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Foreword

ZIIE INSTITUTE OF INDUSTRAL RELATIONS
of the University of California was created by the Cali-
fornia Legislature for the purpose, among others, of con-
ducting research and contributing to public information
and understanding in the field of industrial relations.
Governor Earl Warren in his "Annual Message to the
Legislature" of January 3, 1949, declared that the Insti-
tute
can be made a... practical means of bringing about better
understanding in the field of industrial relations in Califor-
nia.... We should now make increasingly practical use of
the information that has been developed by the Institute con-
cerning the technique of collective bargaining.
One means of achieving this objective is through popular
pamphlets which can be made available to labor organi-
zations, management, government officials, the schools
and universities, and the general public.
The Institute's popular pamphlet program is a state-

wide project, drawing together the facilities of both its
divisions. The Southern Division has thus far published
two pamphlets: Collective Bargaining, by Edgar L.
Warren and Irving Bernstein, and Making Grievance
Procedures Work, by Abbott Kaplan. Pensions under
Collective Bargaining is a contribution of the Northern
Division.

Cim



iv FOREWORD
The quest for security in old age is a striking feature

of our time. Pension advocates urge either (sometimes
both) a governmental system or private plans. Experts
differ over the advisability of establishing private pension
arrangements in addition to social security. Mr. Goldner
here does not write as an advocate of private pension sys-
tems. He accepts as a premise the actuality, namely, that
private plans under collective barganing have been and
are being accepted on a wide scale. Hence his emphasis
is upon the problems and methods that confront manage-
ment and unions in negotiating pensions. The Institute
hopes that the pamphlet can serve them in handling this
complex subject.

Charles A. Gulick, Professor of Economics, and Van
D. Kennedy, Assistant Professor of Industrial Relations,
of this University have been helpful in clarifying the
structure of this pamphlet, in sharpening the arguments,
and in reconciling differing points of view. The construc-
tive suggestions of Albert Brundage, labor attorney,
Thomas Cordry, welfare and pension consultant, Parker
Jameson, management representative, and George A.
Pettit, Assistant to the President, University of California,
are gratefully acknowledged. Mrs. Anne P. Cook assisted
with editing the manuscript. The viewpoint expressed is
that of the author.

EDcGAR L. WARREN, Director
Southern Division
CLAmx Kmm, Director
Northern Division
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I. Background of Pension
Developments

IN THE last two or three years old age pen-
sions have become an increasingly frequent subject of
collective bargaining and labor disputes. This growing
interest in privately negotiated retirement systems is the
result of a combination of developments in our society.
The most important background factors are:

1)The progressive shift from an agricultural to an indus-
trial economy; the typical farm family frequently in-
cludes and supports grandparents; in industrial centers,
the family is smaller and the "old folks" are left to ar-
range their own support.

2) A maturing population, the older sectors of which are
increasing absolutely and relatively to the rest of the
population; as these older citizens become larger pro-
portions of our population, their problems become more
generally recognizable, their votes become more nu-
merous, and their programs become more influential.

3) A world-wide quest for security.
4) The growing interest among trade unions in pension

plans.
5) The aggressive selling of such plans and annuities by

insurance and trust companies.
6) The influence of the wartime excess profits tax, which

made the net cost of installing a pension plan very small.
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PENSIONS UNDER
7) The effect of higher taxes and lower rates of return on

investments which make it more difficult for the indi-
vidual to put aside funds or to earn sufficient return to
retire.

1. BARGAINING ON PENSIONS

Some companies have had pension plans for many
years and some of these plans resulted from collective
bargaining. However, it is only since World War II that
pensions have become a prominent subject of labor-
management negotiations. Wartime taxation and wage
policies together with the high profits and tight man-
power conditions which led to those policies are the pri-
mary explanation.

During World War II the Federal government im-
posed a high rate of taxes on the excess profits of private
corporations. The regulations of the Bureau of Internal
Revenue provide that contributions by employers to
properly qualified pension plans are a deductible busi-
ness expense and not subject to taxation. The regulations
also contain safeguards to prevent pension plans being
used solely as a means of tax avoidance or of benefiting
a favored few employees. At the same time the wartime
stabilization legislation, which set up price, wage, and
salary controls, exempted reasonable contributions for
pensions from the stabilization program. This meant that
pension plans could be inaugurated or expanded despite
wage and salary restrictions to the extent that such plans
were "reasonable." Reasonable plans were those which

2



COLLECTIVE BARGAINING 3

conformed with the regulations of the Bureau of Internal
Revenue, United States Treasury.
The combined effect of these conditions was to in-

duce many employers to inaugurate pension plans. Firms
which were in a good profit position and faced with high
levies under the excess profits tax found that the actual
cost of installing a plan was relatively light. The pension
plans were, in turn, one effective means of holding and
attracting labor in a market characterized by a labor
shortage and a freeze on wages. As a consequence, Inter-
nal Revenue approved more plans during stabilization
than had been approved prior to that time. The Pen-
sion Trust Division which was set up in Internal Revenue
in the early thirties to administer pension plan tax regu-
lations, had approved about 1,500 plans by October
1942. During the war, however, over 4,200 plans won
acceptance. In 1945 and 1946, there was a considerable
drop in the number of plans approved.
Another effective stimulus to the pension movement

was the 1946 coal strike settlement, the so-called Krug-
Lewis agreement, which included a health and welfare
plan for miners. The program covered: (1) medical,
health, and hospital services, (2) disability and widows'
assistance benefits, (3) death benefits, and (4) old age
pensions. Coming as the result of a bitter strike and at a
critical point in the postwar reconversion period, the plan
aroused wide public attention and served other unions
as an example and an argument in their negotiations.



PENSIONS UNDER
Unions gained a very material advantage in the matter

of pension bargaining when the National Labor Relations
Board decided in the Inland Steel Case that employers
could not legally refuse to bargain over pension plans.
The board's decision was an interpretation of the Taft-
Hartley Act: "We are convinced and find that the term
'wages,' as used in Section 9 (a), must be construed to
include emoluments of value, like pension and insurance
benefits, which may accrue to employees out of their
employment relationships." This interpretation has been
upheld by the courts.
By the time the third postwar round of wage increases

was beginning to be negotiated, the national economy
was developing a peacetime stability and balance.
Unions found that substantial wage adjustments were
becoming harder to get. Employers discovered that they
could successfully negotiate for reasonable settlements.
The prospect of even tighter bargaining during the fourth
round stimulated some unions to look for alternatives to
wage adjustments. Some employers, too, recognized that
the movement for private pensions could serve advan-
tageously as an offset to fourth round wage adjustments.
This thinking by union leaders particularly, and by a few
representatives of management, contributed substan-
tially to bring pensions to the bargaining table.
The pension movement received another major boost

in 1949 when the Steel Industry Fact-Finding Boird rec-
ommended as a settlement of the basic steel dispute that

4



COLLECTIVE BARGAINING
instead of a wage increase the parties negotiate pension
and welfare plans. Following this report a series of pen-
sion agreements occurred in rapid succession in steel, in
auto, in rubber and in a number of other industries. By
1950, therefore, old age pensions had become one of the
most important subjects of collective bargaining in the
United States.

2. OBJECTIVES OF EMPLOYERS
AND UNIONS

The problems which may arise in the negotiation of
retirement systems can be understood more clearly if
we have in mind the objectives which employers and
unions wish to satisfy in a pension plan. In general, the
following objectives are important to both parties.

1) Provision of orderly retirement of older employees.
2) Creation of advancement and promotional opportunities

for younger workers by removal of older ones from the
labor force.

3) Encouragement of harmonious labor-management re-
lations.

4) Reduction of labor turnover.

In addition, the employer has certain objectives which
spring from his position as employer.

1) Fulfillment of his social responsibilities to his employees.
2) Substitution of the definite obligations and known costs

of a retirement plan for the unknown costs of informal
pensioning.

5



6 PENSIONS

On the other hand, the union has certain goals which
are characteristic of its position.

1) Provision of coverage in the plan for all union members.
2) Assessment of costs exclusively on the employer.
It is clear that there is not a complete mutuality of in-

terest in the goals of unions and employers. Even among
the objectives which are common to both parties, differ-
ences of interpretation may arise, and between their
separate individual goals there are real possibilities for
conflict



II. Technical Aspects of
Pension Plans

IN BARGAINING over pension plans the parties
must decide a series of difficult questions. One set of
questions has to do with the technical details of plans.
A second set involves the way in which plans meet the
requirements of the law. A third set concerns industrial
relations, the special problems of unions and manage-
ment. This chapter deals with the technical problems.

1. PENSION PLANS DEFINED

In essence a pension plan consists of five basic ele-
ments. The requirements or proper functioning of each
of these elements must be carefully worked out if the
plan is to be sound and is to satisfy all participants. The
five basic elements of a plan and the essential role which
each plays in the total plan may be summarized as fol-
lows:

BASIC ELEMENT ROLE IN THE PLAN

1) A group of workers eligible for The characteristics of this group
membership in the plan. together with the terms of the plan

(item 5) will determine to a large
extent the ultimate liabilities which
the plan must meet.

2) A group of retired persons who This retired group receives the
are receiving benefits. pension payments, usually a given

amount paid monthly for life.

[73



8
3) A method of raising funds with
which to pay benefits.

4) A group of policy-determnining
and/or administrative persons.

5) A set of policies and rules.

PENSIONS UNDER
Suitable financial arrangements
must be made which are adequate
to meet present and future benefit
requirements.
This group establishes the poli-
cies of the plan, certifies eligibil-
ity, writes checks, invests funds,
maintains control.
These govern amount of benefits,
eligibility requirements, retire-
ment privileges and the other
conditions under which the plan
will operate.

In connection with each of these elements many de-
tails must be worked out. A few examples may be cited.
Standards have to be established for eligibility, minimum
length of service, minimum age requirements, special
wage or occupational criteria, and union status. Rules
have to be worked out governing the retirement of em-
ployees or their separation before retirement. The nature
of a worker's rights to accumulated funds upon pre-
retirement separation must be determined. There may
be provision for disability in addition to retirement.
Financing arrangements require careful planning. The
bases for payments into and out of the fund have to be
established. The contributions of employer and employee
must be worked out. Other problems involve the admin-
istration of the fund, the investment policy, and actuarial
estimates of the funid's operation.

It is important to note here that the passage of time
is the essential background of a pension plan and is the
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factor which must be reckoned with in working out most
of the above details. It is over time that liabilities and
funds accumulate, interest compounds, members age
and retire, policies and rules change, benefits are paid,
and people pass away. It is one of the inherent complexi-
ties which add to the difficulties of pension bargaining.

2. PENSION PLAN COSTS

How much will a pension plan cost? Estimating cost
is extremely difficult because no standard formula can
be used. Cost estimates are established on the basis of
assumptions covering ten or more factors. Some of the
assumptions are very difficult to verify objectively.
Others involve forecasts into the future about which
there is not very much certainty. Each plan, in fact, has
its own special conditions. A first principle, therefore, is
that there is no fixed cost for a given set of benefits. The
costs of each plan must be determined by operating con-
ditions. Estimates of actuaries are revised constantly in
the light of changing circumstances.
To visualize the elements of cost it is necessary to seg-

regate those which relate to the past from those which
will occur in the future. The gross cost of a plan will con-
sist of (a) the expense of benefits based on past service-
that performed by employees prior to installation of the
plan, and (b) the cost of benefits based on future serv-
ice-that performed after installation of the plan.

In many instances the problem of providing benefits

9



10 PENSIONS UNDER

earned by past services is the main issue. The liquidation
of this large expense item, however, can be made less bur-
densome by spreading payment over a period of years. In
fact, Internal Revenue does not allow a company to take
more than ten percent of past-service cost as a tax deduc-
tion in any one year. Hence many companies fund the
liability over a period of ten, twenty, or even forty years.
Even after a fixed package of benefits is determined,

actuaries with the same professional competence and
ethics can vary as much as twenty-five percent in esti-
mates of cost. To understand this range of variation it is
necessary to analyze the factors which enter the cost
estimate. Two types of information are required: One is
specific data about the company and group to be covered,
including the age distribution of the company's labor
force, the distribution of ages at hiring, the average level
of wages, and the age of the company. The second is
general information, including the following:

1) Mortality rates and tables.
2) Rates of labor turnover in general.
3) The rate of interest earned.
4) The expenses of administration.

A discussion of each of these factors will provide an un-
derstanding of the elements of cost estimating.

a. Mortality rates and tables. The average lifetime of
Americans, or the number of years that we can expect
to live, has been increasing steadily for many decades.
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There is every indication that this trend will continue.
Insurance companies and pension plans use tables which
predict the average life span. These tables are compiled
from data covering the deaths of insured persons
throughout the nation. Summaries are compiled on a
national basis by the insurance companies and, from
these, actuaries create mortality tables.
The cost of a pension is based in part on how long it

is paid. If a person lives longer than expected, the cost is
increased. This is just the opposite from life insurance;
the policy is not paid off until the insured dies. If the
insured lives longer than anticipated, more premiums
and interest accumulate and the cost is decreased.

In the first pension plans set up by insurance com-
panies, life insurance mortality tables were used to esti-
mate costs. This led to substantial losses because the
average lifetime was increasing. To remedy this, insur-
ance companies developed special tables for annuities
and pension plans. The table on page 12 shows compar-
able data from several in current use.
During the 1930's and 1940's life expectancy increased

between 1 and 2 percent per year. To take account of
this shift, actuaries frequently advance the ages on the
mortality tables to older levels. As a hypothetical ex-
ample, we can adjust the data given in the table and
observe the effect. Instead of 6.27 years of average future
lifetime at 75 as indicated in the American experience
table, each number in the age column might be ad-
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vanced 10 years. Then, the expected future lifetime
would be 17.40 years at age 65, 11.10 years at age 75,
and 6.27 years at age 85. Another conservative practice
is to anticipate a future lengthening of the average life

YEARs IN AVERAGE FUTURE LnrFETmE
SPECIFID MORTALITY TABLES FOR SELECTED AGES

The average individual is expected to live the
following number of years:

American Combined 1937 1941
At age American annuitant's Standard Commis-specified experience table table annuit y sioners
here table (ultmate) (male) table standard

(male) (male)2 ord
table

25 88.81 41.71 44.52 46.53 42.12
35 31.78 33.57 35.49 37.38 33.44
45 24.54 25.77 26.89 28.78 25.21
55 17.40 18.62 19.19 21.02 17.78
65 11.10 12.49 12.74 14.40 11.55
75 6.27 7.70 7.78 9.17 6.82
1 Females four years older than the specified ages will have the same life expect-

ancy as shown in this column.
2 Females five years older than the specified ages will have the same life expect-

ancy as shown in this column.

span with progressively larger adjustments of age the
further into the future the projections are made.
The first major source of variation in costs, then, is the

differing ways in which mortality tables can be used.
For example, the 1937 Standard Annuity Table can be
used as it stands, or it can be adjusted for improvements
in mortality. Some actuaries advocate specially con-
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structed tables which take into consideration future im-
provements in length of life.

Changes in life expectancy affect those who work as
well as those who are retired. When persons die before
retirement less money is needed to pay the pensions of
the survivors. This is called "discounting for mortality."
Thus, the range of mortality estimates has an important
effect on costs before expenditures for pensions are made
as well as after they start. Variations in cost estimates
because of the use of different mortality tables can
amount to 10 or 15 percent.

b. Labor turnover. Turnover includes voluntary quit-
ting of jobs, separations for cause, and long-term layoffs.
The measurement of turnover is important to cost esti-
mating because, like the mortality effect, it removes
workers from the group eligible for membership in a
plan. "Discounting for turnover," in fact, is more im-
portant in reducing costs than "discounting for mor-
tality." There is a lack of information on labor turnover.
Factors which affect turnover include, among others, age,
occupation, wage scales, and the stage of the business
cycle. Turnover rates vary between departments, estab-
lishments, industries, areas, and nations.
Turnover is higher for wage earners than white collar

workers. Even among wage earners, unskilled workers
have higher rates than skilled workers. Industries with
very low rates of turnover include public utilities and
petroleum refining. At the other extreme, food manufac-

13



14 PENSIONS UNDER

turing, metals mining, and the hotel and restaurant in-
dustry have high turnover rates.
The most cautious method of cost estimation would

ignore turnover and assume that each worker presently
eligible will remain in service until retirement. Low esti-
mates of turnover, in the absence of specific experience
based on study of personnel records, require large funds
with resulting high costs. The standard technique of
actuaries with the largest insurance companies is to use
the actual and recorded turnover experience of big cor-
porations as a basis for estimating. These estimates are
based on low rates of turnover, therefore, and yield con-
servative, or high, estimates of cost.
We may conclude that variations in estimates of labor

turnover have a significant effect on estimates of cost.
c. Interest earned. Accumulated interest earned on a

fund set aside for pensions can pay a substantial portion
of the ultimate pension cost, since many expenditures
need not be made until some time in the future. For in-
stance, $100 at 2 percent interest will double in 35 years.
The same amount at 3 percent will double in 23 years.
Accumulation has the same effect when applied to an-
nual contributions. At 2 percent interest, $1.00 put into
a fund annually will become $100.00 in 56 years. At 3
percent, such an accumulation will take only 46 years,
and at 5 percent, 86 years. Most pension plans, there-
fore, are set up on a funded basis to take advantage of
this factor.
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Variations in the rate of earnings have an important

effect on actual costs. Thus, if an expected rate of return
of 2.25 percent per annum is used as an estimate, and
the realized rate is 2.50 percent, an increase of 11 per-
cent in earned income has resulted. The commonly
accepted actuarial practice is to estimate earnings on
pension funds at the rate of 2.25 to 2.50 percent. Actual
earnings in recent years have ranged from 2.70 to 3.00
percent and even higher in some cases. Earnings of 3.00
percent exceed those of a 2.50 percent estimate by almost
17 percent. Furthermore, as a matter of caution, some
actuaries advocate the downrating of earnings to offset
the increased costs resulting from improved mortality
ratios. These variations result in additional wide ranges
of cost estimates.
The UAW-CIO 1949 pension proposals to both Ford

and Chrysler provided: "Investments are to be restricted
to interest bearing obligations of the United States Gov-
ernment reducing to a minimum the possibility of capital
losses and to relieve the trustees insofar as possible, of
responsibility for investment management."
The yield on long-term government bonds in Decem-

ber 1949 was 2.20 percent per annum, having decreased
from 2.44 percent in December 1948. The final settle-
ment at Ford, however, gave the company control over
funding within the provisions of the Internal Revenue
Act. It is possible that the company expected to earn a
return higher than 2.20 percent on government bonds.

15



PENSIONS UNDER
d. Expenses of administration. Administrative costs

are a minor item, running around 2 to 3 percent of the
payments to a fund. The Social Security Department of
the UAW-CIO estimated in the Chrysler negotiations
that of a total cost of 7.00 cents per hour for pensions,
only 0.15 of 1 cent (slightly over 2 percent) would be nec-
essary for administration. The insurance companies use
similar estimates, although they have an extra margin
of reserve. This arises from the insurance practice of
adding to the total costs a loading factor of 8 percent for
sales commissions and a reserve for contingencies.

e. Tax deductions as an offset to pension costs. The
discussion so far has centered on the factors used to esti-
mate gross costs. Equally important are actual out-of-
pocket costs to the employers who install and pay for
part or all of a fund, and to the employees who may con-
tribute in part to a fund and who ultimately receive its
benefits.
Tax exemptions are an important offset to gross costs.

Only contributions to pension plans which have been
approved by the Bureau of Internal Revenue are tax
exempt. The financial advantages of tax exemption de-
pend pr'imarily on a firm's level of taxable income. Firms
which operate at a loss obtain no advantages from tax
exemption. Firms with low net earnings have very little
tax offset against pension plan contributions. High profit
firms gain the largest advantage.
The varying aspects of tax exemption reinforce the

16



COLLECTIVE BARGAINING 17
principle that there is no standard formula for determin-
ing costs. Each case must be evaluated in terms of the
special conditions which apply.

3. TYPES OF FUNDS

The cost of a pension plan is also related to the type
of fund in which the accumulated monies are kept. In
setting up a plan the parties have a choice as to the
extent to which it shall be funded and as to the nature
of the funding arrangement.
With regard to extent of funding, there are non-

funded plans, partially funded plans and fully funded
plans. A nonfunded plan is one that is set up on a pay-
as-you-go basis. No monies whatever are set aside, the
company simply pays pensions to its retired employees
out of cash reserves. This plan contains grave risk, since
the obligations rise year after year and employees have
little protection against sudden cuts or total loss of
benefits.
A partially funded plan is one in which a reserve is

started by employer and/or employee contributions to
cover only future service liability; no payments are made
for the pre-plan service of employees. Pensions for past
service are simply paid out as the need arises. When the
last man with past service dies (say after sixty years) the
plan automatically becomes fully funded.
A fully funded plan is one in which a reserve is accu-

mulated to cover both past and future service liability,
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including the pension benefits to be paid each year. This
reduces risks to a minimum.

In addition to the extent of funding, all plans either
partially or fully funded may have one or a mixed group
of funding arrangements. These can be described as
follows:

1) A group annuities plan, in which the company turns the
liabilities over to an insurance company, commits itself
to pay the premiums each year, and let the insurance
company gradually purchase deferred group annuities
to be paid to employees as they retire.

2) A trust fund (or self-administered plan), in which the
necessary funds are annually deposited with a trustee,
which may be a bank, an individual or a group chosen
to handle the fund. Either pension benefits are paid out
directly by the trustees as they fall due, or a paid-up
annuity is purchased from an insurance company at the
time of retirement. The trusteed plan-and to some ex-
tent the similar deposit-administration plan-allows a
company to vary the size of its annual contributions as
profits rise and fall; in bad years payments into the fund
can be omitted entirely.

3) A combination plan or individual retirement income
plan, in which the company creates a trust fund out of
which it pays premiums to an insurance company for
individual annuity policies.

4) A deposit-administration plan, also handled by insur-
ance companies, in which the annual premiums paid by
the company are accumulated with interest in a fund
until the employee retires, at which time the insurance
company draws out enough to buy a paid-up annuity
at the going rate.

18
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Group annuities occur most frequently in smaR to
medium size firms. For larger firms self-administered
plans and trust funds are more feasible. Individual policy
plans seem to occur only among smaller concems, espe-
ciaRy those with fower than the fifty-worker 'm'unum
necessary to quabfy for a group annuity contract. How-
ever, it is difficult to specify just the number of employees
which distinguishes the finn for which group annuities
are most apphcable from the firm which can best use a

trust fund arrangement. There is a minfinum size below
which a trust fund cannot operate with efficiency.

Apart from size, several other points must be consid-
ered. The major argument in favor of group annuities is
that insurance companies are financiaRy stable and give
employees- assurance that their promised pensions will,
in fact, be paid.
The opposing point of view holds that trusteed plans

reduce costs and adapt themselves to the special circum-
stances of each com 'any. This is true, however, only
under three circumstances. The first is that the trusteed
plans eam a higher rate of return than insurance com-

panies on their funds. Secondly, they must operate at
administrative cost levels below the loading factors of
insurance companies. Finally, their mortality experience
must be more favorable t-han the a'verage for the general
population. If one or more of these conditions are met,
then some advantage accrues to a trusteed plan over the
other types of funds.
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4. VESTING

A factor critical to the attainment of several of the ob-
jectives of pension plans is vesting. Vesting refers to the
rights which a participating employee holds to the monies
in a pension plan when his employment is terminated
prior to retirement. The practice of vesting is based on
the concept that the employer's contribution is, in effect,
a deferred wage payment. The extent to which this prin-
ciple is not fully accepted accounts for differences in
vesting. These differences have a direct and large cost
effect; costs increase with more complete vesting.

Provisions range from no vesting at all to full imme-
diate vesting. In the former the departing employee can
claim only those funds he has contributed up to the time
of his severance. If those leaving have no vesting rights,
the employer contributions remaining in the fund help
to pay for the benefits of others, which reduces ultimate
cost. At the other extreme full vesting means that the
whole pension benefit for every contemporary member
must be funded to the total amount of a full accrued
equity. This equity includes contributions of the em-
ployer and employee, and interest earned on these con-
tributions. The practice of "discounting for turnover" is
not possible under a policy of full vesting.

In between the extremes are the systems of deferred
vesting. In such plans the employee's equity is post-
poned pending the satisfaction of certain conditions.
They may be one or a combination of the following:
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1) Service. The criterion may be that an employee who has
5, 10, 15, or 20 years' service may, upon termination of
employment, receive all of the employer's contribution.
Or sometimes, only a portion of the equity is granted
on attainment of the service criterion.

2) Age. This test may provide that an employee who at-
tains a specified age, say 45 or 50, will receive full or
proportionate rights in his equity.

3) Membership. The length of time that a person has been
a member of the plan may be used to define the limits
of vesting rights.

4) Years prior to retirement. The sole test may be that an
employee must be within 5 or 10 years of normal retire-
ment, in which case complete vesting will be allowed
upon severance.

5) Disability. Occasionally, under pension plans which
make no direct provision for disability, there may be
provision that the entire value of the employer's con-
tribution shall be vested in the disabled employee
regardless of his age, service, membership, or other
conditions which may normally restrict the amount or
time of vesting.

A survey of 217 newly adopted pension plans made by
the Bankers Trust Company in 1950 indicated that 19
percent had no vesting provisions; 31 percent allowed
vesting on completion of a period of service; 5 percent
vested on the attainment of an age, usually 55 or 60; 38
percent had a combination of service and age; 3 percent
had immediate vesting without age or service require-
ment; 3 percent had vesting only on layoff; and 1 percent
had incomplete data.
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III. Pension Plans and the
Law

FROM THE DISCUSSION of tax effects on pension
costs it is apparent that bargaining on pensions is directly
affected by government regulations and the law. From
other viewpoints, too, legal considerations are signifi-
cant. The pension subject probably calls for more recon-
ciliation with government regulations than any other
issue in collective bargaining. The following discussion,
therefore, outlines the statutes and regulations which are
involved.

1. TAFT-HARTLEY ACT

Section 802 of the Labor Management Relations Act
provides the following basic conditions under which
payments can be made by an employer to a union for
welfare or security objectives:

1) The contributions must be held in trust for the em-
ployees and their heirs, and must be for health, pension,
disability, accident, and unemployment purposes only.

2) The detailed basis on which such payments are to be
made must be specified in a written agreement.

3) The employers and employees must be equally repre-
sented in the administration of the fund, and in case of
disagreement, an impartial umpire will decide the issue.

[22]
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4) Payments made for pensions must be made to a separate
trust from which the funds cannot be diverted.

5) The fund must be audited annually.

Thus the law requires of industries covered by it that
payments be for specified purposes, including pensions.
Such payments must be held in trust, which means the
appoinment of a trustee. The details of the pension ar-
rangement must be written, with the parties jointly par-
ticipating in the administration of the trust fund. Finally,
for pensions, as distinguished from other welfare issues,
a separate trust fund must be established. This latter pro-
vision apparently is designed to guarantee the separate
handling of the more difficult problem of funding pen-
sion plans.

2. INTERNAL REVENUE CODE

The importance of tax exemption has already been
mentioned with reference to the cost effect of pension
plans on employers. To qualify for tax benefits the plan
must meet the requirements of two sections of the In-
ternal Revenue Code: 165(a), on qualified plans, and
23(p), which defines reasonable business expenditures.
The importance of qualifying under 165(a) is twofold.

First, it permits the employer to deduct contributions
from his income. Second, the employees are not subject
to tax on money deposited in the fund to their credit by
the employer until the pension or other benefits are dis-
tributed. In the meantime the fund may accrue interest
without taxation.
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In order to obtain these benefits the plan must meet

the following requirements:
1) There must be a trust, contract, or other legally binding

arrangement.
2) It must be for the exclusive benefit of the employees or

other beneficiaries.
3) Until the purposes of the plan have been fulfilled, it

must be impossible for the principal or income of the
trust to be diverted from these benefits to any other
purpose.

4) The trust must generally include substantial portions of
the establishment's personnel. It cannot be for a handful
of executives.

5) It must not discriminate in favor of officers, stockhold-
ers, supervisory personnel or highly paid employees.

Section 23(p) bears upon pay-as-you-go plans in which
the problems of diversion to a fund and accumulation of
interest are not present. In this type of plan the cost of
direct pension payments out of the firm's income is a de-
ductible business expense. The most important applica-
tion of this section comes in writing off the past service
liability of a plan just inagurated, or of one which has
been liberalized. This liability cannot be liquidated at a
rate greater than 10 percent per year under this section.

In addition, the Bureau has issued a long list of rulings
which define in much greater detail the specific cases
allowable as deductions. In the establishment or chang-
ing of plans, therefore, the parties should proceed with
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caution. Careful analysis of Treasury rulings is a neces-
sary preliminary to taking any of the following actions:

1) Reducing the amount of pension benefit received by a
retired employee by the aggregate of unemployment
insurance which the employee may receive from the
state.

2) Granting reemployed former participants credit for
prior service with the employer.

3) Providing that the employer may at any time during the
continuation of the plan require the employees to con-
tribute.

4) Excluding employees within the general coverage of the
plan from participating in any year that they perform
less than 26 full weeks of service or, alternatively, earn
less than $1,200.

5) Providing that a participant in a profit-sharing trust
shall not have the right to question the amount of profit
certified as being available for contribution to the plan.

6) Providing for employee contributions to the plan only
in the event the employer fails to contribute.

7) Cutting down the amount of the employer's contribu-
tion that vests in employees.

8) Cutting down the amount of vesting in the case of em-
ployees who quit their jobs voluntarily.

3. WAGES UNDER SOCIAL SECURITY

Contributions to the government for unemployment
insurance and for old-age benefits are made under
provisions of the Insurance Contributions and the
Unemployment Tax Acts. Those statutes require that
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contributions be based on wages. Hence it is important
that collectively bargained pension plans do not include
hourly wage equivalents. Under some conditions relat-
ing to the distribution of benefits, such wage equivalents
might be added to the hourly wage rate; thus larger
contributions would be required from both employer
and employee under the Acts mentioned.

Contributions to plans qualified under Section 165(a)
are exempt from consideration as wages. However, if
plans are more detailed and provide for distribution of
funds for purposes other than old age, sickness, and dis-
ability, such provisions would make the use of a wider
wage base mandatory. For instance, a fixed and perma-
nent right to a death benefit written into a plan might
cause the base for social security tax purposes to be
broadened.

4. REGULAR RATE OF PAY UNDER
THE FAIR LABOR STANDARDS ACT

The base on which overtime is calculated under the
Fair Labor Standards Act (Wage-Hour Law) is related to
pension plan bargaining. Section 6(d)(4) provides that
the term "regular rate of pay" shall not be deemed to
include "contributions irrevocably made by an employer
to a trustee or third person pursuant to a bona fide plan
for providing old-age, retirement, life, accident, or health
insurance or similar benefits for employees...." The
effect of this exemption is to exclude pension contribu-
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tions from the rate of pay used to calculate overtime, and
thus, the amount which the employer must pay for over-
time is not increased.

In January, 1950, the Wage-Hour Administrator issued
a comprehensive set of interpretations to clarify the law
including the amendments enacted by Congress in 1949.
These interpretations included important new provisions
relating to pension plans.
Under the new interpretations, all pension plans that

qualify under Section 165(a) of the Internal Revenue
Regulations are bona fide under the Wage-Hour Law.
A possible exception to this blanket exemption occurs
in the case of trust funds. If payments are made to a
single trustee, the trustee cannot be the employer or one
of his officers, representatives or affiliates. If payments
are made to a group of trustees, the majority cannot be
officers, representatives or affiliates of the employer. Un-
der collective bargaining the effect of the latter provi-
sions appear to tie in with the pension plan provisions of
the Taft-Hartley Act.
Another section of these interpretations specifies that

"no employee has the right to assign his benefits under
the plan nor the option to receive any part of the em-
ployer's contributions in cash instead of the benefits
under the plan." This closes an important gap which
could develop in the administration of this statute. How-
ever, vesting is not hampered under this provision if all
other provisions under the act are met. The purpose of



this interpretation appears to be important to the future
liberalization of vesting provisions. The Administrator
apparently does not want the interpretation of the law
to act as a bar to such liberalization if and when it takes
place.

Writing the objectives of a plan into a pension agree-
ment, therefore, requires careful consideration of over-
time and the interpretations of the Wage-Hour Law.

5. OTHER LEGAL PROBLEMS

There are additional legal problems, some of which
are indicated below:

1) The California Retirement Systems Act includes a rule
against the establishment of perpetuities. The drafting
of the trust instrument must take into consideration this
Act for pension plans operative in California. (See Con-
stitution, State of California, Art. XX, § 9, and Calif.
Stats. 1945, ch. 1035.)

2) Dependent on the authority delegated to corporation
executives by stockholders, stockholders' approval may
be involved in some pension plans.

3) The liability of officers of the pension fund trust must
be explored. Such persons may be faced with vested
rights as long as thirty years in the future.
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IV. Bargaining on Pensions

TIE ASSUMPTION in the following discussion
is that union and management have decided that the
agenda for negotiations shall include a pension plan.
Both parties are receptive to its establishment and the
question is: What guide posts need to be considered?

. THE COLLECTIVE BARGAINING
CONTRACT

Should the pension plan be incorporated into the col-
lective bargaining agreement? Normally, bargaining
settlements are made part of that instrument. There are
several characteristics of pension plans, however, which
raise some question regarding the advisability of this
procedure. For one thing, a pension plan is a long-term
commitment, extending thirty years or more into the
future. Secondly, changing the terms of a pension plan
presents greater difficulties than changing wages and
hours. A pension plan, for example, requires permanence
and continuity in its payment and interest accumulation
functions.
The Bureau of Labor Statistics, has found that

the details of most.... plans are seldom outlined in the
collective bargaining contract. Usually, the agreement will
only indicate in general terms the method of financing and
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methods of administration.... Other collective bargaining
agreements contain a commitment by the company to pay
retirement allowances in accordance with a separate retire-
ment allowance plan, which is jointly negotiated and signed
as a separate agreement.
The desirability of a separate agreement to cover the

pension plan appears sufficient to outweigh the cost and
complication of doubling the number of contracts. This
solution, however, can be particularly difficult in estab-
lishments with a number of separate bargaining units.
The advantages to be derived from the separation of

agreements are evident in the situation that exists dur-
ing a strike. Benefits under practically all pension plans
are accumulated on the basis of continuous service. Once
the chain is broken the employee has to start over again.
The National Labor Relations Act recognizes that men

do not lose their right to be considered employees by
striking. This principle has had application, however,
only in the establishment of equitable procedure for re-
hiring employees after the conclusion of the strike. No
definite rule has yet been established regarding the res-
toration of pension rights under similar circumstances.

This discussion indicates the solution. A specific agree-
ment regarding the rights of employees under several
types of breaks in service might be spelled out. Long
illnesses, labor disputes, absence for educational re-
fresher courses, and other causes might be considered.
A separate statement of the obligations of the employer
and employee would make it unnecessary to carry a con-
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ffict to the government and the courts and would help
eliminate future controversy. At the same time, the bar-
gaining agreement would remain as the basis for current
labor-management relations. The pension plan would
not be endangered if a work stoppage were to take place.

2. WAGE EQUIVALENTS
It is a practical impossibility to buy "so much worth"

of pension plan. The factors contributing to this diffi-
culty have been suggested in the discussion of costs. A
package of "eight cents worth" of pension cannot be con-
verted to benefits for all members of a union without
discrimination. The rational approach requires spelling
out the details of the benefit provisions in negotiations
and then estimating the cost. These estimates may then
change from year to year as the plan operates.
Another difficulty is that the wage equivalent does not

apply in the same amount to everyone covered by a plan.
In this sense it is not an "across-the-board" increase but a
complex system of differentials when considered in wage
equivalent terms. The differentials in a pension plan arise
from differing costs for the same amount of benefit for
different classes of persons. For instance, for the same
benefit the cost to a pension fund of a person presently
forty years of age will be higher than for a person twenty-
five years of age. The wage equivalent for the forty-year-
old is therefore higher than for the younger person.

This argument should not be construed as an attempt
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to break down the insurance principle. The essence of
this principle is the pooling of risks, good and bad, high
cost and low, older worker and younger one. But it is
misleading to refer to differing costs and benefits in terms
of a single wage equivalent.

Finally, there is an even further degree of oversim-
plification in using wage equivalents where anticipated
social security liberalizations are offset against benefits
negotiated under a private pension plan. Such a plan
will operate at a present cost level, which can roughly
but not accurately be translated into a wage equivalent.
In the future, if the government program is liberalized,
the cost structure of the bargained plan will shift to a
lower and equally unpredictable level.

In negotiating pension plans, therefore, emphasis
should be placed on the benefit provision. The costs
should be understood to vary within a not too narrow
range. This approach has the additional advantage of
avoiding possibilities of running afoul of the definitional
standards of wages for social security tax provisions and
for the calculation of overtime.

3. THE BARGAINING UNIT

A problem which may rise out of the pension issue is
that of the appropriate unit for collective bargaining.
The original National Labor Relations Board rulings cov-
ering the definition of unit followed the principle that
the history of collective bargaining was the most im-
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portant determining factor. This meant that for unions
which were already established the units in existence
were recognized as proper.

This principle was modified by time and the changing
conditions which the NLRB had to face. Varying stand-
ards were established to meet the different problems that
arose. The range of disputes which the Board was called
upon to resolve in the establishment of the appropriate
bargaining unit involved establishments newly organ-
ized, craft and industrial unions, the emergence of war-
time labor and manpower problems, and the postwar
readjustment period.
Some of these rules were firmly established in the La-

bor Management Relations Act, and in addition, several
conflicts in interpretation were resolved by writing spe-
cific provisions into that law. The new provisions dealt
with professional persons, members of crafts, and plant
guards. For professionals to be integrated into a unit
which includes nonprofessional employees, a majority
of the former must vote for inclusion. Similarly, craft
units have to vote against separate representation to be
included in a larger unit. Finally, guards cannot under
any circumstances be members of larger units or of sepa-
rate units affiliated directly or indirectly with an organ-
ization that includes other employees.
Why is the foregoing important in a discussion of pen-

sion plan problems? The relevance of these criteria for
appropriate unit is that the optimum basis of coverage
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for a plan, in terms of pooling risks, may differ from the
bargaining unit determined under NLRB rules. It may,
for example, be desirable to include the special groups
excluded by the LMRA provisions outlined above. In
the opposite case, it may be desirable to exclude from the
plan employees who are in the bargaining unit. Finally,
a situation may develop in which the different interests
of the groups covered by a plan may stimulate the sepa-
ration or amalgamation of units. This may in turn lead to
jurisdictional disputes. This situation might, for example,
develop rapidly as a consequence of the purge of left-
wing unions by the CIO.

4. HOURS OF WORK

The long-term downward trend in hours worked
promises to create problems in the administration of pen-
sion plans. They can arise in the following fashion: Many
pension agreements define the obligations of the em-
ployer to finance the fund at the rate of a given number
of cents per man-hour worked. Hence a progressive re-
duction in hours would result in lower contributions to
the fund. Such a decline would force reevaluation of the
level of contribution and might affect the overall liquid-
ity of the fund.

5. PIECE RATES

A related problem arises where piece rates are paid.
If the contributions are in terms of a proportion of the
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payroll, the incentive aspect of piecework is slightly
counteracted. Under such conditions the worker earning
higher wages because of greater production contributes
more to the pension fund than the slower worker. The
benefit level, however, is constant for both kinds of em-
ployees.
The only solution which maintains the incentive sched-

ule would involve a weekly lump sum uniform for all
incentive workers regardless of earnings. If records of
hours worked are maintained, then a uniform contribu-
tion per man-hour would have the same result. It is
recognized that the latter solution would leave the prob-
lems mentioned in section 4 above unresolved.

6. GRIEVANCE PROBLEMS

The administration of a pension plan calls for a large
number of decisions affecting individual members of the
system. Age has to be proved and certified. Service must
be authenticated. Union membership may be required
for some minimum period. Contributions have to be
audited. Coverage under several pension plans may have
to be proved, with times, places, companies, wage rates,
and other such factors documented. Changing policies
may leave gaps in eligibility or create duplications. These
are only suggestive of the problems of administration.

Administrative decisions cannot be arbitrary; hence
they should be protected by the establishment of organ-
ized channels of appeal. If such channels are to work
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fairly, manuals of operation must be assembled and
standardized so that consistent rulings can be made.

It is inevitable that grievances will arise out of the
operation of all these procedures, particularly with re-
gard to the determination of eligibility. Further, it is too
much to expect that administration can function without
some possibility of partiality. This may be in favor of or
against the interest of union members. Foresight in plan-
ning to meet the contingencies suggested is of great im-
portance.
A well-designed grievance procedure is therefore a

mandatory requirement of a collectively bargained pen-
sion plan. The parties must decide, as well, whether the
regular grievance machinery can handle the special
problems of pension administration or whether a special-
ized grievance team should be established.

7. REOPENING CLAUSE FOR CHANGES

It has been emphasized that a pension plan is dynamic;
changes inevitably occur. Actuarial evaluations of the
plan may show that contributions are inadequate to
cover benefits. The level of benefits may become obsolete
in terms of the price and income levels of some future
inflation or deflation. New groups may become eligible
for membership; new plants may be included in cover-
age. Shifts in the government pension program may force
reconsideration of private plan provisions.
The anticipation of such changes and provision for
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their consideration through a reopening clause are
necessary attributes of a workable pension plan. The
reopening clause covering pensions, however, might well
be separate from that dealing with other contract pro-
visions. Finally, factors which are the basis for reopening
must be clearly defined.

8. TERMINATION OF THE PLAN

Although the assumption underlying the establishment
of a plan is that it will operate continuously, it is neces-
sary to anticipate its demise. The life span of unions and
the mortality rate of business are notoriously variable.
Dips in business activity may have a mortal effect on pen-
sion funds. Unemployment may eliminate whole groups
of persons eligible before they have reached retirement
age. The government might take over private plans.
The Internal Revenue Code affords minimum stand-

ards of protection for those persons who have rights to
money in a pension plan. These rights should be posi-
tively spelled out in the pension agreement so that the
problems involved in the liquidation of the fund in case
of its demise can be handled with a minimum of diffi-
culty.
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V. Concluding Remarks

THIS PAMPHLET has emphasized the complexi-
ties of pension bargaining. The introduction of a nego-
tiated pension plan into a plant or firm for the first time
is a difficult and time consuming process. A pension plan
commits management to one of the largest financial obli-
gations which it can undertake, extending, as it does, far
into the future. It also requires both union and manage-
ment to make difficult decisions in new and uncharted
problem areas.

First of all, bargaining motives become mixed and con-
fused when pension plans are being considered. Within
unions the interest of different age groups may be in
direct conflict. The older members of the organization,
for example, may prefer higher pension benefits, while
the younger people insist on wage increases. Further, if
it should become clear that union pressure for higher
money wages has the effect of inflating the price level,
older members might seek to protect their vested interest
as a fixed income group by reducing that pressure. A
similar split might occur over a policy of shorter hours
if this should result in reducing pension contributions.

Second, the nature of a union and of the industry in
which it operates has an important bearing on its policy
toward pension plans. Large unions with strong bargain-

[3s9]
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ing power, dealing with a few large employers and hav-
ing steadily employed membership, will tend to advocate
plans. In contrast, weaker unions and unions dealing with
small diversified employers and negotiating for a more
fluid labor force will have less interest in pensions. Such
conflicting interests may lead to new forms of interunion
rivalry. Employers are also in differing camps. Small and
marginal enterprises may find pension demands almost
impossible to meet. Large, prosperous, and older firms
are in a better position to support plans. This will furnish
unions with the opportunity to "whipsaw" these groups.

Third, the social consequences of a system of private
pension plans may not be entirely desirable. They may
serve to intensify the inequalities in our treatment of our
older citizens. Limited coverage, differences between
union and nonunion workers, differences between unions
with pensions and those without, differences in the ade-
quacy of benefits-all are possible sources of unequal
treatment. In addition, the existence of these plans can
impede the movement of workers by greatly increasing
the stake which a worker has in keeping his job with a
given employer. Free movement of workers in our society
has gone along with the free movement of enterprise. To
hamper such movement might have the effect of imped-
ing change and slowing economic progress.

Fourth, pension plans may introduce serious economic
problems. The establishment of huge funds, which must
be invested in safe, risk-proof securities, may drain off
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venture capital and act as a deterrent to business spend-
ing and the maintenance of high employment. Private
pension plans are neither universal enough, adequate
enough, nor flexible enough to provide a cushion of
spending if it is needed.
There are several points to make on the opposite side

of the issue. For one thing, the private pension move-
ment may help to bring about broader coverage and
more adequate benefits in the governmental social secu-
rity program. This is particularly likely if public benefits
are offset against the private plan, thereby reducing
costs. Second, reasonably small supplementary private
plans with fairly planned severance rights can enhance
the adequacy of benefits with no harm to the economy.
Retired workers living in areas which have a high cost
of living could reasonably benefit under such a scheme.
The number of pension plans is rapidly increasing in

response to the factors mentioned earlier in this pam-
phlet. No matter what their attitude toward pension
plans is, unions, employers, and the government must
now face a new and important trend in the areas of in-
dustrial relations and individual security.
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