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Public and Private
Sector Defined
Benefit Pensions:
A Comparison

The public and private sectors differ in the retirement benefits provided
to covered employees. But these differences are less pronounced when
factors such as employee contributions and Social Security coverage

are considered.

Ithough employer costs for

employee compensation

differ between the public
sector ($25.73 per hour worked) and
the private sector ($17.49 per hour
worked), the proportions allocated to
employee benefits are roughly
comparable: 30 percent for public
sector employees and 28 percent for
private sector employees. Pensions
made up 7.4 percent of the total
benefits package in the public sector
and 3.1 percent in the private
sector!. The dollar cost differential
between sectors reflects differences
in the work activities and occupa-
tions in each sector?.

The public and private sectors
also differ in the incidence of
employer-provided benefits. In 1993-
94, for example, the incidence of
paid sick leave, medical and dental
care, and life insurance was much
higher among public sector employ-
ees than among private sector
employees. In the private sector,
however, the incidence of benefits
for paid holidays and vacations was
higher.®

Differences in the provision of
retirement benefits between the
public and private sectors has
received much attention. The focus
has often been the differential
between benefit amounts, without
considering the factors underlying
these differences. This article uses
data from the Bureau of Labor
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Statistics Employee Benefits Survey
(EBS)* to make a detailed compari-
son of public and private pensions.
Comparisons are made between full-
time workersin State and local
governments and those in medium
and large private establishments
(those employing 100 workers or
more). These establishments are
comparable in size to most State and
local governments.®

Retirement plan coverage

In 1993-94, 96 percent of full-
time State and local government
workers were covered by aretire-
ment plan compared to 78 percent of
workers in medium and large private
establishments. Ninety-one percent
of public employees participated in
defined benefit pension plans
compared to 56 percent of private
employees. Among private sector
employees, however, defined
contribution plan coverage was
greater than among public employ-
ees (49 percent compared to 9
percent). Among workers with
defined benefit coverage, 3 percent
of public employees and 45 percent
of private employees were also
covered by a defined contribution
plan.t

Social Security benefits are an
important component of most
workers' retirement benefits. While
Social Security coverage is universal
in the private sector, not all public



employees are covered. EBS data
show that in 1994, 76 percent of
full-time participants in public
pensions were covered by Social
Security.”

Therefore, atypical full-time
State and local government em-
ployeeis covered by a defined
benefit pension plan and probably
Social Security. A typical full-time
employee in amedium or large
private establishment is covered by a
defined benefit and/or defined
contribution plan and Socia
Security.

The following sections compare
provisions of defined benefit
pensions because most full-time
State and local government employ-
ees are covered by these plans.

Employee contributions

A direct comparison of plan
benefits needs to account for
employee contributions. EBS data
show that in 1994, 72 percent of
public employees with defined
benefit coverage had to contribute to
its cost. The average participant
contribution was 5.9 percent of
earnings and ranged from 5.8
percent among white-collar workers
to 6.2 percent among teachers;
among blue-collar and service
workers the average was 5.9 percent.
In comparison, in 1993, 97 percent
of participants in medium and large
private establishments had benefits
entirely paid for by their employers.
Assuming the same employer
contribution, employees who
contribute to the cost of their
coverage should expect to receive a
larger benefit than comparable
workers who do not contribute.®

Benefit formulas

Virtually all full-time public
employees (99 percent) covered by
defined benefit pension plans were
subject to terminal earnings-based
formulas. In the private sector, only
61 percent of defined benefit
participants were in terminal
earnings-based plans.®

These plans compute benefits as a
fixed percent of terminal earnings

multiplied by years of service. For
the majority of public sector partici-
pants (61 percent), terminal earnings
are the average of an employee’s
highest 3 years' earnings. For most
private sector participants (83
percent), terminal earnings are
defined as the average of an
employee’s highest 5 years earn-
ings.

The majority of participantsin
plans with aterminal earnings
formula have a pension benefit
formula based on aflat percent or
factor that also varies by sector. The
average factor is 1.85 percent in
public plans and 1.48 percent in
private plans. If terminal earnings
of $50,000 are assumed, a public
employee with 30 years service
would receive an annual retirement
benefit of $27,750 ($50,000 x .0185
x 30); an employee in the private
sector with 30 years' service would
receive a benefit of $22,200
($50,000 x .0148 x 30), or 80
percent of that received by the public
sector employee.

Social Security

One way in which Social Security
affects pension benefits is through
plan integration. For State and local
government workers, the employee
contribution and the formula used to
compute benefits vary by Social
Security coverage status.

Plan integration occurs when
benefits are adjusted to account for
employer Socia Security costs. In
1993-94, 48 percent of full-time
private workers were in defined
benefit plans that integrated pension
benefits with Socia Security
compared to 4 percent of their public
counterparts.’

Integration is usually accom-
plished by varying the percent of
earnings used to compute benefits.
An example of atypical integrated
formulais:

1 percent of earnings up to
$25,000 x years of service
+
1.5 percent of earnings over
$25,000 x years of service

The impact of plan integration on
the benefits received depends on a
worker’s earnings level. Research
using data from the 1991 EBS found
that for an employee retiring at age
65 with 30 years' service and afinal
salary of $25,000 or less, integrated
plans replaced a lower proportion of
final earnings than nonintegrated
plans. For a comparable employee
with afina salary of $35,000 or
more, integrated plans replaced a
greater proportion of final salary
than nonintegrated plans.t

In the public sector, an
employee' s required defined benefit
plan contribution and the formula
used to determine benefits vary by
Social Security coverage status.
Research using data from the 1990
EBS found that the average benefit
for public employees covered by
Social Security was 1.83 percent of
terminal earnings times years of
service. For those not covered by
Social Security, the average benefit
was 2.18 percent times years of
service. Public employees covered
by Social Security made lower
average contributions to their
defined benefit pension plans (5.11
percent of earnings); their counter-
parts without Social Security
coverage contributed 7.55 percent of
earnings towards defined benefit
pension plans.*?

Normal retirement

Requirements for normal retire-
ment differ considerably between the
public and private sectors. For
example, in 1993-94, two-thirds of
full-time public sector participantsin
defined benefit plans could retire at
age 55 or earlier upon meeting
service requirements and still receive
normal (unreduced) pensions
compared to one-tenth in the private
sector. (Seetable 1)

Forty-three percent of public
sector participants could retire at any
age after satisfying a service require-
ment, usually 30 years, much higher
than the 5 percent for participantsin
the private sector. Another 21
percent of public sector participants
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Table 1. Requirements for normal retirement, full-time employees, by establishment type, 1993-94

Medium and State and Medium and State and
Requirement large private local Requirement large private local
establishments | governments establishments | governments
Percent Percent
Total with normal Service requirement
retirement provision .............cccoe... 100 100 15 YEAS wvcveeeeeieeeeeeeeiereiee e ® -
Younger than age 55 ............cc....... ©) 1 AQE B2 ..o 21 6
No service requirement ............... - ® No service requirement ............... 3 O
Service requirement Service requirement
5 YRS w.ooouverceeeeseriese e - ® 5 YRAIS oo 5 o)
20 years . - ® 10 years ... 7 5
25 years ... - ® 15 years ... 1 Q)
30 YEAS w.vcvvirereeeieree e ® ® 20 YBAIS .eoiieiiiiii 2 -
21-24 YEAIS ...oovvieieii i ® -
25 years 1 ®
AGE 55 ... 4 21 30 years 1 ®
No service requirement - 1 More than 30 years ..................... 1 -
Service requirement
SYEAIS wovevceeiireveeeeree e 1 2 AQE B3-64 ..o 2 3
10 years . - ® No service requirement ............... 1 -
20 years ........ ® ® Service requirement
21-24 years ... - ® S5YEars ..o - 3
25 years ........ Q) 5 10 years ... ® -
30 years ..o 3 11 25 YBAIS ..o ® -
More than 30 years ............cc....... ® 1
AGE 65 ...t 48 8
No service requirement ............... 26 2
AQE 56-59 ... *) " Service requirement
Service requirement 1-4YRAIS ..o, 4 ®
20 YRArS ..ot ® - BYEAIS .o 15 3
25 YArS ..o - " 6-9 years .. ® ®
30 Years ... ™) - 10 years ... 2 3
20 YEAIS .eveeneiieeiieie it ® -
AGE 60 ..o 13 5 25 YEAIS ..oviiiiiiiii 1 -
No service requirement ............... 3 2
Service requirement Service requirement only .............. 5 43
BYEAIS ..oviiiiiiii e 3 2 Lessthan 30 years .........ccceevueenee ® 7
B-9 YEAIS ...eovviieicieie e - ® B0 YEAIS oo 4 29
10 years .... 1 1 More than 30 years .........c.ccceeueenee ® 8
15 years .... ®
20 YEAIS ..oeviiiiciieie e ® - Sum of age plus service ............... 8 12
25 YRAIS woveeniiieeiieie i 1 ® Less than 80 ......cccccovvvveieiinninnne 2 ®
30 years ....ccoeeuenen. 4 ® 1 4
More than 30 years ® - 3 1
1 4
AJE BL ..ot ® - 1 2

1 Less than 0.5 percent.

could retire at age 55, most com-
monly after satisfying a service
requirement of 30 years. In the

private sector, 4 percent of defined
benefit plan participants could retire
at age 55 after satisfying a service

requirement, also commonly 30

years. In comparison, 48 percent of

private sector participants had a

minimum age of 65 for normal

NOTE: Because of rounding, sums of individual items may not
equal totals. Dash indicates no employees in this category.

retirement (with varying service
reguirements) compared to 8 percent

of public sector participants.

Early retirement

Among defined benefit partici-
pants in 1993-94, 95 percent of
private sector and 87 percent of

public sector employees partic

in plans allowing early retirement.
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Among private sector participants
with early retirement provisions, the
greatest proportion were in plans
allowing early retirement at age 55
with 10 years of service (34 percent),
but substantial proportions werein
plans allowing early retirement at
age 55 with 5 years of service (21
percent) and age 55 with 15 years of
service (13 percent).

ipated



Table 2. Requirements for early retirement, full-time employees, by establishment type, 1993-94

Medium and State and Medium and State and
Requirement large private local Requirement large private local
establishments | governments establishments | governments
Percent Percent
Total with early 15 YEArS wooveveeeeeeierieeee e ® -
retirement provision ................. 100 100 20 years ... ® -
25 years ... ® -
Younger than age 55 ................ 9 20 30 YArS ..cvveeieeereee e 1 -
No service requirement .......... ® -
Service requirement AGE B0 ... 7 3
5years ..... 1 8 No service requirement .......... ® -
6-9 years ® ® Service requirement
10 years 2 1 5 YEAIS ..ovviiiieieceeeee e 2 ®
15 years 1 1 10 years ... 3 1
20 years 1 5 15 YEars ...oovviiiiiiieiee e 1 -
25 years 2 1 20 YEAIS .ocveeeeiiieie et ® 2
30 years ® 3
AJE B2 ..o 3 ®
AGE 55 ..o 72 46 No service requirement .......... ® -
No service requirement .......... 2 - Service requirement
Service requirement BYEArS ..ocvviiiie et ® -
Lessthan 5 years .................. 1 3 10 years .....cccouennee. 2 ®
5years ..o 21 11 More than 30 years ® -
6-9 years ..... ® 1
10 years ...... 34 9 Service requirement only ......... 5 26
11-14 years . ® - Less than 30 years ® 16
15 years ...... 13 5 30years .....cccvvennnen. 4 9
20 years ...... 2 3 More than 30 years ® ®
25 years ...... ® 10
30 YEArS ..oovveeiieriieeiie e - 2 Sum of age plus service .......... 3 3
Less than 80 2 3
Age 56-59 .....ccooiiiiiin 1 - 80 i ©) Q)
No service requirement .......... - 81-89......c.c... ® -
Service requirement 90 and above ® -
10 YEArS wooeeieecieeie e ® -

1 Less than 0.5 percent.

The most common age and sex-
vice requirements for public sector
participants were age 55 and 5 years
of service (11 percent), age 55 and 25
years of service (10 percent), and age
55 and 10 years of service (9 percent).

Twenty percent of public sector
participants were in plans allowing
early retirement before age 55 with
varying service requirements,
compared to 9 percent of private
sector participants. Twenty-six
percent of public sector participants
were in plans with a service require-
ment only and could potentially
retire before age 55. Five percent of
private sector participants werein
such plans.®®

Benefit comparisons
Wage replacement rates are a

NOTE: Because of rounding, sums of individual items may not
equal totals. Dash indicates no employees in this category.

better indication of the degree of
income protection provided by a
retirement plan than absolute benefit
amounts. A replacement rate is the
proportion of aretiree’s pre-retire-
ment earnings during his or her final
year of work that is “replaced” by the
pension benefits received.

When defined benefit pension
plan benefits are considered in
isolation, public employees usually
have higher replacement rates than
private employees. When Social
Security benefits are considered,
however, a different pattern emerges.

As may be seenin table 3,
average replacement rates increase
with years of service.** When
considering pensions only, however,
public employees without Social
Security have the highest replace-

ment rates and private employees
the lowest.

Because virtually all public
sector participants are in plans
with aterminal earnings formula,
pension only replacement rates
vary little as final earnings levels
increase. For private sector
participants, replacement rates
decrease with earnings levels.
Onereason isthat 22 percent are
in plans with a dollar amount
formula that provides the same
benefit to all workers at equal
levels of service regardless of
earnings histories. Thisresultsin
a decrease in the replacement rate
as earnings increase.*

Social Security benefits replace
more pre-retirement earnings for
those at lower earnings levels.
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Table 3. Average replacement rates for specified final earnings and years of service for retirement at age 65,*

full-time employees, 1993-94
(in percent)

Final annual earnings

Years of plan participation?

10

20 30

Private employees - pension only

24.5 36.8
20.1 29.2
19.2 28.9

Private employees - pension plus Social Security®

62.8 84.2
47.3 64.6
37.7 49.7

Public employees with Social Security - pension only

BL5,000 ..o 12.2
35,000 ..o 10.1
65,000 ..ot 9.6
BL5,000 ..o 39.3
35,000 ..o 28.1
65,000 ....oooiiiiiiii 22.2
BL5,000 ...ooeiiiiirieeee 17.3
35,000 .. 17.2
65,000 ..o 17.3

341 51.0
341 51.0
34.2 51.0

Public employees with Social Security -pension plus

Social Security®

73.7 100.0
62.1 86.8
53.7 73.0

without Social Security - pension only

BL5,000 .. 44.8

35,000 ..ot 35.8

65,000 ...eoviiiet s 304
Public employees

BL5,000 ..o 20.8

35,000 ..ottt e 20.8

65,000 ...eoniiiet s 20.8

41.8 62.6
41.7 62.6
41.7 62.5

1A replacement rate is computed by dividing a pen-
sion benefit by earnings in the final year of work. Private
employees are assumed to have retired on January 1,
1993 and public employees on January 1, 1994. Final
earnings for private employees are for 1992 and public
employees for 1993. Earnings histories, necessary for
applying pension formulas, were constructed for each
final earnings level using data provided by the Social

and for Social Security benefit computation, a worker is as-
sumed to have retired after having paid into Social Security for
the same number of years as years of plan participation. Com-
putations exclude participants in cash-account pension plans
or plans with benefits based on career contributions.

2Time spent satisfying plan participation requirements was
excluded from replacement rate computation unless the plan
specified that such time was to be included in benefit computa-

Security Administration.

For pension formulas integrated with Social Security

This is why replacement rates for
pension plus Socia Security for both
private employees and covered
public employees decrease as find
earnings levelsincrease.

When Social Security benefits are
considered, replacement rates for
private employees tend to be higher
than those for public employees
without Social Security coverage.
Public employees with Social
Security, however, have the highest
combined replacement rates of all
groups.

tions.

Post-retirement pension
increases

Inflation can seriously erode the

purchasing power of aretiree’s

defined benefit pension. To prevent
such erosion, some plans specify an

automatic cost-of-living increase,
usually based on changesin the

Consumer Price Index. 1n 1993-94,
54 percent of public pension partici-

pants were in plans that provide
these automatic increases; in the
private sector, 4 percent of partici-
pants had such provisions.
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3Excludes benefits for spouses and other dependents.

Some employers provide a
discretionary or ad hoc increase to
adjust retiree benefits for inflation.
In 1993-94, 13 percent of public
participants were in plans that had
granted an ad hoc increase during
the previous 5 years, among private
participants, the proportion was 6
percent.

Social Security retirement
benefits also have an automatic
annual cost-of-living adjustment
(COLA), based on changesin the
Consumer Price Index.



Therefore, most private sector
workers can expect their defined
benefit pension benefits to remain
unchanged, thus decreasing in real
terms during retirement. Their
Social Security benefits, however,
would increase with inflation
because of the COLA. Many public
employees will have both pension
and Social Security benefits indexed
for inflation.

Conclusions
The argument over the generosity

of public and private pensions will
likely continue. Public sector
workers are more likely to be
covered under a defined benefit
pension plan and less apt to have
Social Security coverage than are
private sector workers. Public sector
participants in defined benefit plans
are much more likely to be able to
retire at or before age 55 and still
receive normal (unreduced) retire-
ment benefits than are private sector
participants. Public employees are
also more likely to participate in

plans with cost-of-living adjustments
than are private employees.

Although defined benefit replace-
ment rates are higher for public
employees, they are more apt to have
to contribute to their pensions than
private employees, most of whom
have wholly employer financed
coverage.

A pension is only one factor in an
employee’ s compensation. The value
of other employer-provided benefits
and an employee’ s wage rate are a'so
important.
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1 For moreinformation on pay and benefit cost
differences, seethe newsrelease, “Employer Costs
for Employee Compensation—March 1996,”
USDL: 96-424, U.S. Department of Labor, Octo-
ber 10, 1996.

2For example, required government activities
like public education and safety necessitatealarge
proportion of white-collar professonasand highly
skilled service occupations, respectively. Private
industry sectorssuch asretail and wholesaetrade
have a large proportion of occupations, such as
sales, with comparatively lower compensation
costs.

For adetailed examination of how these dif-
ferencesinindustry activity and occupational mix
influence pay and benefits, see Bradley R. Braden
and Stephanie L. Hyland, “ Cost of Compensation
in Public and Private Sectors,” Monthly Labor
Review, May 1993, pp. 14-21. Moreinformation
on occupational pay differentia sbetween the pub-
lic and private sectors may be found in John E.
Buckley, “Pay in Private Industry and State and
Local Governments,” Compensation and Work-
ing Conditions, September 1996, pp. 22-26, and
Michael A. Miller, Jr., “The Public-Private Pay
Debate: What do the Data Show?,” Monthly La-
bor Review, May 1996, pp. 18-29.

3 Thelower incidence of vacation coveragein
the public sector is due to the large number of
teachers who rarely receive paid vacations. For
more information, see Ann C. Foster, “Employee
Benefitsinthe United States, 1993-94,” Compen-
sation and Working Conditions, Spring 1997, pp.
46-50.

4 The Employee Benefits Survey (EBS) isa
study of the incidence and characteristics of em-
ployer-provided benefits. The EBS is conducted
in three stages during a 2-year cycle. Data for
small private establishments (fewer than 100
workers) and for State and local governmentsare
collected in even numbered years, while data for
medium and large private establishments (100
workers or more) are collected in odd numbered
years. The EBS (1993-94) covers about 15 mil-
lion public sector and 83 million private sector
workers.

5 Anearlier article used 1990-91 EBS datato
compare public and private pension benefits. In
addition to using more recent EBS data, this ar-
ticle examinesactual replacement rates computed
from all pension plans; the earlier article used av-
erageand typica pension benefitstoillustrate dif-
ferences. This article examines aspects, such as
differencesin early and norma retirement require-
ments, not covered intheearlier article. For more
information, see William J. Wiatrowski, “Onthe
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Disparity between Private and Public Pensions,”
Monthly Labor Review, April 1994, pp. 3-9. This
article is an expansion and elaboration of infor-
mationin Ann C. Foster, “Comparing Public and
Private Pensions,” in Retirement Benefits: Pre-
serving Benefits in Changing Times, Selected
Proceedings of the NEA Retirement and Benefits
Forum, November 16-19, 1995, Washington, DC:
National Education Association, 1996.

5For moreinformation, see Employee Benefits

1993 Bulletin 2456, Bureau of Labor Statistics,
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, Bulletin 2477, Bureau of

7 Employee Benefits in State and Local

Research e<ami.ni ng differences between the

systemsaccounted for employee contributions. For
Federal Civil Service Re-
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EPW, Congressional Research Service, June 5,

9
minal earnings plans included 22 percent subject

to a percent of career earnings formula. Three
count pension formula and 2 percent to a percent
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Private Establishments
10

cent of private sector workers with defined ben-
pension benefits not reduced to account for Social
73 percent could receive Socia Security and pen-
Security. For more information, see
Benefits in Medium and Large Private Establish-
and

Local Governments, 1994.
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cia Security,” , March
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pantsareincluded, 17 percent of private employ-
ees and 49 percent of public employees could po-
tentially retire before age 55. For amore detailed
comparison of publicand private sector differences
in early retirement provisions, see Ann C. Foster,
“Early Retirement Provisions in Defined Benefit
Pension Plans,” Compensation and Working Con-
ditions, December 1996, pp. 12-17.

14 The replacement rates discussed are for
astraight-life annuity or periodic payment for
the life of the retiree with no additional pay-
ments to survivors. For married employees,
the standard benefit prescribed by law is the
joint-and-survivor annuity, which provides
payments to a surviving spouse after aretiree
dies. For more information, see Looking Out
for #2: A Married Couple’s Guide to Under-
standing Your Benefit Choices at Retirement
from a Defined Benefit Plan, Publication
1566, U.S. Department of the Treasury, Inter-
nal Revenue Service, 1991.

15 1t should be noted that dollar amount for-
mulas are much more common in plans covering
blue-collar workers. For example, in 1993, 22
percent of al private workers covered by a de-
fined benefit pension plan werein planswith dol-
lar amount formulas. Seven percent of profes-
sional, technical, and related employees and 11
percent of clerical and sales employees were in
such plans compared to 36 percent of blue-collar
and service employees. While 61 percent of pri-
vate sector participantswereintermina earnings-
based plans, 74 percent of professional, technical,
and related employees and 73 percent of clerica
and salesemployeeswerein such plans compared
to 48 percent of blue-collar and service employ-
ees. For more information, see Employee Ben-
efits in Medium and Large Private Establish-
ments, 1993.

16 Theincidence of ad hocincreaseswashigher
in previous years when inflation was higher. For
instance, in 1989-90, 16 percent of public pen-
sion plan participants and 22 percent of private
participantswerein plansthat had granted at | east
one ad hoc increase in the previous 5 years. For
moreinformation, see Employee Benefits in State
and Local Governments, 1990, Bulletin 2398,
Bureau of Labor Statistics, 1992, and Employee
Benefits in Medium and Large Firms, 1989, Bul-
letin 2363, Bureau of Labor Statistics, 1990.

17 For examples of this effect on the purchas-
ing power of public and private sector retirees,
see Ann C. Foster, “Comparing Public and Pri-
vate Pensions,” or William J. Wiatrowski, “On
the Disparity Between Private and Public Pen-
sions.”



