Evolution of employer-provided
defined benefit pensions

For more than a century, employer-provided
defined benefit pension plans, which guarantee
the retiree a specified level of income, have grown



through the 20th century. The enormous finan-
cial commitment involved in providing pen-
sions in the modern economy also will be ad-
dressed. And because the spread of pension plan
coverage and the aging of the U.S. population has
spurred interest in data on pension benefits, we also
look at statistics on pension plans published by the
Bureau of Labor Statistics and other organizations
over the past century.

The earliest plans

Pension plans for private sector employees were
first offered in the railroad, banking, and public
utilities industries. Born in the early 1800’s, the
railroad rransportation industry gave rise to some
of the first large corporations in the United
States. Because of the relative youth of the new
industry’s labor force, many decades passed
before the railroads encountered the need to
provide pensions for significant numbers of re-
tirement-age workers. The B&0O Railroad, the
Central Railroad of New Jersey, and the Illinois
Central Railroad—all established between 1827
and 1851, and among the largest railroads of
their day—had been in existence for at least 50
years before they established their own pension
plans. Once initiated, however, coverage spread
quickly, and by 1916 more than half of all U.S.
railroad employees were covered by railroad
pension plans. Only a decade later, the propor-
tion of covered railroad employees had risen to
80 percent.” Also during the early 1890’s, banks
and public utilities became prominent enter-
prises, providing services to rapidly growing
urban areas of the Nation. They began providing
pensions for their workers around 1910.

Inmanufacturing, the spread of pension plans
occurred later than in other industries, because
most manufacturing firms were just coming into
existence as the pension movement was sweep-
ing the railroad, banking, and public utilities
industries near the turn of the 20th century.
Many of the new manufacturing firms took note
of the experience of the railroads and quickly
established their own pension systems. Some
leading manufacturers—firms such as the United
States Steel Corp. and the International Har-
vester Co., founded in 1901 and 1902, respec-
tively—immediately saw the competitive ne-
cessity for pension plans in Jarge modern corpo-
rations and established their own plans within
10 years of their founding.®

Asindicated earlier, the most common method
of determining the amount of a benefit payment
in the earliest private pension plans was to
multiply the worket’s average salary over a
specific period by a certain percentage, and to
multiply the result by the number of years

worked. The period over which the salary was
averaged was usually 10 years, normally the
decade preceding retirement. Benefits generally
ranged from 1 to 2-1/2 percent of average earn-
ings times years of service. For example, if the
pension formula provided benefits equal to 1
percent of average salary times years of service,
the worker with a $5,000 annual average salary
and 30 years of service would receive an annual
pension of $1,500 (0.01 x $5,000 x 30 years).

This method of calculating pension benefits
is very much like that used in many modern-day
plans, For example, the 1989 Employee Benefits
Survey of medium-size and large establishments
showed that 63 percent of full-time employees
were covered by defined benefit pension plans.
Of these workers, 75 percent were covered by
plans that computed benefits as a percentage of
earnings, and 64 percent would have pension
payments calculated as a percentage of earnings
in those years just prior to retirement.” And,
participants in such plans frequently were pro-
vided benefits as a flat percent per year of ser-
vice, within the range of 1 to 2-1/2 percent.

One advantage to the worker in using a per-
centage of salary to determine benefits is that, no
matter how income levels in general change with
time, the retired employee always receives the
same proportion of his or her designated salary
base. As a result, such benefit formulas have re-
mained very simifar for almost a century,

Some plans did not use the flat percentage of
salary formula, adopting some other form of
calculation. In some of the early plans, the per-
centage increased in proportion to the length of
service. In other plans, the salary was divided
and different percentages were applied to differ-
ent income strata. In still other plans, all earnings
above acertain amount, which varied from $4,000
upward, were not included in the calculation.
Several companies set a flat pension amount that
varied from $12 to $50 a month.'® Similar varia-
tions in pension benefit formulas are still seen in
today’s plans,

There was also considerable variation in age
requirements in the early plans. Typically, the
plans specified one age at which retirement was
expected, known as the “compulsory age,” and
an earlier age at which retirement was permitted.
The optional, or earlier, retirement age could not
be elected by the worker without employer ap-
proval. Both of these ages were subject to change
at the discretion of the employer. The employer
could also choose to continue the employee in
service although the worker had reached the
compulsory age.

In some of the plans, there was no age require-
ment at all; the decision about when to retire
employees was left entirely to company offi-
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cials. However, in the majority of plans, ages 65
and 70 were the most commonly set compulsory
retirement ages, while the age for optional retire-
ment ranged from 50 upward.

An interesting feature of these early plans
was that many called for different retirement
ages for men and women. According to a 1926
BLS study, a third of the plans surveyed set retire-
ment ages for women at 3, 10, or more years earlier
than formen.'! However, mostof these plans made
no reduction in the service required for the
specified retirement age. Therefore, women had
to begin working for the companies from be-
tween 5 to 10 years earlier in life than did men in
order to be eligible for pensions.

There were certain negative aspects of almost
all pension programs. Typically, in the first half-
century of significant plan growth (1880~1930),
during which more than 400 private plans were
established, almost all plans were discretionary.
This meant that employers could modify, sus-
pend, or annul the pension program at any time.
Additionally, it was also understood that the
company could withhold or terminate the pen-
sion of any employee for any reason, at any time.

Vesting, the guaranteed right of an employee
to a future benefit, was virtually unheard of in
pension plans of the early 20th century. Indeed,

At the turn of the century, when the early
pension plans were being established, employers
feltlittle pension obligation to any employee who
did not stay alive, stay well, and stay put until
retirement. Pensions were hardship payments,
charity for nearby and visible former workers. If
an employee died before retirement, his family
usually did not receive anything. If he became
disabled after long service, he might be taken care
of, If he quit or was discharged, he probably
received nothing.'?

It also was understood that employees should
keep working unti! they became eligible for
retirement benefit payments, but this in itself did
not guarantee that an annuity or some other
distribution would be paid. However, some em-
ployees did challenge their companies in court,
claiming that they were entitled to some benefit
for their years of service, Almost all of these
claimants lost,”

The 1920°s through World War 11

The twenties. A major innovation in pensions
occurred in 1921 when the Metropolitan Life
Insurance Company offered the first group an-
nuity contract.'* This type of contract made it
possible to provide more workers with a
postretirement income less expensively than
would be the case if each employee had to be
individually insured. Both the employee and the
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employer benefited because the “risk” of an
individual retiring and the cost of the plan were
shared among many people, and because the
burden of administering a pension plan was
lightened for the employer.

Another event that helped spur the growth in
the numbers of new pension plans was the clari-
fication of plan tax status contained in the Inter-
nal Revenue Act of 1921. Before 1921, em-
ployer contributions under a pension or other
deferred compensation plan were not specifi-
cally exempt from Federal corporate income tax
(instituted in 1915). However, it was commeon
practice to allow firms to deduct such contribu-
tions as “ordinary and necessary business ex-
penses,” if the charges were “reasonable.”’ This
informal practice was codified during the 1920’s:

In 1921 trusts created by employers as part of
a stock bonus or profit-sharing plan for the exclu-
sive benefit of some or all of the employees were
made exempt. It was also provided that employer
contributions to such trusts and income earned by
them would not be taxable to the beneficiaries
until actually distributed. These provisions were
extended to pension trusts in 1926.'¢

It was estimated that as many as 3,7 million
workers were covered in 1929 and as much as
$55 million in pensions was paid to 90,000
retirees in 1927. At the time, it was further
predicted that as much as $82 million would be
paid to 123,000 retirees in 1930.77

The Depression years. By the eve of the Great
Depression, most large enterprises—railroads
and public utilities, and iron, steel, oil, and other
manufacturing companies—provided pensions
for their employees. However, most workers
still had no legal rights to their benefits.
During the years leading up to the Depres-
sion, certain trade unions had organized their
own plans, largely in industries previously with-
out pension plans. These plans were union-fi-
nanced by member contributions and covered
nearly 20 percent of union members by 1930.'%
According to Murray W, Latimer, “Most pen-
sion plans operating in 1929 seem to have been
framed with the idea of relating the benefit to the
employee’s standard of living at the time of
retirement.” " Indeed, half of the noncontributory
pension plans operating in that year specified
average pay during the last 10 years of service as
the basis for the benefit calculation. None of the
nearly 400 plans studied by Latimer attempted to
adjust pension benefits to keep pace with price
changes. The only plan that provided for any
adjustment of the benefit after retirement was
that of the Perfection Stove Co., adopted in
1913.% The plan’s postretirement adjustments
were based on the percentage change each 6



months in the average hourly earnings of all
employees in the firm.

According to a 1925 BLS study covering well
over 200 firms that had pension plans, practi-
cally all plans specified that workers meet both
age and service requirements in order to retire
and receive benefits.?! Firms required as few as
10 years to as many as 45 years of service,
although both of these extremes were uncom-
mon. A typical plan had a service requirement of
between 20 and 25 years.

Occasionally, a plan set a service period,
coupled with an age requirement, but also pro-
vided the option of retiring at any age after a
longer period of service than the standard set by
the plan. For instance, one company in the sur-
vey offered retirement at age 65 after 15 years of
service or retirement at any age after 45 years of
service. More often, however, a longer period of
service entitled an employee to retire at an ear-
lier, but specified, age. Another firm, for ex-
ample, provided that its workers could retire at
age 65 after serving 30 years, and at age 60 after
serving 40 years.

An exhaustive study conducted by Latimer in
1932 shows that more than three-fourths of the
397 pension plans established between 1874 and
1929 were entirely employer financed.” These
noncontributory plans covered nearly 96 percent
of employees working for companies that re-
ported having a pension plan.”® The other one-
fourth of the pension plans, covering only 4
percent of employees, required employees to
contribute a specified amount to their plan or,
more rarely, offered employees the opportunity
to receive a certain minimum benefit from their
employer, which they could supplement by mak-
ing their own contributions to the plan.*

In 1930, some 2.7 million active workers, or
about one-tenth of the work force, were covered
by private pension plans. Annual pension dis-
bursements reached $90 million and plan assets
totalled $800 million.*® Two events had a sig-
nificant effect on pension plan development in
the 193(°s—the economic depression and the
passage of the Federal Social Security Act of
1935,

With the onset of the Great Depression in
1929, businesses began having great difficulty
acquiring cash to meet operating expenses, in-
cluding rising pension payments.? Profits plum-
meted and, as a result, employers were forced to
cut costs drastically, including pensien benpefits.
As aresult, more firms began to require employ-
ees to contribute toward their plans. Some com-
panies actually abolished their pension plans,
while others reduced the amount of benefit pay-
ments. In cases where plans were terminated,
some retirees could expect to receive no further

payments. And few new fully employer-financed
plans were created in the 1930’s.

The Federal Social Security Act of 1935 was
another reason for a shift from noncontributory
to contributory plans. According to an article in
the March 1940 Monthly Labor Review,

A significant change since the enactment of
the Federal [Social Security Act] is that many self
administered noncontributory plans have been
converted into contributory group-annuity plans.
This was caused, in part at least, by the act, as the
employer who pays half the cost of the employee’s
pension under the Federal act can hardly be ex-
pected to pay for the entire cost of a supplemen-
tary pension,”’

It is difficult to tell whether the Depression or
the Social Security Act had a stronger effect on
the reduction of benefits and the change from
noncontributory to contributory funding. The
same March 1940 article noted that the termina-
tion of about half of 55 formal plans that had
been discontinued was attributable to the De-
pression and the other half to the Social Security
Act, Neither the passage of the Social Security
Act nor the Depression caused any large-scale
termination of plans, according to a 275-firm
study conducted in 1939 by the National Indus-
trial Conference Board. Of the firms thathad had
a formal pension plan at some time during the
preceding decade, 80 percent still maintained
the plan in the spring of 1939.2% Only 29 plans
had been discontinued because of Social Secu-
rity, and 26 had been terminated due to the
Depression. The most significant changes in the
plans were reductions in retirement allowances
and consequent decreases in employer contribu-
tions.?

The 1940°s. In 1940, more than 4 million
people, or about one-seventh of the active work
force, were covered by private pensions, with
160,000 retirees receiving annual benefit pay-
ments of $140 million.* Pension assets totalled
$2.4 billion, Contributions to all private pension
plans grew beyond $300 million in 1940, with
the employer’s portion declining to less than
iwo-thirds of the total. This change was a result
of the severe economic conditions of the 1930’s.
The greatest period of pension growth took
place after 1940. Several factors promoted this
increase. One development was the clarification
in 1942 of several sections of the Internal Rev-
enue Code that dealt with pension trusts, in
conjunction with an increase in normal and ex-
cess profits tax rates. The net effect was that an
employer’s contributions to a guatified pension
plan were deductible for Federal tax purposes.
Priorto 1942, some employers interpreted the
Internal Revenue Code of 1926 (recall that it had

Monthly Labor Review

December 1991

19



Evolution of Defined Benefir Pensions

made employer contributions to pension trusts
covering “some or all employees™ tax-exempt)
very liberally. As a result, pension plan trusts
were created that included as participants only
small groups of officers and key employees in
high income brackets. Establishment of a pen-
sion plan, originally intended as an employer
initiative to benefit employees thus became a
means by which both the firm and a select group
of its workers could avoid income taxes. Con-
gress acted to eliminate this tax avoidance de-
vice by imposing several qualifying factors on
pension trusts. Only if these conditions were met
would such trusts “qualify” for tax-exempt sta-
tus.> Additionally, the Federal Government de-
cided that earnings from a pension trust would
not be federally taxed until after retirement,
when the employee would probably be in alower
tax bracket.

The second wartime development that influ-
enced the growth of private pensions was the
effort to curb inflation by establishing general
price controls. Because wages also were frozen,
the only other type of compensation with which
employers could compete for scarce labor was
employee benefits, including pensions, Between
1940 and 1945, private pension plans added an-
other 2.25 million active workers to their ranks.*

The postwar era. By the end of World War 11,
corporate profits began to rise, and a National
Industrial Conference Board survey showed a
marked shift back to noncontributory pension
plans.*® This trend continued into the 1950’s.
However, from 1945 to 1949, the growth in
numbers of new plans fell off substantially, as
organized labor became concerned with recov-
ering wage increases that had been forgone un-
der wartime wage stabilization policies.™

The large labor unions, especially the United
Steel Workers Union (C10), pushed for higher
wages, but when they encountered intense pub-
lic opposition, shifted their goal to increasing the
benefits of already existing pension plans.?* Or-
ganized labor was aided in its struggle for more
secure pensions by a 1948 National Labor Rela-
tions Board ruling that compelled employers to
include pensions in the collective bargaining
process.” One school of thought, advocated by
organized labor, held that Social Security provided
insufficient funds as a sole source of retirement
income and that pensions should fiil the gap.?’

Between 1945 and 1950, pension plans added
another 5 million new participants, more than
double the number of new plan entrants over the
preceding 5 years.

The 1950’s. By the end of 1950, private pen-
sions covered 10.3 million persons, more than
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one-fourth of all persons employed in commerce
and industry in the United States.*® One-half
million retirees were receiving benefits totalling
$370 million in 1950. Annual contributions to
private pension plans exceeded $2 billion, with
employers contributing almost $1.7 billion of
the total. This increase in the proportion of the
cost borne by the employer was due largely to
the fact that most extant plans had been initiated
during the 1940°s, when union pressure was
strong, and most plans created through collec-
tive bargaining were wholly employer financed.

During the early 1950°s, age 65 continued to
be the most prevalent normal retirement age. A
contemporary BLS study indicated that attain-
ment of age 65 appeared as the normal retire-
ment requirement in more than 95 percent (286
plans out of 300) of plans examined.*® The ma-
jority of the remaining plans set normal retire-
ment age at 60. Interestingly, women still fre-
quently had a lower normal retirement age re-
quirement, normally 5 years earlier than that for
men.

In addition to age requirements, almost all of
the plans in the 1953 BLS study required a period
of service to be completed before normal retire-
ment benefits could be paid. Although service
requirements for plans in the study ranged from
1 to 30 years, the majority of workers could
retire after 15 years of service or more.

The most common age at which early retire-
ment would be permitted was 55; a majority of
employees also had to have completed at least 15
years of service in order to qualify. More than 40
percent of firms offering early retirement re-
quired workers to obtain company approval to
retire early.

The trend toward the financing of benefits
solely by the employer also continued in the
1950’s. A Burean of Labor Statistics study of
300 pension plans subject to collective bargain-
ing showed that, in 1952, 75 percent of these
plans were noncontributory.*

The sixties. The slower pace of pension pilan
growth during the 1960’s is primarily attribut-
abie to increased employment in companies that
already had private pension plans; over the pre-
ceding decade, the introduction of new plans had
accounted for most of the increase in numbers of
covered employees.* By yearend 1960, pension
plans covered 23 million persons, about one-half
of ali private sector workers, and provided total
retirement income in the amount of $1.7 bil-
lion.*? Annual contributions reached $5.6 billion
and pension plan assets rose to $57 billion.
The typical pension plans of the 1960°s were
characterized by benefits requirements similar
tothose of the 1950’ s, Normal retirement benefit



requirements continued to be age 65 with 10 to
15 years of service.* Sometimes, alternative
normal retirement criteria were found, such as
age 55 and 15 vyears of service, or any age after
20) years of service. Early retirement was most
commonly permitted between ages 55 and 60
after 5 to 15 years of service.

Throughout the 1960’s, employers continued
to increase their contributions toward the cost of
their employees’ pensions. Others assumed the
entire cost. Because of these changes, only about
20 percent of the active workers covered in 1969
were required to contribute toward the cost of
their pension benefit; more than 25 percent of
employees had been required to contribute at the
beginning of the 1960's.¥

Many firms provided for the worker’s attain-
ment of guaranteed rights prior to normal retire-
ment, in the event of voluntary separation. Ac-
cording to a BLS study of more than 1,000 pen-
sion plans operating in 1969, 77 percent of
employees in the firms surveyed were covered
by such benefit vesting provisions, and the ma-
Jority of these were provided full vesting after 5
to 10 years of service.®

ERISA and beyond

The 1970’s.  Although many employers already
were meeting some basic standards, Congress
saw a need to establish legal standards that
would guarantee benefits to workers covered by
private pension plans. The most significant leg-
islation in pension history is the Employee Re-
tirement Income Security Act (ERISA), enacted
in 1974.% The main goal of the Act is to protect
employees’ benefit rights related to participa-
tion, funding, and vesting. ERISA affects all as-
pects of private pension plans, from creation to
terminatjon.

However, pension plan provisions were be-
coming more sophisticated and more secure even
before the full effects of ERISA were realized.
By late 1974, according to a BLS study of key
changes in 149 major pension plans, one-third of
the plans appeared to be in accord with at least
one of ERISA’S standards: full vesting after 10
years of service.

The majority of plans stndied provided cliff
vesting. Under a cliff vesting schedule, an em-
ployee is not entitled to any benefits accrued
under a pension plan until having satisfied the
service requirement for 100-percent vesting. In
fact, most of the plans that offered vesting during
the 1970-74 period provided chff vesting.*®

Age and service requirements for vesting of
benefits also underwent significant change dur-
ing the 1970-74 period. By the end of 1974,
according to the same BLS study of key pension

changes, 6 plans had eliminated their age or
service requirements, or both; 13 plans had
eliminated their age requirement and lowered
their service requirements, most commonly to
10 years; and 3 plans had dropped age require-
ments while retaining the same service require-
ments. By 1975, 90 percent of the 149 plans
studied guaranteed eligible employees a pension,
even if the employee should leave the company
before becoming eligible for retirement.*

By the mid-1970’s, according to the same
study, 128 (86 percent) of the 149 plans studied
were entirely employer-financed. By yearend
1977, total employer contributions to defined
benefit pension plans had risen to $31.2 billion,
covering neariy 35 million active employees.™
Benefit payments more than doubled, to $15.2
billion, and assets increased to $231 billion in
the first half of the decade.

According to a 1979 BLS survey, at decade’s
end, the majority of covered workers could retire
between ages 61 and 65, and receive unreduced
benefits with no service requirement.*

Developments in the 1980's. The private pen-
sion system has been marked by growth and
maturity since the passage of ERISA. Over the
period 1977-87, defined benefit pension assets
posted an enormous increase and defined benefit
payments increased almost fourfold.

However, defined benefit coverage remained
relatively stable in the last decade. Several pos-
sible reasons have been cited for this stagnancy.
First, ERISA requires employers to insure their
defined benefit plans with the U.S. Pension
Benefit Guaranty Corp., thus increasing costs
for operating pension plans. Such insurance pay-
ments are not required for defined contribution
plans, a different type of plan in which fund contri-
butions by employers are specified, and contribu-
tions often are invested in interest-bearing ac-
counts. These plans do not specify the amount of
the final benefit received, which depends on the
size of the worker’s account and the appreciation
in its value from inception to termination.

Other ERISA requirements, such as vesting
and other minimum benefit standards, may alse
have increased the cost of administering defined
benefit pension plans. Declining employment in
industries that historically have favored defined
benefit plans, such as manufacturing firms that
participate in collective bargaining, and the ter-
mination of many overfunded plans during the
mid-1980’s are other factors frequently cited as
contributing to the slowing of growth,

The increasing number of smaller, service-
oriented firms, which are vsually not collective
bargaining participants, has played an important
role in the growth of defined contribution plans.

Monithiy Labor Review December 1991 21



Evolution of Defined Benefit Pensions

Many such firms favor savings-type vehicles.
To a smaller extent, the increasing number of
defined contribution plans also can be partially
explained by the termination of defined benefit
pension plans, some of which have been re-
placed with defined contribution plans. Other
often cited factors in the growth of defined
contribution plans are favorable tax treatment of
employer and employee contributions and an
increasing desire by employees to have more
control over funds invested for retirement.

As a result of changes in pensions and other
benefits, there was increased interest in obtain-
ing comprehensive data on benefits. The Bureau
of Labor Statistics began its Employee Benefits
Survey in 1979, in part to meet this need, and
began to publish valuable data during the early
1980’s. The Employee Benefits Survey pro-
vides detailed data on the incidence and charac-
teristics of a variety of employee benefits in
medium-size and large establishments, as well
as in State and local governments. Currently, the
survey is further expanding its scope to include
benefits provided employees of small private
establishments (1 to 99 employees). With this
addition, the Employee Benefits Survey will be
the most comprehensive economywide benefits
survey available.

During the 1980’s, plan assets grew rapidly,
while employee coverage increased only slightly.
By 1980, almost 180,000 defined benefit pen-
sion pians, funded by $400 billion in assets,
covered 38 million active workers.*? By 1987,
more than 232,000 defined benefit pension plans
covered nearly 40 million participants, and the
assets of these plans reached nearly $900 billion.

Benefit provisions became more generous
during the decade. In 1980, the majority of
pension plan participants (70 percent) in me-

Footnotes

dium-size and large firms were fully vested after
10 years of service, according to the Employee
Benefits Survey. By 1989, the majority of work-
ers became vested at any age after 5 years of
service, in compliance with recent amendments
to ERISA. The most common early retirement
requirement in 1989 was attainment of age 55
with 10 years of service. The majority of em-
ployees could receive normal retirement ben-
efits before age 65.

The trend toward private defined benefit pen-
sion plans that are financed entirely by the em-
ployer continued in the 1980°s. In 1989, BLS
reported that 96 percent of those full-time em-
ployees in medium-size and large establishments
who were covered by defined benefit pension
programs had their benefits wholly employer-
financed. ™

THE CHANGES IN PRIVATE PENSION PLANS that
have occurred since 1875 have, in almost all
cases, benefited the employee. Changes have
resulted from employers’ initiatives, collective
bargaining, and pension legislation. In recent
years, ERISA has proved to be perhaps the single
largest influence on current pension plans. This
act regulates almost every aspect of pension,
profit-sharing, and thrift plans. Many pension
provisions stabilized under ERISA; the guarantee
of certain minimum benefits has ensured that
employees covered by different pension plans
can expect to be equally secure in their benefits.
In the years since passage of ERISA, the
health of the Nation’s pension plans has
continued to receive close scrutiny; as the popu-
lation ages, policymakers will no doubt continue
to pay close attention to the availability and
terms of employer-sponsored retirement income
plans. O
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