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LETTER OF TRANSMITTAL

-U.S. SENATE,
SpeciaL COMMITTEE ON AGING,
Washington, DC, February 28, 1990.
Hon. J. DANFORTH QUAYLE,
President, U.S. Senate,
Washington, DC.

DeEar MR. PrEsiDENT: Under authority of Senate Resolution 66,
Section 19, agreed to February 28, 1989, I am submitting to you the
annual report of the Senate Special Committee on Aging, Develop-
ments in Aging: 1989, volume 1.

Senate Resolution 4, the Committee Systems Reorganization
Amendments of 1977, authorizes the Special Committee on Aging
“to conduct a continuing study of any and all matters pertaining to
problems and opportunities of older people, including, but not lim-
ited to, problems and opportunities of maintaining health, of assur-
ing adequate income, of finding employment, of engaging in pro-
ductive and rewarding activity, of securing proper housing and,
when necessary, of obtaining care and assistance.” Senate Resolu-
tion 4 also requires that the results of these studies and recommen-
dations be reported to the Senate annually.

This report describes actions during 1989 by the Congress, the
administration, and the U.S. Senate Special Committee on Aging,
which are significant to our Nation’s older citizens. It also summa-
rizes and analyzes the Federal policies and programs that are of
the most continuing importance for older persons, their families,
and for those who hope to become older Americans in the future.

On behalf of the members of the committee and its staff, I am
pleased to transmit this report to you.

Sincerely,
Davip Pryor, Chairman.

(1)



SENATE RESOLUTION 66, SECTION 19, 101ST CONGRESS, 1ST
SESSION !

SEc. 19. (a) In carrying out the duties and functions imposed by
section 104 of S. Res. 4, Ninety-fifth Congress, agreed to February
4, 1977, and in exercising the authority conferred on it by such sec-
tion, the Special Committee on Aging is authorized from March 1,
1989, through February 28, 1990, in its discretion (1) to make ex-
penditures from the contingent fund of the Senate, (2) to employ
personnel, and (8) with the prior consent of the Government de-
partment or agency concerned and the Committee on Rules and
Administration, to use on a reimbursable basis the services of per-
sonnel of any such department or agency.

(b) The expenses of the committee under this section shall not
exceed $1,200,008, of which amount (1) not to exceed $33,000 may
be expended for the procurement of the services of individual con-
sultants, or organizations thereof (as authorized by section 202(i) of
the Legislative Reorganization Act of 1946, as amended), and (2)
not to exceed $800 may be expended for the training of the profes-
sional staff of such committee (under procedures specified by sec-
tion 202(j) of such Act).

w)

! Agreed to February 28, 1989.



PREFACE

In 1988, the passage of the Medicare Catastrophic Coverage Act
dwarfed all other major developments in aging and health policy.
In 1989, the repeal of the same Act similarly topped the list of leg-
islative developments in this area.

Following the enactment of the catastrophic health care legisla-
tion, many in Congress were surprised by the vocal and extremely
negative response to the new law. At the time of passage, most
Members of Congress were aware that some older Americans were
not pleased with the beneficiary-only financing provision. However,
most concluded that this measure, which represented the largest
expansion of Medicare since its 1965 enactment, would be wel-
comed as a major step forward toward improving Medicare benefits
and worth its shortcomings.

Many Members were caught offguard with the groundswell of
opposition to the new law and, in particular, its “surtax” financing
mechanism. By early 1989, however, it had already become clear
that the Congress was going to respond in some way to the discontent
with the law.

Congressional responses to the concerns raised about the cata-
strophic health care law ranged from proposals to reduce or elimi-
nate the surtax, to reduce or eliminate some benefits, or to repeal
of the entire law. Members of the Senate Aging Committee and the
Senate Finance Committee worked for months to develop accepta-
ble alternatives that would reduce or eliminate the surtax while
saving such important benefits as the new coverage of outpatient
prescription drug costs. Despite their work, the efforts of many
other Members throughout the Congress, and months of committee
meetings on this issue, it became clear that no consensus on any
option would emerge.

Finally, on December 13, 1989, President Bush signed Public Law
101-234 which repealed the Medicare expansions he endorsed just 16
months before. The only provisions that survived the repeal were the
expanded Medicaid protections and the provisions establishing the
U.S. Bipartisan Commission on Comprehensive Health Care or the
“Pepper Commission”, a commission charged to develop recommen-
dations to address such issues as the need for long-term care and
insurance for the millions of people under the age of 65 who are
uninsured.

A similar fate was visited upon the Omnibus Budget Reconcilia-
tion Act of 1989. After months of work and prior to its final pas-
sage, the budget bill was stripped of many health care and income
security provisions of importance to older Americans that were felt
to be extraneous. Victims of this attempt to “cleanse”’ the budget
process included legislation creating an independent Social Securi-
ty agency and a measure directing the Social Security Administra-
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tion to improve upon its Supplemental Security Income outreach
program.

Despite the loss of major legislative initiatives, a number of nota-
ble measures of importance to the elderly were signed into law.
These included long overdue legislation to reform and control Med-
icare reimbursement to physicians and a major rural health care
initiative. The physician payment reform measure was crafted in
response to spiraling Medicare Part -B physician reimbursement
costs, which were largely responsible for consistently and unaccept-
ably ‘high Medicare-beneficiary premiums. The rural health care
initiative was a response to hospital closings.that were beginning
to threaten access to needed health care in rural areas. Although
" the new initiative was welcomed by all citizens of rural areas, it
was particularly welcome news to elderly residents, a group that is
disproportionately represented in rural America. -

The first session of the 101st Congress also was 'si'gniﬁ'cént be- -

~ cause it coincided. with President George Bush’s first year in office.
After years of budget proposals that threatened many programs
serving older Americans, aging advocates were encouraged by the
“kinder and gentler” words espoused by the President. It was
therefore disappointing to many that the President’s first budget
submission was largely a repeat of past Reagan. Administration
budgets that disproportionately targeted programs serving. the .el-
derly. The Medicare Program,-in .particular, was the recipient of
such cuts. It is worth noting, however, that President Bush did
keep to his campaign. promise of not cutting Social Security. -

The issue with the greatest continuing impact on the elderly in
1989 was the need to. strike an acceptable balance between the
desire to reduce the Federal deficit and the desire to address the
unmet .needs of the Nation. As has become practice, most new ini-
tiatives required financing which was either budget neutral or
which would actually reduce.the deficit. The primary exception to.
this rule was the above-mentioned' rural health care initiative.

However, although there was an increase in Medicare spending on.

- this measure, the Medicare Program sustained an overall multi-bil-
lion dollar cut. : o

As a result of the need to address the Federal deficit problem,
limited progress was made toward resolving the many major chal-
lenges facing older Americans including: The increasing burden of
skyrocketing prescription drug costs, the lack of protection against
the devastating costs of long-term illness, and the continued suscep-
tibility of the elderly to consumer fraud and physical, emotional,
and financial abuse. .

Although. legislative solutions to these and other.major. chal-
lenges facing older Americans were not passed, the Committee
raised public consciousness on a number of important issues. These
included: (1) Rising prescription drug costs and on ways to' control
them; (2) the intergenerational need for long-term care and the ne-
cessity. to recognize the special problems delivering such care to
rural America; (3) how the drug crisis victimizes older Americans
as drug. addicts prey on the elderly to financially support their
“habits or rely on them to take care .of their crack-addicted babies;
(4) the degree that market abuse remains a major problem in the
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supplemental Medigap insurance industry; and (5) the overuse and
abuse of physical restraints in nursing homes.

The Committee’s work on prescription drug prices serves as a
good example of how substantive Committee involvement can raise
an issue, provide needed information to elderly and their advo-
cates, policymakers, and the media, and provide sound policy op-
tions for congressional consideration. The information presented at
hearings and in staff reports on rising prescription drug costs and
on ways to address this problem significantly contributed to the
Congress’ understanding of this issue. By the end of 1989, the two
staff reports, ‘“Prescription Drug Prices: Are We Getting Our
Money’s Worth?” and ‘“‘Skyrocketing Prescription Drug Prices:
Turning a Bad Deal Into a Fair Deal,” were being used as a basis
for the development of legislation to be introduced in 1990.

With its eight Washington, DC-based hearings, its six field hear-
ings, its sponsorship of a number of seminars, and its production
and release of information prints, the Special Committee on Aging
produced an impressive record of accomplishments during the first
session of the 101st Congress. Beyond what already has been men-
tioned, the Committee held hearings in Washington, DC, on topics
ranging from Social Security’s toll-free telephone system to the
Health Care Financing Administration’s implementation of the
1987 nursing home reform law to age discrimination. Outside the
Capitol, six Senators held field hearings on topics such as rural
health care and the utilization of older Americans as a valuable
and experienced community resource. Two of these hearings were
joint Aging Committee/Pepper Commission hearings.

Notably, substantive legislation inspired by Committee work was
drafted, introduced, and in some cases signed into law. These initia-
tives included bills cosponsored by many Aging Committee mem-
bers that addressed such issues as the need for the maintenance
and improvement of access to health care in rural areas, abuses in
Social Security’s Representative Payee program, the need to assure
the independence of Social Security Administrative Law Judges,
and the desirability of removing the Social Security Trust Funds
(and their reserves) from the unified budget.

Following these modest achievements, where do we now stand on
issues of importance to our Nation’s seniors? What problems
remain on the congressional agenda? There is no question that
much remains to be done.

The staggering problem of access to health care for the aged and
non-aged alike has dominated the legislative agenda during the
past year. Thirty-seven million Americans under the age of 65 lack
health insurance. One-third of the U.S. population with incomes
below the poverty level are uninsured. These statistics highlight
gaps in protection for even the most needy Americans. Likewise,
while nearly 98 percent of older Americans are enrolled in Medi-
care, the elderly remain unprotected against the often-catastrophic
costs of long-term care and outpatient prescription drugs. More-
over, although these are needs of all Americans, access to health
care in inner city and rural America continues to be a particularly
overwhelming and unmet challenge.

Solving these and other daunting problems requires a major com-
mitment on the part of the Federal Government, as well as re-



newed efforts by the private sector. It remains to be seen, however,
if a Federal Government that faces significant budget constraints
for the foreseeable future will be up to its task.
. The second session of the 101st Congress will be notable for a
debate on the merits of varying Social Security and capital gains
tax cutting proposals. Add this to the fact that 1990 is an election
year and it is safe to predict that the upcoming year will be a time
in which it will be particularly difficult to discuss significant reve-
. nue raising alternatives to fund a wide variety of domestic needs.
Moreover, following repeal of the Medicare Catastrophic Coverage
Act, many Members of Congress will be hesitant to support major
and expensive health and aging policy reforms unless they feel cer-
tain such legislation is strongly supported by the constituents who
will be footing the bill. . - _ :

Juxtaposed to this intimidating environment will be the release .
of the Pepper Commission’s long-awaited report and recommenda-
tions. The job of the Special Committee on Aging, the Pepper Com-
mission, and advocates” of needy- populations of all ages is to raise
the aging and health agenda to a higher-level of priority in the
Congress and, in particular, in the Executive Branch. _ C
“'The above record demonstrates a productive year for the Com-
mittee. The report that follows discusses developments of impor-
tance to older Americans in 1989. In line with changes implement-
ed in previous years, the report surveys only Federal policies and
programs and focuses primarily on the major' policy issues facing
Congress and the legislative activity on these issues that transpired
in 1989. . ' ;o . -

Similar to last year, comprehensive demographic and statistical
" information is not included in this year’s report. Updated data can
be found in a recently released Aging Committee information
paper entitled “Aging America: Trends and Projections.” -
. We are proud to acknowledge the dedicated .work of the authors
of this report, the staff of the Special Committee on Aging. This
report is a synthesis of the extensive working . knowledge they bring .
to the Committee. . e
- The graying of America presents us with significant. challenges
and /opportunities.- Providing for the health, income, and housing
needs of this ever-growing older population are only a few .of the
challenges. We must also seek better ways to enable .older Ameri-
cans to remain productive and independent. Our greatest challenge
then is to expand opportunities, to put to use the full talents of this
vast resource so that the promise of long life is worth living. -

, Davip Pryor,
S " " Chairman.
' ’ JoHN HEINz, ) o
Ranking Minority Member. .
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Mr. PrYOR, from the Special Committee on Aging,
submitted the following

REPORT

Chapter 1

SOCIAL SECURITY—OLD AGE, SURVIVORS, AND
DISABILITY

OVERVIEW

In 1989, Social Security continued on a stable path. The key de-
velopments included a major change in Social Security Administra-
tion leadership and an important debate over the role of Social Se-
curity in the Federal budget. Continued growth in Social Security
reserves exemplified stability. Yet, the fact that Congress expanded
the Social Security tax base in 1989 to help reduce the deficit in
the final days of 1989, New York Senator Daniel Patrick Moynihan
proposed a large reduction of Social Security payroll taxes. His pro-
posal catapulted to the top of the Social Security agenda for 1990.

The President and Members of Congress in 1989, immediately
following -an election year, carried out campaign commitments
most had made to protect Social Security from budget cuts. No con-
troversial benefit reductions were seriously proposed affecting
Social Security programs. On January 1, 1990, Social Security
beneficiaries quietly received a 4.7-percent increase to offset infla-
tion.

In 1989, a number of legislative proposals affecting Social Securi-
ty were seriously considered-in deliberations over the deficit reduc-
tion bill, known as budget reconciliation. Although the House of
Representatives and the Senate Finance Committee approved sig-
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nificant programmatic and administrative Social Security reforms,
the bulk of these proposals were “stripped’ from the final package.
Political pressures had arisen to pass a deficit reduction bill free
from “extraneous,” or non-deficit reducing provisions. Proposals
that were stripped included a liberalization of the earnings test, a
reorganization making SSA independent from the Department of
Health and Human Services, and a comprehensive package of rep-
resentative payee reforms. Many other valuable reforms were also
lost in the process. As a result, the only legislative changes in 1989
were a series of relatively noncontroversial amendments finally
adopted as part of the Omnibus Budget Reconciliation Act of 1989
(Pub. L. 101-239).

Proponents of insulating Social Security programs from politics
achieved progress in 1989. Program benefit cuts were off the table
in the 1989 debate over deficit reduction. Instead, debate centered
on achieving budgetary and organizational independence for Social
Security. Although the House and Senate provisions to make SSA
an independent agency proposed differing organizational struc-
tures, and no final package was agreed upon by both bodies, the
concept advanced farther than ever before. New studies were
made, new proposals were hammered out by the authorizing com-
mittees, and a more fertile field was sown for progress in 1990.
Also in 1989, removing Social Security trust funds from Gramm-
Rudman deficit reduction targets was agreed upon in principle by

- the leadership of both Houses of Congress and key leaders of both
political parties. i )

The urgency of removing the trust funds from Gramm-Rudman
calculations accelerated with Moynihan’s tax cut proposal. Moyni-
han had played a key role in crafting the legislation which had cre-
ated surpluses in the Social Security trust funds. When he pro-
posed to cut the taxes to eliminate the surpluses, returning the
Social Security system to a‘pay-as-you-go basis, it hit a receptive
audience. As always, tax cuts are politically attractive. The ques-
tion remains whether they are responsible. Moynihan commands
respect and authority as a champion of the Social Security system.
Yet his proposal received support from groups which had previous-
ly supported dismantling the Social Security system. Many tradi-
" tional voices advocating a strong Social Security system retained
serious reservations about the Moynihan proposal. Yet significant-
ly, the chairman of the Budget Committee expressed his support
for a reduction in Social Security taxes linked to deficit reduction.
These tax cutting proposals promise to raise the most controversial
and widely debated issues in 1990. - - :

In 1989, as promises to be the case in 1990, the debate over Social
Security has been driven by concern over the Nation’s mounting

budget deficit. Although Social Security is a self-financing program -
that has not contributed to the deficit, it nevertheless plays an
enormous. role in determining the apparent size of the deficit.
Under the Gramm-Rudman law, Social Security trust funds are
factored into the deficit totals used to determne the deficit reduc-
tion targets that the Congress must meet to avoid across-the-board
cuts in Federal spending. Because of this accounting method, the
deficit totals are reduced on paper by the amount of the Social Se-
curity reserves. Other self-financing trust funds have the same
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effect, but not to the extent of Social Security. In 1989 alone, the
inclusion of Social Security reserves offset $55 billion in the gener-
al revenue deficit. Thus, the larger the Social Security trust funds,
the smaller the apparent size of the deficit.

At the same time, larger Social Security trust funds means that
the Federal Government needs to borrow less from the public,
thereby keeping interest rates lower. Under law, any Social Securi-
ty reserves are invested in interest-paying Treasury securities and
the assets then used to finance other Federal programs. By borrow-
ing from itself, the Government does not crowd out those in the
private sector seeking financing.

The movement to clarify Social Security’s relationship to the
budget is certain to progress in 1990. Many leading proposals sug-
gest removing the trust funds from the deficit calculations immedi-
ately. They propose stretching Gramm-Rudman targets for several
years to accomplish a true balanced budget. The Bush Administra-
tion recommended using the Social Security surpluses to buy-back
the Federal debt. The outcome of these budget reform proposals
will be driven by the debate over the Social Security tax structure.

A new Commissioner, Gwendolyn S. King, replaced Dorcas
Hardy at the helm of SSA, bringing with her in the last half of
1989 a revitalization of SSA’s commitment to quality person-to-
person service. King confronted problems inherited by her prede-
cessor head-on: she addressed SSA staff directly to stem a decline
in staff morale revealed in internal studies showing morale at an
all-time low; she reassessed SSA’s move toward a nationwide 800-
number telephone system in response to system overload; and she
prevented further staff reductions beyond the 17,000 in effect when
she took office. She signaled a new direction for the agency.

In 1989, legislative efforts to supervise Social Security Disability
. Insurance (SSDI) centered on beneficiares’ rights with respect to
administrative law and legal representation. The Senate Finance
Committee approved proposals to insulate the administrative law
system at SSA from politics, and to streamline the attorney fee
process and ensure the availability of legal assistance. Continu-
ation of disability benefits pending appeal was extended for 1 year
permitting SSDI beneficiaries to protect their benefits without
interruption by the legal process. Accordingly, concern continued
with the implementation of the Social Security Disability Benefits
Reform Act of 1984. Attention was paid to the manner in which
the law was carried out, and problems that continued to plague the
disability determination process.

A. SOCIAL SECURITY—OLD AGE AND SURVIVORS
INSURANCE

1. BACKGROUND

Title II of the Social Security Act, the old age and survivors in-
surance (OASI) and disability insurance (DI) program—together
named the OASDI program—is designed to replace a portion of the
income an individual or a family loses when a worker in covered
employment retires, dies, or becomes disabled. Known more gener-
ally as Social Security, monthly benefits are based on a worker’s
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.earnings. In October 1989, close to $19 billion in monthly benefits
were paid to Social Securlty beneficiaries, with payments to retired
workers-averaging. $556 and those to disabled workers $540. Admin-
istrative expenses were $2.3 billion or'1 percent of total benefit
payment -during that period, showmg a small drop from the preced-
ing fiscal year.

It is fair to say that the Social Security Program touches the
lives. of nearly every American. In 1989, there were over 39 million
-Social Security beneficiaries. Under the program, retired workers
numbered over 24 million, accounting for 62 percent of all benefici-

. aries. Disabled workers and dependent family members numbered
over 4 million, comprising about 10 percent of the total, while sur-
viving family members of deceased workers totaled over 7-million
or 18 percent of all beneficiaries. During the same period, about
130 million workers were in- Social Security-covered- employment,
‘representing approximately 94 percent of the total Amerlcan Work
force.

- In 1989, Social Security contrlbutlons were paid on up to $48,000
of earnings, a wage cap that is annually indexed to keep pace with
inflation. Workers and employees alike paid a 7.51 percent of earn-
ings (of which 1.45 percent represents contributions to the Hospital
Insurance portion of Medicare). For the self-employed, the payroll
tax is'doubled, or 15.02 percent of earnings. In 1990, the tax rises to
7.65 percent, or 15.30 percent for the self-employed :

Social .Security is accumulating large reserves in its trust funds. -
As a result of increases in the Social Security payroll mandated by
the Social Security Act Amendments of 1983, the influx of funds
into the Social Security is increasingly exceeding the outflow "in
benefit payments. In 1989, the Social Security reserves totalled an
estlmated $170 billion, compared with $1 10 billion in 1988.

. (A) HISTORY AND PURPOSE

‘Social Security emerged from the Great Depression as one of the
most solid achievements of the New Deal. Created by the Social Se-
curity Act of 1935, the program continues to grow and become even
more central to larger numbers of Americans. The sudden econom--
ic devastation of the 1930’s awakened Americans to 'their vulner-
ability to sudden 'and -uncontrollable economic forces with the
power to generate massive unemployment, hunger, and W1despread

- suffering. Quickly, the Roosevelt Administration developed and im-
plemented strategies to protect the citizenry from hardship, with a
- ..deep concern for future Americans. Social: Security succeeded and
.. endured because-of this.effort.
- Although Social: Security is- umquely American, the designers of
‘the-program drew heavily from a number of well-established' Euro-
pean social insurance programs. As early as the 1880’s, Germany
ad-begun requiring workers and employers to contribute to a.fund
rst solely .for disabled-workers, and. then later for retired workers
well. Soon after the turn of the century, in 1905, France also es-
blished. an- unemployment program: based on a- similar prmc1ple
1911, England:followed by adopting both old-age and unemploy-
‘ment. insurance plans: Borrowing from these programs, the Roose-
-}velt Administration® developed- a’ social insurance program to. pro-
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tect workers and their dependents from the loss of income due to
old-age or death. Roosevelt followed the European model: govern-
ment-sponsored, compulsory, and independently financed.

While Social Security is generally regarded as a program benefit-
ing the elderly, the program was designed within a larger genera-
tional context. According to the program’s founders, by meeting
the financial concerns of the elderly, some of the needs of young
and middle-aged would simultaneously be alleviated. Not only
would younger persons be relieved of the financial burden of sup-
porting their parents, but also would gain a new measure of
income security for themselves or their family in the event of their
zl'gtsi(x)"ement or death. Disability insurance was pioneered in the

s.

President Roosevelt viewed the new and experimental Social Se-
curity Program as the centerpiece “for the kind of protection
America wants.” In the more than half a century since the pro-
gram’s establishment, Social Security has been expanded and
changed substantially. Nevertheless, the underlying principle of
the program—a mutually beneficial compact between younger and
older generations—remains unaltered and accounts for the pro-
gram’s lasting popularity.

Social Security benefits, like those provided separately by em-
ployers, are related to each worker’s own average career earnings.
Workers with higher career earnings receive greater benefits than
workers with low earnings. Each individual’s own earnings record
is maintained separately for use in computing future benefits. The
earmarked payroll taxes paid to finance the system are often
termed “contributions” to reflect their role in accumulating credit.

Social Security serves a number of essential social functions.
First, Social Security protects workers from unpredictable expenses
in support of their aged parents or relatives. By spreading these
costs across the working population, they become smaller and more
predictable. At the same time, universal coverage limits the degree
to which the burden of supporting aged or disabled persons falls in-
advertently to society.

Second, Social Security provides income insurance, groviding
workers and their families with a “floor of protection” against
sudden loss of their earnings due to retirement, disability, or death.
By design, Social Security only replaces a portion of the income
needed to preserve the beneficiary’s previous living standard and is
intended to be supplemented through private insurance, pensions,
savings, and other arrangements made voluntarily by the worker.

Third, Social Security provides the individual wage earner with a
basic cash benefit upon retirement. Significantly, because Social
Security is an earned right, based on contributions over the years
on the retired or disabled worker’s earnings, Social Security en-
sures a financial foundation while maintaining beneficiaries’ self-
respect.

Social Security provides a unique set of protections not available
elsewhere. Some criticize Social Security for its mix of functions.
Some argue that Social Security should be a welfare program, pro-
viding basic benefits to the poor and allowing middle and upper.
income workers to invest their earnings in private vehicles, such as
IRA’s. Such an approach would undermine the widespread political
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support that has developed for the broad-based functions of the pro-

am.

-The Social -Security Program has come of age in the 1980’s. In
this decade, the first generation of lifelong contributors retired and
drew benefits.: Also during this decade, payroll tax rates and the
relative value of monthly benefits finally stabilized at the levels
planned for the system. Large reserves accumulating in the trust
fungs leave Social Security on a solid footing heading into the
1990’s. ‘ ' ‘ ' ;

' ' (B) FINANCING

(1) Financing in the 1970’s

.As recently as 1970, OASDI trust funds maintained reserves
equal to a full year of benefit payments, an amount considered ade-
quate to meet any disruptions in expenditures or income due to un-
foreseen economic fluctuations. When Congress passed the 1972
amendments to the Social Security Act, it was assumed that the
economy would continue to follow the pattern prevalent in the
1960’s: Relatively high rates of growth and low levels of inflation.
Under these conditions, Social Security revenues would have ade-

.quately financed ‘benéfit expenditures, and trust fund reserves
would have remained sufficient to weather economic downturns.

The experience of the 1970’s was considerably less favorable than
forecast. The energy crisis, high levels of inflation and slow wage
growth increased expenditures in relation to income. The Social Se-
curity Amendments of 1972 had not only increased benefits by 20
percent across-the-board, but also provided automatic benefit in-
creases which were indexed to the CPI. Inflation fueled large bene-
fit increases, with no corresponding increase in payroll tax reve-
nues due to lower real wage growth. Further, the recession of 1974-
75 raised unemployment rates dramatically, lowering payroll tax
income. Finally, a technical error in the initial benefit formula cre-
ated by the 1972 legislation led to “over-indexing” benefits for cer-
tain new retirees, creating an additional drain on trust fund re-
serves.

In 1977, recognizing the rapidly deteriorating financial status of
the Social Security trust funds, Congress responded with new
amendments to the Social Security Act. The Social Security Act_of

1977 increased payroll taxes. beginning in 1979, reallocated a por-
tion of the Medicare (HI) payroll tax rate to OASI and DI, and re-
solved some technical problems in the method of computing initial
benefit amounts. These changes were predicted to produce surplus-
es in the OASDI program beginning in 1980, with reserves accumu-
lating to 7 months of benefit payments by 1987. -

Again, however, the economy did not perform as well as predict-
ed. The long-term deficit, which had not been fully reduced, re-

- mained. .The stagflation occurring after 1979 resulted in annual
CPI increases exceeding 10 percent which contributed to the deple-
tion of funds. Real wage changes had been negative or near zero
since 1977, and in 1980, unemployment rates exceeded 7 percent.
As a result, annual income to the OASDI program continued-to be
insufficient to cover -expenditures. Trust fund balances declined
from $36 billion in 1977, to $26 billion in 1980. Lower trust fund
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balances, combined with rapidly increasing expenditures, brought
reserves down to less than 3 months’ benefit payments by 1980.

In 1981, a number of proposals were introduced to restore short-
and long-term solvency to Social Security. However, the debate
over the future of Social Security proved to be very heated and con-
troversial. Enormous disagreements on policy precluded quick pas-
sage of comprehensive legislation. At the end of 1981, in an effort
to break the impasse, the President appointed a 15-member, bipar-
tisan, National Commission on Social Security Reform to search for
a feasible solution to Social Security’s financing problem. The Com-
mission was given a year to develop a consensus approach to fi-
nancing the system.

Meanwhile, the condition of the Social Security trust funds wors-
ened. By the end of 1981, OASDI reserves had declined to $24.5 bil-
lion, an amount sufficient to pay benefits for less than 2 months.
By November 1982, the OASI trust fund had exhausted its cashable
reserves and in November and December was forced to borrow
$17.5 billion from DI and HI trust fund reserves to finance benefit
payments through July 1983.

The delay in the work of the National Commission deferred the
legislative solution to Social Security’s financing problems to the
98th Congress. Nonetheless, the Commission did provide clear guid-
ance to the new Congress on the exact dimensions of the various
financing problems in Social Security, and on a viable package of
solutions.

(2) The Social Security Amendments of 1983

Once the National Commission on Social Security Reform
reached agreement on its recommendations, Congress moved quick-
ly to enact legislation to restore financial solvency to the OASDI
trust funds. This comprehensive package improved financing by
$166 billion between 1983 and 1989, and eliminated a deficit which
had been expected to average 2.1 percent of payroll over 75 years.

The underlying principle of the Commission’s bipartisan agree-
ment and the 1983 amendments was to share the burden restoring
solvency to Social Security equitably between workers, Social Secu-
rity beneficiaries, and transfers from other Federal budget ac-
counts. The Commission’s recommendations split the near term
costs roughly into thirds: 32 percent of the cost was to come from
workers and employers, 38 percent was to come from beneficiaries,
and 30 percent was to come from other budget accounts—including
contributions from new Federal employees. The long-term propos-
als, however, shifted almost 80 percent of the costs to future benefi-
ciaries.

The major changes in the OASDI program resulting from the
1983 Social Security Amendments were in the areas of coverage,
the tax treatment, and annual adjustment of benefits, and payroll
tax rates. Key provisions included:

Coverage.—All Federal employees hired after January 1, 1984
were covered under Social Security, as were all current and future
employees of private, nonprofit, tax-exempt organizations. State
and local governments were prohibited from terminating coverage
under Social Security.



‘Benefits.—COLA increases were shifted to a calendar year basis,
with the July 1983 COLA delayed to January 1984. A COLA fail-
safe was set up so that whenever trust fund reserves do not equal a
certain fraction of outgo for the upcoming year—15 percent until
December 1988; 20 percent thereafter—the COLA will be calculated
on the lesser of wage or price index increases.

Taxation.—One-half of Social Security benefits recelved by tax-

" payers whose income exceeds certain limits—$25,000 for an individ-
ual and $32,000 for a couple—were made subject to income tax-
ation, with the additional tax revenue - -funneled back into the re-

. tirement trust fund.

Payroll -taxes.—The previous schedule of payroll tax increases\
was accelerated, and self-employment tax rates were increased. '

Retirement age increase.—An increase in the retirement age from -
65 to 67 was scheduled to be gradually phased in between the years
2000 and 2022.

(3) Trust Fund Projections

The Social Security trust fund income and outgo are'tied to a va-
riety of economic and demographic factors, including economic
growth, inflation, unemployment, fertility, and mortality. To pre-
dict the future state of the OASI and DI trust funds, estimates are

- . prepared using four sets of assumptions related to these factors. Al-
ternative I is designated .as the most optimistic, followed by inter-
mediate assumptions'II-A and II-B,.and finally the more pessimis-

. tic alternative 1II. The 1ntermed1ate II-B -assumption is the most
commonly used scenario. ‘Actual experience, however,. could fall
outside the bounds of any of these assumptions.

One indicator of the-héalth of the Social Security trust funds is
the contirigency fund ratio, .:a number which represents the’ ability
of the trust funds to pa benefits in the near future. The ratio is
the percentage of 1 year’s payments which can be paid with the re-

-« serves available at the beginning of the year. Therefore, a contm-

~wgency ratio of 50 percent represents 6 months of outgo.
Trust fund reserve.ratios hit a low of 14 percent at the beginning
.of 1983, but increased to approximately 57 .percent by 1989. Based
- on intermediate assumptions, the contingency fund ratio is project-
ed to increase gradually to 77 -percent by the beginning of 1990.
- . "Even under pessimistic assumptions, assets are projected to reach
178 percent by the year 2000.

(a) OASDI Near-Term Financing

Social Security trust fund assets are expected to increase over
the next 5-years. Indeed, according to the 1989 OASDI trustees .
-report, OASDI assets will be sufficient to meet the required benefit
payments throughout and far beyond the upcoming 5-year period.
Under all but the most pessimistic assumptions, both the OASI and
. DI programs will remain. solvent on their own for many years.
"However, should conditions deteriorate drastically during ' the
coming 10 years, DI trust fund assets could decline to dangerously
low levels.
The continued expans1on in the OASDI reserves w1ll be aided by
the 1990 payroll tax increase—from 6.06 percent in 1989 to:6.20
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percent in 1990. The OASDI reserves are expected to steadily build
as a result both of the 1990 tax increase and an anticipated stabili-
zation of the number of covered workers in relation to OASDI
beneficiaries.

(4) OASDI Long-Term Financing

In the long run, the Social Security trust funds will experience
three decades of rapid growth, followed by continuing annual defi-
cits thereafter. Under the intermediate assumptions, over the next
75 years as a whole the cost of the program is expected to exceed
its income by 5.4 percent. However, the expected surplus revenue
of the system over the next 20 or 30 years provides ample time to
monitor the program and take actions to ensure its solvency.

It should be emphasized that the OASDI trust fund experience in
each of the three 25-year periods between 1989 and 2063 varies con-
siderably. In the first 25-year period—1989% to 2013—reserves are
expected to exceed costs by 2.14 percent of taxable payroll. As a
result of these surpluses, contingency fund ratios are expected to
build to approximately 312 percent by the year 2000.

In the second 25-year period—2014 to 2038—the financial condi-
tion of OASDI is expected to continue improving in the early years,
but begin deteriorating soon thereafter. Trust fund reserves are ex-
pected to peak in 2014 at 547 percent of annual expenditures by
2015, and decline throughout the rest of the 25-year period, reach-
ing 162 percent of annual expenditures by the beginning of 2039.
Positive annual balances are expected through the year 2017, with
negative balances occurring thereafter. Deficits are projected to
peak around the year 2035, at 3.47 percent of taxable payroll. This
combination of surpluses and deficits will result in an average defi-
cit of 1.88 percent of taxable payroll over this 25-year period.

The third 25-year period—2039 to 2063—is expected to be one of
continuous deficits. Program costs will essentially continue to grow
throughout the period, and the gap between revenue and costs will
accelerate. By the end of this period, continuing deficits are expect-
ed to have depleted the trust funds. Under intermediate assump-
tions, exhaustion of reserves is projected to occur by 2046. If consid-
ered separately, depletion of DI reserves is expected by 2025, while
OASI trust fund exhaustion is projected for the year 2049. Annual
OASDI deficits over the 25-year period are expected to average 3.72
percent of taxable payroll.

(a) Midterm surpluses

In the years between 1990 and 2015, it is projected that Social
Security will receive far more in income than it must distribute in
benefits. Under current law, these surpluses will be invested in in-
terest-bearing Federal securities, and will be redeemable by Social
Security in the years in which benefit expenditures exceed payroll
tax revenues—2018 through 2063. During the years in which the
assets are accumulating, these reserves will far exceed the amount
needed to buffer the OASDI funds from unfavorable economic con-
ditions. As a matter of policy, there is considerable controversy
over the purpose and extent of these surplus funds, and the politi-
cal and economic implications they entail.
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During the period in which Social Security trust fund surpluses
are accumulating, the surplus funds can be used to finance other
Government expenditures. During the period of OASDI shortfalls,
the Federal securities previously invested will be redeemed, caus-
ing income taxes to buttress Social Security. In essence, the assets
Social Security accrues represent internally held Federal debt,
which is equivalent to an exchange of tax revenues over time.

Though the net effect on revenues of- this exchange is the same
as if Social Security taxes were lowered and income taxes raised in
the 1990’s and Social Security taxes raised and income taxes low-
ered in 2020, the two tax methods have vastly different distribu-
tional consequences. The significance lies with the fact that there
is incentive to spend surplus revenues in the 1990’s. The growing
trust funds surpluses enable the Congress to spend more money
elsewhere without raising taxes or borrowing from private mar-
kets. Around 2020, when the trust funds will begin to experience a
negative balance, revenues will be needed to meet obligations to
growing numbers of retired persons. At some point either general
revenues will have to be increased or spending will have to be dras-
tically cut when the debt to Social Security has to be repaid.

(b) Long-term deficits , . S

The long-run financial strain on Social Security is expected to
result from the problems of financing the needs of an expanding
older population on an eroding tax base. The expanding population
of older persons is due to longer age spans, earlier retirements, and
the .unusually high birth rates after World War II, producing the

- so-called baby-boom generation who will retire beginning around
2010. The eroding tax base in future years is forecast as a result of
_relatively low fertility rates in the recent past, and as projected for
the future.

This relative increasé in the number of beneficiaries will pose a
problem if the Social Security tax base is allowed to erode. If cur-
rent trends continue and nontaxable fringe benefits grow, less and
less compensation will be subject to the Social Security payroll tax.
In 1950, fringe benefits accounted for only 5 percent of total com-
pensation, and FICA taxes were levied on 95 percent of compensa-
tion. By 1980, fringe benefits had grown to account for 16 percent
of compensation. Continuation in this rate of growth in fringe ben-
efits, as projected by the Social Security actuaries, might eventual-
ly exempt over one-quarter of compensation from Social Security
taxes. This would be a substantial erosion of the Social Security tax
base and might undermine the long-term solvency of the system.

While the absolute cost of funding Social Security is expected to
increase substantially over the next 75 years, the cost of the system
relative to the economy as a whole will not rise as greatly. Current-
-1y, Social Security benefits cost approximately 4.5 percent of the
GNP. Under intermediate assumptions—with 1.3 percent real wage
growth—Social Security is expected to rise to 6.8 percent of the
GNP by 2035, declining to 6.7 percent by :2060.

Although there is no question that surpluses in the Social Securi-
ty trust funds will build up well beyond the turn of the century, it
nevertheless must be remembered that Social Security remains
vulnerable to general economic conditions and should those condi-
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tions deteriorate, the Congress may need to revisit the financing of
the system. Furthermore, Social Security is not immune from polit-
ical pressures to change its structure, notwithstanding its financial
condition. Indeed, political and economic pressures in coming years
to use the trust funds to reduce the Federal budget deficit may
overshadow the attention paid to maintaining Social Security’s sol-
vency. :

2. IssuEs
(A) SOCIAL SECURITY’S RELATION TO THE BUDGET

Over the last decade, Social Security has repeatedly been entan-
gled in debates over the Federal budget. While the inclusion of
Social Security trust fund shortages in the late 1970’s initially had
the effect of inflating the apparent size of the deficit in general rev-
enues, the surpluses that have accumulated in recent years have
served to mask its true magnitude. In fact, many Members of Con-
gress contend that the inclusion of the surpluses has disguised the
enormity of the Nation’s fiscal problems and delayed true deficit
reduction. Some have called for a reduction of payroll taxes to halt
the use of surpluses to finance general government operations. For
these same reasons, there has been concern over the temptation to
cut Sccial Security benefits to further reduce the apparent size of
the budget deficit.

Many noted economists advocate the removal of the trust funds
from deficit calculations. They say that the current use of the trust
funds contributes to the country’s growing debt, and that the
Nation is missing tremendous opportunities for economic growth. A
January 1989 report states that if the Federal deficit was reduced
to zero, and the reserves were no longer used to offset the deficit,
there would be an increase in national savings, and improved pro-
ductivity and international competitiveness. The National Econom-
ic Commission, which released its report in March 1989, disagreed
among its members over how to tame the budget deficit. Yet, the
one and only recommendation upon which they unanimously
agreed is that the Social Security trust funds should be removed
from the Gramm-Rudman-Hollings deficit reduction process.

Taking Social Security off-budget was partially accomplished by
the 1983 Social Security amendments and, later, by the 1985
Gramm-Rudman-Hollings Act. The 1983 amendments required that
Social Security be removed from the budget process by fiscal year
1993 and the subsequent Gramm-Rudman-Hollings law accelerated
this removal to fiscal year 1986. To further protect the Social Secu-
rity trust funds, Social Security was excluded from any budget doc-
uments, budget resolutions, and reconciliation, and barred from
any Gramm-Rudman-Hollings across-the-board cut or sequester. In-
clusion of Social Security changes as part of a budget resolution or
reconciliation bill is subject to a point of order which may be
waived by either body. However, administrative funds for SSA
were not placed off-limits from a budget sequester.

Despite these changes, the Social Security trust funds are still in-
extricably a part of the budget process. While the official budget
does not count Social Security, the program’s trust funds, which
will continue to run a surplus until around 2020 when the baby
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boomers retire, are factored into the deficit reduction targets under
Gramm-Rudman-Hollings. Were it not.-for this inclusion, much
deeper budget cuts in Federal spending would be required to reach
- the law’s deficit  reduction. targets. Indeed, Congressional Budget
Office estimates show that if the OASDI trust funds were not being
- included in -deficit calculations, additional cuts or revenue in-
" creases: of $65. billion would be required to meet the Gramm-
- Rudman-Hollings target of a:balanced budget by fiscal year 1991.

In 1989, legislation was introduced .inithe Senate which would
. halt the-use of the Social Security trustifunds to mask the true size
of the deficit. Senator Heinz introduced S. 1752, which would
remove the trust funds from the-deficit reduction calculations be-
ginning in fiscal year 1991, and extend the Gramm-Rudman-Hol-
lings targets through fiscal year 1997. The current targets under
Gramm-Rudman-Hollings would be adjusted upward by an amount
equal to the current CBO estimate of the OASDI surplus for fiscal
years 1991, 1992, and 1993. In other words, changing the Gramm-
Rudman-Hollings targets for these fiscal years would not cause
Congress to have to cut spending or raise additional revenue in
fiscal years 1990-93. To protect the trust funds once they are taken
off-budget, a 60-vote majority would be required before changes
could be made in Social Security expenditures, unless there are off-
setting savings or revenue increases to pay for the increased bene-
fits. Senators Moynihan and Hollings have introduced similar bills.

In late 1989, Senate Majority Leader George Mitchell and Speak-
er of the House Thomas Foley issued statements.at a joint appear-
ance committing.themselves to working for legislative removal of
the trust funds from the Gramm-Rudman targets. During .consider-
ation of a bill to extend the: public debt limit to $3.12 trillion, Sena-
tor Heinz proposed to offer an amendment to remove the trust
funds from the ‘“deficit counting game.” Due to time constraints,
.and because the Majority Leader and other Senators promised to
fully debate the issue early in the next session, the amendment
was not offered at that time. A bipartisan approach to taking
Social Security off-budget remains at the top of Congress’ legisla-
tive-agenda. in 1990. How that debate will take shape will be influ-
enced by questions raised by proposals to reduce Social Security
payroll taxes, an issue which has led to some partisan wrangling.
At a minimum, it can be expected that a serious movement will
progress toward taking the trust funds out of the Gramm-Rudman
process. :

As long as Social Security is included in the Gramm-Rudman
deficit reduction targets, the American public will continue to be
-misled about the true status of the Federal deficit, and Social Secu-
rity will remain a potent target for deficit reduction efforts. Mem-
.‘bers of Congress. are concerned that they must take steps to pre-
- .vent erosion of the public’s confidence in the system.

(B) ADMINISTRATION OF THE SOCIAL SECURITY PROGRAMS

Over time, Congress has' monitored the performance of the SSA
~in carrying out its- most basic mission—high-quality service: to the
public. In the -1950’s and 1960’s SSA was viewed as’ a flagship:
agency,. marked by high employee morale and excellence- in man-
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agement and services. In the past 15 years, however, many have
contended that the agency has lost its edge, and the quality of serv-
ice has declined. Factors cited as causing this decline include new
agency responsibilities, including the creation of SSI in 1972, staff
reductions in the 1980’s, inadequate administrative budgets, multi-
ple reorganization efforts, and the fact that SSA has had high turn-
over in the Commissioner’s office in the last 15 years. Many claim
that the agency has sacrificed the quality of service to the public in
an effort to cut costs through technology, and that public confi-
dence in the agency consequently has declined. Despite a major in-
vestment by Congress, SSA remains troubled by computer and
technology problems.

These criticisms have led Congress to intensify oversight of SSA,
including numerous Congressional hearings and requests for Gen-
eral Accounting Office (GAO) investigations of SSA problems. One
outcome has been an ongoing review of the agency by the GAO.
During the past several years, GAO has released a series of reports
on SSA staff reductions and their effect on the quality of service
provided to the public, payment accuracy to beneficiaries, problems
with the agency’s creation of a national 800-number system and
fragmented leadership. Legislative proposals progressed from these
concerns in 1989, including the creation of an independent SSA
and requirements to perform specific service improvements.

(1) New Commissioner of Social Security

Gwendolyn S. King replaced Dorcas Hardy as Commissioner of
SSA on August 1, 1989. A Capitol Hill veteran who handled aging
issues for Senator John Heinz, she signaled a new direction in the
leadership at SSA. With a different approach to both immediate
problems and long-range plans, her ascendancy revitalized SSA’s
traditional commitment to quality person-to-person service. She in-
herited a raft of problems from her predecessors, and struggled
with limited resources to chart a course that enables the Social Se-
curity programs to assist hard to reach Americans, such as those in
need of Supplemental Security Income.

King’s achievements were considerable in the first half of 1989.
She promoted outreach for Americans in need of SSI benefits. She
moved to reassess the role of a nationwide 800-number telephone
within SSA’s service system in response to system overload. She
worked with conviction to redress mistakes made when thousands
of needy SSI recipients were improperly suspended from the pro-
gram, and to prevent future mistakes. She sought to bolster morale
among employees in response to internal and union studies show-
ing morale at an all-time low. She furthered that goal by success-
fully fighting staff reductions which were being proposed by offi-
cials at the Office of Management and Budget.

Commissioner Hardy had led in the creation of a Strategic Plan
that promoted replacing people with technology to deliver services
to participants in the Social Security system. The attempt weak-
ened SSA’s service delivery system. King rededicated the agency to
a more humanistic mode of service delivery. In 1990, she will
have to stretch to achieve her admirable goals with SSA’s
limited resources.
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(?) Staff Reductions

Efforts by SSA over recent years to reduce its number of field
offices and employees have continued to raise concerns about a de-
terioration in the agency’s quality of public service. In 1989, SSA
personnel totalled 63,000, down 17,000 from the staffing level of
1985. Officials at the Office of Management and Budget reportedly
were proposing an additional reduction .of 5,000 in SSA staff as
part of President Bush’s 1990 budget, despite growing and docu-
mented evidence of service problems resulting from previous staff
- cuts. Commissioner King, who had vowed to “fight like a junkyard
dog” against such proposals, prevailed against OMB. Reportedly,
President Bush himself reversed OMB’s proposal, thereby prevent-
ing further staff cuts. The Chairman and Ranking Minority
member of the Committee on Aging led a group of Senators in
writing to the President applauding his decision. In view of contin-
ued congressional attention on the damaging consequences of cut-
backs in staff, further proposals for staff cuts will be met with con-
cern in the White House and on Capitol Hill. .

The philosophy guiding the SSA cuts was embodied in the 1983
Grace Commission Report, which recommended that SSA eliminate
17,000 staff positions and close over 800 field offices, based upon
the rationale that operating a single large office in a city of 500,000
to 1 million' would be cheaper than operating several small offices.
Critics pointed out however, that the Grace Commission’s rationale
rested entirely on cost factors, and failed to assess the effect of clos-
ings on the quality of public service. . : ,

In 1984, SSA was asked to provide OMB with an estimate of the
staff-year savings which could result from .an agency computer
modernization plan. The agency was fraught with disagreement re-
garding staff-reduction potentials and key persons were not in-
volved in formulating the recommendation which eventually went
forward. According to GAO, “it appears that SSA’s inability to
reach agreement and respond to requests * * * for staff-year sav-
ings and the resulting estimate * * * contributed to SSA’s being
in an essentially reactive position to OMB’s call for a 17,000
staff reduction.” ,

While most critics recognized that SSA needed to monitor its op-
erating costs closely and that some staff reductions and office clos-
ings may have been necessary, they nonetheless believe that SSA
has been pursuing cost cuts without regard to the quality of service
being provided. Congressional testimony and- GAO reports contin-
ued to reveal in 1989 that severe stress from increasing workloads
is contributing to a deterioration of overall staff effectiveness: Crit-
ics cited the consequential loss of confidence in the system among
younger workers, a declining number of whom plan to make a
career of Social Security. Moreover, many older workers state that
their only reason for remaining with the agency is to keep their
Civil Service retirement benefits. The combination of many. em-
ployees fast approaching retirement age, along with the SSA’s in-
creasing difficulty in retaining a hiring pool of younger, lower level
employees, threatens the future effectiveness of the agency.

Dr. Arthur Flemming, former Secretary of the Department of
Health, Education, and Welfare, has expressed concern that this
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problem could have severe repercussions, especially given the rapid
aging of the American work force. According to Dr. Flemming,
morale problems within SSA are so severe that we stand to witness
a deterioration in the calibre of SSA personnel at just the time
when the burdens become heavier. Commissioner King acted upon
these concerns in 1989, and worked to stop a trend toward the dis-
sipation of staff and the deterioration of services at SSA.

(3) Nationwide Toll-Free Number

On October 1, 1988, SSA launched a toll-free telephone system
throughout 60 percent of the Nation that bypassed the agency’s
network of local Social Security field offices. From that point on, in
any area under the system all calls to local Social Security offices
were re-routed to a small number of teleservice centers. Despite a
number of serious problems with the system and persistent Con-
gressional criticism, a year later the toll-free line went into effect
throughout the entire country.

During the first year of operation, many callers to SSA’s toll-free
line frequently were unable to get through or to obtain accurate in-
formation when they did. A hearing of the Senate Special Commit-
tee on Aging in March 1989 revealed that in January of that year
the busy signal rate was about 43 percent nationwide, and in a
number of metropolitan areas it was as high as 60-70 percent. The
hearing uncovered survey results showing that nearly one in four
callers was given the wrong answer to questions about Supplemen-
tal Security Income (SSI).

With respect to the high busy signal rate, a GAO study conduct-
ed before the implementation of the toll-free system at the request
of Senator David Pryor outlined a number of special steps SSA
claimed that it was going to take to avoid this problem. Among
them, the agency stated that it would carefully limit the promotion
of the new toll-free line and work closely with aging advocacy
groups to ensure that they did not over-sell the number.

Amid growing Congressional criticism of the toll-free system,
SSA began detailing staff out of Social Security field offices and
into the teleservice centers to help answer calls. According to GAO,
some of these staff were unqualified to do so, while the accompany-
ing drain on field staff jeopardized the ability of those offices to
serve the public. GAO also concluded that studies SSA presented at
the Aging Committee hearing showing very low error rates were
not methodologically sound and were, therefore, inconclusive.

From the start, SSA aggressively promoted the new service
throughout the Nation as giving “the public one more option—for
many, the most convenient option—of doing business with SSA.”
Critics of the new system, however, contended that this was mis-
leading because under the new system the public lost the ability to
contact their local Social Security field office.

When callers of the toll-free line realize that they can no longer
speak with staff in their local SSA office, many are upset and re-
luctant to discuss their financial affairs with a stranger. Moreover,
as Senator Burdick pointed out at the Aging Committee hearing,
callers can not reach the same person twice over the toll-free line
when a problem arises that requires more than one call to settle.
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There is also'a concern that callers may be given wrong informa-
tion as a result of their call being handled out of State. For exam-
ple, individuals with questions about their State’s SSI supplementa-
tion rate may be given the rate for the State in which their call is
taken rather than made. At a hearing of the House Select Commit-
tee on Aging a SSA teleservice employee testified that many Span-

. ish-speaking callers from the West Coast were being routed to her

Pennsylvania teleservice center without regard to the lack of bilin-
gual capability at that site.
In.defense of the-new toll-free line, SSA contended that the over-

- whelming number of calls were evidence of its popularity and the

public’s implicit approval of. the teleservice system. In response,
critics pointed to the agency’s aggressive promotion of the service
and the fact that those in need of assistance from SSA have no
choice but to call the toll-free line. . :

A more long-term concern examined at the Senate Aging Com-
mittee hearing was SSA’s plan to make the toll-free line the “pre-
dominate mode” of service in coming years. Known as Project 2000,
SSA’s plan also would employ voice-activated answering systems in
place of human beings. - :

‘Aging Committee Chairman David Pryor and a number of repre-
sentatives of aging advocacy organizations expressed strong opposi-

. tion to'the depersonalized vision outlined in Project:2000. They emi-

phasized that this approach was incompatible with SSA’s mission
to serve those who are highly vulnerable, who often: need the one-
on-one service to be fully responsive, and who frequently are in-
timidated by modern technology. '
The new SSA Commissioner, Gwendolyn King, has distanced the
agency from Project 2000, particularly with regard to.the plan’s

-proposal to dehumanize services. Despite concerted efforts to im-

prove the toll-free line, however,. problems of poor accessibility
flared repeatedly throughout 1989 and into 1990. In the first week
of January 1990, for example, three out of every four callers were

.unable to get through on the. toll-free line. Although a traditionally

busy time for the:agency, similar episodes occurred in the preced-
ing months. In the absence of improvement, continued congression-
al oversight and concern over the new toll-free service can .be ex-
pected. ' ' . .

(4) Computer Moderniza{tion

Although SSA was once a leader in using automation to irhprove
its operations, the last 10 to 15 years have seen its computer sys-

- tems deteriorate to the brink of disaster. In the early 1980’s, this

deterioration affected virtually every aspect of SSA’s operations, in-
cluding its organization, management, personnel, and ability to
serve the public. In. the past decade SSA has made three attempts
to upgrade its computer operations, none of which have been com-
pletely successful. The current effort, known as the Systems Mod-
ernization Plan (SMP), began in 1982. The SMP was to involve an
effort to improve four major advanced data processing areas at the

- agency: (1) Software and software engineering; (2) hardware, and-

therefore SSA’s capacity; (3) data communications utility; and (4)
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database integration. The main thrust of this modernization effort
was software improvement.

In late 1989, a crisis demonstrated that SSA still has far to go to
successfully achieve its systems modernization goals. On November
22, Congress repealed the Medicare Catastrophic Coverage Act, re-
quiring that premiums no longer be deducted from Medicare bene-
ficiaries’ Social Security checks. SSA predicted it would not be able
to stop charging catastrophic premiums for 5 or 6 months, which
‘meant that nearly 33 million retirees would be overcharged $5.30 a
month. Like a runaway train, SSA’s computers could not be repro-
grammed more quickly to avoid the overcharges. Aging Committee
Chairman Pryor wrote to Commissioner King to request that the
overcharges be halted as soon as possible. At the same time, Sena-
tors Heinz and Pryor wrote to GAO requesting a study of SSA’s ef-
forts to stop withholding premiums. King assembled a panel of ex-
perts, and based on their advice, the Treasury Department planned
to issue separate bimonthly refund checks while SSA was repro-
gramming its computers. Although this solution assisted Medicare
beneficiaries to get faster refunds, it added to the Government’s ex-
pense and increased SSA’s overall workload on the project. This
episode demonstrated that improvements remain to be made before
SSA’s computer system meets its promises.

While the SMP was originally designed as a 5-year moderniza-
tion effort (1982-87), the project remains to be finalized. The
design, testing, and implementation of the computer system will
not be completed until some time in the 1990’s. According to GAO,
this will result in delaying much needed improvements in SSA’s
existing post-entitlement system.

It is important to note that SSA has made significant progress in
certain areas of its modernization plan, including considerable
hardware improvements and some software improvements. Howev-
er, the agency has been criticized for hastily purchasing new hard-
ware before its future needs were fully understood. In addition,
crucial software modernization has been sluggish.

SSA’s problems have consistently involved inefficient manage-
ment and organization, as well as a lack of planning for the future.
Efforts to improve these inadequacies will take time, especially
when considering the continuing threat of administrative budget
cuts. However, faced with continued congressional scrutiny, SSA
will likely continue improving its modernization effort.

(5) SSA as an Independent Agency

In 1989, the concept of making SSA an independent agency pro-
ceeded further than ever before. Differing proposals to accomplish
the same end were approved by the House and the Senate Finance
Committee and headed toward rapid enactment. Instead, as with so
many other proposals, it was dropped from the final version of the
reconciliation bill in response to the movement to strip the bill of
“extraneous”’ material. Despite this progress, large differences re-
mained between the House and Senate versions, and the adminis-
tration remained intensely opposed to the idea, with top officials
threatening to recommend that the President veto any proposal to
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make SSA independent. The stage was.set for further consideration
of the idea in 1990. . .

" Social Security’s.inclusion in the Federal budget beginning in the
early 1970’s magnified the visibility of its impact on national fiscal
policy. The creation of the unified Federal budget sparked propos-
als for Social Security cutbacks by the Nixon, Ford, and Carter ad-
ministrations.” These propositions served as an incubator for a
movement to create an independent Social Security agency. Calls
for agency independence increased when, during the early 1980’s,
Social Security funds were repeatedly mentioned .as a means
toward balancing the Federal budget. - '

During the past two decades, many have argued that SSA’s ad-
ministrative performance would be improved if it were established
as a separate agency, independent of ‘the Department of Health
and Human Services (DHHS). In its March 1981 recommendations,
the National Commission on Social Security endorsed the establish-
ment of an independent agency, as did a majority of the members
of the 1983 National Commission on Social Security Reform. Many
have recommended that a bipartisan board manage and oversee
Social Security, as was the case in the first decade of the pro-
gram—1935-46. Advocates of an independent agency often cite the
need for continuous, consistent leadership in Social Security, which
is needed to improve long-term management and effectiveness of
the agency, and believe that independence is a means toward that
end. They argue that Social Security, as an entitlement program,
should be shielded from short-term partisan politics and bureau-
cratic infighting, and that administrative independence would en-
hance public confidence in the program. Critics maintain that ad-
ministrative independence does little by itself to ensure continuity
.of leadership or to insulate the agency from politics. | '

. The 1983 Social . Security amendments,.in keeping with the Na-
tional Commission’s recommendation on agency independence, au-
thorized the establishment of the Congressional Panel on Social Se-
curity Organization. The panel was instructed to identify an appro-
priate method for removing the SSA from DHHS and establishing
SSA' as an independent agency, with its own administrative struc-
ture and responsibilities. N :

The panel recommended to Congress that an independent SSA
should be headed by a single Administrator, appointed by the
President, with the advice and consent of the Senate, to a statutory
4-year term. It suggested that SSA be responsible for the OASDI
and SSI programs only, exclusive of Medicare or Medicaid. To lead
the agency, it proposed establishing a permanent, bipartisan advi-
sory board of nine members—five appointed by the President, two
by the Senate, and two by the House—to oversee the program and
make policy recommendations to the Administrator, the President,
and Congress. ’ »

Sponsors of independent agency proposals often point out that
since 1971, SSA has many different Commissioners and DHHS has
had numerous Secretaries. SSA has been administratively reorga-
nized a number of times in the past decade, resulting in little conti-
nuity or long-term coherence in leadership and policy. Ironically,
they propose as a cure a proposal to reorganize SSA. Further, advo-
cates point to major policy debacles that have plagued Social Secu-
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rity in the past 5 years, including the crisis in the DI program cre-
ated by the overzealous implementation of continuing disability re-
views, and the retroactive elimination, and subsequent restoration
of the minimum benefit. It is contended that with an independent
agency, high level leadership would be more sensitive to the integ-
rity of Social Security, and more effective in promoting sound
policy and administration.

Both the House and the Senate Finance Committee independent
agency proposals approved in 1989 required SSA to handle only the
Social Security and SSI programs, leaving Medicare and Medicaid
to be handled by DHHS. They differed in that the House proposal
had a three-member bipartisan board in charge of SSA, while the
Senate Finance Committee proposal recommended a single admin-
istrator.

Many opponents of an independent SSA argue that conflicts
could arise between board members that could impair the agency’s
efficiency. They add that most agency problems do not result from
SSA’s location as a part of DHHS, but are rather the result of poor
planning and policymaking. Organizational structure may be less
to blame than bad leadership and low morale. Some claim that
changing the administrative structure will not by itself eliminate
policy problems. Improvements can only be accomplished by ap-
pointing intelligent and competent officials, and considering the po-
tential administrative and statutory ramifications of their contribu-
tions. Opponents believe that while the creation of an independent
SSA might alleviate certain management problems, it could just as
easily create others. They maintain that SSA’s current administra-
tive problems have not resulted from bureaucratic obstacles im-
posed by DHHS, the Office of Personnel Management, and the
General Services Administration, but rather that those agencies
provide valuable oversight contributions, without which problems
could be much worse. Some argue that independence would
strengthen the hand of the Office of Management and Budget in
dominating the agency. Arguments are also made that independ-
ence, in and of itself, would not insulate SSA from politics nor
insure elimination of the troublesome, frequent turnover of SSA
Commissioners. Indeed, Senator Moynihan proposed in 1989 that
SSA should be made a Cabinet level agency, despite arguments
that such a move could politicize the agency.

Many believe that Social Security’s impact on the Federal fiscal
policymaking agenda is too important to allow the program to
escape difficult fiscal choices. They argue that an independent
agency would not, and should not, put Social Security above poli-
tics and that an independent Social Security Administration would
not exist in a political and philosophical void. A board appointed by
the President and confirmed by the Senate would not necessarily
be politically neutral, nor would a single administrator. It is pre-
cisely this type of political influence that advocates of an independ-
ent agency seek to avoid. They argue that independence would in-
sulate Social Security programs from short-term fiscai policy deci-
sions that could prove detrimental to the program’s long-term effi-
ciency. Others, however, assert that by establishing an independent
tribunal with diminished accountability to the President, Social Se-
curity would be less accountable to the views of the public, and less

26-957 - 90 - 2
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?ubject to reform or revision should that become desirable in the
uture. - . :
- "In 1989, the Chairman of the Aging Committee requested a study
by the GAO and another by the National Academy of Public Ad-
ministration to examine how to structure the leadership of an inde-
pendent SSA. Both GAO and Harold Seidman, who authored the
National Academy of Public Administration study, strongly recom-
{)nenged that a single administrator be appointed rather than a
oard. . ‘ )
. According to GAQ, the idea of an independent SSA presents both
advantages and disadvantages. GAO believes that independence
could enhance the stature of the Commissioner, thereby attracting -
highly qualified individuals to the job. Such conditions could indeed
enhance policymaking and leadership continuity. However, GAO is
troubled by the potentially detrimental effects of establishing a
governing board. In supporting this position, the agency cites fre-
quent criticisms of the effectiveness of similar boards, including: (1)
Untimely decisions; (2) interference by board members in the daily
operations of the agency; and (3) diffused accountability. GAO be-
lieves that confusion could develop regarding whether the Presi-
dent, the Commissioner, or the board would be accountable to Con-
gress and the public. GAO argued that, “in practice, the board
form of organization has not proven effective in providing stable
leadership, in insulating decisions from political pressures, and in
assuring that diverse viewpoints are ¢onsidered.in the decisionmak-
ing process.” Although GAO declines to take a position on whether
an independent agency is advisable, they do state that “on balance
.we do not believe that independence of SSA is essential to solving
the serious management. problems (at SSA). Independence is not
the panacea.”. S N :
The Aging Committee also requested a study performed under
the auspices of the National Academy of Public Administration
(NAPA), which concluded, like GAOQ, that a single administrator is
a superior form of. organization to a board for a large executive
agency like SSA. Seidman, writing for NAPA, observed, “given the
difficulty of maintaining a clear dividing line between policy and
administration, few boards are willing to delegate responsibility for
day-to-day management and operations to a chief executive officer
or to refrain from micromanaging.” Decrying organizational re-
sponses to management and policy problems, Seidman wrote, “In
the final analysis, public confidence in a government agency is de-
termined by what it does, not by how it is organized.” Former Com-
missioner Robert M. Ball in a separate statement issued under the
same study by NAPA argued for a board form of organization.
While conceding that “if all that were at issue was the efficiency of
day-to-day operations, it is probably true that a single head would
be a slightly better form of organization,” Ball argued that the
board .was needed to give SSA the appearance of being above poli-
tics, “to underline -the long-range character and trustee nature of
the government’s responsibility.” He also argued that'a board
would help prevent -abrupt shifts in policy that might lead to un-
dermining confidence in the program.- . :
Advocates of an independent SSA are likely to push for its enact-
ment in 1990; although it is as of yet-unclear how this can be ac-
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complished given the fierce opposition of the administration. It
may have been difficult for the President to have vetoed the budget
reconciliation bill in 1989, but if an independent SSA proposal is
contained on another vehicle which is not a ‘“must-pass” bill, the
President could more easily veto it. It is not yet clear whether an
appxé%%riate vehicle for enacting this legislation will present itself
in 1990.

(6) Services Improvements

Problems over the past years at SSA have resulted in a signifi-
cant increase in ‘complaints received by Congress on the quality of
service provided to the public by SSA. Constituent dissatisfaction
has been voiced with respect to the ability to get questions an-
swered quickly and correctly; the ability to recontact the same staff
. person who responded to an individual previously; the ability to file
an application easily and quickly, and to have SSA promptly proc-
. ess changes:in eligibility status without loss of benefits; and the
ability to gain direct access to field office experts.

To remedy service problems, Congress enacted significant por-
tions of companion bills introduced by Senator Donald W. Riegle
and Representative Sander Levin to-improve SSA services as part
of OBRA 1989 (P.L. 101-239). These changes require SSA to: (1) Im-
prove notices to the blind and study the need. for additional notices
improvements; (2) ensure that timely interviews are provided to
visitors to local SSA offices who have time sensitive problems; (3)
provide recourse to claimants and beneficiaries who lose benefits
because of inaccurate or incomplete information provided by SSA;
(4) provide additional time to correct errors in individual earning
records; and (5) consider a person’s limitations (physical, mental,
.educational, and language) in determining whether a person acted
in good faith or was at fault in taking certain actions in dealing
with SSA.

Other service improvements, largely included by the House and
the Senate Finance Committee in their respective reconciliation
bills, were not enacted in the final version of OBRA 1989. They will
be promoted in the House and the Senate in 1990. They include ad-
ditional notice improvements, more reasonable ways to collect over-
payments without causing financial hardship, assistance to the
homeless, and telephone service center accountability for the infor-
mation they provide. SSA is being urged to make these improve-
ments on an administrative basis without waiting for additional
legislation.

(7) Representative Payees

In 1989, congressional attention focused on abuses occurring
under SSA’s program to appoint representative payees to handle
the finances of beneficiaries determined by SSA to be unable to
handle their own finances. The Senate Aging Committee and the
House Ways and Means Committee held hearings on the problems,
. and the House approved a significant package of representative
payee reforms. Chairman Pryor introduced a bill, S. 1130, which
also proposed a comprehensive reform of SSA’s representative
payee system. Although most of S. 1130 was approved by the Fi-
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nance Committee, it was not included in the final budget reconcili-
ation package. Given the movement on this issue in both the House
and the Senate, and the similarity of their proposals on this issue,
serious attention will be paid to these proposals in 1990,

The Senate Finance Committee approved a series of reforms
-closely corresponding to S. 1130. Its proposal strengthened the re-
" quirement for SSA to investigate payees and to monitor their per-

formance, with special attention to high-risk categories of payees.
New recordkeeping would be required to assess whether individ-
uals were serving as payees for multiple beneficiaries and whether
individuals appointed as payees had previously been suspended for
inadequate performance or convicted ,of Social Security fraud.
Creditors .were barred in most cases. from serving as payees, and
provisions were included to help beneficiaries find suitable noncre-
ditors to serve as payees. SSA would be prevented from suspending
benefits from most beneficiaries who are unable to find a payee,
and SSA would be liable to repay stolen benefits'if its staff had not
properly followed guidelines designed to prevent misusé of funds.
Organizations would be allowed to chargé a small fee to serve as
payee for individuals without a family member or close associaté to
fill that role. _ , ‘
* The House of Representatives approved a similar, although in
some areas less far-reaching, series of reforms in the representative
payee system. Both House and Senate moved in the same direction
motivated by the same concerns for vulnerable beneficiaries and
perceived deficiencies in SSA’s conduct of the program. SSA testi-
fied that. it was taking administrative steps to improve payee over-
sight, and even moved independently to initiate some of the re-
forms proposed in Congress. With this issue at the .top of the
agenda for both House and Senate committees, and 'a workable
com&;-omise in sight, legislative action is likely to produce results
in 1990. ' ..

@) Privdcy and Nondisclosure of Confr{dentia( Information '

In 1990, under. pressure by the Senate Aging Committee, SSA
ended its policy of verifying Social Security numbers for commer-
cial companies, including those that check: credit ratings. The
Chairman of the Aging Committee had learned in April 1989, that
SSA had been operating a program to verify Social Security. num-
bers in the files of private companies: Chairman Pryor requested
that the American Law Division of the Congressional Research
Service conduct a study of the legality of the program. CRS con-
cluded that the program was illegal under the Privacy Act of 1974.
Other experts agreed. ’ ’

At an April 10,.1989, hearing of the Aging Committee, Chairman
Pryor asked then-SSA Commissioner Dorcas Hardy about the pro-
gram. Hardy at first denied the agency had made such verifica-
tions, in particular for the TRW Credit Services company. Upon
being presented with documentary evidence by Chairman Pryor,
Hardy admitted that verifications had been done for private com-
panies, including TRW. . . .

Concerned about factual mistakes in the testimony of Commis-
sioner Hardy at the hearing, Chairman Pryor then wrote Secretary
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of Health and Human Services, Louis W. Sullivan, M.D., to request
an investigation. Although the Secretary responded that he be-
lieved such an investigation unnecessary, an examination was
eventually conducted by the DHHS Inspector General’s office
which confirmed the assessment provided to the Aging Committee
by SSA subsequent to the hearing as to what had occurred in the
verification program. Specifically, 3,277,430 verifications were done
for private companies. Congressional opposition to such a program
rapidly intensified after it was uncovered and widely publicized.
Less than 1 week after the negative verification program had been
revealed at the Senate Aging Committee hearing, Hardy ended the
policy which had permitted it.

Given the intensity of public and congressional opposition to al-
lowing private companies access to confidential Government held
information, and the illegality of such access, a program similar to
the one conducted in the 1980’s is highly unlikely to be revived.

(D) BENEFIT ISSUES AND LEGISLATIVE RESPONSES

Social Security has a complex system of determining benefit
levels for the millions of Americans who currently receive them,
and for all who will receive them in the future. Over time, this
benefit structure has evolved, with Congress mandating changes
when it believed they were necessary. A number of specific benefit
issues drew the attention of Congress in 1989, including the Social
Security earnings test, the “Notch,” and a revised consumer price
index for the elderly.

(1) Social Security Earnings Test

One of the most controversial issues in the Social Security Pro-

am is the earnings test, which is a provision in the law that re-
duces OASDI benefits of beneficiaries who earn income from work
above a certain sum. Debate over the Social Security earnings test
intensified in 1989, with floor action in the Senate and proposals
emerging from the Senate Finance and Ways and Means Commit-
tees in their respective budget reconciliation bills. Although the
provisions were not included in the enacted version of the reconcili-
ation bill because they were stripped in conference committee, lib-
eralization of the earnings test remains high on the Social Security
agenda for 1990.

In 1989, Social Security beneficiaries aged 65 to 69 had their ben-
efits reduced by $1 for every $2 earned above $8,880, rising to
$9,360 in 1990. For those between age 62 and 65, the earnings limi-
tation was set in 1989 at $6,480, rising to $6,840 in 1990. Beginning
in 1990, beneficiaries aged 65 to 69 will have benefits reduced $1
for each $3 earned above $9,360. The exempt amounts are adjusted
each year to rise in proportion to average wages in the economy.
The test does not apply to beneficiaries who have reached age 70.

The earnings test is among the least popular features of Social
Security. This benefit reduction is widely viewed as a disincentive
to continued work efforts by older workers. Indeed, many believe
that the earnings test penalizes those aged 62 to 69 who wish to
remain in the work force. Once workers reach age 70, they are not
subject to the test. Opponents of the earnings test consider it an
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oppressive tax that can add 50 percent to the effective tax rate
workers pay'on earnings above the exempt amounts. Opponents
also maintain that it discriminates against the skilled, and there-
fore more highly paid, worker and that it can hurt elderly individ-
uals who need to work to supplement meager Social Security bene-
fits. They argue that although the test reduces Federal budget out-
lays, it also denies to the Nation valuable potential contributions of
older, more experienced workers. Some point out that no such limit
exists when the additional income is from pensions, interest, divi-
dends, or capital gains, and that it is unfair to single out those who
wish- to- continue working. Finally, some object that it is.very com-
plex and costly to administer. . s : ‘
~ Defenders of the earnings test say it reasonably executes the pur-
pose of the Social Security Program. Because the system is a form
of social insurance that protects workers from loss of income due to
the retirement, death, or disability of the worker, they consider it
appropriate to withhold benefits from workers who show by their
substantial earnings that they have not in fact “retired.” They also
argue that eliminating or liberalizing the test would primarily help
relatively better-off individuals who need the help least. Further-
more, they point out that eliminating the earnings test would be
extremely ' expensive. They find it difficult to justify draining the
Federal budget by an additional $57 billion over 5 years in order to
finance the test’s immediate removal. Proponents of elimination
counter that older Americans who réemain in thé work force persist
in making contributions to the national economy and continue

paying Social Security taxes. . L '

In 1989, perennial proposals to liberalize or eliminate the earn-
ings test were suddenly thrust to the forefront of congressional at-
- tention. In ‘1989, the House included a.proposal to increasé the
exempt amounts by $360 in 1990 and $600 in 1991 for individuals
aged 65-69 as part of its 1990 Omnibus Budget Reconciliation bill.
The Senate Finance Committee included an even greater liberaliza-
tion of the test in markup of its reconciliation bill. The provision
would have raised the limit by $2,340 in 1990 and a similar amount
in 1991, for a total increase of roughly $5,000 over current law for
those aged 65-69; in addition, it would have decreased their benefit
reduction rate on the first $5,000 in earnings above the exempt
amount to $§1 for every $4 in earnings.. The proposal was later
dropped from the Senate bill as part of the bipartisan agreement to
limit the bill to items that reduce spending, and no provision was
included in the enacted version. The Senate earlier had approved
an amendment by Senator Bentsen on S. 5, a child care bill, that
would have raised the exempt amount by $1,200 for this age group,
as. well as decreasing the reduction on the first $5,000 above the
exempt to $1 for every $4 earned. : - :

Despite this intense legislative activity, no earnings test meas-
ures were enacted in the final version of any bills. Yet .because
both bodies approved some form of a change, action is expected
next year. Given the high cost of entirely eliminating the earnings
test, serious legislative initiatives will-continue -to propose compro-
mises. , o - e
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(2) The Social Security ‘“Notch”

The Social Security notch refers to the difference in monthly
Social -Security benefits between some of those born before 1916
and those born from 1917 to 1921. The difference arises from
changes in the benefit formula contained in legislation enacted in
1972 and 1977. Differences are substantial primarily for those in
the highest benefit levels who defer retirement until age 65.

The Social Security notch stems from a series of legislative
changes made in the Social Security benefit formula, beginning in
1972. That year, Congress first mandated automatic annual index-
ing of both the formula to compute initial benefits at retirement
and of benefit amounts after retirement, known as COLA’s or cost-
of-living adjustments. The intent was to eliminate the need for ad
hoc benefit increases and to adjust benefit levels in relation to
changes in the cost of living. However, the method of indexing the
formula was flawed in that initial benefit levels were being indexed
twice—for increases in both prices and wages. Consequently, initial
benefit levels were rising rapidly in relation to the pre-retirement
income of beneficiaries. Prior to the effective date of the 1972
amendments, Social Security replaced 38 percent of pre-retirement
income for an average worker retiring at age 65. The error in the
1972 amendments, however, caused an escalation of the replace-
ment rate to 55 percent for that same worker.

Without a change in the law, by the turn of the century, benefits
would have exceeded a recipient’s pre-retirement income. Financ-
ing this increase rather than correcting the overindexing of bene-
fits would have entailed doubling the Social Security tax rate. Con-
cern over the program’s solvency provided a major impetus for the
1977 Social Security amendments, which substantially changed the
benefit computation for those born after 1916. To remedy the prob-
lem, Congress chose to partially scale back the increase in relative
benefits for those born from 1917 to 1921 and finance the remain-
ing benefit increase with a series of scheduled tax increases.
Future benefits for the average worker under the new formula
were set at 42 percent of pre-retirement income.

The intent of the 1977 legislation was to create a relatively
smooth transition between those retiring under the old method and
those retiring under the new method. Unfortunately, high inflation
in the late seventies and early eighties caused an exaggerated dif-
ference between the benefit levels of many of those born prior to
1917 and those born later.

Although the notch is actually the result of an overindexation of
benefits for those retiring under the old formula, and does not re-
flect any reduction in real benefits to those retiring under transi-
tion rules, it has been perceived as a benefit reduction by those af-
fected. Those born from 1917 to 1921—the so-called notch babies—
have been the most vocal supporters of a ‘“correction,” yet these
beneficiaries fare much better than those born later. Individual
Members of Congress have responded to the notch-babies’ com-
plaints by introducing a series of proposals for relief, most of which
would give benefit increases to those born after 1916.

At a January 1989 hearing of the Senate Finance Subcommittee
on Social Security, studies were examined that dealt a severe blow
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to arguments of unfairness leveled by the notch movement. The
GADO testified on a March 1988 GAO report entitled “Social Securi-
ty: The Notch Issue.” The report traces the origin to the overindex-
ing of the benefits for those born in the period preceding the notch
'years. Although no position is taken with respect to legislation to
compensate notch beneficiaries, the report characterizes these pro-
posals as costly—ranging from $20 billion to $300 billion—and pos-
sibly difficult to administer. Assuming the financing of the addi-
tional benefits would ‘come from- the Social Security trust funds,
the ability of the Social Security to withstand any economic down-
turns and to prov1de benefits from future retlrees would be jeop-
ardized.

Also testifying on a recent study with s1m11ar findings was the
National Academy of Social Insurance (NASI), a nonprofit, nonpar-
tisan organization focusing on Social Security and related issues.
Robert Meyers, former chief actuary of the SSA and current chair
of the NASI study panel, summarized the study’s conclusion: ““the
real problem with’ regard to this matter is that those persons born
before 1917 who worked ‘beyond age 62 after 1978 receive undue
windfalls. Those born’ aftér 1916 are equitably ‘treated, corisistent
with - the ' intent. of Congress,, and receive proper benefit
amounts. . . . There is no reason why younger workers should,
over the years pay more taxes to provide wihdfall benefits to this
group.” The panel therefore recommended that no leglslatlve
action be taken on the notch benefit issue. :

- Drawing on these reports, the chairmen of the House and the
Senate Social Security subcommittees, Representative Jacobs and
Senator Moynihan, respectively, have gone on record as opposing
notch legislation: Nevertheless, the notch'babies have thus far not
been dissuaded from their campalgn “t0 receive compensation for
what they passionately contend is unfair treatment. As a result,
controversy is continuing and bills have been 1ntroduced in the
101st Congress

- Consumer-Pfice Index Reform R

The Federal CPI measures the average U. S. inflation rate. The
CPI's importance to older Americans stems from its use in deter-
mining COLAs for Social Security and other Federal retirement
and disability programs. The first Federal CPI was developed
during World War 1. Since then, the CPI.has undergone numerous
niodlficatlons resulting in the inflation .index which is currently in

ace

In 1972, Congress amended the Social Securlty Act to prov1de for
automatlc annual COLAs;, linking them to changes. in the CPL It
was believed that mdexmg benefits in this manner, rather than
providing for ad hoc increases, would more effect1vely maintain the
value of the retirement income of older Americans. In 1989, Social
Security and SSI beneficiaries received a 4 percent COLA; in 1990
the COLA was 4.7 percent.

"When automatic COLAs were first mandated a smgle CPI was
in existence. That index represented the price of goods and services
purchased by urban wage earners and clerical workers, and did not
(and does not) survey retirees. In 1978, however, a- new index
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known as the CPIu was developed. The new index measured the
goods and services purchased by all urban consumers, including
white/blue collar workers, the unemployed, and retirees. Whereas
the old CPI, redesignated as the CPIw, is representative of approxi-
mately 32 percent of the population, the CPIu is reflective of about
80 percent of the population, including the elderly.

At a 1988 Senate Aging Committee hearing on the advisability of
replacing the CPIw with the CPlIu, Bureau of Labor Statistics Com-
missioner Janet Norwood noted that “Social Security recipients
have expenditure patterns most like older consumers and more
similar to those of the CPIu households than to those of the CPIw.”
At the same hearing, as well as in a 1982 report, the General Ac-
counting Office recommended using the CPIu for COLA calcula-
tions. The Office of Management and Budget, which made this
same recommendation in 1980, subsequently opposed the proposed
change due to cost and other considerations, and they were never
implemented.

In 1989, Aging Committee Chairman David Pryor introduced S.
864, with the cosponsorship of Senators Heinz, Pressler, and Bur-
dick, to require that the CPIu be used in place of the CPIw for the
indexation of Social Security benefits and other Federal retirement
anélgdisability programs. That legislation was pending at the end of
1989.

(E) SOCIAL SECURITY PAYROLL TAX ISSUES

(1) Social Security Payroll Tax Rates

On December 29, 1990, Senator Moynihan proposed to reduce
Social Security payroll taxes by $55 billion in 1991 and correspond-
ing amounts in later years, thereby moving the Social Security
system closer to pay-as-you-go financing. His proposal would repeal
the January 1, 1990, increase to 6.2 percent from 6.06 percent. The
plan would reduce the tax to 5.1 percent in 1991. Moynihan called
for an end to the practice of using trust fund surpluses to finance
the budget deficit. While the outcome of the proposal is yet un-
clear, it sparked the most heated and widespread debate about
Social Security financing since the 1983 amendments.

The Bush Administration strongly opposed the tax cut plan, pro-
posing instead to retain Social Security revenues and outlays in the
Gramm-Rudman deficit calculations while using Social Security
surpluses amassed after 1993 to retire publicly held national debt.
The administration’s plan would phase in over a 4-year period. In
1993, the on-budget outlay used to retire the national debt would
equal 15 percent of the surplus in that amount, rising to 100 per-
cent by 1996.

In early 1990, the chairman of the Senate Budget Committee pro-
posed to tie cuts in Social Security taxes to deficit reduction tar-
gets. Chairman Jim Sasser’s proposal would replace the Gramm-
Rudman penalty of a sequester in the event Congress fails to reach
deficit targets with the reward of a rollback of Social Security
taxes when Congress reaches the new targets set in his proposal.

Whatever the outcome of these proposals, which promise to
become entangled in debates over national budget and tax policies,
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they promise to set the tone for a high level and high profile dis-
cussion over the fate of reserve financing for Social Security.

(2) Social Security Payroll Tax Base

One of the key legislative developments in 1989 was an expan-
sion of the Social Security tax base aimed at helping Congress
reach the fiscal year 1990 Gramm-Rudman deficit reduction tar-
gets, enacted as part of the OBRA 1989 (P.L. 101-239). Despite
public commitments made by congressional leaders in both ‘parties
to take Social Security out of deficit reduction accounting games, a
provision was included quietly in the final hours of the 1989 budget
process that essentially increased collection of Social Security taxes
in order to finance the deficit. The provision was expected to raise
$4.8 billion over a 5-year period, of which only $231 million is desig-
nated in the bill to be spent of Social Security programs. The rest
goes to hide the true size of the deficit. Ironically, the provision is
expected to cost the OASDI trust funds a significant amount in
latter years, slightly worsening the existing deficit in long range fi-
nancing for the Social Security programs. :

The change affects the definition of wages, or how to count the
deferred compensation that some people shelter from income taxes
by putting aside income in what are called 401(k) and certain other .
retirement accounts. The Social Security taxable earnings base, the
benefit formula, and other program. amounts are increased each
year in accordance with the increase in the average total wages in
the economy. Before the change, total wages.were defined to be
those that are reported for income tax purposes. Since various
forms of deferred compensation are not subject to income tax at
the time of the deferral, they have not been calculated in averag-
ing wages for Social Security -purposes. Under the new law, de-
ferred compensation is included in measuring the annual increase
in average wages. : '

The provision effectively increases the amount of income subject
to Social Security taxes by an additional 2 percent; or $900 in 1990.
In 1990, the taxable maximum already had been scheduled to rise
from $48,000 to $50,400. With the expanded definition of the wage
base, it will go up to $51,300 in 1990: Although Social Security pay-
roll taxes will rise by about 2 percent for around 10 .million of the
Nation’s top wage earners, they will eventually receive higher ben-
efits as a result of their higher contributions to the program. This
accounts for the long-term cost of the provision to the trust funds.

. The provision is a classic example of the 'budget fiction that con-
gressional leaders decried when they vowed to take Social Security
reserves out of the Gramm-Rudman deficit calculations: Although
the $4.8 billion raised by the provision in the first 5 years is used to
meet Gramm-Rudman targets, in fact all of the money raised goes
into - the dedicated Social Security trust funds. Eventually, the
- funds will .be needed to pay higher benefits that will be due to
future retirees because of the provision. In other words, no real def-
icit reduction occurs from the provision. It merely uses the Social
Security tax base and trust funds to finance the current deficit,
with future generations being asked to pay the real price for
today’s spending. . :
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Another issue is raised by using the provision to fund the deficit
because Senator Bentsen, chairman of the Senate Committee on Fi-
nance, had proposed to use the funds to finance a liberalization of
the Social Security earnings test. With the deferred compensation
revenue no longer available, the task of finding funds to offset the
cost of the earnings limit change is made more difficult.

The night the budget reconciliation bill was considered on the
Senate floor, Senator Heinz made a strong statement protesting
the use of the $4.8 billion for deficit reduction when the funds were
going to be used to offset the Social Security retirement test in-
crease. But unfortunately, the deferred compensation question had
already been settled in conference.

B. SOCIAL SECURITY DISABILITY INSURANCE

1. BACKGROUND

During 1989, Congress continued its supervision of SSA’s imple-
mentation of the reforms intended by the Social Security Disability
Reform Act of 1984 (P.L. 98-460). Historically, the Aging Commit-
tee has scrutinized the standards and the process used by SSA in
reviewing the eligibility status of SSDI beneficiaries. In the mid-
1980’s, Senator Heinz, as chairman, conducted a series of hearings
on the so-called continuing disability reviews. In 1989, an impres-
sive series of legislative reforms affecting SSDI were approved by
the authorizing congressional committees in their deliberations
over the OBRA 1989. Some important legislation was enacted but
many reforms were not included in the final deficit reduction bill
because of a bipartisan agreement to minimize items not related to
deficit reduction.

Chairman Pryor in 1989 sought to ensure that citizens seeking
disability, old age and survivors benefits, supplemental security
income, and Medicare had access to fair, impartial hearings with
administrative due process designed to improve the management of
the hearings and appeals process at the SSA. He introduced a pack-
age of bills to protect the rights of claimants for Social Security
benefits and to ensure that if necessary, their cases are strongly
represented at fair, impartial, and speedy hearings.

(A) RECENT HISTORY

Since the inception of SSDI, SSA determined the eligibility of
beneficiaries. In response to the concern that SSA was not ade-
quately monitoring continued eligibility, Congress included a re-
quirement in the 1980 Social Security amendments that SSA
review the eligibility of nonpermanently disabled beneficiaries at
least once every 3 years. The purpose of the continuing disability
reviews (CDRs) was to terminate benefits to recipients who were no
longer disabled.

The new law was to go into effect in 1982. However, on its own
initiative in early 1981, SSA accelerated the implementation of the
reviews, increasing its monthly review workload by an additional
30,000 cases. As a result, between March 1981 and April 1984, 1.2
million case reviews were completed and close to 500,000 benefici-
aries were determined no longer eligible for DI benefits.
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Not long after the CDRs were implemented, widespread concern
arose about the quality, accuracy, and fairness of the reviews.
Many States, on their own initiative or by court order, declared
moratoria on the reviews, or began administering the CDRs under
guidelines that differed from SSA’s official policy. By 1984, more
than half the States were either not processing CDRs, or were
doing so under modified standards. - . - :
_-In that same year, after extensive hearings and debate over nu-
merous competing proposals, Congress enacted 'the 1984 Social Se-
curity Disability Benefits Reform Act to restore order, fairness, and
national uniformity to the SSDI program.. The main reform was to
require that SSA prove a beneficiary’s medical condition had im-
proved from the time of the initial disability determination. Under
that mandate, SSA promulgated three major sets of administrative
regulations the following year. These rules created new standards
for evaluating disabilities caused by mental impairments, created
guidelines for the determination of medical improvement as a pre-
requisite to the termination of benefits, and revised the medical
criteria applicable to the determination of a physical disability.

2. ISSUES AND LEGISLATIVE RESPONSE -
(A) EXTENSION OF INTERIM BENEFITS

Since 1983, a SSDI beneficiary who has been determined to be no
longer disabled has been able to elect.to continie receiving' bene-
fits, and thus medical care under Medicare, while appealing his or
her case before SSA’s administrative -appeals system. Each year,
SSA reviews the cases of thousands of disabled workers. A signifi-
cant number of these reviews yield adverse decisions, many, of
which are appealed and ultimately reversed. If the earlier unfavor-
able determinations are upheld by an Administrative Law Judge
(ALJ), the benefits are subject to recovery by SSA. . ,

A provision permitting the payment of benefits upon appeal
through the hearing stage was authorized on a temporary basis, in
1983 and has been continually extended:since then. The provision
was due to expire on December 31, 1989, but was extended for 1
year by the OBRA 1989 (P.L. 101-239). Although the House bill had
proposed making the provision permanent, the conference commit-
tee only agreed to a 1-year extension. Had the provision not been
extended, a decision to terminate benefits at the initial level was to
take immediate effect, regardless of whether that decision was
later ruled incorrect. Although back payments would be provided
in such cases, the absence of benefits in the interim woiild pose a
severe hardship on many disabled workers and their families. '

Prior to the 1983 law authorizing interim payments, hundreds of
thousarids- of disabled persons abruptly found themselves without
any means of support or medical care as a result of the unprece-
dented number of SSDI terminations in the early eighties. Origi-
nally mandated for 1 year, in 1984, Congress extended the interim
authority through 1987 "as part of the reform law. Congress ex-
tended the provision in 1987 and again in 1988. Given this congres-
sional support for the provision, and its crucial importance to the
fairness of the SSDI program, Congress is likely to either continue
renewing or making it permanent. -
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(B) ATTORNEY FEES

The issue of Social Security attorney fees had been engulfed by
controversy over the past few years. In 1989, Chairman Pryor in-
troduced a bill, S. 1570, that was designed to take a consensus ap-
proach to resolving the issue by streamlining the process for
awarding fees to attorneys in Social Security cases. It was approved
in 1989 by the Senate Finance Committee in its markup of the
budget reconciliation bill, but not included in the final package.

From the standpoint of a disabled worker, severe mental or phys-
ical conditions can make a complex adjudicative process especially
intimidating and confusing. Not surprisingly, disability claimants
are increasingly turning to attorneys for assistance. Currently,
about two-thirds of claimants appealing decisions to an ALJ are
represented by attorneys.

Underlying the issue of attorney fees is the challenge of ensuring
adequate safeguards against overcharges while providing fair com-
pensation for services performed on behalf of the claimant. Disabil-
ity attorneys and SSA agree that the current payment system is
cumbersome, drawn out, and in need of reform. S. 1570 was de-
signed to balance safeguards against the need for fair compensa-
tion, while streamlining the process for awarding fees.

In 1987, a battle over fees ensued between SSA and Social Securi-
ty attorneys. ALJs have responsibility under current law for re-
viewing fees charged by attorneys in cases argued before them. On
April 1, 1987, a new SSA policy temporarily denied ALJs the au-
thority to approve fee requests above $1,500. Previously, an ALJ
could approve fees up to $3,000. The basis for this action, according
to SSA, was a report of the Inspector General (IG) which concluded
that attorney fees were sometimes excessive and should be lowered
to a set rate.

Following the start of the new policy, many SSDI attorneys pro-
tested that the new policy would deny them adequate compensa-
tion, and that payments would be further delayed and complicated
as a result of an additional layer of bureaucracy. They argued that
disability claimants would be the ultimate losers because fewer and
fewer attorneys would be willing to represent them.

Opposition to the new SSA policy rapidly intensified. The result
was enactment of a provision in the OBRA 1987 to rescind the new
SSA directive and impose a moratorium until July 1989 on changes
to the original payment policy pending the completion and consid-
eration of studies by SSA and GAO.

The GAO report completed pursuant to OBRA 1987 found that
generally fees for attorneys were not unreasonable. According to
the report, 93 percent of the fee requests up to $3,000 were ap-
proved, as was 94 percent of the total amount requested. In most
ﬁases;i only fee requests exceeding $3,000 were significantly re-

uced.

However, GAO found that the approval process on average took
about 7 months and recommended to SSA a proposal to streamline
the process, which SSA has yet to complete. Despite these delays,
GAO found that claimants did not have difficulty finding an attor-
ney to represent them. The GAO findings on access, however, are
of limited utility since they do not look at different categories of
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cases where concerns have been raised about the lack of private
representation, such as cases in which little or no back award can -
be expected from which to draw fees. Moreover, GAQO’s conclusion
on access iS based on a flawed IG study in which only claimants
were interviewed, ignoring the potentially large population who did
not appeal because of difficulty in securing representation. -

SSA later completed a study, as required by OBRA 1987, which
recommended near-total deregulation of the attorney fee process,
with a two-party check to the attorney and claimant in each case,
which would allow them to work out any arrangement they chose.
SSA further: proposed that fee disputes be given special scrutiny
and that special rules of conduct for representatives appearing
before SSA be delineated, in order to ensure that-claimants were
protected in the process of deregulation. : '

S. 1570 took both the SSA and GAO study findings into account.
It promoted the goal stated in the SSA study to “relieve both the
_agency and attorneys of a growing administrative burden.” Con-
gress remained unprepared, however, to ‘go as far in the direction
of deregulation as SSA. Yet it became willing to travel down the
same path. Moving in the direction envisaged by the SSA study, S.
1570 drew the line by setting boundaries as to-fees that can be pre-
sumed to be reasonable and proposed that SSA evaluate each fee
that falls outside those boundaries. The bulk of all fees could be
automatically approved under the proposal, eliminating a huge and
unnecessary workload for attorneys and SSA. Indeed, the Congres-
sional Budget Office estimated the proposal could save SSA $18
million in administrative expenses over 5 yedrs. SSA’s report esti:
mated expenditures of $6.9 million in fiscal year 1988 for process-
ing attorney fees, or over 200 -direct workyears. Reform efforts
would redirect the SSA work force to address growing backlogs of
cases which GAO has identified as a major problem.

Under current law, when Social Security beneficiaries are repre-
sented by an attorney in pursuing an appeal of an unfavorable de-
cision before the agency, the attorney must have his fee approved
by SSA. If the-fee is approved, SSA directly makes payments to the
attorney out of any past due benefits, but not-more than 25 percent
of past due benefits. - . : -

In cases where the beneficiary’s back award is subject to offset
for repayment of SSI benefits or State assistance, SSA’s current
policy is to apply the offset before paying the attorney fee. In prac-
tice, this results in many cases where there are no funds left to pay
the attorney. Similarly, in cases where no back benefits accrue be-
cause interim benefits were paid, or where no benefits accrue per
se, such as representative payee disputes, Medicare eligibility, or
disputes about overpayments, funds are often unavailable for ap:
propriate fees. ‘ g

A version of S. 1570 was approved by the Senate Finance Com-
mittee in its markup of the OBRA 1989. Although the provision
was dropped as part of the bipartisan agreement to strip the bill of
nonbudget related items, it pointed in the direction Congress can
be expected to take in 1990. : A :

Under the provision approved by the Finance Committee, the fee
petition process is eliminated in most cases, and replaced with an
automatic fee approval procedure. ALJs’ and attorneys’ fee process-
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ing workload is thereby vastly reduced. The current law require-
ment that the Secretary determine a “reasonable” fee in each case
is replaced by a rebuttable presumption that any contractual
agreement entered into between an attorney or other representa-
tive and a client is approved automatically by SSA. Exceptions are
that SSA will review agreements that either would result in fees
that exceed 25 percent of past due benefits or $3,000, or fees that
are protested by the claimant, representative, the ALJ, or other
decisionmaker. In these exceptional cases, attorneys will be re-
quired to submit a fee petition, and SSA ensures that fees are rea-
sonable. The $3,000 limit could be increased by the Secretary of
DHHS. To ensure that all claimants can retain representation, the
proposal provides for appropriate fees in cases where there is no
back award. The provision retained the current law requirement
that SSA issue separate checks for the claimant and for the attor-
ney. Each party can negotiate his or her check without delay.
Having issued two checks, SSA’s fiduciary responsibilities are con-
cluded.

By contrast, a 1987 House-approved provision and the SSA study
proposed that the current system be replaced by a single two-party
check. Such a policy invites delay and fiduciary problems. A single
two-party check invites possible misappropriation of funds, giving
unscrupulous attorneys an opportunity to exploit their clients,
many of whom are mentally impaired. It also necessitates an on-
going supervisory role for the agency to see that funds have been
correctly disbursed, and to intervene if problems arise. Such super-
vision would require a new bureaucracy to review affidavits from
attorneys and from claimants concerning the allocation of funds. In
the final analysis, beneficiaries are properly entitled to have bene-
fits sent directly to them.

In 1990, Congress can be expected to act on attorney fee reform.
The moratorium on changes imposed by OBRA 1987 has expired,
the requested studies have been completed, and a compromise pro-
posal has emerged to forge a consensus. The House of Representa-
tives can be expected to approve a provision similar to its 1987 ap-
- proved version, and to find a compromise with a Senate proposal
that adopts the best characteristics of both bills. Significant public
support has mounted promoting both House and Senate efforts on
thisgi;sue, driving it to the top of Congress’ Social Security agenda
in 1990.

(C) AN INDEPENDENT APPEALS PROCESS

David Pryor, Chairman of the Aging Committee, introduced a
bill in 1989, S. 1571, to ensure the independence of the administra-
tive appeals process within SSA. The bill is designed to ensure the
independence of ALJs at SSA so that they remain free to make de-
cisions on Social Security cases without political interference. The
bill was intended to structurally prevent the problems of the early
1980’s, on which the Aging Committee has built a significant
record attesting to an assault on thousands of truly disabled Amer-
icans who could not argue their case, and a threat by SSA on the
independence of ALJs who sought to correct such abuses.
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The independence of the appeals process is at the soul of the
Social Security Program. SSA is required to conduct hearings to
consider appeals of SSA decisions by claimants for benefits. Hear-
ings are conducted by ALJs, who are located. organizationally
within the Office of Hearings and Appeals (OHA), headed by an As-
sociate Commissioner who reports to the Commissioner of SSA. S.
1571 is designed to prevent ALJs from being subjected to- political
pressure to save program dollars at the expense of eligible benefici-
aries. o . -

ALJs hear and decide cases arising within the jurisdiction of the
DHHS, including Medicare and Social Security. The judges.are
theoretically organized under a Chief ALJ. The position is not a
creation of either statute or regulation, making it an ineffective
office. The actual authority resides in the Associate Commissioner
and the Deputy Commissioner and to whom the Associate Commis-
sioner reports. . . L ' ‘

.A series of congressional hearings in 1975, 1979, 1981, 1982, 1983,
and 1988 on the appeals process at Social Security have document-
ed that bureaucratic interference has sometimes threatened. the
due process rights of claimants. In 1982, the Aging’ Committee
joined with the Governmental Affairs Committee to Lold a field
hearing in Fort Smith, AR, which provided evidence that such
abuses had been occurring. A problem with the current structure is
that responsibility for the entire hearing process is placed upon in-
dividual ALJs, but the managerial authority for the program ‘is in
the hands of nonlegally trained bureaucrats who have sometimes
been insensitive to the rights of claimants. A Fedeéral District Court
held that the SSA had an ulterior motive in the continuing disabil-
ity review program to réduce the payment of claims by ALJs and
that judges could have reasonably f:lt pressured to issue fewer al-
lowance decisions, in the case of Association of Administrative Law
Judges v. Heckler, in 1984. S . A

S. 1571 was adopted by the Senate Finance Committee as part of
a proposal it approved to make SSA independent of DHHS. This
legislation ‘proposed to replace the current arrangement of the
OHA with the appointment of a chief ALJ under a special nonpar-
tisan process to administer hearings and appeals. A chief ALJ
would be appointed to administer the hearings and appeals process;
reporting directly to the Commissioner of Social Security. The chief
ALJ would be appointed by the Secretary pursuant to recommen-
dations made by a special nominations commission established for
that purpose. The Secretary would invite the participation of the
President of the American Bar Association, the Federal Bar Asso-
ciation, and the Chairman of the Administrative Conference of the
United States, or their respective designees, and other such repre-
sentatives as the Secretary considered appropriate. The nomina-
tions commission recommends certain individuals. The Commis-
sioner of Social Security either makes a selection, requests a new
list, or is required to explain-to Congress the reasons for not doing
s0. The nominee must have been an ALJ for at least 3 years pre-
ceding his appointment. The chief ALJ serves for a fixed term of 5
years and may be removed only pursuant to a finding by the Com-
missioner of neglect of duty or malfeasance in office. o
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S. 1571 is now considered a vital component of any proposal to
make SSA an independent agency. Any proposal to make SSA in-
dependent can be expected to contain provisions to ensure the inde-
pendence of AlLJs and the appeals process. The final outcome can
be expected, like S. 1571, to keep the office under SSA, but accord-
ed it greater independence and stature within the agency. Confi-
dence in the appeals system would be increased by placing the
process under the operational control of a chief ALJ.

(D) WORK INCENTIVES FOR THE DISABLED

In 1989, a significant shift in the way SSDI beneficiaries are
treated increased their incentives to return to work. The definition
of disability used for eligibility purposes, which has always been
strict, was scheduled to be updated. In addition, a provision was en-
acted that permitted SSDI beneficiaries to remain in the Medicare
Program even after losing SSDI eligibility due to work efforts.

To qualify for disability benefits one must have a severe impair-
ment that is expected to last at least 12 months or result in death,
and that prevents the performance of “substantial gainful activity
(SGA).” In late 1988, Senator Donald W. Riegle, Jr., led 23 Mem-
bers of the Senate, including the Chairman and Ranking Minority
Member of the Aging Committee, in writing to the Secretary of
Health and Human Services (DHHS), asking for an improvement
in DHHS’ definition of SGA. The definition had remained un-
changed for 8 years that anyone earning in excess of $300 a month
was performing SGA and therefore not disabled for Social Security
purposes. The Senators argued that since this figure had not been
updated to take into account growth in average wages, the low
level of SGA discouraged Americans with disabilities from return-
ing to work. Individuals earning over the SGA level face an abrupt
removal from the benefit rolls, resulting in the loss of all cash ben-
efits after a trial work period (TWP), and ultimately resulting in
the loss of badly needed Medicare health insurance.

In 1989, DHHS reviewed the SGA definition and proposed in-
creasing the SGA level to $500 per month and also proposed that a
trial work period not be triggered until a person earns more than
$200 per month or works more than 40 hours per week. Before im-
plementing the change a TWP has been triggered by earnings in
excess of $75 per month or work of more than 15 hours per week.
The changes became effective January 1, 1990.

SSDI beneficiaries trying to work face two threats—loss of bene-
fits and perhaps more importantly, the loss of health insurance
coverage under Medicare. In many cases, earnings from work,
when adequate, can replace the Social Security cash benefits. How-
ever, such worker often fails to qualify for employee health bene-
fits because of pre-existing impairments or other factors. To
remedy this situation, Senator Riegle introduced and Congress en-
acted as part of OBRA 1989 major provisions of the Social Security
Work Incentives Act of 1989.

The provisions guarantee continued availability to Medicare ben-
efits for SSDI beneficiaries, thereby eliminating a major fear pre-
venting them from attempting to work. All SSDI beneficiaries who
would otherwise lose health insurance under Medicare because of
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continued work despite a disabling impairment will now have the
option to buy continued Medicare coverage. Low-income individuals
will receive assistance through the Medicaid Program. Former
SSDI beneficiaries. can elect to pay the Part A hospital premium
which currently costs.about’ $2,000 a year, -as well as the regular

- Part B premium; to remain -in-the program after termination due
to earnings.. Low-income individuals premiums are subsidized
under the Medicaid Program on a sliding-fee scale. OBRA 1989 also
extended for 3 years the authority of DHHS to conduct work incen-
tive demonstration projects. '

These steps taken in 1989 represent a long-sought-after change in
the way we treat Americans with ‘disabilities. Until recently, these
Americans have been declared unable to work and were penalized
for trying to work. The new trend: encourages their return to the
work force. The Nation is realizing that integration into the work
force of-individuals with disabilities provides -both economic and so-
cietal adgantages. Congress will continue to explore and encourage
this trend. :

‘('E) DISABILITY DETERMINATION PROCESS

As a part of congressional oversight of the implementation of the
1984 Disability Reform Act, recent GAO reports and documenta-
tion compiled by the Senate Aging Committee indicate that there
are still serious problems with the disability determination process.

A November 1989, GAO report which was requested by Senator
Heinz in 1985 found that 58 percent of denied disability applicants
are unable to work. In fact, GAO found that denied applicants who
are not working are very similar to those awarded benefits in
terms of employment, health, functional capacity, and financial
status. The study found.that rejected applicants most often report-
ed back problems, while mental and heart problems were the most
common disabilities among those receiving benefits. In the report,
GAO stated that the survey results, “on the:surface, appear ‘to
raise some questions as to the accuracy of the Social Security Ad-
ministration’s disability criteria and determination process in judg-
ing a disability applicant’s ability to work.” L

Senator Heinz has requested followthrough studies to examine
the determination process for the nonworking denied study partici-
pants, to investigate if disabled persons. are having difficulties ac-
cessing SSA field office and telephone services, and to determine

“why there is a higher proportion of denial in the black population.

In addition, support continues to grow for SSA to conduct face-to-
face interviews for certain types of disabilities. An April GAO
report issued to Andy Jacobs, Chairman of the House Ways and
Means Social Security Subcommittee, recommended that SSA initi-
ate -a demonstration project that would review selected categories
of claimants at the reconsideration stage. This report found that
disabilities such as back disorders, heart conditions, lung disease,
diabetes, and anxiety were being reversed 70 to 100 percent of the
time at the ALJ level, particularly for persons-age 55 to.59.

SSA has stated that they are considering .conducting personal
disability interviews. In- 1984, Congress required SSA to. carry out
Personal Appearance Demonstration projects in 10 States. The
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projects were to test the efficacy of face-to-face interviews with
claimants by Disability Determination Service (DDS) examiners
before they were denied or terminated benefits. These projects
were late in getting started, and SSA expects to report on them in
February 1990.

Members of Congress have expressed concern that there is not
sufficient staff at the DDS'’s to adequately process disability claims.
There is a wide variance in among the States in the percent of dis-
ability claims allowed. For the 6-month period ending March 1989,
the national allowance rate was 36 percent. Louisiana had the
lowest allowance rate at 21 percent, while New Jersey, Massachu-
setts, and Delaware were the highest at 48 percent.

Staffing levels at State DDS units have experienced periods of in-
creases and reductions over the past 6 years. In 1984-85 during the
moratorium on continuing disability reviews, staff was decreased.
Staffing levels were increased from 12,943 in 1985 to 13,302 in 1986
primarily in response to the ending of the moratorium. However,
according to SSA, the DDS units did not need the allocated number
of staff, and reductions have been steadily occurring since 1987. In
1989, DDS staffing levels were 11,634, with a level of 11,303 expect-
ed in 1990. During this period of staffing decreases, the number of
workloads processed has actually increased. SSA attributes this in-
crease to a concentrated effort to increase productivity and to
achieve more consistency among the States, and to an increase in
automation. Inadequate staff at the DDS units can result in meas-
ures leading to unfair or inaccurate decisions in many cases,
thwarting the intention of the 1984 Disability Reform Act.

Another problem facing the disability determination process is
SSA’s continued use of so-called “self-help” application forms for
individuals with disabilities. These applications require individuals
to spell out all of the limitations caused by their impairments. Al-
though SSA claims the forms are helpful to claimants, in fact their
apparent purpose is to save SSA staff time and the result is that
less information is collected and provided to State DDSs for their
consideration. An Atlanta SSA regional memo indicated that staff
was giving the forms to people who were incapable of completing
it, and that one needs a college education to complete the form
properly. The memo indicated that SSA was sending individuals
with mental disabilities or illiteracy home with the form to com-
plete, without SSA staff assistance in correcting errors.

The Aging Committee will continue to investigate these problems
in 1990, and to recommend the elimination of abuses such as self-
help applications. Given the growing magnitude of evidence of
problems in the disability determination process, increased congres-
sional scrutiny is likely in 1990.

C. PROGNOSIS

The 1983 changes in Social Security financing are widely regard-
ed as having ensured the solvency of the system well into the next
century. However, the same law that appears to have restored
fiscal health to Social Security also set into motion a rapid build up
of reserves that is creating controversy by being used to finance
the Federal budget deficit.
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In 1990, the removal of Social Security trust funds from the
budget will be at the center of congressional attention. Key leaders
have reached a consensus about the need to restore truth-in-budg-
eting. In that debate, questions of national finance, including the
obstacles to full deficit reduction, will come to the foreground. Moy-
‘nihan’s proposal to cut Social Security taxes will be debated as
Congress confronts how the growing réserves in the trust funds
.should affect the national savings rate and the -Social Security tax
structure. _

"Pressures will mount to enact Social Security reforms in 1990 be-
cause many of the positive reforms.approved in 1989 by the Ways
and Means ‘Committee, the Finance Committee, or both, were
-stripped during the 1989 budget process. Should the Ways and
Means Committee, which.under the Constitution initiates Social
" Security legislation, approve a bill which combines the best ele-
ments of the 1989 House and the Senate Finance Committee recon-
ciliation bills, the leadership of the Senate would be inclined to
consider and move its own version to conference committee. The
Chairman of the Finance Committee will be concerned about con-
tinuing the precedent that Finance Committee approved legislation
becomes enacted in the same Congress. Institutional patterns dic-
tate the importance of demonstrating that the Chairman can trans-
late committee recommendations into public law. If the Finance
and Ways and Means Committee finds a way to move legislation
- outside the context of budget reconciliation, with the intermedia-
tion of public interest groups, 1990 could be a landmark year for
Social Security legislation. :

Among the key issues left on the burner for 1990 are proposals
for earnings test increases, representative payee reforms, reorgani-
zations of SSA as an independent agency with an independent ap-
peals process, attorney fee reform, work incentives for the disabled,
SSA services improvements, reform of the disability determination
process, permanent extension of continuing disability benefits
pending appeal, and many other important program improvements.
On the bulk of these issues, both the House and Senate have signif-
icant legislative histories in 1989. The challenge of 1990 is to mold
these into a consensus that is approved by both bodies. ’

Significant differences between the House and Senate remain to
be resolved. The Senate earnings test change was far more liberal
than. the House version. They also differ on the proposed leader-
ship and organizational structure of an independent SSA; evidence
compiled by the Special Committee on Aging suggest those differ-
ences should be resolved largely in favor of the Senate bill. The ad-
ministration will fiercely resist any attempt to divorce SSA from
DHHS,; complicating its likelihood of passage. Members of Congress
would help guard against a veto by opening lines of communication
with the administration further than they reached in_}989.

A-far more pervasive consensus was reached in 1989 on taking
Social Security trust funds out. of the Gramm-Rudman process,
making its passage likely in 1990. The pressures raised by propos-
als to cut Social Security taxes increase the likelihood of taking
Social Security out of Gramm-Rudman as .a first step. Should the
trust funds be further removed from the budget process, pressure
to reduce administrative expenses may be eased sufficiently to
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begin rebuilding SSA as a premier Federal agency. Congress will
be faced with deciding whether a pay-as-you-go system might have
some merits over the current practice of using surpluses in the
trust funds to finance the deficit. This question will not be entirely
. resolved by removing Social Security from Gramm-Rudman. The
same financing practice will continue unless Congress achieves a
balanced budget without counting Social Security reserves. At the
same time, a Social Security tax cut without reform of Gramm-
Rudman would require deep spending cuts or new taxes that would
pose political problems for Congress.

Regarding the SSDI program, it appears clear that the 1984 re-
forms succeeded in halting the extensive and abusive administra-
tive practices in the continuing disability review process in the
early eighties. As a more complete and accurate picture comes into
view, Congress can be expected to continue adjusting the law until
its full intentions are realized to ensure the fair treatment of those
entitled to benefits under the SSDI program. If Congress is shown a
convincing record that SSA is not arbitrarily denying benefits to
those who meet intended eligibility requirements, it would become
more receptive to critics who inevitably point to abuses of the
system. The challenge facing Congress and SSA is to strike a bal-
ance which fully addresses both of these concerns.

As the progress made in 1989 attests, the Social Security system
retains the overwhelming support of the general public, the elder-
ly, and many in the Congress. Given this support and adequate cur-
rent financing, Social Security may be expected to continue on a
stable path in the coming years.



Chapter 2

EMPLOYEE PENSIONS

OVERVIEW

Many employees receive retirement income from sources other
than Social Security. Numerous pension plans are made available
to employees from a variety of employers, including companies,
unions, Federal, State, and local governments, the U.S. military,
National Guard, and Reserve forces. The importance of the income
these plans provide to retirees accounts for the notable level of con-
gressional interest throughout recent years, which culminated in
massive pension reforms during 1986.

Largely because of 1986 reforms, the Congress has enacted no
new major revisions of the laws affecting pensions since that time.
Indeed, most of the major retirement income policy issues that
were debated in recent years had been either fully or partially re-
solved by legislation. However, there were some exceptions.

In 1987, Congress strengthened the requirements governing em-
ployer contributions to defined benefit plans, in order to assure
adequate levels of assets for employee pension benefits. Concern
also continued over how to treat the assets of overfunded pension
plans. Some Members of Congress were concerned about the ade-
quacy and safety of pension promises for employees participating
in terminate pension plans. At this time, the debate on this issue
continues both in Congress and in the pension community.

A. PRIVATE PENSIONS

1. BACKGROUND

Employer-sponsored pension plans provide many retirees with a
needed supplement to their Social Security income. Most of these
plans are sponsored by a single employer and provide employees
credit only for service performed for the sponsoring employer.
However, 17 percent of all private plan participants are covered by
multiemployer plans which provide members of a union with con-
tinued benefit accrual while working for any of a number of em-
ployers within the same industry and/or region. As of September
1987, 67.1 percent (52.7 million) of all wage and salary workers
were covered by an employer-sponsored pension plan in 1984. Em-
ployees of larger firms were far more likely to be covered by an
employer-sponsored pension plan than were employees of small
firms. While business and repair service, retail trade, agricultural
and personal service workers received a low rate of pension cover-
age, more than 70 percent of those employed by public utilities,
professional and related services, and the manufacturing and
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mining industries were covered by a plan. According to 1985 data,
private pension funds totaled $917 billion and accounted for 42 per-
cent of the institutional assets in the economy. In 1986, Federal tax
expenditures for public and private employer-sponsored pensions
costs the Government $71 billion.

Most private plan participants are covered under a defined-bene-
fit pension plan. The remainder participate in defined-contribution
pension plans. Defined-benefit plans specify the benefits that will
be paid in retirement, usually as a function of the worker’s years of
service under the plan or years of service and pay. The employer
makes annual contributions to the pension trust based on esti-
mates -of the amount of-investment needed to pay future benefits.

Defined-benefit plans generally base the benefit paid in retire-
ment either on the employee’s length of service or on a combina-
tion of his or her pay and length of service. Fewer than a third of
all participants in medium and large size private plans receive ben-
efits based on a fixed dollar amount for each year of service. Most
fixed dollar plans cover union or hourly employees and are collec-
tively bargained between the union and employer. The majority of
pension plan participants are in salary-related plans that base the
benefit on a fixed percentage of career average pay or final 3 or 5
years pay. :

Workers .in private-sector defined-benefit plans are typically in
large primary pension plans funded entirely by the employer. More
than three-quarters of the participants in defined-benefit plans are
in plans with more than 1,000 participants. The largest employers
generally supplement their defined-benefit plan with one .or more
" defined-contribution plans. Where supplemental plans occur, the
defined-benefit plan is usually funded entirely by the employer,
-and the supplemental defined-contribution plans are jointly funded
by employer and employee contributions. Defined-benefit plans oc-
casionally accept voluntary employee contributions or require em-
ployee contributions. However, fewer than 3 percent of the contri-
butions to defined-benefit plans come from employees. Most of
those contributing to their pension plans are government employ-
ees. :

Defined-contribution plans, on the other hand, specify a rate at
which annual or periodic contributions are made to an account.
Benefits are not specified but are a function of the account balance,
including interest, at the time of retirement. .

Private pensions are provided voluntarily by employees. None-
theless, the Congress has always required that pension trusts re-
ceiving favorable tax treatment benefit all participants without dis-
criminating in favor of the highly paid. Pension trusts receive fa-
vorable tax treatment in three ways: (1) Employers deduct their
current contributions even though they do not provide immediate
compensation for employees; (2) income earned by the trust fund is
tax-free; and (3) employer contributions and trust earnings are not
taxable to the employee until received as a benefit. The major tax
advantage, however, is the tax-free accumulation of trust interest
(inside build-up) and the fact that the benefits are usually taxed at
a lower rate than contributions.

In the last decade, the Congress has increasingly used special tax
treatment as leverage to enforce widespread coverage and benefit
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receipt. In the Employee Retirement Income Security Act (ERISA)
of 1974, Congress first established minimum standards for pension
plans to ensure broad distribution of benefits and limited pension
benefits for the highly paid. ERISA also established standards for
funding and administering pension trusts, and added an employer-
financed program of Federal guarantees for pension benefits prom-
ised by private employers.

In 1982, Congress sought in the Tax Equity and Fiscal Responsi-
bility Act (TEFRA) to prevent discrimination in small corporations
by requiring so-called “top heavy”’ plans—namely, plans in which
the majority of plan assets benefit key employees—to accelerate
vesting and provide a minimum benefit for short-service workers.
Most of the general safeguards provided in TEFRA were later im-
posed on all plans in the Tax Reform Act, without repeal of the
specific requirements on small businesses found in TEFRA.

In 1984, Congress enacted the Retirement Equity Act (REA) to
improve the delivery of pension benefits to workers and their
spouses. REA lowered minimum ages for participation to 21, pro-
vided survivor benefits to spouses of vested workers, and clarified
the division of benefits in a divorce.

Title XI of the Tax Reform Act of 1986 made major changes in
pension and deferred compensation plans in four general areas: (1)
limits on an employer’s ability to “integrate” or reduce pension
benefits to account for Social urity contributions; (2) reform of
coverage, vesting, and nondiscrimination rules; (3) changes in the
rules governing distribution of benefits; and (4) modifications of
limits on the maximum amount of benefits and contributions in
tax-favored plans.

2. IssueEs AND LEGISLATIVE RESPONSES
(A) BENEFIT ADEQUACY

The objective of retirement plans is to replace workers’ preretire-
ment earnings with sufficient benefits to maintain their standard
of living during retirement. In 1981, the President’s Commission on
Pension Policy recommended that to achieve this goal, the average
wage earner would need income from pensions, Social Security and
other sources equal to approximately 75 percent of preretirement
earnings. The Commission also recommended that “replacement
ratios”” for low-wage earners should be higher than for high-wage
earners.

Because Social Security provides a higher replacement ratio to
low earnings workers (25 percent), pensions often tilt their benefits
the other way—providing a higher replacement to the higher paid.
For example, a plan for a minimum wage worker receiving 54 per-
cent of preretirement earnings from Social Security would only
need to replace 20 to 35 percent of that person’s preretirement
earnings to meet a goal of 75 percent replacement. On the other
hand, a worker paying the maximum Social Security tax (with 25
percent replacement from Social Security) would need to replace
an additional 50 percent of preretirement earnings to meet that
same ratio.

According to the Bureau of the Census, of all retirees receiving
pension benefits in 1984, 66.4 percent were men. While the mean
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monthly pension income of male retirees was approximately $670,
pension income for women was.about $370 per month. The Census
-Bureau found that retirees under «age 65 received higher pension

- income than those above age 65. Older retirees, however, were far

more likely to be receiving - Soc1al Security benefits concurrently
with their pensions.

-Career patterns have the greatest effect on the amount of bene-
fits paid by pemsion plans. Workers who enter plans late in life or
work- short perinds under a plan earn substantially lower benefits
than those who enter early and work a full career. The Depart-
ment of Labor has found that the median benefit for workers with
10 years of 'service -under their last~pension plan replaced only 6
percent of their preretirement income while the median benefit of
those with 35 years of service replaced 37 percent of preretirement
income. Similarly, workers who entered the plan at a young age ac-
cumulate larger pensions than those who entered the plan late in
life. )

(1) Coverage

In 1984, 67 percent of all. wage and;salary workers were covered
by an employer-sponsored pension plan. While the coverage rate
- for workers with monthly earnings -below $500 was only 37.8 per-
cent, those earning $2,000 or more each month were covered by a
pension 84 percent of the time.

Employers who offer pension plans do'not have to cover each of
their employees. The law governing pensions—ERISA—permits

: employers to exclude part-time, newly hired, and very young work-

ers from the pension plan. In addition, the law has required em-
ployers to cover, at most, only 70 percent of the remaining workers
(only 56 percent if employees must contribute to participate in the
. plan); and an even smaller percentage of workers if the classifica-
tion of workers the plan excludes does not result in the plan-dis-
criminating.in favor of the highly paid.

The-1986.Tax Reform Act increased the minimum requlrements

. for the proportion of an employer’s work force that must be cov-

ered under company pension plans. Under prior law, a plan (or sev-
eral comparable plans provided by the same employer) had to meet
either a “‘percentage test” or a “classification test” to be qualified
for -deferral of Federal income taxes. Employers who were unwill-
ing to meet the straight forward percentage test found substantial
latitude under the classification test to exclude large percentages of
lower paid workers from participating in the pension plan. Under
the percentage test, the plan(s) had to benefit 70 percent of the
workers meeting minimum age and service requirements (56 per-
cent of the workers if the plan made participation contingent upon
employee contributions). A plan could avoid having to meet this
test if it could show that it benefited a classification of employees
that did not discriminate in favor of highly compensated employ-
ees. Classifications actually approved by ‘the Internal Revenue
Service, however, permitted employers to structure plans benefit-
ing almost exclusively highly compensated employees.

Pension coverage was. expanded in the Tax Reform Act by rais-
ing- the percentage of employees that must be covered under the
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percentage test, and by eliminating the classification test and re-
placing it with a much tougher and more specific alternative test:
A ‘“ratio test” and an “average benefit test.” Under the new per-
centage test, 70 percent of non-highly-compensated workers must
benefit (as opposed to 70 percent of all workers). Alternatively, an
employer can benefit a smaller percentage of the company’s work
force if the number of non-highly-compensated workers benefiting
is at least 70 percent of the number of highly compensated work-
ers. The average benefit test permits employers to adjust the cover-
age requirements to take into account the level of benefits in the
plan. Employers can meet this test by providing non-highly-com-
pensated employees, on average, at least 70 percent of the average
benefit of highly compensated employees (counting noncovered em-
ployees as having zero benefits). Plans are required to meet these
new coverage requirements by January 1, 1989.

Most noncovered workers, however, work for employers who do
not sponsor a pension plan. Nearly three-quarters of the non-
covered employees work for small employers. Small firms tend not
to provide pensions because a pension plan can be administratively
complex and costly, often these firms have low profit margins and
uncertain futures, and the tax benefits of a pension plan for the
company are not as great for small firms.

Projected trends in future pension coverage have been hotly de-
bated. The expansion of pension coverage has been slowing steadily
over the last few decades. The most rapid growth in coverage oc-
curred in the 1940’s and 1950’s when the largest employers adopted
pension plans. It is unlikely that pension coverage will grow much
without some added incentive for small business to add pension
plans and for employers to include currently excluded workers in
their plans.

(2) Vesting

Simply because a worker may be covered by a pension plan does
not insure that he or she will receive retirement benefits. To re-
ceive retirement benefits, a worker must vest under the company
plan. Vesting entails remaining with a firm for a requisite number
of years and therefore earning the right to receive a pension.

Vesting provisions are a simple way to insure that benefits do
not go to short-term workers, as well as to induce certain workers
to remain on the job. Indeed, those employees who are only a few
years short of vesting tend to remain on the job until they are as-
sured of receiving a retirement benefit.

Most workers today do not stay with the same employer the
number of years required to vest in their pension plans. ERISA
standards have required that plans which vest no benefits during
the first 10 years of employment fully vest those benefits after 10
years of employees service. Due to declining job tenure, today’s
workers are having more difficulty earning pensions than did their
predecessors. The average job tenure for a male aged 40-44, for ex-
ample, has dropped from 9.5 years in 1966 to 8 years in 1981.
Women’s average job tenures are declining less rapidly—but al-
ready tend to be much shorter than those of men. Job tenure for
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women aged 40-44 dropped from 4.1 years in 1966 to 3.9 years in
1981.

. To enable more employees to either partially or fully vest in a
pension plan, the 1986 Tax Reform Act required more repaid vest-
ing than in the past. The new provisions, which apply to all em-
ployees working as of January 1, 1989, will require that if no part
of a benefit is vested prior to 5 years of employee service, then ben-
efits must be fully vested at the end of 5 years. If a plan provides
- for vesting of 20 percent of the benefit after 3 years, then full vest-
" ing is required at the end of 7 years of service.

(3) Benefit Distribution and Deferrals

Vested workers who leave an employer before retirement usually
have the right-to receive vested deferred benefits from the plan
when they reach retirement age. Benefits that can only be paid
this way are not portable in that the departing worker may not
transfer the benefits to his or her next . plan or to a savings ac-
count. Many pension plans, however, allow a departing worker to
take a lump-sum cash distribution of his or her accrued benefits.

Federal policy regarding lump-sum distributions has been incon-
sistent. On the one hand, Congress formerly encouraged the-con-
sumption of lump-sum distributions by permitting employers to
make mandatory distributions without the consent of the employee
on amounts of $3,500 or less; and by providing favorable tax treat-
ment through the use of the unique “10-year forward averaging”
rule (permitting the tax payment to be calculated as though the in-
dividual had no other income). On the other hand, Congress has
tried to encourage departing workers to save their distributions by
deferring taxes if the amount is rolled into an individual retlre-
ment account (IRA) within 60 days.

IRA rollovers, however, appear to have been largely ineffective.
~ To the extent that workers receive lump-sum distributions, they
tend to spend them rather than save them; thus distributions
appear to reduce retirement income rather than increase it. Recent
data indicate that only 5 percent of lump-sum distributions are
saved in a retirement account and only 32 percent are retained in
any form. Even among older and better educated workers, fewer
than half roll their preretirement distributions into a retirement
savings account.

How and when a plan distributes benefits to employees is a key
factor in that plan’s ability to deliver adequate retirement benefits.
Even if a worker is vested, he or she may lose pension benefits
under some plans upon changing jobs. This benefit loss results
from differences in how some plans accrue benefits.

Final-pay formulas have been popular with employees because
they relate the pension benefit to the worker’s earnings immediate-
ly preceding retirement. However, final-pay plans penalize workers
who leave the plan before retirement by freezing benefits at the
last pay level under the plan. Workers who are years from retire-
ment will often be entitled to pension benefits of little value.
Therefore, a mobile worker earning benefits under several final-
pay plans will receive much lower benefits than a steady worker -
who spends a full career under a single plan.
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Traditionally, different types of plans have distributed their ben-
efits in different forms. Defined-benefit pension plans have general-
ly provided distributions only in the form of an annuity at retire-
ment, while defined-contribution pension, profit-sharing, or thrift
plans have generally provided distributions as a lump-sum pay-
ment whenever an employee leaves the company.

The Tax Reform Act of 1986 established substantial disincentives
to use pension or deferred compensation plan accruals for any pur-
pose other than providing a stream of retirement income. It im-
poses an excise tax of 10 percent on distributions from a qualified
plan before age 59%, other than those: Taken as a life annuity,
taken upon the death of the employee, taken upon early retirement
at or after age 55, or used to pay medical expenses.

(4) Pension Integration

Current rules permitting employers to reduce pension benefits to
account for Social Security benefits can result in an excessive re-
duction of lower paid workers’ pension benefits. Under the Social
Security program, employees generally pay a uniform tax rate but
receive Social Security benefits that are proportionately higher at
lower levels of income. Employers who want to blend their pension
benefits with Social Security benefits to achieve a more uniform
rate of income replacement for their retirees use integration to ac-
complish this goal. The integration rules define the amount of ad-
justment a plan can make to pension benefits before the plan is
considered discriminatory.

In general, two types of integration exist—excess and offset. In
excess integration, plans pay a higher contribution or benefit on
earnings above a particular level (the ‘“‘integration level”) than
they pay on earnings below that level; current rules permit plans
to make no contributions below the integration level. In offset inte-
gration, plans reduce the pension benefit by a percentage of the
Social Security benefit, which can result in the elimination of an
individual’s entire pension.

In the past, pension integration could be used unfairly, thus de-
priving workers of legitimate benefits. Internal Revenue Service
rulings permitted a defined-contribution plan to provide contribu-
tions on pay above the Social Security wage base ($45,000 in 1988)
at a rate 5.7 percent higher than those provided on pay below the
wage base. Plans could provide no contributions on pay below the
wage base if the contribution rate above the wage base was 5.7 per-
cent or less. The rulings permitted a defined-benefit plan to meet
either an excess plan or an offset plan rule. In the excess plan, the
difference in benefits as a percentage of final earnings paid above
and below the average Social Security wage base could not exceed
37.5 percent. In the offset plan, the final pension benefit could be
reduced by an amount equal to 83.3 percent of the Social Security
benefit. In practice, pension benefits were often eliminated for
workers with low wages.

Tax Reform modified the amount of integration permissable
under the revenue rulings to prevent the elimination of pension
benefits. Under the new integration rules, participants receive a
minimum of 50 percent of the pension benefit they would receive



48

without integration. Defined-contribution plans cannot contribute
above the wage base at a rate more than twice the rate they con-
tribute below the wage base and in no case can they have a differ-
ential greater than that under prior law (5.7 percent). Excess plans
cannot pay benefits on final pay above the wage base at a rate ex-
ceeding twice the rate they pay below the wage base, nor can they
have a differential in the rate exceeding three-fourths of a percent
times years of service. Offset plans cannot pay less than 50 percent
of the pension benefit that would have been paid without integra-
tion and in no case can they reduce the pension by more than
three-fourths of a percent of the participant’s final average pay
multiplied- by years of service. The new integration rules apply to
contributions or benefits that became effective January 1, 1989.

(B) TAX EQUITY

Private pensions are encouraged through tax benefits, estimated
by the Treasury to be $40 billion in 1990. In return, Congress regu-
lates private plans to prevent over-accumulation. of benefits by the
highly paid. Congressional efforts to prevent discriminatory. provi-
sions of benefits have focused on the potential for discrimination in
voluntary savings plans and on the effectiveness of current cover-
age and discrimination rules.

In recent years, there has been a substantial increase in tax-free
individual contributions to retirement and savings plans. Prior to
1974, only employees of public or tax-exempt. organizations. could
elect to defer a portion of their salary without paying income taxes
on it through a tax-sheltered annuity (TSA) as established under

. section 403(b) of the Internal Revenue Code. Private sector employ-
ees could make only after-tax contributions to a retirement.plan.
Beginning in 1974, the Congress gradually extended-the opportuni-
ty to make tax-free elective deferrals to all employees. In 1974,
. Congress enacted legislation permitting workers .not covered by a
‘employer-sponsored pension plan.to defer up to $2,000 a year to an
.individual retirement account (IRA). Then, in 1978, they authorized -
.cash or deferred arrangements (CODA’s)A for private -employees
under section 401(k). Workers covered under a CODA may make
elective tax-free contributions (by .agreeing with 'the employer to
reduce their salaries) to an-employer plan. The rules limited the
amount that any worker could contribute by the total limit on all
pension contributions (25 percent of salary up to $30,000) and by
.separate nondiscrimination test for 401(k) plans restricting the av-
erage percentage of salary deferred by highly paid workers to 150
percent of the average percentage of salary deferred by lower paid
workers. Finally, in 1981 Congress opened up the opportumty to
defer $2,000 a year in an IRA to all workers. -

Before 1986, concern. had grown that tax-free voluntary savings

. offered too great a tax shelter for the highly paid and was inequita-
ble. The tax benefits of voluntary savings are most attractive to
those in the highest tax brackets. Concern grew that while a large
portion of the tax benefits went to those who would probably save
for retirement without it, many who needed the retirement savings
did not benefit from the tax provisions. In addition, there was some
concern that the aggregate tax expenditures to encourage savings
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had become excessive. For example, the majority of those using
IRA’s in the past were also participating in a corporate pension or
401(k) plan.

Nondiscrimination rules are intended to ensure that employee
benefit plans that are tax-favored are of benefit to a broad cross-
section of employees and not just the highly paid. Corporate pen-
sion and deferred compensation plans are required to meet a
number of nondiscrimination tests for coverage and comparability
of benefits as set forth in sections 401 and 410 of the Internal Reve-
nue Code (and various revenue rulings) to become tax-qualified.
Plans are required to benefit either 70 percent of the employees
who meet age and service requirements (56 percent in a contribu-
tory plan) or a classification of employees that the Secretary of the
Treasury finds not to be discriminatory. Benefits provided in one or
a number of plans by the same employer must be reasonably com-
parable (in relation to pay) at various pay levels.

CODA'’s, in which participation is optional for the employees,
must meet an additional nondiscrimination test based on the use of
the plan, to ensure that the highly paid are not benefitting dispro-
portionately from the plan.

Before 1986, there was growing concern that the coverage rules
were too loosely structured and had been weakened too much
through revenue rulings to ensure broad participation in employer
plans by lower paid workers. In addition, there had been some con-
cern that the CODA discrimination rules permit excessive deferrals
by the highly paid in relation to the amounts actually deferred by
the lower paid. Tax-sheltered annuities have not been exempt from
nondiscrimination requirements for tax qualified plans since these
were established under a separate section 403(b).

(1) Limitations on Tax-Favored Voluntary Savings

The Tax Reform Act tightens the limits on voluntary tax-favored
savings plans in an effort to target limited tax resources where
they can be most effective in producing retirement benefits. The
Act repeals the deductibility of contributions to an IRA for partici-
pants in pension plans with adjusted gross incomes (AGI’s) in
excess of $35,000 (individual) or $50,000 (oint)—with a phased-out
reduction in the amount deductible for those with AGI’s within
$10,000 below these levels. It also reduces the dollar limit on the
amount employees can elect to contribute through salary reduction
to an employer plan from $30,000 to $7,000 per year for private
sector 401(k) plans and to $9,500 per year for public sector and non-
profit 403(b) plans. Additionally, the Act tightens the nondiscrim-
ination test that further limits the elective contributions of highly
compensated employees in relation to the actual contributions of
lower paid employees. Finally, the Act encourages the small em-
ployer adoption of pension plans by permitting employers with
fewer than 25 employees to adopt simplified employer pensions
(SEP’s) with elective employee deferrals.

(2) Limitations on Benefits and Contributions

The Internal Revenue Code limits the amount of additional accu-
mulation an individual can have each year in a tax-favored plan.
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Under prior law, the annual benefit payable from a defined-benefit .
plan could not exceed 100 percent of an individual's compensation

(up to a maximum benefit of $90,000). The annual contribution

made to a defined-contribution plan could not exceed 25 percent of

compensation (up to a maximum of $30,000). If an employee partici-

pates in both defined-benefit and defined-contribution plans, their

total accumulation is subject to a combined limit. The dollar limits

are indexed to allow cost of living increases.

In recent years, the Congress has reduced and frozen the Section
415 limits largely in an effort to raise revenue for the Federal Gov-
ernment in the context of deficit reduction. The Tax Reform Act
restores the indexing of the Section 415 limits, modifies the rela-
tionship between the benefit and contribution amounts to establish
parity, and changes the adjustment in the defined-benefit dollar
limit for early retirement. The defined-benefit limit would be in-
dexed for inflation beginning in 1987, while the defined-contribu-
tion limit would remain frozen until the defined-benefit limit is
four times as great—a ratio of contributions to benefits that is be-
lieved to result in roughly equal retirement benefits. Once the four-
to-one ratio is reached, both limits would be indexed. Although, the
defined-benefit limit remains the same for benefits commencing at
age 65, the Tax Reform Act requires full actuarial reduction for
benefits paid at earlier ages—so that the maximum annual benefit
for someone retiring at age 55 is reduced from the current floor of
$75,000 to $40,000. ' ‘

To reduce the potential for an individual to overaccumulate by
using several plans, the Tax Reform Act both retains the current
law combined limit and adds a 15 percent excise tax to recapture
the tax benefits of annual benefits (including IRA withdrawals) in
excess of 125 percent of the defined-benefit limit (but not less than
$150,000).

One of the major purposes of the retirement provisions of the
Tax Reform Act of 1986 is to expand the proportion of the popula- -
tion receiving pension benefits and raise average benefits from em-
ployer-sponsored plans. Data prepared by ICF, Inc. for the Ameri-
can Association of Retired Persons (AARP) indicates that the com-
bination of expanded coverage, 5-year vesting, limits on pension in-
tegration, and tighter distribution rules is expected to substantially
increase future benefits paid to today’s younger workers. The study
simulated the pension income received by the families of workers
who will reach age 67 in the years 2011-2020. The benefit improve-
ments in the Tax Reform Act will raise average annual family pen-
sion income from $8,400 (under prior law) to $10,200 (1986 dollars)
and will increase the percentage of families receiving pension
income from 68 percent (under prior law) to 77 percent. Women, in
particular, are expected to benefit from the pension reforms. ICF
estimated that the Tax Reform Act changes will increase the
number of women with pension benefits during the 2011-2020
period by 23 percent.

(C) PENSION FUNDING

The contributions plan sponsors set aside in pension trusts are
invested to build sufficient assets to pay benefits to workers
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throughout their retirement. The Federal Government, through
the Employee Retirement Income Security Act of 1974 (ERISA),
regulates the level of funding and the management and investment
of pension trusts. Under ERISA, plans that promise a specified
level of benefits (defined-benefit plans) must either have assets ade-
quate to meet benefit obligations earned to date under the plan or
must make additional annual contributions to reach full funding in
the future. Plans created since 1974 must reach full funding within
30 years. Plans predating ERISA are allowed 40 years to develop
full funding. Under ERISA, all pension plans are required to diver-
sify their assets, are prohibited from buying, selling, exchanging, or
leasing property with a ‘“party-in-interest,” and prohibited from
using the assets or income of the trust for any purpose other than
the payment of benefits or reasonable administrative costs.

Prior to ERISA, participants in underfunded pension plans lost
their benefits when employers went out of business. To correct this
problem, ERISA established a program of termination insurance to
guarantee the vested benefits of participants in single-employer de-
fined-benefit plans. This program guaranteed benefits up to $1,858
a month in 1987 (adjusted annually). As of 1986, the single-employ-
er program was funded through annual premiums of $8.50 per par-
ticipant paid by employers to a nonprofit Government corpora-
tion—the Pension Benefit Guaranty Corporation (PBGC). When an
employer terminated a plan, the PBGC received any assets in the
plan and made a claim against additional assets up to 30 percent of
the employer’s net worth. A similar termination insurance pro-
gram was enacted in 1980 for multiemployer defined-benefit plans,
using a slightly higher annual premium, but guaranteeing only a
portion of the participant’s benefits.

During 1988, continued attention was focused on three important
pension funding issues: (1) Termination of underfunded plans; (2)
reversions of assets from termination of overfunded plans; and (3)
investment performance of pension funds.

(1) Termination of Underfunded Plans

The past 5 years have brought increasing concern that the
single-employer termination insurance program, operated by the
PBGC, is inadequately funded. By the end of fiscal year 1984,
PBGC had liabilities of $1.5 billion and assets of only $1.1 billion—
leaving a deficit of $462 million. Projections at that time indicated
that without a premium increase the fund for single-employer
plans would be exhausted by 1990. During 1985 the PBGC assumed
$615 million in additional liabilities. By the end of fiscal year 1985,
the PBGC reported liabilities of $2.7 billion and assets of only $1.4
billion, leaving a deficit of $1.3 billion.

A major cause of the PBGC’s problem was the ease with which
economically viable companies could terminate underfunded plans
and dump their pension liabilities on the termination insurance
program. Employers unable to make required contributions to the
pension plan were requesting funding waivers from the IRS, per-
mitting them to withhold their contributions, and thus increase
their unfunded liabilities. As the underfunding grew, the company
terminated the plan and transferred the liability to the PBGC. The

26-357 - 90 - 3
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PBGC was helpless to prevent the termination and was also limited
in the amount of assets that it could collect from: the company to
help pay for underfunding to 30 percent of the company’s net
worth. PBGC was unable to collect much from the financially trou-
bled hcompanies since they were likely to have little or no net
worth. o

Terminations of underfunded pension plans have also reduced
the benefits paid to participants and beneficiaries. Even though
vested benefits are generally insured by the PBGC, the termination
insurance program does not protect all benefits vested in under-
funded plans. Employees are often in a difficult position when an
employer terminates an underfunded plan. On the one hand, termi-
nation will result in a loss of benefits. On the other hand, the in-
ability of the company to restructure its debt may force the compa-
ny to go out of business and the workers to lose their jobs.

While during the past few years, the PBGC has assumed respon-
sibility for several large claims, none was as large as.that of the
LTV Corporation, which filed for Chapter 11 bankruptcy in 1986.
LTV’s three terminated steel pension plans doubled PBGC’s -deficit
from $2 billion to-$4 billion and illustrated a fundamental weak-
ness of the termination insurance program. Under the law, compa-
nies such’ as LTV could eventually become profitable, in part be- ,
cause they had succeeded in dumping pension liabilities on the
PBGC. The result was that participants in the pension plans of
such companies (through some loss in benefits) and the companies’
competitors (through higher premiums to the PBGC) were subsidiz-
ing their future profitability. C ' '

During 1986, several important events took place:with regard to
pension underfunding. First, the premium paid to the PBGC by em-
ployers was increased from $2.60 to $8.50 per participant. In addi-
tion the circumstances under which employers can terminate un-
derfunded pension plans and dump them into the PBGC’s lap were
tightened up considerably. A distinction is now made between
“standard” terminations, where the employer is not in financial
trouble and “distress” terminations, where the employer is unlike-
ly to have adequate assets to meet plan obligations. In a standard
termination, employers will have to pay all benefits commitments
under the plan, including benefits in excess of the amounts guaran-
teed by the PBGC that were vested prior to termination of the
plan. A distress termination—where a company has filed for bank-
ruptcy, or will clearly go out of business unless the plan was termi-
nated, or where the cost of the pension has become unreasonably
burdensome—involves increased employer liability to both the
PBGC and plan participants.. T g

While significant accomplishments were made in 1986, however,
the new changes did not solve the PBGC’s financing problems. The
insurance agency’s troubles grew substantially worse with the ter-
mination of the pension plans of the bankrupt LTV Corporation at
the end of 1986 and beginning of 1987. As a remedy, a provision in
the Omnibus Budget Reconciliation Act of 1987 (P.L. 100-203) calls
for an additional PBGC premium increase as of 1989, Beginning in
1989, firms will be required to pay a premium ranging from $16 to
$50 per employee. This “variable-rate premium” will penalize those
companies with large unfunded liabilities. While the companies.



53

sponsoring the 83 percent of all pension plans which are adequate-
ly funded will only be required to pay $16 per employee, companies
sponsoring the remaining 17 percent will be forced to pay a vari-
able premium, according to their level of underfunding. The new
law will require companies to pay an additional $6 per employee
for each $1,000 of underfunding. According to the PBGC, roughly 4
percent of all plans will pay the maximum rate of $50 per employ-
ee. Companies will also be required to make quarterly payments to
the PBGC, rather than annual payments as has been the case. Due
to the difficult conditions presently existing in the steel industry,
the new provisions gave steel companies a 5-year transition period.

The new variable-rate premium resulted from lengthy debate.
The Administration had proposed a variable-rate premium ranging
from $8.50 to $100 per employee. Unions bitterly opposed the Ad-
ministration proposal, stating that it would deepen the crises of
companies which are already financially troubled. Therefore, the
unions favored a Democratic alternative calling for a $20 flat-rate
premium. However, this idea was unacceptable to the business
community. In the end, the above-mentioned compromise was en-
acted into law.

The premium increase aside, however, PBGC'’s financial picture
could be helped drastically if the agency is successful in returning
to LTV the responsibility for administering its three pension plans.
While the PBGC took the plans over in January 1987, in Septem-
ber, after LTV had reported substantial operating profits, the
PBGC won a court decision to return the plans to the company.
LTV subsequently filed suit to return the plans to the PBGC.
While LTV maintains that its business situation has not improved
enough to warrant the return of the plans, others argue that if
LTV is allowed to reduce its liabilities through bankruptcy, other
firms will feel free to do so. The LTV case is still pending, but a
decision is expected sometime in 1989. Should the PBGC be success-
ful, however, its $4 billion deficit would be cut in half.

(2) Reversions of Assets From Termination of Overfunded Plans

Concern in the Congress continues over the termination of over-
funded defined-benefit pension plans to enable plan sponsors to re-
capture the surplus assets. Under ERISA, sponsors of plans with
assets that exceed ERISA funding standards can recover these sur-
plus assets over time by reducing their contributions to the plan.
Withdrawals of assets are not permitted as long as the plan re-
mains in operation. Employers can recover assets, however, when a
plan is terminated.

In recent years, a substantial increase in plan surpluses due to
bond and stock market gains and an increasing awareness of the
potential for recovering plan assets, has caused employers to con-
sider terminating well-funded defined-benefit plans for a variety of
business reasons unrelated to the purposes of the retirement plan.
The major reasons for termination have included: Financing or
fending off corporate takeovers, improving cash flow or redirecting
the company’s assets, and modifying the company’s retirement
income plans.
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~ Originally, employers were loathe to terminate pension plans
simply to recover assets because of a concern that the PBGC would
prevent them from offering a similar successor plan. The issuance
of Implementation Guidelines for Asset Reversions by the PBGC,
Treasury Department, and Department of Labor in May 1984
helped clarify that an employer could terminate one plan and es-
tablish a similar successor plan as long as all plan participants
were vested and benefits were fully covered under annuity con-
tracts. This clarification has given rise to a host of new plan termi-
nations that have left participants covered under identical or simi-
lar, and sometimes less secure successor plans. :

The number and size of reversions from plan terminations has
been increasing steadily in recent years. Since 1980, employers
have terminated more than 1,300 pension plans and recovered
nearly $16 billion in assets. The largest reversion in history oc-
curred in 1985 when United Airlines recovered over $962 million
through the termination of five pension plans. o _

Employees whose company terminates a pension plan to recover
its assets usually remain covered under the old plan or a successor
plan. The two common .methods for leaving participants covered
under a defined-benefit plan—“spinoff”’ termination and “re-estab-
lishment” ‘termination—essentially leave participants benefits un-
changed. Under a spinoff, the old pension: plan is split in two—one-
half covering retirees and the other half active employees. While
active employees remain’ in the old plan, the “surplus assets are
placed in the retiree plan, which is terminated, and annuities are
purchased for the retirees. Under a re-establishment, the old pen-
sion plan is terminated and a new similar plan' is created, with
past service credits normally provided in the new plan for all
active employees. ‘

‘Many have raised serious concerns about the equitability of em-
ployer recovery of excess pension plan assets. Critics argue that re-
tirees can be harmed in a spinoff termination because they might
lose the potential for future cost-of-living increases in their bene--
fits. They also contend that reversions draw needed assets from the
plans and may increase the risk for the PBGC because newly cre-
ated .plans are not required under ERISA to maintain a funding
level as high as plans that have been in existence for some time.

Plan sponsors counter that the real problem is that to recover
excess assets, employers are currently forced to terminate pension
plans. They believe that since the company, in a defined-benefit
plan, promises specified benefits to employees, only the benefits
earned to date—not the assets in the plan—belong to participants.
The sponsors argue that employers are responsible for adequately
funding these benefits and should be permitted to recover funds
not needed to pay benefits. Under current law, employers can
reduce their contributions to recover surpluses over time. Employ-
ers argue they should not have to wait.

Some observers have suggested that the recovery of these addi-
tional assets is weakening the funding of pension plans and under-
mining the purposes of the ERISA funding standards. They have
proposed that sponsors should be permitted to recover the assets
not needed on a continuing basis but be prevented from recovering
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additional assets if they are going to continue coverage for their
employees under a successor plan.

In the 100th Congress, the reversion debate centered around
whether or not employees should share the benefits of asset recov-
ery. Proposals of the Senate Finance Committee and the House
Ways and Means Committee essentially retained current law by
disallowing asset withdrawals from ongoing pension plans. The
House version, however, called for an asset cushion in the event of
a termination withdrawal and a 20 percent excise tax on plan re-
versions. A 10 percent excise tax was passed as part of the Tax
Reform Act of 1986.

Critics of the tax committee proposals argued that preventing
firms from withdrawing excess assets acts as an incentive for plan
terminations, thus jeopardizing retiree benefit security. They added
that such prohibitions could encourage plan underfunding. Propo-
nents, on the other hand, claimed that excess assets should be used
to fund plan improvements such as cost-of-living adjustments.
While they believed that these strict rules are the only way to ef-
fectively guarantee benefit security, critics contend that benefit se-
curity necessitates discouraging plan terminations.

The submissions of the House and Senate Labor Committees
would have allowed asset withdrawals, but would have required
that employers share the excess assets with their employees. With-
drawals, of excess funds would be permitted if a cushion of 125 per-
cent of liabilities was left in each plan maintained by the company.
Were a plan to be terminated, employers would be required to
share a portion of its assets with their employees.

Some commentators proposed that employers only be allowed to
withdraw excess assets if they also restored the value of retirees’
pensions. Such an undertaking would entail increasing the month-
ly benefits for retirees by 100 percent of the increase in the Con-
sumer Price Index since the date of their retirement. Unlike Feder-
al retirement programs, private pension plans are not required to
provide for increases in the cost-of-living. Advocates argued that
only when both pension benefits and their value are protected can
employers justifiably recover excess assets.

Despite the intense debate over this issue, no resolution has been
reached. Companies may still terminate plans and recover excess
assets. Without a doubt the intensity of this debate will ensure
future consideration on the part of Congress.

(D) PENSION ACCRUAL

A provision in the Omnibus Budget Reconciliation Act of 1986 re-
quired that the IRS, the Equal Employment Opportunity Commis-
sion (EEOC), and the Department of Labor issue regulations requir-
ing employers to continue accruing pension benefits for employees
working beyond normal retirement age by early 1988. Under
Public Law 99-509, the IRS, followed by the EEOC and the Depart-
ment of Labor, were required to develop regulations in accordance
with the new law. '

In April 1988, the IRS proposed a rule providing that in defined-
benefit plans all years of service be taken into account in determin-
ing retirement benefits. In contrast, with respect to defined-contri-
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bution plans the law would not be applied retroactively under the
IRS ruling. Under the rule, a worker with a defined-benefit plan
and who turns 65 prior to 1988 would accrue pension credits for
years of service prior to the law’s 1988 effective date. However, if
the same worker were covered by a defined-contribution plan, only
employment after January 1988 would be credited. According to
the IRS, until a final rule is issued, the proposed regulations are in
effect. On December 9, 1988, the EEOC announced that it would
issue a regulation conforming to the IRS rule. (See Chapter 4, pen-
sion accrual section.) .

(E) PENSION COVERAGE BY SMALL EMPLOYERS

During. the 100th Congress, a bill introduced by Senator David
Pryor to encourage small businesses to provide their employees
with pension coverage received attention. Entitled “The Small
Business and Retirement Extension Act” (S. 1426), the bill would
have provided a new tax credit for administrative costs incurred in
connection with maintaining a.pension plan, as well as repealing
top-heavy rules. R

While a number of small business representatives supported re-
pealing the top-heavy rules, some commentators complained that
bill supporters could not substantiate that the rules now place an
excessively heavy burden on small businesses. Proponents of the
bill maintained that the pension reforms in the Tax Reform Act of
1986 regarding integration and vesting make the top-heavy rules
unnecessary. .

Due to a number of unrésolved issues, no final action was taken
on the legislation by the close of the 100th Congress.- Senator
Pryor, however, is expected to renew his efforts in the future to
promote increased pension coverage of workers, in the Nation’s
small businesses. _ e
3. PROGNOSIS '

"~ Many of the pension issues that have commanded attention.in.
recent years were resolved in 1986. Pension funding issues, howev-
er, remain a major concern. While the financial picture of the Pen-
sion Benefit Guaranty Corporation should be aided by the premium
increase scheduled for 1989, other issues such as reversions of
excess pension assets promise to receive a great deal of attention in
the near future. Among the cogent issues which must be addressed
- is whether employees are entitled to receive a portion of recovered

assets. In addition, the question of whether or not an employer
should be allowed to withdraw excess assets without terminating a

pension plan is extremely important.

The issue of pension portability also promises to receive some at-
tention. Pension: benefit portability involves the ability to maintain
an employee’s benefits upon a change in employment. Proponents
argue that the mobility of today’s work force demands benefit port-
ability. Alternatives to expand pension portability that will likely
receive attention during 1989 include proposals to establish a Fed-
eral portability agency or a .central clearinghouse, which would
maintain accounts on behalf of workers, and proposals to expand
the current retirement arrangements to require or facilitate roll-
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olxétz's of preretirement distributions to an employer plan or an
IRA.

B. STATE AND LOCAL PUBLIC EMPLOYEE PENSION PLANS

1. BACKGROUND

State and local government pension plans cover 11.4 million
active and 3.1 million retired participants in more than 6,600
plans. As of December 31, 1987, State and local pension plans had
assets of $513.5 billion. More than 80 percent of these plans have
fewer than 100 active members each. About 95 percent of active
memberships are included in the largest 6 percent of plans. Nearly
three-quarters of the State and local plans provide coverage under
Social Security, but most do not integrate Social Security and pen-
sion benefits.

State and local pension plans intentionally were left outside the
scope of Federal regulation under ERISA in 1974, even though
there was concern at the time about large unfunded liabilities and
the need for greater protection for participants. Although unions
representing State and municipal employees, from the beginning,
have supported the application of ERISA-like standards to these
plans, opposition from local officials and interest groups thus far
have successfully counteracted these efforts, arguing that the ex-
tension of such standards would be an unwarranted and unconsti-
tutional interference with the right of State and lecal governments
to set the terms and conditions of employment for their workers.

(A) TAX REFORM ACT OF 1986

Public employee retirement plans were affected directly by sever-
al provisions of the Tax Reform Act of 1986. The Act made two
changes that apply specifically to public plans: (1) The maximum
employee elective contributions to voluntary savings plans (401(k),
403(b), and 457 plans) were substantially reduced, and (2) the once-
favorable tax treatment of distributions from contributory pension
plans was eliminated.

(B) ELECTIVE DEFERRALS

The Tax Reform Act set lower limits for employee elective defer-
rals to savings vehicles, coordinated the limits for contributions to
multiple plans, and prevented State and local governments from
establishing new 401(k) plans. The maximum contribution permit-
ted to an existing 401(k) plan was reduced from $30,000 to $7,000 a
year and the nondiscrimination rule that limits the average contri-
bution of highly compensated employees to a ratio of the average
contribution of employees who do not earn as much was tightened.
The maximum contribution to a 403(b) plan (tax-sheltered annuity
for public school employees) was reduced to $9,500 a year and em-
ployer contributions for the first time were made subject to nondis-
crimination rules. In addition, preretirement withdrawals were re-
stricted unless due to hardship. The maximum contribution to a
457 plan (unfunded deferred compensation plan for a State or local
government) remained at $7,500, but is coordinated with contribu-
tions to a 401(k) or 403(b) plan. In addition, 457 plans were required
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to commence distributions under .uniform rules that apply to all
pension plans. The lower limits were effective for deferrals made
on or after January 1, 1987, while the other changes generally will
be effective beginning January 1, 1989. S e

(C) TAXATION OF DISTRIBUTIONS

- The tax treatment of distributions from public employee pen-
sions plans also was modified by the Tax Reform Act to develop
consistent treatment for. employees in contributory and noncon-
tributory pension plans. Under prior law, public employees who
had made after-tax contributions to their pension plans could re-
ceive their own contributions first (tax-free) after the annuity start-
ing date if the entire contribution could be recovered. within 3
years, and then pay taxes on the full amount of the annuity. Alter-
nately, employees could receive annuities in which the portions of
nontaxable contributions and taxable pensions were fixed- over
time. The Tax Reform Act repealed the 3-year basis recovery rule
that permitted tax-free portions of the retirement annuity to be
paid first. Under the new law, retirees from public plans must re-
ceive annuities that are' a combination of taxable and nontaxable
amounts. ' o o -
~ The tax treatment of preretirement distributions was changed
for all retirement plans in an effort to discourage the use of retire-
ment money for purposes other than retirement. A 10-percent pen-
alty tax applies under the new law to any distribution before age
59%% other than distributions in the form of a life annuity: At early
retirement at or after age 55; in the event of the death of the em-
ployee; or in the event of medical hardship. In addition, refunds of
after-tax employee contributions, and payments from 457 plans are
not subject to the 10-percent penalty tax. The new tax law also re-
pealed the use of the advantageous 10-year forward-averaging tax
treatment for lump-sum distributions received prior to age 59%,
and provides for a one-time use of 5-year forward averaging after
age 59%. ' ’ _

The Act also made a number of changes that apply to tax-quali-
fied pension plans, but do not apply directly to government plans.
These include a reduction in the vesting period from 10 years to 5
years, modifications in the rules for integration of pension and
- Social Security benefits to require payment of at least half of a
nonintegrated pension benéfit, tighter pension coverage, and non-
discrimination rules to encourage broader participation in pension
plans by lower paid employees. "

2. Issuks
(A) FEDERAL REGULATION

Issues surrounding Federal regulation of public pension plans
have changed little in the past 10 years. A 1978 report to Congress
by the Pension Task Force on Public Employee Retirement Sys-
tems concluded that State and local plans often were deficient in
funding, disclosure, and benefit adequacy. The Task Force reported
many deficiencies that still exist, including:
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Government retirement plans, particularly smaller plans,
frequently were operated without regard for generally accepted
financial and accounting procedures applicable to private plans
and other financial enterprises.

There was a general lack of consistent standards of conduct.

Open opportunities existed for conflict-of-interest transac-
tions, and frequent poor plan investment performance.

Many plans were not funded on the basis of sound actuarial
principles and assumptions, resulting in inadequate funding
that could place future beneficiaries at risk of losing benefits
altogether.

There was a lack of standardized and effective disclosure,
creating a significant potential for abuse due to the lack of in-
dependent and external reviews of plan operations.

Although most plans effectively met ERISA minimum par-
ticipation and benefit accrual standards, two of every three
plans, covering 20 percent of plan participants, did not meet
ERISA’s minimum vesting standard.

There remains considerable variation and uncertairty in the in-
terpretation and application of provisions pertaining to State and
local retirement plans, including the antidiscrimination and tax
qualification requirements of the Internal Revenue Code. While
most administrators seem to follow the broad outlines of ERISA
benefit standards, they are not required to do so. Recent studies
suggest that the growth rate of public funds is outstripping the
growth of private plans as public fund administrators move aggres-
sively to fund unfunded liabilities. The sheer size of the investment
funds suggests that a Federal standard might be prudent.

However, the need for improved standards has not obscured the
latent constitutional question posed by Federal regulation. In Na-
tional League of Cities versus Usery,} the U.S. Supreme Court held
that extension of Federal wage and maximum hour standards to
State and local employees was an unconstitutional interference
with State sovereignty reserved under the 10th Amendment. State
and local governments have argued that any extension of ERISA
standards would be subject to court challenge on similar grounds.
The Supreme Court’s decision in 1985 in Garcia v. San Antonio
Metropolitan Transit Authority ? overruling National League of
Cities largely has resolved this issue in favor of Federal regulation.

Perhaps in part because of the lingering question of constitution-
ality, the focus of Congress has been fixed on regulation of public
pension with respect to financial disclosure only. Some experts
have testified that much of what is wrong with State and local pen-
sion plans could be cleared by greater disclosure.

A definitive statement on financial disclosure standards for
public plans was issued in 1986 by the Government Accounting
Standards Board (GASB). Statement No. 5 on “Disclosure of Pen-
sion Information by Public Employee Retirement Systems and
State and Local Governmental Employers” established standards
for disclosure of pension information by public employers and
public employee retirement systems (PERS) in notes in financial

1426 U.S. 883 (1979).
2 83 L.Ed.2d 1016, 53 U.S.L.W. 4135 (1985).
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statements and in required supplementary information. The disclo-
. ‘sures are irnitended to provide information needed to assess the
funding status of PERS, the progress made in accumulating suffi-
cient assets to pay bénefits, and the extent to which the employer
is making actuarially determineéd contributions. In addition, the
statement requires the computation. and disclosure of a standard-
ized measure of the pension benefit obligation. The statement fur-
ther suggests that 10-year trends on assets, unfunded obligations,
and revenues be presented as supplementary information.

(B) INVESTMENT PERFORMANCE

- The most important occurrence -to affect State and local pension
funding during 1987 was the October 19 stock market crash, known
as Black Monday. On Black Monday, the Nation’s pension plans
lost $210 billion' in fund -assets, much of thisinvolving State and
local plans. It is important to note, however; that while these plans
- lost a large portion of their assets as a result of the crash, they also
‘had benefitted appreciably from the ‘preceding-bull market. As of
December 2, 1987, State and local government plan assets totaled
approximately $479 billion. While this was appreciably lower than

the $562 billion in assets these plans had accumulated as of August
25,.1987, it was closer to the $503 billion in assets they owned on
December 31, 1986. In fact, assets after Black Monday were ‘higher
* than at the end of 1985, when State and local pension plan assets
totaled about $432 billion. ' L
_State pension funds were seriously weakened by Black Monday.
The Wisconsin State Employées Pension Fund for example, suf-
fered a 20-percent loss in market value for the week of October 19,
1987, seeing .its assets drop by well’ over $1 billion. The Michigan
retirement fund also lost approximately $1 billion. While these .
losses were significant, they must be put in the. proper perspective.
For example, prior to the crash, the ‘Michigan fund_had assets of
$16 billion.. While. one-sixteenth of ‘those assets ‘was lost on: Black
Monday, the Michigan State Treasurer’s office has said that be-
cause. of the previous bull market, Michigan’s pension. fund re-
mains nearly §10 billion richer than it was in :1983. The story was
similar in ‘Wisconsin. According to the State of Wisconsin’s Invest.
ment Board, Wisconsin’s.stock values on November 9, 1987 were
about the‘same as they had.been on January 1, 1987. .

Like private plans, State.and local plans were insulated partially
from the market collapse' by diversification in bonds, cash, and
other nonequity investments. State and local plans were hardest
hit by a decrease in the .value of their equity holdings. The total
value. of State and local plans’ equity holdings as of December 2,
1987 was $177 billion. This compares with pre-crash holdings - of
$255 billion on August 25, 1987 and $180 billion on December 31,
1986. The decline put State and’ local plan equity holdings in De-
cember 1987 within 2 percent of their value at the end of 1986. -

The value of bonds held by State and local plans also experienced
a slight decline! While their value had been $282 billion at the énd
of 1986, they had declined to $266 billion, by August 25, 1987, with
a further decline to $261 billion by December 2, 1987. . ‘ -
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On the whole, State and local pension plan investments recov-
ered losses from the October 1989 plunge. Nevertheless, Black
Monday served as a grim reminder that the stock market moves in
two directions.

3. PROGNOSIS

Some observers have suggested that the sheer size of the public
fund asset pool will lead to its inevitable regulation. Critics of this
position generally believe that the diversity of plan design and reg-
ulation is necessary to meet divergent priorities of different local-
ities and is the strength, not weakness, of what is collectively re-
ferred to as the State and local pension system. While State and
local governments consistently have opposed Federal action, in-
creased pressures to improve investment performance coupled with
the call for responsible social investment may lessen some of the
opposition of State and local plan administrators to some degree of
Federal regulation. However, it is unlikely that Federal standards
for public employee plans will get much serious Congressional con-
sideration in the near future.

C. FEDERAL CIVILIAN EMPLOYEE RETIREMENT

1. BACKGROUND

From 1920 until January 1, 1987, the Civil Service Retirement
System (CSRS) was the staff retirement plan for all Federal civil-
ian employees. That was changed with the creation of the Federal
Employees Retirement System (FERS). CSRS covers all employees
hired before January 1, 1984, who did not, by December 31, 1987,
transfer to FERS. ClgRS will cease to exist when the last employee
in the system dies. FERS covers all Federal employees hired on or
after January 1, 1984.

A key difference in the plans is that FERS benefits include
Social Security, unlike CSRS. Enactment of the Social Security
Amendments of 1983 implemented a recommendation of the 1981
National Commission on Social Security Reform and mandated
Social Security coverage for all Federal employees hired on or after
January 1, 1984. Social Security coverage of Federal employees
compelled the Congress to consider additional retirement benefits
for such employees and to examine various retirement options. The
addition of Social Security coverage duplicated some CSRS benefits
and would have increased combined employee tax contributions to
more than 13 percent. Therefore, by Public Law 98-168 in 1983,
Congress established an interim arrangement, pending enactment
of a permanent new plan. After extended debate, the new plan was
enacted in June 1986 as the Federal Employees’ Retirement
System Act of 1986 (P.L. 99-335).

(A) CIVIL SERVICE RETIREMENT SYSTEM

CSRS is the largest pension plan in the country, a pay-as-you-go
system financed about one-fifth by employees’ payroll taxes, one-
fifth by the employer, and the balance from Federal general reve-
nues. CSRS participants contribute 7 percent of total basic pay
with no Social Security tax.
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The annual cost of the CSRS system increased from $2.5 billion

/in.1970 to $29.2 billion in fiscal year 1989. The number of annu-
itants grew from 962,000 to an estimated 2.2 million during this
same period. During the 1969-88 period, CSRS retirement benefits
increased 197 percent, military retirement benefits 212 percent,
and Social Security benefits 232 percent. During the same period
the CPI for Urban Wage and Clerical Workers (CPI-W) increased
204 percent. :
-+ CSRS benefits structure is the following: after 5 years of service,
vested benefits equal a percentage of the highest 3 years of pay; un-
reduced benefits at age 55 with at least 30 years of service; unre-
. duced benefits at age 60 with at least 20 years of service; unre-
" duced benefits at age 62 with at least 5 years of service; and credit
for unused sick leave if employees continue to work until retire-
ment. Payment of benefits for those who leave ‘Federal service
before they are eligible for retirement cannot start before age 62.
Employees have the right to 'withdraw their own contributions
without interest ‘and forfeit all CSRS benefits. CSRS- also provides . -
disability and survivors benefits. e T e

The Omnibus Budget Reconciliation Act of 1986 (P.L. 99-509)
- protects CSRS cost-of-living adjustments (COLAs) from sequestra-
tion under the Gramm-Rudman-Hollings Act. However, Congress
can still mandate reductions or cancellations of the COLAs to meet
budget deficit reduction targets. On January 1, 1990, a COLA of 4.7
percent was provided to retirees under CSRS.

~ Since 1987, a new Thrift Savings. Plan (TSP) option has been
available to CSRS participants which allows an employee to invest
up to 5 percent of pay in a tax-deferred plan. The Omnibus Budget
.Reconciliation Act of 1987 (P.L. .100-203) exempts. the TSP from
antidiscrimination rules which apply to similar tax-deferred plans
in the private sector. - Therefore, all CSRS participants will be.able
to contribute to TSP and will not face possible.reduction ‘of the al-
lowable contribution rate, no matter what their income level. The
. Government makes no matching ¢ontribution to the CSRS TSP.

(B) THE FEDERAL EMP‘.LOYEES}RETIREMENT :SYSTEIY'I. (FERS) '
(1) Social Security Plus a Basic Defined Benefit Plan

-.The FERS plan is comprised of three tiers: a defined benefit
plan, Social Security, and a Third Savings Plan. The FERS benefit
plan is similar to private-sector plans. Workers retiring -at age 62
or later with at least 20 years of service will receive an additional
0.1 percent of pay for each year of service. Unlike CSRS, unused
sick leave cannot be used for computation -of retirement benefits.
In 