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Federal Employees’ Retirement System: The Role of the Thrift Savings Plan

Summary

Prior to 1984, civilian federal employees did not pay taxes to Socia Security, nor were they
eligible for Social Security benefits. Federal employees were instead covered by a separate
pension plan called the Civil Service Retirement System (CSRS). The Social Security
Amendments of 1983 (P.L. 98-21) required federa employees hired after 1983 to participate in
Social Security. Because the CSRS was not designed to coordinate with Social Security, Congress
directed the development of a new retirement plan for federal workers. The result was the Federal
Employees’ Retirement System (FERS) Act of 1986 (P.L. 99-335). The FERS has three elements:
(1) Social Security, (2) the FERS basic retirement annuity (a defined benefit plan), and (3) the
Thrift Savings Plan (a defined contribution plan).

The FERS basic retirement annuity is determined by three factors: (1) the saary base, (2) the
accrual rate, and (3) years of service. The salary base is the average of the highest three
consecutive years of pay. Under FERS, the benefit accrual rate is 1.0% per year of service, or
1.1% for workersretiring at age 62 or later with 20 or more years of service. A worker with 30
years of serviceretiring at age 62 would have accrued a FERS pension equal to 33% of the
average of hisor her highest three consecutive years of pay. The Thrift Savings Plan (TSP) isa
defined contribution retirement plan similar to the “401(k)” plans provided by many employersin
the private sector. Theincome that aretired worker receives from the TSP will depend on the
balance in his or her account. In 2007, employees covered by FERS or CSRS can contribute up to
$15,500 to the TSP. Employees age 50 or older can contribute an additional $5,000. Contributions
of up to 5% of pay made by workers covered by FERS are matched by the federal government.
Workers covered by CSRS can contribute to the TSP, but they receive no matching contributions.

One measure of retirement income adeguacy, called the replacement rate, is the ratio of first-year
retirement income to the worker’s salary in the last year of employment. For an employee retiring
at age 62 after 30 years of service, the FERS basic annuity will provide first-year retirement
income equal to 32% of final salary. Social Security replacement rates decline as aworker’s
income increases because the Social Security benefit formulais“tilted” in favor of low-wage
workers. For afederal worker retiring at age 62 at the GS-4 level after 30 years of federa
employment, monthly Social Security benefits will replace an estimated 25% of final salary. For a
worker retiring at the GS-15 salary level, Social Security will replace just 14% of final annual
pay. Higher-wage federal workers need to contribute more to the TSP to reach the same rate of
income replacement as lower-paid workers can achieve from just the FERS retirement annuity
and Social Security.

The TSPisakey element of FERS, especially for workers at the upper ranges of the federal pay
scale. These workers are unlikely to achieve adequate retirement income—as measured by the
replacement rate—from just Social Security, the FERS basic annuity, and the agency automatic
contribution of 1% of pay to the TSP. Even at a modest annual rate of return of 6.0%, income
from the TSP can replace about 45% of final pay for aworker who contributes 10% of pay over
30 years.

Congressional Research Service



Federal Employees’ Retirement System: The Role of the Thrift Savings Plan

Contents
011 0o [ Tox 1 o o P 1
Background on Retirement Plan DESIGN .......cooiiieie ettt st et s 1
TWO TYPeS Of RELITEMENT PLaNS.........ccviieie ettt s reeaenne s 1
The Basic Retirement Annuity Under FERS and CSRS.......cccoiiiieiiiicce e 2
Retirement Age and Service Requirements under FERS and CSRS............cccooiininininencneens 2
Determinants of FERS and CSRS ANNUIty AMOUNLS..........cccoveieieereseeie e seesee e eee e enes 3
S o YA = Tz (S USSP 4
oo 1= = R 4
Early Retirement, Social Security, and the “FERS Supplement” ...........ccccoovivivevvveennene. 4
Cost-of -Living AdjUSIMENLS (COLAS) ....ccuieiieitecie ettt sttt sttt 5
Retirement INCOME AGEGUACY .....ccueeueerieieieierieeee et eee e seee e steeeestesseeseeseeeneeseesseensesneeneeseesneensesees 5
The “RePIaCeMENt RALE" ......coi ettt st e e e s e e e sresreentenneas 5
Replacement Rates under CSRS and FERS.............oov e 6
The Thrift Savings Plan: An Integral Component of FERS...........ccooiiiiininneeeeeeeeee 6
Employee and Agency ContribULIONS...........cccceiiieeie it 7
Increase in Allowable Thrift Savings Plan Contributions............ccccevviineneneneieeecenns 7
Penalty on Early WIthdrawals...........ccoieieii e 8
PartiCiPant LOBNS .........cceiuieieeiiiieiesieeie st te st eeeste e te e e aesteeaeenbesreensesresnsessesneennesreenis 8
INVESIMENE OPLIONS.......eeeeete ettt e st e s te e e e seeeaeeeeseeeneeasesneensesneeneeneas 9
TSP Withdrawal OPtiONS.........coeeeeieeiere ettt eesee e seeseeeeesnesneenee e 10
TSP PartiCipation RELES........cceiiieeieiieie ittt erte s e e e e sre e seesresreesbesreeneesreereese e 10
Illustrations of the TSP’'s Rolein Providing Retirement Income Under FERS..............ccccevvvneee. 11
Estimated Replacement Rates for a 30-Year EMPIOYEL.........ccoveeceiiieeiireeeseeere e 12
Estimated Replacement Rates for a20-Year EMPIOYEL........cccovvveeeiiiieie e 15
Workers Who Leave Federal Employment Before Reaching Retirement Age.........cccocveeeee. 17
L0 g ox 11 o o 18
Tables
Table 1. Minimum Retirement Ageunder FERS ... 2
Table 2. Government Matching Rate on TSP Contributions by FERS Participants........................ 7
Table 3. Annual Rates of Return for Thrift Savings Plan FUNS.............cccooiiiininncnneeeee 9
Table 4. lllustration of Replacement Rates for FERS-Covered Employee Retiring at Age
62 ATLEN 30 YEAIS Of SEIVICE.....iiviiiieieieiieiiste sttt sttt b et benneneas 13
Table 5. lllustration of Replacement Rates for FERS-Covered Employee Retiring at Age
62 ATLEr 30 YEAIS OF SEIVICE.....civiiiiieieieieeitrte sttt sttt b et b et 14
Table 6. Illustration of Replacement Rates for FERS-Covered Employee Retiring at Age
B2 ATLEr 20 YOAIS OF SEIVICE....ccueiiieeeie ettt st sae e e e saeeeeseeeneenae e 16
Table 7. lllugtration of Replacement Rates for FERS-Covered Employee Retiring at Age
B2 ATLEr 20 YOAIS OF SEIVICE....ccueiiieeieie ettt st sae et e aeeeeseeeneenae e 17

Congressional Research Service



Federal Employees’ Retirement System: The Role of the Thrift Savings Plan

Appendixes

Appendix. Administration of the Thrift SavingSPlan ...........cccceviiiiie i 19
Contacts

Author Contact INFOrMBLION .......ccuieeece et b e ere e eesreere e e e 21

Congressional Research Service



Federal Employees’ Retirement System: The Role of the Thrift Savings Plan

Introduction

Pensionsfor civilian federal employees are provided through two programs, the Civil Service
Retirement System (CSRS), which was established in 1920, and the Federal Employees
Retirement System (FERS), which was created in 1986. Prior to enactment of the Social Security
Amendments of 1983 (P.L. 98-21), federal employees were not covered by Socia Security.
Because the Social Security system needed additional cash contributions to remain solvent, the
1983 amendments mandated coverage for civilian federal employees hired in 1984 or later.
Congress recognized, however, that CSRS provided some of the same benefits as Socia Security
and that enrolling federal workersin both plans would have required payroll deductions equal to
more than 13% of employee pay. Consequently, Congress directed the development of a new
federal employee retirement system with Socia Security as the cornerstone, and which would
incorporate many features typical of retirement programs among large employers in the private
sector.

Theresult of this effort was the Federal Employees’ Retirement System Act of 1986 (PL. 99-335).
The FERS consists of three elements: (1) Socia Security, (2) the FERS basic retirement annuity
(a defined benefit plan), and (3) the Thrift Savings Plan (a defined contribution plan). FERS now
covers all federal employees whose initial federal employment began on or after January 1, 1984,
aswell as employees who voluntarily switched from CSRS to FERS during “open seasons’ held
in 1987 and 1998.! Of 2,516,000 federal civilian and Postal Service employees enrolled in federal
retirement plans as of September 30, 2005, 1,878,000 (75%) were covered by FERS and 638,000
(25%) were covered by CSRS.?

Background on Retirement Plan Design

Two Types of Retirement Plans

Retirement plans generally can be classified as either defined benefit plans or defined contribution
plans. A defined benefit plan typically pays a pension based on years of service and some
measure of average salary during those years. Social Security is a defined benefit pension planin
which the benefit is based on the worker’s average wage during his or her 35 years of highest
earnings, which are indexed to current values based on a national average wage index. Both
CSRS and the FERS basic retirement annuity are defined benefit plans. With each year of service,
the worker accrues pension benefits equal to a percentage of average pay during his or her three
highest consecutive years of earnings. The amount of the retirement annuity is calcul ated by
multiplying the accrual rate, the average of the three highest years of pay, and the number of
years of service. For example, aworker covered by FERS accrues retirement benefits at the rate
of 1.0% for each year of service, or 1.1% for workers retiring at age 62 or older with 20 or more
years of service. A worker retiring at 62 with 30 years of service therefore would be entitled to a
retirement annuity equal to 33% of hisor her “high-3” average pay.

! Relatively few employees who were covered by CSRS chose to switch to FERS. Only about 5% of eligible employees
switched in 1987 and fewer than 2% switched in 1998.

2 Federal Retirement Thrift Investment Board, Quarterly Statistics, November 2006.
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A defined contribution plan, in contrast, is like a savings account maintained by the employer on
behalf of each participating employee. The employer contributes a specific dollar amount or
percentage of pay into the account, which is usually invested in stocks and bonds. In some plans,
the amount that the employer contributes depends on the amount the employee contributes from
his or her pay. When the worker retires, the benefit that he or she receivesis equal to the balance
in the account, which is the sum of all the contributions that have been made plusinterest,
dividends, and capital gains (or losses). The retiring worker usually has the choice of receiving
these funds as alump sum, as a series of fixed payments over a period of years, or asalife
annuity. The Thrift Savings Plan (TSP) is adefined contribution plan.?

Animportant characteristic of defined contribution plansisthat the employer has no financia
obligation beyond a commitment to make contributions to each employee’s retirement account. In
these plans, it is the employee who bears the investment risk. If the contributions to the account
made by the employer and the employee are insufficient, or if the securities in which the account
isinvested lose value or increase in value too dowly, the employee risks having an income in
retirement that is not adequate to maintain his or her desired standard of living. Although the
employee bears the risk of investment losses in a defined contribution plan, he or she aso reaps
the reward if investment returns produce more retirement income than was expected.

The Basic Retirement Annuity Under FERS and
CSRS

Retirement Age and Service Requirements under FERS and CSRS

Federal employees are fully vested in the FERS basic retirement annuity after five years of
service. The earliest age at which aworker can retire under FERS was 55 for workers born before
1948. The retirement age under FERS began to increase in 2003 for workers bornin 1948, and it
eventually will reach age 57 for those bornin 1970 or later (see Table 1). A worker who has
reached the minimum retirement age and has completed at least 30 years of service can retire with
an immediate, unreduced annuity. An employee with 20 or more years of service can retire with
an immediate, unreduced annuity at age 60, and an employee with at least five years of service
can retire with an annuity at age 62. For employees covered under CSRS, the earliest retirement
age is 55 for employees with 30 years of service, 60 for those with 20 years of service, and 62 for
employees with at least five years of federal service.

Table I. Minimum Retirement Age under FERS

Year of Birth Minimum Retirement Age
1947 or earlier 55 years
1948 55 years, 2 months

3 The Thrift Savings Plan is a“cash or deferred arrangement” as defined at 1.R.C. §401(k).

4 Members of Congress and congressional staff can retire with an immediate, unreduced annuity at age 50 after 20
years of service or at any age after 25 years of service. Specia early-retirement rules also apply to federal law
enforcement officers, firefighters, air traffic controllers, and nuclear materials couriers.
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Year of Birth Minimum Retirement Age
1949 55 years, 4 months
1950 55 years, 6 months
1951 55 years, 8 months
1952 55 years, 10 months
1953 to 1964 56 years
1965 56 years, 2 months
1966 56 years, 4 months
1967 56 years, 6 months
1968 56 years, 8 months
1969 56 years, 10 months
1970 or later 57 years

Source: 5 US.C. § 8412

Under FERS, employees (or former employees) who have completed 10 or more years of
government service can elect to receive a reduced retirement annuity at the minimum retirement
age. For those who choose this option, their benefit is permanently reduced by 5% for each year
the employee is under age 62 at the time the annuity begins. For example, an employee who
retires at 56 with fewer than 30 years of service would have his or her annuity reduced by 30%
below the amount that would have been paid if the individual were age 62 or older at retirement.
CSRS has no provision for early retirement with a reduced benefit except for special
circumstances such as when an agency isimplementing areduction in force.

Of the 53,227 federal employees covered by CSRS who retired under normal, voluntary rulesin
FY 2006, 55% were between the ages of 55 and 59. They had an average of 34.6 years of federal
service.” Twenty-nine percent of federal workers who took normal retirement under CSRS in
2006 were age 62 or older. The average age of al federal workers covered by CSRS who retired
in 2006 under normal, voluntary retirements was 60 years. Their average length of service was
34.0 years. Because relatively few employees hired before 1984 elected to switch to FERS, those
who have been retiring under FERS have tended to be those who joined or rejoined the federa
work force relatively latein their careers. In FY 2006, 22,274 federal employees retired with
immediate annuities under FERS. Their average age was 63.1 years, and their average length of
servicein the federa government was 18.9 years. The average length of service for workers
retiring under FERS will rise over time as the proportion of federal employees who spent their
entire careers covered by FERS continues to increase.

Determinants of FERS and CSRS Annuity Amounts

Both CSRS and the FERS basic retirement annuity are defined benefit pension plans. The amount
of the pension benefit in both plans is determined by multiplying three factors: the salary base,
the accrual rate, and the number of years of service, asis shown in the following formula:

5 “Normal, voluntary” retirements exclude those occurring due to disability, involuntary and voluntary retirements
resulting from reductions in force, and mandatory early retirement for federal law-enforcement officers, firefighters,
and air traffic controllers.

Congressional Research Service 3



Federal Employees’ Retirement System: The Role of the Thrift Savings Plan

pension amount = salary base x accrual rate x years of service

Salary Base

Many defined benefit plans use salary earned in the years immediately preceding retirement
(cdled “final average pay”) to determine the initial amount of a pension. Earnings generally rise
over time as aworker’s experience and productivity increase, so the years just before retirement
usually will be the years when aworker’s earnings are highest. Defined benefit plansin the
private sector often base the retirement annuity on the average of aworker’s last five years of
earnings.® In both CSRS and FERS, the salary base is the average of the three highest consecutive
years of federal pay, sometimes called “high-3 pay.”’

Accrual Rate

The accrud rate is the percentage of the salary base that a worker earnsin pension benefits for
each year of service. Under FERS, benefits accrue at the rate of 1.0% per year. A worker with 30
years of service will have accrued a pension benefit equal to 30% of the FERS salary base, which
is the average of the worker’s highest three consecutive years of pay.® Employees with 20 or more
years of federal service who retire at age 62 or later are credited with a FERS accrual rate of 1.1%
for each year of service, resulting in a higher replacement rate. For example, aworker covered by
FERS who retires at 61 with 29 years of service would receive a FERS annuity equal to 29% of
high-3 average pay. Delaying retirement by one year would increase the annuity to 33% of high-3

average pay.

Federal employees covered under CSRS accrue pension benefits at rates that increase with length
of service. Under CSRS, benefits accrue at the rate 1.5% for each of the first five years of service;
1.75% in years six through 10; and 2.0% for each year of service after the tenth year.’ This results
in aretirement annuity egqual to 56.25% of the CSRS salary base for a worker who retires with 30
years of service.

Early Retirement, Social Security, and the “FERS Supplement”

Congress intended FERS to be a complete retirement package comprising three components:
Social Security, the FERS annuity, and the Thrift Savings Plan. Because Social Security
retirement benefits cannot begin before age 62, Congress included in this package of benefits a
temporary source of income for federal workers who retire before age 62. This FERS supplement
ispaid until age 62 to workers who retire at age 55 or older with at least 30 years of service, or a

8 |f earnings rise each year, the average of the five highest years of pay will be lower than the average of the three
highest years.
" This calculation is based on nominal (current) dollars rather than indexed (constant) dollars.

8 Under FERS, Members of Congress, congressional staff, and certain public safety workers accrue benefits at the rate
of 1.7% per year for the first 20 years of service and 1.0% per year for service over 20 years. Theseratesyield a
pension equal to 34% of the FERS salary base after 20 years of service and 44% after 30 years of service, provide that
both the age and length of service requirements for retirement with afull FERS annuity have been met.

9 Under CSRS, initial benefits are capped at 80% of high-3 average salary. Members of Congress and congressional
staff accrue benefits at the rate of 2.5% for each year of service. Thisyields an annuity equal to 75% of the CSRS
salary base after 30 years of service. Certain public safety workers accrue benefits at 2.5% per year for up to 20 years
of service and 2.0% per year for service beyond 20 years.
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age 60 with at least 20 years of service. The FERS supplement is equal to the portion of the
Socia Security benefit to which the worker will be entitled at age 62 that is attributable to the
worker’s years of FERS coverage.

Cost-of-Living Adjustments (COLAs)

Cost-of-living adjustments protect the purchasing power of retirement benefits from being eroded
over time by inflation. COLASs increase the nominal amount of retirement income, but they do not
affect the real value of thisincome, provided that the measure of inflation used to determine the
COLA is an accurate measure of priceincreases in the economy. COLAS have been in effect since
1962 for CSRS, and since the inception of FERS. Retirement benefits paid under CSRS are fully
indexed f(l)or inflation, as measured by the Consumer Price Index for Wage and Salary Workers
(CPI-W).

To reduce the program'’s costs, Congress limited the indexing of the basic retirement annuity
under FERS. The FERS basic annuity isfully indexed for inflation under 2% per year but only
partialy indexed for inflation in excess of 2%. If the CPI-W increases by 2% or less, the FERS
monthly benefit isincreased by the annual percentage increase in the CPI-W. If the CPI-W
increases by 2% to 3%, the increase in the FERS annuity is limited to 2%. If the CPI-W increases
by more than 3%, the increase in the FERS annuity is equal to the risein the CPI-W minus one
percentage point. COLAs under FERS are limited to retirees who are age 62 or older, annuitants
under age 62 who retired because of a disability, and survivor annuitants.

Retirement Income Adequacy

The “Replacement Rate”

One of the fundamenta goals of aretirement plan is to enable aworker to maintain a standard of
living in retirement comparabl e to that which he or she had while working. The adequacy of
retirement income is often measured by calculating the ratio of retirement income to the worker’s
saary in the last year of employment. This measure, called the replacement rate, is expressed by
the following ratio:

annual retirement benefits/ annual pre-retirement earnings

Because retirees do not have the expenses that are associated with being employed, most people
are able to maintain their previous standard of living with less income than they had while
working. Many financia analysts recommend that retirees attempt to replace 70% to 80% of their
pre-retirement income (adjusted for inflation) in order to maintain their accustomed standard of
living in retirement. Workers who had low-wage jobs generally need a replacement rate near the
high end of this range because arelatively high proportion of their income is spent on non-
discretionary items such as food, clothing, shelter, health care, and taxes.

19 Under both CSRS and FERS, COLAs are effective in January each year, based on the percentage increase in the CPI-
W in the most recent third quarter (July-Sept.) since the previous third quarter. In 1994, 1995, and 1996, COLAs for
civil service annuitants were delayed from January until April to achieve budgetary savings.
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Replacement Rates under CSRS and FERS

CSRS replaces 56.25% of high-3 average pay for aworker who retires after 30 years of federal
employment.™ The FERS basic retirement annuity was designed to replace alower percentage of
pay than the CSRS annuity (30% of high-3 average pay for aworker retiring at the minimum
retirement age with 30 years of service) because FERS participants al so receive income from two
other sources—Social Security and the TSP. Social Security benefits are based on the individual’s
earnings (indexed to national average wage growth) over a 35-year period. The amount of
retirement income provided by the TSP will depend on the amount that was contributed to the
TSP each year and the investment gains or losses of the funds into which the TSP contributions
were deposited.

The Thrift Savings Plan: An Integral Component of
FERS

The TSPis adefined contribution retirement plan similar to the “401(k)” plans provided by many
employers in the private sector.® The TSPis a key component of FERS, especially for workersin
the middle and upper ranges of the federal pay scale, because these workers are unlikely to
achieve adequate retirement income (as measured by the replacement rate) from the combination
of Social Security, the FERS basic annuity, and the federal government’s automatic contribution
of 1% of pay to the TSP. The TSP aso adds an important element of portability to federal
retirement benefits that is absent under CSRS. Workers who |eave the federal government for jobs
in other sectors of the economy can leave their money in the TSP—where it will continue to
accrue interest, dividends, and capital gains according to the performance of the funds in which
they have chosen to invest—or they can “roll over” their TSP funds on atax-deferred basis into
another tax-qualified retirement savings account such as an IRA or a401(k) plan. All TSP
participants are immediately vested in their contributions to the plan, federal matching
contributions, and any growth in the value of their investment from interest, dividends, and
capital gains. Participants are fully vested in the 1% agency automatic contributions to the TSP
after three years (two years for congressional employees and executive-branch political
appointees).

P.L. 106-361 (October 27, 2000) allows “rollover distributions’ into the TSP from other tax-
qualified retirement savings plans, such as those authorized for private-sector firms under Section
401(k) of the tax code and for non-profit organizations under 1.R.C. Section 403(b). Thislaw also
allows employees to begin making tax-deferred contributions to the TSP immediately upon
becoming employed by the federal government. Newly hired employees are not eligible for
employer matching contributions for 6 to 12 months, depending the date on which they were
hired. P.L. 106-398 (October 30, 2000) allows uniformed military personnel on active duty or in
the ready reserve to participate in the TSP under the same terms and conditions as civilian federal
employees, but without matching contributions'

1 The total replacement rate under CSRS may be higher for CSRS-covered employees who participate in the TSP.
Employees covered by CSRS may contribute to the TSP, but they are not eligible for employer matching contributions.

12« 401(k)" refersto the section of the Internal Revenue Code that authorizes deferral of income taxes until the time of
withdrawal for contributions to certain kinds of savings plans and for the interest and dividends on those contributions.

13 Members of the uniformed services are eligible for matching contributions only in some cases. Matching
(continued...)
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Employee and Agency Contributions

Federal agencies contribute an amount equal to 1% of base pay to the TSP for each employee
covered by FERS, whether or not the employee chooses to contribute anything to the plan. In
2007, employees can contribute up to $15,500 to the TSP** Employees who are age 50 or ol der
can contribute an additional $5,000 to the TSP. Contributions to the TSP are made on a pre-tax
basis, and neither the employee’s contribution nor any investment earnings are taxed until the
money is withdrawn from the account. In addition, contributions of up to 5% of pay made by
employees covered by FERS are matched by the federal government, according to the schedule
shown in Table 2. Federal workers covered by CSRS aso may contribute to the TSP, but they
receive no matching contributions from their employing agency.

Table 2. Government Matching Rate on TSP Contributions by FERS Participants

(as a percentage of salary)

Employee2 Government Total
0.0% 1.0% 1.0%
1.0% 2.0% 3.0%
2.0% 3.0% 5.0%
3.0% 4.0% 7.0%
4.0% 4.5% 8.5%
5.0% or more 5.0% 10.0%

Source: 5 US.C. § 8432
a. Subject to a maximum of $15,500 in 2007 under I.R.C. §402(g).

Increase in Allowable Thrift Savings Plan Contributions

Prior to July 1, 2001, employees covered by FERS could contribute the lesser of 10% of pay or
the maximum tax-deferred contribution permissible under section 402(g) of the Internal Revenue
Code. P.L. 106-554 (December 21, 2000) increased the maximum allowable employee
contribution to the TSP by one percentage point each year for five years. Beginning in July 2001,
employees covered by FERS were allowed to contribute up to 11% of pay to the TSP, and
employees covered by CSRS were allowed to contribute up to 6% of pay to the TSP. The
maximum permissible contribution rose by one percentage point each year until reaching 15% for
FERS and 10% for CSRS in 2005. The percentage-of-pay limits on contributions to the TSP were
eliminated beginning in 2006. Empl oyee contributions to the TSP are now subject only to the
limits applicable under IRC 8402(g).

(...continued)

contributions are permitted only for personnel in critical occupational specidities, and they must agree to re-enlist for
six yearsto be eligible for the agency contribution. The FY 2006 National Defense Authorization Act expanded the
authority for agency contributions to include the duration of the initial enlistment of enlisted personnel.

14 Maximum annual salary deferralsare set in law at |.R.C. §402(g).
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Penalty on Early Withdrawals

With certain exceptions, |.R.C. §72(t) imposes a 10% additional tax on distributions from all
qualified plans, including the TSP, unless the individual is age 59%, dies, or becomes disabled.*
This additional tax does not apply to early distributions if they are paid.

(1) after the plan participant has reached age 59%;

(2) to abeneficiary after the death of the participant;

(3) because the participant has become disabled;

(4) to an alternate payee under a qualified domestic relations order (QDRO);

(5) to an employee who has separated from service under an early retirement
arrangement after reaching age;

(6) as dividends paid from an Employee Stock Ownership Plan (ESOP);

(7) through an IRS levy to collect back taxes owed by the plan participant;

(8) to pay medical expenses of the plan participant, a spouse, or dependent, but only to the
extent that they exceed 7.5% of adjusted grossincome; or

(9) as part of aseries of substantially equal periodic payments (SEPPs) over the life of the
participant or the joint lives of the participant and beneficiary.

Distributions from the TSP must begin no later than April of the year after the year in which the
participant attains age 70Y2, unless the participant is still employed.

Participant Loans

Parti cipants may borrow from their accounts. There are two types of Plan loans. general purpose
and residential. General purpose loans can be obtained for any purpose, with arepayment period
from one to five years. Residentia 1oans can be obtained for the purpose of purchasing a primary
residence, with arepayment period from one to 15 years. Participant loans may only be taken
from participant contributions and attributabl e earnings. The minimum loan amount is $1,000.
Theinterest rate for loansisthe“ G Fund” interest rate at the time the loan agreement isissued by
the Plan’s record keeper. The rate isfixed at thislevel for the life of each loan. Interest earned on
loansis allocated to the participant account upon repayment. Participants whose loans arein
default have until the end of the following calendar quarter to pay the overdue amount. If not
repaid by that time, the loan plus accrued interest is treated as a taxabl e distribution to the plan
participant, which may be subject to the 10% penalty on retirement plan distributions made
before age 59%%.

%% For more information, see CRS Report RL31770, Individual Retirement Accounts and 401(k) Plans: Early
Withdrawals and Required Distributions, by Patrick Purcell.
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Investment Options

The contribution that the TSP will make to afederal employee’s retirement income depends on
the value of the account at retirement. The value of the account in turn depends on the worker’s
salary during his or her federd service, the percentage of salary contributed to the TSP, the
number of years over which investment earnings accrued to these contributions, and the
performance of the funds into which the employee directed the contributions. Currently,
participants in the TSP can deposit their contributions into one or more of five funds:

e The"“C” fundinvestsin stocks of al of the corporations that are represented in
the Sandard and Poor’s 500 index.

e The“F” fund, or “Fixed Income Index Investment Fund,” investsin securities
represented in the Shearson Lehman Brothers Aggregate (SLBA) bond index.
These securities consist of government bonds, corporate bonds, and mortgage-
backed securities.

e The“G” fund consists of U.S. government securities and pays interest equal to
the average rate of return on long-term U.S. government bonds. The“G” fund is
the safest of the TSP funds because the principal is guaranteed not to declinein
value.

e The"S’ fund (Small Capitalization Stock Index Fund) invests in the common
stocks that are represented in the Wi shire 4500 index.

e The"“Il” fund (International Stock Index Fund) investsin the stocks of foreign
corporations represented in the Morgan Stanley Capital Investment EAFE
(Europe, Australia-Asia, Far East) index.

In 2005, the TSPintroduced three “Lifecycle Funds.” The Lifecycle Funds are invested in various
combinations of the five existing TSP funds. According to a statement by the executive director of
the TSP, participants who invest in these funds “will benefit from having professionally designed
asset alocation models available to optimize their investment performance by providing
portfolios that are appropriate for their particular time horizon.”* The participant’s time horizon
is based on the future date the he or she expects to begin withdrawing money from the TSP,
Historical rates of return for the five TSP funds are shown in Table 3.

Table 3.Annual Rates of Return for Thrift Savings Plan Funds

Year G Fund C Fund F Fund S Fund? I Fund2
1988 8.8% 11.8% 3.6% 20.5% 26.1%
1989 88 31.0 13.9 239 10.0
1990 89 -3.2 8.0 -13.6 -23.6
1991 8.1 30.8 15.7 43.5 12.2
1992 7.2 77 7.2 1.9 -122
1993 6.1 10.1 9.5 14.6 327

16 Gary A. Amelio, Executive Director of the Federal Retirement Thrift Investment Board, statement before the Senate
Subcommittee on Securities and Investment, June 14, 2005.
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Year G Fund C Fund F Fund S Fund? I Fund2
1994 72 1.3 -3.0 27 7.8
1995 70 374 18.3 335 1.3
1996 6.8 2238 37 17.2 6.1
1997 6.8 332 9.6 25.7 1.6
1998 5.7 28.4 87 8.6 20.1
1999 6.0 21.0 0.8 355 26.7
2000 6.4 9.1 1.7 -15.8 -15.2
2001 5.4 -11.9 8.6 2.2 -21.9
2002 5.0 -22.1 10.3 -18.1 -16.0
2003 4.1 28.5 4.1 429 379
2004 43 10.8 43 18.0 20.0
2005 4.5 5.0 24 10.5 13.6
2006 49 158 4.4 153 26.3

1988-2006 6.4% 11.9% 1.2% 12.7% 1.5%

Source: Federal Retirement Thrift Investment Board. Returns are net of TSP expenses.

a. Actual rates of return for S and | Funds since May 2000. Rates of return for Wilshire 4500 Index and the
EAFE Index, respectively, before May 2000.

TSP Withdrawal Options

A retiring employee can withdraw funds from the TSPimmediately or at alater date. There are
four ways that an employee may withdraw funds from the TSP

e asalifeannuity,”

inasingle“lump-sum” payment,

e inaseriesof monthly payments, either for afixed number of months or in afixed
dollar amount, until the account is depleted, or

partly as alump sum, and partly as an annuity or series of payments.'®

TSP Participation Rates

As of January 2007, there were 3.7 million active and retired participantsin the TSP, including
both current and former civilian employees and members of the armed services. Among civilian

17 A life annuity is a contract between the individual and afinancial institution, usually an insurance company, in which
the individual exchanges alump sum for a guaranteed stream of monthly payment for the rest of his or her life, and
often for the lifetime of a surviving spouse. The insurance company invests the lump sum and uses the earnings of the
investment as well as the principal to make the payments to the annuitant, which are based both on the estimated rate of
return from the investment and actuarial estimates of the annuitant’s remaining life expectancy. TSP annuities are
issued by MetL.ife.

18 The annuity or series of payments must begin at the time the lump sum is paid.
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federal employees who were covered by FERS, 86% of those who were eligible to participate in
the TSP were making payroll contributions in January 2007. Among employees enrolled in
CSRS, 67% participated in the TSPin January 2007.

As of January 2007, assetsinvested in the TSP totaled $210.3 billion. The “C” fund held assets of
$74.4 billion; the “G” fund held assets of $69.4 billion; and the “F’ fund held assets of $9.9
billion. The“S’ fund held assets of $16.5 billion and the “1” fund held assets of $21.8 billion. The
new “L” funds—which invest in the other five TSP funds—held assets of $10.2 billion. Asa
share of TSP assets, the “C” fund held 35.4%, the “G” fund held 33.0% of the total, the “F” fund
held 4.7%, the“S” fund held 7.8%, the “1” fund held 10.4%, and the “L" funds held 8.6% of the
total assetsin the TSP. The share of total TSP assets held in each fund reflects both the historical
rates of return among the funds and the distribution of contributions among the funds by
participating employees.

Among FERS-covered employees, the average TSP account balance in March 2006 was $58,000.
Among CSRS-covered employees, the average TSP account balance in March 2006 was $49,000.

Illustrations of the TSP’s Role in Providing
Retirement Income Under FERS

The following tablesillustrate the role of the TSP in assuring an adequate income during
retirement for federal employees covered by FERS. Each table shows the annual salary in the
year before retirement for four employees: one at the GS-4 level, one at GS-8, one at GS-12, and
one at GS-15. The salaries shown are the estimated pay at step 8 of the pay grades in the year
2036 (Tables 4 and 5) or 2026 (Tables 6 and 7), assuming that future federa salary increases
average 3.9% per year. The salary amounts are expressed in their 2007 dollar equivalents, based
on the Social Security Actuary’s estimated future inflation rate of 2.8% per year. The tables show
the estimated replacement rates during the first year of retirement for each of three sources of
retirement income: the FERS basic retirement annuity, Socia Security, and the annual income
provided by converting an employee’s TSP account into alevel, single-life annuity.*

Within each of the four tables, two factors are varied: pay grade and the employee contribution to
the TSP. Final salaries and retirement income replacement rates are shown for each of four
illustrative pay grades. The replacement rate is shown for employees who make no contribution
to the TSP, and thus receive only the agency automatic 1% contribution; for workers who
contribute 5% of pay, and therefore receive a 5% contribution from their employing agencies; and
for workers who contribute 10% of pay, which results in the same 5% agency contribution as
would a 5% employee contribution.

Across the four tables, two factors are varied: the assumed rate of return on funds invested in the
TSP and the number of years of service at retirement. Theresultsin Table4 and Table 6 are
based on anominal rate of return on investment of 6.0% per year. In Table 5 and Table 7, the

19 A “single-life annuity” pays benefits until the annuitant dies. A “joint and survivor annuity” pays asmaller monthly
benefit, but guarantees continued payment until the death of the annuitant or the annuitant’ s spouse, whichever comes
later. A “level annuity” pays a fixed monthly benefit year after year. A “graded annuity” pays asmaller initial monthly
benefit, but the benefit isincreased by a fixed percentage (often 3%) as a means of preserving the real value of the
benefit against the effects of inflation.
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results are based on anominal rate of return of 8.0% per year. Because the rate of inflationis
assumed in these estimates to average 2.8% per year, the real rate of return on investment is 3.1%
in Table 4 and Table 6, whereasin Table 5 and Table 7 the real rate of return on investment is
5.1% per year.’ In Table 4 and Table 5, the replacement rates have been estimated for a federal
employee who retires on December 31, 2036 at age 62 after 30 years of service under FERS. In
Table 6 and Table 7, the replacement rates have been estimated for an employee who retires on
December 31, 2026 at age 62 after 20 years of service under FERS.

The results presented in each of the following tables assume that the employee contributed the
same percentage of pay to the TSP over the length of his or her entire career. The tablesillustrate
the effects of career-long employee contribution rates of 0%, 5%, and 10%. Table 4 and Table 5
show the replacement rates after a 30-year career, assuming nominal rates of return on investment
of 6.0% per year and 8.0% per year, respectively. Obviously, actua rates of return on an
employee's TSP account will vary from year to year, and over 30 years an employee could
achieve average rates of return that are higher or lower than the results shown here. Moreover,
many employees begin their careers contributing little or nothing to the TSP, and gradually
increase their contributions as their incomes increase, and as they become more aware of the need
to save for retirement. Consequently, these examples should be regarded asillustrations only.

Estimated Replacement Rates for a 30-Year Employee

For afederal employee who begins his or her career in 2007 and retires after 30 years of service,
the FERS basic annuity will provide first-year retirement income equal to about 32% of the
worker’sfinal annual salary. (See Table 4 and Table 5). The dollar amount of the annuity will be
higher for higher-paid employees, but the replacement rate will be approximately the same,
regardless of the employee'sfinal salary level. The replacement rate of Social Security benefits,
however, declines as aworker’s income increases. The benefit formulafor Social Security is
“tilted” in favor of low-wage workers; therefore, the percentage of earnings replaced by Socia
Security is greater for low-wage workers than for high-wage workers.”*

The lower rate of income replacement provided to high-wage workers by Social Security is one
of the main reasons why these workers need a higher rate of personal saving in order to reach the
same total income replacement rate as lower paid workers are able to attain through the
combination of the FERS retirement annuity and Social Security. For afederal worker retiring at
the GS-4 salary level at age 62 after 30 years of federal employment, monthly Social Security
benefits will replace an estimated 25% of fina salary. (See Table 4 and Table 5). For aworker
retiring at the GS-8 salary, the replacement rate for Social Security dropsto 22% of final pay. For
aworker retiring at the GS-12 salary level, Social Security will replace only 19% of fina pay.
Socia Security will replacejust 14% of final pay for aworker who retires at the GS-15 salary
level.

The proportion of pre-retirement income that will be replaced by converting the employee’'s
Thrift Savings Plan into a retirement annuity will depend on the balance in the account and the
interest rate at which the account balance is converted to an annuity. The account balance at

2 Thereal rates of return are derived as follows: 1.06/1.028 = 1.031 and 1.08/1.028 = 1.051.

2L social Security isintended to replace arelatively higher percentage of career-average pay for |low-wage workers than
for high-wage workersin part because Congress recognized when designing the program that low-wage workers are
less able to save for retirement.

Congressional Research Service 12



Federal Employees’ Retirement System: The Role of the Thrift Savings Plan

retirement depends on the percentage of pay that the employee contributed throughout his or her
career, the rate of return earned by the funds in which these contributions were invested, and the
length of time over which the employee and employer contributions to the TSP were in the fund
earning additional interest, dividends, and capital gains. For any given account balance, a higher
annuity interest rate will provide alarger annuity. The annuity interest rate is determined by the
prevailing long-term interest rates in the nation’s credit markets.

Employees covered by FERS have an amount equal to 1% of pay contributed to the Thrift
Savings Plan by their employing agencies, even if the employee makes no voluntary contributions
to the TSP. This amount is not deducted from employee pay. It is paid by the employing agency
from sums appropriated to it by Congress for salaries and related expenses. Assuming a nominal
annual investment return of 6.0%, an employee who retires after 30 years of federal employment
will be able to replace only about 3% of fina salary from his or her TSP account if he or she
never makes avoluntary contribution to the plan. (See Table 4). Assuming an 8.0% rate of return,
the TSP could replace about 4% of pay for aworker who makes no voluntary contributions. (See
Tableb5).

With only the agency automatic 1% contribution, the combined income from FERS, Socia
Security, and the TSP would leave workers at all four illustrated pay levels at or below a 60%
income replacement rate, which is below the 70% to 80% replacement rate that many pension
professionals regard as the minimum necessary for maintaining one's accustomed standard of
living in retirement. By contributing 5% of pay, however, the replacement rate can be boosted
substantially. Even assuming arelatively low nominal rate of return on investment of 6.0%,
annua employee contributions of 5% of pay to the TSP would boost the replacement rate to 76%
at the GS-15 level and to 87% at the GS-4 level after a 30-year career.

Table 4. lllustration of Replacement Rates for FERS-Covered Employee Retiring at
Age 62 After 30 Years of Service

(Assuming an average annual rate of return on TSP of 6.0% (nominal))

GS-4 GS-8 GS-12 GS-I5
Final salary in 2007 dollars: $43,317 $66,494 $106,501 $176,035
Source of retirement income: Percent of pre-tax final salary replaced by each source of income:
FERS basic retirement annuity 32% 32% 32% 32%
Social Security 25% 22% 19% 14%
TSP monthly annuity with only 1% 3% 3% 3% 3%
agency automatic contribution
Total replacement rate, first year 60% 57% 54% 49%
TSP monthly annuity with 5% from 30% 30% 30% 30%
employee and 5% agency match
Total replacement rate, first year 87% 84% 81% 76%
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GS-4 GS-8 GS-12 GS-15
Final salary in 2007 dollars: $43,317 $66,494 $106,501 $176,035
Source of retirement income: Percent of pre-tax final salary replaced by each source of income:
TSP monthly annuity with 10% from 45% 45% 45% 45%
employee and 5% from agency
Total replacement rate, first year 102% 99% 96% 91%

Source: Estimates prepared by the Congressional Research Service.

Notes: Includes only Social Security benefits earned while a federal employee. Estimates reflect current law,
including scheduled increases in retirement age. Estimates of income from the TSP are based on a level, single-life
annuity at the March 2007 annuity interest rate of 5.25%

The impact on replacement rates of the first 5% of employee contributionsis especially large
because each additional percent of pay contributed by the employee brings matching
contributions from the employer. The first 3% of pay contributed by the employee is matched
dollar-for-dollar by the employing agency, and the next 2% of pay is matched by the employer at
the rate of 50 cents on the dollar.

Table 5. lllustration of Replacement Rates for FERS-Covered Employee Retiring at
Age 62 After 30 Years of Service

(Assuming an average annual rate of return on TSP of 8.0% (nominal))

GS-4 GS-8 GS-12 GS-15
Final salary in 2007 dollars: $43,317 $66,494 $106,501 $176,035
Source of retirement income: Percent of pre-tax final salary replaced by each source of income:
FERS basic retirement annuity 32% 32% 32% 32%
Social Security 25% 22% 19% 14%
TSP monthly annuity with only 1% 1% 4% 4% 4%
agency automatic contribution
Total replacement rate, first year 61% 58% 55% 50%
TSP monthly annuity with 5% from 141% 41% 41% 41%
employee and 5% agency match
Total replacement rate, first year 98% 95% 92% 87%
TSP monthly annuity with 10% from 61% 61% 61% 61%
employee and 5% from agency
Total replacement rate, first year 118% 115% 112% 107%

Source: Estimates prepared by the Congressional Research Service.

Notes: Includes only Social Security benefits earned while a federal employee. Estimates reflect current law,
including scheduled increases in retirement age. Estimates of income from the TSP are based on a level, single-life
annuity at the March 2007 annuity interest rate of 5.25%.
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Higher investment returns would result in a higher replacement rate. For an employee who
contributes 5% of pay over a 30-year career, an 8.0% annual rate of return on investment would
result in a TSP account balance that, when converted to a retirement annuity would by itself
replace 41% of final salary. (See Table 5).

Employee contributions above 5% of pay are not matched by the employing agency, but they still
have a substantial impact on replacement rates. Assuming a 6.0% annual rate of return, a 10%
employee contribution to the TSP over a 30-year career would result in areplacement rate from
the TSP of approximately 45% of final pay. (See Table 4). When combined with the FERS basic
annuity and Socia Security benefits, the TSP can increase the replacement rate for those who
contributed 10% of pay to the TSP over a 30-year career to more than 90% of final pay. Assuming
arate of return on investment of 8.0%, employees who contribute 10% of pay over a 30-year
career can replace about 61% of their final pay from the TSP. When combined with the FERS
basic annuity and Social Security benefits, the retirement income resulting from a 10% annual
employee contribution and a 8.0% annual rate of return could result in replacement rates of more
than 100% in the initial year of retirement. (See Table 5).

Estimated Replacement Rates for a 20-Year Employee

Table 6 and Table 7 show the estimated replacement rates achieved by the combination of the
FERS basic annuity, Social Security, and the TSP for an employee who retires at age 62 after 20
years of service under FERS. (Note that the Social Security benefits shown in all examples are
only those that the worker earned during the period that he or she was afederal employee). For a
worker retiring at 62 with 20 years of service, the basic FERS retirement annuity would replace
about 21% of final earnings, regardless of the GS-level from which he or she retires. Because
Social Security’s benefit structure favors low-wage employees, Social Security benefits replace a
higher percentage of fina earnings for aworker retiring at the low end of the general schedule
than for one who retires from ajob at the high end of the pay scale. Social Security benefits
earned during a 20-year period of federal employment would replace approximately 21% of final
earnings for aworker who retires from ajob at the GS-4 level, compared to a replacement rate of
18% at the GS-8 level, 15% at the GS-12 level, and 12% at the GS-15 level. (See Table 6 and
Table7).

The estimates presented in Table 6 and Table 7 make clear that the FERS retirement annuity and
Socia Security benefits accumulated over a 20-year period would not provide alevel of
retirement income that would meet the minimum 70% replacement rate recommended by most
financial advisors. In these examples, the combined replacement rates achieved by the FERS
annuity and the Socia Security benefits attributable to the worker’s period of federal service
range from 35% for a highly-paid employee to 44% for alesser-paid employee. For employees
who make no voluntary contributions to the Thrift Savings Plan, the TSP would add a negligible
amount to these replacement rates. For an employee with 20 years of service who makes no
contributions to the TSP, the agency automatic 1% contribution would replace about 2% of final
pay based on a6.0% annua rate of return. (See Table 6). Assuming a 8.0% annual investment
return, the agency automatic contribution would still replace only 2% of pay for an employee
retiring after 20 years of service. (See Table 7).

The estimates displayed in Table 6 and Table 7 also show that a worker who participatesin the
TSP only during the 20 years immediately preceding retirement will achieve a much lower
income replacement rate than an employee who participates for 30 years. Table 6 shows that an
employee contributing 5% of pay and earning a 6% annual rate of return would be able to replace

Congressional Research Service 15



Federal Employees’ Retirement System: The Role of the Thrift Savings Plan

about 17% of final pay from hisor her TSP account. Thisis 13 percentage points lower than the
30% replacement rate achieved by an employee who contributes 5% of pay over 30 years and
earns a 6% annual return. Contributing 10% of pay over 20 years at an annua investment return
of 6.0% would raise the employee’s replacement rate to 26%; however, thisis about 19
percentage points below the 45% replacement rate achieved by an employee who contributes
10% of pay over a 30-year period, assuming a 6.0% rate of return.

Table 6. lllustration of Replacement Rates for FERS-Covered Employee Retiring at
Age 62 After 20 Years of Service

(Assuming an average annual rate of return on investment in TSP = 6.0%)

GS-4 GS-8 GS-12 GS-15
Final salary in 2007 dollars: $38,943 $59,780 $95,747 $158,261
Source of retirement income: Percent of pre-tax final salary replaced by each source of income:
FERS basic retirement annuity 21% 21% 21% 21%
Social Security 21% 18% 15% 12%
TSP monthly annuity with only 1% 2% 2% 2% 2%
agency automatic contribution
Total replacement rate, first year 44% 41% 38% 35%
TSP monthly annuity with 5% from 17% 17% 17% 17%
employee and 5% from agency
Total replacement rate, first year 59% 56% 53% 50%
TSP monthly annuity with 10% from 26% 26% 26% 26%
employee and 5% from agency
Total replacement rate, first year 68% 65% 62% 59%

Source: Estimates prepared by the Congressional Research Service.

Notes: Includes only Social Security benefits earned while a federal employee. Estimates reflect current law,
including scheduled increases in retirement age. Estimates of income from the TSP are based on a level, single-life
annuity at the March 2007 annuity interest rate of 5.25%.

At an 8.0% annual rate of return, an employee who participates in the TSP only for a 20-year
period can bring his or her total replacement rate closer to the range that is generally considered
necessary for maintaining one’s standard of living in retirement. At thisrate of return on
investment, an employee contributing 5% of pay each year can achieve a replacement rate of 21%
from the TSP, (See Table 7.) Combined with the FERS basic retirement annuity and Social
Security benefits, thiswould yield atotal replacement rate ranging from 54% for aworker retiring
from a GS-15 job to 63% for the lower-paid worker retiring from a GS-4 job. By contributing
10% of pay each year, the 20-year employee can replace an estimated 31% of final pay from the
TSPaone. Thiswould yield atotal replacement rate of 64% for the GS-15 employee and 73% for
the GS-4 employee.
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Table 7. lllustration of Replacement Rates for FERS-Covered Employee Retiring at
Age 62 After 20 Years of Service

(Assuming an average annual rate of return on investment in TSP = 8.0%)

GS-4 GS-8 GS-12 GS-15
Final salary in 2007 dollars: $38,943 $59,780 $95,747 $158,261
Source of retirement income: Percent of pre-tax final salary replaced by each source of income:
FERS basic retirement annuity 21% 21% 21% 21%
Social Security 21% 18% 15% 12%
TSP monthly annuity with only 1% 2% 2% 2% 2%
agency automatic contribution
Total replacement rate, first year 44% 41% 38% 35%
TSP monthly annuity with 5% from 21% 21% 21% 21%
employee and 5% agency match
Total replacement rate, first year 63% 60% 57% 54%
TSP monthly annuity with 10% from 31% 31% 31% 31%
employee and 5% from agency
Total replacement rate, first year 73% 70% 67% 64%

Source: Estimates prepared by the Congressional Research Service.

Notes: Includes only Social Security benefits earned while a federal employee. Estimates reflect current law,
including scheduled increases in retirement age. Estimates of income from the TSP are based on a level, single-life
annuity at the March 2007 annuity interest rate of 5.25%.

Workers Who Leave Federal Employment Before Reaching
Retirement Age

For employees who switch jobs one or more times over the course of their careers, a defined
contribution retirement plan such as the TSP has an advantage over the traditiona defined benefit
pension in that the value of the accrued benefit can continue to increase until the employee
reaches retirement age. All that isrequired for thisto occur isfor the employee to refrain from
spending any lump-sum distributions that he or she may receive before retiring and for the
accrued benefit to remain invested in atax-deferred retirement account that achieves atotal rate
of return before retirement that is greater than the rate of inflation.

Employees who have become vested in atraditional defined benefit pension—including the
FERS basic annuity—are legally entitled to the benefit they have earned upon reaching the plan’s
normal retirement age, even if at that time they no longer work for the employer where they
earned the pension. In most defined benefit pension plans, including FERS, the annuity is based
on the employee’s actual earnings during their period of employment with the firm. These salary
amounts are not adjusted for inflation between the time the employee leaves the firm and the date
of retirement. For example, consider an employee who |leaves the federal government for another
employer at age 40 after 10 years of service. If thisindividual’s highest three consecutive years of
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earnings averaged $40,000, he or she would be entitled to an annuity of $4,000 per year
beginning at age 62.% The worker in this example would be eligible to begin receiving the $4,000
annuity at age 62, 22 years after leaving the federal government. If inflation were to average 3.0%
per year over those 22 years, the retiree’ s first-year annuity of $4,000 would be worth only about
$2,100in 2007 dollars.®

In contrast to the example just cited, the value of a defined contribution plan like the TSP can
continue to grow throughout an individual’s working life, regardless of how often he or she
changesjobs. If the employee in the example above had contributed the maximum permissible
amount to the TSP each year and the contributions had earned an average rate of return of 6%, the
TSP account would have reached a value of approximately $65,000 after 10 years.®* If the
departing employee were to leave this money invested in the TSP or transfer it to another tax-
deferred retirement account, this sum would continue to grow until the employee withdrew the
funds.”® Assuming that the funds earned a relatively modest annual return of 6.0%, the total will
rise to $279,000 by the time thisindividual reached age 65. At current interest rates, this would be
sufficient to purchase an annuity that would pay the retiree $24,564 per year ($2,047 per month)
for therest of hisor her life®

Conclusion

The Thrift Savings Plan plays a pivotal role in helping federal workers achieve adequate
retirement income. Employees covered by FERS who do not make voluntary contributions to the
TSP, and thus receive only the 1% agency automatic contribution, will be able to replace only 2%
to 4% of final annual salary from the TSP at retirement. Most workersin the lower and middle
ranges of the federal salary scale will be able to achieve the 70% salary replacement
recommended by pension analysts from the benefits paid by Social Security and the FERS basic
retirement annuity, but thisis not so for higher-wage federal workers. Federal employees at al
income levels can significantly boost their retirement income by contributing to the TSP, and such
contributions are essential in order for those in the upper third of the federal pay scale to achieve
alevel of income that will allow them to maintain their pre-retirement standard of living.

22 FERS employees accrue benefits each year equal to 1.0% of the average of their high-3 pay. An employee with five
or more years of service can receive afull annuity at age 62.

2 Once payment of a FERS annuity begins, it is protected from inflation by annual cost-of-living adjustments—but
only partially and only for retirees age 62 and older. See CRS Report 94-834, Cost-of-Living Adjustments for Federal
Civil Service Annuities.

24 Based on contributing 10% of pay (plus 5% employer match) on a starting salary of $27,000 and ending salary of
$42,000 earning 6.0% compounded annually.

% Departing employees who have not reached age 55 have the option to leave their TSP accounts intact, in which case
they will continue to accrue interest, dividends, and capital gains until the individua withdraws the money. They also
can “roll over” their TSP accounts into another tax-qualified retirement account such as an Individual Retirement
Account (IRA) or another employer’s 401(k). Alternatively, a departing employee can withdraw his or her funds from
the TSP without rolling them over into another account, in which case both regular income taxes and a 10% tax penalty
will apply.

% Based on alevel, single-life annuity at an interest rate of 5.25%.
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Appendix. Administration of the Thrift Savings
Plan

The Thrift Savings Plan is administered by an independent government agency, the Federa
Retirement Thrift Investment Board, which is charged in statute with operating the Thrift Plan
prudently and solely in theinterest of the participants and their beneficiaries.”” The assets of the
Thrift Plan are maintained in the Thrift Savings Fund, which invests the assets in accordance with
participant instructionsin five investment funds authorized by Congress to be included in the
plan. The Thrift Board has contracted with Barclays Global Investors to manage the index funds
inwhichtheF, C, S, and | Fund assets are invested. The contracts for each fund are open to
competitive bids by qualified investment managers every threeto five years.

The costs of administering the TSP are paid from the assets of the thrift fund. Administrative
costs of the TSP are about six basis points (six-hundredths of 1%), or about 60 cents for each
$1,000 invested.

Participant Accounts

The Thrift Plan maintains individual accounts for each participant. Participant accounts are
credited with the participant’s contributions, agency automatic and matching contributions, and
charged with withdrawals. The value of the participant’s account reflects the number of shares
and the daily share prices of the fundsin which it isinvested. Administrative expenses are a
component of the share price calculation. The benefit to which a participant is entitled isthe
participant’s vested account. Thrift Plan participants can receive account-bal ance information and
conduct transactions by automated telephone service or on the Thrift Plan’s website.®

The Federal Retirement Thrift Investment Board

The Federal Retirement Thrift Investment Board was established by the FERS Act of 1986.° The
board isresponsible for devel oping the investment policies of the Thrift Plan and overseeing the
management of the plan, which is under the day-to-day direction of an Executive Director
appointed by the board.

Three of the five members of the board—including the chairman—are appointed by the President.
The President chooses a fourth member of the board in consultation with the Speaker of the
House and the House Minority Leader and a fifth member in consultation with the Mgjority and
Minority Leaders of the Senate. Members of the board serve four-year terms and all nominations
are subject to Senate confirmation. The law requires that all nominees to the board must be
individuals with “ substantial experience and expertise in the management of financia
investments and pension benefit plans.”*

% 5ee 5U.S.C. § 8472(h).

% The URL of the Thrift Savings Plan website is http://www.tsp.gov.
Y See5U.S.C. §8472.

% 5ee 5U.S.C. § 8472(d).
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Communication and Education

The Thrift Board communicates with plan participants to help them better understand the
investment choices, benefits, and administration of the TSP. Employing agencies distribute
information, including the Summary of the Thrift Savings Plan for Federal Employees, which
provides a comprehensive description of the Plan, aswell as booklets describing the loan
program, withdrawal programs, and annuity options under the plan. Investment information also
is provided through the TSP Fund Sheet and the Managing Your Account leaflets which are
available on the TSP website. The Thrift Board also issues a quarterly newdetter, TSP Highlights.
Participants also can obtain their account balances from the website, request contribution
dlocations and interfund transfers or, in some cases, |oans and withdrawals. The website also
provides various calculators that can be used as retirement planning tools. A TSPvideo is
available explaining the basics of the TSP. TSP Bulletins are issued regularly to inform agency
personnel and payroll specialists of current operating procedures. The ThriftLine, the Board's
toll-free automated voice response system, provides both general plan and account-specific
information.

The authorizing legidation that established the Thrift Board defines the board’s authority and
responsibilities, and provides for substantia independence of the board from political pressures.

Authority
The Thrift Board has the authority to

e appoint the Executive Director of the Thrift Plan;
e remove the Executive Director for cause (This requires four votes);
e establish investment policies for the Thrift Plan;

e instruct the Director to take whatever actions the Board deems appropriate to
carry out the policiesit establishes, and

e submit to the Congress legidl ative proposals relating to its responsibilities under
federal law.

Independence

Members of the board are nominated by the President and confirmed by the Senate, but once
confirmed they cannot be removed from their four-year terms without good cause. The selection
and nomination process are designed to assure that Members of the board are individuals who are
supported by the President and Congress. They serve in times of good behavior, rather than at the
pleasure of the President or Congress, assuring that they can carry out the responsibilities of their
positions without removal from office. The Federal Retirement Thrift Investment Board receives
no appropriations from Congress. Administrative expenses are paid through agency-automatic
contributions forfeited by employees who |leave federal service before they have vested and
charges against participant accounts.
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Responsibility

The law requires that the members of the board shall discharge their responsibilities solely in the
interest of participants and beneficiaries. In practice, this means that the investment policies and
management practices of the fund are evaluated by the board exclusively in reference to the
efficient and prudent management of the fund's assets. This exclusive responsibility servesto
further insulate the board from pressures to adopt investment policies or management practices
that might not be in the long-term interest of preserving and increasing the security and
investment performance of the fund’s assets.

Oversight

To assure that the Members of the Thrift Board remain aware of the interests and concerns of
Thrift Plan participants and beneficiaries, the authorizing legislation established the Employee
Thrift Advisory Council. This 14-member council is appointed by the chairman of the Thrift
Board and must include representatives of federal employee and Postal Service labor
organizations, managerial employees, supervisory employees, female employees, senior
executives, and annuitants. All fiduciaries of the plan, including members of the Thrift Board, are
required by law to be bonded.®! The Secretary of Labor is authorized by law to investigate any
suspected breach of duty by afiduciary of the plan. The financial statements of the Thrift Board
are audited regularly by an independent accounting firm. Congressional oversight of the Thrift
Planis performed by the House Committee on Government Reform and the Senate Committee on
Homeland Security and Governmental Affairs.
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8L A “fiduciary” isaperson in aposition of trust with regard to the property of another. A “bond” is form of insurance
against the potential malfeasance of aplan fiduciary.
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