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I. INTRODUCTION

The President's Commission of Pension Policy (PCPP) has proposed the
establishment of a Minimum Universal Pension System (MUPS) in the United
States. As currently envisioned, a MUPS would mandate that employers provide
pension plans for every worker who satisfies some general eligibility criteria
(such as age and job tenure minimums} and exceeds some modest level of work
effort (perhaps 500 hours worked per year}. A MUPS would further require that
all private pension plans provide each worker with some minimum level of
coverage =-- either expressed as a defined contribution or a defined benefit.

Besides increasing retirement incomes for workers now without pensions,
MUPS could have a variety of other effects, including a reduction in
employment in groups affected by the new policy, changes in prices and wages,
and increased aggregate gavings rates. In this paper, we explore the
potential employment impacts of a MUPS. Information about employment impacts
is crucial to the evaluation of MUPS because the employment decreases which
might accompany a MUPS would be concentrated in precisely those groups it is
designed to assist -- workers not currently participating in a private pension
prlan.

Two issues are significant:

[ Impact of MUPS on labor costs =-- by requiring employers to
provide pensions for workers who previously had no private
pension coverage or to increase contributions for currently
covered workers, MUPS may increase employment costs. Although
required contributions will raise pension costs, other components
of the compensation package might be reduced when employers are
required to provide pension coverage. For example, wages might
increase more slowly, thus offsetting part or all of the impact
on total employment costs. Thus, the degree to which pension
costs are substituted for other labor costs will affect the
overall impact of a MUPS on labor costs.

e Impact of MUPS on employment ~— as labor costs rise, employers
may respond by employing less labor and perhaps by substituting
other factors of production for classes of labeor that have become
more expensive to employ. If MUPS causes an increase in labor
costs, some firms may respond by reducing their work forces
rather than shifting the full costs to workers through

This Paper was completed under contract to the Commission by ICF Incorporated,
Work was completed in April 1981.
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adjustments in the compensation package. Among smaller firms,
however, there may be less flexibility to reduce the size of the
workforce or substitute other factors of production without
adverse effects on the business itself.

Below we present estimates of both these impacts in the- short and the long
run. These estimates are sensitive to the assumptions used in conducting the
analygis. In addition, there is little consensus on some aspects of labor
market behavior, knowledge of which is essential to the analysis.
Nevertheless, we find that the aggregate employment impacts of the MUPS
policies studied here are likely to be relatively small under most plausible
sets of assumptions. Of course, a more genercus MUPS policy than the ones
examined here might have more significant effects.

The principal MUPS pelicy analyzed in this paper provides a 3 percent
defined contribution plan to all presently uncovered workers who meet
participation standards of 25 years of age, 1 year of gervice and 1,000 hours
of annual work. We assume participants are vested after five years of
service.l/ If the employers bear all of the costs of such a plan, we
estimate that this policy in the short run could result in an aggregate loss
of about 200,000 jobs, a 0.2 percent decrease in employment levels. In the
long run, compensation adjustments could result in some pension costs being
shifted backward onto workers through lower wage rates. If all of the
increased pension costs are shifted backward onto workers, then no long run
employment reduction occurs. Even if only part of the pension costs are
shifted, we doubt that the employment decrease would exceed 50,000, a 0.1
percent decrease.

In spite of this relatively small impact, the Commission adopted several
policies designed to offset potential employment and wage reduction effects.

The Commission proposed that the tax treatment of social security
contributions and benefits be changed. 1Initially, this policy would lead to a
reduction in payroll-related taxes paid by workers. For a worker in the 20%
marginal tax bracket, the payroll-related tax reduction would equal 1.33% of
covered pay.

Below we show that absent other offgetting policies, a MUPS would
primarily affect costs for smaller employers. The Commission took this fact
into account when they proposed that businessez be able to receive a tax
credit of 46% of their contribution to a MUPS or an employee pension plan

1/ This version of a MUPS differs from the final recommendation of the PCPP
which specified full! and immediate vesting of all MUPS benefits. The cost
of a MUPS including full and immediate vesting provisiona would be
approximately 32 percent greater than the MUPS with five year vesting
analyzed here.
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{up to the 3% of pay minimum standard). Businesses, therefore, would receive
a reduction in taxes equal to 1.38% of pay. Other analyses prepared by ICF
and Commission staff show this proposal to be targeted primarily at relieving
small businesses of the costs of a MUPS.

These same analyses also suggested that in the initial years of such a
program emplovers might face some cost difficulty =since, according to the
literature on similar programs, they might have to absorb most of the costs.
The Commission, therefore, reccmmended in its final report that such a program
be phased in over a three-year period.

The small employment effects estimated here and the Commission's tax and
phase~in measures should alleviate the concerns about negative employment or
wage reduction effects of the introduction of a MUPS, This chapter is
included in this wvolume to explain the background work and analysis that
eventually lead to the formulation of the Commission's final recommendations.
The guantitative findings of this chapter should not, however, be utilized to
estimate the impact of the Commission's final recommendations since the
phase-in and tax proposals were not included in the analysis.

In the discussion below we first present some background material on
existing private pension coverage. A second section describes the major
components of the model and reviews the labor economics literature from which
we choose key parameters for the model. A third section presents the results
of the analysis. Finally we discuss the significance of these findings and
some important caveats.

II. BACKGROUND

The PCPP gtaff initially defined several variants of the MUPS proposals
for analysis. To simplify the exposition we will focus on a MUPS providing a
3 percent minimum defined contribution plan for all workers over age 25 with
one year of service and 1,000 hours of annual work. In the empirical section
of the paper we will show some comparative results for a 6 percent minimum
defined contribution MUPS and a plan which would liberalize current ERISA
minimom private pension standards. Under the liberalized ERISA plan employers
not currently operating a pension plan would not be required to establish one.

As shown in Table 1, approximately one~third of all employees work in
establishments with no pension plan at all. The remaining two~thirds wotk in
establishments with a pension plan, but have varying degrees of coverage and
benefits. MUPS will affect the entire group of workers without a plan. &also,
depending upon the generosity of the MUPS plan, it will have different effects
on the remaining workers.

Ag an initial estimate of the workers with plans more generous than MUPS,

Table 1 indicates that approximately 35 million people work in establishments
where the employer makes pension contributions in excess of 3 percent of
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TABLE 1

EMPLOYEES IN ESTABLISHMENTS WITH PENSION PLANS, 19775/
(In Millions)

Plans Contributingg/ Workers % of Total
Less than 3 Percent of Payroll 10.7 l6.0%
More than 3 Percent of Payroll 34.5 51.5%
Subtotal 45.2 67.5%
No Flan 21.8 32.5%
Total 67.0 100.0%

a/ Includes workers in the private nonfarm economy and
excludes self-employed individuals.

b/ Not all employees may be eligible to participate in
these plans.

SOURCE: Survey of Expenditures for Employee Compensation,
1977, Bureau of Lahor Statistics.

payroll. Because some of these contributions are based upon plans with less
generous participation and vesting rules than MUPS, some of these plans would
still have to be changed to conform with MUPS standards. But, the sponsors
could reduce the benefits in excess of the MUPS standard to meet the costs of
complying with all aspects of MUPS,

Although it appears that 16 percent of the workforce would require higher
pension contributions under a MUPS, the BLS data do not permit us to determine
whether this is due to:

® low contribution rates for all workers: or

¢ higher contribution rates for only a small portion of pension
participants in this group of workers.

As a result, a portion of this group may be ineligible for their employers®
pension plan. In any event, these workers would be more heavily affected than
the 35 million workers with more generocus plans, but lesg heavily affected
than the 22 million workers with no plans at all.

To evaluate the potential impact on the 21.8 million or more employees
with no plan, we examined the characteristics of the establishments employing
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thege individuals. As illustrated in Table 2, more than three-fourths of
these employees work in three industries —-- manufacturing, retail trade, and
services. The large number of nonparticipating employees in the retail trade
and service industries is indicative of low rates of pension plan coverage in
these sectors. The 16 percent of nonparticipants in the manufacturing
industrieg is attributable more to the size of the sector in the overall
economy than to particularly low rates of coverage there.

TABLE 2

EMPLOYEES IN ESTABLISHMENTS WITH NO PLANS, 1977
(In Millions)

Industry Number % of Total
Manufacturing 3.5 16.0%
Retail Trade 7.3 33.5
Services 5.9 27.1
Other 5.1 23.4

Total 21.8 100.0%

SOURCE: Survey of Expenditures for
Employer Compensation, 1977,
Bureau of Labor Statistics.

In addition, further analysis of the BLS survey suggests that the
establishments without pension plans:

] pay lower wagqges -~ establishments where the average wage was
below $7 per hour in 1977 contained approximately 86 percent of
the 21.8 million workers in establishments without plans.

® are small -- approximately 64 percent of these 21.8 million
workers work in establishments with fewer than 50 employees, and
almost 80 percent work in establishments with fewer than 100
employees.

. Pay lower wages and are small -- approximately 11.9 million
employees (55 percent of the 21.8 million employees in
establishments without plans) work in establishments in which the
average wage is less than $7 per hour and fewer than 50 workers
are employed.
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Household data from the May 1979 Current Population Survey (CPS}l/
reinforce the view about potential areas of impact identified above. This
survey also suggests that the most heavily affected workers will be:

® younger workers -- approximately 19.2 million private wage and
salary workers (27 percent of the total) were under age 25 in
1979; of this group, approximately 12.5 million or 17.5 percent
of the total private workforce indicated that they were not
members of a pension plan.

® part-time workers -- approximately 25 percent of the private
workforce works part-time or full-time for less than a year;
approximately 11.9 million of these workers, or 17 percent of the
private workforce, indicated that they were not members of a
pension plan.

This brief review of facts about present pension plan participation
highlights the importance of analyzing employment impacts by wage level, size
of establishment, and industrial sector. OQur brief consideration of the BLS
data on employee compensation also shows the difficulty in using data from
surveys of establishments to examine effects on individual workers. To
examine these effects, we rely primarily upon estimates from tabulations of
the 1979 Current Population Survey.z When necessary, we supplement these
CPS tabulations with information drawn from the BLS Survey of Expenditures for
Employee Compensation (EEC Survey).

III. DESCRIPTION OF THE METHODOLOGY

The previous section described the importance of wunderstanding current
pension coverage in evaluating the impacts of a MUPS. This section describes
the model used in this employment analysis and in so doing summarizes the key
points from our survey of recent economic research regarding the shifting of

labor costs and the impacts of labor cost changes on employment levels.

In general, the potential impact of a MUPS on the labor market will depend
upon three factors:

® the gize of the potential increase in labor costs caused by the
MUPS,

1/ Gayle Thompson Rogers, “"Pension Coverage and Vesting Among Private Wage
and Salary Workers, 1979: Preliminary Estimates from the 1979 Survey of
Pension Plan Coverage," Working FPaper No. le, Soccial Security
Administration, Office of Research and Statistics, Tables 3 and 4.

2/ Por a full discussion of the ICF analyses of the 1979 Current Population

Survey see Appendix B of "Background Analysis of the Potential Effects of
a Minimum Universal Pension System"™, ICF Incorporated, April 19%81.

1163




® the extent to which an increase in pension contributions by
employers is offset by a reduction in wages or other employee
benefits (often referred to as "backward shifting onto labor™ or
"substitution within the compensation package"}, and

. the impact on employment of any increase in labor costs borne by
the employer.

Below we discusse each of these factors in turn. A bprief summary of the
literature in these areas is presented in Appendix I.

A. Estimation of Potential Labor Cost Increasesl/

ICF analyses of the 1979 Current Population Survey provide percentages of
workers not currently participating in a pension plan who would be included in
a plan under a 3 percent defined contribution MUPS with eligibility standards
of 25 years of age, 1 year of service on the job and 1,000 hours worked
annually. Table 3 summarizes the results of this detailed analysis.
These figures provide the starting point for our cost analysis.

To these figures we apply information about the average wage of all
workers of a particular job class, the average wage of workers who would
receive pension coverage through a MUPS, and the fraction of compensation
received in the form of fringe benefits. The first two items are estimated
from CPS data at the same time the eligibility distributions are constructed.
The last item is estimated for each industry/establishment size cell from BLS
Expenditures for Employee Compensation data. The percentage change in labor
costs for these workers is simply the ratio of the increase in pension costs
for any particular class of workers to the initial compensation levels,3

1/ We label these changes in labor costs potential because we recognize that
other items of compensation may change to offset some of these increased
pension costs,

2/ These are workers who are answered no to either of the following
questions: {1) "Excluding Social Security, Railrocad Retirement, or
Veteran's Pensions, does your employer or union have a pension or other
retirement for any of its employees?” or {2} "“Are you included in” such a
planz” :

3/ Algebraically we have dci/C = (.031(1—5.)(m.v.)/wi where
C, is compensation, £, is t%e fraction of compensation received in
fringe benefits, m_ is the fraction of workers gaining pension coverage

1
due to MUPS, V, is the average wage of newly covered workers, W, is the
average wage ol all workers and i denotes a particular worker class.
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TABLE 3

PERCENT OF WORKERS PARTICIPATING IN PRIVATE
PENSION PLANS BEFORE AND AFTER A MUPS BY
INDUSTRY AND ESTABLISHMENT SIZ

Percent
Total Employment Currently
_f{in millions) Participating
Industry
Mining 0.8 0.6
Congtruction 4.6 36.8
Manufacturing 21.0 66,1
Transportation 5.1 66.3
Retail Trade 17.6 29.2
Finance 4.8 49.9
Services 15.4 29.8
Local Government 12.3 77.2
Federal Government 3.1 86.7
Other 1.6 13.3
Establishment Size
Less than 25 33,1 29.2
25 to 99 20.2 53.0
100 to 499 16.8 65.7
More than 499 15.9 B5.4
Total 86.1 52.3

SOURCE: Current Population Survey, May 1979 and ICF analyses.

Percent
Participatin

with MUPSZ

81.0
62.0
81.9
84.4
53.1
71.3
58.0
84.8
91.3
46.8

56.3
71.5
8l.4
93.6

71.6

1/ 1Includes all workers in the civilian economy but excludea self-employed

individuals.

N

1,000 hours of annual work.

Assumes participation for MUPS benefits at age 25, 1 year of service and
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One Qdifficulty with this approach is the exclusion of workers currently
participating in a pension plan but benefiting from contributions (either
directly or implied in terms of future benefits accruing in a defined benefit
plan) below the 3 percent minimum. Although our examination of available data
files suggests few workers receive contributions below a 3 percent rate, no
accurate data exists with which to assess the actual size of this population.

Instead we compare information about the percent of workers employed by
establishments with plans but pot participating in these plans from the CPS
survey with BLS data from the EEC survey on pension contribution rates. If we
assume that the rate of coverage is constant across all establishments, we can
estimate the number of establishments below the MUPS minimum and the amount of
increased pension contributions required to raize them above the minimum.

For example, in a firm in which average pension contributions were
reported to be 1 percent of payroll expenses, we would assume that 84 percent
of -employees were participating in the pension plan {(the CPS average rate of
participation in firms with plans). Thus we adjust the effective contribution
rate for participating employees only to 1.2 percent. We then estimate the
MUES-induced expenses for Eérticipating employees to be an additicnal 1.8
percent of payroll expenses.—/

The costs shown in Table 4 include both the costs of covering initially
non-participating workers and of increasing contributions for other workers.
Of the aqggregate cost increase of $6.83 billion,z/ only 12.8 percent |is
attributable to workersz currently participating in a plan below MUPS minimum
levels.

B. Substitution of Pension Contributions for Wages and Other Fringes

The extent to which pensions are substitutable for wages and other fringe
benefits within the compensation package is the key question in the analysis
of MUPS employment effecta. The literature on this subject consists of only a

1/ Note that if, as is likely, participation rates are lower than 84 percent
in firms contributing below the 3 percent MUPS floor, this procedure
overestimates costs for partitipating workers. This overestimate occurs
because participating workers actually would be receiving contribution of
a rate higher than our imputed wvalue. Since we obtain our estimate of
costs for non-participating workers from CPS sources, these estimates
remain unaffected. This overestimate probably has little effect on our
aggregate analysis because costs for participating employees comprise such
a small portion of total MUPS costs.

2/ This cost figure differs slightly from those shown in Table 25 of
*Background Analysis of the Potential Effects of a Minimum Universal
Pension System®™, ICF Incorporated, April 1981. Costs for a fully
implemented MUPS shown in Table 25 are presented in 1984 dollars and
include smelf-employed workers. In addition, MUPS policies in that table
include provisions for full and immedjate vesting.
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TABLE 4

POTENTIAL LABOR COST CHANGES DUE TO A MUPS
BY INDUSTRY AND ESTABLISHMENT SIZE

Industry

Mining
Construction
Manufacturing
Transportation
Retail Trade
Finance

Services

Local Government
Federal Government
Other

Establishment Size

Less than 25
25 to 99

100 to 499
More than 499

Total

In millions of 1978 dollars.

Increase in
Pension Costs 1/

(Million §)

39
569
1,637
481
1,602
420
1,607
286
52
137

3,372
1,442
1,263

753

6,830

Percent Increase

_in Labor Costs

0.20
0.70
0.41
0.45
0.80
0.52
0.84
0.16
0.08
0.98

0.82
0.48
0.44
0.22

0.51
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very few studies.l/ The consensus of these studies is that it is not
possible to reject the hypothesis that wages and pensions are fully
substitutable within the total compensation package. This finding is
consistent with a hod& of research on the ultimate incidence of the Social
Security payroll tax.2/ Thus this research suggests that there would be
little, if any, increase in total labor costs as a result of a MUPS in the
long run. There would however be potentially important alterations in the
composition of the compensation package.

The sparse literature on substitution within the compensation package is
not unanimous in this conclusion. Careful policy analysis requires the
consideration of alternative assumptions regarding the shifting of MUPS costs
from employers to workers. Ancther group of labor market analyses provides a
convenient alternative assumption about compensation substitution. These are
certain studies of the incidence of the Social Security payrcll tax.

Although these incidence studies do not agree on the proportion of the
employer's share of the payroll tax which is shifted backward onto labor
through lower wage rates, some recent, cas ful studies have arrived at
estimates in the neighborhood of 40 percent. That is, 40 percent of the
employer's share of the payrol)l tax 40 percent 1s "paid™ by labor in the form
of lower wages. We will use this finding of a 40 percent shifting of the
payroll tax as an alternative assumption for 1long run compensation
substitution in the analysis below.2

There has been no direct study of the question of how long it takes for
the compensation package to adjust to <changes in required pension
contributions. However studies of the incidences of the payroll tax suggest
that a substantial part of the adjustment occurs within a reasonably short
period of time (approximately a year).

1/ Ronald Ehrenberq and Robert Smith (1980}, Ronald Ehrenberg (1980}, Robert
Smith (1979), Robert Imnman (1980), Bradley Schiller and Randall Weiss
{1979) and William QCakland (1980).

2/ John Brittain (1971), Wayne Vroman (1974a}.
3/ Wayne Vroman (1974b) and Daniel Hamermesh (1979).

4/ 1If we assume that 40 percent of the increased labor costs is offset by
lower wages in the long run, then the employer will bear less than 60
percent of the increased costs. Supplemental payments, such as enmployee
benefits tied directly to wages and unemployment compensation payments,
will decrease along with wages. Probably 50 percent of the cost increase
will persist in the long run and 10 percent of lahor cost increase will be
absorbed in decreases in these supplemental expenses.
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C. Employer Response to Higher Labor Costs

There has been a substantial amount of research on the impact of increased
labor costs on the level and distribution of employment. Economists often
summarize this impact in a parameter called the wage elasticity of demand
which shows the percentage change in employment which results from a one
percent change in compensation costs. For example, if a one percent increase
in compensation would result in a three-tenths of one percent decrease in
employment, then the wage elasticity would be =-0.3. Below we divide' our

discussion of these studies into those which analyze short run impacts and

those which analyze long runh impacts. By short run we mean a time period in
which employers are not able to alter production methods or the composition of

their compensation package. This might be from one to several years.

An excellent review of short run studies of the wage elasticity of
demandl/ concludes that a 10 percent increase in labor costs caugses a 3
percent decrease in employment. However the variation in published estimates
is consistent with actual adjustment which might range from 1 percent to 6
percent for each 10 percent increase in labor costs.

In the long run the wage elasticity depends on the share of total
compensation which accrues to labor and the ease with which employers can
substitute capital inputs for labor inputs. There has been considerable
controversy among economists on the substitutability of capital for labor in
production. Complicating our problem even further 18 our need for
elasticities differentiated by industry. {Thege industry-specific
elasticities are not available in the short run.}) Reasonable estimates are

available for some industries.2 Through analysis of labor share figures
derived from the National Input-Output model, we have chosen wage elasticities

for the other industries included in our simulation.2 Below we show the
results are not gensitive to the values of these elasticities.

In the short run we use the wage elasticity of demand to translate the
labor cost figures of Table 5 into empleyment decreases. We assume (1) no
offsetting adjustments in the compensation package occur and (2) the gquantity
of labor supplied remains fixed at its initial levels even as unemployment

develops.

In the long run neither of these conditions holds. Instead we incorporate

various degrees of substitution within ‘the compensation package into the
analysis. Also we allow decreases in the quantity of labor supplied to affect

'1/ Daniel Hamermesh (1976}.

2/ Manufacturing (Berndt (1976)), retail trade (Cotterill (1975}), and
government {Ashenfelter and Ehrenberg {1975)).

R ]

3/ Survey of Current Business, April 1979.



the final level of employment. {(See Appendix II for a discussion of the
economics of this interaction between the supply and demand for labor. There
we derive the formula used to estimate the long run employment change.) Labor
supply effects are incorporated into the analysis through a parameter
analogous to the wage elasticity of demand —— a wage elasticity of supply. We
employ a value of .3 for the wage elasticity of supply throughout the’

analysis.l

The industrially~disaggregated long run wage elasticities of demand used
in the analysis are as follows:

Mining -0.20
Construction -0.25
Manufacturing -0.38
Transportation -0,.58
Retail Trade -0.65
Finance -0.70
Services -0.70
Local Government. -0.70
Federal Government -0.70
Other -0.50

Iv. ESTIMATED EMFLOYMENT EFFECTS

In this section we present estimates of the employment effects of a MUPS.
Cur general procedure is as follows. First we discuss the short run effects
on employment of a MUPS, We analyze the short run first since it contains the
maximum MUPS impact on the economy. Even in the short run we find only a
small employment decrease. Second when we contrast the short run and long run
results, we find considerably smaller employment declines. Next we present a
number of sensitivity analyses to acquaint the reader with the role the chosen
parameters play in affecting the final results. A third section presents
analyses of the sgensitivity of our results to changes in the behavioral
assumptions underlying the model. A fourth section analyzes the impacte of
changes in the specification of the MUPS itself. Fifth and finally, .we
examine a few special sectors of the economy where impacts are expected to be
differentially large.

1/ Most of analysts studying the behavior of prime age male workers have
concluded thair supply function is highly inelastic with respect to
wages. Studies of female and of younger and older male supply finds more
responsiveness to wage rates. Many of the better studies of this topic
are collected in Glen Cajin and Harold Watts (1973).



A. Short Run Results

In the short run (approximately a year from MUPS implementation), the
economy would absorb the maximum employment effects of a MUPS. Table 5 shows
that even these maximum effects would be quite small when viewed relative to
the size of the aggregate labor force. We estimate that about 160,000 jobs
would be lost in the short run due to a MUPS. This represents a 0.2 percent
decrease jin employment levels. This estimated decrease is only slightly
greater than the wmargin for error inherent in the BLS estimates of the
employment levels themselves.

Even though we estimate that the effect of a MUPS on employment is likely
to be small, we still consider it useful to consider the relative impacts
throughout the economy. Even a small employment effect, if concentrated in
particular sectors, could result in a severe dislocation. Table 5 shows
estimates of MUPS impacts on establishments by size, workers by wage level,
and the economy by industrial sector.

Small establishments are affected more severely by a MUPS than large
establishments. We estimate that over half of the jobs lost would be in
establishments employing less than 25 workers. These small establishments
account for only 38 percent of total employment. The proportionately greater
impact on these establishments reflects their much lower rate of pension
coverage {only 29 percent of their workers participate in plans as shown in
Table 3). The impacts of a MUPS decrease as establishment =size grows. Large
establishments, in which over B85 percent of workers are already covered by
plans, would scarcely be affected at all. For these establishments the
percentage change in employment levels would only be 0.1 percent.

Low wage workers would be more likely to lose their jobs than high wage
workers. Again this reflects the increasing probability of pre-MUPS pension
coverage as wages grow. About a quarter of one percent of workers making less
$4 per hour (in 1978 dollars) would lose their jobs. This is a total of about
60,000 workers, roughly 40 percent of the total MUPS-induced employment loss.

Perhaps the most interesting disaggregate analysis of the MUPS impact is
by industrial sector. Of the total job loss of 160,000, about 54 percent,
87,000 jobs, are lost in the trade and service sectors. Despite the
disproportionate impact, these two sectors maintain lower rates of pension
coverage after the imposition of a MUPS than any of industrial sector except
the "other®™ category, which comprises mainly agricultural activities. The
next largest employment decrease, 33,000 jobs, is in the manufacturing
sector. The relative size of this loss is indicative more of the size of the
manufacturing sector within the economy than the gize of the MUPS impact. The
percentage change in employment levels in the manufacturing sector is only
0.16 percent, less than the economy-wide average of 0.19 percent.
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TABLE 5

SHORT RUN EFFECTS CF A 3 PERCENT DEFINED CONTRIBUTION
MUPS ON EMPLOYMENT BY ESTABLISHMENT SIZE,
WAGE RATE AND INDUSTRIAL SECTOR

Percent Decline Jobs Lost
1. Establishment Size in Employment Number Percent
(Number of Employees) {In Thousands) {(Of Total
Jobs Lost)
Less than 25 «26% 87 54%
25-99 -17% 34 21%
100-499 «16% 27 17%
500 or more 08% 13 8%
II. Hourly Wage Rate
Less than $4 .23% 61 38%
$4-%7 .18% 58 36%
$7 or more «.15% 42 26%
ITI. Industrial Sector
Mining .08% 1l 0.4%
Construction .24% 11 6.8%
Manufacturing «16% 33 20.8%
Transportation .16% B 5.0%
Trade .25% 45 27.8%
Finance .16% 8 4,9%
Service «27% 42 26,3%
Local Government .06% 7 4.4%
Federal Government - 04% 1 0.7%
Other . 30% 5 3.0%
IV, Total «19% 161 100.0%



Throughout this paper we concentrate on MUPS effects on employment, not
unemployment levels. We cannot determine exactly how these employment
declines will affect unemployment rates without knowing how many of the
displaced workers withdraw from the labor force entirely or how many new labor
force entrants might be stimulated by the increasing unemployment rate.
Assuming an unemployment rate of 6.0 percent, the average prevailing in 1978,
and assuming the employment decline of Table 5 is directly translated into an
unemployment increase, then unemployment levels rise 161,000. This
corresponds to an increase of .16 percentage points, a 2.7 percent rise in the

unemployment rate.

B. Long Run Results

The short run analysis assumes that markets do not adjust to the
imposition of a MUPS, except by allowing employers to decrease output and
therefore employment levels. In the long run, employers and employees bargain
over employment and wage levels. The process will result in a shifting in
some of the burden of the added MUPS costs to workers through lower wage
rates. In order to model the resultant market equilibrium we require
knowledge about the behavior of workers as well as the behavior of
employers.1

The results shown in Table 6 show a range of possible outcomes, As
discussed above, we are unsure about the final apportionment of the MUPS costs
between laber and capital. If all of the increased MUPS costs are ultimately
offset by wage {and other employee benefit) declines, then there is no long
run increase in labor costs an therefore no change in employment levels.
Although this case is not depicted in Table 6--it would consist merely of a
column of zeros—--it should be considered just as possible an outcome as the
two alternative shifting assumptions shown there.

Table 6 shows that the already small short run effect is even smaller in
the long run. If wage decreases offset 40 percent of the MUPS cost, about
50,000 jobs would be lost in the long run——a 0.1 percent decrease in
employment levels. If shifting is more substantial, say 60 percent, then only
about 25,000 jobs are lost,

1/ Appendix II discusses the process of market adjustment in more detail.

2/ We assume that a 40 percent decline in wages reduces employer labor costs
50 percent and a 60 percent decline reduces labor costs 75 percent. The
difference between the wage decrease and employer labor costs are
accounted for by changes in employer benefits and supplemental 1labor
costs, such as unemployment insurance.
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The pattern of this job loss is identical across establishment sizes and
industrial sectors under all shifting assumptions. In either case a majority
of the job loss occurs in small firms (those employing less than 25 workers).
The trade and service sectors each account for about 30 percent of the jobs
that are lost. Another 18 percent are lost in the manufacturing sector. 1In
comparison to the short run results, the relative employment decreases are
greater in the trade and aservice sectors in the long run.

The long run changes in wage levels have other implications besides the
mitigation of the employment declines. Foremost among these implications is a
decrease in current disposable incomes, Table 7 shows that the current
diaposable income decline could be as much as 4 billiecn dcllars. The decline
in disposable income is less than the total cost of MUPS shown in Table 4
because fringe benefits absorb some of the dJdecreased compensation occurring
during the shift and because declines in payroll, corporate income and
personal income taxes absorb some of the shift. The last column of Table 7
shows the magnitude of the personal income tax losses which vary from 300 to
700 million dollars depending on the assumed degqree of shifting.

TABLE 7

LONG RUN DECREASES IN CURRENT DISPOSABLE
INCOMES AND PERSONAL INCOME TAX REVENUES RESULTING
FROM A 3 PERCENT DEFINED CONTRIBUTION MUPS
{In Millions of Dollars}

Percent Wage Current Disposable Percentage Change in Tax Revenue
Decrease Incomes Decreases Dispogsable Income Decreases
40 Percent 1,977 -0.23 375

60 Percent 2,996 -0.34 : 541

100 Percent 3,954 -0.46 707

C. Sensitivity Analyses-Labor Demand and Supply Parameters

The results reported above are relatively insensitive to changes in the
behavioral parameters ugsed in the simulations. The short and long run
employment decreases remain small whatever plausible values of these
parameters are assumed. Above, we described the variation in results which
accompany variation of our assumed shifting parameter over the range of 40 to
100 percent. In this subsection, we briefly present similar comparisons of
results produced as the assumed wage elasticity of demand for labor values

vary.

Table 8 shows the aggregate decline and percentage change in employment
which occurs as the short run demand elasticity, the long run dJdemand
elasticity, and the long run supply elasticity vary over plausible ranges. 1In

1 1 7.£;



TAELE 8

COMPARISON OF TOTAL EMPLOYMENT DECREASES

RESULTING FROM A 3 PERCENT DEFINED

CONTRIBUTION MUPS ACROSS ELASTICITY ASSUMPTIONS

Short Run Demand Elasticity

Low (-.09)
Mediuam {-.32)
High (-.62)

Long Run Demand Elasticityﬂ/
Low
Medium
High

Long Run Supply Elasticityﬁ/
Low (.10}

Medium (.30)
High {.50)

Number

{In Thousands)

45
161
312

21
29
35

13
29
40

Percentage Decrease

0.05%
0.19%
0.36%

0.03%
0.03%
0,04%

0.01%
0.03%
0,05%

a/ Assumes 70 percent of iIncreased pension costs are shifted backward onto
workers. See page 16 for a listing of the exact values by industrial

sector for the medium elasticity case.

medium and the high values all egqual =-1.0

The low values equal one-half the

b/ Assumes 70 percent of increased pension costs are shifted backward onto
workers and the medium set of long run demand elasticities.
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the short run case, we vary the demand elasticiE? from =-.09 to -.62 in
accordance with the range suggested by Hamermesh. Although the results
vary directly with these elasticity values, the absolute employment decline
remains relatively small even in the high elasticity case.

In the long run, both the supply and demand elasticity affect the
results. For purposes of these sensitivity tests, we used elasticities equal
to one-half of those values shown on page 16 for ocur low demand elasticity
tests. We arbitrarily set the demand elasticities to -1.0 in every induskirial
sector for our high demand elasticity runs. The difference between the low
and high elasticity result is only 14,000 jobs.

Results are slightly more sensitive to variations in the supply elasticity
but still quite small relative tc the size of the aggregate labor force. The
estimated employment decline for the low supply elasticity value, set to +0.1,
is 13,000. For the high supply elasticity of +0.5, the decline is 40,000.

D. Sensitivity Analyses--Policy Alternatives

The estimated employment effects are more sensitive to changes in policy
parameters than to changes in assumed elasticity values. Of the many possible
pelicy dimensions which could be analyzed here, we choose to address the
impacts which result from changes in participation standards, changes in the
minimum rate of contributions, and changes in the extent of plan coverage.

Table 9 shows how the results change as participation standards are
altered. The baseline policy used in all previous analyses assumed that all
workers (1) age 25 or above, (2) employed a year or more and (3} working 1,000
hours annually would be covered by the MUPS., In both the short and the long
runs, liberalizing these participation standards to include persons 20 to 25
years of age and working between 500 a2nd 1,000 hours annually increases the
employment decline about 25 percent. Tightening the participation standards
to include only persons over 30 decreases the employment decline about 17
percent. In all three cases, the estimated employment decline is less than a
quarter of a percent.

Table 10 compares the employment effects of four MUPS alternatives. The
first alternative is the policy analyzed in Tables 5 and 6--a 3 percent
defined contribution plan with five year vesting and participation standards
of 25 years of age and@ cone year of service and 1,000 hours worked. We compare
this policy with two variants. One variant simply increases the minimum
contribution rate to 6 percent. The second variant provides full arnd
immediate wvesting to all MUPS participants. A fourth alternative operates
identically to a MUPS for employers who already have established pension
‘plans. However, under this alternative, which can be best understood as an
extension of ERISA participation standards, no employer would be required to
begin a pension program.

l/ Hamermesh (1976).



TABLE 9

COMPARISON OF TOTAL EMPLOYMENT DECREASES RESULTING

FROM A 3 PERCENT DEFINED CONTRIBUTION MUPS
BY ALTERNATIVE PARTICIPATION STANDARDS

Number Percentage Change
{In Thousands)
Short Run
20 Years-1 YOS-500 Hours 203 0.24%
25 Years-] YO0S-1,000 Hours 161 0.19%
30 Years-l YO0S-1,000 Hours 134 0.16%
Long Run a/
20 Years~l Y0S-500 Hours 37 0.04%
25 Years-1 Y0S-1,000 Hours 29 0.03%
30 Years-1 YOS5-1,000 Hours 24 0.03%
a/ Assumes 70 Percent of increased pension coste are shifted backward

ontc workers.

TABLE 10

COMPARISONS OF TOTAL EMPLOYMENT DECREASES RESULTING
FROM A THREE ALTERNATIVE MUPS

Number Percentage
{In Thousands} Change

Short Run
3% DC Plan = Five Year Vesting 161 0.19%
6% DC Plan ~ Five Year Vesting 398 0.46%
3% DC Plan - Full and Immediate Vesting 214 0.25%
Liberalized ERISA 59 0.07%
Long Run a/
3% DC Plan -~ Five Year Vesting 29 0.03%
6% DC Plan - Five Year Vesting 72 0.08%
3% DC Plan - Full and Immediate Vesting 39 0.04%
Liberalized ERISA 11 0.01%

2/ Assumes 70 percent of increased pension costs are shifted backward onto
workers.



The increase of the minimum contribution rate results in a substantially
increased employment loss. Job losses more than double because costs to
employers who already cover some employers, but at less than the 3 percent
standard increase more than proportionately. For example, a participating
employer whose pension contribution rate was 1.5 percent would incur a 100
percent when a 3 percent MUPS is imposed, but a 300 percent increase in
pension contributions under a 6 percent MUPS. Also this alternative includes
workers with contribution rates hbetween 3 and 6 percent who were not included
under a 3 percent MUPS. The short run job loss for the 6 percent alternative
is almost 400,000 jobs, about one half of cne percent of the labor force. The
long run decline is 70,000 jobs, a percentage decrease of 0,1 percent.

The inclusion of full and immediate vesting provisions in the MUPS
increases its employment effects but not nearly as greatly as does the
increase in the minimum contribution rate. Full and immediate vesting
provisions increase MUPS costs about 32 percent. Employment decreases in the
short and long run are altered in the same proportion. Almost 210,000 jobs (a
.25 percent decline} would be lost in the short run and about 40,000 jobs (a
.04 percent decline}) would be lost in the long run.

The liberalized ERISA plan has an extremely small effect on the economy.
short run job losses are about 60,000 and long run losses only 10,000. While
the pattern of job losses across establishment sizes and industries was very
gimilar to that shown in Tables 5 and 6 for all previous sensitivity analyses,
this is not the case for this alternative. In the long run only 33 percent
{compared to 55 percent) of the total job loss would occur in small
establishments. The trade and service sectors absorb slightly less of the
total job loss (52 percent compared to 58 percent) and the manufacturing
sector slightly more {18 percent compared to 24 percent}.

E. Major Sectors Affected by MUPS

The analysis above has concentrated principally on “average® workers--
either in the economy as a whole or in selected establishment size or
industrial sector categories. One particular class of workers 1s likely to be
much more severely affected by a MUPS than these "average" workers. This
class is a portion of the workforce receiving wages at or near the minimum
wage. Downward wage adjustments is statuteorily prohibited for these workers.
Typically these workers receive very little in fringe benefits so employers
will not be able to shift wage declines into bigger cuts of fringe benefits,.
We therefore expect that our estimated short run effects would persist in the

long run for all minimum wage workers.

Although these short run effects are roughly five times larger than the
long run effects, they still are not exceedingly large~-amounting to only a
0.2 percent decrease in employment. Given the combined effect of public
policies required to produce this result, we do not believe it is useful to
ascribe all this job loss as a cost of a MUPS. It could be as easily

attributed to the minimum wage law.

=
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Even the disaggregated analyses presented above obscure many differences
among types of employers. The trade category in the industrial sector
analysis contains activities as diverse as oyster hars and heavy construction
equipment distributors. Unfortunately analysis of particular types of
employers requires a sample size considerably greater than even the large CPS
sample, We can use the BLS Survey of Expenditures for Employee Compensation”
to convey a rough sense of what types of activities would bear the greatest
MUPS impacts. In that survey the activities listed below, distinguished by 4
digit SIC code, were most likely to be without pension coverage, pay low
wages, and employ less than 25 workers. {(As seen above, it is these
circumstances in which MUPS effects are the largest.)

Types of Establishmentsz Most Likely to
Be Small and Without Pension Coverage

5411 Grocery Stores

5541 Gasoline Stations

5810 Mizcellanecus eating and drinking places
5812 Eating Places

5813 Drinking Places

7231 Beauty Shops

Because the sample size of such establishments is gquite small, it is not
possible to provide a statistically representative picture of them. Based
upon the BLS data we can present a stylized sketch of a more or less typical,
impacted establishment. Such an establishment might have 10 employees and a
wage bill of ahout $35,000 per year. It might pay another $2,500 in fringe
benefits for a total compensation cost of $37,500. If such an establishment
were required to establish a 3 percent defined contribution MUPS (defined as &
percent of wages), the added pension cost would be $1,050. Based on the
analysis of short term employment effects presented above, the employment loss
in such an establishment would be -0.09, i.e.,—apptoximately 1 job lost for
every 11 such establishments. o

P. Employment Effects of a Policy Alternative

This study is concerned with the impact of MUPS on employment. The impact
on employment of alternative ways of increasing retirement income is aldo of
interest. One such alternative would increase social security retirement
benefits, particularly those of retirees who had worked for low wages. An
analysis of the employment effects of social security benefit changes is
beyond the scope of this paper, but here we briefly enumerate the different
ways of financing social security benefits and suggest how these might affect
employment. We also present some orders of magnitude of the effect of social
gsecurity tax increases on employment, based on studies performed by other
researchers.



Benefit increases under social security may be financed in three ways:
(1) increasing the payroll tax rate, currently 6.65 percent levied on the
employer and on the employee (for a total tax rate of 13.3 percent); (2)
increasjing the level of earnings up to which the tax rate is applied; called
the “taxable maximum earnings™ and currently $29,700 per year:l/ and (3)
funding social security benefits from general revenues instead of an earmarked
payroll tax.

To a substantial degree analysis of the employment effecta of payroll
taxes on employment parallels that of the MUPS analysis. Differences may
enter if social security benefits are perceived as either larger or smaller
than are private pension benefits for equivalent levels of contributions.
Perceptions about benefita could differ between social security and private
plans because of differences in rates of return or because of differences in
expected probabilities of benefit receipt. If private pension benefits are
perceived to be larger than social security, then wage reductiona to fund MUPS
might be more acceptable than an equivalent social security tax (also shifted
in part to lower wages). The greater the wage reduction, the smaller the
increase in labor costs, and as a result, the smaller the decrease in
employment. There is little, if any, information available on the guestion of
differences in perceptions of the size of private pension as compared with
social security benefits.

Most recent empirical studies of the employment effects of social security
have assumed rates of shifting the employer's share of payroll taxes that are
in the range used in this paper. The Congressional Budget Office projected
the effects of a $10 billion increase in employer payroll taxes to be 200,000
jobs {in both the short and medium term}. This analysis is relevant to
the period beginning in 1978. The current study has examined a $7 billion
employer cost increase associated with a 3 percent defined contribution MUPS.
The relevant year for analysis is also 1978. Thus the tax examined by CBO
exceeds by 47 percent the MUPS cost. The MUPS employment effect most easily
compared with that of CBC is a reduction of about 160,000 jobs. There are too
many differences in the underlying methodology to try to reconcile the two
estimates. Nonetheleas, 4given the differences in method they appear
reasonably close. In general, there is no strong reason to believe that
equivalent-amount social security tax and employer-paid private pension
contributions would have vastly different effects on employment.

1/ 8ince studies have shown that further increases in this level, beyond the
automatic increases included in current law, would produce relatively
little in added revenue, we ignore this way to increase social security
revenues.

2/ Congressional Budget Office, “Aggregate Eccnomic Effects of Changes in
Social Security Taxes™, August 1978.
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If social security beneflt increase was financed through general revenues,
the employment effects would probably be smaller still, since the burden would
fall on consumers as well as employers. Of course, in this case, even more of
the tax increase would appear in the form of higher prices.

V. SUMMARY AND CONCLUSIONS

The major conclusion of this analysis is that a 3 percent defined
contribution MUPS would not cause large employment declines in the Unilted
States. Despite a number of alternative runs of our model, we were unable to
detect a single instance of even a 1 percent decrease in aggregate employment
levels. For the most part, employment declines were about the order of
magnitude of the margin for error in estimating employment levels.

This result is really not surprising. The increase in compensation costs
resulting from a 3 percent defined contribution MUPS can never exceed 3
percent. This increase is further mitigated by excluding large segments of
the labor force who elther already are covered by pension or who do not meet
participation standards. Even if we use the highly unrealistic assumption
that every worker in the economy was fully affected by the MUPS (i.e., no
pension plans exist and the MUPS has no participation standards), the job loss
is only three quarters of a percent in the short run and one quarter of a
percent in the long run.

We have, however, found some interesting patterns in the distribution of
these small employment decreases. The following types of workers could be
most severely affected:

[ low wage workers, especially those near the minimum wage

@ workers in small establishments
L] workers in the trade and service mector.

Even for these relatively more affected workers the long run percentage
decline in employment is less than a tenth of a percent.

As mentioned in the intrcduction, the Commission adopted several proposals
to offset the potential negative effectg listed above. Integration of these
propesals into the models and analysis was not possible given the time and
budget constraints of this research effort. Further research on the potential
employment effects of a MUPS should attempt to integrate offsetting tax,
implementation and other policies with the direct cost effects of such a
system.



APPENDIX I
REVIEW OF RESEARCH
This appendix presents a brief overview of the literature in each of three
areas that are central to the analysis of a MUPS:
¢ Adjustments within the compensation package
® Incidence of the Social Security payroll tax
& Response of employers to changes in labor costs
For each of these three areas we present (a) a brief introduction to the area,
(b} principal conclusions of the literature, and (c) brief summaries of the

major studies reviewed,

1. Adjustments within the Compensation Package

a. Introduction

If increases in pension contributions of employers are offset by reduced
wages (or a slower growth in wages than otherwise would occur), then the costs
of employing MUPS-affected workers will not rise, If costs do not increase,
then employers will not reduce the numbers of MUPS-affected workers hired. An
understanding of the extent and timing of any adjustments within the
compensation package of MUPS-affected workers is therefore crucial to the

evaluation of the employment effects of a MUPS.

Workers and employers jointly determine an amount of compensation and the
distribution of thiz amount between wages and fringe benefits such as
pensions, health and welfare benéfits, paid vacations, and the like. Even if
one component of the package, say pensions, is increased in value as a result
of factors at least partially outside the worker-employer nexus, the level of
compensation may still adjust to the level it would have attained absent the
outside intervention. For this to happen, wages, or other forms of
compensation, would have to fall in value. Unfortunately, few economists have
studied the extent to which adjustments within the compensation package occur.

b. Principal Conclusions about Adiustments within the Compensation
Package

® The consensus of the few studies available support the following
helpful, but weak, statement: No evidence contradicts the
theoretical prediction that wages and pensions are fully
substitutable within the total compensation package. Put another
way, no studies have found instances where wages do not adjust to
offset any changes in pension contributions.

1 1 53:3



e This implies that in the long run there will be a full
substitution of lower wages for MUPS-mandated pensions, except in
the case of workers at or near the minimum wage. Because this
implication is based upon only a few studies which reach highly
qualified conclusions, any analysis of MUPS effects should present _
alternate estimates of the extent of wage~pension substitution.

® The caveatg that attach to the conclusions above are many:

-- The generalizability of these studies is gquestionable. Most
investigate only the public sgector. Only two studies have
examined private labor markets. Most of the studies reviewed
limit themselves to very large employers where pension
coverage rates are high and therefore MUPS effects would be
asmall.

== The data wused in these studies is generally too weak to
support the complex analysis required. Thus, results are
usually ambiquous and subject to the interpretation of the
analyst.

=~ All these studies employ cross sectional data and thus
implicitly capture only longa run effects. Noe time series
studies, capable of assessing dynamic adjustment paths, have
been attempted.

c. Summaries of Selected Studies

1} Ronald Ehrenberg and Robert Smith {(December, 1980}, "Whe Pays for
Pension Reform™, (mimeo):

Ehrenberg and Smith use Hay Associates survey of compensation plan
data to estimate private sector, white collar employment wage-pension
tradeoffs. They develop an analysis that seeks to control for
differences in the quality (efficiency, motivation} of workers across
firms. The results are somewhat mixed in terms of statistical
significance but suggest that wages and pensions are traded~off on
close to a dollar-for-dollar basis within the compensation package.

2) Ronald Ehrenberg (1980}, “Retirement System Characteristics and
Compensating Wage Differentials in the Public Sector™, Industrial and Labor
Relations Review:

Ehrenberqg estimates the effect of employee pension contributions on
wages. He concludes that retirement systems with more generous
characteristics tend alsoc to be associated with lower salaries. This
result is generally supportive of the full substitution hypothesis,
but Ehrenberg's formulation allows the estimation of directional
effects only, not quantitative magnitudes. His model alsoc includes a
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variable for employee contributons to pension funds. He finds that
increases in this contribution rate when pension benefits are held
constant are offset by increases in wages. His primary data base was
a 1973 cross section of uniformed public employees' (police and
firefighters) wages and pension plans for all U.S. cities with
populations over 50,000. Given the limited nature of the study--it
aske only a narrow question about certain types of public
employees--his results appear fairly reliable. This is probably the
best available study of the tradeoff between pensions and wages.

3} Robert Smith (1979), "Pensions, Underfunding, and Salaries in the
Public Sector®™ (forthcoming in the Review of Economics and Statistics):

Smith estimates the effect which employer pension contributicna have
on wages. He employs a unique data base -of cities and counties in
Pennsylvania to analyze the wages of non-uniformed public employees.
The data set allows Smith to use a standard set of accounting rules
to estimate contribution rates regquired in each retirement plan for
full funding. His results also are consistent with the hypothesis
suggesting full substitution of pension contributions for wages.

4) Robert Inman (1980), "Wages, Pensions, and Employment in the Local
Public Sector®™ {(mimeo):

Inman builds a very complex model to examine the entire process of
wage, pension, and@ employment decisionmaking in the local public
sector. Unfortunately, his model's complexity is not equalled by the
data available for estimation purposes, compiled for 60 large U.S,.
cities for 1970-1973 and including police and firefighters only. His
results primarily apply to underfunding effects and offer little aid
to any MUPS analysis.

5) Bradley Schiller and Randall Weiss (1979), "Pensions and Wages: A

Test for Equalizing Differences® (forthcoming in the Quarterly Journal of
Economics) ¢

Schiller and Weiss present the only analysis of wage and pension
tradeoffs in the private sector. Their primary interest centers on
the substitution of employer pension contributions for wages. Their
data base includes wages and pension information for owver 13,000
workers in 133 large firms. They estimate the regression ccefficient
for the wage substitution effect to be -1 for workers aged 45-54,
indicating complete substitution. Unfortunately their results show
this same coefficient to be +1 (but not statistically significant)
for workers aged 40-44. This inconsistency reduces the confidence
one can place in the results of the study. The nature of their data
base, a merger of a social security data file with a pension survey,
excludes many important job characteristics from their sample. They
attempt to - overcome this by appending many geographic
characteristics, such as average wage and percent unionized in the
area, to their records.
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6) William Oakland (1980), "The Tradeoff between Public Employee Pensions
and Wages", {(mimeo).

Oakland bullds a useful theoretical model of the public employee
labor market. By imposing a few assumptions about how employers and
employees view wages and pension benefits, he obtains two alternative
expressions for public employee wages. Unfortunately, he obtains
very poor results when estimating these expressions with cross
sectional data for U.S. cities in 1975. 1In particular many of his
pension wvariables had the wrong sign and were statistically
insignificant.

2. Incidence of the Social Security Payroll Tax

a. Introduction

The Social Security system is financed by payroll taxes paid by employers
and employees. Currently the rate of this tax is 6.65 percent of taxable
wages for bhoth the employer and employee. For some time economists have
thought that while the emplover's share of the tax is levied on the employer,
at least part of the ultimate incidence would he on the employee. That ism,
the tax would be shifted onto the worker through lower wages. This process,
sometimes referred to as backward shifting, assumes that implicitly or
explicitly employers and workers agree on a total compensation package,
comprised of the payroll-tax financed retirement benefits, fringe benefits,
and wages. If employers only hire workers whose productivities outweigh their
total costs of employment, then at least part of the increased cost of the tax
should be paid by the worker.

Whether the tax is shifted and if so, how rapidly, are questions of some
interest for an evaluation of a MUPS, Because few studies have examined the
extent to which wage and pensions contributions can be traded off within the
compensation package, studies of payroll tax shifting provide some information
about possible wage adjustments subsequent to a MUPS. Additionally,
decisionmakers would like to know the speed with which this adjustment process
will occur. Payroll tax studies provide the only source for information on
this point.

b. Principal Conclusions about Shifting and Incidence of the Payroll Tax

e Although the studies reviewed do not agree on the proportion of
the employer's share of the payroll tax which is shifted backward
onto labor, many of the more careful, recent studies have arrived
at estimates in the neighborhood of 40 percent (Hamermesh (1379)
and Vroman {1374a). That is, while the payroll tax is levied on
the employer, the firm pays only 60 percent of it. The remaining
40 percent is "paid® by labor in the form of lower wages or a
slower rate of growth in future wages.
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® The uncertainty surrounding these estimates remains large. The
available data for these types of analysis is either highly
aggregated, incomplete, or |wunreliable. In many cases, a
combination of all three prcblems cbtains. Most authors are far
more tentative about their estimates than is typical in scholarly
journals. A minority of studies find that the payroll tax is
fully shifted onto labor, i.e., each dollar of the payroll tax is
offset by wage reductions.

® All studies which examine the question of timing find that the
shift occurs rapidly. Virtually all of the tax which will be
shifted probably has shifted within a year of any payroll tax
change.

¢. Summaries of Selected Studiesg

~

1) George Perry {1970}, "Changing Labor Markets and Inflation", Brookings
Papers on Economic Activity.

Perry uses aggregate time series (1953-1960) data to fit a wage
equation derived from the Phillips curve tradeoff between inflation
and unemployment. The estimated coefficient for the payroll tax is
1.4, which Perry interprets as a shifting of 40 percent of the
employee's tax to employers. This result seems suspect because the
direction of this shift disagrees with most other studies, which show
a shifting of the tax from employer to employee. Perry's principal
purpose Is the analysis of the relationship between inflation and
unemployment by age/sex group. Payroll taxes were added to his model
as a peripheral variable only.

2) John Brittain (1971), "The Incidence of Social Security Payroll
Taxes", American Economic Review.

Brittain uses aggregate cross dectional data from 64 countries during
the period 1957-195% to fit a wage equation derived from marginal
productivity theory. The equation includes labor's value added and
the payroll tax rate for all manufacturing industries as a whele and
each individual two~digit industry. The estimated coefficent on the
tax term exceeds one in nearly every case. The study has received
extenslve critjcism, particularly £from Feldsteln (1972, American
Economic Review) because it did not include an analysis of the supply
of labor as well as the demand for labor.

3) Wayne Vroman (1974a), “Employer Payroll Taxes and Money Wage
Behavior”, Applied Economics.

Vroman uses aggregate time series data (1956-1969) to fit a wage
equation similar to Perry's. Vroman adds a measure of the change in
other labor income and profit rates to Perry's formulation.

l1g7



4)

Introduction of lagged effects for the payroll tax term produces
Vroman's preferred equation in which the coefficient ranges from -.16
to -.48 depending on the lag (2 or 3 gquarters) and definitions of
wages and unemployment. The coefficients imply that between 16
percent and 48 percent of employer-paid payroll taxes are ultimately
borne by workers in the form of lower wages. Although the study
appears guite sgound, Vroman's other article seems to show
contradictory results.

Wayne Vroman (1974b}, "Employer Payroll Tax Incidence: Empirical

Tests with Cross-Country Data", Public Finance.

5)

Vroman extends Brittain's model by reestimating it for a different
year (1964) and by including variables which correct for the method
used to calculate value added in each country and for the
comprehensiveness of each country's survey of firms. Vroman also
reestimated the model with OECD instead of UN data. Although
Vroman's results are less strong than Brittain's, most agree with a
full shifting of the payroll tax onto labor.

Daniel Hamermesh (1979), "New Estimates of the Incidence of the

Payroll Tax", Southern Economic Journal

6)

Hamermesh uses a reduced form depiction of the labor market and micro
data for white males only from the Panel Study on Income Dynamics.
Although subject to some problems-~for example, the results may be
biased because the dependent wage variable iz used to estimate the
payroll tax rate--this study is probably the best of those reviewed.
Estimated shifting to the worker is 36 percent with virtually all of
the shifting occurring within one year. 8Six years of lagged payroll
tax payments were included in the model to examine rates of
adjustment of wages to tax changes.

Jon Frye and Robert Gordon, “The Variance and Acceleration of

Inflation in the 1970s: Alternative Explanatory Models and Methods", Kational
Bureau of Economic Research working paper #551, September 1980.

Frye and Gordon build a model of the inflationary process which
includes a number of channels of explanation of postwar U.S.
inflation--aggreqgate demand increases, supply shocks, aovernment
interventions and the inertia of the inflation process itself. Among
the supply shifts which they consider is the increase in the payroll
tax rate during the 1970s. They estimate that 43 percent of all
payroll tax increases, paid by both the employer and the employee,
eventually are passed along to consumers in the form of higher
prices. Their results are consistent with an increase in wages
resulting from Social Security payroll tax increases.
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3. Employer Responses to Higher Labor Costs

a. Introduction

As labor costs rise employers seek to maintain profits. Given adequate
time and flexibility in selecting inputs to their production process,
employers will adjust their hiring of inputs. The tendency will be to use
less of the more expensive input. The extent to which employers hire fewer
MUPS-affected workers will be indicated by the nature of their labor demand
function. An important characteristic of this function is the wage elasticity
of demand for labor, the percentage change in employees demanded in response
to a percentage change in the wage.

The volume of research of labor demand functions is far too large to
survey adequately here. Below we discuss some conclusions we have drawn from
a selective review of studies of most relevance to a MUPS. The demand studies
reviewed can be seperated into four categories: (1) short run studies, (2)
long run studies, (3) studies of the minimum wage, and (4) studies of National
Health Insurance.

b. Principal Conclusions about Employer Responses to Higher Labor Costs

# Danlel Hamermesh has conducted a thorough review of the economic
literature discussing short run demand curves for labor. He
concludes that in the short run a ten percent increase in the
compensation rate will cause a 3.2 percent decrease in the
quantity of labor employed. He also provides a range which bounda
nearly all published estimates of the wage elasticity of demand.
This range is .9 percent to 6.2 percent.

e If full substitution of wages for pensions occurs in the long run.,
there will be no aggregate employment change since labor costs do
not increase. If this is not the case, the employment change will
depend on (1} the subatitutability of labor for capital (a
substitution effect) and (2} the change in the use of inputs which
results from the cost increase (a scale effect}. The scale effect
is probably negligible because of the very small magnitude of the
procbable MUPS cost increases. The size of the substitution rate
at which lower priced workers would be substituted for higher
priced workers is a matter of some controversy among economists.

® A ten percent increase in the minimum wage is typically estimated
to reduce the employment of teenagers by 1 to 3 percent.

® Even if there is no aggregate change in employment in the long run
in terms of hours worked, there could be other effects., The total
number of workers employed may shrink if employers increase the
length of the workweek. This would occur if pension contributions
or retirement benefits are determined strictly on the basis of

1189



straight-time pay 80 that employers have an incentive to
substitute overtime for reqular time work. Alsc, the total number
of hours could be worked by different workers. If the price
(wage) of a labor group, (say unskilled 20-24 years old) rises,
more skilled and/or experienced workers may be hired instead. As
the review article by Hamermesh and Grant (13879) points' out, our
knowledge of these substitution phenomena is limited. Available
information suggests that policies that increase the cost of young
workers will lead to some substitution for them of older workers.

C. Summaries of Selected Studies

1} Daniel Hamermesh (1976), "Econometric Studies of Labor Demand and
Thelr Application to Policy Analysis", Journal of Human Resources.

Bamermesh provides an excellent survey of all studies of short run
labor demand. The review covers the difficult empirical and
theoretical issues which differentiate theae studies and discusses
how short run labor demand parameters can be applied in wvarious
Policy contexts. His survey separates studies which estimate
substitution effects (variations in the quantity of labor demanded as
wages change if capital prices and ocutput are constant) from studies
which estimate scale effects (variations in the quantity of labor
demanded as output changes). He concludes that, using a four-guarter
impact pericd, the best estimate of the wage elasticity of demand is
.32. He also provides low and high estimates of .09 and .62,
respectively. This study combines the virtues of comprehensive
coverage of the literature and a distinct policy orlentation and is
therefore of direct relevance to any MUPS impact analysis.

2) Daniel Hamermesh and James Grant (1979), “Econometric Studies of Labor
- Labor Substitution and Their Implications for Policy”, Journal of Human
Resources.

Hamermesh and Grant survey a number of studies which have examined
the substitability of various categories of labor within the
production process. The possibility of substituting capital for each
type of labor as well as the possibility of substituting within the
labor categories is discussed. Types of labor are distinquished by
(1) age, (2) occupation and (3) educaticnal attainment. The
conclusions of this body of literature are not as consistent as
Hamermesh found in his short run demand survey. Most important
conclusions of the survey are: (1) workers with large amounts of
education and training are less substitutable with capital inputs
than other workers, (2) workers are {fairly easily substitutable
across age categories; and (3) the wage elasticity of demand for
young workers exceeds unity. This 1last conclusion is the most
important for MUPS analysis as it suggests young f{and perhaps
unskilled workers} will be more adversely affected by MUPS, even if
both young and o©ld workers currently had equal rates of pension
coverage.
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K} Kim Clark and Richard Freeman (1980), "How Elaatic Is the Demand for
Labor®, Review of Economics and Statistics,

Clark and Freeman examine several econometric problems in specifying
and estimating quantitative relationships among employment on the one
hand and the pricea of labor and capital on the other. They £find
that previous efforta to estimate long run wage elasticities may have
employed inappropriate assumptions and restrictions. Clark and
Freeman conclude that in the long run wage elasticity in
manufacturing is -0.5 and is not very sensitive to alternate ways to
specify the relationship. They find short run wage elasticities to
be within the range specified by Hammermesh (1976).

4) Bridger Mitchell and Charles Phelps (1975}, "Employer-Paid Group
Health Insurance and the Costs of Mandated National Coverage®™, Journal of
Political Bconomy.

This report provides a useful analog tc the analysis of MUPS by
examining the effects induced by a very similar policy, national
health insurance. A weakness of the approach is the assumption that
in the long run wage alterations will fully offset all increased
health insurance premiums so that the incidence of the policy falls
entirely on labor. That 1s, Mitchell and Phelps assume full
substitutability within the compensation package. The employer-paid
NHI premium is ultimately borne fully by workers {(within one year).
They do present estimates of (1) total program cost in terms of
initial increases in premiums, (2) short run employment effects and
{3) lost tax revenue. Thelr procedure for estimating short run
employment changes relies on Ronald Ehrenberg's study of Fringe
Benefits and Overtime Behavior. The same incentives for increased
overtime exists in both national health insurance and a MUPS,.
Mitchell and Fhelps estimate that employer—-paid@ NHI premiums of of
between .7 percent and 2.9 percent would result in an increased
aggregate unemployment rate of between .3 percent and l.4 percent.
The largest effects were found@ in the agriculture service, and the
transportation and communication industries.

5) Emery, Long and Mutti {n.d.), "Payroll Taxes, The Minimum Wage, and
Natfonal Health Insurance Premiums: Short-Run Employment Impacts by Industry®.

The paper estimates the employment impacts of three government
policies that increase employment costa: (1) social security payroll
tax increase of .52 percent, together with an increase of $3,800 in
the contribution base; (2) minimum wage increase of $.25 or 8 percent
over the current $3.10 level, and (3) mandatory employer premium
payments for National Health Insurance that average $6.30 per worker
{about 10 percent for a full=-time, minimum wage worker)}. The key
methodological assumptions are that increased costs of employing
labor are all passed through to consumers in higher prices and there
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1s no change in the ratio in which labor and capital are used. (The
higher product prices result in lower consumer demand and therefore
less employment.) In effect, it i assumed that all of the increased
labor costs of the policies are paid by employers. These restrictive
assumptions are typical of studies that use an input-output framework
to distribute employment shifts among industries, as this study

_ does. The results are of somewhat limited utility since,
essentially, they deny any response to the labor cost increase by
employers, other than the product price increase. Other studies
suggest such responses would take place. The results are of interest
in allocating the employment change among three policies and across
B3 industries. The results are: (1) in the aggregate, employment
declines by 1.26 percent; (2) of the aggregate decline in employment,
60 percent, 23 percent, and 17 percent, respectively, is caused by
the health insurance, social security, and minimum wage policies; (3)
prices rise by 1.17 percent; and (4) the largest employment declines
coccur in footwear {(2.8%), apparel {(2.72%), personal services (2.07%},
and agricultural services (1.83%). Methodologically, the study uses
price elasticities of demand for goods and services to estimate the
effects on demand of the policies and then an input-output model to
distribute the reduced ocutput and thus employment across industries.
The models had been developed for other purposes.

6) Brown, Gilroy and Cohen (1980), "Effects of the Minimum Wage on Youth
Employment and Unemployment", {draft; for the Mininum Wage Study Commission) .

The paper is a critical survey of voluminous literature on employment
effects of the minimum wage on youth. Its relevance to MUPS analysis
ig: {1} the results summarized are broadly consistent with the
survey undertaken by Hamermesh (1976} and (2} a broad literature has
found that raising the costs of hiring low wage workers reduces their
employment. Its principal conclusions are as follows (reproduced
from the paper):

@ A ten percent increase in the minimum wage is typically estimated
to reduce employment of teenagers, 16-19% years old, by one to
three percent, with most studies at the low end of this range.

e Estimates of the impact of a 10 percent increase in the minimum
wage on the unemployment rate of teenagers are more varied,
ranging from essentially no effect to an increase to three
percentage points. Most studies show an increase of less than one
percentage point.

o It is often asserted that the minimum wage has a larger effect on
the 1labor force status of black teenagers than of white
teenagers. Our review found no support for this view with respect
to employment, but some evidence that the unemployment effects of
the minimum wage are larger for black teenagers than for white
teenagers.



e Youth 20~24 years of age have been studied less intensively. The
handful of available studies generally find that the minimum wage
reduces employment and increases unemployment for this group.
These effects tend to be smaller than for teenagers, but there are
too few studies to determine a "consensus" estimate.

7} PFinis Welch (1974), "Minimum Wage Legislatfon in the United States”,
Economic Inquiry.

Welch concentrates his analysis on the effects of the minimum wage on
teenage {(14-19 vears of age) employment. The empirical content of
the study therefore has little relevance to a MUPS which exempts
these workers from coverage. The analytic structure would be of
assistance to any analyais of a MUPS which covered only a portion of
the economy. Welch finds the selective coverage of minimum wage
legislation has significantly shifted teenage employment toward
uncovered sectors. He also concludes that minimum wage legislation
has reduced total teenage employment and heightened teenage
vulnerability to cyclical fluctuations in the economy.
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APPENDIX 11

DERIVATION OF THE FORMULA FOR LONG RUN EMPLOYMENT CHANGES

This appendix presents a simple derivation of a formula capturing the
final equilibrium established after a MUPS is imposed on the labor market.
Initially we assume that MUPS acts like a tax on payroll levels. Later we
show how the results might change if employees view MUPS mandated pension
contributions as a portion of compensation. To aid the exposition we use the
function notation £(*') to represent the lcgarithmic derivative dx/x.

Derivation

Assume the labor market is initially in equilibrium. At this point E,
units of labor are employed at a compensation level of Co per unit (See
Figure II-1). Consider the mandated MUPS contribution rate to be simply a tax
t on wages——initially comprising all of compensation. Then at this point:

Cd = DO{E) {Demand Function)
Cs = SO(E) {Supply Function}
Cd = Cs {Equilibrium Condition)

Define the demand and supply elasticities as:

e = E{E)/ftcd) (Negative}

d
e, = f(E}/f(Csl (Positive)

A condition of the new equilibrium must be that the productivity of the
marginal worker equal the gross compensation equal to the wage plus the MUPS
payment and

tC. = dC. - 4C
R TR '

becauge the shift in the net demand curve induces a distance tC; between
wages and prodvuctivity which must be reached through movements along both S
and D,. Then

Co + dcd = C1 {(Definition of dcd)
t(Co + dcd) = dcd - dcs
tC0 = (1 - t)dCd - dcs
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Figure II-1

Compensation

Employment
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Another condition of the new equilibrium is that

£(E) = e, f(C,) = esf(cs)
Since Cs = Cd = Co initially,

ac
4 * esdcs/ed

tCO = ((1 - t)es/ed-l)dcs

f{Cs) = ted/((l - t)eB -e.))

a
f(E) = tedes/[(l - t)es - ed}

It is this formulae for f{(E} which we employ in the long run analysis of
Section IVB.

Discussion

In the case of MUPS acting as a pure tax, some of the employer's payments
are shifted onto labor as wages decrease in response to decreased demand. In
reality the shifting of MUPS burden onto laborers would be greater than this
gimple tax example because supply would shift out simultaneously ({see Figure
II-2). The magnitude of this shift depends on plan vesting provisions and
workers' relative preferences for immediate as opposed to future consumption.
Consequently we cannot include any precise measure of the effect of this
supply shift in our analysis. It is not difficult to imagine a case (as shown
in Figure 1II-2) where the s=zupply shift is great enough to make the wage
decrease equal to the additional MUPS payments. This 1s precisely the case of
full substitution of wages for pension contributicons which is consistent with
the empirical evidence described in Appendix 1. In this case, no employment
decline occurs. Thus to the extent a supply shift does occur cur long run
formula may overestimate the actual employment decrease which will result.
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CHAPTER 27: THE WAGE/PENSION TRADE-OFF

Ronald Ehrenberg and Robert Smith

When the government passes legislation which requires that pensions
be made more generous or more widely available, it it .natural to ask just
who will pay the costs of such reforms. Economic theory, as we will show,
is quite clear on this point. It suggests that when pensions increase, wages
will decrease. Other things equal, this implies that it is workers
themselves who will pay the costs of pension reform legislation.

This view that wages and pensions are negatively related (if other
things are held constant) is not widely held. Casual observation, in fact,
yields quite the opposite view. The highest wage workers receive the best
pensions, and high-wage firms are the very ones with the most generous
pensions. Even scphisticated studies which attempt to control for "other
things" whieh influence total compensation sometimes find that wages and
pensions are positively related (Blinder, et. al,, 1979).

Other studies, however, yield results more in keeping with the
predictions of economic theory. Ehrenberg (1980), Schiller and Weiss
(1981), and Smith (1981) have all found evidence that wages and pensions
are negatively related, once other factors influencing total compensation
are controlled for., The study by Smith even finds that pension
underfunding and wages are related in the way theory prediets,

The purpose of this study is to attempt a replication of earlier studies
on wage-pension trade-offs, using a unique set of private seetor data. In
the course of this paper we will outline economic theory as it pertains to
this issue and attempt to explain how the apparently eontradictory results
noted above are generated, We will, of course, present our own resulis,

The Theory of the Wage-Pension Relationship

Economie theory of the wage-pension starts with the notion that it is
total compensation that matters to employers. They are trying to
maximize profits, and in so doing will endeavor to assemble a labor force
of sufficient quality and size to enable them to produce output that they
can sell at competitive prices. To attract the desired quantity and quality
of labor requires that they offer a compensation bundle the total value of
which is at least as good as other employers are offering. However, if they
offer total compensation that is too high, they will find their costs are such
that they cannot compete in the product market. The result of these
forces is that they will, in theory at least, offer total compensation that is
no more or less than is offered by other employers to workers in the same
labor market. In short, for every type of worker or skill grade, there will
be a "going rate" of total compensation that firms must pay.

The authors served as consultants to the Commission and are affiliated
with the New York School of Industrial Labor Relations at Cornell
University. This paper was completed in February 1981.
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Employees, on the supply side of the market, will of course want to
obtain offers that are as large as possible. They will find, however, that
firms are unwilling to offer compensation packages that are more in total
value than the going rate. Their problem, then, is to choose the package
whose compensation bests suits their tastes.

The employer and employee sides of the market, discussed above, are
summarized graphically in Figure 1. This graph looks at the relationship
between pensions and wages and it implicitly assumes all other job
characteristics or elements of compensation are controlled. We have
argued that employers must pay the "going rate" in terms of total
compensation, and that at this eompensition level they will be competitive
in both the labor and produet markets.” The employer side of the labor
market can thus be represented by an "isoprofit curve'™—a curve along
which any combination of wages and pensions yields equal profits to the
tirm. The isoprofit curve shown, XX, is the zero-profit (competitive)
curve, ard it implies that the firm must pay $X in total compensation to be
competitive in the labor market. Because the firm's total costs are the
same whether the firm spends $X on wages or $X on pensions, the isoprofit
"eurve" shown is a straight line with a slope of -L

FIGURE 1

YEARLY
WAGE

EMPLOYEE A

EMPLOYEE B

YEARLY INCREMENT
IN PRESENT VALUE OF
PROMISED PENSION BENEFITS
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The employee side of the market ean be represented by indifference
curves. All employees view wages and pensions as giving them utility, and
if wages are reduced utility can only be kept constant if pensions are
increased. If wages are high, a wage reduction of $Y for example, could be
accompanied by a small increase in pensions and utility would be held
constant. This is because high wages imply high marginal tax rates, and
employer pension contributions are not taxed immediately. However, as
wages continue to be cut in decrements of $Y, more and more pension
contributions would be required to hold utility constant (pension
contributions are not currently spendable). Thus, employee "isoutility"
curves—along with utility is eonstant—are convex. Employees like A have
relatively flat curves, which imples they do not value pensions highly.
Employees like B. have steeper isoutility curves, and they are willing to
give up more in wages to get an increase in pension benefits than is A.

Both A and B in Figure 1 are are in the same labor market and have
the same skills, They both find, then, that they can do no better than
obtain wage-pension offers whose value totals $X, They will get a variety
of such offers falling along the employer isoprofit, or "offer," curve: XX,
Their problem is to choose the mix of wages and pensions they prefer.
Employee A chooses a mix more heavily oriented toward wages than
employee B, However, since all offers are along XX, A's higher wage is
made up for a lower pension than B receives, In fact, the dollar value of
A's wage advantage over B is exactly equal to B's dollar advantage in the
present value of yearly pension accruals,

Figure 1 and the associated theory behind it suggests two things
about the question of who pays for improved pension benefits. First, it
suggests that employees pay for their own pensions through a lowered
wage. That is, theory suggests a negative wage-pension relationship once
other things which affect compensation have been controlled for (as they
have by assumption in Figure 1), Second, theory suggests that the above
relationship is very close to one-for-one. That is, if the government
requires employers to increase pension benefits so that their yearly pension
costs rise by $200 per worker, theory suggests that wages would eventually
end up being $200 lower than they would otherwise be,

One of us has shown elsewhere (Smith, 1981) that reasoning similar to
the above leads to the conclusion that we might reasonably expect wages
and pension underfunding to be positivey related, other things held
constant. Employers might be able to offer higher wages if they
underfund, because they might perceive underfunding to save them costs in
the short-run, Employees would probably require higher wages to work for
an underfunded employer, because an underfunded pension is a risky
promise. Indeed, this positive relationship appears to hold in at least one
public sector labor market {see Smith, 1981).

Similar reasoning about how labor markets work leads us, more
generally, to expect that "good" employment characteristics will be offset
to some extent by lower salaries, and that "bad" ones will be made up for
by higher salaries, other things equal., Thus, companies with a more
generous fringe benefit package will tend to pay lower wages (cet. par.),
while those that require workers to contribute to their own pensions (for
example) will have to pay higher salaries.



The theoretical considerations noted here suggest the outlines of an
empiricel study. If the theory is correct, we should observe that wages and
pension promises {and other fringe benefits) are negatively related—and
wage/underfunding and wages/employee pension contributions positively
related—holding other things constant. A relatively simple empirical test
is suggested by the theory, wherein the determinants of wages are studies.
In particular, theory suggest that the following equation be estimated:

(l)W=ao+a1P+a2U+a3F+a4R+axX+e,

where W = the wage or salary paid to workers;

P = the pt?sent value of yearly pension accruals ("nermal
cost™);

U = underfunding per worker;
F = the level of other fringe benefits;
R = the pension contribution required of employees:

X = a vector of all other factors which influence wage
rates; and

e = a random error term.

The coefficients a, are to be estimated, and it is predieted that a = -1, and
that a, 0, ag 0, and a, 0.

Data Requirements

While equation (1} appears to offer a rather simple empirical test, it
requires data that do not normally exist in standard household or firm
surveys. In particular, equation (1) imposes three data requirements that
are difficult to meet. First, the variable P and UF require the availability
of actuarial data on pensions. That is, we need to have access to actuarial
estimates of "normal cost" (the present value of yearly increments in
pension benefits which acerue to workers), We also need to have access to
levels of funding. Data on Both P and UF are only found in employer-based
data sets-and even there only rarely.

Second, we also need detailed information on the characteristics of
pension plans in order to estimate (1) in an unbiased way. W and P in
equation (1) are closely related for more than the behavioral reason
suggested by theory. They are related in a very technical sense, because
pensions are normally calculated as some fraction of wages. We are
interested in the behavorial relationship, not the technical one, but the
latter relationship (which is a positive one} may obscure the former (which
we hypothesize to be negative). We must therefore find a way to filter out
the technical from the behavorial relationship.
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The filtering process consists of specifying that P (normal costs) is a
function of W and a veetor (Z) of all pension characteristies (vesting,
replacement rates, COLA adjustments, etc.):

(2) P=b°+b1w+BzZ+u.

We then proceed to estimate equations (1} and {2) using a two-stage, least
squares estimator. What this essentialy involves is regressing P on all
independent variables in (1) and (2) except W. Using these regression
estimates, an estimate of P (eall it P) is calculated and entered as an
independent variable in equation {1). The variable P is an estimate of
normal costs that is "purged” of the effects of wages. Using P in (1) thus
allows us to observe the behavioral relationship.

Variables that belong in vector Z are likewise hard to come by in
most data sets. They, too, are only found in employer data sets (when they
can be found at all).

The third need is for measures of the variables in vector X--the
"other things" that influence wages. Economists normally use data on
education, age, race, sex, marital status, and so forth to eontrol for these
things, but such variables are not found in employer data assets. Thus, we
must either find controls that are available in employer data or find ways
to match employer and household data sets.

Our "solution"™ to these problems in this piece of research is to
employ data provided us by Hay Associates, a large compensation
consuiting firm. Hay conducts its own survey of cash and noneash
compensation within client firms and was able to provide us with a sample
of roughly 250 usable observations. The sample has several rather unique
characteristics. First, it contains the cast value of all fringe benefits—
pensions, paid vacations and holidays, medical-dental plans, death and
disability benefits, and profit-sharing or stock options.

Second, salary and fringe benefits were provided to us at three
different white collar job grades within a company. Hay evaluates each job
within a company using three principal criteria: required "know-how,"
accountability, and the degree of problem-solving involved. It assigns point
values to each job characteristic and totals them, They then us these "Hay
Point" evaluations as points of reference when comparing compensation
within and across firms.

We were interested in obtaining the compensation associated with
given Hay Point levels as one means of controlling for the "other things"
that influence wages. Thus, we asked Hay to provide us with data at three
different Hay Point levels in each of the 250 firms: 100 Hay Points (entry
level white collar job for someone with a Bachelor's degree), 200 Hay
Points (supervision of a small staff section), and 400 Hay Points (lower
middle management position or a department head in a small organization).
It normally takes three to six years to go from a 100 to a 200 Hay Point
job, and seven to fifteen years to go from a 100 to a 400 point position
within an organization.

12014



A third essential feature of our data set is that it contains
information on several crucial pension variables: employee contribution
rate, integration with social security, eligibility and vesting provisions,
replacement rate, cost of living adjustments to benefits, death benefits,
and retirement age. It also contains data on unfunded vested liabilities and
the 1978 difference between actual and required contributions.

Finally, the data contain information on firm size (number of
employees) and industry—two additional elements of the -vector (x) of
"other things" that is so important. Companies in the sample tend to be
large (12,360 employees at the mean), and 50% were in manufacturing
industries. All data were for white collar employees in 1978, and all
averages were computed on a company-wide basis. While compensation
data related to specific Hay Point levels, pension and funding
characteristics were common to each level within the same firm.

Mean levels of the components of total compensation are presented
in Table L. 1t is interesting to note that the range of salaries in each grade
" overlap and are quite large. It is also interesting that the value of the
largest f{ringe benefit—paid vacations and holidays—tend to rise as a
fraction of wages as one moves from 100 to 200 Hay Points and then falls
after that (it goes from 8.8% to 9.5%, then to 7.7%).

The fringe benefit of most interest to us is pensions. Simple
calculations (from Table 1) of the pension value expressed as a fraction of
the wage rate show that they rise from 5.4% of salaries (100 Hay Points) to
6.6.% and 7.7% for 200 and 400 Haszoints, respectively. Since replacment
rates tend to fall as incomes rise, “ this rise is probably due to vesting of
more experienced employees and to the cost-reducing effeects o! social
security integration on the pensions of lower-salaried employees.” Some
summary statistics on pension plan characteristics within our sample are
presented in Table 2.

Initial Estimates of Equation (1)

The initial estimates of equation (1) offer a striking example of the
perils of testing the economic theory of wage-pension trade-offs. They
also offer a strong illustration of why it is so widely believed that high
pensions and high wages go hand in hand—a view that does nothing to
discourage the notion that the mandated costs of pension reform will be
provided "free" to employees. Fortunately, these initial results also
provide us with an instructive lesson on the data needed to do insightful
research on this important wage-pension issue.

Before discussing the results of our various estimations of equation
(1), a word must be said concerning procedures used. We have already
indicated that a two-stage, least squares procedure is necessary to purge P
of its actuarial dependence on W, so that the behavioral relationship
between W and P can be observed. The same would be true for any other
fringe benefit which is actuarially dependent on the salary level. Death
and disability benefits are typically expressed as a fraction of salaries, for
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example, and the value of capital accumulation plans is normally related to
salary. If they are to be used as independent variables they too must be
purged of their technical dependence on salaries.

TABLE 1

Means (Range) of Hay Compensation Data
{Per Year)

HAY POINT LEVEL

100 200 400
Salary $13,328 $20,324 - $34,774

(7,700-26,100)  (12,000-31,000)  (24,700-55,200)

Pension YValue 714 1,342 2,682
(0-5,724 ) {0-8,330) (0-14,490)

Value of Vacations 1,180 1,924 3,3%

and Holidays

Death Benefit Value 207 325 577

Disability Benefit 396 653 1,194

Value

Capital Accumulaton 308 523 937

Value

Medical-Dental Plan 1,086 1,086 1,086

Value (Same for all

H.P. levels)

Unfortunately, the actuarial ecalculation of eapital accumulation
values and death and disability benefit values is highly complex, and we
were not provided with sufficient data to purge meaningfuly them of the
"salary effects." Our solution to this problem was to move the value of
these three fringe benefits to the other side of the equation and add them
to W, forming & new dependent varieble, W W , which is then regressed
against P, U, R, the days of paid time off, and the value of the firm's
medical-dental plan. The vector X (which controls for those "other things")
contains firm size, dichotomous variebles indicating that firm size and/or
underfunding data are missing in some cases, and dichotomous variables
identifying industry affilitation,
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The results are indicated in Table 3, and in general they run eounter
to the expectations generated by economie theory. The estimated wage-
pension trade-off is positive at all three Hay Point Levles, as are most
other wage-fringe trade-offs. Only the coefficients on underfunding (U)
and required contributions (R) are generally in line with our expectations,
although they rarely reach standard levels of statistical significance. The
results presented in Table 3 were qualitatively unchangd when equation (1)
was estimated by industry or firm size level,

What went wrong? We are inclined to think that, despite our contrqls
for industry, firm size and level of job difficulty, our X vector did not
contain a complete list of the Mother" wvariables that influence
compensation. This creates an "omitted variables" problem and seriously
biases the results, as we will explain below.

Let us say that some firms have hiring and promotion policies that
attract and keep only the most dynamic and motivated of workers, These
workers may hold down jobs rated at (say) 400 Hay Points, but beeause they
are so efficient they command a higher level of compensation than is
received by their less efficient counterparts in other firms, Now we
cannot measure "motivation™ within our data set (and indeed it is almost
never measured in any data set). Since "motivation" is positively
associated with salaries and all other fringes, its omission means that the
fringe benefit variables will pick up the effeets of "motivation" on salaries
in estimats of equation (1), All estimated coefficients of fringe benefits
(including pensions) are thus biased in a positive direction.

We believe that the casual observation that pensions and salaries are
positively related is due to this omitted variables problem, and we also
believe that our more formal findings reported in TAble 3 also suffer form
this problem. Our belief is strengthened by a quick look at the tremendous
range of salaries within each of three Hay Point levels (Table 1), Firms
that pay lower middle managers $25,000 per year must have very different
employees than those paying $55,000!

In our past work, where we have found a negative wage-pension
relationshiip in the public sector, we have worked with employers whose
personnel probably did not vary much in quality. We worked with data on
police officers, fire fighters, or nonuniformed local government workers.

They all serve roughly the same function and the same clientele, Hiring

standards and personnel practices in Dayton, Ohio or Harrisburg,
Pennsylvania, for example, are unlikely to be as disparate as they are in
(say) IBM or the Santa Fe Railway. Thus, our prior results are much more
credible than those in Table 3. There is a way, however, to cope with the
omitted variables problem with our data set, and we turn to this in the next

section.




TABLE 2

Summary Statistics on Selected-Pension Plan

Characteristics
Percent of plans with full vesting 71%
after 10 years
Percent integrated with Social 87%
Security
Percent with formal or informal 46%
COLA
Mean replacement rate for 30-year 54%
employee with a salary base of
$25,000
Mean replacement rate for 30-year 47%
employee with a salary base of
$50,000
Percent with disebility retirement 35%

Estimates of Within-Firm Wage Profiles

If we are correct that our data set fails to eapture the effects of
company-specific hiring and retention policies on worker quality, we should
still be able to test our theory by looking at salary profiles within
companies. We ean thus exploit the fact that we have salary and fringe
benefit "readings" at three different points along each company's job
ladder, as we demonstrate below.

Let us assume that salaries are determined by the following equation
at the 100 Hay Point level:

(2) Wigp=28,* 83 Pigg* 8y Uygp* a3 Fygg* 8qRygp 8 X+ M+e,

where M stands for worker motivation {which we cannot observe) and X

contains other measureable variables that influence wages. M and X are

assumed to be constant for each Hay Pont level within a firm. Let us
assume that a simiar equation describes wages at {say ) 400 Hay Points:

B (4 s

(3) Wygp =85+ 8y Pygy+ 8y Uggg+ 83 Fygp *+ 849490 * 8, Xra M+ e,
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TABLE 3

- Seleeted Coefficents from Initial Estimates of Equation {1)
{Dependent Variable = W)

HAY POINT LEVEL

Coefficients

(Standard

Errors) on: 100 200 400

Pension Value {P) 1.036 1.069 .456
(.501) (.486) (.511)

Underfunding (U) .156 .152 .070
(.089) {.120) (.224)

Paid Vacations -42.550 66.028 157.947

and Holidays (10.219} (78.701) (106.278)

Medical-Dental 1.776 1.680 .428

Plan Value {.810) (1.028) (1.%02)

Required Employee 4.634 -1.212 10.532

Contribution (3.605) (4.975) (8.964)

To Pension

Fund (R)

Fl.2 .59 .49 .30

Mean of $14,945 $21,890 $ 37,530

Dependent

Variable
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The assumptions underlying (2) and (3) are that the wage-fringe trade-offs
(al, a,, a4, and a, )} are the same at each Hay Point level, but that the
constants of the equatlons (a and a ) differ. We also assume that the
coefficients on the varmbles in the X veetor differ, but that the X .
variables (firm size, industry) are the same at each Hay Pont level within a

firm. The effects of motivation (M) are assumed to be the same in each

equation.4

The next step is to subtract equation (2) from (3) in order to arrive at
an equation which explains the difference in salaries across Hay Point
levels within each firm:

(5) Wyg0 - Wigq = (6 - a)) + &) P00~ P100'* 82 Va0~ V100) * @3 Fago ~ F100’ *

a, (R4UO 100) + (a ax) X +e.

One can-note from (5) that the unobservable effects of motivation drop out
of the equation, (we are explaining within-firm wage profiles now}.

It should also be noted that the underfunding variable drops out of (5)
because underfunding in our data set is the same for every worker within a
given firm. The value of the firm's medical-dental plan also drops out of F,
since it is the same for each Hay Point level within a firm. Further, for
reasons cited above, the capital accumulation and death/disability benefit
variables were moved to left-hand side of (5) by adding them to the salaries
at each Hay Point level.

The respecified estimating equation used to test our theory is
reproduced as equation (6) below:

(6)4W= a; + 8, WP)+ 8 WF) + 8, BR) + a(S) + ag (T) + a ;D + e

The variables in (6) are defined as follows:
rd

4'W = the change in salaries plus death, disability, and capital
accumulation fringe benefits from one Hay Point level to
another within a firm;

4 P = the change in pension value from one Hay Point level to another,
(an instrumental variable, P, is substitued for P by our two~
stage least squares estimating technique);

4F = the change in days of paid leave from one Hay Point level to
another;

AR = the increase in required pension contributions by employees;

S = firm size (a variable in.the X vector);
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D = a vector of industry dummy variables (which also includes a
dummy variable indicating if firm size data were missing); and

T = a dichotomous variable taking the value of 1 if the firm has a
mandatory retirement policy and 0 if it does not.

The mandatory retirement variable T is included because it is thought that
firms with glandatory retirement have steeper earnings profiles than those
who do not.

Theory leads us to the following expectations regarding the estimated
coefficients in (5):

al ==~1

a,= 0

a,= 0

8= 0

a; and a ; (no a priori expectations).

One problem in estimating equation (6) is that AR = r"AW, wherer is
the percent of salaries employees are required to contribute to thei; own
pension. The term AW, however, i3 an important component of AW, and
lacking satisfactory instruments of AR we are faced with a simultaneous
equations problem. We dealt with this problem in two ways.

First, because there are good theoretical reasons for supposing that
coeffieient a, in equation (6) is equal to unity, we constrained g 4 to equal
+1 and subtrated AR from both sides of equation 6. Letting AW, stand for

W - R, we then have the following regression equation: "

1 "
The disadvantage of this formulation, of course, is that its validity rests on
an assumption about a 4 that we would really like to test.

Our alternative specification of equation (6) involved replacing R by
r and estimating the following equation:

n

(8) AW = % T 812 (8P) +ag (aF) +a,(r) + 8, (8) + ag oy , agD+e.

The justification for this approximation of equation (6} is that as r
inereases, the amount of employee pension contributions will rise for given
changes in salary. Thus, the coefficient on r should clearly be positive, but
equation (8) must be regarded only as an approximation to the "true"
relationship,



Equations (7) and (8) were estimated using a two-stage least squares
procedure which recognizes the technical dependence of P on W. Three
versions of (7) and (8) were estimated: differences between 200 and 100
Hay Points, differences between 400 and 200 Hay Points, and differences
between 400 and 100 Hay Points. The results for equations (7) and (8) are
prent%d in Tables 4 and 5, respectively. Because the results are so
similar = we discuss only the results in Table 5.

The result of most interest for our current purposes is, of course, the
estimated coefficient on the pension variable. AIl three estimated are
negative, although only one (in the 400-100 equation) is significant at
conventional levels. This coefficient of -1.38, however, is also very close
to the expected value of -1, and is in fact insignificantly different from -1,
The coefficient in the 200-100 equation is -3.39 and is larger than its
standard error (it is significantly different from -1, glthough the size and
accuracy of its point estimate lessen the support it gives to the theoretical
prediction. The estimate of al in the 400-200 equation, while negative.
obviously gives no support to thé theory.

Of some interest are the estimated coefficients on the "paid days
off" and "employee contribution" variables. If these aspects of fringe
benefits have their expected signs, some other support for the theory put
forth here will have been registered. In general, these coefficients do
conform to expectations. In the 200-100 and 400-100 estimates, the "paid
days off" variable has a significantly negative coefficient. The size of the
estimate in each case suggests that one more paid day off lowers one's
yearly salary by $140-]150—a daily rate of pay which implies yearly
compensationn of about $38,000. Since $38,000 is within the range of
salaries observed in our sample, we believe the two estimates to be
essentially credible.

The estimated coefficient of "paid days off* in the 400-200 equation
clearly gives no support to our theory, but the coefficient on "employee
contributions” in that equation does. It, like the other two estimates, is
positive (as expected), but unlike the other two its point estimate is
significantly different from zero. Moreover, its size suggests that there is
the expected one-for-one trade-off between salaries and required pension
contributions at a yearly salary of about $37,000 per year. This implied
yearly salary is remarkably consistent with the implied values above, and
while a bit on the high side, it doés fall into the range of what might be
considered credible.

The estimated coefficient of "paid days off" in the 400-200 equation
clearly gives no support to our theory, but the coefficient on "employee
contributions” in that equation does. It, like the other two estimates, is
positive {as expected), but unlike the other two its point estimate is
significantly different from zero. Moreover, its size suggests that there is
the expected one-for-one trade-off between salaries and required pension
contributions at a yearly salary of about $37,000 per year. This implied
yearly salary is remarkably consistent with the implied values above, and
while a bit on the high side, it does fall into the range of what might be
considered credible.



TABLE 4

Estimates of Equation {7)

Determinants of the chage in Salary Plus Selected Fringe Benefits

(Net of Employee Pension Contributions) Across Hay Poitn Leels Within Firms

Changa in Paid lolidays
(Days)

Chaage in Pension Value
{Dbollars)

Presence of Mandatory
Petirement

Firm Size (Humber of
Foployees)

Industry-Wide Effects

(Financial, Insurance,

Real Estate Omitted):
Durable Mfg.

Xon-Durable Mfg.

Transportation, Communications

and Public Ucilicy

Scrvice

Firms With Missing Data
On Firm Size

Constant

RZ

Number of Observations

{Method: Two-Stage Least Squares)

Coefficients (Standard Errers) of Independent Variables

100 -- 200 H.P.

. *k
~149.09(38.10)
-3.43(2.86)
504,15(1165,61)

.019(.015)

1682.46(1350.08)

=4
3063.27(1527.78)_

3561.75(2007.85) "

2550.47(1954.53)

~901.60(1475.13)

6821.82(1756.43) "

-09

| 246

200 =— 400 KE.P.

16.69(62.44)
=10 (.50}
254.36(399.75)

.009(.006)

215.70{450.56})

"k
1745.35(532.90)

~513.05(663.29)

-182.24{657.17)

1 342.53(503.53)

14,704,20(578.43)""

. +09

241

100 -- 400 W.P.

~161.62(42.72)""
-1.38¢1.00)"
©752.67(1350.22)

.009(.016)

2158.76(1507.72)

ik
5142.42(1765.96)

2721.59(2232.49)

2865.05(2213.17)

-839.17(1690.3&)'

*h
22,147.46(2012.29)

.09

241

Ak )
indicates siynificance at the .05 level and * at the .10 lovel, with one-tatl tests on
all variablea except firws size and the industry dumnics,



TABLE 5

Estimates of Equation (8)

Determin_ants of the Change in Salary Plus Selected Fringe Benefits Across

Change in Paid Holidays
(Days)

Change in Pension Value
(Dollars)

Esployee Pension Contribution
Rate (Percent)

Presence of Mandatory
Retirement

fira 5ize (Number of
Eoployees)

Industry-tide Effects
(Financial, Insurance,
ea] Estate Onitted):
Durable Mfg.
Norn—Durable MEg.

“ransportation, Cor=unications
and Public Utility .

service

“irms With Missing Data
On Firm Size

Zonstant

tuzber of Observatlions

van of Dependent Variable

Hay Point Levels Within Firms

(Method: Two-Stage Least Squares)

Coefficients {Standard Errors) of Independent Variables

100 — 200 W.P.
-149.08(38.18)

-3.3% {2.85)
.10 67.32)
380.75{1170.15)

»019(.015)

2693.69(1354.65)
*k
3067.55(1531.12)

. 3572.31(2033.60)*

3009.76(2051.88)
~912.19(1478.58)

Ak
6814,33(1763.84)

09
246

$6,977.00

200 -- 400 H.P.
19.29(62.95)

-'.ll (-40)
’ &
3.69 (2.50)

299.98(402.53)

«009(.006)

177.27(453.30}

e
1734.50(536.56)

-600.34 (674.06)

-{82.99(?93.13)

353.57(507.07)

. &
14,675.95(587.50)

+10
241

3%?.368.00

100 --. 400 ¥.2.
~141.62(42.84)

*
~1.38(1.00)
2.45(8.36)
746.97(1355.13)

L9 (.015)

2149.38(1518.23)
ki
5138.52(1772.55)

2694,58(2265.15)

2869.77(2328.45)
-B48.37(1696.06)

"k
22,137.66(2032.65)

.09
241

$22,371.00

* Andicates significance at

the .05 lovel and * ac the .10 level, hith onc-tail tests on
all variahles excvpt firo size and the incustry dummies.



Of minor interest are the results concerning the effects of firm size
and mandatory retirement. Salaries are normally believed to be higher in
larger firms, and it appears that there is some evidence that suggests
salary increases over time are larger in big firms too. The mandatory
retirmeent variable has its expected sign but is not significant.,

Overall, there were 12 coefficients (in the three versions of equation
{(8) for which we had sign expectations. In 11 of these 12 cases the signs
matched expectations, and in four of these the estimated coefficients were
statistically significant at conventional levels {all four of these cases
involved fringe-benefit variables). In one additional case involving
pensions, an estimated coefficient was "close" to conventional levels of
significance.

It is not entirely clear why the compensation changes occurring
between 200 and 100 Hay Points and 400 and 100 Hay Points should offer
more support for economic theory than the differences between 400 and
20(], Hay Points. A purely statistical factor is that the variance inAW an

is much smaller for the 400-200 comparison than for the others.
Hov?ever, an economic reason for the lesser consistency with theory may
have to do with the element of mobility. The theory of compensating wage
differentials rests on an assumption that workers have a reasonably wide
set of job choices, and the small the actual set the less likely it is the labor
market outcomes will correspond to theory. We noted earlier that workers
will typically rise from jobs at the 200 H.P. level to those at the 400 level
around their fifth to tenth or twelfth year of tenure. Given that most
firms (71% in our sample) offer pensions that vest after 10 years, workers
will progress from 200 to 400 H.P. in their least mobile years. Workers
progressing from 100 to 200 H.P, are young, and while unvested, lose very
little of accumulated pension rights if they quit. By the time they reach
400 H.P., however, they will typically be vested and may feel more mobile
once again.,

Summary and Conclusions

An important issue for those in the business of proposing or
legislating pension reform is who will pay the costs of any reforms. It is
widely believed that firms will bear these additioanl costs, and this view is
buttressed by an apparent positive relationship betwee wages and pensions,
Since "good" firms pay good wages and have good pensions, it seems to be a
small step in logie to conclude that all firms can be forced to be "good" and
that empioyees will clearly benefit if they are.

Economic theory, however, suggests a less optimistic view of pension
reform. It suggests that for any one individual, wages and pensions are
negatively related, Each worker, or class of workers, can obtain only so
much compensation at any time—the level of compensation being limited
by how much they are worth to firms. If firms are foreed to increase the
value of pensions offered to employees, they will have to offer less in
wages or salaries than they would otherwise. Thus, it may well be the
workers who wind up paying the costs of pension reform.

1215



This paper has explored the relationship between wages and the value
of pensions (and other fringe benefits). Our reasearch has utilized a data
set that is unique in several ways: it contains the dollar evaluation of all
fringe benefits for 250 firms, it has information on the pension
characteristies which underlie "normal costs" of each plan, and it contains
compensation levels for each firm at the same three points along their
promotion ladders. These data have allowed us to estimate the wage-
pension trade-off in both the conventional and an unconventional way.

Our "conventional" estimate invovled analyzing the determinants of
salary levels across firms for three diffeent job levels. Pensions and other
fringe benefits were included among the list of independent variables, as
were pension funding levels and required employee pension contributions.
The results appeared to indicate support for the "conventional wisdom"
that pensions and wages are positively related.

It is our belief, however, that the above results are the product of
"omitted variables bias." Employees differ across firms in significant, but
unmeasureable, bias. Those who are highly motivated and efficient will
obtain higher wages and higher pensions. Since motivation and efficiency
are unobservable, their effects on salaires will be "picked-up" by an
independent variable with which they are correlated—and pensions and
other fringe benefits are prime candidates. Thus, the estimated
coefficients on these variables are probably positively biased.

To test our suspicions about the effects of omitted variables, -we
formulated a test of our theory concerning wages and pensions that is free
of the problem. Because within each firm workers on the same job ladder
should displey roughly the same levels of motivation, we analyzed the
wage-pension trade-off within the context of compensation differences
along the job ladder within firms. Our results are generally supportive of
the predictions made by economie theory. While we cannot claim they are
strongly supportive, they are clearly more in line with the view of the
world advanced by economic theory than they are of what we have called
the "conventional” view,

Where estimates of statistical significance at (or close to)
conventional levels are obtained, the coefficients are also of credible
(expected) size. All four statistically significant fringe benefit
coefficients {one on pension value, one on pension contributions, and two on
paid days off) suggest that workers pay for fringe benefits on elose to a-
dollar-to-dollar basis. The trade-off suggested by a fifth coefficient,
which barely missed attaining conventional levels of significance, eannot
be said to differ from unity. Further, in the cases where statistical
significance was not obtained, the coefficients at least tended to have
their expected sign.

We thus conclude that, at a minimum, it would be unwise to rule out
the possibility that workers will pay the costs of pension reform. Indeed,
we have advanced some evidence suggesting that they pay for fringes on a
dollar-to-dollar basis—evidence that is consistent with results we have
found in earlier work on publie sector labor markets.

(The data file used for this study can be found in Appendix F of
this volume.)



1.

2.

3.

Notes

If they were noncompetitive in either, they would go out of business
and wages and prices would change toward their equilibrium levels,

The sample data show that the mean replacement rate for 30-year
employees with a salary base of $10,000 is .62. The corresponding
figures for salary bases of $25,000 and $50,000, respectively, are .54
and .47.

If a vested employee at 200 Hay Points quits, the firm will not have
to pay & pension based on a very high salary base, For people now at
200 Hay Points who remain with the firm this is, of course, not true.
Motivational characteristics are assumed to add some constant
gmount to salaries, with the constant equal at each Hay Point level

See Edward Lazear, "Why Is There Mandatory Retirement?" Journal
of Political Economy (September/October 1979).

Only 10% of the firms in our sample required employees to contribute
to their own pension plan. However, it is reassuring to find that the
results are insensitive to our alternative ways of handling the
problem posed by employee contributions.

] ]
The standard deviation was 9146 for AW 8170 for AW

) 400-100*
100’ but only 2777 for&A W

200-
400-200.
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CHAPTER 2%: COLLECTIVE BARGAINING FOR RETIREE BENEFITS
Richard Bank

Introduction

Today, nearly 20 million workers in the private sector are
participants in defined benefit pension plans that are negotiated as a result
of collective bargaining agreements. These 20 million workers represent
nearly two-thirds of all private sector workers participating in defined
benefit pension plans.

Defined benefit pension plans promise a specific benefit for the
worker at the time of retirement. Defined benefit plans are preferred over
other types of pension plans by a majority l?f both workers and
management, according to a 1979 Louis Harris poll.~

Basic to the philosophy of defined benefit plans is the guarantee of a
benefit of a specific doilar amount. The high inflation rates of recent
years have begun to weaken the value of this guarantee. For example, with
only a 5 percent inflation rate, the value of a $100 pension declines to $61
in 10 years; with a 15 percent inflation rate it declines to $39.

The most common type of collectively-bargained defined benefit plan
calls for a fixed dollar benefit per month for every year of service. This is
the so-called "flat benefit” plan. The fixed amount in the formula is
subject to bargaining each negotiating session—usually every three years—
and frequently this number is increased through what is called an “ad-hoc
adjustment" so that the defined benefit provides what is considered by the
bargaining parties to be an adequate replacement of preretirement
earnings.

Another, less common type of private sector collectively-bargained
defined benefit plan, is the "final-average-pay" plan. This type of plan
usually provides a benefit based on the workers' finaj (or high) three or five
years of salary or wage. The benefit is therefore automatically increased
as the level of salary or wages increases. Because of this automatic
process, changes in the benefit formula in final average pay plans are much
less frequent than in flat benefit plans. Nevertheless, once a worker
retires under a "final-average-pay" plan, the worker's need for adjustments
to make up for the erosion over time of pension value is the same as that
of a worker who retires under a "flat benefit" plan.

Several private sector surveys indicate that fewer than 5 percent of
all private sector plans provide for automatic pension benefit increases for
retired workers, and even in these plans a "cap” of less thanﬁ 3 percent to
3 percent increase in the Consumer Price Index is common.~ Thus, most
workers, regardless of the type of defined benefit plan under which they
retire, must rely upon ad hoc increases from time to time to stabilize the
value of their pensions as inflation increases.

The author was a consultant to the Commission. This paper was completed
in November 1980.
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The current high rate of inflation in the United States etonomy force
reappraisal of the current mechanisms for providing inflation protection
for retired workers, The purpose of this paper is to explore whether the
collective bargaining process, in its present form or with certain
modifications, is adequate to the task of providing retired workers with
meaningful protection against inflation.

The Pittsburgh Plate Glass Decision

The discussion over the viability of the collective bargaining process
to protect retiree interests often centers arcund a Supreme Court decision
known commonly as "Pittsburgh Plate Glass” (hereinafter called PPG).
Before 1971, unions were not explicitly barred from forcing employers to
bargain over increased benefits for workers who had already retired or
from striking if employers refused union demands in behalf of retirees. In
1971, however, the U.S. Supreme Court ruled in the landmark of
Allied Chemical & Alkaline Workers v. Pittsburgh Plate Glass Co., = that
unions could not force employers to bargain over such benefits for retirees,
and consequently, that unions could not strike over demands for such
benefits.

This conclusion rested on two critical findings. First, the Supreme
Court found that because retirees had severed themselves from
employment, legally they were no longer "employees." Second, the Court
found that because the interests of active workers and the interests of
retirees may well collide, retirees cannot be included within a unit of
active workers represented by a union in collective bargaining negotiations.

The Court held that because retirees are not "employees,” an
employer has no legal duty to bargain about benefits for them when a union
raises the issue. Moreover, because retirees are not "bargaining unit
members,"” a union does not even have a legal duty to attempt to raise the
issue of benefits for retirees. As a practical matter, PPG left retirees
without any real representation at the bargaining table and left them
uitimately reliant upon the good will of their former employers for possible
post-retirement pension benefit increases.

Identical le" lation has been introduced in both houses of Congress
to overrule PPG.— The proposed legislation would not explicitly alter the
legal status of retirees as nonemployees and nonbargaining unit members.
It would, ?wever, make their benefits "a mandatory subject of
bargaining."=" This means that if a union placed the question of retirees}
benefits on the table during the course of collective bargaining, the
employer would be under a legal obligation to negotiate them, and if the
parties couid not reach agreement on the question of such benefits, the
union would have the right, which it does not have now, to strike to enforce
its demands on behaif of retirees.

While legislation to make retiree benefits a mandatory subject of
bargaining would give unions new power to push for retirees' benefits, the
effectiveness of this or other attempts to provide a mechanism for
protecting retirees against inflation through the collective bargaining
process is open to question. The following section assesses the collective
bargaining process and its ability to apportion fairly benefits for active
workers and retirees,
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Collective Bargaining as a Mechanism to Protect
the Value of Pensions

Background

In collective bargaining, the parties come to the bargaining table
with demands and expectations but not with guarantees. To reach
agreement with the employer, a union must necessarily balance, compro-
mise, and trade off interests of the groups it represents. Thus, the

bargaining process results inevitably in agreements in which some groups®

do better than others.

K the goal is to protect retirees' benefits from inflation on a
consistent basis, the question becomes whether a freewheeling, give-and-
take process like collective bargaining is adequate to the task. Putting
aside the crucial role of the employer who is free, with some exceptions, to
veto union proposals because they are not in the union's interest, the
answer depends upon whether unions have as strong an institutional interest
in representing retirees as they do in representing active workers.

The Internal Political Dynamics of Unions and the Interests of Employers

Unions undoubtedly feel strong moral obligations to retirees, many of
whom helped build the union movement in its infancy. Nevertheless, the
institutional political structure of many, if not most, unions dictates that
any conflicts between the interests of active workers and retirees be
resolved in favor of actigf workers. While the law requires that union
officers must be elected,~' unions generally do not extend voting member-
ship to retirees. Consequently, to stay in office, officers of most unions
must respond predominantly to the interests of active workers. Nowhere
are those interests more important than in the collective bargaining arena
where the economic welfare of workers and their families is at stake.

Moreover, in many unions, tentative collective bargaining agreements
must be approved by rank and file members before becoming effective.
Since retirees generally may not retain union membership, they have no
right to vote upon pr Posed agreements, even upon those provisions that
affect their benefits.,~' Because only those who are union members, and
thus active workers, vote under a ratification system, the likelihood of
contract approval is negligible unless the expectations of active workers
are satisfied. The upshot is that where ratification is the rule, to assure
the successful conclusion of a collective bargaining agreement, union
negotiators must tailorit to the needs of active workers, regardless of the
equities.

Nor is there any incentive for unions tc allow retirees to vote on
ratification, because, since the decision in PPG, unjons may not strike over
the issue of retiree beneits. If retirees were allowed to vote, especially
where they composed a large part of a union's jurisdiction, or where
balloting over contract approval was likely to be close, they could defeat a
proposed collective bargaining agreement if dissatisfied with provisions
made for them. The union wouid then be on the horns of an insoluable
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dilemma because any attempt to force the employer to renegotiate
provisions for retirees would violate the law, and in the absence of such an
attempt, ratification might become impossible.

This is not 10 say that active workers and retirees share no common
interests. For example, active workers will someday be retirees and have a
real interest in seeing, through periodic benefit increases, that retirees
pensions are adequate. This is particularly true of older workers.

Nevertheless, it is wages and nonretirement fringe benefits that
directly and immediately benefit active workers. Thus, it is predictable
that these will be the highest financial priority of active workers during
collective bargaining. This tendency should logically be strongest during
periods of high inflation when immediate financial pressures upon active
workers are the heaviest. Yet, it is precisely at such times that retirees
will also need the greatest relief through ad hoc benefit increases. With
the internal structural dynamics of most unions favoring the needs of
active workers, the result is that when retirees need substantial pension
increases the most, they may be least likely to receive them,

Employers have no inherent self-interest in granting benefits to
retirees either. Because retirees have severed themselves from active
employment, they do not contribute to the productivity or success of the
employer's business. Thus, the satisfaction of retirees with their lot has
no practical consequence for an employer's day-to-day operations. In
contrast, the satisfaction of active workers with their wages and working
conditions has direct bearing upon their morale, and consequently yfon the
employer's operations in terms of productivity and labor relations.= Thus,
it should usually be to the employer's benefit to faver the interests of
active workers over those of retirees.

The Doctrine of Fair Representation

Background

With the institutional forces promoting the collective bargaining
interests of retirees so weak, a question arises as to how retirees could be
guaranteed proper representation at the bargaining table even if union's
were given real power to represent them. The traditional mechanism for
promoting proper representation has been a judicially erected doctrine
requiring unions to represent fairly those for whog? they bargain. This
doctrine is known as the duty of fair representation.~

Those Entitled to the Right of Fair Representation

The duty of fair representation is a broad equitable corollary of the
grant to unions of exclusive power to represent collective bargaining
interests, As such, the doctrine simply requires that the power delegated
to unions be exercised fairly in behalf of whomever a union has been
empowered to act,
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The right of active workers who are "employees" within a "bargaining
unjt" represented by a union to fair representation is the most familiar
application of this general equitable principle, but the right to fair
representation is theoretically applicable to whomever the union

reprﬁ?fnts. For example, in Steele v. Louisville & Nashville Railroad
Co.—,the landmark case announcing the doctrine of fair representation,
the Supreme Court defined its scope in the broadest possible terms:

We hold that the janguage of the Act to which we have
referred, read in light of the purposes of the Act,
expresses the aim of Congress to impose on the bargaining
representative of a craft or class of employee or the duty
to exercise fairly the power conferred upon it in behalf of
all those for whom it acts without hostile discrimination
against them. (Emphasis supplied) —

The Supreme Court has since confirmed wide sweqp /of the duty of
fair representation in Railroad Trainmen v. Howard.—~ There, the
Supreme Court held that, even against employees it did not represent, a
union may not exercise power to bargain unfairly.

More recently, in Nedd v. United Mine Workers,ﬁl the Third Circuit

Court of Appeals ruled that a union must represent fairly the interests of
retirees, notwithstanding the fact that retirees are neither "employees” nor
"bargaining unit members," and notwithstanding the fact that the union had
voluntarily undertaken to represent retirees even though the union had no
legal duty to do so. Basing its reasoning on the Supreme Courts' decision in
Howard, the Court held:

{Flederal common law implied from the statutory
authority conferred upon  collective  bargaining
representatives has recognized the need to place
limitations upon the power of the recognized bargaining
representative inside, and outside the bargaining unijt."
(Emphasis supplied}—

Consequently, whether or not retirees are considered "employees” or
"bargaining unit members", they should under existing law, still be entitled
to the right of fair representation.

The Application of the Doctrine of Fair Representation in the Context of

Collective Bargaining

Fair representation issues arise at every stage of the bargaining
process—in the formulation of contract demands, in agreement upon
contractual provisions, and in the administration of the agreed upon
contract. The Supreme Court set the parameters of a union's duty of fair
representation in the negotiating context in Steele. The Court required
that any "unfavorabje affects" upon particular groups the union represents
and which result from bargaining be based upon "relevaﬁldifferences"
between those groups and other groups the union represents.——
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While requiring unions to premise distinctions upon '"relevant
differences, the Supreme Court, nevertheless, has recognized that unions
must have significant Jeeway--a "wide range of reasonabless"—in
bargaining. Thus, in upholding preferential seniority provisions negotiated
for returning veterans, the Court said:

Any authority to negotiate derives its principal
strength from a delegation the negotiators of a discretion
to make such concessions and accept such advantages as,
in light of all relevant considerations, they believe will
best serve the interests of the parties represented. A
major responsibility of negotiators is to weigh the relative
advantages and disadvantages of differing
proposals....Inevitably differences arise in the manner and
degree to which the terms of any negotiated agreement
affect individual employees and classes of employees.
The mere existence of such differences does not make
them invalid. The complete satisfaction of all who are
represented is hardly to be expected. A wide range of
reasonableness must be allowed a statutory bargaining
representative in serving the unit it represents, subject
always to complete good fait[k f.nd honesty of purpose in
the exercise of its discretion.—

By and large this standard is concerned with how a union negotiates,
and above certain minimum standards not with what a union negotiates.
Under any existing standard of judicial review, the leeway allowed unions is
large indeed. Thus, at the least, a union may agree to anything, so long as
it refrains from bargaining decisions based upon internal politics or
outright hostility or bad faith. At most, a union must show a rational basis
for bargaining decisions — that is, it must demonstrate that the provision
bargained for furthers some legitimate union objective. Indeed, some
courts go so far as to require a union tc consider the views of political
minorities within the union before setting bargaining goals.

While existing requirements may prevent unions from actively
ignoring the needs of those whom unions represent, they do not require
unions to bargain for substantive provisions for minority union groups /who
are by some objective standard minimally adequate to their needs.—
the absence of hostility or irrationality, courts I'l%\je approved clauses
requiring the f{ B?ed retirement of older workers,—' super-senjority for
unjon ofﬂc:als, differential %l’onty systems favonng the rights of
some union members over others,—m Fltferential seniority systems favoring
union over nowlon employees, and the termination of non-vested
pension rlghts so Jong as the union could show furtherance of some
legitimate union objective.

In short, the duty of fair representation is not linked with a duty to
negotiate provions that are substantively "fair." Consequently, even
assuming retirees were entitled to a duty of fair representation, it would
be difficult to argue successfully that unions must attempt to negotiate
pension increases for retirees at any particular level — for instance, one
which would offset inflation or one equal to benefits of active workers.
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Probable Inadequacy of Relief Under the Traditional
Doctrine of Fair Representation

Background

The problems described above are exacerbated by the difficulties
connected with the relief which retirees might reasonably expect even if
they could establish a violation of their rights. Although the Supreme
Court ruled early that breach of the duty of fair representationﬁr)tails "the
usual judicial remedies of injunction and award of damages,"=-
these remedies where future financial benefits are at stake might be
difficult for several reasons. First, the measure of damages would be
unclear. Second, in cases covering large numbers of retirees, courts might
be faced with the problem that if they award appropriate damages to
retirees, the union's fiscal viability—and thus its future bargaining
capacity—will be destroyed. Third, employers have a legitimate business
interest in protecting their pocketbooks, and it is difficult to see how
damages could be awarded against an employer merely for striking a hard
bargain that affects retirees adversely,

Awarding Damages Against Unions

Fair representatlon decisions overturning union collective bargaining
actions have usually mér }ved cases where previously accrued rights have
been bargained away In such cases, the remedy is clear because
preceding collective bargammg agreements provide a readily ascertainable
measure of relief. Thus, where previously existing s%fmty rights have
been forfeited, courts need only order their restoration.—~

If a court found that a union had unfairly represented the interests of
retirees in bargaining over future benefit increases, there would be no such
norm. The court would have to step into the shoes of the parties and
decide what new rights by way of increases for retirees should have been
negotiated, Past agreements might provide some guidance, but because
financial benefit packages are negotiated in the context of the current
fiscal picture, such guidance would certainly not be determinative, In
essence, the court would have to decide how the union should have split
what it obtained from the employer between active workers and retirees.
This is a speculative judgment, certainly well outside the normal range of
judicial expertise, and it can be assumed that courts would entertain such
deliberations only with the greatest reluctance.

It is also likely that courts would be reluctant to make large damage
awards jeopardizing the fiscal stability of offending unions. A good
indicafigp is the reasoning of the Supreme Court in Electrical Workers v.
Foust In Foust, the Supreme Court addressed the jssue of whether
punitive damages could be awarded against unions breaching their duty of
fair representation. Punitive damages are those awarded as punishment in
addition to damages necessary to compensate persons injured by the union's
breach. The Supreme Gourt rejected the possibility of punitive damages in
fair representation cases on the grounds that punitive damages:

applying .
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(Clould impair the financial stability of unions and
unsettle the careful balance of individua! and collective
interests which this court h?f /previously articulated in the
unfair representation area.~

Similarly, in a case involving issues analogous to fair representation,
the U.S. District Court for the District of Columbia was faced with the
task of assessing purely compensatory darmages against a union which had
used retirees. The court limited the union's liability expressly because:

In the longer view of matters, the Union's strength
protects the interests of the beneficiaries, past and
prospective; the Union should not be weakened to a point
where its stance atzsfhe bargaining table will be
substantially impaired.—=

Awarding Damages Against Employers

Balancing the right of individual retirees to fair compensation against
the collective need of all those a union represents for a viable bargaining
representative would be easier if the employer could be required to
contribute in compensating retirees. Courts have routinely awarded
damages against employers in fair representation suits, but this has
generally been in circumstances where there is an independent ground of
employer liability. For example, in instances where an employer violates a
collective bargaining agreement, and employees file a grievance which a
union fails to process fairly, damages may be awarded against both the
union and the employer. The damages awarded against the union are for
failure to represent the employees fairly. Awards against the employer,
however, are for breach of the collective bargaining agfement and must
be limited to the provable damages occasioned thereby.—

Some courts have indicated that even where there is no independent
ground of liability, employgm may be joined in fair representation suits to
afford "complete relief."=~" In the context of most decided cases,
affording "complete relief" means requiring employers to reinstate
previous seniority or job status to employees injured by discriminatory
contractual provisions advocated by the union and fﬁreed to by the
employer, and to contribute in compensating the victim.=—

Several courts have allowed joinder of employers in fair
representation suits on the broader theory that the employer had a duty
analageous to that of the union to refrain from conduct at the bargaining
table that discriminates against particular classes of employees. For
exarg%e, in the case of Richardson v. Texas and New Orleans Railroad
Co.,~ the union and the employer had agreed to contractual terms
discriminating against black employees who were not union members but
whom the union represented. The plaintiffs brought suit against both the
unjon and the employer. In ruling that action against the employer should
not be dismissed, the court held the employer jointly responsible for
violating its independent duty to represent the black employees fairly:




It takes two parties to reach an agreement, and both have
a legal obligation not to make or enforce an agreement or
discriminatory employment practice which they know, or
should know, is unlawful. Unless financia! responsibility
for a joint breach of such duty is required from both sides
of the bargaining table, the statutory policy implied under
Steele will be impracticable of enforcement. For the
foregoing reasons, we think the Brotherhood's obligation
under the statute does not exist in vacuo, unsupported by
any commensurate duty on the part of the carrier.

The Railroad may not have been the Brotherhood's keeper
for bargaining purposes, but we think that under the
allegations of this complaint, it can be required to
respond in damages for breach of its own duty not to join
in causing or perpetuating a violation of the Act and that
policy it is supposed to effectuate.=~ (Emphasis
Supplied).

Although the theoretical distinction is clear, the practical difference
in breach of fair representation cases between joining an employer
incidentally to afford complete relief and joining an employer
independently as one who aids and abets the union is hazy at best.
Regardless of the theory, courts tend to find employer conduct culpable
where a union proposal constitutes clearly identifiable discrimination
against a class, and the employer has no legitimate business reasons §g7
agreeing to it. Such cases oftegjiinvolve racial discrimination,™
discrimination against nonmembeg . or destruction of the accrued
benefits of particular employees.~—' Some courts have ruled that an
employer may be held liable even where it 59y have a legitimate business
reason for agreeing to the offending clause.~

Nevertheless, it is highly questionable that under present law courts -
would penalize employers for agreeing to inadequate union proposals for
retiree benefits for two reasons. First, employers agreeing to inadequate
increases would not deprive anyone of accrued benefits. Second, by its
very nature, collective bargaining presupposes an important and legitimate
employer interest in protecting its pocketbook. Therefore, courts would
certainly be reluctant to penalize employers for acting in their self-
interest.

Other Alternatives Which Would Strengthen the Rights of
Retirees Within the Bargaining Process

Background

It is clear that making the subject of retirees' benefits a mandatory
subject of bargaining will not by itself provide any reliable guarantee of
adequate benefit increases for retirees., Both the internal political
dynamics of most unions and employer interests dictate that retiree
benefits be given only secondary consideration at the bargaining table. Yet
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the doctrine of fair representation gives unions wide latitude in settling
upon their bargaining priorities. Moreover, whether retirees could expect
adequate compensation even if they were able to provide a breach of the
duty of fair representation is higher speculative,

In order for mandatory bargaining over retirees' benefits to be

meaningful, additional protections would have to be extended to retirees.
There are a number of alternatives, each of which will be discussed below.

Increased Retiree Role in the Process of Union Bargaining

There is jittle doubt that retirees would fare best if they had an
official voice in developing and approving collective bargaining
agreements. Under the law, however, "subject to reasonable rules and
regulations," only union members are guaranteed the right to ethg}
participation in union affairs, including collective bargaining matters.—
Thus, unions, in their capacity as collective bargaining agents, may exclude
nonmembers they represent f59?1 official participation in decisions
affecting collective bargaining.=—= Fud'apermore, unions are free to set
their own conditions of membership.-—  Since unions generally deny
membership to retirees, retirees are effectively denied official participa-
tion in union affairs bearing upon collective bargaining.

To guarantee retirees an official voice in union decisions on
collective bargaining would require novel and massive intrusions into the
traditional legal hegemony accorded to unions over conditions of
membership and execution of their duties as bargaining agents. Nothing,
however, prohibits the imposition of an explicit duty upon unions to consult
with retirees they represent before and during collective bargaining
negotiations. In fact the position that unions should consuit nonmembers is
already inherent in existing judicial precedent. The Supreme Court in
Steele stated:

While the statute does not deny to such a bargaining labor
organization the right to determine eligibility to its
membership it does require the union, in collective
bargaining and in making contracts with the carrier, to
represent non-union or minority union members of the
craft without hostile discrimination, fairly, impartially,
and in good faith. Whenever necessary to that end, the
union is required to consider requests of non-union
members of the craft and expressions of their views with
respect to collective bargaining with the employer and to
give them notice of an opportunity for hearing upon its
proposed action. (Emphasis supplied) =
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A Higher Than Ordinary Standard of Fair Representation

Greater involvement by retirees in the bargaining process would not,
by itself, insure larger or more frequent benefit adjustments. In fact,
greater involvement in the bargaining process would mean little if the
union, after consultation with retirees, did not make retirees’ jnterests a
high priority. To insure that unions make the interests of retirees a high
priority in bargaining, it might be appropriate to apply a higher than
ordinary standard of fair representation to the negotiation of benefits for
retirees.

Precedent for a Higher Standard

There is some precedent for higher than ordinary standards of fair
representation in two lines of cases, the first of which involves raclally
discriminatory contractual provisions. Relying upon the applicability of
the Civil Rights Act of 1964, which prohlblts ?mns from encouraging
employers to discriminate on a racial ba.s:s, several circuits have
required unions, not merely to refrain from racial dlSCl’i.mina'&l?fl, but to
negotiate actively for equal treatment of racial minorities. In the
second line of cases, courts have indicated that union representation of
non-members, especially those to WI’W union membership is categorically
denied, is subject to special scrutiny.—

The principle embodied in the first line of cases is that there are
important public policies, the vindication of which must take precedence
over the union's normal right to compromise and trade off interests of
groups it represents during bargaining. The principle implied in the second
line of cases is that because unions have little institutional motivation to
promote the interests of non-members, efforts in behalf of non-members
should be subject to close review. These two pr1nc1p1es are complementary
and conjoined in their applicability to retirees.

First, just as equal opportunity for minorities is a paramount public
concern, s$0 is pension stability. Thus, in justifying the passage of the
Employee Retirement Income Security Act of 197¢ (ERISA), Congress
found that:

(Thhe growth in size, scope and numbers of employee
benefit plans in recent years has been rapid and
substantial...that the continued well-being and security of
millions of employees and their dependents are directly
affected by these plans; that they are affected with a
national public interest; that they have become an
important factor affecting the stability of employment
and the fuccessful development of industrial
relations... =

Under ERISA, Congress has protected the soundness of private
pension plans "by requiring them to vest the accrued benefits of employees
with significant periods of service, to meet the mlmwm standards of
funding, and By requiring plan termination insurance."—' Yet, without
measures such as a special standard of fair representation adequate to
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ensure the stability of pension values over time, these protections are
meaningless,

Second, retirees generally are not members of the unions
representing them. Even where retirees are union members, they have
limited bonds with the union representing them. The Supreme Court
recognized this in PPG and grounded its conclusion that retirees were not
"bargaining unit members" upon the lack of a real "community of interest”
between active workers andqnﬁtirees which might tempt unions to favor the
interests of active workers,

The Supreme Court relied upon this lack of a community of interest
deny retirees effective bargaining representation, ruling that unions could
not force employers to negotiate about retiree benefits, but the Supreme
Court's logic is curious. Concluding that because retirees might not
receive adequate representation from unions, the Supreme Court ruied they
should not receive any. The lack of strong bonds between unions and
retirees leads more logically to the opposite conclusion --that unions should
be held to higher than ordinary standards of representation to insure proper
advocacy of retiree interests.

Precedent for a Rebuttable Presumption

A special standard of representation for retirees' rights might take
the form of a "rebuttable presumption.”"” A rebuttable presumption places
the burden on the bargaining party to justify its performance on behalf of
those it represents,

There is precedent for applying such a presumption to union
bargaining conduct. Several cases hold that where a union attempts to
cancel or reduce benefits already conferred upon a minority in a pre-
existing agreement, the union breaches its duty of fair representation to
the minor“igy unless it demonstrates "some objective justification for its
conduct."—  The equity of this requirement is applicable to pension
increases negotiated for retirees because, in a very real way, union failure
to attempt to adjust pensions for inflation on some equitable basis denies
accrued benefits to retirees.”

Defining a Higher Standard of Fair Representation

Assuming a higher than ordinary standard of fair representation for
measuring bargaining conduct affecting retirees, and assuming a rebuttable
presumption, a specific "yard stick" against which bargaining conduct could
be measured would be in order. Such a yard stick might require unions to
strive for retiree benefit increases sufficient to offset the effects of
inflation over the preceding contract, or if increases at this level would
outstrip those to which active workers would be entitled, to attempt at a
minimum to achievq,‘;)fneﬂt increases equal to wage increases negotiated
for active workers.—~ Benefits not meeting these standards would be
presumptively invalid and require a union to justify its actions by reference
to some legitimate union objective. Deciding what constitutes a
"legitimate union objective" is open to controversy and would vary with the
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circumstances. It suffices to say that the union would be required to
demonstrate specifically why it could not comply with the presumptive
standard,

Appiying the Standard to Employers

Even with a buttressed right to fair representation, retirees would
have little rea] protection if employers were allowed at will to refuse to
agree to union proposals complying with the presumptive standard, or were
allowed to agree to inadequate union proposals. Since there is ample
precedent for holding bargaining employers liable to vindicate employee
rights invelving important public policy, such as racial equality, the
Commission might also consider extending the presumptive standard to
cover employers bargaining over issues affecting pension stability.

In opposition, it could certainly be argued that imposition of a
presumptive formula for pension increases infringes upon an employer's
legitimate business interests in a way that a duty to refrain from racial
discrimination does not. Nevertheless, a presumptive standard dictates
only the shape — not the size - of settlements. Furthermore, the standard
could allow for deviations, which in the case of employers could include
those deviations justified by legitimate business concerns.

Holding employers liable for breaching a duty to negotiate adequate
pension increases for retirees would allow the courts to spread the risk of
damages where inadequate increases were negotiated. This would iessen
the possibility that courts would have to choose between awarding
adequate compensation to retirees and crippling a union financially,
rendering it unable to function effectively in the future as a bargaining
agent.

A Yardstick for Compensation

A presumptive standard that benefits for retirees should be enough to
offset inflation or should equal benefits negotiated for active workers
would provide an objective criterion against which to measure damages.
This would free courts from the unbridled speculation in which they would
otherwise be required to determine what should have been negotiated.

Using the presumptive standard as a yardstick does not mean that the
courts would award damages equivalent to the presumptive standard in
every case. Rather, the presumptive standard would be a starting point for
deliberation, and the courts would be free to award lesser damages if
appropriate after taking into account mitigating conditions confronting the
union and employer at the time of bargaining.

The Right of Retirees to Bargain for Themselves

Anothe;o?lternative, and one strongly supported by some advocates
for retirees," is to amend the law to allow retirees to bargain directly
with employers. Presumably, retirees and active workers would be
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members of separate bargaining units, and each would be free to choose its
own bargaining agent.

Under such a structure, troublesome technical questions would arise.
For instance, who would be included in a retiree unit? Would the unit
include only retirees actually receiving pensions, or wouid it also include
retirees who had never qualified for pensions but felt they should be
entitled to them? If those in the latter category are to be included, is
there to be some minimum duration of employment with the employer
prerequisite to inclusion in the unit? These questions are not theoretical,
because if retirees are empowered to choose their own bargaining agent,
who is allowed to vote on that choice must be determined.

A more fundamental problem is that separate bargaining units with
the right to separate representation would structurally create an adversary
relationship in which retirees and active workers overtly compete for
benefits. Under such a system, retirees would be at a severe disadvantage.

By striking, active workers can directly shut down the employer's
operations. Retirees cannot command such direct action in support of
their demands. Thus, common sense dictates that an employer should
resolve separate and competing demands made upon it in favor of active
workers.

Retirees dissatisfied with an employer's offer would be forced to rely
upon indirect pressures, perhaps in the form of consumer boycotts and
informational picketing. However, consumer boycotts are difficult to
mount, and informational picketing is a relatively weak form of pressure.
Moreover, the public would almost certainly become confused by conflict
between retirees and active workers, further diminishing the effectiveness
of these tactics.

In the event active workers were still on the job when retirees
reached impasses with an employer, retirees might picket job sites in the
hope active workers would walk out in sympathy. Yet retirees and active
workers would be competing for benefits. By walking off the job, active
workers would gain nothing for themselves, and they would lose their
paychecks. Needless to say, the incentives to ignore retiree pickets would
be substantial.

It is common for unions while negotiating simultaneously with an
employer to coordinate their efforts. Bargaining and striking in tandem
enhances their strength while bargaining and striking separately dilutes
their strength. Therefore, cooperation measurably increases the chances
for success.

There would be little reason, however, for a union representing active
workers to agree to coordinate bargaining with retirees. Retirees, having
no jobs, can neither participate in a joint strike, nor detract from the
strength of unilateral action by active workers. Therefore, there is little
reason for a union representing active workers to agree to coordinate
bargaining with retirees, since retirees can do little to help or hurt active
workers and are competing with them for benefits.
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Automatic Cost-of-Living Adjustments

Another alternative to relying on the present collective bargaining
structure to gain ad hoc benefit adjustments protecting pension values is to
make automatic adjustments in retiree benefits which are indexed either to
inflation or wage increases for active workers.

Automatic cost-of-living wage adjustment (COLA) has long been a
goal of unions. Today, while many labor contracts contain some form of
automatic wage adjustment process, COLA protection for retirement
benefits has not been as high a priority. Why this is so is open to some
speculation. '

One theory holds that the collective bargaining process itself places a
premium on the ad hoc adjustment process. Ad hoc adjustments permit
both parties to an agreement to demonstrate that improvements have been
granted. The fact that most collectively bargained private sector pension
plans are of the flat benefit type rather than the final pay type is evidence
of this, Final pay plans provide for automatic increases in the benefit
levels in a pension plan as the salaries or wages of the participants
increase. Neither type of plan, however, protects against value loss due to
inflation after retirement,

In its May 1980 Interim Report, the, K President's Commission on
Pension Policy concluded that steps should be taken regarding tax policy to
encourage individuals, companies, and unions to make voluntary
arrangements for cost-of-living protection. While the Commission did not
believe that a recommendation for mandatory cost-of-living protection was
appropriate at this time, its tax proposals reflected the awareness on the
part of the Commission of the need for cost-of-living proteciton.
Whethere these proposals would affect the bargaining process in the future
is a matter for future research and public comment,

Conclusion

Reliance solely upon the current collective bargaining structure to
assure pension increases adequate to offset inflation is probably misplaced
for three reasons. First, even where a union vigorously pursues the
interests of retirees at the bargaining table, the employer is under no legal
obligation to discuss the issue of pension increases for retirees. Second,
the dynamics dictated by the internal structures of most unions do not
encourage special attention to the needs of retirees. Third, prevailing
standards of fair representation, even assuming their eventual applicability
1o retirees, are inadequate to enforce a level of representation for retirees
that would produce consistent protection from inflation.

One suggestion has been to allow retirees to bargain for themselves.
While independent bargaining would put retirees in charge of their own
fate, it would also’ put them in overt competition with active workers for
benefits. Since in comparison t0 active workers retirees have little power
to enforce their demands, this suggestion is quite likely self-defeating.
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Another possibility is to grant retirees the right to participate in
official union decision making processes connected with the formulation of
bargaining demands and the approval of collective bargaining agreements.
Undoubtedly, this would greatly enhance the control that retirees have
over collective bargaining deliberations which vitally affect their welfare.
Nevertheless, to extend this right to retirees would require Congress to
infringe directly upon the hegemony over internal affairs traditionally
accorded to unions.

There is, however, judicial precedent for:

] Requiring union officials to consult with non-members and
political minorities within the union before making collective
bargaining decisions affecting them;

* Holding unions to a higher than normal standard of fair
representation when bargaining on ernployee rights involving
important public poiicy;

. Holding unions to a higher than normal standard of fair
representation when bargaining in behalf of non-members,
especially those categorically exciuded from membership;

. Requiring unions to justify their actions where they have
bargained away accrued employee rights; and

] Holding employers liable for participating with unions in
depriving employees of accrued rights, or rights involving
important public policy.

Whether these innovations would be sufficient to maintain pension
values is, at this time, purely speculative. Consequently, serious
consideration shouid also be given to additional or alternative reforms
outside of the collective bargaining process -- such as required automatic
cost-of-living adjustments for pensions -- which directly support the living
standards of retirees without reliance upon intermediaries.
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1935, 29 U.S.C. 159(a) (1959); Abood v. Detroit Board of Education, 431 U.S. 209
{1977); NLRB v. Wooster Division of Borg-Warner Corp., 356 U.S. 342 (1958).
Because under the law the union is the exclusive bargaining agent for those it
represents, the union may restrict the right to approve or disapprove tentative
agreement to union members, and within limits not applicable to this discusssion,
a union may prescribe its conditions for membership, 3, LMPDA, 29 U.S.C.
411(@a)1) (1959); Moynahan v. Para-Mutuel Employees Guild of California, Local

280, 317 F.2d 209 (9th Cir. 1963), cert. den., 375 U.S. 911 (1963).

8Empln:)yer.‘s do, however, grant pension increases to retirees. Regardless of self-
interest and the fact that PPG ruled that pension increases for retirees was a
permissive subject of bargaining, numerous employers have granted pension
increases for retirees either unilaterally or as the product of collective
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9'I'he reciprocal terms "duty of fair representation" and "right to fair represen-
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1G'S‘ceele v. Louisville & Nashville Railroad Co., 323 U.S. 192 (1944). In Steele,
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Ford Motor Company v. Huffman, 345 1.5, 330 (1953).

H Steele, supra at 202-3.
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Railway, 323 F.2d 219 (3rd Cir. 1963).
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Steele, supra at 204,
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q3Patterson v. American Tobacco Co., 535 F.2d 257, 270 {4th Cir. 1976); Macklin
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q‘sTitle I, 2(a), Employee Retirement Income Security Act of 1974, 29 U.5.C.
1001(a)1974).

-ritle 1, 2(c), Employee Retirement Income Security Act of 1974, 29 U.S.C.
1001 (c)1974).

%7 pittsburgh Plate Glass, supra at 173.

%8parton Brands, Ltd. v. NLRB, supra at 800; Deboles v. Trans World Airlines,
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quefin’mg the criteria for "increases sufficient to offset the effects of
inflation" and "increases proporticnate to wage increases” would obviously entail
exterided discussion.

SOE testimony of Jay W. Tower, attorney for the Pension Rights Center,
before Subcommittee on Labor Management Relations, U.S. House of
Representatives {July 18, 1979).
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CHAPTER 29: PENSIONS AND PERSONNEL MANAGEMENT

Judy Olian, Stephen J. Carroll, Jr., Craig Schneier

Executive Summary

Introduction

Most analyses of pension plans focus on either legal or financial
aspects, Pension plans can be viewed, however, from the personnel/human
resource management perspective. This perspective considers the impact
pensions might have on such work ocutcomes as job choice, performance,
satisfaction or turnover, This re port:

] Focuses on the relationship of pensions to personnel
management outcomes, policies, and programs;

® Reviews existing literature on the impact of pensions on
personnel management;

] Builds a rationale for considering the impact of pensions on
personnel management policy decisions and research; and

. ldentifies future research that would fill gaps in our knowledge
and understanding of the role pensions might have on personnel
outcomes, programs, and policy.

To accomplish this, this paper develops a personnel management
model which provides a framework against which to view and assess
pension plans. Factors and environmental conditions both internal and
external to organizations, as well as the administration of pension plans,
are addressed.

The Personne]l/Human Resource Management Perspective and Pensions

All organizations engage in several activities {e.g., training programs,
reward systems) to procure, develop, and utilize their human resources.
These activities are intended to affect various work outcomes at the
individual, unit, and organizational level. Outcomes include job choice, job
satisfaction, job performance, and length of service,

A major focus of behavioral science research has been to investigate
the relative degree to which personnel management activities actually
affect various work outcomes. The body of research is voluminous,
complex, and often problematic regarding design and methods. In general,
the documented effect personnel management activities have had on
outcomes has not been very high. Various external factors {(e.g., labor

The authors were consultants to the Commission and are affiliated with the
College of Business and Management, the University of Maryland. This
paper was completed in November 1980,
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unions), affect personnel outeomes greatly, often mitigating the impact of
traditional personnel management activities.

A considerable amount of research has examined the impact of
reward and/or pay systems on work outcomes, Since pensions can be
viewed as a form of pay which is deferred until retirement, this research is
relevant. The impact of pay on one personnel management outcome,
performance, seems to be more a function of whether or not the pay is
made eontingent on desired performance (e.g., commission plans), than the
absolute amount of pay received (i.e., the pay level). Research indicates
that pay level can influence workers' satisfaction to the extent that' money
is valued as a reward.

Importance of Pensions

Unlike most other personnel management activities (e.g., training),
pension plans are not administered, implemented, or addressed on a
continuous basis as work is performed. Generally they do not require
constant attention from maneagers, workers, or personnel management
professionals.

Pensions are, however, of enormous importance due to their cost,
employees' expectations that pensions will provide financial security, the
high proportion of U.S. workers covered by various types of pensions, and
the impaet large pension funds have on financial institutions and
investment.

Major Objectives and Assumptions Underlying Pensions

There are several reasons why organizations design and implement
pension plans. One instrumental objective is based on the assumption that
the availability of a pension plan will attract and motivate workers, an
objective corroborated in polls taken of employers but not in research.
Pensions are also established for "moral" or paternalistic reasons, to
provide financial security to employees in exchange for their long years of
effort and loyalty. Pension plans are sometimes developed because
additional wage increases to workers are not politically feasible, Unions,
for example, may agree to an inerease in pension plan contributions as a
form of deferred compensation, an alternative less visible than a wage
increase when the government is pressuring for wage restraint. In other
instances, firms provide pensions simply to keep up with the frings benefit
offered by their competitors,

The Effeet of Pensions on Emplovee Behaviors

Pension plan characteristics have a potential impact on employee
behavior of concern to personnel managers. These include job choice
behavior, employee performance, employee satisfaction, turnover, and the
decision to retire. Although it is often assumed that characteristics of a
pension plan will influence job choice, there has been virtually no direct
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research on this issue. If pension benefits are to influence job choice
decisions, plan provisions must be easily understood by the job applicant at
the point of choice. Moreover, comparisons among pension benefits
offered by different firms must be possible and apparent if the candidate is
to use alternative levels of pension benefits as one of the criteria along
which the job choice deeision is made. Because most presentations of the
firm's pension options are very complex, it is unlikely that pension benefits
assume an important role in job choice.

Many organizations believe that pension systems can have a favorable
effect on performance, but no rigorous research has assessed the veracity
of such a relationship.  Currently, certain legal barriers, such as
requirements that qualified pension plans not discriminate in favor of
higher paid employees and not provide retirement benefits in excess of
$102,000 annually, prevent the linkage of pension provisions to
per for mance.

There is little research illuminating the effeets of pensions on job
satisfaction. One theory (the two-factor theory) would suggest that
pensions could have only a negative effect on satisfaction and, at best
eould raise job satisfaction to a neutral level. Another relevant theory, the
equity theory, however, indicates that pensions may have the potential for
increasing pay dissatisfaction if pension benefit plans do not compare
favorably to those pereeived as comparable.

There is a small body of research relating pension plan
characteristics to employee turnover. In theory, there could be a
relationship between pensions and turnover te the extent that the present
job offers unfavorable fringe benefits relative to those available elsewhere,
Alternatively, pensions may discourage turnover if large pension benefits
are lost upon quitting. WResearch suggests that as employees approach full
vesting, (typically after 10 years of continuous employment within a firm),
turnover tends to decline; conversely, after full vesting has been achieved,
the probability of turnover tends to inerease. It is unclear whether
pensions discourage turnover among all categories of workers approaching
full vesting or whether pensions succeed in retaining the less desirable
employees within the firm. It is likely that any effects pensions have on
turnover may differ depending on the job level and/or occupational
background of the employee-since it has been shown that different types of
employees leave jobs for a variety of reasons.

Several contaminating factors in the pension-turnover research are
noted, such as the tendency for organizations with better pension systems
to be superior in other employment aspects as well. Hence, it is difficult
to identify the unique effeet of pensions on turnover in some of this
research. Conversely, private pension plan characteristies such as benefit
levels and early retirement provisions do seem to inerease the propensity
to retire. Aggregated analyses, however, indicate that the effects of
private pensions on retirement decisions are much weaker than the effects
of social security benefits.
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Preferences for Pensions

Research has indicated that younger employees attach less
importance to pensions than to other fringe benefits although the
importance of pensions increases with age. Virtually no research on
employee preferences for different components of a pension plan have been
conducted. Surveys of retired employees, however, indicate a strong
preference for cost-of-living increases, pension benefit levels that will
allow a maintenance of pre-retirement standards of living, pension fund
protections, vesting, and other pension safeguards.

Several studies show little relationship between employee prefer-
ences for different pension plan benefits and assessments of such
preferences .by business and union leaders. There is considerable
disagreement in the literature on whether employee preferences or
managerial knowledge should prevail in the design of pension systems given
the objectives of such systems.

Increasing the Effectiveness of Private Pension Plans

The cafeteria approach to providing fringe benefits has been widely
advocated as a means of increasing the effeetiveness of pensions and other
fringe benefits by enabling employees to select the desired mix of benefits.
However, the research has not demonstrated a positive effect of this
approach on job choices, employee satisfaction or performance. A clear
communication of pension plan characteristics to employees appears to be
a prerequisite for achieving favorable reactions to a pension plan such as
higher job satisfaetion and improved performance. In spite of this, many
organizations have kept this area of compensation shrouded in ambiguity.

Discussion and Future Research

There is an urgent need for more sophisticated researeh on the
eonsequences of varying pension plan characteristies, Some recent work
which has attempted to relate different configurations of pension plan
characteristies to turnover points to the direction this research might take.
Additionally, firms attempting some creative changes in their pension
systems provide unique opportunities for assessments of these innovations
in field settings.

Better integration of the design and implementation of the pension
plans with the cest of the personnel program is called for., There is a
tendency to assign responsibility for the pension program to the
organization’s finaneial subunit; the unit to which responsibility for the
pension system is assigned may determine the primary objectives of the
program. Recent proposals for mandating private pensions and for an
integration of the private pension and social security systems may reduce
managerial diseretion over pension plan characteristics.
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. Introduction

A considerable amount of information is eurrently available on the
subject of pensions. The topic receives attention from researchers,
policymakers, theorists, legislators, management, and, of course, the
working population — particularly those at or nearing retirement. The vast
majority of what is known and written about pensions has either a legal or
a fipancial focus. Benefit size, vesting requirements, and portability
receive considerable attention, as does the erosion of the purchasing power
of those on fixed incomes, particularly in periods of high inflation.

There is, however, another perspective from which to view pensions:
the impact pensions may have on employee performance levels, on job
satisfaction, and on sueh erucial decisions as whether or not to join or
leave an organization and when to retire. These issues can be termed the
personnel/human resource management (P/HRM) perspective. As explained
more fully below, the P/HRM perspective refers to the procurement,
development, and utilization of people in an organ-ization. How the
presence or absence of a pension plan, as well as the plan's particular
characteristics, facilitate or impede P/HRM is a primary focus of this
report.

The report will first introduce the P/HRM perspective and describe
how pensions, as one of many types of financial benefits offered by
organizations, fit into P/HRM programs. Next, the overall impact of
P/HRM programs on employee behavior (e.g., turnover) will be addressed
before introducing a diseussion of the impaet of pensions in particular on
such behavior. Specific features of pension plans and those of organ-
izations and their environments will each be described as to their
differential effects on pension plan administration and employee behaviors.
In addition, this report will develop a rationale for the consideration of
individual differences related to pension plan design and administration,

Little has been written which directly relates pensions to such
individual-level decisions as whether or not to join an organization,
perform at desired levels, or leave an organization. Yet, there is both
research and theory relevant to this issue., There are numerous important
research questions yet to be answered which would shed further light on
the impeect of pensions on P/HRM programs. This paper reviews the
available literature and identifies gaps which must be filled in order to
increase our knowledge of the impact of pensions on P/HRM.

This paper addresses several issues pertinent to the notion that
pensions represent one aspect of Personnel/Human Resource Management
programs. As such, pensions are seen to have potential impact on
employee behavior such as performance and turnover. The model
developed in the next section of this paper provides a framework with
which to view pension plans which differs from that developed solely with
financial or legal considerations in mind.
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Behavioral science theory and research which has documented a link
between. personnel management programs and policies and employee
behaviors is used to develop models of how pensmn plans might also impact
such behavior. An important part of this paper is an investigation into the
degree to which pension plans conform to available models linking
personnel management programs to employee behavior., Future research
needs are identified and considerations for the design and administration of
pension plans are provided.

Much of the literature surrounding the non-finaneial and non-legal
aspects of pensions is decidedly prescriptive in nature. There are, for
example, pleas for employers to develop pension plans to enhance the
loyalty or morale of their workers. Data are seldom, if ever, provided to
support such supposed benefits of pension plans. This paper has taken note
of such literature but has emphasized the research which is available as it
discusses the possible links from pension plans and their characteristics to
employee behavior and policy.

The paper's focus is not one of weighing the purported advantages and
disadvantages or costs and benefits of pensions to employees, organ-
izations, or society. The focus is rather to identify, organize, and
synthesize available information on pensions, their impacet on issues, and
the impact of programs on them,

To the extent that such topics as the importance of pensions and the
various characteristics and types of pensions are addressed in subsequent
sections of this paper, they are included solely to develop background for
what is to follow. No attempt was made here to provide a comprehensive
review of the historical development of pensions, the importance of
pensions, the varying characteristics of pension plans, or the legal
requirements governing pensions.

The objectives of this paper are:

] To describe a model of personnel management in which the role
and impaet of pensions on employee outecomes can be addressed.

® To delineate hoth the goals pension plans are purported to
attain and the assumptions underlying their development and
use.

s To review relevant literature and analyze the impact, hoth
documented and potential, of pension plans on job choice, job
performance, job satisfaction, turnover, and the decision to
retire.

® To diseuss the impaet of individual differences among
employees on their preferences for various fringe benefits, as
well as the impaet of such preferences on policies governing
pension plan design and administration.
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[ To discuss how organizations' internal structure and other
characteristies (e.g., size), their perceived external environ-
ment, their perspectives on personnel management, and their
willingness to communicate with employees influence pension
plan administration.

. To identify gaps in our current knowledge regarding pension
plans and areas for future research which would speak to the
objectives stated above and advance knowledge of the impact
of pensions on personnel management.

The Personnel/Human Resource Management
Perspective and Pensions

The Personnel/Human Resource Management Model

Organizations, public and private, large and small, engage in many
activities in order to procure, develep, and utilize their human resources
(see Beatty and Schneier, in press, 1981; Heneman, Schwab, Dyer, and
Fossum, 1980). These activities can be grouped into programs such as
human resource planning, job analysis, wage and salary administration, and
training and development (see Figure 1), Their scope and degree of
formality would, of course, depend upon such factors as the size of the
organization. These programs differ somewhat from ongoing managerial
and supervisory activities directly related to the day-to-day monitoring of
subordinates’ work. Programs are often developed by staff departments
and specialists who work with managers to facilitate their implementation.
For example, the final responsibility for filling a vacancy may reside with
the supervisor in charge of a unit but the Personnel Department may assist
by reeruiting qualified applicants and sereening them.

Activities, or programs, are meant to have an impaet on various
outeomes at the individual, unit, and organizational levels. As Figure 1
indicates, these outcomes include job choice, job behavior and
performanece, job satisfaction, length of service or turnover, and
absenteeism. The effect activities might have on any of the outcomes
would obviously depend on numerous factors, some unique to each
organizational setting and some more pervasive in their impact., These
influences can be separated into those internal and external to the
organization, As shown as Figure 1, for example, the effect a
compensation system might have on job performance would depend not only
on whether or not a union is present and what constraints its contract
might have on wages, but also on characteristics and backgrounds of the
particular workers involved, the size of the organization, its industry, its
location, ete.

Activities are also affected by each other. No program is developed
or implemented in isolation. In order to design an effective training
system, the deficiencies of the trainees must be identified, perhaps by
evaluating their performance level through a performance appraisal
system. In order to select the appropriate people for jobs, the tasks and
duties of the jobs must be assessed through job analysis activities.
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FIGURE 1

Personnel/Human Resource Management (PHRM) Activities and Outcomes®
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* Adapted from Beatty and Schneier (in press, 1981) and Heneman, et al., (1980).
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This perspective is thus one which views individual, unit and/or
organizational outeomes, such as performance or productivity, as
dependent on a set of activities designed to procure, develop, and utilize
people. ‘The activities themselves are effected by certain factors internal
and external to the organization, as well as by each other. Just as an
organization has an accounting system to manage its funds and a
production system to produce its goods or services, it has a system to
manage its people.

The Impact of Activities on Quteomes

Before a specifie discussion of the role and impact of pensions on
outcomes can be developed, the general extent and nature of the impact of
activities on outcomes must be addressed. Researchers in the area have
been utilizing behavioral sciences theory and research for several years to
ascertain, for example, the degree to which job behavior could be
influenced by task design or attendance could be influenced by rewards.

The research,* while veoluminous, particularly in recent years, is
difficult to review and summarize. First, the relationships themselves are
quite complex. As Figure 1 depicts, a direct cause-effect relationship
bhetween activities and outecomes cannot be assumed. Environmental
influences, as well as individual and job differences, moderate any
hypothesized relationship.  Second, much of the research here is
correlational in nature. That is, rather than develop research designs
which address how training programs cause changes in job behavior, most
research, albeit for legitimate and practical reasons, assesses the
relationship or co~occurrence between, say, changes in job behavior and the
acquisition of training. There may be a high correspondence or correlation
between the receipt of training and job behavior changes but stating that
the former caused the latter is not warranted given the type of available
data. Third, much of the research takes place in the laboratory as opposed
to the field, often with subjects who share few characteristics with those
who work in organizations. Generalizations to the actual work setting are
thus questionable.

Fourth, external influences, such as union agreements and legislation,
have had an enormous impact on outcomes and on programs themselves.
Equal Employment Opportunity (EEQ) guidelines, court decisions, and
legislation have significantly altered such activities as employment
interviewing and testing, promotion decisions, and pay decisions. Such
influences as union contracts have a direct impact on outcomes as they
specify what work employees must do, what wage rates they are to be paid,
and delineate procedures for changing a worker's duties.

* Behavioral science research on P/HRM issues is contained in numerous
books and articles. A representative sample of overviews, collections,
and/or summaries can be found in Dunnette (1976); Staw and Salancik
(1977); Katz and Kahn {1978); Cascio (1979); Staw (1979).
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Compared to what is known in other areas of scientific endeavor
(e.g., the physical sciences), behavioral science contributions to insights
into outeomes via research and theory are not extensive. The general
degree of predictability is moderate at best and the causal relationships
which have been established with confidence are small indeed, despite the
volume of research projects and results.

Nevertheless, behavioral science theory and research has made some
significant contributions to our knowledge of and predications of outcomes.
We are beginning to understand the nature of the complex relationships and
moderators of the relationships are being identified. Those groups of
people, organizations, and/or job settings for which our models are valid
are being made more and more definitive. Our research designs, data
analysis techniques, and measurement tools are undergoing closer serutiny
and are being improved continually.

This brief discussion of behavioral science research is, by its nature,
general and selective. Its purpose is to present a context in which to
evalute the relative impaet activities have on outcomes. In this way the
impaet of pensions — the particular activity of interest in this report — on
outeomes can be evaluated.

The Extent Wage, Salary and Benefits Impact P/HRM Outcomes

As noted in Figure 1, one activity is that of wage, salary, and benefit
programs. Of obvious importance in an organization, the impact of various
forms and levels of payments on outecomes has been researched widely {see
e.g., Opsahl and Dunnette, 1966; Lawler, 1971; Nash and Carroll, 1975;
Mahoney, 1979). As Dyer, Schwab, and Fossum {1979) note, pensions are an
indireet form of pay. Employees can receive pay in wages directly or in
the form of various fringe benefits such as pensions.

Pay has been shown to have an impact on outecomes. Recent reviews
of research by Heneman, Schwab, Dyer, and Fossum (1980) and Dyer,
Schwab, and Fossum (1979) support the following general summary
statements which are amplified in subsequent sections of this report:

] Most job seekers establish a minimum pay level criterion which
is satisfied before accepting a job offer. This level will be set,
however, after taking into consideration other job attributes
such as type of work being offered and the knowledge the job
seeker has of other aspeets of the prospective position,

. Except in extreme cases of very high or low pay magnitudes,
changes in the level of pay do not significantly influence job
behavior or performance. Rather, whether or not the receipt of
pay and changes in pay are made contingent upon specific
behaviors or performance levels and whether or not money is
valued by an employee seem to be the crucial charaeteristics of
pay plans which influence hehavior and performance.
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. There is a weak relationship between pay level and job
satisfaction. The relationship is determined in part by the
standard each person has regarding the amount of pay he or she
should receive, given their inputs (e.g., effort) on the job. The
form of pay (direct versus indirect) would seem to impact
satisfaetion levels but would depend upon individual worker's
characteristics {e.g., older workers might prefer pensions to
other forms of pay).

. Pay levels are a potentially important influence on length of
service because employees do compare their pay levels with
those available elsewhere. If the pay form includes pensions
which are nonvested (i.e., the employee loses the accrued value
of the pension if he or she leaves the organization before
retirement), there could be a potential impact of pensions on
length of service and retirement age.

° As with job behavior and performance (see above), the impact
of pay level or form on attendance would seem to hinge or
whether or not pay was valued by the worker and made
eontingent upon attendance.

In summary, pay level and pay form do appear to have an influence on
outcomes. While research is scant, it is perhaps more conclusive than that
available regarding the effect of other activities on outcomes. As with the
other activities, however, the impact of pay on outcomes is both a complex
one and one which is moderated by several variables and conditions.

Pensions and Personnel Management Qutcomes

The discussion above is meant to provide a perspective and
framework within which to view pensions and activities on the one hand,
and pensions and outcomes on the other. Within the broad grouping of
wage, salary and benefit programs, it can be seen that pay has been
documented tc have an impact on outecomes subject to the general
conditions outlined above. (A later section of this report will assess the
degree to which pensions as a particular form of pay impact outcomes.
Available research will be reviewed and gaps in research relevant to this
issue will be noted followed by recommendations for advancing our
knowledge about pensions and outcomes.)

Prior to the diseussion of pensions and outecomes, the importance of
pensions and the salient characteristics whieh distinguish them will be
addressed briefly to provide additional background.
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Importance of Pensions

The Day-to-Day Administration of Personnel Management Programs

In an organization's system, pensions do not require continual
attention as do, for example, training programs, selection systems, or the
wage and salary aspects of compensation systems. These other programs
and their resultant policies affeet members of organizations continually
and have the advantage over pensions of immediaey of impact. That is,
being selected for a training program might determine whether or not a
preferred job assignment is received. The pay level set for a job based
upon a job evaluation process would determine the amount of take-home
pay a worker receives each week. The standards set in an appraisal system
would determine a worker's overall rating and hence merit pay levels,

A pension plan, however, has more subtle and delayed influences.
The particular characteristics of the plan, such as the immediacy of
vesting benefits, may not yield discernible short-term effects on employee
behaviors or turnover decisions. As noted above, the impaect of pensions on
employees themselves may be indirect, variable and delayed. Certain
characteristies of pension plans and policies governing their administration
would, coupled with individual and job differences, vary in their effects on
employee behaviors at work, This is discussed in detail below.

Costs, Size, and Coverage

Pensions are a significant aspect of most overall compensation
packages in terms of size and coverage. Pension plans are complex
mechanisms, creating obligations for organizations that may not be
discharged until deeades into the future. They involve costs which can only
be estimated and forecasted with probability, not certainty (MeGill, 1975).
Added uncertainty comes in the form of inflation. It has been estimated
that inflation adds ten percent to total pension costs each time it increases
by one percent (Business Week, May 12, 1980). It is not uncommon for
organizations to have more retirees receiving pensions then current
employees receiving wages (Dun's Review, January 1980).

According to most estimates (Munnell, 1879, an exeeption) private
pension plans, as opposed to social security, for example, will increase in
importance and coverage because, in part, the social security system does
not attempt to guarantee an adequate lifestyle for retirees. Employees
place an enormous burden on a pension plan, using it as their major
financial defense against old age and its effects on their earning power.
They also place a heavy psychological burden on their pension plans, using
them to assuage their natural feelings of insecurity as economic conditions
become more unstable and as they approach retirement age. Polls {e.g.,
Harris and Associates, 1979) continually point to perceptions of financial
security during retirement as the most important factor in retirees'
satisfaction with retirement. Financial seeurity is, of course, tied directly
to pension benefits' size and provisions for benefit adjustments in order to
maintain purchasing power.




Approximately ninety percent of the entire American work foree is
covered by social security or state and/or municipal pension programs.
Approximately half of the work foree in non-farm business organizations is
covered by private pension plans (President’s Commission on Pension
Policy, 1980; Ture, 1978). Although exact figures vary across the numerous
reports available, according to a 1978 survey, pensions cost organizations
$1,697 on the average per employee per year and account for 6.3 percent
of total payroll expenses (Chamber of Commerce of the United States,
1979). Benefit payments are steadily increasing, and accumulated reserves
of private pension plans number in the hundreds of billions of dollars (Ture,
1978). Savings through pension plans account for about one-third of
consumer savings in this country (Klemkosky and Scott, 1974). Pensions
are alsc a major foree in financial markets and in contributions to ecapital
formation.

The magnitude of these figures is not only noteworthy on a national
or aggregate level, but also has significant impaet on an organization's
finaneial stability. Erroneous projections regarding the size and amounts
of benefits can adversely impact an organization's ability to meet
obligations to suppliers and creditors. The organization's ability to raise
capital could be hindered.

Pension plans, due to their scope of coverage and cost, are of
undeniable importance. Their economie impact in an aggregate sense on
our economy and financial structure is obvious. The economic impact of
pension on organization's finaneial situation, as well as that of individual
retirees, 5 also indisputable. However, this report addresses the
nonfinaneial, that is, behavioral and affective, impact of pensions at the
organizational and particulerly individual levels. Such an analysis is
required not only in order to fully appreciate the financial impact on
various outcomes but also to evaluate and recommend changes in
organizational pension poliey.

Characteristies of Pension Plans
Addressed in this Report

Pensions Defined

A pension can be defined as a series of periodie payments to persons
who have retired from employment due to advanced age or disability.

Deferred Compensation

As payments to former employees, pensions are not necessarily the
same as deferred compensation. The latter term usually refers to
compensation for past or current services which is postponed to some
future date. Some argue (see MeGill, 1975), however, that a purpose of
pensions, due primarily to favorable tax advantages, is to defer
compensation to employees until they are in a lower income tax bracket,



Public Pension Plans

Difficulties with the individual approach to providing for financial
security in old age (e.g., high texes, inflation, ete.; see MeGill, 1975), have
in part prompted the development of governmental pension programs. Such
programs as Old-Age, Survivors and Disability Insurance (OASDI) created
by the Social Security Act of 1935, Medicare, the Civil Service Retirement
System, and other plans covering certain groups of government employees
cover an ever-increasing proportion of the work force as public sector
employment increases {see MeGill, 1975). In addition, state and municipal
governments have developed pension systems to cover such groups of
workers as teachers and law enforcement officials.

These public sector pensions are, of course, mandated by law. Each
specific agency or organization has no choice whether to use the pension
plan and, except through labor contract negotiation and the indirect
influence of the political process and lobbying, has no participation in the
establishment or change of the major provisions.

Plans for Self-Employed Persons or Those Not Covered by Other Pensions

Different types of plans have been developed to provide for periodic
payments after retirement to those who are self-employed and/or not
covered by other plans, Individual Retirement Accounts (IRA),
administered by a trustee (i.e., a bank or other type of organization or a
person), allow tax deductible cash contributions, not to exceed $1,500 in
any year, KEOUGH plans, available for self-employed persons, allow
contributions up to fifteen percent of earned income, not to exceed $7,500
in any year. No laws require participation in these plans, but legislation
governs their establishment and administration.

Private Pensions

Plans established by private organizations of any type, profit or non-
profit, fall into this category. As with the plans described above, these
plans are not mandated by law but legislation governs their administration.
Their existence is technically voluntary, but various pressures for their
development, such as union influence, the existence of public pensions, tax
regulations, and other reasons have induced a large number of
organizations to design and install pension plans. ’

These private pension plans are the focus of this report. Within
certain limits, discretion is given to individual firms as to: a) whether or
not to have a plan and, b) what the characteristics of the plan will be.

THE ESSENTIAL REQUIREMENTS FOR QUALIFICATION - The
essential requirements for qualification as a private pension plan were
developed in the early 1940s. These were not principally altered by the
Employee Retirement Income Security Act (ERISA) of 1974 (discussed
below), except in participation and vesting requirements. Various related
regulations and rulings have interpreted the requirements through the
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years. By and large, the requirements were developed to help ensure that
the pension plan was not created for the exclusive benefit of select groups
of employees.

The specific requirements for qualification are the following (see also
MeGill, 1975): -

a. Terms of the plan must be set forth in a written document;

b. The plan must be established with the intent that it be a
permanent and continuing arrangement; '

e. The assets of the plan must be legally separated from those of
the employer or other sponsoring organization;

d. The plan coverage must benefit employees in general;
e.  Plan contributions and benefits may not be diseriminatory;

f. Participation and vesting requirements outlined by ERISA must
be met;

g.  The plan must provide definitely determinable benefits; and

h, Remaining provisions of ERISA (e.g., reporting, fiduciary
standards, etc.) must be met.

THE EFFECT OF ERISA ON PRIVATE PENSION PLANS - In addition
to the broad characteristics of private pension plans noted sbove, other
features have been mandated by ERISA, The major provisions of ERISA
were written to correct problems with pensions, including losses, Principal
provisions now required of private pensions include the folowing:

a. Participants must be vested after a certain period of service
(see Spector and Schulz, 1979

b.  Plans must allow for coverage of employees at age 25 after one
year of service;

e. The Pension Benefit Guaranty Corporation insures pension
benefits if a defined benefit plan is terminated;

d. Employers must fund pension credits for eurrent service as they
are earned;

e. Funds for benefits must be held in trust and used only for
benefits and appropriate costs; and

f. Extensive reporting and diselosure to various federal agencies,
participants and beneficiaries is required.



Major Dimensions Along Which Private Pension Plans Vary

While certain legislatively determined (i.e., ERISA) requirements
apply to private pension plans, plans vary considerably. Broad
characteristics which differentiate plans are noted below. These are
relevant because of their varying impact on personnel management
outcomes, (e.g., employee satisfaction and employee work behavior),
addressed in detail in succeeding seetions of this report.

VESTING PROVISIONS - Vesting refers to an irrevocable right to
receive accumulated pension benefits at a future date. Plans must have
vesting provisions which satisfy at least one of the following three rules:

a. Full vesting by the tenth year of participation;

b.  Twenty-five percent vesting after five years of participation,
increasing by 5 percent for the next five years, then by 10
percent per year until full vesting is reached at 15 years; or

e. A "rule of forty-five” under which employees with at least five
years of service would have their pensions 50 percent vested
when the sum of their age and years of service equals 45; all
employees, regardiess of age, must be 50 percent vested after
10 years of service, with 10 percent vesting for each year
thereafter (see also Spector and Schulz, 1979).

As will be discussed below, vesting requirements and characteristies
may have an impact on turnover, as well as the overail perceived utility of
the plan to workers of varying years of service. Since the passage of
ERISA, most employers have utilized the full vesting at 10 years option.

PROVISIONS FOR PORTABILITY - Pension entitlements which are
both vested and portable accompany an employee as he or she moves from
employer to employer. Although portability is not mandated by ERISA, it
is strongly supported. Those opposed to portability argue that it deters the
development of new plans, entails rigid, costly controls and
standardization, and necessitates technical problems in determining the
value of pension credits as employees change employers (Srb, 1971).

Reciprocity agreements sometimes exist between plans that permit
transfers between the plans without losing pension credits (Srb, 1971).
Some argue that liberal vesting may preclude the necessity for portability
sinece participants could receive deferred benefits or earlier benefits in
lump sums when they leave a system. Problems with portability and
reciprocity center around their costs, the lack of uniformity among plans,
and organized labor's resistence to broadening its protection beyond union
jurisdiction to nonunion organizations with whom reciprocal arrangements
could be made. The impact of portability on labor turnover is addressed,
given the available literature, in a subsequent section.

EMPLOYER VERSUS EMPLOYEE CONTRIBUTIONS - Most private

pension plans are funded solely by contributions from employers (Ture,
1978). A Harris Poll (1979) indicated that a significant number of



employees would be willing to make contributions or inerease their
contributions if liberalized benefits (e.g., cost-of-living increases) were
made available to them. The relative contribution made by employers and
employees obviously has an impact on the plan's cost and may impact the
perceived importance of the plan and/or its ability to influence work
behaviors.

FINAL-AVERAGE PAY VERSUS CAREER-AVERAGE PAY PLANS -
Numerous specific formulae are utilized in order to determine the size of
benefits due beneficiaries of various pension plans (see e.g., McGill, 1975).
Most, however, are variants of final or career-average plans. The latter
use formulae which average earnings throughout one's career, thereby
possibly lowering final pension entitlements. The former generally average
only the last several years' annual earnings, thus reflecting higher earnings
as well as inflation.

Summary

There are a great variety of pension plans. The vast majority, how-
ever, share certain major characteristics. Many of these characteristics
are now mandeted by ERISA and related legislation. In addition, private
plans can vary along the broad dimensions outlined above.

The impact of pensions on personnel management will depend to &
large degree on the broad characteristics noted above, as well as the basic
assumptions under which the plan was developed and the objectives it was
designed to attain. These assumptions and objectives are reviewed in the
next section.

Major Objectives and Assumptions Underlying Pensions

Why do companies provide pensions to employees? What is their
purpose? What explicit or implicit objectives are accomplished with a
pension plan? These questions are important since it is difficult to
evaluate a program without objectives. Programs must be evaluated
egainst what they are supposed to do or accomplish.

The Instrumental Perspective

Of 10 currently popular personnel management textbooks which were
examined to determine the purposes of pensions, only one discussed the
purpose of pensions at all. Glueck (1978) indicated that pensions were
provided by the organization as a means by which older and less productive
workers could be retired and also to provide an ineentive for younger and
more productive workers to stay with the firm. This view stressed the
"instrumental” value of pensions. Here pensions are considered to be an aid
to the accomplishment of the human resource goals of the organization
(i.e., the attraction of competent people to the orgenization, motivating
them to perform at a higher level, and encouraging them to remain with
the organization as long as they continue to be productive).
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This "instrumental" perspective is congruent with the results of a poll
taken of a representative cross-section of 212 companies in 1979 (Harris
and Associates, 1979). One of the questions used in this poll focused on the
perceived advantages of pensions to companies. The responses given to
this question are presented in Table 1. As can be seen, the two most
frequently mentioned advantages — attraction and retention of employees
— involve this "instrumental" perspective. As Table 1 indicates, other
advantages were to produce better morale and to provide an ineentive to
work harder.

The Moral Perspective

The third and fourth most frequent advantages for pensions listed in
Table 1 reflect the provision of pensions for "moral" reasons. Under this
perspective, pensions {(and other fringe benefits) are provided to employees
to give them the security they are entitled to beecause of their lengthy
contribution to the organization. Under the "moral" perspective, such
benefits are a simple case of justice or reciprocity. The traditional norm
of "paternalism" in many U.S. eompanies has led some companies to
volunterily provide pensions.

Under a "paternalistie" approach, employees are to be proteected in
exchange for their obedience and loyaity to the organization. This system
views the organization as an extended family, U.S. firms such as Nunn-
Bush Shoe Company, Proctor and Gamble, IBM, and Eastman-Kodak have
emphasized this appreoach as have virtually all of the major Japanese
companies, There are U.S. companies which, like their Japanese counter-
parts, provide their retired employees with extra help and assistance if this
is needed, even though the company is not obligated to do so {(Heaton, 1977;
Kneen, 1978). '

The Political Perspective

It would appear that many pension plans were initiated or accepted as
a means of deferring current wage increases that were considered
threatening at the time for one reason or ancther. This is a "political" use
of pensions in so far as pensions are used as a compromise. This was most
likely to occur when unicns demanded a wage increase which was deferred
into the future by offering a pension. At times the U.S. government has
pressured companhies to give pensions in lieu of wage increases when”
inflation was & major concern. This occurred in 1946 when the government
supported negotiations for the {irst real pension plans for blue collar
work)ers on an industry-wide basis with the United Mine Workers (Farwell,
1964).

Similarly, in years when profits were down, companies often found
that negotiation of a pension plan with the union representing their
employees could prevent a strike from occurring without jeopardizing their
current financial situation by putting the problem off until a future time.
Certainly many public officials in some of our leading cities also found
they could buy labor peace for a time by granting their employees pension
benefits that would not fall due until after they had left office.
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TABLE 1

Advantages of Pension Plan to Companies
~ {Asked of business leaders)

Q: Overall, what would you say are the main advantages to your
company of a pension plan?

Total
Number of Respondents (212)
%

Can compete with other companies for best employees

bargaining too! 4
Retention of employees, incentive to stay with firm 52
Good/orderly future security benefit plan for

employee 33
Sense of security for employee and employer 24
Satisfies company's moral/social responsibility

to employee 15
Key/major/standard part of wage/compensation

package/plan 10
Incentive to work/be productive 9
Better employee-management relations/morale 2
Money put in can grow, allow empioyee to build

capital for future 8
Incentive to participate and profitability of company 3
Tax benefits, earnings are tax free 3
All other reasons 3
None *

Not sure

* Less than 0.5%

Source: Harris and Associates, 1979



This tendency to defer payment until a later date may solve problems
in the short run but can create long-run problems. Sometimes this
approach is effective in that the short-run problem solved may be worse
than the long-run problems created by the solution, as when a firm staves
off bankruptey through this procedure. Often, however, the pension plan
solution may create far greater problems than those initially faced.

The Competitive Perspective

Organizations are competitive. They compete in the market for
human resources. The rewards or privileges granted by one firm may have
become mandatory to other firms competing for labor, Thus, one firm in
an area might grant pensions for moral reasons due to union pressure for
deferred wages. Other firms then must grant pensions in order to attract
workers in sufficient quantity and quality. The actions of other firms in
terms of wages and fringes due to the nature of markets create pressures
whereby other organizations are obliged to match those actions.

Employees commonly evaluate their job benefits in terms of what
other employees doing similar work receive (Nash and Carroll, 1975). The
competitive explanation underlying pensions partially overlaps instrumental
purposes. Under the competitive perspective, 2 minimum level of pensions
and other fringes become considered as a "right" since so little variation
exists among firms,

Pensions might be best evaluated ageinst these four purposes. If
granted for instrumental purposes, do they actually help organizations
attract, motivate, and retain competent employees? If granted for moral
purposes, such as providing loyal and dedicated former employees with
security in their old age, do they actually provide this security? If given
for strategic or political reasons to avoid a short-run problem, does the
trade-off between long- and short-run considerations seem worthwhile?

Pension plan goals are also necessary for evaluating the many
alternative forms or characteristies of pension plans, There are different
options available for establishing an employee’s right to contributions made
by the firm, for paying out benefits to retirees and their families, for
establishing retirement ages, etc. Which option is best in a particular
situation will depend on the plan's ohjectives. A particular pension plan's
characteristics will vary depending on whether it was initiated for
instrumental, moral, political, or competitive reasons,

. The Effect of Pensions on Employee Behaviors

The primary purpose of this paper is to address the impact provision
of pensions and pension plan attributes has on employee behaviors, as
documented in or suggested by the personnel management literature. Such
a review will at least partially illuminate the question of which of the
purported objectives underlying the provision of pensions is realized given
current personnel management research.




The following section summarizes the evidence pertaining to the
direct link between pensions (and their attributes) and employee outecomes
while ignoring, for the moment, potential moderating effects of
differences in individuals and jobs. The potential moderating effect of
differences in preferences for pensions on the impaet of pensions is
addressed in a subsequent section.

Pensions and Job Choices

MODELS OF JOB CHOICE IN THE PERSONNEL MANAGEMENT
LITERATURE - While consideration of the occupation choice decision has
preoccupied numerous researchers in the personnel management field (see
Holland, 1976 for a review of this literature), few studies — theoretical or
empirical — have examined the job choice decision. The literature that
exists on this topic concerns two aspects of the job choice activity: what
is the decision model that job choosers typically apply when evaluating
alternative job offers and what job attributes play an important role in the
decision to accept a job?

Regarding the first issue, two competing models of the decision
process underlying the job choice process have been proposed. The
compensatory model, tracesble to Adam Smith in the Wealth of Nations
(1937), underlies most classical and neo-classical economic analyses of
labor market behavior. In contrast is the satisficing model, generally
attributed to the work of March and Simon (1958).

Aceording to the compensatory model, job offers are evaluated by
assessing the level of attractiveness (or utility) of the job attributes
comprising each of the offers. Each job alternative is thereby assigned an
attractiveness rating and the job with the highest overall rating from
among the total list of job alternatives is ultimately accepted. This model
is termed compensatory since & job characteristic with a sufficiently high
attractiveness rating cen offset (or compensate for) a job characteristic
with a low attractiveness rating. The main implications of this model for
job choice decisions are that job choosers are presumed to evaluate all
available job offers prior to making a deeision and that each job is
evaluated by examining the levels of all of its attributes. Furthermore,
many different combinations of attribute levels ean yield a job offer that is
perceived attractive by the applicant.

Satisficing theory states that the information processing
requirements implicit in 8 compensatory model are too complex for the
average decision maker. Hence most decision makers, of which job
choosers are a subset, simplify the deeision process by applying rules that
reduce the amount of information that needs to be evaluated. In the
context of a job choice, satisficing implies that applicants evaluate job
offers egainst minimum standerds that must be met for a small number of
the attributes comprising a job. Jobs for which the critical attributes do
not exceed minimum required levels are immediately removed from
consideration with no compensation among attributes possible. Once a job
successfully meets the minimum standards on the relevant attributes, the
job offer is aceepted without further examination of alternative openings.
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Hence, an individual adopting this decision strategy could be
expected to examine fewer job openings along fewer attributes than would
the applicant adopting a compensatory strategy. Not only is satisficing
more appropriate for decision making given human information processing
limitations, but, according to March and Simon (1958), it also recognizes
that the decision maker possesses inecomplete information about the
alternatives in question.

PERTINENT RESEARCH - While there is not a wealth of studies
which can be drawn on to evaluate the validity of each of these models, it
appears that job choosers make their decisions using less than complete
information about the alternatives. In fact, probably the most salient job
attributes determining job choices are the pay and nature of the work
(Shepard and Belitsky, 1968). Dyer, Schwab and Fossum (1978) further
contend that of the various pay components, the pay level will be the only
pay attribute for which minimally acceptable levels are set in most
instances. The other components of the pay package assume at best a
marginal role in the job choice decision, probably because information
about such items as promotional opportunities {pay structure), pension
plans (pay form) and merit evaluations (pay system), is either not available
from a credible source or i8 simply too complicated to examine
systematically at the point of job acceptance. There is also evidence to
suggest that individuals differ in terms of the number of job openings they
examine with some clearly preferring to accept jobs very early in the
search process (Shepard and Belitsky, 1966), or at least to psychologically
commit themselves fairly early within the search process to a preferred
opening without necessarily explieitly eceepting the offer (Soelberg, 1967).

Hence, for many individuals engaging in job search and choice, the
satisficing model appears to characterize them more aptly than does the
compensatory model both in terms of the selective approach to
examination of job openings in general and in terms of the focus on but a
few job attributes. It should be noted, however, that there may be certain
categories of job seekers for which the compensatory model is a more
accurate reflection of the choice process. For example, skilled
professionals and more veteran job seekers may be more sensitive to a
greater variety of information about job attributes in deciding on a job
offer than would be the case, perhaps, for less skilled and inexperienced job
seekers (Heneman, Schwab, Dyer and Fossum, 1980). Similarly, under
favorable labor market conditions, job searchers can be expected to
examine a larger number of job openings than would be the case when job
opportunities look bleak. -

An additional issue that has benefited from at least some research
attention and has been indireetly alluded to above is the substance of job
choice decisions. What makes a job more attractive than its counterpart in
the eyes of a job applicant? The general approach that has been adopted in
such studies has been to request respondents to rank or rate various job
attributes in terms of their attractiveness or importance (see Jurgensen,
1947, 1978 for the most exhaustive examples of such studies).
Methodological criticisms of these studies aside {for a discussion of these
problems see Lawler, 1971 or Olian and Rynes, 1980), it is difficult to come
up with a consistent hierarchy that represents the job attribute preferences
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of American workers. Lawler {1971), for example, examined the relative
importance of pay in 49 such studies and found that the rank order of
importance of pay ranged from one to nine with a median rank of three.
Myers and Shultz {1951) reported that the most important faectors in
reemployment decisions were scarcity of other jobs, the physical
characteristies of the job and steadiness of employment. Reynolds (1951)
found wages followed by the job's physical characterictics as most
important in the decision to accept or leave a job; Parnes (1954) concluded
that economic factors other than wages {such as steadiness of employment)
were of primary imporfance in job acceptance decisions.

Many of these inconsistencies may be attributable to the differences
in instruetions confronting respondents. For example, some studies asked
individuals to rank attributes in order of their importance (or
attractiveness) in their current job, in choosing a new job, for their ideal
job, in deciding to quit, or in determining morale on the job. Hence, it is
very difficult to draw any firm cenclusions from these studies about
preferences for job attributes in the abstract or about the importance of
job attributes in the specific context of job choiee decisions,

It is probably safe to conclude that job choice decisions are based on
very incomplete information about the opening. The pay level does
influence the job choice (Dyer et al.,, 1978). Whether this is because the
pay level is actually important to job choosers, whether it serves as a
signal of other important job attributes that vary consistently with the pay
level, or because it is one of the few items of information that can be
obtained with a small margin of error and serves easily as a yardstick for
compearison of alternative offers, is unclear. An additional job attribute
that comes up fairly consistently in studies of job choosers is some gross
descriptor of the nature of the work. Geographical location should be
added to this short list for those jobs which can vary along that dimension.
Unique characteristics of labor markets and of particular samples of job
searchers may impose limitations on these generalizations.

EFFECTS OF PENSIONS ON JOB CHOICES - As was mentioned
previously, one of the primary motivations underlying the provisions of
pensions, according to various business lesders, is the belief that their
availability will be instrumental in attracting a qualified lebor force {(e.g.,
Harris and Associates, 1979; MeGill, 1975; Lake, Rubin and Wiseman,
1979). Indeed, in the 1979 Harris poll, {(see Table 1) the most frequently
mentioned benefit of pension plans {according to 54% of the business
leaders surveyed) was that pensions enabled the company to ™. .. compete
with other companies for best employees, bargaining tool."

Despite the plausibility of this conjecture and the considerable
pension expenditures that follow, in part, from this belief, we have been
unable to locate a single empirical study that addresses the impact of
pension availability or plan characteristies on job choices in the personnel
management literature. Extrapolating from the literature on job choice,
however, leads us to conclude that the presumed impact of pension benefit
availability on job choices may be an overestimation.



The reader will recall that evidence suggests many job choosers use a
satisficing strategy whereby they set minimally acceptable levels on a
small number of job attributes and proceed to search for a job that
successfully meets these standards. If pensions are to be used to
differentiate among alternative offers, applicants must possess information
about a variety of dimensions along which pension plans may differ, they
must be capable of comprehending this information at the point of job
choice and further, they must be able to reduce this information to a single
dimension of net worth (or attractiveness) of the plan. It appears that few
applicants would be in a position to judge pensions in this way and proceed
to use this information as a yardstick for evaluation of alternative job
offers. This proposition would probably be less true of individuals with
more familiarity with the specific dimensions along which pension plans
may vary. Such individuals (potentially older workers who place more
emphasis on, and are therefore more familiar with, the content of pension
benefits) may consider pension benefits as one of the critical job attributes
along which offers are to be evaluated. They may be in a more informed
position to solicit data on those aspects of a pension plan which provide
accurate signals of its worth. For such individuals, pensions may figure as
one of the critical job attributes. which must be satisfied prior te job
acceptance,

While pension plan provisions do not appear to be particularly useful
as a decision rule in making job choices, they may actually be important to
job choosers though not relied on for decision purposes. Several studies (to
be discussed later) have shown that pensions vary in importance relative to
other fringe benefits for various categories of workers depending on —
among other things — respondents' age, marital status, sex and tenure (e.g.,
Nealey 1963, 1964; Chapman and Otteman, 1975). None of these studies,
however, addressed the importance of pension benefits relative to other
fringes or relative to other job attributes in the specific context of job
choice decisions. Furthermore, the specific dimensions along which
pensions can vary (e.g., vesting formula, benefit formula, benefit level,
option for employee contributions) were not related to the propensity to
accept a job in any study to date.

FUTURE RESEARCH - Studies focusing on the pensions/job choice
linkage are needed for several reasons, not the least of which being an
assessment of the uniformly held, yet uniformly untested, assumption that
pension expenditures improve the quality of the organization's members. If
firms are to utilize pensions as a job attribute distinguishing them from
their competitors, it will be through attention to those specific components
of a pension package which applicants have indicated constitute salient
features of an offer in their decision to accept a job. What is needed,
therefore, are simulation studies of job choice decisions in which different
aspects of the pension plan package as well as other features of the job
offer are systematically varied and subsequently related to employment
outeomes (e.g., job choices, performance and turnover). It is important to
recognize that the impact of pensions or pension plan attributes on job
acceptances cannot be assessed in a context other than the job choice
decision sinee it is entirely plausible that the importance of pensions
varies, depending on the employment stage at which it is measured. It
would be erroneous, for example, to conclude that a relationship between
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turnover and pensions, if observed, implies also that pensions have an
impact on the decision to join an organization. sModels of turnover (e.g.,
March and Simon, 1958) suggest a set of factors which do not necessarily
overlap with the considerations involved in choosing a job. Given what the
personnel management literature suggests regarding the job choice decision
process, organizations would be well advised to examine the specific
impact, if any, of various components of pension plan packages on job
acceptance decisions. For large segments of job choosers, the presumed
impact of pension benefit availability may be ill-founded.

Pensions and Job Performance

MODELS OF PERFORMANCE IN THE PERSONNEL MANAGEMENT
LITERATURE - Much of the personnel management literature is aimed at
enhancing employee performance through various personnel programs such
as the selection of competent employees, employee training and
development, performance appraisal for remedial purposes, physical
protection of employees through safety management, and ecompensation
policies designed to reward past performance and provide incentives for
improved future performance. Compensation policies in particular attempt
to increase performance levels through their influence on the motivation to
perform. The assumption is that motivation, coupled with the relevant
ability, will lead to on-the-job performance. Since employee abilities are
not readily changeable, personnel managers have directed their efforts
towards influencing motivation in their attempts to improve performance,

Motivation theories can be classified into two broad categories:
those describing the process simulating an individual to perform in the
organizational context, and those describing the content (e.g., organ-
izational outcomes or internal states) that will encourage performance.

Expectancy theory (Vroom, 1964) — which is a process model — is
probably the most widely accepted motivation theory in the industrial
organizational psychology literature today. An individual will be motivated
to perform, according to expectancy theory, provided s/he believes that by
investing effort, the desired behavior will actually follow, and provided the
behavior is rewarded with valued outcomes. Hence, if a reward (e.g., pay)
is to motivate performance, it must be important to the employee, s/he
must believe that good performance does in fact lead to pay inerements,
and that if s/he tries hard, performance will indeed improve. According to
expectancy theory, the motivational process will be hampered if any of the
three linkages is weak or nonexistent. While motivation is necessary, the
employee must also heve the appropriate ability if effective performance
is to result. Placing pensions into this framework, motivation will suffer to
the extent that pension benefits are either not important to the employee
or if the employee sees no necessary connection between performance
levels and receipt of pension benefits. Expectancy theory predietions have
been tested in a variety of contexts (e.g., in job choices, academic choices
or on the job itself). In general, the theory has successfully predicted the
behaviors in question (for reviews of this literature see Mitehell, 1974, or
Schwab, Olian and Heneman, 1979).



The two-factor theory {Herzberg, 1966) is a theory of motivation
foeusing on the specific content of organizational outcomes that are likely
to inerease satisfaction and the motivation to perform. Accordingly, there
are two types of organizational outeomes: intrinsic and extrinsic factors
to the job. Intrinsic factors {e.g., achievement, recognition or advance-
ment), if present, will enhance satisfaction and employee performance. In
their absence, however, employee satisfaction or performance will not
suffer. The presence of extrinsic outcomes on a job (e.g., good pay, status,
job security or supervision) cannot increase performeance or satisfaction,
while their absence will lower satisfaction or performence. Accordingly,
extrinsic factors (of which pension benefits are a part) can exert only a
negative, not positive, influence on job performance. While it is fairly
reasonable to conclude that some benefits, in general, will be more valued
than others, the theory has been primarily criticized for its failure to
acknowledge the possibility for pervasive individual differences in
preferences for various classes of outcomes (Schwab and Heneman, 1970).

EFFECTS OF PENSIONS ON PERFORMANCE - The implications of
expectancy theory and the two-factor theory concerning the impact of
pensions on performance differ markedly. Expectancy theory suggests that
pensions can increase motivation to perform provided they ere valued and
their award is linked to differential levels of performance. Conversely, the
two-factor theory implies that pensions cannot increase motivation {or
satisfaction); their effect can only be to lower motivation if the employee
deems such benefits as unsatisfactory. Unfortunately, it is impossible to
assess the validity of each of these models given the absence of any
empirical evaluations of the effect of pensions on performance.

POTENTIAL EFFECTS OF PENSIONS ON PERFORMANCE - If
pensions have any potential for influencing performance, a marked change
in the philosophy underlying their provision is called for based on
expectancy theory. Namely, if organizations obtain information indicating
that pensions are indeed important to their employees, employer
confributions to pension plans could be based — at least in part — on merit
or performance. Otherwise, if pensions are awarded indiscriminately,
there is no theoretical reason to expeet their provision to motivate people
to performance. Evidence derived from other personnel management pro-
grams suggests that rewards made contingent on performance (or merit)
can enhance the motivation to produce (see Mitchell, 1974 or Heneman and
Schwab, 1972).

Supplemental contributions to pension plans based on differential
levels of performance may not represent as radical & shift in philosophy as
the proposal may imply. Many large corporations slready do just that by
using nonqualified deferred compensation plens for their upper level
executives. This additional fringe benefit represents a bonus for superior
performance.

In the present day business climate, there are two major impediments
to the introduction of supplemental contributions to pension plans based on
merit. The first concerns the requirements for qualification of pension
plans (with the associated tax exemptions) under IRS guidelines. Plans not
subject to the collective bargaining process cannot discriminate in favor of
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highly compensated individuals if they are to benefit from a qualified
status, Furthermore, there I8 an upper limit on annual pension benefits
thet can be drawn by a recipient (eurrently $102,000) if the plan is to
remain qualified. Both requirements may be violated, in theory, if
employer contributions are partially based on merit.

The seecond, perhaps more serious, barrier to performance based
pension contributions is that of the philosophy underlying award of fringe
benefits in general and pension benefits in particular. If pensions
constitute a morsal obligation of the employer for past membership in the
organization, it follows that membership should be measured in years of
service rather than in units of performance. Given such an assumption
underlying pensions, it seems hardly defensible to condition their award on
a performance evaluation. If, however, pensions are provided for more
instrumental purposes (e.g., to attract, motivate and retain employees)
employers may try to realize this objective through various motivational
techniques. Alternatively, some employers have viewed pensions as one
type of cash payment. As such, pensions are a form of compensation,
albeit deferred to a later date, which can be awarded consistent with the
pay system in the organization. If the system is performances based,
perhaps pensions, as part of the compensation package, could be similarly
awarded,

There are strong arguments in favor of providing all employees with
some means of an adequate livelihood following retirement, drawn from
employer contributions, in view of past services provided by these
employees. In view of the enormous costs of pensions, performance based
supplements to a basic level of contribution to qualified pension plans may
be of potential benefit to management. Less obvious but equally plausible
is the possibility that some employees may actually opt for this form of
bonus payment over other merit rewards, particularly given current
concerns over the inadequacy of retirement income. Aeccording to
expectancy theory, only through such an operational linkage between
performance and retirement contributions can pensions realize any of their
purported influence on perforinance.

Implementing a merit based pension program would not, however, be
free of problems; a major problem would be overcoming initial resistance
to the proposal. Employees and unions may fear a loss of pension benefits
for the below average employee. This concern could be alleviated if bonus
contributions to a pension plan were made over and above employers'
regular contributions. Additionally, such a plan rests on the existence of a
valid and accepted performance appraisal system, a condition frequently
unmet in many organizations.

These ideass, while based on theory, are largely conjecture; whether
they are ultimately aceeptable to employees and prove cost-effective to
employers can be answered only by future research. It should be
recognized that an alternative theoretical formulation — the two factor
theory —— would cast a more pessimistic prediction on the possibility for
influeneing performance through pensions. According to this formulation,
pensions are necessary not to encourage above average performance but
for the purpose of insuring against poor performance. Therefore, even with
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changes in the basis for awarding pension benefits, pensions may act only
as a hygiene factor in maintaining steady performance.

In summary, while some believe in the favorable effects of pensions
on performance, no gquantified research has assessed the veracity of this
assumption. Theoretical predictions, in cne case, offer the promise for a
positive influence of pensions on performance if organizational practices
are appropriately modified. An alternative theoretical formulation views
the role of pensions on performance as far more limited.

Pensions and Satisfaction

THEORIES OF SATISFACTION IN THE PERSONNEL MANAGEMENT
LITERATURE - The two-factor theory described above uses the terms
motivation and satisfaction almost interchangeably. Hence, if a job out-
come is satisfying, it will be also motivating and vice versa. As such,
pensions cannot satisfy, they can only assure against dissatisfaction.

An alternative theory views satisfaction as a consequence of social
compar®ons. Equity theory (Adams 1953, 1965) considers the nature of a
person's inputs {e.g., effort, skill, education) relative to the outcomes (e.g.,
pay, recognition, promotions) obtained in an exchange relationship. A
sense of equity or inequity will oceur ". .. when a person compared his or
her outcome/input ratio, either conseiously or unconsciously, to what is
perceived to be the ratio of another person or persons" (Campbell &
Pritchard, 1976, p. 105). It should be noted that dissatisfaction will
theoretically occur if a person feels either over- or under-rewarded. The
evidence consistently supports the existence of dissatisfaction when
individuals feel under-rewarded. Less significant and consistent evidence
substantiates the hypothesized effeet of over-rewarding on equity
perceptions (see Campbell and Pritchard, 1976, for a review of this
literature).

Based on equity theory, pensions will lead to pay dissatisfaction to
the extent that an individual feels that his/her outcomes {among them
pension benefits) compare unfavorably or too favorably with those of
another individual (real or hypothetical) whose inputs are equal.
Comparisons can be made both within and across organizations; there is no
way to know who the comparison object will be for any given individual
because equity perceptions are so individualized.

There are numerous possible consequences to perceptions of inequity
and it is hard to assess which alternative will be chosen in & given
circumstance. For example, if an individual feels that his/her pensions are
inequitable, s/he may try to alter them in the desired direction, s/he may
change the level of inputs (e.g., increase or decrease performance), may
distort perceptions thereby convincing himself/herself that pensions are
actually equitable, or may — as a last resort — quit the job. Hence, in
theory, pensions may cause dissatisfaction, but the theory does not enable
specification of the conditions under which inequity will oceur, nor does it
predict what the exact consequences will be, if any, of perceptions of
inequity.
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EFFECTS OF PENSIONS ON SATISFACTION - The presumption of
the salutory effects of pensions on satisfaction is largely untested. As in
the area of the pensions/performance linkage, much of what will be said
about satisfaction is conjecture, based on predictions derived from the
two-factor and equity theories,

The two-factor theory suggests that pensions can protect only against
dissatisfaction. Increases in pension benefits or designing pension plans in
response to expressed employee preferences will at most raise satisfaction
to a neutral level but will not lead to above-average satisfaction.

Personnel management literature provides no direct evidence on the
effects of pension on pay satisfaction. What can be ascertained is that pay
in general, particularly pay level and structure, has an impaet on pay
satisfaction (Heneman and Schwab, 1975). The influence of pay on
satisfaction, while not strong, does not appear t{c be restricted to the
negative range of the satisfaction continuum as would be predicted by the
two-factor theory (Nash and Carroll, 1975).

As mentioned, equity theory views direct and indireet pay as an
outcome potentially influencing satisfaction both favorably or unfavorably.
While much of the research on equity theory addresses issues of
questionable practical relevance, some does provide implications for
pension policy. In particular, the nature of the referrent person (or object)
has been debated in recent articles. Heneman and Sehwab {1975) suggested
that comparisons to individuels external to the organizetion were more
likely in the case of direet, rather than indirect, pay. This is probably
more true of professional rather than blue-collar workers (Parnes, 1970)
and younger relative to older managers {Andrews and Henry, 1963). In the
case of indirect pay, the complexity of fringe benefit information probably
precludes comparisons with employees of other organizations who have a
different mix of benefits. Since fringes are generally based on easily
quantified characteristies {e.g., length of service or base pay), it is very
likely that their allocation will be perceived as equitable relative to
rewards distributed on the basis of more ambiguous indices,

Some writers have suggested that there may be other factors,
additional to social comparisons, that influence the perceived adequacy of
financial rewards (Locke, 1976). These include the person's financial
status, family situation, perceptions of the employer's ability to pay, and
assessments of the nonpecuniary rewards from the job itself. A Harris poll
(Harris & Associates, 1979) found that a significant proportion of the
respondents (28 pereent of current and retired employees and 5 percent of
business leaders) felt that retirement income should be based on need,
rather than on traditional variables such as pre-retirement earnings or
length of service. This suggests that even though pensions may be awarded
indiseriminately based on fairly objective indices, individuals may differ in
their assessment of the equity of pensions if they use a variety of standards
in formulating their outeome/input ratios.

A recent study assessed the importance of various pay comparison

factors in influencing satisfaction with salary, benefits, and pay raises
(Henemen, Schwab, Standal and Peterson, 1978). The various factors rated
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on importance were personal (involving comparisons to family, friends and
relatives); cost-of-living; historical (comparisons to individual's past
earning trends); internal (intra-organizational comparisons); and external
(inter-organizational comparisons). The results indicated that more than
any other factor, the cost-of-living was the most important dimension
influencing satisfaction with benefits, Second and third in importance
were external and internal comparisons respectively, a result the authors
found somewhat surprising. The high intercorrelation among internal and
external comparisons indicated that respondents did not make large
distinetions between the referrent persons located within versus outside
the organization. Heneman et al. (1978) also found that internal
comparisons of benefits inereased with length of service suggesting that
there is a tendency to turn inward as individuals become more socialized to
and more acquainted with organizational practices, External comparisons
increased the higher the salary level. For those with a greater likelihood
of quitting, personal comparisons for fringe benefits purposes became
important. It should be noted that all ratings of importance were
characterized by substantial variability, indicating that individuals differ in
their choice of comparison object. The implications for organizations are
that regardless of the openness of the pay policy and its degree of
aceceptance by employees, there will be substantial differences in
perceptions of equity because individuals apply a variety of standards in
forming their attitudes toward fringe benefit packages.

CONSEQUENCES OF DISSATISFACTION WITH PAY - What of the
evidence concerning the consequences of pay inequity? First of all, pay
satisfaction does appear to bear a relationship to overall job satisfaetion
{Carrol! and Brunner, 1973; Lawler, 1971) but the relationship is not
necessarily strong. This is probably explained by the faet that pay is but
one facet of the global construct of job satisfaction (Smith, Kendall, and
Hulin, 1969). Other aspects of the job, such as satisfaction with the social
environment, with the supervisor, the work itself, with mobility
opportunities and with the work schedule, may contribute substantially to
the individual's job attitude, thereby weakening the unique impact of pay
on satisfaction.

While there is fairly consistent evidence of a moderate relationship
between overall job satisfaction and turnover (the average correlation
between the two is ususlly less than .40 (Locke, 1976), there are some
studies suggesting that pay alone may have a detectable impact on
termination decisions (Lawler, 1971). Since turnover is a very complex
decision, influenced by, among other things, family ecommitments, personal
characteristiecs, and alternative job opportunities, as well as satisfaction
with the current job, it is not plausible to expect the direct impact of pay
on turnover to be substantial. Unfortunately, none of the studies assessing
the consequences of pay dissatisfaction have distinguished between direct
and indirect pay, let alone identified the impact of special forms of
indirect pay.

The hypothesized process through which pensions could directly
impact performance was previously presented. Many writers in this ares,
however, have suggested that pensions may have an impact on performance
through their favorable influence on job satisfaction (see for example
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Allen, 1969; MecGill, 1975; Coffin, 1977). Hence, it is important to verify
the existence of the satisfaction-performance connection,

EVIDENCE REGARDING THE SATISFACTION-PERFORMANCE
LINKAGE - Locke (19756) observes that, "Just as reviews of the literature
have shown consistently that job satisfaction is related to ... turnover,
they have been equally consistent in showing negligible relationshi
between satisfaction and level of performance or prﬁuctivity“ p. 1332,
emphasis ours). Herzberg, Mausner & Snyderman (1959), despite their
claim that satisfying experiences increase job performance, presented no
acceptable evidence in support of this assertion. Studies focusing on the
more specific linkage between pay satisfaction and performance have
yielded equally unimpressive findings. In a hospital where pay was
seniority-based Schneider and Olson (1970) observed no relationship
between pay satisfaction and performance while the same study found a
positive reletionship in a hospital where pay was performance-based,
Carroll and Tosi (1973) reported a slight but négative relationship between
pay satisfaction and goal success for a sample of managers who were
awaiting rewards for their performance. These findings raise questions
regarding the causal linkage between pay satisfaction and performance.
Rather than being causally linked, pay satisfactior and performance may
be influenced by a third variable such as the nature of the reward system
(Cherrington, Reitz and Scott, 1971). To the extent that the reward
system has a favorable influence on both pay satisfaction and performance,
a positive relationship between the latter two variables may be expected,
In any event, the multitude of research on the issue of the satisfaction-
performance association does not support a direct link between the two. It
is somewhat puzzling, therefore, to encounter the repeated assertion that
workers who are more satisfied — for whatever reason — will reflect this
job attitude in inereased productivity. The evidence in the personnel
management literature does not lend justifieation to providing of satisfying
pay policies if the ultimate purpose of these benefits is to influence
performance through their influence on satisfaction.

In summary, there is very little research illuminating the effeets of
pensions on satisfaction., At least according to equity theory, pensions may
-increase satisfaction if the individual deems his or her pension to be
equitable. Research suggests that such feelings of equity are partially
determined by the cost-of-living and by comparisons to the benefit
packages of individuals external to the organization. While findings do
support the existence of a pay-satisfaction-turnover relationship, no
consistent evidence substantiates the hypothesized pay-satisfaction-
performance relationship. Needless to say, studies examining the
particular role of pensions within this framework are greatly needed.

Pensions and Turnover

MODELS OF TURNOVER IN THE PERSONNEL MANAGEMENT
LITERATURE - Most work deseribing the turnover process point to
explanatory variables similar to those included in the March end Simon
(1958) model of turnover. Mareh and Simon identify two major
determinants of the decision te quit voluntarily an organization: the

1270



perceived ease of job mobility, and the perceived desirability of mobility.
Perceptions of the ease of securing alternative employment are influenced
by variables such as the level of business activity, the terminator's
knowledge of alternative vacancies, and personal characteristics such as
skill, age, sex and occupation of the job changer. Perceptions of
desirability of movement are influenced primarily by job dissatisfaction
and available alternatives within the organization.

The evidence is fairly supportive of this model. Ease of movement,
as measured by various economic and personal indicators, does apparently
relate to termination decisions. For example, the monthly voluntary quit
rate is inversely related to the level of unemployment {Heneman, Schwab,
Dyer and Fossum, 1980). Moreover, quit rates decrease the less educated
an individual, and the older the job changer (Rosenfeld, 1979). If sex
diserimination exists, females should face less employment opportunities
than do males, thereby reducing mobility among females, Contrary to
expectations, female occupational mobility rates barely differ from those
of males (Rosenfeld, 1979).

Regarding the desirability of movement component of the model, as
previously mentioned, turnover does appear to be related to dissatisfaction
even though the relationship is not strong. On the one hand, the absence of
a strong relationship may be explained by the complexity of the turnover
decision in which job dissatisfaction is rarely the singular concern. Other
factors such as home ownership, community relations, and family
commitments may also influence perceptions of desirability of movement
(Wynne, 1971). Moreover, as equity theory would suggest — even if
dissatisfaction does exist — job termination is but one of several possible
solutions to the problem (Heneman and Schwab, 1975).

EFFECTS OF PENSIONS ON TURNOVER - If pensions are to effect
termination deecisions, it would probably be through their effeet on the
desirability of movement. More specifically, if alternative employment
opportunities offer superior benefits than those obtained on the present
job, the probability of turnover may rise. As was suggested in a previous
section, pension packages are unlikely to exert a major influence on job
acceptances because the informational complexity of the plans precludes
their quick assessment prior to job choice. Alternatively, pensions may
influence the desirability of movement by imposing opportunity costs on
turnover decisions. In other words, pensions may not be an inducement to
change jobs but they may actually discourage quitting because of potential
forfeiture of accrued retirement rights and benefits.

Prior to considering the evidence on the pensions-turnover linkage, it
is worth examining particular facets of pension plans which may be
pertinent to turnover decisions:

a. The particular vesting formula applied may influence the
probability of quitting, Under ERISA, employers can apply one
of three vesting formulas, In theory, up to the point at which
vesting occurs, turnover should be lowest under the formula
whieh yields 100 percent vesting after the smallest number of
years of service (this is generally the 10-year rule). After full
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vesting has been obtained, turnover should inerease regardless
of the formula for attainment of vesting.

b.  Employees stand to lose most from & termination decision when
there are no provisions for portability. ERISA does not require
portability provisions explicitly, even though some (e.g., Stb,
1971) have argued that requirements for 100% vesting have a
similar effect to that of mendating portability. ERISA does
encourage voluntary portability by enabling an employee to
transfer acerued pension benefits, tax free, from a qualified
pension plan to an Individual Retirement Account (IRA) if the
particular plan allows for such transfers. Similar tax exempt
transfers can be made from IRA's to qualified pension plans
(Phillips and Pletcher, 1977) to the extent that provisions for
portability of accrued pension benefits exist. The opportunity
costs of quitting deerease thereby increasing the probability of
turnover. :

e. The opportunity costs of a termination decision will be
minimized under multi-employer pension plans in which the job
change involves a transfer from one participating employer to
another (Srb, 1971). Under such plans, no loss of pension rights
will occur even if full vesting has not yet been achieved.

d.  Similarly, under plans which cover muitiple plants of the same
employer {i.e., multiple-plant plans), no loss of pension benefits
generally occur with job changes. Pensions under such
conditions are expected to have no effect on turnover.

e. In some instances, reciprocity agreements exist between
employers whereby pension eredits (including those not yet fully
vested) can be transferred in full from one employer to another.
Such agreements may exist in cases in which the insuring
company is the same for both empleyers. Under such
agreements, the impact of pensions on turnover decisions is
likely to be minimal,

Given the diversity in pension characteristics with the associated
differences in their possible impaet on turnover decisions, it is unfortunate
that most of the existent research has assumed that pensions are &
homogeneous good.

Lansing and Mueller (1967) found that workers covered by pension
plans had lower turnover rates than those not covered; additionally, the
euthors reported minimal to insignificant differences in mobility as a
function of vested (versus nonvested) benefits. Parnes and Nestel (1974)
concluded that pension coverage lowered the probability of voluntary,
interfirm labor mobility, Ross (1958} studied the rate of turnover in the
manufacturing sector between 1910 and 1956. The major determinant of
turnover decisions was the availability of alternative job opportunities
according to Ross. Pensions appeared to have little effect on mobility
decisions, probably — according to Ross — because high turnover rates
generally occur among young, short-tenured workers for whom retirement
income is a very distant concern.
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Lurie (1965) studied the effects of vested and nonvested pension plans
on mobility decisions in the higher education sector. When all types of
institutions were grouped together, faculty covered by nonvested pension
plans had actually higher mobility rates than those covered by vested plans.
Hence, similar to Ross, he concluded that, ... for the higher education
industry as a whole, nonvested pensions do not hinder mobility" (Lurie,
1965, p. 228). Differences in the effect of vesting on mobility were
identified, however, when the sample was divided into colleges versus
universities. Lurie found that voluntary separation rates were higher under
vested relative to nonvested plans for university faculty while the reverse
was true of college faculty. He attributed the divergent results to
differences in career opportunities of university versus college faculty.

Moore (1979) studied the determinants of voluntary turnover
decisions among 1,040 participants aged 50-64 in the National Longitudinal
Survey. The study focused on data collected between 1971-1975, prior to
the enactment of vesting requirements under ERISA. Of the numerous
variables that might impact on turnover that were examined (e.g., whether
the plan was vested, worker satisfaction, age, local and occupational
unemployment rates, marital status, home ownership, assets and other
income), only two showed a significant impact on the decision to quit:
length of service (inversely related to turnover) and earnings (positively
related). In a second analysis, in addition to the above two variables,
marital status was also related to turnover in that married individuals were
more likely to quit. In neither of the analyses did vesting per se have an
influence on voluntary turnover decisions.

Schiller and Weiss {1978), in the most informative study to date,
examined how structural characteristics of pension plans such &s vesting
provisions, early and normal retirement ages, mandatory employee
contributions, benefit formulae, participation requirements, and
availability of supplemental plans effect turnover. The authors relied on
large data sets from the Department of Labor and the Social Security
Administration whieh, unfortunately, do not differentiate between
voluntary and involuntary turnover. Among other variables, different
structural characteristics of pension plans were used to prediet turnover in
1969 for various age cohorts.

For the youngest cohort {(aged 25-34), requiring employee
contributions to pension funds tended tc decrease the probability of
turnover. Furthermore, there was a negative relationship between the
value of unvested pension benefits and the propensity to quit. In other
words, the propensity to quit was greatest when the loss of unvested
benefits was minimal (i.e., for new employees). Indeed the more stringent
the requirements for vesting, the greater the likelihood of termination. It
should be noted in this context that the data were collected pre-ERISA (in
1969) when the probability of vesting for younger workers approached zero.
Even for older workers {e.g., those aged 45-49), the probability of full
vesting following 10 years of service was only .32 in 1969 (Spector and
Schulz, 1979). In the 35-39 cohort, the only significant finding was that the
promise of high retirement benefits did not restrain quitting, once such
benefits were vested. Further support that vesting may actually increase
turnover for older workers was found in the 45-54 cohort. Each added
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dollar of vested monthly retirement benefits increased the probability of
quitting by .002; this effect operated for all benefits in excess of $56 a
month. Similarly, for an older cohort (aged 55-61), vested workers were
more likely to quit than those nonvested. Schiller and Weiss also found
that the probability of quitting in the 62-64 year age group increased if the
pension plan awarded early retirement benefits.

The above studies, taken together, do not constitute a consistent
body of findings. There are several possible explanations. for these
inconsistencies. The Schiller and Weiss (1978) study indicated two opposing
directions for the influence of vesting on turnover decisions depending on
the age of the worker. . Younger workers were less likely to quit as the
opportunity for vesting approached, while for older workers, termination
decisions increased once vesting occurred. 1t is possible that the zero
effect of vested pensions on turnover found in previous research may
actually mask these two offsetting trends, Had the data been examined
separately for the various age cohorts, the results of Schiller and Weiss
may have been replicated.

The data on the effect of pensions per se on turnover decisions are
also mixed. On the one hand, there may be little reason to expeet pensions
to exert any detectable influence on quitting because of the complexity of
such decisions. The Mareh and Simon {1958) model, for example, highlights
the importance of various nonjob factors (e.g., the level of economic
activity), which may effect voluntary turnover decisions regardless of the
individual's evaluation of present job conditions and rewards.

Further complicating the relationship between pensions and turnover
may be the fact that different classes of individuals may leave jobs for
different reasons. Flowers and Hughes (1973), for example, found that the
*easons employees gave for job retention differed by skill level. Low and
noderately skilled individuals emphasized accrued fringe benefits, family
‘esponsibilities, social ties and the security of a current job, while
nanagers emphasized community relations and the difficulty of finding
ilternative employment as the primary reasons for job attachment.
ndeed, if skill level does moderate the pension-turnover relationship, some
f the inconsistencies in previous research may be partially attributable to
mcontrolled differences in the occupational levels of the samples.

Even if a consistent, positive relationship between pensions and
urnover emerges in future research, without acknowledgement of
axtraneous variables, it may be hard to separate the effects of pensions on
etention decisions from those of other variables which tend to covary with
retirement benefits. In this regard, Green {1974) has observed that firms
with liberal benefit packages tend to be characterized by other features
(e.g., good labor relations or & nonauthoritative work climate) which are
conducive to increased length of service. In the absence of future studies
which control for such artifactual! explanations, the possibility must be
entertained that other organizational characteristics which coexist with
liberal fringe benefit packages may actually account for the lower turnover
rates.
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FUTURE RESEARCH - Additional research in the context of
termination decisions is needed. Despite the plausibility of the conjecture,
very mixed evidence supporting the favorable effects of pensions on
retention exists. Profitable investment of researchers' time would focus on
investigations of the effects of specific characteristies of pension plans on
turnover decisions, where a distinction is made between voluntary and
involuntary turnover. Of those mentioned at the outset, only vesting
provisions have been related to quitting and even that research has been
methodologically lacking. What, for example, are the effects on mobility
of portability provisions or the existence of multi~employer plans? In the
latter context, Srb (1971) has hypothesized that multi-employer plans may
actually inhibit occupational mobility or job changes involving geographic
transfers since most plans are administered by a single union and are
restricted to a given geographical area. Research along those lines would
be particularly timely in view of the attention portability and multi-
employer plans are receiving in Congress.

A more fundamental issue concerns the question of whether all
inhibitory effeets of pensions on turnover are desirable from the
organization's perspective. Pensions may encourage firm attachment of
undesirable employees as well as of those whose continued membership the
organization would tlike to encourage. Lurie (1965), for example,
hypothesized that the differential effeet of vesting on college versus
university faculty may be explained by differences in the career aspirations
and mobility opportunities of the two groups. If pensions affect only those
who have no alternative employment opportunities while not discouraging
the quitting of above-average performers, the presumed role of pensions
may be well worth re-examining. A shift towards analyses at the miecro
level will thus yield useful information on the responses of different
employee subgroups to the various characteristies of pension plans.

Pensions and Retirement Decisions

MODELS OF RETIREMENT DECISIONS - The personnel management
literature has been largely inattentive to the factors influencing the
decision to retire. Several possible explanations for this gap in the
literature can be offered: retirement may be viewed as determined more
by institutional (e.g., mandatory age requirements) and physical (e.g.,
health) factors than by psychological and cognitive reasons, as in the case
of job choice and peformance. As such, retirement decisions may be less
"interesting” to researchers.  Alternatively, the consequences of a
retirement decision generally have little impact on organizational
activities short of a pre-programed exit of an employee. Conversely, job
choices, performance and turnover exert a significant influence on ongoing
organizational behaviors, thereby necessitating closer attention. Finally,
retirement decisions are generally foreseeable in advance and can be
readily incorporated into manpower planning strategies. Job choices,
performance and turnover behaviors are far less predietable and
controliable. The difficulties inherent in understanding and thereby
influencing such behaviors have apparently provided researchers with a
more enticing challenge than that inherent in the prediction of retirement
decisions,



Notable in its exeeption is a paper by Walker and Price (1974) which
proposed & model of the retirement decision. The individual retirement
decision is influenced by several factors: environmental, institutional and
individual decision variables. Among the environmental influences on the
decision to retire are the following: government policies, such as
mandatory retirement age; age of eligibility for and level of social security
benefits; the state of the economy, which may hinder retirement if retirees
fear their income will not keep up with inflation; demographic factors,
whereby the retirement deeision may be moved forward or postponed
depending on demographic trends in the labor force; and cultural values
which impose a variety of normative interpretations on the decision to
work or not to work,

Institutional varisbles which may influence the decision to retire are
organizational policies to either encourage or discourage retirement among
its older workers, the availability of employer provided pension benefits,
and the extent to which the firm inereases the impending reality of the
retirement decision through retirement counseling and preparation. Walker
and Price (1974} list the following individual fectors which may influence
the retirement decision: the employee's health, financial situation, family
obligations, attitudes towards work, leisure and retirement and
expectations regarding the consequences of retirement.

According to the authors, institutional influences on the decision to
retire will prevail where retirement is mandatory. As retirement policies
become more flexible {e.g., when early retirement options are offered),
individual concerns will play a greater role.

It is difficult to provide a global assessment of the Walker and Price
{1974) model since the research to date has been fairly fragmented,
addressing one or the other of the determinants of the retirement decision.
Relevant empirical research will be presented below,

EFFECTS OF PENSIONS ON THE RETIREMENT DECISION - Several
surveys have assessed attitudes towards retirement and the effects of
various external factors (e.g., early retirement provisions and changes in
the mandatory retirement age) on retirement patterns. The Harris poll
{Harris and Associates, 1979) found general consensus ih current and
retired employees’ and business leaders' attitudes towards mandatory
retirement, that is, most opposed it (88 percent of current and retired
employees and 67 percent among business leaders), provided the employee
was still capable of doing the job. Business leaders and employees differed,
however, over the produetivity of older workers: 57 percent among current
employees, 61 percent of retirees and only 33 percent of the business
leaders felt that older workers performed as well as they did when they
were young. Most employees (54 percent) indicated that they look forward
to retirement, with younger workers considerably less enthusiastic about
the idea than older age groups. Favorable attitudes towards retirement
among 50-64 year olds increased with pension coverage: 64 percent of
those with private pension benefits and 71 percent of those covered by
public plans had positive retirement attitudes, while a smeller percentage
{58 percent) hed similar feelings among those not covered by pension
programs,
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When current employees covered by pension plans were presented
with a list of retirement alternatives, 34 percent indicated a preference to
retire at the normal age {compared to 29 percent for those not covered by
retirement plans), 18 percent preferred to retire early {compared to 11
percent among noncovered employees) while 46 percent indicated a
preference for some form of continued employment (relative to 56 percent
among employees not covered by pensions). Among the desired work
alternatives, 21 percent of those employees with pensions wanted part-
time work (compared to 27 percent for noncovered employees), 14 percent
wanted to continue indefinitely on the same job {(versus 18 percent for
noncovered employees), 8 percent wanted to work for a different employer
after retirement {versus 4 percent for noncovered employees) and 3
percent {(compared to 7 percent among noncovered employees) preferred a
less demanding and lower paying job following retirement. When retirees
were questioned regarding the adequacy of their retirement planning, an
overwhelming majority {70 percent) felt they were inadequately prepared
in some way. Among those receiving pension benefits, 42 percent felt they
had planned sufficiently, while only 20 percent of those not covered by
pensions felt the same way.

The Harris poll seems to indicate that pension coverage tends to
increase favorable attitudes toward retirement and the perceived adequacy
of retirement planning. Furthermore, receipt of pension benefits tends to
increase the propensity to retire early and to lower the desire to continue
working following retirement. Somewhat inconsistent with the Harris poll,
Ekerdt, Rose, Bosse and Costa (1976) found that the preferred age of
retirement rose as the respondents' age inereased, Retirement, therefore,
seemed to become less attractive as it approached. The authors added,
however, that despite the rise in preferred age of retirement for older
cohorts, the preferred retirement age was still generally younger than that
at which it would actually occur. Over 90 percent of the respondents
preferred to retire prior to or at the same age as they would actually be
able.

In a somewhat dated study, Meyer and Fox (1971) reported that early
retirements constitute only about 10 percent (at the median) of all
reticements. If company retirement benefits are actually more lucrative
with early retirement than the normal retirement, the median rate of early
retirement rises to 40 percent of all retirements. When only the actuarial
equivalent of the full pension is available for those retiring early, the
median rate of early retirements declines to 5 percent.

Several surveys have attempted to address the impact of the recent
amendment to the Age Discrimination in Employment Act (ADEA) which
prohibits mandatory retirement prior to age 70, with few exceptions,
Meyer {1978) reported that few executives anticipated changes in either
early retirement rates or retirements at 65 following the ADEA
amendments, Of 12 companies responding, the highest expected reduction
in early retirement rates was 6 percent. Similarly, only 8 of 37 responding
companies expected a decrease of more than 15 percent in retirement
rates at 65.
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A Bureau of National Affairs Survey (1980a) reached similar
conclusions: 51 percent of the 265 responding felt very little impact of the
ADEA amendments, with an additional 35 percent reporting no impact
whatsoever. This may be attributable to the fact that only a small
proportion of employees have been in the relevant age bracket since
passage of the amendments. Seemingly inconsistent with the previous
findings, 21 percent of the responding eompanies reported an increase in
numbet of employees electing not to retire since 1977 but the size of the
inerease was not specified. Twenty-eight percent of the reporting
companies had instituted changes in their programs for preretired and
retired employees between 1977-1979. Nine of the companies had
increased pension benefits and four had established new pension plans,
despite the fact that the ADEA amendments did not mandate any change in
employer contribution policies towards retirement benefits.

A survey conducted by Hewitt Associates (1980) reported more
significant consequences to the ADEA amendments. Sixty-four percent of
the 497 responding companies required retirement at age 70, while 33
-pereent had no specified mandatory retirement age. Forty-five pereent of
the companies reported that their 65 year old employees had elected to
continue working following the Act's amendments. Forty-eight percent of
those companies with defined pension plans were providing some benefit
inereases for employees working beyond the age of 65, though again, this
was not required under the amendment.

Despite the limited experience with the ADEA amendments, the
above survey results seem to indicate some delaying influence on
retirement deecisions of government decrees regarding the mandatory age
of retirement. It remains to be seen whether the increase in the
mandatory age of retirement will offset the trend, particularly among
those covered by private pension plans, towards early retirement.

Legal statutes are but one of a number of the factors that may
influence retirement decisions according to the Walker and Price {1974)
model. Economic considerations may also exert an influence on the
individual's decision to retire. Several studies utilizing aggregated data
have considered the relative importance of financial considerations in the
retirement decision.

Economists have examined the effects of social security benefits on
retiement decisions. Pechman, Aaron and Taussig {1968) and Feldstein
(1974) coneluded that social seeurity tends to lower the labor supply among
the elderly. Whether the inducement to retire is caused by the level of
retirement benefits or the "earnings test," which disecourages employment
among social security beneficiaries, is impossible to tell from the data.
Ture (1978) concluded that the social security system and ERISA both serve
to retard the growth of private pension plans. What that does, in turn, to
retirement decisions is not addressed by the author,

Barfield and Morgan {1969) focused on the decision to retire early and
found that planned early retirement was strongly and positively related to
expected inecome from both social security and private benefit sources and
to the employee's perception of his or her health. Long (1958), after
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examining a variety of data sources, concluded that the decline in the labor
force participation of older workers was attributable not to the growth of
public or private pension programs, but to the fact that older workers' jobs
had been bid away by younger women. Steiner end Dorfman (1959)
concluded, from a 1952 Follow~-Up Survey of the Aged to the Current
Population Survey {(U.S. Census), that 79 percent of all voluntary
retirements were attributable to poor health of the employees and not to
organizational retirement policies. It should be noted that the results were
derived from retrospective interviews of retirees.

Boskin (1977) attempted to disentangle the relative effects of health
concerns and financial considerations on the decision to retire. He found
no support for the assertion that poor health is a primary factor in
retirement decision. He actually reported a negative relationship between
annual number of hours lost due to illness, and probability of retirement.
The effect of social security benefits on retirement decisions was positive
and large. An increase in social security benefits from $3,000 to $4,000
per couple reised the probability of retirement from 4.5 to 16 percent. The
effect of social security on retirement decisions was seven times as great
as that of income from private pensions and other assets.

The above series of studies assessed the impact of financial and
health reasons on the propensity to retire. If any general conelusion is
warranted it is that social security benefits encourage retirement
decisions, at least when data are analyzed at the aggregated level. Some
studies suggest that pensions also exert an influence, albeit a weaker one,
on retirement decisions. Further research on this issue is warranted.

Walker and Price {1974) suggest additional, nonfinancial factors that
may enter into the decision to retire. These include attitudes toward work
and non-work, self perceptions and expectations from retirement. Two
studies, conducted at a micro~level of analysis, have assessed the impact of
various attitudinal variables on the decision to retire. Eden and Jacchsen
{1976) examined the impact of various personal attributes (such as
subjective assessments of age, effectiveness and health) and job
assessments on retirement propensity. Similar to Ekerdt et al. (1976), the
older the employee, the less favorable were attitudes toward retirement.
Subjective assessments of age were, however, positively related to
retirement attitudes, while subjective assessments of health and
effectiveness were negatively related. Interpreting the results from an
alternative perspective, older executives who felt young, heelthy and
effective on their jobs were most likely to want to continue working.
Contrary to expectations, attitudes towards work had no bearing on the
propensity to retire. Unfortunately, the authors did not include financial
factors among the variables examined.

Schmitt, Coyle, Rauschenberger and White (1979) attempted to
identify differences in demographie, work experience and job attitude
variables between a group of early retirees and a similar group of non-
retirees. Some differences between the two groups emerged. Early
retirees tended to be female, from small communities, with a greater
number of job changes, more dependents and nonworking spouses. Few
discernible differences in the attitudinal fabric of the groups were
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identified. Proxies for economie variables {number of dependents and
whether the respondent had a working spouse) generally showed less of an
impact on retirement status than that reported in previous studies. By and
large, the authors noted the significance of the absence of large
distinctions between the groups of retirees and nonretirees more than the
few detectable differences.

FUTURE RESEARCH - In the few miero-studies of the determinants
or retirement decisions, pensions have been largely ignored as & predictor
variable. This i5 unfortunate for several reasons. First, attitudinal surveys
among retirees tend to indicate that pensions make a difference in both the
propensity to retire and satisfaction with retirement. If the researcher's
objective is to gain insights into the retirement decision, the exclusion of
pensions from this model may be an important oversight. Second, in mueh
of the literature pensions gre presumed to encourage retirement, thereby
inereasing the productivity of the remaining work force by painlessly
removing obsclete employees and increasing promotion opportunities for
younger workers (McGill, 1975). The range of variability of retirement
ages is constantly increasing: some people with attractive early
retirement provisions may elect to retire as early as 55 while others may
stay on until they reach 70 years of age. It is reasonable to expect similar
variability in the performance levels of older employees. It is therefore
critical to assess whether the effects of pensions on retirement decisions
are targeted towards a particular group of employees. It would be most
troublesome if organizations discovered, for example, that pensions tended
to encourage the early retirement of the most effeet employees while not
having & similar retirement-indueing effeet on the below-average
performers, Future research which addresses the pensions-retirement
relationship for various employee subgroups is thus much needed.

Preferences for Pensions

General Preferences for Pensions

As repeatedly indicated, if employees are indifferent to pensions, it
is hardly plausible that provision of pension benefits will have any effect on
work-related behaviors. Hence, it is erueial to assess the importance
employees place on provision of pension benefits relative to other
components of the fringe benefit package and relative to other job
outcomes normally aceruing from organizational membership.

While there have been countless studies requesting employees to rank
their job preferences in general, few have actually included items relating
to the organizaticnal fringe benefit package among the attributes to be
ranked. In the few studies that have elicited ranking of fringe benefits,
employees have been asked to indieate their preferences for (or to
compare) such items as increased pension benefits, health insurance,
vacations, or life insurance benefits relative to an increase in pay.
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Greene (1964) questioned 801 Portland workers regarding their
relative preferences for increases in wages versus increases in benefits.
Twenty percent of the respondents preferred to have all of the increases in
cash; 22 percent preferred most of the increase in wages and a small part
in benefits; 33 percent were equally divided between wage and benefit
increases; 11 percent wanted most of the increase in benefits and only &
small part in wages; while 12 percent wanted all of the increase in
benefits. Unfortunately, Greene (1964) did not elicit relative preferences
for specific types of fringe benefits,

Jain and Janzen (1974) found that if employees were asked to choose
between a 5 percent pay increase or increases in various fringe benefits,
they overwhelmingly chose direct pay increases. For the group as a whole,
the order of preference for the remaining fringe benefits was for increases
in vacation, pensions, medical insurance, and life insurance. Chapman and
Otteman {1975) reported that their group of respondents preferred an
additional two weeks vacation over other compensation options. The other
rated items, in order of declining sattractiveness were a pay increase,
pension increase, family dental insurance, early retirement opportunities,
ten free Fridays, a four-day work week, and a shorter workday. Nealey
(1964) compared preferences for a union shop relative to increments in
various compensation options. For the respondent group as & whole, health
insurance weas the most preferred item followed by a desire for a union
shop while preferences for a 6 percent raise, an increase in pension
benefits, and an additional three weeks vacation were ail similarly ranked,
followed by a desire for a shortened work week,

Wagner and Bakerman (1960) assessed the preference for wage
increases relative to increases in the level of the fringe benefit package
among steelworkers. Participants were asked whether an increase in fringe
benefits would satisfy them as much as & direct wage increase if it
amounted to the same in dollars and cents. Among the steelworkers, 80
percent responded "yes" in the initial survey and 95 percent answered "yes"
in the follow-up interview. In response to a question concerning the
relative preference for an inerease in wages compared to an increase in
fringe benefits, 92 percent favored increases in fringes, § percent were in
favor of wage increases and 2 percent were undecided. Wagner and
Bakerman (1960) also examined preferences for specific components of a
fringe benefit package. For a combined group of steelworker and non-
steelworker respondents between which no systematic intergroup
differences in preferences were identified, the hierarchy of fringe benefits,
in order of importance was: pensions, group life and health insuranee,
group medical, supplementary unemployment insurance, guaranteed annual
wages, vacation, and vaeation pay.

Two surveys by the Opinion Research Corporation (reported in
Lester, 1967) provided additional data on the relative preferences for
fringe benefits, In the first survey conducted toward the end of 1949,
workers indicated a two-to-one preference for pensions and other benefits
over a 10-cent-an-hour wage increase. In a second study of manual
workers' preferences conducted in 1958, respondents indicated preferences
for increases in various components of the compensation package in the
following order: unemployment benefits, hospitalization insurance,



guaranteed annual wages, shorter work week at the same pay, larger
company pensions, higher wages, ineréases in paid vacation, and a profit
sharing plan.

It is virtually impossible to come up with any generalizations which
apply uniformly to all workers, based on the set of studies reviewed above.
Probably the strongest conclusion that can be reached is that in most
studies (with the exception of Jaine and Janzen, 1974), respondents
indicated strong preferences for fringe benefits even at the expense of
inereases in direct pay.

There are numerous possible methodological and substantive reasons
for the disarray of findings in this area. Parnes {(1954) has suggested that
methods that elicit hierarchies of preferences for job attributes in abstract
contexts are necessarily unreliable, sinee questions regarding preferences
for job mttributes are answerable only if the respondent knows the specific
ranges within which the attributes can vary. As a ‘case in point, in many of
- the previously cited studies, fringe benefits were listed in global terms
without specification of the dollar change in the fringe benefit which was
to be compared against the alternatives, Additionally, the studies differed
in terms of the instructions preceding the ranking task, the number of
fringe benefits to be ranked, and the labels attached to the fringes. While
these methodological inconsistencies may provide a partial explanation for
the lack of uniform results across studies, other differences among the
surveys {e.g., in economic econditions, oecupational background of the
respondents or current employment terms) may indirectly point to factors
that exert a systematic impact on fringe benefit preferences that should be
further explored. Indeed, many researchers have suggested that there is no
reason to expect any uniform hierarchy of preferences for components of
the compensation package because of the wide range of variability in the
personal situation, economic conditions, and labor market opportunities of
employees. Accordingly, a more informative approach to the study of
preferences for compensation benefits would be through an attempt to
identify variables which lead to predictable differences in preferences for
fringes for various groups of workers.

Identifiable Differences in Preferences for Pensions

Several of the studies deseribed previously presented findings for
various subgroupings of respondents, Jein and Janzen (1974) found that
preferences for larger amounts of pension benefits increased with length of
service in the organization. QOccupational distinctions also appeared to
influence preferences for fringes: techniecal employees preferred pay
inereases over all other kind of fringe benefits; professional staff had equal
preferences for increases in pay and vacations, and rank and file workers
showed a marked preference for increases in pension benefits,

Chapman and Ottemann {1975) found that several demographice
characteristics exerted a systematic impact on preferences for pension
benefits: older wérkers preferred pensions to all other fringes; married
individuals had a stronger preference for pension benefits than did single
persons; pension preferences were stronger the fewer—the number of
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dependents and the greater the years of serviee in the organization.
Employee's sex or job title had no impact on pension preferences.

Nealey (1963) conducted a series of studies of fringe benefit
preferences in three organizations, the results of which were presented
separately for some of the demographic groups. For example, for males in
one study, the importance of pensions increased dramatically with age.
This trend, while less pronounced, was also true for females even though
females in the oldest age group still preferred increases in pay over pension
benefits. Length of service, which is highly correlated with age, had a
similar influence on preferences for pension benefits. Income level was
related to pensions such that preferences for pensions among meale
respondents increased dramatically with increases in income level. Similar
to the Chapman and Ottemann (1975) finding, pension preferences
decreased with increases in the number of dependents. Job type (physical
versus clerical) and respondents' attitudes in the areas of promotions,
employment security, wages, and supervision did not affect preferences for
pensions. In a second related study (Nealey, 1964), place of residence
(urban versus rural), skill level, and marital status did not exert &
systematic impact on pension preferences. The latter finding is contrary
to that reported by Chapman and Ottemann, (1975).

Schuster {1969) studied the importance employees attached to various
components of a fringe benefit package. Certain personal factors
differentiated among the compensation preferences. For example,
consistent with previous findings, younger workers viewed retirement
benefits as least important while older workers saw retirement and medical
benefits as the most important components of a fringe benefit package.
Perceptions of the importance of various fringe benefits varied by job
category. For example, retirement benefits were the least important pay
component for technical and clerical support workers. All job categories
mentioned the medical plan as the most important component of a
compensation package while retirement was approximately fourth in
importance for exempt employees. The importance of retirement options
inecreased with salary level end company service; but sex, marital status,
and number of dependents did not appear to influence perceptions of the
importance of retirement. The latter two findings are contrary to previous
research,

When preferences for fringe benefits in general and pension benefits
in particular are examined separately for various demographic and
occupational groups, some consistent findings emerge. In general, older,
longer service employees of higher income levels attach greater
importance to pension benefits than do their younger, poorer counterparts
with shorter job tenure. While more equivoeasl, it also appears that having
more dependents leads to attaching lower importance to receipt of pension
benefits. Sex, apparently, does not affect preferences for pensions, while
the evidence concerning the effect of marital status and job level or
category is mixed.




Preferences for Components of the Pension Package

While the available research does enable some conclusions concerning
the preferences of various groups of individuals for pension benefits in
general, virtually no examinations of the preferences for different
ecomponents of a pension plan have been conducted. More useful
information would be obtained from surveys that obtained information
about the specific trade-offs employees are willing to incur in order to
augment the level of one fringe benefit relative to another, In the
particular context of pension benefits, with the trend toward their ever
increasing complexity, there is a dire need to survey employees regarding
their preferences for specific components of the pension package, the
trade-offs that could be agreed to among the various aspects of a pension
plan, and among alternative components of the compensation package.

The Hatris poll of American attitudes toward pensions and retirement
(Harris & Associates, 1979) is a notable exeeption in this regard. Present
employees, retirees and business leaders were questioned regarding their
attitudes toward specific components of a pension plan. When current and
retired employees were questioned regarding the plan characteristic which
was of most importance to them, those attributes were, in order of
declining importance, provisions for cost-of-living increases, pension
benefit levels that maintain preretirement standards of living, survivor
benefits, guaranteed pension benefits (regardless of financial performance
of the fund), pension benefits that provide an adequate yet lower income
than preretirement levels, vesting provisions, and provisions for portability.
It should be noted that when business leaders were asked a similar question,
cost-of-living increases were rated only fifth in importance.

Current and retired employees preferred pension plans that provided
small, guaranteed benefits relative to large, nonguaranteed benefits (75
percent to 6 percent); felt that the benefit received from a private pension
plan should be unaffected by the level of social security benefits (55
percent to 37 percent); and preferred vesting over transferral to IRA's over
portability as a means of retaining accrued pension benefits when job
changes occur (34 percent to 31 percent to 29 percent), Only 2 percent of
the respondents would like to see their acerued pension benefits
transferred to federal funds in the event of job changes. Current and
retired employees and business leaders indicated a preference for defined
benefit over defined contribution plans; however, the preference was more
marked in the case of business leaders., This attitudinal preference for
defined benefit plans seems to be contradictory to a trend to actually move
away from defined benefit plans to defined contribution plans {Meier &
Bremberg, 1977).

In the Harris poll, employees clearly indicated that they would be
willing to contribute to pension plans {68 percent to 24 percent), and
especially if the plans included cost-of-living increases, 74 percent would
be willing to contribute; for early retirement provisions 61 percent would
be willing, for a 100 percent guarantee that benefits would be received 60
percent would be willing; and for survivor benefits 58 percent would be
willing. Respondents were even willing to take a cut in the level of pension
benefits only if the plans included the special provisions mentioned



above. A majority, however, indicated that they would not be willing to
take smaller pay increases for added pension benefits. When asked how
much they would be willing to contribute to their pension plan in order to
secure an adequate retirement income, the most common figure mentioned
by employees was 9 to 10 percent of their salary.

Business leaders were less ineclined to have employees contribute to
their pension plans. A clear majority felt that employees should not be
required to contribute. Furthermore, business leaders were equally divided
in their preference for pension plans with no employee contributions and
with veluntary contributions only but were less supportive of plans that
required employee contributions (22 percent).

With the inereasing variability in pension plan characteristies, it is
becoming less likely that all groups of employees will have identical
preferences for different pension plan options. Further intra-
organizational surveys along the lines of the Harris poll would provide
employers with particularly useful information concerning the desirability
of specific components of a proposed pension plan.

An additional consequence of the trend toward greater complexity of
pension packages is that business leaders may have increasing difficulties
in assessing accurately what the needs and preferences of different groups
of employees are. In the absence of convergence between employee
preferences and employer perceptions of these preferences, business
leaders may be providing costly fringe benefit options to their employees
which are neither valued nor capable of bringing about any of the desired
results in employee behaviors or attitudes, It is important, therefore, to
examine the evidence regarding the capabilities of employers (and union
leaders) to assess correctly the compensatlon preferences of their
employees {membership).

Assessment of Employment Preferences by Others

Few studies provide evidence, either direct or indirect, regarding the
similarity between employer and employee evaluations of components of
compensation packages. As mentioned previously, the Harris poll (Harris &
Associates, 1979) found marked differences in the importance current and
retired employees attached to various aspects of a pension plan relative to
business leaders' perceptions of those same items. For example, cost-of-
living increases were of most importance to current and retired employees
but were ranked only fifth {out of seven) by business leaders, Other
divergent rankings were for vesting provisions (ranked fifth by employees
versus second by business leaders), for benefit levels that provide an
adequate income, yet lower than preretirement levels (ranked seventh by
employees versus fourth by business leaders) and for benefit levels that
maintain the preretirement standard of living (ranked fourth by employees
and sixth by business leaders). Such divergence in opinions does raise
questions regarding employers' ability to formulate appropriate responses
to employee priorities of these responses are based on employer
presumptions about the needs of their workers.
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Greene (1964) found that employers frequently estimated incorrectly
the importance to employees of cash increases relative to benefit increases
in the direetion of over-emphasizing the importance of direct pay. Lawler
(1971) also reported that managers overemphasized the importance of cash
payments for their employees relative to other, less tangible rewards from
the work itself, '

Howel and Brosnan {1872) examined the ability of union officers,
company foremen, supervisors and managers to predict worker preferences
for various job rewards including added take-home pay, additional vacation,
staff development plans, and improved social amenities. Company
representatives as a group were generally superior to union officers in
predicting worker preferences even though both groups provided reasonably
acceurate predictions. The correlations between worker preferences and
managers', foremen’'s, supervisors' and union officers' predictions were .78,
.82, .78 and .68, respectively, in firm A and .93, .78, .91 and .80,
respectively, in firm B. While union officers apparently lacked self insight
(correlations between officer’s predictions and officer’s preferences were
.36 and .07 in firm A and B, respectively), in fact, their preferences for
organizational rewards were fairly similar to those of the workers
{correlations between worker and union officer's actual preferences were
.83 and .51 in firm A and B, respectively). Unfortunately, no data are
presented regarding the similarities in actual preferences among company
representatives and their employees.

When the results were analyzed on an individual rather than group
basis, less favorable conclusions could be reached. Only 17 percent of
individual union or company representatives could provide acecurate
predictions of dollar allocations among various rewards by workers, and
only 34 percent could successfully predict employees' rankings of the
importance of various rewards. Hence, marked individual differences in
predictive accuracy existed among the wvarious union and ecompany
representatives. The impliecations of this finding are particularly trouble-
some if organizations make compensation policy decisions based on the
fringe benefit choices of individual company or union representatives. In a
follow-up study using a similar methodology, Borsnan (1975) generally
replicated the findings of the original investigation.

Some business leaders have argued that even if managers' perceptions
of employee fringe benefit preferences do not converge with those of the
workers themselves, managers' judgments should prevail. Proponents of
this position contend that employees cannot be expected to exercise
informed judgment in evaluating various compensation options given the
extreme complexity of these issues. Employees are frequently propelled by
short-term needs, the positive relationship between retirement proximity
and preferences for pension benefits being a case in point (McEown, 1975).
Furthermore, employees may not appreciate the value of various benefit
alternatives nor may they understand the complex trade-offs that exist
among them (Goode, 1974). Some data indicate that employees are not
aware of even basic information regarding their fringe benefits. According
to the Harris poll, 43 percent of the current employees questioned did not
know or were not sure of the level of monthly pension benefits they could
expect upon retirement. Upper level executives may also possess



incomplete or inaccurate perceptions of their fringe benefits. Lewellen
and Hettenhouse (reported in EBPR Research Reports, 12-78) found that
upper level executives with an average income of $38,300 at the time
seriously misjudged the value of a series of benefits, Pensions were
estimated to be worth 185 percent of their real cost, deferred
compensation and profit sharing options were valued at 133 percent of
their cost, while life insurance was judged to be worth only 68 percent of
the real cost of the plan. If executives who are expected to be reasonably
attuned to the financial nuances of various compensation options do so
poorly in assessing their worth, the argument goes, how can lower level
employees be expected to make an informed choice which maximally
satisfies their needs?

Hence, proponents of this position argue that managers should
provide workers with a basic level of benefits guaranteeing minimum
security in various areas (Paine, 1974), even if employees claim no interest
in some of these benefits. The lack of convergence between managers' and
employee options regarding desirable benefits is probably less a function of
managers' insensitivity to employee wants and more a funection of
managers' superior grasp of those aspeets of a compensation package that
are likely to promote the well-being of employees and their families in the
long run.

In partial response to many of the observations noted above, many
writers have proposed a more flexible approach to fringe benefit planning.
This approach has become known as the "cafeteria approach™ and involves
allowing employees to choose how to allocate their fringe benefit dollar
among the various types of fringes provided.

Increasing the Effectiveness of Private Pension Plans

A number of proposals for changes in the methods used to administer
fringe benefit programs have been proposed by various authorities over the
years, Most of these proposals are designed to increase the effectiveness
of pension plans by improving their viability, by increasing the amount of
security to be achieved by retirees, or by bringing the characteristics of
the plan more into line with the personal wants or objectives of the
employees and of management. Pension plans, like other organizational
programs, are more likely to achieve their objectives when they are
congruent with what the participants want. It might also be important to
attempt to make the pension plan congruent with the desires and interests
of management as well since management is likely to be more supportive
of a plan that meets their desires than of one that does not.

The Cafeteria Approach to Fringe Benefits

As previously indicated, several writers have advocated a cafeteria
approach to fringe benefits (Lawler, 1976). Fringe benefits typieally
amount to one-third of the total compensation package (the proportion
increases the higher the employee's organizational level) and are generally
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awarded uniformly to all employees. Selection of the components of the
fringe benefit package is generally made with the "average"” employee in
mind. The notion of the average employee, many writers claim, is a
vacuous concept because of mueh evidence regarding individual differences
in preferences for fringe benefits. Hence, the implementation of a flexible
fringe benefit program has been frequently advocated (e.g., see Baytes,
1976; Belliveau, 1972; Lawler, 1976; Rohan, 1974 or Werther, 1974) in
which employees have the latitude to select how to distribute the
organizational allotment for indirect pay among the various benefit options
based on the individual's perception of his or her preferences and needs.
Different variants of cafeteria plans have been proposed. Some writers
have advocated provision of a core level of fringe benefits for all
employees to which each employee can add supplemental benefits that are
particularly attractive to him or her (e.g., Paine, 1974); others have
suggested broadening the concept of cafeteria plans to include direct pay
(e.g., Risher and Mills, 1974), thereby enabling trade-offs not only among
the various fringe benefit options but also between levels of direet and
indirect pay; and still others have debated the number of benefit options to
be offered under a flexible compensation system if the project is to prove
cost-effective (Thompsen, 1973).

ADVANTAGES OF THE CAFETERIA APPROACH - The cafeteria
approach is purported to have numerous advantages. It explicitly
recognizes individual differences in preferences for fringe benefits. By
also involving employees in the design phase employee acceptance of the
plan may be facilitated (Paine, 1974). Moreover, the veracity of managers'
assumptions regarding employee preferences becomes less important since
managers, alone, no longer choose components of the compensation
package. Additionally, menagers can quell their concerns regarding
employees' inability to protect their Iong term interests by designing a plan
which guarantees a minimum level on certain critical benefits. The plan
may even reduce total expenditures for indirect compensation in the long
run by enabling managers to eliminate benefits which are not eonsistently
chosen by the employees. Furthermore, if the bulk of the benefit package
is concentrated on purchasing benefits which satisfy employee needs, there
will be less pressure for future across-the-board increases in benefit
expenditure (Werther, 1974).

Others have suggested that having to consider the trade-offs among
levels of various fringe benefits makes employees appreciate the costs the
organization incurs in their behalf — even more than if the employees
themselves were required to contribute to these plans {Lawler, 1976).
Thus, cafeteria compensation, tailor-made to the individual needs of each
member of the organization, is expected to increase pay satisfaction., As a
result, ", .. firms will get more — more loyalty, more stable employment
relationships, more performance, more applicants — for their money"
(Werther, 1966, p. 44).

DISADVANTAGES OF THE CAFETERIA APPROACH - Cafeteria
plans are not without their problems. -Paine (1874) enumerates several;
increased costs may result from the expense of computerizing and
administering a highly individualized and, therefore, nonstandardized
compensation program, and from the possible loss of tax benefits since the
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IRS may elaim the individual has ". .. constructively received amounts he
allocted to benefits . .. which he could have elected to receive in cash”
{Paine, 1974, p. 60). A related problem concerns the possible loss of the
qualified status of some plans with the associated loss of tax benefits if,
for example, a disproportionate number of highly paid employees choose to
buy into those plans. Additionally, expenditures may rise because of loss of
economies of scale in computing the cost of various insurance policies if
segments of the work force opt out of a program. Finally, the distribution
of individuals who elect to be covered by a given insurance scheme may be
skewed in favor of high risk cases, thereby leading to subsequent increases
in insurance premiums. Goode (1974) warned that cafeteria plans may even
become serious "demotivators" if employees, guided by short-term
concerns, make the wrong choices.

PENSION BENEFITS UNDER THE CAFETERIA APPROACH - Such
problems have not deterred some organizations (e.g., TRW, American Can,
Xerox Corporation, Educational Testing Service) from experimenting with
flexible benefit plans. While judgment of the success of such programs
must be withheld until empirical evidence is provided, preliminary
evaluations of at least two of the above instances are favorable. Wilkens
(1974) reported on a very preliminary evaluation of the TRW cafeteria plan
covering approximately 12,000 employees after the first year of its
implementation. No serious administrative problems were encountered,
probably because of the excellent information preocessing systems in
existence prior to introduction of the program. Further quantitative
evaluations of TRW's experience are currently underway. Schlactmeyer
and Bogard (1979) conducted a preliminary investigation of the reactions of
9,000 affected employees to a cafeteria plan implemented at American
Can some six months earlier. In-depth interviews indicated that "... the
trial group reacted favorably to the flexible program, to the choices they
were exposed to and to the communications materials they received" {p.
16). In general, 90% of American Can's salaried employees covered by the
program indicated favorable responses to its introduction.

In the absence of further, empirical and carefully controlled studies
assessing the consequences of flexible benefit plans, their numerous
purported virtues remain unknown at this point. Somewhat questionable is
the assumption that exercising the right to select benefits of one's own
choosing will inerease pay satisfaction over and above the satisfaction
from across-the-board provision of benefits. More troublesome is the
assumption that pay satisfaction will have salutory effects on employee
attraction, performance, and retention. Specifically, no more than
anecdotal descriptions attest to increases in satisfaction given the freedom
to choose among various benefit options. Additionally, as argued earlier,
the personnel management literature does not lend support to any
systematic linkage between pay satisfaction and job choice or performance
(see Dyer, Schwab and Fossum, 1976 and Schwab and Cummings, 1970}, and
provides positive but weak evidence on the relationship between job
satisfaction and tenure (Porter and Steers, 1973). Until such linkages are
documented in the specific context of flexible benefit packages and
weighed against the costs incurred in their design, implementation, and
administration, cafeteria plans remain only within the realm of an
attractive compensation idea.



It should be noted that further skepticism is warranted when pension
benefits are contemplated within the framework of cafeteria plans. Under
current provisions of the Internal Revenue Code (as amended in 1978), no
form of deferred compensation can be included under cafeteria plans which
benefit from tax exemptions. The inclusion of pension benefits within non-
taxable cafeteria plans has recently been considered in the Senate Finance
Committee; if and when a favorable ruling emerges from the Committee,
organizations should carefully consider the utility of eonverting pensions to
optionable benefits in light of the previous discussion.

Whether organizations adopt a flexible eompensation approach or
simply award standardized fringe benefits to all employes, many of the
potential advantages of such compensation policies will be lost unless
employees fully appreciate the effort and costs involved in their provision.
Hence, much has been written about the importance of communicating to
employees the full scope of their fringe benefit options.

Improving Pension Plan Communications to Employees

ERISA sets minimum communication requirements whereby each
employee is entitled to a summary of the plan once every 10 years {or
every five years if plan changes have been instituted). Among other things,
the summary should include requirements for plan participation, normal
retirement age, survivor benefits, vesting provisions, identity of the
organization that maintains the plan's funds, and whether the plan is
insured by the Pension Benefit Guaranty Corporation. In addition, a
summary report of the plan's assets and liabilities, receipts, and
disbursements are required on an annual basis (Fleming, 1975). According
to ERISA all reports must be in a language and format "ecalculated to be
understood by the average plan participant” or beneficiary.

The Harris poll (Harris & Associates, 1979) found that while most
employees felt they understood the annual and summary pension reports,
the majority of employers felt the same only regarding annual reports.
Most employees, unlike business leaders felt that the summary of the plan
helped understanding, even though there is definite room for improvement.
One-third of the respondents indicated that the summary report was only
"somewhat helpful.” While there was overall satisfaction with the level of
explanation of pension benefits, employees and business leaders differed
sherply over the specific informational items that should be included in the
report. While business leaders and employees generally shared views on the
importance of information concerning expected pension benefit levels and
the projected certainty of these payments, differences in opinion were
evident on the following issues: information about whether employers were
making the necessary contributions to the pension plan {87 percent of the
employee group thought it very important compared to 64 percent of the
employers); the current financial status of the plen (83 percent of
employees thought it very important versus 38 percent of employers); the
party responsible for the handling of the plan (60 percent of employees
thought it very important versus 17 percent of employers); the return on
investments (59 percent of employees thought it very important versus 16
percent of employers); and information concerning the type of pension plan
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investments (60 percent of employers thought it very important versus 10
percent of employees).

ADVANTAGES OF EFFECTIVE COMMUNICATIONS - Even without
the need to ecomply with the law, in absence of clear explication of the
employee benefits accruing from various indirect forms of pay and their
associated cost to the employer, organizations cannot hope to reap any
meaningful returns on such pension expenditures. As mentioned earlier,
pensions will have a bearing on employee behaviors, (e.g., job choices,
satisfaction or turnover decisions) only if (8) pensions are an important
determinant of such behaviors and {b) if a concise appreciation of pensions
can be formulated, thereby enabling their inclusion as a factor in these
decisions, For example, given the probable process of choosing jobs,
pensions are less likely to serve as a criterion in job acceptance decisions,
regardless of their perceived importance, unless the candidate can come up
with a fairly quick and coneise impression of the dimensions of a
retirement plan. Therefore, the role of an effective communications
program is to provide an applicant with.a clear and simple deseription of
the major provisions of the pension plan in order to facilitate its inclusion
as a relevant factor in the job acceptance decision. Otherwise, pensions
will bear no influence on the job choice decision, not necessarily because
they are unimportant, but because the job chooser is unable to form an
evaluation of the retirement plan given the information and time
constraints involved.

The reader will recall, also, that the determinants of satisfaction and
turnover are very complex, thus virtually precluding attribution of these
outcomes to a single factor in the worker's environment. Here, too, if
pensions are to have even a marginal impaet, the consequences of receiving
or losing such benefits must be clearly understood before they can bear any
relevance to such behaviors.

There are other justifications for an effeetive communications
program. An early study by Sheard (1966) found a positive relationship
between knowledge of benefits and positive attitudes toward the
supplemental compensation program of the organization., Hewitt
Associates (reported in Paine, 1974) found that employee appreciation of
benefit plans was more influenced by the effectiveness of the two-way
communications prior to and during plan implementation than by requiring
employee contributions. The level of employer expenditures on indirect
pay may even take second place to communications in influencing
employee perceptions of the attractiveness of their fringe benefits
(Fleming, 1975).

The issue of communications becomes inereasingly important the
more variable a fringe benefit package. In the case of cafeteria plans
writers have emphasized the need to explain extensively components of the
package, their costs and trade—offs not only as a means of highlighting
employer expenses, but also because in-depth employee understanding of
the various options under the plan is a critical prerequisite if employees
are t)o make informed decisions appropriate to their unique needs (Jewett,
1976).
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ORGANIZATIONAL PENSION PLAN COMMUNICATION

PRACTICES ~ While open ecommunication of compensation policies seems
like good business from both the employer’'s and employee's perspective,
many organizations have not engaged in such practices. In fact, more than
any other personnel management funetion, the area of compensation has
been shrouded in secrecy (Miller, 1876). While there may be some merit to
pay secrecy in the case of inequitable pay structures, this practice seems
much less defensible in the case of fringe benefits which are generally
awarded across the board. Under those eircumstances, openness regarding
fringe benefit distribution could easily lead to charges of unfairness. In
fact, some have argued that employers' traditional reticence to publicize
their compensation practices have enabled unions to claim for themselves
much of the responsibility for benefit achievement (Jewett, 1976), Union
members do, in fact, have a higher probability of receiving fringe benefits
in general and pensions in particular (Berger, Boudreau and Olson, 1980) so
that such union claims are partially justified,

Relating Pension Benefits to Company Profits

An alternative approach to increasing organizational gains from
provision of fringe benefits in general and from pensions in particular is to
tie their award to organization-wide indices of performance. Several
variants of this approach have been employed in different sectors of the
economy.

PENSION PROFIT SHARING PLANS - Under a pension profit sharing
plan, the employer is not commited to a fixed contribution each year since
the company's contribution to such deferred ecompensation plans typically
amounts to between 10 and 30 percent of the company's profits beyond
some fixed minimum, Sears-Roebuck has a well known plan of this type.
In 1974 there were over 186,000 deferred profit sharing plans in existence
(Nash and Carroll 1975). One purpose of such plans is to strengthen the
identification employees have with the company. It is hoped that this will
motivate employees to perform at higher levels by giving them some return
for their extra contributions (Metzger, 1964). Such plans may also improve
performance by increasing employees' acceptance of management systems
and techniques designed to improve efficiency. Other suggested benefits
of profit sharing programs are to improve morale, improve teamwork,
reduce waste, improve the quality of workmanship, and to educate workers
as to the economic realities of business (Metzger, 1964),

One obvious problem in the effectiveness of such plans in achieving
these objectives is the difficulty an individual employee has in seeing a
relationship between what she or he does and company profits. This is
more true in large companies employing many workers and where such
profit sharing distributions are to be paid far into the future rather than
currently. However, some companies with such plans claim their plans are
successful (Metzger, 1964). Also at least one study indicated that
companies with profit sharing plans are more profitable than those
companies without industry {(Personnel Journal, 1972). It should be noted
that a profit sharing plan may be the result rather than the cause of the
higher profits.
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One may expect employees to prefer cash disbursements from such
profit sharing plans over pension payments at a later date. At Motorola,
however, employees indicated a preference for a deferred pension plan
which was the practiced plan over cash payments {Coletti, 1967). In
addition, the Motorola employees said that such a plan made them want to
work harder {Coletti, 1967). Other studies do not show this preference for
long term deferred benefits. For example, employees working at Quaker
Qats were offered a choice between cash payments or long term
investments to be paid on a deferred basis. Lower level employees chose
cash while higher level and higher paid employees chose the long run
benefits (Pigors and Myers, 1977).

EMPLOYEE STOCK OWNERSHIP PLANS - The newest device for
relating employee pensions to an organization's stock is the Employee
Stock Ownership Plan (ESOP) which has become increasingly popular since
its inelusion under ERISA., Under these plans, the company purchases stock
for the employees' future pension benefits, Hundreds of such plans have
been established since 1974. The plans have been promoted as a means of
increasing employee concern with the economic performance of the firm
(Pigors and Myers, 1977) and also have been viewed as a useful aid to
business organizations in raising the capital they need to expand and to
modernize their plants {Stern and Comstick, 1978). Such plans are useful in
raising capital because firms may get investment tax eredits for sums set
aside for employee pensions. Moreover, the stock purchased for the
employees' pensions could be used as collateral to obtain loans for the
business.

PROBLEMS IN RELATING PENSIONS TO STOCK PRICES - From the
employees' perspective, there are certain problems associated with this
approach to funding pensions. The value of the company's stock at the
time the employees retire may decline from the price of the stock at the
time of acquisition. During the 1920s, many employee stock ownership
plans were developed in the United States. The vast majority of these
plans failed in the 1930s, and the workers affected lost most or all of their
savings at a time when they needed these savings to help cope with the
widespread layoffs.  Another problem with ESOPs is that financial
retirement planning is diffieult under conditions of unpredictable
retirement benefits. A decline in the value of a company's stock may
create negative employee attitudes about the organization, For these
reasons, there have been several proposals in Congress to allow ESOPs to
be used as deferred compensation for employees only when another
acceptable pension plan is already in existence in the company. At.the
present time, the new generation of ESOPs have not been in existence long
enough to evaluate their effectiveness, It is elear, however, that they have
helped individual companies in poor financial conditicn to survive by
transferring some of the economic risks involved in business to the
employees. This may also have helped save some of the employees' jobs, at
least temporarily, while at the same time, reducing the future security of
these employees.
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Adjusting Pension Systems to the Changing Environments of the
Organization

Recent writings in personnel management have stressed the
importance of matching personnel systems or procedures to characteristies
of the situation (Glueck, 1978; Carroll and Tosi, 1976). Such an approach,
termed the "contingency" approach, assumes that the outside environments
of an organization (technical, market, government, etc.) determine the
nature of the tasks in the organization and the type of people employed.
The personnel management systems implemented must reinforece good
performance on these particular types of tasks and also should be
congruent with the values and preferences of the types of persons
employed. This means that a pension system, like any other personnel
system, should probably vary in its characteristies from one organization to
another and perhaps also from one organizational unit to another if such
units interface with different environments and as.a result, have different
task and people demands.

ENVIRONMENTAL DIVERSITY AND PENSIONS - One of the more
important responsibilities of the personnel manager is to keep abreast of
changing environmental conditions to insure that the nature of the task
assignments, people selected, and personnel systems employed are
compatible with these outside forces. The fact that this responsibility is
probably widely neglected does not diminish its importance, As the outside
technological environment becomes more volatile for example, it becomes
necessary to employ high level technical personnel who have the capability
of coping with this uncertainty (Lawrence, Barnes and Lorseh, 1976). When
this occurs, the problem of technological obsolescence often inereases and
pension systems that provide for early vesting, portability, or incentives
for early retirement may become more functional. A "eafeteria" type of
fringe benefit program may be most functional in organizations which
employ a very wide range of different occupations because of the presumed
diversity in the fringe benefit preferences of these heterogeneous groups of
individuals. Organizations with tasks or occupations that produce early
"burnouts," such as ecertain public schools or aireraft controllers might also
be well served by earlier vesting, portability, or, in some cases, early
retirement provisions.

Some environmental changes affeet all organizations rather than just
a few. These environmental changes must be anticipated and evaluated in
terms of their potential impact on the viability of an organization's pension
system and its ability to achieve its objectives. In assessing the future
outside environment common to all organizations, it would appear
important to pay particular attention to changes in demographic and
eeconomic factors, in union policies, and in social values,

DEMOGRAPHIC FACTORS AND PENSIONS - Periodic changes in the
birth rate have changed the percentage of the population falling into
different age categories (Business Week, September 3, 1979). For example,
the birth rate before the depression years was much higher than in the
1930s. This has ereated a higher increase in the proportion of these 45 and
older than the increase for the population as a whole. Similarly, there was
an inerease in the birth rate after World War II which lasted until the early
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1960s. This was followed by a period of declining birth rates sometimes
called the "baby bust" period. These variations in the birth rates create
variations in the ratio of retired individuals to working individuals. Since
public pensions such as social security and government employee systems,
and also some private industry pensions have been financed on a pay-as-
you-go basis, this has created concern for the viability of such systems in
the future. Such systems require an intergenerational transfer of payments
such that employed workers pay the retirement benefits of those retired.
A relatively smaller proportion of workers in the future may find it
difficult to meet the retirement needs of a relatively larger group of older
people. (For more discussion of these demographie trends, see Chapter 4,
"Demographic Shifts and Projections.")

Changes in labor force participation rates also may have a significant
effect on the level of pension benefits. The labor force participation rate
has dropped for older men in recent years (Rhine, 1978). With older men
leaving the labor force at an earlier age, the number and proportion of men
receiving retirement benefits is increasing in addition to the lengthier
periods when such individuals draw benefits. This may mean that all
previous projections of pension fund expenditures may be understated.
There are a number of reasons for the rising rate of labor force withdrawal
by older males. These reasons lie in legislative, economie, social, and
attitudinal developments of recent years (Rhine, 1978).

Private pension plans increasingly allow for early retirement. In
1970, 96 percent of private pension plans surveyed had early retirement
provisions {Meyer and Fox, 1971). Private pension plans have also
increasingly provided for disability retirements (Rhine, 1978). In addition
to allowing early retirement, some firms have actually offered incentives
to oider workers to retire early (O'Mears, 1977). These incentives include
unreduced pension benefits for early retirement or even special
supplements to regular pension benefits. These incentives seem especially
likely when firms are faced with layoffs due to an economic recession. In
such situations, firms and unions seem to prefer early retirement to layoffs
of younger workers,

While the length of work life has been decreasing for males it has
been increasing for women. The work life expectaney of women born in
1970 is almost 23 years as compared to six years for those born in 1900
(Plumley, 1978). The increased labor force participation rates for women
coupled with an easing of vesting requirements will mean that more women
will draw retirement benefits of their own. In past years, because of
prevailing vesting rules, women in the labor force were often not able to
retain retirement contributions made on their behalf by the organizations
employing them,

All of these demographic trends together indicate that private
organizations will have to spend far more than they have in the past to
provide retirement benefits to their former employees. With funding of
such plans now required by ERISA, there may be a dramatic increase in the
labor costs of major U.S. companies with pension plans in the near future.
These increased labor costs may have profound effects on the ability of
many firms to compete, especially in light of the increasing portion of the
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U.S. market for various products taken by foreign manufacturers. This
situation may ultimately inerease pressures in industrial firms for less
labor intensive technologies.

With respect to pension plan characteristies themselves, several
potential consequences to these demographic changes. can be expected.
Company provisions for early retirement may have to be changed and firms
may attempt to make their pension plans more contributory than they have
been in the past. Moreover, these developments may increase the
reductions currently teking place in existing pension plans, Finally, new
firms may be more reluctant to initiate plans.

ECONOMIC FACTORS AND PENSIONS - The economic environment
can have a significant effect on private pension plans (Miller, 1976). The
economic environment is in some respects similar for all firms in the U.S.
and in some ways it is different. The inflation rate for the economy as &
whole affects all companies. However, the gconomic situation facing some
firms may be quite different than that facing other firms. For example,
the U.S. automobile industry is facing eritical problems today with some
companies near bankruptey, while companies in other industries may be
quite prosperous.

There has been muech written about the effects of inflation on the
benefits received by retired workers (Paul, 1974; Schulz, Leavitt and Kelly,
1979; Weeks, 1978). Most private pension plans do not adjust the level of
their pension plans automatically with changes in the cost-of-living
(Business Week, May 12, 1980). Many private plans, however, do make
cceasional adjustments in the level of benefits received by their retirees to
partially compensate for the changes oeeurring in the consumer price level
(Frumkin and Schmitt, 1979). However, such adjustments are typically
insufficient to prevent serious declines in the real value of the pension
benefits received {Cassell, 1979). While a possible solution to this problem
is automatic adjustments in the level of pensions with increases in the
cost-of-living, many feel this would increase the costs of private pensions
to "unthinkable" levels that might bankrupt the private pension system
{Cassell, 1979), Some writers predict that private pension plans will
decrease in importance relative to public pension systems because of
increased inflation (Munnell, 1979),

Inflation is not the only economic problem facing pension systems. A
study of the development of private pension plans by Lake, Rubin and
Wiseman (1979) indicated that the formation of new pension plans is
directly related to the financial health of the company, to good economic
performance of the firm, to high earnings of employees, and to the ability
of the firm to provide stable employment. The authors indicate that none
of these factors are influenced by any of the provisions of ERISA. Thus,
government actions which effectively improve the economy as a whole or
the economic situation facing & particular industry might do more to
inerease the prevalence of private pension benefit plans. This report would
also imply that organizations facing a stable eeconomic and technological
environment rather than an unstable market or technological environment
are more likely to initiate pension plans for their employees. The
personnel profession should evaluate the impact of changing economie



conditions in their particular industries on all personnel management
systems including pensions.

CHANGES IN THE LEGAL ENVIRONMENT AND PENSIONS -
Pensions are perhaps the most regulated of all the fringe benefits provided
to employees. As such, all personnel managers should be familiar with this
legislation since changes in these laws will affect the way pension plans
must be administered.

We have already described many of the details and potential
implications for the management of pension plans of the Employment
Retirement Income Security Act of 1974 and amendments to the Age
Diserimination in Employment Act of 1967. However, there are other
pieces of legislation which are potentially relevant for the management of
pensions. These include the Equal Pay Act of 1963 and the Civil Rights
Act of 1964. Both contain sections relevant to the provisions that can be
included in pensions programs, with particular reference to distinctions
between male and female beneficiaries. For example, many pension plans
in the past allowed earlier retirement for women than for men (Meyer,
1978), subsequent to which the courts ruled that men had to receive the
same rights as women. Another difficult issue in the attempt to achieve
equal benefits between men and women retirees arises out of the fact that
women retirees tend to live longer than men retirees. If both groups
receive the same monthly payment, the women retirees will receive
benefits for a longer period of time. The courts have ruled that the
organization's contributions to the pension plan cannot differ between men
and women but that the benefits paid to men and women retirees can be
different since women live longer. Thus the principle of equal contribution
to the pension fund seems to have been established although future court
cases may arrive at a different interpretation of the law,

Several other legal issues which may significantly affect the viability
and/or edministration of pension plans are currently undergoing review.
There appears to be a movement toward giving spouses rights to the
pensions of employed persons. If an employed person is divorced before
retirement, the spouse has no claim to the pension and may, therefore,
suffer considerable economic hardship in old age. There have been
proposals to give spouses an interest in an employed person's pension after
a minimum number of years of marriage. This, of course, may affect the
right of the new spouse to the empioyed person's pension benefits. There
appears also to be some sentiment for a regulation which would not allow
an employed person to sign away survivor benefits for a spouse in order to
obtain a higher monthly pension payment. There is a feeling that the
present law puts dependent spouses into a very precarious position in terms
of the economic security they need in their old age. Finally, even if the
employed person died before retirement, some say that a dependent spouse
ocught to receive retirement benefits which are beyond the lump sum
payment often made in such cases. (Spouse issues are discussed in greater
detail in Part Eleven,)

It ean be seen that although there have been many complaints

regarding the complexity of the present pension regulations, these laws are
likely to become even more complex. This may well have the effect of




discouraging the formation of new plans and encouraging the elimination of
existing plans. At any rate, organizations now require the aid of legal
counsel to reduce the possibility of costly mistakes in administering their
pension schemes.

CHANGES IN SOCIAL VALUES AND THEIR EFFECTS ON PENSIONS
- The problem of loss of ability to support oneself in old age has always
existed. Societies have traditionally coped with this problem in a variety
of ways. Most societies have traditionally counted on the family itself to
care for its aged. People also banded together in fraternal organizations,
cooperatives, or labor organizations for mutual help with economic
problems including that of old age. In certain societies individual savings
have also been traditionally regarded as a means of coping with the
probiems of old age. Savings were to be produced through "hard work and
thrift" (Allen, 1954). In earlier years there was no expectation that
government or the employing organization was responsible for eare of the
aged in their later years except perhaps on a supplemental basis.

In the United States, the Great Depression seemed to have the effect
of destroying the confidence of citizens in providing for their own future.
Faith in self-reliance was shaken, Since then, with the successful growth
of many governmental programs such as social security, many citizens feel
that the government and employer have an obligation to provide protection
against economic adversity (Altmeyer, 1950; Brown, 1960; O'Meara, 1977).
New social attitudes make it extremely unlikely that the U.S., can ever
revert back to the previously prevalent ways of coping with the economic
problems associated with old age.

Nevertheless there are signs that social sttitudes towards retirement
may be slowly changing. The Age Discrimination in Employment Aet of
1967 which raised the mandatory retirement age from 65 to 70 for most
occupations is an indication that many people do not want to retire and
perhaps should not be foreced to retire. Recent studies of aging indicate
that individuals vary significantly in their physical and psychological well-
being at the typical retirement ages of 65 or 70 {Carroll and Maxwell,
1979). Thus a general rule may be an injustice to many. In addition, time
away from work may not be most needed in old age. Stunkel (1979) has
proposed we abolish retirement and substitute a type of system in which all
employees can take various amounts of time off depending on their needs
at a particular stage of the life cycle. It might well be that having more
time off when one is young and raising children is more important than
time off in your older years. Even if retirement itself is not eliminated
with changes in social attitudes, it is quite possible that social attitudes
may change such that early retirement is much less likely in the future
than is at present (Burkhauser and Turner, 1978; O'Meara, 1977; Cassell,
1979; Walker and Price, 1974).

CHANGES IN UNION POLICY AND THEIR EFFECTS ON PENSIONS
- Some organizations bargain collectively with unions while other
organizations do not have organized employees. If a union represents all or
some of the employees of an organization, the establishment and
administration of the pension plan or any personnel system for that matter,
is typically not carried out in a unilateral manner. The impact of the union



is such that limits are imposed on managerial discretion in choosing among
alternatives available for any personnel system. Unions for many years did
not attempt to negotiate directly pension plans with companies (Slichter,
Healey and Livernash, 1960) and many unions had their own pension plans
dating from the time they were fraternal organizations. However, unions
indirectly pressured many companies into offering a pension plan to their
workers because the union would not allow a company to layoff older
workers who had high seniority. This forced companies to retire such
workers, and to do this they developed pension plans (Slichter, et al., 1964).
The government actually led the way for unions to press for pension plans
by negotiating a pension plan with the United Mine Workers in 1946 when
the federal government was managing the coal mines. Union demands for
negotiated pensions were facilitated by a National Labor Relations Board
ruling, whieh was supported by the courts, that companies were required to
discuss pensions with unions since they were a proper subject for collective
bargaining (Farwell, 1964). A 1973 national sample of almost 1500 workers
indicated that the probability of receiving a pension was significantly
higher if the employee was a union member (Berger, Bodreau and Olson,
1980).

Unions, over the years, have pressured management not only for the
establishment of pensions but for certain pension plan features, For
example, union poliey has been strongly in favor of noncontributory funds
(Slichter, et al., 1960; Farwell, 1964). Unions have taken the position that
noncontributory pension benefits are justified under depreciated human
assets or deferred wage perspectives. Some employers, on the other hand,
argue for contributory types of plans on the grounds that these plans make
employees more aware of the costs associated with inereasing benefits and
because contributory funds can provide higher benefits. As previously
indicated, however, the Harris poll {Harris & Associates, 1979) reported
that a majority of employers were still of the opinion that pension plans
should be noncontributory, even if employee contributions to the plan were
on a purely voluntary besis.

Unions have generally favored funding for pension benefits so that
workers will be guaranteed future benefits. With some notable exceptions,
meny companies have similar preferences for funding (Slichter, et al.,
1960). Unions have also tended to favor joint administration of pension
plans by the union and the company but many companies have resisted
these proposals. Company initiated plans have generally favored providing
benefits as a percentage of earnings while unions often sought simple dollar
plans in which the benefits would be stated in dollar amounts so that
employees would know exactly how much they would receive (Slichter, et
al., 1960). Conversely, those unions comprised of employees who differed
in skills and, therefore, earnings were more in favor of percentage
formulas rather than dollar amounts. In general, unions seem to favor a
level of benefits that provide retired workers with about one half their
preretire)ment pay when coupled with social security benefits (Slichter, et
al., 1960),

Union policy on retirement ages generally favors voluntary rather
than mandatory retirement. However, the members of a union seem to
vary in their attitudes on this issue depending on their ages. Younger
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members favor automatic and mandatory retirement ages to open up

1gr}|g promotion opportunities while older members favor voluntary retirement.
t Unions have also consistently favored early retirement benefits for those
[;;’ workers who have become permanently disabled (Slichter, et al., 1960).

114

Surprisingly, unions do not seem to have favored strong vesting rights
for workers in the past, This may be because the union is primarily
concerned about its own members. If employees quit & company and leave
a particular unjon for that reason, the union no longer appears to be
interested in his or her welfare (Slichter, et &l.,, 1960). Additionally,
vesting ean reduce the size of retirement benefits available to retirees. If
turnover in an organization is quite high, the absence of vesting provisions
may create a situation in which only a small proportion of the employees
will ever draw pension benefits from the funds. In the past, female
employees leaving the job for marriage were the ones especially likely to
lose pension benefits.

= a8

Unions have favored survivor options in pension plans which give a
spouse the right to a pension after a retired worker has died (Farwell,
1964). In addition, many unions have favored provisions in pension plans
which give a spouse a pension if the employed person dies before reaching
retirement age so long as the individual worked & certain number of years
(Farwell, 1964),

s aAssdTE e o=
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t A recent issue in union pension policy relates to the investments
made by the pension funds, Some union advocates have proposed that
pension funds should not be used to purchase stock bonds from companies
that are nonunion or which carry out socially undesirable practices
{Washington Post, 11/11/79). Some research has compared the perform-
ance of pension funds with sueh social restraints ageinst the performance
of pension funds not restricted in their investment policies. The
unrestricted pension funds have been the highest performers in such
comparisons (Washington Post, 12/2/79). Nevertheless, some surveys
indicate that workers still prefer pension funds that are restricted in their
investment policies even if this results in lower pension benefits (Harris &
Associates, 1979, p. 63). This may very well mean that companies will
have to evaluate their pension plan investment policies on eriteria other
than the highest possible return or will have to communicate their
rationale for their investment poliey more clearly than before. {Pension fund
investment is discussed more fully in Chapter 13, "The Use of Pension Fund
Capital," and Chapter 25, "Non-Traditional Investment of Pension Funds.")

I . i

Unions have often attempted to increase pension benefits for those
already drawing retirement benefits from the company. Companies have
traditionally taken the position that the union has no right to negotiate for
retired personnel and court decisions have upheld their position (Farwell,
1964). Despite the support of the courts for their position, many
compeanies have voluntarily increased benefits to those retired, perhaps to
help maintain the morale of present employees who are aware of what is
happening to those on the retirement rolls. However, one survey of 582
companies in 1979 indicated that almost 60 percent had made no increase
in post-retirement benefits in the previous five years (Hewitt Associates,
1980), This was especially true of the smaller companies.
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Unions exert a major impact on the compensation package in general
within collectively bargained agreements and on pension benefits in
particuler. While only approximately 20 percent of the labor foree is
unionized, the impact of unions as trend setters in the determining of &
pattern for employment conditions for all workers extends far beyond the
unionized sector. As such, it is important for personnel managers in both
unionized and nonunionized firms to develop an awareness of the pension
provisions that unions have targeted as central to their bargaining efforts
for the benefit of their current and retired membership.

Discussion and Future Research

Pauecity of Relevant Research

A general assessment of the personnel management literature dealing
with pensions is that it is impressive in its paucity. Some conclusions were
warranted in view of previous research and were summarized in the body of
the paper. In many instances, the literature raised more questions than
answers; mention was made where specific items merited further research,

The dearth of studies tracing the impact of pensions on personnel
management outcomes is surprising for two reasons: (1) pensions are a
tremendously costly item, the provision of which is not mandated by law.
Sinee employers have the liberty of some degree of latitude, at a minimum
information concerning the predicted effect of provision of pensions on
various organizational indices should be available for consideration prior to
the decision to extend such benefits. Yet virtually no examples of
cost/benefit assessments exist in the literature. Some writers point to the
need to cost various pension plans (e.g., Carlson, 1974) but they fail to
relate the various cost levels to anticipated differences in returns on such
expenditures. A notable exception is recent work by Chipman and Mumm
(1978) in which an attempt was made to model the consequences of various
pension plan provisions {e.g., retirement age eligibility, level of vesting or
whether provisions for social security offsetting existed) on turnover
among naval personnel. While there is no guarantee that such modeling
procedures will prove valid against actual retirement behavior, this
approach whieh explicitly acknowledges potential differences in the
consequences of various pension provisions is clearly superior to an
approach which either totally ignores such consequences or delegates the
assessment of the impact of retirement provisions to subjective
evaluations.

The absence of personnel research on the impact of pensions is
further surprising since the rationale for their provision generally includes
some reference to the positive effeets of pension benefits on personnel
management outcomes such as job attraction, motivation and retention.
Pension provision is not justifiable on those grounds unless future research
indicates that the effect of such benefits is in the desired direction. As we
repeatedly indicated, the mode of distributing pension benefits and their
informational! complexity lead us to question their relationship to such
behavior as job choice and performance,
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Responsibility for Pension Policy and Desipn

The relative inattention to the behavioral consequences of pension
benefits from a personnel management perspective may be, in part,
attributable to the fact that pension plan design has been relinquished by
personnel administrators and has been transferred to the responsibility of
financial experts. Klemkosky and Scott (1974) write:

Pension planning is now looked upon as a significant aspect of
overall financial planning. In this light, pension fund
management has become the responsibility of the senior
financial officer of the enterprise. The pension fund, then, as a
financial management problem rather than being under the
auspices of the personnel department where wages and fringe
benefits are administered can be properly viewed as one of the
several profit centers in the company (p. 21).

Even in firms where policy aspects of pension plans are decided within the
personnel department, there is frequently a separate benefits director; this
individual may have & tendency to emphasize the financial consequences of
benefit plans at the expense of other behavioral outcomes which may result
from provision of pensions (Farrell, 1976). A recent Bureau of National
Affairs survey (1980b) showed that even administration (rather than design)
of pension plans is not under the total auspices of the personnel
department: 33 percent of the 383 responding companies indicated they
had either some or no control over administration (not design) of the
pension plan. Sixty-one percent reported total control over administration
of the plan while 7 percent did not respond. It may be necessary to restore
to personnel directors some control over pension plan design if the
personnel management perspective is to have any input in policy decisions
regarding retirement plans.

Proposed Revisions in National Pension Poliey

Several proposals for revision of national pension policy have been
presented recently. These include mandating provisions of private pension
plans (see the interim report of President's Commission on Pension Policy,
1980), and integrating private pension benefits with those of the social
security system (Schmitt, 1978). Both proposals would appear to reduce
the employer's diseretion in choosing to provide pensions per se and if so, in
selecting the level of such benefits. From the personne! management
perspective such proposals bring with them the possibility that employers
will have less latitude in designing pension systems with maximum
potential effect on employee behavior,

Future Research Issues and Methodologies

If the personnel management perspective on pension issues is to be
taken seriously, several important questions need to be illuminated. The
data that could satisfy some of these questions are available in one form or
another from various aggregated sources (e.g., data collected by the IRS
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under the reporting and disclosure requirements of ERISA, or data on plan
terminations from the Pension Benefit Guaranty Corporation). For
example, what organizational, environmental, occupational, demographie,
geographical or industrial characteristics differentiate between firms
offering pension packages of certain types versus those offering other kinds
of pension packages, or compared to those not providing any form of
pension benefits? Can any aggregated effects on employee behaviors be
traced to pension benefits per se and to specific provisions of pension
plans?

Micro-analyses would be more appropriate for some of the following
research issues. For example, does provision of pension benefits based on
performance indeed increase productivity for those who view them as
important rewards as has been hypothesized here? There may be a unique
opportunity to study this question given the diseretion employers currently
have in continuing their contributions to pension plans for employees over
65. Despite no requirement to do so, Hewitt Associates (1980) showed that
48 percent of employers in fact elected to continue their eontributions. By
basing pension benefit allocation (or bonus contributions into pension plans)
for employees over 65 on differential levels of performance, it may be
possible to observe any changes relative to previous effectiveness levels.
Assuming that pensions are important to such employees, such a "field
experiment"” would provide a feasible test of expectancy theory predictions
regarding the impact of pensions on performance. It is important to note
that performance measures upon which pension allocation is based must be
valid and accepted by employees; additionally, such studies should be
careful to acknowledge any extraneous factors (e.g., declining health)
which may impinge on performance levels.

In other areas pertinent to pensions, ongoing organizational
experiments provide opportune field settings in which some of these issues
can be addressed. Companies have experimented with a number of
different variations of cafeteria compensation and some preliminary and
rather crude studies have shown that cafeteria compensation may have
some promise. A number of different types of communication systems for
pensions have also been utilized by various firms. Some of these systems
are custom-made programs designed specifically for a particular company
and some are ready-made programs purchased from consulting firms. Some
companies have been creative in attempting to relate pension benefits to
the firm's economic performance through various types of employee
ownership loans. There is now a strong need to evaluate these innovative
programs in a systematic way. Organizations that vary with respect to
their use of cafeteria compensation or their use of different types of
pension communication systems must be compared not only with respect to
the ability of the organization to attract, motivate, and retain its
employees but also with respect to the effects of such programs on pension
costs may make it impossible for most private industrial firms to provide
pensions at ali,

Micro-analyses would be also profitable in assessing whether the
behavioral consequences of pension plan characteristies differ depending on
external factors such as the level of unemployment in the economy, the
occupational background of plan participants, the demographic breakdown
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among plan beneficiaries, the type of industry within which the firm
operates, or whether the plan was negotiated by a union. Additionally, do
internal factors such as job type or organizational climate moderate the
impact of different plan characteristics on personnel management
outcomes? We should emphasize that the effeet of pensions on one elass of
behavior (e.g., on job choices) may differ substantially from their effect on
other behavior {e.g., on performance or retirement decisions). This
complicates future research and practice since there can be no
presumption of the generally favorable or unfavorable effects of pensions:
it depends what the relevant outcomes are.

We have also made note of several aspects of pension plans which
seem to have been considered to this point only from a legalistic or
actuarial perspective, yet may have important personnel manegement
implications. For example, what are the consequences on various employee
behavior (e.g., motivation, satisfaction and turnover) of employee
contributions to pension plans? If suech contributions are allowed or even
required, should they be equal throughout an individual's career or should
back-loading be encouraged in view of the increasing importance of
retirement income as the employee ages and the decreasing pressures for
take-home pay? Under ERISA, limitations in employer back-loading have
been specified; are they indeed optimal from a personnel management
perspective? What are the effects on these various outeomes, of employee
participation in the design phase and/or selection of particular pension
options? Do the benefits of this practice exceed the costs? How do the
various vesting formulas effect employee behavior?  Aceording to
expectancy theory, the longer it takes to vest, the weaker the possible
perceptual link between pensions and performance. Along those same
lines, do pension levels based on career average have more of an impaet on
behavior than do those using "final pay" formulas, despite the higher
retirement benefit usually resulting from the latter method of computation
(Business Week, April 28, 1980)? What are the effects of delaying
eligibility to participate in pension plans? ERISA specifies maximal
periods for denying employee participation in plans; given that theoty
would not support delaying eligibility periods for plan participation, is this
practice cost efficient?

Some have suggested that there are declining rates of returns to
fringe benefit eontributions (Lawler, 1971). At what point do increases in
the level of contributions to pension plans become inefficient from a
personnel management perspective? If the objective is to maximize
personnel management outcomes, would fixed benefit plans be more
desirable than fixed contribution plans despite their cost disadvantages?
Theoretically, this would appear to be the case in view of the higher
probability of receiving a given level of retirement benefits under defined
benefit plans. Do limitations on the maximum allowable benefit drawn
under qualified pension plans {currently $102,000 annually) inhibit the
motivating potential of pension plans for upper level executives? In
attempting to respond to employee needs, should personnel managers direct
their efforts to achieving more liberal vesting formulas or facilitating
portability? Despite the recurrence of this topie in Congressional debates,
it appears that achievement of the former would largely negate the need
for the latter.



The Future of Private Pension Plans

It personnel management objectives are to be included as a
significant consideration in the formulation of national policies regarding
retirement plans, many of the above questions must be first addressed. At
this point, the effects of pensions on a variety of employee behavior
remain largely conjecture, despite their plausibility. Bearing that caveat
in mind, if the potential impact of pensions on employee behavior is to be
maximized, personnel management theory would necessitate some changes
in typical organizational practices characterizing the provision of pension
benefits. :

We recognize that the future viability of the private pension system
deperds on numerous factors, among which personnel management
considerations may be of minimal importance. These include expected
changes in demographic factors which will serve to increase greatly
inerease the costs of pensions, changes in the proportion of the aged, in the
labor force participation rate of older men and of women, and increases in
the length of work life for women. As indicated earlier, all of these
factors will add significantly to the costs of providing private pensions.
Future predicted changes in the volatility of the technological and market
environments of industrial firms might also make it more difficult to
provide private pensions. Uncontrollable inflation rates may be reducing
the importance of the private pension system relative to the public pension
system. Several of the union pension policies discussed in the report are
unlikely to chenge in the future. These may also contribute to increased
complexity and costs for private pension plans. Developments in the
outside legal environment may make future private pensions more costly
and more complex. These developments not only involve changes in
existing legisiation affecting pensions but recent court decisions that
relate to the characteristies of established pension plans, Despite the
inereased complexity and costs of private pension plans, projections of past
trends in social values held by the population indicate that demands for
retirement benefits of all types will increase in the future.

With economic signs pointing towards increasing difficulties of
private pension plans to operate with financial success the need is even
more pressing to examine the objectives underlying pension benefit
availability. We have called for an evaluation of the personnel manage-
ment costs and benefits associated with provision of pensions. Such an
examination would not only provide much needed information but may also
provide firms with the means of increasing the viability of their pension
plans through the linkage of such benefits to desired employee behaviors.
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