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The purpose af this study has been to examine the pension
tecurity of the older worker in light of the insecuritlies of employment
In 8 dynauic economy which can force a busine=s {o migrete, to close,
or to discard much of its labor forece. The frequency with wvhich
pension plans unexpectedly terminate was first deteruined from various
federsal, state, and privete data sources, While data sources were
inadequate to pinpoint frequency of pension loss situstions, a time-
lag correlation was found to exist between initiations and terminations
of approved planaj further correlstions were found between scale of
employer assets, number of employees, and number of plants and involun-
tary termination of plan or participant,

The greater part of this study was concerned with the collection
and analyeis of typical cases {llustrating the consequences of full or
partial terminstion of insured and noninsured pension plans. Thirty-
five of these case histories were selected from interviews with, end
private filee of, various pension professionals east of the
Miseiesippi or in the southwestern pert of the United States. In
addition to 8 review of pertinent legal and institutional environ-
wents, individual chapters have treated full termination of insured
penglon plans, full termination of noninsured plans, and the
relationship between individual involuntary scverance and partial

termination of a forusl pension plan. Each chapter concluded with
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suggestione for technical improvement of existing plens or terminsal
procedures. The final chapter coocludes that true equity in event of
involuntary unemployment or planned termination would require
complete reformation of present pension practices to achleve concur-
rency among legal theories of & pension ac a conditional contracik,
actuarial policies for funding benefits payable, and social velues as
to vesting of beunefite and understanding of risks of fulfilluent
implicit ip the private pension movement,

The major value of this study might well be its proposal to
reconcile legal, actuarial, and social premiscs so that pension
expectations will be in accord with pension realirations where there
ie need for euwployment flexibility in cur competitive economy, In
essence the proposal called for segregating funds mccording to alloca-
tion of risk in the probable continued prosperity of the buelnese as
related to wage contract equity. It was suggested, with some
qualifications, that:

1. Benefits for the retired worker be funded in full upon
retirement of the participant,

2. DBenefits earned followipg initiation of the progran be
funded in full with cash or surplus noteec subordinate to
the general debi of the euployer.

3. Actuariasl liability for service crediis earned prior to
initiation of the plan be recognieed as a gratuity subject
to future contingencies of the business,

Retirement benefite would be vested and the funding comnltoent
executed; earned deferred benefits would be funded or velidated with
& clain on effective erployer net worth at liguidation, but vesting

could be contingent on involuntary severance or a wminimun number of



gervice yesvrs, Pust Bervege 1labllity would be w regidual trusti,
allocated by wetueriel prorstlon to favor the older worker, funded

only shculd conditions be favorstie, On snnunl staitewuents or upen
¥ P

indiridual severence or gt final terviration the r-soureen and
liebilitivs coulda be arrayed in these laree clespes 8o a6t 1o

1uetrutly revesl ihe substence of each individusl'e riplis to s

peasion expectancy,




PLETFACE

In the Bpring of 1960 the faculty of the School of Couverce at
the University of Wisconsin initianted a study of retirewent plans
from the viewpoint of the older wvorker. The research program enjoyed
the sponsorship of the Ford Foundation, and encompassed a number of
scholastic disciplines and subjects, including:

A, Labor wmobility of the older worker,

B, Pressure for earlier retirement of the older worker,

C, Retiremant expearience of the elderly vorker,

D, Bafegusrding of pension benefit coumitmenta to the older

worker,

E. Adequacy of benefit formulas and vesting for the older

vorker.

This monograph on Pension Terminatieon Due to Business Failure,

Liquidetion, or Migration was initiated as part of the study of safe-~

guarding penaion benefits. Interviews and the search for primary
data ware generously financed from the Ford Foundatlon Grant, although
preparstion of the manuscript as a dissertation has been the respons-
ibility of the author. The economic power of the Ford Grant was well
uatched with the teaching talent of my advisor, Professor Richard M.
Heins, who wae a majof factor in my effort %o mold a wealth of
material fragments into academic form. His patience has been
exceeded only by those vho have typed this menuscript cver the past
two years of gestation.

The concatenation of events and persons which led to this study
would interest few. But the suthar, sn architect by predilection,

wiahes to polnt out that he is pursuing a teaching carcer as a result
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of the subi.c decigar of Professor Fraaeis J. Calkine of Marquetite
University. Tne foundations for teachinog Incsurance end Real Eatate
bave since been set io place by Professors Charles C. Center acd
Ricaard U, Reteliff over the patt five years at the Unilversity of
Vieconsin, and this study 1s a capstone on the various buttiresses of
-l doctoral program, For the values received in thes: yearv I suould
vignti'ully extend @ wortgaze note of appreciation to Dean Erwin A.
Cawruiltz, of the University of Wisconsin School of Commerce,

Toe blocks of information frou which this study has beeyn built
wore a contribution of a nuber of pension professionals wio chose to
cevaln auonymoud lest thoy suggest that thelr filec vere pudolic
infarmstion, In eddition there have been dozens of sidewuall:
guperintendents who have wade thair contridbutions to one detail or
another and then faeded gnto the crowd,

However, the best of blueprinte produces nothing oither than
vhet elill and meterial the genoral contractcr can cowbine in the
exccution of the grand design., Taus this suthor mist bear full
responsibllity for performsnce in what be has bid to do in this

monograph.

Yadison, Wisconsin
July 1, 196L
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CHAPTER I

THE INTRODUCTION

A. The Public Interest in Ssfegusrding Pension Bxpectations

There it a growing public consciousness of the propriely in
making available s pension to every earnest working man a% the age of
65, perhaps as early as age 62, with funds drawn frow public, private,
and individual sources, Private pensions in the aggregate are so
importent a part of the national welfare that pension planning for the
private concern has fallen in the public domain., The public interest
in pensions has been estimated to include wore than 90,000,000 peaple
with some future or present expectstion of s public or privately
financed pension income, Of this number about 34.l4 wmillion bave a
possible interest in $93.1 billion of assets including $20.2 billion
in private insured plans, $35.1 billion in non-insured pians, and
$37.7 billion in public plans, not including the Bocisl Becurity
program. In 1961 private plans distributed $2 billion %o nearly
2 million &ndividusls and an additional 1.6 million persons received

benefits from various government employee plnnn.l

lror details since 1950 see Appendix I; estimates of assets
and coverage taken from Pension and Profit Bharing Report, Vol. XX,
no. 8, February, 1963, pp. 7 and d.




The scale of the retirement problem and the breadih of public
groups affected, however, does little to define the relationship
between the public interest and the individual righte of the employer
and the employee committed to a private pension contract,

In approaching the subJject of haw individual pension trans-
actions reflect publie interest, one is humbled by the constantly
expanding legal and economiec literature on the character of a pension
expectation snd the means of "safeguarding”™ pension lnterests, Bowe
of these waterimls appear to confuse the sssumed public interest with
inAividuel legal interest. There is an implicit assumption that a
pension expectation is a "right" of the older worker; that is, a
private pension progran 18 becoming something more than a gratulty
reflecting employer concern for s loyal but “depreciated”™ employee.
One is reminded of John Kennsth Galbraith's comment on vhat is a
vested interest:

The notion of & wvested inverest has an engasging flexibility in
cur social usage, In ordinary intercourse it is sn improper
sadvantage enjoyed by a political minority to which the speaker
does not himself belong. When the speaker himself enjoys it, it
ceases to be a vested interest and becomes & hard-won reward.
When a vested interest is anoged not by a minority but by a
majority, it is a human right,

By this definition thirty wmllilion participants in the private

pension field evidently have a "hard-won reward" which, when
considered with the pension expectations of many willions of others,

puehes a pension expectation to the brink of recognition as = basie

2John Kenneth Galbraith, The Affluent Society (Bostont
Houghton Mifflin Cowmpany, 19585, p. 181,
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"human right." However, legal righﬁs have not infrequently been at a
variance with human rights, and the development of the law may be
several steps behind what may be called social value Judgements.

Certainly the court systems in our country provide ample means
of safeguarding and enforcing a property right where one can be shown
to exist. By conventional stsndards, hovever, most pension values
ere owned by no one in particular, A pension expectation has 1ts
orizin in contract and is concerned with a contingent future interest
in property;3 it only becomes a legal right when it can be eatablished
in the courts that an individual has fulfilled the condltions precedent
to a aspecific ownership interest, however it may be qualified as to its
use or possession. 8Satisfaction of this right depends on the
aveilability of funds from sn employer or from segregated assets or

funds. A funded pensiop plan has & basic premise that over a period

3A clear and intereeting statement distinguishing "rights” from
expectation was made by the court in a recent case involving who was
entitled to share in the proceeds of a pension termination distribution,
Said the Judge:

Appellants' so-called rights in the pension fund were actually
not rights at all, but vere in the nature of expectancies, and as
such uere subject toc the terms of the instrument under vhich they
arose. The Pension Plan, under which they arose, expressly gave
the company the right tc smend or terminate, in whole or in part,
the Plan at any time for any reason vwhatsoever. JIn acting under
this expressly reserved power, the Coupany and the Trustee
bresched no legal rights of the appellants. The position of the
appellants appears mnalogous to the “intereat" of named
beneficiaries in a will prior tc the death of the testator, whe,
8t any time before death, can change the will and eliminate the
expectant legetee without liability to himself or his estate.

Finnell v. Cramet, United Btaetes Court of Appeals, Bixth Circuit,
Ro. lhlES, April 19, 1961,
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of time an employer can segregate and accumulate sufficlent vealth to
honor the employee's expectation that his long years of pervice will
lead to the security of the penslion, These segregated fTunds are in &
legnl liwmbo, Tax laws heve established a drafting practice to the
effect that pension agsets are not to reveri or divert to the
employer's benefit; trust law does not give trustees or insurance
companies acting as depositories an ultimate title., Yet the great
tajority of beneficiaries have nc legel right that represents ownership
until they have mel various conditions precedent, such as age and
eervice.u Moreover, the capacity to psy benefits may lie in contribu-
tions yet to be received from the pension sponsor, and a property
right or title to property which hes not been transferred has dounbtful
legal status. The legal quandary notwithstanding, the funding
process eventually produces pension property for the individusl who
completes the required service process; all of which requires time.
Yet, the passage of time exposes both parties to g2 wide number of

loss-causing varisbles which cannot be antlicipsted or controlled,

thus undermining the effective strength of pension rights.

[y

Faor one of many gocd examples see Schneider v, McKesson &
Robbins, Inc., 254 F. 24 827; Circuit Judge Watermsn Was summarirzed in
the head notes as feollows:

+ « o Vhere employer set up pension plen for benefit of employees
financed entirely by employer contributions through instrument
creating trust and reciting theat employvees vho qualified es
participants were entitled to retire at age 65, or age 60 by
special vote of board of directors, with anousl retirement sllow-
ance computed in sccordance with terms of plen, but if participant
ceages to be an ewmployee for any resson, his participation therein
terminated, discharged employees, under the age of 60 had no
interegt in funds held by trustee.




Much like existential concepis oif being as a process of
veconlng until death places & final liwmit on development, pension
expectations mignt be thought of as coatract rights in the process of
becouing court-recognized guaniitiea in the nature of properity. The
fingl test of the substance into which these righis have been
wransuuted by the passage of eveois would be st the point in time
where the pension plen vwas brought %o a8 close. A finite measure of
wnat & pension is to becowe ls the reserve vaich represents the
present value of future pension claims. In the words of one noted
actuary:

The essence of the reserve concept from the facet of smployes

gsecurity ia fregquently averlooked; it lies in an udmiesion that

the plan may have to wind up sope day.
while the pension plan is in operation, it ie common praciice to
indicate tThe degree of funding, and by implication the strength of
individual benefit expectations, by means of a funding retio, i.e., a
reétio of aveileble ssdets to estimeted actueriml lisbility, However,
&t teruingtion the adequacy of funda is measured by the extent to
which eligible individuale ere satisfied accordipg to their renking
on a priority list. For example, 1f priority were based on age,
reserve adequecy would be indicmied by m stevement that benefits were
psid in full at age 60, end the others received 20%, or 30%, as the
case might be, Funding ratios sre mesningless sz p messure of pension
sirength when pricrity wsy give the ancuitant with fifteen years

gervice his full pension end deny the active employee of thirty years

[=
“Dorrsuce C, Bronson, F.5.A., Concepis of Actumris)l Soundness
in Pension Plans (Homewood, Illinois; Richard D, Irwin, Ine,, 1957),

P. Th.




any ¢lsim et all. In ahort, pension expectations are not so wmuch
determined by the extent of funding at termination ae by terminaticn
provisions eand priorities established at 1ts inception and refliecting
the values and objectives of the parties of interest.

This observation has led this rescarch o exsnine an ides that
terminal distributions should be consistent with.the legsl theory or
velues attached to the original pension agreewant, If the plan is
considered & gratulity, one setl of responsibilities at teruinstion
should follov and be provided for in the plan, If the plan is to be
regarded &8 a conditioned promise, there must be an implicit debt
created to those vho have wet the prescribed conditions, and if a
pension is thought of ms deferred compensation, far wore etringent
obligations vwould seen to foliow as appropriate to termination. The
fact that the progenitors of & pension plan may not relate termingl
distributions to their overall view of the plen as gretuity, bonus,
or deferred vage may be & significant threat to origipal pension

expectations.

B. The Nature of Pension Expectations in Relation to Employment

Expectations

The system of competitive capitelism under which industry
operates in this country requires freedom to leave the business
scene &8 well as to enter e profitable area so that the entrepreneur
way adjust labor and capltzl coumitments toc changing business
opportunities, Often hie adjustwents are not adequately responsive

and the system quickly bankrupts the wmoribund. Consider how pension
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cxpectotions can be effectively frusirated by an inveliunteary loss of
euxploytent with either the best or the vorst of the enireproneurs:

1. ™he need for mobility of labor and capiltel exposerg the
individual vorker 4o the possibility of a tewporary layoff, a
peruanent reduction in vork force, a transfer of depariment operations
to other employuwent areas, obsolescence of work skills, migration of
an entire coupany to snother aree, or a varilety of otiew threets to
continued ewploymant.

2. Bcale of the butlness enterprise mey provide the besgt
source of financiel oceurity for the penslon plan es an eatity at the
same time it orcates the greatest threat to individusl pensioun
expectations. The same large corporations whlch nave done wmost for
advancing the councept of privete pension coverage for employees m@ &
clase are the ones which heve been able to mitigate the rigke of
competitive degeneration in part because of efficient mmanagement of
thelr vork force, which is in a constant state of flux in terms of
individuals, skille, location, and working hours.

3. Convercely, substantiml businesses may wane and fail, may
c¢losce for lack of uenageuent continulty, or may be absorbod by larger
firms in the process of locational «nd market concentration. In
short, there 1s a life cycle to a business enterprise which bears
1ittie relationship to the cycle of inceme needs of those dependent
on it for employment.

L. Ironically, efficient manageuent reacting to economic
dynamics will mean the pension plan way be more vulnerable ts ¢hange
then employuent or the enterprise itself., It is usual and proper for
managexent to reserve to itself the power to aveid the expanse of
inveating in future pensicn benefits in order to protect, if
necessary, the viability of the firin in the fomedimte present,

One cauy only observe that the dynamics of competition, technol-
ogy, and the mysterious cycles of wmonagerial innovation and vitality
all combine to ¢reate massive econouic insecurity for the sverage busi-
ness enterprisc and ita euployees, Technical snd legal considerstions
to the contrary, one wmust conclude that in the long run a pensfion plan
is in essence & proflt sharing agreewent, for without profits the pen-
sion sponsor fades, his power to employ shrivels, and the pension plan

ig left without its source of Tinancing. The efficient allocation of



regources in a free enterprise system creates mortal uncertainties
for the individual,

Who can provide m prospective forecest for sn individual
worker as to the probsbilities of business and employment continuity
over a period of time which would mllovw accuntulatiou of funds for his
eventual retirement pensiont Perhaps the odds-mekers would rate such
continuity over a forty-year work life span at lesgs then even. In
this light "safeypusrding” of pension expectations is best directed to
proper recoguition and preparstion for the contingencies end
uncertainties of ever realiring sny financisl benefit from & pension
plen, It hes far greeter implications than the reguletions and
enforcement of laws governing possesslon of property which would one
day give substance t0 a pension expectation, Rather it is concerped
with preserving the social values to be found in the competitive
system while preventing the frictional coste of this system from
falling on Just those individumls who have e vested but economically
obsolete interest in the 0ld order. The competitive system should be
ruthless in the evolution of new Institutions but coneiderete of the
individuals upon which these institutions are built. A peneion
expectation is just one pmall Tacet of the consideration due the
individual who Is relatively powerlese in umattera ecowomic,

To reduce the lmpsct of competitive dynemics upon the
individusl, variocus devices have been introduced in more progressive
plans to peruit "portability" of accumulated pension credits.
Porteble pension rights &re s brosd topic srea bearing on both

volurtery &nd iuvoluntary employment changes and have becn treated



9
extensively in other recent studies. Instead, thie study will focus
on involuntary termination of such scale that it might be construed
a6 a reduction in work force, so substentisl ms to represent partial
termination of the pensicn plan, slthough individual inveoluntary
terninationeg cannot always be viewed separstely where equity is to be
donc. Surprisingly, the frequency and scale of pension expectations
involuntarily terwlnsted has never been adequately studied or
deteruined. The concern of Chaspter II of this study will be to
eetablish ac accurately as possible the frequency and severity of
involuntary terulpetion in full or in part, in order to challenge =
comuwor and implicit asaumption that a pension plan will survive 1ts

beneficiaries,

C. The Degree of Permanence Ascribed to Penslon Plens

A varicty of educationml and inatitutional limitations preserve
the aura of permssence which surrounds e privately funded pension plan
despite its carefully designed contingencies, In general, the public
is just begioning to understand the economics of pensions. An
appreclation of the capitel amounts which must be accumulated to
sustaln 8 given smount of income for life is not coumon. There is
limited knowledge of how the mechanisms of pension funding formulae
snd arrangements sacrifice severable individual interests to group
objectives of pension security, Certainly the concept of whet ia
"2ctuarially sound” cannot be understood by meny in the general

public, when there is little egreeument on 1ts definition among
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pension proressionals.6

The educationnl and finsneisl information supplied to employees
vhe sre the nowminanl beneficiaries of s private pension plan is not
designed to stress the contingencies but rather the potential bepefits
of continued employment with the sponsoring business enterpriee. The
presunptions of a privete pension plan cen be found in such company
reports by those with analyticel ability but their implications will
be miesed by the mejority of would-be ponsioners, In a recent court
sction involving misinformwation supplied a pensian beneficiary by his
company, the court commented that the plaintiff could not have been
expected to know the mechanices of the particular plan without being
told:

Neither the Plan nor the employees' booklet, so dutifully clear
to the experienced draftsman, used the kind of lenguage that is
fully understandable by evag sn intelligent layman; perhaps it is
Just not possible to do so.

One can vonder if the phrase "pension plan" msy not connote to the
euployee a kind of contract similar in security to the annuity policies
. of an insurance company, particularly when his compatricts so often

receive ap snpuity policy purchased with pengion fund procesds at the

time of their retiremeat.e

GIbid., P 11.

Toediman v. Anheuser Busch, Docket No. 27075, 1-30-62, as teken
from "Watch Your Employee Communications,” Pension and Profit Bharing
Forms, April 20, 1962, Report Bulletin 10, Volume 1V, pp. 25, 113.

8There vas 8 time that group annuity contracts vere called
group pension plans,but the name was changed to group annuity contract
vwhen the term "pension" fell into disrepute ms a result of unfavorable
experience with nonactuarial pensions, Robert I. Mehr and Robert W.
Osler, Modern Life Insurance (New York: Macmillen Coupany, 1956), p. 296.
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At the sewme time thet an illusion of permanence iz not
dispelled by better public understanding of pension mechanica,s false
senee Of security is produced by the workings of industriazl psychology.
Once sufficlent seniority is established tc avold the day-to-day
threat of temporary layoff, a typical worker can be expected to find a
certain sense of personsl security in the daily vork regimen apd in the
immovable brick and steel of & plant which he has known for meny years,
perheps Bsince chlldhood.g Manngement and unlion people can give
countless illuatrationa of the traume and permanent loss of morale
precipitated by s plent closing, Permanent shutdown is often
incomprehensible to long-term employees even after shutdovn is an
sccomplished fact. It follows that these same employees would not
foresee the contingency of shutdown and bargaein for plan provisions
which would salvage scme part of their pension expectations. Only with
the impact of sutomation, have the largest urnions bargsined to include
special severance provisions in pension agreemente for cases of shut-
down or reduction in work rorce.lof Automation 18 s gocd example of the
necessity to bring about change which will benefit the entire social

good but at the expenze of s few adwversely affected by the reallocation

9There are uany examples of research confirming this problen;
for a good recent exaumple, based on shutdown of the Packard Moctor
Cowpany, see Too 0ld to Work, Too Young to Hetire, Harold L. Sheppard,
Louls A, Ferman, and Beymour Faber, prepered for Special Committee on
Unemployment Problems of the U. 8. Benate, 1960, U, 8. Government
Printing Office.

101960 wage and pension settlements in the auto-steel-can
industries all contained provieions for lump sum pension settlements
for non-vested employees discharged for reasons of plent shutdown or
the cloeing of a department. These are treated in wore detail in
Chapter II1X.
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of repources, Terminstien of peneion expectetiors may be one small
part of these issues, but are typical of the planning adjustwents
necessary by individusl decision makers within the economic system of
planning.

Qualification of the pension fund for Federal lncome tox
exemption introduces an additlonal suguestion of perumanence. The
Coomissioner of Internsl Revenue reserves the right to review all
pertinent circumptances at the time & pension is qualified (or
terminated) to determine that the intent of the plan was to create a
vechanism to provide permanent and continuous benefits rather thean to
gecure a temporary tax shelter for funds earned in a period of high
income tax rates. The tax law further reguires thet upon termination
all values vest directly with eligible pension beneficieries who must
be satiafied in full before any funds can be returned to the employer
as » dividend called "mctuarial error." Dutiful recitation of this
ninimum requirement In a typical pension document may satisfy the
casusl reader that the problems of terwinetion have been adequately
anticipated, The fact is, while there must be a plan for terminal
distribution, the I.R.B. has fev requirements as to the nature of the
plan.ll

Since wmany pension plans are the product of collective
bargasining, the strategy and psychology of negotistion may influence
attitudea as to the probable peruanence of the plan. The pension

thinking of many eﬁployera is in terms of packsge settlement or pattera

117 R.5. 401 (8); Reg. 1.401-1(b) (2).
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plane for an industry, with provisions welghed in terms of cents per
hour, coupetitive cost, rather than in terms cf equity as & social
device.l2

The possiblility of termination is further pushed from sight as
actuarial advisere provide 20 and 30 year proJjectiorns of company
growth, employment, and profits. Attorneys, too, may tend te.ignore
specific conslderstion of future contingencies as they are susceptible
to the security of imitation of eatablished pattern of legal expreasion
snd of broad swendvent provisiens so that the plan can be modified %o
neet future needs or to correct pact mistakes, Local unions are not
imtiune to the ease of accepting pattern contracts without penetreting
consideration of thet contract as spplied to their particular situstion.
Union officers may bargain hard for benefite which make the most
political impact within the unlon but way be reluctant to push for
provisions which imply the imminent collapse or shutdown of a
particular plant. After all, the general prosperity of the plant has
been a key argument for the sdaptation of other wege contract improve-
ments,

Agaln precedents in union bargaining strategy way discourage the
one real safegusrd of pension expectancles, namely, money frou a

generous funding program. Msnagement has reason to fear that if

leFor example, collective bergalning in the steel industry is
the responaibility of s committee representing the ten largest
¢coupanies, the lesder of vwhich is U. B, Bteel., Liquidation or
bankruptey of the employer is ignored as beyond the realm of possibility
for these ten companies, Unfortunately, wmany small companies refuse to
modlify the steel pattern sgreement to recognize thelr ovn possible
mortality.



be’l
reserve assets appear tou adequate, the unions will demand sadditional
benefits, rather than permit a reduction in cootribution once past
service 1iabilities have been met.l3 To incresse benefits could
conceivably deprive an employee with less termination priority of a
pension that was adeqguately funded prior to the change in benefits,
There is an understandable bias of the parties at interest toward
economic optimisw which leads to an economic myopils.

Provision for termination of the pension plan is generslly
consldered s legal bridge to be crossed only if and when it 1s reached,
It is the purpose of Chapter III to review the legal and econcuic
factors basic to pension terminstion, The legal viev reflects both
the theory of the nature of pension rights snd the typical cootractual
provieions for {mplementing these views. Taxes, tactics, and pension
techniques, as found in Chapter IV, musti be vieved from the position
of euwployer, funding agency, the beneficiary, and general public in

light of liquidation, failure, migration, or plant shutdown,

D, The Scope and Importance of the Problem of Pension Terminations

Greater concerp for termination problems has been indlcated by
both labor and wmanagement in recent years. Businessmen most
knowledgeable in pension matters have been willing to introduce liveral
vesting and severance benefits for the pension partiecipant displaced
through no faﬁlt of his own., The larger industrial unions puai hard in
negotiatlon for reforms to protect workers severed frou Jjobs because of

business failure, wigration, or automation. Suggestions have coue from

13..81'01'180{1’ OE. Cito, P. 760
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the labor sidelh that the consequences of pension tersination should
be mitigeted by a federal systenm of reinsurance for private pension
funds, by use of general government revenues for early retirement
pensions prior to social security payments, and by more redical plens
for centralized governmental pension plans,

However, penslon litersture gives scant trestment to the
severity or solution of private pension termination, The continuity
record of privete pensions and their performence when terminated would
gseen to be of critical importence in evaluating the success of the
private pension wovesent frow the viewpoint of employer, employee, and
the society alike, Nevertheless, the subject of termination is
generally treated only &8s a corollary to more popular subjects such as
vesting, seversnce, or funding, Indeed, it is difficult to Bay on the
basis of published government data just how wany plans have been
forever or partielly foreclosed and hovw many participants have been
adversely affected in any aingle year. Even stteuwpts of one government
agency to coupllate government data from other government sources on

this subject have been frustrated in large ;prnri'..;"5

thee a report on a apeclal collective bargaining conventlon by
the UAW in Detroit in April of 1961, as reported by Profit Sharing and
Pension Forms, Volume III, Ho., 11 {Englevood Cliffs, N, J.: 1901), D. 2.
Information also reflects sn interview by the muthor with John P,
Tomsyko, Chief of the Pension and Bocial Becurity Department of the
USW, at his Pittsburg office August 16, 1961.

15Joseph Krislov of the Division of Research and Btatistics in
the Social Secwity Adwministration has done two such reporte:
Termination of Private Pension Plans (Anslytical Note No. 109), Bureau
of Old-Age aud Survivors Insurance, Divieiou of Program Analysis, May,
1960; and, uore recently, "LKotes aud Brief Heportas--Privatie Pension
Plan Teruinstions,” Social Becurity Bulletin, Volume 26, No. 1z,
Decewber, 1943, pp. 18-21,
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Private corment addressed directly to tercinstion as the wajor
subject has been limited to a few law review articles and to the work
of two men in particular, Dorrence C. Bronaon}s an actuary, and Merton
Bernstein,lT a law profeseor, With thege nctable exceptions teruina~
tion provision and procedure have been submerged within literature
streseing other themes.la A fevw analyses of the problems of termine-
tion are hidden away as parts of court oplnlons on issues derived fromw
8 terminal) situsticn., Therefore, s study vhich attempts to bring
together various mspects of pension termination as a specific tople
grea ig Iin eome ways unique. When it is estimated that more than ane
of every seven plans initiated will terminate within eight yesrs of
initiation, the subject is a significant part of pension administration,
Blthough 1t will be shown thet this is a Judgment d4ifficult to quantify.
Evaluation by comparison of governmental pension programs with

those of the private system ia not the approach of this paper. Btill,

the continulty record of private pensions ie 8 sensitive azrea of study

16Basie background reading in this subject should include his
"Pension Plaus--Provisions for Termination of Plau,” Transactions of
the Bociety of Actuaries, Vol. VIII, Jure, 1955. In addition,
Dorrance Brongcon has stressed the termination problew in geveral oiber
publications and speeches which will be noted in later chapters.

1T“Employee Penslon Righte When Flants SBhut Down: Problems and
Boue Propossls,” Harvard Law Review, Vol. 76, March, 1963, pp. 952-973.
Professor Bernstein will shortly publish & book, The Future of Private
Pension Plans, in which terminetion is the subject of one chapter.

Just one of many exswples is Penslon Funds and Econawic Power,
Paul P. Herbrecht, S.J. (New York: The Twentieth Century Fuud, 1959).
In particular, his Chapter 6, “"Beneficiaries in Court," was excellent
background for this study.
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where private planc are coopared unfavorably and often unfairly with
little qualification to tax supported public srrangements, Nothing
could be further from ithe intent of this research than an attack on
the concept of diversity and temporality of private plans. It ia
customary in the United States to provide both public and priveate
solutiong to each soclal problem, Each form of pension support has
its sdvantages, snd private pension planning not only provides greater
freedow of cholce as to the wmode of wage coupensation and retirement
but provides an opportunity for innovation, experiuentation, and
competition for personnel, thus affecting allocation of rescurces for
the economy ar a wvhole, This competition takes the foru of & vage
eontract to meet business purposes, The concern of this study is to
strengthen the sffectiveness of this contract by improving its
mechanics in regard to terminal situations and by achieving grester
concurrency in the relationghip of funding, expectations, and under-
standing by the participant of the nature of the pension process.
Implicit in this objective is a premise that a private pension program
can use forfeiture provisions to serve the business need for loyslty
and increased productivity while at the ssme time sharing the exogenous
risks of eventual reslization of the social need for retirement incone
with the employee,

To strengthan and ifmprove the private pension effort, it can
be sssumed that reviav of individusl case experience can revesl both
instances of creative sdministration and wasteful termination from
several points of view, namely management, participant, and public
policy., Terminml) statistics as found in Chapter II can do little to

supgesat the scope sand {mportance of the problem of pension terumination
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unless the detsils of consequences are available to suggest what is
needed to etrengthen the effectiveuness of privete pensions. Thus
specific case exsuples, although they usy reduce the scope of study
possible with more genersl obgervstions, form a usjor part of this
study, with Chapter V devoted to insured pension programs, Chapter VI
to pon-insured trusteed pensicn plans, a&nd Chapter VII to the problems
of partial tertizatlon dus to mass reductlion in work force,

Thus, the scope of the study is reduced to.cover only questions
related to the execution of terminemtion of the pension cortract, and
the subject Is glven this ainguler importance beceause what the
perticipant reallees of biz expectetions where the plan is prematurely
terminated is the woat revealing measure of the substance of his
pension rights wvhen sand if the plan were functioning. Of course, the

topic arez to be wanagesble must be further qualified,

E, Definitions and Limitations of Reaearch Objectives

The research toplc area of this paper is restricted to the
nature and gquality of expectations derived from privete pension plans
a5 gualified for special tex trestment by the Interns)l Revenue Code.l9
in essence, a qualified pension plan is srn arrangement under which the
employer undertekes to provide in & systematic and equitable fashion
for the peywment of definitely determinable benefits. These benefits
are payable tc disabled or retired employees or certain survivors aver
a period oi years, usually for life, following retirement or determina-

tlon of a. permancot dlsasbility, Non-qualified plans have been ignored

127pc 1.401-1 (b) (1) (i) end kOl (=).
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for lack of available public information, and multiple employer plane
have not been treated, as these have been the subject of other
reuearch.20

The important area of profit-sharing sgreemsnts has been
slighted not only to restrict the research topic within wmanageable
bounds but also because a critical problem in the event of termination
of & pension progrem is missing in the case of profit-sharing. The
majority of profit-sharing plane wmeke provision for the creatfon or
megsurement of individual interests in existing profit-sharing fundsa,
thus avoiding the pension termination problem of distributing
insdequate funde among sctuarial claims of varicus claases of partici-
pants in event of prewature terainstion, Various welfeure or
coubination plans vhich integrate pension and cther benefits for
unemployment, hospitsliration, or sccident have been omitted from
study ms they are not similar in kind or purpose and therefore
unsuitable for comparison or generalization with single purpose pension
programs,

The speclific research interest ia the terwination of Individual
rension expectatlons, which is defined to include both the termination
of a formal pendion plan before the last eligibple employee ir fully

pensioned and the fnvoluntary loss of an euploywent opportunity leading

to accumulation of retirement benefits under circumstences lwplying or

20yalter Kolodrubetz, Multi-Employer Pension Plans Under
Collective Bargaining, Bpring, 1960, B,L.S, Bulletin No. 13257 United
S8tatea Department of Labor. Also see an unpublished dissertation by
Jogeph Mallone, Wharton School of Finance, University cof Pennaylvania,
1561,
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Justifying partiasl tersivstion. In this study, formal terminetion of
8 plan is of interest only when it can be attributed to business
failure, liquidation, or migration. In some cases where business
merger has weant consolidation of operations and termination of a plan
due to consolidation of cperstions with termination of employment for
wany beneficlaries, the situstion is considered a liquidation.
However, vhere merger has weant integration of personnel and pension
plane or where teruwination of a pension plan has been followed by
creation of.a profit sharing plan or some other bepeflt program, the
gituation hes been omltted frow study. These latter subject areas have
recelved extensive research treatment in conjunction with work done by
the Pension Research Council,®l

Termination of a pension expectation is more often a process
than a single event, Teuporsary layoffs may last until seniority status
is lost and a permanent reduction of a work~force has been accomplished.
As the business situstion worsens, contributions to the plan may be
suspended until the practical result is s reduction or cessation of
annuity payments to existing snnuitants, This process of termination
leading to full or partial dissolution of the pension plan of the single
enployer is the area of interest for this study. To a degree this
concern overlaps with the brosd area of labor turnover due to voluntary
Job changes, attrition due to age and illness, end to other considera-

tions, all of which will be slighted to focus on involuntary

21
J. B. Houmond, "Pension Programs As Affected By Mergers"

(unpublished Ph.D. dissertation, Wharton School of Finance, University
of Pennsylvanis, 1980).



21
termination of pension expectations due to the dynemics of a
competitive soclietr.

It should be noted thet at no point is there an intent to decry
the loss of a job or firm iun the face of the preassures of free
compctition. Ouly the consequences of this means of reallocating
resources in relation to the privete pension sgreement are open for
ceritical comment,

Within the remmining topic ereas ss tous delineated, this
resesarch proposes:

l. To determine the frequency and severity of loes of pension
teruinations as might be revealed from anslysis of eaveil=-
able data and thereby suggest the slgnificance of the
problem,

2. To collect, assimilate, aud anslyze typical teruination
experiences to highlight possible sreas for technical or
legsl refinementis, which would reconcile the present and
future prospects of the employer with the uncertainties of
employee pension expectations,

3. To put forward tentative observations and suggestions
intended to stimulmte rethinking of private pension theory
where it may adversely sffect pension expectatlons of the
older worker with recognition of the proper sllacation of

personel riske and social resources consiptent with the
Averican economic aysten,

F, The Regearch Mcthods

The general research objectives of this study have been greatly
hawmpered by the difficulty in obtaining the most relevent information.
Two kinds of data have been sought, (1) aggregate national data which
could indicate the frequency snd scale of ithe problew, and (2) case
dmta vhich could delineste severity of the consequences or specific

probleme deserving greater professional cousideration. Much of the
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asvoilahble informetion is held to be confidential by governuwentel or
privete custedisns. Of the two distinet sources, government mgencles
and private pension professionals, the govermment would appear the beat

source of aggregate data.22

A prime source of information would be the Internal Revenue
Service (INB) files of correspondence mspembled frow firme seeking
approvel of full or partiel pension plan terminastiona, As developed
ir wore detell in Chapter II, theze records could be an fnvelueble
source of consistent and specific data on national trends, but of
coui'ae ruch correspondence touches on metters of personsl incoume tax
an¢ ie considered by law to be most confidentisl and gvailable only to
the employees of IRS, Therefore it wex necessery to find alternative
sources for this same kind of Informetion from private sources az it
pertained to the pension progrsm and not personsl incomes.

A variety of meil and interviev approsches was used to locate
termination case records throughout the country.23 Unfortunately each
source was willing to divulge information of & Adifferent degree or kind,

and most wished the confidential nature of the date disguised to

“25he range of government sources iz indicated by the followl
list of wail and interview contacte: (1) Internal Revenue Bervice, (Z?
Federal Welfare and Pension Report Division of the Department of Lsbor
Btendards, (3) United States Department of Labor, (&) United Btates
Departwent of Commerce, (5) Specisl Bubcommittee of the Congressional
House Committee on Health, Education and Welfare, (6} various atate
agencies involved with state Pension and Welfare Disclosure Reports,
(7) Btate corporate registration agencies, and (8) State development
and econowiq regsource agencies,

23The private sector of pension professionais included the fole
loving in relative order of importance of msterial supplied: {1) Actu-
aries and Pension Consultants, (2) Labor Union Officials and Pension
Technicians, (3} Corporate Trust Companies, (4) Dun & Bradstreet, Inc.,
and (5) Factory Location Services.



23
protect the source of the materiul, the perties involved, and the
business relstionships of the informant. The result is s considerable
body of observations, case histories, opinions, and recollections which
may be sorted by subject but certainly have none of the sttributes of
statistical collections often assoclated with this kind of resesrch,

The reader is warned that he shall find no curvi-linear support
for conclusions, no mass of data providing {rrefutable evidence of tbe
correctness or ignorant biss of e favorite hypothesinm, indeed 1ittle
that {8 quantifiable. Rather the substance of this topic reviews
particular situstions and mndest assemblies of data to understand
implicit legal assunptions, social welfare factors, snd economic
considerations of the ewployer, suployee, snd society as well. There
iz a possibility of w hidden biss in the preselection of case material
by the wany private individusls who control sccess to informetion. The
study attempts to represent all the vievpoints of intersst, but the
reader is put on notice that qualitative reviev gs opposed to
qQuantitative anslysis mey interject the viewpoint of the author despite
even the best intantions. And of course the resder may arrive at
different inferences from the facts pressented - sumxll misunderstandings
due to "the insensible bias of position,” in the delicate phrase of
Thorsteln Veblen,

Af factunl inforuwation is introduced in the following chapters,
the method by which it was obtained is explsined in accompanying notes.
Literature, intervieu, direct wmsil inguiry, snd detailed reviev of
available files each hawve their place and their distinct licitations

in this study., Here again, procedure of tonis atudy clashes with
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customary practice, for footnotes cen not always be fully referenced,
a condition imposed by the need to preserve the privacy of the parties

at interest as well as the source of the case data,

G, Btructure Cutline of Following Chapters

Chapter IT is concerned with the range of peansion termination
experlence revealed by varicus national agglomerations of dats.
Federanl and state sources st least give & clue to the cause and
frequency of terminstion, the sssets end participante affected, and
the trend in the national rate of plan dissolution, The termination
experience of banks, insurance companies, and other pension profea-
sionals is also explored prior to a speculative estimate of the
national incidence of termination and sffected participants, In
addition, some wmodest implications of termination experience are
drawn from reports of business failure, liquidaticn, and =migration.

Chapter III explores the legal factors affecting the procesaz of
pension plan termination, thereby providing sn opportunity to examine
much of the jitersture which 1s pertinent tc termination. YThe chapter
sttempts to0 condense a great variety of legal procedures, contract
clauses, snd legal theories if only to provide a background of
information for the reader of case commentaries in lster chapters snd
to trace origins of the lepgal confusion implicit in many pension
contracts,

Chapter IV touches lightly on other background nsaterial which
bears heavily on the termination process. 8Space permits only a sketchy

reviev of the actuarial, tax, regulatory, and other interested party
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viewpointa. Certainly the actusrisl and tax factors are & matier of
fact reviewed extensively in other publications, sc that inclusiocn
here is only for snalytical reference and, in & wanner of speaking,
further review of the litersture pertinent to the subject,

Chapter V ie devoted to twelve cage illustrations illustrating
termination problems of insured penaion plans. The ceses were
selected frow more than {wo dozen examples collected but edited for
remsons of incomplete data, inconsequential research import, or
duplicetion of 1llustration, An attempt is mede in the summary and
conclueions to this chapter to suggest possible luprovements for the
contract, supggestlons which must be limited by the fact that the
critic has 1ittle formal lev %$raining.

Chapter VI represents more of the case approach, although in
this chepter sore gixteen cases illustrate the dilemmes of terminating
trusteed, non-insured pension plans. The chapter stresses the
imbalance between available funds snd legitimate pension clelms, a
disequilibrium which may mean excessive funding as well as cash
shortages. Agein the chapter summary puts forward poasible technical
improvements to the typical plan provislon format, although sdministre-
tive procedure receives much stress as there ig more room for
diseretionary action than is true of the insured program.

Chapter VII hes sttempted to explore m gray asres involving
rather fine distinctione between individual employment severance and
partiml termination of a pension program ae a result of a reduction in
work force. It is in this area that most pension terminatlons can be

sald to accur and in which egquity for the various parties involved 1s
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most obscure. While the chapter way dissect the major issues in this
area with the aid of several lengthy case discusslons, the summary can
only initiate further discussion by atteupting to extrapolate some
bgsic equity guidelines,

Chapter VIII attempts to bulld its final conclusion around a
major reform of pension theory which may bold a key toc terminatlion
problens with equal application to insured, non-insured, partial, end
individual pension termination problews alike. If the proposed laugal
trestment of pension benefits were to be acceptable, then the technical
drafting suggesticna in the previous chaplers represent only legal
patchwork. Buch a conclusion is not debilitating ae most pension plans
today are legal patchwork, so this study mey offer an alternative--
either create grester concurrency of lavw, wage policy, and actuarial
funding masumptions or anticipate the effects of non-concurrency in
event of termination to prevent inequitable conseguences. The final
chapter is also concerned with possible inatitutionsl devices which
would ease the adverse conseguences of termination, devices external
to the contract and therefore given short shrift elsewbere in the
study. The entire chapter organization parallels and serves to
summarizre what has been realiged in regard to the initial objectives

of the study,



CHAPTER I1

PUBLIC ILNFOIMATION AND TEE RANGE CF

PELSIOF TERMIBATIOK £XPERIENCE

A. Objectives of Chapter

The intent of thim chapter is to explore availeble dete
bearing on the sggregate national experience of pension terminstion
frequency and severity. It has been negessary to collatel rather
tanuously related or sketehy informstion from both Fadersl and state
government agenclesd Lo suggest the scale of the pancion tercinstion
problem area. The varleiy of boih government and private sources
reviewsd for appropriaie Informatlicn was briefly noted in Chapter I,
but the bulk of private dsta, with few exceptions, was in the nature of
case study materiael. Thin latter inforuation was found in such e
variety of forma from sources of such divergeut nature that aggregate
cotpilation of these experiences would effer nothing of statistical
merit, The study, in this chapter, has depended primarily on
government sources, principally the following, upon which this chapter

is structured:

lln esrlier collation was prepared by Joseph Krislov of the
Ecouomics Btudies Branch of the Soclial Becurity Adminisiretion. A
more extensive report was made imposaible, Mr. Krislov reported to the
suthor, for lack of aceessability to additions] data and & limit on
research budget. Eis preliminsry work was published in May, 1960, as
Analytical Note No. 109, Division of Program Analyeis, Buresu of
0ld-Age and Burvivors Insurance, Boelal Seccurity Administiration.
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1. Interna) Revenue Service Reporis

2. New York Btate Banking Department

3. Wisconsin State Insurance Department

4, welfare and Pension Report Division of the Depsrtment of

Labor

5. Eelected Bank and Insurance Company Data
Indeed, dissatisfaction with the avallablllity of some government dats
prompted inclusion of a critique of the present end potential values
of some of theee information sources,

On the subject of partial termination aggregate dats vill be
shown to be even less matisfactory because of the difficulty in
reducing reports of business fallures, ligquidetions, or migrations to
those fevw which meant the demise of pension expectaticns, Neverthe-
leas, these various sources sre spparently the only ones available and

can be used to provide some Tinite wmeasure of termination frequency

and severity,

B, Frequency snd Bcope of Pension Plan Terminstion

A primery source of pension terminsation dstz would seen to be
material collected in the course of ¢peration by the Internal Revenue
Bervice (IRS), Aside from the tax code, rulings, and memoranda issued
by the department, the IRS has uwade some kind of quarterly report of
the number of nevly qualified plans and terminations, together with
other miscellaneous material since 19h2.

Intervsl Revenue Bervice figures as displayed in Table 1 have
not been consistent as to technique of recording the initiation or
termination of stock bonus, prefit-sharing, and snnuity plans,

Determination letters for initial quaelification or termination of



TALLE |

QUALIZFICATION oF STOCX BONUS, PENSION, _ROFIT-SHARING, AND ANNUITY PLANY
As Ruported By Liie Iateviul Ravenue Jarvice

e ——
= Cunulative Total Terainstion Terminationa Ancual Tera. Index of Tndex of
Cuzlative Total Tarninstions As A% of As % of Newly As % of Het Atnue) Annual
period Original Taxmination Het . Cumulative Texminacions Including Priox Total Flaas Qualified Cum, Plans Teza. ' Qualif. '8
Qualificeation Balance Since 1942 1942 Since 1942 Plans At Seglnaleg  1947-1950  1947-1950
of Paricd Av. = 00 Av. = 100
—_——-—
110 - 110 1t
ﬁﬁfl;;qlm 549 - 549 549
o, 1 "40-Sept. 1 '42 1238 - 1288 1947
42- ' 10608 209 10399 10399 709 12345 3.92 1.97
Exte :lq;fai:'agn'a;’ 1% 275 359 11258 24 13205 5.38 27.13 2.20 107 a2
ol | '&8-Jun. 30 '49 1123 227 396 12154 il 14101 6.91 22.42 1.70 89 100
iy t '49-Jun. 30 50 1034 263 771 12524 27 14872 7.56 25.54 1.86 103 108
j‘t' 1 '50-Jun, 30 *51 1897 151 1744 14671 1125 16518 1.65 7.10 1.01 59 121
1 15l-gun, 2 52 2493 146 2347 17018 1271 1868 7.33 5.86 .88 57 140
Ij‘l' 1 "82.Jun. 30 ‘53 27% 123 %57 20675 1304 22622 7.10 3.15 .54 48 Lin
o, 1 "33-Jun, 0 'S4 4076 212 3364 24519 1656 26485 7.33 .52 .93 43 202
Tao 1 *5-dum. 20 '53 3699 3% 3363 27802 1062 29849 7.47 9.10 1.2 1 229
'3.1: L "S5.Jun. 30 'S6 4420 79 4141 31943 2211 33850 7.46 6..'115 ;-: {gg ii:
S, 1 "S6-Jun, 30 'S7 5042 208 5734 7677 2529 39624 7.36 5, o 120 n
sol. 1 #57-Jun. 30 58 6872 288 6454 LA151 2917 46108 7.2 5.65 .10 12 K4
b, 3 '58-Jun. 30 '59 6955 459 6496 50657 . 3376 - 52604 1.37 6.50 . 0 12
Tal. 1 '59-Jun, 30 '60 8737 500 8237 58894 3376 60841 7.43 5.72 l.gs ;92 463
Tal. 1 *60-Jun. X 6L 10001 543 9358 63252 43l8 70199 6.43 .05 5 5

hat Lts reported figuyes wers distributed squally betwaen

Ta f for 1954 from 4 published calendar year basls to a fiscal year hasls it was nacessary CO d4sums

‘ﬁfﬁmthﬁﬁlfﬁeﬁ.ﬁf;u periods, To ditnmuu tuliags for tha first balf of 1955, en irquiry directad to the Reporta Divisiom of tha U, $. Treasury producad tha following bits

c&information: Ficrst, thare wers 203 cerminscions for tha first half of 19585; uecond, appruvals totaled 960 and 778 for the firat aud second gquartars for a grand votal of 1538,

Gamrding to o;::.‘pqm.!lncl with Harry K. Deilinger, Diractor, Rmports Divisions, Incernal Revenus Sorvica: May 29, 1962, Fo other information wap avallabls acd so 1532 was used as
total mumber of approvals fn the first half sod this figure vas subtractad froa cslendar year ctotals to determine sacond half approvals, thus leaving the net cumulstive totxl at
aod of 1954.55 perlod substaotislly corzact.
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employee benefit plans are nmot required, and therefore IRS flgures may
not represent or permit computation of @ net total of welfare plans in
existence, However, prior spproval is generally so desirable that it
is alwost a universal practice, mnd thus IRB figures represent a
worksble universe for research purposes, Ad individual types of plans
were not distinguished in reported figures prior to July, 1955, it vas
necesssry to construct a time series vwith the aggregate pension arpd
welfare plan totals. More recent datas by gquartars vere rearrangaed to
establich a common July l-June 30 fiscal year for the entire series, as
in Teble 1, Examination of this tiwme series produces some interesting
insights into the rate and incidence of termination for all plans of
this type, although not specifically and solely to pensions, the basic
subject under study.

l. Over & spen of almost 25 years one out of every fourteen
plans has been terminated at ® rate of approximately 1% of
the plane in force at the beginning of each fiscal year
(column 9), |

Of Th,B18 stock bonus, profit sharing, pension, and annuity

plans reported to the IRS and qualified by June 30, 1961, k,51G had
terninated, or about 6% of all plans prior to or after October, 1942,
Of the total cumulative balance Qualified since 1942, cumulative
terminetions at the end of each year to the balance of plans in force
at the beginning of sach year have equaled a rather stable 7.3%.

2, While the number of teruminations hss been f{ncressing
steadily {column 2}, their rate of growth 1s less than half
of that experienced by the curmlative balance of vwelfare

plans in force.

Reference to cclumns 10 snd 1)l provides & couparison of these
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rates of increase by means of an index where the aversge period totals
for July, 1947, to June, 195C, equals 100.

3. A ratio of terminsticons i{n any one year to new plans
qualified in eny one year is of help in recognieing the
impact of business conditions on gualifications and
terminations,

The ratio of terminations to original qualifications exaggerated
the inverse relstionship these can be expected to have in the busineas
cycle, Presumably guod business conditions would facilitate
inetallstions of this kind of employee benefit plan while poor
business should precipitate terminetion of benefit programs by
marginal firms. Such a ratioc was calculated in column 8, The
unusually high ratic of pericds ending June 30, 1948.1950, could
probably be explained by considering the large number of plans
established during the years of World War II (October, 19k2-June 30,
1947} followed by the difficulties of readjustment to peace-time
production prior to the dbeginning 'of the Korean War. The generally
good economic conditione from 1951 through 1953 produced the lowest
number of terminations and the lowest ratic of terminations of .%2 for
the 1953-5k period. The dramatic Jump in the ratic for the 195k-55
period presumsbly was related to the sharp down turn in production and
prolit levels experienced during this period. The ratioc moved up @
polnt during the 1958-59 recession and sgain in the 1960-61 plow down.
Terminations in the latter period increased 23% over the previous year,
but the ratic was much lower than it might have been because the number
of plans qQualified increased very significantly teo, a factor not

present in 1954-55 and related tc union bargaining demands and



settlements in 1960.

L, TFluctustione in terminstion not only appear to very
inversely with businegs conditions but elso to lag the
index of cumulative plans in force {column 1l1) by roughly 6
to T years, Thia time leg haa potential significance,

If it were assumed that 10% of all nevly qualified plans would
be terminnted over a 7 year spen in equel smounts each year following
qualifrication, the hypothetical cumulative terminstions charted on
Table 2 cen be derived. This aasumed rate of termination received
some statistical support, aa sugeesated by the followlng paragraphs.

Noteworthy correlation was achieved between thiz projectlion and
the actunl IRS terminetion figures for the years 1955 through 1959;
the projection always underestimated the mumber of mctual terminations
{(except in 1959, one of the better business years in recent times), a
failure which might be explained by termination of plans formed prior
te 1947 and thus excluded from the tabulation or attributed to
qualification of teruinated pleans which did not seek initial
qualification, Only {in 1954 and 1960 vere the wmodel projectiocn figures
significantly understated, however. In 1954 terminations were at an
abnormally high level, as indicated by the retio of terminations %o
newly qualified plans discussed earlier. Again in 1360-61 the ratio
of terminations vas unususlly high, s ratio partily attributable to
unusually high wortality among profit sharing plens.

5. Therefore it wmay be possible to infer from this hypo-

theticsl projection of terminations compared to actusl IRS
Tigures thet there may be & normal attrition of all

qualified welfare plans of about 10% within 7 years of
qualification,



TABLE 2

HYPOTHETICAL PROJECTION OF IRS DETERMINATION LETTERS FOR QUALIFIED TERMINATIONS ASSUMING 10% OF
ORIGINALLY QUALIFIED PLANS TERMINATED WITHIN 7 YEARS IN EQUAL ANNUAL INCREMENTS AND
ASSUMING ACTUAL REPORTED IRS INITIAL PLAN QUALIFICATIONS FOR YFARS INDICATED

o = W
198 1949 1950 1951 1952 1953 1954 1955 1956 1957 1958 1959 1960

1947 16.2 16,2 16.2 16.2 16.2 16.2 16.2

1948 16 16 16 16 16 16 16

1949 24k.8 1.8 1h.8 148 16,8 148 1h.B

1950 27.1  27.1 27.  27.1 2T.1 27.1  27.1

1951 35.6 35.6 35.6 35.6 35.6 35;9 35.6

1952 5k 54 54 Sk Sh Sk 5k

1953 58,2 58,2 58.2 s88.2 58,2 58,2 58.2

1954 52,7 52,7 52.T 52.7 52.T 52.7

1955 63.1 63.1 63.1 63.1 63.1

1956 86,3 86.3 B86.3 B86.3

1957 98.1 98.3 98,1

1958 99.4  99.h

1959 124.8

Actual Internal Revenue Service Figureg -«ee=m——e-- -ggg -2;3 -Sgg -géé -tha _5;2 -%g%
Deviation of hypothetical — ===m-—ww=- 11k -20 - 2 -11 -1l 12 -

termination frowm actusl IRS experience
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Moreover, ii{ would seenm logical that years of adverse busliness
conditions would produce sudden, mbnormal increases in termination
experience, The tining and magnitude of this increase would be as
unpredictable as the business cycle which gave rise to the fluctua-
tions; the increase has ranged between 30-50% of the previous normsl
Year termination fipure, but this estimate 18 too crude to be of much
valus for projection, Nevertheless, 1t would seem that the basic
wodel could be of use in projecting terminmstions one year in advance,
and perhaps further if there were reliable estimaties of the number of
plans to be qualified in any one year., Buch apeculastive projection
has been deferred to a later section of this chapter; the assumption
was brought forward here to facilitate analysis of the meager data
released by the IRS.

Unfortunately, the zbove dfscussion dealt with a wide assort-
ment of welfare plans end not exclusively with pensions, the specific
concern here, Table 3 has provided e& breakout of profit shering snd
pension plans as they were originally qualified or terminated since the
first quarter of 1955, Unfortunately, the IRB d4i¢ not provide a
cutulative total of each kind of plan in force to which the nev plans
vwere added, beginning in the third qQquarter of 1955, Hence, one csnnot
say what per cent of the cumulative total of profit sharing or pension
plans in force vere terminsted over time or in sny one year,

6. The annual sverage of plens terminated to those gqualified

(columne 7 and &) indicated there were somewhat more

pension plans than profit sharing plens terminsted each
year in relation toc nev plans started.
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These conclusions vere suggested by an index of grovth and
termination for each type of plan based on w 1956 querterly average
equsl to 100. Bince late 1956, profit sharing plsns have been growing
at a rate considerably in excess of the reate ¢f increase in pension
plans {columns 9 and 10). More significently the index of teruins-
tions for both types of plans (columns 11 and 12) has been grovwing
wore rapidly than the index or rate of increase in the mmber of plans
theuselves, This phanomenon might be related to two factors. It has
slready been suggested that the mumber of terminetions was a cumulative
fraction of plans previously qualified sc that a large number of
qualifications up to seven years prior t0 the termination year under
consideration would have an impact on the current termination figure.
In short, it is a moving sggrogate, and the components of this
ageregate have been incresasing in recent years. The cusulative aspect
coupled with the probabliliiy that there vas no direct cumilative
relationship betveen plans qualified in one yesr and the number
qualified in the pext might explain why terminations have been groving
&t & mors rapid rate.

T. An exawination of the average nuiber of employees
participating in nev pension plans gualified by the IRB as
presented {in Table & (columns 3 and &) disclosed the
average mumber of participants has fallen rather
dramatically since 1955.

If such a drop meant that the larger firms, in terms of

exployment, were the first to have pension plans, the iwmplication
would be that the expansion of the privata pension wovement was now

due to the smaller firm adopting this kind of fringe benefit progrsa.



TABLE &

AVERAGE NUMGER OF PARTICIPANIS IN REW PLAHS AS INDICATED BY
INTERRAL REVERUS EERVICE QUARTZRLY REFORT DATA

Zrmp. Pesrticipeting Emp. Participating Awe. Participants Ave. Participating

in New Under ligw in liew Under hev
Prof,-shar, Plans Pepsion Plans® Prof.-shar. Flans Pension Flans
1955 3 Qr. 10,815 121,767 37.0 2,002
b Qr. 19,006 186,218 52.7 2,970
26 4 yr. total zgg z,uﬁg
1956 1 Qr. 30, 93,836 . 1,1
2 Gr. 27,323 129,589 6h.1 1,682
3 Qr. 38,761 83,579 78.1 1,180
k g, hh 569 245,027 61.0 2,846
Ir, total 67.% 1,713
1957 1 Qr. 29,608 151,612 39.7 1,549
2 Qr, 32,700 102,178 48,6 1,125
- 3Qr. 56,018 81,517 6.4 1,086
5 Qe. 38,031 188,500 51.8 2,170
Yr., total 54,3 1,478
1558 1 Qr. 35,319 120,535 hz.2 1,113
2 Qr, 24,919 205,220 3.2 1,
3 Qr. 27,108 123,069 37.2 1,316
h gr. 267, 109,216 38,2 1,330
Yr. total 37.3 1,431
1959 1 Qr, 29,333 95,008 35.5 967
2 qr' 37'378 121’032 h’hoe 1’10!‘
3 qr, 35,791 72,622 k2.8 Blo
b gr, 36,125 112,231 43.8 1,272
YIr. total k1,5 1,045



TABLE b (Continued)

Ewp. Participmting Kmp, Participating Ave, Psrticipents Ave, Participating

in New Under New in New Under New
Prof.-shar. Plans Pension Plans® Prof.-sher. Plans Pension Plans

1960 1 Qr. 62,Tk9 199,529 k7.2 1,685
2 qr. 52,795 206,859 40.2 1,479

3 Qr, 52,255 252,018 b3 1,912

k gr. 66,681 134,836 59.8 1,218

Yr. total M.0 1,573

1961 1 Qr. 140,005 140,520 111.8 1,013
2 Qr. 35,553 120,675 28.9 858

3 Qr. 38,920 98,971 42.5 890

L Qr. 36,245 146,739 3.3 1,b47

Yr. total 54,5 1,052

1962 1 Qr. 29,104 97,702 224 728

B3ource; Interpal Revenue Service quartarly release on deteruination letters.



Presumably the smaller firm should be more vulnerable to fallure,
werger, or other shifts in business fortune which could lead to
pension termination; as less substantial companies Join the pension
movenent, therefore, there wmight be a tenfency for pension |

terulinations to rise.

8. That terumination increases as the sirze of the emplayer
declines has aslso been luplied by the terumination experi-
ence of profit-aharing plans,

While there have been fever profit eharing plans in existence
than pension plans, the number of profitesharing plans terminated has
risen to a point almost equal to the mortality experience ¢f pensions,
Bince the average number of participants in a profit-sharing plan has
been s0 much smaller than is true of the pension plan, it might
follow that the business sponsor was generally smaller than that of
pension, snd hence, wmore subject to decline or failure, Op the other
band, the small number of participants would also reflect the
application of profit sharing to selected groups with menagerial
responsibility in the larger firm, The degree to which these opposite
situations are combined in published figures has not been indicated so
that wore positive conclusions have not been uwade. Nevertheless, in
general, profit-sharing plans have been thought to be more subject to
tereination because of disillusionment when profits first declined and
proumpted termination in response to adverse conditions. A pension
plan would probably continue to operate for several unprofitable years
until the business prognosis required that this financisl burden be

eliminated.
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9. Analysis of the IRS data sbove has been rather limited by
both the accuracy of the deta and the depth of content,

As a measure of teruinations IRS data sre incomplete, The law
has not required & firm to submit & plan for tax qualification
approval elither at its initiation or termination, sc that it has been
impogaible to state exsctly hov many plans are in existence or the
relationshlip of qualified terminations to the net figure of plens in
existence. Further, it has not been necessary that qualified plens be
reported ae terwinated in = qualified manner in the same time period
that actusl busineas operations vere reduced or came to a halt, as the
Windup of business affairs might be prolonged. In rare instances, in
the opinion of one IRG official interviewed, the termination might not
be reported at all because the dissolution of the pension plan would be
highly discrimingtory in favor of those who control the business
enterprise, thua sure to sacrifice past{ tax exemptions if brought to
IRS nttention.2

Finally, it should be recalled that IRS statistics have treated

Cror example, if a company reduced operations and staff to a
winimun level, the attrition in ewploywent would rapidly reduce the non-
vested actuarial liability of the pension plan while leaving pension
assets unaffected, The funding ratio of benefits to those remaining
would scar conceivably to a point above 100 per cent. Should a
distribution be undetected for three years, the pepsion plan tax
status would be protected and the termination validated by the atatute
of limjitations on tax recovery and litigation, Trust officers,
actuaries, and attorneys interviewed maintained that their position
would not perwit them to render services supporting such san effort to
subvert the tax law. Corporaste trusts must report terminations to
state and Federal tax ageucies, so thet it would sppear logical that if
there vere an attempt to execute an unqualified termination, it would
probsbly be the work of a personal trustee,
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only actual pension terminatlfons. They have not reported casesg where
plant elosing or work force reduction hes meant loss of pension
expectations for those who were left ﬁnemployed. On the other hand,
the IRS termination totsl included partial terminations in which a
gocd portion of the work force remsined covered under the surviving
insurance program, Therefore, IRS figures represented an unknown
portion of the universe of situstions where pension expectstlons have
been terminated, The pecond failure of IRE datas bhas been the failure
.of erithwetic counts to provide any real depth of resesrch content.
This failing will be highlighted in the following secticn and the

toplc of a speclel sub-section of this chapter.

C. The Causes of Pengion Ternination

The significance of the frequency of termination for the
purposes of studyling pension termination due to business fallure,
liquidation, or migration depends on knowing what proportion of
gross terminstions could be attributed to the causes under study. To
this point the statistics division of IRS conce 4id a sample study of
the reasons for termination put forward in 99 letters requesting
qualification of termination in the fall months of 1957, and this
short study appears in Table 5. While the pattern of business
necessity for business termination could have changed in the inter-
vening 5 years aince publication of the IRS study, the Iigures vere
8till of interest. Of 99 terminations, 51 were of pension plans, Of
these, 26, or 51%, took place for reasons which infer loss of employ-

ment opportunity and a good part of the pension expectations of the
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TABLE 5

RUMBER OF TERMINATIONS OF PEN3ICN ARD DEFERRED PROFIT BHARING PLANG
IN BEPTEMBER, OCTOBER AND NOVEMBER, 1957
GROUPED BY REASON FOR TERMINATICN

P = el — T Ty T e e Al e N Y T
Pension Profit-sharing

Reason for Terumlnation Total Plens Plaas
Mergey 25 pR 11
8ale of cowmpany 1k 8 6
Finsnclael difficulties 19 13 6
Gorporation dissclved 20 & 15
Death of employer 1 0 1
Automatic termination 1 D 1
Lock of employee particlpetion 3 1 2
Egtablishment of new plan

collective bargaining 1l 1 0

non-¢ollective bargaining b 1 0
Change %o cash-bonus 3 4] 3
Change to a profit-sharing plan 8 5 3
Substitution of a salary

increase 1 1l 0
Logs of bargaining rights by

the union psrticipeting 1 1 0
By agreewent with union 1 1 o
Total 99 51 48

Bource: Btatisticse Division, Internal Revenue Bervice,
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work force, Reference wes uade specifically to financial
difficulties {13), corporate dissolution (5), and sale of the company
(8). In the lstter case sule might still permit continuity of
employment, but eituations where this would be the case have been off-
get by excluding all termination due to mcréer, assuning integration
of employee participants of one firw with the pension program of the
second, Terminations of profit-sharing plans for these sasme ressons,
together with the death of the employer, totaled 28 of the 48 plans
surveyed, or about 58%, somevhat higher as might be expected for
reasons previously noted,

The only cther comprehensive study of the resson for ternina-
tion was done severgl years prior to the IRS study by the Banking

3

Departwent of New York State,” and & summary and explanation of this
study appears in Table 6.

The State of Wisconsin hes also required financial and
actuarial disclosure of all funded welfare plans benefiting ewployees
who work in Wisconsin, A review of the Wisconsin files by the suthor
revealed a total of 85 registered welfare plane had been terminated in
the period 1957-61, the years in which disclosure was required,

However, 30 ao-called terminaticns of all welfare plans were of

3New York 8tate Banking Department, Pension and Qther Employee
welfare Plann, New York, 1955, Table 8, The significance of the New
York report is highlighted by the fgct that in Beptember, 1955, New
York banks held $7.9 billion pension trust fund assets, almost 60% of
all such trusteed funds in the United States. Only 15.21% of the
covered euployees worked in New York State for the 1,02% plans in
operation. Extenasive reference will be made to thie study in
following aub-sectionsa,
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TABLE 6

RUMBER OF PENSIOR AND DEFERRED PROFIT-SHARING PLANE TERMINATED AMONG
PLANS WHOSE FUKDS WERE HELD IN STATE AND NATIONAL BANKS
IN NEW YORK STATE, 1936, TO DECEMBER 1, 1954
CLASSIFIED BY REASON FOR TERMINATION

Pension Profigf;haring

Resson for Termination Total Plans Plans
Discontinuance of business a5 19 6
Adverse busine=ss conditions i3 3z i
Change in operations 4 1 3
Change in ownership 5 4 1
Merger L 2 2
Purpose of plan accoumplished 3 k! 2
Failure to accomplish purpose 2 2 Q
Ezployees sbsorbed by new plan 7 L 3
Failure to meet internsl

revenus requlirements T 5 2
Court order 1 1 0
Participants withdrew 1 1 0
No reason given 5 5 0
Total 97 (4 BO

B A TN A S E R W ——

Bource: Hew York Etate, Banking Depasrtwent, Pension and Other
Euployee Welfare Plans, 1955, p. 8.
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filinge which vwere found on review not to fell under the recording
requirements of the Wimconsin law. Of 45 pension plans terminated in
wisoonsin, 15 were terminated when the Wisconsin insurance department
found annual contributions, number of employees, or lack of any fund
outslde of insurance policies exeuwpted the plan from coupliance with
Wisconsin disclosure statutes. Of the remsining 30 pension plans, 15
were found to have been terminated because of business failure,
liquidation, or wigration.

On the basls of such gample evidence, the IRS experience, the
older New York report, and the Wisconsin file, it can be inferred for
discussion purposes in this study that at least one~half of all

pension terminationah

have been occasioned by circumstances which
brought an end to employee pension expectations, and quite possibly to
euploywent of particlpants in the defunct plan.

Again 1t must be pointed out that this sssumption applies only

Other causes of pension terwinstion or curtailuent would
include:

1. Unsound features or structural faults.

2. Mergers, consolidations, reorgarirzations, change in owner-
ship and control of companies.

3. Finpancial aifficulties of compenies,

L, Change to profit-sharing plan,

5. Union presgures,

6. Euployees prefer wage increases rather than deferred
payments,

7. Extension of Federal Scclal Becurity Act.

8. Insdequate communication af prograum, lack of educational
effort to create understanding and appreclation by
enployees,

9« Improper climate for plen: {a) inadequate conslderation of
paychological factors, (b) failure as group incentive, (c)
inadequate replacement for low vage structure, and (ds
improper use of plan to solve other managewment probleus,
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to sctual plan termination. All these sources have iguored the problem
of plaut shutdown or migration for the multi-plant firm whoge company-
wide plan 1s untouched by the closing of s single plant, department, or

& substantlial part thereof.

D, The Unavallabllity of Federal Rescarch Materisl

1. The real impact of pension termination and its cause ought
t0o be weasured by the scale of each termination in terwms of
the number of employees affecied and the proportion of
expected benelits actuslly realized by each participant.

On these crucisl polnts Federal govermment inforustion Las been
unavailahble, and a short diversion frow the wain line of discussion ia
this chapter to this intelligence gap 1s appropriate. Date frou
government sources perbaps could be made afailahle from either the
Welfare and Pension Repori Diviesion of the Department of Labor
8tandards or frow the Btatistics and Records Division of the Internal
Revenue Service, The records of the former5 are public information,
and eo to protect the private affairs of those who must file_rcportu,
o5 vell as the interests aof penslon plan participants, Congreas Las
defined very carefully what kinds of informatlion might be sought,

None of the dlsclosure forwm questions have been directed specificslly
%0 the terminetion situaticn. While a pension spongor wust file a
final report for the year of termination, it need only report its

aspets diatributed and the plan diassolved.

The Welfare and Pension Plans Disclosure Act, P.L, 85-836,
72 Blat. 997 as amended March 20, 1962, by P.L. 87-420,



48

2. Attorneys and actusries or others who file disclosure

reports have appeared to be at s loss as to hov much
information to furnish on the termination case.

To epotcheck what is actually done, the author drew fifteen
gnown termination cases frow the fileg of the Welfare-Pension Report
Divigion of the Labor Depertment, Siluce the disclosure procedure
required that only one case could be read st & time, the numher was
limited to fifteen when it became obvious that few of the files
contained any inforuaticn specifically velated to the cause and terms
of the plan termination. One case included a carbon of the letter
sent the IRS eeeking tax qualification of the texrminmation. Three
reports brisefly described the distribution under Questions B-E.6 The
wajority reported only the balance sheet valuea of the plen s of the
date of the report without detall as %o the impending termination. It
was concluded by all cancernedT that these records vwere of littile
value for this terminations nfudy. |

3. The IRS could furnish far wore informetion on pension

termination than it does from existing £iles without
violation of perscnal privilege.

The IRS was not at fault, howvever; the desired information vwas
generally scattered in its field office files across the country and a

limited research budget has prevented collection and study of this

non=centralized information. Morecver, some of the information

6Bee Appendix II,

7Frank W. Kuehl, Chief of Welfare and Pension Report Diviegion
of Department of Lebor Standards; E, Keith Rowe, Assistuant Division
Chief; U, J. Colan, Chief Branch of Inquiry and Disclosure,
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available was considered confidentisl and it would be 1llegsl for the
IRS to make this Inforumation sawvailable to private researcheru.8
However, this information need not be loat. Consider the nature of
the data end the ease with vhich information regarding personal loeome
could be remowved and protected,

A request for a Qetermination of the tax effects of a proposed
ternmination or curtailment of a qualified plan must be accorpanied by
full explanation of the reamsons for and the results of the termination
plan., The IRS has required the employver to furnish full informetion
on the following itema:?

1. Date of actual or proposed acticn,

2. Btatement of reasons and circumstancee relative to action.

3., Tabulation in coluvmer form showing certain inforustion
about eaak of the 25 highest pald ewployeea under the plan,

4. Bchedule shoving for esch yeur of the plan's operation, the
nuriber of employees participating snd ¢hanges 4in this
munber duripg the year.

%. Btatement as to whether any funde under the plan will
revert or become avallable to the employeri 1f so, details
are to be furnished,

6, Full particulars as to any funds under the plan which at
any time vere contributed in the form of, or invested in,
obligations, or property of the employer or related
companien,

8From an interview with John Hurley, Assistant Chief of IRS
Pengion Deportnent, reaffirmed by letter from Willlam I, Bmith,
Assistant Commlsaioner of Planning and Research,

Fepectiried in Exkidbit "A" of Revenue Procecdure 56-12, os
reported on page 4533 of Peneion end Profit=Sharing Report, op. cit.
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The datec of the terwinmtion from Itewm ) when coubined with the
date of original qualification would provide information on the age of
8 pension plan at the time 1t vas dissolved; A distrivution of the
reasons and clrcunstances relestive to termination in Item 2 for each
quarter would provide a direct insight into the iwpact of business
conditions, labor negotimtions, and euploywment levels on the sirength
of the pensicu wovement. This information could be available guickly
and in tiwe to be useful, It would identify current threats to
pension expectations and so simplify tbhe selection of whetever courses
of action might reduce the consequences to pension expeciations, The
information on personal income contained in Iiem 3 Ls the specific
inforuation which mmkes the entire contents of the letter restricted
information is relevant only where the problems antieipated by
Himeo 5717 appear. Informstios furnished the IKS in the termination
letter of particulsr valus <o pension teruinstion study would be the
data the IRS has collected for Items 4, 5, and 6 above.

The employer has been required to shov in Item 4, for each year
of the plan's operation not exceeding five prior toc termination, the
number of employees participating and changes in this number Quring
the year. A typical tabulstion might look like the mctuasl case
presented in Tables Ta and To. Table Ta dewonstrates both labor
turnover and sttrition of employment prior to clesing a foundry,

Presumably a good nuwber of the employees logt their 1nterest,1°

10Placed on layoff for lack of work, thelr pension expectations
would be lost when continuity of service rights during layoff expired
or they accepted work with anctoer employer, sgsuming benefits did not
vegt until retirement,
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TABLE Ta

X, ¥, 2 COMPARY

BCHEDULE OF PARTICIPANTS IN THE PLAN INX ACCORDANCE WITH
PARAGRAPH (&)} OF EXHIBIT "A"™ OF REV. PROC. 56-12

1951 1952 1953 195% 1955

(a) Number of participants at the

beginning of the plan year ks) kg9 Y17 43% ko5
(v) Number of participants added
during the plan year 1k 348 380 139 2
(¢) Number of participants who
dropped out during the plan year 66 370 W23 167 223
(d) Number of participante remeining
at the end of the plan year 499 LT7 L34 406 185
_n = — e e e a =
TABLE Tb

SCHEDULE INDICATING THE NUMBER OF EMPLOYEES COVERED BY THE PLAN
AG OFTEN SUMMARIZED BY TYPICAL LETTER REQUESTING QUALIFIED
TERMINATION APPROVAL FROM INTERNAL REVENUE SERVICE

Non-retired With Seniority Retired Vested
10/1/55 352 5 -
10/1/56 329 9 b
10/1/57 286 15 5
10/1/58 280 21 7
10/1/59 272 23 10
10/1/60 265 22 1k

Taken from 1959 Case Furnished for this Study by sn Actuarial
Consultant.
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nebulous as 1t might have been, before it was decided to close
operations and terminste the peusion plan, The exact pension interest
would depend on labor and pension contract provisions for seniority
status during layoff and provisions for vesting, esrly retirement, and
80 on, considerations all %o be discussed in more detall later,

Table Tb 4llustrates how the kind of information in Table Ta was often
summarized by those who contributed case exauples for this study,
Incidentally, the disparity betvween wested beneficlaries and non-
retired beneficiaries could be indicative of the far greater signif-
icance of pension expectations as opposed to pension rights.

The possible reversion of funds to the employer following
termination and distribution of teruinstion fund assets to be recorded
in Itew 5 generally has received a nepgative mnswer. Where there was a
surplus, vhat the profession calls the product of sctuarial error, the
circunstances of the errcr could be of great interest to the student of
pension problems, Actuarial error could indicate cauticus actuarial
assumptions but it wight also indicate that sharp stirition of employ-
ment had reduced actuarial liabilities in relation to sssets even
though the bulk of pension expectations have been deotroyed., Buch
controlled attrition has alvays been posaible where the employment
contract has not made adequate provision for the effect of layoff on
the privileges of service continuity. Buch a surplus might also
indicate superior investment results or accelerstion of the funding
process, In any event, 4t could ect ms a notice to the analyst that
a particuler plan was worthy of further atudy. Item 6 provides g

view of the more unusual case where the pension fund has made
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inveptments in the securities of the company sponsor, In relation to
the pension situstion it wmight reveal the frequency with which over-
due contributions were recognized with a company note and the extent
to which this note had e preferred credit position.

Undoubtedly there would be many reasearch applications of data
found in Items 1, 2, 4, 5, and & and perhaps an additi;)nal guastion
or two might be suggested. DBut at this point it is only important to
inguire why this kind of information, from files slready in existence,
could not be developed, These files could not ba assesbled by private
research teams; nor could it be expected that the IRS staff mnalyze the
available information on the present budget when the findings would not
be likely to contribute to the collection of tax money, To lncerease
the budget for bazic research by IRS staff venbers would require
Congressicnal interest, There are a2 nurber of sub-committees which
have had an interest in fthe pension and welfare fund area, At the
request of such a committee and with budget recognition of the cost of
cellecting information from decentralined-files, the IRE could provide
more adequate reporting of termination facts and figures. This sugges-
tion was put forward in an interview with Counsel . fo» the House

1l

Committee on Labor, Education, and Welfare,”” which was responaible

for achieving amendwant of the Welfare-Pension Plans Disclosure Act.l2

The opinion expressed in this quarter was that it had been

llyr, Howsrd Genzer, in an fnterview at his Wsshington office
in April, 1962,

12public Law B7-420 BTth Congress, H.R. 8723, March 20, 1962.
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extremely difficult to find significant casesa of abuse of pension
responeibilities or aggregate dails which would support legislation
affecting all plans, vhich in genera) were well and Tairly
sdministered and entitled to freedom from unnecessary admioistrative
exPense; It was pointed out that the Coumlitee was of ?he opinlon
that the euployees' rights in pensiops vere basically those which they
had bargained for and that the covmittee was not intercited in
unnecessary legialation or laws which curbed the freedom to bargain,
Sinece revislon of the Disclosure Act has been accouplished and it
would be several years before experience might Justify further
fmprovenent, the Committee and its counsel were directing their
efforts to other fielda.

k, The inescapsble conclusion was that there has been no
Congressional interest in the kind of information on
pensions vhich the IRS could assemble without breach of
trust to the taxpayer, The IRS has had no incentive to
Perform basic research without inquiry from the Congress,
and the result has been that the only reservolir of
national information on pension termination wust remain in
limbo,

As an alternative to extensive review of past history, the IRB
wight revise procedures through which district offices report
tefminnticn data tc the diviaion of Statistics and Reports o that
future experience might be more precisely defined,

The inscceasibllity of this veln of research carries several
implications for this study., First, besic informetion must be
assembled from incomplete &nd somewhst inconsistent data; second,
sttempts o measure the frequency snd severity of the ternination of

penaion expectations will be speculstive at best and, therefore, need
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be most conssrvative to be valld estimates; third, & secondary
objective of this study wight be to determline whether the incidence
of termination experience and severity of the congequences have been of
great enough aignificence to argue for greater research interest and

to alert interested members of the Congress to the need,

E. Incidence and Severity of Pension Plan Termination

The only major study of Welfare Fund ptatistics with some
attention given to frequency and consequence of termination of
pensions vas an extensive and deteiled survey of penclon, deferred
profit ahsring, thrift, and other employee welfare funds held by state
and nationrl banke in Rew York Btate. The study waez undertaken in the
spring of 1954 by the Nev York Btete Banking Department under the
direction of George A. Mooncy. A prelimlnary report consisting of 136
tablea compiled from & general questionnalire was published
Decazber 30, 1955. Of the 2,560 funds vith almost $7.5 billion &n
assets at the end of Beptember, 1955, 1,024 funds were pension trusts.
The number and location of employees covered by these trusts has been
summarized in Table 8. A distribution by Bize of fund has been
preacnted in Teble 9; more than 97,3% of these funds were concentrated
in 13 banks, while the other 2,T% were spresd out among 78 banks.13

1. The suallest and weaskest companies and pension funds Were

subject t0 terminetion, and it ie & falr presumption that
the cause wWas generally business fallure or liquidatiorn

13New Yorlk Pepartment of Banking, Pension and Other Euwployee
Welfare Plans, p. X, op. cit.




TABLE 8

NUMBER AND LOCATION OF EMPLOYEEE COVERED BY PLARS INCLUDED
IN NEW YORK DEPARTVENT OF BANKING STULY

No, of Covered Employees Working ins Asgats Boox Value

Punds New York  Elsewhere Total (-000-0mitted)?
"New York” plans 6ig® 553,080 2,014,335 2,620,143 33,163,310
Non-"New York" plans 375 12,311% 1,024,200 1,036,511 1,731,232
Total 1,02h 566,181 3,038,535 3,656,654  $k,89h,5h2

8,uset figures are for the last fiscal year of the reporting trustee. For the most
part (83 per cent), thia reflects the condition of the several trusts as of the end of 1953.

bCoaaista of 643 plams.

¢Includes 6 plans with a total of 11,057 covered employees working in New York. BSince
each of the smployers has wore than twenty euwployees working in New York, these plane would
norzally be ¢onsldered "New York"” plans, However, in each of them only pertisl questionnaires
vere filed (Part JII only) and for convenience of tabulation, the plans were clessified with

Kon-"New York" plans.

87t will be noted that only 15.21 per cent of the covered employees work in New York
Etate,

®The place of employment of 61,935 employees was not given.

Source: New York, Department of Banking, Pension and Other Employee Welfare Plans,
P X, 02- 0.1 L] w




TABLE 9

DISTRIBUTION OF FUNDS ACCORDING TO SIZE FOR PLANS INCLUDED
IN NEW YORK DEPARTMENT OF BANKING STUDY

R R T TR ST = oy

Bize of Funds

Size of Fund No. of Apseta Book Value ¢ of Total
{-000-0uitted) Funds {-000-Omitted)
$0 - 99 279 $ 12,022 .25%
100 - kGG 252 61,843 1.26
500 - 993 12k 30,754 1.85
1,000 ~ &,599 221 504,219 10.30
5,000 = 9,999 58 392,272 8.02
10,000 ~ 2k,999 50 843,511 17.23
25,000 and over 4o 2,983,921 61.09
Totsal 1,024 $4,89% 542 100.00%

Source: Rev York, Department of Banking, Pension and Other
Employee Welfare Plans, p. x, op, cit.
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is sope form,

The New York study provides the first gliwmpse of the number of
euployees affected by penslon terminstion and the sge of pension
plans st thelr deuise, Refercnce to Table 10 reveals & very slignifl-
cant fact: while 77 terminations represent 7.35% of all the pansion
plans that were at one time or another in force between 1936 and 195k,
the number of active employees who vere affecled by termination
represented less than two-tnirds of 1% of the number of active
euployees in 1954; cnly 70 retired workers were involved but ao
irdication is given whether any lost thelr pension thereby, These
terminated plans apparently represented 52/100 of 1% of the total
reported book value assets of all pensicn funds,

For exawpls, the distribution in Table 10 indicates the znumber
of plans teruinated esch year increased to 1950, the year which marked
the end of the postwar economic decline, and then reached another lov
in 1954, the last year of the study; note the number of active
members averaged betveen 10 and 60 per plan terminated each year and
a8t no time exceeded 20Q participantz in any one plsn, Unfortunstely

'
the figures did not indicate whether the retired wembers were receiving
pensions frow an insured plen or direetly from the pension trust, snd
ir su, whether 1t was necessary %c curtaill benefits for any of these
retired members. The information in Table 12 on the distribution gave
o indication of whe received priority clailm on assets Jistributed;
generally, however, pension plan distribution clauses gave preference
to retifed members, vho appeered adequately covered by book value

sgsets in 1043, 1951, 1953, and 195k, What has not been learned is the
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TABLE 10

PENSION PLANS TERMINATED®--1936 TO DECEMBER 1, 1954°
DISTRIBUTION ACCCRDINRG TO DATE OF TERMIKATION

Pension Trust Plans

Year of No. of Number of Members Assets Book Value®
Termination Plans Active Retired {~000-0mi tted)
1936-1943 - - - $ -

194k 2 ko - -

1945 8 87 - 6

1946 5 ok - 1

1947 T 450 - 159

1948 T 339 - 150

15949 9 268 L L83

1350 10 339 - 165

1951 9 28k he 6391

1952 T 20k - 80

1953 7 13k 13 294

1954 6 187 11 539
Total ™ 2,435° 70 $2,568

ﬁNere substitution of a trustee or agent is not considered a
termination for purposes of this table,

blnformation regarding termination of plane was requested in the
form of a "Geperal Questionnaire® which sach bank was ssked to submit.
Of the 97 banks which submitted such questionnaire (these were all the
banks in the state which vere handling employee welfare plana of any
type), 26 reported that they had scted for a total of 111 plans which
had been terminated during the period, from 1936 to date, Of the banks
so reporting, 10, vhich reported an aggregate of T8 terminations, sre
anong the group of 13 largest bapks in which a major portion of the
business i& concentrated. The remaining 16 banks reported .an sggregate
ol 33 teruinstions. For distribution according to length of time plans
were in existence, see Table 11l. For summary of reasons for termina-
tion and disposition of assets on termination, see Table 12,

®Excluaive of insurance company contracta,

dThiu Tfigure includes the aggregate nurwber of active employees
at date of termination in only 95 of the 111 reported terminations. OF
the 16 plans which failed to indicate the number of their active
employees st termination, 8 were pension trusts, 5 vwere profit-gharing
plans and 3 were other types of plans. Of these 16, 9 had masets at
termination totaling $231M. No information was received as to the
other 7 which would furnish s cluec as to their size at termlinaticn,
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number of active wmembers whosz age or continuity of service led to
strong expectationa of a pensicn income and the degree to which thege
expectations were not satisfied by the funds at hand.

2. The early New York experience indicated sbout 2/3 of all
vwelfare plans terminated were brought to a close within 6
years of their initistion while more than 80f vere
diasolved within 8 years of initiation,

The Rew York study also distributed terminations mccording to
the age of the terminated plan and this waterial is the backbone of
Table 11 covering alli 111 terminations and not just pensions. This
experience was not far astray from the hypotheticel termination rate
of 10§ of plana initiated within 7 years discussed previocusly. A
small amount of mdditional statistical evidence favored this
hypothesis. Of the 66 case studies selected for use in this report,
it vas fo:nible to determine the pumber of years the plan had been in
existence st the date of termination in L2 files. This distribution
(Table 13) indicated BO% of these ceses involved plans less than B
Years old when terminated, The mges of the 15 Wisconsin pension plens
terminated for reasons relevant to this stuly (Table 1L) might not be
a5 indicative as the other two samples given because of the small
saumple snd because Wisconsin firms are somevwhat conservative in their

adoption aof private pension plana;lh nevertheless the distrivution in

Table 14 indicated more than two-thirds of the Wisconsin plans

lkA prominent Milwaukee attorney who tends to specialite in
pensions stated few Milwaukee plans offered vesting prior to retire-
ment; wocst plans use & combination of retirement income policies and a
trust with an investwent side fund,
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TABLE 11 (Continued)

Cpxclusive of fnsurance company contracts,

dTnise figure includes the sggregate number of active employees at date of terminetion in only 95 of
the 111 reported terminations, Of the 16 plans which failed to indicate the number of their sctive
employess at termination, 8 vere pension trusts, S were profit charing plens and 3 vere other types of
plans. Of these 16.9 had assets at teruiration totaling $231M. No information was received as to the
other 7 vhich would furnieh a clue s to thelr size at terwinstion.

e'rh.is figure includes the sggregate number of retired euployees at date of termination in only 82
of the 11 reported terminationa, Of the 29 plans vhich falled to indicate the number of thelr retired
euployees st termination, 22 were pension trustis, L were profit shering plens and 3 were other types of
plsns, Of these 29, 22 had asgets at terminations totaling $199M, FNo inforuation wsz received as to the
other 7 vhich would furnish ® clue -ss t0 their size st terminstion.

frnie figure includes the aggregate assets at date of termimation in only 104 of the 111 reported
terminations. Two of the remaining 7 were pension trusts, 2 vere profit sharing placs and 3 were other
typee of plens, No informstion ss to them was received wvhich would furnieh a clue as to their size at

terminstion.

Source: Pension and Other Employee Welfare Plana (A Survey of Funds Held by State snd National
Banks in Rev York Stat.ei, Preliminary Report by George A, Mooney, Superintendent of Banks, Stste of
Kev York, op. cit.



TABLE 12

PLANS TERMINATED--1936 TO DECEMBER 1, 195L..REASORE FOR TERMINATION AND DISPOSITION OF Assgre®
KEW YORK BANKING STUDY EXFERIENCE

e g

e

¥umber of Plans Distributing Assets

Pension Trust Plans Totals Assete on Term, to:
Ko. of Agpets st Term. No. of Assets st Term. Company or Ko
Reasons for Terminatien Plans (-000-Omitted) ©Plang (-000-Omitted) Partlcipanis  Liquidator Assetis
1. Discontinuance of
business 19 $1,b36 26 $2,000 25 - X
2. Adverse business
conditions 32 522 37 619 36 1 -
3. Change in operations 11 Lo6 b S17 3 - 1
4, Change in ownership 1 93 5 123 5 - -
5. Merger or absorption
of employer 2 5 7 11y 7 - -
6. Purpose of plan
sccorplished 1 2 h 1k 4 - -
T« Fallure to accomplish
purposes of plan 2 - 2 - 2 - -
8, Employecs absorbed by
new plan L T 7 329 6 1 -
9., Failure 1o meet
internal Revenue
Requirements 5 6 10 20k L 3 3
10, Court order 1l 33 1 33 - 1 -

1%
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TABLE 13

65

AGE AND TIME SEQUENCE OF PERSICON PLAN TERMINATIONE
IN CAEE FILEE COLLECTED SPECIFICALLY FOR THIS
DISSERTATION

Years In Existence

Cunulative % of

at Date of Fo. of Cumulative Terminations

Terminetion Plans No. of Plans Over Time
lyr., - less - 1 yr. 1 1 2.9
lyr. =~ less ~ 2 yrs. 1 2 4,8
2 yre. = leas = 3 yra. 5 K 12,5
3 yra. - less - 4 yrs, 9 16 38.0
b yrs, - lesz - 5 yrs. 4 20 h7.6
5 yrs. -~ less - b6 yrs. 5 25 59.5
6 yre. = legs -~ T yrs. 2 27 64,3
T yrs. - leas - 8 yrs, 6 a3 18.6
8 yra. « less - 9 yrs, 2 35 33.3
9 yra, - less - 10 yrs, Q 35 83.3
10 yrs. - less - 11 yre. 0 35 83.3
1l yr8. ~ lesa - 12 yrs. 1 36 85.6
12 yrs. ~ less - 13 yrs, 0 36 85.56
13 yrs. - lesa - 1% yrs, 1 37 83.1
14 yra. - less - 15 yTs. 2 39 92.9
15 yra. = less - 16 yrs, b 40 95.2
;6 yre., -~ less - 17 yrs. 2 Lz 100.0

Gourcet Case records collected by euthor. Age of plan waa

determinatle in L2 of 6€ cases.
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terminated were lass thar § yesrs old,

3. Terminations for rezesons of fallure, liquidation, or
retrenchment befell the smallest companies with far
greater freguency than the big compatles which first
initieted the private pension movement.

The number of active meuwbers in ¥ipconsln termination cases

vas generally less than $0, experience roughly comperable to that of
Kew York State for an earlier decads, Coupare this low figure to the
fact that the averags esploysent ¢overed by plans reglstered with che
IRS renges between 1,000 and £,000 each year, snd the conclusion could
only be that as private pensions have become more DUDBETOUS , the
certainty of acconplishing these plans has declined, at least for
those covered under the susll firn progran, Scale of the pension
sponsor $%ill hes Jecpardized only s smll segment of the vork force
presently covered under private pension plans since the largest
national firus employ & majority of those workers which bave a
privaetely financed pension expectation.

b, The New York Study was not primerily interested in
termination experience and so its general appliication is
linited.

There ﬁao o information on mctuarial lisbility, adequacy of
funding for retired or long-tere servioe ecployees, or attrition prior
o termipation. The Study wes further limited to plans in the hande
of bank trustees. Penslon plars directly relsted to ax insurance
compeny Aid not appear, esnd since the stmller firt uight prefer oone
sort of insured plan, the owission was a serious one for this analysis,

Therefore, terminetion experience of g sarple of privete pertion
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institutions was reviewed before reaching any conclusions on the
characteristics of the typical pension terminaticn due to businecs

fallure, liquidation, or migratlon.

F, Terminstion Experience of Banks, Insurance Cotpenies, and
Consulting Firms

1. Bsnk trust departments were found to be well ilnsulated from
the problems of terminaetlon.

Pension Trust Department officers of major banks in Rew York
City, Chieago, Milwaukee, and Madison vere contacted and lntervieved
in regard to trust department experlence with pension terminstion for
reasong of businesc fmilure, etc. The two large New York banks were
able to reeall only one or two terminatione for ressons of fipancial
pecessity, although the Nev York Banking Study reported 10 of the 13
largest trust departments accounted for 78 of the 111 terminations
reported, Three of the 4 largest Chicango banks interviewed reported
they had not lost an account for ressons of business failure or
1iquidation.15 All of the trust officers emphasized that their
departwent was highly selective in terws of the pension plans which
they would eccept as trust appointments. By restricting pensicn
trust services %o national concerns of superior financial Quality,
they found that it was possible to limit their functions to
investment management snd payment distributions, All administrative
decisions and record keeping were effectively shifted to the

pension sponsor. All 4istributions were made according to the

New York interviews, April, 1961; Chicago interviews,
Eeptembar, 1961,
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instructions of the pension administrators without participstion of
the trust officers ip whatever declsions were necessary to determine
the distribution.

Each of these trust departments entered the pension field very
early in its development, often hecause major nationsl firus wvere
already banking clients and it was felt desirable to service these
accounta as compleiely as possible. On the other hand, the remaining
Chicago bunk and seversl in the Milwaukee area had entered the pension
field wmore recently and served & more numerous but far less wealthy
buciness clientele, To coupete for trust business these banks
offered a wide variety of sdministrative services beyond those
related to the investment function. These banks had experienced a
variety of teruination situations, and each estimsted that at least
one per cent of their trust appointoents vere termineted each year for
the reasons under consideration 1in this study.

As an sdditional source of information on the frequency with
which termination was experienced by trust departments throughout the
country, it was possible to insert a single question in a Questionnaire
sent a netional sample of trust departments a8 pert of ancther pension
study undertaken in conjunction with a University of Wieconsin Ford
Foundation pension etudy prodect.16 By combining a questicn on

terminations with other information in the questionnaire it was

possible to coumpile Table 15 from 20 questionnaires returned frouw &

16Emerson.8e1er, "Preliminary Study of Aduinistrstive Costs for
Pension Plans" (a dissertation in process of completion, University of
Wisconain, Madison, Wiaconsin).



TABLE 15

4 RATIONAL SAMPLE CF TRUST IEPARTMENT PENBION ARD PROFIT SHARING APPOINTMERT
TERMINATION EXPERIENCE AS TANER FROM UNPUBLISRED RESEARCE INCLUDED IN A
THESIS IN PROCESS BY FMERBON EEIER OF THE UNIVERSITY OF WISCORSIN

B o TN AR S AR
Pension Profit-sh, Professionsl Total Term Tern Due Suggestions
x Trust , Trust Lisbility , in Las tp F.L.M.®%  For Ternm.
(6a)Appoint, (6b) AppointJ(15) Insurance (172} 10 Yrs.{17v) {17¢) Clauses
hoo 250 N 61 L9 Simplicity %o avoid

confusion and delay
in Mguidation

175 125 Y 10 5 Companies unlformly
reserve rignt to
“m. plsn lﬂd di"‘
eontinue contribut.

86 120 Y 0 0
214 17 b 4§ 30 a7 Save as ¥2
267 137 N 3 1 Kone
89 37 Y & 3
k3 al Y 10 3 Trust sgreement sets
tern, fec and pay-
Out prOC.
99 197
100 100 Y 4 h
20 50 Y 3 2
50 50 2 0
60 15 Y 10 10 Final accounting
inet. & complets
reiease of lisb.
31 59 3 0 30/6C days notice

-~
1]
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mafiling list of 66. Of 3,849 trust appointments for pension and
profit-sharing plans reported by trust departuments participating, 160
had been terminated in the last 10 years, or wmore than b per cent. Of
these terminations almost three quarters vere alleged to be due to
business failure, liquidation, or migration, There wes a Taint
suggestion that the terminations experienced by each bank varied by
geographic region, although the sample was not suitable to confirm
such & relationship. The tuo largeat number of terminations were
indicuted by Nev BEngland banks which were adversely affected by the
textile wigration southward and the general recegsion in some branches
of wanufacturing in their area. By the same token southwestern hanks
genorally had fev terminations, and agein it appeared that the largest
regionsl banks had the fevest teruinstions, presumebly because these
banks might be wore selective of the sire and satsbility of the pension
trustor. The general frequency of termination is less than that
indicated by IRS cunmlative statistics, but it iz possible that those
banks which have only a wodest number of appointments heve entered the
pension ares in the last five yesrs, limiting termination experience,
and preventing the usunl aceunmulation of terminations within 8 to 10
years.

In addition the sample contained a number of the larger banks
referred to previously which reported no terminstions among their
prime clientele, thus reducing the termination ratio significantly.
With sllowance for these factors, it might be quite possible that
trust departwent termination experience in the aggregate would

parallel JRES statliptical measures of frequency, However, termination



srmerience for individual banks varied widely depending on trust
departument policy on the solaction of appolotie:ts, and op reglonal
preferences or pensione cr profit-sharing sgreements.

A rerume of covmentary o the rele of the bank in termdnmtion
situationz wac of oore voiug ther stotistics! sureuries. Table 15
indicated +hat oniy & of 1h trust deparirents reporting stated they
carried no profepsional liabllity or errors sad oedesions inaurance.
Trust officers were agreed toet investoert andi proceed distribution
functions ecarriecd a relativaly small exposiure for opportunfty fo act
pegligently when individual accounts were kept by s sepurate sdminle-
trator who issued the necessary paywent iustructions to the trustee,
V¥When the bank offered a greater variety of aecrviceas to the pension
account, it entered as aves whoere socounting or elericel errors could
be wmultiplied into & significant ligbility exposwuwe., Most of these
same banke had no sugzestionsg Tfor phrasing of termination clmusan
except on the pnint of ternination fees and pey-out procedure,
provisions established very suecifically by the trust agresoent,

Hone of the trust officers interviewed felt thet measures of
book valu: mssets, furniing ratios, or ratice of amssets to participante
vere very nmeaninsful, The pattern for smaller trustead peasion plara,
particularly in Wisconaln and the Midweat, waa described as & coubins-
tion of paid-up deferrsd retirement incowe insurance with an inwestoent
side fund, both adeinistered by the trustee. Upon retirewent any
vested interest in the inveatoent side fund wes used to purchase
#dditionsl annuity valuer for the pensiorer; it was hoped such g fund

would reduce the impect of inflation on expected peasion benefite. The
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book value of asgets reported by such a combination fund is almost
invariably distorted and generally understated. Pension trust
accounting spparently dces not always reccgnize the cash value of
insurance policies purchased by a trust fund for future retirement
benefits, Fallure to recognize these values is justified by trustees
on the grounds that there is a grgat reluctance by insurance companies
to render zn annual accounting onln large number of individusl, and
sozmctines fractional, policies,

The cash values in each contract will vary from those projected
in the contract vwhen mutual dividends are invested in paid-up
additional features of these contracts. The cash value is further
confused should &n employer find 1t necessary to suspend contribu-
ticna, as the trustee will then often borrov on the cash value with the
hope that the employer can restore contributions with an upturm in
business profit. Bince the originsl cash value of the insurance
contracts hag been given a nominal $1 valustion on the balance sheet,
loans on the cash value do not affect thé net value of the pension
trust while the lcan proceeds appear as additions to value in the
recelpts of the trust, Bimilarly,.molt {rust ¢ompanies report these
cash values on Federal and 8tate disclosure forms at nominal velues to
avoid extra accounting expense., Beveral trust officers nmsde reference
to s special termination problem which owed its origin to such expense
items. When m trusteed plen was terminated and policies distributed,
95% of the beneficiaries cashed in their insurance policies within 6
months, One trust officer recounted a situation in which beth the

personne]l manager of the liguidated firm and the trust officer took
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special c&re to explsin the ineurance features carefully to policy
reciplents. Nevertheless, soue applled for & cashe-out of thelr
policies from the local insurance houwe office before the trust officer
returned to the bank the sawe afternoon of distribution. Trust
officeras thought geveral Tactors coctributed to the cearly universel
preterence for cash inetead of annulty. In weny cages cagh would be
needed for those who fece unenployment. However, even when cash is
not needed, the life insurance compenies have discouraged retention of
smaller aonulty policles where they could expect no future premium
income despite continued servicing expense. Buch business wvoluwe has
been thought to affect their net cost factor, the principel sales
point of some mutual life losurance carriers, What 1s worse, some
agents night be teapted to advise cash-out of @ policy to provide
funds for mev contracts or wutual funds on which the agent would
recelve s coumission. Thie kind of abuse has proven most difficult to
investigate and substantiate,

To sumusrize trust departuent experience with pension tjermina-
tion, there was little ipdicetion from evallable statistics of the
frequency or scale of the terwination problem. The termination
experience of individusl barks varied sccording to trusi depariment
policy, date of éntry into the pension trust{ field, the type of
clientele of the ellied bank, the reletive regiomal preference for
pensions versus profit-sharing plans, and s host of other consldera-
tions. Their experience in the aggregate paralleled IRS statistics
but did not countribute to the continuity or universality of Federal

figures. Morecver, & penslon trust is essentislly =25 impersonel



cornduit of funds, removed frowm the business end sduinistrative
decisions which deteruine the course of the peasion life ceycle and
insulated frow the individusg) expectations of pariiclpsnts generally
known to 1t only as compulter code numbers.

2. Insursnce cowpanies wvere unwilling to preovide both a figure

for plens in force and for teruiusiions experlenced.

For the insurance company viewpoint on pensiocn plan teruina-
tlous, a letter of lpguiry was directed to s5ix uwejor ineurance
coupanles which stress group annulties and deposit aduiuictration
plans, Beveral companies provided an inventory of cases for ovoe year
and one provided & resume of single premlum group annulty business
written to close-out terminsted deposit administration and trusteed
funds. The listi of clase=out ceses was used to make some comment on
the severity of injury tc retired employees and those with vested
rights a8t termination. Of 29 cases reported,17 only 5 produced less
then the full ennulty for retired or vested participants; & plans
provided both & full sannulty and some death benefits.

The fmct that those who were eutitled to receive pensicons
received the full amount which they had esrned seemed gignificant.
However, the record was lese lmpressive when cne considered that these
pensions ranged frow $20 to $70 & wonth. Then, too, annuitants

probably represented only & small percentage of the Totsl work force

Ycorrespondence received April 25, 1962, The respondent
explained that the insurence company, vhen ©idding on & single
prenaluw, group annuity contract, generally deals wiih a consultant
and, therefore, rarely knows the deteile of a terwinstion.
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affected by the terminetion and qualified for a pension because they
vere in one of the first categories of priority. Group annultiles
were purchased for as many as 386 participents or for es few as 3.
One company,which stated that the mejority of its pension cases were
group annuity plans for the smaller firm, estimated its termination
rate st 3-i% of active cases each year,

In matters that were not stetistical and revealing of businesas
success or failure, the insurance companies gqueried provided
considerable informetion on problemsa in procedure for termination,
material which appears in Chepter IV, Only one company related
termination experience in a twenty-two month period to a couse of
loss a8 specific as financial @ifficulty or failure, 1In this report
18 pension trusts were dissolved, B bhecause of werger, 5 becsuse of a
chepge in funding methgd,la and 5 because of financial difficulty or
faxilure of the sponsor, Biuce it was stated specifically in regard to
the mergers thet the participants were absorbed into the existing
plans of other coupanies, the frequency of loss for resscpns periinent
to this study vould be 5/18 or 284, smomewhat lower then previous
estimates of 504 or more, Unfortunately, the number of terminetions
war not releted 4o the pumber of appolntments so an incidence rate was
uravailable,

The Institute of Life Insurence has published’® a few

Correspondence received October 31, 1961,

19Per-sicm and Profit Sharing Reports, op. cit., Vol. XIX,
nc. 55, p. <. :
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statletices on insuwred plasns which sre mpplicsble to the research
problem. Ite snnual survey of insured pension plaas reported that
during 1960 a total of 3,970 insured plans were crested in the United
States covering 1,700,000 workers, There wes an average of LD peraons
under each new plan, a drop frow the 1955 average cf 100, & decline
attributed to the increasing use of Insured pension plans by smsl)
businesses. Sixty plens out of a totsl of 28,430 were termirated for
81l causes, o terminstion rate of .21 of 1%, This rate of termination
vas considersbly lower than the estlmate in this study but probably
did not plck up termination of varicus individusl policy plans which
comprised about two~thirds of all insured plans but covered only 12%
of the total perscns enrolled,

An attempt vas made to determine the termination retes for
individual company packages of group arnuities and deposit edministration
plans covering o period of ten years from deta published by the
Institute .20 Presumably, the number of plans reported at the end of one
vear, plus the newv plans reported for the following year, minus the
total plens in force at the end of that yesr, would produce a figure
which represented all plans terminated for any reason whatsoever,
Unfortunetely, there vas celdow eny relstion batween annual reported
figuree, sinece the formula would produce a minue pumber of terminations

in aowe years. Conceguently, this sppromch was abandoned.

EOEmplgyEE Benefit Plarp Review, op. cit.
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3+ Peuslon cowrsuliants lece the total view of terwi.stions as
p percentage of plsre in operaticn.

A rzber of lerge sctuarisl firms in the ridwest were contected
tc catulog thelr opinlons of the frequercy sid scale of pension
tercdnations duc to busiuvess failure, liguidsation, or ailgrstic..

Eeck flrm provided & reswze of their file of terninetlcr exporiences,
Lut felt thet & retic of tervination csses to plans L which ey had
puarticipated at thelr fzitlation would not be s weaningiul figure. 48
consuitante they were oot in o posftion of annual reteiver for nost
plune, only for the larger wore coaplex progrems for whicl. they ofte..
yrovided complete sdministrutive service under a service contract.

45 8 result they might ouldy participete irn izmitimtion of the plan, or
be consulted only st termination of others to the extent of deteraining
Gctuntdal liability as of & proposed ternination date.

In some eases the actusry would be responsible for nepgotieting
the entire scttlerent mede st the tite of terwination, but in mny
event the nurhor of terminction situstions bore 1ittle relstlonship to
the number of plons initisted by the consultant, The regional
cousultiag firms had rather iimited experience iu respousibility for a
full tercdration casc; the netionsl firus with brauch offices arouud
the country were shle to sssemble froo one to two dogzen cusce for which
their records werc reagonably complete, when requested for an
evalustion of the estimates of termination frequency projected in this
study frow federnl sod etate records, the consensus of the actuaries
vags that 1-1.5% of sll penéion plans in force was & resscoacle

estixete of ters{iations for the reasons under study,



Review of the correspondence and interviews with banks,
insurance compeniesz, and consulting actuaries leads to the conclusion
that each was unwilling to provide information in a form that might
provide intelligence for its coumpetition and that sduministration of
pensions in this country is sc well subdivided among competing
regions and institutions that bomogeneous data of sufficient saunple
size iz unattainable. On the other hand, each source in its own
manner provided considerable information on theory, procedure, and
case situstions related to pension terwmination., If the null
hypothesis could be applied on the strength of such meager evidence,
nothing in the experiences of these sources would refute the proposed
frequency rate of 10% of all new plans within 7 years, with » range
of .% to 1.5% per annum depending on business eonditions. There was
no information available on the degree to which non-vested, long-term
employees have been injured when unfunded pension expectations were
upset prior to retirement. There was some evidence®d that retired
personnel receiving pensions directly from trust funds have generally

been satisfied in full with an annuity vwere the trust terminated,

G. A_Speculative Estimate of Employees Affected by Termination

Efforts to obtain an accurate measure of the number of
euployees affected by pension termination havwe been demonatrated to dbe

unavalling. However, assuming the poasibility of a rather wide range

2lynile there are a few notorious cases of fallure %o pay
retirement benefits, the evidence presented in Chapters V, VI and VII
will suggest these unfortunate situations to be the exceptions to the
rule.
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of posslble error, one can estimate the number of employees who each
year find their pension expectations drastically diminished by the
failure, liquidation, or migration of their employer. Some reasonable
essumptions which may permit such an estimate can be made from the
datas presented thus far.

It will be recalled that a conservative estimate of tha
proportion of teruwinations actually caused by failure, liquidation or
wigration was determinated at 50%. There were indications that the
increase in terminations )agged initial IRS qualifications by 7 to 8
yeara, snd that a hypothetical terminstion rate of 10% of plans
initiated within 7 years rit the facts reasonably well. There was
further evidence that the average nuzmber of participants in newly
qualified pension plans was felling significantly each year as more
smaller firms introduced pension plans. Finally there waa some
evidence to shov that the grest majority of terminations for reasons
germain to this research occurred to plans sponsored by the smallest
firams,

With these characteristics of the pension termination problem
in wind, a simple model to accumulate the nusber of sffected employees
was built, g‘ing the basic IRS data on terminated pension plans
available since the third quarter of 1955. As & first approximation a
terminetion rate of 10% in 7 years or 1.hk3% of plans originated in
base year, first tested against all welfere plans in Table 2, vas
tested as 1t applied to pensions since 1955. This projection (Table 16)
vas built to the year 1961, the first year for which T yearas cumulative

data is possible, The accurecy of the hypothetical projection compared



TABLE 16

A MODEL PROJECTING ACCUMULATED TERMINATIORS OF ANRUAL PERSION PLAR INITIATIONS
ASSUMING A TERMINATION RATE OF 10% IN 7 YEARS OR AN ANNUAL RATE OF 1.43%

e U A et o et "

New Pension Plans Yesr 195% 1956 1957 1958 1959 1960 1961
1235 1955 17.6 17.6 17.6 17.6 17.6 17.6 17.6
175 1956 ks b ks h 5.k 5B B5.% L5k
3527 1957 50.%  50.8  50.4  50.%  50.%
3683 1958 55.5  55.5  55.5  55.5
3824 1959 ‘ 5k.6  54.6  5L.6
5011 1960 71.6  TL.6
h51g 1961 70.3

17.6 63,0 113.h 168,9 243.5 305.1 355.h
Actual terminetions from

quarterly reports,Internal
Reverue Serviee T6 192 180 224 270 300 37k

Ratic of hypothetical
terminations to actual
IS experience 223 38 827 L7500 500 1.0 975




83
with the actus)l terminations experienced is & bit wmisleading.

The 1955 termination factor of 17.6 cases (.01k3 x 1235) represented
only &6 wonths and might better be stated in the neighborhood of 35
cages, While the projection properly represented only a progressively
increasing portion of sctusl totals for the years 1955-1960, the
proportion seemed a bit high in view of the absence of any knowledge of
teruinations of plans initiated prior to 1955. Moreover, the 1960
estimate was 101% of actual experience despite the fact that only six
Years terminations contribute to the total and that one of those years
wag represented by s six-month f£4gure.

Recalling that the 10% in 7 years termination assumption
produced consistently understated results in Table 2, it appeared that
the termination factor might be better adjusted to 10% in 7.5 years.
Such a deviation from the previcus projection would be consistent with
the observetion wade earlier that profite-sharing plans had a slightly
higher termination rate thano pension plans and that the projection 4id
not include terminations of plans formed prior to 1955, or never
formally qualified, sc one should logically expect the projection to
be less than 100% of sctual IRS figures.

Support for this expectaticn can alsc be found in those
statintice broﬁght forvard earlier that indicated no more than 80% of
all terminations occurred within 8 years of plan originmtion., Conse-
quently a hypotheticel projection of the number of terminations each
Year, grouped by year of original) qualificatlions since 1955, has been
adjusted in Table 17 to reflect s 7.5 year span in vhich terminations

accumulate to 10% of each base year qualified total. Note that the



TABLE 17

A MODEL PROJECTING ACCUMULATED TERMINATIORS OF ANNUAL PENSION PLAN INITIATIONS
ABBUMLNG A TERMINATION RATE OF 0% IN 7.5 YEARS OR AN ANNUAL RATE OF 1.33%

Actusl Pension

Qualifications Year 1955 1956 15%7 1958 %959 1960 1961
1235 1955 16.5 16.5 16,5 16.5 16.5 16.5 16.5
3175 1956 he.3 h2.3 h2.3 2.3 k2,3 h2,3
3527 1957 . k7.0 k7.0 k7.0 k7.0 47.0
3683 1958 51.8 51.8 51.8 51.8
3624 1959 51.0 51.0 51.0
5011 1960 66.8 66.8
4919 1961 65.5

A. Projected termination
from post 195%
qualifications 16.5 58,6  10%,8 157.8 208.6  275.h 340,9

B, Actual pension
terminations from
IRS figures 76 192 180 22h 270 300 37h

C. Ratio of projected to -
actual terminations 217 .306 587 703 L7712 .918 .91l
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projection never exceeded 91% of the terminations actually exparienced
and deals with pension terminstions exclusively,

In the absence of deta on the number of particlpants affected
by terminstions reported in IRS data and of any indication of dollar
values involved, an exact measure of severity of termination conse-
quencee hes been impossible. However, a rather speculstive extrapola-
tion might be accepteble werc the measure of scverity the pumber of
penslon participants involved in plan termination, The projection
here began with a known base, the average number of pension partici-
pants of plans qualified in each year. A portion of each year's
plsns varx terminsted each year mnd so presumsbly s proportionate
share of participents lost pension coverage. Howvever, on the evidence
of New York State experience and the VWisconzin Disclosure File three
importent assumptione must be made:

1. Pensiorn plans that terminate have generelly bheen thoee in
the lower half of the lovest quartile of firus ranked by the
number of employees perticipeting.

2, The suallest firm would have the swmallest nuwber of
exployees on the average participating in & pension plan, if
Plane quelified for salaried employees or szupplementary
Plans for special groups are ignored.

3. Yo make possible an extrspolation, it was assumed that the
average number of perticipanta as reported by IRS at the
initistion of a pension plan was also the dividing point
between the second and third quartile distribution of plans
ranked by sverage number of participants. It was further
assumed that the dirtribution wee evenly Aistributed iIn the
lovest quartile.

On this basis in 1955 IRE reported an average of 2,486 initial partici-
pants (Table 4), suggesting the lovest guartile of firms would have 622
participants as a median, Thus firmes in the lowver half of this

quartile wvould have a
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nedian average number of participents of 311. This lowar segrent hasa
been asaumed as the clase in which wost liquidations &nd failures
occurred. The wedlans of the lover half of the lowest quartile have
been recorded in column 2 of Tsble 18.

The increase irn the numbers of terminations and the gradual
decline in the number of employees covered by the typical nev plan sre
realistically, if not mccurately, reflected in coluuns 2 and 3. The
product of these two columns (columms 4 and 5) was intended to suggest
the nunber of employees who were threastened with loss of pension
coverage due to the termination of pension plans categorized by year
of origination, The footing of these two columns represented the
number of ewmployees each year who saw their pension expectations
affected by termination of a pension plan, One could not sey if all
expectations were lost for uwcst plans have some assets with vhich to
meel thelr prowises. However, it would be safe to say that most plans
sre not fully funded, indeed sufficiently funded for even vested
benefites, at the time they terminate when the great majority are
liquidated within eight years of their initiation.

The footings in columns 4 and 5 required further adjustument
because the sketchy dats available has suggested that a mipimum of 50%
of all plan terminatious are due to failure, liquidstion, or
retrenchment imposed by adverse clrcumstance. Therefore, 1961 aub-
totals vere adjusted by a factor of .5 in column 6 to arrive at an
estimate of 30,300 would-be pensioners who faced potential upset or a
reduction of pension expectatlions when their sponsor was forced to

terminate, Thirty thousand pecple is 1little more than a "guestimate,"



TABLE 18

A HYPOTHETICAL MODEL OF THE NUMBER OF PENSION PLAN PARTICIPANTIS
ADVERSELY AFFECTED BY TERMINATION EACH YEAR

Average Annual Estimated Estimated Pepsion Partiei- Pensicn Partici- Pension
Participants Participants Terminstion pants Injured by pants Injured by Participsnts
in Pensions as Median Per Year Termination by Termination by Injured by

Yeaxr of of Lowest From Year of Originml Year of Original LM
Yesr Initietion Quartile Table 17 Plan Qualification Pian Qualification Termination

(1) (2) (3) (%) (5) (6)

1955 2,486 3 16.5 5,132 5,132 2,566
1556 1,713 ' 214 42,3 9,052 9,052 b,526
1957 1,478 185 7.0 8,695 8,695 ,347.5
1958 1,431 179 51.8 2,272 9,272 4,636
1559 1,045 131 51.0 6,681 . 6,681 3,340.5
1960 1,573 198 66.8 13,226 13,226 6,613
1961 1,052 131 5.5 8,580 4,290
Total 52’058 60;638 30,319

Bource: Composite of IRS deta, hypothetical terminstion wodel, and assumptions explained in body of
report.

g



but it wvould seem to be conservative:

1. The hypothetical rate of 10§ in 7.5 years produced estimated
terminations only 91% of those zctually experienced in
1961.

2. The estimate did not include any employees vhose euwployer
wes forced to sharply reduce employment due to busineas
reversals although the pension plan continued in force,

3. The estimate 4id4 not reflect those who hawve lost thelr
pencion expectations when thelr euployer moved coperations
toc & pew labor area.

4, Not all terminationms would &nvolve the very smallest firms,

although extremes might or wmight not be reflected in the
choice of class median,

5. The mocdel overlocked possible Increases in the nuuber of
participents following report of original gualifications.
Of course this factor was offset to an unknown degree
since the assumed sverage number of partlcipents at
termination also ignored attrition among participants yprior
to actual termination of the plan.

6. It was impozsible to eatimate how many of the original
participants had retired or were stlll alive at the time
the plan was terminated, snd so it has been neceasary to
asgunme that those who dropped out of the plan were replaced
in the production line,

Admittedly an estimate of 30,300 is crude at best but there

would be no need for relience on speculative projections based cn e
series of broed assumptions. Instead the IRS could siuply report the
numbher of participants at the time of qualified terminstion zs well as
at initistion. Were these facis combined with en indication of the
numbey of participanta participating in the terminel distribution or
vwith report of terminal msseta and {erminal liabllity aggregates, the
severity of disappointment of pension expectations of termination would
come into far better focus. In the pmesntime the involuntary loos of

tost pension expectstlions by 30,300 participants eech year would seen
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to indicate a flaw in the private pension systew deserving closer

exanination,

H., Pension Terminstion and Business Fallure or Liguidstion

To this point analysis has attewpted to Iinterpret penslon
teroinations of record as they would relste back to busainess fallure,
liquidation, or migration. Incomplete or unavailable date lead only
tc a rough estimate of the frequency or severity of ternination
consequences. Anpncther approach might be to establish the fregquency
and ewploywent scale of fallures, liquidations, and migrations, and
then to establish vhat proportion of these wmight involwe peﬁﬂion
programs.22 The question of partial termination might be clarified
with proper use of labor turncover statistica.

1. The besat avellable source of informaticn on business

fallure has generally been agreed to be Dun & Bradstreet,
Inc., but its deata bank vwas inappropriste for the study.

A second source would be the Administrative Offices of the U, B.
Courts. B8ince the U. S, Department of Commerce has estimated some
337,000 firws discontinue annually, 1t was desirable ¢to control the
Bcope of the resaarch area to business failures involving court
broceedings. A Dun & Ersdstreet definition, es used in ite statlstical
Servives supplied the U, B, Congress, described s failure as & firm

Ceclared benkrupt or otherwire closed or reorgenired under

22nata on bueinege fallures not orly led to sggregate data but
Provided leads for specific pension termination cases as well.
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circumstances Iinvolving substantisl loss to the orsditors.°3 of
course, a greet number of ungucceasful enterprises heve dlisappeared
merely as discontinences, sales, or voluntary 11qu1datlons, and
these have been said to outnumber failures “by a wide wergin,
estimated at 25:1 in recent years.“gu Fellures have exceeded 14,000
annually, but considering that the sverage llability outatanding =t
the tioe of failure for these firws hac heen less than $50,000 it vas
probable that most fallures occurred to the smellest firus, firus
probably too small to have s formel peneion plan, 8¢1ll there were
1,284 firms representing more than 9% of the fallures with
1iebilities between $100,000 and $1,000,000.27

There were 62 firms in 1959 which had lisbilitiec in excess of
21 million; presumsbly most firms with lsrge liabilities once had
sufficient assets %0 Justify their credis position and 1% is
ressonable to infer thst firms which were in menufacturing or
retalling employed people orn & scale roughly proporticaate to businesa
liabilities pt the time of failure, These larger employers would also
be more likely to operate employee and welfare pension benefit plans
had they beez in operation at least p minimum mmber of years. Thae

apge of busincas fa2ilures by major busiaess classes wes noted but there

23y, &, Congress, House Commnittee on Hmall Business, Finsl
Report, 86th Congress, 2nd Bess., 1960, p. 6.

a)"'(:cnmmﬂ.»n’c on Dun & Bradstreet walling pilece providing general

statisties on long term business faillure statistics,

25y, s. Congress, House Comaitiee on Suwell Buslress, Fipal
Report, op. cit., p- T.
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were no comparable pension terminastion experiences which would
Justify reviev of all 44 business classes distinguished by Dun &
Bradstreet statistics,

The U. 5. Bureau of Labor reported that of 127,000 welfsre and
pensien benefit plans recorded as of August 31, 19%9, only 2h,561 are
pension plans, 19% of the total, and most of these were concentrated
in the wanufacturing and wholesale categories of business
enterprise.26 Therefore it was decided to sample 1960 and 1961
wanufacturing and wholesale fallures with liabilities in excess of
$100,000 to see if firms in business more than three years old had
offered & pension plan, and if so, what had become of it as & result
of financlal aifficulties.

Through the genercus cooperation of Dun & Bradstreet, Inc., it
vas poasible to cull thelr records for businsas recelverships in the
first quarter of 1960 of wanufscturing snd wholesaling firms with
liabilities in excess of th0,000, nore than three years cold at the
time of their failure, Dun & Bradstreet was then able to furnish an
address, generally one belonging to the attorney or creditors
comnittee of the defunct tirn.27 The results of e mailing have been
cutlined in Table 19. Of 47 companies on the wailing 1list, only 9
replied, less than 20%, and 11 letters were returned unopensd, Tha

iatter problem occurred vhen the address was of the company itself and

260. 8. Bureau of Labor Btandards, Division of Welfare and
Pension Reports, Characteristics of 127,657 Welfare and Pension
Benefit Plans, May 1, 1950,

27A mailing was prepared, consisting of s questionnaire and
explanatory cover letter, which was mailed in March of 1961.
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TABLE 10

MAILING TO 19460 FIRST QUARTER RECEIVERSHIPS OF COMPANIES

WITH LIABILITIES IN EXCESS OF $100,000

co s B ST
Companies or receivers to vkor letters were mmiled .i........ eee-. BT
Cmmi'.:ies that I'e;[lliEﬁ LI R I R R N I N I R N T U I 9

Letter Poturied .., UnOpened sieeicieiicacstaaisascsccancisnsasces bl

Receivershipe Iinvolving a formal pensicn PIADR ..ev.ccsvanacnsesasss 1/5

BIRMMARY OF BCALE COF FAILURE AKD NUMBER EMPLOYED

RQ~1

-2

Q-8

N Y]

LA RN J

rooN

LA N X J

Forced liguidsation, 100% loss %o crediter ... 20 employees
s 3 omneagement personnel. Bo pension pian ... In business
D YIS ... Mg, TV antennes.

Chepter XI recorganlization ... Merger with largeaxr operatiog
cowpany ... 85-150 employees .., 3 menagerent personnel ...
Ivpured individusl peusion policy plan for salary eaployees
only, pon-insured trust fund plan on industry besis for 60
employees, and a proup life plan ... None were teruinsted
+«ve In business since 1927 ... Mfg. lighting equipnent.

Cheptear X ... Buccesafully reorganieed ,., Nusber of
amployees not svailsble ... No pension plan of any kind ...
In business since 1940 ... Plastics.

Ko {nformation gvailable except business organired 4n 1946
-sv Mfg. knitwesr ... Bankrupt with liabilities of $700,00C.

Forced llquidation ... No regular ewployees ... Research
engineering, no pension pian of any kind ... Organiced in
1955 ... HfE. packing machinery.

Rehabiliteted ... 60-15 employee reduction ... 6+3 mansge-
ment perdonnel reduction ... Ho pension plan ... Group
medical plan ... Organized 4o 1950 .., Kfg. wetal doors ...
Lisbilities of $390,000,

Voluntary bankruptcy ... Employment unknown ... He pension
plan of any type ... Organized in 1937 ... Office equiphent
vee Liebilities of $592,000.

Forced liquidation ... 40«0 employee reduction ... 6-0
reduction in mauegement personnel .., Ko pension plsn
decplte group life insuresnce contract .., Organized in
1930 ... Plastic wfg. ... $400,000 loss to creditors due
to corporate officers' misappropriation of funds,
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TABLE 19 (Continued)

L — =

RQ-9 ..., Ligquidated ... 30 emplioyees ... Management personnel
unknovn ... No pensicn plan ... Organized in 19kl ... Mfg.
printed posters ... Lisbilitles of $2|+8,000.
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time had erased it frow the scepe or when the attoroey representing
the creditors had dissppearcd or changed address. Of 9 replies which
are sumaarized in Teble 1%, only 1 possessed any kind of pension plan
and that was linited w0 salaried employees., 7This pingle exception
(RR-2) vas interesting orly from the standpoint that s Chepter XI
reorganization werger had not found 1t necessary to terninete any
erployee welfere plan in the process. Bowever, serious attrition of
exployuent. from @ high of 150 to a basic 60 i nurber suggested
reorgenization came at a price for an old well-estaplished firw and
the pension expectations of its employees.

The sample study proved of little value because the mailing
list wvae relatively obsolste. To test thies spproech further it vas
decided to send s eecond walling to companies entering recelivership iao
the first half of 1561 with liabilities in excess of $250,000 and with
a date of origlnation prior to 19557. Eopefully a current list of
troubled companies would reduce the number of desd letterda., The level
of ninfmun lisbilities outstanding was increamsed bacause it vas felt
wore probable that larger firwms vere mors likely to hsve s pansion
progrem and that liabillities were an indicatiocn of size., Financisal
upsets were limited to those occurring in a ‘lix-mnt.h period to reduce
the cost of an wnproven research tool.

The spproech of theo questionneire vwas changed from guestious
stressing detall of a pension termination, where ope existed, to
sinply determining {f there were s pension plan inwvolved, and 1 so,
the neve and addrege of the attorney, actuary, or other offlcizl who

could provide detail on the pension prograw as it was affected by
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bankruptcy or reorganization. Of 63 letters mailed, 15 brought replies
containing usable information, slmost 25% of the sample, while wmore
than 30% were accounted for; a summary of the information available
appears in Table 20, Of 15 sdequate replies, 3 reported some kind of
peusion benefit swvailable o employees, one & aultiple-~employer plan
and two of the tructeed variety., Ome of the latter wus unaffected by
a Chapter X1 reorganirzation while the other settled a termlostlion
settlament litigation for fifteen cents on the dollar.

A second letter to theae two sources for more detall produced
nothing, and a search of legeal case reporting services 4id unot reveal a
suit with tbhe coumpany name in it, The multiple-euployer plan was, of
course, not terminated; unfortunately, the bankruptcy of a single coal
mine merely reflected an industry-wide trend so adverse to peusion
funding that pensions prowised by the miner'a pension plan vere reduced
to spresd existing funds further.

Again the results were incenclusive except that the replies 4id
contribute to the inventory of case data inforuation, Without
pretense of statistical accuracy, the two sawples hint that perhaps
10f to 20% of companies in this class have pension plans, Haay of
these plans vwere probably saved vhen firms were reorganized or werged,
but more precise knowledge of specific situstions was unavailable for
two reasons:! first, the addresses furnished by Dun & Bradstreet were
not often of those people most concernsd with the pension of the
enbarrassed firm and mc the ingquiry was ignored or felt to be beyond
their area of knowledge and interest; second, once the firm has been

dissolved there vas no one with responsibility or records for



TABLE 20

MAILING TG 1961 FIRST HALF RECEIVERSHIPS OF COMPANIES
WITH LIABILITIEE IN EXCEES OF $250,000
(Firms originsted before 1957)

Companies or receivers to whon letters were ®wRiled ..cacevcnaes
Letters returned Unopened ,..cveesvtrvecscvsricssansssnssseens
Letters returned with no Information s.eccercieves-sessiasccas
letters returned vith usable informBtiOD sevacsssnveravsvorvas
Total Qquestionnalires aceounted £Or ..uicsscssssansaccanssocnnne
Percentage Of YOBQONBE ..ucavcesscrscssssscsnnssasssssnsssnnns

RBﬁe’.Wrship’ involving a rcml pﬁmmn Pun sassssrpsasaspsREE

63

3

2
15
20
33%
3/15

SUMAARY OF IKFORMATION AVAJILARLE FROM DUN & BRADBTREET RECORDS AND

RETURKED QUESTIONNAIRES

RR-1 .... Bankruptcy ... cosl mipe closed. Unknown number of smployees
were covered by the United Coal Miners Pension Fund, The

co-receiver xttached the following note:

"The Miners Pension is a fraud, %o Coal Co. will hire a
wen over 25. Any nev mine opensd will not continue operation

more than twenty years, The wan will be A5 years old.

Where

does ke get a Job then--where is his pension--s union wuine

bas tc have at least 20 tons production per wen daily to pay
the union scale and welfare of ¢ per ton or $8.00 per day of
$160.00 per month Pension and Hospital Care ... pretty high,
isn't it, EBhoulé the miner get killed or die his wvidov gets
$1,000.00 and the Hospital Care for one year, then she is on
ber own. All money paid in for e pension should be palé into
one fund so anyvhere he worked he would benefit from it sowe

day. Why should there be tuc pensions for anybody?™

RR=2 ,... Bankruptcy proceedings resulted in sale and dissolution,
Runber of egployees not kpown ... there wag oo union and no
pension plsn. In business wince 1545 as & geperal machine

shop ... liabilities of $309,710.

RR-3 ,... Voluntary pRnkruptcy ... nusber of employees unknoun ... no
pension plen ... orgsnized in 1880 a8 a breving coupany ...

liabilities of $443,000,

BR=4 .... In yeceivership this manufwcturer of Resins and Industrial
Chemical products did not reveal the number of employees but
reperted there was no pensien plan of any kind ... organized

in 1946 ... listilities of $250,000,
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TABLE 20 {Continued)

RR-% .... Forced liquidation ... unwilling %o supply informstion on
euployment or pension plan ... manufactured glass fishing
rods and archery equipment ... organized in 1946 ...
liabilities of $1 2 160 ’ 516.

RR-6 ,... Chapter X, cperation under a trustee ,,. unknown nuwber of
euployees hsd no pension plen ... organized in 1959 ...
manufactured aluminum castings ... liabilities of $hi9,717.

RR=T +.s+ Reorganiged by the creditors ... unkunown nusbher of employees
had no pension plan of eny kind ,,. organized in 1953 ...
manufsctured electrical equipment .., liabilities of
$500,000,

RR-8 .... Operation halted for unknovn number of employees .., no
pension plan of any kind ... organized in 1955 ...
manufectured sliding shower doors ... lisbilities of

$323,6570

RR"Q [ X N ] In I‘eceiwrﬂhip ane Wn nu.mber Of GE{plD}'eeB‘.oo no
pension plan of any kind ... organized in 1955 ...
wanufactured gerumicides ... 1iabilities of $650,000,

RR«l0 ... Forced liquidation ... unknown nueber of employees ... no
pension plan of any kind ..., organized in 1949 ...
manufsctured doors ... lisbilities of $1,185,100,

RR-11 ... Forced benkruptey ... unkoown nuwber of employees ... Do
pension plan of any kind .,. organiged ino 1924 ...
wanufactured lamps, cigarette boxes, &nd noveltles ...
ltabilities of $406,908.

RR=12 ... Receivership ... unknown number of emplcyees ... 0o pension
plan of any kind .., arganiszed in 1932 ... manufactured
Jewelry settings ... liabilities of $443,750,

RR-13 ... Liquidation ... unknown number of employees ,., no pension
plan of any kind ... organized in 1952 ... sales agent for
heavy equipment and trucks ... liabilities of $346,846,

RR-1% ... Reorgsnized under Chapter XI .,., 42 participants in a
Corporate Trustee Pension Plen .., none were retired ...
plan has been terminated and a court settlement of "15% on
the dollar" is being processed for payment ... no union ..,
the plan vae voluntary ... orgenized in 13953 ... manufectured
boats ... liebilities of $3,000,000,
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TABLE 20 (Countinued)

- a=a = = T

RR~15 ... Forced liquidation ... unknown number of ewployees ... DO
pension plen of sny Xind ... orgenized in 1956 ...
manufactured windows ... liabilities of $.456,000.

RR-16 .., Reorganized under Chapter XI ... unknown number of employees
«ss pension plan was not disturbed, company has returned to
profitable business .., organized in 1936 ... manufactures
electrical components ,,., liabilities of $300,000,

RR=17 ... Voluntary ligquidstion ... unknown numbher of employees ..,
nc pension plan of any kind ... organized in 1956 ...
wanufactured toys ... liabilities of $300,000.




providing this kind of inforaation.

It was first thought that better use of the Dun & Bredstreet
materlal would be possible if the samples selected were culled for
registration of a pension or welfare plan by the staff of the
Disclosure Records Divisjon. However, the chief of the Diaclosure
Records Division felt such a use of the disclosure flles would
establish a precedent for other private business men doing a market
analyeis of pension progreaus within their potential elientele or that
of a couwpetitor, Disclosure record files are available to the
public, but only one file can be drawn st a time, Consequently the
twailings reported were used ss mn alternative but with only limited
guccess.

The bankruptcy petitions filed in the Unfted Btates in 1980, ab
recorded by the Adwinistrative Office of the U, S8, Courts, totaled
wore than 110,000 of all kinds including business firms, farwers, and
individuals.zg This heterogeneity made guch statistics of little use
to this study. An salternstive gource might have been s wmailing to
those lavw firms which tend to speciamlire in coumercial receiverships to
seek oplnions as to the proportion of such situations which involve
pension plans. This thought was discarded as too expensive in
production and in loss éf good will emong attorneys troubled for so
small & blt of information. Review of gll these materisls or sources

of date on business failures led to the conclusion that there is little

28U- B. Congress, House Committee on 5mall Buciness, op, cit.
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usefully clasalified meterisl in thie ares snd that the phenomenon of
business fallure could well bear some scholarly research.

2., Investigation of materlial on corporaete liquidations

produced an amazing lack of results,

The proper corporate registration agency in each of 50 states
wag surveyed by meil to obtain date on the number, seset size, and age
of corporate liquidations for the past 10 years, Despite the general
lack of real knowledge of business mortality, none of the states keep
adequate records on as basic a statistic as corporate registretion and
liquidation, Such figures way presently be broken down mccording to
legal form, such ss stock, cooperative, end non-stock; for each of
these there may be divisions mccording to newly formed companies,
dissolved companies, reinstated companies, and those dropped from grace
for Tailure to register each year ss required. MNone of the states
record the asset size, employment, business purpose, or age of the
corporate structures liguidated, facts which could be of value in
discussing the problems of small business. Moreover, a large number
of corporations simply fail to register each year with the result that
it 18 not known if they have become inactive, aissolved, or

disenfranchised from ignorance of state reporting reQuirementa.ag It

291n Wisconsin failure to file an annual report causec a
domestic corporation to lose good standing. In this event a secretary
of state can no longer accept any documents respecting such a
corporation except documents incident to its dissolution, A corpora-
tlon can be reastored to good standing by payment of penalties not
exceeding 3100, Fsilure %o file remains a cause for involuntary
diseolution under Wis. Btets. 180.769 and 180.793.
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would be an interesting project to compare ® sample of corporations
which have failed to re-register with the mctive corporate business
files of a credit reporting firm like Dun & Bradstreet. Where a firm
was $til) active, it would be possible to contact the munageﬁent and
dlscover why it had falled to preserve the }jegal entity of their
corporate status by failing to return the annual reporting form to the
proper state agency. For purposes of this research the state records
were of no value in estimating frequency of pension termivation or
discovering possible sources of pension termination cases, In
Wisconsin, where it would bave been econouically feasible to select a
sample directly from the corporate registration files of the Btate
Becretary, it was not necessary as full information on pension plan
nortality vas available from the Disclosure Records kept within the

Btate Insurance Department.

I, Pension Termination and Plant Migration

Early in the procees of interviev and the sesarch of public
records for information it became clear that pension termination due
to plant migration was occurring with increaszing frequency and with
sdverse impact on larger groups of participsnts than in the gase of
failure. Not only might migrstion have brought about termination of a
pension plan, but wore often than not, wmigration of a single diviasion
of a multi-location firm would be sccomplished without any partial or
full termination of the company pension, Therefore, there was need of
establighing the frequency of migration, the number of participants

involved, and the frequency with which wmigration would foreclose
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peusion expectation.

Tone scale of the industrisl migration phenowencn in the past 25
vears hes heen the subject of study by thelﬁocial Bcience Research
Council and the first of itg efforts has receutly heen publisbed.30
YWhile the figures ir thias study could not be used to pinpoint peneion
teruinations, a brief reference to some of the dats served to support
our contention that migreticon of business enterprise should continue
to be a mejor disruptive force in pension development and expectation
both pow and in the future.

For exemple, assuming pension expectations could be amsociated
more with manufacturing employment than with gservice work, reductlons
in work force by region and by wage level werc put forward in
Tebles 21 and 22. As generslly known, the trediticonsl wenufacturing
areas of New Englsnd sand the North Central ares have endured the wost
severe shirts in manufscturing employment. While study data spans
1929-54, the real growth of privete pensions hes come since World War II
and 80 only changes within menufacturing employment since 1947 were

shovwn, Information by major industry group was based on measures of

3OSee Changes in the Location of Menufacturd in the United
States Bince 1929, as prepared by Victor R. Fushs (New Haven: Yale
University Press, 1962). On page 29 of this volume the auvthor observes
that tbhe industrial landscape iz & "wosaic of infinite variety" and

then goes on:

"When the pattern of change in this moseic over a period of 25
years 1s examined and snalyzed, the finel Impression that ewerges
is a sense of the mobility and adeptability of the American
economny, asnd of the pover of competitive economic forces., As with
a roaring river, there may be times when these forces should be
countrolled and directed iu order to protect human and scclal
valuea. A wvise public policy, however, will never ignore thege
forcea, or underestimate their strength."
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TAELE 21

COMPARATIVE GAIN OR LOSS,ALL MANUFACTURING, BY BTATE, 1947-5k

TR M — ——
Value Added Totsl Eumployuent Value Added Total
(Milliions {Hundreds of (Per Cent) FEumployment
State of Dallars) Employees) (Per Cent)
Maigne =130 ~106 -19.7 «9.9
Rew Hampshire -7l ~hd -15.0 «5.5
Verwmont -29 -3 -12.7 -11.5
Massachusetts -880 -96b -17.2 12,7
Rhode Island -328 =346 -32.8 22,2
Connecticut =87 «197 -3.0 4.7
Hew York «1,211 =540 -8.3 -2.8
New Jersey =126 -39 -2.0 «.5
Pennsylvania -839 -1,331 -8.0 -8,8
Ohio 2u6 =273 2.4 -2.1
Indians 22 ~158 o -2.7
Illinois 645 -Gh& 6.k ~T.6
Michigen 557 -538 6.5 -5,2
Wisconsin ~198 -2Th -6.0 -6,3
Minnesota -8k -T0 5.5 -3.7
Iowa 139 TO 11.9 k.4
Missouri 123 19 k.9 5
North Dakota =11 -2 -25.0 3.0
South Dakota -5 0 -5.7 -.1
Nebraska 43 4 -11l.1 .8
Kanaus 298 k37 29.7 35.5
Delavare sk C 16.4 4]
Mgryland 135 3k 1.5 1.k
D. C. -3 =k ~5.9 =2.1
Virginia ~17 23 =1.0 1.0
Weat Virginia -48 -20) -h,7 =14.8
North Caroline -310 238 -12.6 5.7
South Carolina -168 155 -15.5 T.1
Georgla 10 291 .6 9.8
Florida 221 326 29.5 28,2
Kentucky 2hiy 84 23.6 6.4
Tennessee 152 1] 9. b 5.6
Alabsma -53 -83 -3.9 -3.8
Misaissippi -5 65 ~1.0 T3



TABLE 21 (Continued)

10k

Value Added Totsal Euployment Value Added Total

{Millions (Burdreds of {Per Cent) Euploymant
State of Dollars) Employees) {Per Cent)
Arkansas 18 25 k2 3.5
Louisiens 62 =49 5.6 -3.5
Oklahoma Ly 186 T.7 2h.0
Texag Th0 780 22.0 19.9
Montana =11 -k -8.2 «2,0
Idsho -8 26 . 2.8
Wyoming -3 ¢ =-5.3 o3
Colorado 10 27 2,0 k.5
New Mexico 31 55 26,8 o b
Arigona 23 96 12,8 35.5
Utah T7 27 28,5 9.6
Nevada 17 25 28.5 47.1
Washington 68 23k 6.9 13.3
Oregon -127 51 =12.3 .3
California 2,1ks 2,79% 26.6 28,7

Bource: Changes in the Location of Manufacturing in the United
States Bince 1929, op. cit., p. 59.
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TASLE 22
COMPARATIVE GAINE AMD LOS3ES, DIVISIOWS NY

HAXR DIEUSTEY JOUPE, 1547-34
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changes of manufacturing value added and total employment for the New
England, Middle Atlantic, and Exst Borth Centra}l states, as defined
and reported by the U, B. Bureau of Census. These statistice ¢sunot
be wodified to revaal the actual nunmber of pension expectations which
vere frustrated because the number of plans, percentuge of participa-
ticn, or the distribution of terminated esmployment among Jobs covered
by pensions were sll unknovn or uncorrelated. 65%il1, the thoussnds of
employees vho heve had to find other ewmployment, jobs which may or way
not offer pension venefits, inferred that these gradual changes in
manufacturing employment levels have bad gremt impact on pension plan
expectatipnn, Plant shutdown has been the topic of a vaat body of
legal, social, and pension research, to which more exteunsive reference
has been wade later in this study.

To Setermine specific migration experience in the various states,
sttention was directed to contacting mgencles in each state, The
Wisconsin State Development and Planning Board wes able {0 furnish a
mailing address for aimilaer sgencies in all S50 of these United Dtates.
This statistical drsgnet produced assorted fregments of inforwation
from 24 replies, but the data were as heterogenecus mz the statistics
from state registration agenciea, Many states had no statistics at
&8ll, for their state plenning and econonic developmant agencles were
80 nev that research in this area bad barely begun. The states which
had been most aggressive in solieiting investment in nev end expanding

industry were able to provide ths wost 1nformation,31 but no two

3lpar examples of heterogenecus data obtalned by states, see
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states used the same form of cowpilation. It would seem that the
relatively uncharted economics of industrial migration within this
country would be deserving of an effortv among state agencies 1o
ealablish & standardized reporting form for industrial investment
gclivity within esch state, Bince many states bave yet to bepgln
resegarch to sccumulate such information, it would seem highly desir-
sble to organize such = system gt once, Unfortunziely lur the purposes
of this study, information provided by the stetes was intriguing,
stimulating, but inavailing of any national measure of frequency
estimate,

2, Another spproach involved contact with three national

Tactory location consultents,

Two of these firms, represeniing experience with more thar 2,500
counissions involwing facility location in the last ten years, vere
sble to estiumate the frequency of migration as defined by this study,
These firums were asked t0 estimate "the number of proportion of your
cotmissions for the melection of a site vhich resulted in the closing
of facilities at one locailion with actual termination of ewployment
and the opening of m replacement facility in snother smployment ares,”
The esiimates of these two firme werc expressed ae a proportion,
ranging between 15% and 20% of total coumissions, (The remaining 850%
of gite selection cenlered on plant expansion, duplicatlons, snd
warehouse location.) It was estimatef that employment figures for
each of these relocated facilities ranged between 200 and 300 persmons,
although there were nurbers of exceptions with greater numbers of

cuployees invelved., Their estimate tends to support our guess derived
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by seeking the medien of the lower quartile of average number of
euployees covered at the initiation of & qualified plan.

3. Primary date on pension teruination fmplicit in relocation

efforts is hard to obtein,

To relate frequency of migration to incidepce of pension
termination required a wailing list of actusl]l industries which had
moved. The plan locaticn eervices were unwilling tc provide such a
list. A proposal to the services, celling for a questicnnalre to be
provided for malling and collectlion by the service in a menner
deslgned to preserve the anonymityuof ite clientéle, wvas reJjected,
The services felt that former clients might be irritsted by the
nature of the inquiry as they tended to be defensive in explaining
their moves as possibly motivated by a reduction in fringe behefita.
4 second source of an address list vas the survey of state development
agencles previously discussed and u'few states vere able to provide a
1list of firms by ngmp and locatlion, Eorth Carcline provlided such a
list, snd in the Judgment of the suthor, this stete provided the best
example of aggressive and businesslike solicitstion of nev industries
from New York and the Eastern Central;induntrial eres.3< |

A questionnaire was pailed to 60 plants which had moved to
North Caroline in the past three yesrs to discover the scale of each
and the extent of facilitlies reduced in size or closed,; if any, at

their previous location. Three sdditional letters of inquiry vere

321 progrém was partially responaible for elevating its
Governor, Luther Hodges, to Becretary of Commerce in the Cabinet of
President John F. Kennedy.
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sent the hooe office of couwpsnies woich had closed breaches in Rorth
Carolina. Tweaty-two of the 03 sddresses geve soue reply., Ouly
three reported any pension plaa &t all, and only one of these plans
had been teruimsted by the wove Lo Horih Carolina, alihougn six
reported the wove represented the relocation of an eulire facility, a
awsber couslstent with tue rouxh estluate of 20% provided by the
laocetion services. Only niune firus reported toe North Caroliue
rfacility as thelir anldy proauction plsnt. The reusinipyg firws were
wulti-plant natlonal concerns which were expanding thelr operations with
additionsl facilitliea in North Carolina; in these cases there was
transfer of key personnel to the nev locaiion, Lut these {trausfers
did not affect their pensilon expectatious under the terus of the

company-wide peasion plan.33

J. Pension Expectstions snd Labor Turnover

Although definiticon of the research problew excluded extensive
treatnent of the portabllity of pension rights between two viable
penslon prograuns, thé probvleu of labor turnover has still been BhDQn
to bear on pension teruination. Terwiuation could follow a period of
progressive labor force reduciion frow eauses which eventually lead to
termination of a penslon plan. Unless such & plan provided ceriain
vested righte to those who left the firw through no fault of thelr

own, Llose who Were dlemissed before terminaticu would recelve nothing

Biqueationnaire &nd sunmary of inforwation are included in
Appendix IV.



while taose who remelned because of seniorivy or fuuctlon in tac
business wo.ld enjoy a sieadlly improving ponslon expectation.
Txpectstiong would bz luproved becange available pe.sion fuads would
be sherel with ever Pewor pariicipacts. There have becu few neasures
of inveluntary loss of euploymenl, but soue good use cculd he made of
& receni wanpower report by the Deparinent of Louo..

In th. vzer 1351 about 117 of all meles ewplo,ed chsnged their
Jobs one or more tiucs, The rate of twruover was hLighest Jor those in
the 1% 15 24 yoar of age classificatiocns and crepgped precipitously as
the worxers grevw older to where less than ¥ of those over sge 55
changed Jobs.* At the samc itime, thosc in the older years who did
change Jjobs generslly zitributed it to an involuriary loes ol Jub
specifically in 56.27 of the cases reported. 8ignificantly those
involuntary Job losses did nol include losece due to illness, firing,
vetiring, or other reesora uot reported. In other words, uore the: 2%
of the 6,8 millien people In the yewrs S5 to 64 years, when pension
expec¥ations should be greatsst, lost their Jobs in just one year,

Of course thls Tigure reprerents pll types of Jjobs while
pension expectations have beer primarily concentreted in s fev mejor
infduetrial eroups. It is thcrefore useful to refe: to Table 23 where
eaployment twenover by Industry is broxen out of the agsregate groups
of figureg. About one-half of employees in non-farw eptablishmente
but Including federsl, state, and locsl governments hsve been covered
by retirement plans, both peneieorn end deferred profit sharing. More

t181 nire-tenths of retirement coverage was atiributable to private

¥Sce Teble E-2 in Manpover Report of the President, as pub-
lished by the United States Department of Labor, March, 1963,




TABLE 23

REASON FOR CHARGING JOB8, BY MAJOR INDUSTRY GROUP, CLASS OF WORKER (OF JOB LEFT, AND EEX, 1961

Reason For Lesving

Total Number
Major Industry Group, Claas of of Jobs Laft Job  Improvement Termination of
Worker of Job Left, and Sex {(in thousands) Total Loas in Btatus Temporary Job Othexr?
Male
All induBstTY ErOUDB..vecssacssarse 8.986 300.0  37.5 33.7 10.9 18.0
Asricultun BEANASN LGSR UPENIROds 8“9 1m0° 16|9 23!7 'h'3t7 l$l6
Fonagriculture industrie€....ceeeese. 8,137 100.0  39.6 3h.7 7.5 18.2
W!ge and Bllﬂry WOrker8,spenanaans 7’% 100.0 39;3 3#-8 T:5 18."
Foreatry, fisheries & mining..s. 193 100,0 k1.1 28.0 13.0 17.6
Conatruction.cessrecwscansoccans 1,909 100.0 66.0 th'll' h‘aé 12,0
Hﬂnufacturing-.u....---."-.n. 1’697 lmvc hltg 36-8 3:7 17.6
Transportation & public
utilitieaosnaallancar'r-'v"lo haé lmto 3307 33'5 9'1 23!7
TrBA® . e connrasssrscssavosnnnanse 1,822 100.0 26,7 43.9 T.3 22,1
Berﬂceo-on...--.c-..ro-n-a-vntc 1]351 lm‘O 19'1 %'3 13';"' 21'3
BPublic adndinistration..caesceane 2h3 100.0 25'0 31-5 20-6 23.0
Self-euployed and unpald family
WOTKOI'Messnsovosstsastsonnananase 291 100.0 b7.8 32.0 7.6 12.7

Includes 111ness, household and school responsibilities, fired, retired, other ressons, and

reasons not reported.

Source: Manpover Keport of the President and s Report on Manpcwer Requirementa, Resgurces,
Utilization, and Training, by the United Btates Department of Labor, March, 1963.




pension plnnn.:ﬂ‘t If true, then changea in Jjobs for non«farw
industries in one year affected pension expectations in more than four
willion cases.s’ ¥or exsmple, in manufacturing, 41.9% of job losses
were involuntary, sbout 79h,8h3‘30b situatione. Four per cent of
these jobs lost occurred to men in the age 55 to 64 cless, that is,
31,794 men lost their jJobe in the moat eriticel years prior to
achieving s pension, It is not knnualhnv many participated in
retirement programs which offere&'vetfing, early retirement, or
portabllity features, but problbiy vpsting Benefitﬂ would be limited
to those weeting certein requirements, generally in regard to age and
length of service, The cumulative total of workers thus affected in
manufacturing alone would become impressive in only five or ten years.
While the dollar loss of pension expectancies has never been
determined, the exposure to vorkers in large pension plans without
vesting provisions might be indiceted by the pensions payable to more
than & million workers in plans without vesting .provisions. (Bee
Table 23) MNoreover, vesting provisions which were wost liberal in
reducing the years of service required became less common as plans
grev smaller, and it hss been established that vulnerability of both
the plan and employwent increases as the scale of the business

declines,

3%Manpuwer Report of the President and a Report on Manpower
Requircments, Resources, ULllization, and Treining, by the lUnited
Giates Department of Labor, March, 1963.

g
3%Total pumber of Jjobs left by non-agricultural industries
equale 8,137,000, and this figure would be uvltiplied by .5.
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workers woving betveen Jobs might he protectied 1f their pemsion
plan were to remeln In force ond if their ecerucd beaefite were vested
desplite lnvoluntery terulnation. A recent revievd® Ly the U, £.
Depsriment of Labor of pension plars with more than 5,000 participsnts
indicated 37.&% offered no veating of any kind ﬁhile ancther 10%
perulitted {nvoluntarv scporetion vesting. Of worc then 9.8 willion
vorkers incl»ded 1n the atudy, k1.4 vere without vested coverags,
Since these figures involved only the very lsrgest plans it might be
saauned that the percentage would incrcase il smaller Tirus vere
studied, For those wiich 414 have veoting, almost helf required ten
years of service or more and more than three-quarters provide iLe same
henefits for any #eparntinn cagc,

Of special interest to this study vas that %0} of the workers,
presumsbly covered by & pension pfogrdm; would recelve no beﬁefits_'
should they Face involuntary unemployment, not of sufficlent scale to
tercinate the plan end to affect vestlirg for the workers still
employed at 4that tine. Grﬁdual ettrition o? employgeht! us & portic-
ular process loses profitability, yould_permit soue euployees to enjoy
a fully funded vested interest while those discharged From lack cf
teniority recelved nothing. It would appear that losses of penslon
expectations would be sufficient to Justify greater reform of

standard penslion provisions.

36Magpover Report of the Preaident, op, ¢lt,, p. 63, Bee
&ppendix V,
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X, A Summary of Available Pension Termination Dats

Review of the many and diverac sources of inforuation suggests
a sea in vhich wallows the {ndeterminate bulk of the pension expecta-
tion teruminstion problem. Perspective on the problem must remain
impressionistic at baat. Bowe bagic detalls can be readily obrerved
above the surfaece of employment statistics pertinent to the frequency
and severity of pension terminationt

l. There has been an annual termination rate of qualified
pension plans well in excess of 1% of the plans in force at
the beginning each year, and over the long run it would
appear that 10§ of plens fnitisted were terminated within
T«5 years of their inception.

2. The annual number of terminations fluctuates with business
conditions and with changes in business and labor prefer-
encea for profit sharing vis-a-vis stirict pension plans.

The annusl total nunmber of terminstions hes been dincreasing

because it represents a moving cumulative fractional portion
of plan initiations for a period of up to eight years prior

to the current termingtion record,

3. The rete of termination hes been about cnes<half the rate of
increase in qualified plans at presant but could be expected
to Increase, The rate is linked ¢o increasing registrations
but lags over a T-8 year cumulative pattern, The rate also
reflects the gize of plans registered in terws of
participants and financial strength of sponsor,

4, The rate of termination can not only be expected to
increase in number but to accelerate 1n proportion to
registrations becsuse the recent increase of registrations
of new plane has occurred primarily among smaller smployer
organizations, Plans from this sector have suffered m
higher mortality rate than those of the large, multi-plant
employers.

5. I incoumplete informstion can be relied on, the average
termination invelves less then 300 employees andl many
affect groups of less than 75 employees., Speculative
extrepolation would suggest that each year 30,00C would-be pen-
sioners are adversely affected by pension plan terminations.
Anticipating case experience to be develaped in following
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chapters, it can be paid that terminal distributions seldom
reach workers below the age of 55 at the time of
termination, Bince the wajority of workers fell in the
25-54 mge group, the lurgest part of all expsctancies of
these 30,000 involved have never been realired,

¥ith wore confidence, one may conclude that slightly more
than 50% of all recorded terwipations can be attributed to
business fallure, liquidation, or migration. Generally, any
of these causes is preceded by & time of econcwic strain,
violence, or drains on coupany resources which would
preclule adequate prior funding or severance contributions
gufficient to fund a pension program, mc that in most ceoes
termination for these causes iwmedistely implies
disappointment of a legitimate pension -expectation.

However, 1t would appear that the bulk of the pension

termination problem {8 hidden and immersed within the problem of

inveluntary unemploywent. There #; gn {mplication in natlonal

statistics on busipess discontinuance or employment turnover of the

tragedy to the expectations of all concerrned, but 1t would be

difficult to interpolate the severity of disappointments Just within

the pension field,

7-

Kational statistics on migration, discontinuance, snpd labor
turnover implied that perhsps 8% of the labor force
guffered adverse influences cr pension expectations each
year. If thare vere about 23,000,000 covered by privete
pension programs, perhaps X60,000 suffered sowe infringe~
went of their expectancy.

Severity of loss vwas not easily measured in terms of
employeces affected, benefits lost, or assets liquidated,
The little evidence avsilable indicated that while 104 of
the plans vere teraminated, only asbout 1% of total covered
exmployees were affected, As a rule, in the Neuw York Gtudy
1% appeared termination came early before pension aasets
could accumnlate more than six or seven years and the
ineidence of termination fell con the smallest and weakest
firms which could not afford an adequately funded plan.
Funding retios were irrelevant as a measure ol severltiy of
loss as terminstion priorities redistributed the funde to
particular participsnts. Ozn the ralicnal scene one vas
unable to determine directly hiow often pensloners, older
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workers, or veated participants suffered a reduction or
leas of benefits,

Some survey ueasurements of the pension termination "iceberg"” have
been collected by the IRS as 1t has cruiped the corporate seas.
Howvever, the beat available data for charting the future course of
private pencions has been put out of reach by blanket, non-selective
legel restrictions on the Internal Revenue Bervice, The same dete
rewaing beyond the reach of the pension reporting files of the Bureau
of lLabor Btatistics due to overly selective ennabling legislation.

The best hope for improved inforustion without bresch of privileged
information prerogatives is awendment of reporting form D=2 presently
required by the Office of Welfare and Penaion plans of the U, B,
Department of Labor. This annusl report form ghould contaln alternste
questions to be answvered only in the event of a full or partial
terminal settlement. To svold wnnecessary bookkeeping these questions
could require the same information as need be filed with the IRE upon
application for a qualified terminmtion, with the exception of vwage and
income data of the penslion perticipants or top twenty-five salary or

vage earners in the plan.



CHAPTER III

LEGAL FACTORS AFFECTING THE PROCESES OF PENSION PLAF TERMINATION

A. Oblective of Chspter

The pension contract could be viewed as a legel effort to
allocate a share of productive wealth smong parties with a vested
interest in its production, labor, capital investor, and governument,
Each has been willing to sacrifice something to provide for the social
problen for the elderly, but not at the totasl expense of vages,
profits, or tax recelpts, These interests have been comprowised with
8 certain degree of harmony because of the slasticity of tiwme and money
variables in the actuarial formula--1f the plan were to operate over
the long ter, Remove the time element in the process of money
sccumulation, ss would bappen when it is npecessary to curtall or
terminate the plap, ehort the accumulation process, and the rough
equities struck among economic interests would be lost,

Each interest group would then break down into various
conflicting sub-classes striving for a ahere of pension funds inade-
quate to meet all expectations, Conflicting interests have been
generally resolved by establishing priority of claim,and thie priority
should reflect the lawyers' interpretation of the economic and social
philosophy inherent in the original plan, Thia chapter will be
concerned with the legal and economic character of the employer and

e¢uployee interest, certainly the principal interests at termination,



118
However, there would be corollary interesta in terminal shares,
including those of the Internal Revenue Service, funding media,
sctuarial cconsultants, and othears related to the administrative
procesa--and these parties on the periphery of the terminatior
process were treated in Chapter IV, Ii bas been left to this chapter
to explore the factors which lle behind the distinct shift in the
relative equities of the individual and the group, of the group and
the empleyer, when time and money have run out at the termination of

8 pension plan,

B, A Definition of Pension Termination

Terminstion of a pension plan may be the result of explicit
action or may be implicit ir surrounding circumstances, Thers are
four basic patterns of explicit terwmination:

#. The employer terminated the plan at a time of his own
choosing.

b. Either the euployer or the labor representativwe has
terminated the plan on 60 to 120-day written notice of
such intent, in which case &ll funda vested with
participants as of the dste of termination,

¢. The plar has terminated sutomatically upon 4issclution of
the business or at the end of a lahor contract period.

4. Insured plans have terminsted 1if the number of active
participants f2ll belov 8 given winimum group sivs.

In general an employer has reserved the right to terminate a pension
program by action of ite board of directors for any reason &t any
time. Buch action by the employer would probably be dictated by
economic neceasity, such as excessive cost, unlimited 1iability due
to unexpected sctuarial results or changes in labor economics, Over

time the individual has introduced certain provisions insulsting hinm



119
to a degree frow the shocks of penslion or exmploywent termination,
such as those for vesting, early retirement, or plant shutdowvn,

An implicit or defacto termination must be glven expiicit
recognitilion hefere suy of these individusl) safeguards can he opera-
tive, There i8 a variety of such terminetion situations inecluding
partial terwination of the plan, tex lew definitlion of retirement,
apd court definition of what has occurred in point of fact,

1. Terminatiocns as delfined by court precedente provides powme
eriterie with which to convert implicit terminatlons to
recognired explicit termination in full or in psart.

Far example, in one casel it was determined that sale by the
corporate employer of one of 1ts fwo operating divisions was
discontinuance of its profit sharing and retirement program_uith
respect to 55 persons, 1nciuding geven galaried employees discharged
follovwing s2le, Sale with discharge of the ewployees of one division
representing about 50 company sctivities was considered "an extra-
ordinary incident in the strueture, function, and life of the
coupany"” and therefore a significant reduction in corporate sctivity.
Bule was accomplished by sction of the bLoard of directors snd the
court implied an sction on the part of the corporate board to
terminate a portion of the pension program coincident with male,

Thie case varies from the general pattern of court decisions which

have tended to follow slavishly the termination provision wording of

lyerneckes v. CMP Industries, 222 N.Y.5., 24 582 Appl. Div,
3rd Depta




the contract, The court distinguished thie particular case Irow
arother well cited opirior® 1n which the plaintiffe hed not succeeded
in estebliening perfinl tercination and bence a vested interest, when
discharged following sele of owe of 1T compeny divisions. The
iiquidated division euployau 108 wen of & total work force of 1,740
persons, or £.25 of the work force, 4 similar decisiond held there
was Do partisl terninatlon vhen a single dlivicion of 8 fim was
discontinued, vhare the division represented 1.5 af a total employve
force of 4,000 perscos.

Apparently teruinaticu of sowewhere betveen & to 50% of the
work foroe is oomaslderod sn implicit terwinstion of @ part of a
peasion plan, but not where discontinuance of egployoent is 6§ or
less. I a termination is not mua in theve cabews, the suployer

" Irthamurtwref.o

could benefit excesslvely froc retwns applied.
construe termination in terms of t.he purber discharged, the court
would establish the doubtful precedent that meabers of 8 closed
4ivision of sowe size have a more eaforceabls intersst in a pension

plan than & single individusl siso mupplanted because his work was

2pplley v, Rockwell Spring & Axle Co., 13 Misc. 24 29, 175
N.Y.5., 28 T T

3

Schnoider v, WeKessor & Robbins, Inc., 2 Cir,, askr, 24 827.

"Tundl which the ecployer contributed on behelf of exployees
who were termicrted without vested benefits, are first applied to
current suployer contributions required up to the awpunt annuslly
excluded from income teaxatior. This amount plus interest coupounded
thereon is spplied to receining liabilitvy before additionsl
contributions ere wade.
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automated, sub-contracted, or otherwise eliminated. Courts have
generally been unsure of themselves, or at least umrealistic in
actions seeking implicit termination.’

2. Terminpation has been defined and disaected wmost finely by
the Internal Revenue Service, whose definitions have
identified different states in the terminal process,

Tax qualifications pleced no time limit on pension plans. A tax
qualified plan can be brought to s clese without penalty for any

6 The Internsl Revenue

reason which reveals s "business necessity.”
Service hes liberalized its definition of a business necessity 4o
recognise any valid busingss resson or condition which is beyond the
control of the ewployer or beyond foreseeabllity and therefore umsde it
improvident to continue the plan.T What is improvident mot only way
include that which seriocusly endangers the financisl condition of the
firm but also contemplates that which 1hdicutes the plan would not
accouplieh the objectives af business in reducing turncver or
motivating employeses, If the reison for termination ia not acceptsble
to IRS, the Commissioner may determine retrcactively whether or not
toe plan was evar intended to be permanent and, hence, entitled to tax

exemption.s The tax code further requires that a pension plan

SFor sdditional discussion, published since these paragrapha
vwere first written, see Bernstein, Merton, "Employee Pension Rights
When Plants Shut Down; Problems and Sowe Proposals,™ Harverd Lav
Review, Vol. 76:1950=-973.

81rs Reg. 1.k01~1{v){2), 1.401+4(c), P5 No. 7, PB ¥o. 52.
rrIHS Mim, 6136 as modified by Rev. Rul. 55-60, 57-163.

8
Longhine v, D, Bilson, 159 Mac. 111, 287 N.Y.S. 281 (1936).
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include & provision vesting fully the ripghts of all participants upon
terminstion, hence the interest of the courls in establishing partial
termination. In eddition, a provision is needed for distribution of
funds upon termination, but with the excepiion of certaln restrictions
egaingt discrimingtion, almost any provision would be acceptable.

The tax code has also defined curtailuent, discontinuance, and
suspenslon, A curteilment which lowered benefits, reduced contribu-
tions, narrows coverage, or wakee vesting leses liberal may be treated
as an unjustified terwination unless the employer's scticn does not
affect any current benefits or cause the unfunded past service cost to
rige higher than it was at the beginning of the plan.g Enpioyees can
be eliminated who are picked up under ancther retirement plan to which
the employer contributes and adjustments can be made to reduce
discrimination in feavor of company officers and high salaried
euployees, However, curtailment can leed to discontinusnce, sn
informal termination of the plan cccasioned by discontinusnce of

10 Where coatributions are delayed or stopped only

contribution.
temporarily, the Treasury will view the situation as » suspension.ll
SBuspension will not require full veating 17 the benefits to be paid
are not‘uffected st any time by the suspension and the unfunded paet

service cost does not exceed the unfunded past service cost when the

PMim., 6136, CB 1947-1, 58.

1QAaron, op, cit., p. 67.
Upension end Profit Bharing Report, op. cit., 4216-A.
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plan was established or amnended. &Suspension can prove to be
discontinuance if the gitustion does not improve. The significance of
the IRS definitione to this study ls that termination of s persion may
not be expressed and dated until long after the fact for ease in
deternining and safegusrding the interest of various participents., The
fact that terminstion took place and the date on which this could be
said to have occurred usy be set retroactively by the tax commissioner
or by the court introduces & certain speculative elemeni to the
definition of explicit plan terumlnation mnd distribution.

3. A definition of termination sand the date on which it can De
said to occur is related to the employmwent status of
participants and their status ag of the day of termination.

Thoge pension fund assets not already commiti{ed to vested benefits wvest
with that class of emploveen recognized as participants on the date of
termination. This clsss would be defined by provisions unigque to #ach
pension plan as to eligible employees, continuity of service, rights
in event of layoff, and forfeiture under various circumstances. Where
termination can be anticipated, it ia.possible for the employer to
swend the definition unilaterally snd exclude certain classes of
employees actively employed or 1aid off at the time of termination.
Moreover; the caurtsl® have said that the negotiating Eommittee of the
union can negotiate such an exclusion without incurring liabillity to
its own members who fail to qualify under the smended plan of

allocation.

12F1nnel v. Cramet, Inc., op. cit.
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For the purpoges of this s&tudy, then, termination of s pension

Plan occurs vhenever the ewmployer's unilaters] offer is explicitd)y
revoked, a bilateral contract is amended or rescinded by wutual
congent, benefit paymente or funding schedules are curtalled beyond tax
lav tolerance, or an incident in the business situatiocn hses such an
extraordinary impact oun I1ts structure or employment level the courts
would constder it to be tantamount to partial terwmination. Termination
of eumployment excludes voluntary withdrawal, temporary lsyoff {so long
a5 all rights based on continuity of service are unmffected}, and

discharge for cause,

C. 8ource of the Employee Pension‘Rigggla

1. The Gratuliy Thaory
There was a time when a pension was universally considered a gratuity,
a gift by the employer, Subject to withdrawal before or after a

pendion income had begun, thus not vesting until) each increment wes

l;Pension literature conteins meny diescussions of the nature
of the pension interest; this section 18 & synthesis of comment from
the following sourcea:

Benjamin Aaron, Legal Btatus of Employvee Benefit Right Under
Private Pension Plana, Pension Research Council, University of
Penneylvania, 1961, pp. S-ih.

Ackerwan, "The Legal Aspects of Amendments to & Pension Plan,”
Labor Lav Journal, Vol., 1 (1950}, p. 929.

Coument, "Congideration for the Employer's Promise of a
Voluntary Pension Plan," University of Chicsgo Law Review, Vol, 23
(1555), pr. 9390111,

Somers and Bchwartz, “Pension and Welfare Plans: Gratuities or
Compenagtion," Industrisl and Labor Relatiecns Review, Vol. & (1950},
PR. T7-85.

"Legal Problems of Private Pepsion Plans,” Harvard Law Review,
Vol, 70 (1957), pp. 491-502.
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pnid,lh a delivery of the gift, as it were, These earlier plans
generally contained an express statement ldentifying benefita ws
gratuities, disclaining eny enforceable right for an employee, and
disavawing any liability on the part of the coupany. Most modern plans

8till contain atrong vestigal remnanta of these traditional disclaimers.

2, Conditional Contract Theory
More recently legal analyslis has been able to discern elements of a
unllateral contract in either voluntary or negotiated pension plans.
It i now pessible to identify in an employment situation involving a
pension prograu san offer, acceptsnce, sand consideration essential to
the existence of the pension contract.

A number of court decil:lonal5 have found the publication of a
pension plan to bhe an offer by the employer to provide a stipulated
penaion to eny ewployee who indicates his u¢¢¢pt¢n¢e16 by working
falthfully and ¢ontinuously to satisfy the conditions of eligiblility

lhThere are a great number of cases on this point. Thoge

leading cases briefed for this study aret

McNevin v, Bolvay Process C {1898) 32 App. Div, 610,
53 N, Y.B, 98, affirmed 167 K.Y. 530, KE 1115.

Dolge v, Dolge (1902) 70 App. Div. 517, T5 N.Y.8. 386.

Burgess v. First Nationsl Bank {1927) 219 App. Div. 361,
220 N.¥Y.B. 134.

Korb v. Brooklyn Edison Co. (1939) 258 App. Div, .799, 15
K.Y.8, 24 557.

Menke v, Thompson (1944)(CA 8th Mo) 140 ¥ 24 786.

Hughes v. Encyclopedia Britannica, Inc. {1954) 1 I1l. App.
24 51%, 117 BE 24 630, 42 ALR 24 456,

Abboti v. Internationa) Harvester Co. (1953) 36 Erie Co.
J 271.

Lofunter v. Sparling {1948) 87 Cal. App. 24 T1l1, 197 P2a 807,
Magee v. Ban Francisco Bar Pilote Benevolent and Pension
Assoclation (1945] 88 Cel. App. 24 278, 198 P23 933.

18ya1lace v. Northern Ohio Traction and Light Co. (1937)
57 Ohio App. 203, XE 2d 139.
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for a penslon, The loyalty of the euployee represents
consideration,lT & valuabvle commodity to the ewployer who would
presunably profit by the reduction of turnover, higher morgle, and the
efficlency that came with experience, Where the gratuity serves as @
revard for service, the unilateral contract calls for forfeiture of
the pension elcwent of compensatlon should the worker faill to satisfy
certain conditions precedent, such as reaching s miniwur age,
enployment for s minimum number of years, or remaining with the

employer until retirement age.

3. Ueferred Wage Theory
The theory of a unilateral contract was then quickly extended by scnme
to & logical conclusion that pensions are deferred vagea.ls There
have been innumerable instances where the courts have spoken of
peosiong as Jeferred compensation or deferred‘ungnu. The iwmplicstion
of & deferred wage analyais would be that the employee'a rights vest

a8 he earns the amount contributed for his benefit, whereas the

Meowles v, Morris (1928) 330 ILl. 1, 161 ME 150,
..Bos_v. United Btstes Rubber Cec. (1950) 100 Cal. App. 24 565,
22h P24 -386. )

Dolen v. Heller Brothers (1954) 30 N.J, Buper WO, A2d 860,
(Plaintiff lost but victim argued continued service was consideration
for contrect,)
lBFor wore detailed discuseion see Benjamin Aarcn, Legal
Btatus of Eumployee Benefit Rights Under Privete Pension Plans,
op._¢it., pp. 10«14,

An lmportant precedent for the deferred wage theory was
established in Kern v. lLongbeach (1947), 29 Ccal, 24 848, 179 P. 24

799,
The court allowed recovery of a public pension repealed
before retirement age on the ground that denial was uncoostitutional.
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unilateral contract interpretation withholds rights until the
employee reaches retirement age. The wost literal extension of
deferred vages theory would imply individuael employee accounts of
accunulated contributions as earned, However, this latter implication

hes been studiously avoided by both manapgement and labor, esch for its

OWD PUrposes,

k. Discussion and Coumparison of Pension Legal Theory
The gratulty theory offers no vested intereat to the pensioner as
periodic payments could be denied or reduced after retirement, Buch a
curtgilment would not be supported by the law of either the unilateral
contract theory or the deferred wage approach, Coumparing pensicn
plans vhich are properly funded for retirement benefits in sccordance
with tex qualification provisions, there 17- 1ittle lezal distinction
in result between gratuity and contract theories. Because tax
deductions for contributions toc pensions sare only poselble vhen
irrevocable, the net effect under any theory is an irrevocable pension
to the employee who works until mtiremnt.19 However, the area _of

pra~retirement rights has been pointed cut as the most vulnerable and

19pavid v, Veltcher Magnesitwerke Actien Gesellschaft {194h)
348 Pa, 335, 35 A2d 345, In this case the court referred to the
employee's right to e pension as an inchoate right like daower rights
before he had complied with conditions entitling him to benefits.
Thereafter the persion right vas vested,

See alap Gilbert v. Norfolk and Western Railrosd Co. {1933)
114 W, Va. 3%k, T71 6% Bik.

Texns and Northern Ohio Railway Co. v. Jones (1537) Tex. Civ.
App. 103 S§W 23 1043,
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insecure, ard it is ip this area that the choice of theorles has reael
significance,

Before retirement the pension exﬁectation can be lost if the
employer attempts to suspend or amend the pensionvplan or 1f the
enployment relsticnship 1s severed, Given e voluntary plan, which
denied the existence of any contract of employment for a definite term
or pension, a provision permitting the employer to amend or terminate
would permit the employer to do so under the gratuity thecory or
unilateral contract theory. An exployer could revoke any pension
offer which had not been accepted by serving until retirement lge.ao
The deferrcd wage theory, hovever, in its aimple version would entitle
the employee to sowe share of the pension fund., The harshuegs of
legel theory, which presently still endorses the gratuity or unilateral
contract snslysis, is only mitigated by the tex law which requires
irrevocable contribution and full vesting upon termination., Terminal
vesting has bheen of small comfort for the non-vestad employee
discharged shortly before termination or for participants of a plan
which enjoyed little funding, The deferred wage theory reduces the
posgiblility that termination of the plan could vest such pension
funds as might be avallable in a special class of participants differ-
entiated from all employees by means of stringent eligibility rules.
Probebly dlssolution of & pension fund according to the tenets of

deferred wage theory would require distridbution of prorasta shares

20gughes v, Fneyclopedis Britannice, Inmec. (155%4), op. cit,
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baced on hours vorked since the outset of the plan.

Bince wmost pension plans contain some expression whieh denies
1iabllity if employment is terminated before retirement or some
gpecific set of conditione for vestment ere satiefled, termination of
employment has the same practical result under either the gratuity
theory or unilatersl contract analysls. The commeantator in the

2

University of Chicago Law Review 1 illustretes how the deferred wvage

analysis wight procduce a Aifferent result by means of the case of

Roberts v. Mays Mills, unfortunately for current precedent,a legal

sport of 1522 vintage. The case wag briefed as follows:

An employee, hired for &n indefinite pericd and vrongfully
discherged, was allowed to recover a prorata share of the bonus
prouised him at the end of a yeer's work., The court explained its
holding on the theory that the employee accepted the unilateral
offer of the bonus, not upon couwpletion of the year's service, but
upon heginning work. The limftation of the employee'r recovery to
a8 prorata share was juatified on the bagis that emplozgont was for
an indefinite peripd acd could be terminated at will.

The deferred wage thecry could be sdapted to such situstions, the
comuentator goes on to suggesi, by permitting the rights of sn
employee to vary according to the circumstances that prompted termina-
tion of sumployment., These clrcumstances could be arranged in order
and ranked from one extreme of discharge in bad faith for the purpose
of avoliding pension liability to the other extreme of voluntary
resigration by the employes.

At efither extreme Jjustice according to the lights of deferred

2102. cit,
aaﬁoberts v. Mays Mills (1922), 18% w,c. k06, 11k B,E, 530.
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tueory is guite direct and understendable. Bad falth on the pard of
the euployer should entitle the employse to recover®d the amount of the
pension already accrued in gervice,a result which night be possible
under the gretulty and unilatéral contract approach ar well,

2l or a voluntary regignation

Conversely dlscharge for cause
would waive the employee's pensgiorn claim under the deferred vage iheory.
His rights would be forfeitad due to inadequute service or due to a
voluntary relinguishuent upon reaignstion. In the widdle ground of
this srray of possible situations, where neither party has had free
choice due to eircuustauce, loss of employment shoald entitle the
euployee to recover a prorets share of pensjon contributions,
Presumably he was dismissed for business reasons unrelated to the
quality of the services end has therefore earned part of his proumised
pensiong it could be asguwed that the employee was prepared 1o work
until retireuwent, Einge the pension plon le oftern supported with
provielons for death or disability paywents, inability to coupliecte the
eaploymnent term for these reasons has been ignored but the deferred

wage theory might produce some coupensation for the estate of the

euployee in lieu of each provisiou.

23For example, in kisconsin the courts recognized substantisl
performance of the conditions for a shere in @ profit sharing plan ac
acceptance of an offer wiacn an cumployee was dlecherged the day hefore
becordng eligible for a cleiu under the profit shering plan,
Zwolaneck v. Bsker MIg, Co, (1912), 150 Wis. 517, 137 NH.W.75%.

ELMarquart v. 3oltimore end Ohio Reilroad Coupsny (1934},
L9 Ohio App. 1B1, 155 .E. 396. In tLis cate the pleintiff losi his
venslon rignt viern dischearged for insubordinstion even thous: bhe had
netisfled the service condition of his pznsion, desplite the Tact {haet
tre court follovwed unilatersl contrasct theory.
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Were the deferred wage analyeis to govern the courta, its pre-
retirement fecisions would conflict with those provislons in pension
plans which disclaim lisbility to employees who do not work until
retirement sge. The Chicmgo Lavw Review h&a‘auggested that this
airficulty wight be resclved by construing the provision gs sublguous,
silnce it dld not refer specificelly to wrongful discharge.
Ambiguities would be decided in fevor of the ewployee with the precee
dents of unilateral contracts in the insurance field. V¥here denial
vatt Qquite specific the courts vouid be forced "either to abandon the
deferred vage theory ss belng practically indistingulishable from the
unilateral contract theory, or to strike the term dovn, "4? 8upport
for the latter alternative might be generated "on the theory that it
vas an unconsciopable imposition on the employee, in light of the
inequality of bargsining power between euployer and employee, to
deprive the employee of hie full earnsd wvage when he is dismissed
without fault on his part."26

To avold creating a binding pension contract with its
attendant liability, employers specify in their offer that the pension
is a gratuity and that no enforceasble rights are crested, A feav
courts try to interpret these provisions strictly to Favor a litli-
gating employee, bul generally courts have followed the general

principle of contract law "that a provislcn in an agreemant stating

23"Consideration for the Employer's Promise of a Voluntary
Pension Plan," op. ecit., p. 110.

26Ibid.
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thet it will hsve no legal conseguence will prevent the formation of a
contraet."27 However, some legal Bcbnlarnea have argued that the
employer should not be permitted to aveid s pension cbllgetion,
particularly when it has been his practice to pay 8 pension sccording
to the terms of his offer, and when relilance on the part of the
ewployee could create & condition of promissory esioppecl.

Bince & pension plau could not schieve ite desired effect on
euployee wotivation without relisnce on tYhe part of the empleyee, and
since it would be impossible to argue thet the employee d1id net intend
t¢o remsin with the employer until retiremanpt, it would seem unjust to
eaforee a gratulty clause in light of the inmequality of bargaining
pover, The introduction of equity beceuse ¢f ipeguality of bargaining
position infers that a pension plan which iz the result of collective
bargeining would hsve wore difficulty in circumventing & gratuity
clsuse. Provisions to amend, revise, or terminste & pension plan ean
have the same impact en pension expectations as a gratulty clause.
While court precedent has not yet established s petiern defining e
1imit upon the right of the exployer to deprive ths exployee of his
pension, the same spectrum of curbs on the application of the gratuity
clause, uodsr the unileterasl contruct or delerred wage theory, should
also apply here.

For the womepnt discussion of legal  elternativea with which 4o

contest & termination distrivution is best deferred to the section in

ET“Legal Problems of Private Pension Plans,” op. cit., pp. 4545,

28) Corbin, Contracts 153 (1950).
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tais chapter on contesting termination ol pensior expectations., The
icportant point here 1e that tné property intereat of pension plan
participants is greatly strengthened in theory vhere the deferred waze
concept determines the eguitedle lnterest of parvicipsuts vis~a=vis ihz
inwerest of the ewployer snd investor, Toe viewpoint thetv pensione arc
earned by workers rsiser thsn donated by ewployers is consistent witn
toe laywar's viewpoint and is sctuslly er old ides among pension
profescionels, As far back ss 1916, yesrs before tne Rational Labor
nelations Acl, one research project ovbeerved:

It is generally agreed by econouites that a Iree peunsion
provided by an employer, whether that ewployer be & governnent or
an industirial orpacizaticn, is ip ¢ffegt & part of wages « « - &
pensiorn systen conelidered ss part of the resl wages of an employee
is reslly peid by the employee not perheps in woney, but in toe
foregoing of an incresse in wages which he mulght obtain except for
the establisnment of a pcnsion sysiew, 27

Elsborations of this thewe can be found in a wide number of fields
such ag econounics, lavw, end industricl relutions. Tae gratuity theory
uas 1ot 1te mcceptebility and vitelity;sY the uniletersl contract
theory is affecting a growing nuvber of decisions, Obvicusly the
deferrad wage theory would be 8 stlll wore desirsble lJegal precedent
frouw soue euployse viewpolnts when faced with problews of failure,

liguidation, or wigration of the peneion EpsnsoOYr.

S. Probleme ir Applicstion of Deferred Wage Pension Theory,

Rovaver, the deferred woge theory overlookes meny of the social and

eounnrs end Bchwartz, "Penslon and ¥elfsre Plans: Gratuliles
cr Coupeneation,” op. ecit., p. 83.

3¥Ipid., p. 85.
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sctuarial considerations of s pension plan, which would wodify
terulnation distribution outcomes predieeted on deferred wage equity.
First, private pensions are a device for socializing earnings by
transferring a portion of current wages to those vho retire soon after
the plan was established and long before it could expect %o be well
endoved financially. The mechanigm of collection and distribution for
pensions certsinly obscures the f{dea that funds received can be
specifically allocated $o any one individual. The pooling of funds
besrs some slmilarity to the sharing of rick in a mutval insursnce
arrangement when it is a clearly delincsted objective of a pension
plen to take c¢are of the older workers ss they reach an sge when their
usefulness is impaired. The younger vorkers are willing to direct
Tunds generated from their productive efforta to support pensions for
those entering retirement in expectation that one day ancther
generation of workere will lend their retirement the same kind of
.security. MNoreover, if it is the avowed intention to provide the
older vorkers with s significant pension incoume, whetber or not suffie
clent working years for accumulating earned benefitas remein following
the inception of & pension program, a portion of the first pensions
paid represents a grstuity slthough vhether it is at the expense of
the employer or fellow employees is not clear, Often the older vorker
regeives more than s prorsta share in the pension plan because younger
workers gain wore than proportionate benefit from other ecomponents of
the welfare benefit packet, such as family medical insurance or
supplementary unemployment insurance. Presumably the younger men hawve

a lerger group of dependents who can benefit frouw medical irsurance or
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lack the geniority which may insulate them from temporary layoff,
Once the i8ea of equity for smployees ag a balance of interest between
welfare progroms as well gs within & single plan is introduced, the
simple equity systew which lies hehind the deferred vage theory
felters, TFinally the deferred wage theory is not even compatible with
the attuarial theory which detsrminga the cogt feasibility of eny
pension program. The average employer can simply not afrori to pay
each employee annually the capital value of an increment in pension
venefit esrned, JInstead the establishment of s minimum nuuber of
gervice years, attainment of a glvep age, and other conditions
precedent to & pension preselects and reduces the number of those
reaching retirement, This umuch sualler group can be given a proper
pensiocn withic the financial capsbility of the employer when the pover
of compound intereast operates. The younger workers forego s vested
interest to wake it possible for the eﬁployer to offer tha older
vorker s reascnable pension expectatlion, These compromises of
individual interests to secure a collective security make it impossible
to establish an equivalance of pension expectation and an alternative
increment in cash wage necessary to support an argument besed on the
deferred wage theory of lav. The defarred wage theory may be used to
define the class interest of emplnyies in relstion to the unilateral
povers of the company, while lsbor law wmust define the relationship
betuween the individusl participant and hie representatives in pension
regotistions, Therefore, the sluplicity of preretirewent terumination
equities in light of deferred wage theory is illusory, As & practical

matlter the deferred vage concept has received far more sbestract legal
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theorizing than actual application in the courts, Its role in
determining the basic nature of & pension and hence the welationship
between the interest of the employer snd employee has been summarized
as follows:

e s o the deferred wape theory hkas thua far faliled by a wide
margin to gain sufficient juldicisl support to warrant relisnce
upon it as & means of securing the rights of covered employees,
Indeed, it is no exaggeration to say that the one legal principle
upon vhich employees may reasonably rely for protection of their
penslon benefits is that the typical modern pension plan is an
enforceable contract. It fellows that employee rights in specific
situstione will almcet invariably be determined by the terms of

the plan itself, and not in sccordance with the theory that
pensions are daferred vages,3l

€. Conditional Contrect Theory ss s Busis for Terminstion
Process,

By uéeepting the pansion plan as a contract and looking to the
contract for definition of the rights of the parties, there iz a
question of hov smong competing interests equity is to be utabliﬁhed
for all participants. The egquity between the employer and the employee
is established when the contract is drafted. Eligibility snd walue of
individusl pension rights are shaped by various contract terms, and
the resgurces availsble to meet these claime way or may not rest on
contract definition of the rate of funding. Hovever, manageunent does
not necegsarily anticipate termination nor a return of ites contribue-
tions should terminstion be necesssry, and so the problem of

allocating limited resources to a large number of claims is placed on

3lpenjamin Asron, Legsl Btatus of Employee Benefit Rights Under
Private Pension Plans, op. clt., p. 13.
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union representatives. 1If the upior organizatlion is to be spared the
danaging consequencesg of intramural dispute in the event of terminasl
distridbuticn, priority of claim on insdequate assets ahould also be
estegblished in the origina)l contract,

Those who find the contract or the termination process ambiguous,
irequitable, or injuricus may find the mource of rightas in the common

law end the opportunity to contest m terminmel dlstribution.

D. Opportunity to Conteat Termination Distribution

l. 5Source of Legal Standing.
Depending on the definftion of a penslon a3 a gratuity, unilateral
contract, or deferred vage, a participant vho feels an injury due to
nis terminatlion or the teruination of the pension pluﬁ way have
recourse in the courts under the levw of equity, contract, or wages.
As pointed out previcusly, the deferred wage thsory is not generally
accepted end the gratuity theory provides little ground for suit.
Consequently the basic remedias of the injured, expectant pensioner
lie in contract law, whare the pensioner has fulfilled the conditions
of the plan, or has status as an ordinary beneficiary of a trust. A
contract right clearly exists where the pension plan 1s part of a
bllateral contract vhich obliges the employee to perform certain
things and the employer to pay a pension when these conditions are met,
And as pointed out before, a binding obligation is also created when
the euployer's unilatersl) offer of s pension is sccepted DY coumpleting

its requirements of continued euwploymeni, etc. Where such righte
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exist the employee may bring suit for pension payments as they fall
due.32 His rights may he harred by the Statute of Limitations or
warred by a defence pleading the Statute of Frauds. The continuing
nature of an annuity {ncowe generally entitleg the recipient to sue
for any individual instellment within the Etatute of Limitaticnﬂ.

0o the other bhand most pension plans effectively obstruct the
use of contrasct remedies when contesting pension plan administration
through use of gretulty clauses which specify that eny pension Is 8
gift and that no enforceable rights were to be created or implied from
the existence of & forma) pension plan, A few courts will twist these
clauses to comfort the litigant,33 but generally formation of
contract is forestimlled by 2 provieion which meintalne the agreetent

has no legal ute.nﬂing.-%

2., Possible Court Action Against Gratulty Clause.
One legal writer has argued that a gratuity clause could be defeatad
in certain cases by the theory of promissory eatoppe1.35 It is
argued thet reliance only on chance of acquiring a pension is not

sufficient relliance %o support a charge of estoppel, On the other

32, Corbin, Contracts, 958 (1951).

330:11rornia-weatern Btates Life Insurance Company V. Gibbons,
Fo. 531k2, Cel. Super, Ct., Ban Josquin County (1955), as summarized
in Pensicn Plan Guide, published by Commerce Clearing House, p. 10Lgh,

3hMenke v, Thouwpoon, 140 F. 24 786 (194k4).

3549 Harvard Law Review 143, 149 (1935).




139
hand 1f the eumployee could see that the employer had alweaye peid &
pension in the past and that conditione indicated he too wight expect a
pension, the employer should not be permitted to deny limbility under
a gratufity clause wien the employee could have placed reasonable
reliance on the pension expectation. This theory presumes a voluntary
peneion plan, and an implicatlion of unequsl bargaining power. A
penglon plan as @ result of eollective bargaining provides lesz excuse

for tvisting the terans of the plan,

3. Legel Remedy Under Doctrine of Bubstantial Performence,
A recent analyst writing in a law review36 theorired on the legal remedies
available to employees vhen termipstion of employment meant forfeiture
of accumulated pension credits, On the precedents of several old
cases3| which 4id not specifically apply to pensions, it was argued
that an ewployee may leave smploywent before fulfilliné the terus of
the pension offer and still enforce payment under the doctrine of
subatantisl performance, if the deficlency in performance is minor,
perhaps technicsl, and the employer has received full satisfaction,
In at least one case substantial performance was denied bacsuse the
gircumstances leading to termination were "intentional, deliberate,

B
and willrul."3 Further support for this view can be garnered from

Restetensnt of Contracts. Here it is stated that a condition net

an essential part of a contract may be excused where its enforcement

36--“Legal Problems of Private Pension Plans,” Harverd Law
Review, op. cit,, pp. 4ok-495,

3TZwolanek v, Baker Nfg. Co., op. ¢lt.

380ramer v. Essweim, 220 App. Div. 10, 220 N.Y.Supp. 634{(19527).
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would result in an extreme forfeiture.39

The analyst believes this
would mitigsate the effects of a provision calling for forfeiture where
euployment ie terminated prior to satiafaction of all pension

qualifications.

Lk, Legal Remedy Under Doctrine of Quantum Meruit.

Where the court might be susceptible to implications of the deferred
wapge theory of a pension, the pame snalyst as sbove suggests that the

employee might seek to recover in quantum weruit iz at least certein

jurisdietions.ho With such an action the employee would be required
to prove that he had benefitted his employer to ah extent where the
value vas significantly greater than the wages he received, A
nonetsry measure of loyalty and the values of continucus service in
comparison to the employee's reliance to hia detriment in the expecta-
tion of the pension #ould be nearly impossible. By the ssme token,

basic defense of the émployer would be to refute the employee's

3910 Re Schenectady Reilvay Company (1950), DC XY, 93 F Bupp.
67, the trustee sppointed to manage sn insclvent corporation Auring
reorganization pald, ms opersting expenses, pension benefits to
retired ewployees under the terus of the collective bargaining agree-
ment, The court approved these payments even though the trustee had
not decided whether to assume or reject the lsbor contract. The court
held that payment of monthly pensions to employees under the negotisted
wage agreement was actually & part of the considerstion for services
presently performed by active employeea. The trustee was required by
the court to discontinue peneion payments to employees not represcnted
under the labor contract becsuse their pensions were in the nsture of
gratuitles and had been created sclely by the terms of the resolution
adopted by the board of directors.

hoApparcntly this remedy ie appropriate only where courts
follow the rule of Britton v, Turner, 6 N.H. 481 (1834) from Kote 43,
"Lefaé Problema of Private Pension Plans,” Harvard Lav Review, op. cit.,
bP. 436,
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asgertion that it was the pension expectotion which induced him to
rensin with the firm, These restrictions on courtroon evidernce and
progedure restricts the use of this remedy to @ rare and inconceivable

eituation.

5. Legal Remady Under Doetrine of Impossibility of Performance.
Where teruination of eumployment makes 1t impossible for the eumployee
to fulfill the conditions precedent to a vested pension expectation,
there are circumstancea wvhich would give him an enforcesble claim,
Where the pension 4s part of & bilateral or pegotiated employment
contract, a8 discharge not recognized as for good ceause under the
terma of the contract will permit & successful claim, In a unilateral
contract tarmination which prevents qualification i3 really tantamount
0 reveocation of the contingent affer to provide pension benafiss.
The analyst mentioned previously found s preferable precedent in his
viev in the basic principle that a promisor cannot rely on &

condition which he has prevented the promise frowm fulfilling.
this point he finds two ealeahz involving bonus contracts ag analogous
to the pension situation., In these the courts sllowed an employee to
recover on a unilateral contract afier discharge even when the
erployer had acted in good faith, unless the employee was discharged

for a cause that would have justified his diswissal in any event. 4

hly&_]_.rlilton Contracts, par. 677 (rev. ed. 1936).

42y nerican Beeurity Life Ins. Co. v. Moore (1954}, 37 Ala. App.
552,72 8o. 24 132 (bonus); Roberts v, Meys Mills (1922), op. cit.
Laenderbank Wien

(profit sharing benus). Contra, Sabl v.
Atkiengesellschaft (Sup. Ct. 1§t15. 30 N.1.D5. 24 608, 616 (dictum),
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bonus plen does not secwm anslogous to a pension plan, in this regard,
since it does not contain the actuarial contingenclee of a pension
progran, He gould genera)ly collsct a bonus prorata if he 8ied

before coupletion of the work for which he contractsd. Similarly he
would not collecet the pension 1f he Aied prior to retirement age,
Discharge before time could prove the assertlon of the ermloyee that he
would heve provided continuous service and lesves the employer in the
defenseless position of having to deny the intentions and motivetions
in the mind'e eye of the employee., This techniecol legel impassgc seeums
to difierentiate the long term pension prosapect from the shorter tern
bonus plan,

Feilure only to sstisfy & condition which requires the passsge
of tire foes not entitle sn employse to benefits when he contests his
diecharge under the doctrine of anticipetory breach.hB If an employes
is wrongfully discherged before be has met service requirements, he wmay
gus at once élthoﬁgh he has not reached thé minimum age required of
pensioners, On the other hand, if dlscharge follows completion of
service but is prior to his pensionable age, legel action is premature
until the cowmpany indicates that 1t 12 not going to pey benefits at the
commencement of retirement. In those cases where immediate sult would
be possible the messure of dameges would require discounting the value
of a deferred pension,

The need to discount for life expesctancy does not appear 1o

h38ee Restatewment, Contracts, Par, 318 (1932)3 % Corbin,
Contracts, Psr, 962 (1951) takes issue with the mejority view,




143
enter court decisioneg affecting a bonus. In theory the court would
have an alternative of declaring the employee eligible for a pension,
deferred until he reached the required age.lm The same legsl
authorities defipe the measure of damager as the total wvalue of weges
and pension rights the employee would heve received 1f bhe hsd been
peruitted to fulfiil the conditions of the contract minus the total

compensation he could receive in alternative employment.hs

6. Legal Remedy Impairiug Righte of Others,
Where pension assets are in the control of the trust, it has been held
that a8 Wrongfully diacharged employee may not recover where hig
recovery would impair the rights of cther beneficinriea.hs Coe
coumentator feels that if recocvery cannot be sought from the trust,
the employee should be able %o proceed directly sgsinst the employer
for breach of prouise or for interference with an advantageous
relationship.lW Hovwever, thic possibility meems to be foreatalled by
the general practice of ipserting a pension ¢lause denying thet the
existence of & pension plan 1ﬁplies any pronliee of continued employe
went or immunity from discharge. Very recently one author has

suggested that teruinstion can provide unjust enrichment for Yhe

euployer who has funded benefits that would have been payable to

M‘h Corbin, Contracte, 969 (1951).

l"SBew.r Reatatement, Contracts, Par. 329, 336 (1932);
5 Williston, Contracts, Par, 1358, 1359 (Rev. ed. 1937).

h6'1‘vics v, Lincoln Tel, & Tel, Co., 136 Xeh, 788, 287 N.W.
620 (1939},

ll'TSee Prosser, Torts, Par, 10T (24 ed. 1955],
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separsted employees. A major difficulty for the plaintiff employee, in
this csse, would be esteblishing the degree of such enrichment by means
of mctuarial assumptions upon which the plan was built as compsred to

the actual figures experienced.he

T. Legal Rewedy After Liguidation or Banvruptcy of Employer,
The legal remedies discussed to this point are basically individual
actlons which presume the continued existence of the pension plan and
the employer. However, a somevhat &iffarent legal situation prevails
where the plan end perhaps the employer go out of existence because of
bankruptey, liquidation, or migration, An important area is that of
employee pension rights when the employer enters bhankruptey. Where s
trust has been Interposed between employer and employee the remedies
for injury, fancied or incurred, mey be as discussed sbove. But the
problem srises of what recourse can be had against an employer who not
only failed in his business but fsiled to meet his funding obligations
under the terﬁs of the pension plan. Generally, the problem is whetber
contiributions due to a pension plan ¢en be considered vages and, hence,

enjoy a preferred status of claim mgainst the baniupt's lasetn.hg The

“8gection 64 of the Bankruptey Act resds in part: "The debts to
have priority, in advance of the payment of dividends to creditors, and
to be paid in full out of bankrupt estates, and the order of payment
Shall be . ., . (2) wages not to exceed $600C to each claimant, which
have been earned within three months before the date of commencement of
the proceeding, due to workmen . . ."52 Btat. 87k (1938), 11 U.B.C.
sec, 3104 (1955).

u9See Chapter YII for a discussion of this problem by Professor
Merton Bernstein, op, cit., pp. 974-978; a guantur. meruit recovery
presents wany techricsl problems of proof, wmany oI walch beer on the
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lover courts presented dismetrically opposed precedents in the cases

Matter of Eleep Products, Inc.’C and Matter of Otto,>> Yn the first

case the euployer was obligated by his union contract to contribute a
percentage of gross monthly payroll to a welfare fund to which no
employee hed 8 vested right. When the employer went bankrupt he was
sued for payments due but not psid the welfere fund. The court held
that these payments were not wages but vere pald directly to the
trustees of the fund, The payments were not taxed as wvages, and the
intent of the Bankruptey Act in respect to the meaning of wages was to
provide immediate income for subsistence to employees dischsrged by
the bankruptcy, IDeferred insurance benefits vwere not considered to
satisfy thie intent. The court concluded that the individuals could
not sue the eumployer directly because the defaulted contributions were
due directly to the trust,

In the second cese, Matter of Otto, the defunct business was

obligated by its union contract to pay pennies per howr worked by each
employee intc & welfare fund on a monthly basie. The fund vas to¢ pay
a cost of living bonus or vege increase, and no one was given a vested
interest beyond henefits payable, The court concluded that such
contributions were compensation or vages for servicea rendered and

disputed the reasoning of the previous case, Intent was attscked on

legal nature of the smctuarial estimate of employee liambility and the
variations of -assumptions that can be made plausible for sny given
plan. Proof of lose vould require a Jury able to weigh conflicting
actuarial opinions.

201%) F. Bupp. 463 (6.P.D.N.Y. 1956).

511&6 F. Supp. 786 (S.D. Calif. 1956).
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the grounds that a number of other federal statutes and rulings
recognized velfare payments es wagea. The incowme tax criteris was
held to be irrelevant. The law and the court was not empowered to
diastinguish various forms of compensation in deterunining priority of
claime, Instead, it viewed the corntribution as an assignment, =
portion of which went to the welfere trust, and 1t pointed out the
well known principle thet an sssignment retains the same legal povers
a8 the original plan. Consequently, overdue contributions to the
pension for up to three months would enjoy priority of claim on the

assete of the bankrupt employer,

8. Pensions Differentiated from Wages.
This conflict in the comon lav was resolved hy the United States

Bupreme Court in United States v. Evbassy Restaurant, Inc.9% Labor

contracts with two local unions obliged the restaurant company to
contribute $8,00 per wonth per full-time ewployee to individual velfare
trusts for each local which provided life snd hospitsl insurance
bencfita to union wembera, The trustees of these funds were given
pover to take legal action under the provisions of the forual trust,
and these trustees filed claims for unpaid contributions on the basis
of wage priority. Priority waa denied by the referee in bankruptcy
but granted by the trial court and the court of a&ppesls. The Supreme
Court in a divided decision (L-3) reversed the dsecision and denied the

priority of pension contributions as vages.

52359 U.8. 29 (1359).
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The argument, in brief, demonstrated that the history of

bankruptcy legisletion clearly showed that Congrese did not regard sll
types of ewployer obligations to compensate employees to be within the
concept of vages, The concept of welfsre fund contributions as wages
vas Turther denied beceuse the amounts in thie cese had no relation to
hours or productivity or wages and the collective bargeining sgreement
414 not even speak of the velfare psyments as wages. Then too, the
payuenis were owed to the trustees and not individual eumployees.
Poasible definition of vapges and other federsl scts were considered to
be irrelevant for the iasue was tc construe only the Bankruptcy Act
and not to interpret business practice of including velfare fund
coumitments within negotiated wage settlement contrscts., In a strong
dissent53 the minority sav wages s an evolutionary concept which hee
unjergone continuel reviseion in the Bankruptcy Acts, The ressoning of
tae digsent was more conceroed with policy than statutory interpreta-
tions, and would give great comfort to advocates of the deferred vage
theory., The cese left{ unresolved the guestion of Just what rights an
employee way haye in proceeding against an ewployer who is delinguent
in the coniributions required of him by a pension contract. Moreover,
the majority opinion declared that the restaurant workere had "no
legal interest . . . whatsoever" and had no legal powers to force
payment of delinquent contributions from the ewuployer. The implica=

tion is that legal action to collect is left to the discretion of the

>3The ns jority opinion was written by Justice Clark; the
tiinority opinion was the wvork of Justice Black, with whon Chief
Justice Werren and Justice Deugles concurred,
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trust, the trustees of vhich mey or may nof favor the employer.

E. Other Iegal Actions Surrounding Penslion Terminastlon

1. Rignts of Individuale Bubject to Collective Bargaining
Agreenent.

As Benjemin Aaron outlined in his report,5LL the common lew has locg
given the individual status to sue to enforce terms of s collective
agreerment under a variety of theoriles, ag third party beneficlaries, as
principals in an ageancy relationship, or as perties toc a contract of
hire.55 This right of individual sction can be restricted by a
specific qualification within the pension contract, Buch a provision
bac been overruled when the courts found that a conspiracy exlsted
involving the trustee to divert funds from the benefit of eligible
employees 4o the interest of g trustee, union officer, and insurance
agent.56 In this case the court ruled that contingent ss the interest
of the beneficieries might be in the pension fund, neveribeless, they
had a direct interest, When through "continucus neglect” the trustees
falled to prétect the trust, the plaintiffs were Justified in bringing
an independent suit. In such event the individual or class representa-
tives name both the trustees and the delinguent employer ar other

perty as co-defendants in & sulit at equity.57

5uBenJam1n Aaron, Legal Status of Employee Benefit Rights Under
Private Pension Plans, op. elt., p. Zh.

7J5es Notes 83, 84, and 85 for case reference and law review
discussion; ivid.

5GBooth v. Becurity Mutual Life Insursnce Co., 155 F. Bupp 755
(K.J9. 1957).

77T ."Rights Under a Labor Agreement,” Harvard Lew Heview,
Vol. 69 (1956), p. 652.
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2. limits on Individumls ms Mewbers of a Lebor Union.
Liguidation of the business eatity will lead to vesting ol peuaslon
fund velues with those participants who rewain asctive employees until
the pension plen 18 teruinated. As demonstrated by the recent case

Fluney V. Cramet,58 the employee*s rights of action are limited to

problens of construction and redregs of injury due to wrongful
discharge or misaduinistration. The employer has complete freedom to
enter or leawe business ss he chooses, and within the restrictions of
a particular plan to amend, suspend, or terminate s plan as he will.
To the extent that the employer reserves these powers to himgelf by
means of the pension agreement and does not wrongfully administer the
agresment, the employee has no pension sxpectation which bhe can

enforce through legal action,

3. Creditor Rights to Pension Trust Funds.
Such funds a2 are avallable in the pension trust of a bankrupt
employer cannot be claiwed by the ¢reditors even though the employer
is acting as trustee. However, there is no constructive or implled
trust created for funds which the employer deducta from pay checks but
fails to pay over to the trust; in this cace the trust stends &6 a

29

general creditor. Bankruptcy glves participents in toe plan the

samc righte to pension trust funds ms if they had heen wrongfully

5%, cit.
59

New York has a ctatute which requires that contributions from
vages to & retirement plan be conmaidered as held in trust by the
employer, N,Y. Debt., & Cred, Law Section Z2l-a.
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discharged before retirement since bankruptcy is treated as an

anticipatory breach of contract.eo

F. Conclusions on Individual Remedies to Pensnion Terminstion

It has been shown that the participant of s pension plan may
have certain legal remedies either in contract or as a beneficiary of
8 trust, hut that the courts are prone to enforce the peunsion contract
ag it has been written, Perhsps it is falr to say that the majority
of cases instigated by employees with non-vested pension expectations
have been decided against the plaintiff in a court of equity,
providing there was no evidence of bad faith. It follows that remedial
lav in the courts is no substitute for preventive law when drsfiing
the contract. Therefore, it is appropriate to review the provisions
within the pension agreement which govern terminsgtion of the plsn or

individual employment,

G, Pension Agreement Provisions For Termination

l. The Pension Agreement.
If.the usual pension plen has asaumed the nature of s unilateral
contracy, and if the rights of the beneficiaries affected by the
termination of pension expectations have depended aluost entirely upon
the provisiona in the contract, analysis should stress those
provisions which affect termiéal pension rights. To some extent

every pension agreement clause would help to determine "who" was

Restatement, Contracts, Par. 324 (932).
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eligible to collect "what" emount of benefit from “which" aduinistra-
tive body. It has been a legal truism that a contract had to be reasd
and enalyged in 1ts entirety if eech provision was to be understood.
Nevertheless the need to limit this discussion to manageable propors
tions has proupted an snalysis which begine with those provisions which
would directly define righte in event of (1) teruination of plan or {2)
vwithdraval frow employment, That pert of the pension contract bsaring
on benefit formila, funding, end eligibility have been slighted and
deferred pending comment on the actusrisl vievpoint and the sdninis-
trative viewpoint,

The first comprehensive survey of provisions for termination of
the pension pian reported in professionsl published muterisl vas a
paper by Dorrance C. Bronson,ﬁl Juna, 1935, under the title of
YPennion Plans—Provisions for Terwimation of Plan." This paper formed
one corper of the gtructure of this ssction. Hovewer, this study was
intended to be more general, tcuching on bdboth teraination of a plac and
retrenchment or involuntary terminstion of suployment. In the latier
situation vesting, severance pay, plent closing, sarly rtflremtnt
suendment, and other provisions would all enter into defining termina-

tion rights,

2. Termination of Plan Clauses,

Private penslon prograncs have bean classified for the purposes of this

GlDorrInce C. Brorgon, “Pension Plans--Provigions for
Termination of Plen,” Transsctions of the Bociety of Actuaries,
Vol, VIII, June, 19%55.
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discusslon into five broad types of plans es followa:

&. Insureéd individusl poliéy plan

b. Ipsured group permanent plan

¢, Insured group annuity plaa

d. Insured depocii adminisotration plan

e, None~insured trust fund plans
The firct toree types bave penerslly provided rather specific
termiretion clau50562 aud s0 enjoyed a preatel epesc of sdwministreilon
ot e tiwe of lertinstion ihern generslly experlenced for the laat two
types. However, the lust two have been more flexihle und heace wmore
subjeci to nedification as conditions wgrrant, sn sdaptability which
right or wight nct bring a mere timely equity at teruinetien. Except
for.the built fr, sutometic teruminsation procedures of typec 1 end Z,
Bronson recoguized threc distinct varieties of pension terminetion
provisione, defining three degrees‘of generality snd indefiniteness,
Most indefinite heve been thoce clauses where the interests and
ellocetions at tervinstion were left "to be determined,” precumably
by the employer, in conjunction with m trustee, an sctuary, & pension
comittee, or 8 union representative, without specifylng the wechanics
of how the valuee were to be derived. The interoediate variety called

for allocation done "in sn equitsble menner” or “on an sccepted

actuarial basis” but provided no critical definitiops of these phrascs.63

GEIn discuseing the righte of euployees who sever their
connection with the compsny and its pension plan, it should be pointed
out that while death end disebility eare a severance of & kind, these
bepefits were not within the scope of this paper. The interest bere
nas bteen witndrawel or discharge of the ewployee to suit buslness plays
of the ewployer pensiecn-sporsor,

OJBrouaon, op.cit.; pp. 227-B.
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The variety whicih most approxiveates the specific termination propossl
merely esteblished enplovee clasa prioricvies of claim on limited
acsei{s, or less fregquently, set asllocstion ratlios for various

caterories of participants,

3+ Teralnetion of Iindividual Policy Peusion Plans,
A substantiel portion of pension plens heve been funded with the aid
of individuel ennuity, retiremwent incowe, or life iosurance policies
for eligivle ewuployees., Often there hae been & trustee to hold the
policies until the worker retires or lesves the sponsor; al which time
mast plans have provided for veﬂ't;i.ng.@+ In sowe casen the trusts
mansied invesiment side fundes to generate cash for the conversion of
1ife insurance contracts to annuities when retirement begen. This
transfer of ownership in the policy and a prorata share in incidental
fuad through vesting could be simply extended to all interented
parties at the time of termination. Some portion of the side fund
might be appl;ed‘to expenses or be returned to the employer as the
individual piens might provide,

This simplicity of sepslignment to individusls has served well in
a psrtial terminntion situstion, where a number of employees were
releeged st the same tite because of a reductiorn in operations or
spleeoff of a subsidiary, An exsmple of this kind of terwination
provision was included in Appendix VI. It should be noted that there

has been little for the actuar; or the astiorney toc deo in these cases,

L4
6 » o .Euployes Beneflt Plan Review, op. e¢it., pp. 101.6-.7.
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except where the restrictiona of IES S5T1T would require reallocation
of certain individual policy cosh values to participants not in the
restricted group. Counsequently, the employer has made such decisions
as are necessary, and the truagtee has enfoyed reletive ease of
administrative reerponsibilit,. Since the indivicdusl policy truet has
generally been euiteble only for the B£ﬂllﬁr Tirty, lhe firms wbich
geew to be most vulnereble to premature termination, this *ind of plan
reduced significantly the aree of indefineble erployee wights which
has existed in other types belovw, One factor in termivmtion which
should have been veiéhcd when the individusl policy plan was
established was the diflerent tax treatment for terminal distribution
of en annuity policy es cowmpared to other forms containing an insurance
element, such as ordinary life insurence. Where the life insurance wes
not imperative or where the participant would not contlnue payment of
preniums to mzintein the full contrsct after teruinal distribution, it
mizht be desirable %o convert retirement income policies with an
inaursnce element to reduced, paid-up annuity contracts to preserve the
capital gain tax trsatwment for huzm.1':I.c:1.n:'3r.5ij |

The principsl flaw in termination of the individual policy plan
haa been that itc eage of execution could produce results vhich were
not sulted to the preference of the di#tributee and hence created
unneceseary cost. For example, & side fund might heve been used to

convert a retirement income policy to sn annuity contract, whieh the

65Bee 8ection G,, "Internsl Revenue Service Viewpoint.®
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distributee then converted to cash so that bke might buy some mutual
fund shares or household ftems until his next jJob, The employee's

loss was tne differance betwoeen cost and reserve wvmliue,

4. Ternminetion of Croup Permanent Pensicn Plans.
The second type of plax, the group peruenent form,evolved from the
individual contrsct plsn and was designed to intreduce economlical
features of group underwriting and admipiztrlticn‘ Conseguently
termination features have bean similer to thoee of the ipdividuel
policy type with certein modifications, the dctells of which cen be
read in Appendix VII, Thr group permanent type, utilizing a master
contrect snd individusl certificetes for perticipants, could feature
either 8 high premium retirement income contrect or a lov premium,
permanent insurance forw, to be supplemented st retirement by an
suxiliary investment fund, The plan might use u separate trust or a
deposlt edministration eccount with the insurer. At retirement the
elipgible worker vould receive m certificate representing s paid-up
annuity income. Therefore only pension expectations of the none
rotired wvorker would be affected by termination of the plan., Ee
would receive a specisl certificate #s evidence that he had = vested
interest in reduced paid-up coverage of the form offered by the plan,
Generally he would not have an opportunity to continue the coverage in
full by peying future premwiums himmelf although he might have the
option of purchasing sufficient paid~up icsurance to bring his minimum
coverage up to the level required by the statutes geowverning group

insurance, Where there was a si{de fund, the fund net of expenses
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would be dlstributed according to a formula or used to increass paid-
up annuity value, The termination technique ves desigred 1o be
relatively simple, but as in the case of Individusl policies, could
distribute an euployee's interest in a fore which does not meet his

iomediate need.

5. Terwination of Group Annuity Pension Plan,
The traditional insured group annulty pensfon plen probably has
incorporated the wost definitive terminatioﬁ provisions in a single
document of any pension funding medium employed today. The applicable
provisions would be epelled out in the waster cantrsqt betwesn the
employer-apénaor and the inpurance company. OShould the plan terminste,
the employeceeparticipant would receive all the accrued unit benefits
purchased for him since the inception of the peusion ﬁlan as 8 fdeferred
annuity pending retirewment. While each ewployee recelved current
service benefits, pest service benefits VQﬁld be amortized over a
pericd of years and credited to ewployees by wesans of cne of several
alternative methods of priority. Past service contributions by the
employer have been applied nccording:to a speciflc provision in the
master contract, and in event of termination employees have recelved
past service credits only to the extent thet they have been purchaced
according to the formila of amoriigation, This formula would pay up
past service anguity bénefits in full beginning with the employees as
funde vere nade nvnilable.‘ Other plans have used a welghted formuls
to sprinkle annual contributions smong all past service employee

participente on a graduated scale. Bhould the plan have teruinated
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before all past service credits heve been funded, it is obviocus that
gouwe pension expectetlons would go unrealized in whole or in pert.

The non-contribvutory, vesting group annulty terminatior provisioen,
vhien sppears in Appendix VIII, has been one of the few penslon
terminetion provisions which anticipsted explicltly éissclution,
verger, bankrupicy, or receivership of a eorporate entity.

Speceinl problems of partnershiy reorganirzeiior or the deeth of
e eingle proprietor were a}ﬂo anticipated, The plsn would be
considered to be terminmted the day before eany buriness terminsting
event rpecified for the above forme¢ of buelnese organirzetion, unless
speclal agreement were wede with the insurance compsny before or
within six montha after the evert to recognize s substitute employer
for the purposee of the group arnuity waster cortract, If an sgree-
rent for continuity of a wasgter cortract has been estsblished, the
plan wopuld stili be coneidered to terminete In reepect to tbosge
employeeg who were employed the dey before apecified terminating
evente but on the day followlng were rot in the employ of the employer
named in the contract continulty provision.

Other causes which could bring a discontinumsnce of the group
arnulty contract, eeide from an expressed intent of the employer
to termlnste, have been default or precium paywents beyond grece period
limites or the reduction of coverage in force below contract minimums,
Buspenglon of contribvtions therefore terminetes the program, and
automatic anticlipation of IBS definitions of termimation. The second
part of tae provigsion net only Indieates the deferred paid-up retire-

went annuity interest of each employee buf esteblishes {nst partial
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termination rightes shall be the same as though the entire contract hed
discontinued, Ko further purchases under the contract are slloved and
no cagh or other investwont soests are snticipzted because of the very
nature of the plan eo that ro formula for proration ie necessary. The
particular schedule for funding pezst servine lletilities is wnothor
rrovielon of the group annuity uester contract provision to which no
reference is wade here because the phrase "all retirewzent annuities
purchesed” includes both currant and past service benefits, Were the
plen contridutory there would be gn additionnl provision for en
enployee option to withdrav his contributions with s subsequent
reduction in nis paid~up deferred annuity, BPRemeficieries already on
retirement would continue to receive their payment unabuted as it is
etandard insurance cowpany operating proeedure to require that
retirex=nt benefits bYe fully funded before annuity payments muy begin,

¥hile termination of the group annuity plan ean de relatively
siwple, there are occasions where there can be extensive complicetvious.
Where a group annuity plan has been supplanted by s depoait adninise
tration contract, amendnent of the two planc might permit
consolidation of reserves at terminetion so that al) deferred
annuities might be issucd on a fullepaid basis, As an alternetive,
consolidated reserves could rewmsin {nvested under trust management in
hopeg that belovw average mortality experience and improved investzent
yields couid increase the maxiour benefits payeble individuals during
the }ifespen of eligible employees. A few group annuity plans meke

provisinp for & different priority of paid-up deferred annuity
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Alstributicons in event of teruniretlon thar in the case of coniinued
operatlon of the plen prior to full srortization of pest service
l1isbility, I effect purcheses of pasi gervice benefit unit are
converted back to cssh for resssignment to e brosder class of partie-

¢ipants,

6. Teruinstion of Deposit Administretion Pernsion Plans,
There sre two kipds of insured deposit admirnistration type peneion
sygtems, The first veristion combines both the plen snd the sdminis-
trative contrects in one document, The second verietion worke with a
magter contrect which implements, and incorporates by reference, s
separate pension contract documert, Once the plan ir dicstinct from
the mester contract, it is possible to teruminete one without affecting
the other, Terminstion of the combined mesier contraet-plen, say to
introduce a nev funding vehicle, wouléd require Tiling of termination
forme with the IRS end submisesion of » nev forv of Pension as 4f none
hed existed before. In the second case, hovever, the master contract
eould be terulnated while the plan continued unchanged, supported by a
nev wethod of finsncing benéfita. The first vericty inherlits the
basic simplicity of terminstion of the group insursnce pension foru
while the second veriety resembles the trust in its flexiblility aud
coxplexity.

A nonecontributory deposit aduinistration plan with vesting
¢onteins a definite teruination provision similar to that which appsars
in Appendix IX, It rccognizec four primary causcs of terminstiown

siunilar to those of the group annulty, but inmcludlig exhauction of
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zarchage fund, In event of terninetien it anpliec funde of the seccount
to the purchese of deferred annuitice for particirante who bave met the
appropriete vesting conditions on or before the dey of ternination,
21" eny remcining bolance credited pre rata to mecbere of the none
vested clace of participents, The ruvls used for dirtribation
repgreqeate the rewsining belance e & proportion of the tot=l present
varue ol deforred accrusd snnuities ror all the participante in twe
¢laeg, LExcess funde would be used to purcnase edditiounsl retirement
anpnuitice for &£l) participento. Anuuities to redired woarkers rewsin
meffecicd unless the teruinegtion disgributiosr is subject to IRE

56 dlrcussed helov, Certainly the wmechanice of termingtion

Mimeg 5717,
pr¢ vell esiablipbed by the contraset provisions, and there is litile
roon for decisione which can shift the relstive eguitics of partici~
panty werely becsuse the plan is terumineted, An interwediste form of
termination provieion vwhich ie sometimes used witn deposlt sduinistra-
tion plans would wainisin e deposit fund in order te purchsse

snnuitiss a¢ participents reeched eliglble retirement sge. Tais
glternative wetood hiftl the insurance guarantee element to the
participente, whe Lopc o incresse the funding retio baceuse of edverse

mwortelity experlence or investhent yields in excesc of sacuity intereset

b(’These instructions spply to gquelified peneicon plans
terninzted vithin ten yeers of inceptiorn. 1t rertricts meximum
tenefits payahle to highent paid officert ani employees and subnits
terminption to closc scrviiny s o intent within requirement of
parmarency,
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aSsuipnions,

i this alternetive is used, it is impoosible to deteruiuc
exactly bhow muel. cacl ewployee ghell) recelve untii the retirewment
date is resched; the individusl share vill be bzeed on the ratio of
the aggregate velue of mccrued annuity benefits at the time of terwin-
etlon, end sc it is apparent that the alternative uwould be appropriate
only where accrusd benefits were only pertielly funded st teraination.
Tae ingurance compeny at no time guarsnteee the adequacy ef the
deposit fund in relation to accrued liabilitiesz nor the propriet, of
auy distribution decided upon. In recent years tho ostengible egse of
teruination of deposit aduinlstration cases hes been clouded through
disagrecuent and wisuuderstanding regarding the proper annuity
wortaliily table which should apply to terminal purchase of defcrred
annuities and an aguiteble trunsfer charge where the deposit
administration fund is woved intect or in installments from one coupany
to another or to other funding wedia. Chapter V is directed to these
problems 8o they are averlooked at this point,

Wnere the deposit administration contract is distinet from the
plan, it ls necessary to examine both in order to compile the
applicable terminstion provisions. In many such agreements there would
appear to be ineonsistent or conflicting provisions in the plan drafted

by the employer and his counselors and the master contract drafted by

6
TThia errangement implies riska to future annuitants siuilasr
to those experienced with a wasting trust,
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the lnaursrce cowpany. Gexerplly toe insurance company csn give
precedence to i pension plen because the waster contract wskes no
sprciflc guarantees to sny emplorees olher tnan 4o retired aonultants,
Sinec it will not exposz itaclf 4o & cloce ection by disgrantled
participants, it can accommodate ita diatridutions % the coupeny plan
to glvo ther demaostration fto 142 cleiums of flexibility for the
depasit adnicictration type of plan. In effect the d2pociv adminls-
tretlon plan ip & forw of truest designed Lo carry oubt the funding and
{nvestunent fupction of the pension plen, wvhicih cold be cmended to
provide s wide nugsber of alterastive terminel distribution solutions

when the ingurance company is amensble,

7. Terminetion of Trusteed Pension Plans,
It ie the fifth variety of pension plan, the trust fund type, which
offers the wmore indefinite forms of teraination clauses. Where the
insured plunus which combine coveruge and funding procedures under oume
contract are spocific as to the contingency of termination, the trust
funds are written with indicative but relsiiwely indefinite prepera-
tion for terminetion allocations, The pension plans wusy be an
integrsl psrt of uhe trust indunture, or foru a separatc gogumnsut,
whick iteelfl way be a unilateral expresaion of peunsion benefits sgreed
to ss a part of a negotieted labor setilemenit, While the wmoet simple
trusl plen and sgreemznie way not carry imstructicns, priorities, or
other provisions for cllocation or distribuition, actual terminsiion

wonld be coontrolled, Tne Internsal Revenue Barviece would not peruwlt a
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diseriminavory distribution forwuls 4o pass without severe tex
repercussions on the pension fund or the emyloyer.s8 ‘The pensgion
agreement 1s generally worded to recognize that euployees similarly
eituated will receive equal trestwent under the plsn or its smendwents
so that to do otherwise would expose ine employer to breach of
contract suit, Where there was e uniorn representing the employees in
a negotleted wage sgreement which gave rise to the pension plan, any
modification or termipation of the plan while the wage agreeuent was
in force would precipitate mction sgsinst the employer frow this
quarter. The implicatlicon of feir and egquitable treatment is
neightened where these pirases are introduced explicitly into the
general statement of termination p?OcEGUI!. Bpecific exaumples of the
varlety of possibilitieﬂ Tor termination of trust fund which are
silent as to & precise metbod of terminel distribution are best post=
poned to the case study anslysis of Chapter VI and beyond, lest the
discussinn become inordinately loug end repetitive,

For those trusteed penpgion plene which do provide "definite or
precise” provisions for termipstion, Dorrance Bronson recognives
three main possibilities for the mllocation of trust resources at
termination. He calle these three provisions {a) the ifumediste

priority sllocation method, (b) the delayed priority ellocation method,

63leidore Gooduan, "Establishing a Tex Guaiified Peusion,
Annuity, Profit Sharing or Btock Bonus Plen," & speech on Octobder 26,
1901, Lo Ceutral Arignsas Lsiate Council. Feported iu Pension and
Profit Bharing Report, op. eit., No. 60=13, pp, 1332-3L.
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and {(c) the immediate ratio allocation wethod. Not only way these
methods of weasuring and establishing s claiwm be applied to
terminations but alsc these can be used to eveluate relative equitles
in a situstion invelving partial termination of the work forece. The
teruination provisions need not apply to transfer of pensian funds
betueen trust or to other new funding media when the controlling plan
i modified so that an sdded eleswnt of flexibility 48 available which
would not be poasible under the insured pension forms., Retired
vorkers might or might not be affected by termination depending on
whether the trusteed plesn was pelf-insured or whether 1t purchased
retirement annuities for workers as they became eligible. At thie
point it is desirable to reviev the varicus methods of allocation and
sssoalated goncepts ap that there 1a a basic fauiliarity withithem

when discussion of cases in future chapters 1a introduced,

H., Egquity in the Allocation of Terminal Pension Benefits

The i{mmediate priority allocation method utilizes a ranking of
exployee categories to determine priorities of claim on the Nmd. Any
balanca insufficient to satisfy in full the ogleims of the category
vith priority is distributed prorata or by some similsr method, This
technigue establishes definite benefits, either deferred or immediste,
for participants of easch class compensated in full while determining
a ratic for participsnts in the last clasa toc receive sowe setilement,
though the dollar amount remains unknown for these "residual
legatees.," Because the person as well as the individual proportion of

resources is fixed in this plsn ues of the termination date, mortality
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of the specific group in the years following terminatior of the plan
but prior to termination of the trust 4oee not enter into
consideration.

To permit the forfeltures of premature deaths among ennuitenis
to augment beneflits payable to othera in the group, the delayed
priority allocntion‘method may be used, Bullt upon various clesses of
employee pricrity, as used in the previous wethod, this method
allocates funds ultiuately wher employees in each category reach the
age of 65, The delay in resolving equities may require retroactive
adjustments for those individuals fn any group who resch age 65 first
and begin to receive the normal bepefit, and the trust could go on
indefinitely. Hovever, the pension plan benefits for those who would
survive until eligible would be improved thereby if investwent
results wvere an sxpected,

A third wethod used is the immediste ratic allocaticrn meathod
vwhich prorates the fund over the entire group of covered employees
without attention to age er service categories. On occasion even the
retired vorkers are affected and their pensions reduced. To introduce
greater equity in this system proration.may be based on certain
actuariel reserve assumptions or on credited service, This wethod
retreats sowewhet from the general practice of seeting pensione in full
for the retired or oldest active employees first in favor of recoge
nizing eackh Individual share in the fund according to the actuarial
regerve values of accumulated pension rights, Presumebly the benefits
due the oldest workers would be represented by the higher actuarial

reserve values so the method #till glves weight to those nearest
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fetirement. A reduetion in pencion for those already retired would be
its greatest drawback, Another form of this kind of termination
proviesion would give priority to pensioners and then distribute the
balance prorata on the number of yesrs of credited service sc that a
men age 50 and one age 30 could each receive the same benefit., This
approach removes the soclalization or ingurence element frowm the
teruinal distribution and comes closer to equating benefits with
esrnings, It is important that this shift in equities in eveat of
termination, in short,the distinctlon between proretion on the basis
of gervice or on the basis of benefit value, be recognized, The more
veight that service time csrries in termination proceedings the
cloger the pension plan moves to the deferred wage theory on the
nature of pensions.,

Originally the trusteed form of pension plan may have been
chesen Lo provide more flexible use of euployer contribution for
alternative benefit programs or to perwit more discretionary and
presumably more profitable investwent., B8Speclal, death, disability,
or depandents' benefite will also be consldered where the mctuarial
venef{t system of proration is used, while these incidental benefits
would he curtailed under & service credit systewm, In some cases the
gervice eredit system is used to establish sn Individusl unit Interest
in a trust fund which prover inadequate to actuarisl lisbilitles at
the time of teraination but which is then treated as a common investw
mwent poel in hopes that investment appreciation will erage the

deficiency in tiwe,
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Toe use ol employee cetegorics to detercine priority in the
event of termination can tgke many forme, A piwple dichotowy betueen
peusioner and active ewployeer har glreedy been illustreted, However,
refinements of the priority sysiem can lewd to a surprising pumber of
suployee classificaticns., Tabla 24 illustretes poesible categorics
based on the immipence of peneion paymenis, & gystem walen could be
furtber subdivided by distinguishing betwacn vested and non-vested
parvicipants in esch clase, Assignment of priority to each of these
subclasges cennot be done in an arbitrary feshbion. Tine pension gponsor
or tha union representative must decide the reletive importance of
erployee contributions to pension security for the oldeters, the
deferred vested annuity of former employeces compared to the clelms of
non-veated dbut sctive employees, and, in event of a partial termination,
the rights of those reumaining relative to those separated fror
enployeent with the sponsor, When a pension plen is only parilslly
funded and the tersination provision is goveruzd by & pricrity cleuse,
this single c¢lausc will deterkine for many empioyees whather they have
s subst¢ential pension interest or none, regurdless of vexting or
contributions. ‘To make such decisions when the plan is established may
craate the risk of arbitrary or untimely inequity, but %0 defer s
decigsion e to priority until termination actuslly occurs prolongs

settlexent and breeds legal contesi,

1. Reusion Plgn Proyiglea fox Prrtial Tercination

1, Typcs of Terailastion Besefite Aveilable to Pispluc:d
Employees.

Whera 1t ir gmpleoywent retber then the pensicn ples whie: Lo
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TABLE 2k

POSSIBLE CLASSES OF EMPLOYEES OR CTHER PERSBORS
UNDER A PLAR AT TIME OF TERMIRATION
{Listed generslly by order of imminence of pension payment
and not necessarily on the basis of “rights" in the fund)

Y

. 3 e -

Retired employecs:
( 1) a5 to their remsining pensions,
(11) as to any potential death benefit or
contingent acnuitant.

Exigting contingent snnuitsnts or inegtallment beneficieries of
deceased retired employees,

Existing annultents or instullment beneficliaries of deceased active
enployece,

All non-retired erployees in respect to thelr own accumulated
contributions, if suy, to the plan,

Euployees now over normal retirement age, or spproved for early or
disablility retirement, whose actual pensions have not yet
commenced.,

Actlive employees between certain ages (e.g., 55-64) or in the age
interval of ellgibility for early retirement.

Active employees who othervise are of such sge and length of
gervice as to meet any wvesting conditions of the plan.

Ex=ewployees belov the normal retirement age wvho have previcusly
terninated thelr service afier meeting the conditions of vesting.

All otbher employees in the plan (or further classification of them
by age, service or otherwise).

Source: Dorrance C. Bronson, Pension Plans--Provisions for

Teruwination of Plan, op. cit., p. 235.
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terninated, e variety of pension clauses may become operative. An
entire group of euployecs msy be mepsrated from company service when e
subpidiary 1is sold, a division eliminsted, or mn individusl plan
cloged or a single employee may be discharged due to 8 reduction in the
vwork force or technological unemployment. Firet & worker wight be
eligible for eerly retirement benefits, generslly a reduced pension
income for which he would have been eligible in a few years time,
Secondly, a younger worker may hawve sstisfied the conditicone of age and
service for a vegted, deferred retirement mnnuity. More recently non-
vested employees have shered in the pensior pot because of special
severance pay plans. Farly retirement, deferred annuities, an
severance benefits are 21l forms of vesting, but since full vesting i

an sanathema to wmost employers, these various mutations have appeared,

2. Vesting and Terminetion Bennfite.
The concept of vesting refers to the property 1nterest69 of "non~
forfeitahle righta"To vhich an ewplojyee mcquires In the contributions
rede by the employar for eventusl dismtribution es henefite For the
euplovee, Generally 211 berefite are “severance hencfits" es they ere
payeble for totel Alsability, death, or retirement. Only recently

69Dan M. MeGill, Fundanentels of Private Pensions (Peucion
Research Council, University of Pennsylvania, 195%), p. 58.

“The term is generally used by the Internal Revenue Code. See
Icidore Goodman, "Problems of Vesting in Pension end Profit Bharing
Plans,” & speech on December 2, 1961, to a forum of the Federal Tax
¥ustitute of New Enylard. Feprediaced in Perslon asd Profit Elering
Report, op. eit., No. 62-17, pp. 1337-47.
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have benefits been avallahle for these facing involuntary unemployment.

Every participent in & guslified pension plan gains a 100%
vesied intarest in his stisined pormel retirement benefit providing ne
satlsfies the requiremente of the plan.71 A vented interest upon
dilgassociation of the employee from the cowpany is slso contingent on
certainy conditions, partly to avold full vesting and pertly to
preserve certaln tax preferencees. The tax status of pension credits
payable to & participant changesa 1f benefits are made immediately
availsble to him, vhethey or net he zctually receives benefiis, To
prevent adverse tex consequenges vesting is wasde contingent on initial
elisibility age, end Bervice participatlon. 1t is also contlngent on
separation frow service of the employer.

Finelly the amount of benefit which vests may be 100% of
scerued pension credits or & graded propertion of these credits. One
survey of 317 penslon plens for groups of less then 100 euwployees
found over 115 different wethods uped for wvesting the employer's
contrihution.72 Tha degree of vesting ranged from 5% of the totsl
which had no vesting provision to sncther group of &% which vested

100% of the contribution at the end of the firet period.’3 This

Tlor further detsil on vesting provisions for large pensiorn
plans, refer to Appendix V. For sdditionsl discussion there are
innumcrable articles bearing on the point, and s0 the many issues of
vegting have been treated only briefl:.

T21papgsion Plans with Lesa Thaw 100 Employees Participaticg,”
Employee Berefit Plsn Review, op, cit., pp. 102,1-102,18,

T31b14., p. 102.6.
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survey Indicated three basic patterns of vesting dowminant among the
wide number of fine variations:

l. Partially-graded vesting starting the first yeer plus the
same percentage each year until 100% vested with several
varistions where the initisl percentage is incressed or
decreseed, There are 46 plans on that banis or about 14&5
of the total.

2. Partially«graded vesting after san initial vaiting period
ranging from one year to 15 yesurs, This is similar to the
first method except for the waiting period. There are 169
plans on this basis or about 52% of the total.

3. One hundred per cent vesting after a period of time vwith an
wge qualification in some cases is provided under 28 plans
or nesrly 19% of the totael.

8ince there ir no way of knoving 15 post cases whether the firv fu
event of ecenomric adversity is wore likely to terminate the penzion
Plan ar just the vork force, vesting is as significant sm provision
for termination of the plan. However, vesting proviesions must sdapt
to the economics of each particular situation, while terminatiocn
provisions can De far wore atanderdized because upon terminsticn the
gituaticn is neatly circumscribed gnd does not need to n&Junt to the
continued successful operation of the buniheia.‘ Vcating.introduces
afditionsl experse which iz more appropriate to increasing maturity and
egtablished stability of the older plan, and thus suitsble for gradusl
introduction by amendment, Liberalization of vesting provieions ie of
value to sll parties and therefore not subject to confliet of interest.
On the other hand, problems of termination by swendment csi. be trounie-

sotie when some must loss 8o thst others way salvege a useful Pension

benefit.
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3. Early Retirement Benefits.

To encourage older Workers to leave the Jjob and to maintaln income for
thpse older vorkers many plans permit early retirewent st income
levels which are actuarislly adjusted to be equivalent of pensions st
estiuated retirement age., One eignificant utudyTh by the Bureau of
Labor Btatistics covered 300 negotiated pension plans represented all
wajor industries except railroads and sirlines, includipg in the study
coverage available to 4.9 million perscng. More than five-sixths of
the plans vere non-contributory. Of these 300 plans, 218 pernitted
early retirement as against 17k which provided some form of vesting.
wWhile gervice requirements vwere parallel to those of vesting, with 15
years the most common, age requireménts were much higher and wvere
stipulated at age 55 end generslly age 60, Concequantl&, early
retirement aids primarily the older worker, who may elect to retire75
vwhen faced with involuntary termination of‘tmployment. In three out
of four plans there was a winimum age regquirement for esrly retlirement
benefits, with age 4O the most common prerequisite., The study also
reported that in a few plnnu the nature of the employee's separation
precipiteting early retirement could affect his vegted rights,

although under most plens the reascrn for termination was immeterial,

ThWalter W, Kolodrubete, "Vesting Provisions in Pension Plans,™
Monthly Labor Review, July, 1959,

TsEarly’retirement at the election of the employee is =
groving trend. The pattern is demonstrated in another survey called
the 1960 Study of Indusirial Plang, prepared by Banker's Trust Company,
hew York, Revenue Ruling 57=-163, Part V (f) limits the value of early
retirement benefits 1o the employee's vested benefits where tne
erployee needs the consent of the eumployer ic retire.
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4, Vested Deferred Pension Benefits,

Basic to the development of vesting bas been the right of the worker
with a wasted benefit to leave his emplover in pursuit of other
alternatives without loams of his right to sapply for his accrued
pension henefit upon reaching eligible retirement apge., The more
likeral the age and service conditions of & vesting provision, the
nore adeguately the plan iz equipped to handle ipvoluntary termination
of its particlipanta. However, in event the pension plan ls teruinated
too, deferred annuities for workers no longer oo compsny seniority
lists are generally giver lititle priority and therefore left unsstis-
fied. Termination agreements may create cut-off dates, requiring
application for a terminal share by & given date or forfeiture of

defearred benefits by the forwer employse,

5. beverance Paymenis to Non-Vested Partlcipents.

The pace of automation and plant relocation in some induetries hes
accelerated so much in racent years that many workers find it difficult
to meet even liberal weating conditions requiring 10 or 15 years
service, In lieu of full vesting to meet the needs of these employees,
lsbor and menagement have agreed on & terminal cash payment?6 from
pension funds to displeced employees not othervise entitled to any
present or deferred retirement benefit. The nature of these provisiona

is developed in wore detgil in Chapter VII. Payuent of such benefits

6 ymp~Bun Severance Payments, Profit Bharing and Pension
Forms, Vol, 9, No. 9, March 25, 1960, p. 25127«8.
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introduces the ironic possibllity thet these non-recurring, erratic,
and additional charges to pension funde way adversely affect the
pension expectations of those who rewsin with the firm. Equity among
these clacees of interzet as well as between eumployer and employees
relates to the question of how risk of unemployment should be
diptributed arong socliety in a competitive econeny. Tihle questicon
also receives wore adequate treatment in Chapter VII,

6. Other Provisions Affecting Termination of Employuent
Pension Benefits,

Partial terumination rights in terms of severance sllowance or vesied
benefit alsc depend on the power and inclination of pension adzinig-
tratore and sponsors to adapt to an unexpected but neceasary reduction
of work force., Of great importance are provisions controlling
amendment, lizbility,and rate of funding. Generally the smendment
section doee not specify when or why sn sumendment can be made and an
amendment may be pgiven retroactive effect where necessary to preserve
penslon tax status, Amendments may be retroactive unless they would
deprive s participant of a poesible benefit carned in a period prior to
that of the awendment. Implicit in many amendment provisions Is the
fact that they may be instituted without the consent of the partici-
pents., Generally an amendment requires approval by the employer
board of directors but it 1s not necessary, 1f the plan recogniges the
pover of the company officere to authorigze a change. The powers to
amend must be circumscribed by 2 restriction preventing the diversion
of any pension gssets from the exclusive benefit of the parilclpanis,

including taxes and sdministrative expense, unless a surplus of funds
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results from “erroneous actuarial computaticns.* Bowe plans which
establish a schedule for the priority of clsims In event of termina-
tion will not perwit amendwent of this schedule so that the
controversy of relative equities at termination can have no effect on
the plan &istribution. Additional regtrictions on the power of
sumendment are Intended to protect other parties at intereat in the
plan; the trustee will not perwmit amendwent which would increase or
nodify his responsibllitisas in any way without his consent; often an
amendment calling for an incresse in contributions requires approval
of stockbolders or the board of directora. Iu succeeding ghapters
there will be expuples of how the pover of amendment can be used to
shif{ pension plmans to supplementery unemployment benefit plans, to
finance the purchase of unexpired seniority privileges, or to complete

funding of other wvelfere programs felt to bave greater priority.

T. liwlis of Responeibility for Verminal Benefit KHeeligzatlon.
The value of vesting or amendment to recognlze involurtary termination
of unususl scale is greatly diminished by the array of liwnits of
liability protecting the sponsor for lnsdequste funding or sdminis-
trative error. The adulnistraztor is lomune by contract frow any
liability beceuse of loss, dsmage or deprecistion, except in the case
of willful misconduct or gross negligence, A recent revision of the

Federal Disclosure Act requires certain emplcyees to be bonded. 11

Hembers of the administrative commift{iee ideally are indemnifiad by the

Tfpuvlic Law 87-420, 87tk Congress, H.R. 8723, March 20, 1962,
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yrployer for claims and expenses which arise frou performing thelr
duties #8 thelr Jufgment dicteias unlsss thay are proved 4o We gullsy
of gross negligence or aisconduct. ¥Where a trust agreement is used,
the trurtee requires provisions so that he-may be protoccted sgeinst
11ability in wmaking investmeante ér in relyvinzs on writtes inetrumcrctie,
ete. FNo individual trustec ie lishle for the acis or omisgions of
other eostrusisens or the negligence af prior trustses, The frusiee is
further proteetad ageinst errver or negligence of eounesl or agents,
and the glsuse suthorizing the trustee o make paymenti conteins &
further provieion to absolve the trustec of 1iability. Eoue ylans
Zetall tas trustec's dutien and responsibilitiecs §¢ remove any
question of lisbllity or error 4in other fleids., Of interest to
snmudtant and termine) distributee alike are provisions which ected-
1igh that tha trustee hes no duty Yo investipste ealling addresses,
Either mail is dcewed to be sent when deposited with the poet office
or payoents by well or inctractions for wmeiling may be withheld until
sddresses arc certified by the sdministretive committee, In many
etates it is the practlce to relieve the trustee of the need for
ceportdng to 8 court sgpervisor. A partlcipent under a trusteoed
mingion plon 16 relievad of exporgure ta suits as only the trustec sof
tae employer ere recognized ae parties teo suits involving the trast,
Tue most slgpificent lisbility of all, that of tae ewployer for
rupporting eontributigus, iz elvays effectively lindted through

reaervation of power Vo smend, termlaste, or suspend contributions,
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J., Sumzary and Cancluslons

Recitation of the legal theory and of commonly used pension
plan provisions reievant to termination has served to illustrate the
incouaistency of present legal and contract atandarde, Because
proJjected pension benefits of most plans are so costly, funds to
assure payment of benefits cannol be immedimtely segregated and the
aucertainties of expectatlons prevent any irrevocable commitment to
supply funde in the future, At the same time 8 negotlzted pension
agreement borders mo closely on the nature of deferred wage compensa-
tion that & variety of contract devices and legasl fictions must be
enployed to protect business enterprise against unconditionsl
exposure to a colossal liability. Confusion at termination im further
compounded by tax, tactical, sand mctuarial considerations which are
developed in the following chapters. When these latter factors are
velated to the law in Chapier IV, further conclusions as to legsl

standardc and procedures for pensicn termin=mficn can be drawn,



CHAPIER IV

EOR-LEGAL FACTORE AFFECTING THE PROCESS OF

PENSION PLAN TERMINATION

A. Objectives of Chaptor

The legal structure of pensions doee not operate in a vacuum
ai termination (or any other time), but rather in response to outside
circumstance and in reflection of the attitudes of various people at
interest, Two major bodies of fact affecting pension designh or
ternination and common. to all pension programs are the.mechanicn of
actuarial science and the regulations of the Internal Revenue
Service, Perhaps most importent of all, an existing selection of
contract provisions, laws, actusrial formwulae, and tax cousiderstions
must be applied to an ever changing employment scene ﬁy sduinistrators
of ordinsry wbility., The manner in whick these men fit the pension
structure to individual situations will refioct the stiitudes of
mansgement, labor, funding media,and profeassionel consultants. It is
possible that the process of pension teruination ean also be
indirectly influenced by the manner in which sdministrators of state
and federal welfare disclosure acis use their limited powers,

It is not the intent of this chapter to review all of these
factors in detail, but rather to outline mselected feutures or items
which serve to place check points or controls on the termination

process, Review of critical tax detail, in particular, will peramit
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future cheapters to incerporate this material by reference 1in
explaining various considerations of cases under discussion. Ficpelly,
the inverrelaticnahip of lawv snd the sititudes of those applying it
lead to certain conclusions which follow approprliste to a summery of

vota Chapters III and IV,

E. Aspectis of the Actuariel Viewpolint

1. Terminntion and Actusrisl Soundneas,
tne lsw and the Revenue Bervice, the employer and the employee, the
investor and the creditor are sll concerned with the woney necessary
to makXe the pension agreement an operating reaslity, ¥For the pension
agreement which enjoys segregated asseis equal to the velue of the
beneflits promised, terminetion poses# no threat., Ideally the gosl of
the pension sponsors should be to achieve golvent funding of eventual
pension fund obligaticne. 8ince no ouelinecs hes a guaranty of
imnortality, the employer who offers no funding in suppori of sn
announced formel penslon progrew is perpetireting a cruel but legal
noax on those participsnts who lock to the plan for financial security
in those Yyears when they are unable because of age to provide
adequately from earnings, On the ¢ther hend, essuming thst 2 pension
plan should seek to be fully funded, the goal is quickly obscured by
problems of what constitutes "full funding” or "an actuarially sound
vasis.” Uafortunately, 8 plsn whici is deemed fully funded or
-ctnarially sound mey nevertheless produce gevere loss ol pension

cxpretations in event of full or partial termination of the plan.



180
The subJject of what constitutes actuarial soundness is too
broad for this ;tudy; books have been writien on the subject and the
terns are atill undefined for the pension area generally. One
excellent text offered this explanation of what s strict, actuariel
standard for achieving & fully funded plan might be:

My ides of an sactuarially sound plan is one vhere the suployer
is well informed ss to the future cocst potentiml and arranges for
maeting those costa through s trust or insured fund on a
scientific orderly progrsm funding under which, should the plan
terminate at any time, the then pensioners would be secure in
their pensions and the then active employees would f£ind an equity
in the fund sssets reascnahly commensurste with their accrued
pensions for service from the plan's inception up to the date of
termination of plan, Note thet this definition wduits of & long
time before all the original past service eredits reach s funded
condition, Note further, that I bave tied this deflnition in
vith a presumption of the plan's terumination. . . .

Another prominent actuary at the sawe seninar found tvo philoscphles

¢f adequats funding in his exparience:

o s+ » One philosophy alms to compute proposed outlays soc that
there is reascnable certainty of the adequacy of the contribu-
tions to provide the promised benefits. There is no planned
reliance upon future supplemental contridutions to make wp
deficits which are recognized in the future. This I have called
the Grade A Philoscphy of funding. The other philosophy uses
actuariel sssumptions which produce cost estimates that are

. probably adequate dut vhich may mot be, If not sdeguate, it is
Ppisnned to rely upon supplementary contributions in the future as
deficite arise acd are recognized. This I have galled the
Grade B funding philosophy. The important consideration is that
where Grade B funding is used, the successful funding of pension
benefits may well depend upon the continued exiatence of the
smployer. Wherever this provea 0 be true it must be recognired
that there has been an fupairment of the ideal of actuarisl

. dporrance c. Bronson, "What Is Actusrial Soundnesa in s
Pension Plant" a panel discussion sponsored by the Awmerican Btatis-
tical Apsociation, Chicago, December 29, 1952, and published as
Proceedipngs of Panel Meetings by the American Btetistical Assoclation.
Passage was quoted in the Bronson book, Congepts of Actuarial
Soundness in Pension Plans, op, cit., p. 1b,
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soundness. Of course, some persons active in the pansion field
today have called my Grade A funding "plush" funding, and Grade B,
ths "realistic" one,

While many plans may provide for those vho already are
receiving pension income, the inadequacy of funding es messured in
dollar benefits lost falls on the active exployeas in event of plan
teruipation, It is these latter exployesz with deferred pension
expectations wvho are most likely 4o suffer disappointwent. Consider
the following text sxplenation:

A Plan wmay be actuarially sound for pensioners while entirely
lacking in security for active eumployees., The do-called "termzinale
funding" procedurs sxemplifies this, On this basis the employer
undertakee to supply,through s trust or insured fund, sufficient
agtets or guarantees to pay out the )lifetime pension for employees
&t the time they retire. Insstuch as in the ususl nev plan
persons vwill reach retirement sge sach year in increasing numbers,
& teruinal funding undertaking will snowball in costs, and yet
only those sctusally on the retired roll st any time will hsve any
security., On a eriterion of smployee sacurity, the existence of
these actusrial reserve assets doss not bring actuarial soundness
to the plan as & vhole,3

Thus it would appesar there are two facets to the problem of pension
Plan termination. The importance of the contract in establishing an
orderly and equitsble procedure for dissolution of the intereat of
various partiss has slready veen dewveloped. But distribution of
property rights presumes & prior accumulation, and 1%t is here that the
actuary must provide a formula for funding which prepares a plan

financially as vwell as legally for unforeseen dissolution,

aaay M, Peterson, F.E.A. Vice~President and Associate Actuary,
Equitadle Life Aspurance Bociety, as quoted by Bronson, Conceptis of
Actuariel Soundness in Pension Plans, op. cit., p. 17.

31vid., p. T6.
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2.  Teruination and the Funding Ratio.

Bipce it 1s deldom economically possible to fully fund a pension plan
{muadiataly, 4t s necessary to establish eriteria for assuring the
sdequscy of a progressive funding of total scerued liabilities. A
cotmon weasure of financisl edequacy of a pension plan is the fundiing
ratic, snd @ progressive increase in this ratio esch period is
considered s sign of actuarial soundness.

‘A funding ratio represents the proportion of assats to liabil-
ities, 1fabilities manauring the present value 4f all expected future
claima, Tisbilities represcnt & wathemetically precise comblnstion of
{individusl subjestive projections on u varlety of verisblea such as
wmortality rate, withArawal, sslary seele and retirement age,-tc name »
feu, Asset vgluss alsd represent en arbitrsry sctounting waluation .
biged ‘on market value on any ziven day or. oo’ purchase ¢ost mijusted
for varioue amortization schedules, and ere oblivious to tomtingent
income and expense itens of the near future. At best it is.a rough
utasure, Even tonetant faprovement in the ratio of svailable funds to
extimgted iiability need not dndicate mn setuarislly sound plan, A
plnn’ihiéﬁ sterted without funds would anjoy an inorease {n {ts funded
ratio by contribution of even & daller, Were the contributions less
than snnus) coet uf earned bénefit credits for the same year, i\ 1s
possible for the‘runding ratio to increase for wome yesrs vhile the
unfunded benefit Yisbilitiec expreseed in @ollars continued to grov,
Eventually, of course, the curve of these retios would turn &ownwerd
long befeore w 100% fundinr retio wee schieved, Moveover,the liatile

1tl=s of & pencion plan which can look forwerd to continued opermtiop
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are plyniflesntly dlfferent than the liebilities 1t will face on the
day of uvcrminaticn. Vhesn used in connection with fundlng ratics the
terp Llability 1s ¢ rather imﬁreciae combiaetion of feotors. Lven the
connotation thet liability mey heve in terms of & debt owved is
insccurate. Aa used here ligbility is siuply 2 necasure of future
costs dlscouanted for wvarious acltuerlal assuupiions which could be
expeeted should cveryone clioose o continue the pension plan. It cen
be gubdivided into estimatcs for unfunded prior service, for benefit
credlis accruing in the current period, or for future service benefits
whicli present employees may be expected to earn.

The beat quantitative measure of the ratlo of reserve assets to
liabilities is to an«lyze svelluble funda at teraination in relstion
to ithe priority cleass of lisbilitier at termination. The yank of the
last priority group to be satisfied in full and the ratico or propor-
tion of accrued pension expectstions provided the next group will best
reveal the funding sdequacy of a peunsion plan for both its retired aud
actively ewployed participants. With thig knowledge the bmlance of
unfunded 1iabdbllity snd the nunmber of participants who received nothiug
can provide additlonal depth to the wmeasure of severity of loss duve to
premnture termination,

Wher sccrued service lisbility, past and present, is cstiuated
for purposes of deteruining cmployer contribution perameters, adjuste
ments are made for expected future withdravals, shifts in pay scale,
long terw trends in the investment area, und p.rhaps other proapective
changes in factors contained in the actuarisl formula. Liability at

terninetion is concerned only in sccrued 1lability as of the date of
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termination, perleps only iu the iiebdility tost wild vest wita
ezployees surviving on th: payroli uniil tue aste of ileruliation,
Prospective adjustmentr are ilrrelevent &5 there 1s po future lu sigat
for the plan. Valuatilon of actusriel lisbility in the cace of
teroination ig simply & watter of detérmining the ogingle annuii)
previun value for each eiployee category delined by a terwinsilon
priority c¢lmix sehedule, included in the original contraci or added by
e negotiated settlemeunt amendwent. The author of tle illustrative
table on Table 25 hus poinbted out that the mciuval proporiion io
Item 10 distributed to the younger empioyees wignt vary conelderably
depending on the mode of disirloution to eacu class. Wwhlle 1t wowad
be possible toc purchase single prewluw aunuities for all, actuai
distribution could be split between annuity purchases for the older
workers and ecuiinued trusi invastoent for the younger; or all the
ussets might be left in trusis frouw wiich pensions would be paid waen
due until the funde were exbmusted. Anoibar uilterostive would be to
pay caebh to the group with the leasy priority as a ki@d ol severance
pay or &8 & means of ligquidating very suwsll clalus. Iorrence Bronson
oainteins that it is well to %hmink ﬁf the lagt category of worxkers when
appralsing the actuarial souudness of the program wo that they will
Teceive some value frow tbe residusi after ssldsfylng prior claims in
full. If toc large a group of employees go without any shwre in the
Penslion pot after balng led to believe they were participaiing in a
funded pension program, the result would be disillusion with the
private pension ecystem. 8uch discontent would be contagious and it is

concelvable that eventuslly niggardly funding would lead w Jegislative



TARLE 25
ALLOCATIONS BY A PRIORITY CLAUSE AND BY TWO PRO-RATA CLAUSES

Alloestion of Assets

Aggregate Years By Priority By Lxhiblt Oa By lLength
of Clause of Clsuse 50% of Service
Category and Description Ruwber Accrusd Pension Bxhibit Ta  Across the Board Clause®

First: Retired 120 3,000 $1,267,200 $ 633,600 $ 302,200
Second: Eligible to retire 20 540 280,800 140,400 54,200
Third: Range of early retirepent k20 8,500 1,799,900 1,134,000 84s%,800
Fourth: All others 2,500 21,300 (n11) 1,439,500 2,1kk,700
Total covered group 3)060 33:2m $3)3~'7)900 $3p3h'7:9m $3,3h-7,90@

2)110cated on the basls of the applicable aggregete yeers of accrued pemslon.

Source: Tabla derived from hypothetical examples used by Bronaon, "Pension Plans-<Provisicns for
Tervination of Plan,” Transactions of the Socisty of Actuaries, op, ait., pps 237, 2b3.

gt
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reforn walcli etresced 8 government adeinistered peasiou progran

supported by & tax cn employers' payrecll,

3. Priority of Cleim and the Funding Ratio.

Having rearshelled the liabilities, it is 2z eimple matter to demone
atrate bhow far the assets will stretch vwhen differant methods of
allocation are used. Assume that assets represented 50% of the total
1limbilities indicated in Table 25, or $3,347,900. Note thet an
allocation by length of service or by 50% mcroas the board gfeatly
favors the younger groups of euployees while inflicting a severe
reduction on the pensions previously received by those slready
retired, If priority of scttlement is left for negotiation between
union snd management in event of termination, 1t is concelvable that
union representatives would be forced to choose that method of
allacation which represcuts the will of the majority of the people
they represent rathar than the sociazl objective of the plan as
originally conceived. By the same token, s partial terminaticn neces-
gitated by closing of & department or a subsidiary would provide an
oppartunity for the employer ¢oc profer an sllocation wmethod which
would favor his future pension costs for thoee vevkers renelning on
whe payroll.

For example, 4f the division bad wmore than its share of younger
erployses und esch employee wers givan the amame share st he would (Table
enjoy in event of complete termination of the plan, then a length of
service clsuse would drain the fund of wore dollavs than the lisbility

vas reduced by diecharging workers., The employer's futwre pension
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TABLE 26

PRIORITIES FOR TYPICAL TERMINAL CLAUSE

e T T N A T K Lr- s amn — - omme e - o
Cetegory end Description Kunher Liebility
First: Retired 120 81,267,200
Second; Eligible to retire 20 280,800
Third: In age range of early retirement k2o 2,268,000
Fourth: All others 2,500 2,879,600
Total covered group 3,060 $6,695,800

Source: Table taken in entirety frow Bronson, "Pension Planse=-
Provisions For Termination of Plan," Transactions of ths Bociety of
Actueries, op. cit., p. 240,
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2o8%s would Le acceleraved. Conversely, d¢lstributivn aceociding w a
priority clmuse Debad oo prowdcity o retircucnt wowld coav aiu
ovaing if all thae dischmsrgad employees vere members of toe: fourth
class. Accrued limollity service would ve reduced Dy &D auount
greater taan e smount of asteld dipracadutd, ceusing bls fwwicd
catio W vise aud peraape ruducing Lis egguregoce perieion pulleye over
the long terum.

danagewent and union representatives, or a peusion board
excluglvely reprecenting waungement, may therefore huve & conflicting
interest in deterwuining ssiilsceail dletributions when leruwirvation
becoues lmulnent., It would seek far Deilier 1o deteruine the ecluarial
lines of procedure frou the stert and iacorporute such a procedure in
couvrect terzdoation provisions,

A ounbar of procedurws way be sceceptuble in lerus of both the
erployer c¢ost considereiion sna tiue wnion conflict of dnterest between
8gc groups. For exaugple, full or parwial tecrwination allocaiioun wlght
te deterwiced on the besis of priority or pro-rate distribiutiou
clauscs, Partisl termination distribdvution might be bssed on the ratio
of an up-to-date actusriel valuetion of beneliis for thosc lelt
uneuployed compared to the total actunrial 1iubility of the entire vork
force including ithose iteruinuied. Anoiher wetbod, whese a dlvieon or
subsidiary is closed or spun-off, would be o deterwine whai peri of
the pooled investment fund was generaied by the particular operation
about to be dropped from the pension plen, This gross eoutribuiicn,
sdjusted for an invesimeni earnings feclor and the present value of

penolons for workers mlready retired Tron the dlvision in quesisoi,
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cauld then ba distributed awmong the noneretlred division euployees on
a prorets besls of senlority or proximity to retiremsent, In each
cske, however, the opjlect s to divide the fund as 1¢ exlste at
termination. There is seldom 2 presumption of urtber contributions
by the employex beyond swpuntr which are slresdy dus the plesn, Morew
over, pertial terminsilon does not lead the employer to raise future
level of contribution to protect rerwining employees,

No metter wvhich method is chosen, one group vhich has 1little
opportunity to protect its interest is the nurber of employeces who
left the service of their employer involved in pension termination
after having wet age and sarvice conditiors for vonted benefit, Often
this group is given & lov priority or 4s not recognized in the
termination allocation at ell, In short, they have a right to expect
a pension should the plsn continue past their retircment‘ugn but not
necessarily sny right to receive a tearminal distribution. At hest
they must take their chance with sctive employvees with the same age or
sarvice record that funds shall be adequate to purchase their
supposedly vested benefits,

The emplayér mey have opportunlity to recesive a refund of past
contributions to the pension plan in event thet assets at terminstion
of the plan exceed lisbilities., This surplus is called "actuarial
error” although it resultn from over funding due to asctuarisl conserva-
tism or an artificial reduction of liabilities becausc the employer
relduced the level of erployments under & non-vasted plan prior to
effecting actuel terminstion of the plan with attendant automstic

vegting.
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Lk, Actuerisl Belence vs. Legal Equity,
A genaral comment on the actusrial viewpoint would have to stress that
actuarinl balance does not wmean that lagal claim and obligation hns
heen equated. Consider the gensral form of the actusris] pension
equation:

PV Future Contributions « PV Future Benefite ¢
PV Future Expences « Fund on Hand

Now it has been shoun that future contributicis ere seldor & certain
cbligetion enjoying the stetug of 2 bond or weges., It is £ clsinm
subordinete not only to a&ll sccounte payeble but also to & reasoneble
profiit return for thé business owners, a profit without which business
and pension would be terminete?, On the other hend, 1t 1s loocked on
s an ssset to complement funds on hand in the pensfon fund sccount,
funds which the erployear cannot expect to repossesc uﬁtil 211 future
benefite and expenges are moet, PFuture expenses 3o not figure in the
teroination situation but in the long run have & priority on future
benefits., Future benefits have the wort indefinsble legal status of
zll. It is an nggregatc which represents cumulative sverages over
tine rather than the sum or individusl accrued benefits as of a
particular point in time. If termination prevents s discount for
vithdrawael ratep frow having its diminishing effect on lisbility,
1isbility is understeted, On the other hand, if pregent value liabil-
ity sntlcipates future salary increamses, it is overststed. The item
of future benefits further does not distinguleh between vested retire-
went income, vested rights to a deferred retirement income and

enticipation of deferred pensions which have yet to be vesied, In
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termination ithe actusrisl balance cheet weuld be better stated e

follows:

Accrued bewefit eredits - Furnd on Hend = Sum of
Presept Vsalue of Future Contrituiions lost 1o Each Clase of Partici-

pents
The lagt iten represcate the true loss to the resascneble pension

expectstions of ihe older worker. The sllocstion of gsscis can then
be urderstnod as & syster o sﬁift the diesppoirtment of expectation
to those best able to adjust to thia logss, In this light the IRF
regtrictions on distributicus to the more highly paid erpioyess s
easily understned; with this viev a priority teruination distridbution
claure favoring the elderly st the axpense of even the vested,
Younger participant geems more eqQuitable, while the prorata systewa
are revealed to depart frou eollective peusion security cbjectives of

the originsl plsn,

C. Internal Revenue Bervice Viewpoint

Just as tax considerations play a major role in the d=sign and
initiatior of e peqsion program, tax questlons may have & pervesive
influence on tbhe manner of pension termination.  The interest of the
IRS 1s to maxiuize governient revenues within the requircmsntis of the
tax lawa, BSince contributlons o a gqualified pansion plan reduce
taxsble income, the IRS code containa certein limitations on the
amount of reduction allowzble in sny one yeer for contributione %o
peneion cofl by the employer. In event of retromctive dlaqualificetion

of a plan because of an unQualified tercination, the Commissiorer hos
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the power to disallov tax deductions for all tex years apoa walch the
Statute of Linitations Las not run 6o ms w prevent aimw from meking aun
aﬂlclﬂmﬂnt.h

Toe avoidance of taxes wignt be mcoowplished by using a
quaiified pension plean as a channel to defer and ocouwvert to cepital
guin cowpensstion of ofiicers, supervicors, or otber highiy pald

ezployaes,

1. Financlal Discriminstion.
A pension plan would be viewed ac discriminatory andg ineligible tor
qualificztion ags » tex exempt plan were apecial acleasen of employees
to benefit exclugively or excessively. There are situstions where =
pensior plan could be nan-aiscrimiﬁatory.in operation if it continues
to operste indefinitely, but could prove extremely unfaix if
terminated, -The discrimipstion mey not be intentional und may resnlf
despite the abzence of any formel terainstion, whén eontributions
prove lnsufficient to support the coentewplated pension., To anticipate
leaksge of otherwise taxeble business income, the regulstions contain

the following provilionxs

hnxcept where there is fraud, the Staiute of Limitaticns applies
taree years from the time of filing & return or six years in cases
where wore than 2%% of gross income has been omitted frow the return,

5A quelified pension plan is one (that meets the requirements of
401(a) of the Intarnal Revenue Cole (IRS) of 195k and the reguletions
and rulinge which {nterpret this section of the law. Regulations,
rulings and instructions in effect jmmedistely before the August 16,
1954, {nmctment of the code have continued in effect to the degree they
are consistent &nd remnain unesupplanted by more recent interpretstions,
The general requirements for & qualified plen include the
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Although a plan may provide for terminetion at will by the
employer, this will not of itself prevent a trust from being a
qualified trust, Howaver, in certain cases that fact may neces-
sitate gome provision which will preclude guch Yerminstion from
effecting the prohibited discrimination. This may occur wherse,
for exsuple, certaln officers or nighly compeucated euployees Rre
at the inception of the plan within a fow years of retirerent age
and an operation of the plan will fund and vest thelr benefits in
g short period, thus resulting in such discriminastion in favor of
auch officars or highly cocpensated ecployees,

To Surther control the potential for tax faver discrimination under

the guise of pensior termination, the IRS publisbed Mimeograph 5717.6
Outlined in the following eubsecilon, tuis ruling proviacs sooe

control of benefits prid the 2% highest prid employees ln event of
termination of the plan or failure to weet the full curreant ccat of

toe plan during the first ten years following initietion or subetantial
apendwment, Further IRE rulings besring on termination can be more
briefly noted. No. 56! vae issued to adviee trustees of s terwlinated
peneion plan to seek the spproval of the IRS before terwminnl distribu-

tion of the assets of the fund, The intent 1s 0 avoid disperaion of

following uinfmun features:

1. Plan must be sstablished by employer for exclusive benafit of
euployee,

2. Purpsse of plan is to offer an income sfter retirement.

3. Plan is permepent, in writing, communicated to the euployees end in
effect.

L, where 3 trust is involved, it must be impocsible for trusi fupda 4o
revert to the employer, the trust muat be valid and creested within
toc United States or District of Columbls,

5. The contributions to the trust must be solely for the purpose of
sccurnileting funds for distributicr to employees or beneficlaries
according to an sctusrial plan,

IRS Reg., l.bOY-L{c)

603-19&&, 321, ar reported in Pensior and Profit Bherirg Report,
op. eit., p. k221,

Typsa., p. 4226.
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the assets prior to a finding that the terminstion diaqualified the
previous tax exemption, exposing trust funds to sdditional tax
liability, properly payable before liguidation. PS No. 578 regquegted
s slmilar notice when the current coste of a pension eponsor are not
met, In such an event e reappraical is asde by the IRS to see if such
failure will produce discrinminstion due to inadeguate funding, The
definition of adequate funding iz aimilar to thet of Mimeo 5717 and is
discussed balow, PE No, 609 presoribed the informstion required of
the pension sponsor who desires a ruling by IRS as to the effect on
qualificetion of a proposed termination of suspension in contribu-
tiona.lo Approvel or disspproval by IR8 in any of the situations
above cannot be eonsidersd a judgment by IRB that the plen of the
proposal to terminate or smuspend gontributions to & plan has heen
Judged sctuarially seund but rather that the fund is being operated in
a3 ugmner conglstent with the statutory critesris for exempiion frow
income tlax. Finmlly, Revenue Ruling 55-18611 gtated that a pension
plan must provide for granting fully vested rightas to participants upon
discontinuance {and perhaps upon suspansiocn) of shs plan or contribu-
tions to the plan, to prevent s few surviving employees benafiting to

excenss from forfelture of interests of thome dropped from emwployment.

1v14.

—

Inid., p. ¥180.
107me specific items of required information are revieved in
detsail in Chapter II, pages 49 and 50.

lll.R.E. 1955~1L-8,
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2. Outline gnd Comment for Mimeograph S5T17,
To prevent discrimination in favor of ofricéra, shareholders, or
highly paid employees in the event of esrly termination, Mimeograph

5717 establishes a limit on funds which may be used as benefits of the

12

25 top peid employees™ at the time of pian inftiation. Bignificant

conditiona and restrictions or the application of this body of rules
include:

a. The rule applies only to those whose anticipsted mnnual
retirement income generated from employer contributions is
in excess of $1,500.

b. The maximum employer contributions which may be used for
any restricted employee cannot exceed the greater of: (1)
$20,000 or (2) an swount egual to 20% of his annusl
corpensation, times the sge of the plan in yesrs, or
$10,000, whichever is less.

¢. DBenefits purchased within these limits are known as
unrestricted benafits,

4. Benafits in excess of these limits can also be paid, with
linitations conditional enly in cases of early retirement
or fallure to maintain full current costs of contributions,

3. Pension plans must be made to conform with Mimeo ST1T vy
the addition of s suitable clause in the pension agreement
or hy & rider upon annuity contracts. Provisions must be
specific as to the amount of unrestricted contribution or
benefit so that incorporation by reference to Mimeo 5717
is not enough.

For an sctive, adequately funded plan, the rights of
individuals who retire, terminate employment, or die are only wmoder-

ately affected. Death benefits are not reduced as long as current

12These 25 most highly paid employees sre a closed group, fixed
by the date of plsn initiation and are to be distinguished from the
list of the 25 top paid employees required each year under
IRS 1.40k{a)-2 to support a deduction under 4Ok,
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cogts are met. For the 25 top sid employees whose retirement entitles
the pensioner to benefit in excess of %$1,500 a year, full current
benelfita are pald ag long a8 the plan and full current c'out
contributions sre continued. Howswer, the pension sdrinistrstor
cannot surrecder full title to an snmulty coutrsct providing such
income in excess of the $1,500 maxiwum. & lump sum settlscent upon
retirement !s only possible if cspital smounts i excess of the ‘520,000
maxlour are placel in €scrow and invested 1n puch a way 88 tO assure
the availability of the principal sum should the plan terminate within
the ten-year pericd, Urder nermal eonditions severance psy for the
top pald enployee who leaves ewploymert belore retimm;nt would be
linited to the capital walue of unrestricted bepefits payeble .uch
year plus the am;unl excess withheld the previcus year, if'cumnt
costs have been met in the succeeding year,

Tercination or failure to neét fal) current costu13 can bring
the restrictione of STLT to bear heavily on the top pald mlom
group. Yor thosa receiving retirement income vhen termination or
funding problaca srose, pension in;:am would be reduced to the
unreatrictead maximun, For those vho terminsted their sssociation witn

the coumpany prior to retirement, the possibility of recouping benefits

1
i tbe case of upued vigo, T, STTETY, SRV AT e UARY

gﬁ;ﬁ{mﬁggtﬂf.ﬁmgk ¥r service costs ar~ peid and past service
costs are offset sufficiently to reep unfurded psst service lisbility
from iocreasing, In g self-insured plan the erployer uway meke
contributions to the fund on the basis of actuarial assumptions
approved by the ITH vwhere unfunded psst lisbllity does not increase.
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in excess of unrestricted amounts in subsequent years would be fore-
closed, Death benefits payesble,whether desth occurred before or
after retirewent but prior to the limitetions of 5717 becoming opera-
tive, are not affected. 8Bhould annuity payments be due the widow,
they sre not reduced. Orn the other hand, if desth cccura after the
provisions of 5717 apply, the widow's benefits are subject %o the
rame reductions, although it is possible that reinstatement of the
penelon program can lead to retrosctive readjustment of benefite paid
the deceased's beneficiary, After linitations of 5717 becoue
cperstive, funds available for beunefite ix excess of the maxizum
allowable must be reapplied in favor of mctive employees who are not
in the restricted group. BRedistribution need not follow s perticular
formula to satisfy the IRS, but neither can it discriminate in favor

of top pald personnsl.

3. Texstion of Terminal Pencion Metributions.

Termination and liquidation of & qualified pension plan will create
cartain tax guestions for the participant as well zs the sponsor of
the expiring plan. A benefit from 5 gquslified pension program, ir
exceps of that portion contributed by the employee, ig included in the
exployee's income in the year in which the benefit is "distributed or
made available" to him. These benefits are taxed under the anpulty
provisions of the 1954 code, with four exceptions all of which bear

on the problem of pension 'l:.eru‘.\im.-.t.’mn.]'1+ These exceptions can be

e Loe (o) (1).
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identificd s5:

{a) Full distribution because of enployee retirement,
resignation, discharge or deatk.

(b) Distribution of sn amnuity contract.
(c) Distridvution of a life insurance contract.

(4) Distribution frow trust of stock or other securities of
euployer corporation or parent or subsidimry corporatioun.

In general situestlons of the first instance, where the
employee's entire intereat is psid out to him or a beneficlary in =
single tex year due %o sepsration frou euploymert for apy reason or
due to his death, the balance aof the distributior ia excese of his
own contributions 1s treated as loug terw capital gxin.ls Whet is a0
apparertly clear-cut, bowever, is clouded by what constitutes
"distributed or made available“ and "eeparetion from employment.”

The phrase "made available™ th made 1t po:nible‘ror the IRS to
invoke the doctrine of cousiructive receipt to impose a current tax
on an employee in the year in which amounts become payshble to hiw

6

without penalty at his selection.t® Constructive receipt can be
defeated by the existence of a penalty of aubatence should the
employee meke & withdreval or by the prior, irrevocable declaration
of the ewployeec to defer receipt of the smoust otherwige psyable at
his elect.ion.17 This problem eriges in teruinstion where there is a

transfer of funds frowm one funding wedium to snother.

151mc %02(=) (2) %03 (a) (2).
26158 Reg. 1.402 (a) - 1 () (1) {1).

17Pension and Profit Sharing Report, op. cit., p. 53CL-B.
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L. Actual Beparation from Bervice an§ Liability for Incoue Tax.
A terminal distribution of pennion.assets.may enjoy taxastion as a
capital gain, to the benefli to the employee, 1f the individual has
experlenced an actual separation frou service. The IRS applies this
rule most atrictly,ls and it is wost significent that long term
capital gein trestment is not avallsble for distributions received just
because the plan wes ierwminated, In the Glinske ;anelg the company
vent out of business, disposing of its sspets to another firw, while
the trusteed pension plen was left in force snd sssumed by the
surviving conpany to be terminasted three weeks later, Bincé Glinske
bsd been employed by the surviving company, the Tax Court denied long
tern capital gain treatment of a lump sum dlatribution froum the
liquidated trusteed pension plan because digtridution vas due to
termination ¢f the plan, not separation I'rom euwployment. Prior
planning coﬁld bave avolded the tax 1oss in a number of ways. The
pensiorn plan could have been torminated and dissolved Just prior to the
gale of the defunct firm'as assata, The surviving company could have
wainteined the trusteed plan until each participant teruinated his
euployoent with thesurviving company and received a lump sum settle~
meat. An alternatlve method’could have prescented Glinske with a

deferred anoulity contract, the tex treatoment of which will be

1"81"01' example, in cne case an employee stayed on without pay to
ligquidate a businees which had been abandoned and whieh had terminated
its quelified pension plan., A lump sum distribution from the pla:n was
ruled to be ordinary income to the hapless employee hecause there was
not "a complete severance of sll relationships between the employer
and the employee."™ Rev, Ru 57-115 as reported in Pension and Profit
Bharing Report, op. cit., p. 5305.

9, 5. clinske, 17 TC 562 (1951).
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considered below,

Tie position of the Coumissioner in regard vo future casen
wearing on the nature of complete sepearation from service of the
pengion terminsting sponsor is not entirely clear. Tvwo tex Court
Capes upset the IRS position thet "separation from tie secrvice" meant
"separation from the bupiness or enterprise in which the euployees
vere engaged when they became participants of a pension plen.”

a, In the case of lester B. Martin,eo corporation A sold all
of its cutatanding stock $o Corporation B, which then
apersted the acquisition as & subaidisry for seversl menths
until sbsorbing all the asseta, lishilitiea and employees
of A end termlnating the qualified pension trust,

b, In re Huxx_Millerel can be summarirzed as & gsse in which
Corporation A transferred i1ts business operation to
Corporation B, which in turn trausferred the operation to =
wholly owned subaidiary, C, the employer of A's forumer
enployeeg, At that point the qualified pension trust
initisted by A was “erminated, The tex commiasionsr could
find ne real break in sevvice when s company traneferred
its assets 2am a going operation prior to teruination of the
penslon trust and merger while employees continued to work
for the succeasor business enterprises. Moreover, tech-
nlcel separation frowm service notwithstanding, the
distributions were meen am caused by discontinuance of the
plan and not by separstlon from service, The courts held
the opposite, recognizing a literal separation from
service, that precipitated the pension distributions,

While the commissioner has published an acquiescence, he dces not

entirely accept the court raticnale. His future rulings mey hold

there must be n formal change 1n ownerahip as well a8 a real one to
o

permit terminal] distributions tax treatment as long term capital

gains.

200oumissioner of Insursnce vs, Martin, 26 ¢ 5 (1956).

2loommissioner of Internal Reveaue va. Miller, 22 TC 293,
affd, 226 r, 23 618 {1055).
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$. Porum of Distribution und Income Tax,

If diatribution to sn employes, in full or in part, takes tha forwm of
an sunulty contract, the cosh surrender walue under the contract ia
not taxable to him except in the smounts of his interest whish he
sonverts to cash, Tas trust from whance the annuity is distributed
sust be qualified in the year of distribution. Otherwise, the balence
of the cish value in excass of the employese inwestment will be
ordinary income. For these purposes an snnuity contract is defined
a8 one which provides periodic installment pamnfs 0 27 named
annuitant and which does not provide death benefits in excess of the
total premiums peid for the annuity banefit. There can be no pure
insurance protection in an snmuity contrsct, Biace Octcober of 1956
the sntire cssh value of a retirement incomwe, endovment, or other life
insurence contract has been tax=d as current income, unless thess
Rlues are irrevocadbly turned into en annuity contract within 60 dsys
sfter diltribution.g'?

Whan an suployee receives terminsl distrivution of securities,
vhare the pension trust is liquidated by distributing non-eash itews,
the value of tha'distribution for tax purposes is the then current
warket value security of the property distributed.23 Redemption value
ol the security at the time of distridution becoues the basis for the

erployee beuneficlary vhere he is subject to capital gain. The

2CReg. 1.k02(a)-1(e)(2),

23tag, 1.402(8)-1{1)(111).
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euployee 18 taxed only whoere redemption velues exceed his contribusion
and tax treatment is restricted to bond purchsaed ln the name of the
pension trust, for apparently the regulations do not explicitly treat
the case where the trust buys securities such as government bﬁnds in
the nate of particular euployea heueficiarie:.eu When distributions
are not wade entirely in one taxable year, only the First distribution
will be texed ac long terc capital gain; a nugplemcntal distribution
will generally be consldered as ordinary income.25 ¥Where terminel
distribution 1s wade In several instellnents it is imporiecat that
these fall within one texebic year, or twne veluer distributed will be
Laxed with ordlnary incoue. Buch & tex cousequence can be avoided by
deferring distribution & year to accumulate otherwisc individual
payments and by leaving the mode of distribution to the discretion of
an aduinlstretive pension committee, which could distribute interest
to the best advantage of the individusl eaployee~beneficlery. Of
importance too, with a trend to internastional business opersilonc, is
the fact thet long temy capital geln privileges do no£ axtend to
terminel distributions to none=resident aliens outeide the United
States.26 while there may be clrcuustiances in which apcelsl treaty

provisions between cur governwent apd the gountry in whick an allen

Bhree, 1.402(s)-1(2)(6)(1).

ESReg. Rul, 56-558, A supplemental distribution may cccur whesn
it is impossible to liquidate a peneion fund within 2 single year
because ille spoasor is rewise on contributions or certain investuents
prove difficult to mell.

EGREB a 1 . 871'7.
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resides determine tax rates, distributions to sliens in excess of
unrecovered contributions are generally texed at the rate of 30%,

which must be withheld at the scurce,

6. Limitations of Tax Review.
The preceding summary of tex regulations effecting penesion terwination
is intended only to indicate principsl tex considerations of the
pension mduinistrator, eponsor, and employee beneficlary in one
situation, that ie, final termination and distribution of such pension
aspects a5 there way be, It does not venture into the treatuent of
annuity incowe, life insurance value, and available exemptions and
deductions for the individusl as tax detail 13 not the principal
congern of this paper. The tax difflculties of liquidating & none
qualified persion plan, or a plan whose terminstion is ajudged after
the fact to be non-qualified, have been omitted as ®n accounting
paradise of resllocations and accruals beyond the reelm of this etudy

as defined in Chapter I.

D. Rensponeibility For Termination and Distribution Decisions

. Pension Administration.
There is generally a distinection between sdminigtration of pensicn
funde and sduinistration of the pension plan, Those responaible for
the fund are involved with the purchase, sale, end waintenance of
investment securities; in eddition, e&s the repesitory for funds, the
fund sadoinfistrators sre responsible for the wechanics of disbursement,

Where the plar mnd trust egreement are separaste documents, the powers
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and duties of the fund administrators are covered in the trust
agreewent, The gdminist{ration of the plan is responsible for
determining when emwployees hove fulfilled eligibility, vhat amount of
benefits is paysble, how various provieions shall be interpreted as
they relate to sapecific situstions, and of course, providing adequate
records. These fun¢tions will be perforumed by soweone other than tha
funding wediuw no wptter what kind of plan is used. Yhe powers and
dutlea of this group are either sdministrative or discretionary,
perhaps even quasi-judicial in those cases where the findings of the
pension board are stated to be conclusive in the pension sgreement.

Geperally, tbe aduinistrative chores are performed by company
pergonnel on company time, The judgment required vhen applying the
DPlan to particular situations ss they arise reguires direct attention
by the ewployer, by an sduinistrative committee or Ly an sadministre-
tive trustee. Presumably, an empioyer could aduinister and inteipret
the coumpany plan without discriwinaticn, snd often such 3s the case;
but there are times vhen the employer, as an adminfetiretor, uight face
a conflict of interest with the employer, as the entrepreneur.
Conpequently, the preferred wethod for most negotlated plans s to
delegnte reaponsibility for funds to a corporate trustee snd adminis-
trative mattere to » committee or other trustee., The latter refers to
individual trustees, rather than corporste ones, and is essentially a
committee system, The powers of each group are defined in each
particular case by the decuments giving rise to the pension systenm,
and it is not necessary to review the infinite variety of forms which

these can take,
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What is ilmportant are the attitudes end motivetions which will
influence the individual exployer as he sdministers the plan or will
determine the poaiticon vhich each mamher of the committee will try to
protact or advance as the commitvtee declision process shapes its
Tulings. 8owe of the variables ur‘motivation and attitudes which

might be encountered are explored below,

2. Attitudes of Management.
Buginess evenis and decleicns as drastic as those related to failure,
liguidation, or migratlion are the direct concern of a buslness owner
or board of dlrectors. A decision to terminste = penslon plan Lls &
policy matter deglded by the top busipveps manager. Except where
company officers have 8 substantial penslion interest involved, however,
the terwinsticn of a pension is & relatively unimportant consideiation
vhan the businasg faces the dlsaster of failure,rthe dllemms of
ligquidation, or the confusion of & mejor change of location, When =
pension plan explicitly states that all contributions are to be for the
benefit of the employeen; the profit motivation for extensive wenage=-
wmant concern 1u‘1acking. If there is = union to repressnt the interest
of the employeec, management generslly is content ta delegate allocstion
and teruinstion éf pension furnds to unlon officisls. Often wmepagement
will pernit smendments of the basic plan 1ﬁ regard to settlement
festures, feeling that the peosion fund is a windfall which the union
representativens may d4latribute es they consider appropriste. The
degree of meanagement concern will very toc the extent that they expeet

the future will require them to meintain good relations with coumunity
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or labor orgenlzations,

More racantly, wany companies terminating a pension plan have
shown much greater concern, motivetsd by their own interest, as pension
termination can indirect)ly affect business profita, For exsmple, meny
firms which bordar on Tailure or face reorganiration msy have the
opportunity to sell cut or merge with s larger, more successful,
organization, The wmanner in which a pension plan is terminated may
influence the sale price realiszed., If the wesker firg encourages a
certain smount of sttrition smong non~vested employees the funding
ratio will rise. Bhould it rise to a point significantly above the
finanoial strength of the plan in existence with the firm into which
the first shall werge, the second firw san reduce its future funding
obligations by integrsting pensicn plans following cerger, and then
reducing exploywent lavels among the non-vested employcez a5 necessary.
A wel) funlled pension may mean past earnings are undzrstatad and
merger values based oz capitylized earning must be sadjusted or vill be
distorted.

On ‘the other hand, where an older family concern was ligquidated
because of ecchonlc obsolescence or fallure to provide continuity of
compatent menagement, more percsonal ties between long term employees
and retiring management may motivate supplemantary contributions, or
at lesst careful execution of a mnde of termination most favorsble to
each smployes. In the past fev ysars the phenomanon of plact
nigration from ope industrial sres to snother has alerted management to
the values of a penslon termination settlement in esasing the way for

transfer of coupany operations. A nagotiated pension settlement may
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inglude sgpeciel additional contributions hy the firm to assure peneion
benelite to certain clasaes of employeea or to provide supplementary
unemployment payrents to others, Buch largesse can be ussd %o
extinguish seniority privileges of terminatad employees or to encourage
exployee cooperation until the finsl plant cloeing, Bince s decision
to liquidate or uigrate is willful snd decided on & dollsr snd cent
baglis, despite full knowledge of the hardships resulting from unemploye
went and attendant economic dislocation, management in thege
sltusticns may be sensitive to a nead to mssumge the injury with soume
kind of wmopeiary settlement. Where a pension plan does not contain
sufficlent funds to purchase deferred annulties of significant amount,
there is an inclination to subvert the pension objectives of the plan
by permitting s terminsl cash diitribution. In the uinds of the
recipients, & cash pension bencrit will probably not be distinguished
froum severance pay, FPrivate pension expectations, bowever, are
thereby foreclosed,

Perhaps the worst situation is that of the individum]l trusteed
plan covering all esoployees of the small firm. Here it is conceivable
that a gradual reduction in the work force, s reduction which
paralieled the general busineas situsmtion, would permit the employer
to convert a partislly funded plan t¢o the benefit of a few insiders
remaining on the date of its actual teruination, Even wvhers nansge=
mwent wag not covered by tha pension plan, if stirition among non=-
vested participants were sufficient, survivors could be paid theilr
deferred benefitm in full while & substantial actuarial error could be

refunded to the firm, Were the termination accouwplished merely by
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guspending contributions for three years, it 1s possible that the
terminal distribution could vielate the limitations of IRS Mimeo STL7
snd be protected from tax suit by the Statute of Limitations, While
there has been no court test of such e situstion, there are tax
peaple who feel such situations will oecur, but infrequently, since
individually trusteed plans represent such a small propertion of all

pension plans in force,

3. Attitudes of Labor,
The bssic mttitude of labor representatives must, by the very nature
of the circumstences which aurfound pansien {erpinstien, be defensive,
Ligquidation or nmigration of a plant way meen dispersior of the very
labor group which created a position for the labor representetive.
The dtslocation and economic hardshif of large scale unemployment
cracks {be unity of the union organizaticn and way shift the thinking
of the union representative to ﬁhe imnediste money problems of hie
constituents, rather then leng terﬁ retirenent needs, This of course
creates =n aéditional bias for the conversion of pension assets to
immediate cash rescurces for the unemployed, ' On the local level, each
experience with a terminstion situstion shapes futuré bargeining
demands on nmatters such as early retirement, vesting, severance
settlement, and 4istribution priority clsuses.

On the netioral level, several unions have full time pension
staffs whose experienée is aveilable to locel AFL-CIO Unions involved
in a pereion termination situation; Not only can the experiise of the

cpeclalist luprove & terminetlon settlement, but the objectivity of e
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union representative who is one lt&p removed frow the heartache snd
econoumic disaster of a local plant closing caﬁ be a valusble
atabilizing influence on labor relations during shutdown, As will be
ghown in later chapters, these staffs can aggressively nepoctiate &
pension settlement which meximiges benefits for the affected pension
participents because of = superior bargaining posSition with both the
employers and the insurance or trust coupanies. In cases of business
fallure sowe national union prertﬂ feel that a form of gusranty
institution may be feasible to insure certain miniwmum benefits and
this idea will be explored s little further in Chapter VIII.

In the case of business migretion, it is national unien policy
to press for all kinds of reforms in areas like senlority, unemploy-
ment insurance, organization of unorganiged lsbor areas to convert
the socim)l cowts of such movex to actuml cost for the employer. By
increanrin~ the capitel cost of relocation; the sévanteges of mﬁving
from one employment area to another are reduced, the economic friction
of such moves increased, and the flow of jobl to ather enploymeﬁt
areas is checked. As to the individual worker, his sttitude will vary
with his age and 1ife service. Thc‘oldont vorker will look toward
early retirement and a temporary supplement pending eligibility for
social security a8 m shield aguinat the rebuffs and discriminations
which meet his efforts to find reemployment in his late fifties. The
younger worker may have as many years of service as his older, dis-
charged compatriot and wmay wonder why his deferred interest is reduced
to favor the older worker, Those without vested interest may not feel

the loes of pension income quite 86 gtrongly and may prefer casah
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settlement to provide a cushion for the family during e period of

relocation,

k., Attitudes of Insurance and Trust Compenies.
The insurance company tends o find nueh of Its business with the
sualler firwm, and consequently, expects a higher rate of eppointment
termination than does the corporate trustce. Removed from asdministra-
tive problews, the insurance company is influenced more by the
ageregete dollsr woluwes involved in termination &nd by the number of
small, irdividual policy insured plans. Liquidstion of inwvcstments or
fssuance of a large number of {ndividual contracts of swall value
create operating expenses which can affect the cowpany capacity to
pay dividends to policy holders or stockholders. Moreover, the
continuing skirmish between the insursnce medie and the corporate
trustee creates a ecertain inflexibility of mind and cortract vhen
dealing with terwmipation situations, particularly ino regard to lump sum
distribution panclties as developed 4n Chapter V., One slsc gains the
impression that the actuariesl formule of annuity rate making are not so
complex that they csnnot sllow for a profit wmargin reflecting what the
traffic will bear. The corporate trustee of pension funds can be
untouchad by the administrative quandries of a pegotisted termination,
It need only protect itself against clerical errors and unvitting
violatione of tax law. Its bari~ attitudes could be characterized as
detachment end preselection of clients to reduce the frequency of

termination.
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Y. The Role of Biate and Federal Disclosure Act in Teraination

The Federal Disclosure Act is predicated on a belief that the
indlvidual party at interest can protect those interests in the courts
if be has sufficlent financial and actuarlal detaill for the plan in
which he has an interest. At best, federal officials hear of the
termination and ite sccounting when the distribution is paat history,
and it has been shown in Chapter XI thst little specific termination
information is sought or supplied. &tate pension fund reporting and
suditing requirements maintain inveatment and saccounting standards but
seldon affect terumination settlement allocations. On occasion, &
state officiel way use the "arrogance of position™ to influence a
pension termination settlement wbere he has 1little legal recourse to
affect its outcome. LCuch power as siate pension supervisors may bave
is the pover to enjoin or prosecute acta vhich are unlawful under their
enablin~ legislation. They have no powér to force terﬁination,
wonitor distribution, or interfere with provisions of the pension
plan, Therefore, the basic position of the state pension fund
supervisor is that of a corner policenan who cannot intaerfere in a
Taully argument until there is danger that someone ﬁill be physically

injured,

F. Buuwrsry and Conclusions

The inconsistent relationship between the populer concept of
wages and the rights inherent therein snd ¢ourt interpretations of
penaion interest concepts are magnified by typical sttitudes of the

nertlies of interest, Certsinly the tax lsv saffects the amount and



canner of diatribution, but perhsps nothing is smo important to

cantrel a2 termination as aggresaive interest in the tormination by

the bepneficlaries. The conditions described in Chapters III snd IV

might be sumarized and lead to the following corelusions:

1.

2.

3.

5

Nobody but the pension beneficiary and hias raprosentatives
are greatly sotiveted 1o effect eguitable ternisation of
the pension plan should 4t be necessary to do so, Manage-
ves¥ generally sees termination as a peripheral conseguence
of greater econoumic difficulties or conversely, in the case
of smaller business situations, as a scurce of cash
recovery to provide salvages frow a busineas reversal.

In event of the latter, provisions necessary to meet
Interna) Revenus Service requirements sre intended to
control the abuse of termination as a wesns of converting
company income to capital galn via an eventusl refumd to
the company or lump-sum distribution to the owner-
participant. IRS rules may favor pension beneficlaries
indirectly, but besically are intended to limit the
diveraion of taxsble income to pensicn purposss in order to
maintain tax receipts, Restrictions which retard funding
obviously affect participants sdversely,

Corporate trustees have generally svolded teruination
issues by restricting their functions to investment and
the mechanics of distridution, Thosa banks which assunc
other administrative functions are more intarested
privarily in terminstion provisions to aveld lisblility for
sdniniwtrative error.

Ipsurance coupany termination wmethods are most thorough but
are most inflexible. Both individual end group plans
contein termination provisions with valusble procedures
applicable to all pansion termingtion provisions, Recently
changes in sccounting practices for sduinistretive expense
snd for the new money wethod of funding have sdvanced
insured plan terminstion techniques and will be discussed
in Chapter V. With these exceptions, typical pension
teruination clauses are indefinite as to procedure and
incomplete in establishing the powers of terminal sdminig-
trators.

Regulatory sgenciea are virtually powerlieas to arrange a
pentsion termination or police its aduministiration unless
injury to one of the parties involved has already occurred
or ia lmninent,
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Toz blas of ectwariel vork is basicelly wuard gaidelinas
for rinencing contributione of s continuing plan, rather
than toward liquidating values end liabilities. The welgot
pleced cn pest service funding to be ermertized over long
periods of time creates a ¢onflict between those wost
interested in post service credits end thove who are
expected to forego esrnsd benefita to fund the long
scrvice benefite,

Theca conflicting ellocations of funds can cregte politicel
problexs within grcups such s8 unions, or salaried
participents, Points st fsoue gre the result of ingulfi.
cient prepsretion of pensicn righte when the defunct plsn
vas negotiated, Etardard priority clsuses at the cuteset
vould elimingte disse: sior within ranks and some unions
have introduced technical i{mprovements for determining
equitable shares for those within a glven class.

Adequate funding is s prerequisite of sdeguate scttlement,
but pensior teruination probvlems arise where funds are
scarce relative to claius. Return of cash to individuszle
for cocpurable efforts is distorted by the insursice
functionr of & pension plen which poole resources to meet
first needs first, such ss giving preference to the
eléerly as a social objective wvalued above individugl

property rights,

Toerefore 1t follovs that equitable dissolution of the
peneion agreement deperds on the power of the perticipants,
Ultiwately their righte depend on success in reducing the
range of corntingenciee whick they fuce by masens of
bergaining pover snd wore euforceable contracts.

In viev of the courtz® reliance upon the terms of the
contrsct, the first requisite for safeguarding the pension
expectations of each worker is explicit preperation of the
pension contrect for the contingencies of the complete or
the partial termination of the plan in circumstences beyond
the control of the employse,

& pumber of devices for easing secondary terminaticn
problecs mey be depirable and will receive further discus-
sion leter in the study, BStaaderd peansion ternination
clsuses can be vade qveiladle, To alleviste the problen of
locating pension perticipante, a registry agency hac been
suggeated to record individuml accunulated pension rights,
To offset total pension expectancy losses, a gusrantor nas
becr proposed to insure againgst loss of minitum coversge
due to fallure of peueion funde or sponsor,
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In presenting a survey of law, tax, and aduinistrative detail
at some length and detail, a verlety of criticel commentes were
presented which neced not be repeated here. Instead, the next three
chaptere will reviev various case situatione ip which e wmajority of
the factors surveyed here will play a part. PFPurther comment is

deferred to the final chapter on recomwendations end conclusions,



CBAPTER V

CABE ILLUBTRATION OF FACTORS PERTINENT TO

TERMINKATICN OF INSURED PENSION PLAKE

L. Objectives of Chapter

The next three chapters recount the adventures and
wisadventurce of various peusion plan terminstions, using the narra-
tive as o vehicla for comment and ceriticism of common teruination
practices for insured plans, trusteed plans, and partlally terwinated
plans of each type, Chapter V is resiricted to the insured plan,
including individusl policy, group permanent, single premium
deferred, and depcsit administration forms. The true identity of each
situvation hag been disgulsed in accord with the wisghes of the sources,
The detall furnished has been edited to bear on the principal problems
under discussion and to avold repetition., Where appropriste, each
case is concluded with an appraisal of the problem and possible
solutions now in vogue. The final section of the chapiter attempts to
supmarige common, unresclved problem arezg encountered in termipating
an insured pension plan, suggesting ways and weans to their solution
or alleviation. The topics discussed are nct necessarily the only
problems to be found, but rather represent the iszues raised by the

collection of case materigls which were availahle.

B. A Typical Distributlion of Individusl Policies

Thieg firat case ia of value privarily because the ease and
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eimplicity of ites termipastion will serve 23 & constant reminder that
pension teruination need not be & protracted, complex procedure, that
all terwinations are not grist for those vho wish to discuas probleus
and issues of great moment, and thet terminstion can be a matter of

bookKkeeping and not social policy making.

CASE #1)

Facte: A loug eswsblished candy compeny sold ite essets and
customer lisis to & larger firm, which then closed and liquidated the
older manufacturing facilities. Two hundred and ninety people hsd
been euployed, of whom 8y were eligible for the employee's rctirement
fund. The plen, as begun Iln 1945 and modified over the uext 12 years,
was supporied eutirely by company contributions. It consisted of a
penéion truai menaged by & Joint managewment-labor sduinistrative
board, which used company contributions to the fund to pay premiums
on individual retirement income contracts for each employee, Tae
benefits were vested fully either at time of retirecuernt or terminstion
of employmeit with the company, #o that despite a gradual reduction in
the work force during the year prior to actusl terminatlon, each
eligible eaployee received his contract as a terminating liquidation
from the trust. When the plan was finally closed, 70 participants
shared a pension trust worts $107,374, which vas distributed
according to the schedules in Tablee 1 and 2. IYu this particular case

the annual statcuweats of the trust recognized cash values in the

individual retirement income policles at full value.l The Aifference

1as polated out in Chspter ITI, it is often the practice of
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between book value of assets at the end of the year in Itew ik and in
thz? summary of operation equals the value of terminal distributions to
17 employees who left the firm before the plan was terminated. Tae
average amount of theae distributions was quite small, ms the lay-off
preceding finel shutdown sffected firet the younger ewployees with the
smellest financlial Interest in the plan,

Adequate notificastion of lmpending terminstion for employees and
trust officiaels was no problem. Since company officers, ss well as
salaried ewployees, were eligible for coverage and participeted on the
truatee and advisory committees of the fund, preparstions for
termination paralleled organization to dissolve the buslness.2 Ouly
two board meetings were necessary to terminate the trust., The firet
passed the repolution to initiete termination proceedings. The second
and finsl wmeeting (7 weeks later) of the trustee board approved final
accounting procedures and reeclved to terminste the fund and discharge
the Board, The final resolution wes alsc careful to sssign the closed
account booke of the trust to the'lecretary of the company by neme 80
that ite financial bistory vould not be lost in event of suit., While
such ai sesignment seems elementery, yet many terminating plans make

no provieion for preserving such records for at least & fev years to

insured plans not to require the insurance company to record annuel
incrementa to cash values of annuity policies to avold accounting
expense of the insurer. In event of termination, & specisl asccounting
is necessary to determine individual ennuity values sccumulated cash
values,

214 teny negotiated plensz teruinal sdminlstration and distribu-
ition le complicated because wausgewent has no financial interest in
hourly wage persion plans, but may feel it expedient to keep coumpany
plan at secrect az possible.
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vivimize the dilewma of & pocacible need for records when the trustecs
ere dlspersed, trust funds are liquideted and the original euployer 1s
disgolved and past history, To further reduce the possidllity of an
unéiscovered error in the dlstribution; which might be dlacovered after
trugtees and trust fund were no longer In existence, the secretary had
carefully cross checked the smounts credited to eech participant, a
process which appeared in the minutes of the finel wmeeilng as followa:
The Secretary reported that he had reviewved the Trustee's fins)
report, and that the ampunte appearing to the credlt to each
participant’s account appeared proper., He also reported that he
had inspected signed receipts from esch of the participanta,
acknowledging receipt of his (her) insurance policy as well as the
recelpt of the smount of cash shown as payable in the Trustee'sa
final report, and that he hsed also inspected and compared with the
recelpis the related cancelled checks returned by the bani,
Conclusicns: Full vesting and the explicit provision of the
trust for termination left little room for Aifficuliiy, The care of
the individual trustee in the finsd sceounting is to be noted because
if there 1s an inadvertent error which comes to light after the plan
and the euployer nc longer exist as legal entities, there are fevw
avenues of redresa, Trustees' bonda do not insure agwinst clerical
error snd the liability of the pension sponsor 1s limited to his
contributions %0 the plan. Not all terminatione, of even the smaller

company, proceed sc expeditiously.

€. The Application of I, R, B, Mimeo 5717

Bince there is mome evidence that the wmajority of pension
teruinations8 occur in the first seven years of the plan, the restric-

tlons on distribution of pension assets imposed by Mimeo 5717 can be
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cxpected to modify terminetion results frequently,

CASE\fE

Facta: For example, cogaider a #mall van and warehouse company
with 27 employees, vhich found thet it could not afford a luxurious
pension plan utilizing s trust to purchase and to hold retirement
income policies for seven eligible salaried employees, The plan was
terminated after the automatic premium loan feature of the retirement
inecoue contract had been used to uaintain polieles in foree for two of
the plan's Beven years; in effect these yerrs illustrate g2 suspenslion
which lesds to full teruinetion as envisioned by the tax code, ¥rom
corregspondence 1t would appear the reason for terninstion lay ir over-
selling by an insurance company of a retirement incoume program., The
employer soon discovered it could-ﬁot support both a subgtential salary
scale for its owner officers and g retirewment income plan &s we}l. The
plan wes originslly intended to eerve the two brothers who owned the
business and five salaried perscnnel, two of whom were no longer in the
erploy of the cowmpany at terminatlon of the plan snd so were not
eligible to phere in the terminal distribution,

£imllar in most respects to the previous case, termination
required no forwal annsunceuent when this course of setion was declded
on by the management, %The governing termination prevision provided by
the pension agreement and trust document appears in Table 27; it is
cignificent that no refercnce is madc to the reetrictions of the Tax
Code as 1o geperally required in this sectlon of the plaen document.

Table 28 provides a sumnary of values credited to each eliglble
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TABLE 27

TERMINATION PROVISION FOR VAN AND WAREHOUSE COMPANY

XVil. The Company resarves to itself the right, through action
by its Board of Directors, to terminate this Plan snd Trust, vwhich
terninastion shall become effective upon filing with the Committee and
the Trustee of written notice of ita election to terminate.

XVI:2. The Company reserves the right, through action of 1ts
Board of Directors, to amend this Plan and Trust without the Conament
of any participant or death beneficiary; provided, however, that no
apendment to this Plan and Trust shall deprive any Participant or death
bepeficiary of any vested eguitable interest berein por shall such
anendment increase the duties and obligations of the Trustee hereunder
except with its consent.

XVI:3. This Plan and Trust is created with the intent and
purpose that it shall quulify a2 a Pension Trust within the terme and
conditions of SBection 165 of the Internal Revenue Code and
contrivutions Shereunder shall come within the terms of Bection 23 (y)
of tha Internal Revenue Code. The Company, therefore, reserves to
itself through action of its Board of Directors the right to amend
this Plan sand Trust in such manner as may be necessary or sdvisable so
that said Plan and Trust may qualify and continue to qualify under the
provisions ¢f said Internsl Revenue Code &8s are nov in force and ae may
hereafter be changed or amended, or under sny other related provision
or provisions of sald Code,

XvIth, In the event of termination of the Plan snd Trust, the
Trustee shall pay, assign, transfer and set over to each then living
Participant any contribution for such Participent not pald over to an
Jusurer any contracts then held on his life if permitted by the
insurer end shall dispose of any funde then held as provided in
Article XIIJ, In the event the rules of the Insurer prohibit the
transfer of any contract, the Trustee shall surrender such contract to
the Insurer for its cash value and pay such cash value to the
Participant.




TABLE 28

WAREHOUBE COMPANY (3-~1-60) PEMSION TRUBT DATA
(Effective Date:r 12-21-5h)

Partic- Raferw. b
ipant Officer Stock Born ence® 1954 1955 1956 1957 1958 Totals
A Yeo 50% 1897 (=) $1%5,000.00 $20,000.00 $20,000.00 $20,000.00 $ 9,000,00 $8k,000.00
%b; 5,387.75  T,060.%9  6,910.17  §,876.59  6,917.11  33,152.00
(] Xone -
B Yas 506 1901 (w) 15,000,00 20,000.00 20,000.00 20,000.00 20,000.00 95,000.00
?o; 3,509,50  h,B879.37  k,758.20  h,729.69  h,ThO.9h  22,626.00
(d] Rone ————
¢ ¥o None 1925 (a) %,100,00 5,964,60 Discharged for Cause:
(n) 286 .43 253.58 no vemting; mee footnote ¢ below
(c) None -
D Yo None 1922 ia) 2,990.80  3,%43.80 3,072.56  3,hl1.b6  3,52h.50 16,kk2.00
(b; 2k3.45 259.35 256.15 2h5.00 258,95  1,271.00
e Kone L
E N Nore 1902 (a) 3,900.00  h,365.00  5,400.00 400,00 %0000 20,269.00
° ° o) "G12.52  507.90  50k.00  50k.90 506,70  2,587.00
(c) wme—
P No None 1513 g-) 6,500.00  T,150.00  7,300.00  T7,573.50  6,860.00 35,383.00
b) 659.47 620,25 613.65 609, 55 617.12 3,150.00
() Rone ~——
.| 1920 Not eligible 7,150.00  6,825,00 Quit; no
¢ 1o one 7 %‘Eg e ’57'0.21&- ’506.711 vast;.ng;
(c) None see footnote d

n
A(s) Non-deferred compensation,(b) Annual premium or retiremsnt income contract,(c) Buployee contribution N
lan instituted 12/21/5h
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participant during the life of the plsn. As wight be expected, the
cash value of the retirement income policy purcnased for A, toe oldest
brother, was highest, amounting to $26,625.60 as of terminatiou,
antiecipating a more imnminent retirement. The terminal distribution
plan put forwerd to request approvel of the termination from tiae
Interousl Revenue district office expected to distribute full {ndividusl
sccount velues to each of the five perticipants. Approvel was not
forthcoming, for the distribution plan was not in accord with
Mimeo 5717, which weas pertinent for s plao only seven yesrs old. As
described in Chapter IV,this ruling established tne total value of
terminal bepefits could ot exceed the grester amount of $20,000.00, or
20% of the employee's average compensation multiplied by the nuxber of
years for which current costs of the plan were met. The average
annual, non-deferred compensation for brother A for six years, from
195k to 1952, wae $14,250, and 204 of thie amount for five years, the
five yesrs in which full curreat costs were met frow 1954 to 1958, was
also $14,250, The mpplicable 1liwit was therefore $20,000 and eo it vas
necessary. that A forfeit $6,625.60 for distribution among the other
four remalring participants. &ince the second brother was entitled to
policy cash value approaching the $20,000,00 )imit, the balence of the
forfeiture was distributed in proportioen to the total amount of non-
deferred cowpensation received by the remaining three employees over
the period of the plen's existence., The fipal distribution plan is
summarized in Table 2G; the two brothers retalned their contracts
while the other three employees chose u cesh distribution,

As mentioned before, the originsl plan, vhen 1t was submitted



TABLE 29

FINAL TERMINATION DISTRIBUTION OF WAREHOUSE COMPANY PENSION TRUST
AFTER ADJUSTMENT FOR IRS STA7

Total Non-deferred Retio of Adjusted
Compensation Policy Value wt Adjusted Amount Amount to
Name 195k thru 1959 Plan's Termination Adjustment Distributable (ompensation
A $ 85,500.00 $ 26,625.60 ($6,625.60) $20,000,00 23.4%
B 113,000,00 18,389.0h 1,610.96 20,000,00 iT7.7
F 43,083,50 . 2,639.30 2,%70,21 5,109.51 11.9
E 24,450.00 2,248,98 1,%02,09 3,651.07 14.9
D 19,926.62 1,560.,15 . 1,142.34 2,702.h9 13.6
Totals $ 285,960.12 $ s51,k53.07 $6,625.60 $51,k463.07 18.0%

€22
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for tex approval in ecrly 1954, made ns proviesion for i restrictions
of lMlmeo 5717, and it was necessury to awend tiue plan to achieve
initial qualification. Tac suwendmeat, attached to toe cnd of the
pecasion ccntrast, was never integrated with the other terainotiou
provislon., Upon termination, the same attorney then disregarded these
provisions vacn forwerdiug toe original terwination plan to tae I.R.S.
for qualificetion aud preeervation of tgx exemptlon. Tae rapl, from
tn> I.R.B., seven weeks later, wss eitreusly well detailed, clearly
rtated the requirenunts of the Code, aznd also proposed a svlutiorn that
wvould Quelify tae teruminstion, Tae I.L,8, letter referiad to ibe
correspondence with the attorney which had take: place wlien the plan
was first originated and which concernsd the ocuission of & plan
provielon waxing termination benefits compatible with Miweo 5717. This
correspondence is significsnt Lecause it weans that the sttorney should
have been awarce of ihe problem 1u regard Lo this speclific plan before
requesting epprovsal of tne teruination, & condition which luplies an
unqualified form of terminal distribution was proposed because it vac
bhoped that the I.K.8. would overlcol the deviation.

The attitude that I.R,B, techniciens might not discover samall
deviatious from the lev was far frou uucouzmon suong professionala and
etuployz:rs interviewed for tuils Etudy. Beversl other cascs vill be
poted in this scction where an ettitude of hostility to the reguire-
ments of penslon tax lev achieved nothing Lut sdditiorsl paper woro for
all cooncerned snd prolongad the termination procece. Whether this
attitude reflccots an entreprencuriel or leggl state of rind ie unkuowrn,

but it seena a wost expensive indulgence. Approval of a terminetion
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involving five people regquired en elapaed tlme of four monthas, although
the intent of the lav was c¢lear and explicitly stated in the pension
plan i1tself. It would seem a hasic assumption for those involved in a
pension termination should be that a Felderal tax technician can do and
will do a thoroughly coupetent job of judging the termination proposal
in light of the law, It follows that the pension professional, to give
service to hilp client equal to value received, should apply the law ard

the provisionc of the plan vith equal attention to detail.

D. Discrimination Where 5717 Does Not Apply

The definition of a discriminatory pension plan is far wmore
difficult to epply wben the plan is terminsted 120 months after 1ta
last amending requiring I.R.8. approval end Mimeo $T17 no longer has

spplication.

CAGE

Facts: One illustration of a qualified pension terminetion
which seemed to have discriminatory cvertonee to any hut s tex
technicisn concerns s family-operated, wholesale specialty house. The
businese vas acld, precipitating ligquidation of the employee trusteed
pension fund., 4 split fund plen reguiring one year employment for
eligibility mnd tvo yeers of participstion before vesting, the plun
made termination dietributiones to 18 of 45 employees. The exact
suount of distributien wae not determined by formula, but through a
discretienary pension committee which represented wmanapement. The

investment functions were delegated 1o & corporate trustee, which vas
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nol a bank trustee, but rsther the fimm of an inductrial investment
speclalist., Yhe plan wano a package deaigned and sdministered by =
general 1ifc insurence apent for a large national 1life insurance
carrier. The entire program was subject to modifisation and revace-
tion nt the action of the cowpany board of directors. The distribue
tion of thz investment side furd and the cash value of ilnsurance
policles distributed to their ownera s presented in Table 30. More
than 50% of the $153,25%9 went to the president of the firm, and more
than T0% of the zusscts went to members of the family. The three
largest distributione were mede to the threc men on the pension
committee who were alao the three princlpsl officers of the firm.
Conclusions; The disclosure records avellable on this case
contained no ansvers to the apecific question of the dante on which the
original plen was esteblished and qualified, SBince 20% of the
reported gelery for the presldent of the firm the year of distribution
vas $2,800, one musi presumc the plen vas in effect for more than ten
years and hence, not subject to Mimeo 5717, which would have limited
e qualified dimtribution to $28,000 at best. The impact of Mimeo 5717
or the adequacy of funding will be further demenstrated when discussing
geveral trustee plens irn Chapter V vhere the application of this fule
to some of the participants mesnt recovery in excess of 100% for
others, who wight otherwvise have re.aived orly & pro~rata share of

thelr pension expectations.

E. The Mode of Termination Distribution

Eince 1957, thc changling purchasing policles of wsjor auto
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TABLE 30

TERMINAL DISTRIBUTION OF DEPOSIT ADMIRISTRATION FUND

Wheolenele Specislty House

Cash Payments Cash Value
Conversion of Policies
Participants Contribution Distributed Total
Distributions
(1-25-60)
A $ 79,026.97 0
B 24,T716.64 0
Dividend
sccumlations 2.&36.3&
$ 30,152.95
Distributions
(2-25-60)
c 2,939.73 2,24k1,25 5,180,98
D 660,11 365.38 1,025,459
E 781,19 249,75 1,030,954
F €56.59 190.34 846,93
G k76.13 258.19 T34.32
it 2,%35.88 1,579.02 4,014,990
I 185.77 185.77
J 1,822.62 1,402.85 3,225.k7
K 5,541,T5 1,k02,.54 6,544 ,23
L 115.58 119.58
M 4,117.80 3,142.13 T1,259.93
N 1,602.10 960.43 2,562.53
V] 213. 74 10.61 230.35
P 283.42 27.76 311.18
Q 2,337.63 1,457.20 3,794.83
R 2,T13.79 2,057.59 k,71.38
8 224,88 224.88
by 615.44 615.44
Total 2-25-60 $27,734.15 $15,345.04 $43,079.19




wsnufacturers have adversely affected the voluwe of auto parts
menufacturers: a reduced demand for items produced by independent

contractore was accelerated by e fall in the demand for nev mutos,

CASE #b

Facts: In 1958 one auto parts manufacturer, employing 850
persons, found thet the ennual pension contribution for the salariles
peraonnel plan pushed the company into a defiecit. The salaried pen-
sion plan was ended hut the trust continued. As part of the company
reorganization and adjustment to nev morket conditions, it was able to
merge its technical perpenne) into mnother firm, but by 1962 its msjor
production facility had been closed, and both the aslaried and
negotiated employee pension programs had been terminated,

The l5-yesr old plan for salaried employees involved a trusteed
insurance purchasing program with a small side fund. When the plen
was terminated, the trust vas continued to preotect the employees from
an income tex on their pension interest since there wae no severance
of employment., The employees were given four options for terminal
distribution, but these options were only avallsble shouldé they leave
the compeny or the locale of their preeent employment, Iin aceordance
with rules for dlstribution upon termination in Article XX (2) (b) ms
in Table 31. The four options, as explained to each participant in a
letter from the general insurance agent, appear in Table 32, Kotlce
that the csueea of termination are defined more explicitly than in
the prcvious case. Hovever, the definltion of dissclutlon refers to

"legal™ Alassoluticr of the company, to be distingnished frow
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TABLE 31

ARTICLE XX~-~TERMINATION OF TRUST
{For Balaried Employees)

1. Ceugeg of Terminstion, This trust shall cemse and terminate upon

the happening of any one or more of the following events:

(a) Bankruptey. In the event the Company shall et any time be
adjudicated bankrupt or insolvent,

(b) Dissolution. In the event the Company shall at any time be
dlegally dissolved.

(¢) Merger or Consolidation. In the event the Company shall lose
its corporate existence by merger or consolidation in and with

another coupany, and such other company shall not agree to continue
this Trust vith proper agreemwent with the Trustees.

(d4) Notice From the Company. Thirty days after the receipt by the
Trustee of written notice of teruwination from the Company.

2. Distribution Upon Termination. In the avent this Trust shall

terminate for any of the reasons gset forth in Seection ) of this
Article XX hereof, the Trustees shsll, without regard to the provisions
for vesting ss set forth inm Article XVi

(a) Pay over and aistribute to esch perticipant, his entire
separate share of the General Truat Fund, provided that no pay-
ment shall be wmde prior to January 1, 1955, except in the event
of the death, sickness, disability, or retirement of the partici-
pant, and further provided that after January 1, 1955, payuents to
participants shall be made in approximately equal installments,
over a period of ten (10) years,

(b) Assign to each participant, all contracts issued on his life,
and then held by the Trustees, such assignments to be made under
options or restirictions vhich will prevent the participant, in
the sbsence of his death, retirement, sickness, or dimabllity,
from recelving paywents pursuant to the contracte or the cach
surrender value thereof prior to January 1, 1955, and preventing
paynents after that date, in the absence of one of the contingen-
cles Jjust specified, over = period of less than ten years in
installments which shall be approximately equal each year.
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TABLE 31 (continued)

(c) Gpon the death, retirement, sickness or disability of any
participant, the participant or his beneficiaries may have the
same beneflte &8s though this trust hed not terminated, and the
assignments of any contracts may make provision therefor.

(d) Deliver to the beneficiary of any acntract issued on the life
of a deceased participant, any snd all contracts under which such
beneficiary shall then be entitled to receive the hanefits
thereof under the provisions of such contracts.

When it vas decided to liquidate the side fund in less than
ten years to provide each participant with contracts on his life
according to options offered by the company, 1t was necessary %o smend
Part II of Article XX and create a new article governing the termina-
tion of the trust. The amendment which follows crested full vesting
for purviving participants end still preserved the essential features

of the provisione it supplanteds

In the event this Pension Plan shull teruinste for sny of the
reasons get forth in this Article XX this Trust Agrecmaent shell be
invalidated with the exception of Articles I, II, VIII, IX, XI,
XIII, XIV, XVIII, XIX, XX, XXI, and XXII hereof as awended, which
Articles alone shall henceforth govern the opersation of this
trust. The account of each participant shall wvest in its
entirety and each participant ahall be entitled to exerciese elther
iumediately or at any time in the future sny of the options
offered by the issulng coupany with respect to the insurance
contrectis comprising his sccount in the {rust, provided, however,
that should he elect cash setilement, paywent shall be made at 2
rate not to exceed 20% of his account for emch year that elapses
commencing August 1, 1959, such percentage to be cumulative. The
Trustees shall retain all incidents of cwnerahip in the contracts
until request is made by the participant for transfer to himself
of such ownership. If the Trustees are satisfied that such trans-
fer will be in the best interest of the participant, transfer
gshall be lmmedletely effected by the Trustees upon such reguest,
and the contract shall be restrictively endorsed to give effect to
the provision herein before outlined with respect to cash setile-
ment,
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TABLE 31 (continued)

ARTICLE XXT
TERMINATION OF TRUEST

This Trust shall terminate upon satisfaction of all lisbilities
with respect to the participante hereof. Distribution to each
participant of his separate share in the General Trust Fund and his
insurance contract or contracts shall constitute satisfaction of
all liability hereunder,

(3) Re=numbering Article XXI to read Article XXII.
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Option I.

Option II.

TABLE 32

DISTRIBUTION OPTIONS FOR SALARIED EMPLOYEES

Your contract will be continued on the present besis,
which provides the following:

1,

7.

Annual premium deposit §

of § payable

Insurance in event of death
(or cash value, if greater)

Guaranteed cash value at age 65

Present cash value

Increase in cash value to age 65
Estimeted net premiums to mge 65
Estimeted gain

Gueranteed monthly retirement incouwe

ﬁlﬁ’ﬂﬂ{ﬂ

-

L I

less eatimated dividend

If thie Option is elected, you may subsequently change to
any of the other optiona.

Your contract will be paid up for the following benefits:

1.

Insurance in event of death

{This amount will be increased by any
dividends accumulated to date of death
Guarantecd cash value at age 65

Estimated accumulated dividends to age 65
Estimated total account value at age 65

Guaranteed monthly retirement income at
age 65

Monthly retirement income from estimated
accunulated dividends

Total wmonthly retirement incoume

e

this Optlon is elected, Opiion IV will be avallable at



TARLE 32 (Continued)

any future date and your account value will be higher
than that shown above.

Option III. Under this option you will have & of insurance
protection for the next years. At the end of
thie periocéd your sccount will have a value of $
which would be payable to you in one sum or under any of
the settlement options offered by the Inasurance Company.
If this Option 18 elected, you may subsequently elect to
change to Optlion IV, in which case the account value
will) be somewhat higher than that currently shown.

Option IV, Pregent velue of your account
(including current dividend) $

If you elect to recelive s cash payment commencing
September 1, 1959, you will receive $ each year for
ten years, plus sny interest earned, and the tenth
payment will terminste your interest in the Trust.

If this Option i5 elected, the amount received each yesr
will constitute ordinary income for fax purposes,

NOTE: Dividends sre estimates based on present smcales and are not
guaranteed.
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contraction and liquidation mot affecting the corporate ghell., Tiis
cese is the first vhich supggests that pension plans ghould, but do
not, anticipate radical contraction of employment or operations with a
wore preclse definition of terminetion,

The pension trust in this situetion was paying premlums on T3
“income endowment at 65" contrects at the time of terminstion, of
which 8 were surrendered for cesh st termination. Of the remaining
policies, all of whieh vested at terminstion, 64 were endorsed to
become reduced paid~up endowment at 65, and 3 vere converted to sn
extended term basis as sccunulsted values vwere only sufficient to
preserve the protection feature, In the past three years, 29 of the
paid=up policies heve been surrendered for cash, the predominant
reason being transfer of the policyholder to other operating divieions
of the reorganiged firm., This rather lov lapse rTats for these
tereination policles is the most significant sspect of this termina-
tion.

The preference of participants in a terminating distribution of
a pension plan for cash has loag been the subject of comment.  Many
people feel thet a cash distribution in lieu of s deferred ennuity
defeats the pension objectives of wanagewent and society in favoring
such an allocation of resources. A particuler effort was wmade by the
insurance comwpany to encoursge retenfion; in additior to a personsl
letter of explanstion of the termination and options available to each
participant as a result, a representative of the lpsurance company and
the personnel officer of the firm held a special seminar for the entire

group of employees covered to explain the pension program and its
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values. Desirable as such efforts are, ané rare as they hsve been in
the past, the intended result was forced by other circumstances,

While the plan wes termineted, the trust which held the
policies which vested with denise of the plan was continued until the
last of the participantes wes to enter retirement or ves permitted ic
surrender hies coniract becsuse of 8 chanpge 4n employvment. These
conditions protected the psrticipants who head received a vested termin-
8l interest from {mmediste taxmtion under the theory of constructive
receipt., Tp addition the plan called for payment of lump-sum cash
benefits in 10 annual inetellments, but this provision was amended to
permit the trustees to distridute wmore than $23,000 in five ennual
installiments, a schedule which avoilded a progressive tax levy, yet
expedited trust administration, %The fact that the plan had been in
cperetion for nearly 15 yeers had permitted accumulation of almost onc-
quarter of a million dcllare, a sum rufficient to provide a significant
deferred annuity for al) but a fev recent employees, so that u
deferred annuity hed weaning, The termination tax status of the
individual participants was further compromised by the fmct that most
continued to work for the company so that there was no separation of
gservice which would have gquslified a terminal cash distribution frow
the trust for capital gains treatment,

Conclusions: Thus all of thege factore contributed to a high
retention rate for retirement income insurance contracts, Neverthe~
less, the compony wes concerned with protecting the tax position of
1ts employees and preserving the pension eobjectives with the plan.

For this resscn it took caere to amend the plan and maintain the
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trust, There will be other examples wkere the firw carelessly
pevalized its employecs by creating unnecessary tax burdens siuply due

to the manner in which s pension plan was terminsted.

CASE #5

Facts: This same firu alsoc terminated ivs negotisted pension
plan & little more than two yesrs later, following sharp reductions in
the number of sctive hourly employees, Financing of this program had
regquired full funding of current pension service credits and thirty-
year amortiraticn of past pension credits. Designed on the autoworker
pension patiern, employees with ten yeara of service credits were
eligible for a pension st age 65 or early retirement at age 55, with
benefits vesting after 10 years at age &0, Termination provisicans of
the plan called for paying retiremant bhenefits (as opposed to some
sdditional group insurance benefits) from retirement funds remaining
after expenses with the followving order of priority:

1. Retirement benefits to those over age 65,

2, Retirement benefits to those sge 60-65,

3. Normal retirement benefits to employees 55-60,

k, MNorwmal retirement benefite for those below age 55.
A pension fund of somewhat less than $1 million was sufficient to
provide full benefits for the first class and 90% of accrued pension
credits for the second clmss, but the balance of the employment forece
received nothing, In this plan priority on the besis of age or prior
vesting with a class vas epecifically excluded, a somewhat less

refined priority clause than asppeasrs in other guto plsns, Eligibility
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for 8 pengion required achieverent of senlority under the existing
union contract, which provided that sewlority vould survive up to five
yecars of lay=off,

Conclusions: AB & cbnaequence » 8ll employees in tne laywoff
crew participated in the tervdination distribution ae they wouwld had
they bLeer continuously, actively employed, The velue of this provision
will be highlighted in later cases where employees in s lay-off status
vere arbltrarily "amendedeout=-of" pension expectations, Both pension
plans were terminated because of the change in tihe ecounounlc role of
the firm ibet wes beyond the control of coupeny menagenent to predict
or prevent, BHtill, both plans managed to meet pension liabilities in

pert beceuse there nad been time to uake a serious effori at furding,

F., (asheout of a Swmsll Pension Plan

Noi all Insureance conpany efforts to administer the teraination
of a trusieed pension plan mre handled as expeditiously as the
salarled employees' plan in the prior case. It is to the advantege of
the insurance coupany to euncourage reteniion of individual policles
which might be dlstributed from & irust as well as to hold ithe
administrative work to 8 low-cost uinimum, Reflect on the implications
of a case involving & general contraciing firw which operated through-
out the country wiih & gmell permanent crev of technleal and

supervisory pergonnel..

CASL #6

Facts: When a major contract began to produce substential
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losges, tie Firu decidcd to chiservo cash by terairating a8 pepeion trust
egreement used to purchase retirencat income policies for 27 persons.
Agaregote cash velue of the policies at terminetion wes $35,k90, Tae
ingurance coopany general agent, who had originally eseisted in the
establishment of the progran; ascuned the edoinistrative duties of
terunination, Under the contrector letterhesd® p letter was sent eacn
participant expleining the optiornr and eccount velue open toc the
participant under the terms of the pencior arreewent. The letter
enphasired the eizeble benefitr svellable to the participant 1£ he
abould undertske te pay the prezfvws urtdl hir ratirewer?, ThLe aption
to toke cask iwaedistely wes placed lazt and given little play.
Twenty-four participants elected to cagh-out.

As morpt ewployeer remnined on the Job following terwiration
until the contract was coupleted, election of » policy form of
distribution left in trust pending seprretion frox employuent would
nave reduced the tax paid on the @istritutior. The letter wede no
mantion of the tax angle, and there wes ro opportunity for personal
discussion with the participants as they vere scattered at verious
sltes arcund the country. Yhree poli-ier were retained but amended
to 65 full-peid life insurence contrzets of & reduced amount. A year
later a $5,000 65 full-puzid wer cancelled wher the participant left the

erpley of the firm, Presently, two policies remain in foarce, oce fou

$5,000 and enother for #2,000. In the meantime the insuranuce company
has found the mdministrative service renfered to accomplish termine-

tiou most trying end expencive.
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Insurance company officiale stated in escveral interviewe that
annual premium velues must exceed $25,000 per to offset the cost of
enrollwent and withdraval adwinistration, This agency, hovever,
serviced the small plen without charge to accowmodate the client while
the plan operated normally for there was little to do. With this
precedent the agency fell helr te the edministration of terminstion at
the same rate of compensstion., The contracting firm vas neither
particularly concerned with matters of detall nor overly coopsrative in
the terminstion, The contractor neglected to follow the tax counsel of
the insurer in regard to termination reporting and e&s s result it has
vet to receive complete tax gquelification; litigetion le ifuminent. The
insurance agency evidentlv used the letter of notice of termination to
encourage continued premium payments on an individual basis, thereby
preserving its commigsion basis, Certainly, it had iittle success, and
instesd, has only found itself rexponsidle for the bulk of corres-
pondence related to the tax question of business necessity and perman-
ency which concerns the Revenue Service.

Coneclusiona: The situation raises the queasticn of the wisdom
of leaving sdministrative responsibility with an insurance agent who
profits should the plan grow but who has little incentive for diligeant
administration should the plau terminete, the one point where
bencficiaries of the plan could benefit from astute administration.
Again the srrogance of wansgewent to tax considerations will redound
to its discomfort and cost the insurance company further sums to

provide information as grist for the lawyers' mill. The indifference
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of the contractor tc pension arrangencnis way have also created
additional tax losmes for the psrticipemnte, While the eourts have
established a clear responsibvility for the employer to inforwm pension
plan participants of their rights under a plan accurately, it is not
clear theat the pension aduinistrator hes any responsibility to inform
participsnts on their lndividual tex pronlems. HNeither 1s there anv
obllgation on the part of the company to discourage the universal
preference for cash at teruinstion vo further the soclal desirabllity

of privetely financed annuities.

C. Diviasion of Pension Termination Responsibility

The effect of the attitude of wmanagement toward termination is
further dewonstrated in a case vhere the management of a firm which
was s0ld remained in control of the Pension trust while the manage-
weut of the new controlling intereat atiempted to divert penaion

asceta €0 the indireci benefit of the suwviving fira,

CASE #7
Facts: A wholesale hardvare compeny employing 120 persone
created & pension trust in 1950 to purchase retirement income insura
unce contrects for sll ssleried employees with three yesrs of service,
Participation was voluntery and elected by 92 euployeces who were
required to contribute 2§ of their ualary.3 The employer made

additional eontributions sz required to purchase 8 retirement income

3Exc1uding overtime and bonus,
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contracl for eech employee. Employer contribulions beceue vestied 10%
a yeer efter 10 years of participation, With sirvciurel changes in
the warketing chammels of the principal lines whicih the company
represented, tie compauy encouuntered serlous cperating losegs Ifor
severul years. A fawmily firu for wore thea tharee generations, the
company decided to liquidate only with great relucisnce, In May of
1958 the employees were given Bix weeks notice of business discoutinue
gnce, A few employees were osked to remain with the company sowmewhat
longer to eig io final liquidstion and an ennouncernent to sszleried
employees included the following siatcuents

"Salaried eupioyeee will be assigned full equity in the pension
plan subject to Treasury ruling.”

Al this point an out-of-state buyer offered to buy wll the common and
preferred stock of the company ostensibly to eontinue the business hut
evidently for a tax«loss offset, B8ale of the company waa consummated
at the end of May, xl which time all former officers of the company
resigned as required by the buyer, During the pendency of this offer
the company took no formal steps to modify the pensfion truest becsuse
the mansgement-owners were l=d to believe that the buyer planned to
continune the business in a modified forwm. However, the buyer iomedi.
ately began a rapid liquidation of the entire business, and he
notified the remaining employecs of their termination by the end of
June, By the end of July only six employees, who were also partici-
pants in the pension trust, rewained on the payroll. DBy the end of
Hovember all inventories were liguidated snd sll perticipating

employees had been teroinated.
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The coupany had mmde no contribution to the pension trust after
payment of the annusl policy premium in December of 1957. Thase
preniumes exhausted the cash fund, which was replenished, however, vhen
g number of employees were terminated in the period prior to sale and
their contributions refunded the forfeited balance remaining in the
fund. These forfeitures of about $#23,000, plus sdditional employee
contributions of 2% and policy dividends in December of 1958,
increared the cash wvelue of various retirement policies in force and
represented additione) velues of wore than $224,000,

The ¢rustee of the pension plan was adviesed by counsel that the
fntent of their statewent to saleried erployees regarding inveatment
regquired asmendment of the plan as of May, 1958, so thet esch partici-
pent would be entitled ‘o receive the emount credited to his mecount
end vould not forfeit the compsny contribution under the ten-year
vesting provisiona of the original plan. Pormal consent of the company
wae neceasary to sccomplish thie modification to be followed by
teruinstion of the plen. The nev management 4id not respond to
repeated requests for guch consent uwntil Yebruary of 19%9; then
coupany congent wae obtazined in exchange for a release by the trustees
of both the company end the bduyer for all liability which wight srise
under the plan,

In the interim san additionnl premium on ell poliecies had
become due in Pecember of 1958, Cash funds were insufficlent to pay
the premiums, and in the ebsence of sctusl modification of the

vesting provisions of the original plan there was doubt the trusteas
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nad authority to eontinue prentium payments for & workiorce no longer
erployed. As & result sowe of tne retvirewent policies lepsed, soue
were automsntically converted o paid up insursnce, end others becawme
subject to m premivm loan against c¢asn value, These gontrgcis fell
into three clssses; retireuvent annuity policles with cash valuec in
excegs of premium due, those with insufficlent cash value, and a few
optional annuity contracts which were not eligible for prenium loans
or conversion. In addition to the insurance policy, there was a cash
fund for which no distribution formula was available., This aituation
ralses g general quastion not only of trustee powers to invade loan
vnlues of insured contracts but alsao of employer limbility for service
time following payment of a period prenium due date. Presumably a
contribution toe the trust for paywent of retirement income policy
preniums represents racognition of a yeert's service up to the dmte of
the contribution while the insurance policy remains in farce aver the
following period ef employee service, It could be argued that the
euployer's abligation to pay future premiuma existe until specific
anncuncemant ia wede Ghat contributions are to be suspended or
terminated. Before such annouucewent, tnticipation of the continuance
of the retirement incowe paliecy program represented part of the
congiderstion of the ermploywment and hence & pro-rata share of the
annual prewiun repregents ano scerued liability of the employer. Such
a provision would encoursge the company %o announce suspension of
contribution sufficiently early to permit eonsidered thought on the
advantages of terminating the plan or utilizing the expensive auto-

nugtle loan privilege,



Toe delay in teruinution far boyond the tiue necessary to
cococomplish tre pension amcndment and distribution led the peasion
trustees to believe taat the buyer was considering hou the pension
ssccte ic excess of egployer contributions wlight Ye sided to those of
e peneion ple:: operated by the buysr for employees cf hie OWhL COITpOTEB=
ticne Alarued tlat the prouloe of e Aeposed smiapunt would nof be
honored, theo trustecs petitinned the finte Ingurei~r Cotuteslioper fur
aggistance. The Corzignisner wae aoblim:d &4 poial ot that hin powere
vere injuictive and intended 1o prevent wwlewfal ectis.  &ilunee o
unlawful moaves were evidencod by the new bygmr, the Binte won porwem.
lese to mpet. Nevevihelepe, the state @10 indica‘c Its interent in Wk
fate of the ponnion plan by directing severgl letters of Inguliry on
the progress of torminstiorn to the new Luye:r.

The authority of the state to interfere in the matter wne sum-
warized as follous by s steff venber in an intin-offlce tevo to the
Comlesione>:

A has dons rothing {llegel thus fer, All be hes done I1s to sit on
the proposed plan of teruipstion. If A yefused to termingte the
truat end wede o wove to complete dissolution of B, 1t would
become incumbent on the trustees. If A undertock to do this with
new trustees, we atill could not object since thiv would be 1o
accordance vith trust previsions and not umlawful under our act.
The only thing we wight complain about is the deley ic peying off
euployees but I hesitate tc push this too herd since this would
force the trustees to take the position of paying out only the
vegiad amounts under the seversnce provisicn and that would be
inconsistent vith their efforts to have A consent to a cocplete
lﬂyoutc

We have po guthoritr to o te couvrt to foree e terminstior cof the
trust and a complete peyout. Ouy pover is injucctive=-to prevent

threatered unlewful gctz, Here so wslewful sct 1s threctensd,
but & court wight rule that ip effect the coupany has bLean



2ks

dissolved vithin the wesning of the trust and that therefore the
participants ghould be paid their full equity. We do not have the
authority to take such action, The trustees dc not appear
inclined to take such mction, perhaps they don't want to prejudice
any attempis to settle the purchase gnd sale of the company.
Perhaps the best course would be to advise the eumployees to
contact a lavyer to determine whether or not to bring suit. The
trustees could show their action to terminate the trust end the
consent of the employees of E. A's refusal to consent would then
appear me an attempt to get the manﬁy paid into the trust by B for
the sole henefit of euployess of C,

Before it was possible to obtain the buyer's consent to amend-
ment and termination, it vas necessary to institute legal sction on
behalf of the trustees and agafnst the ¢company. The first problem was
to esteblish the rights and interests of the employees under the
termination clause, an excellent example of how a typical provision or
1ts terws are not sufficiently explicit to avoid controveray on basic
definitiong. Tha entire termination provision read ws follovs:

The trust herein erssted may be teruinated by the exployer at
any time upon thirty (30) days' notice in writing of such termina-
tion given to the trustees, In the event of the d&issolutiorn of
the euwployer or its merger or consolidation, without provision for
continuing the trust in the same or wodified form, or upon the
Judicial finding of bankruptcy, or insolvency of the employer, the
trustees shall declare the trust teruinated. In the event of such
termination the swount creditad to the account of each employee
hereunder, as repressented by lnvestment in s policy contraet or
otharuwise, shall become the property of each such employee.

The specific issue that vould have been before the court waes a defini-
tion of dissclution and consplidation of the firm as it would apply to
this provision, and what provisions for continuing the trust in such
event vere wade or should have been made to an extent sufficient to

satisfy the provision above. It seemed from the facts that there wae

J"ledmm:\ was written by John M, Grogan, Chief, Employee Welfare

Funds Division, Insurance Departiment, Btate of Wisconsin,
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a dissolution of the affairs of the employer but not of the corporate
entity. There was no c¢consolidation of the booka of accounts of
operations ¢of the two firms, and there was no definition of whether a
merger contewplated sale of stock, exchange of stock, or transfer of
a majority of stock control to a common ovnership. It would seem
eseential that these terms be specifically defined in the agreewent in
accordance with accepted standard leggl terminology of sccounting
eriteria, In this particular case the lssue did not reach the courts.
The buyer was apparently swvayed by a letter from the counsel for the
trustees, wvho in sddition to sanouncing the intent to take legal
sction, reuwinded the pev menagement of the firm:

The expense of such proceedings, including our services, will
be chargeable to and enforced against the company as a cost of
administration which the coupany is cbligated to pay under the
terms of Paragraph F aof Articles XII snd all other applicable provi-
sions of the Pension Trust.

Two months later consent of wmansgewent for amendment and
distribution wae obtaired, at the cost of & release from liability of
the coapany and buyer. As a result, the cost of subatantial legal
services and distribution expenses wvere contributed by former stock-
holders and officers of the cowpany in the interest of their forwer
employees; the trust was not charged any distribution expense. Subee=-
quently, the pension plan was amended and terminated in February of
1959 but dated as of July, 1958, to vest the full employer account
with each employee of May, 1958, as of the day of the first announce-
ment concerning liquidstion. The resson given for the business

necesaity which occasioned the termination was that business hed been

"in process of contrection,” thus neatly side-stepping the issue of
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dissolution or merger. It vas necessary to obtsin from those few
employces who had remalned on the Job to assist in llguidation, a
signed concent which waived acerued pension rights after the May
teranination date, and any cleim for benefit by virtue of forfelture of
account values by employees teruinated in May vithout fully vested
benefits,

With the consent of the company and the employees, two of three
tructecs approved the final distribution, the third trustee dis-
qualifying himself from vptlng, ss he was e participant ip the plan,
The sssets of the pension trust were then distributed according to the
followipg plan and the trunt dimsolved:

1. Each participeiing employee a8 of May, 1958, vas sssigned
the policies held for his account,

2. Each participating euployee as of Moy, 1958, was paid in
cach, the dividends realized by the Trustees as of
December, 1958, on the policies held for his account,

3. Contrivutions wmade after December, 1957, by each partici-
pating ewmployec us of May, 1958, were returned in cesh.

k. Each participating employec as of May, 1958, vas paid bis
proportion of unallocated cash (forfeitures resulting from
terminations prior to May, 1958) based on the ratio which
the preniums due December, 1958, on the policies held for
his account bear to the total premiims due that date on all
policies held for participants.

Conclusionst The delay snd friction generated by the lack of
definition of terws in the pension trust provision governing termina-

tien eould have heen gvoided through better drafting of the pension

It was not possible to check the lapse rete of thege policies
in relation to our interest in beneficlary preference for cash
becsuse the contracts were placed in a number of imsurance coupanies
and the recorde ¢id not reveal which policles vere with which
coumpanies,
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agreenent and better recognition of the pension agresuent and the
intent of old and pew asznagement in the coniract of sale of the
busineds, The mechanics of termination should ve selr-contained in
tne pension agreewznt and should not depand on the details of a
purchasc end gale agrecucnt fur the busineas, In whe lacter cupe the
iuterect of the ewployer in the pension plan becowes subject to the
bargaining precsures of sale, gnd often the interests ol the eaployer
gt this tiwe can peturally be expecied to conflict with those of the
employee. It i1s coacelivable that taoe buyer of the Piru could have
convertved the dividends and Fforfeltures generated from aon-vested
interests of discharged euployees to his esdvantage, perhnps as &
refund of actuarial error upon terminstion or ss partisl funding ol
pension benefits for other employees of the buyer not origlnally
connected witn the liguidated firm. If thies had been his sirategy,
the buyer's failure to replace the trustees of the pension plan at the
same time he replaced the coupeny officers was the mlateke which
created the lwgasse. It divided comtrol of the pension plan betwesn
two groups of different loyalties; tlhe courts would tend to favor the
pension trusiees, wiile the coets »f extended litigation would have
fallen on the couwpany in any evenct. The wvulnerabllity of his legsl
position, and the prospect of double legal coet, more than a desire for
good will, probably influenced the buyer's decision to consent to

teruination without an open fight,

H., Coat Problerps of Insured Pennion Plan Teruinstions

Two features of tue deposlt aduinistration group annuiity contract



249
form in common use m2y create nlsunderstanding and frictionsl cost in
event of a terminal distribution. The first provision concerns the
necesgity for payment of dividends where s mutusl insurance company 1is
requested to issue g single premium, deferred group annuity whieh
represents some portion of scerued retirement benefits due under u
terminated pension plan. The mecond problen concerns & termipstion
provision, sometiwes erronecusly considered a termination penalty
provigion, which permits a charge against the deposit aduinistration
fund of up to 5% of the fund should it be withdrawn from the insurance
company in cash, This charge is intended to ecompensate for the loss
of unamortized aquisitfion expense, finsl distribution expense, and the
investment losses of security ligquidation at inopportune masrket
prices. While these expenses ghould be borne by the pension fund,
there 1z 8 suspiclon swmong pension adminietrators that the charge also
serves to discourage transfer of deposit funds to m trusteed form of
funding or transfer to enother insured deposit administration carrier
vho may offer z somevhat wore favorable guaranteed return or single
premium annuity rate, In the prst year steps to the solution of both
problems have been taken by the insurance industry, which have required
special legislation and wmajor revisions of the usual deposit adminis-
tration contract procedure. These changes indicate there has been s
significant degree of resistance to former prectices to force changes,
but since these changes are far from universal industry practice, they
wvarrant {llustration and discusrion, Research provided e number of

situetions of this kind, but only one is reported here, carefully
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dlsguia=d, to conceal the sourcea of competltive bids for a siile
premlum deferred group snnulty which reproseated terainatica and

distribution of a deposit aduinistratlion plan,

CASE ¢8

Pacts: A3 & manufacturing compsny of more than 500 employees
suffered sales reverses, it was necessary to lay off the younger
euwployeas of lou seniority. The average age of the work force still
employed rose higher and the average actuarial cost of thelr gnnual
service crediti annuity rose sharply. The coupany fell behind in its
contributions to the pension fund. Fearing the company would fail or
close, the union strove to achieve a preferred creditor status in
regard toc the contribution arrears, It was Tirst able to negotiate a
second mortgage on the plent, and then later to substitute an install-
ment note geries, which it was hoped would amortize the payments past
dus,

These notes vwere made payable to a temporsry trust rather than
to the insurer responsible for the deposit adminietration plan, The
union insisted upon this temporary diversion of funds because it
contended that the insurance cowpany would charge too high & rate on
its guaranteed basis 1T and when terninstion forced conversiop of
Seposit funds to single premium deferred mnnuities. Despite evidence
that the guarsnteed rate was guite out of line with its own current
ennuity rates and with similar guarantees frow other companies, the
insurance company refused to mdjust its rate. When the company cloeed

the plant because the union 41d not appear overly willing to help
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reduce & non-competitive labor cost factor, the union decided %o
investlgate the possibility of terminating the depcait adminigtretion
fund irn order to use the net proceeds to purchase a single premium
deferred group snnuity from & competing carrier.

The amount of prenriur money aveilable exceeded several hundred
thousand dollars, and there were wore than 100 lives to be Insured,
Funds were sufficient to pay all accrued bepefits for workers age 60
and over, and so it was the abjective of the union to increase the pro-
rata ghare of accrued service benefits peyable to disebled workers and
those age 50 or above, The decision tc bid was basad on an actusrisl
evaluation which indiceted that, if the coupany mafe good on its
installment ncter, employees in the 50-59 age group vould receive 12.4%
of their pension expectations. Eince eligibility for & pension
required 10 yeare gervice, the minimum availmble to en eligible
employne wauld have been $291.70 should the union have &ecided to
rewmain with the deposit administration fund carrier despite the
insurance cowmpany's wnwillingness to chenge its rates, Xor the
alternative, the actuarlal review indicated that if the funds were
vithdrawvn from the deposit sdministration carrier and monnuities were
purchaged from a competitor st CA-1951 3% rates, the 50-59 sge group
could double the value 0f its benefitg, The members of this clarss
could receive 23.k% of thelr rightful pension expectation or a
minimun cash velue of $435,30, The pension trust was smended to
pernit the trustees to seaek corpetitive bida from st least six com-

panies with the folloving condltlons:
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1. The rate bagis for quotation was to be specified,

2. The amount of premium applicable to the purchase of
eanulties in each priority class was to be specified,

3. The percentage pro-ration applicable to the 50-5% benefit
class was to be smpecified.

4., No commission was to be paid, except a wost nominal one
vwhere It wea neceseary thst an sgent of record be designated.

5. Tze cortract was to be a non-perticipating, aingle preuwium
life annuity without cash value paysble to beneficiaries
living as of midnight, just prior to the effective date of
purchase and certified by the Jjoint board of sdwministration.

Beven companles were invited to bid in a letter which explained the
reason for the bid, quoted the pension trust document ms to the author-
ity of trustees to request such bide, and furnished the neceasary
certified list of beneficiaries and accoupanying actuarial data, The
coupsnies had 15 days to submit their proposal so that transfer of
trust and deposit funds could take place within the calender year.
¥hile walting for their return of the bid notices, the board of
trustees malled a notice to former employees eligible for benefits to
discover errors in address and to bring up to date mortality records
on vested but terminated employees.

The direct result of the bidding by six companies which met the
conditiona above (reproduced as a reasonable facsimile of the actual
figures in Table 33) was to improve the position of those in the 50-59
group by more than M0O% based on the benefits these persons might have
expected under the existing deposit adwministration plan. It should be
remewbered that this increase was achieved despite the fact that the

net Bingle prewmium avallable represented only 95% of the deposit

administration fund assets due to a flat 5% charge for terminating &nd



mn
ha|
L

TABLE 33

COMPETITIVE BIDS ON BINGLE PREMIUM DEFERRED

L,

5.

LIFE ARNUITY WITHCUT CA3H VALUE

1551 Group Annuity
3;% interesct

Loading of 1% of gross, no comnission
Resulting pro-ration for 50-59-55, T&%

1951 GA, 3/4% interest, 3i¢ loading,
commission of 1% of lst $50,000 and

50-59 pro-ration Sk, L6%

1951 GA, 3% interest, no loading, "finders' fee"
commission of 3/W% on lst $50,000 and 4% on
next $450,000 50-59 pro-ration 53.37%

1951 GA Projection ¢, 3 3/4% interest, 334
loading "pormal"” commission
50-59 pro-ration 52,44

1951 GA rated one year, 3% interest,
444 loading, coumission of $602,32
50=59 pro-ration 48,05%

1951 GA Projection C, 34 interest,
5% loading, no coummission
50-59 pro-ration 46.72%
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liquideting the fund in 8 elugle transfer.

More Interegtirg to the student ie the wide disparity of
actuarisal ssgumptions and the significant varicbles in eech cape. Msny
of the unsuccessful bidders offered the best interest guarantee. By
mattar of elimination the eritlecal factor was apperently tiw loeding
alenent as both the beat bid and the worae purported to pay no counis-
sion., The uninforwed laymen, seexing a carrvier for a noruzsl pension
plan, would have little basis for reaching & decision or vhich plen
would cost him least without some indicetion of how the various
aseurptions vould affect contributions or the scale of past service
liability was evaluated according to insurance cowmpany esctusrial
assurptions. Toere have been msny cases where pension termination of a
trust or deposit eduinistration pien would have provided sufficient
prenium voelume to Justify coupetitive bidding. Several insursnce
companies interviewed stated they vere not intereasted in these cases
unless & single preuiun could be expected to exceed $30,000-£35,000;
one coupany does not participete in such bidding situstions unless the
single premfur will exceed $75,000.

Conclusions; Bince the guaranteed rate of toe plen to be
termirated ie ofteu s2t several years before teralwntion, and siuce
sale of tie plan by a particulsr iasurance company may have been
motiveted tlaough reciprecity, feuily ties, or other :ou-competitive
factors, it ls possible that it le vulnerabdle to competitive bLidding.
The jmplicatlion for trustees or aduinistrators of iugured plans or
trusteed plans liQuiduting with the aid of dcferred gnuuitics 1e that

vt 1s thelir responsibility io seel 8 sumber of coupotitive wids pased
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on a careful set of specitications, Insursnce executives ianterviewed
vere almost unaninous in their appraisal of their present annuity
busineag, which they sav entering & nev phase of intense competition
that was generally not present only a few years before, If the
regidual beneficiaries would receive a larger share of thelr approved
service benefits when the total avallable fundc sans termineation
charges are used to purchasc deferred annuities, the pension adminise-
trator or trusiee would seem derilect in his responsibilities not to
do so, As in other purchases through competltive bidding, the art lies
in designing the right set of epecifications end then strictly
enforeing these specifications to assure compersabhility. These ppecifi-
cations should be drawn to tske mdvantage of (1) new techniques for
reducing the need for a % termination fee, and (3) a recent change of
New York lavw as it affects mutusl life insurance companies in regard
to single premium group snnuity contrscts, which are generally the

ohjective of competitive annuity rate bida.

I. A New Approach toc the %% Termiuation Fee

The F% termination rate generally applies only to cash {ransfers
from deposit sdministration plans, Insursnce gorpznies will liquidate
.group annuity plans wjithout special charges if individual beneficlaries
receive certificates representing a deferred snnuity income or casl
payuenis representing the present value of ipsignificant deferrad

annuity incomes.
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CAEE

Facts: One attorpey has drafted an sssigoment form whieh can
tranafer the individuel beneficiary interesis from an insured plan to
a trust without exposing the participent to the terminstion fee or to
income t8x on transferred pension values under the tax theory of
constructive receipt. Approved by the Interna]l Revenue Eervice,
rather reluctantly according to its author, as research began on this
paper, the assignment form has becoms common knovledge through the
various pension reporting services. Ites baslc technique is ezsily
des¢cribed, Just prior to the desired termination each ewployee with =
vested pension interest is given the choice of taking a deferred
annuity from the present carrier at the guaranteed rate or of assigning
his cash wvalue to a trust which will purchase s deferred snnuity at o
rate vhich will presusably produce a larger annuity incowe on the
basis of competitively determined ratea, The assignment can be
designed as a pover of attorney so that the original carrier can wmake
its final terminastion distribution with checks to dndividual partici-
pants, which chacks are cashed by the nevw trustee. With proper
explanation %o the participants each is happy anough to sign the form
to receive higher pension benefits so that the first plan is 100%
terminated, The participant never hes the option of recelving the
funds as his assignment of the funds ie sought before the plan was
termnfinated and the funds have veated., Consequently, the Internsl
Revenue Bureau could not £find grounds for coustructive receipt, for

the universal consent of all bencficiaries establishes "mn agency



as7

reaambling a conduit through which the funds pasa from cre trust to
the other."6

Conclusions: This device can be used wherever the plan
provides that distribution without pennlty uporn withdrewal of terminm-
tion will only be made to Individusl participants, Firet used in the
withdrawsl of an exployer from a multl-employer trusteed plan, it can
also be used vhere an insurapce company insiste on issuing individual
contracts or checke to each partieipant rather than transfer all cash
directly to a temporary trust or perumsneni pansion trust., Such an
agsignuent by each individusl may require en swendment of the pension
agreement spendthrift clause te be walid, The trust may suffer a
small loes in the {ransfer due to the difference betwveen the ectual
annuity prewnium and the cffsetting cash value reserves. This opportune
ity cost must be offset by the expectation of = lover deferred life
ennuity rate or a higher investment return from wore flexible trust
investiment management.7

Bince the 5% terminstion fee has been criticirzed by pension
sduinistrators as unjustified, often exceeding the expense incurred in

terminating the larger plan or the actusl investment losses of

6Revenue ruling 55-368 and 55-425 as reported in Pension and
Profit Sharing Report, op. cit., 5301-B.

7In Revenue Ruling 55-427 the participants in a supplanted non-
truateed plan had to be included in the new trusteed plan, and the
insurance coumpany which issued the individusl annuity contracts under
the o0ld plan required, as a condition ¢f transfer to the pew trust,
cancellation of those contracts and the transfer of all accumulation
under them, In this event there was no constructive receipt of
taxable income.
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liquidation, several insurance cowpanies are substantially revising
thelr contract on this point. Yor a long %ime mapy insurance companies
heve worded thelr contract so that the fee was not a flat 5% charge,
but rather permitted s charge which could vary up to 5% of the total
value of the contract. Presumchly the charge would be scaled down as
the principal of the fund increased, reflecting the relationship of
relatively fixed aduinistrative ecxpense to the principal amount. Such
a reductlon would be adjusted Tor any liquidation losses due to a port-
follo uarket valuation less than cost, although there is no record that
unrealized wmarket apprecistion was ever used to reduce the penalty

fee.8

CASE ilO

Facte: More recently the approach to deposit administration
funds in regard to a termination penalty fee can be expected to change
because pension fund acceounting has been changed. Investwent experi-
encee may now be determined on the basis of the "new money" interest
allocation method, This "investment-generation” method of allocating
interest earnings can be defined ar an individual class of investors
being given a pro-rata skare of the interest earned on the total

portfclio as deterwlned by calender year of investoent.’ For example,

BThia omission may not be as inequitable as it appesrs; Llbe
principal is guaranteed for the lnsured so thet investment profits
rightly belong to the party which must absord inveetment loases.,

9Edward A. Creen, John Hancock Mutual Life Insurance Compsny,
speaking to a 1961 meeting of the Society of Actuaries, ms reporied
by the Employee Benefit Plan Revlew, op. cit., 150.2-13.
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i1f class A had provided 10% of the investments for the year of 1550
inveatuents and their sueceeding reinvestments, similarly clasg A
would receive investment return credits on I1ts proportien of esch
vepr's inveetgble eash flow, Put another way the totel return csn be
analyzed ap a aeries of investments categorized by the time at which
funde vwere raceived and the rate of return esrned by the common pool
on investments made st that time, In short it produces & dollar
sveraging return on the turnover and flow of funds seo thet the policy-
holder gains immediste participation in portfolio irterest gain, To
s8implify acenurting, administration snd esquisition expences are
charged direatly to the policyholder so that the invegtment reserve
would be charged only for anouities purchased, This approsch stopped
short of a fully segregated fund now peruitted for deposit administrs-

10

tion contracts in some states. Unlike thisg newer form, it preserves

lOLtfe insurance companies have been 2lloved to establish and
maintein segregated investments accounts for persion plan® of the
deposit administration type so that part or all of the fund may be
invested in equities to s greater extent than commingled assets. More
volatile investuent experience requirea thet investment guarantees be
removed and that deposit adwinistration funda operate on an immedlate
participation basis with cost plus mccounting and billing. Publice Act
317 of the Connecticut laws of 1959 and Senate bill #230 of the 1960
Magsachusetts Legislature introduced permissible megregation. More
recently, in Msrch 20, 1962, New York Stete Legislature pasgsed Asaembly
Bi1l 317, Print 5111 to permit separate accounta for qualified
pension, vrofit sharing, and annuitiy plavs. Objectiona of corporate
trustees to an insurance company as & trustee required that assets in
thege separste asccounte bhe owned by the insurer, that a specisal
contingency reserve equal to the minimum capital and surplus be
required of a dowesiic life insuwrance cowmpany and that existing
Ceposit administration funds cannot be transferred to separate accounts.
Initial) separate accounts vill be linited to future employer corntribu-
tions only and to funds nov held by corporate trustees under aplit
Faading., Epployee Benelit Plap Review, op. cit., 150.2-11.




260
the broad insurance principal of risk sharing, for the interest credit
formula would give each elasa the advantage of a8 rise in a company's
overall interest rate to the extent to whieh its contributions
permitted nev, higher ylelding investments, It would protect each
class apgainat a decline in overall yield to the extent the flow of
funds from other classes contributed in the decline, In the meantinme
the capital invemtment remsins guaranteed, with the fnherent stabllity
and diversity of a pooled investment account and without the difficult
Judgments of essigning scgregated security items to individual port-
foliosn.,

With thig innovaetion the reasons for ' fee upon termination in
excess of direct coets are lergely eliminated. It is then poosidble to
wodify the termination provision so that, in effect, the insurance
eompany will dimburse funds at termination at a ratio of current
market value to the cost of sccurities purchased by the inpurance
company over the years since the plan began. The ratio must £all withip
a range that will be not leas than 95% nor greater than 105% of the
adjusted cost of the investment portfelio. A full statement of the
new form is given in Appendix IX. It should be notsd that aguisition
cost of securitiies referes to the entire insurance company portfolio
purchased fellowing each increment to the deposit fund, and not Jjust a
segrepated fund, with the result that security coet approsches that of
the “dellar-averaging” wethod.

The rights of the contractholder vary slightly depending on
whether discontlinuance results frow written notice to the cowpany for

any reason whatsoever or is caused sutomstically for failure to pey
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the premium or to waintain conditlons which preclude selection agasinst
the insurance coupasny. Provisiona permit full withdrawal of eccumu-
lated values but reserve to the insurance coupany the right to make
payuent in ten equal annual installments, providing the minimum annual
installuent is $100,000, Thle latter restriction is included for
depreseion situations in which the ligquidity of the company is
affected and is slmilar in purpoee to banking reastrictions on saving
sccount withdrawal; in additlion there 1s a provision which provides
for vesting and priocrity of distribution of deposit funds should the
coniractholder fail to notify the insurance company that the pension
plan, ag opposed to the deporit mdministration funding vehicle,
continues in existence as a qualified retirement plan, The priority
list establishes four classes of beneficiaries, and should there be
insufficient funds to meet the full vslue of the deferred annuities
due, each member would share in the proportion of the preseni value of
higs esrned annuity to the agpregate present value of sll annuities due
mewbers of the class, This priority systen recognizes variations in
age snd length of service within a class ss Inequities could othervise
double when the definition of class is far broader than the 60-65 or
90-55 classes encountered‘in previcus problems,

Conclusione! It would sBeewm that new approach strikee a wmore
eppropriate compromise between the possibility of loss to the insurance
company because of an unforeseen or untimely terminstion and the
arbitrary 5% charge which heretofore compensated the insurance company
for cost which {the insured was in no position to audit properly. When

combined with date of entry ilnvestwent accounting procedures, it
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pernlts the termination of en lnsured pension plan for the speecisl
coats of finel liquidation and termination. As a result stated
current apsef valuee are more closely in line with traditional
acgounting evaluation by liquidation value. It should be noted that
while the advantages are possible, correapondence with the major group
pensian underWriters indicates that many have not puf such a plan into
effect as yet, and that operational procedures bave not yet been
estanlisghed ag the termination problem obviously wust follow installa-

tion of the new countract forms,

J, Admiunlstrative Flexibllity and Reaponsibility

Not all terumination probleus relsted to insured plans derive
principally frow m lack of funds or indefinite legal preparation for
termination contingencies. Bowe problems are created by accident or

by unnecessary rigidity in atandard operationsl procedures,

CASE fll

Facts: A classic dewonstration of chaos in the adwinistration
of a penelon terminatlon occurred when a multi-plant, natienal firm
producing manufactured cowponents closed one of its older and lesa
efficient plants euploying about LOO hourly workers. The plan vas
well funded by weans of a deposit sdministration plan vwith & umejor
insurance coupany, OSufficient cash wac available so that full
benefits could be pald down to the age of 50, and those in the below 5O
age group would receive a proportion of their vested benefits. While

clder workers received deferred annulties, the ven below the age of 50
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stated in a unlon meeting that they wanted e cash payment es a lump sum
settlemcnut of long deferred annuitier, The insurance company refused
to relesse cash unless the total earned annuity was less than $10 per
querter, o8 spceified in the negotisted penslon agreement apnd the
deposit administreticn ccooiract, The ecplorer was willing to amend
this provision to $10 a mwonth, and the urndon pressed for 420 a month,
Ae ® unlon officlal expressed it in correspondence with the insurance
company:

While we genersally shsre the view expressed by company repre-
sentatives that it is socially undesirsble to pay cash in lieu of
larger aurnuities, we cannot overlook the fact that in thia csee the
employees under 60 are mostly people in their late 30's or early
L0's. To tell a man thet 25 years from now he will get m monthiy
annuity of $11.38 while he can see the possibility of getting a few
hundred dollars right away wust make him mad, and ve must admit
that giving bim the cash now ia socially wmore useful than letting
hiw writ for an sannuity vhich many yvears from now ie bound to be
insignificant. We are pot even sure thet $20 per month will mean
too mich 25 years or wore hence, and vwe feel, therefore, that the
presert ceiling of $40 per year should be ralsed to at least $240
under the particular circumstances should be subject to rate
conslderations couwpurable to those whick are applicable to annuity
purcheses,

Eventually, thie point was resolved by an amendment vhich compromised
at & 3280 figure annually.

The indirect sllusiorn of the above letter in regard to the
expested fwpact of inflation contains some potent implieations, If
the reference to inflation was genuine and not merely used to argue
this particular issue, then a»ll pension benefits now scheduled will be
"ingignificant," which foretells a spiral of pension incresses mnd an

indefinite postponing of full funding of past service liability., In

that event, termination problems related to the relative weight which
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pest serviee should play i alloceting termival distributions will be
a permencnl laszus sud not & tewporary one, ellminsted by amortization
in tventy or thirty years, More immsdiate lssues were (o arise,
howcver.

Firsi the incurarce ecowpany insisted themt snnuitles of &ll
types, inzluding peid -up snnuities which are deferred for wany yeers,
uust be purchased at the participeting contract retes. The insurence
cormany, a zutusl, was laboring under the advice of couunsel that state
lav would not perwmit issuance of sy pon-participeting conirgcte, even
in teruination osses. Gtill the deposit aduinistration contract
specificelly called for issuasnce of s norpar contract in terminstion
situations,

According to the insurer, dividends wvhich resulted frou the
eontract rates were to be peid to the suployer, which was ouly closing
one plant and did pnot diescive, This prospect was totally unecceptable
to the unlon and an unvanted turn of events for the coupany, which
realired that 1t would receive, via dividends, some of the trust
coptributiore of the predeccsscr ccmpany, Not only would the Internsl
Reveone Buresu ettsck such a result, bui the pansion contrect itgalf
would be violeted, as it contsined g custocery provision that all the
uopey pald into the plan belonge to the vorierg and was to be used for
their benefit, The unlon felt that, if necessery, it might ve
poseible to use rates which were participating only in nome, with a
Baving clzuse providing that any dividends should be used for the
purchase of pro-ratz incresses of snnuities for those which were

tritmed from contract amcunte for lack of funds. On thies point the
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insurance company finally yielded, sgreeing to apply dividends to
defcrred annuities which represented less than the full value of
sarned benefits, Awendments vwere introduced into the peunsion plar
and the insursnce contrgct to perzit lump-gsum seitlements for
emplovees under the age of 60 would be entitled to a deferred pension
of less than $180. By this time it waes necessary to extend the
tervinetion daste snother 60 days.

Ths insurance company then received certified listings of those
worlers entitled to pensicus or lump sum benefits, end having ecalcu-
latcd whet wae considered the frozen smount of fund sssete avallable
for distribution, sent noticee to eligible employees reporting the
auncunt of thelr cash settlement, Three &aysc later the company
rceelved two notices to purchase snnuities for workers already retired,
and the pirchase price of these should have been removed from the fund
svailehle for allocation. Apperently the clerk sssumed thet these two
retirement notices would also appeer on the certified liatings. The
actuarial department, unavare of these credits to the administraticn
fund, ellocsted benefits to the listing based on the o0ld balance,
After smendiment of the contract, notices were sent to employees BE to
tke smcunt of the cash settlement they might elect in lieu of annulty
based on s tofal fund mbout $7,500 greater than was the actusl case,
The error was Aiscovered in a routine audit prior to meiling the checks.
Conszquently, the insurance company reduced the residual sllocation to
each employec by 2.Tx &nd enclosed a short letter of explanation when

the checks were meiled, thus creating considersble sntagonlsc egeinet
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both local union officisls and local representatives of the insurance
Company.

Tue local agent of the insurer reported @ nuwmber of people
cancelled their Individual policies when the company psid less than
each individual haé been told to expect. Dissatisfaction with the
distribution wes magnified vhen it was discovered thai the employer had
erred in preparing the certified listing. The cowpany paid the
inBurance company an amount sufficient to fund the additional benefits
to whieh the employees were entitled but denied when thelr birth dates
vere reperted in error. While the union felt the insurance coumpeny
should have borane the cost of iis own uwistakes, as the employer had
done, the insurance company only conceded an official explanation and
apology in order to relieve pressure on local union officiels. These
errors, together with the edoinistrative problems crested by sn cuteof-
date mailing sddrese sheet, required the ilnsurer to assign s special
service representative 10 handle the asccumulation of complaints., Many
vere regolved by the expensive expedient of long distance telephone
calls to individuel plan participanis, The completed distribution 1is
summarized in Table 34,

Gonclusions: The case raises three issues germsine to peunsion
teruinatiou. The first concerns tne appropriate place of participating
deferred annulty contracts in s terminal distribution situation. The
second concerng responniblility for making m distribution in accounts
which are in error, a wmistake which is not discovered until all funds
ere exhausted frou distribution and the euployer no longer exists a5 @

legel entity, Filhally In our opinion the sensitivity of insurance
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TABLE 3b

SUMMARY OF DISTRIBUTION

R AN RCRCR TR T TETHCTY:

Total funds assumed eveilsble Februsry, 1960, when notices were
first sent to eligible eczployees, $416,740,2h,

Lese adjustment for snnuitles for tvo ewployees purchased
October, 1959, but not previously pocted, $7,477.28.

Corrected balance of funds available for sllocation, $k09,262.97.

Allocation in foru of immediate or deferred annuities to L0
employees over 60 gs authorized by Board, $315,k82.L5.

Allocetion to 51 employces under age 650 entitled to deferred
annuities of $15 monthly or more, $56,806.TL.

Total amount alloceted for purchase of annuities, $202,289.16.

Allocation to 2L6 employees under mge 60 entitled to cash
settlement, $206,973.81.

Total of Items 6 and 7 above, $L09,262.97.
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companiesa to competition fron trustecd forms of pension planning
sometimes takes unrcasonable forss, and on this point a nurber of

cagce will follew in later sections,

X, The Provlem of Dividends Resolved

Diverting dlscussion from individue) case anslysic to a more
general viewpolint, the single premium group mnnuity once offerad
mutuals a technical problem. Some mutuals discovered that the law of
the state i{n which they were domicilad required policyholder particie
pation in the surplus of matual life insurance companiea. The New York
ingurance law vas smended in 1951 by the s2ddition of the following
lapgusge te Section 216(7), bearing on participstion in life ineurance
company surpluat

Thie secticn shyll not bhe deemed to require the apportionment

or distribuiicon of dividends . . . on auy single premiuc group
deferred snnuity contract covering a clasa or classes of partici-
pants ip a poneion plan duly qualified under subsection (a} eof
section four hundred ons of the United Steates internsl revenue code
with raspect to whick clsss or classes further contributions have
been discontinued under the plan and notice of such discontinuance
bas been given to the counissloner of internal revepue.
whiles the state statules of all stet2s have not bazn checked forx thie
polnt, other wmajor doulciles of 1life ivsurance companles do not find
legislative smendagnt necesgary. In Connecticut aud New Jersey a
LZatuzl compsny can issue non~participating avuuity contracts, aud in

JWiococain the 1lv11 glves mutuels full diseretion as to the participating

fegpture. The reslstance of coumpeny policy to issuing non-psrticipating

1
hiis, Stets. 201.135.
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contracts has also been largely erased for the major companies informed
their agency workers in 1962 that egents would be permitted to bid for
certain single premiun group pensions where the company actuarial
department was furnlshed the neceasary data, Undoubtedly, however,
state laws remain to be amended, particularly in those states which

have previously used New York statutes as a model for thelr own,

L. The Problewm of Errcrs and Omlesion

Provisione of the pension plan and of the documents controlling
the investment of funds take great pain to relieve the employer, the
insurance coupany, and the itrustee from liability for operational
grrors or negligence, bBtill there remaine the gquestion of what to do
about » mistaken diatribution vhich may overloock some eligible partici-
pants or overpay others at a time when discovery uey not oeccur until
funds are exhausted. The fair rule would seem %0 requlre each perty to
the adminiatration of the pension to pay for his own ulstakes. Tnis
rule breaks down in application, Acgountiing errors of emount are the
easiest to prevent as there are varjous checks and balances which
should sigual the wore coumon errors. More frequenily errors of omis-
sion concern proper ceriification of individusl eligibllity, location
of ipdividuals shifted about the country by the varicous forces which
reflect the mobility of our population, and by ilmproper calculation of
actuarial lisbilities due to erronecus data such as ege, lengih of
gservice, or bepefit clussificatioun. OGome trust cowpanies so carefully
reatrict theuselves to accounting functions which can be checked aud

investment funetiona for wuoich they have broad diseretion, thot they
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find it unnecessary to csrry professional errors and omission
insurance,

Compenles may be willing, but generally are not obliged by the
pension contract, to pay the cost of such clalms as can be attributed
to personnel records. The pensieners, however, way nat return over-
payments which they received at the expense of some other individusl
or class, and collection coste relative to amount of excess zusrd way
not Justify recovery sction. EBome pension awards may go unclaimed for
nany years due to lack of adequate notice; recently arrangeuents have
contained a cleuse which limita the time during which the distribution
agent wmugt hold funds and conduct & search for an eligible paritlicipant.
The trustee is Acemed by the pension contract to have satisfied his
regponsibilities st the end of g yesr, and some plang hold that tha
vested but no longer employed worker forfeits his interest at the end
of that €ine.

A pumber of insurance company and truest company officials
pointed out that 8 major problew of a terminsl distribution was
locating the eligible participants. While those who were recently
employed could be located through company or union offices, the vested
participant who had moved from the area was often difficult to trace.
It has sometimes been possible to locate workers resmployed elsewhere
via the Boclal Becurity Department, which will pinpoint the last

reporied guarterly OAB withholding deposit mmde in the name of the

J';"Beir, Emerson {unfinished thesis), op. cit.
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missing Individual. Heuapapef advertising is generally ineffective,
and the gradusl dissemination of informetion regarding the termination
through the mccial linksgea of employees thewsslves may or way not
produce inquiries within s reasonable period of time, (onsequently,
some trustees contend that the problem of unclaimed penslion benefits,
elther terminal benefiis or normal retirement benefits, will equal and
surpass the inexplicable phenomenon of unclaimed bank mgcounts,

Various plans have been put forward including creation of a
national registration lgencyl3 for vested pension rights or amendment
of the 0.A,B.I. Act to give the Bocial:Becurity Administration pover
to enter a record of earned and vested pension rights upon the social
gecurity rile of an individusl worker should hs leave the euployment
of the vasted pension sponsor. The latter solution would be most
expaditious, but it creates the spectre in the minds of many of
gradual governmental encroachment on the private pension institution.

It is not the object of thle study to sdvocate any particular
regiatration system for vested henefitas, but rather to determine or
suggest how the pension contract should antielipate the problem of the
vanishing participant. Forfeiture after a year has passed with
benefite unclaimad seems severe, and obviously Favors the administra-
tive vievpolnt of the insurer or the trustee, It :would seem that the

major insurance company or bank trustee could be empovered to

13ye understand that such a regletry 1s the subject of one
chapter of a book which will appesr ms The Future of Private Pension
Plans, Merton Bernetein, tc be published by the Free Press of Clencoe,
&8 previoucly noted.
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eatablish a eingle trust fund for all euch unclaimed interests, which
migzht be required to hold the fucds until the wmiaalng claimant would
have reached age (0. No interest would be paid on this mcgount, as
this income could be considered to compensate the trustee for search
efforts made according to certeln criteris, Unclaiwed principal
amounts might revert to state retirewent funds or the llke,

Two other administrative problems may be even less solvable,
For one reason or another ewmployees ray understate their age on
company employment records, only to discover at retirement that this
understatement wmay affect beanefits, priority of claiwm ez limited funds,
or the smount of terwinasl benefita. When the error is discovered, it
ig difficult to esatablish if the ewmployee or personnel office were
responsible, snd 1if it vas the employee, what was the intent of his
misstatement. It would seem equitable that payment of pension
benefita be subject to a clause similar to that of life insurence
contracts which generally provide for payments in event of mis-
statement of age in proportion te the actusrial retio of actual and
stated age. Then too, pension administrators are aleo beginning to

Buspectlh

there may be = grovwing problem of fravdulent claims brought
agaiust pension fund by relatives of deceased pension participants
whoge benefits were vested before he moved to other ewployment, or

ware pald monthly prior to bhis death which was unreported.

theveral trust officers could recount cases of freudulent

claime; two trusts were initlating the use of a fingerprint on the
pension reglatration form as a means to validate 1dentity in

future years, However, thelr susplclon had no corroborative, pooled
statistical backgroupd.
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M. Priority of Claim on Insufficlent Amgets

The typleal termination of e deposit administration plan way
develop over e psriod of yeara from business wmoves which corplicate or

orgcure questions of equity among beneficisries,

CACE #12

Facta: 1In ome case & firw was purchased by an oubl-of-state
manufacturer of a similer line which hoped to uaintein operstions in
two wvidely dispersed plants. However, es residentiasl construction
fluctuated, so did itc overell euployuent level, and so it was felt
uore effieclent to consolidate operations in a single plant. A settle-
went of the pension plen was negotlated which merely recognized the
teroination of the plan controlled by the labor contract which
outlined the procedures for issuing notices end checks, and which 4ia
not require the coupany to contribute any additional emounts to the
fund., The rteps Iin the terminatior procedure went ag follows:

Biep l. A wewmorandum of agreement confirming the effective termination
of employmeni of workers employed in the bargaining unit at
the closed plsat was executed snd attached to the Labor
Contract, A second agreement wap executed as an aucndment to
the pension pisn to stipulate the date, procedure, and the
issuvance of inetructions to the insurance cerrier to prepare
for discontinuance of the deposit sdministrstion fund, The
date of termination was set forwerd to give sufficient time
to collect and review sll applications for immediate or
deferred annuity.

Btep 2. The pension board of administretion would then make approval
of the processed applications official, In this case there
wes no formal meeting of the board as there vere few isaues;
instead the approprimte documents were circulated to obtain
the necessary signaturces of board nenbers,
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Step 3, With authorizsztion & coupsny representative digd "hen formally
notify the insursnce company of iwupending btereiw:tion and
provide a certified list of nsmes, ages, and berefits to be
psid. The company would then begin %o send notices of the
distribution end of any cash or deferred annuity optlcns.

Step 4. With the beneficiaries accounted for, the deposit adminis-
tration fund would be distributed.

Step 5. The employer, slons, would be responsible for filing
ternination information witl the Internel Revepue and with
disclosure buregsus in any stetes in which they operated.

Note thet 1t was not necessary Lo regotlate the dlstributlon or

termination since the pension egrecwent established a priority

distribution ¢lmuse in event of terwminetion aimilar to thet used by
the Auto Workers Union. The case of termination therefore depended on
the accuracy of employeyr personnel recorde and the sdequacy of funds.

In this case ths actusrisl snalysis and allocation of rescurces went

ag follows:

Amounts already Additional amounts

purchased for needed to fully
annuities due purchace annulitiee

due

Category A--Retired on pension $115,789.22 None
Category B--Over age 60 and

retired or to be

retired None $ 26,181.00
Catogory C--Other age 65 or over None 44 ,087.87
Category D--One employee who

attgined 65 after C

was datermined but

before termination None 4,654,165
Total (age 60 and over) $161,957.18 $243,652.02

Tc offset these limbllities there were §91,057,73 ir peunsion mesets,
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and these funds were sufyicient to take care of all service credlt
annuities due to ewployees asge 65 and over, but left & balance of
$13,245,82 for the age 60-64 group. The unforiunate sltuatlon of thils

group wee then sunmarized as follows:

Nexd=d Available
Already purchased $ 26,167.95 Already purchssad $ 26,167.96
Additional emounts Fund bazlance

needed 165,840,068 svailable 13,2h%,82
$192,008.02 $ 39,413.7

The auounts already purcheeed represented values frou & group annulty
plan which the deposit administrastion had supplanted. The customary
way of expressing the adequacy of funds would be to state 1t as a
funding ratio of 22.%%.

However, a better measure of the losa to pension expectancies
is obtained by wultiplying this retio times the annual increment
expected for credited service, In this plen the employee expected 1o
receive a monthly annuity income of $1,50 for each year of credited
service, but in fact, after termination, would reslize only $0,34 for
each year of credited service, Those under the age of 60 would
receive no benefit. In this particular case the older workers were
discharged into an employment area already burdened with large scale
unemployment, It is not possible to discover how many workers found
other work. The natiopal corporation which closed this local plant
might have purchased far more good will with its natfonel union, with
which it could expect to desl at other plante for many years to come,

by voluntarily adding to the pension fund an smount sufficient to pay
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~he A0D-6k grovp 31 early retiremant inoome that represgaented ot leegt
AGelr of thelr pension expectancy. fSuel o dopntiion would heve cost in
"tz ocelghboriond o JR7,L00.

Concluglions: The dlepority botween expectancy and reallzatios
S Lok nlder vorker probaliy arose because puol service berellts
were pald Tor the oldest 2orkers tiret, in full, even though paet
ROTVICE bainfile bad ot beon fully Tunded, Iy past service benefits
sere grentec Lecsuse they should nave been 8 proper charpge to past
perioc produclion comue, then theoretically covpeny profiis huve been
avi c-ntoted, and long teru wmortiwaiion represcate 8 pradual adjust-
cont of gurplus w reflect toe overstatewent in coupa:ny earnings.
Zhoulé tne plan teruinute before this adjuswvent ie couplete, might
501 aviounting theory provide au mrgument for saking good s shortage
o pension funds when social conscience does not provide the motiva-
“ion? On the other hand, if the obJective of a pension plan is to
provide an sdequate pension to the older workers as they resch retire-
Sent sde, with funds sccumulated for each worker in turn, wmighv ¢ be
posuible to ergue that retirement at 65 or terwination at 60 are
equally valid points for recognizing vorkers whose turn has come for
wWtlrewent support? if it isa to be the practice of manspgement-labor
relations to cbserve the letter end not the spirit of the contract
then tuis study is Lo 1he point, for iv seexs 1O encourage wore

realistic drafesrmuship of the letter of the econtract.

L, buuary and Conclusions

Tae forepoling eviéence suppests elthier that post tersirstious
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sre mosl troublesome or that t.iw rescarch file hes been biased by
prefereace for bad exsnples. waile it is true that the caces
selected hers were chosen because their gifficulides would best
illusirate problewis comicn to wauy pension iermination sitvnations,

"t e aleo wrue that alrwet all the meteriel) collected fronm widlch
these ccaes were culled coataln elecents of couflict and error. The
confillct stenmed from the pttitudes of the pertier to the gontract,
froz lL.complete coutract foras, from probleme of agreemert on equlit-
able diptribution, end frou inept aduliistralion.

1. The wort difficult verieble to control irn the termination
situation is the attltude of ewployee, euployer, or insurer,
Where attitudes lack wmutuml emps'ihy four tiue respective
poslitions of the pertiee ncneerned, then {he draftensnsiiip of
the contract proves to be clyms)y or lnedequete; then there is
room for argunents on equity; and then there is an atmosphere
conducive to Inept sdrinistretion., Employees generally do
not wnderstsnd tbe mechanics of pension operation or
termination, and there would scem to be great need of educating
the would-be pcuosioner ms to the nature of bhis peneion
expectations as well &5 to an accournting of pensilon assels.

2. The eaployer 1s prons to disintzrest in terwinstion errange-
ments, First the need is generslly prunpited by wajor business
decislone with wkick he natwrally would be preoccupled,
Gecondly, his concern for matters of social or actuerial
obJectives msy be colored by the bias of his traditional
relationship with organized lebor and the internal revernie
servige, The fallure of an eoployer to devote kis besy
attentlons to the problems of termdinetion when 1{ gccurs
militates for this kind of thought whe. the contract Is
drafted so that amerduwent and interprelaticn of the pension
agreenent nced not play cuch a predowicant part of teruipation
proccedings.

3. Tue principal agent of the problems compouunded by attitude is
the pernsjion plan and supporting docuuenyvs controlling fundii;.
Words used by ilnsurers +n bring about automatic terminetion
of the plen, such as "sale,"” "dissolution,” or "consolldation”
create preoblems of interpretatlion. A definition of partisl
termination is generally omitied in these sutountic
termlaation provisious, perhaps ceusing wiecessary or
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inequitable forfeiture of non-veated benefits. As the
problew of defining such words reocuurs in later chepters,
recommendation for an improved treatment 1ls deferred,

The terms of the insured plane in regsrd to priority of
distribution irx event of teruinmstior wmight serve as &8 model

to wmore ecomplex union agreements and trusteed plans., The
lattier often heve umny classce of priority estnblished with

a aingle criterion, often age, with distribution of insuffi-
clent funds for any single class based on equel sheres of
each member of the class, However, the insured plans
geaerally reduce priority to no more than four classes of
individuals, vith distributioa within a single class wade pro-
rate according to the sctuarisl value of the accrued pension
expactations of each indfvidusl. In this way a somevwhat
larger group may receive some recognitlion of their expectancy,
though not im full, which 4s =gn approach sonewhat more
refired then distribution by s multitude of age classiflica-
tiona.

While mll pension documents contain verious forms of hold-
harsless agresuents &nd, in the case of trusti, bonding
provisions, none seem to allocate responsibility or liability
for administrative or clericel errors, particularly errors
which may not be disecovered until funds are distributed and
exhsusted, with sdninistrative responsibility dissipsted upon
final dissclution of the truat, the board of sdministration,
and the ewmployer.

Insured agreecuents generally make little provision for the
problen of locating beneficiaries whose address is unknown,
Insured plans should define the exitent of search efforte
required of the pension sdministration board or the insurance
company, perhaps plocing & time llmit before benefits ere
forfeited and aveilaple funds applied to other pension neads.

Eone of the trusteed insured plana reviewcd as cases in this
chapter made apecific provision for the extension of trustee
povers during the hiatus bastweer suspension of contribution
and deci=zion to terminste a plan, Buch a lapse can be
troublesome, for example, when snnual premiums on policles held
by the trust may fall due after the declsion to terwinate and
prior to actual termination., There is also the problen of
employer liebility for fractional premiums on en aunusl premium
plan when the terminetion dete does not correspond with
individusl employee scrvice eredit dates,

Some provisicne for the protection or convenience of the
ingurance company may sometimes seew harsh. Oue example I8 the
application to terminstion purchase of the contract guarantecd
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rate gaverning premiums for purchese of individual retire-
ment annuliies or mnnual increments to deferred annuities,

A guaranieed rate is loaded to project investment and mortial-
ity experierce for at lesst five yesrz into the future, It
doea not scem appropriate that these projections should
govern when all annulties sre to bte purchssed st once ar o
single premium, Jdeferrcd group annuity znd when guch a
guaranteed rate will prcduce benefits orly 835% o vihat the
principzl) sum might buy from another conpany.

If the coupetitive ratec structure cen shift go dramatically,
it ie to the advantage of both parties to be able to negotiate
a epeclal single premfum rate in the event of vhole or partisl
termingtior, The irsurance compsny can malntsin ite level of
assets and number of lives insured, with perhaps a special
advantage of some past experience with the pertlculer risk
carried. The pension sponsor is relieved of the necessity of
losing up to 50% o2 his sccumulsted recervec to take

gdvantage of more equitable arnnulty rates with a coupeting
corpany or of feeling constrained to acecept the punranteed
rate for lack of bargeining position,

The typleal charge of up to 5$ of funded assets 1is aleo a
erude way of recognizing legitimmte insurance company interests
in unsmortized expense and possible declines in investment
portfolio values, The advent of "new woney" plans for the
allocation of edministrative expense and investment experience
permi’ the rost equitable tarmination cherges. lHowever, there
is an institutional lag factor which will delay widespread
edeptation of these plans, and in the meantime there are
grounds for suepecting that one occasion flat termination
charges gre slso liquidation penalties dewipned to restrict
the outflow of pension funds.

Another difficuity of the same type is m restriction on lurmp
pun cagh dlstributior to participants in Yieu of a small
deferred annulty. A requirement that 811 of a certain group
purcheses & deferred annuity et tervination is a nacessary
adjunct to group undervriting practice, and individusl excep-
tions sre wede when an individusl asnnuity would produce a
pericdic check too small in amount to warrant its administretive
cost,

However, a check lsrge enouzh fo enloy edcinistrative scceptsnce
by the insurance covpany way bear no relstionship tc whet is
lerge eaough to te of eccnomic significance to the snnultant.
While an aonuity may be preferred and encouraged &8 & general
thing, there are occaslorns where Judlcious use of luap suu
payuents in lieu of speclal terminetion pay or for hsrdship
cases may be advised, Nftea sueh s cesh dlstributiorn is
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prevented by the insurance company definition of what
congtitutes an allowalle cash distribution. It would sc:m
that the pgroup inaurance contract could carry a provision
recognizing the right of the pensilon trustecs of sduinlsira-
tion beard to sllov cash distribution where it secemed
Justified by circumestances. Such o provision world not
violete the control of adverse selections whieh is sought by
present restrictions on eash or annuity optilons.

Aduministrative Judgwent can only be questioned when the
administrator can find advantege to himsel{ in the manner of
distributior chosen or can svold significant expense, The
preceding materingl provides at least two exsuples: one is the
case vhere new management has pover of adninistration of @
well-established plan, The second is the case where the
insurancc agency becepme the administrater partly by the feult
of management responsibilities snd partly to gain a sales
advartagc. Both situctlione wealen the role of disinterected
sdninistration and represented & design or drafting error.

Whet can be sald sbout stilitude, e product of sensibilities
and the insensible bileas of position? It would seem that all
parties to a termination sliould draft and then temper the
letter of the contract in recognition of the fact thet =
pension termination in event of business fallure, liquldetion,
or migretion is effecting s working man in the throes of
gcononic ceiestrophe with unknown {rauras and terrora, Thils
participant is entitled 1o considered sdministrative Judgment
which is more than efficlent, or legal, or actuarially
precise, At the same time such cousidered judgment pre-~
Bupposes & penslon ecortract vhich recognizes terwiratlon,
providep the mecharies to deal with it end possesses sufficlent
funds to meet the minimum responsibility of the pension
sponsor, Discusaion of the cases on the above summary point
out where such wechanical fgproveouent ¢an be made, Specific
recouncrdations as to how they can be made zre deferred to the
firal chaptere of this study.



CaAPTeh VI

CASE ILLUSTRATION OF TRUSTEED PENSION FUND TERMINATION PROBLEMS

A, Objectives of Chapier

The typical trusteed pension plan differs frou an insured
pension plan, vhich way use m trust 4o channsl funds %o an insursnce
coupany, in ite asaumption of responsibility for the investment of
reserve pensiorn assete and for periodic distribution of benefits due.
Except for the larpgest trusts, investments are generally easily
liguidated so that in event of premature upsset or terminetion the
trustees have a relatively free choice as to the wode of distribution
of the asaéta to the eligible beneficlaries. In large part the
effectivensss of the distribution depends upon the amount of cash
available to do what has to be done to fulfill le;itimate expectations.
But in soue wegsure the pkill with which trustees allocate rescurces
t0 alternative modes of distribution, wvhen these ,ssources are insuffi-
cient to realize the benefits of the original plan, will determine the
effectiveneas of the defunct pension progran.

The approach of this chapter is siwilar to that of Chapter V in
its uge of 1llustrative termination cases to further discussion of
termination of the trusteed, non-jusured pension plan., The caces are
reetricted to those collected for this study to avoid repetitious
reviev of 8 nuwber of well kuowi legal ceses whieh bear on fernination

of a penslon trust. lizny of the ssae problems walch appeared in
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contrect wrrisolog, iu lhapier V reepp.er i itbe son-inswied plan,
saca »6 deterninstion when wercinatiion s.aould texe place or resplis-
ibilivy for sdministrstlon of 8 terwinsl distribaiion. But perisps the
hey cheracteristic ic the freedon ol clwice as tp the manaer ol
iterainetion wkica tae plea sdulnistrstors enloy In the uninsured trurt
when given caagh, Clserctionsry povers, axilf the right of amendueni.
Tiscussion will aiteupt Lo w.derscore problems thasl erlae or can be
avolded by the design or sduinistretive decision in t.s operatioci or

teraivation of a particular plea.

B, Bcua Typleal Terulins) Distributions of Truateed Penslon Plans

Teruinatior of a tructeed penslon plan car be done expedltiously
where the plan mekes adeguate provision fSr dissolution procedure and
vhere the sdministrators ére knowledgeable Lo terulnsl problens. it
i3 cusiomary Tor peunsion plane of the United Auto Wérkers Union to
enteblish well-detaliled teruinstion éuidelines end for a penslon expert
frou the natiﬁnal unlon office to oversee the negctiatiﬁn and

administretion which murt bring 8 plan to & close.

CASE §1
Facte; ~Copslder a typlcal U.A.W.l plen which wass three years

old vhen terpireted, and so lsbored under 8 pesi service actuarial

Ienefit foruula granted sn snnuity of $2.25 monthly for each
yeer of service or twice thst amount whers early retirement was
required due to 4isablility. Workers were eligible at apge 65 and 10
yeers service or for esrly retirewent at age 60 after 10 years of
service, Disability benefits reduced retirswent age to 50 yesis altier
15 years of service. Benefits vested after 10 yeara, although
deferred to ape bS5 snd the plan was under & Jolot union menagement
hoard of aduinistration.
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liability of #939,000 at the time of originstion to be smortized in
thirty years, plus accrued earned benefits for an actuarial wvalue of
$1,265,000, At the iime of erminsticn pension trust essets totaled
$£403,000, about 325 «f totel actuarial liatility. Twznty-seven
hourly woirr-ers were alresdv oa retirement, and 31 were eligible to
receive rciirewent berefits should they eo elect unfer postponed or
early retirement rules, PMinal cloging of the plan was presagéd by
leyoff arnd rormel ettrition, although employment at the time of
terriretion still 4id rot fall below early levels of participstion.
TYermiratin. cf the plen utilized the purchase of a sirgle premium
deferrcd annuity with nssets from the trust transferred to a life
insursnce compan) selected on the basis of competitive bidding., The
latter procedure was urged by the union, which then sought to specify
its preference for terulnation procedures in an agreewent of termina-
tion negotisted vith the company in regard ¢o the hourly-rate
employees pension plan, An abridged version of this agreement %o
rrovide detsils on mode and administration of the distribution appeara
in Appendix X, Employees under the age of GO received smsll, luup sum
cash settlements. While priority of claim for s retirement snnulty
was bascd on the sge group of the individusl, the ¢ssh distributions
to worsers in this clase were made pru-rate on yearc of service relate?
to the total service credit,

Conclusions: This difference in pricrity treatment reflects a
basic dilemmwa in lebor union thought &s to the proper priority

allocation. From the soclal point of view it is probably better that
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the older workers are fully pensioned so that with the =aid of socisl
security they may be self-sustaining as well as effectively removed
from the Jjob msmrket. At the same time such s priority means that the
older workers with a minimum number of service years benefit whi)e the
relatively younger men vho have more years of continuous service will
realire nothing from the pension fund because the years of theilr
retirement are still fifteen or twenty years in the future, An equit-
able solution is not readily apparent irn this situvation, for the
younger vorker is only willing to postpone funding his benefits to
retire the older worker, not to forego all interests should the plan
digsolve before his turn has come. There is & question as to whether
the cooperative, pooling aspects of pension funding should be main-

tained when the plan is aborted.

CASE #1L

Facts: A second cese will further illustrate the relative
simplicity of pension trust termination and dissclution where sdequate
provision has been made for such an event. Blimilar in Ita benefits,
eligibility, and vesting provisions as the previous case, this
particular plan did not experience the significant advence in
actuarisl liability over the three years of the pension plan's opera-~
tion. Its total sctuarisl limbility advanced leas than $40,000 from
an original past service liability of about 3L475,000. This fact is
explained by the relatively large number of retirements Just prior teo
terminstion and the steep reduction in work force experienced during

the life of the plan, two factors swmarized as follows!
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Nop-Retired Retired Yegted
7/1/55 435 - .-
7/1/56 k5 L -
T/L/57 298 10 8
7/1/58 £32 12 1k
7/1/59 273 21 9

Assets in the neighberhood of $110,000 suggested 8 furding ratic of
21% which tells the reader nothing unless it is also reported that
those on retirement received annuities purchased from the 1ife
insurance company while eligible employees aged 50-59 participated in
a8 cash distribution representing s 20% share of their accrued pension
credits,

The facte in this case underscored another problem of estab-
lishing prierity ef claim. Just prior to termination 1k participants
vere recelving retirement benefiis and cnly three participants were
vorking who were eligible for postponed retirement benefits., Neverthe-
Jens, 21 people vere on retirement before terminal distribution was
made, inciudirg 5 wha were eligible to receive early retirement
benefita, The rush of these lstter individusls into early retirement
was motlivated not oniy by the prospect of unewployment after closing
of the plant, but also by a quirk in the afdar of priority provisions
which are stendard usage in United Auto Worker contracts, These
priority provisions are reproduced In Appendix XI. I% is possible for
an employee in some situstiona to select wgsinst the priority eysteuw
to his advantage. For example, an employee age 60 or over but less
than 65 could elect an early retirement privilege, assguming he has
sufficient years of service, and move from priority cless D to A. The

only requisite would be sowme advance informastion regerding lmminent
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termination and plant shutdown. While this possibility is not a uajor
flav in the priority provision, which is one of the most thorough in
videspread use, it does serve to 1llustrate one of the pitfalls of
anticipating priority nceda before the fact. Another clmuse in this
particular agreement which is noteworthy and desirable is the differen-
tiation wade between years of service regquired for eliglibility and
Yamrrs of mervice for determining the gmount of benefit in event of dis-
sontlnuance of the pension plan. Rach employee receives service credit
for eligibilivy "as though his period of service included taoe period
betveen the date of discontinuance of ihe plan and his sixty-fifin
birthday." However, he receives benefit units only for the years
actually worked, Buch an arra.gement reduces the lnequities of an
arbitirery service requirewent while making benefite aztill depcadent on
length of service aa well &8 ege. This epecial provision has a further
advantage to those in the older age groups who were first employed at
a comparatively advanced age, if s supplementary, negotiated pension
terminatior agreement 1s used to refine priorities, Euch refinewsot
generally tmkes the form of sub-division within age groups by vested
and unvesied employee ciussifications; 8Suci @ provision may mitigate
the harsinness of otherwise {avoring &ge over duratlon of eervice.

On the other hand in the particular plan of Appendix XI, the
intereats of terminated ewployees with vested rights are greatly
reduced as retired employees snd active employees wre given precedence
in the distribution of benefits. Moreover, these former employees 1ill

Torfeii their interests when they cannot be loceted within one yeer of
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discontinuance after a reasonshle effort by the trustee. Paragraph 5
gives the aduiniastrators considerablc flexibility in the liquidation
while eatabliahing the priority rankings as beyond amendwent, More-
over, this parsgrap: coateins one of two undefined terms 1n the ectire
airtizle. Tna filret aupcarcd iu psragraph £ where the uethbod of pro-
raticn vwas nol establisued, and the sccond provides for allocstion of
some trusi asmets in cash without defining limits as tog smount or
¢clrcuastace, Both these ambigulties had to be coversd in the
supplewcasary teruination agreement, Finally, paragraph 6 covers a
polut wihidch has been the subject of no llttle Litigation, pamely, tne
cuployment status of en individual lsid off prior to termination
insofar se this giletus effects possible lpterests in the pemsion plan.
By linking the definitiocn of euwployee to circunstances relating to the
businesc necesslty for terminetion, legal gquiblblee involving stetus
after werper or liquidation or s host of other forus of recrganizetion
are eliuinated for the purpose of defining eligibhility for teruinal
pension distribution,

Concluslons: With this legal fourdation a termnination egree-
nent betwean union snd wanagement cortained only a minimum amount of
real subject material aside from agreewent of the union to permit
terminstion prior to the S-year expirstion date of the labor contract
which originslly gave rise to the pension agreement acd ite deocuments.
First the finel sgreement specified the datec after which the plau vas
to Le cousidered discoutinued. Agreeuent on such e date can be a

critical iseue vhere s larce nuxter of cuployees hove been laid off
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for an extended period of time and can expect to retain or lose their
interest in & pension fund depending on whether the termination date
fell within the life apan of contlnuity serviee rignts following lay-
off. Such s problem was not present here but uppears consistently in
such "boom 'n bust" industries as alrcraft. A second administrative
detall, lelft unspecified in the original contract, concerns the
ninioum wonthly cheek of annuity income ($10,00 per month) which the
insurance company would bhe willing to wmall. As an alternative to
conulty income, there is & lump sum of equivalent actuarial value of
annulty incowe which the trustee can pay in lieu of a pension.

The final subject of the termiration agreement ir seiting a
date for the terwination of the trust agreement with the corporate
trustee, eupowering the trusiee to converf{ the entire trust fund to
cash for distribution of the balance after expenses to eligible bene-
ficiaries and to the Iinsurance couwpsany underwriting the deferred group
aanuity, The closing statement 1s agreement thal all affeirec related
to the peusion agreement wust be considered ended and the joint hoard
disaolved. The entire agrecument, including the usuel legal incanta-
tions of identity in dates and authorired signatures, barely covers
two pages of typewritten waterisl. While one mey disagree with value
of one specific provision or another, the cfficiency of procedure and
the effort to achieve equlty must Le respected. As further cases in
this section will dewonsirate, it is our opiniou that the msjority of

pension teruinsiions leck such nesat exegution,



289

C. bBome Implications of More-Than-Adequate Funding

The principal inadequecy of pension plans at the time of
teruination is basically & dearth of funds with which to satisfy
vested pension lisbllities. However, an excessz of funds c¢an also

prove an embarrsssment,

CASE £15

Fercts: For exauple, consider the termination problem of =&
regional steel warehousing firm. Upon sale of the company the
trusieed pension plan was dimsclved scarcely wmore than three years
after 1ts initisl qualification, Despite past eervice a¢tuarial
liability at the time of origination of $118,000, the total actuarial
lisbility at the tiwe of termination was $103,000. Vhile one
individual had retired, so that his insured pension no longer
appeared as w liasbility, the totsl number of eligible and covered
euployees hed increased slightly. To offset this liability the
segregsted pension trust had assets of $154,000, a wealth which
indicated funding as approximately 150% of liabilities. In part, the
surpius can be explained by the contribotion level vhich used the
attained age normal method of funding. Funding with such s "level
premiun” technique sccumulates funds et a faster rate than the single-
sum wvelues of the accrued benefits are increasing. Some labor turn-
aver in the last two years of coupany operations also resulted in
forfelture of some outstanding past service actuarial liability.
Investoent profits could also explain part of the increase 1ln acsets,

although no case information was available on annual contributions and
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portfolic appreciation. Investments were made in stocks to reflect m
benefit achedule which would pay & monthly retirement income equal to
years of credited service multiplied by the sum of {a) $1.50 snd (b)
1&% of & final monthly take home pay in excess of $350.00. The plan
vested et apge 55 and after 15 years service, Az an additionsl benefit
the metuaris) value pf an annuity was earned and vested if an employec
died before retirement and his beneficiary was eligible for an
annuity. Annulitants who died before the single sum value of their
initial pension was exhausted could name a baneficlary to recelve the
balance of )20 monthly payments, Administration of the plan
provisions was in the hands of & retirewment coumittee which had yover
to authorize and direct the trustee to disburse funds to pensioners,
insurance companies, and other agencies with which expenses might be
incurred, The significent wiscellaneous provision in this case vas
the typical clause which defined company contributions as irrevocable,
reverting to the company after all liabilities had been satisfied.
The terminstion clause (Tsble 35) gave the company the right to
terminate at any time in addition to an mutomatic provision which resd
as folloust
e « o « The plan shall automstically terminate upon adjudication
by & court of competent Jurisdiction that the company is barkrupt
or insclvent--whether such proceedings be voluntary or involuntary--
upon dissolution of the company or upon its liguidation, wmerger, or
consolidation without provieion being made by ite succesasor, if
any, for the contipustion of the plan.
It should be noted that there was no definition of terms and no

provision for ssle to an individual buyer of this closed corporation,

although such a ssle proved to be the case. A pumber of siuilar
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TABLE 35
ARTICLE VIII

AMERDMENT ARD TERMINATION

1. This sgreement mey be amended by the company frou time to time in
any respect whatever by delivery to the trustee of a copy of the
resolution or resolutions of the board of directore specifyling
such amenduent or smenduents duly certified by an officer of the
company, and upon ascceptance by the trustee, subject to the
following limitetions:

(2) Under no condition shall such awendment or awendments result
in or permit the return or repayment to the company of any
property held or scquired by the trustee here under or the
proceeds therecf, or result in, or psrmit, the distribution
of any such property for the benefit of anyone other than
employees of the company who are bensficlaries undeyr the plan,
except to the extent provided for by Paragraph 3 of
Article IX.

(b) Buch semendment or amendments shall not increase the duties
of responsibilities of the trustee hereunder without its
written eonsent,

2, This agreement and trust may be terminsted st any time by the
company by delivery to the trustee of a copy of the resclution of
the board of directors of the company specifying such termination
certified by an officer of the company. This agreement apd trust
shall automatieally terminate when no cash or other property
retaina in the trust,

3. In the event of termination of the plan, the trustee shall
distribute all cash, securities and other property then consti-
tuting the trust fund, less any amounte constituting charges
against the trust fund, in such manner and at such times aes wmay
be directed by the retirement coumittee,

4. Nothing in this agreement and trust shall be construed to prevent
the company from suspending contributions te the trust for any
period whatscever or permanently, but euch a suspension, whether
temporary or perwanent, shall not of itself terminate the trust,
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examples will appear throughoul the chaptier without extended c¢oument,
Thegse instances should be noted as support for & conclusion that
sutomatic termination provisions need greater precision and defipition
of terms.

On preparing for terminstion 11 became evident thst one
eligible employee would Ve linited as to the benefit he could receive
oy the provislone of 5717, As 8 resuli, the surplus was further
accentuested and the owner of the comupany declided to amend and 1o
increape the benefits payable to eligible eumployees rather than recelve
a8 reversion in the form of sctuarial error, subjJect toc capital gain
taxation,

Originsally a @plit fund plan, the group annulty portion had
been cancelled and ihe cash value returned to the custody of the
trustee, To distribute the entire assets including the surplus the
plen was further asmended to create two sieps iIn the apportionment.
Firct each eligible cuployee received & credit toward purchese of an
anpuity equal {o the present value of the retirement income which had
accrued to his benefit as of the date of termination. In addition
each employse shared in the remsining surplus in proportlion to the
retlo of his basic actuarisl claim and the total original =sctuarial
ligbility for all eligible employees. These amounts were then uged
to purchage deferred annuitiea for participants.

Conclusiong: BEince the company remsined in operation under new
ownership there was no permanent sgeverance of the employment
relatlonship for anyone but perheps empleoyee-stockholders, whor ve

presume left management control to the new owners, Without severance
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>0 employaant a cwsh dletribution woulé imve beo. subject to taxation
of ordinary income. The care [ile does not provide any figures as o
the ultinete size of individual shares in the fund oOr Lo the nunher

o persomnnel wiw sghared in the distribution.

CASE §1C

Facie! 1In sncther situstion invelving s sanvfazturlng coupany,
& suall pension plan was torminated in order that i1ts assets might be
corbivied Wwith & profit sharing plesn, Ite actuarisl lisbility ot
terninetion for paet service and eurned benefits after four yamrs of
operation vas $63,700, vhich reprecerted a vet increase of only
313,000 over original past service 1iability. This relatively suall
net ineregac can Ye attridbuted to the great attrition in the number of
participents ¢overed by the plen. For some reason, which could not be
eptablished, the original nunber of participants fell frowm 47 to 26 in
the first plan yesr, and while s hell doren individuels Joined &rd
dropped cut each of the following years, only 26 remeined to be
reflected in the actusrisl lisbility aggregate and to participate in
the final Alstribution, These 26 were to participste in pension trusi
assets of $53,350, which would suggest @ funding ratio of B83.75% at
termination. Onee again Mimee STIT linited ihe awount of credit ous
porticipart could recelve in the transler to a profit shering trust
fund., The forfelted amcunt ves of oufficlent size to perult allocation
to ell other participants of atounts eguel to 1005 of the present value
of thelr dcferred pensior berefits, an auwount trensferred o the profit

sharing plan, vhile leaving ax ad&itioncl smount for retuvrn to the
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sonpaay es un “acktusricl error,”
Corcluciong: Ther cgsa is astevorthy Lere oal: to ludleste the
ierclevares o7 the fundiog revic 1) Lhe pouciosn cxplawsiey reslized and
te undergoo: Uy lrpue. of Sdvao 717 Ao glesely neld eorporats

) -
skrusinoang,

CAEE #17

Facto: In snother similer cese Lovolving the transfer of gssets
from & penslion fund to & profii spsring fuud, a three-yvear old plan wes
able ‘to masi 100U of benefits psyable to retired and vested employees
snd stil)l prc-rate sigable auounts to tho balance of 311 employvees, er
incrense of 50% in the nuwber of originsl participante. At terminstion
the ziigle sur value of mecrued benefits wes $428,7h5, m lisbility
offset by $308,7Lk2 of segregoted pension truet sssets, This favorshle
fund positior was due solely te the euplever's desire to fund its past
service liegbility in jumv 15 yesrs, Twelve pesple on retirement or
eligible for retiremont recedved 1OU% of their retiremant ineome
interest vhile the remaining group of perticipunts recelved more than
504 of their past service sccrued service single suxm benefit velues,
pro-reted on the basic cf metuariel liebilivy, Thase leter smourts
vare trancferred to the profit-chsring plan of the surviving company
in 8 =gle and merger situation, The cese 18 mentioned here &s @
noteble exauple of slrong investment recources et teruinstion, not
because » good percentags of scluarial llability had been grased
througs dicsaarse and taradver ol ewployi2s, but blegune the nang o-

wrat bad wesn delermiived in Ivs effary to proparly fuaod tac penclon
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rrogram, Qur case informatlion did not reveal how their funding
gdecision had effected the terms of merger, which would be related to
reported esruings after texes for the firm over & span of years,
earrings reduced by Leavy penslion charges.

Conclusions: It is conceivable that the mensgement of this
company vae growing older and found it to their advantege to fund =
pension plan before relieving themselves of manegerial responsibility
by resns of a merger with @& larger nations) orgsnizstion, This sugges-
tion is put forward to illustrate the possible uset of accelerated
funding prior to enticipated terminetion of the pension plan as part of
the intermedinte period bhusiness plac of a firw siming toward the
change in ownership and wanagement while uaximiying return to original
owners. Indeed ihe terse report furnished the study lndicated that the
fully retired individuels received a lump sun payment in cash. Gener-
ally guch s distribution would be preferred by the more welletc-do
pensioner, particularly where the ecspitsl gaing provision was of
substantial importance. However, since $T1T played no part in the
distribution, one can assume distributions to eny one individuml vere
less than $20,000 in sny event., The number of participants eligible for
postponed retirement benefit {nine) suggests wmerger was prompted by the
imminent retirement of many key men, and the golicitude of managenent for
an adequately funded retirement program suggests thene key men were

manegers and owners.

CAGE le

Facta: More impresaive then 15-yesr amortization of pnet
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eervice lisbility wus one case where an originsl pest service liability
of $351,300 wes funded in just one year! Apperently time wes of the
eescuce, for Juet two veeres and one month sfter its incepsior, the plan
wes tercinzved vhen the warehouse company was 80ld to nev parties.
During the twe yeers of the plan's operation euploymert dropped frow
104 to 86, including nine irdivicusis who retired. At termination
actuariel limbility was estimated at £326,600 and pencion essetn vere
valued at £3%4,300 or ebout 1L20% of liabilities. Deeplte rapl¢ fundipg
the plan contained no vesting provisions and no proviasion for early
retiremert. The theoretical objection to vesting of 21l or pert of
accrued pensicn liebilities is the additionel smortiratlion expense thia
creates for the penaion eponsor. Buch pressure did not exist in thie
cage a8 the plen was fully funded aluost from the start. The maragers,
et least, would be interested in protecting their interest in this fund
frou forfelture over the long run if they had sincerely expected & long
run. Tnis observer has the impression that the Internal LKevenue
Service might bhave challenged the tax quelification of this plan at
termination on the grounds that there had been no intent to estabvlish a
permanent plan. However, the tax privilege vas not challenged, and
pension ssgets were used to purchese individual insurance company
deferred anpuity contracts unless the amount alloceted to each partici-
pant would have purchased less than the minimum annulty issued by an
insurer, in which case the arployee received his share of the assets in
cash, All employees, except one restiricted by the provisione of
Mimeo 5717, received annuities heving cash valuee greater then tacir

accrued penslor interests,
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This particular case vas terminated early in the 1950's and it
was not possible to locate sources supplementary to our original find
to determine the exsct circumsimnces under which the plan was created
and then teruinated. However, the terms of the plan strongly esuggest
that it typifies & situation in which a closely held corporastion cer
use & quslified pension fund as a tax gheltered transfer of corporate
profits to individual owner-managers. First, only saleried, full-
time employeee were eligible after reaching the sge of 68 and after 15
veara of continucus service, Fligibility was retrosctive to salarled
ernployees 68 Years o0ld or more with 15 yeare of service where they had
retircd prior to the creation of g pensicn plan, The benefit formula
called for paying annulty equel to S50% of average monthly compensation
for the 36 wonthe period immediately prior to retireuent, reduced by
an awount, determined monthly, of the primary insureance bsnefit paysble
under federal social security laws, Full benefits required 20 yeare of
service; the employee with less than 20 years of service received 50%
of average monthly compensation less 1% for each full year of continu-
oug dervice less than 20, Buch a benefit formuls, which allows for
reduction of the gnnulty upon any increasse of goclal security,
obriously favors the hipgh sslaried individual. The text of the penalon
plan document gave the following 1llustration of the benefit formuls,
aﬁd it will serve to exphmslize the blas of the plen to fevor the owner-
natagers even though the bulk of the employees ostensibly beneflied.
The example glven vas ag follows:

Richard Roe, o salaried employve, retires et the sge of 68
after compleving 18 years and 6 months of continuous employment
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vith the Company., His averege monthly compensation during the 36-
month peried immedistely preceding reiirement is $300, Richard
Roe will reccive, coumancing st age 63, a wonthly p2asion under
the plax in an swmount equs) to %60.50.%
¥hat the ponsion plan text 4.4 net Zllustrete was the rclstive fupuct
ef a2 ¢hauge of eaclal mrcurity henefits on the hicgher ssleried
emploree end the Richard Roer vhe were earnins $30C 2 menth, An
increpse of $6.05 par month er s rerult of smendrent of the sociul
security lewe would reducc Richerd Ree's comyany anuuity by 10%, but
for the irpdividusl avereging $900 & month, hie totcl nensien of &40O
niuns £85 per month of Bocdal Security benefits would meen e company
ennutty of $315, 6,05 reductlon here barcly equels 2§ of the compeny
anguitys  Moreover, eny {ncrease in social security benefit lowvel
wvould antematicelly change the essumptiiorn on which the actuarisl lise-
bility of the plan wes caleulated, rednueing the liability
pignificantly cnd thereby reducing the neeé for additionsl company
contributiens, Moreover, the employec wtmet forfelt three yeers of
¢nclal) gcoutiry even gt the tine this psrtieulor plan was in eperation
ts resel the quelifying sge of 63 or do without his bLenefite for the
firet three years of retiremert, azeuming he har the minimur years of
regquired gervice, Even thir option ir limited to cores of totol end
permanent disehility or indefinite layeff, for the pencien decunment

spceificslly st ten, svbjeet €2 the zbove acceplance, thet:

2$60.50 Wat eomputed 2 Jollows: S0k winue 1-1{2% (= X5 cutbac:
for ecsch full yesr of continucus service lecs taan 20) equsle k5.1
pultiplicd by $300 per moati eversge compensetio. equels Z1M3,50 var
asntl total pansion wincs §05 p2r priunrr Boeilsl Sceurity buaacfin
eguale & {ulB0 poo nontl poutin. peirble fron tnc puencliol plad,
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»e. 10 benefits whatscever shall be payable to any ealaried

employee who ceases to work for the corpany for eny reason prior
to Normal Retirement Date, irrespective of the years of continucus
service to the cowpany of such eumployee. Her shell any bencfits
be payable under the plan to any employee who dies while in the
etploy of the company.
When the plen was first submitted for approvel ae s tax exerpt plan,
it was necessary to add an emendment restricting distribution in event
of terwinstion within ten yesrs of its initistion. Lump sum
distributions were not to exceed the greater of $20,000 or arp amount
equal to 20f of the first $50,000 of the amployees' basic annual
salary multiplied by the number of years between esiablishment of the
plan and the event csuging dietribution or terminstion. When.the plan
was terminated, it was necessary ito amend the benefit formule so that
the benefit level, once determined by Federal Bccial Becurity levs
existing at retirewent, would remain constant. ®©bviously, once the
trust had been terminated and outstanding retirement income funded
with insured snnuities, no mechanism would remsin for adjusting
pensions to parellel changing developuments in the Bocial Security
Tield.

Conclusions; While IRS 414 not challange the qualification of
this pension plan for tax exewptisn, 14 would seem thst the manner of
Tunding, design, snd sudden teraination of this plon was an abuse of
pension tax lav privileges. This kind of abuse has proopted & number
of attacks on the capital gains privilege as it applies to lump sun
and terminal distributions. In the recent legislation enabling self-

employed people to Inltiate peusion plar funding enjoying certain tax
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privilegea,3 an anendment inltisted by Eenator BEugene J. MoCarthy
would have removed the capital gains privilege for officers of closed
corporations, The awendment expanded the definition of "owner=-
enployee” to iInclude the owner-msnagers of corporations who own wore
than 10% of the value of outstanding stock of the corporation or
who own more than 10% of the total combined voting power of all
cleases of stock entitled to vote, In effect grenting this group the
sauwe privileges and restrictions se applied to the owner-ewployees of
unincorporated businesses.h Thne intent was equity. The amendment was
not initiated without reference to recommendations of the IRS, end it
can be presuned that the Revenue Bervice has evidence of frequent
sbuse of the aspirit of pensfon tax laws ms demonstrated by the case
first under diecussion. Nevertheless, the freguency or severity of
this abuse hue never been defined as aggregate stetistice have never
been released, It would seem that assimiletion of the facte of tax
experience to date should precede tax reform, Morecver, in = cage
such a8 the one Jjust described, tsx reform would not be necessary to
discourage such an abuse when the tax commissioner already had it in
his pover %o chellenge the original presumption of perwsnency required

of a tax qualf{fiec pension plsn, Thie latter prerogative of the

38e1f-Employed Individusls® Tex Retirement Act of 1962,
H,R, 10,

bFor full detsil see pp. 63-64 of H.R.-10 (C), (D), (E). The
intent of the amendwent was glven in correspondence froum Senstor
Eugene McCarthy to the suthor September 2L, 1962.
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coumigalioner can be wore selective and equitable than simple removal
of, or restrietions upon, ilncowme &nd capital wgaina tax applicatiocus.
Perhaps the tax service has fell that chellenging the intent of the
party at origination as to thelr good faith in anticipating the con-
tinuity of the pensicn plan would be a difficult legal chore. In the
cage at hand, saele of the busineas would appear a legitimaic business
purpose which could only be chellenged If it could be shown that the
Board of Directors was contemplating sale of the busincss to parties
unknown pr to a specific party ss an objective of their businesa
strategy prior to mdoptlion of a pension plan. For such & situstion
the law might well be amended to permit inference or strong presump-
tion frow criteria of peruanency which could be applied to known
figures and fmctis.

The problem of pension assets in excess of pension llsbilities
has many explenations. Fensicn lisbilities waoy be small because of
the ags of the work force, few past service credits, oz extensive
attritlon of employwent, Perbaps wost important is the dlfference
between the prospeciive actuarial liabili€y and terminsl] liability of
the pension, The latier wsy be seversly restricted to a few eligible
individuals with vesied righis of termination, while prospective
liability includcs all accumulated, non-veated service credits. Come
pared to the smsller figure segregated assets may appear uwost adequate,
though reflection leads to the concluslon that vested VLenefiis vers
insdequate. The other explanations are those in which investments
have jincressed in value st 2 rate in excess of incresaing llabilities,

A number of the pension profeseionals interviewed agreed with the
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author that gver-funding the peasion plan for the asusller, rore closely
held corporation can be a geauine area of concera for the tax service,
Tae frequeney with which these situations occur is probably higher
than wost people realize or ie lndicated by replies to direet inquiry.
It ia the other situation, the lack of funde to pay even retirewent
counittments, wvhich captures wore research attention and ayupathrtic

reforw legislsation.

D. Tuands Insufficient for Current Feiirecrmeat Costa

The noneingured, trusteed pension plan which undertakes to pay
retirement benefits directly from trust funds faces the ever present
donger that it will be terminated or Fail to reecelve coatributions at
a time when 1t lacks the resources to complete outstanding obligations,
The inesdequacy of funde 18 not alwsys apparent until it becomes
obvious that clalmz are consistently exceeding ectuerial estimates.
Ferhapa the mest severe dipappointment of pension expectations is that
which occurs when pesywents to retired workers wust be reduced, for the
retired worker hes generally found it necessary to scale his standard
of living with sacrifice to the monthly pension checks, both public
and private, which he expects to receive. A further reduction of
income, once the older person has wsde the first adjustment, {# a most
severe hardship.

Cese situations vhere retired workers suffered a reduction of

previously established pension benefits verc not found in the study
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sample as frequently as one might expect.5 Such situations were not
even related primarily to business failures., Corporations have few
cospunctions egainst woving eway or closing a plant locstiion, leaving
the pension plan to stand or fell as 1t wil) without additlonal

subsidies.

CASE ¢19

Facts: An auto parts manufacturer consolidated his operations
and closed one of its older plants which had retired eighteen perseons
previcus te terminstion, half of which had been retired tvwo years or
more when the plant closed, The pension plan wes & ncgotiated one on
the auto worker pattern., Its benefit formula provided for $2,00 per
wonth per year of service up to a waximum of $60.00. ¥Normal retire-
ment, early retirement, or disability required 15 years service, and
responsibllity for administration lay with a joint coumpany-union board
of administration. While the actuarisl liability at origination ia
not known, there wvas $68,330 of megregated pension trust assets at
ternination, representing e current cost plus 30-year swertizetion of
past service liability, The liability wbich this offset Lad been
gharply reduced by a reduction aof employment in the plant from 130 to

118, end then 29 on three successive anniversaries, The retired

5Only three mitumtions vere found in the sixty odd cases
selected for review, a percentage of %%, a factor which has no statis-
tical credibility but is nevertheless significent since such instances
would generate the wost herd feelings; it would follow that there
cgges would be the first offered to rescarchers dy those professicnsals
which found commuted retirement benefits a wmost serious and inexcusable
bresch of the pension promise,
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participants suffered a reductiocn in benefit of 35% of what had been
received theretofore, and this reduced benefit level was stsbilitred
with the purchase of snnulties from an insurance c¢ouwpany. Termination
was asrked by several contractual features of interest here. A year
and a hall prior to itermination the union brought about amendment and
restatement of the pension agreement calling for automatic termination
of the pension plan "in the event the company discontinues its
manufacturing operations at its plent at ... and moves said operations
to apother plant established by it at a location beyond a radius of
thirty miles™ from its then existing plant locetiorn. This provision
wes intended to protect pension participants from & shift in plant
location beyond ita former ewmploywent ares, a wove which would not
necesnarily require s ¢orporstion to terminate its plan.

Conclusions: Theoretically workere who lacked a year or two of
vesting who would not wove to the new euwployment site would lose
accumulated pension expectations., At the same time the couwpsny would
geln pensfion aspeta which would fund a greatly reluced pension
liability for newly hired employees at the new location. In this
case this advantage %o the company was not clear, but it would have
been to the advantage of retired workers for the plsn to remsin in
effect despite company relocatlon, Instead, s sound improvement on
the typical pensiecn plan brought about consequences that were not con-
templated, = result to be coneidered wmore closely when the migration
problem is trested in Chapter VII. One can wonder what satisfacticn
management derived frow alloving & plan to terminate without

additlonel funds, so that thoee who served the company 15 to 30 years
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voolk a reduction in pension income, whicih could heve been prevented by
an additional contribution of less than $40,000. Tne company did not
g0 out of busineas and was able to build & nev plant while upselting
the pension expectations of ihose left unemployed or in retirement,
Jne exposure of the retired individual to the poesiblility of a reduc-
tlon or loee of pension income due to unileteral or automatic
termination of a pension trust wiich has pot fully funded coummnitwments
to vorkers slresdy on retirement could be readily reduced, The
standard denial of ligbility should be qualified to preserve company
liability for benefiis payable to retired workers or at least those
over age 05 where early retirement liability might be excessive.
Comncn law would grant & retired vorker & vesied interest in a pension
income whiech had been promised as an additicnzal incentive during his
working years, end 1t would seew against goclal policy to permit a
forusl pension sgreement to deny all lisblility whaeleoever,

In eddition to & locational clause, the termination setilewent
called for tine employer to contribute an additional $4,100 to the
pension fund in excess of his required funding to purchase additional
annultles for employees electing early retlirement in lieu of severance
benefits payable at the tiwe of termination. Five employees elected
tils oplion, raising the totsl nuwber of participasnts in the plan to
receive benefit to 23. KNore of the other 130 employees covered by
the plau prior to the reduction of the work force leeding to termina-
tion received arny benefits, Finally, provision was made for the Joint
administration committee to continue to functlon beyond the teruina-

tien date of the pension agreement to instruct the trustees in the
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trensfer of funds to an insurer and to "take such appropriate action
as way be requested" by the trustee. This extension of limited povers
vas dated to expire six wonths following the terwmination of the plan
and trust. In this way an sgency to instruct the trustee continued to
function, providing more flexibility to meet unexpected contingencies
then would have been the cese were extensive instruciions drafted as
an amendmwent to the original trust document. Such a simple device to
anticipate the last minute detail tangle of termination is quite often

overlcoked in termination of trusteed pension plaan,

CASE #20

The problewm of pension teruinetion end sdequacy of funds is
affected by the average age of the employees covered as well as the
time during which pensibn assets may heve mccumulated. The older the
work force at the time when a pension plan is initiated, the more
fumportant is the past service credit lisbility. Where the work force
is being severely reduced as a bualness fails or 18 relocated, the

y

average sge can be expected to advence rapidly for the remsining
force ag the younger worker, with less seniority, departs for other
euployment., As average age rises, funding of past liablility per
employee rises, and this rise is reflected by a high ratio of azccrued
1iability %o normsl cost,

Facts: In one case employment fell from LA0 to 90 in Just five
years, vith a brief spurt of activity for one year. When the plan in
questlon terminated, 30 verc receiving peasion benefits while 106

enjoyed a "vested" interest, Terminstion followed ssle and spin-off



307
of o Tully owned subsidiary, By agreement the subsidiary elected to
withdravw i{s appropriate portlion of the pension fund assets accordling
to m pro-ration boped on actuarial liebility of ludividuml aceounts
within coempany divisions. The actuarial l1iability of the divisien
sold vas slightly in excess of $60,250, which produced a share of
$31,550 for the participants, This fund wag quite insufficient to
meet benefite for those alrcady retired., The priority clasuse of
distribution upon liqulidetion fellowed the auto workers' pattern, but
did not decide whether the retired worker would be charged to the fund
of the original company or the fund of the spun-off divislon which had
employed the individual in questicn.

Concluslone; It would seem that the 30 already on retirement
would have had greater securlty if they had been permitted to remsin
with the pension account of the perent firm., Moreover, 1{ seems
inconmistent with the intent of the priority cleuse to transfer these
charges sway from the principal body of zsseis before applicstion of
the priority rule. The plan of the subsidiary was later terminated
before it had opportunity to accumulate sgufficlent assets. Toe only
real beneficlary was the parent firm which escaped any furiber liabil-
ity to those retired workers for which responsibility was transferred
to the firm created by the spin-off and ruined, ln part, by the burden

of pension costs,

E. Contributory Pension Plan Teruinestion

The distribution of s contributory pension plan wmust of neccc-

gity follow a different formuls than one appropriate to teruiratlon of
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g non=-contributory plan. Since the preponderance of peasion plons are
non~contributery, some difficulty was found 1n locating contributory
pension cese illustrotions, Several contributory plans have played =
pert in previouc discussion, but an additional one is included here to
emphieslze vaerlation In prlority belween return ef conlributed funds
with Interest and sllocetion of company contributlone toward the

Jointly eupported plan.

CLSE #2)

racts: In thie exauple a subsidiary plant wes closed and the
cuployees were roil absorved by the parcnt compsny, 110 ewployces tiaus
being left Jobless. The euployce penelor plan, an integrated propgrau
requiring benefits of .514 of earnings up to $4,800 end ,128 of
earnings above that amount, wae terwinated precisely according to the
terminaticr clsuse a6 originally written for the contract. A critical
element Iin dictributior is the return of contribuiions plus sivple
intereet thereorn to cach contributor, Lesi asseis be reduced by
paywent of retiremerti allowances to a level ilusufficient io nmeet
contributor claims, terainetlorn gignals the cad of monthly retireneat
allowances frow the trusi untll evaluation of sssets can be mede. Froum
tie total fund thus appraised, sufficient asseis are =et aside Ly the
trustee to pay the outctending expenser of the plan and iis terminal
distribution ond then to pay all retlred and uon-reilred particlpants
the value of thelr centributic.s, This aucunt is adjusied for Inzome
credits &rd charged for heuefit payments already pald annuitaats or

thelr benaflcelarics.
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Out of the belance remsining, the retirement allowsnce psid
retired perticipants st the time of termination is restored to the
degrec th» ~2meining assets ney be sufficient, Termination pensiont
called for reduction of retirement sllowances "proportionately” but
4id not stete the formula for proretion., Presumably the ratio
selected would be that of the single msum actuariulyvalue of &n
individual claim to the aggregeate single sum values of =ll clsins,
Hovever, this uight be modified to favor the larger group vith the
lover average level of earnings by couwputing benefits only on the
basis of the first $4#800 of esrnings.

Conclusions: Placing 8 ceiling on maxinun benefit would be &
shift of priority at the expense of the older, Ligher paid worker and
those who vere elipgible for retirement but hed not applled prior to
tha day of teruination, It seesms unvise to distinguish bhatween bencfits
or priority of clain for those who have retircd and those who could
have retired at the normal retirement date, Such discrivination
exposes thosz who are willing to continue to vork to possible penal-
ties at the time of terminetion. Where the difference is maintained,
the inpider can select agalinst the plan and his co-workers upon
ascertaining the termination is imminent eimply by requesting his
retirement and the bennfite te which he is thereby entitled and
assured wvhere an annuity is purchased.

Before woving on to another case area, the reader should note
in Table 35 the same Aifficulty in defining just wvhet circumstances
s5hall sautomatically terminate the plan. In addition, the retirement

coumlttee 18 protected againet a court challenge of the amsset
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eveluaiion and actusrisl asswapiions wnlch they must wake by providing
{hat thelr juigwenia for purposes for terwmination "shal) be fiusl and
conclusively binding upon all partiies." More ihan one pension plan
was fourd which not only left importsnt declisions to be made in
conjunction witn termination to an uncompensated adwiniatrative voard
but also lef{ this board vulnerable %o & challenpe as to the wisdom of
their particular judgment. Such errors of omission in drafting seidom
recelve critical attention or cause their author much embarrassment
because only one gut of every seven plans fail, Typically the fallures
are among the sumallest plans, and often the legal position of the

parties ie sufficiently unequel that arbitrary amendment ia posaible.

. All-Cash Teruinal Distributions

There sare many occasions for distributing the asseis ef a
defunct pension plan entirely in cash. Aside frow cases where
individual claims are toc small to warrant annuities, benefit formulas

contribution formilas may alsc wilitate for simple cash distributions.

CASE $22
Facts: Consider the pension plan of s amall local public
utility, which was about 15 years old when the local firm vas
dissolved following sale of its assets to & larger reglonal utility.
The original plan called for a retirement income based on the partici-
panis' aversge monthly rate of cowpensation for the ten ceslendar years
preceding termination of ewployment or retirement. The sctuarial

liability of the firm under this plan was based on projected estiuates
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vi salary levels, rates of advaucement, sod otbner long terw facltors
vilcih uad uo opportusity Yo la.e mich effect whe.. the plan was terwiin-
aved. Tue original plau Dad uot been fuw.ded aad ouly four years prior
voe ternination the plan nad been amended to provide for 30-year
aunortlication of past service liebility by the company and soue portion
of employee contribution to current service.

Conclusions: Since there was no one on retirement or within
striking distance of retirement, the pension plan administrators
avoided reexamination of actumrial functions by simply returning
employee contributions and pro-reting the recuaslininz balance of cesh on
the basie of years of service.

wherever the penslon bernefit formuls has been related to
average earnings over several years prior to retirement, & terminaiion
settlement was necessary which greatly modified and simplified both
eligiblility and benefit formulas, Although a specific case illustre-
tion with extensive documentation was not found, a number ol ceses in

polnt night be mentioned briefly.

CAGE #2
Facts: In one plant relocation a pension wes teruinated in
which the benefit foruula was based on esrnings in the last 128 wmonths
ol service prior to retlrement with an sllowance for s total service
fector. In a negotlated settlement the benefit formula ﬁas ignored,
along with an elaborste termination clause which atiempted to apply
the originel benefit formula, and & cash distribution was made instead,

pro-rete on tihe besis of years of service.
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Conclusiong: It im difficult to iuwmgine s workable termination
clauge of a plen in which benefii{ formulas were bssed on the mverage
wage component, In the ghort term there would never be a auliable
balance between complex actuarial projections of future wage levels at
retirecment and investment resulte of availlable funds coumltted to
securities with long term apprecistion potential. Abrupt termination
of such plans in their early years would make the actuariel basis of
the plan irrelevant, and it mlght be that in the short term the
appreciation of invested pension aspects lagged the appreciation in
vage levels which determined benefit levels, A8 a result, terminaticn
by amendment has reduced the terminsl distribution to some wore
immediate and simplified besis, Where there was no one already on
retirewent, and the grand plan of pensicn income formulae has been
abandoned, it has been natural for the edministrator to think in terms
of cash liquidation.

Cash liquidatione which supercede originsl benefit formulae
always require e provision in the terminstion setilement protecting
the members of the pension committee from challenge for:

« » « any &nd gll divisions, apprasisals, apportionments, and allot-
ments wmade by the commitiee shall be final and not subject to
question by any euployee, retired employee, or other persons,
This denial of liability is in addition to the astandard clauses of
exonerstion which eppear elsewhere in the plan, as termination is
considered to be something beyond norwsl operational responsibility,
An argument cen be made that terminal distribution requires the exer-
clse of far more discretlion than ias true of the normal pension

operatione, so that perhaps the administrative coumitiee or parties
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nepotiating & terminal distribution require very specifilc protection

from challenge and liability.

CASL_#2h

Any pecnsion pla: where there are furds may be subject o cash
liguidation because of the econoumic poaition of tie partlicipants at
termination, In sltustions of the kind thet wean lost Jobs and
employment workers need cash te live and the employer needs to find
cash for speclal severance pay. The natural move is to appropriste
penslon funds for these purposes where cther funds are nol likely to
be aveilable, It 1g imposeible to ssy to what degree a general suspi-
cion of Iinsurance devices causes the workcan to prefer cash, but there
i sonec vague resistance to long terw "policies." Many pension
administrators and trustees spoke to the suthor of the unseemly haste
with which deferred pensioners surrendered their certvificates for cash
even where there wes no pressing need.

Facte: One bank truatee told of a situation where & plant was
closed during a perlod when Jobs vere plentiful for those skllled
machinists who were displaced., 8Special efforts were made to have the
trustee officer speak %o each of some 200 participants on the value of
thelir deferred pension certificates. These certificates were issued
cne noon and a sirable number of the participants reached the downtown
home office of the insurance coupany to cash-out before the trustee
revurned to his office at the bank.

Conclusions: Cash muy not only be preferred by the penslon

participant but way be wrged by his life insurence salesuman or car
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salesmann, Ar pointed out previously, m cash-out of & enmall pension
annuity is generally not discouraged by the insurance coupscy which
may find its servicing expense ratio a little high and which can be
expected to refund ¢ cask value sonething lece tnan the purchsse price
of the amnuity.

Thne cash distribution is certelnly in order where individuel
acecount values are oo awell to buy s significant pension, snd it hasa
heen polinted out that s minimum significant pension mey be three or
four times sa large ac the minimuwe check which the insurer is willing
to distribute perliodically. The need for cesh during transiticrsl
unemployment mey be immediate but the rneed for retirement incone will
be ilwmperative. OCernerslly the resources of employees are not sufficient
to bear the costs of unemployment and a gavings plan for retirecument.
The pension board has what cash is available to be allocated to
competing soclally desirable ends.

Preservation of peneions ls an fuportant social aim and perhaps
accouplishes a measure of foresight for the group, which would be
unlikely for the individual, The eumployer or the union officlals wmay
feel very strongly that penelon wvalues should be left ocut of reach of
individuals until time for the annuity Income to begin. However,
freedow. of econowle cholce wouwld argue that vested peunsion values of a
terminated plan, which can no longer meel ite originel goals, should
be offered to each partlcipent ir any form he chooses. Esch pension
participant mey convert his windfall into new kitchen cabinets, or &
ecollege education for a child, or into 2 varisble annuity se he

chooser, since (in taeory) he alone must bear the ultinate risks of
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0ld age. Without earrying this discuselon further, 1t becomes evident
that a terwinal distribution by cesh or by pension 1B not necessarily
decided or grounds of efficlency, equlity, or adequscy, but rather as o
political preference. Some pension administrators have sirong
preferences, and & fev cages will be exemined where an annuity weas the

only forum of dlstribution cpen to participants.

G, Distribution of Annuitiy Ceontracts Axclusively

Termnination provisions are often very specific in granting
pension administrators powers to make terminsl distributions fer
broader than those to distribute pension values in the ordinary course
of operation of the pension plan, For an exsmple, & coumon clause
regarding the cholce of terminsl distribution mlght begin as follows:

The Qistributions in liquidation upon such termination of the

trugt mede to the extent no discrimination in value results,

(a) in cash; or

(v) in insurance or amnnulty countracts; or

{c) by monthly paymentis of snnuities as they become payable

under Article III hereof, untll the actuerial equlty is
exhausted; or

{d) any combination of the foregoing in accordance with the

determination of the trustees at the tlme of the termina-
tion of the trust.
In 8 nueber of cases discusgsed by bank trust officers, who would nct
release wore detsiled inforustion, pension adminlietiraiors were so
firmly convinced that sccunulsted pension values should be preserved
untlil due that a speeisl trust was crested to assure this result.
Termination of & pure pension trust wae acecomplished through purchase

of individual anpulty policies for Qualified participents. Thege

policies werc in the wame of the participants but placed uander tie
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control of a trust, the trustees of which were eupowered to release
the contract upon retirement of the participantt or in event of
special hardships. In the lstter case the participant waa required to
initlate & special request for the slugle sum value of his annuity or
for an early retirement income, and the tructees would act as the eole
board of contrel ae to whether the situation warranted such a prewma-
ture release of funde. According to the source, such boards tended to

he rather stringent in honoring hardship requests.

id. Distribution ¢ Annuities or Czah by Class

The use of annuities and cash is hert determined by the need of
participants, and a common meane of disceriminating by groups 1s to give
the older workers an annuity and the younger workers cash, 8uch a
method is generally consistent with need and with the small values that
the younger worker hag generally sccumulated, an amount further reduced

vhen priority of distribution leaves only a pertiasl settlement,

CASE y2
Facts: For example, 2 large autowncbile aupplier ahut down one
of 1is plants, a plant vhich enjoyed an independent pensior plan of the
UAW pattern, Iz general the admlnistratorn6 rather than the pengiaon
Jointehoard chuanneled Lnatructions to the trustee gs yvequired by the

plan. The plen began with sn original pest service liabllity of about

6‘I‘here vas a Joint-~managoment board with iimited responsibility
(lest suthority lead its members seek costly prerogastives llke office
space and secretarial help) and a full-tine adwinistrator.
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$150,000 and ten years later, st terminstion, faced an sctuarial
liahility of $834,000, despite the attrition of employment indicated

in the table below:

SCHZPULE INDICATING THE I'UMBER OF E{PLOYEES COVERLD BY THE PLAN

Non-Retired With Senlority Retired Vested

10/1/55 352 5 -
10/1/56 329 9 b
16/1/57 286 15 2
10/1/58 280 21 T
10/1/59 272 23 10
10/1/60 265 22 1k

To meet these liabilities, $339,000 was avallable in the segregeted
pension trust count. Subject to a negotiated pension agreement {0 be
revieved presently, 2L previously retired workers, 2 participants who
had peostponed benefits, 19 whco elected early retirement, and 2 dia-
abllity cases receiveld thelr full snnuities In the form of insurence
contracts. Lump-sum cash payments were wmade in partial fulfillwent
of the expectations of ellgible employees in the age 50-53 group,
while no one, not even long service participants, under the age of 50
received any benefits,

The regotlsted settlement agreement should be noted for seversl
rather unususl provisions., First the ccmpeny pzid tgo the trustee an
additional $13,000 so thet the last class benefit, the age 50-59 group,
vwould receive a slgnificant 4Of of their scerued benefii. For this
conslderation the compsny was relieved from any further limbility of
any kind under the agreement. While the agrecment presuwmed tazt

everyone in the 50-52 group would reeceive cash, individuslc could make
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application for pensions, elther imwediste or defcrred, within six
weeks of termination., Cash payments were pro-rated on the baeis of
total service credits of the Individual to the total aggregate mervice
credits for all such persons., Thue priority was based on age and
amount was based on service of workers, The board of administration
processed all espplications for pensions and forwarded instructions to
the bank truastee., The time-table for termination is of sowe interest.
It was sgreed to terminate as of March 1, and no employee waa to be
eligible for pension benefits unless he made application by M=y 10,

It wes not necessary to locate and notify employees with a vested
interest who hed long since left the employ of the company since
eligibility required senfority status as of March 1 and since the

ma jority of the 14 vested, non-retired vorkers were still in the
enploy of the company., In effect, seniority status or s cutoff period
for application works as bhoth an exclueion or a form of priority
fevoring those closest to the eonmpany.

When & termination setilement agreement imtroduces the
requirement of senfority statue on the date of termination and & one-
year time limit for spplication, it may divest workera no longer in
the employ of the compsny of what was & vested panslon 4interest.
General legal cpinion holds to the view that a vezted pension interest
cannot be destroyed by future amendment, and in this eczse two vested,
former employees were contacted and there was no occazion for legal
test, B%1ll, had these men not heen located the terwinstion agreement
would have divested them of their interest.

Conclusiont: The law is vague ae fo the precedence given the
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terulnatior settlewert over the penelon sgreement o that these
controls to eese the aduinistrztion of termirption should be entlici-
pated in the originel plan., A seciority conditior and & time
linitetlor for spplicetior for s terminsl benefii should be included
in the originel persion tercinaticn clause, regerdless of whether or
rot the plsn cells for negotistien et terminstion,

Supposing for a moment thet several vesicd perticipenis vere
divested by the settlement plern, end sssuning the courts felt such
divesting was unlewful, to whow would the dispocsessed sddrces then-
eelvens for recovery? Annulitiee notl 1n force 1y Morch 1 were to
commence peyment en July 1, by wiich time the berdk trustee wae to heve
trgnsferred sufficlent funde 1o en irnsurance couvpeny selected in the
basie of a single premium compctitive bid for group ivmedlate or
¢eferred snnuities. Aem soon s possible thereafter, the bank trustiee
wat to dietribute the reweining cacl ageets to the Queliified
participerts, end the plen celled for autountic diarolution of the
boord Decerber 31. Thir hoerrd, confieting of four wembere divided
equally between union end managewent, wee depigned to supplent or
continue the joint board which lost its powers as of the terminstion
dete March, Jt wae relieved of limbility for "eny misieske of Jjudge-
went or action texen in gezd feith." The compeny wes forever relieved
of sny liability conpected with the plen ss of March 1, The trustee
had elweys been protected against liability for clerical or ipvestment
error, The queation is, therefore, to whow would an cmployee seek
redress vhere he wag insdvertently denied payment (or made en erroneous

payment, for thet uatter)? If the originel schedulee are correct, the
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truast officers reassure us that a simple itrial balance will detect any
error, But what i the original schedules sre in errort? The experws
would not advance an opinion as to where liabilliy would fall were a
Pormer vested employee to arrive on the mcene a year later to c¢laim
his pension, It is the cpinioo of this writer that such an injured
party could sue his representativerin termination nagotiatlona, i.e.,
his union, for consenting to the distribution of an irrevocaeble right.
Presumably ithe union representative mcted on advice of counsel, and so
there 48 mr off-chance the attorney tao might be llable. OF oourse,
the local union may have disbanded with the eloelng of the plant, the
employer may have been misplaced. Counsel for the union representing
the interest of vescted participents way be the only survivor and the
only entity with cast resources. Why not make him & target of a mal-
practice guit?! He would seem to be the ¢uly party not covered by a
hold-haruless clause, and since court precedent exisis eatablishiog
union agents as the representatives of former employees on these
matters,7 could not the link of representaticn expose union counsel
to liability for misrepresentationt

The deaire to praovide a pension way lead to a diptribution of
annuity policies st termination in smounts which are toc small to be
of real value to the participants, together with cash amounts which

are meaningless.

75@: Wie brice Lobr dibacil &%, al. va, Lrawebt, Ing,.,, op. cit.
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CASE ¢26
Feets: For exsmple, s small electronics firm established a
trusteed pension plan for its salaried employees, Reduced business
volume led to lay~affs of over half the original participants asnd
withirn g@even years of the beginning of the plan the company decided
it ¢could not afford one., At termination, )6 participants shared in

sggets of $30,76k.46 as follava:

Cash Value of Bctimated
Particlpenta Folicy Contracts Cash Monthly Apnuity
A $ 87L.5% $ 30,43 $ 5.23
B 718,79 23,83 L, 32
¢ 763.81 21.15 L, 56
D 12,647.31 344,08 75.00
E 513.43 18.39 3.60
F L72.09 16.31 2.82
G 880.91 32,80 5,28
B 1,000,70 36,77 6,00
I $60.70 32,41 5.96
J 1,139.49 39.89 6.84
X 1,600.43 55.48 9.60
L 1,322.25 48.01 7.92
M 57L.81 20.53 3.42
N 1,073.91 38.23 6.42
0 4 874,05 185,17 29.28
P 396.56 13.20 2,40

Assuming everyone to receive an annuity were age 65 and immediately
retired, they would receive & wmonthly annuity of the minimum in the
third column sbove, based on a gusranteed rate of $6.00 per month per
thousand. More likely wmoat annuities would be deferred for many
Years so that on the average cash valuea might double before retira-
ment, BEven in that event 6 of 16 beneficiaries could not expect to
recelve $10.00 per wonth, and eleven of 16 could not expect to recelve

$15,00 per month, As quarterly checks the payments still would not be
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impressive, Only D, K, and O could expect significant retirement
income &id.

Conclusions: It would seem, therefore, that either a cash
payuent would be wore in order or that the participants could receive
uore immediate benefit 1f soue other form of life insurance were
chosen, This letter slternstive would prescrve the tax protection of
the pension funds, and in thls case where there was no separation of
employment, avold the penalty of income tax inatead of capital gains
treatment. Life lnsurance policies might be purchared on a single
Premium or prepaid premium basie so that younger wen would continue to
receive immediate benefit of life insurance protection as well as the
long term sccumulation of cash values which ¢ould be gonverted to
retirement income. FPrepayment of premiuz for ssy five or six years on
an ordinary life insurance contract vould not only achieve jmmedlate
purchase economice but aleo wmake 1t possible for participants to
continue life insurance prewium paywents at 8 later time when
presumably they would be in a ltrqnger financial position, all the
tiwe enjoying life insurance rates of s younger age, Other alterna-
tive umen of diatribution shares might be variable annuities or
purchase of mutual fund certificsetes from covpenies offering conver-
slon to ennuity optione upon retirewent, The polnt which these
alternatives serve to domonstrste is that premsture and early
termination of & pension plan should not sutoummtically suggest to the
administrators the use of annulty contracts to the exclusion of other
financial alternatives which may lesd iedirectly to retircment incoue

vwith lees lumediate opportunity cost or greater immedlate benefit 4o
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the younger partieipants not due to retire for 16 years or wore,

I. The Use of the Wasting Trust

The use of the wasting trust is an excelleni example of the
diserction 1n the hands of an administrative committee responsible for
terwinating & nore=incured trust plan. Such a truest would permit
contlnusnce of & trust after termination of the pension plan in hopes
of reducing unfunded and unsatlisfied 1lisbilities by means of invest-
went and getusrial speculstion. Since benefits are paid only as long
gs funds last, the pensicner always faces the prospect of an abrupt
curtallwent of his pensicn; on the other hand, those who mighit not
receive a penny should pension eseets be liquidated at teruinstion of
the plan, may realize sowc benefits as time changes the reletionship
between apprecliating assets and declining llgbilities, In some ceses
aosets ore weintained in o vasting trust only until a beneficlary is
eligible to receive payments, at which tiume =n abnuity is puwrehaesed
with his sppropriate share of the fund, Each participent msy share
pro-rata on the basis of credited service at the time of terminstiion,
and these service credits measure the number of unite he holds in the
Wwasling trust which might be thought ef as a mutual fund with over-
toner of the old tontlne contract. Should an annuity be purchosed,
the fund loses the speculative velue of fevorable sctuarial errors on
the conservative slde, A waeting trust is most valusble when there
would be a group vwith well-deferred pension expectetions, contiaulty
of managzment, or other common bonds which hold the group together

geozraphically end thus simplify the location problen.
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CASE

Facts: 1In one sirable case the sale of & real estate service
orgenization led to termination of @ pension plen for about 100
employees. Segregated pension ssmete of $296,000 were svailable to
weet an sctumrial liability et the time of terwination of $85k,000.
Tbe originsl company sponsor was liquidated, selling its assets to a
nationsl eoncern which iwmediately hired all the salaried personnel of
the firm. Of the 101 eligible psrticipants, & vere on rstirement, 9
had postponed retirement, and &4 were eligible for early retirement,
Assets were allecated to each participant on a pro-rata service credit
basis, to eztablish his unit shere as of the termination deste. Each
retired participant receives 1% of his pro-rats allocation of the
monthly value ¢f the invested mssets of the firm, the entire fund
belng invested 4in mutual fund ghares. The net effect of this arrange-
nent vas to provide each participent with a varieble annuity, It was
hoped that for the ewrly years annuitants would bs paid out of
dividend incowe.

Conclusions: It is too eariy to tell how suceessful this
arrangemsnt will be in terms of the number or amount of pension
benafite eventuaslly supplied, but certeinly 1962 developments in
common Btock prices must have given mduministrators some doubts as to
ite eventus) success, In several other inetances union pension experte
reported the uge of a vasting trust with considerable success, having
been able to expend the 1list of eligible benceficiamries by several
dozen people, In fact, it was suggested that a vwasting trust with

open end sharep might be created as a depository for funda from many
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terwinated plans of inpufficient size or insdequate adwministrative
potentiel. Partisl fixed benefitz due %o irncomplete funding mignt,
under sone formule, be converted to a varisble snnuity in anticipation
of epprecistion to full payuent levele. Tne wacting trust usy be
ouno wmore commonly i.a cates of merger or sale 1n order to {reeze
penelon liability under 2n existing plan whieh doues mot iategrate well
with the pension plar of the surviving firm and wnose participants
willl berefit under the plan of the surviving firm., These srrangements
sre beyond the scope of this paper.

In pursuit of eppreciation of investment values or of mctuerial
cpeculation, the trustee has )Jeoperdized thec pension expectancy of
those with ege or service priority in the interest of weking benefits
avellable to those with less priecrity and less immcdiate need of a
pension. It 1s & &ifficult poligy decision, and it would be desirable
to provide the retirement committee with some criteria for judging
vhich situations are sultable for s wasting trust, This form of
terminal distribdution was common for many penaion efforts vhich came
to grief in the depression era, and has only received more attentioen
a6 inflation and stock market profits became ingrained in financial

thinking.

J. Dilecussion of Model Prusiead Peneion Plau

To provide a more universal bese for discussion of provisicn
for terminetion eand e trusteed pension plen, ecveral model plene were
secured fror & nationally prominent attorney es exatples of what he

considered current drefting. At risk of violating the legal practice
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of eveluasting & contract on the basis of its entire text, only the
termination provieiones have been reproduced together with sufficient

background to place them 1n relatlionship to the entire contract.

CASI: f28

Facts; The first plan %o be consldered is a plan pegoticted by
g Midwestern flrw vwiikh & local of the Uniteld Bteel VWorkers Union, The
compsny «as required to fund only at & rote aecessary to setisf; IRS
requireaente, so thet there 1s no irdicastion that saything zmore than
ihe interest is beln; met o past service 1lisbility. Ternuination was
vicuelized &8 occurring eltlier at the expiration of ihe besic labor
contract et a specific date two years in the future or upon "a
permanent ehutdown of the Cowpany'e plants covered by this agreeuwent,
. » +" In a sepsrate section a deferred, vested retirement was
granted to seny employee who was "laid-off" and not recalled within two
years, of whose employment termlnsted ss 8 result of a "permanent shut-
down of a plant, department, or subdivision thereof" wvhere the
employee had reached hie fortieth year and hed fourteen years or more
af continugus servicc, Pensions were to be pald in monthly inetell-
ments except if less than $10 per month it might be liquidsted in &
single luwp sum actuarial equivalent, The principel feature of the
ternination provision is & priority of claiw upon euch funds as remain
in the truet after expenses have been met. First the agreement
differentistes between those who are receiving benefits and those who
are eliglvle to receive benefits but have not so elected, As noted

prevlcusly, such a distiaction not only penalizes those whe would
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rather vork than take pension benefits but cresates an opportuniiy for
en eligible employee to improve bis priorltiy should he foresce a plent
shutdown or a fallure {o rencgotiete a labor contreact at the pres
determined expiration dete, The next priority claas properly
recognizes the pension problem of the employees age 60 or older, and
correctly eliminates poseible discrimination due to the order in which
wembers in the class reached age 65. However, it is not clear in the
priority clause whether pro+ration within s clsss 1s on an actuarial or
years-of=continuous service bagie; only the latter method would
teobnically pro-rate without refercnece to the order in which meubera
of the class reached age 65, The third order of priority is for ihose
in the broad class of age 40 to 60 who have wet deferred vesting
requirements or who have met the contimuous service requirements, In
regard to the latter, an employee at the ifime of terminstion wmay count
those years he would have worked had teruination not interrupted his
career prior to age 65, The same recognition of the impossibility of
mneeting continuous service requirements is extended to the final class
of priority, specificelly euployees belav the age of 4O, Bince there
ls a good possibility that the penslon plan way axpire with the labor
agreemeny, provislon is then made to implement the original plan
through continuance of the truat fund or usc of some other funding
agency Yo provide continuity at the discretion of the sdministrative
board. Then follows a disclaimer of any liability on the part of the
coupany for additional contributions folloving terwinationa, which
repeats 8 discleimer in an earlier provision regarding fundlng as

follows:
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Coutrioutions by the Company to tne Pensjon Fund iu accordance
with this section shell be in complete discharge of {he Coumpany's
financial obligetion under this Peusion Agreement. The benelits
under this Pension Agreement shall be only such benefits as can
be provided by tie asseis of the Peunslon Fund, and there shall be
no further liability or cbligation on the Company for any such
benelfits or to muske any furiher contributions to the Pension Fund
for any reason,

Now thie was & two-year ogreement and the cowpony was obligated only
for cuwrrent sonusl cost contributions., Of what legal or financial
value are the pension expectations of s pensioner who has been

retired 15 years when chaaglng conditions entircly irrelevant to hils
own environment dictate ¢lose of the plant? Without adding to current
labor cost the company ¢ould at least be wade responsible to fulfill
commitwents in event of shutdown to the f£irst two categories of
pricrity, & contingent liability which would not disrupt & balance
sheet or destroy a couplete current cost, unless penslon provislions
hed been unrealistlc from the stort.

A pension sponsor would deny any desire to curtail pension and
do B0 with the best intentlons., Ironlcally, adviece of counsel takes
precedence over good intentions, for jumedisfely following the dis-
glaiver clause, the general provisions of the plan provide:

No pension properly payable pursuant $o this Pension Agreement
shall be discontinued or rcduced during the life of any pensioaner
except a8 expressly provided in Paragraphs 10,4 and 11,1, (This
refcrence is to the funding snd terulnastion elauses outlined
above, )

Termlinatior benefite thercefore depend on funding, and the coupsny makes
no promieges ag te funding except to the IRS,

Conclusions: Such careful reservatlon of power to the company,

together with varilous restotements of limits of liability, is
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oftcnslbly to protect the couwpany from the indeterminate liabilities
inherent In the actusrial eptimate of future c¢laims, Limits on annual
contributions are intended to eontrol demands on operational cash flow
and on indirect costs, But with terminestion liabllities become fixed,
and wvithout gpperations, cash flow and indirect cost is lrrelevant, To
refuse 4o msintain existing pension commitments by refuslng further
gontribution upon terminstlon is to say, in effect, that the plan was
a gift, a gratulty. from & domor with tongue in cheek, The courts will
not recognize ihe pensioner as a genersl creditor of the enterprise,
and though his income may stapnd or fall on the profit and loss of the
firu, he does not heve the gtanding of the lowest form of stockholder
at the dissolution ¢f the business, The gratulity theory of pensions
would sppear Neeanderthal in regard te thoee who have wet {fbe conditions
of the pension through leglitimate service credits and have retired.
These pensioners have mede an irreveoceble commitment of working for
yeara te the company in partial consideration of a penaion; if there is
to be consideration on the psrt of the company in such a conditional
contract there should be an irrevocable commitment to execute the
contract, 1.e., fulfil]l the pension expectation, once it is in effect,

The plan in poipt did wake provision for involuntery termination,
but the great wmajority of plans meke no provision for attrition, change
of location, or a lay-off which lengthens into shutdown. Bimilar
provisiong for limiting liability as to funding, or for the pouer to
amend or terainate in the absence of a negotiasted wage mgreement to the
contrary, appear in all current plans. Indeed, one plan ", . . may be

amended by the couwpany, retrosctively or otherwise, at any time." The
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termingtion clause provided an automatic liguidation ". . . in the
event the company for awuy reason ahall cease to exiet, . . . unless
continued by socther, . . " To sBuggest in the face of sBuch standard
practice that the coupany be liable for outstanding pensions for thosc
60 or over in event of terwination, giving the pension trust the
altatus of a general credltor should company operzticns be teruinated,
ieg heresy, B+4ill such a reforw does not seem to presage political
revolution, a warch to socialism, or the end of private property. It
only seems consistent with our basic principle of honoring s contract
for which the consideration by one party was a substantial part of his
working and e¢reative 1lifetlme. Of course, this ia an opinion based on
soclal values, for as pointed out earlier, the status of & pensien
agreement as gratulty or contract has not been c¢learly estsblished, =mt
leaat to the labyers who tend to favor vestigsl phrases from the

paternal pensions of the 1320's.

K. OSBummayy and Congluslons

Pension contract drafiing generally fails to anticipate all the
occasiong which would cell for full or pertial terminatlon of e non-
insured pension trust and to taxe advantage of the flexlibllity of
terninal settlement inherent in the penslon trust form. Since 1t is
lwpossible to anticlipate all terminal problems st the initiation of the
plan, the original plamner must identify and allocate proper legal
respongibllities betvween the basic pension document and a separate

terwnination agreement when and if required. Specific detalls on the
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mode of distribution of inadequate funds and on the time schedule for
terzinetion procedure are best tailored to the facts as they exlsi at
the tiwe of termination, and so eare properly msterial for 2 supple-
nertary smendment or negotiated agreewent to the basie pension
document., However, definition cf what constitutes s oircumstance
properly calling for terumination as well as the priority and pro-
ration of individusl shares are beet understood from the beginning of
the original pension program. In addition, the original pensien docu-
ment should consider some policy problems relating to the specific and
discretionary powers af those responsible for administering the termin-
ation process, Finally, the question of unguslified vaiver of
liability by all partiea to the contract should be restudied to betier
reflect the current legal character of a pension expectancy.

Therefore, u non-insured trusteed plan should he drafied, glving
weight to the following needs, to update the more or lesa standard
clsuses which have bhean appesaring for wony years:

1. Termination should be automatically precipitated in the event
of bankruptcy, sale, merger, or a change in mansgement control
where a unilateral pension agreement would be adverssly
arfected, Not only should there be definitions of these
business situations, but the laat innovation would require
definitioun so as mot to threaten the corcept of permenence
cherished by the IRS., As will be discusaed in Chapter VII,
this cleuse should also auticipate locational changes or
partial reductions of employment, although insdvertent and

adverse effects to the participant of sutomatic tervination
should be tempered by redefinition of the ewployer liability

for exleting pansion commltments.

2. The draftsuzn must be careful that autometic terumination does
not deatroy the powers of those responsible for adoinistration
and thet these individuals receive the additional discretlonary
povers which the condition of a terminetion precess requires.
A suiteble extension of administrative asuthority in time or in
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scope must be included in & ternination article or powers
article and brought into full force and effect by an appropri-
ate reference to termination as condition precedent,

A statement of povers in event of terminatiorn priocr to
adequate funding should carry a list of alternetive wmodes of
distribution svailable to the board, Basic 1ssues in the
choice of alternatives are criteris for jJjudging when funds are
adequate to fulfill the originesl objectives of the trust and
for decliding when long term cbjectives are best abandoned to
favor iwmediate needs such as seversnce pay, life insurgnce,
or spaculative investwent. Enumeration of mlternatives should
be as broad as possible to satisfy a legal preference for
flexibility while weeting any wmansgement bles for a particular
plan such as irrevocable deferred annuities in the hands of &
corporate trustee,

While flexibility ss to mode of dlstribution 1s desirable, a
olear and irrevocahle statement of priority of claim and the
Tormula for pro-ration among clagsses for which there are
inadequate funds is necesaary. The social implications of
pensiona call for pricrity by age tlass but in a less
elaborate manner than iz typical of the vell known U,A.W. plan.
Pro-ration within a class should not Le on an actuarial basis,
however, for it gives additional weight in favor of age at the
expense of asrvice, It would seem more equitable to pro-rate
within a class on the basis of service credits, excluding the
clsss of retired or postponed retired claimants., If and when
pensions gain greater recognition az deferred compensation,
then 1t would seem pro«ration and priority would have to
reflect service credits alone.

A priority clause wil)l depend on proper definitions of
eligibility. OQbviously, the vested employee should have some
preferance over his fellows. Less obvious in eligibility and
priority but also iwmportant are employment or layoff status at
the time of tercination, seniority status, and the status of
vested rights of former employees with or without seniority
status in the face of a %ime liwmitation clause controlling
application for terminel benefite.

Since it would not be equitable to treat the individual worker
any differently than a group under ecircumstances of involun-
tary termination, the individusl must be given s vested right
upon his involuntary termination comparesble to those of his
cohorts who remain employed until the pension plan itself is
terauinated,

Liability of the parties should be modified In two respects,
one technicel, and one & major policy reform. On the technical
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oide hold harmleas clauses should be more discriminating.
Responsibility te locate or to pesy claims after e cutoff date
of one or twc yeara should be eliminated. A discovery period
followed by incontestibility should permit bringing the
termination process to mn early legal conclusion and encourage
the aduiniptretive board to use its Judgmert on apportionment
and distribution media, free frou exposure of future legal
ettaci,

8., Errors of the adwinistretive commitiees in thelr actuarisl
mathematice or of the agent serving sa custodian of their
funds should not arbltrarily be ignored. The Ilnsurance
industry should be adble to create an errors and owissions
coutract or bond withh all the parties of interest as named
inaured, providing settleuent and dafense in event of error,

G, More dangerous to present pension pollcy thinking 1s the
thought that in evernt of terwination the pension sponscr
ahould be subject to a demand vote for the funded actuarial
balance of pension commltments 1n existence or postponed sfter
a normal retlrement date, Such & note would reduce demands of
the pension on working capital without the dspger of defaulting
on earned pension commitments. To do otherwise 1s to make
"hold harmless claudes"” grotesque and unconsclonadle,
Aduittedly asuch a suggestion ia sweeping in its Implications
and will be treated at length in the conclusions of Chapter VIII.
It is introduced here to underscore the distinction betveen
proper use of a hold harmless clause and definition of the
extent of the finsncial commitwent cof & sponsor.

A supplementary anendment or a negotiated agreement should not
only recognize the desirabillity of determination but establish a time
schedule for the various steps in procedure. It may provide for a
temporary extension of necessary administrative powers. It could serve
ae a device to recognire officlally that pension objectives of the plan
are unattainable due to the premstiure termination of the prograw so
that puch naaets that may exist could be diverted to Adistribution Iin
some other forw then a deferred anoulty. Finslly, of course, e
negotiated sgreement way contaln 8 release of the employer by eumployee
repregentatives of rights vhich uight exist beyond the life of a single

contract or arise in areas beyond that of & pension expectation, to
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extinguish seniority righte, for exemple. Such & release would serve
as conslderatiorn for supplementary contributions to & pension plan or
other severance arrangement,

As in Chapter V, the attitude of management toward the pension
plan and the sophistication of employeec representatives play a critical
role, Attitude mnd ability could correct the flaws in the initiel
contract, A4 risk of generaliring frow too swall a sauple, the author
ventures the following opinions, Where msnagement hsd a penslon
intereat in a salarled employce plan, penslon assetas were more sdequate
and distributions vetter selected, selected at least to favor the lncoue
tax positlon of the manager. Where s pension terminstion wae
negotiated by a large union, not ouly was the unlion often able to
obtain supplementary cash contributions in consideration of employee
cocoperation but also was sble to secure more efficient purchase of
annuities or distribution of cash for itz weambership,

However, most pension administrators were imbued with the belief
that wvhat began with the objective of furnishing a pension should end
ag close to this objective as possible, i.e., with & deferred annuity.
While this writer would agrae with the deairability of providing
privete pensicn scurces for as many ar possible, he cannct agree that
deferred pensions in amcunts ar emall es insurance companies are
willing to aduinlister are Jjustified. A pension program which must be
terainated in its early years, long before 1ts actuarial liability can
be arortized; eiould not be foreclosed with only its frustrated long-
tera ocbjectives in mind. A penelon of £1c 5 nonth 15 yesrs hence lae

far less utility to the maverage worker than $1500 in cash at the time
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of hies uneuployment snd of his famlly reering responsgibllities. In
the sbeence cof separste severance pay programs, there is nothing wroang
in considering the pension accumulation due s slngle employee as a
gavings account for a rainy dsy, a dsy vhich is now upan him when his
employer has closed ite doors tor whatever resmson., Perhaps the
pension adminlstrator could provide this employee with @ more valusable
service by giving bhin soame sluple guldes to estete management, sug-
gesting pregservation of his small capital suk in the form of prapsid
life insurance, a sevings deposit, or & mutual fund commituent.
Indeed, this capital sum might implemert a coumseling prograu intcuded
to wltigate the traums of & plant cleeing with essistance in Job
retraining, finaneiel plenning for some fenily dream spparently pug
out of reech by the chenge in employment security, or in some other
worale and security-building wmeasure. Too often it appears the
various aspecets of administering s plent fallure, closing,or migration
proceed without relating to each other or to the total problem of the
erpleyee, What Is legel msy not necegsarily be social, and it seens
that the potential flexibvility of terminating a simple trustee pension
plan hep not been explolted by pension draftismen or edministrators.

It is ironic thet the ettorney should argue for flexibility of s
terminal distribution article to 2 pension plen when the eventusl
resolution of all but the lergest plane generally followa such a

stereotyped pattern,



CHAPTER VII1

CASE ILLUSYRATIONS OF THE PROBLEM OF PARTIAL TERMINATION

A. ObjJectives of Chapter

Unewployuent brought on by sutometion or business adversity
leads to a most ambiguous area of pension terminatieon, a resnge of
pooBibilities whnich might be classed ag partiasl termingtiion of pension
expectatione. For reasong to be develeoped, partial termination defieg
preciase definition, Bignificant court opinions in this area were
treated in Chapter 111, and so this chapuver will stress examples of
non-litigated, partial termination settlements, forged by circumstance
and illustrative of the conflicts e&nd technigues of such a setilement,
Once typical experience with the problem has been developed, the value
of specisl plsnt shutdown provisions and seversnce pay benefits
recently introduced into some major prograwms will be discussed,
Finally the chapter will atleupt to appraise various pension modifica-
tiong woicin might alleviate the injustices of involuntary termination,
Undoubtedly the chapter will raise more questions of eguity than it
can resolve. Nevertheless, discusslon can help to focus attention on
certain value decisions which the pension sponsor will have to make
if the provisions of his pension program are to be congistent with

one another and withh current philosophies of employee compeunsstion.

B, Pertial Termination Defiped

As discussed previoualy, pension Bervice credits vest upon
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astisfaction of certein conditions or upen termination of the plan, A
great variety of vesting prerequiaites generally puts qualification
beyond reach of many employees, Explicit terminstion is limited to
certein prepcribed ciroumstences by the pensilon sgreement, Partici-
pants are therefore vulnerable to a decline of employment levels
lesding to permanent discherge, prolonged layoff to the point vwhere
senlority rightes expire, or a change in Job classificatien eXcludes
the participant from the plan., GBome plans do not even provide for
cunulative pension credits for different periods of employment with
the same employer.

If one subscribes to the theory that funding of zn eventual
pension ia part of wage compensation, then involuntary termination
produces forfeiture of & portion of wages while precluding the
employee from an opportunity to fulfill the conditions necessary to
receive these wages, The employee with s non-vested benefit must
either look to special provisions covering involuntary discharge for
lack of work on precipitate termination of the plan as of the last day
of his employment. Efforts in the latier direction have led to the
confusing court situation described in Chapter II1. As the reader may
recall, the courts inferred a partial termination of & pension plen in
only one set of circumstances, i,e., vhere sale of a company dlvision
led to discharge of 50% of the total employee force, The court viewed
this reduction of euploywent as a part of "an extraordinery incident
in the structure, function, and 1life of the company." Apparently the
courte require thet pertisl termination of the pension plan parallel

partial teramination of the business, and that is difficult to
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egtahlisn wnere the reduction 1s one of scale of operations rather ithan
diminution of specific amctivities of une business. Partial terunination
to achieve vesting by means of court action requires a wajor corporste
reorganizetion as well as discharge of a subetantial portion of toe
vwork force before any individual msy gain a vested lnterest not granted
in the normal course of the plan's operation. However, even thie faint
hope appears to be inequitable for there is no good reason why the
righta of a single individuml ehould be less than that of & group in
the event of his involuntary termination. HNot only is 1t impossible fo
find en equitable distinction between an individual and e group, but it
iz malso impossible to distinguish between two groups of the same slge
discharged from different siged employee groupe or pension groups, For
the multi-plant couwpany with a singie plan, e perticulsr group wmay
represent a very small proportion slthough the same group could be a
glgnificant part of a pension program covering one location of a
similar multi-plant firm. Therefore, one must lock to ¢common sense
rether than eccourt law for a vorkable definition of the partial termina-
tion problewm. |

1. Partisl termination in the brosd #ense must include the involun-
tary forfeiture by any individuel wvorker of accumulated pension
gervice eredits for lack of suitable work resuliing in permsnent

diemissal, protracted lay-off with expiration of seniority righbis,
ar sporadic employment with non-cumnlative pengion service creditsa.

Tne courts also seem to foliow s different patt from tne IRS as
T0 tae pertiep BT interest ln the quesiion of equity upon involuntary

uaemploysent. For example, in Gorr v. Coansolidated Foods Corporation,

the couri reasoned, "in no eveut . . . would the employer receive back
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any contributions made by it uander the plan." Instesd thesc fusde asre
to ". , . be applied toward the purchase of annuities” for those who
renained enployed., The court concluded, "the reai parties in interest
are the continuing employces on the one hand and the terminated
etiploys=ees on the other."l The eumployer, however, net only enloys a
reduction in the pension service lisbility which he must fund but also
recalves benefit funds previously accumuleted for the dischorged
employees' expectation which muet be applied towerd the allovable tax
deductible contributions in sueceeding periods. In eone case, the
credit wap of suech size for sn air-frame wenufacturer which eoncluded
a goverament contract, that it was excused by the terms of its contract
limiting contributione to tax deductible sums frow any further funding
contributions for wmore then three years for ite remsining employees.
Certainly the company benefited indirectly from ithis relief of claims
on its cash flow, while the employees who remained enjoyed only a
tewporary improvement in the degree to which their benefits were
funded, As an interesting sidelight, the employcms discharged wvere on
lsyoff for wore than two yeara, their seniority expired together with
their interest in thelir pension e)igibllity, end then a change in
government purchasing poliey brought about thelr rehiring ssansz all pest
service peunion eredits by the manufactursr,

Since the employer may indirectly benefit and since the courts
disiinguiah between s reduction 4in business activities sand the severance

of a few employees, there would sppear to be need of a coneistent

1253 Minn, 385, 91 N.W. 24 T78.
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contractual provision for termination of penslon eligibility and
accunulated service eredits. However, the employee wmay not be entitled
under the wage theory of pensions to his entire service credit
gceumulation., To the degree that he receives a panslon for servigce
eredites earned before the plan was created, pension represents a
gratulty, That proportion which rapresents earncd pension credits
represents & true deferred wage and gn equlty interest of the employee,

2. Partial teruination as used in this chapter will refer to a
qualified reduction of the _plan. Beverance termination will refer
to involuntary unemployment of the employee due to the labor
econonics of {he employer, as opposed to dipability or diacharge
for cause, when the pengion plan remains unaiffected, The cases
which follow will begin with the more narrow interpretation and

then expand ic meet the brosd spectrum of unemployment
poagibilities,

C. Partial Terminstion of & Eingle Plant Work Force und Pension Plan

CASE

Factst A uidvestern firwm discontinued one of its principal
operations relsted to metal casting to redirect its resgurces to the
electronics field. About one-half of its employees were unsuitable to
ita electronic operations and vwere released, but the company continued
aperations at the pame locsation with ite remsining euployees who vere
generally slready employed in a second dlvision of the company. The
initial plan, originazlly negotlated five years previously, provided
that when en euwployee's services were terminated, be ceasned te heve
any righte to participate in sny of the benefits of the pensien fund,
The company voluntarily sought to amend the existing termination

provisions to avoid what it called "a grave inequity . . . to those
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euplovees who @ve been released,” Unfunded pest service liability
totaled $£320,000 although trust fund assets wers about $500,000,
Normal cost exceeded $29,300, To teruinate the plan tns cumpany
negotiated n settlement agraement with the unfon (Table 36) and
spernded toe teruination asrticle of the pension plen as in
Appendix XII. Wwhile the plan vwas execuscd in October following ¢
significant reduction iu work Iorce prior to actual closing of the
foundry division, all euployees cn the senlority list as of the first
of August vere included in the allocation. As can be seen from the
negotisted sgrecuent in Teble 36, workers age 60 ard sbove recelved
inguwranee asnnuig) contracts, It should be noted thet ouly tcu years
gervice wag reguired for sligibility in the 60-6L age bracket.
Insurance cortracte vwere purchased ono & cémpetitive bid bzais snd the
bids apd their rate besis are included in Table 37. The ¢ouwpany first
requested @ comparisen of raie atructures betweeu cowpanies at sge 65
but later sought compariscn on » list of eligible employees of given
age and benefit. It found that annuliy rates at each sge vary between
companies and that the average age of i%s pensioners sbove age 68
produced a different competitive picture in the aggregate than wae
true of retes &t age 65, Moreover, the fact that remaining assets
were Qispersed to other euployees below sge 60 in cash made it neces-
ssry to veigbt snnuity quotationa for the possibility of future
mortality iwmprovewent suong younger deferred annultants,

Conclusions: There {8 a clear lesson for the pension sdwinis-
trator in thic case; & closed group of older peracnnel can be furnished

sanuities ot 8 lower cost because there need be less cushion for
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TABLE 36

NEGOTIATED TERMINATION AGREEMENT
(Abridged)

Foundry - Electronlies Corp.

Paragraphs Describing Partiee to Agreement, Bagic Definitions, snd
Date of Agreement,

The Company and the Union agree ms follows:
1. (Date of termination)

2, The sssets of the Trust Fund shall be allocated in the manner set
Torth below and all employees on the seniority list as of ...
(date three weeks prior to termination) shall be included in the
allocation of the Trust Fund,

3. Bufficient Funds shall be allocated to purchsse insurance annuity
contracts for all employees age sixty-five (65) or over with ten
{10) or more years of service, BSuch ennuities shall provide
monthly benefits equal to the benefits the employees would receive
under the provisions of the Retirement Income Plan,

5. Bufficlent funds shall be mllocated to purchase inpurance arnuity
contracts for all employees age sixty (60) through sixty-four (64)
with fifteen (15) or wore years of service. Employees eligible
for retirement benefits under this paragraph shsll have the option
of receiving benefits commencing at age sixty-five (65) or may
receive benefits commencing immediately upon spplication for esrly
retirement, Bmployees in this group may elect to receive a cash
settlement. Buch requeat shall be submitted tc the joint Board of
Aduinistraetion and the maximum benefit paysble under this option
shall be no greater than the sum required had the employee
participated in the Group Annuilty Plan.

&. The remsining assets of the Trust Fund shall be allocated to all
other employees eligible to participate under this agreement on
the basis of hours worked from ... to .., (dates of & six~-year
period) with a maxfimum of 9600 allowed hours for this period.
Allowed hours ahall be handled in multiples of 400 hours and
employees with less than 9600 hours of credit will revert to the
next lowest multiple.

Example - 9300 hours worked - 9200 hours credit
3000 hours worked - 8B0D hours credit

Information as to hours worked shall be furnished by the Company
and the list of eligible employees including houre worked, as
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TABLE 36 (Continued)

10.

spproved by the Company end the Union shall be submitted to the
Board of Administration and shall be the basis of distribution of
funds allocated under this paragraph, Only those persons on the
list approved by the Company and the Union shall be eligible %o
participate in the benefite covered in this agreement and neither
the Union nor the Coumpany shall be subject to the grievance
procedure or legel actlion instituted by any former eumployee.

The alloeation of funds ms set forth in this agreement in
Paragraphs 3, 4, 5 and 6 shall be determined by the actuary and
ghall be subject to review by the Actuariel Representative of the
Union. Upon approval of the allocation of funde for the purchase
of ingurance annuity contracts as set forth in this agreement, the
ectuary and the Trustee shall be sauthorized by the Joint Board of
Aduinistration to purchsse insurance annuities for those employees
#liglible for retirement benefits under this agreewent.

Termination of the Retirement Plan and alliocation of the assets of
the Trust Fund shall be subject to approval of the Buresu of
Internal Revenue and no such esllocation shall be made until
approved,

The expenses of carrying out the administrative duties necessary
to terminate the Plan shall be peid from the Trust Fund.

The termination of the Retirewment Income Plan and the allocation
of the assets of the Trust Fund to the smployees eligible to
participate under this agreement shall relieve the Company of any
responsibility for funding past service credits prior to ... (same
as the terminstion date) for eny employee under any pension
agreement that mey be negotiated in the future.




TABLE 37

Rate Pasis
Total Method or  $1/wo, at
Consideration  Mortality Interest Loading  Applying Age 65
$ 132,665.32 137 8.4, % L4 age nearest
138,116.28 137 S.A. 244 - sze last $137.66
138,118,1% GA'51-1 P b age nearest 142,32
Decline to quote on less than $300,000 premium
134,817.86 GA'S1-55 proj. 3% L4 sge nesrest 139.25
136,688,75 8 - 49 2 3/4% - age nearest 14%0.50
136,442, L7 Ga ‘51 2 3/14 5, age neareat 169.88

Loty
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future inecresses iu lougevity eind because compaunies ere uoi
necessurily couparable at selected sges, A bid must be ovtained for &
particular group with its own mge distribution. & guaranteed rate for
annuity purchase way be efficient for e contlinuing plau and too
expenslive for a terminating plan.

Tie remalinlag assets were distributed to sll otlier eligible
euployees on the bagis of howrs worked frow the beginulig of the
negoliated labor contraci which gave rise Lo the originsl persion
plan, & period covering sbout flve years and eleven wonths, & waximun
of 9500 Lours was allowed suy one worker for this period and these
Liours were handled in muliiplees of 400. For exawple, 9300 hours
worked meant 9200 hours of credit while 9000 hours worked meant 8800
houre credit, ss adjustment was wade to the nexi lowest wmultiple of
LoO, Assete were then pro-rated on the besis of individual credit
hours to aggregate eredit hours of the entire eligible work force,

In this case workers bemefited from the eniry age norwal funding
formula ﬁhich tends %0 overptate assets in the early years of the
plan. As & general rule union pension negotiators frown on distribu-
ticne pro-rated by total hours worked, for when combined with general
references to pension costs per hour worked, it tends to create an
imege of penglons &6 additional compensations per hour. This leads
to misunderstanding of the pooling concepts of funding and dissatis«
faction with the usual priorities of claim in event of termination, a
confusion related to our earlier comments on past service credits as
8 gratuitiy end curveni service benelits as additional wage compensa-

tiﬂnr
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In this light, distribution of & teruinated pe.slon fuid by @
forwuls pro-ratlng accordiug wo nggregste bours of work since tae
inltlisticn of the penslzon fund, alor provislo. Foi relireuent beaue-
flte for those elizlble to retire, scems cudne.ily Tair., Tuae worker
participant cen ses tbhe Justice of siaring in the fund siriclly on the
basis of service rather tisn 8 reallocalioun of s o the past
gervice lienility ilecberg sccording te age, growp pricrliy, or class
averages. Distrivutlon on & basis of poimicseper-hour wmay we licou-
sistent with the legel fictlou of the gratuli, theor,, bLut tien the
gratulty theory seceowus lacoasistent With tie ceouciiices of hegoticted
pension plan contrivution,

However, use of a pecanies-per-hour approach requires certain
pre~existing conditlions. First, there ceunot be a preponderance of
older workers for whom retirement is socislly decirable to reuove them
from the work force without the cruelty of job discrimination
according to age. Taen there must be records of individuadl labor
houra worked ard aggregate lasbor hours worzed sparaming tae full period
of time in question and easily asscmbled or medified for purpoees of
establishing pro-rata shares. Tac need to round off totels by units
of 400 or soue other basis ie strlctly a problem ol mathemstical coue-
venience and would not nave to be an essenticl part of determining
ageregate noure worked. It would then be posslble to use sach &
systen for terminstion of euployment of a single ewployee with a
vested interest or iavoluntary job separation, This lasiter applicstlon
of the formule would require cowe plan provision for vesiing other than

that required by terulnstilon of ihe plau and a refined twrnover
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setusrinl assumption which ¢onsidered only voluntary separation of
nonvested employees. Othervise it is aspproprizte only to termination
or partial termination of & pension plon, and then we have turned full
¢ircle to the question of why a group of Aischerged ewployees should
fare better than a aingle employae diacharged for ressons of techno-
leogicel unemployment,

The terminetion settlemcnt in the case under discussion is also
notevorthy for itz provision te relieve the conmpany of any future
responsibility to fund past service credits for any employee who
remagined with the firm and who might enjoy pension expectations under
some future pension apgreement. In such event & new pension plan would
begin with 2 minimum past serviece lisbility and s minimum number of
vorkers age 60 or above, producing s subatential reduction in pension
coat.

Thus, termination of employment of a portion of a coupany vork
force could provide an excuse for termination of a pension plan with a
distribution of ssseie to 2ll employees, The result would be that
paat service pension credite for remaining employees would be liquidated
for only a fraction of their total value wher the terminal distribution
wae aceepted. Equitable treatment of the pension expactations of those
who were discharged could produce significant distortlen of the pension
expectetione of those who remain while produclng importent fringe
benefit cost savinge for the ¢ompany. Such a gaublt would be most
useful for the company with @ unilsteral pension plan which might be
terminated at an appropriate plausible Jjunctiure without need for

negotiation,
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D. Partial Terwination of & Pension Plan for a Multi-Plant Firm

Vertical integration of the major suto coumpaniles ia recent
years has beel responsible for a large numver ¢f cowpany liquidstlons
and plant closings as toe muto pasrte Industry rctrenched end
readjustc:d. Major auto parts producers Touwad toere wes wmorc manufac-
turiug capacity thau business to match it; surviving firus looked
beyond past sllisnces with une or auother of the big auto firus to biad

for additional business elsewhere wilth substaulially reduced prices.

CAEE 0

Facte: For example, there had been three principal manufac-
turers of dashboard instruments, Stewsrt Warner, Inec,, King-Seely
Corporation, and the Electric Auto Lite Company through its Lalrosse,
Wiaconsin, plant, King-Seely made a bid for Chrysler Corporation
business of the LeCrosse plant at prices below thoase of Auto Lite.
Retention of the business mecant a cost and wage reduction program and
an increase in productivity thet was unacceptable to the U.A.W. union
at the LaCrosse plant, and so it became impossible to obtain future
business on a competitive bacie and the planti was closed.2 Closing

led to a negotiated, partial termination of the pensicn plan to

aThe relationship of a pension termination to the larger prob-
len of recuployment wiili new pensiou Iriuge beneflis for workers who
are the victims of a plant closing can be sketched in the Auto Lite
case with far more precision because of & study by the Wisconsln State
Employment Service. A short review of this study is included in
Appendix XIII to give added silgaillcance ¢o tuie poleullal cash or
income resources available to pension plan participants, LaCrosse
Reeuployuent Study, The Wiscousin State Euplojyuent Scrvicc, A Division
of the Industrial Commission in cooperation with the Unewployment
Compensation Department, Septeuber, 1960,
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eliminaete 1limbility and necessity for completing the funding of all
accumulated past service, Thia lizbility was particulsarly significant
becsnee of the long servica records of the majority of Aute Lite
employees, Only employeea in the 25 yeersa o6ld or under group averszed
less than ten years with the firm and thoss who were over 45 years old
averaged wmore than 20 years of employment with the firm, 8killed
emplaoyeas had ganerally worked for the cowmpany for 2L y=ars or wore,
Age and service level were conslderably above those of other Auto Lite
plants, se iz indicated by Teble 38.

Iff the discussion night digrest for a moment from just penslon
terminetlon, dets on the unemployment situatior in LaCroase developed
in Appendix XIII proveokes the following comment., Certainly the
econowien of consolidation achieved by closing the plant take no
acgount of the soclal frictional costs of the employment maladjustment
crerted. Nevertheless, Americen infdustry must be free to move frdm oue
locstion to ancther 1f the mobility of eapltzl necessary te efficlent
production is to be preserved, At the same time, there would seem to
be a corflict of interest betveen national advimore to Management and
Labor and local employee snd cormunity interests, Arrangements for
pension tercination, supplementsry unewmployment, end seversnce pey are
the principal means of privete efforts to bridge thisz gop. Inequities
placed upon staie and community resources such ag¢ the draln on
unemployed coumpensstion asegets due to total unemployment insteed of
tenporery partiel unemploynert as contemplated by chsrges to the firm
nuet be corrected in the politics)l arens. A fundsuentel eccnomic

question wnich earises, however, it to what degree the nced for wmobllity
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TATA INDICATING ABOVE AVERAGE AGE AND BERVICE LEVEL
OF AUTO.LITE LA CROSEBE PLART EMPLOYEES
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Auto=Lite Euplovees by Occupation

Occupation Euployees
Total Male Female
All occupations 1,795 Bl 951
Professional, semi-professional, and
managerial 58 51 7
Clerical and sales 223 180 L3
Bervice 13 i1 2
Bkillea ST 97 0
Semi~gkilled and unskilled 1,397 50}, 896
Unclasaified T L 3

Average Years of Employment by Occupetion

Occupetion Male Female
Mean Medien Mean Median

Prefessional, semi~professional, and

mansgerial 20.3 21 13.0 13
Clerical und Bales 11.9 12 11.8 11
Servige 2.5 17 11.0 4l
Bkilled 23.h 25 - -
Semi-skilled and ungkilled 21.1 22 15.5 13

Employees by Age
Age Group Total Male Female
Al) ages 1,795 8lly 951

Under 25 15 6 6

25 - 3k 235 b7 188

35 - Wb 45 203 2k2

b5 - sh 5T7 308 269

55 and over ‘ 321 178 143

Unclassified 202 102 100
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of capitel cen abgolve the individual firm from both its tentative
private commitments such as pensions and implicit social commitments
to community and state, Bhould & firm be permitted to deny liability
for uninsured pension in force, for unemployucnt comperszation
benefits for in excess of reserves or rate assumptione, and for
impairment of socfal capital such &g schools and community develop-
ment which was created ac a mecondary support to employment snd which
lackes mobility-=-juet beasume 1ts privata income atatement ean be
iuproved by s change in location?! There wmay be some readjustment
necesssry among those costs of mobility which are properly the
responsibility of the firm and those which soolety must accept 28 a
cost of mobility of capital,d

Employment in the LaCroase Auto Lite plant was subject to
national group insurance, penaion, snd supplementary unemployment
benefit programe negotioted with Unlted Auto Workers by the central
menagtmant group. Group insurance i3 beyond the province of this
paper and the exititence of a £,U,B, plan suggests €hat pension
terminetion could be concerned with preservatiorn of pension expecta-
tions rather than distributiorn of cash in lisu of adeguate Beverance
pay. The pension plan reprasented s typical U,A.W. plan ealling for

the creation of an uninsured pension fund, under the direction of a

Hhie subject ares is beyond the scope of this study. Hovever,
a number of stetes are ctudyling whet changes in unemployment lnsurance
rate structure are necassary to reflect the unsxpected costs of volun-
tary shutdown and 1ts consequert full and permanent unerployment
compensation loss. Plant shutdown for purposcr of migration to
another locality would sppear to be a form of adversc selectior egalrst
tha state funds srd the remaining employers which was not onticipated
ir. the early years of unemployment prograus.
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board of adaministration or local subaldlary board. HNermal retirement
benefits at 65 or early retirement benefits at 60 required 10 years of
service, as did a deferred termination henefit to those who leave the
company service after atteining the age of L0 snd before age 60.
Finally, employees with 15 years service would be entitled to & dls-
ability pension in event of permanent or total Aipability. The smount
of berefit was based on & formula of $2.50 a month benefit for each
service credlit year with twice this amount for = disability benefit.
Notional perticipation in the Aute Lite Company snd participation of
the LaCrosse plant plan sre summariged in Table 39,

The age and service credits of the work force discharged at
LaCrocee qualified the large majority of workers for a vested penaion
interest. Therefore, the terminsiion of employment weuld not reduce
the past service liability attributeble to these vorkers, and the cost
would have been shifted to the remsining manufecturing operations
throughout the country, s coct estimated to increase pension costs
from an average of 12 cents mmhour to as high as #0 eents #n hour, To
escape this past service liability the company chose to terminate the
plan in part by segregating funds from the pension trust for
distribution to the LaCrosse employees contingent. Ironically the
privilege ef vesating to safeguard pension expectations led to
termination of the plan sltogether.

The basic issue to be nepotiated was then the formula by whieh
funds were to be sllocated; the company thought the total assets of
the fund in the amount of $13.5 willion might be ellocated pro-rate

sccording to the number of vworkers at LaCrosse compared to the total
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SUM4ARY OF LACRQOBSE EMPLOYEE PENSION RIGHTS WITHIN
NATIONAL AUTO LITE COMPANY PENSION PLAN
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—— - L s
1. Number of participants 1/1/5L 14,641
2. Number added during period 1,740
3+ Number pensioned 882
4. Number terminated or died 4,170
5. HNumber remaining as of 1/1/59 11,323
6. HKumber of participants eligible for postponed
retirement benefits by Ths
7. Number eligible for early retirement benefits 613
8, MNumber receiving disabllity benefits 110
9, Number employed in Wisconsin ms of 8/1/59 1,795
10, Total essets 8/1/59 $13,540,532,81
Total Liabilities (in claseses entitled to share in benefits on
termination}
Retired employees with annuities purchased (858) $ %4,758,410,00
LaCrosse retired employees ( 95) T40,865.00
Disabled {not yet 65) (118) T18,293.00 including
2 pending
Active at sage 60 and over (525) 3,6893,639.00
Vested terminations 60 end over { 5) 26,156.00
Total with full benefits $10,197,363.00
Liability for full benefits, sctive
euployees ages 50-53 (2,069) $11,352,003.00
Amount available to provide benefits 3,343,169.81
Ratio 29,450%
LaCrosse Liabilities for Unpurchaged Benefits
Retired employeas (95) ¢ T740,865.00
Dissbled employees { 20) 125,993.00 including
1l pending
Active at age 60 and over ( o) -
Vented terminations €0 gnd over ( 1) 3,607.00
Active employeces ages 50-59 (39k) 691,11%.00 reduced
benefits

Total Lalrosse allocations

$1,565,579.00
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aumber of eaployees. However, such a distribution formula would not
recognize that the labor force in LaCrossc wes glder, had sccumnulated
more service credits, and had generated pensiogn funda for s longer
time than sone gther Auto Lite divisions. Distribution sccording to
vested interest would have exhausted the company~vide fund for
LaCrosee beneficieries alone, Therefore, it was decided to establish
the intereat of each age group for sll company employees according to
the priority classes defined in the original pension agreement as
eligible to shere in teruination benefita, The workers at the
LaCrosse plant wers similarly categorized according to these priority
classifications a&nd then shared in pension benefits pro-rata with their
class for the entire company.

Reference to the valustion and distribution of assets indicztes
that approximsiely one-third vere with & trust companry, one-third vere
committed to a deposit administration fund vith an insurer, and that
another third represented cash values of annuities already purchased
for retired employees, Except for the snnuities alreedy purchased the
guaranteed rate offered by the original insurer wmade it desiradble to
seck by means of competitive bidding & new insurer for the balaace of
the benefits due the LaCrosse esployees. Anticipation of the level of
benelits payable was covplicated by the fact that benefits payable to
disabled employees would vary depending on whether they were, or would
becone at age 50, entitled to federsl Pocial Security benefits, For
the purpoges of actuarias)l valuation the highest cost possibilities were
assuned, 8o that {{ became necescary to make arrangewernts for the

distribution of any actuarial savings expcerienced in this area.
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Division of funds under the wost comservative actuarisl sssunptions

meant that employeeas aged 50 and over but less than age 60 would be

entitled %o 29.h%% of their sccrued pension benefits upon resching

rorwal age, However, actusrisl savings that might be realized frouw

the disability income group could improve thls ratio by snother 103,

After reviewing propcaals as to how the segregated LaCrosse fund mlght

be allocated among insured or trusteed devices, a pension consultant

recomnended the course of sction summarired below to {he pension board

and the company with the approval of union representatives:

1.

That the board formally egree that it is practicable and
desirable to place the entire fund in the hands of the insur-
ance company subJect to certain conditlons as set forth below.

That the company select & life insurance company by competitive
bid and execute a contract with certain speclal features.

That the group annuity contract ao negotisted provide for the
immediate purchese of retiremeni ennuities for all normal and
early retirewents not already purchased from the original
insurer of the companywide plian, and for the creation of =
depoeit aduwinistration fund from which payments would be made
to disabled employees, The deposlit administration plan wag to
receive intereat at not less than &% per sannum and was to
include funds for those previously receiving their disabllity
income from thelr original insurer, B8hould the disabled
employee reach age 65, a life sannuity wo.ld be purchased from
the fund at the rate guaranteed by the insurer at the outset
of the plan, Until all benefits were .purchased experlence
credits were to be added to the fund, and then the balance of
thege funds would be applied to the purchase and benefits for
enployees 1n the age 50-59 group.

That the employees, age 50-59, at termination alzc participate
in the deposit aduinistration fund, The insurance coupkny
would be supplied inftlally a certification of full pension
benefits to which they would have been entitled had assets
been sufficient for the purpose. Beginning in 1964, and at
leagt once during the next ten years, the insurance company
would reevaluate the potential liability for all employeecs in
the 50-59 group ¢ ascertain whether each remains mlive, It
will estimate on the basis of such valuation the percentage of
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the full accrued benefits which can thereafter be provided to
2ll wembers of the group whether then recelving benefits or
not, and will adjust the benelits of those then receiving them
accordingly, If eltheir of the two incepaclitated pensioners
under age 50 lived until Auguat 31, 19Tk, the insurance company
would purchase life annulties for them From the deposit
edninistration fund, and apply the entire remaining fund for
the benefit of the 50-59 age group. Subseguent experlence
credits would be uged for the benefit of this group untll total
benefits equeled full accrued pensions. Any excess might be
applied equitably for the benefit of the entire group.

5. The insurance carrier wvould immediately assume its duties as
dispersing agent, and with certification by the Board of
eligible members for en eventuml pension, would ssaume the
burden of administration so that for almost all purpcoses the
coupany Board would be relieved of any further dutles in regard
to the defunct LaCrosse production unit.

Tne proposals of the actuary vere accepted by the Board and
acted upon. The insurer selected by competitive bidding purchesed
rates for immediste retirement on the basis of 4% interest, no expense
allovance, and mortality rates based on the 1951 GA table for males with-
out projection, with ages set bsck one year for males and six years for
females, Alternative bases were offered for a deferred annuity, If the
client were to retain any right of vithdraval, intereet was guaranteed
at 4% for the first five contract years and at 3% thereafter. On a
non-withdraval basia a &% interest rate for both the deposit mdministra-
tion fund and the guasranteed purchaseﬁ ratea would apply, and it was
this latter slternative that was selected by the Bosrd. The ilnsurance
company made the offer good through November 30, 1959, and retained the
right to withdraw the offer on five days notice. The insurer was
reluctant to accept a transfer of pension assets in the form of bonds
rather the: in cash. Bovever, agrecement was reached for the tranpfer

of government 1lssues on the closing bid price st the date of transfer,

but the insurer Ffelt that valustion of industrial issues according to
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warket Quotations wes nol feasible because availeble quotationg were
"frequently of artificial uuture,” Despite g terainations charge b,
the existling insurer, transfer of dlsabllity pensions to tse uew
insurer produced 8 algnificany saving while the remsinder of assets
transferred came fror the trust account. No cash was distributed as
the long service iecords of the limited classes of eligible ermployees
meant cash hed sccumtlated pengion erediis of significant wvaluec.
Moreover, this was consistent with the exliatenze of 8,U,B. and speclal
Beversnee payv prograns,

Conclusions: Review of this partial terminstion case under-
scores gome basic points of termination, First, prior epteblishment
of priority of cleim to lnsufficient asaets creates 8 sound position
for deternining & formula of distribution, B8econd, the existence of
generous vesting provisions doee not in itself assure the employee of
recelving nie pension expectations amlthough it may force the erployer
to teruinate the plan rather than aveld e8ll pension liebility by dis-
charging a large group of employeea, The waluc of the right is
contingent on pufficlent funding and continuance of the plan, Veating
may give an individual a place closer to the head of the line when the
rensglon pot of geld 1s distributed, but it mekes no prowisens as % how
many pieces of eight will be in the pot, Third, the termination plsn
demonetyates the efficient snd flexible use of funds to improve
penslon expectations of those receiving only s part of thelr originsl
pension rights when pernsion aduinistrators know their job. Finslly,
the mode of distribution as well ag the consequences of not terminating

the plen indlcate the distortions which may eppear where oue adheres
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too slavishly to the past service liesbility deemed to exist prior to

formationr of 1he pernsior.

E. Plant Closing in a Multi-Plant Firm

The econoule scale, geozraphic dispersion, and product
¢iversificetion of 8 multi-plant nationsl compeny represent cecurity
and slabllity tc an investor but compound the insecurity of the
expectsnt pensien porticipant, A multi-plant company is in 8 betier
posltion to cohserve veristions in regional costs and to trausfer
division operstions frou one locstior to another to take advantage of
various efficienctes that might be realized. In short, the mobility of
the capital i{s increared and therefore the possibility of uneuploymernt
should capital be transferred 1s also increased, Generally, these
firms heve s cowpanywide plan end a single trust or deposit sdminis-
trotion funding wvelilcle, Plant shutdown &t one location almost never
is an occasion for partilel termirstion of the planm even though there is
partial teruination of the work force, Workers eligible for ilamedlste
or deferred pension benefits generally continue to participate in the
company plan but discharge of the remeirder merely reduces the past
service lisbtility of the employer. Since the clder, less efficienth
plants with a longer established work force are those most likely %o

be cloged, a firm can reduce its past service liability substantially

where benefits are not vested unti) the workers ere advanced in years

hWhile functional physicel cbaolescence of the plant moy be one
source, the high cost of fringe benefits Lo an aging work force may be
a major cost inefficiency.
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and credited witih 15 years of service or umore,

CASE 1

Facts: One indication of the freguency with which plant
clesinges take plece without effecting the pension progrem caz dbe
geined from a survey of 40 United Steelworker local union groups which
expired when the local plant was shut down. In four cases the plan
was terminated because it existed solely for that division as =
vestigsl remnant of an earlier werger. In 16 cases the plar vas
uneffected and there was no negotiation of any sort involved at termin-
ation of ewployment; four replies of the 2k received were not
applicable. While & number of plans provided vesting at age 64 or
after 15 years of service, st lesst one-half the plans contained no
vesting at sll. This adverse experience led to the design of "
varlety of provisions which vere first widely introduced in 1958 and
1960 negotisted wage mgreements,

To protect each end every worker frow the logs of pencion
expectations due to inveluntery unemployment, the unions broadened
veating provisfons, extended early retirement alternatives, introduced
severance pay provisions, and refined terminstion provisions, One
study5 by the Bureau of Labor Statistics indicated early retirement

vas more prevalent than veating, as 218 of 300 plans peruitted early

retlrement although only 17h provided some form of westing. While

Walter V. Kolodrubetr, "Vesting Provisions in Pengior Plena,”
Monthly Labor Revieuw, July, 1959, p. Th3,
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service requirements were parsllel to those of veating, with 15 years
the most common, mge requiremsnts were much higher and were siipulated
at age 55 and generally age (0. Cousequently, early retiremant aids
primarily the older vorxer,é Wao may e¢lect to retire when faced with
involuntary termination of employment., In & few plans, the study
reported the nature of the employee's separation could affect his
vegted yightis, although under most plang the reason for teruination
vas immeterisl, Bince tne study was prepared, union negotiators have
pressed for universal introduction of vesting and early retlrement
provislons, particularly unionsa afflliated with the auto and steel
industries,

Introduced in 1958 and 1960 vere specific severance paynent snd
plent shutdown clauaeu.T Beverance payments would be made in a lump
sum 0 employees not otherwise entitled to early retirevwnt or deferred
vested pension. The employee with & veated pension interest may elect
to receive the sevaerance payuant in lieu of the deferred pension, The
payment amount is determined froa years of service and a percentage of

earnings during years of continuing aervice credit, The severance pay

éEnrly retirement st the election of the euwployees is & groving
trend. 'The psttern is demonetrated in anctlier survey called the
1960 Btudy of Industrisl Plana, prepared by Banker's Trust Company,
Rew York. Kevenue Kuling 57-163, Part V(f{, limita tha velue of early
retirement benefits to the employee's vestad benefits where the
employee needs ihe consent of the employer to retire,

TTechnically there are four types of severance benefits under
pension plunsi In addivien to the most recent recegonition of tecnno-
Jogice) upeaploywent, there sre death benefits, total disebility
benetits, and early retirement benefilts,
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provision which appears in Appendix XIV restricts eligibility to those
employees wlth st lesst five years gervice credit vho are physically
or mentally unable to transfer %o enother Jjob or have reaclhed retire-
ment age without esteblishing sufficient service time for pension. In
the steel-aluninugm-cau industry the Steecl Workers Union won two
speciz]l severance benefits. (See Appendix XV,)} One was 2 lump aum
settlerent at retirement in the awmount of three wonths pay or 13 wesks
vecailion pay lesa asccrued vacation pay. Repguler pensions ere noi to
gtart until the fourth wonth, More significant are tha unreduced,
Immediate plant shutdown benefiits for workere with 15 to 20 years of
Bervice vho are 55 years old or more. Beveral examplee of these
clauses which appesr in Appendix XV provide full retirement pensions
for eligible employeas terminated "by resson of a permanent shutdown or
by resson of a layoff or sickness resulting in s break of service.” A
layoff beginning two yeara prior to eligibility may gqualify the
employee and tha company has the discreticnary option to retire a
worker 1ln layoff status when there is little likelihood that he will
be recalled to work.

Marely to recognira the problem of plant shutdown a8 it stunts
the pension expectation of the discharged employss 1s not the entire
angwer, Buch severance pay8 craates an additional contingent liabllity
on thé assets of the peneion plen or trust which ip not geperslly offset

by 8 plan for edequate funding. OSilnce severance pay for reasons of

8"Lump Sum Seversnce Peyments,” Profit Bharing and Pension
I'orns, Vol, 9, No. ¢ (Mereh 2T, 19605, Pp. 25127-8,

" r—————
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plant shutdown is not suseceptible to sccurate long-term anticipation
in the funding formuls, funding may not anticipate these costs at all.
Bhould eeverance cost appear as current costs, there is s question as
to whether only the penalon trust is liakle, or vhether the employer
is limble as well, A second problem is the priority glven severance
baenefits on available sspets. Ags thege benefite ere payable only to
workere not otherwise eligible, it would indicate weated penaion
interesta have priority. If so, does priority of clalm restrict
sezverance payments to a level that will not adversely affect the
funding of at least earned pension service credits of those with a
vested interest, if not, past service pension credits? It would
appear that severance pay provisions would only be free from conflict
vith vested benefit interest where there was almost certain continuity
of the plan for meny years in the future. United Bistes Bteel Company
or Amarican Can Company cannot be expected $o go out of business
sliogether, although they may relocete spome individual facilities.
Vested beneliclaries have more or less certainty that the company will
continue operation and fund its pension obligstions, Howevar, the
smaller company which must diascharge 4its employees gs 1ts business
declines would strip i1ts pension fund of assets to west severance pay
benaflti with the result that empleyees reusining st the final cloase of
oparations would face pro~ration of very limited funds smong their
vested claims.

The eost of a severance pay progrem can only be mitigated over &

long period of time &nd in reloation to & large work force, a0 that the
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frequency and severlity of aggregute clainw c¢en be dictributed over =
large pumber of vage hours and tax periocds. For the smaller company
with uncertainty as to ewployment levels over a five or ten year sparn,
the qualifications of severance pay will have to be &s strict as those
for & vested pension interest itself., Moreover, if the ewployecs fear
unesployment wore than losa of penslon ss the more Immedlote
possibllity, the coumpany welfere program might better atrces a supple-
wentsry unenployuent program. Indeed, 1f compsny cperatlons fluctuate
or decline it will have trouble enough funding the persion prograa and
be uncertaln as to when gnd how 1t might be terminated to best
edvantage cf particlpating employees, as the next case auggests,

Beverance pay benefits for a pension program, at leest in
excess of earned service credits, are a luxury of the vieble snd pros-
perous corporation which is improving operatlonnl efficlency by
supplanting labor with capitel to meet a profitable and increasing

dewand for its product,

P, Partisl Terminstion or Bpin-Off

ZASE £32

Facta: A technically »roper spin-off of pension funds to
perallel esale of 8 company division may meke no sense flnenelally,
geconcrlically, or equitably. A high c¢ost divislon of & furniture company
wag spun off as an independent firwm &5 8n alternatlve to closing the
plant and mdversecly effecting the cemaunity in which 1t wes located,
Unfortunstely, this soung cempany had an old worli Porec with on

averegae agc of 50.6 sud o long aversge service of 23.5 ycars, so that
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acerued lizbility approached 2 ratio of 33:1 of normal ceat. Annual
nornel cost par explovee was 3110, but with hO-year smortirzation of
paet cervice liability totezl enzuel po:msnt per employee was $279 ans
rising as rediced operations dropped employwesnt of the younger ataffl
meobere, Erploymert fell freo. o pessonsl peak of 375 to 100 irn just
two yeare. At the sere tice many etployees elected early retirement
8o thet irn twe years the ratic of retired to sctive enployees changed
from little more thsn 1§ 1o 300 (L/375 to 30/100). The pension trust
of the new firg hed begpun with assete of $hl,550 transferred from the
pareni compary, hut it had reccgriz2d past service credlits with the
parent company 80 thst 1t began with pzsti service liabilities of
$335,579. After only twe years of operztions, the company could not
afford to carry this plan ary further, and 1t vas terminsted with those
or. pensiot. receiving less thar a third of thair due while the others
recelved nothing, The aurviving psrent compeny reduced its pagt
gervice liability by nearly two-thirde co thet ite annual payment per
euployec dropped drestieally. It was clear of the onue of pension
failure hacause ite spun-off subsldiary 414 not give up on 1te peansion
prograz until elwost two years later, although it had been apparesnt
from the start it could not effard the program. Ore can questlion the
equity of diverting ret!rement income responsibilities of long temm
enployeee to & newly formed indoapendent firfm of queptionsble economic
strength solely on the ratlionsle thzt these employces, on the verge of

retirement or of eliglbility for eerly retiremert, vere still sctive
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8t the time of the Ep‘ln—nff.s

Conclusions: It would appear most logical and equltable thst
an employee of 25 yeers or more with one firm might Yook we that firm
for nis penslon sccurity, It would geen thet vestinp would have been
more appropriste than spin-off for these employees, for then the
reneved vitality of the parent wight hive giver greater hope of
reallizing thelr pension expectations wnile at the same time luvproving
the competitive strength of the nevly formed independent.

The little, new cowmpany could 2ot afford corsiderstior of
seversnce benefite as it retrenched and redueed euployment drsestically.
This same retrenchment cauged the average age of the work forece to
rise even further and scuttle the pension plan even fester; retrench-
ment led to & retreat or push into early retirement for wany sndé this
accelerated the drain on available funds, In effect each procedure
for meeting asle, reduction in work force, scd funding waes illusory,
virtually a fraud uwpon the weorxers, for tne parent coupzny tad not or
could not provide the funds necesgsary to make the program vwork in view
of the actuarial characteristice of the vwork force and the economics
of the spun-off division,

Contract proviajone, the paraphernalie of negotlaetion end spin-
aff, and funding efforts must gl) be tewpered by comron sense and good

falth for there ie no panscea for the conseguences of dislocation of

gﬁuuetu of the originel pension fund were pro=rated according
to sctuasrlal liabllity scerulng to active employeecs'service records,
but the perent company offaet high service creditis of subsldizry with
the numbers of employezs in its nationml orgauilszaticon,
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long-time ewmployemes,

G. Involuntary Teruination va., Vested Pension Rights

Various authorities have tried t- establish z criterien for
indicating s proper juncture for partial termination of a pension planm,
The courts have used a plgnificant change in businesa sctivity or a
subatential wase diacharge of cuployces to cignal an fmpliclt
ternination. Bome plans have {introduced shutdovn or automation
clausea to edvance wvegting for those discharged as a result, Hovever,
in the wajority of cases sitructursl changes 1n {the :1rm are anything
but dramatic end involve only e few at any one time, Returning to a
recurrent theme, few pension plans heve comprehensive definitions of
conditions which ceuse terminatlon, and almost none have wade recogni-
tion of partial termination, Then there is the gap between
eligibility for the scoumulation of service credits and the time of
actual vesting. Employees discharged while they sarg still in this
avkward sge desplte many years of eervice have no recourse but to sue.
The oblect of the sult must ba to establish that partial termination
hae taken place or that the ewmployee has substantlally performed his
pert of the pension contract. %o establish a theory of recovery
bagsed on Quesi-contract law, one legel authority has raleged some
interesting points, guestions which In the opinion of thia author he

may not have satisfactorily answered,
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1. Pertisl Terninoiion snd Quentun Meruit Theory

Profesasor Mertion Berﬂsteinlo firds a porellel betwcen the
coniraci conditlone of the typical retirement plan and those Favorite
cager of trusi and estete lav professors, life~care suits in which the
proaisor induces life~long service in exchange for an inheritance. At
risk ol dulling his argument by abridgement, a summery would begin
with the assumption that pension benefits are part of the wage

contract and he begins with Seection 357 of the Restatement of

Contracts, whicih holda:

Where the defendant fells or refuses to perform his contract
and ia justified therein by the plaintiff's own breach of duty or
poneperformance of a condition, but the plaintiff has rendered a
part porformance under the contract that is a net benefii to the
defendant, the plaintiff can get judgement . . . for the amount of
such benafit in exceas of the harm that he has caused to the
defendant by hic own breach, in no cese exceeding a ratsble propor-
tion of the agreed coumpensstion, if (a3) the pluintif{‘s breach or
non=performance is npot willful and delibereie. . » . 1

Relating to the pension situation, the breach of duty by {the plaintiff
would be the unfulfilled age and service condition for vesting which
involuntary dimcharge would uwake impcssible to complete, It mus{ then

loProfessor Bernstein 1g a Lecturer-in-Lav at Yale Univeraity.
An Artiele in the Harverd Law Review, March, 1963, ie the source for
i1ig 1deas which are developed more exteusively in hla forthcouing
boeok, The Future of Private Pension Plana.

Npeatatement Contracts Section 357 (1932), Comment(g)of
Bection 375 (1) makes it clesr thst the rule covers unfulfilled condi=
tions as vell ox unperformed dAuties: The plaintiff may have made no
prouise to do whet he has not performzd; or he way have been excused
from perforulng hls prouiee by reascn of impossibllity or by the
defendant's own consent, In such ceses the defendant is not perultted
to retain the benefit of a part perforusnce without paying for it.
(Tcken frow Bernsteln, on, eit., p. 963.)
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he shown thut the defendant did not meke long service the essence of
the contract., Our reference here well sunnmarizes the complex motiva-
tions of the employer which lesds to an offer of g penslon. Refer-
ences are mede te meoetlng coupetitlon for capable emplovess, to
Inereaged efficlency due to reduclng the atirition of exparlenced
help, or to the deslrabllity of removing superspnuated employees by
means of o retlrewent progrem, e concludes that long service 1s not
the basic objective of the peusion plan ard thet therefore partiasl
performance by the pensloner would appcesr to heve stronger basis for
guantum meru;!.'t12 recovery than in life-cere cases vhere the defendant
314 geek life-Yong service &8 his cbjective. The case for the
plaintiff is even atronger because he is blameleag for his none
perforuance,

Agein, referring te the Resfatement, our reference authority

finds Section L68 (1) bearing on & quantum meruit recovery:

Except where a contract cleerly provides othervise, s party
thereto whe has rendered part perforumance for which there ig no
defined return performence fixed by the contract, and who is die-
charged from the duty of further perforusnce by lmpossibility of
reodering it, can geisjudgment for the wvalue of the past performe-
&nce rendered, . . . .

He then moves to Williston %o atiempt teo definc when part performance
reprecenis fulfillment of conditlions, quotling Williston‘s inquiries:

Did the plaintiff take the risk of the impoesibiliiy which has
occurredt Is the cortrect %o be construed as providipg not only

127140 seue thecry of recovery was discussed in pert in "Legal
Problema of Privete Pension Plans,” Harverd Lav Review, Vol. 70 (1257),
Pp- 496-7. The argunent in this lstter cormentary was revieved in

Chapter III, p. 136.
l3ectatement, Contracis 468 (1) (1u3z).
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that the plaintiff should receive pay for his performance on
certaln contingsncies, But that except on those contingencies he
should receive no payt:

To these queationa our source finds the following anavera in
Willistont
In the United Gtatea the right of recovery is general, whether
the contract is for the eale of goode or lsnd, or the rendering of
sarvices, unless a contrary intention elearly eppaars . . . yet tne
mere feot that there is stated in tke contract & conditlen on vhiles
paysent shall be wade, and that the condition (is unfulfilled) . , .
is usually not enough to preclude recovery.
However, thesc ausvers dc not acem tc bear on aome eriticel polrts
raised in the previous paraprsphs, e&nd Bernstein himself sesms more
concerned with the problem of establishing the equlvalence, or more
accurately, the leck of falr coneslderation, of service values conferred
on the eaployer for cmsh wages recelved by the eumployee, Firsy, the
excepllon first noted in the Resteterent could be fournd in those pen-
5lon contrects, a majority, I belleve, which contein a caveat thet
enrolling in the pension plar mskeg no guarsntee of future employment
for any reason, presumshly including s desire to qumlify for the
pension. Certainly thias exception 1a reinforced by frequent use of
the word "gratuity” and generally excessive reminders thet the liabile
ity of the employer is limited t¢ the anssets of the pensien fund,
The plaintiff is alsc vulnerable on the guestion of who took
the sssumption of risk for unemployuent and hence nonesatisfaction of

the peanslion conditions, In the ebgence of special individual contrecis

Lhg Williston, Contracts 19724 {1938).

151b1d., po. 5535-40.
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te the contrary, 1t has alweya been the prerogative of the employer to
hire or discharge evplorecs in & non-discriminatory f£sshion, The
enployee whoee rights heve been negotlated would seem fto take the rilsk
of iupoesibility of peorformance when his representetives fail to
negotialc provicions adequate to meet his needs or vhen his agents
agrec to benefit schedules which heve no imnmcdiate prospect of
adequete Punding. The traditionsl burden of unemployment upor the
euployee has only been mitigated in recent yearas by aacelety, which has
secen flt to create public unemploywernt insurance prograws, private
supplementeary unewployment or guaranteed wage plans, or special relief
nearures in particular caoses. Bince the cost of these plans falls on
the employer, they sre shifted to the cousumer, Forifeiture of the
pansion expectation offereg no sdvantage to the suploeyee, perhaps soae
temporary advantage to the empleyer, and meldor produces any saving
for the consumer. It would seem more equitable for the employee to
lese that peri of hie pensien for which he received service aredits
preceding the plan, These benefits sre @ greatuity =s opposed to
earned pension service credits which were made with knowledge sand pre-
sumebly with interest in the pension plan., BShould the discharged
ermployee receive a deferred interest in his earned pension credits,
the employer weuld not profit by reduction of employmert., Until the
gratulty is separsted from credits earned in anticipetion of the plan
following its start, this writer does not believe a gqumsi-contracti
existe, or at leant exists without clearly stated exceptions to the
substantial performance of = quasi-contract urged a5 a reuedy.

In ettempting to messure the dsmages or, convergely, the unjust
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enriciment of the ewployer due to returns of funds coumitted towerd
forfeited pension expecistions, Professor bernsiein does suggest two
possible measures of ternination, Assuoption of the risk of unemploy-
went theory implies forepeeability, the absence of which wmight place
the risk upon the ewployer. However, the turnover rate ased in
establisning liability and funding nceds certainly foresees loss of
euploynent for a numper of reasons including sowe c¢yclical Iiuctustion
of labor nceds, Taerefore our Bource suggests that only unswployment
1L eacess ol thav suticipated by the turuover rate16 used for a
partucular pension plan would pe fully accepuaolie as unforeceeablie to
the euployee snd 65 & wcepure of the source of unjust enrichwent ror
the ewployer, However, tbia twecs in tae Professor's arguuent would
discriminate between those who were dlschnarged witnin the lluivs of the
turoover ravio aud those who were discharged en masse, a distinction
vwhicha ie unmcceptable. Kot cnly does such @ COWpArison Xavor e
individual in a large group over a single individual witn a comuon
reason for loss of ewployment, put it also comperes Lon-couparasle
figures, since the turnover rate i1s for sttrition frow all causes
except retivement or disabilivy. It should be noted, however, that
this flavw in his ibeory of recovery is due to nif efiorv tw correct an
inequitable situstion (so far ss possible) wiihin the raies ol evidence
bearing oa sult rather than to awend tue pensivu foruw to mvoid

creating the original inegulty. This latier approach is the basic but

160r058 premiwy costs or sanuity plans do not have a prospectlve
auticipation of turnover, bult idere tone employer pension pilaaner has &
£00d expectetlon of credive sgainsi future premiuws for reluruns &nd
forfeitures,
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less pragmetic approach in efforts to secure wore concrete pension
rights for everyone at once, regardless of actual reform of pension
contracts. A better messure of dauweges wlight be found 1o his previous
argunents ihat pension funding could be memsured a8 a cents per hour
alternative to additional wages. The ratio of dollers funded io hours
worked in & comparsble period would autowsticelly adjust for any turn-
over egssumption of the ewployer. However, adjustwment would have to be
wmade for the proporition of contributions directed at the reduction of
past service liability, leat those discharged with leas senlority
recelve a higher proportion of benefits than those retained because of
nore seniority and hence higher past aervice credita. Any attempt to
direct these returns to the discharged employee where no vesting had
taken place would seem to place some restriction on the employer in
choosing to limit his worx force, at least sufficlent limit in the
nands of an abnle attorney to violete this typical pension clause:
Notalng econteined iun this Plan shall be construed as a contract
of euwploymeut beiween the Compsny &nd any employee, or ag confer-
ring & right on sny euployee to be continued in the employment of
the Cowmpany, or &8 )imiting the right of tne Company to discharge
any employee,
This same clause would seem to create sowmething of a burdle for the
gquasi-contract theory as well in tiae cese of unlleteral pension
prograns.
Ir effect, the gQuantum meruit remedy might be a possible
approach where the evidence is most dramstic as to long-tern service
and the financial returus to the employer due to pension forfelture

of glgniflicant emeunt, The court might seire upon such &n arguuent

nore out of sywpathy with the plainitiff than oul of sympstny with the
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legal argument., As to megBuring or merking & partial teraoination by
relsting actual turnover to anticipated turnover, it is nol only not
definitive in its couparison of one kind of termination in comparison
with expected terminstions from all sources, but also vulnerable to
distortion, The employer could deliberately select a higher rate of
turnover to leave hiwself more flexibility of euployee terwuinstiou,
whlile reducing the appar;nt need for funding the plan. Any step which
reduces the nuuber of dollars edded to the pension fund undermiunes

penglon expectations,

2. A Deferred Sepefit vs., Liguideted Sharec

Another problew affecting the “"when" of partisl termination is
the relative advantage of vesiicg of s deferred benefit versus
liquidetion of a present claim at ¢ dlscount. If partial termination
precipitates liquidetion or epin-off, the beneficiary of a partially
funded plan will have to aceept a part of his totel claim es payment
in full. It is possible tonat the continued operation of tne pension
plan might sllow further accumulation {0 permit paywent of all or ai
least a better percentage of the ieferred pension claim. Certainly it
is to the adveatage of the older worker to keep sll the funds possible
in tiac originel account to be dispersed s bencfite become due, Werc
it to becowme & wasting trust for lack of sufficlent future contribu-
tiong, the elder worker would fare better than the discharged employee
with a deferred penslon not due for payment for some years Lo cone,

If service prior %o the mgrecement is to play so prouinent a role to

fovor the oldstcrs, then partiel termination should be avoilded in
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favor of dclerred beunefliis to give ithe older worler & prioriiy of
clalir on pergion essets., I the wajority of eclalws are itoo suall to
Justify e deferred settleuent, perlisps tiae pension plun right asleo
eveid ceslh distributicus to favor the old tiumers.
Vegting of deferred beneflits not orly reduces cosh needs of
ihe pler it slso proteats tie plan agoinet wnior. raidirg to provide

oldivional unerpiormavt corpensation,

3. Further Discusalion of Deferred Vesting

In the well~-known Keiser Motors pension terminstion atruggle,l7
a large portion of aveilable funda in the Kafser plan had been geners
stel by wmerger ¢f u pension plan scquired with the purchese of an
exgine plant. Liguidation would have distributed these funds toc many
more workers in addition to those who Jolned Kalser with the engine
plant subsidiary, diluting the interest these employees anjoyed before
Joining Kalser. Finally, vesting pressarves the sge distributien of
participants for actuarisl purposes, and could be qualified to
eliminate short-term employees with future minute, deferred pensions,
thereby placing more of the risk of short-term emplayment with the
employee.

There are two principal arguments agsinst deferred vesting.
The first is that it does not reduce past service liability for the
firm and therefore incresses the relative burden of the coat per

remalning suployee. This objectiorn is eliminated if only benefiis

17George v. Haber, 343 Mich,218, 72 N.W. 24 121 (1955).
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earned during the span of the pension program are vested, In effect,
the employee would asguwme the risk of recelving e gratuity for past
service, The second objeciion is an administrative one., The expense
of Adistributing deferred pensions to valid beneficiaries at unknown
locetions far in the future could well be an unfair burden, Liguide-
tion would aveold the problem of unclaimed beneflits, interim pleas for
funds te meet & family crisis, or uisunderstanding due to erosion of
dollar purchaslng pover cover time, In the case of trust plans, it
avoids the 11]) will of losses due to investment experience, to
unexpected actuerial results, or to forfeiture in the fece of prior
claima upon full termination ef the plan, For the insured plan,
liquidation evoids proliferation of many small, token annulties with
their attendent cost teo the insurer.

The sdministrative problem of ifentification and location could
be ghifted to a notional registry, end it hes been suggestad that it be
e part of the 8celal Security Adwlnistration, utilizing records kept
for the Bureau of 0ld Age and Burvivors Insursnce, Vested benefits of
non~gctive employees or those moving to other employment gould be
recorded opn Boclal Becurity records, toc be recelled at the time the
ﬁpplicant made cleim for retirewment, Glven notice &s to where %o
1n4uire, the would-be pensioner could conduct him own correapondence
with the privaie pension administrator., By the ssme token, a plan ati
ternination could locate vested but non-active employeess vla the
SBocial Becurity mechinery. For the family erisis, the pensien trustees
or sdministrators could be empowered to release azxtusrial equlvslents

of vested ponsilons under severely extenuating clrcumstances after
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review of an application by tae participent,

Barring write-off of past eervice liability or improved
sdminisvrative technigues, a few gencral guidelines ulght be drawn,
Deferred vesting of mccrued benefits upou involuntary terminstion
would be suitable for a multi-plent, well-established coupeny which
could not be expected to vapisn from the busineas scene in the intere
vening yeara before realizing the deferred snnuivy. 4 vested,
deferred severance benefit is more easily provided for by contract
and recognized iu the absence of an infallible condition precedent to
partial termination. In this way it is poesible %o circumvent the
necessity of defining when it is proper for partial terwination in the
large majority of cases. For the balance of severance situatlions,
where invoiuntary teruination was due to a decline in business for the
swaller firm, the employee may be well advised to urge partisl termina-
tion and liquidation of his claim, thus avoiding the uncertainties
facing his one-time employer and the priorities favoring other fellow
ewployees in event of full termination. In these cases the employees
may £ind some legal comfort and strength iu the court precedent for

definition of a major structural change in busineass activities™ or

even wore uncertain asslstance frou the law of quasi-contracts. Hov=
ever, a wore dependable aslternative would be widespread use of a

contragt provision providing service awards in the event of involuntary

discharge o defining partial termination by some percentege drop in

18pernekes v. CMP Industries , 222 wys, 24 58z App. Div. 3rd

Dept.
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employment.lg Tnere is always the danger that service awarda or
partial termination distribution will reduce suppleuentary unemploy-
ment bensfits othervise availabhle due to the social consciousness of
maragement,

The need far decision to grant severance or partial termination
benefits may be grestly reduced #s managemeni and labor davlise better
weans of adjusting Job assignments to the pressures of automation and
changing production requirements. It is suggested thaet in the long
run the technical aspects of partial pension terninstion are periphersl
to the great problem facing our economy of reconeiling full employment
with Iull efficlency of invested capital. It 1s not in the scope of
thia stndy to review the diverse methods which are being tried by
various companies to hold men within the firm as Job needs chsnge or
exmployment levels fluctuate, but one gan be hopeful that the most
severe dislocations of manufacturing employment have already been

expaerienced,

H. Sammary and Conclusiona

Involuntary severance or partisl termination may often creste
more Aifficult prohlems of equity than thoae of complets termination.
The tws distinet poles of {ptereat in full termination whieh we have

sean to be various gpub-clagses of pensicners and company lsbor cost

19For exsmple, should employment fall 354 or more of the peak
figure for a 20-wonth period, or a period sowewhat less than the
extension or menlority privileges, an employee could have the option
of calling for his pro-rate share of evalladle funds as though
partia) termination took place,
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objectives are further sub-classified where the plan remsins while
participants are foreed out, The needs of employees who stay and
those discharged for reasons beyond thelr control are very different,
and management can find opportunity to profit indirectly frow a
reduction of pension expectation burdens, or directly where marnagers
are participants lrn the plan. Thke potential for conflict of interest
might be reduced by reappraisal of present penaion philosophy,
contracts, aduinistrztive procedure, and applicable federal tax
codes,

The degrec to which one finda involuntary termination adversely
affecting an equitable realization of pension expectations depends on
one's vievw of pensions as gratuities or deferred eompensation. Both
views have good points and, as diacussed previcusly, the arguments for
eacl are more cogent if benefits granted in a program are delinested
nore earefully, One possible delineation leads o the comwpronmise
discussed below, a possible accord of gratuity and vage theory that
would bear useful resulis in weighing the equities of all wvhere soue
face involuntary termination of employment and pension. Bervice
credits granted for servige prior to first initiation of a pension
plan are very much like s gift; however, service credits earned after
inception of the pension program would seem to be akin teo wages,
albel{ deferred. Current earned benefits are best funded currently,
wnile past mervice benefits must be amortized in the future as the
cagh flow of the firu will allow., Thus a note of future contingency
is intreduced due to the nature of business risk, Risks of future

enployment, both proapuetive funding of pest service benefits snd
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opportunity to earn additional benefits, must be borne by the employee
for the employer cannot be responsible for both job and wage guaranty;
the employer must protect his freedom of exit as well as entrance to
@& given endeavor. Hovever, funding of sccrued earned benefits is
properly & current cost to the employer's operation, & payment for
which he should bear the risk, On this basis it s suggested that in
event of individusal severance or psrtial termination, the employee
vould forfelt past service credits but receiva a vasted interest 4n
earned service credIéa.

This vested interest might be modified by requiring s minimum
number of service years so that a monthly pension of significance
would result. For example, if the benefit foruuls called for $2.50
per wonth at retirement for esch year of service, a Six-year qualifi.
cation period (of service from date of plan inauguration) would
produce a pension check of $15 per month at retirewent. BSuch a
proposal has the following retionale:

1. Vesting of a deferred retirement benefit is ¢to be preferred
to & cash-out &z a forw of severance pay, A deferred benefit
retalna cash In the plan to secure benefits in the order in
which they ariee, thus preserving wmore of the mutusl or
;;:f:r-uve pooling of funds implicit in a viable pension

2. Vesting of only earned benefita relieves the employer of past
liability expense while preventing a tax eredit for contribu-
tions tovard currently earned benefits. As a result, vhere

his funding cbligation is Yimited to tax deductible contribu-
tions, he recelves only a smzll c¢redit for funded past service
Torfeltures vhich wsy have been in = process of amortization
over thirty years or wore or subject only to interest paymente
thereon,

3. Vesting upon involuntary termination for reasens other than
cause, and permit more stringent vesting provisions to reduce
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the liadbility to woluntary terwinstlons or reuainlng employees,
bolding down pension cost and labor turnover,

%, Vesting upon iuvoluntary termination would eliminate those
situations in which the discharged seought te estahlish partial
termination of the plan by court sction, with its attendant
legal and actusrial costs and risk of uniimely liquidation,

5. Vesting of & 8eferred benefit leaves open the possibility of an
euployea returning to the Jjob &t some future date to acgumulate
additional earnsd beaefits and perhaps secure reinstatement of
his forfelted, or at leas{ suspended, interest in past service
credlits.

6. Severance cash peyment plans are best swited to very large-
scsle naticnsl pension programa of only the biggest coumpanies,
because in these cases the cost can be apread over largeescale
outputs and because individual teruinstion cireumstances involve
only @ swall proportion of the tota) labor force at any one
time, thus avoiding cash demands for a large portion of pensien
asgets at any one time,

T. Vested deferred benefits create problems of location, identifi-
cation, and reslization by the employee at the time of his
retirement, This flav could be greatly slleviated by the
sreation of & national regimtry of yension benefits due former
erployees, & registry which wmight be gllied with the Bocial
Becurity Administration,

¥hile s deferred severance benefit can elisinute much of the
necesuity for seeking a partial termination, the latter may still be in
order vhere the business mekes drzstic reforms affecting a large sesgment
of cavered enployses. 8uch terminstion may represent a spin-off of
pension smaets for distribution or transfer o a nev plan, Less
coumonly, partisl termination may take the form of a reduction in
benefit levels. None of these alternemtives should create windfall
gains for the ewployer, or remaining employces, st the expense of the
pension security of those with the group discharged. Experlence

reflected in the cases of this chapter would indicates
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1. Any spin-off ahould not include retired pensionsrs vhose
bepefite are not fully funded and insured. Their ascurity
should lie with the entity of their one-time ewployer and his
financis] position, not the unproven resources of the newly
created or transferred buginess entity. In the latter case,
thoge elipgible for esrly retirement hut ective after +trancfer,
might also Yook to the original plsn to the degrese that
benefits represented earned benefits for which cost would be
properly alloczted te the first smployerx.

2. By retsining pensioners and eligibhle pensioners with the
parent pension entity, the pareat is not excussd frow a bhene-
Tit it already hos invested by a liquidation settlement for
only a portion of the claim,

3. Partlal terazination dces produce s liguidatved smetilement; it
is fmportant that the original pension mgreement cull for
partisl distribution according to the ssme priorities, and
rro-rations of a full termination, so that perties can go
their pepesrate vays with their respective equities ag of the
moment of termination. In effect, this calls for sn sctuarial
analysls simllar to that employed 1in the Auto Lite case
discussed in this chepter,

k., By smeparcting thome eligible for persions from the remainder
of the werk force, 1t would be pessitle to establich priority
according to accrued sarned sarvice creadits, Generally auch
a formula would still give preference Lo ege, which seena to
be 8 desired objectlve of wost plans, as the older vorker
vould probably have more years of service, AL the same tine,
this vould eliminste the glaring inequity of the thirty-year
men who would recelve nothing because he was not yet 55 years
old or other cut~off age for eligiblility.

5. Provision should be made for partial termlnstion when non-
gessonsl employwent falls to an extent of some eignificant
percentsge of total employment, say 3%, in Just 18-20 wonths
tern, This would prevent younger employees from sulng to he
conpidered as acveranca cases rather than partial termination
qapes, in vhich cese they might not recelwve full sarned
benafites becaumse af higher priority clains oun assats.

Provision for deferred seversnce benefits or sutomatic psrtial
termination requires paraliel anticipation in procedursl weasures
contained in the original pension mgreement. Authority of the sdminis-
trative bosrd would necd tc be extended to authorire veating of

deferred beneflits under clroumstances Indicating involuntary
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termination. Indeed, the board wight be called oa to decide when
eligibility under thia provision existed. The board would need
additionnl power to execute the partisl termination ypracedure if
necessary. The board might be given pover to hold ir abeyance Linal
decisfon on spplicability of seversnce or partisl teruinstion proce-
dures pending expiration of peniority righte within a designated
period. The possibility of dalaying would anticipate severance caces
vhich later, in totel, gave cccaslon for partiml terminstion within an
18-20 wonth pericd, as an arbitrary exauple. Hovever, this himtus
eould be avolded by stlpulating that recognition of a deferred meverance
interest weant wglver of a pertlal termination interest, thus reduecing
the need to liguidate the plan should partisl termination occur, If
sevarance benefits and prierity schedules &t termination hoth were -
baged on accrusd sarned sarvice oredits, thokc discherged first who
elacted severance deferyed benelflts would not enjoy soma advantage over
those dischorged later but subjsct to priority clelmws spplicable, It is
true that thone participating in partizl terminetion would recelive only
a liquidated portleon of thelr total benefit, but the beneficiary of a
deferred beneflt will only receive his full clsiwm if the business
prospers &nd the plan receives furthar funding. By rlsking these
contingenciers, he becoues entitled tu the possibility of recelving a
better share of hies earned clain,

The provisions of negotisted partisl termination suggest =ddi-
tional powers which wmight be crcated for the pension bosrd. For
exauple, if Acferred vested benefits were crested, it might be desirable

to draft machinery by whiech the beneficiery could receive sn actuariml
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cash settlement in geverely extenuating circumstances. To prevent
unnecesgary sticupts by claimants to rald the cach box, the
eduminlatrative borrd would have to establish very strict definition of
“extenueting circumstances,” It might be feasidble to plece some duty
upon the admiristrators toc seek cotmpetitive bids for single-previum,
deferred group annuities, assetibled over time in lots of sufficlent
number to erecte premiuvm volums in volumes to attract bids. Legal
guthorities are of different opinions s to the need of preventing
smendment of certain proviesicns such #s priority clesuses., Preventing
amendment would effectively forestsll inter-necine conflicet swong
different clesses of sge and service priorities, of employment status,
or of administrators. Therefore, proscription in the pension agreement
of any awendmant of tercination priorlties would be an optional method
of avelding negetiation on this point should it become necessary to

terminate the plsan in part.



CHAPTER VIII
SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

This final chapter will attempt to summarirze the apparent
conclusions to be dravan frow the prior chapters as related to the
objectives of the study ss set forth in Chapter I. To review,
consider the objegtives s previously outl)ineds

. 1. 7To determine the frequency and severity of loss of pension
terninations as might be revealed from analysis of avail-
able data and thereby suggeat the significance of the
problen.

2. To collect, assinilate, and analyze itypical terminaticn
experisnces $o highlight possible areas for technical or
legul refinements, which would reconcile the present and
future prospects of the smployer with the uncertaln pension
sxpectztions of the employee,

3. To put forvard tantative observations and suggestionns
intended to stimuleste rethinking of private pension theory
vhere it may adversely affect pension expectations of the
older worker with recognition of the yproper allecation of
personal risks and social resources consistent with the
Anerican economic systen,

The ultimate objective, of course, is to abatraet from the details
developed in the first tvo steps some rytional foundation on which to
base soue usaful conclusicns and improvements on pension theory, While
the focus of this paper has been the individual pension pian and its
terminal problems, some concluding gomment will be dirscied toward the

institutional framework within which pensions may operaste.

A. Research Methodology

This monograph began with an intent to edd & record of nev
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terminal experiences to the occusional items on termination found
within existing pension literature or well-known legal oases origin-
sting from terminatlion situstions. Therefore, the research method has
#stressed interview and case file reviews and avoided eataloging of
those cases wvhich reached the courts, It follows that aonclusiona
must stiress policy econsiderstions and sdministrative matters resther
than legal nuances of recent tourt decisions.

Over a pariod of 18 months from late 1960 to 1962 prominent,
sccessible pension professicnals vere interviaved in their capacities
as trust officers, union officera, insurance executives, pension
consultants, lavyers, or goverhnment sduinistrators. Many of those
intervieved were sble to gontribuie a valuable assortment of opinion
and coument from personal recollection of limited experience with
yenslon termination situations, but a fev were in position to have had
frequent exposure to these prodlems throughout the country. These
latter individuals provided the core of case material, with additional
cases glepned from the "dead files" of state pension disclosure
sgencies, primarily Wisconsin files after latters of inguiry elsevhere
revealed state programs vere toc new %0 have much materisl. The
federal disclosure files vere found inappropriate bacsuse terminal
canes had to be known by name, read one st & time in the Washington
office, and were of apotty value since the &isclosure form requires
little that is revesmling about a full or partial termination.

Depending as it does on casas supplied by those intervieved,
the study material would sppear to have a certalin bias for the experi-

ence of the midwest or northeast where the interviews vere conducted.



386
However, one national sctusrisl firm provided caces from its entire
pational) branch office chaln, and corregpondence was established with
several western insursnce companies, Then, too, indusiriasl wigretion,
a major cause of pension plan termination, has been ocgurring most
frequently in the midwest and northeast to favor the south and the west,
Oenerally, the cases available wvere selected by those lnterviewed and
may represent the worgt of thelr experienge. Any ovarstatemsu.s eof the
conclusions which would fcollow is mitigated by the fact that our
principal conclusions take igaue vith the conventlonal mode of penslon
teruinal distributions, the inequities of which sre common to both the
typical and “worst™ terminations. The latter simply better dramatize
the waled justments of funding pelicy and distribution poliey.

The cases for vhich sufficient waterial vas availsble were
overly detai)led snd hence gdited and extracted to form the basis for
Chapters IV - VII, snd the experience of those relying oun recollection
rather than csse files has been mentioned in pessing in caee comment in
these chapters. The srray of cases selected were grouped sround common
factors to provide a focal point for other professional comment from
intervievs and snplytical coumment by the researcher.

To place thepe igolated cases somewhere within the national
pension scene some secondary date on the frequency and severity of
such situations was developed from tex and disclosure records, 8uch
data had e liuited role in the research spproach, in part because of an
intent to plov & new furrov and in part because of the barrenness of
available statiatics,

In the process of fact eollectlions various methods were tried
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to pinpoint pension termination situations throughout the country as
they developed with little success.

Identification of business feilures through Dun & Bradstreei
records proved unrewarding because jdentification lagged actugl
liquidation. An effort to trace relocated businesses back from a new
southern location to a former northern location had better results, but
those employers which had left a pension plan in the lurch were tue
very oues who would not respond to mail inguiry so this approach vas
not, pursued furthsr then for the state of North Carolira,

Federal and state disclosure records vere alvays retrospective
in regard to terauination, and newspeper identification of these situa-
tions for national circulation was limited to items of the acale of the
Studebaker closing in South Bend or the move of the Horge division of
Borg-Warner from Muskegon, Michigan, to Fort Suith, Arkansss., Negotia-
tionsa in these situations vere not available while thay were in
progress. The one central natioral source of teruninal data was the
Internal Revenue Bervice, and of gourse these regords nust remain
privileged information. Thus the conclusions put forward based on the
cases underlying this study cannot be considered universsl judgments,
but aiuply a tentative affort to identify & fev counon ithreads of

experience voven through the existing private pension fabric,

B. Bome Ethical Guidelines to Conclusions on Policy

Private pension plauns are a product of the law and the law is
& conposlte of soclal objectives and soclial ethiecsa, Ethlea and their

philosophical roots are a highly subjective factor in constructing what
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othervise may he o legical sand rational explanation and sclution in law
to a problem of social concern, ms pensions are, Therefore, preclsion
requires that first approximation of policy proposals directed to
pension teruination problems be put forward only after underscoring the
value Judgmente ilwmplicit in the proposala,

Behind the great debate of private pension plan issuwes--gratulty
ve. deferred wage, veating ve. economic feasibillity, actuarial scund-
ness va, corporate finsncial viability, &nd all the many corollary
issues--we hsve found one central theme:

To vhat degree shall each party at intereat in & pension plian

bear the financisl risks of dynamic economlc change in business,

enployment, and pension plan expectancies?
In part, the American economic system is predicated on mobility of
capltal and labor, on a speedy exit from the economic scene for those
unsble to respond, as well as on freedou of entry into any field for
those seizring copportunitlies, A predilection for meterial and humsn
congervation demands a system by vhich enterprises can be newly cact
or sbruptly scrapped while conserving esch element of the buainess
alloy of human life commitments, social capital investument, and
natural resource allocations., The personnel of business must be pre-
pared, financially and wmentally, for & constant progression of
regroupings within and among various businesaes as the pace of techno-
logical and market changes accelerates. The conclusions which follow
reflect the view that the individual euwployee should be insulated to a
degree from gome of the financial consequences of regrouping as
required by a visble economy. However, such a view does not mean that

the individual need not share responsibility for his own economic
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security or that full responsibllity should rest with the government,
a philoscphy which hea found expression in various aspects of current
welfare econpmica., Instead, it should be remembered that peunsion
Plans evolve ws part of the incentive myestew, und the bias of this
study is that the pension shouwld continuve to be tled to loyalty,
Bervices rendered, at least with equitable limiis, and a vested
interest of the employee in the continued prosperity and productivity
of his empleyer,

If one can accept such en underlylng pension ethice, and it is
certainly & value standard shared by a good many thoughtful men,l wany
difficult decisions of pension equity can be made. The key to equity,
ve believe, turns on a distinction betwegn penaion credits given for
service prior to the existence of the pension plen and pension
credits earned following iritietion of the pension plen. Undoubtedly
the resder willl recall frowm discussion in Chapters VI and VII that the
former service credits would then be so clearly a gretulty that the
amortization of this 1liabllity over tweniy years or more would not
seem 8n unjust exposure of the employee interest to the vicissltudes of
business earnings. Prior to the plan be had no reason to anticipate
these beneflds in wmaking his finenclal plans nor 4id the ewmployer have
any reaponsibllity for providing these beneliis from bis financial
resources, Equitably, the employee should bear the risk of non-

fulfillment of the funding objective if the employer ia willing to bear

1For example, these values are reflected in the varicus view-
points expressed in Chepter II of Concepte of Actuarial Soundness in

Yension Plsens, previously cited.
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the cost of funding these benefits should future earnings peruit. An
established pension plan with a given work force, on the other hand,
does provide a foreseeable business cost for currently earned peasion
credits, to be charged to current production., Where the plan is
negotiated, nonecontributory, and a tool of personnel policy, an earned
pension benefit is loglically an element of wage coumpensation and thus,
in 1ts most elementary form, & benefit to be funded and vested.

There are several socisl considerations which can modify the
currently earned, currently vested spproach to pension benefits,
First, soclety has always seen fit to provide various devices to limit
the lisbility of the entrepreneur in order to sncourage him to explore
econonic opportunity more aggreuiivuly and %0 make wore scononic
enterprises feasidble, At the same time soclety recogrizes the private
pension as a tool of personnel management, A rorﬁ of motivation
decigned to stablilize tha work force and standardlze company policy &in
regurd to its long term and older euployses, By meking pension
banefits contingent on some years of service and continued loyalty,®
the businass objectives of the plan can be advanced while delimiting
and reducing cost. Then too, society would favor recoguition of the
impediate needs of the retired or about-to-be retired wvorksr, Can
there be any reason why these amployees after retirement wmust continue

tc bear any exposure to the loss of pansion income because of change

EQualiricutiou might be five years' service and age 30 before
earned benefits would begin to accrue, while loyalty might be served
by requiring forfeiture of up to five years qualified earned credits,
in event of voluntery terminetion,
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in the sconomic fortunes of thelir past employers? This risk might
properly be that of both the employer and the active employee, who
could share it by funding the past service liabllity upon retirement
frow additional payments by the empleyer and from the sbsence of earned
benefits for the youngest and leest senlority workers in the employee
force,

Resolution of the policy question of risk might then be pos-
sible by distributing the risks in the iwplicit contingencies of a
pension expectation introduced by the mortality of economic enterpriee
as folloval

Past service pension liebility: a risk of the employee

Earned service pension liability: an immediate cost of the
eaployer

Immediate retirewent Lenefits: fully funded by combined

gsacrifice of employer and
active employee

Nov these basic sllocations of the risk of snterprise and employment

must be implemented with s variety of technical solutions selected
vith the odjective of concurrency for each plan of legal theory,
pension provisions, metuarial assumptions, and full funding of feasible
vested interests. Bcant Imowledge of the lgv restricts legsl 4rafts-
manship displays of i1llustrative pension plans, but the objectives of
key provisions of pluans as proposed above can be outlined, suggesting
hov concurrency of risk in funding, benefit mnd service obligation,
definition end economic reality can convert implicit contingencies to

explicit antieipations,
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C. Concluding Thoughts On Penglon Theory and Pension Termination

Orientation of the pension contract around & eingle theory of
equitable allocation of the financig) risks of economic dynamice
peruits concilistion of each legal viewpuint as to the nature of »
pension benefit within a single plan. The policy guidelines below
wouwld relieve the courts and legal scholars from avkward interpreta-
tions of gratuity, conditional centract, or deferred ecupensation
theories regquired to achieve a seublsnce of esquity, ss sketched in
Chapter I1I. Probably no one of these guidelines reprements a redicel
departure from pracf;ice somevhere in the private pension field today,
but it is felt that this is a unigue attempt to draft the pension
agreement around an explicit, integrated allocation of risk as to the
contingencies which way upset the pension plan. Further, it is argued
that, had these guidelines been s part of the various cases Aiscussed
in Chapters III1 - VII, wuch of ﬁhe confliet uouid have beeg t§oided.

Therefore, a statement of nine baslc modifications of existing
pension obJjactives is folleowed with very brief supporting references
to selected case examples to which a particular principle is best
related, Yo avoid repetition of previcus analysis, only the case
nunber 1s given, together with an opinion of the inproved results that
would have obtained had the proposed guideline been in effect in that
situation.

It i8 proposed thet pension agreements should be negotiated and
drafted to achieve the followling results:

1., Pensions granted to retired employees would be fully funded
or guaranteed by the employer, Purchase of armultles
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imzediately or comingling of these sasset{s with those far
earned service c¢redits would be poesible with an eumployer
guaranty limlited to unfunded obligation in an amount
gpecified on a surplus note,

Earned service credits would vest and be funded immediately
in a funding device subject to certain conditions of
eligibility such as age and several qualifying years of
employwment.

If vested and guaranteed pension righta were not funded as
accumulated, the segregsted pension trust should require
interest bearing surplus notes of the employer, whigh were
subordinated to all trade and financial indebiadness of the
suployer.

Past service credits wonld be gratuities, separstely. funded
over tine, and progressively vested on a basis of age
priorities until retirement produced full funding,

Forfeliture of pension expectations in event of voluntary
termination or termination for csuse should be reascnably
strict, but involuntary termination should leave earnped
deferred pension expectations intact.

In the evant of involuntary termination, the individual
should fare as well as a group, receiving cash vhere his
scerued pension lucks future econouic significence or a
deferred pension insursnce ¢ontract where possible, A
defense wgalnst cash-out for temporary unemployment needs
might be included bere.

‘Pansion agresment may establish a definition of circum

stances calling for full or partial termination or individ-
usl severance due to involuntary unesployment.

The pature of a terminal paension distribution should be
related in part to the existing framevwork of lsbor contract,
supplementary unamployment benefits, unemployment eonpensa-
tion, and in part to administrative discretion for
individusl circunstances,

Past service benefits, sarned service benefits, and the
severity of qualification for eligibility or of forfeiture
of wvoluntary teruinstion should be matched to the present
capacity of the firm to fund sctuarial estimates of cest.
In this way the gap betwsen valil pension expectations snd
resources can ba reduced to almost nothing, and s pension
expectation will have the vested and tangible value of a
true property right.
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With these guidelines there would be no need for court dise
tinctions sa to vhat percentage of the vork force must be discharged
before it represented partisl termination of the plan as discussed in
Point #1 of Chapter III. With these guidelines, there would be no
cause for such doubtful equity as was found in Case §3 among many
vhere the 60-65 age group received 90% of their benefits while those
long service personnel Jjust balev age 60 received oothing. Nor would
there be reason for.conflict in the case of partial termination
betveen the &ischarged employees and the continuing employees as the
court found in Corr v, Consolidated roadn.3

Perhaps ihese conclusions reiterate comments and conclusions of
Chapter YII, but that is because solution of the problsm of aquity and
administration for partial termination leada to resclution of full
terninaticn situations as well. Vesting of funded benefits for invol-
untary termination for any cause removes the sticky problem of
defining all the circumstances which would eall for full or partial
termination of the plan, & difficulty whick pervades thesz chapters
and common lav cases relatad io pension termination. In s Telated view
it would be unnecessary to construct the legal rationales or couit room
demonstrations required of breach of contract er quantum meruit eases.
It will e recalled that the administrative efficiency of vesting in
event of lavoluntary teruinsation of one or all employees was the key
to the exemplary close-cut of Case #l in Chapter V, Bhould the pension

contract be premised on equitable sharing of the uncertainties of

3253 Minn, 375, 91 M.W.24 TT2 (1958).
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business unemployment, the approach suggested here would substitute m
direct and simple theory of individual pension interests with sultable
service quslifications for experiments to obtein greater technical and
sophisticated contract drafting,

It should be noted before dilscussing certain aspects in more
detall that this approach need not contribute to the annual cash cost
of the program nor undermine its wvalue asz s productivity incentive.
Eligibility rules can defer the beginning of earned benefits, and pasi
service ¢redites sre only funded when funds exceed the need for
deferred earned credits or present retirement costs, The surplus note
peruitas deferral of transfers from working capital to sid in business
expansion without complete waiver of claim should the company meet
more difficult tiwes. By use of surplue notes with a definite term,
the option of the company is reduced from a question of if it should
fund the program to when it should fund the program. Buch a program
doer not dlsturdb the option of maragement in regard to the mode of
distribution or its freedom to fund pension ecste {in s manner to
naxinize tax credits, Most fwportant, it crestes = plan which con-

forms to both the concept of actusrial soundness and of solvency

eapoured by Dorrance C. Brouser in his book, Concepts of Actusriel

L

Sounduess in Penslion Plang:

An actuarislly sound plan is one where the employer is well
informed as to the future cost potential and arranges for meeting
those costs through a trust fund or ingured contract on a
sclentific, orderly program of funding under which, should the
plan terminate et any time, the then pensioners would be secure in

hBee Chepter X of Bronson's text, particularly psges 171-17h
from which these quotations are taken,
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their pensions and the then active employess would find an equity
in the fud sssets comensurate with their acerued peusions for
service frou the plan's inception uwp to the date of torcination of
plen. lote that this criterion would sdmit of a long time before
all the original past service credits reach a furded condition, but
the asymptote for the funded ratio £6 100 per cent and not gowe-
thing less. Rote further, that this definition is tied in with a
presumption of the plan's termiration.,.

Bolvency might be ssid to obtain when the fund or contract has
the ability to pay off, or firmly errange for, all toese "Just
debts” (vested benefits for the retired, eligible retirees, and
long service participents) forthwith, if called upon to do so.
Under this idea of solvency it becomes tantsmount to a funded ratio
which has reached s magnitude such the termination of plan eould
regult in a pay-off of at least the mipimum intended prowises beld
forth in the language of tis plan.....- Solvency could be reached
ard maintained at s funded raetic below 100 per cent; & fully
conservative viav of actusrisl soundness would reqgulire g funding
progren at least ssymptotic to 100 per cent.T

After two years of study on the problem of pension terulnetion
and its crushing, twisting effects or expectencies, this author must
adwit thet his strongest impressior is one of the need for solvency of
at lsast earned benefivs or coucurrenéy of-vected provises and funding

efforts,

D. Concluding Thoughts O Pension Drafting Detail

The guidelince sbowe require sduministrative detailing to be
useful, and the elements of the following subsections reflect the cone

clusions drav: at tha end of eerlier chapters.

1. Perkion Documeits.
Guidelines for a pensicn agreement must affect the inter.

Stpa., p. 171
6Ibicn 3 Be 172-
TIbIﬂ. » p. 173-
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relationahip of labor contract, pension plan, adminlstrative powers of
discretion, and any negotiated terminal uettlement.s It is natural
thot the interested attorneys would wish to rely on bread povers of
amendment in crder to meet the unforeseen or to correct difficult non-
concurrencies in these agreements, Bi{1ll, this dependency wmay lead to
almoet no provision for termination of the plan, as termination implies
guch drastic turnabout that only an amendment would be appropriste.
Eventually settlement by amendment becomes contingent on m mosaic of
bargaining ispues releted to a difficult terminsl labor situstion. Ase
negotiatore take the coffeneive, pension edrinistrators take the
defeneive ignoring basic pension values te pursue that which falls
within basic contract langusge or essy bargeining sccord. Unless
adequate powers for pernsion termination are provided withir the plan
from the stert, the result is unnecespary rigidity, despite apparent
amendment powers, in the documentery structure surrounding the pension
agreemeﬁt.

The vape seti{lement should recopgnige earned pension benefits as
vages and past service benefits as gratuities, to provide a legal
basis for enforcing minfmum funding requirements. In eddition, the
use of surplus notes or a guaranty by the company in lieu of immediste
cash should be subject to certain reatrictions established 4in the

general labor sgreement, Where the labor sgreement calls for creation

Bpor example, seniority may be defined within the labor agree-
ment, then used tc measure the life-span of sccumulated pension
credita for the unemployed individual subject to the pension plen,
used a8 a unit for proration and distridbution in s negotiated settle-
ment, and appesar often as the issue submitted for sdminisgtrative
adjvdicetion in the collective bargaining machinery.
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of &8 Joint administrative board, it should grant the board special
discretionary powers and time to act after termination is in process
to bring about an orderly termination should it be required after
expiration of the labor agreement, disbanding of the employment force,
or another event In the business life of the employer. A negotiated
terminal settlement would be unneceasary and thus removed as an issye
in & terminel] situstion involving other matiers in the lahor

agresmant,

2. Vested and Contingent Pernsion Benefiis,

Within the pension plan, the guidelines 1, 2, end 3 previcualy
cutlined would affect almost every type of provision., The dichotomy
of past service eredit and earnad service credit would first lesd to
revision of benefit proevisions. In the interest of keeping cost
within e¢onomic feasibility, the pension planner would begin by
determining the cost of desired earned service credits and any immediate
commitments. Should any part of the allowable pension cost lper year he
left unallocated, tﬁiu could be used for the past service liability
which would then be tallored to fit the available cash, Fur a«ample,
the earned service credit might be $2.50 per month for each year of
service while the past service credit might be no more than $1.00 per
nonth for a maximm of 15 service year credits. Preaumably, at the
end of 15 years past service liability would be fully sumortized and
fully vested. By placing a 10 or 15 year cut-off date on credits given
for paet service, it is possible to place a limit on past servige

funding for immedieie, qualified pensionere. The present practice of
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prolonging the funding of past service lisbility for 30 or kO years,
and perhaps nushrooming the liatility by renegotiating a single benefit
formula, maintains indefinitely the potential inequity of reallocation
of so-called “vested benefits" when a terminal 4distridution finds funds
short of coumitments snd reverts to ege rather thern service as the key
elenent of priority. In moat cases the lack of finmnciael balmnce or
solvency of vested benefits in privete pension prograus is due to past
service liability, and if this can be brought under control, a large
portion of the termination preblenm in regard to ecompeting elelms on
inadequate ssgets s eimply removed ss an mrea of ilssus. Moreover,
recognition of vhich benefits were being funded in full ss they
accrued and which benefits would be amortized should all future contin-
gencles perult, would go far to clarify the distinction in Chapter I

batveen 8 vested pension right and & future pension expectancy.

3. Eliginilisy.

Directly relsated to vesting above and the cost of funding balow,
is the gueation of =1llgibility. Cost should be wmore a function of
those who are rot covered for the early years or voluntarily terminate,
vhile inveluntary teruination itself ms presently constituted 1is often
involved in arbitrery selection of which participants are eiigible for
& terminal distribution., Where a pension intereat vests upon involun-
tary termingliion of employment, regeardless of other weating service
provisions, the entire question of eliglibility for liquidating
interests is removed. 8uch a provision pravents emplcyee atirition

to the benefit of remalring management participants ag in Case #5,
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over-funding of benefits a8 fouud in Csses gl and #15, or srbitrsry
exclusion of those witn seniority but with lay-off status as found in

Finney va. Creweil, However, vesting of benefits wpon involuntary

terwination, for whieh thers is a growing preference as indicated in
the model plan in Case §28, is valueless unless these benefits are
alresdy funded. A company operating on a reduced scale is in no
position to fund deferred vested benefits after these vere vested with
ternination of part of the employment force., Vesting of sarned “
benefite wust be linked to immediate Yunding of deferred benefits st
the expense of more contiugent realization of separately funded past

eervice benefits, which leads to a discussion of funding,

%. Funding and the Use of Burplus Notes.

The Tunding wmedia need be little changed from current practices
if the plan establishes s priority of benefits to be paid from existing
assets glving preference to retirement, earnsd, and past service
benefits in that order, Where retirement benefiil are not insured,
insurance should be required vhere funds at terminstion may not be
adequate to survive an actuarial error as to the longevity of the
ennuitants. However, it wmight also be possible to establish two
trusts, one for earned or immediate retiremenit benefits end one for
past service ii-bilitias, the latter a spill-over trust which wmight
benefit from ite owvn sttrition assumption and i1te own epeculative
investment portfolio. Eince these benefite would be understocd to be
contingent, the truetees could have more latitude in selecting equity

investments for capitsl gain potential., The uee of unit purchase
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group annuity plans or other lnsured plans sre just as sulitable for
the proposals as trustas. Of wore concern here is the socurce of funds
for any basic program, and the need for comnpremising cash needs of the
pension fund and %the pension sponsor.

Funding could lag current earned benefit coets where cash night
be better retained in the business te finance growth under one
condition:

Where company net worth or working capital is iuncreased at the

expense of contributious %o the pension plan, the pension funding
media should acquire & claim in the amount of the deficit in

Tunding of vested beneflts againat the net worth position of the
coupany.

Such & claim has alwvays been an anatheme to corporate treasurers
because of the damege 1t would do to credit ratings and debt capacity,
Therefore 14 iz proposed that the pension {rust receive subordineted
surpluz notes, which would not interfere with trade credit and
financing, but would give the pension trust scme stetus in event of
liquidation or merger. The interest on these surplus notes, set equal
to the fnterest assumption of the actuarial forumula, would best be uade
payable annusxlly, lest the power of compound interest owver the years
put redemption of notes and sccumulated interest out of reach. I%
would be desirable for those representing the pension trust to give
these notes a serial redemption feature and a maximum aggregate limit
of, say, 25% of employer net worth. These latter points are matters of
individurl preference; what is importsnt is placing the pension
adninistrators in a position to mske s claim upon assete of the banke
rupt, dissolving, or reorganizing employer., 8ult for specific perform-

ance on & written note is far more feasible than any other theory of
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recovery as demonstrated by the pension sdministrators in Case #8 who
used a second mortgage on the plant to sescure delinguent contributions.

8hould it be necessary to accept a surplus note, it could be
counted as sn esset of the fund and included in tests of funding
adeguacy. Admittedly such a note would be worthless in event of total
bankruptey, but it is wmore likely that the larger firms will fall sz »
result of technical insolvency than complete bankruptey. Including
the notes wvhich sppear collectible in fund assets will then permit s
weasure of solvency as defined by Dorrance Bronson., A conservative
approach, consistent vith de-emphasis of past service, would be to
allocate as many of the surplus notes to the past service mccount as
posaible as it ia the intent of this account to accept the risks of
future business success,

The solvency of the plan would be readily demonstrable in its
sccounting reportes to participanta, While the actuarial assumptions
implicit in a statement of retirewent, earned, and past service
pension liabilities wight prove to be in error over the years, a
statement for any one day would indicate the degree of sclvency for
each of the vested benefit groups, and the degree to which any surplus
could spill over tc the benefit of past service liability, PFPunding
ratios in gross would then be equal t¢ the funding ratio for any
individual claim and would not obsmcure the effect of redistribution
in faver of age that is hidden in most present terminal agreements.
Present systems of reporting funding ratios are meaningless to the
individual, but such an improvement in reporting forms still leaves

the problem of explaining actuarial sopundness of the measure of
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liability. More understandable annual reports will go far to make
participants avare of the eontingencies fmplicit in their pension plan
and of their interest in continuity ¢f business operations. Awvareness
of the transitory nature of employment will wmitigate the trauma of
involuntary terzination as well as encourage greater labor-mansgement

eooperstion to prevent such situstions,

5. Limits of Liability,

The network of vegting in funding sarrangements sbove are
inherently a method to circumvent the shield of disclaimers that now
exigt in the typicsl pension agreement, for it is not reasonable to
expect that the employer wvould expose himself to any indeteruninste
1iability. The arrangements proposed distridbute economic risks of
business continuity among the parties vhile retention of the various
limite of liability within the pension agresument leaves thé present or
future participants the risk of adverse investment experience,
actuarial error, or mimappropristion of funds. Pension administrators
are in a position te control these risks or shift them with the aid of
dishonesty bond coverage and the use of insured policy or deposit
sdministration plans. In this manner an elewment of security through
combination and diversification remaing with the pension plen to dis-
tinguigh it from a profit sharing plan, though admittedly the differ-
ence batween these two media ig narrowed to the degree that pension
benafits are funded as earned and vested vwith individuals at that time

or at termipation of employment.
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6. The Nature of Terminal Distribution.

In all casen of pension termination decisions have 4o be made s
to the amount, form, and timing of distribution of individusl terminal
shares. As illustrated by Cases §5 and #6, smong others, the prefer-
ance of participants is for cash slthough social policy might prefer
deferred benefits., The cholce is first dependent on the amounts of
the present interest of each participant, and although efforts have
been made to fund vested banefits adequately, the smount of each
terninel share can vary greatly.

Assuning there have been no losses to segregsted pension
asgets, the retired individual could recover the wvalue of a fully
funded annuity. The active smployee eould recover presently or on a
deferred basis the value of his earned pension service benefits, and =
share of funds available for sty accrued past service benefits. Any
shortage of funds for the last mccount can be easily anticipeted by a
provision for pro-ration of such funds as are svyailable sccording to
& base wvhich represents actuarisl shares (to be concurrent with
funding formulm) or a weighted distribution by years of service,
depending on preference of the plan’s draftsman, $Should Cingncisl
losses to the segregatad fund ocour net of all valid snd collectible
guaranties of retirement benefits or surplus potes for future benefits,
&dditionsl provision for proration is necessary, First priority of the
three segregated interests would be maintained, After satisfaction of
retirement commitments, remsining funds for sarned service credits

would be allocated on an sctusrisl” basis and divided smong all

FActusrial proration means that existing funds will be
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eligible participants. Past service credits, if any funds remained,
vould be pro-rated in the same manner, This priority systen 1lluse
tratas that although service benafits are asgragated for purposes of
funding and distribution, the gsaets themage]lves remain svailable to
support each type benefit class in order of thelr sociel snd legzal
value,

The forwm of a taraina) dlstridbution as cash or an apgreement for
deferred income ¢sn be relaoted in part to administrative discretion as
to individusal needs at the time of unemployment and in part to the
overall lebor contract framewerk. Bome situstions offer the
terminated employee more alternative cash severance coupensation than
others, depanding on svailsble severance pay, unemployment compensa-
tion, or supplementary unemploywent banefits. While the company may
vish to place a celling on e meximum eash payment and a minimum on a
=mopthly deferred annuity, the pension sduinistrestor or compeny
personne]l efficer should be given enough discretionary pover to tallor
a settlement to the financiml needs of the former employee vhose
serviges were tarminated in response to business economies, This kind
of counseling can be feasible, valuable, sund consistent with previous
conclusions in this study that the average participant is poorly
informed s to his financial alternatives in the face of economic

dirlocaticon,

spportioned aceording to the ratic of the present actusrial value of
deferred benefits of the individual to the sum of &ll present sctuarial
value intereetas of the group. Thie spproach favors the older worker
without excluding any wvepted worker entirely.
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Timing of a terminsl dismtribution is closely related to the
form of the distribution in one sense, i.e., cash vis-a-via deferred
snnuity, and is a matter of sdministrative powor in another sanse.
The lxtter is our eoncern here. Provislon must be nade to provide for
continuity of administration following automatic termination as mcen
in Chapter V during the process of liquidation and for continuity of
the tnveztment and Aistributien function after designation of
individual interests. The sduinistrators should he given pewer to
seek professional consulting help, competitive bids, or expert legsl
ssgistance st the expense of the euployer so that the delicate balance
batveen vested benefits snd available funds is not @isturbed. The
cost of this cutside counsel should be charped to the employer, within
some limit, to protect pension plan participante against the
frictional cost of involuntary termination and to place the burden on
those having the power to hire and fire. The employer should further
be charged with the cost of colleecting surplus notes, pest due gon-
tributions, er delinquent benefit peyments where the sduinistrators or

the participants must seek legal er sourt support for their claim.

7. Control of Administrative Decision-Making,

Review of available case experlence creates no strong lwmpression
as to a preference to control termination by weans of amenduent as
necessary or by extension of discretionary powers % the pension
sdministrator. The principal obJjective of most amendments to existing
termination provisions was to make possible a previously agreed on
settlement contract which attempted to resolve questions of deteil

left unanswered by the original pension agreement. Employers often
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used this opportunity to trade some small concessions or additional
contributions fo the pension plan for a release from further poesible
iebllity due te senlority rights groving out of existing labor
contracts. In severel cases in the early yeers of industrial exodus
frow Michigen, before courtz hed indicated the value of senlority
rights, union leaders traded evay these rights to salvege & pertlon of
"vested" pension f{nterests. With vested benefits funded, the unions
could push more strongly for & signifiesnt contribution to past service
liability or pressure the relocating employer by celling ell surplus
notes. Unlen umnagement bargaining pover would also be stronger
beceuse their position with renk and file members would not be under-
mined by discovery that vested benefite might not be cellectible and
that aervicé tive might not warrant any share of the pension fund,

The need for prolonging alministrative povers, prorstien formulae, or
cleim priorities would be obviated by the generel pension propossls
sbove, The employer who still needs opportunity to extinguish latent
seniority clwimw on his future operstion in event of full termination
of the plan might offer to econtribute sowething towards unfunded past
gservice liability or to redefine what constituted an esrly retirement
&8s distinct frou 8 severance 80 that his older vorkers might receive
full velue for part service liability end hence leave the work force.
Moreover, the basic squity of the propossl to fund benefits sepsrately
vould seem to forestall wuch clamor for suendwent at the time of dis-
tribution at full terminstion; amenfment would leck constituent support
in cases of individual involuntary termination, Therefore nothing

would be Jeopardired by preserving full povers of amendment in the off
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chance that the future mizht uncover some hitch ip the plan that wmight
best be rewritten. Indeed, to suggest otherwise would forever éis-
courapge the lega) profesgion from leaving their boilerplate end

adopting the gist of these propossls,

E. Feasibility Of 8plit Funding Vestiing

The suggastion to segregate past serviee credlt benefits is
really no more than sn effort (o relate pension promises to lmmediate
intentions in regard to funding these promises, It assigns to the
annual contribution the same priorities ss the sctuary ef the Internel
Rewvenues Service when computing liebilitiec, i.e., current persiors,
earned benefits, interest on pest service lisbility, end lastly,
amortization of this lisbility.

A firu tie between the pension promise and the furding prouicee,
however, moy be {00 revesling for both lebor end manapement where
appearsnces way be as importaut ar fecte. Meznagement of both eides
might loze the prospective goodvill of prospective benefit pchedules
vhich saticipete high sttritior among nor-vested participants in order
to clainm ectuerial soundness, Were the pension plan to promise only
the small annual increment of veated deferred pension benefits which
could be lmmedigtely funded for all rether than the minority expected
to qualify, participants would lose interest and both business and
social motivetion purposes might be thvarted., Older firms first
iritiating s pension wight find past service liability too domipsnt g
feature to slight se the split plan fund doea.

The never firm with little past service liability to recognige
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and much time to smortize such liability as there uay be might adapt
the system, but otherwise the proposals here would meet with little
voluntery adaptetion. Hovever, 1t could be argued that the Internal
Revenue Bervice shoul? require vegting of earned bencfits in event of
involuntery terminstior to prevent funde from aceruing directly or
indirectly to the tax payer peying the pensglon cost. Ag the law
etands now, pension resources nced not vest until the plan is closed-
out, giving wansazement perticipents an opportunity to consclously
redisiribute resources to insiders by dropping non-vested participsnts
frow employwent prior to terminetion. Even where wmensgement is not a
participant employrent attriticn could be uced to creste e plan without
beneficilaries, which could be dissolved and its sasete retwrned to the
company as "sctuarial error,” & capital gain return, Therefore,
vesting in event of involuntery terminetien bf erployment for the
individual secuns consmistent with IRS atandardc for tax qualifications,
stendmrds intended to prevent subversion of taxes and social objectives,
At this dste, such = requirement would be the only method with which to
introduce the system extensively, snd it 1s not certain that the
elarification of real benefits relatlive to resources would do the

private pension movement much good,

F. The Alternative--A Legsl Patchwork

As an ulternative (o relressing present penslon gontracts to
bring funded henefits Aand veated banefits into halance and solvency,
one might jJuat tinker with the clauses which define, adminieter, and

preciplitete termination of plan or employment, A patchwork approach
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to technical flsws of pension contracts is iwplieit in the conclusions
of Chapters III.VII. Some shading of typlcal priority of distribution
fornula and wore precision in the definition of sutoumatic full or
partial termination would go far to creste grester equity for the
group although the individual might still suffer some neglect,

The following suggestions and caveats are brief because the
legal background of the resesprcher iz limited, and are offered even
though 1t 1s recognired that 1t is difficult to conasider s single
provision independently from the full legal eontract. MHowever, %o
«lign custousry drafting practice more elosely vith the theory of
allocation of risk of pension contingencies, one or more of the
following might be consistent with contemporsry funiing practicea:

1. Provision for sutomatic termination couvld not only include
the usual recognition of legal endings of a business entity
but also anticipate geographic, managerisl, or functionsl
close=outs. .

2. Provisions could be mnade for s partiasl terminstion vhere
distribution is made to individual mewbers Just as though
there were u full termination and prorstion socording to
sone priority of oluim on liquidation sssets,

3. In lieu of early individual vesting, provision could be made
for some terminal severance avard in event of lnvoluntary
termination without partial teruination or without receipt
of some Jeferred banefit, VWherever possible the deferred
benafit might be preferred, where it is economically signifi.-
cant, to = cash payout,

Lk, FPor all purposes of terminal distribution the deferred
benefit should be favored so that all particlipants face the
risks of time wore or less equally, but the sdministrators
might be given some discretionary power for cash swards
vhere the total welfare plan makes little other provisions
for involuntary unemployuent and final &ischarge.

5. Given sgresment on priorities of claim, provisions should be
made from the start for proration of inadequete funds within
various classes of priority. Early decision on this point
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9.

10.

k1

will force mansgement and labor to make explicit their view
of the pensiocn plan as primarily s social support for the
older worker or s bhusiness incentive for the futurs employee,
This is the choice hidden in & proraticn vhich favors age or

sefrvice,

The issue of age and service iz also obacursed in provisions
outlining eligibllity Ffor vested benefits and conditiona
precedent to receiving some benefit from the pension prograu.
The philosophy behind the method of proraticn should be con=
current vith thet of basic provisions for eligibility and
vesting as the word is presently used.

Provision should be wade for continuity of administrative
pouer, following & conditior precedent to sutomatice full or
partial terminstion. Moreover, these povers should be
brosdened for period of termination so that sdwinistrators
would be encouraged to make imaginstive use of such things as
competitive bidding, counseling, investwent side funds, and
80 on.

Each party tc sduinistrative duties should be expressly liable
for their owp clericasl oversights and location efforts, but
with a contractual statute of limitations of, perhaps, two
yaars, Certainly the surety indusiry ecould provide a bond
naning s trustee as representative for whom it may concern
for the two-year pariod followving extinction of the pension
trust, the employer, and the administrative machinery upon
final teruination.

As part of provision for increased discretionary pover for
pension aduinistrators during the teruinal process, these
individusls should be freed of personal liability for srrors
in Jjudgement or errora in apportionment, the latter picked up
4n the bond proposed sbove.

Some relief wight bs instituted for the sir-tight netweork of
hold-harmless clauses that pervade penslon documents. The
suployer should at least be liable for pension due those on
retirement or eligible for retirement, although it can be
left open for individual perties to decide if this guarantee
should he extended to early retirement reciplents until they
reach 60, 62, or 65,

Any one of theps guidelines would have changed the course of one

or more cases revieved in Chapters V, VI and VII. For example,

provision for autoumstic termination, as suggested in the first item,

vwould have eliminated the conflict in Case §7 where corporete stock was
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8014 to transfer uarmgement to a buyer interected in a tax deficit
shelter rsther than sustsined business operation. It would reduce the
need to depend on wanagement good faith s in Case #29, where a change
in businese function frem foundry to electronice vork weant & turpover
of employees without a break in operations, change in wmansgement, or
relocation. The second guideline would be sppropriate for sulti«plant
situations vhere a single plant shutdown wmight involve employees of such
number that deferred vested terminmtion benefits were not and couid not
be funded. Instand, the plan could enticipate s distribution as
illustrated by the Auto Lite situstiorn in Cese #31, where each priority
group interest was determined ror the netional group before a local
member's share in s partisl teruinal liquidation waes detaruined,

Aa an alternative to termination procedures er libersl vasiing,
guideline §#3 would create severance guards, as discussed for the big
steel compenies in Chapter VII. B6uch seversnce svards could be
treated as liquidated damages for loss of pension cowvered euployment.
8uch avards vould make it more difficult for small plans %0 arrive at s
position of over-funding due to attrition from lay-off prior %o full
closing, as illustrated in Cases #l5-§18. The preference for deferred
benefits of i assumes that controls on cash payments will not be so
restrictive that minimal pensions becoxs paysble regardless of vwhether
or not the amount will be of significence in later pension years.
Guidelines #5 snd §6 reflect an lmpression received from the cases that
age crientad priority coupled with actuarial prorations of present
value of pension interest unintentionally gave too great a preference

to age as compsared to service,
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Bince it is likely that if termination occurs, asscts will not
meet existing 1isbilities, 1t would seem that all pengion programs
should contain a provision for s formula for proration as well as
reference to the term "proretion" alone. Guideline 7 18 the result of
thogse many cases which indicated terminatien problem was couplicated by
inflexibility of adninistrative pover or by distllusion of decision
making pover before the termination process was complete. As s
corollary of greater aduiunistrative pover for Adlscretionary and
inaginative termination decisions, the pension document must remove
the threat of liability which might inhibit these aetions, the object
of guideline #9. However, to - veld the ill-feeling of the classic
conedy of errors in the termination fleld, detsiled in Case #11, each
party should be responsible for his administrative mistakes which cost
eligible participante sowe part of their benefit. Where the employer
skall be extinguished as a legal entity, the accounting records wmight
be surrendered to & bonding coupany which wmight handle claius like a
title insursnce company for a stated period before all settleuents were
finzl. The nawe of the bonding company should be mﬁde a watter of
record in federal disclosure accounts sc that would-be beneficiaries
would heve an immediate contact without expensive locational inquiries,

At the same time, recognition of the difference between earned
and past service benefits should &lso Adistingulish between limite of
liability for discretionary scts and any limits on liability of the
pension sponsor far existing pension commituents. A pension sponsor
should never be allowed to move aveay from his pension commitments to

thoge over 60. Not only docs it seem unethical not to fund a pension
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for an old euployee who has been led to expect s pension, but also it
tends to undermine public confidence 2in all private pensionc to the
detriment of businese msnacenent gonerelly. If & businesc cennot
afford to fund or grarcntee @ pension, It should not infer 1t has
capeclty to grant & pension, pomslbly dulling employee initiative to
provide for themselves, To protect lete cleimants from complete forc-
closure of thelr pention interests, there might be devised an
insuranee for no more than two yesrs' coverage which would indemnify
participants for losses arising out of clerical ¢rror before or
during terminsl administration,

Pension techniclans would be better able to adapt these general
provisiong to particulsr plans. Perheps their mast important purpose
as pert of these conclusicns 16 t¢ underscore thet the typical pension
agreement 1s not generslly written to the riske implicit in a long
term contrsect. Life insurance has it nonforfeiture rights sligned
vith actuarial reserves) mortgages attempt to equste amortization with
capacity to pay, snd rete of deprecistion for collateral values over
the years. Long term commercisl leases are geared to all wanner of
future contingencies which might Aisrupt the ordinery course of events.
But penslon contracts mey have besr slanted to minimire current costs
of the euployer, (o maximire the appearance of negotimting proveea for
labor representatives, end to meet the wminimum of IRS concepts of

permanence and socliel value so that the implicit ceontingencles have
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been pubwerged and soticipated wost informalily.

G. Conelurions on Froousuey and Ez2warivy of Pension Terninstions

While pension tercinestion sppesrs to be an fsolated phensmeoon
for s particular coowunity or & pensicn professional, the situation in
the sggregate for the nation as a whole has impressive proporticns,
Even froxm the meagre data available from the IRS in regard to
Qualified termingtiors ceses handled each quarter, it is possible w0
¢onclude that termination lag originations but compound on a cumulative
basis, with 104 of all plans initiated terminating within seven and one-
half yeara, Although the sctuel nutber varies with business conditions,
sncual lsbor-mesnagewent preferences for profit sharing or other fripge
benerite plans, shout 1% of all private pension plans in foroce at the
beginning of each yesr will terminate in full or in part by the close
of the year.

There are scwe indications that terminetions ocour more
frequently awong swaller pension progreme, snd in recent years wost
pension activity bas centereld in programs designed for the sonll
suployer or group. The present trend heralds an incremsed rate of
termination in the near future. It follous thet the inadequacies of
the typical pensicn program in regerd to tercinstion wil) be in the
spotlight ever wore frequently,

Buch evidence as thers is in state and fedoral sources sugnests
that slightly wore then 50% of all recorded terninations can be
attributed to business fallure, liquidation, or wigration. And 4f a

speculative extrepolaticon, such se found in Chapter 1I, is permitted,
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30,000 vwould-be pensioners exparience termination of their pension plan
each year for these reascns, Bince the msjlority of these participanta
are in the 25-5& age group and since %terminagl distributiong sre seldou
made to those below the age of 55, most never realire anything from
their expectancy, small as 1t wight have been,

Unfortunately, federal and state data do even leas to provide
statistical megsures of severity in terms of vested benesfits,
participants dropped from the program, or pensioners suffering a
reduced benafit, Asset values and sctuasrial liabilities are never
reported by the federal data sources. A more accurate measure of
severity would need to include the losses of that nmuch greater group
vho lose their employment unwillingly and unwittingly due to the adjust-
wents of the systex.

The statistical view of termination of pension programs or
individual pension hopes is iupressiocnistic at best, for there is no
data available., The criticism of availgble sources in Chapter Il wmerits
canstructive suggestions which follow in comment on avenues for continued

gtudy of pension problems,

H., Some Addition=]l Conclusions on Pertinent Institutional Fastors

Daspite tha interest of this monograph in the problems of the
ipndividual pension plan eonfronted with termination of plan or partici-
pent, brief cémment on the custows, agenciea, and allied welfare
problems is warranted. Directly and indirectly pension termination is
affacted by the attitudes of those at interest, the law of the land, the

federal tsx structure, smell-employer pension programns, and unemployment
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compensatisn, In &dditisn, mention should he nade of a:zveral dovices
proposcd for termination problems, specifically, a nstional reglstry of

vested intereats and a pension fund gucranty azency.

1. Attitudes.

The pttitude coumon to all parties at interest is that pension
termingtion is the exception to the rule end can be dealt with on u
cage bagls 85 1t becones necessary, But if one luoks st the problen as
one of terminsation of pension expectations for the participont, either
because & Jjob is supplemented or the peunsion plan itself is cut short,
then termination is an ever present phenomenon. As such 1{ should be
treated with the szue administrative efficlency as entry into the
plan, retirement, or employee turnover for reasons other than involun.
tary unewployment., Organized labor hees most at stake in making thins
viev more common, although recoguition of this view by the aponsor of
the non-contributory, non-negotisted pension would seem to be an
eppropriate measure of the "moral obligation™ under which he lebors
behind & wall of hold-harmless clauses.

Yechnical proficiency in handling the pensien expectations of
those faclng involuntary unemployment will come quickly when the
parties of interegt heve come %o an agreement on how each shall share
the uncertainties of enterprisc and employment insofsr as pension
plans are concerned, Greater technical proficiency in providing for
continuity or portability of pension expectations is well within resch
when organired labcT chooses to press these isasues at the bargaining

table., This power has been amply proven by the gauins in provisions
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for involuntary terminstion achieved by the gieel workers and the auto
workers since the Jate )1950's, when their unions wers first hurt
deeply by mutomation and plant relocation. The blgger national unions
have had th2 technical telent to respond te the backlash of illusory
plans for which benefits and funding vere out of balance, in which
individual interests were submerged to less refined class objectlves,
and with which an employer couid escape only implied ohligations.
Bualler locals without benefit of national advisory staffs ere still
making the old mistakes, and salaried personne]l covered under non-
negotliated plans are not sufficiently svare of the problem to press
for reform. ©One senseg that the pace for the non-negotiated plan lags
improvemente won at the bargaining table for the negotiated plan,
Technical improvements must therefore depend on better informed, more
aggressive participants, not the technicisns who ean draft vhat
participants desire, and this lesds to the additionml conclusions in
the earlier part of thie chapter on finding better ways to make pension
parilcipants informed on their retirement expectations.

Little commant can bhe made on the role of pension professionals
in terminal situstions, for insurance companies, pension consultents,
snd especially the banks, have often succeeded in remsining aloof from
policy questions of vesting, severance, and termination. The trust
companies have been most successful in isolating themselves fron
teruination problems, barring those trusteess which gerve the snsller
peneion appointmentis ond coumpcte by offering ¢ variety of aduinistrs-
tive services, Vhere the insurance company if the funding media there

nay also be exposure to the grester jermination frequency of smsller
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clients, but insurence coupaniee have achieved the most uniform
techniques for administering teruinal situstions. Their legal depart-
wents are wore practiced in the art of snticipsting every