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IMPLICATIONS OF VESTED BENEFITS IN PRIVATE
PENSION PLANS: COMMENT

JarEes A. Graaskarip®

At the risk of creating a column of
«ymplification and clarification” in the
pefuddling manner of the New Yorker
Mogazine, 1 would like to advance the
thoughts of Professor Joseph J. Melone
regarding provisions for vesting within a
variety of pension contract objectives, to
specific points for negotiation by the par-
Hes at interest. This comment is in essen-
tial agreement with Professor Melone on
all the details of his article! except the
premise that “the problem to which pro-
ponents of vested bencefits in pension
plans address themselves is well recog-
nized.”

The gist of this comment is that the
problem of vesting is not often recognized
as fundamentally a question of risk man-
agement, of identification, mecasurement,
incidence, and control of the non-conti-
nuity risk of loss to benefits under private
pension programs, a risk which should be
treated as the normal, operational expec-
tancy for a majority of private pension
agreements.

The essential difference between
OASDI and the private effort to provide
pensions is the question of benefit conti-
nuity if the plan or individual employ-
ment is terminated, voluntarily or not.
Aside from the poor soul without depen-
dents who dies prematurely only minutes

—————

*James A. Graaskamp, Ph.D., CP.C.U, is
f‘tssistant Professor of Insurance and Real Estate
in the University of Wisconsin.

! Joseph J. Melone, “Implications of Vested
Benefits in Private Pension Plans,” Journal of
Risk and Insurance, Vol. XXXII, No. 4 (Decem-
ber, 1965), pp. 559-69.

before his Social Security retirement pay-
ments should begin, OASDI is virtually
a riskless allocation of wages in lieu of
cash, regardless of where the participant
may work, when, for how long, or why
he was discharged or switched from one
job to another.

On the other hand, the private plan
can be characterized in this regard by
Professor Melone’s statement that “In the
absence of vested benefits, job scparations
for reasons other than retircment, death
or disability, preclude many workers from
meeting the age and service requirements
for entitlement to rectirement benchits
under the plan.”

If OASDI is virtually riskless, the cs-
sence of the vesting problem for private
pension efforts is deciding to what de-
gree the pension participant should be ex-
pected to bear the very real risks of ter-
mination, voluntary or involuntary, and to
what degree vesting of nonassumed bene-
fit losses can be made meaningful with
funds within the financial capacities of
the employer. Since vesting problems of
voluntary termination are a function of
loyalty, incentives and other consider-
ations, concemn in these lines is for the
greater potential inequities of involuntary
termination.

Vesting provisions can be drafted with
relative ease (1) if the bargaining agent
for the participant can find a consensus
within his own group as to how terminal
benefits and losses for each type of wel-
fare program will fall on each recogniz-
able age and service sub-group among

(489)
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the participants, and, (2) if the bargain-
ing agent for the emplover can find agree-
ment on definitions of what is a gratuity
and what is deferred compensation, so far
as terminal shock losses based on these
definitions would affect management fi-
nancial plans, creditor security, and in-
vestor dividend and capital equities,

By convenient coincidence, my disser-
tation, Pension Termination Due to Busi-
ness Failure, Liquidation, or Migration,?
bears exactly on the point of involuntary
termination, and therefore, inescapably,
on vesting as primarily a risk manage-
ment problem in its conceptual and ana-
lytical treatment. Perhaps the title of this
treatise was deceptive for it proved im-
possible to separate the problems  of
cquity in event of total or partial termi-
nation of a pension plan from those of in-
voluntary termination of employment for
asingle individual participant in the plan.

In the general recognition of vesting as
“a puzzlement” within the untidy and im-
plicit legal and cconomic compromises of
most negotiated pension contracts, onc is
reminded of Galbraith’s comment on the
nature of a vested interest:

The notion of a vested interest has an en-
gaging flexibility in our social usage. In
ordinary intercourse it is an improper ad-
vantage enjoved by a political minority to
which the speaker does not himself be-
long. When the speaker himself enjoyvs it,
it ceases to be a vested interest and be.
comes a hard-won reward. When a vested
interest is enjoved not by a minority but
by a majority, it is a human right.3

*The dissertation was completed in Aucust,
1964. It was based on data obtained with the
support of the Ford Foundation study of retire-
ment plans from the viewpoint of the older
worker, conducted by the faculty of the School
of Commerce in the University of Wisconsin.
The research program thus sponsored encom-
passed a number of scholastic disciplines and
subjects, and this particular study was a part of
the area on “Safeguarding of Pension Comit-
ments to the Older Worker.”

® John Kenneth Galbraith, The Affluent Socicty

(Boston: Houghton MifHin Company, 1958}, p.
IS1.
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Apparently the expansion of the Ppriv;
pension institution to additional millig
has pushed private pension expectatig
to the brink of recognition as a by,
“human right.” However, legal rights ha
not infrequently been more difficult of d
scription than human rights, and the 4
velopment of the niceties of the law
be several steps behind what might }
called the judgments of social conscioy
ness.

While these comments contain the seec
of a long article, seeds stunted with th
blight of pernicious inertia, the argumey
of the thesis will be capsulized withoy
regard to detailed preparation of th
ground or application of the rich com
post of footnotes. In sketchy fashion th
line of development follows.

(1) The present legal system provide
ample means for safeguarding and en
forcing a property right where one ear
be shown to exist,

(2) The pension expectation has it
origin in a private contract for private
purposes and is concerned with a con.
tingent future interest in property,

(3) A pension cxpectation becomes a
legal right only when an individual has
fulfilled conditions precedent to a spe-
cific ownership interest.

(4) The substance of this right de-
pends on the certainty of periodic retire-
ment payments from an employer or from
segregated assets or funds.

(5) A pension plan with a funding
formula has a basic premise that over a
period of time an employer can accumu-
late from income and segregate sufficient
wealth to honor the employvee’s expecta-
tion or right.

(6) During the process of accumula-
tion these segregated funds are in a legal
limbo in terms of who specifically enjoys
the right of ultimate title.

(7) While the pension sponsor com-
pletes the required funding process to
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create wealth, the individual participant
must complete the required service proc-
ess to acquire property interests, both of
which require time, perhaps forty years
or more.

.(8) The passage of time exposes both
parties to a wide number of exogenous
loss-causing variables which cannot be
anticipated or controlled, thus undermin-
ing the latent effcctiveness of pension ex-
pectancies.

(9) The uncertainties for the employer
and employce combine to a probability
that neither shall see successful execution
of the plan in the long run, and therefore
the original plan must be designed to
meet premature termination of the process
by one or the other of the parties, or both,
as the normal expectancy.

(10) It follows that negotiation of the
pension plan should be in part determina-
tion of the distribution of the uncertain-
ties of pension realization between the
employer and various groups of employ-
ees as defined by age and service. If the
parties, in scrving their own objectives,
can agree realistically as to which risks
of employment and business profitability
are to be horne by the employer and by
the employce, and if the emplovees can
decide who among them shall have a
claim on pension resources as opposed
to other welfare benefits—then vesting,
funding, and distribution of “wunowned
Pension fund capital” are easily incorpo-
rated into terminal provisions which apply
equally to termination of the plan in
whole or in part or to individual employ-
ment termination.

In our opinion, behind the great debate
of private pension plan issues—gratuity
vs. deferred wage, vesting vs. economic
feasibility, actuarial soundness through
full funding vs. corporate financial via-

ility, and all the many corollary issues—

€re is one central theme: To what de-
8ree shall each party at interest in a pen-
Sion plan bear the financial risks of dy-

namic economic change in business and
employment, as it affects pension plan ex-
pectancies? .

Resolution of the quandary thus posed
must be founded on certain economic and
ethical premises. In part, the American
economic system is predicated on mo-
bility of capital and labor, on a speedy
exit from the economic scene for those
unable to prosper as well as on freedom
of entrv into any field for those seizing
opportunities. A predilection for material
and human conservation demands a svs-
tem by which enterprises can be newly
cast or abruptly scrapped while conserv-
ing each element of the business alloy of
human life commitments, social capital
investment, and natural resource alloca-
tion.

The personnel of business must be pre-
pared, financially and mentally, for a con-
stant progression of regroupings within
and among various businesses as the pace
of technological and market changes ac-
celerates. Concurrently the individual em-
plovee should be insulated to a degree
from some of the financial conscquences
of regroupings as required by a viable
cconomy.,

Such a value judgment does not mean
that the individual need not share respon-
sibility for his own economic security or
that full responsibility should rest with
the government, a philosophy which has
found expression in various aspects of
current welfare economics. Instead. it
should be remembered that pension plans
evolve as part of the incentive system.
Implicit in these comments (and those of
Professor Melone, I believe) is that the
private pension should continue to relate
to loyalty, services rendered, and the
vested interest of the emplovee in the
continued prosperity and productivity of
his employer, at least within equitable
limits.

With such an underlying ethic and with
a momentary slighting of problems of
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conflicting terminal interest among sub-
groups of pension bargaining interests, a
pivotal key to terminal equity, we believe,
turns on a distinction between pension
credits given for service prior to the ex-
istence of the pension plan and pension
credits earned following initiation of the
pension plan.

Former service credits would seem so
clearly a gratuity that the amortization of
this liability over twenty years or more
would not seem an unjust exposure of the
employce interest to the vicissitudes of
business earnings. Prior to the plan he
had no reason to anticipate these benefits
in making his financial plans nor did the
employer have any responsibility for pro-
viding these benefits from his financial re-
sources. Equitably, the employce should
bear the risk of non-fulfillment of the
funding objective if the employer is will-
ing to bear the cost of funding these
benefits should future earnings permit.

An cstablished pension plan with a
given work force, on the other hand, does
provide a foresceable business cost for
currently earmned pension credits, a cost
to be charged to current production.
Where the plan is negotiated, noncontrib-
utory, and a tool of personnel policy, an
earned pension benefit is logically an ele-
ment of wage compensation and thus, in
its most elementary form, a benefit to be
funded and vested.

There are several social considerations
which can modify the currently earned,
currently vested approach to pension
benefits. First, society has always seen fit
to provide various devices to limit the
liability of the entrepreneur in order to
encourage him to explore economic op-
portunity more aggressively and to make
more economic enterprises feasible. At
the same time, the private pension is rec-
ognized as a tool of personnel manage-
ment, a form of motivation designed to
stabilize the work force and standardize
company policy in regard to its long term
and older employees. By making any pen-

sion benefits contingent on some years o
service and continued loyalty, the busi
ness objectives of the plan can be ad:
vanced while delimiting cost within ep,
ployer capacities.

Society also would favor recognition
the immediate needs of the retired o
about-to-be-retired worker. Can there be
any reason why these employees after r,
tirement must continue to bear any ¢
posure to the loss of pension income be.
cause of change in the economic fortune,
of their past employers? This risk migh
properly be that both the employer apg
the active employee, who could share
by funding the past service liability, uper
retirement, from additional payments by
the employer and from savings due to the
absence of eamed benefits for the young
est and lowest scniority workers in the
employee work force, at least for three tc
five years of initial service. :

Resolution of the policy question of risk
might then be possible by distributing the
risks implicit in the contingencies of 3
pension cxpectation introduced by the
mortality of cconomic enterprise as fol
lows: :

(1) Immediate retirecment benefts
fully funded by combined sacrifice of em
ployer and active employee.

(2) Vested earned service pension lia
bility: an immediate cost of the cmployer

(3) Past service pension liability:
cost of the employer contingent on con
tinued operations at risk of the employet

Immediate retirement benefits woul
receive clear support from the law of d¢
ferred compensation; earned beneft
would clearly vest only after satisfactio!
of qualifying contingencies, following th
law of contingent contracts; while p#
service claims would be identified as g2
tuities, and would be the only pensi¢
obligation which the employer could €
cape without further responsibilitv.

There would be two alternative tred
ments for possible pension benefit acer®’
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, prior to qualification for vesting:

(1) If recognized, these pension credits

- could be included in the Past service lia-
bility reserve, shifting the risk of conti-

nuity for unvested benefis to the em-

ployee so long as service requirements for
vesting were not too long,

(2) On the other hand, if service prior
to vesting were held to only a few years,
no benefits need accrue, simplifying ter-

which might offset immediate funding
costs for retirement cammitments. It prob-
ably could be shown that involuntary em-
ployment termination within three to five
years of initial hiring would be better
served through 5 separate supplementa]
unemployment severance pay program.+

The ranking of these priorities and
benefits would permit an automatic and
continual reallocation of available funds
according to an accounting arrangement
parallel to spillover trusts. On any given
date actual funds in hand would first be
related to existing commitments to retired
any balance of funds and
Promissory notes from the employver
would then be allocated to eamned de-
ferred benefits, and to the degree there
Was any balance of assets at liquidating
values remaining, some part of the non-

vested past service benefits would be

With retirements, deferred benefits for
Past service would be transferred to first
Priority, and at any point that the tota]
available agsets and commitments of the
Pension sponsor did not total the termi-
Dation values of retirement and earned
deferred benefits, the sponsor would be
Tequired to make up the differcnce,

‘Expen‘ence shows that involuntary terminga-
tion i
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The relative weight given age over serv-
€ in the event of termination could pe
negotiated by deciding how early retire-

proration,

On any given day, 5 single employee,
half the work force, or all the participants
would know the degree to which their
€Xpectations had been funded, shoulqg ter-
mination oceyr. Their interest, frozen
upon termination, would be the equiva-
lent values in cash or
benefits to which the terminated employee
would be entitled, Termination dates
could be defined by the labor contract or
by common law in relation to the last day
worked, expiration of layoff, scniority re-
tention, or other factors.

Such a formyl, is exactly what is now
negotiated once g plant is shyt down or a
significant work force released, and j¢ rep-
resents the reg] distribution of funds far
better than the present actuarial resenve
formulas which define liabilities as though
will be continyed indefinitely to

terminal prioritjes
in the plan,

Much like existential concepts of being
as a process of becoming until death
places a fina] limit on development, pen-

process of becom-
ing court-recognized quantities in the na-
ture of Property. The final test of the sub-
stance into which these rights have been
transmuted by the passage of events
would be at the point in time where the
pension plan or continued individya] par-
Heipation wag brought to close,

A finite measure of what a pension jg to

become is the reserve which represents
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the allocation of claims against assets, and
each type of future pension claim should
be represented by a distinct and individ-
ual present value reserve, so that the de-
gree of funding for each type of claim
would be readily apparent upon reading
of the regular financial statement.

Since the plan calls for certain con-
tingencies requiring immediate funding
commitments on the part of the sponsor,
it is necessary to provide a device which
replaces the option of the sponsor from
a question if it should fund earned and
vested benefits to when it should actually
transfer the money. For lack of a better
term, a surplus note, subordinated to all
company dcbt, could be designed.

Today a patchwork of contract pri-
oritics or topical termination improvisa-
tions decide how inadequate funds will
be prorated among retired or deferred
pension  benficiaries. Appropriate  legal
theorics can scldom be twisted to fit the

- equity position of the disappointed par-

ticipants, the actuarial reserves reflect the
benefit formulas of the long-term pro-
gram, not abortive termination, and there
is no equity among groups classified by
age, service, cmployment status, dis-
charged or continued on the payroll by
the failing firm, left behind or relocated
by the migrant employer. Without a sem-
blance of equity in contract provisions for
termination in varying degrees, it is diffi-
cult to find equity in the courts.

Those who have studied the failure of
private pensions to solve the social and
legal implications of continuity should be
able to flesh out the bare bones of the
proposals above with positive applications
to resolution of actuarial solvency di-
lemmas, of equity conflicts between dis-
charged employees and retained employ-
ces in regard to pension fund assets. and
of concealment of the inadequacy of
initial pension program provisions for
funding or termination. Morcover it makes
explicit the value decisions which are im-
plicit in special terminal amendments to
existing plans, which have provided many

opportunities in the past for employ,
and labor representatives to use temze“
distribution negotiations as a CIOakufl
non-pension  objectives. Certainly ﬂ?
dichotomy of reserves for each elemee
of the pension benfit formula would dnt
stroy the false security of gross fundi:-
ratios, undermine the optimistic eCOnomiE
myopia of those rcsponsible for the
stretchout of pension funding, and check
the tendency toward benefit formulas far
in excess of capacity to fund these bene.
fits.

All these advantages are only derivative
of the more significant fact that recog-
nition and design for premature termina.
tion of pension plan or participant as the
normal expectancy makes possible a
single, cquitable pattern of allocation of
inadequate resources to any scale of in-
voluntary termination. If terminal rights
at any point in time are the same for any
type of involuntary termination, then it
follows that dcfinition and allocation of
the risks of pension benefit continuity,
consistent with the objectives of each
party as outlined by Professor Melone,
can be the basis for “some reasonable
measure of vesting” within the present
pension tax framework.

This goal has been sought most re
cently by the President’s Committee on
Corporate Pension Funds and Other Pri-
vate Retirement and Welfare Programs.’
Moreover, a definition of vesting, backed
with specific documents of employer
funding commitments in the form of sur
plus notes, could establish an insurable
value which might be appropriate as the
interest covered by, and the premiuf
basis for, the proposed Federal Re-Insur
ance of Private Pension Plans.®

5 “Public Policy and Private Pension Progra™
—A Report to the President on Private Ewm
ployee Retirement Plans by President’s Com
mittee on Corporate Pension Funds and Othe
Private Retirement and  Welfare Program’
( Washington, D.C.: U.S. Government Printin
Otfice, 1965), pp. 42 ct seq.

s “Pederal Re-Insurance of Private Pensie
Plans Act,” Scnate Bill No. 1575 and House B
No. 6944 of the first session of the Eighty-nin!
Congress.




