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LETTERS OF TRANSMITTAL

DECEMBER 14, 1967.
To the Members of the Joint Economic Committee:

Transmitted herewith for the use of the members of the Joint
Economic Committee and other Members of Congress is part IV,
"Employment Aspects of Pension Plans," of the compendium of
papers entitled Old Age Income Assurance, prepared for the Subcom.-
mittee on Fiscal Policy.

The views expressed in this document do not necessarily represent
the views of members of the committee or the committee staff, but are
statements of issues and alternatives intended to provide a focus for
hearings and debate.

WILLIAM PROXMIIRE,
Chairman, Joint Economic Committee.

DECEMBER 13, 1967.
Hon. WILLIA M PROX\IRBE,
Clhairmnan, Joint Economic Committee,
C6ongress of the United States, Washington, D.C.

DEAR M\R. CHAIRMAN: Transmitted herewith is part IT, ''Employ-
ment Aspects of Pension Plans," of the compendium of papeIs o1n
problems and policy issues in the public and private pension system,
entitled "Old Age Income Assurance."

Part IV deals specifically with employment aspects of programs as
these relate to labor mobility and employment opportunity and
contains 14 papers contributed by invited specialists. The subcommit-
tee is indebted to these authors for their excellent contributions which
we believe will add much to a general awareness of the issues in retire.
ment income policy, particularly as these relate to old-age and
survivors' insurance and tax programs. The time aild learning devoted
to the pre )aration of these papels should do much to stimulate
interest and to assist in policy decisions concerning future programs
for old-age income assurance.

Dr. Nelson McClung, consultant to the subcommittee, is responsible
for the planning and prepalration of the compendium, with the edi-
torial assistance of Anne McAfee, and the advice and suggestions of
other members of the committee's professional staff.

As the executive director's letter indicates, the compendium should
not be viewed as an expression of views or conclusions of the committee
staff, nor should it be viewed as an expression of views of the sub-
committee or individual members.

MARTHA W. GRIFFITHS,
Chairman, Subcommittee on Fiscal Policy;
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DECEMBER 12, 1967.
Ion. MARTHA W. GRIFFITHS,

,Chairman, Subcommittee on Fiscal Policy,
.Joint Economic Committee,
U.S. Congress, Washington, D.C.

DEAR MADAM CHAIR1M[IAN: Transmitted herewith is part IV,
"Employment Aspects of Pension Plans," of the compendium of
papers entitled Old Age Income Assurance. This study was prepared
at your request in order to bring together current thinking on the
questions of retirement income programs and thereby contribute to
policy decisions by focusing attention on the more promising solutions
of the income problems of older people.

The compendium, which is being issued in five parts, confirms the
fact that programs to aid older people have grown in number, size,
and complexity, and that the coordination of these programs and their
combined impact on the income of older people have received too
little attention. Clearly, public policy issues exist with respect to
coordination of these programs, appraising their effects on the
economy, and improving equity.

Part IV contains contributions by the authors listed below. The
committee is indebted to these contributors who have given gener-
ously of their time and expertise to provide the latest available
information and competent analytical perspective on this important
subject.
Prof. Jack Barbash Prof. Joseph Krislov
Mr. Harry Davis Comdr. Allen J. Lenz, USN
Prof. Hugh Folk Prof. Melvin Lurie
Mr. Alan E. Fechter Mrs. Bette S. Mahoney
Mr. John M. Grogan Dr. Joseph J. Melone
Mr. William J. Howell Mr. Walter P. Reuther
Dr. J. J. Jehring

American Telephone & Telegraph Co.
National Foundation of Health, Welfare & Pension Plans,

Inc.

The major work in planning and compiling this compendium was
undertaken by Dr. Nelson McClung, consultant to the subcommittee,
with the advice and suggestions of other members of the staff. He
was assisted in the editorial work by Anne McAfee. Nothing herein
should be interpreted as representing either the opinions of the
staff or the members of the committee on any of the matters
discussed.

JOHN R. STARK,
Executive Director, Joint Economic Committee.
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MANAGEMENT AND LABOR CONSIDERATIONS IN THE
ESTABLISHMENT OF PRIVATE PENSION PLANS

BY JOSEP1II J. MILONE*

The considerable interest evidenced in recent decades in this country
in the problem of old-age income maintenance is attributable to many
factors. Limited employment opportunities for the aged in a highly
industrialized economy and the relatively low asset and nonpension
income levels for many of the aged have combined to generate consid-
erable interest in public and private pensions as mechanisms for old-
age income assurance. Furthermore, improvements in longevity and
shifts in birth rates in the 20th century has resulted in absolute and
relative increases in the population of persons age 65 and over. In
1900, there were approximately 3 million persons age 65 and over,
whereas there were about 18 million such persons in 1965. By 1975
and 1985, it is estimated that persons age 65 and over will number
about 21 million and 25 million, respectively. The proportion of the
U7.S. population are 65 and over is currently about 9 percent, whereas
the proportion of the population in these age brackets in 1900 was
about 4 percent. The problem of old-age economic security, therefore,
is of concern to an increasing number and percentage of the U.S.
population.

Lastly, we should not ignore the impact that a sustained neriod of
economic prosperity has had on interest in this issue. Fiscal and
monetary policy questions, in a partially managed economy, the eco-
nomic capacity to provide higher levels of old-age income assurance,
increased concern in an affluent economy with the well-being of non-
income and low-income groups are factors that have directed our at-
tention to this problem and to the various mechanisms designed to
alleviate the problem.

One can undoubtedly add many additional reasons, or variations
of the above points, in support of the significance of the issue of old-
aze economic security. However. further elaboration on this point is
not fundamental to the analysis in this paper. Suffice it to say that the
analysis here accepts the hypothesis that the problem of economic
security for the aged is a serious and increasingly important problem.

RATIONALES OF PRIVATE PENSIONS

In the above discussion, the thesis was accepted that income security
for the aged is a problem of significant proportions. However, the
mere existence of the problem does not explain the phenomenal growth
of private pension plans. The existence of the problem, while it is a
necessary condition, is not a sufficient condition to account fully for
the growth of these programs. Stated differently, given the existence

*Resenrch director, McCahan Foundation for Basic Research in Security,
Risk and Insurance.
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OLD AGE INCOME ASSURANCE-PART IV

of the old-age economic problem, why did employers and employees
choose to meet the need, at least in part, through the vehicle of private
pension programs? 1

Many attempts have been made over the years to explain private
pensions in terms of an underlying concept, rationale, or philosophy.2
These various attempts all seem to fall within one of the following
general concepts or rationales: (1) Business expediency; (2) human
depreciation; and (3) deferred wage.

Some might express surprise that "social responsibility" is not in-
cluded in the above list of rationales of private plans. The reasons for
not including this alternative in the list are part semantical and part
philosophical. The semantical problem derives from the lack of agree-
ment as to the meaning of "social responsibility" as a rationale for
these plans. For example, if the term means that such plans should
contribute to the economic welfare of at least employees with relatively
long periods of service with the employing firm, then all the above
rationales incorporate some elements of a social responsibility eri-
terion; this being particularly true under the human depreciation
and deferred wage concepts. If the tern means that macro or broad
social welfare objectives should be the primary goals in the establish-
ment and design of private pension plans, and motivations at the
micro or firm level should be secondary, then it is my opinion that
there would be philosophical objections on the part of most manage-
ment people and a lesser, but still significant, number of labor leaders
to the concept of social responsibility as the underlying rationale of
plrivate pensions. Many of the critics of private pension plans assume
a set of plan objectives which is at variance, at least in degree, to
the plan motivations at the level of the firm. It is little wonder, there-
fore, that there is such confusion in the current debate on this issue.
More will be said on this point later in this paper. However, an aware-
ness of this potential conflict in objectives is necessary to a fuller
appreciation of the rationales and motivations offered below as ex-
planations for the growth of private plans.

BUSINESS EXPEDIENCY CONCEPr

Early industrial pension plans were viewed as gratuities or rewards
to employees for long_ and loyal service to the employer. Closely re-
lated to this view is the concept that private pensions constitute a
systematic and socially desirable method of releasing employees who
are no longer productive members of the employer's labor force. Re-
garldless of the view taken, the fact remains that these early plans
were largely discretionary, and management made it quite clear that
employees had no contractual rights to benefits under the plan. Con-
tinuation of the pension plan was dependent upon competitive condi-
tions and management policy. Furthermore, management reserved
the right to terminate benefit payments to pensioners for misconduct
on the part of the beneficiaryy or for any other reasons justifying such
action in the opinion of the employer.

1 MInjor portions of this section and the following section of the paner are drawn
frol J roseph J. Melone and Everett T. Allen, Jr.. Pension Planning (Hoinewood, lil.
Richard D. Irvin. Inc.. 1966). ch. 1.

2For an excellent discussion of pension philosoplites. see Jonas and Mfittelman. "The
Vesting of Private Pensions" (Unpublished dissertation, University of Pennsylvania.
1959), ch. iH.
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OLD AGE INCOME ASSURANCE-PART IV

Thus, the growth of early pensions might be best categorized by a
single concept: business expediency. Business expediency, by the very
nature of the concept, implies that the establishment of a plan is a
management prerogative and that the primary motivation for the
creation of such plans was the economic benefit, direct or indirect, that
accrued to the employer. But as the economy became more and more
industrialized and pension plans became more prevalent, there was
increasing interest in the view that employers had a moral obligation
to provide for the economic security of retired workers.

HUMAN DEPRECIATION CONCEPT

The view that employers have a moral responsibility to provide for
older employees was expressed as early as 1912 by Lee Welling Squier,
as follows: "From the standpoint of the whole system of social econ-
omy, no employer has a right to engage men in any occupation that
exhausts the indiividulal's industrial life in 10, 20, or 40 years; and then
leave the remnant floating on society at large as a derelict at sea."'
This rationale of private pensions has come to be known as the huema'n
depreciation concept. It was the point of view taken by the United
Mline W1'orkers of America in their 1946 drive to establish a welfare
fund:

The United AMine Workers of America has assumed the position
ov-er the years that the cost of caring for the human equity in
the coal industry is inherently as valid as the cost of the replace-
ment of mining machinery, or the cost of paying taxes, or the
cost of paying interest indebtedness, or any other factor incident
to the production of a ton of coal for consumers' bins * * * [The
agreement establishing the Welfare Fund] recognized in prin-
ciple the fact that the industry owed an obligation to those em-
ployees, and the coal miners could no longer be used up, crippled
beyond repair and turned out to live or die subject to the charity
of the community or the minimum contributions of the State.4

This analogy between human labor and industrial machines was also
made in the report of the President's "fact-finding" board in the 1949
steelworkers' labor dispute in support of its conclusion that manage-
ment had a responsibility to provide for the security of its workers:
"W:7e think that all industry, in the absence of adequate Government
programs, owes an obligation to workers to provide for maintenance
of the human body in the form of medical and similar benefits and full
depreciation in the form of old-age retirement-in the same way as it
does now for plant and machinery." ' The report continues as follows:
"What does that mean in terms of steelworkers? It should mean the
use of earnings to insure against the full depreciation of the human
body-say at age 65-in the form of a pension or retirement
allowance." e

alree WellinL Squier, Old Age Dependency in, the United States (New York: Macmillan
Cc,.. 1912). Tn. 272

4United Aline Workers of American Welfare and Retirement Fund, Pensions for Coal
Miners (Washington. D.C., n.d.), p. 4.

I Steel Industry Board, Report to the President of the United States on the Labor Dis-
pute in the Basic Steel Industry (Washington, D.C.: U.S. Government Printing Offlce.
Sept. 10, 1949). p. 55.

' Ibid., p. 65.
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The validity of the human depreciation concept of private pensions
has been challenged by many pension experts.7 The process of aging
is physiological and is not attributable to the employment relationship.
Admittedly, the hazards of certain occupations undoubtedly shorten
the lifespan of the employees involved. In those instances the em-
ployer can logically be held responsible only for the increase in the
rate of aging due to the hazards of the occupation. More importantly,
the analogy between men and machines is inherently unsound. A ma-
chine is an asset owned by the employer, and depreciation is merely
an accounting technique for allocating the costs of equipment to various
accounting periods. Employees, on the other hand, are free agents and
sell their services to employers for a specified wage rate. An employee,
unlike a machine, is free to move from one employer to another. Thre
differences between men and machines are so great that one must
question the value of the analogy as a basis for a rationale of private
pensions. As Dearing notes: "Any economic or moral responsibility
that is imposed on the employer for the welfare of workers after
termination of the labor contract should be grounded on firmer reason-
ing than is supplied by the machine-worker analogy." 8

DEFERRED WAGE CONCEPT

In recent years, a view of private pensions that has achieved broader
acceptance is the deferred wage concept. This concept views a pension
benefit as part of a wage package which is composed of cash wages
and other employee fringe benefits. The deferred wage concept has
particular appeal with reference to negotiated pension plans. The as-
sumption is made that labor and management negotiators think in
terms of total labor costs. Therefore, if labor negotiates a pension
benefit, the amount of funds available for increases in cash wages are
reduced accordingly. This theory of private pensions was expressed as
early as 1913:

In order to get a full understanding of old-age and service pen-
sions, they should be considered as a part of the real wages of
a workman. There is a tendency to speak of these pensions as
being paid by the company, or, in cases where the employee con-
tributes a portion, as being paid partly by the employer and
partly by the employee. In a certain sense, of course, this may
be correct, but it leads to confusion. A pension system considered
as part of the real wages of an employee is really paid by the
employee, not perhaps in money, but in the forgoinig of an
increase in wages which he might obtain except for the establish-
ment of a pension system.9

The deferred wage concept has also been challenged on several
grounds. First, it is noted that some employers who pay the prevailing
cash wage rate for the particular industry also provide a pension bene-
fit. Thus, it can be argued that in these cases the pension benefit is of-

7 For exampI, see Dan M. McGill, Fun damentals of Private Pensions (2d edition:; Home-wood. Ill.: Richnrd D. Irwin, Inc., 19f64)0 p. 16. See also Charles L. DearinL, Industrial
PenRisont (Washington, D.C.: Brookings Institution, 1954), pp. 62-63 and 241-43; and
Mittelman. op. cit.. pp. 25-34.

D pnrlng. op. cit.. p. 243.
Albert de Roode, "Pensions as Wages," Anterican, Economic Reviewc, vol. III, No. 2

(June 1913), p. 287.
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OLD AGE INCOME ASSURANCE-PART IV 5

f ered in addition to, rather than in lieu of, a cash wage increase. Second,
the deferred wage concept ignores the possible argument that the em-
ployer is willing to accept a lower profit margin in order to provide a
pension plan for employees. Third, it is sometimes argued that if pen-
sion benefits are a form of wage, then terminating employees should be
entitled to the part of the retirement benefit that has been earned to the
date of termination. In practice, one finds that only a small proportion
of the plans provide for the full and immediate vesting of all benefits.
However, it can be logically argued that full and immediate vesting is
not a necessary condition to acceptance of the deferred wage concept
of private pensions. This latter view of the deferred wage concept
has sometimes been referred to as the wage differential concept; the
differential in wage being paid to those employees who have presum-
ably made an additional contribution to the economic well-being of
the firm as a result of long-term service to the employer. The issue of
vesting in the context of a deferred wage rationale of private pensions
is commented on further in a later section of this paper.

In spite of the appeal of the deferred wage theory, it is questionable
whether the private pension movement can be explained solely in
terms of this concept. Indeed, there is probably no one rationale or
theory that fully explains the "reason for being" of private pensions.
This conclusion is not surprising in view of the fact that these plans
are private, and the demands or reasons that give rise to one plan may
be quite different from those leading to the introduction of another

plan. REASONS FOR GROWTH OF PRIvATE PENSIONS

The specific factors generally considered as having influenced the
growth of private pensions are discussed below. It must be recognized
that the reasons that give rise to the establishment of one plan might;
be different in the case of another plan.

INCREASED PRODUCTIVITY

A systematic method of meeting the problem of superannuated
employees can be easily justified on sound management grounds. Prac.
tically every employee eventually reaches a point where, due to ad-
vanced age, he is a liability rather than an asset to the employer. Thai;
is to say, at some advanced age, an employee's contribution to the pro-
ductivity of the firm is less than the compensation he is receiving.

The employer has several courses of action open to him when an
employee reaches this point. One, the employee can be terminated
without any further compensation or any retirement benefits as soon
as the value of his service is less than the salary he is receiving. For
obvious reasons, this course of action is seldom followed by employers.
Two, the employer can retain the superannuated employee in his cur-
rent position and at his current level of compensation. The difference
between the employee's productivity and salary is absorbed by the
employer as a cost of doing business. This alternative is also undesir.
able. Such an approach would undoubtedly prove to be the most costly
method of meeting the problem of superannuated employees. Further.
more, the longer range indirect costs that would be incurred from the
resultant inefficiencies and poor employee morale among the younger
workers would be, indeed, significant. Three, the employer could re-
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tain the superannuated worker, but transfer him to a less demanding
job at the same or a reduced level of compensation. In the former case,
the direct costs would be similar to alternative two, but the indirect
costs would be reduced in that a younger and more capable person
would now be staffing the more demanding position. If the employee's
salary is reduced, the direct costs of superannuation would also be
reduced.

Most employers who do not have a pension plan generally handle
the problem of the older worker in the latter manner. The effectiveness
of this approach to the problem has certain important limitations.
First of all, a firm usually has only a limited number of positions to
which aged workers can be transferred. For a larger or even medium
sized firm, only a fraction of the superannuated employees can be
efficiently employed. With automation and the increasingly higher
levels of skill required in most jobs, the limitations of this solution
are apparent. Furthermore, the superannuated employee is generally
still overpaid in the less demanding jobs since, for practical purposes,
reductions comparable *to the decrease in employee productivity are
seldom made. Lastly, this approach does not solve the problem of
superannuation; it merely defers it, since a point will be reached where
the employee's productivity is considerably below even a minimum
level of wage.

The fourth alternative available to the employer in meeting the prob-
lem of superannuation is to establish a formal pension plan. A pension
plan permits employers to terminate superannuated employees in a
humanitarian and nondiscriminatory manner. The inefficiencies as-
sociated with retaining employees beyond their productive years are,
therefore, eliminated. Employees will know that they are expected to
retire by a certain age, and they can make the necessary provisions for
their retirement. Furthermore, the sense of securitv derived from the
knowledge that provision is made, at least in part, for their retirement
income needs should increase the morale and productivity of em-
ployees. Also, systematic retirement of older workers will keep the
channels of promotion open, thereby offering opportullnity and incen-
tive to the young, ambitious employees-particularly those aspiring to
executive positions. Therefore, a pension plan should permit an em-
plover to attract and keep a better caliber of employee.

The problem of superannuation, then, exists in all business firms.
Any solution, except the unlikely alternative of arbitrary termination
of older workers without any retirement benefit, results in some cost,
direct and/or indirect, to the employer. Unfortunately, some employers
assume that the pension plan solution is the only approach that carries
a price tag. The hidden costs of the other alternatives must be rec-
ognized. The decision, therefore, is which solution is best suited to the
needs and financial position of the employer. For a large number of
employers, the formal pension plan approach has proved to be the
superior solution.

TAX CONSIDERATIONS

The bulk of the growth in private pension plans has occurred since
1940. One reason for the growth of these plans during the World War
II and Korean w ar periods was the fact that normal and excess profit
tax rates imposed on corporations during these years were extremely
high. Since the employer's contributions to a qualifled pension plan
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are deductible for Federal income tax purposes, a portion of the plan's
liabilities could be funded with very little effective cost to the firm.
Furthermore, the investment income earned on pension trust assets
is exempt from Federal income taxation.' 0

The tax advantages of qualified pension plans are even more im-
pressive from the standpoint of employees covered under the plan.
For example, the employer's contributions to a pension fund do not
constitute taxable income to the employee in the year in which con-
tributions are made. The pension benefits derived from employer con-
tributions are taxed when distributed or made available to the em-
ployee. Hlowever, the employee is expected to be in a lower tax bracket
when retirement benefits are received. In addition, under certain cir-
cumstances, lump sum distributions from a pension plan are taxed as
capital gain rates rather than at ordinary income rates. Atlso, favorable
estate tax treatment is accorded death benefits paid under a qualified
plan.

Therefore, qualified pension plans offer significant tax advantages
to participants generally, and in particular, to employees currently
in high-income tax brackets. For the latter employees, deferred coni-
pensation schemes may be favored over equivalent cash Awage increases.
Since the high-salaried senior oflicers of corporations often make the
decision regarding the establishment and design of employee benefit
plans, their role as participants under the plan may influence their
decisions on these matters. However, in the case of large corporations,
cost and other considerations minimize or eliminate the personal tax
situations of key employees as factors influencing the establishment
or design of a pension plan. In the case of a small, closely held cor-
poration, on the other hand, one can readily see how the tax imnplica-
tions for stockholder-employees may be a decisive factor in the estab-
lishment and design of a pension plan. Lastly, tax advantages to
employees are certainly one reason, although not the most important,
why some labor leaders negotiate for establishment and liberalization
of employee benefit programs in lieu of further wage increases.

WAGE STABILIZATION

The second wartime development that helped to stimulate the growth
of pensions was the creation of a avage stabilization program as palt
of a general price control scheme. Employers, in competing for labor,
therefore, could not offer the inducement of higher wvages. Under
these conditions, union leaders found it difficult to prove to their
membership the merits of unionism. Therefore, the War Labor Board
attempted to relieve the pressure on management and labor for higher
wage rates by permitting the establishment of fringe benefit programs,
including pensions. This policy further stimulated the growth of pen-
sion plans during this period.

UNION DEMANDS

Labor leaders have had mixed emotions over the years regarding
the desirability of employer-financed pension plans. In the 1920's, labor
generally did not favor such pl]ans for its membership. It held tihe

Io For a complete discussion of the tax aspects of qualified pension plans, see Melone
and Allen, op. cit., cbs. 5 and 6.
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view that pensions represented an additional form of employer pater-
nalism and were instituted to encourage loyalty to the firm. Labor
leaders felt that the need would be best met through the establish-
ment of a Government-sponsored universal social security system; and
in the absence of that solution, unions should establish their own pen-
sion plans for their members. The former objective was achieved with
the passage of the Social Security Act of 1935. By the 1930's, several
unions had established their own plans. However, many of these plans
were inadequately financed; a condition which became quite apparent
during the depression years. Recognition of the financial burden of
a pension program and enactment of wage controls led some labor
leaders, in the early 1940s, to favor establishment of employer-
sup)ported pension plans.

From 1945 to 1949 the rate of growth of new plans fell off markedly.
During this postwar period, employee interest centered upon cash
wage increases in. an attempt to recover the lost ground suffered dur-
ing the period of wage stabilization. In the latter part of the decade
of the 1940's, union leaders once again began expressing an interest
in the negotiation of pension programs. The renewal of interest in
pensions was probably due to two factors. First, there was increasing
antagonism on the part of the public against what were viewed by
many persons as excessive union demands for cash wage increases.
The negotiation of fringe benefits was one way of possibly reducing
pressures from this quarter. Second, some union leaders argued that
social security benefits were inadequate, and a supplement in the form
of private pension benefits was considered to be necessary. Also, cer-
tain labor officials believed that the negotiation of employer-supported
pensions would weaken the resistance of the latter toward liberaliza-
tions of social security benefit levels. Thus, pension demands became
a central issue in the labor negotiations in the coal, automobile, and
steel industries in the late forties. Although unions had negotiated
pension benefits prior to this period, it was not until the late forties
that a major segment of labor made a concerted effort to bargain for
private pensions.

Labor's drive for pension benefits was facilitated by a National
Labor Relations Board ruling in 1948 that employers had a legal ob-
ligation to bargain over the terms of pension plans. Until that time,
there was some question as to whether employee benefit programs
fell within the traditional subject areas for collective bargaining; that
is, wages, hours, and other conditions of employment. The issue was
resolved when the National Labor Relations Board held that pension
benefits constitute wages and the provisions of these plans affected
conditions of employment." Upon appeal, the court upheld the NLRB
decision, although it questioned the assumption that such benefits are
Wages.' 2 The result of these decisions was that an employer cannot in-
stall or terminate or alter the terms of a pension plan covering orga-
nized workers without the approval of the authorized bargaining
agent for those employees. Furthermore, management has this obli-
gation regardless of whether the plan is contributory or noncontrib-
utory, voluntary or compulsory, and regardless of whether the plan
was established before or after the certification of the bargaining unit.

11 Inland Steel Co. v. United Steeltworkera of America, 77 NLRB 4 (I048).
32Inland Steel Co. v. National Labor Relations Board, 170 F. (2d) 247, 251 (1949).
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Labor was quick to respond to these decisions, and the 1950's were
marked by union demands for the establishment of new pension plans,
liberalization of existing plans, and the supplanting of employer-
sponsored programs with negotiated plans. Undoubtedly, labor's in-
terest in private pensions has been an important factor in the tremen-
doous growth in plans since 1949.

BUSINESS NECESSITY

Employers hire employees in a free, competitive labor market.
Therefore, as the number of plans increase, employees come to expect
a pension benefit as part of the employment relationship. Employers
who do not have such a plan are at a competitive disadvantage in at-
tracting and holding personnel. Therefore, some employers feel they
must install a plan even if they are not convinced that the advantages
generally associated with a pension plan outweigh the cost of the bene-
fit. Admittedly, this is a negative reason for instituting a plan. In
other words, these employers feel that there is little evidence that
pension plans truly result in improved morale and efficiency among
their work force; but they feel that there would clearly be an adverse
employee reaction if they did not offer a pension. Also, in contrast
to situations where a plan is established in response to labor demands,
an employer may offer a pension plan as part of an employee relations
objective of keeping the union out of the firm.

REWARD FOR SERVICE

There is a tendency to argue that employers never provide any
increase in employee benefits unless they can expect an economic return
in some form. Although this philosophy must prevail generally in a
capitalistic system, the fact remains that many employers have estab-
lished plans out of a sincere desire to reward employees who have
served the firm well over a long period of service. Also, some employers
may feel a moral responsibility to make some provision for the eco-
nomic welfare. of employees during their retirement years.

EFFICIENCY OF APPROACH

Part of the growth of private pensions must be attributed to the
fact that a formal group savings approach has certain inherent ad-
vantages. The advantages are not such that they eliminate the need
for individual savings; but the merits of private pensions as a supple-
ment to social security benefits and individual savings programs ave
indeed significant. First of all, the economic risk of old age derives
from the fact that a point is reached when an employee is unable or
unwilling to continue in active employment. A formal plan as an
integral part of compensation arrangements and employment relation-
ships, therefore, is quite logical. There is no additional wage cost to
the employer to the extent that pension benefits are provided in lieu
of other forms of compensation. If pension benefits are provided in
addition to prevailing wage rates, the employer's extra wage costs
resulting from the pension plan can generally be passed on to the con-
suming public in the form of higher prices.

9
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It has been argued that from a broad social point of view, the
private pension system is the lowest cost method of providing economic
security for the aged. In addition to the administrative efficiency of
group savings arrangements, it is argued that the small increase in con-
sumer prices that might be required to provide pension benefits is
a relatively painless method of meeting the risk. In other words, the
burden of retirement security is spread over a large number of people
and over a long period of time. The economic principle of marginal
utility would support the conclusion that the disutility of the small
increase in prices for all consumers would be less than the burdens that
would be borne by those individuals who would have inadequate retire-
ment resources in the absence of pension benefits. Still another aspect
to the argument is the assumption that private pensions increase con-
sumption levels among the aged, which in turn helps to maintain a
high level of economic activity.

Lastly, private pensions constitute a form of forced savings. This
advantage is extremely important in view of the apparent desire of
many people to maintain a relatively high standard of living during
their active employment years. Although it can be argued that em-
ployees would, in the absence of private pension programs, make
equivalent provision for old age through increased levels of individual
savings, the evidence seems to point to the conclusion that a number
of people would not do so. Thus, it might be economically more efficient
if at least part of the risk is met through a forced saving private pen-
sion scheme.

SALES EFFORTS OF FUNDING AGENCIES

For all of the above-mentioned reasons, there has been a considerable
demand over the years for private pensions. However, in many in-
stances, the advantages of these programs had to be called to the at-
tention of specific employers. This function of creating effective de-
mand for the pension product has been aggressively performed by
those parties interested in providing services in this area. Insurance
companies, through agents, brokers, and salaried representatives, were
undoubtedly instrumental in the growth of pensions, particularly in
the decades of the twenties and thirties. The trust departments of
banks are also equipped to handle pension funds, and many corporate
trustees have been actively soliciting pension business, particularly
since the early 1950's.

MOTIVATIONS FOR MULTIEMPLOYER PLANS

Although a pension plan might be established for one or more of the
reasons indicated in the previous section of this paper, it is pertinent to
the discussion to note the motivations for establishing the plan on a
multiemployer basis rather than a single-employer arrangement.
Furthermore, multiemployer plans constitute a significant force with-
in the private pension movement, and the growing discussions of
portable pensions suggest the need for separate treatment here of
this form of private pensions.' 3

13 The following material on multiemployer plans is drawn from Joseph J. Mfelone. Col-
lectivel7 y Bargained Mutlti-EmPloyer Pens on Pans (Homewood, Ill.: Richard D. Irwin,
Inc., 1963), pp. 1658-i82.
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A multiemployer pension plan is a plan which covers the employees
of two or more financially unrelated employers. Pension contributions
are payable into one common fund, and benefits are payable to all
employees from the pooled assets of the fund. Plan assets are not ear-
marked or accounted for in terms of balances held on behalf of
specific employers. The definition excludes so-called multiplant pen-
sion plans established by one employer. Also excluded from this
definition of a mnultiemployer plan are those joint plans established by
a parent corporation and one or more of its subsidiaries. Nor does the
definition include situations in which employers pool pension contri-
butions solely for purposes of greater investment diversification. A
common trust fund operated by a corporate trustee for pension and
profit-sharing plans is not considered to be a multiemployer plan.
Lastly, the discussion in this section is limited to negotiated multi-
employer plans, since the bulk of these plans have been established
as a result of collective bargaining.

ARGUMENTS FAVORING A MULTIEM1PLOYER ARRANGE-MENT

FROM1 STANDPOINT OF EM1PLOYER

Unmifornn Contribution Rates.-,ultiemployer pension plans are
often found in highly competitive industries. In many instances, prod-
uct differentiation is relatively minor, making product price an ex-
tremnely important competitive factor. Therefore, the economics of the
industry may preclude the establishment of single-employer p]lals
requiring varying employer cost commitments. An important func-
tion of the union in some industries is the maintenance of uniform
labor costs. For example, in the garment and hosiery industries the
wage differentials of the nonunion shops create significant competitive
problems for the unionized segment of the industry. Employers have
on occasion supported, with financial assistance, union organizing ac-
tivities to help equalize labor costs in these trades. In the negotiation
of a pension benefits the same emphasis on a uniform contribution
commitment can be expected to prevail.

Differentials in employer contribution rates may be justified under
various circumstances, although such differentials are the exception
rather than the rule. For example, the admission of a new employer
to the group may result in a disproportionately high increase in p an
liabilities. Also, where the initial participating employers have borne
the full impact of the organizational costs, adjustments in the contri-
bution commitments of new employers may be in order to minimize
the possibility of adverse selection. Contribution differentials may be
necessary where the union cannot obtain a uniform rate because of
differences in the economic position of various employers, or where
bargaining occurs at differing time intervals. Of course, the financial
obligation should vary if differences in benefit levels or eligibility
requirements exist between employers.

It should be emphasized that the term "contribution rate" is not
the same as "cost" in its broadest sense. The cost of the plan may be
borne disproportionally by employers depending on differences in the
cost characteristics of each employee group, delinquency or default in
contribution payments, business failures of some employers, etc. Also,
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the current contribution rate may not be a proper reflection of the
ultimate cost of the plan. Changes in contribution levels may be made
on occasion, the impact of which may fall unequally on participating
employers over time.

Adaptability to Needs of Sinall Enmployers.-An industry composed
of many small employers is indeed one ideal condition for a multi-
employer plan. Several advantages may accrue to small-size firms in
a plan of this type.

1. Expense Savings.-The rather large legal and actuarial expenses
incurred at the inception of a pension plan do not increase propor-
tionally with the size of the fund. A certain portion of these initial
expenses would have to be duplicated in establishing individual plans
for each employer.

A large plan can also benefit from the use of specialized and
mechanized recordkeeping devices and procedures. However, some of
the advantages of modern data-processing techniques are available to
smaller plans through computer centers now operating in larger cities.
The demand for administrative assistance has also given rise to service
organizations known as plan administrators.

Potential expense savings in a multiemployer plan can easily be
dissipated through poor plan management. Caution must be exer-
cised particularly in regional and national plans. These plans must
be careful to avoid duplicating local administrative activities at the
reegional or national level. If properly administered, the broader
regional plan may effect savings in operating costs.

2. Wider Choice of Funding Instruments.-The combining of sev-
eral employers into one plan results in a larger group of covered
employees, and, therefore, a greater variety of funding instruments
may be available. If the plan is to be insured, a multiemployer plan
may qualify for a group-deferred annuity contract. The larger plans
may be eligible for one of the types of deposit administration group
annuity contracts.

Under single-employer plans the smaller companies desirous of in-
suring their pension benefits may be limited to individual policy con-
tracts with their attendant higher expense component, or to group
annuity contracts subject to a special administrative charge. In addi-
tion to the expense saving, more favorable investment opportunities
may be available. The larger insured plans may permit greater in-
vestment flexibility of the nonallocated fund. Group pensions are now
available that permit the investment of these funds in equities in
amounts far greater than permitted for insurance company assets as
a whole. Also, an increasing number of insurance companies credit
investment income to the experience fund of group annuity contracts
based on yields available on new investments at the time pension con-
tributions are made. This is particularly attractive during A period
of rising interest rates.

Certain advantages, due to size, are also enjoyed under noninsured
plans. The corporate trustee's investment fee normally declines pro-
portionately with the size of the fund. If an investment advisory
service is utilized, its fee is relatively less costly in relation to a larger
fund. Also, a larger fund permits greater investment diversification
and fund liquidity, which might result in a more favorable rate of
return.

12



OLD AGE INCOME ASSURANCE-PART IV

Banks and insurance companies are attempting to make some of
the advantages noted above available to smaller plans. Small employers
can participate in commingled trust funds operated by banks and
trust companies. The funds may include either fixed income securities
or common stocks, or both. With reference to insured plans, deposit
administration contracts are increasingly being made available to
relatively small-size plans.

FROM STANDPOINT OF UNION

Unifworm Benefits.-A labor official may view uniform pension bene-
fits for all union members as a desirable objective. Uniform benefits
can be negotiated under single-employer plans, but the varying cost
characteristics of individual employers lead to different cost commit-
ments. A multiemployer scheme does permit both uniform employer
contributions and uniform employee benefits, if that is what manage-
ment and labor desire.

Not all employees benefit from uniform benefit plans. In some cases,
higher benefits would be available to some employees under single-
employer plans. In at least one multiemployer plan, employees were
removed from a more favorable company plan to participate in the
newer joint plan. One union faced with this problem of having some
members already covered in company plans gave the employees (as
a group, not individually) of each employer the option to elect either
the company plan or the multiemployer plan.

Portability of Pension Credits.-In most plans, employees accumu-
late pension credits for all employment with participating employers.
More liberal service credit definitions may be based on employment in
the industry or on years of union membership. The portability of pen-
sion credits is an important characteristic of these plans to employees
in industries characterized by skilled craftsmen, numerous small em-
ployers, intense competition, and a high rate of business failure. With-
out the opportunity to transfer service credits, employees in certain
industries would be unable generally to meet the requirements for a
pension benefit. This feature of multiemployer plans is also advan-
tageous to the union in that it may encourage membership loyalty.

The effectiveness of the above practice is somewhat limited, in that
the transferability of pension credits is usually restricted to employ-
ment for participating employers. The provision becomes more mean-
ingful in regional and national plans. Some unions have worked out
reciprocity agreements which permit transfers of credits between vari-
ous plans of the same union; a few plans permit transfers between
plans of different unions.

The objective of portable pension credits can be achieved in single-
employer plans by providing full and immediate vesting of earned
pension benefits. This latter solution does, of course, raise the question
of cost to the employer to provide such a benefit. Furthermore, the
high rate of turnover in certain industries, such as the longshoring
and maritime trades, makes a full and immediate vesting provision
administratively burdensome and costly.

A high rate of turnover of the employee force is not of itself suffi-
cient justification for the establishment of a multiemplo er plan. There
must be some cohesive force which will tend to keep these employees
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in employment covered by the plan. For that reason, this pension
arrangement is particularly suitable for the skilled trades. The em-
ployees have an investment in the training necessary to acquire the
skill, and their income prospects are usually greater in that trade than
in alternative employments in which they have no background. The
union card then has significance, and these craftsmen are likely to
remain in covered employment. This is not to say that multiemployer
plans are undesirable in the unskilled trades. In some cases the unions
have been successful in gaining favorable wage rates in basically un-
skilled jobs. The wage differential may be sufficiently attractive to en-
courage loyalty to the union and the occupation. Also, the absence of
alternative employment opportunities in particular locales may en-
courage attachment to unskilled occupations. These factors may ac-
count, in part, for the sizable number of long-service employees in the
coal industry.

It was stated earlier that a multiemplover plan may be desirable in
an industry marked by a high rate of business failures. Since the plan
is likely to outlive many of the participating employers, this arrange-
ment is advantageous, in this respect, for employees. This fact has led
some persons to conclude that the employee has greater security under
a multiemployer plan than he does under a single-employer plan. At
best, this conclusion is true only if one assumes all other factors to
be equal. But, the multiemployer arrangement may introduce other
factors which have an important bearing on the security of pension
benefits. Indeed, some pension observers believe that the practical im-
plications of these plans have an unfavorable impact on pension
security. Some of these latter views will be presented in the discus-
sions that follow. The point will not be pursued further now. But,
it is obvious that a generalization as to the security of pension bene-
fits by type of pension arrangement is rather meaningless. However,
the author does not wish to minimize the advantage to employees of
a multiemployer plan in an industry marked by a high degree of busi-
ness failures. The question of pension security, however, is a much
broader issue.

Increased Control Over Plan.-Negotiated multiemployer plans are
administered by a joint board composed of an equal number of em-
ployer and union representatives. The practice of joint administra-
tlon is not limited to multiemployer plans. However, the scope of au-
thority of jointly administered single-employer plans is usually re-
stricted to the approval of pension applications or the handling of
employee pension disputes. In these plans, decisions on funding and
investment matters are usually made by management alone. In multi-
employer plans, joint administration means an equal voice by man-
agement and labor in all matters affecting the plan. The employee
representatives have access to all cost information and share equally
in investment decisions.

The attitude of labor toward joint administration is clearly set forth
in the following statement: "Unions should accept nothing less than
an equal voice in the administration of the pension plan. * * * Only
through responsible participation in its administration can the union
gain the insight and experience as to the details of the plan in opera-
tion which will be needed to determine where future modifications

14



OLD AGE INCOME ASSURANCE-PART Iv

and improvements are required. * * * i1 In mnultieniployer plans,
there is an additional reason for joint administration. Pension bar-
gaining in these cases is usually limited to the rate of contribution to
the plan; the benefit levels are determined at a later date by the plan's
board of trustees. It is unlikely that the union would agree to perm it
the employers to determine unilaterally the benefit levels supportable
by the negotiated financial coimmitment.

Also, some labor leaders desire a voice in the determination of the
investment policies of negotiated pension funds. Some union officials
feel that pension assets should be invested in socially oriented projects.
These projects include such things as low-cost housing, hospitals, out-
patient clinics, retirement homes, and employee recreation and cul-
tural centers. Negotiated single-employer funds hold little of this type
of investment. However, substantial amounts are invested in projects
of this type by multiemployer plans. This may reflect the increased
capacity of labor to effect its views through joint administration.

In a private conversation, a union official of' a local bargaining 1:nil;
informed the writer that an equal say in pension matters was his pri-
marY objective in his recent negotiation of a multiemployer plan. Most
of the union members were already covered under single-employer
plans. However, he had no voice in the management of these plans. The
union membership is composed largely of unskilled laborers, and there
is little mobility of employees among participating employers. There
was evidence that the pension benefit amounts of some employees were
adverserly affected by compulsory participation in the new plan. One
employer, a division of a large national manufacturing firm, resisted
joining the plan, and a 13-wveek strike ensued. The employer did not
join the plan, but it was agreed that the company plan would be
amended on behalf of those employees who were members of the union
to provide benefits identical to those of the multiemployer plan. How-
ever, the employer did not agree to grant his employees pension credits
for service with participating employers. Essentially,.it became a nego-
tiated single-employer plan whose benefit structure resembles the multi-
employer plan.

The union leader acknowledged that optimum conditions for a
multiemployer plan may not have prevailed. However, he felt that his
increased control over pension matters enhanced his bargaining posi-
tion generally and this advantage would eventually accrue to the direct
benefit of the union membership.

The traditional criteria of a good pension program, then, became
subservient to the role of a pension plan in the totality of the collective
bargaining process. Obviously, there will be strong differences of opin-
ion as to whether this attitude toward pensions is necessary or de-
sirable. There appear to be cogent arguments on both sides.

Identification of Benefits With Union.-The benefits provided by
negotiated multiemployer plans are usually financed solely by em-
ployers. Whether employees associate this benefit more closely with
the union than with employers is a difficult question to answer. The
individual employer's identity is lost in an association or industry
plan. The administrative activities of the plan are usually performed in

14 American Federation of Labor. Pension Plans Unider Collective Bargaining: A Refcr-
ence Guide for Trade Unions (Washington, D.C., 1l954), pp. 64-66.
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the fund office which may be a part of the union offices. Employees
often discuss their pension problems with union officials rather than the
personnel departments of the various employers. There is a tendency,
therefore, to associate the plan with the union. However, a generaliza-
tion is not justified. With reference to this whole question, one would
have to treat each plan separately.

ARGUMENTS AGAINST A MULTIrMPLOYER ARRAN-GEMIENT

FROM STANDPOINT OF EMPLOYER

Decreased Control Over Plan.-Under a negotiated single-employer
plan the employer generally has complete control over the manage-
ment of the pension plan. True, to the extent that benefit levels and
other plan provisions may be negotiated-including the possibility of
employee representation in certain administrative functions-some em -
ployer control over the plan is surrendered. In a multiemployer plan,
however, the employees are represented in all decisions affecting the
plan. A significant degree of employer control, therefore, is surren-
dered in these latter plans. Furthermore, the employers are repre-
sented by a specified number of trustees. Although all employers usu-
ally have a voice in the choice of their representatives, obviously all
cannot actively participate in plan management.

Even in the best operated plans, then, there may be a certain degree
of detachment for many employers from the actual operations of the
pension plan. Mfore importantly, there may be many employers who
are not interested in the operations of the pension fund. The industry
may be characterized by a predominance of small employers. These
employers may be motivated solely by the desire to avoid work stop-
pages. Therefore, they may agree to contribute to the pension pro-
gram, if that is what the union desires, feeling that their interest and
responsibility end with the payment of their contribution commit-
ments. In this case the possibility of domination of the plan by union
officials is quite real.

This possibility is probably the greatest concern of those opposed
to multiemployer plans. It is believed that labor's preoccupation with
benefit levels may lead to financially unsound plans, and, therefore, Ie
detrimental to the interests of the employees. Also, the employee
representatives may advocate an investment policy with which some
employers may not agree. Lastly, the misappropriation of funds by a
few union trustees reported in past investigations of welfare funds
has adversely affected the image of multiemployer plans.

It has been suggested that employer interest in these plans may be
increased by more frequent rotation of the employer representatives on
the board.'5 The assumption is that the employers' interest in the plan
continues beyond their period of service as trustees. Also, the size of
the pension boards may be increased in some plans to accommodate
a larger number of employer representatives. However, the number
of trustees should not be so large as to impair the operating effective-
ness of the board.

'5 .Tames R. McNulty. Decision and Influence Processes in Private Pension Plans (Home-
wood, Iml.: Richard D. Irwin, Inc., 1901), p. 56.
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It must be emphasized, however, that joint administration has been
successful in many plans. In these cases, employers are quite interested
in the management of the plan, and they feel that they are being
adequately and properly represented by their chosen representatives.
Also, a generalization of labor's attitude toward benefit levels or invest-
ment policy is not justified. The writer is aware of at least one plan in
which the employees' representatives advocated more conservative
benefit levels than those desired by management, and many plans where
joint declarations of the desire for conservative benefit levels were
made. The joint board, then, is not an inherently unsound develop-
ment in pension administration. However, it does require that both
management and labor be constantly aware of their responsibilities.
The joint board can serve as a valuable educational process for both
management and labor. Management may be able to better acquaint
labor leaders with the financial aspects of pension programing. On the
other hand, management may gain better insights into labor's view of
the role of pensions in the collective bargaining process.

Loss of Employer Identity in Plan.-EAmployers surrender their
individual identities when they participate in a multiemployer plan.
There is not the direct association between the employer and the
pension plan. Theref ore, some employers feel that the full employee
relations value of establishing a pension plan is not realized under a
multiemployer arrangement.

There is also the argument that the lack of employer identity with
the plan encourages employees to view the plan as a "union plan."
There are many employers, but only one union, participating in the
plan; and therefore, it is easy for employees to identify the pension
benefit with the union. Whether this in fact occurs depends largely
on the circumstances surrounding the particular plan.

Impairment of Employee Loyalty.-One of the purposes of a pen-
sion plan, from a management point of view, is to encourage employees
to render long and faithful service to a particular employer. It is hoped
that the establishment of a pension plan will reduce employee turn-
over and thereby increase productivity.

Mfultiemployer plans do not encourage loyalty to a particular em-
ployer. Quite the contrary, the proponents of these plans offer as an
important advantage the ability of employees to preserve service
credits earned with any covered employer. To some employers, this
concept of transferable credits nullifies one of the basic purposes of
a pension plan.

Inequity in Employer Costs.-It has already been noted that in
most plans, all participating employers contribute to the fund at a
uniform rate. However, most employers in the plan do not have identi-
cal pension cost characteristics. The employers with the less favorable
cost factors benefit from this pooling arrangement. On the other hand,
the uniform rate is excessive for the low-cost employers.

The basis for determining past service credits may also give rise
to a cost inequity. In some plans, employment in the industry is the
basis for past service credits. But, some of the firms for which this
service has been rendered are now defunct. These pension costs must
be borne by the participating employers. Essentially the same argu-
ment applies for those plans which grant past service credits based
on union membership.
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In some plans, individual employers' cost factors are recognized,
and a contribution rate differential is charged accordingly. Also, the
cost characteristics of new entrants into the plan may directly affect
their contribution rates.

Inflexibility of Benefit Structare.-The practice in multiemployer
plans of providing a uniform benefit structure may be disadvantageous
for some employers. Certain emplovers may be willing and capable
of providing larger and broader benefits. A compulsory retirement
age may be very desirable for one employer but of little or no interest
to other participating employers. Aln individual employer may find
the early retirement benefit or a disability benefit to be a useful man-
agement tool in resolving certain personnel problems. Although these
features can be found in multiemplover plans, the board of trustees
must administer these provisions impartially. The board cannot lib-
erailize the administration of the disability provision to solve a per-
sonnel problem for a particular employer; that is, the liberalization
must be applied uniformly for all employers. The emphasis upon uni-
formity in these plans does introduce a degree of rigidity.

Inflexibilit/ of Financing Arranvgment.-In defined benefit plans
the benefits are determined in advance by the use of a formula, and con-
tributions to the fund vary with the experience of the plan. The em-
ployer can vary his contributions with changes in financial circum-
stances and changes in his estimates of future costs of the plan.16 This
approach is used in most single employer plans.

Multiemployer plans are usually fixed contribution-fixed benefit
plans. This restricts the ability of the individual employer to vary his
contributions with economic circumstances. Decisions as to the rate of
funding of pension costs is made for the plan as a whole. The plan
may permit prepayment of contributions, but this is seldom done.

FROM STANDPOINT OF UNION

Assuming that the circumstances are suitable for the establishment
of a multiemployer plan, the disadvantages to the union of an arrange-
ment of this type are few. The major drawback of these plans is that
they prevent the union from negotiating more liberal benefits from
I he more economically favored employers. The negotiated contribution
rate is not a true average of the various employers' abilities to pay.
Labor must pitch its contribution demands at a level which can be sup-
ported by the economically -weaker employers in the group, unless dif-
ferentials in contribution and benefit rates are permitted. The union
must, therefore, sacrifice certain economic gains which could be real-
inzed f rom the other employers.

VESTING AND PRIVATE PENSION PLANS

Approximately two out of every three private pension plans cover-
ing three out of five workers provide some form of vesting. Practically
all plans impose an age and service requirement to qualify for vested
benefits. About 75 percent of the plans require 10 or 15 years service.
Approximately 70 percent of the plans require a minimum age, with

1s'r he deduction of contributions to a qualifled pension trust is, of course, subject to
the provisions of sec. 404(a) of the 1954 Internal Revenue Code.
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ages 40, 45, 50, and 55 being most common. Since the rate of turnover
is quite high among younger and shorter service employees, the private
pension benefits of many employees will be based solely on their service
with their last employer, rather than for the full period of their wvork-
ing careers.

Since the question of vesting is a principal issue in the current dialog
on private pensions, it might be well to include in this paper an evalua-
tion of the issue in terms of management and labor motivations in the
establishment of these plans.' 7 Once again, the analysis is based on the
assumption that private pensions are viewed as a voluntary supp)le-
ment to OASDHI benefits.

OBJECTIVES OF EMPLOYER

Employers may establish a pension plan for any one of a number
of reasons. The employer may wish to reward those employees who
have served him well for a long period of time. Or an employer may
feel a moral responsibility for the economic welfare of his employees.
Also, an employer may establish a plan to effect certain personnel ob-
jectives, such as a reduction of labor turnover or to attract new em-
ployees or to provide a dignified and orderly method of removing
older workers from the payioll. Other reasons of business expediency,
such as a desire to enhance the public image of the firm or to offer an
employee benefit program comparable to that being offered by com-
petitors, may be determining factors. Or the objective of the plan
(particularly in the case of small plans) may be to minimize the
Federal income tax burdens of one, or a few, of the key employees.
Last, but not least, the plan may be established as a result of union
demands.

Regardless of the motivating factor involved, an employer is encour-
aged to establish a plan only if he envisions some implicit or explicit
offsetting economic advantages. Of the possible types of benefits, that
is, normal retirement, early retirement, disability retirement, death
benefit, and vesting benefit offered under a pension plan, vesting offers
the least obvious prospect of an offsetting economic advantage, in the
opinions of most employers.

This fact presents one of the most important impediments to the
widespread adoption of liberal vesting provisions in private plans. On
a macroeconomic basis, vested benefits enhance considerably the effec-
tiveness of the private pension movement. There is no question that
liberal vesting provisions, other things being equal, would increase
both the number of benefit recipients and the average size retirement
benefit provided under private plans. Furthermore, vested pensions
vould tend to reduce emplover resistance to the hiring of older workers

and probably increase labor mobility. These advantages are formida-
ble and obvious. It is equally obvious that the immediate advantages
of vested benefits accrue lprimarily to the employees involved.

From the point of view of the firm-the one which must pay, in
part or in full, for the benefit-the economic advantazes, are, at best,
indirect. Presumably, some advantage accrues from the improvement
in the benefit structure in that, hopefully, employee attitudes toward

17 For n inore complete innlysgs. see Joseph J. Melone. "Implications of Vested Bente-
fRts In Private Pension Plans." Journal of Risk and Insurance, December 1985, vol.
XXXII. No. 4, pp. 559-569.
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the employer become more favorable. Also, the firm might profit indi-
rectly from the general improvement in the economic security of the
aged and the greater productivity of the economy resulting from the
greater mobility of ]abor. Lastly, one might argue that the costs of
vested benefits are offset, at least in part, to the extent that such benefits
minimize the future need for more liberal OASDI benefits or assist-
ance payments.

Hoowever, employers, like most other individuals, hesitate to make
economic concessions in exchange for possible indirect advantages.
Industries faced with foreign competition resist the lifting of tariffs
on imports in spite of the macroeconomic benefits which economists
assure us are to be derived from the principle of comparative advan-
tage. Likewise, one has difficulty convincing unions and their unem-
ployed members of the macroeconomic benefits derived from automa-
tion and other technological advances in their occupational areas.

Nor are the employers likely to be easily moved by the threat that
their failure to provide vested benefits will lead to liberalizations of
OASDI benefits. This argument implies that there is a general con-
sensus among employers that further expansions in OASDI benefits
are undesirable. Even if this assumption is true, it is not likely that an
employer will feel that he is able or individually responsible for hold-
ing the line on OASDI benefit levels. Also, the argument fails to recog-
nize that the basic objective of OASDI is to provide a minimum floor
of protection for a substantial proportion of the population. Private
pIlans, being voluntary, cannot be expected ever to achieve universal
coverage. At present, approximately one-third of the labor force is
covered under private plans.

If inflation or changes in the concept of what constitutes a minimum
floor of protection suggest a need for increased OASDI benefits, the
decision will have to be made with reference to the needs of the sub-
stantial proportion of OASDI recipients not receiving private plan
benefits. More importantly. to suggest that vested benefits in private
plans are desirable in order to retard the expansion of OASDI is to
confuse the objectives of the two programs. If recognition is given to
private pension benefits in determining whether OASDI is providing
a minimum floor of protection, private plans could no longer be viewed
as a supplement to social insurance benefits. Although the principle of
a social security benefit offset has some logic in private pension plan-
ning, the reverse; that is, a private pension offset to OASDI benefits,
is inconsistent with the objectives of the latter program.

The argument would seem to have merit only if private pension cov-
erage approached the level achieved under OASDI. This development
seems unlikely in the near future, barring any legislation requiring the
extension of private plan coverage.

The above arguments suggest that employers cannot be expected to
be enthusiastic about providing liberal vesting provisions in their
plans.

On the positive side, recognition must be given to the fact that the
trend is toward an increasing prevalence of vested benefits, although
eligibility requirements, in general, are still rather stringent. This
trend can be expected to continue. Employers are constantly being
made aware of the importance of this issue, which tends to break down
some of the resistance to providing such benefits. Also, automation or
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plant shutdowns sometimes require an employer to lay off a substan-
tial number of employees. In many such situations, serious labor and
public relations problems result. Vested benefits under pension plans
may reduce some of the pressures to which employers are exposed
under those circumstances. The labor problems created by automation
may well be one of the more important factors contributing to the
future expansion of vested benefits.

Nevertheless, it seems that a rapid expansion and liberalization of
vested benefits will result only if employers receive more direct eco-
nomic offsets to the additional costs of vested benefits. The most obvious
offset would be for employees to recognize the added costs of these
benefits in evaluating the adequacy of the wage package as a whole. The
possibilities of this occurring depend in large part on the degree of
importance attributed to this benefit by labor unions and employees.'

OBJECTIVES OF UNIONS

It would seem that labor unions are in an ideal position to encourage
the adoption of effective vesting provisions. First of all, vesting is
consistent with the objective and rationale of private pensions from
the viewpoint of labor. And, secondly, unions are in a position, through
adjustments of other wage demands, to offer the employer an economic
justification for providing vested benefits.

The objective of private pensions from the point of view of labor
should be more clear cut as contrasted with the varied goals that man-
agnement may hope to achieve via these plans. Barring possible per-
sonal objectives of some labor leaders or temporary compromises or
tactical bargaining moves, the primary goal of private pensions from
labor's point of view should be to enhance the economic security of
union members. These possible differences in management and labor
objectives, and their implications for the vesting issue, are noted in
one labor publication as follows: 19

While today vesting is generally accepted, occasionally a pen-
sion consultant or insurance company may try to sell the employer
on a plan without vesting provision. Plans of this sort serve more
of a management purpose than a trade union purpose. They fol-
low the pattern of the typical pre-collective-bargaining unilateral
company plan set up as an instrument of, by, and for manage-
ment-out of "efficiency" and "personal relations" considera-
tions. * * *

"Lower employee turnover" may be a good thing for an individ-
ual employer, but it is not necessarily of itself good for workers,
nor is it something that unions should be interested in promoting.

Vesting, therefore, fits in neatly with organized labor's goal of in-
creasing the economic security of their members. This is particularly
true in the case of negotiated single-employer plans, since workers

1 It has been argued that the author's above analysis falls to recognize "the dynamics
of pe!nsion pino change. Only a few large employers need adopt a provision for It to be

claunhed toward near-universal adoption. Larre employers well might see advantages
in large-seale liberal vestting; for example. offsetting severance pay and bringing new
emiplovees to them with vested (anul funded) credits. thereby relieving them of the sole
burden of providing a fnirlv decent retirement benefit." Merton C. Bornstoln, "The Fnture
of Private Pension Plans," Journal of Risk and Insurance, March 1967, vol. XXXIV,
No. 1. pp. 19-20.

PD American Federation of Labor and Congress of Industrial Organizations. "Pension
Plans Under Collective Bargaiing-A Reference Guide for Trade Unions," Publication
No. 132, not dated, pp. 20-21
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may change jobs but still remain in employment covered by a bargain-
ing agreement with the same union.

In contrast, union leaders mav not place as high a priority on vest-
ing under multiemployer plans. The nature of a multiemployer plan is
such that pension credits are already protected as long as the worker
is reemployed by a participating employer. If a worker is not reem-
ployed within a specified period by a participating employer, his ac-
cumulated pension credits are forfeited. A vesting provision is needed,
if protection of pension rights is to be extended to these individuals.
However, in many instances, termination of covered employment
means that the employee has moved to another geographical area or
industry, or, at least, that he is no longer within the bargaining juris-
diction of the labor union involved. Therefore, if the union official
looks upon the plan as being for the benefit of the union members and
for the purpose of encouraging loyalty to the union, he may have little
interest in negotiating a vested benefit.

Vesting is also consistent with the generally accepted labor view
that private pensions are a form of deferred compensation. Thus, it
is not surprising that the AFLCIO argues that vesting provisions
should be included in every negotiated plan because an employee's-

pension credits are properly his. He has paid for them through
services performed, at a lower level of wages than he should have
been able to obtain if the plan had not been established-even
where the plan was not deliberately negotiated in lieu of a direct
wage increase.2 0

This conclusion, as it stands, is unsound. Management and labor
representatives agreed at the bargaining table to allocate, explicit lv or
implicitly, a portion of the total wage package to a pension fund. Since
an employer's pension contributions are irrevocable, the monetary
equivalent of the forgone cash wage 21 is always fully and immediately
vested in the employees, as at group. AManageriieint and labor then decide
on how the deferred wvage fund is to be allocated among the various
employees. It may well be decided that pension contributions are to be
allocated only to employees that have rendered substantial periods of
service; i.e., a wage differential paid only to employees meeting a speci-
fied service requirement. Thlus, lt cannot be argued that employees are
entitled, as a matter of right, to full and immediate vesting unless such
a benefit was assumed in the labor negotiations.

The above analysis applies regardless of whether the pension plan
is of the defined benefit or the defined contribution type. Howvever, the
point can be made more forcefully wbhen pension negotiations are car-
ried on in terms of a defined contribution rate, such as in the case of
inultiemployer plans. In these plans, the employer's financial comiimit-
rnent is usually expressed as a percentage of pavroll, or in cents per
hour worked. A board of trustees, composed of an equal number of
management and labor representatives, then develops a benefit struc-
ture that can be supported by the negotiated contribution rate. Thus,
it is obvious in these plans that vesting can be provided only by a
reduction of some other benefit under the plan.

It is interesting to note that about one out of three negotiated multi-
employer plans-as contrasted to over 70 percent of negotiated single-

20 Tbid., p. 21.
2t The assumption is made here that the employer's pension contribution Is in fact

qulivalent to the forgone cash wage.
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eml)loyer plans-provides vested benefits, and it is not likely that the
union trustees of multiemployer plans would argue that covered eni-
ployecs are automatically entitled to vested benefits under the plan.

Although the argument that employees are, as a matter of right,
entitled to full and immediate vesting is unsound, one can. reailly
uinderstaidcl why labor desires the inclusion of vested benefits in nego-
tiated plans. There is some evidence that vesting will be a persistent
demand of labor unions in future negotiations. If this proves to be the
case, then a substantial increase in the number of plans providing
more liberal vested benefits can be expected. However, how strongly
labor will fight for a liberal vesting provision remains to be seen. Thi
cost of a benefit provision approaching full and immediate vesting
would be substantial, thereby significantly reducing the possibilities
for improvements in other benefit areas of the wage package. Thus,
union leaders must constantly evaluate the relative importance of the
various benefits.

Although vested benefits may be socially desirable, there may be
a more pressing immediate need to get an adequate normal retirement
benefit, or a disability benefit or other nonpension benefits. Union
leaders are increasingly faced with the problem of designing or mod-
ifying a multiple-benefit wage package that will prove satisfactory to
a membership that is composed of persons of varying ages and respon-
sibilities and, therefore, varying economic needs. Thus, it becomes
increasingly difficult to allocate too large a portion of any future
increases in the wage package to any one benefit, with the possible
exception of cash wages.

If vesting proves to be very costly, unions will be able to negotiate
this benefit only if their membership is willing to sacrifice increases
in other benefits. If the cost of vesting is high and union membership
support is lacking it would seem that labor would concentrate its
efforts in lobbying for an expansion of OASDI benefits as a solution,
at least in part, to the problem. This would then permit labor to have a
bit more flexibility in the negotiation of other benefits.

OBJECTIVES OF ETMPLOYES

Much has been said and written regarding the protection of em-
ployee expectations under private pension plans. The fact is that no one
seems to know very much about what the expectations of employees
really are under these plans. Most of the discussion is based on the
assumption that if an employer has a pension plan, employees expect
to receive the benefits promised under the plan. This appears to be a
reasonable assumption even though it probably attributes to employees
a good deal more knowledge about the provisions of the plan than they
actually possess. If an employee reaches retirement age and has met all
the requirements under the plan, he probably expects to receive his
retirement benefit for the rest of his life. Thus, the assumption appears
to be reasonable if one is appealing for financial soundness in pension
planning.

However, one cannot assume that employees intuitively expect a
vested benefit under private pensions. Do terminating short service
employees actually expect that they have a right to their accrued
benefits under the plan? It is indeed unfortunate, and rather surpris-
ing, that so little is known about employee attitudes toward, and
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relative valuation of, various fringe benefits. 22 It would seem that
information of this type would be valuable to both labor and manage-
ment in their attempts to maximize their objectives under these
programs.

Some evidence of the value placed on vested benefits by employees
may be gathered from the experience as to cash withdrawals under
plans providing vested benefits. Most contributory plans that provide
a vested benefit require that employees leave their contributions in the
plan if employer contributions are to vest. Although little is available
by way of published data, it is understood that cash withdrawals are
heavy in spite of the forfeiture of employer contributions.

The experience reported with reference to cash withdrawals under
the Canadian Public Service Superannuation Act is somewhat dis-
couraging. As indicated in the following table, the proportion of male
contributors who terminated employment for reasons other than age,
disability or death, and who elected cash withdrawals, ranged from
92.8 percent at age 25 to 67.4 percent at age 58. The proportions of
females electing cash withdrawals were 97.4 percent at age 25 and 43.5
percent at age 58. The high rates of cash surrenders at the younger ages
are understandable, but the experience at the older ages is surprising.
Thus it appears that employees all too often act to defeat the objective
of the retirement plan.

GOVERNMENT OF CANADA.-EXPERIENCE UNDER THE PUBLIC SERVICE SUPERANNUATION ACT TO DEC. 31, 1957

[Persons with 5 or more years of pensionable service]

Termination rate for reasons Proportion of contributors so
other than age, disability, or termisating who elect cash

Age death withdrawal

Male Female Male Female

Percent Percent Percent Percent
25 -- 4.5 15.7 92. 8 97.4
26---------------------- 4. 7 14.7 92.2 96.9
28 -3. 6 11. 5 9I 0 95.7
30 --------------------- 3.1 9.1 89. 8 94.2
32---------------------- 2.7 7.2 88.5 92.3
34- -. - -- 2.4 5. 8 87.2 90. 1
36---------------------- 2. 1 4. 7 85. 9 87.6

33 - --- --- --- --- ---- --- --- --- --- -- 1.9 3. 8 84. 5 84.8
40 - 1.7 3. 1 83.0 81.7
42 --- -1------------------.52-- - 2. 81. 5 78.2
4 184---------------------- 1.4 2.2 80.0 74.6
46---------------------- 1.2 1.9 78.3 70.6
48 ----------------------------------------- 1.1 1.6 76.6 66. 5
50 -1-------------------- .0 1.5 74. 8 62. 1
52 -.- .9 1. 3 73.0 57.
54---------------------- .8 1.3 71.2 53.0
56. 8 1. 2 69.3 48.3
58 - ...-- ......------ ...... .7 1. 1 67.4 43. 5

Source: "Report on Actuarial Examination," by E. E. Clarke, Chief Actuary, Department of Insurance, Aug. 21, 1959.
App. 12. Odd years of ageomitted. In, "The 2d Report ofthe Ontario Committee on Portable Pensions," p. 35.

The evidence suggests that management and labor might profitably
devote some time to educational programs directed at improving em-
ployee understanding and appreciation of the nature and value of
fringe benefit programs. Furthermore, the rather substantial costs of
liberal vesting provisions will require a greater employee appreciation

22 An Interesting, though rather limited study In this area was recently completed as a
dootorol dissertation at Indiana University. See Arben 0. Clark, "Employee Perceptton
and Attitude Towardi the Pension Plans of Employing Organizations" (Bloomington,
Ind.: Indiana University, unpublished doctoral dissertation, 1963).
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of the nature of the benefit, if a widespread adoption of these provi-
sions is expected. Although the evidence is fragmentary, it does raise
some doubts as to whether employees would be willing to sacrifice a sub-
stantial proportion of future wage increases in exchange for vested
pension benefits.

SOCIAL WVELFARE AND PRIVATE PENSIONS

In all of the above discussion, there is a notable absence of analysis
and evaluation of the various philosophies and motivations for private
pensions in terms of their efectiveness in advancing social welfare
goals. This omission is intentional in that the objective of this paper
is to isolate the forces at work at the level of the firm that have in-
fluenced the growth of voluntary, private pension plans; and social
welfare goals are not, and should not be, the primarJ objective of
voluntary, private pension plans.

Although social welfare goals are not the primary motivation for
establishing private pensions, one cannot conclude that such plans do
not contribute to the welfare of Americans. Many critics of private
pensions would argue that the basic issue is not whether these plans
contribute to social welfare goals, but rather, whether they contribute
enough to this objective. The real fundamental issue, of course, is what
constitutes the most efficient means of achieving social welfare objec-
tives. Solutions that concentrate on enhancing the welfare of prival e
pension plan participants while ignoring the possible impact of these
suggested solutions on the effectiveness of the employer to perform its
more fundamental social and economic functions are, at best, short-
sighted solutions.

Given that we should strive to improve the economic condition of
the aged, the basic question is the role to be played by Government,
business, and the individual in attempting to achieve this goal. It is
logical to assume that the obligations and roles of each sector are di f-
ferent. This point has been ably stated as follows: "In allocatino our
obligations we must, of course, consider appropriateness of role. Each
institution should do what it is best qualified or equipped to do. Every-
body shouldn't get into every act. So, where does business belong? I
think it belongs in a variety of places, but it is uniquely concerned with
employment and unemployment. Poverty results from lack of incom'ie
and, in our current structure, incomes are associated with jobs. Wle
look rightly to business and industry for job opportunities." 23 The

job opportunities provided by business and industry depend, in turn,
on the extent to which they achieve their main objectives, that is, "to
produce efficiently for society's needs and wants, to be profitable, to
survive, and to grow." 24

The establishment and design of employee benefit programs, there-
fore, must be consistent with the role and objectives of the business
firm, if the latter are to make their maximum long-run contribution
toward the welfare of society. Business firms have established and will
continue to establish, employee benefit plans, because they recognize
that the well-being of their employees and of society as a whole are

21 Robert N. Hilkert, "The Responsibility of Business and Industry for Social Welfare
in TorI'Sv's World," Business Review, Federal Reserve Bank of Philadelphia, July 1966, p. 9.

"IbMd, p. 4.
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prerequisites to the achievement of the firms' goals. However, these de-
cisions must be made in the light of the labor needs, and market and
competitive conditions facing the particular firm.

The role of Government in providing economic security for the aged
is, and of necessity must be, quite different from that of business firms.
The basic philosophy of OASDHI is to provide a minimum floor of
protection against the covered perils for as much of the population as
possible. The system is supported by joint employer-employee con-
tributions, and benefits are earnings-related on weighted basis; and
the benefits have a large measure of social adequacy as contrasted
with individual equity. Inclusion under OASDHI is compulsory (with
limited exceptions) and the program covers practically all workers.
Furthermore, accumulated benefit credits are not forfeited as a result
of job terminations. The principles of compulsory coverage and port-
ability of benefit credits are consistent with the objective of providing
a minimum floor of protection for a substantial proportion of the pop-
ulation0.

Since the objectives of public and private programs are different, it
is not proper to evaluate the performance of either system in terms of
the objectives of the other. Critics of OASDI-II are often guilty of
the error of evaluating this program in terms of certain characteristics
(eg., actuarial equities) of private insurance schemes. Likewise, most
critics of private pension plans use certain OASDHI features (e.g.,
portability of pension credits) as guideposts in evaluating private
plans. If one wishes to argue that private plans should provide port-
ability of pension credits, he should do so with a full appreciation of
the environment in which these plans operate. That many do not is
evidenced by the fact that few proponents of compulsory vesting pro-
visions in pension plans have tied to their recommendation the re-
quirement that all employers be required to establish a private pension
plan. This would seem to be the only equitable way of legislating rea-
sonably liberal vesting provisions. In the absence of a requirement that
all employers establish a pension plan, compulsory vesting would im-
pose an additional cost burden on only those employers who have
agreed to provide employees with some pension coverage, limited
though it may be. This requirement might place some of these em-
ployers at a competitive disadvantage in relation to firms not provid-
ing any pension program.

Furthermore, compulsory vesting would unduly favor those em-
ployees lucky enough to be employed by firms that have pension plans
as contrasted with their counterparts in companies not offering such a
program. This additional governmental protection would increase the
gap in the degree of economic security that probably already exists be-
tween these two groups of employees. Pension plans are found pre-
dominantly among larger manufacturing concerns, public utilities, and
financial institutions. Furthermore, the large and more powerful labor
unions have all negotiated pension coverage for their members. Thus,
covered employees probably already enjoy a greater degree of job se-
curity and a higher than average level of cash wages and other fringe
benefits than employees in firms without pension plans.
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STATEMENT OF AMERICAN TELEPHONE & TELEGRAPH
CO.*

FOREWORD

This statement by the American Telephone & Telegraph Co. on
behalf of the Bell System companies is in response to the letter of
Jamies W. Knowles to the Honorable Martha W. Griffiths, dated Octo-
ber 1, 1966, and Mrs. Griffiths' letter of November 2,1966, to the lon-
orable Wright Patinan, transmitting the staff document entitled "Old
Age Income Assurance: An Outline of Issues and Alternatives."

The statement is intended as a contribution toward the proper
solution of some of the important issues raised in the staff document.
It does not attempt to deal with all of the issues. The purpose is to
evaluate the issues discussed from a broad national viewpoint even
though emphasizing considerations of employers because these may
not be given due weight by many commentators.

The American Telephone & Telegraph Co. and other Bell System
companies have had pension plans covering all employees since 1913,
and since 1927 advance provision has been made for the payment of
service pensions.

These plans thus predated any legal requirement that they be bar-
gained with unions, although improvements in them have since been
bargained. They also predate any sizable individual or corporate
income taxes. The plans have been subject to investigation of their
purpose and financing by Federal and State regulatory bodies having
jurisdiction over communications companies.

In view of this background, the company is in a position to discuss
the business purposes of pension plans on the basis of experience with
long-range and fundamental considerations.

BACKGROUND FACTS WITH R1iSPLCT TO THE BELL SYSTEM PLANS

The Bell System consists principally of the American Telephone &
Telegraph Co., 21 regional Bell operating companies, Western Electric
Co., and Bell Telephone Laboratories.

Each company has a separate pension plan and separate funds
separately administered. These plans cover 840,000 active employees
and about 95,000 employees retired on service pensions. There are
some 30 banks as trustees of these funds.

The plans, although separate, are virtually identical. They are non-
contributory, and cover all employees from the first day of employ-
ment. They have been in existence since 1913.

The pension formula is 1 percent for each year of service of the
average annual rate of pay-not including overtime-for the highest

*Comments on certain of the issues discussed in the staff document entitledr
"Old Age Income Assurance: An Outline of Issues and Alternatives."

SP -200 --67-pt. IV :1
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5 consecutive years, with an offset at age 62 or later time of retirement
for one-quarter of the primary social security benefit under the laws
in effect at the time of retirement. Thus, an increase in social security
benefits enacted after an employee retires does not reduce his pension.

The mandatory retirement age is 65 and that age has been effective
since 1930.

Employees retiring at age 65 are entitled to a pension if they have
15 or more years of continuous service.

Men may retire at their own requests as early as age 60 with 20
or more years' service, women at age 55. There are also provisions for
still earlier retirement because of incapacity or to avoid real hardship
due to compelling personal reasons for retirement. These earlier re-
tirements require the approval of the employees' benefit committee.

There is no actuarial reduction for any of these pensions.
Copies of the plan summary and texts as amended are given to all

employees and have been since the inception of the plans.
In addition, income statements and balance sheets of the trust fund

are published to employees. Summaries of benefits paid are published
annually to employees.

The plans contain no vesting provisions for employees who leave
the Bell System before attaining entitlement to an immediate pension.
However, there are death benefits payable to certain survivors of em-
ployees who die while in employment, and after retirement on pension,
and termination allowances are paid under separate arrangements to
employees who are laid off.

From the viewpoint of retaining coverage for pension, there are
two important features which deserve mention. The first of these is
that term of employment in any of the Bell companies is completely
transferable to any of the other Bell companies. The second is that
if there is a break in continuous service after an initial period of 6
months, the break or breaks, no matter how long, will be bridged after
a subsequent return and continued employment in a Bell company
for 5 years.

PENSION PLANS HAVE A BUSINESS PURPOSE

The basic reason for the adoption and continuance of pension plans
in the Bell System has been a conviction that they have furthered the
efficient and economical operation of the business. This thought was
first expressed in the Bell System as far back as 1906, and was a rea-
son for the adoption of a pension plan by Western Electric Co.

By 1913 it had 'become apparent to the operating telephone com-
panies of the Bell System that a definite and equitable arrangement
for continued financial assistance to employees after retirement was
needed. A number of informal arrangements had already been made,
but these could not be counted on by employees and were not satisfac-
tory to the companies because they did not, in practice, enable the
companies to retire growing numbers of older employees whose use-
fulness to the business had declined.

This business purpose was rather fully stated in the report of a
committee of the American Telephone & Telegraph Co. on the revision
of pension arrangements, dated July 15, 1927, as follows: "From the
viewpoint of management, a pension plan is primarily a systematic
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way of providing for a necessary expense in the operation of the busi-
ness-an expense which, if there were no pension plan, would inevi-
tably be borne by the business through the carrying of underproductive
employees on the payroll with resultant adverse reaction upon effi-
ciency and upon the correctness of the distribution of the cost of
superannuation."

This line of reasoning was not orignated in the Bell System, nor is
it by any means confined to Bell System companies. Although it ap-
pears in much of the pension literature, it is hardly mentioned, if at
all, in the staff document under discussion. The compelling reality is
succinctly stated in the final report of the Advisory Council on So-
cial Sectirity, December 10, 1938, page 21, as follows: "Only thioiigh
the payment of reasonable benefits can older workers be retired." Thus,
the underlying reason for the business necessity of an adequate pen-
sion system is the social atmosphere and pressures which would inhibit
or prevent retirements in the interests of business efficiency unless
there were an "adequate" plan. It is significant that this atmos-
pliere will ditrer as between industries and over the course of time.
We, therefore, urge that, the assessmnent of "adequacy" continue to be
left to employers, or employers and unions, in the light of their Cir-
cinmstances.

The failure of most current discussion to give any real wveight to
these considerations explains, we think, the current rather wide dif-
ferences in viewpoint on several aspects of the pension problem.

The business purpose of private pension plans, however, should be
given, and in the past has been accorded, considerable weight in the
determination of public policy toward pension plans. There are several
ways in which this concept should affect conclusions on various specific
problems.

PROMOTING BUSINESS EFFICIENCY IS A VALID PUBLIC POLICY

Private pension plans promote the efficiency of business. It is, there-
fore, good public policy to promote their inception, continuance, and
improvement because business efficiency is a necessary ingredient in a
healthy free economy. The form a plan should take should be left,
except for certain minimum regulatory restrictions, to the judgment
of individual employers, unions, or both.

The value of pension plans in enhancing efficiency extends to mili-
tary and civilian, Federal, State, and municipal pension plans, and,
of course, public policy also is concerned in a very direct way with
governmental efficiency.

PROMOTION OF BUSINESS EFFICIENCY REQUIRES A SALARY-RELATED
PENSION PROGRAM

If a pension plan is to serve the purpose of making possible the
orderly retirement of employees whose usefulness to the business has
declined, it must provide, for higher as well as lower paid employees,
a scale of retirement income reasonably proportionate to their pre-
retirement income. If arbitrary maximums on pensions are imposed,
for example, the practical possibilities of retiring higher paid em-
ployees will be severely limited. And, inefficient management and tech-
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nical employees can have a serious impact upon a business and its
ability to function efficiently or even to survive. Moreover, since the
personnel structure of most businesses can be pictured as having an
extremely wide base, tapering sharply in numbers at the top, any sav-
ing in pension expense due to limiting pensions for top executives
would have little effect if the "saving" could be spread over other
pensions, or to charges to customers, or to increasing income to in-
vestors. The real point, however, is that all of these others would
suffer from a decline in business efficiency, so that any "saving" is
illusory.

GOVERNMENT WOULD LOSE RATHER THAN GAIN REVENUE IF PRIVATE
PENSION PLANS WERE ELIMINATED

Because well-designed private pension plans contribute to the effi-
ciency of business, and thus to the health and growth of our economy,
they do not, in fact, involve a loss of tax revenue which would other-
wise be available to the U.S. Treasury. If pension plans were to be
taxed or legislated out of existence, the U.S. Treasury might indeed
realize a modestly larger immediate share of current income, but, it
would be at the expense of sharing in a larger future income. Busi-
ness efficiency is a necessity for a healthy economy, and a healthy
economy will generate and support a higher tax yield for all levels
of government.

Do SHIORT-SERVICE EMPLOYEES HAVE A MORAL CLAIM TO PENSIONS?

Pension plans, when employer contributions are limited to a scale
sufficient to accomplish the business purpose of orderly retirement of
older employees, do not depress the wages of younger or short-service
employees.

On the contrary, the existence of the pension plan may be the very
reason for job openings for some of those employees. But, whdether it
is or not, the wages of such employees could not be increased by the
"savings" from the absence of a pension plan because the continued
wages of older persons who would have to be retained on the payroll
instead of being retired would eat up the "savings" before they could
be realized.

There is no pension expense associated with employees whose
employment terminates before any right to a pension vests. A popular
but erroneous impression is that money is accumulated for such indi-
viduals whereas in fact money is not accumulated on an individual
basis and account is taken in advance of estimated turnover so that
no funds are ever provided. There is, therefore, no purely economic
reason for the employer to depress their wages in order to provide
pensions. Indeed, there is no reason to depress the scale of wages of
any employees when the cost of pensions is equalled or exceeded by
efficiencies of operation which the existence of a pension plan makes
possible.

There are other considerations which indicate that the wage scales
of younger and short-service employees are not adversely affected by
a pension plan which is soundly based on business economics.
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One of these is that younger employees, in general, place little value
on the long-range prospect of receiving a pension. They understand-
ably would expect their wages to be competitive and are unlikely to
accept, for long, lower and noncompetitive wages to help support a
pension plan, whether this is an employer's idea alone or whether it
represents an agreement between a union and an employer.

It is true, of course, that national stabilization policies during and
after World War II, and possibly to a lesser extent up to the present,
have permitted improvements in benefits and pensions when wage
increases thought to be of equivalent cost would have been barred.
Although this fact no doubt has been partly responsible for spreading
the idea that pensions are a substitute for wages, it does not alter the
basic economics of pensions unless the resulting scale of pensions has
become too high. In any event, the individuals concerned who have
not been accorded a valid claim to a pension are not justified in claim-
ing that wage increases were withheld from them to provide for
pensions, because employers and unions did not in fact have the alter-
native of increasing wages.

A second consideration is that the expense to a business of hiring
and training a series of short-service employees may equal or exceed
the cost of providing pensions for employees wvho would fill the avail-
able jobs until retirement. Under these conditions, granting such
transient employees pension rights in addition would unduly increase
the total remuneration of such employees.

A third consideration having a bearing on the matter of early
pellesion vesting. from anll economic viewvpoint, is that in most industries
the preponderance of employees who work for short periods and then
leave are young women who marry and leave to raise families. Busi-
ness, while it usually does not provide them with a claim on a pension
based on their past earnings (and neither does social security), does
provide for their support through pensions and death benefits attrib-
utable to their husband's wages.

FIDUCIARY RESPONSIBILITIr.S

There can be little debate with the concept that those charged with
the administration of pension and benefit plans and associated funds
should observe high standards of fiduciary responsibility. That there
have been a few exceptions is deplorable, and it may be that a Federal
law on the subject will be helpful in deterring future departures from
proper conduct, especially among individual trustees. However, if
such legislation is considered necessary, it should be framed so as not
to impose substantial unnecessary burdens on the great majority of
plans which will operate satisfactorily in any event, on the mere
chance that such laws may present an additional obstacle to the very
few who will choose to be lax or dishonest.

GREATER DISCLOSURE TO EIPLOY1EES

It may be that some plans have not acquainted employees with the
qualifications whdichl may limit their rights to pensions or other future
benefits. A requirement that this be done might be helpful in pre-
venting unwarranted expectations.
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GENERAL CONSIDERATIONS RELATING TO FUNDING, REINsURANCE AND
PORTABILITY

Funding, reinsurance and portability, together with vesting which
lias been discussed, are closely related. Any need for reinsurance arises
from lack of funding, and portability presupposes adequate funding
for individuals going from one employment to another.

Pension plans typically involve conditional promises. The first con-
dition is that a pension wvill be paid only if the employee lives to
receive it after completing a specified term of employment and attain-
hic a certain age. A second condition is the possibility that the plan
wvic i i be discontinued. Frequently a third condition is that payment of
the pension, if the plan is disconi inued, will depend on sufficient money
in a trust fund to provide the pension. It is this last condition which
causes the concern with a minimum funding requirement, reinsurance
and portability.

One basic problern in the funding of pension plans arises from the
necessity for providing adequate pensions for employees at or close
to retirement when a plan is established. The same problem usually
recurs whenever the plan is amended to provide additional benefits.
As the period of time is short before payment of the pensions to em-
ployees at or close to retirement, a very large proportion of the con-
tribution in the early years must ordinarily be devoted to building
financial protection for these pensions. Consequently, only a small por-
tion of the early contributions are available to build any financial pro-
tection for the younger employees.

Since the money required to secure financially the increase in em-
ployees' future pension expectations at the time a plan is established,
or improved, is usually far too great to be met by any immediate pay-
mnent into a fund, financial security can be attained only by payments
spread over a number of years. Moreover, if plan improvements are
too frequent and too liberal, it may not be possible to achieve financial
security. Even if a business is financially able to meet the cost of
immediate funding, current Internal Revenue Code limitations as to
the maximum payment deductible as a business expense for tax pur-
poses make it more difficult to provide early financial security for em-
pl oyees' pension expectations.

This problem and the gradual funding method have important im-
plications as to the equities of individuals if a plan is terminated
during the first two or three decades after its inception or after a
substantial increase in its scale of benefits. A pension plan is a con-
ditional promise to pay benefits. It is not necessarily inequitable,
therefore, if the intent cannot be fully realized with respect to em-
ployees who have worked only a few years under the new or im-
proved plan.

Money to defray pensions under most private pension plans is not
set aside year by year in the name and for the benefit of individual
workers. Neither is it so apportioned under social security or under
plans for governmental employees.

The plan will provide an order of application of the funds if the
plan is terminated. Those with the first claim to full payment will be
individuals already retired on pension or eligible to retire at their
own request. This is socially desirable because such individuals are
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unable to make alternative arrangements. Other employees, however,
may be left With unfulfilled pension expectations.

There is currently no legal requirement for advance funding of
pensions. Most companies with plans do, however, practice a degree
of advance funding.

The enactment of additional legal requirements which are designed
to make it more certain that the hopes of employees to receive a pen-
sion will be realized would change the nature of the promises made
and by thus enlarging the financial obligations undertaken, could
encourage a compensating reduction in the scale of pension benefits
to be provided.

Additional funding requirements, depending on their nature, might
so increase immediate financial requirements as to preclude the adop-
tion of new plans providing adequate benefits to employees then hav-
ing long service. They similarly might inhibit otherwise desirable
liberalizations of existing plans.

II brief, the Bell System companies favor adequate funding, when
at all practical, but rigid legal requirements to fund may, in some cir-
cmnstances, have undesirable results in inhibiting the establishment
or improvement of plans to a level of adequacy when, if there were
no new legal requirements, the plan could be established or improved
and ultimately be sound. In other words, taking the initial risk would
prove beneficial, and not having taken it would, in retrospect, be recog-
nized as harmful.

The American Institute of Certified Public Accountants has recently
adopted revised standards for accounting for the costs of pension
plans. These standards apply -whether or not the plan is qualified under
the Internal Revenue Code. They apply even if the plan is merely an
informal company policy.

In essence, the new standards require that companies account for
pension plan costs on an accrual basis without regard to whether or
not contributions are actually made on behalf of the plan. Under these
new accounting rules failure to fund adequately will result in balance
sheet liabilities that may greatly disturb the stockholders. Failure
to make proper charges in the income statements will result in excep-
tions by the public accountants that undoubtedly would adversely
influence the attitude of investors toward the company and its manage-
ment. There are, however, no penalty clauses that would act to the
detriment of the employees.

In contrast to this, all of the proposed legislation appears to elimi-
nate the tax-exempt status of the trust in event of noncompliance. This
would have the effect of reducing the security of employee pension
expectations even further as a penalty for the employer's not having
provided adequate security for employee pension expectations.

One of the factors which has led to the widespread adoption of pri-
vate pension plans and their improvement from time to time has been
the considerable flexibility of the funding methods wvhich now are per-
missible. This flexibility has permitted adoption of funding and plan
provisions to the very wide differences in circumstances existing from
time to time among companies and industries.

If, in addition to further statutory requirements for minimum
funding, there are assessments for the purchase of insurance to fill
in remaining gaps in funding, it seems inevitable that. the law would
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have to define the risks to be insured with great precision and pre-
scribe methods of limiting those risks.

CONCLUSIONS AS TO FUNDING

The Bell System companies have long favored advance funding
of pensions, and have themselves been doing so since 1927.

However, funding involves questions of practicality for individual
plans at various times. Legal requirements for rapid funding are
likely to do more harm than good, by inhibiting establishment of
new plans and liberalizing amendments of existing plans. It cannot
be assumed that the result of new funding requirements would simply
be more funding. Part of the result may be fewer or less adequate
plans.

CONCLUSIONS AS TO REINSU1RANCE

While recognizing the appeal of spreading the risk of pension
plan failure, the Bell System companies believe that "reinsurance"
may well be impracticable of attainment wvithiout seriously limiting
the desirable flexibility and variability of pension plans, both as to
their terms and as to funding. The likelihood of harm to the private
pension system due to ill advised and too hasty action along these
lines is so great that much more study of the need and of possible con-
sequenceS is desirable.

The results of the joint Bureau of Labor Statistics-Internal Reve-
nue Service study of terminal pension plans, published in the
Monthly Labor Review for June 1967, indicate that the need for this
type of protection is minimal. One important factor is the short
existence of a large proportion of the terminated plans. It is, on the
one hand, difficult to see that employees have established much of a
moral equity by working where there was a plan for only a few years.
On the other hand, it is easy to conceive that an employer with a de-
clining business, or one which he desired to terminate, might adopt
a plan for a short time as a way of providing something for a few
long-service employees, and if there were insurance to assure pay-
ment of full benefits to them, the temptation to do so would be much
greater. Other factors noted in the study are that some of the termi-
nated plans were no doubt fully funded and still others involved no
loss to employees when their companies were merged into others
having equivalent or better plans.

The humanitarian desire to assure that under no circumstances
should employee expectations for pensions be unfulfilled would be
more compelling if there were no social security system and if private
pension coverage were virtually universal. As matters stand, however,
the private pension system functions extremely well and lives up to
expectations for the overwhelming majority of those intended to be
provided for. And, as pointed out in explaining the business purpose
of private plans, their existence does not impose an economic burden
on the large segment of the population who do not receive pensions.

As to the probable effects of a reinsurance arrangement, insurance
uiecssarily requires definition and limitation of the risks involved,
which, in turn, requires rather precise funding standards, thereby
decreasing desirable flexibility. It also would involve extra costs of
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unknown but possibly substantial proportions, depending on its ade-
quacy, thus inhibiting potential benefits.

It would be a mistake, under these circumstances, to impair the
usefulness of the private pension plans by burdening them with re-
quirements intended to assist a fractional percentage of those covered,
especially when there is no compelling reason in equity to secure such
individuals against this particular risk of plan discontinuance when
funds prove to be inadequate.

CONCLUSiONS AS TO PORTABILITY

Portability also is a concept which may have some appeal in cer-
tain circumstances, although it is perhaps not of major usefulness if
there is vesting. The great variations in pension benefits, in actuarial
assumptions, and in degrees and methods of funding make it difficult
to conceive that it would be practical or equitable to carry a pension
credit from one entirely separate plan to another. Also, if fund assets
were to be transferred from one pension plan to another for an indi-
vidual, the assets transferred would have to be limited so that the
security of other individuals was not impaired. The Bell System com-
panies believe that much more study is required before legislation
of this type is enacted.

SUMMARY AND CONCLUSIONS

On the basis of their 54 years of operation of their own pension and
benefit plans, during 40 years of which they have been funding pen-
sions, the Bell System companies conclude that:

1. Private pension plans have a valid business purpose, which
it is also in the interests of employees and the public to protect.

2. The circumstances surrounding private pension plans are
so varied and complex that great freedom and latitude to adapt
to and change with those circumstances should continue to be
permitted.

3. Occasional abuses should not lead to legislation which would
impair the usefulness of pension plans in general.

4. The potentialities for basic harm to the private pension sys-
tem of various current proposals for rigid funding requirements,
unlimited vesting, reinsurance and portability make it the path of
wisdom to refrain from prematurely enacting new legislation
along those lines. Much more study, factual analysis, and exam-
ination of probable consequences, as well as further evaluation of
the premises behind the proposals, is needed. The Bell System
companies believe that the likely ultimate conclusion will be that
no such legislation would be desirable. But, in any event, further
study should serve to clarify the issues involved. They are not
clear now, many complexities are not recognized, and valid prior-
ities of values seemingly have not been established even by pro-
ponents of change. Important and far-reaching legislation should
not be enacted in such circumstances.
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DEFERRED PROFIT SHARING AND OLD AGE,
INCOME ASSURANCE

BY J. J. JEHRING*

Wi7-I AT Is PROFIT SHARING?

Profit sharing, as it is being practiced in the United States today,
can best be understood if it is viewed as a complex of economic, polit-
ical, sociological, psychological, and moral concepts which have
evolved from the experience of almost a century of various kinds of
a pplications by businessmen.

In the field of economics it has been looked upol as a method of wage
payments, a method of providing security, a method of increasing
productivity, and a method of improving labor relations. (John Bates
Clark, J. H. von Thunen, Bernard Dempsey.)

In the field of sociology it has been discussed as a superior method
of organizing industrial groups to achieve high standards of per-
formance through cooperation. (Georges Friedmann, Jean Fourastie.)

In psychology it has been described as a method through which high
levels of ego involvement of individuals can be obtained. (Douglas
McGregor, Abraham Maslow.)

In the field of religion and morals, it has been referred to as the ap-
plication of Christian principles to business and the just wage. (Cath-
olic encyclicals, N. P. Gilman, a Protestant clergyman.)

In the field of political science, it has been discussed as the alternate
of socialism and communism. (Vandenberg-Herring Senate commit-
tee.)

The use of profit sharing as an idea to raise productivity is an old
one. It can be traced to ancient civilizations where it has been em-
ployed in agricultural and fishing economies as well as in trading
societies.l

The term "profit sharing" as it is currently being used in the Ameri-
can business economy originated with a definition developed by the
International Congress on Profit Sharing held in Paris, France, in
1889. This Congress, which was composed of persons from a number
of emerging industrial countries who were interested in profit sharing,
passed the following resolution which became the basis on which most
recent profit-sharing definitions were built:

The International Congress is of the opinion that the agree-
ment, freely entered into, by which the employee receives a share,
fixed in advance, of the profits is in harmony with equity and the
essential principles of positive law.2

*Director, Center for the Study of Productivity Motivation Graduate School
of Business, University of Wisconsin, Madison, Wis.

I F. R. Hardy snbmits early Babylonian letter to show profits were shared, in brickyard
at Lnrsa. New York Times, Oct. 9, 1919.

2 The International Congress on Profit Sharing, Compete Rendit in Extenso des Seances,
Paris: Chiax, 190, p. 267.
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The first part of this statement is often quoted in the literature as
the definition of profit sharing formulated by the Paris Congress. The
group expanded on various aspects of the basic definition and during
the course of its discussions came up with the following comments:

By a share of the profits was meant a sum paid to the employee,
in addition to his wages, out of profits, the amount of which was
dependent on the amount of these profits.

Profits were understood as the actual net balance of gain real-
ized by the financial operations of the undertaking in relation to
which the scheme exists.

It was observed that the money to be received by the employee
under profit sharing was to be received by him strictly as an
employee; that is, in consideration of the work done by him, not
as a gift.

Thie committee pointed out that the share must be fixed in ad-
vance; however, they indicated it was not necessary that the
employee know all the details of the basis on which their share is
fixed. However, if the share is indeterminate; that is, the em-
ployer decides at the end of the year how much he will give, at.
his absolute discretion, this is not profit sharing.

The committee also indicated that the shares should be dis-
tributed among the employees according to some fixed fashion,
but that under some cases the employer may be able to distribute
according to his idea of the employee's merit. The committee in-
dicated that no part of the employees' share can revert to the
employer; all must be distributed among the employees.

The committee indicated that all employees should share, and
plans for managers, foremen, or salesmen alone are not to be
considered profit sharing. IHowever, the committee laid down
some limits that would have to be met as far as coverage was
concerned. Only adults need to be included. As a minimum cov-
erage, the committee suggested that 75 percent of the total number
of adult employees who have been in the service of the employer
for at least 1 year must participate in the plan.3

The following are some concepts inherent in the definition of profit
sharing given by this International Congress:

1. Consideration was being given to profit sharing as a moral
concept as can be noted by the terms "equity" and "essential prin-
ciples of positive law."

2. The idea of incentive was inherent in the manner in which
the term was defined. It is to be received by the employee "not as
a gift" but "in consideration of work done by him."

3. The concept of total group motivation was in the minds
of the conferees, because they indicated that "all" employees
should share and then proceeded to define "all employees."

TiE DEFINITION OF PROFIT SHARING IN THE UNITED STATES

The first organization to encourage profit sharing in the United
States was formed in 1890 and was called "The Association for the

aDavid F. Sehloss. Mfethods of Industrial Remuneration, 3d ed., London, Williams &
Norgate, 1898, pp. 239-253.
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Promotion of Profit Sharing." It was made up largely of Protestant
clergymen, college presidents, professors, and public officials con-
cerned with the labor question. Because it was founded as a result
of the Paris Congress of 1889, it naturally adopted the definition of
that group as "its" definition.4

The second profit-sharing movement, formed in 1910, was spear-
headed by the Profit-Sharing Committee of the "National Civic Fed-
eration." This movement, which was supported by a number of leading
industrialists, tended to broaden the definition of profit sharing and
used the term to cover almost any system of payment of wages over
and above the basic going cash wage of the labor market. Although it
had no formalized definition of profit sharing, the following were
referred to as profit-sharing plans:

Henry Ford's Five-Dollar-a-Day W1-7age.
Individual piece rate incentives.
Employee stock ownership plans.
Christmas bonuses.
Welfare and pension schemes of all types.

This group, in its book,) quoted as a definition of profit sharing, the
one given in the 11th edition of the Encyclopedia Britannica which
fol lows:

Profit sharing (that is, between employer and employee). A
method of remunerating labor under which the employees receive
in addition to ordinary wages a share of the profit which the
business realizes. The term is not infrequently used loosely to
include many forms of addition to ordinary wages, such as bonus
on output or quality, gain sharing, and product sharing. Yet
strictly where an employee or group works for a share of the
products, or is paid so much in addition to ordinary wages in
proportion as the product exceeds a certain standard, in neither
of these cases have we profit sharing, for the net result of the
business may be a large profit or a small one or a loss and the
employee is unaffected. In the same way, if a workman is em-
ployed on the basis that if in doing a particular job he saves
something out of a stipulated time or labor, or a stipulated amount
of material, he shall receive in addition to ordinary wages a pro-
portion of the value so saved, that is technically gain sharing,
not profit sharing. Even where the bonus depends strictly on
profit, it is not reckoned as profit sharing if it is confined to the
leading employees.

An agreement is the essence of the matter. It is not profit shar-
ing where an employer takes something from his profits at his
own will and pleasure and gives it to his employees.

This group obviously used the following sentence from this defini-
tion to define its sphere of influence:

The term is not infrequently used loosely to include many
forms of addition to ordinary wages such as bonuses on output
or quality, gain sharing, and product sharing.

IN. P. Gilman, Profit Sharing Between Employer and Employee, Boston and New York,I-Ionlchton Miffin & Co., 189P.
cThe Nationnl Civic Federation, Profit Sharing by American Employers, New York,

E. P. Dutton & Co., 1916, p. 23.
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THE SENATE COM1MITrEE To INVESTIGATE PROFIT SIIARING

In 1939 the Vandenberg-Herring committee conducted extensive re-
search on profit sharing in U.S. business. The committee was charged
with making a complete study of existing profit-sharing systems be-
tween employers and employees in the United States to consider what
favorable contribution, if any, may be made in the encouragement of
profit sharing by the Federal Government, including the grant of
compensatory tax exemptions and tax rewards when profit sharing is
voluntarily established; and to consider any other recommendations
which may prove desirable in pursuit of the objectives. The committee
had the following to state about profit sharing:

Prior to this time the term "profit sharing" had been given
a varied and extremely limited definition. In fact no two writers
or students of the subject seem to agree on the subject matter to
be included in a definition of profit sharing. Practically all the lit-
erature on the subject is limited by the definition set forth by the
International Cooperative Congress. * * *

In the discussion of this Congress, profits were further defined
as being the actual net balance or gain realized by the total opera-
tions of the undertaking in relation to which the scheme exists,
and the sums paid to employees out of profits were to be directly
dependent upon the profits.6

For the purpose of classification of plans, this definition may be
practical. However, for the purposes of this survey such limita-
tions are not desirable since our objective is not the analysis of
certain plans which might fall within a definition set forth 50
years ago, but rather an analysis of the existing employer-em-
ployee relationship.

In order to give implementation to the recommendations of the
Vandenberg-Herring committee, more favorable tax legislation was
passed which covered profit-sharing programs of the deferred type.
This resulted in the following definition of deferred profit sharing
which appears in connection with the Internal Revenue Code:

A profit-sharing plan is a plan established and maintained by
an employer to provide for participation in his profits by his
employees or their beneficiaries. The plan must provide a definite
predetermined formula for allocating the contributions made to
the plan amongst the participants and for distributing the funds
accumulated under the plan after a fixed number of years, the
attainment of a stated age, or upon prior occurrence of some event
such as illness, disability, retirement, death, or severance of em-
ployment. (Commissioner of Internal Revenue in regulations
interpreting sec. 401a of the 1954 Code.)

In 1947 the Council of Profit-Sharing Industries was established
and it also defined profit sharing in the more restricted rather than the
broader manner. This definition reads as follows:

Profit sharing is any procedure under which an employer pays
or makes available to all regular employees subject to reasonable

a "Senate Hearings Pursuant to S. 215," Washington, D.C., U.S. Government Printing
Office, 1939, pp. 2-3.
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eligibility rules, in addition to prevailing rates of pay, special.
current, or deferred sums based on the profits of the business.7

hIow DEFERRED PROFIT SHARING SniouLD BE VIEWED

The furnishing of retirement benefits for employees is only one
function of deferred profit-sharing programs in the United States.
Aniother, and a much more important role for these plans, is to furnish
incentives to all the factors of produlction; i.e., labor, management, and
capital, to r each high levels of productivity.

The introduction of the computer and automation into our business
world calls for new organizational techniques with new approaches to
motivation. To use new technology most efficiently, a systems approach
is required. Deferred profit-sharing plans can be classed as total sys-
tems incentives, because, unlike individual incentives, they not only
motivate labor but also management and capital at the same time.
Sharing approaches are very likely to become necessary if we are to
effectively utilize computers and new technology to achieve high levels
of productivity.

Russia, under the new economic approaches being put into operation
(Lieberinanism), is making use of the profit-sharing approach to in-
crease their productivity. We must encourage, by whatever means pos-
sible, the spread of various kinds of sharing systems in the Unlited
States to simulate a continuing growth of our productivity.

Research indicates that management thinks of deferred profit shar-
ing as a means to increase productivity as well as to provide retirement
benefits. However, research also indicates that both management and
labor often lack the understanding which is necessary if maximum
results are to be obtained from sharing programs. As a positive step,
the Government could well consider encouraging educational programs
for labor and management regarding the planning and operation of
successful sharing programs.

TAX BENEFITS FOR I)EFERRED PRtOF'IT SHARING

Special tax advantages were not given to deferred profit-sharing
plans primarily because they were a means of furnishing retirement
benefits for employees. Isadore Goodman, of the Internal Revenue
Service, pointed out in a speech on the origin and development of the
"Basic Tax Requisites Applicable to Pension and Profit-Sharing
Trusts" that:

An interest in the employers' business and a sharing of profits
through stock bonus and profit-sharing plans are important pro-
duction spurs which help foster the general economy. Hence, ex-
emption from income tax was granted as early as 1921 to an em-
ployees' trust which is part of a stock bonus or a profit-sharing
plan of an employer for the exclusive benefit of his employees.
Similar treatment was extended in 1926 to pension trusts."

It is interesting to note that no mention was made of retirement
benefits in this first law which gave tax advantages to deferred profit-
sharing plans. The rationale was to encourage the use of such programs

7Counieti. of Profit-Sharing Industries, Joseph Meier (ed.) Profit-Sharing Manual,
CiSpchgo. t9r7.

8Speech, Oct. 15. 1962, to Western Pension Conference at San Francisco.
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through favorable tax treatment because it was decided that profit.-
sharincg plans would not only provide incentives but would also spread
capitalism and, as a result, could benefit the economy if they were to
become widely used in American business. Only later, with the advent
of the interest in retirement, was it stated in the law that deferred
profit-sharing plans could be used to furnish retirement benefits.

The so e purpose of the plan is to offer employees or their bene-
ficiaries either (a) a share of the profits of the business or (b) an
income after retirement.

It is still possible to establish a deferred profit-sharing plan which is
qualified for tax benefits without having the funds going exclusively
for retirement benefits, although many trusts now call for retirement
funds as their ultimate aim. In the Vandenberg-Herring subcommittee
report it is interesting to note recommendations stated that profit-
sharing trusts should be established for two main reasons. One was to
furnish a source for unemployment benefit funds and the other was
as a basis for retirement funds.

The main6 con tribution profit sharing can msake to old-age income as-
su1ra7nce eomes from whatever incentive it can provide to increase
produetit'ity. A fact often overlooked is that, unless overall produc-
tivity is increased at a pace comparable'to that with which benefits are
expanded, retirement payments are robbed of their real meaning for
the retirees. This is evident from the fact that whereas a pension of
$150 per month in the 1930's was looked upon as adequate, today it is
viewed as insufficient to support retired persons.

A good principle to adopt is the larger the welfare benefits, the
greater will be the need for the Government to encourage incentive
plans to increase prodzctivity.

CONTRASTING PENSIONS AND DEFERRED PROFIT-SnIARING PROGRAMS

A pension plan is primarily a program to provide fixed and de-
terminable benefits for employees after they reach retirement age
through a spreading of the costs over the entire group of employees.

A deferred profit-sharing plan is best viewed as a method of pro-
viding the individual employee with the opportunity for creating an
estate for himself and his family.

One of the most significant differences between the pension and the
deferred profit-sharing program is that the former must be viewed as
a single purpose plan while the latter is in reality a multipurpose ben-
efit plan.

Deferred profit sharing in addition to its possible use as the basis
for a retirement fund can and is also being used to fill many other needs
of the workers such as:

Funds to start a new business.
Funds for death benefits.
Emergency funds.
Educational funds.
Collateral for loans.
Funds for housing.
Unemployment or severance funds.

Under the pension plans, because of the basic philosophy involved, the
young workers must contribute a disproportionately large amount
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when contrasted with the older employee. This does not happen with
deferred profit sharing because each individual shares directly, usually
according to his wage or sometimes in addition to his length of service.

Unlike the pension program where manv of the workers covered by
a given plan at a given time will never receive any benefits from that
plan, practically all the workers covered by deferred profit-sharing
plans receive some benefits from the plan in which they are currently
participating. However, members who have less than 100 percent vest-
ing will forfeit some of their funds to the remaining participants when
they separate from the company.

TImE IMPORTANCE OF PRODUCTIVITY FOR RETIREMENT PROGRAMS

Deferred profit-sharing plans tend to raise productivity at the
same time they are building funds for providing benefits to employees.
This is the most important advantage of deferred profit sharing as a
means of furnishing retirement funds, and is one that is most often
overlooked because of an improper understanding of and appreciation
for the importance of productivity in guaranteeing the value of the
retirement payments to older employees.

It is only the production of more goods and services at lower costs
as more people become eligible for retirement that can give real sub-
stance to retirement benefits. Unless we can constantly raise our effi-
ciency and our production, we will only be playing a number's game
with the dollar amounts of retirement benefits. We may be raising
the dollar amounts of benefits older people receive and at the same time
reducing the real values they can purchase.

42



PROFIT SHARING AND OLD AGE INCOME ASSURANC(IE

BY WILLIAM J. 1IOWELLO

Since we specialize in incentive compensation: Both cash types and
profit sharing, thrift, and stock purchase plans, and are not actuaries,
I shall concentrate on deferred profit sharing and not on private
pension plans nor on the social security system.

The Joint Economic Committee report on "Old Age Incomre Assur-
ance-An Outline of Issue and Alternatives," confined itself to the
"public interest in provision of old-age income assurance for consump-
tion." Since "consumption" was not defined, I surmise that it was
meant not only to distinguish from savings and investments by older
people, but to connote a scale of material living albeit related to the
older person's compensation -when active yet somewhat more modest.

Miy contention is that deferred profit sharing to a very substantial
degree does not fall into the purview of this report. In many deferred
profit-sharing plans the shares result from and are a deferred reward
for a level of productivity and harmony of labor relations in excess
of the quality of efficiency and labor harmiony which would result
from payment of the prevailing rate of pay without any profit sharing(Y.
Incidentally, few profit-sharinog firms, because of profit sharing, are
desirous of or able to attract and hold satisfactory employees while
paying below competitive rates of pay.

O1n the other hand, in many deferred profit-sharing plans such a
productivity incentive is either not actively sought or is not realized,
and either the prime motivation for these plans is close ownership's
magnanimity or, far more often, the prime objective is the provision
of retirement and other benefits.

As to how the total of deferred profit-sharing plans divides betweea
plans which provide deferred incentive compensation and those which
provide deferred benefits, it is necessary to conjecture because of the
uncertainty of statistics which deal with management motivations
and with company estimates of the incentive ponwer of their plamns
(-which amount to estimating how much less their profits would have
been if they did not have a profit-sharing plan). My guess is that
retirement (and termination) benefits constitute the prime result in
something over half of all the deferred profit-sharing plans, and that
incentive compensation is the predominant result in something less
than half of all such plans. Even in the incentive category, of course,
there is usually strong concern for the potentialities of deferral : not
only for retirement benefits but for the full versatility of benefits
which occur in deferred profit-sharing plans.

Now many plans with incentive realization, and likewise many with-
out, embody a versatility of benefits beyond the pension objectives of
old-age income assurance alone. Though these benefits were provided

*Partner, Howell & Sisler of Chicago, III.
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for essentially in the Code and regulations since 1942, they were not for

a long time commonly exploited, but in the past few years many new
plans and, by am endmnent, m any old plans have adopted such provi-
sions for coping with family financial emergencies, purchase, and
enlargement of homes, support of children in college, and advanced
occupational training of participants through loans or pre-severance
withdrawals or both. In addition, the wide choice of lump-sum terminal
withdrawals is due to the preference for an estate at retirement instead
of mere income assurance for such uses as helping children get started
in life, taking travels never possible during working careers, and set-
ting up p art-time "retirement" businesses. Finally, job mobility is ac-
celerate the availability of substantial rapidly vesting equities on

termination without which a great many employees would hesitate to
pull up stakes and move to a new part of the country for work they
prefer. The aggregate impact of such deferred plan versatility is that
workingr class Americans by the tens of thousands yearly are graduated
into the middle class, increasing the stability of society in many ways,
notably in helping provide sharply improved education and training
opportunities for their offspring so that they can move into the
brainier jobs that will predominate in the future.

Now, in our opinion, those deferred profit-sharing plans which lack
incentive realization and whose predominant result is to provide old-
age income assurance fall along with private pension plans into the
purview of the committee study, and ought logically be treated tax-
wise in the same manner.

But, economic societv and the public interest have greater need of
those deferred profit-sharing plans with realized productivity moti-
vation-the plans which we call "dynamic" deferred plans-and with
those plans that promote self-development, self-reliance, and financial
independence even before retirement, and accordingly greater gov-
ernmental encouragrement of these plans is called for-with more fa-
vored tax treatment being one of the best ways Government can provide
effective encouragement. The burden of providing retirement security
can be divided in varying degrees between Government and business,
but the challenge of increasing the productivity of the private sector
so vital to the public interest has to be met mainly by private enter-
prise, and the least and the most the Government can do is to be sure
that its system of taxation and enforcement of free competition consti-
tute a favorable climate and incentive for the greatest productivity in
private enterprise. In the first law granting tax exemption to employee
profit-sharing trusts in 1921, no justification was made because of any
retirement security objective, but because of the public concern in
increasing employees' interest in their employer's business. Indeed it
was not until 5 years later that similar tax treatment was extended
to employee pension funds.

Now, although it might be practical to distinguish between those
deferred profit-sharing plans which provide great versatility of bene-
fits promoting self-reliance and preretirement financial flexibility, and
those plans which provide retirement and severance benefits only, it
would certainly not be at all practical for any public regulatory agency
to have to distinguish fairly between deferred profit-sharing plans
with realized productivity motivation and those without. Incidentally,
the nature of a deferred profit-sharing plan is such that sometimes even
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if better productivity and labor relations were never promoted under
the plan and were never management objectives in its adoption and
management was not at all incentive-minded, considerably better labor
harmony and efliciency would sometimes nevertheless result, and in
addition, the operation of a plan without incentive objectives some-
times encourages management to become incentive-minded and adopt
an incentive attitude toward the plan.

As compared to pensions, deferred profit-sharing plans would seem
to wa rrant more encouragement by tax policy, since they are inherently
less discriminatory than pensions, with the double crediting in pen-
sions of high pay when high pay correlates with long past service, arid
with their frequent basing of benefits on final rather than on career
pay.

In the interests of legislative simplicity we would "settle" for the
same tax treatment of all deferred profit-slharinlg plans as of pension
plans porvided it is substantially equivalent to the present treatment
which we consider equitable for pension plans along with those profit-
sharing plans which possess little or no incentive realization.

We could not understand the allegation in the committee report that
deferred profit-sharing plans now receive more favorable tax treat-
ment than pension plans. If the capital gains treatment of lump-sum
distributions is what is referred to, such treatment of lump-sum pay-
outs may be an optional provision in pension plans.

Apropos of the capital gains treatment of lump-sum distributions
on termination of service whether in profit-sharing or pension planls,
we do not justify it on the grounds of a desired parity between saved
labor income and property income. Our strong endorsement of the
capital gains method of taxing lump-sum distributions is based on a
sense of the universally accepted inequity of applying graduated in-
come tax to an accumulation, on the inherent uncertainty whether
the profit shares are true earned compensation or a gift of part of
the "economic rent" component of accounting profit, and on the
simplicity and practicality of this taxing method demonstrated over
a long period of time.

The tax treatment of capital gain of stock of the employer is in our
view the only practical way in which legislation can favor the in-
centive type of deferred profit-sharing plan over the type which is
interested predominantly in retirement. The double interest of em-
ployees in improving productivity and labor relations, inherent in
both receiving current profit shares and through the medium of the
dividends and growth in the employer's stock, vastly increases the
likelihood of plans which provide for investment in the employer's
stock being strong incentive type plans. Possibly, even though IRS
advance approval is required for all trust purchases of emnployer
stock, this provision could be limited to stocks traded on major ex-
changes, as it in practice certainly largely is. We believe that many
defererd profit-sharing plans are failing to avail themselves of this
incentive to better employee productivity and labor-management re-
lations where the use would be suitable and where IRS approval would
be granted.

Now, as for specific qualifiable plan features, we see a great loss if
deferred profit-sharing plans open to salaried or clerical workers only
were prohibited per se (although we have in our consulting career
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put in only one plan in 7 years which did not open membership to all
categories of regular employees). A company may not wish to include
plant or hourly workers because it may have a serious limitation in
managerial sensitivity or skill needed to create a profit relationship
with hourly or plant employees. Since requests for approval of salaried
only plans are coming from smaller and smaller companies on the aver-
age each year, the IRS has quantitatively changed its attitude in
effect from the position that a salaried plan is not per se qualifiable
to the present position that it is not per se nonqualifiable. The con-
fusion as to qualification requirements and variance in attitudes of
different district offices has been very vexing to firms and consultants
involved, for its guidelines both for salaried only plans standing on
their own and for satisfactory comparability of benefits of hourly plans
with such salaried plans are very confusing, but I feel that a pure and
simple exclusion of salaried and clerical only plans would be much
worse. The IRS is capable of some better administrative guidelines
for use in this critical area. I was glad to note that the interagency
task force had, on better understanding of the diversity and complexity
of situations, decided not to recommend a ban on salaried or clerical
plan coverages per se. Small firms which install deferred profit sharing
for salaried and clerical only find the going without any retirement
program for hourly and plant people harder and harder as time goes
on, and tend to settle for a pension program for the plant and hourly,
yielding a combination which is usually less discriminating in favor
of high pay (as well as less stimulating) than the reverse combination
of a pension plan for salaried and a deferred profit-sharing plan for
the hourl

More than anything else in the committee report, its interest in re-
quiring that forfeitures under deferred profit-sharing plans not be
reallocated to other participants but saved to reduce future company
contributions, is based on a failure to discern one verv major difference
between deferred profit-sharing and pension plans. In a pension the
company contributions are determined actuarially as sufficient for ac-
cumulation of funds needed to pay each specific predetermined benefit.
In a deferred profit-sharing plan, the company contributions are first
contributed in toto to the plan members as a whole, before allocations
are made to individual members, and it would cause considerable em-
ployee ill will if the company were required to "take back" amounts
forfeited. Naturally, tests of discrimination may have to consider the
effect of forfeitures as well as current company contributions. But,
changing the rule on forfeitures in deferred profit-sharing plans
would not prevent any sustained discrimination which cannot be pre-
vented in the IRS qualification and reviews procedures. Of course, a
company could declare a discretionary booster contribution under a
deferred profit-sharing plan to restore the expropriation of forfeitures
belonging to plan members, but this seems a needlessly sophistical way
of achieving equity.

Vesting in deferred profit-sharing plans is usually quite rapid be-
cause it is found that too slow vesting dims the commonly sought pro-
ductivity incentive. The vesting provisions which are specified in Sen-
ator Javits' bill, S. 1103: 100 percent after 15 years' service and reach-
ing age 45, and 50 percent after 10 years' service and reaching age 45,
seem practical in our experience. We would not favor a regulatory



OLD AGE INCOME ASSURANCE-PART IVN

bill, however, which gave any commission discretion to require im-
mediate vesting, because the productivity of American industry on
which our high living standard depends would be severely diminished
by encouraging the shortest possible periods of employment. But,
profit-sharing vesting should not be too slow, either. I think very few
deferred profit-s1baring firms would be displeased with Senator Javit;s'
vest ing schedules, but I know that the rate of plan adoption wAould be
greatly curtailed if immediate vesting of deferred profit-sharing plans
was required. Whatever the situation in pensions, I feel sure that there
is, because of turnover patterns, quantitatively very little discriminal-
tion in existing deferred profit-sharing plans against women versus
men, young versus old, salaried versus hourly, wage earners, low paid
versus high paid, Negro versus non-Negro, and union member versus
nonunion member.

The committee report seems to conclude that oversaving is pro-
moted by qualified plans. It seems downright ludicrous to me that de-
ferred profit sharing can result in such an excess in the supply of sav-
ings compared to the demand for investments that consumption pat-
terns would suffer and investment returns go down badly. The trend
in the capital investment standing behind each job is sure to in-
crease substantially, and without an increase of savings, adequate
numbers of the newer kinds of jobs cannot be created and not only con-
suminption, but employment would drop. The multiplier effect is con-
stantly at work converting increased investment into increased pur-
chasing power except at the times the economy is overheated.

The issue is raised in the committee report that collective saving
under qualified "group ' deferred profit-sharing plans may not be as
socially and individually desirable as individual saving. Without ques-
tion, workers generally have undersaved before their allocations be-
gan to be saved in deferred sharing plans. In addition, most non-
supervisory employees do not know how to invest, without untenable
risks, for a substantially better return than bank savings provide. The
investment management available under deferred profit sharing is
usnally several cuts at least above the financial savvy of the average
plan participant. The committee report worried that plan investment
policies might be overly cautious, but we have seldom observed this--
and only where company executives function as trustees instead of
having corporate trustees or utilizing insurance companies. In many
plans, selected or elected nonsupervisory employees have a limited
role in establishing investments policies and guidelines, and in many
larger plans, more than one type of investments is within the choice of
participants. I can see no danger as was voiced in the report that the
investment pattern of the free enterprise system would not be main-
tained as deferred profit sharing expands. Indeed, I was pleased to
hear Assistant Secretary of the Treasury, Stanley Surrey, say that
the Interagency Task Force had decided to recommend leaving in-
vestment discretion to individual plan administrators and trustees.

Now. I might comment, most briefly, on several issues in the report
that do not apnear to me to have appreciable bearing on deferred
profit-sharing plans:

In regard to funding under deferred sharing plans, there is no real
praetical issue as to adequacy of fnnds to pay benefits for there are no
.guaaintees, nor as to the pay-as-yon-go alternative, for the accumula-
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tions belong to the participants who would be extremely unamenable
to any legislation that did not require segregation of such funds from
employer funds. Obviously, there is no issue of reinsurance, nor of
Federal liability. There is, of course, a most vital issue of fiduciary
responsibility, but it seems to be admirably handled by State regula-
tions. I have extremely rarely heard of, and never once in my onvii
experience observed, a case of appreciable fiduciary irresponsibility in
administering deferred profit-sharing trusts. The "abuses" along this
line alleged against qualified plans as a whole are very few, and of
those very few essentially none, involve deferred profit-sharing plans.
Incidentally, wve find a great majority of our clients preferring for
their employees funds a corporate fiduciary (or recently in some cases
an insurance company group contract) who can buffer the employer
from the participant's natural reaction at inevitable fund valuation
fluctuations when equity investments are involved.

The availability of portability would not, in my opinion, be of inter-
est to the great majority of deferred profit-sharing plan participants,
because of the predominant choice of lump-sum withdrawals on early
terminations. If a portability mechanism were established as in Sen-
ator Javits' bill, S. 1103, I would strongly recommend that before any
distributable interest from a private plan could be transferred to a
public fund operated by the pension and benefit plans commissioner,
not only the approval of the plan administrator be obtained but, with-
out question, the approval of the terminating employee as well.

The suggestion of the report that plans ought to be consolidated or
combined into one vast master plan is, of course, not only impractical,
but an utter contradiction of terms as far as deferred profit-sharing
plans go. Even in 'the few association-sponsored multiemployer de-
ferred profit-sharing plans, every situation is unique and each par-
ticipating company not only has a legally separate plan but operates
a separate set of pl an features in its own way.

Finally, I question the provision in Senator Javits' bill in regard to
giving the Commissioner of the regulatory agency the responsibility
to improve, in any way, the operation of private plans. As in many
contexts in the committee report, it is assumed that the social; that is,
public interest should not be delegated to the private sector. On the
contrary, a vast amount of the social interest in many areas is success-
fully delegated to the private sector. Specifically, I don't think that
any government agency can become as expert in making private profit-
sharing plans work as can the private companies operating the plans
together with their various types of advisers.

'While I have dwelt largely on the issues affecting deferred profit-
sharing plans, it is impossible to ignore public pension fundamentals
because of their great impact on private plans.

First, the issue of coordinating deferred profit-sharing plans with
social security. Since probably at least half of deferred profit-sharing
plans have retirement benefits as a very prime objective and/or may
generate no extra nrofits as a result, and since it is impractical to
determine arbitrarily which deferred sharing plans are of this type
and which are not, as a government regulatory agency would have
to do, I believe, therefore, that all deferred profit-sharing plans have
to be treated like private pensions in respect to the fundamental tenet
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of integration and the integration formula worked out to be compara-
blo with what ensues for pensions.

Of course, this issue would vanish if the enthusiasm I detect in
the report prevailed for a public pension system (whether in two
steps or one), which was so adequate in terms of benefits and low in
administrative cost that private retirement plans would have no rea-
son for being.

But, in my opinion, this would be a calamitous denouement of
pension "reform." While under such a state of affairs, there could bie
undiminished interest in encouraging deferred profit-sharing plans
for purposes other than that of providing retirement benefits by the
use of the same effective tax treatment as now. I choose not to discuss
this eventuality.

We should not look to government directly for much of our oppor-
tunity, and we should not look to government for such a fully adequate
degree of old-age income assurance, whether work related or otherwise,
as to make private pension plans unnecessary.

I might add that it is well for economic entrepreneurs to have con-
siderable say in the formulation of public and private pension reform,
because while advocates of an extreme welfare state will, in my opin-
ion, tend to make light of private objectives, the enthusiasts for pri-
vate freedom will move much more than correspondingly in the di-
rection of tempering their freedom with the social interest in their
approach to retirement planning.

It will be economically healthful when over half of the firmss that
are larger than mama-papa shops adopt profit sharing, as we predict
will occur within 5 years. The type of governmental encouragement
that has led one out of eight or so, so far, to act in this direction will
have to be continued if this healthful growth is to continue to the point
where half of all sizable firms have profit sharing. It is my opinion
that in most cases a small firm with apparent good prospects as soon
as it has passed a few years of age, ought to seriously consider a de-
ferred profit-sharing program. Later it could add a private pension
plan when it became confident that it had the stability to assume the
long-term fixed financial commitment inherent therein. Actuaries gen-
erally, and unions generally, tend to feel that this order of plan adop-
tion should be in the reverse-the pension first and later the profit
sharing. If profit sharing is not adopted early, as ever-increasing em-
ployee benefit costs make for increased employment cost rigidity, the
need for a teamwork incentive program like profit sharing will be-
come increasingly more acute. Only through increasing productivity
are higher and higher compensation costs bearable, and the best as-
surance of continuing the requisite productivity improvement lies in
productivity motivation, which will be a prime objective of a larger
and larger percentage of deferred profit-sharing plans if public pol-
icy encourages continued increase in the total number of plans.

On the other hand, if public policy discourages growth and encour-
ages terminations of deferred profit-sharing plans, this productivity
motivation which works on about 5 million employees in over 60,000
companies will diminish and economic activity would perceptibly de-
cline. It is all a matter of not so much who as what the Government
should encourage: A high productivity and percentage of ever-im-
proving performance, or satisfaction with the status quo. Without
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uestion, today is a time for excellence, which amounts, as John
Gardner has said, to continued improvement and renewal strongly
motivated by careful plans. This is true of nearly half of deferred
profit sharing today-and it needs continually to be true of a greater
percentage of all deferred profit sharing, not less. Why not retain
the tax treatment which in just 25 years has brought us this far?



THlE ROLE OF JOINTLY TRUSTEED PENSION PLXNS *

INTRODUCTION

The National Foundation of Health, Welfare, and Pension Plans.
Inc., is pleased to respond to the invitation of the Joint Economic
Committee to provide a statement concerning the issues and alterna-
tives raised in the report "Old Age Assurance, An Outline of Issues
and Alternatives."

The National Foundation is a nonprofit educational organization
which has as its major objectives the following, quoted from its arti-
cles of incorporation:

(1) Through education to improve and develop the capabili-
ties of individual union trustees, management trustees, and ad-
ministrators of jointly trusteed health, welfare, and pension bene-
fits plans;

(2) To provide educational workshops from time to time for
the trustees, administrators, and advisers of such plans; the in-
formation derived from said workshops to be utilized by the said
trustees, administrators, and advisers in the better performance of
their duties and thereby directly benefit beneficiaries of said plans
and indirectly benefit the national citizenry;

(3) To promote the training and education of trustees and ad-
ministrators in the management of health, welfare, and pension
plans;

(4) To improve public understanding and acceptance of the
functions of these plans.

The benefit plan jointly managed by union and employer represent-
atives is the central concern of the organization. This type of plan,
which may be a pension arrangement or a welfare, holiday, vacation,
or apprenticeship program, is operated generally under the same laws
which apply to benefit programs directed by a single employer. In ad-
dition, the provisions of section 302(c) of the Labor Management
Relations Act apply. This section, which generally covers restrictions
on payments to employee representatives, allows for employer pay-
ments to funds which union representatives help manage if-

The payments are held in trust.
The detailed basis on which the payments are made is specified

in a written agreement.
Employees and employers are equally represented in the admin-

istration of the fund.
Arbitration procedures are set forth in the agreement.
An annual audit is performed.

These generally are multiemployer plans and cover employees work-
ing in a defined area, which may be a single city, county, State, or even

*Naftional Foundation of Health, Welfare, and Pension Plans, Inc.



OLD AGE INCOME ASSURANCE-PART IV

the entire Nation. Normally the covered employee can move from one
contributing employer to another without any loss of benefit credits.
Employees within each plan usually do work covered by a labor con-
tract between a group of employers and a single union, although in a
few cases a number of unions in a particular field of endeavor are
joined together in one plan.

Membership in the Foundlation is in the name of funds, organiza-
tions servicing jointly trusteed funds, and individuals interested in
the field of jointly trusteed plans.

This statement is provided by the board of the Foundation. Voting
directors on the board are trustees or administrators of jointly trusteed
funds. Certain other individuals or representatives sit as advisory
directors with no vote.

The board of the Foundation cannot comment on all the issues
raised in the staff document prepared for the Subcommittee on Fiscal
Policy of the Joint Economic Committee. Some of the issues raised
concerning the private pension system do not relate to jointly trusteed
plans. Some would require research of a type that the Foundation is
not capable of sponsoring. Some no doubt will be commented upon
by others with greater competence in specific disciplines, particularly
economics. It was the intention of the board of the Foundation to
provide comments on those topics of the staff document that fall within
the competence and experience of the majority of the board of the
Foundation.

Finally, some of the issues do not involve the private pension sys-
tem, at least directly. It is the private pension system, and particularly
the jointly trusteed variety, that is the focus of this statement.

Congressman Patman, in his letter of transmittal, states:
The views expressed in this document do not necessarily rep-

resent the views of the members of the committee or the committee
staff. but are statements of issues and alternatives intended to
provide a focus for hearings and debates.

And Congresswoman Martha W. Griffiths, in her letter of transmittal,
states:

As the executive director's letter indicates it is not a statement
of conclusions or recommendations by the staff, but an outline
drawn from the literature, intended to provoke debate of the
issues and alternatives in this field.

It is in the spirit of reasoned discussion rather than hard con-
clusion that this statement is provided.

OBJECTIVES FOR THE PRIVATE PENSION $1STEIs

T1lE OBJECTIVE OF THlE "4OLD AGE INCOME ASSURANCE SYSTEM"

The staff document reviews all sources of income that may support
consumption of older persons. These various sources are viewed as one
system. Although pensions-public, governmental, and private-are
the major concern of the staff document, attention is also given to
individual earnings, prior savings, personal gifts, charity, public as-
sistance. and tax benefits.

The document maintains that, because certain tax incentives exist
for the establishment and maintenance of private pension plans, the
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Federal Government should require that private plans meet very
specific standards and structural requirements.

*What is the objective of the old-age income assurance system? The
staff document states: "The public objective of old-age income assur-
ance is adequacy of old-age consumption."

TILE OBJECTIVES OF TIHE SPONSORS OF THE PRIVATE PENSION SYSTEM

Public policy has for some time encouraged the growth of private
pension plans. This is demonstrated by the favorable tax treatment
afforded such programs: Employer contributions are tax deductible,
fund earnings are exempt from tax, and personal tax liability does
not arise until benefits are received. The purpose for such encourage-
ment appears to be ai simple one: to have covered persons protected
from the economic hazard of old age.

Why have private groups, labor unions, employers, Government
units, and not-for-profit organizations, established pension plans? Cer-
tainly one reason is to protect those covered from economic hardship.
But, there are others. Some of the widely stated objectives of private
plans are to-

Reduce turnover.
Attract qualified employees.
Encourage loyalty to firm, industry or union.
Remove from the work force those who are too old to give

effective performance.
Take advantage of favorable tax treatment.

TIHE OBJECTIVE OF GROWTH

Most within the national community would seem to desire the growth
of the private system. This appears to also represent the view of those
within Government. The report, public policy and private pension pro-
grams, authored by a Cabinet committee and published in January
1965, stated:

In view of these social purposes, public policy should continue
to provide appropriate incentives to private plan growth, and
by improving the basic soundness and equitable character of such
plans, set a firmer foundation for their future development.

The staff document, in a less enthusiastic way, states:
If, as seems likely, we are to depend largely upon private buisi-

ness and governmental unit plans to supplement benefits under
a basic OASI plan, we should require that these plans satisfy
public interest criteria for old-age assurance as a condition for
tax support.

The latter statement briefly summarizes what may be the ultimate
issue concerning the future role of the private pension system. Will the
growth of the private pension system, through the establishment of
new plans and improvement of present ones, continue in an environ-
ment of greatly expanded Federal requirements that would substan-
tially increase the costs of plans and eliminate private sector goals
for them ?

The legislation providing some tax incentives for the establish-
ment of plans for the self-employed and their employees may provide
an answer. Few plans have been established in this area apparently
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because private incentives are not sufficient; recent legislation has im-
proved the incentives for establishing such plans.

Private pension plans have differing goals that arise out of the
needs of each work group. The effectiveness of a particular pension
plan cannot be measured by its achievement of the goals of other plans
or of social security. If we are to have a private society at any level of
social or economic activities, private groups must be allowed to work
toward their -oals unencumbered by Government dictation.

It is generally recognized that there must be assurance that pension
plans are not established for the benefit of a few favored persons. Thus,
for example, there is a requirement that plans not discriminate in favor
of the highly compensated employees. The suggestion that plans vest
participants in their earned benefits after a reasonable period of service
also appears to be based upon the desire that benefits (or tax ad\vanl-
tages) do not go only to a favored few. More will be said later about
vesting being required of all tax qualified plans.

The idea that tax incentives provide the Government with all the
rationale necessary for any conceivable requirement may be less pala-
table than it appears at first examination. The possibility that new
requirements will slow the growth of the private pension system has
been noted. But, there is another issue in-olved that goes to the heart
of Government involvement in private activities.

Private pensions are not the only organizations that receive certain
tax preferences. So also do schools, churches, hospitals, charitable or-
ganizations, and research organizations, as examples. The last para-
graph of the staff document states:

Categorical taxation, like categorical public assistance, is faulty
in principle. Just as we would do well to abandon the category of
aged for tax purposes we would gain from an elimination of the
category of nonprofit organizations, among which are pension
plans. The receipt of income is an economic activity. Applying a
general rule that all income received by any person or organization
is subject to taxation, outlays by any person or organization in the
support of activities of a genuinely public character would be
recognized as deductions in computation of tax.

Does this mean that the threat of withdrawal of tax incentives will, in
this new world, be used to assure that churches or educational institu-
tions as well as private pension systems carry on "activities of a genu-
inely public nature?" Who indeed will define these?

MISCONCEPTIONS CONCERNING THE OPERATION OF THlE PRIVATE PENSION
SYSTEM

Certain misconceptions in the area of the jointly trusted portion of
the private pension system seem to be revealed by the staff document.
Two of these are discussed here.

UNION ADMINISTRATION OF PENSION PLANS

The staff document states that "some jointly managed plans are in
effect administered by the union and this practice raises again the pos-
sible conflict of interest between the union as plan administrator and
as representatives of the members." It further states that "it must re-
quire great force of character on the part of union officials to not load
the pension plan payroll wil h helping hands for general union tasks."
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These statements do not fairly describe joint labor-management fund
administration. The Federal labor law, as noted in the introduction of
this statement requires that funds be jointly trusteed. Some funds are
operated in the same offices as are used for union activities. Hoowever,
the employer trustees are as responsible for the efficient operation of a
fund as are the union trustees, wherever the office may be located. One
of the major functions of the national foundation is to impress upon
trustees this ultimate responsibility and liability.

Many jointly trusteed funds are administered in other fashions.
Some are operated by a contract administration firm. Some are oper-
ated in the offices used by an employer association representing man-
agement. Some are operated on a self-administered basis in facilities
separate from either union or employer association offices.

The staff document states that there is no competition concerning
plan administration that might provide a control mechanism against
abuse. It is not clear whether this is intended to include the adminis-
tration of joint funds, in which there is a very lively competition
among approaches to administration. This competition continues after
a plan is operating. From time to time plan trustees change their
approach as the needs of the particular fund warrant. Through its
seminars and written materials, the national foundation puts before
the trustees of these funds the considerations, advantages, and disad-
vantages of each approach.

UNION REPRESENTATIVES AS TRUSTEES

The staff document appears to favor taking away from those who
bargain contracts the right to establish a jointly trusteed approach
to fund operation. Particularly, it deplores the involvement of union
trustees in the operation of the plan. The involvement of employers
is also criticized, although less vehemently. Presumably, its conten-
tions is that the Federal Government should operate all plans or one
master plan.

Some of the positive advantages of union participation in the oper-
ation of plans are ignored. The typical jointly trusteed plan is in a
unultiemployer industry in which each employer unit is relatively
small. The labor union and an employer association, rather than any
single employer, provide on-going organizational structure. The only
effective way of establishing and operating plans in many situations
is through direct union involvement.

In multiemployer situations it is impractical to negotiate a pro-
grain under which employers pay whatever is required to provide a
specified level of benefits. Where many employees move regularly
from employer to employer, a fixed contribution of so many cents per
hour or a percentage of pay is generally negotiated. The trustees es-
tablish the benefits that can be provided. Effective representation of
employee interests requires some union involvement in the way pen-
sion liabilities are determined.

The staff document sees a conflict of interest between the union offi-
cial as a joint manager and the union official as a representative of
the workers' interest in pensions. It offers no substantial evidence that
employees have been harmed through this type of structure. More-
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over, the staff document appears to take the view that it might not be
of great interest to employees, as a group, that a plan is soundly oper-
ated. This might be true where an employer promises to provide a
benefit. Where the promise is only a fixed contribution, the employees
would seem to have a very real interest in sound plan operation, in-
cluding assurances that only those actually eligible for benefits re-
ceive them.

SUGGESTED ALTERNATIVES

The staff document proposes many changes in the private pension
system. That neither unions nor employers be involved in the adminis-
tration of private plans is one of the major changes. This suggestion
appears to the board to be based on certain misconceptions discussed
above.

What should be the criterion for evaluating other alternatives to the
present private pension structure? The board suggests that the one
which appears to find general acceptance is whether an alternative
will help the growth of the private pension system in terms of ultimate
coverage for benefit purposes and of the benefits provided by each
plan.

Some of the suggestions in the staff document would seem likely to
significantly increase plan costs. For example, requiring employee
contributions would necessitate detailed individual accounting. Main-
taining a legal staff to represent beneficiaries would clearly increase
administrative costs significantly. (The staff document suggests a
public agency as an alternative.)

The staff document suggests that competition be introduced into
the financial operation of plans by having insurance companies sell
individual annuity plans directly to employees. This idea would
greatly reduce the advantages of the group approach to pensions. The
private pension system has struggled for years to achieve the cost
savings inherent in group approaches as compared to the individual
insurance policy approach. This suggestion appears to be a substantial
step backward.

None of these alternatives, the board suggests, is conducive to the
growth of the private pension system. The profound consequences of
suggestions like those noted could disrupt the private pension system
for years. One can only imagine the difficulties that might be caused if
every imagined wrong would be investigated by a legal staff paid
for by each fund or by a public agency. Of the complaints received
by the Labor Department under the Welfare and Pension Disclosure
Act, most involve misunderstanding rather than wrongdoing. Perhaps
an alternative that should 'be explored extensively is a disclosure pro-
cedure that would make available to all participants meaningful
information about plan provisions and operations.

Two suggested alternatives are receiving serious consideration
among legislators and require separate treatment:

(a) Mandatory vesting.
(b) Funding and reinsurance.

MANDATORY VESTING

The staff document and many other sources suggest that a vesting
provision be required of all pension plans qualifled by the Internal
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Revenue Service. The argument for this type of proposal is often
based on equity. The staff document states that the mobile worker may
well give equal value to society yet never receive pension benefits.

The National Foundation cannot take a position on specific suggested
legislation. The attitudes of particular members of the Foundation
would, in all probability, vary substantially on this proposal as well
as on others, such as funding and reinsurance proposals. Many jointly
trusteed pension funds provide significant protection for workers who
move from job to job because most of these plans cover many em-
ployers. There also is considerable activity among these plans directed
toward the establishment of reciprocity arrangements within particu-
lar work classifications, and it appears that there is a general trend
toward more liberal vesting in particular plans.

Although these considerations may not be sufficient to avoid the
national community's preference for a mandatory vesting provision
in all qualified plans, any legislative proposals in this area should con-
sider the objective of encouraging the private pension system. A man-
datory vesting provision might be applied without substantially dis-
rulyting the private pension system if it were applicable-

Only after a plan has existed for a period of time in order to
accommodate the provision of significant benefits to those near
retirement.

Only to benefits earned from the d&te of the applicable statute:
this would avoid adding to pension liabilities costs not anticipated
in earlier negotiations and applicable to service covered by prior
negotiations.

Only to retirement benefits; it is difficult to see the public policy
need for granting vesting rights to ancillary benefits such as those
paid on death.

These and other reasonable modifications of a mandatory vesting
requirement probably would limit the cost increases brought on by
such legislation and still allow for significant accomplishment of the
public goal of increasing actual coverage under plans.

It appears to the board that benefits should be put on a vested basis
only after the covered participant has participated in the plan for
a reasonable period in order to avoid many small benefit rights that
would be difficult to keep recorded. Also, the vesting of benefits for
the younger employees during the period when there is significant
movement as work goals are being determined would not seem to be
necessary to accomplish broad public policy goals.

FUNDING AND REINSURANCE

It is difficult to respond to the staff document's statement on funding
and reinsurance. The suggested approach is contrary to that being
widely suggested in governmental circles. Legislators and the execu-
tive branch, as represented by the report of the President's Committee,
have suggested that pension plans fund accrued liabilities over a stated
period of time.

The staff document suggests that funding of accrued liabilities
should not be encouraged. The reasons given for this position are:

Funding by raising current contributions costs is an impedi-
ment to extension of plan coverage.
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The accumulation of funds poses a continuing threat to main-
tenance of full employment.

T)lhe management of pension funds presents a challenge to effec-
tive supervision of economic power.

Perhaps this position has some merit, but there appears to be sub-
stantial economic theory to the contrary.' The National Foundation
board finds the evaluation of these conflicting views on the relative
worth of present consumption versus capital investment outside its
scope of activity.

The board notes that many jointly trusteed funds probably are fund-
ing accrued liabilities to a lesser extent than similar single employer
plans. This is due to a number of factors, among them:

The relative newness of many of jointly trusteed plans.
A recognition that the business failure of one or several em-

ployers will not affect the pension promise in many jointly trusteed
funds.

The abrupt increase in benefit levels that probably would result
at the time a fixed contribution plan were fully funded if the
funding took place over a short period of time.

A resinsurance premium based upon the life expectancy of a plan
is suggested in the staff document as a substitute for funding. It ap-
pears to the board that the establishment of life expectancies for vari-
ous industries would be most difficult. Modern technology could change
an expectation in a modest period of time.

On the other hand, funding requirements, if very stringent, could
demand significant increases in employer contributions or result in
reductions in plan benefits for many jointly trusteed plans. It is hoped
that any funding requirement enacted would allow for a buildup of
funds over a period long enough to avoid significantly disrupting
contribution levels.

Much of the past discussion concerning funding has centered on
"accrued liabilities." Since various actuarial methods and assumption
combinations can vary this amount drastically, it would appear that
some measure of funding is needed other than the degree that accrued
liability is covered by funds available. Perhaps a more meaningful
test is the degree to which vested benefits could be provided at any
given time.

FEDERAL FIDUCIARY STANDARDS

The situations of wrongdoing in both jointly managed and single
employer pension funds have been rare. Apparently present laws are
usually effective in discouraging potential wrongdoers. Legislators
are showing renewed interest, however, in the establishment of Federal
fiduciary standards and a system by which those who do not meet these
standards can be removed or, in cases of serious wrongdoing, prose-
cuted. Some suggest that this type of legislation may be required be-
cause of the often remote legal interest of participants under present
State trust statutes and common law.

The National Foundation does not recognize any significant need
for this type of legislation. On the other hand, it foresees no significant

1 For example, see the statement of Dr. Roger Murray, professor of banking and finance
and nssociate dean of the School of Business and Finance, Columbia University, before
the American Pension Conference, Feb. 9, 1967.
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effect on most funds since they are conscientiously administered. It
is hoped that any legislation of this type will be consciously structured
to avoid extra administrative burden and expense wherever possible.

TiE MESSAGE OF THE JOINTLY TRUSTEED PENSION PLANS

The private pension system presently covers about half of the
Nation's wage and salary workers. More needs to be done to encourage
the expansion of this system to those not covered. It is generally
agreed that a significant limiting factor is the small size of some
employers whio do not have plans.

The staff document states that the employees of small employers
are discriminated against as compared to employees of large em-
ployers. The board believes this to be untrue in the case of many
employees covered by jointly trusteed pension plans. Not only are the
amounts of their benefits often competitive, but also the plans in
which they are participating provide significant protection for the
mobile worker. Vesting is often a part of these plans, as well.

The message of the jointly trusteed pension plan may indeed be the
medium. A structure was created by the Labor Management Rela-
tions Act that gives a readily established form to multiemployer
negotiated plans. The Internal Revenue Service qualifies these pro-
grams on a plan basis rather than on an employer-by-employer basis.
Experience for all employers may be combined, thus requiring only
one actuarial valuation.

Does all this provide a hint for the way Government might wish
to move in the future in encouraging the growth of private pension
plans? Should there be study on the part of the Federal Government,
and particularly by the Treasury Department, into all possible alterna-
tive approaches for the single qualification of multiemployer plans
that do not provide joint trusteeship?

It would be well also for those who service pension plans to attempt
to provide for the easy establishment of plans by small employers,
either individually or in groups. Many approaches offered to small
employers today have relatively large administrative charges, which
reduce their effectiveness.

The growth of the private pension system demands great creativity
on the part of the Government and private groups involved in an
effort to encourage the substantial growth of plans among small
employers. CONCLUSION

The board of directors of the National Foundation believes in the
private pension system with its differing emphases in particular situa-
tions. The board believes that the private pension system is a well-
established and desirable supplement to Federal programs that will
provide significant benefits to many citizens. It has inherent flexibility,
however, to meet the changing objectives of a given organization or
group.
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THE STRUCTURE AND EVOLUTION OF UNION
INTERESTS IN PENSIONS

BY JACK BARBASII*

INTRODUCTION

This paper is divided into five main parts:
1. The prenegotiated pension movement, that is, mutual aid, in-

dustrial pensions, and social security.
2. The influential forces at work in the breakout period of negotiated

pensions with emphasis on the initial Miners, UAW, and Steel
negotiations.

3. The emergence of negotiated multiemployer pensions.
4. The evolution of union pension policies on retirement benefits,

vesting, funding, retirement-related benefits other than in pension
plan and the development of pension professionalism in the unions.

5. A commentary on current criticisms of negotiated pensions.
The American union like the British union "owe[s] its origins as

much to the desire to associate for mutual insurance as to the desire to
establish trade rules." Together with industrial pensions and the public
old-age programs trade union benefits constitute the well of experi-
ence from which the contemporary negotiated pension movement has
evolved. Union beneficiary activities first carried on by the locals in
the early 19th century "were not continuous nor, in many cases, im-
portant." 1 The activities did not become substantial until about the
1880's when the nationals first began to establish programs.

Latimer's classic study has made the facts of early trade union pen-
sions well known but the main line of development may be worth
recapitulating to set the stage for what is to follow. Old-age benefits
turn out to be the last to be adopted by the national unions, being
preceded by benefits for death, sickness, disability, strikes, and ul-
employment. Pensions became the final forms in the development of
old-age protection which started with payments for permanent and
total disability as a lump-sum commutation of the death benefit. In
the 1890's the railroad brotherhoods initiated the movement for homes
for the aged and disabled. The first plan to provide for periodic old-
age payments as distinct from lump sum was established by the Pattern
Makers in 1900. The Granite Cutters established the first funded plan
in 1905. In 1906-07 the Typographical Union became the first large

union to adopt a pension program. Characteristically the ITU pension
plan arose from urgent need, not broad principle. The need in this case

*Professor of economics, University of Wisconsin.
'J. B. Kennedy, Beneflciary Feature8 of American Trade Unions, Johns Hopkins Uni-

versity Studies in Historical and Political Science, vol. XXVI (Baltimore: Johns Hopkins
University, 1908), p. 9; see also Sidney and Beatrice Webb, Industrial Democracy, vol. I

(London: Longmans, Green, 1894), pp. 152-172.
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was a pool of older members left unemployed by the strikes over the
8-hour day, for whom the ITU Home was not feasible. The first pen-
sion plan to offer benefits as a matter of right-the earlier plans were
"gratuities"-was established by the Brotherhood of Locomotive Engi-
neers in 1912. The fullest development of a scheme of old-age benefits
came in two railroad unions-the Locomotive Firemen & Engi-nemen
(BLFE) and the Trainmen (BRT)-which offered among others a
home for the aged and disabled, old-age and total disability pensions,
and pensions to widows of members. Among the nonrail-unions the
Cigar Makers Union was regarded as the "model beneficiary" union
providing a welfare system which included payments for sickness,
death, permanent and total disability and unemployment. 2 By 1928
about 40 pecelnt of the trade union membership belonged to national
unions offering one form or another of old-age and permanent and
total disability benefits.3

By the onset of the great depression of the 1930's trade union pen-
sion funds were judged by the New York State Commission on Old-
Age Security to be "in all cases technically bankrupt. * * * The at-
taining of solvency will necessitate huge increases in contribution
and * * * members of the unions are not prepared to stand such in-
creased contributions." 4 "Benefit systems," Mathew Woll, a prominent
AFL vice president and a photoengravers officer, said, in 1930, "where
they are still in operation are a constant source of trouble. * * *
Their assessments must be raised constantly to meet rising ages, and
increases of assessments are always resented. All manner of complica-
tions result * * *. Few union operations are today productive of as
much woe and uncertainty as the benefit systems that remain in opera-
tion." 5 In short, the pension system of the unions was collapsing under
the weight of a major depression, a declining membership, an acoing
union population, and more urgent prior claims on the dwincflino
union treasuries. After the adoption of social security only a handful
of national unions continued to offer old-age benefits mostly in the
form of homes and pensions-notably the Carpenters, Electrical
*Workers (IBEW), the Pressmen, Railroad Conductors, and the Lo..
comotive Engineers 6

The Webbs remarked, in the 1890's, that the more advanced Britisli
union welfare programs reflected "the belief of trade union officials in
the advantage of developing the friendly society side of trade unionisin
[and] rests frankly on the adventitious aid it brings to working-class
organizations." 7 Trade union welfarism was seen by leaders as serving
similar "adventitious" interests in the American situation. "The officials
of the gieat trade-unions," James Lynch, an ITU president, observed
in 1914, "* * * recognize the value of benefit features as builders of
unions, as conservator of the membership of these unions, entirely aside

2 Helen Sgumner. "The Benefit System of the Cigar Makers Union," Trade Unionism anld
Labor Problems, John R. Commons, ed. (Boston: Ginn, 1905).

3 This section based largely on Murray W. Latimer, Trade Union Pension Systems (New
York: National Industrial Conference Board, 1932), p. 3.

'Quoted in Abraham Epstein, Insecurity, a Challenge to America (New York: Smith &
Hoas. 1933). np. 150-151.

5Mathew Woli. "Why Trade-Union Group Insurance Rather Than a Benefit Plan."
American Photo-Engraver, April 1930, quoted in Monthly Labor Review, February 1947,

p.202.
'Florence Peterson, Amnerican Labor Unions (New York: Harper & Bros., 1945),

pi. 12S-14o.
TSidney and] Beatrice Webb. op. cit.. 1). 15.x.
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from their assistance to members as safeguards against financial loss
during adversity." 8

In the view of the leadership, union beneficiary features in this period
served institutional interests by (1) helping to retain old-and per-
haps to attract new-members, (2) strengthening the national union's
financial resources which could be, and were, tapped in emergencies for
strike benefits, and (3) strengthening the national's hand in enforcing
discipline against recalcitrant local unions.9 A sympathetic academic
observer put it in 1905:

Friendly insurance is not only durable in itself, but it attracts
the best class of workingmen, the most frugal and farsighted and
keeps them in the union once they have joined. Moreover, it en-
courages conservatism and above all else secures the obedience of
individual members and constituent unions, for neither an indi-
vidual nor a union will secede when secession means the sacrifice
of a large interest in insurance funds.' 0

The unions with beneficiary activities in this period began to recog-
nize, and in several instances act on newer approaches to their old-age
problems by: (1) Augmenting relief "for the risks that might occur
at any age" with preparation for meeting longer range needs, (2)
transforming old-age benefits from gratuity into right, (3) replacing
"indoor relief," that is, old-age homes, successively, with lump-sum
payments and pensions, (4) utilizing legislation instead of mutual aid.

II

The major breakthrough developments of the prenegotiation period
in employer pensions took place between 1910 and 1920 in railroads,
and in declining degrees in public utilities and banking. Only the very
large companies in manufacturing, iron and steel for the most part,
were covered by pensions. The plans were mainly contributory and
voluntary. On the eve of the great depression something on the order
of one-seventh of industrial employees were in companies promising
pensions if specified age and service requirements were complied with."

Latimer found the pre-1932 employer pension plans to be generally
insecure, inflexible, and discriminatory. Insecurity was traced to weak
financing, actuarial unsoundness, inadequate legal safeguards of funds
and employee equities and vague administrative procedures. Inflexi-
bility arose out of excessive age and service requirements.1 The plans
were discriminatory because the employees in the upper grades bene-
fited at the expense of those in the rank and file." 13 The coverage of
industrial pension systems in the 1930's was just above 10 percent of
all wage earners and between 5 and 10 percent of this number were esti-
mated as eventually qualifying.'4

9James Lynch, "Trade-Union Sickness Insurance," Trade Unionism and Labor Prob-
lems, Johul R. Commons, ed. (Boston: Ginn, 1921), p. 71.

9 J. B. Kennedy, op. cit., pp. 11-16.
° T'. S. Adams and Helen Sumner, Labor Problems (New York: Macmillan, 1905), p. 270;

see also S. and B. Webb, op. cit., pp. 152-172; J. B. Kennedy, op. cit., p. 1.7 ; Charles L.
Deering. Industrial Pensions (Washington : Brookings, 1954), pp. 32 ff. ; C. L. Daugherty,
Labor Problems in American Tndustry (Boston: Houghton-Mlifflin, 1933). pp. 597-613.

" Murray W. Latimer, Industrial Pension Systems, vol. I (New York: National Indus-
trial Conference Board. 1932). pp. 59-60.

12 [bid., vol. II, pp. 902, 922-930.
la Ibid., p. 9130.
14 Epstein, Insecurity: A Challenge to America, op. cit., pp. 14,7-148.
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Another resurgence of employer interest in pensions in the prenego-
tiation period took place in the war years, as a result, perhaps, of the
1942 Internal Revenue Code, surplus profits taxes, and wage stabiliza-
tion programs. The newer plans showed, as Latimer said "a marked
tendency to safeguard the employees' rights to benefits." 15 Neverthe-
less, it was doubtful whether by 1945 there wvas a net gain in coverage
over the predepression years.16

With varying degrees of emphasis, managements perceived pensions
as accomplishing (1) safety improvements resulting from the retire-
ment of superaninuated employees, noted especially by railroadc mtall-
agement; (2) stability of the work force through reduction of turn-
over in anticipation of pensions; (3) enhancement of the enterprise's
attractiveness to superior workers; (4) improvemient of general mo-
rale; (5) reduction in strikes and weakening of union appeals. But
"wvage earners look askance at these company-instituted and compaany-
controlled funds," a trade union official reported, in 1914, "as they give
the impression that they are instituted in order that the wvorker Imlay be
more firmly bound to the industry and less liable to form industrial
organizations for the regulation of hours, wages, and working condi-
tions." 17 A pioneering AFL publication on pensions written in 1949)
characterized "the 'typical' company plan" before collective bargain-
ing as "strictly an instrument of, by, and for management." It Was a
cheap means of getting rid of superannuated employees. It was also a
sort of invisible chain by which workers were attached to a particular
company through the promise of a pension and the threat of its loss if
they quit or were fired.' 8 Despite this vigorous criticism, the employer
pension movement proved sufficiently viable to lay some pait of the
groundwork for several of the important negotiated single employer
plans.19

III

The third great strand entering into the making of negotiated pen-
sions was the union backlash of disillusionment with the promise of
old-age benefits under social security. The Advisory Council on Social
Security in 1948 found "three major deficiencies in the old-age insur-
ance program: Inadequate coverage, undluly restrictive eligibility
requirements, and inadequate benefits." 20 Labor spokesmen branded
"the present Federal old-age security program * * * as inadequate
and obsolete." 21 According to a UAl specialist:

Old-age assistance, the "means test" public aid program, which
Was conceired as a stopgap and auxiliary program, is still * *
the basic approach to the problem: and county and State poor
relief is the only universal provision for incapacity. Labor rejects

"MAIurray W. Latimer and Karl Tufel, Trends in Industrial Pensions (as amended)
(New York: I,,distrial Relations Counselors. Inc., 1940) p. 43.

la See aplpended letter, Apr. 6, 1945, in ibid.: see also Sumner Slclchter et al., The Impact
of Collective lBargaining on. Management (washington Brookings, 19,60), P. 373.

1" Lynch, "Trade-Union Sickness Insurance," op. cit., pp. 79-SO.
Is American Federation of Labor, "Retirement Plans in Collective Bargaining," Research

Repor", October 1949, p. 3 If.
"V anne B. Lueas, Jr., "Private Pension Issues in Collective Bargaining," Journal of Rislo

and Inquraflnce, December 1965.
20 U.S. Senate. Committee on Finance, Recommendations for Social Security Legislation,

reports of the Advisory Council on Social Security, S. Doc. 208, 80th Cong., 2d sess.,
14p.2.

2' Solomon Barkin, "What Shall We Have: Retirement Benefit or Superannuation
Plans," Proceedings, Industrial Relations Research Association, 1949, p. 140.
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these and any other programs based on the "means test" idea.
The social stigma and the connotation of "charity," whether it
be private or public, is objectionable and cannot be reasonably
called security-either emotional or physical security. 22

This, then, is the point to which the old-age pension movement had
evolved by the 1940's. The craft union old-age benefit system was
moribund. The industrial pension movement was gaining some
gvroutnd, but only enough to recover from the doldrums of the 1930's.
A Federal social security law had been enacted, but within a decade
it was under severe criticism from the very groups that had helped
enact it.

The mix of forces which converged in the 1940's to thrust the wel-
fare and pension question into the foreground of collective bargaining
were (1) the Internal Revenue Act of 1942, (2) the evolving Wage-
stabilization policy of the National War Labor Board, (3) the so-
called Krug-Lewis agreement establishing a UiMfWA welfare and
retirement fund, (4) the Inland Steel decision of the National Labor
Relations Board, (5) the stage of development of union-management
relations in big industry-notably steel and autos, (6) the postwar
movement of wages and prices.

Section 165 (a) of the internal IRevenue Act, 1942, established tax
advantages for pension plans "and contributed significantly to their
growth, to their design, and to the relative importance of noncontrib-
utory plans. " 23 Combined with the sharp increases in corporate and
excess profits tax rates of the 1940's, the special tax treatment ac-
corded eligible pension plans undoubtedly enhanced employer recep-
tiv eness to union pension demands . 2'

The National War Labor Board, the labor regulatory agency during
World War II, "was able to hold its main line-the Little Steel
formula" at the price of "greater flexibility on secondary lines"
specifically on the "fringe" issues of which pensions were one .2 The
main effect of the NWLB period on pensions was to popularize the
idea of "fringe" benefits-the term was probably coined during this
period-and Wto create in the minds of labor leaders and workers the
notion that they were entitled to such benefits as a matter of right "' 2I

The direct effect on pensions at the time was inconsequential; the chief
influence was on the shortrun fringe benefits like paid vacations, shift
differentials, paid holidays, and so forth. Collective-bargaining gains
on the pension front in this period were so "negligible" that in 1945
they went unrecorded. By 194S, the first year for which negotiated
pension plans are reported, 1.7 million workers were covered, repre-

nHarry Becker. "Labor's Approach to the Retirement Problem," Proceedings, Indus-
trial Relations Research, Association. 1949, p. 117; see also U.S. Senate. Committee on
Finance, Social Security Revision, hearings, 81st Cong., 2d sess., 1950, testimony of
N. H. Cruikshank, Walter Reuther, and Emil Rieve.

- U.S. President's Committee on Corporate Pension Funds, Public Policy and Private
Pension Programns (Washington: Government Printing Office. 1965). p. 3.

24 U.S. Congress, Joint Economic Committee, Subcommittee on Fiscal Policy, Private
Pension Plans, pt. II, 89th Cong., 2d sess., 1966. testimony of Stanley S. Surrey and
Sheldon S. Cohen, pp. 412-437 ; see also Slichlter, Phe Impact of Collective Bargaining on
Monage eat, op. cit., p. 373. especially footnote 6.

25 Milton Derber, "The IPrinciples of Dispute Settlement," Problems and Policies of
Dispute Settlement and Wage Stabilization During World War II, U.S. Department of
Labor, Bureau of Labor Statistics, Bulletin 1009 (Washington: Government Printing
Office. 1950), p. 9Di.

28 Jlohn T. Dunlop, "Appraisal of Wage Stabilization Policiles," in ibid., p. 166.
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senting 11 percent of the workers under collective bargaining agree-
ments.27

The Iglagid Steel decision of the National Labor Relations Board
held that pensions was an appropriate subject for collective bargain-
ing. The union's NLRB charge had not begun as a pension demand but
as a question of compulsory retirement. Inland Steel had unilaterally
established a contributory pension including compulsory retirement
in 1936. The company refused to bargain with the steelworkers on a
compulsory retirement grievance on the ground that as part of the
pension plan the issue was outside the legal scope of collective bargain-
ing. The steelworkers, accordingly, filed a charge with the NLRB
alleging an illegal refusal to bargain. The board upheld the union
position and by 1948 the Federal courts had for practical purposes
affirmed the boards holding. "Wages," the NLRB ruled, "must be
construed to include emoluments of value, like pension and insurance
benefits, which may accrue to employees out of their employment rela-
tionship." 28 The Seventh Circuit Court of Appeals upheld the NLRB
in subjecting the pension plan to mandatory bargaining but preferred
to base its affirmation on the phrase "other conditions of employ-

ment" 29 in section 8 (a) of the Taft-Hartley Act, which defines the
subject matter of the collective bargaining obligation. The Supreme
Court subsequently refused to grant certiorari.30

Although John L. Lewis "had long been convinced of the need for a
welfare and pension program for miners," the demand for a welfare
fund was first advanced in the 1945 bituminous coal negotiations.2 '
But, as Lewis reported, "the plan was rejected by the operators and
not pressed by mine workers." 32 In the 1946 negotiations, the demand
for a welfare fund wvas reinstated. The fund as first proposed was
to be used for medical care, hospitalization, life and health insurance,
rehabilitation, "economic and in distress cases" and "if money is
left * * * cultural and educational work among the mine workers."' 33

The mineowners refused agrain and a strike ensued which lasted from
April 1 to AMav 22, 1946. The U.S. Government, acting through J. A.
Krug, Secretary of the Interior, seized the mines. Kxrug and Lewis
thereupon entered into an agreement on May 29 which established
a welfare and retirement fund from a 5-cents-a-ton contribution.
Lewis first demanded that the fund be managed by the union alone,
but Krug, balking, would "not take the responsibility of arranging
for a health and welfare fund to be administered solely by the union."
According to Louis Stark, New York Times reporter, "The Admin-
istration fear[ed] the reaction of public opinion to such a decision." 34

A strike broke out again November 20 on Lewis' charge that a Go-
einment interpretation relating to the fund was breaching the con-

2s7 U.S. Department of Labor, Bureau of Labor Statistics, Health and Insurance and
Pension Plan Coverage in Union Controcts, Late 1960, Rept. No. 228, 1962, table I, p. 2
see also U.S. Department of Labor. Bureau of Labor Statistics, Labor Mobillty and Pri-
r ate Pension Plans. Bulletin 1407, 1964, I. 52, table 1. and p. 5, chart 1.

2i Inland Steel Co. v. United Stcelenorkers of America, CIO (77 NLRB 4) (1,948).
> Inland Steel Co. v. N'LRR (170F. 2d 251 (1949) ).
-'Certiorari denied, 336 U.S. 960 (1949), see also A. Norman Somers and Louis

Schwartz. "Pensions and Welfare Plans: Gratuities or Compensation," Industrial and
Labor Relations Reviec, October 1950, p. 87; Deering. Industrial Pensions. oa. cit.. p. 43.

31 U.S. Congress, Senate, Committee on Labor and Public Welfare, Subcommittee on
Welfare and Pension Funds, Welfare and Pension Plans Tnvestigation. Final Report, 84th
Cong., 2d sess. (Washingten, D.C.: Government Printing Office, 1956), p. 167.

332 Laouis Stark, "Lewis' Statement on Welfare Fund," New York Times, May 14, 1946.
33 ibid.
"' Louis Stark, Nere Yark Times, 'May 23, 1946.
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tract. Extensive litigation followed. The miners returned to work, but
the fund still was not operative because the parties could not agree
on the neutral trustee.

With the expiration of the statute authorizing Government seizure
the mines were returned to the private operators on June 30, 1947,
and soon thereafter the parties negotiated anew and the employer
contribution to the fund was raised to 10 cents a ton. But the pay-
ment of pension benefits was delayed because this time the fund's
trustees could not agree on the terms of the pension program-in
specific, whether the program should be funded or pay as you go.
After another strike, an injunction, a contempt order against Lewis,
a stalemate on the seating of the neutral trustee, suits to prevent the
fund from making pension payments, the negotiation of a new con-
tract in 1948, and a Federal court's approval of the pension plan-
the first pension check was disbursed in September 1948. The fund
did not become firmly established until 1950.35

The UFIW pension program has never been actuarially funded
and benefits have been disbursed on a pay-as-you-go basis. Nor do
miners have a legal equity in the fund. When considered necessary,
pensions are reduced, but, also raised. The method of financing by a
cents-per-ton contribution or "royalty" Lewis justified on the ground
that "productivity per man employed in the industry would constantly
rise * * * and that manpower of the industry per ton produced would
decline," and, hence, a contribution based on cents per man-hour or
percentage of payroll would produce a declining contribution to the
fund 3.

Lewis' struggles dramatized and provided the great initial thrust
for the union welfare and pension drive. There had been earlier nego-
tiated pensions, pooled funds and royalty types of contributioll, but
Lewis and the miners quickened the movement for negotiated pensions
as nothing else had. Psychologically it is likely that the miners' wel-
fare fund was the single most influential force in the negotiated
pension movement.

The late 1940's was almost the first opportunity the industrial union
could come to consider pensions on their collective bargaining priority
list. The unions in the first stage of development, as the NLRB had
observed in the Inland decision, could not have "negotiate[d] effec-
tively for anything more than the establishment of the routine terms
of wages, hours, and conditions of employment, because the failure
of most employers voluntarily to accept the processes of collective
bargaining placed most unions in a weak position." 37 "Unions," Lati-
mer remarked at the time, "had to pass beyond the organization stage.
A union cannot be interested in the long-term outlook involved in social
insurance unless the organization, as such, had some prospects of
permanency." 38 The immediate postwar years was a period of rapidly
rising prices and the industrial unions first concentrated their energies

m Account based on Welfarc and Pension Plans Investigation, Final Report, op. cit.,
pp. I.G6-177 and Welfare and Pensi0n Plans Investigation, Hearings, pt. 3, testimony of
Lou0is Reed, pp. 1015-1044.

IO Ibid.. p. 1046. R. L. Myers, "Experience of the UMWA Welfare and Retirement Fund,"
Indu'strial and Labor Relations Review, October 1956.

*a Inland Stecl v. United Steelworkers, op. cit., p. 10, note 24.
9 Murray Latimner, "Social Security in Bargaining," Conference on Labor, New York

University (Albany, N. Y.: Bender, 1948), p. 6.
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on mnaking up the ground lost in direct wages. Pensions at this time,
a contemporary account reports-

occupied only a secondary role in bargaining strategy as the dis-
appearance of wage controls left unions free to concentrate on
direct waage increases postponed during the war years. This cde-
emphasis, however, was reversed by the success of the United
Mine Workers in securing a pension plan from mine operators.3 9

V.

The pension issue in the steel industry negotiations arose in con-
niectioll with a 1949 wage reopening provision in a contract due to
expire in 1950. In support of its pension position, as steelworkers
president, Philip Murray, said at the time, "the union presented to
the companies a carefully documented legal brief prepared by the
unioil's general counsel and an exhaustive actuarial analysis prepared
by Mr. Murray Latimer, an outstanding expert in the pension and
social insurance field." 40 The union demanded:

(1) $125 monthly pension to "any employee retiring at or after 65."
(2) Retirement "wholly voluntary and free of any element of com-

pulsion."
(3) Disability pension after 10 years of service at $150 per month,

reduced to $125 after eligibility for social security benefits.
(4) Joint administratioll.
(5) As part of the insurance program a paidup death benefit policy

of $1,250 at retirement.4
1

The union relying on the Inland decision argued that pensions were
wtages, and, therefore, negotiable.

Except for Inland Steel the companies took the position that pen-
sions were not bargainable under the 1949 reopening clause because
pensions were not wage rates within the meaning of the applicable
contract provision, and that in any case in 1948 the union had waived
the right to bargain on pensions until 1950. On the merits of the pen-
sion demand the union pointed to the inadequacy of the old-age social
security benefit and the company's obligation to pay all the costs "as
a cost of doing business comparable to the cost of maintaining and
replacing machinery." The company favored joint contribution "be-
cause it preserves the individual right to spend or save as he sees fit"
and because it is "in accordance with the sound and traditional Amer-
ican principle of self help." 42

To hold off a nationwide steel strike President Truman appointed
a factfinding board to make recommendations. The board found that
even though pensions were not negotiable under the contract until its
expiration ill 1950, there was an immediate obligation under the Taft-
Hartley Act, contract or no. The board accepted the union's human

3W Willinn R. Perlik. "Employee Pensions in Collective Bargaining," Yale Law Journal,
March 1950. pip. 6S6-687 and footnote 36. See also Arnold Strasser, "The Changing
Strufctire of Conimpensation," Monthly Labor Revewie, U.S. Department of Labor, Bureau
of Labor Statistics, September 19G6, p. 954; Deering, Industrial Pensions, op. cit.,

II.41-42.
40 TPhilip Murray. The Steelwoorkers Case for Wages, Pensions, and Social Insurance

(Pittsburgh The Union, 1949), p. 5.
'o [bid.. pp. 27-2S.
'3 Benjamin Selekman. Sylvia K. Selekman, and Stephen Fuller, Problems in Labor

Relations (Newv York: McGraw-IIill, 195S), p. 4S0.
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depreciation theory and also found that the cost of pension could be
met without "unduly narrowing the profit margin of the industry or
its ability to hold or even lower its prices." 43 The steel industry was
lagging behind railroad and coal mining in respect to pensions and in
accord "with the recent trend" recommended complete employer
financing of the pension program but contributory financing of the
insurance program. The union accepted the finding. The steel industry
refused, objecting specifically to the cost and mostly to the noncon-
tributory principle. "Almost overnight the leading steel companies
began to cry in unison that -the principle of noncontributory social
benefits was un-American and contrary to the most cherished ideals of
self-reliance and personal initiative." 44 After three postponements a
nationwide steel strike went into effect and lasted for 42 days.

Bethlehem Steel broke the solid front of the steel industry resistance
on the pension question because as Cyrus Ching, the Government's
chief mediator, speculated, contributory pensions were "not nearly so
important because the firm had had a noncontributory plan in effect
since 1923." 45The Bethlehem settlement provided for a noncontribn-
tory pension plan (but a contributory insurance plan) with a mini-
mum of $100 a month including OASI after 25 years of service, a
prorated pension for 15-25 years of service, $50 a month up to age
65 for workers totally and permanently disabled; or where higher for
the normal pension a monthly payment equal to 1 percent of average
monthly earnings during the last 10 years multiplied by years of
service.46'

Pensions first arose in automobiles in the course of the 1947 Ford
negotiations but nothing came of it wvhenr Ford workers rejected pen-
sions in favor of a direct wage increase. An element in the rejection
was 'that pensions had become a factional issue in the UAW's highly
volatile power struggle of the period. Reviewing the pension demand
early in 1949 Walter Reuther said, "Slackening of the rise in the cost
of living enables us to turn our attention to other urgent matters, * * *
pension plans and social securitv.47 The opening shot in the negotia-
tions began with a statement by Ford's industrial relations director on
March 2, 1947. Exactly 2 months later the union's formal demands
were served on the company and a month later, June 2, face-to-face
negotiations opened. In addition to pensions, which consumed most of
the time, -the union was also asking for an insurance program, substan-
tial wage increases and provisions strengthening union rights in the
plant. In the course of negotiations the union presented a 133-page
statement in support of its pension proposal. In late June the union
asked for the strike vote required under Michigan law, and in the vote
conducted in early August, 75,320 workers voted out of a possible
86,305: 65,000 voted for a strike, 9,549 voted against striking. Talks
continued intermittently until September 29 when the Steel Industry
Board made public its recommendations, which had the effect of pro-

4t Ihid.
" Ibid., p. 267.
"6 U.S. Department of Labor, Collective Bargaining in the Basic Steel Industry (Wash-

ington: Government Printing Office. 1961), p. 268.
46 U.S. Department of Labor, Bureau of Labor Statistics, Wage Chranoloqy, United

States Steel Corp., 1987-64, Rept. No. 186, 19A5. pp. 12--1i. The account of the negotia-
tions mostly based on Selekman, Selekman, and Fuller, Problems in Labor Relations, op.
cit., pp. 466-48.5.

4"Ibid., p. 402.
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ducin pa settlement in Ford even if for the moment it failed to produce
one in steel. A UAW spokesman outlined the "six major issues" that
the union considered important in the 1949-50 negotiations:

1. Joint union-management responsibility for administration of re-
tirement and health security programs.

2. Fixed employer commitment for a specified allocation of money
stated in terms of cents per hour.

3. Employer-financed, noncontributory programs.
4. Standard of benefits that together with Old-Age and Survivors

Insurance, or future Federal programs for benefits not now existing,
will constitute a modest, but adequate, budget.

5. Integration with the Federal program in such a manner that
private plans are, in real effect, supplementation of the floor of protec-
tion assured by Government.

6. Actuarial soundness. 4 8

The settlement included a noncontributory $100 monthly normal
pension (integrated with social security) at 65 or older after 30 years
of credited service, automatic retirement at age OS, expiration of pen-
sion agreement on March 1, 1955, although other provisions would luin

until April 1, 1952, prorated benefits for employees 65 years or older
with less than 30 years service with reduced benefits and a total and
permanent disability benefit for employees between 55-65 with 30.
years' service. The company had the authority to appoint the bank
trustee for the pension fund and would be solely responsible for deter-
mining the funding of past service. A joint board of administration
was established to oversee the plan's benefit structure. 4 0

The concluding phase of industrial union breakout into pension
bargaining was marked by the UAW's Chrysler strike of 1950 which
lasted 104 days. As Reutlher said later:

It -was not about the size of the pension. It was about whether
the pension would be based on pay-as-you-go or whether it would
be at funded plan. And, the Clhrysler workers, abl)out 90,000 of ihiein,
walked 'the bricks for 104 days on 'that principle alone, because wve
felt that we should not start down the road of a pension p~ogrslln
except as we funded the pension and backed up the benefits with
an actuarially sound fund.50

The climate of informed opinion including commentators normally
sympathetic to the unions ranged from open criticism to grudging
caution. For the most part only the union leaders had good things to
say about negotiated pension programs. Clark Kerr, at the time direc-
tor of the University of California's Industrial Relations Center, based
his vigorous disapproval on the unsuitability of negotiations to deal
with the "unusually complicated" subject matter, the "unfortunate
social consequences," the potentiality for interunion rivalry and the
need for a "more overall approach." The 1949 report of the House
Ways and Means Committee "saw the demands for security by seg-
ments of the population threaten[ing] to result in unbalanced, over-
lapping, and competing programs. The financing of such plans may

4 Harry Becker, '"Labor's Approach to the Retirement Problem." op. cit., pp. 120-121.
4 'J'his acount hasehd Iargely on Seleknman. Selekman, and Fuller. Problems in Labor

nR~iations. oe. cit., pp. 402-420. See also U.S. Department of Labor, Bureau of labor
Statistics. W7age Chronology. Ford Motor Go., 19411-64,, Rept. No. 99 196.5.

1uJ.s. congress. Senate. Committee on Finance, FederaZ Reinsurance of Private Pension
Plans, hearings, 89th cong., 2d sess., Aug. 15, 1966, p. 48.
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become chaotic, their economic effecdts dangerous." 5S The segment of
opinion which acknowledged some legitimate function for negotiated
pensions in the total social security system was concerned lest the move-
ment go beyond the "stopgap" role which would cease as the public
system approached a standard of adequacy. The major peril which
most views of this kind focused on was the prospect that the private
system might be "considered as long-range plans designed to do the
inajor pairt of providing retirement protection." 2From another criti-
cal standpoint the possibility was advanced that responsibility for pen-
sions might convert the union leader into acceptance "of the code of
the businessman," without, however, necessarily implying a "moral
conclusion." 53

William M. Leiserson was one of the very few outside of the labor
community who allowed himself a mildly optimistic outlook:

The soundness of those plans is not of primary importance.
Some plans I know say, "When there isn't enough money, we will
just reduce it in proportion," or something like that. They are all
experiments. Of course, it is wise for the union and the employers
and their advisers to work out as sound a plan as they can, as they
see it. But there is no use in somebody coming up and saying, "This
is the only sound plan and the only way in which we can do it."
It has to be handled on a problem basis. What have we here? How
do the people feel about it? What do they want in the way of
control over it?

After all, the soundness will really have to be left to actuaries
and various kinds of experts, who disagree just as employers and
unions disagree .5

"Every shortcoming of private [pension] systems was stated by
union spokesmen," *Walter Reuther said early in 1950, "long before
the same points were raised by others who, for 14 years, did little or
nothing about bringing the Federal system up to a minimum level of
decency." 55 Every union viewpoint in this period stressed the primacy
of OASI and the supplementary function of negotiated pension. "Pro-
tection nust be more stable, continuous and broader in scope than can
be achieved in private and isolated plans." -s As evidence of the prior
place accorded OASI in its strategy the UAW noted "that employer
support for improvements in the public program is a direct result of
the collective bargaining pressure for workers' security programs." 5'
Given the limited increment the union option for "maximum retire-
ment security for the greatest number of older workers who will be
eligible for retirement within the period for which the plan was orig-
inally negotiated" meant that it wa. s "forgoing for the present" such

desirable features as permanent and total disability benefits, vesting
and "other provisions directed to the special needs of younger work-

5 Clark Kerr. "Social and Economic Implications of Private Pension Plans," The Com-
mnercial and Financial Chronicle, Dep. 1, 1949, In reprint No. 16, University of Callfornia,

Institute of Industrial Relations, Berkeley, 1949. pp. 4. S.
5' Robert Al. Ball, "Pension Plans Under Collective Bargaining: An Evaluation ofTheir Social Utility," IRRA Proceedings, 1949, p. 131.

G' William Goldner. "Trade Union Structure and Private Pension Plans," Industrial
and( Labor Relations Review, October 1951, p. 67.

51 William AT. Leiserson, "Introduction," Pensions and Health and Welfare Plans in
Collective Bargaining, University of California, Institute of Industrial Relations, Berke-
lev. 19150. p. 6U.S. Senate, Social Security Revision, op. cit., pt. 3, p. 1840.ro necker. "Labor's Approach to the Retirement Problem." op. cit., p. 118.

57 Ibid., p. 119.

70



OLD AGE INCOME ASSURANCE-PART IV 71

ers." 58 The union can't wait on pensions until it is in a position to pro-
vicle a perfect plan: "Good policy and high principles are not now put-
ting money in the hands of retired wvorkers for the purchase of housing,
food, clothing, and medical care. Nor do good intentions alone keel) the
retired worker from falling back on his local relief agencies for his
primary source of income a few months after retirement." 59 Barkin,
of the Textile Workers, criticized the critics of negotiated pensionIS on
the ground "that they are attempting to endow the plans with purposes
which far transcend their current undertakings." 0

This. then, is the period in whvhich the big inchustrial unions break oult
to win negotiated pensions. It is a period ranging roughly from 1946,
-lwhen Lewis makes his first bid for a fund, up to the opening years of
the 1950's when the steel and auto unions concluded the first phase of
their pension negotiations. The needle trades unions had earlier nego-
tiated retirement plans but without exciting public attention. If the
exigencies which first thrust pensions into prominence seemed at the
time to lack "careful definition of issues and constructive planning," 01

the long accumulated stock of experience clearly marked out the op-
tiolns -]which the unions had to choose from.

VI

Pooled multiemployer funds marked the next stage in pension de-
velopment. Although the movement for negotiated pensions had been
triggered by a multiemployer plan, that is-the UMW-the first major
advances were made in the single employer heavy industry sector. But
the single employer pattern was not suited to industries such as con-
struction, food, apparel, mining, motor, and water transportation--
"characterized by seasonal and irregular employment, small establish-
ments, and such frequent job changes that few workers remain with a
single employer long enough to qualify for pensions." 6In addition
the pattern was not suited to the typically high mortality rate in
these-except for apparel-largely nonfactory industries. Negotiated
pensions in these industries had to wait on a mechanism which would
compensate for the great hazards to which individual employer plans
would otherwise be exposed. The mechanism was found in a readapta-
tion of multiemployer bargaining in the form of a pooled fund which
would receive contributions from employers and disburse benefits to
employees, in the multiemployer unit represented by the fund.

The "needle trades," specifically the ACWA, and ILGW;rIJ, and to
a more limited degree the Hat & Cap lVorkers, had experimented with
pooled funds for private unemploymient insurance as far back as
the 1920's.63 A more modern and perhaps more relevant antecedent
was "the revolutionary proposal," in 1938, of the New York Children's
Dressmakers' Union that "employers contribute a percentage of their
payroll into a pooled fund," to disburse vacation pay. The fund served
to meet two critical problems in establishing welfare programs in the

' Leonard Lesser, "Problems in Pension Contributions and Benefits," IRRA Proceed-
iln.s 1,9O2. p. 89.

9 Becker, 'Labor's Approach to the Retirement Problem," op. cit., pp. 118-119
14 lairkin "''What Shall WNe HaLvC, etc.," op. cit., p. 144.

al Ibid., p). 13S.
,l I'S. Department of Labor, Bureau of Labor Statistics, AMlltiemployer Pension Plans

t.'ndler Collective Bfarngiainig Spring, 1960, Bulletin No. 1326, June 1962, p. 1.
63 Joel Seidman, The Needle 'T'rodes (New York: Farrar & Rinehart, 1942), pp. 267-269).
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industry: "loss of vacation money because of change of job and failure
to pay when an employer was out of business." 64 Very rapidly wel-
fare funds became an established demand in the needle trades. The
first explicitly earmarked retirement fund was negotiated by the ILG
Cloak Joint Board in 1944.

These early developments were for the most part localized in the
"needle trades." John L. Lewis was the first to dramatize the industry-
wide multiemployer pooled fund. The sources of Lewis' ideas on the
union welfare interest are not certain but the experience of the needle
trades unions was Well known to him and he used it to justify his de-
mand for the unilateral administration of the fund by the union. But
this demand, as we know, had to be compromised because of Krug s
insistence on joint administration as a condition of agreement. The
issue was subsequently resolved by section 302 of the Taft-Hartley
Act, spurred largely as a reaction to Lewis' demand for sole control.
Section 302 prohibits sole union administration of a welfare fund to

vhich an employer contributes, requires the establishment of a trust
for these contributions and prescribes the benefits for which contribu-
tions to, and disbursements from, the fund can be made; pensions is
one of the approved benefits.65

Nineteen hundred and fifty-four is perhaps as good a date as any to
mark the main spurt of multiemployer pensions. Nineteen hundred
and fifty-four is the year for example when benefits were apparently
important enough in the building trades to warrant collection of infor-
mation by the Bureau of Labor Statistics. 66 Hoffa negotiated his first
pension plan for the Teamsters in 1955. In 1950, when 3.4 million
workers were covered by pension plans under collective agreements in
manufacturing. in construction, coverage was so small that it was
reported categorically as under 50,000 employees.

The lag in pension bargaining was most marked for but not limited
to the craft unions who had at first favored the incorporation of the
wage equivalent in direct; wages. The Wage Adjustment Board, the
special wartime agency for settling disputes in the construction indus-
try, had only one collective bargaining case involving pensions come
before it which it decided on the principle "that wage rates established
for various classifications of laborers and mechanics engaged in build-
ing and construction should provide full compensation for all work
performed by such workmen. " 67

The craft unions had always had a stronger tradition of mutual
aid and at first branded company involvement in welfare as antiunion
and paternalistic. The ITU viewpoint was that "our members feel that
we are the ones who can best take care of our own." 68 The Machinists
were concerned lest "the possible loss of accumulated pension benefits
soften the stamina of employees covered by such plans when they
should stand firm during the efforts of their union to secure justifiable

64 Adolph Held, 'Health and Welfare Funds In the Needle Trades," Industrial and
Labor Relations Reviev, January 1948, p. 3.

'5 U.S. Congress. House of Representatives, Committee on Education and Labor,
flmploVee Benefit Plans, background material, 85th Cong., 1st sess., April 1957, p. 6 ff.;
see also footnote to legislative history, p. 119.

e U.S. Department of Labor, Bureau of Labor Statistics. Union Wages and Hours:
Building Trades, July 1, 1961, and Trend, 1907-61, Bulletin No. 1316, 1962. p. 5.

57 John T. Dunlop and, Arthur D. Hill, The Wage Adjustment Board (Cambridge: Har-
vard University Press, 1950), p. 50.

as Deering, Industrial Pensions, op. cit., pp. 54, 113ff. See also Donna Allen, Fringe Bene-
fits, New York State School of Industrial Relations, 1964, p. 67 ff.
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wage increases and general improvements in everyday working condi-
tions." G9 In service, and wholesale and retail employment the retarded
development of pensions was probably due to a combination of (a) a
low level of unionization which made union pressures less forceful
and (b) low wages which tend to channel union effort where it exists,
toward direct wage increases.

VII

"In the earlier period of the [pension] plans," a UAW spokesman
recalled, "the major concern was to get the best benefits for those who
were immediately ready to retire." 70 The later 1950's represent the
period in which the unions move to go beyond immediate benefits for
the greatest number of older workers about to retire, along five gen-
eral paths: (1) to increase the amount of retirement benefits from a
standard of subsistence toward more nearly a standard of minimum
adequacy, (2) to vest or otherwise guarantee a variety of pension plan
rights prior to or other than normal retirement, (3) to strengthen the
security of pensions for workers in whose behalf contributions are
being made, (4) to increase and broaden auxiliary benefits, (5) to de-

elop specialized personnel and institutions to improve the union's
pension performance. The pooled plans, however, tended to lag behind
the single employer plans in the pace at which they moved ahead in
these directions.

The essential condition which constrains change is cost rather than
imperfect knowledge of pension principles. The cost constraint is
mainly reflected in the employer's limited ability to pay and for practi-
cal purposes in the unlimited number of contending claims for the
increment within the union.

"To the union the [pension] benefits are alternate forms of work-
ers' wages or income * * *. Unions and managements in their negotia-
tions keep clearly in mind the money value of the collective-bargaining
settlements." 71 Or stated in another way, pensions "represent a delib-
erate allocation of an earned economic increment which would other-
wise have been allocated in the form of cash wages, or for other pur-
pose, through collective bargaining." 72

The first negotiated pension benefits were admittedly minimal, "at
best * * * an emergency provision to take care of the immediately
pressing problem." 73 Union spokesmen stressed the point that the
amounts were meant only to supplement OASI benefits. A Social Se-
curity Administration study estimated in 1948 that it would take $120
a month to support an elderly couple at a very low standard of living.74

The steel/auto normal retirement plans called for $100 a month in-
cluding social security at age 65 and 30 years of credited service.

Early goals for making pension benefits more adequate as formu-
lated by the UAW consisted of (1) the maintenance of a "decent and
healthful standard of living." This standard requires benefits "sub-
stantially higher than relief standards" and in any case is not operative

go Jack Barbost, Practice of Unionism (New York: Harper Bros., 1956), p. 133.7
0Tcstimony, of Willard E. Solenberger in U.S. Congress, Joint Economic Committee.

Private Pension Plans, pt. I, 89th Cong., 2d sess., 1966. p. 124.
7' Solo mon Barkin. "Labor's View on Actuarial Requirements for Pension Plans," In

What 18 Actuarial Soundness in a Pension Plan, IRRA Proceedings, 1952, p. 28.
72 Lesser, "Problems in Pension Contributions and Benefits," op. cit., p. 87.
73 Barkin, "What Slhall We Have. etc.," op. cit., p. 144.
7' "Budget for Elderly Couple," Social Securtty Bulletin, U.S. Social Security Board,

February 1958.
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if supplementation by public assistance or private charity is neces-
sary.75 (2) Since health is a critical problem for older people provision
must be made for "continued coverage * * * under prepaid health pro-
grams." (3) "The benefits of increased productivity" in the form of
expanding living standards "must accrue to the industrial worker after
he retires as they now accrue to him while he remains a member of the
work force." (4) Benefits need to be adjusted to offset increases in the
cost of living and to reestablish the real value of pension beneflts.70

The mnachinists set a target in 1960 for retirement income, includ-
ing social security, of 50 percent of final earnings which measured
in terms of spendable income accruable after retirement would actii-
ally be closer to 80 percent than 50 percent in the case of a couple.77
In 1958, the steelworkers set a pension goal "of 50 percent of the
employee's full-time earnings level in the years just preceeding retire-
ment.78 In 1966, a UAW pension spokesman discounted as "academic"'
a prediction that "the real goal of organized labor is to have retire-
ment at full pay." But he added quickly that "there should not be a
cliff, a drastic alteration of living standards," and 75 percent was
therefore, "a sound enough aim for lower and medium paid workers.'
Moreover, most discussion of adequacy centers about the longer service
worker but "how adequate and how possible is retirement for the
worker with 10 or 12 years." 79 An IUE expert projected the mainte-
nance of the preretirement standard of living as the goal for retire-
ment benefits, which he estimated could be attained by a 30-year-
service employee "with a formula of $8 or $9 per month per year"
of service plus social security. "This is not too high. Several TUE
contracts are already in the neighborhood and the union's demand
from GM in 1964 was $12 per month per year of service." 'I

The earlier concentration at the low end of the benefit distribution
is changing. The Bankers Trust 1965 survey reported that "there is
a greater range than formerly in the rate of benefits provided" in the
negotiated plans.sl A BLS study of 1959 negotiated plans "show[s]
that the clustering of plans at the lower end of the benefit scale that
characterized the 1952 distribution has changed to a more symmetrical
distribution. The principal reason for this change is the revisions
negotiated by the parties." 82 Normal retirement benefits in the first
Ford-UAW agreement were set at $1.75 per month for each year of
service exclusive of social security. In the 1964 agreement these benefits
were set at $4.25 per month for each year of service. UAW is typical
only of the magniture of change, not of the level of benefits.5 3

The unions aim at maintaining benefit levels with advances in the
cost of living and the standard of living. For Solenberger of the

See for example the UAW's detailed family budget for retired workers In U.S. Senate,
Social Security Revision, op. cit., pp. 1843-1903.

7 Lesser, "Problems in Pension Contributions and Benefits," op. cit., p. 91.
7' International Association of Machinists, A Guide to Pension Planning (Washington

IAM.I 1960), p. 7.
75 United Steelworkers of America, Insurance, Pensions and Supplemental Unemploy-

ment Beneflts (Washington : USA, 1958). p). 33.
Willard E. Solenberger, "New Challenges to Labor and Management In Providing

Retirement Security." Third Annual Corporate Pension Conference, 1966 (mimeo), p. 50.
s Statement by Joe Swire, Aug. 30, 1965 (mimeo). p. :3.

6 Bankers Trust Co., Study of Industrial Retirement Plans (New York: Bankers Trust,
1965). p. 23. [Emphasis added.]

. U.S. Department of Labor, Bureau of Labor Statistics. Private Pensions Under Col-
lective Bargainin., Normal Retirement, Fall 1959 (Washington : Government Printing
Office 1961). P. 13.

83 Statistics from U.S. Department of Labor, Wage Chronology, Ford, op. cit., pp. 23-28.5
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UAW "the perfect formula would be one where at the point the indi-
vidual retires the benefit is first adequately related to his final pay
and then after retirement continues to rise with each rise in pay of
the job he left." 84 Accordingly, the union seeks direct and indirect
escalators. Directly the union seeks periodic liberalization to adjust
to the rising cost of living including its extension to past retirees,
or more formally, but less frequently, through variable annuities and
explicit cost-of-living escalation. More commonly the effect of upward
movement is achieved through benefit formulas which favor final
earnings or percentage of earnings. Unions have been additionally
effective in liberalization by (1) eliminating or sharply reducing the
social security offset, (2) increasing the minimum pension and (3)
reducing or eliminating limitations on the accumulation of credited
years of service.

The relatively low-wage worker continues to be favored "largely
because of the greater coverage of plans that relate benefits to service
alone and because of the flat benefit plans." Minimum pensions and
the virtually universal acceptance of the noncontributory principle in
negotiated plans also favor the lower paid wvorker. This position con-
stitutes one of the great changes worked by collective bargaining and
contrasts significantly with his less favorable situation in the earlier
unilateral plans with their typical contributory requirements and
benefit formulas tied to career earnings.-

Multiemployer plans utilize simpler benefit formulas, commonly
flat benefits or benefits varying by years of service alone. Benefits re-
lated to earnings are relatively uncommon due to the pressure for uni-
formity to simplify administration, and the narrower distribution of
skill and earnings in pooled fund industries.55

VIII

The union pension bargainers considered vesting from the very start
as a policy choice for the future.87 "In the formative years of nego-
tiated plans * * * vesting was largely set aside in favor of benefit
levels, reasonable funding, benefits for workers near retirement and
financing solely by employers," and was slow in getting accepted.88
A current example of union priorities with respect to vesting is seen
in the CWA which, as a spokesman put it, does "not mention vest-
ing * * * [not] because we don't believe in vesting * * * [but be-
cause] we have so far to go on some of the other basic problems * * *
that we plan on attacking that one in the future." 89 In 1952 only 25

so Solenberger, "New Challenges, etc.," op. cit., p. 52.
so This section based on the following: Robert Ttlove, "Pension Planning and Adlmln-

istration," Conference on0 Labor, New York University, 1961. pp. 364-372: Bankers Trust,Study of Industrial Retirement Plans, 1965, op. cit., pp. 24-2S; Alfred Skolnick, "'Ten
Years of Employee Benefit Plans," Social Security Bulletin, U.,S. Department of Health,Ediention and WVelfare, vol. 29, No. 4, 1966, p. 16; U.S. Department of Labor, Bureauof Labor S tatistics, Private Pension Plans Beneftits, Bulletin 1485, 1966. p. 12; Slichter,
The Impact of Collective Bargaining on Management, op. cit., pp. 378-379.

80 BLS, Private Pension Plans Benefits, op. cit., pp. 15-16 ; BLS, Mul1tiemploiier Pension.
Plans Unid'r Collective Bargaining, op. cit., pp. 22-24 J. J. Melone, Collectively Bar-
galine(l M1ultieinployer Pension Plans (Hoinewood, 111. : Irwin. 1963), p 20-23.

87 International Association of Machinists. Pension and Welfare M1aniunal (WIashlngton1AM, 1950). p. 38 AFL, "Retirement Plans ln Collective Bargaining," op. cit., pp). 8ff;
Lane Kirkland, Pension Plans Under Collective Bargaining (Washington : AFL. 1952),
li). 66f : Becker, "Labor's Approach to the Retirement Problem." op. cit., pp. 120-121,12(6 : Lesser, 'l'rohlens in Pension Contributions andI Beneflts," op. cit., p. 89.

&I BILS. Labor Mobility and Private Pension Plans, op. cit., p. ii.I' Testinsony of Louis Knecht in Joint Economic Committee, Private Pension Plans,
op. cit.. P. 250.
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percent of the negotiated plans contained a vesting provision and
three-fourths of these were in contributory plans; only 10 percent of
the noncontributory plans had vesting. By 1958, 60 percent of the
negotiated plans were vested. In its 1962-63 survey, BLS found 67.2
percent of the plans representing almost 60 percent of the workers
were vested. The Bankers Trust 1965 study showed 94 percent of the
negotiated plans providing some form of vesting "compared with 82
percent in the 1960 study and 41 percent in the 1953-55 study.90

The upsurge of vesting came about as a result of vesting improve-
ments in the UAW-Ford agreement negotiated in 1955 and the Steel-
workers' agreements in 1956. The Ford agreement conferred vested
rights on "employees separated from active employment at or after
age 40 with at least 10 years credited service." D1 In United States
Steel vesting became applicable "to employees laid off for more than
2 years or terminated as a result of a permanent shutdown" at age 40
and 15 years of continuous service.Y2

"The concept of pensions as deferred wages is fundamental to the
logic of vesting," an AFL report observed in 1949, and this logic has
been the dominant tendency in union pension strategy.93 But as a
current AFICIO pension manual counsels, "If * * * there is stronog
resistance to the inclusion of a vesting provision in a newly established
plan, the program should not be jeopardized for this reason. In the
vast majority of cases a vesting provision is relatively easy to secure
after the plan has been in operation for a few years." 94

Unless there is vesting the pension plan serves only a management
purpose providing "the employer a cheap means of getting rid of
superannuated workers with a specious show of generosity," the union
viewpoint asserts. The freedom of the worker to change jobs in his own
interest is impaired in fear of losing his pension. A worker discharged
from a job before normal retirement is in effect assessed a double
penalty: He loses his job and also his retroactive pension credits. Only
as the pension plan firmly confers rights on all workers is it equitable
as a deferred wage increase for the younger worker who in the major-
ity of cases will not stay until normal retirement to collect on his pen-
sion. Vesting is essential if a balance of interests is to be maintained be-
tween younger and older workers and between longer and shorter serv-
ice employees. In the recent period vesting makes more viable the early
retirement or other forms of separations of employees redundant due
to technological change and other forms of displacements

Unions have pursued many roads to vesting if it is defined broadly
as a guarante to the employee of rights in a pension plan in addition

o Bankers Trusit, Study of Industrial Retirem ent Plans, 1965, op. cit., pp. 19-20; BLS,Labor Mobility and Private Pension Plans, op. cit.d U.S. Department of Labor, Bureauof Libor Statistics, Private Pension Plans and Man powcer Policy, Bulletin 1359, 1963.
D U.S. Department of Labor, Wage Chronology, Ford, op. cit., p. 24.

U.S. Department of Labor, Wage Chronology, United States Steel, op. cit., p. 21 see
also Bureau of National Affairs, Pensions and Proflt Sharing (Washington: BNA, 1953),p. 2.: Bankers Trust Co., Study of Industrial Retirement Plans (New York: BankersTrust 1960)

:1 .4FL. "Retirement Plans In Collective Bargaining," op. cit., p. 314 American Federation of Labor and Congress of Industr ia Organizations, PensionPlans Under Collective Bargainina (Washington: AFL-CTO, 1964), pp. 21-22.55 This i.s a composite argument based on the following: Kirkland,, Pension Plans UnderCollective Baroaining, op. cit., pp. 66-69 ; International Brotherhood of Pulp, Sulphlte,
anol Paper Mill Workers, Pen sin Plan Principles for Collective Bargaining. De)artmentof Research 9nd Education (Washington : The Union, n~d.), pp. 4.10-4.11: Richard Shoe-
maker, Pension Plans Under Collective Bargaining (Washington: AFL-CIO, 1965),pp. 19 22 ; AlAM, Pension and Welfare Manualwoeop. cit.; AFL, "Retirement Plans in Col-leetive Bargaininz."1 op. cit., p. 3 : United Stelworkers of Anierlca, Better Insurance,
Better Pensions, Belter SUB (Washington : 'Ihe Union, 1960( 1), p. 10.
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to or other than the rights created by meeting the eligibility standards
for normal retirement.9' There is first the direct vesting route which
entitles the worker "to a future retirement benefit when he reaches
retirement age regardless of where he may be at the time." Immediate
full vesting would be inordinately costly in terms of feasible alloca-
tion of the wage increment. The unions consequently are agreeable
to conditions for vesting such as the almost universal age and service
requirement or "further increasing the percentage of accrued bene-
fits * * * as additional requirements are fulfilled, until workers
become fully vested." 97 The thrust of union strategy is to whittle
away at the qualifying conditions in vesting by reducing the age
or service requirement. The Bankers Trust survey comparison of
1960-65 and 1956-59 negotiated plans notes "a pronounced trend
toward more liberal vesting requirements: The employee who has
attained age 40 with 15 years of credited service vests fully in 75
percent of the pattern plans * * * but an employee with the same
qualifications would have had a vested right in only 42 percent of
the pattern plans in one previous study." 98

Other union routes to vesting provide for rights in the pension
plans before normal retirement; that is, early retirement. The most
common form of early retirement which was incorporated at the very
start of pension bargaining in the single employer plans is retire-
ment for permanent and total disability at a prorated, actuarially
reduced benefit. This is almost costless to the plan because the clis-
abled worker bears the full burden by taking a proportionately
reduced benefit.

The union objectives for the improvement of disability provisions
are the reduction of age and service requirement, the liberalization
of disability definitions, and the integration of disability benefits with
the public programs in social security, workmen's compensation and
rehabilitation.90

Early retirement in general on an actuarially reduced basis was
possible under the first Ford plan but not in steel-which was not
accomplished until the 1956 agreement. Prevailingly negotiated plans
permit early retirement at employee's option at age 60 after meet-
ing a service requirement. The significant tendency is the increasing
proportion of plans which permit such early retirement having risen
in the Bankers Trust survey from 56 percent in 1956-59 plans to
69 percent in the 1960-65 plans. The early retirement provision is to
be found in almost every negotiated plan, "rising from 70 percent in
1953-55 and 88 percent in 1956-59." 100

In the very recent period provisions for early retirement at a greater
benefit than the actuarial equivalent, known as "special" early retire-
ment have been negotiated as an inducement to employment attrition

f This is an adaptation of a definition in BLS, Labor Mobility and Private Pension
Plats, op. cit., n. 111.us Ibid., p. 12.

MBnnkers Trust, Study of Industrial Retirement Plans, 1965, op. cit., p. 19.
99 AFL-CIO, Pension Plans Under Collective Bargaining, op. cit., pp. 22-24; Skolnick,

"Ten Years of Employee Benefit Plans," op cit., p. 15 ; ANI, A Guide to Pension Planning,
op. cit., p. 53; U.S. Department of Labor, "Changes In Negotiated Pension Plans, i961-

,4," "Monthly Labor Rcviezo, October 1965, p. 4 United Steelworkers of America, Insur-
ance. Pensions, and Suppleniental Unemployment Benefits (Washington: The Union, 1958),
pp. 30-32 Joseph Krislov, Age and Service Requirements for Total and Permanent Dis-
ability Beneflts in Private Pension Plans, analytic note No. 108, U.S. Department of
Health, Eduocation, and welfare, SocIal Secnrity Administration, inca.

'1 Bankers Trust, Study of Industrial Retirement Plans, 1965, op. cit., p. 13.
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to ease the displacement effects of technological change or relocation.
The payment of above-normal benefits to early retirees has been asso-
ciated with provisions for mandatory retirement at the employer's re-
quest or under mutually acceptable conditions. Mandatory retirement
wvhich historically has been an employer demand has now been rein-
stated in response to the pressure of younger employees in situations
of contracting employment. The recent special early retirement pro-
visions negotiated by the Steelworkers, Auto, Rubber, and Packing-
house Workers are illustrative of this tendency.lel The rank-and-file
pressure in the UAW took the form of a "60 Now" club to press for
compulsory retirement of older workers and as Charles Odell, the
UAW's social security director said, "The 1964 gains were a result
of genuine rank-and-file organization and pressure for even earlier
retirement than was already possible. The leadership of the union
skillfully turned this pressure into a major breakthrough." 102

The increasingly complex structure of options represents in effect
a vesting equivalent inasmuch as the options are alternatives to the
normal retirement benefit. The death benefit option in the form of a
lump sum or a period certain guarantee "takes some of the 'sting' out
of a pension that terminates shortly after it has begun because of
death." 103 In the survivor options the employee chooses a reduction
in normal retirement benefits for which he gets insurance protection
for his surviving beneficiary.104 The union pressure is on bringing the
election of option closer to the "time of application for retirement
* * *. An irrevocable election required to be made long in advance
results in very few workers exercising the option." 105 Obviously the
closer the election is to the date of retirement the greater is the likeli-
hood of adverse selection and the more costly the option is.1°8

Vesting provisions are in general much less frequent in multi-
employer plans. "Slightly more than a fourth of inultiemployer plans,
covering two-fifths of the workers, provided a normal benefit only.
Anothler fourth * * * added a disability retirement benefit." o10

Vesting is less frequent also because the multiemployer plans are
younger and hence many are still in the stage of development where
they are still giving priority to improvements in retirement benefits,
with disability provisions probably next in line. The effect of vesting
is achieved to the extent that employees carry their pension credits
from firm to firm within the multienmplover unit including units vith
which the plan may have reciprocity. since the attachment is to a
multiemployer unit the employee's pension credits are not necessarily
tied to the survival of a particular employer. Hoowever, this is limited
vesting since the rights do not go beyond the pooled or reciprocal
unit.

The scope of transferability-and portability in the event of re-

101. nx Kossoris, "Early Retirement: An Overview," Industrial Relations, Mlay 1965,p. 6. This Is part of a symposium on early retirement.
1" Chmmrles Odell, "The Case for Early Retirement," Industrial Relations, Mlay 1965. p. 19.

103 Jack lA. Elkin, "Standard and Optimal Forms of Retirement Forms of Retirement
Benefits," Neuwsletter from Martin E. Segal Co.. January I 966, p. 3.

lo4 See Harry L. Levin and Stanley S. Sacks, "Survivors Benefits in Collectively Bar-
gained Pension Plans," Monthly Labor Review, July 1962, pp. 751-757; AFL-CIO, Peat-sion Plans Unrder Collective Bargaining, op. cit., pp. 24-29.

IbiMd.. p. 27.
IN See Solenberger. "New Challenges. etc.," op. cit., 1). 56, Bankers Trust, Study of

Indwstrial Retirement Plants, 1965, op. cit., p. 21 ; Skolnick, "Ten Years of Employee Bene-
fit Plans." op. cit.. p. 4.

10 BLS, Multiemployer Pension Plans, etc., op. cit., p. 30. See also Vane B. Lucas, Jr.,
"Private Pension Issues in Collective Bargaining," op. cit., p. 566.
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ciprocal arrangements-in mutltiemployer plans depends on tile size
of the territory represented by the associated employers. "Nearly half
the workers in multiemployer plans belonged to plans that were lim-
ited to a single craft, occupational group, or industry in a locality.
Of the remainder, worker coverage was about equally divided be-
tween regional plans and industrywide national programs." 108 The
Martin EF. Segal Co. -which services many multiemployer plans esti-
mates these plans "probably provide continuity of pension accrual
for most of the job changes that are likely to occur.' 100 Reciprocity
agreements among poolelc plans further extends the vesting effect.
By 1960 reciprocity arrangements were operative for 61 plans repre-
senting 8.3 percent of the plans, covering 764,000 workers representing
23.6 percent of workers covered by multiemployer plans. An additional
26 plans (3.5 percent) covering 95,900 workers (3 percent) were
authorized to make reciprocity arrangements. The other side of the
coin is that more than half of the multiemployer plans cover fewer
than 1,000 workers-almost 35 percent cover fewer than 500 workers--
and one-third of the workers were covered in six of the largest plans
out of the total almost 800. Only a relatively small proportion of the
workers have a substantial area of mobility within which their credits
can be transferred.110

Ix

Union interests in funding raise two categories of problems: (1) the
standards for funding and (2) the conservatism or liberality with
which the standards are applied. Funding standards are to an im-
portant degree predetermined by whether the fund unit is a single
employer or multiemployer. If single employer, especially in large-
scale, mass production, the financial comnnitment exacted from the
employer is to provide a fixed level of pension benefits; the employer
is free within legal constraints to determine the funding and other
actuarial measures necessary to fulfill his contractual benefit commit-
ment, as in United States Steel, for example. A more specific funding
obligation is undertaken in the contract provision which requires the
employer simply to contribute to a trust fund "on a sound actuarial
basis" sufficient to pay the pensions agreed to, as in Continental Canr,
for example.""1 Steel industry employers have characteristically
funded their pension obligations beyond contractual requirements but
this has never fully satisfied the union. In recent years experience has
led the steelworkers "to a, wider understanding of the need * * * for
sounder financial provisions to improve the pension security of termi.-
nated employees." 112 Specifically the union experts warn against in-
corporating [sic] "(a) [the] United States Steel funding provision
or its equivalent, giving company the right to determine manner of
financing pension costs, (b) vague provisions regarding 'meeting

1(5 BLS, Labor Mobility, etc., op. cit., p. 38 see also BW, Multiemployer Pension
Plans, etc., pp. 9-11.

Iw Martin E. Segni Co., Pension Plans and Public Policy in California, report to the
Assembly InteriII Committee on Industrial Relations, State of California, December 19663,
P. 60.

l10 BLS. Multiemployer Pension Plans, etc., op. cit., Pp. 5, 10. 98: President's Commi3-
siori on Corporate Pension Funds, Public Policy and Private Pension Progranis, op. cit.,
p. 43.

III United Steelworkers of America. Pension and Insurance Agreement Between Caonti-
nental Can and United Steelworkers of America, October 1964. p. 15.

112 United Steelworkers of America, Report of Officers, 12th Constitutional Convention,
1964, p. S1.
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Treasury requirements,' (c) retention of right by company to skip
contributions, (d) failure to fund for disability pensions, [and] (e)
failure to fund for vested pensions." 113

The UAW has gone farthest among the unions in insisting contrac-
tually on an explicit funding standard, specifically "an annual, actu-
arially determined contribution computed as sufficient to fully fund
the cost of benefits based on current service, and in addition to fund,
over a stated number of years, the cost of benefits based on past serv-
ice." In a smaller number of cases the UAW has settled for a cents-per-
hour contribution actuarially determined to support the level of pen-
sion benefits agreed to."14

As to funding medium the union preference has traditionally been
for the self-administered trusteed plan over the insurance company
fund on the grounds of "flexibility and the most effective application
of allocated funds." 115 "'Philosophical considerations" in the case of
the AFICIO favor the self-administered plans:

The insurance industry has generally been opposed to improve-
ments in the Social Security Act * * *. It becomes somewhat
anomalous if labor, after suffering setbacks in Congress due to
insurance industry opposition, turns to collective bargaining and
obtains improvements in benefits for retirees and thcn underwrites
these benefits with an insurance carrier."6

But the characteristic union preference for the self-insured trust is
"rapidly changing" according to the AFICIO's pension specialist as
a result of the stronger competitive cost position of the insurance com-
panies, reflecting the "vigorous campaign" of the insurance industry
to capture an increased proportion of the pension market.

The unions have brought ambivalent moods to the funding question.
On the one hand the unions support liberal funding assumptions to
maximize that portion of the wage increase increment available for
increasing retirement benefits and minimize the amount needed for
funding pension credits. In contrast to "the actuary operating on con-
servative principles of loading his cost figures against all eventualities,
and assuming the ultimate termination of plans and insisting on
accelerated funding," "1 the unions take a more relaxed view relying
"on the collective bargaining process which allows for periodic reviews
and frequent changes in the light of later developments." It is not
unknown for unions to shop around for an actuary who will be inclined
to favor their more liberal assumptions."s

"3 Steelworkers. Insurance. Pensions, and SUB. op. cit., p. 38R. See also testimony of
Elliot J. Brpdhoff in Senate committee on Labor and Public Welfare, Welfare and Pension
Plans fnvestigation. op. cit.. hearings. pt. 2. p. 1174: Steelworkers. Officers Report, op. cit.,
p. 23: see to the same effect United Steelworkers of America. Special Report on Insurance,
Pen ,.sons., and Supplementary Unemployment Benefits, 1960, pp. 43-45; Steelworkers,
Bette- Pensions, Better In-surance, Better SUB. 1959. op. 10-1 1

llU Willard E. Solenberger, "Pension Programing From a Labor viewpoint." Society of
Chartered Life Underwriters, spring 1954, vol. VIII, No. 2. pp. 131-132. See also testi-
mnony of Walter P. Reuther in Senate committee on Finance, Federal Reinsurance, etc.,
op. cit., D. 58.

115 Testimon' of Solenberger in Joint Economic Committee, Private Pension Plans, op.
cit., Pn. hIS9- 122.

116AFL-CIO, Pension Plans Under Collective B'Rrgainin., op. cit.. pp. OR-39. See also
"Developments In Pension and Welfare Programs," Martin Sepal Newsletter, November
19r12. p. 4.

"7Ti7arkin. "Ln borsq view. etc.," op. cit., n. 2R.
118. P. Stanlev, The Function af on Actuarli in a Pension Program, Industrial Union

Department (AFT-CIO), pension conference. Sept. 12. 1957 (mimeo). n. 4; Ray M. Peter-
son. "Actuarial Soundness In Pension Plans With Insurnree Companies." What Ts Actu-
arial Soundness in a Pension Plan! Industrial Relations Researeh Association. 1952. p. 26;
James E. McNulty. Jr., Deision and Influence Processes in Private Pension Plans (Home-
wood, Ill. : Irwin, 1961), pp. 98-101.
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Union liberality comes to the fore most insistently in a period of
economic expansion when an employer committed only to fixed benefits
is able to capture the so-called actuarial gains arising out of earlier
conservative assumptions on investment earnings. Swire, the pension
expert for the IUE, argues that "the results of economic expansion
and prosperity should not be kept by the company * * * for its * * *

own benefit alone. * * * The union calls upon the company to share
the pension fund gains from an expanding economy of which we are
all a part with its employees." 119 This appreciation of pension funds
which in effect "cuts company contributions down substantially,"
Swire says in another place, "makes mincemeat of union negotiators
who, through negotiation after negotiation thought they were buying
nice bundles of pension costs." 120

Inclining the union toward conservative funding is the security of
pension expectations. The UAW set actuarially sound funding as a
major goal from the very beginning of its bargaining history on
pensions:

Even though it means lower immediate benefits, UAW-CI()
believes that pension plans established by collective bargaining
must be constructed on sound actuarial assumptions. Workers
want retirement income security * * *. Past service liability
under private pension plans must be amortized over a reasonable
length of time and future service must be funded by payments
into the pension trust fund as such credits are accumulated.1 21

The UAW waged a 104-day strike against Chrysler in 1950 on the
funding issue.

The structural characteristics of the multiemployer pension mech.-
anism predetermine some of the issues in funding. First, the likelihood
that the fund for an entire industry will be terminated is very slim.
Second, inherent in the commitment of the multiemployer plan is the
fulfillment of benefit rights of participating employers who go out of
business. Third, unlike the single-employer plans there can be no
question as to the cost of the pension "package" since the parties
negotiate a uniform fixed level of contributions (that is, commonly
cents per hour, percent of payroll) in the formal collective bargaining.
Fourth, neither can there be a dispute in negotiations as to the level of
benefits which the contribution can buy since this determination is
made jointly by the parties through the pooled fund's bilateral board
of trusteess. 122

The vulnerable feature of the pooled fund is in a formula of fi-
nancing-cents per hour or percentage of payroll-which, in effect,
ties contributions to the aggregate level of employment in industries
marked by instabilities in employment. The result is a large element
of uncertainty in projecting the benefit levels which a pooled fund can
support. The pooled plans, therefore, "ordinarily take a cautious view
of what future employment may be like * * *. They may discount
present levels of employment by 5, 10, or even 20 percent, knowing that

119 Joe Swire in Pension and insurance Proposals, presented to the General Electric Co.
by IUE negotinting committee, International Union of Electrical Workers, Aug. 23, 196¢
(mimeo), pp. 14-10 pasRim.

1,0 Swire. statement, Aug. 30. 1965, p. 16.
121 Becker, "Labor's Approach, etc., ' op. cit., p. 125. See also Lesser, "Problems In Pen-

sion Contributions. etc.," op. cit., pp. SS-S9.
122 Segal, Pension Plans and Public Policy in California, op. cit., pp. 48-55.



OLD AGE INCOME ASSURANCE-PART IV

the pension plan has to be adequately financed even if employment
drops in the future." 123

The craft base of many pooled funds makes for an adverse imbalance
in the age distribution of the employee population at the same time
that the sm all scale and marginal profitability of manv of the partici-
pating employers imposes severe limits on their capacity to contribute.
A period of declining employment accelerates retirement and accen-
tuates financing difficulties even further. The other side of the "au-
tom atic vesting" effect of the pooled fund is what one commentator
has styled "the floating liability * * Employees after establishing
some equity in a plan, may drift out of the area of coverage, leaving
open the question of their return." 124 These instabilities of the pooled
plans are a significant factor in their characteristically less developed
benefit structure, compared to the single employer schemes. Disability,
early retirement and other major supplemental benefits are both
lower and less prevalent in the pooled plans. 125

The ILG is not the only union participating in a pooled fund which
has had difficulties with its retirement program but is the union we
know most about due to the detail of its public reporting. "Adequate
funding of retirement benefits is no simple matter" in the ILG's indus-
tries, "with [the] multiplicity of branches" and the heavy concentra-
tion of workers employed "in small or medium size establishments." 126

It -was becoming apparent in the coat and suit industry branch in
1953 "that the annual income to the fund was insufficient to meet new
needs." 127 The imbalances were basically caused by an over-aged labor
force, sharp fluctuations in employment, excessive "liberality" in elig-
ibility requirements and low contributions rates.

The union responded by reducing expenditures and improving effi-
ciency. Eligibility standards were tightened 'by increasing the required
period of attachment to the industry, raising the retirement age and
restricting the right of the pension recipient to work in the industry.
At various times benefits were reduced and subordinate bodies man-
dated to negotiate higher employer contribution rates. "Only a 1-per-
cent contribution of payroll" had been obtained in the first pension
agreement of the dress industry in 1947. "The union realized from the
outset that this was not sufficient to retire all the dressmakers eligible.
It wvas only accepted as a start, to get the fund in operation." 128 For
greater efficiency and security 41 separate funds were merged into one
national fund. A decade earlier a more limited consolidation had been
accomplished in the establishment of an eastern region retirement
fund. The return of economic expansion also helped. With rising em-

ployinelt contributions increased particularly for employees in the
younger age groups, thus redressing some of the age imbalance.

By 1965, the union could report that the New York Coat and Suit
Industry Fund, one of the hardest hit f unds, is now in a position to pay
"full benefits to every qualified applicant." 129 The union plans, as
this is written to increase retirement benefits, to raise employer con-

'a "Congressional Proposal To Regiulate Pension Plans," Martin Segal Newsletter, April
1967. p. 1. See also Barkin. "What Is Actuarial Soundness, etc.," op. cit., p. 29.

13k Donald F. Farwell, "Pension Bargaining," Pension and Welfare News, September 1965,

lo BLS. Private Pension Plans Benefits, op. cit., pp. 51, 67. 89. 95.
121 International Ladies' Garment workers' Union, Proceedings, 1953, p. 204.
127 ILGWU, Proccedings, 1956, p. 97.
1M TL(IWTI, Proceedings, 1950, p. 206.
I- ILGWU, Proceedings, 1965, p. 120.
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tributions in funds with insufficient reserves "even where it is necessary
to do so during the life of the agreement." 130

Other pooled funds have had analogous problems. UMAIW pension
beneficiaries have been subject to fluctuating eligibility requirements,
size of benefits and retirement age. In May 1967 the fund announced
an increase from $100 to $115 per month for past and current retirees.
"Hoffa was determined to produce an impressive-sounding benefit
schedule from the start 'even though the employer's contribution rate
was low.' lo 131 The IBEW, as a result of a union-authorized actuarial
study, in the early 1950's raised its employer and class A melibersilip
contributions sharply, increased the service requirement and intensified
its investment program.1 3 2

That the cause of funding instability lies in the structure of enter-
prises typically covered by the pooled fund rather than in the pooled
fund advice as such is supported by the termination experience of the
large industrial unions who have had to bargain with small companies.
There, too,a union like the Steelworkers has had to tailor its standards
to the "small employer's" ability to pay and acquiesce in plans "with
limits on the amount of the company's regular contribution and with
limited liability in the event of termination of the plan." If the plan
should actually terminate as some have "the number and amount of
pension benefits which can be paid out * * will be limited by the
amount of pension reserves accumulated since the inception of the
plan." 133

There has been a renewal of union interest in the funding question
caused undoubtedly by the Studebaker termination, the maturing of
the union pension experience which makes termination more inuie-
diately relevant and a resurgence of public interest in the security of
pension funds. Some unions are apparently concluding that collective
bargaining is not equipped to deal with every contingency in whichi
pension rights are imperiled by terminations. The UAW is an impor-
tant force behind a proposed program of Federal reinsurance of pen-
sions.134 At the same time there seems to be a union consensus against
mandatory public standards for funding especially marked in the
multiemployer plan circles. The Martin E. Segal Co., which probably
takes a view representative of the pooled funds interest, entertains
doubts as to whether the complex of risks are insurable.

X.
Not all contract iterms affecting retirement are contained in the pen-

sion plan. Life insurance for retired employees is commonly part of the
health insurance program. Hospital and surgical care less commonly
but nevertheless significantly is continued at a reduced scale after re-

13o Ibid. Discussion additionally based on U.S. Senate Committee on Labor and Public
Welfare. Welfare and Pension Plans Investigation, op. cit., final report, pp. 11.3-114,
119-120, 124-126, 175-177; Melone. Collectively Bargained Multiem ployer Pension Plans,
op. cit., pp. 111-117 ; Decring, Industrial Pensions, op. cit., pp. S9-100: Mrton Bern-
stein. Future of Private Pensions (Glencoe, N.Y.: Free Press, 1964), pp. 260-262; BNA,
Pensions and Profit Sharing, op. cit., p. 215.

In1 Ralph and Estelle James, "Hoffa's Manipulation of Pension Benefits," Industrial Rela-
tions, ayIn 1965. p. 47.

12 "Pension Plan of the AFL Electrical Workers, 1954," Monthly Labor Review, Novem-
her 1954, pp. 1234-1236.

a13 Steelworkers, Report of Officers, op. cit. p. 82.
"'4 See testimony of Reuther ant Lesser in Senate Committee on Finance, Federal Re-

insarance, etc., op. cit., pp. 46-02; Segal, Private Pensions and Public Policy in California,
op. cit., pp. 75-78.
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tirement on a contributory basis. Retired workers also become eligible
under the main agreement for various benefits associated with involun-
tary separation generally, including severance pay, with the relatively
shorter service workers-10 years or less-predominating among the
recipients; prorated vacation pay and contributory individual savings
funds, composed of employee and employer contributions can be
drawn on in the event of involuntary layoffs."35

For a relatively small number of unions the quality of the pensioner's
life after retirement is of active concern. The UAW created an older
and retirement workers department in 1957:

Today (1965) the UAW is directly involved in the direction,
operation, and/or financing of 70 senior citizen centers throughout
the United States and Canada * * * which serve not only as a place
where retired people can spend their time in useful and enjoyable
activity, but also as a bridge between the retiree and the com-
munity.'3 6

Grants from public funds have been used by the ILGWU to establish
a "friendly visiting service" with the goal of "drawing the homebound
retiree back into community life and helping him meet the problems
that arise in retirement." Fifty pensioners will be trained to serve as
"friendly visitors' in the New York area.'3 By way of example of
other union activities in this field there are the art shows and prere-
tirement classes of the ACA, the retired teachers' residences spon-
sored by the Teachers' Union and the retirees' clubs sponsored by hosts
of local uniolls.' 3 8 AvMost unions, nevertheless, probably accept Kirk-
land's formulation of this point:

The primary need [of retired workers] is not clubhouses, arts
and crafts, counseling services, handrails in the hall * * but
simply money. Given a decent steady income the great majority of
aged persons are quite capable of, and would undoubtedly prefer,
working out their own adjustment with their environment and
their declining powers."39

XI.

The enlargement of union interests to include insurance and pen-
sions has brought with it the development of institutions, skills, pro-
fessions, and functions far from the traditional union mold. The most
innovative and far reaching of these has been the self-administered or
self-insured trusteed plan directed jointly by union and management
trustees. The fund mainly provides a mechanism for the collection,
crediting and transfer of contributions within the specified multi-
employer unit, invests the fund's reserves, and disburses benefits to
eligible employees.

"' This section based on Bureau of National Affairs, Basic Patterns in Union Contracts,
44: 6. 1961; BNA. Collective Bargaining Negotiations and Contracts, 44 : 6, 19f6 ; Slichter,
ThIe Impact of Collective Bargaining, etc., op. cit., pp. 452-460: National Industrial Con-
forenee Board, Employee Savings Plans in the United States (Washington : NICB. 1962):
U.S. Department of Labor, Bureau of Labor Statistics, The Operation of Severance Pay
Plans and Their Implications for Labor Mobility, Bulletin No. 1462, 1966, p. 1 ; Bernstein,
Future of Private Pensions, op. cit., p. 168.

' Odell, "The Case for Early Retirement." op. cit., pp. 17-1S.
': International Ladies' Garment Workers Union, Justice, Jan. 15. 1967. p. 9.
1as Selected from University of Michigan, Bureau of Industrial Relations, Index to Labor

Union Periodicals.
"9 Lane Kirkland. "Pensions and the Pensioner," IUD Pension Conference, 1956, in

BNA, Doily Labor Report, June 7, 1956, p. D-1.
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To be sure, the union and the unit of employers had in almost every
case been earlier associated in collective bargaining but the collective
bargaining relationship is organizationally a periodic meeting only;
the welfare and pension fund mechanisms have become separate, sub-
stantial and going enterprises in their own right. More specifically "the
administration of a pension plan involves day-to-day functions such
as processing applications, determining eligibility, awarding bene-
fits and interpreting the plan, as well as financial administration, in-
cluding the selection of medium of funding, adoption of funding
mnethods, receiving contributions, investments, payment of benefits,
and so forth," while some or all of these administrative functions may
be contracted out to an insurance company, bank, service organization,
union, employer, or salaried administrative staff. In the largest num-
ber of cases the fund performs virtually all of these functions.'40

Some unions involved in pooled plans complement the fund orga-
nization with their own internal organization. The ILG's welfare and
health benefits department "coordinates the many health and welfare
programs of the ILG-WU" and "administers the ILGWIU national re-
tirement fund." 141 The welfare funds control department conducts
"audits of firms which make contributions" to the funds. This is the
policing function which the union must be mainly responsible for to
see that employers contribute the full amount of their contractual
obligation. An investment department implements the ILGWU policy
"to invest the reserves of its funds under terms that insure maximum
safety, highest return and most desirable social effects." 142

Few unions have as elaborate an infrastructure to carry on their
pension interests. But the sizable "pension industry" consisting of
independent consultants, actuaries and administrators serves as the
virtual equivalent of a pension staff for many unions exercising, be-
cause of their independent status, a larger influence perhaps on union
policy than an internal staff might otherwise.'43

The admission of the employer to the governing of the pooled fund
was probably forced on the unions and possibly on many employers as
Avell by the Taft-Hartley law which, reacting to the mineworkers'

original proposal for sole union control, requires equal representa-
tion of employers on any fund to which an employer contributes. But
equal representation is not the same as equal power. The union is clearly
the dominant partner in the pooled fund enterprise. This is not because
the employer representatives are necessarily inactive. The situation is
that "many employers who are not also employer representatives do
not identify themselves with pension affairs beyond making the con-
tributions required of them." 144 More importantly only the union
has the marketwide power, interest and capabilities to oversee and
maintain the fund as a going concern. In short, it is extremely un-
likely that the employees in the pooled fund industries would be
covered by pensions without the intervention of the unions.

The employee composition of the pension unit is most commonly
a craft or industry, in a specific city or metropolitan area; a construc-
tion industry craft is an example of the former and retail trades or

Io 3 Afultiemplover Pen.Rfnn Plans, op. cit., pp. 16, 123.
"' TrTlU, Proceedings, 1965, p. 17 7.
112 ibid., P. 2q.
"f MeN;lty. flecision and Influence Processe.s, etc., op. cit., chs. VI, VII, and VIII.
'" Ibid., p. 55.
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apparel manufacturing is an example of the latter. Geographic cover-
age extends less commonly to a multistate region (Western Confer-
ence of Teamsters) or to a nationwide unit (IBEW, UMW).145

Reciprocity arrangements among funds enlarge the area of pension
credit transferability. Most frequently the zone of portability under
reciprocity does not go beyond the national union. Beyond reciprocity
is one actual merger of separate funds as in the case of the ILGWU.,'46
The Amalgamated Clothing Workers is unique in union institutional-
ism establishing an insurance company to underwvrite pension plans to
which the union is a party.

Industrial unions whose main strength lies in single-employer bar-
gaining units have adapted the pooled, multiemployer method to pr o -
vide pension programs for employees in small establishments for whom
coverage might otherwise not be practical. These types of pooled ar-
rangements may differ from the typical pooled plan in not requiring
uniform contributions or uniform benefits for all participating em-
ployers. In effect an employer buys into the pooled plan on an actuarily
determined basis. The pension program of the Industrial Union De-
partment for example 'operates nationally" and offers individualized
contribution and benefits levels for small- and medium-sized employ-
ment groups "under contract with IUD affiliated unions. A principal
feature is the "simplicity of negotiation. Either the parties" may
agree on contribution rate (cents per hour or dollars per week) and the
administrator will determine the benefit level or parties may agree on
desired benefit level and the administrator will determine required
contribution rate." 147

The unions which are parties to single-employer pension plans have
worked out an institutional response which is somewhat more restricted
and fundamentally different from the response of the union in the
pooled pension situation. Where the latter functions as a kind of joint
venturer with its employers, the former functions essentially in an ad-
versary relationship to the remployer. The day-to-day administration
of the single-employer pension program is integrated into the person-
nel administration function of the enterprise which is commonly large
enough to provide the base for economical coverage and the profes-
sional expertness to administer the plan.14s

The union involvement comes first through the collective bargaining
negotiations and later in the processing of disputes over employee eli-
gibility either through the general grievance machinery or through
a joint board established expressly for handling pension benefit prob-
lems. Occasionally the union is able to go beyond an adversary rela-
tionship to a joint committee as in steel. Established in 1953 to review
the lvelnfare program, the committee has continued on and at times aided
materially in the peaceful negotiation of complex pension provi-
sions.' 4 9 Neither involves the union in the management of the trust
fund.aao Unlike the multiemployer fund where the union and employer
vork out the details administratively after bargaining the level of

'45 BLS, Labor Mobility, etc., op. cit., p. 8S.
Md Ibid.. pp. 38-39.

147 National Induistrlai Group Pension Plan. Newark. N.J., 1966.
'4 Lucas. "Private Pension Issnes. etc.," op. cit., p. 537.
145 U.S. Department of Labor, Collective Bargaining in the Basic Steel Industry, op. cit.,pp. P99.q_.
35 BNA, "Retirement Plans Pension Administration," Collective Bargaining Negotia-tions and Contracts, 1963, 44 :25a-256.
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contributions, the single-employer plan sets out the details of the plan
in the collective bargaining agreement in the form of a schedule of
benefits.

The main responsibility for implementing the union interest in pen-
sions in the large mass-production industrial unions rests on the
union's infrastructure. Union specialists on the staff are notably im-
portant in the UAW, USW, IAM, URW, and IUE. The Social Secu-
rity Department of the UAW describes itself as-

the professional and technical consultants of the international
union in the development of pension programs [etc.] * * * The
staff undertakes research studies, makes out estimates, works withl
international servicing departments, regional directors, and inter-
national representatives in the preparation and negotiation of
collective bargaining proposals and in the interpretation and re-
view of operating programs. * * *151

The Steelworkers' Insurance, Pension, and Unemploymenit B3ene-
fits Department wovas established because the subject matter areas of its
responsibilities "represented new fields basically different from those
which the union's staff has been accustomed to handle." The depart-
ment guides the leaders of the union "in setting objectives and develop-
ing policy" and a large part of its work consists of "assisting in nego-
tiating the detailed benefits to be included * * * after agreement has
been reached in contract negotiations on the amount of money to be a] -
located for that purpose." 152 The union specialists are also very in1-
fluential in formulating and interpreting union pension viewpoint~s
outside of the union to the pension and welfare industry and to the
students of the field.

In the beginning of pension and welfare bargaining joint admin-
istration was widely demanded by unions. It was put in the top prior-
ity position by a UAW spokesman in 1949 and conceived as "a policy-
making * * rather than as a full-time administrative body." 153 The
Ford agreement of 1949 included a provision for a board of adminl-
istration with an impartial chairman having jurisdiction over "ad-
ministrative policy and procedure" in respect to service credits, pay-
irent of benefits, employee pension rights and appeals, administrative
statistics, and authorization of trustee to make proper payments. But
the right to select, contract with the pension trustee belongs to the
company and investment is the function of the trustee.1'5 4

By 1954 a UAW spokesman in an enumeration of pension prin-
ciples lists joint administration in third place and incorporates a more
restricted view of the joint committee's purposes to "pension admin-
istrative functions which directly affect individtual employees [eni-
phasis in original]" and current information on "the financial status
of the program and experience under it * * * resort to the impartial
chairman to resolve any issue has been so rare as to constitute a notable
exception." 155

The steelworkers never made joint administration an important
demand and have in fact specifically disclained any interest in ad-

's" Walter P. Reuther, Report to United Auto Workers Convention, pt. 3, 1966, p. 140.
.2 United Steelworkers of America, Insurance, Pensions, and Unemployment Benefit8

(Pittsburgh, Pa.: The Union, 1956), p. 4.
163 Becker, "Labor's Approach, etc.,' op. cit., p. 122.
4 U.S. Department of Labor, Bureau of Labor Statistics, "Ford-UAW Pension Agree-

ment. 1941," Collective Bargaining Provision8, Health, Insurance, and Pensions, Bulletin
908-917, 1949, pp. 177, 179.

'- Solenberger, "Pension Programing, etc.," op. cit., p. 132.
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ministration except for "the right of appeal in all disputes" over in-
dividual pension rights and amounts and "medical arbitration of dis-
putes concerning whether an employee is or continues to be permanent-
ly and totally disabled." "5e The union has instead adhered to the prili-
ciple of "employer responsibility for adminiistration" for two reasons:
"First, much of the administration of the plan involves personnel mat-
ters * * * between the company and the employees * * * Obviously
all of these matters for administrative efficiency have to be handled in
the plant." A second and probably more important reason is that the
union "ought not to be responsible for the making of that initial per-
sonnel decision" in order "to preserve the right to protest and to han-
dle it as a Grievance in orfder to protect the employee's rights. This does
not preclu e the union frorn taking an interest in administration. Each
of the steelworkers' insurance and pension agreements establishes a
joint * * * committee to receive reports on and to review the prog,-
ress periodically" 157

The union interest in pension administration was summed up realis-
tically in an early report by the Bureau of National Affairs, the private
labor relations information service: "The administration of negotiated
pension plans is probably not so serious An issue as represented. There
is considerable evidence to indicate that unions, especially after some
experience with administration problems, are quite content to let manl-
agement do 'the dirty work." 15s The depth of union participation is
governed more by the scope of the employee unit than by philosophy
of union leadership. The multiemployer plans cannot operate without
the presence of the union to hold it together. In the single-emplover
plan the union functions essentially as a check on management butthe primary responsibility for administration belongs to managementand the unions seem to prefer it this way whether they say so explicitly
or not.

The investment policies of pension funds in the view of several
unions can properly be directed to social purposes if there is no im-
pairment of security. ILG and ACWA funds have been invested inlow- and middle-income housing mortgages, but "we have never per-
mnitted the sentiment or the social goal to interfere with our investment
standards," according to an employee trustee of an ILGWU fund.
"WlThile the housing that we have promoted has been eminently desira-
ble, the security is the same as if it were a factory." "I From time to
time Reuther has raised the question in negotiations of a union voice
in pension investment to promote low- and middle-income housing.'6 0
The AFL-CIO has established a mortgage investment trust to clian-
nel investment of reserves subject to union participation including
pension fund reserves into the construction "of socially desirable hous-
ing projects; that is, projects w hich provide adequate living accom-
modations" for low- and middle-income groups, retirees.1 6'

l" Steelworkers. Insurance, Pensions, and SUB, op. cit.. 1958, pp. 28, 38. See Also Steel-workers, Special Officers Report, etc., 1954, op. cit., p. 22; BNA, "Retirement Plans Pen-
sion Administration," op. cit.

157 Senate Committee on Labor and Public Welfare, Welfare and Pension Plans Investi-
gation, op. cit., pp. 118-122 passm.

"-S BNA, Pensions and Profit Sharing, op. cit.. p. 212.
159 Testimony, of Harold Korzenik in Joint Economic Committee, Private Pension Plans,

op. cit.. p. 141, pt. 1.IO Paul P. Harbrecht, "Union Participation in the Investment of Pension Funds," 14thAntnual Conference on Labor, New York University, 1961, pp. 385-392. See also RobertTilove, "Pensions. Health, and Welfare Plans." Challenges to Collective Bargaining, L.Ulman. editor (Englewood Cliffs. N.J.: Prentice-Hall. 1.967). np. 56-58.
1ll AFL-CIO, Prospectus, Mortgage Investment Trust, 1966, p. 2.
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Union leaders have sought control over pension investment policy
for internal union and collective bargaining power. The James study
of the Teamsters includes an extraordinary report on Hofla's utiliza-
tion of pension funds, the major points of which seem to be these: (1)
Hoffa controlled the administrative and investment policy of the
Central States Pension Fund for the most part without effective
opposition from the other trustees whether employer or union. (2)
Tlie employment of professional investment counsel was conspicuous
by its absence and distrusted by Hoffa. (3) Hoffa's investment and
bank account policy was guided by the need for "friends" and in-
cluded such unorthodox borrowers as Teamster local unions, country
clubs, gambling casinos, trucking and warehouse concerns, hotels and
motels, newspapers and news commentators. (4) In one instance at
least the CSPF invested in Montgomery 11Ward "for organizilln pur-
poses." 102

To put the involvement of unions in pension plans in a more general
perspective it should be noted that the unilaterally employer-managed
pension plans which are not subject to the same degree of pub]ic
exposure as are the bilateral plans are not altogether free of problems.
One "problem area" is the-

very definite tendency toward the financial integration, or weav-
ingr in, of pension affairs with the total financial affairs of many
employers [which] * * * take a number of forms involving such
things as choice of funding agency, annual contribution rates,
management of the investment of pension fund assets, and chang-es
in actuarial and investment fund valuations to go along with the
general financial position of the client firms.' 63

XII

The effects of the union interest in pensions may be summarized from
the evidence here as follows:

1. For mass production industry the union pressure converted pen-
sions from the practice by a coterie of "enlightened" employers into
a mass phenomenon.

2. The bargaining effect on the prenegotiation pensions has been to
eliminate the contributory feature, to "progressivize" the benefits struc-
ture in favor of the low-paid worker to make pension benefits more
responsive to the changing economic environment and to strengthen
the employees rights to the pension.

3. In the smal-employer sector-which is also in part low wade--
the union presence has made the difference between pensions and 110
pensions.'"

162 Based on Ralph and Estelle James. Hoafa and the Teamsters (Princeton. N.J.: D.
Va'n Nostrand, 1965), pp. 213-239, 358-373. See also Tilove, "Pensions, Health, sad
Welfare Plans." op. cit., pi). 5(6-58: Duncan M. Mlaclntyre. "Revulation of Employee
Benefit Programs," Indu8trial and Labor Relations Review, July 1957, pp. 562-564; Sen-
ate Committee on Labor and Public Welfare, Welfare and Pension Plans JnvestigoItiOn,
op. cit., final report; "Conflict of Interest Problems Arising From Union Pension Fund
Loans," Columbia Law Review, January 1967 ; Segal, Pension Plans and Public Policy in
California, op. cit., pp. 79-83.

1a3 McNulty. Decision and Influence Processes, etc., op. cit., p. 114.
104 Robert M. Macdonald. Collective Bargaining in tile Automobile Industry (New Haven

Yale University Press, 1962), ch. 2 - Lucas, "Private Pension Issues, etc.." op. cit.
Strasser. ",The Chanalnc Structure of Compensation," op. cit.. pp. 9.57-958 : Tilove.
"Pensions. Health, and Welfare Plans," op. cit., pp. 37-45; Slichter, Tile Impact of Col-
lectivc Bargaining, etc., op. cit., pp. 372-380.
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Other effects more conjectural and therefore subject to further
analysis, but nevertheless tenable are:

1. The "shock" effect on the installation of pensions by nonunion
employers to forestall unionization and to compete in a tight labor
market.

2. On the assumption that the employee, in the absence of a pension
plan, would have received the cost equivalent in the form of a direct
wage increase, negotiated pensions generated a more efficient and ra-
tional allocation of the employees wages; more efficient because the
pension rights were purchased more economically on a group basis,
more rational because the negotiated pension plan increased the inci-
dence of retirement protection among wage earners beyond the level
likely through individual saving for retirement.

3. If this last is open to question on the ground that the allocation
of age increase increments to retirement is not necessarily more ra-
tional at any given level of income, it is nevertheless probable that the
negotiated "mix" as between direct wage increases, pensions, and other
fringes is likely to be more responsive to utility in any particular
case than a legislatively mandated allocation. The assumption here is,
of course, the subordinate place of the negotiated pension to the public
system.

This exploration of union pension interests has implications for
several of the issues raised in the ongoing appraisal of private pensions
and particularly in the joint committee staff document, Old-Age In-
come Assu'ratice: An Outline of Issutes and Alternatives. and the
somewhat more moderate report of the President's Committee on Cor-
porate Pension Funds. The issues selected for discussion in this paper
are primarily those with a special bearing on negotiated pensions and
will be examined under the following heads: (1) The rationality of the
collective-bargaining decision for pensions, (2) the effect of the union
pension interest on the employee's freedom, (3) negotiated pensions
and the public interest.

The rationality issue centers on the efficacy of collective bargaining
as an instrument for negotiating pensions.165 The sectional interests
which constrain the union decision on pensions are the need for im-
mediate benefits for those employees about to retire, the allocation of
the wage increase increment among the claimants for direct wage in-
creases and other rights in the pension plan, the employer's ideology
and ability to pay, the external effect on other employers' bargaining
with the union, the enhancement of power, pride, and prestige for the
union and its leaders.

As this recital makes apparent, the union negotiators seek to en-
hance values that are not always directly relevant to the most efficient
pension planning because, of course, pension transactions are not the
union's primary business. It is, however, very difficult to judge how
far the collective bargaining settlement has forced departure from
the maximum efficiency ideal: First, because there is no ideal stand-
ard of efficiency with operational significance. There is to be sure
actuarial science but it is now commonplace to say that the science
is no better than the long-range assumptions on future employment
levels, turnover, mortality, investment return, and so forth, which have

"I Kerr, "Social and Economic Implications, etc.," op. cit., p. 4.
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to be made with respect to the given population for whom the pensions
are intended. Actuarial soundness is, therefore, as a leading actuary
has said, "an extremely inchoate field." 166 Moreover, every other con-
text inl which pensions occur is heavily infused with comparable polit-
ical, non1pension elements. The history of old-age protection umder
social security reflects one expedient compromise after another. "The
great. majority of articles on the Federal old-age benefit plan are very
critical of its provisions," Witte reported in 1937.167 It took a shatter-
ing- depression to bring about enactment of a minimum public pro-
gram. After enactment "the consequences of the failure of Congress to
change the old-age and survivors' insurance system as required by
changed conditions," Witte said in 1949, were "well nigh tragic." 168

BAt collective bargaining may have some aflirmative attributes fa-
vorin(g rational pension outcomes. It makes possible diversified and
relatively rapid a(ljustments to the changing economic situation. The
shortrun time horizon of collective bargaining makes possible experi-
nientation at relatively little incremental risk.'69 If an arrangenleent
doesn t work out it can be changed at the next negrotiations, or in the
case of the pooled funds, at the next meeting of the board of trustees. In
aly case, a relatively small number of workers are affected. The powver
of incremental changes to achieve major alterations has been demon-
stlrate(l in the liberalization of vesting, the widening scope of pension
portability, the strengthening of funding, and the accretion of alter-
nalte and supplementary benefits. At the same time experience decreed
the passing of the OASI offset and the tempering of union demands
for joint administration. Collective bargaining also makes possible
more flexible arrangements as among diverse market structures and
groups of employees. Nor have the unions or management had to rely
solely on commonsense but have been able to turn increasingly to a
corps of experts for technical guidance and advice.

It was feared that progress in negotiated pensions would be made
at the expense of the proportionately greater loss in social security
pensions.'7 0 In point of fact, the first major revision of the Federal
old-age insurance system only came after the negotiated pension take-
off. Anld as this is -written the unions once again constitute the major
force behind the current push for improvement in the Federal system.
To be sure the union pressure for improvement in social security re-
flects a social policy objective; it also reflects a pressure-group strat-
egy of shifting to the public system part of the cost currently carried
as a charge against the wage increase increment so as to maximize the
collective bargaining "buying" power in pension benefits. There is
some evidence already that the unions are asking for insurance im-
provemients to replace the medical-care benefits for retirees now, cov-
ered by the "medicare" provisions of old-age system.17'

'a Dorrance C. Bronson, ConcCpts of Actuarial Soundness in Pension Plans (Hrome-
wood. 1ll. :Irwin. 1957), p. xi.

pe7 Edwin E. Witte. "Old Age Security in the Social Security Act," Social Sccurity Per-8Peelives (Madison University of Wisconsin Press, 1962), p. 46.
'°8 Witte, The Bug-a-Boo of the Welfare Stnte." in ibid.
'I This diseiission of Incrernentalism owes inuch to Robert A. Dahl and Charlrs F.

Lindblom. Politics, Economic8 and Welfare (New York: Harper & Bros., 1.953), pp. 81 85.17 Arthlir Bsutler, ''The Relationship Between Public and] Private Economic Security
plans."11 RRA Proceedings, 1957, p. 142; ;Kerr, "Social and Economic Imiiplicationsi, etc.,"op cit., p. 7.

171 Kathleen 'Mevers. First Adjistmnents of Eamployee-Benefit Health Plans to Medicare,
U.S. Social Securfty Administration, Research and Statistics, note No. 7, iarv.
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The unions have been taken to task for "the willingness which they
have shown to bargain for plalrns with large promised benefits but weak
vesting. They have, therefore, been parties to these discrimiinatory ar-
rangements which in actual practice favor the old company and union
male haunds at the expense of younger workers and women * * * upon
whom the incidence of high turnover mainly falls." 172

This way of formulating the criticism presents many difficulties.
First: the criticisms and recommendations based on it-the President's
Committee, for example-misunderstand the nature of the problem
and as a result the recommendations while worthy are not especially
helpful. The unions are not, opposed to vesting and full fuinding. The
question which the critics have to deal with is (a) what standacs1 of
vesting and funding should the unions press for and (b) what should
the union give up in return because, of course, vesting and funding
represent costs and the union, as we have seen, bargains within a fairly
narrow cost constraint.

There is, second, the failure of critics to specify why vesting is worth
delayed benefits or possibly no plan at all; or conversely why the union
choice of immediate benefits for retirees and a gradual liberalization
of vesting and funding is necessarily less rational. As noted earlier
there are grounds for arguing that the negotiated pension as a supple-
ment to the public pension may contribute toward a more rational al-
location of the wagoe increase increment than would a legislatively
mandated finding and vesting standard. But in any case the resolution
of the question is not self-evident.

Third: What is the basis for the assumption that the job-changing
young men and women workers who are most affected by a lack of
vesting will not be reemployed in an establishment covered by a pen-
sion pRan where they will vest? "There is," as Tilove points out, "at
least a 50-50 probability that [the] next employment is covered by a
pension plan and since most turnover occurs before age 40, that he
has adequate time on the new job to become eligible for a pension." 173

Fourth: No account is taken of the strong likelihood that the contract
viewed as a whole has provided compensating benefits for those sep-
arated before their pension rights accrue, in the form of severance pay,
prorated vacation benefits, and life insurance and maternity benefits
under the welfare plan.

A second order of issues has to do with the implication of pensions
for freedom of employee choice. Lester has studied the survey results
on worker preference as between direct wages and benefits and con-
cludes that "workers generally, without much year-to-year change,
place a high value on insurance-type benefits as part of their compen-
sation" and lists pensions as one of the benefits for which "workers seem
to have a strong preference, despite the inherent limitations on indi-
vidual spending involved in compensation in these forms."

The "high valuation" which workers put on benefits Lester finds most
marked in unionized, high-wage industry and high-wage areas, "ap-
pear to be largely separate from the tax advantages from employee

IN Nelson McClung in U.S. Joint Economic Committee. Suhcommittee on Fiscal Policy,
O7d Age Income Assurance: An Outline of Is8ues and Altcrnatives, conmnittee print,
1.966. p. 23.

173Robert Tilove, "The Adequacy of Private Plans-Another View." Annual Conpference
on Labor, New York University, 1966, p. 43. See also Segal, Pension Plans ancd Public
Policy in California, op. cit., p. 65.
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purchase and the price advantages from group purchase." He specu-
lates that "the automatic character, convenience, and security of a
company program are attractive features to persons on hourly Ipay" 1"

There are only a few instances where the unions have polled their
membership on its preferences as between wage increases or pensions.
More commonly choices are reflected less perfectly in votes on contract
demands and ratifikations and on strike calls and strike terminations,
where the pension question is only one of the issues, albeit often an ii-
portant one. The voice of the membership is probably plainer on pen-
sions at the first adoption of the plan and in major revisions. Afterward
the pension question along with other issues is up for continuous discus-
sion at conventions, wage policy conferences and union meetings. The
present movement for special early retirement reflects as we have seen
strong pressure from younger workers for jobs. Sometimes the voice
of the membership seems plainer than it actually is because it is repre-
sented by a Reuther or a Lewis. W1"hen the members take the support-
ing action to back up the words of the leaders the evidence is that
they are aware of the substantial costs which they are likely to incur
in the form of lost wages due to strikes.

The few general attitude surveys wvhich ask specific questions on
pensions rank this benefit high on workers' priorities.175 One survey
conducted in the course of Cagan's study of the effect of pensions on
saving showed an "apparent confusion over the amounts of * * *
benefits attributable to the employer's contribution." 170 This confu-
sion has apparently been used to question whether members really
look upon employer contributions as deferred compensation or whether
they know how much the employer contributes.177 The survey popula-
tion constituted a predominantly wrhite-collar group drawn from a
consumers union membership list. But perhaps one reason that inem-
bers were confused over the amount of deferred compensation attribut-
able to pensions is that as Cagan says, "in most plans * * * employer
contributions are not specified: even if there were, no particular part
could be allocated to specific employees." 178 There is also a likelihood
that the Cagan study has only very limited application to negotiated
plans because of the predominantly upper white collar-and hence
likely nonunion-composition of the survey group.17 9

Beyond polls, there is evidence on pensions as an historical move-
ment. The historical record of almost a century attests to the unmis-
takable and persisting concern by workers with the insecurities of
old age, and to the innumerable experiments carried on by unions,
employers, and governments in response to these concerns. Later the
"tragic" inadequacy of OASI brought the unions to negotiated pen-
sions, and developments since then have continued to reflect the con-
stantly enlarging interest in retirement in union and public policies.

The question of individual freedom arises in connection with
whether pension administration is structured to deal with the needs

174 Richard A. Lester. "Benefits as a Preferred Form of Compensation," The SouthernEconomic Journal. April 1967, p. 490, passim.
'n Ludwig A. WVngner and Theodore Bakerman. "Wage Earners' Opinions of InsuranceFringe Beneflts," Journal of Insurance, JTune 149no. p. 27; Stanley M. Nealey, "Pay andBenefit Preference," Industrial Relations, October 1963.
in Phillin Cagan, The Effect of Pensions on Aggregate Sayings, National Bureau ofEconomle Research. Now York, ]965, p. 71.
177n McClng in Joint Economic Committee, Old Age Income Assurance, etc., op. cit., p. 21.
7D cagin. The Effect of Pension,, etc., op. cit., p. 73.Ibid., table E, p. 94.
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*of the individual worker under the plan; or obversely, whether the
union can use the pension plan "to control the behavior of mem-
bers."'Is Union pension and the beneficiary system have been used
occasionally in the past to enforce conformity to national uinion im-

terests on local. groups and on individual union members. The unions
for their part criticized the industrial pension programs of the lpast
as instruments of employer coercion.

The negotiated pension systems all have grievance channels estab-
lished either for the general run of union--management disputes over
contract interpretatioll or special channels for handling individual
pension complaints. Some pension plans provide for arbitration wvhich
incidentally has rarely been used. In any case the pension administra-
tion does not seem to have generated serious disagreements.l5 l

Negotiated pensions have been accompanied by an increase in comi-
pulsory retirement provisions. More specifically there has been a
tendency for more of the negotiated plans "to require employees to re-
tire at earlier dates * * * probably influenced by the unemployment
problem." 182 "There is some hint," according to Slavick's investigation,
"* * * that the presence of a union may be associated with the rigidity
vith which compulsory retirement is administered." 183 The quaid pro

quo for compulsory retirement has been a more adequate and in some
instances an earlier retirement benefit.

Another variant on the free choice question is whether the sectional
interests of the worker are not being prejudiced by the "union interest
in the financial soundness of the plan, at least as that is affected by
pension payout. It [i.e., the union] should concentrate solely upon
seeing to it that the plans actually pay the pensions which workers
have been led to expect." 184 This observation is applicable mostly to
the multiemployer plan and in any case seems to misunderstand col-
lective bargaining as a process. The American union has to bring both
adversary and common purpose interests to collective bargaining on
pensions or on anything else. The union and management will disagree
over the allocation of the net proceeds or on management efficiency
but the union cannot push its adversary interest to the point where the
enterprise capacity to pay and to provide employment is undermined.
There is no other way to carry on collective bargaining although from
time to time the tolerance of the enterprise to absorb union conditions
is misjudged and both the union and the enterprise go under.

Conflict of interest of another sort is involved in pension situations
where a union official advances his personfl fortunes at the expense of
the members. The Federal and State detailed investigations of insur-
ance and pension funds disclosed "no cases of outright dishonesty in-
volving a private [pension] plan or fund" although this had been a
serious problem in the pooled insurance funds. 185 Hoff a's investments
for the Central States Teamsters Flund "became the basis for criminal

18 MeClung in Joint Economic Committee. Old Age Income Assarancec, etc., op. cit., p. 25.
181 Sllchter, The Impact of Collective Bargaining, etc., op. cit., p. 399.
182 Rankers 'Trust. Studil of Industrial Retirement Plans, 1965. op. cit., p. 10.
'131Fred Slavick. Compulsory and Flexible Retirement in the Economy, New York State

School of Tndustrlnl and Labor Relations. Cornell University. 1966, p. ?37. See also Melvin
Bers. "Equity and Strategy In Union Retirement Policy," Indastrial Relations, May 1965,
pp. 39-45; Odell, "The Case for Early Retirement," op. cit.; BLS, Private Pension Plans
and Manpower Policy, op. cit., pp. 29-30.

1s4 McC`lung, in Joint Economic Committee. Old Age Income Assurance, etc., op. cit., p. 23.
'8 Macintyre, "Regulation of Employee Benefit Programs," op. cit., p. 562.
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charges against him" but there has been no evidence of serious mal-
feasance or incompetence in pension administration generally.'80

The final category of questions on which this study of negotiated
pension plans may have some bearing is associated with the "public:
interest." The form which the public interest issue commonly takes
presents two problems. First is the problem of vagueness in the standd-
ard for determining the public interest. The public interest stated
only as "the interests of all workers" or of "the whole community" 187
offers no guide to practical policy choices.

The second difliculty lies in the problem of what may be termed
as public interest "utopianism." Thus we are told that the standard
for pensions ought to be "total service to society" instead of the "acci-
dents of work history." 188 Leaving aside whether total service to so-
ciety can be defined for administrative purposes, its utopianism conI-
sists of the fundamental reconstruction required to achieve this stand-.
ard; that is to say, there is an ethos and $100 billion-plus in pension
reserves, both rpoted in these "accidents of work history." It is not;
possible to anticipate the consequences of such a reconstruction so as
to provide a rational basis for policy choices.

The same sort of public interest utopianism is evidenced in "the
plrOvision of pensions [as] inherently a public function." ISO It may
be inherently a public function but the consequences of nationalizing
25,000 or so pension plans cannot be foreseen with sufficient certainty
to judge whetlhertlhe effort atinationialization is justified.

Not only must policy based on the "inherent public character of
pellsiolls" be utopialn, it is also of very questionable worth on its merits.
T[he question of negotiated pension efficiency aside there is much 'to
recommend it as a decentralizing influence in American life. Pen-
sions administered through thousands of plans in addition to the pub-
lie systems contributes to the pluralism which ranks so high in our
political and democratic values.

Many public interest questions are capable of concrete definition and
yielding a scheme of incremental reform with rationally predictable
results. Two such questions can be dispatched simply. The union pres-.
ence in the negotiation of pensions does not of itself appreciably affect
the use of pension power for corporate control or the corporate securi-
ties market and is, therefore, not discussed he-e. A.nother question in--
volvincg a concrete public interest deals with the influence of competi-
tion on pension plan performance. The staff study concludes that coin-
petition "exerts unfortunately too little influence in setting standards
of pension plan performance." 1'0 Special contlern. is expressed over
the absence of competition among life insurance companies, banks,
anled plan trustees for fund management.

Thie union experience which has bearing on this question has to be
dravm- from health insurance bargain i ng. There, competition by
brokers and insurance companies for the business of the pooled funds
has had mixed results. While informed competitive bidding may- mini-
inize the price of health insurance there are numerous instances where

3'1 Tilove. "Penslonis. Health, an(d Welfare Plans," op. cit., pp. rim5S.
S7 McClung. in Joint Econonie Committee, Old Age Income A.ssurane, etc., op. cit.. p. 21.

I idl., p. 5.
am bibd., p. 122.

>' Ibid., pAi 22.
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shortrun economies from competition proved to be illusory and con-
tributed to the corruption of union and health fund officials.l91 The
consensus of practical opinion is that as important as competitive
bidding is, the reputation of the insurance company for efficient and
fair administration is more important. In any case, in respect to pen-
sion administration, the insurance companies are on the rise and exert-
ing a competitive influence.

One needs to turn again to the health insurance experience for evi-
dence on another aspect of competition: In this instance the sugges-
tion is for suppliers of annuities to compete for the business of pension
plan members. Alternate choice plans as between group practice and
indemnity have had a decade or so of experience in health insurance
and Munts concludes that the effectiveness of multiple choices varies
with the "health intelligence" of plan participants. "There is too much
ev-idence that employees and their families often do not understand
good medical care and may prefer unscientific medicine because they
are accustomed to it." 112 Would the purchase of annuities on some
competitive basis involve an anal ogous "pension ijtelligence?" An -
swers must be mostly speculative at this time.

There is finally the public interest question in adequate safeguards
for negotiated pensions through public regulation. This is not the
place for an extended discussion of the effectiveness of regulation ex-
cept simply to catalog the elements of the regulatory scheme wlhicl
negotiated pensions are exposed to. The tax laws accord preferential
treatment to pension funds if segregated in irrevocable trusts and
"used for the exclusive benefit of employees" without "discrimination
as to coverage and benefits." 193 The National Labor Relations Act as it
relates to pensions is interpreted to require bargaining if requested and
to lprotect employees from discrimination by unions and employers on
account of union activity. Another title of this law requires employer
representation on a union pension fund to which an employer con-
tributes. The Welfare and Pension Plans Disclosure Act deals only
with disclosure of financial operations and is precluded from regulat-
ing the internal management of pension plans. Five States have also
passed disclosure laws. Disclosure of the terms of corporate retirement
plans for the protection of investors is provided for in the Securities
Exchange Act. Fiduciary responsibility of pension plan trustees and
administrators is covered as already noted in the Internal Revenue
Code and in the common law of trusts.

The President's Committee on Corporate Pension Funds has rec-
ommended vesting and funding requirements as conditions for prefer-
ential tax treatment. Senator Javits has introduced legislation to re-
quire minimum standards of vesting, funding and portability. Senator
Hartke has introduced a bill which would establish a Federal program
of pension plan reinsurance.

Major stress on defects in protection of employee rights in Dension

'M Jack Barhash "Negotiated Health and Welfare Plans." New nlimensions in Collec-
t;ie r Bargnaining. Ilrold Davey, ed. (Nev York: Harper & Bros., 19:58), pp. 108-110.

193 Raymond Munts, Bargaining for Health (Madison: University of Wisconsin Press,
717'. n. 218.

19S Testimony of Stanley S. Surrey In Joint Economic Committee, Private Pcnsian Plin-s,
pt. 2. op. cit., pp. 412-413.
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plans has been put on weakness in the law of fiduciary obligation and
most insistently on the inadequacy of funding and vesting practices.'94

This recital is only of consequence to suggest that there is (a) a
regulatory scheme and (b) a continuing and informed discussion of
the shortcomings of the pension movement. But the discussion is far
from providing a conclusive policy choice expressive of the definitive
public interest. The positive policy suggestions which fall at all within
the scope of this paper are very modest indeed. As to legislation a
strong case seems to have been made out for legislation in the appro-
priate jurisdiction authorizing public officials to litigate the fiduciary
responsibilities of trustees, etc., and perhaps to serve as "ombudsmen"
in dealing with employee grievances under pension plans. A strong
case for additional disclosure seems also in order especially in respect
to the details of pension plan investment practices. Public policy on
funding and vesting seems to be contingent on the facts in two critical
areas: (a) the relationship between turnover at various ages and in
diverse occupations and the continuity of pension rights; and (b) the
relationship between plan termination and pension rights.

194 See Benjamin Anron, Legal Status of Employee Benefit Rig ts Under Private Pension
Plans (Homewood, Ill.: Irwin, 1061); President's Committee on Corporate Pension Funds,
Public Policy and Private Pension Programs, op. cit.; Senate Committee on Finance, Fed-
cal Rcinsurancec of Private Pension Plants, op. cit.; Joint Economic Committee, Private
Pension Plans, heallrings, op. cit.; Bernstein, The Future of Private Pensions, op. cit.
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FEDERAL LEGISLATION AND PRIVATE PENSION
PLANS

BY WALTER P. REUTHER*

INTRODUCTION

Private pension plans constitute a major institution in our social
structure. The statistics alone give some indication of their impor-
tance-as of the end of 1966, $93.4 billion in assets were being held
for the future benefit of more than 27 million employees; about 10
percent of these, or 2.7 million, were already retired and drawing
benefits at a rate in excess of $3 billion yearly. Programs which have
been negotiated by the UAW are backed up by more than $2.9 billion
in assets being held for the benefit of about 1.3 million workers and
retirees; approximately 200,000 retirees are currently receiving bene-
fits at a yearly rate of approximately $350 million.

Large as these figures are, they must be put in perspective to be
properly evaluated. The 27 million covered persons, including some
presently retired, amounted to fewer than 45 percent of the labor
force, excluding Government employees. Furthermore, a recent study
has shown a serious imblance in the distribution of this coverage 'by
amount of earnings:

26 percent of employees earning $3,000 to $5,999 yearly have
pension coverage.

47 percent of employees earning $6,000 to $9,999 yearly have
pension coverage.

52 percent of employees earning $10,000 or more yearly have
pension coverage.

Other studies have shown that the bulk of employees who do not have
pension coverage are those who work in small employment units.

Even those employees who are covered by a private pension plan
may end up with few or no retirement benefits from that plan, because
they do not meet various eligibility requirements of the plan or because
the assets and income of the plan prove insufficient to pay their
benefits.

These shortcomings have been the subject of considerable public dis-
cussion, particularly since the January 1965 report on "Public Policy
and Private Pension Programs" by the President's 'Committee. I had
the privilege of commenting upon that report as a member of the
President's Labor-Management Advisory Committee, and have on
other occasions expressed my views on tile need for legislation: e.g.,
during the hearings in the last session of Congress on the Federal
pension reinsurance proposal (S. 1575, 89th Cong.) by Senator Hartke.

The paper "Old-Age Income Assurance," prepared by your own

*President, International Union. United Automobile. Aerospace & Agrieiultural
Implement Workers of America-UAW.
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staff, has raised many interesting questions which stimulated even
greater public discussion.

In this session of Congress we have seen the introduction of a greater
than usual number of proposals with respect to private pension plans.

It would appear, therefore, that we are finally approaching the time

for action, and that we should concern ourselves with concrete pro-

posals rather than statements of general objectives. While there are

advantages in taking as comprehensive a view as possible of the prob-

lems involved, there is some tendency to use the desire for broad solu-

tions as an excuse for inaction on even those problems which are of

immediate and pressing importance.
Furthermore, there is some tendency to overemphasize the long-

range nature of pension programs, and thus to advocate legislation

atfecting only future benefit accruals. In fact, the greatest need is with

respect to situations which are occurring or which may occur in the

near future, and we should concern ourselves with these problems as

well as with the longer range situation. It is not equitable to assure that

programs will operate extremely well for those who will retire many

years in the future, but to do little or nothing for those who are now

or soon will be f acing the problems of retirement.
The fact that this examiniation of the status of private pension plans

is occurring simultaneously with a review of the social security system

emphasizes the dual nature of our retirement arrangements. In my

testimony on H.R. 5710 earlier this year, I emphasized the pressing

need for a substantial improvement in the social security system. At

the same time I pointed out the UAW's support for the principle of

a combined public and private approach to the provision of adequate

retirement income. Even though the complimentary roles of the public

and plivate programn have been generally accepted we have not yet

expanded the public program to the scope it should achieve, nor has

there been adequate recognition of the function which Government has

with respect to the private programs.
While I urge that everyone should have the assurance of an adequate

retirement income from social security, I am also convinced of the need

for encouraging the supplementation of social security with a sound

system of private pension plans. So far, however, the Federal Govern-

ment has restricted its encouragement of private plans to the grant-
ing of tax relief to plans which meet standards that are not really

comprehensive enough to assure that the desired results will be accon-

plished. Therefore, additional legislation, more directly aimed at
achieving these results, should be adopted.

In particular, Federal legislation can greatly strengthen the private
programs, and thus encourage them to fulfill their potential. Such
legislation can be classified into at least three major categories: (a)

Establishment of pooling andl gcuarantee arrangements which cannot
be independently developed by the private plans; (b) determination
of ground rules concerning the design of private plans in order to

assure equity to individual participants; and (c) supervision of the
handling and administration of the assets of private plans.

The constructive effects of such legislation can and must be achieved
without reducing the opportunity for experimentation and flexibility
in the establishment of programs, since that is one of the great

strengths of the private system. Furthermore, if legislation were to
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impose requirements that are unnecessarily onerous, the establishers
of private programs would seek out ways to provide comparable bene-
fits through unregulated programs. Thus, any legislative proposals
must realistically evaluate alternative procedures available in the
development of private programs, and must create a better framework
for such programs without stifling them.

(A) THE ESTABLISHMENT OF POOLING AND GUARANTEE ARRANGEMENTS
WmnoIICI CANNOT BE INDEPENDENTLY DEVELOPED BY THE PRIVAnI PLANS

Aly recommendations cover three items: a Federal reinsurance pro-
gram, the issuance of purchasing power bonds, and the recording of
vested benefits by the Social Security Administration.

(1) FEDERAL REINSURANCE PROGRAM

As previously mentioned, I presented testimony in the last session
of Congress on S. 1575 introduced by Senator Hartke. At that time
I pointed out that most plans covering UAW members-in fact most
plans in the country-will probably never need to turn to the proposed
reinsurance program in order to pay benefits. However, our concern
is with that minority of situations where, as a result of business fail-
ure, plant closing or removal, discontinuance of manufacturing opera-
tions, or other factors, the pension plan terminates at a time when
currently accrued assets are insufficient to provide promised benefits.
It is exactly because there are so few of these situations that it would
be possible, at a very low premium, to protect all plans against this
risk.

In this connection, it is interesting to note that the extent of private
pension plan coverage (approximately 27 million employees) is not
much different from the extent of private homeownershi p (approxi-
muately 28 million homes in 1960). We are all aware of the great merit
of various Federal programs, such as FHA and VA mortgage guaranl-
tees, designed to encourage and assure the spread of such owniiership.
In those programs, as in the proposed pension reinsurance program,
by eliminating those few situations in whichl default of promised pay-
ments would actually have occurred, all mortgage arranigemnenits have
been strengothened.

No group can consider itself immune to the tragedy that results
when workers who, having worked many years for a company and
nearing retirement age, see their jobs and their anticipated retirement
incomes disappear as the result of circumstances beyond their con-
trol. In our interdependent society such an event may even result
from causes beyond the control of the management involved. It may
have been reasonable many years ago to assume that e-eryonie (and ev-
ery business) could be held responsible for his own success or failure.
Today, howvever, most people and businesses are tremendously af-
fected by the decisions and actions of others. Thus, the business deci-
sions of a single firm, aimed at maximizing its owvn productivity and
profits, may result in the destruction elsewlhere of jobs of hundreds
of workers: For example, discovery of a new process could enable
one company to gain such a large competitive advantage that others
are forced to layoff or dismiss workers, or a producer who decides to
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mnanuf-acture some parts previously purchased could wipe out business
and jobs at a supplier firm. Even the Federal Governrent, by shift-
ing contracts from one firm to another, may cause dislocations invol v-
ing hundreds or thousands of workers and shutdowns of the firms
employing them.

This uncertainty that affects practically every employment group is
one of the factors that will make it quite difficult for the program to
be nmallipulated-as its critics anticipate-for the benefit of some
plans. Senator Ilartke's proposal included a minimum period which
would halve to elapse before the protection became effective; no em-
ployer call be certain his business situation will continue for at least
that long without substantial change. Furthermore, to the extent that
an employer does deliberately terminate a pension plan, it is his em-
ployees' benefits that -axe protected. Thus, this is comparable to the
Workmnien's compensation program in which the employer has some
control over the contingency involved, but the benefits go to the em-
ployees. By the use of maximum limits on the benefits guaranteed,
admi nistrative or judicial review to disqualify those situations in
whiiel the emplopyer clearly has acted only for his personal benefit, and
sinilar techniques, abuse of the programi canl be held to a minimum.

There hlave been several other lines of criticism with respect to the
renisurance proposal which, in my opinion, do not face up to the major
issues involved.

For example, fears have been expressed that a reinsurance plo-
gram lwould reduce the incentive to fund private plans, and that
this in turn might result in an ever increasing cost for the program.
Our studies indicate that the effect upon incentives to fund are un-
predictable. A firm which continued in business for a long period of
time would actually find it less expensive to fund for its liabilities,
thus reducing its reinsurance premium, than to continually pay that
p reininu m.

It has even been suggested that new funding requirements beyond
those now imposed by the Internal Revenue Code would be a satisfac-
tory alternative to the reinsurance program. I shall discuss later on the
desirability of funding private plans; however, it clearly would not
provide the protection needed. Even. if every private program under-
took to fund at the maximum rate permitted for tax deduction pur-
poses (and no one has supported even that fast a rate of funding as a
required standard), there would still exist the very real risk to plan
participants that their benefit expectations might be defeated as the
result of premature plan termination. As a practical] matter, it is
highly unlikely that many plans ever will have sufficient assets to meet
their benefit commitments because of the need to periodically up-date
the plalns. In the automobile industry, for example, new or additional
benefits have been negotiated approximately every 3 years. There-
fore, even though these plans include a negotiated contractual funding
schedule which has been in effect for almost 17 years, they are far from
being completely funded.

There have been other forecasts that the reinsurance program wvould
have undesimable "side effects," such as influencing whether ornot plans
are established or improved, or encouraging employer decisions to
close facilities. This is the kind of speculation that is produced every
time a new Government program is considered. For example, when the
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social security system was introduced we were told it would destroy
individual initiative to save, but the latest studies show that the reverse
is true.

The same kind of argumeints are advanced at the collective bargain-
ing table whenever we propose a new or expanded program; we're
always told we'll "kill the golden goose," but every year the goose gets
bigger and fatter.

As is true of all new legislation, the financial impact and other effects
of a pension reinsurance program will be another consideration to be
taken account of in makinig future decisions. But it is only one of a host
of such considerations. Pension plan decisions are not made inde-
pendently of other business and social considerations, neither are they
generally the most significant factor in evaluating alternative activi-
ties. For example, the inducement of businesses to move from one State
to another (or even from one county or city to another) through spe-
cial zoning. tax concessions, etc., probably has much more significance
for the plant closing problem than would result from the reinsurance
program.

Therefore, the Studebaker closedloivn, with its accompa.nying prob-
lems, was merely an outstanding illustration of an on-going problem.
In addition, it must be emphasized that the Studebaker-UAW plan was
soundly conceived and administered. It was in the process of being
funded in accordance with a procedure that would be considered accept-
able under practically every standard that has been suggested as a
reasonable requirement. The funds which had been contributed were
honestly and carefully invested by one of the major banks in the coun-
try. The important point is that there is no reasonable mechanism
available to cover the risk involved; only a Federal program can do
the job.

Undoubtedly technical improvements could be made in S. 1575; in
fact, Senator Jlartke has reintroduced the proposal in this session,
as S. 1635, in somewhat modified form. The actuaries and other insuur-
anice experts may be able to develop more improveluents; it would be
better for them to do that than to ignore the widespread need for
this protection. Further modifications may be desirable, but the basic
principle is sound. T'he Federal Govermnhnert should qziCkly estfabli.h
a Federal pension rebn-s t ravee piYograin.

(2) PURCHrASING POWVER BONDS

Another problem facing private pension programs is the need to as-
sure that funds set aside currently will, many years in the future, pr o-
vide benefits which are adequate in real terms. Any long-range finan-
cial program faces the risk that its purposes will be defeated throughl
increases in the cost of living and the consequent deterioration of
value of the money anticipated. Furthermore, since a pension program
is intended to help retirees maintain a decent standard of hying,
benefits which are designed in terms of current income levels will in
the future be inadequate simply as a result of our rising standards
of liiiu!g.

The UAW has consistently negotiated increases in benefits for those
already retired as the pension programs for our members have im-
proved. For example, in 1964 the contracts we negotiated with major
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automobile and agricultural implement mianufacturers included ap-
proxinliately a 55-percent increase in pensions to those already retired,
and imiproved health insurance coverages which are provided witi out
any current contribution by the retiree (preViiously the retiree had to
pa)y 50 percent of the iiionthly premium). We will continue to bargailn
for iml)roved benefits to retirees so that they will be protected agraillst
pli(e increases an(l share in our improved standard of ]iving.

In other situations, pensions have been geared to the investment
performance of assets invested in stocks or other equities. While this
may occasionally produce spectacular results, it still leaves the retiree
open to great uncertainty with respect to the adequacy of his income.
'rile stock market goes down as well as il'. Alost retirees do not ha\ve
the resources which will permlit them to "wait-out" a short term dlrop
in stock values. The fact that the long-term trend of stock prices is
aln Increasing one offers little comfort when a ret iree's current income
remnains constants or evren decreases, while the cost-of-livinig is go-
ilig tup.

Since this problemn primarily results from our national inability to
maintain a constant price level, finding a solution is aln obligation
of the general community as well as of the individual privatte l)lalis.
The Federal Government should issue purchasieg power bonds which
would be available as pension investments, and which would grow
in valuse along with increases in the price level. It may even be feasible
to reflect in the value of such bonds our advancing economic progress
so that retirees can equitably share improvemtents in the national
standard of living. Investment in such bonds should be permitted
only if the plan includes a provision that benefits will be correspond-
ingly increased.

(3) RECORDING OF VESTED BENEFITS BY TIHE SOCIAL SECURITY

ADMINISTRATION

In addition to the need for legislative requirements concerning vest-
ing in private plans, there is also an urgent need for a central recording
arrangement so that those benefits which are vested for individuals are
not forfeited through inaction. It is, after all, unrealistic to assume
that every individual will keep adequate records of benefits which he
may have accrued many years before he retires. Furthermore, during
the years after his employment terminates, the individual and his
former employer may each have moved several times thus making it.
quite difficult for them to locate each other. The situation is similar to
tlose in which banks and insurance companies hold amounts which
are never claimed. But, since practically everyone is covered by the
social security system and will almost certainly apply for his benefits
under that system, it would help if each social security record included
information about private plan benefit rights.

Most plans negotiated by the UAW include a requirement that;
former employees who have a vested benefit, but do not apply for it,
shall be notified of their entitlement. However, it is wasteful for in-
dividual plans to search for beneficiaries when an efficient recording ar-
rangement could be maintained at practically no cost.

Therefore, I propose that the Social Security Administration estab-.
lish a procedure whereby each plan would notify it whenever an in-
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dividual acquires a vested right to a benefit. When the individual sub-
sequently applies for social security benefits, he would then be given a
list of the, private plans under which he has accrued vested benefits.

There have also been proposals that a central fund be established into
which moneys would be transferred on account of vested liabilities or
that such transfers be made between plans when an individual changes
employment. I do not believe such transfer arrangements to be very
desirable, mainly because most plans are continuously less than fully
funded; a transfer of funds equal to the value of a terminating em-
ployee's benefits would weaken the funded status with respect to other
employees covered by the plan. Certainly, in the absence of a satis-
factory reinsurance program, such a reduction in the security afforded
nonterminated employees would be inequitable.

(B) DETERMINATION OF GROUND RULES CONCERNING TIHE DESIGN OF
PRIVATES PLANS IN ORDER To ASSURE EQUITY TO INDIVIDUAL PAR-
TICIPANTS

My recommendations cover two items: better assurance that tax con-
cessions will not be granted to programs which discriminate against
the lower paid employees, and minimum vesting requirements.

(1) NONDISCRIMINATION REQUIREMENTS

While it is quite clear under the present tax laws that pension
benefits may not be discriminatory in favor of higher paid employees
as compared with lower paid employees covered by the same plan,
it is still common for separate programs to be established covering
different classes of employees and for the program covering lower
paid employees to be less favorable than the one covering higher
paid employees. Similarly, plans covering hourly paid employees
frequently are less favorable than plans covering salaried employees
with comparable earnings levels.

There are also many instances in which employees working at
different facilities of a corporation will have widely differing pension
benefits. This may be based upon the internal structure of the cor-
poration (e.g., separate plans for one or more divisions or subsidi-
aries), upon differences in the kind of work (e.g., employees involved
in the manufacture of one product may have different benefits than
those involved in manufacturing other products), or simply upon
the fact that the employees are at different physical locations. As
far as the executives or stockholders are concerned, all income and
profits are combined to determine their compensation; other em-
ployees, however, are subject to differential benefits based upon some
accounting concept of allocating costs.

There are circumstances when a variation in pension benefits would
be justified. Some such circumstances are: (1) Where the employees
involved have basically different compensation arrangements, thus
it may be reasonable to provide different benefits for commission
salesmen than for salaried office employees; (2) where the particular
work involved places significantly different demands upon the em-
ployees, thus it may be reasonable to make retirement available earlier
to employees doing strenous or hazardous work; or (3) where em-
ployees covered by a collective bargaining agreement negotiate a
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pension plan different from that covering other employees. Similarly,
when one corporation purchases, merges, or otherwise combines with
another whiclh has a different pension program some reasonable
period would have to be permitted for transition arrangements to be
made; thereafter the employees should have comparable coverage.

Congress should identify the general circumstances which would
justify the establishment of more or less favorable plans for par-
ticular groups of employees of an employer. In particular, where a
collective bargaining unit is covered by a less favorable plan than
is applicable to other employees, the employer should be required
to show that an offer was made to extend the more favorable plan
to the unit, but that the employees through their bargaining agent
chose the other plan. Reasonable transition arrangements should also
be established for present plans to conform to any new requirements;
thereafter where separate plans are maintained for classes of em-
ployees, the employer should be required to show that they conform
to the nondiscrimination requirements. As a general principle, pen-
sion benefits, including social security, should not be discriminatory
in favor of higher paid employees, even if such benefits are pro-
vided by plans separate from those covering other employees, unless
suc/I dif/erences are due to the recognized exceptional circumnstanees.

(2) MINIMUM VESTING REQUIREMENTS

The establishment of minimum vesting requirements is long over-
due since the present tax and other legislative restrictions permit
plans which disproportionately favor those employees who continue to
be active participants under the plan until they attain retirement age.
The National Commission on Technology, and so forth-among
others-pointed out that one of the byproducts of our technological
progress is the need for vesting benefits after some reasonable period of
service so that employees will in fact be able to accumulate benefits
over their entire working lifetime.

This is not to be carried to the extreme of requiring that there be
immediate earmarking and vesting of all contributions for individual
employees. A group pension plan siould not be merely a forced savings
arrangement. That is the reason that various proposals to improve
vesting through greater use of employee contributions do not really
meet the basic issue. When an employee contributes to a pension plan,
he is merely saving his own money and could accomplish the same thing
by authorizing a payroll deduction for U.S. saving bonds or to his
credit nlion. Using the pension plan as a vehicle for forced savings
may afford him some tax advantages, but it also reduces the flexibility
whichl he has with respect to his savings.

Actually, a pension plan represents wvages which are earned by a
group of employees and used for the benefit of that group as a whole.
No portion of those earnings belongs to any individual employee, but
if an employee has participated in the group for a reasonable period
of time he should be entitled to retain some equity in that plan even if
he terminates employment before retirement age. Furthermore, if
purchasing powver bonds w ere available, these vested benefits could be
given the same type of protection as the benefits of those who continue
to be covered as active employees under a plan until their actual retire-
ment.
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A vesting requirement necessarily involves a careful definition of
the types of benefits subject to that requirement. Simply because a par-
ticular benefit is, or is not, included in what is formally labeled a pen-
sion plan is not an adequate basis for deciding whether or not it should
be vested. Only plans qualified for special tax treatment and only those
benefits which are intended to be paid during the whole of an emi-
ployee's lifetime or that of a designated survivor, even if their comi-
mencement date is sometime in the future-for example, the employee's
attainment of age 65-should be affected. Furthermore, since the funds
available to finance some pension plans provide very low benefits even
if they are restricted to those who remain as active employees until
they retire, plans which provide benefits that are less than some speci-
fied minimum level-which might be defined as a percentage of pay
per year of service-should be exempt from the vesting requirement.
In order to encourage the development of new benefits to meet prob-
lems as they emerge, the agency administering the vesting requirement
should have authority to exempt benefits which are clearly "experi-
mental." Using an acceptable concept of a "pension benefit," Con gress
should require vesting of all accrued pension benefits for employees
with 10 or more years service.

(C) SUPERVISION OF Ti-lE HANDLING AND ADMINISTRATI-ON 01 TIlE
ASSETS OF PRIVATE PENSION PLANS

Mly recommendations cover three items: Minimum funding require-
ments, regulation of investments, and a procedure to assure that plan
administration will correctly reflect plan provisions.

(1) MINIMUM FUNDING REQUIREMENTS

As you know, the UAW was a pioneer in negotiating funded pen-
sion plans, and has consistently entered into collective bargaining
agreements which require the employer to pay the full current costs of
pensions accrued and to provide for the amortization of past service
liabilities over periods of approximately 30 years. We believe that
funding through an insurer or a trust fund independent of the em-
ployment unit involved is generally the best method which has been
available for assuring that benefit payments will be made. Too often,
however, termination occurs before sufficient assets have been accumu-
lated to assure such benefit payments. A Federal reinsurance program
is the only feasible way of providing such assurance.

Funding serves other purposes, and would be a valuable adjunct to
a Federal reinsurance program even though it does not appear to be a
necessary prerequisite for the successful operation of such a program.
For example, it is clear that mandatory funding would reduce the
absolute size of the potential drain on the reinsurance fund, and may
be desirable for that purpose alone. Furthermore, the requirement of
making substantial annual contributions whenever a pension plan is
established or improved could serve as an additional deterrent against
any attempt to abuse the reinsurance program.

There is, in addition, another important reason for the establish-
ment of minimum funding standards. That is the need for a generally
acceptable estimate of the longrun cost of a pension plan. Both man-
agement and labor need such an estimate since it would be equally
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undesirable 'to establish a plan which initially appears to involve
fairly low costs only to discover after some years thati such costs wvere
seriously underestimated, as it would be to avoid establishing- any
plan at all because of unfounded fears concerning tht. possible costs.

Since most pension plans only cover those who retire after the plan
is established, the total initial benefit payout is generally very low. By
making contributions larger than the benefit payout, a, fund can be
accumulated to help meet the increasing total of such payments as the
number of retirees increases. On the other hand, we in the UA11r have
met many situations in which management cited the total potential
future benefit payout for all employees as an objection to establishing
a pension plan, implying that this would be an immediate lump-sum
obligation; when we point out that this obligation can be nmet by
annual contributions at a reasonable level over a 30-year period, thmi;
objection is eliminated.

There is, of course, no magic in the specific figure of 30 years, and it
may be that some more flexible requirement is appropriate. It is my
understanding that the accounting profession has adopted for their
purposes the use of a 40-year period for such amortization.

The major point is that funding is not an end, but a means to an
end. We adopted 30 years as an amortization period with. security of
benefit expectations as our major goal. The accountants seem primarily
concerned with assessing the cost impact. In special situations, for ex-
ample, a multiemployer plan covering a highly diversified group or a
large segment of a healthy industry, some other requirement may be
acceptable.

In any event it would appear that the implementation of a funding
requirement will involve the judgment of competent actuaries, since
they must determine the assumptions concerning future experience
appropriate for the particular program. It, therefore, appears neces-
sary for standards to be established in order to determine the qualifica-
tions of individuals offering to act as actuaries.

There is clearly roon'b for further technical exploration, but tlaw.t does
not dirninish the need for a funding standard which will guide all
plans in the future.

(2) REGULATION OF INVEST3MENTS

I generally support the bills introduced by Senator Yarborough
(S. 1024) and Congressman Perkins (H.R. 5741) which would make
explicit the fiduciary responsibilities of persons handling pension
funds.

Clearly these funds should be managed for the exclusive benefit of
the plan participants, and any manipulation by a fund manager to
enhance his own self-interest is reprehensible.

In addition, the long-term nature of pension obligations and the
flexibility that exists in valuing the assets of pension funds may en-
courage some fund managers to indulge in highly speculative invest-
ments in the hope of obtaining a large return, since any losses which
may result from poor judgment can be ignored for many years by con-
tinuing to value the investment at its original purchase price. If those
investments are held until the plan terminates, it is generally the cm-
ployees who suffer the loss involved. The clarifying of fiduciary re-
sponsibility should eliminate this type of occurrence. Any addil ional
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disclosure requirements which will eliminate these occurrences should
also be promptly adopted. There is no reason to keep secret any aspects
of the administration, funding, or investment of a pension plan.

However, there are other questions to which Congress should ad-
dress itself.

Under most plans, the earnings of the fund serve to reduce the need
for employer contribution. To what extent has the pursuit of high in-
vestment earnings become an overriding goal without adequate regard
to the social utility of the particular investments involved? The in-
vestment manager's decision should be guided not merely by the rate
of return on a particular security, but also by the community's need
for funds of specific types, such as mortgages for low-cost homes, com-
munity and area development projects, etc. It might be required that,
to retain its tax-exemlpt status, a pension fund would have to invest at
least some specified portion (e.g., 10 percent) of its assets in situations
which have been certified as having high community priority. This
certification might be made by one of several Government agencies
(e.g., one responsible for stimulating area redevelopment) given such
authority. Such a certified loan would be subject to a maximum interest
rate and, through the payment of a specified premium (such as is used
for FHA), would be guaranteed by a self-supporting backup fund.

Another important matter is that of voting rights with respect to
stocks owned by pension funds. At the present time, even though these
investments are made on behalf of plan participants, any voting rights
are exercised by the plan managers -with no assurance that they are
acting in accordance with the best interests of plan beneficiaries. Some
arrangements should be required whereby the participants covered by a
pension program have an opportunity as a group to instruct the plan
managers with respect to voting rights. For example, it might be
feasible for the plan manager to send each participant an instruction
inquiry and be guided by the majority opinion of those who return
the inquiry.

Congress should adopt neasures to clearly flx fiduciary responsi-
bility and to require that fuwnbds be invested and managed in the overall
best interests of the covered group.

(3) PLAN ADMINISTRATION

The document prepared by your staff has correctly noted that pen-
sion programs are often of such complexity that it is difficult for in-
dividual participants to understand *the benefits to which they are
entitled. It is, of course, not always easy to describe a program which
must operate for many years into the future. However, participants
do require the assurance that they are fairly treated.

I do not agree with the contention in your staff's document that
"unions ought to stay out of the business" of pension administration.
On the contrary, employees' interests are most satisfactorily protected
when any determination as to their rights to benefits is participated in
by the union which represents them. For example, in plans negotiated
by the UAW there is invariably a board of administration with equal
representation for the employer and union, and we have over the years
found many instances in which employees would have been deprived
of benefits to which they were entitled if those determinations had not
been subject to the union's approval.
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In any event it is a proper fumntion of the Government to review
administrative decisions, whether on the basis of spot checks or upon
appeals from individuals, in order to see that the benefits which a plan
rturports to provide are in fact paid.

* * *

None of the legislation proposed here would inhibit the develop-
ment of sound and imaginative private pension plans. On the con-
trary, by providing better assurance to all participants that they wvill
be fairly treated and that their benefit expectations will be met, the
Federal Government will be substantially improving the ability of
private pension plans to fulfill their purpose. I)eficiencies in the pres-
eut arrangements, as wvell as inadequacies in the social security pro-
g ram, prevent retirees from receiving benefits which we could easily
afford.

The first priority, of course, is to make substantial improvements
in social security, and I have made detailed proposals to accomplish
this in my testimony on II.R. .5710. We must utilize the social security
program to assure everyone an adequate retirement income; the vol-
1untary and diversified nature of the private plans precludes depend-
ence upon them for other than supplementary benefits.

Those supplementary benefits, however, are needed to assure all
Americans the standard of comfort, decency, and dignity that they
have a right to expect after ceasing their active employment because
of old age or disability. The varied conditions and needs of individuals
require the flexibility available to private plans in order to enable all
retirees, their families and survivors to maintain standards of living
comparable to those enjoyed prior to retirement. In some cases, for
example, retirement earlier than permitted under social security is a
high priority goal; in others, there is need to provide benefits related
to preretirement incomes above the limit recognized for social security
purposes.

The combination of public and private pension plans would then
truly be the mechanism for assuring the financial security of retirees
and could become one of the major tools for meeting the long-range
goal of achieving an equitable distribution of the increasing quantity
of goods and leisure time available as the result of our advancing
technology.



VESTING PROVISIONS IN PRIVATE PENSION PLANS

BY HARRY DAVIS*

In recent years vesting-the right of a participant to receive his ac-
crued pension benefits if he leaves the plan before he is eligible for re-
tireinent benefits-hlas become one of the most discussed aspects of pen-
sion plans. Comprehensive current data are needed because public dis-
cussion. usually involves matters such as the prevalence of vesting, the
rate at which vesting provisions are being added to plans, the require-
ments for vesting, and the rate at which they arc being liberalized. To
meet this need, the Bureau of Labor Statistics recently repeated the
analysis it made nearly a years ago of the vesting provisions in the
pension plans filed under the NVelfare and Pension. Plans Disclosure
Act.'

Until the mid-1950's, vesting provisions were limited largely to con-
tributory plans not under collective bargaining. In 1950 a Brookings
Institution study disclosed that three-fourtlhs of the members of plans
with vesting contributed to the financial support of their plan. The
study also revealed that nearly two-thirds of the members of plans
with vesting belonged to plans installed before the 1940-50 union
drive to secure pensions.2

The prevalence of vesting jumped slharply in 1955 when the United
Automobile Workers Union succeeded in adding a vesting provision to
the plans it had negotiated in the automobile, farm equipment, and
other industries. Another boost occurred in late 1957 when vesting
was added to plans negotiated by the United Steelworkers. As a result,
BLS studies of large pension plans under collective bargaining showed
that the incidence of vesting provisions had increased from 25 percent
of the 300 plans analyzed in 1952 to 60 percent of a similar group
studied in 1958.3

The Bureau's two most recent studies are based ont much larger
samples-around 1,200 plans-and show that the prevalence of vesting
in negotiated plans rose to 67 percent in the winter of 1962-63 and to
74 percent in mid-1967..4 However, chiefly because of the absence of
vesting in many large multiemployer plans, only 56 percent of the
nembers of negotiated plans had the protection of a vesting provision

in 1962-63 and 61 percent in 1967.

t Bureau of Labor Statistics, U.S. Department of Labor.
lSee Labor Mobility and Private Pension Plans, BLS Bulletin 1407 (1964).
2 Charles L. Dearing, Industrial Pensions (Washington: The Brookings Institution,1954), p. 75.
' Pension Plans Under Collective Bargaining, BLS Bulletin 1147 (195,3). and PensionPlans Under Collective Bargaining, pt. I. Vesting Provisions and Requiremenlts for Early

Retzremaet; pt. 11. Involuntary Retiremnent Provisions, Late 1958, BLS Bulletin 1259
' Includes some plans mentioned in colloctive bargaining agreements that were not nego-tiated; e.g., plans initiated unilaterally by employers and which the union has not bar-gained often are mentioned in agreements as among the conditions of employment thatwill be continued without change. See technical note which follows.
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The recent studies also show that while in both 1962-63 and 19137
about two out of three plans not under collective bargaining had vest-
itig, the proportion of members in such plans rose from txwo out of
three to almost three out of four. For all plans combined, vesting cov-
erage rose from 59 percent of all plan members in 1962-63 to 63 per-
cent in 1967.

Vesting increased in single employer and multiemployer plans, in
negotiatedl and nonnegotiated plans, and in noncontributory planls.
(See table 1.) By far the strongest gains were macde by multiemiployer
pllalns; the number with vesting nearly doubled and the number of
covered workers rose bV more than a third. Despite these gains, hlow-
ever, multiemplover planis-almost all of which are under collective
barg ning11-contifnued to lag far behind single employer plans. Al-
though about three out of four members of single employer plans lbe-
longq to plans with vesting provisions, only one out of four participants
in niultiemiployer plans hlas that type of protection. However, single
employer plans often made Vresting contingent upon the worker leav-
ing his contributions in the plan or on his being terminated involun-
tarily.

TABLE I

Percent with vesting

Plans Workers

1962-63 1967 1962-63 1967

All plans - 67 70 59 63
Single employer- -------------------------------------- 69 72 71 77

Negotiated -73 79 72 78
Not negotiated- 68 68 71 74

Multiemployer ------------------------ 32 45 23 26
Negotiated -67 74 54 59
Not negotiated -67 67 67 73
Contributory- 76 75 78 80
Noncontributory- 64 69 51 57

IDurinig this period the requirements for vesting were liberalized by
pl aus covering several niillion workers, including manly large plans.
For example, almost one out of five plaIl members in 1967 canl qualify
for full vesting after 10 years of service, regardless of age, compared to
only one out of 17 a few years ago. (See chart 1.)
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Chart 1.

Age and Service Requirements for Vesting,
1961-62 and 1961

Requirements
for Any Vesting'

No vesting

Other requirements

Age 40 or younger
and 11.15 years of service

S,.. E Age 40 and 10
years of service

Any age and 10
years of service

19z-bbi 19Hb6

* Planswith graded vesting provisions classified bytheir age and service requirements for fullvesting.

-PI ans withgraded vestineg provlslons cIassif ied by their age ad service requirements for init avestieg.
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The effect of all of the liberalizations of age and service requirements
is illustrated in chart 2 whdiichl depicts the probability of all workers
acquiring vested rights if they begin working at age 25 in jobs covered
by pension plans. It shows, for example, that after 10 years' service--
i.e., at age 35-about 22 out of 100 such workers would hrave vested
rights under current plan provisions compared to about 15 out of 100
almost 5 years ago. The contrast is not as great for older workers
with more service because the most important liberalization was drop)-
ping the age requirements from plans negotiated by the automobile
workers.

Chart 2.
Chance of Acquiring Vested Rights After Stated Service

for Private Pension Plan Participants
Beginning Work at Age 25

Percent
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PREVALENXCE OF VESNING IN 1967

About four-fifths of the workers covered by contributory plans in
1907 had vesting protection compared to three-fiftlhs of the workers
covered by noncontributory plans.

TABLE 2

Total With vesting Without vesting

Plans Workers Plans Workers Plans Workers
(thousands) (thousands) (thousands)

All plans- 16,852 17,326 11,782 10, 842 5,070 6,484
Single employer ------- 15, 595 12, 521 11,221 9,606 4,374 2,915
Multiemployer - . 1,257 4,806 561 1,236 696 3,570
Noncontributory -.- ..- . 12, 439 13,198 8,482 7,548 3,957 5,650
Contributory - 4,413 4,127 3,300 3,294 1,113 833
Negotiated ----- --------- 6,176 12, 423 4,591 7,279 1 585 5, 144
Not negotiated -10,676 4,903 7,191 3,563 3,485 1,340

T'is disparity results from the heavy concentration in the latter
group of inultiemployer plans without vesting. If limited to single
employer plans, nine out of 10 'vorkers in contributory plans had
-estedl comIaredl to seven out of 10 in noncontributory plans.

vas lprovided more frequently to workers in nonneootiated
thanl in negotiated plans: AbtQut 73 percent of the vorkcers in non*
bargained plaits were in plans wvit) vesting provisions compared to
59 percent of the workers in bargained plans.

The low incidence of vesting in negotiated multiemployer plans
accounted for most of the difference between bargained and non-
bargained plans. Among single employer plans, about three-fourths of
the worlkers had vesting both in bargained plans and in nonbargained
plans.

Vesting wvas prevalent in manufacturing industries, especially in
the durable goods sector, where almost seven out of 10 workers par-
ticipated in plans with vesting. Since large proportions of the em-
ployees in the transportation, retail trade, mining, construction, and
service industries were covered by multiemployer plans which did not
include vesting, fewer than half of the workers in those industries
were under plans with vesting. In finance, where nonbargained white-
collar plans predominate, three out of four workers were in plans with
vestiig. Reflecting the influence of the Bell Telephone System plans,
few-et than one-third of the workers in the communications and public
utilities industries had vesting. These plans have liberal early retire-
ment provisions, however, which protect accrued benefits for older
workers in much the same way that vesting provisions do.
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TABLE 3

All plans With vesting Without vesting

Industry Workers Workers Workers
Number (thou- Plans (thou- Plans (thou-

sands) sands) sands)

All plans -16 852 17. 326 11, 782 10, 842 5, 070 6, 484

Agriculture, forestry, and fisheries -96 44 95 27 1 17
Mining -------------- 318 334 162 98 156 235
Contract construction -521 1, 583 301 464 220 1, 1!1
Manufacturing- 9, 875 10, 610 7, 391 8 050 2, 484 2. 5601

Nondurable -4, 196 4, 196 2. 894 2, 405 1, 302 1 791
Durable- 5, 679 6, 414 4, 497 5, 645 1,182 769

Transportation -625 1, 273 222 540 403 731
Communications and pubic utilities -846 1, 285 487 380 359 901
Wholesale retail trade -- 1, 770 976 1, 159 540 611 437

Wholesale trade -1, 075 521 836 340 239 182
Retail trade -695 455 323 200 372 255

Finance, insurance, and real estate- 1, 975 773 1, 579 562 396 21
Services -826 448 386 181 440 267

TYPES OF VESTING PPOVISIONIS

Three types of vesting provisions are found in private pension plans:
Immediate full vesting, deferred full vesting, defearred graded vesting.
About one out of 1,000 plans had an immediate full vesting provision
under which benefits are vested as soon as they are earned. Howevel.,
most plans with vesting-about seven out of 10-hiad deferred full vest-
ing provisions that postl)one vesting until the participant has mniet; celI-
tain age, service and/or other requirements. The remnaining three otit
of 10 plans had deferred graded vesting provisions under which a
member acquires the right to a given percentage of his accrne(l bene-
fits after satisfying minimum age and service requirements. This per-
centage increases as additional service requirements are met until all
of an employee's accrued benefits are vested.

Although, occasionally plans having any of 'these three provisions
pay benefits as soon as the employee is separated, particularly where
the benefits are small, benefit payments usually are deferred until
normal or early retirement age.

Deferred full vesting Novas the predominant type of vesting in all
industries except transportation, where one ]arge multiemplo er plan
(the Western Conference of Teamsters Pension Trust) had deferred
graded vesting. That plan also largely accounts for the fact that about
half the workers in inultieinployer plans with vesting had deferred
graded vesting; the remaining had deferred full vesting.

TABLE 4

Plans Workers

Type of vesting Number Percent Number Percent
(thousands)

All plans with vesting -11,782 100.0 10,842 100. 0

Deterred full- 8400 71,3 8,943 82.5
Deferred graded- 3,368 28,6 1,859 17.1
Immediate lll -14 -1 40 .4
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IREQ1TllEMtENrS FOR. VESTIN(

As mentioned above, virtually all vesting provisions require the
participants to meet certain agle and/or service requirements. The
possibility that an employee Evill receive a retirement benefit depends,
of course, on the liberality of these requirements. In addition, vesting
may be, determined by the type of termination; i.e., whether the em-
ployee was laid off (an involuntary termination) or quit (a voluntary
termination).

TABLE 5

Percent distribution
Minimum service requirementsI

Plans Workers

All plans with deferred full vesting --- 100.0 100. 0

No service requirement .I .2
Less than 10 years 14. 8 7. 2
liyears - 31.5 40. 2
11 to l4 years--- 2.5 1 8
l5years 33.7 37.9
16 to 19 years -- 1.0 .8
20 years ---- ---------------------- 11. 9 7. 0
21 to 24 years - - .2 .5
25 years 3. 4 3.6
26 to 29 years -------- 4 3
30 years , 4 .5

1 For those plans which require that a period of emoloyment be served before participation in the plan begins, the
minimum service requirement includes both the preparticipation service and the required plan membership service.

In addition to service requirements, minimum age requirements-
usually 40 years-were specified by about three out of five plans. How-
ever, plans covering about half of the workers had no age require-
ments; they vested the benefits of all workers meeting their service
requirement, which was usually 10 years. The number of workers
covered by such plans has increased markedly in the last 31/2 years,
primarily because, as previously noted, the age requirement was abol-
ished in the major plans negotiated by the Automobile Workers.

TABLE 6

Percent distribution
Minimum age requirement,

Plans Workers

All plans with deterred full vesting -100.0 100.0

No age requirement 41.8 50. 8
Age 40 and under 21.3 27. 3
Age 45 ------------------------------- 9.7 7.4
Age S0 9. 2 7.9
AgeS 5----- ----------------------------- 15. 2 5.7
Age 60 and over .. 2.7 8

I Where plans specified alternative age requirements, depending on length of service, the youngest age was tabulated.

On the whole, service requirements for deferred full vesting were
about the same in plans covering only salaried workers and in those
covering only production workers; age requirements, however, were
more prevalent in salary worker plans. Plans covering two out of three
salary workers had age requirements. By contrast, only about half the
membeers of plans covering production workers and half those in plans
covering both salary and production workers were subject to age
requirements.
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Deferred Graded Vesting.-Employees under plans with deferred
gradced vesting generally qualified at an earlier age, and with less
service, to vest part of their equity than those under plans with de-
ferred full vesting. To become fully vested under graded plans, how-
ever, usually required much longer service than under most deferred
full vesting plans.

Service of 10 or 15 years was most frequently required to vest the
first step of the wvorker's equity in deferred graded plans.

The amount initially vested typically ranged from 10 to 25 percent
of accrued normal peinsion benefits. To become fully vested, nine out
of 10 workers covered by graded plans had to have 15 years or more
of service and often as imuch as 20 to 30 years.

TYP1'E OF SE1A'.U\A.\Tb0N

A worker that met the specified age and service requirements usually
would be vested regardless of the reason for terminating his employ-
mnent. However, plans covering one out of eight workers in plans with
vesting-mostly those negotiated by the steel workers-required tI tat
the employee be separated involuntarily in order to qualify for his
accrled benefits.

TABLE 7

Plans Workers
Conditions for vesting

Number Percent Number Percenl
(thousands)

All plans with vesting -t,782 100.0 10,842 100. 0

Any separation-t 11,101 9 2 9,410 86.8
Involuntary separation -681 5. 8 1,432 13.2

BE:NEFITS PAYABLE UN1IM N1 VESTING PROVISIONS

The employee generally receives his vested benefit in the form of a
life annuity, commencing at the normal retirement age specified in the
plan. The amount of the benefit is determined by the normal retirement
benefit formula using the member's credited service and earnings at the
time his membership terminates. However, if the plan has a minimum
normal retirement benefit, it is usually not used in computing vested
benefits.

In about two out of three plans, the benefit, was payable only at nor-
ma] retirement age, usually 65 years.

TABLE 8

Plans Workers
Time of benefit payment

Number Percent Number Percent
(thousands)'

All plans with vesting - 11,747 100.0 10,824 100.0

At normal retirement age only - -8,081 68.8 6,257 57.8
At normal retirement age or-

In prior 5-year period . 559 4.8 2,060 19.0
In prior 10-year period .2,024 25.7 2,357 21.8
In prior 15-year period. - 83 .7 149 1.4

'Excludes 35 plans covering 18,220 workers for which complete information was not available.
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Employees could elect to receive the actuarial equivalent of vested
benefits before normal retirement age in one out of three plan.s cover-
ing four out of nine workers. An actuarial reduction was specified
in slightly more than three out of four plans, covering about half the
workers, that allowed the employee to receive his vested'benefit before
normal retirement age. Aost of the renmaining plans had specific rediuc-
tion factors, such as 6 percent a year for each year before age 65. A few
plans made no reduction because of the early receipt of the benefit.
The vesting provision in these plans provided a type of early retire-
ment benefit-often at an earlier age than under the early retirement
provision. Conversely, early retirement provisions also protect accrued
benefits-usually under stricter age requirements than the vesting
provision.5

TABLE 9

Plans Workers
Reduction factor Number Percent Number Percent

(thousands)

All plans commencing payment of
vested benefits before normal
retirement age 3, 718 100. 0 4,636 t0. 0

No reduction for early retirement 141 3.8 44 1.0Actuarial reduction 2,843 76.5 2,278 49.1, of I percent for each month 13 .3 28 .6Y, of I percent for each month 44 1.2 303 6.5
f12 of I percent for each month 43 1.2 75 1.6YM of I percent for each month - ---- 253 6. 8 387 8. 3
66 of I percent for each month 241 6. 5 573 12.4'ifo of I percent for each month 25 .7 170 3.71 percent for each month - - 20 .5 508 11. 0Table of reduction factors not uniform 95 2.6 270 5.8

NXOTE oX SCOVE AND ME'ITHOD

A private pension plan is defined for this study as a plan established
by an employer, union, or both that provides a cash income for life
to qualified employees upon retirement. Profit sharing, stock bonus,
and savings plans are excluded because tite amount of benefits they
provide are not contputable in advanice. Plans of Goverinelnt alid non]-
profit oranizations, other than unions, are also excluded from the
scope of this article. Plans with less than 26 participants, active or
retired, are excluded because they are not required to file reports under
the AWelfare and Pension Plans Disclosure Act, the chief source of the
data. This exclusion does not seriously effect the data, since smuall plans
account for only a minute part of the 'total coverage of all pension
plans. Because of these exclusion.s and certain other adjustments, the
number of plans and workers are not comparable to data published
by the Office of Labor-Managemient and WNelfare-Pension Reports.

This article was based, as noted above, on the reports and docu-
ments filed with the U.S. Department of Labor's Office of Labor-
Management and Welfare-Pension Reports, pursuant to the Disclosure
Actt, by private pension plans covering more than 25 participants.
Two probability samples of these plans were drawn. One sample,
stratified by industry division and size, was drawn from a complete

6 See BLS Bulletin 1407, p. 25.
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list of all retirement plans that had filed financial reports (forn
1)-2) in 1960.6

A seconti sample-a 5t-pel'('ellt ralldoI sllam)ple-wXas dr'awln1 ftrolll thie
retirement plans which had filed plan descriptions (form D-1) by
Sel)temb~er 1966, but had not Fled a financial rejiort in 1960. Data for
each sHanlie plan were api)ropriately weighted in accordance with its
plrolability of selection so that the tal)les based on the first saimple shiow
estimates for all private pension plans with 1960 financial reports oln
file. TIhey are designa-Ited -1.962-63' because the descriptions were
analyzed in the winter of 1962-63. The estimates designated "1967" are
based on the comibined samuiples and cover all plans with descriptions
(1)-l reports) on file in Septeml)er 1966.' Since the estimates are, of'
eouirse, subject to sampling variabilfitv, small differences may not be
significanit; i.e., if the same data were available for the entire universe,
it might not show the difference estimated from the sample.

The vesting proVisiolls of all sample plans were anialyzecl from the
plan descriptions on file in July 1967, and were considered current at
that time. Coverage data, however, were obtained from the reports
for 1964 or 196.5. The vesting provisions of the plans in the first sample
wvere also analyzed and reported in BLS Bulletin 1407, "Labor AMo-
bilitv and Private Pension Plans." The differences between the 1962-.
63 data and those for 1967 obviously reflect reports of both plan amend-
ments and the "new" plans, includicg plans with descriptions on file in
1962-63 that did not file financial reports for 1960.

And finally, it should be noted that each plan's collective bargaining
status was determined by the response to the question on Form D-1:
"Is the plan mentioned in a collective bargaining agreement?" A "Yes"
w\ as assumed to mean that the plan was negotiated, although in some
cases, the agreement says that the pension plan is outside its scope or
that the plan will not be changed without the consent of the union.

0Thlis sample I1 described In more detail in the appendix of BLS Bulletin 1407.
7Because complete plan descriptions were not available for 239 plans with 158,000

workers, the 1967 tables on vesting differ by those amounts from the data for all plans.
Similarly, the vesting tables for 1962-63 exclude 213 plans with 66,000 workers, for which
vesting information was not available.
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THE EXTENT AND CONSEQUENCES OF PENSION PLAN
TERMINATIONS

BY JOSEPHI KRISLOOVI

INTROIDUCTION

Some loss of benefits is likely when a pension plan is terminaced
because few plans are fully funded; i.e., have sufficient funds to meet
all obligations. The likelihood that members will lose benefits when
a plan is terminated has resulted in proposals to prevent or insure the
loss. Senator Hartke, for example, has authored a bill to establish a
Federal reins'urance program for private pension plans. It was ap-
parent throughout the hearing on Senator Hartke's bill I that there
was little data available on the extent and consequences of pension
plan terminations. This paper summarizes and analyzes the avail-
able information. It focuses on two questions: (1) W7iill many per-
sons be deprived of their expected retirement benefits as a result of
pension plan terminations? and (2) 1;1What proportion of their ex-
pected benefits will terminated plan members actually lose?

EXTENT

It is surprising how few plans have actually been terminated. Mur-
ray Latimer's pension plan study in the 1930's includes data on plan
terminations during our country's severest depression. Of the 419
pension plans known to have been in existence before 1929, only 27
(6.4 percent) were known to have 'been discontinued by July 1929.
The companies that terminated plans were small, and Latinmer con-
cluded that "it is probable that less than 1 percent of the employees
enjoying the protection of a pension plan at one time or another were
in companies whose schemes were discontinued." A followup inquiry,
covering the period July 1929 through April 1932, indicated that an
additional 10 percent of the plans were "discontinued, closed to new
employees, or suspended; these plans covered, however, less than 3
percent of employees." The benefits of plans covering an additional
30 percent of the employees were "scaled down in one way or an-
other." 2 No inquiries were reported by Latimer after 1932. Additional
plans were undoubtedly discontinued or suspended during the re-
maining depression years.

The Internal Revenue Service (IRS) releases data on a quarterly
basis showing the number of pension and deferred profit-sharing
plans qualifying for tax deductions as well as the number that are

* Professor of eeonomics, University of Kentucky.
1 89th Congress. U.S. Senate, Committee on Finance, Hearings, Federal Rein1s811ance of

Private Pension Plats, 1966, pp. 19-20 and 54.
2 Murray Webb Latimer, Industrial Pension Systems, 1932, pp. 634, 639, 846, and 940.
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terminiated.3 WAhile there are undoubtedly some plans that have not
qualified, the difference between the number of plans in existence and
those qualifying is probably small. Consequently, the IRS data may
be used to indicate the percentage of plans actually terminated. Relat-
ing the number of terminations of pension plans as well as deferred
profit-sharing plans to active plans from 1948 through 1965 yields
an annual termination rate of about 1 to 2 percent. Since 1955, sep-
arate data for pension and prolit-sharing terminations have been
released. The termination rate for pension plans is about 1 percent;
the rate for profit-sharing plans is about 1.3 percent. The IRS quar-
terly release does not include data on the terminated plans'
membership.

In addition to Latimer's study, data from three studies show that
terminated plans are likely to cover few employees. The first is a joint
Labor and Treasury Department study of all terminated pension
plans reported to iRS from 1954 through 1965. Preliminary figures
indicate a total of 4,243 terminations with only 183,699 members-
an average membership of only 45.4 The second, by the New York
State Banking Department, included information on 97 pension and
profit-sharing plans terminated in that State from 1936 through 1954.
A total of 3,448 active employees and 88 retired employees wvere cov-
ered by the terminated plans. 5 The average number of employees
covered by each terminated plan was 350, compared wvith an average
of 2,000 for all active plans. The third, by the Social Security Admin-
istration (SSA) of terminations reported to the Office of Welfare and
Pension Plans (OW1PP) in 1961-62, analyzed data on the partici-
pants (retired and nonretireci) of 137 terminated plans. These plans
had a total of 77,266 participants-an average of almost 600 per plan.e
Active plans reporting to 01VPP reported an average membership
of almost 800. (The average membership of the terminated plans in
the last study was high because 11 plans, with 46,000 members, were
merged. Also, plans with fewer than 26 members are not required to
file reports with the O1VPP.)

CONSEQUENCES

Retirement protection for members of some terminated plans con-
tinued. The SSA's study concluded that approximately 70,000 mem-
bers of the terminated plans had their protection continued, and that
6,700 had their protection discontinued.' Two studies of a limited
number of companies that merged also concluded that members of
some plans continued to have retirement protection. In addition, the
two studies concluded that the members of the absorbed company did
not always receive full credit for service covered by the discontinued
plan.8

a U.S. Treasury, Internal Revenue Service, Determination Letters Issued on Employee
Benefit Plan8. Quarterly.

Senate Committee on Finance, op. cit., p. 19.
New York State Banking Department, Pension and Other Employee Welfare Plans,

New York, 1954. p. 6.
6 Joseph Krlslov, "Private Pension Plan Terminations," Social Security Bulletin, Decem-

ber 1963, table 7, p. 19.
7 Ibid.
I James Hammond, "The Effect of Mergers on Private Pensions" (unpublished doctoral

dissertation, University of Pennsylvania, 1960), pp. 3-4 and 96; and Charles P. Spencer &
Associates, Inc., Employee Benefit Plan Revieto Research Reports (162-13), Chicago,
December 1958.
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What losses are suffered by plan members whose protection is not
continued? Detailed information on the disposition of a significant
number of terminated plans' assets is, unfortunately, not available.
Two studies (both by the author) have attempted to overcome this
lack of data by calculating the assets per both retired and active mem-
bers at termination, and then making a judgment as to whether the
assets were sufficient to meet the plan's obligations. Both studies con-
cluded that some terminated plans were unable to meet their accrued
obligations 9

An indication of a termination's consequences can be gained from
the widely publicized 1964 Studebaker experience. According to a
United Automobile Workers spokesman, approximately 7,600 Stude-
baker employees had retired or were eligible for either a retirement
or rested benefit when the plan was terminated. About 3,600 were
retired or were eligible for retirement and they received their full
pension rights; the remaining 4,000 employees received only 15 per-
cent of their accrued pension benefits.A More than half the 7,600 em-
ployees were then deprived of most of their accrued rights. If the
2.900 employees on Studebaker seniority rolls are included in arriving
at aln estimated universe of workers having an equity in the fund, then
about two-thirds of all Studebaker employees were deprived of most
of their expected benefits.10

Whether so many prospective beneficiaries lost such a high propor-
tion of expected benefits in other terminations remains open for fur-
ther research. It is significant, however, that the Studebaker pension
plan had been in existence for 14 years."1 Moreover, the automobile
workers' union has been extremely aware of the need for funding.
Many pension plans are terminated long before 14 years and the mem-
bers of very few plans would have received the able representation
characteristic of the automobile workers' union. It seems likely, there-
fore, that many of the other terminated plans were not so well-funded
as the Studebaker plan.

CONCLUSIONS

Despite the lack of detailed information, some conclusions seem
warranted. Relatively few plans-covering relatively fewer workers-
have been terminated. Probably a very small proportion of covered
workers-perhaps no more than a few percent-have been affected.
Most members of terminated plans have probably lost some benefits.
Only fragmentary information exists as to the actual losses from
terminations as a result of the failure of successor plans to grant full
credit for the newly acquired member's past service. While more in-
formation is available on the consequences of complete terminations,
it would be premature to generalize. However, if the Studebaker losses
are typical of those of other complete terminations, then the members
of terminated plans suffer substantial losses.

Barring a serious recession, it does not seem likely that the number
of terminations will rise significantly in the future. There may be
some small increase as pension plans spread. Only the financially stable

D See Krislov, op. cit., pp. 20-21 and Joseph IKrislov, Terminations of Private Pension
Plans, analytical note 109, Bureau of Old-Age and Survivors Insurance, Social Security
Administration, May 1960, pp. 4-5.

10 See Senate Committee on Finance, op. cit., p. 59.
"ibid.

122



OLD AGE INCOME ASSURANCE-PART IV

companies develop pension plans initially. As coverage becomes wide-
spread, pressure is exerted on all employers to adopt programs. Mar-
ginal employers who adopt pension plans in response to these pressures
are more likely to discontinue operations than their better-financed,
competitors.

On the other hand, it is likely that the losses suffered by members
of terminated plans may diminish in future years. Plans terminated.
in the next decade (without any successor plans) are likely to be better
financed than their counterparts in the past. Continued public dis-.
cussion of, and legislative interest in, private pension plans will un-
doubtedly focus attention on the need for funding. Moreover, the
many plans developed in the post-World War II period will have been
in existence for more than two decades and should, therefore, have
made considerable progress toward full funding.

The losses suffered by members when a successor plan does not
grant full credit for service with the absorbed company depends upon
a decision of the plan's trustees. They can choose to honor all, part,
or none of the credits earned by their newly acquired employees. In.-
creased employee awareness of the value of these credits may result
in considerable pressure on trustees to grant full credits. This aware-
ness and subsequent pressures will probably develop among organized,
but not among unorganized workers.

The unfavorable reception received by the Hartke proposal 12
strongly suggests that congressional action to insure pension plans
will not be easily achieved. It seems likely, therefore, that some plan
members (retired and nonretired) will continue to be deprived of
benefits. Their exact number and the extent of their losses can be
determined by an analysis of reports regularly supplied to both the
Internal Revenue Service and the Labor Department. The development
of this information would aid the Congress in evaluating the need for
legislation to protect the prospective beneficiaries of private pension
plans.

U See Senate Committee on FInance, op. cit., P. 73-80, 89-96 101-102, 104-108,111-119; Employee Benefit Plan Review, October 1968, pp. 8 and 8, becember 1966, p. 32,and March 1967, p. 18.

83-200-67-pt. IV-9
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AN ACTUARIAL ANALYSIS OF THE LOSS OF PENSION
BENEFITS THROUGH THE TERMINATION OF PRIVATE
PENSION PLANS

BY JOHN M. GROGAN

To assist Congress and other interested parties in the evaluation of
various proposals for changes in Federal laws governing private pen-
sion plans, we have made an actuarial analysis of a recent Government
study of pension plan terminations in order to determine the approxi-
mate rate of benefit loss in the system as a whole.

The study, covering 4,259 plans which terminated during the years
1955 through 1965, was made jointly by the Bureau of Labor Statistics,
U.S. Department of Labor," and the Internal Revenue Service, U.S.
Department of the Treasury. The results were reported in the Monthly
Labor Review, June 1967, in an article "Terminations of Pension
Plans: 11 Years Experience," by Emerson H. Beier of the Division of
Industrial and Labor Relations, Bureau of Labor Statistics.

Before undertaking the development of new pension laws the quality
of performance under existing laws should be well understood. Thus
we hope that the findings reported here will have the careful consid-
eration of every Member of Congress and all in the executive depart-
ments who are concerned with the regulation of private pension plans.

It is the responsibility of the Congress and executive department
staffs to draw conclusions from this paper and similar studies. This
paper attempts to analyze one of the key issues in the many pension
topics now being scrutinized, that is, whether a substantial percentage
of employees now covered by pension plans are likely to lose a sub-
stantial portion of their accrued benefits through plan terminations.

Although the extent of future terminations cannot be forecast, the
incidence thus far has been very slight and on any funding basis total
accrued benefits will become more fully protected as plans mature.

Our study demonstrates that by using any of the common cost meth-
ods with a 20-year funding program a representative plan after only
15 years will have sufficient assets to provide from 80 percent to over
100 percent of the total accrued benefits. Even with a minimum fund-
ing policy, a plan after 15 years could be expected to be able to provide
over 40 percent of the total accrued benefits for all active employees
after providing full benefits for retirees. We submit that this demon-
strates a high level of stability and protection inherent in the present
pension system due to funding and cost methods established by present
law and regulations.

*Arthnr Stedty Hansen Consulting Actuaries, Lake Bluff, 111.
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A. TH-IE STUDY FINDINGS

The report of the study includes summaries of the plans and partici-
pants tabulated according to-

year of termination (table I, pt. A),
age of plan at termination (table I, pt. B),
sizeof plan (table I,pt. C),and
reasons for termination (table II).

The total number of employees included in the plans at the time of
termination was 225,000. This constitutes an average of about 20,000
workers per year, or approximately one-tenth of 1 percent of the total
covered population in the United States.

1. Tern'ination trend.-Although the incidence of plan terminations
proved to be rising with the continuing spread of private plans, the
Qtudy noted that the ratio of terminated plans to continued plans
-emained constant at around 1 percent. Mr. Beier observed, "Although
chanes in general economic characteristics of firms with pension
p!:irns influence the rate of plan terminations, there is little reason to
eN pect a radical change in the rate in the coming decade.* * * As new
ulans account for a declining proportion of the total, it is quite possible

that the termination rate may decline."
2. Plan age and size.-The study shows that terminated plans tend

to be small and relatively shortlived. TPwo-thirds of the plans covered
no more than 25 employees and one-half of them were no more than
6 years old. Ninety percent of the plans had no more than 100 employ-
ees, and the median plan had 15 members during the late 1950's, grop-
ping to 10 during the mid-1960's.

3. Termination cawses.-Mergers accounted for the greatest number
and percentage of terminations and covered employees as a single
category, but the combination of two separate but similar categories--
financial difficulties and the dissolution of the employer's business--
is greater, totaling 43.6 percent of all plans and 36 percent of all
covered employees. No other single category accounted for as much
as 10 percent; 18.9 percent of all plan terminations (affecting 22.7 per-
cent of all covered employees) were for reasons not directly related
to business circumstances.

Some correlation was noted between plan size and termination causes
in that financial difficulties were most frequently cited as the reason for
termination in small plans. The average number of employees in plans
terminated for financial difficulties was only 35, in comparison with 57
for mergers, 56 for business dissolution and 63 for all other reasons.
Mr. Beier noted: "Aergers and sales tended to increase with plan size,
accounting for a fourth of the terminations involving fewer than
10 workers and about a third among larger plans; business dissolution
followed a similar pattern."

4. Benefit lossesq.-"Aside from such well-publicized cases (the
S9tsudebaker case)," the report observes, "only the most fragmentary
data are available on the extent of participant losses of expected bene-
fits through plan terminations. IRS termination records do not contain
the information needed to determine the frequency and magnitude of
accrued benefit losses."

In order to obtain an indication of the extent to which funds in
terminated plans are insufficient to cover benefits, a sampling of termi-
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nated plans was drawn from Department of Labor files on plans regis-
tered under the Welfare and Pension Plans Disclosure Act. Of 100
plans examined, data adequate to determine coverage was available in
only 26 plans. Benefits were fully covered or almost fully covered in
110 plans covering 2,300 employees. Six plans with 2,400 members were
less than fully funded but incurred no losses because members were
transferred to other plans. Of the remaining 10 plans (with 10,000
members-8,500 of them from Studebaker), losses wvere a little less
than 50 percent.

B. ANALYSES POSSIBLE WITH TERMINATION DATA

In concluding his report, Mr. Beier observed: "Reasonably accurate
estimates of the magnitude of benefit losses cannot be obtained from
any government reporting system now in operation." By applying
minimum contribution-to-benefit ratios and other minimum cost fac-
tors that result from IRS rules, however, it is possible to estimate the
maximum benefit loss that could have occurred under the reported
termination conditions. Furthermore, by determining the benefit loss
under employer practices more liberal than IRS minimum require-
ments, it is possible to create a range within which actual losses are
likely to fall. Since any such estimate would relate to possible benefit
losses throughout the total private pension system, the exact point at
which true losses fall within this range is not significant in attempting
to measure such range. The loss range can be used to-

estimate the amount of benefit losses at representative benefit
levels,

project the loss rate for future years, and
estimate the approximate cost of insuring expected losses.

C. ESTIMATES OF MAXIMUM Loss UNDER INTERNAL REVENUE SERVICE
RULES

1. Maximnum, loss range.-The minimum rate at which employers
must contribute to maintain a qualified pension plan is one which will
keep the unfunded past service cost from exceeding its initial level.
The annual payment on this basis is-

Normal cost: the annual cost assigned, under the actuarial cost
method used, to years subsequent to the inception of a pension
plan.

Plus
Interest on past service cost (at the valuation rate) the pension

cost assigned to the years prior to the inception of the plan.
By applying these minimum requirements to a representative plan

and distribution of employees as reported by Mr. C. L. Trowbridge in
volume IV of the transactions published by the Society of Actuaries,
it is possible to estimate the minimum benefit funding that would re-
sult at the end of each year of plan life. Funding percentages for dif-
ferent plan years are shown in table III, expressed as the benefit value
for total employees and for active employees if retired lives are
granted full benefits under the minimum contribution rate and under
a 20-year-funding rate. Funding is illustrated under both the "Entry
age normal cost method" and the "Unit credit cost method." The two
cost methods illustrated are those most commonly in use.
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It can be seen from table III that contributions at the minimum rate
under the "Entry age normal method" provide for 9.4 percent of a
terminated plan's total liability for accrued benefits at the end of the
first year, 17.5 percent at the end of the second year, 24.3 percent at the
end of the third year-up to 59.5 percent after the 15th year. Bene-
fits for retired employees are 100 percent funded from the beginning
and the deficiencies apply to employees still in active service at the
termination date, at the levels shown.

It will be noted that even under 20-year funding the benefit loss from
termination in the very early years remains substantial. However, the
20-year-funding rate under these methods is not the most rapid which
will occur in terminated plans. For example, under the plan conditions
assumed for table III, other widely used cost methods would afford
benefits in full for retired lives and the following percentage of ac-
crued benefits for active lives:

[In percentl

Year Individual level Aggregate method
premium method

1 27.6 20.9
2- 47.6 36.5
3- 63.2 49.1
4---------- 75.9 59.6
5- 86.1 68.4
10- 116.7 97.1
15 -129.9 119.4

Also under a fifth method currently used, the "Attained age normall
method," slightly greater funding would occur in years 1 through 10
under 20-year funding than with the "Entry age normal method" as
illustrated in table III.

Application of the funded percentages on a minimum funding basis
on the "Entry age normal method" to the termination conditions of
the plan studied permits the determination of approximate maximum
benefit loss that would have occurred. Table IV shows the results of
such a determination for-

All employees for whom coverage was conclusively reported as
discontinued, plus

A percentage of the coverage-unknown employees at the same
ratio as prevailed in the kcnown population.

The age of plans at termination date for the 138,000 employees was
assumed to be the same as for the total population.

2. Circumstances under which loss woldd have been greater.-A.
greater loss than indicated in table IV would have resulted under three
circumstances:

(a) If coverage-continuance was lower for plans for which
the continuity of coverage was unknown than for the total pop-
ulation,

(b) If plans covering the 138,000 employees terminated ,It
shorter plan durations than in the total population, or

(c) If an overly liberal valuation basis was used or if the a(-e
distribution of employees covered under terminated plans was
higher than the averages assumed in this report.
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3. Circumstances under which loss would have been smnaller.-The
total loss of benefits actually incurred is likely to have been smaller
than shown in table IV for these reasons:

(a) Employers do not all fund plans at the minimum rate al-
lowed by the law,

(b) Fund earnings customarily exceed the interest assumptions
used in actuarial valuations, and

(c) The age distribution of employees covered tinder terminated
plans is probably lowver than that assumed in this report since
many of these are relatively new companies.

There is no satisfactory basis for concluding how much smaller the
actual loss may have been under the actual funding conditions, but the
effect is probably not a significant one in estimating the benefit losses
that may result from terminating plans.

4. Sunamary.-Employees who suffered some loss of accrued pension
benefits during the period totaled less than six-tenths of 1 percent of
the covered working force. For approximately 40,000 employees (less
than 3,700 per year), the percentage of loss could have been significant
because their plans had been in effect for not more than 5 years. How-
ever, in another sense we could speak in terms of a significant gain in
benefits due to these plans even though their duration -was very short.

Of the remaining 93,000 employees, full benefits are likely to have
been funded for a substantial number.

TABLE 1-SELECTED CHARACTERISTICS OF TERMINATED QUALIFIED PENSION PLANS, 1955-65

Plans

Number Percent

Participants

Number Percent

A. Year of termination:
1955 ..................................... . . .
1956 - - - - - - - - - - - - - - - - - - - - - - - - - - - -
1957 - - - - - - - - - - - - - - - - - - - - - - - - - - - -
1958
1959 - - - - - - - - - - - - - - - - - - - - - - - - - - - -
1960 - - - - - - - - - - - - - - - - - - - - - - - - - - - -
1961.-- - - - - - - - - - - - - - - - - - - - - - - - - - -

1963 .......... ....... ....... ...........
1964
1965

8. Age of plan at termination:
I year or less
2 years ------------------------------------------------
3 years.
4 years
5 years
6 years
7 years
8 years- - -
9 years
10 years
11 years
12 years ------------------------------------------------
13 years
14 years
15 years and over-
Unknown

C. Number of participants:
Under 10
10 to 24.
25 to 49-
50 to 99.
100 to 249
250 to 499-
500 to 999.
1,000 and over

Total plans and participants

220 5.2 8,000 3.6
231 5. 4 10,000 4. 4
276 6. 5 16,000 7.1
329 7. 7 27 000 12. 0
372 8.7 20, 000 8.9
351 8.2 18,000 8.0
524 12.3 32 000 14.2
484 11. 4 21,000 9.3
548 12.9 24 000 10.7
492 11.6 31,000 13.8
432 10.1 18,000 8.0

284 6. 7 13, 000 5. 8
468 11.0 12,000 5. 3
495 11.6 19,000 8.4
380 8.9 8,000 3 6
339 8. 0 13,000 5 8
286 6.7 14,000 6.2
278 6. 5 16,000 7. 1
211 5. 0 17,000 7.6
168 3.9 16,000 7.1
193 4.5 12,000 5.3
164 3.9 12,000 5. 3
152 3.6 12,000 5. 3
126 3.0 10 000 4.4
108 2.5 8,000 3.6
478 11.2 36,000 16.0
129 3.0 7,000 3.2

1,891
1, 093

499
367
253

90
42
24

4, 259

44. 4
25. 7
11. 7
8. 6
5.9
2. 1
1.0
.6

9,000 4. 0
17,000 7. 6
18, 000 8. 0
26,000 11. 5
40,000 17. 8
31,000 13. 8
29, 000 12. 9
55, 000 24. 4

225,000
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TABLE 11.-REASON FOR TERMINATION AND EMPLOYEE COVERAGE FOLLOWING TERMINATIONS

Plans

Coverage discontinued-Business circum-
stances:

1. In merger-
2. Financial difficulties-
3. Business dissolved .

Total
Average per plan .

Coverage discontinued-Employee circum-
stances:

4. By union agreement .
5. Employee lack of interest
6. Few employees eligible

Total-
Average per plan-

Continuity of coverage unknown:
7. In merger-
8 Other-

Total-
Average per plan

Coverage continued:
9. In merger-
10. Change to profit sharing
11. Transfer to other plan .

Total-
Average per plan-

406
1, 087
771

2, 264

180
125
'it

416

359
320

679

511
214
175

900
.... . . ... . .

Employees

19, 000
38, 000
43, 000

100, 000
44

11 000
8g 000
7, 000

26, 000
63

20, 000
20, 000

40, 000
59

34, 000
14 000
t1, 000

59, 000
66

129

Percent of all
employees

8. 4
16. 9
19.1

44. 4

4. 9
3. 6
3. 1

11. 6

8. 9
8g 9

17.8

15. 1
6. 2
4. 9

26. 2
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TABLE IV-ESTIMATED MAXIMUM LOSS OF BENEFITS ACCRUED IN PENSION PLANS TERMINATED WITHOUT
NEGOTIATION

Maximum Maximum
Retired employees loss for loss for all

Total Number of active em- employees
Age of plan at termination affected active ployees if it no

employees I Percent Number employees retired have priority
first priority (percent)
(percent)

L --------- 8,004 ----- - - ----- 8,004 90.6 90.16
2-7,--------------- 314 0.200 15 7,299 84.1 82.5
3--,I592 .498 58 11,534 79.0 75.7
4 -4968 .837 42 4 926 74.8 69.9
5- 8004 1.252 100 7,904 71.5 64.9

Subtotal -,----,,39, 882

6------------------ 8,556 1.777 152 8,404 68.6 60.13
7------------------ 9,798 2.280 223 9,575 66. 4 57.0
8------- 10 ,488 2. 778 291 10,197 64. 7 53.3
9- 9 798 3.307 324 9 474 63. 4 51.0

10- 7,314 3.950 289 7,025 62.3 48.6

Subtotal -45,954 , .. .......... --------- - .......... ..........

11 . 7,314 4.556 333 6,981 61.3 46.6
12- 7,314 5.128 375 6,939 60.3 44 3
13 ,,,,,, 6 072 5.618 341 5,731 59. 5 43.2
14 -4, 968 6.120 304 4, 664 58.7 41.8
15and over -22, 080 6.668 1,472 20, 608 58.0 40. 5

Subtotal -47, 748 ------- -

Total -133,584 4,319 129,265
Age unknown -4,416 - - - - . . - --

Grand total -138,000

' Assumes same distribution as plan ages in total population-see table 1, part B.

Source: From table 11: All employees from lines 1, 2, 3, 5 and 6 plus 45 percent of line 7 and 70 percent of line 8 (the
approximate ratio for known plans).



PRIVATE PENSIONS AND LABOR MOBILITY

BY HUGH FOLK *

I. INTRODUCTION

The term "labor mobility" describes both propensity to change jobs
and actual job changing.' These two meanings are related to the two
principal problems arising from the interrelation of pensions and
mobility: (1) the tendency of pensions to reduce the propensity to
move; and (2) the effect of actual movement in keeping some persons
who work in jobs covered by pensions during part of their work lives
from eventually receiving pensions.

Section I of this paper introduces the problems. Section II examines
the theory of worker and employer behavior with respect to pensions.
Section III summarizes the direct evidence of association between pen-
sion plans and mobility. Section IV examines trends in mobility and
in job-tenure. Section V considers pension trends that might have af-
fected mobility and the number of retiring persons who can expect pen-
sions. Section VI is a general summary of the findings of the paper.

EFFECT OF PENSIONS ON MOBILITY

President Kennedy in the memorandum establishing the Committee
on Corporate Pension Funds and Other Private Retirement and Wel-
f are Programs asked the committee to consider, among other things,
how pensions "* * * may contribute more effectively to efficient man-
power utilization and mobility." 2

This concern wvas stimulated by the belief of many authorities that
pensions reduce mobility. For instance, Clark Kerr writes:

Private pension plans, except vwhere they provide full and im-
mediate vesting of both the employee's and firm's contribution, re-
tard * * movement. They tend to tie the worker to the coin-

' Associate professor of economics and of labor and industrial relations, U1ni-
versity of Illinois. I acknowledge research support from the Institute of Labor
and Industrial Relations and facilities furnished by the Department of Computer
Science of the University of Illinois. Mir. L. Heyen and Mrs. L. Folk performed
the computations. Prof. V. Stoikov pointed out several errors and made many
helpful suggestions. None of these are responsible for the remaining errors which
are mine.

I For reviews of studies on labor mohility. see TI. Folk, Private Pensions and Man-
power Policy, BLS Bulletin 1359, Washington. Myn 1963 (parts of which are included
in this paper): and H.S. Parnes. Research on Labor Mobility, Social Science Research
Council Bulletin 65, New York. 1954, and "The Labor Force and Lahor Markets," in H. G.
Heneman. Jr., and others (editors), Employmalent Relations Research, Industrial Rela-
tions Research Association Publication 23, New York. Harper, 1960.

2 PresIdlent's Committee on Corporate Pension Finds and Other Private Retirement
,and Welfare Programs, Public Policy and Private Pension Programs: A Report to the
President on Private Employee Retirement Plans, Washington, U.S. Government Printing
Oflice, January 1965, app. C, memorandum to the Secretary of Labor and others.
Mar. 2S, 1962.
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pany while employed; and hold him in a company-attached labor
pool when unemployed.3

Robert Tilove writes:
* * * the conclusion seems inescapable that most private pension
plans, in the form in which they commonly exist today, exercise
a retraining influence on labor mobility. They often involve for-
feiting accrued pension benefits upon any shift in employment;
and they inhibit hiring in the upper ages, either because pension
costs are thought to be greater or because the older worker may be
reluctant to take a job on which he may not have a sufficient pros-
pect of accruing pension rights.4

There are also dissenting opinions. Michael Puchek suggests that ex-
perience denies "* * * a -widely held opinion that private pension
plans restrict labor mobility." 5 Arthur M. Ross denies that pensions,
seniority systems, and welfare plans have reduced quit rates.6 Herbert;
S. Parnes, in a study of two closely comparable firms found no signif-
icant relation between pensions and mobility. In an earlier paper, the
present author concluded that ` * * the immobilizing effects of pen-
sions which might be significant for manpower policy are likely to be
important principally for older workers who stand to lose large Un-
vested benefits, are close to retirement, and face special difficulties in
finding new jobs." 7

After examining the evidence, the President's Committee concluded:
Private pensions, along with seniority and other benefits based

on length of service, tend to reduce labor mobility by tying work-
ers to a particular employer. While the effect of private pensions
on mobility is significant, it is limited and selective. However,
there is cause for concern in the selective impediments to mobility
now erected by private pension plans and in the possibility that
such plans in the future will not permit a rate of mobility among
mature workers sufficient to accommodate a rapid rate of tech-
nological change.8

EFFECTS OF MOBILITY ON PENSIONS

When a worker leaves his job he forfeits any unvested pension
rights. If the job change is voluntary, the worker presumably prefers
the new job. If involuntary, there is no such presumption, and the
worker may have been deprived of part of his compensation. Whether
the move is voluntary or involuntary, it will ordinarily reduce the
amount of retirement benefits the worker eventually receives.9 Thus,
unvested pensions do not fully serve the objective that is used to justify
special tax treatment for pension plans. A worker who changes jobs

3 "Social and Economic Consequences of the Pension Drive." llandbook on Pensions
(National Industrial Conference Board, Inc., Studies In Personnel Policy No. 103, 1950),

4Robert Tilove, Pension Funds and Economic Freedom (Fund for the Republic, New
York. 1959), p. 23.

5 PensionPean Policies and Practices, Ithaca: New York State School of Industrial andi
Labor Relations, Bulletin 21, July 1952, p. 49.

"Do Wfe Hlave a New Industrial Feudalism?" American Economic Review, December
195 3. pp. 90-920.

7,ffects of Private Pension Plans on Labor Mobility," Monthly Labor Review, 'Mnrch
1963. p. 2.57.

O Op cit., pp. vili-Ix.
D ThIs is because the new firm Is unlikely to provide a pension benefit offsetting the

rights forfeited, even though the new firm may pay higher wcages.
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several times during his worklife could have long service with several
employers, never quit voluntarily, and yet receive no pension at retire-
ment.

Pension plans often have a minimum entrance age or a length-of-
service requirement before pension credits start accruing. Some pen-
sion plans place a maximum on the number of years on which retire-
ment benefits may be based. These measures deemphasize earnings
during the early years of worklife when mobility is highest. Actual
movement declines sharply with age, so that most long-service, older
workers in firms with pensions have enough tenure to receive vested
pension rights if they were separated. Even so, a much smaller propor-
tion of retired workers receive private pensions than would be expect-
ed from the proportion of workers employed in jobs covered by private
pension plans. This is true even though newly adopted pension plans
commonly grant full or partial past-service credit to retiring workers,
even though their service under the plan is not long enough to earn
a pension on future service. Of those workers who do receive pensions,
many fail to receive pension credits for substantial parts of their
work lives.

The immediate interests of unions and employers lie in providing
pensions for those workers who are still employed immediately before
retirement, and not in vested benefits. Money spent on vested benefits
for workers leaving employment and union membership goes to work-
ers who have no future interest in the firm or union, and these funds
could be used for workers whose work careers are in the firm or union.
The public interest in providing retirement income for all and the
interest of mobile workers is in vested pensions, but few workers have
the legal right or the effective ability to bargain for themselves. The
Government, however, can exercise control over the form of pensions.

IIHW MUCGH MOBILITY IS DESIRABLE?

Some critics of private pensions write as if mobility was desirable
for itself, rather than as a means for achieving economic efficiency
and other social goals, such as personal liberty. A voluntary job change
does not necessarily mean the worker wants to move. On the contrary,
in many instances the worker would prefer improvement of concdi-
tions in his job. One obvious and important function of mobility in
serving the goal of economic efficiency is its permissive role in the
growth of new firms, industries, and regions. If employed workers
were completely tied to their jobs, such changes would be limited by
the availability of new entrants to the labor force and displaced work-
ers. Another important function is promoting movement out of de-
clining industries, firms, and regions. If employees were tied to their
jobs, the work forces of declining firms would age rapidly and pools
of unemployed and underemployed workers would cluster around
such firms. Mobility is also socially desirable in a free country be-
cause workers need practical alternatives to sticking with the present
employer. Otherwise, either the employer will have too much control
of the private lives and political behavior of his workers, or the de-
inendence of workers on the company and absence of alternatives may
lead to restrictive work rules imposed by militant unions in order to
protect the workers' jobs.
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The foregoing reasons are arguments for some labor mobility, but
they do not tell how much is desirable. If a worker stays on a job be-
cause he likes it despite the presence of alternatives, he is not a serf
bound by a "new industrial feudalism." If a worker is more produc-
tive in his present job than in another, then the goals of maximum
social output and of maximum private income are both served by his
staying on the job, assuming the employer pays him the value of his
current productivity (marginal revenue product). The employer may
pay less in current wages than his value to the firm, and accumulate
the difference in deferred benefits, such as pensions, that will be paid
to the worker if he stays at work but will be forfeited if he leaves em-
ploymnent too early. It is not necessary that a pension be paid for by
lower-than-competitive wages (as shown in section II). Where this
does occur, however, it seems to me unfair that the worker's entire
accumulated withheld compensation should be used as a pledge against
his quitting.'0 A worker who wants and needs a pension may freely
choose a job that pays lower than competitive wages but offers a gen-
erous but unvested pension. The employer in most instances retains
the right to modify or eliminate the pension at any time before benefit
receipt begins. If he does so, he may have deprived the worker of
part of hls compensation. It is on these grounds of equity that the
President's Committee urged the adoption of minimum standards
of vesting in pension plans as a condition for qualification under the
tax laws."1

A low level of voluntary mobility may be highly desirable. It may
be economically more efficient and may accurately represent worker
choices. There is no presumption or convincing evidence that high
mobility is more conducive to economic growvth and individual liberty
than is low mobility within rather broad limits.

II. TiLEORY OF WORKER AND EiPLLoEr B11iAVIOR

The theory of employer and worker behavior with respect to pen-
sions presented in this section is quite simple, but it predicts or ex-
plains seemingly inconsistent patterns of behavior. For instance, em-
ployees appear to value pension rights only slightly, but employers
count on pensions to reduce turnover. Employers prefer unvested pen-
sions for most of the worker's -worklife, but commonly grant generous
vesting on early retirement in the later years of the worker's
worklife. Moreover, the theory permits us to answer some of the ques-
tions about pensions in economic terms that have previously been
answered only by commonsense or in legal (i.e., conventional) terms.
For instance, do workers pay all or part of the cost of the pension

PRISENT VALUES

Throughout this analysis costs, wages, and benefits are usually ex-
pressed in present values. The worker is assumed to take into account;
the balance of his worklife. The worker's present value of a stream

l0Inequity i.9 a personal judgment, but there are many who hold the same view, for
instance, see the comments of Clark Kerr included In President's Committee, op. cit.,
app. D, p. 1.5.

" Op. cit., pp. ix-X.
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of expected benefits E,, E2 , * * * Eco discounted at at rate (1+r),
when the individual has a probability of survival through the period
of pt, is

The Et are the net expected money values of the various advantages of
a given year. 1 2 Those advantages that cannot be converted into money
values are not included in the present value, but the worker can
evaluate medical plans, holidays, and pension plans. Here we con-
sider only two kinds of advantages; namely, wages (W) and pension
costs (P).

The probability of survivinig through the period (pt) depends both
on mortality rates and retirements rates. The relevant interest or dis-
count rate is the rate at which the worker actually discounts the
future in making decisions, but this rate may not be unique. For most
workers the interest rate for borrowing exceeds the rate for lending,
but in fact most workers both borrow and save (or lend). The desired
rate is neither his borrowing or lending rate, but the discount rate
at which the worker would sacrifice expected income next year for
cash today. This rate should depend on his present nonhuman wealth
(wealth that is independent of work), opportunity rate of earnings
on assets, and the risk that the worker views as inherent in his expected
income. If he thinks there is a large variance in the amount Et in year
t he might use a higher rate of discount than if the variance of E,
were lov, because of the diminishing marginal utility of income. Thus
two Et's of the same amount in the same year may have different sub-
jective values.

The worker may also have different rates of discount for near and
distant outcomes. When we use a single rate we must take account of
this possibility by considering that the worker may prefer one of two
equal present values because it has larger benefits in the near future.
In figure 1, for instance, a worker should prefer the lifetime earnings
shown by the lower of the ttwo curves. At every date in the future
stream 2 has the lower present value, but at time 0 (now) it has the
same present value as stream 1. This means that the payoff completed
by time 1 is larger for stream 2 than for stream 1.

During the early years of most careers, the worker invests in his
earning abilities and the present value of his earnings increases. While
investment continues for many years in some occupations, the aggre-
gate amount is less than gross earnings (including the forgone earn-
ings caused by the investment activities). so that the worker receives
a cash income. The longer the period of net investment, the longer
maximum lifetime present value is delayed.13 The maximum present

1" By expected value is meant the sum of the k possible outcomes, ets, each weighted by
Its probability of occurrence (qto). Thus the expected value is

En = Act q t
i=1

la For a discussion of human capital as a function of age, see Burton A. Weisbrod, "The
valuation of Human Capital," Journal of Political Economy, October 1961, pp. 425436.
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altde of a laborer may occur in the late teens, while the maximum
present value for a surgeon is in the midthirties (fig. 2).

Present Value

2

0
Yea r

Figure I

Present Value I

Age

Fig-re 2
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WORKER VALUATION OF PENSIONS

Assume that the worker has a utility function that depends only on
present values of wages and pension costs of en-iployers.'4 Assume also
that the pension contributions on behalf of the worker are held bv
the pension fund. In the event that the worker leaves employment,
the funds are forefeited to the fund and reduce the employer's con-
tributions on behalf of other workers."5

The worker's utility function is

U=U( JVP) (2)

This function assumes that the worker does not evaluate pension
benefits in terms of present values, but knows how much the employer
will contribute for his pension. Assume aU/l IV>O and aU/1P>0.
If the worker attaches no value at all to pensions (aU/zP=O) the
situation is that of indifference curve 1 in figure 3. If dW/dP= (,aUl
3P)/1(U/aW) >-1, the situation is that of indifference curve 2.
This implies that the worker attaches some value to pensions, but
he would prefer a dollar of wages to a dollar of pension costs.le

The third possibility, dlV/dP < -1, implies that the worker prefers
a dollar in pension costs to a dollar in wages.' 7 This is shown in indifler-

Wages

W.

2

P (= W.)
Pension Cost

Figure 3

14For simplicity, pension costs are used instead of the pension plans available to the
worker. This assumes the worker or employer must choose what kind of pension is to be
adopted.

5 Federal regulations provide that forfeited pension credits can only] be used to reducv
employer contributions. This is in most instances identical in effect with this assumption
made in the text.

i6 Curves 2 and 3 are not necessarily linear.
17 This is essentially the assumption made by G. Rimlinger, "A Theoretical Integration

of Wages and Social Insurance," Quarterly Journal of Economics, August 1963, pp. 470-4S4.. Rimlinger unrealistically assumes that the worker prefers pensions to wages but
cannot defer earnings except through collective action, thus assuming away all annuities
and reserve life insurance.
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ence curve 3 in figure 3. Without special tax treatment for pension
costs, few workers would fall in this category. The exceptions would
be: (1) workers concerned about retirement who were convinced that
the employer could earn more or higher return on pension contribu-
tions than the worker could; and (2) those workers who would not
make payments into their own retirement fund but think that they
ought to be made to do so. With special tax treatment, however, there
will be many more workers in this class. One dollar in pension costs
in a qualified pension fund accumulates interest on the whole dollar,
while the dollar paid in wages is taxable before the worker can invest
it. Thus even if marginal tax rates were the same during work and
retirement years, there is a possible advantage in a pension for the
worker.' As it is, of course, a retired worker receives tax-free
OASDHI benefits and gains the advantage of double personal exemp-
tion wvhen 65 years and over. Moreover, by definition of retirement, his
earnings will usually be much lower than during his prime working
years. Most workers, and especially high-wage workers, expect that
marginal tax rates will be lower in retirement than during tihe prime
working years.

WORKER ATTITUDE TOWARD JOB-C.I.[ANGING

Define the worker's mobility during period t (At) as the probability
of his leaving the job during the period. For a given set of alternati ve
jobs available to him, his mobility will be a function of the utility of
the presently held job

(1vt = 111( Ul7) (31)

Assume that an increase in the utility of the present job, cetereis
paribus. decreases his mobility (Z21Mt/aUt<O). Any change that in-
creases his utility decreases his mobility (23.1/3IV<0 and 33f/aP<0
[in the usual cases in which DU/P1P<O]). For given wages and
pensions in the job presently held, the worker's mobility depends
directly on wages and pensions in alternative jobs. These depend on
the other employers' perceptions of the worker's productivity.

What effect does an unvested pension have on the worker's mobility?
The worker with completed service under the pension plan can expect
a larger pension if he stays wvith the firm than if he moves to another
firm with identical wages and pension plan, so his mobility is reduced.
When benefits are a large part of the worker's human wealth, as witlh
workers close to retirement and executives, mobility should be sub-
stantially reduced. A fully vested pension should have no effect even
though it is expected income rather than nonhuman wealth because
receipt of the vested pension does not depend on continued employment
in the firm. Arn unvested pension is in no essential respect different f rom

1B If W, is the present value of earnings when a pension is paid, WTV Is the present
value of earnings when no pension is paid, Ip is the present value of taxes when the
pension Is paid, and I. is the present value of taxes when only wages are paid, then the
worker will prefer a pension if U(WvP)>U(W.,O). Usually, tJ(WP-IP)>U(W.-.7I)
If wp-Ip>W.-l.. In this case, it is possible for Wp<Wwc if I, is sufficiently smaller than
lIw. This means that If the tax saving is sufficiently great, then the W,+P can be less
than IV. even though the utility of Wp and P is greater than the utility of WTV. This is
likelv to he so If the worker attaches a great deal of importance to pensions or has a high
marginal tax rate. Given the tax advantages, the employer may spend less on pensions
and wages together than he would have to spend on wages alone if he could not grant
pensions.

S3-200-67-fit. IV 10
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other expected income, and if another firm wishes to bid enough, it can
make its offer greater than the present value of the unvested pension
and wages in the original job.

The effect of pensions depends on the present value of the pension
costs (P) compared to the total present values of the worker's total
wealth (A) and of the wages associated with the job (W). Total
wealth is important because a worker with large wealth can better
afford to forfeit pension rights. In a pension plan integrated with
OASDHI under Internal Revenue Service regulations, the higher the
worker's wages the larger are the proportions of his pension rights to
his human wealth and to his total wealth. Hence, P/W and P/A are
both increasing functions of IV. Thus we would expect the immobiliz-
ing effects of pensions to be greater for higher earners, ceteris paribubs.
In fact, wealth is highly correlated with earnings so the immobilizing
effects resulting from the high ratios may be mitigated by a high
level of wealth.

As the worker ages, 11' declines although A may increase. Usually
P/A will be an increasing function of age; hence, the immobilizing
effects of unvested pensions should increase with age.

The likelihood of a potential employer making an offer of a more
valuable job to the worker decreases with age because of the shorten-
ing of remaining worklife that occurs with increasing age and the
increasing ratio of P/(+P) that results from accumulating pension
rights. The present value of the productivity differential between any
two jobs normally decreases with age, while the premium necessary
to move the worker increases.19 There are few instances in which
potential employers will pay a premium for an older worker. In
most instances invested pensions restrain mobility of workers close
to retirement age far more than is necessary to prevent movement
because the older worker has no alternatives.

EM3PLOYERIS WAGE POLICIES

The magnitude of the worker's wages depends on his employer's
perception of his productivity. The revenue attributable to the worker's
productivity is

R=:L (l+(i) t (4)

where (lRP) t is the marginal revenue productivity of the worker
at time period t, dt is the probability of the worker continuing in
the job through period t, and (1+i) is the rate of discount relevant
to the firm, which is the firm's marginal profit rate, since employers
are usually assumed to borrow up to the point that the profit rate
equals their interest rate (marginal interest rate in the case of a
monopsonistic borrower).

The marginal revenue product depends in part on the worker's
marginal physical productivity, which depends on his native ability
and his training. If the labor market is in equilibrium for different

"'A given wage difference has a lower present value for an older worker than for a
younger worker.
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kinds of workers, a dollar buys the same marginal revenue produict
for each grade of worker. If the employer provides general (or mar-
ketable) training at firm expense, then he will have to pay the
worker his increased market value. If the worker is trained in
skills that are useful only to the particular firn ("specific training"
in Becker's term 20) his market value to other firms does not increase
and the finn will not have to pay the worker a higher wage than
before the training. Nevertheless the worker can cause a loss to the
firm by moving. This loss of specific training is one of the major
turnover costs of the employer. 21

Once a firm has invested in specific training for the worker, it has an
incentive to protect the investment while it is being amortized. It can
do this by paying the worker a larger wage than his opportunity wage
that might be paid by other employers who could not benefit from his
specific training.22

'rho probability of survival, dt, depends not only on mortality and
probability of disablement to the worker but also on his mobility, since
if the worker leaves employment with the firm he is economically dead
to the employer. The probability of survival depends in part on actions
of the employer through his compensation policy.

The employer's compensation policy is also influenced by the pres-
ence of a union or the threat of unionization. Unions usually seek job
security. They tend to demand and to enforce strict seniority rules for
layoffs and promotions. The worker's seniority provides security worth
a great deal of money.2 3 Few executives or salaried workers are covered
by formal seniority systems, but the custom that older workers shall
not be discharged, demoted, or suffer wage cuts simply because their
productivity has dropped is a powerful constraint. The employer lacks
complete control over the wages and tenure of many of his employees
for each period of time. Hiring decisions are increasingly long-term
decisions, and this trend has led to a gradual decasualization of labor
markets and the growth of continuing employment relationships.

The effect of these practices, together with the eventual decline of
productivity in old age leads to a situation in which productivity and
salaries are to a degree independent (fig. 4). The present value of the
worker to the firm is at first close to zero (for the marginal worker),
becomes large, as mobility decreases with length of service and as the
employer invests in specific training for the worker, reaches a peak,
then declines and becomes negative as the worker's expected worklife
shortens and as wages exceed productivity (fig. 5).

2N See Gary S. Becker, "Investment In Human Capital: A Theoretical Analysis," Journal

of Political EconotnV, supplement: October 1962, pp. 9-49.
21 Others include recruitment costs, severance pay, and the costs of any chargeable

uneiujployment insurance.
2 In some circumstances, the specific training of a worker may become valuable as a

result of commercial rivalry, and the rival may be willing to p)ay a substantial premium
to learn about the internal affairs of the original employer. "Trade secrets" in the sense
of unpatented Inventions and techniques are other examples of marketable human capital,
the knowledge of which may not increase the physical productivity of the worker but
may make him especially valuable nonetheless.

1 'The worker's accumulating seniority increases his expected stream of earnings by
inereasing the probability of his being promoted to the level of his ability and decreases
the variance of the expected earnings since the probability of layoff is decreased. A senior-
ity system may decrease the present value of the job to the new worker who would
expect rapid promotion if promotion were based on ability and who does not value distant
income very highly.



OLD AGE INCOME ASSURANCE-PART IV

Age

Fiqure 4

Ccpita I
vaiue of
worker

n

Age

Fiqure 5

_Nll

142



OLD AGE INCOME ASSURANCE-PART IV

EMPLOYER ATTITUDES TOWARD PENSIONS

Assume employers wish to maximize profits and that they hire any
worker for whom revenue R (as defined in equation 4) is greater than
cost C, where

C=IV +P+ T (56)

in which IT is the present value of wages, P is the present value of
pension costs, and T is the present value of turnover costs. The firm
must minimize cost for each worker subject to the worker's utility of
his opportunity wage, which we have assumed is a function of W and
P'. It was assumed above that the worker knows P and now assume, for
simplicity, that his expectations and his employer's expectations of
IV are the same. Since W and P enter the worker's utility function and
T does not, the employer may pay more to the worker than is minimally
necessary to keep him, that is, T is an increasing function of the
worker's mobility which is a decreasing function of P and W, hence

C= W+ P+ T(W,P) (6)

in which 6T<0 and 6T <o.

Pension Cost

Figure 6

Te
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For a given level of turnover cost (as To in fig. 6) we assume a di-
minishing marginal rate of substitution of P for W. Similarly, for a
given level of wage cost (say W0 in fig. 7) we assume a diminishing
marginal rate of substitution of P for T. The employer minimizes C
subject to the worker's opportunity utility by choosing the lowest (or
outermost) isoturnover cost curve (Te in fig. 8). The assumed curva-
tures permit a stable, but not necessarily unique, equilibrium if curva-
ture of the cost function is greater than the curvature of the utility
function at the equilibrium point.24

This equilibrium is reached paying the worker a stream of wages IIT,
and pension costs P, with total cost C +±', to the firm. The wvorker
wvould accept a wage Wo with no pension giving a total cost Wo + T0
to the firm. This implies that To- Te (turnover savings) is greater
than Pe - T1V + We (net pension cost).

As a result of this cost minimization the employer now has an opti-
mal compensation package for each employee and pension contribu-
tions accumulate for each worker but belong to the worker only when he
gains a vested right.25 This is true even though the worker may have
given up some of his current wages (as lie will have if Z3U/3P>O)
in exchange for pension rights. Only if the worker attaches no value
whatever to pensions does the employer pay the entire costs.

We can now consider the question, Why should one employer value
the worker at more than another em]ployer ? When firms and the labor
market are in equilibrium, resources should be employed in the firms
so that the marginal revenue productivities are equal to prices. A par-
ticular worker should be worth the same to two firms with identical
technologies unless the worker has firm-specific training. Hence, in
equilibrium, the worker's capital value to the firm is the present value
of his specific training. If the accumulated tinvested pension rights ex-
ceed the value of specific training, the employer is exploiting the
worker, having established larger pension rights than necessary to coin-
pensate the firm for losses in company-financed specific training.2 0 If
the accumulated pension rights are less than the capital value of the
worker, the firm is out of equilibrium and it should hire more workers
of the same sort as the given worker.

These conclusions follow because, in a firm with unvested pensions,
the worker continues to accumulate pension rights (D) as he toes.
In contrast, his capital value to the firm (Kf), or the value of his firm
specific training (L, which in equilibrium is equal to K), peaks wvell
before retirement age and then declines. There is, therefor e, a tendency
for value of accumulated pensions to the firm to exceed the value of
unamortized specific training. W1,1henever pension rights exceed value

2 The mathematical solution of a problem of minimizing a nonlinear function subject
to a nonlinear constrnint Is slightly more complex than the familiar linear-nonlinpar
problem treated il microeconomic theory, In pnaticular, the stability (or second, ordlprI
properties become more complicalted. This problem is treated (in its maximizing guise!
in Ft. Folk and X. N. Wolfe. "The Ambiguity of the Substitution Term.' Econaoiel
August 1964. The first-order conditions In the present problem Imply that in equilibrium
the last dollar In wages provides the same utility to worker as the last dollar In pensions
or in tu-nover costs. As a result the marginal rate of substitution of wages for pensqios
for the firm may differ from the marginal rate of substitution of wages for pensions for
the worker.

23 There need not be any funds placed in a pension fund, the employer only need recog-
nize tle liability.

2N If the worker values pension rights then part of the pension rights represent a redilc-
tion in wages.
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of specific training, the present value of future earnings that the firm
pays the worker (Efib) can be less than the worker's market value
(E), since

D+EF=L+Ef (7)

represents the compensation just sufficient to place the firm in equilib-
riumn. If D> L, then Ep<EM and this implies that future compensation
is less than the presnt value of the worker's marginal revenue product,
wll ich is the conventional definition of exploitation.27

SUMMARY

In this section we have derived a number of predictions about em-
ployer and worker behavior from simple assumptions about the profit
maximizing and cost minimizing behavior of employers and the utility
maximizing behavior of workers.

re found that-
(1) Workers will have lower mobility when they are covered

by an unvested pension plan, unless they attach no value at all to
the pension; the effects should be larger with higher earnings and
greater age.

(2) Workers will favor pensions more if there is a tax advan-
tage (as there is in the United States).

(3) Workers pay for part of their pensions through reduced
wages if they value pensions at all.

(4) Employers will adopt a pension if it increases their profits
and it will increase their profits only if it reduces mobility and
allows turnover savings (except when tax savings to the worker
are great enough that he prefers a lower outlay by the employer
with a pension to a higher outlay without a pension).

(5) In equilibrium, the value of the accrued pension rights of
a worker will exceed or equal the capital value of the worker to
the firm.

(6) Employers can allow partial or graded vesting for most
workers at all ages and full vesting for many older workers with-
out paying more to workers than they had planned. If they do
not, they are exploiting the worker.

III. EVIDENCE or THE EFFECT OF PENSIONS ON LABOR MOBILITY

The analysis in the preceding section suggests that unvested pen-
sions will reduce mobility if workers value pensions and that profit-
maximizing employers will adopt pensions unilaterally only if they
believe that mobility will be reduced. Direct evidence of the associa-
tion of pensions with low mobility is scanty, but there are three studies
worth examining:

(1) Parnes' study of two plants in Columbus, Ohio.
(2) The Bureau of Employment Security's seven-city study.

273 e ignore the sense of exploitation In which any employee of a firm in imperfect
eomnpetition is exploited. See Allan Cartter, Theory of Wages and Employment, Irwin,
Homnlewood, 195S, pp. 65-70.

14I6
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(3) Interindustry comparisons based on Bureau of Labor
Statistics data on pension coverage by industry.

PARNES' STUDY

Herbert S. Parnes studied male production workers between the
ages of 35 and 50 employed in two Columbus, Ohio, firms, one with a
pension plan (company P), and the other without (company N).20
Both firms were metal-fabricating establishments located less than a
mile apart. Until shortly before the study they had been owned by the
same family and had similar wages and personnel policies. Company
P wvas organized by a CIO union and company N by an independent
union. Company N had slightly higher wages. Company P had a pen-
sion plan with normal retirement at age 6I for workers with 15 years of
service. At the time of the study the monthly benefit formula was $1
for each year of service up to age 40 plus $2 for each year of service
between 40 and 65 years, and $1 for each year to 68. A worker hired
at 25 would receive a monthly pension of $65. Company N had a de-
ferred profit-sharing plan paying a lump sum on severance to work-
ers with 5 years of service or more.

The two firms had work forces similar in personal, family and
migrant status, job composition, tenure, mobility characteristics, and
job satisfaction.

Retirement plans were mentioned as "things liked best about work-
ing for the company" by only 2 percent of the workers in each of the
companies, but were disliked'by 6 percent in Company N and 4 percent
in company P. Retirement plans were mentioned as favored imp)rove-
ments in terms or conditions by 15 percent of the workers in Company
N and 11 percent of those in company P.

Workers in these two firms and in firm C, a "control" firm with a
long established pension plan, were asked if they would or would not
accept a hypothetical job paying 30 cents an hour more and otherwise
identical to their present job. Only 16 percent of the workers in firm
P and 17 percent in firms N and C would make the change without
qualification.

The reason for refusing to accept the job or perceived disadvantages
of accepting the hypothetical job was:

N P C

Percent mentioning security - -76 84 78
Percent mentioning loss of fringe benefits - -- 2 14 8

In company P only 5 of the 13 workers mentioned fringe benefits
specifically mentioned pension rights while seven mentioned vacation
time. In company C, three of four workers mentioning fringe benefits
mentioned vacation time while only one mentioned pension righlts.

as "Workers' Attlitides to Job Changing: The Effeet of Private Pension Plnnq." in
01a1(dys L. Palmer et al., Thie Reluctant Job Changer-, University of Peisnsylvanin, Phila-
delplia, 1962, pp. 45-SO.
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Parnes concludes (p. 58) that there is "* * * no evidence that pro-
visions for retirement occupy a prominent position in the respondents'
minds when they evaluate their jobs, even though substantial numbers
believe that their retirement programs leave something to be desired."

Only one-fifth of company N workers and one-seventh of company
P workers have looked for other work except during layoffs since
being hired. An additional fourth of each company had thought of
looking for another job.

Respondents were also asked the hypothetical question: "Suppose
you were laid off at the (company) and found exactly'the same kind
of work at the same pay with another company in Columbus. If you
were called back to the (company) after 6 months, do you think you
would go back?" Responses were similar among the three groups of
workers, but workers in company C in which the pension effect should
have been greatest showed the greatest reluctance to return. Again job
security is the most important reason for returning. Fringe benefits
were mentioned by relatively few respondents as reasons for returning,
and vacations were mentioned more often than pensions.

Parnes concluded (p. 68) "* * * however immobile workers may
be, the explanation is not related in any substantial degree to the
existence or characteristics of a pension plan." He also found that
relatively few workers in any of the three companies had a very clear
idea of benefits of either social security or company retirement plans.

BES SEVEN-CITY STUDY

The most comprehensive data dealing in the turnover rates for firms
wvith and without pensions comes from the seven-city study conducted
in 1965 by the Bureau of Employment Security.29 Annual turnover
data for 1955 were collected for establishments of 50 or more em-
ployees classified by pension plan coverage.

Quit rates are usually higher in pension firms than in nonpension
firms classified by industry division (table 1). The quit rates are
actually higher in pension firms for workers 25 to 44 years old in con-
struction and for workers under 25 years old in service industries and
in transportation. On the whole, however, pension firms have lower
quit rates than nonpension firms.

Quit rates by age for pension firms classified by size of firm also are
lower than the quit rates of similarly classified nonpension firms
(table 2). The quit rates are inversely related to size of firm.

These data do not prove that pensions reduce mobility, but they
clearly demonstrate that firms with pensions have lower quit rates,
independently of industry or of size of firm, although the lower
mobility of workers in pension firms cannot be laid to pensions alone.
There are three major reasons that pensions may not be the principal
immobilizing influence in firms with pensions.

20 lireau of Employment Security. Older Worker Adjustment to Labor Market Practices.
BES Bfllflotin R151. 1956. Previously unpublished data from the same study are Included
in H. Folk, Private Pensions and Manpower Policy, BLS Bulletin 1,359, 1963.
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TABLE 1.-ANNUAL QUIT RATES BY INDUSTRY, AGE, AND PENSION COVERAGE, 1955,1 6 AREAS'

Quits per 100 employees

Industry division and pension class Under 25 to 35 to 45 to 55 to 65 yrs. All
25 yrs. 34 yrs. 44 yrs. 54 yrs. 64 yrs. and older ages '

All industries:
Pension. -- 41 22 14 6 3 9 17
No pension - -- 47 34 22 16 12 11 24

Construction:
Pension - . 38 36 23 11 5 11 27
No pension - - _ - 21 24 21 21 18 9 20

Manufacturing:
Pension . 33 21 12 5 2 8 14
No pension .. . . 43 34 19 11 9 10 23

Transportation, comrnunication, and
public utilities:

Pension .31 16 15 2 8 6 13
No pension . - 7 24 12 5 2 9

Wholesale and retail trade:
Pension .51 30 20 10 4 6 25
No pension . - 60 47 30 21 17 12 35

Finance, insurance, and real estate:
Pension . 37 24 16 4 3 22 21
No pension 90 59 48 22 19 16 49

Service:
Pension . 70 19 15 6 6 18 18
No pension 46 29 22 28 13 16 26

In establishments with 50 workers or more covered by State unemployment insurance laws or by the Railroad Retire-
ment Act. Years ending June 1955, except Los Angeles (March 1955) and Seattle (December 1955).

2 Detroit, Los Angeles, Minneapolis-St. Paul, Philadelphia, Seattle, and Worcester.

Source: BES data published in H. Folk, "Private Pension Plans and Manpower Policy," Bulletin 1359, Bureau of
Labor Statistics, 1963.

TABLE 2.-ANNUAL QUIT RATES, BY SIZE OF ESTABLISHMENT, AGE, AND PENSION COVERAGE, 1955,' 6 AREAS 2

Quits per 100 employees

Pension class and age Number of employees in establishments

Total 50 to 99 100 to 499 500 to 999 1,000 to 5,000 and
4,999 over

Workers under 45 yrs.:
Pension . 23 29 27 21 20 23
No pension . . 33 39 33 39 22 -

Workers, 45 to 64 yrs.:
Pension 5 6 7 3 4 4
No pension 15 21 14 12 7

I See footnote 1, table 1. 2 See footnote 2, table 1. Source: See table 1.

First, characteristics other than industry or size of firm which affect
mobility may differ between pension and nonpension firms. Pensions
are more common in high-wage firms; hence, pension firms probably
have higher wages than nonpension firms. Pensions are also much
more common in unionized firms, and such firms are likely to have
strict seniority rules and effective grievance procedures which mini-
mize the necessity of workers changing jobs in order to obtain satis-
factory work situations. Firms in seasonal industries are less likely
to have pension plans than firms with fairly steady year-round em-
ploynient; hence, the nonpension firms probably include most of the
seasonal firms which characteristically have high labor turnover. In
other words, pension firms are likely to offer better compensation,
working conditions, and job security than nonpension firms, and might
be expected to have lower turnover regardless of the effect of pensions
in holding workers.
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Second, pension firms have lower accession rates than nonpension
firms. About 70 percent of workers separated in 1955 had less than 1
year of service. If the patterns of separation of pension firms and of
nonpension firms are similar to those of all firms, then the lower
accession rates of pension firms would mean that fewer short-service
workers who are prone to quit or are frequently discharged are em-
ployed. The lower accession rates of pension firms may be a result of
lower separation rates induced by pensions, but they are also related to
the lower rate of growth of employment in firms with pensions.

Third, pension firms have lower quit rates in most age groups in
all industry and size-of-firm classes although the differences are
largest for older age groups. Since the effect of pensions on the mobility
of young workers is probably quite small, this finding suggests that it
is factors other than pensions which account for much of the lower
mobility of workers in firms with pensions.

The pattern of firm maturity and large size associated with the
presence of pensions is also associated with the presence of unions
and formal seniority systems with the consequence that other factors
associated with low mobility may be more important than pensions
which were in this instance chosen as the dichotomizing variable. It is,
unfortunately, not possible to control this survey for these factors,
but it is unjustifiable to ignore their existence and potentially great
impact.

BLS STUDY

It is possible to estimate the percentage of workers in several in-
dustries that work in firms with pension plans (table 3). These es-
timates of pension coverage can then be compared with voluntary mo-
bility rates of workers in these industries for the same year. The volun-
tary mobility rate ranges from 9.7 jobs left for improvement of status
per 100 workers in retail trade down to 3.6 jobs left per 100 workers
in transportation, communications, and public utilities. The rank
correlation between percentage of workers in firms without pensions
and voluntary mobility rates is not statistically significant.30

TABLE 3.-PENSION COVERAGE AND VOLUNTARY JOB CHANGING, BY INDUSTRY, 1961

Wage and Workers in firms with pensions 2
salary Voluntary mobility

workers on rate 3
Industry payroll I Number Percent of total

(annual (thousands) - --- Percent Rank
average in Percent Rank
thousands)

Mining -,----- 673 327 48.7 6 8. 3 2
Construction -2,816 1.072 38. 1 5 8 3 3
Manufacturing -16,326 9,678 59.3 8 5. 0 7
Transportation and pablicautilities - 3,903 2,556 65.5 7 3.6 8
Wholesale trade -2,993 479 16. 0 3 6.8 5
Retail trade -8,344 440 5.3 2 9.7 1
Finance, insurance, and real estate- 2,731 733 26.8 4 7.8 4
Services -7,610 308 4. 0 1 5. 4 6

I Bureau of Labor Statistics, "Employment and Earnings," 1961.
2 Bureau of Labor Statistics, "Labor Mobility and Private Pension Plans," BLS Bulletin 1407, June 1964, table 27, p. 68.
3Derived from data in Bureau of Labor Statistics, Special Labor Force Report, No. 35, table G, p. A-10, and No. 25,

table C-2, p. A-17. The number of jobs left in each industry was multiplied by the percent of workers who left jobs for
reason of "improvement of status" and the product was divided by the total number of wage and salary workers during
the year in the saane industry.

3O The Spearnian r. is 0.381, while for NV=8, the 0.05 significance point is 0.643.
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Much of the variation in voluntary mobility between industries is
attributable to factors other than pensions, of course, but the in-
significant gross correlation between pension coverage and voluntary
mobility suggests that pensions cannot be a major factor relative to
the other causes of differential mobility.

SUMIMIARY

The direct evidence available is quite limited and does not provide
unequivocal support for the effect of pensions on mobility. Both the
Parnes and BLS studies contradict the proposition. Considering the
palpable inadequacies of these studies, however, this would not be
very important if the BES study uniformly supported the proposition.
Only a naive interpretation of the data lends support to the proposi-
tion. All that can be said is that there is a strong simple correlation
between low quit rates and the presence of pensions, but that we recog-
nize that the partial correlation might be small if other variables were
included in the analysis.

IV. TRENDS IN LABOR MOBILITY AND JOB TENURE

Recent changes in mobility have been influenced by changes in eco-
nomic conditions. Occupational mobility during the depression decade
of the 1930's was markedly lower than during the prosperous decade
of the 1940's. 'Manufacturing quit rates were low during the 1930's
but high in the prosperous 1920's and 1940's. Judging by these rates,
there has been a long-term downtrend in mobility, but the trend has
been reversed during periods of marked prosperity.31

MANUFACTURING QUIT RATE

Most of the discussion of trends in labor mobility has centered on
trends in manufacturing quit rates, which have, heretofore, been the
only long statistical series of comparable observations. Evaluation of
trends in manufacturing quit rates must include consideration of
the level of unemployment. Even when this factor is taken into ac-
count, however, it appears that quit rates during the relatively pros-
perous years of 1951-53, 1955-57, and 1963-65 did not approximate
the very high quit rates of the World War II period.

The downtrend in the quit rate has been explained in terms of the
following influences:

1. Growth of unions
2. Development of seniority provisions
3. Developmnent of fringe benefits (especially pensions)
4. Governlment and supplementary unemployment benefits
5. Growth of large corporations
6. Aging of the labor force
7. Stability of manufacturing employment.

m' Some of the principal articles discussing the downtrend In mobility are Ewan Clague,
"Long-Term Trends In Quit Rates," Employment and Bnrnings, December 1956; Arthur
M. Ross, "Do We Have a New Industrial Feudalism?" American Economic Rcview,
December 1958; Joseph Shister, "Labor Mobility: Some Institutional Aspects," Indiis-
trial Relations Research Association, Proceedings, 1950; Paul F. Brissenden, "Labor
Mobility and Employee Benefits," Labor Law Journal, November 1955.
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Each of these factors undoubtedly has played a role in the decline,
but no one of the factors explains the downtrend over the entire
period for which turnover data is available. During- the postwar
period, with which this analysis is primarly concerned. it is likely that
only the development of fringe benefits, aging of the labor force, and
stability of manufacturing employment could have had much in-
fluence. Unions, seniority practices, unemployment benefits, and large
corporations were prevalent during both the war and immediate pre-
wvar period. During the postwar period it can scarcely be said that
there has been enough of an increase in prevalence of these factors to
have had much influence on the quit rate.

The relative stability of employment in manufacturing over the
period 1946-50, and over the period 1953-63, probably played the
major role in the downtrend of the quit rate over this period. When
accession rates are low, relatively few highly mobile younger work-
ers and short-service workers enter manufacturing, so that quits of
younger workers fall off also, and consequently total quits decrease.

These relationships are shown in turnover data for the period 1947-
65 (table 4). In years of high unemployment, such as 1949. 1954, 1958,
and 1961, both quit rates and new hire rates are relatively low; while
in prosperous years, such as 1951, 1955, and 1965, both quit rates and
new hire rates are relatively high. Even so, the quit rate in 1949 (a
recession year) is as high as in any year since 1953. Apparently there
is a downtrend in quit rates that is not fully accounted for by the
higher unemployment rates of the late 1950's and early 1960's. There
has also been a sharp downtrend in the new hire rate. New hires and
quits are highly interrelated because workers quitting are replaced
by new hires and many newly hired workers quit soon after beginning
work. The general decline in separation rates over the period is attrib-
utable largely to the decline in the quit rate. Before 1954, quits were
more than one-half of separations in each year except 1949. Since 1954,
quits have been less than one-half of separations in every year.

TABLE 4. OVER RATES IN MANUFACTURING, ANNUAL AVERAGES, 1947-65

Manufacturing
unemployment Employment

Quits per rate (percent Layoffs per growth rate New hires
100 workers of experi- hundred (net acces- per 100

enced wage workers sions per 100 workers
and salary workers)
workers)

1947 - 4.1 - 1.1 0.5 -
1948 -3.4 3. 5 1. 6 0 -
1949 -1. 9 7.2 2. 9 -. 7
1950- 2.3 5. 6 1. 3 1. 2 -
1951 -2. 9 3.3 1. 4 0 4.1
1952 -2. 8 2. 8 1. 4 .5 4.1
1953 -2.8 2.5 1. 6 -. 3 3.61954 -1. 4 6.1 2.3 -. 5 1.9
1955 -1. 9 4.2 1. 5 -. 6 3. 0
1956 -1.9 4. 2 1. 7 0 2. 8
1957--------------- 1. 6 5. 0 2.1 1. 5 2.2
1958- 1. 1 9.2 2. 6 -. 5 1. 7
1959 - 1. 5 6. 0 2.0 .1 2. 6
1960 - 1. 3 6.2 2.4 -. 5 2.2
1961 -1. 2 7.7 2.2 .1 2. 2
1962 -1. 4 5. 8 2. 0 0 2. 5
1963 - 1. 4 5. 7 1. 8 0 2.4
1964 1. 5 4. 9 1. 7 .1 2.61965'-~~~~~1.9 4. 0 1.433.1965 ---- -------- --- ~ ~ ~ ~ I 401..3 3. 1

' Preliminary.
Source: Bureau of Labor Statistics data in "1966 Manpower Report of the President," table A-15, p. 169, and table C-8,

p. 205.
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In section II we analyzed the possible effects of pensions on monbility
and concluded that an unvested pension would probably reduce the
worker's mobility. Here we must attempt to measure the possible ag-

gregate effect. Coverage by pensions has grown rapidly. This means
that the number of workers exposed to the demobilizino effects of
pensions has increased (table 10, below), but at the same time vesting
provisions and substitutes have been introduced into plans as they
matured, so the immobilizing effects of many existing plans have been
reduced during the period. All this has occurred during a period when
the quit rate (Qt) has declined, but, at the same time, there has been a
downtrend in the new hire rate (He) and in net accession rate (G.) or
employment growth and an uptrend in the unemployment rate (Ut)
and the layoff rate 0l,). We would expect voluntary mobility to be a
function of all these variables. Thus,

(Qt-F(H~,,L,,G,,Ut)

The new hire rate is related because the greater the number of new
hires, the greater the number of short-service employees, and because
the mobility of short-ser.vice employees is high, this means quits will

be high, hence- Q-'>O. Of course, it works the other way, too; a high

quit rate means vacancies and these are filled by new hires.
The growth factor (Gt) is important because, for given levels of the

other variables, the greater the rate of growth the greater are job op-

portunities in manufacturing. Hence, aQ' >0.

The effect of layoffs on quits are obvious enough. Mlost laid-off work-
ers have low seniority, and these have the highest quit rates, and many
who are laid off would have quit anyway. Also, the worker seeing

others laid off is also less likely to quit. Hence, aQ' <0
The effect of unemployment on the quit rate is the same as that of

layoffs, since it is simply a moving average of lagged layoffs, less re-
calls, new hires, and labor force withdrawvals. The unemlployment rate

is a proxy for the length of the hiring queue and should make -Q' <0.
C)Ut

It is not possible to get precise estimates because of the multicollin-
earity of the data and the simultaneous interdependence inherent in
quits and new hires, but, it does seem clear that, after variations in the
four independent variables are taken into account, there has been a
significant downtrend in the manufacturing quit rate (table 7). In
each regression of the quit rate on a single variable and trend, the re-
gression coefficients have the theoretically predicted signs and are sig-
nificant at the 0.06 level (except for employment growth which is not
significant). In each case, the inclusion of the trend variable results in
a considerable improvement in the adjusted multiple correlation co-
efficient (R12) which measures the percentage of total variance in the
quit rate that is associated with variations in the independent variables.
When all four independent variables and trend are included in the re-
gression only the new hire rate and trend have highly significant re-
gression coefficients. The adjusted correlation coefficient in this case

153
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is very little larger than the coefficient for the regression that includes
new hires and trend only.

TABLE 5.-REGRESSIONS OF THE MANUFACTURING QUIT RATE ON TURNOVER AND UNEMPLOYMENT VARIABLES,
1947-65

Regression Trend Degrees
Independent variable coefficient coefficient Intercept R2 of

(standard (standard (0=0 in 1951) freedom
error) error)

Unemployment rate - b-0. 2961 - ------- 3. 4446 0.58 16
(. 0604)

Unemployment rate a and trend -(-.- . 2393 (0. 0678 3. 5213 .85 15
(.0372) (.0123)

Layoff rate -- - -. 1599 ------- 4.1525 .43 17
(.3066)

Layoff rate and trend- b-. 9253 b-. 0940 4,1903 .84 16
(. 1707) (.0146)

Employment growth rate -. 5769 - - 1.9733 .06 17
(.4069)

Employment growth rate and trend ( .4208 b-. 1067 2.5181 .57 16
(.2730) (.0226)

New hire rate - b. 7804-- - 3597 .90 13
(.0682)

New hire rate a and trend-- - 6738 b-. 0351 .1777 .95 12
(.0534) (.0087)

Unemployment rate- d-. 1364 - - -.9327 .94 10
(.0542)

Layoff rate- d. 6582
(.2650)

Employment growth rate -. 0077
(.0908)

New hire rate- b.7973
(.1347)

Unemployment rate --. 0931 .4993 .96 9
(.0443)

Layoff rate- d. 6582
(.0443)

Employment growth rate -. 0077
(.0908)

New hire rate- b. 7973
(.1347)

Trend ----------------------- '-.0299 ------ ------------
(.010)6)

a Period included is 1948-65.
b Significant at the p=0.01 level.

¢ Period included is 1951-65.
d Significant at the p=0.05 level.

The regressions support the contention that the manufacturing quit
rate has declined and that not all of this decline is attributable to the
decline in the new hire rate, the growth of employment, unemploy-
ment2 or the layoff rate.

It is tempting, but insupportable, to attribute the downtrend in the
quit rate to the increase in pension coverage. We cannot estimate the
pension coverage in manufacturing employment for all years, but even
if we could, an uptrend matching the decline in the quit rate would
only be suggestive.

CHANGE IN MOBILITY FROM 1955 TO 1961

Comparison of data on labor mobility in 1961 with data relating to
1955 provides some evidence of the nature of changes in mobility pat-
terns in periods of differing economic conditions. The year 1955 was a
-ear of relatively high prosperity (unemployment rate-4.4 percent)

compared with 1961 (unemployment rate-6.7 percent).
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As expected, sharp differences are clearly evident in the mobility
patterns of the 2 years.3 2 In general, voluntary job changing was
sharply reduced in the latter year while job shifts for economlic rea-
sons were substantially higher. The net effect of these two forces was a
drop in overall mobility rates except for women workers 18-34 (table
6).

TABLE6.-NUMBER OFVOLUNTARYAND INVOLUNTARYJOB SHIFTS PER 100 PERSONS WHOWORKED, 1955 AND 1961

Reason for leaving job

Age and sex Improvement in status Economic

1961 1955 1961 1955

Male, 14 yrs. and over - .. 6.1 7.8 6. 8 5. 3
14 to 17 yrs -3. 0 5. 7 2. 8 2.7
18 to 24 yrs -14. 0 18. 6 13.0 11.1
25 to 44 yrs -7. 9 9.1 7.6 5. 6
45 to 64 yrs - 2.1 4.1 4.6 4.0
65 yrs. and over - . .9 .7 2.8 1. 5

Female, 14 yrs. and over -4.1 4.8 2. 8 2. 3
14to 7 yrs -1. 4 5.7 1.4 2. 3
18 to 24 yrs -9. 4 10. 5 5.5 3. 0
25 to 44 yrs- 4. 2 4.3 2. 8 2. 3
45 to 64 yrs -2. 3 2. 6 2. 1 2. 1
65 yrs. and over -. 1 .8 .7 .3

Source: Bureau of the Census, "Current Population Reports, Labor Force Series P-50," No. 70, February 1957, and
Gertrude Bancroft and Stuart Garinkle, "Job Mobility in 1961," Special Labor Force Report, No. 35, Bureau of Labor
Statistics, 1963, and unpublished data on 1955 survey furnished by ELS.

In the older age groups, the 1961 data show sharper changes for
men than for women. The number of voluntary job shifts in 1961
for "improvement in status" of men 45 to 64 was only about half the
rate of 1955. The decline for women in these age groups was relatively
slight.

Changes in the level of economic activity between 1955 and 1961
increased the proportion of job changes due to economic reasons. About
20 percent of craftsmen, foremen, and kindred workers who changed
jobs, did so for economic reasons during 1955 compared with 56 per-
cent in 1961. An increase also occurred in the operative group-from
31 percent in 1955 to 38 percent in 1961 (table 7). The proportion of
job changes for economic reasons among nonfarm laborers also in-
creased from 33 to 47 percent during this period.

The lower level of economic activity in 1961 compared to 1955 pre-
vents any conclusion regarding a trend in recent years from being
more than suggestive. The decline in job changing for reasons of im-
provement of status and the increase in job changing for economic
reasons between 1955 and 1961 is largely attributable to the relatively
high level of unemployment in 1961. While the sharp drop in volun-
tary job changing for men 45 to 64 points up the difficulties which
older workers experience in shifting to better jobs, it is impossible to
indicate to what extent the increasing prevalence of pensions may
have been responsible, but the reversal of the downard movement

12'aerton C. Bernstein dented the signifieanee of the differences In the 2 years as orig-
Onally published In BLS Bulletin 1359 (The Pauture of Pension Plans [Free press of Glen-
coe, London: 1964]1 note 10 to p. 58), but this Is attrilautantle to his failure to renad the
rest of the paragraph. He proceers to write: "Slgnitficantly, invoiluntaryi job separation
accounted for a larger portion of the changes in the 1955 sample" (p. 58).

83-200-67-pt. IR 1ii
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in the manufacturing quit rate since 1961 suggests that economic
conditions are probably the dominating factor.

TABLE 7.-REASON FOR LEAVING JOB, BY OCCUPATION: DISTRIBUTION OF JOBS LEFT IN 1961 AND 1955, BY
MAJOR OCCUPATION GROUP

Reason for leaving job

1961 1955

Major occupation group of job left Improve- Termina- Improve- Termina-
Eco- ment in tion of Eco- ment in tion of

nomic status tempo- Other nomic status tempo- Other
rary job rary job

Total -32.1 32. 6 12.9 22. 5 23. 5 37. 6 17.9 20. 9

Professional, technical, and kindred
workers -21. 7 34. 8 16.1 27. 4 15. 9 33. 3 18. 8 32. 0

Farmers and farm managers- () (1) () () 18. 5 38. 5 30 2 12. 7
Managers, officials, and proprietors,

except farm -36. 0 37.3 6. 9 19. 8 35.8 41. 6 12.1 10.4
Clerical and kindred workers -16.9 36.2 14.9 31.9 15.4 38.3 15.1 31. 1
Sales workers - - 18 4 47 3 14 0 20 3 12 7 51 8 120 234
Craftsmen, foremen, and kindred

workers -56.2 28.7 3. 9 11. 2 29.2 37.9 17.6 15.2
OpOratives and kindred workers --- 38. 5 34. 7 7. 4 19. 4 31. 4 40. 0 9. 9 18. 7
Private household workers -- 27.0 31.0 11. 5 30.5 10.1 43.8 18. 6 27.6
Service workers, except private house-

hold -19.2 33.6 10. 8 36.4 17.2 40. 0 13.3 28. 8
Farm laborers and foremen -13.2 18.4 53.5 15. 0 10. 0 21. 0 52.8 16. 1
Laborers, except farm and mine -- 46. 9 23. 6 9. 2 20. 3 33. 4 33. 9 17. 3 15. 4

' Percent not shown where base is less than 100,000.
Source: Bureau of the Census, "Current Population Reports, Labor Force Series P-50,' No. 70, February 1957, and

Gertrude Bancroft and StuartGarfinkle, "Job Mobility in 1961, Special Labor Force Report, No. 35, Bureau of Labor
Statistics, 1963, and unpublished data on 1955 survey furnished by BLS.

TRENDS IN JOB TENURE

Since the Korean war there has been an increase in length of job
tenure among workers (table 8). The proportions of employed workers
in each group with more than 10 years tenure in January 1963 was
larger than the corresponding proportions in January 1951, but there
was little change from 1963 to 1966. This is symptomatic of a general
decline in labor mobility. The increase in tenure is especially signifi-
cant for analysis of the number of persons who will receive pensions.
Despite the decline in movement, there is evidence of substantial
mobility of older workers.

More than two of five male workers 45 years old and older in 1962
had changed jobs at least once in the preceding 10 years, suggesting an
annual mobility ratio of at least 4 percent (table 9). Surprisingly,
salaried managers and professionals 45 and over seem to be no more
stable than average men or craftsmen and operatives. The most stable
groups are self-employed professionals and farmers (who, of course,
are tied by no pension plan), while the very unstable groups are
service workers and farm and nonfarm laborers, relatively few of.
whom are covered by pensions.
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TABLE 8.-PROPORTIONS OF WORKERS WITH 10 YEARS OR MORE TENURE, JANUARY 1951, 1963, AND 1966

1951 X 1963 1966

Total -.----.--....----- -100. 0 100. 0 100. 0

5 yrs. or less .----- 63. 6 52. 6 54. 6
6 to 10 yrs ------------------------------ 1 6. 0 16.8 15. 6;
11 to 15 yrs- - .. 2 11.6 10. 7
16 to 21 yrs- -. 20.4 9.0 8..2
Over 21 yrs - ---. 10.0 10.9

I Estimated by allocating 257 of those with current jobs starting from September 1945 to December 1947, to the 5 yrs
and less! oup and the remainder to the 6 to 10 yrs. group, and I .43 of those with jobs starting in the January 1940
November 1941, to the 6 to 10 yrs. group and the remainder to the 11 yrs. and more group.

2 Estimated by allocating .' of those with jobs starting October 1945 to June 1950, to the 11 to 15 yrs. group and the
to remainder to the 16 to 21 yrs. group.

Source: Derived from "Experience of Workers at Their Current Jobs, January 1951," "Current Population Reports--
Labor Force," series P-50, No. 36, p. 1. Harvey R. Hamel, "Job Tenure of American Workers, January 1963," "Special
Labor Force Report," No. 36, Bureau of Labor Statistics, 1963, table A p. A-5. Harvey R. Hamel, "Job Tenure of Workers,
January 1966," "Monthly Labor Review," January 1967, table 1, p. 32.

TABLE 9.-PROPORTION OF MALE WORKERS WITH MORE THAN 10 YEARS OF SERVICE IN THEIR CURRENT JOB,
BY OCCUPATION, JANUARY 1963

Percent with more than Median years of service
10 yrs. service

Age 25 to Age 45 and Age 25 to Age 45 and
44 over 44 over

Total male -------- 26. 3 56. 4 5. 1 12. 8
Professional, technical, and kindred -- - 19. 8 60. 1 4.4 14. 2

Wage and salary - -18.2 53.3 4.0 11. 5
Sell-employed.- 33.8 80.5 7.3 21. 0

Farmers and farm managers - -56.2 82.1 11.7 21. 0
Managers, officials, and proprietors:

Except farm - - 29. 2 59. 5 6. 0 13. 8
Wage and salary - -30.4 61. 6 6. 2 15. 0
Self-employed - -27.4 57.7 5.4 12. 9

Clerical and kindred - - 28. 5 61.7 5. 6 14. 7
Sales workers ------------------------------ 17. 3 43. 3 3. 4 8. 3
Craftsmen, foremen, and kindred ---------------------------- 31. 1 56.8 6.0 12. 7
Operatives and kindred- 25. 8 57. 5 5. 2 12. 7
Service workers, including private household ------------------ 21.3 35.3 4. 1 6. 0
Farm laborers and foremen - - 14. 6 26. 3 .9 3. 0
Laborers, except farm and mine .- -- - 18. 1 43.8 3.2 7. 8

Source: Derived from Harve' R. Hanel, "Jo5 Tenure of American Workers, January 1963," Special Labor Force Re-
ports, No. 36, "Bureau of Labor Statistics," 1963, table G, p. A-12.

On this evidence, at least, there is no reason to believe that the pro..
portion of mature managers or professionals who are mobile is espe.-
cially low. Indeed, because layoffs of professionals and managers arc
relatively infrequent, the tenure pattern suggests that the proportiorn
of workers in these occupations who voluntarily change jobs in a
period of years is probably higher than for most other major occupa--
tion groups. This is inconsistent with what is known of gross annual
job changing behavior of these occupation groups. In all occupations
in 1961, 4.5 job shifts per 100 persons with work experience were to im-
prove status, while the rates were 3 per 100 for professionals and 2 per
100 managers. The tenure information suggests relatively fewer job
shifts per job changer during periods longer than a year, and, there-
fore, less gross mobility. In part, of course, the pattern reflects the
relatively high job status of upper white-collar workers, the infre-
quency of layoffs, and the year-round, full-time, salaried jobs they
typically hold. These characteristics, in turn, are related to the specific
investments which employers have in these workers which make em-
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ployers unwilling to lay them off because of their large potential turn-
over costs.

For purposes of pensions, however, multiple-job changes in a single
year are less relevant than tenure data. Workers with short tenure
seldom have pension rights and are not likely to be immobilized by
pensions while a very large proportion of workers with tenure longer
than 20 years are vested so pensions are unlikely to immobilize them.

JOB TENURE AND PENSION COVERAGE

The proportion of workers with nominal coverage by private pen-
sion plans has increased steadily since 1940 (table 10), and is projected
to increase even more in the future. At any time, a much smaller pro-
portion of persons 65 years and older is receiving benefits, in part be-
cause there are some workers this old working, but primarily because
coverage is nominal; that is, it does not mean that the covered worker
has a vested right in his pension plan and will eventually receive a
pension. As pension plans mature, of course, the ratio of beneficiaries to
covered workers will increase. The limited impact of private pensions
on retirement is shown by the estimate that in .1980 only 28 percent of
persons 65 and over will be pensioners and their wives, even though a
very large proportion of these persons will have spent at least part of
their wvorking lives in companies with pension plans. It is mobility,
rather than the relatively recent adoption of many plans that is respon-
sible for this difference in coverage and benefit receipt. Many plans pro-
vide for full or partial coverage of past service when the plan is
adopted, so that the worker who retires with long service a few years
after his employer adopts a pension plan often receives at least a small
pension.

TABLE 10.-ESTIMATED AND PODJECTED PENSION CDVER,3E AND PENSION BENEFICIARIES, 1940-80

Persons 65 yrs. and
Covered workers as over and their de-

percent of employees pendent wives receiv-
Year Covered workers I Beneficiaries I in private nonfarm ing private pensions

establishments 2 as percent of all
parsons 65 yrs. and

older 3

1940 - 4. 1 0. 16 13. 8 -
1945 6. 4 .31 17. 7
1950 -9. 8 .45 23.0 4
1955 -15. 4 .99 33. 8 7
1960 -21.2 1. 78 45.0 12
1962 23. 1 2. 09 48. 4 13
1963 -24.0 2.24 49.3 14
1964 - 25.0 2.40 50.3 14
1970 -34. 0 3.90 59.8 21
1975 38.7 5.20 62.4 25
1980 -42. 7 6.60 63.5 28

1 At end of year, app A, table 1 of President's Committee on Corporate Pension Funds and Other Private Retirement
Welfare Programs, "Public Policy and Private Pension Programs," January 1965.

2 Based on average annual employment and coverage. President's Committee, op. cit., table 2, app. A.
3 Based on estimates by the Social Security Administration and the President's Committee, in table 4, app. A, Presi-

dent's Committee, op. cit.

FREQUENCY OF VESTING

It is possible to estimate the frequency of vesting for 1963. In that
year, the Bureau of Labor Statistics studied job tenure and also inde-
pendently studied pension plans for vesting and early retirement
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characteristics.33 It is possible to combine these estimates to obtain an
imperfect, but usable measure of the frequency of vesting.

The first step is to obtain a distribution of the -work force by age
and tenure (table 11). This is computed directly from the 1963 BLS
job tenure study.

Assume that the age and tenure distribution of covered workers is
identical with the ave and tenure distribution of the work force as a
whole (table 12). T1is is an unrealistic assumption, for it is known
that pension firms as a group have lower turnover at all ages than
nonpension fiens but that pension firms as a group have only insig-
nificantly larger proportions of older workers than nonpension
firnms4 It is reasonable to believe that the average length of service
of workers in pension firnms is likely to be longer in pension firms as
a group than in nonpension firms. Inevitably, then, the use of the
total age and tenure distribution instead of the unavailable age and
tenure distribution for pension firms will underestimate the fre-
quency of vesting.

TABLE II.-DISTRIBUTION OF WORK FORCE BY AGE AND TENURE, JANUARY 1963

Tenure in years
Age in years Total I

5 or less 6 to 10 11 to 15 2 16 to 212 Over 21

Total -100.0 52.57 16.77 11.63 8.95 10.08

Under 45 -60.11 39.57 10.30 5.88 3.41 .96
45 Io 49 -11.39 4.30 1.97 1.89 1.66 1.58
50 to 54 -10.38 3.51 1.70 1.58 1.55 2.04
55 to9 -- 8.36 2.58 1.33 1.12 1.18 2.14
60to64 -5.69 1.47 .89 .75 .71 1.86
65 and over -4.08 1.14 .58 .41 .46 1.51

' Based on persons for whom age and tenure were reported.
2 Estimated by allocating one-half of those with jobs, starting October 1945 to June 1950, to the 11 to 15 years group

and the remainder to the 6 to 21 years group.
Source: Derived from Harvey R. Hamel, "Job Tenure of American Workers, January 1963," "Special Labor Force

Report," No. 36, Bureau of Labor Statistics, 1963, table A, p. A-5.

TABLE 12.-PROPORTIONS OF ALL COVERED WORKERS IN FIRMS WITH GIVEN AGE AND TENURE REQUIREMENT
FOR VESTING, EARLY RETIREMENT OR REGULAR RETIREMENT

Number Tenure in years I
Age in years (thou- -

sands) 2 Total 5 and less 5 to 10 11 to 15 16 to 21 Over 21

Number(thousands)2 . . . .... 15,621 8,214 2,620 1,816 1,398 1,575

Total -15,621 100.00 2.10 26.34 34.29 20.73 16.54

Under 45 . 9,392 49.65 .39 18.83 16.82 4.67 8.94
45 to 49 - - -- 1,780 5.19 . 2.05 2.45 .52 .17
50 to 54 1,622 5.10 .03 .66 1.97 1.41 1.04
55 to 59 1,306 12.62 .74 1.85 6.27 2.65 1.11
60 to 64 .-- 889 9.82 .28 1.49 2.18 3.60 2.27
65 anid over -637 17.60 .67 1.46 4.61 7.87 3,00

'Age grouping in the source differ slightly from those used here: less than 5 instead of 5 and less; 5 to 10 instead of
6 to 10; 16 to 21 instead of 16 to 21, and over 20 instead at over 21. Tne age groupings used here are those at the 1963
BLS tenure study. See table 11.

2 Number of workers is 1961 active workers.
5 Includes workers in plans in widch no age requirement is specified.
Source: Derived from Bureau of Labor Statistics, "Private Pensions and Labor Mobility," BLS bulletin.

Employniaent data ts for 196G, plan data for the 1962-63 winter.
:' See Bureau of Employment SecurIty, Older Worker Adjuetmient to Labor Market

Practice8, BES Bullettn R151, 1956, table XXII, p. 255.



160 OLD AGE INCOME ASSURANCE-PART IV

The "likelihood of vesting" (table 13) is the probability that a
worker employed by a pension im with given age and tenure will
have a vested pension. Assume that a worker with, say, age in the
range 60 to 64, and 16 ito 20 years of experience in the firm will have
a vested pension if his pension firm requires age 64 or less and 20 years'
tenure or less. There is a small error involved here since the worker
might, for example, be 60 years old and have 16 years' tenure while
the firm might require age 62 and 20 years' tenure.

The row and column totals of likielihood of vesting provide estimates
of proportions of the various age and tenure groups that have vested
pensions. Only 10 percent of covered workers under 45 have vested
pensions, while almost three-fifths of covered workers 65 years and
older have vested pensions.

There were an estimated 65,935,000 workers employed in January
1963, and 15,621,000 (24 percent) were covered by private pensions.
If this proportion of workers, 60 to 64 years old, were working in cov-
ered firms, about 11 percent would have a vested pension or be cur-
rently eligible for retirement. This is close to the 14 percent of all per-
sons 65 years and older (and their dependent wives) receiving private
pensions in 1963 (table 10, above). No doubt the 11 percent figure un-
derestimates the proportion of all workers 60 to 64 years old who will
eventually become eligible, but the figure suggests these estimates
are of the correct order of magnitude.

TABLE 13.-LIKELIHOOD OF VESTING FOR WORKERS IN FIRMS WITH PENSIONS, 1963

Tenure In years
Age

Total I Less than 5 5 to 10 11 to 15 16 to 20 Over 20

All ages' -20.3 0.5 20.9 41.6 50.4 71.0

Under45 - - - 10.2 .4 19.2 36.0 40.8 49.7
45 to 49 - - - 24.8 .4 21.3 40.6 45.8 54.9
50 to 54 - - - 29. 5 .4 22.0 43.2 49.8 60. 0
55 to 59 - - - . 38.5 1.2 24.5 52.0 61.3 72. 6
60 to 64 - - - 47.5 1.4 26. 3 56.0 68.9 82. 4
65 and over --- - - 57.1 2.1 28.5 62.7 83.5 100.0

' Based on estimated distribution of covered workers by age and tenure from 1963 BILS survey and likelihood of vesting
in the age-tenure ceils of this table. It is assumed that the likelihood of vesting for each age and tenure group here is the
same as the likelihood of vesting of the similar age and tenure groups of table 11. See table 12, footnote 1.

Source: Derived from Bureau of Labor Statistics, "Labor Mobility and Private Pension Plans," BLS Bulletin 1407, table
29, pp. 69-70.

The estimate of the proportion of workers with vested pension rights
suggests that about one-fifth of the workers in firms with pension plans
have vested pension rights in 1963. The proportion are quite small
among workers with short service who have small likelihood of vesting,
but age is also important, and only one-half of those with more than
20 years' tenure who are under 45 years old have vested pensions.
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Mobility of workers is closely related to age and tenure, so that sep-
arated workers are predominantly young and have short tenure. As a
result, a very large fraction of separated workers have no vested pen-
Sion rights. Even relatively liberal vesting requirements provide no
protection in this event. The Boeing Co., like other firms in the air-
frame industry, has a vesting requirement of 10 years' service, but when
the Dyna-Soar contract was canceled, Boeing laid off 5,000 workers as
a direct result of the cancellation. Of 3,758 respondents to a survey,
only 248 respondents had over 10 years of continuous service at Boeing
suggesting that perhaps 7 percent of the displaced workers had vested
pensions on separation T.35The Boeing example may be extreme in that
the airframe industry is notoriously unstable, but the vesting require-
ment reflects this instability by being especially generous.

Although our results on the likelihlood of vesting are not fully coin-
parable with respect to age and tenure categories with those of Hol-
land, previously published (table 14), it seems clear that our estimate
of the likelihood of vesting is markedly higher in similar age and
tenure groups. In the 1956-59 study, for instance, Holland found a
likelihood of vesting for workers 55 to 59 years old with 20 or more
years of experience to be 55 percent, while for workers of the same age
with more than 20 years tenure our likelihood is 73 percent, and dif-
ferences similar in direction, if not in magnitude, may be found in
other age and tenure groups. Despite the crudeness of our estimates, it
seems likely that vesting has become more widespread in the 1960's, but
vesting is still concentrated among workers with long tenure, especially
among older workers with long tenure.

VI. SUMM0ARY AND CONCLUSIONS

This paper presents theoretical arguments suggesting that, in many
instances (1) pensions are paid for, in part, by wages that are lower
than they would otherwise be; (2) pensions reduce mobility; and (3)
employers exploit workers who leave employment before gaining a
vested right to a pension.

Empirical evidence of direct association between pensions and low
mobility is not convincing, but there is good evidence that mobility has
decreased considerably since World War II: (1) The manufacturing
quit rate has declined, even when account is taken of variations in eco-
nomic conditions; (2) annual voluntary job changing declined between
1955 and 1961: and (3) average length of job tenure increased from
1951 to 1966. There is no direct evidence of association between the
spread of pensions and the decline of mobility, but the change in prev..
alence of pensions has been larger than changes in other factors that
might have influenced mobility.

Leo Neusehwander and Ray Williams, A Case Studij of the Effects of the Dyna-Soar
Contract Cancellation Upon Employees of the Boeing Co., in Seattle, Wash., U.S. Arms
Control and Disarmament Agency, July 1965, table B-3, p. 46.
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TABLE 14.-LIKELIHOOD OF WORKERS OF GIVEN AGE AND LENGTH OF SERVICE HAVING VESTED PENSION RIGHTS,
124 LARGE COMPANY PLANS

Age Length of service (in years) 1947-49 1950-52 1953-55 1956-59

Under 30 -Less than 5 -- 0.2 0.1 0.02 0. 02
5 to 9 .8 2. 2 1. 8 1.9

30 to 39 -Less than 5 -- 2 .1 .02 .02
5 to 9 - - 1.3 2.6 2.3 2. 3
10 to 14 - - 4.0 6.7 5.7 6. 3

40 to 44 -Less than 5 -- .2 .1 0 0
5 to 9 - - 1.3 2.6 2.3 2. 3
10 to 14 - - 5.4 7.4 25.5 30.6
15 to 19 - - 7.5 9.8 26.9 38. 4

45 to 49 -Less than 5 -- .2 .1 .02 .02
5 to 9 - - 1. 3 2.6 2.3 2. 3
10 to 14 - - 6.9 8.5 31.0 35. 6
15 to 19 - - 9. 3 11.1 32.6 43. 9
20 or more -- 13.1 18.4 34.9 47. 4

50 to 54 -Less than 5 -- .2 .1 .02 .02
5 to 9 - - 1. 4 2. 7 2. 5 2. 6
10 to 14- - 7.2 8.8 31.7 37.2
15 to 19 ---- 9. 8 12. 0 34.6 46.7
20 or more -- 18.3 20.2 37.8 50. 8

55to59 -Lessthan -- 1.0 1.1 .1 .3
5 to 9 -- - 2.2 3. 7 2.6 2. 9
10 to 14 - 9. 5 12.0 34.2 40. 0
15 to 19 - 12.5 15.5 38.2 49.9
20 or more -- 21. 3 25. 0 42. 7 55. 0

60 and over -Less than 5 -- 10.8 1. 5 2. 0 1.9
5 to 9 - - 12.0 4.1 4.5 4. 5
10 to 14 -- 20.1 23.1 37.7 42.0
15 to 19 -- 25.0 29.5 43.4 59.6
20 or more -- 36.1 41.5 51. 2 82. 3

Source: Daniel M. Holland, "The Pension Structure," in "A Respect for Facts," 40th annual report of the National
Bureau of Economic Research, Inc. (New York, 1960), p. 45.

The lengthening of job tenure that is both an indicator and a result
of reduced mobility necessarily has resulted in an increase in the pro-
portion of workers who can expect to receive private pensions when
they retire. Even so, mobility is great enough that only one-fifth of the
workers who are nominally covered by pensions have vested pension
rights. Only a small fraction of all workers in each age group have
vested pensions, so that only a minority of workers of any age can
expect to receive a pension with any certainty.

The spread of vesting that appears to accompany the maturing of
pension plans obviously has a long way to go before retirement income
will be secure for a majority of nominally covered workers.

IMPLICATIONS FOR PUBLIC POLICY

Policy considerations have not been emphasized in this study, but
there are several obvious policy conclusions that will be drawn from
these results, and it seems desirable that appropriate qualifications
should accompany these conclusions.

The general economic policy objective of efficiency has not been
thwarted by the decline in labor mobility which has probably occurred.
Thus, even if it could be shown that mobility had definitely declined
and that this decline be traced to the spread of unvested pensions,
there is no presumption that remedial action is needed for reasons of
economic efficiency.

The principal reason for public regulation of vesting is equity. The
pension system receives a substanmtial subsidy in the form of tax de-
ferral for contributions to qualified plans because pensions presumably
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serve a public function. The receipt of pensions by retiring workers is
capricious. Afany workers with long service never receive pensions
because they are laid off or quit before retirement age. The worker who
quits presumably moves to a more desirable job, but this does not mean
that his loss of unvested pensions is not exploitation, at least in a tech-
nical sense. An unvested pension plan is a lottery systiem, in which
only the small proportion of workers who by choice or chance stay
with the firm until retirement age receive a prize. There is no presump-
tion that winners have performed a public service that deserves a sub-
sidy or that the %vorkers who do not receive pensions do not deserve
a subsidy. Those who have attempted to justify unvested pensions
sometimes ground their arguments onl a collectivistic theory of wages
(inconsistent with a capitalistic labor market) in which the workers
as a group receive pensions to which no individual has a severable
interest. Without special tax treatment, of course, the employer could
not deduct pension costs as a business expense unless the cost could
be credited to specific persons who could then be currently taxed for
the value of the benefit earned.

Proposals to require certain standards of vesting and funding for
pensions which have been proposed seldom include full and immediate
vesting because of the considerable expense and administrative incon-
venience involved. Any requirement of vesting is likely to make pen-
sions more equitable and to increase mobility. If mobility increased,
the vesting provision would appear to have a cost, but this would be
fallacious. If the worker moves because his pension is vested and would
not have moved if his pension had not been vested then a pension would
have been paid for his completed service in any event, so that vesting
costs can be based on actual turnover rates, without an allowance for
any mobility increase attributable to the adoption of vesting. Vesting
imposes additional cost on the plan only to the extent that mobility is
already high. Under the excessively conservative turnover assumptions
of little or no turnover among employees with long tenure made by
many firms, the projected additional cost of vesting are likely to be
small. No doubt, this is one of the contributing influences in the spread
of voluntary vesting among plans.

It is a paradox that if pensions reduce turnover in a firm the adop
tion of vesting is not very costly, but if turnover is high then vesting
is not needed to counter excessively lowv mobility. Thus, if public policy
is to regulate pension plans with respect to vesting it should do so on
grounds of equity and fairness, rather than for supposed reasons of
economic efficiency. Such grounds are hardly new. Public policy has
long expressed itself on a similar question by requiring the payments
of wages in cash, conceiving that the enhancement of the liberty of the
many more than outweighed the loss of liberty suffered by the employ-
ers. With respect to pensions, of course, the question is inuch clearer,
because tax deferral of contributions to a qualified pension fund is a
pr ivilege, rather than a right.

163



EARLY RETIREMENT AND INCOME MAXIMIZATION

BY ALLEN J. LENZ, CDR., Sc., USN*

SOME EFFECTS OF TIHE ECONOMIC INCENTIVES IN THE MILITARY RE-
TIREMENT SYSTEM AND OTHER SYSTEMS OFFERING EARLY RETIRE-
MENT

The U.S. military retirement system is designed to serve an estab-
lished need of the military organization: It functions to permit with-
drawal of career personnel from the Military Establishm-lent at rela-
tively young ages, in order to prevent the organization from being
dominated by men too old for the rigors of military life and to insure
that maintenance of "youth and vitality" will provide a combat ef-
fective organization.

The removal of superannuated personmel is a commonplace objective
of retirement systems. However, the military system is virtually unique
with respect to the early age at which the withdrawal of career mem-
bers is mandatory or encouraged.

The military retirement system does fulfill its objective of maintain-
ing "youth and vitality" in the military personnel structure. But, in
achieving its goals the system establishes a pattern of economic incen-
tives and resultant individual behavior responses which may imper-
fectly serve the best interests of the military organization. The purpose
of this paper is to describe some effects of the military retirement sys-
tem on labor mobility and to demonstrate that these effects can stein
from any retirement system which offers an "early retirement" option
to employees who are capable of continued, highly productive employ-
ment.1

Part I briefly describes the military retirement system. The unique
"income maximization" problem thrust upon members of the military
profession by the necessity of a second career is examined in part II.
Part III summarizes the results of a study of the effects of the length
of a military career on lifetime incomes. Part IV examines the career
length behavior patterns which may be expected in some nonmilitary
organizations offering an early retirement option and part V offers
comments concerning the effect of early retirement programs on effi-
cient resource allocation. Conclusions are summarized in the final por-
tion of the paper.

* The author is an active duty naval officer. However, the views and conclusions
expressed in this paper do not necessarily represent the position of the Depart-
ment of Defense, the Department of the Navy, or any agency or staff thereof.

X In this paper "early retirement" refers to retirement without actuarial reduction of
benefits prior to the "normal" retirement age in our society. The normal retirement age is
popularly considered to be about age 65-the age at which unreduced social security
benefits become available.
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T. MILITARY RETIREIMIENT AND SECOND CAREERS

Every career military officer and enlisted man faces ultimate in-

voluntary retirement from military service. In itself, mandatory re-

tirement is not an unusual practice. AMost organizations specify some

age at which the employee is involuntarily removed. However, few,

if any, remove their members at such early ages and in accordance

with such a specific, well-defined plan as does the military.

For the vast majority of its "employees" the military organization

requires retirement at a relatively young age.2 The basis for this re-

cquirem ent is an emphasis on the maintenance of a young and vigorous

m ilitary force capable of performing vital defense and com bat mis-

sions. As a result of prior experiences wherein promotion stagnation

and superannuation of personnel lead to military forces with less than

the desired efficiency and capabilities, the need for such an emphasis

is well established and generally recognized.3 This is not to say that

youth and vigor is a panacea for the military organization or that the

organization) is optimally structured. In the present day world many

m ilitary skills closely parallel those of the civilian economy. Not all

of these skills require the same degree of physical vigor. New concepts,

more complex weapons systems, the continuing cold war, and the

worldwide deployment of military forces may carry need for a re-

curring change in the mix of requirements for physical endurance,

technical skill, and practical experience which would provide the

"ideal" military personnel structure. There can be no assurance that

the present system of personnel utilization is optimum.

Nevertheless, given the present assumptions concerning manpower

requirements and resultant methods of personnel man agement, termni-

nation of all but a tiny minority of military careers at an age much

lower than the normal civilian employment retirement age fills a need

of the organization-not a need of the individual. The termination

may be desirable from the standpoint of the organization, but it im-

poses problems on the individual terminated. His financial needs nor-

mally greatly exceed the income from his military retirement annuity.
And, even though middle-aged commencement of a new profession

may be difficult or even somewhat traumatic, withdrawal from the

For the most part, mandatory retirement provisions for military officers are not tied

directly to age, but rather to grade and length of service. For officers, the retirement system

is closely Integrated with an up-or-out selective promotion system. Each officer Is perlodi-

cally considered for promotion and those not selected for advancement are eliminated from

the active duty force. Those who have 20 years or more of service are forced to retire

upon completion of a specified career length (30 years or less, dependent upon the grade

attained before promotion failure). Those with less than 20 years' service are dischargod

with a separation payment. Generally speaking, only officers selected for flag rank (admiral/

general) can expect to be able to serve more than 30 years. Enlisted personnel are not

subject to the up-or-out selection principle, but few (less than 4 percent of the total enlisted

population) serve beyond 20 years, most availing themselves of the voluntary retirement

option soon after completing a minimum-length career. If large portions of the enlisted

force were motivated to extended-length careers, involuntary removal rates would be high

in order to maintain the degree of youth considered essential.
Thus, while maximum-age limitations are not predominant In mandatory retirement

provisions, grade and length of service requirements and the 20-year-retirement option tend

to generate relatively young retirees and to maintain the desired degree of youth in the

active duty force. A typical offIcer is 43 at completion of 20 years service-an typical

enlisted man Is 39-but the completion of 20 years of active service can occur as early

as age 37.
For further details on the provisions of military retirement, see "Federal Staff Retirement

Systems," appendix to the report to the President by the Cabinet Committee on Federal

Staff Retirement Systems, Apr. 6, 1967, U.S. Government Printing Office, p. 127.
3 See Ibid., p. 365.
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labor market is Usually neither physically necessary, financially prac-
tical, nor emotionally desirable for the typical military retiree. As a
result, the great majority of career military personnel seek civilian
employment in a "second career" after retiring from the military.4

Military retirees generally earn less in their second careers than is
earned by other civilians of similar age and education. One may argue
that, in part, the differential results from availability of the military
annuity and thus a reduced civilian earnings aspiration level for the
military retiree. This probably causes some of the differential, but
there is good evidence that this is not the major cause.5 Rather, the
higher incomes accruing to the civilians appear to be primarily a
natural result of seniority and experience advantages.

If this is the case, then a late, middle-ageed transfer from military
to civilian employment carries an economic penalty, and one can say
that pursuing a military career involves an "opportunity cost" that
follows the individual into subsequent civilian employment. Thus, de-
spite governmental provision of a military retirement annuity which
is a significant percentage of active duty income," from the viewpoint
of the individual, middle-aged military retirement is neither an unmiti-
gated economic nor social benefit. A portion of the military retirement
annuty, in effect, serves to compensate the retiree for the economic
disadvantages typically encountered in a middle-aged transfer from a
military to a civilian occupation. The military retirement annuity is
thus an unusual form of income maintenance program, compensating
recipients in part for the "opportunity cost" of pursuing a military
career which does not offer a working lifetime of employment. How-
ever, the problems and economic penalties of a transition to civilian
employment vary with respect to the individual's retirement age, edu-
cation, military occupation, and so forth. Further, there is no assurance
that the annuities provided for each of the possible military career
lengths are equally advantageous. The effect is to create a unique in-
come maximization problem for those eligible for military retirement.

II. MILITARY RETIREMENT AND INCOME MAXIMIZATION

Since the military cannot provide a lifetime career for most of its
personnel, it seems logical to assume that each individual achieving
eligibility for military retirement will attempt to determine tile opti-
mum time, within the range of choices available, to make the transi-
tion from military to civilian employment. Selecting the most favor-
able point at which to terminate a military career and begin civilian
employment will inevitably involve consideration of a variety of
factors, both economic and noneconomic. The interest of this paper is
in the economic elements of the decision process.

4 For military retiree employment participation rates, see "The Economics of MilitaryRetirement." Mahoney and Fechter, in "Old Age Income Assurance," Joint Economic Com-
mittee. 90th Cong., 1st sess.

5See "A Study of the Military Retired Pay System and Certain Related Subjects," areport to the Committee on Armed Services of the U.S. Senate by the Study Committee ofUniversity of Michigan, 1961, p. 38, and pt. III of this paper.
I Monthly military nondisability retirement pay is determined by multiplying 212 per-cent times the number of years service times the monthly base pay for the Individual'sretirement grade and longevity pay step. The minimum payment is 50 percent of base pay(for 20 years' service) and the maximum is 75 percent of base pay (for 30 or more yearsof service). Nondisability annuities are not paid for less than 20 years of service. Basicpay is. on the average for those eligible for retirement, only about 76 percent of taxequivalent gross cash income.
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For a military careerist who is eligible to retire from military active
duty service, it is contended that the logical and typical approach in
deciding "when to retire" would be one of selecting the military career
length which maximizes expected future total lifetime income; that
is, maximizing the expected income for that portion of the individual's
lifetime subsequent to his earliest opportunity to retire from the mili-
tary organization (after completion of 20 years of active service). We
define this period as the "post-retiremenit-opportuniity period" and
identify the income received during this period as the "post-retire-
mnent-opportunity lifetime income."

After achieving eligibility for inilitary retirement, a military career-
ist can receive various combinations of four types of income: Military
active duty pay; military retired pay; civilian second career pay;
civilian second career retired pay.

A careerist who could retire from military service but does not do
so continues to receive military active duty pay, but forgoes military
retired pay and the opportunity to earn a civilian second career income.
Conversely, a careerist who retires forgoes military active duty pay
in exchange for military retired pay and the opportunity to earn a
civilian second career income.

As the length of an active duty military career is extended beyond
the minimum required for military retirement, the tenure of receipt
of military retired pay and the potential period during which second
career income mnay be received are obviously shortened. The individ-
ual's economic maximization problem thus becomes one of selecting
the optimum "miix" of military and second career lengths.

Some of the considerations which may affect the determination of
an optimum include:

1. Military retirement pay increases as the length of a military
career increases.

2. Continued military service may bring an increase in active duty
compensation as a result of promotion and/or reaching longevity pa y
increase points. Either type of active duty pay increase also serves to
increase subsequent retirement pay.

3. It is generally assumed that job opportunities and incomes in
second careers decline as military retirement age advances.

4. Second careers also offer potential pension benefits. However, the
value of these benefits will decline as the starting age advances and
the potential years of civilian second career employment decrease.

a. In large measure, the individual's capabilities, skills, and educa-
tion determine his civilian employment opportunities. Thus, those
with low civilian employment potential will find delayed military re-
tiremnent more financially rewarding (or less of a financial sacrifice)
than will those with a higher employment potential.

III. TiwE INIPACT OF MILITARY CAREER LENGTHES ON INCOMB
MAXIMIZATION

The very small number of enlisted personnel who serve beyond the
minimum military career length and the growing numbers of offi-
cers who retire soon after completion of 20 years service offer strong
evidence that military personnel are, in the main, convinced that short
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military careers are in the best interest of the individual . 7 In this
section I offer evidence concerning the effect of military career lengths
on p)ost-retirement-opportunity lifetime incomes.

In an investigation of the effects of economic incentives on the career
lengths of officers of the naval service, I utilized a simple mathematical
model which considered post-retirement-opportunity income from each
of the four potential sources previously noted .8 The data used are in-
comes fronm active duty military employment, military retirement,
second career employment and second career retirement. Second career
income information was obtained from some 5,300 responses to a ques-
tionnaire mailed to Navy and Marine Corps officers who retired during
the years 1955-64 in the pay grades 0-5 through 0-8.9 Through use
of various discount rates, the model collapses post-retirement-oppor-
tunity lifetime income streams from each of the four potential sources
into a single-valued estimate of the present worth of post-retirement-
opportunity income.

The optimum retirement length of service was determined by com-
paring the values resulting from the various possible combinations of
military and civilian career lengths. The combination which yielded
the largest estimated value was considered the optimum military
career lengoth for income maximization purposes.

The results appeared to indicate lack of a significant positive finan-
cial incentive for officers to remain on active duty for a maximum
length military career. For each individual, the solution depends, of
course, on the relative opportunities offered by military and second
careers. However, in terms of groups and averages, second career
opportunities tended to be substantially better for those who hold ad-
vanaced degrees than for those who did not. As a result, for advanced
degree holders, early retirement appears to show a strong financial
advantage over extended military service.

For those who did not hold advanced degrees, the solution generated
by the model was less clear-cut and the indicated economic advantages
of earlv retirement were relatively small. However, inclusion in the
analysis of factors outside the purview of the model (nonemployment
and unemployment rates) strengthens the case for early retirement.

In large measure, the optimum retirement time for those who did
not hold advanced degrees appeared to be dependent upon their atti-

See F'echter and Mahoney, op. cit., for military personnel continuation rates by years
,of service.'

I A detailed description of methods Is contained in: Allen J. Lenz, "Military Retirement
and Income Maximization: An Examination of the Economic Incentives to Extended Mili-
tary Service,' unpublished Ph. D. dissertation, Graduate School of Business, Stanford
University, 1967.

9 The military services differ somewhat In the titles used to Identify a particular level
In the organizational hierarehv For purposes of clarity and brevity, ranks are subse-
quently identified by using the Department of Defense pay grade which Is Identical for all
of the Individual military services Pay grades and applicable rank title equivalents for
the group In which this paper Is Interested are:

Pay grade Navy rank title Army, Air Force, and Marine
Corps rank title

0-5 -Commander -Lieutenant colonel.
0-6- Cptain -Colonel.
0-7 -Rear admiral (lower half)- Brigadier general.
0-8 -Rear admiral (upper hal)- Major general.
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tude toward "risk." For example, a Navy captain or Marine Corps
colonel (0-6) who completed 23 years of service could look forward
to a guarantee of 7 additional years of military employment at an
income level which is, at worst, not likely to decline sharply. Con-
versely, the vagaries of business conditions might make it difficult to
secure civilian employment or, if he is employed, might cause him to
lose his job. Thus, a transfer to civilian employment during this period
could represent, in a real sense, a loss of "security."

However, continued military service until retirement is mandatory
increases "risk" in the sense that it increases the odds that, when
termination of military employment does finally occur, the retirees
will be unable to find civilan second career employment that is both
financially rewarding and personally satisfying. Thus, it is difficult
to say which course of action, early or later termination of a military
career, is the more risky. To a large extent, the solution is dependent
on the economic aspiration level of the individual. If his income aspira-
tion levels are relatively low, extended military service provides a high
degree of assurance of attaining his goal. If his income aspirations are
low enough such that the combination of military active duty income
and subsequent military retired pay satisfies his desires, that is, he
does not desire a second career, extended military service provides him
c omplete assurance of attaining his goal. Conversely, if he aspires to
higher income levels, early retirement offers the greatest opportunity
for realizing his ambitions.

In addition to the results yielded by the model, analysis of question-
nai re and other income data led to the following conclusions:

1. Except for a "one time surge" occurring during the first 1 or
2 years immediately after entering the civilian work force, military
retirees maintain, but do not tend to improve, the relative income
standing they establish at the time of their military retirement, that is,
though their incomes may grow over time, the growth experienced
generally parallels that of the Nation's wage level °

2. The military retirement age (and hence the age at which the
individual enters civilian employment) is a crucial variable in deter-
mining the absolute and relative level of income which will be realized
from second career employment. As age advances, second career in-
comes decline. (See table 1.)"

3. There was a strong positive correlation between education and
amnual income (see table 1). However, the relative advantage of an
advanced degree declined sharply as the retirement age advanced.'2

4. 0-6 retirees almost invariably achieved higler income levels than
0-5 retirees in comparable retirement age and education level groups.
Thus, if promotion to higher rank is a measure of "success" in mili-
tary life and annual income is a measure of success in civilian life.

lo This result corresponded with published findings from census data for similar age
groups in the overall U.S. population. See H. P. Miller, "Lifetime Income and Economic
Growth," "American Economic Review," September 1965, p. 834.

"It should be noted that the annual Incomes displayed in table 1 relate only to those
individuals who held full-time employment or were self-employed Lower averages would,
of course, result if unemployed and part-time workers were Included. However, for the
purposes of the analysis undertaken, It was considered that a more valid comparison of
the effects of age and other factors would be obtained by focusing on those working full
time.

"'The relatively, poor table 1 Income showing of those who obtained master's degrees
after retirement stems from the fact that most of this group entered the education field,
a relatively low-income profession.
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one can conclude that the qualities which result in success in the mili-
tary environment similarly tend to produce success in civilian sec-
ond careers.

5. The income level achieved in second careers, as well as the labor
force participation rate, appears to be very much a function of the
opportunities open to the individual and not solely a function of need.
Were second career incomes solely a function of need, we would ex-
pect 0-6 retirees, with their larger retirement annuities, to have
lower second career incomes than 0-5 retirees. Table 1 illustrates that
the reverse is true, when retirement age and education level are held
constant. Similarly, tables 2 and 3 indicate that labor force partici-
pation is strongly affected by the opportunities available, with par-
ticipation and opportunities increasing with the education level.

For officers holding advanced degrees there appears to be a strong
positive economic incentive to leave the military organization soon
after achieving retirement eligibility.13 If such an incentive actually
exists and if career military officers are responsive to economic inceni-
tives, we would expect the more highly educated officers tending to
retire at earlier ages than their less educated fellows who do not have
comparable second career opportunities.

The empirical evidence available substantiates the theory. Table 4
compares the retirement ages and education levels for 0-5 and 0-6
officers in the population surveyed. The relationships are very much
those which we might expect from the economic data in table 1. Those
who earned master's degrees while still on active duty tended to exit
from their military careers at earlier ages than their less educated
age and grade cohorts. (At some ages those who obtained master's
degrees after their military retirement terminated their military serv-
ice earlier than those who had earned their master's degrees before
retiring, but the former group is small in number and statistics con-
cerning it, therefore, more subject to the influences of random varia-
tions.)

Most of the 0-5 retirees in table 1 are individuals who failed of
selection to 0-6. For them, retirement would be mandatory upon
completion of 26 years of service. Most retire before completing that
length of service, but when the group is analyzed by education level,
there are some perceptible differences in the rates of exit. Table 4
indicates that graduate trained officers in grade 0-5 do not tarry on
active duty once they fail of promotion to the next grade. Some 73.3
percent of this group had retired by age 45, while only 58 percent
of the B.S. degree holders and 32.3 percent of the nondegree person-
nel had retired by the same age. It is also interesting to note that
38.8 percent of the graduate trained retirees in grade O-6 had turned
to civilian life by age 47. By retiring at this early age, the majority
must have forgone the opportunity to be considered for promotion
to the next grade (0-7, rear admiral-brigadier general).

Thus, the data of tables 1 through 4 tend to indicate that-
1. There is a positive economic incentive for the more highly

educated officers to leave military service soon after becoming eli-
gible for retirement.

2. Officers holding advanced degrees are apparently aware of,
and responsive to, this incentive.

1' Lenz, op. cit., ch. IV.
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3. If education level is a valid measure of the "quality" of a
military professional, the officer corps can expect a tendency to
lose, via voluntary retirement, a larger portion of the higher qual-
ity personnel (advanced degree holders) than it will lose of the
lower quality personnel (those not holding advanced degrees).

From the viewpoint of the organization, the undesirable aspects of a
retirement system which encourages early retirement of its better qual-
ity personnel are obvious. But, is education level a reasonable proxy
for the "quality" of a professional military officer? Few, including the
writer, would assert that attained level of education was an unfailing
measure of quality in any profession, be it military or civilian. How-
ever, the majority of those Navy officers who hold advanced degrees
at the time of their military retirement probably have received their
graduate educations under Nftvy auspices and at Navy expense. The
receipt of such training is based on a selection process which utilizes
standards similar to those used for determining who will be promotedl.
Presumably, the result is selection for graduate training of the indi-
viduals with the greatest career potential; i.e., those the naval orgon i-
zation, using its own standards, views as being of superior quality. If
one accepts this rationale, it is difficult to escape the conclusion that
the naval service is suffering a quality loss through early retirements.

There is little reason to expect that analysis of Army and Air Force
officer retirement patterns would yield basically different results. In
general, we would expect that retirements would correlate closely with
civilian opportunities-the greater the civilian opportunities, the
higher the rate of early, voluntary military retirement. To the extent
that the rewards of civilian employment correlate with education, the
military can expect to lose its higher educated people at a mote rapid
rate through early voluntary retirement. Similarly, to the extent that
civilian opportunities stem from specific skill training, it should be
expected that those members with skills easily marketable in the civil-
ian economy will tend to voluntarily retire earlier than those members
possessing skills not in high demand in the civilian economy.

IV. THE INCENTIvE EFFECTS OF "EARLY RETIREMENT" IN NON-
MILITARY SYSTEMS

In the military system the potential for premature loss of valued
personnel is heightened by the individual's expectancy of organmiza-
tionally imposed mandatory retirement before completion of a lifetime
employment career. Civilian employers do not, as a practice, manda-
torily retire employees with satisfactory employment records before
completion of a normal employment lifetime. Thus, they do not force
upon their employees an economic evaluation of the merits of early
retirement. In fact, most employers do not permit retirement until the
member has achieved an age at which full-time employment wvithl an-
other employer is not a practical likelihood. Thus, for most civilian
workers, there is little merit in "retirement" from a given employer
as an income-maximizing device. Nevertheless, there is a growing tend-
ency toward permitting retirement at earlier years-the Federal
Government being more lenient in this respect than most corporate
employers. Minimum voluntary retirement qualifications and the man-

S3-200-67-pt. IV-12
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datory retirement ages for various governmental employee groups are
shown below.

Minimum requirements for voluntary
retirement with unreduced imme- Mandatory
diate annuity retirement

Age Length of service at age

Civil service (excluding law enforcement) -- 55 30 70
Civil service (law enforcement) -50 20 70
Foreign service -50 20 60

At age 55, a civil servant with 30 years of service can retire with an
annuity of 56.25 percent of his "high 5 average annual salary." The
effects of frequent general wage level in6reases, longevity changes, pro-
motions realized by the individual, etc., reduce the annuity to a some-
what lower percent of the terminal salary. However, by retiring, a civil
servant escapes a continued 61/2 percent of salary contribution to the
civil service retirement fund. The combined effect of these influences is
to give the individual an immediate gain from continued employment
of something less than 45 percent of his salary (where immediate gain
equals salary less retirement annuity and contribution). Of course, con-
tinued employment will bring him a retirement multiplier which in-
creases by 2 percent for each additional year of service and, given a
generally rising wage level in the economy, a higher average wage
against which that multiplier will ultimately be applied. And, unlike
the military careerist, the civil servant can expect to be able to retain
his job until mandatory retirement at age 70, if he so desires. Thus, a re-
tirement timing decision is not so crucial to his financial well-being as
it is to the military careerist. Further, for most individuals who retire
from civil service at age 55 or later, finding another job may not be
easy. The basic choice in a typical civil servant's retirement decision
may, therefore. generally be one of continued civil service employ-
ment versus retirement to a leisure world. Nevertheless, certainly one
would expect that there are many civil servants with skills and capabil-
ities such that employment outside the Federal Government at age 55
would still be an attractive alternative. For these individuals, the
availability of a retirement annuity which is a high percentage of the
civil service wage results in a high opportunity cost on continued
civil service employment. The greater the outside alternatives and/or
the larger the retirement annuity, the higher the opportunity cost of
remaining with civil service. And, if other employers value the same
attributes as does the governmental employer, the employees the civil
service organization would most like to retain will be those with the
greatest outside opportunities, and, thus, those most likely to retire soon
after eligibility is established. Conversely, those with the poorer out-
side alternatives can be expected to generally reject the early retirement
option; i.e., it will not be as economically advantageous for them to ter-
minate their civil service employment.

The possibility of premature (from the employer's viewpoint) retire-
ment from the civil service is a relatively recent development. The
"age 55, 30 years of service" rule was established in 1966. Until that
time, retirement prior to age 60 was not permitted without an actuarial
reduction in the annuity. Nevertheless, there are already some indica-
tions that the early retirement option may bring losses to the civil serv-
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ice organization similar to those the military is apparently experi-
encing. According to a recent newspaper article: 14

Throughout the Federal service are 66,400 Federal employees
who are 55 or older, who have at least 30 years of service, and who
are eligible for immediate retirement under civil service.

Informal surveys reveal at least half of them are planning to
retire within the year. Their pending retirements constitute a mas-
sive personnel problem to Federal agencies.

Hundreds of the eligibles hold key supervisory, management,
scientific and professional positions, and they can't be replaced
easily. Agencies that look and plan ahead are setting into motion
programs to train others to take over their jobs.

But, there are many other agency problems related to retire-
ment; example: An agency has about 50 employees eligible to re-
tire, and its officials, for reasons best known to themselves, would
be happy if 10 or 12 of them would retire today. The remainder,
they feel, are excellent workers who can contribute much more to
the public service.

A check showed that perhaps only one of the 10 or 12 so-called
unwanted employees had retirement plans, while about 20 of the
wanted will retire within the year. The check also showed that
a factor contributing to the pending retirements of several want-
ed employees is the decision of the unwanted to continue working.

The agency has no authority to force the retirement of any em-
ployee before that time

V. EARLY RETIREMiENT AND LABOR 5MOBILITY

The Federal Government has encouraged employers to provide early
vesting of pension plans in order that labor mobility not be reduced.
Gene rally unhindered labor mobility is a desirable objective because it
perimits the efficient allocation of labor resources via the price systemii;
i.e., labor migrates from lower wage, lower marginal product ein-
ployment to higher wage, higher marginal product employment. 1-oNv-
ever, early vesting of pension plans usuallv refers to an ultimate, not
an immediate, receipt of a pension. A plan may vest after, say 10 years
of emiiployment, regardless of age, but payments do not usually begin
until the employee achieves a stated normal retirement age. This type
of plan is more or less neutral in its effects on labor mobilitv. In it-
self-, it neither encourages nor discourages the employee to switch em-
ployer-. This is the desired effect. In theory, the price (wage) system
should function without interference to achieve an efficient allocation
of labor resources.

A plan which allows early retirement from an employer's work
force and immediate availability of an unreduced annuity is a differ-
ent matter. When the retiree can switch to other employment, the re-
tirement plan is not likely to be neutral in its impact oln labor mobil-
ity. Rather, at the point where the employee is eligible, it tends to
encourage labor mobility and thereby provide a stimulus which may
tend to inefficient allocation of labor resources.

To illustrate how an inefficient allocating may occur, consider a
hypothetical example. Let us assume a 55-year-old civil servant with

14 "66,400 Eligible Retirees Pose Personnel Problems," Washington Post, July 1.1, 1967,
p. A18.

17.3
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30 years of Government service, earning $10,000 per year. Our example
individual is eligible for immediate retirement and by doing so can
draw an annuity of $5,200. In addition, he can take a job with a non-
governmental employer at an annual salary of $8,000. The sum of his
civil service retirement annuity and his "second career" wage is, there-
fore, $13,200 or $3,200 more than he can earn by continued employment
with civil service. Thus, he can maximize his owli persoJal inlediate
income by retiring from the civil service work force and switching to
the nongovernmental employer. But, if the $10,000 civil service wage
and the $8,000 nongovernmental employer wage are both accurate
valuations of the marginal product of the individual in the alterna-
tive employment situations, the change of employment represents an
inefficient allocation of labor resources. The individual has maximized
his income, but, at the same time, is contributing a smaller product to
society. Clearly, a pension plan generated incentive to change em-
ployers is undesirable for society as a, whole. Plans should not restrict
labor mobility. Neither should they encourage it. It would seem that.
the ideal pension plan would be neutral withl respect to its impact on
labor mobility, leaving the task of allocation of labor to the price
(wage) system.

VI. SUMMARY AND CONCLUSIONS

The military retirement system functions to encourage and permit
withdrawal of career personnel from the military forces at relatively
young ages, in order that the military organization may maintain a
desired degree of "youth and vigor." Most military retirees enter the
civilian labor force after completing their military careers. During
the second career years, the retirement annuity is not an old-age pen-
sion. Rather, at least in part, it serves to compensate military retirees
for reduced civilian employment income levels which stem from a late
entry into civilian employment.

The existing retirement system and the 20-year retirement option
have maintained "youth and vigor" in the military forces and assisted
in attaining a more rapid and regular promotion flow. However, there
are some indications that short (20 years) military careers may be
more economically rewarding than longer careers, providing a positive
economic incentive to early retirement for certain categories of per-
sonnel, including the more highly educated officers.

Most civilian employers do not permit retirement at such early ages
that the employee can "retire" and transfer to another employer, there-
by earning an active employment wage and simultaneously draving a
retirement annuity from the prior employer. However, a recent lower-
ing of the minimum retirement age now permits civil servants with 30
years of service to retire from civil service and draw an unreduced
annuity at age 55. There is reason to expect that this early retirement
option may, in the future, imperfectly serve the best interests of the
civil service organization, tending to encourage early withdrawal of
the more valuable employees, but doing much less to encourage egress
of the less productive workers.

A retirement system which provides a positive incentive for early
retirement from the work force of one employer in order to transfer to
the work force of another employer not only may be undesirable from
the standpoint of the original employer, but may be undesirable for
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society as a whole because it may tend to encourage an inefficient allo-
cation of resources.

A retirement conditional pension promise is a very blunt instrument
for management's use in screening out inefficient employees. So long as
the retirement is optional, not mandatory, the initiative rests with the
employee.

Early retirement is likely to have a greater economic appeal to those
employees who are still highly productive and who have good outside
employment alternatives-those management would most like to
retain.

Before offering an early retirement option, employers should care-
fully assess not only the dollar costs of the plan, but also the pattern of
economic incentives it will establish for individual employees. Unless
youth and vigor is a requirement of the organization, there would seem
to be little merit in an early retirement option. Even when a require.-
ment for youth does exist, an early retirement program can imperfectly
serve the organization and society.

TABLE 1.-AVERAGE 1966 ANNUAL INCOMES OF SURVEY RESPONDENT POPULATION, BY RANK, EDUCATION
LEVEL, AND RETIREMENT AGE

[Full time and self-employed only]

1966 average annual income by retirement age
Grade and
education I Less 44 to 45 46 to 47 48 to 49 50 to 51 52 to 53 54 to 55 Over 55 All ages

than 44

0-5:
LTBS -- $11, 110 $10,910 $9,600 $8,650 $8,830 $8,890 $10, 940 $8, 390 $9,810
BS -12,310 10, 630 10, 880 10, 260 10, 060 10, 230 (2) (2) 11, 130
MBR -15,720 14,350 13, 630 11, 880 12,080 11, 250 11,250 (2) 14, 520
MAR -10, 000 8,640 8, 750 (2) (2) (2) (2) (2) 9, 130
Ph. D ------- (2) (2) (2) (2) (2) (2) (2) (2) 15, 050

0-6:
LTBS -(2) 14 170 16,530 11.250 12,190 9, 550 10,140 12,920 12,280
BS -14,730 13 390 12,030 11, 220 11,220 10,280 11,280 12,190 11, 440
MBR -20,270 17,640 15, 670 14,260 12,330 12,490 11,350 13,040 14, 660
MAR -(2) (2) 11,670 9.350 7,380 8 630 8,570 (2) 9,070
Ph. 0 (2) (2) (2) (2) (2) (2) (2) (2) 14,110

0-7: All. (2) (2) ~ 2) (2) (2) (2) (2) (2) 12,920
0-8: All -(2) ( 2) (22)2(2) () (2) 13, 630

' Education: LTBS-Less than a bachelor's degree; BS-Bachelor's degree or some work toward a master's degree;
MBR-Master's degree awarded before military retirement; MAR-Master's degree awarded after military retirement;
and Ph. D-Ph. D degree.

2 Number of observations too few to provide meaningful data.

Source: Lenz, op. cit., p. 83.

TABLE 2.-PERCENT OF SURVEY RESPONDENTS WHO HELD CIVILIAN EMPLOYMENT FOR 3 OR MORE MONTHS ANI)
WERE CURRENTLY EMPLOYED FULL TIME, BY GRADE, EDUCATION LEVEL, AND RETIREMENT AGE

Percent holding full-time employment by retirement age
Grade and
education Less than 44 to 45 46 to 47 48 to 49 50 to 51 52 to 53 54 to 55 Over 55 All ages

44

O-5:
LTBS -93.4 90.7 86. 5 84.0 79.0 70. 4 75.1 50.0 85.3
BS -96.9 95. 0 94. 0 89.0 91. 1 96.2 90.9 64.3 93.9
MBR -98.8 98. 2 100.0 100.0 100. 0 (2) () (2) 97.4
MAR -- - 100. 0 92. 0 100. 0 90. 0 103. 0 (2) (2) (2) 96. 8

O-6:
LTBS 100.0 100.0 70.6 94.1 80.0 84.4 66.7 65. 0 81. 5
BS -88.9 95. 2 94.2 86.4 80. 3 79.4 74.6 75.0 83.5
MBR -98.4 96.5 95.5 90.7 88. 7 78.7 79.3 90.0 89. 4
MAR- () (3) 92. 3 83. 3 97. 1 83. 6 87. 5 (2) 87. 6

I Education: LTBS-Less than a bachelor's degree; BS-Bachelor's degree or some work toward a master's degree;
MBR-Master's degree awarded before military retirement; MAR-Master's degree awarded after military retirement.

2 Number of observations too few to allow meaningful percentage expressions.

Source: Lenz, op. cit. p. 174.
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TABLE3.-PERCENT OFSURVEY RESPONDENTS NOT EMPLOYED SINCE RETIREMENT, BY RANK, EDUCATION LEVEL
AND RETIREMENT AGE

Percent not employed since retirement, by retirement age
Grade and
education I Less than 44 to 45 46 to 47 48 to 49 50 to 51 52 to 53 54 to 55 Over 55 All ages

44

0-5:
LTBS -3.6 4.5 6.5 13.3 11.0 13.6 20.0 56.4 10.3
BS --------- 2.6 1.5 1.7 5.7 10.4 12.9 7.7 26.3 4.1
MER 2.2 0 2.3 4. 0 (2) (2) (2) (2) 2. 3
MAR -5.9 16.0 5.3 9.1 0 (2) (2) (2) 4.1

0-6:
LTBS - - 14.3 0 5.3 30.8 16.0 19.5 11.8 42.5 21.0
BS - - 1.8 4.6 3.5 6.2 10.2 16.5 19.9 25.5 11.7
MBR 0 1.2 1.1 0 7.5 8.9 14.7 9.1 4.7
MAR 0 0 7.1 0 0 5. 9 0 (2) 2.4

I Education: LTBS-Less than a bachelor's degree; BS-Bachelor's degree or some work toward a master's degree;
MBR-Master's degree awarded before military retirement; MAR-Master's degree awarded after military retirement.

2 Number of observations too few to allow meaningful percentage expressions.
Source: Lenz, op. cit., p. 172.

TABLE 4.-RETIREMENT AGES AND RETIREMENT EDUCATION LEVELS OF SURVEY OFFICERS RETIRING
FOR NONDISABILITY REASONS DURING YEARS 195544

jCumulative percent of all retirements accomplished by indicated age]

Grade and education I Age 43 Age 45 Age 47 Age 49 Age 51 Age 53 Age 55 Age over
55

O-5:
LTBS -18.9 32.3 49.5 72. 8 89. 2 95. 0 96. 7 100
BS -30.9 58.0 73.8 85.2 91. 6 95.7 97. 4 100
MBR -45.1 73.3 84.4 90.7 95.2 96.7 98.5 100
MAR -34.7 60.2 79.6 90. 8 97.9 98.9 99.9 100

04:
LTBS -3.6 13.8 23.5 36.8 49.6 70. 5 79 2 100
BS -4.1 10.5 21.1 37.9 55.4 84. 3 86. 3 100
MBR -6.9 22.3 38.3 52.5 69.3 91.7 98.0 100
MAR -3.7 9. 2 17.7 36.0 56.7 87.8 98.6 100

I Education: LTBS-Less than a bachelor's degree; BS-Bacherlor's degree or some work toward a master's degree;
MBR-Master's degree awarded before military retirement; MAR-Master s degree awarded after military reitrement.

Source: Lenz, op. cit., p. 150.



THE ECONOMICS OF MILITARY RETIREMENT

BY BETrE S. MAHONEY and ALAN E. FECHTER*

The military retirement system, like most other retirement systems,
is a complex structure. The benefit formulas and eligibility require-
ments are incorporated into numerous laws enactedi by Congress, and
regulations promnulgated by the Department of Defense.' This paper
addresses two aspects of the military retirement system: (1) the im-
portance of the norivested retirement program upon job mobility;
and, (2) the affect of the retirement income upon labor force behavior
during what are usually considered prime working years. The non-
vested retirement program provides active duty military personnel
with an important incentive to remain in the Armed Forces until be-
coming eligible for the retirement benefits. The retirement income is
substantially higher than the non-wage-and-salary income of the civil-
ian contemporaries of military personnel. As such, it is expected that
this higher "independent" income will have an effect upon the subse-
quent labor force behavior of retired military personnel. The next sec-
tion examines the job mobility pattern of active duty military person-
nel. The labor force behavior of military retirees is analyzed in t-he
third section. The final section draws tentative conclusions based upon
the evidence of the earlier sections.

JOB MOBILITY OF ACTIVE DUTY MILITARY PERSONNEL

After completing 20 or more years of active service, military person-
nel may request retirement. Retirement pay after 20 years of service
is 50 percent of the monthly basic pay of the retiree at the time of his

* The authors are staff members of the Economic and Political Studies Divi-
sion of the Institute for Defense Analyses, Arlington, Va. The time and resources
to prepare this paper were made available through the generosity of the Insti-
tute for Defense Analyses. The data about military retirees was supplied by the
Office of the Assistant Secretary of Defense for Manpower. We wish to express
our gratitude to Dr. William A. Niskanen, Director, Economic and Political
Studies Division, Institute for Defense Analyses, and Rear Adm. Lester E. Hllub-
bell, Director, Compensation and Career Development Directorate, OASD (M).
Thanks are also due to Lt. Col. Gorman C. Smith and Mr. Paul C. Bender for
their cooperation. Particular thanks goes to Capt. Michael J. O'Connell, research
analyst in Retirement Study Group; Sp5c Thomas Kerwin, who supervised
and prepared the tabulations of military retirees used in this paper; to Miss
Susan McIntosh, our research assistant, who performed most of the computa-
tions; and to W. Michael Mahoney for his constructive comments on early di'afts
of this paper. The opinions and conclusions found in this paper are the authors'
and do not reflect those of the Institute for Defense Analyses or the Department
of Defense.

I A detailed description of the military retirement system may be found in U.S. Senate
Committee on Armed Forces, A Study of the Military Retired Pay System and Ccrtain
Related Subject8, prepared by the study committee of the University of Michigan,
July 6, 1961.
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retirement. For each year of service after 20 Years the amount of re-
tired pay is increased by 21/2 percentage points, with a maximum of
75 percent of basic pay reached after 29 years and 6 months of active
service.2 There are no retirement benefits paid if separation from the
Service occurs prior to the 20-year point for any reason other than
disability.3

The implication of such a retirement program for labor mobility be-
tween the military and the civilian sector is that it makes mobility
more costly for military personnel with larger numbers of years of
active service until the year they become eligible to receive retirement
income. There wvill be an economic incentive to retire at that time if
the future retirement income and the salary associated with staying
in the military service are not sufficient to offset the pecuniary and
nonpecuniary attractions of civilian career opportunities. This type
or retirement systems should give rise to a U-shaped profile of turnover
rates of personnel classified by years of active service.

Loss rates were constructed by dividing the year-group losses for
the fiscal year 1965 by the sum of the inventory in that year group as
of June 30, 1965, plus the losses from that year group during fiscal
year 1965. Military enlisted loss rates have a dramatic peak at the end
of the initial tour of obligated duty and at 20 years (fig. 1). The ini-
tial peak is followed by a noticeable, if irregular, decline until the 20th
year. It is difficult to attribute this decline entirely to the military re-
tirement program. Mobility studies conducted for civilian labor mar-
kets have consistently found that older workers are less mobile and
change jobs less frequently.4

There is little doubt that the second peak in military loss rates at
the 20-year point reflects the retirement program. The decision to re-
tire voluntarily at the 20-year point is associated with two character-
istics of the retirement system: (1) the actual amount of retirement
income that the serviceman is eligible to receive; and (2) the vesting
of that income at the 20-year point. Unfortunately, it is impossible to
separate the effects of the two characteristics upon the decision to
retire.

It is clear from the examination of the loss patterns that the incen-
tives for staying until the 20-year point after having made an early
decision for a military career are far higher than the incentives for
staying beyond the 20-year point. Thus, although it is not possible
to separate the pure effects of the nonvested retirement, the loss pat-
tern is dramatic enough to suggest the importance of the nonvested
retirement in shaping the military career.

" Basic pay is only part of the total pay package of militaly personnel. In addition
to special pays for hazardous duty, proficieney, responsibility, nontaxable cash allow-
ances for quarters and subsistence ate paid. Basic pay is, on average for the total force,only 70 percent of tax equivalent gross cash income.

3 If the serviceman joins the Reserves upon separation, the years of active duty
speint ll tile Reserves are counted as part of the 20 years of satisfactory Fed'rll service
necessary for Reserve retirement. Reservists do not become eligible for retirement pay
until age 60.

See. for example. R. L. Bunting, L. D. Ashby. P. A. Prosper, Jr., "Labor Mobility In
Three So uthern States." Industrial and Labor Relations Reviei. vol. 14 (April 1961),
No. 'A pp. 432-445: R. L. Bunting. "Labor Mobility: Sex, Race, and Age." Reviewa of
Economics andt Statistics. XLII (February 1960), No. 1, pp. 229-231- L. F. Gallaway,
'Interindustry Labor 'Mobility Among Men, 1157-60," Social Security Blullotin, vol. 29
(September 1966), No. 9, pp. io-22.
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THE EFFECT OF RETIREMENT INCOME ON THE LABOR FORCE BEHAVIOR
OF RETIREES

The military pension given to retirees at a relatively early age
should act to reduce their labor force participation. Economic
theorists have discussed two possible effects, the "income" and the "sub-
titution" effects, of changes in market wage rates relative to the re-
turns to nonmarket activity which would operate in opposing direc-
tions on labor supply. Where the "income" effect operates, the portion
of nonmarket activity known as leisure is considered a superior good
which is then demanded in greater quantities as incomes rise. Since
market wage rates are an element of income, an increase in these wvill
give rise in an increase in the amount of leisure demanded. This de-
mand is usually considered to be satisfied at the expense of time spent in
market activity. The "substitution" effect describes the tendency to sub-
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FIGURE I Enlisted Loss Rates by Years of Active Service and Branch of Service, 1965
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stitute market for nonmarket activity as the return to market activity
(wage rates) rises relative to the return on nonmarket activity!

The "income effect" has implications for the labor force behavior
of military retirees. They stem from the effect of the relatively large
pension received by military retirees after they retire from active serv-
ice. Other things equal, this pension should decrease their labor force
participation below what it would have been had they not had this
"independent" source of income.

It is also expected that the labor force participation rates of groups
of military retirees will vary with their unemployment rates. Whether
the relationship for a particular group is positive or negative will
depend upon whether the "added worker" or the "discouraged worker"
effect is dominant. The "added worker" effect implies an increase in
labor force participation as a result of an increase in unemployment
rates as additional family members seek to supplement reduced family
income occasioned by unemployment of the primary earner. The
"discouraged worker'" effect implies a decrease in labor force partici-
pation as labor force participants leave the labor force because they
do not expect to be able to find jobs. In the case of male retirees, who
are generally primary family workers, it is expected that the "dis-
couraged worker" effect will be dominant.

These implications will be explored by examining differences in labor
force behavior among military retirees and between retirees and com-
parable civilians. The differences will then be compared to differences
in income patterns to determine whether the effect of the retirement
income is consistent with that postulated by the theory. Finally, a
statistical examination of the effects of the magnitude and composition
of family income and unemployment upon labor force behavior will be
made.

Information on labor force, income and unemployment character-
istics of officer and enlisted retirees was obtained from a survey of a 25-
percent random sample which was undertaken by the Department of
Defense in June 1966. A followup survey of nonrespondents was made
in September 1966. The overall response rate to the original and the
followup surveys was 74.5 percent. The analysis was confined to male
retirees who were retired for reasons other than disability. In addi-
tion, retirees were also excluded who did not report either their labor
force status or some element of income and retirees who had retired
after January 1, 1965. The sample size was between 60,000 and 70,000,
depending on the tabulations We stratified the retirees by age and
level of school completed for two reasons: (1) age and level of school-
ing have been found to be important determinants of labor force be-
havior and income; and (2) comparable labor force and income data
are available for civilians classified by these characteristics.

Two measures of labor force behavior were used: one, the ratio of
retirees who worked any amount of time in 1965 to total retirees (L,);

An excellent *levelopment of this theory may, be found In J. Mincer, "Lahor ForceParticipation of Married Women." In Aspects of Labor Economics (National Bureau of
Economic Research. Special Conference Series, vol. 14. Princeton, New Jersey: Princeton
Uiniversity Press, 19(12), pp. 63-97. See especially, pp. 63-68.

rThere were 95,520 usable returns in the Department of Defense sample of all
retirees.
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and a second measure, closer to the standard measure, the number of
employed retirees plus the number of unemployed retirees who were
looking for work at the time of the survey as a proportion of all re-
tirees (L2 ). The former statistic has the advantage of covering the
same time period as the income statistics used in this analysis. The
broader time period also makes it less sensitive to the transitory fluctu-
ations in labor force behavior than the usual labor force measure,
which applies to a particular week.

Table 1 summarizes the labor force behavior of retirees based on
work experience in 1965, and participation in June 1966. Labor force
behavior rates are presented for retirees classified into six level-of-
school completed groups and four age groups. Because of the relatively
small number of nonwhites in the sample, the analysis concentrates
on white retirees. When measured by work experience, in 1965, the
labor force behavior rates reveal no statistically significant difference
at the 5-percent level between the rates for whites and nonwhites.,
Labor force participation rates in June 1966 show a statistically
significantly higher participation rate for nonwhites.

There are significant differences at the 5-percent level in both par-
ticipation rates between the different age groups. They are generally
lower for older retirees. For retirees in each age group with less than
16 years of school completed, participation rates frequently increase
with the level of school completed. This relationship is much stronger
for older retirees than for younger retirees. The pattern of partici-
pation rates for retirees with 16 or more years of school completed
differs from that of those with less than 16 years of school completed.8

Their participation rates are significantly lower than those with less
than 16 years of school completed for the youngest age group and
significantly higher in the oldest age group.

TABLE 1.-ESTIMATES OF LABOR FORCE BEHAVIOR OF WHITE MILITARY RETIREES BY AGE AND LEVEL
OF SCHOOL COMPLETED

Age

Level of school completed 35 to 44 45 to 54 55 to 64 65 plus

LI 1.2 L fi LX f Li a L, - Li - Ls-f

Less than 8 yr -0.966 0.984 0.919 0.950 0.736 0.741 0 307 0.244
9 to II yr -. 976 .983 .944 .967 .722 .780 .338 .277
12 yr -. 982 .989 .957 .972 .810 .826 .377 .348
13 to 15 yr -. 982 .981 .965 .971 .815 .828 .386 .364
16 yr .- - .915 .964 .943 .952 .759 .763 .362 .339
17 yr. or more -. 945 .965 .961 .963 .841 .821 .511 .452
Less than 16 yr -. 980 .984 .954 .968 .782 .793 .343 .317
16 yr. or more -. 925 .964 .952 .957 .807 .797 .439 .397

Total -. 976 .984 .954 .968 .787 .793 .367 .317

Li eqjals the proportion of retirees who worked or looked for work at least I week in 1965. Ls equals the proportion
of retirees who were employed or seeking employment at the time of the survey, June 1966.

Source: App. A.

7 App. A contains detailed tabulations for both of the labor force partlcipatlon rate
measulres by level of school completed, age, and race.

sinep most of the population wirh 1it years or more of school completed are retired
officers ratiser than retirerd enlisted men. the average age at retirement will be higher
and the number of years since retirement will be smaller for this educational group.
The importance of this difference would be most significant for the youngest age group.
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In comparing the labor force behavior of military retirees to that of
civilian in similar age and education groups, L2, the proportion of
retirees who were employed or seeking employment at the time of the
survey was used as the measure of labor force behavior. This measure
is consistent with the available civilian measure. If, within each age-
level-of-school-completed class, all that distinguished retirees from
other civilians was the military pension received as income by the
retirees, we would expect the labor force participation rates of retirees
to be below those of other civilians in the same age-education
classifications.

The racial distribution of retirees and civilians is one factor which
differs between the two populations. There are proportionately fewer
nonwhite military retirees than there are other civilians. However,
evidence available on differences in labor force behavior between white
and nonwhite males in the age groups under study suggests that such
differences are small.10

Table 2 compares the labor force participation rates of the military
retirees and all civilians and the actual and expected number of white
retirees in the labor force. The expected number of white retirees in
the labor force is calculated by applying the civilian labor force partici-
pation rate for each age-education group to the total number of white
retirees in that group of the sample.11 The total number of walhite
retirees in the labor force is smaller than the number expected based
on civilian labor force behavior in 15 of the 24 cells. The differences
between the actual and expected number of white retirees in the labor
force are statistically significant.12 This implies that the distribution
of retirees in the labor force is different from what it would have been
if participation rates were the same for retirees and civilians.

Labor force behavior of retirees is believed to be affected both by
the level and composition of their family incomes. It is expected that
the higher the level of their family income, other things (including
wage and salary income of retirees) being equal, the smaller their labor
force participation rate (the income effect), and that, the higher their
wvage and salary level, other things (including the level of family
income) being equal, the higher their labor force participation rate.

D There Is one notable difference between the measures. The statistic employed for
military retirees is based on their labor force status at the time of the survey. For the
bulk of the retirees, this was June 1966 and, for the remainder, some time between
June and September. For the civilian labor force, the statistic employed refers to
behavior in March 1966.

10 W. G. Bowen and T. A. Finegan, "Labor Force Participation and Unemployment,"
In A. M. Ross. editor, rEployment Policy and the Labor Market (Berkeley, Calif.:
University of California Prss, 1965), pp. 115-161 employed a race vaile in their
cross-section analysis of labor force participation of males in the age groups, 25-54
and 65 or more years of age. It had no significant effect on participation rates for the
latter age group, and was only significant In 1 of 3 cross-section analyses for the
former age group. Furthermore, the estimated parameter of the race variable was
quite smal1ll in the case where it wvas significantly different from zero. In addition, U.S.
Bureau of Labor Statistics. "Educational Attainment of Workers, March 1965,' Special
Labor Force Report, No. 65, p. 257, found that the 1965 labor force participation rates
of white and nonwhite males were "generally similar within the same age and education
categories."

The evidence of the sample of retirees suggests that a larger proportion of nonwhites
is associated with slightly higher participation rates.

"The actual number of white retirees is associated with a, lower participation rate
than that for all retirees while the partlcipatioD rate for civilians is expected to be
slightly higher than that for whites only. The two errors tend to minimize the calcu-
lated differences.

12A chi square test performed found a value of chi square=138.124 for 23 degrees
of freedom between the expected and actual frequencies.
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The levels and compositions of family incomes of retirees is examined
and compared to those of civilians in their age-education classes to
determine whether existing differences in labor force behavior are
associated with differences in levels and compositions of family income
impl ied by economic theory.
TABLE 2.-COMPARISON OF LABOR FORCE PARTICIPATION RATES OF MILITARY RETIREES AND ALL CIVILIANS

AND ACTUAL AND EXPECTED NUMBER OF WHITE RETIREES IN THE LABOR FORCE

.~~~~~~~~~~~~~~~ao ocepriiain Nme fwiertre

Level of school completed and age
Labor force participation Number of white retirees

rate of- in the labor force

Retirees Civilians Actual Expected I

Less than 8 yr.:
35to44yr
45 to 54 yr.
55 to 64 yr.
65 yr. or more-

9 to 11 yr.:
35 to 44 yr-
45 to 54 yr.
55 to 64 yr-
65 yr. or more- - --

12 yr.:
35 to 44 yr -
45 to 54 yr-
55 to 64 yr-
65yr. or more -

13 to I1 yr.:
35 to 44 yr -
45 to 54 yr.
55 to 64 yr --
65 yr. or more

16 yr.:
35 to 44 yr.
45 to 54 yr-
55 to 64 yr ---
65 yr. or more.

17 yr. or more:
35 to 44 yr.
45 to 54 yr-
55 to 64 yr.
65 yr. or more.

0.986
.953
.741
.244

,984
.968
.783
.281

.989

.972

.830

.354

.981

9 370

.963

.950
.765
.336

.962

.963

.823

.453

0.938 1, 160 1, 108i
.907 1, 833 1, 750
.802 1, 686 1, 844
.216 279 267

.970 2, 035 2, 009

.959 3, 118 3, 094

.872 1, 703 1, 09:

.292 223 235

,986 10, 832 10, 782
.972 13, 470 13 464
.892 2,214 2,392
.347 215 214

.979 4, 277 4, 269

.974 7,505 7,530

.894 1,632 1,761
, 388 269 286

.994 643 662
,977 1,900 1,950
.892 729 85:3
.383 184 2083

.991

.984

.888

.610

502 515
2 177 2, 224
1,118 1,209

266 359

I The expected number of retirees in the labor force is calculated by applying the civilian labor force participation rate
for each group to the total number of retirees in that group of the sample.

Source: App. A and U.S. Bureau of Labor Statistics, "Educational Attainment of Workers, March 1965," Special Labor
Force Rept. No. 65, table E.

Family income varies systematically with both age and level of
school completed of white military retirees. In a given age group total
family incomes are higher for retirees with greater amounts of school-
ing completed. The age-income profiles differ considerably among
retirees with differing amounts of schooling completed (figure 2). In-
comes decline as age increases for retirees in the two lowest levels of
education groups. It peaks in the 45- to 54-year-old group and then
declines as age increases for the next two education groups. For
retirees with 16 or more years of school completed, income rises with
age until the 55- to 64-year-old group, and declines for retirees who
are 65 and older.
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FIGURE 2 Total Family Income of White Military Retirees Classified
By Age and Level of School Completed, 1965

Table 3 summarizes the components of family income for white
military retirees. Wage and salary income constitutes the largest
single component of family income in all but one of the comparisons
for age groups under 65. Wage and salary incomes are generally lower
for older retirees. Within an age group, they are higher for retirees
with more school completed. Much of the variation in the wage and
salary component of income is the result of variations in the number
of weeks worked by retirees.l3 Variations in weekly wage and salary
incomes of retirees are much smaller than variations in annual wage
and salary incomes.

13 The average number of weeks worked of white military retirees classified by age
and educational levels may be found In app. B.
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TABLE 3.-INCOME OF WHITE RETIREES BY AGE, LEVEL OF SCHOOL COMPLETED, AND TYPE OF INCOME

Level of school completed and age
Wage
and

salary
income I

Nonwage
and

salary
income

of
retiree 2

Income
of other
family

members

Military
retire-
ment

income

Income
in goods

and
services3

Family
income
other
than
wage
and

salary of
retiree

Total
tamily

income

Less than 8 yr:
35 to 44 yr .
45 to 54 yr
55 to 64 yr
65 yr. or more

9 to I years:
35 to 44 yr
45 to 54 yr
55 to 64 yr .
65 yr. or more

12 years:
35 to 44 yr .
45 to 54 yr.
55 to 64 yr .
65yr. or more-

13 to 1 yr:
35 to 44 yr.
45 to 54 yr.
55 to 64 yr------------
65 yr. or more .-------.-.

16 yr:
35 to 44 yr.
45 to 54yr-
55 to 64 yr----------
65 yr. or more .

17 yr. or more:
35 to 44 yr.
45 to 54 yr
55 to 64 yr .
65 yr. or more-

$5,111 $116 $937 $1,934 $53 $3,040 $8,151
4,762 163 1,033 2,111 45 3,352 8,114
3,606 333 971 2,510 36 3 850 7,456

803 1,066 640 2,481 26 4,213 5,016

6 334 115 1,136 2,032 55 3,338 9,672
5,722 168 1,098 2,311 48 3,625 9 347
4,268 356 983 3,117 41 4,497 8.765

996 1,291 920 3,348 35 5,594 6,590

6,310 223 1,182 2,248 60 3,713 10,023
6,236 256 1,297 2,661 55 4,269 10,5105
4 336 378 1, 122 3,341 46 4,887 9 223
1,348 1,414 842 3,694 36 5,950 7,298

7,409 194 1,345 3,037 66 4,642
7,143 266 1, 376 3,680 62 5,384
5 105 507 1,214 4 544 51 6,316
2,095 2,227 1,309 4,758 36 8,330

12, 051
12,527
1- 421
10, 425

7,482 354 1,481 3,767 68 5,670 13,152
8,091 632 1,526 4,963 61 7,182 15 273
6 423 1 092 1,571 6 537 47 9,247 15,670
3,270 3,307 2,371 6,536 33 12,214 15,484

9 254 361 1,516 4,257 67 6,201 15 455
10 515 573 1,547 5,375 60 7,555 18,070
9,385 1,335 1 553 7,387 46 10,321 19,706
4,926 3,626 1,556 6,415 31 11,628 16,554

Includes profits and fees of self-employed, of retirees.
Excludes income from military retirement pension.

3 Savings from shopping in commissaries, equals 1 month's expenditure in commissary.
Source: App. B.

Partially offsetting lower wage and salary income of older military
retirees is higher military retirement and other nonwage incomes.
The positive relationship between military retirement income and
age is due to the positive association between age and rank (officer
versus enlisted) and, given rank, between age and pay grade.14 Tite
difference in other incomes between retirees under 65 and those over
65 is probably associated with Social Security payments and pension
payments from nonmilitary jobs.

' The distribution of retirees by age, rasuk, and pay grade is

Age
Average pay grade

Percent officer
Enlisted Officer

35 tA 44 - 0. 1364 6. 8729 4. 2925
45 to 54 - .3046 6. 9560 4. 6898
55 to 64 ... .4118 6. 9408 5. 0969
65 plus- .4559 6.9667 5. 3703
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Alilitarv retirement income is consistently higher for retirees with
larger amounts of school completed. A positive relationship between
level of school completed and rank (officer versus enlisted) and, for
a given rank, between level of school completed and pay grade, may
explain why retirement income is larger for retirees with more school-
ing completed.S5

The relation between income of other family members classified by
the age and level of school completed of the retiree is roughly similar
but less pronounced than the one described for wage and salary
income.

The labor force behavior of table 1 and the income components of
table 3 indicate that the labor force behavior of retirees is consistent
with the economic theory as stated. Lower labor force participation
rates for older retirees are generally accompanied by lower weekly
wage and salary earnings and higher non-vage-and-salary income.
The higher participation rates of retirees who have had more school-
ing reflects the joint influences of higher weekly wage and salary
earnings and higher non-wvage-and-salary income.

Further evidence of the effect of militarv retirement income on labor
force participation of retirees may be obtained from a comparison of
labor force behavior between military retirees and all civilians. Table
4 contains a comparison between the money incomes of all (white and
nonwhite) retirees and males in the experienced civilian labor force.
Unfortunately, the only income data available for civilian males classi-
fied by age and level of school completed were money incomes of male
persons in 1965. This includes both wage and salary income and income
from other sources. It does not include income of other family mem-
bers. The income of military retirees shown in table 4 is all money
income of the retiree except his military retirement income.l6 If other
incomes were roughly equal between retirees and other civilians then
these statistics could be used to provide a rough ranking of wage and
salary incomes. Although the correlation between the differences in
participation rates of retirees and civilians in table 2 and the differences
in money income in 1965 is small, the correlation is in the expected
direction. 7 Participation rates of retirees higher than the rates of
civilians are associated with higher money incomes of retirees than
money incomes of civilians.

15 Appropriate data are not available for retirees classified by education. The educa-
tional standards for officers have traditionally been higher than the standards for
enlisted men.

1' Wage-and-salary income (col. 1 of table 3) and non-wage-and-salary income (col.
2 of table 3) are the two components of money income.

1' The coefficient of determination from the simple correlation Is O.O1 and the estimat-
ing equation is Y=-2.54X10-2+(3.68X10-6)x where Y equals the difference in labor
force participation rates and X represents the difference in money income.
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TABLE 4.-COMPARISON OF MONEY INCOMES (OTHER THAN INCOME FROM MILITARY RETIREMENT PENSION)
OF MILITARY RETIREES AND COMPARABLE OTHER CIVILIANS, 1965

Level of school completed and age

Less than 8 yr.:
35 to 44 yr . .-
45 to 54 yr .
55 to 64 yr -.---
65 yr. or more

9 to IIyr.:
35 to 44 yr .
45 to 54 yr .
55 to 64 yr
65 yr. or more

12 yr.:
35 to 44 yr . .-..
45 to 54 yr-
55 to 64 yr .
65 yr. or more

131to5 yr.:
35 to 44 yr .-...
45 to 54 yr...
55to 64 yr...
65 yr. or more..

16 yr.:
35 to 44 yr..
45 to 54 yr...
55 to 64 yr...
65 yr. or more

17 yr. or more:
35 to 44 yr.....
45 to 54 yr...
55 to 64 yr.
65 yr. or more -- - --

Money incomes in 1965 of-

Retirees Civilians

ffi . $5, 227 $4,542
----- -----... --- -- 4,925 4,622

-.. - - - - -- - - - - 3,939 4,012
--- --- ..- 1,869 1,9854

6,449 6,118

-- ---- ~~~4,624 5,532
........... ~ ~~~2,297 2,426

40 ------ ~~~~~6,533 7,040
6,492 6,957

------- - ----- - -- --- 4 ,7 14 6 ,626
---... . -. 2,762 2 882

------ . .7, 603 8,145
----- 7,409 88,724

--- ---I --- -- --- -- -- --I-- -- 5 ,6 12 6 ,904
--------- - --- ------ -- ---------- 4,322 3,041

.. ....------ ---- - 7,836 10,029
-- - - -- - - -- I ------ ----- ----- --- . 8 7823 5 11, 557

---- --- --- - - ---- -- --- - - 7,515 8, 949
- - -- --- - -- ------------------ ---- 6,577 4, 157

---- ---- -- ---- --- ---- ---- -- ---- --- 9,615 11,048
-- ------- ----------------------------- 11,088 12,326
- ------------------- -------- -- ----- 10,720 10,844

--- --- -- --- --- --- -- -- I --- --- --- -- 8, 5 52 7, 34 6

Source: App. B and U.S. Bureau of the Census, Current Population Reports, series P-60, Consumer Income, No. 51,
table 22, p. 35.

The striking conformity of the labor force behavior of different
groups of military retirees t2 the theoretical model suggested file pos.-
sibility of deriving estimate of the income and substitution param..
eters of labor force participation from the retirement survey data.
This would enable us to specify more precisely the effects of military
retirement income on the labor force behavior of military retirees.

It is possible to separate the income effect from the substitution
effect by observing the independent effects of changes in wage and non-
wage components on labor force behavior. The nonwage component
identifies the pure income effect and the wage component captures the
income and the substitution effects jointly. Given an estimate of the
income effect based on the nonwage component of income, the pure
substitution effect may be derived as a residual from estimates of the
joint effects picked up by the wage component."'

in The technique for Isolating these effWects Is developed in detail in J. MInucer, op. cit.,
especinaly on pp. 69-75. Estimiates of Income and substitution parameters have heeui
derived in several studies. See, Bowen and Finegan, op. cit.; "Edueational Attainment
and Labor Force Iarticipation, American Econtomnic Review, LVI (May 1966), No. 2,
)pp. 5617-582 : G. G. Cain, Marrted Women in the Labor Force (Chicago, Ill. : University

of Chicago Press, 1966), p. 159; "Unemployment and the Labor-Force Participation of
Secondary Workers," Industrial and Labor Relations Review, XX (January 1967), No. 2,
pp. 275-297. A review of the recent literature on labor force pairticil)Stiofl may be found
in J. Mincer. "Labor Force Participation and Unemployment: A Review of Recent
Literature," in R. A. Gordon and M. S. Gordon, editors, Prosperity and Unemployment
(Berkeley, Calif.: University of California Press, 1966), pp. 73-112. A more rigorous
analv~ls of the income and substitution parameters Is contained in Al. Kosters, "Income
and Substitutton Parameters ln at Family Labor Supply Mfodel," unpublished Ph. D. dis-
sertation, University of Chicago, 1966.

83-200-67-pt. IV- 13
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The labor supply model for retirees may be summarized as follows:

L.= f( YrWrUrZr)

Where L4=the labor force participation rate of a group of retirees,
Y, =the average family income of the retirees,

Wr,=the average wage and salary ncome of the retirees,
Ur=the unemployment rate, and
Zr = other factors affecting Lr.

Since Yr may be written as:

where Xr=average family income other than wages and salaries of the
retirees, then the equation can be rewritten so that:

L/ =g (XrWrUrZr).

Two exponential functions, one explaining the labor force participa-
tion rate and one explaining a transformation of that rate, were
estimated by using least-squares-multiple-regression techniques ap-
plied to the logarithms of the variables. 19 It is possible to produce esti-
mated participation rates greater than one from the equation using
labor-force participation rates as the dependent variable. Since one
is the upper bound of participation rates and many of our observa-
tions were close to one, the participation rate was transformed to a
ratio of the number in the labor force to the number in the popula-
tion who are not in the labor force.2 0 The transformation assumes that
the responsiveness of labor force participation rates to a given abso-
lute change in any of the independent va.tbles would increase rapidly
when participation within the populatiin is small, taper off in the
middle ranges, and diminish as the rate approached one.

Initially, it was assumed that the determinants of labor force be-
havior have uniform effects on retirees in each of the 24 age-level-of-
school cells. The cells were then independent observations in the anal-
ysis and parameters were estimated from weighted regressions.21 Both
measures of labor force participation-the ratio of retirees who had
worked any amount of time in 1965 to total retirees (L 1 ), and the ratio
of employed retirees and unemployed retirees who were looking for
work to total retirees (L 2 )-were used as the dependent variables. The
independent variables were weeklv wage and salary incomes of re-
tirees (W), family income other than the wage and salary income of
the retirees (X), and the unemployment rates of military retirees (U).

19 Other empirical studies of labor force participation rates have used either linear
or exponential functions in which the participation rate wvas the dependent variable.

2e The mathematical transformation to the labor force participation rate is where L
is the labor force participation rate. i-L

21 Unweighted regressions were also run and produced results quite similar to those
obtained from the weighted regressions. Welghted regressions are more appropriate for
analyzing the labor force behavior of all military retirees In wbhich each cell represents
a different fraction of the population under analysis. Unweighted regressions would
be appropriate if we wished to analyze the average behavior of the cells.
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The regressions estimatel differed from the supply equation. The sup-
ply function may be written:

La<o(XY+W) WU =oX TV 2U± +aoW U~

where L is either the labor force participation rate or its tratnsformed
value. The equation estimated was:

L=aoXlW42Uo3.

The partial derivative of the participation rate with respect to other
family income, aL/aX, is the same for both equations. The partial
derivatives for the other two variables differ between the two equa -
tions.2 2 Although the estimates of the coefficients with respect to wages
and unemployment are biased, the income coefficient is an unbiased
measure of the income effect.

The results of the regression analysis are summarized in table 5.
The three economic variables explain between 94 and 97 percent of the
between-cell variation in the labor force participation rates. The re-
gression coefficient associated with family income other than the wage
and salary income of the retiree has the expected sign in all of the
regressions and is an unbiased estimate of the effect of income upon
the different measures of labor force supply.

The assumption of homogeneity of tle retirees in each of the cells
vas relaxed by introducing two sets of dummy variables-one set for

all but one of the four age groups and one set for all but one of the
six level-of-school groups.2 3 This alowed us to determine whether,
independent of the three economic variables of the "naive" model,
there was variation in the labor force behavior of retirees that could
be attributed purely to their age and level of school completed. 24 The
results of this analysis are also summarized in table 5. The first set of
coefficients apply to a regression equation in which only those age-level-
of-school-completed dummies that contribute significantly to the ex-
planatory power of the regression are included. The second set refers
to regressions in which all 10 of the dummies are included. The addi-
tion of dummy variables that significantly reduce the unexplained
variation in the dependent variable (equations 5-8) have little affect
on the coefficients of the "economic" variables in equations 6-8 although
the coefficients in equation .5 are reduced. However, wvhen all of the
dummies are used, the coefficients of the "economic" variables become
less imlportant.2 5

22 The difference between the partial derivatives with respect to wage and salaries is (I+am)asW11+12:
USA and between the partial derivatives with respect to unemployment is ajaoW- +isUa-j.

1' Dummies for the lowest age and level of school completed cells were omitted ats
independent variables in the analysis. Their exclusion from the analysis prevents the
variance-co-variance matrix from becoming singular and, therefore, impossible to invert
to obtain estimates of regression coefficients.

24 The equally important question of whether there were significant interactions he-
tween the estimated coefficients of the "economic" variables and the dummy variables
i8 not addressed in this paper, although we do explore differences in income elasticities
estimated front these coefficients.

n Only three of the 12 coefficients remain statistically signiflcant. Eight of the coelil-
cients are smailler. High multicollinearity between the "economic" and the dummy
variables produces substantial increases in the standard errors of many of the coeffl-
eients of the "economic" variables.
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V
TABLE 5.-ESTIMATES OF REGRESSION COEFFICIENTS DERIVED FROM LABOR FORCE AND INCOME STATISTICS

OF MILITARY RETIREES CLASSIFIED BY AGE AND LEVEL OF SCHOOL COMPLETED, 1965, Li AND Ls AS DEPEND-
ENT VARIABLES

Coefficient of- Dummy variables included -
Regression Dependent Constant R2

number variableb
W b Xb U b School Age

(1) L, *i0.9115 *-0. 5876 *0. 2334 None -- -- - - None - 1.008 0.975
(.0594) (.0426) (.0532) (.298)

(2) --. L *1.155 *- 7199 1.3593 do .- . do -- 1.272 .971
(.076) (.0545) (.0681) . 380)

( ------ tl . 031 a-1. 564 _-1. 982 -d do- - do .808 .935
(.477) (.342) (.427) (2. 387)

(4) L2/1-Ls .1.479 -2.239 *-1. 896 do -do - - *9. 824 .942
(.513) (.368) (.460) (2.569)

(5).- L, *. 4924 t-. 1982 .0629 12 years, 16 years, 55 to 64 years, -. 6497 .992
(.1267) (.0866) (.0664 17 or more years. 65 or more (.3619)

years.
(6) - - 1. 180 -. 7106 *.4040 12 years, 13 to 15 None ---- *1.139 .985

(.8059) (.043) (.0536) years. (.306)
(7) --------- Li/1-Li *1.100 '-2. 455 1-1. 433 9 to 11 years, 12 55 to 64 years '13.73 .982

(.400) (.738) (.478) years, 13 to 15 (6. 62)
years, 16 years,
17 or more years.

(8) - L-/-L2 3. 119 -2. 412 t-1. 432 12 years, 13 to 15 45 to 54 years, '7.962 .986
(.656) (.387) (.695) years, 17 or more 55 to 64 (2. 505)

years. years.
(9)- Li v.5150 -. 2671 .0800 All -All- -.1604 .992

(.1565) (.2601) (.1013) (1.693)
(10) - 4 '. 8492 -. 3257 .:2315 All -All -. 8566 .986

(.2369) (. 3937) (. 1534) (2. 563)
(11) ---- LI/1-L -1. 026 1.919 '1 492 All -All-11.24 .991

(.858) (1.389) (.541) (9.04)
(12) - ,L-l/ 2-L2 .693 1.231 -. 239 All -All -9.922 .993

(.824) (1.370) (.534) (8.919)

a Coefficients of dummy variables and their standard errors appear in app. C.
b The definition of the dependent variables is in table 1, note a. W and X are defined in the text. U represents the un-

employment rate of retirees.
Signifies that coefficients are significant at the 0.01 level, using a 2-tail test.

;Signifies that coefficients are significant at the 0.05 level, using a 2-tail test.
Numbers in parentheses are standard errors of the regression coefficients.

The elasticity of supply with respect to X is equal to at X±W

when supply is measured by L or by L When L is the measure
of supply, this elasticity is estimated fromn the regression coefficient
of A' found in table 5. It is assumed to be the same for each age-

education group. When supply is measured by 1L' the income elas-

ticity with respect to L, . -Lo is derived by ntultiplying the regres-

sion coefficient of X (table 5) by (1-L). This produces differing elas-
ticities for each age-education cell. Estimates of the elasticities in
each of the cells using the income coefficients of equations 2 and 4 are
presented in table 6. The estimated elasticities are less than one in all
but two cases. The income elasticity is higher for older retirees in
each education class for both equations. In each equation age consti-
tutes the major source of variation in the estimated elasticity. Since
younger retirees are more likely to be primary workers, it is reason-
able to expect to find their labor force behavior to be less sensitive to
forms of family income other than their earnings. There is a sulbstan-
tial difference in estimated elasticities for given age-education groups
between the equations. Because of the asymptotic properties of the
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transformed equation3 the estimated elasticities are substantially lower
for retirees below the age of 65. They are also considerably higher for
retirees 05 and older in all but one case. As one might expect, it is
extremely low (less than 0.01) for retirees below the age of 55, who
have )articipation rates exceeding 0.95. Of the two sets of estimates,
those based on the transformed participation rates are probably more
reasonable for the range of data under considerationY2

TABLE 6.-ELASTICITIES OF LABOR FORCE PARTICIPATION RATES WITH RESPECT TO FAMILY INCOME OTHERl
THAN WAGE-AND-SALARY INCOME OF RETIREES

Estimated from equation

Level ot school completed and agseL
2(L2 dependent variable) 

4(1 XL dependent variable)

Less than 8 yr.:
35 to 44 yr - ... -0. 720 -0. 036
45 to 54 yr -. -. 720 -. 112
55 to 64 yr --. 720 -. 579
65 yr. or more - - . -. 720 -1.691

35 t 44 yr .- -- 720 - 038
45 to 54 yr -. - 720 - 074
55 to 64 yr --. 720 .493
65 yr. or more - ... -. 720 -1.616

12 yr:
35 to 44 yr - -. 720 -. 025
45 to 54 yr - - 720 -. 063
55 to 64 yr --. 720 - 390
65 r. or more --. 720 -1. 456

13 to 1 5 yr.:
35 to44 yr -. 7Q0 -. 043
45 to 54 yr . 720 -. 065
55 to 64 yr --. 720 - 385
65 yr. or more --. 720 -1.420

16 yr:
35 to 44 yr .- - --------- - .720 -. 081
45 to 54 yr - --- ----. 2- -- -- - 720 -. 108
55 to 64 yr -. 720 -. 531
65 yr. or more -- - --. 720 -1. 477

17 yr. or more:
35to 44 yr --. 720 -. 078
45 to 54 yr --. 720 -. 083
55 to 64 yr - . 720 -. 404
65 yr. or more --. 720 -1. 223

SUMlMARY

This paper examined some economic implications of the military
retirement program, vhich is noncontributory and, in general, vested
only after military personnel have completed 20 years of active mili-
tary service. The absence of vesting before 20 years was expected to
inhibit mobility of military personnel prior to 20 years, and the retire-
meint income received by retirees was expected to reduce their labor
force participation after they had retired.

Examination of loss rates of active-duty military ersonnel by years
of service completed revealed that losses peak at the end of the first
tour of duty and gradually decline until 20 years of service are reached
at which time they peak again. Both the decline in loss rates after the
initial peak at the end of the first term and the 20-year peak are con-
sistent with the hypothesis that the military retirement system in-
hibits mobility. However, it was not possible to attribute the declining

21tij eausL the equation with participation rates as the dependent variable has ni
asymptote, six observations have estimated participation rates greater than 1, a conl-
p letely Impossible occurrence.



192 OLD AGE INCOME ASSURANCE-PART IV

loss rate solely to the military retirement program. Mobility tends to
diminish with age and experience independent of the effects of this
program. The peak in loss rates at the 20-year point undoubtedly re-
flects the military retirement program and may be attributed to both
the vesting of the pension and the wider range of civilian employment
opportunities open to younger retirees.

Differences in labor-force behavior among military retirees and be-
tween retirees and comparable other civilians, classified by age and
level of school completed were consistent with theoretical expectations.
Retirees with low weekly wages and high family incomes other than
wages of retirees tended to have low labor force participation rates.
In addition, retirees generally had lower participation rates than com-
parable other civilians. This difference may be attributed in part to the
military retirement income which is received by military retirees and
is not available to other civilians and in part to differences in other
elements of family income or in other determinants of labor force be-
havior between retirees and civilians. Estimates of the effect of fam-
ily income of retirees, exclusive of their wages and salaries on their
labor force behavior were derived from a multiple regression on the
income and labor force behavior of retirees classified by age and edu-
cation. They revealed that the income elasticity of participation rates
was relatively low (less than one in most cases) and that it was ex.
tremely low in the youngest age groups. The estimates were very sensi-
tive to differences in functional forms used.

APPENDIX A

TABLE 1.-NUMBER OF RETIREES AND PROPORTION WHO WORKED AT LEAST I WEEK IN 1965 BY LEVEL OF SCHOOL
COMPLETED, AGE, AND RACE

White Nonwhite
Level of school completed and age

Number Proportion Number Proportion

Less than 8 yr.:
35 to 44 yr -
45 to 54 yr - --------------------------
55 to 64 yr -
65 yr. or more -

9to11yr.:
35 to 44 yr-
45to54yr -
55to64 yr .
65 yr. or more - - - -- -

12 yr.:
35 to 44 yr.--
45 to 54 yr -
55 to 64 yr-
65 yr. or more . .

13 to 1 yr.:
35 to 44 yr.
45 to 54 yr
55 to 64 yr.
65 yr. or more .

16 yr.:
35to 44 yr-
45 to 54 yr -
55 to 64 yr
65 yr. or more.

17 yr. or more:
35 to 44 yr
45 to 54 yr
55to64 yr
65 yr. or more.

Total-

958 0.966
1, 848 .919
2, 271 .736
1, 193 .307

1, 687
3, 068
2,152

780

8, 210
12 675
2, 576

604

3, 341
7, 004
1,910

715

507
1, 741

904
528

366
1, 968
1,294

579

59, 192

.976

.944

.772

.338

.982

.957

.810

.377

.982

.965

.815
386

.915

.943

.759

.362

.945

.961

.841

.511

.884

Source: Office of the Assistant Secretary of Defense (Manpower), Compensation and Career Development Directorate.

183
223
126
121

218
234
93
33

397
416
93
18

107
190
52
15

10
37
19
6

7
40
12
5

2, 697

0.940
.910
.722
.438

.968

.932

.817

.455

.972

.947

.860
. 389

.972
* 942
.904
.533

.700

.919

.895
.333

.857

.950
.750
.800

.890
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TABLE 2.-NUMBER OF RETIREES AND PROPORTION OF RETIREES IN THE LABOR FORCE IN JUNE 1966, BY LEVEL.
OF SCHOOL COMPLETED, AGE, AND RACE

White Nonwhite
Level nt school completed and age

Number Proportion Number Proportion

Less than 8 yr.:
35 to 44 yr - 1,179 0.984 228 1.000
45 to 54 yr -1, 929 .950 246 .975
55 to 64 yr -2,299 .741 136 .875
65 yr. or more -1, 237 .244 122 .418

9 to II yr.:
35 to 44 yr -2,017 .983 279 .992
45 to 54 yr -3, 226 .967 258 .972
55 to 64 yr -2,182 .780 99 .838
65 yr or more -805 .277 34 .382

12 yr.:
35 to 44 yr -10,953 .989 605 .995
45 to 54 yr -13, 852 .972 472 .974
55 to 64 yr -2,682 .826 105 .923
65yr. or more -617 .348 21 .523

13 to 15 yr.:
35 to 44 yr -- ------------------------- - 4, 361 .981 148 .972
45 to 54 yr -7, 731 .971 201 .970
55 to 64 yr -1,970 .828 53 .943
65 yr. or more -- 739 .364 15 .666

16 yr.:
35 to 44 yr -666 .964 13 .923
45 to 54 yr- 1,996 .952 41 .902
55 to 64 yr -956 .763 19 .894
65 yr. or more -543 .339 6 .166

17cor more yr.:
35 to 44 yr -520 .965 13 .846
45 to 54 yr- - 2, 260 .963 43 1. 000
55 to 64 yr - 1, 361 .821 13 1. 000
65 yr. or more -588 .452 5 .600

Total -67,094 .898 3,231 .934

Source: Office of the Assistant Secretary ot Defense (Manpower), Compensation and Career Development Directorate.

APPENDIX B
TABLE 1.-NUMBER OF RETIREES REPORTING WAGE AND SALARY INCOME,' AVERAGE ANNUAL WAGE AND SALARY

INCOME AND STANDARD DEVIATION OF AVERAGE BY LEVEL OF SCHOOL COMPLETED, AGE, AND RACE, 1965

White Nonwhite
Level of school completed and age

Number Mean Standard Number Mean Standard
deviation deviation

Less than 8 yr.:
35 to 44 yr -937 5, 111 4, 141
45to54yr -1,822 4,762 4, 547
55 to 64 yr -2,252 3,606 4,241
65 yr. or more -1,203 803 1,987

9 to 11 yr.:
35 to 44 yr -1,662 6,334 15,047
45 to 54 yr -3, 036 5, 722 5, 830
55 to 64 yr- 2, 144 4, 268 5, 368
65 yr. or more 776 996 3,204

12 yr.:
35 to 44 yr -7, 999 6, 310 10,994
45 to 54 yr -12, 499 6, 236 13,610
55 to 64 yr -2, 564 4 336 4,884
65 yr or more -595 1 348 2,980

13to1 yr.:
35 to 44 yr -3, 276 7, 409 8, 051
45 to 54 yr -6,934 7, 144 6,736
55 to 64 yr - ---------------- 1,893 5, 105 5 520
65 yr. or more -719 2,093 5,783

16 yr.:
35 to 44 yr -491 7, 482 5, 933
45 to 54 yr -1, 725 8,091 6,343
55 to 64 yr -892 6 423 9,397
65 yr. or more -531 3, 270 15 438

17 yr. or more:
35 to 44 yr- 354 9,254 8, 286
45 to 54 yr --- 1,950 10, 515 12, 418
55 to64 yr -1,278 9 385 11, 366
65 yr. or more -58 4,926 10, 551

178 3,577 2 779
219 4,980 22,733
126 3 149 5'345
119 1,105 2 495

203 4 527 3,972
233 3,999 2,750

86 3 534 2,904
33 1,148 2,492

381 5,246 10,686
409 4 326 2,801

92 8,456 50,055
18 497 1,328

98 9,941 43,602
182 5,621 3,317

52 3,849 3,424
14 1 681 1,893

10 6,529 8,767
36 6,451 3,666
18 3,513 2,808

6 864 1,931

8 5,941 4,324
38 7,771 5,110
11 5'703 4 644
5 9,658 8,452

I Includes profits and fees of self-employed retirees.

Source: Office of the Assistant Secretary of Defense (Manpower), Compensation and Career Development Directorate.
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TABLE 2.-NUMBER OF RETIREES REPORTING INCOME FROM MILITARY RETIREMENT PENSION, AVERAGE ANNUAL
INCOMEFROMMILITARYRETIREMENTPENSION ANDSTANDARDDEVIATIONOFAVERAGEBYLEVELOFSCHOOL
COMPLETED, AGE, AND RACE, 1965

White Nonwhite
Level of school completed and age

Number Mean Standard Number Mean Standard
deviation deviation

Less than 8 yr.:
35 to 44 yr .
45 to 54 yr - .. -
55 to 64 yr .. ......
65 yr. or more - ..

9 to 11 yr.:
35to 44 yr .
45 to 54 yr --
55 to 64 yr .
65 yr. or more

940 1,934 4,433
1,785 2,111 3,017
2,216 2510 2,878
1,188 2,481 2,170

186 1,621 1,519
211 1,760 1,787
126 1 667 1,226
118 2 005 2,424

1,668 2,032 1,524 202 1,863 2, 332
3,010 2,311 1,463 232 1,901 1'803
2,104 3,117 4,020 89 1,932 1,274

784 3,348 3,532 31 2,814 4,982
12 yr.:

35 to 44 yr 8, 184 2, 248 1, 541
45 to 54 yr 12, 473 2, 661 1, 958
55 to 64 yr .. 2, 530 3,341 2, 873
65yr. or more . 600 3,694 4,460

13to105 yr.:
35 to 44 yr .- . 3, 304 3, 037 1, 895
45 to 54 yr . 6, 918 3, 680 2, 359
55 to 64 yr 1, 883 4, 544 3, 693
65 yr. or more 713 4, 758 4, 124

16 yr.:
35 to 44 yr 495 3, 767 2, 012
45 to 54 yr 1, 724 4, 963 3,249
55 to 64 yr - 894 6, 537 3, 331
65 yr. or more 529 6,536 4,898

17 yr. or more:
35 to 44 yr .- .. 363 4, 257 2, 645
45 to 54 yr. . 1, 944 5, 375 2,480
55 o64yr 1,275 7, 387 5, 121
64 yr. or more .. 571 6,415 3,920

398 1, 795 1, 425
412 1,959 1,811
97 2,096 1 492
20 3, 705 3,906

97 2, 382 1,698
182 2,590 1,773
52 2 735 2 214
15 2,644 10279

11 2,959 1,529
37 4,052 2,256
17 3,633 2,501
5 3,072 311

11 2,681 2 149
37 4 112 2,207
11 3,916 3,155
5 5,341 5,516

Source: Office of the Assistant Secretary of Defense (Manpower), Compensation and Career Development Directorate.

TABLE 3.-NUMBER OF RETIREES REPORTING OTHER FAMILY INCOME, AVERAGE OTHER FAMILY INCOME, AND
STANDARD DEVIATION OF AVERAGE BY LEVEL OF SCHOOL COMPLETED, AGE, AND RACE, 1965

White Nonwhite
Level of school completed anid ace

Number Mean Standard Number Mean Standard
deviation deviation

Less than 8 yr.:
35 to 44 yr . 934 937 1, 675
45 to 54 yr. 1 810 1,033 2, 131
55 to 64 yr. .. 2 245 971 4 655
65 or more yr 1,193 640 1,560

9 toll yr.:
35 to 44 yr 1, 662 1, 136 2,014
45 to 54 yr .. 3,012 1, 098 1, 993
55 to 64 yr . . 2, 130 983 2, 785
65 or more yr - 762 920 2,742

12 yr.:
35 to 44 yr 7, 986 1,182 2, 355
45 to 54 yr - -12, 464 1, 297 3, 870
55 to 64 yr.. 2, 552 1, 122 2, 733
65 or more yr - -- - 588 842 1,963

13to15 yr.:
35 to 44 yr .- . 3, 264 1, 346 5, 845
45 to 54 yr . . 6,904 1,376 3,399
55 to 64 yr .-- - -- 1, 881 1, 214 2, 945
65 or more yr . 719 1,309 3, 020

16 yr.:
35 to 44 yr . . . 490 1,481 2, 204
45 to 54 yr . . . 1,717 1 526 2 968
55 to 64 yr . . 887 1, 571 5, 947
65 or more yr. . - 533 2, 371 13, 547

17 or more yr.:
35 to rr yr . . . 353 1, 516 3,280
45 to 54 yr- 1, 940 1,547 3, 178
55 to 64 yr .. 1, 269 1 553 4 544
65or moreyr 575 1, 556 3 399

178 1, 026 2,543
220 2,512 24,571
124 548 1,347
118 413 1,073

205 891 1, 617
229 928 1,737
85 1,463 2,546
31 1,027 2,075

379 1,271 2,039
410 1,199 2,081

92 929 1 598
19 1,026 2:720

94 1,775 4,003
182 1,622 2,352
51 1,338 1 726
14 1,284 1,775

9 2,567 3,100
36 1,700 3, 269
18 1,269 2,781
6 445 995

8 1,463 2,612
37 3 255 3,939
11 1 709 3 158
5 1,610 2,274

Source: Office of the Assistant Secretary of Defense (Manpower), Compensation and Career Development Directorate.
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TABLE 4.-NUMBER OF RETIREES REPORTING OTHER ANNUAL (NONWAGE) INCOME, AVERAGE OTHER ANNUAL
(NONWAGE) INCOME, AND STANDARD DEVIATION OF AVERAGE BY LEVEL OF SCHOOL COMPLETED, AGE, AND
RACE, 1965

White Nonwhite
Level of school completed and age-

Number Mean Standard Number Mean Standard
deviation deviation

Less than 8 yr.:
35 to 44 yr - 930 116 501
45to54yr -1,811 163 670
55 to 64 yr -2, 244 333 962
65 yr. or more 1,194 1, 066 1, 942

9to 1 yr.:
35 to 44yr 1, 652 115 538
45to 54yr- 3,012 168 607
55 to 64 yr -2,132 356 1, 191
65 yr. or more -773 1,291 3, 072

12 yr.:
35 to 44 -7, 983 223 8,964
45 to 54 yr -- - - 12, 454 256 8,089
55 to 64 yr- -.--..------. 2, 554 378 1,344
65 yr. or more- ....... ...... 593 1,414 2, 200

13 to 15 yr.:
35 to 44 -------------- 3,251 194 749
45 to 54 yr ------------... 6, 893 266 891
55 to 64 yr 1,:880 507 1,263
65 yr. or more -717 2, 227 5, 226

16 yr.:
35 to 44 yr -487 354 859
45to54yr 1,716 632 1,897
55 to 64 yr -883 1, 092 2, 208
65 yr. or more 529 3, 307 5, 532

17 yr. or more:
35 to 44 yr -352 361 938
45 to 54 yr -1, 939 573 1,353
55to64yr -1,266 1,335 2,763
65 yr. or more -576 3, 626 5, 056

176 197 513
218 125 396
123 278 765
119 606 947

204 125 4 12
228 127 426
84 134 3711

31 650 657

377 114 385
409 153 5611

92 179 472
19 716 892

96 248 636
180 201 649
51 136 6611
14 987 1, 122

9 92 202
36 121 404
1 8 326 792
6 827 1,462

8 100 162
36 269 577
11 1,475 2,832
5 3, 138 4, 968

Source: Office of the Assistant Secretary of Defense (Manpower), Compensation and Career Development Directorate

TABLE 5.-NUMBER OF RETIREES REPORTING MONTHLY EXPENDITURE AT COMMISSARY, AVERAGE MONTHLY
EXPENDITURE AT COMMISSARY, AND STANDARD DEVIATION OF AVERAGE BY LEVEL OF SCHOOL COMPLETED,
AGE, AND RACE, 1965

White Nonwhite
Level of school completed and age

Number Mean Standard Number Mean Standard
deviation deviation

Less than 8 yr.:
35to44yr -1,177
45 to 54 yr - 1, 927
55 to 64 yr -2, 292
65 yr. or more - 1, 242

9tolIyr.:
35 to44 yr -2, 071
45 to 54 yr- 3 221
55 to 64 yr- 2, 178
65 yr. or more -808

12 yr.:
35 to 44 yr -10, 947
45 to 54 yr -13 833
55 to 64 yr- 2, 679
65 yr. or more -616

13 to 15 yr.:
35 to 44 yr -4, 362
45 to 54 yr- 7 736
55 to 64 yr- 1, 972
65 yr. or more -734

16 yr.:
35 to 44 yr -669
45 to 54 yr- 1, 996
55 to 64 yr -956
65 yr. or more -541

17 yr. or more:
35 to 44 yr -519
45 to 54 yr -2, 252
55 to 64 yr -1, 357
65 yr. or more -587

53 40 228 48
45 38 245 45
36 35 136 42
26 31 126 38

37
36
34
31

55 43 279 56 35
48 38 258 48 35
41 36 99 48 33
35 33 34 42 30

60 39 601 56 35
55 38 472 50 35
46 36 105 43 35
36 34 21 38 27

66
62
51
36

37 147 60 36
37 202 59 35
36 53 48 35
34 15 40 29

69 37 13 73 30
61 37 41 54 39
47 37 19 57 23
33 33 6 31 34

67 38 13 62 :15
60 38 43 65 :1
46 37 13 44 '18
31 33 5 18 17

Source: Office ot the Assistant Secretary oF Defense (Manpower), Compensation and Career Development Directorate

S3-200-67-pt. IV-14
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APPENDIX C

MEAN WEEKS WORKED IN 1965 OF WHITE RETIREES BY LEVEL OF SCHOOL COMPLETED AND AGE

Years of school completed
Age in 1965

Less 9 to 11 12 yr. 13 to 15 16 yr. 17 or
than 8 yr. yr. more yr.

35 to 44 yr 42.8 44. 9 45.2 45.8 40. 5 42,
45 to 54 yr -40. 0 42.9 43.9 44.6 42. 5 43
55 to 64 yr -.- 31.4 33.2 34.9 34.1 31.9 36
65ormoreyr- 8.1 9.5 12.2 12.8 12.2 9 3

Source: Office of the Assistant Secretary of Defense (Manpower), Compensation and Career Development Directorate.

APPENDIX D
COEFFICIENTS AND STANDARD ERRORS OF DUMMY VARIABLES USED IN THE ANALYSIS

Dependent variable

Li Li Li La Lil/-Li Li-Li L/1t-Li L2/1i-L

Age dumm ies:
45 to 54 yr 0. 0033 . -0. 0145 . . -0. 6368 '-0. 2936 t-0. 8393

(. 0446) ( 0675). (.2383) (.1652) (. 2350)
55 to 64 yr - '-- -Q. 0639 - 0506 -- 0637 --0. 1555 1-2. 066 t- 9983 t-. 728

(. 0330) (.1170) (.1772) (.1876) (.6251) (.3199) (. 6166)
65 yr. or more -. 4242 -. 3865 - 3495 ---------- t-4 472 - - t-4 392

(.1190) (.2421) ( 3664) .(1.293) - - (1. 275)
Edguctatilon dummies:06 03 75 018*09

9 to ti yr . . ..------ 06 -- - .-0039 .2775 .03178 - -..... *-. 0493
(.0376)- - (.0569) (.2339) (.2006) (.1979)

12yr .0227 .0399 fO.0812 .0310 '.6967 t.02005 f.4498 '.0711
(.0133) (.0579) (.0217) (.0874) (.2998) (.3092) (. 1288) (.3050)

13 to 15 yr - - 0313 -0699 - 0198 t1 210 t- 1700 .3245 f-5387
(.1045) (.0241) (.1582) (.4607) (.5583) (. 1479) (.5507)

16 yr - -. 0793 -.0327 - -.1196 1.159 -1. 156 - - -1 469
(.0312) (.1703) . (.2577) (.6963) (.9094) …( 8970)

17yr.ormore - 0930 - 0399- - - 1708 1.8244 -1.195 - 4491 -1. 542
(.0369) (.1723)- - (.2608) (.8664) (.9202) (.3114) (.9076)

tSignificant at the 0.01 level (2-tail test). 'Significant at the 0.05 level (2-tail test).



THE EFFECT OF NONVESTED PENSIONS ON MOBILITY:
A STUDY OF THE HIGHER EDUCATION INDUSTRY*

BY MELVIN LuRIE* *

Examining the higher education industry, this study tests
the view that nonwage benefits such as nonvested pensions
have resulted in the immobilization of labor. Separation ex-
periences of institutions having vested and nonvested plans
are compared, the data showing that, in the aggregate, faculty
in institutions of higher education do not seem to allow their
mobility decisions to be influenced by losses in pension plan
equities.

In the past two decades, the American labor force has taken an in-
creasing share of its income in the form of nonwage benefits. The
impact of this change on the long-term voluntary quit rate has been
regarded by many economists ' as detrimental to the economy. Some
of the reasons for this view have been summarized by A. M. Ross in
this way:

"It is said that seniority systems, health and welfare plans, and
negotiated pensions have chained the worker to his job; that the
adaptability and flexibility of the labor force are being sacrificed; and
that a new industrial feudalism is being built. The crux of the problem,
it is held, is that the worker can no longer afford to quit his job." 2

Ross, however, after studying the movement of quit rates in manu-
facturing industries from 1910 to 1956 dissented from the majority
view and concluded that "little evidence can be found for the proposi-
tion that labor resources have become immobilized." 3

The quit rate series computed by Ross showed that the two major
causes of quit rate variation were the business cycle and the disloca-
tions of war. Since Ross' interest was limited to the trend of quit
rates, he removed the effect of the business cycle from his analysis by
considering only years in which the rate of unemployment was between
.3 and 6 percent of the civilian labor force. Furthermore, he omitted
from his analysis the war periods, 1917-20 and 1942-47. With the
remaining years, he estimated that the monthly quit rate in manu-
facturing had decreased from an average of 6.2 percent for the years
1910-12, 1920, and 1923, to an average of 1.5 percent for the years
1949-50 and 1954-56.

*Reprinted from Industrial and Labor Relations Review, vol. 18, No. 2,
January 1965.

**Professor, University of Wisconsin, Milwaukee, Wis. The author wishes to
acknowledge the helpful comments of H. Gregg Lewis and Elton Rayack on an
earlier draft of this article.

X For example, see Ewan Clague, "Long Term Trends In Quit Rates," Employment axd
Earnings, December 1956, voL 8, p. vAl.

2 A. M. Ross, "Do We Have a New Industrial Feudalism," American Economic Review,
vol. 48, December 1958, p. 903.

$Ibid., p. 918.
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If the data had shown that a sharp decline in quit rates had occurred
only in the years following World War II, one could argue that non-
wage benefits were indeed chaining the worker to his job. But Ross
shows that the sharpest decline in quit rates occurred during the
middle 1920's, when nonwage benefits were a small fraction of total
benefits. According to Ross, the decline in quit rates in the 1920's was
due to a sharp drop in immigration, to an increase in the skill composi-
tion of the labor force, and to the adoption by management of the
human relations approach to personnel administration. The continued
decline in quit rates from the 1920's through the 1950's is explained by
Ross primarily in terms of the spread of unionism, the aging of the
labor force, and the greater stability of manufacturing employment.

Ross' conclusions rest largely on a period comparison of quit rates
in American manufacturing industries over four decades. This series
was pieced together from three sources and, as Ross readily admits,
"there are grave difficulties in using the available time series for com-
parative purposes." 4Since Ross' conclusions run counter to my ex-
pectations and apparently to those of most economists, it seemed appro-
priate to evaluate the same question that Ross has raised using a dif-
ferent method and different data. Instead of the hypothesis that all
nonwage benefits reduce mobility, I restricted my hypothesis to the
one nonwage benefit that is considered the major deterrent to mo-
bility-the pension system; instead of testing by time series, I tested
by cross-section analysis; and instead of studying all manufacturing
industries, this study is restricted to one industry and that industry
happens to be in nonmanufacturing.

The crucial factor determining cost of movement under alternative
pension plans is the extent to which the plan is vested in the employee.
There are three predominant kinds of vesting arrangements. The first
is a fully vested plan with immediate vesting-this plan guarantees the
employee immediate equity in his pension, based on all of the employ-
er's contributions in the employee's behalf, should his employment be
terminated, voluntarily or involuntarily, before he reaches retirement
age. The second is a nonvested plan-this plan allows the employee to
withdraw only his contribution to the pension system (in some in-
stances without interest) if his employment is terminated before he
reaches retirement age.5 These plans represent the extremes in terms of
their cost effects on an employee's propensity to move. A third type of
pension plan wvith an intermediate cost effect is a deferred vesting plan;
such plans become vested after an employee meets specified prerequi-
sites, such as a minimum length of service with the firm or a minimum
age or both.

To do the kind of industry study of employee mobility described
above, one needs an industry: (1) In which there are many firms hav-
ing pension systems; (2) for which information is available concern-
ing the extent to which these pensions are vested; and (3) in which
there is almost an equal distribution of firms with fully vested and
nonvested plans. In a study of 300 selected pension plans in American
industry in 1958, Koladrubetz found that, although vesting wvas pro-
vided in 174 plans, only one of these plans provided for immediate,

4 Ibid.
I If the plan is noncontributory, then the employee receives nothing upon termination

of his employment before retirement age Is reached.
l
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full vesting.6 The majority of "vested" plans (154) provided for de-
ierred vesting, with 75 percent of the plans specifying a prerequisite
of either 10 or 15 years of service. On the basis of this study I con-
cluded that one Was unlikely to find a manufacturing industry with a
large enough number of immediate, fully vested plans to allow a com-
parison to be made between mobility under contrasting vesting schemes.
Amono nonnanufacturinog industries, only the higher education in-
dustry was found to have the kind of vesting distribution of pension
systems that would allowv an interfirm cross-section analysis to be
made.

DATA AND METHODOLOGY

To make a cross-section analysis of the mobility (herein defined as
voluntary separations) of employees in firms with vested as contrasted
to employees in firms with nonvested pension plans in the higher edii-
cation industry, one needs (1) data to classify pension plans in Ameri-
can colleges and universities according to the extent of vesting; (2)
data on the voluntary separation rates of faculty, by institution; anll
(3) data to standardize the sample-that is, to hold "constant the
impact on voluntary separation rates of factors other than the extent
of vesting.

Greenough and King's study of pensionl plans in American colleges
and universities furnishes a description of the vesting provisions iII
most institutions of higher education (hereafter, IHE) .7 The volun-
tary separation rates of faculty, by institution, have, to my knowledge,
never been collected; therefore, these data were secured by mailed
questionnaires. Data to standardize the sample were drawn fioma
higher education source books, of which the U.S. Office of Education's
annual Education Directory was the most useful. Section 1 of the
appendix contains a detailed discussion of the collection and use of
the data.

To standardize the sample, a deflation procedure was used; that is,
I divided the voluntary separation rates of one academic rank of
faculty by the rates of another rank of faculty in the same institution.
If, in a given institution, a factor (other than the extent of vesting)
affects the average separation rate of faculty in the four academic
ranks in the same direction and in approximately the same amount,
then the deflation process provides a method of minimizing the effect
of this factor on relative (interfirm) separation rates. Section 2 of the
appendix is devoted to a more complete treatment of the methodology
used.8

THIE EFFECT OF NONVESTED PENSION PLANS ON FACULTY SEPARATIO N
RATES

What predictions can be made about the voluntary separations of
faculty under vested and nonvested pension plans? Voluntary separa-
tion under a fully vested pension plan is almost without financial

0 W. W. Koladrubetz, "Vesting Provisions In Pension Plans," Monthly Labor Review,
vol. 82, July 1959, p. 745-746.

I W. C. Greenougl and F. P. King, Retirement and Insurance Plana in American Colleges,
New York, 1959.

aFor a similar use of the deflation procedure, see Ai. Lurie, "The Effect of Unionization
on Wages In the Transit Industry," Journal of Political Economy, vol. 69, December 1901,
p. 562.
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cost; for the faculty member, if he moves, receives during his retire-
mnent years a sum representing the contributions of his employer as
well as his own contributions for the years of covered service (plus
accumulated interest). The nonvested plan, however, imposes a heavy
financial burden on the faculty member who leaves an institution
before retirement age.

Estimates of the financial cost of movement under a nonvested sys-
tem are given in table 1. It is clear from these data that the financial
cost of leaving an institution with a nonvested plan increases at a
decreasing rate with years of covered service; and that, after 15 years
of service, for example, the cost of moving to another position becomes
large enough ($4,997 lump sum or $333 annually to retirement age)
to cause a senior faculty member to deliberate carefully before depar-
ture and, in some cases, to decide against leaving.9

TABLE 1.-FINANCIAL COST OF MOVEMENT UNDER A NONVESTED PENSION SYSTEM'

Net additional sum needed by Same as column (2) except on
Age individual leaves nonvested plan individual to make up for lost annual basis to age 65

pension benefit

(1) (2) (3)

35 ----------------------- $561 $28
40- - 2,020 116
45 - 4, 997 333
50 - 9,458 781
55 - 16,742 1,925
60 - 26,881 5,725

' Assume salary scale as follows:
30 to 34 ------------ $5, 000
35 to 39 --------- 7, 500
40 to 49 --- 10,0------------ '° °00
50 to 65 --- ---- 12,000-------------- ,

Notes: The net additional sum needed by a faculty member to buy the same retirement benefts that he would have
received had he not moved is given in columns (2) and (3). Column (2) is the lump-sum figure and column (3) is the annual
amount he would have to pay until retirement age is reached (assumed to be 65). The costs of movement under a non-
vested system have been determined in the following manner: first, I assumed an age of entry into the pension system
(age 30), a salary scale, a contribution rate (5 percent), and an interest rate (3 percent); second, I computed the total
pension income lost; third, the total pension income lost was converted to the single sum needed to replace the lost benefit;
and fourth, I subtracted fram the lump-sum cost, the amount of the individual's contribution returned on leaving the pension
system (computed at 3 percent compound interest).

The question to be considered here, however, is not whether it is
more costly to move under a nonvested pension plan (for it clearly is),
but whether faculty consider this cost a major obstacle to their mobil-
ity. If they do, in fact, act like Homo Economicus, then, other things
equal, voluntary separation rates will be lower in IHE with nonvested
plans as compared to separation rates in IHE with vested plans. Of
course, the crucial problem in this study and all cross-section studies
is whether the comparison is made with "other things equal." As indi-
cated earlier, the methodology of correcting for the effects of other
factors is discussed in the appendix, section 2.

The age of faculty is one of the factors discussed in the appendix
as having an impact on separation rates; for it is clear that mobility

F Few components of faculty income other than pensions have the distinctive feature of
increasing In value with increased employment. Life insurance, hospitalization, surgical,
and major medical plans can be bought by the mobile professor at most THE at about the
same price. The rewards and privileges forthcoming to senior staff for long-time loyalty
and service, although often, not quantifiable, undoubtedly reduce the mobility of professors.
But this kind of immobility is likely to be distributed randomly among all IHE : or, at
least, we rio not expect that general academic immobility will be associated with the fact
that an institution has a vested or nonvested pension system.
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decreases with advancing age. The age distribution of faculty, by
institution, was not available to me. H-ence, academic rank was used
to approximate the value of this variable. Academic rank was also
used as a surrogate for the length of service of faculty. If age and
seniority do vary systematically with rank, the deflation process will
eliminate their effects on relative separation rates. However, we would
like to eliminate only the effect of age-for, only by varying the length
of covered service can we bring to the surface the differential effects
on voluntary separation rates of vested and nonvested pension plans.

A one step computation was used that allowed the length of service
to vary, and at the same time allowed for the correction of the effects
of other factors by the deflation of the average separation rate of one
academic rank of faculty by the rate in another rank in the same insti-
tution. To accomplish both ends, three ratios of average separation
rates for each IHE were computed: full professor/associate professor,
full professor/assistant professor, and full professor/instructor."0
Since the denominators represent fewer years of covered service than
the numerators, the values of each of these ratios should be less than
unity; and in each of the 437 IHE studied, the ratios were less than
one. Furthermore, the ratios were arranged with decreasing covered
service in the denominators; therefore, the values of the ratios should
decrease and, indeed, they did.

The test of the hypothesis that nonvested pension systems reduce the
voluntary separation rates of university professors may now be made
by comparing, for given lengths of service, voluntary separation rates
in vested and nonvested IHE. If the vested ratios are larger than the
nonvested, the hypothesis is supported; if smaller, the hypothesis is
rejected.

TABLE 2.-VOLUNTARY SEPARATION RATES, ACCORDING TO LENGTH OF COVERED SERVICE, IN VESTED AND
NONVESTED INSTITUTIONS OF HIGHER EDUCATION. 1959

Relative covered service I Vested Nonvested Ratio of vested to
nonvested

(1) (2) (3)

Professor or associate professor - 0.311 0.526 0. 591
Professor or assistant professor- . 272 .273 .996
Professor or instructor - .135 .156 .865

I As measured by academic rank.

As is shown in table 2, the ratios of separation rates in nonvested
IHE exceed those in vested IHE in each of the three measures of cov-
ered service."1 Thus, the hypothesis appears to be rejected, and it must
be concluded that, for the higher education industry as a whole, non-
vested pension systems do not hinder mobility. As indicated in the
introductory section, this is the same conclusion reached by Ross after
studying quit rates in American manufacturing industries.

15 The ratios Involving Instructor and assistant professor are probably less reliable than
those involving associate professor. For. in the lower ranks, It 8 not always easy to dis-
tInguIish between a voluntary and an Involuntary separation. Say you are an assistant
professor and you knolv that you will not receive tenure when this decision Is made next
year: therefore, youo resign this year. This separation would probably be recorded as volun-
tary. Thus, there is some overstatement of voluntary separation rates at the lower ranks.

5' The sample of THE underlying table 2 consists of 339 colleges and 98 universities;
I.e., all of the THEI that suppied separation rates except 55 THE with deferred vesting or
vested pension systemus adopted after 1951.
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Another way of looking at the data is in terms of column (3) of table
2, which is computed by dividing the vested separation rates in column
(1) by thenonvested rates in column (2). Column (3), "faculty sensi-
tivity ratio," measures faculty sensitivity to losses in retirement equity
resulting from voluntary departure under a nonvested pension system.
If the faculty sensitivity ratio is less than one, as the three ratios are in
table 2, then faculty do not consider equity losses in their retirement
fund as an impediment to their mobility; a ratio exceeding one would
indicate the converse. Subsequent tables present relative separation
rates in terms of faculty sensitivity ratios.

SUBDIVISIONS OF SAMPLE

We now turn to subdivisions of this sample to see whether the hypoth-
esis continues to be rejected. The subdivision method allows compari-
sons to be made between separation rates of more homogeneous classes
of IHE. Some of these subclasses, however, contain a small number of
observations. Therefore, there may be large sampling error present.
The faculty sensitivity ratios for "colleges" and "universities" sepa-
rately are presented in table 3.12 These data show that there is a marked
difference in the attitudes of college and university faculties in willing-
ness to consider pension equities as a casual factor in their mobility
decision. Although the sensitivity ratios of college faculties continue
to be less than unity, indicating that voluntary separation rates in
nonvested colleges exceed those in vested colleges, the ratios for univer-
sity faculties are substantially greater than unity and, in addition, they
are uniform for the three lengths of service considered. Thus, among
faculty in "universities," the extent to which a pension plan is vested
appears to be one of the factors considered when the decision is made
as to whether or not to resign.

TABLE 3.-FACULTY SENSITIVITY RATIOS, ACCORDING TO LENGTH OF COVERED SERVICE, IN VESTED AND NON-
VESTED COLLEGES AND UNIVERSITIES, 1959

Relative covered service Colleges Universities

Professor/associate professor 0.418 1.293
Professor/assistant professor. .884 1. 226
Professor/instructor -. 698 1.269

How can this differential behavior between "college" and "univer-
sity" faculty be explained ? We can only speculate. I suspect that col-
leges and universities attract faculties with different mobility sensi-
tivities because of different product-mixes; i.e., colleges produce pri-
marily higher eduction, while universities produce higher education
and research. Monetary success in higher education depends to some
extent on actual mobility or the threat to move; and this mobility de-
pends in turn largely on the reputation acquired in research and pub-
lication as contrasted to teaching. The faculty member with substantial

12 Same sample as In table 2.
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investment in his research training knows in advance that his o01po1 -
tunities to further his research potential and l-o use it for advancement
wvill be greater in a university than in a college. On the other hand,
the faculty member without research potential will probably choose to
be employed by a college for he knows that his market power will be
low and mobility for him will not offer large rewards. One might argue
then that the university faculty menaber, on the average, has a pro-
pensity for mobility and, if he finds himself in, or is clever enough lo
choose, an institution with a vested pension plan, ihe might very well
take advantage of the chance to make a costless change; the college
teacher, however, has little inclination to move and, therefore, will
probably be indifferent to the extent to which his pension plan is vested.
Even if the pension is vested, the college teacher may not take ad-
vantage of this feature.

TABLE 4.-FACULTY SENSITIVITY RATIOS, ACCORDING TO LENGTH OF COVERED SERVICE, IN COLLEGES
AND UNIVERSITIES, BY TYPE OF CONTROL, 1959

Colleges Universities
Relative covered service

Privately Publicly Privately Publicly
controlled controlled controlled controlled

Professor/associate professor- 1. 547 () 4.688 0. 654
Prolessor/assistant professor-- 986 0.010 1.975 1. 648
Professor/instructor -609 .002 2. 279 1. 014

' No voluntary separations at rank of associate professor among publicly controlled vested colleges.

Table 4 presents sensitivity ratios for colleges and universities sub-
divided by type of control. In the five situations where comparisons can
be made, the sensitivity ratios in privately controlled IHE are sub-
stantially greater than those in publicly controlled IHE. There is,
however, large sampling error in these estimates, for only a small
fraction of publicly controlled IHE have vested pension plans. The
university sample probably gives more accurate results because the
percentage of vested universities that are publicly controlled and the
percentage of nonvested universities that are privately controlled are
somewhat larger than in the college sample.13 Also the universities
have fewer factors affecting voluntary separation rates than the col-
leges.'4 It appears from the data in table 4 that the mobility decision
of faculty i privately controlled colleges and universities is more
readily influenced by equity losses in pension systems than the mobility
decision of faculty in publicly controlled colleges and universities.

is Among colleges, 91 percent of those that are privately, controlled have vested pension
systems; among universities, 80 percent of those that are privately controlled have vested
pension systems.

14 A much smaller percentage of universities are affiltated with church groups and, very
few universities have faculties predominantly female or Negro. In the sample of 98 uni-
versitles, six are affiliated with religious groups (one Protestant and five Roman Catholic),
thus the Influence of religious control on separation rates cannot be large. The largest per-
centage of female faculty among universities is at the Univereity of Hawaii where 35 per-
cent of the total faculty are women. No information Is available on the percentage of Negro
faculty In universities but this figure is assumed to be small. It Is probable, therefore, that
neither sex nor the race composition of faculty in particular universities is large enough to
affect relative separation rates.

203
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TABLE 5.-FACULTY SENSITIVITY RATIOS, ACCORDING TO LENGTH OF COVERED SERVICE, IN PUBLICLY CON-
TROLLED UNIVERSITIES, BY TYPE OF CONTROL AND REGIONAL LOCATION, 1959

Publicly controlled
Relative covered service

South Non-South

Professor/associate professor 0. 185 0. 514
Professor/assistant professor .600 1. 020
Professor/instructor- (1) .648

I No voluntary separations among instructors in vested southern universities.

The data can be further subdivided to pick up the attitudes of other
subsections of faculty toward movement under nonvested pension sys-
tems. Continued subdivision, however, reduces the sample so that the
results become less reliable. One more subdivision is, however, made
in table 5 to find out whether faculty in southern universities are as
mobile as faculty in nonsouthern universities.,' Type of institution
and control of institution are held constant. The faculty sensitivity
ratios seem to indicate that nonsouthern faculty are more aware of the
financial costs of moving under nonvested systems than their southern
colleagues.

The calculated choice of faculty may also explain differences in
faculty sensitivities toward vesting that appear to be based on control
of and regional location of IHE. Again, if a faculty member desires
research opportunity and anticipates mobility, he may choose privately
as opposed to publicly controlled IHE and may prefer being employed
in nonsouthern rather than southern IHE. Thus, the faculty with
the most effective market power are likely to be employed in vested
universities that are privately controlled and located in the non-South;
the faculty with the least market power are likely to be employed in
nonvested colleges that are publicly controlled and located in the
South.

Let us now turn to the data on faculty salaries. The USOE salary
survey for 1959-60 supplied the average salary,l" by academic rank, for
each IHE (over 1,400) that responded to their questionnaire. From
these data, I took the salaries, by rank, for those IHE that also re-
sponded to my questionnire.17 I weighted the salary in each rank by
the number of faculty in the rank for each IHE, and, after classifying
each institution as vested or nonvested, was able to compute a weighted
vested and nonvested salary by rank for all IHE, and for colleges and
universities separately."'

These data are presented in table 6. The absolute salary differentials
between all vested and nonvested IHE are not large nor are the
differentials in the same direction. Our interest, however, lies with the
ratios of 'salaries; for, if the deflation process is to be effective in
eliminating salary differentials as a factor explaining relative vol-
untary senaration rates, these ratios must be similar in vested and non-
vested IlE. The salary ratios for all IHE suggest that there is vol-

There were 17 southern universities, of which only one had a vested pension system;
there were 4.5 nonsouthern ussiversities, of which 12 had vested pension systems.

50 U.S. Office of Education, "Higher Education Planning and Management Data, 1959-60,"
Washington, D.C., 1961.

17 Among the colleges, 250, or 74 percent, of my sample were present In the USOE salary
data * among the universities. 79, or 81 percent, of my sample were present.

5s Copies of the original salary runs supplied by W. Robert Bokelman of USOE made this
comisputation possible.
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untary movement from nonvested -to vested THE; thus, the relative
voluntary separation ratios of table 2 understate the impact that vest-
ing has on voluntary quits.
TABLE 6.-FACULTY SALARIES AND SALARY RATIOS BY RANK, EXTENT OF VESTING, AND TYPE OF INSTITUTION,

1959-60

Average salaries

All IHE Colleges Universities

Vested Nonvested Vested Nonvested Vested Nonvested

Professor -$10, 100 $9,100 $8,400 $8,600 $11, 200 $9,500
Associate professor - 7,400 7,300 6,600 7 100 7 900 7,400
Assistant professor- 6200 6,300 5 800 6,300 6 500 6,200
Instructor- 5,200 5,200 5,200 5,400 5,300 5,000

Salary ratios

Professor/associate professor -1.37 1.25 1.27 1.21 1.42 1.28
Professor/assistant professor -1.64 1.45 1.45 1.37 1.72 1. 53
Professor/instructor -1.94 1.75 1.62 1.59 2.11 1.90

Source: U.S. Office of Education, "Higher Education and Management Planning Data," 1959-60.

Much of the movement from one academic job to another probably
takes place between "colleges" or between "universities." Therefore, a
breakdown of average salaries and salary ratios, by rank and type of
institution, is also presented. In table 6, the average salary in non-
vested colleges is slightly higher ($200 to $500) for all ranks than that
in vested colleges. But, for the universities, the average salary in vested
universities is slightly higher ($300 to $500) than that in nonvested
universities, except for the rank of full professor where the salary
paid in vested universities is substantially higher ($1,700) than that
paid in nonvested universities. The salary ratios are, in fact, quite
close for "colleges" and I, therefore, anticipate that salary differentials
between vested and nonvested colleges will not affect the conclusions
drawn on the basis of the voluntary separation data in table 3. For
"universities," however, it is clear from the ratios in table 6 that
salary differentials in favor of vested universities understate the extent
of the voluntary movement between universities due to vested pension
plans.

It does seem strange that the salary differentials among vested and
nonvested universities range from $300 to $500 at the three lower ranks,
and then jump to $1,700 at the full professor rank. If this is a per-
sistent differential at the full professor rank, why is it not diminished
by the movement of full professors from nonvested to vested uni-
versities?

It may very well be that salary differentials between vested and
nonvested universities are the result rather than the cause of differ-
ences in voluntary separation rates. One could argue that, since the
full professor in a nonvested institution is "locked in" by his pension
plan, he pays a price for his immobility in lower salary as compared
with his counterparts in vested institutions and with his more mobile
junior colleagues in the same institution. If one assumes that an admin-
istration seeks, with the income available for professorial services, to
maintain and improve its instruction and research, does it not follow
that it will, unintentionally to be sure, transfer income from those
who are not mobile to those who are? If administrators do act in this
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way, then the salary structure of nonvested IHE will be compressed
and this narrowing will show up, as it does in table 6, with an increas-
ing differential in salaries between vested and nonvested IHE as aca-
demic rank advances.

The data on average faculty salaries, by rank, presented in table 6,
tells very little about the dispersion of the salaries of faculty around
the mean salary of each rank. Large salary dispersion may mean that
the college or university is giving substantial cash awards to its most
competent faculty in order to reduce their mobility. If salary disper-
sion is greater in vested than in nonvested IHTE, then the voluntary
separation rate because of vesting will be understated in the present
study.

5tiWhy would a college or a university want to have a vested pension
svstemn? Vesting has several undesirable features: first, it is more ex-
pensive, for the IHE has to pay the retirement benefits of those who
leave as well as those who stay; and second, vesting makes it easier
for senior faculty to move. Since most IHE use an elaborate weeding-
out process to select their tenured faculty, it would seem unwise for
them, in effect, to subsidize their departure. If IHE do adopt vesting,
it must mean that they are either unaware of these consequences or,
what is more likely, they have other methods of discouraging the
mobility of the senior staff. The most important immobilizing device
is money. Thus, the so-called merit increase is really a tax on mobility;
it is the antithesis of severance pay.

The data on salary dispersion in higher education were not available
according to the extent of vesting of pension systems. I have, there-
fore, used "control" as a surrogate for vesting; for, as will be recalled,
most privately controlled IHE have vested pension systems and most
publicly controlled IHE have nonvested systems. The dispersion data
are presented by type of IHE for again "colleges" and "universities"
show distinctly different results. Quartile deviations, by control and
type, are presented in table 7. It should be noted that privately con-
trolled (vested) universities have wider salary dispersion than publicly
controlled (nonvested) universities; thus, for universities, voluntary
separations because of vesting are understated in table 3. But, for
colleges, the pattern is reversed-publicly controlled (nonvested) col-
leges have wider salary dispersion than privately controlled (vested)
colleges, and, thus, the voluntary separations because of vesting in
table 3 are overstated. The conclusions drawn earlier from the separa-
tion data have been reinforced. Nonvested pension systems retard the
mobility of university faculty members but do not affect the mobility
of college faculty members.

TABLE 7.-QUARTILE DEVIATIONS IN FACULTY SALARIES IN COLLEGES AND UNIVERSITIES, BY RANK AND
CONTROL OF INSTITUTION, 1961-62

Colleges Universities

Privately controlled Publicly controlled Privately controlled Publicly controlled
(vested) (onovested) (vested) (nonvested)

Professor -1,290 2,660 2,035 1,225
Associate professor -. 585 770 810 550
Assistant professor -575 525 555 360
Instructor -740 745 185 395

Source: U.S. Office of Education, "Higher Education Planning and Management Data," 1962.
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SUMMARY AND CONCLUSIONS

We have reopened the question, raised by Ross and others, of whether
nonvested pension plans deter voluntary employee movement. The
higher education industry was studied because it was unique among
manufacturing and nonmanufacturing industries in that there was an
almost equal division of firms having vested and nonvested pension
plans; thus, it was possible to make a cross-section analysis of the effect
of vesting on mobility.

The cross-section analysis of the voluntary separation rates of 1lTE1
showed that, for the higher education industry as a whole, mobility
was as large in nonvested IHE as it was in vested IHE. This finding
supported Ross' conclusions that labor resources have not become
immobilized because of the increased use of pensions and other non-
wage benefits."9

When, however, the higher education industry was subdivided into
its "college" and "university" components, we found that the voluntary
movement of university faculty was affected by the extent to which
their pension plans were vested, while the movement of college faculty
was not affected by vesting. The insensitivity of college faculty, and
the sensitivity of university faculty to equity losses from movement
under nonvested pension systems found further support in the analysis
of average faculty salaries, particularly the relatively low salary of
the "locked in" full professor at a nonvested university, and in the
analysis of salary dispersion. *We suggested that the differential be-
havior of faculty could be explained, at least in part, by differences in
research potential. We also speculated that those faculty who had a
large investment in research training would also have a high propensity
to be mobile, and would choose a "university" career; a low propensity
for mobility is likely to be associated with a smaller investment in
research training and faculty in this grouping would choose a "college"
career.

Further subdivision of the data showed that (a) faculty in privately
controlled IHE were more sensitive to vesting than faculty in publicly
controlled IHE, and (b) faculty in nonsouthern IHE were more
sensitive to vesting than faculty in southern IHE. Again, we specu-
lated that faculty who anticipated gains from being mobile would
choose employment in privately controlled nonsouthern IHE.

In summary, it seems that faculty, in the aggregate, are not very
different from incidustrial workers, in the aggregate, with respect to
the decision to resign from their job; neither group seems to allow their
mobility decisions to be influenced by losses in pension plan equities.
This study also shows, however, that the aggregate data may conceal
the differential effects that nonvested pension systems may have on
the mobility of particular groups of employees. For example, uni-
versity faculty are affected by the vesting of pension plans. It may
be suggested that, if the aggregate data on industrial workers were sub-
divided by occupation, similar differential effects would be observed.

19 For a similar conclusion based on an attitude survey of male production workers in two
Colmbus, Ohio. firms, one with and one without a pension plan, see H. S. Parnes, "Workers'
Attitudes to Job Changing: The Effect of Private Pension Plans," in Gladys L. Palmer
et al., "The Reluctant Job Changer," Philadelphia, 1962.
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APPENDIX

1. THE DATA

In their comprehensive study of retirement plans in American col-
leges, Greenough and King (see footnote 7) sent questionnaires to
a]l IHE (1,377) offering at least the bachelor's degree. They received
1,096 usable replies. To obtain a more homogeneous group of IHE, the
present study is Hinted to the 637 IHE replying to Greenough and
King that (1) had liberal arts programs, and (2) had been accredited
by one of the six regional accrediting associations in the United States.
Questionnaires requesting information on faculty separations were
sent to these 637 IHE, and 504 (79 percent) replied. The 504 respond-
ing THE represented 55 percent of all faculty and 89 percent of all
faculty in accredited IHE in the United States.

Each THE was asked to supply the number of voluntary separations
(termination of employment initiated by the employee) ; the number
of involuntary separations (termination of employment initiated by
the employer); and a catchall category of terminations for military
duty, disability, and the like. These data were collected, by academic
rank, for specified departments. (See below.) The total number of
faculty in each of these departments, by rank, was also collected. From
these data, percentage separation rates were computed, by rank and
department (really subject field taught), for the faculty in each IHE
responding.

As indicated above, the subject field to which a faculty member
devotes a major part of his teaching time (as indicated by his depart-
ment affiliation) is held constant in this study. The voluntary separa-
tion rates of faculty are dependent on the job alternatives available
and these alternatives are, in turn, dependent upon the faculty mem-
ber's training. For example, the academic physicist commands a wider
range of job alternatives than the academic historian. The study was
limited to faculty in 10 subject fields (all in liberal arts) with the
largest enrollment, subject to the provision that there was at least one
field in the biological sciences, the humanities, the physical sciences,
and the social sciences. The subject fields were chemistry, economics,
English, foreign languages, mathematics, music, physics, political
science, psychology, and zoology.

In all studies where the kind of data collected depends upon volun-
tary response, it is important to test for systematic bias in the data
resulting from the nonresponse. A chi-square analysis was made of the
differences between the IHE that responded and those that did not.
The analysis indicated that no significant differences existed (at the
5-percent level). I, therefore, concluded that the data do not bear a
serious nonresponse bias.

In the higher education industry, a small fraction of the IHE have
plans with deferred vesting. Deferred vesting plans that require a long
period of coverage before vesting is achieved impose the same restraints
on mobility as nonvested pension plans. I, therefore, defined a deferred
vesting system as nonvested if the plan did not vest fully within 5
years. There were also 21 IHE with deferred vesting systems that
vested within 5 years. Since this group was so small, they were excluded
from the study. Sixty-seven IHE that shifted from nonvested to vested

208



OLD AGE INCOME ASSURANCE-PART IV

pension systems after 1951 were also excluded, for the reason that the
faculty in these THE would not have had enough covered time to have
their mobility decisions affected by the vesting of their pension systems.

There remained in the study 339 colleges and 98 universities, or 87
percent of the respondents. Of those remaining, 47 percent had vested
pension systems and 53 percent had nonvested systems.

2. 1ETHODOLOGY

This study consists basically of a cross section comparison of average
separation rates between IHE having vested and those having non-
vested pension system. In all cross-section studies, it is necessary to
standardize the sample or hold "other factors constant." It is clear that
there are factors, other than the extent of pension vesting, that do af-
fect the voluntary separations of faculty. The question here, however,
is whether they affect relative separation rates-do these factors cause
separation rates to be different between IHE with vested and those
with nonvested pension plans? Alternatively, are there factors that
correlate with the extent of vesting in such a way that the failure to
control the impact of these factors will lead to biased results?

I suspected that there were nine such factors and have divided them
into three groups. The first group consists of factors associated with
the institution: Type of IHE (college or university), administration
of IHE (privately or publicly controlled), regional location of IHE
(South or non-South), and the size of city in which the IHE is located
(particularly the small town and the very large city). The second
group consisted of factors associated with the faculty (age, race, sex,
and subject field taught). The third group concerned the income of
faculty, subdivided into cash and noncash income.

Several of these factors are not quantitatively important in this in-
dustry; that is, even if there were a maldistribution among vested and
nonvested IHE, the comparison error resulting would be very small.
An example is the race of faculty. There are few nonwhite faculty
members in the United States (less than 5 percent of total faculty ac-
cording to the 1960 census. Therefore, a concentration of nonwhite
faculty in either vested or nonvested IHE would not lead to substantial
bias in relative separation rates.

The factors in all three groups have in common one characteristic
that makes it possible to reduce, if not substantially to eliminate, their
impact on relative separation rates. This characteristic is that their
impact on the separation rates of faculty in a given IHE is roughly
the same for all faculty members. Assume that voluntary separation
rates are higher in IHE located in very large cities than in IHE
located in small towns. If, also, big city IHE have vested pension plans
and small town ITE have nonvested ones, then an uncorrected com-
parison between these IHE would show higher rates among vested
IHE-due in part to the effect of city size. But, if separation rates are
higher in larger cities, they are higher for all faculty; and, if lower in
towns, they are lower for all faculty. Thus the effect of city size on
relative separation rates can be substantially eliminated by dividing
the rates of individual or groups of faculty members by other individ-
ual or groups of faculty members in the same IHE. It was found con-
venient to group faculty by academic rank. The deflation procedure
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described above was, therefore, accomplished by deflating the volun-
tary separation rates of one academic rank of faculty by another in
each IHE in the sample. The resulting figure is meaningless in itself
but it does give a corrected measure of relative separation rates.

The third group of factors-that relating to the income of faculty-
warrants further discussion. Income differentials between IHE
whether they take the form of differences in income levels or income
increments, may be a major cause of voluntary separations. Faculty
income can be defined as consisting of cash and noncash income; the
latter is comprised of a varied package of benefits ranging from em-
ployer contributions to insurance plans to subsidized housing. The
noncash income received by faculty may be a large fraction of total
income. It is convenient in this study to distingiush between cash and
noncash income because the value of fringe benefits (with the excep-
tion of pensions and tuition for faculty children) does not generally
vary with faculty rank. Thus, the value of fringe benefits in a given
institution is redued to unity by the deflation process. There can,
therefore, be no effect on relative (vested versus nonvested) mobility
because of absolute fringe benefit differentials between IHE. Salary
income, however, clearly varies with rank, but systematically with
higher average salaries in the higher ranks. If, in fact, a systematic
salary relationship exists between ranks, that is, if high (or low)
salaried IHE pay high (or low) salaries to all ranks, then the
deflation procedure will yield constant ratios of salaries or salary
changes between vested and nonvested IHE, and the impact of salary
differentials as a factor affecting voluntary separation rates between
vested and nonvested IHE will again be minimized. The effectiveness
of the deflation procedure on salaries is discussed in the text (pp. 231-
232).

210


