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EXTENDING PRIVATE PENSION COVERAGE

THURSDAY, XARCH 4, 1965

U.S. SENATE,
SUBCOMBE'TMEE ON EMPLOYMENT AND

RLrnTr INCOMES OF THE
SPECIAL CoxxnrrIi ON AGING,

Washington, D.C.
The subcommittee metuat 10: 15 a.m., pursuant to call, in the New

Senate Office Building, Washington, D.C., Senator Jennings Ran-
dolph (chairman of the subcommittee) presiding.

Present: Senators Randolph, Moss, and Fong.
Also present: Senator Morse.
Committee staff members present: Messrs. J. William Norman, Jr.,

staff director and John Guy Miller, minority staff director.

OPENING STATEMENT OF THE CHAIRMAN

Senator RANDOLPH. Good morning. Our hearing will begin. Dur-
ing these hearings this subcommittee will explore possibilities for
extending private pension plan coverage. Private pension plans are
making an important contribution to retirement incomes of America's
senior citizens. Such plans pay almost $23/4 billion a year in benefits
to nearly 21/2 million beneficiaries.

However, significant as this source of income is, it represents only
a minor fraction of total incomes received by America's elderly, and
recipients of these benefits constitute only a small percentage of the
18 million Americans over 65.

Thus, it appears that through wise Federal statutes, administra-
tive actions, and policies regarding private pension plans, the Gov-
ernment can encourage improved and expanded coverage for millions
of older Americans. In this way, significant additional financial re-
sources could be made available to sustain our Nation's elderly in
retirement.

Even under present procedures, it is estimated that the next 15 years
will bring a substantial increase in the number of pension recipients,
in the number covered, and in the total of private pension dollars
disbursed.

The President's Committee on Corporate Pension Funds and Other
Private Retirement and Welfare Programs, in its recent report, esti-
mated that by 1980 the number of employees covered will increase
from the present 25 million-50 percent of the nonagricultural work
force-to 42 million-60 percent of the work force.

That group also indicated that the number of beneficiaries will
increase from 21/2 to 61/2 million, while benefit payments will rise
from the present $23/4 billion per annum to $9 billion per annum.

Impressive as these totals are, it must be borne in mind that they
indicate that at the end of the net 15 yeaJrs, 40 percent of the non-
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2 EXTENDING PRIVATE PENSION COVERAGE

agricultural work force will be without private pension coverag
Less than half of those persons over 65 in 1980 will actually
receiving private pension benefits.

And I am very happy that Senator Morse is present this morning
as we begin these hearings. I know of his busy schedule and I know
that he will be here as much as possible. We had earlier today prior
to the opening of the hearing Senator Carlson of the minority who
indicated his very real interest and he hoped to be able to participate
in later sessions of the subcommittee.

In these hearings, the subcommittee hopes to identify those persons
who comprise the 50 percent not now under private pension coverage
and the 40 percent who are not expected to be covered in 1980.

We will receive recommendations from organizations of employers
and workers, Government departments and agencies, and others knowl-
edgeable in this field. We solicit comments as to what Federal laws,
administrative actions, and policies could result in improved coverage
for the maximum number of this hard-to-cover 40 percent.

One aspect of this inquiry concerns the extent of coverage of the
self-employed and their employees in the smaller business and pro-
fessional units.

A friend of mine who is an attorney told me last evening that the
fact that the Smathers-Keogh law, H.R. 10, has the $2,500 limitation
means that really the law is inoperative. He indicated that attorneys
are not being covered and that he feels that some studies should be
given to that statute.

I have not had an opportunity, Senator Morse, to discuss it with you
or other members of t~he subcommittee. I had not thought of it in the
way that he explained it to me.

The subcommittee will welcome testimony on the effect of the Self-
Employed Individuals Tax Retirement Act of 1962-H.R. 10-in
bringing such individuals under private pension coverage, and what,
if any, amendments to that act are needed to make it a more effective
stimulant of private pension coverage.

There were two recommendations in the report of the President's
Committee which this subcommittee would wish to explore from the
standpoint of their effect upon extending coverage.

The first is the recommendation to eliminate the option which quali-
fied retirement plans now have to cover only salaried or clerical em-
ployees, unless there is a showing of special circumstances.

The second is to reduce from 5 years to 3 the maximum period for
which coverage of any employee can be deferred by qualified plans.

I am hopeful that these hearings will help to create wider under:
standing of the needs of both the employer and employee with respect
to extending private pension plan coverage. Throughout, our goal
will remain the building of a better life for older Americans.

At this time I would like to place in the record a copy of the 18
questions which we sent to the witnesses asking them for their com-
ments and recommendations.

(The questions referred to follow:)
(1) Is it a wise and proper activity of the Federal Government to encourage

the extension of private pension coverage to more of its citizens and to seek to
increase the amount of private pension income received in retirement?

(2) What advantage do private pensions offer from the standpoint of the em-
ployee? The employer? The Federal Government?
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(3) What is the annual loss resulting from present favored tax status of pri-
vate pensions?

(4) Is the revenue loss more in the nature of a "tax loophole" which permits
some to avoid paying their fair share of taxes, or is it more in the nature of a
sound investment in the future retirement incomes of our senior citizens and in
the future economic stability and prosperity of Americans of all ages?

(5) To what extent is the revenue loss offset by decreased Federal expendi-
tures such as those for public assistance?

(6) It was estimated in the report of the President's Committee on Corpo-
rate Pension Funds and Other Private Retirement and Welfare Programs that
approximately 50 percent of the nonagricultural work force is not covered by
private pension plans. Who are the workers who are not covered?

(7) The report estimated that in 1980, two-fifths of the nonagricultural work
force will not be covered. Which workers will be without coverage?

(8) What Federal statutes, regulations, and administrative actions and policies
would contribute to the extension of private pension coverage at reasonable Fed-
eral costs?

(9) What are the special problems of extending coverage to farmers and their
employees or coworkers, and is any Federal action with reference to such cover-
age feasible?

(10) To what extent has advantage been taken of the Self-Employed Individ-
uals Tax Retirement Act of 1962 (H.R. 10) in extending private pension cover-
age?

(11) To what extent have taxpayers purchased the special bonds provided by
that act for establishing pensions?

(12) What is the estimated annual loss of revenue resulting from that act?
(13) What amendments to that act would make it a more effective stimulant

to extension of private pension coverage?
(14) What would be the effect upon the extent of private pension plan cover-

age of requiring that professional service corporations and associations be rec-
ognized and taxed as corporations by the Internal Revenue Service?

(15) What would be the effect upon extent of private pension plan coverage
of the recommendation of the President's Committee that the option which quali-
filed retirement plans now have to cover only salaried or clerical employees be
eliminated, unless there is a showing of special circumstances?

(16) What would be the effect on extension of coverage of that Committee's
recommendation that the maximum period for which coverage of any employee
can be deferred by qualified plans be reduced from 5 to 3 years?

.(17) What would be the Federal cost of actions recommended in answer to
questions 8, 13, 14, 15, and 16 in terms of revenue losses and other costs?

(18) Would the benefits resulting from such actions be worth this Federal
cost?

Senator RANDOLPH. Senator Morse, would you wish to make a com-
ment before our first witness is called?
- Senator MORSE. I will say, "Amen," to what you said.

Senator RANDOLPH. Thank you, Senator Morse.
We will have the opportunity now of receiving the valuable testi-

mony of Dr. Ida C. Merriam.

STATEMENT OF DR. IDA C. MERRIAM, DIRECTOR OF THE DIVISION
OF RESEARCH AND STATISTICS, SOCIAL SECURITY ADMINISTRA-
TION, REPRESENTING U.S. DEPARTMENT OF HEALTH, EDUCA-
TION, AND WELFARE

Senator RANDOLPH. Dr. Merriam, you will, of course, identify your-
cslf on +hb siubc mt n -+jo Lr the reor.l Yoiur ai+Prwnen* can va r-ead

if you desire or we will consider it as read and it will be made a part
of the record.

It might be easier for you and more helpful to the subcommittee if
you just discuss certain portions of your statement. But we will leave
that to your judgment.
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Dr. MERRIAIU. Thank you, Mr. Chairman. I am Ida Merriam, Di-
rector of Research and Statistics for the Social Security Administra-
tion in the Department of Health, Education, and Welfare.

While I am honored to represent the Department here, I would
also, Mr. Chairman, like to express to you the regrets of Mr. Robert
Ball, Commissioner of Social Security, that because of a previous
appointment with the Ways and Means Committee he was not able to
be here himself.

It has seemed to us that before one can discuss the current status of
private retirement plans and improvements that can be sought in such
plans, one mnust take a look at the entire network of income-mainte-
nance programs that has developed in this country to assure a con-
tinuing money income for older people who no longer have income
from work.

The basic program of old-age security in this country is the Federal
old-age, survivors, and disability insurance-OASDI-system. Its
key role arises first from its almost universal coverage. AMore than 9
out of 10 people in paid employment and self-employment are covered
or eligible for coverage under the program. This universal coverage
assures workers that their OASDI coverage will follow them when-
ever they shift from one job to another.

The value of this continuous coverage is reflected in the fact that 91
percent of the persons now turning age 65 are estimated to be eligible
for monthly benefits under the program. Eventually, about 95 percent
of all persons past 65 will be eligible for benefits.

Another key feature of the OASDI system is the complete portabil-
ity of credits earned and the security of its financial arrangements.
Earnings with different employers and in different types of employ-
ment are combined and given full credit toward the computation of
an individual's retirement benefits. The capacity to finance benefits
rests on the entire economy rather than on a single firm or industry.

A third key feature is the broad scope of benefit protection. In addi-
tion to retirement benefits, the program pays benefits in case of the
death or disability of an insured worker. Benefit amounts are
weighted in favor of the lower paid and shorter duration employee,
thus making possible a meaningful level of benefits for persons cur-
rently retired, or disabled, who have not spent many years in covered
employment.

Furthermore, as a social insurance program financed through ear-
marked taxes, OASDI benefits can be adjusted in relation to rising
earnings levels and to changing standards of living.

In addition to the OASDI program, there are other public retire-
ment systems which cover such special groups as railroad workers,
Federal employees, and State and local government employees. These
programs, together with OASDI, are now paying benefits to almost
15 million out of the more than 18 million persons aged 65 and over.

Some of the persons not receiving benefits through the public retire-
ment systems are drawing veterans' pensions and compensation or re-
ceiving public assistance payments. And, of course, many of those
not now drawing benefits are still working full time and will receive
benefits when they retire.

4



EXTENDING PRIVATE PENSION COVERAGE

Private retirement plans have grown rapidly since the end of World
War II. From 1945 to 1953, the number of workers covered by such
plans doubled to a total of 13.2 million. In the following years cover-
age increased on the average more than 1 million a year.

At the end of 1964, private retirement plans, including deferred
profit-sharing plans, were covering an estimated 25 million workers,
a notable advance for a voluntary program.

By no means all workers who are covered will actually qualify for
pensions. But, for those workers who receive them, private pension
plans make possible a more adequate retirement income in relation to
past earnings than is available through the basic OASDI system.
This is especially the case with respect to regularly employed members
of the labor force with average and above-average earnings and for
the career employee.

Private pensions of any significant amount go primarily to these
groups. The amount of the private pension is typically related to
the individual's length of service with the particular firm or industry.
The pension is also usually related to the individual's earnings, with
greater credit frequently given for earnings above the OASDI wage
base than for earnings below this amount.

Despite their rapid growth and progress, however, private plans.
are still some way from playing a major role in the economic security
arrangements of older workers. The numbers covered by private plans
represent only about 46 percent of the private wage and salary labor
force of 53 million.

By way of contrast, the OASDI system was covering 48 million
workers or 90 percent of the private wage and salary labor force at
the end of 1964.

Moreover, data on coverage under private pension plans give a some-
what misleading impression of the role that private pensions are
playing today-namely, how many persons are currently receiving
private pensions.

According to the latest estimates, about 2.4 million persons are in
receipt of periodic benefits from private plans, of whom perhaps one-
sixth are under age 65-early retirees, the disabled, and widows.
Thus, there is only one pensioner aged 65 and over for every 13 workers
covered by a private plan.

Under the OASDI system, the ratio is 1 to 7. This gives a some-
what rough indication of the degree to which long-service require-
ments, employee turnover, and the lack of vesting provisions are cut-
ting down the number who are actually receiving a private pension in
old age, even though they have been covered by a private pension plan
at some time during their life.

The Social Security Administration's 1963 Survey of the Aged indi-
cates the limited extent to which persons aged 65 and over receive
income from private group pensions. Sixteen percent of the married
couples and 5 percent of the nonmarried persons were in receipt of
private pensions in 1962.

This may be compared with the 79 percent among married couples
and the 62 percent among nonmarried persons who were receiving
OASDI benefits. In the aggregate, private pensions provided per-
sons 65 and over with only 7 percent of their income from retirement

-rogr, 1962. The O A SDI program, in ontr~st, was responsible
for7 percent.

45-256-65--pt 1-2
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Most of the persons in receipt of private pensions are also receiv-
ing OASDI benefits. They now constitute about 23 percent of retired
beneficiaries under OASDI. These persons constitute the economi-
cally elite among the retired OASDI beneficiaries.

Their median total income of $3,400 was only one-sixth less than that
of beneficiary couples with at least one member working at a full-
time job. And for nonmarried beneficiaries a private pension did
as much as full-time employment to raise the average level of money
income.

For some tine to come, the coverage of private retirement plans is
expected to continue to grow at a faster pace than the labor force.
The President's Committee on Corporate Pensions Funds and Other
Private Retirement and Welfare Programs estimates that by 1980
private retirement plans will be covering 42 million workers or almost
three-fifths of the private wage and salary labor force.

The number of beneficiaries is expected to rise to 6.6 million; a
number, however, still considerably short of the more than 18 million
retired workers expected to be on the OASDI rolls by 1980.

The projections cited here, of course, assume continuation of present
conditions and trends-favorable tax legislation, a high employment
economy, and continued employer-employee interest in retirement
programs.

If additional governmental and nongovernmental stimuli are ap-
plied to the private pension movement, then the growth of private
plans might be accelerated. On the other hand it must be recognized
that requirements for funding and vesting, desirable as they may be,
could lead to some slowdown in growth.

Even under the most favorable assumptions, it appears clear that
for many years to come the majority of employees in private industry
will continue to reach retirement age without qualifying for a private
pension.

According to the President's Committee estimates, the number of
annuitants receiving private pensions, plus their wives, will probably
not exceed 30 percent of the total population aged 65 and over in
1980. In contrast, an estimated 85 percent of the aged persons will be
receiving OASDI benefits in that year and an additional 8 percent
will be eligible for such benefits if they choose to retire.

Some of the limiting factors to private pension plan growth are
as follows: Private retirement plans have made the most rapid gains in
those industries that lend themselves to coverage most readily. The
manufacturing, transportation, public utilities, and mining industries,
which account for less than half the employment in private nonfarm
establishments, have more than 80 percent of all workers now covered
by retirement plans.

,Senator RANDOLPH. Dr. Merriam, may I interrupt. When you say
mining industries, do you include the mining of coal in a State like
West Virginia?

Dr. MERRTiim. Yes, sir. This would include coal mining, tin, gold,
all mining.

Senator RANDOLPH. Thank you very much.
- Dr. MsRRIAM. Thcse industries are characterized by latge-scale oper-
ations and strong unions. It is estimated that from two-thirds to

6



EXTENDING PRIVATE PENSION COVERAGE 7

three-fourths of the workers in these industries are covered by private
retirement plans.

This is in sharp contrast with the situation in the wholesale and
retail trade and service industries which have many small employers
and high rates of employee turnover. Probably less than one-fifth
of the workers in these industries are covered. And because of the
higher turnover rates, I would assume also that the proportion of
covered workers who are covered for present pensions is smaller in
these industries.

Any attempt to estimate future growth must take into consideration
the fact that the groups left uncovered so far represent in large part
those whose characteristics are least amenable to incurring the long-
term obligations involved in a private pension plan-such as small,
marginal, and seasonal employers.

In the second place, as already mentioned, extending the coverage
of private pension plans is only part of the problem. The number of
persons who will actually receive a pension will continue to fall con-
siderably short of the number who have at some time been covered,
unless coverage is accompanied by some type of vesting provision
that would not penalize workers who switch jobs and by other meas-
ures that would provide greater assurance that adequate funds would
be available to pay the promised benefits if a firm encountered adverse
economic conditions, went out of business, relocated, automated; or
merged.

But for many employers such provisions would run counter to their
objectives in establishing and maintaining a private pension plan.
These objectives include a desire to retain valuable and experienced
employees, to reduce labor turnover and its attendant costs, and to
reward long service.

There is some feeling that many of these objectives can best be
achieved when individual employers are given maximum flexibility to
adapt their private pension plans according to special circumstances,
needs, and financial ability.

To the extent that public policy dictates requirements for vesting
or funding of pension plans as a condition for tax subsidy, the flexi-
bility of private plans would be limited. Because of the need to strike
a proper balance between flexibility and public interest, any measures
for making private pension benefits more widely available must be of
a modest nature-they must avoid the imposition of heavy costs or
other burdens that would tend to stifle growth or discourage the estab-
lishmnent of new plans.

In short, the inherent characteristics and limitations of private re-
tirement plans must be considered in any realistic appraisal of what
can be accomplished through the various proposals that have been
made for the Federal Government to encourage the extension of pri-
vate plan coverage to more of its citizens.

It is my own feeling that we are more likely to overstate than un-
derstate what public policy carn do in. providing a grow proporin
of the Nation's workers with supplementary retirement benefits.

It follows from this that since protection under private pension
plans will always be far from complete, it cannot be viewed as a sub-
stitute for a public program. As already seen, the public programs,
primarily OASDI, will continue to provide the only formal retire-
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ment protection for the great majority of persons past age 65 at least
for many, many years to come.

Since OASDI will continue to be the Nation's basic instrument for
assuring reasonably adequate retirement income to workers, their wid-
ows, and dependents, the main task of public policy in the retirement
field, as I see it, is to assure a universal adequate system including an
earnings base and a benefit formula under OASDI that keep pace with
changes in wages and result in benefit levels that are reasonable in
relation to general living standards, without reference to any possible
supplementation.

At the same time, an adequate public program would make it more
feasible costwise for private pension plans to extend and liberalize
their provisions with respect to coverage, and vesting and thus make
likely more widespread supplementation.

In making this statement, I do not wish to imply that the Federal
Government should have no concern nor interest in developments in
the private pension movement. The private pension system has an
important role to play in the Nation's total retirement security struc-
ture.

For OASDI beneficiaries in receipt of such pensions, the supple-
mentary benefit certainly at the present time means the difference
between a less than modest and a reasonably comfortable level of
living.

This supplementation that private pensions plans provide to the
basic public system is the primary justification for the hidirect public
subsidy involved in the favored tax treatment given such plans.

As the report of the President's Committee concluded:
In view of this social purpose, public policy should continue to provide

appropriate incentives to private plan growth and by improving the basic
soundness and equitable character of such plans, set a firmer foundation for
their future development.

As I have indicated, it seems to us that one of the ways of doing
this is to assure a more adequate foundation on which they can build.

Thank you, Mr. Chairman.
Senator RANDOLPH. Thank you, Dr. Merriam.
This statement was prepared by Mr. Robert Ball, is that correct?
Dr. MERRiAM. That is right.
Senator RANDOLPH. Did you participate in its preparation?
Dr. MERRIAM. Yes, sir.
Senator RANDOLPH. I felt that you were knowledgeable on the

statement itself.
I wish to ask you to turn to your statement where you say-
Even under the most favorable assumptions, it appears clear that for many

years to come the majority of employees in private industry will continue to
reach retirement age without qualifying for a private pension.

*What should be done in a situation of this kind? Is this a failure
of private pensions plans, or is it something that we cannot cope
with, or can we do something constructive?

Dr. MERRIAM. I think one has to go back to the basic philosophy as
to the purpose of the private pension plan.

Certainly at the outset such plans were intended primarily to reward
long-service employees, to hold them with a particular employer.
As they have developed, they have become an important mechanism,
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an institutional arrangement for taking care of the retirement income
of the higher paid workers, particularly the executive group. They
provide some supplementation to other groups of workers, though
primarily it is the average and above average worker who is now
covered.

It seems to me that these objectives that I have mentioned are
important and valuable ones. We need this kind of an institutional
arrangement in addition to the public program.

A question can really be raised, however, as 'to whether for the
great bulk of workers, particularly the self-employed, domestic
workers, agricultural workers, those who move frequently, whether
the more appropriate method of assuring them an adequate retirement
income is not through a public system. Consequently, I think we
would feel that it was not necessarily wise to think up ways of trying
to extend private plans to everybody.

Senator RANDOLPH. Thank you, Doctor.
Are private pensions a necessary supplement to our OASDI (social

security) or could social security do the complete job of providing
adequate retirement benefits, if benefit levels were raised?

Dr. AIftiAm.kr. Certainly the benefit levels under social security
could, and we would say should, be raised. I think, however, that
the complete job of providing adequate retirement income to all parts
of the population could not be done through the OASDI system, nor
should we attempt to do this.

As I indicated for executives and other higher paid employees,
probably we would never want to provide the kind of benefits under
a compulsory system that would meet their needs.

Senator RANDOLPH. You feel, then, there is a very natural and
needed role for both the private and public pension systems?

Dr. MfiuuAnf. Yes, sir.
Senator RANDOLPH. They complement or supplement each other?
Dr. fEmuRAm. Yes, they complement or supplement one another,

and they are both important institutional arrangements we need in
our society.

Senator RANDOLPH. And we need to carefully check these as the
years go by, because of the transition within our industrial complex
and the very nature of our living. Is that not a fact?

Dr. MEnRszri. The changes in our output, the generally rising
standards of living, certainly affect what as a matter of public policy
we want to do in terms of retirement income for all older people. This
should be reflected in the public program.

It always has been to some extent. One of the advantages of the
public program is that because of the broad base for contributions
and the fact that the income from the payroll tax automatically moves
up as wages rise, particularly if the taxable wage limit is also raised-
we are able to finance benefits which are related to current levels of
living, and not to past levels of living

This aspect, too, has to be looked at, and also the patterns of employ-
ment. If more people are going into service industries in this country,
it may well be that OASDI will necessarily play a more important role.

Senator RANDOLPH. Thank you very much, Dr. Merriam.
Senator Morse, would you have any questions or comments?
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Senator MORSE. Mr. Chairman, I do not have any questions, for the
reason I now give, that in this field I think I am exceedingly illiterate.

Senator RANDOLPH. I contest that statement.
Senator MORSE. I know better than you do on that one, not on most

things, but on that one. But I come as a student to a seminar, and I
have a suggestion of procedure to make.

My surmise is that when we get through with the statements of the
various witnesses whose names I see on this list-and I commend you
and Mr. Norman for the compilation of this witness list-I think
when we have heard their statements, that we will then be in the best
position to ask questions.

I would like to suggest the same procedure that the Senator knows
we have followed in the Education Subcommittee, in which he gives
me such able assistance, that it be understood by these witnesses that
when we have finished the so-called formal statement of the case in
chief, that the members of the committee will submit to Mr. Norman
questions they wish to have answered as a supplement to the statement.

I think a lot of the questions we could ask now would be answered
by the witnesses themselves during the course of the hearing, and we
would save a lot of time by listening to them first, although some ques-
tions ought to be asked, undoubtedly, as we go along.

But these witnesses ought to understand as conflicts of points of
view develop and even holes left in the evidence that we need are
found, that we as members of the committee submit the request to
Mr. Norman to transmit to the witnesses for supplemental statements,
and that Mr. Norman himself in performing his services to us as
members of the committee be charged with the responsibility of analyz-
ing this record and before it is closed submit to these witnesses requests
for supplemental statements.

I just think we have to have a record here that will answer the
questions we will have to consider in executive session.

That is the only suggestion I have by way of procedure.
Senator RANDOLPH. Senator Morse, this is very constructive, and

the chairman of the subcommittee is grateful for your suggestion.
I do know that it has been a most effective suggestion on the Subcom-
mittee on Education.

It will help us here to proceed in the way you have suggested,
although there may be a little flexibility, as you have indicated, of
questions that seem pertinent at that time. We should probe more
deeply as we study the statements, attempting to find within the depth
and scope of what they said the reasoning behind it, and then to ferret
out more detailed answers.

I think this is very, very necessary.
Senator Fong, would you desire to question the witness?
Senator FONG. Yes, I would, Mr. Chairman, but following the sug-

gestion made by the distinguished Senator from Oregon, I think that
is a very valuable suggestion. Some of the questions I would ask Dr.
Merriam will probably be answered by other witnesses that will appear
before us.

I think we need not waste the time of the committee members to
have these questions asked which might be answered by other witnesses
who will appear. I think it will be a good policy to submit the ques-
tions later, and address them to those who have testified.
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I certainly would like to go into the question of the old-age fund,
I would certainly like to go into the question of what percent of a
man's salary should be given to the fund to make it so that he may have
a sufficient amount to live with at the time of his retirement, and other
matters like that.

But I think this matter will be answered by others, so I would say
that I subscribe to the formula set forth by the distinguished Senator
from Oregon, and I will refrain from asking any questions at this
time.

Dr. MERRIAM. Senator, we will be glad to submit for the record
answers to those and any other questions that you may have, if they are
not answered in the course of the hearings.

Senator RANDOLPH. Thank you very much, Dr. Merriam. You
have been very helpful to the subcommittee.

(Subsequently, the subcommittee received the following letter from
the Social Security Administration in response to a question.)

DEPARTMENT OF HEALrH, EDUCATION, AND WELFARE,
SOCIAL SECURITY ADMINISTRATION,

DIVISION OF RESEARCH AND STATISTICS,
Washington, D.C., April 1,1965.

Mr. J. WILLIAM NORMAN, Jr.,
Staff Director, Special Committee on Aging,
U.S. Senate, Waehington, D.C.

DEAR MR. NORMAN: This is in reply to the following question posed by your
committee which you asked us to comment on: "To what extent is the revenue loss
(from present favored tax status of private pensions) offset by decreased Federal
expenditures such as those for public assistance?"

We do not believe that Federal expenditures for public assistance have been
decreased to any appreciable extent by payment of private pensions. Unpub-
lished data from the Social Security Administration's 1963 Survey of the Aged
show that the median monthly OASDI benefits for married couples with one or
both members entitled to OASDI benefits was $149 for those receiving private
pensions and $113 for those not receiving private pensions. A similar disparity
shows up with respect to retired nonmarried men-$105 as against $74. Thus,
persons with private pensions constitute the economically elite among retired
OASDI beneficiaries. They are entitled to OASDI benefits that are appreciably
above the average, reflecting in turn above-average earnings which probably in
most cases permitted some building up of assets and other sources of income for
old age. It would seem unlikely that even if this group were not in receipt
of private pensions that the income situation of many would be such as to force
them on to the old-age assistance rolls. And it is estimated that about 90 percent
of the recipients of private pensions are drawing OASDI benefits.

Sincerely yours,
LENosE EPSTEIN, Deputy Director.

At this point I wish to have placed in the record the statement of
the distinguished Senator from Georgia, Senator Talmadge. He has
introduced Senate bill 177 which wifl require that professional serv-
ice corporations and associations be recognized and taxed as corpora-
tions by the Internal Revenue Service. He thinks this has a tre-
mendous influence on the extent of private pension plan coverage.

At this point in the record we will include his statement.
(Prepared statement of Senator Talmadge follows:)

STATEMENT OF HON. HERMAN E. TALmADGE, SENATOR FROM THE STATE OF GEORGIA

Senate bill 177, requiring that professional service corporations and associa-
tions be recognized and taxed as corporations by the Internal Revenue Service,
would have a tremendous effect upon the extent of private pension plan coverage.

The present treatment by the Internal Revenue Service of the professional
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associations incorporated under State law is discriminatory in that it denies
them the standard corporate deduction for contributions to retirement plan
funds. My bill seeks to correct this inequity by placing these associations on an
equal footing with business corporations for Federal income tax purposes.

Such a stimulus would undoubtedly result in a proliferation of private pension
plan coverage. By removing the basis on which the Internal Revenue Service
has arbitrarily and capriciously construed the tax status of these entities, the
managing partners or central control of professional service organizations would
be encouraged in their efforts to provide maximum retirement benefits for their
associates. This would not only promote thrift, but would provide security for
their members in the afterproductive years. Moreover, judging from the vast
number of professionals that would be covered, the benefit to the entire Nation
is readily apparent.

Senator RANDOLPH. We have also received another statement in
support of Senator Talmadge's bill, S. 177, which will be inserted in
the record at this point.

(Statement referred to follows:)

PREPARED STATEMENT OF TEOMAs H. CRAWFORD, JR., ATTORNEY AT LAW,
JAcKsONvILLE, FLA.

Mr. Chairman, and other distinguished Senators of the subcommittee, this
statement is submitted in the hope that it may help you to appreciate the need for
amending the Internal Revenue Code as proposed by Senator Talmadge's bill,
S. 177, and similar proposals.

Testimony presented during these hearings will undoubtedly show that the
least progress in extending private pension coverage has been experienced in
small business and professional units, and that this is the group which is most
in need of Federal action to encourage adoption of pension plans. Enactment
of Senator Talmadge's bill would be of tremendous assistance in providing pen-
sion coverage for America's professionals and their employees.

Until enactment by Congress of the Self-Employed Individuals Tax Retirement
Act of 1962, self-employed taxpayers could not receive any benefit from the Fed-
eral income tax provisions which favor pension plans, since private pension
coverage could only be given to an "employee" as that term is defined by the
Internal Revenue Code. As a practical matter, this phenomenon had the side
effect of excluding, not only the professionals but also, a large number of the
nonprofessional employees of self-employed professionals from any private pen-
sion benefits. Both before and after the passage of the 1962 act, some profes-
sionals had sought to avail themselves of the pension benefits of employee status
by incorporating their practices and becoming the employees of their own pro-
fessional service corporations. There has been some questions as to whether
some professions could be practiced in corporate or association form in some
States under State law. To resolve any doubts, and to conform to then existing
Treasury regulations, at least 33 States have enacted statutes permitting profes-
sionals to incorporate or form associations and practice their professions in one
of these forms. The States with such statutes are:
Alabama------------- - -- Association.
Arizona----------------- Corporation.
Arkansas--------------- Do.
Colorado---------------- Do.
Connecticut…------------ Association.
Florida---------- ------- Corporation.
Georgia----------------- Association.
Idaho------------------- Corporation.
Illinois ……------- --------- Do.
Indiana----------------- Do.
Kentucky-------- ------- Do.
Louisiana--------------- Do.
Massachusetts----------- Do.
Michigan--------------- Do.
Minnesota…-------- ----- Do.
M issouri.…------- -------- Do.
Montana---- ----------- Do.

Nevada----------------- Corporation.
New Jersey-------------- Do.
New Mexico_------------ Do.
North Dakota_---------- Do.
Ohio_------------------- Association.
Oklahoma--------------- Corporation.
Pennsylvania------------ Association.
Rhode Island_----------- Corporation.
South Carolina_--------- Association.
South Dakota_---------- Corporation.
Tennessee--------------- Association.
Texas------------------ Do.
Utah------ ------------- Corporation.
Vermont---------------- Do.
Virginia_---------------- Association.
Wisconsin…-_-------------Corporation.
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The Treasury Department has looked with disfavor upon these efforts by
members of the various American professions to obtain for themselves and their
employees the retirement security of private pension plans on the same terms
as are provided in the Internal Revenue Code for employees of other corporations.
In proposed regulations published on December 17, 1963, the Treasury Depart-
ment advanced a -theory that professional service corporations, even though un-
questionably valid as corporations under the laws of the jurisdictions in which
incorporated, are not "corporations" within the definition of that term in Inter-
nal Revenue Code section 7701 (a) (3), which reads as follows:

"(3) Corporations-The term 'corporation' includes associations, joint stock
companies, and insurance companies."

It is also noted that if the Treasury regulations had been issued in the pro-
posed form, they would also have interpreted the use of the term "corporation"
in the definition of "person" to exclude professional service corporations. The
definition of "person" is as follows in code section 7701 (a) (1):

"(1) Person.-The term 'person' shall be construed to mean and include an
individual, a trust, estate, partnership, association, company or corporation."

At hearings on these proposed regulations early in March 1964 some 90 oral
objections were presented by representatives of a wide range of professions.
After almost a year of deliberation, the Treasury issued T.D. 6797 which stated
its final regulations, and which was printed in the Federal Register for February
3, 1965, on pages 1116 and 1117. In these regulations, the Treasury appears to
have only slightly receded from the extreme position taken in its proposed reg-
ulations. However, it is clear that under these final regulations, professional
service corporations will be forced to run the gantlet of many technicalities to
win administrative recognition as corporation for purposes of the Internal
Revenue Code, including the benefits of its pension provisions. It is highly
doubtful that the courts will uphold the new regulations' exclusion of profes-
sional service corporations from the code's definition of corporations. In all
probability, the courts will hold that these corporations have been created as
separate legal entities by their respective States and that it is unthinkable that
Congress had any intention to exclude any such separate legal entities from the
code's definition, based upon the esoteric criteria outlined in the new regulations.
Nevertheless, it will take time for this issue to be litigated and brought to a
binding decision. In the meanwhile, the regulations will discourage organiza-
tion of professional service corporations and establishment of private pension
plans for professionals and their employees. For those whose pension coverage
is thus delayed, this can only mean reduced pension income in old age.

Enactment of S. 177 would clarify this issue once and for all, and clarify it
in a manner which would encourage extension of private pension coverage, the
laudable purpose of this subcommittee in conducting these hearings. This is the
action which I urge your subcommittee to recommend.

In conclusion, I should like to dwell upon the injustice of denying profes-
sionals the privilege of creating corporations which will be recognized for Fed-
eral tax purposes and the denying of the pension privileges incident to corporate
status, when businessmen have and always have had that privilege. In the final
analysis, the taxpayer, in general, produces income by selling his time and
efforts. This is true whether the final products of his time and efforts be tan-
gible or intangible in nature. As far as the individual taxpayer is concerned,
there is, or should be. no basic taxable difference between the creation of some-
thing tangible like a manufactured product, or the enhancement in value of
something tangible by transporting it, or by making the tangible product avail-
able to customers by means of a retail sale, or whether the final result of the ex-
penditure of the taxpayer's time and efforts be an intangible one such as the cure
of an illness or the protection of a legal right. Since Congress has made avail-
able certain private pension privileges and benefits to taxpayers who incorporate,
Congress should make certain that all taxpayers are afforded equal opportunities
to qualify for these privileges and benefits.

Senator RANDOLPH:. Mr. Bernstein, will you please give us your
statement at this time?

We will say to the witness we want him to proceed as he thinks will
be most helpful to the subcommittee, pointing out certain emphases
in his statement, or giving it in full.

The oViJLUUc - ants to aS orodate you, sir.

45-256-65--pt. 1-3
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STATEMENT OF MERTON C. BERNSTEIN, ESQ., LECTUERER, YALE
LAW SCHOOL, AUTHOR OF "THE FUTURE OF PRIVATE PENSIONS"

Mr. BERNSTEIN. Thank you very much, Senator.
I will proceed as you suggest. I would like to have my prepared

statement put in the record.
Senator RANDOLPH. That will be considered as read.
(Statement referred to follows:)

PREPARED STATEMENT OF MERTON C. BEENSTEIN

Chairman Randolph and members of the subcommittee, you are to be con-
gratulated for these hearings which should help focus attention upon an urgent
but rather neglected problem-the inadequate incomes of the great majority of
the elderly. The specific topic of this set of hearings, the possibilities of expand-
ing coverage of private pension plans, especially merits study.

I. WITNESs' BACKGROUND

Therefore it was with pleasure that I accepted your invitation, Mr. Chairman,
to appear and testify at the opening session of these hearings. I have been
deeply and intimately concerned with retirement and pension problems for a
large part of my professional life. In 1959, under a grant from Walter E.
Meyer Research Institute of Law, I began a study of the adequacy of private
pension plans. Last year that study was published ("The Future of Private
Pensions"-Free Press-Macmillan). In the recent past I acted as a consultant
on pension problems to the Treasury Department and the Department of Health,
Education, and Welfare; and the staff of the Cabinet Committee, were provided at
their request, with major sections of my book while it was still in manuscript.

During the last several years I have been teaching, among other things, the
course in social legislation at the Yale Law School, a course which deals not
only with the public social insurance programs but the related private programs
as well.

In the 85th Congress (1957-58) it was my privilege to serve as special
counsel to the Subcommittee on Railroad Retirement of the Senate Committee
on Labor and Public Welfare. And during the years 1953-56, as legislative
assistant to Senator Wayne Morse, I also had frequent occasion to work on
legislation and proposals in the retirement and pension field. In the 82d Con-
gress, I was counsel to the Subcommittee on Labor and Labor-Management Re-
lations which was so vigorously chaired by the then Senator Humphrey.

II. THE ELDERLY'S NEED FOE ADDITIONAL CASH INCOME

Today the elderly of America are in economic exile. That also means that
they frequently live in social exile as well. When earnings from work stop
they enter into a financial decline which gets worse and worse as they get older
and older. And to complicate matters, with advancing age they progressively
use up what financial and material resources they have. Life gets more and
more threadbare as the ability to substitute effort for cash ebbs.

While some improvement in the overall picture is probable, chiefly due to har-
vesting the improvements made in the social security system during the 1950's
there are offsetting factors-principally the unemployment difficulties of people
in their 50's and 60's-which will slow the rate of progress. If earlier retirement
spreads, these difficulties will intensify because earlier retirement reduces both
social security benefits and private pension benefits.'
(a) Cash income inadequacy

The 1963 Survey of the Aged by the Social Security Administration reveals
the financial fix in which millions of elderly Americans find themselves. I limit
this presentation to a few items of special significance.

I Demonstration of this may be found In my article in the forthcoming May 1965 Issue
of Industrial Relations.
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TABLE I.-MonLey income of social security beneficiaries aged 65 to 72 in 1962

(by percentage)

Married Nonmarried - Nomnarried women
couples men

(percent) (percent) Retired Widowed
(percent) (percent)

Income:
Less than $1,000 -4 19 29 34$1,000 to $1,99 -- 20 45 42 51$2,000 to $2,99- 30 27 19 10$3,O0O to $3,999 ---- ------ 18 6 3 2$4,000 to $4,999 -12 2 2 ()$5,000 to $9,999 -15 2 1 I$10,000 and over-3 (') (') 3

.Less than 0.5 percent.
Source: "Income of the Aged in 1062: 1st Findings of the 1963 Survey of the Aged" 27 Social SecurityBull. (No. 3) 3, 17 (adapted from table 10) (1964).

As table I shows, more than half the married couples aged 65 to 72 in receipt
of social security benefits have money income of less than $3,000, which is roughly
the benchmark of poverty and in 1959 was the approximate amount required by
a budget of decency for a couple.' Almost two-thirds of the nonmarried men
fall below the income required for a barely decent standard of living. Worse
off are women-especially widows; even with OASDI benefits, 85 percent of the
widows aged 65-72 have cash income below $2,000.
-The figures are even more disheartening for those over 72 and those without

OASDI benefits. Where income exceeds the BLS budget figures it usually is
attributable to earnings from current employment.

Quite clearly, the mere spread of social security eligibility (which happily
should improve, but will not become universal) will not bring the elderly into
hailing distance of a decent standard of living.
(b) The inadequacy of individual savings

It is a fact of life that individual savings of the elderly have little or no
income-producing value.5 Excluding equities in homes, the median value of assets
owned by people 65 and over was $2,950.

This does not mean that people do not save and try to save. Many own their
own homes-representing a lifetime of saving. Cars, clothing, furniture, and
appliances may be regarded as a form of saving. But they have little or no
income value. Some of the elderly, those who enjoyed above-average or extremely
good incomes, do have income-producing assets, but most have none or negligible
assets of this kind.

Moreover, a great deal of individual saving is 'badly done. So, for example,
some 500,000 people still have postal savings accounts which yield only 2-percent
interest-the same rate as when the System was established in 1911. Almost
$50 billion are tied up in U.S. savings bonds; acquisitions run at about $4 billion
a year. If held to maturity these bonds now pay 31/2 percent annual interest
and even less if cashed in before maturity, as so many are. In comparison,
savings banks now pay 4 or 414 percent and savings and loan associations offer
as much as 4.8 and 4.9 percent-in insured accounts.

2 Margaret Stotz, "The BLS Interim Budget for a Retirement Couple," 83 MonthlyLabor Review (No. 11) 1141 (1960). One need only scan the budget to see how minimalit is: e.g., It allows for 9 eggs a week for 2 people and the replacement in a year of two-thirds of a pair of women's nylon hoee. one-fifth of a blanket, and an annual television re-pair charge of $1.22. (That figure-$3,000-has since been lowered, by the Bureau ofLabor Statistis, to $2,500 so as to reflect advantages of home owning; the original budgetwas based upon rented quarters. The Social Security Administration contends that $25o00more realistically reflects transportation and health costs. As the Survey of the Agedbreas its categories at $2,999, I use $3,000, especially as tbe 1959 budget is really bare-bones and there was some inflation between 1959 and 1962.)
'The President's Committee on Corporate Pension Fund's Report, Public Policy andPrivate Pension Progiams (1965) declares: "The benefits payable under this basic system[social Security] are supplemented in several ways. Traditionally, a large proportion ofolder people have Individual savings which provide an additional resource during theirretirement," p. I. This just Is not so.
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If elderly Americans-and those who enter their ranks in the decades ahead-
are not to suffer serious financial demotion despite a lifetime of self-support,
we need the determination, foresight, and prudence to provide more adequate
retirement income and we have to devise ways of providing it.

III. THE LIMITATIONS OF SOCIAL SECURITY

As social security is presently constructed it will not achieve its assigned role
of enabling the retired to live at a standard of decency and self-reliance. The
enactment of a program of hospital care insurance will ease the plight of many.
But the elderly will not live by medical care alone. Happily only a small frac-
tion are institutionalized at any one time. Most live together as couples and
alone. They need cash income.

At the present time, cash benefits of OASDI fall below the subsistence level;
in most cases, way below.

TABLE II

Benefit amounts payable to a retired worker who comes on the benefit rolls at
age 65 or over under present law and under the Council's recommendations

Monthly primary insurance Percent replacement of av-
amounts erage monthly earnings

Average monthly earnings --

Present law Proposal Present law Proposal

$671 -$40 $43 59.7 64.2
$100 -59 63 59.0 63.0
$1102 ---- -------------------- 65 70 59. 1 63.6
$124 3'------------------------------------------- 68 73 54.8 58.9
$155 4___________________________________________.74 91 47. 7 58.7
$200 -84 101 42.0 50. 5
$300 - 105 122 35.0 40.7
$400 5___________________________________________ 5 127 144 31.8 36.0
$558-' __--______--______________________________- 5a127 165 25.4 33.0
$600 ' ------------------------------------------- '127 186 21.2 31.0

Benefits payable to a married couple coming on the benefit rolls at age 65 or over
under present law and under the Council's recommendations

Monthly benefit amount Percent replacement of av-
erage monthly earnings

Average monthly earnings

Present law Proposal Present law Proposal

$671 -- $60. 00 $64.50 89.6 96.3
$100- 88. 50 94.50 88.5 94.5
$110 23___________________________________________ 97. 50 105.00 88. 6 95.5
$124 -102.00 109. 50 82. 3 88.3
$155 4 -111.00 136.50 71.6 88. 1
$200 - - ------------------------ 126.00 151. 50 63. 0 75.8
$300 -157.50 - 183.00 52.5 61.0
$400 '-'----------------------------------------- 5 190. 50 216.00 47.6 5. 0
$500-------------------------------------------- 5'190.50 247.50 38.1 49.5
$600 6_-'---------------------------------------- 5190. 50 e 279.00 31.8 46.5

1 The highest amount of average monthly earnings on which the minimum benefit of $40 is payable under
present law.

2 The highest amount of average monthly earnings to which the higher percentage in the benefit formula
in present law is applied.

' The smallest amount of average monthly earnings to which the recommended formula applies; at all
lower average monthly earnings levels the 7-percent increase is larger.

4 Tho highest amount of average monthly earnings to which the higher percentage in the formula would
be applied under the Council's recommendation.

5 The maximum under present law.
6 The maximum under the $7,200 contribution and benefit base which the Council recommends go into

effect in 1968.

Source: 1965 Report of the Advisory Council on Social Security, p. 61.

0



EXTENDING PRIVATE PENSION COVERAGE 17

Table II is from the 1965 Report of the Advisory Council on Social Security.
It shows at a glance that social security benefits fall below the subsistence
level for most retirees and retired couples and that for those who had high
average earnings they replace a small percentage of preretirement income.
And the comparison is limited to the portion of the retiree's income credited
for social security purposes (now $4,800). If his entire Income were included,
even smaller percentages would be shown to be replaced. In addition, millions
of families enjoy a reasonably comfortable standard of living because both
husband and wife work. Usually the OASDI benefit earned by the wife is
smaller than what she gets based on her husband's earnings-hence the couple's
OASDI benefit represents an even smaller portion of their former earnings
than table II shows.

Even if the 15 percent increase in total benefits proposed by the Advisory
Council were enacted-and the pending H.R. 1 and S. 1 provide for a 7-percent
increase in cash benefits-it can be readily seen that, although the situation
would be improved markedly, the pattern already described would persist.

Perhaps even more importantly, the OASDI system with addition of hospital
care and its extension to those 62 and over and the totally disabled (rather
than being limited to those 65 and over) and a 14-percent cash benefit in-
crease would "run out of gas." I emphatically agree with Senator Ribicoff
that a combined employee-employer payroll tax of about 10 percent represents
the maximum that can be imposed upon low-pay workers. As the payroll tax
is uniform, that represents the practical maximumn. Even if all payroll were
subject to that rate (instead of the $5,600 in H.R. 1 and S. 1), there would
be no money to pay for any improvement beyond the 14 percent over current
rates. As a result, as wage and salary rates increase, as they probably will,
benefits will lag behind.

Supplementary retirement income is needed if American retirees at prac-
tically all earnings levels are to be brought in out of the cold. Private pension
plans can help do -the job. But they can do the job only if new institutions
are created for the purpose and only if the plans themselves are substantially
changed and improved.

IV. THE PRINCIPAL GAP IN PRIVATE PENSION COVERAGE-SMALL GROUPS

Since 1940, and especially since 1950, the growth in private pension plan
coverage has been nothing less than phenomenal. It is estimated-and the data
available could be better-that 24 to 25 million employees are covered by pen-
sion plans including deferred profit-sharing plans. The President's Committee
on Corporate Pension Plans estimated that about half the people (49 million)
employed in private nonfarm jobs are under plans. Coverage is far from
uniform. About 60 percent of 'the people participating in plans work in manu-
faciuring industry. The other sectors of substantial coverage are in trans-
portation (trucking and local transit), construction, public utilities, mining
and finance. All together these account for more than 80 percent of the people
under plans. Moreover, a few hundred plans account for the great bulk of
the employees covered. These are the plans of the corporate giants and multi-
employer plans.

Coverage is especially sparse in the trade and *service industries. Small
companies-even in manufacturing-are difficult to cover. Yet it is in industry
where small companies predominate-trade and especially service-that em-
ployment growth is expected while in the areas in which plans now are con-
centrated we are experiencing contracting employment (as in all branches of
mining) or growth will be slight or nonexistent. For example, manufacturing
employment, despite some slight increases over the last year, is just about
where it was more than a decade ago after the end of the Korean war.

As I point out in a portion of my book:
"It often comes as a surprise that there are over 3 million enterprises in the

United States, most of them quite small. Only 6.4 percent of the employers filing
social securit tax retuiirns emplov 500 or more employees; some 39 percent of the
companies employ 100 or more. There are 84,000 employers with employees
numbering 100 or more and 227,000 employers with 20 or more employees. Some
32,610 plan reports were filed under the Welfare and Pension Plan Disclosure Act,
which required such reports for plans covering groups of 25 or more employees
(some employers make multiple filings).

"Clearly an enormous number of employers have no plan at all. And it seems
reasonably l-ear that the bulk of coverage is accounted for by large employers,



18 EXTENDING PRIVATE PENSION COVERAGE

especially when only singic-employer plans are considered. Even in the steel
industry many small companies are without plans. The Steelworkers Union in
1960 bargained for some 995,060 employees in 2,204 separate units. Almost 90
percent of the members had pension plan coverage; but 11.7 percent of the mem-
bers in 56.9 percent of the units did not. The gaps in coverage occur among
the small units. The drop in pension coverage sets in at groups of 1,999 em-
ployees or fewer ;only three-fourths of the members employed in groups of
309 to 499 are covered, while less than half of the members in groups smaller than299 are covered. Life insurance coverage is far more extensive in the small
groups.

"The sparse private plan coverage in wholesale, retail, and service trades has
been ascribed to the smallness of the units involved. It also appears to be true
that even in manufacturing industry and highly unionized industries in which
plans are common, pension plan coverage is spotty in small employment units.
The reasons are not difficult to find: higher costs, lower earnings, and greater
enterprise mortality than among larger business enterprises.

"Clearly, economies associated with size are to be had with pension plans.Conversely, plans for small groups may have proportionally high costs. Thebasic and irreducible minimum actuarial, administrative, and legal costs of con-
structing and operating a plan are higher per capita and as a percentage of contri-
butions in small plans than in large ones. Insurance companies reserve the right
to terminate group plans when their membership drops below a certain number
(often 50 'lives') or some percentage of eligibles (frequently 75 percent) because
in small groups the 'averages'-based on very large populations-on which actu-
aries rely are of little or no use. Commissions (acquisition costs) for plans with
insurance carriers can be substantial. They represent a particularly large per-
centage of the first several thousands of dollars of annual premium; so that a
small plan carries a higher per capita burden for this kind of expense than larger
plans."The net earnings on contributions for small plans tends to be lower than for
large plans. Many small plans use individual annuity policies. For the most
part such plans are 'non-participating,' i.e., premiums are fixed without provision
for 'dividends' that might result from favorable investment or risk experience.
Hence, the costs of these arrangements are higher than alternative insurance
company administered plans. Small trusteed plans require substantial amounts
of retained cash to meet current expenses and benefits; only the remainder can
be invested."Generally, small groups mean small funds. With a small fund the investorhas the prnblem of emphasizing either safety or yield to the detriment of the
other. The diversification possible with large funds more readily promote both
safety and yield. What evidence there is indicates that small funds have a Ibwer
rate of return than more ample funds. This may be overcome by pooling fu'nds.
a service offered by some banks. But little is known about the prevalence of
pools and their comparative yield.

"The technical nature of various kinds of plans and the intense competition
among those who offer them, which in some cases does not stop short of mislead-
ing potential clients, makes it difficult for an employer to make an informed
choice. The consulting actuaries to whom he turns may be associated with one
of the competitors. The choice may be fairly costly with a high possibility oferror. In 1960 the International Association of Machinists established a multi-
employer fund with employers 'that could not ordinarily provide pensions ontheir own.' By mid-1962 the pooling arrangement included employees in 124companies in 24 States. A UAW staff member informed me that his union assistssmall employers in setting up pools administered by bank trustees. I judgethat while this helps to meet the problem, neither pool arrangements nor em-
ployees covered are numerous. The pooled fund ameliorates but does not over-
come the difficulties of establishing and operating plans for small groups.

"The high mortality rate of small companies is notorious. They die easily and
early. Employment in such companies promises little in the way of retirement
benefits even if there is a retirement plan in effect during all or part of the firm'sexistence. Moreover, vesting is particularly troublesome under small plans with
brief existence because it is costly to vest small benefits. Furthermore, corpo-rate trustees are loath to continue a trust where the employer has ceased contri-
butions. So. whatever rights employees have generally are 'commuted' into acash payment or translated into a paid-up fixed benefit annuity, often for small
amounts.
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"In summary, small groups of employees make it difficult for employers to pro-
vide pension plan coverage, and such coverage is less dependable for employees
than that provided by large plans."

Hence the major problem to be solved, if pension plan coverage is to be sub-
stantially expanded, is how to bring pension coverage within the reach of small
groups and to overcome the evaporation of pension plan credits-and the conse-
quent extinction of retirement income-that so often results from small company
failure.

Moreover, some insurance and bank officials have told me that they do not seek
or welcome small plans. Even with higher proportional fees, they cost more to
install and administer than they are worth, especially because they lapse so
often so early in life, another item of cost. However, other such officials wel-
come such business-as my proposal in this area is for voluntary action, it would
constitute no imposition upon sellers and purchasers who find present arrange-
ments adequate. There seems a real need for a new means of providing low cost,
reliable pension coverage for employees of small companies.

V. THE PROPOSAL-A NATIONAL SMALL GROUP PLAN

What I suggest is a national small group plan in which employees of small
companies would enroll directly with their employers making contributions
directly into the national plan rather than to an individual insurance company
or bank trustee. Although individual employee accounts would be kept showing
the contributions made for each, the costs of remitting and recordkeeping
would be slight. Indeed, if the reporting, collecting and recordkeeping were
accomplished through the social security machinery, which could easily be
done, these costs, would be infinitesimal. When an employee left the job or
the company expired, he could continue to add credits to his own contributions
if his next job had no plan. And when he eventually moved into a job which
provided pension coverage through the national plan that employer need only
submit the plan contribution along with his social security report and payroll
tax remittance to have it automatically credited to the employee's account. In
this way employees would not lose track of small amounts of pension savings
nor as more often happens, draw it down in cash when a plan folds because it
is not now financially feasible to maintain records or pay benefits on small
amounts in individual plans. As with individual plans, the plan could credit
the employee for past service (years of employment before the plan started) and
contributions could be made to pay for such credits within existing limits on
deductibility.

The employer would be spared the considerable expense of attorney's fees,
consulting fees, commissions and other installation charges, and minimum serv-
ice charges. Moreover, he would save the time of exploring among confusing,
hard-to-assess alternatives if there were one dependable national plan in which
he could have confidence.

Of crucial importance in any pension plan is the profitable investment of
funds. Earnings on investments and their reinvestment should pay a large
part of the benefits of a plan. Hence advantageous investment is a necessity.

This is a key element in deciding whether such a national plan should be
wholly governmental, wholly private or a mixture of the two-for it can be
any of them.

A wholly governmental pension authority might be limited to investing in
Government obligations, which would introduce considerable inflexibility into
investment operations and often would reduce earnings and so reduce the bene-
fits payable. While it is not impossible to empower a Federal agency to invest
in private companies (for example, some Federal corporations and many State
and local government pension funds do), many people would object to such
investments by the Federal Government. Some would fear that political or at
least nonpension purposes might be served.

It would seem desirable to me to enlist the expertise of the private financial
institutions already operating in this field, that is, the insurance companies and
bank trustees and, possibly, consultants as well. Unions also would have an
interest in such an undertaking and could bring considerable valuable experience
and expertise to it. Not only do these groups have the skill and manpower,
but giving them a profitable role in such an undertaking could induce their
cooperation while a wholly Federal undertaking would surely meet hostile
resistance by insurers and banks.
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I give a detailed description of the way in which such an institution could
be organized in a major portion of my book (ch. AX) devoted to discussion of
the ways in which a national pension clearing house could be organized. For
the national small group plan could constitute but one important function of a
clearinghouse. If several functions were performed administrative costs could
be further reduced.

Some have expressed to me the fear that while there are economies of scale
in a national plan, there also are elements of inflexibility introduced into its
investment policies. There is the possibility that a very large fund would hold
enormous blocks of stock. Should it become desirable to sell shares of a par-
ticular corporation, the availability of such a massive amount of stock could
demoralize the market for that corporation's shares and might damage the com-
pany itself-hence the fund administrators would feel "locked into" question-
able or poor investments. The fund could set up small subfund groups, some
on a regional basis, not only to avoid this problem but also to enhance famili-
arity and expertise in local investments-in real estate, housing, and local
governmental undertakings. In other words, the problem seems manageable.

If private plans are to provide retirement income supplements to more em-
ployees and a larger proportion of workers, we need some such innovation to
bring plan coverage within the reach of employees of small companies. The
Machinists Union has a small company plan. But it has the necessary limita-
tions of any one-industry or one-skill multiemployer plan-limited reach, among
others. The Industrial Union Department of the AFL-CIO has been exploring
an IUD-wide plan for this purpose and perhaps these hearings wil cover these
efforts, which reportedly have run into difficulty. It is just possible that my
more ambitious proposal would be easier to achieve.

VI. CABINET COMMITTEE REPORT GROWTH ESTIMATES QUESTIONED

I believethe problem of extending coverage is possibly more urgent than the
report of the Cabinet Committee on Corporate Pensions makes it appear.

Despite recognition of the problems I have outlined, the report projects pension
plan coverage increases from an estimated 23.5 million (not quite 50 percent of
the employees in private nonfarm establishments) in 1963 to 42.3 million covered
(some 63.5 percent of such employees) in 1980. Of course, I appreciate how diffi-
cult such estimates are. But I urge inquiry into them and careful assessment
because how poor or good coverage prospects are will affect the sense of urgency
to seek improvements felt by Congress, the executive branch, employees, unions,
the industry, and the public at large.

The basis of the estimates have not been published. But they seem seriously
overoptimistic to me. For not only does the estimate call for 42.3 million em-
ployees with plans, but an increase in beneficiaries (retirees) from 2.4 million in
1963 to 6.6 million in 1980. Of course, most of that latter increase will come from
retirements of people now employed and under plans. To account for these addi-
tional 19 million plan participants and 4 million retirees, plan coverage will have
had to add some 23 million or about double present coverage by 1980. The aver-
age annual net increase of plan coverage would therefore have to be about 1.4
million. Indeed the projections call for larger increases in the next few years
and a slower rate of growth later.

But actual recent rates of growth seem to have been much slower. So, for
example the rate of growth in 1964 was between an annual rate of 500,000'
and 750,000 newly covered persons in newly promulgated plans. (No figures
for employees involved were reported for the several hundred plans terminated;
some of whom surely were in the "new" plans. Many of these new plans, most
of them small, will collapse in the not-too-distant future.) Given the employ-
ment problems of the recent past it seems dubious that already established plans
experienced much, if any, expansion in coverage, considering the unemployment
distress in many plan-covered companies. And within many companies death
and employee separations without replacement account for shrinking coverage
under some plans.. In addition, there were, and will be. many retirements by
people who will die before 1980. All in all, I seriously question the projection
and suggest that it be subjected to careful study because it may require scaling
down.

' The Trreassrv reports that during the first 9 months of 1964 some 5,115 new pensionplans were `qnifiicea ;" they "covered" 324,629 employees. Another 3,837 profit-sharingplans with 115,903 employees were qualified. Apparently this latter type of plan Is not
included in the Cabinet Committee report estimates.
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VII. A RELATED PROBLEM-PLAN RELlABUITY AND THE EFFECTrVENESS OF COVERAGE
Whatever expansion is achieved it will be useless unless the plan participants

actually achieve benefit eligibility; or else they will have nothing to show for
having been under a plan. And if many years of effective credits that pay off
in benefits are not achieved, the retirement income they produce will be slight.

As plans now are constituted only a minority-very likely a small minority-
will achieve benefits and for many the benefits will be small. This is so because
plans require retirement after long service with one employer or provide "vested"
credits only to those separated after 10 or 15 years of service and usually only
if they also are aged 40 or 45 or even 50 and 55. Due to the main forces in the
economy which cause employees to leave jobs and cause jobs to leave employees
probably a large majority of those under plans will not achieve benefits.

This major deficiency of plans must be overcome if they are not to fail in
achieving their purpose.

To this end I would urge these major steps:
(1) Rapid progress toward early vesting under a set of private pension

"guideposts." The recommendations of the Cabinet Committee for vesting are
minimal. While I do not believe vesting should be mandatory, I do believe
that more liberal vesting than was recommended in the Cabinet Committee
report is needed. To this end, I urge this committee and the Cabinet Committee
to establish pension standards which are regarded as desirable to the fulfillment
of plan purposes. These guideposts-which would cover vesting, funding, self-
dealing and other critical problems of plan liability-could be phased, so that a
timetable for progressive improvement is outlined. I suggest that they would
be influential in bargaining and-because of competitive factors- in unilateral
plans as well.

l(2) The establishment of a national pension clearinghouse (preferably on a
joint Federal Government-private consortium basis) to facilitate the transfer
of small vested credits and to administer a national small group pension plan.

1(3) Legislation to make employee contributions to plans tax deductible on
condition that they cannot be cashed out. Such contributions are favored by
many employers. They operate as a species of vesting. Typically contributory
plans have more features protecting employee interests and pay larger benefits
as well. The adverse effect upon Federal tax revenue would be rather small.
A fairly high estimate would be on the order of $140 million using Social Security
Bulletin estimates of employee contributions of $780 million (1961); using 1962
SEC estimates the revenue loss would be about $79 million. The steady trend
to solely employer contributions and away from employee contributions also
results in a revenue loss, but without achieving the protections usually found in
contributory plans. In contributory plans the employer typically contributes a
great deal more than the employee. Hence even if contributory plans were
widely adopted under the inducement of this proposal and a large part of em-
ployee contributions were net additions, the revenue loss would be 1 year's tax-
roughly 18 percent-of the additional annual contributions.

(4) Make more adequate funding a condition of favorable tax treatment. At
the minimum, current costs should be funded on a level basis and past service
credits should be funded over a maximum period-probably a shorter period
than the 30 years recommended by the Cabinet Committee.

(5) Private plan supplements are needed most urgently by widows who
typically receive no pension benefit and but a paltry social security benefit.
All segments of industry should make such benefits a high priority improvement.

VIL COSTS OF AN EXPANDED PROGRAM

Given the present tax laws an expanded pension program would result in an
apparent Federal tax revenue loss. It should be understood that there is little
or no revenue loss due to the deductibility of employer contributions to corporate
plans bcaune in T -, I ll say practicall all., cases the coutributiou would
be paid out in some other form of deductible compensation. If it were paid out

in cash wages some of it-but by no means all-would be taxed as income toemployees, generally at the rate of about 18 percent.
The major tax advantage to employers under present tax laws is that the

earnings on pension plan trust funds and insurance reserves are tax free and
can be reinvested in full and yield additional tax-free earnings. As a result, to
ma~ke eon prbeerig hchacsbett in its Ow-.- business Lhe raie

of earnings would have to be double those of the pension fund. Ordinarily
45-25&--65-pt. 4
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earnings of trust funds and other savings are taxed as earned-these constitute
the revenue loss.

However, to the extent that these savings make possible net additions to
productive facilities, the tax loss is offset by the individual and corporate earn-
ings subject to tax which result from their construction and operation. So
far as I know, no one has devised a way of ascertaining whether and to what
extent this offset takes place.

And to some indeterminable extent, the tax loss is offset to the extent that future
public funds need not be expended as public assistance, to say nothing of the
saving in human dignity by enabling people to live on their own savings rather
than public handouts granted, often, under humiliating conditions.

Summary
The majority of the elderly are in need. They and those who enter their

ranks in the years ahead will continue to be unless we take action at the earliest
possible moment to improve the benefits of public retirement plans and to expand
the coverage and improve the effective coverage of private plans. Private re-
tirement programs can play an important role in meeting the financial needs
of the mass of the elderly. They presently are not designed to play such a role-
they are restricted to an industrial elite. Indeed, they seem inadequate to the
expectations now pinned to them.

Important segments of the pension industry are prepared for change. But
necessary changes will come only if they are vigorously sought.

Senator MORSE. Mr. Chairman, I think for the benefit of other peo-
ple here we ought to qualify this witness. We did not have to qualify
Dr. Merriam because her work on social security is well known, but I
think those in the room ought to know that Mr. Bernstein is the author
of a book, "The Future of Private Pensions," which has aroused a
great deal of discussion in this country.

We feel that he is outstanding in the field of those interested in the
problems of the aged. Of course, this morning he comes before us
with long experience on the Hill as one of our experts in the legislative
process, although he is now a lecturer at Yale.

I want to say that his work, as you well know, as one of our counsel
on the Senate Committee on Labor and Public Welfare for several
years, was notable. We are all indebted to him.

Of course, many of the good things I may have done in my office
in the legislative field are due to him, because he was my legislative
assistant for many years.

Do not blame him for my mistakes, but give him credit for some of
the good things that I may have done.

I want to welcome Mr. Bernstein and publicly congratulate him
on his book. I have heard it discussed pro and con, and the pros far
outweigh the cons.

The comments made about this book particularly qualify this gen-
tleman, Mr. Chairman, to give us the benefit of his intensive research
on this subject.

I recommend him very highly-this is a commercial, I guess-and
also recommend to those in this field that they analyze Mr. Bernstein's
book, because I think it is an excellent one.

Mr. BERNSTEIN. Thank you very much, Senator. I cannot go any
place but down, after that.

Senator RANDOLPH. You could tell us the price of the book.
Mr. BERNsTEIN. I will just tell you the publisher.
Senator RANDOLPH. Is that MacMillan?
Mr. BERNsTEIN. Yes, it is.
Senator RANDOLPH. Thank you, sir.
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Mr. BERNSTEIN. I would like to say any expertise I have is based
on my privileged service in the U.S. Senate, as counsel to Senator
Morse's Committee on Railroad Retirement and as his legislative as-
sistant, and also earlier as counsel to Senator Humphrey' Subcommit-
mittee on Labor and Labor-Management Relations.

I would like in my oral presentation to hit some of the highlights
of my prepared statement which I think are salient.

First, I would like to congratulate the committee for scheduling
these hearings, because they focus on two urgent questions. One is
the income problems of the aged, and the second is the specific subject
matter of these 2 days of hearings, the problem of expanding coverage,
the possibilities of expanding coverage of private pension plans to
those not covered.

Let me at the outset sketch in my own background. Under a grant
from the Walter E. Meyer Research Institute of Law, I started a study
in 1959 of the adequacies of private pension plans, and it was published
last year under the title "The Future of Private Pensions." I

I also have during the last several years been a consultant on pension
problems to the Treasury Department, the Department of Health,
Education, and Welfare, and the 20th Century Fund.

In order to discuss the role that private pension plans do play and
can play, one ought to assess the needs of the aged. Today the elderly
of America live in economic exile. That also means that they fre-
quently live in social exile, as well.

It is a fact of life that in America today when a person reaches re-
tirement age at 65, sometimes it is earlier, he suffers a degree of eco-
nomic demotion that we do not visit upon any other members of our
society.

I suggest that this is an urgent problem, a problem that is being given
insufficient attention.

For 3 days this week in Washington, the National Council on the
Aging has been holding sessions which fully document the pitiable
condition in which the overwhelming majority of the aged live today,
and yet it comes through to the public as only a muffled cry-if at all.
I am in hopes that this hearing and others like it will help focus
attention on this urgent problem.

I would call your attention to some key data, hardly exhaustive
examples. In table I contained in my statement I have set forth
from the Social Security Administration study of the income of the
aged in 1962 the condition of the aged who are second best off. The
best off are those with jobs. (See p. 15.)

The second best off are .those who are social security beneficiaries.
A glance at table I will show that an overwhelming majority of the
married couples have total money income of less than $3,000 a year.

The figure of $3,000 is used because in 1959 it was roughly the figure
at which the BLS-the Bureau of Labor Statistics-estimated was a
budget of adequacy and decency.

sHow adequate and how decent it is, you can see by looking at some
of the items allowed for: For example, an annual TV repair charge of
$1.22. Some may call this budget adequate. I think if it is adequate,
it is barely adequate.

Nonmarried men living alone have an income, 64 percent of themhave cash incomA below "2.Oo a. year, wbich is rougtrhly the budget
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figure for a standard of decency and adequacy, according to the BTLS
standards.

Six years later, those prices would undoubtedly be higher, the budget
would call for a higher income.

Worse off of all are widows, 85 percent of whom have an income
of under $2,000 a year.

I would point out that these figures are only for those between 65

and 72 who do receive social security benefits. If you take those who

are older, or those in the same age category who do not have OASDI
benefits, or those in retirement below the age of 65, the picture would
be worse.

Senator RANDOLPH. Mr. Bernstein, it is not directly on the subject,
of course, but with Senator Morse present I think as we talk about a

$2,000 annual income for a group of the elderly citizens of our country,
it is not inappropriate to say that Senator Morse and others of the

Subcommittee on Education are so very concerned with that family
earning less than $2,000 a year, in which there are 5 million children
ages 5 to 17, of a total of 48 million children in that age bracket in the
United States.

I just bring this to the attention of the subcommittee, and our
guests this morning, to indicate among the young and among the

old there are these problems, are there not, Mr. Bernstein? They
are of immediate concern.

Mr. BERNsTIN. That is correct, Senator. I would say they are
of urgent concern.

I would point out, too, that individual savings are both inadequate
and usually quite ineffective. The data on this, very briefly, are

that the median value of assets owned by people 65 and over in 1962
was just a shade under $3,000, excluding homes. If homes are in-

cluded, the figure would be slightly in excess of $11,000.
Demonstrably, assets of that sort have little or no income-generating

value. At the best they would provide for an infrequent rainy day,
and not many of them.

In addition, most individuals do not have the training, the infor-

mation, or the time to invest with anything like the efficiency and

expertise which is available to them under group savings plans, of
which pension plans are one primary example.

In a pension plan, ideally, at least, investment policy is in the hands
of experts, and very few of us are experts in this area, least of all
individuals.

For example, to this day there are about half a million people who
have their savings tied up in postal savings, which pay interest rates
of 2 percent, precisely the interest rates with which the system was
started in 1911, when merely in savings and loan associations they
could have earnings 21/2 times as much.

I suggest also that from the point of view of the investor U.S. savings
bonds represent something less than maximum income, and we have

something on the order of $48 billion in such bonds, with acquisitions
running at the rate of about $4 billion a year.

I would agree with Mrs. Merriam that the basic defense against need
in old age is the social security system, but I suggest also that we must

be quite realistic as to what the limitations of that system may be.
There are no certainties in these matters, but as things now stands
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one cannot claim that the social security comes close to providing a sub-
sistence standard of living to those in receipt of benefits.

I call your attention to table II on page 16, which summarizes data
which is quite well known to you, which demonstrates the inadequacy
of current benefits.

For example, widow benefits now average $67 a month, hardly
enough to sustain life. That is just not a subsistence income.

We have to look, then, at what the potentialities of the social security
system are as it is presently constructed, and changes that might be
made, before we can seriously and intelligently consider the role to be
played by private plans.

With the enactment of the medicare bill-and those of us outside
of Congress consider it as good as enacted, although you still have
a great deal of work to do-with its enactment and with the increases
provided for in H.R. 1 and S. 1 in both payroll and taxable payroll,
there is also provided a benefit increase of 7 percent.

Now I ask you to consult table II, which shows what the effect
would be of a 15-percent increase in cash benefits, which is what was
recommended in the recently issued 1965 Report of the Advisory Coun-
cil on Social Security.

If you will look at the bottom table, you will see that for those with
average monthly earnings income of $400 or less, under the proposal,
the $3,000 annual figure is not reached. For those who have creditable
income, average monthly income of $500 to $600, the $3,000 per year
amount for a couple would be reached, but then one must look and
see how much of the preretirement income of the insured individual
is replaced. There you will see in the last column that less than half
would be.

Now, whatever the advantages of being old may be, financially,
it staggers the imagination that when one passes 65, or 62, he needs
only half of his former income.

I would point out further that this data only shows the percentage
of income replaced for that amount which is taxable under social
security. The percentage figures would be lower if one took into
account the total income of the individual.

Further, perhaps more importantly, it is perhaps not fully under-
stood and appreciated how much of the American standard of living
is achieved by having multiple workers in a family, principally having
a husband and a working wife. Normally, because of the way social
security is constructed, the working wife's wages do not result in a sep-
arate additional social security benefit, so if one were to include in this
data, which the Advisory Council did not do, a comparison of the
family preretirement income and the family postretirement OASDI
benefits, the contrast would be even more stark than it is.

Now, the 15-percent figure happens to represent what is about the
maximum that could be enacted without raising the payroll tax sig-
nificantly above 10 percent, the point to which Senator Fong was re-
ferring earlier.

I agree emphatically with Senator Ribicoff, that 10 percent, some-
thing in that area, is the practical limit for a payroll tax, the combined
10-percent rate, because it is a uniform tax and it seems improper,
indeed unconscionable, to impose a higher rate of tax upon those in
lower income brackets.
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Now, even if, and this is a very big if, all limits were removed on
taxable income-today, as you know, it is only $4,800. How H.R. 1
before the House AWlays and Means Committee will deal with it, I do
not know, but the bill as introduced provides for an increase to $5,600.
But even if it were raised so there were no limit-the situation would
be improved, but the pattern already described would persist because
benefits could not be raised more than 15 percent.

There has been discussion about financing the social security system
in part from general revenues. Unless that path were taken, the limits
upon the social security system, as it is presently constructed, are obvi-
ous, and it would yield insufficient retirement income.

This means that some source of income supplementation is urgently
required, and inasmuch as private pension plans require a very long
period in which to mature, the sooner we set about seriously consider-
ing expanding coverage and set about the job of actually expanding
coverage, the better.

Unless dramatic and substantial and basic changes are made in the
social security system, it would seem that private pension plans are
the principal source to which we will have to turn in order to achieve
decent standards of living in retirement.

The growth of plans has been phenomenal since the beginning of
the 1940's, and particularly during the 1950's.

Mrs. Merriam pointed out coverage is concentrated in a few areas,
particularly in manufacturing, finance, transportation, which is mostly
because of the Teamster plans and local transportation system plans,
and public utilities.

Coverage is sparse in the areas in which employment is growing,
in trade and service industries. Coverage is sparse even in manu-
facturing among small employers. For example, even in the steel
industry the Steelworkers Union has had extreme difficulty in extend-
ing pension plan coverage to small groups, and small groups for that
purpose means several hundred employees.

The reasons for the difficulty of achieving small group coverage are
fairly clear. One is that it is disproportionately expensive to do so.
The costs of consultants, of lawyers, of actuaries, of accountants in
setting up plans, the acquisition costs of those who sell and install
plans, and the basic charges for administering plans are dispropor-
tionately high for small groups of employees, to say nothing of the
fact that most small employers do not have the time or the information
to choose intelligently from among the myriad of plans that are
available to them.

Senator RANDOLPH. They are sympathetic, but they really do not
have the time or the manpower within the small unit of business to
establish and maintain pension plans. Is that right?

Mr. BERNSTEIN. That is correct, because the small businessman has
his hands full these days as it is, without trying to solve these
intricacies.

After 5 years of concentrated study, there are still areas of mystery
to me. How a businessman would make an intelligent choice in this
area, I just fail to see.

Senator RANDOLPH. Thank you.
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Mr. BERNsTEIN. Moreover, small plans have the disadvantage of
having small funds. This can be overcome in part by having pooled
funds, but there are limitations upon that choice, as well.

Even perhaps more importantly, small employers provide a very
rickety base for private plans, because they fail, unfortunately, and
disappear at a very rapid. rate.

It is surprising the number of enterprises there are in the United
States. In 1962 there were more than 4.8 million individual firms.
In the same year, 28,000 manufacturing firms alone shut down.

This is an area of employment that we tend to look upon as among
the more stable. In retail trade and in service industries generally,
the rate of failure and disappearance is great.

I suggest, then, that a principal problem, indeed the principal prob-
lem of extending private pension plan coverage, is to bring private-
plan coverage within the reach of small employers.

What I suggest is a national small-group plan which employers
would know is so dependable that they would have no hesitancy in
including their employees under it, and in which they would be relieved
of every burden except of making contributions.

The advantages of such a plan would be ease of choice, ease of
administration, low overhead, and continuity, which is extremely
important for private plans.

Under it, contributions would be made for individual employees,
their records would be kept for them as they progress from small com-
pany to small company, their credits could be increased, their pension
savings could be done effectually.

There are many different ways in which such a plan could be con-
structed. My own preference would be, and it is a considered one,
for a national plan in which the Federal Government provided its
highly effective, expert, widely admired system of collection of con-
tributions and recordkeeping under the OASDI system. It would
be a small matter to do this and to keep the records. It could be done
at very low cost.

However, a key part of any pension plan is the way funds are
invested. I think many, and I would share some of the misgivings,
would question whether eventually a multibillion-dollar fund should
be available to a Government agency for direct investment in private
enterprise. I think it woud be unfortunate to limit the investment
possibilities of such a fund; these considerations recommend, I sug-
gest, the desirability of including the active participation of the
private financial institutions and experts, including consultants, and
union people to manage the fund, which would achieve, I suggest, a
maximum security for the fund as well as maximum earnings.

Such a plan, I would also suggest, would help meet some of the other
areas of sparse coverage such as farmers, part-time but regular workers
which include women workers. As I pointed out, the present retire-
ment income of women tends not to be reflected in their social security
benefit because typically their benefits as wives exceed the benefits
avail-ab-le to them from flheir on. Aanns -.4r-ntl. tn
supplement for their present retirement income would seem desirable,
as well, because they tend to be employed in the service and trade and
retail areas, and among small employers.
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A plan of this sort would reach them, as well. I think also it would
help bring plan coverage closer within reach of low-wagre employers.
How low, I really could not estimate.

The urgency of this problem, Mr. Chairman, I think is not fully
apparent.

I suggest that this committee closely question those who prepared
the estimates of future coverage contained in the Cabinet Committee
report to which you referred in your opening statement.

I think they are overly optimistic, and probably by a very con-
siderable amount. They indicate that coverage which stood at about
231/2 million persons in 1962. excluding retirees, will grow to over 42
million by 1980, and an increase in beneficiaries to over 6 million.

Most of those additional 6 million retirees will be those who are not
presently retired, which means that coverage will have to about double
in absolute numbers over the next 15 years. This would call for a rate
of increase of almost 11/2 million employees a year.

The Treasury reports that during the first 9 months of 1964 some
5,115 new pension plans were qualified; they covered 324,629 em-
ployees. Another 3,837 profit-sharing plans with 115,903 employees
were qualified. Apparently this latter type of plan is not included in
the Cabinet Committee report estimates.

In other words, the rate of actual growth during 1964 was about
half of what the estimates of the Cabinet Committee report would
call for.

Further, their report contemplated more rapid growth in the early
years, rather than the later years.

A related problem surely is the reliability of plans to produce
benefits. It does not matter how rapidly or widely coverage is spread,
if indeed the plans will not achieve their goal to supply retirement
benefits to large numbers of the retiring. As plans are presently
constructed, a minority, very likely a very small minority, of those
under plans will actually achieve benefit eligibility, and many of
those who do will have those based on a relatively few years of em-
ployment. This is a significant factor, because typically single com-
pany plans which cover about 85 percent of the people under plans
vary benefits in proportion to the years of service.

So I suggest that major steps be taken to improve the reliability
of private plans, to improve their performance, to make it worthwhile
to extend their coverage; indeed the plans we now have should be re-
constructed. To this end I propose:

Rapid progress toward early vesting.
I suggest that the Cabinet Committee, this committee, or other in-

terested governmental bodies and private bodies might consider estab-
lishing pension plan guideposts which would set benchmarks against
which plans could be measured for their adequacy, both as to vesting
and as to funding, because I suggest that the vesting recommended by
the Cabinet Committee report is only minimal. It would have com-
paratively little impact and would in fact achieve not a great deal of
improvement.

The establishment of a national pension clearinghouse, of which
the national small group plan could be a part, would facilitate earlier
vesting, because it would reduce its cost and would eliminate the ad-
ministrative problems that now beset administering vesting provisions.
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I earnestly suggest that a very practical early step that could be
taken would be to make employee contributions to pension plans tax
deductible. Because they are not deductible there has been a constant
shift to noncontributory plans. However, contributory plans are typi-
cally far superior, both in their protective devices and in the benefits
they pay.

The cost of such a change would really not be very great, if total
contributions were not expanded. If they were expanded, the deducti-
bility would only affect that part of the individual's contributions that
would be taxable. A great deal of such contributions would not be
taxable to the employee, to begin with. But the present tax law stands
as a hurdle to the establishment of contributory plans.

Senator RANDOLPH. Air. Bernstein, if the Internal Revenue Code
were amended to make employee contributions to private pension plans
deductible, would it not become necessary that contributions of Fed-
eral civilian employees to the Federal civil service retirement program
also be made deductible?

Mr. BERNsTEIN. Such demands for equal treatment undoubtedly
would be a difficulty of employing this approach, but I suggest it is
not insuperable. The strong public interest in shoring up the relia-
bility of private plans arguably may warrant separate treatment for
them.

I further would suggest that adequate funding be made a condition
of favorable tax treatment. The costs of an expanding program do
not consist of the loss of revenue, because of employer contributions.
The possible loss of revenue derives primarily from the fact that in-
come of pension reserves and pension trust funds are by and large not
taxable.

But I do suggest that this would be offset by the corporate earnings
and the individual earnings that could be stimulated by the invest-
ment of these additional funds.

The majority of the elderly and those who enter their ranks in the
years ahead will continue to be in need unless we take early action to
improve the benefits of the public retirement plan, to also improve the
coverage, and improve the effectiveness of private plans, as well.

Thank you.
Senator MORSE (presiding). In the absence of the chairman, Mr.

Bernstein, I want to thank you on behalf of the committee for your
statement. It is certainly bound to serve as the basis for a great deal
of discussion in the executive session of this committee, and for a
comparative analysis of it in connection with the other statements we
are going to receive.

In fact, my tentative opinion in connection with this statement and
other testimony is that we ought to do everything we can do to encour-
age the development of private pension plans, and we ought to inter-
relate them as much as possible with the Government services to the
extent that Government services can be of assistance to the private
plans, w ith1o0ut in any w ay tai- t en ov er, t o spa

But as you know, Mr. Norman, we are very much concerned in
other subcommittees of this committee with the evidence we have
received of the unfair advantages that arebeing taken of the elderly
in so-called private plans in other fields.

45-256-65-pt. 1-5
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I am going to call upon vou. as counsel for this committee, whenwe finish the hearing to give us the evidence of the necessary checks
that the Government must impose upon any private plan to see to it
that the elderly are not taken advantage of.

Mr. NORMAN. Yes, sir.
Senator MORSE. Do not give me a memorandum that says they have

a remedy in law, because that is a worthless remedy to someone get-
ting $2,000 a year or less. The protection must be supplied for the
individual, in my judgment, as a matter of social and public policy.
The law should require Government surveillance to see to it thatwrongdoers come in contest not with the individual pensioner, but
with the Government itself.

At the same time, I think it is important to have such a guarantee
or protection to protect the private plan that seeks to carry out its
obligations of social conscience.

I want these plans to be financially sound for the benefit of theprivate segment of the economy, but I want them also to be so circum-
scribed by the Government that when there are legitimate charges ofmisuse or abuse or fraud or taking advantage of the elderly, the
contest will not be with the individual pensioner, but with the Gov-
ernment.

I know that that is not going to be happily received in some quarters,
but I believe our job in the Government is to protect the individual,
and we cannot in the name of private enterprise permit so-called
private pension plans to be checked only by the present broad scope
of the law.

You are dealing with a problem here in which every taxpayer in the
country has an interest, because if these elderly people are takern
advantage of, they suffer the immediate consequences, but the burden
ultimately falls back to the taxpayers, as a whole.

I do not know of a better witness to supply us subsequently, and
there are others on the list that can, too, with a memorandum that
will undoubtedly clear up some of my thinking on the matter, as I
have been willing publicly to expose it this morning.

I do not want our private pension plans and the businessmen work-
ing in that field who are just as concerned about this as I am to have
the private pension system itself sullied by a small group of charla-
tans.

Senator RANDOLPH. And this group does exist.
Senator MORSE. And I want to be sure, Mr. Counsel, before you askme to vote on any recommendation of this committee that you have

by special memorandums requested the information from these wit-
nesses.

Mr. Bernstein talks about "guidelines." I am all for guidelines,
but I want more than guidelines. I want the criteria set out so that
they are guidelines, but they also provide enforcible protection tothe employer and to the pensioner, the contributor, the worker, so that
we are not going to set up a- program here that can be taken advantage
of.
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Senator RANDOLPH. Thank you, Senator Morse.
Mr. Bernstein, you mentioned your national small group plan. In

that connection, I am wondering how this would be organized, how
it would be administered. Will it be by an insurance company, or a
group or association of insurance companies? Would it be under the
Social Security Administration?

Would you clarify this for me?
Mr. BERNSTEIN. It could be in any of the ways you suggest, plus

some combination of public and private undertaking. It could be op-
erated by the Social Security Administration. It could be operated
wholly by a consortium of private financial institutions which would
consist of insurance companies, and bank trust companies, and possibly
some self-insured plans, as well.

They would in al1 likelihood need absolution from the antitrust laws,
which would then lead to questions of how best such an operation could
be regulated. I would think that it might best be operated by a gov-
.ernmental agency employing the OASDI machinery, which would set
up the formal aspects of the plan, and the vital investment function of
it would be done by those who do it best, the private financial institu-
tions.

But there are several variations of public-private combination that
conceivably are available for this purpose.

Senator RANDOLPH. Could the private employer, under your plan,
merely sign up and make his contributions? Or would he have to
have an attorney or an actuary and incur substantial expenses and
go through complicated procedures to establish and maintain a pension
plan?

Mr. BERNsTEIN. I do not think it would takd any more than making
contributions, which would in turn be translated into credits for the
individual employees for whom they were made.

An employer would have to do no more than determine, possibly as
a result of bargaining, what contributions should be made. He would
have no burden beyond remitting those contributions; he would save
on the verv services you mention.

Senator RANDOLPH. It would not be an involved procedure under
your plan?

Mr. BERNSTEIN. It would not. It would be quite simple and low
cost, and more directly translated into benefits, rather than diverted to
these nonbenefit costs.

Senator RANDOLPH. Thank you, Mr. Bernstein. You will follow
the suggestion of Senator Morse on submitting further information
for the committee, I am sure.

Mr. BERNSTEIN. Yes, sir.
(The text of letters subsequently received from Mr. Bernstein

follow:)
YALE LAW ScHOOL,

New Haven, Conn., March 22,1965.
Senator JENNINGS RANDOLPH,
Subcommittee on Emplovment and Retirement inconwe,
Special Committee on Aging,
U.S. Senate, Washington, D.C.
- DEAR Ma CHAIRMAN: In my March 4 testimony before the subcommittee I ad-
vocated a change in the tax laws so that employee contributions to qualified
pension plans would be deductible from taxable income as employer contributions
novw orp. So few wage earners itemize their deductions that an additional item
of deduction would not in fact make equal the tax treatment of employee aund

31



32 EXTENDING PRIVATE PENSION COVERAGE

employer contributions; to have the Intended effect of equal treatment, employee
contribution would have to be made exempt from taxation.

You immediately posed the question whether such a change would not neces-
sarily also require equivalent treatment for other employee pension contributions,
giving as an instance the substantial contributions Federal employees make to
the civil service retirement system. I replied that perhaps separate treatment
for private plans is warranted by the special public interest in improving private
plans. And I should add that if limited to this one group the revenue loss would
be relatively smalL.

I would now like to add the suggestion that exemption from taxation of all
employee private and public retirement plan contributions (including social
security and railroad retirement employee payroll taxes) would be a splendid
way to effect a tax cut designed to stimulate consumer purchasing power. In
1958 the Treasury estimated that taxes would thereby be reduced about $2 bil-
lion, but this assumed that all individuals would avail themselves of this oppor-
tunity up to 7T4 percent of income. Taking into account how high this estimate
was and the upward changes in income and the downward changes in tax rates
(and the growth in population, hence exemptions for dependent children), the
current figure would be no more and probably would be less. Some of the rev-
enue loss could be recaptured, primarily from those with large postretirement
income, if all public and private benefits were made taxable as income upon
receipt.

Such action might be desirable both as fiscal action to stimulate the economy
and as a practical means to promote retirement savings.

Sincerely,
MERTON C. BERNSTEIN.

YALE LAW ScHOOL,
New Haven, Conn., March 23,1965.

Senator JENNINGS RANDOLPH,
Subcommittee on Employment and Retirement Incomes,
Special Committee on Aging,
U.S. Senate, Washington, D.C.

DEAR SENATOR RANDOLPH: In my statement to the subcommittee on March 4
I noted, as did some other witnesses thereafter, that the per capita cost of pension
plans covering small groups were significantly higher than the per capita costs
for large groups.

I now wish to submit for inclusion in the record some specific examples of
comparative costs of groups of varying size which an insurance company kindly
prepared at my request. In all likelihood essentially the same size-cost rela-
tionship would exist in noninsured trusteed plans employing the same assump-
tions.

Sincerely,
MERTON C. BERNSTEIN.

Per man costs

Average cost age
Size group in lives __

40 45 50

Group A-Benefit $160 a month: I
10 -$540 $665 $825
25 -499 620 780
50 -482 604 762
100 - 474 596 754
170 and larger -471
135 and larger- 594
110 and larger - - -753
Pure cost, no expense -448 565 715

Group B-Benefit $100 per month: 2
10 - -365 442 542
25 - - 324 399 498
50 - - 307 384 482
100 - - 299 376 474
275 and larger ----- - 294
220 and larger - - -371
170 and larger- - - 471
Pure cost, no expense-- 29 3522| 448

X This assumes an average of 40 years of service at retirement.
X This assumes an average of 25 years of service at retirement.
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COMMENT

1. The "larger" costs represent the point where the contract charge is no longer
a factor.

2. Our typical case has a cost age of about 45.
3. If some turnover were assumed the costs shown for an average age of 40

could be reduced by about 10 percent; for the age 45 costs by about 5 percent; and
for the age 50 no change as turnover is not likely to be meaningful in a group of
that maturity.

Senator RANDOLPH. Miss McCamman, you previously served as a
professional staff member of the Special Committee on Aging. We
are glad to welcome you back to the committee this time as a witness.
We are delighted to have you.

STATEMENT OF CHARLES I. SCHOTTLAND, DEAN, FLORENCE HELLER
GRADUATE SCHOOL FOR ADVANCED STUDIES IN SOCIAL WEL-
FARE, BRANDEIS UNIVERSITY; CHAIRMAN, SUBCOMMITTEE ON
RETIREMENT INCOME, THE NATIONAL COUNCIL ON THE AGING,
REPRESENTED BY MISS DOROTHY McCAMMAN

Miss MCCAMMAN. I am delighted to be back, Senator. I enjoyed
my services on the committee.

Senator MORSE. Have you inspected any nursing homes recently?
Miss MCCANMIMAN. No. Have you purchased any rocking horses

for your grandchildren recentlya 1
I am appearing before the Subcommittee on Employment and Re-

tirement Incomes in behalf of the, National Council on the Aging, of
which Dean Schottland is chairman of our subcommittee on retire-
ment income.

Dean Schottland regrets his inability to be present here today.
As you may know, he has been devoting his skill to the very difficult
job of arbitrating the New York City welfare employees strike. He
is now offering this statement. He will, as soon as he is able to catch
his breath, submit written answers to your questions or any further
questions that the committee may wish to ask.

Senator RANDOLPH. We will consider his statement as read, and you
may make what comments you wish.

Miss MCCANIAMAN. Very good.
(Statement prepared by Dean Schottland follows:)

STATEMENT OF CHARLES I. SCHOTTLAND, CHAIRMAN OF SUBCOMMITTEE ON RETIRE-
MENT INCOME, THE NATIONTAL COUNCIL ON THE AGING

I am delighted to have this opportunity to participate in the hearings of the
Subcommittee on Employment and Retirement Incomes of the Senate Special
Committee on Aging. During recent years, the Special Committee on Aging
has made an outstanding contribution through its studies of problems of older
Americans and its recommendations for legislation and other measures to im-
prove the well-being of our senior citizens. You are to be congratulated for now
turning your attention to an intensive inquiry into the important subject of private
pension plans and Federal policies to encourage the pension coverage of those
not no. protected.

With your permission, I shall first make a general statement as chairman
of the Retirement Income Subcommittee of the National Council on the Aging's
Committee on Employment and Retirement.

-'Reference is to site visits in connection with the Eugene. Oreg., hearing, Nov. 8, 1961.
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You are undoubtedly already familiar with the National Council on the Aging
as the national voluntary agency for consultation and planning in the field of

aging.
NCOA brings together in its membership representatives of management and

labor and of governmental and voluntary agencies. It provides a unique rally-

ing point for leadership planning and action in behalf of the older citizen.
NCOA's Committee on Employment and Retirement has for many years been
concerned with policies and programs in the area of employment of older work-
ers, and preparation for retirement and criteria for retirement. The subcom-

mittee on retirement income was formed about 2 years ago to round out a coordin-
ated approach to the total problem of older workers, their retirement and their
income in retirement.

Perhaps you would be interested to have for the record a list of the member-

ship of the retirement income subcommittee of which I am privileged to be the

chairman.
COMMITTEE ON EMPLOYMENT AND RETIREMENT

Chairman: Edwin F. Shelley, vice president, U.S. Industries, Inc., New York.
Vice chairman: Dr. Juanita M. Kreps, Department of Economics, Duke Uni-

versity, Durham, N.C.

SUBCOMMITTEE ON RETIREMENT INCOME

Chairman: Charles I. Schottland, dean, School for Advanced Studies in Social
Welfare, Brandeis University, Waltham, Mass.

Vice Chairman: Benjamin B. Kendrick, director of health insurance research,
Life Insurance Association of America, New York.

Members

Robert 0. Beetham, research director, Teachers Insurance & Annuity Associa-
tion, New York.

Orville F. Grahame, vice president and general counsel, Paul Revere Life In-
surance Co., Worcester, Mass.

Edwin Shields Hewitt, partner, Hewitt Associates, Libertyville, Ill.
Leonard Lesser, director of social security activities, Industrial Union Depart-

ment, AFILCIO, Washington, D.C.
Dr. Hazel S. McCalley, vice president, Greenleigh Associates, New York.
Miss Dorothy McCammian, consultant on retirement income, the National

Council on the Aging.
Dr. John W. McConnell, president, University of New Hampshire, Durham,

N.H.
Dr. Roger F. Murray, S. Sloan Colt professor of banking and insurance, Grad-

uate School of Business Administration, Columbia University, New York.
Robert J. Myers, chief actuary, Social Security Administration, Department of

Health, Education, and Welfare, Washington. D.C.
Robert D. Paul, senior vice president, Martin E. Segal Cb., New York.
Wm. H. Wandel, director of research, Nationwide Insurance Co., Columbus,

Ohio.
You will note that we have several outstanding authorities on the subject

of private pensions: Edwin Shields Hewitt. president of Hewitt Associates;
Dr. Roger F. Murray, of Columbia University: Robert J. Myers, Chief Actuary
of the Social Seeurity Administration, and Robert D. Paul, senior vice president
of Martin E. Segal & Co.

'When our subcommittee was formed, we planned to focus our attention initi-
ally on private pension plans, their contribution to retirement income and their
relationship to the social security program. Because the subcommittee's role is

to fill gaps and not to duplicate studies carried out elsewhere or to conduct in-

tensive investigations, our study of private pension plans was postponed await-

ing availability of the report of the President's Committee on Corporate Pension
Funds.

As you know, this report "Public Policy and Private Pension Programs" was
not issued until mid-January. Therefore, our subcommittee has not yet had an

opportunity to evaluate the recommendations of the President's Committee.
Nevertheless, the work already done by the subcommittee in identifying the is-
sues and policies that affect the income of older people provides a frame of re-
ference for consideration of this important report on private pensions. I am
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submitting for the record or for your flies a copy of our draft statement on "Is-
sues and policies concerning the income position of older persons,"' along with
our working document, "Background facts on the income position of older
persons."

We are not testifying today as experts on the details of private pension plans
-although our retirement income subcommittee obviously includes a number of
persons qualified to do so. We are directing our statement instead to the role
of private pensions, at present and potentially, in providing retirement income
and to the essential interrelationships with the national social insurance program.
Nor are we relating our testimony to specific legislative proposals. We are con-
cerned instead with basic public policy issues and the principles that should
guide the decisions on these issues.

I understand that the hearings you are now holding are focused on proposals
for extending coverage under private pension plans and that future hearings
may be held on such questions as vesting provisions and funding. Obviously, it
is impossible to encompass all the complexities of private pension plans, by
themselves, and in relation to other programs, in 2 days of hearings. But equally
obviously (and I'm sure that I do not need to belabor this point with a group as
knowledgeable as yours), coverage is meaningful only if it gives rise to benefits.
Indeed, coverage that cannot reasonably be expected to result in any benefit for
any large portion of covered workers may be worse than no coverage at all in
that it gives a false feeling of security to workers individually and to others
responsible for formulating policies related to retirement income.

BACKGROUND FACTS

..I would like to present briefly the background facts against which the sub-
committee formulated its statement of the issues relating to private pensions.

Beneficiaries of private pension plans now number nearly 2YA million. This
includes an unknown number of retired and disabled workers under age 62 and
widows. It is estimated that pensioners aged 65 and over and their dependent
wives total 2.6 million or 14 percent of the population 65 or over.

Persons receiving private pensions have considerably higher incomes than do
other old-age, survivors, and disability insurance beneficiaries. The median total
income for married couples with a private persion in 1962 as measured by the
Social Security Administration's recent survey, was $3,400-only one-sixth less
than that of beneficiary couples with at least one member working at a full-time
job. And for nonmarried beneficiaries, a private pension did as much as full-time
employment to raise the average level of money income. The higher retirement
Income reflects not only the actual receipt of a private pension but also higher
preretirement earnings.

It is clear then that private pension plans represent a tremendous potential
for raising the level of private resources available during retirement. It is
equally clear that most older people cannot expect to participate in this source
of retirement income in the foreseeable future unless the growth of private plans
can be markedly accelerated. Assuming continued development of pension
plans without significant change in the present legal framework that affects
them, beneficiaries of private plans are expected to number 6.6 million by 1980.
Aged pensioners and their wives would then account for just under three-tenths
of the population 65 or older. Coverage, under the same assumptions, is ex-
pected to rise by 1980 to 42 million workers (60 to 65 percent of all employees
of private nonfarm establishments).

THE ISSUES

In the effort to accelerate the growth of private pensions as a basic essential
of economic security, various proposals have been advanced over the years.
The report of the President's Committee has now focused public attention on a
number of specific proposals, particularly those involving changes in legislation.

I wish to emPnhasize that NCOA's Retirement Income Subcommittee is not
directing its statement to these specific proposals. We are instead identifying
what we think are the basic considerations for use in assessing all proposals
to stimulate further the development of private plans and to guard against
losses of protection.

2 See Appendix, p. 152.
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The basic issue, as defined by our subcommittee, is essentially this: What
measures will encourage and stimulate the continued development of private
plans, avoiding the imposition of heavy costs or other burdens that tend to
stifle healthy growth?

Our subcommittee then went on to define a number of specific questions which,
because of interrelatedness, I shall present as stated before commenting on those
of particular concern to your subcommittee. These questions are:

(a) What are the effects of various governmental regulatory measures on
the growth of private plans?

(b) What are the appropriate interrelationships of private plans and the
basic social, insurance program that should shape the further development of
both types of protection?

(c) How can private pension plan coverage be extended to employees of
small firms which find it difficult and costly to set up and administer a one-
employer plan?.

(d) How can pension rights already earned be preserved during job shifts
or when employment is terminated because the company relocates, consolidates,
goes out of business, or automates and reorganizes?

(e) How can the financial base of private plans be strengthened, thus assuring
that they will be able to deliver promised benefits?

(f) What are the costs of various improvements in private pension plans-
for example, vesting or provisions for earlier retirement-and what are the
priorities among -these improvements? What are the priorities when pension
plan improvements are weighed against other types of employee benefits?

I am keenly aware of the importance of each of the three essential elements
of retirement security: The basic national governmental program of old-age

,survivors and disability insurance; private pension plans established through
voluntary, group action; and personal savings through individual effort. Each
has its Important role and these roles should be complementary and not com-
petitive. Each should be encouraged, not stifled.

Fears, expressed at the time the Social Security Act was debated, of a sub-
stitution of public retirement provisions for the emerging interest in private
pensions, have long since been laid to rest. The public plan has clearly encour-
aged the growth of supplementary plans by providing a foundation on which
meaningful protection can be built.

Similarly, we now have evidence that private pension plan coverage does
not, on the average, lead families to reduce their savings in other forms. The
National Bureau of Economic Research has surveyed a group, paired in as
many characteristics as possible but differing in whether they were covered
by a private pension plan. The ratio of other savings to income was at
least as high for those covered by private pension plans as for those not
covered, leading the national bureau to conclude:

"It appears that pension coverage has a 'recognition effect.' It is true that
in certain groups, notably those with high employee contribution rates and full
vesting, there is some substitution of pension savings for savings in other forms.
But those who react in this way are fully offset by those whose reaction Is
to increase other savings. The composite picture, therefore, is one of a net
addition to personal saving of the full amount of pension accumulations. That
Is to say, realization of retirement needs and of the opportunities for financial
independence opened up by a pension stimulate the motivation to save."

Our retirement income subcommittee, in discussing these findings speculated
on other reasons why pension plan coverage does not reduce additional per-
sonal savings. Among these explantions is the possibility that the concept of
saving for retirement is not firmly established among the working population;
in other words, the purpose of saving may be-not for retirement-but for a
more imminent rainy day. Another possibility is that stock ownership is becom-
ing almost a prerequisite to full participation in the everyday conversation of the
more affluent members of our society. And, related to the "recognition effect"
mentioned above and to the effect of the Social Security Act in stimulating
the development of private plans, the private pension brings financial security
within reach and therefore provides motivation for additional savings. The
point has not yet been reached (and it is questionable whether it should ever
be reached) when the level of income to be expected from retirement benefits Is
high enough to make other forms of saving unnee'essarv.

I might mention briefly the major characteristics of our social insurance
system that have influenced the design of Frivate pension plans and that are
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important to the complementary relationships of the public and private systems.
The coverage of old-age survivors and disability insurance is almost universal.

Credit earned under the basic programs are not lost through changes of
employment. The capacity to finance benefits rests on the entire economy, not
just on a single firm or industry. Benefits are broad in scope, including pro-
tection for survivors of young workers and for the dependents and survivors
of retired workers The basic benefit, designed to replace a higher proportion
of the earnings loss of low-paid workers than of those with higher earnings,
is not graduated by length of employment. The total earnings which determine
both contributions and benefits are subject to a maximum.

Because the emphasis in the public program is on basic retirement income
for all workers, private pension plans have an essential role to play in making
possible a more adequate retirement income in relation to pastb earnings. In
building on the protection provided by the public system, private plans frequently
will allow a higher benefit on earnings that are above the base credited by the
social security system. The private pension plan, with its greater flexibility, can
be adjusted to the special conditions of the company or industry, for example
through provisions for retirement at an earlier age than is possible under the
uniform basic system.

In the years ahead, more and more workers will be eligible on retirement for
private pensions-and, hopefully, deliberations like these hearings will open
the doors to new solutions for ever broader coverage. Nevertheless private
plan protection will always be far from complete and, in the words of the
President's Committee on Corporate Pension Funds:

"The public program will continue to be the Nation's basic instrument for
assuring reasonably adequate retirement income to workers, their widows
and dependents."

It is on this premise that decisions as to the adequacy of social security benefits
must be made-not on the optimistic but ungrounded hope that virtually all
workers will receive a private pension in addition to the social security benefit.
It is on this premise that we must also assess the eligibility age for full retire-
ment benefits under the social security program-not on the expectation that
private plans with their greater flexibility will of course jump into the breach to
provide retirement income for the worker who is unable to continue on the job
until eligibility for old-age insurance benefit.

We have long been aware that the combined level of benefits under OASDI and
private pension plans should be reasonably related to wage levels and living
standards. We are now becoming increasingly aware of the interrelationship
with respect to eligibility age for full benefits and provisions for early retirement.

As your subcommittee knows all too well, older workers are finding it increas-
ingly hard to hold onto their jobs until retirement age. In recognition of this
reality, the social security program has been amended to provide reduced benefits
for workers retiring before age 65. Significant proportions of workers have
claimed these lower benefits, apparently because their limited earnings made
even a reduced.benefit attractive. And although it might be expected that a
larger proportion of each successive age group reaching retirement would have
rights to a private pension, the Social Security Administration's 1963 survey
shows that private pensions were received by relatively fewer of these early
retirants than of workers retiring after age 65.

Some of our largest private pension plans have recognized this same problem
by liberalizing their provisions to encourage early retirement in general and to
provide, in the case of plant shutdowns, early retirement benefits that are larger
than the actuarial equivalent of the normal retirement benefit. Provisions like
these have their price tag; when decisions are made about improvements in
private pensions-or when the cost of pensions is weighed against costs of other
employee benefits-the cost of early retirement represents a competing claim with
such costs as vesting and higher benefit levels.

These are some of the interrelationships of private plans and the basic social
insurance nrogram that should be taken into consideration In making the public
policy decisions that will shape the further development of beth types of
protection.

Miss MCCAMMAN. I am also submitting for your record or for the
files, copies of materials prepared by our retirement income subcom-
mittee, a statement on the issues and policies affecting the incomes of
thW I guu, and a statement of backgrounnd facts.

* See Appendix, p. 152.
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Senator RANDOLPH. The subcommittee will determine what por-
tions of that material could well be fitted into the hearing and also
what portions could be of value to the subcommittee in drafting a
report.

Thank you.
Miss MCCAMMAN. I shall, then, read briefly from the prepared

statement, starting in the middle of page 35. We say:
In the effort to accelerate the growth of private pensions as a basic

essential of economic security, various proposals have been advanced
over the years. The report of the President's Committee has now
focused public attention on a number of specific proposals, particu-
larly those involving changes in legislation.

I wish to emphasize that NCOA's retirement income subcommittee
is not directing its statement to these specific proposals.

I might point out, however, that we have a number of members of
our subcommittee who will be testifying: Mr. Leonard Lesser, Dr.
Roger Murray, and Mr. Edwin Shields Hewitt will be testifying
to your subcommittee.

We are instead identifying what we thing are the basic considera-
tions for use in assessing all proposals to stimulate further the devel-
opment of privlate plans and to guard against losses of protection.

The basic issue, as defined by our subcommittee, is essentially this:
what measures will encourage and stimulate the continued development
of private plans, avoiding the imposition of heavy costs or other
burdens that tend to stifle healthy growth?

Our subcommittee then went on to define a number of specific ques-
tions which, because of interrelatedness, I shall present as stated before
commenting on those of particular concern to your subcommittee.
These questions are:

(a) What are the effects of various governmental regulatory meas-
ures on the growth of private plans?

(b) *What are the appropriate interrelationships of private plans
and the basic social insurance program that should shape the further
development of both types of protection ?

(c) How can private pension plan coverage be extended to employees
of small firms which find it difficult and costly to set up and administer
a one-employer plan?

(d) How can pension rights already earned be preserved during
ob shifts or when employment is terminated because the company re-

locates, consolidates, goes out of business, or automates and reorgan-
izes?'

(e) How can the financial base of private plans be strengthened,
thus assuring that they will be able to deliver promised benefits?.

(/) What are the costs of various improvements in private pension
plans-for example, vesting or provisions for earlier retirement-
and what are the priorities among these improvements? What are
the priorities when pension plan improvements are weighed against
other types of employee benefits?

I am afraid I may have just added to the list of questions which you
had already prepared.

Dean Schottland, as a former Commissioner of Social Security, is
keenlv aware of the importance of each of the three essential elements
of retirement security: the basic national governmental program of
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old-age, survivors, and disability insurance; private pension plans es-
tablished through voluntary, group action; and personal savings
through individual effort. Each has its important role, and these roles
should be complementary and not competitive. Each should be en-
couraged, not stifled.

Fears, expressed at the time the Social Security Act was debated,
of a substitution of public retirement provisions for the emerging in-
terest in private pensions, have long since been laid to rest. The public
plan has clearly encouraged the growth of supplementary plans by
providing a foundation on which meaningful protection can be built.

Similarly, we now have evidence that private pension plan coverage
does not, on the average, lead families to reduce their savings in other
forms. The National Bureau of Economic Research has surveyed a
group, paired in as many characteristics as possible but differing in
whether they were covered by a private pension plan. The ratio of
other savings to income was at least as high for those covered by private
pension plans as for those not covered, leading the National Bureau
to conclude:

It appears that pension coverage has a "recognition effect." It is true that
in certain groups, notably those with high employee contribution rates and
full vesting, there is some substitution of pension savings for savings in other
forms. But those who react in this way are fully offset by those whose reaction
is to increase other savings. The composite picture, therefore, is one of a net
addition to personal saving of the full amount of pension accumulations. That
is to say, realization of retirement needs and of the opportunities for financial
independence opened up by a pension stimulate the motivation to save.

Our retirement income subcommittee,.in discussing these findings,
speculated on other reasons why pension plan coverage does not reduce
additional personal savings. Among these explanations is the pos-
sibility that the concept of saving for retirement is not firmly estab-
lished among the working population, in other words, the purpose of
saving may be-not for retirement-but for a more imminent "rainy
day."

Another possibility is that stock ownership is becoming almost
a prerequisite to full participation in the everyday conversation of
the more affluent members of our society. And-related to the "recog-
nition effect" mentioned above and to the effect of the Social Security
Act in stimulating the development of private plans-the private
pension brings financial security within reach and therefore provides
motivation for additional savings.

The point has not yet been reached, and it is questionable whether
it should ever be reached, when the level of income to be expected from
retirement benefits is high enough to make other forms of saving
unnecessary.

I might mention briefly the major characteristics of our social
insurance system that have influenced the design of private pension
plans and that are important to the complementary relations s of
the public and private systems.

The coverage of -OASDI is alm.oSt -univ-rsal. Credts earned
under the basic programs are not lost through changes of employ-
ment. The capacity to finance benefits rests in the entire economy, not
just on a single firm or industry. Benefits are broad in scope, includ-
ing protection for survivors of young workers and for the dependents
and survivors of retired workers.
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The basic benefit, designed to rcpiace a higher proporion of the
earnings loss of low-paid workers than of those with higher earnings,
is not graduated by length of employment. The total earnings which
determine both contributions and benefits are subject to a maximum.

Because the emphasis in the public program is on basic retirement
income for all workers, private pension plans have an essential role
to play in making possible a more adequate retirement income in
relation to past earnings.

In building on the protection provided by the public system, private
plans frequently will allow a higher benefit on earnings that are
above the base credited by the social security system.

The private pension plan, with its greater flexibility, can be ad-
justed to the special conditions of the company or industry, for
example through provisions for retirement at an earlier age than is
possible under the uniform basic system.

In the years ahead, more and more workers will be eligible on retire-
ment for private pensions-and, hopefully, deliberations like these
hearings will open the doors to new solutions for ever-broader cover-
age. Neverthless, private plan protection will always be far from
complete and-in the 'words of the President's Committee on Corpo-
rate Pension Funds:

The public program will continue to be the Nation's basic instrument for
assuring reasonably adequate retirement income to workers, their widows, and
dependents.

It is on this premise that decisions as to the adequacy of social se-
curity benefits must be made-not on the optimistic but ungrounded
hope that virtually all workers will receive a private pension in addi-
tion to the social security benefits.

It is on this premise that we must also assess the eligibility age for
full retirement benefits under the social security program-not on
the expectation that private plans with their greater flexibility will
of course jump into the breech to provide retirement income for the
worker who is unable to continue on the job until eligibility for old-
age insurance benefits.

We have long been aware that the combined level of benefits under
OASDI and private pension plans should be reasonably related to
wage levels and living standards. We are now becoming increasingly
aware of the interrelationship with respect to eligibility age for full
benefits and provisions for early retirement.

As your subcommittee knows all too well, older workers are finding
it increasingly hard to hold onto their jobs until retirement age. In
recognition of this reality, the social security program has been
amended to provide reduced benefits for workers retiring before age
65.

Significant proportions of workers have claimed these lower bene-
fits, apparently because their limited earnings made even a reduced
benefit attractive. And although it might be expected that a larger
proportion of each successive age group reaching retirement would
have rights to a private pension, the Social Security Administration's
1963 survey shows that private pensions were received by relatively
fewer of these early retirees than of workers retiring after age 65.

Some of our largest private pension plans have recognized this same
problem by liberalizing their provisions to encourage early retirement
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in general and to provide in the case of plant shutdowns, early re-
tirement benefits that are larger than the actuarial equivalent of the
normal retirement benefit.

Provisions like these have their price tags. When decisions are
made about improvements in private pensions-or when the cost of
pensions is weighed against cost of other employee benefits-the cost
of early retirement represents a competing claim with such costs as
vesting and higher benefit levels.

These are some of the interrelationships of private plans and the
basic social insurance program that should be taken into consideration
in making the public policy decisions that will shape the further devel-
opment of both types of protection.

Senator RANDOLPH. Thank you, Miss McCamman.
You have indicated some of the persons within your organization

we will have the opportunity to hear, so we will allow the statement
of Dr. Schottland as read by you to suffice.

We are very grateful for your presence.
Thank you.
(The following supplementary statement was subsequently sub-

mitted by Dean Schottland.)

DEAN CHARLES I. ScnoTTLAND'S ANSWERS TO QUESTIONS ASK-ED BY SUBCOMMITTEE
ON EMPLOYMENT AND RETIREMENT INCOMES

You ask me to comment on the following questions:
1. "Is it a wise and proper activity of the Federal Government to encourage

the extension of private pension coverage to more of its citizens and to seek
to increase the amount of private pension income received in retirement?"

My answer is "Yes."
I sincerely believe that it is a wise and proper activity of our Federal Govern-

ment to encourage the extension of private pension coverage and to seek to
increase retirement income received from these plans. I emphasize "encourage"
and "seek to increase." Whatever measures the Federal Government adopts in
this worthwhile endeavor must be most carefully designed to insure that they
will encourage and stimulate the continued healthy development of private
plans. Measures which impose such heavy financial or other burdens as to stifle
the growth of private pension plans are obviously self-defeating.

The Federal tax laws and the tax advantages that have been granted to
private pension plans have undoubtedly contributed significantly to their past
growth. It is reasonable to assume that plans would continue to grow under
this type of Federal legislation. But increasingly, we are faced with the further
question of whether the coverage provided under some of these plans is really
effective; does the law and its administration provide sufficient safeguards to
the covered employee and his interest in these plans-safeguards that are also in
the public interest because of the importance of private pension income as an
essential element of retirement security? As I pointed out in my statement on
behalf of the National Council on the Aging: "Coverage is meaningful only if it
gives rise to benefits. Indeed, coverage that cannot reasonably be expected to
result in any benefit for any large portion of covered workers may be worse than
no-coverage at all in that it gives a false feeling of security to workers indi-
vidually and to others responsible for formulating policies related to retirement
income."

We have two objectives, I think: to extend coverage and to protect the em-
ployee's interest in his future retirement income. To achieve both these objec-
tives requires a most delicate balance because there are different advantages for
the employer and his employee, which lead directly to your second question.

2. "What advantage do private pensions offer from the standpoint of the
employee? The employer? The Federal Government?"

In the interests of brevity and at the risk of oversimplification, I would say
that a private pension plan offers the employee a chance at an adequate income
in retirement-this in essence is the advantage to the Federal Government in
its concern for the economic security of the aged-and it helps an employer to
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raise emplovee morale and to hold his senior and valued employees. These
interests can sometimes work as cross-purposes. If the employee is to receive
a private pension in retirement that recognizes the typical lifetime working
pattern, the pension must be based on employment for a number of employers;
there must be some degree of vesting. But vesting provisions encourage mo-
bility-or at least do not impede movement from job to job-and can, therefor,
work against the interests of the employer who wishes to retain his experienced
workers.

Vesting costs money *so does the funding which assures that an employee would
receive his pension on retirement even if his former employer were to go out of
business. Federal regulations that require vesting and funding could, therefor,
serve to discourage an employer from setting up or continuing a private pension
plan. Vesting and funding, while essential elements in a plan that guarantees
that workers will realize their expectations of benefits, are of no real advantage
to the employer and may even work to his disadvantage. The advantage to the
employee is not always clear-especially in his early working years-and may
fade away when stacked up against the compelling costs of higher benefits for
career employees or of early retirement provisions.

4. "Is the revenue loss more in the nature of a 'tax loophole' which permits
some to avoid paying their fair share of taxes; or is it more in the nature of a
sound investment in the future retirement incomes of our senior citizens and
in the future economic stability and prosperity of Americans of all ages?"

I do not believe that the exemption of taxes on employer contributions to pen-
sion funds should be considered a "tax loophole." We must remember that pen-
sion plans are in the interest of the employee and of the general public too. In
fact, an employer could put the same amount of money into wages or other fringe
benefits-or indeed into advertising of his product-and take equivalent tax de-
ductions as a cost of carrying on his business. Contributions to private pension
plans are, in my opinion, an investment in future retirement security. Therein
lies the public interest in assuring that private pension plans will achieve their
full potentials in coverage and benefit payment.

5. "To what extent is the revenue loss offset by decreased Federal expendi-
tures; such as, those for public assistance?"

Offsets like this are not subject to measurement in dollars and cents. It
would probably be difficult if not impossible to prove that private pension cover-
age materially reduces public assistance expenditures. Actually, older per-
sons now receiving private pensions have higher than average retirement in-
comes, due in part to the pension and in part to higher earnings during their
working lifetimes, and are, therefore, least likely to need supplementation
through public assistance. Private pension plans, if they can be extended to
cover employes in small firms and those who do not usually stay with an em-
ployer long enough to acquire rights to a pension under existing provisions, would
encompass significantly more of the group potentially in need of public assistance
in their old age.

S. "What Federal statutes, regulations, and administrative actions and policies
would contribute to the extension of private pension coverage at reasonable
Federal costs?"

I have no specific proposals to offer in answer to this question, especially since
it requires expert knowledge to determine "reasonable Federal costs." I would
like to make a general observation, however, to the effect that the overriding
consideration in assessing all such proposals is that they contribute to the ex-
tension of private pension coverage by avoiding unduly restrictive Federal leg-
islation or policies. We must keep constantly in mind the voluntary nature of
private pensions plans. Reference is sometimes made to the role assigned to
private pensions in providing economic security. Terminology like this Im-
plies a guarantee or commitment on the part of the private plan to produce a
given level of benefit; a guarantee that would require compulsion and is, there-
fore, incompatible with the whole concept of voluntary plans. Only the basic
social insurance program can provide the guarantee of assured income for our
working population after retirement.

9. "What are the special problems of extending coverage to farmers and their
employees or coworkers, and is any Federal action with reference to such cover-
age feasible?"

Several years ago, Senator McNamara, chairman of your Senate Committee on
Aging, released an excellent analysis of the income position of our farm popula-
tion which provides much of the answer to this question. The low cash income
of farmers and farmworkers places supplementary retirement income beyond
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the reach of the great majority, even if it were feasible to work out an arrange-
ment for group coverage accompanied by tax incentives or some form of central
clearinghouse for pension credits. For the bulk of the farm population our basic
social insurance program will provide the only assured source of income in old
age.

Senator RANDOLPH. Thank you, Dr. Murray, for coming before our
subcommittee. We are happy to have the benefit of your study of this
problem.

We know of your professorship at Columbia University. I do not
know whether-you want to comment on this word "thrift" or not. They
say it is a word that is-not in such good usage as it once was in our
American society.

'What do you think about it, sir?

STATEMENT OF DR. ROGER F. MURRAY, PROFESSOR OF BANKING
AND FINANCE, COLUMBIA UNIVERSITY, REPRESENTING THE
AMERICAN THRIFT ASSEMBLY

- Dr. MuRRAY. I think it is still in good standing when we come to
study the problem of retirement income, which is essentially a prob-
lem of thrift, or spreading the income over the working life into the
retirement period for individuals and their families.

Senator RANDOLPH. Do you wish to identify your assembly? I
would just like to know more about the American Thrift Assembly.
I think the subcommittee might. Would you give us just a brief
explanation ?

Dr. MlURA-Y. Yes, sir. The American Thrift Assembly was orga-
nized in 1957 as a medium through which a number of associations of
self-employed individuals could mobilize their support of the original
H.R. 10, which was finally enacted as the Smathers-Keogh bill.

Senator RANDOLPH. Has that bill worked out in practice following
its-enactment into law?

Dr. MuIRkAy. It certainly has not, sir. That is one of the things that
I would like to point to specifically.

Senator RANDOLPH. You heard my earlier comment regarding what
I had heard from an attorney. He had hopes for this legislation, but
he said it had failed.

'Dr. MURRAY. Among attorneys, I am told that in some preliminary
efforts to organize plans for lawyers, the participation has been virtu-
ally negligible up to the present time.

I think that whether we refer specifically to the currently popular
term "the Great Society" or -to more traditional concepts of human
dignity, we all share, I believe, an earnest desire to see our fellow citi-
zens enjoy the opportunity to live out their years with a minimum of
dependence upon relatives, friends, or governmental assistance
programs.

The abilify to care for one's self, to be independent of charity, how-
ever graciously bestowed, is the primary source of diomitv and self-
respect for our senior citizens.

It is in recognition of this basic objective that we as citizens have
used the instrumentalities of the Federal Government to provide, first,
a baiic level of income through the old-age and survivors insurance
system, and, second; carefully designed incentives for the establish-'
ment of supplemental retirement income plans.
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Units of government at Federal, State, and local levels have been
leaders in developing these plans. The fact that a Government em-
ployee is not taxed currently on his employer's contribution to a retire-
ment system or on the value of a pension promise is a tax benefit delib-
erately designed to discriminate between regular current salary income
and additional income in the form of sums to be paid later as retire-
ment income.

Private business organizations can qualify similar plans under the
stringent regulations of the Treasury Department.

Tax deferment, then, has been selected, as a matter of deliberate
policy over many years, to provide an incentive to the establishment
of systematic provision for supplemental retirement income.

I can think of no better way for us to deal with the problem, and I
see no reason for anyone to blink at the carefully thought-out, time-
tested provision of tax incentives to prepare in an orderly way for the
known eventuality of old age.

I lose patience with those who speak of "revenue loss" in regard to
public and private pension program as though this were some kind of
tax loophole. Two centuries ago in England there was a tax on win-
dows. Do we count it a revenue loss that we do not now tax the
entrance of sunlight into people's homes?

Nor do we tax as income to the recipient a State grant of scholarship
aid for education, even though we know that the student will gain
future income by reason of his training. We do not tax any portion
of OASDI benefits, even those attributable to the employer's tax pay-
ments.

We exclude from tax the second as well as the first $600 of an indi-
vidual's income when he is over 65. Are these examples of tax loop-
holes? Or are they simply instances of a conscious effort to allocate
more of the income tax to working years and less to years of retire-
ment?

I am sure that I do not need to argue this point further before this
committee, but I think it is time that we stopped apologizing for not
taxing the accumulation of retirement income benefits for members of
the Armed Forces, wage earners, civil servants, businessmen, U.S.
Senators, and college professors.

On the contrary, we should be proud of and seek to improve our
pension structure, both public and private, on the pragmatic basis
that it works well for all those who participate in it.

Briefly,we can identify several distinct advantages of our pension
structure:

1. It provides equitable treatment among individuals according to
the contribution made to the organization served.

2. It enables the employer to budget systematically the costs of
pension benefits.

3. It offers greater assurance that pension promises will be fulfilled.
4. It permits appropriate regulation by the Federal Government

of the terms and conditions of the pension arrangements, at least in
the case of private and Federal employee plans.

5. It encourages families to save voluntarily for financial inde-
pendence in retirement.

6. It affords a major contribution to the maintenance of individual
incomes in reinforcement of our efforts to achieve economic growth
and stability.
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It is estimated that about 25 million employees are covered by private
plans, or about one-half of those working in private nonfarm activities.
About 1 million more employees are covered each year. The coverage
is much higher in Government, but we might wish that many more
families in private industry were covered.

The question, then, is: what might be done to extend coverage?
There are no easy answers, as has been pointed out, because most of
the large groups of full-time employees, the obvious cases, are already
being covered. Some sizable fraction of the labor force, notably women
who enter and leave it, depending upon family responsibilities, will
probably never be covered. If their husbands are covered, however,
we need not be too concerned about them.

Another sizable number of uncovered workers is composed, of course,
of the unskilled, underemployed seasonal and casual workers in which
minority groups bulk especially large.

The problem here, however, is not pension coverage, but the nature
of employment. Our governmental and private programs of educa-
tion and training are the vital factors in bringing them into more
productive activities. If these programs are successful, many of
them will secure pension coverage.

In a very real sense, the antipoverty program is a proretirement
income program. Its success will contribute to a progressive exten-
sion of pension coverage.

Thus, a major problem from here on is the long-range effort to
better living standards for minority groups and other unskilled
workers.

But one step can be taken now. I refer to the extension of coverage
among the 9 million self-employed and their 9 million employees.
This is by far the largest group for whom coverage can be made a
practical reality in the near future.

Passage of the Smathers-Keogh bill about 2 years ago marked the
first step in removing the longstanding discrimination against the
self-employed. However, the original proposal was amended to cut
in half the tax deductibility of contributions to qualified plans up to
$2,500 a year, or 10 percent of earned income, whichever is less, made
on behalf of self-employed individuals.

The incentive for the self-employed to begin to provide systematic
pension coverage for themselves and for their employees was greatly
reduced by this amendment.

If the Treasury Department is able to give you any figures on the
extent of participation, I am sure you will be surprised at how few
self-employed have acted. I have no doubt that the Treasury's esti-
mates, made in advance of passage of the Smathers-Keogh bill, greatly
overestimated the response.

The self-employed individual as an employer of his own services
occupies the same position as the manager of a small business employed
by a corporation. There is no reason, as a matter of equity, why that
portion of his comnen-ation whieh is committed for the provision of
retirement income should not be treated exactly alike in both cases.

Removal of the present inequitable treatment would do much to
encourage the extension of pension coverage to both the self-employed
and their employees.
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A bill to accomplish this objective, appropriately identified as H.R.
10, has been introduced in the present session of the 89th Congress
by Eugene Keogh, of New York.

I am sure that the support of this bill by your committee would
be most welcome, because you are particularly concerned with the
potential benefits of extending the range of incentives for systematic
provisions for retirement income supplementary to the basic old-age
and survivors insurance system.

The passage of H.R. 10 in the present session would be a powerful
stimulant to the self-employed to take action in the matter. But I
emphasize that it takes time to educate and stimulate people to under-
take such long-term saving through retirement income plans to which
funds are permanently committed. Even with favorable tax treat-
ment, I do not look for dramatic results.

The combined efforts of plan salesmen, trade associations, and
financial advisers will be needed to guide a tremendous number of
individuals through the intricacies of the Internal Revenue Code.
Because of the educational period required, it is essential that action
be taken as soon as possible to enact H.R. 10.

The task of introducing even a half-million individuals a year to
self-employed retirement plans is a tremendous undertaking. Its
achievement could double the annual rate of growth in coverage, when
employees of the self-employed are taken into account.

If this Congress will equalize incentives by passing H.R. 10, there
will be good reason for the organizations which support this legisla-
tion through the American Thrift Assembly to mount a strong effort
to induce widespread participation by their members.

I can conceive of no other step which would contribute more effec-
tively to the extension of coverage.

In closing, I should like to present for the record this partial list
of the organizations which wish to be specifically recorded in favor
of H.R. 10. I also wish to thank the committee for the opportunity
to speak on this subject of such great importance to the well-being
of our fellow citizens.

Thank you, Mr. Chairman.
Senator RANDOLPH. Thank you, Dr. Murray.

PARTIAL LIST OF ASSOCiATIONS ENDORSING H.R. 10 IN THE 89TH CONGRE8S

Contracting Plasterers' & Lathers International Association.
The American College of Radiology.
Society of American Florists.
American Dental Association.
Association of Consulting Management Engineers, Inc.
The Authors League of America, Inc.
American Podiatry Association.
American Society of Landscape Architects.
American Association of Medical Clinics.
American Optometric Association.
National Wholesale Furniture Salesmen's Association.
American Bar Association.
American Hotel & Motel Associations.
National Association of Women Lawyers.
American Medical Association.
National Livestock Tax Committee.
American Veterinary Medical Association.
Society of Magazine Writers.
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National Society of Professional Engineers.
American Society of Industrial Designers-Industrial Designers Institute.
National Council of Dance Teachers Organization.
National Society of Public Accountants.
American Chiropractic Association.
National Milk Producers Federation.
National Association of Retail Grocer's of the United States.
Bureau of Salesmen's National Association.
Painting and Decorating Contractors of America.

Senator RANDOLPH. Mr. Norman, I suggest that you ask some
questions.

We have been thinking of certain portions of your testimony. I
want to have Mr. Norman proceed at this time.

Mr. NORMAN. Dr. Murray, as you know by possibly having read
the report of the President's Committee, there are certain estimates of
revenue loss in the report. For example, I am reading from table 5
in appendix A of the report, at which the statement is made that the
net revenue loss based on the corporate income tax is $3,350 million.

Do you believe this is a justified revenue loss, in view of the retire-
ment incomes which it makes possible for the senior citizens of our
Nation?

Dr. MURRAY. Fortunately, Mr. Norman, I do not have to justify the
validity as a matter of public policy of our existing pension structure
in relation to this size so-called net revenue loss.

That figure of $3,350 million is a totally misleading and meaning-
less figure. This is arrived at by the assumption gratuitously made by
the Treasury Department, and in a world of complete unreality, in
which they seem to live at times, that if corporations did not make
pensi6n contributions, they would not have to make this up to their
employees in the form of current compensation.

You and I know that in the negotiation of terms of employment,
whether on a person-to-person basis or through the collective bargain-
ing process, what is negotiated is the total compensation of the
employee.

He may prefer to have a portion of this compensation paid in the
form of pension benefits after retirement, he may prefer other portions
in other forms, but compensation he will obtain.

And to think that if by magic companies were relieved of their
pension contribution to present private plans, this sum would automa-
tically fall into corporate profits is to display a strange conception
of the wage determination process.

The revenue loss, so-called, is represented by two factors, the waiver
of current taxation to the employee of the benefits being accrued on
his behalf, plus the waiver of tax on investments making up the pen-
sion fund portfolios.

This totals nothing like $3,350 million, but something more like a
billion and a quarter dollars.

Mr. NORMAN. Then your conclusion is that that is probably a some-
what inflated estimate, and that the revenue loss, if it is proper to
consider it as a revenue loss, is well worth the benefits private pensions
provide to the senior citizens of this country, and to business generally?

Dr. MuRRAY. Without any question.
Mr. NORMAN. I would like to point out that the President's Com-

mittee report estimated that in 1980 the benefits payment would in-
cr te as bot b hillion annnal y. Wouldl yu;, as an eannomist and
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one who has had a wide background in investments. consider it a good
investment to put out $31/2 billion a year, approximately, as a means
of stimulating the payment in the future of $9 billion a year of retire-
ment incomes ?

Dr. MURRAY. It certainly makes good sense from the standpoint
of public policy, because if our elderly have these sources of income,
they will not have to be on some form of old-age assistance or supple-
mentary income provided out of the Federal budget.

Mr. NORmAN. Thank you very much, sir. -

Senator RANDOLPH. Thank you very much, Dr. Murray. Your tes-
timony will be of benefit in view of your background and your creative
thinking in this field.

Thank you, sir.
(The following letter was subsequently received from Dr. Murray

in response to a question presented to him after the hearing.)
GRADUATE SCHOOL OF BUSINESS,

COLUMBIA UNIVERSTTY,
New York, N.Y., April 14, 1965.

Hon. JENNINGS RANDOLPH,
U.S. Senate,
Washington, D.C.

DEAR SENATOR RANDOLPH: This is in response to a question which has been
presented to me regarding the estimated decrease in Government revenue
or tax deferral resulting from enactment by Congress of amendments to the
Self-Employed Individuals Tax Retirement Act of 1962 which I advocated
in behalf of the American Thrift Assembly when I appeared before your
subcommittee on March 4.

I understand that the Treasury has estimated that the present law will
reduce current income tax revenues by $180 million a year and that the
elimination of the 50-percent provision would increase this figure to about
$300 million a year. In the light of known experience with the development
of savings and retirement programs, these estimates appear to be unreason-
ably high. They imply contributions under the 1962 act to retirement plans
at the rate of $1 billion a year. It is inconceivable that any such volume could
be generated within several years. It takes a long time to develop the plans
and the mechanics of handling such funds and it takes even longer to reach
the hundreds of thousands of individuals who would have to be educated
about the plans and their terms.

Even if the amendments to the act were made effective this year, it is very
doubtful that a flow of contributions in the range of $200 million could be
developed. If achieved, this volume of contributions would imply a reduction
in current tax revenues of about $60 million. Actually, even these more
modest estimates appear high in the light of the experience of other programs.
For example, an original estimate of $140 million by Treasury experts in
Canada for a program somewhat comparable to the H.R. 10 program turned
out to be $7 million.

The substantial difference in these estimates is accounted for by the failure
of the Treasury Department to take into account the time and promotion ef-
fort required to launch any new and different type of savings program. The
views which I have expressed reflect my own analysis of the behavior of
people and their saving habits as well as studies which have been made by
others. In summary, it is my belief that the sums involved In the proposed
amendments to the H.R. 10 program would involve less than $50 million of
revenue in either of the next 2 fiscal years. Beyond that time the amounts
will depend upon the effectiveness of individuals and organizations in selling
insurance and other plans to the self-employed.

Sincerely,
ROGER F. MURRAY.

Senator RANDOLPH. We have the privilege now of hearing Shelton
Clarke.

Mr. Clarke.
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STATEMENT OF SHELTON CLARKE, PENSION SPECIALIST, HOME
LIFE INSURANCE CO. OF NEW YORK

Senator RANDOLPH. Mr. Clarke, I have read your statement earlier
this morning. It is not a long one. You can read it, if you care to, or
we might consider it as read and have you comment.

Mr. CLARKE. If it meets with your approval, Senator Randolph,
1 would like to scan read it, and comment extemporaneously.

Senator RANDOLPH. Yes, indeed.
Mr. CLARKP. -First I would like to thank the committee for allow-

ing me to testify. It is an honor.
The testimony I will offer is not based on the theory of private

plans, but rather upon solid experience in the field in the design, sale,
installation, and service of private pension and profitsharing plans.

Indeed, Senator Randolph, if my short statement could possibly
have a title, it might be "The Facts of Pension Life on the Firing
Line."

I think possibly too little today has been said that before any cor-
poration or any employer or any self-employed individual adopts
either a 401 plan, under the Corporate Code, or under H.R. 10, some
individual must motivate them to voluntarily adopt these plans. The
problem is essentially one of high-level salesmanship.

This morning I will be commenting on the restrictive measures now
being promulgated by Treasury on both corporate pension law, and
especially H.R. 10, and the efect that these measures will have, most
assuredly, on the small and medium corporation and on the 8 to 10
million self-employed.

My work of course has involved me directly many times with offi-
cials of the Internal Revenue Service. Without exception, I have
never failed to be impressed with the fairmindedness and the coop-
erative attitude of the agents of the Service, and indeed most of us in
the field regard section 401 of the code as eminently fair to the tax-
payer.

In recent years, however, we have noticed signs of a subtle change in
attitude on the part of the Treasury Department regarding pension
and profit-sharing plans.

Repeated attempts have been made by Treasury to limit the amounts
of pension allocation to owner-managers, attempts have been made
to liberalize vesting, to change the rate of tax on pension benefits to
rates higher than the present long-term capital gains rate, and to
shorten the waiting period presently allowed by Revenue Service
practice.

Up to and including the enactment date of H.R. 10, and indeed
down to the present time, these attempts by Treasury have been de-
feated, in large part by the elected representatives of the Congress.

I think our own beloved Senator Byrd was instrumental 3 years
ago in keeping apart H.R. 10 from the corporate section of pension
law. Much chaos would have resulted had uhey IeDn coiiioiried at
that time.

It is most important to note that in the considered opinion of those
men whose business it is to create and install qualified retirement
plans, these attempts, if successful, will severely curtail the numbers
of npension and profit-sharing plans yet unborn.
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Some 50 percent of our work force is yet uncovered by private plans.
Just as important, in our opinion, many plans already in force will be,
of necessity, abandoned, because of sharply increased costs to the
employer.

Here, Mr. Norman, I am thinking of the medium and small cor-
poration. I think today too little has been said with regard to just
where these 50 percent of our work force are located.

Many of us believe that in the giant corporations, corporations
deemed by the Department of Labor as large corporations, corpora-
tions with negotiated plans, our labor force is almost fully in pension
and profit-sharing plans at present.

We believe that the great vacuum existing in pension and profit-
sharing plan membership is in the medium and small corporation, and
of course the eight to 10 million people in the self-employed occupa-
tions.

Those of us familiar with corporate pension law had been looking
forward for many years to the enactment of a law granting pension
plans with comparable tax relief to the self-employed. The self-
employed, that is, sole proprietors and partners, represent some 9
million persons, or maybe somewhere in the neighborhood of between
8 to 10.

These men have no way in which to tax shelter income, and we
know that many of them have little left after payment of living
expenses and taxes. These men desperately need and deserve a
retirement plan which has comparable tax relief to that of corporate
employers and employees.

Of even greater significance, however, are the employees of the
self-employed. These millions of persons will remain without a
plan until a way is found under which their self-employed employer
can be covered.

I think we have precedent in Britain and Canada in which those
two countries, Mr. Norman, as I am sure you know, in their equivalent
of our H.R. 10 and as Mr. Bernstein commented today, the employees
are allowed to make tax deductible contributions to their plans.

This, incidentally, and the statement Mr. Bernstein made, should
be examined very closely, because in that area might lie the relief for
many of the destitute and indigent aged we will have in this country.

H.R. 10, as it stands today, is not a satisfactory solution to the
problem.

First of all, the provisions of H.R. 10 bear little resemblance to the
corporate code section 401, under which corporate plans are run.

It is obvious, when reading the law, that most of the restrictive
measures long desired by Treasury for corporate pension law have in-
deed become Taw for the self-employed.

A short waiting period-3 years-is presently required, immediate
full vesting for employee benefits is required, a completely new con-
tribution concept with a $2,500 maximum is required, for the first time
the tax deduction for the self-employed is but 50 percent of the con-
tribution itself, benefits at retirement are taxed at rates higher than
long-term capital gains rates, and lastly, estate tax immunity of the
death benefit is denied.

All the above is in conflict with the law and philosophy of cor-
porate section 401. Needless to say, the self-employed ha've not
received comparable tax relief with their corporate brother.
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Senator RANDOLPH. I think that is true. That is my conviction.Mr. CLARKE. Yes, sir.
It can be proven with little difficulty that H.R. 10 as it now standsis a desirable device for only the high income, high tax bracketproprietor and partner.

.It has not been bought-I am speaking of H.R. 10-and will notbe bought by the medium- and 'low-income proprietor and partnerin large numbers until certain provisions are eliminated.
I am speaking specifically of the $2,500 limit on contributions, andalso the 50-percent limitation on the deductibility of contributions.The statement, Senator Randolph, that your lawyer told you, aspositive as it was, is still an understatement. That provision mustcome out of H.R. 10 before the intent of Congress can be realized, andthat is that these 8 to 10 million people will be brought into a plan.Senator RANDOLPH. Mr. Clarke, I have not mentioned the name ofthe individual, but since we have pursued this further, it is certainlyappropriate to say that the statement was made by David Bress.He is a former officer of the District of Columbia Bar Association,and one of the leading attorneys of this area.
He made the statement in such a way that I realized that he feltthat the intent of the Congress in the passage of H.R. 10 had not

been realized.
Mr. CLARKE. It certainly has not.
It is my understanding that Representative Eugene Keogh hasintroduced a bill in the House of Representatives in effect redesign-ing H.R. 10, and specifically eliminating the above two provisions.
It is fervently hoped that his bill will become law.
Once H.R. 10 is brought into harmony with existing corporatepension law and practice, the intent of Congress will be realized.
The assumption here is that Congress intended for these people tobe brought into some plan.
For, then, the millions of self-employed Americans who do notmake large incomes will be able to create plans.
Our great Chief Executive, President Johnson, has appeared ontelevision at least three times to my knowledge, at which times he hasextolled the virtues of private retirement plans as an example offree enterprise at its finest.
He has asked the question that in what other country may free menshare in their companies' profits, and that where else than in our greatland may men look forward to a respectable old age through the pay-ments from a private voluntary retirement plan installed by theircompany.
Is discouraging and restrictive legislation toward private pensionand profit sharing plans in harmony with these words spoken by ourPresident?
We think not.
I would specifically like to read into the record, if I may, in con-

*;lusion, Senaiuor Itantuolpl, t1his statwen: Very many of the peons
yet uncovered are in the corporations not unionized.

This is true, and I think statistically, Mr. Norman, you should
probably be aware that the vast bulk of unionized companies havealmost 100 percent of their employees already in adequate pension andprofit-sharing plans, promising them under 401 of the code a sub-
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sistence level at retiremnenL which, when put together with social
security, will at least be 50 percent of their salary.

in the pension and profit-sharing field, we feel that 50 percent of
pay is an adequate plan.

Eight million more of these men are self-employed. Crippling or
restrictive legislation will only increase the cost of these large,
gigantic plans, because they will bear this increased cost without too
much trouble. It will be passed on to the consumer who buys their
product. It might be inflationary, but it will not cause these plans to
be abandoned.

But restrictive legislation will sharply curtail' the numbers of yet
unborn plans in the medium and small corporations, and it will cause
abandonment in very many of the small plans.

Senator RANDOLPH. Thank you, Mr. Clarke.
I believe, Mr. Norman, vou had a question.
Mr. NORMAN. Mr. Clarke, am I to gather from your statement that

you believe that if the present H.R. 10 would remove the restrictions
on the previously enacted H.R. 10, if this new bill were enacted, you
believe that the insurance industry, that is, people like yourself, could
probably solve a great deal of the problem of extending private pen-
sion plan coverage to these smaller employer units? Is that a correct
interpretation of your statement, that your people would be able to
get out and convince these people to obtain coverage ?

Mr. CLARKE. Mr. Norman, may I mention very quickly the people
today who are in the business of putting H.R. 10 plans on the books?
The smallest force of employees aggressive in this field are in the
banks, the trust departments. Consulting actlnaries, regard these
plans as probably too small to think about, and they are probably not
doing anything.

The securities salesmen, men who sell mutual funds and securities,
are very aggressive in this field, anid the insurance industry, which you
specifically asked me about, probably has the largest field force who
will attempt to acquire H.R. 10.

I think all of these men will probably agree with the question you
asked, and that is if these two provisions are eliminated, a great many
self-employed, partnerships, and proprietorships will adopt H.R. 10.

Those two provisions are the two big deterrents.
Mr. NORMAN. There are representatives of the insurance industry in

about every town and hamlet in this Nation. Do you believe that all
these insurance agents would be interested in this type of business, and
convincing employers of the desirability of adopting H.R. 10 plans?

Mr. CLARKE. I do not think there is any doubt about it, Mr. Norman.
Yes.

The finest sales force on earth today is probably the life insurance
industry, and I think these men would have a great deal to do with
bringing large numbers of these people into H.R. 10, if they had some-
thing to work with, which they do not, as yet.

Mr. NORMAN. Thank you.
Senator RANDOLPH. Thank you, Mr. Clarke. Our next witness is

Prof. Carl H. Fischer. You may proceed, Professor.
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STATEMENT OF PROF. CARL H. FISCHER, PROFESSOR OF INSURANCE
AND ACTUARIAL MATHEMATICS, UNIVERSITY OF MICHIGAN

Dr. FISCHER. My name is Carl H. Fischer. I am professor of in-
surance and actuarial mathematics in the University of Michigan,
where I have been a member of the faculty since 1941.

I received a Ph. D. in mathematics at the State University of Iowa
in 1932. I am a fellow of the Society of Actuaries, an associate of
the Institute of Actuaries of Great Britain, an associate of the Con-
ference of Actuaries in Public Practice, and a member of the Fraternal
Actuarial Association.

In 1957-58 I was a member of the Advisory Council on Social Se-
curity Financing.

In 1960-61 I was the chairman of the Study Committee of the Uni-
versity of Michigan, which reported to the Committee on Armed
Services of the U.S. Senate on the assigned topic: "A Study of the
Military Retired Pay System and Certain Related Subjects." This
report was published by the Committee on Armed Services on July 6,
1961, and printed by the U.S. Government Printing Office.

I have been a consultant on pensions and social security to the Re-
public of the Philippines in 1956 and 1962. Is the first case.I sub-
mitted reports to the ICA, now AID, offices in Manila and Washington
and to the Philippine systems. A summary of one of the reports was
published in the Journal of Insurance (vol. 24, 1958) under the title
"Social Security in the Philippines."
0 I have also served the States of Michigan, Indiana, and North
Dakota, several municipalities, and a number of corporations as an
actuarial consultant on pensions.

I have been teaching a graduate course in pensions ever since 1947.
I am the joint author of three textbooks, and have published over 30
articles on mathematics, statistics, demography, insurance, and pen-
sions.

In this statement I will follow the order and numbering of the
"Questions to be Answered at Hearings on 'Extending Private Pension
Plan Coverage'."

In answer to questions 1 and 2:
1. Is it a wise and proper activity of the Federal Government to encourage the

extension of private pension coverage to more of its citizens and to seek to in-
crease the amount of private pension income received in retirement?

2. What advantage do private pensions offer from the standpoint of the em-
ployee? The employer? The Federal Government?

- I believe that it is indeed "a wise and proper activity of the Federal
Government to encourage the extension of private pension coverage to
more of its citizens, and to seek to increase the amount of private
pension income received in retirement."

Private pension plans offer an opportunity for free men acting vol-
untarily to find a solution to the economic problem of the aged. Pri-
vate plans oan be aeared to the particular situation of the locality and
of the individual employer and the employees, offering flexible solu-
tions.

Many economists look upon pensions as deferred wages, and these,
like all wages, should be set by mutual agreement, rather than com-
pulsion.
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3. What is the annual loss resulting from the present favored tax status of
private pensions?

There is no doubt that the Federal law permitting contributions to
pension plans to be deducted from income, as an ordinary and reason-
able business expense, for tax purposes, has aided materially in the
rapid expansion of pension plans in the United States.

It should be pointed out, however, that, although there is an im-
mediate reduction in corporate and personal income taxes because of
this law, this reduction does not represent a total loss to the Govern-
ment, but, to a considerable extent, merely a postponement.

This may be seen if we note that in the long run the true cost of a
pension plan consists simply of the actual payments made to the
beneficiaries plus the administrative expenses, which are usually
minor.

The method of funding the plan can make a difference in the timing
of the actual outlays by the employer, and interest earned on invest-
ments can have some effect on the size of the outlays, but none of this
affect the payments to the pensioners, which depends, of course en-
tirely upon the benefit formula.

In the long run, no matter how you fund the plan, the true cost will
be the same.

Thus, for any given plan, if the employer were to pay out the pen-
sions each month directly to the pensioners, a pay-as-you-go system, as
some people do, he will actually have a larger total outlay in the long
run than he would if he were to make contributions to a trustee or
insurance company and build up a fund which would earn interest-
and help reduce his future outlays.

Thus the total outlays and tax deductibility would be larger in the
pay-as-you-go case than in the advance funding case, yet it is in the
case of the latter that we feel there is a tax loss. This is merely a
postponement.

On the other hand, it is undoubtedly true that the Revenue Code
gives a real concession to the participants in a pension plan. The
contributions of the employer are not considered as income to them at
the time they are made, and hence are not taxed then. When the pen-
sion payments are eventually received, the income is fully taxable, but
by then the individuals will generally be in a lower tax bracket, and,
in addition, may be able to take advantage of a larger personal ex-
emption granted older persons.

Thus, there will be some tax loss due to pension plans, but the prin-
cipal effect is that of tax postponement.

4. Is the revenue loss more in the nature of a "tax loophole" which permits
some to avoid paying their fair share of taxes, or is it more in the nature of a
sound investment in the future retirement incomes of our senior citizens and
in the future economic stability and prosperity of Americans of all ages?

5. To what extent is the revenue loss offset by decreased Federal expenditures
such as those for public assistance?

If we agree that pensions are a legitimate expense of business, .ust
as are wages, this temporary "revenue loss" could not be termed a 'Itax
loophole."

Further, whatever one's views are about the magnitude of this reve-
nue loss, it is certainly "in the nature of a sound investment in the
future retirement incomes of our senior citizens and in the future
economic stability" of our country.
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Undoubtedly the existence of private pension plans causes lower
Federal expenditures for public assistance than would otherwise be
the case. To answer this question statistically would require a com-
prehensive study of considerable magnitude.

6. It was estimated in the report of the President's Committee on Corporate
Pension Funds and Other Private Retirement and Welfare Programs that ap-
proximately 50 percent of the nonagricultural work force is not covered by pri-
vate pension plans. Who are the workers who are not covered?

It is generally recognized that most large- and medium-sized firms
have installed pension plans for their workers, often on a union-
negotiated basis.

Further, many small employers in certain industries, notably the
construction industry, are members of multiemployer pension plans
negotiated by agreement between a labor union and the employers'
association.

The workers not covered by pension plans are apt to be found in the
employ of small corporations and of partnerships and individual
proprietorships in industries not covered by multiemployer plans.

There is a reason for this. The administrative expenses of operat-
ing a pension plan, usually not high per employee in a big plan, may
become disproportionatly high in a small-scale plan.

Fixed minimum charges may make a deposit administration plan
or a trusteed plan too high. The group may be too small to get the
proper spread of risk, so that the employer is practically forced into
an individual policy plan which, while eminently satisfactory in many
respects, does have a higher unit cost.

There is another point, here, that the employer himself cannot get
it. I cover that later.

8. What Federal statutes, regulations, and administrative actions and policies
would contribute to the extension of private pension coverage at reasonable
Federal costs?

The pension coverage in this country has grown at a tremendous rate
since the war. This growth continues. When anything is as success-
ful as this, it seems prudent to go about changes with great care.

Perhaps the best course for the Congress would be to avoid making
any serious legislative changes regarding pension plans, particularly
changes which are restrictive. Three proposals along these latter lines
havebeen put forth by the President s Committee on Corporate Pen:-
sion Plans.

(a) The proposal to regulate funding. There are a number of ac-
tuarially accepted methods of funding a pension plan, and these pro-
duce different levels of current service liabilities and of accrued liabil-
ities. The use of different actuarial assumptions as to interest, mor-
tality, turnover, salary increases, age at retirement, and so forth, can
also materially affect the calculations.

If an equitable and effective law were to be passed to regulate fund-
ing, it would have to specify the actuarial methods and assumptions
to be used for all n__ans. This would indeed put pension plans in a
straitjacket.

Further, pension plan benefits seem to be in a constant state of flux,
caused at least partially by the continuous erosion of the value of the
dollar. Each time that benefits are raised, not only are the current
service liabilities raised, but also the accrued liabilities. The em-
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ployer is always on the funding treadmill, never being able to catch
up.

This does not seem to cause great concern on the part of the labor
leaders, who seem content to negotiate for increased benefits, and to
let the funding slide back to a lower level at each time there is an
increase.

As long as we deal with a continuing entity, the level of funding is
probably not of great importance. Indeed, the various governmental
pension plans seem to rely on this principle completely. Social secu-
rity, civil service, and railroad retirement pension plans are all seri-
ously underf nded,*but little attention is paid to this.

The military retirement is entirely on a pay-as-you-go basis, with
absolutely no advance funding whatever.

However, funding is ,f vital importance in the event of the termina-
tion of a plan. Sometimes workers are left without receiving in full
the pensions they had expected. This is unfortunate, but is of fairly
rare occurrence, and in some cases not as bad as it seems at first sight.

Plans terminating in such a condition are almost always plans of
fairly recent origin, which had not had enough time to build up a
sizable reserve fund. Just a short time ago these employees had had
no pension plan at all. They had not anticipated any pension. When
the plan was installed, they received credit for service rendered in
the past during years when they had not been expecting any pension
credits. Now, in spite of the termination, they receive something.

In other words, they are at least better off than they had originally
expected to be. Perhaps if heavy funding had been a prerequisite
to starting a plan, their employer would not have had a plan at all.
W~ould this have put the employees in a better position? Union
leaders have often realistically agreed that some kind of plan is better
than no plan.

(b) The proposal for early vesting: I am in favor of reasonably
early vesting in the form of a deferred pension, with payments to
begin at normal retirement age, but I do not believe it is necessary to
compel this by law. The trend is now and has been for some time
in this direction.

It seems better to have a pension plan without vesting than to have
no plan at all. The automobile workers took this attitude, started
with no vesting whatever, and now have succeeded in having strong
vesting added to their pension plans.

(c) The proposal to establish compulsory "reinsurance": The Presi-
dent's Committee raised several questions in this regard, but the first
is the major one: is the possibility of aplan's termination an insurable
risk? If the answer is "no," as I believe, then there is no, point in
raising further questions. This type of "insurance" is like flood in-
surance. Only the property in the river bottom lands is in danger,
and hence, if the insurance is on a voluntary basis, no one else will
subscribe. The resulting premium would be too high to make the
insurance practicable.

Government could, of course, force soundly financed plans to con-
tribute to the weaker plans, thus encouraging reckless investment and
minimum contributions on their part, while penalizing the thrift and
good management of the better plans. This seems grossly inequitable
and contrary to sound public po)licy.

56.
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10. To what extent has advantage been taken of the Self-Employed Individ-uals Tax Retirement Act of 1962 (1.R. 10) in extending private pensioncoverage?
13. What amendments to that act would make it a more effective stimulantto extension of private pension coverage?
One factor which has had an effect on pension coverage of small

firms is the natural wish of the proprietor or partners to participate inthe advantages of pensions, just as do the officers in a corporation.
However, they were entirely excluded until the passage of the Self-
Employed Individuals Tax Retirement Act of 1962-H.R. 10.
* This act has helped somewhat, but its present shortcomings have

limited the utilization of its provisions. The major drawback is that
only one-half of the contributions toward the self-employed individ-
ual's pension is considered a tax-dejductible expense.

Hand in hand with this goes the requirement that the owner-em-
ployer must provide vested pensions for all of his employees. This is
probably a very good idea, and if the provisions for the proprietor's
own pension were relaxed so that he might be in nearly as favorable
position as the head of a corporation, we might find a good many moreemployees in very small firms being brought into private pension
coverage along with the proprietor himself.

Thus, one important step which the Congress might take to encour-
age the extension of pension coverage would be to amend H.R. 10 toprovide for the full deduction of the contributions made toward the
funding of pensions for the self-employed.

15. What would be the effect upon extent of private pension plan coverage ofthe recommendation of the President's Committee that the option which qualifiedretirement plans now have to cover only salaried or clerical employees be elimi-nated, unless there is a showing of special circumstances?
The present Revenue Code specifically states that it shall not be

considered discriminatory to cover only salaried or clerical employees.
However, it is my understanding that the Internal Revenue Service, atleast in some of its district offices, now refuses to qualify a proposed
pension plan for salaried employees only unless the employer has ineffect or is simultaneously proposing a pension plan for hourly em-
ployees also.

If this is the current practice, then it would appear that a change in
the code eliminating plans for salaried employees only would merely
legitimize the present practice.

While I am strongly in favor of pension plans for all employees,
I am not sure that it would be advantageous to eliminate the possibility
of an employer starting out with a plan for salaried employees only.

It can be argued that an employer is more likely to start a pension
plan for his salaried people because he feels that they are the ones onwhom the success of the business depends, and that it is much cheaper
to cover only this limited number of people. Certainly that is the way
that thousands of firms got into pension plans in the first place. Nowmost of them have extended coverage to their hourly employees.

Thus, to permit salaried-only plans might be, as it has been in the
past, a good way of getting hourly employees covered by pensions.

16. What would be the effect on extension of coverage of that committee'srecommendation that the maximum period for which coverage of any employeecan be deferred by qualified plans be reduced from 5 to 3 years?
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I do not think that lowering the maximum period during which cov-
erage of an employee may be deferred from the present provision of
5 years down to 3 years would have any important effect.

In the first place, few plans of any size have a period of deferment
as long as 5 years. In fact, many if not most have a year or less. In
the case of trusteed or deposit administration plans, there is little in-
centive to have a long deferred period.

Under many benefit formulas, the ultimate pension to be paid would
be the same in any case, so that the longer the period of deferment, the
shorter would be the time during which the employer could build up
the required fund for the employee.

The real purpose behind the deferment is to save on administrative
costs in setting up pension records for employees who prove to be
temporary and then having to go to the trouble of canceling them.
The provision is used mainly in small plans insured under individual
policies where there is an appreciable surrender charge when the pol-
icies are issued and then canceled.

This, of course, makes this fairly expensive type of plan to begin
with more expensive for the small employer. I cannot see that any
social purpose would be served by penalizing these small plans still
further by forcing them into additional unnecessary costs in surren-
dering policies.

SUMMARY

The private pension system in the United States is in a healthy,
rapidly growing condition. Care should be exercised not to inter-
fere with this sound growth, particularly through restrictive legisla-
tion.

To assist in extending pension plan coverage to the groups of citi-
zens needing it most, the employees of small firms, mostly partnerships
and sole proprietorships, the provisions of H.R. 10 should be amended
to allow full tax deduction for the contributions made toward the pen-
sion of the self-employed owners.

This would encourage such owner-employers to establish plans for
themselves and their employees.

Some other restrictions might be relaxed, but the major difficulty
is the partial deductibility.

And I might also say that this morning a suggestion was made which
I think also sounds very good to me, and that is having the contribu-
tion made by employees toward a contributory plan made tax deduc-
tible, as it is in Canada, for example.

At the present time, the fact that the contribution of an employee
to a pension plan, the money he pays is first taxed and then he pays
into the plan, is the principal reason I think the contributory plans are
definitely on the wane.

Senator RANDOLPH. Professor Fischer, we are grateful for your
testimony.

I particularly noted that you have indicated that the present pension
plan coverage is essentially sound, and you use the word "healthy."
Does this mean to you that the Congress must be very careful about
any restrictive legislation 2

Now, I understand what you have said, but you have indicated there
is one area where an amendment to H.R. 10 is advisable. Are there
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any other areas in which you think this subcommittee might check
the matter out, as it were?

As chairman of the subcommittee, I would be very careful in this
field. I would not want to do violence in any way to the private
pension plan coverage. I am wondering if there is a challenge, how-
ever, to this subcommittee to move very carefully in some of these
matters beyond H.R. 10 that you mentioned.

Dr. FIsoHER. Yes. There is one additional idea that I have had,
and that is the Internal Revenue, of course rightly watches the tax
collection-very carefully. They are extremely careful not to let a plan
become overfunded, and if a contribution is made when a plan is over-
funded, a tax deduction is not permitted on that.

In other words, a company can fund up to or nearly up to the full
amount that their funding method calls for. Now, insurance com-
panies do not operate that way. Insurance companies are permitted,
and in fact required, to have a surplus to allow for contingencies.

It seems to me an amendment permitting a small surplus, say 5 per-
cent, for example, might not be amiss. I think that is worthy of
further study.

Senator RANDOLPH. Thank you very much, Professor Fischer. We
are grateful for your testimony.

Dr. FISCHER. Thank you. It is a great opportunity to be here.
Senator RANDOLPH. Would it be convenient, Mr. Dickson, for you to

appear at this time instead of this afternoon, as you were scheduled?
Will you identify those persons who accompany you, Mr. Dickson?

STATEMENT OF WILLIAM P. DICKSON, ESQ., ATTORNEY AT LAW,
NORFOLK, VA., CHAIRMAN, SPECIAL COMMITTEE ON RETIRE-
MENT BENEFITS LEGISLATION, AMERICAN BAR ASSOCIATION;
ACCOMPANIED BY DONALD E. CHANNELL, DIRECTOR, WASHING-
TON OFFICE, AMERICAN BAR ASSOCIATION; AND CHARLES M.
NISEN, ATTORNEY AT LAW, CHICAGO, ILL.

Mr. DICKSON. I shall.
Senator RANDOLPH. And will you identify yourself, please?
Mr. -DIcKsON. I am William P. Dickson, Jr., from Norfolk, Va., a

general practitioner of law.
I have with me Mr. Donald E. Channell, the director of the Wash-

ington office of the American Bar Association, and Mr. Charles M.
Nisen, practicing attorney in Chicago, who was a principal author of
the American Bar Associationls retirement plan.-

In perfect candor, I am a very general practitioner. I am an expert
in no field. I have never written any book.

I thought it better be understood I was not an expert following
so many.

I am surprised to be here, in that as the chairman of the Retirement
Benefits Legislation Comitt of the Amnerican Bar Association,
President Powell surrounded me with experts, including a former
Commissioner of Revenue, my old schoolmate, Mr. Mort a lin, and
Mr. Leslie Rapp, of New York, a former counsel of the House Ways
and Means Committee.

One went to Turkey, and the other is involved in a tax case, so I
came to plead our cause.
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I would like to make a few general remarks before giving My pre-

pared statement.
I have been in practice for 27 years, and understand a great deal

more now about the retirement plans than ever I had considered be-

fore. Having started with no fixed income whatsoever back in de-

pression days, and having managed to come up to a modest income

some 27 years later, I have gotten to that stage in life when I can

hardly look my life insurance friends in the face, having been con-

vinced that a large life insurance program would provide a retire-

ment for myself, if I ever got old enough, or provide some benefit for

my wife and children should I depart earlier than expected.

But the inflation of the dollar has put that in a poor position.

Along with thousands of lawyers, I am convinced that we should

have retirement plans, and that H.R. 10, if it had been passed as origi-

nally conceived some 10 years ago, would have been a splendid victory.

The remarks I will make today will be addressed to retirement for

the self-employed, particularly lawyers, and what can be done in the

immediate future to bring private retirement plans to 20 million peo-

ple not presently covered.
The American Bar Associiation has for many years been interested

in bringing about an improvement of our tax laws to provide an

opportunity for self-employed individuals and their employees to par-

ticipate in tax-deferred retirement plans.
Many State and local bar associations have also been interested in

this problem, but in the interest of your time, we have not encouraged

them to send witnesses to this hearing.
Although not representative of other self-employed groups and pro-

fessions, I am well aware of the fact that many groups of such persons

throughout the country are vitally interested in the same problem and

that, together with the American Bar Association, self-employed in-

dividuals, both professional and otherwise, and their employees, num-

ber approximately 20 million persons.
In any consideration of the matter, there is one basic fact to be

borne in mind, namely, that corporate employers and employees have

been beneficiaries of retirement plans under statutory laws excluding

the self-employed.
In 1942, our tax laws were changed to offer substantial tax benefits

to corporations and their employees in the establishment of pension

plans, supplementing social security. The tax effects of these plans

are:
First, the contributions by the employer for the employee, although

in the nature of additional compensation, are not taxable to the em-

ployee until the retirement benefits are received in later years.

Second, the employer gets a tax deduction for the contributions
when made.

Third, the earnings from the retirement fund are tax exempt until

distributed.
Fourth, the retirement benefits are distributed at a time when the

employee would normally be in a lower tax bracket.
There has been a tremendous growth of such plans over the past

20 years. Today, approximately 25 million persons are covered by

private retirement plans. However, almost none of these plans is for

the self-employed individuals and their employees.
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Without some tax deferral for retirement savings, adequate saving
for old age by the self-employed is virtually impossible, one of the
prime reasons being the high income tax rates m effect.

The practicing lawyer, for example, has a peak earning period of
20 years, generally thought to be between 45 and 65 years of age. He
must, in those years, put aside enough to take care of his old age.
The result often is that, after he pays his taxes and suffers the high
cost of living, the opportunity to provide for his old age is virtually
nonexistent.

Certainly, we lawyers would much prefer to have an opportunity to
help ourselves, rather than be helped by the Government or charity
in our ol age.

I might remark that in my conversations with lawyers who go to
the law schools to hire young men to come into their firms, they find
that men in their middle twenties are concerned about their old age.
We find an increasing tendency on the part of these young men to go
to corporations that offer benefits such as retirement plans, profit shar-
ing, pensions, and so forth, rather than go out into the active practice
of law, into the forum, where only the opportunity exists, but with
none of the benefits.

The result of the legislation enacted in 1942 was to discriminate
in favor of employed persons and against all self-employed persons
and their employees.

To correct this obvious inequity, the American Bar Association and
many other organizations representing self-employed persons sought
legislation which would secure a measure of equality with corporate
officers and employees in respect to the tax treatment of earnings set
aside for retirement purposes.

Finally, in 1962, the Smathers-Keogh bill-H.R. 10-was passed
by Congress, and for the first time recognition was given to the prob-
lem of the self-employed in this important field.

Although the Self-Employed Individuals Tax Retirement Act of
1962 was a step forward, it by no means provides an adequate method
for average self-employed individuals to establish retirement plans.

Over the long legislative history of H.R. 10, the effect of the legis-
lation was weakened considerably, and in the final days of the 87th
Congress, an amendment was added on the Senate floor to H.R. 10
which substantially diminished the intended value of the legislation.

Although there are several defects in the 1962 act, the American
Bar Association is supporting legislation-H.R. 10-introduced in the
present Congress by Representative Eugene Keogh which seeks to
make only two major improvements designed to permit self-employed
individuals and their employees to more equitably provide for their
own retirement.

The first such improvement proposed by the new H.R. 10 would
permit the self-employed person to deduct the entire amount of the
contribution made in his behalf to a retirement plan. Under the
1962 act, as a result of the floor amendment, the self-employed indi-
vidual is nimited iU a 50-percent deduction of hisi contribution on his
behalf in a noncontributory plan. This limitation is even more severe
in a contributory plan, and results in possibly a deduction of only 25
percent.
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Such a limitation never was prooped by the Treasury Department
or by either the Senate Finanee Committee or the Ways and Means
Committee of the House in its long consideration of the legislation.
Removal of the 50-percent limitation would help a great deal in en-
couraging self-employed individuals to participate m plans and to
provide coverage for their employees.

The second provision proposed in the new H.R. 10 would be to
eliminate the dollar ceiling on deductible contributions that could 'be
placed in such plans, provided, of course, that employees are covered.

In order for such plans to qualify, they must be nondiscrimina-
tory as between the contributions made by the self-employed for
himself and for his employees. With such a requirement, and the
fact that employees must be given fully vested rights, we do not feel
that a dollar limitation is necessary.

I submit for the record an excerpt from an excellent article which
appeared in the Tax Law Review of New York University School of
Law in March 1963, describing the two most glaring defects in the
present act and the reasons for their correction. This article was
written by the chairman of the advisory committee of the special com-
mittee on retirement benefits legislation, Leslie M. Rapp.

EXCERPT FROM THE MARCH 1963 TAX LAW REVIEW OF NEW YORK UNIVERSITY
SCHOOL OF LAW

Although Public Law 87-792 has many imperfections, the most glaring, and
therefore the most in need of correction, is that limiting the deduction of a self-
employed person to only one-half the contribution to the retirement fund in his
behalf, with a top limit of $1,250 per annum.

This deduction formula of 50 cents on the dollar was conceived by its sponsor,
Senator Long of Louisiana, as a supposedly necessary corollary to the treatment
of a self-employed individual under the act as both his own employer and his
own employee. The Senator's reasoning was that an employee is not permitted
a deduction for his own contribution under a plan but receives tax deferment
only with respect to the contribution made in his behalf by his employer. There-
fore, according to the Senator, a self-employed person, in his dual capacity as
employer and employee, should be similarly treated by allowing him a deduction
for only the portion of the contribution made in his capacity as employer, which
he arbitrarily deems to be one-half the total contribution.'

There is, of course, a basic fallacy in this reasoning. In the first place, it is
being applied not only to contributory pension plans but to noncontributory plans
as well. Where a self-employed person establishes a noncontributory plan and
contributes no greater percentage of his income for himself than for his em-
ployees, he is not making any contribution as an employee but entirely as em-
ployer. Therefore, his entire contribution should be deductible as a part of the
expense of doing business, as in the case of corporate pension plans which benefit
stockholder-employees.

Of course, if a self-employed person sets up a contributory plan, whereby he
pays the basic cost of the plan for himself and his employees, and under the
plan voluntary contributions by both the employer and the employees are per-
mitted, the employees in that situation obtain no tax deferment or deduction
with respect to their voluntary contribution. Neither, however, would the em-
ployer, since in such case he would be making the supplemental voluntary con-
tribution in his capacity as an employee. However, where the employer pays the
entire cost under the plan, no part of his contribution is made by him in his
capacity as an employee.

In the case of a contributory plan under which the basic contribution of the
employer is matched by voluntary supplemental contributions, Senator Long's
deduction formula would operate to limit a self-employed individual's deduction
to only one-quarter of his total contribution in his own behalf. This arithemeti-
cal fact demonstrates more clearly than words the fallacy underlying the Sena-

9 Congressional Record 1,7676 (daily ed. Sept. 6, 1962).
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tor's deduction limitation which, unfortunately, the Congress itself has allowed
to be written into the law.

Senator Long has also sought to justify the deduction limit to one-half the
total contribution of self-employed persons in their own behalf, on the ground
that he, as a participant in the civil service retirement program, obtains no tax
deferment deduction for his 6% percent contribution to the fund but only as
to the Government's 6% percent contribution." Again, this reasoning confuses
contributory plans with noncontributory plans. In any case, the fact is that the
civil service retirement plan is not fully funded, with the result that the Govern-
ment ultimately will have to bear more than two-thirds of the total cost. Under
Senator Long's theory, this should justify increasing the deduction of a self-
employed person to at least two-thirds of his total contribution. It should also
be noted that most corporate pension plans are noncontributory and that the trend
is definitely away from those that are contributory.

A second criticism of the new law, which relates to the objection to the 50
cents on the dollar deduction limit, is the $2,500 limit on contributions for a self-
employed person, at least where the self-employed person has employees in whose
behalf he is making contributions under the plan which are at the same percent-
age rate as he makes for himself. Since employees are given fully vested rights
under the act, it would appear that as long as the plan meets the normal non-
discrimination tests a self-employed individual should be permitted to participate
under his plan on the same basis as his employees, with no arbitrary dollar
limitation.

The Self-Employed Individuals Tax Retirement Act of 1962 is a far from per-
fect statute. Most certainly it will be improved upon with the passage of time.
Meanwhile, it has given the self-employed a limited opportunity to establish tax-
sheltered retirement funds in their own behalf, provided they also make provi-
sion for their regular employees.

While it has taken 11 years of effort on the part of the self-employed to achieve
even this partial victory, it was inevitable that the discrimination against them
would not be allowed to continue indefinitely. Just as the noncommunity prop-
erty States began to enact community property laws to gain the same split-income
advantage for their married citizens as obtained in States with civil law back-
grounds, with the result that the Federal tax law was ultimately changed to give
them the equivalent benefit, so professional groups of the self-employed have,
through securing the enactment of State laws permitting their incorporation,
demonstrated that the long-existing discrimination against them could, in a large
measure at least, be corrected without Federal legislation if necessary. Because
of the limited benefits conferred under Public Law 87-792, this movement may
well continue until true equalization of the treatment of the self-employed and
stockholder-employees of corporations has been achieved one way or another.

Mr. DIcKsoN. Various solutions have been considered to the prob-
lem to provide equitable treatment of the self-employed.

You know, we self-employed have long been called the pioneers of
the country, or the backbone of the Nation, but under the present tax
structure, it looks as though the backbone of the Nation might soon
be broken.

Besides what was done in the 87th Congress and the proposed leg-
islation under the new H.R. 10, there has been a movement, by certain
groups, to take advantage of the provisions of the tax laws relating to
corporations, resulting in the formation of professional corporations
or associations.

It might well be said that because of the inadequacy in the 1962 act,
many se f-employed individuals have sought another approach to the
problem by forming professional corporations or associations. Tradi-
tionally, members of the professions have practiced as self-employed
individuals, and not as employees of professional corporations.

Many State laws prohibited professions such as law and medicine
from practicing as corporations. Moreover, the ethics of a good many

5 Hearings before Senate Finance Committee on H.R. 10, 87th Cong., 1st sess. 120-121
(1961).



64 EXTENDING PRIVATE PENSION COVERAGE

groups in various States prohibit corporate practice by professionals.
However, some 30 States have enacted laws authorizing members of
the various professions to form corporations, but the Treasury De-
partment has indicated that it would not recognize such professional
associations as corporations for income tax purposes under the Inter-
nal Revenue Code, and, therefore, this avenue has been virtually closed
to the professional individual.

If the Treasury Department changed its position, or if legislation
were enacted to amend the code respecting professional corporations,
it would bring about a substantial increase of coverage of self-
employed individuals.

I should point out here, however, that if this came about, it would
still not take care of the individual who wants to practice his profes-
sion as a self-employed person and who would refuse to incorporate
in order to have tax benefits. It would also not take care of the
professional persons who are prohibited by law or professional ethics
-from practicing as a member of a corporation.

I do not believe that it is sound policy for the tax laws of our coun-
try to force professional individuals to incorporate in order to provide
them with an opportunity to save for their old age.

Nevertheless, the American Bar Association has a committee on this
subject, and I submit with my statement a copy of recommendations
adopted by the house of delegates of the American Bar Association
in New Orleans in February 1965, recominending certain amendments
to the Internal Revenue Code regarding professional associations and
corporations.

Senator RANDOLPH. That will be included in the record.
Mr. DIcKsoN. Yes, sir.
(The information referred to follows:)

AMERICAN BAR AsSOCIATION

SPECIAL COMMITTEE ON PROFESSIONAL CORPORATIONS

RECOMMENDATION

The special committee on professional corporations recommends that the house
of delegates adopt the following resolution:

Whereas legislation has been enacted in more than 30 of the States of the
United States authorizing members of various professions to form corporations
or associations for the practice of their respective professions and to become
employees of such professional corporations or associations, and a large number
of such corporations and associations have been so formed; and

Whereas the Treasury Department and the Internal Revenue Service have
indicated they will persist in refusing to recognize, and will continue their
efforts to prevent the recognition by the courts of, professional corporations and
professional associations as corporations for income tax purposes under the
Internal Revenue Code and the regulations issued thereunder, and pursuant to
such purpose have indicated they will adopt proposed regulations which are
contrary to existing law and would constitute a usurpation of legislative power;
and

Whereas while the association leaves it to each lawyer whether or not to
practice in corporate or association form, where authorized in his particular
State, it is the position of the association that lawyers and members of other
professions who adopt such form of practice are entitled to fair and reasonable
and nondiscriminatory interpretation and application to them of the income tax
laws and regulations; and

Whereas there have been introduced in the Congress a number of substan-
tially identical bills to amend the Internal Revenue Code to expressly include
professional corporations and associations in the definition of the term "cor-
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poration," which bills are similar in form and substance to the proposed amend-
ments hereinafter set.forth; Therefore, in furtherance of tax equality for mem-
bers of the professions authorized and desiring to practice in corporate or as-
sociation form, be it

Resolved, That the American Bar Association recommends to the Congress
that professional corporations and professional associations formed under State
law be expressly included in the definition of the term "corporation" for tax
treatment under the Internal Revenue Code; and be it further

Resolved, That the Association proposes that this result be accomplished by
amending section 7701(a) of the Internal Revenue Code of 1954; and be it
further

Resolved, That the special committee on professional corporations is authorized
and directed to urge the following amendments, or their equivalence in purpose
and effect, upon the proper committees of the Congress:

SEC. 1. The following provisions of section 7701 (a) of the Internal Revenue
Code of 1954 (relating to definitions) are amended as follows:

(1) Paragraph (1) is amended to read as follows:
"(1) Person.-The term 'person' shall be construed to mean and include an

individual, a trust, estate, partnership, or corporation."
(2) Paragraph (3) is amended to read as follows:
" (3) Corporation.-The term 'corporation' includes associations, joint-stock

companies, and insurance companies. It also includes professional corporations
and professional associations formed under the law of any State, the District of
Columbia, or any U.S. possession."

(3) Paragraph (7) is amended to read as follows:
" (7) Stock.-The term 'stock' includes shares in any corporation."
(4) Paragraph (8) is amended to read as follows:
"(8) Shareholder.-The term 'shareholder' includes a member of any cor-

poration."
SEC. 2. For taxable years beginning prior to January 1, 1965, the determina-

tion as to whether a professional association or professional corporation formed
under State law is to be treated as a corporation for purposes of the Internal
Revenue Code shall be made as if this act had not been enacted and without
inferences drawn from the fact that this act is not made applicable with respect
to years before 1965.

SEC. 3. The amendments made by the first section of this act shall apply to tax-
able years beginning after December 31, 1964.

REPORT

In the written and oral reports of the special committee on professional cor-
porations presented to the house of delegates at the 1964 annual meeting attention
was called to certain regulations proposed by the Commissioner of Internal Rev-
enue. These would amend current regulations pertaining to section 7701 of the
Internal Revenue Code (the so-called Kintner regulations) particularly section
7701(a) (3) defining the term "corporation" as including associations, joint stock
companies, and insurance companies. The evident purpose and effect of the pro-
posal is and would be to prevent professional corporations and professional asso-
ciations from being recognized as corporations for income tax purposes, thus
denying them, among other tax benefits, the right to make tax deductible con-
tributions to employee retirement plans.

At the 1963 annual meeting the house of delegates approved a recommendation
of the special committee that the proposed amendment of the Kintner regulations
(which amendment had at that time been announced but not yet promulgated) be
studied by the tax section of the association in collaboration with the special
committee on professional corporations and comments thereon consistent with the
views expressed in the special committee's 1963 report be communicated to the
Internal Revenue Service in writing and at any hearings which might be held to
consider sueh ni mendment. In the above mentioned 1964 report the house of dele-
gates was advised that such comments were filed, along with those of some 600
other organizations and individuals, and that representatives of the tax section
and the special committee presented orally at the hearing in Washington, D.C., in
March of last year the views expressed in such comments.

Despite the nationwide outpouring of objections to the proposed regulations
and the extended oral hearing which reiterated such objections and emphasized
the unfairness and unsupported legal basis for the proposal, the indications are
that the Treasury Department and the Internal Revenue Service intend to adopt
the proposed regulations substantially in the form proposed.
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Such proposed discrimination between professional corporations and associa-
tions and so-called business corporations and organizations is manifestly unfair
and contrary to the policy that lawyers who adopt corporate or association,
form of practice in those States which authorize it are entitled to fair, reasonable
and nondiscriminatory interpretation and application to them of the income
tax laws and regulations.

In the special committee's 1964 written report it was pointed out that various
bills were then pending in the Congress to amend the definition of "corporation"
in section 7701 (a) (3) of the Internal Revenue Code to make it clear that that
term includes professional corporations and professional associations formed
under State law. Some 32 States now have statutes authorizing such organiza-
tions.

In the subsequent oral report the house of delegates was advised that the
special committee had been meeting with a group of experienced tax section
members, and with their assistance would study these bills with a view to
arriving at a form of bill considered adequate for its intended purpose, and if
arrived at, would be presented to the house of delegates at the 1965 midyear
meeting with the recommendation that the proposed legislation be approved and
the special committee be authorized to take appropriate action for its enactment.
That study has now been completed and a form of bill has been agreed upon
which is similar to those introduced in Congress and which it is believed would
give statutory recognition to professional corporations and associations as cor-
porations under the Internal Revenue Code, despite any regulation to the con-
trary. That agreed form of legislation is incorporated in the resolution which
the special committee recommends be adopted by the house of delegates.

Draft copies of this report, including the proposed legislation and resolution,
have been sent to the chairmen of the lawyers' retirement plan committee, retire-
ment benefits legislation committee, economics of law practice committee, section
of taxation, section of real property, probate and trust law, partnership com-
mittee of the section of taxation, pension and profitsharing trusts committee of
the section of real property, probate and trust law, and partnerships and unin-
corporated business organizations committee of the section of corporation, bank-
ing, and business law.

At its meeting on June 24, 1964, the House of Delegates of the American Medical
Association adopted a resolution relating to the proposed amendment of the
Kintner regulations and providing for continuance of "its vigorous opposition
to tax regulations that discriminate against 'professional associations' and 'pro-
fessional corporations"' and "it's support of legislation which seeks to provide
tax equality with business corporations for 'professional associations' and 'pro-
fessional corporations'."

It is the declared policy of the American Bar Association not to take a posi-
tion either for or against professional corporations and to leave it to each
State to decide whether or not to authorize such corporations and to each lawyer
whether or not to avail himself thereof where authorized. That policy is frus-
trated if lawyers who seek to avail themselves of such form of practice where
authorized by State law are denied the income tax benefits of corporate form by
unwarranted refusal of the Internal Revenue Service to recognize professional
corporations and associations as corporations under the Internal Revenue Code
and by further seeking to prevent such recognition by the promulgation of arbi-
trary, unfounded, and indefensible regulations. Such proposed action would be
a further evidence of attempted exercise of legislative functions by an adminis-
trative body and the usurpation of the legislative power of Congress. Such
conduct is contrary to the established policy of the American Bar Association
relating to the functions of administrative bodies and has been condemned on
other occasions by the house of delegates.

The special committee strongly recommends adoption by the house of dele-
gates of the resolution set forth in the recommendation at the head of this
report and believes that such adoption is consistent with and in furtherance of
the policies of the association favoring tax equality and opposing usurpation of
the legislative function by administrative bodies.

Respectfully submitted.
John J. Goldberg, chairman; John M. Dickson; David H. W. Dohan;

Harrison F. Durand; F. Daniel Frost; Delbridge L. Gibbs; Philip
S. Hahermann; Dan H. Shell; John Bell Towill; Henry L.
Woolfenden.
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Mr. Dic6soN. In addition to individual or firm plans under H.R. 10
type legislation and the use of professional corporations, a third pos-
sible avenue for the self-employed person and his employees would be
to participate in association or other group plans. The American
Bar Association after careful study established a plan in 1963 for its
members, 'but because of the severe restrictions in the 1962 act, the par-
ticipation in this plan is extremely limited.

I recalled what Mr. Bress said to ou. I listened with interest to
Dr. Murray's testimony as to facts and statistics, and Mr. Clarke made
a fine presentation on the subject.

It might be of interest to you to know that there are 118,000 members
of the American Bar Association, and although it had a splendid com-
mittee, made up a good plan, brought in a splendid insurance company
and bank, advertised it to the utmost, I think I will leave with you,
if you care to see it, a copy of the American Bar Association Journal
for August 1964 with an article by Mr. Nisen in which we tried to sell
that plan.

Senator RANDOLPH. The subcommittee will give thought to includ-
ing that also in the record.

Mr. DICKsON. That article was written in as nice a vein of selling as
a lawyer could do it, I suppose, to try to get the lawyers to join in the
ABA plan.

Out of all those people, only 420 plans of firms or individuals have
been adopted, and only 858 people participate in those plans, out of
118,000 lawyers-and that number 858 includes lawyers and their
employees who are in their plans.

We have a total of $2 million in those plans. I do not see how the
country would have a tax or revenue loss of $3.6 billion when so-called
rich lawyers do not come forward to a plan that their own people
devised for them.

Undoubtedly, participation in such group plans would be greatly
enhanced by passage of legislation as contained in the new X.R. 10.

In the light of the foregoing, our association is of the opinion that
although several defects may remain in the 1962 law, passage of the
pending H.R. 10 would most effectively and expeditiously bring about
participation in retirement plans by responsible self-employed persons
and their employees.

Therefore, it is our hope that this subcommittee and its parent com-
mittee will recommend that the Federal Government continue to en-
courage its citizens to assist in providing for their old age and to im-
plement such policy by eliminating the inequitable barriers in the
present tax laws and regulations.

In your invitation to testify, you included a list of questions in which
you were interested. I have covered most of them in my comments,
but I will briefly comment generally on the import of those questions
not heretofore covered.

Certainly it is wise and proper for the Federal Government to en-
courage the extension of private pension coverage. The natural in-
stinct of the responsible American is to provide for himself, and not
to be dependent on others. As the Government encourages individual
initiative, it lessens the demands upon it to provide for the needs of
the aging.
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Private pensions offer the employee a means for providing during
his most productive period for his later years of lower income. The
employer and the Government benefit by private pension plans for
several reasons, the most obvious being their relief from the burden of
future unplanned care of aging employees and former employees.

An immediate revenue loss to the Government would in f act be in the
nature of a sound investment, because private pension plans would
obviate the necessity of even larger Federal expenditures to provide
for the aging, a substantial portion of the immediate loss would be re-
couped later by deferred taxes, and moreover, the investment of the
privately contributed funds provide additional capital funds which
are so necessary to support the economic expansion required to meet
the demands of America's ever-increasing population.

In conclusion, we believe that if the Government desires to enable
the many millions of self-employed and their employees to provide for
their own retirement, the Congress should at least adopt the improve-
ments sought by H.R. 10.

I realize we have directed our attention only to this one thing, but
it is a phase of your study.

I found from Senator Morse's questions and Miss McCamman's an-
swers interesting statements that there are other questions to be con-
sidered. I would volunteer the help of the experts on my committee to
confer with your counsel any time you might desire their assistance.

I would like to commend the committee for bringing into proper
focus a subject too long neglected in the light of the self-employed, and
vital to all Americans.

Thank you.
Senator RANDOLPr. Thank you very much, Mr. Dickson.
Do your associates wish to make comment, orwere they with you,

perhaps, to assist you in making your statement?
Mr. NISEN. If I may, I would like to comment concerning the ques-

tion Senator Morse put to Mr. Norman about the problem of protect-
ing the aged from fraud.

I think that in H.R. 10 this is one piece of legislation where Con-
gress has done this rather well, in the legislation itself, since in all
plans that are trusteed plans, that is, uninsured plans, the assets must
be held by a bank or trust company. They cannot be held by individ-
ual trustees.

As a matter of fact, under section 401, the corporate plans may have
individual trustees, and often do. This is not true of H.R. 10. The
protection in the area, of protection of securities and investment of the
fund is built into the act in that they must be held by a bank or trust
company, or by an insurance company, in the case of the insured plans.

Mr. NORMAN. I take it, sir, you consider that to be a desirable pro-
vision in that piece of legislation, and that it would probably be de-
sirable to transport it over to the section 401 type plans?

Mr. NISEN. I would not care to comment on that at all. I am merely
trying to provide the answer to the problem insofar as it pertains to
H.R. 10. I do not mean to suggest at all that there has been any real
problem in the corporate plans, so far as the care of the assets are
concerned.

I am not aware that there has been, and would not care to comment
on that.
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Mr. NORMAN. Mr. Dickson, in your prepared remarks, you men-
tioned three possibilities for obtaining pension coverage for attorneys,
and their employees. The first is by improving H.R. 10, the second is
by establishing professional service corporations, and the third is by a
group plan.

Now, it is my understanding from your testimony that you would
consider improving H.R. 10 as by far the most satisfactory method of
obtaining coverage of these self-employed people, and you believe that
most attorneys would be more likely to adopt plans under a liberalized
H.R. 10 than to go into professional service corporations or to go into
group plans, as they now exist.

Is that a correct conclusion from your remarks?
Mr. DIcKsoN. Personally, that is exactly how I feel.
I hear Mr. Nisen whisper that is not quite accurate. Maybe he would

care to comment further. My own thinking is that is exactly cor-
rect. But it does one thing: If you improve H.R. 10, then when you
go into a group plan, you make that ever so much more attractive.

Now, participation in that is economically better than, say, my firm
setting up its own. If you can get into the group plan and then take
some of the H.R. 10 benefits, you see, then you have one big group
rather than where you might have 25 or 30 plans going. That is not
economic.

Mr. NIsEN. May I say this, the H.R. 10 legislation as it exists today,
and would continue to exist with the amendments suggested by Mr.
Dickson, covers both individual plans that a self-employed person or
a partner might have for himself or a group plan such as the master
plan of the American Bar Association, which it makes available to
its members for group investment.

Improvement of H.R. 10 would improve both the individual and
group plans.

I merely thought there was some connotation in your question, Mr.
Norman, that perhaps that would not apply.

Mr. NORMAN. I am certainly glad you clarified that question. So
in answer to my question, you would say a group plan under a liberal-
ized H.R. 10 would probably be the most attractive alternative to at-
torneys in bringing themselves and their employees under coverage.

Would that be correct?
Mr. NISEN. In my opinion, that is precisely correct.
Mir. NORMAN. Under such a plan, if a secretary working for an at-

torney in Norfolk, Va., wanted to move to Chicago, Ill., and work
for an attorney there, she could take her coverage with her, could
she not, if they both had the same group coverage?

Mr. NISEN. If she was in the American Bar plan, and her employer
were in that plan, she would have an account under that employer's
plan.

Now, she can leave that account under that employer's plan. When
she starts with her next employer, she would build up her account
in the second employer's plan, whether it be in Chicago or not, and
when she came to the age of 65-or selected age of retirrnem.nt, she
would then draw down from both accounts.

They would physically, in recordkeeping, be separate accounts; ac-
tually she would have investments in the same fund.
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Perhaps I should clarify this. Normally, when an employee leaves
a lawyer who has ado-t-A the American Bar's plan, that employee is
entitled to receive her benefits from the plan 1 year after the date her
employment terminates. At that time, the employee has an option to
either take down the funds accumulated for her in her first employer's
plan as a lump sum or to use those funds to purchase an annuity.
Now, if she elected to purchase the annuity using her first employer's
funds, then, in that sense, she would be able to carry over from her
first employer the funds built up in her first employer's plan and also
continue to build up her account in the second employer's plan so
that funds from both plans would be available to her at retirement.

Mr. NOR1rAN. But, of course, if she had not been under the first plan
long enough to obtain coverage, her coverage would be lost if she would
move to Chicago and wanted to work for an attorney there, would it
not?

Mr. NISEN. In the same manner any employee under a corporate
plan does not stay with that employer long enough to qualify, and
moves to another employer; yes.

Mr. NORMAN. But if both employers have the same group coverage,
she could go on without missing a step, so to speak, with the second
employer, just as if she had remained with the first employer, and she
would not lose any kind of pension coverage, would she, if they were
both in the same pension plan?

Mr. NIsEN. No, sir; that is not quite right, because each employer
has a separate plan. The plans are only combined for administration
and investment purposes.

Mr. NORMAN. You mean under your group plan they are separate
plans, but they are pooled for certain purposes?

Mr. NIsEN. Technically, each employer must have his own plan.
This is pursuant to H.R. 10.

Mr. NORMAN. Would it not be an improvement, then, if I follow
your testimony, to remove that requirement that each employer have
his own separate plan and permit the American Bar Association, if it
wanted to, to put in a plan under which any employee of an attorney
throughout the United States could move to the employment of an-
other attorney having the same group coverage without ever leaving
the pension plan?

Would that not be an improvement in H.R. 10 ? Would it not -be an
improvement to remove the requirement that each employer have his
own separate plan?

Mr. NIsEN. I really have not considered that very deeply, because
it would be a tremendous departure from the whole philosophy of
pension and profit-sharing plans embraced in legislation since 1942.

Each employer has had his own plan. There have been negotiated
union situations, as I understand it, where employer associations have
worked out a method of transfer.

Mr. NORMAN. Are there not multiemployer plans? There is nothing
new about them, or group plans. Have we not had multiemployer
plans for many years?

Mr. NIsEN. Yes; I think that is so.
Mr. NORMAN. Group plans?
Mr. NISEN. They have provided for transfer as a matter of plan

provision itself. I do not know that legislation will be necessary
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if you get all of these employers to agree to this. Even with permis-
sive legislation, you would have to get employers to agree to go into
a group plan that permitted transfers of employees without a waiting
period before being eligible to benefit from contributions by the second
employer. Employers are slow to agree to contribute for employees
who are untested.

Mr. NORMAN. Thank you very much, gentlemen.
Senator RANDOLPH. Mr. Dickson, we thank you and your col-

leagues for your presentation, and we trust you will give to the com-
mittee any further documentation you think might be helpful as the
hearings proceed, and as the subcommittee considers this subject
matter.

Mr. DICKSON. We appreciate the opportunity.
Senator RANDOLPH. Thank you very, very much. I believe it will

be appropriate to insert at this point in the record, immediately after
this excellent testimony by representatives of the legal profession, the
text of two letters the subcommittee has received from spokesmen of
two other fine American professions the American Medical Associa-
tion, and the National Society of Professional Engineers, and that
will be done.

(The letters referred to follow:)
AMERICAN MEDICAL AssocATioN,

Chicago, Ill., March 1, 1965.
Senator JENNINGS RANDoLPH,
Chairman, U.S. Senate Subcommittee on Employment and Retirement Income,

U.S. Senate, Washington, D.C.
DEAR SENATOR RANDOLPH: Your interest, and that of your committee, in en-

couraging businesses to provide retirement income through private pension
plans for millions of Americans who are lacking this security is indeed com-
mendable.

We want you to know that we share your interest. Indeed, the American
Medical Association has an established pension plan which makes generous
provision for its own employees. In addition, it has, for many years, urged
the passage of an equitable law under which tax deferrred compensation plans
may be established for self-employed individuals.

KEOGH LAW PROVIDES FOR RETEMENT OF SELF-EMPLOYED INDIVIDUALS

As a matter of fact, such individuals were completely disenfranchised until
1962 when the Self-Employed Individuals Tax Act of 1962, better known as the
Keogh-Smathers Act, was passed. This act permits self-employed individuals
to establish pension plans for themselves and qualified employees. However,
it is extremely restrictive in its application and confers only limited benefits.
As a consequence, the act has not received wide acceptance.

It is interesting to note that, while the American Medical Association members
retirement plan is acknowledged to be one of the more successful Keogh law
plans, yet, as of January 31, 1965, there were only 3,256 individual trusts estab-
lished. This figure represents a combined total of 5,436 self-employed physicians
and their regular employees, in the face of an AMA membership which includes
approximately 150,000 self-employed physicians. In other words, considerably
less than 4 percent of the self-employed physicians have joined the AMA plan.
While some have joined other non-AMA Keogh law plans, it is doubtful that
more than 4 percent of the 150,000 have established such plans.

The fact that more Keogh law plains have not been established is not attrib-
utable to a lack of interest. Rather, it is due to the limited benefits available
under the law. At present, a self-employed individual who is a sole proprietor
or owns more than a 10-percent interest in a partnership may contribute annualiy
on his own behalf to a retirement plan established under the Keogh law $2,500
or 10 percent of earned income, whichever is the lesser. Moreover, he is only
entitled to deduct 50 percent of his allowable contribution, or a maximum of
p1 -)VA
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Representative Keogh's proposed amendments to the act (H.R. 10) would do
much to revive an interest in this legislation since it would lift the "$2,500 or
10 percent of earned income, whichever is the lesser" limitation on contributions
which self-employed individuals with employees could make toward a plan for
his retirement. And, H.R. 10 would repeal the 50-percent deduction limitation.

Obviously, H.R. 10 bears a direct relationship to the objectives of this subcom-
mittee which is to extend pension plan coverage to the millions of Americans
who are without this security. The proposed amendments to the Keogh law
would not only open the door for more self-employed individuals, but common-law
employees for whom no retirement benefits are presently provided would also
profit since coverage for a self-employed individual under the Keogh law is
conditioned on coverage of qualified employees.

RETIREMENT PLANS THROUGH PROFEsSIONAL cORPORATIONS AND AsSocIATIoNS

It is important to remember that the Self-Employed Individuals Tax Act of
1962 does not confer tax equality on professional people who constitute a large
segment of the self-employed. The truth is that it falls far short of it. Even
through the proposed amendments are a step in the right direction, they would fail
to provide the tax equality which is available to nonprofessionals who, by the
simple expedient of incorporating their enterprises, become employees of their
corporations and share equally not only in retirement benefits under plans set
up by the corporation but in other employee-fringe benefits as well. Accordingly,
my concluding comments concern this problem of tax inequity and a proposal
to remedy the situation through the enactment of legislation which would provide
that professional corporations and associations are to be treated like other
corporations for Federal income tax purposes.

Speaking for the self-employed physician, the sociological pressure for the
group practice of medicine is a significant factor in the trend toward the prac-
tice of medicine in corporate form. While the AMA does not take a position
for or against the practice of medicine in this form, it is opposed to discrimina-
tory treatment of professional men whatever form it takes, whether taxwise or
otherwise.

The fact is that there is nothing in the Internal Revenue Code which prohibits
professionals from incorporating like nonprofessionals. Yet the administrative
practices of the Treasury Department, which are in direct opposition to the
objectives of your committee to provide security through private pension plans,
arbitrarily discriminate against professional corporations or associations through
the enactment of regulations which legislate rather than interpret the law. These
regulations, which are commonly referred to as the Kintner regulations, are
designed to prevent professional corporations or associations from qualifying
as corporations for Federal income tax purposes.

H.R. 697 is intended to overcome the effect of the foregoing discriminatory
practices of the Treasury Department by amending the definition section of the
Internal Revenue Code of 1954, that is, code section 7701, to redefine the term
"corporation" to include professional corporations and professional associations.
If this could be accomplished, additional doors would be open to the establish-
ment of private pension plans which would benefit millions of Americans.

Again, we commend you on your efforts in this area and submit that passage
of H.R. 10 and H.R. 697 would help to achieve the objectives of this subcommittee.

Yours very truly,
F. J. L. BLAsINGAME, M.D.,

Executive Vice President.

NATIONAL SOcIETY OF PROFESSIONAL ENGINEERS,
Washington, D.C., February 26, 1965.

Hon. JENNINGS RANDOLPH,
Senate Special Committee on Aging,
Senate Of/eve Building, Washington, D.C.

DEAR SENATOR RANDOLPH: We have noted with interest that the Senate Special
Committee on Aging will hold hearings on March 4-5, 1965, on the subject of

extending private pension plan coverage.
This is a matter of considerable interest to us, particularly in connection with

retirement plans for self-employed persons. Along with other professional

societies, our organization was active in supporting passage of the Self-Employed
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Individuals Retirement Act. The passage of this act by Congress has been of
assistance in enabling self-employed professional engineers to provide some
measure of protection for their retirement. However, as you are probably
aware, the severe limitations in the act have been a deterrent to its full utiliza-
tion and our experience has been that relatively few self-employed professional
engineers have found it to their advantage to participate.

Two of the primary reasons for this situation are the 10-percent limitation
on earned income, or $2,500 whichever is less, which may be invested in a retire-
ment fund; and the allowable deduction of only 50 percent of the contribution
to the retirement fund. We believe that if these two limitations were eliminated
there would be a substantially larger participation in retirement plans for self-
employed engineers. This would be of benefit not only to self-employed prop-
rietors, but also to their employees which, as you know, must be covered on a
nondiscriminatory basis to qualify the self-employed proprietor.

We understand that the Senate Special Committee on Aging is not a legis-
lative committee and does not have direct jurisdiction over amendments to the
present law. However, we believe that the subcommittee will be interested in
reviewing this matter and, hopefully, make appropriate recommendations for
amendment of the Self-Employed Individuals Retirement Act along the lines.
indicated above.

We would be pleased to provide any additional information or assistance which
may be desired by the subcommittee.

Very truly yours,
PAuL H. RosBrNs, E.aecutive Director.

Senator RANDOLPH. Our hearings this afternoon will resume at 2:15.
There will be two witnesses, Mr. Hewitt and Mr. Severance.

Thank you very much.
(Whereupon, at 1:15 p.m., the subcommittee recessed, to reconvene

at 2:15 p.m., the same day.)

AFTERNOON SESSION

Senator Moss. The committee will come to order.
We will continue this afternoon with our hearings on extending pri-

vate pension plan coverage.
Senator Randolph, the chairman of the committee, is unable to meet

with us this afternoon because of an intervening requirement that he
leave the city.

We have two witnesses to hear this afternoon. We had a very fine
hearing this morning and we look forward to hearing from Mr. Edwin
Shields Hewitt, a partner of Hewitt Associates and we will ask Mr.
Hewitt if he will come to the witness table, and we will be glad to hear
his testimony.

STATEMENT OF EDWIN SHIELDS HEWITT AND THOMAS H. PAINE
ON BEHALF OF HEWITT ASSOCIATES, LIBERTYVILLE, ILL.

Senator Moss. You may proceed, Mr. Hewitt.
Mr. HEWIAT. Thank you, Mr. Chairman.
My name is Edwin Shields Hewitt. I am a partner in Hewitt Asso-

ciates. Ours is a firm of consultants and actuaries helping organiza-
tions find answers to problems on pensions and employee benefits. Par-
ticipating with me is my partner, Thomas H. Paine.

Senator Moss. Fine, we are happy to see you, Mr. Paine.
Mr. HEwITT. I should say that even though we are a firm of con-

sultants and actuaries, neither of us is an actuary.
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We appreciate the opportunity to appear here today and discuss some
of the basic issues involved in the extension of coverage under private
retirement systems.

We are limiting ourselves today to a discussion of ways of extending
coverage to try to help in stimulating the discussion of this phase of
the questions that have been asked. We are doing so in the hope of be-
ing helpful to the committee.

We will try to direct comments to specific proposals rather than
philosophical discussion. With your permission, Mr. Chairman, I
would like to dispense with reading the statement which we have pre-
pared and instead to summarize it and discuss it to the extent you care
to have us discuss it.

Senator Moss. That would be very satisfactory. The entire state-
ment will be made a part of the record and we would appreciate it if
you would highlight it.

Mr. HEwirr. We would like to ask that it be made a part of the
record.

(The statement of Messrs. Hewitt and Paine follows:)

PREPARED STATEMENT OF EDWIN SHIELDS HEWITT AND THOMAS Ha. PAINE

My name is Edwin Shields Hewitt. I am a partner in Hewitt Associates.
Ours is a firm of consultants and actuaries helping organizations find answers
to problems on pensions and employee benefits. Participating with me is my
partner, Thomas H. Paine. We appreciate the opportunity to appear here today
and discuss some of the basic issues involved in the extension of coverage under
private retirement systems.

The announced objectives of this hearing are to consider "Federal policy to
encourage businesses to provide pension coverage of those who are not now
covered." This objective of extending private pension plan coverage is inter-
preted in this statement as meaning encouraging greater provision of retire-
ment income through other than governmental systems.

In testimony before this committee in July of 1961 we directed a statement
to the following questions:

1. What are some of the trends in the development of proviate plans today?
2. What are the alternative approaches to the proper division of respon-

sibility among Government-sponsored forms of retirement income, private plans,
and individual action?

3. What conditions are conducive to the continued growth of private plans?
A copy of this 1961 statement appears in the printed hearings.
Formal private retirement plans usually refer to those for which money

is set aside in advance for the benefit of employees and which are qualified
under section 401 of the Internal Revenue Code, including those plans made
possible by the Smathers-Keogh Act. Such formal private retirement plans
have had phenomenal growth in a relatively short period of time. Greatest
activity has taken place among large employers. In manufacturing, trans-
portation, and utilities, it is the rule rather than the exception for an employer
of any significant size to be a sponsor of a retirement plan. It is likely that
coverage, benefits, and liberality of protection for retiring employees will con-
tinue to increase. The results produced by the voluntary action of employer-
employee groups must obviously be regarded as highly successful.

However, the degree of progress made to date does not necessarily guarantee
a gradual expansion to cover the vast majority of the work force with private
retirement plans under existing legislation. A breakdown' of the entire work
force reveals the extent of coverage under formal retirement plans (private and
public) as follows:

Covered: 23.5 million nonagricultural workers, 7.2 million Government
workers, unknown number of self-employed.

Partially covered: 2.7 million armed service.

I See apps. A and B for further details pp. 78 and 79.
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Not covered: 24 million nonagricultural workers, 2.3 million Governmentworkers, 1.7 million agricultural workers, 8.6 million self-employed (includesthe unknown number of self-employed with coverage shown above), 1.4 million

unpaid family workers, 4.2 million unemployed.
A forecast of the future spread of retirement plans must take into accountthe location of the principal groups of uncovered persons. With respect tothe single largest group, the 24 million nonagricultural workers, it should berecognized that these persons work for enterprises of smaller average size thanthose which operate plans today. It is likely that progress will be particularly

slow among employers of this limited size.
At least three reasons can be cited for the smaller employer's reluctance

to act:
1. Generally he has had less reason for maintaining a program of retirementbenefits for his employees than the larger organization. In hiring and holdingemployees, the competitive influence of pensions among small companies has

not been significant.
2. Many of the advantages in sponsoring retirement programs are notapplicable to the smaller employer, or at least he does not recognize theseadvantages.
3. The present cumbersome procedures for qualifying and maintaining plansappear as impediments to the small employer.
National policy has been to increase the growth of private efforts to putaside funds for retirement. The principal expression of this policy has been theuse of so-called tax incentives. This device has been particularly successfulfor the larger employer. More recently, it has been' extended to individualson a modified basis under the Smathers-Keogh legislation. In addition, tax-sheltered annuities can be applied to employees of nonprofit organizations and

public schools.
In spite of the number of devices which involve preferential tax treatment, weshould recognize that tax incentives are not necessarily the answer to the ques-tion of how best to encourage private retirement plans.

DEFINING THE ROLE OF TAX INCENTIVES

Perhaps it is because of the successful spread of private retirement plans thatwe tend to assume that incentives provided through tax legislation have beena necessary factor in that growth. Who has been given an incentive? To dowhat? The answers to these questions may help to indicate future trends inthe growth of private plans. We should not take for granted that continuationof incentives in their present form will necessarily result in substantial future
growth.

What role do tax incentives play in the determination of employer action?It is erroneous to assume that a company desires to start and to maintain aplan because it receives a tax deduction for its contributions, since the sameamount of deduction would be available if a like amount of money were paid inwages. Therefore, we would be more accurate if we said that in most instancesthe employer establishes and maintains a plan for reasons completely apart fromtax considerations. These reasons may relate to the company's goals, such ashaving the ability to remove in an orderly manner the too-old workerfrom the work force, building morale and a sense of security, being competitivewith other firms, and making sure that career employees are not in want whenthey can no longer work. The reasons for maintaining a plan may also includethe desire of employees to put aside money for later use without paying taxat the time the money is saved.
Because of the existence of employer and/or employee objectives, the com-pany is willing to start a retirement plan. There is nothing to prevent theemployer from accepting a commitment to pay pensions to retirees and to meetthese objectives from current revenue as the payments come due. This course ofa-tion is followed with an ulfunded plnn. Jsually. however, the employerwishes to fund this liability in advance for a variety of reasons. For example:1. He wishes to further protect employees so that their expectations for retire-ment income will be realized.
2. Hle recognizes that he has incurred a liability which grows over time and heis reluctant to pass this growth on to future managements
3. He wants to arrive at an appropriate distribution of pension charges be-

tween presntuand future years for accninting nurposes.
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With no specific incentive legislation or regulations in effect, what would the
employer do? The employer who wishes to maintain a plan and 'to advance
fund for its liabilities can contribute money to a trust or insurance arrangement
on an irrevocable basis. Since the company no longer has any incidence of
ownership, it is logical to claim the contribution as a business expense in the
year contributed. Since the employee has not constructively received any in-
come, it is logical for him to claim no taxable income until benefits are actually
received in retirement.

Therefore, even in the complete absence of pension rules and regulations
related to preferential tax treatment, retirement plans could be started and ways
found to fund in advance for their costs. The supposed tax incentives are really
restrictions which are placed on the choices available to the employer. These
regulations prescribe limits to action in terms of the group covered, the type
of benefit, the amount of contribution, etc. As such, they really constitute a
negative incentive. An employer is required to shape his plan in certain ways
in order to "qualify" his plan. The trend has been ito more cumbersome regula-
tions which keep reducing the employer's choice of action if he is to retain the
desired form of tax treatment.

For purposes of the present discussion of ways to extend the growth of private
retirement plans, the preceding analysis might lead to three conclusions:

1. Pension plans are not started or maintained primarily because of so-called
tax incentives. There must be legitimate employer and/or employee objectives
to be met before action is likely to be taken.

2. As we continue to impose further requirements, we will tend to make pen-
sions less attractive by narrowing further the choices available to an employer.

3. As the 'trend toward more tax regulation continues, the burden on smaller
employers in adopting and maintaining a plan may be considered to be too great
in their eyes. Simplification of 'the system or an alternative arrangement is
needed to overcome this reluctance.

Perhaps we could express the problem of future growth in retirement plans in
another way: Private plans have become most prevalent in situations where
employer and/or employee objectives have been best served by these programs.
This growth has occurred along with, not because of, so-called preferential tax
treatment.

If public policy is to continue to be expressed by preferential tax treatment
for private retirement programs, future growth, we believe, cannot be achieved
by primary dependence on existing tax regulations. Rather, the spread of pri-
vate plans may be related to the extent to which the same conditions of need are
judged to exist on the part of more employers and employee groups.

FINDING A MORE UNIVERSAL APPROACH

Thus, we must recognize that we cannot achieve the objective of maximiza-
tion of private efforts to promote retirement income solely through so-called
tax incentives to business. We must look for avenues which lie outside the
employer-employee relationship. In addition, there must be a method to apply
tax regulations on a relatively equal basis to the individuals who work for a
large corporation; those who work for a small employer; and those who work
for themselves.

What are the characteristics of a program to extend encouragement of private
forms of retirement income through the form of 'tax incentives?

1. Universality.-There must be one system which allows all income producers
to have an opportunity ito accumulate retirement income: whether they work
for a corporation; work for a sole proprietor or partnership; or are themselves
sole proprietors or partners.

2. Equality.-Since tax laws and regulations produce a form of subsidy for
those who -take advantage of them, they should be available to taxpayers on a
relatively equal basis. Because of the variety of individual employment cir-
cumstances, equality cannot be achieved through programs restricted to an em-
ployer-employee mechanism. Therefore, the incentive should be equalized
through tax adjustments for the individual, universally applied. While action
will become more effective when it is group sponsored, tax incentives should
not penalize those who are necessarily dependent only on individual action.

3. Simplicity-Even if a suitable mechanism is available, its use may be se-
verely restricted unless the arrangement for universal and equal treatment oper-
ates in a simple manner. This, in turn, requires a single measure of tax defer-
ment as well as administrative simplicity.
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4. Flexibilitv of choice.-Any mechanism meant to apply on a universal basis
to individuals in vastly differing circumstances must have the structural flexi-
bility to allow a variety of objectives to be met through a wide choice of methods
and rates of individual savings. In general, the wider the flexibility, the greater
the appeal to the largest number of persons.

5. Economy.-Maximum encouragement of private provision for retirement
will be available only if the program allows the objectives to be met at the mini-
mum administrative cost in time and money for the participant, resulting in the
maximum amount of savings being used to provide benefits.

If the objectives of maintaining private systems of retirement income are
judged desirable; if the policy of encouraging this through tax incentives should
be furthered; and if the characteristics stated above appear appropriate in de-
fining such action as may be taken to achieve these objectives, it would seem
appropriate to thoroughly explore and develop a workable alternative. There
should be no deterrent to such exploration because it would produce a substantial
departure of or modification of the present form of pension systems.

Attached is an illustration-not a specific proposal-of one kind of program
that might be developed to achieve a consolidated approach applicable to all
segments of 'the working population for providing tax incentives for retirement
accumulation. It is being presented in the hope that it can stimulate thinking
.of new avenues of exploration which should be considered.

In its simplest terms, the idea is this: Any employer or individual could estab-
lish a qualified retirement plan in a manner that would not have the detailed
requirements of the present Internal Revenue Code regulations. Contributions
to such a plan, within prescribed limits, could be made and deducted for tax
purposes by either the employer or the individual. All employees and individuals
could participate, although the limits on contributions under this mechanism
would be reduced for those participating in existing plans by the values of
contributions made to such existing plans. Contributions would be placed with
approved depositories for investment. Distributions to individuals would be
permitted upon retirement or other prescribed conditions; such as, permanent
disability or death, and included in taxable income when paid.

What could such a program accomplish?
1. Employers who have not adopted plans would be given an incentive to do

so by making available a simple mechanism for qualification.
2. Individuals would be given an incentive for saving for retirement through

deductions in current income taxes.
3. A degree of equity would be provided among employees covered by different

private pension plans 'by allowing those who have lesser employer-paid benefits
the .opportunity to augment tax-deductible savings for retirement purposes.

4. A method of accumulating tax-deferred earnings would be made available
to the self-employed on a basis more comparable to that enjoyed by the employee
of a corporation than is provided by existing legislation.

Perhaps we can describe one set of possible specifications for tax treatment
which implements the idea, to give you a better understanding of some of its
possibilities and limitations.

Each individual might have an allowable deduction consisting of two parts:
1. Retirement accumulation for the current year-up to 7Y2 percent of annual

income.
2. Retirement accumulation for past years for which his allowable credit was

not fully taken-up to 71/2 percent of annual income.
The maximum allowable deduction, if an individual were eligible for maximum

credit under both parts, would be 15 percent-the present limit for qualified
profit-sharing plans.

The contribution could be made by the employer, the individual, or shared.
The party actually making the contribution would receive the tax deduction.

The 712 percent of income which would be allowable for the current year
would be reduced by the value of employer contributions to another qualified
plan.

1. In the case of a profit-sharing or money-purchase pension plan, the actual
amount of such contribution would be deducted from the 742-percent maximum.

2. In the case of a fixed benefit pension plan, the deduction would equal an
amount presumed to represent the value of the benefit earned for that year.
Assuming that the individual's total retirement income is being level funded for
40 years beginning at age 25, the value of the fixed benefit is approximately
equal to six times the annual benefit earned. For example, under a pension
plan providing a monthly benefit of $2.50 times years of service, the deduction
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for the employer-sponsored pension would equal the annual $30 (12 times the
monthly $2.50 benefit) multiplied by 6, or $180. An employce earning $4,000
per year would have a maximum deduction of 7½ percent of $4,000, or $300.
Deducting the $180 credit for the pension plan would leave him with a net
allowable deduction for a personal plan of $120.

The amount which could be an allowable deduction for past service would
be based on a concept of level funding in the future for past contributions not
made. The maximum past service credit would equal 7½ percent of current
income multiplied by the number of years between age 25 and the Individual's
present age. From the maximum past service credit would be deducted the
amount of contributions already made, either by the individual or by an em-
ployer in his behalf. The net credit would then be funded over the remaining
years to retirement, but could not exceed 7½ percent of income deducted per
year.

For example, if a man earning $4,000 were 40 years old today, his maximum
past service credit would be 7½2 percent of $4,000, or $300 times 15 (his years
since attaining age 25) or $4,500. Let's assume that he had been covered by the
$2.50 pension for 10 years by age 40. This would provide a benefit earned to
date of $25 per month, or $300 per year. Multiplying by 6, the pension would be
an $1,800 offset to his past service credit. The remaining $2,700, level funded
for the 25 years to retirement, would equal $108 per year. This amounts to
2.7 percent of his pay.

By outlining this idea, our intention has been to stimulate discussion of pos-
sible approaches. We are not attempting to suggest a final proposal for action.
We feel that the problems of extending opportunities for accumulating retire-
ment income to the small employer, and having greater equity of treatment for
all persons regardless of employment status, are critical ones if the principle of
private action in the retirement field is to prosper and grow. It is in this con-
text that we put forth this idea as one possible basis for further discussion.

APPENDIX A

U.S. population, employment, and pension coverage, 1968
[Data in thousands]

All
private Agricul- Unem- Govern- Armed

Total nonagri- ture ployed ment Forces
cultural

industries

Number of business operations -8,439.7 l 4,797.0 23,642.7 .

Corporations -1,219.0 2 1, 200.0 219.0
Other -7,220. 7 3,597. 0 ^3,623.7 .

Number of employed persons -75,712. 0 3 54,328.0 3 4,946.0 3 4,166.0 3 9,535,0 22,737.0

Paid wage and salaried workers - 65,659.0 3 47,546. 0 31,675.0 3 4,166.0 3 9,535.0 ' 2,737.0
Self-emnloyed -8, 632.0 3 6,195.0 3 2,437.0 -------------------- ----------
Unpaid family workers -1,421.0 3 587.0 3 834.0 -- - -------

Employee pension coverage -30,747.0 ' 23,500. 0 - 7, 247.2

Multiemployer plans -4,000.0 ' 4,000.0 .
Private plans - 5 0- 19,500.0 ' 19,50 .0 ----- ---------- - ----------

Total private plan coverage - 23,500.0 '23,500. 0-
Government employees- 7,247.0 ° - - - - a 7,247.0 -

Workers not covered -42,228.0 30,828. 0 4,946.0 4,166.0 2,288. 0 l

Employees -28.009.0 24,046.0 1,675.0 2,288.0
Self-emrlayed -8,632.0 6,195.0 2,437.0
Unemployed -4,166.0 --- 4,166.0
Unpaid workers- 1,421.0 587.0 834.0 ---------- - -----------

Workers partially covered - 2,737.0 --- a 2,737.0

1 U.S. Department of Commerce.
2 U.S. Treasury Departmcnt, Internal Revenue Service.
s U.S. Department of Labor.
: President's Committee on Corporate Pension Funds and Other Retirement and Welfare Programs
'Institute of Life Insurance.
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APPENDIX B

Workers currently without pension coverage-Who are they? how many are
there? and what are the pro8pect8 for their coverage?

Who are they? How many? What are the prospects for coverage?

Unemployed -- --

Unpaid family workers.

Government workers-

Self-employed-

Agricultural workers

Wage and salary workers in
grivate nonagricultural in-

ustries.

4,166,000

1,421,000

2,288,000

8,632,000

1,675,000

24, 046, 000

As a class, this group will probably never qualify for pen-
sion coverage since even the nearly universal coverage of
social security does not provide coverage for perioda of
unemployment. The fundamental problem is to trans-
fer workers from this category to a gainfully employed
group.

This group-also largely without social security coverage-
is a marginal part of the labor force at best. With the
possible exception of individual tax incentives which
might apply to forms of income other than "earnings
from work," it appears unlikely that this group will ever
be eligible for pension coverage-certainly under existing
conditions their prospects are virtually nonexistent.

Many of this group are employed by small local govern-
ments where coverage is generally available by volun-
tary participation in an already established State-oper-
ated system. Also included in this group are a few
persons who for various reasons do not qualify for par-
ticipation in the programs of the government agency for
which they work. The coverage prospects for the group
as a whole are reasonably good.

This group is composed of 2,437,000 self-employed persons
in agriculture and 6,195,000 self-employed in nonagricul-
tural industries.

The self-employed have been "potentially eligible" for pen-
sion coverage since the enactment of special legislation in
1962. Although 7,000 plans were approved during the 1st
half of 1964, there are no data available showing the num-
ber of individuals covered.

However, the machinery for coverage is now available and
individual coverage should increase in volume as master
and prototype plans become available.

A major deterrent to the growth of self-employed coverage
is the fact that their tax incentive is considerably less than
that enjoyed by employees of corporations. Legislative
proposals have been introduced to eliminate this dis-
crimination.

A sizable portion of this group is employed by the 2.5
million self-employed farm operators who are now eligible
for pension coverage. As such they could be covered by
plans established by their employers in the same manner
as agricultural workers who are eumployees of corporations.
However, from a realistic viewpoint, the agricultural
worker group wil probably never attain a high level of
pension coverage because of the itinerant nature of many
armworkers.

This group accounts for the balance of all workers presently
without pension coverage. Its number is currently being
reduced at the rate of approximately a million each year
who are added to the rolls of "covered" employees.
However, the total labor force is growing at a roughly
equal rate about a million persons annually. So in
effect, while the number of persons with coverage is in-
creasing, we are standing still as far as reducing the num-
ber not covered.

The available data on pension coverage does not indicate
whether the approximate million persons being added
each year results from the establishment of new plans or
from additional employees covered under existing plans.

It is generally agreed that small employer groups are at a
serious disadvantage in establishing retirement pro-
grams-from the standpoint of cost of establishment and
cost of administration. As a result, it is assumed that
the number of persons without pension coverage includes
a high proportion of workers employed in small em-
ployee groups. The latest figures available (for 1956)
Indicate that 44 percent of all persons employed at that
time worked for firms with fewer than 100 employees;
36.2 percent worked for firms v ith fewer than 50 employ-
ees. Of all employers paying social security taxes in
early 1602, over 9 --Brunt ployed fewer than ,0
workers.

That portion of this group of 24,000,000 workers who are
employed in very small business operations may never
attain pension coverage under existing legislation. There
is an evident need for further study and development of
association plans, community plans, individual tax
incentives, industrywide plans, etc. to provide new
methods for private coverage of sml employee groups.

NoTE.-At the end of 1963 a total of 42,228,000 were without pension coverage.
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APPENDIX Ce

SUMMARY OF A CONSOLIDATED APPROACH, APPLICABLE TO ALL SEGMENTS OF POPU-
LATION, FOR PROVIDING TAX INCENTIVE FOR RETIREMENT ACCUMULATION

(The term "retirement accumulation" includes but is not limited to funds set
aside under plans qualified under current legislation in section 401(a) of the
Internal Revenue Code. The new all-inclusive arrangement for deferment
of tax on funds set aside for retirement contemplates simplified administration
through individual income tax computation.)

Objectives
1. To encourage individuals to accumulate funds for their own retirement;

to encourage employers to assist their employees to provide for their own
retirement income; and to encourage employers to provide funds for their
employees' retirement income.

2. To provide equity among all groups of taxpayers by extending to all the same
opportunity to accumulate tax-deferred retirement funds.

3. To preserve freedom of choice and action for individuals and employees
in meeting their own needs and preferences in the provision of retirement
income.

Method
1. One or more individuals or one or more employers can establish a qualified

retirement accumulation plan by entering into an arrangement under which
contributions are transferred to a corporate fiduciary institution as trustee,
or an insurance company, or are used to purchase authorized bonds, and are
held in conformance with the distribution conditions governing such plan.

2. Contributions may be made by either the individual or by an employer on
behalf of an individual employee:

(a) Employer contributions are deductible by the employer as compensa-
tion to the employee.

(b) Individual contributions are deductible by the individual from his
adjusted gross income.

3. An individual may deduct from adjusted gross income an amount up to the
allowable deductible contributions set forth below. This amount shall be from
all sources including:

(a) His own contributions to a qualified retirement accumulation plan or
to a plan qualified under section 401 of the Internal Revenue Code which
permits employee contributions and which also meets the distribution con-
ditions set forth below.

(b) Contributions by any employer to any qualified retirement accumula-
tion plan on his behalf, or

(c) The value of contributions or benefits to his account or for his bene-
fit under any plan qualified under section 401 of the Internal Revenue Code.

4. To simplify the adoption of plans by individuals or small employers, standard
approved plans would be made available which would eliminate the detailed
qualification requirements of an individually prepared plan.

Allowable deductible contribution
1. The maximum allowable deduction in any tax year will be the sum of (a)

and (b) below:
(a) An amount equal to 7y2 percent of the individual's earned income, as

defined below, less:
(1) The actual amount contributed by the individual's employer on

his behalf either to a qualified retirement accumulation plan or to a
plan qualified under section 401 of the Internal Revenue Code, and
credited to his individual account under either such plan or used to
purchase individually identifiable benefits earned during the tax year,
if any, and

(2) The actuarial value of benefits earned by the individual during
the tax year under a fixed benefit plan qualified under section 401 of
the Internal Revenue Code, such value of benefits to be determined in
accordance with standards to be established by the Internal Revenue
Service as to the dollar value of benefits provided (e.g., six times the
amount of benefit earned in the tax year).
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(b) An amount equal to 7% percent of the individual's earned income, as

defined below, but not more than:
(1) 7% percent of earned income for the tax year multiplied by the

number of years from the taxpayer's age 25 to his attained age in the
tax year, less the total of:

(a) The amount deducted in previous tax years by the taxpayer
as contributions to a qualified retirement accumulation plan, plus

(b) The amounts contributed to an employer qualified plan by
the individual's employer and credited to his individual account or
used to purchase individually identifiable benefits in previous tax
years, if any, plus

(c) The actuarial value of benefits earned in previous tax years
under a fixed benefit employer qualified plan, if any, determined in
accordance with standards to be established by the Internal Rev-
enue Service as to the value of benefits provided (e.g., six times
the amount of benefit earned to date).

In any tax year in which any part of the total contribution by or on behalf of
an individual to a qualified retirement accumulation plan shall be in excess of
the maximum allowable deduction, to the extent that such excess is not with-
drawn within 6 months after the end of the tax year, no tax deduction will be
allowed for any part of such contribution and the entire contribution shall be
refunded and included as taxable income.
2. Earned income is income in any tax year which is, or which would be except

for limitations as to maximum amount, subject to social security taxes. The
amount of earned income for any tax year will be the greater of:

(a) The amount of earned income in such tax year, or
(b) The average of earned income in the last 5 tax years.

3. Any investment earnings of any fund shall be excluded from taxation.
4. The total of all contributions which are taken as tax deductions by an in-

dividual cannot exceed (a) reduced by (b) below:
(a) Three times the amount of earned income as defined under section 2.
(b) Any amounts contributed by an employer and the actuarial value of

any benefits earned under an employer plan as determined under section
I a and b (1) (b) and (c).

If. at the time distributions from the plan commence, an excess exists, a dis-
tribution shall be made from the plan within 6 months after the end of such tax
year in an amount determined by multiplying the then market value of the assets
attributable to the contributions made by the percentage arrived at by dividing
the amount of excess determined above by the total amount of all contributions
taken as tax deductions. Such distribution shall be taxed as ordinary income,
but not to exceed the rate at which 20 percent of such distribution would have
been taxed in the preceding tax year had it been received in addition to an ad-
justed gross income equal to the individual's earned income as determined for
section 2.
Di8tributions from plan

Distributions would be taxed when received, as follows:
1. If paid on or after the 60th birthday and no later than the 70th:

(a) If paid as an annuity or in equal installments over a period of at least
10 years-as ordinary income.

(b) If paid in a lump sum or in installments other than in equal amounts
over a period of 10 years-as ordinary income, but not to exceed the rate at
which such distribution would have been taxed had 20 percent of it been
received as additional ordinary income in the year of the highest taxable
income out of the 5 years preceding the first year in which distributions
take place.

2. If paid on account of disability, as defined under social security, occurring
prior to the 60th birthday-same as 1.

3. If paid to a beneficiary on account of death-same as 1.
4. If paid prior to the 60th- birthday :

(a) If in an amount equal to less than 25 percent of average taxable in-
come during the previous 5 years-as ordinary income.

(b) If greater than the amount in (a)-as ordinary income but not to
exceed 110 percent of the rate at which such distribution would have been
taxed had it been received in equal installments as additional ordinary in-
come in the previous 5 years.
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5. If paid after the 70th hirtbhday, the individual will be taxed as though dis-
tributions were made in equal installments beginning on his 70th birthday.

Air. HEwrrTT. Our statement attcmpts to make four principal points.
Number one, the growth in private retirement plans has been sub-
stantial and we believe beneficial to our society. The principal reason
for this growth, sometimes erroneously thought to be due to the pres-
ence of preferential tax treatment, have involved the personnel and
security objectives which the employer and/or the employee have been
able to get accomplished.

Seconid, we believe that if public policy is to continue to be expressed
by preferential tax treatment for private retirement programs, future
growth cannot be maximized by primary dependence on existing tax
regulations. We have attempted to give our breakdown of the poten-
tial from the standpoint of coverage as an appendix to our report.
Because the largest group of uncovered persons works for smaller em-
ployers who have been less motivated to establish private plans, we
believe that -we can best achieve further expansion by looking for
avenues which are not directly dependent upon the employer-employee
relationship, or entirely dependent on it.

Third, the characteristics of a program which will be likely to maxi-
mize private coverage would include the following: One is the charac-
teristic of universality, or one mechanism, which allows all income pro-
ducers to accumulate retirement income whether they work for a cor-
poration, work for a sole proprietor, or are themselves sole proprietors.

This reflects many of the comments made by witnesses this morning
except we are trying to suggest the possibility of going beyond any one
specific type of program to seek a way in which a mechanism within
the tax system could be developed which would be applied overall to all
groups.

The second characteristic that we think would be important would
lbe equality or relatively equal tax treatment through tax adjustments
anplied to the individual; this would be arrived at through the in-
dividual income tax mechanism with individual computations in order
to have equal tax treatment for all segments of the working force.

Third, one of the characteristics should be simplicity to the extent
that a very complex problem can be made simple, or the use of a single
measure for tax deferment to facilitate administrative handling.

Finally, we believe it should be something that has flexibility so that
the greatest number of persons can achieve their own objectives
through a universal private system with a maximum degree of in-
dividual choice.

These characteristics can be achieved through a program which
might be developed with the cooperation of many people and groups.
A specific example that we will talk about has been developed solely
for the purpose of illustrations. Our own conclusion or strong suspi-
cion is that while this may seem difficult it likely is quite possible.

I will turn to the prepared statement starting on page 10 of the
statement submitted to you.

If the objectives of maintaining private systems of retirement in-
come are judged desirable, if the policy of encouraging this through
tax incentives should be furthered, and if the characteristics stated
above appear appropriate in defining such action as may be taken to
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achieve these objectives, it would seem appropriate to thoroughly ex-
plore and develop a workable alternative.

Although it is possible that it might not require substantial changes
in the present arrangements there should be no deterrent to such ex-
ploration because it would produce a substantial departure of or modi-
cation of the present form of pension systems.

Attached is an illustration, not a specific proposal, of one kind of
program that might be developed to achieve a consolidated approach
applicable to all segments of the working population for providing
tax incentives for retirement accumulation.

A similar idea was included in our statement in the 1961 hearings.
It brought forth some interest, particularly on the part of Senator
Smathers who asked us to develop this further in more detail and more
specifically. Because of the circumstances of the legislation then cur-
rently being enacted, known as the Smathers-Keogh legislation, we did
not proceed to fulfill his request at that time. We hope that this state-
ment today will fulfill that request and we are submitting it in some-
what more detail, further illustrating the concept involved. It is being
presented in the hope that it can stimulate thinking of new avenues
of exploration.

In its simplest terms, the idea is this: Any employer or individual
could establish a qualified retirement plan in a manner that would not
have the detailed requirements of the present Internal Revenue Code
regulations.

Contributions to such a plan, within prescribed limits, could be made
and deducted for tax purposes by either the employer or the individual.
All employees and individuals could participate, although the limits
on contributions under this mechanism would be reduced for those par-
ticipating in existing plans by the values of contributions made to such
existing plans.

Contributions would be placed with approved depositories for in-
vestment. Distributions to individuals would be permitted upon re-
tirement or other prescribed conditions such as permanent disability or
death, and included in taxable income when paid.

What could such a program accomplish?
First, employers who have not adopted plans would be given an

incentive to do so by making available a simple mechanism for quali-
fication.

Second, individuals would be given incentive for saving for retire-
ment through deductions in current income taxes.

Third, a degree of equity -would be provided among employees cov-
ered by different private pension plans by allowing those who have
lesser employer-paid benefits the opportunity to augment tax-de-
ductible savings for retirement purposes. This would include the de-
ductibility of employee contributions to existing plans, as suggested
this morning.

Fourth, a method of accumulating tax-deferred earnings would be
made available to the self-employed on a basis more comparable to that
enjoyed by the employee of a corporation than is provided by existinglegislation.

erhaps we can describe one set of possible specifications for tax
treatment which implements the idea, to give you a better understand-
ing of some of its possibilities and limitations. Tha figuren thast w
use are for illustration of the principle involved only.

83
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Each individual might have an allowable deduction consisting of two
parts:

First, retirement accumulation for the current year-up to 71/2
percent of annual income.

Second, retirement accumulation for past years for which his allow-
able credit was not fully taken-up to 71/2 percent of annual income.

The maximum allowable annual deduction, if an individual were
eligible for maximum credit under both parts, would be in this illustra-
tion 15 percent-the present limit for qualified profit-sharing plans.

The contribution could be made by the employer, the individual, or
shared. The party actually making the contribution would receive
the tax deduction. The 7½2 percent of income which would be allow-
able for the current year would be reduced by the value of employer
contributions to another qualified plan. This could be a plan of the
usual corporate type or a plan under the Smathers-Keogh legislation.

First, in the case of a profit-sharing or money-purchase pension
plan, the actual amount of such contribution would be deducted from
the 7l/-percent maximum.

Second, in the case of a so-called fixed-benefit pension plan, the de-
duction would equal an amount presumed to represent the value of
the benefit earned for that year. Assuming that the individual's total
retirement income is being level funded for 40 years beginning at
age 25, we can say that the value of the fixed benefit is approximately
equal to 6 times the annual benefit earned.

For example, under a pension plan providing a monthly benefit
of $2.50 times years of service, the deduction for the employer-spon-
sored pension would equal the annual $30-12 times the monthly $2.50
benefit-multiplied by 6 or $180. An employee earning $4,000 per
year would have a maximum deduction of 71/2 percent of $4,000 or
$300. Deducting the $180 credit for the pension plan would leave
him with a net allowable deduction for a personal plan of $120.

The amount which could be an allowable deduction for past service
would be based on a concept of level funding in the future for past con-
tributions not made. The maximum past service credit would equal
71/2 percent of current income multiplied by the number of years be-
tween age 25 and the individual's present age.

From the maximum past service credit would be deducted the
amount of contributions already made-either by the individual or
by an employer in his behalf. The net credit would then be funded
over the remaining years to retirement, but could not exceed 71/2 per-
cent of income deducted per year.

For example, if a man earning $4,000 were 40 years old today, his
maximum past service credit would be 71/2 percent of $4,000 or $300
times 15-his years since attaining age 25-or $4,500. Let's assume
that he had been covered by the $2.50 pension for 10 years by age 40.
This would provide a benefit earned to date of $25 per month or
$300 per year. Multiplying by 6, the pension would be $1,800 offset
to his past service credit. The remaining $2,700, level funded for the
25 years to retirement, would equal $108 per year. This amounts
to 2.7 percent of his pay.

By outlining this idea, our intention has been to stimulate discus-
sion of possible approaches, to widen our range of consideration iii an
attempt to make sure we are considering all possible alternatives to
finding the answer to what is most obviously a difficult question.
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We are not attempting to suggest a final proposal for action. We
feel that the problems of extending opportunities for accumulating
retirement income to the small employer, and having greater equity
of treatment for all persons regardless of employment status, are
critical ones if the principle of private action in the retirement field
is to prosper and grow. It is in this context that we put forth this
idea as one possible basis for further discussion.

Senator Moss. Thank you very much, Mr. Hewitt.
Mr. Paine, do you have comments you would like to add ?
Mr. PAINE. No, Senator.
Senator Moss. Of course, these tables that you have appended here

will explain in part what you are presenting here in your summary.
Mr. HEwrrr. Yes.
Senator Moss. Let me see if any of our staff members have any

questions.
Well, apparently you have made it clear to us what you are putting

forward for our consideration in exploring this field and we appre-
ciate it very much. I

Mr. HEwIrr. I think, sir, we are trying to suggest there are many
answers to this problem. We would hope that we take a careful
look at as many of them as possible. We appreciate this opportunity
of being here.

Senator Moss. Thank you, we appreciate seeing you and Mr. Paine.
(The following statement was subsequently submitted by Messrs.

Hewitt and Paine in response to a question presented to them.)
In our statement we raise the question as to the impact of tax incentives on

the growth of private retirement funds.
Much has been said about the extent of the so-called tax subsidy granted

to private retirement plans by the Federal Government. Proposals for the liber-
alization of restrictions for both corporate-sponsored and individual retirement
plans are sometimes met by negative reactions from the Treasury Department be-
cause of the anticipated tax loss involved. Proposals for further curtailment in
the choices open to private plans may be considered justified on the basis of the
quasi-public character imputed to private plans because of this so-called tax
subsidy.

A clarification of the real nature of tax incentives can help shed light on appro-
priate public policy for private plans. From a quantitative standpoint the im-
portant question may be this: Does the potential value of future retirement
income from private plans justify the amount of tax loss suffered currently by
the Government?

Preliminary to a quantitative analysis is an understanding of who gets the tax
advantage. There are two types of tax breaks involved in private plans.

One is the deductibility of contributions made to a pension plan by an em-
ployer with no. current tax liability to the covered employee. Whose tax ad-
vantage is this? It is not likely to be the employer's since it is most probable
that if no retirement plan existed, compensation would be correspondingly
higher. Certainly, contributions to private plans agreed upon in collective bar-
gaining usually are substitutes for like amounts paid as wages which are an
equally deductible expense to the employer. Similarly, as indicated in our
statement, "There is nothing to prevent the employer from accepting a commit-
ment to pay pensions to retirees and to meet these objectives from current rev-
enue as the payments come due." In such case, of course, such retirement pay-
ments would be fully deductible by the employer. Furthermore, in the case of
employer-paid retirement plans of Government or nonprofit organizations, there
is no question of tax deductibility by the employer although individual partici-
pants are permitted tax deferment on employer contributions and accumulations.
Clearly, public policy has established that the tax break is the employee's and
constitutes the deferment of taxes by the employee until time of receipt of
benefits.
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The other form of tax break is tax exemption of retirement fund earnings.
investment income is allowed to accumulate with no tax liability until benefits
are actually received. In this respect, qualified retirement plans are treated
in a similar manner to certain forms of individual life insurance contracts and
U.S. Government savings bonds with deferment of tax -liability on interest earn-
ings. This tax advantage also belongs to the employee since he is being allowed
to postpone taxes.Judged from an economic standpoint, both forms of tax breaks in private re-
tirement plans are advantages to the covered employee. Any analysis of tax
loss incurred because of such plans thus involves evaluating how much addi-
tional revenue would have been collected in individual incomes taxes from covered
employees had taxes been assessed currently on both pension contributions and
investment earnings.

An approach to comparing the value of retirement plans with the tax loss
suffered by the Government may be found in an illustration of retirement in-
come for one person and the tax loss involved. Suppose an employer agrees to
set aside 10 cents per hour for each participant in a private plan. Assume
further that the contributions can be invested to yield growth of 5 percent
per year, compounded annually. If a man is covered by such an arrangement
for 30 years, what retirement income is created? What tax loss is suffered?

1. RETIREMENT INCOME CREATED

The 10-cent-per-hour contribution amounts to $200 per year going into the
fund plus investment income. After 30 years of participation at age 65, this is
sufficient to produce a full cash refund life annuity of $97 per month or $1,164
per year.

2. TAX LOSS SUFFERED

One source of tax loss is the tax-deferred treatment of the employer's contribu-
tions to the plan. If the 10 cents per hour had been paid in wages and the
employee were in the 20-percent-tax bracket, the Government would have
received $40 per year more in taxes. Over 30 years the total of these annual
amounts forgone in taxes on contributions to the plan on behalf of this man
amounts to $1,200. In addition, tax revenue is lost because earnings on
invested funds are not taxed currently. The total of these interest earnings
over the 30-year period is $7,645. Again assuming a 20-percent-tax bracket
fox the employee, the total of the annual amounts forgone in taxes on earn-
ings amounts to $1,529. Assuming annuity payments continue for the 15-year
life expectancy of the individual; assuming interest earnings on the decreas-
ing fund; and assuming a 10-percent-tax bracket for the employee after
retirement, the total of tax revenue lost on these earnings because such earn-
ings are not taxed currently is $450. Total from all three sources is $3,179
in this example.

3. POSSIBLE TAX RECOVERY

Income paid in retirement is taxable since no tax has been paid at the
time of contribution or at the time investment income was realized. Assuming
double exemptions after age 65, and lower income from other sources, the
effective tax rate will probably be small and may be nonexistent. If we assume
a modest amount of other income for the man in our example, we might assign
an effective tax rate between 0 and 10 percent of his retirement income. Apply-
ing this to the value of his pension to be paid in retirement, we might expect
up to $1,746 to be recovered by the Government in taxes.

4. COMPARING RETIREMENT INCOME CREATED WITH TAX LOSS SUFFERED

In this example, the private pension plan has created total retirement income
payments of $17,460, assuming a life expectancy of 15 years. This has cost the
Government $3,179 in taxes forgone over a 30-year period before retirement
and a 15-year period after retirement of which up to 55 percent will be
recovered through taxes after retirement.

Expressed in its simplest terms, for each $10 in retirement income created
the Government has suffered a tax loss of $1.82 which may be cut to 82 cents
by payment of taxes after retirement.

The same general principle applies if the analogy is cxpanded from 1 man
covered by 1 plan to 24 million persons covered by thousands of plans. Some-
where between $5.50 and $12.20 of retirement income is being created by private
plans for each $1 being forgone in taxes by the Government.



EXTENDING PRIVATE PENSION COVERAGE 87

Nor does this analysis take account of the possibility that if the private
plan were not providing this amount of retirement income, the Government
might have to spend its $1 of net tax loss, or more, to assure a decent living
standard for this man after retirement.

Assuming that growth of private retirement plans has resulted from public
policy which encourages private pensions through preferential tax treatment,
does the potential value of future retirement income from private plans justify
the amount of tax loss suffered by the Government? The objective of more
adequate income for our aging population certainly appears to justify an
affirmative answer. In fact it is hard to imagine a form of investment by the
Government with better return to our society. If this is true, preferential
tax treatment for private forms of retirement income should be extended to
more segments of our population and granted all possible encouragement
through maximum freedom of individual choice.

Senator Moss. We will now hear from Mr. H. L. Severance.

STATEMENT OF H. L SEVERANCE, STAINDARD OIL CO. OF
CALIFORNIA

Mr. SEVERANCE. Thank you, Mr. Chairman, my name is H. L.
Severance. I am secretary of Standard Oil Co. of California.

For many years I have been a member of the annuities committee
of our company, which administers our annuity plan and other benefits
for employees. I am also administrator of the stock plan for em-
ployees of that company and its subsidiaries. I do appreciate the
opportunity to appear before you today.

I have come here from San Francisco because I believe our com-
pany has been one of the leaders in industry in providing generous
retirement benefits for its employees. Not being an actuary or a
lawyer, but simply a businessman who knows something about costs,
competition, and business motivation, I would like to tell you briefly
about our retirement plans in Standard Oil Co. of California. In
light of these, my testimony bill bear on quite a few of the list of 18
questions to which this committee seeks answers.

Standard Oil Co. of California started its first pension program
in 1903. The plan has been amended, always with improvement in
mind, many times-the last change being in 1957 at which time we
geared a portion of retirement pay to final compensation and liberal-
ized vesting provisions. Our plan is fully funded. Employees con-
tribute to the plan and membership is a condition of employment.

In 1952, because of our concern about the drop in the purchasing
power of the dollar, we installed a supplementary retirement program
known as our stock plan. Here the company payment is a function
of profits; employees deposit monies voluntarily through payroll de-
duction-and all cash received by the trust is used to purchase com-
pany common stock in the open market. Lump sum stock payments
are made on retirement.

Our company has more than 50 union contracts and these plans
are involved in the collective bargaining process.

Where do we stand todav? Career employees now retiring-who
are subject to the Fair Labor Standards Act-will leave with a mini-
mum of 90 percent of the after-tax income enjoyed during their
highest paid years of work. This percentage decreases steadily as
we go up the compensation ladder.

As to those of our more than 5,000 annuitants who left some years
ago, thIle cmprany makes an out- ofthe-till payment to bring their
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retirement income up to a, more reasonable relationship to current
retirements.

The objective of this hearmg is the laudable one of exploring ways
and means of extending retirement plans to those who do not now
enjoy these benefits.

From my experience in our company, I believe that the prime way
of continuing the outstanding growth which has occurred in this area
is through maintaining a favorable climate for such growth undis-
couraged by Government. Our tax laws, setting up the standards
for pension, profit-sharing, and stock bonus programs, were estab-
lished in 1942. They have been amended slightly from time to time
but the Congress has always supported the policy of providing tax
incentives under which such plans can be installed.

We now have before us the January 1965 report on "Public Policy
and Private Pension Programs." Briefly this report recommends that
private retirement programs will not qualify unless they meet the
following:

1. Full vesting will be mandatory after 20 years.
2. Past service liabilities must be funded over not less than 30 years.
3. Similar plans will be required for all classes of employees.
4. Employees must be covered after 3 instead of 5 years of service.
5. There shall be a dollar ceiling on contributions and benefits for

employees.
6. Investments by retirement funds in employer securities should

be limited to 10 percent of the fund.
7. The tax laws should be changed in certain respects which have

been submitted to and rejected by Congress in the past.
Advance word on this report was published in a variety of news-

letters, magazines, and newspaper columns; and the tenor of these'
articles was to cause alarm in business about the possibility of in-
creased costs and changes, which, if enacted, could undermine the
provisions of present plans, and inhibit the inception of new plans.

Now that the report is out, I am glad to say that I believe it is wise
from time to time to examine this important area in our economy.
The data on growth of private plans, the coverage achieved, and the
conclusions of the President's Committee that such plans "should
continue as a major element in the Nation's total retirement security
program" together give great hope for future growth and coverage
of these plans.

We 'are in complete agreement with any policies which will, in fact,
continue that growth. However, we believe that most of the recom-
inendations in the report, if adopted, would impede the growth ol
these plans.

The basic tax laws under which private plans have prospered were
passed almost 25 years ago. Under these laws the Congress established
reasonable but hard and fast rules under which private enterprise
could use the tax incentives created to foster the socially desirable ob-
jective. The most important of all these rules was the plans must not
discriminate in favor of supervisory of highly paid employees. This
is a reasonable and proper concept and plans have flourished and will
continue to do so under these rules. The Congress has supported these
concepts consistently throughout the years.

The Pension Trust Division of the Internal Revenue Service does
a top job in being helpful, fair and prompt. A continuation of this
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situation, is, I believe, the very best way to achieve continued growth
of private retirement security programs-the common goal of Govern-
ment, labor, and business.

We come then to the persistent attempts to move into the area of im-
posing governmental edicts-practically all of which increase costs-
into the details of retirement plans rather than letting competition
and free collective bargaining do the job.

Such suggestions are made in this report and they bear a great deal
of smilarity to suggestions which have been previously aired in the
Congress and turned down-and these suggestions usually involve
erosion of what I call a good retirement program climate.

For example, in 1942, there were hearings before the Ways and
Means Committee on this subject. Mr. Randolph Paul, then special
assistant to the Secretary of the Treasury, suggested that there be com-
plete vesting of employee benefits and that an ultimate limit to a pen-
sion be fixed at $7,500 per year. Both of these suggestions were rejected
by Congress.

In light of history since that time, I think you can agree that the
adoption of either of these points would have inhibited the growth of
plans to the extent that we could not today read the fine record we
have pointed out in the report.

In 1953 I was in Washington, working with Mr. Colin Stam and the
members of the Senate Finance Committee. At that time, so-called
reform proposals were suggested by the Treasury bit. once again were
rejected by the committees of Congress.

In 1960, when the Keogh-Smathers bill, H.R. 10, was under consider-
ation, still another attempt was made by the Treasury to saddle retire-
ment plans with incentive debilitating changes. And again, Congress
stopped these.

Exactly 2 years ago today, on March 4, 1963, I had the privilege of
appearing before the Ways and Means Committee to testify against the
proposed elimination of the present capital-gains treatment on lump-
sum distributions from qualified plans and the substitution therefor
of an averaging device. We are advised that the Ways and Mfeans
Committee concurred with industry's view by a 25-to-0 vote.

I think the most dramatic illustration of the effect of imposing leg-
islative standards into the details of retirement plans can be found
in what has happened under the Keogh-Smathers bill, H.R. 10. This
law imposes strict rules as to eligibility-no more than 3 years-full
vesting and a low ceiling on the amount that can be contributed, in
the case of retirement plans for the self-employed.

All of these requirements are reminiscent of what is being sug-
gested in the report to the President with respect to retirement plans
in general.

Yet, although the Keogh-Smathers law has been in effect for 2
years, only 15,000 persons have been covered whereas the Treasury
Department estimated that 185,000 persons would be covered in the
first year alonle.

I would be willing to predict that, as long as these conditions ob-
tain, coverage under the Keogh-Smathers law will be negligible. It is
interesting to note that Congressman Keogh has already introduced
a bill to raise the limits on the amounts that can be contributed to
such plans.

89
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So now , with this history, we have before us the current report on
retirement programs. While this report is temperate in many ways,
it is specific in its recommendations in some very important areas.

The report recommends amendment of the Internal Revenue Code
to require that, in order to qualify, plans must provide that 50 percent
of the benefits would be vested at 15 years of service and 100 percent
vested at 20 years of service-regardless of the age of the participant.

The report also states that past service costs should be funded
fully over a period approximating the average worklife of employees
but not more than 30 years.

These items would be of little concern to Standard Oil Co. of
California, because we are fully funded and our vesting schedule
approximates the suggestion of the committee.

But these recommendations could have a serious effect on other
companies, especially small ones. These items influence costs directly
and, therefore, inhibit the establishment of new plans and the im-
provement of existing ones. More importantly, however, they inter-
fere with arriving at decisions through the operation of competitive
pressures and the collective-bargaining process.

Then we have the most serious and damaging recommendations in
the fields of tax policy under the Internal Revenue Code. One says
that the option to cover only certain groups of employees should be
eliminated, unless there is a showing of special circumstances. Here
again this would not affect my company but it probably would have
made impossible the negotiation and setting up of good plans for
employees in some of our partially owned affiliates.

In my opinion, this proposal, if enacted, would seriously distort
the employer-employee relationships. I wholeheartedly subscribe to
the words of Mr. Henry Ford II, contained in the addendum to
the report by the President's Advisory Committee on Labor-Man-
agement Policy:

The suggestion for changing the present Treasury rules so as to require the
application of a generally similar pension plan to all .classes of employees is
particularly disturbing. The suggestion may appear innocuous, but it would,
in fact, introduce a distortion into the collective-bargaining process, and It
also ignores the fundamental fact that a pension plan is but one part bf total
employee compensation. To seek to impose uniformity as to this element seems
to me to be unsound. It fails to take into account the interrelationship be-
tween this and the many other elements that make up the whole, and thus
to reduce needlessly the scope for adapting compensation to the differing
needs, desires and circumstances of various employee groups.

Another calls for reduction of the eligibility requirement from 5
years to 3 years of service. Our stock plan has an eligibility of 5
years of service plus 35 years of age. This now would be prohibited.
These eligibility requirements were set for proper industrial relations
and business reasons. This plan with these requirements was sup-
ported by the signatures of union representatives under more than 40
contracts when the plan cleared Wage Stabilization procedures here
in Washington in 1952.

The report further states that a limitation on contributions to
pension plans or a commensurate limitation on benefits should be
required. As I mentioned. we first heard about this from Mr. Ran-
dolph Paul in 1942. I feet that, had such a limitation been imposed,
the entire history of private pension plans would have been different
and to the detriment of all employees.
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Why put limitations here when none is placed on salaries, wages,
or other employee benefits? Even during World War II and the
Korean conflict it was not regarded as wise to impose limits on re-
tirement benefits. Furthermore, what limit should be placed? In
1942, $7,500 sounded high. Today it would be regarded as ridicu-
lously low. Again, I refer you to what is already happening under
the Keogh-Smathers Act.

As I indicated above, there are other recommendations in this
report. I have not discussed them because many of them are of a
technical nature beyond the scope of my competence. However, I
am advised by technical experts that these also would have an adverse
effect on the present favorable private pension plan climate.

In conclusion, I want to point out that these plans have extreme
individuality, that they are voluntary, and that they involve sub-
stantial financial outlays by employers. We should not impose strait-
jackets on all plans to meet problems which may be applicable only
to a few. Our goal should be-as it has been in the past 25 years-to
encourage the greatest growth in this area and to allow as much
freedom as possible in tailoring these plans to the individual cases
within our present legal framework.

Thank you, Mr. Chairman.
Senator Moss. Thank you, Mr. Severance. We appreciate your

testimony.
Under the Standard Oil of California plan do all of your em-

ployees participate?
Mr. SEVERANCE. Yes, Mr. Chairman, our employees come under

the annuity plan immediately upon coming into service. They join
the plan on their first day of employment. While I stated under
our supplementary stock plan we have requirements of age and serv-
ice, once having achieved this, whether one is the lowest paid man
at the refinery or the president, one is then completely eligible. It is
across the board.

Senator Moss. How long did you say this plan has been in effect?
Mr. SEVERANCE. Our annuity plan in a variety of forms has been

in effect since 1903, and then I mentioned in 1952 we put in the sup-
plementary plan in which the entire investment is in common stock
to help protect our employees against the inflation that was evident
and, therefore, deteriorating the purchasing power of the money
coming from the annuity plan.

Senator Moss. Thank you. We appreciate your testifying very
much.

Mr. SEVERANCE. Thank you.
Senator Moss. This now concludes the witnesses that have been

asked to testify today.
The committee will resume tomorrow morning at 10 o'clock and

Mr. Reynolds, the Assistant Secretary of the Department of Labor
is schledc11pc1 to he our first. witness in the morning.

We are in recess then until tomorrow morning at 10.
(Whereupon, at 3 p.m., the Subcommittee on Employment and

Retirement Incomes of the Special Committee on Aging recessed, to
reconvene at 10 a.m., Friday, March 5,1965.)
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