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fulfilling pension obligations, but then dismiss them prematurely
because of unexpected change in the firm’s situation (e.g., a technolog-
ical breakthrough or unexpected foreign competition). Again, this can
result in financial gains to the firm. In both cases, whether behaving in
a deceptive manner or responding to an unexpected change, the firm is
said to be engaging in opportunistic behavior.

Most of the evidence of opportunistic behavior by employers takes
the form of specific court cases, two of which are discussed here. In
both instances, the presence of a pension increased the risk of layoff.

DeSoto, Inc.

Four former employees of DeSoto have charged that in 1989 the
company laid off 10 percent of its workforce in an effort to increase the
overfunding in its pension plan and thereby help avert a takeover
attempt.> The laid-off employees filed suit in U.S. District Court in
Chicago to stop the company from terminating its pension plan and
from distributing $28 million in after-tax surplus assets to its share-
holders. The plaintiffs, who had each worked at the company for
between 16 and 29 years, argued that DeSoto had laid off 200 employ-
ees late in 1989 as part of an effort to thwart a $50-per-share hostile
takeover bid by Sutton Holding Corporation of New York. As of late
1992, this case had not been decided.

Continental Can Company

The U.S. Court of Appeals for the Third Circuit ruled that a nation-
wide program at Continental Can Company targeted for layoff those
employees who were approaching pension eligibility and thus violated
the terms of ERISA.4 This upheld a district court judge’s injunction
against the use of the plan (McLendon v. Continental Can Co., CA 3,
No. 89-5596, 7/26/90).

Under a 1977 collective bargaining agreement with the United Steel
Workers, Continental established “magic number” pension benefits to
ensure benefits for employees subjected to periodic (temporary) lay-
offs. Benefits under the plan, which accrued when the employee
reached a certain age and a certain number of years of service, included
layoff benefits to those employees experiencing a break-in-service of
two years or more from plant shutdowns, involuntary layoffs, or physi-
cal disability.
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Faced with both substantial unfunded liabilities under the pension
plan and a dwindling market for steel beverage cans, Continental Can
devised the “bell system,” a nationwide program subsequently found
by a federal judge to stand as a reverse acronym for “Let’s Limit
Employee Benefits” or “Lowest Level of Employee Benefits.” A com-
puter program generated printouts of the workforce with codes
attached to each worker showing benefit eligibility and identifying
which employees were close to vesting.

Four employees who lost their jobs brought a class action against
the company in 1983, charging that Continental had implemented the
“bell system” to avoid pension liabilities in violation of section 510 of
ERISA. The plaintiffs maintained that they were laid off because they
were approaching eligibility for magic number pension benefits, and
that Continental kept them on permanent layoff, even when jobs were
available, to prevent them from achieving a vested right to benefits.

The company claimed that the system was strictly informational and
that the employees who were laid off lost their jobs because of the
industry slowdown. In 1989, Judge H. Lee Sarokin of the U.S. District
Court in New Jersey found that Continental had “‘engaged in a com-
plex, secret and deliberate scheme to deny its workers bargained-for
pensions (that) raises questions of corporate morality, ethics and
decency which far transcend the factual and legal issues posed by this
matter.” After several appeals, Continental Can agreed to a $45 million
settlement as a final resolution of the case.

Evidence of Pensions Associated with Fewer Layoffs

These court cases appear to be isolated examples of situations in
which the presence of a pension increased the likelihood of layoffs.
Virtually all economic studies that examine the more general experi-
ence conclude the opposite: workers who are covered by a pension are
less likely to be laid off than workers who are not covered.

Several studies have examined both quits and layoffs (i.e., Mitchell
1982; Allen, Clark, and McDermed 1986; Even and Macpherson
1990a). In general, these studies find that the relationship between pen-
sions and worker mobility is even more negative for total job change
than for quits.® Only a few studies explicitly examine the impact of
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pensions on layoffs (Parnes, Gagen, and King 1981; Cornwell, Dorsey,
and Mehrzad 1991; Allen, Clark, and McDermed 1990).

Parnes, Gagen, and King (1981) investigate whether the presence of
a pension affects the likelihood of being permanently laid off. Using
the National Longitudinal Survey of Mature Men, they identify men
who at the time of the initial (1966) survey had been with their current
employer for at least five years and who were permanently separated
from that employer sometime between 1966 and 1975. Because their
concern is with displaced workers for whom layoffs are unaccustomed
events, Parnes, Gagen, and King exclude workers in construction and
agriculture. According to their multiple classification analysis, older
male workers with pensions are considerably less likely to be displaced
than older male workers without pensions: the likelihood of displace-
ment is approximately 5 percent for men with pensions and 12 percent
for men without pensions.

Cornwell, Dorsey, and Mehrzad (1991) also use the National Longi-
tudinal Survey of Mature Men; however, they select men who were
discharged between 1971 and 1976 and do not exclude workers in con-
struction and agriculture. (They do, however, exclude self-employed
workers.) Despite these differences, their results are similar to those of
Parnes, Gagen, and King. They find that, on average, the likelihood
that an older pension-covered worker will be laid off is 4.6 to 5.4 per-
centage points lower than that for an older, noncovered worker.$

In addition, Cornwell, Dorsey, and Mehrzad examine whether the
value of potential pension loss affects dismissals among older male
workers. Their results on this are mixed. When the pension loss calcu-
lations are based on a constant wage-pension tradeoff, the pension loss
coefficient is zero and is insignificant.” Coupled with the negative and
significant coefficient on the pension coverage variable, this signifies
that while workers with pensions are less likely to be discharged, the
risk among covered workers is no higher for workers with greater
potential losses. However, when the pension loss calculations ignore
the wage-pension tradeoff, the pension loss coefficient becomes larger
and significant, signifying that a higher loss raises the risk of layoff.

The Cornwell, Dorsey, and Mehrzad study tests whether firms
behave in an opportunistic manner. Although the authors find no
empirical support for the idea that pensions raise the risk of layoff for
older male workers, they point out that, because the agreed-upon risk
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of discharge will probably be lower for pension-covered workers in an
implicit contract, their findings do not necessarily rule out opportunis-
tic behavior. As a further examination of the issue of opportunistic
behavior, they investigate whether unanticipated pension losses
increase the likelihood of layoffs. They find that workers with greater
unexpected losses are more likely to be discharged. They also attempt
to test whether firms with declining profits and declining reputation
capital are more likely to behave in an opportunistic manner, but their
results are insignificant. Their final test is an examination of the effect
of ERISA on the probability of dismissal. They cannot reject the
hypothesis that ERISA had no effect on the propensity of employers to
dismiss workers who were covered by pensions.

Like Cornwell, Dorsey, and Mehrzad (1991), Allen, Clark, and
McDermed (1990) explore whether pension losses affect layoffs. How-
ever, because they use the Panel Study of Income Dynamics (PSID)
rather than the National Longitudinal Survey of Mature Men, they look
at all workers rather than just older male workers. Their PSID sample,
which covers the period 1975-82, consists of private wage and salary
workers who were employed at the time of the 1975 survey and
reported earnings. They selected only those workers under age 55 (in
1975) who were heads of household working 35 or more hours per
week, and they excluded individuals employed in agriculture, forestry,
fishing, and unclassified trade industries. Allen, Clark, and McDermed
find that for these workers the probability of being laid off falls by 1.3
percent for each $1,000 increase in the capital loss of the pension.®
(Recall that this is not consistent with the findings of Cornwell,
Dorsey, and Mehrzad, who find a positive relationship between the
two.)® The capital loss has a much larger effect on layoffs than on quits.
Allen, Clark, and McDermed do not explain why there is a smaller
impact on quits, but they point out that the observed negative relation-
ship between layoffs and capital loss is consistent with models that
portray pensions as “part of an implicit contract where bonding pre-
vents shirking and reputational concerns prevent employers from
pocketing...(the capital loss)...by firing their workers” (Allen, Clark,
and McDermed 1990, p. 26).

In summary, econometric studies on the relationship between pen-
sions and layoffs suggest that the presence of a pension is associated
with fewer layoffs. However, the evidence on the relationship between
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pension loss and the probability of layoff is mixed. In general, the
research findings are consistent with models that view pensions as part
of an implicit contract between workers and firms. Although none of
the findings rules out opportunistic behavior by firms, they suggest that
opportunism does not dominate.

Researchers have not yet fully explored the reasons why these
empirical studies indicate a negative relationship between pension cov-
erage and layoffs. This remains fertile ground for future research.

THE IMPACT OF LAYOFFS ON PENSION BENEFITS

Pension-covered workers who are laid off can suffer the same porta-
bility losses as workers who quit their jobs. However, laid-off workers
may incur additional losses as well. These losses are associated with
the inability of many displaced workers to find jobs equivalent to the
ones from which they were laid off (i.e., their new job may offer a
lower wage or a less generous pension or no pension at all). In addi-
tion, laid-off workers may decide to drop out of the labor force because
the job prospects are so bleak, or they may experience lengthy periods
of unemployment. Some displaced workers may receive benefits (i.e.,
severance pay) to help compensate them for their losses. However, in
many cases, these benefits fail to compensate them for lost earnings, let
alone pension benefit loses.

Although laid-off workers do not inevitably find themselves in these
situation, one of the empirical regularities that distinguishes quits from
layoffs is that laid-off workers are far more likely to encounter these
adversities than workers who quit. Policymakers who are concerned
with the impact of turnover on pension benefit loss should be aware of
these potential situations and take them into account when designing

policy.
Nonportability Losses

In addition to portability losses, workers who are 1aid off may incur
other pension losses based on their subsequent employment experi-
ence.
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Losses from Lower Wages or Less Generous Pension

Reemployed displaced workers may suffer pension benefit losses
either because their new job offers a pension with less generous terms
or because their reemployment wage (and subsequent earnings path) is
lower than what it otherwise would have been. There is no evidence on
the likelihood that a laid-off worker will be reemployed in a job offer-
ing a pension with less generous terms. However, there is a consider-
able amount of research on the impact of layoffs on reemployment
wages which affect the pension benefits of covered workers.

In summarizing the literature on wage loss associated with layoffs,
Hamermesh (1989) states that, on average, reemployment wages are 5
to 15 percent below wages on the terminated job. Gustman and Stein-
meier (1990) present evidence that pension-covered jobs may be at the
high end of this range. Using data from the 1984-87 PSID for males
age 31 to 50, they estimate that the mean wage of involuntary movers
from pension-covered jobs falls by 9.1 percent, while the wage of
involuntary movers from non-pension-covered jobs rises by 4.1 per-
cent.'”

Examining the average wage loss associated with layoffs obscures
the substantial variation in what happens to workers when they are laid
off. Each of the three Displaced Worker Surveys shows that about half
of the displaced workers earn as much or more in their new job as they
did in the job from which they were terminated. However, approxi-
mately 30 percent of the workers earn 20 percent or more less (Flaim
and Sehgal 1985; Horvath 1987; Herz 1990). If this decline in wages
persists over time, the pension-covered workers in this group will suf-
fer moderate benefit losses (assuming benefits are based on earnings).

Losses from having No Pension

Some displaced workers find themselves without a pension after
they are laid off. This can occur for two reasons. Either the new job
does not offer a pension, or the worker remains unemployed and may
permanently drop out of the labor force. Only a small percentage of
workers who were laid off permanently drop out of the labor force.
Information on the dropout rate is limited, but using the longitudinal
capabilities of the CPS, Devens (1986) provides evidence that less than
15 percent of displaced workers remain permanently out of the labor
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force. Those workers who were covered by a pension may suffer con-
siderable loss of benefits.

Similarly, pension-covered displaced workers who are reemployed
in jobs that do not offer pensions may also suffer losses. There are sev-
eral reasons why laid-off workers may be reemployed in nonpension
jobs. First, some workers may decide to take part-time jobs, which are
less likely to offer a pension than full-time jobs. According to the first
and second Displaced Worker Surveys, of the displaced workers with
three or more years of tenure who worked full time on their terminated
job and who were able to find new jobs after being laid off, approxi-
mately 10 to 12 percent were in part-time jobs. Another 8 percent were
self-employed, and the remainder were in full-time wage and salary
jobs (Flaim and Sehgal 1985; Horvath 1987)." A second reason is that
some laid-off workers, particularly those who lose jobs in declining
industries, must switch industries in order to find a new job. As shown
in table 11.1, the general tendency is for workers to move from jobs in
the goods-producing industries (especially manufacturing), where pen-
sion coverage is high, to jobs in the services and trade industries,
where pension coverage is low. For example, only 39.8 percent of the
(reemployed) workers who were displaced from jobs in durable goods
manufacturing were reemployed in that industry. Almost 17 percent
went into wholesale and retail trade, where pension coverage rates
were considerably lower. Another 16 percent went into services.

Gustman and Steinmeier (1990, tables Al and A4) present wide-
ranging evidence on the extent to which pension-covered displaced
workers are reemployed in jobs that do not offer pensions. Using panel
data from the 1983-86 Survey of Consumer Finances (SCF) for males
31-50 years old, they find that 48 percent of involuntary movers who
had a pension on their terminated job did not have a pension on their
new job. Their data from the 1984-85 Survey of Income and Program
Participation (SIPP), which also covers males 31-50 years old, show a
much higher percentage: 71 percent of involuntary movers who had a
pension on their initial job did not have a pension on their new job.
There are several possible reasons for these varying estimates, includ-
ing small sample sizes and problems with both the SCF and SIPP data
(discussed in Gustman and Steinmeier 1990).1

Hutchens (1986) also presents evidence relevant to this issue. He
finds that firms offering pensions are less likely to hire older workers



Table 11.1

Reemployed Workers by Industry of Lost Job and Industry of Job Held in January 1984

and Pension Coverage Rates by Industry, 1983

Percentage distribution by industry in January 1984

Pension
Manufacturing Transportation Wholesale coverage
Industry of Total Durable Nondurable & public & retail rates
lost job (000s) Construction Total goods goods utilities trade  Services Other 1983
Total 3,058 10.6 28.3 18.7 9.6 75 20.7 21.0 118 47
Construction 281 43.6 6.2 4.0 22 4.2 12.6 23.2 103 32
Manufacturing 1,474 74 47.1 31.1 158 50 154 16.8 84 NA
Durable goods 980 8.5 46.1 39.8 6.3 54 16.7 15.6 78 67
Nondurable
goods 493 5.1 48.6 140 347 4.4 129 193 9.7 59
Transportation & 53 (T)
public utilities 198 11.6 12.3 17 4.6 42.6 11.8 115 102 81 (PU)
Wholesale &
retail trade 455 4.1 14.6 9.0 5.6 5.4 50.1 16.8 89 47(WT)
Services 347 7.6 12.0 8.1 39 3.6 194 46.4 109 35
Other 300 8.7 74 50 23 6.3 177 235 36.4

SOURCE: Beller and Lawrence (1992).

1L
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(over age 55). Thus, older workers laid off from a pension job are prob-
ably less likely to find another pension job than are younger laid-off
workers.

Income Replacement for Laid-Off Workers

Laid-off workers may receive compensation from a variety of fed-
eral, state, and private sources. These include unemployment insur-
ance, supplemental unemployment insurance, severance pay, trade
adjustment assistance, plant closing benefits, and pension-vesting
credit for an extra year of service. There are two reasons why compen-
sation is important to consider vis a vis pension benefit losses. First, if
the compensation either partially or fully offsets the pension losses,
then the losses incurred by laid-off workers may not be an especially
important policy issue. The policy debate can focus generally on the
impact of turnover on pension benefit losses without taking the laid-off
workers explicitly into account.

The existence of compensation for laid-off workers provides a test
of implicit contract theory. Dorsey (1990) points out that the portability
losses incurred by workers who quit act as a penalty to these workers
for breaking an implicit long-term contract with their employers. How-
ever, workers who are laid off also suffer these portability losses.
Dorsey argues that, in the case of layoffs, firms are breaking the
implicit contract, and there should therefore be a penalty to the firm (if
indeed implicit contract theory accurately describes the employer-
employee relationship). If the firm pays laid-off workers directly (e.g.,
through severance pay) or indirectly (e.g., through contributions to an
unemployment insurance fund), then this can represent a partial pen-
alty to the firm. In both cases, the magnitude of compensation relative
to the wage and pension losses is of interest.

The three Displaced Worker Surveys, which feature the most com-
plete set of information on laid-off workers, include questions on
unemployment insurance only. These data suggest that a considerable
number of displaced workers fail to receive enough benefits to cover
their lost earnings, let alone their pension losses. According to these
surveys, about half of the laid-off workers who received unemploy-
ment insurance had exhausted their benefits by the time of the survey
(Flaim and Sehgal 1985; Horvath 1987; Herz 1990).
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This conclusion is supported by findings from a 1983-84 survey of
379 workers who were put on indefinite layoff by a major automobile
manufacturer in April 1983 (cited in Flaim and Sehgal 1985, p. 14).
This survey found that, on average, compensation payments covered
about 30 percent of the displaced workers’ income loss. The amount of
income offset by these benefits was lower the longer the layoff period.
The benefits covered about 55 percent of lost income for workers laid
off for less than one year; however, they covered only 13 percent for
workers laid off for more than two years. The proportion of lost
income offset by the compensation payments also varied with senior-
ity. The benefits received by workers with more than 10 years of
seniority replaced a larger proportion of lost income than those
received by workers with less seniority.

Thus, there is some limited evidence that for some workers compen-
sation benefits fail to offset lost income. However, there is other evi-
dence that this is not the case for all laid-off workers. Flaim and Sehgal
(1985, p. 14) cite the following finding from a demonstration study
(conducted in the early 1980s) involving laid-off automobile workers
from the Detroit metropolitan area:

Depending upon the particular plant from which they had been
laid off, the workers were found to have received either unem-
ployment insurance benefits, or unemployment insurance coupled
with company-funded supplemental unemployment benefits, or,
in some cases, both of these benefits as well as trade adjustment
assistance, which was paid to those whose jobs were deemed to
have been lost because of imports. Therefore, some of the workers
had their pre-layoff earnings almost entirely replaced by benefits,
at least for a time.

Moreover, there is some indication that under certain circumstances
some severance plans can compensate laid-off workers for more than
just lost earnings. For example, some severance plans are structured so
that, regardless of how long it takes to find a new job, an eligible laid-
off employee receives a certain number of weeks of salary based on
years of service.”® Under this type of plan, a worker who is laid off
after 10 years of service may receive 10 weeks of severance pay (at the
rate of pay before termination). If the worker finds a new job after two
weeks and if the new job features at least the same rate of pay as the
old job, then the worker will receive eight weeks of compensation in
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excess of lost earnings. This could offset some of the worker’s loss in
pension wealth. Other severance plans stop payments when the worker
begins a new job. However, some of these plans offer laid-off workers
a guaranteed minimum, i.e., if the employee is entitled to a maximum
of 18 weeks of severance pay but finds a job within three weeks, that
employee receives the guaranteed minimum, say 13 weeks of sever-
ance pay. Again, in cases like this, certain laid-off employees may
receive more than their lost earnings, and thus be compensated for
some of their loss of pension wealth.

It is not known how common these particular types of severance
plans are. In general, however, severance plans are fairly common. The
most recent Employee Benefits Survey shows that 39 percent of all
full-time employees in medium-size and large firms (defined as
employing at least 100 workers) were eligible for severance pay (U.S.
Department of Labor 1990). The percentage is higher for professional
and administrative employees (54 percent) and technical and clerical
workers (46 percent) than for production and service employees (27
percent).* These figures are similar to those from a U.S. Government
Accounting Office (1986) survey conducted in the mid-1980s. This
survey covered firms that appeared to have laid off workers recently
and found that 54 percent of these firms offered severance pay. The
percentages were higher for white-collar workers (53 percent) than for
blue-collar workers (34 percent).'s Doescher and Dorsey (1992) found
that explicit pension plan provisions for early retirement bonuses in the
event of a major layoff are common. Allowing older workers to begin
receiving benefits immediately reduces or eliminates their pension
losses. They also found that severance pay plans were more likely in
firms that also sponsored defined benefit pensions. This result is con-
sistent with the prediction that employers will attempt to offset defined
benefit pension losses of job losers. Clearly, further research is needed
to identify the extent to which benefits paid to laid-off workers com-
pensate them for lost earnings and lost pension wealth. At issue is
whether these benefits in any way offset the pension wealth losses
incurred by workers when they are laid off.
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Policy Implications of Layoffs

The effect of layoffs on pension benefit losses is an important policy
issue, not because it affects a large number of workers, but because it is
such an important issue for those it does affect. To date, most of the
policy focus has been on preserving the pension benefits of mobile
workers in general, with little distinction between workers who quit
and those who are laid off. This section fiist discusses how the general
policy proposals will affect laid-off workers. It then suggests the kinds
of policies that could help the small minority of high-tenure workers
who suffer serious pension losses when they are laid off.

In general, the policies directed at preserving the pension benefits of
mobile workers can be classified as either policies that affect the porta-
bility of pensions or policies explicitly designed to preserve retirement
income. While these policies may meet most of the needs of workers
who voluntarily quit their jobs, they only address some of the concerns
of workers who are involuntarily laid off. The policies designed to
enhance portability generally focus on plan design changes. Some pro-
posals call for more liberal vesting requirements, while others attempt
to expand service portability.

Requiring shorter vesting schedules would enhance portability by
allowing more short-tenure workers to carry accrued pension benefits
with them when they change jobs. About 70 percent of all laid-off
workers had less than five years of tenure. While not all of these work-
ers are covered by pension plans, this statistic suggests that a high per-
centage of displaced workers lose their pension benefits because they
are not vested. Policies to tighten vesting requirements will reduce the
number of short-tenure workers who must forfeit their accrued benefits
when they are laid off.

Policies designed to enhance service portability will also help dis-
placed workers. A vested worker who is covered by a defined benefit
plan and is laid off will suffer a pension benefit loss due to backload-
ing. Policies requiring either that the vested benefits of separated par-
ticipants be adjusted for inflation or the defined benefit plans give
participants credit for service at previous jobs or that permit only
defined contribution plans would help blunt this loss. A policy that
requires indexing would eliminate most of the loss from backloading,
as would a policy that permits only defined contribution plans. How-
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ever, policies that call for pooling of service credits or require employ-
ers to credit all years of service in the workforce would only be
effective for workers who are reemployed in jobs that offer pension
coverage. Because the general tendency is for laid-off workers to leave
jobs in industries where pension coverage is high for jobs in industries
where pension coverage is lower (table 11.1), these types of policies
could seriously undermine elimination of losses due to backloading for
laid-off workers.

While the portability policies discussed above will help laid-off
workers, it is not clear that the policies designed to preserve retirement
income will do so. The primary focus of policies designed to preserve
retirement income is to limit the use of lump-sum distributions for cur-
rent consumption. This involves placing limits on preretirement distri-
butions, increasing the tax penalties on distributions that are not rolled
over, and simplifying the transfer of distributions into qualified retire-
ment accounts. As is the case for workers in general, these types of pol-
icies will help preserve retirement income for laid-off workers.
However, some displaced workers may be better off if they can use
their accrued pension benefits to help them through a lengthy period of
unemployment. Policies permitting hardship distributions would be
one way to help displaced workers.

It is important to note that neither the portability policies nor the
preservation-of-retirement-income policies address some of the more
significant pension benefit losses incurred by some displaced workers,
in particular losses associated with failure to find a new job or with tak-
ing a new job that does not offer a pension. These losses must be
addressed through other channels.'® One way to do this might be to
require that pension plans offer laid-off workers some kind of nonmon-
etary bonus or credit to compensate them for their loss. For example,
some pension plans automatically vest laid-off workers. Others credit
laid-off workers with an extra year of service for vesting purposes
(Pension Rights Center 1990-1991). Requiring plans to include either
of these provisions, or a similar provision (e.g., offering laid-off work-
ers an extra year of service for purposes of computing benefits), could
help compensate displaced workers for their loss in pension wealth.

Another approach might be to directly compensate workers for their
pension losses. This could occur through any of the programs currently
in place to compensate displaced workers for their lost earnings. For
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example, the trade adjustment assistance program and perhaps the
unemployment insurance program could be expanded to cover com-
pensation for lost pension wealth. Similarly, severance payments and
plant-closing benefits could be structured so that they include pension
wealth compensation for laid-off workers.

Any serious consideration of these proposals should include an
assessment of costs. It is also important to determine to what extent
laid-off workers are currently compensated for their wage and pension
losses. The current literature offers only scant information on this

point.

CONCLUSIONS

Both workers who quit and workers who are laid off can incur sev-
eral different types of losses. Portability policies will help with the
vesting losses and backloading losses incurred by workers experienc-
ing both types of turnover; preservation-of-retirement-income policies,
on the other hand, will help workers who quit, but may make displaced
workers worse off. The other categories of pension wealth loss—losses
incurred because of either a less generous pension on the new job or no
pension at all following the layoff—will not be addressed by current
proposals to enhance portability and preserve retirement income. For
workers who quit, this is not a major concern because they voluntarily
incur the pension losses. For laid-off workers, however, it is important
to know the extent to which the benefits paid compensate them for lost
earnings and lost pension wealth. If the benefits either fully or partially
offset the pension wealth losses, then policies designed to enhance
pension. portability may be sufficient to meet the needs of laid-off
workers. However, if the benefits do not offset their losses, then there
may be a need to develop special policies for workers who incur losses
in their pension wealth due to being laid off.
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NOTES

1. This chapter was written by Tabitha Doescher.

2. Firms that engage in this type of deceptive behavior may have considerable difficulties
recruiting a quality workforce. Further, some aspects of this type of behavior would violate fed-
eral pension law.

3. This case was reported in Chernoff (1990, pp. 2, 38).

4. This case was reported in Bureau of National Affairs (1990).

5. Although this finding seems to suggest that pensions deter layoffs even more than they deter
quits, the results are sometimes confounded by the inclusion of temporary layoffs in total job
changes.

6. This may include temporary, as well as permanent, layoffs.

7. In this regression, the pension loss calculations assume that workers receive a pension 1n
lieu of higher wages. Thus, the pension loss calculations net out the sacrifice of future wages. The
tradeoff is assumed to be a constant fraction of the wage.

8. Thus may include temporary, as well as permanent, layoffs.

9. Cornwell, Dorsey, and Mehrzad obtained their pension loss data from Robert Clark, so the
difference between the two studies cannot be attributed to differences 1n calculating the pension
loss (or capital loss) variable. One possible explanaton is that Cornwell, Dorsey, and Mehrzad
look at older male workers only, whereas Allen, Clark, and McDermed examine workers who
were under age 55 at the beginning of the study.

10. These figures from both Hamermesh and Gustman and Steinmeier are simply compari-
sons between the real wage at the time of the layoff and the real reemployment wage; they do not
take into account any merit or productivity wage increases which may have occurred in the
absence of displacement. For those workers with lengthy periods of unemployment, this could be
a sizable omission.

11. These surveys were conducted during downturns 1n the economy. The statisucs may vary
over the business cycle.

12. It 1s nteresting to contrast these data with information on the current pension status of
workers who participated in a pension plan on a prior job. Using the May 1988 CPS, Piacentini
(19904, table 2) reports that 69 percent of private-sector, full- time workers who participated in a
pension plan on a prior job were covered by a pension on their current job; 53 percent reported
that they were currently participating 1n a plan. These figures were 70 percent and 56 percent,
respectively, for the males in the sample (tabulations for males ages 31-50, the group used by
Gustman and Steinmeier, were not available). Thus, 30 percent of the males who had a pension on
a previous job were not covered by a pension on their current job, while 44 percent were not cur-
rently participating 1n a pension plan. (Note that these data include males who quit their previous
Job, as well as those who were laid off.) This is only a slightly lower percentage than that found by
Gustman and Steinmeier for laid-off males included in the Survey of Consumer Finances; how-
ever, it 1s a considerably higher percentage than that found in the Survey of Income and Program
Participation.

13. With thus type of plan, there 1s no built-in disincentive to avoid job search.

14. The Employee Benefits Survey also contains information on supplemental unemployment
benefits, which are much less common than severance plans. Five percent of all full-time employ-
ees are ehigible for supplemental unemployment benefits. The percentage is higher for production
and service employees (9 percent) than for professional and administrative employees and techni-
cal and clerical workers (2 percent each).

15. The General Accounting Office survey also shows that 16 percent of the firms offered
early retirement to laid-off workers, 15 percent offered pay in ieu of notice, 10 percent offered
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lump-sum payments, 10 percent offered supplementary unemployment benefits, 43 percent
offered continuation of health insurance, and 28 percent offered continuation of life insurance.
Except for supplementary unemployment benefits, the white-collar percentages were higher than
the blue-collar percentages.

16. These losses may also be incurred by workers who quit their jobs. However, workers who
quit are presumably doing so voluntarily. There is no perceived policy need to compensate them
for these losses. Laid-off workers are a different matter. Because these workers leave their jobs
involuntarily, it may be desirable to provide them with some kind of compensation.
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An International Perspective
on Pension Portability

In searching for solutions to the pension portability problem, policy
analysts should consider all available evidence on the range and feasi-
bility of policies. Because several countries have done more than the
United States to reduce pension benefit loss, a close look at their poli-
cies might answer a number of feasibility questions faced by U.S. poli-
cymakers.!

This chapter examines portability policies in countries with private
pension systems similar to those of the United States and focuses on
policy aspects that may be applicable to the U.S. pension system.? The
countries considered are Canada, Japan, the Netherlands, and the
United Kingdom. Each has a well-developed private pension system
where employers voluntarily provide pension benefits. Other western
industrialized countries, such as Germany, France, and Italy, have pen-
sion systems that differ considerably from those of the United States,
and for that reason they are considered in less detail.

BACKGROUND

Employer-sponsored private pension systems in Japan, the Nether-
lands, the United Kingdom, and the United States are regulated by the
national government. In contrast, pensions in Canada are regulated by
the provincial governments, with each province having separate stan-
dards for its pension plans.?

The province of Ontario employs 40 percent of Canada’s private-
sector workers and thus represents a major part of the country’s experi-
ence. Ontario has been a leader in pension reform, with other provinces
often copying its policies. For this reason, Ontario is treated as repre-
senting Canadian pension policy for purposes of this chapter.
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Employer-sponsored pensions in the Netherlands are nearly univer-
sal for full-time workers. By contrast, less than half of the private-sec-
tor labor force in the United States, Canada, Japan, and the United
Kingdom is covered by an employer-sponsored pension plan. The
three English-speaking countries, however, all provide tax advantages
for individual retirement accounts, which can substitute for employer-
sponsored pensions. Workers may use IRAs for pension portability,
since they can transfer preretirement distributions from employer-
sponsored pensions to an individual account. Workers also may choose
an individual plan as a portable alternative to an employer-sponsored
pension. While individual plans are not available in Japan, until
recently Japanese workers could have tax free savings accounts, which
could be used like an IRA.

Patterns of job change vary across countries (table 12.1), possibly
reflecting the differing attitudes towards job change. Only 4 percent of
Japanese workers left their jobs over a one-year period (Yumiba 1991),
while 11 percent of British workers did so (Daykin 1991). In the Neth-
erlands and the United States, 7 percent of workers changed jobs in a
year (Keizer 1991). In all four countries, women more commonly
changed jobs than men (table 12.1). In Japan and the United Kingdom,
young males more commonly changed jobs than older males (table
12.2).

Table 12.1
Job Changers as a Percentage of Labor Force
Total Males Females
Japan 42 38 4.8
Netherlands 6.7 6.5 7.3
United Kingdom 11.0 10.0 14.0
United States 6.5 NA NA

SOURCE: Turner and Dailey (1991).

Canada, Japan, and the United Kingdom have a two-tiered social
security system. The first tier provides a flat benefit per person, and the
second tier provides an earnings-related benefit. Japan and the United
Kingdom allow workers to “contract out” of the earnings-related part
of social security. Employers can cut social security payments if they
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fund equivalent pensions, and the contracted-out pension plans have all
of the portability features of social security. British workers also can
opt out of the earnings-related part of social security (the State Earn-
ings Related Pension) by contributing to an individual Personal Pen-
sion Plan. But it is only financially beneficial for workers under the
ages of 40 to 45 to do so because of the long period needed to accumu-
late sufficient benefits in a Personal Pension Plan. Non-contracted-out
pensions are the ones that correspond most closely to U.S. private pen-
sions.

In Canada, the Netherlands, and the United Kingdom, defined bene-
fit plans are often contributory—workers and employers both contrib-
ute to the plan. This creates portability problems not faced in the
United States, where contributory defined benefit plans are rare. In
Japan and the Netherlands almost all plans are defined benefit plans.
Canada and the United Kingdom have some defined contribution
plans, but they are not as common as in the United States. Thus, while
the United States does not have some portability features provided in
other countries, portability features of U.S. defined contribution plans
generally are not found elsewhere.

Table 12.2
Percentage of Males Who Changed Jobs as a Percentage
of All Male Employees by Age, 1987 and 1989

United Kingdom Japan

Age range (1987) (1989)
<25 21.6 11.0
25-34 12.0 4.8
35-44 7.0 2.6
45-54 4.0 2.0

55-59 } 40

60-64 20 31
65> NA 1.7

SOURCE: Turner and Dailey (1991).

Most Japanese pension plans are severance pay plans, yielding lump
sum benefits whenever employment ends, whether at retirement age or
earlier. Vested deferred benefits for job leavers are not maintained with
the former employer.
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PORTABILITY POLICIES

The following section focuses on particular portability policies that
have been adopted in other countries, comparing vesting standards,
preretirement indexing, service portability, and lump sum distribution.
Because the Netherlands is the only European country where a new
employer bears liability for a worker’s pensionable service with a prior
employer, the manner in which the Dutch handle service portability is
examined in depth.

Vesting Standards

The maximum period for a Dutch, British, or Canadian worker to
vest is less than for an American. In the Netherlands, workers must
vest after participating one year in a plan, though participation may be
restricted until age 25 or later. The United Kingdom requires vesting
after two years of participation, but workers are usually eligible to par-
ticipate at age 19 after one year of work. Ontario requires vesting after
two years of tenure in a plan.

Japan is the only one of these countries with no legislated vesting
rules, yet Japanese pension plans provide rapid vesting even without
regulations.* Less than 15 percent of workers are in plans that require
over two years if separation is initiated by the employer. By contrast,
60 percent of workers are in plans that require over two years if separa-
tion is voluntary. Even for long service, the firm pays higher lump
sums if the firm rather than the worker ends the job.

Vesting is immediate in France, but it requires 10 years of service
and age 35, or 12 years of service, in Germany. In Denmark contribu-
tions vest, but benefits do not.’

Preretirement Indexing

When a worker changes jobs and the plan indexes deferred benefits
for inflation, the employer pays for much of the portability loss that
otherwise occurs with job change. In the Netherlands, most plans vol-
untarily index deferred vested benefits. Also in the Netherlands, if the
plan awards benefit increases or cost-of-living adjustments to its retir-
ees, it must grant the same increases to former workers with deferred
pensions.
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British law requires plans to inflation-index deferred vested benefits.
Legislation requires plans to index benefits before retirement for job
leavers, up to 5 percent annually based on increases in retail prices. Ire-
land, starting in 1996, will require plans to index deferred vested bene-
fits up to 4 percent annually. Because of the caps, these systems
completely index benefits only if inflation is low.S Plans are not
required to index deferred vested benefits in Canada or the United
States and rarely do so.

Japanese plans do not index deferred vested benefits because job
leavers receive accrued benefits as a lump sum payment at separation.
Japan has considered lifetime employment with one employer as the
most desirable career pattern; thus policymakers have had little con-
cern for minimizing portability losses.

Portability of Service

Plans transfer deferred vested benefits in the Netherlands through
five portability clearinghouses called transfer circuits. A plan may par-
ticipate in a portability clearinghouse, and most large pension plans do.
The private sector set up clearinghouses in 1987 after the Dutch gov-
ernment indicated that it would mandate a solution if the private sector
did not develop a way to eliminate pension benefit losses for job leav-
ers.

The clearinghouses require plans to use benefit formulas based on
final average salary and years worked and allow insured and nonin-
sured plans to participate. In 1988, 78 percent of workers (including
government employees) in a pension plan were in a plan belonging to a
portability clearinghouse (Keizer 1991). A job leaver may leave the
vested rights in a former employer’s pension plan or use a clearing-
house to transfer them to a new employer’s plan.

Small pension plans in the Netherlands provide portability in a dif-
ferent manner. Most are insured through purchase of individual poli-
cies under a group arrangement and may transfer the paid-up policy to
job leavers.

A Dutch worker who leaves a job has a right to a deferred pension in
proportion to his/her service relative to a full career. Before the mid
1980s, the worker only had a right to a deferred pension based on the
paid-up premiums (for an insured plan). The funding methods used
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often made the former sum much less than the pension figured in pro-
portion to service.

Key to reducing portability losses through an employer-based sys-
tem is deciding who pays for the losses—the former employer or the
new employer. This issue is complicated when plans use different actu-
arial assumptions. The interest rate and wage growth rate assumptions
strongly affect the calculated value of pension liabilities. The gap
between these two assumptions is key in figuring whether the old or
new employer pays the extra sum needed to cut the portability loss.

Usually the interest rate assumption is 1 or 2 percentage points
higher than the wage growth rate assumption for figuring liabilities in
an ongoing plan. The more the interest rate assumption exceeds the
wage growth rate assumption the less the sum transferred by the
former employer. With a difference between the two assumptions of 1
or 2 percentage points for figuring a job leaver’s liability, the former
employer would pay for the portability loss otherwise occurring. That
pattern of assumptions is equivalent to projecting wages and using a
market interest rate.

In the Netherlands, to figure the sum transferred by the former
employer to the clearinghouse, uniform actuarial assumptions must be
used. These assumptions exclude decrements to pension liabilities
other than mortality (no job turnover assumed) and future salary
increases (a zero wage growth rate assumption), and include a 4 per-
cent interest rate for discounting future liabilities. With a 4 percent
interest rate assumption and a zero wage growth assumption, the old
employer transfers more assets than had he/she assumed a market
interest rate, say 7 percent, and a zero wage growth assumption. Future
liabilities are discounted at a lower real rate in the first instance. With
these assumptions, the former employer pays for some future benefits
arising due to the effect on benefits of future wage growth credited to
past service.

When figuring asset transfer value in the Netherlands, however, the
accrued liability’s present value derived by using these assumptions is
further cut. It is reduced by a percentage depending on the difference
between the 4 percent interest rate and the interest rate on a portfolio of
government bonds. The cut is not sufficiently large to make the liabil-
ity equivalent to that figured using a zero wage growth rate assumption
and a market interest rate.
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These adjustments produce a liability causing the former employer
to pay for part of the effect of future salary increases on the benefit for
the transferred service. The new employer, however, must pay a large
part of the effect of future wage growth on past service.” The Nether-
lands is the only European Community country where the new
employer has a liability for the effect of future wage growth on pen-
sionable service with a prior employer. In all other countries, the
worker loses this advantage.

Japan has two portability clearinghouses—one that handles large
plans and one that is dedicated to smaller groups. Until 1989, the clear-
inghouse for large plans—run by the government Pension Fund Asso-
ciation—only accepted transfers of pensions up to the sum contracted
out of social security. Since 1989, it has accepted the contracted-out
portion of a pension as well as any additional pension benefit. The
clearinghouse for small plans—Smaller Enterprise Retirement Allow-
ances Mutual Aid Plans—is used by only 3 percent of eligible job leav-
ers.

In the United Kingdom some nationalized British industries operate
“transfer clubs,” where uniform actuarial factors determine the accrued
vested benefit to which a worker is entitled. The receiving plan grants
added years of service using the same factors; however, few employers
have taken advantage of these arrangements (Atkins 1991).

A British worker changing jobs may transfer his/her benefit to an
approved individual insurance policy. The benefit value must be fig-
ured using a current long-term interest rate. The calculation need not
consider future pay raises, but must consider statutory preretirement
inflation indexing.

One of the more bureaucratically efficient pension portability sys-
tems is found in Israel, where most workers are covered under a single
pension plan sponsored by the major labor union. Thus, when workers
change jobs, they lose no benefits because they do not change pension
plans.

Lump Sum Distributions

In contrast to Canada, the Netherlands, and the United Kingdom,
workers in Japan normally receive a lump sum payment of accrued
benefits when they change jobs. (Lump sum payment is also the nor-
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mal benefit payment at retirement.) Because Japanese savings rates
have been high, Japanese policymakers have not been concerned that
preretirement distributions would be used for nonretirement purposes.
Their lack of concern contrasts with the concern of U.S. policymakers
that workers save too little for retirement when allowed to spend retire-
ment savings.

In Ontario, vested pension benefits cannot be received in a preretire-
ment lump sum distribution. They must be locked in and can only be
received as a lifetime annuity paid during retirement.® The only lump
sum distributions permitted are for disabled persons, pensions below a
stipulated value, and 25 percent of the value of deferred pensions
accrued pre-1987. In cases where benefits are only plan-vested and not
statutorily vested (the plan has more rapid vesting than law requires),
such sums may be refunded if the plan allows. If a worker has contrib-
uted to a pension plan but has not worked long enough to vest, the con-
tributions plus interest are returned to the worker when he/she changes
jobs.

In Canada, transfers of assets can be made to a Registered Retire-
ment Savings Plan (RRSP), which is like an American IRA. The assets
in an RRSP, however, are locked in with no possibility of withdrawal
until retirement age. In theory, assets can be transferred to a new
employer’s plan, but most employers will not accept such assets. If the
plan rules specify, the deferred pension’s present value can also be
used to purchase a life annuity from an insurance company; however,
the annuity must not begin before the worker is eligible for early retire-
ment. A divorced spouse with an order for spousal benefits under the
Family Law Act of 1986 must have the same benefit options as the par-
ticipant.

The Netherlands permits preretirement lump sum distributions only
of the worker’s contributions before vesting, transfer of funds to
another plan, or emigration.

In the United Kingdom only unvested contributions can be returned
to the participant who is changing jobs; all other benefits are locked
in.® Thus, after two years in a plan, workers cannot receive preretire-
ment distributions. Recent legislation, however, gives job leavers
options for transferring funds. Preretirement distributions may be
moved to another plan, placed in a Personal Pension Plan, or used to
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buy back into the national social security system if the distribution is
from contracted-out contributions.

Funds can also be used to purchase an insurance policy or annuity
contract. Any member of a pension plan—not just job leavers—may
ask for a transfer value or cash equivalent of his/her accrued pension
rights. The plan trustees must arrange for the transfer to a statutory
alternative chosen by the member. Although it may occur anytime, this
transfer usually occurs at job change.

The United Kingdom provides two options for portable individual
retirement savings. First, workers enrolled in private pension plans are
entitled to purchase Free-Standing Additional Voluntary Contributions
from an insurance company, provided the combined benefits to which
they are entitled do not exceed statutory limits for tax exemption.
These contributions allow members of employer-sponsored plans to
increase retirement benefits through individual contributions, similar to
an IRA. Such benefits are portable because, like individual account
plans, they are not tied to an employer. The second option extends Per-
sonal Pension Plan eligibility to all employed individuals regardless of
whether they participate in an employer-sponsored plan. Workers cov-
ered by a private pension may opt out of that arrangement and set up a
Personal Pension Plan. Instead of preserving a job-leaver’s benefit
rights within the plan, a British worker may use the accrued rights to
purchase an annuity. A plan used for contracting-out may pay a pre-
mium to government to repurchase in social security pension rights
that would have replaced social security benefits.

Some British plans reject asset transfers or only accept transfers for
workers below a set age. This occurs when the employer would be
forced to subsidize prior service in a salary-related plan. Some plans
guarantee to index pension rights in line with earnings. If the member
suffers a pay cut in a new job, he/she may opt to retain rights in a prior
plan,

The United Kingdom offers job leavers many pension options
because British Conservative political philosophy highly values indi-
vidual choice. With the range of options, however, individuals may
“game the system,” seeking the arrangement most favorable to their
circumstances. The more options available, the more serious is this
problem of adverse selection, with workers of like attributes bunching
into the pension types most favorable to their life expectancy or
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income. Current U.K. pension law has been fully in place for only a
few years, and more time is needed to evaluate whether so many
choices will create funding problems for any plans due to adverse
selection in plan choice.

CONCLUSIONS

The Netherlands, the United Kingdom, and Canada have done more
than the United States to cut portability losses. These countries require
short vesting periods and stringently restrict lump sum distributions.
The Netherlands and the United Kingdom index vested benefits for
most early leavers.

Japan and the United States are the only countries in this group
allowing virtually unrestricted lump sum distributions at job change. In
the other countries, retirement benefits are preserved by requiring
workers to use one or more options: retain benefits with the prior
employer, transfer vested benefits to the new employer, or transfer ben-
efits to a portability vehicle like an IRA, where the benefits lock in
until retirement.

What lessons can be learned from countries with more pension port-
ability than the United States? Many American and Canadian observ-
ers suggest that the cost of indexing benefits for early leavers (people
with deferred vested benefits) would greatly reduce pension plan
growth. Though it has not been rigorously analyzed, the experience in
the Netherlands and the United Kingdom appears to reject that posi-
tion.

NOTES

1. This chapter draws heavily on matenal presented 1n Turner and Dailey (1991), and espe-
aally Andrews (1991). For further information about private pension systems 1n other countries,
refer to Turner and Dailey (1991).

2. For example, this chapter does not discuss the 1ssues of pension portability across national
borders, which European pension policy analysts are currently discussing because of the creation
of a single European labor market (see Jolhffe 1990).

3. This chapter compares the countries feature by feature. For an explanation of portability on
a country-by-country basis, see Turner and Dailey (1991).

4. For a discussion of portability 1n Japan, see Murakami (1991).
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5. Vesting is not required in Greece, Ireland, Italy, Luxembourg, Portugal and Belgium (for
self-admunistered plans) (Jolliffe 1990).

6. In the United Kingdom, the statutory requirement to revalue vested benefit rights originally
existed only for benefit rights accruing since January 1, 1985. Under the Social Security Act of
1990, the requirement now applies to all accrued benefits.

7. An additional techmcal calculation must then be made to determine the number of years of
service credited under the new plan. For example, assume that two plans have identical benefit
structures, except that the gaining plan provides a benefit at age 60 of 1.5 percent of final pay for
each year of service while the losing plan only provides a benefit at age 65 of 1.25 percent of final
pay. The 40-year-old member with 10 years of service was making $40,000 a year at termination
with the first employer and started with the second employer at $45,000 a year. The 10 years of
service would be shortened (to 4.82 years) for purposes of calculating benefits in the new plan
because the new benefit accrual rate and salary base are both greater. Both the old and the new
employers are responsible for funding any actuarial loss generated 1n their own plans by the port-
ability transfer.

8. For a discussion of portability in Canada see Conklin (1991).

9. This discussion of portability 1n the United Kingdom is drawn largely from Birmingham
(1991).
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Conclusions
Tradeoffs and Options

Any changes in portability policy will be made after balancing com-
peting interests. Policies that help one group or further some of their
goals may hurt another group or detract from their goals. Direct and
indirect costs diminish the extent goals are achieved or interest groups
are helped. Workers and firms may undo mandated changes in income
flows by changing compensation outside the pension plan.

Before making decisions, policymakers must clarify priorities
among goals and between groups. This book provides no answers
about priorities, which are ultimately political decisions, but clarifies
many of the conflicts and tradeoffs. This final chapter summarizes con-
flicting interests that should be considered in making portability policy
and offers a selective list of policies that will reduce portability losses.

For several reasons, portability policies that rely on a job leaver
finding another job with a pension will not work well in the United
States. Econometric evidence indicates that although firms offering
pensions employ older workers, they are less likely to hire older work-
ers. This finding is supported by statistics showing that many workers,
especially women, who had a pension on a previous job did not have
one on their current job.

Econometric studies suggest that making pensions portable will
have only a small effect on job mobility in the United States. Pensions
alone do not inhibit mobility much. Pension-covered workers are less
likely to change jobs than noncovered workers for a number of rea-
sons: (1) people covered by pensions are less likely to be laid off; (2)
jobs offering pensions tend to select workers who are less likely to
change jobs; (3) jobs offering pensions tend to pay a high enough wage
to discourage job change; and (4) other aspects of compensation, such
as retiree health benefits, also discourage job change.

193



194 Conclusions

TRADEOFFS AMONG WORKERS

Many portability options raise benefits for short-tenure workers.
The net increase in wealth for these workers and the presumed
decrease in wealth for long-tenure workers depends, however, on
whether workers pay for pension reform with reduced wages. If that is
the case, then gains or losses in wealth due to pension reform will be
offset by changes in wages. The wage-pension tradeoff, however,
probably results in an imperfect adjustment of compensation costs
because it is not possible to perfectly determine in advance who will be
a short-tenure worker.

The interests of women, who traditionally have had more job mobil-
ity than men, may be favored by portability policy. But mobility statis-
tics comparing full-time male and female workers overstate the
difference because women covered by a pension have job mobility that
more closely resembles job mobility of men. Portability policy will
raise labor market efficiency for some workers by lowering the cost of
changing jobs, but may reduce labor market efficiency for others by
discouraging long tenure and investment in job skills. The baiance
between these two groups will vary depending upon factors such as
import competition and technological changes that affect the stability
of employment in the economy.

TRADEOFFS BETWEEN WORKERS AND EMPLOYERS

If portability policy reduces employer willingness to offer a pension
pian or causes employers to offer defined contribution plans when
workers would rather have defined benefit plans, employees may be
hurt. Because portability policy would reduce income gains from job
stability, firms would use defined benefit pension plans less frequently
for retaining and rewarding long-service workers. Firms needing
highly trained and stable workforces may be hurt relative to firms
where high labor turnover has little effect on the firm’s costs.
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TRADEOFFS BETWEEN GOALS

In government budgeting, portability policies that cost the treasury
tax revenue must compete with other possible cash expenditures and
tax expenditures of government funds. More fundamentally, the goals
of labor market efficiency, retirement income adequacy, greater
national savings, governmental nonintervention, and tax equity may
conflict. Pension portability may raise retirement income while reduc-
ing efficiency for some firms where long worker tenure is needed
because of the lengthy worker training required. The goal of greater
national savings could possibly be achieved via unrestricted IRAs.
That goal, however, may conflict with tax equity if the tax benefits go
largely to high income workers.

With the possible negative and positive effects of portability policy,
along with little evidence on the relative importance of various trade-
offs, it could be argued by a self-interested party that any major policy
would be “the straw that broke the back of defined benefit plans.” In
this regard, foreign experience provides a good idea of the range of
feasible policies and suggests that the United States could do a lot
more to reduce the pension benefit losses of job changers.

The United Kingdom, the Netherlands, and, to a lesser extent, Can-
ada have all gone further than the United States in reducing the porta-
bility losses suffered by a mobile workforce. All three countries have
virtually ended preretirement lump sum distributions. The United
Kingdom and the Netherlands have indexed benefits for deferred
vested (early) job leavers. Of less importance, all three offer more
rapid vesting than the United States. Japan, however, reflecting the
view of the productivity- raising effect of a lifetime commitment to
one job, has done much less than the United States to reduce pension
benefit loss due to job change.

Policy Options

A wide range of feasible options could reduce the loss of pension
benefits due to job change. The following is a selective list.

1. Prohibit plans that grant lower percentage cost-of-living adjust-
ments for retirees with less service or who end employment prior to
retirement.
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2. Prohibit plans from requiring a later age for initial benefit receipt
for workers ending employment prior to retirement.

3. In defined contribution plans, prohibit contribution rates that rise
with service, age, or earnings.

4. In defined contribution plans, prohibit the distribution of forfeited
account balances to remaining participants based on account balances.
Instead, require that the distribution be based on annual contributions
Or earnings.

5. In defined benefit plans, prohibit plans from having formulas with
higher accrual rates at higher years worked or older ages.

6. Reduce to four the years required for vesting for both multiem-
ployer and single-employer plans.

7. Require that preretirement lump sum distributions from defined
benefit plans be calculated using a real interest rate, such as 3 percent.

8. Prohibit preretirement lump sum distributions except at job
change for small sums or for financial hardship. Alternatively, require
that all sums withdrawn from a pension before retirement be rolled
over into an IRA. These restrictions could be limited to workers age 30
to 59.

9. Require inflation indexing up to 4 percent annually of wages used
to figure benefits for early leavers in final-pay plans. Alternatively,
require such indexing only for early leavers who have worked 10 or
more years for the employer.

10. Require flat-benefit plans and career-average plans to upgrade
benefits for early leavers using the same formula that they use for cur-
rent workers.

11. Require firms to provide extra years of credit in defined benefit
plans and extra contributions in defined contribution plans for laid-off
workers.

12. Amend the Trade Adjustment Assistance Act so that displaced
workers are compensated for lost pension benefits as well as lost
wages.

American workers using the political system have increasingly
required firms to provide pension benefits that are unreduced by job
change. That trend is likely to continue. This book has shown that
many policy options could be chosen to further protect pension bene-
fits from losses that occur when workers change jobs.
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