
capacity — if all parts of it are to be really
"alive" — I see no alternative to local control.

Areas of Free Choice

Involvement means nothing if one is involved
as a cog in a machine. Boredom and fatigue set
in quickly when people are without any area of
free choice.

Some students of industrial organization have
felt that morale under conditions of mass pro-
duction can never be healthy because the worker
makes only a small part of the whole product.
I am not sure that this is true. Admittedly, if a
man's job is to attach the heel onto the shoe,
that and nothing else day in and day out, he
could get more satisfaction out of making the
whole shoe as his medieval (and somewhat ro-
manticized) counterpart did. But assembly-line
morale can still be improved importantly by in-
troducing some area of choice or variety. It
need not be a large area when related to the total
work load. Perhaps the worker can select his
best work rhythm, or be trained to act as his own
inspector or to set up his own jigs, or be given
the responsibility for the inventory of parts and
supplies, or keep simple production statistics.

Consider the way a person turns to hobbies
for recreation. If he is crafting a piece of wood-
work, he follows the blueprints exactly, but alters
his pace and stops occasionally, on his own de-
cision, to measure and inspect. Much the same
kind of freedom can, I believe, be given to com-
pany employees. To illustrate:

There are three steps in wrapping a package of
self-service meat: weighing, printing the label, and
wrapping. Among different girls there will be
difPerent aptitudes; one task calls for visual acuity,
another for finger dexterity, and so on. Under
"scientific management" bosses would assign the
functions to separate individuals. Yet I have ob-
served that when the five or six girls in a wrapping
room are permitted to vary and rotate the tasks
among themselves by their own plan or lack of
plan, morale and production will improve.-

Leadership & the System
It is part of the argument here that the proper

concern of management is for loyalty to —
through involvement in — an operating system,
not to persons or emotionally grounded concepts.

Actually there are at least three possible levels
Df loyalty: ( i ) to the system; (2) to the leader

- See William Foote Whyte, "Human Relations Theory
— A Progress Report," page 126 this issue. — The Editors
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as chief exponent of the system; and (3) to the
leader as a person. The military life demon-
strates examples of loyalty directly to a system
rather than to a personal leader. As for illus-
trations of how a leader can represent the
system, and represent it in the most vivid way:

« A New York Times review of a recent study
of the conductor, Toscanini, ponders how this
tyrannical, temperamental, and altogether extraor-
dinary genius could hold the complete loyalty of
associates. How could these devoted people keep
their allegiance in the face of such vexations? The
answer is that the response Toscanini got was
earned because of his utter dedication to music and
to his system of interpretation. His associates were
also captives, in less degree, of this same dedication.

C Again, I remember a baseball team manager
who, on an emotional level, was cordially despised
by his players. Yet his complete fealt)' to the system,
which also received their loyalty, was such that his
players greatly respected his managership and
achieved an enviable record of success.

As for the purely personal variety of leader-
ship, while it is a valuable asset for a business,
it offers nothing permanent on which an organ-
ization can build. Just because it is complete-
ly personal, it is evanescent and perishable.
Furthermore, it cannot be learned and cannot
be taught. While it can deepen the loyalty of a
worker to the operating system, if he is already
involved in it, it is not essential.

Certain practices common in industry today
seem, quite unwittingly, to work against the de-
velopment of sound leadership. We often aim
wide of the mark when we seek to establish the
position of the leader. One popular error is to
subject the "head man" in a large company to a
general public relations build-up, even though he
might forever be only a name and a picture to
most employees. Is it because of him that em-
ployees are expected to give their best?

An equal error is to magnify the leadership
role of the foreman. Now, while a good foreman
may elicit some personal loyalty, his authority
and area are too clearly defined and restricted.
He is a "subject" of the system and does not
have the broad creative authority which would
enable him to stand for — in a sense "be" —
the system. To assume this responsibility a man
must be able to exercise a considerable amount
of discretion over the area under his control;
he must be a general officer, not a foreman.

Another leadership problem concerns the size
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of operating units. They must be large enough
to support a general officer and not so large
that they cease to he organic unities. In other
words, the writ of the leader must be able to
run through the entire organization. This may
or may not be a problem. There are no size diffi-
culties for the owner-managed shop of ioo
workers or for a ship at sea; in cases like this
the immediate geographical environment is the
proper unit. But what about the company with
500 or 1,000 or 10,000 scattered employees?

Significantly, larger firms which have prac-
ticed decentralization as a cardinal policy are the
ones usually credited with the best management
performance. This suggests that loyalty to the
system, just because it is to the system rather
than to a personal leader, may be less vulnerable
to the impersonalizing effects of distance and
separation — and that it is something that can
be developed through constructive management
practices.

The chain food industry affords an interesting
contrast that bears on this point:

The industry in New England has had no prob-
lem determining unit size; the store is obviously
the basic unit. But a peculiar leadership pattern has
evolved. There are two store managers, one re-
sponsible for the grocery and cashier departments,
and the other for the meat and produce depart-
ments. There is no general store officer. At the
same time, the control and authority of the visiting
supervisors is considerable. There is a significant
difference in rank, and customary practice requires
both store managers to address the supervisor as
"Mister."

By contrast, the food chains outside New Eng-
land have generally followed the great example of
Sears, Roebuck and Co. and J. C Penney, which
have made a considerable grant of authority to the
one resident store manager. He is supervised less
closely and considered more as an equal among
equals in the management ranks. It is possibly
significant that these other food chains have shown
a more spectacular growth than seen in New Eng-
land (Penn Fruit of Philadelphia and Food Fair
Stores are notable examples). It is certainly sig-
nificant that the New England chains are them-
selves slowly changing to the more sensible leader-
ship policy.

What can so easily be forgotten is that leaders
in local units, if they are to represent the system
rather than function on the basis of personal
loyalty, are all the more in need of clear au-
thority. That is why staff men, who are a neces-
sary corollary of decentralization, pose a threat;

they often have such scope and power that they
erode the position of the local manager.

Increasing complexity — cultural as well as
industrial — has made technical specialists in-
dispensable: personnel men, consultants, co-or-
dinators, expediters, and so forth. But maybe
we have carried our zeal for their potentialities
to excess and failed to develop the nonspecial-
ized "whole" type of man who makes the best
unit leader. The struggle for top management's
favor has been uneven. Staff people are closer
to headquarters, and usually their training gives
them an advantage over the line officer in
articulating and selling their programs. The
dangers are obvious.

A worker in the ranks looks to his leader to
make him part of the system, to adjust him to
the system and the system to him, even to the
extent of protecting him from the more drastic
consequences of his own temporary and occa-
siona] lapses. (The leader, in this sense, human-
izes the system rather than himself.) But if he
is to see that his workers are treated with justice
and sometimes with leniency, while not weaken-
ing the authority of his own lieutenants, the
leader must be secure and confident in his own
realm, free to act with creative flexibility.

Men & Productivity

American business has scored vast success
with the glamorous techniques of mass advertis-
ing. We have created and spread the wants and
desires that underpin our high standard of
living, but so dazzled are we with this success
that sometimes we erroneously apply these
glittering devices of surface manipulation to
employee management.

For example, we have taken the concept of
"brand loyalty" out of context. We have found
it easy to think that employee loyalty might be
generated by the same advertising techniques as
those used for cigarettes and soap, forgetting
that it can only be earned through effective
leadership.

Manipulation — Mumbo Jumbo
We attempt to strike deep into the heart of

a worker with the same mumbo jumbo which
works so splendidly to sell tooth paste. In all
this we have overlooked an important distinc-
tion. When it comes to tooth paste, the worker
does not really care; it is not a matter of moral
conviction. People go along with the masquer-



ade that says you should use a given brand be-
cause it will make you look like a certain movie
star. It is a harmless form of play acting. But
when it is a matter of a man's work, bearing on
so much of his rational nature and so much of
his daily life, then he must be treated like a man.
To illustrate:

e Supermarkets hire many teen-agers as "bundle
boys." In our organization we used to follow the
popular practice of handing them a little propa-
ganda piece, starting with the theme, "Little Leaks
Sink Big Ships," and going on to tell how an un-
necessary bag on the floor or a light left burning
might put a busy supermarket out of business. The
effect on the sophisticated adolescents was im-
pressively negligible. We have found it better to
attack waste simply because it is wrong — morally
wrong — not because of economic consequences.
We find that our young men appreciate the compli-
ment to their self-respect.

« A brochure currently supplied by one of our
largest trade associations seeks to motivate the
newly hired teen-ager by stressing how essential the
food business is, how many products come from
mysterious lands overseas, how many fortunes have
been made. This is supposed to inspire him to
place the eggs on the top of the sack rather than on
the bottom! Why isn't it both simpler and more
effective just to tell him to pack the eggs this way
so they don't get broken? Again, it is a compliment
to assume that he would not want to do something;
that might keep the people who pay for eggs from
being able to use them when they get them home.

It has become a special passion with some
firms to oversell the adventurous possibilities of
employment in their organization. Now, there
are — let us face it — many unglamorous and
unromantic jobs in any industry. But must they
be unashamedly veneered with a hypocritical
camouflage, or else be ignored completely and
relegated to the company Siberia?

How much better it would be to look for and
to offer only the intrinsic rewards of work it-
self, and to recognize that as long as the task
and the capacity are properly matched, satisfac-
tion wiJI arise spontaneously and will need no
music, no flowers, no magic ritual to invoke it
from on high. (As a matter of fact, this task of
matching work load and individual capacity is
00 important to be abdicated to the personnel
itaff; it is one of the prime responsibilities of
ine management.)

I do not underestimate the potency of ma-
lipulative techniques. They can operate on a
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shallow level and induce a kind of "role playing"
(shades of Bridey iMurphy) or the same kind of
play acting that secures a tooth paste manu-
facturer a major share of the market (shades of
chlorophyll, dark green and light green). They
can trespass into the emotional sphere, into the
dark mind of the passions, and deliver a nation
over to an Adolf Hitler. But these techniques
are not proper tools for the building of a lucid,
disciplined, intellectually loyal, and harmonious
business community.

When we assume — and many of our pro-
fessional personnel people do assume — that
people really do not want to work and somehow
must be motivated (which means manipulated)
by sugar-coated pills, we not only injure their
sense of integrity but do some of the very harm
we are trying to avoid. There is an instinctive
caution that makes people distrust techniques
of manipulation when these are brought to bear
on basic values. This distrust may carry over to
much else that management stands for.

High Standards of Performance
Once management has created the best pos-

sible environment with the tools of organization
and planning, and has done its best to involve
the worker and to provide leadership, there re-
mains the problem of productivity.

Some of us have wandered into the belief that
the happy worker is necessarily the most produc-
tive worker. This is only a half truth, as some
of the most important recent work done by in-
dustrial psychologists bears out. Worker happi-
ness — you could use the word "satisfaction" —
has only a negative relationship to productivity.
Management will hardly ever get good perform-
ance from discontented people, but contentment
in itself will not realize high performance.

Our concern for worker happiness can make
us painfully sensitive to the work force's day-to-
day shifts in mood and emotion, its instability
and its ambivalences. We worry about griping
— there is either too much or too little! We are
hurt to discover that workers do not fully com-
prehend how the capitalist system really works
and how thin is the final margin of profit. We
worry about loyalty — do employees love the
company or the union? We forget that a man
does not give his loyalty all of a piece or blindly.
Good workers respect both their company and
their union. Their responses change day by
day, and they will curse and praise first one
and then the other.
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Sound personnel practices, or even sound
"human relations," by themselves do not solve
tbe problem. Such practices are praiseworthy
and help remove the negative factors; as business
managers in a free society and as responsible
human beings, we have an obligation to treat
people humanely and with dignity. But let us
do this because it is civilized and fitting. Let us
not distort our obligation with any half-true
theory tbat we will be paid off with greater pro-
ductivity.

We can get productivity simply by asking for
it, by insisting on it, by setting high standards
for management and employee alike. For pro-
ductivity is basically a moral problem. Manage-
ment has a moral obligation to society and to
each worker to insist on peak performance. The
worker owes an obligation to himself primarily
to give his best. Of course, there is no "proof"
for this ethic. You will either accept it as
"given," as fundamental like the law of gravity,
or you will reject it (along with the parable of
the Workers in the Vineyard) and search for
some other touchstone in the elusive fields of
happiness, satisfaction, and motivation.

Management is often timid or diffident about
using the basic moral appeal and the old-
fashioned concepts of right and wrong. Possibly
because management is so often called to justify
its actions in economic terms, we tend to
rationalize what is essentially a moral position
under masquerades like "waste costs money" or
"productivity makes jobs."

But — I ask it again — do not workers re-
spond more simply and with less embarrassment
to a more honest and less pretentious statement?
Consider yourself a new worker in an organiza-
tion. Your superior explains your responsibili-
ties, without apologies or romance, and con-
cludes: "And now, sir, we want you to know —

and you'll be glad to know — that we have very
high standards here. We want from you the
hest you've got — the very best you can deliver."
Would such a challenge antagonize you? Would
it not rather compliment your self-respect?

Conclusion

The industrial world is full of signs that work
is valued as an end in itself. Certainly, on the
management side, it seems clear that despite
high income taxation and laments over the
possible loss of initiative, business executives
work harder than ever.

As for hourly paid workers, any experienced
foreman will confirm that his good men do not
work any harder when they receive a raise but
give their best regardless. This does not mean
that management can escape its moral obliga-
tions to reward the virtuous. It means only that
we should not confuse what we owe to the good
worker as a matter of equity with the dynamism
which drives him. Nor should we assume that
he is less responsible than the manager, or driven
less by the impulse to create and to cooperate.

Job satisfaction cannot be conditioned from
above. Each employee — worker or executive
— will learn it privately and for himself. Man-
agement can help best by demanding good work
and spending less time stirring up shallow en-
thusiasms. Such an approach imposes stern re-
sponsibilities on management; it must maintain
high standards for its own performance — for
"housekeeping," for supplying and maintaining
capital equipment, for planning, for discipline.
The moral appeal is a strong and powerful one,
but it must be applied sincerely, conscientiously,
and self'Critically if employers and employees are
to grow tow ard a moral partnership and a strong
sense of mutual obligations.

And when we think we lead, we are most led.
— George Gordon, Lord Byron {1^88-1824)



c There are so many claims and counter-
claims about the relative merits of insured
plans and trusteed plans, and all the pos-
sible variations, that management needs a
set of guideposts for . . .

Financing
Pension Benefit

By Laurence ]. Ackerman

The industrial pension movement is a con-
temporary manifestation of man's everlasting
quest for security. The pension concept is based
on the premise that industry has a social respon-
sibility for the economic welfare of its em-
ployees, not only during their working lives but
also in the golden years of their retirement.
From the narrow but practical standpoint of the
individual employer, pension plans offer a hu-
mane yet economic method for removing super-
annuated employees from the payroll.

Considerable evidence of this increasing sense
of social obligation can be produced. One illus-
tration will suffice: at the current rate of growth,
it is estimated that by i960 the annual contribu-
tion to pension plans will approximate $6 billion.

The Issues

When an employer decides to set up a pension
plan, he is immediately confronted with a num-
ber of difficult managerial decisions: Who shall
participate in the plan? What shall the retire-
ment age be? What type of benefit formulas
shall he adopt? Shall the plan provide for the
vesting of benefits? Shall the plan be financed
solely by the employer, or shall it be contribu-
:ory? Shall it include death and disability bene-
its as well as retirement pensions? What financ-
ng vehicle shall be utilized?

On each of these questions a major text could
)e written. This particular study concentrates
>n the single question of the financing vehicle.
Jnderstanding is essential here because the fi-

nancial commitments entailed by the adoption
of a pension plan are as large and as important
as any that the average company is ever called
upon to make. Furthermore, this is an area
where there has been a lot of loose thinking,
but where there is now enough experience to
work out some orderly lines of procedure.

For analysis, financing vehicles can be divided
into two major classifications: ( i ) the insured
approach, which can in turn be broken down
into (a) individual insured and (b) group in-
sured, and (2) the self-administered trusteed
plan. We shall examine these and their various
subdivisions in order, and then go on to explore
their cost elements and selection criteria.

Individual Insured

Pension benefits can be financed through the
medium of individual annuity or life insurance
policies "taken out" on the life of each employee
covered by the plan. This type of financing is
often termed a pension trust because the mechan-
ics of the plan call for the employer to create
a trust agreement governing eligibility, benefit
formula, and so on, and to appoint a trustee to
administer the project. The trust device is used
both to qualify the plan under United States
Treasury Department regulations and for ad-
ministrative purposes.

The employer pays to the trustee enough
money to meet the premium costs on the individ-
ual policies issued under the plan. As long as
the employee remains in the service of the em-
ployer and the plan remains in effect, ownership
of each policy is vested in the trustee. Thus, the

63
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employee cannot, during his working life, frus-
trate the purpose of the policy (i.e., to provide
for his retirement) by taking the cash value in
any form. When the trustee certifies it, the in-
surance company will pay the benefits to the
trustee for transmission to tbe employee. These
relationships are diagramed in EXHIBIT L

Annuity & Endowment
The insurance contracts customarily found in

individual policy plans are of the endowment
type if scheduled amounts of insurance are an
important feature of the plan, or are individu-
al retirement annuity contracts if substantial
amounts of insurance do not form an integral
part of tbe benefit formula. Annuity contracts
are also used for any persons who fail to qualify

range of benefit possibilities. Thus the death
benefit can be entirely eliminated. Or, if it is
present in the plan, it does not have to be paid
in a single sum but can take the form of guar-
anteed installments for io, 15, or 20 years, or
even for the life of the employee's beneficiary.
The pay-out period of tbe annuity or endow-
ment can also be geared to fit tbe special needs
of any type of beneficiary.

Ordinary Life
A variation in the individual policy type of

plan uses ordinary life insurance policies in the
pension trust, together with a supplementary
fund deposited with the insurance company or
trustee. This additional fund, augmented by
investment income, is ultimately used to convert

EXHIBIT I. T H E PENSION TRUST DIAGRAMED

Employer

(1) Decides
on plan and
trustee

(2) Pays
premiums

Trustee

(1) Administers
trust

(2) Buys the
policies

(3) Certifies

payments to retir-
ing employees, or
death or disability
benefits

Life Insurance
Company

(1) Receives
premiums

(2) Issues
policies

(3) Invests
funds

(4) Pays
benefits

Employee

( I ) Has vested
benefits available
on termination of
employment

(2) Has benefits
available for deatb,
disability, or retire-

ment

for insurance coverage. Both types of contract
generally mature at retirement in the form of a
pension benefit on a "ten year certain and life"
basis.

If the employee dies before retirement, the in-
surance will usually become payable to his bene-
ficiary. Funds flowing from the premiums for
any annuity contracts earn interest at a mini-
mum guaranteed rate; and the resulting sur-
render value, or the total of the premiums if
greater, is generally also paid to the beneficiary
as a death benefit. Such benefits may, however,
be utilized to reduce further employer contribu-
tions, as determined by the vesting conditions
in the trust agreement. If the plan is contribu-
tory, the beneficiary will receive, as a minimum,
an amount equal to the total of the employee's
contributions.

It is important to emphasize at this point that
the individual policy approach offers a wide

the ordinary life policies into retirement con-
tracts at retirement age. If the employee dies
(or leaves before retirement), his share of the
supplementary fund is retained for the benefit
of the remaining employees.

This does not mean that benefits for remain-
ing employees are increased. The payments
into the fund have been discounted for mortality,
and the amounts released through death would
ordinarily be needed for the working out of the
mortality assumptions. If the death rate does
not conform exactly to the mortality table over a
period of time, the employer increases or de-
creases his future payments into the fund ac-
cordingly, rather than changing the benefits to
employees.

Inhere are probably more plans of the individ-
ual policy type than all others combined, but the
number of employees covered is small since it
appeals primarily to small employers, particu-



larly those with less than ioo employees. Many
such employers have adopted it because they
find it the only way to overcome the uncertain-
ties which flow from wide variations in length of
life when there are only a few retired employees,
and because for them the number of individual
policies does not add up to enough to require a
complex administrative procedure. As a matter
of fact, they are likely to find individual policies
simpler to handle and understand than a group
insured or self-administered trusteed plan.

Group Insured

Although fewer in number, group pension
plans outstrip individual policy plans in terms of
total employees covered. Group plans come in
a wide variety, ranging from those which differ
only slightly from the individual policy plan to
those which are completely self-administered by
the employer.

Group Permanent
The group permanent income retirement plan

applies the underwriting and administrative
principles of group insurance to the same forms
of contract as used with the individual policy
method (but not yearly renewable term insur-
ance) to provide pensions at retirement and life
insurance protection throughout the employee's
working life.

The employer and the insurance company
enter into an agreement, known as the master
contract. Individual employees are given, as
evidence of coverage, a certificate stating tbe
hasic provisions of the plan. The employer pays
the premiums directly to the insurance com-
pany, which in turn pays the benefits directly to
the employees (or their beneficiaries).

The plan must meet the legal standards as to
minimum number of employees covered. There
has been a tendency in state legislatures to move
the minimum down; over half the states now
permit group insurance to be written on as few
as 10 lives, and more states may follow. How-
ever, the insurance companies may have more
stringent underwriting requirements for them-
selves, and actually most of them will not con-
sider fewer than 25 employees an acceptable

group.
If the employer pays the full cost of the plan,

then there is another legal requirement to the
effect that all eligible employees must be cov-
ered. If, on the other hand, the plan calls for
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employee contributions, then there is usually an
insurance company requirement (to avoid ad-
verse selection, i.e., only the poorer risks being
covered) to the effect that at least 75% of eligi-
ble employees must join up, or an even higher
percentage if less than 50 lives are to be covered.

The life insurance is written without evi-
dence of insurability up to the limits established
by insurance company rules. In addition, many
insurance companies will write further amounts
based on medical examination, or provide retire-
ment annuities for those who are uninsurable for
medical reasons.

It is customary for the insurance company to
guarantee the premium rates and benefit levels
established during the first five years of the plan
for the lifetime of all employees who are covered
during that period. This is similar to the lifetime
provisions of the individual policies, and as such
is a stronger guarantee than is found in most
other types of group pension contracts.

In essence, what we have in this arrangement
is the individual policy plan conditioned by
group underwriting. Essential features are:

• Insurance on a nonmedical basis up to speci-
fied amounts.

• Lower costs as a result of reduced commis-
sion rates and group administration economies.

• Recognition through dividends or experience
credits of the results under each contract.

• The elimination of the need for the inter-
mediate trustee.

Deferred Annuity
This is the most common type of group pen-

sion plan. As in the arrangement just described,
the employer and the insurance company enter
into a written contract; no trustee is required;
and each employee receives a certificate de-
scribing his rights and those of his beneficiary.
For each covered employee a unit of annuity
is purchased each year. The amount of the unit
may be based upon compensation during the
period, age, length of service, payroll classifica-
tion, number of hours worked during the period,
or any combination of these features. While
there has been some tendency within the past
few years to tie the amount to hours worked
regardless of earnings, the usual way to figure
it is in terms of a percentage of compensation
during the period.

The distinctive feature of this plan is the fact
that the annuity which the employee earns in a
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year is bought in that year. It thus becomes a
guaranteed obligation of the insurance company.

When the plan is first instituted, there is
usually the problem of past service of the em-
ployees which must be covered. The employer
can buy this past service pension in one lump
sum, but a more common procedure is to spread
the purchase over a period of io to 20 years.
Although the majority of employers recognize
that past service must be covered, this is not an
absolute requirement, and some employers do
not provide such benefits except to recognize the
need to do something for long-service employees
who are approaching retirement age.

Generally, the employee terminating service
before retirement can leave his own contribu-
tions with the insurance company to provide
himself with a paid-up annuity so long as certain
minimum requirements are satisfied. In some
plans with vesting provisions, he may also receive
the employer's contribution in the form of a
paid-up annuity.

The typical group annuity contract guarantees
initial premium rates for the first five years only.
Thereafter, at any time, the insurance company
can raise rates; and, if it does so, smaller benefits
will be purchased for each employee in each
subsequent year — or the cost of purchasing the
same benefits will be greater. Also, simply be-
cause the annuity is purchased new each year
and the employee is of course one year older
each year, the premium charges for each indi-
vidual will increase slightly each year.

However, this will not cause the total cost of
the plan to increase each year, since the average
age of the group is stabilized by the fact that
there are always older employees retiring, dying,
or terminating and being replaced by younger
employees.

Deposit Administration
The deposit administration group plan is sec-

ond in popularity only to the deferred group
annuity among group insured arrangements. It
differs from the deferred type in that instead of
the employer making a contribution to the in-
surance company For immediate purchase of an
annuity unit for each eligible employee, no an-
nuities are bought until the employee retires.

The mechanics of the plan call for deposits
from the employer to the insurance company.
These contributions, improved by interest and
discounted for employee turnover and deatb, are
estimated (either by the insurance company or

by an independent consultant hired by the em-
ployer) to be sufficient to furnish the retirement
benefits under the plan. To avoid excessive
underfunding or overfunding of the plan, the
insurance company establishes minimum and
maximum deposits for any one year.

Usually the insurance company will guarantee
the premium rates to be utilized in buying an-
nuities with all monies placed in the fund
during the first five years of the contract regard-
less of how many years elapse before the monies
are actually used for purchases. It will also
guarantee against loss of principal and guarantee
a minimum interest rate on the fund created
during the first five years. Thereafter the in-
terest rate and the premium rates are subject to
change by the insurance company. (But note
that once a benefit is purchased at retirement
time, all the guarantees of the insurance com-
pany apply insofar as that particular benefit is
concerned.)

Tbe deposit administration plan of course
gives the employer considerable discretion as to
the amount of his annual contribution. It is
widely used in union-negotiated pension plans
and in other situations calling for more than
ordinary flexibility.

Pension Administration
The utmost in flexibility in group insured ar-

rangements is provided by a recent variation on
the deposit administration idea, sometimes dis-
tinguished from it by the added phrase "im-
mediate participation guarantee," sometimes re-
ferred to simply as "pension administration."

Under the usual deposit administration plan,
because of the five-year guarantee of rates and
the guarantee of benefits once the employee re-
tires, the insurance company builds up a con-
tingency reserve from the employer's deposits to
take care of the possibility that experience may
not be average. Thougb savings due to more
favorable results than expected come back to
employers through the insurance company's
dividend formula or experience credit proce-
dure, the employer loses the use of the funds in-
volved. But some employers have a large enough
group of employees to expect to obtain average
results; and they may desire insurance company
administration and investment facilities but at
the same time want to retain the contingency
funds in their business.

To achieve such an objective the employer
can adopt this new approach. His contributions



create a fund, just as under the usual deposit
administration plan; but in this case the insur-
ance company makes benefit payments directly
out of the fund, and ordinarily no annuities are
purchased. Meanwhile, the fund is credited
annually with the net interest rate earned by the
insurance company on its total invested port-
folio, is adjusted for capital gains and losses, and
is charged its pro-rata share of insurance com-
pany expenses in accordance with established
cost accounting procedures.

The insurance company guarantees full bene-
fits for life to all employees who have retired.
The only requirement on the employer is that he
must maintain the fund at such a level that an-
nuities could be purchased for all retired em-
ployees (on the basis of the table of rates in the
contract and their ages attained at the dates
when the purchases might he made). The
amount of such unpurchased annuities is set up
as a liability of the fund; and in the event that
the fund is reduced to a point where it is in-
sufficient to cover full liability for further retire-
ments, then annuities are purchased for those
employees whose benefit payments have already
commenced.

Note that there usually are no minimum in-
terest guarantees or guarantees against invest-
ment losses. The gain in flexibility is at the sacri-
fice of guarantees; this is tbe furthest the em-
ployer can go in these respects with an insured
type of plan.

Self-Administered Trusteed

We now move out of the area of insured plans
entirely.

A self-administered trusteed plan is an ar-
rangement under which an employer must make
a contract with a trustee, ordinarily a bank.
Under the contract, the bank agrees to accept
deposits from the employer, to invest the money,
and to pay benefits to employees certified as
eligible by the employer.

The amount of the employer's deposits is ar-
rived at on the advice of a consulting actuary,
retained and paid by the employer, who esti-
mates tbe costs under the plan in the light of
anticipated employee mortality and, sometimes,
turnover.

There are no guarantees of any kind under
the self-administered trusteed plan. The bank
agrees to invest the money pursuant to the terms
)f the trust agreement and in accordance with
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the legal obligations imposed on trustees. It does
not guarantee either principal or interest. The
employer takes the risk of investment losses or
low interest yields. On the other hand, the
employer does profit from capital gains and
better-than-anticipated interest earnings; and it
should be emphasized that banks are experienced
in investment matters.

Likewise, tbe consulting actuary does not
guarantee that his cost estimates will produce no
deficiencies in the fund. There is always the
danger, also, that the employer may push for
actuarial assumptions with little or no margins
in order to keep initial costs as Iow as possible.
Here too, however, it should be emphasized that
the great majority of consulting actuaries are
well trained and can be expected to keep their
cost estimates conservative.

Combination Plans
Almost infinite variations are possible through

combination plans. One will be mentioned for
illustrative purposes: An employer may want to
control the investment policy for a substantial
part of the pension fund — perhaps to ensure a
heavier investment in common stocks. Accord-
ingly, he may divide his pension contribution be-
tween a deposit administration plan and a self-
administered trusteed plan in any ratio that he
chooses. But when an employee retires, the
entire annuity is purchased through the insur-
ance company. The objective is to secure a
higher over-all yield for the fund, but at the
same time to give the retired employee an in-
sured pension with all its guarantees.

Pension Costs

The typical pension plan involves the setting
aside of funds in the present to defray future
benefit costs. In determining the present-day
contributions, what major elements go into the
cost formula?

Mortality
Mortality has a tremendous influence on pen-

sion costs, affecting them in two ways: (i)
deaths among active employees (along with em-
ployee separation from the job) will determine
how many persons will eventually become eli-
gible for retirement benefits; (2) the mortality
rate among retired pensioners will determine
the duration of benefits. Botb these factors play
vital roles in the cost equation. Virtually every



68 Harvard Business Review

type of group or self-administered pension plan
takes into account the employee who dies before
receiving his pension — what in technical jargon
is called "discounting for mortality." Generally
this process applies only to the employer's con-
tribution and is a technique for cutting down
his gross payments.

Interest
Everyone is acquainted with the financial

magic of simple and compound interest. Because
interest is earned on sums which the employer
deposits, the cost of providing a given set of
benefits is reduced. To illustrate the long-run
impact of interest, an annual contribution for an
employee who enters the pension plan at age 40,
if invested at 3% compound interest, will pro-
duce approximately a 50% increase in the in-
dividuals account by age 65. As a rough rule
of thumb, a differential of Vi of 1% in the
earned interest rate will produce a differential of
around 6% or 7% in the long-range costs of a
pension plan.

Administrative Expenses
As a factor in the cost picture, administrative

expenses are less significant than either mortality
or interest assumptions.

In an insured plan, these expenses are com-
bined with a provision for contingencies, tbe two
together making up what is technically called
the "loading." In a group deferred annuity, for
example, the usual loading will be 5% of the
gross premium, with a minor additional adminis-
trative charge for smaller groups.

Operating expenses approximate 2V2 % to
3% and are frequently less for larger cases.
This low charge carries the expense item of the
annuity unit throughout the annuitant s life. If
administrative expenses, or any other costs, are
less than projected, the saving is passed along to
the employer as a dividend or experience-rate
credit. For the actual operating expenses of
group annuity contracts (not including the por-
tion for contingencies) see the top part of
EXHIBIT II; similar figures for deposit adminis-
tration contracts are shown in the bottom part.

When guarantees are given as to interest,
mortality, and expenses for long periods into the
future, the need for a contingency item is appar-
ent. It corresponds to the business reserve that
any industrial company might create when it is
guaranteeing prices for a prolonged period.

In self-administered trusteed plans, of course.

the employer generally defrays expenses on a
pay-as-you-go basis. It is important to keep in
mind that, regardless of the type of financing

EXHIBIT I I . E S T I M A T E D EXPENSES OF INSURANCE

COMPANIES BY SIZE AND DURATION OF PLAN

(As a percentage of the premiums or purchase payments
during the periods indicated)

Annual premiums
OT

purchase payments ioo

$ 25,000
50,000

100,000
250,000
500,000

1,000,000

$ 25,000
50,000

100,000

250,000
500,000

1,000,000

$ 25,000
50,000

100,000
250,000

500,000
1,000,000

Number of eligible

5 0 0 1,000

lives

2,500

GROUP ANNUITY CONTRACT

First ten
7.22%

5.07
3 6 6
2.56
2.20

b

years
a

7.21

4-74
2.99

2.41
1.90

of contract
a

%

5.98%
3^49
2.66
2.03

•

a

a

4-99%
3.41
2.40

Sixth through fifteenth years
4.90%

3-17
2.21
1.64

I 45
b

a

5.12

3-19
2.03

1.64
I .40

Eleventh through
4.34%

2.63
1.84

1.36

1.20

a

a

%

4-32%
2.48

1.87
1.51

•

a

3^84%
2.55
1.85

twentieth years
a

4.58%
2.81

1-75
1.40
1.22

3.94%
2.20
1.62

1-33

a

a

a

3.56%
2.30

1.67

DEPOSIT ADMINISTRATION CONTRACT

$ 25,000

50,000

100,000
500,000

1,000,000

2,000,000

$ 25,000

50,000

100,000

500,000

1,000,000
2,000,000

$ 25,000

50,000

100,000

500,000

1,000,000

2,000,000

First ten
6.22%

4 55
3-37
2.08

b

years
a

of contract
*

5.40%

3^79
2.17

1-75
b

4.17%
4.24

I 79
1.56

a

t

a

2.46%
1.89

I.61

Sixth through fifteenth years
3.98%
2.70

I 94

I 34
b

b

a a

3.52% '
2.36
1.42

1.25

I.17

Eleventh through

3-43%
2.15

1-57
1.09

"
b

*

2.72%
1.50

1.29

1.19

•

t

1.71%
1.40

1.24

twentieth years
a

2.98%

1.98

I.18

1.08

1.03

2.35%
1.25
I.II

1.05

a

a

a

1.46%
1.22

I . IO

1 0

2.
I .

I .

I .

2

I

I

,000

a

t

•

a

4 2 %

87

•

a

a

'

9 0 %

49

a

a

.48%
•73
•35

• Combinations not acceptable to the company because
of the small average premium per life.

'' Combinations not found in practice.
SOURCE: Dan M. McGill, Fundamentals of Vrivate

Pensions (Homewood, Illinois, Richard D. Irwin, Inc.,
1955)- PP- 185 and 187. Based on the expense studies of
one of the largest group annuity companies. Investment
expenses not included.



vehicle, expenses will also vary with the size of
the employer group, the benefit schedules, and
other facets of the pension plan.

Employee Turnover
As indicated previously, mortality and turn-

over among active employees determine how
many retire and receive a pension.

Most insured plans do not discount for em-
ployee turnover but take account of this factor
when it happens. If an employee leaves his job
before the vesting of his benefits (and is in good
health at the time), the insurance company will
refund the premium payments made on his be-
half, plus interest at tbe applicable rate and
minus a termination expense item, or will credit
the amount against future premiums.

In the deposit administration and self-admin-
istered trusteed plans, where the fund is not
directly allocated to specific employees, the em-
ployer wil] frequently discount for employee
turnover. If the turnover should be less than
expected, the employer has to make up the
deficit in the fund. If the turnover is greater
than expected, then the employer's costs, all
other things being equal, will go down.

Turnover is usually predicted from a turn-
over table constructed on the basis of the em-
ployer's own experience, or perhaps on industry
experience. Sometimes the turnover table will
be superimposed upon a mortality table to pre-
dict the total reduction in the work force, year
by year, from both causes.

Miscellaneous Factors
The lower the retirement age, the higher the

cost of a pension plan. Normally, retirement at
age 60, assuming the average premium age is
the same after the charge as before, will cost
about 50% more than retirement at 65. Retire-
ment at age 65, in the same manner, will cost
almost 50% more than retirement at 70.

Level of benefits, type of benefits, employee
contributions, wage and salary trends will also
affect pension costs.

Regardless of the financing vehicle, an em-
ployer's cost for a pension plan can be expressed
in one over-all equation:

Net financial outlay = pension benefits paid out —
interest earnings on the pension reserve fund +
expenses - capital gains or + capital losses - tax
savings — any employer costs which would be
present were there no pension plan, but which are
either absorbed or eliminated entirely because the
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plan is adopted — interest or earning power on
cash invested in the pension -f value of income tax
deductions.

In some ways this equation may give the im-
pression that each case stands on its own, dis-
tinct and isolated from all other pension cases.
However, the adoption of an insured approach
permits some pooling of experience with other
cases, thereby providing additional security and
stability.

The true cost of a pension plan probably can
never be determined with any real degree of
refinement. In addition to the specific factors
already mentioned, there are the intangibles
of improved employee morale and lower em-
ployee turnover, both of which may mean in-
creased productivity.

Selection Criteria
We are ready now to examine the criteria the

employer should consider in selecting a financ-
ing vehicle.

Provision of Security

Because the major purpose of a pension plan
is to provide income in old age, both the em-
ployer and the employees should be deeply con-
cerned with the safety and certaint}' of the
benefits promised. What accentuates this quest
for security is the long-range character of the
obligation; pensions may not be payable for 20
or 30 years or longer, and then they may con-
tinue for another 20 or 30 years.

Security will vary according to the level of
conservatism with which costs are projected
and amortized. We have attained security if the
fund available at the time of retirement is al-
ways adequate to provide the stipulated benefits.

Both the retired employee and the impending
retiree are completely "in the hands" of the cost
assumptions that the employer is willing to
utilize. Pension liabilities stretch over an in-
determinate period, and as a matter of precise
thinking the question of adequacy can only be
settled when the last payment is made to the
last pensioner. For many business organizations
this lapse of time could be more than a century.

There is a feeling on the part of some that
United States Treasury Department regulations
completely protect the adequacy of the fund,
but this is not the case. All that the Treasury
Department regulations require is that the em-
ployer meet his current service costs and the
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interest on the initial past service liability. Fur-
thermore, considerable latitude is given to the
employer in determining his obligations. He
can discount for mortality and turnover and can
assume any reasonable rate of interest on the
fund accumulations.

To illustrate the scope of the decision and
the latitude available to the employer. EXHIBIT
III compares the costs of a given pension plan

fund and the employer's resources. There is no
outside guarantee as found in the insured plan.

Turnover & Mortality
Prediction of employee turnover has always

been a fascinating game, calling for as much
"guesstimating" as judgment. The very intro-
duction of a pension plan can change the rate of
turnover, since one of the objectives of a pension

EXHIBIT HI. VARIATION IN PENSION COSTS UNDER VARYING ASSUMPTIONS

EmployeT's estimated current
Assumptions service liability

Modern mortality table with 2^2% interest, plus allowance for mortality
improvement, and 5% for expenses, contingencies, etc. $83,100
Modern mortality table with 2V2 % interest, without allowance for mortal-
ity improvement, plus 5% for expenses, contingencies, etc. 71,200

Modern mortality table with 3 % interest, without allowance for mortality
improvement, plus 5% for expenses, contingencies, etc. 62,100
Modern mortality table with 3 % interest, without allowance for mortality
improvement, with modest discount for turnover, plus 5% for expenses,
contingencies, etc. 58,000

Modern mortality' table with 3 % interest, without allowance for mortality
improvement, with modest discount for turnover, and two-year adjustment
of retirement age, plus 5% for expenses, contingencies, etc. 48,100

under only slightly varying assumptions regard-
ing mortality, interest rate, turnover, and retire-
ment age. Note that in each set of assumptions,
mortality is predicted on the basis that a modern
table (e.g., the Group Annuity Table for 1951)
has been utilized, without any extreme modi-
fications. Were an older table used in any of
the illustrations, or less conservatism employed
in the other assumptions, the cost differences ob-
served would, of course, vary even more widely
than they do.

In the insured plans, other than deposit ad-
ministration, the insurance company draws on
its vast experience to determine the cost pro-
jections and the appropriate rate of contribution.
Any eligible employee is certain that the amount
of annuity purchased for him during his work-
ing life will actually be paid to him following
retirement.

Under deposit administration no annuity is
guaranteed until it is purchased at the time of
retirement. The security of the active employee's
pension rights depends on the adequacy of the
"active life fund" and the employer's resources.

The self-administered trusteed plan has as its
only source of security tbe status of the trust

scheme is to make sticking with the job more
attractive. In a broader framework, the impact
of economic and political forces, as well as labor
attitudes, can make past experience a very poor
mirror of future trends. As a practical matter,
however, the current movement toward com-
paratively early vesting of pension benefits de-
tracts heavily from the importance of turnover
as a factor in pension cost reduction and hence
in selecting a method of funding.

Mortality is a different matter. Because pen-
sion obligations project so far into the future,
longevity trends are crucial. A year added to
the life expectancy of retired employees brings
a substantial increase in the pension costs. For
example:

According to the 1937 Standard Annuit}' Table,
a male aged 65 has a life expectancy of 14.4 years;
to provide him $10 a month retirement income (at
current interest assumptions) would involve a lump
sum payment of $1,590. If his life expectancy im-
proves one year to 15.4 years, $1,683, ^^ ^93
more, would be needed to give him the same $10 a
month.

Who makes up the difference? In the non-
contributory plan, this is the employer's responsi-






