Topic 8:  Nonwage Benefits

I.
The Package Approach

Often, nonwage or fringe benefits are allocated using the package approach.  The package approach offers advantages for the union, management, and the workers.  Unions benefit from the package approach because they get something for everyone.  Further, the package approach tends to flatten the compensation structure among workers, which has generally been an underlying goal of most unions.  Management also benefits from the package approach.   First, management gets enhanced worker loyalty (for example, retirement plans are enhanced and vacation days are lengthened with seniority) and a cut in the cost of an increase in compensation through group rates.  Finally, workers benefit from the package approach because they get a nontaxable increase in compensation (such as life insurance or leave time).  

However, the package approach has some drawbacks.  For example, management fears the increasing costs of fringe benefits.  And, workers and unions bear part of the increased costs of fringe benefits with lower wages.  Further, the lowest paid worker might prefer compensation in the form of wages rather than fringe benefits.

II.
Retirement Plans

There are two kinds of retirement plans.  The first kind is called a defined contribution plan.  Under this approach, employers contribute a specified amount to a retirement account, and retirement benefits are determined by the principle in the account.  Defined contribution retirement plans belong to the employee.  So, employees can change jobs and take the retirement accounts with them.  This kind of retirement plan has traditionally been used by smaller organizations with fewer employees

The second kind of retirement plan is called a defined benefits plan.  Retirement benefits are pre-determined by an arranged formula under this plan.  Workers do not necessarily own the proceeds from defined benefits plans, so vesting procedures are required.  Today, vesting is determined according to ERISA rules.  Defined benefits plans have traditionally been used in larger organizations with more employees.

Vesting occurs when a worker owns (or owns the rights to) his retirement account.  The Employee Income and Retirement Security Act (EIRSA) determines the rules by which vesting must occur.  Specifically, EIRSA specifies two methods by which a worker may become vested.  The first method is where 100% vesting occurs after the fifth year with the employer.  The second method mandates that 20% vesting occur after the third through the seventh year with an employer.

The lack of vesting procedures tends to limit labor mobility: if you leave your job before you are vested, then you loose your retirement benefits.  Lack of vesting discourages job-changing and limits labor mobility from low-labor demand sectors (such as manufacturing) to high-labor demand sectors (such as the service sector).  This tends to reduce the economy’s efficiency.  Microeconomists believe that the economy’s efficiency is maximized when labor mobility is unencumbered.  This is allows labor to move from sectors where it has relatively less value or lower productivity to sectors where it has relatively more value or higher productivity. 

Examples: Aetna (a defined contribution plan) versus Tennessee Teachers’ Retirement Plan (a defined benefits plan).

III. Unemployment Compensation

As specified by the Social Security Act, states began providing unemployment compensation in 1935 to workers who had been laid off from their jobs, and the system remains primarily unchanged from its original form.  However, state unemployment compensation suffers from two limitations.  First, the benefits are quite low, replacing only about 33 to 35 percent of a worker’s normal pay on average.  Second, the payments last only 26 weeks under “normal economic conditions”.  If the state’s economic circumstances warrant, then benefits can be extended for another 7 to 13 weeks.

To supplement state unemployment compensation, unions have fought to provide laid-off workers with additional benefits.  Consider some approaches taken by the UAW with GM, Ford, and Chrysler.  The UAW derived a unique type of unemployment compensation (“supplemental unemployment benefits”) in collective bargaining agreements during the 1950s.  Other unions (USW and URW), in the steel and rubber industries, for example, later drafted similar provisions.  However, in the auto industry, when “supplemental unemployment benefits” ran out during the recessions of 1974-75 and 1981-82, “guaranteed income streams” were added.  Specifically, the UAW first introduced the guaranteed income stream in its 1982 agreement with Ford.  Many of today’s “unemployment compensation” clauses in collective bargaining agreements follow these forms.

Combined with state unemployment compensation, Supplemental Unemployment Benefit (SUB) plans initially provided 60 to 65 percent of a laid-off worker’s take-home pay.  This was later liberalized (in 1967), and SUBs for laid-off workers now provide 95% of post-tax take-home pay when combined with state unemployment insurance.  In other industries, SUBs typically provide replacement pay levels of 70 to 90 percent. In many UAW contracts, SUB benefits were provided for 1 year for workers with less than 10 years’ seniority and for 3 years if the worker had over 10 years seniority.  In other cases, SUB payments can begin for those with one year of seniority.  However, workers receiving SUBs are implicitly discouraged from engaging in other work: alternative income offset is 100%, meaning SUBs are reduced by $1.00 for every $1.00 earned from alternative employment.  As noted above, SUBs occasionally ran out with younger workers (who got laid-off first) getting the benefits and older workers (who got laid-off last) receiving no SUBs because they had already run out.

Guaranteed Income Streams (GIS) were devised to “kick in” when SUBs ran out.  For example, GISs provided 75% of pre-tax pay for laid-off workers with 40 years seniority (50% of the employee’s pre-tax wages plus 1 percent per year for each year of seniority above the 15 years, up to a maximum of 75%).  Under UAW collective bargaining agreements, workers with 15 years of seniority are eligible.  In the case of plant closure, this requirement was dropped to 10 years of seniority.  GISs are provided until retirement.  GISs also discourage alternative employment because alternative income offset is 80%.  Thus, if $1.00 was earned from alternative employment, GISs are reduced by $0.80.

 Problem Set 8:  Nonwage Benefits

1. Pension plans in the private sector were first introduced in the late nineteenth century.  It was not until after World War II, however, that CIO unions popularized them.  Between 1950 and 1979, private sector coverage more than doubled, but the 1980s saw a reversal of this trend.  Today, private sector coverage is about 90 percent for state and local government workers and 100 percent for federal employees.

a) Define Defined Contribution Retirement Plan in terms of benefits, vesting and common users.

b) Define Defined Benefits Retirement Plan in terms of benefits, vesting and common users.

c) Define vesting.  How did EIRSA change vesting procedures?

d) What problems could result without vesting privileges?

e) What are the advantages of fringe benefits (in general) vs. wages to (i) union leaders, (ii) management, and (iii) workers?

2. The most basic and widespread income maintenance plans are the mandated ones.  These plans include unemployment compensation which provides some income during periods of unemployment between jobs, and worker’s compensation, which provides some income for inability to work owing to injuries incurred on the job.  In collective bargaining in the auto industry, union leaders have innovated two approaches to income maintenance, or the guaranteed annual wage.  The first innovative program was Supplemental Unemployment Benefit (SUB) plan, and the second program was called the Guaranteed Income Stream (GIS).

a) Define Supplemental Unemployment Benefit (SUB) in terms of eligibility, benefits, duration and alternative income offset.

b) Describe two shortcomings of SUB’s.

c) Define Guaranteed Income Stream (GIS) in terms of eligibility, benefits, duration and alternative income offset.

d) Suppose a worker earns $300 per week from a GIS plan.  Then the worker finds alternative employment that would pay $300 per week.  Would the worker still receive any GIS income?  If so, how much?

e) Define the Package Approach.  What are some disadvantages of package approaches (in general, not related to just income maintenance programs)?

Answer Key 8:  Nonwage Benefits

Answer to question 1:

a) A defined contribution retirement plan is one where the employer contributes a given amount at set intervals to an employee’s pension account.  The benefits are determined by the account’s principal and the yield on investments.  Vesting is not applicable because the employee owns the account.  The common users are smaller organizations with relatively few employees.

b) A defined benefits retirement plan is one where the employer contributes a set amount into the account, however, benefits are pre-determined by a plan formula based on years of service and earnings in relevant years.  Vesting is 100 % after 5 years with the employer or there is 20% vesting in each year from year 3 to year 7 with the employer.  Larger organizations are the common users.

c) Vesting refers to an employee’s right to pension benefits even if they are not with the company upon retirement, the point at which they start to draw those benefits. EIRSA requires that all defined-benefit pensions offered by companies be vested after a certain period of time employed.  For example, if an employee worked for a firm with a pension plan for 10 years, then moved to a new company, the old company would have to pay that ex-employee a pension, at the plan’s designated retirement age, and the amount would be based on the 10 years of service and/or the average earnings over the last few years of the 10 years employment with the firm.  Specifically, EIRSA ensures that employees are either vested completely after 5 years with the employer or employees are vested with 20 % of their retirement fund for each year of employment for years 3 through 7.

d) Without vesting, employees would lose their retirement fund when they change employers.  This would limit the ease with which employees could change jobs, limiting job mobility.  Reduced labor mobility can hurt the economy.  If workers are not free to move to industries that need additional labor, then there will be labor shortages in growing sectors and labor surpluses in declining sectors.

e) Union leaders would prefer fringe benefits vs. wages because all workers will receive the same negotiated fringe benefits, meaning all workers will get something.  Further, fringe benefits serve to flatten out the compensation structure: while different employees earn different wage levels, all employees receive the same fringe benefits.  Management prefers fringe benefits to wages because fringe benefits serve to enhance worker loyalty to the company.  Through group rates, fringe benefits cut the cost of a given increase in compensation.  Workers prefer fringe benefits to wages because an increase in fringe benefits is nontaxable – an increase in wages is taxable. 

Answer to question 2:

a) SUB’s provide extra income during unemployment.  Workers are eligible for SUB’s with as little as 1 year of seniority.  The benefits can be up to 95% of post-tax take home pay when combined with state unemployment insurance benefits.  The benefits will last 1 year for workers with under 10 years of seniority, and for 3 years if over 10 years seniority.  Alternative income offset rate is 100%.

b) In the deep recessions of 1974-1975 and 1981-1982, SUB funds ran out.  Further, low-seniority workers, laid off early in a recession, collect maximum SUB payments for the duration of the benefits, while older workers with more seniority are laid off later in the recession, and often face depleted SUB funds and collect small or no SUB payments.

c) GIS’s provide extra income during unemployment.  Workers with a minimum of 15 years seniority are eligible for the funds.  GIS’s benefit workers with 40 years of seniority by paying up to 75% of pre-tax pay.  GIS’s begin with the depletion of SUB and/or state unemployment benefits, and continue until retirement.  The alternative income offset rate is 80%.

d) The worker would still receive GIS income.  The worker is encouraged to find alternative employment under GIS plans because only 80 percent of alternative employment earnings are offset.  A worker receiving 300 per week in GIS funds would still receive $60 from the plan if they found alternative employment paying $300 per week.  (80% of 300 is $240, which is subtracted from the $300 GIS payment, leaving $60 in remaining GIS income).

e) The Package Approach to collective bargaining broadened the bargaining on economic benefits from wages to also include a multitude of fringe benefits, such as earned time off, pensions, health care and unemployment compensation.  This allowed union leaders better meet the diverse needs of their heterogeneous membership.  One major disadvantage of the package approach for management is the growing cost of fringe benefits as exemplified by health care.  As the costs grow, cost containment becomes central, and some of the cost growth is shifted to workers, causing a problem for them and their union leaders.  Also, as fringe benefits grow, labor expenses grow, as they would through wage increases, but in a less open fashion. Another drawback to the package approach, in which wage increases tend to be traded off for more fringes, might come from the lowest paid worker who might want the higher wages and not the fringes, and the highest paid workers who might perceive that their pay is not that much relative to lower level workers who are receiving the same fringe benefits.
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