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Slater, vice president, and Tlinmas 7. Cook, research assistant, of Teachers Tnsurance and Annuiry Association (TIAA)

and its companion organizarion, College

Retirement Eqnities Fund (CREF),

TIAA-CREF are nonprofit service

organizations that provide retirement and insurance benefit plans for colleges, universities, independent schools, and

related educational and scientific institurions.

Unlike nearly all other American employers. private, non-
profit organizations and units of state and local government
enter the sociul security Old Age, Survivors,' Disability and
Hospital Insurance benefits program (OASDHI) on a volun-
tary basis. Once entered, they have the option of dropping out
after a minimum period of participation (five vears for public
employers and cight for private nonprofit organizations) and
a two-year waiting period preceded by a notice of .inient to
withdraw,

Nonprofit and state and local employers were originally
exempted from participation because of questions of whether
the federal government could legally tax such employers.
Since voluntary participation became possible, in the carly
1950s, 90% of the employees of nonprofit organizations
(roughly 3.6 out of 4 million) and 70%% of the cmployces of
state and local governments (some 8.4 out of approximately
12 million) have become covered. About one-half of one
percent of these covered employces have had their participa-
tion terminated.!

Recently, social security tax increases and widespread pub-

ministrative cxpenses. with the bulk of annual payroll taxes
disbursed currently as bencfit payments. The trust funds act
as a buffer that is available to absorb the initial added ex-
penses of benefit increases and to compensate for decreases
in social sccurity tax receipts during periods of high un-
employment.

The system is, however, currently confronted by two prob-
le ance and onc long range.

Short-Ranze \As a result of recent economic conditions (a
high rate of inflation, a high level of unemployment, increased
disability claims, and recent benefit increases) current receipts
could. if no action were taken by Congress, soon fall below

licity about decreases in the trust funds have stimulated inter-
&1 in the withdrawal option. Although we do not know of
any cducational institutions that have dropped out, budget-
conscious administrators on college campuses are beginning
to show some interest in considering the feasibility of this
option. The purpose of this article is to review some of the

pitfalls and risks for both employers and emplovees in drop-
ping out ol social security,

Financial Stability of Social Security

Charges that social security benefit .payments will soon be
in jeopardy stem in part from confusing the operations of
the trust funds in the financing of old-uge benefiis with the
financing of benefits under pension plans.® Social security is
a “pay-as-you-go” income transfer system, not a funded sys-

tem: today's WOrkers support the current retired gencration

current benefit pavments and expenses by amounts greater

“than the trust funds could cover. This financing problem can
be corrected with a small increase in the employer-employee
tax rate. or, as has been proposed, by applying the present
hospital insurance tax (Medicare, Part A) to support the old-
age benefits and using general revenues to finance the hospital

TIAA believes that an institution giving careful con-
sideration to the economic security of hoth present and
future employeces. to its needs in recruiting and retain-
ing staff, and to the limils of its own financial resources,
will recognize the considerable value of social security
ns a base for its staff benefits program.

insurance benefits. Past congressional actions have maintained
the buffer function of the trust funds, and there is no reason
1 is will continue.

Long-Range. [The 1972 Amendments introduced, apparently
unintentionally, a double application of the cost-of-living in-
crease. This resulted in a sharp rise in projected future costs
7and an accompanying change in the traditional ratio of the
old-age benefit to finul average salary that within a few
decades could produce old-age benefits hicher than preretire-
ment carnings levels. It also seems likely that Congress will

with their tax contributions, with the expectation that their
turn to receive benefits will come and that taxes will be col-
lected from future workers to provide the beaefits stipulated

act within the next few years to rectify the longer-range
financing problem. A correction, generally referred to as
“decoupling.” would reduce projected long-range costs and

By law_at that_time. In addition, social security benefits in-
corporate “sociul criteria™ through weighting benefits in favor
of lower-paid workers and providing much higher benefits for
workers with eligible dependents than for those without,
although all employed workers pay at the same tax rate.

The social security system does not require a large reserve
fund because it operates as a national system that assumes a
continuing and suflicient flow of new entrants. There was
never any intention that the trust funds should accumulate
reserves comparable to the actuarial reserves of pension pro-
grams. The trust funds accumulate from moncey derived each
year from an excess of reccipts over disbursements and ad-

restore initial benefit amounts for future newly retired bene-
ficiaries to about the traditional percentages of final average
salary.

In summary then, social security is not poing b since
Congress can be cxp&ﬁmhﬁth the
financial problems. This brings us to the many other matters
that should be considered by any institution studying the

question of dropping out. For example, are therc provisions
and features of social sceurity that cannot be duplicated?

Would employers and employces be helped or harmed by
withdrawal? Could they get a better buy through private in-
surance? These and other points are discussed helow.
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One valuable !eature of the social security program often
overlooked is the fact that benefits are received tax-frec. There
is a considerable dollar vilue to this “hidden™ part of the
benefits. Any attiempt (o replace or equal the old-age benefit,
such as with annunty contracts or a state retirement svstem,
would have to aim at providing an after-tax benefit equal to
the social security benefit.

Cost-of-Living Benefit

Another important feature of social security, rarcly found
in pension plans, is the cost-of-living ¢sealator, added to the
program by the 1972 Amendments.’ In the few pension plans
that have escalators, there is usually a ceiling on annual benefit
increases, such as 3% or 4%, It should be emphasized that
the social security cost-ol-living provision is open-cnded. with-
out a benefit ceiling. So fur, it has produced benefit increases
of 8% in 1975 and 6,4% in 1976,

Any cost-of-living escalutor for retirement benefits is ex-
pensive. A rough rule of thumb is that for each 1% of annual

escalator guaranteed to retirees for life, about 1075 s added

to the total cost of a pension plan. For example. the total cost
of a pension plin s increased by about 409 if the plan is
to increase benefits by 4% cach vear in retirement, 507 if
the increase is to be 570 a year, ete.

] IWho Pays for Socinl Saruril_\‘?[

There is a real possihility that dropping out would have the

ironic clfect of excluding cmployees from the benefits of a

program they mieht nevertheless be supporting in the future

through their federal income taxes. The 1975 Social Security
Advisory Council recommended that hospitalization (Medi-
care, Part A) benefits be paid for out of general revenue

Under present luie, onee coverage has been terminated
for a non-profit or public employer, the employer cannot
again provide sovial security coverage for its employees
« o« even if re-entry is desired by future administrators
and by every one of its employees.

funds. Voluntary Medicare (Part B). which covers physicians’
and other services not included in Part A, is already financed
by “premiumis”™ from enrollees with matching contributions
from the federal government, Every yvear Congress considers

bills that propose wse of general revenues 1o support soctal
security penent paymenis, and there are increasing indications
that Congress may prefer such support to further increases
in employer and employee contributions.

With or without general revenue support, there is the point
mide by some that wage taxes (such as social security taxes)
are actually borne by consumers. To the extent that the em-
ployer’s cost of social seeurity is passed through to consumers
along with other luhor costs, this results in consumers paving

Jor social security, through the prices of goods and services,

whether they are covered by the program or not.

‘ Yo Re-entry !

Under present law, once coverage has been termipated for
a nonaprofit or public employer, the emplover cannot again

provide sociul secunty voverage lor its employees. If a col-
lege, umiversity or school drops out, there can be no re-entry
for it under present law, even if re-entry is desired by future
administrators and by cvery one of its employees. This rule
is particularly important in light of the possible use of general
revenue financing and the potential for future increases in
the scope of benefits under Social Security.

An Expected Benefit

Employers who drop out muy face difliculties in hiring new
emplovees under conditions that do not include social security
as purt of their bepelit program. A potential new cmployee
considering two or more otherwise similar offers of employ-
ment might well hesitate to join an emplover who wus perma-
nently out. No employee knows for surc how long he or she

There is a real possibility that dropping out wonld have
the ironir effeet of excluding employees from the bene-
fits of a program they might necertheless be supporting
in the future through their federal income taxes,

will stay, and absence of social security coverage could mean
a considerable sacrifice of personal and family security.
Present emplovees, even those who are “fully insured,” have
much to lose from dropping out. A fully msured status (ten
or more ycars of covered employment) entitles the worker
to some bencfits, but not to full benefits if there are sub-
stantial gaps in coverage.' The benefits formula is based on

average covered wages carned over an entire working lietime.
Years of noncoverage are counted in the formula as years of
zero carnings, thus lowering the average. Also, Robert J.
Myers, former chiel actuary of the social security system, has
aptly noted: "It is not generally understood that employees

who are nearing retirement age when coverage is dropped
ST STTCT o reduction in therr socal secunty benehits because
of lackOT coverage during those Tew. hinal years before retire-
O, WIS WOUKT he Tar greater in actuarcl value than (axes

they nught save by dropping out ol the System.™

Since the amount of soctal securily survivors' bencfits is
also based on average covered wages, for persons already
fully insured. years of noncoverage reduce their survivors'
income protection as well as their own future social security
retirement income. Employees not yet fully insured—gen-
erally younger stall members with the greatest need for fum-
ily protection—would not be eligible for any survivor benefits
within two years of the date their participation was terminated.

Dropping out would also mean that emplovees, present and
future, who had already met the ehigibility requirements for

soctil secunity  disability income Woull Tose this coverage
entirely in five vears from the time their _participation lermi-
nated. Once lost, chgibility for the disability benefits could
e - : B

noat he regained by employees who shifted jobs to other em-
ployers untl they had again participated for a continuous
live-year period,
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OASDHI BENEFITS

The Social Security Old-Age, Survivors', Disability,
and Hospital Insurance Benefits in bricf:

Old-Age henefis—payable to a retired worker and to
a worker's wife or dependent husband. A person now
retiring at age 65 can receive a maximun annual tax-
free social security retirement benefit of ubout $4,700,
or $7,000 a year if eligible for a couple’s benefit.
assuming an carnings history at or above the OASDHI
carnings base, Future maximum benefits will be even
higher as the CPI escalator and average covered
carnings increase.

Survivors' benefits—in case of the worker's death,
income for spouses with eligible children in their care,
for chgible children, and for elderly widows. For a
widow or widower with two young children the
survivors benefits can be the equivalent of as much as
$150,000 of life insurance.

Disability benefits—income for a disabled worker
under age 65, with added amounts for cligible spouse
and children. For a young cligible employee who
becomes totally disabled these disability benefits can be
as much as $6,000 a year, or as much as $11,000 a year
if the employee has a spouse and two children, not
including the automatic benefit increases related to
infLation; and all of the benefit is tax free.

Hospital insurance—in old age and for disabled
workers. Everyone who is fully insured for old-age social
security benefits at age 65 is automatically entitled to
the hospital insurance of Medicare. Part A, without
further charge, since it is financed through a portion of
the regular emplover-employee social security tax.
Persons not cligible for the hospital insurance coverage
beginning at age 65 can then purchase it at whatever
the current premium level happens to be, The premium
for such coverage has increased by 36 since 1973,
from 333 to §45 u month.

l Cun You Duplicate Social Security? l

—

It is sometimes argued that covered emplovees—particularly
younger people—would do better financially if their money
were placed in a pension plan, an annuity contract or per-

sonal investments rather than social security. Actually, it is
. T e—

impossible to compare the costs of sociul sceurity with pen-

sion or_insurance plans. As pointed out carlier, there 1s really
no way to compare a social program of income transfers with
an actuarially sound insurance or annuity plan. There are
basic differences that arise from the social concepts of social
security: its weighting in favor of lower incomes, its non-
taxubility of benelits, its open-ended cost-of-living escalator,
and of course the varied array of social sccurity benefits
themselves,

A major part of the problem of trying to duplicate or esti-
mate the cost of social security benefits is that the program

has experienced many dramatic changes over the years and
is likely to continue being changed. Survivors' benefits were
not part of the original legislation: disability _benefits were
added in 1954 and extended further in 1958, and Medicare
3 -
was added in 19650 average monthly payments to retired
workers increased 1377 between 1964 and 1974, No one
can say what future changes will be made—perhaps the addi-
tion of nationul health insurance for persons of all ages—
L e— . =
but it iy cerTam that any attiempt to hypothesize a set of
benefit substitutes today would result in o static model with-
out apphcability 1o future changes.

Page 3

Although side-bv-side compurisons are out of the guestion,

we have developed som& TORT eslmiiles_in_the hope that

hietires which retlect the cost ot pension benefits approximat-

Ing no more than the svsiem provides as presently siructured

TWould be helptul us o general pude, Tt is estimated, based on
Snomiaton rate of S a vear, that to purchase an annuity
to replice just the old-age portion of the social security benefit
for an unmarrnied, 30 year old male would reguire a vearly
outlay of about I8 of covered carnings from age 30 to
age 65,9

The cost of buying the 30-yeur-old an annuity to cqual the
couple’s benefit at age 65 jumps to roughly 319 of salary.
[The total OASDHI tax rate (emplover plus employee) is
presently 11.7% of covered earnings.]. Older employees who

Employers who drop out may face difficulties in hiring
new employees under conditions that do not include
social security as part of their benefit plan.

dropped out with fully insured status would receive some
benchit from social security when they reached age 65, The
costs for replacing the lost portion of the bencefit are less for
them than for the 30-year-old, but are nevertheless substantial,

For an unmarried, fully insured male who drops out at
age 40, providing the lost portion of the primary insurance
amount (PIA) at age 65 would require about 139 of cov-
ered salary or 22% of covered salary for the couple’s benefit,
Pereentages for 50- and 60-year-old drop-outs would be higher
than for the 40 year old employee because of the shorter time
remaining to retiremient for the funds 1o carn interest. Al-
tempting (o replace survivors', disability, and hospital insur-
ance would be an additional expense.

These estimated replacement costs would of course he in
addition 1o the contribution rates of the employer's existing
pension plan. Since most institutions with TIAA-CREF re-
tirement plans are already contributing a combined employer-
employee rate of at least 10 of sulary toward pension
henefits, adding the cost of substitute social security henelits
would be prohibitive. Morcover, under ERISA rules the maxi-
mum amount that may be contributed to an employee's
“delined contribution™ annuity contract within any one year
without being taxable as current income to the emplovee is,
generally, the lesser of 25% of salary or the maximum ex-
clusion allowance under the previous law (the old 2072 rule),
including annuity contributions under the regular plan,
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The limitation on tax-deferral is not the only ERISA prob-
lem involved in establishing a pension or inmsurance plan to
replace social security benefits. ERISA imposes strict require-
ments for reporting and disclosure of plan provisions as well
as requirements governing participation, vesting, benefit ac-
crual, funding. and fiduciary responsibility. Separate welfare
plans providing disability. survivor, and medical benefits also
must meet preseribed reporting, disclosure and fiduciary re-
quirements under ERISA. Attempts to replace social sccurity

with other programs would subject emplovers (presently only

private institutions) _to_all of these regulations for benefits

not now covered by ERISA. By coptrust, the employgg faces

none of ".l.';'_.'l‘-..‘"‘d.'-"f—-‘-l‘?‘:i‘f! security,

In addition to limits imposed by ERISA, employers could
expect to run up against other restrictions in auempting sub-
stitutes. As noted elsewhere, the life insurance value of social
security survivor benelits is high, reaching as much as $150,-
000 under present law, Attempting to provide these benefits
by group life insurance may pose a legal problem. In many
states, insurance laws himit the amount of group life insurance
that can be provided by an employer, often to two or two-
and-one-half times salary, or to a specific dollar amount well
below the value of the social security survivor bencfits. Sume
emplovers would therefore find that these survivor benefits
simply cannot legally be replaced through group life insur-
ance. Also, the Internal Revenue Code specifies that when-
ever more than $50.000 of group life insurance is provided
an individual, the premium for insurance above that amount
must be included as taxable income to the employee.

! Congressional Action '

The possibility of Congressional action 1o further discourage
or prohibit OASDHI withdrawals cannot he overlooked. The
Social Security Administration has estimated that just for the
employees of New York City there would be a $3.1 billion

loss in contributions and interest to the trust funds during
the period of 1978 through 1982 if their coverage is termi-
nated in March 19787 Thc concept ol a national income
transfer system such as social security assumes universal par-

October 1574

LCIPAlon  aCross sogj and across gencrations. There is
some guestion of the propricty of public or private educational
institutions opting out of a national program on the strength
of a special concession that originated a quarter of a cen-
tury ago because of their historical exemption from federal
laxcs.

The commissioner of the Social Sccurity Administration
has stated that consideration of increased withdrawals may
well lead to u re-examination of the public policy on which
the present coverage provisions are based. “We are very
much concerned,” he has observed. “about the effects that
these terminations have on the benefit protection of workers
whose coverage is terminated and on the financial and pro-
grammuatic integrity of the Social Security trust funds."

To prevent crippling losses of revenues. it is likely that
Congress will consider proposals that coverage be made com-

oty Tor all cmplovees, including currently exempt govern-

ment employees. The 1975 Advisory Council on Social Se-
Turuy recommended that Congress immediately begin de-

veloping ways of making the system applicable to virtually
all gainful employment. Of course this and other proposals
being made will face opposition, but the point to bear in mind
is that Congressional committees are already seriously con-
sidering all aspects of the withdrawal process and its implica-
tions for the future of social seccurity.

TIAA believes that an institution giving carcful consideration

to the economug security of both present and futtire emplovees,
to its needs in recruiting and retaining statl, and to the limits
of its own financial resources, will recognize the considerable
value of social security as a base for its stall benefits program.
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