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A Purpose Based Retirement System 
Elizabeth Bauer, FSA and Martin Bauer, FSA, EA, MAAA* 

 

Executive Summary 
This paper presents a new concept for all components of retirement income.  It envisions three 

tiers, each of which serves a distinct purpose which in turn drives its design, financing and 

payor.  The first tier, Social Security, is a modest flat amount guaranteed benefit, intended as 

minimal livable income level.  The second tier is an employment related guaranteed benefit with 

a mandated minimum benefit level, the goal of which is to target a certain pay replacement 

level for those accustomed to a more middle class life.  The third and final pillar provides for 

additional cash for further discretionary spending.  We outline the basic design elements of this 

system and contemplate transition issues that would have to be dealt with in its implementation.  

We also provide some information about similar systems in foreign countries, some of which 

served as inspiration for the proposed system. 
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Introduction 
Much ink – or many a pixel – has been spilled on retirement income adequacy, concern about savings 

rates, the decline in Defined Benefit pension plans, and similar topics over the years.  One thing has 

remained a constant in discussion of American retirement provision, especially in the popular media: the 

―Three-Legged Stool‖ – but the content of that discussion has changed.  Historically, the three legs 

represented Social Security, an employer’s pension check, and personal savings – and the ―stool model‖ 

was used to illustrate the necessity of all three legs, and to urge complacent workers to save, rather than 

relying on the Social Security and pension check.  More often now, the image is a wobbly or broken stool, 

with Social Security in danger, employer pensions curtailed, and average savings insufficient, or a stool with 

additional legs, most prominently the ―leg‖ of part-time employment in the early retirement years. 

What remains the same is the division of legs by sources of income, rather than types of income.  In 

contrast, this proposed retirement system’s three-tier model attempts to go back to first principles and asks 

first what kinds of retirement income retirees need, rather than who the payors should be, and develop a 

system based on these needs. 
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The Three-Tier System 
The three tiers (and we use the term ―tiers‖ to distinguish them from the traditional ―pillars‖) of retirement 

income are the following: 

■ First, a basic level of guaranteed benefit, sufficient to enable an elderly person to provide for their needs 

at an adequate, but minimal level. 

■ Second, an additional guaranteed benefit sufficient to allow a retiree to provide for the more day-to-day 

spending of a ―middle-class‖ standard of living, for retirees accustomed to such while employed. 

■ Third, additional cash to allow for discretionary spending, especially in the early retirement years, or for 

occasional large expenses. 

Note that medical and long-term care costs could be deemed a fourth category of retirement spending, but 

for the purposes of this paper we will assume that these expenses are covered by Social Insurance, or that 

adequate markets exist for the purchase of suitable insurance policies. 

These tiers do line up nicely with the traditional Three Pillars in that the first tier is most naturally provided 

by the government, the second employer-provided or at least employment-related, and the third by 

individual savings.  But this is only a by-product, not the starting point of the design. 

First Tier 

The first tier represents a basic subsistence income – the amount necessary to provide the basic 

necessities of life: nutritious food, adequately-heated housing, and warm clothing.  The benefit amount 

should be set at a level sufficient to replace the patchwork of welfare benefits, food stamps, subsidized 

housing, home heating assistance, etc. currently provided to low-income seniors. 

Although the benefit is defined as a ―bare minimum,‖ it is intended to be provided to all retirees without 

means tests, both because it forms a base for and is integrated with the remaining components, and to 

avoid issues of unfairness around benefit phase-out. 

Because it is a subsistence income, the amounts should generally not be prorated by working years – after 

all, even if the benefit were withheld for longtime welfare recipients with little or even no work history, their 

basic needs would still need to be provided for.  Supplemental Security Income (SSI) is similar in concept, 

but too low a benefit, requiring supplementation by other assistance.     

Because this amount is based on minimum needs, the amounts should increase annually based on a 

reassessment of those needs, through, for instance, a specially-developed CPI, which may rise in lockstep 

with the ordinary CPI or differ substantially, taking into account the different purchasing patterns of low-

income individuals, whose basket of goods would, for example, lack a computer or other electronics.   

Because this is intended to provide support to those who are presumed to be unable to work by virtue of old 

age, no early retirement benefits should be permitted, and the retirement age should be set explicitly with 

reference to the age at which it is no longer reasonable to expect an individual of average health to remain 

employed.  (Individuals in ill-health will apply for disability benefits with, naturally enough, separate eligibility 

requirements and, potentially a separate benefit design.)  The retirement age should be adjusted on a 

regular basis via a defined methodology, rather than on an ad-hoc basis through a political process. 

Because this is a guaranteed income, its provision falls to the government, most naturally in a pay-as-you-

go fashion.  Some kind of ―trust fund‖ may be reasonable to smooth demographic variations, or a simple 

across-the-board tax determined as the amount required to pay benefits annually would be quite sufficient 
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as well.  Because the benefit is not income-related, there is no reason for any Social Insurance tax to have 

a ceiling, nor, in principle, for the benefit to be funded out of wages only, rather than all income. 

Ideally, the benefit would be entirely indifferent to marital status or living situation, unlike the current benefit 

provision under SSI, for instance, where the benefit for a married couple is 75% of the benefit for two single 

individuals.  Naturally, there is a logic here, as two individuals sharing a household have lower living 

expenses than two separate individuals – but the logic holds true for an unmarried couple, or two 

roommates, or a retiree living with family, and there’s no good reason to privilege or disadvantage any one 

of these living arrangements.   

The question of whether to adjust the benefit for higher living costs doesn’t have an easy answer.  On the 

one hand, it is undesirable for benefits to fall short of the basic income standard in various locations 

because of the extreme cost of living.  Conversely, high-cost areas are generally highly desirable areas, 

and, in our highly-mobile society, most Americans in these high-cost areas have made a conscious decision 

to live there, attracted by culture, or climate, or other amenities. 

Determining Benefit Levels 

The table below sets out some possible scenarios for this benefit.  One key difficulty is that there is no 

satisfactory measure of a basic income, let alone one that considers the circumstances of the elderly 

specifically. 

The official U.S. poverty level may be suitable as a relative measure, but its construction is fairly arbitrary: 

based on the assumption that food costs are 1/3 of household expenses for a low income family, the USDA 

budget for the ―thrifty food plan‖ is multiplied by three and increased for inflation.  Alternatively, the minimum 

wage could be presumed to be set at a level which would allow an individual worker to adequately support 

him/herself, but in reality this figure is politically determined.  Various anti-poverty groups have constructed 

their own measures of basic income, but none of these is an official measure.  One of these, developed by 

the Poverty in America Project, generally falls in-between the Poverty Level and the minimum wage 

income.1 

                                                      
1
 One such measure is the Living Wage calculator developed by the Poverty in America Project.  This measure assumes the following, 

for a single adult: 

One-room/studio apartment at the HUD Fair Market Rent (set at the 40
th
 percentile for a locality), 

 The USDA ―low cost‖ food plan (considering the ―thrifty‖ plan to be insufficiently nutritious for the long term), 

 Other expenditures for household and clothing needs based on consumer expenditure studies, 

 Transportation necessary for work commuting and other errands (assumed to be by car; other Living Wage measures assume 

public transportation in areas well-served, 

 Employer-paid health insurance (that is, using a measure of out-of-pocket medical expenditures that assumes employer-paid 

healthcare), 

 No meals out, entertainment, vacation, savings, etc. 

 Taxes (e.g., payroll taxes, state income tax; -- federal income tax would usually be minimal at this income level), 

 No subsidies (e.g., Earned Income credit, food stamps, etc.). 

An online calculator shows hypothetical living wages for each state individually; amounts vary considerably.  Adjusted to remove taxes 

(assuming a Basic Income benefit would be untaxed) and half the transportation cost (assuming no work commute), some sample 

annual amounts are: 

Mississippi, $12,696 

New Mexico, $13,536 

Illinois, $14,148 

New York, $18,222 

California, $18,366. 

The calculator can be found at http://www.livingwage.geog.psu.edu/, and the methodology is described at 

http://www.povertyinamerica.psu.edu/products/publications/beaufort_living_wage/beaufort_living_wage.pdf.  (Retrieved 12/30/2009.) 

http://www.livingwage.geog.psu.edu/
http://www.povertyinamerica.psu.edu/products/publications/beaufort_living_wage/beaufort_living_wage.pdf
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Some scenarios for the benefit and an estimate of the payroll tax required follow (prior to any employer-

employee split):2 

  Demographics 

Benefit equivalent to: Amount Current Projected to 2020 Projected to 2030 

Based on age 65 

retirement 
    

■ Base SSI benefit $8,088 5.5% 7.3% 9.4% 

■ Current ―poverty level‖ 

definition $10,326 7.0% 9.3% 12.0% 

■ Current average 

Social Security benefit $13,963 9.5% 12.6% 16.2% 

■ 40 hours work at 

minimum wage $15,080 10.3% 13.7% 17.5% 

 

Based on age 70 

retirement     

■ Base SSI benefit $8,088 4.0% 4.9% 6.6% 

■ Current ―poverty level‖ 

definition $10,326 5.0% 6.2% 8.4% 

■ Current average 

Social Security benefit $13,963 6.8% 8.4% 11.4% 

■ 40 hours work at 

minimum wage $15,080 7.4% 9.1% 12.3% 

     

 

What’s wrong with the current U.S. Social Security system? 

The American version of the first pillar government-provided benefit is an earnings-related benefit with a 

progressive formula.  It’s a truism of politics that the formula has to be earnings-related so that Americans 

will think of the benefit as their earned pension rather than as a welfare program.  But today’s reality is that 

the monthly check that’s so sacred to the elderly, and a key element of retirement planning for the near-

retired, is considered by cynical younger workers to be nothing more than a joke.  Surveys – or perhaps 

very believable urban legends – claim that more twenty- or thirty-somethings believe in UFOs than believe 

that Social Security will still be around when they retire.    

United States Social Security Formula3 

– 90% x first $744 of indexed earnings, plus 

– 35% x remaining indexed earnings up to $4,483, plus 

– 15% of remaining indexed earnings up to the ceiling. 

                                                      
2
 Sources:  SSI and average Social Security benefits from http://www.ssa.gov/policy/docs/quickfacts/stat_snapshot/.  Poverty level 

retrieved from http://www.census.gov/hhes/www/poverty/threshld/thresh08.html.   National wages retrieved from 

http://www.bls.gov/oes/oes_dl.htm.   Current population from http://www.census.gov/popest/national/asrh/NC-EST2008-sa.html.  

Population projections from http://www.census.gov/population/www/projections/2009cnmsSumTabs.html.  All data retrieved in 

December 2009.  Note that the contribution requirement for the current average Social Security benefit cannot be compared to the 

existing FICA contributions, which include survivor’s benefits, spousal benefits, early retirement benefits, and disability, and which at 

least nominally still continue to contribute to the Trust Fund. 
3
 As of 2008.  Source:  http://www.ssa.gov/pubs/10070.html 

http://www.census.gov/hhes/www/poverty/threshld/thresh08.html
http://www.bls.gov/oes/oes_dl.htm
http://www.census.gov/popest/national/asrh/NC-EST2008-sa.html
http://www.census.gov/population/www/projections/2009cnmsSumTabs.html
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On top of this, there are multiple problems with a progressive earnings-related benefit.  Those middle- and 

upper-middle class workers who understand the system know that they are not getting their money’s worth 

due to the progressive formula, especially the 15% multiplier for average earnings above the upper 

bendpoint.  Those who don’t understand the system but think of it as analogous to a workplace pension are 

at risk of over-estimating their benefits; many others are just as likely to consider it a Ponzi scheme in which 

only the original entrants get out what they paid in.4 

 

Second Tier 

The second tier is the real meat of the proposed retirement system.  It is envisioned to be an employment 

related system that provides pay-related, mandatory, portable and guaranteed benefits.  This means: 

■ Pay-related 

The benefit is designed to produce a suitable pay replacement up to a maximum that represents a 

reasonable middle-class standard of living.  In other words, the benefit would provide sufficient income to 

provide for the ordinary day-to-day expenses of the retiree at a level higher then the ―bare minimum.‖  

However, the benefit need not, and probably should not accrue in a final-average-pay fashion. 

■ Mandatory 

Either the employer or employee, or both, should be required to make contributions towards the benefit.   

In principle, any employer contributions result in lost cash salary, so the two alternatives are effectively 

equivalent.  Such a contribution can also be slowly phased in to minimize the pain – even as slowly as 

1% a year for those companies not already offering retirement plans. 

■ Portable 

Benefits accrued under one plan with a certain employer should be fully portable.  Upon a change in 

employers, accrued benefits should generally move to the system offered by the new employer.  Deferred 

vested plan participants would therefore not typically exist.  

■ Guaranteed 

This benefit need not be guaranteed by the government directly, but by employers or insurers, with a 

PBGC-like arrangement for cases of plan failure.  (The guarantee may be less than absolute, but simply 

promise an equitable distribution of available funds in the case of true economic catastrophe.) 

Basic Plan design 

As indicated above, the second tier consists of employment related plans.  The purpose of second tier plans 

is to achieve an income replacement ratio that allows retirees to continue the standard of living they are 

accustomed to, at least up to certain limits.  In order to achieve this objective, such plans have to generally 

be pay related. 

While the plan that historically has most easily achieved a specified target pay replacement is a final 

average pay plan, this type of plan has a great deal of imbalance in the accrual of benefits, with the benefit 

accruals in later years being much higher than in earlier years, due to both the final-pay feature and the 

time value of money (that is, a unit of monthly benefit accrued at age 65 is much more valuable than the 

same deferred monthly benefit accrued at age 25). 

                                                      
4
 One indicator of the distrust of Social Security in popular opinion is that when the Bernie Madoff scandal hit the news, numerous blogs, 

blog comments, and letters-to-the-editor made a similar statement:  ―Madoff’s con is nothing compared to the Social Security Ponzi 

scheme.‖   In fact, a Google search of ―Social Security‖ ―Ponzi scheme‖ on January 2, 2010 returns 228,000 results, though many are 

similar to the first result, a January 6, 2009 article on CNNMoney.com with the page title  ―Why Social Security is Not a Ponzi Scheme.‖  

(http://money.cnn.com/2009/01/06/news/economy/social.security.fortune/) 
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The (much maligned) cash balance plan design, on the other hand, offers a much more level accrual, while 

the accruals can still be designed based on a certain target benefit. 

We therefore propose a mandatory minimum benefit that is expressed as a cash balance formula, based on 

minimum contribution levels and minimum interest returns.  Other plan designs should be permissible for as 

long as they can demonstrate that they provide a benefit level that is at least equivalent to that provided by 

the ―default‖ minimum plan design.  In particular, this would allow employers who still have them and who 

view them as competitive advantages to maintain their final average pay plans, subject to certain 

conditions.  

Contribution Amounts 

In order to make the portability requirement fair, it is necessary to set the minimum (notional) contributions 

as a level percent of income (an increasing contribution schedule, on the other hand, would discourage 

employers from hiring older employees).  The percentage of such a minimum contribution would require 

additional research and discussion and depends to a significant extent on what target replacement ratio it is 

intended to achieve as well as the assumptions under which it is to do so.  Preliminary calculations (see 

below) indicate that combined employer and employee contributions of 10% of pensionable earnings could 

be expected to result in a reasonable income replacement. 

Interest Credits 

While we have earlier stated that one component of the Tier II benefit is its guaranteed character, it is 

unrealistic in today’s environment to expect a full guarantee of targeted retirement benefits by employers – 

of necessity, any new retirement system has to strike an appropriate balance in terms of risk.  In other 

words, the system should neither burden employers with all the inherent risk (as is the case with many final 

average pay plans today), nor should all the risk be placed on the employees’ shoulders (as is the case with 

the typical US style defined contribution plan).  Turning towards a cash balance plan presents an 

opportunity for a reasonable risk sharing approach.  In particular, it should be permissible to have variable 

interest credits.  However, any variable interest credits should be subject to a minimum in order to avoid a 

catastrophic decline in retirement benefits, particularly later in an employee’s career.  Different approaches 

are conceivable, from a bare 0% cumulative minimum interest requirement (i.e., simply preserve the 

principal)  to either higher minimums (for example some countries link minimum interest rates in 

occupational pension plans to interest guarantees for insurance products) or to having the minimum apply 

to periods shorter than an employee’s entire career. 

Pensionable Earnings 

The pensionable earnings for the minimum benefit should be based only on income above the basic (first 

tier) benefit, and below an upper threshold similar to the existing Social Security Wage Base.  This makes it 

clear that the 2
nd

 tier benefit is on top of the 1
st
 tier ―Social Security‖ benefit, and the two don’t both replace 

the first dollar income at the same time.  In addition, unlike the existing ceiling, which is determined on an 

annual basis, so that higher earners are no longer subject to FICA taxes at some point during the year, 

these thresholds should be converted to monthly or hourly amounts so that benefit are accrued on an even 

basis through the year.   

Mandatory Annuitization 

The goal of the system is to guarantee a reasonable pay replacement level and to do so in the most 

efficient manner possible.  This is best achieved by requiring a lifetime annuity as payment form.  In the 

case of married plan participants, this should be a joint-and-survivor annuity (possibly without actuarial 

reduction), otherwise a single life annuity is sufficient.  Under no circumstances should the plan allow for a 

lump sum option, as such an option results in the risk of either running out of money (thus potentially 

negating the core income replacement purpose of the plan) or leaving significant amounts of money behind 

(thus resulting in a benefit that is more costly, i.e., less efficient, than necessary). 
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To ensure acceptance of a life annuity as the only permissible payment option, care should be taken to not 

express accrued benefits as lump sums even if a lump sum (―cash balance‖) amount may well be a 

necessary intermediate step in determining the ultimate benefit amount.  This is meant to discourage a 

mentality that the entire lump sum belongs to the employee and that premature death results in forfeiting 

money. 

In order to avoid undue volatility in the resulting annuity amounts, the conversion factors used should 

generally be universally defined for the entire system, and set to be relatively stable, for instance, using an 

interest rate based on smoothed ten or twenty-year averages.  Of course, employers funding annuities 

through a traditional pension fund might be able to offer more favorable conversion factors, if desired, than 

an insurer, but all insurers participating in the system should be required to agree to the smoothed rates. 

Portability and Indexation 

As indicated before, the system should be fully portable.  Upon a change in employer, employees should 

generally5 be expected to take the benefit with them, regardless of the length of service or the accrued 

benefit amount.  In the case of cash balance plans, this should not present any problems and the accrued 

benefit (expressed as a lump, despite the reservations expressed above) is simply transferred.  If one or 

both systems are of a different type, mandatory indexation of the accrued (annuity) benefit may be 

necessary to ensure that a transfer of employer does not result in an erosion of the overall cumulative 

retirement benefit earned over an employees’ entire career. 

To strike an appropriate balance between (real) income replacement and affordability, it might be 

appropriate to require only partial cost-of-living indexation once retired.  Some indexation is necessary in 

order to maintain the income replacement ambition, particularly in times of high inflation.  However, it is a 

fact that retirees income needs generally decline over time and that it may no longer be necessary to 

provide full cost-of-living indexation for older6 retirees.   

Target Replacement Ratio 

The target benefit is based only on pay above the basic benefit, and below an upper threshold similar to the 

existing Social Security Wage Base.  A reasonable target benefit percentage could be set at 60% or even 

lower (the sample calculations later in this paper use 50%), as a minimum, though further research should 

be conducted to set a final level when implementing such a plan.  This is lower than the 75%, 80% or even 

100% levels that many studies now suggest, for multiple reasons: 

 Despite demographic changes, the average American still does parent children, and, increasingly 

so, bears child-rearing expenses until a later age than in the past, due to parents being older than 

in the past, and due to the expense of college tuition or other support for adult children.  Hence in 

reasonable proximity with retirement, the typical worker will see their household expenses declining 

by becoming an empty-nester.   

 Even though an increasing number of individuals leave the workforce while still carrying a 

mortgage, it is reasonable to assume that most have either paid off their mortgage, or at least have 

the ability to downsize to a smaller home. 

 In addition, this model assumes that the 60% pay replacement is a ―true‖ replacement throughout 

retirement via a benefit with a cost-of-living adjustment.  Many models calling for higher pay 

replacements do so to provide a cushion for erosion of benefits due to inflation. 

                                                      
5
 Possible exceptions might be instances where no new employer is found or where such employer does not have the means to accept 

a transfer.  An example for the latter case might be a situation in which the new employer is located in a foreign country and therefore 

not subject to the requirements outlined here. 
6
 A possible age definition of ―older‖ might be age 85 or age 90, an age at which most peoples’ health starts to decline, which results in 

a corresponding decline in consumption. 
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 Because this is a 60% pay replacement for income above the basic level, low income retirees will 

have a composite replacement significantly higher than the 60%. 

 Finally, this model assumes that medical/long-term care issues are resolved in another fashion, and 

in particular, assumes retirement after eligibility for Medicare/Social Insurance. 

Payors for Second Tier Plans 

While 2
nd

 tier benefits are employment-related, it should not be expected that all contributions are to be paid 

for by the employer.  Instead, the default should be contributions that are equally shared between employer 

and employees.  It could of course be argued that the distinction between employer and employee 

contributions is to some extent only theoretical anyways and that both are part of a ―total compensation‖ 

package.  However, this argument holds true only if the contribution requirements are constant as would 

typically be the case in insured plans. 

Employee contributions would emphasize that it is a shared responsibility to ―save‖ for retirement.  The goal 

is for employees to feel vested in the benefits, and for employers to be motivated to provide an attractive 

benefit design.  Of course, in order for shared employer/employee contributions to function, contributions of 

either type must be treated identically for tax purposes, preferably with taxes deferred until benefit payment. 

In plans where the funding requirements are subject to a certain level of volatility (the extent of which is 

determined both by the plan provisions and the legislated or negotiated funding requirements), a question 

arises about how such volatility is to be shared between employer and employee.  Our clear expectation 

would be that both parties should be subject to changing contribution requirements, although potentially not 

to the same extent.  For example, employee contributions might be expressed as ―5% of pensionable 

earnings, plus/minus 3% of pensionable earnings depending on the plan’s funded status‖ (with details to be 

determined).  Employer contributions would then be expected to pick up the remaining volatility.  

Financing Vehicles 

The actual funding and provision of the benefits can take a number of different forms. 

For small employers, or larger risk-averse employers, purchasing deferred annuities through an insurer can 

be a simple (albeit potentially costly) approach.  One hopes that an expanded market with appropriate 

regulatory oversight will allow for reduced expenses, and group purchasing will reduce commissions.  

Perhaps, too, insurers and employers can work together to design products which allow the employer to 

share some risk in return for more favorable benefits for their employees. 

For larger employers, a traditional pension fund may remain the preferred funding vehicle.  Employers who 

wish to avoid volatility are likely to shift assets into bonds and better match liabilities.  Employers who prefer 

the traditional higher asset return, on average, of a heavier equity investment, can continue this approach. 

For pension funds, the PBGC will remain intact to insure benefits, although it may be appropriate to re-think 

the determination of PBGC premiums to be more risk based, for example by taking into account a plan’s 

asset allocation in addition to its funded level.   

(As an incidental incentive to encourage employers to continue to directly sponsor plans, an alternative 

funding regime can be offered:  in return for an employer’s commitment to contribute the normal cost of the 

plan, without any contribution holidays, regardless of how well-funded the plan is, and with a waiver of 

maximum funding regulations, greater latitude in cases of underfunding can be offered.) 

Early Retirement and Ancillary Benefits 

We believe that in order to ensure affordability and to be true to the primary purpose of the plan, early 

retirement should not be provided for in the mandated minimum benefit; if plan experience is favorable or 
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the employer implements a more generous plan, early retirement may be offered as long as the target 

income is achieved. 

Other traditional ancillary benefits – primarily death and disability benefits – are best offered through 

separate policies. 

Supplemental Benefits 

Regarding all of the above, employers will be free to design a more generous retirement benefit.  Most 

probably, employers will be interested in adding early retirement provisions, possibly with supplements to 

cover the basic Tier I benefit unavailable until normal retirement age, as well as offering benefits on pay 

above the mandatory ceiling.   

 

Third Tier 

The third tier consists of further retirement savings as a lump sum, much like current 401(k) plans (in an 

employer sponsored context) or IRAs and similar vehicles (outside of employment relationships). 

These amounts can be used for the discretionary spending of retirement – the second home, the cruise, the 

rounds of golf, the gifts to grandchildren – and can be bequeathed as any other asset.  For some families, 

this money may be used to aid grown children or other family members if they experience financial 

hardship.  For those investors who want to invest aggressively, the sky is the limit, and since the other two 

tiers consist of guaranteed amounts, there is no risk of outliving investments.  As at present, these savings 

should be encouraged through tax incentives; ideally, to encourage savings, tax-deferred savings should 

not necessarily be locked in to retirement, but should be usable for periods of unemployment and other 

needs. 

In some ways, the boundary between supplemental 2
nd

 tier benefits and 3
rd

 tier benefits are blurred.  For 

purposes of this paper, we have drawn the line by how the benefits are paid.  Second tier benefits are 

always to be paid as annuities, thereby emphasizing their income replacement character and their 

importance to maintain a certain standard of living. 

Third tier benefits, on the other hand, could be characterized as ―luxury‖ benefits.  They should not be 

necessary to provide required income in the way second tier benefits do (although we recognize that some 

2
nd

 tier benefits, particularly insured benefits, may result in lower income replacement ratios and hence 

drawing on third tier benefits may be desirable). 
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One Potential Implementation 
The prior section described the basic design elements for the three tiers.  There is, however, a fair amount 

of flexibility in how to determine the actual parameters for the various components, including those that 

determine the appropriate minimum benefit level. 

In this section, we make an attempt to quantify some of the elements based on one possible scenario.  In 

the end, all of the specifics would of course have to be agreed upon in a political, legislative process, 

drawing to a significant extent on the expertise of employer and employee representatives, the actuarial 

profession and the insurance industry.  We could envision a commission made up of experts from the 

above groups along with politicians.  Such a commission could be instrumental not just for the initial 

implementation of the system, but also for ongoing tasks, for example as it relates to periodic updates. 

In this section, we focus on 2
nd

 tier benefits as that is where most of the detail questions reside. 

Determining the Normal Retirement Age 

The normal retirement age for 2
nd

 tier benefits should generally coincide with the normal retirement age for 

Social Security, i.e., 1
st
 tier benefits.  It should be subject to periodic updates as improvements in life 

expectancy would otherwise shift the ratio of years spent in retirement versus years spent in employment.  

Of course, consideration also has to be given to whether employees can be reasonably expected to work 

until this point, i.e., continue to be healthy enough to perform their job duties.  In that sense, life expectancy 

might be suitably replaced by the concept of ―health expectancy‖ where appropriate. 

As of today, the current normal retirement age of 67 for purposes of Social Security (for those born in 1960 

or later) is a good starting point.  This age is also increasingly adopted by other countries.  For 

consideration of the impact of further delaying the normal retirement age, we also consider age 70. 

Determining the Mandated Minimum Benefit 

As indicated above, we believe that the most suitable manner in which to express the mandated minimum 

benefit is as a cash balance design, i.e., more specifically in the form of (flat percent of pay) notional 

contribution amounts along with a minimum interest guarantee. 

First, the notional contributions should be determined in a manner that they can be expected to result in the 

target replacement ratio if a set of reasonable assumptions is met.  For purposes of this sample calculation, 

we made the following deterministic assumptions: 

■ Interest Rate (used both as discount rate and as asset rates of return): .......................................... 6.00% 

This rate is intended to represent a conservative estimate for a long-term average 

of high quality corporate bond rates for longer durations. For comparison: The most 

recent 10-year average of the Citigroup Pension Liability Index is approximately 6.5%.  

■ Inflation (used for purposes of cost-of-living adjustments): .............................................................. 3.00% 

■ Salary Increases:............................................................................................................................... 4.00% 

■ Mortality (postretirement only): .................................................. UP 1994 (50% unisex), projected to 2015 

■ Full Career 

 Entry Age .................................................................................................................................... Age 25 

 Retirement ................................................................................................................. Age 67 or Age 70 

 

Based on the above, the following are the contributions that result in the desired target income replacement 

ratio of 50%: 
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■ Assumed age 67 retirement: ..................................................................... 10.5% of pensionable earnings 

■ Assumed age 70 retirement:  ...................................................................... 9.0% of pensionable earnings 

A contribution requirement (note that we are using the term ―contribution requirement‖ somewhat loosely as 

meaning ―minimum notional contribution‖ or ―cash contribution requirement‖ depending on the 

circumstances and the chosen funding vehicle) of approximately 10% seems like a good first step.  Note 

that since the pensionable pay is significantly less than actual payroll, contributions expressed as percent of 

payroll would also be lower.  For example, if the tier 1 benefit is chosen as the current average Social 

Security benefit of approximately $14,000, and the average (capped) pay is $60,000, the actual contribution 

requirement is only about 7.7%.  

Implications of the Guaranteed Interest Rate 

The guaranteed interest rate, which should be in place both for insured plans and for plans that are 

sponsored and managed by an employer via a pension fund, ensures that the contributions enjoy at least a 

minimum return.  That way, the plan enjoys more security than current defined contribution plans while at 

the same time allowing sufficient flexibility. 

A reasonable minimum interest rate might be between 2.0% and 3.0%.  As indicated above, there are 

different ways in which such a minimum interest rate can be implemented.  It could either act on a year-by-

year basis, or it could be imposed on a cumulative basis throughout an entire career, or something in 

between like an interest rate floor that is in place for any rolling 5-year period. 

It needs to be recognized that over long careers (such as those envisioned as ―full careers‖ for the 

proposed plan structure), the achieved asset return is extremely powerful.  For example, as we have seen, 

(notional) contributions of 10.5% of pensionable pay from age 25 to age 67, along with a 6.0% annual 

return, result in a 50% pay replacement.  If only the return assumption is lowered to 3.0%, the same 10.5% 

contributions result in only a 20.3% pay replacement. 

In particular, this also means that the target replacement ratio will likely be significantly lower than 50% if an 

insured solution is chosen as will likely be the case for many smaller employers. Ideally, it would be 

possible to directly require a certain target replacement ratio.  However, we believe that this would not 

currently be politically feasible, particularly since it would put smaller employers, many of whom don’t 

currently offer any significant retirement benefits, at a disadvantage.  Nonetheless, an educational process 

may be required to help stakeholders understand that the traditionally low, single digit, contribution rates 

enjoyed in the U.S. understate the true cost of providing adequate retirement benefits.  Contribution rates in 

other countries that rely more heavily on insured products are routinely in the double digits. 
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The Transition Process 
In principle, the transition to the new system is fairly straightforward.  However, we recognize of course that 

the proposed system represents a significant departure from current practice and that, as a result, any 

transition would necessarily be anything but straightforward. 

Nonetheless…  

The Social Security/First Tier benefit would remain unchanged for current retirees.  Future retirees who 

have already accrued significant benefits will receive a composite benefit:  the earnings-related benefit 

reduced in proportion to the relative proportion of working lifetime at implementation, and the corresponding 

fraction of the flat benefit for years thereafter.  Younger participants – those 35 or more years away from 

retirement – would receive solely the flat benefit. 

Since the Second Tier is a new minimum, transition is easy – employers simply implement the benefit for 

new accruals.  In addition, the contribution can be implemented gradually – in principle, the additional 

increment can be postponed in the event of a recession. 

For the initial years, accrued benefits under this system will be small, so the annuitization requirement can 

be delayed.  One hopes, though, that the new system would also encourage retirees to annuitize their 

existing retirement benefits, and create the critical mass of annuity consumers that would make annuities a 

more competitive retirement choice. 

Political Observations and Constraints 

Reforms of the Social Security system have been proposed in the past, but have rarely gotten much 

traction.  Proposals to increase retirement savings have fared somewhat better, with automatic enrollment 

and default investment election safe harbors being defined in the Pension Protection Act.  Plans for 

government matching on savings for low-income workers have been part of multiple campaign platforms, 

but disappeared afterwards, and proposals for enhancements of the employer-based system haven’t made 

it much further than conference papers and think-tank websites.  What would it take to actually implement a 

system? 

Several trends may be coming to a head to make this idea more viable now than before.  Fewer than 40% 

of large employers now provide a Defined Benefit plan open to new hires, a steady drop from 80% of 

employers in 1995 to about 75% in 2000 and 60% in 2005.7  The ongoing low interest rate environment 

frustrates the efforts of current retirees to ―live off the interest‖ of their assets.  Near-retirees reliant on 

Defined Contribution benefits have postponed retirement due to the recent market crash, and others are 

much more skittish about equity investment.  The notion, prevalent a decade ago, that Defined Contribution 

benefits are more appealing to workers than Defined Benefit plans because they can see a tangible benefit 

accrual rather than a long-off retirement benefit, has faded, though we would suspect that prospective 

employees might still not be lured by the prospect of a traditional pension, solely due to distrust that the 

plan would be continued. 

What’s more, as we write, Health Reform legislation is underway which requires employers to provide 

health insurance for their employees or pay penalties to the government.  Many large employers have 

signaled their support, whether due to conviction or the hope of gaining a competitive or political advantage.  

Opponents have generally rallied to the defense of the small employer, for whom employee healthcare is 

genuinely more expensive than for larger companies, and many of whom operate on a shoestring.  Others 

observe that requiring healthcare subsidies would result in cuts in cash compensation, or effectively 

mandated pay raises.  But the basic concept of an employer mandate has a substantial measure of 

acceptance, and the largest objection to mandated healthcare provision is substantially mitigated for 

                                                      
7
 Hewitt SpecSummary data on large employers. 
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mandatory pensions by a gradual phase-in and the exemption of approximately the first $10,000 - $15,000 

of annual income.   

With respect to mandated employee contributions, it is already the case that employers can require 

employees to participate in a contributory Defined Benefit plan as a condition of employment.  If objections 

are raised to such a mandate coming from the government rather than a private employer, the full 

contribution could be placed on the shoulders of the employer, with the employer given the discretion to 

require shared contributions as a condition of employment. 
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Funding and Accounting Considerations 
We recognize that many of the changes, including the trend towards defined contribution coverage, that 

have occurred globally over the last 10 years or so, can be traced at least in part back to changes in the 

funding and—maybe more importantly—accounting requirements.   

In particular, the changes in the accounting standards, both US-GAAP and IFRS, with the increased focus 

on ―mark to market‖ accounting, have resulted in greater visibility of the volatility inherent in traditional 

defined benefit systems. 

In developing and presenting the system that we outline in this paper, we have largely ignored implications 

of the current funding and accounting frameworks.  Fundamentally, we believe that a well-crafted system 

must be able to withstand the demands of any such framework.  In other words, it should be viable on its 

own merits rather than by how it integrates with accounting and funding frameworks or exploits certain of 

their aspects. 
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Comparative Observations 
First Tier 

Most developed countries offer some type of flat subsistence benefit to their elderly residents, although 

generally only as a safety-net benefit in conjunction with a pay-related benefit.  In many cases, the pay-

related component is quite generous, with a high replacement level, and without the U.S. system’s 

progressively-lower accrual levels at higher income levels.  The reality of these generous countries, 

however, is that many of these systems have serious problems with long-term sustainability, high 

contribution requirements, or both.  Eastern European countries, for instance, are plagued by substantial 

emigration of younger workers, Western European countries by a low birthrate.  Many of them have seen 

recent benefit formula or retirement age changes, and more adjustments are likely to come.  We suspect, 

though it is beyond the scope of this paper to demonstrate, that a flat benefit is more sustainable than a 

traditional pay-related benefit.8 

Other countries – in the OECD, Canada, the Czech Republic, Japan, Luxembourg, Norway, and the United 

Kingdom – provide two separate benefits, one flat and one pay-related.  A much smaller group of countries 

offer flat benefits only: Australia, Ireland, the Netherlands, and New Zealand.  Three out of four of these 

offer significant employer-provided benefits:  mandatory employer-provided Superannuation accounts in 

Australia, single-employer or collectively provided benefits in the Netherlands, and a mix of Defined Benefit 

and Defined Contribution, with the trend towards Defined Contribution, in Ireland.  (New Zealand, a 

―Western‖ but less wealthy country, has historically lacked significant employer retirement provision, but has 

recently implemented KiwiSaver, with mandatory 2% contributions from each of the employer and 

employee.) 

 

In each of Ireland and the Netherlands, along with other countries with a substantial flat minimum benefit, 

such as Switzerland, the typical employer-sponsored plan provides benefits only for pay above a threshold 

defined as the flat Social Security benefit, or a modest multiple thereof.  Since pay up to the flat benefit level 

is essentially replaced at 100%, this provides a more equitable benefit than would be the case if following 

the same practice in the United States, with the low replacement ratios inherent in the Social Security 

formula. 

Second Tier 

Observations on Defined Contribution Plans 

The standard observation regarding pension provision globally is that there is a trend away from Defined 

Benefit and toward Defined Contribution benefits – but this is somewhat misleading, because Defined 

Contribution plans are rarely American-style ―401(k)‖ plans. 

To begin with, DC accounts are rarely the completely unrestricted sort seen in the United States.  In the 

U.S., employees have a wide variety of investment choices, and make their choices without restriction.  At 

retirement, retirees have full control over their investments, and must rely on their own financial competence 

to spend down their account wisely.  Rarely do retirees purchase annuities.  Instead, financial experts 

promote the ―4% rule‖ – withdrawing 4% of the initial balance annually, increased each year for inflation, 

and many retirees, still accustomed to a higher interest rate environment, hope to ―live off the interest.‖ 

In contrast, many DC plans globally are hybrid plans, with mandatory investment return guarantees.  Often 

this is accomplished though insurance contracts.  This is frequently the case in Belgium, for instance 

(minimum return of 3.75%), or Switzerland (minimum return 2.5%).  Other times, the plan is, at least for 

                                                      
8
 The discussion that follows is based on a mix of sources.  Publicly available references include ―Pensions at a Glance 2009, produced 

by the OECD and available online at http://www.oecd.org/document/49/0,3343,en_2649_34757_42992113_1_1_1_1,00.html (retrieved 

January 2, 2010), and Social Security Programs Throughout the World, produced by the Social Security Administration and available 

at http://www.ssa.gov/policy/docs/progdesc/ssptw/ (retrieved January 2, 2010).  Other sources include Hewitt Associates’ proprietary 

Country Profiles (available by subscription only) and other data on market practice collected by the International Benefits Consulting 

practice at Hewitt. 

http://www.oecd.org/document/49/0,3343,en_2649_34757_42992113_1_1_1_1,00.html
http://www.ssa.gov/policy/docs/progdesc/ssptw/
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accounting purposes, a Defined Benefit plan, due to the investment guarantee, for instance in Germany, 

where a minimum return of 0% is required (that is, no net loss on the contributions); hence, the term used 

literally translates to ―Contribution-oriented Plans‖.   

Even plans that don’t require investment guarantees often are much more restricted in their investment 

choices.  In extreme cases, such as Singapore’s Mandatory Provident Funds, the funds are all invested in 

government bonds.  Others, such as the Swedish DC ITP plan,  limit the amount of the fund that can be 

invested in equities. 

Further, DC plans generally require annuitization at retirement, either as a traditional life annuity or a long-

term certain annuity.  Plans in Asia are the major exception, stemming from their stronger tradition of 

support from the next generation – a lump sum retirement benefit (usually a DB benefit, such as one 

month’s pay for each year of service) might be used to meet various family needs, while daily living 

expense are met by the family.  At the least, in a traditional Asian family, a retiree need not worry about 

financial needs after lump sum retirement benefits are exhausted, as children can be relied on for support.   

What’s more, in many countries with employer-sponsored DC plans, these plans are often only a modest 

supplement to generous Social Security benefits.  This is the case in countries such as Luxembourg (nearly 

100% net replacement ratio), Austria (about 90% net replacement), and Italy (75% net replacement ratio), 

among others. 

This isn’t to say that no U.S.-style plans – with full risk borne by the participants for the major part of their 

retirement benefits – exist elsewhere.  Here Australians are the world’s guinea pigs.  Under the 

Superannuation system, made mandatory in 1992 but moderately prevalent beforehand, employers are 

required to contribute 9% of pay to an employee’s Superannuation account; employees are able to 

contribute additional amounts.  Amounts are invested in asset classes based on employee choice, and 

benefits are taken in lump sums, with annuity purchase rare, as in the United States.  (Defined benefit plans 

have historically existed but are now generally frozen; these too paid benefits as lump sums.)  Just as in the 

U.S., retirees are required to manage their finances wisely and independently; and, due to the newness of 

the system, as in the U.S., the jury is still out on whether retirees will manage to succeed. 

Mandatory Employer-Sponsored Pensions 

Mandatory employer-sponsored pensions take multiple forms across the globe.  

In many Asian countries, including Hong Kong, Singapore, Malaysia, and Indonesia, employers and 

employees are required to contribute to a Mandatory Provident Fund.  These are generally true Defined 

Contribution funds with conservative investment policies. 

In many other countries, employers are required to provide indemnities at retirement or at any termination, 

or at any dismissal.  In Asia, such countries include India and Japan.  In Europe, Italy requires the most 

significant such benefits, but Greece and France are other examples.  In Latin America, Brazil and Mexico, 

among others, require such benefits. 

In a significant number of European countries, collective agreements bring about near-universal (and thus 

effectively mandatory) pensions.  In Sweden, for instance, contracts covering, separately, all white-collar 

and all blue-collar workers provide for substantial supplementary pension benefits, either funded through 

employer contributions to an insurance contract or via book reserve.  France’s AGIRC and ARRCO are 

effectively nationwide multiemployer plans to which employers and employees make defined contributions.  

In the Netherlands, coverage is not universal but quite substantial through industry-wide collective 

agreements. 
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None of these models is necessarily relevant for the American situation.  The mandatory DC pensions of 

Australia and the United Kingdom come closer to being potential models, coming out of the same traditions.  

Australia’s system is a simple 9% employer contribution.  The United Kingdom’s model of Personal 

Accounts, to be effective in 2012, is less ambitious, but still attempts to combat the decline in Defined 

Benefit plans, as dramatic—or even more so—in the U.K. as in the U.S.  The plan includes a 4% employee, 

3% employer, and an indirect 1% government (via tax relief) contribution, based on salary between GBP 

5,000 and GBP 40,000.  (Employers who already offer a more generous Defined Benefit plan are exempt.)  

Employees are automatically enrolled, and, though they may opt out, employers are required to re-enroll 

them (requiring a further active opt-out from the employee) every three years.  The accounts are defined 

contribution, with a variety of investment options, but annuitization is required for 75% of the account 

balance.9 

The Swiss Pension System 

The Swiss employer-sponsored pension system is probably the closest match for the plan design proposed 

here.  The salient features are as follows: 

 Mandatory employer and employee contributions, shared 50/50, age-graded from 7% to 18% of 

pay, and based on salary above the Social Security minimum benefit.  Employers may, and often 

do, provide benefits above the minimum. 

 Cash balance design with notional contributions and prescribed interest credits, backed by a 

pension fund with certain funding requirements, or true Defined Contribution accounts with a 

guaranteed minimum rate of interest, set annually by the government.  Plans are funded via single 

employer pension funds, multi-employer pension Foundations, or insurance contracts. 

 Annuity conversion at retirement, with annuity factors defined by law to provide a smoothed interest 

rate. 

 Ready availability of transfers into and out of plans when changing employers.   

 Pension cost-of-living increases are not built into the plan design, but occur only when favorable 

plan experience permits. 

 Ancillary benefits are included, including early retirement options and funding of death and disability 

insured benefits. 

There are several key differences between this Swiss system and the system proposed here: 

First, the age-graded contributions, and the quite substantial increases in later years, might be reasonable if 

the plan is intended to be roughly comparable to a defined benefit plan in its accrual pattern.  In the U.S., 

where the norm is increasingly a Defined Contribution plan, and for the reasons mentioned earlier, constant 

contributions are more appropriate. 

In addition, the guaranteed minimum interest rate/required interest credits and annuity conversion factors in 

Switzerland lack sufficient flexibility.  In the years since the plan’s establishment in 1985, discount rates in 

Switzerland have dropped considerably, so that the initial 4% crediting rate, which seemed very 

conservative when initially set, has been reduced several times to its current 2.75%, and the conversion 

factors have been similarly reduced.  However, the adjustments in these rates are political and involve 

multiple interest groups.   

                                                      
9
 Details provided in, among other sources, www.personalaccounts.info, retrieved January 3, 2010. 

http://www.personalaccounts.info/
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Finally, cost-of-living adjustments, while not a common element in U.S. pensions now, are an important part 

of the plan design, in order to enhance retirement income security.   


