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PREFACE

In most companies, proper management of employee benefit 
plans is a new and dynamic function. It suggests a scientific 
approach to the design, modification, and administration of 
benefit plan programs. The plan manager can no longer make 
decisions based solely on a comparison with other companies. 
Today, the effective manager must consider the corporate 
objectives and the total employee benefit package in making 
decisions and in planning for the future. As plan costs con
tinue to increase, more emphasis is being placed on the 
elimination of overlapping benefits and the filling of 
existing coverage gaps.

In this paper, the basic benefit plans are discussed 
by directing attention to the hazard covered or economic 
need met by each plan. Therefore, the medical expense, life 
insurance, disability, and retirement income plans all will 
be examined individually. There is no attempt to suggest 
an employee benefit program which will solve the problems 
of all companies as the needs and objectives of individual 
firms are too varied. Rather, the role of the benefit plan 
manager is examined along with a basic framework for benefit 
plan design. It is hoped that this approach will assist the 
benefit manager in planning, organizing, administering, 
controlling, and evaluating his program on both a short- 
and long-term basis.
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CHAPTER I

THE NEED FOR AN EMPLOYEE BENEFIT PLAN PROGRAM

Employee benefit plans have been viewed by manage
ment as protection for an employee's standard of living, 
as a bargaining tool in labor union negotiations, as a 
motivational factor, and as a necessity in order to com
pete successfully in today's labor market. In addition, 
some business authors feel that certain types of benefit 
plans, such as pension plans or medical expense plans, 
are a social responsibility of business. While all these 
viewpoints are generally accepted by the author, it is 
also important to consider the benefit plan program as an 
integral part of the total compensation package. This 
package is the sum of all the direct (salary) and indirect 
(benefit plan) elements used by a company in compensating 
its employees. The direct and indirect elements must have 
the proper mix and balance to satisfy both the needs and 
desires of the employees while effectively meeting the 
corporate compensation objectives.

Employee benefit programs in the United States have 
been greatly improved in the last 25 years. During World 
War II, wage controls were instituted under the Stabilization
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Act of 1942, which basically froze wages and salaries at 
the levels of September 15 of that year. However, most 
benefit plan increases, to the extent that they were 
"reasonable" in amount, were not subject to controls.
As a result, employee benefits generally received their 
greatest impetus and growth during that period.

Since the end of World War II, average wages and 
salaries in the United States have tripled. In the same 
period, company costs for benefits have increased almost 
sixfold, and today's benefit programs cost the average 
American employer about 26 per cent of his total payroll. 
While members of the War Labor Board first used the term 
"fringe benefits" appropriately in 1943, the expression 
now belittles the importance of the benefit plan program. 1

Just as no two corporations are identical, a compen
sation package which succeeds for one company will not 
necessarily achieve the results desired by another firm, 
therefore, it is imperative to first consider the objec
tives of the individual company when designing an employee 
benefit program. Although the benefit plans of one organi
zation may not produce identical results for a second 
company, many basic elements and plan provisions do have 
fairly widespread applicability. These are the bases for

Arthur J . Deric 
Benefits (New York :1Ö6 7) , p . 10.

Çed.), The Total Approach to Employee 
American Management Association, Inc.y
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discussion in the chapters which follow and a general 
framework of plan provisions will be developed. A 
corporate compensation or benefit plan manager could 
use this framework as a foundation while making further 
refinements to meet the specific objectives of his 
company.

Competition in the Labor Market 
As an important factor in the total compensation 

package, employee benefits must be effective in order 
for a firm to compete successfully in today's labor 
market. Each year, thousands of companies compete for 
the new college graduate. While a company's benefit 
program will not, by itself, result in successful 
recruitment, it is an important factor which is con
sidered by the prospective new employee. Generally, 
the employee benefits of major employers are competitive 
m  nature, and the new graduate will usually select a 
company for reasons other than the benefit plans them
selves. However, if a firm does lack a competitive 
benefit package, this fact could definitely have a 
detrimental effect on the company's recruiting efforts. 
Generally, the new graduate assumes that a firm has a 
competitive benefit package and looks at other points 
of interest. If this is not the case, however, it is 
entirely possible that this firm might be eliminated
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from further consideration. This is one reason why it is 
oI ten difficult for the relatively small business enter
prise to compete successfully with larger companies in 
recruiting college graduates.

Not only are good benefit plans needed in recruiting 
new college graduates, they are also necessary in order 
to retain present employees as well as to recruit indi
viduals from other firms. The needs of the employee in 
this regard are numerous and very much subject to change. 
For example, a pension plan has little impact on the 
young employee. This individual, some thirty-five years 
away from retirement, is usually not very much concerned 
with benefits of this type at this time. However, as 
employees reach middle - age, they tend to become much 
more interested in retirement plans. Recognizing that, 
generally, their labor market mobility is diminishing, 
such individuals will begin to evaluate their company's 
pension plan very carefully. If it falls short of their 
expectations, some of them may well leave the firm if 
presented with a good opportunity. This group represents 
a major investment in training and experience, and any 
high turnover here could produce very unfortunate results. 
Continuity of management might be seriously impaired; the 
productivity of the company's labor force could drop 
significantly; and an otherwise successful enterprise
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mi glit. become much less so in a relatively short period 
of time. While these possibilities may seem exaggerated, 
they should not be dismissed entirely. Employee turnover 
is expensive, and a poor benefit program definitely can 
be a factor resulting in a high turnover rate among those 
employees concerned *with security.

Labor Union Impact on Benefit Plans
Since the earliest stages in the development of 

benefit plan programs, labor unions have sought to secure 
for hourly paid employees benefits similar to those 
received by salaried employees. Since the National Labor 
Relations Board decision in the Inland Steel Case of 1948, 
when it was held that welfare and pension plans were proper 
subjects for collective bargaining, the union effort in 
this area has been very successful. 2 Also, as benefit 
plans were coming into their own, several large enter
prises, such as the George A. Hormel Company, the Nunn- 
Bush Shoe Company, and the Hershey Chocolate Company, 
voluntarily developed industrial practices which included 
elaborate benefit and welfare plans for all employees.
Ihe establishment of such liberal programs by these industry 
leaders gave unions a strong bargaining point in new

2Francis M. Wistert, Fringe Benefits (New York: 
Reinhold Publishing Corporation, 1959) , p . 44.
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negotiations with other companies. The result was that many 
other firms had to follow suit in order to retain their
employees.3

It should be made clear, however, that expanded benefit 
packages may not always be beneficial for labor in the long- 
run. As benefit costs continue to rise, the increases con
tribute to higher premiums being placed on the introduction 
of labor-saving machines and equipment, the substitution of 
materials involving less labor cost, and the more efficient 
utilization of labor itself. While all of these results can 
be termed advantageous to our society and economy, they can 
present short - run problems for labor unions and employees.

Social Responsibility and Employee Motivation
Some authors, such as Davis and Blomstrom, feel that 

business has social power and should develop a corresponding 
amount of social responsibility. They state that if business 
avoids its social responsibility, the social power of business 
will be reduced through federal legislation, and, as a 
result, the power-responsibility equation will be brought 
into balance.^ Historical developments in federal regulation

■̂ Elmer C. Hughes, "Fringe Benefits: Destructive or 
Fulfilling?," Personnel Journal, Vol. 43, No. 2 fFebruarv. 
1964), p. 8 6 .

^Keith Davis and Robert L. Blomstrom, Business and Its 
Environment (New York: McGraw-Hill Book Comnanv. Tnr.. r9'66), p . 174.



oi business reflect this balance of power and responsibility. 
Employee benefit plans do represent an area where business 
can reflect an awareness of its social responsibility. At 
the same time, business can gain advantages from the benefit 
plan program. One advantage comes in the form of helping 
employees provide themselves with financial security.

Security is a fundamental human need. It is not 
enough for a man to have his physical needs satisfied from 
day to day: he wants to make sure they will continue to be 
satisfied in the future. 5 Illness and disability can impair 
an individual's financial security. Some employees may 
become so preoccupied with these threats to security that 
their productivity is significantly reduced. Thus, a 
sound benefit plan program can serve to negate the possi
bility of reduced efficiency by helping meet unexpected 
financial obligations.

I he theory of whether employee benefits serve as a 
motivational factor has often been disputed. At this time, 
the evidence for either case is rather inconclusive.
Robert Opsahl, a researcher at the University of Minnesota, 
has noted that although money is the main means used in 
industry to reward and modify behavior, very little is 
actually known about its effect. Considering the tremendous

^Leonard R. Sayles and George Strauss, Human Behavior
in Organizations (Englewood Cliffs, New Jeri?^--Pr'entice-Hal1, Inc., 1966), p. 9.
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amount of money spent and the relevance of behavior theory 
for compensation practices, there is less solid research 
and theory in this area than in almost any other field 
related to management. While little research has been done 
on pay as a motivator, even less has been done on benefit 
plans as motivators. 6 However, most studies indicate a 
rather low correlation between morale and productivity. 
Apparently efforts to raise morale by improving benefit 
plan programs do not necessarily raise productivity in all 
cases. One research project indicates there may be a slight 
positive correlation between morale and productivity. 7 
While the relationship between morale and productivity is 
quite tentative, it is the author's opinion that future 
research will show that some employees are more productive 
when they are not overburdened with financial problems.

^Robert L. Opsahl, Managerial Compensation: Needed 
Research (New York: Academic Press, 1967), p. 208.

Frederick Herzberg, Bernard Mausner, Richard 
Patterson, and Dora Capwell, Job Attitudes: A Review of 
Research and Opinions (Pittsburgh: Psychological 
Service of Pittsburgh, 1957) .



CHAPTER 2

THE CONCEPT OF THE EMPLOYEE BENEFIT PLAN PACKAGE

The Total Benefit Plan Program 
In View of Corporate Objectives

Employee benefit programs have become a firmly estab
lished part of management's responsibility. They have grown 
to a point where it is no longer a question of whether bene
fits should be provided but what types should be offered to 
the employees and how can plan dollars be spent to gain a 
maximum return. 1

Many benefit programs in existence today have grown by 
expediency rather than by design. A piecemeal approach 
often results in benefit packages containing either dupli
cation or coverage gaps. One way to avoid such results is 
to consider the corporate benefit plan objectives. It should 
be stressed that objectives will vary among industries and 
even within industries. However, the first step in designing 
a new benefit program, or in modifying an existing one, is to 
clearly define the firm's objectives. According to Deric, a 
list of objectives might include the following statements:

1 Arthur J . Deric (ed.), The Total Approach to Employee 
Benefits (New York: American Management Association. Inc.. ID ó'7) , p. 11.
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1. Short- and long-term profits and 
growth should be stimulated by the benefit 
plan program.

2. A competitive benefit plan program 
should be offered in order to recruit quali
fied employees and to retain present out
standing employees.

3. Tax advantages to the company, to 
the greatest extent possible, should be 
achieved. 2
As a general statement, employee benefits are normally 

concerned with four major hazards to the employee's, or his 
family's, financial security. These are sickness, death, 
disability, and old age. Therefore, it is important to 
design benefit programs which do not have coverage gaps or 
costly duplication.

Benefit Plans to Protect Financial Security 
The Medical Expense Plan.--The inability to work due 

to illness or poor health produces two kinds of financial 
loss for the individual. First, sickness requires the 
expenditure of money to pay for the medical treatment 
necessary to minimize pain and suffering, prevent death, 
and facilitate the return to health and productivity. 
Second, ill health may prevent the individual from per
forming his job or work activity, and the result is 
directly measured in terms of lost income. Thus, illness 
or poor health results in a loss of earning power as well
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as the loss of funds used in paying for the costs of 
t reatmcnt.

In 1912, the American Association for Labor 
Legislation sponsored a standard state law to pro
vide compulsory medical insurance. This legislation 
provided for the payment of all medical and surgical 
expenses for the employee and his dependents. The 
state was to pay 20 per cent of the cost with the 
employer and the employee sharing the remainder equally. 
However, employers objected strenuously to the 40 per 
cent contribution; workers objected to any deduction 
from their paychecks; and even Samuel Gompers rejected 
the idea as being too paternalistic. As a result of 
this combined resistance from all sides, the bill was 
scrapped.̂

According to Deric, employer - sponsored medical 
expense plans today cover about 80 per cent of all 
American employees and their dependents. These plans 
range from generous, fully paid company plans to those 
in which the employees pay the entire cost. They are 
administered by a variety of organizations including 
insurance companies, Blue Cross - Blue Shield, and by 
the employers themselves. Apparently, one common

^Francis M . Wistert, Fringe Benefits (New York:
Re inhold Publishing Corporation, 1959) , p . 79.
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attribute of all medical expense plans is the rapidly 
rising cost. In 1966 alone, daily hospital charges 
and doctor's fees increased 16.5 per cent and 7.8 per 
cent, respectively.̂  Few medical plans attempt to pay 
all medical bills. Certain minor medical expenses can 
and should be budgeted by the individual. If a plan 
would provide for reimbursement of these numerous small 
claims, the increased cost for claim processing would 
be extremely significant.

The Life Insurance Plan.--More employees are 
covered by group life insurance plans than by any 
other plan in the benefit program. Group life insurance, 
generally term insurance, is the usual method of pro
viding death benefit protection. Most plans go beyond 
providing only last illness and burial expenses and 
offer some degree of income replacement. Many plans 
cover the employee's spouse and dependent children in 
a rather nominal amount intended only to pay burial 
expenses. Hence, most group life insurance should be 
considered supplemental to the employee's own personal 
life insurance program.

Generally, an employee's life insurance protection 
under the benefit plan is in relationship to his salary

4Ueric, op. cit., p. 2 0 .



13

or income-producing capacity with the firm. However, 
in 1964, the Federal Government began to tax employer 
contributions for term insurance policies in excess of 
$50,000 unless the individual was retired. With this 
one exception, the insured employee receives a Federal 
tax saving since the company contribution for term 
insurance of less than $50,000 is not considered taxable 
income to the individual. At the same time, the contri
bution is also a deductible business expense for the 
firm. Another significant advantage of group term 
insurance is that it represents almost pure insurance. 
Without a savings feature, costs are kept at a minimum.
In addition, the fact that it is on a group basis reduces 
commissions and administrative expense.

The Disability Income Protection Plan.--A disability 
income protection plan protects employees from loss of 
income due to sickness or injury. While the medical 
expense plan is concerned with the payment of hospital 
and doctor bills resulting from sickness or injury, the 
disability plan is concerned with the loss of regular 
family income.

A disability income protection plan covers both 
short- and long-term disabilities. A short-term disability 
is normally defined as a disability lasting up to six 
months and where an employee's recovery and return to work
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is quite certain. A long-term disability is usually defined 
as a disability lasting longer than six months and possibly 
for the employee's lifetime. Many companies have separate 
plans for short- and long-term disabilities, but together 
the plans form a total disability income protection plan.
In many cases, firms will self-insure short-term disabilities 
since there is little variation in the occurrence from year 
to year, and therefore, costs are quite predictable and can 
be budgeted. Also, insuring short-term disabilities approaches 
the concept of merely trading premium dollars for benefit 
dollars except that there is the additional cost of commis
sions and administration.

Management must also decide whether to have a formal or 
an informal plan. A formal plan offers the employee the 
advantage of knowing what he can expect in case of sickness 
or injury. Management is thereby relieved of making a sub
jective determination for each case which should result in a 
more consistent treatment for all individuals. A disadvantage 
of the formal plan is that the company is committed to the 
cost of a definite program where modifications should result 
in negative employee reaction unless they represent improve
ments .

The Retirement Income Plan.--The fourth and final threat 
to an employee's financial security is old age. As an indi
vidual nears retirement age, he is concerned with protecting



his standard of living after his active employment termi
nates. Retirement or pension plans are designed to provide 
a "reasonable" income to employees at retirement. Deter
mining what is "reasonable" is a major problem for the 
benefit plan manager. Retirement benefits are usually 
related to salary level and length of service, but arriving 
at a specific benefit formula can be difficult. Other 
factors, such as social security, must be considered.

The history of private retirement plans reveals only a 
few plans in existence prior to the depression of the 1930's. 
Instead of having formal pension plans, many companies made 
regular benefit payments to supervisors and other salaried 
personnel upon their retirement but ignored the hourly paid 
workers. Many of the early plans were "pay-as-you-go" (or 
"pay-if-you-can"), and the business failures during the 
depression years deprived many retirees of their benefits, 
following the depression, there was a shift to the secure, 
but expensive, insured funded plans.^

Another important influence on pension plans was the 
decision by the National Labor Relations Board in the Inland 
Steel Case of 1948 where the Board held that benefit plans 
were proper subjects for collective bargaining. 6 Labor 
unions took immediate advantage of the decision, and the

^Wistert, 0£. cit. , p. 36.
6 Ibid., p. 44.
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pension drive was on. In 1949, pension plans were the key
issues in 26 per cent of all strike idleness during the

7year.
While retirement benefits can be paid out of current 

income, a formally funded plan provides employees with a 
greater degree of security and also produces advantages for 
the company. Both risks and long-range costs are reduced. 
Certain tax advantages are also available to firms having 
a pension plan which meets the qualifications set forth by 
the Treasury Department.

It is estimated that $90 billion is currently invested 
in private pension funds in the United States. These plans 
cover about 30 million employees. 8 The large amounts of 
investment needed to fund retirement plans have caused a 
great deal of management and public concern. In the last 
few years, there has been considerable legislation proposed 
which would place private plans under tighter federal regu
lation. Today, pension planning represents a lively, ever 
changing and volatile field.

7 lb id.
^Deric, op. cit. , p. 16.



CHAPTER 3

THE ROLE OF THE EMPLOYEE BENEFIT PLAN MANAGER

Benefit plan management appears to be one area of 
business operation which, in some firms, is characterized 
by a set of conditions incompatible with sound management 
practice. According to Mason, a few examples of these 
conditions are:

1. An absence of positive guidelines 
for decisions.

2. A lack of effective long-range 
planning with little attempt to predict 
future consequences much less to control 
them.

3. The consistent failure to achieve 
the improvement in employee relations on 
which substantial capital outlays have been 
predicated.

4. Action based on "follow-the-leader" 
tactics regardless of whether any real 
advantages accrue.

5. A unique dispersal of management 
responsibility which results in unusually 
expensive, sometimes ridiculous, decisions.

both
parts

6 . A general lack of coordination, 
in planning and execution, in various 
of the total program. 1

^Charles M. Mason, "What Management Expects of the 
Employee Benefit and Pension Manager," Employee Benefit 
and Pension Management, No. 59 (January” 1965) , p . 6 -8 .

17



18

Based on the author's personal observations, there 
is sufficient evidence to indicate that such conditions 
do exist in the administration of employee benefit plan 
programs. Mason feels that many decisions are based on 
such questionable assumptions as these:

1. Size of benefits is the measure of 
merit.

2. Benefits motivate employees to 
greater productivity.

3. Employees prefer increased benefits 
to increases in direct pay.

4. Constant increases are uncontrollable.
5. Full income replacement for all con

tingencies is a desirable goal.
6 . A company has no choice but to go 

along with the trends.
7. Benefits produce a good place to 

work, greater loyalty, happier and therefore 
better employees.

8 . The better the benefits, the higher 
the quality of employees who are attracted 
to the company.

9. Any new plan will improve the total 
program.

10. Benefits are a bonus that a good 
company should give to its employees regard
less of direct pay.2
There is increasing recognition that employee benefit 

programs are indeed an integral part of a firm's total 
operations. However, a few short years ago, benefit plans

^Ibid.
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were dealt with as something extra, something merely pur
chased from the outside. The plans were known as "fringes" 
or "fringe benefits." Today, management is becoming much 
more aware of the significance of the benefit plan program 
which, if not managed properly, can wipe out a company's 
profits.

Management must continue to seek new ways to make the 
employee benefits achieve the corporate objectives. This 
poses something of a dilemna for benefit plan managers. 
Today, the benefit package is considered an important part 
of the company's compensation program. Therefore, it must 
be competitive as noted earlier. And yet, benefit plan 
costs keep rising. Plan managers must keep costs at a 
minimum and must, at the same time, have a program that 
meets the corporate and employee needs. Thus, the job of 
the manager is not an easy one.

The role of the benefit plan manager has changed 
significantly over the years. At first, there was heavy 
reliance on outsiders, usually representatives of the 
insurance industry. There was also a dependence on actu
aries, attorneys, bankers, and consultants who were relied 
upon to make recommendations as to the composition of the 
benefit program. The role of company personnel was pri
marily limited to the function of purchasing plans. Many 
times a new benefit would be purchased merely because some
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other firm already had a similar plan. Frequently, little 
attention was given to the relationship between corporate 
objectives and the employee benefit program. In those 
days, a "manager" of benefit plans was extremely rare. 
Generally, management simply appointed an individual to do 
the purchasing. The employee's other functions and his 
place in the organization structure were usually not con
sidered. As a result, the employee selected was not a 
manager of benefit plans but, rather, an employee with an 
odd job to do. Consequently, companies were generally at 
the mercy of the outside representatives.

The era of the buyer was followed by the period of the 
technician. As experience was gained in dealing with 
employee benefits, company personnel gained technical 
knowledge of what could be done. This reduced the depend
ence of the firm on the outside representative or expert. 
Many times, the insurance buyer developed a familiarity 
with plan specifications and the means for providing them 
and became the company expert. As the company technician, 
he influenced and participated in management decisions on 
benefits but was seldom given any real responsibility for 
making decisions. In other words, the technician acted as 
a liaison man between management and the insurance company. 
Often, his job was to interpret insurance terminology for
management.
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With the increase in number and size of employee bene
fit plans, the work of maintaining them grew substantially. 
Simply taking care of the details created new needs and 
responsibilities and opened the door for the era of the 
benefit plan administrator. These individuals have a 
variety of titles and can be found in any one of a number 
of places on the organization chart. It is not unusual to 
find that such a person is also the company benefit plan 
specialist. The administrator may give the impression of 
one in authority, seeing that the work gets done, but often 
having very little influence on final management decisions.

Now, a fourth era is developing--the era of the manager 
of employee benefit plans. Here, "manager" is used in the 
true sense of the word. This person must perform the real 
management functions. In addition to demonstrating tech
nical competence, the manager must help decide "where to go" 
as well as "how to get there." Managers of employee bene
fit plans must perform, be recognized, and be respected as 
managers rather than as technical experts. They must 
assume a deeper and broader responsibility in management 
decision making.

In terms of organization, there is a reluctance in 
many companies to give substantial benefit plan authority 
to any one individual. As a result, responsibility is 
divided among various functional areas such as personnel,
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finance, or operations. Often, a benefit plan committee 
comprised of employees from the above functional areas 
is used. Organization along these lines can present a 
serious problem to effective benefit plan management.
When numerous functional areas have responsibility for 
individual plans, there is the very real danger that the 
total program will not be considered when decisions are 
made regarding a specific plan. This results in planning 
on a piecemeal basis with little continuity of effort. 
Frequently, the distribution of responsibility is changed 
with each new project. The characteristics of employee 
benefits are such that they are a concern to more than 
one functional area of the organization. For example, 
personnel is concerned because benefit plans deal with 
people; are part of the total compensation package; and 
have industrial relation implications. Finance is 
involved since benefits have long-range financial ramifi
cations and involve accounting and record keeping. The 
corporate lawyers are interested in contracts which are 
the basis for the benefit plans. And, finally, the 
operating divisions individually are concerned because 
they are involved in daily contact with the employees.
This results in operating managers being close to employees 
and possibly most aware of their personal needs and feelings.

It would be in error to propose that the activities 
required to support employee benefits should be concentrated
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in one place in the organization structure. But it is not 
wrong to suggest that effective management may require that 
the overall responsibility for the direction of the benefit 
plan program should be located in one individual. At what 
point in the organization this responsibility should be 
placed is not the critical issue. The level of authority 
and the capabilities of the man are much more important 
than what department he represents. There is no validity 
in the theory that a personnel manager should not be 
responsible for financial considerations or that a financial 
manager does not appreciate or understand employee needs. 
However, it is important that whoever has the responsibility 
for the management of employee benefits must be at a high 
enough level in the organization structure to permit him to 
work directly with the firm's top executives in benefit 
planning and decision making. Also, he should be at an 
equal or near-equal level with the managers of the functional 
areas where support activities are performed. Obviously, 
the supportive activities must be dispersed throughout the 
organization, and probably the actual function of decision 
making must continue to be shared. Of paramount concern, 
however, is the manner in which it is shared and the 
necessity of having clearly defined delegation of authority 
and responsibility for the total benefit plan program.
While clearly defined delegation of responsibility obviously
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does not guarantee the best decisions, it does help mini
mize the chance of poor decisions.

The benefit plan manager is often expected to perform 
a few minor miracles to keep the cost of the benefit plan 
program as low as possible and still keep the program 
effective. Among other things, the manager must keep 
abreast of how his program compares to that of his compe
tition. He must be aware of current social trends and 
economic conditions. He must consider the effects of pro
posed government regulation on his benefit plans. He 
must translate his knowledge into plans for implementation.

The benefit plan manager must be sensitive to the 
needs of the employees. Any benefit program which does 
not meet employee needs gains nothing for the company.
This does not mean that every employee should be expected 
to feel that the program is perfect. But it does mean 
that the great majority of employees must feel that it is 
meeting their needs and compares favorably with programs 
of other companies. This, in turn, does not infer that a 
good employee benefit package must contain everything that 
every other company has, but rather that the program has 
the proper mix and balance of plans.

Finally, the benefit plan manager needs a good atti
tude. In communicating the details of the benefit program 
to employees, the manager must understand and explain the
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part that this program plays in overall employee relations. 
He must convince the employees that he is objective and 
that he seeks to be fair to all parties (including the 
company). As in any case, his actions, more than his 
words, will determine how employees will regard him. If 
he manipulates plan provisions to avoid payment of claims, 
the benefit plans will suffer. However, if he is straight
forward and honest, the employees will respect his judgment 
and fairness. As a result, the whole program will benefit 
from his actions. 3

3 Ibid.



CHAPTER 4

THE MEDICAL EXPENSE PLAN

The medical expense plan covers hospital and surgical 
costs and physicians' fees. Medical expense plans exist 
in many forms and may provide from minimal to virtually 
total coverage. Since a major portion of the work force 
cannot afford the purchase of good medical insurance on 
an individual basis, the burden of fulfilling this need 
is placpd upon employers. Through the advantages of 
group purchasing power, the firm can provide these important 
benefits at a lower average cost. By offering a group 
medical expense plan, companies are meeting a particular 
social responsibility. And, by making quality medical 
care available to its employees, the firm can also reduce 
costly absenteeism. Deric suggests other factors which 
influence companies to provide medical expense plans:

1. The necessity of meeting competition. 
Employees, particularly those with dependents, 
place a high value on good medical expense 
plans. An employer having an inferior program 
or perhaps none at all is at a disadvantage in 
recruiting and retaining qualified employees.

2. The favorable tax treatment on employer 
contributions for medical expense plans. These 
payments are a tax-deductible business expense
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for the company and are not considered taxable 
income to employees.

3. The success of labor unions in nego
tiating for comprehensive medical care programs 
for the employees they represent. Many employers 
provide the same benefits for their nonunion 
employees which they have agreed to provide, as
a result of collective bargaining, for their 
union employees.

4. The possibility of a compulsory medical 
care program being provided by the Federal 
Government unless voluntary, private programs 
are created to meet existing needs.

5. The availability of a needed product 
at reasonable prices.1
Benefit plan managers are all faced with the common 

problem of how to best provide broad comprehensive medical 
insurance protection at a reasonable cost without encour
aging unnecessary utilization. Most industrial plans 
have expanded coverage which goes beyond the payment of 
hospital and physicians’ charges to include such things 
as artificial limbs and eyes, drugs and medicines, and 
home nursing care. Also, most plans have either no upper 
limit on total benefits payable or a very high limit. 
However, the various plans do differ in their efforts to 
control unnecessary utilization in order to keep premium 
costs reasonable. The two most common forms are (1) basic 
coverage plus superimposed major medical and (2) a single 
comprehensive medical plan. While both types have
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advantages and disadvantages, one or the other can 
usually be determined to offer greater value in a given 
situation. Therefore, it is important that the benefit 
plan manager consider the advantages and disadvantages 
of each type in relationship to the corporate benefit 
plan objectives before selecting the plan to be used.

Basic Coverage Plus Major Medical 
The basic coverage plus major medical coverage 

attempts to control utilization and cost by incorporating 
a schedule of internal limits in the basic portion of 
the plan. These limits can apply to time periods, dollars, 
or types of services covered by the plan. For example, 
the plan might provide coverage for hospital room charges 
for up to 60 days. Or, it might provide a maximum of $35 
per day for hospital room costs. While these internal 
limits are an excellent cost control on the maximum amount 
of basic plan benefits payable, they make claim processing 
difficult, and this in turn results in higher administrative 
costs than under a comprehensive plan. Finally, internal 
limits may require frequent revision during a period of 
inflation. As medical costs continue to spiral, a great 
amount of management time must be spent on merely updating 
scheduled benefits.

While the basic plan normally covers expenses for 
hospitalization, surgery, and in-hospital doctor calls,



29

the superimposed major medical coverage may provide for the 
payment of charges not covered in the basic plan as well as 
supplementing the basic coverage when its internal limits 
are exceeded. After satisfaction of the deductible pro
vision, the major medical coverage will pay a given percentage 
on almost all of the remaining expenses. Thus, the major 
medical plan protects the individual against catastrophic 
losses.

Comprehensive Coverage
Ihe comprehensive plan is quite similar to the major 

medical coverage described above. After satisfaction of 
the deductible provision, the plan pays a given percentage 
of covered charges. The comprehensive plan, however, does 
not normally use a schedule of internal limits. In contrast 
to the basic-major medical plan, this method uses a higher 
first dollar deductible amount after which all charges are 
coinsured. Consequently, a comprehensive plan eliminates 
reimbursement of small claims, usually those of less than 
$50, which may be paid under a basic plan. This exclusion 
can result in a substantial savings in administrative costs.

Reimbursement of claims at a fixed percentage (usually 
about 80 per cent) provides an automatic plan adjustment 
when medical costs rise. Consequently, management does not 
have any internal limits to periodically review which can 
result in a cost savings. However, this provision does have
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a disadvantage in that management loses control of its 
timing of benefit plan increases since reimbursement is 
based on "reasonable and customary" charges. Also, in 
plans requiring an employee contribution, it is difficult 
for employees to understand why premiums are increased 
without a corresponding increase in the percentage of 
reimbursement. An effective communication program can 
solve this problem by reminding employees that the constant 
percentage is applied to rising costs of the service.
With this exception, employees generally understand a 
comprehensive plan more readily than the basic plan plus 
major medical. In the latter case, employees are often 
confused by the internal limits involved. Understanding 
the plan is quite important since most employees have 
little appreciation for something they do not understand.

For a company with operations in many geographic 
locations, the comprehensive plan affords more equitable 
treatment among employees than a basic plan using one 
schedule of internal limits. Medical costs differ sig- 
nificantly between cities and also between urban and 
rural areas. By reimbursing employees on the basis of 
a percentage of "reasonable and customary" charges in their 
respective locations, each employee receives the same level 
of protection. This may not be true when scheduled benefits 
are used. Often, the maximum benefit may be too low for 
urban areas and too high for rural areas. Any attempt to
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solve this problem by charging different premiums by area 
would result in a tremendous administrative workload.

The comprehensive plan and the basic coverage plus 
major medical plan represent the two extremes on a con
tinuum. Many plans use features of each of these two.
As Medicare continues to have the effect of establishing 
a minimum level of protection for present employees, it 
is possible that the majority of new plans will be of the 
comprehensive type. In conclusion, it is important to 
note that both forms have advantages and disadvantages.
The employee benefit plan manager should only select a 
plan for his company after a thorough analysis of corporate 
objectives and the various alternatives possible.



CHAPTER 5

THE LIFE INSURANCE PLAN

Group insurance originated in its modern form in the 
United States when the Equitable Life Assurance Society of 
New York issued a life insurance policy to the Pantasote 
Leather Company of Passaic, New Jersey in 1911. Having 
overcome its own initial skepticism, the insurance industry 
has stressed the writing of group life so that it now 
amounts to about 30 per cent of the total life insurance in 
force in the United States.^ More employees are covered
by some form of death benefit protection than by any other

2employee benefit plan.
Group life insurance plans normally provide "term" 

insurance coverage. Thus, the premium collected for the 
entire group of employees buys only current protection and 
does not provide any permanent insurance as is the case in 
many individual policies. An employer, in establishing a 
life insurance plan, is primarily concerned with providing

*David W. Gregg (ed.), Life and Health Insurance Handbook 
(Homewood, Illinois: Richard D. Irwin, Inc., 1959), p. 246.

2Arthur J . Deric (ed.), The Total Approach to Employee 
Benefits (New York: American Management Association. Inc.. 
M f ) ,  p. 18.
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protection only during the period of employment. As a 
result, the least expensive type of protection, term 
insurance, is used. Therefore, it is important that 
employees consider the group life insurance plan as a 
supplement to their own personal policies, rather than 
as their total life insurance package. Historically, an 
employee's group life insurance was sufficient only to 
pay last illness expenses and provide a decent burial. 
Today, the life insurance benefit will normally provide 
some measure of income replacement. However, the typical 
plan only provides a benefit equal to one to two years' 
salary which may not be adequate to cover the family's 
period of adjustment. This is another reason why it is 
often recommended that the group insurance constitute only 
a part of the individual's insurance program.

The life insurance plan is based on a contract between 
the employer and the insurance company. It is a continuing 
contract which may outlive any of the lives insured under 
it. Since it does cover a group of employees, the contract 
contains various administrative provisions which indicate 
who is eligible for the insurance, how and when they may 
become insured, and how and when an employee's insurance 
will terminate. If dependents are included under the life 
insurance plan, their coverage will also be outlined in the 
contract. Since the employer will normally hold the group
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contract, employees are provided individual certificates 
which evidence their coverage and briefly explain the more 
significant plan provisions.

Any sound insurance plan must recognize those indi
viduals who have a better-than-average chance of collecting 
from the plan. This can be accomplished through the use 
of an effective selection process. Another method of pro
viding equitable treatment for all persons insured is to 
charge higher premiums for those individuals of more 
advanced years or for those in poor health. In group life 
insurance plans, the former method is primarily used. In 
order to avoid undue risk, all, or a very high percentage, 
of those employees who are eligible for the plan must be 
covered. To assure a high participation level, many companies 
pay the entire cost of the plan and give coverage to all of 
the employees. If this is done, the firm may also give the 
employees, as individuals, the option of purchasing addi
tional amounts of insurance equal to that provided by the 
company.

Evidence of insurability (good health) is seldom 
required in order to be eligible for the group life insurance 
plan. This is possible since the individuals covered by the 
plan constitute a limited group and their common relationship 
(such as employment by the same company) is usually sub
stantially more important than the health condition of any
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given member. In most instances, the health of this group 
will typically be at least as good as if it had been chosen 
by a random selection from the general public. 3 Also, most 
companies require a pre-employment physical examination 
which is designed to reveal potential employees who, due to 
poor health, would represent a high risk. Since the 
employment duties of the group are known, the insurance 
company can predict, with reasonable accuracy, the mortality 
rate which will apply in the long-run to these individuals.

The premium rate for group life insurance is normally 
lower than for individual policies since the costs of sales 
and administration of such a program are a smaller percentage 
of the premium dollar than is the case with individual 
policies. Most of the difference in selling costs results 
from the smaller percentage of commission paid under the 
group plan. 4 The net cost to the company of group term life 
insurance is the difference between gross premiums paid by 
the policyholder and the dividends or premium refunds 
returned by the insurance company. After considering any 
provision for incurred claims, the remainder of the net 
premiums paid is available to the insurance company for 
setting up contingency reserves, paying expenses, and making 
a profit.5

3Gregg, oj). cit. , p. 256.
^lb id.

5 Ibid. , p . 262 .
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As in the case of all benefit plans, the plan manager 
should consider death benefits from the standpoint of 
employee need. For example, most life insurance plans 
provide that the amount of benefit will be doubled in the 
event of accidental death. With respect to the needs of 
the beneficiary, however, it makes little difference whether 
the employee dies in bed or in an accident. In either case, 
the need will usually be the same. Also, since many plans 
relate benefits to salary levels, the employee will normally 
have the most insurance at a relatively older age although 
his need is greater earlier during the time he is raising 
his family. In the case of individual policies, the 
insurance industry has recognized the problem and has attempted 
to solve it through the use of decreasing term insurance where 
the largest amount of coverage is provided during the period 
of greatest need. Benefit plan managers should also take 
similar action when such problems exist.



CHAPTER 6

THE DISABILITY INCOME PROTECTION PLAN

The group life insurance plan discussed in the preceding 
chapter was designed to help provide financial security for 
the family through the payment of benefits in the event of an 
employee's death. The plan is obviously logical since the 
individual's family would be deprived of his earning power. 
However, there is a unique type of "economic death" which 
is often not considered along with the other hazards to finan
cial security. Many employee benefit programs do not adequately 
recognize the need caused by a major physical disability so 
that the employee is unable to work due to sickness or injury. 
The individual is still alive, he is still an employee, but 
his earning power and his value to the company have been 
greatly reduced or eliminated. Consequently, disability 
poses serious problems for both the firm and the disabled 
employee. The employer has the problem of determining how 
long he can afford to continue paying a salary to a non
productive employee. He may want to keep the disabled person 
on his payroll indefinitely, but, realistically, he may be 
unable to pay two salaries in place of one, assuming that the 
disabled individual will have to be replaced. On the other
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hand, the employer cannot really afford to discontinue pay
ments to the disabled employee. Such action would probably 
have a strong negative impact on the morale of the other 
employees in the firm. In either case, the solution to the 
problem may not be a simple one. Again, corporate objectives 
and philosophy must play an important role in determining 
what action is to be taken. If the company has anticipated 
such problems and has already implemented an effective disa
bility plan, the benefit plan manager is in a much better 
position to make equitable decisions.

The fact that workmen's compensation and social security 
may also provide benefits makes the design of a disability 
plan, and particularly the selection of a benefit formula, 
a difficult process. If all possibilities are not considered 
in the design of the plan, the result will be either gaps in 
the coverage or unnecessary duplication of benefits. If the 
amount of benefits provided for certain claims, such as an 
occupational injury or illness, is much greater than the 
benefits for other "non-occupational" disabilities, then 
disabled employees may attempt to find some reason for claiming 
the larger benefit. This was shown in the large number of 
disability claims filed during the depression years of the 
1930' s.l Thus, a good formula for determining benefits is 
very important in helping prevent plan abuse.

^Arthur J . Deric (ed.), The Total Approach to Employee 
Benefits (New York: American Management Association. Tnr. 
TW7T, p. 87.
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Short-Term Disability
The disability income protection plan is often composed 

of two parts. The first portion of the plan is usually 
designed to cover short-term disabilities lasting six months 
or less. While the selection of six months as the dividing 
point between short- and long-term disabilities is largely 
arbitrary, it is often used since it corresponds to the six- 
month waiting period for disability benefits under the pro
visions of the Federal Social Security Act.

Short-term benefits are frequently provided through 
salary continuation. Rarely has short-term disability been 
an insured item. Since many employees will probably miss 
only one or two days’ work at a time, it would be uneconomi
cal for an insurance company to process a potentially large 
number of claims of a minor nature. Further, to remove an 
individual from the payroll for a few days, then return him 
to it following a short absence would be costly from an 
administrative standpoint.

Assuming that the company will self-insure short-term 
disabilities, there are a number of alternative means of 
providing salary continuation, but a plan should only be 
selected after reviewing the corporate objectives in this 
regard. Under a formal salary continuation plan, the salary 
involved is continued for a period of time established by 
the application of a formula. For example, full pay can be



40

continued for a period related to the length of service of 
the individual. After this initial period, benefits can be 
reduced to half pay until the employee returns to work or 
is eligible for long-term disability benefits. Determining 
full pay benefits by the length of service of the employee 
is generally accepted as being equitable by all parties 
involved. For example, an employee with five years' service 
would be eligible for two months' full pay and four months' 
half pay while an individual with twenty years' service 
would qualify for full pay for six months. A formal plan 
of this type offers the advantage of providing identical 
benefits for all employees in the same service classification. 
All employees know in advance the amount of benefits which 
they would receive if disabled. To avoid abuse of the pro
visions of such a program, a periodic doctor's report on all 
disabled individuals should be required.

Another alternative is the informal plan under which 
"line" managers are given the authority and discretion to 
determine short-term disability benefits for individuals 
under their direction. The very nature of this alternative, 
however, may result in some inequities among individual 
claimants. For example, to assure the equitable treatment 
of all employees under this approach requires that all 
managers be equally objective. Otherwise, two different 
employees with similar health problems might receive somewhat
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different benefits from the same manager. Also, employees 
at different geographic locations or individuals under 
different managers might also receive unrelated benefits 
for the same type of claim. This method forces managers 
into making individual decisions on each case, and, conse
quently, effective control is difficult to achieve. Today, 
more companies are adopting a formal plan for providing 
salary continuation benefits in the case of short-term 
disabilities.̂

Long-Term Disability
A long-term disability plan, the second type of disa

bility income protection, normally commences after an 
employee has been disabled for six months. Payments under 
this provision, however, terminate when the individual 
reaches retirement age. A typical long-term disability 
plan provides benefits ranging from 50 to 70 per cent of 
the employee's salary. To avoid overinsurance, the benefits 
payable under this plan are usually reduced by an amount 
equal to the social security disability benefits which are 
payable to the individual.^

Generally, companies have used insurance to cover this 
risk, and such insurance results in a number of advantages

^Ibid. , p . 90.
3Ibid., p . 92.
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for the firm. First, the employer is removed from the role 
of decision maker with respect to claims since the insurance 
company makes its own individual determinations based on the 
definition of disability as stated in the contract. Thus, 
any employees who are determined not to be disabled will 
direct their criticism toward the insurance company rather 
than at the employer. Second, employees feel that their 
benefit programs are more permanent if insured by an outside 
agency rather than "self-insured" by the company. Since 
their benefits may be payable for a long period of time, 
disabled individuals feel that they have a greater degree 
of protection in the event their employer decides to cancel 
the contract; merge with another company; or go bankrupt.
By virtue of the contractual agreement, the insurance company 
will continue paying benefits to the claimants even though 
the employer may go out of business.

In designing the long-term disability program, the 
manager shoud give special attention to defining what con
stitutes disability since this is probably the most important 
single feature of the total plan. If a good, workable defi
nition is not established initially, serious administrative 
problems can result. The author feels that a good basic 
definition might be as follows:

For the first two years of disability, 
the employee is unable to perform each 
and every task of his own occupation 
and thereafter, is unable to perform 
any reasonable occupation for which he
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is qualified by virtue of education, 
training, or experience.

What constitutes a "reasonable" occupation is obviously open 
for interpretation. However, a good insurance company will 
not expect an employee to take a job which is significantly 
beneath his former position or dignity. Furthermore, 
insurance carriers are usually very willing to develop an 
individual rehabilitation program for a disabled employee.

The plan manager should also consider funding the 
retirement benefits for a disabled employee since most 
insurance companies do not continue disability payments 
past the age of 65. If retirement benefits are not funded 
during the period of disability, the employee may end up in 
serious financial difficulty when he reaches retirement age, 
and, as far as the company is concerned, this funding pro
vision is not expensive. Since many disabled employees die 
prior to retirement age, part of the company's funding 
dollars for this group will be returned to it. Those dis
abled employees reaching retirement age will find their 
financial future much improved as a result of this provision

In conclusion, the benefit manager should consider care 
fully all future implications before installing or modifying 
a disability income protection plan. To be effective, a 
proper balance between salary continuation, long-term disa
bility payments, and social security benefits must be 
achieved, and, as a result, this represents one of the more 
complicated benefit plans.



CHAPTER 7

THE RETIREMENT INCOME PLAN

History and Growth of Retirement Plans 
A final threat to an employee's financial security is 

old age. The probable reduction in an individual's earning 
power in later years can be anticipated through one or more 
of the following means: personal savings, private pensions, 
and government-sponsored programs. The dramatic growth of 
private pension plans since the 1940' s has focused con
siderable attention on this form of income protection.

Industrial pension plans in the United States date back 
to the establishment of the American Express Company plan in 
1875. The second formal plan was implemented by the 
Baltimore and Ohio Railroad Company in 1880. During the 
next half century, about 400 plans were established. These 
early retirement plans were usually found in the railroad, 
banking, and public utility industries. The development of 
retirement plans in manufacturing was somewhat slower due 
to the fact that most of these companies were relatively 
young and were not confronted with the "old age" employee 
problems of the railroads and public utilities. While 
private pension plans date back to the late 1800's, the most
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significant growth has come since 1940. Presently, it is 
estimated that about 30 million employees are covered by 
plans totalling about $90 billion in assets. 1

One reason for the growth of retirement plans during 
World War II and the Korean War was the fact that the 
federal tax rates imposed on corporate profits were extremely 
high during those periods. A company's contributions to a 
qualified retirement plan, however, were considered deducti
ble expense items for federal income tax purposes. Thus, 
a part of the plan's liabilities could be funded with tax 
dollars and at relatively little cost to the firm. Further
more, employer contributions to a pension plan are not 
considered taxable income to the employee until he receives 
them in the form of retirement benefits. Usually the 
employee will be in a lower tax bracket at that time. 2

Retirement Plan Provisions
Regardless of whether the retirement plan is funded 

with an insurance company or with a trustee, there are 
certain provisions which the benefit manager should con
sider.

Eligibility requirements.--The eligibility requirements 
are those conditions which an employee must meet in order to

^Joseph J . Melone and Everett T. Allen, Pension Planning 
(Homewood, Illinois: Richard D. Irwin, Inc. , 1966) , p~! 1 ~.

 ̂Ibid., p . 9.
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participate in the plan. The manager should consider the 
corporate objectives, the composition of his labor force, 
and the retirement plans of other companies in his industry 
when setting up these provisions. In order to participate, 
typically an employee must be at least 35 years of age and 
have five years' service with the company. Care should be 
exercised to avoid setting requirements that are too 
restrictive since some of the psychological advantages of 
the plan will be lost if too many employees find that they 
are not eligible to participate.

Vesting.- - The vesting provision of the plan states 
that an employee with a specified number of years under 
the program has a right to retirement benefits in propor
tion to his length of service even if he leaves the 
company.  ̂ Recently, labor unions have been demanding 
liberalization of vesting provisions due, in part, to the 
increased mobility of the labor force. Under a non
contributory plan, when an individual who has participated 
in the retirement plan leaves the firm without being 
vested, he forfeits his claims. In the event he has made 
contributions to the plan, however, his investment plus 
interest is returned to him. Today, many labor unions are 
demanding that full vesting be provided after five years' 
coverage under a plan. 3

3Francis M. Wistert, Fringe Benefits (New York: 
Reinhold Publishing Corporation, 1959) , p . 56.
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Retirement age.--Most pension plans now provide normal 
retirement at age 65 and many permit early retirement at 
age 55 with reduced benefits. Again, the plan manager 
should consider the nature of his work force as a major 
factor in determining the normal retirement age. Another 
point to consider is the existing labor market and the 
degree of difficulty involved in replacing retired employees 

Retirement benefit formulas and integration with Social 
Security.- - For most individuals, retirement income will be 
derived from both the company pension plan and federal 
social security benefits. Since the employer pays for a 
portion of the social security benefits, this should be 
recognized in the benefit formula. The plan manager has a 
number of alternatives available but usually selects a 
formula which recognizes both an employee's level of earning 
and length of service. The manager may choose a formula 
which provides a percentage of the employee's average salary 
which will be in addition to any social security benefits.
A higher percentage of salary can be used with the benefit 
being reduced by an amount equal to social security benefits 
A third alternative provides a specified amount of the 
employee's salary for each year of service. Obviously, the 
potential combinations are quite numerous. As a practical 
matter, each benefit manager must consider the costs of the 
alternatives and help decide what his company can afford.
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Funding the Retirement Plan
Many persons are interested in pension plan funding; 

the plan manager; the employee; the corporate legal 
counsel; the trustee, corporate or otherwise; the 
insurance company; the actuary and the accountant; and 
finally, the financial manager. All of these individuals 
have particular viewpoints which are important and although 
these are in general agreement, they will on occasion dis
agree .

The plan manager should assume a position as the 
central figure in this picture since, in the majority of 
cases, he is responsible for the costs involved. He must 
necessarily be concerned with the various viewpoints of 
all parties who will determine the success or failure of 
the program; the employees whose satisfaction is one of 
the prime objectives of the program, the attorney who 
draws the documents and safeguards the interests of the 
parties involved in the legal aspects of the plan, the 
financial manager who is responsible for the investment 
of the contributions, the actuary who guides the funding 
of the program, and the accountant who is concerned with 
the cost accounting and tax aspects of the contributions.

In the following discussion of pension plan funding, 
all of the above individuals will be kept in mind. However, 
this section will place primary emphasis on the benefit plan 
manager, the employee, and the financial manager.
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The subject of retirement plan funding will be reviewed 
by examining each of the following points:

1. The concept of the retirement plan 
obligation.

2. The employee's viewpoint.
3. Contribution flexibility and stock

holder treatment.
4. Conventional group annuity benefits 

and funding.
5. Variable annuity benefits.

Primary emphasis will be given to the variable annuity 
aspect of today's pension plans, but first the preceding 
four items in the above list must be discussed before con
sidering the variable annuity as a possible answer to the 
problem of funding benefits during periods of inflation.

The concept of the retirement plan obligation.--The 
benefit manager, when considering a retirement plan, should 
carefully investigate the legal responsibilities imposed by 
such a plan. These obligations are not as stringent as one 
might first assume. For example, the legal responsibility 
of an employer under a funded pension plan is limited to 
those amounts already on deposit for this purpose. This 
offers no great deterrent to the implementation of a retire
ment plan.

At the same time, the adoption of a retirement program 
establishes a precedent regardless of whether it is an 
informal pay-as-you-go arrangement or requires formal
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funding in advance of retirement. If the plan is of the 
latter type, consideration must be given to the Internal 
Revenue Service Regulations with respect to both the 
terms of coverage and the range of contributions, in order 
to secure the favorable tax deductions resulting from the 
employer's contributions.

While establishing a plan does not impose any legal 
responsibility on the company, it does set a significant 
precedent which should be examined in some detail. Once 
employees have been informed of a company pension plan, 
through announcement letters and other descriptive 
material made available to them in compliance with Internal 
Revenue Service requirements, it would be most difficult 
to abandon the plan and the contributions required to 
support it. In terms of employee relations, it would be 
extremely damaging to morale to make such a move. This 
does not preclude, however, a large degree of flexibility 
in the size of the contributions a firm may make to the 
program from year to year. While this flexibility will 
be discussed later, the point made here is that considerable 
long-range planning is an important prerequisite to the 
implementation of a pension plan. As a practical matter, 
all of the plan costs must be met since the company has 
assumed the same sort of moral obligation associated with 
any precedent upon which employees have placed their reliance.
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Only by the company's assumption of this moral obligation 
can a benefit be derived in terms of good employee relations. 
At the same time, the firm can realize the advantage of more 
efficient operations by providing for the systematic retire
ment of superannuated employees.

The employer is also confronted with the practical 
problem of determining the type of benefits which will do 
the most effective job both from a financial point of view 
as well as a personnel standpoint. It can be concluded 
that for a retirement plan to be effective, benefits must 
be adequate in relation to the cost of living and compen
sation levels at the time of retirement. Therefore, the 
future costs involved in an effective plan are subject to 
such unknown variables as economic growth, inflation, and 
compensation levels. As a result, the firm's liability can
not be precisely fixed, in terms of dollars, when a retirement 
plan is first adopted.

The employee's viewpoint. One of the major factors 
which should be considered at the outset is the employee's 
interest or concern with pension plan funding.

In view of his need for financial security, the 
employee's primary concern in the funding of the pension 
plan probably lies in his having "reasonable assurance" 
that his expectations will be fulfilled. The term "reason
able assurance" is used rather than a flat guarantee since
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the degree of certainty must, of necessity, bear some 
relationship to the future success of the business itself. 
This does not infer that the employee is not entitled to 
a vesting of his "earned" and "accrued" benefits. Rather, 
it is to state that the enterprise must prosper in order 
for the individual to prosper. Also, the company must 
be permitted to invest the plan funds to the greatest 
advantage. This brings up the issue of how and where the 
company should invest the plan funds under a continuing 
pension program. Undoubtedly, those types of investments 
which offer low risk will provide some employees with a 
greater peace of mind and, hence, are very attractive to 
them. Other employees will view this type of investment 
in a different light since their interest centers more on 
the level of return on investments. The latter group recog
nizes that investments exclusively in bonds or other 
fixed - income securities are not very conservative and not 
very productive except in a long-term static or deflationary 
economy. It is hoped that this more sophisticated view will 
prevail since it recognizes the loss of purchasing power in 
today's economy of funds invested exclusively in fixed- 
income securities. This point of view must be accepted by 
the majority of the employees if they in turn are to accept 
the concept of a variable annuity. The question of employee 
attitudes is previously one of education, and a progressive
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attitude may be achieved in most cases by means of an 
effective communications program.

In this connection, employees should come to under
stand that the most important single factor in the success 
of a retirement plan is a strong and profitable firm which 
will be able to make its required financial contributions 
over a long period of years. Furthermore, they, the 
employees, should recognize the significance of their own 
efforts and their contributions to the levels of profita
bility of the company. Employers should also appreciate 
the fact that superior investment results will accrue to 
the benefit of both the company, through reduced pension 
plan costs, and to the employees in the form of improved 
benefit programs. Thus, the employer's and employee's 
desires and objectives are basically compatible, and there 
should be general agreement on matters of retirement plan 
funding.

Contribution flexibility.--Based on certain assump
tions, such as the number of employees who will remain 
with the company, the number who will retire and their 
length of service, the expected benefits based on the 
plan formula, and the rate of interest to be earned on 
invested funds, the actuary determines an appropriate 
level of contribution to the plan. With the exception 
of certain special forms of insured funding, however,
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there is generally no single inflexible amount which must 
be paid each and every year in order to meet the firm's 
fund liabilities. Instead, it is possible to select one 
of a number of alternatives available for budgeting such 
costs, and, hence, the firm's contributions may vary widely 
from year to year, at the employer's discretion. The 
company is, of course, very much interested in having such 
flexibility of action in order to accommodate other finan
cial requirements of the business which will vary from 
time to time.

One of the challenges for benefit plan managers con
sists of finding new avenues of more efficient administra
tion and more effective investment practices. Flexible 
funding, however, does place new responsibilities on the 
benefit manager and his actuary, and together they must 
estimate and compare the probable cash outflow in future 
years under different funding principles and under different 
actuarial assumptions. It is the actuary's duty to guide 
both the benefit plan manager and the financial manager 
and to keep them informed on these matters so that a 
realistic funding program will be carried out. In the 
dynamic setting of today's business, the benefit plan 
manager must be aware of what future costs may be under 
a variety of contingencies. At the same time, he must 
remain conversant, through his various advisors, with new 
funding vehicles and new types of investment.
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Conventional group annuity benefits and funding.- - 
The traditional method of funding retirement plan benefits 
is a simple group annuity or "money purchase" plan which 
centers around the idea or concept that each employee has 
his own account within the total group account. In other 
words, each individual has a determined or specific amount 
of retirement benefit purchased for him and credited to 
his account at any given point in time. This figure is 
calculated by applying the retirement plan benefit formula. 
For example, the formula may state that an employee's 
retirement benefit is equal to a certain percentage of 
his average annual salary. Once this benefit figure is 
determined, the company must contribute a specific sum of 
money each year and purchase that amount of benefit which 
will be payable during the individual's retirement. Thus, 
the annual contribution is actually used to purchase a 
specific and determinable portion of the total benefit 
to be funded for the employee's retirement.

After the specific amount of benefit is "purchased" 
for each employee, that amount is then guaranteed by the 
insurer or trustee. As a result of having guaranteed a 
specific benefit, management's investment opportunities 
have been greatly reduced. Rather than to accept the risks 
inherent in investments in common stock, the funds are 
usually invested in fixed debt obligations such as municipal
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or corporate bonds. As a result, the risk for the insurer 
has decreased, the employee is guaranteed his benefit, and 
the growth opportunities for the funds invested have 
diminished since the safety of the principal sums has become 
the primary consideration.

As a result of the guaranteed nature of this funding 
method, investment growth is lost during periods of infla
tion, and security is provided during deflationary periods. 
This funding method is still used extensively by some 
retirement plan managers. The employer wants to be able 
to guarantee a certain benefit to his employees and this 
seems to be the best way to accomplish that goal. At the 
same time, such conservatism is quite costly in periods of 
inflation.

Variable annuity benefits.- -11 was stated in the pre
ceding section that the guaranteed conventional group 
annuity results in a benefit which probably fails to protect 
its own value during periods of inflation. Protecting 
pensions from erosion by inflation is not a new problem.
In Europe, where inflation has appeared more often and at 
greater length, individual annuity contracts and retire
ment plans providing for annuities in varying amounts were 
introduced well before 1930. Among the early attempts in 
the United States to alleviate the effects of inflation 
on pensions were such devices as the upward revision of
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accrued benefits under "career average" pension plans as 
well as the use of plans based on the employee's final com
pensation. While these devices protected against inflation 
occurring prior to retirement, they offered little or no 
protection against post-retirement inflation.

The first major attempt in the United States to provide 
protection against inflation occurring after retirement was 
made by the Teachers Insurance and Annuity Association. In 
1952, they set up a variable annuity retirement plan called 
the College Retirement Equity Fund (CREF). Since that time, 
many organizations have installed or changed to variable 
annuity retirement plans.^

Under the variable annuity arrangement, retired indi
viduals receive one part of their benefit in the form of a 
fixed income determined in advance and payable for life, and 
they receive the other part of their benefit in the form of 
a variable annuity. This variable annuity usually consti
tutes from 25 to 50 per cent of the individual's total bene
fit. Under this arrangement, the contributions allocated to 
the variable portion are not invested in fixed obligations 
(as in the conventional group annuity) but are invested 
primarily in common stocks of well known corporations.
During periods of inflation, the common stock investment
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provides a hedge against loss of purchasing power and 
benefit value, and the portion of the contributions allo
cated to fixed investments provides needed security during 
periods of deflation. Consequently, the individual now has 
both purchasing power protection and financial security. 
Under this plan, a retired employee does not have a pre
determined, fixed dollar benefit for life but, rather, owns 
a certain number of annuity units which will fluctuate in 
terms of dollar value with the changes in the general level 
of the economy. As an example, consider the pension plan 
of the Kewanee Oil Company which was implemented in 1957.
An employee who retired at that time on benefits of $200 a 
month ( $ 1 0 0 from a fixed annuity and $ 1 0 0 from a variable 
annuity) would today receive a benefit of approximately 
$280 per month. This increased benefit is the result of 
the appreciation in value of the common stock investment 
under that program. 5 This example is not at all unusual; 
many more could be cited which are equally impressive.

One might logically raise the question of why more 
employers have not adopted the variable annuity benefit. 
Basically, there are two main reasons. The first is simply 
the fact that most companies already have insured pension 
plans. This means that contributions are paid to an

'’William C. Greenough, "CREF and the Variable Annuity's 
First Fifteen Years," Pension and Welfare News. (August. 
1967) , p. 17-20. ------------------------
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insurance company which "guarantees" the benefits. The 
insurance carriers are regulated by the various state 
insurance commissions and, until recently, such commissions 
generally would not allow an insurance company to invest 
"guaranteed money" in common stocks. Today, many of these 
commissions are changing their regulations and are allowing 
the variable annuity to be used. Perhaps the most conserva
tive of all, the New York State Insurance Commission, made 
this change in 1966. Such changes in regulations definitely 
help create a more favorable climate for the use of variable 
annuities.

The second reason needs little elaboration. Many 
firms have conservative corporate objectives which do not 
allow retirement plan investment in common stock. The 
main objective of this type of company is to protect the 
individual's retirement benefit during deflationary periods. 
Actually, this philosophy may be hurting the retiree more 
than it is helping to protect him. With the passage of 
time, management attitudes may become more progressive and 
this second hurdle to variable annuity funding will be 
overcome.

Proposed Federal Regulation and Portable Pensions
Important federal legislation is presently being con

sidered which would have a substantial impact on the vesting
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requirements of many retirement plans. This legislation, 
if passed, would provide a major step toward the use of 
portable pensions. The benefit manager should consider 
the advantages and disadvantages of such legislation as 
well as the implications of the portable pension itself.

That segment of the labor force which is the most 
concerned with portable pensions is the group of employees 
between the ages of 35 and 50. The mobility of these indi
viduals is restricted in part due to the present vesting 
requirements of most retirement plans. And yet, it is this 
same group where a great degree of mobility might be 
expected.

Before discussing the technical aspects of portable 
pensions, it would be well to examine the question of 
labor mobility and how it relates to social responsibility. 
Is it really a matter of social responsibility to restrict 
or to enhance mobility of employees between the ages of 
35 and 50?

It is obvious that the installation of a good pension 
plan by a company is in itself a socially responsible act 
in the sense that the plan considers the financial needs 
of individuals after they have reached retirement age and 
left the firm. This financial need is one which probably 
would not otherwise be met since it is reasonable to assume 
that if employees were paid additional compensation in lieu
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of having a retirement plan, many would spend the money 
rather than save it for retirement. Thus, the author 
feels that a firm which offers a pension plan is acting 
in a socially responsible manner.

However, after a company has spent a considerable sum 
of money in training an employee, quite logically it does 
not want to lose its investment. Hence, there has been 
great reluctance on the part of industry to enhance an 
individual's mobility in the labor market by liberalizing 
the vesting requirements. As social justification for 
this attitude, the company might take the position that 
because they are retaining trained personnel, they, in 
turn, can offer a better quality product at a lower price 
which results in a benefit to society. However, in making 
such a statement, the question of the optimum utilization 
of labor with respect to our total society's needs is 
being ignored.

Continuing shifts in the occupational, industrial, 
and geographic needs for manpower occur in a dynamic, 
growing economy. To the extent that private pensions 
tend to induce workers to remain with a particular 
employer, they also reduce labor mobility. At the same 
time, the law of supply and demand is still in operation.
If the manpower need is great enough in a given instance, 
a company will offer an employee enough additional compensation
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to make the job change profitable. However, this is not 
always the case. Consider the individual who performs a 
job for which there is a lesser demand, and the salary 
differential offered will not offset the loss of his retire
ment benefits. Although this employee would like to make 
the change, he simply cannot afford to lose his benefits.
In this case, is the restrictive vesting requirement of 
the pension plan socially responsible in terms of the total 
society as well as the individual? According to Whyte^ 
and Argyris, * 7 the individual should be free to seek self- 
actualization and the opportunity to be creative. This 
author feels that if such freedom is denied or inhibited 
by virtue of a retirement plan's vesting provisions, then 
that portion of the plan has not met the requirements of 
social responsibility.

On one side, there is the employer who feels he is 
acting in a socially responsible manner by offering a 
pension plan for his employees. On the other side, there 
is the employee who would like to change jobs, perhaps for 
a better position, but who cannot afford to do so as he 
would lose his accrued retirement benefits. Who is right, 
the employer or the employee? It must be recognized that

^William H. Whyte, Jr., The Organization Man (New York 
Simon and Schuster, Inc., 1956) , p . T.

7Chris Argyris, Personality and Organization: The 
Conflict Between the System and the Individual (New York: 
Harper and Row, Publishers, Inc., 1957), p.  175.
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both sides have good arguments. However, if one believes 
that a retirement benefit is being earned by every day of 
work and is not a gift or reward for long service, then 
why not provide the employee with what he has earned by 
liberalizing vesting requirements ?

By way of answer to this question, there are basically 
two reasons why employers resist liberalizing vesting 
requirements. The first is the employer's desire to retain 
good employees, which matter has already been discussed.
The second reason is simply a matter of costs. When actu
aries estimate the cost of vesting a retirement program, a 
number of factors are taken into consideration including 
the anticipated rate of employee turnover. In a plan with 
liberal vesting provisions, any increase in the employee 
turnover rate will increase the relative cost of vesting 
since the departing employees carry their benefits with 
them and their replacements must also now be placed under 
the program. If the increase in employment turnover is 
substantial, the resulting increase in the cost of vesting 
can be phenomenal. Conversely where vesting requirements 
are quite restrictive, as the rate of employee turnover 
increases, the absolute cost of the pension plan will 
decrease since departing employees leave their rights 
behind them. From these statements, it should be clear 
that if a plan offers immediate vesting, the increase in
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plan costs would be even more outstanding. Fortunately, 
proponents of portable pensions usually do not propose 
vesting until the employee has completed at least five 
years' service. At the present time, this approach is 
much more realistic than is immediate vesting. However, 
even under the five-year service limitation, substantial 
liberalization in the vesting requirements of most 
pension plans would still be required, and costs would 
would still be greatly increased. The more restrictive 
the present vesting requirements may be, the more costly 
it will be to liberalize them. Considering the costs of 
retirement plans today, such an increase would be very 
sizable at the present time. Thus, it is not too diffi
cult to understand why, because of this cost factor, 
companies are not in favor of liberalizing vesting and 
providing portable pensions.

In conclusion, the socially responsible benefit plan 
manager should consider the legislation being proposed 
and review his retirement plan's vesting provision in 
order to determine what action he should take now or may 
have to take in the future.



CHAPTER 8

SUMMARY AND CONCLUSIONS

In this paper, the employee benefit plan program has 
been examined from two major viewpoints. First, the 
necessity of designing the benefit plan program within 
the framework of corporate objectives was discussed.
Second, it was noted that benefit plans must be designed 
which meet employee needs, such as financial security.
To have a competitive and effective program, both factors 
must be considered.

Next, the role of the benefit plan manager was pre
sented. It was shown that over the years, the plan 
manager's role has changed dramatically. While at one 
time his function was to act as a liaison man between 
management and an insurance company, this is no longer 
true. Today, the manager must be more of a generalist 
and have a much broader perspective in designing a program 
which meets both corporate and employee needs. He must 
carefully weigh the impact of labor union action. And, 
he must consider his decisions in light of social responsi
bility. In view of the present concern of the public and

65
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the proposed increase in federal regulation of retirement 
plans, particular emphasis was given to social responsibility 
in the preceding chapter where the question of portable 
pensions was investigated.

After reviewing the role of the benefit manager, the 
four benefit plans which help protect employees against 
the financial hazards of sickness, death, disability, and 
old age were each discussed in detail. In every case, a 
basic framework was presented together with possible 
alternatives. The discussion clearly indicated that there 
is no ideal plan which will meet the needs of all companies. 
Rather, each company and benefit manager must structure a 
program to the individual organization involved. Since the 
retirement plan can be and is quite complicated and is also 
receiving national attention at the present time, it was 
given special emphasis.

In conclusion, in order to solve the present problems 
and in order to preserve the voluntary nature of employee 
benefit plans, it is recommended that each benefit plan 
manager examine his firm's objectives, the needs of its 
employees, and the implications of social responsibility, 
and finally, he should review his total employee benefit 
program in light of the above factors and take voluntary 
action in implementing any changes which are indicated.
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