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COMMISSIONERS’ LETTER

January 29, 2015

We are honored to submit to the President and the Congress of the United States the
enclosed recommendations to modernize the Uniformed Services’ (the Services)
compensation and retirement system. We are confident these recommendations will
ensure that the Services can maintain the most professional All-Volunteer Force
possible, during both peacetime and wartime. Our confidence stems from our
unwavering commitment to the interests of Service members and their families. In
fact, our recommendations, which all members of this Commission unanimously
support, are designed to protect both the overall value of the current benefits package
and the quality of life of the 21st century Force—those who serve, those who have
served, and the families that support them.

The Services’ compensation system provides the Nation with an All-Volunteer Force
without peer. This fact has been proven during the last 42 years and decisively
reinforced during the last 13 years of war. After 42 years of an All-Volunteer Force, the
President and the Congress agreed that it was time to study in detail the pay and
benefits of the Services.

The Services require flexible, modern, and relevant compensation tools to continue to
recruit and retain the high-quality men and women needed to protect and defend our
Nation into the future. Consequently, the Services must be empowered with flexible
personnel-management tools to shape the force as security needs change. Our
proposed reforms provide additional, yet fiscally sustainable, options for Service
personnel managers to design and manage a balanced force. Pursuant to the National
Defense Authorization Act for Fiscal Year 2013, our recommendations are limited to
compensation, retirement, and benefits modernization issues.

Our volunteer Service members are the strength of our military, and it is our
continuous duty and obligation to ensure that the Services are properly resourced.
National security is a Constitutional priority, and fiscal challenges facing our Nation
cannot be solved by focusing solely on the military. Necessary resources include
compensation and benefits for our Service members and their families, who also
deserve long-term stability. It is our view that the current era of ongoing Service
budget reductions and uncertainty is adversely affecting readiness and is increasing
risks in our Nation’s ability to meet growing national security requirements.

Our recommendations improve the efficiency and sustainability of compensation
benefits, and they enhance the overall value of those benefits. Our military pay and
retirement recommendations grandfather the retirement pay of existing retirees and
those currently in the Force. They also maintain the majority of the existing retirement



structure, which is an important retention tool, while allowing members of a younger,
more mobile work force to begin investing in their own future. To better meet the
needs of our Reserve Component, we recommend streamlining Reserve Component
duty statuses. We further recommend an increase in Service members’ opportunity for
coverage in the Survivor Benefit Plan.

In considering the military health benefit, we focused on sustaining medical readiness
by recommending a new readiness command, supporting elements, and framework for
maintaining clinical skills. This system would ensure that today’s medically ready
force would continue to provide the best possible combat care. Our recommendations
also improve access, choice, and continuity of care for family members, Reserve
Component members, and retirees. These recommendations maintain or reduce the
cost of health care for the vast majority of families of active-duty Service members and
establish a fund to lessen the burden of chronic and catastrophic conditions. We
recommend ways to increase collaboration and resource sharing between the
Departments of Defense and Veterans Affairs. The net result of these
recommendations is a modernized health care system that should benefit our Service
members, veterans, retirees, and family members far into the 21st century.

Our recommendations related to quality of life focus on enhancing benefits for Service
members and their families, while improving cost-effectiveness. We recognize the
historically transformative power of the GI Bill. In particular, the Post-9/11 GI Bill has
been effective in improving the education level of numerous Service members,
veterans, retirees, and their families. Our recommendations improve the sustainability
of these education benefits.

Many Service members, retirees, and their families articulated the importance of
Department of Defense commissaries and exchanges. Our findings reflect their view,
and we recommend ways to maintain these benefits at lower costs. We propose several
enhanced benefits for Service members and their families, including additional
coverage for exceptional family members, budgeting for child care facilities, academic
monitoring of dependents in public schools, nutritional assistance coverage, access to
space-available travel, and Service member transition support.

We thank all who have supported the efforts of the Commission, especially the many
Service members, veterans, retirees, and family members who engaged with the
Commission directly. The Commission has received, via in-person and survey
responses, feedback from more than 100,000 active-duty Service members, Reserve
Component members, veterans, retirees, and their families. We have met with more
than 150 Government agencies, military advocates, research institutions, and related
interest groups. We are confident that the recommendations put forward in this report
offer an improved compensation and benefits package.

Ensuring Service members and their families are cared for is a sacred responsibility of
a grateful Nation. Being part of the public discussion regarding how we, as a Nation,
modernize their benefits and fulfill this obligation has been our great honor. We are
confident that implementing these reforms will move the All-Volunteer Force toward a
future that is in the best interest of our Nation’s security and that can be fiscally
sustained. We believe, for those who serve and have served to uphold the military’s



highest traditions and heritage, and the families that support them, the Federal
Government must fulfill its obligation with its enduring commitment in war and in

peace.
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1. EXECUTIVE SUMMARY

The Military Compensation and Retirement Modernization Commission was
established by the National Defense Authorization Act (NDAA) for FY 2013 to provide
the President of the United States and the Congress specific recommendations to
modernize pay and benefits of the Uniformed Services.! The Commission’s legislative
mandate, coming after 42 years with an All-Volunteer Force and 13 years of war, was
to provide recommendations that:

» ensure the long-term viability of the All-Volunteer Force by sustaining the
required human resources of that force during all levels of conflict and
economic conditions;

» enable the quality of life for members of the Armed Forces and the other
Uniformed Services and their families in a manner that fosters successful
recruitment, retention, and careers for members of the Armed Forces and
the other Uniformed Services; and

®" modernize and achieve fiscal sustainability for the compensation and
retirement systems for the Armed Forces and the other Uniformed Services
for the 21st century.?

The President issued a set of eight guiding principles to the Commission.3 This report
addresses those mandates and principles, discusses in detail the areas where reform
is required, states the considerations that should guide reform, and offers specific
recommendations to solve the problems that were identified. For example, the
Commission recommends moving from a purely defined benefit to a blended defined
benefit and defined contribution retirement system. It proposes a new command
dedicated to the oversight of joint readiness, especially readiness of the medical force.
It recommends improving access, choice, and value of the health benefit for active-
duty families, Reserve Component members, and retirees.* It also outlines ways to
sustain Service-member education programs and strengthen numerous family support
programs. These recommendations respond to the preferences of a new generation of
Service members by improving choice and flexibility within their compensation
package. The Commission made a conscious decision that its focus would not be
budget driven. Nevertheless, these recommendations offer efficiencies that
substantially reduce government expenditures. This approach ensures pragmatic

! Throughout this report, “Services” refers to the Uniformed Services, which include the Army, Marine Corps, Navy, Air
Force, Coast Guard, and the Commissioned Officer Corps of the National Oceanographic and Atmospheric
Administration and U.S. Public Health Service (see Armed Forces, 10 U.S.C. § 101(a)(5)). References to the Military
Services or Armed Forces include the Army, Marine Corps, Navy, Air Force, and Coast Guard (see Armed Forces,

10 U.S.C. § 101(a)(4)).

2 National Defense Authorization Act for FY 2013, Pub. L. No. 112-239 subtitle H, 126 Stat. 1632, 1787 (2013)

(as amended by National Defense Authorization Act for FY 2014, Pub. L. No. 113-66, § 1095(b), 127 Stat. 672, 879
(2013)).

3 The President’s guiding principles can be found in Section 4. Government Printing Office, Principles for Modernizing
the Military Compensation and Retirement Systems: Message from the President of the United States, accessed
November 21, 2014, http://www.gpo.gov/fdsys/pkg/CDOC-113hdoc60/html/CDOC-113hdoc60.htm.

4 A retiree is any person who has served at least 20 years in a Service and has been permanently released from duty or
a person who has been released from duty before 20 years of service and declared by the Service to be retired because
of medical condition or disability. See Armed Forces, 10 U.S.C. §§ 3911, 3914 (Army); Armed Forces, 10 U.S.C.

88 6323, 6330 (Navy); Armed Forces, 10 U.S.C. §8§ 8911, 8914 (Air Force); Coast Guard, 14 U.S.C. §§ 291, 355 (Coast
Guard); Navigation and Navigable Waters, 33 U.S.C. § 3044 (NOAA Commissioned Officer Corps); The Public Health
and Welfare, 42 U.S.C. § 212 (U.S. Public Health Service Commissioned Corps).
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fiscal sustainability. Although there may be additional opportunities to identify
efficiencies in personnel and force structure programs, the NDAA for FY 2013 limited
the Commission’s review to compensation modernization issues.

The profound and constant change that has affected our Nation since the inception of
the All-Volunteer Force, coupled with an unprecedented 13 years of war, offer a
compelling backdrop for compensation reform. The Commissioners—comprising more
than 140 years of military service experience among them—have completed a
comprehensive review and analysis of the current benefits of Uniformed Service
members. The Commissioners concluded that several key features of the
compensation system continue to meet the needs of the All-Volunteer Force. The basic
pay table provides simplicity, equity, and transparency, and the targeted changes to
the pay tables in 2000-2001 proved valuable during the 13 years of war. The system of
allowances is appropriate and strikes the correct balance between Service member
compensation and financial assistance for expenses. TRICARE for Life continues to
ensure high-quality health care for retired Service members across the country.

The recommendations in this report are informed by the valuable insights of a broad
range of Service members, veterans, retirees, and their families. The Commission
surveyed more than 1.5 million Service members and retirees. It developed an ongoing
working relationship with more than 30 military and veteran service organizations. It
also received input from numerous research institutions, private firms, and not-for-
profit organizations. The Commission and its staff reviewed nearly 350 distinct
benefits across the U.S. Government, including programs administered by
departments of Defense, Veteran Affairs, Homeland Security, Treasury, Health and
Human Services, Education, Labor, and others. The Military Compensation and
Retirement Modernization Commission Interim Report,6 issued in June 2014,
documents these benefits in detail.

This final report focuses on reforming compensation programs to improve Service
members’ choice of and access to benefits. The recommendations contained within it
enhance the flexibility of the compensation system for the Services, which have the
responsibility to recruit and retain balanced forces and for Service members. The
recommendations improve the cost-effectiveness of delivering high-quality benefits.
Within this framework, the report evaluates each program in light of key changes in
the cultural, generational, and technological landscape since the advent of the
All-Volunteer Force. Though many programs continue to serve their intended purpose,
several are duplicative, and many should be more responsive to the needs of the
contemporary workforce from which the Services draw their personnel. Based on these
findings, this report offers 15 recommendations that have one thing in common: these
recommendations were formulated with the benefit to the Service members, and the
families who support them, as a top priority.

5 A veteran is defined as a “person who served in the active military, naval, or air service, and who was discharged or
released therefrom under conditions other than dishonorable.” Veterans’ Benefits, 38 U.S.C. § 101(2).

6 The Report of the Military Compensation and Retirement Modernization Commission: Interim Report is available for
download at http://www.mcrmc.gov.
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PAY AND RETIREMENT

1. Help more Service members save for retirement earlier in their careers, leverage the
retention power of traditional Uniformed Service retirement, and give the Services greater
flexibility to retain quality people in demanding career fields

The current Uniformed Service retirement system is a useful retention tool for
midcareer Service members, but does not provide retirement savings to the
overwhelming majority of Service members. Under the current system, 83 percent of
the enlisted men and women serving our Nation will never benefit from a traditional
20-year Uniformed Service retirement.” The Services’ retirement system should be
restructured to provide retirement benefits to more than one million current Service
members who would otherwise leave service without any Government-sponsored
retirement savings. Doing so eases the transition of Service members to civilian life by
providing them with retirement savings similar to those of their private-sector peers.
This recommendation blends the recruiting benefits of a modern 401(k)-type plan,
with the retention benefits of the current retirement annuity, lump sum career
continuation pay, and retention bonuses paid at important career milestones in the
lives of Service members. Modeling has demonstrated that such a blended system
would maintain the Services’ current force profiles. It also provides additional
flexibilities to the Services to adjust force profiles if desired to maintain a balanced
force. It would also sustain, and may improve retention and increase lifetime earnings
of retirees.

2. Provide more options for Service members to protect their pay for their survivors

The Survivor Benefit Plan (SBP) has steadily become more attractive as a low cost way
to provide lifetime benefits to retirees’ survivors. The Commission received many
Service member complaints about SBP because of the associated offset from VA
Dependency and Indemnity Compensation (DIC). To help address this concern, a new
SBP option should be implemented for which Service members would fully fund SBP
costs but would no longer be subject to the DIC offset. The existing SBP program with
the DIC offset should be maintained for Service members who want to retain lower-
cost coverage.

3. Promote Service members’ financial literacy

The lack of choice in current pay and benefit programs results in complacency and
insufficient knowledge among Service members with regard to managing their
personal finances. According to the 2013 Blue Star Families Annual Lifestyle Survey,
only 12 percent of Service member respondents indicated they received financial
information from their command or installation.8 DoD should increase the frequency
and strengthen the content of financial literacy training. This enhancement is
especially important because the Commission’s recommendations on retirement and
health care require new financial decisions to be made by Service members. Improved

7 Department of Defense, Valuation of the Military Retirement System; September 30, 2012, 24, accessed December 10,
2014, http:/ /actuary.defense.gov/Portals/15/Documents/MRF_ValRpt2_2012.pdf.

8 Blue Star Families, 2013 Military Family Lifestyle Survey, Comprehensive Report, accessed December 10, 2014,

http:/ /www.mcrmc.gov/public/docs/report/pr/BlueStarFamilies_2013MilitaryFamilyLifestyleSurvey_Comprehensive_
Report_May2013_p34_FinLit FN_12-13-24.pdf.
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financial literacy would also assist Service members from being exploited by predatory
lenders and other financial manipulators.

4. Increase efficiency within Reserve Component status system

Despite the Services’ operational dependence on the Reserve Component (RC) during
the recent conflicts in Iraq and Afghanistan, the current RC status system “is complex,
aligns poorly to current training and mission support requirements, fosters
inconsistencies in compensation, and complicates rather than supports effective
budgeting.” The RC status system causes members to experience disruptions in pay
and benefits as they transition among different duty statuses.!© Mobilization
difficulties also impede operational commanders who need to employ RC personnel.
There are 30 unique statuses under which RC members can be called to duty. The
number of duty statuses should be streamlined to just six to benefit Service members
and ease the Services’ management and operational use of RC forces.

HEALTH BENEFITS

5. Ensure Service members receive the best possible combat casualty care

The vast majority of Service members who were wounded on the battlefield were able
to return home from the wars in Iraq and Afghanistan. Many of them are continuing to
serve our Nation because of the exceptional care they received from our military health
care providers in the field. This medical expertise, honed during more than a decade of
saving lives in combat, must be maintained and further improved whenever possible.
Evidence shows it may be difficult to sustain these combat medical capabilities with
the typical mix of cases seen in the military health care system during peacetime. The
Secretary of Defense, together with the Chairman, Joint Chiefs of Staff, should seek to
enhance dedicated oversight of medical readiness through the creation of a joint
medical component within a newly established joint readiness command, as well as a
medical directorate in the Joint Staff. The Congress and DoD should define and
measure essential medical capabilities (EMCs) to promote and maintain critical
capabilities within the military medical force. DoD should be granted additional
authorities to attract EMC-related cases into military treatment facilities to best
support their mission as a training platform for military medical personnel.

6. Increase access, choice, and value of health care for active-duty family members, Reserve
Component members, and retirees

TRICARE often limits access to care by confining beneficiaries to a lengthy and
frustrating process for obtaining specialty care and to weak networks of civilian health
care providers. The adverse effect of weak provider networks is even more profound for
beneficiaries living in remote locations, including RC members. The Congress should
replace the current health care program with a new system that offers beneficiaries a
selection of commercial insurance plans. Costs of these plans should be offset for
active-duty families with a new Basic Allowance for Health Care (BAHC) and a fund to
lessen the burden of chronic and catastrophic conditions. Mobilized RC members

9 Office of the Assistant Secretary of Defense for Reserve Affairs, Review of Reserve Component Contributions to National
Defense, December 2002, 77.

10 Dolfini-Reed, Michelle and Darlene E. Stafford, Identifying Duty Status Reforms Needed to Support an Operational
Reserve, CRM D0021656.A2 (Alexandria, VA: CNA, 2010), 1.

PAGE 4



SECTION 1
EXECUTIVE SUMMARY

should also receive BAHC to cover the costs of a plan from the new system or of their
existing insurance plan. All members of the RC should be able to purchase a plan
from the DoD program at varying cost shares. Non-Medicare-eligible retirees should
continue to have full access to the military health benefit program at cost
contributions that gradually increase over many years but remain lower than the
average Federal civilian employee cost share as recognition of their military service.
Medicare-eligible retirees should continue to have access to the current TRICARE for
Life program to supplement Medicare benefits.

7. Improve support for Service members’ dependents with special needs

Although the Services provide substantial support for exceptional family members
through various programs, State programs offer differing and additional services.
Unfortunately, Service members often lose access to these state-based programs when
they move between duty stations because of long waiting lists in some states. To
provide continuous support services, benefits offered through the military’s Extended
Care Health Option program should be expanded to include services provided through
state Medicaid waiver programs.

8. Improve collaboration between Departments of Defense and Veterans Affairs

DoD and VA expend tremendous national resources to ensure that Service members
and veterans receive world-class health care. Yet there remain substantial
opportunities for enterprisewide collaboration through standardization, elimination of
barriers, and implementation of best practices. Differences in drug formularies for
transitioning Service members continue to disrupt effective care. Several DoD-VA
resource sharing projects have generated efficiencies for both organizations, but these
efforts are mostly local, isolated arrangements. Medical information cannot yet be
shared seamlessly between DoD and VA, hindering effective care for Service members
and veterans. To resolve these issues, the current DoD-VA Joint Executive Committee
should be strengthened with additional authorities and responsibilities to standardize
and enforce collaboration between the organizations.

QUALITY OF LIFE PROGRAMS

9. Protect both access to and savings at DoD commissaries and exchanges

DoD commissaries and exchanges provide valued financial benefits to Service
members and should be maintained. According to the 2013 Living Patterns Survey
conducted by Defense Manpower Data Center, more than 90 percent of active-duty
Service members use commissaries and exchanges.!! Although there are many
differences between commissaries and exchanges, the Commission found these two
activities perform similar missions, for similar patrons, with similar staff, using similar
processes. DoD commissaries and exchanges should be consolidated to leverage these
similarities. The merger of many back-end operation and support functions, alignment
of incentives and policies, and consistent implementation of best practices should
achieve significant efficiencies while maintaining the value of the benefits for Service
members and their families.

11 Defense Manpower Data Center, Living Patterns Survey, Tabulation of Responses,18,
http:/ /www.mcrmc.gov/public/docs/report/qol/2013_DMDC_LivingPatternSurvey_Commissary_Usage.pdf .
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10. Improve access to child care on military installations

Service members’ operational readiness is directly related to their ability to be at work.
Access to quality, convenient, and affordable childcare is an important part of
readiness. Yet the Commission found that demand for military child care often exceeds
availability, resulting in more than 11,000 children on waiting lists as of September
2014.12 The Congress should reestablish the authority to use operating funds for
minor construction projects up to $15 million for expanding or modifying child
development program facilities serving children up to 12 years of age.!3 DoD should
standardize reporting and monitoring of child care wait times across all types of
military child care facilities. DoD should also streamline child care personnel policies
to help ensure proper staffing levels.

11. Safeguard education benefits for Service members

The Military Services have repeatedly emphasized the importance of using education
benefits as recruiting and retention tools. Ensuring the robustness of these programs
is one of the best ways to guarantee the future of the All-Volunteer Force. There are
duplicative and inefficient education benefits that should be eliminated or streamlined
to improve the sustainability of the overall education benefits program. The
Montgomery GI Bill Active Duty and the Reserve Education Assistance Program should
be sunset in favor of the Post-9/11 GI Bill. Service members who reach 10 years of
service and commit to another 2 years should be allowed to transfer their Post-9/11
GI Bill benefits to dependents. The housing stipend of the Post-9/11 GI Bill should be
sunset for dependents, as should unemployment compensation for anyone receiving a
housing stipend.

12. Better prepare Service members for transition to civilian life

Transitioning from the Military Services to civilian life is more challenging than it
needs to be. Unemployment is still a challenge facing far too many of our veterans,
especially for veterans aged 18 to 24, who had higher unemployment rates in 2013
than nonveterans of the same age group (21.4 percent and 14.3 percent,
respectively).1* To better support transition and veteran employment, DoD should
require mandatory participation in the Transition GPS education track. The
Department of Labor should permit state departments of labor to work directly with
state VA offices to coordinate administration of the Jobs for Veterans State Grant
program. The Congress should require One-Stop Career Center employees to attend
Transition GPS classes to develop personal connections between transitioning veterans
and One-Stop Career Centers.

13. Ensure Service members receive financial assistance to cover nutritional needs

The Commission recognized that some Service members, particularly those with large
families, will continue to need financial help to purchase nutritious food for their
families. The Department of Agriculture’s Supplemental Nutrition Assistance Program

12 Department of Defense and Services Child Development Program Managers, briefing to MCRMC, August 8, 2014.
DoD, e-mail to MCRMC Staff, September 9, 2014.

13 See National Defense Authorization Act for FY 2006, Pub. L. No. 109-163, § 2810 (2006). The authority originally
expired in 2007, but was extended until 2009, when it was allowed to expire. See National Defense Authorization Act
for FY 2008, Pub. L. No. 110-181, § 2809 (2008). See also Armed Forces, 10 U.S.C. § 2805.

14 U.S. Department of Labor, Bureau of Labor Statistics, Economic News Release, Table 2A: Employment Status of
Persons 18 Years and Over by Veteran Status, Age, and Period of Service, 2013 Annual Averages, accessed
September 24, 2014, http:/ /www.bls.gov/news.release/vet.t02A.htm.
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(SNAP), better known as food stamps, should be the means by which they receive that
help in the United States. The Family Subsistence Supplemental Allowance (FSSA),
the Military Services’ alternative to SNAP, served only 285 Service members in
FY 2013,!5 in large part because SNAP is more generous and creates fewer potential
social stigmas for recipient families. FSSA should be retained for Service members in
overseas locations where SNAP assistance is unavailable, but should be sunset in the
U.S. and other locations where SNAP is available.

14. Expand Space-Available travel to more families of Service members

Dependents of Service members who are deployed for more than 120 days can fly,
unaccompanied, on military aircraft when there is space available. But shorter
deployments are becoming routine for some. The quality of life of Service members’
dependents should be improved by providing access to unaccompanied travel on
military aircraft for deployments of 30 days or more.

15. Measure how the challenges of military life affect children’s school work

Children of active-duty Service members are not being identified separately in
nationwide reporting of student performance. These children experience unique
stresses associated with parental deployments and frequent relocations that can
adversely affect academic performance. A military dependent student identifier should
be implemented through Elementary and Secondary Education Act reporting to
identify students who are children of active-duty Service members. This identifier
would enable consistent reporting on the academic performance of military
dependents, as well as identification of the support required to meet their needs.

15 Director of Military Compensation, Office of Personnel and Readiness, e-mail to MCRMC, August 5, 2014.
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2. GENERAL CONCLUSIONS

The Commission drew six overarching conclusions regarding the current and future
state of Uniformed Service compensation. These conclusions reflect general trends and
overall findings that were observed during the past 18 months of data gathering and
analysis. They serve as a core framework for the specific recommendations for
modernization that follow in this report.

Core Compensation Structure. Though individual compensation programs would
benefit from modernization, as detailed in the following sections of this report, the
overall structure of the current compensation system is fundamentally sound and
does not require sweeping overhaul. A combination of pay, health care, retirement,
and ancillary benefits is normal for large organizations. Thus, reforms to the current
compensation package should be judicious, targeted improvements that “do no harm”
to the bulk of the system. Changes should focus on improving value and outcomes
through the modernization of specific programs no longer meeting the full
requirements of the 21st century All-Volunteer Force.

The basic pay table should be retained in its current form. It has proved an effective
cornerstone of the compensation system for decades. The pay table, coupled with the
Services’ personnel management policies, provides strong performance incentives. It is
simple, transparent, and equitable, thereby contributing to cohesion within the Force.
It should continue to be supplemented with various special and incentive pays with
which the Services can adjust compensation levels based on changing economic
conditions or labor market dynamics. Similarly, the Reserve Component (RC) pay
system should remain in its current form, as it effectively compensated RC members
during 13 years of war. It also strikes an appropriate balance between drill weekend
compensation and ancillary responsibilities for which RC members may not be fully
reimbursed.!

In addition, the system of allowances (e.g., Basic Allowance for Housing, Basic
Allowance for Subsistence) should continue to supplement basic and specials pays.
The Commission examined the allowance system in detail, considering features such
as the tax-free nature of some allowances and the fairness and equity of differing
allowance rates. The Commission also investigated whether eliminating the allowance
system would improve the overall transparency of the compensation system. As
currently designed, however, the allowance system strikes an appropriate compromise
between representing compensation to Service members and assistance for their living
expenses.

1 The Commission reviewed policies associated with RC members in a nonpay status who drill for points for retirement
purposes, particularly those of the Navy (BUPERSINST 1001.39F) because it represents many of these RC members.
According to Navy Reserve manpower subject matter experts, most of these Navy RC members reached high-year
tenure without accumulating 20 years of qualifying service for retirement purposes. Nonpay drilling allows these
members to reach retirement eligibility requirements. Some members voluntarily request to be in a nonpay drilling
status to accommodate their individual needs. Others are unable to find a vacant billet for which they would receive
both pay and drill points, typically because they were promoted out of a paid billet during a time when promotions
were not connected to vacancies at the next pay grade. Navy RC promotion policies have changed to generally prevent
promotions independent of paid billets at the next pay grade. The Commission urges the Services to communicate
policy concerning nonpay drilling to RC members earlier in their careers and to align RC manpower and personnel
levels to further reduce nonpay drilling.
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Health care benefits have been, and will continue to be, an important element of
compensation. Health care should continue to be offered across the life-cycle of a
military member. Active-duty Service members and their families should receive
access to a health care benefit, as should eligible members of the RC. Retired Service
members should also have access to health care, with TRICARE For Life to
supplement Medicare benefits. These benefits should be modernized to provide
beneficiaries with additional choice, access, and value. The military health system
needs to be modernized with the best business practices to ensure the very best in
access and delivery for an efficient and effective health care system.

Quality of life benefits play a valuable role in Service member compensation. They are
designed to mitigate many of the effects on Service members and their families
associated with frequent moves, assignments to difficult locations far away from
extended family and other support networks, deployments of family members,
demanding work schedules, and other military lifestyle challenges. Though the
Commission explored several strategies to modernize quality of life programs,
including monetizing all “in-kind“ benefits, it recognizes these programs provide peace
of mind with respect to Service members’ families. Providing the actual benefit instead
of additional cash compensation ensures important needs are met. Although this
report contains recommendations related to some quality of life programs, the overall
suite of benefits does not require sweeping reform.

Advantages of Targeted Modernization. Modernization of compensation programs
would provide new substantial benefits to Service members while bending the
Government’s cost curve. The remainder of this report details recommendations to
improve benefits and fiscal sustainability. Key examples of the advantages of
modernization include:

1. Modernized Retirement System

- maintains the Services’ existing recruiting and retention levels, promoting
the continuance of the All-Volunteer Force

- provides new Government-sponsored retirement assets to the 83 percent of
Service members who currently leave the Force without vesting for a defined
benefit annuity

- increases the expected value of Government-sponsored retirement assets for
Service members who retire after reaching 20 years of service

- reduces annual DoD budgetary costs and Federal outlays, in FY 2016
constant dollars, by $1.9 billion and $4.7 billion, respectively, after full
implementation

2. Modernized Readiness Oversight
- establishes a four-star Command to oversee joint readiness, especially the
readiness of the military medical force
- defines essential medical capabilities and clinical skill standards that must
be sustained during peacetime to prepare for the next conflict
- improves the workload and case mix in military hospitals to provide
additional opportunities for military personnel to maintain clinical skills

3. Modernized Health Benefit
- improves access and choice in health care by allowing Service members and
retirees to select from a menu of commercial health care plans
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- eliminates the existing TRICARE referral process, which is a source of
substantial frustration to Service members and their families

- provides active-duty Service members with a new Basic Allowance for Health
Care (BAHC) to offset costs for commercial health care, plus an additional
program to further offset costs of chronic or catastrophic conditions

- reduces annual DoD budgetary costs and Federal outlays, in FY 2016
constant dollars, by $6.7 billion and $3.2 billion, respectively, after full
implementation

4. Modernized Service Member Education Benefits
- maintains the Post-9/11 GI Bill while eliminating redundant education
programs
- aligns transferability of education benefits to mid-career retention
milestones
- reduces annual Federal outlays, in FY 2016 constant dollars, by $4.8 billion
after full implementation

Modernization Without Compensation Reductions. By focusing modernization
reforms on the structure of various benefits, fiscal sustainability can be improved
without reducing the value of benefits to Service members. The recommendations in
this report will result in substantial reductions in Federal spending. They also
generally improve the value of the compensation system for Service members. Table 1
presents values from a military Leave and Earnings Statement (LES), including
estimated changes from the recommendations detailed throughout the remainder of
this report. In each LES line item, this Service member would receive the same or
additional benefits. A new BAHC offsets expected out-of-pocket costs for a commercial
health care plan, including an automatic allotment to pay the health care plan
premium. Government contributions on behalf of Service members into the Thrift
Savings Plan (TSP) would provide new retirement savings for the entire Force while
compensating Service members for a reduced defined benefit (DB) annuity. BAHC and
TSP contributions would provide additional Federal tax advantages to Service
members. The increase in end-of-month pay shown on the LES would compensate for
insurance costs and DB reductions, and Service members would not lose take-home
pay as a result of the modernization recommendations in this report.
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Table 1. Changes to a Leave and Earnings Statement of
an Active-Duty E5 with 10 YOS?

CURRENT ALTERNATIVE CHANGES
COMPENSATION COMPENSATION IN
SYSTEM SYSTEM COMPENSATION
ENTITLEMENTS
Basic Pay $3,076.20 $3,076.20 $0.00
Basic Allowance for Subsistence $357.55 $357.55 $0.00
Basic Allowance for Housing $1,152.00 $1,152.00 $0.00
Basic Allowance for Health Care $0.00 $305.00 $305.00
Thrift Savings Plan, Government Automatic Contribution $0.00 $30.76 $30.76
Thrift Savings Plan, Government Matching Contributions $0.00 $92.29 $92.29
TOTAL ENTITLEMENTS $4,585.75 $5,013.80 $428.05
DEDUCTIONS
Standard Deductions $844.33 $844.33 $0.00
Thrift Savings Plan, Member Contributions $92.29 $92.29 $0.00
TOTAL DEDUCTIONS $936.62 $936.62 $0.00
ALLOTMENTS
TRICARE Dental $32.89 $32.89 $0.00
TRICARE Choice Health Plan $0.00 $236.91 $236.91
TOTAL ALLOTMENTS $32.89 $269.80 $236.91
MONTHLY PAY $3,616.24 $3,807.38 $191.14

Modernizing the retirement system can also provide additional value for Service
members. Take, for example, a blended retirement system that features a modified
version of the current DB, a defined contribution (DC) component through TSP, and
lump-sum continuation pay awarded at 12 years of service (YOS). The DC component
of this blended plan would provide new retirement benefits to the 83 percent of the
Force that would otherwise leave service without Government-sponsored retirement
savings. It would allow Service members over time to increase retirement savings
through compounding investment returns.3 Service members who contribute to TSP
would reduce their taxable income because contributions would be invested as pretax
dollars, which would allow Service members to retain more income. The combination
of DB and DC assets, plus continuation pay, would be expected to exceed the value of
the current DB-only retirement system for those who reach 20 YOS. As shown in
Figure 1, the net present value of the current DB annuity for a typical enlisted Service
member who retires after 20 YOS would be $201,282. Under a blended retirement
system in which the Service member contributes 3 percent of their basic pay to the DC
plan, Government-sponsored retirement assets at 20 YOS would total $217,131, an
increase of 8 percent. The Service member’s own DC contributions would be valued at
another $31,518, providing total retirement assets valued at $248,649. The value of
Government-sponsored retirement assets for officers would be expected to increase by
10 percent.

2 Assumes an active-duty E5 who has dependents, has 10 YOS, is stationed at Fort Bragg, and is in a 15 percent
Federal tax bracket. Alternative compensation system values are estimated assuming implementation of the
Commission’s recommendations and assuming that the Service member will contribute 3 percent of basic pay into the
Thrift Savings Plan and will participate in the proposed health benefit program (i.e., TRICARE Choice).

3 See Recommendation 1 of this report for details of TSP.
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Figure 1. Retirement Assets of a Retiring Active-Duty E7, Current
vs. Blended Retirement Plans*
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Results from the Commission’s survey show that Service members recognize the
increased benefit of alternative compensation systems. As shown in Figure 2, active-
duty survey respondents indicated that they would prefer the modernized
compensation system detailed in this report over the status quo by a margin of 4 to 1.5
While being more preferable, the proposed compensation system improves fiscal
sustainability, providing a win-win solution for Service members and the Services.

4 The Commission reviewed policies associated with RC members in a nonpay status who drill for points for retirement
purposes, particularly those of the Navy (BUPERSINST 1001.39F) because it represents many of these RC members.
According to Navy Reserve manpower subject matter experts, most of these Navy RC members reached high-year
tenure without accumulating 20 years of qualifying service for retirement purposes. Nonpay drilling allows these
members to reach retirement eligibility requirements. Some members voluntarily request to be in a nonpay drilling
status to accommodate their individual needs. Others are unable to find a vacant billet for which they would receive
both pay and drill points, typically because they were promoted out of a paid billet during a time when promotions
were not connected to vacancies at the next pay grade. Navy RC promotion policies have changed to generally prevent
promotions independent of paid billets at the next pay grade. The Commission urges the Services to communicate
policy concerning nonpay drilling to RC members earlier in their careers and to align RC manpower and personnel
levels to further reduce nonpay drilling. Service members would receive CP to promote midcareer retention. This
comparison of retirement assets assumes CP is saved and invested for retirement.

5 The figure represents a close approximation of the preferences of the Commission’s recommendations, since the
survey did not address all compensation recommendations of the Commission.
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Figure 2. Percent of Active-Duty Service Members Who Prefer the
Current or Proposed Compensation System
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Member Choice, Access, and Quality. A fundamental mismatch has developed
between the conditions and requirements of a 21st century workforce and some
Uniformed Service compensation programs. The modern civilian workforce prioritizes
characteristics such as choice, access, and flexibility over rigid compensation
structures. While military life is different from that of civilians, the Services necessarily
recruit and retain Service members from broader labor markets. If the Uniformed
Services compensation system does not adjust to the preferences of labor market
participants, the Services will be at a growing competitive disadvantage for attracting
our Nation’s best workers.

Substantial changes in demographics and society are not reflected in key aspects of
the current compensation system, much of which dates back to 1973 and the birth of
the All-Volunteer Force or earlier. Similarly, demographic changes in the Force, such
as the increase in women and Service members with children, reflect trends that are
not accurately incorporated into the current compensation and benefits package. In
the 21st century, prospective recruits and current Service members considering
whether to transition to the civilian sector are better educated and more
technologically savvy than in previous decades.® Some current programs simply
comprise piecemeal updates or adjustments to long-standing programs and do not
fully reflect the changing preferences of both the Force and society.

The unprecedented operational use of the RC during the last 13 years of war also has
implications for the compensation system. In particular, mobilization of the RC
highlighted the need for higher levels of medical and dental readiness during
peacetime. Recurrent deployments of RC members also showed that processing RC
orders could be substantially more efficient. The Commission’s recommendations offer

6 MCRMC, Report of the Military Compensation and Retirement Modernization Commission: Interim Report, June 2014,
248-267, http:/ /www.mcrmec.gov/index.php/reports.
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additional health and dental care choices to RC members and streamline RC duty
statuses. These improvements would smooth the movement of the RC between
operational and strategic postures. Nonetheless, DoD should determine the future
posture of the RC and ensure compensation resources are aligned to support the
National Guard and Reserves. Such alignment would better meet the needs of Service
members and positively affect recruitment, retention, and readiness.

Service Flexibility. The Services, as well as Service members, would benefit from
additional flexibility in the compensation system. Changing national security
requirements will necessarily demand adjustments to manpower requirements.
Compensation requirements will vary with changes in the national economy or labor
markets. Service personnel managers therefore need a compensation system with
which they can easily adjust compensation to obtain the appropriate mix of personnel
skills and experience levels. In particular, the Services may benefit from the authority
to vary retirement options for different career fields. The retirement system is
instrumental in determining the shape of the Services’ force profiles.” Yet the current
one-size-fits-all retirement system does not address fundamental differences in the
skill sets, training requirements, and career paths of various professions. For example,
doctors, linguists, and cyber personnel have skills that are expensive to acquire and
improve over time. The Force may benefit from a flexible retirement system that
incentivizes them to remain in service longer than other occupational specialties.

The Services would also benefit from additional flexibility in the management of the
Military Health System. A coordinated, strategic framework is required to sustain and,
whenever possible, improve upon the tremendous medical skills that were
accumulated during the last 13 years of war. New command oversight, coupled with
authorities and tools to enhance medical training opportunities during peacetime,
would prevent the potential atrophy of operational medical skills and expertise that
are critical to DoD’s operational mission. In particular, DoD would benefit from the
authority to attract additional cases into Military Treatment Facilities related to
essential medical capabilities that should be retained within the military’s medical
force for national security purposes.

Effective Oversight. The Nation requires strong and dedicated oversight of military
personnel and readiness programs to maintain the high combat and support
capabilities that have developed during 13 years of war. The tools that contributed to
the Force’s success should be sustained and, whenever possible, improved. Lessons
learned during the wars need to be integrated into peacetime training programs and
institutionalized throughout the Force. This need for centralized leadership and a
focus on combat readiness is especially important in military medicine.
Recommendations in this report address additional oversight and readiness tools
within DoD.

Two additional improvements, both beyond the scope of this Commission, may serve
to further enhance the Nation’s capability to provide the best quality medical care for
Service members, both on the battlefield and as they transition from DoD to VA care.
First, Congressional oversight of DoD and VA medical programs is not unified, which
may contribute to ongoing shortfalls in coordination between the two Departments
and weaknesses in transitioning Service member care from DoD to the VA.

7 See Section 3, Recommendation 1 for further explanation.
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Recommendations in this report seek to improve the ways in which DoD and VA work
together, but coordination would be further improved if Congressional appropriations
committees were realigned to provide unified oversight of both medical systems. The
House and Senate Appropriations Subcommittee for Military Construction, Veterans
Affairs, and related Agencies could expand their jurisdiction to include DoD’s military
health delivery system. The Subcommittee would have appropriations oversight over
the construction of DoD and VA hospitals, clinical operations, information
technologies, supply-chain, operations, and related work streams. Doing so would also
provide the kind of long-term support and oversight a $100-billion-per-year health
care system needs.

The Commission does call for a continuous effort toward increased collaboration
between DoD Health Affairs and VA Health Administration to capture synergies of
excellence with the goal of seamless transition of Service members and veterans. It is
prudent and worthy for the Congress to explore all possibilities and opportunities to
improve the DoD and VA health systems including the consideration of creating a
single military health care system for all current military and eligible veterans. To
determine the structure, authorities, and leadership responsibilities of such a health
system was beyond the scope of this Commission and would require systemic changes
that may take years to implement effectively.

Fiscal Sustainability and Federal Budget Pressures. Though the fiscal
sustainability of Uniformed Services compensation is both relevant and important, the
modernization of Service compensation cannot be the cornerstone of attempts to
address larger political goals or budgetary concerns. Recent trends placing continued
downward pressures on military budgets are expected to continue. National security is
a Constitutional priority and fiscal challenges facing the Nation cannot be solved by
focusing solely on the Services. Any attempts to use changes in Service members'
compensation and benefits to do so would undermine the effectiveness of the All-
Volunteer Force.

Maintenance of the All-Volunteer Force requires compensation levels that allow
recruitment and retention of high quality personnel in service to our Nation’s defense.
Though the men and women of the Services have demonstrated time and again a
willingness to make substantial sacrifices to serve the Nation, fair and adequate
compensation and a good quality of life should not be included among the items
Service members forgo. The Commission does not take a position on compensation
levels. These items are the appropriate domain of the Congress and the Uniformed
Services, so they can preserve the flexibility to build and maintain the Force necessary
to meet national security needs. The Commission does conclude that any general
reduction in Service member compensation must be part of a larger national
discussion regarding budgetary constraints and entitlements, which is beyond the
scope of this Commission.

It is possible, however, to modernize some compensation programs to improve their
value to Service members while making them more fiscally sustainable. Improvements
in the efficiency of some compensation programs would allow for win-win situations
that improve responsiveness, quality, and outcomes for Service members and their
families, while lowering cost to the American taxpayer. Where such opportunities
exist, the Services’ compensation system should be improved to implement efficiencies
as a means of good stewardship. While maintaining the overall value of the current
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benefits package, these recommendations offer efficiencies that reduce Government
expenditures by as much as $10 billion per year.

Other Agency Programs. The Commission reviewed a large number of programs
affecting Service members across Government agencies, and its recommendations for
modernization focus primarily on programs funded and administered by the
Uniformed Services. The recommendations in this report account for benefits that
Service members receive from other Government agencies; however, this report does
not, for example, contain recommendations related to Department of Veterans Affairs
disability compensation or programs such as Department of Education Impact Aid.
Nevertheless, the targeted modernization of key compensation and benefit programs
could improve the experiences of Service members across the board.

Improving choice, access, and quality for Service members and their families should
be at the heart of any modernized compensation system. This system should retain
the core strengths that have sustained our Nation’s All-Volunteer Force for 42 years
and through 13 years of war, while definitively modernizing programs and program
components that inadequately reflect the conditions and preferences of a 21st century
workforce. Doing so would improve the value of compensation programs to Service
members and their families. It would also allow the Services to recruit and retain
quality personnel in a more competitive employment landscape, and through
improvements in efficiency and accountability, it would help ensure continued fiscal
sustainability of the compensation system for years to come.
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3. RECOMMENDATIONS

PAY AND RETIREMENT

RECOMMENDATION 1: HELP MORE SERVICE MEMBERS SAVE FOR
RETIREMENT EARLIER IN THEIR CAREERS, LEVERAGE THE RETENTION
POWER OF TRADITIONAL UNIFORMED SERVICES RETIREMENT, AND GIVE
THE SERVICES GREATER FLEXIBILITY TO RETAIN QUALITY PEOPLE IN
DEMANDING CAREER FIELDS BY IMPLEMENTING A MODERNIZED
RETIREMENT SYSTEM.

Background:

Currently, Service members in the Active Component (AC) may request to retire after
20 years of service (YOS).! Beginning the month after retirement, they receive annuity
payments on the first day of each month.2 These annuity payments are generally
calculated by multiplying a member’s retired pay base by 2.5 percent for each year of
creditable service.3 Before January 1, 2007, the multiplier was capped at 75 percent of
a Service member’s retired pay base; however, this cap has been lifted for Service
members retiring after January 1, 2007.4

Service members in the Reserve Component (RC) may also request retired pay after
20 years of creditable service.> The formula for calculating their monthly annuity
payments is the same as for AC Service members; however, years of service are
calculated by dividing the number of Reserve points by 360.6 There are two major
distinctions between RC and AC retirement pay. RC annuity payments do not begin
until retirees reach age 60,7 and only years in which RC Service members accumulate
S50 Reserve points are considered “creditable.”®

1 Each Uniformed Service has its own authority found respectively at Armed Forces, 10 U.S.C. §§ 3911, 3914 (Army);
Armed Forces, 10 U.S.C. 8§ 6323, 6330 (Navy); Armed Forces, 10 U.S.C. §§ 8911, 8914 (Air Force); Coast Guard,

14 U.S.C. 8§ 291, 355 (Coast Guard); Navigation and Navigable Waters, 33 U.S.C. § 3044 (NOAA Commissioned Officer
Corps); The Public Health and Welfare, 42 U.S.C. § 212 (U.S. Public Health Service Commissioned Corps).

2 Armed Forces, 10 U.S.C. § 1412(b).

3 Armed Forces, 10 U.S.C. § 1409(b). Service members’ retired pay base is dependent upon the date they entered
service. 10 U.S.C. § 1406 provides that for a Service member who entered before September 8, 1980, the retired pay
base is his or her final month of basic pay. 10 U.S.C. § 1407 provides that for a Service member who entered after
September 7, 1980, the retired pay base is the total monthly basic pay for the member’s last 36 months divided by 36.
Pursuant to 10 U.S.C. § 1409(b)(2), if a Service member elects to receive the 15-year Career Status Bonus, his or her
multiplier is reduced by 1 percent for each full year that the member’s years of creditable service are fewer than 30.
4 National Defense Authorization Act for FY 2006, Pub. L. No. 109-364, § 642, 120 Stat. 2083, 2259-2260 (2006).

5 Armed Forces, 10 U.S.C. § 12731.

610 U.S.C. § 12733. The years of service to be credited to the Service member are calculated by dividing 360 into the
member’s total points except that the member is capped to 130 points in a 1-year period. That cap does not apply to
points earned for active service.

7 Armed Forces, 10 U.S.C. § 12731. Under 10 U.S.C. § 12731(f), a Service member in the Reserve Component may
begin to receive retired pay before the age of 60. For every 90 days of active service in a designated combat zone, the
eligibility age is reduced by 3 months. The eligibility age may not be reduced to younger than age 50.

8 Armed Forces, 10 U.S.C. § 12732. Points may be earned for various reasons, including membership in the Reserve
Component, active service, and drill attendance.
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Since 2000, Service members have been authorized to participate in the Thrift Savings
Plan (TSP),° which is a defined contribution (DC) plan that allows eligible participants
to contribute a portion of their pay into a tax-deferred investment account.1© The TSP
was created as part of the reform of the Federal civilian employee retirement plan in
1986.11 It is maintained by the Federal Retirement Thrift Investment Board, which sets
the investment policies for the plan.!2 Contributions to the TSP can be invested
through a series of funds with broad market diversification, including short-term
U.S. Treasury funds, corporate bond funds, and both domestic and international stock
index funds.!3 Over time, funds invested in TSP generally increase in value because of
compounding investment returns. According to TSP, investments in corporate bonds
and stocks “have higher potential returns than ... Government securities,” although
they “also carry the risk of investment losses.”'4 The Services do not contribute to
Service members’ TSP accounts.!5

The existing retirement system is effective in providing benefits to Service members
who retire after 20 years of service. As such, it plays an important role in readiness
and retention of the All-Volunteer Force, especially among members who have served
10 or more years, as discussed below.16 The Service retirement system as currently
constituted, however, provides no benefits for Service members who serve fewer than
20 years, so these members receive no retirement benefit in compensation for their
service to the Nation.17?

The All-Volunteer Force increasingly comprises Service members born after 1980,
members of the “millennial” generation. Research has shown members of this
generation change jobs frequently and tend to favor flexible retirement options, rather
than the defined benefit pension plans preferred by previous generations.!8 Although
Service members who separate with fewer than 20 YOS may be eligible for service-
related benefits, including education benefits,!9 preferential hiring,20 and employment

9 National Defense Authorization Act for FY 2000, Pub. L. No. 106-65, §§ 661-663, 113 Stat. 512, 670-674 (1999) as
amended by National Defense Authorization Act for FY 2001, Pub. L. No. 106-398, § 661, 114 Stat. 1654, 1654A-167
(2000).

10 Government Organization and Employees, 5 U.S.C. §§ 8432(a), 8440(a). Service members may also contribute to a
Roth TSP pursuant to Government Organization and Employees, 5 U.S.C. § 8432d.

11 Federal Employees’ Retirement System Act of 1986, Pub. L. No. 99-335, 100 Stat. 514 (1986).

12 Government Organization and Employees, 5 U.S.C. § 8472. The Board is required, pursuant to 5 U.S.C. § 8438(b)(1),
to establish five different index funds: one each for Government Securities, Fixed Income, Common Stock, Small
Capitalization Stock, and International Stock. The Board has also created lifecycle funds that automatically allocate
funds in a participant’s account to meet the needs of a participant’s anticipated retirement date.

13 Thrift Savings Plan, Summary of the Thrift Savings Plan, accessed December 12, 2014,

http:/ /www.tsp.gov/PDF/formspubs/tspbk08.pdf.

14 Thrift Savings Plan, Summary of the Thrift Savings Plan, 14, accessed December 12, 2014,

http:/ /www.tsp.gov/PDF /formspubs/tspbk08.pdf.

155 U.S.C. § 8440e¢(e) prohibits contributions from the Services unless there was an agreement reached pursuant to
37 U.S.C. § 211(d).

16 See e.g., Department of Defense, Report of the Tenth Quadrennial Review of Military Compensation, Volume II Deferred
and Noncash Compensation, July 2008, 10, accessed December 14, 2014,

http:/ /www.defense.gov/news/qrmcreport.pdf. See also Baylor University, Reduced Retirement Benefits: Should I stay
or go?, accessed August 26, 2014, https://bearspace.baylor.edu/J_West/www/retire.pdf. See also Figure 1.

17 Armed Forces, 10 U.S.C. 8§ 3911, 3914, 6323, 6330, 8911, 8914. Coast Guard, 14 U.S.C. §§ 291, 355. Navigation
and Navigable Waters, 33 U.S.C. § 3044. The Public Health and Welfare, 42 U.S.C. § 212.

18 Transamerica Center for Retirement Studies, Millennial Workers: An Emerging Generation of Super Savers, 15t
Annual Transamerica Retirement Survey, 9, accessed November 10, 2014,

http:/ /www.transamericacenter.org/docs/default-source /resources/center-research /tcrs2014_sr_millennials.pdf.

19 Veterans Benefits, 38 U.S.C. §§ 3311-3325.

20 Employment, 5 U.S.C. § 2108.
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assistance,?! the current retirement system does not provide them with any financial
contribution toward their long-term economic security after separation.

For additional information on Uniformed Services retirement, please see the Report of
the Military Compensation and Retirement Modernization Commission: Interim Report
(Section 3.4).

Findings:

Force Profiles

In developing recommendations to modernize Uniformed Services retirement and
compensation systems, the Commission’s primary goal was to ensure that the Services
can maintain the most professional All-Volunteer Force possible, during both
peacetime and wartime. An important part of this goal was making certain the
Services are able to maintain their desired rank and experience structures. Figure 3
displays the current active-duty force profiles.22 Representatives of each of the
Uniformed Services communicated to the Commission the crucial message that any
modernized package of pay and benefits should enable the Services to maintain
similar active-duty force profiles.

Figure 3. Continuation Rates for Active-Duty Officers and Enlisted
Personnel, FY 2013
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The current defined benefit (DB) retirement plan23 is a key determinant in shaping
these force profiles. The active-duty force constitutes a “closed” personnel system in
which Service members are generally promoted from a pool of more junior members
already in the system.24 Many personnel, especially enlisted, separate from service

21 Veterans Assistance, 38 U.S.C. §§ 4100-4114

22 The force profile shows the number of personnel (in a service or skill) according to their years of service.

23 In a defined benefit retirement plan, beneficiaries receive specified monthly payments upon retirement. See
“Definitions,” Internal Revenue Service, accessed December 10, 2014, http://www.irs.gov/Retirement-Plans/Plan-
Participant,-Employee/Definitions.

24 There are some exceptions to this general rule. For example, enlisted personnel who have successfully completed
semester hours at accredited colleges or universities may enlist at grades above E1 (see, e.g., Active and Reserve
Components Enlistment Program, AR 601-210, 15 (2013)), and medical doctors may enter the military at grades from
02 through O6 (see Armed Forces, 10 U.S.C. § 532(b)).
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after their first term. This trend leads to steep declines in the percentage of members
who remain in service through the end of their first 8 to 10 years. Thereafter, the force
profile flattens as Service members begin to feel the “pull” of the current 20-year
retirement system.25 Financial incentives to remain in Service decline substantially
after the 20-year vesting point,2¢ leading to another drop in retention.

Service members feel the 20-year retirement pull most strongly at about their 10th
year of service. This pull generally occurs because Service members place more value
on the DB annuity payments as the likelihood they will reach the benefit eligibility
threshold increases.2” On average, younger members value the benefit less because
they are less likely to remain in the force for 20 years.28 The value of the annuity
benefit increases as Service members approach eligibility for earning the benefit29
Ninety percent of enlisted members who remain in service at least 14 years will reach
retirement eligibility.30 Once Service members reach the vesting point, there is a drop
in retention as they retire and receive the annuity.3!

Service Member Choice

Over time, the variety of private-sector benefit plans available to employees has
increased substantially.32 According to the Bureau of Labor Statistics, in March 2014,
74 percent of full-time, private-sector employees had access to one or more retirement
plans, and 86 percent had access to medical care benefits.33 Furthermore, private-
sector employers often utilize a variety of contribution benefits packages that allow
employees to opt in, including short- and long-term disability plans, supplemental life
insurance, and legal services, among others.34 Private-sector employers also normally
provide a menu of health care insurance plans to meet the needs of employees.35 Data
on the use of private health exchanges for U.S. employers show “enrollees chose the
health plan they felt offered the best value for themselves and their family, and liked
being able to select among multiple carriers.”36

25 Paul F. Hogan, “Overview of the Current Personnel and Compensation System,” in Filling the Ranks: Transforming the
U.S. Military Personnel System, ed. Cindy Williams (Cambridge: MA: Belfer Center for Science and International Affairs,
John F. Kennedy School of Government, Harvard, 2004), 29-53.

26 According to Merriam-Webster Dictionary, vesting is “the conveying to an employee of the inalienable right to share
in a pension fund especially in the event of termination of employment prior to the normal retirement age.”

27 Lazear, E.P. (1990): “Pensions and Deferred Benefits as Strategic Compensation,” Industrial Relations: A Journal of
Economy and Society, 29(2), 264. See also Tenth Quadrennial Review of Military Compensation, Report of the Tenth
Quadrennial Review of Military Compensation, Volume II Deferred and Noncash Compensation, July 2008, 10, accessed
December 14, 2014, http://www.defense.gov/news/qrmcreport.pdf. “Reduced Retirement Benefits: Should I stay or
go?,” Baylor University, accessed August 26, 2014, https:/ /bearspace.baylor.edu/J_West/www/retire.pdf.

28 Lazear, E.P. (1990): “Pensions and Deferred Benefits as Strategic Compensation,” Industrial Relations: A Journal of
Economy and Society, 29(2), 264.

29 Ibid.

30 Department of Defense, Report of the Tenth Quadrennial Review of Military Compensation, Volume II Deferred and
Noncash Compensation, July 2008, 31, accessed Dec. 10, 2014, http:/ /www.defense.gov/news/qrmcreport.pdf.

31 Lazear, E.P. (1990): “Pensions and Deferred Benefits as Strategic Compensation,” Industrial Relations: A journal of
Economy and Society, 29(2), 264.

32 Jeffrey R. Brown and Scott J. Weisbenner, Building Retirement Security through Defined Contribution Plans,
accessed December 9, 2014,

https:/ /www.acli.com/Issues/Retirement%20Plans /Documents/Brown%20Weisbenner_FullPaper.pdf.

33 Bureau of Labor Statistics/U.S. Department of Labor, Employee Benefits in the United States — March 2014,
accessed December 9, 2014, http:/ /www.bls.gov/news.release /pdf/ebs2.pdf.

34 See Department of the Treasury, Internal Revenue Service, Employer’s Tax Guide to Fringe Benefits,

Publication 15-B, 1, accessed January 7, 2015, http:/ /www.irs.gov/pub/irs-pdf/p15b.pdf.

35 Ibid.

36 “On Private Health Exchanges, Choice Drives Satisfaction,” Society for Human Resource Management, accessed
December 9, 2014, http://shrm.org/hrdisciplines/benefits/articles /pages/private-health-exchanges.aspx
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The Uniformed Services have also begun to recognize the benefits of providing
members with more choices. For example, Assignment Incentive Pay (AIP) was created
in 2003 “to attract volunteers to fill jobs/billets that have been identified as
historically difficult to fill.”37 Under the AIP program, Service members can choose to
submit bids representing the additional compensation they would accept for hard-to-
fill assignments.38 By allowing Service members some choice in assignment and
related compensation, AIP “has become extremely popular and is the military’s
preferred way to compensate troops from all of the services for certain unusual and
extended assignments.”39 Similarly, DoD’s experience with voluntary separation
incentivet® and career status bonuses4! reveals some Service members prefer lump-
sum payments to typical annuities.42 Continuing to increase flexibility and Service-
member choice in the compensation system would enable the Services to more readily
adapt to changing views and values of the next generation of recruits.

Defined Benefit Inequity

Observers, including military leaders and past commissions, have commonly criticized
the current retirement system for its inequity.4® Uniformed Services retirement is
contingent on 20-year “cliff vesting"—a system in which only those who complete a
20-year career receive benefits.4¢ Under the current Uniformed Services retirement
system, 83 percent of all enlisted personnel and 51 percent of officers receive no
retirement savings for their service.*> Many comments received by the Commission
also spoke to this inequity in the current DB-only retirement plan:

There should be Government matching to TSP. Those members who do not
serve 20 years have zero support from their employer (DoD) with regard to
retirement.46

37 “Assignment Incentive Pay,” Navy Personnel Command, accessed December 10, 2014,

http:/ /www.public.navy.mil/bupers-npc/career/payandbenefits /pages/aip.aspx.

38 Assignment Incentive Pay (AIP) Program, Policy Decision Memorandum 003-06, December 7, 2006, accessed
January 12, 2015, http:/ /www.public.navy.mil /bupers-
npc/career/payandbenefits /documents /TABFAIPPDMOFDECO06.pdf.

39 “Assignment Incentive Pay (AIP),” Military Compensation, accessed December 10, 2014,

http:/ /militarypay.defense.gov/pay/aip.html.

40 “VSI/SSB Recoupment,” Defense Finance and Accounting Service, accessed December 10, 2014,

http:/ /www.dfas.mil/retiredmilitary/plan/separation-payments/vsi-ssb-recoupment.html.

41 “CSB/REDUX,” Defense Finance and Accounting Service, accessed December 10, 2014,

http:/ /www.dfas.mil /retiredmilitary/plan/estimate /csbredux.html.

42 Curtis J. Simon, John T. Warner, and Saul Pleeter, “Discounting, Cognition, and Financial Awareness: New Evidence
from a Change in the Military Retirement System,” Economic Inquiry, 53, no. 1, 318-334, accessed December 10, 2014,
http:/ /onlinelibrary.wiley.com/doi/10.1111/ecin.12146/pdf.

43 See Department of Defense, Report of the Tenth Quadrennial Review of Military Compensation, Volume II Deferred and
Noncash Compensation, July 2008, 12-16, http:/ /www.defense.gov/news/qrmcreport.pdf. See also Defense Business
Board, Report to the Secretary of Defense: Modernizing the Military Retirement System, accessed November 10, 2014,
http://dbb.defense.gov/Portals/35/Documents/Reports /2011 /FY11-

5_Modernizing The_Military_Retirement_System_2011-7.pdf._See also University of Pennsylvania, Wharton School of
Business, Public Policy Initiative, An Affordable and Equitable Retirement System for our Veterans, accessed November
10, 2014, http://publicpolicy.wharton.upenn.edu/live /news/317-an-affordable-and-equitable-retirement-system-for.
See also David B. Newman, Mitigating the Inequity of the Military Retirement System by Changing the Rules Governing
Individual Retirement Accounts for Service Members, (Monterey, California: The Naval Postgraduate School, 1997), 31-
44,

44 Patrick Mackin, American Enterprise Institute, Expanding Access While Saving Money in the Military Retirement
System, 4, accessed December 14, 2014, https://www.aei.org/publication/expanding-access-while-saving-money-in-
the-military-retirement-system/.

45 Department of Defense, Valuation of the Military Retirement System; September 30, 2012, 24, accessed December 10,
2014, http:/ /actuary.defense.gov/Portals/15/Documents/MRF_ValRpt2_2012.pdf.

46 Survey respondent, comment submitted via MCRMC survey, July 1, 2014 to October 10, 2014.
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There should be some type of retirement or IRA for those individuals that
leave the military before 20 years.*”

As someone who will very likely retire at or after 20 years, I feel it’s
important to keep that option for “Career military,” but when I was young
it seems too little for a large gamble. Think you need matching TSP option
to provide some vesting in a retirement option for those that choose to
serve less than a 20 year career, since you lose all personal retirement tax
benefits with the 20 or nothing option.+8

By comparison, the private sector is required by the Employee Retirement Income
Security Act (ERISA)4° to vest its employees in company-provided retirement plans
within a much shorter time than the Services’ system vests Service members. The
timeframe for vesting depends on the type of retirement plan.5°¢ Pursuant to ERISA,
any DB plan must cliff vest by 5 years of employment, or vest gradually during a
period of 7 years.5! A DC plan must cliff vest within 3 years, though graduated vesting
may take up to 6 years.52 As a result of these shorter private-sector vesting times, a
much higher percentage of private-sector employees receive some type of retirement
benefit, as compared to Service members who can only receive the retirement annuity
upon reaching 20 YOS.

As shown in Figure 4, 70 percent of Fortune 100 companies offered DC retirement
plans in 2013, and 23 percent offered “blended” plans that combine DC and DB
elements.53 The Society for Human Resource Management reported that 92 percent of
all private companies offered a DC plan in 2013, compared to 19 percent that offered
only a DB plan.5* Accordingly, private-sector employees earn retirement savings much
earlier in their careers than do Service members, who must currently wait until
20 years into a career to be eligible for any retirement annuity.

47 Survey respondent, comment submitted via MCRMC survey, July 1, 2014 to October 10, 2014.

48 Survey respondent, comment submitted via MCRMC survey, July 1, 2014 to October 10, 2014.

49 P.L. 93-406, 88 Stat. 829, enacted September 2, 1974, codified in part at 29 U.S.C. ch. 18

50 See Internal Revenue Code, 26 U.S.C. § 411.

51 Internal Revenue Code, 26 U.S.C. § 411(a)(2)(A).

52 Internal Revenue Code, 26 U.S.C. § 411(a)(2)(B).

53 Towers Watson, Retirement Plans Offered by 2013 Fortune 100, accessed on November 10, 2014,

http:/ /www.towerswatson.com/en-US/Insights/Newsletters /Americas/insider /2013 /retirement-plans-offered-by-
2013-Fortune-100.

54 Society of Human Resource Management, 2013 Employee Benefits, An Overview of Employee Benefits Offerings in the
U.S., accessed October 23, 2014, 19, http:/ /www.shrm.org/research/surveyfindings/articles/documents/13-0245
2013_empbenefits_fnl.pdf.
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Figure 4. Fortune 100 Retirement Plans

100%
w 80%
2
CE_ Defined Contribution
£
Q
o
=] 60%
-
<7}
:
s 40%
&
e
E .
5 Hybrid Plan
-

20%

Defined Benefit
0%
1985 1998 2002 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Depending on the structure and rules of the DC plan, employees could receive higher
investment rewards, may have preretirement access to accumulated retirement funds,
often receive benefits in lump-sum distributions, could have increased options for
inheritance by heirs other than a surviving spouse, and benefit from portability.5s
Portability is a central feature of DC plans, and though it is available in certain DB
plans, it is not a feature of the current Uniformed Services’ DB plan.5¢ The ability to
move one’s retirement savings throughout a career makes these plans attractive in
today’s workplace environment with its high rates of job change.57 Studies show that
younger generations prioritize retirement and health saving through workplace
benefitss8 and that the number of first-time DC plan enrollees in the general economy
is quickly growing as young workers enter the labor force.5 Approximately 40,000 of
these younger workers enrolled in their employer’s 401(k) plan for the first time during
the first half of 2014—a 55 percent increase from the same 6-month period in 2013.60
These trends have important implications for the attractiveness of the Uniformed
Services retirement system, which is not portable and has a very long vesting period.

Defined Contribution Plan Features

Certain features make some DC plans especially attractive to beneficiaries. Of
particular importance to shaping employees’ perspective on and interest in
participating in DC retirement plans are automatic contributions made by the
employer without any participation by the employee, employer matches of

55 David Rajnes, Employee Benefit Research Institute, An Evolving Pension System: Trends in Defined Benefit and
Defined Contribution Plans, EBRI Issue Report No. 249, September 2002, 44-45, accessed December 10, 2014,
http:/ /www.ebri.org/pdf/briefspdf/0902ib.pdf.

56 Ibid, 45.

57 Ibid, 24. EBRI cites DOL data indicating that the average U.S. worker holds about nine jobs by the age of 32.
58 “Bank of America Merrill Lynch Report Finds Millennials Prioritizing Retirement and Health Savings Through
Workplace Benefits,” Bank of America, accessed December 11, 2014, http:/ /newsroom.bankofamerica.com/press-
releases/global-wealth-and-investment-management/bank-america-merrill-lynch-report-finds-mille.

59 “Why Millennials Are Flocking to 401(k)s in Record Numbers,” Money, accessed October 24, 2014,
http://time.com/money/3532253/401ks-millennials-saving-increase/.

60 Ibid.
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contributions made by an employee, employee-friendly vesting policies, and automatic
enrollment into plans.

Automatic Contribution: Companies with top-rated DC retirement plans, including
about a third of the 250 largest U.S. corporations, provide additional contributions to
employees’ accounts, even when employees choose not to participate.¢! Federal civilian
employees receive automatic contributions equal to 1 percent of their pay into their
TSP accounts, even if they do not contribute any of their own income.62 Although such
automatic employer contribution programs are attractive benefits for employees,
Service members do not currently benefit from automatic or standard contributions.63

Matching Funds: “The vast majority of employer-sponsored savings plans include an
employer match.”® These payments match employee contributions based on a portion
of each dollar employees invest.65 In a survey of 476 companies, with 71 percent of the
respondents representing large companies (1,000 or more employees), 94 percent
reported providing matching contributions in cash versus company stock or a
combination of cash and company stock.t¢ Cash matching is the most prevalent form
of employee 401(k) match offered by employers.6” Data show participation in a plan is
higher when employers provide a matching contribution and the effect is similar
across income groups.%® The data show when employers offer matching contributions,
many employees will contribute at least enough to maximize the match.® In a joint
survey conducted by WorldatWork and the American Benefits Institute, 66 percent of
respondents indicated at least half their retirement plan’s participants are
contributing enough to receive the full employer match.”¢ The survey showed
77 percent of the responding organizations’ employees contribute more than 5 percent
of their salary per paycheck.”? The Commission received numerous comments
expressing the sentiment that “I'SP should have employer contributions””2 for Service
members and that the “Military should match a percent of TSP contributions, just as
DoD civilian contributions are matched.””3

Vesting: The amount of time-in-service required before employees are entitled to retain
employer contributions to their retirement accounts—known as “vesting”—can affect
participant behaviors as well. Industry-wide and organization-specific issues can affect

61 “The Best 401(k)s: Retire at 60 From Conoco With $3.8 million; Facebook Last,” Margaret Collins and Carol
Hymowitz, Bloomberg, accessed December 11, 2014, http://www.bloomberg.com/news/2014-07-22 /conocophillips-
best-among-401-k-plans-with-facebook-last.html.

62 Government Organization and Employees, 5 U.S.C. § 8432(c).

63 Government Organization and Employees, 5 U.S.C. § 8440¢(e).

64 Brigitte Madrian, National Bureau of Economic Research, Matching Contributions and Savings Outcomes: A
Behavioral Economics Perspective, 3, accessed December 10, 2014, http:/ /www.nber.org/papers/w18220.

65 Jamie Cowen, Employee Benefits Research Institute, Twenty-Five Years After Federal Pension Reform, 13, accessed
December 11, 2014, http:/ /www.ebri.org/pdf/briefspdf/ EBRI_IB_07-2011_No359_FERS86.pdf.

66 WorldatWork, Trends in 401(k) Plans and Retirement Rewards, 3, accessed October 22, 2014,

http:/ /www.worldatwork.org/waw/adimLink?id=71489.

67 Ibid.

68 William F. Bassett, Michael J. Flemming and Anthony P. Rodrigues, How Workers Use 401K Plans: The Participation,
Contribution and Withdrawal Decisions, National Tax Journal, 51 no. 2 (1998), 276, accessed January 7, 2015,
http:/ /www.ntanet.org/NTJ/51/2/ntj-v51n02p263-89-how-workers-use-401.pdf.

69 Joanne Summer, Society of Human Resource Management, Finding the Right 401 (k) Match, accessed October 22,
2014, http:/ /www.shrm.org/hrdisciplines/benefits/articles /pages/401k-match-factors.aspx.

70 WorldatWork, Trends in 401(k) Plans and Retirement Rewards, 2, accessed October 22, 2014,

http:/ /www.worldatwork.org/waw/adimLink?id=71489.

71 Ibid.

72 Survey respondent, comment submitted via MCRMC survey, July 1, 2014 to October 10, 2014.

73 Survey respondent, comment submitted via MCRMC survey, July 1, 2014 to October 10, 2014.
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the decisions employers make when it comes to 401(k) plan vesting and eligibility. For
example, employers in industries with low wages, and therefore low tenure and high
employee turnover, such as the restaurant and hospitality industries, might delay
employer contributions. If employees in these industries were immediately eligible for
plan participation and fully vested upon employment, the plan costs would increase
without generating a commensurate benefit to the company, such as employee
longevity.7”+ For Federal Employee Retirement System employees, there is generally a
3-year vesting period (2 years for most employees in Congressional and certain
noncareer positions) before they can keep the agency automatic (1 percent)
contributions and associated earnings.?5

Auto-enrollment: Studies have shown that “by far the most effective method to
increase participation in defined contribution saving schemes is automatic
enrollment.””6 Many studies have found complexity is a deterrent to participation in
savings plans. Automatic enrollment decouples the savings plan participation decision
from the contribution rate and asset allocation decision, which are viewed as difficult
and lead to procrastination.77 With automatic enrollment plans, a person is enrolled at
a default rate of contribution, and for many, their contributions are invested in a
default asset allocation. The effect of automatic enrollment is greatest for groups with
the lowest saving rates, generally younger, lower-income workers.”® Because very few
people opt out of savings plan participation when they are automatically enrolled,
automatic enrollment promotes long-term savings for retirement.” In particular, only
2 to 3 percent of automatically enrolled employees opt out of savings plan
participation in a 12-month period.80 The WorldatWork and American Benefits
Institute joint survey showed 56 percent of respondents reported their company offers
automatic enrollment in their 401(k) retirement plans.81 Federal agencies
automatically enroll their newly hired or rehired civilian employees in TSP.82 According
to recent data, 96.1 percent of federal employees who are automatically enrolled into
TSP remained enrolled.83 Currently, Service members are exempt from automatic
enrollment.84

Although defined contribution plans offer Service members greater flexibility and more
choices, these benefits are accompanied by increased complexity. To take full
advantage of a DC plan, Service members must be informed of the choices available
and educated as to the consequences of making each of these choices. Providing such

74 Joanne Summer, Society of Human Resource Management, Finding the Right 401(k) Match, accessed October 22,
2014, http:/ /www.shrm.org/hrdisciplines/benefits/articles /pages/401k-match-factors.aspx.

75 Government Organization and Employees, 5 U.S.C. § 8432(g).

76 Brigitte Madrian, “Matching Contributions and Savings Outcomes: A Behavioral Economics Perspective,” in Matching
Contributions for Pensions: A Review of International Experience, eds. Richard Hinz, Robert Holzmann, David Tuesta,
Noriyuki Takayama (Washington, DC, The World Bank, 2013), 298-309, accessed January 8, 2014,

http:/ /www.nber.org/papers/w18220.pdf (citing research of the effectiveness of automatic enrollment).

77 Ibid.

78 Ibid.

79 Ibid.

80 James J. Choi, David Laibson, Brigitte C. Madrian, Andrew Metrick, Defined Contribution Pensions: Plan Rules,
Participant Choices, and the Path of Least Resistance, 11, accessed December 11, 2014,

http:/ /www.nber.org/papers/w8655.

81 WorldatWork, Trends in 401(k) Plans and Retirement Rewards, March 2013, 4, accessed December 10, 2014
http:/ /www.worldatwork.org/waw/adimLink?id=71489.

82 Government Organization and Employees, 5 U.S.C. § 8432(b)(2).

83 TSP Official, email to MCRMC staff, October, 21, 2014.

84 Government Organization and Employees, 5 U.S.C. § 8432(b)(2)(D)(ii).
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information would require renewed emphasis on financial literacy.8> A small
investment in financial education, however, could have a disproportionately large
effect on employee participation in a DC plan and in the plan’s effectiveness. A 2008
study indicated that a provision to newly hired employees of relatively simple planning
tools designed to aid their understanding of a company’s DC plan increased
enrollment by 12 to 21 percent.8¢ This increase is 2 or 3 times the effect of employer
matching, and more cost effective.8” If Service members are provided the financial
education necessary to make informed choices when utilizing a DC plan, they would
be more likely to use the plan and more likely to make choices tailored to their
individual situations—an important component of a modernized retirement model.

Retention with Defined Contribution

The effectiveness of Uniformed Services compensation can be measured by the
achievement of recruiting and retention goals, which in turn ensures the All-Volunteer
Force is staffed with sufficient personnel who have the appropriate skill sets.®  As
described above, the current DB retirement plan has a strong effect on maintaining
the current force profile, which the Services have stated they want to maintain. The
Commission analyzed potential changes or improvements to the current Uniformed
Services retirement system, and examined the retention effects of a blended retirement
plan for the Services.8® The conclusion reached was that the current force profile could
be maintained with a retirement plan comprised of a majority of the current DB plan,
a new DC plan for all Service members, and additional continuation pay to provide
midcareer retention incentives.”’ These results are shown in Figure 5, which displays
current Active and Reserve Component force profiles (black lines) compared to the
projected force profiles (red lines) based on a blended retirement plan. The figures
show that retention under the blended retirement system is virtually identical to that
of the current DB-only retirement system.

85 For a thorough discussion of financial literacy, see The Report of the Military Compensation and Retirement
Modernization Commission: Final Report, Recommendation 3.

86 Annamaria Lusardi, Punam Keller, Adam Keller, New Ways to Make People Save: A Social Marketing Approach,” in
Overcome the Saving Slump: How to Increase the Effectiveness of Financial Education and Savings Programs, 19-20,
accessed December 11, 2014, http:/ /www.nber.org/papers/w14715

87 See Brigitte Madrian, National Bureau of Economic Research, Matching Contributions and Savings Outcomes: A
Behavioral Economics Perspective, accessed December 10, 2014, http:/ /www.nber.org/papers/w18220.

88 Karl Gingrich, Brookings, Making it Personnel: The Need for Military Compensation Reform, 4, accessed November 10,
2014,

http:/ /www.brookings.edu/~/media/research/files/papers/2012/2 /military%20compensation%20gingrich /02_milita
ry_compensation_gingrich.pdf

89 RAND Corporation, Analysis of Retirement Reform in Support of the Military Compensation and Retirement
Modernization Commission Progress Report, November 2014 (RAND performed this analysis pursuant to a contract with
the Commission).

9 Ibid.
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Figure 5. Force Profiles: Current vs. Proposed Retirement Systems91
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Each figure presents the current force profile (in black). They also present (in red) the
force profiles that would result from a blended retirement system that maintains the
20-year vesting of the Services’ DB plan with a multiplier of 2.0, a new DC plan for
Service members, and continuation pay (i.e., midcareer payments to provide additional
retention incentives). The chart on the left shows projections for the AC and the chart
on the right shows projections for the RC. These models illustrate there would be no
appreciable difference in overall force profile when comparing the current retirement
plan to the blended retirement plan.

Based on the features of this blended approach, the DRM projects continuation pay
would be required at 12 YOS to maintain the current force profile. Table 2 shows this
continuation pay, displayed as multiples of a Service member’s monthly basic pay.
That is, retaining the Army’s current force profile would require paying Army active-
duty enlisted personnel continuation pay equal to 2.8 times their monthly basic pay,
assuming Service members are auto-enrolled to contribute 3 percent of their basic pay
in TSP and that the Services match these contributions. To the extent that the
Services need additional retention incentives, they would have the flexibility to
increase continuation pay. For each Service, the analysis shows a blended retirement

91 RAND projected these alternative force profiles with its Dynamic Retention Model (DRM), which is a mathematical
model designed to analyze structural changes in the military compensation system. The DRM projects individual
decision-making over each Service member’s life cycle assuming that members have various preferences for Active and
Reserve Component service. The parameters of this model are empirically estimated with data about 25,000 real
military careers, spanning 20-21 years, drawn from the Defense Manpower Data Center. The DRM relies upon military
pay and compensation information that was drawn from military pay tables, as well as U.S. Census Bureau data to
model civilian pay opportunities. The DRM can be used to analyze retention both in steady-state and year-by-year
during transitions between compensation systems. More information on the DRM and its underlying methodology and
assumptions is available in RAND’s report, Analysis of Retirement Reform in Support of the Military Compensation and
Retirement Modernization Commission. Importantly, DoD also relied upon the DRM for retention analyses in its March
2014 White Paper, Concepts for Modernizing Military Retirement. See Department of Defense, Concepts For
Modernizing Military Retirement, http://rise.naus.org/documents/2014military-retirement-report.pdf.
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plan could create a steady-state force level and experience mix equivalent to the
current retirement plan.92

Table 2. AC and RC Continuation Pay Multipliers by Service

Enlisted
AC RC
Army 2.8 0.9 13.0 6.2
Marine Corps 4.2 1.1 11.7 5.8
Navy 4.8 1.2 15.2 6.7
Air Force 2.4 0.8 15.9 6.4

In addition to providing the Services the ability to maintain the current force profiles,
continuation pay provides flexibility for Service personnel managers to adjust force
profiles if future manpower requirements change. Continuation pay increases the
share of Service members’ lifetime compensation that is paid as current, rather than
deferred, compensation. Studies have repeatedly concluded the current retirement
system is heavily weighted toward deferred payments, even though typical Service
members are young and have a preference for current compensation, rather than
deferred. For example, the President’s Commission on Military Compensation (1978)
criticized the military retirement system as ineffective because it had little effect on
recruiting and early retention, but an extremely strong effect on retention after 10 or
12 YOS.3 The Defense Advisory Committee on Military Compensation (DACMC)
(2006) also critiqued the compensation system, stating too much compensation is
deferred. The DACMC concluded that moving some compensation forward to current
pay would increase efficiency?* and substituting current retention pay for deferred
retirement pay is preferred by Service members and is less costly to the Government.95

Retirement Value with Defined Contribution

The blended retirement system has the potential to provide retirement assets that
Service members would value equal to or greater than those of the current DB-only
plan. The value of the blended plan can be measured in two ways. First, respondents
to the Commission’s survey provided their preferences for various potential features of
the retirement system. The survey methodology enabled the Commission to quantify
the dollar value of those preferences to easily compare among retirement system
alternatives (see Section 5 for further explanation of the survey methodology). For
example, Figure 6 shows that survey respondents preferred to be auto-enrolled in TSP
at 5 percent of their basic pay. Service members could also raise or lower their TSP
contributions to adjust their auto-enrollment levels.

92 RAND Corporation, Analysis of Retirement Reform in Support of the Military Compensation and Retirement
Modernization Commission Progress Report, November 2014.

93 Office of the President of The United States, Report of the President’s Commission on Military Compensation, April
1978, accessed December 19, 2014, http:/ /babel.hathitrust.org/cgi/pt?id=umn.31951d008302530;view=1up;seq=1

94 Defense Advisory Committee on Military Compensation, Completing the Transition to an All-Volunteer Force: Report of
the Defense Advisory Committee on Military Compensation, 23.

95 Ibid.
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Figure 6. Active-Duty Service Members’ Perceived Value:
TSP Auto-Enrollment9
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As shown in Figure 7, the Commission’s survey also showed that, compared to the
current DB-only plan, 54 percent of active-duty respondents prefer a blended
retirement system. The blended retirement system would have a lower DB multiplier,
and the survey showed a corresponding decrease in perceived value. Yet survey
respondents indicated increased value for automatic enrollment and Government
matching of TSP contributions. More recent entrants into service expressed a stronger
preference for the blended retirement system, with 60 percent of E1-E4 survey
respondents preferring a blended retirement system.

9 This figure displays the average amount in dollars at which survey respondents valued compensation alternatives.
Presentation in dollar values allows the value of compensation features to be directly compared.
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Figure 7. Percent of Active-Duty Service Members Who Prefer the
Current or Proposed Retirement System?9”
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The second way value can be measured is how much a stream of future annuity
payments is worth to a Service member at the time of retirement. Research shows that
the value a person attaches today to a stream of future payments is typically less than
the cumulative amounts eventually paid out.98 A discount rate is applied to indicate
the stream of future payments. This total value is commonly referred to as the
payments’ “discounted net present value.”?® Figures 8 and 9 illustrate the value of
retirement assets for an E7 and an OS5 at their 20th year of service under various
retirement plans. The first bar shows the net present value of DB payments under the
current DB-only plan with a 2.5 percent retirement multiplier. The present value of
those DB payments would be $201,282 for enlisted personnel and $711,948 for
officers.

Subsequent bars show the value of retirement assets with a blended retirement
system with different levels of Service-member contributions into TSP. The light green
portion of each bar represents the net present value of DB payments, assuming a
2.0 percent retirement multiplier. The dark green portion represents the value of
Government TSP on behalf of Service members, including associated investment
earnings. The blue portion is the value of the continuation pay needed to maintain the
force profile, including investment earnings until 20 YOS. The gray-shaded portions on
the top represent the Service member’s TSP contribution, with associated investment
earnings.

The figures show that the blended retirement system, depending on investment
behavior, could result in Service members having greater Government-sponsored
retirement savings than the current DB-only retirement plan. For example, enlisted

97 Survey results, MCRMC survey, July 1, 2014 to October 10, 2014.

9% See e.g., Aswatch Damodaran, Strategic Risk Taking: A Framework for Risk Management (New York: Pearson Prentice
Hall, 2008), 111.

99 “Discounted Cash Flow DCF, Net Present Value NPV, Time Value of Money Explained: Definitions, Meaning, and
Calculated Examples,” Building The Business Case, accessed December 17, 2014, https://www.business-case-
analysis.com/discounted-cash-flow.html.
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Service members who contribute 3 percent of their basic pay into TSP accounts would
be expected to have Government-sponsored assets totaling $217,131 at 20 YOS. This
balance exceeds the $201,282 value they would derive from DB-only payments. In
addition to Government-sponsored assets, under the blended plan the members would
have saved $31,518 of their own funds, enhancing their financial status. Retirement
assets under the blended plan are even higher if Service members contribute 5 percent
of their basic pay to their TSP accounts, and retirement assets are lower if Service
members opt out of DC plan participation.

Figure 8. Retirement Assets of a Retiring Active-Duty E7,
Current vs. Blended Retirement Plans100
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100 Assumes: (1) An active-duty E7 who retires at age 38 after 20 YOS and who had a standard promotion path; (2) A
life expectancy of 85 years; (3) A personal discount rate of 12.7 percent (see RAND report, page XX); (4) An automatic
Government contribution of 1 percent of basic pay into the Service member’s TSP account; (5) Matching Government
contributions of 3 percent of basic pay into the Service member’s TSP account; (6) Continuation Pay of 3.37 months of
basic pay at 12 YOS that is invested (average of AC Enlisted data in Table 2); (7) Service member contributions of

3 percent of basic pay into the Service member’s TSP account; (8) The accumulated value of the TSP contributions is
estimated using the historical earnings data from the TSP (2001 — 2014). Assuming an asset distribution similar to the
life cycle L2050 plan, the average rate of return is 7.3 percent per year. After adjusting for inflation over those years
(averaging approximately 2.35% per year), the real rate of return for the L2050 plan is 4.95 percent per year. Service
members would receive CP to promote midcareer retention. This comparison of retirement assets assumes CP is saved
and invested for retirement.
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Figure 9. Retirement Assets of a Retiring Active-Duty OS5,
Current vs. Blended Retirement Plans!0!
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As mentioned above, the Commission’s survey indicated that more recent entrants
into service prefer a blended retirement system over the current DB-only plan.
Because the majority of Service members do not reach 20 YOS and vest for DB
payments, a blended retirement system would provide them with Government-
sponsored retirement savings that they would not otherwise obtain. Moreover, these
new retirement savings could be substantial, even for those who leave before 20 YOS.
Figure 10 presents the value of Government contributions into an E5’s TSP account at
8 YOS (in light green). If the ES contributes nothing into TSP, he or she would still
have $2,619 of TSP savings at 8 YOS because of automatic Government contributions
of 1 percent of basic pay. If the ES contributes 5 percent of his or her basic pay into
TSP, the Government would have contributed $12,748 of TSP savings by 8 YOS.
Furthermore, these balances could grow substantially over time because of investment
returns. As stated previously, funds invested in TSP generally increase in value
because of compounding investment returns, with investments in corporate bonds and
stocks having higher potential returns and investment risks.102 Assuming the ES left
service after 8 years, his or her TSP savings would grow by age 67 to $18,982 if he or

101 Assumes: (1) An active-duty OS5 who retires at age 42 after 20 YOS and who had a standard promotion path; (2) A
life expectancy of 85 years; (3) A personal discount rate of 6.4% (see RAND Corporation, Analysis of Retirement Reform
in Support of the Military Compensation and Retirement Modernization Commission Progress Report, November 2014); (4)
An automatic Government contribution of 1 percent of basic pay into the Service member’s TSP account; (5) Matching
Government contributions of 3 percent of basic pay into the Service member’s TSP account; (6) Continuation Pay of 14
months of basic pay at 12 YOS that is invested (average of AC Officer data in Table 2); (7) Service member
contributions of 3 percent of basic pay into the Service member’s TSP account; (8) The accumulated value of the TSP
contributions is estimated using the historical earnings data from the TSP (2001 — 2014). Assuming an asset
distribution similar to the life cycle L2050 plan, the average rate of return is 7.3 percent per year. After adjusting for
inflation over those years (averaging approximately 2.35% per year), the real rate of return for the L2050 plan is

4.95 percent per year. Service members would receive CP to promote midcareer retention. This comparison of
retirement assets assumes CP is saved and invested for retirement.

102 Thrift Savings Plan, Summary of the Thrift Savings Plan, 12, accessed December 12, 2014,

http:/ /www.tsp.gov/PDF /formspubs/tspbk08.pdf.
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she did not contribute to TSP, or to $92,408 if 5 percent of basic pay was contributed
(dark green bar).103

Figure 10. Value of Government TSP Contributions for an ES
Who Leaves After 8 Years of Service!04
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Conclusions:

There is substantial Uniformed Services, political, and academic support for a blended
retirement system. DoD’s March 2014 White Paper, “Concepts for Modernizing Military
Retirement,” proposed a new DC plan and an adjustment to the DB multiplier to either
2.0 or 1.75 percent.105 The 10th Quadrennial Review of Military Compensation
proposed in 2008 a blended retirement system with both DB and DC elements.!% The
Defense Business Board proposed in 2011 replacing the entire DB plan with a DC
plan.197 The Defense Business Board’s all-DC proposal is not advisable because it
would make it more difficult for the Services to maintain their desired force profiles,
yet the Board’s proposal does provide additional support for the implementation of a
limited DC plan for all Service members.

The Uniformed Services retirement system should be modified to provide retirement
benefits to many more service members and maintain the value of retirement benefits

103 Withdrawals from TSP before age 59 may incur tax penalties.

104 Assumes: (1) An active-duty E5 who leaves service after 8 YOS and who had a standard promotion path; (2) An
automatic Government contribution of 1 percent of basic pay into the Service member’s TSP account; (3) Matching
Government contributions into the Service member’s TSP account; (4) Nominal annual investment returns equal to
4.95 percent; and (5) Inflation and Cost-of-Living Adjustments equal to 2.0 percent.

105 Department of Defense, Concepts For Modernizing Military Retirement, http://
www.mcrmc.gov/public/docs/report/pr/Concepts_for_Modernizing Military_Retirement SBP_FN_15_16_27.pdf.

106 Department of Defense, Report of the Tenth Quadrennial Review of Military Compensation, Volume II Deferred and
Noncash Compensation, July 2008, xiii, http:/ /www.defense.gov/news/qrmcreport.pdf.

107 Defense Business Board, Modernizing the Military Retirement System: Task Group, Brief, 4-6, accessed Dec. 11,
2014, http://dbb.defense.gov/Portals/35/Documents/Reports /2011 /FY11-

5_Modernizing The_Military_Retirement_System_2011-7.pdf.
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for Service members who reach 20 YOS. Such modifications should allow for the
Services to maintain the requisite force profile.108 To accomplish this goal, the
Uniformed Services should implement a blended retirement system that offers both
DB and DC elements, plus continuation pay to maintain midcareer retention rates.
This approach would allow the Uniformed Services to compete more effectively with
the private sector for the high quality of personnel they have come to expect as part of
the All-Volunteer Force. A blended retirement system would also provide additional
options for Service members, as well as provide the Services the tools needed to
maintain the balanced forces required to defend our Nation.

The majority of the current DB plan should be maintained because of its strong
retention-pull effect on the Services’ force profiles. Both Active and Reserve
Component Service members should continue to vest for the DB plan after
20 qualifying YOS. DB retirement annuities for both components should be computed
as the retired pay base!%® multiplied by 2.0 percent multiplied by YOS. All other
statutes pertaining to the existing DB retirement plan should remain in effect, except
that Service members whose retirement pay is otherwise grandfathered by existing law
must be allowed to opt in to the new blended retirement system.

Implementing a DC plan for all Service members is more equitable than the current
DB-only plan. A DC plan would promote savings and financial knowledge throughout
the Force, as well as ease Service members’ transition to civilian life by giving them
experience with the type of retirement system they would likely have with private-
sector employers after separation from service. Each Service member should be
enrolled automatically in a TSP account, and an amount equal to 1 percent of each
Service member’s basic pay should be deposited automatically by the Uniformed
Services into these accounts as a standard contribution from the Services. Service
members should be auto-enrolled upon entry into Service to contribute 3 percent of
their basic pay into their TSP accounts. The Uniformed Services should match a
Service member’s contribution up to 5 percent of basic pay. A period of 2 complete
YOS should be required before a Service member can vest in the Uniformed Services’
matching contributions, due to the high attrition that occurs during the first 2 YOS
(approximately 25 percent for enlisted personnel and 9 percent for officers).110

To ensure they are able to maintain their desired force profiles, the Uniformed Services
should budget additional funds for continuation pay. A new continuation pay should
be authorized and paid at 12 YOS to all Service members who are willing and able to
commit to remain in service for an additional 4 years, through 16 YOS. Continuation
pay should be a lump-sum payment totaling 2.5 times Service members’ monthly
basic pay. To ensure funding for continuation pay, it should be authorized separately
from other special and incentive pays and be provided for in its own budget line item.
The Services should use special and incentive pays currently authorized for additional
midcareer retention bonuses as needed, thereby increasing Service flexibility to create
specific force profiles by Service and community.

108 By law, existing retirement pay is grandfathered for current retirees and Service members who joined the Uniformed
Services prior to legislative enactment of this Recommendation, while also providing the option for these
“grandfathered” retirees and Service members to opt in to this new blended retirement plan. See National Defense
Authorization Act for Fiscal Year 2013, Pub. L. No. 112-239 § 674(b)(2) (2013) (as amended by National Defense
Authorization Act for Fiscal Year 2014, Pub. L. No. 113-66, § 1095(b), 127 Stat. 672, 879 (2013)).

109 The retired pay base should be calculated according to Chapter 7 of Title 10.

110 Defense Manpower Data Center Data Base, accessed December 18, 2013.
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This combination of an adjusted DB plan, a new DC plan, and continuation pay,
provides the Services with the critical ability to maintain their current force profiles. It
also maintains the value of retirement assets for Service members who serve for at
least 20 years. To provide additional options to Service members, individuals should
be authorized to choose full or partial lump-sum payments of their working-age DB
payments, so as to allow them flexibility to receive retirement benefits based on their
individual life circumstances. Full monthly retirement annuity payments should
resume for all Service members at the full retirement age for Social Security benefits
(age 67 for those born after 1959) to ensure Service members have a stable, regular
income during normal retirement years. This full annuity should include all cost of
living adjustments prior to full retirement age, such that monthly annuity payments
are the same as the Service member would have received without the lump-sum
payment.

While a blended retirement system would allow the Services to maintain their current
force profiles, it may be desirable to alter force profiles in the future. Manpower
requirements will vary with changes in the security environment, the economy, and
labor markets. Service personnel managers therefore need a compensation system
with which they can easily adjust pay and benefits to obtain the appropriate mix of
skills and experience levels to maintain a balanced force. The Services would benefit
from additional flexibility to address fundamental differences in the skill sets, training
requirements, and career paths of various professions, subject to notification to and
approval by the Congress. Additional flexibility in the compensation system would help
the services compete for high-demand skill sets in the labor market.

Recommendations:
= The Uniformed Services should modernize the current retirement system by
adding a DC element to the DB plan. The DC element should incorporate the
following attributes:

- The DC element should reside entirely in TSP.

- The Uniformed Services should begin a monthly contribution of 1 percent of
members’ basic pay to Service members’ respective TSP accounts upon their
Service entry date. The contribution should continue until Service members
reach 20 YOS and should not depend upon their participation in TSP.

- The Uniformed Services should automatically enroll Service members in TSP
upon entry into service at an amount equal to 3 percent of their basic pay.
Service members should be allowed to raise or lower their TSP contribution
amount or to terminate their participation at any time. Service members
who terminate their participation will be reenrolled automatically the
following January at the 3 percent of basic pay amount. Service members
must earn basic pay in a given pay period to make TSP contributions and to
receive Government contributions into their TSP accounts.

- The Uniformed Services should begin matching each Service member’s
contribution to TSP, up to a maximum of 5 percent of monthly basic pay,
after the completion of each member’s second year of service. The matching
contribution will continue until the Service member reaches 20 YOS and is
dependent upon a Service member’s monthly participation in the TSP.
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- Service members should be vested in their TSP after 2 complete YOS (the
standard 1 percent contribution and matching contribution provided by the
Uniformed Services will belong to the Service member upon that date).

= The Uniformed Services should provide continuation pay for all Service
members who reach 12 YOS and are willing and able to obligate for 4 additional
years.

- All AC Service members should receive basic continuation pay equal to
2.5 times Service members’ monthly basic pay.

- All RC Service members should receive basic continuation pay equal to 0.5
times Service members’ monthly basic pay, as if he/she were an AC Service
member.

- Uniformed Services should budget additional funds for continuation pay, in
addition to basic continuation pay, to provide midcareer retention incentives
as needed.

- Basic and additional continuation pay should be paid from an authority to
be used only for the purpose of continuation pay. Continuation pay should
be budgeted in a new budget line item.

= The Uniformed Services should compute AC Service members’ retirement
annuity using a 2 percent multiplier times YOS, times the retired pay base. For
RC members, the same calculation should be used except YOS should be
computed by dividing Reserve points by 360. Both AC and RC members should
continue to be eligible for retirement after completing 20 YOS.

= The Uniformed Services should provide AC Service members the choice to
receive their retirement annuity in various forms: a monthly payment
beginning at their retirement date; a lump sum amount at retirement,
combined with a reduced monthly payment until eligibility for full social
security payments, at which point the full monthly annuity would begin; or a
(larger) lump sum payment with no monthly payment until eligibility for full
social security payments, at which point the full monthly annuity would begin.

» The Uniformed Services should provide RC Service members the choice to
receive their retirement annuity in various forms: a lump sum amount at
retirement, combined with a reduced monthly payment until eligibility for full
social security payments, at which point the full monthly annuity would begin;
or a (larger) lump sum payment with no monthly payment until eligibility for
full social security payments, at which point the full monthly annuity would
begin. RC members should receive lump-sum payments upon their retirement
from the RC, which will generally be before their retirement annuity begins at
age 60.

= The Uniformed Services should allow any AC, RC, or retired member of the

Uniformed Services who is grandfathered in the current retirement system the
opportunity to opt in to the new retirement system.
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The 75 percent cap on disability retirement when a Service member uses his or
her disability rating as the multiplier should be lifted. The multiplier for
disability retirement when a Service member uses his or her YOS as the
multiplier should be 2.0 times YOS.

The Secretary of Defense should be given the authority to modify the years of
service requirements to qualify for retirement to either fewer or a greater than
20 years of service. The purpose of these modifications is to facilitate
management actions to shape the personnel profile or correct manpower
shortfalls within an occupational specialty or other grouping of members, as
defined by the Secretary. No modification should involuntarily impose
retirement program changes on currently serving members. DoD should provide
notice to the Congress regarding any proposed modification of the retirement
system and be prohibited from implementing a retirement system modification
unless a period of one year has elapsed following the day the Congress was
provided notice of the proposed modification.

Implementation:

S U.S.C. § 8440e governs the TSP program for members of the Uniformed
Services.

- 5 U.S.C. § 8440e¢(e) should be repealed to allow for the Services to make
contributions to TSP on behalf of the Service member. 37 U.S.C. § 211(d)
should also be repealed.

- 5 U.S.C. § 8440e should be further amended to require the Services to
match Service member contributions dollar-for-dollar up to 5 percent of
basic pay and to require additional contributions of 1 percent of basic pay
beginning at the date of entry regardless of the Service member’s
participation in TSP. This Code section should also be amended to require
the Services to begin matching contributions at YOS 3.

- 5 U.S.C. § 8440e should be amended to include the TSP Spousal Rights
provisions as found in 5 U.S.C. § 8435.

S U.S.C. § 8432 governs contributions into a participant’s TSP account

- 5 U.S.C. §8432 should be amended to vest Service members in the
automatic 1 percent after 2 years of service.

- 5 U.S.C. § 8432 should be amended to require automatic enrollment of
Service members entering service after the effective date or for Service
members opting into the new retirement system. This section should also
require automatic re-enrollment of Service members each January.

A new section should be added in Chapter 5, Title 37 of the United States Code
to require continuation pay to be paid at a rate of 2.5 months of basic pay at
YOS 12 for Active Component Service members and 0.5 months of basic pay at
YOS 12 for Reserve Component Service members. This new Code section should
authorize the payment of continuation pay only if a Service member elects a
4-year service obligation. This new Code section should reference the
repayment provisions of 37 U.S.C. § 373.
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* A new section should be added in Chapter 5, Title 37 of the United States Code
to authorize the Services to pay discretionary continuation pay equal
to13 months of basic pay at YOS 12. As with Basic Continuation Pay, this new
Code section should authorize the payment of continuation pay only if a Service
member elects a 4-year service obligation. This new Code section should
reference the repayment provisions of 37 U.S.C. § 373.

= 10 U.S.C. § 1409 should be amended to reduce the multiplier from 2.5 percent
to 2.0 percent for current Service members or retirees who opt in to the new
system or enter duty on or after the date of enactment. The opt-in period should
begin 180 days after enactment and remain open for 180 days.

= 10 U.S.C. § 12739 should be amended to reduce the multiplier from 2.5 percent
to 2.0 percent for those Service members who optin to the modernized
retirement system or enter into duty on or after the date of enactment. The

opt-in period should begin 180 days after enactment and remain open for
180-days.

= 10 U.S.C. § 1401 should be amended to reduce the multiplier from 2.5 percent
to 2.0 percent for those Service members who opt in to the new system or enter
duty on or after the date of enactment. The 75 percent cap should be repealed.

= 33 U.S.C. §3045 and 42 U.S.C. § 212 should be amended to conform the
retirement authorities of NOAA and USPHS, respectively, to the modernized
retirement system.

= 37 U.S.C. § 354 should be amended to sunset the authority to pay the Career
Status Bonus at the date of enactment, to provide authority for those Service
members currently receiving the bonus to continue receiving the bonus, and to
allow for those Service members who are receiving the bonus and who opt in to
the modernized retirement system to repay the bonus pursuant to 37 U.S.C.
§ 373.

= A new section should be added in Chapter 71, Title 10 of the United States
Code, to authorize the Services to provide a lump sum payout of a Service
member’s retirement pay that he or she would be entitled to between the date of
retirement and the attainment of Social Security age. This new Code section
should mandate the Secretary to promulgate regulations addressing the
actuarial procedure of determining the amount of the lump sum payment and
for collection of SBP premiums if a lump sum is elected. The new section should
allow for a 50 percent lump sum/50 percent annuity option. The new section
should also allow for the resumption of annuity payments when the retiree
reaches Social Security Age. This new section should also exclude Chapter 61
retirees (disability retirees) from eligibility for the lump sum payment.

= A new section should be added in Chapter 71, Title 10 of the United States
Code to authorize the Services to provide a lump sum payout of an RC Service
member’s retirement pay that he or she would be entitled to between the age of
60 and the attainment of Social Security age. This new section would require
the payment of the lump sum as of the date of retirement of the Service
member, which will generally be before the retirement annuity begins at age 60.
This new Code section should mandate the Secretary to promulgate regulations
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addressing the actuarial procedure of determining the amount of the lump sum
payment and for collection of SBP premiums if a lump sum is elected. The new
section should allow for a 50 percent lump sum/50 percent annuity option. The
new section should also allow for the resumption of annuity payments when the
retiree reaches Social Security age. This new section should also exclude
Chapter 61 retirees (disability retirees) from eligibility for the lump sum
payment.

38 U.S.C. § 5304 should be amended to require a Service member making an
election to receive a lump sum to pay back the offset from his or her VA
disability compensation.

10 U.S.C. § 1463 should be amended to authorize lump sum payments to be
paid out of the Military Retirement Fund.

A new section should be added in Chapter 74, Title 10 of the United States
Code to treat the Military Retirement Fund as a qualified trust under Internal
Revenue Code § 401(a), so a Service member may roll the lump sum payment to
either TSP or another qualified retirement plan.

A new section should be added in Chapter 71, Title 10 of the United States
Code to authorize the Secretary of Defense to change the years of service
required of a Service member to be eligible to retire for specific military
occupations.

Any other regulations (including the Code of Federal Regulations, if applicable),
instructions, directives, or internal policies necessary to conform to the
recommendation described above should be reissued, updated, amended,
retracted, or otherwise changed as needed.
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RECOMMENDATION 2: PROVIDE MORE OPTIONS FOR SERVICE MEMBERS
TO PROTECT THEIR PAY FOR THEIR SURVIVORS BY OFFERING NEW
SURVIVOR BENEFIT PLAN COVERAGE WITHOUT DEPENDENCY AND
INDEMNITY COMPENSATION OFFSET.

Background:

The Survivor Benefit Plan (SBP) gives retiring Service members the option to provide a
lifetime monthly annuity to qualified survivors.!1! SBP provides survivors an annuity
equal to 55 percent of the base retirement pay the Service member elects to cover.112
Service members can elect coverage on any base dollar amount of their retired pay,
between $300 and their full retired pay.!!3 In return for this survivor annuity, the
Service member’s retired pay is reduced by 6.5 percent of the base amount elected.!14
The premium for plan participation is deducted from retired pay before taxes.!15 Based
on the number and age of participants, investment rates of return, and mortality rate
assumptions, these Service member premiums cover approximately two-thirds of the
full cost of SBP coverage. DoD subsidizes the remaining amount.!1¢ In general, SBP
payments to the covered survivor are taxable income.!!” Once the member has reached
age 70 and has participated in SBP for 360 months, the reductions in the retired pay
to cover the retiree’s share cease.118

Survivors of retirees may also be entitled to Dependency and Indemnity Compensation
(DIC) payments from the Department of Veterans Affairs (VA),119 if the Service member
died from: (1) a disease or injury incurred or aggravated in the line of duty while on
active duty or active-duty training, (2) an injury incurred or aggravated in the line of
duty while on inactive duty for training, or (3) a disability compensable under laws
administered by VA.120 DIC payments are nontaxable.121

A survivor is generally restricted by law from receiving the full amounts of both SBP
and DIC benefits.122 SBP benefits are offset by the amount of DIC received, with the
total amount paid equal to the greater of the full SBP benefit or the DIC award.!23 DoD
proposed eliminating this offset and terminating the SBP subsidy in its March 2014
white paper on retirement options.124

111 See generally Armed Forces, 10 U.S.C. 8§ 1447-1455.

112 Armed Forces, 10 U.S.C. § 1451(a)(1).

113 Armed Forces, 10 U.S.C. §§ 1447(6), 1448(a)(3).

114 Armed Forces, 10 U.S.C. § 1452(a)(1). Premiums for spouse and child, child only, and insurable interests are
determined actuarially.

115 Internal Revenue Code, 26 U.S.C. § 122(a).

116 The SBP subsidy for FY 2013 was approximately 36 percent of the total cost per participant. Information provided
by DoD Office of the Actuary, e-mail to MCRMC, October 7, 2014.

117 Internal Revenue Code, 26 U.S.C. § 72(n) (provides that if the SBP premiums were excluded from income, then the
payments received by the beneficiary are taxed; if not excluded, then SBP payments are not taxed until the beneficiary
receives the same amount that was paid in premiums).

118 Armed Forces, 10 U.S.C. § 1452(j).

119 Veterans’ Benefits, 38 U.S.C. § 1310(a).

120 Veterans’ Benefits, 38 U.S.C. § 1310(a).

121 Veterans’ Benefits, 38 U.S.C. § 5301(a).

122 Armed Forces, 10 U.S.C. § 1450(c). The Veterans Benefits Act of 2003 eliminated the SBP-DIC offset for surviving
spouses who remarry after attaining the age of 57 (see Veterans Benefits Act of 2003, Pub. L. No. 108-183, § 101, 117
Stat. 2651, 2652-2653 (2003) (codified at 38 U.S.C. § 103(d)(2)(B)).

123 Armed Forces, 10 U.S.C. § 1450(c).

124 Department of Defense, Concepts For Modernizing Military Retirement, 39, http://
www.mcrmc.gov/public/docs/report/pr/Concepts_for_Modernizing Military Retirement SBP_FN_15_16_27.pdf.

PAGE 42



SECTION 3
RECOMMENDATIONS

For additional information on Survivor Benefit Plan and Dependency and Indemnity
Compensation, please see the Report of the Military Compensation and Retirement
Modernization Commission: Interim Report (Section 3.6) and (Section 3.6.1),
respectively.

Findings:

The SBP program has steadily become more attractive as an affordable way to provide
lifetime monetary benefits to retirees’ survivors. Eighty percent of Service members
who retired in 2013 enrolled in SBP, compared to only 58 percent who retired in
1993.125 This growth is even greater for enlisted personnel, 79 percent of whom
enrolled upon retirement in 2013, compared to 52 percent in 1993.126 The average
number of families receiving SBP payments in a year grew by 87.9 percent from 1993
to 2013 (from 172,425 to 323,903).127 In that same time period, SBP payments to
beneficiaries rose 216.7 percent (from $1.2 billion to $3.8 billion).128 The majority
(80 percent) of retiring Service members elect SBP coverage on their full retired pay.129
This growth is largely due to DoD’s subsidy of SBP costs. If the program were not
subsidized, Service member costs would total 11.25 percent of the base amount
elected based on FY 2013 actuarial figures compared to 6.5 percent currently paid.!30

Service members broadly participate in SBP, yet the current DIC offset of SBP is
unpopular. For example, the Military Officers Association of America reported, “It is
apparent that the [SBP-DIC] offset is not only unfair but also unjustly affects so many
surviving spouses.”!3! Similarly, the American Veterans stated, “The offset of SBP
against DIC is inequitable because it penalizes survivors of military retired veterans
whose deaths are under circumstances warranting indemnification from government
separate from the annuity funded by premiums paid by veterans from retired pay.”132
The Disabled American Veterans also concluded, “Any offset between longevity military
retired pay and VA compensation is unjust because no duplication of benefits is
involved.”133 In FY 2013, 323,903 survivors received SBP benefits. Of these, 59,302
(20.7 percent) also received DIC payments, making them subject to the SBP-DIC
offset.134 The effect of the offset is somewhat mitigated by the reimbursement of SBP
premiums proportional to the DIC offset provided to survivors.

125 Department of Defense, Office of the Actuary, Statistical Report of the Military Retirement System, Fiscal Year 2013,
227, accessed December 11, 2014, http://actuary.defense.gov/Portals/15/Documents/statbook13.pdf.

126 Thid.

127 Tbid, 228.

128 Thid, 227. Report data and information provided by the Office of the Actuary stated that of the 2013 payments to
survivors, totaling $3.82 billion, $1.24 billion (32 percent) were funded from SBP premiums and $1.2

(32 percent) billion (37 percent) from interest earned on past premiums, leaving the remaining $1.38 billion

(36 percent) subsidized by DoD through appropriated funding.

129 DoD, Office of the Actuary, e-mail to MCRMC, September 19, 2014. E-mail correspondence also stated that another
8 percent of Service members selected coverage on 50-100 percent of retired pay, with the remaining 12 percent
choosing to cover less than 50 percent of retired pay.

130 DoD, Office of the Actuary, e-mail to MCRMC, October 8, 2014.

131 “AMAC Storming the Hill Event 2013,” Military Officers Association of America, accessed November 6, 2014,
http:/ /www.moaa.org/amacstorming/.

132 American Veterans, Resolution 12-13: Survivor Benefit Plan, accessed October 6, 2014,

http:/ /www.amvets.org/pdfs/legislative_pdfs/2012/12-13-survivor-benefit-plan.pdf.

133 “DAV Releases Mid-Winter Talking Points,” Disabled American Veterans, accessed October 6, 2014,

http:/ /www.dav.org/learn-more /news/2012/dav-releases-mid-winter-talking-points/.

134 DoD, Office of the Actuary, e-mail to MCRMC, October 7, 2014.
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Below are examples of Service member comments received by the Commission on
SBP-DIC offset:

SBP and DIC are two separate programs and should not be offset. Retirees
can get concurrent receipt [if eligible].135

[SBP]—hopefully without [DIC] offset—is going to take care of my wife who
held things together through my deployments.136

The SBP-DIC offset takes thousands of dollars out of those families’
pockets that really need it. I am asking that the SBP-DIC offset be
eliminated. I know this has been an ongoing issue, but it is time to do the
right thing.137

The DoD proposal to eliminate SBP-DIC offset would raise the cost of the SBP for all
Service members, while reducing their choices. The DoD proposal would provide
Service members a choice to elect base coverage of either 25 percent or 50 percent of
their retired pay. These options would cost Service members 5 percent and 10 percent
of their retired pay, respectively.138 These options eliminate the current subsidy and
would make SBP coverage more expensive for all Service members, including those
who never receive DIC. Furthermore, offering only two options reduces Service
members’ flexibility to tailor SBP coverage to their individual financial situations.

Conclusions:

Survivor benefits could be improved by granting Service members the option of new
SBP coverage that is not offset by DIC. Service members should continue to have the
option to choose the current, subsidized SBP coverage. Alternatively, they should have
an option of fully funded SBP coverage that would not be subject to offset by DIC. The
amount paid by Service members should vary according to DoD actuarial calculations
of cost, based on number and age of participants, investment rates of return, and
mortality rate assumptions. Based on current figures, this new coverage would require
an 11.25 percent reduction of the Service members’ retired pay base amount
selected.!39 Survivors of Service members who elect this new SBP coverage could
derive a greater overall benefit by receiving full SBP and DIC payments.

Recommendations:
* The existing SBP program should be maintained for Service members who want
to elect subsidized coverage that would remain subject to the SBP-DIC offset.

= A new SBP program should be implemented for which Service members would
fully fund SBP costs, but would no longer be subject to offset by DIC payments.
With unsubsidized coverage, Service members’ retired pay should be reduced by
the full cost of the benefit as determined annually by DoD Office of the Actuary.
As an example, based on FY 2013 data, the amount would be 11.25 percent of
the base amount elected. The base amount should not exceed 100 percent of

135 MCRMC letter writer, comment form submitted via MCRMC web site, April 4, 2014.

136 MCRMC letter writer, comment form submitted via MCRMC web site, November 15, 2013.

137 MCRMC letter writer, comment form submitted via MCRMC web site, November 4, 2013.

138 Department of Defense, Concepts For Modernizing Military Retirement, 14,
www.mcrmc.gov/public/docs/report/pr/Concepts_for_Modernizing Military Retirement SBP_FN_15_16_27.pdf.
139 DoD, Office of the Actuary, e-mail to MCRMC, October 8, 2014.
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the member’s retired pay consistent with existing statute. Survivors of the
Service members who select unsubsidized coverage would receive full SBP and
DIC payments without offset. Although this option has a greater out-of-pocket
cost to the Service member, it provides a greater overall benefit.

The Services should provide retiring Service members and their spouses with an
individualized, detailed analysis of the costs and benefits of the alternative SBP
options, including potential costs and income from the current and new SBP
programs.

Those currently participating in SBP should be provided a one-time opportunity
during the SBP open period to opt in to the new program.

Implementation:

SBP is governed by 10 U.S.C. Chapter 73, Subchapter II. 10 U.S.C. § 1452
should be amended to allow for Service members to elect the new SBP option.
Service members who make the election will pay an annually determined
premium and not be subject to the DIC offset found in 10 U.S.C. § 1450(c). This
section should be further amended to require the Secretary of Defense to
promulgate regulations allowing a Service member to elect Spouse and Child
Coverage or Child Only Coverage without being subject to the DIC offset found
in 10 U.S.C. § 1450(c).

10 U.S.C. § 1452 should be amended to require the Services to provide retiring
Service members and their spouses with an individualized, detailed analysis of
the costs and benefits of the alternative SBP options, including potential costs
and income from the current and new SBP programs.

Any other regulations (including the Code of Federal Regulations, if applicable),
instructions, directives, or internal policies necessary to conform to the
recommendation described above should be reissued, updated, amended,
retracted, or otherwise changed as needed.
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RECOMMENDATION 3: PROMOTE SERVICE MEMBERS’ FINANCIAL
LITERACY BY IMPLEMENTING A MORE ROBUST FINANCIAL AND HEALTH
BENEFIT TRAINING PROGRAM.

Background:

DoD has established a policy for Service family readiness that sets guidelines for
personal financial management (PFM) training.140 According to this policy, Service
members and their families are provided with “tools and information they need to
develop individual strategies to achieve financial goals and address financial
challenges.”14! The intent of this policy is to incorporate personal and family financial
objectives into the “organizational goals related to the recruitment, retention,
morale, and operational readiness of the military force.”42 Marine Corps policy
states, “instilling financial responsibility and educating Marines and their families
about financial matters helps them control their current finances, save for the future,
and reduces distractions from mission focus.”!43 Similarly, Navy “operational
commanders have identified financial decision making and resultant financial
problems as having a serious negative impact on the stability of servicemembers and
families, as well as a debilitating effect on operational readiness, morale, and
retention.”144

The Services implement PFM training for their members according to their internal
policies.145 The Army, for example, provides mandatory training to junior enlisted
personnel prior to their initial permanent change of station move and for personnel
who “abused and misused check-cashing privileges.”146 The Navy provides a series of
training courses for enlisted personnel, as well as both personal and leadership
training for its officers.147 The Air Force provides training for all personnel upon arrival
at their first duty stations and prior to deployments to facilitate preparation for
extended absences.148 Each Service provides financial counseling for Service members
and their families.149 Topics covered by the financial counseling component of PFM
training include budgeting, banking, saving, credit and debt management, investing,
taxes, insurance, estate planning, and predatory lending practices.150

140 Military Family Readiness, DoDI 1342.22 (2012).

141 Tbid, 15.

142 Tbid, 2.

143 Personal Financial Management Education Provided by Non-Federal Entities, MARADMIN 061/13 (2013).

144 United States Navy Personal Financial Management Education, Training, and Counseling Program,

OPNAVINST 1740.5B CH-2, 1-2 (2010).

145 Army Community Service, Army Regulation 608-1 (2013). Personal Financial Management Education Provided by
Non-Federal Entities, MARADMIN 061/13 (2013). United States Navy Personal Financial Management Education,
Training, and Counseling Program, OPNAVINST 1740.5B CH-2 (2010). Airman and Family Readiness Centers, Air
Force Instruction 36-3009 (2014).

146 Army Community Service, Army Regulation 608-1, 23 (2013).

147 United States Navy Personal Financial Management Education, Training, and Counseling Program,

OPNAVINST 1740.5B CH-2, Enclosure 5 (2010).

148 Airman and Family Readiness Centers, Air Force Instruction 36-3009, 16 (2014).

149 Army Community Service, Army Regulation 608-1 (2013). Personal Financial Management Education Provided by
Non-Federal Entities, MARADMIN 061/13 (2013). United States Navy Personal Financial Management Education,
Training, and Counseling Program, OPNAVINST 1740.5B CH-2 (2010). Airman and Family Readiness Centers, Air
Force Instruction 36-3009, 16 (2014).

150 Military Family Readiness, DoDI 1342.22, 16 (2012).
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For additional information on financial literacy in the Military Services, please see the
Report of the Military Compensation and Retirement Modernization Commission:
Interim Report (Section 3.9).

Findings:

Existing financial literacy programs do not adequately educate Service members and
their families on financial matters. According to the 2013 Blue Star Families Annual
Lifestyle Survey, only 12 percent of Service member respondents indicated they were
receiving financial education from Service member training.!5! Furthermore,
90 percent indicated they would like to receive more preventive financial education,
and 82 percent indicated their spouse should be included in financial readiness
courses. 152

Academic research showed a correlation between Service member financial readiness
training and improved financial readiness among Service members.153 A 2012 study by
the Financial Industry Regulatory Authority (FINRA) concluded that Service
respondents, though performing well in many areas, often engage in expensive credit
card and nonbanking practices.!5* Specifically, Service personnel regularly make
minimum payments, pay l