Two Salary Models

The Flat Model

The flat model has the same salary for all employees. The total salary cost is the flat rate times the number of employees. When an employee retires his/her replacement is hired at the same salary so there is no change in the total salary cost. 

The Step Model

The step model has an entry salary and steps to a higher final salary. The total salary cost is the sum of the salaries of the employees at each step. The total salary cost for the step model is the same as the total salary cost for a flat model when the flat rate is the average salary of the step model (see figure 1 below). The benefit to the employee is the same under either model; i.e. both produce that same career total income.

The Step Model with Even Distribution of Employees

For convenience, the figure below uses 10 steps with 4% between steps, an even distribution of 10 employees per year and no inflation. In this model it takes 20 years for an employee who starts at step 1 to catch up to the total amount of money the employee would have received had s/he started with a flat model whose flat salary was the average salary of the step model.
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Figure 1
If 10 employees retire from anywhere on the top step every year and are replaced by 10 employees on step 1 and all the other employees move up one step, the distribution of employees on the steps will be the same every year (see figure 2). Thus the total cost remains the same. This means that the salary savings realized by replacing 10 step-10 retirees with 10 step-1 employees exactly covers the cost of all the other employees advancing to the next step. This is the first instance of a basic principle for these models: Retirements pay for step advancement.

[image: image1..pict]Figure 2
The Step Model with Uneven Distribution of Employees

Suppose there is a cohort that is hired during one three year period so that the distribution of employees on the steps is not even (see figure 3). Year by year as the cohort moves up the steps the total salary cost increases and reaches its highest point when the cohort reaches the top step. When the cohort begins to retire and their replacements reappear at the bottom step, the distribution starts to repeat the cycle. During the rise of the cohort retirements are not sufficient to cover the cost of step increases. The extra savings as the cohort retires matches the shortfall during the rise of the cohort. Thus the total salary cost rises as the cohort rises and declines as it retires until the total salary cost reaches the starting value and the cycle repeats. Over the long term, the time it takes for the cohort to retire, retirements pay for the step advancements.
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Figure 3

Even with an uneven distribution of employees on the steps the basic principle holds: Retirements pay for step advancement.

To see that this principle remains in effect regardless of the distribution of employees consider the case of each individual employee. The total cost of the steps for any individual employee is the difference between the employee's initial salary and his/her final salary. This cost is spread out over the years before the employee reaches the top step. When the employee retires, if his/her replacement is hired at the same step as the employee was originally hired, the savings will be the difference between the employee's final salary and his/her initial salary, exactly the same as the cost of the steps. The employee's retirement has paid for the employee's step advancements. (This does not consider the effects of inflation.)

In general Retirements pay for step advancements. Without inflation and with constant FTE the total cost of salary remains the same year after year. There is no additional cost for step increases.

The Effects of Inflation

In the flat model, a cost of living allowance (COLA) added to the flat rate compensates for the effects of inflation. Adding a COLA does not increase the real income of the employee. It simply avoids the decline of real income caused by inflation and maintains the employee's buying power. In the flat model the real total salary cost remains the same since replacements for retirees are paid at the same rate as retirees.

In the step model, a COLA increase is applied to each of the step salaries. Since the COLA simply maintains the real value of each step, the real savings from retirements still matches the real cost of step increases. The real total salary cost remains the same.

What is the effect of a COLA without step increases? The number of retirees reduces the number of employees on the top step. This is also the number of employees added to the bottom step. The number of employees on all the other steps remains the same. Thus the distribution of employees has been changed with more at the bottom and fewer at the top. The average salary is reduced, as is the total salary cost. The employer receives a windfall from the reduced total cost. This windfall is carried forward each year since the total salary now has a lower base value. The employees on the top step suffer no loss as they are already at the top step. The new hires also suffer no loss. All the other employees lose their catch-up step increase. This loss will accumulate each year until they reach the top step. They will now need to work an extra year to achieve the same total real income that they would have received had they been on a flat salary schedule. They will have one more year at the current real salary and will lose one year at the top salary. The net real loss* over their careers is the difference between their current salary and the salary at the top step. The employees on the lowest steps lose the most. The sum of those losses for all employees is the total windfall received by the employer over the years—paid for by the lowest paid employees. 

*Note: the employee also loses his/her contribution and the employer's contribution on the lost salary to PERS.







