an interim integration 
level increases the possibility of discrimination, IRS requires that the 
5.7 percent constraint mentioned above must be reduced if the second alter-
native is used.4 

Defi ned Benefi t Plans

An integrated defi ned benefi t plan must be based on average annual 
compensation, defi ned as an average of at least three consecutive years’ pay,5 
compared with nonintegrated plans, which may use different formulas. The 
employer is allowed to choose the averaging period, but in an integrated 
plan the employer must use the years of an employee’s career that produce 
the highest average. (Due to their systematic differences in benefi t accruals, 
exceptions are granted for career-average or unit-benefi t plans. These plans 
may determine each year’s benefi t using that year’s compensation.) (For a 
discussion of pension plan formulas, see chapter on retirement plans.) 

Integration Level—An important concept for determining the inte-
gration level used in defi ned benefi t plans is the participant’s covered 
compensation, defi ned as the average of the Social Security wage base for the 
35 years up to and including the employee’s Social Security retirement year. 
Although the Social Security normal retirement age is scheduled to increase 

4 If the ratio of the integration level divided by the maximum taxable wage base for the year is 
between 80 percent and 100 percent, then the 5.7 percent fi gure is reduced to 5.4 percent; if the 
range is between 20 percent and 80 percent, it is reduced to 4.3 percent. If the ratio is less than 
20 percent or equal to 100 percent, then the fi gure remains at 5.7 percent.
5  If a participant has worked less than three years, compensation must be averaged over the 
entire period of service.
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in the future under a very detailed set of rules, for purposes of integration, 
the retirement age is determined as follows: 

Figure 14.1

Current Social Security Normal Retirement Ages
Under Pension Integration

 Year of Birth Social Security Retirement Age 

 1937 and Earlier 65

 1938 through 1954 66

 1955 and Later 67   

Covered compensation amounts for 2008 are provided for selected years 
of birth in Figure 14.2. However, the actual integration level chosen for 
the plan must not exceed the wage base at the beginning of the year and 
may be either the covered compensation for each participant or one of four 
alternatives.

Figure 14.2

2008 Covered Compensation for Integration Purposes, Selected Years
2008 Wage Base = $102,000

  Year of Birth 2008 Covered Compensation 

 1930 $25,920

 1940 48,816

 1950 72,828

 1960 91,044

 1970 100,464

  1975 and later 102,000  

Excess Defi ned Benefi t Plans—Under an excess defi ned benefi t plan, 
the percentage of compensation at which benefi ts accrue with respect to com-
pensation above the integration level may not be greater than 0.75 percent of 
compensation per year of service.6 Moreover, this rate may not be more than 
twice the rate applied to compensation below the integration level. 

6  Only years of service during which benefi ts accrue may be counted.
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Offset Defi ned Benefi t Plans—The limits for an offset plan are based 
on fi nal average compensation, defi ned as the average of a participant’s 
annual compensation (excluding pay in any year above that year’s wage 
base) for the three-consecutive-year period ending with the current plan 
year. (If a participant has worked fewer than three years, his or her com-
pensation is to be averaged over the entire period of service.) The maximum 
offset is equal to 0.75 percent of fi nal average compensation (up to the 
integration level) per year of service. As in the other two types of integra-
tion, the two-for-one rule is in effect and in this case specifi es that the offset 
cannot be more than one-half the benefi t that should be provided, prior to 
the application of the offset, with respect to the participant’s average annual 
compensation not in excess of fi nal average compensation (up to the integra-
tion level).

Career Cap—Both the excess and offset approaches for defi ned benefi t 
(but not defi ned contribution) plans are subject to an additional constraint 
for long-term employees. The annual permitted differential of 0.75 percent is 
capped at 35 years of service with the current employer. 

Adjustments—If benefi ts commence prior to or after the Social Security 
normal retirement age, the 0.75 percent factor mentioned above must be 
reduced or increased, depending on the age at which benefi ts commence and 
the participants’ Social Security normal retirement age.7 
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CHAPTER 15

SEC. 403(B) ARRANGEMENTS

(This chapter was written by Evan Giller, Partner, Giller & Calhoun, LLC)

Overview
A 403(b) arrangement, named for the authorizing section of the Internal 

Revenue Code (IRC), is a tax-advantaged retirement savings plan that can 
be offered by public education, nonprofi t employers, and church organiza-
tions. It has many similarities to tax-advantaged salary reduction retirement 
plans that can be offered by private-sector employers (Sec. 401(k) plans) and 
public-sector employers (Sec. 457 plans), but also important differences.

Educational institutions have been offering annuity contracts to their 
faculty since the early 1900s. The practice of excluding employer contribu-
tions to these contracts from an employee’s taxable income was offi cially 
sanctioned by the IRC in 1942, when the predecessor to Sec. 403(b) was 
enacted. In 1958, Sec. 403(b) was enacted and restrictions were placed on the 
dollar amounts that could be contributed; this is the section of the IRC under 
which the pension plans of most 501(c)(3) organizations are now operated. 
These plans can be funded only with annuity contracts and mutual funds 
(except for certain church plans which have an additional option). Many 
amendments have been made since the original enactment of Sec. 403(b). 

These plans have received attention related to the publication on July 
26, 2007, of the fi rst comprehensive revision of the regulations which apply 
to these plans since 1964. The new regulations are generally effective 
January 1, 2009.

There are a number of key areas affected by these new regulations.  
Under the new rules, for the fi rst time all Sec. 403(b) plans must be admin-
istered in accordance with a written plan. Technically, this written plan may 
be made up of several documents. As a practical matter, however, this new 
rule means that plans are generally required to have a written plan docu-
ment.  The document and the funding vehicles (i.e., the annuity contracts 
and custodial accounts used to fund the plan) must be consistent to maintain 
the qualifi cation of both the plan and the plan participant. There are also 
changes to the nondiscrimination rules (relating to highly compensated 
employees) that apply to the plan, and restrictions on transfers to unap-
proved funding vehicles made after September 24, 2007.  These rules make it 
clear that the plan administrator is responsible for coordinating plan compli-
ance across funding vehicles.  Plan administrators will be required to share 
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information with approved and unapproved vendors in order to fulfi ll their 
compliance obligations.

New rules also apply to entities operating within a controlled group, to 
withdrawal restrictions for employer contributions, and with respect to plan 
terminations. There are changes related to the timing of contribution trans-
mittals and the treatment of “catch-up contributions” for long-service and 
older employees.

Employer Eligibility 
Four types of employers are permitted to set up Sec. 403(b) plans: 

• Organizations that are tax-exempt under Secs. 501(c)(3) of the IRC. 
Organizations which are eligible for Sec. 501(c)(3) status include col-
leges, private K–12 schools, research facilities, health and social welfare 
organizations, hospitals and religious organizations.

• Public schools and colleges, including their governing organizations.
• Churches and religious organizations.
• Indian tribal governments that were grandfathered in as of 1995. 

Contributions Limits
Overall Contributions Limits—The maximum overall limit for contri-

butions to a 403(b) plan is governed by IRC Sec. 415. This limit is the lesser 
of $45,000, as indexed for infl ation ($49,000 in 2009) or 100 percent of com-
pensation. If a participant or the employer contributes amounts to any other 
Sec. 403(b) arrangements provided by the same employer, these amounts 
must be aggregated. Amounts contributed to other tax-qualifi ed retirement 
plans (generally, qualifi ed plans under Sec. 401(a)) provided by the employer 
do not need to be aggregated. However, if any amounts are contributed 
to any plan that is deemed to be under the control of the employee, those 
amounts must be aggregated with the Sec. 403(b) plans. A plan is deemed 
to be under the control of the employee if the employee owns or controls an 
interest of 50 percent or greater in the company that established the plan. 
Thus, an employee who establishes a Keogh plan must aggregate the contri-
butions for Sec. 415 purposes

The annual compensation of each participant taken into account in 
determining allocations shall not exceed $200,000 ($245,000 in 2009), as 
adjusted for cost-of-living increases in accordance with Sec. 401(a)(17)(B) 
of the Code. There are certain exceptions to this rule for governmental 
employers. 
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Employee Contributions—Sec. 402(g) limits an employee’s elective 
deferrals to a specifi c dollar limit ($16,500 in 2009) which is established at 
the beginning of each taxable year. 

Article I—A participant age 50 or more by the end of the calendar year 
is permitted to make additional elective “catch-up” deferrals for the year. 
Up to $5,500 in annual catch-up contributions are allowed for 2009, and the 
amount is adjusted for infl ation.

There is an additional 15-year catch-up rule for employees of qualifi ed 
organizations (meaning an educational organization, a hospital, a home 
health service agency, a health and welfare service agency, or a church, con-
vention or association of churches). If the employer elects, employees at these 
organizations can contribute up to $3,000 per year extra, up to a maximum 
of $15,000, to compensate for contributions they failed to make in prior 
years. Amounts in excess of the annual Sec. 402(g) limit are allocated fi rst to 
the 15-year catch-up election and then to the age 50 catch-up contributions. 
In no event can the amount of elective deferrals for a year be more than the 
participant’s compensation for that year.

Article II—If the participant is or has been a participant in more than 
one Sec. 403(b) plan, or any other plan that permits elective deferrals under 
Sec. 402(g) of the IRC, then all of these plans are considered as one plan for 
purposes of applying Sec. 402(g). The plan administrator needs to take into 
account any other plan maintained by any employer in the controlled group. 
The plan administrator also needs to take into account any other plan about 
which the employee provides information.

Plan Requirements
Employee Contributions—Employee contributions pursuant to a 

salary reduction agreement must meet the “universal availability” rule 
(except for certain churches). This means that all employees must be permit-
ted to make elective deferral contributions as soon as they become employed. 
However, the following exclusions are permitted: 
• Employees whose elective deferral is less than $200 per year.
• Employees who are eligible under another Sec. 403(b) plan, Sec. 401(k) 

plan, or a Sec. 457 eligible governmental plan of the employer that 
permits an amount to be contributed or deferred at the election of the 
employee.

• Employees who are nonresident aliens described in Sec. 410(b)(3)(C).
• Employees who are students performing services described in Sec. 

3121(b)(10).
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• Employees who normally work fewer than 20 hours per week or 1,000 
hours per year.

Employer Contributions—Many Sec. 403(b) plans provide for employer 
contributions, or employer contributions that match employee contributions. 
In typical designs of plans covered by the Employee Retirement Income 
Security Act of 1974 (ERISA), the age to participate is generally 21 and the 
service requirement (waiting period) is generally one year. However, a two-
year waiting period is allowed if the plan provides for immediate vesting. In 
additional, certain educational institutions can require a minimum age of 26 
for a worker to participate.

Nondiscrimination rules also apply to these plans. For employer contri-
butions, it is permissible to exclude certain categories of employees. However, 
the employer must meet certain coverage tests showing that the coverage 
categories were not selected in an effort to favor the highly compensated 
employees. Similarly, the defi nition of compensation used, as well as any 
benefi ts, rights, and features provided under the plan, must meet certain 
nondiscrimination tests. Governmental and church plans are exempt from 
most of these nondiscrimination rules. Sec. 403(b) plans that provide for 
employer matching contributions must pass the actual contribution percent-
age test (ACP test) under Sec. 401(m).

 The following employees may be excluded from participation and do not 
need to be included in the coverage test:
• Employees who are students performing services described in Sec. 

3121(b)(10).
• Nonresident aliens described in Sec. 410(b)(3)(c). 
• Members of a collective bargaining unit, unless the agreement with that 

unit allows participation in this plan.

Distribution Restrictions 
Except as set out below, employees may receive a distribution of any 

amount attributable to elective deferrals only after the earliest of the follow-
ing events: severance of employment, death, disability, attaining age 59½, 
eligibility for a qualifi ed reservist distribution, or termination of the plan. 
Employer contributions can be distributed when permitted under the terms 
of the plan, but contracts issued after January 1, 2009, must restrict such 
distributions to no earlier than the participant’s severance from employ-
ment or upon the prior occurrence of some event, such as a fi xed number of 
years, the attainment of a stated age, or disability. Amounts accumulated 
prior to December 31, 1988, have more liberal distribution requirements. In 
plans that are covered by ERISA and offer annuities as an option, the vested 
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account balance of a married participant will be paid in the form of a quali-
fi ed joint-and-survivor annuity (QJSA).

Hardship Rules—If permitted under the plan, certain amounts of the 
participant’s accumulation may be withdrawn on account of hardship.  A 
hardship distribution may be made on account of a participant’s immediate 
and heavy fi nancial need and if the distribution is necessary to meet that 
need. In the event that the “safe harbor” method is selected by the employer 
to determine whether a distribution is necessary to meet a participant’s 
fi nancial need, all elective contributions to the participant’s accounts in all 
plans maintained by the employer will be suspended for six months. Under 
the new 403(b) regulations, the hardship rules that govern Sec. 401(k) plans 
also now apply to plans under Sec. 403(b).

Loans—Loans may be permitted under the plan for elective deferral 
contributions in accordance with the terms of the funding vehicle from 
which the loan is taken. No loan to a participant under the plan may exceed 
$50,000, reduced by the greater of:
•  The outstanding balance on any loan from the plan to the participant on 

the date the loan is made; or
• The highest outstanding balance on loans from the plan to the partici-

pant during the one-year period ending on the day before the date the 
loan is approved by the plan administrator (not taking into account any 
payments made during such one-year period); or 

• One-half of the value of the participant’s vested account balance (as of 
the valuation date immediately preceding the date on which such loan is 
approved by the plan administrator). 

Any loan from any other plan maintained by the employer and any 
related employer shall be treated as if it were a loan made from the plan, 
and the participant’s vested interest under any such other plan shall be 
considered a vested interest under this plan. A plan administrator can limit 
the number of loans that a participant takes per year.

 Minimum Distribution Rules—A participant’s vested account balance 
must be distributed in accordance with the minimum distribution require-
ments of Sec. 401(a)(9) of the IRC and the regulations under that section.  In 
general, a participant’s account balance must be distributed beginning no 
later than the required beginning date, over a period not exceeding the life or 
life expectancy of the participant or the lives or joint life expectancies of the 
participant and a designated benefi ciary. The required beginning date is the 
April 1 in the year following the later of the year in which the participant 
turns age 70½ or retires. There are additional requirements governing dis-
tributions to a designated benefi ciary and when the designated benefi ciary is 
the spouse.
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However, the distribution rules of Sec. 401(a)(9) do not apply to the 
participant’s undistributed account balance valued as of December 31, 1986, 
and exclusive of subsequent earnings.  The account balance as of December 
31, 1986, must be distributed in accordance with the incidental benefi t rules 
of Treasury Regulations 1.401-1(b)1(i), in general the later of age 75 or sever-
ance of employment.

Exchanges and Transfers
Contract Exchanges—A participant or benefi ciary is permitted to 

change the investment of his or her account balance among the funding 
vehicles under the plan (subject to any limitations contained in the funding 
vehicles). However, an investment change that includes an investment with 
a vendor that is not eligible to receive contributions under the plan is subject 
to the additional conditions listed below: 
• The participant or benefi ciary must have an account balance immedi-

ately after the exchange that is at least equal to the account balance of 
that participant or benefi ciary immediately before the exchange (taking 
into account the account balance of that participant or benefi ciary in the 
funding vehicle immediately before the exchange).

• The agreement with the receiving vendor has distribution restrictions 
with respect to the participant that are not less stringent than those 
imposed on the investment being exchanged.

• The employer enters into an agreement with the receiving vendor for the 
other contract or custodial account under which the employer and the 
vendor will from time to time in the future provide each other with the 
information necessary to meet the requirements of Sec. 403(b) and the 
applicable regulations.
 Plan-to-plan Transfers—If the plan permits plan-to-plan transfers 

to another plan, those transfers must meet the conditions below:
• Each participant and benefi ciary must have an amount deferred under 

the other plan immediately after the transfer at least equal to the 
amount transferred.

• The other plan must provide that, to the extent any amount transferred 
is subject to any distribution restrictions required under IRC Sec. 
403(b), the other plan shall impose restrictions on distributions to the 
participant or benefi ciary whose assets are transferred that are not less 
stringent than those imposed under the plan.

• In addition, if the transfer does not constitute a complete transfer of the 
participant’s or benefi ciary’s interest in the plan, the other plan shall 
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treat the amount transferred as a continuation of a pro rata portion of 
the participant’s or benefi ciary’s interest in the transferor plan (e.g., a 
pro rata portion of the participant’s or benefi ciary’s interest in any after-
tax employee contributions).

Rollovers—A participant or the benefi ciary of a deceased participant 
(or a participant’s spouse or former spouse who is an alternate payee under 
a qualifi ed domestic relations order) who is entitled to an eligible rollover 
distribution may elect to have any portion of an eligible rollover distribution 
from the plan paid directly to an eligible retirement plan specifi ed by the 
participant in a direct rollover. In the case of a distribution to a benefi ciary 
who at the time of the participant’s death was neither the spouse of the 
participant nor the spouse or former spouse of the participant who is an 
alternate payee under a qualifi ed domestic relations order, a direct rollover 
is payable only to an individual retirement account or individual retirement 
annuity (IRA) that has been established on behalf of the benefi ciary as an 
inherited IRA, and only if permitted under the plan.

How Are Distributions Taxed?
The contributions made under the plan are not currently includable 

in income for federal income tax purposes. Contributions made on a salary 
reduction basis (elective deferrals) are subject to Social Security tax and 
federal unemployment taxes. Any growth in the accumulation attributable 
to investment earnings or credited interest is not subject to current taxa-
tion. All amounts distributed from the plan will be taxed as ordinary income 
unless the plan includes a Roth account. For Roth accounts, all qualifying 
distributions are received on an after-tax basis. In addition, distributions 
made before age 59½ may be subject to a 10 percent penalty tax. There are 
some exceptions to this tax, including death or disability. 
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CHAPTER 16

INDIVIDUAL RETIREMENT ACCOUNTS

Introduction
Through the enactment of the Employee Retirement Income Security 

Act of 1974 (ERISA), Congress established individual retirement accounts 
(IRAs) to provide workers who did not have employment-based pensions an 
opportunity to save for retirement on a tax-deferred basis. U.S. tax law has 
subsequently substantially changed the eligibility and deduction rules for 
IRAs. The Economic Recovery Tax Act of 1981 (ERTA) extended the avail-
ability of IRAs to all workers, including those with pension coverage. The Tax 
Reform Act of 1986 (TRA ’86) retained tax-deductible IRAs for those families 
in which neither spouse was covered by an employment-based pension but 
restricted the tax deduction among those with pension coverage to families 
with incomes below specifi ed levels. In addition, TRA ’86 added two new 
categories of IRA contributions: nondeductible contributions, which accumu-
late tax free until distributed, and partially deductible contributions, which 
are deductible up to a maximum amount less than the maximum otherwise 
allowable. While TRA ’86 made IRAs less advantageous for some individuals, 
many individuals may contribute the maximum amount on a tax-deduct-
ible basis. Roth IRAs were created by the Taxpayer Relief Act of 1997 as 
a new type of IRA that modifi es the incidence of taxation. The Economic 
Growth and Tax Relief Reconciliation Act (EGTRRA) of 2001 increased the 
contribution limits for IRAs signifi cantly, and added the option of catch-up 
contributions for those age 50 or older. The Pension Protection Act (PPA) 
of 2006 made the increased contribution limits from EGTRRA permanent. 
For all individuals, IRAs remain a tax-effective way to save for retirement. 
However, like any other fi nancial arrangement, IRAs require careful plan-
ning and monitoring. This chapter offers an introduction to IRA eligibility 
rules, contribution limits, distributions, and taxation.1 

1 The Small Business Job Protection Act of 1996 allows employers with 100 or fewer 
employees to set up a savings incentive match plan for employees (SIMPLE) IRA. Details 
of this new pension plan for small employers are provided in the chapter on SEPs and 
SIMPLEs. This chapter refers solely to IRAs other than those used in SIMPLE or simplifi ed 
employer pension (SEP) plans.
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Eligibility
IRAs may be established under one or more of the following 

circumstances:
• Individuals2 who are not active participants in an employment-based 

retirement plan—Regardless of income level, any part-time or full-time 
worker who is younger than age 70½ and not an active participant in 
an employment-based plan may establish and contribute to a personal 
IRA. The Internal Revenue Service (IRS) defi nes active participant as a 
person who is covered by a retirement plan, i.e., an employer or union 
has a retirement plan under which money is added to the individual’s 
account or the individual is eligible to earn retirement credits. An 
individual is considered an active participant for a given year even if 
he or she is not yet vested in a retirement benefi t. In certain plans, the 
individual may be considered an active participant even if he or she was 
only with the employer for part of the year. 

 IRA investors must have earned income.

 The maximum dollar amount applicable to IRA contributions is $5,000 
in 2009. In 2010 and going forward, the contributions will be indexed 
to infl ation in $500 increments. An individual who has attained age 50 
by the close of the taxable year may make an additional catch-up IRA 
contribution of $1,000.

• Individuals who are active participants in an employment-based plan 
and whose modifi ed adjusted gross income (MAGI3) does not exceed 
$55,000 (single taxpayers) or $89,000 (married taxpayers fi ling jointly) 
in 2009. These values are indexed to infl ation thereafter—These taxpay-
ers may make a fully deductible IRA contribution. Again, contributions can 
only be made from earned income.

• In 2009, individuals who are active participants in an employment-
based plan and whose MAGI falls between $55,000 and $65,000 (single 
taxpayers) and between $89,000 and $109,000 (married taxpayers fi ling 
jointly)—These taxpayers may make a fully deductible IRA contribu-
tion of less than the maximum dollar amount and a nondeductible 
IRA contribution for the balance, as follows. The maximum deductible 

2 Special rules apply to families with two wage earners. For more detail, see the discussion 
of maximum deductible contributions in the following section on contribution limits.
3 Modifi ed adjusted gross income is the adjusted gross income calculated on the federal in-
come tax forms modifi ed to include IRA deductions, student loan interest deductions, tuition 
and fees deductions, domestic production activities deductions, foreign earned income exclu-
sions, foreign housing exclusions or deductions, exclusions of qualifi ed savings bond interest 
shown on Form 8815 and of interest from Series EE and I U.S. Savings Bonds issued after 
1989, and exclusions of employer-provided adoption benefi ts shown on Form 8839.
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contribution is reduced by $1 for each $5 of income between the MAGI 
limits. For example, a single taxpayer with MAGI of $60,000 could 
make a $2,500 deductible IRA contribution and a $2,500 nondeductible 
contribution. Under a special rule, the deductible amount is not reduced 
below $200 if a taxpayer is eligible to make any deductible contributions. 
Again, contributions can only be made from earned income.

• In 2009, individuals who are active participants in an employment-based 
plan and whose AGI is at least $65,000 (single taxpayers) or at least 
$109,000 (married taxpayers fi ling jointly)—These taxpayers may only 
make nondeductible IRA contributions of up to the maximum dollar 
amount; earnings on the nondeductible contribution are tax deferred 
until distributed to the IRA holder. Again, contributions can only be 
made from earned income.

• Individuals who are eligible for IRAs established as rollover vehicles for 
lump-sum distributions from employment-based pension plans or other 
IRAs—A worker who receives a distribution from his or her employ-
ment-based retirement plan, an IRA, or a Keogh can generally place the 
distribution in a rollover IRA without tax penalty or current taxation 
(see section on rollovers). 

Contribution Limits
Maximum Deductible Contributions—As stated earlier, IRA con-

tributions may not exceed $5,000 per year in 2009 (excluding catch-up 
contributions for those age 50 or older). The amount that is tax deductible 
varies according to a worker’s income tax fi ling status, MAGI, and pension 
coverage status. Single workers may contribute up to $5,000 or 100 percent 
of earned income (whichever is lower) per year if they are not active partici-
pants in an employment-based plan or if they are covered and have MAGI of 
not more than $55,000. For those with MAGI between $55,000 and $65,000, 
the deductible amount is prorated (see section on eligibility). 
• Two-Earner Couples—Where a husband and wife both have earned 

income, each may contribute up to $5,000 or 100 percent of earned 
income (whichever is lower) per year. This means that a two-earner 
couple may then make a combined annual deductible contribution of 
up to $10,000, excluding catch-up. If a husband and wife fi le a joint tax 
return and either spouse is covered by an employment-based plan, both 
are restricted in their eligibility to make deductible IRA contributions 
under the rules that apply to their combined MAGI. If a joint return is 
fi led, the spouse who is not covered by a plan at work may make a full 
deduction if the modifi ed adjusted gross income is $166,000 or less and 
no deduction if the modifi ed adjusted gross income is $176,000 or more. 
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Partial deductions may be taken for modifi ed adjusted gross incomes 
between those levels. If the couple fi les separately, then the limits are 
reduced to zero and $10,000, respectively.

 If a married individual fi les a separate tax return, the spouse’s active 
participation does not affect the individual’s eligibility to make deduct-
ible IRA contributions. But if a married individual fi les separately, the 
phase-out of the $5,000 deduction begins with $0 of MAGI and ends at 
$10,000. For example, if a married person is an active participant, has 
$3,000 of income, and fi les a separate return, the maximum allowable 
IRA deduction would be $2,800 (i.e., 0.40 x ($10,000–$3,000)). If the 
same individual had AGI of $10,000 or more, no deductible IRA contribu-
tion would be allowed.

• One-Earner Couples—The Small Business Job Protection Act of 1996 
increased the amount that an individual may contribute to joint IRAs 
for the individual and the nonworking spouse. The new limit equals the 
maximum combined IRA contributions allowable if both spouses work, 
which remains unchanged. 

Employment-Based IRAs
An employer may contribute to an IRA that has been set up by the 

employee or may set up an IRA for employees. The employee’s interest must 
be nonforfeitable, and separate records showing the employee’s contributions 
and the employer’s contributions must be maintained. Although regular IRA 
contribution limits apply, the employer is also permitted to pay reasonable 
administrative expenses associated with the IRA. 

Employers may also offer employees IRAs through payroll deduction 
arrangements. Automatic deductions from employees’ earnings would be 
deposited in IRAs that are set up by the company. Some employers permit 
employees to select among a variety of investment options. This arrange-
ment should not be confused with employment-based retirement plans called 
simplifi ed employee pensions (SEPs) and savings incentive match plans for 
employees (SIMPLEs), in which an employer establishes an IRA for each 
employee and makes contributions on his or her behalf. SEPs and SIMPLEs 
have different contribution limits from regular IRAs and are subject to some 
of the same rules as other qualifi ed retirement plans (for further discussion 
of these plans, see chapter on SEPs and SIMPLEs). 

Roth IRAs
The Roth IRA is an individual retirement account subject to all the rules 

of regular IRAs, with certain exceptions. Contributions are nondeductible 
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and qualifi ed distributions are tax free. Furthermore, contributions can be 
made to a Roth IRA after the individual reaches age 70½ and can be left 
there for as long as the individual lives. In 2009, an individual can contribute 
to a Roth IRA if he or she has taxable compensation and modifi ed AGI less 
than $176,000 for individuals married fi ling jointly or qualifying widow(er)s; 
$120,000 for a single head of household, or married couples fi ling separately 
and not living with one’s spouse for any time during the year; and $10,000 
for those married fi ling separately and living with their spouse at any time 
during the year. Contributions can be made to a spousal Roth IRA under the 
same provisions as those for a regular IRA. 

Distributions are generally considered qualifi ed if they are from con-
tributions held at least fi ve years and the individual is age 59½ or older. 
Regular contributions can be withdrawn without penalty, but other additions 
to the account have to be held for the fi ve-year waiting period. The excep-
tions to the penalty are the same as those for traditional IRAs.4

Distributions
Minimum annual IRA distributions must begin by April 1 of the calen-

dar year following the calendar year in which the individual reaches age 
70½, otherwise a penalty tax is imposed for insuffi cient distributions. 

Rollovers—A rollover is a tax-free distribution of assets from one retire-
ment plan to another. Rollover contributions are not deductible. Rollovers 
may be made from the following plans to a traditional IRA:
• A traditional IRA.
• An employer’s qualifi ed retirement plan for its employees.
• A deferred compensation plan of a state or local government (Sec. 457 plan).
• A tax-sheltered annuity plan (Sec. 403(b) plan).

Rollovers may also be made from a traditional IRA to a qualifi ed plan.5 
The part of the distribution that may be rolled over is the part that would 
otherwise be taxable. Qualifi ed plans are not required to accept such roll-
overs. Rollover contributions must generally be made by the 60th day after 
the day the distribution is received from the traditional IRA or the employ-
er’s plan. 

Rollover From One IRA to Another—Generally, if a tax-free rollover of 
any part of a distribution is made from a traditional IRA, there is a one-year 

4 For further information, see Internal Revenue Service Publication 590, Individual Retire-
ment Arrangements. 
5 These plans include the Federal Thrift Savings Fund (for federal employees), deferred 
compensation plans of state or local governments (Sec. 457 plans), and tax-sheltered annuity 
plans (Sec. 403(b) plans).
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waiting period before a tax-free rollover may be made from the same IRA. If 
only a portion of the assets withdrawn from a traditional IRA is rolled over, 
the remainder will generally be taxable (except for the part that is a return 
of nondeductible contributions) and may be subject to the 10 percent addi-
tional tax on early distributions. Amounts that must be distributed during 
a particular year under the required distribution rule are not eligible for 
rollover treatment.

Rollover From an Employer’s Plan Into an IRA—A participant can roll 
over into a traditional IRA all or part of an eligible rollover distribution 
received from:
• An employer’s qualifi ed pension, profi t-sharing, or stock bonus plan.
• An anuity plan.
• A deferred compensation plan of a state or local government (Sec. 457 

plan).
• A tax-sheltered annuity plan (Sec. 403(b) plan).

An eligible rollover distribution is any distribution of all or part of the 
balance to the participant’s credit in a qualifi ed retirement plan except the 
following:
• A required minimum distribution.
• A hardship distribution.
• Any of a series of substantially equal periodic distributions paid at least 

once a year over:

▲ The participant’s lifetime or life expectancy.
▲ The lifetimes or life expectancies of the participant and his or her 

benefi ciary. 
▲ A period of 10 years or more.

• Corrective distributions of excess contributions or excess deferrals and 
any income allocable to the excess, or of excess annual additions and any 
allocable gains.

• A loan treated as a distribution because it does not satisfy certain 
requirements either when made or later unless the participant’s accrued 
benefi ts are reduced to repay the loan.

• Dividends on employer securities.
• The cost of life insurance coverage.
• Generally, a distribution to the plan participant’s benefi ciary.

A rollover into a traditional IRA may include both amounts that would 
be taxable and amounts that would not be taxable if they were distributed 
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to the participant but not rolled over. To the extent the distribution is rolled 
over into a traditional IRA, it is not includable in income.

Generally, if an eligible rollover distribution is paid directly to the 
participant, the payer must withhold 20 percent of it. This can be avoided by 
choosing a direct rollover option.6 Employers’ qualifi ed plans are required to 
give participants the option to have any part of an eligible rollover distribu-
tion paid directly to a traditional IRA (unless the distributions are expected 
to total less than $200 for the year).

Taxation
IRA taxation rules refl ect the basic purpose of an IRA (i.e., to provide 

retirement income). Use of IRA savings for purposes other than retirement 
income, therefore, is discouraged through tax penalties. In general, penalty 
taxes will not apply to IRA distributions that begin no earlier than age 59½ 
and no later than April 1 of the calendar year following the calendar year in 
which the individual attains age 70½. Certain distributions can begin prior 
to age 59½ without penalty. Distributions are considered income in the year 
received and are subject to applicable marginal income tax rates. See chapter 
on retirement plans for more detail. 

The exceptions for the tax penalty for distributions prior to age 59½ 
include:
• Being disabled.
• Being the benefi ciary of a deceased IRA owner.
• The distribution is to be used to pay certain qualifi ed fi rst-time home-

buyer amounts.
• The distributions are part of a series of substantially equal payments. 
• Having signifi cant unreimbursed medical expenses. 
• Paying medical insurance premiums after losing a job. 
• The distributions are not more than qualifi ed higher education expenses. 
• The distribution is due to an IRS levy on the qualifi ed plan. 
• The distribution is a qualifi ed reservist distribution. 

6 The payer does not have to withhold from an eligible rollover distribution paid to the 
participant if either of the following apply:
• The distribution and all previous eligible rollover distributions received during the tax 
year from the same plan total less than $200.
• The distribution consists solely of employer securities, plus cash of $200 or less in lieu 
of fractional shares.
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CHAPTER 17

RETIREMENT PLANS FOR THE SELF-EMPLOYED

Introduction
Self-employment has long been part of the American dream. The con-

tinued willingness of entrepreneurs to accept the risks of starting their own 
business is testament to the strength of this dream. 

Since 1962, federal policy has encouraged the provision of pensions 
for the self-employed and their employees through the Self-Employed 
Individuals Tax Retirement Act. This law created Keogh plans, named for 
U.S. Rep. Eugene J. Keogh of New York, who sponsored the original legisla-
tion. (Sometimes these plans are referred to as H.R. 10 plans, after the 
number assigned to an early version of the bill.) The act allowed unincorpo-
rated small business owners, farmers, and those in professional practice to 
establish and participate in tax-qualifi ed plans similar to those of corporate 
employers. The self-employed may either be sole proprietors or members of a 
partnership.1 

Prior to 1962, many small business owners found that their employees 
could participate in a tax-qualifi ed pension plan, but the employers them-
selves could not. Self-employed individuals without employees also could not 
participate in a tax-qualifi ed plan. Furthermore, where two people operated 
similar businesses and realized similar profi ts—but one was a sole propri-
etor and the other was incorporated—the corporate operator could benefi t 
from a pension plan even though he or she was the only employee of the 
corporation, but the sole proprietor could not. 

Legislative History

Keogh plans originally were subject to tighter limits on contributions 
and benefi ts and stricter rules governing plan operation than corporate 
retirement plans. Self-employed individuals were limited to a contribution 
of $2,500 per year, while (at that time) there was no limit imposed on cor-
porate plans. This provision led to otherwise unnecessary incorporation by 
self-employed persons solely for the purpose of obtaining the tax benefi ts for 
retirement savings. In addition, Keogh plans had stricter limits on vesting 
and contributions for owner-employees (those with a certain percentage own-
ership interest). To achieve somewhat greater equity with corporate plans, 

1  In addition to Keogh plans, the self-employed are also eligible for simplifi ed employee pen-
sions (SEPs). (See chapter on SEPs and SIMPLEs.)
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the Employee Retirement Income Security Act of 1974 (ERISA) increased 
the annual limit for deductible contributions to Keogh plans to 15 percent of 
earned income or $7,500, whichever was lower. 

In 1981, Congress reviewed Keoghs at the same time that it expanded 
eligibility for individual retirement accounts (IRAs). The Economic Recovery 
Tax Act of 1981 retained the 15 percent of compensation deduction limit but 
increased the dollar maximum to $15,000, effective January 1, 1982. 

In the  Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), 
Congress established parity between corporate and noncorporate retire-
ment plans. To this end, most of the special rules applicable to Keogh plans 
were eliminated. Maximum limits for a defi ned benefi t or defi ned contribu-
tion Keogh plan were changed to be the same as those for corporate plans. 
And many of the provisions relating to owner-employees were repealed. By 
treating Keogh plans and corporate plans more equally, Congress intended to 
mitigate the tendency for professionals to incorporate simply to take advan-
tage of the higher amounts that were tax deductible under prior law.

At the same time that many of the rules applicable specifi cally to owner-
employees in Keoghs were repealed, TEFRA added new top-heavy rules for 
all qualifi ed plans. The rules took the owner-employee concept, expanded it 
to include offi cers and other types of company owners, and applied stricter 
vesting and contribution limits to plans that benefi ted a certain proportion of 
key employees. (For further discussion of these rules, see chapter on retire-
ment plans.) 

The Tax Reform Act of 1986 made numerous changes in the rules gov-
erning all qualifi ed retirement plans, which also affect Keoghs. (For further 
discussion of these rules, see chapter on retirement plans.)

Eligibility
Sole proprietors and partnerships are the most common adopters of 

Keogh plans. The self-employed individual is treated as an employer as well 
as an employee for tax purposes in contributing to a Keogh plan. In addition, 
the self-employed individual must make contributions to the plan on behalf 
of his or her “common law” employees. 

Keogh plans may be classifi ed as either defi ned contribution or defi ned 
benefi t plans. Defi ned contribution plans are those in which the contribu-
tions are defi ned, and the eventual benefi t depends on the total amount 
of contributions and their investment performance. Defi ned benefi t plans 
do not specify the amount of contribution but instead defi ne the future 
retirement benefi t in terms of a monthly pension. (For a discussion of the dif-
ferences between these two types of plans, see chapter on defi ned benefi t and 
defi ned contribution plans.) Self-employed individuals are also eligible to 
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contribute to an IRA but may only make deductible contributions to both an 
IRA and a Keogh plan if their taxable income is below the levels established 
for IRAs. (For further discussion of contribution levels, see chapter on IRAs.) 

Contributions and Benefi ts
Contributions made by self-employed individuals are not currently 

taxable to the self-employed individual, and the contributions by the self-
employed individual on behalf of his or her employees are not currently 
taxable to employees. The contributions and any earnings accumulate 
tax-deferred until distribution, when they are subject to normal income 
taxes. If distribution occurs prior to age 59½, a penalty tax may be assessed 
(discussed in section on distributions). 

Employee after-tax contributions are also permitted. These contribu-
tions, which are currently taxed, generate tax-free earnings. However, special 
nondiscrimination rules for after-tax contributions may effectively reduce 
this limit for some employees (discussed in section on nondiscrimination). 
Keogh plans are subject to the same contribution and benefi t limits as other 
corporate retirement plans under Internal Revenue Code (IRC) Sec. 415, as 
well as the compensation limit of IRC Sec. 401(a)(17). In 2009, for defi ned 
contribution plans, the maximum annual addition may not exceed the 
lesser of 100 percent of the employee’s compensation (or earned income)2 or 
$49,000 per year, subject to certain limits. The maximum annual benefi t to 
a participant under a defi ned benefi t plan is $195,000 or 100 percent of the 
participant’s average compensation for his or her three consecutive highest-
earning years. The $49,000 and $195,000 fi gures may be adjusted annually 
in the future to refl ect changes in the cost of living. 

Distributions
Keogh plan distributions can be paid in the same manner as other plans, 

namely in a lump-sum payment (where the entire account balance is dis-
tributed in one sum) or in periodic distributions from accumulated reserves 
as an annuity. The annuity can be in the form of a life annuity—in which a 
monthly payment is made to a retiree for his or her remaining lifetime and 
ceases on the retiree’s death—or in the form of a joint-and-survivor annuity 
in which the surviving spouse continues to receive monthly payments 
after the retiree’s death. Plan distributions can also be paid out in regular 

2  For purposes of computing the limitations on deductions for contributions to a Keogh plan, 
earned income is computed after taking into account amounts contributed to the plan on behalf 
of the self-employed individual (i.e., the self-employed individual’s earned income is reduced 
by the deductible contributions to the plan). Furthermore, earned income is computed after the 
deduction allowed for self-employment taxes.
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installments for a fi xed number of years. (For further discussion of plan 
distributions, see chapter on retirement plans.)

Taxation
At retirement, Keogh plan benefi ts are taxed as ordinary income as they 

are received. The tax treatment depends on the type of distribution—annuity 
or lump sum—and generally follows normal qualifi ed plan rules. (For further 
discussion of taxation, see chapter on retirement plans.) A self-employed 
individual is limited in the use of income averaging3 and capital gains 
treatment to distributions that are made after the attainment of age 59½ 
or on account of death or disability. Distributions from a Keogh plan prior 
to age 59½, like those from other qualifi ed plans, are penalized. Unless the 
distribution meets one of a limited number of exceptions, it is subject to a 10 
percent excise tax in addition to regular income tax. (For further discussion 
of distribution rules, see chapter on pension plans.) 

Rollovers
Prior to the Defi cit Reduction Act of 1984 (DEFRA), tax-free rollovers 

of lump-sum distributions could not be made by a self-employed individual 
from a Keogh plan to an employment-based pension plan or another Keogh 
plan. DEFRA permitted a tax-free rollover from one qualifi ed plan to another 
of a distribution attributable to contributions made on behalf of a participant 
while he or she was self-employed. Tax-free rollovers of Keogh plan distribu-
tions can also be made to an IRA. Since then, the portability provisions of 
the Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA), 
effective January 1, 2002, expand rollover opportunities for plan participants 
to an even greater level. For example, rollovers can generally be permitted 
between qualifi ed plans, IRAs, 403(b)s, and governmental 457 plans.

Loans
Loans to participants in Keogh plans are permitted under the rules 

governing all qualifi ed plans.  However, a Keogh plan may not make loans to 
self-employed individuals who are owner-employees. 

Nondiscrimination
Keogh plans must satisfy the same nondiscrimination requirements 

as other qualifi ed retirement plans. These are designed to guarantee that 

3  This distinction no longer exists for tax years beginning after Dec. 31, 1999, when fi ve-year 
averaging for qualifi ed lump-sum distributions was repealed.
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highly compensated employees do not disproportionately benefi t in terms of 
participation in the plan or in benefi ts provided. (For further discussion of 
these requirements, see chapter on nondiscrimination and minimum cover-
age requirements for pension plans.) 

Conclusion
Over the past two decades, Congress has passed a number of laws 

designed to provide tax incentives for self-employed individuals to supple-
ment retirement income in addition to their Social Security benefi t. Despite 
these incentives, the unincorporated self-employed have not participated in 
Keogh plans at a very high rate. However, there is some evidence of growth. 
One reason for this growth could be the ability of a self-employed person to 
adopt a 401(k) plan, which was another provision of EGTRRA. Commonly 
referred to as a “self-employed” 401(k) or “Individual K” plan, these plans are 
designed for owner-only participants, and may also include a spouse. They 
are attractive because, in general, larger contributions may be made to the 
plan than to any other tax-advantaged retirement vehicle for a self-employed 
person.
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CHAPTER 18

THE PBGC AND PLAN FUNDING

 The Pension Protection Act
Signed into law in August 2006, the Pension Protection Act (PPA) has 

been heralded by many as the most comprehensive reform of defi ned benefi t 
pension plans since the enactment of the Employee Retirement Income 
Security Act of 1974 (ERISA), the major federal law governing employment-
based benefi ts. In addition to completely revamping the minimum funding 
requirements for single-employer1 defi ned benefi t plans, it also expands the 
deduction limits for contributions to these plans and includes reforms that 
affect both cash balance pension plans and defi ned contribution (401(k)-type) 
plans.

From a public policy perspective, one of the primary reasons for the need 
to modify the minimum required contributions for defi ned benefi t plans 
was the fi nancial shape of the single-employer plan termination insur-
ance program administered by the Pension Benefi t Guaranty Corporation 
(PBGC). Enacted as part of ERISA, the PBGC has evolved into a federal 
government entity providing an insurance-type benefi t to indemnify pension 
plan participants (up to a limit) for certain defi ned benefi t promises made by 
sponsors who enter bankruptcy with underfunded pension plans.2 

The premium system for the single-employer plan termination insurance 
program has been two-tiered since the mid-1980s (VanDerhei, 1988):3

• The fi rst tier is a per-capita premium that is $34 for 2009, but will be 
indexed to average national wage growth. 

• The second tier is a variable premium of $9 per $1,000 of underfunding.4  

1  See the chapter on multiemployer plans for information on how PPA is expected to affect that 
sector. 
2  For approximately the fi rst 10 years of the program, the employer merely needed to termi-
nate an underfunded defi ned benefi t plan for the insurance benefi t to be effective. The necessity 
for the sponsor to actually be in bankruptcy was added only after several large underfunded 
defi ned benefi t plans were terminated in exchange for a portion of the sponsors’ net worth 
(which in many cases was far less than the amount of defi ned benefi t underfunding they were 
shedding). 
3  Some sponsors of terminating plans will be required to pay a “termination premium” for cer-
tain distress and involuntary pension plan terminations that occur after 2005. For most affected 
plans, the annual termination premium is $1,250 per participant. The termination premium 
must be paid to PBGC annually for three years after the plan terminates. 
4  For plan years beginning in 2008 or later, the mandated discount rate is based on corporate 
bond yields.  Under the new premium rules, present value is generally determined using three 
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However, several studies had predicted that the level of insurance premi-
ums was far below the expected cost for many of the sponsors insured under 
this program, and that adverse selection and moral hazard would undoubt-
edly work toward the eventual fi nancial distress of the system (VanDerhei, 
1990, and Boyce and Ippolito, 2002). Although the fi nancial position of PBGC 
had experienced cyclical fl uctuations, by the mid-1990s it had entered a 
surplus position, and by 2000 the surplus had grown to $9.7 billion. However, 
after several years of falling discount rates5 and negative rates of return 
on equity portfolios, by 2004 the surplus had turned into a defi cit of $23.3 
billion.

In February of 2005, the Bush administration released its Single-
Employer Defi ned Benefi t Pension Reform Proposal. This attempted to 
control for several of the perceived limitations of the minimum funding 
requirements for the single-employer defi ned benefi t pension system as it 
existed at the time:
• Underfunded plans were typically given a funding target of only 

90 percent. In essence, plans could be up to 10 percent underfunded 
without being subject to the special rules enacted to deal with the under-
funding problem in 1987 and 1994.6

• Discount rates used to value the plan liabilities for underfunded plans 
were averaged over four years. This means that if discount rates were 
steadily decreasing (a scenario that, in fact, occurred in the early part of 
this decade), the average discount rate could be much higher than the 
value needed to close out a terminated defi ned benefi t plan. Since higher 
discount rates translate into lower present values of pension liabilities, 
the targets that sponsors were using in their calculations were at times 
artifi cially low.

• Similarly, asset values could be averaged over fi ve years, subject to 
constraints. When equity values were low or negative for several con-
secutive years (again, a scenario experienced in this country in the 
early part of this decade), the actuarial value of pension assets could 
be considerably higher than their true market value at a time when the 
plan might be turned over to the PBGC. 

interest rates (“spot segment rates”), each of which applies to cash fl ows during specifi ed peri-
ods.  Information on the spot segment rates appears on the PBGC’s Web site at www.pgbc.gov  
The new premium rules also permit the use of alternative discount rates.
5  The discount rate is the value used to adjust future cash fl ows to the present by refl ecting the 
“time value of money.”
6  To improve the funding of underfunded plans, the Pension Protection Act of 1987 and the 
Retirement Protection Act of 1994 applied defi cit reduction rules requiring faster funding to the 
plans that were less than 90 percent funded.
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• Finally, amounts paid in by plan sponsors in prior years that exceeded 
the minimum amounts legally required could be carried over at book 
value to be used in future years to reduce or eliminate minimum 
required contributions. These so-called “credit balances” would automati-
cally accrue at the discount rate used in the calculations and could result 
in a book value substantially larger than the market value in the future.

The fi nal form of the PPA as enacted by Congress varied substantially 
from the administration’s proposal with respect to specifi c details, but it 
did attempt to deal with the more problematic situations mentioned above. 
Much of PPA is generally effective in 2008, but many provisions are to be 
phased in over several years.

The new minimum funding standards replace the previous two-tier 
system (a funding standard account for all plans plus the defi cit-reduction 
contribution for underfunded plans) with a new system in which all single-
employer defi ned benefi t plans will have a new funding target of 100 percent 
of plan liabilities.7 In general,8 the minimum required contribution will 
now be equal to the target normal cost plus a seven-year amortization9 of 
unfunded liability, less any permissible credit balances. The target normal 
cost is the present value of all benefi ts that are expected to accrue or to be 
earned under the plan during the plan year, including prior-year benefi t 
accruals that increase because of compensation increases in the current year.

Two assumptions used in computing pension expense will undoubtedly 
become more volatile under PPA:
• Instead of mandating a discount rate based on the four-year average of 

corporate bond rates for current liability calculations (as was the case 
under prior law), benefi ts will be grouped into three segments: (1) ben-
efi ts expected to be payable within fi ve years, (2) benefi ts expected to be 
payable after fi ve years but within 20 years, and (3) benefi ts expected to 
be payable after 20 years. Each interest rate of the three segments would 
then be determined by a latest 24-month unweighted average of these 
rates.10 

7  This will be phased in gradually: The target will be 92 percent in 2008, 94 percent in 2009, 
96 percent in 2010, before reaching 100 percent in 2011. There is an exception for plans that 
were already subject to the defi cit reduction contribution in 2007: They will have a 100 percent 
funding target in 2008.
8  Specifi c exceptions for at-risk plans are defi ned below.
9  When the value of plan assets is at least equal to the value of benefi t obligations, there is no 
funding shortfall and no more shortfall amortization installments are required.
10  It should be noted for investment purposes that a plan sponsor may make a one-time election 
to use the full corporate bond yield curve without any averaging, rather than using the three 
separate segment rates.
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• Plan asset values will likely also become more volatile under PPA, as the 
“smoothing period” for interest rate calculations has been reduced from 
fi ve years to two years and the 20 percent corridor around the market 
value of assets that served as constraints on the actuarial value of assets 
has been reduced to 10 percent.

The administration’s proposal attempted to deal with the moral hazard 
and adverse selection problems for the single-employer plan termination 
insurance program by establishing a proxy for the likelihood that defi ned 
benefi t sponsors would go bankrupt and thus possibly present a claim to 
PBGC. The minimum required contribution under this proposal as well as 
the risk-based premiums to PBGC would have been based on targets that 
vary depending on the fi nancial health of the plan sponsor.11 Instead of 
adjusting for the higher expected likelihood of fi nancially troubled defi ned 
benefi t sponsors becoming an insured claim for PBGC and directly refl ecting 
this as an increased premium under a full-fl edged risk-related premium, 
PPA refl ects the increased severity from these plans by creating a separate 
category for “at-risk” plans and requires them to provide greater contribu-
tions to the plan.

At-risk liability is computed assuming that all participants eligible 
for benefi ts in the current year and the next 10 years retire at the earliest 
possible date and choose the most expensive form of benefi ts from a present 
value basis. A plan is defi ned to be “at risk” if it is both (1) less than 
80 percent funded12 under standard actuarial assumptions and (2) less than 
70 percent funded using the at-risk assumptions. For purposes of this deter-
mination, plan assets must generally be reduced by the plan’s credit balance.

The consequences of being designated as an at-risk plan under PPA is 
that it increases required contributions by increasing the target normal cost 
and the funding target. If the plan also was at risk in at least two of the 
four preceding plan years, the target normal cost is further increased by 
4 percent and the value of plan liabilities used to calculate funding shortfalls 
is also increased by 4 percent, plus a loading factor of $700 per participant.13

11  The fi nancial health of a plan sponsor would be defi ned as fi nancially weak for this proposal 
if the plan sponsor had senior unsecured debt that was rated as not being investment grade by 
each of the nationally recognized statistical rating organizations that has issued a credit rating 
for the debt.
12  This percentage is phased in over four years: 65 percent in 2008, 70 percent in 2009, 
75 percent in 2010, and 80 percent in 2011 and thereafter.
13  Under the law, the full at-risk contribution is not required for the fi rst plan year the plan is 
at risk. The increase in the contribution is phased in over fi ve years. In the fi rst year a plan is 
at risk, the minimum contribution is equal to the amount required for a plan that is not at risk, 
plus 20 percent of the difference between that amount and the amount required by the at-risk 
calculation.
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The treatment of credit balances under prior law is retained in many 
situations under PPA, but often at a price. For example, if the value of a 
plan’s assets (reduced by any prefunding balance) is at least 80 percent of 
the plan’s funding target (determined without regard to the at-risk rules) for 
the preceding plan year, the plan sponsor may elect to credit all or a portion 
of the funding standard carryover balance or prefunding balance against the 
minimum required contribution for the current plan year, thus reducing the 
amount that must be contributed for the current plan year. Moreover, exist-
ing credit balances and new prefunding balances14 must both be subtracted 
from assets in determining the “adjusted funding target attainment” per-
centage that is used to determine whether certain benefi ts can be paid and 
whether benefi t increases are allowed (Purcell, 2006). The problems arising 
from carrying credit balances at book value under prior law are dealt with 
under PPA by requiring such amounts to be adjusted for investment gains 
and losses since the date of the original contribution that created the credit 
balance. 

PPA also provides incentives for plan sponsors to attain certain 
funding thresholds by providing for restrictions on benefi t accruals, benefi ts 
increases, and utilization of lump-sum distributions (Purcell, 2006).15 Under 
the new law, the plan sponsor is required to freeze benefi t accruals for 
current participants in plans funded at less than 60 percent.16 Plan amend-
ments that increase benefi ts are prohibited if the plan is funded at less than 
80 percent of the full funding level, unless the employer makes additional 
contributions to fully fund the new benefi ts. Lump-sum distributions are 
prohibited if the plan is funded at less than 60 percent of the full funding 
level or if the plan sponsor is in bankruptcy and the plan is less than 
100 percent funded. If the plan is funded at more than 60 percent but less 
than 80 percent, the plan may distribute as a lump sum no more than half of 
the participant’s accrued benefi t. 

Condeluci (2007) argues that there may be three reasons to expect PPA 
to prompt pension plan sponsors to freeze accruals for current employees in 
their plans:

14  Credit balances must be separated into two categories: balances carried over from 2007 and 
balances resulting from contributions in 2008 and later years.
15  Although annuities are the default form of payment in a defi ned benefi t plan, plan sponsors 
will often give employees the alternative of taking the actuarial equivalent of the annuity in a 
single sum known as a lump-sum distribution.
16  Once a plan is funded above 60 percent, the employer—and the union in a collectively bar-
gained plan—must then decide how to credit past service accruals. This provision does not apply 
during the fi rst fi ve years of a plan’s existence, or if the employer makes an additional contribu-
tion prescribed by the statute.
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• Sponsors may be required to fund their plans to a higher level and over 
a shorter period of time.

• The new restriction on benefi ts.
• The effect credit balances will have on plan assets.

Under prior law—with basic elements dating all the way back to the 
passage of ERISA in 1974—the minimum required contributions for defi ned 
benefi t plans were determined by the plan’s funding standard account. In 
general, this would require the plan to make an annual contribution equal 
to its normal cost plus amortization of supplemental liability plus (minus) 
an amortization based on experienced losses (gains). This value could then 
be reduced by credit balances that had been carried over at book value 
and/or funding waivers. In general, the amortization period for supplemental 
liability was 30 years, while the amortization period for experienced gains or 
losses was fi ve years.17

Based on 1987 legislation (and amended in 1994), certain underfunded 
plans were required to pay an additional amount based on the defi cit reduc-
tion contribution (DRC) if the funded current liability percentage18 for the 
plan year is less than 90 percent. The DRC is generally the sum of (1) the 
“unfunded old liability amount,” (2) the “unfunded new liability amount,” and 
(3) the expected increase in current liability due to benefi ts accruing during 
the plan year. The “unfunded old liability amount” is the amount needed 
to amortize certain unfunded liabilities under 1987 and 1994 transition 
rules.19 The “unfunded new liability amount” is the applicable percentage 
of the plan’s unfunded new liability. The applicable percentage is generally 
30 percent, but decreases by 0.40 of 1 percentage point for each percentage 
point by which the plan’s funded current liability percentage exceeds 
60 percent. Based on a 6 percent discount rate, the equivalent amortization 
period for a plan with a funding ratio of 60 percent or less would be approxi-
mately three years. 

Under the new rule, the underfunded amount must be amortized over 
seven years. The overall impact of the change to the uniform amortization 
period under PPA is diffi cult to assess. However, it would appear in most 
cases that well-funded plans with substantial supplemental liabilities will 
now be required to amortize the amount more rapidly; however, underfunded 
plans, especially those with funding ratios below 60 percent, may fi nd that 

17  Changes in actuarial assumptions were generally amortized over a 10-year period.
18  A plan’s “funded current liability percentage” is generally the actuarial value of plan assets 
as a percentage of the plan’s current liability. In general, a plan’s current liability means all 
liabilities to employees and their benefi ciaries under the plan, determined on a present-value 
basis.
19  For more information on the unfunded old liability amounts, see VanDerhei (1994).
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the amortized amounts may be decreased.20 Condeluci argues that this 
increase in funding contributions for well-funded plans may be suffi cient 
to force at least some of them to freeze benefi t accruals (which would, in 
essence, either eliminate or greatly reduce the normal cost component of the 
minimum required contribution).21

The argument put forth by Condeluci with respect to restrictions on ben-
efi ts suggests that some plans with funding ratios less than 60 percent will 
take the mandated freeze imposed by PPA and choose to make it permanent. 
Other sponsors that may be forced to at least partially curtail the availabil-
ity of lump-sum distributions due to the new PPA-imposed restrictions may 
fi nd this to be suffi cient incentive to freeze the defi ned benefi t plan and offer 
a defi ned contribution plan to the employees instead. Moreover, the con-
straints on collective bargaining negotiations going forward may be reduced 
if the plan sponsor can reach an agreement with the union and freeze future 
benefi t accruals.

Finally, Condeluci argues that the modifi cation in the utilization of 
credit balances in the post-PPA period may cause some employers to recon-
sider their original decision to sponsor a defi ned benefi t pension plan at all. 
He suggests that this may be especially true if a well-funded defi ned benefi t 
plan would be considered at risk or subject to benefi t restrictions as a result 
of the credit balance’s impact on the plan assets.
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CHAPTER 19 

PLANNING FOR RETIREMENT

Introduction
When the Social Security program was created in 1935, a 65-year-

old American had an average life expectancy of 12½ more years; today, 
it is 18 years and rising.1 Expanded life expectancy brings with it a new 
awareness of the aging process. Retirement is increasingly an important 
part of one’s total life. However, many still view their retirement years with 
apprehension. Retirement is a challenging period that can bring rewards 
and new experiences. However, a satisfying retirement requires an adjust-
ment period that is greatly aided by thoughtful, effective planning in earlier 
working years. 

Ideally, one should begin planning for retirement early in one’s career. 
The 2008 Retirement Confi dence Survey, conducted by the Employee Benefi t 
Research Institute (EBRI) and Mathew Greenwald & Associates, Inc., found 
that: 2

• 61 percent of workers are very or somewhat confi dent they will have 
enough money to live comfortably throughout their retirement years.

• 72 percent of workers have saved for retirement. 
• 7 percent say they and/or their spouse have tried to calculate how much 

money they will need for a comfortable retirement.

The fi rst part of this chapter identifi es some areas on which those who 
are preparing for retirement need to focus. It is not intended to provide all 
the necessary information. Instead, it poses certain questions that need early 
consideration. Discussion is provided on: fi nancial planning, health care 
costs, living arrangements, use of leisure time, interpersonal relationships, 
and estate planning. There are several types of worksheets available to help 
individuals estimate a retirement savings goal, where they are in relation 
to that goal, and how much needs to be saved on their behalf to reach that 
goal.3 The second part of the chapter discusses the potential role of employ-
ers in helping employees to prepare for retirement. 

1  The Future of Social Security,  www.ssa.gov/pubs/10055.pdf 
2  Helman, Ruth, Jack VanDerhei, and Craig Copeland, “The 2008 Retirement Confi dence 
Survey®: Americans Much More Worried About Retirement, Health Costs a Big Concern.” 
EBRI Issue Brief, no. 316, April 2008.
3  Two versions of this type of worksheet are available for free at  http://choosetosave.org  
The Ballpark E$timate is an easy-to-use, two-page worksheet that helps you quickly 
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Considerations for the Employee
Financial Planning Considerations— A diffi cult aspect of retirement 

planning is ensuring adequate household income. A common misconception 
is that fi nancial planning is only necessary for wealthy people. Retirement 
income planning may be even more important for average or low-income 
people due to the complexities of taxation, the sophistication of fi nancial 
markets and instruments, and increasing longevity. Workers should be 
saving and investing large amounts at the peak of their earning power. 
Additionally, they should understand that certain options existing at one 
point in time may not be available later. 

Throughout their career years, workers should give careful consider-
ation to the following questions: At what age should I retire? What kind of 
retirement do I want? Where will I live? How much money will I need in 
retirement? What are my assets and liabilities now? What will they be at 
retirement? What are my health care costs likely to be? Will I have long-term 
care needs? How can I cope with infl ation? And, for those who are married, 
if I should die before my spouse, will my family be left with an adequate 
income? 

Retirement Income Sources—Retirement income is generally derived 
from three sources: Social Security, pensions, and personal savings. In 
addition, retirees may have access to life insurance, home equity, welfare 
programs, or new forms of employment. Following are some sources of retire-
ment income.

Social Security—Social Security replaces a portion of covered earnings 
that may be lost as a result of a person’s old age, disability, or death. Various 
requirements must be met before benefi ts are payable. For those who qualify, 
benefi ts are paid to workers and their spouses, widows, widowers, divorcees, 
dependent children, and dependent parents. Social Security benefi ts are 
automatically adjusted for infl ation. 

Social Security replaces a portion of preretirement income. It is not 
intended to provide income suffi cient to satisfy all retirement needs. For 
individuals in all income quintiles—but especially for individuals in the 
higher income quintiles—Social Security must be supplemented by pensions, 
personal savings, and other investments if individuals hope to maintain 
their preretirement standard of living. For example, the Social Security 
replacement rate for an individual age 65 with fi nal annual earnings of 
$15,000 in 2008 was 49 percent, while the replacement rate for an individual 

identify approximately how much you need to save to fund a comfortable retirement. The 
Ballpark E$timate takes complicated issues like projected Social Security benefi ts and earn-
ings assumptions on savings, and turns them into language and mathematics that are easy 
to understand. The second version is an interactive program that allows the user to input a 
large number of assumptions to tailor the results more precisely to his or her situation.
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age 65 with fi nal annual earnings of $100,000 was 21 percent. The design of 
Social Security helps assure these results with a benefi t formula that deliv-
ers larger benefi ts, as a percentage of fi nal compensation, to those earning 
the least and a maximum salary cap for taxes and benefi t calculation.

Today, most workers qualify for reduced retirement benefi ts at age 62 
or full benefi ts at an age between 65 and 67, depending on year of birth. 
Social Security has no minimum age or service requirements for participa-
tion, thus all covered workers are also program participants. Workers with 
covered earnings of $4,200 (indexed) or more in 2008 earned four quarters of 
Social Security coverage.4 For those reaching age 62 after 1990, 40 quarters 
are required for retirement benefi ts. An overwhelming majority of the work 
force ultimately qualifi es for benefi ts. Social Security payments are not 
automatically provided; workers must apply for benefi ts. The Social Security 
Administration advises people to fi le claims about three months before they 
want the benefi ts to begin.

Private Pension Programs—There are several methods of payment for 
private pensions, although not every plan provides all of these options. One 
way in which a private pension can be paid to a retiree is the straight-life 
annuity—a periodic payment for the life of the retiree, with no additional 
payments to survivors. For married employees, the standard benefi t pre-
scribed by law is the joint-and-survivor annuity, which provides payments 
to a surviving spouse after a retiree dies. The Employee Retirement Income 
Security Act of 1974 (ERISA), as modifi ed by the Retirement Equity Act of 
1984, stipulates that an employee may reject a surviving spouse’s benefi t 
only with the written consent of the spouse. Before retirement, workers and 
their spouses should confi rm the status of their survivor benefi ts. Another 
method of payment that may be available to a retiree is the lump-sum 
payment, which provides the employee with the “actuarial equivalent”5 of an 
annuity. Particular care is required when considering a lump-sum distribu-
tion from an employer’s plan. Important considerations include the health of 
the employee and spouse, the ability and willingness to manage a signifi cant 
amount of money, the availability of this money for nonretirement purposes, 
and the complex rules governing the tax treatment of lump sums. 

Full private pensions (normal retirement benefi ts) in annuity form are 
usually offered at a specifi ed age—frequently age 65. Often, it is possible to 
retire before normal retirement age and receive reduced pension benefi ts. 
Under the Tax Reform Act of 1986 (TRA ’86), individuals receiving pension 
payments in a lump sum prior to age 59½ will generally incur a 10 percent 
nondeductible tax penalty (in addition to the regular income tax already 
4  See  www.ssa.gov/OACT/COLA/QC.html  for updates.
5  Two different benefi t amounts are considered to be actuarially equivalent if the present 
value of the two benefi ts, considering mortality and interest, is the same.
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required) on the distribution if the distribution is not transferred to an IRA 
or another qualifi ed retirement plan within 60 days. However, the 10 percent 
tax does not apply to certain distributions.6

Generally, if an eligible rollover distribution is paid directly to the 
participant, the payer must withhold 20 percent of it. This can be avoided by 
choosing a direct rollover option. 

Most private pension plans do not provide automatic cost-of-living 
adjustments, although some provide ad hoc pension supplementation on a 
discretionary basis. This is an important consideration in retirement plan-
ning, since infl ation reduces the value of fi xed pension income. Some pension 
plans permit employees to voluntarily contribute to the plan; these contribu-
tions may result in higher retirement income. 

Private pension plan participants should thoroughly understand their 
plans. By doing this, they can develop reasonable estimates of future pension 
benefi ts. ERISA sets minimum funding, participation, and vesting standards 
for private pension plans. ERISA also requires reporting and disclosure of 
pension plan fi nancial and operations information to plan participants and 
benefi ciaries. Reports to participants must be written in a manner that can 
be understood by the average participant or benefi ciary. 

Personal Savings—Personal savings are an important part of retirement 
income, supplementing pensions and Social Security benefi ts. In determining 
how much money you will need from savings to maintain your standard of 
living throughout your retirement years, it is important to factor in the effect 
infl ation has on purchasing power. 

Individuals who have access to a personal computer may also consider 
using one of the many retirement planning software packages avail-
able. Most packages contain an introductory section that discusses basic 
retirement concepts, a work sheet section that looks at retirement goals 
and current savings, and a strategy section that helps individuals deter-
mine how to achieve their retirement goals. Individuals may also want to 
check with the benefi ts representative at their place of employment, since 
many employers provide software packages for use by employees. Often 
the employer-provided packages have a retirement factor specifi c to the 
employer built into the programs.

Homeownership—Often individuals accumulate their largest share of 
personal wealth in home equity. A substantial proportion of homes owned by 
the elderly do not have outstanding mortgages. At retirement, individuals 
can convert their home value into income-generating assets, or they can con-
tinue to enjoy the fi nancial and personal advantages of owning residential 
property. Many elderly persons have a fi nancial incentive to continue living 

6  Additional details with respect to these exceptions may be found in Internal Revenue 
Service, Individual Retirement Arrangements (IRAs), Publication 590.
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in their homes, since normal maintenance costs and taxes may be less than 
the amount of rent required for comparable facilities.

A reverse mortgage is a loan made against home equity that provides 
cash advances and requires no repayment until a future time. The cash 
advances may be paid to the homeowner in a variety of ways, including: a 
single lump sum, monthly advances, or a line of credit. Repayment of all 
loan advances (plus interest) is required when the homeowner dies, sells 
the home, or permanently moves. When a homeowner takes out a reverse 
mortgage, he or she keeps the title to the property and any ownership 
responsibilities (including making repairs, doing maintenance work, paying 
property taxes, and paying homeowners’ insurance). New variations of 
reverse mortgages occur regularly. Careful review of the reverse mortgage 
documents by a qualifi ed independent advisor is critical prior to entering an 
arrangement. 

Life Insurance—One major purpose of life insurance is to produce 
an immediate income for surviving dependents when working spouses or 
pensioners die. As a source of retirement income, life insurance assures that 
benefi ts will be paid to surviving benefi ciaries according to the policy’s stated 
conditions. However, the rate of return on savings invested in some policies 
may be lower than that of other investment alternatives. 

Employees may purchase individual life insurance and pay premiums 
out of personal income. Sometimes employers pay group life insurance pre-
miums for active and retired employees. Employees should inquire whether 
employer plans will continue to provide coverage after retirement and 
whether there are conversion privileges if coverage will not be continued. 

Other Savings Alternatives—There are many other types of invest-
ment instruments that produce retirement income (e.g., stocks, bonds, 
mutual funds, and savings accounts). Workers should understand their 
alternatives and weigh the advantages and disadvantages of each against 
their individual needs. They should also consider the different tax aspects of 
these various investment instruments.

Employment—Many older persons who are eligible for retirement 
continue working—at least part time. Aside from the fi nancial advantages, 
employment provides a productive and structured activity. Currently, there 
is a Social Security earnings test limiting the amount that can be earned 
before Social Security benefi ts are partially or fully reduced for individuals 
retiring early. The retirement earnings test applies only to people below 
normal retirement age (NRA), which ranges from age 65 to 67 depending 
on year of birth. Social Security withholds benefi ts if the earnings exceed 
a certain level, and if the individual is under NRA. One of two different 
exempt amounts apply, depending on the year of attaining NRA. These 
exempt amounts generally increase annually with increases in the national 
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average wage index. For people attaining NRA after 2008, the annual exempt 
amount in 2008 is $13,560. For people attaining NRA in 2008, the annual 
exempt amount is $36,120 (information online at www.ssa.gov/OACT/COLA/
rtdet.html#lower). This higher exempt amount applies only to earnings made 
in months prior to the month of NRA attainment. Social Security withholds 
$1 in benefi ts for every $2 of earnings in excess of the lower exempt amount 
and $1 in benefi ts for every $3 of earnings in excess of the higher exempt 
amount. Earnings in or after the month you reach NRA do not count toward 
the retirement test.

Public Welfare Programs—For those who reach retirement age 
without adequate income, public welfare programs are available. These 
assistance programs offer economic support based on demonstrated need. 

Supplemental Security Income (SSI) is a federally administered program 
that went into effect in 1974. It provides monthly cash assistance to low-
income elderly, blind, and disabled persons who have assets below specifi ed 
limits. Benefi ts are indexed to Social Security cost-of-living increases. 
Additionally, most states supplement the basic federal benefi t. Income from 
other sources reduces available SSI benefi ts. More information on SSI can be 
obtained by contacting a Social Security Administration offi ce. 

Independent Living Considerations—Choosing an appropriate living 
environment after retirement requires careful thought and planning. Many 
options are available and should be considered before making a decision. For 
example, a retired couple may choose to stay in their present home or move 
into an apartment, smaller house, mobile home, or continuing care commu-
nity. They may buy or rent a home. They may stay in the same geographic 
area or move—possibly to an area with a more comfortable climate. Some 
older people choose to share homes with others as an alternative to living 
alone. There are many considerations that people should keep in mind as 
they plan for living arrangements in retirement. For example, if they plan to 
stay in the homes that they have lived in most recently and have paid off the 
mortgage, they must not forget that budgeting for home maintenance, taxes, 
and possible remodeling is still necessary—especially as the home gets older. 
If moving to a new area is an option, costs of moving and changes in the cost 
of living should be considered when making a decision. Deciding on living 
arrangements in retirement should be based on fi nancial considerations as 
well as individual needs and desires.

Physical and Social Considerations—Before moving to a new home, 
individuals should consider such issues as the accessibility of public trans-
portation. A time may come when driving a car is not possible. Retirees 
should be in close proximity to grocery stores, doctors’ offi ces, and other 
frequently used places. Isolation and loneliness are common concerns for 
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retirees; they should locate where it is easy to establish and maintain 
contact with others. 

Use of Leisure Time—One of the greatest challenges to workers facing 
retirement is the satisfactory use of a dramatic increase in leisure time. 
Discovering positive ways to use free time requires energy and imagination. 
People who develop outside interests and commitments in their working 
years are more likely to adjust well in retirement. Retirement frequently 
provides an opportunity for more active involvement in the community, 
travel, an avocation, and/or further education. 

Interpersonal Relationships—Work provides an environment for 
meeting people and sharing common interests; thus, retirement can result in 
less interaction with people. Finding new ways to meet people and develop 
friendships is important. Those who develop strong friendships and family 
relationships in earlier years usually have a happier, more productive 
retirement. 

Adjustments are also necessary in spousal relationships. Developing 
friendships and outside interests before retirement reduces the strain of 
retirement on a marriage. Another area that needs attention is that con-
cerning the death of one’s spouse. Early discussion of coping methods that 
can be used after a spouse dies may reduce present and future anxieties. 
Psychological and fi nancial adjustments must be considered. 

Conclusion
Increasing life expectancies and increasing health care costs make the 

need for retirement planning even more crucial today than it was in the past. 
Through individual and company retirement planning efforts, employees can 
prepare more effectively for a happy, healthy, and productive retirement.
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Additional Information
AARP
601 E Street, NW
Washington, DC 20049
(888) 687-2277 or (202) 434-3840
www.aarp.org 

American Association of Homes and Services for the Aging
2519 Connecticut Avenue, NW
Washington, DC 20008
(202) 783-2242
www.aahsa.org 

International Foundation of Employee Benefi t Plans
18700 W. Bluemound Road
Brookfi eld, WI 53045
(262) 786-6710
www.ifebp.org 

Pension Benefi t Guaranty Corporation
1200 K Street, NW
Washington, DC 20005
(800) 400-7242
www.pbgc.gov 

Pension Rights Center
1350 Connecticut Avenue, NW
Suite 206
Washington, DC 20036
(202) 296-3776
www.pensionrights.org  

U.S. Department of Labor
Employee Benefi ts Security Administration
Frances Perkins Building
200 Constitution Avenue, NW
Washington, DC 20212
(866) 444-3272
www.dol.gov/ebsa
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U.S. Department of the Treasury
Internal Revenue Service
1111 Constitution Avenue, NW
Washington, DC 20224
(800) 829-3676 (Tax Forms and Publications)
(800) 829-1040 (Taxpayer Assistance and Information)
www.irs.gov 

U.S. Offi ce of Personnel Management
1900 E Street, NW
Washington, DC 20415
(202) 606-1800
TTY: (202) 606-2532
www.opm.gov 

U.S. Social Security Administration
6401 Security Boulevard
Baltimore, MD 21235
(800) 772-1213
TTY: (800) 325-0778
www.ssa.gov 
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Retirement Planning Tools
Choose to Save® Ballpark E$timate
www.choosetosave.org/ballpark

CNN/Money: Retirement
money.cnn.com/retirement

Fidelity Investments Retirement Resource Center
http://personal.fi delity.com/retirement/?bar=c 

Quicken® Personal Finance Software
www.intuit.com

Smartmoney.com: Retirement
www.smartmoney.com/retirement

Social Security Online: Benefi t Calculators
www.ssa.gov/OACT/ANYPIA/compute.html 

T. Rowe Price: Retirement Income Calculator
www3.troweprice.com/ric/ric/public/ric.do 

TIAA-CREF Retirement Countdown
www.tiaa-cref.org/retready/index.html
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APPENDIX

AUTOMATIC ENROLLMENT ARRANGEMENTS UNDER 
THE PENSION PROTECTION ACT OF 2006

Introduction
One of the important plan design decisions a 401(k) plan sponsor must 

make as a result of the Pension Protection Act of 2006 (PPA) is whether to 
introduce automatic enrollment features. There is extensive literature on the 
potential benefi ts of automatic enrollment on participation rates, especially 
for lower-paid employees.1 

The PPA provides a signifi cant incentive for employers that have not 
already adopted automatic enrollment to reconsider their decisions. The PPA 
pre-empts state laws that might affect plans adopting automatic enroll-
ment provisions2 and provides additional nondiscrimination safe harbor 
protections. 

Automatic Enrollment Arrangements
Under the PPA, there are two types of automatic contribution arrange-

ments: eligible automatic contribution arrangements and qualifi ed automatic 
contribution arrangements.

Eligible Automatic Contribution Arrangement (EACA)—If plan 
sponsors apply a uniform automatic contribution percentage for all employ-
ees, invest the contributions in a qualifi ed default investment alternative 
(discussed below), and provide the required notices to employees, their 
plans are considered “eligible.” Plan sponsors providing EACAs will have six 
months after the end of the plan year to perform nondiscrimination tests 
(such as the actual deferral percentage test, actual contribution percentage 
test, and top-heavy rules) and make corrections. Plan sponsors can allow 
a 90-day revocation withdrawal provision in an EACA, meaning that an 

1  For more details, see Jack VanDerhei, “The Expected Impact of Automatic Escalation of 
401(k) Contributions on Retirement Income,” EBRI Notes, no. 9 (Employee Benefi t Research 
Institute, September 2007: 2–8) and Jack VanDerhei and Craig Copeland, “Impact of PPA 
on Retirement Savings for 401(k) Participants,” EBRI Issue Brief, no. 318 (Employee Benefi t 
Research Institute, June 2008).
2  The PPA preemption eliminates any concern employers may have about violation of state or 
local laws that require an employee’s written consent to deductions from the employee’s pay-
check. Some employers were reluctant to use automatic enrollment because of a concern about 
liability for violating state payroll-withholding laws (O’Hare and Amendola, 2007).
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employee must make the election to receive a distribution of erroneous auto-
matic contributions within 90 days after automatic enrollment begins.3

Qualifi ed Automatic Contribution Arrangement (QACA)—The PPA 
waives the nondiscrimination testing requirement for a plan sponsor that 
has a QACA. This is often referred to as a safe harbor automatic enrollment 
arrangement. It requires meeting the EACA requirements and complying 
with two additional requirements:4

• The initial automatic enrollment amount must be at least 3 percent 
(but not more than 10 percent ) of compensation. The plan sponsor must 
increase in annual 1 percent increments to 6 percent of compensation 
(e.g., at least 4 percent in the second year, at least 5 percent in the third 
year, and at least 6 percent in the fourth year), but not exceed 10 percent   
of compensation.

• The plan sponsor must fund a “safe harbor” contribution which must be 
100 percent vested after two years of service.5 The minimum employer 
safe harbor contributions are required. The plan sponsor must make 
either a matching contribution of 100 percent of the fi rst 1 percent of 
compensation deferred plus 50 percent of the next 5 percent deferred (for 
a maximum match of 3.5 percent of compensation) or a non-elective con-
tribution of at least 3 percent of compensation to all eligible nonhighly 
compensated employees.

Qualifi ed Default Investment Alternatives (QDIA)—Plan sponsors 
must decide how to invest automatic enrollment contributions, because the 
employee is not making this election. The PPA offers fi duciary protection, 
if plan sponsors invest the automatic enrollment contributions in a QDIA. 
The Department of Labor recently issued fi nal regulations providing for 
four types of QDIAs: (a) an investment fund product that takes into account 
the participant’s age or retirement date (e.g., a life-cycle or targeted-retire-
ment-date fund), (b) an investment fund product that takes into account the 
characteristics of the group of employees as a whole (e.g., a balanced fund), 
(c) an investment management service where assets are allocated based 
on the participant’s age or retirement date (e.g., a professionally managed 
account), and (d) a capital preservation product that may be chosen for 
3  The corrective distributions of erroneous automatic contributions from a plan are not subject 
to the IRC Sec. 672(t) 10 percent early withdrawal penalty, and such distributions are not taken 
into account for purposes of applying the nondiscrimination tests or the limit on elective defer-
rals (O’Hare and Amendola, 2007).
4  To satisfy the QACA provisions, the plan sponsor does not need to invest the automatic contri-
butions in a qualifi ed default investment alternative (QDIA). In most situations, plan sponsors 
may want to invest money in a QDIA for fi duciary protection, but it is not required.
5  In regular 401(k) safe harbor arrangements (i.e., those that are not QACAs), however, imme-
diate full vesting of safe harbor contributions is mandated.
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the fi rst 120 days after the fi rst elective contribution is made in an eligible 
automatic contribution arrangement. However, the investment must be 
redirected to one of the other QDIAs, for use after the 120-day period ends. 
Overall, with QDIAs, the participant can be automatically enrolled, have the 
contributions automatically invested in the appropriate QDIA, and the plan 
sponsor is protected from liability.
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CHAPTER 20 

HEALTH BENEFITS: OVERVIEW

Introduction
Employers offer health benefi ts in order to provide workers and their 

families with protection from fi nancial losses that can accompany unex-
pected serious illness or injury. They also offer the benefi ts to promote 
health, to increase worker productivity, and as a form of compensation to 
recruit and retain qualifi ed workers.

Employment-based health benefi t programs have existed in the United 
States since the late 1800s. In the 1870s, for example, railroad, mining, and 
other industries began to provide the services of company doctors to workers. 
In 1910, Montgomery Ward entered into one of the earliest group insurance 
contracts for its employees.

Prior to World War II, few Americans had health insurance, and most 
policies covered only hospital room, board, and ancillary services. During 
World War II, the number of persons with employment-based health insur-
ance coverage started to increase. When the National War Labor Board 
froze wages as a result of the shortage of workers, employers sought ways to 
get around the wage controls in order to attract scarce workers, and health 
insurance was often used in this way. Health insurance was an attractive 
means to recruit and retain workers during a labor shortage for two reasons: 
unions supported employment-based health insurance and workers’ health 
benefi ts were not subject to income tax or Social Security payroll taxes as 
cash wages were.

Today, as the cost of health care climbs, health insurance remains a 
valuable employee benefi t. Employers view it as an integral component of 
the overall compensation packages that allow them to attract and retain 
workers. In addition to health protection for themselves and their family 
members, many employees view health insurance as a signifi cant source of 
income protection. Depending on the nature of an illness and the benefi ts 
provided, an employee’s fi nancial well-being could be jeopardized by unan-
ticipated medical expenses, if he or she lacks health insurance.

Currently, employment-based health insurance is the most common form 
of health insurance coverage in the United States. In 2006, 105.1 million 
workers ages 18–64 were covered by employment-based health benefi ts 
(Fronstin, 2008). Seventy-six percent of these workers had coverage through 
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their own employer, while a family member’s employer covered the remain-
der. The employment-based health benefi ts system also covers 15.1 million 
nonworking adults, ages 18–64, and 42.3 million children under age 18. In 
2008, virtually all employers with 200 or more employees offered health ben-
efi ts to their workers, while 62 percent of employers with 3–199 employees 
made the same offering (Claxton et al., 2008). 

This chapter fi rst explains the taxation of employment-based health 
benefi ts. The chapter continues with sections on employee participation, 
insurance program administrators, managed care, health providers reim-
bursement, benefi ciary out-of-pocket responsibilities, preexisting condition 
limitation provisions, health insurance program comparison, other health 
care plans, the Employee Benefi ts Security Administration (EBSA),1 and 
federal laws.

Taxation of Health Benefi ts
Under the current tax code, health insurance premiums paid by employ-

ers are deductible as a business expense (see Internal Revenue Code (IRC) 
Sec. 162(a)), and are excluded, without limit, from most workers’ taxable 
income. The exceptions are some cases of highly compensated employees 
(HCE), when the benefi ts discriminate in favor of HCEs in non-fully insured 
plans, and, starting in 2003, in the case of self-employed individuals, 
partners, and Subchapter S owners who participate in health insurance 
programs that are not medical savings accounts (see IRC Sec. 162(l)). In 
addition, workers whose employers sponsor fl exible spending accounts 
(FSAs) are able to pay for health care expenses with pretax dollars through 
the FSA, meaning they are not taxed on the amount of money that is put 
into the FSA (see IRC Secs. 105(h)(6) and 125(a)), and workers with certain 
high-deductible health plans are able to make contributions to a health 
savings account on a tax-preferred basis. 

For individuals who do not receive employment-based health benefi ts, 
total health care expenses (including premiums) are deductible only if they 
exceed 7.5 percent of adjusted gross income (AGI), and only the amount that 
exceeds 7.5 percent of AGI is deductible, though individuals are also allowed 
to deduct the entire contribution to an HSA even if the amount does not 
exceed 7.5 percent of AGI. Figure 20.1 contains a summary of the sections in 
the IRC that affect the provision of employment-based health benefi ts. The 
Internal Revenue Service (IRS) Web site (www.irs.gov) provides extensive 
information on all these matters.

1 Formerly the Pension and Welfare Benefi ts Administration.



 199Chapter 20: Health Benefi ts: Overview

Figure 20.1

Provisions in the Internal Revenue Code (IRC) Affecting 
Employment-Based Health Benefits

IRC SECTION DESCRIPTION

104(a)(3) Exclusion from gross income of employee for benefi ts attributable to employee 

contributions. Available to partners, Subchapter S owners, and self-employed 

individuals as if they were employees.

105(b) Exclusion from gross income of employee for benefi ts attributable to employer 

contributions (including benefi ts received from such plans by partners, 

Subchapter S Owners and self-employed individuals).

105(h) Any non-fully insured medical reimbursement plan that fails to meet nondiscrimi-

nation requirements will result in Highly Compensated Employees (HCEs) being 

taxed on the “excess reimbursement.” 

106(a) Value of employment-based health accident or health plan provided by the 

employer is excluded from employee’s gross income. Not available to partners, 

Subchapter S Owners and self-employed individuals (see Sec. 162(1) below).

106(b) Exclusion for contributions to a medical savings account (MSA), but only to the 

extent allowed under Sec. 220. Also see Sec. 162(1) below(b)(1).

125(a) Cafeteria plans provide participants with choices between cash (which may 

include certain taxable benefi ts) and qualifi ed nontaxable benefi ts. Participant 

who chooses nontaxable benefi t not taxed on the cash that could have been 

chosen. If cash is chosen, taxed on cash. HCEs receive this advantage only if the 

plan does not discriminate in favor of HCEs.

162(1) Insurance paid for medical care to partners, Subchapter S Owners, and self-

employed individuals is deductible from such individuals’ gross income (and 

includable in the income of partners, Subchapter S Owners, and self-employed 

individuals). For taxable year 2002, 70 percent is deductible; and taxable years 

2003 and after 100 percent is deductible from gross income. The remaining 

premiums that are not deductible, may, with all other IRC Sec. 213(d) allowed 

medical expenses, be itemized on Form 1040 Schedule A, subject to the 

7.5 percent limit and overall limits for itemized deductions allowed under 

IRC Sec. 68.

213(d) Determines whether the benefi t is a medical benefi t that can be excluded from 

gross income.

220 Tax-favored individual accounts that eligible individuals may establish pursuant 

to IRC Sec. 220. The Job Creation and Worker Assistance Act of 2002 extends the 

demonstration period through Dec. 21, 2003. MSAs were originally enacted as 

part of the Health Insurance Portability and Accountability Act of 1996 (HIPAA).

(continued on following page)



200 Fundamentals of Employee Benefi t Programs

7702B Long-term care benefi ts are defi ned as accident and health 

insurance and the amounts received under such long-term care benefi ts are 

considered as reimbursement under Sec. 213. Favorable tax treatment is not 

permitted for long-term insurance under IRC Sec. 125.

 (continued from previous page)

Figure 20.2

Value of $5,000 Exclusion to Six Families of Different 
Taxable Income Levels, A Simple Illustration

Taxable 

Family 

Income

Exclusion as 

a Percentage 

of Taxable 

Income

Marginal 

Tax Rate

Amount of

Exclusion

Exclusion as a 

Percentage of 

Taxable Income

Family 1 $ 10,000 50 % 10 % $ 500 5.0 %

Family 2 45,000 11 15 750 1.7

Family 3 100,000 5 25 1,250 1.3

Family 4 150,000 3 28 1,400 0.9

Family 5 250,000 2 33 1,650 0.7

Family 6 350,000 1 35 1,750 0.5 

Source: Employee Benefi t Research Institute calculations based on 2007 U.S. tax tables for married persons 

fi ling jointly.

The tax preference for health insurance is generally viewed as being 
regressive. In dollar amounts, the tax exclusion can be viewed as regressive 
because it benefi ts higher-income individuals more than lower-income indi-
viduals. The regressive tax structure enables workers in higher tax brackets 
to receive greater tax advantages in dollar amounts than those received by 
lower-paid workers. This occurs because, although the amount of the benefi ts 
is generally the same for all workers with the same employer regardless of 
income, high-income workers face a higher marginal tax rate. 

Figure 20.2 illustrates the value of the health insurance tax exclusion 
to families with different income levels who work for the same fi rm. Under 
the 2003 tax rate structure, the fi rst family in Figure 20.2 faces a 10 percent 
marginal tax rate. If a $5,000 health plan were excluded from income, the 
value of the exclusion in terms of taxes not paid that would be attribut-
able to health insurance would be worth $500. For the second family, with 
$45,000 of taxable income and a 15 percent marginal tax rate, the absolute 
value of the exclusion is $750, and the absolute value increases to $1,750 
for the family with $350,000 of taxable income. The tax exclusion is worth 
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nearly twice as much or more to families in the 28 percent tax rate bracket 
as it is to families in the 15 percent bracket. For families with no taxable 
income, the value of the exclusion is worth nothing. 

However, as a percentage of income, the exclusion may also be viewed 
as progressive, as the exclusion represents greater savings for lower-income 
families than for higher-income families (Institute of Medicine, 1993). Again 
looking at Figure 20.2, for a $5,000 health plan, the value of the exclusion is 
5 percent of income for family one, 1.7 percent for family two, 1.3 percent for 
family three, and less than 1 percent for the other families.

Figure 20.2 shows that while the exclusion is greater in dollar amounts 
for the families with higher income, as a percentage of income the relative 
value of the exclusion falls as income rises. When examining the tax exclu-
sion by the percentage of income, it should be noted that it is not progressive 
at all income levels. Families with no taxable income receive no tax exclusion 
because they pay no taxes. A refundable tax credit would result in a reduc-
tion in taxes for these families.

The analysis above includes only the impact of the federal income tax 
on employment-based health benefi ts. Additional savings are realized by 
employees and employers as a result of not having to pay employment taxes 
(e.g., Social Security and Medicare taxes). In addition, states with individual 
tax liability laws may also exclude from state taxable income those amounts 
received in the form of employment-based health benefi ts.

Employee Participation
Many employers cover all eligible employees under a single health plan, 

although different employee groups may have different plans (e.g., union 
members and nonunion employees may have separate plans). In Feb. 2005, 
80.9 percent of wage and salary workers ages 18–64 were offered health 
insurance by their employer, and 83.5 percent of these workers took the 
insurance (Fronstin, 2007). Claxton et al. (2006) found that, in 2006, 
78 percent of workers (all ages) were offered insurance, and 82 percent of 
these workers took the insurance. Part-time workers are often not eligible for 
health benefi ts.

Most full-time employees are covered at the time they are hired or after 
they satisfy a waiting or service period. In 2006, the average waiting period 
for health coverage was 2.2 months (Claxton et al., 2006). Workers in the 
retail industry were subject to, on average, a 2.7 month average waiting 
period, while those in state and local governments and health care were 
subject to, on average, a 1.8 month waiting period. In addition, the waiting 
period among small fi rms was longer than in large fi rms. 
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In addition to covering employees, many plans cover their dependents. 
Employers may pay all or part of the cost of the coverage for an employee or 
for his or her dependents. However, in many plans, the employer contribu-
tions for employee coverage may differ from the employer contribution for 
dependents’ coverage. Employee and dependent costs for coverage are gener-
ally paid through payroll deduction and may be paid with pre-tax dollars 
under IRC Sec. 125(a). In 2008, employees paid an average of $60 per month 
for employee-only coverage (16 percent of the premium), while they paid an 
average of $280 per month for family coverage (27 percent of the premium) 
(Claxton et al., 2008).

Type of Health Insurance Administrators 
Employment-based health benefi ts may use any of a variety of 

administrators: commercial insurance programs, Blue Cross and Blue Shield 
plans, self-insured plans administered by third-party administrators (TPAs), 
or multiple employer welfare plan arrangements (MEWAs). Commercial 
insurance and Blue Cross and Blue Shield plans are primarily regulated by the 
states where they provide coverage. The federal government regulates self-
insured plans exclusively.

Commercial Insurance Plans—Insurance companies are a major 
source of health insurance. The premium for such insurance protection 
is calculated to cover the benefi ts that will be paid, administrative costs, 
insurance sales commissions, state premium taxes, and surplus (e.g., profi t). 
Generally, for employee groups of 50 or more, the insurer maintains separate 
claims records for the group and annually adjusts the premium to refl ect 
the group’s claims experience; these are called experience-rated plans. In 
contrast, a community-rated plan is an insurance plan in which the risk is 
shared among all members of the community and the premium is based on 
the health of individuals in the community and claim experience generated 
by that community or pool. Several states regulate when community rating 
can be applied. Commercial insurance companies also offer and administer 
self-funded health plans.

Blue Cross and Blue Shield Plans—Blue Cross and Blue Shield plans 
were originally started in the 1930s. Blue Cross plans were developed based 
on the concept of a community-based, voluntary, nonprofi t group hospitaliza-
tion or prepayment plan for hospital services. Based on the same concept, 
Blue Shield plans cover physician services. Although many plans operate 
under the Blue Cross and Blue Shield name, each plan is independent, 
generally operates in a specifi c geographic area, and offers different benefi t 
structures.
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Blue Cross and Blue Shield plans must comply with certain standards 
established by the Blue Cross Blue Shield Association. In addition, in some 
states, Blue Cross and Blue Shield plans are required to enroll all applicants 
regardless of health status. In recent years, several Blue Cross Blue Shield 
plans have converted to for-profi t status and merged into larger plans. These 
plans are still required to comply with Blue Cross Blue Shield Association 
standards.

Self-Insured Plans—In a self-insured plan, the employer, or a trust to 
which the employer contributes, pays employee health care claims directly. 
Thus, the employer essentially acts as its own insurance company and bears 
the fi nancial risk of making payments to providers. A limited number of 
employers self-insure and self-administer their medical plans with TPAs, 
commercial carriers, or Blue Cross Blue Shield. Other employers self-insure 
their plans but purchase administrative services contracts to take care 
of their administrative needs. Additionally, some insurers offer stop-loss 
insurance to employers, which covers catastrophic health expenses above a 
maximum and, therefore, limits a self-insured plan’s liability. 

The two main types of stop-loss coverage are individual stop loss (ISL) and 
aggregate stop loss (ASL). ISL, sometimes called specifi c stop loss, protects the 
employer against catastrophic claims by single individuals that exceed a dollar 
limit chosen by the plan sponsor. For example, if a covered participant incurs 
catastrophic injuries in an accident and has claims exceeding the contract’s 
agreed-upon dollar limit (deductible), the ISL coverage would reimburse the 
plan for the covered expenses beyond that dollar limit. ASL, or excess risk 
insurance, insures against either non catastrophic or all claims exceeding a 
total dollar amount for a plan year. 

Employers that self-insure do so for a number of reasons. Some employers 
self-insure in order to retain control of the plan reserves while others self-
insure in an attempt to manage health care costs more directly. Some 
employers prefer to self-insure because these plans are not subject to state 
mandated benefi t laws and insurance premium taxes. In effect, by avoiding 
state mandated benefi ts, employers are able to provide a uniform set of benefi ts 
to all employees, regardless of where they live. For some employers it makes 
sense to self-insure because their population of workers is healthier and less 
costly than the community pool. The Employee Retirement Income Security Act 
of 1974 (ERISA) prohibits states from regulating self-insured plans. Finally, 
some employers self-insure to avoid carrier risk charges and charges for 
surplus.

Multiple Employer Welfare Arrangements (MEWAs)—A MEWA is 
an employee welfare benefi t plan or any other arrangement that provides 
any of the benefi ts of an employee welfare benefi t plan to the employees of 
two or more employers. MEWAs that do not meet certain conditions or are 
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not certifi ed by the U.S. Department of Labor may be regulated by states. 
MEWAs that are fully insured must meet state insurance laws regulating 
reserves.

Managed Care
In 2008, 98 percent of Americans with employment-based health 

benefi ts were enrolled in some kind of managed care plan (Claxton et al., 
2008). Health maintenance organizations (HMOs) and preferred provider 
organizations (PPOs) represent a great majority of that enrollment, with 
approximately 80 percent. A managed care system typically provides, 
arranges for, and fi nances medical services using provider payment methods 
that encourage cost containment by contracting with select networks of 
providers. 

Before the spread of managed care in the 1990s, insurance coverage 
was mostly based on a fee-for-service (FFS) system. Benefi ciaries in the 
plan picked their doctors and hospitals at will. Payment was made by the 
benefi ciary when service was rendered, or the health care provider accepted 
assignment of the claim from the benefi ciary, and afterward claim forms 
were submitted to the insurance company (or self-insured plan sponsor) for 
reimbursement. Under managed care, enrollees are often required to follow 
utilization review and disease management procedures in order to secure 
coverage for services received. 

Reimbursing Health Providers
Health plans calculate payments to providers in different ways: fee-

for-service (FFS), discounted fee-for-service, resource-based relative value 
schedule (RBRVS), per diem, diagnosis-related group (DRG), capitation, or a 
combination of these. Some health plans are beginning to experiment with 
pay for performance programs that pay hospitals and physicians additional 
amounts for meeting specifi c quality or other targets.

The traditional health care payment system (FFS), which dominated the 
marketplace from the 1950s through the early 1990s, used a method of reim-
bursement under which physicians and other providers received a payment, 
based upon prevailing charges, for services rendered. Most FFS systems 
today include consideration of usual and customary rate of charges (UCR). 
UCR means that the provider’s usual fee for the service does not exceed the 
customary fee in that geographic area, and is reasonable based on the cir-
cumstances. A fee may be considered reasonable when special circumstances 
require extensive or complex treatment, even though it does not meet the 
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standard UCR criteria. Today, many health plans arrange prices for services 
based upon a fee schedule agreed to in advance of services being rendered. 

Discounted FFS is a reimbursement methodology in which the provider 
is paid a fi xed percentage discount from full charges. Discounts may be made 
in a variety of ways such as package pricing, or established prices for spe-
cifi c items or services (i.e., fee schedules) or maximum price limits imposed 
through determination of reasonableness. Discounted FFS is commonly used 
by PPOs.

The RBRVS reimbursement methodology ranks physician services 
according to the resource inputs required to perform these services. The chal-
lenge in producing an RBRVS both properly and fairly requires that each of 
the resource inputs be defi ned accurately and that its measurement, weight-
ing, and correlation be based on the best available data and a high level of 
validity. Medicare heavily relies on the RBRVS reimbursement methodology 
in order to determine payment amount to physicians.

A per diem is a set daily payment amount for hospital services, agreed 
to in advance, by a managed care organization (e.g., HMO or PPO) and the 
hospital. Per diem payment can be a single amount encompassing all levels 
of hospital treatment or there can be service-specifi c per diems (e.g., different 
amounts for medical/surgical, intensive care, maternity services, etc.). 

Another reimbursement system, diagnostic-related groups (DRG), uses 
diagnosis information to establish hospital payments. Medicare uses the 
DRG approach, as do some other managed care organizations. This system 
groups patient needs into about 467 categories, based upon the coding 
system of the International Classifi cation of Disease. 

Capitation reimbursement stipulates a dollar amount established to 
cover the cost of health care services delivered to a person, usually expressed 
in units of per member per month (PMPM). The term usually refers to a 
negotiated per capita rate to be paid periodically—usually monthly—to a 
health care provider. The provider is responsible for delivering or arrang-
ing for the delivery of all health services to the covered person under the 
condition of the provider contract. Capitation is a fi xed periodic prospective 
payment to a provider regardless of the number of services provided to each 
member. This payment is the same regardless of the amount of services ren-
dered by the provider. Most commonly, capitation reimbursement is limited 
to HMOs and is confi ned to primary care services (e.g., it excludes specialty 
care, hospital care, etc.).

Benefi ciary Out-of-Pocket Responsibilities
Virtually all covered services in health care plans are subject to payment 

limitations and require the employee to share in the costs of coverage. These 
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cost-sharing features generally include some combination of premiums, 
deductibles, coinsurance, copayments, and maximum caps on benefi ts. These 
plan features are intended to reduce plan costs, encourage employee cost 
consciousness, and lower administrative expenses. 

A deductible is a specifi ed amount of initial medical costs that would 
otherwise be treated as covered expenses under the plan, which each benefi -
ciary must pay before any expenses are reimbursed by the plan. Deductibles 
typically range from $100 to $500 per person, though they can be higher. In 
fact, high-deductible health plans associated with a health savings account 
(HSA) must have minimum annual deductibles of at least $1,100 for self-
only coverage and $2,200 for family coverage in calendar year 2008. 

Under a plan with a $200 individual deductible, for example, a partici-
pant must pay the fi rst $200 in recognized expenses for covered health care 
services according to the plan provisions. Some plans have different deduct-
ibles for different types of health care services. For example, a plan can have 
one deductible for inpatient care and a different deductible for outpatient 
pharmaceutical benefi ts.

The deductible must be satisfi ed periodically (generally every calen-
dar year) by each participant, sometimes with a maximum of two or three 
deductibles per family. However, some plans contain a three-month carry-
over provision. In this case, any portion of the deductible that is satisfi ed 
during the last three months of the year can be applied toward the satisfac-
tion of the following year’s deductible.

Coinsurance provisions require the plan participant to pay a portion 
of recognized medical expenses; the plan pays the remaining portion. 
Commonly, the employee pays 20 percent, with the plan paying the remain-
ing 80 percent of recognized charges. Most major medical plans include both 
deductibles and coinsurance provisions. Thus, once the plan participant pays 
the deductible (e.g., the fi rst $200 in medical expenses), the plan pays 
80 percent of all other covered charges. Some services may have special 
coinsurance provisions.

Because 20 percent of a large medical claim may pose a signifi cant 
fi nancial burden for many individuals and families, most plans limit ben-
efi ciaries’ out-of-pocket expenditures for covered services. In this case, once 
a benefi ciary has reached the out-of-pocket maximum, covered expenses 
are reimbursed in full for the remainder of the year. The out-of-pocket 
limit may be renewed at the start of the calendar year for each individual 
benefi ciary. In 2006, the median employee-only out-of-pocket limit was 
$1,500 (in-network)/$3,000 (out-of-network) for POS plans and $2,000 
(in-network)/$3,000 (out-of-network) for PPOs (Mercer Human Resources 
Consulting, 2007).
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Most medical plans impose a maximum annual or lifetime dollar limit 
on the amount of health insurance coverage provided. Individual lifetime 
maximums are usually set at very high levels, such as $1 million or more. 
Although less common, plans that impose limits may do so on an episodic (or 
per episode) basis, such as per hospital admission or per disability.

As health benefi t costs continue to escalate, employers are increasingly 
changing the design of cost-sharing features. Employees are often required 
to contribute toward routine health benefi t cost expenses such as premiums 
and deductibles. However, a growing proportion of employees are protected 
against catastrophic loss by out-of-pocket limits on the overall amount they 
must pay toward health care costs. 

Pre-existing Conditions
The Health Insurance Portability and Accountability Act of 1996 

(HIPAA) defi nes a pre-existing condition as a health care condition for which 
care or treatment was recommended or received during the six months prior 
to coverage under a health plan. Genetic information is not considered a 
pre-existing condition. Group health plans are allowed to exclude coverage 
for pre-existing conditions, but they are prohibited from applying pre-exist-
ing condition limits for periods longer than 12 months (or 18 months for late 
enrollees). The pre-existing condition limit cannot be applied in cases involv-
ing pregnancy or in cases involving newborns or newly adopted children, 
who become covered under the plan within 30 days of eligibility. HMOs are 
allowed to substitute a 60-day affi liation period (90 days for late enrollees) 
for a pre-existing condition limit. 

When excluding a pre-existing condition from coverage, group health 
plans are required to take into account an individual’s prior creditable 
coverage when determining the length of the limit. A plan must reduce the 
duration of its pre-existing condition limit by one month for every month of 
prior creditable coverage, so long as the individual does not have a break in 
coverage exceeding 63 days. Waiting periods and affi liation periods are not 
counted as a break in coverage.

Comparing Health Insurance Programs
The term health insurance refers to a wide variety of insurance policies. 

These range from policies that cover the costs of doctors and hospitals to 
those that meet a specifi c need, such as paying for dental care. In the past, 
health insurance po;icies that covered medical bills, surgery, and hospital 
expenses were typically referred to as comprehensive or major medical 
policies. Today, when individuals talk about an insurance program, instead 
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of using the term major medical, they are more likely to refer to FFS (e.g., 
indemnity), PPO, POS, HMO, or some other type of insurance program. 
These descriptions more accurately describe for consumers the type of health 
insurance coverage they have. In evaluating a health program, one should 
consider services covered; cost (premium, annual deductibles, coinsurance, 
and copayments); access (ease of obtaining appointments, waiting time in 
physicians’ offi ces, telephone access to physicians); choice of physicians and 
hospitals, including referrals to specialists; continuity (do patients see the 
same physician each time care is sought, what provision is made for changes 
in the program’s coverage of certain specialists); convenience (location of 
doctors/hospitals and claim fi ling procedures); coordination (how is care 
between the primary care physician and specialists coordinated); fl exibility 
(switching physicians, second opinions, denials of care); and quality. The 
following section discusses differences among health insurance programs in 
terms of services covered.

Services Covered
Most insurance programs cover medical expenses for hospital and physi-

cian fees, surgical expenses, anesthesia, x-rays, laboratory fees, emergency 
care, and maternity care. Some programs cover physical exams; preventive 
care (e.g., vaccinations); health screenings (e.g., mammography); chemical 
dependency treatment; prescription drugs; dental, vision, mental health or 
other psychiatric care; and home health, nursing home, and hospice care. In 
addition to reviewing what is covered, one should also consider any fi nancial 
or other limitations on the coverage offered (e.g., the program may cover 
physical therapy expenses, but limit coverage to a certain number of visits 
annually).

Most health insurance programs do not cover treatment that is 
experimental or investigational. However, virtually every treatment is 
“experimental” when fi rst introduced. In order to overcome an insur-
ance program administrator’s determination that a treatment sought is 
experimental, the administrator would need to be convinced of at least the 
following: experts in the fi eld recommend the treatment, the patient will 
benefi t from the treatment, and the treatment is not just for the purpose of 
furthering scientifi c research. Some health insurance programs allow access 
to high-quality clinical trials, while other programs may only pay for the 
patient care costs associated with participating in clinical trials. 

Insurance programs typically cover only medically necessary care. A 
typical defi nition of appropriate and medically necessary care is the stan-
dard for health care services as determined by physicians and health care 
providers in accordance with prevailing practices and standards of the 
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medical profession and community. For example, certain treatments may not 
be covered as appropriate and medically necessary if the treatment has not 
been shown to be safe and effective. The utilization review process evaluates 
requests for medical treatment and determines whether the treatment is 
medically necessary.

A typical insurance program has many restrictions on coverage. As 
mentioned above, most policies have a lifetime maximum on what they will 
pay. Some have a lifetime maximum per illness, per member, and/or per 
family. Many policies require pre-certifi cation before hospitalization. Pre-
certifi cation means that someone must contact the health insurance program 
administrator and get approval before the plan will agree to pay for services. 
Health insurance programs can also have limits on hospital room charges, 
amounts paid specialists, the number of hospital days covered, and other 
restrictions and limits. 

Other Health Care Plans
Medical plans generally exclude services that are not considered medi-

cally necessary, including most types of dental, vision, and hearing care. As 
a result, stand-alone plans providing these benefi ts are growing in popular-
ity. Because of their highly elective nature, various limits are placed on the 
benefi ts provided. For more information, see chapters on dental and vision 
care benefi ts.

Employee Benefi ts Security Administration 
The Employee Benefi ts Security Administration (EBSA), an agency 

within the Department of Labor (DOL), protects the integrity of pensions, 
health plans, and other employee benefi ts for more than 150 million people. 
The agency mission is to: 
• Assist workers in getting the information they need to protect their 

benefi t rights.
• Assist plan offi cials to understand the requirements of the relevant 

statutes in order to meet their legal responsibilities.
• Develop policies and laws that encourage the growth of employment-

based benefi ts.
• Deter and correct violations of the relevant statutes.

In order to assist workers in getting information about their 
employment-based health benefi ts, the EBSA Web site (www.dol.gov/ebsa/
Publications/10working4you.html) provides 10 ways to maximize the value 
of these health benefi ts. It recommends that plan participants become 
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familiar with their benefi t options, look for and demand quality medical care, 
understand how changing jobs or other life events affect health benefi ts, 
plan for retirement medical needs, and know how to assert benefi ciary rights 
under the plan. 

As part of its mission, on Nov. 21, 2000, DOL published in the Federal 
Register a fi nal regulation that sets new standards for processing benefi t 
claims of participants and benefi ciaries who are covered under employee 
benefi t plans governed by ERISA. The claims procedure regulation changed 
the minimum procedural requirements for the processing of benefi t claims 
for all employee benefi t plans covered under ERISA, although the changes 
were minimal for pension and welfare benefi ts plans other than those that 
provide group health and disability benefi ts. For group health and dis-
ability benefi t claims, the regulation substantially changed the procedures 
for benefi t determinations. Among other things, it created new procedural 
standards for initial and appeal-level decisions, new time frames for deci-
sion-making, and new disclosure rights for claimants. 

In addition, the EBSA is responsible for collecting annual reports (Form 
5500) from ERISA-covered health plans. Smaller plans are able to fi le simpli-
fi ed versions of Form 5500 on a less frequent basis.

Federal Laws
ERISA and Health and Welfare Plans—As discussed in the 

Introduction section of this book, the Employee Retirement Income Security 
Act of 1974 (ERISA) is the major federal law governing employee benefi ts in 
the United States. ERISA primarily applies to private retirement plans, but 
almost all employee benefi t plans are subject to some provisions of the law. 
The legislation affects welfare plans, such as health insurance, group life 
insurance, sick pay, long-term disability income, and retirement plans.

A fi rst important step to understanding ERISA and how it relates to 
employee health plans is to understand the terms used in ERISA that 
relate to employee health plans. The term employee benefi t plan applies to 
employee pension plans and employee welfare plans. Both terms are given 
very broad meanings. The term employee welfare plan applies to any kind of 
non pension employee benefi t plan, including health plans (both insured and 
not insured), life insurance, disability plans, etc. Under the terms of ERISA, 
all employment-based health plans, insured or not insured, are ERISA plans 
except for health plans maintained by government entities for the employees 
of federal, state, and local governments and church plans maintained for the 
employees of churches. 

The key provisions of ERISA that relate to employment-based health 
plans are found in Sec. 514(a) of ERISA, known as the “pre-emption” clause, 
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which states that, “the provisions of this title and Title 4, shall supersede 
any and all state laws insofar as they may now or hereafter relate to any 
employee benefi t plan.” The pre-emption by ERISA of state regulations 
is very broad. Under current law, there is only one way for a state to get 
around ERISA’s pre-emption and that is by an act of Congress with the 
president’s signature. To date, only Hawaii’s Prepaid Health Plan has an 
exemption from ERISA pre-emption. Sec. 514(b), known as the “savings” 
clause, exempts state regulation of insurance from ERISA pre-emption. Sec. 
514(c), known as the “deemer” clause, stipulates that a state cannot deem an 
employee health plan as insurance to avoid ERISA pre-emption.

The results of these defi nitions and Sec. 514 are that most private-sector 
non church employment-based health plans are ERISA plans and therefore 
exempt from state regulation. However, given that ERISA does not pre-empt 
state regulation of insurance, states indirectly regulate ERISA health plans 
that purchase an insurance contract (the state regulates the insurance 
contract not the employment-based health plan). 

An employer can avoid any state regulation of its health plan by self-
funding, or self-insuring, the health plan. Under this funding arrangement, 
the employer assumes the fi nancial risk for the health plan. Under a fully 
insured arrangement, the employer shifts the fi nancial risk of the health 
plan to another party, usually an insurance company. The term self-funding, 
although commonly used, can be misleading. The term self-fund leads one to 
believe that the employer sets up a separate fund from which the employer 
pays health benefi t claims. However, most employers that self-fund their 
health benefi t plans pay health benefi t claims on a pay-as-you-go basis out 
of general funds. Also, not all employers that choose to self-fund their health 
plan are fully self-funded. Some employers fi nd that it is more cost effec-
tive to carve out certain segments of their health plan, e.g., mental health 
benefi ts or prescription drugs, and purchase an insurance contract to cover 
the funding of these benefi ts. By doing this, the carved-out segment of the 
employer’s plan is now indirectly regulated by the state in which the benefi t 
is available.

Another way self-funded plans may be partially insured is through the 
purchase of stop-loss coverage. To cover against catastrophic losses, some 
companies that self-fund their health plans purchase stop-loss coverage. 
There are two types of stop-loss coverage: specifi c stop-loss coverage, which 
insures against the risk that any one claim will exceed a certain amount, and 
aggregate stop-loss, which insures against the entire plan’s losses exceeding 
a certain amount. Most plans purchase both types of stop-loss coverage. 

When an employer self-funds its employee health plan, the health plan 
is exempt from taxes and other assessments that states levy on insurers. 
Nearly all states assess a premium tax on commercial insurers that operate 
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in that state. These taxes range from 1 percent to 4 percent of premiums col-
lected. All states operate a guaranty fund that pays outstanding claims when 
an insurer fails. Depending on their competitiveness and market strategy, 
many insurers are able to pass this cost on to their customers. These funds 
get their moneys from assessments on insurers in the state. By self-funding, 
an employer can avoid these costs. 

Self-funded employers are also exempt from state regulations. The 
most widely known state regulations are the state-mandated benefi ts. 
State-mandated benefi ts are legal requirements that insurers operating 
in that state must offer specifi c health services or the services provided by 
specifi ed providers. The mandates are generally narrowly defi ned and apply 
to all commercial insurers, Blue Cross and Blue Shield Plans, and health 
maintenance organizations (HMOs). As of 2006, there were over 1,800 state-
mandated benefi ts. Research shows that state mandated-benefi ts increase 
claims costs, yet their impact on premium costs is unclear.

A further complication of the issue arises when a self-funded health 
plan contracts with an HMO. State regulation of HMOs varies greatly from 
state to state. Some states regulate HMOs as they would insurance compa-
nies, while other states do not consider HMOs to be insurance. The issue of 
whether self-funded health plans that contract with HMOs are regulated by 
the states is still unclear.

Two commonly asked questions regarding self-funded health plans are: 
how many employers self-fund their health plan and how many individuals 
are covered by a self-funded health plan? Data on the number of employ-
ers that self-fund their health plan are not available. Among the reasons 
are: current federal reporting requirements focus on pension plans and not 
health plans; health plans with fewer than 100 participants are generally 
exempt from reporting; and inconsistencies exist among the data reported 
for health plans (U.S. General Accounting Offi ce, 1995). 

As to the number of individuals covered by a self-funded health plan, the 
Kaiser Family Foundation/Health Research and Educational Trust survey 
indicates that in 2008, 55 percent of all workers with health insurance were 
in a plan that was either fully or partially self-funded. Only 12 percent of 
workers in fi rms with 3–199 workers were in full or partially self-funded 
plans, while 89 percent of workers in fi rms with 5,000 or more employees 
were in those plans. Self-funding also varies by plan type.  The KFF/HRET 
survey found that 64 percent of workers in PPOs were in full or partially 
self-funded arrangements, compared with 29 percent among workers in 
POSs.
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Laws and Jurisdiction
The sections below summarize several major federal laws that affect 

how workers and their families receive health benefi ts from employment. 
These laws are discussed below by federal agency responsibility: Department 
of Labor (DOL) and the U.S. Equal Employment Opportunity Commission 
(EEOC). Other federal agencies such as the Internal Revenue Service and 
the Department of Justice may also share responsibility for these laws.

Department of Labor (DOL)—
• The Employee Retirement Income Security Act of 1974 (ERISA): Offers 

protections for individuals enrolled in health benefi t plans sponsored 
by private-sector employers, provides rights to information, and out-
lines a grievance and appeals process for participants to get benefi ts 
from their plans.

• The Consolidated Omnibus Budget Reconciliation Act of 1985 
(COBRA): Contains provisions giving certain former employees, retir-
ees, spouses, and dependent children the right to purchase temporary 
continuation of group health plan coverage at group rates in specifi c 
instances. For more information, see chapter on COBRA.

• The Family and Medical Leave Act of 1993 (FMLA): Administered by 
the Wage and Hour Division of DOL, this law requires employers of 
50 or more employees to give up to 12 weeks of unpaid, job-protected 
leave to eligible employees for the birth or adoption of a child or for 
the serious illness of the employee or a spouse, child, or parent. The 
employee receives his or her self-only health insurance coverage at 
the same premium paid by a similarly situated employee on active 
status. For more information, see chapter on leave benefi ts. 

• The Health Insurance Portability and Accountability Act of 1996 
(HIPAA): Includes protections for millions of working Americans and 
their families who have pre-existing conditions, prohibits discrimina-
tion in health care coverage, and guarantees issuance of individual 
policies for certain eligible individuals. 

• The Newborns’ and Mothers’ Health Protection Act of 1996 (NMHPA): 
Requires that employment-based group health plans cover a 
minimum hospital length of stay for mothers and newborns of 48 
hours for a vaginal birth and 96 hours for a cesarean section. Insured 
plans are governed by state law and not by NMHPA if the state law 
fulfi lls the following criteria:

▲  Minimum coverage is a length of inpatient hospital stay of 48 hours 
for a vaginal birth and 96 hours for a cesarean section.
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▲ Guidelines established by the American College of Obstetricians and 
Gynecologists, the American Academy of Pediatrics, or any other 
established professional medical association are followed for such 
purposes.

▲ The hospital length of stay is allowed to be determined by the attend-
ing provider in consultation with the mother.
Under NMHPA, the length of stay starts either when the child is 
born or, for births occurring outside of the hospital, when the mother 
and/or newborn are admitted to the hospital. The attending provider, 
in consultation with the mother, is allowed to waive the minimum 
length of stay.

• Mental Health Parity and Addiction Equity Act of 2008 (MHPA): Per 
fi nal legislation in 2008, requires that annual or lifetime dollar limits 
on mental health benefi ts be no lower than those dollar limits for 
medical and surgical benefi ts offered by a group health plan. For more 
information, see chapter on mental health benefi ts.

• The Women’s Health and Cancer Rights Act of 1998 (WHCRA): 
Requires that employment-based group health plans provide coverage 
for certain breast reconstruction surgery in connection with a mastec-
tomy. Self-insured church plans are exempt from the law. 

If an employment-based health plan provides medical and surgical 
benefi ts for mastectomy, it must also cover:
▲ Reconstruction of the breast on which mastectomy has been 

performed;
▲ Surgery and reconstruction of the other breast to produce a sym-

metrical appearance; and
▲ Prostheses and treatment of physical complications of all stages of 

mastectomy, including lymph edemas.
DOL provides guidance in the form of questions and answers on 
WHCRA at www.dol.gov/ebsa/FAQs/faq_consumer_womenshealth.html
Equal Employment Opportunity Commission (EEOC)—EEOC has 

developed a Compliance Manual section that explains how the employment 
discrimination laws apply to health insurance benefi ts. The section covers 
discrimination in health insurance benefi ts under the Age Discrimination 
in Employment Act of 1967 (ADEA), the Americans with Disabilities Act 
of 1990 (ADA), the Equal Pay Act of 1963 (EPA), and Title VII of the Civil 
Rights Act of 1964 (Title VII).

Title VII requires employers to provide identical coverage to men and 
women if they both can contract a condition or benefi t from a treatment or 
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test. Sometimes an employer will use a neutral standard to exclude treat-
ment for a condition that only, or disproportionately, affects members of one 
sex, race, or other protected group. For example, an employer might refuse to 
cover certain treatments for prostate cancer as “experimental.” In that case, 
the employer may have to show that its standard was neutrally applied and 
is based on generally accepted medical criteria.

The Pregnancy Discrimination Act of 1978 (PDA) amends Title VII and 
requires that women who are affected by pregnancy, childbirth, or related 
medical conditions be treated the same as any other employee who is simi-
larly able or unable to work. When an employer offers benefi ts of any sort, it 
must cover pregnancy and related medical conditions in the same way that it 
covers other medical conditions. Health insurance for expenses arising from 
abortion is not required, except where the life of the mother is endangered. 
Pregnancy-related expenses should be reimbursed to the patient exactly as 
those incurred for other medical conditions. The amounts payable can be 
limited only to the same extent as costs for other conditions. No additional, 
increased, or larger deductible can be imposed. Employers must provide the 
same level of health benefi ts for spouses of male employees as they do for 
spouses of female employees. 

Conclusion
For many decades, health insurance plans have played a signifi cant 

role in employee benefi ts planning. Modern technology, increased longevity, 
and a growing emphasis on good physical and mental health make these 
plans even more important today. The development of managed care plans, 
and dental, prescription drug, vision, and hearing care plans attests to the 
dynamic nature of this employee benefi t area, as does the development of 
wellness and employee assistance programs. Future innovative efforts in 
plan design will be infl uenced strongly by the continuing need for health 
care cost management, ever-changing medical technology, and constantly 
changing government regulations.
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Additional Information
America’s Health Insurance Plans
601 Pennsylvania Avenue, NW
South Building, Suite 500
Washington, DC 20004
www.ahip.org

American Medical Association
Center for Health Policy Research
515 North State Street
Chicago, IL 60610
(312) 464-5022
www.ama-assn.org

American Benefi ts Council
1212 New York Avenue, NW, Suite 1250
Washington, DC 20005
(202) 289-6700
www.americanbenefi tscouncil.org

Aon Corporation
200 E. Randolph Street
Chicago, IL 60601 
(312) 381-4844  
www.aon.com

BlueCross BlueShield Association
225 N. Michigan Avenue, Suite 400
Chicago, IL 60601
(312) 297-6000
www.bluecares.com

ERISA Industry Committee
1400 L Street, NW, Suite 350
Washington, DC 20005
(202) 789-1400
www.eric.org

Hewitt Associates LLC
100 Half Day Road
Lincolnshire, IL 60069
(847) 295-5000
www.hewitt.org
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International Foundation of Employee Benefi t Plans
P.O. Box 69
18700 West Bluemound Road
Brookfi eld, WI 53008
(414) 786-6700
www.ifebp.org

Mercer 
1166 Avenue of the Americas 
New York, NY 10036  
(212) 345-7000
www.mercer.com

National Association of Insurance Commissioners
120 W. 12th Street, Suite 1100
Kansas City, MO 64105
(816) 842-3600
www.naic.org

Society for Human Resource Management
606 N. Washington Street
Alexandria, VA 22314
(703) 548-3440
www.shrm.org

U.S. Department of Labor
Employee Benefi ts Security Administration
Frances Perkins Building
200 Constitution Avenue, NW
Washington, DC 20210
(866) 444-3272 
www.dol.gov/ebsa

U.S. Department of Labor 
Bureau of Labor Statistics
2 Massachusetts Avenue, NE
Washington, DC 20212
(202) 691-6199
www.bls.gov 
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CHAPTER 21

PRESCRIPTION DRUG PLANS

Introduction
Expenditures on prescription drugs have been rising steadily over the 

last several years. In 2005, for example, the United States spent $200.7 
billion on prescription drugs, compared with $51.3 billion in 1993 (Catlin et 
al., 2007). Spending on prescription drugs increased 7.2 percent in 2006, and 
increased faster than spending on inpatient hospital services (5.1 percent) 
but more slowly than outpatient hospital services (10.3 percent) or physician 
services (7.7 percent). Increased utilization remains a primary driver behind 
the trend in drug spending, in part refl ecting the “graying of America” and 
direct-to-consumer advertising. Other motivating factors behind the trend 
include the therapeutic drug mix, infl ation, the entry of new drugs, enhance-
ments in the standards of care, and better diagnostic tools. 

Coverage for prescription drugs encourages participants to complete pre-
scribed drug therapy in order to best manage their disease state and avoid 
more costly medical complications later. Most prescription benefi t plans have 
similar characteristics:
• Participants have some form of outpatient drug coverage through 

their medical provider or a “carve-out” pharmacy benefi t manager 
(PBM).

• Participants pay an up-front fee or copayment to help cover the 
expense of the medication.

• Participants can fi ll their prescriptions through a retail network 
(chain and independent pharmacies) or a mail-order facility for main-
tenance drugs.

• Participants may pay varying copayments, depending on whether 
their drug is brand or generic, mail-order or retail, preferred or non 
preferred on the formulary.

Services
Prescription drug plans provide coverage for outpatient prescrip-

tion medication. Generally, most plans do not cover medical appliances or 
devices, nonprescription drugs, in-hospital drugs, blood and blood plasma, 
immunization agents, or any drugs or medicines lawfully obtained without 
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prescription. Some employers may choose to not cover “lifestyle” drugs or 
drugs used exclusively for cosmetic conditions.

Many plans place limits on the quantity of a drug that may be dispensed 
at any one time. A typical limitation is a 30-day supply at a retail pharmacy, 
though 90-day supplies are typical at mail-order pharmacies. In addition, 
higher limitations often apply to maintenance drugs, or drugs that must be 
taken on a continuous basis for life. Most plans do not place a maximum on 
the overall covered quantity of a drug. However, some plans may limit the 
total dollar cost of prescription drugs that will be reimbursed in a plan year.

Prescription drug plans typically require only a co-payment from the 
participant for drugs provided under the plan. Many plans encourage the 
use of generic drugs in an effort to contain costs. Cost containment can also 
be accomplished through employee education and/or plan design. For POS 
and HMO plans, the percentage of employers allowing lower co-payments 
for generic drugs increased from 2002 to 2004 (Figure 21.1). In addition, the 
percentage allowing lower co-payments as an incentive to use a mail-
order service increased. Overall, the percentage using no incentive for 
increased use of generic drugs or a mail-order service decreased for all 
plans.

Cost Controls
Employers generally provide pharmaceutical benefi ts through their 

health plan or by “carving-out” the benefi t from the general health plan. 
In addition, the health plan or the employer can offer pharmaceutical 
benefi ts by using a prescription drug card plan or mail-order plan, and can 
also require the substitution of less expensive generic drugs or restrict the 
number of drugs approved for coverage through the use of formularies—lists 
of a prescription drug plan’s preferred drugs. 

Pharmacy Benefi t Managers—Employers often offer prescription drug 
benefi ts separate from the rest of the health plan in order to control the costs 
and improve the quality of the benefi t. These plans are usually provided 
through a pharmacy benefi t manager (PBM). In 2006, 81 percent of employ-
ers offered drug coverage through their primary medical plans, while 
19 percent carved out the benefi t and engaged a PBM to administer the 
benefi t under a separate contract. Even among the 81 percent that did not 
offer a stand-alone drug plan, most employers used a PBM to administer 
pharmacy benefi ts as well (Mercer, 2007). 

PBMs currently provide managed pharmacy benefi ts for almost three-
quarters of the insured population in the United States. Medco Health 
Solutions, Express Scripts, and Caremark Rx are the largest of about 60 
PBMs operating in the United States and collectively account for 52 percent 
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of the market, leaving 48 percent to be covered by other and smaller PBMs 
(Consumers Union, 2005). PBMs originally provided only prescription claims 
processing and mail-order services. However, in recent years PBMs have 
expanded their services into the development and management of formular-
ies, the negotiation of drug rebates with manufacturers, the establishment of 
pharmacy networks, the proper substitution of generics, and the utilization 
review of drug use, among other areas. Some PBMs have even instituted 
disease management programs that attempt to provide the most cost-effec-
tive treatments of specifi c diseases. Many managed care plans also contract 
with PBMs or provide the same services within their plan as those offered 
by PBMs. Under these arrangements, PBMs (or health plans) can monitor 
all the prescription drugs that an individual receives. This allows the PBM 
to check for appropriate drug therapy. This check would not be possible if the 
drug benefi t was not integrated into the entire health care plan.

In addition, the PBM can suggest more appropriate drug treatments 
for various ailments, since it focuses on utilizing the most cost-effective and 
quality-enhancing drugs, though PBMs’ access to health care data has been 
questioned. In particular, patient privacy concerns have been raised due to 
PBMs’ practice of suggesting additional treatments or infl uencing the medi-
cation choice for plan participants. A PBM’s practice of enrolling individuals 
in (or suggesting individuals enroll in) group therapy or other types of treat-
ment designed for those who are taking a drug associated with a particular 
mental illness has provoked media attention. Despite the potential benefi t 
of this type of treatment, patients may not want their employer or others 
to know or discover that they have a mental condition requiring medical 
attention. Most employers choose not to receive this type of information, and 
PBMs say they have procedures in place to limit access to information. 

Another issue with PBMs is the fact that some discuss with physicians 
the medications their patients are receiving and suggest alternative treat-
ments or drugs that might be better suited or less costly with near-equal 
or equal effi cacy for the patient. Many physicians are reluctant or refuse to 
discuss their prescribing patterns with PBMs because of ethical consider-
ations and concern for their patients’ privacy. In contrast, some physicians 
welcome the discussions and use them to learn about new or alternative 
treatment options. PBMs also offer benchmark data to physicians, allow-
ing them to compare their prescription patterns with those of physicians 
who have similar patient loads. A PBM can also provide the physician with 
outcome data not otherwise available to him or her. For example, an allergist 
might fi nd it very informative that many of his patients on asthma inhaler 
medications end up in the emergency room or urgent care center with acute 
asthma attacks.
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Recently, PBMs have come under scrutiny over the concern that they 
negotiate rebates with pharmaceutical companies to promote the use of their 
particular drugs. Thus, the PBM may encourage the use of a particular drug 
not based on its therapeutic appropriateness but because it is less expensive 
to the PBM as it generates rebate income for them. It is unclear how exten-
sive rebate income is for PBMs, but it is thought to be considerable.

While these PBM activities can irritate both patients and physicians and 
raise important questions, they also can have benefi cial effects. Patients may 
discover new or additional therapies that they may not know were available. 
Because new medications are always coming on the market, it is diffi cult for 
physicians to keep up with all drugs for treating all illnesses. Thus, PBMs 
can provide easily accessible education for physicians. Furthermore, close 
monitoring by PBMs can screen for allergies and potential interactions 
among the multiple prescriptions that patients may receive. Consequently, 
while there are potential benefi ts to enrollees when PBMs undertake such 
activities, these benefi ts need to be weighed against individuals’ rights to or 
desires for privacy.

Cost Containment and Quality-Enhancing Techniques—In 
providing drug benefi ts, health plans and PBMs typically employ certain 
techniques that allow them to contain the costs and improve the quality of 
the benefi t. First, the use of a drug card by an enrollee allows a participating 
pharmacy to verify enrollment and easily submit claims for payment. It also 
allows the pharmacist to charge the correct copayment or coinsurance, which 
reduces fraud and billing errors and thereby lowers reimbursement costs for 
all parties.

Second, mail-order drug plans are often used because health plans and 
PBMs can negotiate better prices from one mail-order pharmacy to provide 
drug benefi ts to the entire membership of the plan, due to volume discounts 
and effi ciency gained by making payments to only one company. This benefi t 
is offered concurrently with a standard drug benefi t, since it is only practi-
cal to use the mail-order feature for the delivery of maintenance drugs. 
Sometimes the mail-order feature is required for enrollees, but generally 
enrollees are offered an incentive to use this feature voluntarily—such as a 
lower copayment or coinsurance or a higher quantity of drugs for the same 
copayment. 

Another feature that health plans and PBMs use to contain costs is the 
use of generic substitution for brand-name drugs. Generic drugs are often 
less expensive than brand name drugs because of lower marketing and 
research costs. Individuals typically pay lower copayments for generic drugs. 
Consumers may also be encouraged to use less costly generic drugs by the 
drug plan’s use of deductibles and coinsurance. 
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In general, pharmacists are allowed to make a generic substitution 
unless the physician specifi es that no substitution be allowed. Some states 
allow “therapeutic substitution,” where a pharmacist can substitute an 
entirely different drug from the one prescribed by the physician, if it has 
the same therapeutic effect. Prescription drug plans also frequently use 
formularies, which are lists of preferred drugs in various dosages and forms. 
Formularies generally indicate which drugs are covered by a particular 
health plan and are categorized as follows:
• Open formularies include all FDA-approved drugs and drug products 

(with some rather limited exceptions).
• Managed (incentive-based) formularies are essentially open formular-

ies that contain preferred drugs, the use of which is encouraged by 
fi nancial incentives to physicians, pharmacists, and patients.

• Closed (restricted) formularies contain a specifi c list of approved drugs 
for coverage. Many plans with closed formularies allow coverage for 
drugs outside the formulary on a limited basis through pre-authoriza-
tion by the plan, and the patient is likely to face an additional cost.

Many employers have also adopted “three-tier” copayments for prescrip-
tion drug benefi ts. Employers generally structure three-tier copayment 
benefi ts in the following way: the lowest copayment is for generic drugs, 
the second highest copayment is for preferred brand drugs, and the highest 
copayment is for non preferred or non formulary drugs. The third tier 
may also include brand name drugs no longer on patent and available 
with a generic alternative. Employers generally provide benefi ts—includ-
ing prescription drug coverage—in order to keep their employees healthy 
and productive, as well as to help recruit and retain valued workers. 
Consequently, a restrictive drug benefi t design—such as a formulary that is 
very limiting—could counter the goal of providing coverage in the fi rst place. 
In addition, in some cases, expenditures for drugs may prove to be small if 
they achieve a signifi cant reduction in sick leave and lost productivity. For 
example, a study by Legg et al. (1997) showed that a new migraine drug 
reduced losses in productivity and labor costs. While the cost of the medica-
tion was valued at $43.78 per employee per month, the savings attributable 
to reduced loss of productivity and labor costs was valued at $435 per 
employee per month. Careful design of prescription drug benefi ts is critical 
if employers are to take advantage of their potential cost savings, both for 
overall health care spending and for labor expenses.
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CHAPTER 22

DENTAL CARE PLANS

Introduction
Nearly all large employers offer dental health benefi ts to their employ-

ees. A survey of employers with 1,000 or more employees found that 
99 percent had a dental plan in 2005 (Hewitt Associates LLC, 2005). Another 
study indicates that 96 percent of employers with 500 or more employees 
offered a comprehensive dental plan in 2005 (Mercer Human Resources 
Consulting, 2006). Only 17 percent of employers provide dental coverage 
through their medical plan. Most dental benefi ts are offered in a freestand-
ing plan. Although smaller employers are less likely than large employers to 
offer dental benefi ts, 66 percent of employers with 10–499 employees offered 
dental insurance in 2005 (Mercer Human Resources Consulting, 2006). 

Dental benefi t costs are rising and, as is the case with medical plans, 
employers are shifting a greater percentage of the costs to employees. In 
1988, 63 percent of large employers required employee contributions. By 
2005, that portion had increased to 94 percent (Hewitt Associates LLC, 
2005). 

A sound dental insurance plan has two primary objectives: to help pay 
for dental care costs and to encourage people to receive regular dental atten-
tion, which can prevent serious dental problems while identifying potential 
medical problems that fi rst manifest as dental health issues.

The three major dental care plan benefi t structures are the traditional 
indemnity plans, network plans, and dental health maintenance organiza-
tions (DHMOs). Employers may combine these options. Overall, 48 percent 
of large employers offered traditional indemnity dental plans, 56 percent 
offered network plans, and 29 percent offered DHMOs in 2005 (Hewitt 
Associates LLC, 2005). Direct reimbursement and discount/referral plans are 
usually grouped with indemnity plan models.

Services
A dental insurance plan should specify the types of services that are 

and are not covered. Preventive services (i.e., examinations and x-rays) are 
commonly covered up to 100 percent of the usual, customary, and reason-
able amount. Depending on the type of plan, other services typically provide 
less coverage. For example, indemnity plans commonly cover 80 percent of 
restorative services such as fi llings, endodontics, periodontics, and dental 
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surgery, and likely cover 50 percent of major restorative services (i.e., crowns, 
prosthetics, and orthodontia). Orthodontia coverage is an optional feature, 
with services typically reimbursed at 50 percent up to a separate lifetime 
maximum. Participants in an indemnity plan have the choice of using any 
licensed dentist.

A network plan is typically structured similarly to an indemnity plan 
except that the allowable charge for network-provided services is contractu-
ally negotiated by the network with the dentist. There may also be a higher 
reimbursement percentage and/or lower deductibles for use of network 
providers. While participants have the choice of using any licensed dentist, 
they can usually reduce out-of-pocket costs by using a provider who is in the 
network. 

A DHMO benefi t plan typically has specifi ed copayments for all covered 
services, ranging from zero for some preventive services to hundreds of 
dollars for major restorations. Unlike a network plan, participants in a 
DHMO usually are required to use dentists in the network in order to 
receive any benefi t. 

Benefi t Limitations
Services that are usually not covered by any type of dental plan include 

hospitalization due to necessary dental treatment (though this is often 
covered by the medical plan as inpatient care); cosmetic dental work (e.g., 
whitening); cleaning and examinations performed more often than twice 
a year; and services covered by workers’ compensation or other insurance 
programs. 

Indemnity and network plans typically include annual deductibles 
ranging from $25 to $100, annual maximums ranging from $500 to $2,000, 
and lifetime maximums for services such as orthodontia of $500 to $2,500. In 
2005, 70 percent of plans had a deductible, with $50 being the most common 
(Hewitt Associates LLC, 2005). Dental plans will frequently not apply a 
deductible to diagnostic and preventive services in order to encourage 
appropriate utilization of these services. Other cost management features 
are typically used as well, such as:
a)  Frequency limitation (e.g., reimbursement for cleanings is limited to 

two times per year).
b)  Copayments (participant’s share of the dentist’s fee after the benefi ts 

plan has paid). Copayments for preventive care may be as low as $5 
or $10 per procedure. As the procedures become more expensive, the 
copayment increases. 
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c)  Predetermination of benefi ts—Before beginning dental treatment, 
a plan participant may want to know how much he or she will be 
charged for the treatment and how much the plan will pay. The 
dentist can complete a predetermination-of-benefi ts form describing 
the proposed treatment and its cost. After review, the dental plan will 
advise the participant and the dentist of the amount the plan would 
pay. Some dental plans require this procedure when anticipated 
charges exceed a stated amount (e.g., $200).

d)  Alternative benefi ts—Dental problems can often be successfully 
treated in more than one way to achieve the same outcome. When 
this situation occurs, many dental plans base payments on the least 
expensive treatment that is customarily used for the condition in 
question. For example, a decayed tooth may often be satisfactorily 
repaired with a crown or a fi lling. In this case, a dental plan with 
an alternative benefi t provision bases its payment on the less costly 
fi lling. The participant and the dentist may proceed with the more 
expensive crown only if the participant agrees to pay the difference. 

DHMOs have fewer benefi t limitations. Premium costs are managed 
through provider discounts, limitations on access to specialists, and by 
pre-approval of high-cost services. Dentists in DHMOs typically receive a 
monthly capitation from the plan to provide basic services for each member. 
Although access to dentists is more restricted in this type of plan, DHMOs 
appeal to some plan participants because of their lower premiums and richer 
benefi ts.

Claims Payment
Payment of claims under an indemnity or network dental plan gener-

ally follows the same procedure as payment of claims under a group medical 
plan. The participant and/or the dentist fi lls out and submits claim forms. 
Payments for covered services may be sent to the dentist or to the par-
ticipant. Increasingly, this claim submission process occurs electronically 
through the Internet. 

Continuation of Coverage
The Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA) 

requires employers with dental plans to offer continued access to group 
dental insurance for former employees and their dependents. 
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Deciding on a Dental Care Plan
 Ultimately, an employer offers a dental plan for the same reason it 

offers any benefi t plan. The design and selection of a dental plan must 
balance the employer’s fi nancial limitations with its desire to offer an 
appealing benefi t to current and prospective employees. 

To balance cost and employee appeal, employers need to consider the 
following factors:
• Type of plan: indemnity, network, or DHMO.
• Benefi t cost sharing: deductibles, copayments, and coinsurance.
• Reimbursement percentage for various services: 

e.g., 100 percent, 80 percent, 50 percent.
• Access to network dentists: how many dentists are near participants’ 

homes and how many are accepting new patients?
• Maximums: annual and lifetime.
• Exclusions and limitations such as cosmetic services and age limita-

tions for specifi c services such as sealants.
• Covered services: for example, orthodontia.
• Participant contributions to the premiums.

Employers electing a network dental plan also need to decide whether 
they want to create a plan design incentive for employees to choose in-
network services over out-of-network services. Incentives could include 
lower deductibles and/or higher reimbursement amounts for in-network 
benefi ts.
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CHAPTER 23

VISION CARE PLANS

Introduction
Vision problems are common in the United States; more than one-half 

of the population requires optometric care. It is estimated that 54 percent 
of Americans wear corrective lenses, although only 41 percent receive an 
eye exam every year (Rosenthal and Soroka, 1998). Vision problems are 
often chronic and require regular attention. Although studies show that 
one in four school-age children have a vision problem, one national survey 
reveals that 48 percent of parents with children 12 years and younger 
have not taken their child to an eye care specialist for a comprehensive 
exam (VSP, 2002).

Except for medical and surgical treatment and, in some cases, contact 
lenses after cataract surgery, traditional health insurance plans have 
provided little or no vision care coverage. Employment-based vision 
care plans are designed to insure vision care services. Even so, vision 
care plans should attempt to fully integrate with the health care plan. 
Regular eye examinations can be the fi rst clue to eye conditions—such 
as glaucoma, age-related macular degeneration, and cataracts—that, left 
untreated, can lead to blindness. Eye exams can also offer the fi rst sign 
of signifi cant chronic or systemic diseases, such as hypertension, athero-
sclerosis, alcohol abuse, cancer, diabetes, vitamin defi ciencies, and nerve 
disorders.

Similar to most medical plans, vision care benefi ts are usually avail-
able to a group of covered employees after a nominal waiting period. 
In addition, most plans provide for coverage of employees’ dependents. 
A variety of organizations offer vision care plans to employee groups. 
These include jointly managed funds, health maintenance organizations 
(HMOs), administrators of Blue Cross and Blue Shield plans, vision care 
corporations, optometric associations, closed-panel groups of vision care 
providers, and insurance companies. In addition, some employers self-
fund and self-administer their plans.

The principal providers of vision care are:
•  Ophthalmologists—Medical doctors specializing in eye examination, 

treatment, and surgery. Some ophthalmologists dispense eyeglasses 
and contact lenses.



236 Fundamentals of Employee Benefi t Programs

•  Optometrists—Health care professionals who are specifi cally educated 
and licensed at the state level to examine, diagnose, and treat condi-
tions of the vision system. Optometrists may not operate on the eye 
and, in most states, may not administer therapeutic drugs. Most 
optometrists dispense eyeglasses and contact lenses.

• Opticians—Persons who make and/or sell lenses and eyeglasses.

Extent of Coverage
Vision plans may cover eye exams, eyeglasses, contact lenses, and 

orthopedics (exercises for the eye muscles). In 2006, 78 percent of large 
employers offered a vision plan (Hewitt Associates LLC, 2007).

Services
The typical vision care plan covers eye examinations, lenses, frames, 

and the fi tting of eyeglasses. Eye examinations provide the information 
needed for lens prescriptions and may reveal eye diseases such as glau-
coma or cataracts. (They may also reveal evidence of diabetes or high 
blood pressure.) Many plans cover some portion of the costs for contact 
lenses; however, other plans only cover contact lenses following cataract 
surgery.

Nearly all vision care plans impose limitations on the frequency of 
covered services and glasses. Typically, they limit participants to one eye 
examination within a 12-month period, one set of lenses within a 12-
month period, and one set of frames within a 2-year period. Most plans do 
not cover the additional cost of oversized, photosensitive, or plastic lenses, 
nor do they cover prescription sunglasses.

Some employers, such as the U.S. Army, are embracing laser eye 
surgery as a way to improve employee performance on the job. After 
evaluating concerns about laser surgery, a Department of Defense 
medical panel recommended and the Congress approved $15 million 
for the fi rst phase of the program. As eyeglasses can interfere with the 
sophisticated weapons and gadgets that the military continues to employ, 
laser eye surgery offers an opportunity for soldiers to be more effective. 
Vision plans often provide a discount for laser eye surgery from a network 
of providers.
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Payment of Benefi ts
Similar to other types of health insurance, vision care plans cover 

services in a variety of ways. For example:
• Some plans pay the full cost of services, provided they satisfy the 

usual, customary, and reasonable (UCR) cost criteria. In other words, 
the covered amount is the provider’s usual fee for the service, the cus-
tomary or prevailing fee for the service or product in that geographic 
area, and a reasonable amount based on the circumstances involved. 
A fee may be considered reasonable when circumstances necessitate 
extensive or complex treatment, even though it does not meet the 
usual, customary, and reasonable criteria.

• Sometimes vision care plan participants are required to pay deduct-
ibles. The deductible is a specifi ed amount of vision care costs that 
the participant must pay before any costs are paid by the plan. Under 
a plan with a $50 individual deductible, for example, a participant 
must pay his or her fi rst $50 in vision care expenses. The plan then 
pays for additional vision care expenses in accordance with other plan 
provisions.

• Plans may have a coinsurance arrangement in which the plan partici-
pant pays some portion of the vision care expenses and the plan pays 
the remainder. The plan participant, for instance, may pay 20 percent 
and the plan may pay 80 percent.

• Other plans specify a covered dollar amount for each service. Under 
the schedule-of-benefi ts approach, the plan participant pays any 
amount over the scheduled dollar limit. The schedule is usually 
adjusted at intervals to keep it consistent with changes in the cost of 
care.

• Vision care costs are often covered by employers through a so-called 
health fl exible spending account. Under such arrangements, the 
employee chooses how much money to contribute to the account at 
the beginning of the year, and pretax contributions to the account 
are deducted from each paycheck. The employee pays for any medical 
expenses (including vision care) and is then reimbursed by the 
employer. Any unused balances are forfeited by employees at the end 
of the plan year.

• Plans may also use a closed-panel arrangement, in which a desig-
nated group (i.e., a closed panel) of vision care professionals provide 
services to an employee group. The full cost of services is paid when 
plan participants go to providers specifi ed by the plan. Employers pay 
a premium for such services, which may cover a fi xed cost per ben-
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efi ciary. The providers are reimbursed for their cost of materials plus 
a dispensing fee. If participants go to providers who are not in the 
closed-panel, the plan pays only a specifi ed amount; the participant 
must pay any excess amount.

• Plans commonly use a combination of the approaches described above. 
A plan that covers services based on usual, customary, and reason-
able charges may also require payment of a deductible or coinsurance. 
Coinsurance may also be included in a schedule-of-benefi ts approach.

Continuation of Coverage
The Consolidated Omnibus Budget Reconciliation Act of 1985 

(COBRA) requires employers with vision and other health care plans to 
offer continued access to group health insurance for former employees 
and their dependents.

Deciding on a Vision Care Plan
When considering the cost of a vision care plan, a potential plan 

sponsor should be aware that such plans have a high incidence of claims 
in the fi rst year because there may be a backlog of unmet needs in a 
newly covered employee group. An employment-based vision care plan 
should include a program to increase employee awareness and under-
standing of vision care and the plan; effective communication among all 
involved parties (i.e., employee, employer, and service providers); and 
an effi cient claims fi ling and payment system. In order to fully evaluate 
the advantage of a vision care plan, employers should also consider the 
impact such a plan has on overall worker productivity. For example, an 
employer with employees spending most of their day working at a com-
puter or driving may fi nd added advantages to such a plan.
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CHAPTER 24 

HEALTH PROMOTION AND 
DISEASE MANAGEMENT PROGRAMS

Introduction
Employers and employment-based group health plans use a variety of 

tools to manage the utilization of health care services and to control health 
care costs. In recent decades, employers have looked to managed care to help 
control costs. Along with negotiating reduced prices for health care services, 
managed care promised to focus on preventive care and managing demand 
for services by keeping members healthy. Through active management of 
group plan members’ health and disease, managed care aims to reduce costs 
by preventing unnecessary utilization of health care services.

The purpose of managing demand for health care services is to lower 
expenditures on health care by reducing utilization through disease pre-
vention and self-care medical programs (Fronstin, 1996). Various health 
management tools have been developed as a result of this effort, including 
health promotion and disease management. These tools are examples of 
preventive services. Employment-based group health plans generally include 
three levels of prevention activities, each of which responds to the needs of 
specifi cally targeted benefi ciaries: 
• Primary prevention—Activities are directed at all healthy plan ben-

efi ciaries with the goal of stopping the occurrence of disease before 
it starts. Primary prevention reduces the likelihood that individuals 
who do not have a specifi c disease will develop it in the future, e.g., 
routine immunizations of healthy children. 

• Secondary prevention—Activities target health plan benefi ciaries who 
are at high risk of disease but who lack symptoms. Some examples 
include PSA tests to detect early forms of prostate cancer, mam-
mograms to detect early forms of breast cancer, smoking cessation 
programs for smokers without any current disease, and weight 
loss programs for obese individuals without any current disease. 
Employee assistance programs (EAPs) are common secondary pre-
vention programs that group health plans use to address employees’ 
physical and mental health. (See chapter on EAPs).

• Tertiary prevention—Directs services to symptomatic patients in order 
to reduce the negative consequences of their diseases. For example, it 
attempts to decrease the complications or severity of diabetes by care-
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fully managing this condition in order to prevent vision, kidney, and 
nerve problems, and it offers smoking cessation programs for people 
with asthma.

This chapter focuses on two types of programs that relate to all three 
levels of prevention: health promotion programs and disease management 
programs.

Health Promotion Programs
Health promotion programs, also called wellness plans, emphasize 

prevention of physical and mental illness by using self-care and targeted 
strategies to encourage healthy lifestyles. Employment-based programs may 
be offered directly by the employer, through either an in-house or outside 
vendor or through an employment-based group health plan. Employers 
and health plans that offer health promotion activities and programs hope 
to motivate and educate employees to live healthy lives as well as provide 
opportunities for them to participate in healthy activities. Employers and 
health plans hope that by initiating these programs they will increase pro-
ductivity and morale, reduce absenteeism and turnover, and manage health 
care costs. 

The major lifestyle behaviors targeted by health promotion programs 
include smoking, nutrition, exercise, and stress. Health promotion programs 
range from modest efforts (e.g., the distribution of pamphlets on health 
issues or the provision of showers or changing facilities for employees who 
exercise) to individually targeted strategies for intervention and health 
improvement to major initiatives such as elaborate, well-equipped gymnasi-
ums and a full package of physical fi tness activities. Employers and health 
plans increasingly are using Internet and Intranet strategies to deliver 
health promotion programs. These may offer a cost-effective alternative to 
traditional approaches to communication, health assessment, and education 
(Hewitt Associates LLC, 2001a).

Objectives—Work-site health promotion and wellness plans often have 
several objectives, including improving and sustaining employees’ health, 
increasing worker productivity, recruiting and retaining good employees, 
improving employee morale, reducing absenteeism due to illness, and reduc-
ing health care costs (Harris and Fries, 2002). The 1999 National Worksite 
Health Promotion Survey, conducted by the Association for Worksite Health 
Promotion (AWHP), William M. Mercer, Inc., and the U.S. Department 
of Health and Human Services’ Offi ce of Disease Prevention and Health 
Promotion (ODPHP) found the most common reason that employment-based 
group health plans sponsored these programs was to keep workers healthy 
(84 percent). Other reasons included improving employee morale 
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(77 percent), reducing health care costs (76 percent), and retaining good 
employees (75 percent) (Association for Worksite Health Promotion et al., 
2000). 

The Wellness Councils of America, a membership support organization 
for companies with wellness plans, lists six reasons for work-site wellness 
programs: (1) rising health care costs; (2) the prevalence of avoidable ill-
nesses; (3) the expanding work week; (4) the technology revolution; 
(5) increased employee stress levels; and (6) increased work force diversity. 

Prevalence of Health Promotion Programs—Ninety-six percent 
of very large companies offered some kind of health promotion program in 
2005, up from 88 percent in 1995 (Hewitt Associates LLC, 2005). Of work 
sites with 50 or more employees, 90 percent sponsored at least one health-
promoting activity in 1999. When programs offered through the companies’ 
health plans were included, 95 percent of work sites offered some type of 
health promotion (Association for Worksite Health Promotion et al., 2000). 
Eighty-six percent of work sites with 50–99 employees offered at least one 
activity, while 98 percent of work sites with 750 or more employees did so 
(O’Donnell, 2002). 

Using a defi nition of “health promotion program” that counted programs 
rather than activities, and did not include casual or sporadic attempts to 
inform or educate employees, 25 percent of small employers (15–99 employ-
ees) and 44 percent of larger employers offered health promotion programs 
(Wilson et al., 1999).

Impact and Effectiveness—The available data on the effectiveness of 
work site health promotion programs, while hindered by important meth-
odological challenges, show a positive impact on employee health status, 
medical care costs, and key  business effi ciency measures such as absentee-
ism (Christensen, 2001). According to the 1999 National Worksite Health 
Promotion Survey, more than 50 percent of work sites have been able to dem-
onstrate a return on their health promotion investment acceptable to senior 
management (Association for Worksite Health Promotion et al., 2000).

Employers cite various barriers and challenges to work site health 
promotion programs, including lack of employee interest (cited by 50 percent 
of work sites), lack of high-risk employee participation (39 percent), and 
inadequate resources (37 percent). Other challenges include tracking out-
comes, management support, integration of programs, access to data, and 
confi dentiality (Association for Worksite Health Promotion et al., 2000).

Incentives —Employers use a variety of incentives to encourage 
employee participation in health promotion programs. Some employers allow 
employees to use company time to participate in these programs (72 percent 
of work sites allow this) and/or allow the use of fl ex-time (45 percent) (U.S. 
Department of Health and Human Services, 1993). Others pay a portion 
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of the cost for employees to attend outside clinics to stop smoking or pay a 
higher percentage of medical expenses for employees who do not smoke or 
who regularly participate in an exercise program. Others set up competi-
tions among employees, with prizes awarded to winners, or offer bonuses to 
employees who complete a specifi ed number of hours of exercise. In some 
other cases, however, employees must pay a fee to participate in certain 
programs.

Some employers offer fi nancial incentives for employees to participate 
in health promotion programs or to modify their health risks. Examples of 
these incentives include discounted health plan premiums and monetary 
bonuses. In 2005, 41 percent of very large fi rms offered programs with 
fi nancial incentives or disincentives in their benefi t plan designs (Hewitt 
Associates LLC, 2005). Among work sites with 50 or more employees, only 
10 percent offered a fi nancial incentive to encourage employees to participate 
in health-promoting activities (Association for Worksite Health Promotion et 
al., 2000). Certain fi nancial incentives for participating in wellness plans are 
regulated by the nondiscrimination requirements of the Health Insurance 
Portability and Accountability Act (HIPAA).

Disease Management Programs
In addition to keeping employees healthy and preventing the onset of ill-

nesses, employers and employment-based group health plans seek to prevent 
acute complications of chronic diseases among employees or members who 
have already been diagnosed. Through a process commonly referred to as 
disease management (DM), employers and health plans aim to reduce costs 
by guiding the patient in effectively navigating the complex medical care 
system, avoiding unnecessary utilization of health care services, and provid-
ing early and ongoing treatment. DM offers the possibility of saving money 
while improving health by reducing employees’ need for expensive hospital-
izations and other health treatments (Christensen, 2002).

DM is defi ned as a systematic approach to coordinated health care that 
seeks to identify individuals within populations who have—or are at risk 
of developing—certain targeted, mainly chronic, medical conditions such as 
diabetes, asthma, cardiovascular conditions, and depression. DM programs 
vary in the range of diseases targeted. A program may focus entirely on one 
condition or on a few specifi c diseases, such as asthma and/or diabetes. Or 
a program may manage the total health of persons with chronic conditions, 
since they often have comorbidities (i.e., more than one condition). Other pro-
grams focus more generally on the health of a population, in order to manage 
the health of current chronic disease sufferers and to prevent the onset of 
illness in members who are at high risk of developing chronic diseases.
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DM supports the physician- or practitioner-patient relationship and 
course of treatment and emphasizes prevention of acute episodes and 
complications, utilizing evidence-based practice guidelines and patient 
empowerment strategies. DM is a proactive approach to treating chroni-
cally ill patients that places a heavy emphasis on educating patients and 
providers, promoting patient self-management, and building clinical support 
systems to aid providers. 

The Disease Management Association of America (DMAA) identifi es the 
necessary characteristics of a full-service disease management program as: 
(1) population identifi cation processes; (2) evidence-based practice guidelines; 
(3) collaborative practice models to include physician and support-service 
providers; (4) patient self-management education (may include primary 
prevention, behavior modifi cation programs, and compliance/surveillance); 
(5) process and outcomes measurement, evaluation, and management; and 
(6) routine reporting/feedback loop (may include communication with 
patient, physician, and ancillary providers, and practice profi ling).

The intensity of DM programs varies greatly, despite the comprehensive 
defi nition and program components endorsed by the DMAA. The Association 
uses the term Disease Management Support Services for programs that 
consist of fewer than all six of the components; however, in practice, pro-
grams of varying intensity routinely are labeled as DM programs. For 
example, one program may involve the simple provision of written materials 
on specifi c conditions or on-line health content, while another may provide 
intensive monitoring and management of the condition by health profession-
als. Some DM programs utilize electronic remote monitoring via computers 
or other devices. Increasing use of technology in health care is making it 
easier to manage disease from a distance. Some DM programs also conduct 
group activities for participants with the same condition.

DM programs may be owned and administered by various types of enti-
ties, including DM vendors that operate independently, health maintenance 
organizations (HMOs) and preferred provider organizations (PPOs) health 
plans, hospitals, pharmaceutical companies, and pharmacy benefi t managers 
(PBMs). 

Objectives—In light of the great expense involved in caring for persons 
with chronic illnesses, and in order to improve their health and quality of 
life, efforts are made to manage these illnesses rather than treating the 
periodic acute episodes of an unmanaged condition. Employer respondents to 
a survey conducted by Aon Corporation in 2000 ranked the reasons for using 
DM: (1) reduce health care costs; (2) improve clinical outcomes; (3) enhance 
employee satisfaction; (4) reduce disability costs; (5) increase worker produc-
tivity; and (6) retain workers (Aon Corporation, 2000).
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Prevalence of Disease Management Programs—Advances in tech-
nology contribute to the growth in DM programs. Technologies are essential 
to the identifi cation of candidates for DM programs, measurement of the 
programs’ performance, and the operation of the programs. Internet and 
telephony devices allow participants in DM programs to transmit informa-
tion, questions, and evaluations to care providers or medical databases. 
DM participants also have easier access to medical information at any time 
of day via the Internet or telephone. DM participants also may be able to 
utilize chat rooms, bulletin boards, and e-mail to communicate with care 
providers and others in the same programs. Some suggest that the cost 
savings associated with using such technologies will be so dramatic that in 
the future, when the technologies cost less, group health plans may provide 
DM participants with free computers as part of the DM program. 

In 2005, 49 percent of very large employers provided DM programs to 
their employees. The vast majority of these programs were a function of, or 
were included in, the employer’s health plan (68 percent of employers that 
offer DM programs in 2005). Very few were provided by an independent DM 
company contracting directly with the employer (Hewitt Associates LLC, 
2005). 

Data from the 1999 National Worksite Health Promotion Survey show 
that DM programs have become more prevalent, and that more employers 
plan to implement these types of programs in the near future. Among work 
sites with 50 or more employees, 42 percent offered programs for depression 
management, 35 percent for hypertension, 34 percent for cancer, 
34 percent for diabetes, 33 percent for cardiovascular conditions, 27 percent 
for asthma, and 25 percent for obesity. For all types of programs included in 
the survey, employers expected to add more programs. By 2004, a majority of 
employment-based group health plans were expected to have DM programs 
for depression, hypertension, cancer, and diabetes. The responses indicate 
that much growth can be expected in DM programs: Less than 1 percent 
of employers said they would stop offering programs they currently offer. 
Also, among the work sites that intended to start new programs for manag-
ing chronic diseases, the majority said they would likely offer the programs 
through their group health plans, rather than directly at the work site 
(Association for Worksite Health Promotion et al., 2000). 

In another survey, three-fourths (75 percent) of the responding employ-
ers provided some type of health promotion or wellness program to their 
employees to encourage healthy behaviors, and nearly all respondents (97 
percent) thought DM could complement health promotion or wellness ser-
vices (Aon Corporation, 2000). However, this survey also found that 
43 percent of employers were concerned about the confi dentiality of the 
health information collected and used by DM programs and were hesitant to 
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implement DM because of these concerns. (The applicability and impact of 
HIPAA privacy regulations on a particular DM program will depend on what 
type of entity administers the program and on the services the program 
provides. 

Impact and Effectiveness—Research and case studies show positive 
results from individual DM programs, but there is no conclusive evidence 
that DM programs, in general, improve health or reduce costs in the long 
term. Improved health and cost-effectiveness may take from several months 
to a few years to become apparent in a DM program, and it would be diffi cult 
to prove that particular health outcomes were the result of a DM program. 
However, many employers and health plans have experienced improved 
health and decreased costs as a result of their programs, and growing 
numbers of employers are convinced that DM will help save money and are 
implementing the programs. 

In a survey of very large employers, nearly half of employers with DM 
programs (47 percent) reported that the programs were too new to assess 
outcomes or return on investment (ROI). Only 10 percent reported being 
able to calculate or prove the ROI for their DM programs, and only about 
one-fourth reported having outcome reports for their programs (Hewitt 
Associates LLC, 2002).

In an effort to simplify the evaluation and selection of DM programs, 
work is under way to standardize the measurement of DM outcomes and 
returns on investment (Lewis, 2002). Three organizations known for advanc-
ing quality of care have begun accrediting DM programs: URAC (also known 
as the American Accreditation HealthCare Commission); The National 
Committee for Quality Assurance (NCQA); and The Joint Commission for the 
Accreditation of Healthcare Organizations (JCAHO). Accreditation reviews 
generally evaluate the programs in such areas as organizational structure, 
program scope and objectives, performance and quality measurement, and 
program design. These standards and the subsequent accreditation of pro-
grams that meet them promise to aid employers in evaluating and selecting 
quality DM programs. Some DM program providers also take on fi nancial 
risk by guaranteeing the purchaser improved participant health and a 
certain level of savings.

Conclusion 
Various analyses and case studies show positive impacts of health 

promotion programs and disease management programs, including improved 
employee health and fi nancial savings. Companies continue to collect data 
to assess the impact of their own programs. To establish whether these 
programs can be credited with health care cost savings, employers and 
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researchers must track a large number of employees over a long period 
of time. Regardless of the results, many employers believe that the mere 
existence of these programs is benefi cial in that they demonstrate employ-
ers’ concern for their employees and the value that they place on employees’ 
well-being and good health.
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CHAPTER 25

MENTAL HEALTH AND SUBSTANCE ABUSE BENEFITS

Introduction
The Global Burden of Disease, a publication of the World Bank and the 

World Health Organization, found that mental disorders account for more 
than 15 percent of the burden of disease in established market economies 
(Murray and Lopez, 1996). This is on a par with cancer and slightly less 
than cardiovascular conditions. In any given year, about 6 percent of adults 
have a major mental disorder, and between 5 and 9 percent of children suffer 
from a serious emotional disturbance (Kessler et al., 2005 and Friedman et 
al., 1996). Major depression, bipolar disorder, schizophrenia, and obsessive-
compulsive disorder are identifi ed as among the top 10 causes of disability 
worldwide.

Spending on treatment for mental health and substance abuse disorders 
accounted for 7.5 percent of national health expenditures in the United 
States, amounting to $121 billion of the $1.6 trillion spent on health care 
(Mark et al., 2007). Between 1993 and 2003, spending for mental health and 
substance abuse disorders grew more slowly than health care spending in 
general, increasing by an average annual rate of 5.6 percent, compared with 
6.5 percent for health care overall. 

The government plays a larger role in the fi nancing of mental health 
services than it does in the fi nancing of overall health care. Public sources 
accounted for 58 percent of all mental health spending in 2003. At the same 
time, coverage for prescription drugs to treat mental illnesses has expanded 
dramatically. In 2007, the Substance Abuse and Mental Health Services 
Administration (SAMHSA), within the Department of Health and Human 
Services, found that expenditures for drugs prescribed to treat mental health 
disorders rose by 18.8 percent annually between 1993 and 2003.

Research seems to suggest that when individuals seek mental health 
treatment, they generally fi nd their treatment to be both positive and 
helpful. For example, a 1995 Consumer Reports survey found that:
• Forty-four percent of people whose emotional state was “very poor” at 

the start of treatment said they now felt “good.” Another 43 percent who 
started out “fairly poor” also improved signifi cantly.

• People who sought help from their family doctor tended to do well. But 
people who saw a mental health specialist for more than six months did 
much better.
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Coverage of Mental Health and Substance Abuse 
Benefi ts

Most large employers provide coverage for mental health and substance 
abuse services, but even prior to the adoption of the Mental Health Parity 
Act of 1996 (MHPA) coverage for mental health and substance abuse was 
not as extensive as coverage for other medical care, according to an analysis 
of surveys conducted in 1989 and 1995 by Foster Higgins (Foster Higgins, 
1989, 1995). In fact, since enactment of the Mental Health Parity Act, access 
to care and quality of care for mental health conditions have declined. Two 
RAND Corporation studies (Pacula and Sturm, 2000; Sturm and Wells, 2000) 
found that, among individuals with probable mental health disorders, more 
lost insurance coverage between 1996 and 1998 than gained it, and more 
reported decreases in health benefi ts. The studies found that individuals 
with worse mental health consistently report a deterioration of access to 
care compared with individuals with better mental health. Private-sector 
employment-based coverage of mental illness is less generous than it is for 
somatic illnesses. For example, most employment-based group health plans 
provide that the plan pays the costs above a certain out-of-pocket limit paid 
by the benefi ciary. To protect the plan against potentially unlimited claims, 
however, annual or lifetime limits are imposed—typically $1–$3 million. 
Although more diffi cult under the MHPA, plans historically have often 
protected themselves against costly mental illness claims by setting lower 
annual or lifetime limits and imposing higher out-of-pocket costs on benefi -
ciaries who access mental health services. 

In 2003, the most common insurance restriction was an annual limit on 
inpatient days for mental illness. Seventy-seven percent of workers employed 
in private establishments with 100 or more employees were subject to a limit 
on inpatient days, while 74 percent were subject to a limit on outpatient 
days (U.S. Department of Labor, 2005). According to a 1998 report by the 
HayGroup (1998), the proportion of employment-based group health plans 
with day limits on inpatient psychiatric care increased from 38 percent to 
57 percent between 1988 and 1997, and the proportion of plans with out-
patient visit limits rose from 26 percent to 48 percent. Because of these 
changes, the HayGroup estimated that, from 1988 to 1997, the value of 
behavioral care benefi ts within the surveyed plans decreased from 
6.1 percent to 3.1 percent as a proportion of the value of the total health 
benefi t. Other studies also indicate that the gap in insurance coverage 
between mental health and other health services has been getting wider. The 
public mental health safety net as a chief provider of catastrophic coverage 
may encourage such practices. In addition, when Medicare and Medicaid 
were fi rst introduced, they also limited coverage of long-term care of nervous 
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and mental illness disease to avoid shifting fi nancial responsibility for these 
services (which were already performed by state governments) to the federal 
government.

Managed care processes associated with mental illness benefi ts have 
grown concurrently with those of other group health plan benefi ts, and 
include the same strategies, e.g., health maintenance organizations (HMOs), 
preferred provider organizations (PPOs), point-of service-plans (POS), 
exclusive provider organizations (EPOs), etc. A managed care device often 
used to deliver mental health and substance abuse benefi ts is Carve-out 
Managed Behavioral Health Care, typically provided by specialized vendors 
known as managed behavioral healthcare organizations (MBHOs). Carve-
outs generally have separate budgets, provider networks, and fi nancial 
incentive arrangements. Covered services, utilization management tech-
niques, fi nancial risk, and other features vary depending on the particular 
carve-out contract. Although about 75 percent of Americans with health 
insurance were enrolled in MBHOs, many are probably not aware of such an 
arrangement. 

The shift to MBHOs has moved employment-based group health plans 
to more of a “supply-side” orientation (e.g., provider incentives) as opposed to 
the prominent strategy used before the emergence of managed care, which 
relied on “demand-side” controls (e.g., benefi t limits). Utilization of behav-
ioral health benefi ts is controlled in a managed care environment through a 
series of provider fi nancial incentives and by using utilization management 
techniques to limit unnecessary care.  

The National Committee on Quality Assurance’s (NCQA) Report Card 
for Managed Behavioral Healthcare Organizations (MBHOs) is an interac-
tive tool that makes quality information about MBHOs more accessible 
to employers and unions, health plans, and consumers. NCQA, a private, 
nonprofi t organization, is the leading accrediting body for the nation’s health 
care organizations (http://hprc.ncqa.org/mbho/). MBHOs that meet NCQA’s 
standards for the quality of care and service provided to their members 
receive NCQA accreditation. The standards cover seven categories: quality 
management and improvement; accessibility, availability, referral, and 
triage; utilization management; credentialing and re-credentialing; members’ 
rights and responsibilities (e.g., family support of adolescent counseling 
process); preventive behavioral health care services; and clinical evaluation 
and treatment records.

Managed care has demonstrably reduced the cost of mental health 
services (Ma and McGuire, 1998; Goldman, et al., 1998; Callahan et al., 
1995; Bloom et al., 1998; Christianson et al., 1995; Coulam & Smith, 1990). 
The risk of such successful cost-containment is the possibility of undertreat-
ment. This is particularly important because some evidence suggests that 
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limitations in mental health access affect people’s well-being and result in 
decreased work performance, increased absenteeism, and increased use of 
medical services (Rosenheck et al., 1999).

A 1996 review of evidence on the effi cacy of well-documented treatments 
(Frank et al., 1996) suggests that covered mental health services should 
include the following components:

• Hospital and other 24-hour services (e.g., crisis residential services).
• Intensive community services (e.g., partial hospitalization).
• Ambulatory or outpatient services (e.g., focused forms of 

psychotherapy). 
• Medical management (e.g., monitoring psychotropic medications). 
• Case management.
• Intensive psychosocial rehabilitation services. 

• Other intensive outreach approaches to the care of individuals with 
severe disorders.

Another strategy used by employers (sometimes in conjunction with a 
union) that can affect the mental health quality and substance abuse level 
of their employee population is the employee assistance program (EAP), 
typically a voluntary program that can help employees and their family 
members obtain professional support in dealing with personal, emotional, 
family, or health problems. The EAP is designed to assist people who are 
facing such complex issues as marital crises, drug or alcohol dependency, 
single parenting, stress, fi nancial uncertainty, or emotional distress. 
Sometimes people can effectively deal with these kinds of problems on their 
own. But when the problems are particularly serious and professional help is 
needed, locating assistance can be diffi cult. Also, a person “in crisis” may be 
unable to fi nd help of the most appropriate kind. The EAP is meant to assist 
employees and their families to deal with these dilemmas. 

Mental Health Parity
Inequities in insurance coverage between mental health and general 

medical care—the product of decades of stigma and discrimination—have 
prompted corrective efforts through legislation designed to produce fi nancing 
changes and create parity. Parity calls for equality between mental health 
and other health care coverage. Where parity has been implemented, it 
appears that the cost increases have been negligible when the care has also 
been managed. Managed care techniques, because they focus on avoiding 
improper utilization of mental health services, allow parity to exist more 
effectively than did the traditional fee-for-service indemnity plan, which did 
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not employ utilization control techniques. Studies of state laws in Maryland, 
North Carolina, and Texas have shown that costs actually declined after 
parity was introduced when legislation coincided with the introduction of 
managed care. In general, the number of users increased, with lower average 
expenditures per user. 

The MHPA, which was originally set to sunset on Sept. 30, 2001, has 
been extended a number of times and was fi nally permanently enacted into 
law in 2008. MHPA focuses on only one aspect of the inequity in mental 
health insurance coverage: catastrophic benefi ts. It prohibits the use of 
lifetime and annual limits on coverage that were different for mental and 
somatic illnesses. Specifi c dollar limits on mental health coverage that are 
lower than dollar limits on medical benefi ts would also violate MHPA. For 
example, a plan with a 50-visit per year limitation on mental health services, 
coupled with an absolute $50 maximum payment per visit has a specifi c 
annual dollar limit on mental health benefi ts that is $2,500 (50 visits times 
$50) per year. If the plan has an annual dollar limit on medical benefi ts that 
is more than $2,500, this violates MHPA.

MHPA covers employment-based group health plans, including private-
sector self-insured group health plans otherwise exempted from state parity 
laws because of ERISA. In May of 2000, the General Accounting Offi ce (now 
the Government Accountability Offi ce) reported before the Committee on 
Health, Education, Labor, and Pensions of the U.S. Senate that although 
most employers are complying with the requirements of MHPA, it is having 
little or no effect on employees’ access to mental health services. MHPA is 
limited in a number of important ways:

• Companies with 50 employees or fewer that offer no mental health 
benefi t are exempt from provisions of MHPA.

• Disability plans that provide benefi ts for benefi ciaries disabled due to 
mental health disorders are exempt from MHPA. 

• Insurers and self-insured group health plans that experience more than 
a 2 percent rise in premiums and 1 percent in later years as a result of 
implementing parity could apply for an exemption from MHPA. 

• Coverage sold in the individual (nongroup) market is not covered by 
MHPA.

State efforts at parity legislation have paralleled the MHPA. Some states 
like Texas target their parity legislation narrowly to include only people with 
severe mental disorders; others, such as Maryland, use a broader defi nition 
of mental illness for parity coverage, and include substance abuse. Maryland 
focuses on a broad range of insured populations, including employment-
based group health plans that purchase health coverage for benefi ciaries in 
the fully insured marketplace. 



256 Fundamentals of Employee Benefi t Programs

Confi dentiality of Mental Health Information
As part of the Health Insurance Portability and Accountability Act 

of 1996, Congress committed the federal government to the creation of a 
national confi dentiality standard. The Privacy Rule promulgated by the 
Secretary of Health and Human Services provides guidance on how the prac-
tices of providers, claim payers and clearinghouses, and plan administrators 
should be consistent with a patient’s right to confi dentiality, especially in 
regard to psychotherapy notes.

American law leaves little doubt that there is a broad legal protection for 
the principle of confi dentiality. The U.S. Supreme Court in Jaffee v. Redmond, 
1996, discusses the issue this way:

Effective psychotherapy… depends upon an atmosphere of 
confi dence and trust in which the patient is willing to make a 
frank and complete disclosure of facts, emotions, memories, and 
fears. Because of the sensitive nature of the problems for which 
individuals consult psychotherapists, disclosure of confi dential 
communications made during counseling sessions may cause 
embarrassment or disgrace. For this reason, the mere possibility 
of disclosure may impede development of the confi dential relation-
ship necessary for successful treatment.

Public opinion polls support privacy of health care information; only 
10 percent of those responding to one survey reported that they were 
extremely or very confi dent that electronic medical records would remain 
confi dential.1

Mental Health and Substance Abuse in the Work Place
The Americans with Disabilities Act of 1990 (ADA)—Each year, 

clinical depression alone causes a loss of some 200 million working days 
in the United States, according to a report released in October 2000 by the 
International Labor Organization. In fact, psychiatric claims were a leading 
type of claim fi led by the Equal Employment Opportunity Commission, the 
agency responsible for enforcing the Americans with Disabilities Act (ADA) 
of 1990 during the fi rst years after the legislation’s enactment. Recent 
regulatory and court action, however, has made it much more diffi cult for 
employees with mental illnesses to prevail with an ADA claim. In order for 
such a claim to prevail, employees must generally prove that their mental 
illness substantially limits their abilities. Employers may still not need to 
accommodate an employee’s mental illness if it causes undue hardship to 
1   www.ebri.org/surveys/hcs/2005/electronicMedicalRecords.pdf
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do so. Employers also can’t be accused of misconduct unless they knew the 
employee was disabled. Since most workers with mental illness don’t disclose 
their problem until the illness shows up in bad behavior, this makes it dif-
fi cult for employees to use ADA. 

To further make it diffi cult for employees with mental illness to get help, 
disabilities that are correctable may not be covered by ADA. For example, if 
an antidepressant drug enables a depressed person to function normally, he 
or she may be considered to have a disability that is correctable and may not 
be able to use ADA. Some states have reacted to this perceived weakening of 
ADA as far as mental illness is concerned. For example, a September 2000 
California law reaffi rmed that state’s broad defi nition of disability to include 
mental illness. Of course, many employers go further than required by ADA 
for sound business reasons, to be in compliance with more stringent state 
laws, and to avoid even the chance of becoming involved with an ADA claim. 

Creating and Evaluating Drug-Free Work-Place Policy—The 
Substance Abuse and Mental Health Services Administration (SAMHSA) 
provides employers with advice on how to establish, monitor, and evalu-
ate drug-free work-place policies and programs. The agency provides this 
advice in a report entitled, Hallmarks of Successful Drug-Free Workplace 
Programs, Creating a Drug-Free Workplace Policy, and Evaluating a Drug-
Free Workplace Program. To view SAMHSA’s employer tips, go to  
http://ncadi.samhsa.gov  and  http://workplace.samhsa.gov

Outlook
Many believe that no area of health care will see more change in the 

next 10 years than mental health. With sophisticated electronic imaging 
techniques that allow researches to explore the brain more closely, scientists 
will discern areas of the brain that malfunction during specifi c illnesses and 
may soon be able to treat the targeted area more effectively. With the advance 
of genetic knowledge, clinicians will be able to treat patients with a new 
generation of psychotropic drugs that may offer hope for better outcomes for 
people with mental illnesses such as schizophrenia. The Internet is helping to 
overcome the stigma of mental illness by assuring anonymity while provid-
ing information about treatment options, current research, screening tests, 
online question and answer sessions with practitioners, and virtual support 
groups. New medications for the treatment of mental illness will continue to 
be advertised directly to millions of potential consumers, further changing the 
way they demand treatment. Many also believe that the further integration 
of behavioral health and physical health initiatives will contribute to a more 
responsive care delivery system from the patient’s perspective.
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CHAPTER 26

RETIREE HEALTH BENEFITS

Introduction
Retiree health benefi ts were originally offered on a very limited basis in 

the late 1940s and 1950s. The number of employers offering these benefi ts 
expanded in the late 1960s in conjunction with the creation of the Medicare 
program. The benefi ts were provided as part of the health plan for active 
workers, generally without a separate premium structure or separate 
accounting. In subsequent years, the changing demographics of the work 
force, coupled with increasing life spans and rising health care costs, left 
many employers with higher retiree-to-active-worker ratios, increasing the 
costs and liabilities of retiree medical benefi ts. 

In 1989, the Financial Accounting Standards Board (FASB) issued 
Statement No. 106 (FAS 106), “Employers’ Accounting for Postretirement 
Benefi ts Other Than Pensions,” which required companies to account for 
these benefi ts and report liabilities for the future value of all promised 
benefi ts on their corporate balance sheets, beginning with fi scal years after 
Dec. 15, 1992. For the fi rst time, the true cost of the benefi ts was understood 
(Employee Benefi t Research Institute, 1988, 1989). Prior to FAS 106, com-
panies were only required to disclose information on the existence of plans 
and amounts of benefi t outfl ows. Governmental Accounting Standards Board 
(GASB) Statements No. 43 and No. 45 imposed new accounting standards 
upon public-sector sponsors of retiree health benefi ts that are similar to 
those required of private-sector employers under FAS 106. Under GAS 43 
and 45, public-sector sponsors are required to accrue the cost of postretire-
ment health benefi ts during the years of service as opposed to reporting the 
cost on a pay-as-you-go-basis. 

As a result of FAS 106, and the increasing cost of providing retiree 
health benefi ts in general, many employers began a major overhaul of their 
retiree health benefi t programs. Some employers placed caps on what they 
were willing to spend on retiree health benefi ts. Others added age and 
service requirements; moved to some type of “defi ned contribution” health 
benefi t; completely dropped retiree health benefi ts for future retirees; or 
dropped benefi ts for current retirees, although this happened less frequently 
than other changes. While these changes do not appear to be having much 
impact on current retirees, they are likely to be felt most by future retirees 
who are not yet or may never become eligible for retiree health benefi ts, 
especially since an employer plan sponsor has an unqualifi ed right to termi-
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nate, modify, or amend unvested retiree health benefi ts if no commitment 
has been made to provide the benefi t (Davis, 1991). 

Retiree Health Participation and Cost 
Since 1994, the percentage of persons ages 55–64 without health insur-

ance generally has been fl uctuating. Between 1994 and 1999, the percentage 
of the population ages 55–64 who were uninsured increased from 
12.8 percent to 13.5 percent (EBRI estimates from the Current Population 
Survey). Since 1999, the percentage of Americans ages 55–64 without health 
insurance coverage remained rather stable, reaching 13.6 percent in 2005 
(Figure 26.1). Recently, the percentage of persons ages 55–64 with employ-

ment-based health benefi ts decreased, from 68.1 percent in 2003 to 
66.7 percent in 2005. 

Coverage overall has been stable for workers. The percentage of workers 
ages 55–64 with no health insurance increased, from 11 percent in 1994 to 
12.3 percent in 1999 (Fronstin, 2001), but decreased slightly to 11.9 percent 
in 2005. As the percentage of workers 55–64 with employment-based health 
insurance increases, the percentage with either coverage purchased in the 
individual market or public coverage declines. The percentage of workers 
ages 55–64 with employment-based health benefi ts increased, from 
77.1 percent in 1994 to 79.1 percent in 2003. Since 2003, the percentage of 
workers 55–64 with employment-based health insurance has declined, reach-
ing 77.6 percent in 2005. The percentage with insurance purchased directly 

Figure 26.1

Percentage of Uninsured Americans, by Age, 1995, 2000, and 2005
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from an insurer declined from 9.4 percent in 1994 to 6.8 percent in 2005, 
and the percentage with public coverage declined from 8.6 percent in 1994 to 
6.6 percent in 2003. After 2003, the percentage of workers ages 55–64 with 
public coverage increased to 8.5 percent in 2005.

Similar patterns can be seen in sources of coverage for retirees, although 
the trends are more pronounced. For example, the likelihood of a retiree age 
55–64 being uninsured increased from 15.1 percent in 1994 to 17.8 percent 
in 2001, but declined to 16.6 percent in 2003. After 2003, the percentage 
of retirees ages 55–64 increased to 17.3 percent in 2005. In contrast, the 
percentage of retirees ages 55–64 with employment-based health benefi ts 
increased from 56.1 percent in 1994 to 57.2 percent in 2003. After 2003, the 
percentage of retirees ages 55–64 with employment-based health insur-
ance declined to 54.4 percent in 2005. As the likelihood of a retiree having 
employment-based health insurance coverage declined from 2003–2005, the 
likelihood of having health insurance purchased in the individual market 
increased from 11.1 percent in 2003 to 13.0 percent in 2005.

The experience of the ill and disabled (persons not working for health 
reasons) is much different from that of workers and retirees. In general, the 
likelihood of an ill or disabled person being uninsured has been declining. 
In 1994, 14.1 percent of the ill and disabled were uninsured, compared with 
6.5 percent in 2003. However, since 2003, the likelihood of an ill or disabled 
person ages 55–64 being uninsured increased sharply to 9.7 percent in 
2005. The ill and disabled experienced an increase in the likelihood of being 
covered by either Medicare or Medicaid between 1994 and 2005. The varia-
tion in coverage from one year to the next among the ill and disabled is much 
greater than it is for workers and retirees. This may be the result of actual 
changes taking place, such as moving from one health insurance status to 
another. It also may be because this group is smaller than other groups.

 Medicare
There are two basic designs for retiree health benefi t plans: one for 

plans covering retirees under age 65 and one covering retirees age 65 and 
older. The reason for this age distinction is that eligibility for the Medicare 
program begins at age 65. For retirees under age 65, the benefi t plan is 
usually based on the coverage they received while working, although, in 
recent years, the premium-sharing feature in programs for early retirees has 
increasingly differed from that in programs for active employees. For retirees 
age 65 and older, the benefi t plan is coordinated with Medicare. 

Medicare Basics—The Medicare program is the critical component 
of any employment-based retiree health benefi t plan for Medicare-eligible 
retirees. Medicare is the primary payer of medical services for most Medicare 
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enrollees, except for active workers age 65 and older with employment-based 
health benefi ts. Most employer plans that extend health insurance coverage 
to retirees age 65 and older are coordinated with Medicare.

Medicare is currently composed of two parts. Part A covers hospital 
and post-hospital skilled nursing care facility services, and Part B covers 
physician and outpatient services and medical devices. Both parts cover 
home health care services. Part D covers out-patient prescription drugs. The 
following discussion highlights some of the services that Medicare does not 
cover and Medicare’s deductibles and copayments. 

An important service to the elderly not covered by Medicare is long-term 
care. Long-term care includes nonmedical services, such as help with activi-
ties of daily living that may nevertheless require the assistance of a medical 
professional. 

Medicare’s deductibles and copayments can become quite expensive. For 
a hospital stay of up to 60 days, the deductible was $1,068 in 2009. Beyond 
the fi rst 60 days in a hospital, Medicare benefi ciaries are responsible for 
daily copayments. In 2009, a $267 per day copayment during days 61–90, 
and $534 per day during days 91–150 was required. Medicare provides all 
benefi ciaries with 60 lifetime reserve days that can be used for hospitaliza-
tions longer than 90 days. Once these reserve days are all used, Medicare 
does not pay for any hospital days that exceed the 90-day limit. The copay-
ment for the lifetime reserve days in 2009 was $534 per day. There was also 
a copayment required of $133.50 per day for services provided in a skilled 
nursing facility during days 21–100. For outpatient and physician services, 
Medicare required a $135 deductible and a 20 percent copayment for most 
services, although there is 50 percent coinsurance for mental health care 
services. 

Integration With Medicare—Because Medicare does not cover some 
vital medical services and the copayments and deductibles can become quite 
expensive, a continuation of health benefi ts into retirement can be a great 
fi nancial bonus to a retiree age 65 and older. Employers use various methods 
to integrate their retiree health plans for retirees age 65 and older with 
Medicare. Some of the more common methods are: 
• Medicare carve-out—With this method, Medicare’s payment is sub-

tracted from the employer plan’s normal benefi t.
• Exclusion or nonduplication—With this method, Medicare benefi ts are 

deducted from a covered expense before normal employer plan ben-
efi ts are calculated.

• Medigap—With this method, the employer plan pays for some services 
not covered or reimbursed by Medicare, based on standardized cover-
age outlined by the government.
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Medicare Advantage—Medicare has long provided an option designed 
to control the government’s costs while offering a wider array of services to 
benefi ciaries who elect to deal with a preferred provider organization. Within 
this program, providers receive a fi xed annual payment for each participat-
ing benefi ciary, irrespective of the services required by the individual. Prior 
to 2004, this program was known as Medicare+Choice. 

Proponents argued that, since health maintenance organizations 
(HMOs) had contracts with the government and agreed to care for benefi -
ciaries for a fi xed annual fee, they could deliver care more cheaply and thus 
afford to include added benefi ts at a lower total cost. But some argued that 
these plans would be attractive only to relatively healthy benefi ciaries and 
would be ignored by the sick minority who are responsible for most of the 
costs.

Both sides agree that the critical calculation involves setting the HMO 
capitation rate at a level low enough to save the government money but 
high enough to be attractive to the HMOs. During the late 1990s and into 
early 2000, there had been a failure to reach this equilibrium point, and 
HMOs in many markets exited the program. As a result, during those years, 
this program was much more popular with benefi ciaries than with provid-
ers. In an effort to revive the popularity of such plans, the 2003 Medicare 
Modernization Act included more generous reimbursement for a limited 
number of years.

FAS 106
In addition to issues concerning Medicare, employers are faced with 

Financial Accounting Statement No. 106 (FAS 106), which requires compa-
nies to accrue the cost of retiree health benefi ts and to record a liability for 
unfunded retiree medical costs explicitly on their fi nancial statements. FAS 
106 became effective starting with fi scal years beginning after Dec. 15, 1992. 
Many companies elected to recognize the “transition obligation” that FAS 
106 created by reporting immediately and taking a one-time charge against 
earnings on their fi nancial statements. Some companies instead elected to 
amortize the cost of the transition to the new accounting statement over 
time, spreading the cost over either a 20-year period or a period represent-
ing the future service to the participants at the date of transition. FAS 106 
applies to current and future retirees, their benefi ciaries, and qualifi ed 
dependents. FAS 106 has forced employers to confront the issue of funding 
for their retiree health plans. 

Other post-employment benefi ts (OPEB) obligations (including retiree 
health benefi ts) can be signifi cant liabilities for individual companies. 
For example, in the automotive industry for the year ended Dec. 31, 2006, 



268 Fundamentals of Employee Benefi t Programs

each of the following companies recorded the following OPEB obligations 
(including medical, dental, life, and vision benefi ts), as reported in publicly 
available electronic copies of the annual reports fi led with the Securities and 
Exchange Commission (SEC), in billions: Ford Motor Company, $25.9 billion; 
and General Motors Corporation, $64 billion.

Tax Planning
Prefunding the retiree health liability is one option open to employers, 

with some tax advantages and limitations. Funds must be segregated and 
restricted (usually in a trust) to be used as an asset against the FAS 106 
liability. Vehicles that can be used for this purpose include Internal Revenue 
Code (IRC) Sec. 501(c)(9) trusts, also known as voluntary employees’ benefi -
ciary associations (VEBAs), and IRC Sec. 401(h) plans. Alternatively, other 
retirement plans can be used to help employers and employees set aside 
monies to help plan for the purchase of retiree health insurance, although 
these funds are not specifi cally reserved for this purpose. Such plans include 
401(k) plans, corporate-owned life insurance, and employee stock ownership 
plans. Not all are tax-deductible means of funding or setting money aside, 
and each has specifi c limits. In addition, under IRC Sec. 420(c)(3), well-
funded pension plans may be able to use excess pension assets in a defi ned 
benefi t plan to fi nance payment of retiree health care claim costs by transfer-
ring some of the pension surplus to a retiree medical account established 
under IRC Sec. 401(h).

Although VEBAs are generally tax-exempt, unrealized business income 
tax (UBIT) applies to a VEBA’s taxable income (e.g., investment income) to 
the extent the VEBA’s assets exceeds its “account limit.” The account limit 
for non-collectively bargained retiree health VEBAs is zero. Accordingly, 
UBIT generally would apply to taxable investment income from assets set 
aside to fund retiree health benefi ts. There are two important exemptions 
to the taxability of unrelated business income that are utilized by sponsors 
looking for ways to fi nance these benefi ts. They are:
• Employee-pay-all VEBAs.
• Collectively bargained VEBAs.

IRC Sec. 401(h) permits a qualifi ed retirement plan to provide medical 
benefi ts to retirees, their spouses, and their dependents so long as such 
benefi ts are “subordinate” to the primary purpose of providing retirement 
income to the participants. Earnings in a 401(h) account are generally 
exempt from income tax. Unfortunately, a rule in the tax code requiring that 
401(h) benefi ts be “subordinate” effectively eliminates the ability of many 
plan sponsors to accumulate funds in a Sec. 401(h) account. 
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 IRC Sec. 420 allows surplus assets to be transferred from overfunded 
pension plans to pay retiree medical claims and expenses. To use this provi-
sion, the sponsor must set up a 401(h) account in the pension plan that has 
surplus assets. The Pension Protection Act of 2006 allows pension plans with 
assets above 120 percent of the plan’s current liability (or funding target) to 
transfer two years or more of estimated retiree medical costs to the 401(h) 
account. The maximum amount that could be transferred is the lesser of 10 
years of estimated retiree medical costs or assets in excess of 120 percent 
of current liability. For each year in which a transfer is made, the employer 
must make contributions that are suffi cient to maintain the plan’s 
120 percent funding level or it must transfer assets back from the 401(h) 
account to the pension account. In addition, employers that want to trans-
fer excess pension assets to a retiree health account must not reduce the 
number of people covered by retiree health benefi ts by more than 10 percent 
in any year, and by no more than a cumulative 20 percent over a fi ve-year 
period. In certain cases, bigger reductions may be made by combining the 
per-person minimum-cost rule with the number-of-persons rule.

Retiree Health Benefi ts Design
Because of the limited tax preferences of the available funding vehicles, 

employers are looking to reduce their FAS 106 liability by redesigning their 
retiree health benefi t plans. In general, the percentage of employers offering 
health benefi ts to future retirees seems to be declining. An annual survey of 
employers with 500 or more workers shows that the percentage that offer 
retiree health benefi ts on an ongoing basis (meaning employers planning to 
offer coverage at retirement for the foreseeable future, to both current and 
newly hired employees) declined from 46 percent in 1993 to 29 percent in 
2006 for pre-Medicare eligibles and from 40 percent in 1993 to 19 percent 
in 2005 for Medicare eligibles (Mercer Human Resources Consulting, 2007). 
The percentage of employers offering health benefi ts to Medicare-eligible 
retirees today and planning to offer them to future Medicare eligible retirees 
is also declining. 

Another survey of larger employers (most with 1,000 or more employees) 
also showed that the percentage offering retiree health benefi ts has declined. 
The likelihood of offering retiree health benefi ts to early retirees declined 
from 88 percent in 1991 to 52 percent in 2005 (Hewitt Associates LLC, 
2005). The decline in the likelihood that an employer offered retiree health 
benefi ts is mainly due to two factors: (1) some employers are terminating 
existing benefi ts, and (2) new organizations are choosing not to offer retiree 
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health benefi ts at all. To some degree the data above overstate the extent 
to which employers are dropping retiree health benefi ts. When broad cross 
sections of employers are studied over time, it appears that employers are 
dropping retiree health benefi ts; however, new large employers most likely 
never offered these benefi ts. Thus, the cross sections that include these new 
employers are not examining employer behavior over time as much as they 
are providing snapshots of the availability of retiree health benefi ts. 

In order to understand how employers that offer retiree health benefi ts 
are changing their benefi t packages, it is important to examine a constant 
sample of employers. McArdle et al. (1999) examined a constant sample of 
employers between 1991 and 1998 and found that there had been a decline 
in the availability of retiree health benefi ts, but it was not as large as that 
found when examining a random cross section of employers. McArdle et al. 
(1999) shows the trend for the constant sample of employers and reports 
that there was a 7-percentage point drop in the likelihood that employers 
offered retiree health benefi ts to early retirees and a 9-percentage point drop 
for Medicare-eligible retirees.

Most employers that continue to offer retiree health benefi ts have made 
changes in the benefi t package. Modifi cations to cost-sharing provisions are 
a common change, with employers asking retirees to pick up a greater share 
of the cost of coverage. In 2006, 43 percent of employers with 500 or more 
workers offering retiree health benefi ts to pre-Medicare eligible retirees 
required retirees to pay 100 percent of the premium for coverage, up from 
31 percent of employers in 1997 (Mercer Human Resources Consulting, 
2007).

Employers do not have to change the benefi ts package to control 
spending on retiree health benefi ts. Instead, they can tighten eligibility 
requirements, for instance, by requiring workers to attain a certain age 
and/or tenure with the company before they can receive any retiree health 
benefi ts. Overall, the percentage of employers requiring an age of 55 and a 
service requirement of 10 years increased from 30 percent in 1996 to 
37 percent in 2005 (Hewitt Associates LLC, 2005). At the same time, some 
employers instituted a requirement of age 55 and 20 years service or age 60 
and 10 years service for the fi rst time. Employers have also instituted caps 
on the total amount of money they are willing to spend on retiree health ben-
efi ts.1 In 1993, 72 percent of employers with 1,000 or more employees did not 
have any type of cap on their total contributions, compared with 38 percent 
in 2005 (Hewitt Associates LLC, 2005). 

Employers also are continuing to consider more changes to retiree health 
benefi ts. Seventy-four percent of employers said they were likely to increase 

1 Caps could work on a total aggregate spending basis or on a per-retiree basis.
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the amount retirees are asked to pay, while 7 percent were likely to impose a 
cap on their contributions between 2005 and 2006 (McArdle et al., 2006).

 Some employers have reduced the subsidy or eliminated benefi ts 
altogether for workers hired (or retiring) after a specifi c date. According to 
fi ndings from the Kaiser/Hewitt Survey on Retiree Health Benefi ts, 
13 percent of employers reported that they had terminated all subsidized 
health benefi ts for future retirees during either 2001 or 2002; 10 percent 
reported terminating all subsidized health benefi ts for future retirees 
in 2003; 9 percent reported doing so in 2004; and 11 percent between 
2005–2006. It will be a few more years before suffi cient data are available 
to explain how workers and retirees will be affected by cutbacks in retiree 
health benefi ts. Many workers may never qualify for retiree health benefi ts 
because their employers offer them only to workers hired before a specifi c 
date or because they may never reach the age and/or service requirements 
needed to qualify for benefi ts.

Employers should make any changes to a retiree health benefi t plan 
with great care in order to avoid a class action lawsuit. Any ambiguity in 
plan documents can be interpreted in favor of retirees.

Retiree Medical Accounts (RMAs) 
Some employers already have established retiree medical accounts 

(RMAs) for future and current retirees. These benefi ts are more similar to 
defi ned contribution (DC) or hybrid retirement benefi ts, such as 401(k) or 
cash balance plans, than DC health benefi ts would be for active employees. 
Like DC participants in a retirement plan, active employees with an RMA 
would typically accumulate funds in an account during their working lives. 
After retiring, they could use the funds in the account to purchase health 
insurance from their former employer or union, or directly from an insurer.

While working, each employee would have an account. The account 
might be funded or unfunded. Both employer and employees could contrib-
ute to the value of account balances. Employer contributions to the value of 
the account could be unfunded. If only employer contributions were made 
to the account, the employer could use a notional account similar to a cash 
balance pension plan, and could amend, modify, or even terminate the plan 
at any time for current and/or future retirees. If employee contributions were 
made to the account, an actual account would have to be established as the 
employees would “own” their contributions (i.e., such amounts would be fully 
funded), although they would not own the employer contributions.

One issue to consider when deciding who may contribute to the account 
is the tax treatment of contribution sources and of the resulting investment 
income. Employer contributions to the account could be designed so as not to 
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be treated as taxable income to the employee, either during working years 
or during retirement upon payout of insurance benefi ts. Active employee 
contributions, however, could not be excluded from taxable income like 
contributions employees make toward health benefi ts (through IRC Sec. 
125 plans) during their working years, unless certain strict rules are met. 
If employer contributions are made to a funded, non-collectively bargained 
VEBA, the taxable income of the VEBA would generate unrelated business 
income tax. However, although employee contributions would be made on an 
after-tax basis, to the extent they are paid into an employee-pay-all VEBA, 
the investment income of that VEBA would not generally be subject to unre-
lated business income tax.

Another issue to consider in designing a plan is how to treat new 
employees who are older than the plan’s entry age when they join the 
employer. A “lump-sum” or opening balance could be provided to employees 
who join the plan if they commence participation after entry age into the 
plan has passed. 

Employers could require that employees meet an age and/or service 
requirement before being allowed to use the funds in the account to buy 
insurance during retirement. Employers could also vary their contribution 
to the accounts based on age and/or service requirements. Age requirements 
are common in defi ned benefi t pension plans, in which an employee does 
not qualify for retirement benefi ts until he or she reaches a minimum age. 
As mentioned above, age requirements are also increasingly common for 
qualifying for retiree health benefi ts. It is likely that employers with both a 
defi ned benefi t pension plan and retiree health benefi ts would consider using 
the same age qualifi cations across the benefi t plans.

After retirement, retirees could use the funds accumulated in the 
account to buy health insurance. The insurance could be provided by the 
employer—meaning, the employer would continue to decide what benefi ts to 
offer and at what price or the employer could allow retirees to buy insurance 
on their own and pay an insurer of the retirees’ choice directly.

Employers are interested in RMAs for a number of reasons. Prefunding 
an account could reduce future employer costs for retiree health benefi ts. 
By prefunding an account, an employer decides how much to contribute 
to retiree health benefi ts while a person is working. Contributions to the 
account could accumulate interest and the value of the contribution could 
grow over time or could vary with age or years of service, but it is possible 
that the value of the account would not grow as fast as the anticipated cost 
of providing retiree health benefi ts. Essentially, in this type of model the risk 
of unpredictable health benefi t cost infl ation is borne by employees.

Employers must also specify how the account could be used once an 
employee retires. As mentioned above, employers could continue to provide 
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the health benefi t. This means retirees would be purchasing health insur-
ance from their former employer using funds accumulated in the account. 
In contrast, employers might allow retirees to use the funds to purchase any 
health insurance, including policies sold directly by insurers. Account bal-
ances also could be used to pay out-of-pocket expenses, such as deductibles, 
co-payments, and health care services not covered by the benefi t plan. 

Whether retirees are allowed to use the funds accumulated in the 
account to purchase insurance on their own or as a spending account, they 
run the risk of depleting the assets in the account while money is still 
needed to purchase insurance. As a result, employers run the risk of losing a 
tool to manage the retirement process. If employees think that the balance 
of their account is not large enough to pay for retiree health benefi ts, they 
may postpone their retirement date until they are closer to being eligible for 
Medicare. Research already shows a strong link between a worker’s decision 
to retire and the availability of retiree health benefi ts (Fronstin, 1999).

Hence, it will be an important exercise for retirees to predict how much 
it will cost them to purchase health insurance during retirement, and 
whether there will be enough assets accumulated in the account to pur-
chase health insurance throughout their lifetimes. If a shortfall is expected, 
retirees may want to start saving additional funds for later years. They also 
may want to use some of their own money up front, rather than the funds 
in the account, if they expect the cost of insurance to increase faster than 
the gains on the assets accumulated in the account, or because health care 
cost infl ation is typically higher than overall infl ation and may outpace what 
the account earns over time. The decision to use personal assets, rather 
than the assets accumulated in an unfunded account, is highly complex 
and involves predicting the cost of health insurance, the composition of the 
benefi ts package, the rate of return on personal assets, the rate of return on 
the assets in the paper account, life expectancy, future income, other budget 
needs, and the ability of the plan sponsor to make good on its promise to 
fund the liability.

Because the RMA could be depleted before the death of a retiree, employ-
ers could consider allowing retirees to convert their account balance to an 
annuity. While the annuity may not provide enough funds to cover the full 
cost of health insurance, retirees would be guaranteed a stream of funds 
until their (or their spouse’s) death. The annuity also could allow for dif-
ferent payouts before and after age 65, when the cost of health insurance 
falls substantially for retirees because they become eligible for Medicare. 
Annuities, however, may be taxable if the retiree has a choice between 
receiving money or health insurance.
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Conclusion
FAS 106 triggered substantial changes to retiree health benefi ts. Some 

employers capped their spending on retiree health benefi ts. Others required 
employees to meet age and service requirements before becoming eligible 
for retiree health benefi ts. Still others moved to defi ned contribution health 
benefi ts, or completely dropped retiree health benefi ts. 

However, the changes that employers have made to retiree health ben-
efi ts have not yet had a huge impact on current retirees. Between 1994 and 
2005, the percentage of retirees ages 55–64 with retiree health benefi ts from 
their own employer was unchanged at roughly 37 percent, although it is 
likely that many current retirees are paying more to maintain retiree health 
benefi ts. 

The changes that employers have made to retiree health benefi ts will 
likely have a greater impact on future retirees. These changes may not have 
noticeable effects on trends in insurance coverage until a few years after the 
baby boom generation starts to retire. Retirement behavior patterns may 
also change as employees nearing retirement age postpone their decision 
to retire upon learning that, without a job, they may not be able to obtain 
health insurance coverage. 

Public policymakers face the diffi cult task of trying to provide policy 
solutions for a system that is largely voluntary. By law, employers are under 
no obligation to provide retiree health benefi ts except to current retirees who 
can prove that they were promised a specifi c benefi t. In the meantime, it is 
likely that employers will continue to make changes to retiree health ben-
efi ts in response to future predicted health care costs and potential federal 
legislative initiatives.
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CHAPTER 27

COBRA CONTINUATION OF COVERAGE

Introduction
The continuation of coverage provision of the Consolidated Omnibus 

Budget Reconciliation Act of 1985 (COBRA) requires employers with 20 
or more employees to make available continued health care coverage for a 
specifi ed period to employees (and/or their qualifi ed dependents) who termi-
nate employment for reasons other than gross misconduct. While COBRA 
ensures that people who lose their health insurance coverage can continue 
it for up to 36 months in some cases, it does not require employers or unions 
to continue paying for this insurance; the entire health insurance premium 
may be paid by the persons electing COBRA. Those who utilize their right to 
COBRA coverage often fi nd it to be surprisingly expensive.

Who Qualifi es?
All employees and their dependents covered by an employment-

based group health plan (provided by a private-sector employer with at 
least 20 employees) on the day before a qualifying event are eligible for 
COBRA. Employees covered by church plans are not necessarily covered 
by COBRA since their employer is not required to provide continuation 
of coverage. Employees of states and any political subdivision, agency, 
or instrumentality of such states are protected by COBRA, and federal 
employees (and their dependents) are covered by provisions similar to 
those of COBRA.

Under legislation that took effect in December 2002, certain people 
certifi ed as having lost their jobs due to international trade, and who 
lost employment-based health coverage as a result, may be eligible for a 
new, second COBRA sign-up period (in addition to the traditional sign-up 
period described below), as well as tax credits covering 65 percent of the 
cost of their COBRA premiums. 

What Constitutes a “Qualifying Event”?

For active employees and their dependents:

• Voluntary or involuntary termination of employment (other than for 
gross misconduct) or reduction in hours. (For example, a qualifying event 



280 Fundamentals of Employee Benefi t Programs

can occur because of a strike, lockout, layoff, or when an employee fails to 
work the minimum number of hours required for health plan coverage, 
for instance, because of a disability). 

For retired employees and their dependents:

• The employer’s fi ling for bankruptcy. 

For dependents of active or retired employees:

• The employee’s death. 
• Divorce or legal separation. 
• The employee’s entitlement to Medicare benefi ts. 
• A dependent child ceasing to be a dependent under applicable plan 

provisions. 

Duration of Coverage
When a covered employee is terminated or his or her hours of work are 

reduced, the employee and qualifi ed benefi ciaries must be given the option of 
electing COBRA coverage for up to 18 months. In cases involving the employ-
ee’s death, divorce, legal separation, Medicare entitlement, or loss of a child’s 
dependency status, either initially or at any time during the continuation of 
coverage period, the qualifi ed benefi ciary must be allowed to elect COBRA 
coverage for up to a maximum of 36 months from the fi rst qualifying event. 

Only in the case of a retiree losing retiree health coverage in the event 
of a bankruptcy may the COBRA coverage period be longer than 36 months 
from the initial qualifying event for the retiree and his or her dependents. 

Rights and Costs 
COBRA coverage must be the same as that provided to other similarly 

situated employees covered under an employment-based health plan (except 
for medical savings accounts, long-term care plans, and in certain cases, 
fl exible spending accounts) for whom a qualifying event has not taken place, 
and may not be conditioned on evidence of insurability. For example, if the 
employment-based health plan offers dental benefi ts as a separate plan 
option, a COBRA benefi ciary must be allowed to separately elect dental 
coverage under the same conditions as active employees. 

Each COBRA benefi ciary (except for a new spouse of a COBRA eligible 
employee, as explained below) may elect his or her own health plan coverage 
at the time of each qualifying event and open enrollment season. COBRA 
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benefi ciaries have the same right as active employees. For example, COBRA 
benefi ciaries must be allowed to participate in all scheduled open-enrollment 
seasons and have the same coverage of benefi ts as active employees partici-
pating in the same health plan. 

A new spouse of an employee on COBRA may receive the same cover-
age as the employee, but cannot make any elections on his or her own. The 
new spouse does not qualify for additional continuation of coverage (e.g., in 
the event of his or her spouse’s death or a divorce from his or her spouse). 
In contrast, children who are born or adopted during the covered employee’s 
continuation period are treated as qualifi ed benefi ciaries and may make 
separate elections at the time of their initial enrollment and during open 
enrollment. Such children are eligible for additional continuation-of-cover-
age availability should there be a subsequent qualifying event (e.g., death of 
employee, divorce, or separation of employee from his or her spouse). 

A qualifi ed benefi ciary cannot be charged more than 102 percent of the 
employer’s cost. In the case of individuals considered disabled for Social 
Security purposes, 150 percent of the employer’s cost may be charged for the 
19th month through the balance of the COBRA period for that individual 
and other family members who also qualify for this continuation of coverage. 

Who Pays For COBRA? 
People who pay for their own COBRA coverage typically experience 

“sticker shock.” That is because active employees (and dependents) typically 
pay only a portion of their entire health plan premium; employers pay for a 
signifi cant portion of the premium. By contrast, COBRA benefi ciaries often 
pay for the entire premium, plus an additional 2 percent. However, there 
may be certain situations in which a new employer or a hospital may want to 
pay for the COBRA coverage, as explained below: 
• If a new employer hires a COBRA benefi ciary, the new health plan might 

fi nd a fi nancial advantage in paying for COBRA premiums, especially 
if the new plan is self-insured and the person is in poor health. The dif-
ference between a few months of COBRA premiums and actual medical 
costs can be substantial. 

• Hospitals may also fi nd it advantageous to pay COBRA premiums 
for patients eligible for COBRA. A hospital can pay the premiums 
and then be reimbursed for the medical care it provides. This may be 
cheaper and easier than trying to collect for expensive medical care 
from an individual without health insurance. 
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Disability and COBRA
An employee or his or her dependent does not qualify for COBRA solely 

because of disability. An employee or dependent who otherwise qualifi es 
for COBRA because of termination of employment or reduction in hours is 
entitled to an extension of COBRA if he or she is disabled (as determined 
by the Social Security Administration (SSA)) at the time of qualifying for 
COBRA or at any time during the fi rst 60 days of COBRA coverage (see next 
section). The actual determination by SSA must occur within the initial 
18 months of continuation coverage. Qualifi ed benefi ciaries are eligible 
for up to 29 months of continuation coverage from the time of the initial 
qualifying event. The 29 months of extended coverage is available to any 
nondisabled family members of the disabled individual who is entitled to 
COBRA coverage. 

COBRA and Medicare
In instances in which a COBRA-covered employee also becomes eligible 

for Medicare (the federal health care insurance program for the elderly and 
disabled), COBRA coverage for spouse or dependent child can continue for at 
least 18 and as long as 36 months from the date of Medicare entitlement. 
A maximum of 36 months of coverage is allowed for the spouse or dependent 
of an employee who retires less than 18 months after becoming eligible for 
Medicare. 

A special statutory rule provides the following: an active employee comes 
under Medicare coverage in Jan. 2007; his employer’s plan continues to cover 
the employee and his wife (as required by law). In this example, because there 
is no loss of coverage, Medicare entitlement is not a qualifying event. However, 
when the employee retires on Jan. 1, 2008, his 62-year-old wife will lose 
coverage. His wife’s COBRA coverage period is 36 months from the employee’s 
Medicare entitlement date (Jan. 1, 2007) until Dec. 31, 2010, or a total of 
24 months of actual continuation coverage instead of the 18 months normally 
extended for a termination of employment but less than the usual 36 months 
provided for dependents. 

COBRA and FMLA
COBRA does not apply to employees taking leave under the Family and 

Medical Leave Act (FMLA). An employee on FMLA will have a qualifying 
COBRA event only if the event takes place in the following situations: 
• On the last day of the FMLA, if the employee does not return to work. 
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• When the employer learns that the employee will not return from 
leave, even if the employee (or other qualifi ed benefi ciary) did not 
have health coverage during the leave. 

COBRA coverage cannot be conditioned on the employee’s repayment 
of health plan premiums that the employer paid during the FMLA. If the 
plan changes while the employee is on leave and not covered under the plan 
and there is a COBRA qualifying event, the employee would be entitled to 
the same type of coverage he or she was enrolled in immediately prior to 
the leave or to whatever coverage is available to employees in the COBRA 
benefi ciary’s employment group. 

Employer Notifi cation Requirements
The employer must notify the employee and his or her spouse of the 

right to continued coverage under COBRA when they are fi rst covered under 
the plan and at the time of certain COBRA qualifying events. Model Notices 
have been published by the U.S. Department of Labor.

An employer whose health plan is not self-administered must notify the 
third-party administrator within 30 days of an employee’s death, termina-
tion of employment, reduction in hours, Medicare entitlement for retired 
employees and their families, or of the employer’s bankruptcy. The employee 
and spouse are responsible, as explained below, for notifying the employer of 
other qualifying events under COBRA. The third-party administrator has 14 
days from the time it is notifi ed of a qualifying event to notify the benefi cia-
ries of their COBRA rights. 

Employers that self-administer their own group health plans have 44 
days to notify benefi ciaries. Multi-employer plans have longer notifi cation 
periods. Notice must be made to the benefi ciary’s last known address. Notice 
may be made by fi rst-class mail, and does not need to be sent by certifi ed 
mail in order to be in compliance. 

Under the Health Insurance Portability and Accountability Act of 1996 
(HIPAA), a group health plan must provide certifi cation of the period of 
creditable coverage under any applicable COBRA continuation provision and 
waiting period (if any) imposed on an individual. This certifi cation must be 
provided when the individual ceases to be covered under the group health 
plan or otherwise becomes covered under a COBRA continuation provision, 
after any COBRA continuation coverage ceases, and on the request of an 
individual not later than 24 months after coverage ceased. At a COBRA 
qualifying event, certifi cation of prior employer coverage may be provided 
along with the COBRA notifi cation. 
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Employee/Dependent Notifi cation Requirements
An employee or dependent must notify the plan administrator within 60 

days of a divorce or legal separation or a dependent child ceasing to meet the 
plan’s requirements for a dependent child. 

Election Period
A qualifi ed benefi ciary also has at least 60 days to elect coverage after 

being notifi ed by the plan administrator of the right to COBRA coverage. 
Premium payments for periods preceding the election cannot be required 
before 45 days after the election. This allows qualifi ed benefi ciaries great 
fl exibility in determining whether to be covered by COBRA. If all permis-
sible time periods reach their maximum length, a qualifi ed benefi ciary may 
have up to 149 days to decide to accept COBRA coverage after the qualifying 
event. If the qualifi ed benefi ciary chooses to not pay at the time due, nothing 
is lost except the coverage. Therefore, the qualifi ed benefi ciary can wait 
and see if the coverage is in his or her best interest; there is no downside to 
initially electing COBRA. Unless future health coverage is certain, it would 
be in the best interests of the qualifi ed benefi ciaries to delay the election of 
COBRA, and also to delay the actual payment of premiums, as long as the 
law allows. 

New Tax Credits and Second COBRA Election Period
In addition to the extension of health coverage available under the tradi-

tional COBRA rules, certain people who lose their jobs because of increasing 
import competition, and their families, may be eligible for federal tax credits 
covering 65 percent of their COBRA premiums as well as a new, second 60-
day COBRA election period. People qualify for the second COBRA election 
period if they:
• Receive federal trade adjustment assistance benefi ts (or would be eli-

gible to receive such benefi ts except for the requirement that the person 
fi rst exhaust unemployment benefi ts); 

• Lost health coverage due to a termination of employment resulting in 
the person becoming eligible for trade adjustment assistance benefi ts; 
and,

• Did not elect COBRA coverage during the regular COBRA election 
period. 

However, election of COBRA coverage under this second period must be 
made within 60 days beginning on the fi rst day the person becomes eligible 
for benefi ts under the trade-adjustment legislation, but no later than six 
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months after the date a person lost coverage as a result of separation from 
employment that resulted in him or her becoming eligible for such benefi ts. 
(Also, coverage elected during the second COBRA election period is retroac-
tive only to the beginning of that election period rather than to the date of 
the initial loss of coverage.)

Attempts to Evade Coverage
In certain cases, employers or employees may attempt to reduce or 

eliminate health insurance coverage in an attempt to evade COBRA. For 
example, if an employer eliminates health coverage in anticipation of an 
employee’s termination, or if an employee cancels the coverage of his or her 
spouse in anticipation of a divorce or legal separation, COBRA must still be 
offered, effective on the date of divorce or legal separation (but not for any 
period before the date of the divorce or legal separation). Timely notifi ca-
tion requirements for receipt of benefi ts still apply (such as notifying the 
employer/third-party administrator within 60 days of the divorce or legal 
separation). 

Choices of COBRA Coverage
Each qualifi ed benefi ciary can elect coverage independently at the time 

of each qualifying event and at open-enrollment; however, a positive election 
by an employee is effective for the employee’s spouse and children, and an 
election by a spouse (or an ex-spouse) is effective for all dependents. Thus, a 
spouse can elect coverage for dependent children, but the children can make 
their own elections if the parents decline coverage. 

Each qualifi ed benefi ciary could be entitled to make a separate selection 
among types of coverage. Presumably, this would mean that an employee, 
spouse, and dependents all could choose different levels of coverage or that 
different choices could be made in a plan that offered various health care 
options (e.g., medical coverage is offered separately and also offered in con-
junction with dental and vision coverage). 

Termination of COBRA Coverage
COBRA coverage may be terminated when one of the following events 

occurs: 
• The employer discontinues its group health coverage entirely. 
• The qualifi ed benefi ciary fails to make timely payment of premium. 
• The qualifi ed benefi ciary is covered under another group health plan. 
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• The qualifi ed benefi ciary fi rst becomes entitled to and is covered by 
Medicare after the date of his or her COBRA election.

COBRA cannot be terminated because a person has other coverage and 
that coverage limits or excludes benefi ts for pre-existing conditions. Federal 
law now limits the circumstances under which a plan may impose a pre-
existing condition waiting period on individuals. If a plan is prohibited from 
imposing a waiting period on an individual, COBRA continuation coverage 
may be terminated. 

Conversion to Individual Policy
COBRA benefi ciaries who exhaust their COBRA coverage must be offered 

an option to convert to an individual policy, if such an insurance policy is 
generally available. For example, individuals covered by a fully insured health 
plan (such as an HMO or other insurance product that assumes the full risk 
for claims incurred by the plan) would typically be able to convert their group 
coverage to an individual policy, whereas individuals covered by a self-insured 
health plan (such as an employer or union that assumes the risk for claim 
payment and does not purchase an insurance product to assume the full risk 
for them) would not typically be able to convert to an individual policy. Many 
individuals may switch from a self-insured health plan to a fully insured plan 
during open enrollment for this reason. 

Alternatively, federal law now requires each state insurance market to 
offer individual health insurance products. Accordingly, a COBRA benefi ciary 
at the end of his or her continuation of coverage period will need to weigh the 
benefi ts of converting the current health insurance coverage offered under 
COBRA against the coverage that may be available in the marketplace. 
The conversion of a COBRA health plan does not mean that the converted 
health plan will provide the same coverage that was available under COBRA. 
COBRA must be elected and exhausted in order to get guaranteed issue 
individual coverage under the Health Insurance Portability and Accountability 
Act of 1996 (HIPAA).

COBRA Utilization 
Charles D. Spencer & Associates has conducted extensive surveys 

regarding COBRA for the past several years. These surveys have found that 
about 20 percent of eligible benefi ciaries elect COBRA coverage. The length 
of COBRA coverage has held relatively steady for the last six years: For 18-
month qualifying events, the average length of coverage is between 10 and 
11 months, while 36-month qualifying events have averaged around 21–23 
months. Very few individuals on COBRA convert to individual policies. 
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On average, COBRA claims costs are around 1.5 times the cost of active-
employee claim costs. Accordingly, COBRA benefi ciaries do not cover the 
costs of the health care services rendered, since plans are typically allowed 
to charge such benefi ciaries only 102 percent of active employee claim costs. 
As one would expect in any group health plan, active employees increasingly 
pay the cost of adverse claims experience under COBRA (through higher 
insurance premiums) because former employees and their families under 
COBRA are not paying the true cost of the coverage they are receiving. 

Enforcement
Failure to comply with COBRA generally is not prosecuted if the 

problem is retroactively corrected to the extent possible and the COBRA 
benefi ciary is made whole. The Employee Retirement Income Security Act 
of 1974 (ERISA), the major federal law governing employee benefi ts, pro-
vides that employees, qualifi ed benefi ciaries, or DOL may sue to enforce the 
COBRA coverage requirements. Governmental employees may sue under the 
Public Health Service Act provisions of COBRA. COBRA noncompliance has 
signifi cant penalties associated with it. Many employers view the penalties 
for noncompliance as excessively large.

Additional Information
For more information about continuing health care coverage under 

COBRA, call the DOL Employee Benefi ts Security Administration’s Toll-Free 
Employee and Employer Hotline, at (866) 444-3272. 

Whether to elect COBRA coverage is an important decision for mil-
lions of Americans each year. In order to make that decision, people need to 
know about their rights under COBRA and a more recent law, the Health 
Insurance Portability and Accountability Act of 1996 (HIPAA). DOL offers 
information about some of the factors employees and their families should 
consider in “IRS Notice 98-12: Deciding Whether to Elect COBRA Health 
Care Continuation Coverage After Enactment of HIPAA,” Questions & 
Answers: Recent Changes in Health Care Law, pages 49–64. The booklet can 
be found at www.dol.gov/ebsa/pdf/hippa.pdf

Charles D. Spencer & Associates 
250 S. Wacker Drive
Suite 600
Chicago, IL 60606 
312-993-7900 
www.spencernet.com
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U.S. Department of Labor
Employee Benefi ts Security Administration
Frances Perkins Building
200 Constitution Avenue, NW
Washington, DC 20210
(866) 444-3272 
www.dol.gov/ebsa 
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CHAPTER 28

NONDISCRIMINATION AND HEALTH BENEFITS

Introduction
Internal Revenue Code (IRC) Sec. 105 and Sec. 106 permit employers 

to offer certain health benefi ts on a tax-free basis. However, these rules can 
be different for highly compensated employees (HCEs) if the health plan 
is self-insured and eligibility for benefi ts or benefi ts payable to the HCE is 
discriminatory. For purposes of IRC Sec. 105(h), an HCE (determined in the 
plan year for which the reimbursement was made) is:
• One of the fi ve highest-paid offi cers.
• A shareholder owning (actually or constructively) more than 

10 percent of the company’s stock.
• Among the highest paid 25 percent of all employees.

IRC Sec. 105(h) applies to all employment-based health plans (medical, 
dental, and vision) in which the risk has not been shifted to an insur-
ance company, including administrative services only (ASO) and cost-plus 
arrangements, possibly minimum premium plans, and medical reimburse-
ment plans provided through an IRC Sec. 125 plan (collectively referred to as 
“self-insured health plans”). If such a self-insured health plan discriminates 
in favor of HCEs, the affected HCEs must include some or all of the value of 
the benefi ts received in their taxable income. This imputed income is subject 
to federal income taxes (but not to Social Security or Medicare taxes), and 
state tax liability if such liability is calculated pursuant to federal rules. 
Although employers are required to report such amounts on the HCEs’ W2s, 
they are not required to withhold any taxes on these amounts. Obviously, 
discrimination in favor of an HCE in a self-insured health plan can result 
in large income tax liability exposure for the HCE. This tax liability can be 
avoided if the self-insured health plan is designed to avoid discrimination. 

 The IRC Sec. 105(h) discrimination rules do not apply to fully insured 
plans. When IRC Sec. 105(h) was enacted in 1978, most employee benefi t 
programs were fully insured. Congress was concerned that self-insured 
health plans could potentially be used as devices for the benefi t of sharehold-
ers, offi cials, or highly paid employees. Fully insured plans are able to protect 
employees from such discrimination because of the requirements imposed by 
state insurance laws. However, the Employee Retirement Income Security 
Act of 1974 (ERISA) prohibits states from regulating self-insured health 
plans. Accordingly, had Congress not acted to prohibit discrimination in 
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self-insured health plans, state law could not curtail discrimination in favor 
of HCEs. 

The provisions of IRC Sec. 105(h) are only applicable to self-insured 
plans; thus the key indicator in determining applicability of IRC Sec. 105(h) 
is how the program is funded. The provisions also affect only persons who 
are current or retired HCEs. Accordingly, it is necessary to defi ne: (1) which 
medical programs are subject to the discrimination rules of IRC Sec. 105(h), 
(2) when a program does in fact discriminate in favor of current or former 
HCEs, and (3) what amount of the benefi t received by the HCE needs to be 
included in his or her income. 

Programs Subject to IRC Sec. 105(h)
In essence, the IRC Sec. 105(h) requirements apply to all employment-

based health plans (including health reimbursement arrangements) in which 
risk is not shifted to an unrelated third party. Thus, if the employer retains 
any of the fi nancial risk of paying for the medical expenses incurred by 
employees or retirees (or their families), Sec. 105(h) may apply. An employ-
ment-based medical program is considered fully insured when the employer 
shifts the entire risk of medical expenses provided under the program to an 
unrelated third party (e.g., a state licensed insurance company). However, 
a plan that reimburses employees for premiums paid for fully insured plan 
health coverage is not subject to the nondiscrimination rules of IRC Sec. 
105(h). 

Discrimination—IRC Sec. 105(h) provides that a self-insured health 
plan may not discriminate in favor of HCEs with respect to either eligibility 
to participate or to benefi ts. 

Eligibility Test—For a plan to be considered nondiscriminatory with 
respect to eligibility to participate, it must pass one of the three coverage 
tests:
• Seventy  percent of all employees benefi t under the plan.
• The plan benefi ts 80 percent of eligible employees and 70 percent of 

all employees are eligible. 
• The plan benefi ts a nondiscriminatory classifi cation of employees. 

Employers who offer multiple medical options are unlikely to be able 
to pass either the fi rst or the second test because employees are likely to 
be dispersed among the various medical options. This leaves the third test, 
which requires that the plan benefi t a nondiscriminatory classifi cation of 
employees. The IRS regulations indicate the test is conducted on the basis of 
plan participation (not merely eligibility to participate). 
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Although the IRS has not provided a defi nition of a nondiscriminatory 
classifi cation for health plans, it would seem appropriate to use a meth-
odology similar to the nondiscriminatory classifi cation test that applies to 
qualifi ed retirement plans (IRC Sec. 410(b) sets forth the minimum coverage 
requirements for qualifi ed pension, profi t-sharing, and stock-bonus plans).

Benefi ts Test—The IRS regulations indicate that the plan must provide 
the same benefi ts for both highly compensated and non-highly compensated 
employees. If a plan provides different benefi ts to different groups of employ-
ees (e.g., differences in waiting periods), each benefi t structure is treated as a 
separate plan for purposes of the eligibility test described above.

A self-insured health plan discriminates as to benefi ts unless all ben-
efi ts provided for participants who are HCEs are also provided to all other 
participants. All benefi ts for dependents of HCEs must also be available on 
the same basis for the dependents of all other employees. The self-insured 
health plan will also be considered discriminatory as to benefi ts if it covers 
HCEs and the type or amount of benefi ts subject to reimbursement is offered 
in proportion to compensation. The nondiscrimination test is applied to the 
benefi ts subject to reimbursement under the medical program and not to the 
actual payments or claims made. Further, a self-insured plan is not consid-
ered discriminatory just because HCEs utilize benefi ts to a greater extent 
than other participants.

 If there are optional benefi ts available (e.g., vision and dental), these 
benefi ts will also be considered nondiscriminatory if all eligible employees 
can elect any of the benefi ts and either there is no required premium by the 
employee or the premium charged is the same for all employees.

An exception to the IRC Sec. 105(h) discrimination rules exists for 
programs that provide reimbursement for employee (but not for depen-
dent) medical diagnostic procedures. Medical diagnostic procedures include 
routine medical examinations, blood tests, and X-rays; they do not include 
procedures for treatment, cure, or testing of a known illness or treatment or 
testing for an injury or symptom. Accordingly, an employer may provide for 
an executive “check-up” program without having to consider imputing its 
value to the HCE’s gross income. 

Excludable Employees
In applying the rules set forth in the paragraph above, IRC Sec. 

105(h)(3)(B) allows the employer to exclude the following groups of 
employees:
• Those who have less than three years of service at the beginning of 

the plan year.
• Those who are younger than age 25 at the beginning of the plan year.
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• Part-time or seasonal employees.
• Those who are covered under a collective bargaining agreement.
• Nonresident aliens who receive no income from a U.S. source.

When applying the nondiscrimination test, all employees of a controlled 
group or affi liated service group, as defi ned in IRC Sec. 414, are treated as 
employed by a single employer.

Benefi ts Received and Taxable Income
If a benefi t under the self-insured health plan is available to HCEs but 

not to other employees, the total amount of reimbursement to the HCE with 
respect to that benefi t is an “excess reimbursement” and must be included 
in the HCE’s income taxes as imputed income. For example, if a self-insured 
dental program provides benefi ts only for HCEs, the value of the dental ben-
efi ts paid to an HCE is imputed income to that HCE. In addition, if a plan 
provides maximum benefi t limits subject to either the employee’s status as 
an HCE or based on a proportion of his or her compensation, the total value 
of the benefi ts provided to the HCE that is not provided to all other partici-
pants is an excess reimbursement subject to inclusion in the HCE’s wages as 
imputed income.

If the self-insured health plan discriminates in favor of HCEs as to 
eligibility to participate, the amount of the “excess reimbursement” that 
is taxable to the HCE who receives such reimbursement is computed as 
follows:

Total reimbursement to HCE  X  Total reimbursement to all HCEs in plan year

Total reimbursement to all employees in plan year

For example, assume an HCE participates in a self-insured health plan 
that discriminates as to eligibility to participate. The HCE receives a reim-
bursement of $120,000 for an open-heart surgery during the plan year. If the 
self-insured health plan made reimbursements of $1 million to all HCEs in 
the plan year, and reimbursed all employees $2 million in the plan year, the 
excess reimbursement to the HCE is $60,000. This amount must be included 
on the HCE’s W-2 as imputed income ($120,000 x $1 million/$2 million). 

If a self-insured health plan is contributory, only that portion of the 
reimbursement attributable to employer contributions is subject to inclusion 
in the HCE’s income. All current and former employees, including current 
and former HCEs, are allowed to exclude benefi ts attributable to their own 
contribution under IRC Sec. 104(a)(3). Amounts attributable to employer 
contributions are determined in the ratio that employer contributions bear 
to total contributions over the three-year period prior to the year in which 
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the benefi t was received (or, if the plan has been in effect for less than three 
years, the number of years the plan has been in effect). Note that the IRS 
treats pre-tax employee contributions like employer contributions. Thus, 
apportioning the taxable benefi t amount for the HCE (including applica-
tion of the three-year rule) applies only if the employee has made after-tax 
contributions to the health plan—which is unusual.

Personal Taxation Issues for the HCE
To cushion the tax liability blow slightly, HCEs may be able to deduct 

some of the value of qualifi ed unreimbursed medical expenses from federal 
income tax on their individual tax returns, subject to IRC Sec. 213. To deduct 
a medical expense under IRC Sec. 213, taxpayers must determine their net 
unreimbursed medical expenses for the year by subtracting all reimburse-
ments for medical expenses received from the total medical expenses paid for 
the year. They must then subtract 7.5 percent of his adjusted gross income 
from the net unreimbursed medical expenses and may deduct the balance, 
if any. IRC Sec. 68, which limits the overall amount of itemized deductions 
allowed for high-income taxpayers may also serve to reduce the HCEs’ 
taxable income.

Taxation Issues for the Employer
The employer can deduct the full cost of medical treatment provided to 

employees and retirees through a program that is not fully insured as a busi-
ness expense under IRC Sec. 162(a). Additional requirements apply to health 
programs that are provided through a welfare benefi t fund, such as an IRC 
Sec. 501(c)(9) trust. 

Conclusion
Employment-based health plans that are self-insured should be struc-

tured to avoid discrimination in favor of HCEs. The self-insured health 
plan must not discriminate as to eligibility to participate or as to benefi ts 
available to the HCE. Any discrimination in favor of an HCE will lead to tax 
consequences, specifi cally the inclusion of all or some part of the value of the 
benefi ts in the HCE’s taxable income.
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CHAPTER 29

MANAGING HEALTH CARE COSTS

Introduction
Health care spending in the United States has grown rapidly, increas-

ing from $73 billion in 1970, or 7 percent of gross domestic product (GDP), 
to $2.0 trillion, or 16.0 percent of GDP, in 2005.1 Expenditures are projected 
to reach $4.1 trillion, or 19.6 percent of GDP, by 2016. Factors that have 
contributed to increased spending on health care services include the aging 
of the population, the comprehensiveness of insurance, increased income of 
employees, differential productivity growth from medical care, high admin-
istrative expense, provider-induced demand, and technological innovation 
(Newhouse, 1992, and Cutler, 1995).

In the United States, about two-thirds of the civilian population under 
age 65 received health insurance coverage through employment-based plans 
in 2005. Employers’ contributions to employment-based health plans and 
Medicare on behalf of employees and their insured family members have 
risen dramatically, reaching nearly $439.6 billion in 2005, up from $12 
billion (2 percent of compensation) in 1970 (Cowan and Hartman, 2005). 

The use of cost management strategies in health care became more 
prevalent during the mid-1990s as a result of health care cost increases 
during the late 1980s and early 1990s. Employers have made sweeping 
changes in the operation of employment-based group health plans. While 
such measures are designed to contain individual employment-based group 
health plan spending, they also serve the broader goal of managing the 
increase in overall health care costs.

Changes in benefi t design are the most often used means of managing 
health care costs because they are the easiest for employers to implement 
and manage. Design changes most commonly initiated by employers include 
imposing or increasing cost-sharing requirements such as deductibles, coin-
surance, and the employee contribution to the premium; adopting utilization 
review (UR) techniques requiring that tests be performed prior to hospital 
admission and that approval be obtained before covering certain prescrip-
tion drugs, i.e., drug utilization review (DUR); and requirements that plan 
participants and benefi ciaries use lower-cost alternatives such as ambula-
tory surgical care, treatment in extended care facilities, home health and 
hospice care, case management, telemedicine, and wellness or health promo-

1  Source: http://cms.hhs.gov
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tion programs. Many employment-based group health plans also use demand 
management programs as an approach to provide health care benefi ts that 
are designed to help benefi ciaries receive the appropriate level of care at the 
appropriate time (e.g., thru a 24/7 nurse advice line program).

Other plan design techniques used to manage health care costs include 
coordination of benefi ts (COB) and subrogation clauses. A COB provision 
regulates payments to eliminate duplicate coverage when a claimant is 
covered by multiple group plans. A subrogation procedure allows the health 
insurance plan to recover from a third party when the action resulting in 
medical expense (e.g., auto accident) is the fault of another person.

In addition to these changes within the framework of existing employ-
ment-based group health plans, some employers have initiated more 
sweeping reorganizations of their health insurance benefi ts. Other employ-
ers have more fundamentally reorganized their plans within the framework 
of fl exible benefi t or cafeteria plans. Employers have adopted fl exible benefi t 
plans to induce employees to share more of, and take greater responsibility 
for controlling, their health care costs.

Most employment-based group health plans have shifted plan partici-
pants and benefi ciaries into managed care plans: 93 percent of workers with 
employment-based health plans were enrolled in some form of managed care 
in 2006 (Claxton et al., 2006). As recently as 1994, traditional indemnity 
plans were the most commonly offered type of health plan among employ-
ers that offered health benefi ts. As fewer employers offered traditional 
indemnity plans, participation in these plans declined and participation in 
managed care plans increased. In 2006, only 3 percent of employees partici-
pating in a health plan were enrolled in an indemnity plan, compared with 
73 percent in 1988. During the same time period, enrollment in managed 
care plans increased from 27 percent to 93 percent. In addition to the 
decline in participation, the structure of fee-for-service indemnity plans has 
changed as employers and insurers added managed care features to these 
plans. Enrollment in health maintenance organizations (HMOs) grew from 
9.1 million in 1980 to 33.6 million in 1990, a 269 percent increase. However, 
starting in the 1990s, the growth rate in HMOs has slowed and enrollment 
in the most restrictive types of HMOs has even declined.

One reason for the decline in staff and group model HMO enrollment 
may be the lack of fl exibility afforded the employee. Employers offer health 
benefi ts as a form of compensation in order to recruit and retain qualifi ed 
employees. Locking employees into a plan that limits choice and perhaps 
reduces their satisfaction may be less costly but may undermine an employ-
er’s recruitment and retention goals. Under independent practice association 
(IPA) and mixed-model HMOs, employees can switch to a plan with greater 
fl exibility, and in many cases, retain their family physician or specialist. 
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A second reason for the decline in staff and group model HMO enrollment 
may be that employers’ disappointment with expected cost savings has 
caused them to experiment with other plan types. And yet another reason 
may be that staff and group model HMOs were not as aggressive as IPAs 
and network plans at increasing market share because they were more likely 
to be owned by less aggressive nonprofi t organizations.

Health Plan Type
Health plan designs can be arranged in a variety of ways according to 

the extent of fi nancial control the payer (e.g., trust or employer) has over 
such plans and the extent of control such plans have over patient choice. At 
opposite ends of the spectrum is the traditional fee-for-service indemnity 
plan, with no managed care elements, and the staff model HMO, with the 
most. Between these two extremes lie fee-for-service plans with managed 
care features (known as managed indemnity plans), preferred provider 
organizations (PPOs), and HMOs that permit greater choice of physicians. 
Finally, as health care delivery systems have evolved and employers have 
become more involved in the design of corporate benefi t plans, point-of-
service (POS) plans have developed that combine elements of the HMO and 
PPO in an attempt to balance freedom of choice for the employee and fi nan-
cial control for the employer.

Health Maintenance Organizations—HMOs’ basic functions are to 
provide comprehensive health care services to subscribers, contract with or 
employ physicians and other health care professionals who will provide the 
covered medical services, and contract with hospitals to provide covered hos-
pital care (a few HMOs own and operate hospitals). Conventional insurance 
plans simply reimburse health care providers, usually under a fee-for-service 
arrangement. However, commercial insurers, self-insured employment-based 
group health plans, and Blue Cross and Blue Shield plans are increasingly 
using PPO and other managed care arrangements to encourage employee 
use of certain designated health care providers.

Until the mid-1980s, the typical HMO model was a staff or group model. 
The recent expansion in HMOs has been dominated by network model and 
IPA HMOs. Currently, there are fi ve different HMO models: staff model, 
group model, IPA, network model, and mixed model. Each of these models 
differs with respect to its rules for patients and the fi nancial incentives it 
imposes on health care providers to limit services and costs:
• Staff Models—In a staff model HMO, the health plan owns its health 

care facility and employs health care providers on a salaried basis. 
Patient choice is limited. Enrollees are restricted to network providers 
and are required to see a primary care physician fi rst, who then refers 
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them to specialists within the HMO when it is considered medically 
necessary and appropriate.

• Group Models—A group model HMO is similar to a staff model HMO, 
but the group model HMO contracts with a single physician group 
to provide services to the HMO participants. The physician group 
is managed independently and is usually paid on a capitated basis. 
Group model HMO providers of health care usually spend most of 
their time serving HMO patients, but they may spend some time in 
private practice.

• Independent Practice Associations—IPAs are groups of physicians in 
private practice who provide services to HMO participants, but they 
primarily provide services to patients not enrolled in an HMO. In 
recent years, IPA providers working with HMOs have increasingly 
been paid on a fee-for-service basis. During the mid to late 1990s, 
many IPA HMOs reimbursed primary care physicians (PCPs) on a 
capitated basis. The advantage of an IPA is that contracting with 
physicians practicing in their own offi ces allows the HMO to offer ser-
vices in a broader geographic area, requires less capital investment 
than a staff or group model HMO of similar size, and generally offers 
employees more choice among providers.

• Network Model—In the network model, HMOs contract with two 
or more independent physician groups that often provide specialty 
services as well as general services. The HMO typically pays these 
groups on a capitated basis, but these groups also spend some time in 
private practice on a fee-for-service basis.

• Mixed Model—A mixed model HMO will initially adapt one type of 
model, such as a network model, and then expand either its capacity 
and/or its geographic region at a later date by adding another type of 
model, such as an IPA.

The fi nancial incentives within a health plan can affect physicians’ deci-
sion-making process, how that process ultimately affects patients, and the 
cost of providing health care. Within the network-based models mentioned 
above, reimbursement schemes have evolved from a salaried or capitated 
basis to one in which physicians share less of the risk associated with treat-
ing patients. In addition, some HMOs use withholding accounts2 and bonus 
programs based on quality of care or productivity to reimburse providers. 

2 In a withholding account arrangement, a percentage of the payment is withheld until the 
end of the year. Premiums are set aside in a referral fund that is used to pay for the services 
of primary care physicians, specialists, hospitals, and outpatient testing. If the referral fund 
runs a surplus, physicians receive the amount that accumulated in the withholding account. 
If the referral fund runs a defi cit, nothing is returned to the provider.
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Preferred Provider Organizations—PPOs are currently the domi-
nant type of health plan. A PPO is a panel of health care providers who 
individually contract with insurance companies and/or employers to offer 
health care benefi ts to their members. PPO network physicians generally do 
not assume fi nancial risk for the provision of health care services. Typically, 
PPOs reimburse their physicians on a negotiated fee schedule or a dis-
counted fee-for-service basis. PPO plans choose physicians to fi t geographic 
and specialty areas, often in response to employer requests. Enrollees can 
receive health care services from PPO (or in-network) providers or non-PPO 
(or out-of-network) providers, but they face higher cost-sharing requirements 
when receiving care from a non-PPO provider. While the PPO structure 
differs greatly from the HMO structure, they both combine three broad cost 
management strategies: a limited provider panel, negotiated fee schedules, 
and medical management.

Exclusive Provider Organizations—An exclusive provider organiza-
tion (EPO) is a plan that limits coverage of nonemergency care to contracted 
health care providers. It operates similarly to an HMO plan but is usually 
offered as an insured or self-insured product. Typically, the plan only allows 
patients to choose medical care from network providers. A patient who elects 
to seek care outside of the network will usually not be reimbursed for the 
cost of the treatment. An EPO uses a network of providers and has primary 
care physicians serving as care coordinators. Typically, an EPO offers 
physicians fi nancial incentives to practice cost-effective medicine by using 
a prepaid per-capita rate or a discounted fee schedule, and by providing a 
bonus if they meet cost targets. 

Point-of-Service Plans—POS plans are essentially HMOs that allow 
participants to choose a provider from outside the list of network providers. 
Enrollees are required to select a primary care physician. The enrollee’s 
cost-sharing responsibilities vary with the choice of provider—the highest 
cost sharing is associated with the use of non-network providers. The single 
major difference between POS plans and HMOs is that POS participants can 
seek non-network treatment and receive benefi ts from non-network provid-
ers as long as they are willing to accept higher cost-sharing responsibilities. 
Typically, the costs associated with receiving care from the “in-network” or 
approved providers are less than those incurred when care is rendered by 
noncontracting providers. Or the costs are less if the care is received from 
approved providers in either the HMO or PPO rather than “out-of-network” 
or “out-of-plan” providers. This is a method of infl uencing patients to use 
certain providers without restricting their freedom of choice too severely.

One of the distinguishing features of a network of providers is the 
way providers are selected. Some plans evaluate candidates against a set 
of predetermined selection criteria. Providers must be able to achieve the 
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network’s goals for cost control and quality improvement by successfully 
managing health care delivery. In addition, most networks require provid-
ers to agree to accept UR procedures, refer patients only to other providers 
in the network, and accept the network’s reimbursement procedures. Many 
networks also monitor their providers’ practice patterns in order to identify 
unjustifi ably high costs and then alter provider practice patterns through 
education and fi nancial incentives.

Some employment-based plans use objective information provided by 
accrediting organizations on the quality of care to identify potential provid-
ers for their network. Employers contract with specifi c networks of health 
care facilities for high-cost procedures such as open-heart surgeries and 
transplants. These facilities, commonly known as Centers of Excellence, are 
selected according to a number of criteria, including experience, effi ciency, 
effectiveness, and outcome measures such as mortality and morbidity rates. 
Providers have challenged the use of unadjusted outcome measures as 
criteria for selection because providers with sicker patients will appear to 
be of poorer quality. In response, health care organizations have developed 
systems to analyze medical records that attempt to adjust for the severity of 
case mix. The outcomes achieved by physicians and hospitals can potentially 
allow health plans and plan sponsors to objectively compare and assess the 
quality and cost effectiveness of care. Selectively contracting with provid-
ers using objective criteria such as these begins for the fi rst time to directly 
reward providers for low-cost, high-quality health care. This may eventu-
ally lead to a reimbursement methodology that rewards population health 
improvement outcome as opposed to the current system in which rewards 
tend to be based merely on the amount of service provided.

Consumer-Driven Health Benefi ts
A number of health policy analysts have suggested that employers are 

rethinking their entire approach to managing employee health benefi ts 
(Fronstin, 2001a; Ogden and Strum, 2001; Salisbury, 1998; Salisbury, 1999; 
Scandlen, 2000). Terms such as defi ned contribution, consumer-driven, and 
consumerism have been used to describe a range of potential health benefi t 
options available to employers. These terms generally refer to programs in 
which employees are intended to be treated more as direct purchasers of 
health coverage and health care services rather than as the indirect benefi -
ciaries of purchases made by the employer. It is assumed that they will be 
more prudent purchasers and will be more satisfi ed if they make their own 
choices rather than having someone else choose for them.

Employers are interested in these health benefi ts for a number of 
reasons. First, they continually look for more cost-effective ways to provide 
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health benefi ts for their work force, and are concerned about future cost 
increases; these arrangements would allow them to set a monetary contribu-
tion for health benefi ts regardless of the size of cost increase for providing 
the benefi t. Second, many employers sponsoring health plans are concerned 
that new restrictions or laws will entangle them in litigation. Employers 
could distance themselves from health care coverage decisions by limiting 
their involvement to only the contribution amount for health benefi ts and 
not the actual coverage or delivery of the health care services. Third, employ-
ers may be able to provide workers more choice, control, and fl exibility 
through these arrangements.

Some employers have turned to, and many others are considering, a 
trend that started in the 1980s to give employees more choice among dif-
ferent types of benefi t arrangements, while at the same time exposing 
them more directly to the cost of providing health benefi ts and health care 
services. These approaches typically expose consumers to more of the costs 
of their health benefi ts and the cost of the health care services they use. 
All strategies to increase consumer involvement in health care spending 
decisions have a common theme: to shift decision-making responsibility 
regarding some aspect of health care or delivery from employers to employ-
ees. The approaches fall along a continuum of options that employers could 
use to shift decision-making responsibility. At one extreme, employers 
can provide an array of plan designs from which employees can choose, as 
many companies now do. At the other extreme, employers could simply give 
employees an increase in cash wages and not offer any health plans, allowing 
the employees to determine how best to spend the money on health insur-
ance and health care services. This section explores the spectrum of health 
benefi t options—of which some are new and are being used, others are not 
being used, and still others have been used by employers for a number of 
years—and outlines the issues involved with these options.

Traditional Large-Employer Health Plan Choice Model—In 
the traditional large employer health plan model, employers usually offer 
several health benefi t options and allow employees to choose among them.3  
An employer may offer an HMO, PPO, POS, and consumer-driven health 
plan (CDHP), allowing employees to choose how they prefer to have the ben-
efi ts administered, the size of the network of providers, the ability to receive 
benefi ts for health care services outside the network, out-of-pocket payments, 
and the level of premium contribution. Essentially, the employer chooses 
what plans to offer the employee, who then chooses the plan that seems best.

3 The framework for the traditional large employer health plan choice model started in the 1980s with 
cafeteria plans.
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Employers typically establish different employee contribution levels, 
depending on which options the employees choose and whether they select 
employee-only coverage or family coverage. According to one survey of 
employers, 28 percent of establishments surveyed paid a fi xed-dollar amount 
for employee-only coverage for all health benefi t options in 1997 (Marquis 
and Long, 1999). In other words, the employee was required to pay the full 
price difference between more costly and less costly options. Another 
34 percent of employers paid a fi xed percentage of the cost for each option, 
so an employee who chose a more costly option would pay only part of the 
difference in total cost between that option and a less costly option. Nearly 
40 percent of employers fully subsidized the cost difference by either paying 
the full cost of employee-only coverage for all options or by setting a fi xed-
dollar contribution from the employee that did not vary across plan options.

There are a number of advantages and disadvantages to giving employ-
ees more fi nancial responsibility for purchasing more or less costly coverage 
in the manner discussed above. An advantage of the traditional model is 
that employees generally think that their employer can do a better job of 
picking the best available benefi ts. According to fi ndings from the 2002 
Health Confi dence Survey, 46 percent of persons with employment-based 
health insurance were extremely or very confi dent that their employer had 
selected the best available health plan for its workers, while 17 percent were 
not too or not at all confi dent. In contrast, 37 percent were not too or not at 
all confi dent that they could choose the best available health insurance for 
themselves (Employee Benefi t Research Institute et al., 2002). 

One disadvantage of this model is that employees actually have little 
choice in health benefi t options and little likelihood of seeing their purchase 
decision have any impact on the price. According to Claxton et al. (2006), 
among fi rms offering health benefi ts in 2006, 51 percent of covered workers 
had one plan type; 31 percent had two plan types to choose from; 18 percent 
had three or more plan types to choose from. Among employees in small 
fi rms (3–199 workers), 80 percent had one plan type; 19 percent had two 
plan types to choose from; just 2 percent had three or more plan types to 
choose from. In fact, some large employers and employer purchasing groups, 
such as the California Public Employees’ Retirement System (CalPERS), 
have cut back on choice of health plans.4 Employers are making most of the 
choices for employees by deciding which insurance plans to offer and which 
benefi ts to cover in these programs, from the universe of choices available 
to them. In essence, the employer provides the employee with only “residual 
choice” to decide in which plan to enroll. Employees might have a greater 

4 See www.calpers.com/index.jsp?bc=/about/press/archived/pr-2002/april/newhealthrate.xml for additional 
information on CalPERS.
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array of health insurance choices if health insurance coverage were not tied 
to employment, although choice would vary quite substantially with location. 

Another disadvantage of the traditional model, and employment-based 
health benefi ts generally, is that health insurance is not portable from job to 
job. To the degree that plans selectively contract with health care providers, 
employees and their families may have to change doctors when they change 
health plans. Employees sometimes forego job opportunities that could 
potentially increase their productivity, and rewards, in order to preserve 
existing health insurance benefi ts—a situation referred to as “job lock.”

There is another way to examine the impact of lack of health insurance 
portability. The patient-provider relationship may be disrupted if a health 
care provider leaves a network, forcing employees to change doctors even if 
they did not change their job or their health plan. The patient-provider rela-
tionship may be less of an issue today than it was in the recent past5 because 
health plans often offer out-of-network benefi ts. When given the choice of 
health plans, employees can often choose a PPO or POS plan that will pay 
for health care services provided by doctors not enrolled in the primary 
network. Employees usually have to meet a deductible before insurance 
will pay for any out-of-network services and may also be subject to higher 
coinsurance rates, after the deductible has been met, than when benefi ts are 
provided by in-network providers.

Out-of-Pocket Choice Model—Instead of choosing from among differ-
ent types of health benefi t options, employers can provide a standard set of 
benefi ts but offer options that vary based on out-of-pocket expenses. For the 
same benefi ts package, an employer could offer a combination of different 
deductible levels, different co-insurance rates for inpatient and outpatient 
services and for prescription drugs, and different maximum out-of-pocket 
limits. Employees would “buy” more comprehensive benefi ts (or reduced cost 
sharing) by paying a greater share of the monthly premium.

One advantage of this approach is that it allows employees to choose less 
comprehensive, and presumably, more affordable, benefi t packages, without 
having to make decisions about what health care services are specifi cally 
included and excluded from coverage. This approach may result in more 
workers with some health insurance coverage that provides less comprehen-
sive benefi t options, such as high-deductible plans; is more affordable; and 
leads more employers to offer benefi ts and more employees to take health 
benefi ts when they are offered.

A disadvantage of this approach is that healthy employees may be the 
only ones who choose the less comprehensive benefi ts, resulting in adverse 

5 Disruptions to the patient-provider relationship were not an issue at all until the managed 
care revolution in the 1990s.
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selection. Some employees may hesitate to choose less comprehensive 
benefi ts if they are risk averse and do not want to incur potentially high 
out-of-pocket expenses. While employees could presumably take the savings 
gained from choosing a less comprehensive benefi t package and use them 
when they do need health care services, current tax law does not allow them 
to save on a pre-tax basis. If it did, this would provide an additional incentive 
for employees to choose less comprehensive plans or plans with potentially 
higher out-of-pocket costs. Depending upon how employers price the various 
choices, their savings may not materialize if only non-users of health care 
services sign up for less comprehensive coverage.

Another disadvantage may be that some employees will be underinsured 
if they choose a plan with high out-of-pocket expenses. Employees who could 
not otherwise afford a high deductible may choose such a plan because the 
premiums are affordable. Enrollees in high-deductible plans may also choose 
to forgo necessary health care.

Tiered Provider Networks
To give employees more choice among types of health benefi t arrange-

ments and health care services, while at the same time exposing them more 
directly to the cost of those benefi ts and services, a few employers have 
turned to, and many others are considering, tiered networks for hospital and 
physician services. After a couple of years of experience with tiered co-pay-
ments and networks for prescription drug benefi ts, insurers and employers 
have begun to see the value in tiered networks for physician and hospital 
services as well. The impetus for tiered hospital networks came from the 
increased bargaining power that hospitals gained as the number of hospitals 
and hospital beds declined and the patient population grew. According to 
Robinson (2003), some hospitals are now willing and able to walk away from 
contracts with insurers unless reimbursement rates are increased and utili-
zation review constraints are decreased. In fact, according to the American 
Hospital Association, the average number of managed care contracts per 
hospital declined between 1997 and 2001.

Under a tiered provider network benefi t structure, employees pay 
different cost-sharing rates for different tiers of providers. For example, a 
provider may be in the lowest-priced tier if it is the lowest-cost provider, 
and may be in the highest-priced tier if it is the highest-cost provider. Tiers 
could also be assigned based on the size of the discount obtained from the 
provider. Quality measures may also be used to assign providers to various 
tiers. Tiered provider networks are essentially a variation of a long-standing 
practice of providing one level of benefi ts to employees who use in-network 
providers and another level of benefi ts for use of out-of-network providers. 
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Tiers make cost differences among providers more transparent to consumers 
and are a way to expose consumers to the actual cost of services, allowing 
them to decide whether a higher-cost provider merits the additional out-of-
pocket expense (Yegian, 2003).

Insurers and employers can use tiers to distinguish among different 
types of hospitals or providers. Providers could be tiered according to the 
prices that they charge or the quality of care that they provide. One advan-
tage of such an approach is to make employees more aware of the cost and 
quality implications of their decision to use providers in the various tiers. A 
disadvantage of this approach is that employees may choose the lowest-cost 
tier even when they may get better-quality health care services in a more 
costly tier. 

Rather than threaten to exclude a hospital entirely from its health 
benefi ts program, an employer can offer tiered provider networks as a “next-
generation” way to leverage favorable cost experience from hospitals. Since 
employees have the option to use the more expensive hospitals and provid-
ers (albeit under less favorable payment conditions for the employee), this 
type of approach may cause less friction with employees and providers than 
entirely excluding providers from a plan. Under a tiered provider network 
benefi ts package, health care providers are typically separated into different 
tiers, with the tiers being based on some combination of cost and quality. 

For instance, under one scenario, tier 1 providers, thought to have the 
lowest cost and highest quality, would have the lowest cost sharing for health 
care services, while tier 2 would have much higher cost sharing. Differences 
in cost sharing could be applied to either per-day or per-visit copayments, 
overall coinsurance, or even deductibles. For example, with hospital tiers, 
employees may face a $0 per day copayment for tier 1 hospitals and a $200 
per day copayment for tier 2 hospitals. Alternatively, employees may face 
10 percent coinsurance for tier 1 hospitals and 30 percent coinsurance for 
tier 2 hospitals, or they may face no deductible for tier 1 hospitals and a 
$1,000 deductible for tier 2 hospitals.

The tiered provider network concept is relatively new for hospital 
services, but employees may already be used to it, especially in preferred 
provider organizations (PPOs) and point-of-service (POS) health plans, 
which subject them to lower out-of-pocket expenses when they choose in-
network doctors (or hospitals) over out-of-network doctors (or hospitals).6 
However, from the point of view of insurers and employers, tiered provider 
networks are fundamentally different from the combined in-network and 

6 Traditional HMOs also provide a form of tiered benefi ts. HMOs typically provide very 
comprehensive coverage when employees use in-network providers. In contrast, there are 
usually no benefi ts when employees use unapproved out-of-network providers.
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out-of-network benefi t structures. Under a tiered provider network, all 
providers can have a contract with the insurer or health plan. The terms of 
the contract may differ depending upon the cost of providing care and other 
factors. In contrast, under a PPO or POS plan with out-of-network benefi ts, 
out-of-network doctors do not have a contract with the insurer or employer. 
This means that payers are billed at and responsible for paying prevailing 
charges at different benefi t levels. 

Employers and insurers are particularly interested in tiered networks 
to control spending on hospital services. While for many years hospitals had 
a major surplus in the number of available beds, today there is much less 
excess capacity because of consolidation, fewer hospitals, fewer beds, and 
population growth. As noted above, hospital bargaining power over prices 
has increased, resulting in higher costs to insurers and employers, and, ulti-
mately, higher premiums. Some hospitals have used their clout, especially 
those in small markets dominated by a single facility or in large markets 
dominated by hospital systems, by threatening to walk away from contracts 
with managed care plans (Robinson, 2003).

Tiered provider networks allow employers and insurers to include all or 
most hospitals and health systems in their plan, thereby allowing them to 
move away from limited provider networks that are characteristic of many 
traditional HMOs. In the 1990s, employers attempting to attract and retain 
workers in a tight labor market characterized by increasing wages moved 
away from relatively more restrictive to less restrictive managed care plans. 
Since tighter-managed HMOs had to compete against more fl exible PPOs, 
many of the more tightly managed plans opened their networks to more pro-
viders. In many areas, distinctions between plans could no longer be made by 
comparing the selection of providers in each network, since providers were 
contracting with nearly every network. Tiered provider networks are one 
way to make distinctions between providers when all or most have network 
contracts.

Similarly, tiered provider networks could also allow employers and 
insurers to address their concerns about any-willing-provider (AWP) laws. In 
a number of states, providers cannot be prohibited from joining a network if 
they are willing to accept the terms of the network. Tiered provider networks 
would allow employers and insurers to make distinctions between providers 
in states that have AWP laws.

Tiered provider networks can also benefi t consumers by giving them 
more choice of providers, especially when it comes to hospital care. Hospitals 
formerly not in a network may now be included in the offering, but at higher 
cost sharing. In fact, one goal of tiered provider networks is to allow con-
sumers to see any provider that they choose, with their out-of-pocket costs 
determined by their choice of provider. 
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In some sense, tiers build upon the selective contracting foundation of 
managed care and HMOs. One of the distinguishing features of a network of 
providers is the way the network selects its providers. Some networks evalu-
ate candidates against a set of predetermined selection criteria. In the early 
HMO and managed care models, providers that met the predetermined selec-
tion criteria were able to be part of the network. Today, with tiered provider 
networks, all providers can be part of the network, but within the network, 
the predetermined selection criteria can be used to determine the providers’ 
tier and, therefore, the consumers’ cost sharing.

The introduction of tiered provider networks is part of a larger move-
ment to sensitize employees to the real cost of health care. Many employers 
expect that consumerism generally will result in a decrease in their own 
health benefi t costs.7 However, it is unrealistic to expect a decrease in health 
care costs to occur immediately. Twenty percent of the population accounts 
for 80 percent of the spending (Fronstin, 2002), and new benefi t designs will 
need to focus on the highest-cost users to have an impact in the short run. 
It may be found that the tiered hospital network is better than other benefi t 
package changes at controlling costs and utilization in the short run because 
it targets high-cost users more than it targets the general population. 
However, as mentioned above, modest out-of-pocket payment differences 
between tier 1 and tier 2 hospitals may have very little, if any, impact on con-
sumer behavior. In the long run, data and information on prices and quality 
should be more readily available to the general population, and should begin 
to affect other aspects of health care utilization.

The extent to which tiering incentives will impact consumers’ behavior 
is still unknown. It is clear that one of the goals of tiered provider networks 
is to provide fi nancial incentives for consumers to use lower-cost and/or 
higher-quality health care providers. By exposing members to higher out-of-
pocket expenses, they will have more of an incentive to become engaged in 
the process of provider and treatment selection. This may provide additional 
pressure on hospitals and physicians to disclose information about costs and 
performance. However, while there is little evidence that tiering has had an 
effect on consumer choice between in-network and out-of-network physician 
care and prescription drug choice, it is unknown how large the difference 
in out-of-pocket payments would need to be before a signifi cant number 
of consumers factor price into their hospital choices (Robinson, 2003). In 
fact, the difference in out-of-pocket payments may need to be substantial to 
generate changes in consumer behavior because inpatient services tend to be 

7  Mercer Human Resource Consulting (2002) reports that about one-half of employers 
responding to a recent survey reported that lowering health benefi t costs was an important 
objective for offering a consumer-driven health plan.
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price inelastic, although employers may realize some savings even if only a 
few consumers change their behavior and choose tier 1 providers. Consumers 
may be constrained by factors other than price from using certain hospitals. 
They rely heavily on their physicians for treatment advice and may be 
unwilling to use a hospital in a different geographic region, where their phy-
sician does not have admitting privileges, to save a modest amount of money.

It is also unknown how tiering will impact the behavior of providers. 
Tiered provider networks may result in providers renegotiating contracts 
if they are sensitive to being in the highest-cost tier. Some providers may 
view being in the higher-cost tier as driving patients to lower-cost provid-
ers and may take steps to renegotiate contracts to become tier 1 providers. 
Other providers may view being in the higher-cost tier as an indication 
that they are a high-quality provider and may use that to differentiate 
themselves from tier 1 providers. Tiered networks for hospitals, if associated 
with quality information, may also result in increasing physician knowledge 
about hospital quality differences, which may affect physician affi liations 
and recommendations of hospitals, thereby improving quality.

Tiered networks may also increase the amount of uncompensated care, 
such as bad debt and charity care that is provided by hospitals. As consum-
ers’ out-of-pocket expenses increase, there may be an increase in bad debt in 
the form of uncompensated care. Providers, especially hospitals, may look at 
ways in which they can collect a patient’s out-of-pocket payment at the time 
of service. Hospitals and physicians may respond by reducing the amount of 
charity care that they provide in order to offset the increase in bad debt.

There may also be less integration of health care for consumers in tiered 
networks. Presumably, consumers will “shop” based on cost and quality. In 
some cases, this will mean that consumers will move among providers to 
contain their costs. This may increase total spending if, for example, con-
sumers do not bring their medical records and the results of prior tests to 
new providers and those providers request new tests. Health spending may 
increase and quality of care may decrease if patients have less attachment to 
providers, and providers either do not know or have a history of a patient’s 
total care and either request new tests or simply need more time to educate 
themselves about their new patients.

Finally, tiered networks may have unanticipated effects on academic 
medical centers (AMCs). AMCs provide medical education and training 
and conduct research on new medical practices and technologies. AMCs 
also provide health care services to the poor and medically indigent. This 
care is fi nanced through cross-subsidies from private- and public-paying 
patients, and is also subsidized by state and local governments. AMCs have 
in the past provided twice as much uncompensated care (as a percentage of 
revenue) as nonacademic medical centers (Reuter and Gaskin, 1998). As a 
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result, AMCs are usually the most expensive source of health care and are 
unable to compete on price. Tiered networks based on cost will likely place 
AMCs in the higher-cost tier. This will drive private-pay patients toward 
lower-cost nonacademic medical centers. In turn, AMCs will see an increase 
in bad debt and charity care (as a percentage of revenue) and may put pres-
sure on policymakers to increase public sources of fi nancing. Tiered networks 
that essentially steer private-pay patients away from AMCs may therefore 
have the effect of increasing taxes, increasing the use of tax revenue for hos-
pital services (at the expense of other services), or causing fewer uninsured 
patients to receive care, which may cost society more money in the long run.

Account-Based Health Plans 
There are a number of accounts that employees and employers can con-

tribute to, using pre-tax dollars, to save money for future health care bills. 
The theory behind these accounts is that by giving employees more control 
over funds allocated for their health benefi ts they will spend the money more 
responsibly, especially once they become more educated about the actual 
cost of health services. Prior research has shown that individuals respond to 
increased out-of-pocket payments by reducing their utilization of health care 
services, although according to Tollen and Crane (2002), these studies are 
dated and do not accurately refl ect current employee responses to increased 
cost sharing and less comprehensive benefi ts. However, a recent study did 
fi nd that Medicare benefi ciaries will forgo medically necessary drugs when 
out-of-pocket costs for these drugs increase (Adams et al., 2001). This concept 
is known as moral hazard—meaning individuals demand a greater quantity 
of health care services when health insurance pays for at least part of the 
cost of receiving care. Whether health spending accounts provide an incen-
tive for employees to consume health care services differently, and reduce the 
prevalence of moral hazard, is a subject of debate and is discussed further 
below.

Health Savings Account—A health savings account (HSA) is a tax-
exempt trust or custodial account that an individual can use to pay for 
health care expenses. Contributions to the account are deductible from 
taxable income, even for individuals who do not itemize their taxes, and tax-
free distributions for qualifi ed medical expenses are not counted in taxable 
income. Tax-free distributions are also allowed for certain premiums.

HSAs are owned by the individual with the high-deductible health plan 
and are completely portable. There is no use-it-or-lose-it rule associated with 
HSAs, as any money left in the account at the end of the year automatically 
rolls over and is available in the following year. A bank, insurance company, 
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or other non-bank trustee approved by the Internal Revenue Service (IRS) 
must trustee the HSA.

HSAs were fi rst introduced by a select number of insurers in January 
2004. Employers waited for Treasury Department and IRS guidance (dis-
cussed in more detail below) before offering a plan. Many employers began 
to offer HSAs in 2006, as it was too late for most employers to design and 
implement a new plan in time for the 2005 open enrollment season during 
the fall of 2004.

High-Deductible Health Plan—In order for an individual to qualify 
for tax-free contributions to an HSA, the individual must be covered by a 
health plan that has an annual deductible of not less than $1,100 for self-
only coverage and $2,200 for family coverage in 2008. Certain preventive 
services can be covered in full and are not subject to the deductible. The 
out-of-pocket maximum may not exceed $5,600 for self-only coverage and 
$11,200 for family coverage, with the deductible counting toward this limit. 
The minimum allowable deductible and maximum out-of-pocket limit will be 
indexed to infl ation in the future. Network plans may impose higher deduct-
ibles and out-of-pocket limits for out-of-network services. 

Contributions To an HSA—Both individuals and employers are 
allowed to contribute to an HSA. Contributions are excluded from taxable 
income if made by the employer, and deductible from adjusted gross income 
if made by the individual. The maximum annual contribution is $2,900 for 
self-only coverage and $5,800 for family coverage in 2008. Future contribu-
tion limits will be indexed to infl ation.8   

To be eligible for an HSA, individuals may not be enrolled in other 
health coverage, such as a spouse’s plan, unless that plan is also a 
high-deductible health plan. However, individuals are allowed to have 
supplemental coverage without a high-deductible for such things as vision 
care, dental care, specifi c diseases, and insurance that pays a fi xed amount 
per day (or other period) for hospitalization.9 Individuals enrolled in 
Medicare are not eligible to make HSA contributions, although they are able 
to withdraw money from the HSA for qualifi ed medical expenses and certain 
premiums.10 Individuals also may not make an HSA contribution if claimed 
as a dependent on another person’s tax return.
8 The maximum annual contribution is actually the sum of the limits that are determined 
separately for each month. The monthly contribution limit is 1/12 of the lesser of the annual 
deductible or the maximum annual contribution. If an individual fi rst becomes covered by a 
high-deductible health plan mid-year, the annual  contribution is pro-rated, and the monthly 
contribution limit is based on the number of full months of eligibility. As an example, an 
individual who enrolled in a plan on July 1 with a $1,100 deductible would be eligible to 
contribute one-half (6/12) of the annual maximum contribution or $550 to the HSA.
9 Permitted insurance also includes workers’ compensation, tort liabilities, and liabilities 
related to ownership or the use of property (such as automobile insurance).
10 Only Medicare enrollees ages 65 and older are allowed to pay insurance premiums from an 
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Individuals who have reached age 55 and are not yet enrolled in 
Medicare may make catch-up contributions. In 2008, a $900 catch-up con-
tribution was allowed. A $1,000 catch-up contribution will be phased-in by 
2009.11

Distributions From an HSA—Distributions from an HSA can be 
made at any time as long as the expense was incurred after the HSA was 
established. An individual need not be covered by a high-deductible health 
plan to withdraw money from his or her HSA (although the individual must 
have been covered by a high-deductible health plan at the time the funds 
were placed in the HSA). Distributions are excluded from taxable income if 
they are used to pay for qualifi ed medical expenses as defi ned under Internal 
Revenue Code (IRC) Sec. 213(d). Distributions for premiums for COBRA, 
long-term care insurance, health insurance while receiving unemploy-
ment compensation, and insurance while eligible for Medicare other than 
for Medigap, are also tax-free. This means that distributions used to pay 
Medicare Part A or B, Medicare Advantage plan premiums, and the employee 
share of the premium for employment-based retiree health benefi ts are 
allowed on a tax-free basis.

Distributions for nonqualifi ed medical expenses are subject to regular 
income tax as well as a 10 percent penalty, which is waived if the owner of 
the HSA dies, becomes disabled, or is eligible for Medicare.

Individuals are able to roll over funds from one HSA into another HSA 
without subjecting the distribution to income and penalty taxes as long as 
the rollover takes place within 60 days. Rollover contributions from Archer 
MSAs are also permitted. Earnings on contributions are also not subject to 
income taxes.

Health Flexible Spending Accounts (FSAs)
Health fl exible spending accounts (FSAs) are a type of cafeteria plan 

benefi t, authorized under Sec. 125 of the IRC as part of the Revenue Act of 
1978. FSAs can be offered on a stand-alone basis or as part of a larger caf-
eteria plan, under which participants can choose among two or more benefi ts 
and cash. FSAs are perhaps the most well-known type of health spending 
account. Eighty-one percent of employers with 500 or more employees 
offered FSAs in 2006 (Mercer Human Resources Consulting, 2007). FSAs are 
a simple and inexpensive way of allowing employees to use pre-tax dollars to 
pay for health care services not covered by health insurance. Employers have 
often introduced or expanded these plans to soften the impact of a benefi t 
reduction, such as an increase in the deductible or co-payments. FSAs do not 

HSA. A Medicare enrollee under age 65 cannot use an HSA to pay insurance premiums.
11 The catch-up contribution is not indexed to infl ation after 2009.
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need to be paired with a high-deductible health plan. Individuals are eligible 
for an FSA only if an employer offers it as an option.

Contributions To an FSA—FSAs typically are funded through 
employee pre-tax contributions. Employees must designate their contribu-
tion in the year prior to the plan year. Once made, changes are allowed 
only for certain circumstances, such as a change in family status, plan cost 
changes, and plan coverage changes. Contributions to FSAs are withheld in 
equal amounts from each paycheck throughout the plan year, but employers 
must make the full amount available to the employee at the beginning of the 
plan year. For example, an employee who chooses to contribute $1,200 to an 
account will have $100 deducted from his or her paycheck each month, but 
will have access to the full $1,200 at the beginning of the plan year. If an 
employee is reimbursed more than he or she has contributed to the account, 
and then leaves the job, the employer will lose money on the arrangement. 
This rule is a disincentive for a small employer to offer such an account. 
While there is no statutory limit on annual contributions to a health FSA, 
employers are allowed to set an upper limit, and usually do so to mitigate 
losses related to turnover.

Contributing to an FSA not only reduces salary for federal income tax 
purposes, but also reduces the wages on which Social Security and Medicare 
taxes are paid. As a result, employees with earnings below the Social 
Security wage base ($97,500 in 2007) will also pay less in Social Security 
taxes, after the deduction is made for FSA contributions. Employees at all 
income levels will also pay less in Medicare taxes. The employer’s share of 
Social Security and Medicare taxes will also be reduced, and this reduction 
may in fact be large enough to offset the cost of administering the benefi t.

Distributions From an FSA—Distributions from an FSA can be made 
at any time during the plan year or, if the employer has adopted one, a grace 
period of up to 2½ months following the plan year’s end. Distributions are 
excluded from taxable income if they are used to pay for qualifi ed medical 
expenses as defi ned under IRC Sec. 213(d).

Employees forfeit any money left over in the FSA at the end of the plan 
year; this is known as the “use-it-or-lose-it” rule. Employers can keep the 
forfeited funds and use them for any purpose, except that the funds cannot 
be returned to employees who have forfeited them. Employers typically use 
the forfeited funds to offset losses or to offset the cost of administering the 
benefi t. The forfeiture of unused funds may partially explain why only 
19 percent of eligible employees participate in these plans (Mercer Human 
Resources Consulting, 2004). 

Employees also tend to make conservative contributions when par-
ticipating. In 2006, the average contribution was $1,261 (Mercer Human 
Resources Consulting, 2007). While some would argue that the use-it-or-
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lose-it rule provides an incentive for employees to spend the balance of their 
account on health care services to avoid losing the funds at the end of the 
year, this may not be the case, as it appears that employees are conservative 
in both their participation and contribution levels.

There is some evidence to suggest that much of an employee’s FSA 
election amount is based on foreknowledge of expenditures. Cardon and 
Showalter (2001) examined 1996 data from an insurer and found that very 
few accounts had a substantial amount forfeited and also found that partici-
pants tend to use their accounts strategically, spending their election amount 
relatively early in the plan year.

Health Reimbursement Arrangements (HRAs)
A health reimbursement arrangement (HRA) is an employer-funded 

health plan that reimburses employees for qualifi ed medical expenses. 
IRS Revenue Ruling 2002-41 and Notice 2002-45 (published in Internal 
Revenue Bulletin 2002-28, dated July 15, 2002) provide guidance clarifying 
the general tax treatment of HRAs; the benefi ts offered under an HRA; the 
interaction between HRAs and cafeteria plans, FSAs, and coverage under 
COBRA; and other matters under current law.12 HRAs are typically com-
bined with a high-deductible health plan, though this is not required. HRAs 
can also be offered on a stand-alone basis or with comprehensive insurance 
that does not use a high deductible. Employees are eligible for an HRA only 
when their employer offers such a health plan.

HRAs are typically part of a health benefi ts package that includes com-
prehensive health insurance after a deductible has been met. As an example, 
an employer may provide a comprehensive health insurance plan with a 
high deductible, for instance, $2,000. In order to help employees pay for 
expenses incurred before the deductible is reached, the employer would also 
provide a HRA with $1,000 that they would use to pay for the fi rst $1,000 of 
health care services. While the actual deductible is $2,000, in this example, 
because the employer provides $1,000 to an account, employees are subject 
only to the $1,000 deductible gap—that is, the difference between the initial 
value of the HRA and the deductible level. After the employees’ expenses 
reach the deductible, comprehensive health insurance would take effect. 
Employers can also set up an HRA to allow employees to purchase health 
insurance directly from an insurer. Generally, distributions are excluded 
from taxable income if they are used to pay for qualifi ed medical expenses as 

12 See  www.irs.gov/pub/irs-utl/revrul2002-41.pdf and www.irs.gov/pub/irs-drop/n-02-45.pdf  
(last reviewed July 2004).
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defi ned under IRC Sec. 213(d), although employers can place restrictions on 
the use of an HRA.

Employers have a tremendous amount of fl exibility in designing health 
plans that incorporate an HRA. For example, the amount of money that is 
placed in the account, the level of the deductible, and the comprehensiveness 
of the health insurance are all subject to variation. Employers often cover 
certain preventive services in full, not subjecting them to the deductible. 
Employers can offer comprehensive health insurance that covers 100 percent 
of health care costs after the deductible has been met or they may offer 
coverage with cost sharing after the deductible is met. If employers choose 
to pay less than 100 percent of health care expenses after the deductible has 
been met, they then have the option of designing the plan with or without a 
maximum out-of-pocket limit. 

Employers can also vary employee cost sharing based on in-network 
visits and out-of-network visits. Employers may choose to pay 100 percent of 
health care consumed after the deductible has been met for employees who 
use network providers, but pay only 70 percent or 80 percent if employees 
use an out-of-network provider.

High-Deductible Health Plan—There is no statutory requirement 
that an employee have a high-deductible health plan in order to also have an 
HRA. However, it is standard practice among employers that an employee 
must also choose a high-deductible health plan in order to have an HRA. 
Overall, just 6 percent of large employers offered a plan with an HRA in 
2006 (Mercer Human Resources Consulting, 2007), but offer rates were much 
higher among the largest employers, with 21 percent of those with 20,000 
or more employees offering a plan in 2006, up from 7 percent in 2002. Since 
so few employers offer an HRA, there is not a wealth of data on deductibles 
and employer contributions. One study examined 128 plans to get a sense of 
the magnitude of deductibles and contributions and found that the median 
deductible for employee-only coverage was $1,250 with a $500 employer 
contribution to the HRA (Mercer Human Resource Consulting, 2007). This 
study found a median deductible of $3,000 for family coverage with a $1,500 
employer contribution to the HRA. The study also found 32 percent of eli-
gible employees enrolled in a CDHP with HRA among large employers.

Contributions To an HRA—HRAs are typically set up as notional 
arrangements and exist only on paper. Employees behave as if money were 
actually funding an account, but employers do not incur expenses associated 
with the arrangement until an employee incurs a claim. By contrast, were 
employers to set up the HRA on a funded basis, they would incur the full 
expense at the time of the contribution, even if an employee had not incurred 
any expenses. 
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Rollovers—HRAs can be thought of as providing “fi rst-dollar” coverage 
until funds in the account are exhausted. Leftover funds at the end of each 
year can be carried over to the following year (at the employer’s discretion), 
allowing employees to accumulate funds over time, and, in principle, creating 
the key incentive for individuals to make health care purchases respon-
sibly. Employers can place restrictions on the amount that can be carried 
over. One feature of HRAs is that when unused funds are carried over each 
year, employees may be able to accumulate enough funds in their accounts 
to satisfy their deductible in future years. In addition, as employees build 
account balances, they may be more likely to switch to higher deductible 
health plans in the future. However, employees may also choose to forgo nec-
essary health care in order to accumulate funds in the account. Ultimately, 
the amount of money in the account will be a function of how long persons 
have had an account, use of health care, and the size of the annual con-
tribution. Funds in the HRA can accumulate tax-free as long they remain 
employer-provided funds paid out only for qualifi ed medical expenses.

Distributions From an HRA—Distributions from an HRA for quali-
fi ed medical expenses are made on a tax-favored basis. Employers can also 
let employees use an HRA to purchase health insurance directly from an 
insurer. Since unused funds are allowed to roll over, employees are able 
to accumulate funds over time. Employers can allow former employees to 
use any leftover money in the HRA to continue to cover qualifi ed medical 
expenses. Funds can be used for out-of-pocket expenses and premiums for 
insurance, long-term care, COBRA, and retiree health benefi ts. Employers 
are not required to make unused balances available to workers when they 
leave.

Medical Savings Accounts (MSAs)
A medical savings account (MSA) is a tax-exempt trust or custodial 

account that an individual can use to pay for health care expenses. MSAs 
were fi rst authorized as a demonstration project under the Health Insurance 
Portability and Accountability Act of 1996 (HIPAA). Employees are eligible 
to set up an MSA if employed at a fi rm with 50 or fewer employees. The self-
employed are also eligible. Both must be covered by a high-deductible health 
plan.

High-Deductible Health Plan—In order for an individual to qualify 
for tax-free contributions to an MSA, the individual must be covered by a 
health plan that has an annual deductible of between $1,900 and $2,850 
for self-only coverage and between $3,750 and $5,650 for family coverage. 
Certain preventive services can be covered in full and are not subject to the 
deductible. The out-of-pocket maximum may not exceed $3,750 for self-only 
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coverage and $6,900 for family coverage. The allowable deductible range and 
maximum out-of-pocket limit are indexed to infl ation. 

Contributions To an MSA—Both employees and employers are 
allowed to contribute to an MSA, but both may not make contributions in the 
same year. Contributions are excluded from taxable income if made by the 
employer, and deductible from adjusted gross income if made by the indi-
vidual. The maximum contribution for self-only coverage is 65 percent of the 
deductible in 2007. The maximum contribution for family coverage is 
75 percent of the family deductible. Contributions cannot exceed annual 
earned income or net self-employment income. 

Distributions From an MSA—Distributions are excluded from taxable 
income if they are used to pay for qualifi ed medical expenses as defi ned 
under IRC Sec. 213(d). Distributions for premiums for COBRA, long-term 
care insurance, and health insurance while receiving unemployment com-
pensation are also tax-free. 

Distributions for nonqualifi ed medical expenses are subject to regular 
income tax as well as a 15 percent penalty, which is waived if the owner of 
the MSA is age 65 or older, becomes disabled, or dies.

Connector/Exchange Model
Under a connector or exchange model, employers would provide 

employees with a voucher or fi xed contribution to purchase health insur-
ance coverage directly from an insurer. Vouchers would allow employees 
to continue to benefi t from the tax-exempt status of employer spending on 
health care.

Employees would be able to choose from any health insurance offered in 
the individual market.13 An employee who chooses an insurance policy that 
costs more than the voucher value would have to pay the difference. If the 
employee chooses a plan that costs less than the value of the voucher, the 
difference could be “refunded” to him or her using after-tax dollars.

There are a number of advantages to a voucher model. It could poten-
tially allow employees to choose from a wider selection of health insurance 
policies, and choose a policy that meets their needs. Policies could vary by 
their network of providers, the benefi ts covered, and cost-sharing arrange-
ments. The degree of variation would be a function of how strongly states 
regulate the benefi ts package. If a state allows insurers to sell products with 
different benefi t packages, for instance, by allowing insurers to offer products 
that exclude prescription drug, hearing, vision, or substance abuse benefi ts, 

13 A voucher model could also apply to some type of non-employment-based group model. For more infor-
mation about this arrangement and defi ned contribution health benefi ts, see Fronstin (2001a).



 317Chapter 29: Managing Health Care Costs

then employees would be able to choose from among those plans. However, in 
states with a relatively large number of benefi t mandates, employees’ choice 
among plans that cover different benefi ts would be limited. It is likely that 
they would have greater fl exibility in choosing a combination of deductibles, 
co-insurance, and maximum out-of-pocket payments. The voucher model 
could also reduce job lock if many employers adopted it.

One obvious disadvantage of the voucher model is that, currently, 
individual health insurance is far more expensive and diffi cult to obtain 
than group health insurance obtained through employment (this is dis-
cussed further below). Another potential disadvantage is that marketing 
costs would be higher, driving up the cost of providing insurance to a level 
comparable with that offered in the group market. Employers might then 
have a diffi cult time convincing employees that the voucher is of more value 
than traditional health benefi ts. They might also feel obligated to adjust 
the value of the voucher by age and sex to refl ect differential rates on the 
individual market, raising issues of equity in benefi ts. Another disadvantage 
is that while it might increase choice of products, a voucher model might 
not necessarily increase choice of insurer. While persons in large states and 
large metropolitan areas might be able to choose from 20 or more insurers, 
persons in small states could have very few options. For example, in some 
New England states, individual purchasers of health insurance have a 
handful of choices. In the state of Vermont, for example, one insurer offers 
HMO coverage in the individual market but two offer traditional indem-
nity coverage.14 While employees may not have a large choice of insurers or 
health plan options in the individual market today, were employers to move 
toward a voucher model, more insurers might consider offering coverage in 
the individual market.

The success of a voucher model in providing health insurance coverage 
to Americans would ultimately depend on a number of factors, including 
whether the voucher is large enough for employees to purchase a plan that 
they value and whether they would be able to pay the difference between the 
voucher amount and the cost of the health insurance. If employers provide 
vouchers that are large enough for employees to purchase health insur-
ance that they value, employees likely would be generally satisfi ed with the 
program. If, over time, the value of the voucher erodes relative to the cost 
of purchasing health insurance, some employees would drop health insur-
ance coverage. Ultimately, if employees face experience-rated premiums 
and employers offer community-rated vouchers, employees at high risk of 
14 Consumer Tips: Shopping for Individual or Small Group Health Insurance in Vermont, 
January 2007, published by the Division of Health Care Administration.
www.bishca.state.vt.us/HcaDiv/consumerpubs_healthcare/shopping_indiv-smallgroup_jan07.pdf 
(last reviewed June 2007).
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needing health care services may not be able to afford to purchase health 
insurance coverage. In other words, if premiums vary by certain charac-
teristics, such as age and health status, but vouchers do not vary by these 
same characteristics, then the premiums could greatly exceed the value of 
the vouchers for some employees. If voucher programs are seen as the cause 
of increases in the uninsured, policymakers might intervene with solutions 
that are less appealing to employers than simply offering comprehensive 
health benefi ts.

Massachusetts is currently making available a connector model for small 
business and other states are considering them, most notably California.

Conclusion
There is strong interest among employers (and unions) in redesigning 

health benefi t programs in response to rising costs. Some employers (some-
times in conjunction with a union) have turned to, and many others are 
considering, a concept called consumer-driven health benefi ts, a term used to 
describe a wide range of possible approaches to give consumers more control 
over some aspect of either their health benefi ts or health care. A movement 
to consumer-driven health benefi ts has implications for health benefi t costs, 
utilization of health care services, quality of health care, the health status of 
the population, risk selection, and efforts to expand health insurance cover-
age. Ultimately, the success or failure of the consumer-driven health benefi ts 
approach will be measured by its effect on the cost of providing health 
benefi ts and on the number of people with and without health benefi ts. 
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Additional Information

America’s Health Insurance Plans
601 Pennsylvania Avenue, NW
South Building, Suite 500
Washington, DC 20004
(202) 778-3200
www.ahip.org 

American Benefi ts Council
1212 New York Avenue, NW, Suite 1250
Washington, DC 20005
(202) 289-6700
www.americanbenefi tscouncil.org

Blue Cross Blue Shield Association
225 N. Michigan Avenue
Chicago, IL 60601
(312) 297-6000
www.bluecares.com

The Commonwealth Fund
One E. 75th Street
New York, NY 10021
(212) 606-3800
www.commonwealthfund.org

ERISA Industry Committee
1400 L Street, NW, Suite 350
Washington, DC 20005
(202) 789-1400
www.eric.org

International Foundation of Employee Benefi t Plans
P.O. Box 69
18700 W. Bluemound Road
Brookfi eld, WI 53008
(414) 786-6700 
www.ifebp.org 
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InterStudy, Incorporated
P.O. Box 4366
St. Paul, MN 55104
(612) 858-9291 
www.interstudypublications.com 

RAND
P.O. Box 2138
1700 Main Street
Santa Monica, CA 90406
(310) 393-0411 
www.rand.org 
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CHAPTER 30

OVERVIEW OF OTHER BENEFITS

Introduction
 Many employers offer employees a large array of benefi ts, in addition to 

retirement and health benefi ts, to meet the changing needs of the nation’s 
work force. Some of these benefi ts, such as group life insurance, employee 
assistance programs, and paid leave, have been staples of the voluntary U.S. 
benefi t system for decades. Employers have added others, including educa-
tion assistance, group legal plans, and dependent care, as the nature of the 
U.S. work force has changed. 

In addition to these voluntary benefi ts, the federal government requires 
employers to provide coverage for various services. Income in retirement is 
provided for retirees and their spouses through Social Security’s Old-Age 
and Survivors’ Insurance (OASI) program. Income protection for loss of 
income due to a disabling condition is provided through Social Security’s 
Disability Insurance (DI) program. Provision of health insurance coverage 
for the elderly and disabled is provided through Social Security’s Medicare 
program. Insurance against involuntary unemployment is required by the 
federal government through the unemployment insurance program.

Disability Benefi ts
In the event that an employee suffers an injury and is unable to perform 

his or her job for a period of time, there are a number of mandatory and 
voluntary disability insurance programs to help the employee through a 
fi nancially diffi cult time. 

Voluntary Programs—Employers offer two types of voluntary disabil-
ity programs: short-term and long-term disability insurance.  If an employee 
sustains an injury of short duration—typically up to six months—and is 
unable to perform the duties of his or her current position, a short-term 
disability program will replace a portion of an employee’s predisability earn-
ings. The typical replacement rate is anywhere from one-half to two-thirds 
of the employee’s predisability weekly earnings.  If the injury or illness is 
severe enough to keep the employee out of work for longer than six months, a 
long-term disability program will replace a portion of his or her predisability 
earnings.  Most plans replace 60 to 70 percent of the predisability earnings.  
If the disability last more than two years, the defi nition of disability changes 



328 Fundamentals of Employee Benefi t Programs

to the inability to perform any occupation that the person is reasonably 
suited to do by training, education, and experience.

Mandatory Programs: Workers’ Compensation—If an employee 
suffers an injury or illness while at work, and the condition is a direct result 
of performing his or her job duties, the workers’ compensation program will 
cover the related medical expenses and provide income replacement while 
the employee is out of work.  In exchange for these benefi ts, employees who 
receive workers’ compensation benefi ts are generally not allowed to fi le 
lawsuits against their employers for damages of any kind.  

Mandatory Programs: Social Security Disability—If a worker 
suffers a disability that is severely impairing, mentally or physically, such 
that he or she cannot perform any substantial gainful work, and the impair-
ment is expected to result in death or to last for a continuous period of not 
less than 12 months, the worker will qualify for the Social Security disability 
program.  Created in 1956, Social Security disability was originally open 
only to workers age 50 or older. The program was expanded over the years 
to cover all workers and dependents of disabled workers (U.S Social Security 
Administration, 2006).

Group Life Benefi ts
Many employers provide death benefi ts for survivors of deceased employ-

ees. There are two types of plans designed specifi cally for this purpose: group 
life insurance plans, which normally make lump-sum payments to a desig-
nated benefi ciary or benefi ciaries, and survivor income plans, which make 
regular (usually monthly) payments to survivors. Additionally, benefi ts may 
be paid to survivors from other employee benefi t plans (e.g., profi t-sharing, 
thrift savings, and pension plans). Survivor benefi ts are also available 
through the Social Security program.

The contract between the insurance company and the employer is 
usually for group term life insurance. Many associations and multi-employer 
plans also provide group term life benefi ts.1 The word term means that the 
coverage is bought for a specifi c time period (usually one year), with a renew-
able provision, and remains in effect only as long as premiums are paid. It 
also may be referred to as yearly or annual renewable term. Term insurance 
has no savings features and no buildup of cash value. It is pure insurance 
protection, paying a benefi t only at death. 

Group universal life programs (GULPs), fi rst introduced in 1985, 
developed from individual universal life policies (UL). UL is issued on an 
1  Other major types of group life insurance are permanent forms, including paid-up and or-
dinary life insurance. For more information on these two other types, see Rosenbloom, 2005. 
Since term insurance is the most popular group coverage, this chapter will focus primarily 
on group term life insurance.
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individual basis, whereas GULP coverage is available on a group basis. 
GULP plans may supplement a regular group term life insurance plan or 
may exist as stand-alone plans. 

GULPs combine group term life insurance with a savings element or 
cash accumulation feature. This investment element can be used to create 
nontaxable permanent insurance or to accumulate savings. GULPs are made 
available to employees by an employer to which a master policy has been 
issued, and employees pay the entire premium.

Unemployment Insurance
The Social Security Act of 1935 created the Federal-State Unemploy-

ment Compensation Program. The program has two main objectives: 1) to 
provide temporary and partial wage replacement to involuntarily unem-
ployed workers who were recently employed; and 2) to help stabilize the 
economy during recessions (U.S. Congress, 2004). The Federal Unemploy-
ment Tax Act of 1939 (FUTA) and titles III, IX, and XII of the Social Security 
Act form the framework of the system. 

FUTA currently imposes a 6.2 percent gross tax rate on the fi rst $7,000 
paid annually by covered employers to each employee. States may have 
a higher taxable wage base than the federal requirement of $7,000. As of 
January 2008, 43 states had a taxable wage base higher than the federal 
level, ranging up to $32,200 in Idaho (U.S. Department of Labor, 2008). 
Employers in states with programs approved by the federal government and 
with no delinquent federal loans may credit 5.4 percentage points against 
the 6.2 percent tax rate, making the minimum net federal unemployment 
tax rate 0.8 percent. Since all states have approved programs, 0.8 percent is 
the effective federal tax rate (U.S. Congress, 2004).

In 1976, Congress passed a surtax of 0.2 percent of taxable wages to be 
added to the permanent FUTA tax rate. Thus, the current effective 
0.8 percent FUTA tax rate has two components: a permanent tax rate of 
0.6 percent, and a surtax rate of 0.2 percent. The surtax has been extended 
fi ve times, most recently by the Taxpayer Relief Act of 1997, which extended 
it through Dec. 31, 2007 (U.S. Congress, 2004).

In order for a worker to receive unemployment compensation, he or she 
must have earned a certain amount of qualifying wages. In most states, this 
is defi ned as earnings in the fi rst four of the last fi ve completed calendar 
quarters. The purpose of this requirement is to limit unemployment com-
pensation to individuals with a current attachment to the labor force. Most 
states require a worker to meet a one-week waiting period before his or 
her fi rst benefi t payment. The worker must be able and available for work, 
actively seeking work, and free of any disqualifying event. A disqualifying 
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event is defi ned as quitting employment voluntarily, discharge for miscon-
duct, refusal of suitable work, or being part of a labor dispute.

Paid Leave
Paid vacations allow workers a specifi ed amount of leisure time to use at 

their discretion. The length of vacation time generally increases with tenure. 
Leave policies provide time off for holidays; enable workers to take leave for 
military-duty, funerals, and the birth or adoption of a child; and provide time 
off for workers who have short or long periods of illness.

To assist employees in balancing work/life confl icts and reduce their 
growing use of unscheduled leave, employers are increasingly turning to 
paid time off (PTO) banks. In short, a PTO bank combines separate vaca-
tion, personal, and sick leaves into one comprehensive plan that allows the 
employee the fl exibility to use leave for any reason. This eliminates the 
stress an employee may experience when, for instance, he or she feels obliged 
to take sick leave inappropriately to deal with a personal situation such as 
attending a parent-teacher conference. According to Hewitt Associates, in 
2006 between 22 percent and 32 percent of the surveyed programs are PTO 
banks (Hewitt Associates, 2006).

Lifestyle Benefi ts
As the evolution of the work force continues, lifestyle benefi ts, such as 

employee assistance programs, legal services, dependent care, and education 
assistance, have grown in popularity among workers and some employers. 

Employee Assistance Programs (EAPs)—EAPs provide counseling 
services directed toward acute problems that affect job performance. These 
programs were originally designed to identify and address the problem of 
employee alcoholism (and later drug abuse). Today, alcoholism and drug 
abuse continue to be a major focus of many EAPs. However, counseling is 
also being offered on stress management, family and marital problems, 
work place violence, pressures from child and elder care responsibilities, and 
coping with the effects of company downsizing.

Group Legal Services—Employed persons usually do not qualify for 
legal aid or the services of public defenders. As a result, most employed 
people tend to postpone seeking legal information and assistance until their 
needs become acute and, typically, more costly, according to the American 
Bar Association (ABA).

Legal services plans primarily provide preventive assistance by making 
legal information and advice readily available to workers. By preventing 
disputes or simple legal matters from becoming serious problems, they offer 
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the potential for reducing legal expenses; in addition, plan members often 
receive discounted rates.

Dependent Care
Child Care—Studies show that when employees experience child 

care diffi culties, the results are absenteeism, tardiness, decreased morale, 
and unproductive work time. Employers are beginning to respond to these 
problems as a way to increase productivity. Many employers have become 
involved in child care, especially those with a high proportion of younger 
employees, women, high turnover rates, and problems with absentee-
ism.  Employment-based child care programs may take a variety of forms. 
Examples range from company-sponsored day care centers, to access to 
child-care information, to direct fi nancial assistance, to fl exibility in work 
scheduling.

Elder Care—As with child care, elder care encompasses a large group 
of benefi ts that some employers offer.  Some of the services provided under 
elder care are similar to those provided under child care, such as  in-house 
resources and/or referral services, contracted referral services, and depen-
dent care fl exible spending accounts.  Other services and benefi ts, such as 
long-term care insurance, are unique to elder care.  

Flexible Work Arrangements—Flexible work schedules are another 
form of child- and elder-care support. Flexible work schedules refer to any 
adjustment in the hours worked that is different from a traditional fi xed 
daily schedule of fi ve days per week. Certain fl exible work schedule policies, 
such as fl extime, job sharing, compressed work week, and part-time work, 
have become valuable to many working parents.

Education Assistance 
Many individuals who cannot afford to fi nance their education in full 

look to federal loan or grant programs for fi nancial assistance. However, 
some of these programs are only available to students who are enrolled at 
least half-time. Many part-time students, therefore, are not eligible to receive 
government assistance. For these individuals, there are three formal educa-
tion assistance programs that employers may sponsor for their employees: 
tax-favored educational reimbursement programs (Sec. 162), educational 
assistance programs (Sec. 127), and qualifi ed scholarship programs. In 
addition to these formal programs, employers may sponsor informal educa-
tional opportunities for their employees, for example, in-house training and 
courses involving continuing education, personal development, and literacy 
enhancement.
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Sec. 529 Plans—States have begun developing their own aid programs 
to help residents meet the growing cost of a college education for their chil-
dren, and Congress has provided these plans with special tax status under 
Sec. 529 of the Internal Revenue Code. These savings programs are estab-
lished and administered by states for the purpose of setting aside savings for 
“qualifi ed higher education expenses.”

There are two basic types of Sec. 529 plans: a savings plan and a prepaid 
plan. A prepaid plan allows individuals to prepay college education expenses 
at today’s prices, while the savings plan allows an individual to set aside 
some money and earn a variable rate of return on the assets.
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CHAPTER 31

LEAVE BENEFITS

Introduction
Leave time is perhaps the most commonly provided employee benefi t. 

In 2008, paid vacations were offered to 78 percent of employees in private 
establishments and paid holidays were offered to 77 percent (U.S. Depart-
ment of Labor, 2008a). In June 2008, paid leave (defi ned as vacation, holiday, 
and sick leave) accounted for 6.3 percent of private-sector employer costs 
for total compensation (U.S. Department of Labor, 2008b). Paid vacations 
allow workers a specifi ed amount of leisure time to use at their discretion. 
The length of vacation time generally increases with tenure. Leave poli-
cies provide time off for holidays; enable workers to take leave for military 
duty, funerals, and the birth or adoption of a child; and provide time off for 
workers who have short or long periods of illness (sick leave is discussed 
later in this chapter; see also the chapter on short- and long-term disability 
for more information). 

Holidays
Paid holidays are not mandated by law, but employers perceive them as 

a necessary business expense. After an employee has completed a probation-
ary period, he or she becomes eligible for paid time off on holidays. The most 
commonly offered paid holidays are:

• New Years Day.
• Memorial Day.
• Independence Day.
• Labor Day.
• Thanksgiving Day.
• Christmas Day.

According to a Hewitt Associates survey, workers were offered an 
average of 11 paid holidays and personal days in 2007, whether or not they 
were exempt from the Fair Labor Standards Act (FLSA), the major federal 
law setting minimum wage and workweek standards (Hewitt Associates, 
2007a). (FLSA “nonexempt” means hourly workers, while “exempt” means 
wage and salary workers.)1 When a holiday falls on a Saturday or Sunday, 

1 FLSA exempts from its basic rules employees who require minimal supervision and exer-
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another day off is substituted, most commonly Friday or Monday. For FLSA 
nonexempt employees (hourly workers), a general requirement for employees 
to receive pay for a holiday is that they must work the day before and after 
the holiday. If an employee takes an unscheduled leave of absence, he or she 
must provide medical documentation or forfeit pay for the holiday (Rosen-
bloom, 2005).

Vacation Leave
Like paid holidays, vacation leave requires the employee to complete a 

service requirement before he or she becomes eligible for the benefi t. Accord-
ing to the U.S. Bureau of Labor Statistics, in 1997, 87 percent of full-time 
employees in medium and large private establishments were required to 
meet a service requirement (U.S. Department of Labor, 1999) to qualify for 
vacation. Thirty-three percent had a service requirement of six months or 
less, and 43 percent had a service requirement of seven months to one year. 
Additional vacation leave time is granted with increasing years of service. 
According to Hewitt Associates, after an employee has completed fi ve years 
of service, the average number of days of vacation leave was 15.3; after 
15 years, 20.5 days; and after 25 years, 24.0 days (Hewitt Associates, 2007a). 
Hewitt Associates found no signifi cant difference between exempt and non-
exempt employees (hourly vs. wage and salary) with regard to the number of 
vacations days allowed as tenure increases. 

Employees accumulate vacations days on an annual basis. Hewitt 
Associates found that, at year-end 2005, 39 percent of employers placed a 
limit on the number of vacation days that can be carried over but no limit on 
the number that may be accrued; 21 percent placed a limit on the number of 
vacation days that may be accrued but no limit on the number that may be 
carried over; and 25 percent required that all time accrued must be used in 
that year or forfeited (Hewitt Associates, 2006b). 

Only 10 percent of employers allow employees to sell unused vacation 
days. The most prevalent practices for selling vacation days are: selling 
back only once per year at the end of the year (47 percent), selling back 
between 8–40 hours (37 percent), and selling back at 100 percent of value. 
Upon termination, 87 percent of employers pay out for unused vacation time 
(Hewitt Associates, 2006b).

cise much discretion in performing their duties. According to the U.S. Department of Labor, 
the exact terms and conditions of an exemption must be related to the employee’s actual 
duties and not be merely a designation of the position as nonexempt. The ultimate burden 
of supporting the actual application for an exemption rests with the employer. The act also 
exempts specifi c categories and businesses.
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Personal Leave
Some employers offer personal days as time off for an employee to deal 

with personal situations that arise, such as needing to wait at home for a 
delivery. Employers offer this type of leave to reduce the number of unsched-
uled leaves of absence. In 2006, employers offered a median of two personal 
days to employees (Hewitt Associates, 2006b).

Military Leave
Military leave is granted to individuals who are in the National Guard 

or reserve component of the armed forces and who need leave time to main-
tain their military status. According to the U.S. Bureau of Labor Statistics, 
48 percent of employees were eligible for paid military leave in 2008 (U.S. 
Department of Labor, 2008a). 

In times of war (such as the Persian Gulf War) or military confl ict (such 
as the 1999 Kosovo air strikes), the Uniformed Services Employment and 
Reemployment Rights Act (USERRA) of 1994 states that veterans, reserv-
ists, and National Guard members who are on active duty or in required 
training must be allowed up to fi ve years of excused absences for their mili-
tary service. This leave is allowed so long as advance notice is given, when 
possible, and the employee returns to work in a timely manner (Rosenbloom, 
2005).

Sick Days
Nearly all employers provide sick days either as a stand-alone plan or 

as part of a paid time off bank (Hewitt Associates, 2006b). Sick days are a 
benefi t that allows the employee to call in sick for a minor illness such as 
a cold or fl u. For illnesses that last longer than two weeks, some employers 
provide short-term disability insurance (see the chapter on disability insur-
ance). Half of employers surveyed by Hewitt track the usage of sick leave 
days by both exempt and nonexempt employees. 

Paid Time Off Banks
To assist employees in balancing work/life confl icts and reduce their 

growing use of unscheduled leave, employers are increasingly turning to paid 
time off (PTO) banks. In short, a PTO bank combines separate vacation, per-
sonal, and sick leaves into one comprehensive plan that allows the employee 
the fl exibility to use leave for any reason. This eliminates the stress an 
employee may experience when, for instance, he or she feels obliged to take 
sick leave inappropriately to deal with a personal situation such as attend-
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ing a parent-teacher conference. According to Hewitt Associates, 24 percent 
of employers offered a PTO bank in 2007 (Hewitt Associates, 2007b).

In 2000, nearly 90 percent of employers surveyed reported that the PTO 
bank was effective in helping to attract and retain talented employees. When 
making the transition from traditional leave plans to a PTO bank, nearly all 
employers provided the same amount or more vacation leave. With regard 
to sick days, 60 percent of employers that did not offer health care coverage 
reduced the number of sick days employees were entitled to before imple-
mentation of a PTO bank (Hewitt Associates, 2001). 

Among employers that offer a PTO bank, a median of 19 PTO bank days 
were provided for an employee (exempt and nonexempt) with one year of 
service; after fi ve years of service, 23 days; after 15 years of service, 28 days; 
and after 25 years of service, 31 days (Hewitt Associates, 2007b). Nearly all 
employers with a PTO bank allow employees to carry over unused PTO bank 
days, but most limit the number of days that can be carried over into the 
next year.

Family and Medical Leave Act (FMLA) of 1993
FMLA is a federal law that requires employers with 50 or more workers 

to provide employees with leave for certain medical and family-related 
reasons. It took effect on Aug. 6, 1993, and is administered by the U.S. 
Department of Labor. It covers private employees, state employees, and 
federal government employees who work for an employer with 50 or more 
employees within 75 miles of a given work place (Society of Human Resource 
Management, 2000). The law requires that, to be eligible for FMLA leave, 
an employee must have worked at least 12 months for the employer and for 
1,250 hours in the past year. 

Employees are allowed to take up to 12 weeks of unpaid job-secure (or 
job-equivalent) leave during any 12-month period for the following reasons:

• Birth of a child.
• Adoption or foster care of a child.
• Caring for a spouse, child, or parent with a serious health condition.
• The serious health condition of the employee.

Leave for the birth or placement of an adopted or foster child must be 
completed within a one-year period from the date of the birth or placement 
of the child. A serious health condition is defi ned as one requiring inpatient 
care at a hospital, hospice, or residential medical care facility, or continu-
ing care by a doctor of medicine or osteopathy (Society for Human Resource 
Management, 2000).
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FMLA allows employees to take the leave intermittently (such as a day 
here or there as needed) or use the leave to reduce the workweek or workday. 
Intermittent leave for the birth or adoption of a child must be based on an 
arrangement worked out between employer and employee. Intermittent 
leave related to a serious health condition does not need the employer’s 
approval provided it is medically necessary.

FMLA allows an employer to require that an employee use up all avail-
able paid leave (e.g., vacation, personal, sick, or family) before taking unpaid 
leave. The employee is required to give 30 days notice prior to taking the 
leave, or as much notice as is practical. 
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Additional Information
Alliance of Work/Life Professionals
515 King Street, Suite 420
Alexandria, VA 22314
(703) 874-9383
www.awlp.org 

American Benefi ts Council
1212 New York Avenue, NW, Suite 1250
Washington, DC 20005
(202) 289-6700
www.americanbenefi tscouncil.org

Society for Human Resources Management
1800 Duke Street
Alexandria, VA 22314
(800) 283-7476
www.shrm.org 

U.S. Department of Labor
Employment Standards Administration
Wage and Hour Division
Compliance Assistance—Family and Medical Leave Act (FMLA)
www.dol.gov/esa/whd/fmla/#faq 
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CHAPTER 32 

UNEMPLOYMENT INSURANCE

Introduction
The Social Security Act of 1935 created the Federal-State Unemployment 

Compensation Program. The program has two main objectives: 1) to provide 
temporary and partial wage replacement to involuntarily unemployed 
workers who were recently employed; and 2) to help stabilize the economy 
during recessions (U.S. Congress, 2004). The Federal Unemployment Tax Act 
of 1939 (FUTA) and titles III, IX, and XII of the Social Security Act form the 
framework of the system. 

Funding
FUTA currently imposes a 6.2 percent gross tax rate on the fi rst $7,000 

paid annually by covered employers to each employee. States may have 
a higher taxable wage base than the federal requirement of $7,000. As of 
January 2008, 43 states had a taxable wage base higher than the federal 
level, ranging up to $32,200 in Idaho (Department of Labor, 2008). Employ-
ers in states with programs approved by the federal government and with no 
delinquent federal loans may credit 5.4 percentage points against the 
6.2 percent tax rate, making the minimum net federal unemployment tax 
rate 0.8 percent. Since all states have approved programs, 0.8 percent is the 
effective federal tax rate (U.S. Congress, 2004).

In 1976, Congress passed a surtax of 0.2 percent of taxable wages to be 
added to the permanent FUTA tax rate. Thus, the current effective 
0.8 percent FUTA tax rate has two components: a permanent tax rate of 
0.6 percent, and a surtax rate of 0.2 percent. The surtax has been extended 
fi ve times, most recently by the Taxpayer Relief Act of 1997, which extended 
it through Dec. 31, 2007 (U.S. Congress, 2004).

States may also experience rate employers’ tax rate. This allows states to 
assess a higher tax rate to employers with a high turnover rate. This experi-
ence rate assessment ranges from a minimum of 0.0 percent in 14 states 
(Colorado, Florida, Hawaii, Iowa, Michigan, Missouri, Montana, North Caro-
lina, South Dakota, Tennessee, Texas, Virginia, West Virginia, and Wyoming) 
to three states with higher than 10 percent (Georgia, Pennsylvania, and 
South Dakota) (U.S. Congress, 2004).
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Covered Work Force
When FUTA was fi rst created in 1939, it imposed a uniform federal tax 

on the payrolls of industrial and commercial employers that employed eight 
or more employees for at least 20 weeks per year. The Employment Security 
Amendments of 1970 and the Unemployment Compensation Amendments of 
1976 broadened this coverage to include all private employers in industry and 
commerce that employ one or more individuals for at least 20 weeks during 
the current year or pay $1,500 or more in wages and salaries during any 
calendar quarter. Agricultural and domestic employees face slightly modifi ed 
eligibility standards. Eligibility for benefi ts is generally determined by an 
unemployed worker’s previous attachment to the labor force as evidenced by 
a specifi ed amount of work or earnings in covered employment and by the 
unemployed worker’s ability and willingness to work.

Eligibility for Benefi ts—In order for a worker to receive unemploy-
ment compensation, he or she must have earned a certain amount of 
qualifying wages. In most states this is defi ned as earnings in the fi rst four 
of the last fi ve completed calendar quarters. The purpose of this requirement 
is to limit unemployment compensation to individuals with a current attach-
ment to the labor force. Most states require a worker to meet a one-week 
waiting period before his or her fi rst benefi t payment. The worker must be 
able to and available for work, actively seeking work, and free of any dis-
qualifying event. A disqualifying event is defi ned as quitting employment 
voluntarily, discharge for misconduct, refusal of suitable work, or being part 
of a labor dispute.

In general, benefi ts are based on a percentage of an individual’s earn-
ings over a recent 52-week period—up to a state maximum amount. Benefi ts 
can be paid for a maximum of 26 weeks in most states. Additional weeks of 
benefi ts may be available during times of high unemployment. Some states 
provide additional benefi ts for specifi c purposes. Benefi ts are subject to 
federal income taxes and must be reported on an individual’s federal income 
tax return. A benefi t recipient may elect to have the tax withheld by the state 
unemployment insurance agency (U.S. Department of Labor, Unemployment 
Insurance Fact Sheet).

The Tax Reform Act of 1986 made all unemployment compensation ben-
efi ts taxable after Dec. 31, 1986.

Extended Benefi ts
Extended benefi ts are available to workers who have exhausted regular 

unemployment insurance benefi ts during periods of high unemployment. The 
basic extended benefi ts program provides up to 13 additional weeks of ben-
efi ts when a state is experiencing high unemployment. Some states have also 
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enacted a voluntary program to pay up to seven additional weeks (20 weeks 
maximum) of extended benefi ts during periods of extremely high unem-
ployment. Extended benefi ts may start after an individual exhausts other 
unemployment insurance benefi ts. Not everyone who qualifi es for regular 
benefi ts qualifi es for extended benefi ts. The state agency advises individuals 
of their eligibility for extended benefi ts (U.S. Department of Labor, Extended 
Benefi ts Fact Sheet).

Disaster Benefi ts
Disaster Unemployment Assistance provides fi nancial assistance to indi-

viduals whose employment or self-employment has been lost or interrupted 
as a direct result of a major disaster declared by the president of the United 
States. Before an individual can be determined eligible for Disaster Unemploy-
ment Assistance, it must be established that the individual is not eligible for 
regular unemployment insurance benefi ts (either state or federal benefi ts). 
The program is administered by states as agents of the federal government.

Disaster Unemployment Assistance is available to unemployed U.S. 
nationals and qualifi ed aliens who have worked or have been self-employed if 
they:

• Worked or were self-employed in an area declared to be a federal disaster 
area, or were scheduled to begin work or self-employment in an area 
declared to be a federal disaster area.

• Can no longer work or perform services as a direct result of a disaster.
• Establish that the work or self-employment they can no longer perform 

was their primary source of income.
• Do not qualify for regular unemployment insurance benefi ts from any 

state.
• Cannot perform work or self-employment because of an injury or because 

they were incapacitated as a direct result of the disaster.
• Became the breadwinner or major support of a household because of the 

death of the head of the household.

Suffering a monetary loss due to damage of property or crops does not 
automatically entitle an individual to Disaster Unemployment Assistance. 
 Disaster Unemployment Assistance is available to individuals for weeks 
of unemployment beginning after the date the major disaster began and for 
up to 26 weeks after the major disaster was declared by the president, as long 
as their unemployment continues to be a result of the major disaster. The 
maximum weekly benefi t amount is determined under the provisions of the 
state law for unemployment insurance in the state where the disaster occurred 
(U.S. Department of Labor, Disaster Unemployment Assistance Fact Sheet).
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CHAPTER 33

VOLUNTARY DISABILITY INCOME PLANS

Introduction
Unexpected illness or injury can result in a person’s inability to work, 

creating serious fi nancial problems for the individual and his or her family. 
The costs of necessary medical treatment can exacerbate these fi nancial 
problems. Health insurance plans may help to pay for medical care costs, 
while private and public disability income plans may replace a portion of a 
disabled worker’s lost income. 

Industry and government studies suggest that total disability-related 
costs now represent 6 percent to 12 percent of payroll for the average 
company. In 2004, the Bureau of Labor Statistics reported there were a total 
of 1.3 million injuries and illnesses in the private sector which required time 
away from work for recuperation. The median days away from work was 
seven (U.S. Department of Labor, 2006).

A survey by the U.S. Bureau of the Census found that, in 2002, 
4.8 percent of persons age 15 and over—including 3.1 percent of those 
ages 25–64 and 16.3 percent of those age 65 and over—needed personal 
assistance with one or more activities of daily living (ADL) or instrumental 
activities of daily living (IADL) (U.S. Department Of Commerce, 2006). The 
survey also found that the proportion of women of all ages with disabilities 
was 19.5 percent, compared with 16.7 percent for men of all ages. The dif-
ference occurs largely because women outnumber men in the elderly age 
groups. Among people aged 16–64, the report indicated that 11.8 million, or 
6.4 percent, were limited in the kind or amount of work they could do. 

In the past, many employers offered informal pay-continuation arrange-
ments to disabled employees—especially salaried employees. In 2008, 
30 percent of workers were participating in a long-term disability insur-
ance program and 38 percent were participating in a short-term disability 
program (U.S. Department of Labor, 2008). Virtually all jobs are covered by 
mandatory public disability plans (e.g., Social Security and workers’ compen-
sation). Public- and private-sector disability income plans cover short-term 
and long-term disabilities.

Overview
Individual employers, jointly managed (Taft-Hartley) trust funds, and 

employer associations may offer private disability income plans. Before a 
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private plan is adopted, a number of plan design and administrative ques-
tions must be answered. For example: What benefi t level should be provided? 
How long should benefi ts be provided? What portion of the benefi ts should be 
paid by employers and what portion should be paid by employees?

Employers are legally required to contribute to the public disability 
plans (see chapters on Social Security Disability Insurance and workers’ 
compensation). To avoid costly duplication, private plan sponsors should 
recognize all sources of disability income when determining benefi t levels. 
This is usually accomplished by a benefi t integration provision. Integration 
is intended to limit combined disability benefi ts to a reasonable income 
replacement level (i.e., the portion of a worker’s income prior to disability 
that is replaced after disability occurs). 

There are two primary types of private disability income plans: short-
term disability plans (in which benefi t payments usually are provided for 26 
weeks or less) and long-term disability plans (in which benefi t payments are 
usually provided after short-term benefi ts have ended). 

Short-Term Disability
A short-term disability is usually defi ned as an employee’s inability 

to perform the duties of his or her current position. Paid sick leave and 
short-term disability plans protect workers against loss of income during 
temporary absences from work due to illness or accident. Sick leave is 
provided to most employees and short-term disability or sickness and 
accident insurance to a signifi cant but smaller number of workers. Some 
workers have both sick leave and short-term disability plans, with the two 
benefi ts coordinated. The duration of short-term disability benefi ts ranges 
from 13 weeks to 52 weeks, although most workers are covered for up to 26 
weeks. Short-term disability plans usually specify when successive periods 
of disability are considered to be separate disabilities and when they are 
considered to be a continuous disability. 

Often, paid sick leave is available to the employee without any waiting 
period, and it may be used during the interim before sickness and accident 
insurance payments begin. Under most sickness and accident insurance 
plans, the disability must exist for at least one week before a worker 
becomes eligible for benefi ts. This waiting period is intended to control plan 
costs and simplify plan administration.

Sick leave usually provides 100 percent of a worker’s normal earnings, 
and the plan frequently specifi es a number of covered days each year that 
are permitted for paid sick leave (e.g., 13 days). Other plans provide sick 
leave benefi ts (e.g., 30 days) per illness instead of per year. When used in 
conjunction with sick leave plans, sickness and accident plans provide bene-
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fi ts after sick leave benefi ts are exhausted. The level of sickness and accident 
benefi ts for short-term disability may be expressed as a fl at dollar amount or 
as a percentage of employee earnings. The level and duration of benefi ts may 
increase with service. Generally, benefi ts replace between one-half and two-
thirds of a person’s predisability gross weekly income. Many believe that a 
higher replacement rate would create a disincentive for employees to return 
to work. 

Employers usually pay for short-term disability plans. These plans 
may be fi nanced under a group insurance contract with a private insurance 
carrier, an employer self-insurance arrangement, an employer-established 
employee benefi t trust fund, a Taft-Hartley multiemployer welfare fund, or 
general corporate assets (e.g., for a sick leave plan). Short-term disability 
plans may be administered by an employer, an insurance carrier, or the 
board of trustees of a Taft-Hartley plan. 

Data from the Bureau of Labor Statistics (BLS) indicate that in 2008, 
38 percent participated in a short-term disability or sickness and accident 
insurance program (U.S. Department of Labor, 2008).

Long-Term Disability
In most long-term plans, disability for the fi rst two years is defi ned 

slightly differently from disability under short-term plans (e.g., an employ-
ee’s inability to perform the duties of his or her occupation vs. the duties of 
his or her current position). If the disability continues for more than two 
years, the defi nition of disability usually changes to the inability to perform 
any occupation that the person is reasonably suited to do by training, 
education, and experience. Some plans use the payment of Social Security 
disability benefi ts as the sole test for ascertaining whether a participant 
should receive long-term disability benefi ts under the plan. 

Private sources of long-term disability benefi ts include disability 
provisions under long-term disability plans, group life insurance, employ-
ment-based pension plans, and other insurance arrangements (e.g., 
individual insurance protection). Like short-term benefi ts, long-term dis-
ability benefi ts are integrated with benefi ts from other sources to produce 
reasonable replacement rates and to control costs. 

Long-term benefi ts generally begin after short-term disability benefi ts 
(sick leave and sickness and accident insurance) expire. Most plans provide 
benefi ts for the length of a disability, up to a specifi ed age (e.g., age 65, when 
Social Security and employment-based retirement benefi ts usually begin). 
Under the 1986 Amendments to the Age Discrimination in Employment Act, 
which abolished mandatory retirement, plans that provide disability benefi ts 
cannot impose an upper age limit on active employees’ eligibility for these 
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benefi ts. The benefi ts may be paid to employees age 65 or over who become 
disabled, based on age-related cost considerations. Employers must either 
provide equal benefi ts to employees regardless of age, or—as is usually 
the case—provide benefi ts that are equal in cost to employees of all ages. 
Because disability costs rise with age, this means that employees who are 
disabled at older ages may be paid disability benefi ts for a shorter duration 
or lower benefi ts for the same duration, relative to younger employees.

Typically, long-term disability plans pay benefi ts amounting to approxi-
mately 60 percent of a person’s predisability monthly pay. However, some 
plans provide as much as 70 percent of predisability pay. Additionally, some 
plans contain a provision stating that private-sector long-term disability 
benefi ts, plus Social Security disability benefi ts, cannot exceed a stated 
amount (e.g., 75 percent of predisability salary). Most plans set a limit on 
monthly payments, e.g., between $4,000 and $10,000. The cost of long-term 
disability benefi ts may be fi nanced by employer contributions, employee 
contributions, or employer/employee cost sharing. 

Similar to short-term disability plans, long-term plans usually specify 
when successive periods of disability are considered to be separate dis-
abilities and when they are considered to be a continuous disability. Also, 
some long-term plans provide for continued payment of at least some dis-
ability benefi ts when long-term disabled persons engage in rehabilitative 
employment. 

BLS data indicate that in 2008, 30 percent of workers in private estab-
lishments had long-term disability insurance (U.S. Department of Labor, 
2008).
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CHAPTER 34

GROUP LIFE INSURANCE PLANS

Introduction
Many employers provide death benefi ts for survivors of deceased employ-

ees. There are two types of plans designed specifi cally for this purpose: group 
life insurance plans, which normally make lump-sum payments to a desig-
nated benefi ciary or benefi ciaries, and survivor income plans, which make 
regular (usually monthly) payments to survivors. Additionally, benefi ts may 
be paid to survivors from other employee benefi t plans (e.g., profi t-sharing, 
thrift, and pension plans). Survivor benefi ts are also available through the 
Social Security program (see Social Security chapter). This chapter discusses 
group life insurance plans.

The concept of individual life insurance was developed centuries ago, 
but group life insurance developed more recently. In 1911, the fi rst known 
group life insurance contract was created at the Pantasote Leather Company 
in Passaic, NJ. The contract was called the yearly renewable term employees’ 
policy and included many features that are standard in today’s group term 
life policies. According to the American Council of Life Insurers (ACLI), by 
the end of 1920, there were 6,000 group life insurance master policies1 in 
force, providing total coverage of $1.6 billion; by 1940, there were 23,000 
master policies providing total coverage of $15 billion; and by 1945, there 
were 31,000 master policies providing total coverage of $22 billion (American 
Council of Life Insurers, 2002). 

The wage freeze of World War II spurred a boom in group life insurance. 
Employees, knowing they could not get wage increases, requested additional 
benefi ts. Employment-based life insurance coverage was one of the most-
demanded benefi ts. As a result, by 1950 there were approximately 56,000 
group life insurance master policies in force, providing total coverage of 
$48 billion. 

Employment-based life insurance has continued to grow. At the end of 
2005, 167.1 million group life insurance certifi cates were providing 
$7.1 trillion of coverage to Americans—most of it employer sponsored. This 
group coverage accounted for 44.9 percent of the face value of all life insur-
ance in force in the United States at the end of 2005 (American Council of 
Life Insurers, 2006).

1 A master policy is a policy issued to an employer or trustee establishing a group insurance 
plan for designated members of an eligible group.
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In 2006, 50 percent of employees in private industry participated in 
employer-provided life insurance protection (U.S. Department of Labor, 
2006). 

The Insurance Contract
The contract between the insurance company and the employer is 

usually for group term life insurance. Many associations and multiemployer 
plans also provide group term life benefi ts.2 The word term means that the 
coverage is bought for a specifi c time period (usually one year), with a renew-
able provision, and remains in effect only as long as premiums are paid. It 
may be referred to as yearly or annual renewable term. Term insurance has 
no savings features and no buildup of cash value. It is pure insurance protec-
tion, paying a benefi t only at death. 

The cost of providing group life coverage varies, depending on the 
insurer and the covered group. For small groups, charges usually are taken 
from a standard rates table. Monthly premiums typically range from $0.08 
per $1,000 of coverage for employees under age 30 to $1.17 per $1,000 
of coverage for employees in their early 60s. For large groups, the initial 
premium might also be taken from a standard rates table; however, in the 
second and subsequent years of coverage, plans are often designed such that 
the premium varies according to the group’s claims experience. After the 
fi rst year, the net premium for a large group is essentially the sum of claims 
incurred plus the insurer’s administrative costs and an amount to provide 
for profi t and risk. 

Plan Provisions
Eligibility—Most group term life plans allow permanent full-time 

employees to be eligible for coverage on the fi rst day of active employment. 
Some plans require that participants work a minimum period (typically one 
to three months) to qualify for the plan.

Amounts of Insurance—Employers provide varying levels of coverage. 
The amount of coverage can be based on one or more factors (e.g., occupa-
tion and/or salary). According to the Bureau of Labor Statistics (BLS), the 
most common method of determining basic coverage for employees in private 
industry in 2003 was the multiple-of-earnings benefi t. Fifty-seven percent of 
employees in the BLS survey had a basic life insurance plan determined by 
the multiple-of-earnings method. A dollar amount benefi t, which occasionally 
2 Other major types of group life insurance are permanent forms, including paid-up and ordi-
nary life insurance. For more information on these two other types, see Rosenbloom, 2005. 
Since term insurance is the most popular group coverage, this chapter will focus primarily 
on group term life insurance.
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varies with earnings or service, was the other prevalent means of provid-
ing life insurance protection. Thirty-eight percent of employees in the BLS 
survey had basic life insurance determined by a fl at dollar amount (i.e., not 
varying with earnings or service), often $5,000–$15,000. Although it typically 
provides smaller amounts of insurance than earnings-based formulas, fl at-
amount coverage has improved considerably over the years (U.S. Department 
of Labor, 2005).

Employee Cost—Employers typically pay the entire cost of basic life 
insurance. When life insurance benefi ts are offered as part of a cafeteria plan 
or reimbursement account, employee contributions may be required. Another 
form of employee contribution is a specifi ed fl at dollar amount (e.g., $0.20 
per $1,000 of coverage per month). In supplemental plans, the cost is usually 
paid entirely by the employee. Supplemental coverage is more prevalent for 
employees who have their basic insurance determined by a multiple-of-earn-
ings formula than for those with a fl at dollar amount of coverage.

Dependent Life Insurance—As part of the group life insurance 
plan, some employers offer insurance coverage for dependents. The cost of 
dependent coverage is usually paid by employees who elect such protection. 
Dependent life insurance usually provides a fl at dollar benefi t for a worker’s 
spouse and an equal or smaller benefi t for children (usually between the 
ages of 14 days and 19 years), although the benefi t may vary by employee 
option or may be a percentage of employee coverage. Spousal coverage typi-
cally provides benefi ts of $5,000 or more, while coverage for children usually 
offers benefi ts of $1,000, $2,000, or $5,000 per child. 

Accidental Death and Dismemberment (AD&D) Insurance—
Frequently, group life insurance plans include AD&D insurance. This 
insurance provides additional benefi ts if a worker dies in an accident or loses 
an eye or a limb in an accident. In the case of accidental death, the AD&D 
benefi t commonly equals the basic life insurance benefi t, whereas in the case 
of dismemberment, the AD&D benefi t is usually equal to only a portion of 
the basic life insurance benefi t.

Benefi ciary Provisions—Under a typical group plan, employees may 
designate and change the benefi ciaries who are to receive their group life 
insurance proceeds. At an insured employee’s death, the stipulated benefi t is 
paid directly to the named benefi ciary. If payment cannot be made to a desig-
nated benefi ciary, group contracts usually permit payment by the insurance 
company to one or more of a group of the employee’s surviving relatives.

Benefi ts for Retired Persons and Older Active Workers—Most group 
life policies are designed to cover active employees. Coverage for active older 
employees can be reduced to refl ect the increase in the cost of life insurance 
as a result of age. This practice will not violate the Age Discrimination in 
Employment Act as long as the reduction for an employee of a particular age 
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is justifi ed by the increased cost of coverage for that employee’s specifi c age 
bracket, encompassing no more than fi ve years. Plans that reduce coverage 
typically make their fi rst reduction at age 65 or 70. Many plans reduce cover-
age for older workers only once, but other plans reduce coverage in several 
stages. At retirement, basic life insurance coverage may continue (often for 
the rest of the retiree’s life), but the amount of the benefi t is usually reduced 
at least once during retirement. 

Conversion Privileges—If an employee’s insurance ceases under 
certain situations (e.g., employment termination or retirement), the 
employee may convert his or her group coverage to an individual policy. 
Under state law, the employee is generally permitted to obtain an indi-
vidual ordinary life insurance policy of an amount equal to the amount of 
the employee’s previous coverage. Application must be made in writing and 
a premium (based on the employee’s age, type of insurance, and the class 
or risk involved) paid within 30 days after termination of group coverage 
(Mamorsky, 1992). 

A second conversion situation exists when the group master policy itself 
is terminated or amended so as to terminate the insurance on all employees 
or on the class of employees to which the employee belongs. In this situation, 
the conversion privilege is available for employees who have been insured at 
least fi ve years, and the maximum amount that may be converted on any one 
life is $2,000 (Rosenbloom, 2005). 

Disability Benefi ts—Group plans generally continue to provide some 
life insurance protection for a covered employee who becomes totally and 
permanently disabled. Although group term life plans contain three basic 
types of provisions regarding the continuation of coverage in the event of a 
covered person’s disability, the most common is a waiver-of-premium disabil-
ity benefi t.3 Under such a provision, coverage is continued at no cost to the 
disabled employee, providing: 

•  The employee is under a specifi ed age (such as 60 or 65) at the onset of 
disability.

•  The employee is covered under the plan at the onset of disability.
•  Disability continues until death.
•  Proof of total and continuous disability is presented as required by the 

plan.

Optional Forms of Payment—The standard payment method for 
group life insurance claims is a lump-sum distribution. However, virtually 
all insurers permit other settlement arrangements at the insured employee’s 

3 The two other provisions are a maturity value benefi t and an extended death benefi t. For 
more information on these provisions, see Rosenbloom and Hallman, 1991.
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option (or the benefi ciary’s option, if the employee did not make an election 
before death). Alternative payment arrangements include installment pay-
ments and life income annuities. 

Taxation
The employer’s premiums for group term life insurance are tax deduct-

ible as a business expense, and the benefi ts paid to benefi ciaries are exempt 
from federal income taxation up to a limit. However, the proceeds are gener-
ally subject to estate taxes. 

Employees may receive up to $50,000 in employer-provided life insur-
ance coverage without paying income tax on the amount. On coverage 
beyond $50,000, the employee is taxed on the cost4 of the balance. In cases 
where an employee contributes toward the cost of the insurance, that part of 
the contribution is credited to any coverage in excess of $50,000. 

Group Universal Life Programs
Group universal life programs (GULPs) were fi rst introduced in 1985 

and developed from individual policy universal life (UL) programs. UL is 
issued on an individual basis, whereas GULP coverage is available on a 
group basis. GULP plans may supplement a regular group term life insur-
ance plan or may exist as stand-alone plans. 

GULPs combine group term life insurance with a savings element or 
cash accumulation feature. This investment element can be used to create 
nontaxable permanent insurance or to accumulate savings. GULPs are 
made available to employees by an employer to which a master policy has 
been issued, and employees pay the entire premium. According to ACLI, in 
2000, life insurance companies issued 981 certifi cates for group universal life 
insurance, and 8,048 certifi cates for group universal life insurance were in 
force in 2000 (American Council of Life Insurers, 2002). 

Participation by employees is voluntary. A formula in the plan is used 
to establish the amount of life insurance coverage available to employees 
(e.g., one or two times compensation). Employees may choose to contribute 
only to the cost of term protection and administrative expenses, but many 
also contribute to the savings element. All employee contributions (including 
those to the cash value) are withheld from after-tax pay, although the invest-
ment earnings on the cash value are not taxed until coverage is surrendered 
or until the cash values are taken as income or withdrawn. This tax-deferred 
buildup of the cash values is an attractive feature for the employees.

4 A table in the Internal Revenue Code determines cost, although this cost may differ some-
what from the actual cost of the insurance.
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Another feature important to employees is the portability of GULPs. 
When a participating employee terminates employment (e.g., to change jobs 
or to retire), he or she may make premium payments directly to the insur-
ance company and hence continue coverage. Employees may withdraw cash 
values at any time and may take loans against their cash values.

Some GULPs limit coverage to employee life insurance, but others allow 
employees to include accidental death and dismemberment insurance and 
dependent coverage for spouses and children. Children are usually only 
covered for term insurance, whereas spouses may be able to accumulate 
cash values. Some plans also allow employees to add coverage payable in the 
event of the employee’s disability.

Premium rates for the term insurance portion of each employee’s group 
coverage are stated in the plan and usually increase with the employee’s age. 
These rates are usually guaranteed for some amount of time (e.g., one, three, 
or fi ve years) and may be lower than individual term rates. The interest 
credited to cash values is set periodically by the insurance company. Once a 
rate is set, it may be guaranteed for a limited period of time (e.g., one year). 
There is also a guaranteed minimum interest rate that is set for purposes of 
state insurance and federal tax laws.

Living Benefi ts
Living benefi ts, also known as viatical settlements, allow the insured to 

receive the proceeds payable on death while still living. The amount received 
is the actuarially discounted value based on the individual’s expected 
remaining lifetime and is paid by a third party (a living benefi ts company) 
rather than by the insurance company that issued the life insurance policy. 
The living benefi t company typically takes an irrevocable absolute assign-
ment of the life insurance policy and in return pays (in cash) 50 percent 
to 80 percent of the face amount of an individual life insurance policy of a 
terminally ill individual (and sometimes of an individual who has attained 
a specifi ed age, such as 83 or over). As terminally ill patients reach lifetime 
health benefi t limits in an employment-based health benefi t plan, they may 
fi nd living benefi ts attractive since they allow individuals to access the 
cash value of the life insurance policy while still living, usually to help pay 
medical bills.

Conclusion
The death of a worker can be fi nancially devastating to his or her 

family. Employer-sponsored life insurance benefi ts can ease the ensuing 
fi nancial diffi culties. The number of employer-sponsored life insurance plans 
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has grown signifi cantly, attesting to their importance. To design effective 
programs and to ensure an adequate amount of compensation for family 
members in the case of the covered employee’s death, employers and employ-
ees should consider how these plans fi t in with other potential private and 
public sources of life insurance, survivor benefi ts, and death benefi ts. 
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CHAPTER 35

WORKERS’ COMPENSATION

[This chapter is excerpted with permission from the National Academy of 
Social Insurance, Workers’ Compensation: Benefi ts, Coverage, and Costs, 
2006,  www.nasi.org]

Introduction
Workers’ compensation pays for medical care, rehabilitation and cash 

benefi ts for workers who are injured on the job or who contract work-related 
illnesses. It also pays benefi ts to families of workers who die of work-related 
causes. Each state has its own workers’ compensation program. 

The lack of uniform reporting of states’ experiences with workers’ 
compensation makes it necessary to piece together data from various sources 
to develop estimates of benefi ts paid, costs to employers, and the number of 
workers covered by workers’ compensation. Unlike other U.S. social insur-
ance programs, state workers’ compensation programs have no federal 
involvement in fi nancing or administration. And, unlike private pensions 
or employer-sponsored health benefi ts that receive favorable federal tax 
treatment, no federal laws set standards for “tax-qualifi ed” plans or require 
comprehensive reporting of workers’ compensation coverage and benefi ts.1 
The general lack of federally mandated data means that, states vary greatly 
in the data they have available to assess the performance of workers’ com-
pensation programs. 

Workers’ compensation is an important part of American social insur-
ance. As a source of support for disabled workers, it is surpassed in size only 
by Social Security disability insurance and Medicare. Workers’ compensation 
programs in the 50 states, the District of Columbia, and federal programs paid 
$54.7 billion in benefi ts in 2006. Of the total, $26.5 billion paid for medical 
care and $28.2 billion paid for cash benefi ts (calculated from Figure 35.1).

Workers’ compensation programs are undergoing changes. Total benefi ts 
rose at double-digit rates in the 1980s, and then declined in absolute dollar 
amounts and relative to wages of covered workers in the 1990s. Benefi ts and 

1  A new reporting requirement was enacted in 2007, Sec. 111 of S 2499 (now Public Law No. 
110-173) that workers’ compensation claims administrators must report to CMS 
(Centers for Medicare & Medicaid Services) information about workers’ compensation 
recipients who are entitled to Medicare.
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costs relative to covered wages fell for the second consecutive year in 2006 
(Figure 35.2)

Workers’ compensation differs from Social Security disability insurance 
and Medicare in important ways. Workers’ compensation pays for medical 
care for work-related injuries beginning immediately after the injury occurs; 
it pays temporary disability benefi ts after a waiting period of three to seven 
days; it pays permanent partial and permanent total disability benefi ts to 
workers who have lasting consequences of disabilities caused on the job; 
in most states it pays rehabilitation and training benefi ts for those unable 
to return to pre-injury careers; and it pays benefi ts to survivors of workers 
who die of work-related causes. Social Security, in contrast, pays benefi ts to 
workers with long-term disabilities from any cause, but only when the dis-
abilities preclude work. Social Security also pays for rehabilitation services 
and in addition pays for survivor benefi ts to families of deceased workers. 
Social Security begins after a fi ve-month waiting period and Medicare 
begins 29 months after the onset of medically verifi ed inability to work. In 
2006, Social Security paid $91.7 billion in cash benefi ts to disabled workers 
and their dependents, while Medicare paid $52.2 billion for health care for 
disabled persons under age 65 (Social Security Administration, 2007, and 
Centers for Medicare & Medicaid Services, 2007). 

Paid sick leave, temporary disability benefi ts, and long-term disability 
insurance for non-work-related injuries or diseases are also available to 
some workers. About 70 percent of private-sector employees have sick leave 
or short-term disability coverage, while 30 percent have no income protection 
for temporary incapacity other than workers’ compensation. Sick leave typi-
cally pays 100 percent of wages for a few weeks. Private long-term disability 
insurance that is fi nanced, at least in part, by employers covers about 
30 percent of private sector employees and is usually paid after a waiting 
period of three to six months, or after short-term disability benefi ts end. 
Long-term disability insurance is generally designed to replace 60 percent 
of earnings and is reduced if the worker receives workers’ compensation or 
Social Security disability benefi ts. 

Recent Developments
Total cash benefi ts to injured workers and medical payments for their 

health care were $54.7 billion in 2006, a 1.5 percent decline from $55.4 
billion in 2005 (Figure 35.1). Medical payments slightly increased to $26.5 
billion, while cash benefi ts to injured workers declined by 3.5 percent, to 
$28.2 billion from $29.2 billion in the prior year (Figure 35.2).

Costs to employers fell by 1.5 percent in 2006 to $87.6 billion. Costs for 
self-insured employers are the benefi ts they pay plus their administrative 
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costs. For employers who buy insurance, costs are the premiums they pay 
in the year, plus benefi ts they pay under deductible arrangements in their 
insurance policies. From an insurance company’s perspective, premiums 
received in a year are not expected to match up with benefi ts paid that year. 
Rather, the premiums are expected to cover all future liabilities for injuries 
that occur in the year. 

The National Academy of Social Insurance (NASI) measures of benefi ts 
and employer costs are designed to refl ect the aggregate experience of two 
stakeholder groups—workers who rely on compensation for work-place inju-
ries and employers who pay the bills. The NASI measures are not designed 
to assess the performance of the insurance industry or insurance markets. 
Other organizations analyze insurance trends.2 

For long-term trends, it is useful to consider workers’ compensation ben-
efi ts and employer costs relative to aggregate wages of covered workers. In 
a steady state scenario, one might expect benefi ts to keep pace with covered 
wages. This would be the case with no change in the frequency or severity of 
injuries and if wage replacement benefi ts for workers and medical payments 
to providers tracked the growth of wages in the economy generally. However, 
in reality, benefi ts and costs relative to wages vary signifi cantly over the 
years. 

2  Rating bureaus, for example, assess insurance developments in the states and advise 
regulators and insurers on premium changes. 

Figure 35.1

Workers’ Compensation, 2006
Summary

    Percentage 

 2005 2006 Change

Covered Workers 128,140,998 130,322,233   1.7%

Covered Wages (in $ billions) $5,212 $5,543 6.3

Workers’ Compensation Benefi ts Paid (in $ billions) $55.5 $54.7 –1.5

Percentage of Benefi ts Paid for Medical Care 47.3% 48.4%   2.3

Employer Costs for Workers’ Compensation (in $ billions) $88.9 $87.6 –1.5

Benefi ts per $100 of Covered Wages $1.07 $0.99 7.4

Employer Costs per $100 of Covered Wages $1.71 $1.58 –7.6

Benefi ts per Covered Worker $433 $420 –3.0

Employer Costs per Covered Worker $694 $672  –3.2

Source: National Academy of Social Insurance.
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In 2006, aggregate wages of covered workers rose by 6.3 percent. 
This increase was the combined effect of a 1.7 percent increase in covered 
workers—due to job growth in the economy—and a 4.6 percent increase 
in the workers’ average wages. In 2006, workers’ compensation covered 
an estimated 130.3 million workers, an increase of 1.7 percent from the 
128.1 million workers covered in 2005. In 2006, employment increased for 
the third year in a row after declining between 2000 and 2003. 

When measured relative to the wages of covered workers, both employer 
costs and benefi ts for workers fell in 2006 (Figure 35.1). Total payments 
on workers’ behalf fell by eight cents to $0.99 per $100 of covered wages: 
Medical payments fell from $0.50 per $100 of wages in 2005 to $0.48 in 2006, 
while wage-replacement benefi ts fell by fi ve cents per $100 of wages to $0.51. 
The cost to employers fell by 13 cents per $100 of covered wages, to $1.57 in 
2006 from $1.70 in 2005. 

Figure 35.2 shows the trends in employer costs and in cash and medical 
benefi ts combined as a share of covered wages over the past 18 years. Ben-
efi ts and costs declined sharply from their peaks in the early 1990s, reached 
a low in 2000, rebounded somewhat after 2000, and then declined in the last 
few years. As a share of covered wages, benefi ts in 2006 were at their lowest 
point in the last last 18 years at $0.99 per $100 of wages in 2006. 

A total of 5,840 fatal work injuries occurred in 2006, which is a 
1.8 percent increase from the number reported in 2005 and which continues 
a general trend of increasing work-place fatalities since 2002. Transportation 
incidents continued to be the leading cause of on-the-job fatalities in 2006, 
accounting for 42 percent of the total. Contact with objects and equipment, 
falls, and assault and violent acts (homicides, and self-infl icted injuries), 
were the other leading causes of death, accounting for 17 percent, 14 percent, 
and 13 percent, respectively (U.S. Department of Labor, 2007a). 

Longer Trends in Workers’ Compensation Benefi ts and Costs
The absolute dollar amount of workers’ compensation benefi ts fell 

for the second consecutive year in 2006. The increases in benefi ts in 1997 
through 2004 occurred after dollar benefi ts had fallen for three years (from 
1995 through 1997). Employer costs fell in 2006 for the fi rst time since 1998 
(Figure 35.3). The increase in employer costs in 1999 through 2005 occurred 
after employer costs had declined for fi ve straight years (from 1994 through 
1998).
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Possible Reasons for Changes in Total Benefi ts and Costs
Fluctuations in payments for workers’ compensation over the last two 

decades are infl uenced by policy developments and the role of workers’ com-
pensation in the broader health care and disability income systems. Opinions 
often differ about the main causes of changes in spending. 

In the second half of the 1980s, workers’ compensation benefi ts and 
costs grew at double-digit rates and payments for medical treatment were 
a growing share of total payments. Some believe that rising workers’ 
compensation medical benefi ts and costs refl ected cost-shifting away from 
employment-based health insurance to workers’ compensation as the regular 
health insurance system introduced managed care and other forms of cost 
controls in the 1980s (Burton, 1997).

The decline in workers’ compensation benefi ts in the mid-1990s may 
have been caused by many factors. In response to rising workers’ com-
pensation costs in the late 1980s and early 1990s, employers and insurers 
expanded the use of disability management techniques with the aim of 
improving return-to-work rates for injured workers and lowering workers’ 
compensation costs. At the same time, workers’ compensation systems fol-
lowed the general health care system in introducing managed care and other 
cost controls to reduce the growth in medical spending.

While employer costs are affected by benefi t payments to workers, shifts 
in employer costs as a share of payroll also refl ect broader developments in 
the insurance industry and fi nancial markets. Declining workers’ compensa-
tion benefi ts and costs in the mid-1990s, combined with a vibrant economy 
and high fi nancial market returns, enabled insurance companies to earn 
more from invested premiums. The combination of improved underwriting 
results and higher returns on reserves led to high profi ts by historical stan-
dards within the workers’ compensation insurance industry (Burton, 2007). 

A decline in work-place accidents would also contribute to a decline in 
aggregate payments in the 1990s. The Bureau of Labor Statistics reports 
a total of 4.1 million nonfatal work-place injuries and illnesses in private 
industry work places during 2006, resulting in a rate of 4.4 cases per 100 
full-time equivalent workers (U.S. DOL, 2007c). Many of these cases involved 
relatively minor injuries that did not result in lost workdays. The frequency 
of reported non-fatal occupational injuries and illnesses has declined every 
year since 1992. A total of 1.2 million work-place injuries or illnesses that 
required recuperation away from work beyond the day of the incident were 
reported in private industry in 2006 (U.S. DOL, 2007b). The rate of such 
reported injuries or illnesses per 100 full-time workers declined from 3.0 
in 1992 to 1.3 in 2006. Boden and Ruser (2003) fi nd that between 7.0 and 
9.4 percent of the decline in injury rates measured by the Bureau of Labor 
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Statistics (BLS) between 1991 and 1997 is an indirect result of tighter 
eligibility standards and claims fi ling restrictions for workers’ compensation. 
The primary impact of such restrictions is likely to be on workers’ compensa-
tion claims. Still, fewer cases entered into the workers’ compensation system 
could result in fewer injuries reported to the BLS. The National Council on 
Compensation Insurance (NCCI) reports on the frequency of workers’ com-
pensation claims for privately insured employers and some state funds in 
41 states (NCCI, 2007). These data show declining trends similar to national 
trends in workplace injuries reported by the BLS.

Interaction with other disability benefi t programs could also affect 
overall system benefi ts and costs. Social Security disability benefi ts grew 
rapidly in the early 1970s and then declined through the late 1980s, after 
policy changes in the late 1970s and early 1980s reduced benefi ts and 
tightened eligibility rules. From 1990 to 1996, Social Security benefi ts again 
rose as claims and allowances increased, particularly during the economic 
recession of 1990–1991. Between 1996 –2001, disability insurance benefi ts 
relative to covered wages leveled off and then rose again following the reces-
sion of 2001. 

The trend in workers’ compensation benefi ts as a share of covered wages 
followed a different pattern. Total workers’ compensation benefi ts (cash and 
medical combined) were less than Social Security disability benefi ts during the 
1970s, but grew steadily throughout the 1970s and surpassed Social Security 
disability benefi ts in the mid-1980s. When Social Security benefi ts fl attened 
out during the mid-1980s, workers’ compensation payments continued to grow 
at a rapid rate. Then, as workers’ compensation payments declined as a share 
of covered wages in 1992–2000, Social Security benefi ts rose. 

The opposite trends in workers’ compensation and Social Security 
disability benefi ts during much of the last 25 years raise the question of 
whether retrenchments in one program increase demands placed on the 
other, and vice versa. The substitutability of Social Security disability 
benefi ts and workers’ compensation for workers with severe, long-term dis-
abilities that are, at least arguably, work related, or might be exacerbated by 
the demands of work, has received little attention by researchers and is not 
well understood (Burton and Spieler, 2001). A recent study fi nds that work-
related disabilities are much more common than might previously have been 
thought, both among older persons in general and among recipients of Social 
Security disability benefi ts in particular (Reville and Schoeni, 2006). Based 
on reports in the 1992 Health and Retirement Study, more than one third 
(36 percent) of 51 to 61-year-olds whose health limits the amount of work 
they can do became disabled because of an accident, injury, or illness at 
work. Of those receiving Social Security disability insurance, a similar 
portion (37 percent) attributed their disability to an accident, injury or 
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illness at work. The study also fi nds that the 51 to 61-year-olds who attri-
bute their disabling conditions to their jobs are far more likely to receive 
Social Security disability insurance (29.0 percent) than to report ever having 
received workers’ compensation (12.3 percent). 
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CHAPTER 36

DEPENDENT CARE

Introduction
The U.S. labor force changed dramatically in the 20th century, primarily 

as a result of the increase in the number of working women. In 1900, only 
20.6 percent of women were in the labor force. Fifty years later, in 1950, 
31.4 percent of women had become workers; in 1970, this portion had risen 
to 42.6 percent; and by 2005, it was 59.4 percent (U.S. Department of Com-
merce, 1975 and 2006). The increasing labor force participation among 
women means that men are no longer the sole wage earners in many fami-
lies. Differences in employment patterns for women according to marital 
status and the presence and age of children have almost disappeared. 

In 1950, 54.5 percent of all families were supported by one earner. This 
percentage declined steadily to 37.1 percent in 1970, and to 27.5 percent 
in 1990; it increased slightly, to 29.4 percent, in 2005 (U.S. Department of 
Commerce, 1975, 1992, and 2006). The number of working mothers with 
children has also increased. In 1970, 39.7 percent of married women with 
children were in the labor force. This percentage increased to 68.1 percent by 
2005. Fifty-two percent of single women with children were in the labor force 
in 1980, increasing to 72.6 percent in 2004 (U.S. Department of Commerce, 
2006). 

At the same time, the U.S. population aged during the 20th century. In 
1900, 4.1 percent of the U.S. population was age 65 or older. This percentage 
increased to 8.1 percent in 1950, 9.9 percent in 1970, and to 12.4 percent 
in 2005 (U.S. Department of Commerce, 1975 and 2006). The growth of the 
elderly population will be even more dramatic with the aging of the baby 
boomers, and is projected to reach 20.7 percent of the total population by 
2050 (U.S. Department of Commerce, 2006). In 2003, it has been estimated 
that 15 percent of the work force may be actively involved in providing care 
for an older family member or friend. Studies of caregiving in the general 
population found that 1 out of 3 caregivers is male while 2 out of 3 are 
female (Metropolitan Life Insurance Company, 2003). 

In response to changing work force and family patterns, dependent 
care—both child and elder—is emerging as a valuable employee benefi t that 
is offered by a growing number of employers. 
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Children of Working Parents
The types of child care arrangements available to working parents 

vary by locality but often include in-home care, an arrangement in which 
a person, sometimes a relative, comes to the child’s home; family care, in 
which a child is taken to another home where the provider often takes care 
of several children; or child care centers, which are organized facilities that 
care for many children. Most children ages 3–5 are cared for in a center-
based program (56.4 percent in 2001). Center-based care includes day care 
centers, Head Start programs, preschools, prekindergartens, and nursery 
schools. In 2001, 22.8 percent of children ages 3–5 received care from a rela-
tive and 15.9 percent received care from a nonrelative. In 2001, 26.1 percent 
of children ages 3–5 received care only from a parent (U.S. Department of 
Commerce, 2006).

Child Care and the Employer
Studies show that when employees experience child care diffi culties, 

the results are absenteeism, tardiness, decreased morale, and unproductive 
work time. Employers are beginning to respond to these problems as a way 
to increase productivity. Many employers have become involved in child care, 
especially those with a high proportion of younger employees, women, those 
with high turnover rates, and problems with absenteeism.

Types of Assistance—Employment-based child care programs may 
take a variety of forms. Examples range from company-sponsored day care 
centers to access to child care information to direct fi nancial assistance to 
fl exibility in work scheduling. 

• Child care centers at or near the work place are the most visible form 
of assistance. They usually are company-operated or contracted out. 
Sometimes employers contract with other employers or municipal gov-
ernments to establish facilities. However, start-up costs for centers are 
high, and continuing labor costs can be higher.

• Community child care programs are supported by some fi rms. When an 
employer chooses to fi nance a community day care center rather than 
to create an on- or near-site service, the employees of the participat-
ing company may receive preferential admission, reduced rates, or a 
reserved space in the day care center in exchange for the employer’s 
fi nancial support of the center. In this way, the employer avoids the 
administrative and legal responsibilities but still offers support services. 
However, support or maintenance of child care centers is not as common 
as other forms of employment-based assistance. Among 989 fi rms sur-
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veyed by Hewitt in 2007, 10 percent offered employer-arranged discounts 
with local child care providers (Hewitt Associates LLC, 2007).

• Resource and referral services are more common. These services can 
help parents obtain information on child care and, in many cases, refer 
them to the most appropriate form in their community. Most companies 
that offer child care services contract with an existing federal referral 
agency in the community; others have an in-house hotline capacity. A 
growing number of employers sponsor educational seminars on parent-
ing issues. Although this form of assistance may not include access to a 
child care center, it can help the employer estimate the potential demand 
for child care services before investigating other forms of child care 
support. Among 989 fi rms surveyed by Hewitt in 2007, 45 percent offered 
resource and referral services (Hewitt Associates LLC, 2007).

• Direct fi nancial assistance with child care expenses is typically provided 
through employers’ fl exible benefi t plans. Sometimes called “cafeteria 
plans,” these arrangements allow employees to choose among a variety 
of benefi t options paid for by employer contributions, employee contri-
butions, or both. There are various approaches to design, but fl exible 
benefi t plans often provide credits that employees can use to purchase 
benefi ts of their own choice. When child care benefi ts are offered in this 
type of arrangement, those employees who need and want them can pur-
chase them; those who do not may choose other benefi ts. Flexible benefi t 
plans allow employers fl exibility to meet the needs of different lifestyles 
and at the same time satisfy equity considerations within a diverse work 
force.

• Flexible spending accounts—also known as reimbursement accounts—
provide a way to fi nance child care and other benefi ts, either within 
fl exible benefi t plans or separately as stand-alone plans. These accounts 
are funded by employee salary reduction arrangements, employer con-
tributions, or both. Under a salary reduction arrangement, the employee 
makes a pretax contribution to a spending account, which reduces the 
amount of salary subject to federal income and Social Security taxes. 
Employees must determine how much they wish to contribute in 
advance and forfeit any unused dollars at the end of the year. Among 950 
fi rms surveyed by Hewitt in 2007, 96 percent offered a dependent care 
reimbursement account (Hewitt Associates LLC, 2007). (See chapter on 
long-term care insurance.)
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Elder Care
As with child care, elder care encompasses a large group of benefi ts 

that employers offer. Forty-eight percent of 989 employers surveyed in 
2007 offered elder care benefi ts (Hewitt Associates LLC, 2007). Some of 
the services provided under elder care are similar to those provided under 
child care. For example, in-house resources and/or referral services were 
provided by 8 percent of surveyed fi rms, contracted referral services by 
36 percent, and dependent care fl exible spending accounts by 83 percent 
(Hewitt Associates LLC, 2007). Other services and benefi ts that are unique 
to elder care —such as long-term care insurance—were offered by 11 percent 
of surveyed fi rms in 2007 (Hewitt Associates LLC, 2007). 

Costs to Employers—A 1997 study by Metropolitan Life Insurance 
Company estimated that U.S. businesses lost $11.4 billion per year in lost 
productivity due to caregiving (Metropolitan Life Insurance Company, 
1999a). The cost estimates were broken out as follows: $4.9 billion to replace 
employees who quit due to caregiving needs; $0.9 billion in absenteeism; $3.8 
billion in work-day interruptions; $1.1 billion due to elder-care crises; and 
$0.8 billion due to supervisors’ time lost to dealing with employee caregivers’ 
concerns (Metropolitan Life Insurance Company, 1999b).

Stresses Involved With Caregiving—With many women postponing 
childbearing until later in life, individuals who are caring for minor children 
are increasingly also caring for an elderly relative. Caregivers for the elderly 
must face additional emotional and psychological issues not associated with 
child care: the elderly individual needing the care is most likely a parent and 
the caregiver must now reverse life roles with the parent. Unlike a child, 
who is growing and developing, the elderly infi rm person is in a declin-
ing stage of life that will end only in death. Added to these emotional and 
psychological issues is the burden of distance. Unlike child care, where the 
child lives with the parent, an elderly relative may live in another city. The 
caregiver must therefore arrange for care from a long distance. Frequently, 
an employed caregiver must make these arrangements during work hours, 
adding to his or her stress.

Coordination With Other Benefi ts—Employees who are caring for an 
elderly individual may be able to use employee assistance programs (EAPs) 
and other benefi t programs that can alleviate their emotional stress. Because 
stress takes its toll on an individual’s physical health, the use of health pro-
motion programs provided through a health plan also may be helpful. Other 
benefi t options for caregivers include fl exible work arrangements, family and 
medical leave, and dependent care fl exible spending accounts. These options 
are discussed in greater detail below.
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Flexible Work Options
Flexible work schedules have become another form of child and elder 

care support. Flexible work schedules refer to any adjustment in the hours 
worked that is different from a traditional fi xed daily schedule of fi ve days 
per week. Certain fl exible work schedule policies such as fl extime, job 
sharing, compressed work week, and part-time work have become valuable 
to many working parents. According to Hewitt Associates LLC, 88 percent of 
employers offered fl exible work arrangements in 2007. Of those employers 
that offered fl exible work arrangements, “fl extime” (early or late arrivals and 
departures, as long as a full day of work is provided) was the most prevalent 
option, with 60 percent of employers offering this benefi t (Hewitt Associates 
LLC, 2007). 

A study conducted for the MetLife Mature Market Institute by the 
National Alliance for Caregiving and Towson University’s Center for Produc-
tive Aging found that nearly all employees value and/or use fl exibility in 
scheduling when offered by an employer (93 percent of women and 
85 percent of men, Metropolitan Life Insurance Company, 2003).

Flextime—This work schedule allows employees to vary the times 
their work day begins and ends. Variations can occur in the number of 
hours worked each day or the total number of hours worked each week or 
pay period. Flextime plans usually have a required core time each day or 
specifi ed days of the week. For instance, federal government agencies tend 
to offer their workers fl extime in order to help ease commuter traffi c in the 
Washington, DC, metropolitan area. 

Part-Time Workers—Part-time workers are those who work on a 
temporary basis or those who work part-time on a continuous or so-called 
permanent basis. Temporary part-time work helps employers meet their 
peak time or seasonal needs but generally offers employees lower wages, 
a somewhat lower job status, and no company benefi ts. However, some 
employers may prefer to hire someone they know and trust on a permanent 
part-time basis rather than hire a new full-time employee. In some cases, 
permanent part-time workers are offered some benefi ts as well. Despite the 
loss of some traditional benefi ts, permanent part-time employment may 
afford the worker advantages similar to those offered by fl extime. In 2007, 
78 percent of surveyed employers offered part-time employment (Hewitt 
Associates LLC, 2007).

Job Sharing—Job sharing refers to a structured arrangement 
that merges the efforts of two or more (part-time) workers into one job. 
Employees involved in the sharing usually complement each other by having 
different strengths. The incidence of workers actually using this scheduling 
practice is low relative to other types of fl exible benefi ts. In 2007, 27 percent 
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of surveyed employers offered job-sharing arrangements (Hewitt Associates, 
LLC, 2007).

Telecommuting—Telecommuting makes it possible for employees to 
work at home, with a computer, fax line, fax machine, and other necessary 
equipment. In a telecommuting situation, the employee and employer agree 
on the work to be done and on the time frame. The employees may need to 
come to the offi ce for staff meetings, client presentations, and other occasions 
that require their presence. This arrangement works well for knowledge- or 
information-based workers who work primarily on computers or telephones, 
as opposed to manufacturing or service workers whose physical presence at 
a work site is essential to the performance of their job. In 2007, 38 percent of 
surveyed employers offered a telecommuting option (Hewitt Associates LLC, 
2007).

Compressed Work Weeks—Compressed workweeks consist of several 
long workdays on a fi xed or rotating basis. Many federal government agen-
cies offer employees the option of working nine hours a day for eight days in 
a two-week period, followed by one eight-hour day and then the next day off. 
This scheduling provides a day off every other week. In 2007, 27 percent of 
surveyed employers offered compressed work schedules (Hewitt Associates, 
LLC, 2007).

Taxation
The Economic Recovery Tax Act of 1981 (ERTA) provided tax incentives 

for employment-based child and dependent care benefi ts. Dependent care 
assistance programs (DCAPs), qualifi ed by the Internal Revenue Service 
under Internal Revenue Code (IRC) Sec. 129, provide tax incentives to both 
employers and employees.1

Employers may deduct from income tax the cost of providing child care 
benefi ts. Employees may exclude the value of these benefi ts from taxable 
income. The cost of service is not treated as part of employee wages, so 
neither the employee nor the employer pays FICA or other payroll taxes on 
this amount. (The maximum exclusion an employee (single or married) is 
allowed is $5,000 ($2,500 for a married individual fi ling separately) but the 
amount of dependent care assistance cannot exceed the earned income of 
the worker or spouse, whichever is lower.) The limits are applicable to the 
taxable year in which the service occurs, not the year in which the employee 
is billed or reimbursed. Eligible expenses are limited to dependents under 
age 13, disabled spouses, and disabled dependents.

1 Sec. 21 of the tax code, passed by Congress in 1976, provides a tax credit on the individuals’ 
federal income tax liability. In addition, it defi nes terms such as dependent and employment-
related expense, both of which are important for Sec. 129. 
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To qualify for tax-free status under IRC Sec. 129, the program, regard-
less of the type—child care center, direct payment to a child care provider, 
or resource and referral service—must be available to all employees and 
cannot discriminate in favor of employees who are offi cers, owners, or highly 
compensated.

An employer must also prepare a written plan setting forth eligibility 
requirements and the method of payment. Eligible employees must be noti-
fi ed of the plan’s availability and terms. On or before Jan. 31 of each year, 
the employer must give each employee a written statement showing the 
amounts paid or expenses incurred by the employer in providing dependent 
care assistance to the employee during the previous calendar year.

IRC Sec. 21 permits a federal income tax credit for qualifi ed child care 
expenses not covered or paid for by an employment-based DCAP. A credit 
is allowed for eligible children when both spouses work full time or when 
one spouse is a student and the other is employed. A single parent must be 
employed or be a student. Qualifi ed expenses are limited to $3,000 for one 
qualifying individual and $6,000 for two qualifying individuals and cannot 
exceed the earned income of the individual, if single, or the income of the 
lesser-earning spouse of a married couple in taxable years beginning after 
Dec. 31, 2002, and beginning before Jan. 1, 2011. A tax credit is provided 
equal to 20 percent to 30 percent (depending on the taxpayer’s adjusted gross 
income) of eligible expenses against a person’s individual income tax (Inter-
nal Revenue Service, 2006).

Employees claiming a tax credit or excluding employer DCAP expenses 
must provide the name, address, and Social Security number or other 
taxpayer identifi cation number of the care provider on their tax forms. Non-
profi t 501(c)(3) organizations, such as day care centers operated by nonprofi t 
religious or educational organizations, are not required to provide a taxpayer 
identifi cation number.

An employee may not combine the employment-based DCAP tax savings 
with the dependent care tax credit. The employer may assist the employee 
in determining which would give the employee more tax saving but the 
employee must choose one or the other. 

The Family and Medical Leave Act
The Family and Medical Leave Act of 1993 (FMLA) requires employers 

to provide up to 12 weeks of unpaid, job-protected leave each year to eligible 
employees for the birth or adoption of a child or for the serious illness of the 
employee or the employee’s child, parent, or spouse. Employers are required 
to maintain the same health care coverage for the duration of the employee’s 
leave that was provided when he or she was actively employed. Employers 
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with fewer than 50 employees are exempt from the law. Although the law 
requires only unpaid leave, it does allow the employer to offset that unpaid 
leave with paid leave that the employee has accrued. In 2005, 73 percent of 
surveyed employers offset the unpaid family and medical leave with all paid 
leave offered, 12 percent of employers offset it with sick leave or disability 
only, and 10 percent had no offset provision (Hewitt Associates LLC, 2005).

The Pregnancy Discrimination Act (PDA) of 1978 requires employers 
that choose to offer disability insurance plans to treat pregnancy and child-
birth as any other disability, with the same employee benefi t programs. PDA 
covers employers with 15 or more employees. 

Adoption Benefi ts
Adoption benefi ts include direct fi nancial assistance or reimbursement 

for expenses related to the adoption of a child and/or the provision for paid 
or additional unpaid leave (other than what is required by the Family and 
Medical Leave Act of 1993) for the adoptive parent employee. Such benefi ts 
are increasing in popularity but are available in only a limited number of 
companies. In the Hewitt Associates LLC survey, 47 percent of employers 
offered employees fi nancial adoption assistance. Among those offering this 
assistance, 98 percent reported placing a dollar limit on the benefi t provided. 
The amounts ranged from $500 to $10,630, with the average being $4,099 
and the median $4,000 (Hewitt Associates LLC, 2005). 
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AARP
601 E Street, NW
Washington, DC 20049
(202) 434-2277
www.aarp.org 

Catalyst
120 Wall Street, 5th Floor
New York, NY 10005
(212) 514-7600
www.catalystwomen.org 
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Families and Work Institute
267 Fifth Avenue, Floor 2
New York, NY 10016
(212) 465-2044
www.familiesandwork.org 

National Council on the Aging
409 Third Street, SW, Suite 200
Washington, DC 20024
(202) 479-1200
www.ncoa.org 
(NCOA sponsors a free service that identifi es federal and state assis-
tance programs for older Americans: See www.benefi tscheckup.org)

U.S. Department of Labor
200 Constitution Avenue, NW
Washington, DC 20210
(866) 487-2365
(This Web site provides information on compliance assistance with 
FMLA:  www.dol.gov/dol/compliance/comp-fmla.htm)
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CHAPTER 37

EDUCATION ASSISTANCE BENEFITS

Introduction
During the last 50 years, participation has grown in higher education in 

the United States. One reason has been the demand for more skilled workers 
to meet the challenges of high technology industries. Another factor was 
passage of the World War II GI bill, which entitled World War II veterans to 
a higher education—previously virtually impossible for low-income veterans. 
In the late 1950s and in the 1960s, higher education also became more acces-
sible to minorities and low-income individuals as a result of government 
grants and job and loan programs, most of which were established under the 
Higher Education Act of 1965.

Higher education is more expensive today than it has been during any 
previous period in U.S. history. College tuition infl ation in the past 30 years 
has averaged approximately 2−3 percentage points higher than general 
price infl ation and is showing no signs of slowing down (Ma and Fore, 2002). 
Many individuals who cannot afford to fi nance their education in full look 
to federal loan or grant programs for fi nancial assistance. However, some 
of these programs are only available to students who are enrolled at least 
half time. Many part-time students, therefore, are not eligible to receive 
government assistance. For these individuals, there are three formal educa-
tion assistance programs that employers may sponsor for their employees: 
tax-favored educational reimbursement programs, educational assistance 
programs, and qualifi ed scholarship programs. In addition to these formal 
programs, employers sponsor informal educational opportunities for their 
employees, for example, in-house training and courses involving continu-
ing education, personal development, and literacy enhancement. These 
informal courses are focused on expanding or improving an employee’s 
job-related functions, and as such are part of normal business operations and 
do not require a separate tax-advantaged account or other structure to be 
established.

Educational Reimbursement Programs
Educational reimbursement programs (ERPs) are the most commonly 

offered education assistance programs by employers. These programs are 
also known as tuition reimbursement programs or tuition assistance pro-
grams. ERPs are designed to assist employees with the cost of tuition, books, 
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and fees. Employers usually pay for ERPs from their organizations’ general 
revenues on a pay-as-you-go basis. 

Taxation of Benefi ts—Employers may reimburse employees for any 
type of educational expense, provided that it meets either of the two follow-
ing “job-related” criteria, as specifi ed under Sec. 162 of the tax code: The 
education must maintain or improve the skills that employees are required 
to perform on their jobs, or the education is required by the employer or by 
law for the employees to remain in the occupation or to keep the same status 
or rate of compensation. These benefi ts are considered “working condition 
fringe benefi ts” by the Internal Revenue Service (IRS), and are therefore 
excludable from an employee’s gross income and deductible for employers as 
ordinary and necessary business expenses. These expenses also are exempt 
from income tax withholding and payment of employment taxes (FICA and 
FUTA) (International Foundation of Employee Benefi t Plans, 2000a).

In addition, working condition fringe benefi ts are exempt from nondis-
crimination rules. Employers may reimburse all employees or discriminate 
in favor of certain categories of employees (information technology workers, 
for instance), but if they do, they need to be aware of potential morale issues 
within their work force. 

Plan Design—Employers usually limit their benefi t costs in some 
way: by reimbursing less than 100 percent of expenses, by setting a dollar 
maximum on the reimbursement, or by limiting the number of courses 
an employee may take per semester or year. Many employers require the 
employee who receives educational assistance to obtain a certain grade upon 
completion of the course he or she is taking before the cost will be reim-
bursed. Others reimburse a greater proportion of the cost for a higher grade. 
Some employers require the employee to stay with the fi rm for a certain 
number of years after completing the course or to repay the course costs.

An employer may elect to pay some of the expenses directly, such as 
paying tuition expenses to the institution where the classes were held, or 
indirectly by reimbursing the employee in cash. If the employee is reim-
bursed in cash, the expenses must be substantiated with receipts. 

Educational Assistance Programs
Educational assistance programs were originally legislated through the 

Revenue Act of 1978, Internal Revenue Code (IRC) Sec. 127. An educational 
assistance program is a separate written plan that provides educational 
assistance only to employees of the organization. The program qualifi es only 
if all of the following tests are met (Internal Revenue Service, 2006a):
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• The program is required to be a “separate written plan of an employer 
for the exclusive benefi t of the employees to provide such employees with 
educational assistance.” 

• The plan cannot discriminate in favor of offi cers, shareholders, or the 
highly compensated. 

• No more than 5 percent of annual educational assistance benefi ts can be 
paid out to shareholders or owners (or their dependents) who own more 
than 5 percent of the company.

• A plan cannot provide employees with a choice between educational 
benefi ts and other taxable benefi ts. 

• Reasonable notifi cation must be provided to the employees regarding the 
terms and availability of the program.

Eligible Employees—In addition to current employees, a former 
employee who is retired, left on disability, or was laid off is eligible to par-
ticipate in a Sec. 127 educational assistance program. Leased employees 
are eligible to participate provided they performed services on a sub-
stantially full-time basis for at least a year if the services are performed 
under the primary direction and control of the employer. A sole proprietor, 
and a partner who performs services for a partnership, are also eligible 
participants.

For purposes of Sec. 127 nondiscrimination rules, a highly compensated 
employee is defi ned as an employee who meets one of two tests: (a) the 
employee was a 5 percent owner at any time during the year or preceding 
year; (b) the employee received more than $100,000 in pay for the preceding 
year and was among the top 20 percent of employees when ranked by pay for 
the preceding year (Internal Revenue Service, 2006).

Taxation of Benefi ts—The Economic Growth and Tax Relief 
Reconciliation Act of 2001 (EGTRRA) made permanent the exclusion from 
income for employment-based educational assistance benefi ts under Sec. 127. 
EGTRRA extended the exclusion to graduate level and well as undergradu-
ate level courses for courses beginning after Dec. 31, 2001. Any amounts 
provided over $5,250 are taxable to the employee. When an employee has 
multiple jobs, the annual limit applies to educational assistance from all 
employers (Internal Revenue Service, 2006).

Plan Design—Educational assistance expenses include tuition, fees, 
books, certain supplies, and equipment. Education expenses do not include 
meals, lodging, transportation, or the cost of tools or supplies (other than 
textbooks) that the employee is allowed to keep at the end of the course. 
Expenses do not include the cost of a course or other education involving 
sports, games, or hobbies, unless the education:
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(a) Has a reasonable relationship to the business, or
(b) Is required as part of a degree program. 

Scholarship Programs
Although scholarship programs are not a commonly offered benefi t, some 

employers establish them for the dependent children of active employees, 
the active employees themselves, and/or their spouses. Employers can place 
limitations on this benefi t, such as service requirements, annual dollar 
limits, and number of yearly awards. These scholarships can cover tuition, 
fees, books, supplies, and necessary equipment. The scholarships are exclud-
able from income for the employee provided that they are outside the pattern 
of employment, meaning they cannot be compensation for past, present, or 
future employment services. The scholarships cannot be confi ned to areas of 
study or research primarily benefi ting the employer.

Sec. 529 Plans
States have begun developing their own aid programs to help residents 

meet the growing cost of a college education for their children, and Con-
gress has provide these plans with special tax status under Sec. 529 of the 
Internal Revenue Code (IRC), from which the plans take their name. These 
savings programs are established and administered by states for the purpose 
of setting aside savings for “qualifi ed higher education expenses.”

There are two basic types of Sec. 529 plans: a savings plan and a prepaid 
plan. A prepaid plan allows individuals to prepay college education expenses 
at today’s prices, while the savings plan allows an individual to set aside 
some money and earn a variable rate of return on the assets.

Tax Status—Although Sec. 529 plans were fi rst established in 1988 
by the state of Michigan (Michigan Education Trust), it was not until 1996 
that Sec. 529 was added to the federal tax code to clarify the plans’ federal 
tax treatment (Ma and Fore, 2002). Prior to enactment of EGTRRA, con-
tributions to a Sec. 529 plan were not deductible from federal income tax 
although the earnings were allowed to grow tax-deferred until withdrawn to 
pay for college-related expenses. Since states sponsor these plans, they have 
included incentives such as making the contributions deductible against 
state income tax and/or exempting the earnings from state income tax.

Under EGTRRA, starting on Jan. 1, 2002, the earnings on qualifi ed with-
drawals from state sponsored plans have been exempt from federal income 
tax. It is believed most states will go along with the federal tax provisions. 
The Pension Protection Act of 2006 made permanent the exclusion of 529 
plans. Under current law, these provisions are due to expire in 2010. At that 
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time (assuming no other changes to Sec. 529 have occurred), the federal tax 
status of Sec. 529 plans will revert to pre-Jan. 1, 2002, status (Ma and Fore, 
2002).

Prepaid Plans—Participation in Sec. 529 plans is not subject to income 
limitation. The only limitation placed on participation in prepaid plans is 
state residency: Most of these plans require participants to be residents of 
the sponsoring state. The benefi ciary of a prepaid plan can be anyone, even 
the individual making the contributions. Contribution limits to prepaid 
plans generally are set at the purchase of up to four years’ worth of tuition 
at certain in-state schools. The assets of prepaid plans may be used to pay for 
tuition, fees, room and board, books, supplies, and equipment at almost any 
college or university (Ma and Fore, 2002).

Savings Plans—Participation in savings plans is open to any indi-
vidual, with no residency requirement. As with prepaid plans, the benefi ciary 
can be anyone, even the individual making contributions, and the assets 
may be used to pay for tuition, fees, room and board, books, supplies, and 
equipment at almost any college or university. Savings plans are subject to 
a lifetime limit on contributions per benefi ciary, on account balances (the 
sum of contributions and earnings less fees and expenses), and in some 
cases on gross contributions. Lifetime contribution limits vary widely among 
states. Currently, the lowest limit on gross contributions is $100,000 and the 
highest is $251,000. The lowest limit on account balances is $122,484 and 
the highest is $265,620 (Ma and Fore, 2002).

Transfers from one Sec. 529 plan to another are permitted once every 
12 months without having to change the benefi ciary. (Before the tax law 
changes, if an account owner decided to transfer assets from one 529 plan 
to another, he or she could do so only by changing the benefi ciary.) EGTRRA 
also allows for the transfer of account balances from one cousin to another 
(in addition to sibling to sibling transfers, as were previously permitted)—
a benefi t to grandparents who contribute to 529 plans for their grandchil-
dren. Nonqualifi ed withdrawals are subject to regular income tax plus a 
10 percent penalty (Ma and Fore, 2002). 

In response to EGTRRA, employers are seeing Sec. 529 plans as a new 
employee benefi t. In an e-mail survey conducted by Hewitt Associates LLC 
in November and December 2001 (in which more than 160 companies par-
ticipated), 19 percent of surveyed employers plan to assist employees to save 
for college expenses through payroll deductions or direct contributions to 
Sec. 529 plans. An additional 46 percent of surveyed employers were consid-
ering such moves (Hewitt Associates LLC, 2001).
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CHAPTER 38

EMPLOYEE ASSISTANCE PROGRAMS

Introduction
Employee assistance programs (EAPs) are increasingly being used by 

employers as a health care cost management measure and as a tool for 
improving employee productivity, morale, and job satisfaction; reducing 
absenteeism and turnover; and improving the corporate image.

EAPs provide counseling services directed toward acute problems 
that affect job performance. These programs were originally designed to 
identify and address the problem of employee alcoholism (and then drug 
abuse). Today, alcoholism and drug abuse continue to be a major focus of 
many EAPs. However, counseling is also being offered on stress manage-
ment, family and marital problems, work place violence, pressures from 
child and elder care responsibilities, and coping with the effects of company 
downsizing. 

In 2008, 42 percent of workers in private establishments were eligible for 
an EAP (U.S. Department of Labor, 2008). Employers concerned with their 
employees’ physical and mental health may offer in-house or outside coun-
seling services and/or provide information on such problems as substance 
abuse, smoking, and stress through seminars, classes, or written materials.

Employers often provide coverage in their company medical plans for 
the treatment of substance abuse and mental health problems in addition to 
offering EAPs. Often, this coverage is provided within the framework of an 
integrated program that includes an EAP as well as a network of behavioral 
health providers.

Like health promotion programs, EAPs are being developed and offered 
by employers to address three basic issues: rising health care costs, increas-
ing concern about how employees’ personal problems affect job productivity, 
and growing awareness of the benefi ts of good health and fi tness. EAPs 
offer employees, and in most case their families, the opportunity to receive 
confi dential professional counseling and assistance. (See Chapter on health 
promotion programs.)

Types of EAPs
There is no single EAP model to suit all employers. A basic EAP may 

offer informational pamphlets, while a more comprehensive EAP may offer 
diagnostic, counseling, and referral services.
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EAPs can be provided internally or externally. An internal EAP is 
an in-house program that offers employees direct assistance through the 
employer’s own staff counselors. Most EAP counseling services that are pro-
vided in-house are free of charge to the employee. An external EAP provides 
its services by contracting with specialists, such as psychologists, counselors, 
or social workers, to provide services for their employees. Employers may 
also contract with a community agency to provide services to employees. An 
employee who is referred to an outside counselor may be required to pay a 
fee. Both internal and external EAPs utilize telephone hotlines. Employees 
can use the hotlines to talk with trained counselors, who make assessments 
and provide referrals to sources of professional help or services.

According to data from William M. Mercer, in 2000, most employers that 
offered an EAP (71 percent) used a separate external EAP vendor. Twelve 
percent of employers providing an EAP used an internal EAP staff and 
18 percent used the same organization that administers the mental health 
and substance abuse benefi ts (William M. Mercer, 2000). 

Today, in addition to addressing the “traditional” problems such as 
alcoholism and drug abuse, EAPs offer a broad range of services. Some of 
the services currently being offered by EAPs include divorce or other family 
discord issues, stress management, crisis intervention, dependent care 
issues, and retirement counseling. One of the most popular services, offered 
by 53 percent of EAPs today, is a legal services plan (DeMent 1998). 

Planning an EAP
If employees are to seek out the services of an EAP, the program must 

be structured to guarantee confi dentiality and trust. Communication with 
employees about the program needs to emphasize the EAP’s role in assisting 
those who need help. Employers may face legal liability for the actions taken 
by the EAP and therefore need to make sure that their liability insurance 
covers actions taken by both internal and external EAP counselors. The 
following are some types of situations for which an employer may be legally 
liable: malpractice, misdiagnosis, negligent referral, defamation or other 
harm to the employee’s reputation, and inappropriate relationships, such as 
sexual involvement between an EAP counselor and an employee (Panszczyk, 
1997).

Confi dentiality of records is very important. Employees need to be 
assured that, by participating in the EAP, they are not jeopardizing their 
jobs. Because of the vital importance of confi dentiality to the functioning 
of an EAP, employers should take some or all of the following precautions 
(Panszczyk, 1997):
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• Locate the EAP offi ces either off the company’s premises or at an out-of-
the-way location on the company’s premises.

• Maintain EAP records separately from human resource records.
• Take steps to ensure that EAP participant records cannot be identifi ed.
• Both paper and computerized records should be secure, with limited 

access.
• Make assurances that the details of treatment are confi dential.
• Require written consent before releasing information.

Evaluating an EAP
As is the case with any other employee benefi t program, evaluating the 

effectiveness of an EAP is important in determining whether it is providing 
the quality of services needed by the employees in a cost-effective manner. 
In order to evaluate the performance of an EAP, an employer should ask for 
data on the following topics:

• The number of calls or visits.
• The nature of the calls.
• The recommendation for care.
• The amount of time spent with each individual.
• The time of day of the call or visit.
• The follow-up with the individual or supervisor who refers the employee.
• What price differentials exist that infl uence the decision?

Measuring the cost savings that an EAP provides is more diffi cult to 
do. Some areas that may be useful in evaluating the cost savings associated 
with an EAP are:

• The number of lost workdays.
• The number of accidents and errors.
• Morale and productivity.
• The use of medical benefi ts.

Employers should look at each of these areas and determine whether 
there is improvement between the period before the EAP was introduced and 
a year following its introduction (Panszczyk, 1997). 
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CHAPTER 39

LEGAL SERVICES PLANS

Introduction
Employed persons usually do not qualify for legal aid or the services of 

public defenders. Most people tend to postpone seeking legal information and 
assistance until their needs become acute and, typically, more costly, accord-
ing to the American Bar Association (ABA). Thus, wills go unwritten and 
legal documents go unchecked. Legal services plans can provide affordable 
legal representation and consultation for many who would otherwise not 
obtain such services.1

Legal services plans are arrangements between a group of people and 
one or more lawyers to obtain legal assistance. Although such plans have 
been in existence since the late 1800s, their development was hindered well 
into the 1900s by bar associations, which opposed the plans on grounds that 
they constituted a form of client solicitation. However, four U.S. Supreme 
Court decisions between 1963 and 1971 recognized the constitutional right 
to obtain legal advice, and the court ruled that bar associations could not 
interfere with the establishment of legal services plans. Hewitt Associates 
LLC reports that 24 percent of private employers provided group legal ser-
vices to their employees in 2007 (Hewitt Associates LLC, 2007).

Legal services plans primarily provide preventive assistance by making 
legal information and advice readily available. By preventing disputes or 
simple legal matters from becoming serious problems, they offer the poten-
tial for reducing legal expenses; in addition, plan members often receive 
discounted rates. 

Plan Design and Cost
Legal services plans encompass a broad spectrum of designs and costs, 

ranging from plans that offer free consultations and discounts to those that 
cover a wide range of legal services. Most plans are group plans.

Plan Types—Access plans provide members access to legal advice and 
services. They typically include in-offi ce or telephone consultation with a 
lawyer; follow-up services, such as correspondence; a review of legal docu-
ments; self-help counseling; referrals to participating attorneys for further 
legal assistance; and fee discounts for more complex matters. 

1 Legal services plans are sometimes known as prepaid legal services plans or group legal 
services plans.
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In addition to the services provided in the access plans, comprehensive 
plans provide other services such as legal representation for domestic 
matters; will and estate planning; traffi c matters; and consumer, debt, and 
real estate issues. 

Enrollment—In group plans, enrollment may be automatic or vol-
untary. In an automatic enrollment plan, all members of the group are 
automatically members of the plan. In a voluntary enrollment plan, only 
those members who choose to enroll are covered, on a prepaid basis. 
Household members typically are also covered.

Delivery of Benefi ts
The structures for delivering legal services plan benefi ts are as varied 

as those related to health insurance plans, but they can be classifi ed under 
three broad categories: open panel plans, closed panel plans, and modifi ed 
panel (or combination) plans.

Open Panel Plans—Under open panel plans (the least common), a 
member may use any licensed attorney. Payment for services is usually made 
according to an established fee schedule, with fees varying depending on 
the type of service provided. The plan participant is responsible for attorney 
fees in excess of the scheduled amount. Open panel plans may also use legal 
services trust funds.

Open panel plans offer advantages and disadvantages. While a partici-
pant is able to choose his or her own attorney, the attorney selected is never 
obligated to accept the case, particularly if the attorney’s caseload is heavy 
or the case is outside his or her area of expertise. Administrative costs are 
generally higher in open panel plans. Since the sponsoring employer has no 
control over the attorneys’ fees, sponsors often restrict coverage to selected 
services and/or impose maximum coverage limits.

Closed Panel Plans—There are two types of closed panel plans: staff 
plans and participating attorney plans. Staff plans provide benefi ts through 
a full-time, salaried staff of lawyers who are hired specifi cally to handle the 
group’s needs. In participating attorney plans, a plan sponsor contracts with 
one or more law fi rms to provide access to legal services to a group of par-
ticipants who are geographically dispersed. A closed panel can pay lawyers a 
per capita amount or pay according to a fee schedule. The plan usually pays 
the entire cost, but some plans may allow the client to be billed for costs in 
excess of a certain amount or require a percentage payment by the client, as 
in many health plans.

Administrative costs under closed panel plans are generally lower than 
those under open panel plans. Since a smaller number of attorneys are 
involved, there are fewer records to manage and payments for services may 
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be easier. The lawyers in a closed panel plan often acquire special expertise 
in areas associated with the covered group’s most common problems. Unions 
usually favor closed panel plans, under which they are able to control the 
quality of the legal work by controlling the selection of attorneys. Closed 
panel plans frequently can offer more effi cient legal services at lower rates 
than open panel plans. 

Scope of Services
Types of Services Covered—Four broad service categories that may 

be covered under a comprehensive service plan are consultation, general 
nonadversarial, domestic relations, and trial and criminal.

• Consultation—Legal services plans are used most frequently for legal 
information and advice (most legal matters require no more). They may 
deal with virtually any type of legal issue, including consumer matters, 
landlord-tenant disputes, and domestic disputes (e.g., overdue child 
support payments and visitation rights). Here, the attorney counsels 
the participant, either by telephone or in the offi ce, on appropriate legal 
action or may provide self-help information so the plan participant can 
resolve the problem on his or her own.

• General Nonadversarial—These services are generally performed in an 
attorney’s offi ce. They deal with such matters as review of documents, 
wills, and adoption papers; guardianship; name changes; personal 
bankruptcy; real estate transfers; estate closings; and Social Security, 
unemployment, and other benefi t claims.

• Domestic Relations—Legal separations and divorces are the most 
frequently used services covered by legal services plans. Most plans 
that cover these services also cover the costs of modifying divorce and 
separation agreements (such as changes in the terms of child custody 
agreements, visitation agreements, child support, or separate main-
tenance arrangements). Due to the high cost that is often associated 
with domestic relations legal problems, many plans limit these types of 
services.

• Trial and Criminal—This type of service includes adversarial legal 
matters, such as contested adoptions and guardianship, civil suits, and 
contested domestic relations matters, and minor criminal matters such 
as suspension or revocation of driver’s licenses, juvenile court proceed-
ings, and misdemeanors. Although infrequently utilized, these services 
usually incur the highest plan cost per claim; thus, many plans do not 
cover them.



396 Fundamentals of Employee Benefi t Programs

Exclusions and Limitations—In order to avoid excessive attorney fees 
and unnecessary services, plan sponsors may build in cost controls by exclud-
ing coverage for certain types of services such as actions against employers 
and unions; services for legal problems existing before the plan’s effective 
date; lawyers’ contingency fees; and court expenses such as fi nes, court costs, 
fi ling fees, subpoenas, assessments, penalties, and expert witness fees.

Plans may also use closed lists of eligible procedures, which automati-
cally exclude some legal services from the schedule of benefi ts; limit the 
number of hours or dollar amount of services rendered; limit the frequency 
of coverage for a particular service over a specifi ed time; or place maximum 
limits on the attorneys’ hourly fees, which are usually less than the prevail-
ing rate.

Taxation
Initially, legal services plan contributions were counted as gross income 

to the employee. However, employers were allowed to take a tax deduction 
for their contributions. Subsequent legislative changes removed many of 
the initial deterrents to the establishment of these plans, particularly their 
explicit exclusion from taxation under the Tax Revenue Act of 1976, which 
added Sec. 120 to the Internal Revenue Code (IRC). The original law expired 
at the end of 1981, but subsequent tax laws in 1981, 1984, 1986, 1988, 1989, 
and 1990 extended the tax exclusion, sometimes retroactively. The extension 
included in the 1990 law expired on June 30, 1992. Currently, the tax exclu-
sion for legal services plans under IRC Sec. 120 is still “expired”; however, 
there is active lobbying to make it a permanent part of the tax code. Some 
observers believe that the impermanence of the tax exclusion for legal ser-
vices plans may discourage their widespread development and use.

In the past, in a qualifi ed plan under IRC Sec. 120, employer contribu-
tions for legal services benefi ts of up to $70 per year were excludable from 
income tax. To qualify for favorable tax treatment, the plan had to meet the 
following requirements:

• An application for qualifi cation must be fi led with the Internal Revenue 
Service.

• The employer must establish a separate written plan for the exclusive 
benefi t of employees (and their spouses or dependents); the plan must 
provide only legal services.

• The plan must provide personal legal services; it cannot provide legal 
services related to an employee’s trade or investment property.

• The plan cannot discriminate in favor of shareholders, offi cers, or highly 
paid employees. In determining whether the plan is discriminatory, 
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certain employees may be excluded from consideration—specifi cally, 
those covered under an agreement determined by the Secretary of Labor 
to be a collective bargaining agreement, providing there is evidence that 
group legal services benefi ts were the subject of good faith bargaining. 
Certain limits also apply to contributions made on behalf of shareholders 
and owners who have more than a 5 percent interest in a fi rm.

• The employer must transmit its plan contributions to designated recipi-
ents (e.g., insurance companies, tax-exempt trusts, or authorized service 
providers).

All legal services plans maintained by a private employer or employee 
association are classifi ed under the Employee Retirement Income Security 
Act of 1974 (ERISA) as employee welfare plans and are subject to certain 
requirements. Legal services plans sponsored by public employers are not 
subject to ERISA.
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CHAPTER 40

DOMESTIC PARTNER BENEFITS

Introduction
Domestic partner benefi ts are benefi ts that an employer voluntarily 

chooses to offer to an employee’s unmarried partner, whether of the same or 
opposite sex. An employer wishing to implement a domestic partner program 
needs fi rst to identify what constitutes a domestic partner. The most common 
defi nitions contain some or all of the following core elements (Hewitt Associ-
ates, 2000): 

• The partners must have attained a minimum age, usually 18.
• Neither person is related by blood closer than permitted by state law for 

marriage.  
• The partners must share a committed relationship. 
• The relationship must be exclusive. 
• The partners must be fi nancially interdependent.  
• The partners must have resided together a minimum period of time. 
• The relationship must be registered as a domestic partnership with a 

government agency.

An employer also must decide whether the domestic partner program is 
to cover same-sex couples only or include opposite-sex couples. Documentary 
proof of a domestic partner relationship can take many forms; it is up to the 
employer to determine the appropriate one. Some employers are satisfi ed 
with the partners signing a written statement of their relationship. Others 
may require proof of a fi nancial relationship such as a joint lease or mort-
gage or copies of tax returns showing fi nancial interdependence. Whatever 
documentation is required must be germane to the issue of validating a 
domestic partnership, or it could lead to claims of invasion of privacy.

Benefi ts Offered
Most employers that offer domestic partner benefi ts offer a range of only 

low-cost benefi ts, such as family/bereavement/sick leave, relocation benefi ts, 
access to employer facilities, and attendance at employer functions. However, 
public attention has focused on employers who offer health insurance cover-
age to domestic partners. 
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According to a 2007 survey by Hewitt Associates, 54 percent of surveyed 
fi rms offered coverage for domestic partners. Seventeen percent of fi rms 
offered domestic partner coverage to same-sex couples only; 1 percent of 
fi rms offered coverage to opposite-sex couples only; 32 percent of surveyed 
fi rms offered coverage for same or opposite-sex couples (Hewitt Associates, 
2007). According to a 2005 Hewitt Associates study, of those employers that 
offered domestic partner benefi ts, 83 percent offered the coverage to depen-
dents of domestic partners. These numbers represent a signifi cant increase 
since 2002, when 19 percent of surveyed fi rms offered domestic partner 
benefi ts (Hewitt Associates, 2005).

According to the Human Rights Campaign Fund, which claims to be 
the largest national lesbian and gay political organization in the United 
States, as of August 14, 2008, 9,374 employers had been identifi ed as offering 
domestic partner benefi ts.1 

Reasons for Offering Domestic Partner Benefi ts
Many employers believe that offering benefi ts to legally married part-

ners of employees and not offering the same benefi ts to the partners of 
non-legally married partners of employees discriminates on the basis of 
sexual orientation and/or marital status. Sixty-four percent of employers had 
a formal policy against discrimination on the basis of sexual orientation in 
2000, according to Hewitt Associates (Hewitt Associates, 2000). The deci-
sion to offer domestic partner benefi ts communicates to employees that the 
employer is committed to its stated policy.

Many employers also offer domestic partner benefi ts in order to recruit 
and retain workers. The relatively high value that employees place on 
employment-based comprehensive health benefi ts is well documented (Chris-
tensen, 2002). In a tight labor market, designing a benefi ts package that 
appeals to a diverse work force enables an employer to maintain a recruit-
ment edge and demonstrates that the employer values diversity. Employee 
morale and productivity have been found to improve in work environments 
where individuals believe the employer demonstrates that it values its 
employees. According to a 2005 Hewitt Associates study, the number one 
reason for offering domestic partner benefi ts was to attract and retain 
employees (cited by 71 percent of organizations offering benefi ts to same-sex 
couples and 69 percent to opposite-sex couples) (Hewitt Associates, 2005).

1  A listing of fi rms that offer full health insurance coverage to domestic partners is posted 
by the Human Rights Campaign at www.hrc.org/worknet/dp/index.asp
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Costs of Domestic Partner Benefi ts
Cost is the primary concern for employers, since extending coverage to 

more individuals increases the cost of health benefi ts. Two components drive 
the cost issue: 

• How many new enrollees the plan can expect to receive; and 
• What risks are likely to be associated with these individuals?  

In a 2000 study of domestic partner benefi ts, Hewitt Associates found 
that 90 percent of employers that offer domestic partner benefi ts reported 
that less than 3 percent of all employees offered the coverage actually elected 
to take it, and 58 percent reported less than 1 percent acceptance (Hewitt 
Associates, 2000). In the planning stage, many employers had anticipated an 
enrollment rate of 10 percent. Employers that allow only same-sex couples to 
enroll domestic partners in the health plan reported a lower enrollment rate, 
compared with those that allow opposite-sex couples to enroll. Hewitt found 
that employers are no more at fi nancial risk when adding domestic partners 
than when adding spouses.

Experience has shown that the costs of domestic partner coverage are 
lower than anticipated. There are several reasons for this: The employees 
eligible for domestic partner coverage tend to be young, and, as a result, 
healthier; enrollment in domestic partner coverage is low, primarily because 
most domestic partners already have coverage through their own employ-
ers; any increased risk of AIDS among male same-sex couples appears to 
be offset by a decreased risk among female same-sex couples; and same-sex 
domestic partners have a near-zero risk of pregnancy. Most recent estimates 
(1996) of the lifetime costs of treating a person with HIV disease range from 
$71,143 to $424,763. By way of comparison, the cost of a kidney transplant 
can be as high as $200,000, and the cost of premature infant care can run 
from $50,000 to $100,000. In 2005, Hewitt Associates found that 88 percent 
of employers that offer domestic partner benefi ts reported that they amount 
to less than 2 percent of total benefi t costs (Hewitt Associates, 2005).

Domestic Partner Benefi ts and Federal Law
The Internal Revenue Service (IRS) has addressed the issue of domestic 

partner coverage in several private letter rulings. According to those rulings, 
employment-based health benefi ts for domestic partners or nonspouse 
cohabitants are excludable from taxable income only if the recipients are 
legal spouses or legal dependents. The IRS also states that the relationship 
must not violate local laws in order to qualify for tax-favored treatment. The 
IRS leaves the determination of marital status to state law. Currently, three 
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states recognize same-sex marriages: California, Connecticut, and Massa-
chusetts. Some cities (i.e., San Francisco and New York City) allow domestic 
partners to register their relationship with the city, but these registries do 
not provide legal status as marriage or common-law marriage. 

With regard to opposite-sex couples, there are 11 states plus the District 
of Columbia that recognize common law marriages and all states recognize 
common law marriages legally contracted in those jurisdictions that permit 
them (see http://topics.law.cornell.edu/wex/table_marriage for more informa-
tion). Opposite-sex couples in those jurisdictions that recognize common-law 
marriage do receive the tax-favored treatment for spousal coverage in an 
employment-based plan. However, an employer that contributes to the cost of 
health benefi ts for domestic partners must report the premium (or premium 
equivalent for self-insured plans) of the employer-provided portion as 
imputed income on the employee’s W-2 form. 

Sec. 125 Flexible Benefi ts and Spending Accounts—Employee 
fl exible allowances that include extra money or credits toward provid-
ing coverage for a domestic partner are treated as taxable income, and 
employee contributions for domestic partner coverage cannot be taken on 
a pretax basis. Flexible spending account benefi ts may not be provided to 
a domestic partner because, generally, they do not qualify as employees’ 
dependents under the tax code.

Consolidated Omnibus Budget Reconciliation Act of 1985 
(COBRA)—A domestic partner may not make an independent election 
for COBRA coverage.  This is because COBRA specifi es that only covered 
employees, their spouses and children are considered “qualifi ed benefi cia-
ries.”  A domestic partner may be part of an employee’s election if the plan 
provisions extend continuation coverage to domestic partners for some or all 
COBRA events.

Health Insurance Portability and Accountability Act of 1996 
(HIPAA)—Domestic partners may not be dependents and therefore techni-
cally are not covered by some portions of HIPAA.  However, an employer that 
provides health insurance to domestic partners will need to include them 
in the certifi cation procedure and health nondiscrimination provisions of 
HIPAA, if they are covered by the plan.  Employers may want to apply the 
other HIPAA requirements for consistency in administration.

Defense of Marriage Act of 1996 (DOMA)
For purposes of federal tax law and benefi ts, DOMA established federal 

defi nitions of (a) “marriage” as a legal union only between one man and 
one woman as husband and wife; and (b) “spouse” as a person only of the 
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opposite sex who is a husband or wife. Because of DOMA’s provisions, if a 
state extends marriage to same-sex couples, same-sex partners would not be 
treated as spouses for federal tax and employee benefi t purposes.

Because marriages are granted through state law, DOMA also gives 
states the choice to recognize same-sex marriages legally performed in other 
states. The law does not specifi cally outlaw same-sex marriage, and states 
remain free to recognize same-sex marriage if they so choose. But by making 
one state’s recognition of another state’s legal acts optional in this instance, 
DOMA essentially creates an exception to the Full Faith and Credit Clause 
of the U.S. Constitution, thus raising constitutional questions concerning 
the validity of the law. Because Vermont created a parallel civil union rather 
than sanctioning same-sex marriage, the new law does not create an oppor-
tunity to challenge DOMA’s constitutionality. Since the enactment of DOMA 
in 1996, the issue has not come before the U.S. Supreme Court for a decision.

State and Local Governments and Domestic Partner Benefi ts
Benefi ts generally are regulated at the federal level through the 

Employee Retirement Income Security Act of 1974 (ERISA), and private 
employers that choose to offer domestic partner benefi ts must follow federal 
law. Most recent legal activity concerning domestic partner benefi ts has 
involved state and local governments acting in their capacity as employ-
ers but subject to local political and legal circumstances. As a result, some 
jurisdictions have taken very different approaches to the issue.

Connecticut Supreme Court, Elizabeth Kerrigan et al. vs. 
Commissioner of Public Health et al.—On October 10, 2008, the 
Connecticut Supreme Court in a 4–3 ruling found that failing to give same-
sex couples the full rights, responsibilities, and name of marriage was against 
the equal protection clauses of the state constitution and ordered that same-
sex marriage be legalized.  The ruling is to take effect October 28, 2008.  
www.jud.state.ct.us/external/supapp/Cases/AROcr/CR289/289CR152.pdf 

California Supreme Court, In re: Marriage Cases—May 15, 2008, 
the California Supreme court ruled by 4–3 that marriages between people 
of the same sex are legal, thereby overturning an existing statutory ban on 
same-sex marriage.  The ruling went into effect June 14, 2008. See www.
courtinfo.ca.gov/opinions/documents/S147999.pdf for the decision.

The “Limit on Marriage” (Proposition 8) proposed constitutional amend-
ment is an initiative to put before the voters of California in November 2008 
an amendment to the state constitution that would ban same-sex mar-
riage, thereby overturning the state Supreme Court’s decision. Gov. Arnold 
Schwarzenegger is opposed to the proposed constitutional amendment. On 
November 4, 2008, California voters voted in favor of Proposition 8. 
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Supreme Judicial Court of Massachusetts, Hillary Goodridge & 
others vs. Department of Public Health & another—The Massachusetts 
Supreme Judicial Court held Nov. 18, 2003, that “barring an individual 
from the protections, benefi ts, and obligations of civil marriage solely 
because that person would marry a person of the same sex violates the 
Massachusetts Constitution.” The court stayed the entry of judgment for 180 
days “to permit the Legislature to take such action as it may deem appropri-
ate in light of this opinion.”   http://caselaw.lp.fi ndlaw.com/scripts/getcase.
pl?court=ma&vol=sjcslip/sjcNov03c&invol=1  

The Massachusetts State Senate asked the court for an advisory opinion 
as to whether legalized civil unions would be suffi cient for same-sex couples.  
The court ruled on Feb. 6, 2004, that they would not, saying, “Because the 
proposed law by its express terms forbids same-sex couples entry into civil 
marriage, it continues to relegate same-sex couples to a different status. 
The history of our nation has demonstrated that separate is seldom, if ever, 
equal.”

The state court’s decision providing state recognition of same-sex mar-
riages went into effect on May 18, 2004.  On March 29, 2004, the state 
legislature narrowly passed a state constitutional amendment ballot 
measure that would overturn Goodridge.  The amendment had to be 
approved a second time in the 2005–2006 session of the legislature.  On June 
14, 2007, the effort to ban same-sex marriage by amending the state consti-
tution was defeated.

At this point it is unknown what impact the Massachusetts action might 
have on the federal Defense of Marriage Act, although it is speculated that a 
challenge arising out of a Massachusetts same-sex marriage (if one occurs) 
ultimately will test the legality of DOMA before the U.S. Supreme Court.  
In November 2004, the U.S. Supreme Court refused to hear a case trying to 
overturn the Massachusetts decision.

San Francisco City Marriages—On Feb. 12, 2004, San Francisco 
Mayor Gavin Newsom ordered the city to begin approving same-sex mar-
riages, and since then city clerks have conducted hundreds of same-sex 
marriage ceremonies. While state law and a voter-approved referendum 
passed in 2000 (Proposition 22) defi ne marriage as a union of a man and a 
woman, Newsom maintains that the state constitution’s broad equal pro-
tection clause pre-empts those laws. Legal challenges to the city’s action cur-
rently are underway.

Vermont’s Civil Union Law for Same-Sex Couples, Effective July 
1, 2000—On April 26, 2000, Vermont’s governor signed into law H. 847 (Act 
91) establishing a system of civil unions for same-sex couples, effective July 
1, 2000.  Couples entering into a civil union in Vermont will have the same 
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state-guaranteed rights and privileges (and obligations) as married couples, 
even though they will not be considered “married” under state law.

The highly controversial law stemmed from a unanimous ruling Dec. 20, 
1999, by the state Supreme Court (Stan Baker et al., vs. State of Vermont et 
al.), which held that there was no state constitutional reason for “denying 
the legal benefi ts and protections of marriage to same-sex couples.” The case 
could not be appealed to a federal court because the ruling was based on 
Vermont’s constitution, so federal law did not apply. 

The Vermont Supreme Court did not give permission for legalizing same-
sex marriages, but instead ordered the state legislature to come up with 
some method for implementing its decision. Because the legislature created 
a domestic partnership equivalent to marriage, employers are expected to be 
able to retain more design fl exibility over their benefi t plans, and ERISA will 
shield self-funded employers from being forced to cover “domestic partners” 
of Vermont employees.  

Benefi t Provision: Because ERISA pre-empts state law provisions that 
relate to employee benefi t plans, private employers will not be required to 
recognize civil unions as marriages for the purposes of employee benefi t plan 
design.  The exception to this is with regard to state family leave benefi ts 
and workers compensation benefi ts, which are not ERISA-covered programs.

Insurers in Vermont are required to offer coverage to parties in civil 
unions and their dependents if they offer such coverage to spouses and 
dependents.  It appears that employers are not required to purchase such 
policies for their employees.  The insurance provisions of the law took effect 
on Jan. 1, 2001.

Who Is Eligible for a Civil Union and What Are the Rights and 
Benefi ts?—Civil unions are available to two unrelated persons of the same 
sex who: 

• Are at least 18 years old.
• Are competent to enter a contract.
• Are not already married or in a civil union.

• Have a guardian's written permission if they are under a guardianship.

There is no residency requirement, but to dissolve a civil union the 
parties must follow the same procedures required for divorce.

Parties to a civil union have exactly the same rights and obligations as 
married couples and are subject to the state domestic relations laws regard-
ing support, custody, property division, and dissolution of the relationship.

Reciprocal Benefi ciary Relationships: Related persons who cannot marry 
or enter into a civil union (i.e., siblings) can now enter into a “reciprocal 
benefi ciary” relationship.  This relationship will entitle them to more limited 
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spousal-type rights than civil unions.  Generally, these rights relate to health 
care decisions, hospital visits, and durable power of attorney for health care 
(Hawaii has had a similar reciprocal benefi ciary law since 1997).

The following states have enacted civil union laws which provide all the 
same rights and responsibilities as marriage:

• Connecticut (www.jud.ct.gov/lawlib/Notebooks/Pathfi nders/CivilUnions.
htm). See above on Connecticut and same sex marriage.

• New Hampshire (www.gencourt.state.nh.us/legislation/2007/HB0437.
html).

• New Jersey (www.njleg.state.nj.us/2006/Bills/A4000/3787_I1.pdf).

San Francisco Nondiscrimination in Contracts-Benefi ts 
Ordinance, Effective Jan. 1, 1997—The Air Transport Association of 
America successfully sued the City of San Francisco, claiming airlines do 
not have to comply with the city’s ordinance because the airlines’ benefi t 
packages are governed by federal law, specifi cally ERISA, which pre-empts 
state and local laws with regard to employee benefi ts.  In an April 10, 1998, 
ruling, the U.S. District Court for the Northern District of California upheld 
the San Francisco ordinance except with regard to airlines.  In her ruling, 
Judge Claudia Wilkens stated that the city acts as a “market participant” 
in dealing with city contractors—other than airlines—and the law therefore 
does not violate the ERISA pre-emption provisions. However, in the city’s 
dealing with airlines at the city-owned airport, the city acts as a regulator, 
and not a market participant, so therefore the ordinance is pre-empted by 
ERISA with regard to the airlines, the judge ruled.  The ruling applies the 
“market participant” standard to situations where the city wields no more 
power than an ordinary consumer in its contracting relationships.

In November 1999, Los Angeles and Seattle joined San Francisco in 
enacting an ordinance that requires private employers that contract with the 
cities to provide benefi ts to the domestic partners of workers. 

Bibliography
Carlsen, Melody A. “Domestic Partner Benefi ts: Employer Considerations.” 

Employee Benefi t Practices. (International Foundation of Employee 
Benefi t Plans, fourth quarter 1994). 

Christensen, Rachel. “Value of Benefi ts Constant in a Changing World: Find-
ings from the 2001 EBRI/MGA Value of Benefi ts Survey.” EBRI Notes, 
no. 3 (March 2002): 

Hewitt Associates. Domestic Partners and Employee Benefi ts: 1994. Research 
Paper. Lincolnshire, IL: Hewitt Associates, 1994. 



 407Chapter 40: Domestic Partner Benefi ts

________. Domestic Survey Findings: Domestic Partner Benefi ts: 2000. 
Research Paper. Lincolnshire, IL: Hewitt Associates, 2000. 

________. SpecSummary: United States Salaried: 2007–2008 Lincolnshire, IL: 
Hewitt Associates, 2007.

________. Survey Findings: Benefi t Programs for Domestic Partner & Same-
Sex Couples 2005 Lincolnshire, IL: Hewitt Associates, 2005.

Kaiser Family Foundation and Health Research and Educational Trust. 
Employer Health Benefi ts: 2008 Annual Survey. Menlo Park, CA: Henry 
J. Kaiser Family Foundation, and Chicago, IL: Health Research and 
Educational Trust, 2008. 

Newman, Barry, Paul Sullivan, RTS, and Michele Popper. Domestic Partner 
Benefi ts: An Employer’s Perspective. Newburyport, MA: Alexander Con-
sulting Group, June 1996. 

Thompson Publishing Group. Domestic Partner Benefi ts: An Employers 
Guide. Washington, DC: Thompson Publishing Group, 2000.

Washington Resource Group of William M. Mercer, Inc. “Vermont Enacts 
Civil Union Law for Same-Sex Couples.” GRIST Report (May 15, 2000).

Additional Information

Human Rights Campaign Foundation
919 18th Street, NW, Suite 800
Washington, DC 20006
(202) 628-4160

HRC WorkNet is a national source of information on workplace policies 
and laws surrounding sexual orientation and gender identity.
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and Spouses:  www.sfgov.org/site/sfhumanrights_index.asp?id=4584



408 Fundamentals of Employee Benefi t Programs



PART FIVE

PUBLIC SECTOR



410 Fundamentals of Employee Benefi t Programs



 411Chapter 41: The Public Sector Environment

CHAPTER 41

THE PUBLIC-SECTOR ENVIRONMENT

Introduction
More than 21 million individuals are employed by public jurisdictions 

in the United States. These public entities include the federal government; 
state, county, and municipal governments; school districts; and a host of 
other special-purpose districts and authorities. Approximately 16 percent 
of the employed labor force, or nearly 1 in 6 working Americans, works for a 
public entity.1

Nearly all of these public employees are covered by employee benefi t 
programs. While there is enormous diversity among the programs, taken 
together, they exhibit a certain family resemblance and differ in important 
respects from private-sector programs. This chapter highlights these differ-
ences and provides an overview of the current status of employee benefi ts in 
the public sector.

Many of the differences between public-sector and private-sector benefi t 
plans stem from the different environments in which they operate. Indeed, 
these environmental differences are important enough that some discussion 
of them is necessary to provide a context for understanding the differences in 
individual benefi ts.

Centrality of the Political Process
The single largest difference between public- and private-sector benefi t 

programs lies in their relationship to the law and the legislative process. 
All qualifi ed private-sector plans with tax-incentive features are regulated 
by the federal government (primarily by the Employee Retirement Income 
Security Act of 1974 (ERISA)), but public-sector plans are not subject to all 
ERISA provisions. Within these constraints, private-sector plan sponsors are 
relatively free to establish, maintain, and modify their plans as regulated by 
ERISA.

By contrast, the basic features of public employee plans—eligibility, con-
tributions, types of benefi ts, etc.—are often spelled out in statutes or in local 
ordinances. Even where collective bargaining over benefi t issues is allowed, 

1 Data are preliminary for October 2006 from U.S. Department of Labor, Bureau of 
Labor Statistics.
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the legislatures generally retain some measure of control. Furthermore, 
public employee programs usually exist within a highly structured person-
nel system that is itself prescribed, often in great detail, in public law. In 
addition, because they are legislative products, public employee benefi t 
plans necessarily refl ect the interplay of political (rather than economic) 
forces. Where public employee benefi t plans are concerned, the interest 
group activities can usually extend far beyond the public administrators and 
employees (and their unions and associations) that are directly affected, and 
often include provider groups, insurers, the business and fi nancial commu-
nity, and taxpayer organizations.

The infl uence of organized labor on public employee benefi ts is particu-
larly strong. In 2006, approximately 40.1 percent of public employees were 
represented by labor unions, compared with 8.1 percent of private employees 
(U.S. Department of Commerce, 2008). This infl uence is exercised directly 
where bargaining over benefi t issues is allowed, but it is also exercised 
indirectly through the legislative process.2

Relationship to Federal Law
A second fundamental difference in the environment of public employee 

plans as opposed to those sponsored by private companies is the role played 
by federal tax and benefi ts law and regulation. The taxing power of the 
federal government has been used to encourage the provision of employee 
benefi ts by private business since 1916, when corporations were fi rst allowed 
to deduct payments to retired employees, their families, and dependents 
as ordinary and necessary expenses (Graebner, 1980). The federal govern-
ment’s taxing power has also been used to compel certain behavior (e.g., 
participation in Social Security) by the levying of payroll taxes. However, 
approximately one-fourth of all full-time workers in state and local defi ned 
benefi t plans are not covered by Social Security (Fore, 2001; Eitelberg, 1999).3

Regarding federal taxation, it should be recognized that a qualifi ed 
private-sector pension plan and its participants enjoy three tax benefi ts. 
First, the employer’s contributions are immediately deductible. Second, 
2 There continues to be quite a range of union infl uence or lack thereof—on one end there 
are states that have public-sector collective bargaining with binding arbitration where 
benefi ts are on the table and the other end of the spectrum would be right-to-work states 
or states that simply have “meet and confer” statutory provisions. Regardless of the union 
infl uence, the legislative process through which benefi t provisions are established has much 
in common with the collective bargaining process.
3 Among general coverage statewide retirement systems, 43 systems participate in Social 
Security. The delineation between states with systems under Social Security and those 
outside the system is not entirely clean, however, since there are both large and small 
retirement programs not covered by Social Security that operate in states where the general 
retirement programs are covered.
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earnings on the plan investments are exempt from taxation. Third, the 
benefi ts in the pension plan that accrue to participants are tax-deferred until 
the participant takes a distribution. By contrast, because state and local 
governments are not subject to federal tax, the fi rst benefi t is inapplicable 
to them. In the second benefi t, earnings on plan investments may or may 
not be tax-deferred—depending on whether the plan invests in tax-exempt 
state and local government investments (in which case there would be no 
tax benefi t) or any other taxable investment (in which case the earnings 
would be exempt from taxation until distributed). Therefore, the only benefi t 
applicable is the third one that defers a participant’s liability for federal tax 
on the pension accrual until he/she takes a distribution. Since public juris-
dictions are not taxpaying entities, their behavior cannot be infl uenced by 
opportunities to reduce federal tax on their revenues.

State and local jurisdictions also co-exist with the federal government in 
a system of federalism, and while the powers and prerogatives of the various 
levels of government have changed over time, the balance among them is 
always a politically delicate issue. The federal government has at times for-
mally asserted that its tax laws and benefi ts regulations do apply to benefi t 
plans for public-sector employees, but occasionally its enforcement has been 
slow. However, public-sector plans share with qualifi ed private-sector plans 
a common source of rules under the federal Internal Revenue Code (IRC), 
which has been expanded in recent years. Attention to public plans has 
increased in the last several years, however (see chapter on defi ned benefi t 
plans). For reasons unrelated to federalism, the federal government has also 
chosen to exclude its own employees’ benefi t programs from major parts of 
the law applicable to private plans. The special status of governmental plans 
can be seen most readily in their relationship to two landmark pieces of 
federal legislation, the Social Security Act of 1935 and ERISA.

Benefi t Systems
The pension area for state and local jurisdictions is characterized by 

a relatively small number of large systems and a large number of small 
systems. According to the U.S. Census Bureau, there were 2,654 state and 
local retirement systems in the United States as of 2006, with the 221 
state-administered systems accounting for 90 percent of the total covered 
population (U.S. Department of Commerce, 2006). At the federal level, most 
civilian employees are covered by the Civil Service Retirement System (for 
civil servants entering the federal government before 1984) or the Federal 
Employees Retirement System (for new hires brought in after 1983). Those 
in the military services are included in the Defense Department’s military 
retirement system. Approximately another 30 relatively small groups—e.g., 
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staff employed by the Foreign Service and Federal Reserve and other bank 
systems—have their own, entirely separate, arrangements.

Health and life insurance plans are likely to be operated by each juris-
diction for its own employees and, unlike pension plans, they are often 
collectively bargained. However, New York and California operate statewide 
health benefi t programs in which local government employees can elect to 
participate. Where they exist, state-run long-term disability and sickness 
and accident insurance plans may also be open to local government entities.

Occupational Divisions
Another salient feature of public employment for benefi t purposes is that 

the work force in some states is subdivided along certain occupational lines. 
In many jurisdictions, law enforcement and fi refi ghting employees have their 
own programs apart from those for other public employees. Alternatively, 
they may participate in a general system but in plans that take into account 
their unique career patterns. Public school teachers also sometimes have 
separate plans or separate arrangements, whether they participate in a 
state-run or a local plan. The special status of these occupational groups 
is partly historical (they were among the fi rst to obtain pension coverage), 
partly a consequence of the occupations’ characteristics and requirements, 
and partly a refl ection of their ability to protect their interests in the politi-
cal arena. 

One characteristic of private-sector plans that is extremely rare in the 
public sector is the provision of separate benefi ts for executives. In the public 
sector, benefi t provisions tend to apply equally to all levels of the work force. 
Even where separate “executive services” have been recognized, separate 
benefi t provisions are rare. However, this egalitarian tradition does not 
extend to members of the judiciary, the legislature, or elected members of 
the executive branch. Since careers for legislators and elected offi cials may 
encompass a much shorter period of time than for other categories of employ-
ees, plan provisions for these occupations may allow benefi ts to accrue at a 
faster rate. Judges almost always have their own separate pension plans, 
typically with higher benefi t accrual rates, while legislators enjoy faster 
pension vesting, eligibility, and computation provisions. The judges’ plans 
are justifi ed on the grounds that the judiciary must be provided a suffi cient 
measure of security to allow them to carry out their responsibilities in an 
impartial, disinterested way and also because they typically enter the system 
at a late age. The special provisions for legislators and elected offi cials are 
justifi ed by the uncertain nature of their tenure.
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Key Distinguishing Characteristics
It is quite unusual for private-sector employees to contribute to defi ned 

benefi t retirement plans. While not universally true, a common character-
istic of public-sector pension plans is the requirement that members, as a 
condition of employment, must contribute to the cost of their defi ned benefi t 
retirement benefi ts. The typical approach is to require that a certain percent-
age of payroll be contributed. A provision of the IRC, which is applicable 
only to public-sector plans, allows for the establishment of an arrangement 
whereby member contributions may be made with before-tax dollars—an 
arrangement that has been widely embraced in the public sector.

Another distinguishing characteristic is public employee participation 
in Social Security. While private-sector employees are universally covered 
by Social Security, public-sector employee participation is dependent on 
whether or not the state in which they work has an agreement with the 
federal government for state and/or local government employee coverage. In 
a few states, no public-sector employees participate in Social Security, and in 
many states certain segments of the public-sector work force (such as teach-
ers, police, and fi re employees) are excluded, while the balance of the public 
employee work force participates.

Commonalities
For all the differences between public- and private-sector employee 

benefi t plans, there also are numerous commonalities. In a competitive 
marketplace, all employers need to attract and retain workers and to main-
tain a healthy and vigorous work force. To the extent that benefi t programs 
serve these needs, they are based on common motives and directed at 
common goals. Furthermore, while public pension systems developed early 
and more or less independently of private business practice, the later addi-
tion of health and welfare plans was often a response to the availability of 
such benefi ts in private employment. Indeed, in determining many aspects 
of compensation for public employees, legislators have looked to prac-
tices prevailing in the business community. Thus, many developments in 
private-sector employee benefi t plans eventually surface in public employee 
programs, albeit in a form tailored to the public entity’s traditions and 
circumstances.
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Additional Information
American Federation of Government Employees,
AFL-CIO
80 F Street, NW
Washington, DC 20001
(202) 737-8700
www.afge.org 

American Federation of State, County 
and Municipal Employees,

AFL-CIO
1625 L Street, NW
Washington, DC 20036
(202) 429-1000
www.afscme.org 

National Association of State Retirement Administrators
304 River Ridge Drive
Georgetown, TX 78628
(512) 868-2774
www.nasra.org

National Council on Teacher Retirement
1911 N. Fort Myer Drive, Suite 702
Arlington, VA  22209
(703) 243-1667 
www.nctr.org

National Education Association
NEA Research
1201 Sixteenth Street, NW, Suite 716
Washington, DC 20036
(202) 822-7400
www.nea.org 

National Conference on Public Employee Retirement Systems
Hall of States, Suite 221 
444 N. Capitol Street, NW
Washington, DC 20001
(202) 624-1456
www.ncpers.org 
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U.S. Department of Commerce
Bureau of the Census
Washington, DC 20233
(800) 242-4523
www.census.gov 

U.S. Department of Labor
Bureau of Labor Statistics
Postal Square Building
2 Massachusetts Avenue, NE
Washington, DC 20212
(202) 691-5200
www.bls.gov  
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CHAPTER 42      

BENEFIT COST COMPARISONS BETWEEN STATE AND LOCAL 
GOVERNMENTS AND PRIVATE-SECTOR EMPLOYERS

Introduction
The proposal in 2005 by California Gov. Arnold Schwarzenegger (R) to 

end that state’s public employee defi ned benefi t pension plan focused atten-
tion on the disparate compensation costs between public-sector workers 
and private-sector workers. This chapter examines some of the causes of the 
differences in total compensation costs between state and local government 
employers and private-sector employers, using various datasets.1

Total Compensation Costs
In September of 2007, overall total compensation costs were 51.4 percent 

higher among state and local government employers ($39.50 per hour 
worked) than among private-sector employers ($26.09 per hour worked) 
(calculated from Figure 42.1). 

Total compensation costs consist of two major categories: wages and 
salaries and employee benefi ts. For both of these categories, state and 
local government employers’ costs were higher than those of private-sector 
employers: 42.6 percent higher for wages and salaries and 72.8 percent 
higher for employee benefi ts (calculated from Figure 42.1).

Work Force Comparisons
One of the primary reasons for differences in total compensation costs 

between state and local government employers and private-sector employ-
ers is the composition of their respective work forces. This section looks at 
two components of the work force: industry groups and occupation groups. 
(Readers should note that the term “service” is not the same in the industry 

1 The datasets used are as follows: For compensation costs, the Bureau of Labor Statistics 
(BLS), Employer Costs for Employee Compensation; for private-sector benefi t participation, 
the BLS, National Compensation Survey, Employee Benefi ts in Private Industry in the United 
States, March 2006; and for state and local government employers, BLS, Employee Benefi ts 
in State and Local Governments, 1998. Employment by industry group data are from BLS, 
Employment and Earnings, October 2006; and employment by occupation data are from Em-
ployee Benefi t Research Institute tabulations of the March 2006 Current Population Survey 
by the U.S. Census Bureau. 
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groupings and occupation groupings: Data for these two are not identical 
because not all service workers are employed in the service industries.) 

Industry Groups—State and local government workers are highly 
concentrated in the education sector. This sector includes teachers and 
university professors, two categories of employees with relatively high levels 
of education, unionization rates, and compensation costs. In September 2007, 
52.7 percent of all state and local government employees were employed in 
this sector and total compensation costs for this sector were $42.48 per hour 
worked (Figure 42.2). 

By contrast, private-sector industry groups with the largest number of 
workers were services and trade, transportation, and utilities. In September 
2007, services accounted for 47.9 percent of all private-sector workers, and 
trade, transportation, and utilities accounted for 22.7 percent. Total compen-
sation costs for these two industry groups were $22.41 per hour for trade, 
transportation, and utilities industries and $24.91 per hour for services. 

Another factor affecting total compensation costs is union membership. 
Union presence in an industry is positively correlated with total compensa-
tion costs. In 2006, 7.4 percent of private-sector workers were members of a 
union, compared with 36.2 percent of workers in state and local governments 
(Figure 42.2). 

Occupation Groups—As with the industry groupings, the concentra-
tion of occupations among state and local government employers was quite 
different from that of private-sector employers. A large percentage of state 
and local government employees were concentrated in teachers 
(27.0 percent) and in service occupations (31.8 percent) (Figure 42.3). 
Teachers had the highest total compensation costs among state and local 
government employers, $53.39 per hour worked in September 2007. By com-
parison, the largest percentages of private-sector workers were among sales 
and offi ce occupations (27.3 percent) and service occupations (25.7 percent). 
Compensation costs for these occupations were relatively low: $20.86 for 
sales and offi ce occupations and $13.00 service occupations. 

The largest gap in compensation costs between state and local gov-
ernment and private-sector workers was among service occupations. In 
September 2007, the total compensation costs for these workers in state and 
local governments was $30.74 per hour, compared with $13.00 per hour in 
the private sector. This difference is a function of the type of occupations in 
the services category. Among state and local governments, the BLS catego-
rizes police and fi refi ghters among the service occupations, positions that 
involve a high degree of physical risk and generally require above-average 
skills and physical ability. Among private-sector employers, occupations such 
as waiters/waitresses and cleaning and building services functions are cat-
egorized as service occupations, and these jobs traditionally have low wages.
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Figure 42.2

Employment and Total Compensation Costs, by Industry Group and
Union Membership, State and Local Governments and Private Sector

         State and Local Governments  Private Sector

     Total   Total
     compen-   compen-
     sation   sation
    Employment  costsa  Employment costsa

    (Sept. 2007) (Sept. 2007)  (Sept. 2007) (Sept. 2007)
Total  19,391,200 $ 39.50 Total   116,348,000 $ 26.09
  Education 52.7% 42.28  Construction 6.7% 29.39
  Hospitals 5.4 33.62  Manufacturing 12.1 30.82
  General administration 31.1 36.53  Trade, transportation, & utilities 22.7 22.41
  Local government utilities 1.2 b  Information 2.6 39.11
  Local government transportation 1.3 b  Financial activities 7.2 34.95
  Other 8.2 b  Services 47.9 24.91
       Professional & business 
        services 15.6 30.44
       Education & health services 15.8 27.55
       Leisure & hospitality services 11.9 11.59
       Other services 4.7 21.87
Members of a Unionc 36.2 45.00 Members of a Unionc 7.4 35.92
Non-union workersc 63.8 34.50 Non-union workersc 92.6 24.94

Source: EBRI tabulations of data from U.S. Department of Labor, Bureau of Labor Statistics, Employment and Earnings December 
2007 (Washington, DC: U.S. Department of Labor, 2008).  www.bls.gov/ces/home.htm
Employer Costs for Employee Compensation-September 2007 USDL: 07-1883 (Washington, DC: U.S. Department of Labor, 2007)   
www.bls.gov/ncs/ect/, and U.S. Department of Commerce, Bureau of the Census, Statistical Abstract of the United States, 2008 
(Washington, DC: U.S. Government Printing Office, 2008) 
 www.census.gov/statab/www/ 

a Data are expressed as dollars per hour worked.
b Data not available.
c Data are for 2006.

Employee Benefi ts
As noted above, benefi t costs of state and local government employ-

ers were 72.8 percent higher than those of private-sector employers in 
September 2007. Many factors contribute to this gap. 

Benefi t Costs—The two most important voluntary benefi t programs 
an employer provides are health insurance and a retirement savings plan. 
There is great cost disparity in these benefi ts between state and local 
government employers and private-sector employers. In September 2007, 
the average cost per employee per hour worked for health insurance benefi ts 
for state and local government employers ($4.35) was 135 percent higher 
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than for private-sector employers ($1.85) (calculated from Figure 42.1). The 
disparity was even larger for retirement and savings plans: These cost state 
and local government employers $3.04 per hour worked in September 2007, 
230 percent higher than the $0.92 cost for private-sector employers. 

Participation—One of the primary reasons for the difference in benefi t 
costs is that state and local government employees are more likely than their 
private-sector counterparts to participate in employee benefi t programs. 
Health insurance participation rates among all employees in state and local 
governments (72 percent in September 2007) were signifi cantly higher than 
rates among all employees in the private sector (52 percent in March 2007) 
(Figure 42.1). The disparity was even larger for retirement and savings 
plans. In September 2007, 86 percent of all employees in state and local 
governments participated in some type of retirement and savings plan, com-
pared with 51 percent of all employees in the private sector in March 2007. 

Factors Behind the Differences—As the data illustrate, there are 
many factors that drive the disparity in benefi t cost between the private and 
public sectors:

• Job Characteristics: Public-sector jobs are more service-oriented and a 
different nature (primarily education) than private-sector jobs (primarily 
trade). In many cases, such as teaching and public safety, these are jobs 
that require special skills or training, have higher pay grades, and offer 
different benefi t structures that are specifi cally designed to attract and 
retain workers who have those specialized skills (for instance, many police 
and fi re positions offer faster pension accrual or early retirement due to 
the demanding physical requirements and risks related to the work). 

• These differences also make it diffi cult to compare benefi t plan designs 
between the sectors: For instance, in state and local governments, 
workers are generally required to contribute to their own defi ned benefi t 
pension, but in the private sector, employers typically pay all defi ned 
benefi t pension contributions. Conversely, almost half (45 percent) of 
state and local workers received automatic cost of living adjustments for 
their defi ned benefi t plan payments, compared with about 8 percent of 
private-sector workers, according to the Bureau of Labor Statistics. 

• Pension participation: About 79 percent of all state and local government 
workers participated in a defi ned benefi t pension plan as of September 
2007, compared with about 20 percent of private-sector workers (Figure 
42.1) (participation in a public-sector defi ned benefi t plan usually is 
mandatory for permanent full-time employees).

• Pension costs: Defi ned benefi t pension plans typically are more expen-
sive for private plan sponsors to operate than defi ned contribution plans 
(such as 401(k)s). The growing administrative cost of operating a defi ned 
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benefi t plan is cited by many private-sector plan sponsors as a major 
disincentive to operating this type of retirement plan (see EBRI Issue 
Brief no. 232, April 2001, p. 5). ERISA, the federal law governing most 
private-sector benefi ts, generally does not apply to public-sector pension 
plans, and the cost of administering a public-sector defi ned benefi t plan 
is decidedly less than a defi ned contribution plan.

• Unionization: State and local government workers have signifi cantly 
higher unionization rates than do private-sector workers. In 2006, 
36.2 percent of state and local government employees were members 
of a union compared with 7.4 percent among private sector employees 
(Figure 42.2). Workers who are union members tend to have both higher 
pay and more generous benefi ts. 

Figure 42.3

Employment and Total Compensation Costs in State and Local Governments 
and Private Sector, by Occupation Group, Age 16 and Older

  State and Local Governments Private Sector   

   Total  Total
   compen-  compen-
   sation  sation
           Employment costsa Employment costsa 
 
  (2006) (Sept. 2007) (2006) (June 2006)

Total  18,476,664 $ 39.50 118,348,553 $ 26.09

Management, professional and related 13.4% 48.35 18.0% 46.22
 Professional and related 7.2 47.95 9.3 43.21
 Teachersa 27.0 53.39 2.2 39.28
Sales and offi ce 14.1 27.00 27.3 20.86
Service 31.8 30.74 25.7 13.00
Natural resources, construction,  
  and maintenance 5.3 34.34 18.8 29.57

Production, transportation,  
  and material moving 3.1 30.86 6.9 22.64

Source: EBRI tabulations of data from the Current Population Survey March 2007 Supplement; U.S. Department of 
Labor, Bureau of Labor Statistics, Employer Costs for Employee Compensation-September 2007 USDL: 07-1883 
(Washington, DC: U.S. Department of Labor, 2007)   www.bls.gov/ncs/ect/

a Includes postsecondary teachers; primary, secondary, and special education teachers; and other teachers and 
instructors.
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CHAPTER 43  

REGULATION OF PUBLIC-SECTOR RETIREMENT PLANS

(This chapter was written by Melanie Walker and Cathie Eitelberg of The 
Segal Company)

Introduction
Like their private-sector counterparts, public-sector retirement plans—

representing federal, state, and local jurisdictions—are extensively regulated 
by the federal Internal Revenue Code (IRC), the common source of rules 
governing the deferral of taxation for each type of pension plan.1 In fact, this 
regulation has been signifi cantly expanded in recent years. In exchange for 
the deferral of taxation and for certain other favorable tax treatment, the 
IRC sets forth certain retirement plan requirements some of which apply to 
both public-sector and private-sector plans and others from which public-
sector plans are exempt.2

In addition to IRC regulations, public-sector plans operated for employ-
ees in state and local jurisdictions are extensively regulated and governed 
by state constitutional, statutory, and case law. These plans are highly 
regulated, and in the past three decades the states have voluntarily adopted 
regulations, procedures, and practices—legal, actuarial, accounting, admin-
istrative, and investment—that have led to strong, responsible, and effective 
public employee retirement systems (PERS) across the country.

Because of their well-developed benefi t programs, the signifi cant size 
of assets (approximately $2.9 trillion at the end of 2006, according to the 
Census Bureau), and their large numbers of active and retired members 
(18.5 million individuals), public-sector pension plans are naturally the 
subject of interest to all stakeholders involved in their operation, including 
public employers; employer associations; plan members and employee orga-
nizations; taxpayers; legislators on the state, local, and federal level; and, 
last but not least, benefi ciaries.

1  Public-sector pension plans, known as governmental plans in ERISA, refer to plans 
established or maintained for employees of the federal government and of states and their 
political subdivisions.  While other organizations (e.g., international organizations) are 
included under this heading, the discussion in this chapter is limited to federal, state, and 
local jurisdictions.  See chapter one of Calhoun and Moore (2002) for more details.
2  For background on federal law regarding the taxation of public retirement systems, see 
Calhoun and Moore (2002).
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Federal Regulation of State and Local Plans
Public-sector retirement plans operated for federal employees are largely 

exempt from practically all of the rules applicable to other plans. Somewhat 
different are public-sector retirement plans operated at the state and local 
levels, which are regulated largely by state and local law, but federal regula-
tion of these plans has been evolving. State and local plans are governed by 
state constitutions and laws that historically provided public-sector workers 
with guarantees comparable with those found in the private sector. States 
protect retirement benefi ts of public employees through some combination of 
the following: statute, common law, and/or constitution. 

Passage of the Employee Retirement Income Security Act of 1974 
(ERISA) required private-sector retirement plans to satisfy minimum cover-
age, participation, vesting, funding, and fi duciary requirements as a means 
of improving retirement income security for plan participants. When ERISA 
was enacted, Congress intentionally excluded public-sector retirement plans 
from certain sections of the act “… in order that additional information 
might be obtained regarding whether a need exists for further regulation” 
of these plans (U.S. Congress, 1978). ERISA called for a congressional study 
of several aspects of public-sector retirement plans, including the adequacy 
of their fi nancing arrangements and fi duciary standards. That study, The 
Pension Task Force Report on Public Employee Retirement Systems, was com-
pleted four years later and reported certain defi ciencies in public plans in 
the areas of funding, reporting and disclosure, and fi duciary practices.3 Later 
that same year, the federal government imposed reporting and disclosure 
requirements on retirement plans for its own employees (Employee Benefi t 
Research Institute, 1997).

Nearly three decades later, however, state and local government plans 
still enjoy a general exemption from many requirements of ERISA. ERISA 
includes a group of provisions under the IRC, of which all apply to private 
plans and many apply to public-sector plans. It also has provisions enforced 
by the Department of Labor, from which state and local government plans 
are exempt. But while many ERISA provisions do not always apply to 
retirement plans of state and local governments,4 those requirements may 
indirectly infl uence plan design and administration in areas ranging from 
investment and fi duciary standards to pension rights of surviving spouses.5 
3  See U.S. Congress (1978).  The 1985 Public Employee Pension Plan Reporting and Ac-
countability Act (PEPPRA) was a similar (but unsuccessful) attempt to create a public-sec-
tor version of ERISA.
4  Where ERISA rules do not apply, comparable state laws do, such as in the case of vesting 
and funding.
5  Sections of ERISA that do apply to public-sector plans include Title III and signifi cant 
sections of Title II. Government plans are exempt from most of ERISA’s reporting, disclo-
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Moreover, although public-sector plans are excluded from several sections of 
ERISA, these plans are required to comply with pre-ERISA requirements of 
the IRC. These pre-ERISA requirements thus continued to shape the plan 
qualifi cation rules for both private- and public-sector plans in the years fol-
lowing the establishment of ERISA.6 

Some observers continue to believe that state and local plans would 
benefi t from the federal imposition of ERISA-like standards. Underfunded 
plans can be found, although state and local public pension systems have 
traditionally been generally well fi nanced. According to the National 
Association of State Retirement Administrators’ 2007 Public Fund Survey, 
for the fi rst time since FY 2001, aggregate public pension funding levels rose 
in FY 2007 from 85.7 percent to 86.1 percent (National Association of State 
Retirement Administrators, 2008). 

Tax Laws and Public-Sector Plans
After the passage of ERISA, the enactment of a series of tax and other 

federal laws, beginning in the mid- and late-1980s, further affected the legal 
framework of employment-based benefi t plans (Crane, 1999; Harris, 2000). 
Unlike ERISA, many of these provisions do apply to state and local plans. 
This expansion into the operations of state and local retirement plans, found 
in many federal tax and civil rights protection laws by 1990, began to lessen 
the ERISA-nonERISA distinction.

For example, the IRC Sec. 401(a)(17) limit on compensation was enacted 
under the Tax Reform Act of 1986 (TRA ’86). However, such a compensation 
limit was not clearly imposed on public-sector plans until the passage of the 
Omnibus Budget Reconciliation Act of 1993 (OBRA ’93). The regulations 
governing the IRC Sec. 401(a)(17) annual compensation limit (reduced from 
$200,000 to $150,000 by OBRA ’93) generally took effect on January 1, 1996. 
Public-sector plans were permitted to grandfather the prior compensation 
limit for individuals who were participants in the plan on such effective 
date, either at the $200,000 pre-OBRA amount, as indexed, or an unlimited 
compensation amount, if no compensation limit had been imposed prior 

sure, and funding requirements (Title I) and plan termination insurance (Title IV).  See 
Chapter 1 of Calhoun and Moore (2002) for details.
6  When Congress enacted the Taxpayer Relief Act of 1997 (TRA ‘97), which provided full 
relief from the nondiscrimination rules for state and local governments, it continued a 
tradition dating back to 1977.  In 1999, the Internal Revenue Service (IRS) issued Notice 
99-40, which provided relief from compliance with the nondiscrimination rules for certain 
governmental plans other than plans maintained by a state or local government (e.g., federal 
government agencies, international agencies, and Indian tribes) until January 1, 2001.  IRS 
Notice 2001-46 extended this compliance date until the fi rst day of the plan year beginning 
on or after January 1, 2003.
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to OBRA. As indexed, this limit was raised to $170,000 in 2001 and then 
increased in 2002 to $200,000 under the Economic Growth and Tax Relief 
Reconciliation Act (EGTRRA) of 2001 (Calhoun and Moore, 2002). For 2009, 
the compensation limit has now been indexed to $245,000 or $360,000, for 
public-sector plan members under a grandfathered limit (Segal, 2008). 

Most public employee retirement plans are contributory, and the Tax 
Reform Act of 1986 (TRA ’86) replaced a special “three year recovery” of con-
tributions rule that had applied primarily to public employees. Where public 
employees had earlier been granted up to three years of tax-free benefi t 
payments to recover their own post-tax investment in pension plans, TRA ’86 
stipulated that their benefi ts were to be treated as partly taxable and partly 
tax free, based on an “exclusion ratio.” Furthermore, if those employees 
received a preretirement starting date distribution, even if the distribution 
equaled their accumulated contributions, it would be treated as partly a tax-
free return of contributions and partly a taxable distribution. The ratio of the 
tax-free to the taxable part of the distribution would refl ect the ratio of the 
total employee contributions to the total value of the plan’s expected benefi ts. 
Today, however, in the majority of public-sector pension plans employees 
make contributions on a pre-tax basis under the employer pick-up rules of 
IRC Sec. 414(h). 

TRA ’86 also recognized that public-sector plans provide normal retire-
ment benefi ts at an earlier age, on average, than most private-sector plans 
due to the inclusion of public safety employees. Therefore, the IRC Sec. 
415(b) benefi t limitations have clearly applied to public- sector pension 
plans since the enactment of TRA ’86,7 but with special protection for public 
employees. Specifi cally, public-sector pension plans were allowed to remain 
under pre-TRA ’86 IRC Sec. 415 limits regarding maximum benefi ts and 
actuarial reductions for retirement before a specifi ed age.8 Since retirement 
at younger ages is common in the public sector, compliance with the new, 
more severe IRC Sec. 415 rules would have forced some public jurisdictions 
to reduce benefi ts to current employees below promised amounts, violat-
ing pension plan law and in some cases constitutional law that prohibits 
cutbacks in public employees’ benefi ts. Special IRC Sec. 415 rules were 
also enacted for police and fi refi ghters, who typically retire at younger ages 
than other public workers. In addition, because some state and local plans 
had promised benefi ts even beyond those allowed under pre-TRA ’86 limits, 
an additional option was provided under the Technical and Miscellaneous 
Revenue Act of 1988. This law allowed jurisdictions to “grandfather” and 

7  The Small Business Job Protection Act of 1996 modifi ed the Sec. 415 limits in such a man-
ner that the 100 percent of compensation limit does not apply to governmental plans.
8  See Harris (2000) for a discussion of the history and development of Sec. 415 limits and 
their relationship to public-sector plans.
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excuse any IRC Sec. 415 violations resulting from benefi t payments made to 
employees who became plan members before January 1, 1990, although the 
jurisdiction had to apply the new IRC Sec. 415 limits applicable to private 
plans to all future plan members.

A series of federal laws since TRA ’86 have continued a trend toward 
extending coverage of federal legislation to state and local pension plans. For 
example, the Omnibus Budget Reconciliation Acts (OBRA) of 1990 and 1993 
required employees not covered by a retirement plan to be covered by Social 
Security, and imposed mandatory 20 percent withholding and direct roll-
over rules, respectively. Also, the Small Business Job Protection Act of 1996 
(SBJPA ’96) required IRC Sec. 457 plan assets and income to be held in a 
trust, custodial account,9 or an annuity, and modifi ed IRC Sec. 415 to permit 
public-sector plans to establish excess benefi t arrangements that provide 
benefi ts in excess of the IRC Sec. 415 limits and eliminated the 100 percent 
of average compensation limit for public-sector pension plans under IRC 
Sec. 415(b). Another federal law, the Taxpayer Relief Act of 1997 (TRA ’97), 
established rules regarding the purchase of permissive service credit and 
treatment of contributions for service purchase under IRC Sec. 415 limits 
for public-sector plans, granted a permanent moratorium on the applica-
tion of IRC nondiscrimination rules for state and local plans, and permitted 
in-service distributions of amounts of $5,000 or less (increased from $3,500) 
payable from an IRC Sec. 457(b) plan under certain conditions.

EGTRRA also had a substantial impact on public-sector plans. First, 
EGTRRA enhanced the portability of benefi ts in public-sector plans in a 
number of ways. For example, beginning in 2002, it permitted the use of 
IRC Sec. 403(b) and Sec. 457 plan assets to purchase service credits in 
public-sector defi ned benefi t (DB) plans through the transfer of funds (direct 
trustee-to-trustee exchange) to a public-sector DB plan.10 Also, EGTRRA 
9  Legislative interest in Sec. 457 plans was sparked in 1994 by the losses of 457 plan partic-
ipants in Orange County, CA, in the country’s largest municipal bankruptcy in history.  Au-
thorities arbitrarily reduced employee retirement accounts by 10 percent—permitted at the 
time because plan accounts were managed by the county and technically considered county 
property—to resolve a severe budget shortfall, leading to a lawsuit fi led by county employ-
ees.  This well-publicized event led to a SBJPA ’96 requirement that all amounts deferred by 
a state or local government employer be held in a trust (or custodial account or annuity con-
tract) for the exclusive benefi t of employees (Olsen, 1996).  This requirement gave 457 plan 
participants the same protections as 403(b) and 401(k) plan participants.  Prior to that time, 
the funds deferred by governmental employees into a 457 plan were subject to the claims of 
employer creditors.  Noneducation 457 plan participants were ineligible for coverage under 
403(b) plans and also state and local governments were prohibited from creating new 401(k) 
plans after TRA ’86.  Thus, noneducation state and local government employees had no way 
to save for retirement on a supplementary basis except through a 457 plan, which lacked the 
protections of similar plans.
10  Under state and local law, employees are commonly allowed to purchase service credit as 
a means to boost pension benefi ts and recover credit for years of work that would otherwise 
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eased restrictions for eligible rollover distributions (but only through a direct 
rollover) among qualifi ed retirement plans, Sec. 403(b) annuities, individual 
retirement accounts (IRAs), and governmental Sec. 457 plans, including the 
rollover of after-tax amounts. Surviving spouses are also able to roll over 
distributions from their spouses’ plans to a qualifi ed plan, 403(b) annuity, or 
457 plan in which they participate, as well as to an IRA. In addition, the law 
repealed the “same desk rule” for 401(k), 403(b), and 457(b) plans—replac-
ing the words “separation from service” in Sec. 401(k)(2)(B) with “severance 
from employment”—thereby allowing employees to roll over their accounts 
in their prior employer’s plan to their new employer’s plan or to an IRA. 
EGTRRA also required that involuntary cashouts of amounts more than 
$1,000 (disregarding rolled-over amounts) be automatically rolled over to an 
IRA unless the recipient elects otherwise, effective March 2005.

A second area infl uenced by passage of EGTRRA dealt with contribu-
tion and benefi t limits. The law increased the annual elective deferral dollar 
limits for 401(k) plans, 403(b) annuities, and 457 plans to $11,000 in 2002, 
$12,000 in 2003, $13,000 in 2004, $14,000 in 2005, and $15,000 in 2006, 
and indexed the limits thereafter (indexed to $16,500 for 2009). EGTRRA 
also allowed catch-up contributions to 401(k), 403(b), and governmental 457 
plans for participants who are age 50 or older, up to $1,000 in 2002, $2,000 in 
2003, $3,000 in 2004, $4,000 in 2005, $5,000 in 2006, and indexed thereafter 
(indexed to $5,500 for 2009) (Segal, 2008). It also affected compensation-
based defi ned contribution (DC) plan limits by increasing the dollar limit on 
annual additions under IRC Sec. 415(c) from $35,000 to $40,000, indexing 
them in $1,000 increments thereafter (indexed to $49,000 for 2009); and 
increased the 25 percent of compensation limit on DC plans to 100 percent. 
In addition, EGTRRA repealed the 403(b) maximum exclusion allowance 
applicable to contributions to IRC Sec. 403(b) annuities; henceforth, such 
annuities are subject to the limits applicable to tax-qualifi ed plans. The law 
also increased the 331/3 percent of compensation limits on deferrals under 
457 plans to 100 percent. Finally, EGTRRA repealed the coordination of IRC 
Sec. 415 and Sec. 457 limits. 

Regarding compensation-based DB plan limits, EGTRRA increased the 
IRC Sec. 415(b) DB dollar limits from $140,000 to $160,000 at age 62, with 
late-retirement adjustments for benefi ts starting after age 65, and indexed in 
$5,000 increments thereafter. Also, the law increases the IRC Sec. 401(a)(17) 
compensation limit, applicable to both DB and DC plans, to $200,000 from 
$170,000 and indexed the limit thereafter in $5,000 increments. 
be lost because the employee was not eligible to receive a benefi t at work. For example, at 
the state level, most public school teachers can purchase out-of-state teaching service.  Inter-
state as well as intrastate reciprocity, where retirement systems are authorized to transfer 
participants’ credit to other retirement systems, is sometimes available (Moore, August 
1999).
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A third area affected by passage of EGTRRA concerns IRAs. EGTRRA 
increased the annual dollar IRA contribution limits from the old limit of 
$2,000 to $3,000 in 2002, to $4,000 in 2005, and $5,000 in 2008. Beginning 
in 2003, 401(k), 403(b), and 457(b) plans are allowed to permit employee 
contributions to separate accounts or annuities and to elect to treat the 
contributions as IRAs or Roth IRAs; then, beginning in 2006, 401(k), and 
403(b) plans are permitted to allow participants to designate a portion of 
their elective deferral as an after-tax Roth contribution.

Other pension provisions were also affected by EGTRRA. First, a federal 
income tax credit became available to low-to-moderate-income individuals 
that matches part of the salary-reduction contribution of individuals with 
incomes below $50,000. This includes those who participate in 401(k), 403(b), 
or governmental 457 plans, or in IRAs, of up to $2,000 with the size of the 
credit declining from 50 percent to 10 percent as income increases. Another 
EGTRRA provision addressed the tax treatment of 457 plan assets in divorce 
proceedings. The provision applies the tax rules for qualifi ed plan distribu-
tions, according to a qualifi ed domestic relations order (QDRO), to 457 plans, 
and clarifi ed that the plan does not violate any restrictions on distributions 
when making payments to an alternate payee under a QDRO. EGTRRA also 
eliminated some special distribution requirements for 457 plans, such as the 
nonincreasing rule for periodic payments and the 15-year limit on payment 
to survivors, instead applying the required minimum distribution rules 
under IRC Sec. 401(a)(9) in a similar manner as applicable to qualifi ed plans. 
EGTRRA also allowed for the exclusion from the employee’s gross income 
for tax purposes of any retirement planning services generally provided to 
employees by an employer maintaining a qualifi ed employer plan.

All EGTRRA provisions were set to expire after December 31, 2010. 
However, the Pension Protection Act of 2006 (PPA) made permanent all pro-
visions of EGTRRA relating to retirement plans and IRAs. Although most of 
the provisions of PPA focus on funding rules for private-sector pension plans, 
PPA also included signifi cant retirement plan provisions that affect public-
sector plans. Continuing with a theme of EGTRRA, PPA added new rules 
that enhance the portability of benefi ts in retirement plans, such as requir-
ing eligible retirement plans to allow rollover into a Roth IRA (effective in 
2008) and permitting nonspouse benefi ciaries to roll over distributions into 
an inherited IRA (effective in 2007). The new law also permits hardship 
distributions to participants in 401(a) or 403(b) plans or unforeseeable emer-
gency distributions to participants in governmental 457(b) plans on behalf of 
a hardship experienced by a designated benefi ciary.

PPA also made two important changes to distribution rules applicable 
to public safety employees. First, effective in 2007, public safety offi cers 
who retire due to disability or normal retirement may direct up to $3,000 
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annually of their retirement income to be paid tax free for health care or 
long-term care premiums. The payment must be made directly from the 
retirement plan, including a 401(a), 403(b), or governmental 457(b) plan, 
to the insurer or self-insured plan. Second, effective in August 2006, public 
safety employees are no longer subject to the 10 percent early withdrawal 
penalty if they separate from service after age 50, reduced from the exist-
ing age 55 requirement. In addition, PPA provided specifi c relief for all 
employees in public-sector plans from various minimum distribution rules 
by treating public-sector plans as complying with these rules if they satisfy a 
reasonable, good-faith interpretation of IRC Sec. 401(a)(9), thereby eliminat-
ing the need for public-sector plans to comply with detailed regulations on 
minimum distributions. PPA also added a phased retirement provision which 
permits certain plans, including 401(a) DB plans, to make in-service distri-
butions to employees who are at least age 62, effective in 2007.

The PPA made a number of important clarifi cations to the rules regard-
ing purchase of permissive service credit in public-sector pension plans, such 
as allowing participants who are no longer employees to purchase service 
credit and not subjecting service purchased via transfer from a 403(b) or 
457(b) plan to the “air time” limit of fi ve years of service. In addition, PPA 
provided specifi c rules for automatic contributions to DC plans, including a 
refund provision that allows a public-sector plan to return contributions to a 
participant who opts out of the automatic contribution arrangement within 
90 days of the fi rst contribution being made, beginning in 2008. However, 
public-sector plans cannot take advantage of the ERISA provisions in PPA 
that facilitate automatic contribution arrangements, such as regulations on 
a default investment option that provides fi duciary protection for invest-
ment of automatic contributions and ERISA pre-emption of state laws that 
prevent automatic deductions from wage payments. Finally, PPA clarifi ed the 
legality of cash balance plans and other hybrid plans, but imposed certain 
restrictions on such plans under age discrimination rules, including restric-
tions on the interest rate applied to account balances under these plans.

Another important development for public-sector retirement plans 
came in the form of extensive regulations on IRC Sec. 403(b) plans in 2007, 
the fi rst of such regulations since 1964. The 403(b) regulations, which are 
generally effective January 1, 2009, were designed to shape 403(b) plans in 
the mold of private-sector 401(k) plans. A 403(b) plan is governed by IRC Sec. 
403(b) and is restricted to certain types of public-sector employers, mainly 
public schools, including higher education institutions. These plans are DC 
plans like 401(k) plans but may only be funded through annuity contracts 
and custodial account agreements. One of the major requirements under 
403(b) regulations is that 403(b) plans must adopt a written plan, which is a 
new requirement for public-sector plans. Sec. 403(b) plans often operate with 
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multiple investment providers, and the new regulations require that the 
employer ensure that the providers coordinate certain transactions, such as 
hardship withdrawals, loans and distributions after termination of employ-
ment, similar to requirements for 401(k) and 457(b) plans. In addition, the 
403(b) regulations impose new restrictions on withdrawals from the plan 
and contract exchanges between providers. These regulations are likely to 
cause public-sector employers to become more involved in the administration 
of their 403(b) plans, and this in turn will have a substantial impact on the 
market environment for these plans. For more information, see chapter on 
403(b) arrangements.

Recently, the IRS has increased its scrutiny of public-sector pension 
plans to ensure these plans are complying with the federal tax laws 
described above. Federal legislators are also taking a close look at public-
sector plans to determine whether additional federal regulation of these 
plans is needed. One important result of this increased scrutiny is the recog-
nition that additional federal regulation of public-sector plans may confl ict 
with existing state and local regulation of these plans. That is, where state 
and/or local laws in the form of constitutional or statutory rules guarantee 
a certain level or type of benefi t for public employees, any federal regulation 
that requires a reduction in benefi ts or affects the rights of participants in a 
retirement plan may not be able to be implemented in a public-sector plan.

State and Local Regulation
As mentioned, any analysis of state and local retirement programs must 

begin with a recognition that these systems operate in a legal environment 
that is partially subject to state rules and regulations but often fall under 
federal law and regulations.11 Although federal initiatives in regulation 
have occurred, the development of plan features and management of plan 
operations still rely extensively on state and local laws and regulations. 
Constitutional and contractual law guarantees, which may be expressed in 
state statutes and decisional law, afford members of public employee retire-
ment plans many of the protections granted to members of ERISA-regulated 

11  A qualifi ed private-sector pension plan and its participants enjoy three tax benefi ts: 
First, the employer’s contributions are immediately deductible.  Second, earnings on the 
plan investments are exempt from taxation. Third, the benefi ts in the pension plan that 
accrue to participants are tax-deferred until the participant takes a distribution.  By con-
trast, because state and local governments are not subject to federal tax, the fi rst benefi t 
is inapplicable to them.  In the second benefi t, earnings on plan investments may or may 
not be tax-deferred—depending on whether the plan invests in tax-exempt state and local 
government investments (in which case there would be no tax benefi t) or any other taxable 
investment (in which case the earnings would be exempt from taxation until distributed).  
Therefore, the only benefi t applicable is the third one, which defers a participant’s liability 
for federal tax on the pension accrual until he or she takes a distribution.
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plans by federal statutory law. In fact, it is safe to say that public employees 
have protection that is comparable with that of private-sector employees 
today, although from different sources. A private-sector company can—
subject to Pension Benefi t Guaranty Corporation and IRS rules—freeze, 
merge, or terminate its retirement plan. This seldom happens in the public-
sector because of the strong legal guarantees in place against diminishment 
of benefi ts.

In those instances where ERISA and or IRC rules are not applicable to 
public plans, such as reporting and disclosure, it is interesting that legisla-
tive bodies have enacted protections similar to ERISA on a voluntary basis. 
In addition, state statutes often spell out benefi t formulas, age and service 
requirements, and vesting and contribution rules, and typically include 
ancillary provisions such as disability and death benefi ts. In effect, these 
statutes constitute a “plan document” that contains the plan provisions of a 
private-sector plan. 

Many states have also established pension commissions. In fact, New 
York had established a successful commission as early as 1971, and by 
the late 1980s permanent pension commissions and legislative retirement 
committees had been formed in 21 states, temporary commissions had been 
formed in three states, and legislative committees with pension activi-
ties had been formed in three states. These commissions and committees 
were formed for the purpose of providing guidance to public executives, 
administrators, and legislators in developing public retirement objectives 
and principles, identifying problems and areas of abuse, projecting costs 
of existing systems and modifi cations to those systems, and designing and 
implementing pension reform programs (Foster Higgins, 1988). In some 
cases, the pension commissions also oversee nonpension benefi t programs 
(e.g., by studying the costs of providing postretirement medical coverage for 
public employees) and serve as a buffer between the legislature and special 
interest groups. States without a separate retirement or pension commit-
tee tend to handle these issues under the jurisdiction of the state fi nance or 
ways and means committees. According to the National Conference on State 
Legislatures, approximately 21 states operated permanent pension commit-
tees in 2002.

Governance and Funding 
Administrative responsibility of public-sector plans varies by level of 

government. In the federal government, the primary civilian retirement 
systems (the Civil Service Retirement System and Federal Employees 
Retirement System) are administered by the Offi ce of Personnel 
Management with assistance from federal agencies, while the retirement 
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system for the military services is administered by the Department of 
Defense. Among state and local jurisdictions, a board of trustees establishes 
the overall policy for administering pension plans, which can include adopt-
ing actuarial assumptions (DB plans), establishing procedures for fi nancial 
control, and reporting and setting investment policy.

Investment policy also varies with the level of government. Among most 
state and local jurisdictions, the investment policy for the $2.2 trillion in 
assets managed by these retirement systems is governed by state or local 
statute. Most states incorporate “prudent expert” rules, which require that 
investments be made with the care of a prudent expert, solely in the inter-
est of plan participants, echoing ERISA’s defi nition of the prudent expert 
principle. A number of states also have lists of permissible or prohibited 
investments (including recently developed policies on investments prohib-
ited due to social concerns in a particular geographic region, e.g., Sudan), 
percentage limits on certain types of investments, or rules covering diversifi -
cation of pension assets. For example, some permit allocation of a percentage 
of assets to in-state investments. Other common investment restrictions 
include limiting the maximum amount of assets that can be placed in one 
company, in foreign stocks or bonds, in alternative investments, or in real 
estate. During the past two decades, many jurisdictions have broadened 
permissible investment opportunities for their pension plans, allowing them 
to prudently pursue a higher return for participants. While public pension 
funds invested 95 percent of their assets in bonds (fi xed income) in 1950, 
this share had declined to 33 percent in 2001 and to 26.6 percent in 2007 
(National Association of State Retirement Administrators, 2008). Meanwhile, 
the investment in equities increased from 0 percent in 1950 to 57 percent in 
2001 and to 63 percent in 2007 (Employee Benefi t Research Institute, 2008).

Public pension plans have been largely successful in increasing returns 
through these changes. With a notable pool of assets, public plans are 
facing issues such as the propriety of using public pension fund invest-
ments to further social goals. More recently, states and local funds have 
begun to concern themselves with the governance of the companies in which 
they invest. Such investor activism can be viewed as another strategy by 
pension trustees to ensure that plan participants enjoy higher returns for 
the associated risks (Useem and Hess, 1999). A related issue is the active 
encouragement of certain types of investments within the same jurisdiction 
as the retirement system. Anticipated benefi ts from such economically tar-
geted investments (ETIs) include job creation, infrastructure, and the like.
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Conclusion
Public pension plans have been substantially strengthened by federal, 

state, and local laws and regulations over the past several decades. In many 
instances, these new rules have applied to both public-sector and private-
sector plans. Due to their strong constitutional and statutory guarantees on 
the state level, employees’ rights and benefi ts likely have protection today 
in the public sector that is comparable with the ERISA protections available 
for workers in the private sector. This backdrop of legal statutes, governance, 
and tradition all combine to play a role in defi ning a public-sector culture 
shaped by the continued presence of professional pension administrators, 
informed legislators, and government administrators involved in the public 
pension policymaking process. For these reasons, defi ned benefi t plans in the 
public sector have generally continued to thrive and serve as a major source 
of retirement income for public employees, while the number and total assets 
of defi ned benefi t plans in the private sector have steadily decreased over the 
past several decades.
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CHAPTER 44 

DEFINED BENEFIT PENSION PLANS IN THE 
PUBLIC SECTOR

Introduction
One signifi cant difference between civilian public-sector and private-

sector retirement systems is that public-sector employees are more likely to 
be covered by defi ned benefi t (DB) pension plans.1 For example, while nearly 
all (98 percent) full-time employees in state and local governments partici-
pated in one or more employment-based retirement plans in 1998, 91 percent 
of them participated in a DB pension plan, compared with 50 percent of 
private-sector employees in medium and large private establishments in 
1997 (U.S. Department of Labor, 1999 and 2000). At the federal level, nearly 
all eligible federal employees are covered by two components, the Civil 
Service Retirement System (CSRS) and the Federal Employee Retirement 
System (FERS), which offer DB pension plans (U.S. Offi ce of Personnel 
Management, 2008). Until 2001, the military retirement system operated 
exclusively on a defi ned benefi t basis.2

This chapter discusses public-sector DB plans, covering both civilian and 
military retirement systems. It describes system features related to such 
issues as funding, coverage, benefi t eligibility, contributions, benefi t computa-
tion, forms in which benefi t payments are offered, adjustments for changes 
in the cost of living, and governance issues.

Federal Civilian Retirement System
The vast majority (more than 90 percent) of U.S. federal civilian employ-

ees participate in CSRS, which covers employees hired before 1984, or FERS, 
which covers those hired after 1983.

CSRS was enacted in May 1920 by the Civil Service Retirement Act and 
implemented the following year. It was based on an existing arrangement 

1  Other characteristics that set public-sector plans apart from those operated in the private 
sector include the requirement in many public plans that employees contribute toward the 
cost of the DB plan and the prevalence of cost-of-living adjustments (COLAs) in most public 
plans but few private plans.
2  With the enactment of P.L. 106-398, the National Defense Authorization Act for FY 2001, 
uniformed military service personnel on active duty or in the ready reserve could participate 
in the federal Thrift Savings Plan (TSP).
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under the Civil Service Act of 1883, which protected federal employees from 
arbitrary dismissal for any reason, including age (U.S. Offi ce of Personnel 
Management, 2008; Hustead and Hustead, 1999). By 1920, there were many 
federal employees age 70 or older who could not be separated from service 
because of existing legal protections. CSRS offered a legal basis for separat-
ing those employees and providing the income necessary to support them 
in retirement. Since 1920, the CSRS has been amended by subsequent acts 
of Congress. CSRS is a stand-alone retirement system intended to provide 
reasonable benefi ts for long-service federal employees and is administered 
by the U.S. Offi ce of Personnel Management (OPM). 

FERS was established in June 1986 by Congress, partly as a result of 
the expansion of Social Security to federal workers beginning in 1984.3 It is a 
three-part pension program that became effective Jan. 1, 1987. Using Social 
Security as a base, it provides an additional defi ned benefi t and a voluntary 
thrift savings plan. Only the defi ned benefi t portion of FERS is administered 
by OPM. The Thrift Savings Plan is administered by a separate indepen-
dent agency. (For further discussion of the Federal Thrift Savings Plan, see 
chapter on supplemental savings plans in the public sector.) 

Financing—The Civil Service Retirement and Disability Fund 
(CSRDF) fi nances the operation of CSRS and FERS. By law, the entire fund 
is available for payment of either CSRS or FERS benefi ts.4

Coverage—Both CSRS and FERS include as members appointed 
and elected offi cers and employees in or under the executive, judicial, and 
legislative branches of the U.S. government, except those excluded by law or 
regulation. In 2007, there were 2.8 million participants in CSRS and 
2.4 million in FERS (includes actives, retirees and survivors) (U.S. Offi ce of 
Personnel Management, 2008).

CSRS covers most federal employees hired before 1984 and is closed to 
new members. FERS generally covers those employees who fi rst entered a 
covered position on or after Jan. 1, 1984. Employees who were hired after 
Dec. 31, 1983, with less than fi ve years civilian service under CSRS were 
automatically converted to FERS coverage on Jan. 1, 1987. An interim plan, 
created under the Federal Employees’ Retirement Contribution Temporary 
Adjustment Act, was in effect from Jan. 1, 1984, through Dec. 31, 1986. Any 
employee hired during that period received credit for all service toward 
FERS. Employees covered by CSRS had the opportunity to transfer to FERS 
from July 1, 1987, through Dec. 31, 1987.5 This was the fi rst of two opportu-

3  For further discussion of Social Security coverage of public employees, see the chapter on 
Social Security and Medicare.
4  A summary description is available in U.S. Offi ce of Personnel Management (2004).
5  For CSRS employees who met special criteria, there was an extended open season from 
January 1, 1988, through June 30, 1988.
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nities, or “open seasons,” during which CSRS employees were permitted to 
transfer out of CSRS and into FERS. A second open enrollment period avail-
able to CSRS employees occurred from July 1, 1998, through Dec. 31, 1998.

CSRS-Offset is an option available to employees who were originally 
hired before 1984 and covered by CSRS, but who left federal service and 
were rehired after 1983 (Federal Employees News Digest, 2001). Workers 
whose prior employment spanned at least fi ve years of creditable service 
under CSRS have the right to re-enter that retirement system upon re-
employment. Congress created a special category of coverage, known as the 
CSRS-Offset, in order to eliminate the overlap in the DB portion of deferred 
compensation associated with CSRS and Social Security. Under this provi-
sion, money from contributions ordinarily intended for CSRS is divided 
between the CSRS retirement fund and the Social Security trust fund.6

Eligibility for Retirement, Disability Retirement, Early 
Retirement, and Death Benefi ts

CSRS—CSRS provides a full range of pension benefi ts and wage insur-
ance protections, including annuities for employees who meet age and 
service criteria for voluntary retirement, annuities for employees whose jobs 
are terminated after they have reached certain specifi ed levels of age and/or 
service, benefi ts to employees who become unable to perform in their posi-
tions because of a disabling condition, and benefi ts to deceased employees’ 
and deceased retirees’ survivors who meet certain conditions. 

Employees covered by CSRS qualify for normal retirement benefi ts 
(full annuity) at age 55 with 30 years of service, age 60 with 20 years of 
service, or age 62 with fi ve years of service. According to the OPM’s Offi ce of 
the Actuary, in 2001, the mean CSRS retirement age was 58.3 (median age 
was about 58 years). Federal employees under CSRS may be able to leave 
their jobs with an immediate (but possibly reduced) annuity, even though 
they have not met the normal age and service requirements during times of 
downsizing or agency reorganization. Such benefi ts for involuntary separa-
tion from service is permitted at any age after 25 years of service or at age 
50 with 20 years of service. Disability retirement is permitted at any age 
with fi ve years of creditable civilian service. 

An employee’s widow or widower and children may qualify for a survivor 
annuity if the employee’s death occurs while the employee is employed and 
a member of the retirement system, provided the employee has completed 
at least 18 months of creditable civilian service.7 A retiree’s widow, widower, 

6  For more detail about the CSRS-Offset, see Federal Employees News Digest (2001).
7  For more information on survivors’ eligibility for benefi ts, see Federal Employees News 
Digest (2001).
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or former spouse will receive benefi ts in the event of the death of the retiree, 
provided the retiree elected a survivor annuity when he or she retired. 
Election of a survivor annuity at retirement will result in a reduction of the 
full retirement annuity in order to offset part of the cost of the additional 
protection afforded survivors.

FERS—Like CSRS, FERS provides benefi ts for normal retirement or 
early retirement due to involuntary separation, disability, and death. In 
addition, FERS provides reduced benefi ts for early retirement, an option 
that is typically not available under CSRS. Certain FERS retirees are also 
eligible for an annuity supplement until age 62.

FERS provides for full retirement benefi ts at the minimum retirement 
age (MRA) with 30 years of service, age 60 with 20 years of service, or age 
62 with fi ve years of service. The MRA is 55 for those born before 1948 and 
increases gradually to age 57 for those born in or after 1970.8 Workers may 
retire at the MRA with only 10 years of service, but those who do so receive 
reduced benefi ts. According to the OPM’s Offi ce of the Actuary, employees 
in FERS retired, on average, at age 57.2 in 2001 (median age was approxi-
mately 59 years). Deferred retirement benefi ts are payable at age 62 with 
at least fi ve years of service or at age 55 with at least 10 years of service. In 
cases of involuntary separation, full immediate benefi ts are payable at age 
50 with 20 years of service or at any age with 25 years of service. Disability 
benefi ts are payable at any age with 18 months of service. 

In general, the same conditions required for survivors of CSRS partici-
pants to be eligible for benefi ts must be met in order for survivors of FERS 
participants to be eligible for benefi ts. 

A special annuity supplement is payable until age 62 to certain eligible 
retirees. Those eligible include employees who retire at the MRA with 30 
years of service or at age 60 with 20 years of service, or those on involuntary 
retirement. The supplement approximates the Social Security benefi t earned 
while the retiree was employed under FERS and is subject to reduction if 
earnings exceed a specifi ed amount. The supplement was created in order to 
bring FERS benefi ts nearer to those of CSRS participants.9 

8  The minimum retirement age (MRA) was age 55 until 2002, when it began to climb by two 
months per year in coordination with the gradual rise in the normal retirement age under 
Social Security. The MRA reaches age 56 in 2009, where it remains until the year 2020. The 
MRA begins rising again by two months per year in 2021 and reaches age 57 in the year 
2026.
9  For more information on the special annuity supplement, see Federal Employees News 
Digest  (2001).
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Computation of Benefi ts
CSRS—The CSRS benefi t formula uses an average salary that is based 

on the highest three years of salary (high-3 average salary). The general 
retirement annuity formula provides 1.5 percent of high-3 average salary 
for the fi rst fi ve years of service, 1.75 percent of high-3 average salary for 
the next fi ve years, and 2 percent for any remaining years, up to a maximum 
of 80 percent of high-3 average salary. This annuity will be reduced if the 
retiree elected the survivor annuity.10

In the case of deferred retirement, the computation of benefi ts is per-
formed as if the former employee is retiring from his or her former federal 
job at that point, using the highest three years of salary at the time of 
separation. Former employees under CSRS are eligible for an annuity at age 
62 if they have completed at least fi ve years of creditable service and were 
covered by CSRS for at least one year within the two-year period immedi-
ately preceding separation.

In the case of involuntary retirement, if the retiring employee is under 
age 55, the general retirement annuity rate is permanently reduced by one-
sixth of 1 percent for each full month (2 percent a year) the retiree is under 
age 55.

For disability retirement, the annuity payable is the lesser of either 
40 percent of high-3 average salary or the amount computed under the 
general formula using service projected to age 60. The general formula for 
annuity computation will be applied if a larger annuity would result.

The law also contains more generous eligibility and computation require-
ments for annuity and disability benefi ts of plan participants who fall into 
one of the following categories: certain law enforcement offi cers, fi refi ghters, 
air traffi c controllers, congressional employees, members of Congress, and 
certain other groups.

In the case of death, qualifying widows and widowers of deceased 
annuitants typically receive 55 percent of the annuity unless the employee 
annuitant waived provisions of a survivor benefi t or elected to provide less 
than a full survivor benefi t. Children of deceased annuitants and employees 
receive a fl at monthly amount. In the case of single individuals with no 
dependent children or former spouse eligible for benefi ts, there would be no 
monthly survivor annuity benefi t payable. In that case, a lump sum would be 
paid to the survivors under the order of preference.

FERS—The average salary used in FERS benefi t computations is also 
based on the highest three years of salary. The general annuity formula 
provides one percent of high-3 average salary times the years of creditable 

10  For more information on the amount of the reduction, see Federal Employees News Digest  
(2001).
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service. If retirement is at age 62 or later with at least 20 years of service, a 
factor of 1.1 percent is used rather than one percent. For workers who choose 
the reduced benefi t option (i.e., workers who retire at the MRA with 10 years 
of service), the reduction is 5 percent for each year the employee is under age 
62 at retirement.

In the case of deferred retirement, separated workers will have benefi ts 
computed as if they are retiring from their former federal jobs at that point. 
For separated workers who elect the deferred benefi t at age 55 with at least 
10 years of service, the benefi t computation will include the applicable reduc-
tions of 5 percent for each year of age under age 62.

For FERS participants retiring under the involuntary separation rules, 
benefi ts are not reduced. However, the annuity supplement referred to 
earlier is not payable until the employee reaches the MRA (age 55–57).

In the case of disability, annuitants in the fi rst year of retirement gener-
ally receive 60 percent of their high-3 average salary minus 100 percent 
of any Social Security benefi ts payable. After the fi rst year, annuitants 
receive 40 percent of the high-3 average salary, minus 60 percent of any 
Social Security benefi t payable. At age 62, FERS disability benefi t will be 
recomputed.11

For annuity and disability benefi ts, the law also contains special eligi-
bility and computation requirements for certain law enforcement offi cers, 
fi refi ghters, air traffi c controllers, congressional employees, members of 
Congress, and military reserve technicians.

In the case of the death of a worker with at least 18 months but less 
than 10 years of service, qualifying widows and widowers of deceased 
employees receive an annually indexed lump-sum payment ($25,537.58 in 
2005) plus one-half of the deceased worker’s fi nal annual pay rate or one-half 
of the employee’s high-3 average pay. If the employee had at least 10 years 
of service, the surviving spouse also receives an annuity equaling 50 percent 
of the accrued basic retirement benefi t. If the surviving spouse is under age 
60, a FERS supplement is added to the FERS survivor benefi t. Children of 
deceased annuitants and employees receive a fl at monthly amount, minus 
the amount of Social Security benefi ts payable to them.12

Employees who transferred from CSRS to FERS will have part of their 
annuities computed using the CSRS general formula.13 

11  For the retirement recomputation, the period of disability would be credited toward years 
of service, and average pay would be increased to refl ect COLAs applicable during that 
period (Federal Employees News Digest, 2001).
12  See Federal Employees News Digest (2001) for more details.
13  For more information on the benefi ts of employees who transferred from CSRS to FERS, 
see Federal Employees News Digest (2001).
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It should be recognized that married employees who retire under either 
CSRS or FERS are allowed to decline a joint-and-survivor annuity only if 
both the employee and his/her spouse decline the joint-and-survivor annuity 
in writing. In addition, under both CSRS and FERS, survivor annuities 
terminate if the surviving spouse remarries before age 55. 

Employee Contributions and Refunds of Contributions
CSRS and FERS both require contributions from employees, which 

constitute part of the eligibility criteria that must be met to qualify for 
benefi ts. Except in certain special circumstances, amounts contributed have 
no bearing on amounts received. The contributions are deducted from an 
employee’s gross pay and are included in taxable income.

CSRS—Most employees covered by CSRS pay 7 percent of their basic 
pay to participate in the program.14 Basic pay includes salaries for regu-
larly scheduled work.15 These involuntary contributions are credited to the 
program under the employee’s name. Employees who separate from govern-
ment service or transfer to a position not covered by CSRS are eligible for 
a refund of their accumulated contributions. Under CSRS, contributions 
withdrawn by former employees with more than one year but less than fi ve 
years of service at separation are refunded with interest, computed at 
3 percent. Withdrawn amounts for separating employees with more than fi ve 
years of service do not include interest. A separating employee who exer-
cises the right to withdraw contributions waives the right to collect further 
benefi ts from CSRS, although participants can restore their lost rights under 
the program after returning to a covered position in the federal government 
by repaying the withdrawn amounts, plus interest.

CSRS also allows for voluntary contributions by participants. Employees 
covered by CSRS who want to receive a larger annuity than would be 
payable based on salary and service may make voluntary contributions.16 
Annuities based on voluntary contributions are not increased by cost-of-
living adjustments (COLAs). Total contributions may not at any time exceed 
10 percent of the accumulated base pay the employee has received during 
federal service. Since 1985, voluntary contributions earn a variable interest 

14  Employees in certain special categories, such as law enforcement categories and fi refi ght-
ers, contribute 7.5 percent. 
15  Exclusions include pay for special services such as night duty as well as for bonuses, al-
lowances, overtime, and lump-sum payments for unused leave.
16  Voluntary contributions cannot be deducted from an employee’s salary. An employee may 
make voluntary contributions whenever he or she chooses, and contributions must be in 
multiples of $25.
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rate,17 based on the average yield of new investments purchased by CSRDF 
during the previous fi scal year, as determined by the U.S. Department of the 
Treasury.

FERS—Employees covered by FERS are also required to make con-
tributions as a matter of employment. FERS participants pay at a rate 
of total basic pay that, combined with the employee Old-Age, Survivors, 
and Disability Insurance (OASDI) portion of Social Security taxes, equals 
7 percent (6.2 percent for Social Security and 0.8 percent for FERS). 
Employees who separate from government service or transfer to a posi-
tion not covered by FERS are eligible for a refund of their contributions. 
Participants who receive refunds of their contributions at separation are 
not able to recapture the lost service in the event that they return to federal 
employment.

There are no voluntary contributions for FERS participants, due to the 
existence of the Federal Thrift Savings Plan. 

Cost-of-Living Adjustments
CSRS—In accordance with the Omnibus Budget Reconciliation Act of 

1983, civil service retirees and survivor annuitants receive annual COLAs. 
Initial COLAs for newly retired employees (or their survivors) are prorated, 
depending on the month in which the annuity begins. The COLA refl ects the 
percentage change as determined by the average Consumer Price Index for 
Urban Wage Earners and Clerical Workers (CPI-W) for the third quarter of 
each year over the third quarter average CPI/W index of the previous year.

FERS—In general, retirees ages 62 and older receive COLAs. Survivors, 
disabled retirees, and certain other special groups (e.g., law enforce-
ment offi cers, air traffi c controllers, etc.) receive COLAs regardless of age. 
Annuities are adjusted annually to refl ect the percentage change as deter-
mined by the average Consumer Price Index for Urban Wage Earners and 
Clerical Workers (CPI-W) for the third quarter of each year over the third 
quarter average CPI/W index of the previous year.18 Initial COLAs of retiring 
employees (or survivors of an employee) are prorated based on the number of 
months the employee is in receipt of an annuity prior to the effective date of 
the increase. The annuity supplement for retirees is not increased by COLAs, 
but the supplement for survivors is increased.

Coordination With Social Security—Since (except for totally and per-
manently disabled workers) FERS benefi ts are added to Social Security 

17  For 2001, the interest rate was 6.38 percent.
18  If the CPI-W increase is 3 percent or more, the COLA is one percentage point less than 
the CPI-W increase. If the CPI-W increase is greater than or equal to 2 percent but less than 
3 percent, the COLA is 2 percent. If the CPI-W increase is less than 2 percent, the COLA is 
equal to it.
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benefi ts, the FERS defi ned benefi t plan is coordinated with Social Security. 
When the CSRS began in the early 1920s, Social Security had not yet been 
established. When Social Security did become effective in 1937, CSRS 
employees were excluded from Social Security. As Social Security expanded 
the type and generosity of benefi ts over the years, CSRS made appropriate 
changes so that coverage for federal workers and coverage for other workers 
remained roughly comparable. 

Military Retirement System
Historically, military pension plans preceded those established for public 

employees, going back to colonial times. In 1636, Plymouth colony provided 
that any man sent forth as a soldier and returned maimed should be main-
tained by the colony during his life. (U.S. Department of Defense, 2006). 
The fi rst pension law, August 26, 1776, promised 50 percent pay for life, or 
during disability, to the disabled. Following the Revolutionary War, most 
claims were settled for less than face value and at considerable controversy. 
From 1818 to 1836, as tax revenues increased, Congress passed measures to 
expand benefi ts for veterans and extend coverage to widows of veterans. 

The fi rst major nondisability retirement act was enacted in 1861 at the 
start of the Civil War, when there arose a need to replace the aging military 
population with a young and active force. After the war, Congress enacted 
legislation to reduce the overall size of the military by providing retiring offi -
cers with benefi ts worth 75 percent of pay at 30 years of service regardless of 
age. This fundamental design of 2.5 percent accrual per year of service—
2.5 percent times 30 years equal to 75 percent—is still in effect.

Legislation enacted between 1920 and 1949 shaped the distinction 
between disability benefi ts that continued to be administered by the 
Department of Veterans Affairs (VA)19 and separate disability and nondis-
ability benefi ts transferred to the Department of Defense (DoD) (Hustead 
and Hustead, 1999). DoD military retirement system benefi ts, including 
nondisability, disability, and survivor benefi ts, are offset by any benefi t 
amounts paid by the VA. In 1957, military service personnel were brought 
under Social Security, when OASDI benefi ts were simply added to existing 
military and VA benefi ts. In 1980, following the termination of the draft and 
an increase in military pay designed to make it competitive with the private 
sector for candidates for the all-volunteer force, the benefi ts system was 

19  The disability compensation benefi ts administered by the VA are not a part of the 
military retirement system. Unlike DoD disability benefi ts, these benefi ts do not depend on 
a worker’s ability to continue service, but rather are awarded for changes in health status 
between entry and departure from the military. VA compensation is awarded for combat 
disabilities, other accidents that take place during a military career, and natural diseases 
acquired in the military.
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revised for new entrants. This resulted in two different retirement benefi t 
structures: one for those hired prior to 1980 and the other for those hired 
since that time. Further changes took place in 1986 with the result that a 
third member population could be identifi ed as being eligible for nondis-
ability benefi ts in the military retirement system—those fi rst entering the 
armed services on or after August 1, 1986. As of the end of FY 2006, there 
were 1.4 million active duty personnel and full-time active duty reservists, 
754,515 selected reservists, 1.8 million nondisability and disability retirees, 
and 283,939 surviving families in the military retirement system (U.S. 
Department of Defense, 2007).

Financing—Prior to 1984, the military retirement system was operated 
on a pay-as-you-go basis, with amounts paid out to retirees in a given year 
coming directly from the DoD budget. A decision was taken to switch to a 
funded system in 1984 because actuaries projected that retiree payments 
would soon begin to increase rapidly over normal cost payments, and charg-
ing DoD with only the accruing liability of the current force would lower the 
cost of the retirement obligation in the military budget.20 As a consequence, 
the Military Retirement Fund was created under P.L. 98-94 to move the 
military retirement system from a pay-as-you-go to a funded system (U.S. 
Department of Defense, 2008).

Coverage—The military retirement system applies to members of the 
Army, Navy, Marine Corps, and Air Force.21 It serves as part of an integrated 
pay, benefi ts, and allowance system used by DoD to recruit, retain, motivate, 
and ensure a young and vigorous active-duty force.22 Retiree and survivor 
benefi ts differ across the three populations within the military retirement 
system (mentioned above), according to the individual’s fi rst entry date 
into military service. Military personnel are full participants in the Social 
Security system.

Eligibility for Nondisability Retirement, Reserve Retirement, 
Disability Retirement, and Death Benefi ts—The military retirement 
system provides nondisabled retiree benefi ts for active duty personnel retir-
ing after 20 years of service at any age and for reservists (part-time military 

20  See U.S. DoD (2006) for details on fi nancing the military retirement system. 
21  Most provisions apply as well to retirement systems for members of the Coast Guard (ad-
ministered by the Department of Transportation), offi cers of the Public Health Service (ad-
ministered by the Department of Health and Human Services), and offi cers of the National 
Oceanic and Atmospheric Administration (administered by the Department of Commerce).
22  It can be argued that military retirement benefi ts should be considered only one of sev-
eral components of military compensation (Hustead and Hustead, 1999). Most new entrants 
serve less than six years, taking advantage of education and other separation benefi ts 
designed to recruit and temporarily employ them. This turnover pattern results in a force 
where the majority of all members have less than seven years of service at any given time 
and an average age for active-duty personnel of 29 years.
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members) at age 60 with 20 years of service23 (U.S. Department of Defense, 
2008).24 In addition, the system provides disability annuities when a member 
can no longer fulfi ll the duties of the job. A disabled military member is 
entitled to disability retirement pay if the disability is at least 30 percent 
(according to a standard VA rating schedule for disabilities) and either (1) 
the member has at least eight years of service; (2) the disability results from 
active duty; or (3) the disability occurred in the line of duty during a time of 
war, national emergency, or certain other time periods (U.S. Department of 
Defense, 2008). The system also pays annuities to survivors of service per-
sonnel who die while on active duty with over 20 years of service or who elect 
an annuity benefi t at retirement. As full participants in the Social Security 
system, military members and their families are entitled to the same ben-
efi ts as civilian employees under the OASDI program.

Computation of Benefi ts—There are three distinct nondisability 
benefi t formulas related to the three populations within the military retire-
ment system described above (U.S. Department of Defense, 2008). The key 
difference separating them is the defi nition of basic pay used in the calcula-
tion. The fi rst category is referred to as fi nal pay: Retirees who fi rst entered 
military service before September 8, 1980, receive retirement benefi ts equal 
to terminal basic pay times a multiplier. The multiplier equals 
2.5 percent times years of service and is limited to 75 percent. A second 
category is referred to as High-3: If the retiree fi rst became a member of the 
armed services on or after September 8, 1980 (but before August 1, 1986), 
the average of the highest 36 months (i.e., three years) of basic pay is used 
instead of terminal basic pay. The benefi t calculation is otherwise performed 
the same way. A third category is referred to as Redux (i.e., as in brought 
back): Individuals fi rst entering the armed services on or after August 1, 
1986, are subject to a penalty if they retire with less than 30 years of service 
until age 62. The penalty reduces the multiplier by one percentage point for 
each full year of service below 30 years. At age 62, retirement pay is recom-
puted without the penalty. Provisions in the FY 2000 Defense Authorization 
Act now allow military retirement system members in the Redux category to 
choose between (a) receiving High-3 benefi ts or (b) staying under the Redux 
formula and receiving a lump-sum payment of $30,000. This decision is 
made during the fi fteenth year of service. Unless they complete 20 years of 
continuously active service, individuals selecting the lump-sum option must 
forfeit a portion of the amount received.

Under disability retirement, service personnel receive retirement pay 
equal to the larger of (1) the accrued nondisability retirement benefi t or 
23  Of the 20 years of “creditable” service required, the last eight must be in a reserve compo-
nent (U.S. DoD, 2006). 
24  See Hustead and Hustead (1999) for further detail on reservists.
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(2) base pay (determined by entry date into the military) multiplied by 
the rated percentage of disability.25 However, the benefi t cannot exceed 
75 percent of base pay. Only the excess of (1) over (2) is subject to federal 
income tax. Military retirement service members whose disabilities are 
not necessarily permanent are placed on a temporary-disability retired list 
and receive disability retirement pay as if they were permanently disabled, 
and the benefi t amount can be no less than 50 percent of base pay. The 
calculation for temporary disability benefi ts is performed just like that 
for permanent disability. Temporary disability benefi t recipients must be 
examined every 18 months for any change in disability status with a fi nal 
determination made within fi ve years.

At retirement, military members have the option to have a portion of 
retired pay continue to their dependents upon the retiree’s death in return 
for a reduction in retirement pay to cover the expense. Prior programs before 
1972 required military members to bear the entire cost of this benefi t. After 
1972, the Survivor Benefi t Plan (SBP) was enacted for new retirees, and 
those retired under the old system were given an option to convert to the 
SBP. The government subsidizes the SBP benefi t—directly by paying for ben-
efi ts in excess of revenues and indirectly by exempting retired pay from SBP 
premiums.26 Benefi ts paid to survivors are a percentage of the base amount 
previously elected by the retiree, which cannot exceed the retired pay benefi t 
or be less than $300. Reductions in the premium (subsidy) are also based on 
the elected base amount selected upon retirement. SBP annuities equal 
55 percent of the base amount if the annuitant is under age 62, and 
35 percent of the base amount if he or she is older—a two-tiered benefi t 
structure mirroring the age requirements for Social Security benefi ts. Since 
1992, retirees electing the maximum base amount can eliminate all or a 
portion of the reduced second tier by paying the full cost of this added benefi t 
through increased premiums.

Members of the military retirement system who die on active duty after 
20 years of service are assumed to have retired on their date of death and to 
have selected survivor benefi ts for their surviving spouses and/or children. 
As with retirement pay, all SBP annuities are offset by survivor benefi ts 
awarded by the VA, but any past retiree premium payments related to the 
reduction are returned to the survivor.

Reservists are eligible to elect SBP at age 60, when they begin to draw 
retirement pay. Those reservists accumulating 20 years of service prior to 
age 60 can elect to participate in the Reserve Component Survivor Benefi t 

25  Hustead and Hustead (1999) provide more detail on disability benefi ts.
26  According to Hustead and Hustead (1999), the total subsidy averages about 34 percent. 
Retirement pay is reduced before taxes for the member cost of SBP (U.S. Department of 
Defense, 2006).
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Program (RCSBP), which provides survivor benefi ts in the event of death 
before age 60.27

Relationship With Veterans Administration Benefi ts—The VA pro-
vides compensation for service-connected and certain non-service-connected 
disabilities. While such benefi ts can replace or be provided in combina-
tion with DoD retirement pay, they cannot be additive (U.S. Department 
of Defense, 2006). It may be to the advantage of the individual to elect 
VA benefi ts, since they are exempt from federal income taxes. VA benefi ts 
also overlap survivor benefi ts through the Dependency and Indemnity 
Compensation (DIC) program.28

Cost-of-Living Increases—Retiree and survivor benefi ts are automati-
cally adjusted each year. Benefi ts received by members who fi rst entered 
the military service before August 1, 1986 are adjusted by the percentage 
increase in the average CPI.29 Benefi ts associated with members entering 
on or after August 1, 1986, are annually increased by the percentage change 
in the CPI minus 1 percent. At age 62, the military member’s benefi ts are 
restored to the amount that would have been payable had full CPI protection 
been provided. Cost-of-living increases and other adjustments for survivors 
are applied as they would have been to the retiree, depending upon which of 
the three military service groups the deceased member belonged to.

Governance—The military retirement system is administered by the 
Department of Defense, and trust fund assets are invested by an investment 
fund manager employed by DoD.30 P.L. 98-94 established an independent 
three-member DoD Retirement Board of Actuaries. The DoD Chief Actuary 
serves as the Executive Secretary of the Board and the Offi ce of the Actuary 
provides all technical and administrative support to the Board.

State and Local Government Plans
The New York City police force is recognized as the fi rst group of civil-

ian employees at the state or local level to be covered by a public employee 
retirement system in the United States (1857). By the end of the 19th 
century, employers in both public and private sectors were seeking ways to 
provide economic welfare for employees at the conclusion of their careers. 
Many of these early systems covered only teachers or workers in public 
safety occupations, such as fi refi ghters and police offi cers—groups still 

27  The additional cost of this benefi t is borne by the serviceman or servicewoman through 
additional reductions in retirement pay and survivor annuities (Hustead and Hustead, 
1999).
28  See U.S. Department of Defense (2006) for further details on this relationship. 
29  This is referred to as full CPI protection (U.S. Department of Defense, 2006). 
30  Hustead and Hustead (1999) provide details on how this works.
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covered in occupation-specifi c pension plans operated at the state and local 
levels.

Over the next 50 years, numerous retirement plans in state and local 
jurisdictions came into existence. The fi rst state employee retirement system 
was established by Massachusetts in 1911 for general service employees. 
By 1930, 12 percent of the larger state-administered pension systems cur-
rently in existence had been established. Between 1931 and 1950, half of the 
largest state and local plans in the country were established (U.S. Congress, 
1978). From 1941 to 1947, the remaining 22 states began to offer pension 
plans to their work force (Munnell and Connelly, 1979). 

The percentage of full-time state and local government employees 
participating in a defi ned benefi t pension plan has remained constant. In the 
1990s, approximately 9 of 10 such employees were defi ned benefi t pension 
plan participants (U.S. Department of Labor, 1996 and 2000). PERS plans 
range in size from those with hundreds of thousands of participants to plans 
covering fewer than fi ve employees (e.g., plans in townships or boroughs).

According to the U.S. Census Bureau, total membership in state and 
local government retirement systems was approximately 18.5 million in 
fi scal year 2006. There are 221 state-administered systems and 2,433 locally 
administered systems, for a total of 2,654 public employee retirement 
systems. State systems had 12.9 million active members, while local systems 
had 1.7 million active members. Benefi t payments totaling $152.1 billion 
were made to 7.3 million persons, with an average monthly payment of 
$1,736 per benefi ciary (U.S. Department of Commerce, Bureau of the Census, 
2006).

Funding—Retirement systems at the state and local levels are funded 
through a combination of tax revenues, employee contributions, and invest-
ment income. A majority of state and local retirement systems are supported 
by both employer and employee contributions. Employee contributions 
provide a steady source of income to public employee retirement systems. 
Contributions of public-sector employers are subject to the approval of the 
legislature (or other fi nancing agency). Employer contributions can also be 
funded by special taxes or levies.

To reduce the need for additional contributions to fund retirement ben-
efi ts, state and local employee retirement systems earn supplemental income 
by investing the funds collected. Investments by retirement systems are 
subject to state and local laws, which has not prevented state and local funds 
from achieving good returns over time (Zorn, 2000). In recent decades, state 
and local retirement systems have increased their already substantial share 
of total retirement market assets relative to other major institutional inves-
tor categories—including private trusteed pension funds, federal government 
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plans, private life insurance pension funds, and individual retirement 
accounts (Rajnes, 2001).

Coverage—Plans may cover all types of employees, but benefi t formulas 
and other plan provisions may be different for certain categories of employ-
ees (i.e., general employees, teachers, fi refi ghters, police offi cers, judges, 
legislators, and elected offi cials). Such differences may result from historical 
distinctions or varying retirement policies. For example, public school teach-
ers may have plans different from those for general employees, often because 
the system for teachers preceded that for general employees. Firefi ghters 
and police offi cers are often permitted to retire with full benefi ts at a 
younger age than most other employees, since such positions often require 
youth and physical exertion. For judges, legislators, and elected offi cials, a 
career may encompass a much shorter period of time than for other catego-
ries of employees, so plan provisions may allow for accrual of benefi ts at a 
faster rate.

Eligibility for Retirement, Disability Retirement, and Death 
Benefi ts—Participants in defi ned benefi t plans can receive full benefi ts 
after they meet the plan’s normal retirement requirements, which typically 
involve completing a service requirement. One out of four participants 
could receive full benefi ts at any age once a service requirement was met. 
In addition, an age requirement for normal retirement was imposed on 
56 percent of defi ned benefi t plan participants, while a sum-of-age-plus 
service requirement was imposed on 19 percent. Thirteen percent of defi ned 
benefi t plan participants could retire at age 55, but more than half of them 
had to have more than 30 years of service. Nine percent could retire at 
age 60; of those, two-thirds had to have at least 10 years of service. (U.S. 
Department of Labor, 2008).

In 2007, 92 percent of employees were in defi ned benefi t plans that per-
mitted them to retire early and receive an immediate but reduced pension. 
Almost all plans that permit early retirement do so at the employee’s option, 
but a few plans require employer approval. Early retirement is generally 
available only to participants with a certain number of years of service. 
Plans permitting early retirement at age 55 generally require at least 10 
years of service; plans permitting early retirement prior to age 55 also 
require more than 10 years of service. 

Almost all state and local government employees are covered by disabil-
ity retirement benefi ts. Participants must often meet a service requirement 
(e.g., fi ve or 10 years) in order to be eligible for disability retirement benefi ts.

Preretirement survivor benefi ts (i.e., annuity and/or lump-sum benefi ts 
for the survivors of a state or local government employee who dies before 
retirement) were provided to 98 percent of state and local government 
employees in 2007. Generally, participants must be vested before preretire-
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ment survivor benefi ts are available. Post-retirement survivor benefi ts (i.e., 
annuity and/or lump-sum benefi ts provided to the survivors of a state or 
local government employee who dies after retirement) were available to all 
state and local government pension plans participants in 2007.

Computation of Benefi ts—For normal retirement, the nearly universal 
defi ned benefi t formula is the terminal earnings-based formula (96 percent 
of all employees in 2007), which typically pays a fl at percentage of earnings 
(an average of 2.0 percent in 2007) per year of service, based on earnings in 
the fi nal years of employment. For example, an employee who worked for 
30 years and is covered by a plan that pays 1.5 percent per year of service 
would earn annual benefi ts equal to 45 percent of terminal earnings. For 
56 percent of participants in 2007, terminal earnings were defi ned as a 
three-year average (often an employee’s highest average earnings for three 
consecutive years). Some plans have alternative formulas that are used to 
provide a minimum level of benefi ts for individuals with short service or 
low earnings. The alternative formula may be a second terminal earnings 
formula or a formula that pays a fl at dollar amount per year of service.

The amount of an early retirement pension is reduced to refl ect the 
earlier age at which benefi ts begin and the fact that they are expected to be 
paid over a longer period of time. The early retirement benefi t is generally 
calculated by reducing the normal retirement benefi t by a percentage for 
each year between the early and normal retirement ages. For example, if a 
plan’s normal retirement age is 62 and the reduction factor is 5 percent, a 
person retiring at age 60 would receive 90 percent of the normal retirement 
benefi t. The reduction factor may be uniform (e.g., 3 percent, 5 percent, or 
6 percent for each year of early retirement) or may vary by age or service. 

Plans often have two types of disability benefi ts. Short-term disability 
payments or long-term disability payments are often provided to employees 
who are expected to recover within a reasonable period from their disability. 
Disability retirement benefi ts are provided to vested employees who meet a 
more stringent disability standard (e.g., totally and permanently disabled). 
Employees who receive disability retirement benefi ts are often subject to 
periodic reviews of their disability status until they have attained the age 
set by the plan for normal unreduced retirement. In 1998, 39 percent of full-
time state and local government employees were in plans with an unreduced 
normal retirement (or service retirement) formula. Benefi ts to these disabled 
employees were based on the same retirement formula used to calculate 
benefi ts to employees retiring under normal circumstances. Some disabil-
ity retirement calculations include additional years of service projected to 
the age or service level at which the employee would have met the plan’s 
normal retirement requirement. Other disability retirement calculations are 
based on years of service actually completed. Other methods of calculating 
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disability benefi ts include fl at amount benefi ts, dollar amount formulas,31 
percentage of unreduced normal benefi ts less Social Security, and percentage 
of earnings formula both with and without Social Security offsets. In 1998, 
12 percent of state and local government pension plans provided deferred 
disability retirement benefi ts. The workers in these plans are often given 
long-term disability insurance benefi ts that typically provide 50 percent, 
60 percent, or 67 percent of earnings at the time of disability. Once the long-
term disability benefi ts cease, disability retirement benefi ts begin.

According to the BLS, of those state and local government employees 
with a preretirement survivor annuity provided in 2007, 71 percent had 
plans in which the surviving spouse would receive an annuity equivalent 
to the amount payable if the employee had retired (early retirement is 
usually assumed) on the day prior to death, with a joint-and-survivor form 
of payment in effect (U.S. Department of Labor, 2008). For those with pre-
retirement survivor annuities based on early retirement, the most common 
annuity was 50 percent of the deceased employee’s pension. Most state and 
local government employees with a post-retirement survivor annuity have 
plans with an annuity that provides income during the lifetime of both the 
retiree and the surviving spouse. Many participants are in plans that give 
them a choice of two or more alternative percentages (usually 50 percent, 
67 percent, or 100 percent) to be continued to the spouse. Reductions in the 
retiree’s annuity are made, depending on the alternative percentage chosen. 
The few participants not in the plans noted above are in plans that provide 
the survivors with between 50 percent and 100 percent of the retiree’s 
pension. For those participants in plans without the joint-and-survivor 
annuity, survivor benefi ts are typically a portion of the retiree’s accrued 
benefi t, in which case there is no reduction to the employee’s pension to 
account for survivor benefi ts.

Employee Contributions and Refunds of Contributions—In 2007, 
77 percent of employees in state and local governments were required 
to make a contribution to the defi ned benefi t plan. Of those participants 
required to make a contribution, the most common type of contribution was 
a fi xed percentage of earnings, with a median percentage of 6.4 percent (U.S. 
Department of Labor, 2008). Among defi ned contribution plan participants, 
57 percent were required to make a contribution to the plan. 

Public employees in a contributory system who terminate employment 
before becoming eligible for retirement benefi ts may be entitled to a refund 
of their own contributions. Such refunds usually include credited interest 
that may be established by statute or may depend on the fund’s earnings or 
on current economic conditions. Many systems allow employees to reinstate 
service credit that was forfeited after a break in service. Reinstatement of 
31  Dollar amount formulas specify a fl at dollar amount times years of service.
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service credit may be allowed only after the employee has repaid the con-
tributions that were withdrawn (with interest sometimes required from the 
date contributions were originally credited), although some systems allow 
the employee to repay on an installment basis.

Employee contributions that were made on an after-tax basis are not 
subject to income tax or penalties when refunded, although the portion of 
the refund that has not yet been taxed (e.g., credited interest or picked-up 
contributions) is taxable and may also be subject to the 10 percent penalty 
under IRC Sec. 72(t).32

The refund of contributions to employees who terminate employment 
with limited service is generally in the form of a lump sum. Employees of 
most systems also have the option of deferred vested benefi ts, provided they 
terminate employment after meeting certain service or age and service 
requirements. Service-related qualifi cations for vesting are typically fi ve 
years. 

Forms of Benefi t Payments—Defi ned benefi t pension plans typically 
pay their benefi ts in the form of annuities covering the life of the retiree and 
spouse, while some plans offer an option in the form of a lump-sum payment 
that provides the employee with the actuarial equivalent of the annuity.33 
In 2007, lump-sum payments were available to 49 percent of state and local 
employees. In many of these plans, a partial lump sum with annuity was 
available, in which case the participant generally received a reduced annuity 
for the remainder of his or her life. The participant receives no further ben-
efi ts from the pension plan if a full lump-sum distribution is taken.

In an effort to add benefi t fl exibility for plan participants without 
increasing costs, a growing number of public safety and other public-
sector employers are considering delayed/deferred retirement option plans 
(DROPs).34 DROPs are optional payment forms under DB plans similar to 
the traditional or partial lump-sum options that allow participants to elect 
to receive a lump sum in exchange for a reduced monthly benefi t for life, 
thereby permitting long-term employees to eventually leave their job with 
both a traditional annuity and a lump-sum amount as in a DC plan. An 

32  This tax is imposed unless the refund occurs following death, disability, attainment of 
age 591/2, or separation from service after age 55. This tax burden may be overcome if the 
employee rolls over the contributions into an individual retirement account.
33  Payments from defi ned benefi t plans may be in the form a straight-life annuity, joint-and-
survivor annuity, percentage of unreduced accrued benefi t, or a lump sum. See U.S. Depart-
ment of Labor (2000) for further details.
34  These plans originated chiefl y in local public safety pension plans, where members could 
retire with full benefi ts at an early age. Employers realized the benefi t of retaining a valued 
employee versus the expense and disruption of recruiting and training an inexperienced 
one. Use of the DROP also enabled public-sector employers to predict with greater accuracy 
future employment needs (Perdue, 2000).
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employee electing to participate in a DROP will continue to work for the 
employer but cease to accumulate further credits toward retirement—the 
future DB annuity is thus frozen at enrollment—in exchange for credits 
placed by the employer into a personal retirement account. DROP account 
balances are then managed as part of the DB plan total portfolio. When the 
employee terminates employment, both the DROP contributions and the 
annuity are received as a retirement benefi t. The use of DROPs at the state 
level is growing. In 2002, 28 percent of public pension programs offered a 
DROP (Mann Bragg, 2003). 

Cost-of-Living Increases—Public employee plans are widely known 
for their COLAs, a feature not often seen in the private sector.35 COLA 
provisions represent an effort on the part of public-sector employers to com-
pensate retirees for the loss of purchasing power due to infl ation. Infl ation 
in the 1970s caused many public pension plans to adopt COLAs to protect 
annuity purchasing power (Wisconsin Legislative Council, 2005). Some plans 
specify automatic cost-of-living increases, usually based on changes in the 
Consumer Price Index (CPI), while other plans provide discretionary (ad hoc) 
increases to adjust retiree benefi ts for infl ation. Nearly all general-cover-
age state systems provide some form of cost-of-living adjustment for retired 
workers in 2006, and there is an automatic procedure in 34 of these states 
(Workplace Economics, Inc. 2006). Of those that offer an automatic adjust-
ment, 13 have some form of fi xed percentage and 21 others tie changes to the 
CPI, although the adjustment may be limited to some maximum percentage 
or proportionate change.

Purchase of Service Credit—In the absence of full portability of 
benefi ts, an opportunity to purchase credits for past service as a public 
employee can mean the difference between being eligible and not being 
eligible for retirement, especially for public-sector workers in several retire-
ment systems. In 2007, 83 percent of state and local employees were allowed 
to purchase credits for prior government service, according to government 
statistics (U.S. Department of Labor, 2008). Plan provisions for teachers, 
for example, can differ as to the type of prior service available for purchase 
(e.g., from another state system), the amount paid for the purchase, and the 
payment options available (National Education Association, 2000b). Public-
sector plans’ service credit purchase provisions have taken on increased 
importance in the education area, given the shortage of teachers in many 
states. As of 1998, 47 out of 50 statewide retirement systems (that include 
teachers) allowed some or all participants to purchase out-of-state teaching 
service credit.

35  The public sector—which comprises more or less permanent entities that rely on the tax 
base rather than on operating results for their resources—has historically been more willing 
than the private sector to commit to postretirement benefi t adjustments. 
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Social Security Coverage and Integration—The initiation of a 
national retirement income policy took place with passage of the Social 
Security Act of 1935. Public-sector employees were originally excluded from 
coverage, partly due to constitutional concerns about the federal govern-
ment’s right to tax state and local governments and partly because many 
state and local employees were already covered under public retirement 
systems (Crane, 2001).

The following decades witnessed a series of legal changes that brought 
many state and local pension plans into the Social Security system. In the 
1950s, public-sector employers without a retirement plan were allowed 
to elect Social Security coverage by entering into “Sec. 218 Agreements” 
with the Social Security Administration.36 Employers could identify groups 
of employees for possible addition to Social Security under this arrange-
ment, with the result that employers might have none, some, or all of their 
employees participating in the federal program (Harris, 1998). In practice, 
public-sector employers were thus able to opt into and out of Social Security 
even if their employees were covered by an in-state retirement system. 
However, changes to the Social Security law in 1983 barred public-sector 
employers from leaving the Social Security system.37 In 1991, Congress 
extended mandatory Social Security coverage to state and local government 
employees not covered by a public pension plan. At present, new employees 
enrolling in existing public-sector retirement plans, which operate outside 
Social Security, are not covered under the Social Security system. 

About one-fourth of all full-time workers in state and local DB plans 
are not covered by Social Security (Fore, 2001; Eitelberg, 1999). Examining 
employees participating in DB plans, the proportion not covered by Social 
Security is fairly consistent across all occupational groups at around 
10 percent, although a little lower for white-collar employees. Among 
general coverage statewide retirement systems, 43 systems participate in 
Social Security. The remaining seven states with general coverage retire-
ment systems not participating in Social Security include Alaska, Colorado, 
Louisiana, Maine, Massachusetts, Nevada, and Ohio. The delineation 
between these two groups is not exactly clear, however, since there are both 
large and small retirement programs not covered by Social Security in states 
where the general retirement programs are covered by Social Security.38

36  Named after that section of the Social Security Act permitting voluntary participation.
37  More specifi cally, the law stipulated that once social security coverage was extended to 
any group of employees, the employer could not remove them (Harris 1998). 
38  For example, teachers in Connecticut, Kentucky, Illinois, Missouri, Texas, and California 
do not participate. Moreover, certain teachers in Rhode Island, Georgia, Oklahoma, and Min-
nesota also do not participate. 



 463Chapter 44: Defi ned Benefi t Pension Plans in the Public Sector

In general coverage statewide systems, where employees receive both a 
state pension and a Social Security benefi t, fi ve states offered some kind of 
coordinated or integrated plan in 2006 (Workplace Economics, Inc., 2006).39 
Government data indicate that integrated formulas are generally uncommon 
in such plans, accounting for 7 percent or less of the total. There are usually 
signifi cant differences between the benefi ts received by employees from their 
government-sponsored retirement plan, depending on whether or not they 
are also covered by Social Security. Higher benefi t formulas typically apply 
to employees without Social Security coverage in order to make up for the 
absence of those postretirement benefi ts. According to data from a survey 
of state and local government employee retirement systems conducted by 
the Public Pension Coordinating Council in 2000, the average annual unit 
benefi t (percentage of fi nal average salary used in the benefi t formula for the 
fi rst 10 years of service) of plans without Social Security coverage was 
2.38 percent, compared with 2.08 percent for plans with Social Security 
coverage (Zorn, 2000).

Plans that are integrated with Social Security typically use either an 
offset approach or an excess formula. Under the offset approach, an employ-
ee’s retirement benefi ts are reduced by part of his or her Social Security 
benefi t. For example, the pension benefi t of an employee who has worked 
for a state or local government for 30 years may be reduced by 30 percent 
of his or her Social Security benefi t (1 percent times each year of service). 
The maximum offset is usually limited to 50 percent of the Social Security 
payment. Under an excess formula, a lower pension benefi t rate is applied to 
earnings below the integration level, and a higher rate is applied to earn-
ings above that level. The integration level is typically equal to the Social 
Security taxable wage base ($102,000 in 2008). Benefi t accrual rates applied 
to earnings below the integration level may range from 0.75 percent to 
2.0 percent; rates applied to earnings above the integration level may range 
from 1.5 percent to 2.5 percent.40 A fi nal approach, known as a pure excess 
formula, provides that earnings below the integration level are disregarded. 
Social Security integration may also reduce disability benefi ts by the amount 
of benefi ts received from Social Security, workers’ compensation, or both.

39  Integrated plans are those that explicitly recognize Social Security coverage in the plan 
design by using “offsets” or “step-up formulas.” “Offset” provisions subtract some part of the 
Social Security benefi t from the state-provided retirement plan annuity upon Social Security 
retirement. By contrast, “step-up formulas” apply lower pension benefi t rates to an employ-
ee’s earnings up through a specifi ed earnings level (for example, the Social Security taxable 
wage base) and then apply higher rates above that level.
40  See Zorn (2000).
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CHAPTER 45    

PUBLIC-SECTOR LIFE INSURANCE AND RELATED 
PROTECTION

Introduction
Most public jurisdictions make group life insurance coverage available to 

their employees, and many pay all or a portion of the cost. According to the 
Bureau of Labor Statistics, in 2007, 78 percent of state and local government 
employees participated in group life insurance funded wholly or partly by 
their employers (U.S. Department of Labor, 2008). Another survey covering 
only state employee benefi ts, indicates that 43 states provide at least a basic 
life insurance benefi t at no cost to the employee (Workplace Economics, Inc., 
2006). Approximately 90 percent of active and retired federal employees 
participated in the basic federal group life insurance program in fi scal year 
2004 (U.S. Offi ce of Personnel Management, 2006).1

Federal Program
The Federal Employees’ Group Life Insurance (FEGLI) Program was 

established by the Federal Employees’ Group Life Insurance Act of 1954 and 
was signifi cantly modifi ed by the Federal Employees’ Group Life Insurance 
Act of 1980 (U.S. Offi ce of Personnel Management, 2000). Modifi cations 
included an increased level of insurance under basic life insurance (discussed 
below), introduction of new optional forms of coverage, and a more competi-
tive premium structure. Prior to the FEGLI Program, life insurance coverage 
was offered to groups of federal employees by benefi cial associations. There 
were 27 such associations in 1954. Under the FEGLI Act of 1954, the Civil 
Service Commission was authorized to purchase a qualifi ed life insurance 
policy to insure all or portions of the agreements assumed from the benefi cial 
associations. Benefi cial association insurance still has members, although it 
is closed to new enrollment.

Coverage—With few exceptions, all federal civilian employees are 
eligible to participate in the FEGLI Program. Those covered by the FEGLI 
Program include the president, members of Congress, federal government 
employees, Gallaudet University2 faculty, and others not excluded by OPM 
1  Participation in the basic program by both active and retired federal employees has held 
consistently at 90 percent since the program was expanded and revitalized in 1981.
2  Gallaudet University is a private four-year institution in Washington, DC, with under-
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statute or regulation. As of 2003, the program covered more than 4 million 
federal employees and retirees, as well as many of their family members, and 
was the largest group life insurance program in the world.3

Administration—The insurance program is administered by OPM, but 
each federal agency is responsible for daily program operations with respect 
to its own employees. 

Basic Life Insurance—During employment, the group policy provides 
both life insurance and accidental death and dismemberment (AD&D) 
insurance. The basic life insurance benefi t equals the employee’s annual pay 
rounded upward to the next thousand, plus $2,000. For employees earning 
$8,000 or less annually, the minimum amount of insurance coverage was 
$10,000 (U.S. Offi ce of Personnel Management, Federal Employees Group 
Life Insurance Program). Additional benefi ts at no additional cost are pro-
vided for employees under age 45.4 The AD&D benefi t provided to employees 
is twice the basic life insurance benefi t in the case of accidental death and 
one-half the basic life insurance benefi t for the loss of one limb or sight of 
one eye. (The full amount is paid for two or more such losses.) 

Basic insurance cost is shared by the employee and the government (as 
employer). The employer pays one-third of the cost (contributed from agency 
appropriations or other funds available to pay salaries), and the employee 
pays two-thirds (withheld from his or her salary).5 Unless eligible employees 
state in writing that they do not want basic insurance, they are automati-
cally covered.

Basic life insurance enrollment is a prerequisite for enrollment in any of 
the following optional life insurance coverage.

Standard Optional Life Insurance (Option A)—Federal employ-
ees under the basic life insurance program have the option of purchasing 
additional insurance known as standard optional life insurance. Standard 
life provides $10,000 of life insurance and an equal amount of AD&D cover-
age. The full cost of standard life is paid by the employee and is dependent 
on his or her age. The premium is withheld from the employee’s salary. The 
monthly withholding ranges from $0.30 per $10,000 of coverage for employ-
ees under age 35 to $6.00 per $10,000 of coverage for employees age 60 or 

graduate programs open only to deaf individuals. The university was federally chartered in 
1864 and continues to receive a portion of its funding from the federal government.
3  Offi ce of Personnel Management, Introduction to the FEGLI Program, www.opm.gov/in-
sure/life/intro.asp (last reviewed July 2003).
4  Additional benefi ts range from 2 times the basic life insurance benefi t for employees age 
35 or younger  to 1.1 times the basic life insurance benefi t for employees at age 44.
5  The employee paid $0.155 per $1,000 of basic coverage in 2000 (Federal Employees News 
Digest, Inc., 2001).
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over. (U.S. Offi ce of Personnel Management, Federal Employees Group Life 
Insurance Program).

Additional Optional Insurance (Option B)—Additional optional 
insurance is also available to employees covered by the basic life insurance 
program. Additional life is offered in amounts equal to one, two, three, four, 
or fi ve times annual basic pay (after the pay has been rounded to the next 
higher $1,000).6 The full cost of additional life is paid by the employee and is 
dependent on his or her age. The premium is withheld from the employee’s 
salary. Unlike standard life, AD&D coverage is not included in additional 
life. The monthly withholdings for additional optional insurance range 
from $0.03 per $1,000 of coverage for employees under age 35 to $0.70 per 
$1,000 of coverage for employees age 60 and over (U.S. Offi ce of Personnel 
Management, Federal Employees Group Life Insurance Program).

Family Optional Insurance (Option C)—Federal employees covered 
by the basic life insurance program also have the option of purchasing insur-
ance to cover eligible family members (spouse and unmarried dependent 
children). Family optional insurance is offered with $5,000 coverage for a 
spouse and $2,500 coverage for each child under age 22.7 The full cost of 
family optional insurance is paid by the employee and is withheld from his 
or her salary. The premium depends on the employee’s age. Monthly with-
holdings range from $0.27 for employees under age 35 to $3.40 for employees 
age 70 and over. Family optional insurance does not include AD&D cover-
age (U.S. Offi ce of Personnel Management, Federal Employees Group Life 
Insurance Program).

Coverage after Retirement—Basic life insurance continues into retire-
ment, with three elections offered to annuitants (U.S. Offi ce of Personnel 
Management, Federal Employees Group Life Insurance Program).8  The fi rst 
option is a reduction in basic life insurance coverage of 2 percent a month 
after age 65 (maximum reduction of 75 percent of the basic policy face value), 
with no additional cost to the retiree. The second option is a lesser reduction 
of 1 percent a month after age 65 (maximum reduction of 50 percent of the 

6  The maximum amount of basic pay used in this calculation was set at $143,000 in 1999 
(U.S. Offi ce of Personnel Management, 2000).
7  This coverage may include children age 22 and over, provided the child is incapable of 
self-support due to a mental or physical disability that existed prior to age 22 (U.S. Offi ce of 
Personnel Management, 2000).
8  Provided the employee is retiring on an immediate annuity and he or she either had been 
covered by the basic life insurance during either of (1) the fi ve years of service immediately 
preceding the starting date of the annuity or (2) if less than the full fi ve years, the full 
period or periods of service during which the basic insurance was available to the individual 
(U.S. Offi ce of Personnel Management, Federal Employees Group Life Insurance Program). 
(Note: The AD&D benefi t provided to employees under basic life insurance does not continue 
into retirement.)
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basic policy value). In 2005, the additional premium for this lesser reduction 
was $0.925 a month per $1,000 of basic insurance coverage until age 65 and 
$0.60 a month per $1,000 for coverage thereafter (U.S. Offi ce of Personnel 
Management, Federal Employees Group Life Insurance Program). The fi nal 
option is no reduction in basic life insurance coverage after age 65, with a 
larger premium charge. In 2005, the additional premium required for no 
reduction in the amount of basic insurance was $2.155 a month per $1,000 of 
basic insurance until age 65 and $1.83 a month per $1,000 after age 65 (U.S. 
Offi ce of Personnel Management, Federal Employees Group Life Insurance 
Program). If either of the last two elections is canceled, the amount of life 
insurance is computed as if the retiree had originally elected the 75 percent 
reduction.

The FEGLI Act of 1980 requires that employees who retire before 
reaching age 65 make a supplemental contribution in order to continue their 
basic life insurance coverage. This supplemental coverage applies regard-
less of which of the three postretirement options the retiree has elected. The 
supplemental contribution ceases when the retiree reaches age 65, at which 
point the elected option becomes effective. The optional insurance programs 
(standard, additional, and family) may also be continued into retirement (at 
the same cost to the retiree as when he or she was employed), although the 
cost and coverage change when the retiree reaches age 65.

Retirees age 65 and over do not pay premiums for standard optional 
life insurance. However, the $10,000 standard optional insurance begins 
to decline at the rate of 2 percent per month until it reaches $2,500 (i.e., 
one-fourth of the face value). Similarly, premiums for additional optional 
insurance and family optional insurance are no longer required of retirees 
who have reached age 65. However, the amount of coverage will begin to 
decline at the rate of 2 percent per month for 50 months, at which point 
coverage ends.

State and Local Programs
Generally, the cost of basic life insurance in state and local government 

plans is paid entirely by the employer. In 2007, for example, 89 percent of 
life insurance plan participants were in plans that were wholly employer 
fi nanced; the remainder were in plans that were partly employer fi nanced 
(U.S. Department of Labor, 2008). Workers in plans requiring employee 
contributions generally pay a dollar amount based on coverage. Some plans, 
however, require a set contribution that covers more than one benefi t.

Coverage—Among all state and local government employees who were 
full-time life insurance participants in 1998, 30 percent were required to 
work a minimum period (commonly one or three months) to qualify for the 
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plan; 68 percent were in plans with no service requirement, and 2 percent 
were in plans for which the service requirement was not determinable. 
Minimum age requirements were rare (U.S. Department of Labor, 2000).

Basic Life Insurance Benefi t Formulas—For employees of state and 
local governments, the most common method (51 percent) of determining 
basic life insurance is a fl at-dollar amount of coverage. Flat-dollar insurance 
amounts up to $25,000 accounted for 67 percent of life insurance partici-
pants in 2007 (U.S. Department of Labor, 2008).

The second-most common method (38 percent) of determining the 
amount of basic life insurance is to base it on a fi xed multiple of earnings. 
Earnings-based coverage provides a level of protection that automatically 
increases with pay. The most prevalent method of tying life insurance to pay 
is to multiply the employee’s annual salary by one or two and then round the 
result to the next higher $1,000. For example, an employee whose annual 
pay is $43,600 would receive $88,000 of coverage under a plan providing two 
times pay.9 Some plans place limits on the amount of life insurance available; 
such limits are typically in the range of $50,000–$250,000. According to a 
2006 state employee benefi ts study, 27 states vary the amount of insurance 
based on an employee’s salary, 14 states vary the insurance amount by age, 
and 22 states provide a fi xed amount (Workplace Economics, Inc., 2006).

Accidental Death and Dismemberment (AD&D) Coverage—
Accidental death and dismemberment (AD&D) insurance was available to 
65 percent of state and local government life insurance plan participants in 
1998. AD&D insurance provides additional benefi ts if a worker dies or loses 
an eye or a limb in an accident. For most workers, the benefi t is equal to 
the basic life insurance benefi t in the case of accidental death and a portion 
of that benefi t for dismemberment, although a few workers receive a fl at 
amount of AD&D coverage. Some states provide optional AD&D coverage at 
the employee’s expense. 

Supplemental Benefi ts—The typical supplemental plan provides term 
life insurance in multiples of one to three times annual pay, at the employ-
ee’s option. Supplemental benefi ts are more common among state and local 
employees who have their basic life insurance determined by a fl at-dollar 
amount than among employees with a multiple of earnings formula. Among 
the 59 percent of state and local government employees with the option of 
supplemental benefi ts in 1998, about 52 percent were required to pay the full 
premium for such benefi ts.

Coverage for Dependents—Of the 51 percent of state and local govern-
ment employees with dependent life insurance coverage in 1998, 39 percent 
were required to pay the entire premium to obtain coverage; the remainder 

9  The annual pay of $43,600 is multiplied by two, which yields $87,200. This amount is then 
rounded up to $88,000.
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had coverage paid either partly or entirely by the employer. The most preva-
lent method used to provide dependent coverage is a fl at-dollar amount, and 
the employee often has the option to select specifi c benefi ts. 

Survivor Benefi ts—Life insurance plans providing a monthly benefi t to 
surviving members of a state or local government employee’s family are rare. 
When survivor income payments are available, they are generally either a 
percentage of the employee’s pay or a fl at-dollar amount. Survivor benefi ts 
usually continue for 24 months, although some plans provide benefi ts until 
the surviving spouse either remarries or attains age 65 or until surviving 
children reach a specifi ed age.

Coverage for Older Active Workers—In some life insurance plans, 
coverage of older active workers is reduced to account for the increased 
cost of insuring older workers. Coverage may be reduced once or in several 
stages. Plans with reduced coverage typically make the fi rst reduction at age 
65 or 70. If coverage is reduced only once, it is typically reduced to 50 percent 
of the original life insurance amount. For plans that reduce coverage in 
several stages, a common provision is to reduce coverage to 65 percent at age 
65 and then to 50 percent at age 70. In 1998, 34 percent of participants were 
in plans in which older active workers faced reduced benefi ts.

Coverage for Retirees—Plans that extend basic life insurance coverage 
into retirement almost always continue coverage for the remainder of the 
retiree’s life. However, the amount of the benefi t is usually reduced at least 
once during retirement. Some plans require that premiums for continued 
coverage be paid fully by the retiree. In 1994, 46 percent of the full-time 
participants in state and local governments had basic life insurance that 
continued into retirement.

Bibliography
U.S. Department of Labor. Bureau of Labor Statistics. Employee Benefi ts in 

State and Local Governments, 1994. Washington, DC: U.S. Government 
Printing Offi ce, 1996. 

________. Employee Benefi ts in State and Local Governments, 1998. 
Washington, DC: U.S. Government Printing Offi ce, 2000.

________. National Compensation Survey, Employee Benefi ts in State and 
Local Governments in the United States, September 2007. Washington, 
DC: U.S. Government Printing Offi ce, 2008.

U.S. Offi ce of Personnel Management. Budget and Program Information 
Division. Statistical Abstracts: Federal Employee Benefi t Programs, 



 475Chapter 45: Public-Sector Life Insurance and Related Protection

Fiscal Year 2004 . Washington, DC: U.S. Offi ce of Personnel Management, 
2006.

________. Federal Employees’ Group Life Insurance Program (FEGLI). Online 
document available at www.opm.gov/insure/life/index.htm 

Workplace Economics, Inc. 2006 State Employee Benefi ts Survey. Washington, 
DC: Workplace Economics, Inc., 2006. 

Additional Information
U.S. Offi ce of Personnel Management
Retirement and Insurance Service
Offi ce of Insurance Programs
P.O. Box 707
Washington, DC 20044
(202) 606-0770
www.opm.gov/insure/life/index.htm 

Workplace Economics, Inc.
P.O. Box 33367
Washington, DC 20033
(202) 223-9191
www.workplace-economics.com 



476 Fundamentals of Employee Benefi t Programs



 477Chapter 46: Employment-Based Health Benefi ts in the Public Sector

CHAPTER 46

EMPLOYMENT-BASED HEALTH BENEFITS 
IN THE PUBLIC SECTOR

Introduction
Public-sector employers offer health benefi ts to their employees for the 

same reasons as private employers offer them: to provide workers and their 
families with access to health care and with protection from fi nancial losses 
that can accompany unexpected serious illness or injury. Employers also 
offer health benefi ts in order to promote health, to increase worker produc-
tivity, and as a form of compensation to recruit and retain qualifi ed workers. 
A key difference is that while private-sector employment-based health ben-
efi ts are offered on a voluntary basis, public-sector plans are offered under 
state or municipality law. Public-sector employees receive health benefi ts, 
unlike their ordinary wage income, on a pre-tax basis in the same manner as 
private sector employees.

According to EBRI estimates of data from the Current Population 
Survey, March 2006 Supplement, in 2005, 76.3 percent of federal govern-
ment workers, 74.9 percent of state government workers and 73.9 percent of 
local government workers were covered by their employer’s health plan. This 
compares with 54.0 percent of private-sector workers. The uninsured rate 
among government workers is low, 6.3 percent to 6.5 percent, compared with 
20.1 percent among private-sector workers.

Employment-based public-sector group health plans typically provide 
comprehensive health benefi ts, including mental health and substance abuse  
treatment coverage—although these benefi ts are subject to limitations. Most 
public employees also receive dental care benefi ts (U.S. Department of Labor, 
2000). One salient characteristic of public-employee group health plans 
is that employees usually become eligible to participate immediately on 
being hired. This is true at the local, state, and federal levels. In situations 
in which waiting periods apply, they tend to be three months or less (U.S. 
Department of Labor, 1996).

Starting in 2002, long-term care insurance for persons unable to care for 
themselves was offered to federal employees, annuitants, and their families, 
including but not limited to nursing home care, assisted living facility care, 
formal and informal care in the home, hospice care, and respite care (Dore 
and Helwig, 2001). In fi scal year 2004, there were more than 205,000 enroll-
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ees in the federal long-term care insurance program (U.S. Offi ce of Personnel 
Management, 2006). This benefi t is already available to some public-sector 
workers, including 43 percent of employees at the state level and 21 percent 
of employees at the local level (U.S. Department of Labor, 2008).

Types of Insurance Program Operators
Although the Employee Retirement Income Security Act of 1974 

(ERISA) does not cover public-sector employment-based group health plans, 
provisions of the Consolidated Omnibus Budget Reconciliation Act of 1985 
(COBRA) (see chapter on COBRA) and the Health Insurance Portability 
and Accountability Act of 1996 (HIPAA), which amended ERISA, do apply. 
Because ERISA does not generally apply to public-sector employment-
based group health plans, states are free to regulate these plans in ways 
that they cannot regulate private-sector plans, which are subject to ERISA 
pre-emption. Therefore, states may mandate how public-sector group health 
plans operate (e.g., funding requirements, benefi ts offered, employee and 
dependent appeal rights, disclosure requirements, etc.). 

In 2002, among state plans, Segal Company found 19 percent of workers 
were enrolled in an indemnity plan, 16 percent in a point-of-service (POS) 
plan, 33 percent in a preferred provider organization (PPO) and 32 percent 
in a health maintenance organization (HMO) (The Segal Company, 2003). 
In 1999, approximately 39 percent of federal civilian employees participat-
ing in the Federal Employees’ Health Benefi ts Program were enrolled in 
plans offered by Blue Cross and Blue Shield, 22 percent were in employee 
organization plans (which are sponsored by employee organizations or 
unions and are only open to employees or annuitants who are members of 
the sponsoring union or organization), while the rest were in health main-
tenance organizations (HMOs), preferred provider organizations (PPOs), 
point-of-service (POS) arrangements and other managed care programs not 
sponsored by Blue Cross and Blue Shield or a union (U.S. Offi ce of Personnel 
Management, 2000).

The combination of public policy favorable to HMOs and the inher-
ent political diffi culty involved in limiting the number of HMOs that can 
participate in the public sector has led to a strong representation of these 
organizations in public-sector programs. However, the number of HMOs 
offered by public plan sponsors varies greatly. According to a 1999 survey, the 
number of HMO/POS plans offered among state governments ranges from 
none in two states to 10 or more in 15 states (The Segal Company, 1999). 
According to the Offi ce of Personnel Management’s Offi ce of Actuaries, the 
federal government offered approximately 167 HMOs during 2002.
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Over the past few years, there has been a dramatic increase in the 
number of full-time state and local employees covered under PPOs. 
According to BLS, 35 percent of state and local employees were covered by 
PPOs in 1998, compared with 30 percent in 1994 and 7 percent in 1987 (U.S. 
Department of Labor, 1988, 1996, and 2000). 

Contributions
Among full-time workers in state and local plans, it is common for the 

public-sector employer to pay the entire premium for the employees’ cover-
age but to require a contribution from employees who elect coverage for their 
dependents. The 1998 BLS survey showed that 51 percent of participants 
contributed to their own coverage, whereas 75 percent made a contribution 
for dependents (U.S. Department of Labor, 2000). However, the incidence 
of noncontributory coverage for the worker may be declining as state and 
local jurisdictions, like all other employers, seek to manage their health care 
costs. For federal employees, the federal government pays 72 percent of the 
average premium and not more than 75 percent of the total premium of any 
plan. 

Cost Management
During the past two decades, many employers sponsoring employee 

group health plans have struggled with the problem of how to manage what 
appear to be ever-escalating costs. In 1982, the federal employee health 
benefi ts program introduced mandatory coinsurance and deductibles in all 
health program offerings in an effort to curb utilization and, consequently, 
costs. Public employers have tried many of the same strategies that private 
employers have used to eliminate unnecessary service and to control costs. 
These strategies include utilization review, case management, disease 
management, larger out-of-pocket responsibilities for use of out-of-network 
providers, and specialty networks of physicians, hospitals, diagnostic centers, 
transplant services, pharmacy (including mail order), and vision and dental 
providers, etc. HIPAA places some restrictions on how public-sector employ-
ment-based group health plans may use a pre-existing condition limitation 
provision in order to curtail costs.

Health care costs have continued to rise for both private and public 
employers. Recently, some employers in both sectors have attempted to curb 
utilization and price by using managed care arrangements. For example, 
many public entities have adopted POS programs under which the method 
of service delivery is selected at the time of treatment, with the expectation 
that patients will respond to fi nancial incentives to use more cost-effective 
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HMO or PPO arrangements. Other public-sector group health plans are 
encouraging employees to opt for HMOs by providing relatively greater 
fi nancial support to those making this choice. Some larger entities that 
self-insure the cost of health coverage, and possibly self-administer by 
negotiating favorable arrangements directly with providers of medical care 
and administrative services, are also big consumers of stop loss insurance. 
One thing is certain: Most public-sector employment-based group health 
plans have ceased to offer traditional indemnity coverage altogether, relying 
instead exclusively on managed care arrangements. 

 Post-Employment Coverage
COBRA—State and local employers are subject to the continuation of 

coverage provisions of COBRA, as amended. While the federal government, 
as an employer, was not originally subject to the act, similar requirements 
were subsequently imposed on federal agencies by separate legislation. 

Retiree Coverage—In 2006, all states provided health insurance for 
pre-Medicare retirees and 48 provided it to Medicare-eligibles. (Workplace 
Economics, 2006). Federal workers enrolled in a plan under the Federal 
Employees Health Benefi ts Program for the fi ve years immediately preced-
ing retirement may continue coverage during retirement with the same 
level of employer-paid premiums as active workers. Where postretirement 
coverage exists in public plans, it almost always continues for the retiree’s 
lifetime. Depending on the specifi c terms of the plan, coverage may also 
continue for the survivor's lifetime. In most cases, the level of coverage for 
retirees is the same as that for active workers, although employment-based 
benefi ts are usually coordinated with Medicare for retirees age 65 and over. 
Government entities, like private-sector employers, must account for post-
employment benefi t obligations, including retiree health care costs, on their 
fi nancial accounting statements. 
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Additional Information
National Governors’ Association
444 N. Capitol Street, NW
Washington, DC 20001
(202) 624-5300
www.nga.org  
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One Park Avenue
New York, NY 10016
(212) 251-5000
www.segalco.com 

United States Offi ce of Personnel Management
Offi ce of Actuaries
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(202) 223-9191
www.workplace-economics.com
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CHAPTER 47

LEAVE PROGRAMS IN THE PUBLIC SECTOR

Introduction
Leave, or paid time off from work, is a particularly signifi cant benefi t 

for public-sector workers. These workers are entitled to slightly more paid 
holidays and vacations on average than their private-sector counterparts, 
and annual and sick leave often play a somewhat different role in their total 
benefi ts package.

Sick Leave
Public employees rely on accumulations of paid sick leave to provide 

income during periods of illness and temporary disability. In 2007,
87 percent of employees had access to paid sick leave (U.S. Department of 
Labor, 2008). All federal government employees have access to paid sick 
leave (U.S. Offi ce of Personnel Management, 2008). By contrast, 57 percent 
of employees in private industry had access to paid sick leave benefi ts (U.S. 
Department of Labor, 2007). Most public employees accrue sick leave on an 
annual basis (the rate of accrual may vary by service) and sometimes are 
entitled to carry forward unused sick leave balances. Although most cumula-
tive plans have a limit on the number of days that can be carried over to the 
following year, long-service employees who have enjoyed reasonably good 
health can have large sick leave accumulations during the later years of 
their careers.

In some jurisdictions, employees are compensated for their unused sick 
leave on termination of employment. However, a more common practice is to 
compensate them for this unused leave at the time of retirement. This com-
pensation can take several forms. Some states and the federal Civil Service 
Retirement System (CSRS) credit unused sick leave for purposes of calculat-
ing their service credits used in computing retirement annuities. Except for 
individuals who transferred to the Federal Employees Retirement System 
(FERS) with a CSRS annuity component, this sick leave credit does not 
apply to annuity calculations of federal employees covered by FERS (Federal 
Employees News Digest Inc, 2001) 
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Annual Leave
Annual leave (vacation time) is generally accrued according to length of 

service, with average accruals in 2006 for state employees of 12.6 days after 
one year of service, 18.4 days after 10 years of service, 23.0 days after 20 
years of service (Workplace Economics, 2006). Federal employees accrue 13 
days of annual leave during their fi rst three years of employment, 20 days 
during years three through 14, and 26 days thereafter (Federal Employees 
News Digest Inc., 2001). This compares with 8.8 days at one year of service, 
16.0 days at 10 years of service, 18.3 days at 20 years of service, and 19.1 
days at 25 years of service that workers in the private-sector accrued in 2003 
(U.S. Department of Labor, 2005). 

Unused annual leave can usually be carried forward to subsequent 
years, although the amount that can be carried forward is generally subject 
to a maximum. Most federal and state and local employees are able to 
carry over 30 days of annual leave. Three states (Indiana, Louisiana, and 
Mississippi) allow leave to be carried over without limit. Among states 
specifying a maximum, Hawaii allows the greatest accumulation, at 90 days. 
Accumulated leave is generally cashed out on termination or retirement, 
although the cashout may be subject to a limit that is different from that 
imposed on accumulation (Workplace Economics, 2006). 

Leave Sharing/Leave Banks, and Compensatory Time
Since public employees often have accumulation in excess of their own 

needs, some jurisdictions have undertaken programs whereby employees 
can transfer leave to colleagues in need. Nineteen states currently maintain 
some form of “sick leave pool.” In addition, other states allow employees to 
donate their annual leave to fellow employees in need of sick leave, subject to 
specifi c limitations under certain guidelines (Workplace Economics, 2006). 

The federal government also has several leave-sharing programs. Under 
the Federal Employees Leave Sharing Amendments Act of 1993, all federal 
agencies are required to operate a leave-transfer program. The act also 
allows agencies to establish leave banks at any time. Employee participation 
in either program is strictly voluntary (Federal Employees News Digest Inc., 
2001).

Under the leave-transfer program, employees who have exhausted all 
of their leave and are in need of additional leave (due to medical or family 
emergencies) can accept annual leave donations from fellow employees.

Under the leave bank program, employees who are in need of additional 
leave and who have previously become leave bank members by contributing 
a portion of their own annual leave to the agency’s leave bank are eligible 
to apply for a withdrawal of annual leave from the bank, should a medical 
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or family emergency arise. Banked leave can also be distributed to fellow 
employees in much the same way as under the leave transfer program.

Compensatory time (“comp-time”) is another form of leave used in 
the public sector. It is a method employers in the public sector can use to 
compensate employees for overtime work. Under the Fair Labor Standards 
Act, public employers are able to provide compensatory time off instead of 
monetary overtime compensation, providing there is an agreement between 
the employer and the employee. When compensatory time off is provided 
as an alternative to overtime pay in the federal government, the amount of 
“comp time” authorized is computed at the rate of one hour of compensatory 
time for each hour of overtime worked. 

Family and Medical Leave
Paid Leave—Apart from annual and sick leave accumulations—leave 

that may be used expressly to care for children is rare in the public sector. 
However, under the federal Family and Medical Leave Act of 1993, employ-
ers are required to provide 12 weeks of unpaid, job-protected leave each year 
to eligible employees for the birth or adoption of a child or for the serious 
illness of the employee or the employee’s child, parent, or spouse. In addition 
to the federally mandated Family and Medical Leave Act, most states have 
their own family leave laws that apply to public-sector workers (Federal 
Employees News Digest Inc., 2001). For example, many states provide up to 
a year of unpaid parental leave, while other states provide employees with 
some paid parental leave. In 2006, 48 states reported that some amount of 
paid parental leave is available for mothers, and in 40 states, for fathers. 
Many states allow either parent to use accumulated annual leave, personal 
leave, compensatory leave, or other accrued paid leave. All states now report 
that adoption leave is available (Workplace Economic, 2006).

Military Leave—Military leave is granted to individuals who are 
in the National Guard or other reserve components of the armed forces. 
Such employees may need leave time to maintain their military status. In 
2006, all states provided paid military leave to their employees (Workplace 
Economics, 2006). The Uniformed Services Employment and Reemployment 
Rights Act of 1994 (USERRA) provides that an employee is entitled to a 
leave of absence to perform military service, and re-employment following 
the service, so long as the person provides advance notice (unless impossible 
to do so or precluded by military necessity). In addition, the cumulative 
period of service may not exceed fi ve years, the nature of the service is not 
dishonorable or otherwise disqualifying, and the person returns to work 
or applies for re-employment in a timely manner following completion of 
the service. There are several specifi ed types of military duty that do not 
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count toward the fi ve-year limit, including required training performed by 
guard and reserve members, and duty during a war or because of various 
contingencies, including the current mobilization for Operations Noble Eagle 
(a multi-agency effort within the borders of the United States to uncover ter-
rorists and their plans for disruption), Enduring Freedom (all anti-terrorism 
military operations underway outside the borders of the United States), and 
Free Iraq (the war in Iraq). 
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CHAPTER 48

DEFINED CONTRIBUTION AND SUPPLEMENTAL 
RETIREMENT SAVINGS PLANS IN THE PUBLIC SECTOR

Introduction
The availability and use of defi ned contribution pension plans in the 

public sector differs from their availability and use in the private sector and 
has evolved over the years to address a variety of retirement and deferred 
compensation objectives of employers. In response, in large part to work 
force and demographic changes and certain changes in federal law, public-
sector entities have begun to incorporate and integrate defi ned contribution 
and other tax-deferred savings vehicles into their overall compensation and 
benefi ts structures. Increasingly, public-sector entities are developing overall 
retirement benefi ts strategies that include the creative use of both defi ned 
benefi t and defi ned contribution approaches that allow fl exible participation 
in both plan types during their employees’ working careers. Examples of 
creative uses of defi ned contribution plans include:
• Using Internal Revenue Code (IRC) Sec. 401(a) or Sec. 403(b) plans to 

receive matching contributions for elective employee contributions to 
Sec. 457, 403(b) or 401(k) plans.

• Using 401(a) or 403(b) plans to receive employer contributions of the 
value of unused accumulated employee annual vacation and sick leave 
payments.

• Allowing 457 and 401(a) plan participants to transfer all or a portion 
of their account balances to purchase service credit under their defi ned 
benefi t pension plans.

Public-sector entities are also fi nding creative ways to help employees 
save for post-retirement health coverage costs by establishing a variety 
of defi ned contribution retiree health savings plans. Some of these plans 
include tax-advantaged arrangements under Sec. 501(c)(9) Voluntary 
Employee Benefi ts Association trusts (VEBAs), Sec. 115 or integral govern-
mental trusts, and Sec. 401(h) medical subaccounts of Sec. 401(a) retirement 
plans.
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The Federal Thrift Savings Plan 
The Federal Thrift Savings Plan (TSP) is a key component of the three-

part Federal Employees’ Retirement System (FERS) that became effective on 
Jan. 1, 1987,1 and covers those employees who fi rst obtained coverage on or 
after January 1, 1984. The TSP is a tax-deferred defi ned contribution retire-
ment savings and investment plan that contains features typically found in 
private-sector 401(k) plans. Employees in both the Civil Service Retirement 
System (CSRS) and FERS may participate in the TSP, although the TSP is 
only a supplement to CSRS, and the contribution rules are different.

According to a Congressional Research Service (CRS) report, Congress 
included the TSP as a part of FERS for three reasons: (a) to increase retire-
ment income replacement rates under FERS, especially for higher paid 
employees for whom Social Security replacement rates are low; (b) to provide 
a portable benefi t and thereby reduce retirement income penalties associated 
with changing jobs, and (c) to replicate benefi ts available to private-sector 
workers (Merck, 1994). As of December 31, 2005, thrift savings fund accounts 
were maintained for more than 3.6 million participants (Federal Retirement 
Thrift Investment Board, 2006). 

Administration—The Federal Retirement Thrift Investment Board, 
an independent federal agency, manages the TSP. The board consists of fi ve 
members who are nominated by the president and must be confi rmed by the 
Senate. The board members serve part time and appoint a full-time execu-
tive director of the agency (Federal Retirement Thrift Investment Board, 
2006).

Open Seasons—Open seasons occur twice a year: May 15 to July 31 
and Nov. 15 to Jan. 31. During open seasons, employees may begin or termi-
nate contributions, alter contribution amounts, and change the way future 
contributions are invested. In late May and November, employees receive 
participant statements showing employee and employer contributions and 
gains or losses due to investment experience.

Employer and Employee Contributions—TSP participants may 
contribute either a percentage of basic pay each pay period or a fi xed dollar 
amount. All contributions must be made through payroll deductions; lump-
sum contributions are not permitted. Employee contributions to the TSP 
reduce the individual’s taxable income for federal (and usually state and 

1  The three-part Federal Employees Retirement System (FERS) program uses Social Secu-
rity as a base and provides an additional defi ned benefi t and the voluntary Thrift Savings 
Plan (TSP). Since the FERS program did not become effective until Jan. 1, 1987, an interim 
plan was in effect from Jan. 1, 1984, through Dec. 31, 1986. Any employee hired during that 
period received credit for all service toward FERS. (For further discussion of the Social Secu-
rity and defi ned benefi t components of the FERS program, see the chapter on defi ned benefi t 
pension plans in the public sector.)
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local) income tax purposes. FERS employees may contribute up to 15 percent 
of basic pay on a pretax basis; CSRS and uniformed service employees may 
contribute up to 10 percent of basic pay on a pretax basis.2 All participants 
are also subject to the annual deferral limit set by IRC Sec. 402(g)—the same 
limit as for 401(k) deferrals. The limit is subject to annual adjustment and 
was set at $15,500 in 2007. Employees may change their contribution rates 
only during the open seasons (Federal Retirement Thrift Investment Board, 
2006).

The government (acting in the role of employer) automatically contrib-
utes 1 percent of basic pay for all eligible FERS participants, regardless of 
whether the employees make personal contributions. For FERS participants 
who choose to make their own contributions, the government matches the 
fi rst 3 percent of employee contributions at 100 percent and the next 
2 percent of employee contributions at 50 percent. As noted, CSRS partici-
pants may make tax-deferred contributions to the plan, but there are no 
automatic or matching employer contributions for CSRS participants.

Eligibility to Make Personal Contributions and to Receive 
Employer Contributions—FERS participants newly hired in any month 
from January to June become eligible to participate in the TSP the fi rst full 
pay period starting the next January. They begin to receive the automatic 
1 percent employer contribution, and, if they elect to contribute, the 
employer matching contribution. FERS participants newly hired July 
through December become eligible to participate the fi rst full pay period 
starting the next July. They begin to receive the automatic 1 percent 
employer contribution and, if they elect to contribute, the employer matching 
contributions. CSRS participants can begin making contributions to the TSP 
during any open season. An employee may stop contributing at any time. If 
a participant stops during an open season, he or she may resume making 
contributions the next open season. If a participant stops outside an open 
season, he or she must wait until the next open season to resume making 
contributions (Federal Retirement Thrift Investment Board, 2006).

Vesting—All TSP participants (both CSRS and FERS employees) are 
immediately vested in their own contributions and investment earnings 
on those contributions. FERS enrollees are also immediately vested in the 
government matching contributions, plus associated investment earnings. 
Most FERS participants vest in the automatic 1 percent employer contribu-
tion and its earnings after three years of federal civilian service. However, 
members of Congress, congressional staff, and certain political appointees to 
the Executive Branch vest in the automatic 1 percent employer contribution 
after two years of such service. If an employee leaves federal service before 

2  Basic pay for TSP purposes is defi ned by law. The defi nition does not include things such 
as awards or many forms of premium pay.
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vesting, the automatic 1 percent employer contribution and its earnings are 
forfeited. In the case of death, vesting is immediate (Federal Retirement 
Thrift Investment Board, 2006).

Investment Options—There are fi ve TSP investment funds: the 
Government Securities Investment Fund (G Fund), the Common Stock 
Index Investment Fund (C Fund), the Fixed Income Index Investment Fund 
(F Fund), the Small Cap Fund (S Fund), and the International Stock Index 
Fund (I Fund). Individuals who choose to invest in other than the G Fund 
are required to sign a statement saying that they understand and accept the 
risk of investing in these funds. If a FERS participant does not submit an 
investment election form, the automatic 1 percent employer contribution is 
invested in the G Fund. During open seasons, an employee may change his 
or her investment allocations for new contributions. For FERS employees, 
the investment allocations chosen apply to personal contributions and to 
agency automatic and matching contributions. Interfund transfers of previ-
ously contributed amounts are permitted in any month (Federal Retirement 
Thrift Investment Board, 2006). 

The G Fund consists of investments in short-term nonmarketable U.S. 
Treasury securities specially issued to the TSP. By law, all investments in 
the G Fund earn interest at a rate equal to the average of market rates of 
return on U.S. Treasury marketable securities that are outstanding with 
four or more years to maturity. The G Fund is managed by the Federal 
Retirement Thrift Investment Board. The C, F, S, and I Funds are managed 
by BZW Barclays Global Investors, N.A. (Barclays). The C Fund is invested 
primarily in the Barclays Equity Index Fund, a stock index fund that tracks 
the Standard & Poor’s 500 (S&P 500) stock index.3 The F Fund is a bond 
index fund invested primarily in the Barclays’ U.S. Debt Index Fund, which 
tracks the Lehman Brothers Aggregate (LBA) bond index. The S Fund is 
invested in a Willshire 4500 index fund. The I Fund is invested in an EAFE 
(Europe, Australasia, Far East) stock index fund4 (Federal Retirement Thrift 
Investment Board, 2006).

Plan Loans—Those eligible for the TSP Loan Program include current 
employees with a TSP account that has at least $1,000 in employee contri-
butions and investment earnings. TSP loans are available for purchase of 
a primary residence, educational expenses, medical expenses, and fi nancial 
hardship. The interest rate charged is the G Fund rate in effect at the time 
the loan application is received. Repayment is made through payroll deduc-

3  The C fund also includes temporary investments in the G fund and certain other short-
term securities pending purchase of stocks. These temporary investments also cover liquid-
ity needs such as loans and withdrawals from the plan.
4  The F fund may also have temporary investments in the G fund and in certain other 
short-term securities pending purchase of notes and bonds and for liquidity requirements.
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tions. To obtain a TSP loan, FERS employees must obtain spousal consent, 
and the spouses of CSRS employees must be notifi ed of the loan application 
by the TSP (Federal Retirement Thrift Investment Board, 2006).

Withdrawal of a TSP Account Balance—Employees who separate 
from federal service are eligible to withdraw their TSP accounts. An individ-
ual must be separated from federal service for 31 or more full calendar days 
before the TSP account can be paid out. Withdrawal options include a TSP 
life annuity, a single payment, or a series of monthly payments. A participant 
may choose to have the payment(s) begin immediately or at some future 
date.5 A participant may also request that the TSP transfer all or a part of 
a single payment to an individual retirement account (IRA) or other eligible 
retirement plan. (In some cases, a series of monthly payments can be trans-
ferred.) Participants also have the option of leaving their accounts with the 
TSP on separation and making a withdrawal decision later. Amounts paid 
to participants from TSP accounts are considered taxable income for federal 
income tax purposes in the year in which payment is made. Payments not 
subject to these rules include TSP annuity purchases and direct transfers 
by the TSP to IRAs or other eligible retirement plans, since such payments 
are not made directly to the individual. The withdrawal option known as the 
TSP annuity is a monthly benefi t paid for life. A participant can request a 
single life annuity (with level or increasing payments), a joint life annuity 
with his or her spouse, or a joint life annuity with someone other than a 
spouse. As with the single life annuity, a participant with a joint life annuity 
can choose to have level or increasing payments. For participants with TSP 
account balances of at least $3,500, an annuity can be purchased from the 
TSP’s annuity provider. If an account balance is less than $3,500, the partici-
pant can request an annuity with a specifi c future date (the account must be 
at least $3,500 before the annuity can be purchased). Annuity payments will 
be taxed as ordinary income in the years in which they are received (Federal 
Retirement Thrift Investment Board, 2004).

Another withdrawal option is the single payment option, which is simply 
a withdrawal of the entire TSP account balance in a single payment. If the 
amount withdrawn in a single payment is paid directly to the participant 
(and is not transferred to an IRA or other eligible retirement plan), the 
payment is subject to mandatory 20 percent withholding. In addition to the 
ordinary income tax an individual must pay on money received directly from 
the TSP account, the Internal Revenue Service (IRS) imposes a 10 percent 
penalty tax on amounts received from the TSP if the individual separates 
or retires before the year he or she reaches age 55 and receives the money 

5  An individual cannot choose a future date that is later than April 1 of the year following 
the year in which he or she attains age 70½.
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before age 59½.6 In this case, the individual is subject to the penalty tax on 
all amounts received before age 59½ (Federal Retirement Thrift Investment 
Board, 2004).

The third withdrawal option is a series of monthly payments. 
Participants may choose the number of monthly payments they want to 
receive. Another option available to participants is to choose a specifi c dollar 
amount for each monthly payment (Federal Retirement Thrift Investment 
Board, 2004). 

A fi nal alternative is for participants to have monthly payments com-
puted by the TSP based on an IRS life expectancy table. As with the single 
payment option, an individual who chooses the monthly payments option 
(unless the payments are based on life expectancy) is subject to a 10 percent 
penalty tax on all amounts received before age 59½ if he or she separates or 
retires before the year he or she reaches age 55. Individuals who reach age 
70½ and are receiving a series of monthly payments from their TSP accounts 
are subject to IRS minimum distribution requirements. Participants with 
vested account balances of $3,500 or less are subject to automatic cash-out 
procedures. Under the automatic cash-out procedure, the account balance is 
automatically paid directly to the participant unless the participant makes 
another withdrawal election or chooses to leave the money in the TSP. An 
automatic cash-out is subject to the same taxes as other cash payments from 
the TSP (Federal Retirement Thrift Investment Board, 2004).

Transferring TSP Accounts—On termination of federal employment, 
an individual may transfer all or a portion of a TSP account to an IRA 
or other eligible retirement plan. If this option is chosen, the participant 
continues to defer taxes on the amounts transferred, and savings continue 
to accrue tax-deferred earnings until the money is withdrawn (Federal 
Retirement Thrift Investment Board, 2004).

Leaving Money in a TSP Account—After a participant terminates 
employment with the federal government, he or she may leave the entire 
TSP account balance in the TSP (only until age 70½). Accounts continue to 
accrue investment earnings, and individuals can continue to change invest-
ment allocations among the three TSP funds by making interfund transfers 
(Federal Retirement Thrift Investment Board, 2004).

Death Benefi ts—A participant may designate benefi ciaries (including 
a surviving spouse, children, parents, or other named benefi ciary) to receive 
the TSP account balance if the participant dies. Payments to spouses of 
deceased participants are subject to 20 percent mandatory federal income 
tax withholding. The withholding tax cannot be waived, although spouses of 
deceased participants can avoid the withholding by having the TSP transfer 

6  For individuals separating or retiring during or after the year in which they reach age 55, 
or for individuals who retire on disability, the withdrawal is not subject to the penalty tax.
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all or a portion of the payment to an IRA (but not to another eligible retire-
ment plan). Payments to benefi ciaries other than a spouse are subject to 10 
percent withholding, which may be waived. Payments to nonspouse benefi -
ciaries cannot be transferred to an IRA or other plan (Federal Retirement 
Thrift Investment Board, 2004).

State and Local Government Plans 
In contrast to the private sector, the overwhelming majority of state 

and local government employees continue to participate in defi ned benefi t 
pension plans. According to a survey by the Bureau of Labor Statistics (BLS), 
79 percent of state and local government employees participated in defi ned 
benefi t plans in 2007, down from 1994, when 91 percent participated in 
defi ned benefi t plans. BLS data also show that the share of state and local 
government employees in defi ned contribution plans has increased to 
18 percent from 9 percent in 1994, indicating that an increasing number of 
governmental employers have been expanding their defi ned contribution 
plan offerings. Money purchase pension plans cover more state and local 
government employees than any other form of defi ned contribution plan 
(70 percent of defi ned contribution plan participants in 2007). Profi t-sharing 
plans, providing discretionary employer contributions, are made available by 
some governments but to a much lesser extent.

Money Purchase Plans—In contrast to the prevalence of 401(k) plans 
in the private sector, the principal public-sector defi ned contribution pension 
plans are 401(a) money purchase plans and, to a much lesser extent, target 
benefi t and other “hybrid” plans. These plans are used as primary defi ned 
contribution pension plans.

Contributions—Employers must annually make fi xed, determinable 
contributions that are typically specifi ed as a percentage of the worker’s pay. 
Employees may be required to make contributions and may be allowed to 
make voluntary, after-tax contributions. The IRC allows annual maximum 
contributions of 100 percent of a participant’s includable compensation or 
$40,000 a year (indexed for infl ation), whichever is less.

Taxation of Contributions—Employer contributions are not subject to 
Social Security (if applicable), federal, and most state taxes. Employee con-
tributions may be made on an after-tax or pre-tax basis if “picked-up” by the 
employer. Pick-up contributions are mandatory employee contributions that 
are treated as though they were made by the employer for federal income tax 
purposes. An IRC provision specifi c to governmental plans allows the pick-up 
contributions to be pre-tax through salary reduction arrangements or offsets 
against future salary increases. Pick-up contributions made through salary 
reduction arrangements are subject to Social Security taxes, if applicable. 
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State tax treatment of employee contributions varies by state, although most 
states follow the federal rules.

Distributions—Vested plan assets may be withdrawn at separation 
from service due to retirement, resignation/termination, death, or disability. 
In-service withdrawals of voluntary after-tax amounts may be permitted. 
Distribution must begin by April 1 following the calendar year in which the 
participant attains 70½ or retires, whichever is later. Hardship withdrawals 
are not permitted from money purchase plans.

Taxation of Distributions—At the time of distribution, all amounts 
received from the money purchase plan not previously taxed are subject 
to federal and perhaps state taxes. This includes withdrawals of employer 
contributions, picked-up contributions, and associated earnings. Money 
purchase plan distributions eligible to be rolled over to another eligible 
retirement plan or an IRA that are not directly rolled over are subject to 
20 percent withholding. Distributions may be subject to early distribution, 
minimum distribution, and excess distribution penalty taxes. Plans receiv-
ing eligible rollover contributions may need to separately account for such 
amounts in order to facilitate different distribution eligibility rules under 
the plan and early withdrawal penalty requirements. Distributions of after-
tax contributions are also eligible for rollover; however, only 401(a) defi ned 
contribution plans and IRAs are eligible rollover plans for this purpose.

Direct Rollovers—An employee separating from service may make 
a direct rollover of his or her eligible rollover distributions to an IRA or 
another eligible retirement plan, including 401(a), 403(b), 457(b) and 401(k) 
plans. As long as the transfer is made between plans and not through the 
employee there is no current taxable income to the employee. Amounts not 
directly rolled over are subject to a 20 percent withholding tax and may be 
subject to the early distribution tax.

Loans—If permitted by the employer’s plan, active participants may 
borrow assets from the vested portion of their accounts.

Administration and Regulation—As qualifi ed plans, governmental 
money purchase plans must comply with numerous sections of the IRC. 
Unlike private-sector plans, governmental plans are exempt from the 
Employee Retirement Income Security Act of 1974 (ERISA) and associated 
provisions of the IRC. While private-sector plans are required to follow strict 
guidelines when establishing, for example, vesting schedules, governmental 
employers have a great deal more fl exibility. Despite this, many governments 
establish plans that conform to ERISA guidelines.

Private-sector employers must comply with nondiscrimination rules to 
maintain the qualifi ed status of their plans. The Taxpayer Relief Act of 1997 
placed a permanent moratorium on the enforcement of these nondiscrimina-
tion rules on state and local government plans.
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Profi t-Sharing Plans—State and local governments that adopted 
profi t-sharing plans with 401(k) features prior to May 6, 1986, are eligible to 
offer the 401(k) feature allowing participants to elect the amount of their vol-
untary pre-tax contributions on an individual basis. Even though the 401(k) 
feature can no longer be adopted by state and local governmental employers, 
IRC Sec. 401(a)(27) specifi cally permits profi t-sharing plans for employers 
who do not have profi ts and are tax exempt. The profi t-sharing and money 
purchase plans established by governments are similar in most respects. 
The principal difference is that in the money purchase plan employers must 
make fi xed, determinable contributions, while in the profi t-sharing plan 
employer contributions are discretionary and are not required to be made 
in the same amount or made every year. However, the IRC provides that 
contributions to a profi t-sharing plan must be “substantial and recurring.” 
Two other distinctive features are that profi t-sharing plans may provide for 
withdrawal at age 59½ and/or in cases of hardship.

Notwithstanding the fact that state and local governmental employers 
are not permitted to establish new 401(k) arrangements, the IRS has taken 
a liberal view in recent years and allowed expansion of existing public-sector 
401(k) plans to cover new public-sector entities.

Defi ned Contribution Plans of State and Local Governments—
State and local governments have continued to consider defi ned contribution 
plans as an alternative to traditional defi ned benefi t plans. These efforts are 
largely motivated by a combination of policy and fi scal reasons, including 
a desire to improve portability of retirement benefi ts, and a desire to shift 
investment power and responsibility, as well as the investment and funding 
risk, to the participants. A number of government employers have already 
established defi ned contribution retirement plans for their employees to 
complement or replace existing defi ned benefi t pension plans. There are a 
number of ways by which governments can “convert” from a defi ned benefi t 
to a defi ned contribution plan. The three basic conversion types are: 
1) complete conversion; 2) partial conversion; or 3) new employee-only-con-
version. Under a complete conversion, the employer’s defi ned benefi t plan is 
terminated, and all current and future employees are enrolled in a defi ned 
contribution plan. Current employees are typically given credit for the 
greater of the present value of their accrued benefi t in the defi ned benefi t 
plan or their individual contributions. In a typical partial conversion, all 
new employees are enrolled in the defi ned contribution plan, and current 
employees have the option of enrolling in the defi ned contribution plan. 
Current employees enrolling in the defi ned contribution plan are normally 
credited with the present value of their accrued benefi t from the defi ned 
benefi t plan. The defi ned benefi t plan is retained for retirees and for current 
employees who elect not to participate in the defi ned contribution plan. As 
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its name implies, under a new-employee-only conversion, all new employees 
are enrolled in the defi ned contribution plan, while all existing employees 
remain in the defi ned benefi t plan. It is interesting to note that in recent 
partial conversion scenarios, only a relatively small portion of existing 
employees has chosen to leave the defi ned benefi t plan in favor of the new 
defi ned contribution plan. 

Sec. 457 Plans—Congress enacted IRC Sec. 457 as a part of the 1978 
tax act, primarily in response to the IRS’s effort to tax elective deferred 
compensation in the year in which it was deferred rather than in the year in 
which it was received. Sec. 457 allows state and local government entities to 
establish deferred compensation arrangements for their employees. Sec. 457 
deferred compensation plans are not qualifi ed plans but must meet a sepa-
rate set of requirements under the IRC. These plans are similar to 401(k) 
plans for private-sector employees, although there are several important dif-
ferences. As a result of the TRA ’86, deferred compensation arrangements of 
other tax-exempt organizations are now subject to 457. Examples of eligible 
tax-exempt organizations include civic organizations and local associa-
tions of employees; religious, charitable, scientifi c, literary, and educational 
organizations; business leagues; certain credit unions; nonprofi t hospitals; 
trade associations; and mutual insurance funds. Eligible participants include 
employees of the governments or tax-exempt organizations previously noted 
as well as independent contractors of eligible employers. As a practical 
matter, only key management and highly compensated employees of non-
governmental tax-exempt employers may benefi t from 457 plans due to the 
applicability of ERISA to nongovernmental plans. 

Trust Requirements—Prior to the Small Business Job Protection Act 
of 1996, governmental deferred compensation plan assets (as a condition 
for receiving favorable tax treatment for nonqualifi ed plans of this nature) 
were required to be treated as general assets of the employer subject to 
the claims of creditors. As a result of the bankruptcy of a large county 
government in the 1990s, this requirement was repealed and now all govern-
mental 457 plans must meet the following basic trust and exclusive benefi t 
requirements:
• The plan assets must be held in trust or in IRC Sec. 401(f) annuity con-

tracts or custodial accounts. Sec. 403(b) tax-sheltered annuity plans can 
only be held in IRC Sec. 401(f) annuity contracts or custodial accounts.

• The plan assets must be held for the exclusive benefi t of participants 
and benefi ciaries.

• Assets of the plan may not be diverted or used for other than plan 
purposes.
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• The benefi ts of the plan generally may not be assigned or alienated or 
transferred by the participant to another person or entity.

Other tax-exempt entities must continue to hold plan assets as employer 
assets subject to the claims of general creditors of the employer.

Contributions—Employees may defer up to the applicable dollar limit 
or 100 percent of includable compensation,7,8 per year, whichever is less. 
The applicable dollar amount for each calendar year was modifi ed by the 
Economic Growth and Tax Relief and Reconciliation Act of 2001 (EGTRRA) 
to be the same for all 457(b), 401(k), and 403(b) plans and is as follows:

 Year Applicable Dollar Amount

 2002 $11,000
 2003 $12,000
 2004 $13,000
 2005 $14,000
 2006 $15,000

For years after 2006, the $15,000 applicable dollar amount will be 
adjusted upward in $500 increments based on cost-of-living formulas 
announced by the Secretary of the Treasury.

The applicable dollar limit is applied annually on a per-person basis. 
That is, an individual must aggregate all of his or her 457 plans from all 
employers during a particular year to determine if the applicable dollar limit 
has been exceeded. The applicable dollar limit applies not only to any elec-
tive deferrals to the plan but also to any nonelective deferrals the employer 
contributes to the plan. However, the 100 percent of includable compensation 
test only applies on a per-plan basis. The deferral limits for 457 plans are not 
coordinated with an employer’s 401(k) or 403(b) plans in which the employee 
may also participate. Compensation may be deferred only if an agreement 
to defer has been made before the beginning of the month in which it is 
deferred, except for new employees who may participate in the month of hire.

A catch-up contribution provision may be included to increase the 
deferral limit during the three-year period preceding a participant’s normal 

7  Includable compensation is defi ned in the IRC as compensation for service performed for 
the employer that is currently includable in gross income (taxable in the current year), plus 
elective salary reduction amounts to an employee’s 401(k), 457, 403(b), and 125 cafeteria 
plans.
8  Since Sec. 457 plans are not subject to any nondiscrimination tests, employers may set 
eligibility criteria that might not be permitted in qualifi ed plans.
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retirement age. Plans providing for catch-up must specify the catch-up defer-
ral ceiling, which can be no greater than the lesser of:
• Twice the applicable dollar limit for the current year, or
• The sum of the current year’s regular deferral limit plus any prior years’ 

unused deferral limits.

Normal retirement age, if specifi ed in the plan, must be after the earli-
est retirement age at which unreduced benefi ts can commence under the 
employer’s pension plan, but not later than age 70½. If not specifi ed, normal 
retirement age is the later of age 65 or the normal retirement age specifi ed 
in the employer’s basic pension plan. Note that a plan may also permit a 
participant to elect his or her normal retirement age that triggers the three-
year catch-up period. An individually elected normal retirement age may not 
be later than the retirement plan’s mandatory retirement age or the age at 
which the participant actually separates from service.

A special catch-up contribution provision for participants age 50 or 
older may be included. For these older participants the plan may allow an 
additional deferral equal to the greater of the current year’s regular deferral 
applicable dollar limit, plus an additional amount as follows:

 Calendar Year Age 50+ Additional Deferral Amount

 2002 $1,000
 2003 $2,000
 2004 $3,000
 2005 $4,000
 2006 $5,000

For later years, the age 50-plus additional catch-up amount will be 
adjusted upward in $500 increments for cost-of-living as determined by the 
secretary of the Treasury.

According to 457 regulations, an individual will be able to use the 
greater of the regular catch-up deferral amount or the age 50-plus catch-up 
amount if both are available.

Some state and local plans have a minimum deferral requirement (e.g., 
$21.00–$24.00 per month). According to the 2003 NAGDCA survey of 457 
plans, the average annual participant deferral for 2003 ranged from $3,573 
for state employee participants to $4,686 for local employee participants, 
among the 58 plans that reported a fi gure. Most 457 plans do not have 
matching employer contributions. Sec. 457 plans typically allow participant-
directed investments. Loans to employees are permitted under the same IRC 
72(p) loan rules as apply to qualifi ed plans. 
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A 457 plan may accept rollover contributions from eligible retirement 
plans, including other 457 plans, 401(a) defi ned benefi t and defi ned contribu-
tion plans, 403(b) TSAs, and IRAs. Rollover contributions from plans other 
than other 457 plans must be separately accounted for and must remain 
subject to any applicable early withdrawal penalty tax under IRC Sec. 72(t). 
Sec. 457 plans may not accept rollovers of the after-tax portion of any other-
wise eligible rollover distribution

The amount set aside in a 457 plan through payroll deduction and 
any increase from investment earnings is excluded from income subject to 
current federal income taxation until paid or otherwise made available to 
the participant.

Participation—According to the 2003 NAGDCA survey, over 4.2 million 
state and local government employees were eligible to participate in the 60 
plans that provided an eligibility fi gure. The average participation rate in 
combined state and local plan is 29 percent. Unless participation is limited 
to a specifi c defi ned group by an adopting resolution or personnel policy,9 the 
plan is available to all employees.

Distributions—Deferred amounts and income may be distributed 
on separation from service, retirement, death, attainment of age 70½, or 
an unforeseeable emergency.10 An employee separating from service may 
transfer his or her account balance (tax free) to another 457 plan. As long as 
the transfer is made directly between the plans—and not to the employee— 
there is no current taxable income to the employee. (This is similar to the 
trustee-to-trustee transfer requirements for qualifi ed plans.) Participants 
receiving eligible rollover distributions must be permitted to make direct 
rollovers of such amounts to eligible retirement plans and IRAs as required 
under IRC Sec. 401(a)(31).

If permitted by state law, a plan may include a provision to establish a 
separate account for a former spouse pursuant to a “conforming equitable 
distribution order” under the state’s domestic relations order laws. EGTRRA 
provided clarifi cation that the alternate payee and not the participant will 
be required to pay any applicable federal income taxes on domestic relations 
order payments he or she receives.

A plan may include a provision allowing participants who are still in 
active service the opportunity to withdraw their account from the plan if it 
totals less than $5,000, if there have been no contributions to the account 

9  Sec. 4(b) of the Employee Retirement Income Security Act of 1974 excludes governmental 
plans, church plans, and certain other types of plans from Title I.
10  The Teachers Insurance Annuity Association-College Retirement Equities Fund (TIAA-
CREF) also provides eligible employees with tax-deferred annuity (supplemental retirement 
annuity) plans for additional (elective) retirement savings as well as individual and group 
life insurance, group long-term disability income plans, and long-term care insurance.
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for two full years, and if the participant has received no other such distribu-
tions from the plan. Sec. 457 plans that provide hardship withdrawals must 
defi ne “unforeseeable emergency” as severe fi nancial hardship to a partici-
pant resulting from the sudden and unexpected illness or accident of the 
participant or his or her dependents, the loss of a participant’s property due 
to casualty or other similar extraordinary and unforeseeable circumstances 
that result from events beyond the control of the participant. If the hard-
ship may be relieved through reimbursement, compensation, or insurance; 
liquidation of assets; or ceasing deferrals, then the 457 plan is prohibited 
from making a distribution. The emergency withdrawal is limited to what is 
reasonably required to satisfy the emergency need.

If distribution begins prior to a participant’s death, the amount must be 
over the single life expectancy of the participant or joint life expectancy of 
the participant and a designated benefi ciary, subject to certain restrictions. 
Distributions must begin no later than April 1 following the calendar year 
in which the employee either attains age 70½ or retires, whichever is later. 
Any amount not distributed to the participant by the time of his or her death 
must be paid in a manner at least as rapidly as the method of distribution 
being used at the date of death. However, if the benefi ciary is the spouse, 
then payments may be made over the spouse’s life expectancy.

Taxation of Distributions—A distribution from a 457 plan is taxed 
as ordinary income; there is no special tax treatment such as 10- or fi ve-
year forward averaging. A 457 plan may accept rollover contributions from 
eligible retirement plans, including other 457 plans, 401(a) defi ned benefi t 
and defi ned contribution plans, 403(b) TSAs, and IRAs. Rollover contribu-
tions from plans other than other 457 plans must be separately accounted 
for and must remain subject to any applicable early withdrawal penalty tax 
under IRC Sec. 72(t). Sec. 457 plans may not accept rollovers of the after-tax 
portion of any otherwise eligible rollover distribution.

The following taxes are not applicable to distributions from 457 plans: 
other early distribution penalty taxes, excess contribution taxes, excess 
distribution tax, or prohibited transaction excise tax. Amounts deferred 
under 457 plans are subject to Social Security (FICA) taxes in the year 
the amounts are deferred. Rollover accounts from other non-457 plans are 
subject to applicable early distribution taxes. 

Administration and Regulation—Participants in state and local 
457 plans are usually given a variety of investment options. The assets may 
be invested by insurance companies; banks and savings and loan institu-
tions; mutual fund companies; or credit unions, brokerage fi rms, in-house 
managers, and other independent money managers. The Small Business 
Job Protection Act of 1996 requires that all amounts deferred under a 457 
deferred compensation plan of state and local governments be held in trust 
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for the exclusive benefi t of employees (effective on date of enactment, but 
allows for establishment of a trust by Jan. 1, 1999, for amounts deferred 
before the date of enactment). Sec. 457 plans for governmental employers are 
not subject to the discrimination tests to which 401(k) plans must comply. 
Minimum vesting or participation standards and disclosure requirements 
are also not applicable to 457 plans for governmental employers, since these 
plans are nonqualifi ed plans exempt from Title I of ERISA.11

Sec. 403(b) Plans
Sec. 403(b) plans are deferred tax arrangements (similar to a 401(k) cash 

or deferred plan) available to employees of certain types of organizations. 
Participants can set aside a portion of their compensation for retirement 
purposes. The employer may also make contributions on behalf of the 
employee. Public school systems, colleges, universities, and certain state and 
local hospitals that are tax exempt under IRC Sec. 501(c)(3) are eligible to 
set up 403(b) plans. 
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San Francisco city marriages, 

404
San Francisco Nondiscrimina-

tion in Contracts-Benefi ts 
Ordinance, 406

state and local governments 
and, 403–406

use of fl exible benefi ts and 
spending accounts, 402

Vermont civil union law, 404–
406

what constitutes a domestic 
partner, 399

E

Early retirement, 54, 67, 104, 106, 
109, 136

public sector, 424, 445–446, 
457–459

vesting and, 47
Earnings-based coverage. 

See Group life insurance 
plans

Educational assistance programs

eligible employees, 383
plan design, 383–384
taxation of benefi ts, 383

Educational reimbursement pro-
grams  (ERPs), 381–382

plan design, 382
taxation of benefi ts, 381

Education assistance benefi ts, 
381–385

educational assistance pro-
grams, 382–384

educational reimbursement 
programs (ERPs), 381–382

problems and programs for part-
time students, 381

scholarship programs, 384
Sec. 529 plans, 384–385

EEOC. See Equal Opportunity Em-
ployment Commission

Elder care, 374, 375, 389
Employee Assistance Programs 

(EAPs), 254, 330, 389–391
confi dentiality and trust, 390
confi dentiality of records, 

390–391
evaluation checklist, 391
integration with medical plans, 

389
origins and functions, 389
planning an EAP, 390–391
types of EAPs, 389–390

Employee benefi ts overview
access to services, 4–5
aging population, 8–9
balancing work and family, 

10–11
benefi ts organized by function 

(fi gure), 7
benefi ts organized by tax treat-

ment (fi gure), 6
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history, brief, 3
need for fl exible plans, 11
need for income security, 4
tax treatment, 5–8
ties to federal budgets, 11
women in work force, 10

Employee Benefi ts Security Admin-
istration (EBSA). See Health 
benefi ts overview

Employee Retirement Income 
Security Act of 1974 (ERISA), 
155, 181, 210

pre-emption clause, 210–211
Employee Stock Ownership Plans 

(ESOPs), 93–99. See also De-
fi ned contribution plans

deductions for contributions, 97
deferral of federal tax for S 

corporation ESOPs, 98
defi nition of, 93
distributions, 96–97
diversifi cation, 96
dividend deduction, 97
ESOPSs may borrow money, 93
investment of assets, 96
Louis O. Kelso and Sen. Russell 

Long (D-LA), 93
plan qualifi cation rules, 95–97
repurchase of shares, 98
special risks, 98
stock sale incentives, 97–98
tax advantages, 97–98
types of, 94–95
voting rights, 96

Employment-based health benefi ts 
in the public sector, 477–480

COBRA continuation of cover-
age, 480

cost management, 479–480
motivations for offering benefi ts, 

477

post-employment coverage, 480
pre-existing condition limita-

tions, 479
premium contributions, 479
retiree coverage, 480
types of insurance program 

operators, 478–479
varietes of coverage, 477–478

Equal Opportunity Employment 
Commission (EEOC), 213, 
214. See Nondiscrimination

compliance manual, 214
ERISA. See Employee Retirement 

Income Security Act of 1974
ESOP. See Employee Stock Owner-

ship Plans

F

Family and Medical Leave Act 
(FMLA), 282–283, 336–337, 
377–378. See also Leave ben-
efi ts

Federal Employees’ Retire-
ment System, 443–445. See 
also Defi ned benefi t pension 
plans in the public sector. 
See also Defi ned contribution 
and supplemental retirement 
savings plans in the public 
sector

Federal Employees Group Life 
Insurance (FEGLI), 469–472

administration, 470
basic life insurance, 470
brief history, 469
coverage, 469
coverage after retirement, 

471–472
declining coverage over time, 
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472
Option A—Standard Optional 

Life Insurance, 470–471
Option B—Additional Optional 

Insurance, 471
Option C—Family Optional 

Insurance, 471
supplemental contributions in 

early retirement, 472
Federal Thrift Savings Plan (TSP), 

443, 444, 450, 490–495
account balance withdrawals, 

493–494
administration, 490
contributions, 490–491
CSRS and FERS, 490
death benefi ts, 494–495
eligibility for plan loans, 492–

493
eligibility to make and receive 

contributions, 491
investment options, 492
leaving money in a TSP account, 

494
open seasons, 490
transfer of TSP accounts, 494
vesting, 491–492

Federal Unemployment Tax Act of 
1939 (FUTA), 329

FEGLI. See Federal Employees 
Group Life Insurance

FERS. See Federal Employees’ 
Retirement System

Final-average plans
compared to cash balance plans, 

102–104
conversion to cash balance 

plans, 103
Final-pay formulas. See Defi ned 

benefi t plans

Flat-benefi t formulas. See Defi ned 
benefi t plans

Flat-dollar coverage. See State and 
local government life insur-
ance programs

Flexible spending accounts, 237, 
280, 311–313

G

Group life insurance plans, 351–
357. See also Public-sector 
life insurance and related 
protection

accidental death and dismem-
berment (AD&D) insurance, 
353

annual renewable term insur-
ance, 352

benefi ciary provisions, 353
benefi ts for retired persons and 

older active workers, 353–354
conversion privileges, 354
dependent life insurance, 353
determining amount of insur-

ance, 352–353
disability benefi ts, 354
eligibility, 352
employee cost, 353
group life and survivor income 

plans, 351
group universal life programs 

(GULPs), 355–356
living benefi ts, 356
optional forms of payment, 

354–355
plan provisions, 352–355
taxation, 355
the insurance contract, 352
vs. individual life insurance, 351
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H.R. 10 plans (or Keogh plans). 
See Retirement plans for self-
employed (Keogh plans)

Health benefi ts overview, 197–215
Blue Cross and Blue Shield 

plans, 202–203
coinsurance, 206–207
commercial insurance plans, 202
comparing health insurance 

programs, 207–208
deductibles, 206
dependent coverage, 202
EEOC compliance manual, 

214–215
Employee Benefi ts Secu-

rity Administration (EBSA), 
209–210

employee participation, 201–202
ERISA and health and welfare 

plans, 210–212
federal laws, 210–212
fee-for-service reimbursement, 

204–205
history of, 197
IRC sections regarding employ-

ment-based health benefi ts, 
199–200

laws affecting employment 
health benefi ts, 213–214

managed care, 204
multiple employer welfare ar-

rangements, 203–204
out-of-pocket expenses, 205–207
plans for services not covered, 

209
pre-emption clause, key provi-

sion, 210–211
pre-existing conditions, 207

RBRVS reimbursement method-
ology, 205

reimbursing health providers, 
204–205

self-insured or self-funded 
plans, 203, 211–212

services covered, 208–209
taxation of, 198–201
tax deductibility for self-em-

ployed, 198
types and motivations for self-

insured plans, 203
types of health insurance ad-

ministrators, 202–204
value of health insurance tax 

exclusion, by family income 
(fi gure), 200

Health Insurance Portability and 
Accessibility Act (HIPAA), 
199, 213

certifi cation of coverage period, 
283

electing COBRA coverage, 287
exhaustion of COBRA coverage, 

286
IRC provisions, 199
medical savings accounts, 315
pre-existing condition limita-

tions, 479
pre-existing conditions, 207
privacy and disease manage-

ment programs, 247
public-sector group health 

plans, 478
wellness plan incentives, 244

Health Maintenance Organizations 
(HMOs), 38, 204, 212, 267, 
297–298, 478

dental care, 229
disease management, 245
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growth of, 296
mental health, 253
vision care, 235

Health promotion and disease 
management programs, 
241–248

chronic care, 244–245
Disease Management Asso-

ciation of America (DMAA) 
guidelines, 245

disease management programs, 
244–247

disease management strategies, 
244–245

health promotion or wellness 
programs, 242–244

impact and effectiveness, 243
incentives, 243–244
lifestyle behaviors targeted, 242
managing demand, 241
objectives, disease management, 

245
objectives, health promotion, 

242–243
prevalence of disease manage-

ment programs, 246–247
prevalence of health promotion 

programs, 243
prevention, levels, 241–242
Wellness Councils of America, 

243
Health savings accounts, 198, 206, 

309–311
Highly compensated employees 

(HCEs), 129, 198, 199, 289, 
291, 383, 498. See also Nondis-
crimination

HIPAA. See Health Insurance Por-
tability and Accessibility Act

I

Individual Retirement Accounts 
(IRAs), 55–56, 113–115, 116–
117, 153, 155–161, 166–168

contribution limits, 157–158
distributions, 159–161
eligibility, 156–157
Employee Retirement Income 

Security Act of 1974 (ERISA), 
155

history of, 155
rollover from an employer’s plan 

into an IRA, 160–161
rollovers, 159–161
rollover to another IRA, 159–160
Roth IRAs, 158–159
taxation, 161
vs. SEP and SIMPLE IRA plans, 

158
Integrating pension plans with 

Social Security, 139–144. See 
also Social Security

career cap, excess and offset 
defi ned benefi t plans, 144

excess defi ned benefi t plans, 143
integration level threshold, 140
justifi cation for, 139
normal retirement age, 144
offset defi ned benefi t plans, 144
Tax Reform Act of 1986 (TRA 

’86), 139, 140–141
three approaches to integration, 

140–141
under defi ned benefi t plans, 139, 

142–144
under defi ned contribution 

plans, 139, 141–142
Integration (of pensions and social 

security benefi ts). See Social 
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Security
Internal Revenue Code (IRC)

provisions affecting  employ-
ment-based health benefi ts, 
199–200

IRAs. See Individual Retirement 
Accounts (IRAs)

K

Keogh plans (or H.R. 10 plans). 
See Retirement plans for self-
employed

L

Leave benefi ts, 333–337. See 
also Leave programs in the 
public sector

accrual vs. carry over, 334
Fair Labor Standards Act 

(FLSA), 333–334
Family and Medical Leave Act 

(FMLA) of 1993, 336–337. 
See also Family and Medical 
Leave Act

holidays, 333–334
military leave, 335
paid time off banks, 335–346
personal leave, 335
sick days, 335
vacation leave, 334

Leave programs in the public sec-
tor, 483–486. See also Leave 
benefi ts

annual leave, 484
family and medical leave, 

485–486
leave sharing/leave banks, and 

compensatory time, 484–485
military leave, 485–486
paid leave, 485
sick leave, 483
unused leave, 483–484

Legal services plans, 393–397
access plans, 393
automatic or voluntary enroll-

ment, 394
closed panel plans, 394
consultation services, 395
delivery of benefi ts, 394–395
domestic relations services, 395
exclusions and limitations on 

services, 396
general nonadversarial services, 

395
modifi ed panel plans, 394
open panel plans, 394
participating attorney plans, 

394
plan design and cost, 393–394
services covered, 395–396
taxation of contributions, 

396–397
trial and criminal services, 395
types of plans, 393–394

Life insurance. See Group life 
insurance plans. See also Pub-
lic-sector life insurance and 
related protection

M

Managing health care costs, 295–
318. See also Tiered provider 
networks

account-based health plans, 
309–311

catch-up contributions, 311
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connector/exchange model—
vouchers, 316–318

consumer-driven health ben-
efi ts, 300–304, 318

contributions to a health sav-
ings account, 310–311

contributions to an FSA, 312
contributions to an HRA, 314
contributions to an MSA, 316
controlling costs, 295–296
distributions from a health sav-

ings account, 311
distributions from an FSA, 

312–313
distributions from an HRA, 315
distributions from an MSA, 316
exclusive provider organiza-

tions, 299
group models, 298
health fl exible spending ac-

counts (FSAs), 311–313. See 
also Flexible spending ac-
counts

health maintenance organiza-
tion types, 297–298

health plan types, 297–300
health reimbursement arrange-

ments (HRAs), 313–315
health savings accounts (HSAs), 

309–310. See also Health sav-
ings accounts

high-deductible health plan 
needed for MSAs, 315

high-deductible health plans, 
310

HRAs and high-deductible 
health plans, 314

independent practice associa-
tions, 298

medical savings accounts 
(MSAs), 315–316

mixed models, 298
move to managed care plans, 

296
network models, 298
out-of-pocket choice model, 

303–304
point-of-service plans, 299–300
preferred provider organiza-

tions, 299
rise and fall of HMO enroll-

ment, 296
rollovers from HRAs, 314–315
staff models, 297–298
tiered provider networks, 304–

309. See also Tiered provider 
networks

traditional large-employer 
health plan choice model, 
301–303

Medicare, 5, 14, 31–38, 139, 205, 
252, 263, 265–267, 273, 280, 
282, 309, 310–312, 327, 360, 
480

benefi ts, 36–37
by the numbers, 31
eligibility, 33
fi nancing, 33–34
history, 32
Medicare Advantage, 37–38, 267
Medigap policies, 37
Parts A, B and D, 31–32
reimbursement, 34–35

Medications. See Prescription drug 
plans

Mental health and substance abuse 
benefi ts, 251–257

Americans with Disabilities Act 
of 1990 (ADA), 256–257

Carve-out Managed Behavioral 
Health Care (MBHOs), 253
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confi dentiality, 256
coverage of benefi ts, 252–254
drug-free work-place policies, 

257
government role in coverage, 

251
managed care processes, 253
mental health and substance 

abuse in the work place, 
256–257

Mental Health Parity Act, 
254–255

mental health service compo-
nents, 254

national spending on treatment, 
251

outlook, 257
parity limitations, 255
responsiveness to treatment, 

251–252
use of employee assistance pro-

grams (EAPs), 254
MHBOs, 253. See Mental health 

and substance abuse benefi ts
Military leave. See Leave programs 

in the public sector
Military retirement system, 

451–455
computation of benefi ts, 453–455
cost-of-living increases, 455
coverage, 452
eligibility for nondisability re-

tirement, reserve retirement, 
disability retirement, and 
death benefi ts, 452–453

fi nancing of, 452
governance, 455
history of, 451–452
relationship with Veterans Ad-

ministration benefi ts, 455

Money purchase pension plan. 
See Defi ned contribution 
plans

Money purchase plans, 64, 76, 
495–496, 497

Multiemployer plans, 121–126
advantages of, 126
benefi t details, 125–126
characteristics, 122–123
compared to single-employer 

plans, 123
contributions and benefi ts, 

124–125
defi nitions, 121
determining employer contribu-

tions, 124–125
future of multiemployer plans, 

126
history, 121–122
legislative basis, Taft-Hartley 

Act, 121
most common environment, 

122–123
moving between employers, 125
set up and governance, 123–124
two types of, 121

N

Nondiscrimination. See also Highly 
compensated employees 
(HCEs). See also Nondiscrim-
ination and health benefi ts. 
See also Nondiscrimination 
and minimum coverage re-
quirements for pension plans

EEOC Compliance Manual, 214
for self-employed, 168
nondiscrimination requirements 

for pension plans, 132–137
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nondiscriminatory classifi cation 
test, 130

Pregnancy Discrimination Act of 
1978 (PDA), 215

Nondiscrimination and health ben-
efi ts, 289–293. See also Non-
discrimination and minimum 
coverage requirements for 
pension plans

benefi ts received and taxable 
income, 292–293

benefi ts test, 291
eligibility test, 290–291
excess reimbursement test, 292
excludable employees, 291–292
highly compensated employees 

may have different rules, 289
programs subject to IRC Sec. 

105(h), 290–291
taxation issues for employers, 

293
taxation issues for highly com-

pensated employees, 293
Nondiscrimination and minimum 

coverage requirements for 
pension plans, 129–137. See 
also Nondiscrimination and 
health benefi ts

average benefi t test, 129–130
compliance, 131–132
early retirement, 136
excludable employees, 131
facts and circumstances test, 

130
for self-employed, 168
in 401(k) cash or deferred plans, 

83–84
minimum coverage and tests, 

129–132
nondiscrimination require-

ments, 132–137
nondiscriminatory classifi cation 

test, 130
other testing factors, 130–131
ratio percentage test, 129
safe harbor/unsafe harbor tests, 

130, 131
Nondiscrimination requirements 

under Internal Revenue 
Code, 132–137

amount of benefi ts, 134–136
amount of contributions, 

132–134
amount of either contributions 

or benefi ts, 132
general test, 133–134
other benefi ts, rights, and fea-

tures, 136–137
overview, 132
two safe harbor tests, 132–133

Nondiscriminatory Classifi cation 
Test. See Nondiscrimination 
and minimum coverage re-
quirements for pension plans

O

Other benefi ts overview, 327–332
child care, 331
dependent care, 331
disability benefi ts, 327–328
domestic partner benefi ts, 

399–406
education assistance, 331–332
elder care, 331
Employee Assistance Programs 

(EAPs), 330
Federal Unemployment Tax Act 

of 1939 (FUTA), 329
fl exible work arrangements, 331
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group legal services, 330–331
group life benefi ts, 328–329
group term life insurance, 328
group universal life programs 

(GULPs), 328–329
lifestyle benefi ts, 330–331
paid leave, 330
paid time off (PTO) banks, 330
Sec. 529 plans, 332. See also Sec. 

529 plans
Social Security disability, 328
unemployment insurance, 

329–330
voluntary disability programs, 

327–328
Workers’ compensation, 328

P

Pension Benefi t Guaranty Corpora-
tion (PBGC) and the Pension 
Protection Act (PPA), 171–
177. See also Pension Protec-
tion Act

“at-risk” plans, new category for, 
174

computing pension expense, 
173–174

fi nal form of the PPA, 173
incentives for funding thresh-

olds, 175–176
need of reforms, 171–172
new minimum funding stan-

dards, 173
new rules for underfunded 

plans, 176–177
role of, 174
The Pension Protection Act, 

171–177
treatment of credit balances, 175

Pension plans. See also Retirement 
plans

and Social Security, after Tax 
Reform Act of 1986, 140–141

integrating with Social Security, 
139–144

Pension Protection Act (PPA), 109, 
155. See also Pension Ben-
efi t Guaranty Corporation 
(PBGC) and the Pension 
Protection Act (PPA)

automatic enrollment in 401(k) 
plans, 191–193

eligible automatic contribution 
arrangement, 191–192

enhancements to public-sector 
legislation, 433–434

qualifi ed automatic contribution 
arrangement, 192

qualifi ed default investment 
alternatives, 192–193

Planning for retirement, 179–185. 
See also Retirement plans

confi dence about, 179
cost-of-living adjustments, 182
employee considerations, 

180–185
employment, 183–185
fi nancial planning, 180
homeownership, 182–183
income sources, 180–182
independent living consider-

ations, 184
interpersonal relationships, 185
life insurance, 183
personal savings, 182
physical and social consider-

ations, 184–185
private pension programs, 

181–182
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public welfare programs, 184
retirement planning tools, 189
reverse mortgages, 183
Social Security, 180–181
Supplemental Security Income 

(SSI), 184
use of leisure time, 185

Preferred provider organizations, 
253, 267, 297, 299, 305

Pregnancy Discrimination Act of 
1978 (PDA), 215

Prescription drug plans, 219–224
cost containment and quality-

enhancing techniques, 221, 
223–224

cost controls, 221–224
dispensing limits, 221
drug plan characteristics, 219
drug plan incentives, by plan 

type (fi gure), 220
formulary types, 224
generic substitutions, 223–224
mail-order drug plans, 223
pharmacy benefi t managers, 

221–223
pharmacy benefi t managers and 

physicians, 222–223
plan services, 219–221
rising costs, 219

Profi t-sharing plans, 73–77, 497. 
See also Defi ned contribution 
plans

anticipation issues, 77
avoiding discrimination in favor 

of highly compensated em-
ployees, 74

contributions, 74–75
contributions subject to employ-

er discretion, 75
defi nition, 73

distributions, 76–77
employee contributions, 75
in-service withdrawals, 76
investments, 76
loans, 76–77
maximum annual contributions, 

74–75
plan types, 73
qualifi cation, 74
retirement, disability, and death 

benefi ts, 76
state and local government, 497
taxation, 75

Prudent man rule, 59
Public-sector benefi t plans, 411–415

characteristics of work force, 414
compared to private-sector 

plans, 411–415
composition of benefi t systems, 

413–414
costs, state and local vs. private 

sector. See Benefi t cost com-
parisons, state and local vs. 
private sector

differing benefi ts for executives, 
414

key distinctions between public- 
and private-sector plans, 415

regulation of, 427–438
role of ERISA, 411, 413
role of laws and legislative pro-

cess, 411–415
shared features and mutual in-

fl uence: public- and private-
sector plans, 415

Public-sector environment, 
411–415. See also Regulation 
of public-sector retirement 
plans

coverage by benefi t plans, 411
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federal law and regulation, 
411–412

political process, 411–412
total employment by public sec-

tor, 411
Public-sector life insurance and 

related protection, 469–474
Federal Employees’ Group Life 

Insurance (FEGLI), 469–472
state and local programs, 

472–474
Public-sector retirement plans. 

See Regulation of public-sec-
tor retirement plans

costs, state and local vs. private 
sector. See Benefi t cost com-
parisons, state and local vs. 
private sector

R

Ratio Percentage Test. See Nondis-
crimination and minimum 
coverage requirements for 
pension plans

Regulation of public-sector retire-
ment plans, 427–438

catch-up contributions, 432
contribution and benefi t limits, 

432–433
coverage of federal legislation to 

state and local pension plans, 
431

earlier normal retirement in 
public-sector plans, 430

federal regulation of state and 
local plans, 428–429

funding of public-sector plans, 
437

governance of public-sector 

plans, 436–437
Pension Protection Act of 2006 

(PPA) changes, 433–434
portability of benefi ts, 431
public vs. private plans today, 

438
state and local regulation, 

435–436
tax laws and public-sector plans, 

429–435
The Pension Task Force Report 

on Public Employee Retire-
ment Systems, 428

Retiree health benefi ts, 263–274
before and after age 65, 265
changing picture for ill and 

disabled, 265
deductibles and copayments, 266
FAS 106 implications, 274
Financial Accounting Statement 

No. 106 (FAS 106), 267–268
integration with Medicare, 266
Medicare, 265–267
Medicare Advantage, 267
Medicare parts A, B and D, 266
participation and cost, 264–265
percentage of uninsured Ameri-

cans (fi gure), 264
retiree health benefi ts design, 

269–270
Retiree Medical Accounts 

(RMAs), 271–273
tax planning, 268–269
using assets from overfunded 

pension plans, 269
voluntary employees’ benefi cia-

ry associations (VEBAs), 268
Retiree Medical Accounts (RMAs), 

253–255, 271–273
Retirement plans. See also Retire-
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ment plans for self-employed 
(Keogh plans). See also Pen-
sion plans. See also Regula-
tion of public-sector retire-
ment plans

assignment of benefi ts, 49
benefi t alienation. See above as-

signment of benefi ts. See as-
signment of benefi ts

catch-up contributions, 50
costs of plan, 66
coverage and participation, 46
death of benefi ciary, 67
defi ned benefi t plans, 63–64
defi ned contribution plans, 

64–65
distribution types and tax treat-

ment, 53–56
early retirement, 54
eligibility, 46
employee perception, 68
employer responses to infl ation, 

67
enforcement of standards, 59
fi duciary requirements, 58–59
for the self-employed, 165–169
funding rules and methods, 

48–49
history of in U.S., 43–44
limits and other regulations, 

49–52
payment, form of, 47
plan administration, 69
plan objectives, 65–66
plan standards and rules, 45–52
prudent man rule, 59
qualifi cation of plans, 45–46
retirement planning tools, 189
risk assessment, 66
tax considerations, 69–70

tax treatment of distributions, 
53–56

top-heavy plans, 52–53
vesting, 46–47
vesting and early retirement, 47

Retirement plans for self-employed 
(Keogh plans), 165–169

after-tax contributions, 167
contributions and benefi ts, 167
distributions, 167–168
eligibility, 166–167
legislative history, 165–166
loans, 168
nondiscrimination, 168
retirement planning tools, 475
rollovers, 168
taxation, 168

Reverse mortgage, 183
Roth 401(k)s, 79, 86–87
Roth IRAs, 155, 158–159

S

Safe harbors
ACP test, 89–90
ADP test, 87
in 401(k) cash or deferred plans, 

87–90
Savings, or thrift, plan. See Defi ned 

contribution plans
Sec. 401(k) cash or deferred plans, 

79–90. See also Defi ned contri-
bution plans

alternative arrangements, 81
automatic enrollment, 191–193
catch-up contributions, 82, 87
distributions, 84–86
early deferred compensation 

plans, 79
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early distributions, 84–86
eligibility, 80
four types of contributions, 

81–83
non-discrimination and tests, 

83–84
Roth 401(k) distributions, 87
Roth 401(k)s, 86–87
safe harbor, ACP test, 89–90
safe harbor, ADP test, 87
safe harbor, ADP test, notice 

requirement, 88–89
safe harbors, 87–90
self-employed, 401(k) plans for, 

169
taxation, 86
types of salary-reduction retire-

ment plans, by employment 
sector, 81

Sec. 403(b) arrangements, 147–153
catch-up contributions, 148
catch-up rule, 149
contract exchanges, 152
contributions limits, 148–149
distribution restrictions, 150–

152
employee contribution limits, 

149
employer contributions and 

matching, 150
exchanges and transfers, 

152–153
four types of employers may set 

up, 148
hardship rules, 151
loans, 151
minimum distribution rules, 

151–152
new revisions, 147–148
plan-to-plan transfers, 152–153

plan requirements, 149–150
rollovers, 153
taxation of distributions, 153
universal availability rule and 

exclusions, 149–150
Sec. 457 plans, 498
Sec. 529 plans, 332, 384–385

prepaid plans, 385
savings plans, 385–386
tax status, 384–385

Self-employment. See also Retire-
ment plans for self-employed 
(Keogh plans)

tax deductibility of health plan 
premiums, 198

SEPs—simplifi ed employee pen-
sions, 115–118. See also SIM-
PLE plans

designed for small businesses, 
115–116

differences from other plans, 116
distributions, 117
eligibility, 116
employee contributions, 117
employer contributions, 116–117
integration with Social Security, 

117–118
SEP-IRAs, 116

Sick leave, 224, 333, 335, 346–347, 
360

SIMPLE plans and simplifi ed pen-
sions. See also SEPs

annual fi ling of Form 5500, 115
a plan for small businesses, 113
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