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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.
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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



15

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-



19

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

41



42

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
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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.
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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



55

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 contrast to CSRS, the FERS benefit is reduced for retirement
before age 62. Unreduced benefits from FERS will be payable at
age 62 with 5 years of service, at age 60 with 20 years of service, -
and at the minimum retirement age (MRA) with 30 years of serv-
ice. ‘ : :
COLA’s will be paid annually based on changes in prices as
measured by the Consumer Price Index (CPI) except that regular
retirees under age 62 will not receive any increase. The COLA will
match the CPI increase up to 2 percent. If the CPI increase exceeds
.2 percent, the COLA will be the greater of 2 percent. or the CPI
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increase minus 1 percent. On January 1, 1990, a COLA of 3.7 per-
cent was provided to FERS retirees.

(9) Employee Contributions

Unlike CSRS, employees participating in FERS are required to
contribute to Social Security. The tax rate for Social Security cov-
erage was 5.7 percent of pay in 1986 and 1987, 6.06 percent begin-
ning in 1988, and 6.2 percent beginning in 1990 up to the taxable
wage ceiling ($51,300 in 1990). The wage ceiling is indexed to the
annual growth of wages in the national economy. In FERS, employ-
ees contribute the difference between 7 percent of basic pay and
the Social Security tax rate which is 0.94 is 1988 and 1989, and 0.80
percent beginning in 1990.

At separation of service or retirement, employees have the
option of withdrawing their own contributions to FERS in an actu-
arially reduced lump sum payment. For those not retiring, this
choice means a relinquishment of the employer’s contribution.
When the lump sum is taken at retirement, it actuarially reduces
the monthly retirement annunity the retiree and any surviving
spouse will receive.

(3) Disability Benefits

Employees are eligible at any age for disability retirement after
18 months of creditable service if they are unable, because of dis-
ease or injury, to perform useful and efficient services in their cur-
rent position or a vacant position at the same grade level in the
same agency and commuting area. Employees applying for disabil-
ity benefits under FERS may also apply for disability benefits
under the Social Security system. Benefits will be based on the 3
high?_st years of pay and be offset, to an extent, by Social Security
benefits.

(4) Survivor Benefits

The survivor benefit plan feature of FERS provides lump sum
payments to all surviving spouses of workers who die before retire-
ment plus, in some cases, annuities to the survivors. Survivors of
retired workers are eligible for an annuity if the couple elects the
survivor annuity plan. The survivor annuity plan may be waived
only if the spouse provides written, notarized consent.

Children’s survivor benefits under FERS are payable to surviving
children until age 18, or until 21 if they are full-time students. Dis-
abled children incapable of self-support may continue to receive
benefits for life if the disability began prior to age 18. All children’s
benefits are offset by any Social Security benefits for which they
are eligible.

(5) Thrift Savings Plan (TSP)

FERS supplements the defined benefits plan and Social Security
with a contribution plan that is similar to the 401(k) plans used by
private employers. Employees accumulate assets in the TSP in the
form of a savings account that either can be withdrawn in a lump
sum or converted to an annuity when the employee retires. One



64

percent of pay will be automatically contributed to the TSP by the
employing agency. Employees will be permitted to contribute up to
10 percent of their salaries to the TSP. The employing agency will
match the first 3 percent of pay contributed on a dollar-for-dollar
basis and match the next 2 percent of pay contributed at the rate
of 50 cents per dollar. The maximum matching contribution to the
TSP by the Federal agency will equal 4 percent of pay plus the 1
percent automatic contribution. Therefore, employees contributing
5 pe_i'lcent or more of pay will receive the maximum employer
match. : ' )

An open season will be held every 6 months to permit employees
to change levels of contributions and direction of investments. Op-
tional investment opportunities will be phased in over a 10-year
period, including Government securities, fixed-income securities, or
a stock protfolio. Employees are allowed to borrow from their accu-
mulated TSP for the purchase of a primary residence, educational
or medical expenses, or financial hardship. ’ :

ART 1

BENEFIT VALUE AT RETIREMENT '
FOA WORKERS WITH DIFFERENT SALARIES
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NOTE: Assuces worker retiring in the year 2030 at age 62 uwith 30 years of iervlu. . o
SOURCE: Congressionol Resesrch Service, Report No. B5-137 EPY ’

- 2. IssuEs
(A) LUMP SUM WITHDRAWAL OF CONTRIBUTIONS

Public Law 99-335 contained a provision allowing those retiring
under CSRS or FERS to withdraw at the time of their retirement
their contributions to the system in exchange: for a reduction in
their annuity to reflect the withdrawn sum. The pension will be ac-
tuarially reduced so that over the retireé’s lifetime the amount re-
ceived as a monthly payment plus the withdrawal would be the
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same amount which would have been received if the withdrawal
had not been made. :

The Omnibus Budget Reconciliation Act of 1989 (P.L. 101-239)
changed the lump sum withdrawal rule for those retirees whose
annuities begin after December 2, 1989, and before October 1, 1990.
The change means that the lump sum will be payable to retirees in
" two installments, 50 percent at retirement and 50 percent 1 year
after retirement. This change applies to both CSRS and FERS re-
tirees.

(B) SOCIAL SECURITY PUBLIC PENSION OFFSET

Social Security benefits payable to spouses of retired, disabled, or
deceased workers generally are reduced to take into account any
public pension the spouse receives as a result of work in a Govern-
ment job not covered by Social Security. The amount of the reduc-
tion equals two-thirds of the Government pension. In other words,
$2 of the Social Security benefit is reduced for each $3 of the Gov-
ernment pension. The offset does not apply to workers whose Gov-
ernment job is covered by Social Security on the last day of the
person’s employment. Workers with at least 5 years of FERS cover-
‘age are not subject to the offset. :

(C) SOCIAL SECURITY WINDFALL BENEFIT REDUCTION

Because the Social Security benefits formula treats workers with
few years of covered earnings like low-income workers, Congress
designed a special formula for persons with pensions from noncov-
ered employment. The purpose of the provision contained in the
Social Security Amendments of 1983 (P.L. 98-21) was to reduce the
disproportionately high benefite (“windfall”) that such- workers
would otherwise receive from Social Security. Public Law 100-647,
the Technical Corrections and Miscellaneous Revenue Act of 1988,
modified the formula by lowering the years of Social Security cov-
erage required to exempt an individual from the windfall benefit
formula from 30 to 25. Workers with 25 or more years of Social Se-
curity coverage are fully exempt from the reduction formula.

(D) TAXATION OF LUMP SUM PAYMENTS AT RETIREMENT

The Tax Reform Act of 1986 treats post-retirement lump sum
payments of employee contributions the same as full annuity pay-
ments. That is, the value of the lump sum payment and the re-
maining annuity amount are combined and the proportionate
shares of the employer’s and employee’s contributions are assessed.
This rate is then applied to both the monthly annuity payments
and the total lump sum payment.

The law places a penalty on the withdrawal of an employee’s
contributions in certain limited circumstances. The 10 percent pen-
alty on early withdrawals from Individual Retirement Accounts
(IRAs), except in cases of hardship, is extended to early withdraw-
als from qualified pension plans. This penalty affects Federal work-
ers under age 55 who retire under early retirement provisions per-
taining to job abolishments, reorganizations, reductions-in-force, or
job categories which allow retirement at age 50 with 20 years of
service. The withdrawal usually cannot be rolled over into an IRA
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or other qualified plan because it generally will not constitute 50
percent of the employee’s lifetime annuity and therefore will not
meet the IRS requirement for rollovers. " '

3. PROGNOSIS

Congress is unlikely to make major changes in either CSRS or
FERS in the foreseeable future. - Some minor changes may be made
in the Thrift Savings Plan to address unforeseen administrative
needs of a large investment plan.

D. MILITARY RETIREMENT

1. BACKGROUND

For more than four decades following the establishment of the
military retirement system at the end of World War II, the retire-
ment system for servicemen remained virtually unchanged. Howev-
er, the enactment of the Military Retirement. Reform Act of 1986
(P.L. 99-348), brought major reforms to the system. The Act affect-
ed the future benefits of servicemembers first entering the military
on or after August 1, 1986. As a participant only becomes vested in
the military retirement program after 20 years of service, the first
" retirees affected by the new law will be those with 20 years of serv-
" ice retiring on August 1, 2006. ' .

In 1987, 1.6 million retirees and survivors received military re-
tirement benefits. For fiscal year 1988, total Federal military re-
tirement outlays have been estimated at $18.9 billion. Three types
of -benefits are .provided under the system: Standard retirement
benefits, disability retirement benefits, and survivor benefits under
the Survivor Benefit Program (SBP). With the exception of the
. SBP, all benefits are paid by contributions from the employing
branch of the armed service, without contributions by the partici-
pants. . . C

Servicemembers who retire from -active duty receive monthly

payments based on a percentage of their retired pay computation - =

base. For persons who entered military service before September 8,
1980, the computation base is the final monthly base pay being re-
ceived at the time of retirement. For those who entered service on
or after September 8, 1980, the retired pay computation base is the
average of the highest 3 years of base pay. Base pay comprises ap-
proximately 65-70 percent of total pay and allowances. o
_- Retirement benefits are computed using a percentage of the re-
tired pay computation base. The retirement benefit for someone en-
tering military service prior to August 1, 1986, is determined by
multiplying the years of service by a multiple of 2.5. Under. this
formula, the minimum amount of retired pay to which a retiree is
entitled -after' a minimum of 20 years of service is 50 percent of
base pay. A 25-year retiree receives 62.5 percent of base pay, with a
30-year retiree receiving the maximum—75 percent of base pay.
- The Military Reform Act of 1986 (P.L. 99-348) changed the com-
putation formula for military personnel who enter military service
on or after August'l, 1986. For retirees under age 62, retired pay .
-will be computed at the rate of 2 percent of the retired pay compu-
tation base for each year of service through 20, and 3.5 percent for
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each year of service from 21 through 30. Under the new formula, a
20-year retiree under age 62 will receive 40 percent of his or her
basic pay, 57.5 percent after 25 years, and 75 percent after 30
years. Upon reaching 62, however, all retirees have their benefits
recomputed using the old formula. The changed formula, therefore,
favors the longer serving military careerist, providing an incentive
to remain on active duty longer before retiring. Since most military
personnel retire after 20 years, the cut from 2.5 percent to 2 per-
cent will cut program costs. These changes in the retired pay com-
putation formula apply only to active duty nondisability retirees.
Disability retirees and Reserve retirees are not affected.

Benefits are payable immediately upon retirement from military
service, regardless of age and without taking into account other
sources of income, including Social Security. By statute, all benefits
are fully indexed for changes in the Consumer Price Index (CPI). In
the event of an across-the-board budget cut under the Balanced
Budget and Emergency Deficit Control Act of 1985 (Gramm-
Rudman-Hollings), military retirement cost-of-living adjustments
(COLA’s) are exempt from sequestration. Under the Military Re-
tirement Reform Act of 1986, however, COLA’s will be held at 1
percentage point below (CPI) for military personnel beginning their
service after August 1, 1986.

2. Issuks
(A) COST

The military retirement system repeatedly has been criticized for
providing lavish benefits, costing too much, and contributing to in-
efficient military personnel management. The Military Retirement
Reform Act of 1986 was enacted in response to these opinions. The
Act’s purpose was to contain the costs of the military retirement
system and provide incentives for experienced military personnel
to remain on active duty.

Approximately 1.5 million retired officers, enlisted personnel,
and their survivors received nearly $18.9 billion in annuity pay-
ments in 1987. At the current rate of growth, this expenditure will
reach an estimated $45 billion annually by the end of the century.
In 1986, military retirees received an average of $12,671 in annu-
ities. :
In particular, four identifiable features of the military retire-
ment system greatly contribute to its cost:

(1) Full benefits begin immediately upon retirement; the av-
erage retiring enlisted member begins drawing benefits at 42,
the average officer at 46. Benefits continue until the death of
the participant.

(2) Military retirement benefits are indexed for inflation.

(3 The system is basically noncontributory, although in
order to provide survivor protection, the participant must
make some contribution.

(4) Military retirement benefits are not integrated with
Social Security benefits.

Supporters of the current military retirement scheme have iden-

tified several characteristics arguably unique to military life that
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they feel Justlfy relatwely more liberal benefits to m111tary retlrees
than' other Federal retirees:” = " .

. (1).All retired personnel are sub_]ect to 1nvoluntary ‘recall in

. the event of a national emergency; retirement pay is ostens1b1y

part compensatlon for this exigency: -

-7 .X2) Military-service places different demands onr m111tary _per-

‘ sonnel than’ civilian- employment including higher- levels of .

stress and. danger, and more frequent separation from- family.

. (3) The benefit structure has provided a significant 1ncent1ve

: for older personnel to.leave the service and maintain “youth
and vigor” in the armed services. In this respect, it ‘has been
largely successful. Almost 90 percent of military retirees are
‘under age 65, 50 percent under the age of 50.

M111tary personnel do not contribute to their retlrement benefits,
though -they do pay Social Security taxes and offset acertain’
amount of their pay to participate .in the Survivor Benefit. Pro-
gram. Only a small minority of the studies conducted-in the past
decade have - recommended. contributions by individuals.” As a

- result, no refurids of-. contributions: are available to those _leaving: -

the; rmhtary before’ the' end of; 20 ryears. " And(the full.cost, of the.pro-.

- gran ‘appears’as:anragency expense.in. therbudget, unllke ‘the civil: o
ian® retirement’ systemh here one-fifth of the cost is:: paid. . by

emponee contributions. - - T R
- Finally; since’ “the: begirining: £ SOC1al Securlty coverage for mili: "

tary-personnel in 1945 military retirement benefits have been paid-

.- without any offset for Soc1a1 Security. Takmg into account the:fre- :
- quency with wh1ch mlhtary ‘personnel’in- their: mlddle forties rétire -~

- aftér: 20 years .of service, it is not unusual to find-them retiring

. from.a. second: career=with:a- -pension’; from: -their: piivate’ employ-,

- ment-along withtheir military; rétirément: and a.full: Social:Securi<

‘=7 ty benefit. Lack of integration of military retirement and Social Se-

curity benefits generally adds. to the perception that mlhtary re-

. tirement benefits are overly generous. .

Military retirement is fully indexed. for inflation; a feature that
retirees traditionally have consxdered central to.the adequacy of re- -
tirement benefits. In recent: years;: full mdexmg of military and
other-Federal retirement ‘benefits "has become the object”of most -
deficit-reduction measures- As a result of the original provisions of
the Gramm-Rudman—Holhngs Act, the 1986 military retiree COLA
was .cancelled- Since that. time, however, leglslatlon was enacted .
that excluded the COLA from sequestratlon : o

e

(B) RETIREMENT ADEQUACY

"The temptatlon to use strict economic arguments. in comparmg
military pensions to those found in the private sector is difficult to
avoid, especially absent any immediate threat of war. The pivotal
issue'in evaluating the military retirement system, however, is not
cost, but the system’s ability to provide adequate retirement
income to those men and women who serve in the armed forces.
Several recent studies of the military retirement system bave sug-

. gested that the 20-year service requirement is unfair to the majori-
.ty of military personnel. Nearly 65 percent of officers and 90 per-
cent of enlisted personnel leave before completing the requisite 20
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years of service. It has been suggested that this design is likely to
prolong the careers of marginal military personnel beyond their
usefulness, while simultaneously providing an incentive for highly
skilled and experienced personnel to leave the armed services for
second careers as soon as they complete 20 years of service, in
order to capitalize on private sector employment opportunities and
pensions. The result is a system that pays relatively high benefits
to a disproportionately high number of officers when compared to
the composition of the military as a whole.

Commentators periodically- have called for shorter vesting sched-
ules, comparable to those required for private plans under ERISA
or for the Federal service jobs. Some military manpower experts
have argued that such a change would adversely impact the ability
to maintain a vigorous and youthful military force. On the other
hand, some military manpower analysts argue that the need for
youth and vigor is overstated in view of new technologies that put
a premium on technical skills rather than physical endurance.

(C) THE MILITARY SURVIVOR BENEFIT PLAN

The Military Survivor Benefit Plan (SBP) was created in 1972 by
Public Law 92-425. Under the plan, a military retiree can have a
portion of his or her retired pay withheld to provide a survivor an-
nuity to a spouse, spouse and child, child only, person with an “in-
surable interest,” or a former spouse. As a result of the SBP, a
military retiree can provide for an annuity of up to 55 percent of
his or her total retired pay at the time of death to be paid to a sur-
viving spouse. Upon reaching age 62, the SBP annuity automatical-
ly is reduced to 85 percent of military retired pay for all surviving
spouses. This offset occurs regardless of whether the survivor is eli-
gible for Social Security retirement or survivors benefits and re-
gardless of any other sources of income available to the surviving
spouse.

A retiree automatically is enrolled in the plan upon retirement
at the maximum rate unless he or she chooses, in writing, not to
participate or to do so at a lesser level of protection. If such a

-choice is made, the spouse must be notified. SBP annuities are ad-
justed for the cost-of-living on the same basis as military retired
pay. No coverage reductions were made by the Military Reform
Act. However, SBP benefits will be subject to the changes made in
the formula for determining cost-of-living adjustments.

(1) Survivor Social Security Offset

Coverage of military service under Social Security entitles the
surviving spouse of a military retiree to receive Social Security sur-
vivor benefits based on the deceased retiree’s active duty military
service. The Military Survivor Benefit Plan is integrated with
Social Security. Since the original intent of the SBP was to provide
a portion of the deceased military member’s retired pay to the sur-
viving spouse, it was considered appropriate that all sources of sur-
vivor benefits attributable to military service be included in the
survivor benefit computation. As a result, Social Security survivor
benefits payable because of military service were subtracted from



70

the SBP so that the SBP and Social Security together would pro-
vide 55 percent of the retired pay to the surviving spouse.

(2) The Two-Tiered SBP -

Some have questioned.the equity of the SBP. Military SBP bene-
fits become payable immediately upon the death of the retiree, re-
gardless of the age of the surviving .spouse. Social Security
widow(er)’s benefits are not paid until the survivor reaches age 60,
while retirement benefits for a spouse with their own earnings
_record do not begin until age 62. . : '

Under the “two-tier”’ system, if the surviving spouse is, for exam-
"ple, age 57 at the time of a retiree’s death, full SBP benefits are
payable immediately, and will continue until the survivor reaches
age 62. Surviving spouses without their own Social Security earn-
ings record are able to draw full benefits for several years before
-having them reduced. -However, survivors who will. receive their
own retirement benefits from Social Security must wait for them
until age 62, the point at which their SBP annuity is reduced. For
survivors who are not eligible for. any Social Security benefits, SBP -
annuities will be reduced even if they do not have additional retire-

. ment incomé-when they reach age 62. ' -

. This difference in treatment of survivors may lead to-future leg-
islative activity. Although the “two-tier” SBP does provide certain-
ty as to benefits payable, the fact that it may result in less than
. optimal targeting of limited Federal funds makes it ripe for further

changes as Congress continues to wrestle with mounting deficits. *
o (9) Cost-of-Living Adjustment

Militafy retireés, along with Social Security and other Federal
retirees, received a 4 percent COLA effective January 1, 1989. The .
President’s budget submission for fiscal year 1990 proposes that the
January 1990 COLA be eliminated, which would result in.a $620
- million cut in benefits. Also, in 1991, the President’s budget would
hold COLA’s to.1 percent below the rate of inflation. .

3. PROGNOSIS -

In 1989, the issue which will undoubtedly generate controversy
and hence receive Congressional attention will be the President’s
proposed elimination of the January. 1990 COLA for military retir-
- ees. Without the COLA, military retirees would receive an estimat-

ed $620 less in benefits that year..In addition, military retirees can

be expected to actively oppose the proposal in the President’s
budget to begin charging a user fee for the provision of medical

care at military -hospitals. As for other issues, interest will likely
- continue about the current system’s inequities, but no major legis-
lative changes are anticipated in the immediate future..
E. RAILROAD RETIREMENT. SYSTEM

1.. BACKGROUND ..

“

The Railroad Retirement System is a federally managed retire-
ment system covering employees in the rail industry, with benefits
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and financing coordinated with Social Security. The system was au-
thorized in 1935, prior to the creation of Social Security, and re-
mains the only federally administered pension program for a pri-
vate industry. It covers all railroad firms and distributes retire-
ment and disability benefits to employees, their spouses, and survi-
vors. Benefits are financed through a combination of employee and
employer payments to a trust fund, with the exception of vested so-
called “dual” or “windfall” benefits, which are paid with annually
appropriated Federal general revenue funds through a special ac-
count. :

In fiscal year 1988, railroad retirement, disability, and survivor
benefits totalled $6.7 billion. There was a total of 925,100 retire-
ment, disability, and survivor beneficiaries, receiving the following
average monthly benefits according to the categories listed below.

Type of benefit Number Amount/month

Age 65 or over 3,000 $628
Age 60 to 64, unreduced 5,000 1,339
Age 60 to 64, reduced 8,500 923
Age retirements, total 16,500 996
Disability retirements ; 4,800 1,089
Regular employee annuities, total 21,300 1,017
Unreduced spouse annuities 10,600 392
Reduced spouse annuities 6,700 328
Divorced spouse annuities 400 193
Spouse and divorced spouse annuities, total 17,800 363

Aged widow(er)s 13,500 544
Disabled widow (er)s 400 506
Widowed mothers and fathers 400 478
Remarried widow (er)s 600 325
Divorced widow (er)s 800 376
Children 1,300 484
Parents. (1) 409
Survivor annuities, total 17,000 521

Total 56,100 ...................
Lump-sum death payments 8,100 840
Residual payments 300 4,949
Total 8400 ...

Scurce: RRB and its January 1989 Infermation Conference Handbook, p. 17.

The highest individual annuity awarded in 1988 was $1,662. The
highest combined retiree and spouse annuities awarded in 1988 to-
talled $2,432.

2. Issukes
(A) THE STRUCTURE OF THE RAILROAD RETIREMENT SYSTEM

In the final quarter of the 19th century, railroad companies were
among the largest commercial enterprises in the Nation and were
marked by a high degree of organizational centralization and inte-
gration. As first established in 1934, the railroad retirement system
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was designed to provide annuities to retirees based on rail earnings’
and length of service. However, the present railroad retirement
system was a result of the Railroad Retirement Act of 1974, which
fundamentally reorganized the program. Most significantly, the
Act created a two-tier benefit structure in which Tier I was intend-
ed to serve as an equivalent to Social Security and Tier II as a pri-

vate pension. o '

Tier I benefits of the railroad retirement system are computed on
credits earned in both rail and nonrail work, while Tier II is based
solely on railroad employment. The total benefit continued tradi-
tional railroad annuities and eliminated duplicate Social Security
coverage for nonrail and rail employment.

The second Reagan Administration consistently attempted to dis-
mantle the railroad retirement system, proposing to convert to a
private pension administered by a private corporation all benefits
in excess of Social Security, and turning over to Social Security the
Social Security-equivalent benefits of the system. The Administra-
tion’s rationale was that the Government should not administer an
industry pension, and that given the intended equivalency of Tier I
and Social Security, it was appropriate for Social Security to absorb
the Social Security equivalent benefits. Nonetheless, each Congress
during that period rejected the proposal on the grounds that it
could lead to a cut in benefits for present and future retirees and
undermine confidence in the system. It was further argued that
iuch a conversion would compound the agency’s administrative

urden. :

o , (B) RECENT FINANCING PROBLEMS

(1) The 1983 Retirement Fund Crisis

‘Because railroad retirement benefits are financed by payroll tax
revenues, the number of rail employees has always been a’ crucial
.factor in determining the financial viability of the system. Through
the late 1970’s, the rail industry was financially troubled, with fall-
ing rail traffic and employment opportunities. As a result, payroll
tax revenues declined, leaving inadequately funded the 60-30 early
retirement benefit (which allows workers with at least 30 years of
experience to retire at age 60 with full Tiers I and II benefits as if
65) initiated by the 1974 law and the vested “dual” benefit. By
1980, the retirement trust fund was faced with financial difficulties
and cash-flow problems. 4
Since the end of World War II, the worker/beneficiary ratio has
been decreasing, as noted in the following table:

EMPLOYEES IN THE RAILROAD INDUSTRY AND BENEFICIARIES OF THE RAILROAD RETIREMENT
SYSTEM SINCE 1945

[In" thousands]

Average it Ratio of workers
employment Beneficiaries  "\"beneficiaries

Year: .
1945 : . . 1,680 210 8.04
1950 - 1421 - 461 3.08
1955 N . © 1,239 704 176
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EMPLOYEES IN THE RAILROAD INDUSTRY AND BENEFICIARIES OF THE RAILROAD RETIREMENT

SYSTEM SINCE 1945—Continued
{In thousands)

gt Benefares (0 e
1960 909 883 1.03
1965 753 930 81
1970 640 1,052 .61
1975 548 1,094 .50
1980 532 1,084 49
1981 503 999 .50
1982 440 988 A4
1983 395 981 40
1984 395 980 40
1985 372 954 39
1986 - 342 91 .36
1987 320 928 34
1988 302 915 34

Source: Railread Retirement Board, 1386, Annual Report, dated October 23, 1987.

The 1980 long-term financing problem worsened because Con-
gressional appropriations for “windfall” benefits were far from suf-
ficient to pay for those benefits that year, and appropriations short-
falls consequently were paid from the railroad retirement trust
fund. At the same time, funding for the 60-30 early retirement
benefits had not been improved.

To improve the system’s financial condition, Congress included a
number of provisions in the Omnibus Budget Reconciliation Act of
1981 (P.L. 97-35) and the Economic Recovery Tax Act of 1981 (P.L.
97-34). Those provisions raised payroll taxes on employers and em-
ployees, modified benefits, created a separate account for windfall
benefits, and provided the railroad retirement trust fund with au-
thority to borrow from the General Treasury when near-term cash-
flow difficulties arise.

Unfortunately, in the final quarter of 1982, an economic reces-
sion devastated the railroad industry and thwarted the intended
benefits of the 1981 laws, bringing the railroad retirement system
to the brink of insolvency and threatening a 40-percent cut in 1983
Tier II benefits. Another financial drain on the fund stemmed from
borrowing from the fund by the Railroad Unemployment Insurance
Account. By 1983, those unpaid borrowings totaled $575 million.

In 1983, rail labor and management, following Congressional in-
structions, collectively negotiated a comprehensive rescue package
and submitted it to Congress. As enacted in the Railroad Retire-
ment Solvency Act of 1983 (P.L. 98-76), the package was composed
of payroll tax increases, benefit reductions, and general revenue
contributions, and was designed to ensure the solvency of the rail-
road retirement system through the 1990’s, even under pessimistic
employment assumptions. In the short-run, passage of the measure
averted the threatened 40-percent reduction in Tier II benefits
scheduled for 1983. Key provisions of the Act include:

(1) A COLA offset which required that the next 5 percent of
Tier I (both rail and nonrail credits) COLA increases be sub-
tracted, dollar for dollar, from Tier II (pension) benefits. This
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effectively eliminated the 3.5 percent COLA scheduled for 1984
and reduced the 1985 COLA from 3.5 percent to 2 percent.
That COLA offset provision applied only to.beneficiaries on the

- rolls before January 1, 1984, and was estimated to reduce their
Tier II benefits by a total of $920 million through fiscal year
1988. The effect of that Tier II -benefit cut is compounded over
the life of the beneficiary.

(2) The 60-30 early retirement unreduced benefit, which al-
lowed employees with at least 30 years of service to retire at
age 60 with full Tiers I and II benefits as if 65, was reduced to
a 62-30 early retirement full benefits rule and a 60-30 reduced
Tier I benefit rule. The reduced 60-30 early retirement Tier 1
benefit remains frozen in amount until the retiree reaches age
62. At age 62, the reduced Tier I benefit is recomputed, not as
a 62-30 full early retirement benefit, but to reflect increases in
national wage levels. (The law did not change the 60-30 early
retirement full Tier II benefits.)

(8) Three annual Tier II payroll tax increases of 0.75 percent
were levied on rail employees, and three annual payroll tax in-
creases of 1 percent were levied on rail employers. This raised
total payroll taxes from 13.75 percent to 19 percent—from 2 to

" 4.25.percent ‘the employee rate and from 11.75 to 14.756 percent
the employer rate. _ ' ’ )

(4) The wage base on which the employer-paid railroad un-
employment insurance tax is levied was increased by 50 per-
cent from the first $400 of monthly earnings to the first $600.
A temporary unemployment tax was levied on employers on
July 1, 1986, to repay the unemployment-account debt to the

" retirement fund. ' o ,
- (5) Tier II benefits and vested dual benefits were subjected to
Federal income taxation under the same guidelines as private
pension earnings to the extent the pension income exceeds the
‘employee’s contributions. The revenues collected from this tax
were to be transferred to the rail trust fund to finance benefit
payments through October 1, 1988. After that, the revenues
remain with the Federal Treasury. (Tier I benefits were made
subject-to the Federal income tax, the same as Social Security
bgnéeﬁ;:s, by the Social Security Act Amendments of 1983, P.L.
98-21. ‘ <o

(2) The 1986-87 Fund Crisis - - .

Following enactment of the Railroad Retirement Solvency Act of
1983, there was optimism that the retirement fund finally was on a
firm financial foundation and that the decline in rail industry em-
. ployment that had threatened the system would level off. In 1985,
the Railroad Retirement Board (RRB) forecasted that the even sub-
stantial declines in rail employment would not bring about cash-
flow problems in the next 10 to 20 years. However, the RRB did
characterize the fund’s long-term stability “still questionable.”

Because the Tier II tax had not been increased and rail employ-
ment continued to decline, the chief actuary’s 1987 report recom-
mended that the Tier II tax be increased 4.5 percent, effective Jan-
_uary 1, 1988. The report projected possible cash-flow problems as
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early as 2001, under pessimistic assumptions and the present fi-
nancing structure. To address these concerns, the report also rec-
ommended that a panel be formed to examine possible sources of
revenue for the system.

In response, the Omnibus Budget Reconciliation Act of 1987
(1987 OBRA), Public Law 100-203, increased the employer Tier II
tax from 14.75 to 16.1 percent and the employee Tier II tax from
4.25 to 4.9 percent, on wages up to $33,600, effective Janua 1,
1988. The estimated revenue from those tax increases was: $144
million in 1988, $182 million in 1989, and $183 million in 1990. In
addition, the Act increased revenue to the fund by an estimated ad-
ditional $400 million by extending from October 1, 1988, to October
1, 1989, the cut-off date for transfer to the fund of revenue from
the income taxation of Tier II and windfall benefits and removing
the $877 million cap on such transfers. Acting on the recommenda-
tion in the 1987 report of the RRB’s chief actuary, the Act also au-
thorized the establishment of a Commission on Railroad Retire-
ment Reform to report to the Congress on possible solutions to the
system’s long-term financial problems. The Reform Commission’s
report is to be submitted to the Congress by October 1, 1990.

(3) Current Actuarial Status

The 1986 and 1987 annual reports of the RRB were not rosy, rec-
ommending that the Congress take immediate steps to increase
revenue to the system. However, the 1988 report paints a much
more favorable financial picture, due to the establishment of the
Commission on Railroad Retirement Reform, the revenue increases
to the system under the 1987 OBRA, and the increase in the tax
rates for the Unemployment Repayment Tax. No recommendations
for immediate revenue increases are contained in the 1988 report.

(C) THE RAILROAD UNEMPLOYMENT INSURANCE ACCOUNT DEBT

(1) The Consolidated Omnibus Budget Reconciliation Act of 1985

Prior to the 1983 Railroad Retirement Solvency Act, there were
no requirements for repayment of the debt to the retirement fund.
The debt was to be paid, in whole or in part, only if excess funds
were available in the unemployment fund. The Act instituted the
first tax for repayment of that debt.

Provisions in the Consolidated Omnibus Budget Reconciliation
Act of 1985 (1985 COBRA), enacted as Public Law 99-272, increased
the rates of that tax to 4.3 percent, 4.7 percent, and 6 percent for
1986, 1987, and 1988, respectively, under the 1983 Act. The 1985
Act did not change the 2.9 percent rate or the 3.2 percent rate for
1989 and 1990, respectively, under the 1983 Act.

Revenue from the repayment tax can be used only for repayment
of the debt incurred prior to September 30, 1985, plus interest, and
is scheduled to expire on September 30, 1990. It is estimated that
the unpaid balance on that date would be about $600 million. In
fiscal year 1987, payments on the debt totalled $182.9 million, con-
sisting of $138.6 million on principal and $44.3 million in interest.
At the end of that fiscal year, the debt, including accrued interest,
totalled $744.6 million.
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. ., ‘ (2) The.:Teéhn'ical and Miscellaneous Rg‘l]eriue A_ét of:‘1.988 -

In 1988, Congressional concerns over the debt in the 'railrdad.'re-‘ i
tirement, fund led to the enactment of a. number of provisions in

" the Technical and Miscellaneous Revenue Act of 1988, enacted as- - 1

" Public Law100-647. First, the Act increased the repayment tax
rate to 4 percent, effective 1989, until the debt incurred prior to Oc-
tober 1, 1985, with interest,. is. repaid. Second, a new surcharge tax
‘schedule was' instituted—namely, 1.5 percent when the unemploy-
ment account’s net. assets fall'below $100 million, 2.5 percent if less
than. $50 million, and 3.5 percent.if below zero. Third, the Act re-
quired the RRB to submit a report to-the Congress on July 1 of
each year, commencing in 1989, on the status of the railroad unem-
ployment insurance system. : - :

(D) TAXATION OF RAILROAD RETIREMENT BENEFITS
| (1) Taxation of Tier I o
(a) The Social Security Act Amendments.of 1983 R
In the Social: Security.. Act Amendments: of. 1983, -enacted: as.

Public: Law-98-2%, the Congress. acted. on’arlabor-management rec-

.. -~ ommendation that Tier I beriefits be subject. to.the’ sathe-taxation--.. -
... as'Social Sécurity benefits: Conséquently;:the-amount subject.to:tax - -
~ is one-half:of-the excéss of.the-total of-adjusted.gross.income;: plus:- . - -

one-half of the-total Tier I benefits for.the year, plus ‘nontaxable

interest-income over the base of $25,000 for an individual ($32,0000 ~

for joint: filers);: not to exceed; one-half of total Tier 1 benefits for - .
that year..(Adjusted gross income doesnot-include Tier I benefits.)
As an example, for an individual with an adjusted. gross income:

=« -.of:$20,000; $6,000:in:Tier. I benefits, and’$3;000 in. tax-exempt.inter-- - - -

77 est. income:, the computation.would be $20,000 plus $3,000 ¢half of

the Tier I benefit) plus $3,000 (the tax-exempt interest income)

minus $25,000 (the base amount for single filers), yielding $1,000.

%‘?&amount of Tier I benefits subject to-tax is one-half of $1,000, or
In 1987, 9.014 million returns reported a total of $74.2 billion in

Social Security benéfits. Approximately 3.3-million of those returns. -

~had a total of $11.7 billion 'of: Social Security benefits in taxable "

. income, an average of $3,260 of Social Security benefits per return.

(&) The Railroad Retirement Solvency Act of 1983 .

The Railroad: Retirement Solvency Act of 1983, Public Law 98-76,
established: the Social Security Equivalent Benefit Account
(SSEBA), under the Railroad Retirement System, separate from the
Railroad Retirement Account (RRA). The Report of the Office of
Tax Analysis explains SSEBA as follows: “From the SSEBA, re-
tired rail workers receive the amount of Tier I benefits equivalent
to the Social Security benefits they would have received had their
service been covered under the Social Security system rather than
the Railroad Retirement System. The tax liability of the Social Se-
curity-equivalent benefits is transferred to the SSEBA. The remain-
der of Tier I benefits is paid from the Railroad Retirement Account
with the tax liability for this portion transferred to the Railroad
Retirement Account. In 1985, the first full year in which taxes on
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the Tier I benefits were divided between the two accounts, 84 per-
cent were classified as SSEBA payments, with the remaining 16
percent classified as RRA benefits” and, therefore, in excess of
Social Security equivalent benefits.

(¢) The Consolidated Omnibus Budget Reconciliation Act of 1985

The Consolidated Omnibus Budget Reconciliation Act of 1985,
Public Law 99-272, restricted the Social Security income tax for-
mula to only the part of a Tier I benefit equivalent to the amount
of the SSEBA. The Act made the part of a Tier I benefit in excess
of the non-SSEBA subject to same tax as Tier II and all private
pensions, effective the 1986 tax year. The rationale for the change
was that as the rail employee Tier I tax is the same as the em-
ployee Social Security tax, the retired rail employee should not
have a greater income tax advantage than the Social Security ben-
eficiary.

The non-SSEBA is funded by employees’ and employers’ Tier II
tax contributions, the same as are Tier II benefits. As a result, the
RRB must annually make the necessary calculations to enable it to
inform each annuitant of the amount of the Tier I benefit that is
equivalent to Social Security and the amount, if any, that is in
excess of the non-SSEBA. For fiscal years 1988 through 1993, the
RRB has made the following projections of the respective SSEBA
and non-SSEBA:

SSEBA non-SSEBA
(billions) (millions)

Fiscal year:
1988 394 568
1989 411 571
1990 4.26 585
1991 441 591
1992 454 584
1993 4.61 587

The RRB estimates that the change in taxation will generate an
additional $40 million in revenues each year. Under the 1987 Act,
these additional revenues will be credited to the RRA account until
October 1, 1989, the same as are revenues from the taxation of Tier
II benefits.

(2) Taxation of Tier II Benefits

The labor-management negotiated recommendation for the tax-
ation of Tier II benefits was implemented by the 1983 Solvency Act
(P.L. 98-76). However, before final passage, the original bill was
amended to deny Tier II annuitants “a fresh start.” The tax
became effective with the 1984 tax year, with all Tier II benefits
_received before 1984 charged against the recovery of the annu-
itant’s tax contributions to the benefit, even though the benefits
were tax-exempt under the tax law when they were received. That
increased the income tax liability of Tier II annuitants who had re-
tired before 1984.
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The Tax Reform Act of 1986 (P.L. 99-514), eliminated the 3-year
rule for the recovery of private pension contributions, including the
employee Tier II tax. Under that rule, the pension benefits did not

* become taxable until the total contribution of the annuitant was
recovered in benefits over an initial period not to exceed 3 years.
Under the 1986 change, the non-SSEBA portion of Tier I benefits
and all of Tier II benefits become taxable immediately upon re-
ceipt, but on a prorated basis as to the annuitant’s contributions,
taking into consideration the life expectancy of the annuitant. The
same rule applies to all private pensions.

" Under the 1983 Solvency Act vested “dual” benefits have been
subject to.income tax the same as Tier II benefits, effective the
1984 tax year. < :

(E) BENEFIT FORMULAS, QUALIFICATION RESTRICTIONS AND
: LIMITATIONS

' (1) “Last Person Service” Rule

Perhaps the most troublesome qualification rule was the “last
person service” rule, which required a retiree to give up a job (full
or part-time) outside the rail industry to be eligible for an annuity.-
That rule became even more problematic in.recent years because
to reduce employment- many railroad -employers instituted com-
bined early retirement and separation pay plans applicable to em-
ployees who would not be eligible for railroad retirement benefits
for many years after leaving that employment. Many former rail
employees found satisfactory jobs in other industries, only to learn
that they had to give up that employment to collect those benefits
upon reaching the prescribed age. Under the rule, they could quit
that job and apply for the benefits, then go to work for another em-
ployer (but, not a railroad) and continue to receive the benefits,
subject to the applicable earnings limitations. However, they could
not return to work for the last non-railroad employer immediately
preceding the application for benefits. This restriction applied to -
the spouse benefit as well as the retiree’s benefit, part-time em-
ployment as well as full-time employment. .

‘As a result of provisions enacted in the Technical and Miscella-
neous Revenue Act of 1988 (P.L. 100-647), the “last person service”
rule was replaced with a new rule, one which reduces the Tier II
benefit by an amount equal to 50 percent of earnings from the last
non-railroad employer, subject to the limitation that the total re-
duction in Tier II plus supplemental annuity benefits cannot be
more than 50 percent. The new rule continues to apply at -age 70
and beyond, but does not affect Tier I. In post-retirement employ-
ment, Tier I is affected only by the earnings limitations and the
prohibition against railroad employment.

(2) Earnings Lim_itationsl'

Tier I and vested dual benefits are subject to the same earnings
limitations as Social Security: $§1 deduction for each $2 earned over
the limit. For 1989, the maximum earnings limits for the 65-69 age
group are ‘$8,880 (1988—$8,400), and $6,480 for those under 65
(1988—$6,120). The estimated limit amount for 1990 for the 65-69
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age group is $9,120. From age 70 on, there is no earnings limita-
tion.

During the first year of benefits only, the earnings limits are ap-
plied on a monthly basis only in those months in which the
amount earned exceeds one-twelfth of the annual limit for that
year. After the first year, the limits are applied to total annual
earnings, without regard to either the number of months worked or
the amount earned in any 1 month.

Those earnings limitations do not apply to Tier II, nor, in all
cases, to all of Tier 1. The earnings deduction cannot reduce the
Tier I amount to an amount less than the Tier I amount would be,
if computed only on the annuitant’s railroad service through De-
cember 31, 1974. Also, the non-SSEBA portion of a Tier I benefit is
not subject to a reduction for earnings over the limit.

In 1990, the deduction will change to $1 for each $3 earned over
the limit for the 65-69 age group. For the 62-64 age group, the de-
duction will remain $1 for each $2 earned over the limit.

Any railroad retiree contemplating returning to work should
first ask the RRB's district office for a computation of the amount
of the Tier I benefit that would not subject to reduction for excess
earnings.

Opponents of the earnings limitations claim it discourages the el-
derly from working and discriminates against those who need the
additional income most—namely, those with lower-than-average
Social Security benefits. Conversely, those receiving the highest
benefits can earn the same amount, without penalty.

A January 1989 Labor Department report, entitled “Older
Worker Task Force: Key Policy Issues for the Future”, cites that 61
percent of workers 63 and older are working because they “need
the money.” The report also points out that the “earnings test
hurts those who must rely on earned income to supplement retire-
ment income but does not affect those who have substantial income
from savings.” In 1986, according to the Labor Department, 48 per-
cent of the males and 61 percent of the women 65 and older were
working part-time. However, those statistics do not reveal what
percentage of each group was working because they needed the
income, nor the percentage who would prefer to work full-time.

Although bills were pending in the 100th Congress to repeal or
phase-out the Social Security earnings limitations, no final action
was taken on that legislation. No doubt the 101st Congress will see
a renewal of efforts to repeal, phase-out, or otherwise modify, the
Social Security earnings limitations. (For additional discussion of
this issue, please see the Social Security chapter.)

(3) Social Security “Notch’/Railroad Retirement “Notch”

Legislation in the 100th Congress to adjust the Social Security
benefit formula for retirees born between 1917 and 1928 to elimi-
nate the so-called “notch” benefit disparities would benefit railroad
retirees as well as Social Security beneficiaries born in those years.

In the 100th Congress, the Special Committee on Aging and the
House Ways and Means Subcommittee on Social Security, each
held a hearing on this issue. However, the Congress did not take
any final action on notch legislation.
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“There. seems to be' no dispute that a result of the 1972 amend-
ments followed by the 1977 amendments to the Social Security Act
was comparatively lower benefits for those born after 1916 than for
those born before 1917. Supporters of the ‘“corrective” legislation
claim .that this result was not intended by Congress and that the
- benefits of that group should be increased to bring their benefits
- more in line with the benefits of the group born before 1917. Propo-
nents claim that the notch-has already . affected almost 10 million
retirees, and that each year about 1.6 million new retirees born in
the 1920’s will experience the notch. On the other hand, opponents
- of the proposed legislation contend that the pre-1917 group are get-
ting an unintended “bonanza,” that the post-1916 birth group are
receiving what was intended, and that “corrective” legislation
would be too costly. =~ : ,

A 1988 General Accounting Office (GAO) Report on “The Notch

Issue” concluded, among other things, that “Additional payments
. ... through 1996 could range from about $20 billion to over $300
billion. Using current trust fund balances to finance notch reme-
dies would slow -attainmernt of minimum contingency reserve levels
and could put the system at additional risk should there be an eco-
- nomic downturn. Also, in comparing the notch with patterns of
income, - assets, and health -status, retirees likely to experience
larger disparities have, on average, higher incomes ‘and more
assets.' Those who. tend to be in poorer health are more likely to
experience smaller benefit disparities.” - ’

" The GAO study also points out that: “Under 1983 legislation,
current workers (who would be taxed to pay higher benefits to
notch beneficiaries) already pay higher taxes than would be neces-
-sary under the pay-as-you-go concept-to partially fund their own
future benefits and reduce future workers’ tax burden. Imposing
additional taxes on these current workers to finance a higher re-
placement rate for the notch group (many of which already receive
a higher replacement rate than-can be anticipated. by current -
workers) would raise significant issues of equity.” =~ = - o

Nevertheless; as long as enough Social Security beneficiaries be-
lieve they are being victimized by notch, there likely will be legisla-
tive proposals in the Congress to address this issue. (For further
discussion of this issue, please see chapter 1.) = '

. (F) THE 1988 REDUCTION IN THE DUAL BENEFIT

Under current law, payment of the “dual” benefit depends on an
annial appropriation by Congress from the General Treasury. If
the amount appropriated for a particular year is not sufficient for

- payment of the benefit in full for that year, the RRB must reduce

the benefit payments accordingly. o .
- That occurred in fiscal year 1988. As a. result of the “Budget
Summit” agreement between Congress and the Administration,
providing for an across-the-board budget cut, for that fiscal year,
dual benefits were reduced. That agréement was implemented by
the Continuing Resolution for fiscal year 1988-(P.L. 100-202), en-
acted December 22, 1987. : S

Because of the resulting appropriation shortfall for the dual ben-
efit payment account, the RRB made the 1-year reduction in dual
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benefit payments in the six monthly payments on April 1, 1988,
through September 1, 1988. The appropriated for fiscal year 1989 is
sufficient to finance monthly payments in full for that period.

(G) THE 1987 COMMISSION ON RAILROAD RETIREMENT REFORM

To address the long-term financing concerns of the railroad re-
tirement system, provisions in the Omnibus Reconciliation Act of
1987, Public Law 100-203, authorized the establishment of a Com-
mission on Railroad Retirement Reform. The Act called for a
seven-member commission, to include four members appointed by
the President (one recommended by rail labor, one by rail manage-
ment, one by commuter railroads, and one representing the general
public), one public member appointed by the president pro tempore
of the Senate, one public member appointed by the Speaker of the
House, and one public member appointed by the Comptroller Gen-
eral. By early 1989, a fully appointed membership was ready to
commence its work.

Specifically, the Reform Commission’s mandate is to conduct a
study of the railroad retirement system’s short-term and long-term
solvency and to recommend to the Congress revisions to the system
to assure the provision of retirement benefits to former, present,
and future railroad employees on an actuarially sound basis. The
financing revisions the Reform Commission are to examine include
the advisability of restructuring the financing of railroad retire-
ment benefits through increases in the Tier II tax rate, increasing
the Tier II tax wage base, imposing a tax on operating revenues,
revising in the investment policy of the railroad retirement pen-
sion fund, and establishing a privately funded and administered
railroad industry pension plan.

The Reform Commission’s study is to be submitted to the Con-
gress by October 1, 1990,

3. ProGgNoOSIS

No substantive structural changes in the railroad retirement
system are likely before the 102d Congress because the Reform
Commission’s report is not due until October 1, 1990. If any rail-
road retirement benefits become an issue in the 101st Congress, the
issue likely will be raised by the budget process in connection with
efforts to reduce the Federal deficit.

As of early 1989, the Bush Administration was seriously consid-
ering retaining a number of railroad retirement proposals in the
Reagan budget proposal for fiscal year 1990. Included was a propos-
al to shift from the Federal Treasury to the rail industry 25 per-
cent of the annual cost of ‘“‘the Federal Subsidy” for the dual bene-
fit. Under current law, all of those benefits are paid out of the Fed-
eral Treasury. In addition, the Fiscal Year 1990 Reagan budget pro-
posed to pay uniform rail pension COLA’s for all non-Social Securi-
ty equivalent benefits. That would mean that the non-SSEBA por-
tion of Tier I would receive the same COLA as Tier II, 32.5 percent
of the Tier I SSEBA COLA.

In addition, other railroad retirement proposals may be included
in the report of the National Economic Commission, established
under Public Law 190-203, “to reduce the Federal budget deficit
while promoting economic growth and encouraging saving and cap-
ital formation.” The report is due March 1, 1989.
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nue. These rulings were based on the determination that if Con-
gress had intended to make Social Security benefits taxable, it
would have provided the legislative authority to tax them when
Social Security was created.

In 1983, the National Commission on Social Security Reform rec-
ommended that the Social Security benefits of higher income re-
cipients be taxed, with the revenue put back into the Social Securi-
ty trust funds. The proposal was part of a larger set of recommen-
dations entailing financial concessions by employees, employers,
and retirees alike to rescue Social Security from insolvency.

The Congress acted on this recommendation with the passage of
the Social Security Act Amendments of 1983. As a result, up to
.one-half of the benefits of Social Security-and railroad retirement
recipients with incomes over $25,000:($32,000 for joint filers)
became subject to taxation. Since taxes already-have been paid on
.the retired worker’s share to the Social Security system, only -the
‘one half regarded as the employer’s contribution (and on which
-income taxes have. not previously been paid) is taxable. In the case
of railroad retirement recipients, only the Social. Security-equiva-
:lent portion (Tier I) is affected. In:1987, approximately 12 percent

.of Social Security beneficiaries. were subject to this tax. -+ © -
. > The limited application of the tax on Social Security benefits re-
flects the Congressional concern that lower- and' moderate-income
taxpayers not be subject to this tax.”Because the tax thresholds are
not indexed, however, with  time, beneficiaries of more mddest
‘means will also be impacted. Cae el e

The tax treatment of Social Security benefits is noteworthy’ for
another reason. Under the. 1983.formula, Social Security:. income
became the only initially tax-exempt income which can be:pulled
(up to 50 percent) into taxable income status by the total of other
taxable income and tax-exempt interest income.

Revenues from the taxation of Social Security benefits have con-
tinued to increase. In 1984, approximately $3 billion in taxes were
paid.into the Social Security trust funds. In 1985, that figure rose
to $3.4 billion, and in 1986, to $3.7 billion., - -~ . /.- . « - © ..

In 1987, as a result of the lower, tax rates provided under the Tax
Reform Act of 1986, tax revenues-from Social Security are expected
to slip to $3.5 billion. But they are expected to resume their climb
each year thereafter. In.1991; the last year for.which projections
are available, these tax revenues aresexpected to exceed-$5 billion.
o ™~ '(B) 'ELDERLY TAX CREDIT =~ * - - %7
. Officially named the Tax Credit for the: Elderly and the: Perma-
nently and Totally Disabled, the elderly tax credit: was enactéed in
1954 with the codification of the Internal.Revenue. Code. Under
this provision; qualifying retirees receive a tax credit ‘equal to 15
percent of the first $5,000 (for single filers) and $7,500 (for joint
filers) both of which are qualified individuals. .. - < 5. .7

. Congress established-the credit. to-correct inequities in the tax-
ation of different types of retirement income. Prior to 1954, retire-
‘ment income -generally.was taxable, while Social Security.and rail-
road retirement (Tier I) benefits were tax-free. To provide roughly
similar treatment of these different types of retirement income, the



85

new provision allowed retirees, 65 and older, a tax credit equal to
15 percent of the total of all retirement income.

In the Social Security Act Amendments of 1983, the Congress
limited the credit to those 65 and older, or disabled. The Act also
increased the initial amounts which qualify for the credit.

(C) ONE-TIME EXCLUSION OF CAPITAL GAINS ON THE SALE OF A HOME

The one-time home sale capital gains exclusion originated in the
Internal Revenue Act of 1964. It was viewed as a way to protect
homeowners from incurring tax liability on gains which were
thought to result largely from inflation. In addition, proponents as-
serted that the Government should not tax away assets people had
accumulated for retirement through home-ownership, nor discour-
age elderly persons from selling their homes to reduce expenses or
to move to smaller quarters.

Originally, capital gains of $20,000 of the adjusted sales price of
the house for persons 65 and older were excluded. Over the years,
Congress raised the maximum excludable gain to $125,000 to re-
flect increases in average market prices for housing and lowered to
55 the age at which the exclusion can be taken.

(D) TAX REFORM ACT OF 1986

The Tax Reform Act of 1986 made such sweeping changes to the
Internal Revenue Code that the Congress chose to issue the code as
a completely new edition—something that has not occurred since
1954. As a result of the Act, the elderly were provided an increase
in the amount of the standard deduction as well as other advan-
tages available to the general population. Partially offsetting these
benefits are the repeal of the extra personal exemption for the el-
derly (effective after 1987), the lowering in the medical deduction,
and the end of the initial tax-free status of private pensions.

TABLE 1.—PERSONAL INCOME TAX RATES

1388 1989

Taxable income (m) Taxable income (Tpa:roreantf)
Married filing jointly:
$0-$29,750 15 $0-$30,950 15
$29,750-871,900 .........oooocmrermmrerrmeenecemnenenrennes 28 $30,950-$74,850 28
$71,900-8149,250 1 .......coovoooeeerveeeneneenanenenen 3
Over $149,250 28
Single:
$0-$17,850 15 $0-$18,550 15
$17,850-$43,150 28 $18,550-$44,900 28
$43,150-$89,560 1.. 33 $44,800-393,130 3

Over $89,560 28

1 The benefit of the 15 percent bracket is phased out when taxable income exceeds $43,150 (single) and $71,900 (joint). The top figure for
g'iegziig:;%efwnt bracket increased by $10,920 in 1988 for each exemption. For example, the 33 percent bracket for a family of 4 was $71,900 to

(1) Extra Personal Exemption for the Elderly

The extra personal exemption for elderly persons was enacted in
1948 to provide some relief from the effects of the postwar economy
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on the elderly. At that time, this provision removed an estimated
1.4 million elderly taxpayers and others (blind persons also were
provided the extra personal exemption) from the rolls, and reduced
the tax burden for another 3.7 million. Effective in 1987, the ex-
emption was no longer available. : ’ :

(2) Deduction of Medical and Dental Expenses

Under prior law, medical and dental expenses, including insur-
ance premiums, copayments, and other direct out-of-pocket costs,
were deductible to the extent that they exceeded 5 percent of a tax-
payer’s adjusted gross income. The 1986 tax law raised the thresh-
old to 7.5 percent. - : ) ' ‘ E )

Since the elderly require more health care per capita than the
nonelderly, the cut in the medical deduction could have a dispro-
portionately negative impact on some elderly persons. Although
persons 65 and older constitute about 12 percent of the population,
their health care expenditures account for about one-third of the
national total. In 1984, the annual average per capita expenditure
for the elderly was $4,200, compared with $1,200 for those -under
65. However, it should also be noted that the availability of Medi-
care lessens, to some extent, the importance of the medical deduc-
tion to elderly persons. .

' (3 Privdté Pensions

Prior to 1986, retirees under the civil service. retirement ‘system
or any other contributory pension plans generally had the benefit
of ‘the so-called 3-year rule. The effect of this rule was to exempt,
up to a maximum of 3 years, pension payments from taxation until
the amount of previously taxed employee contributions made
during the working years was recouped. Once the employee’s. share
was recouped, the entire pension became taxable.

Under the 1986 Act, the employer’s contribution and previously
.untaxed investment earnings of the payment are calculated each
month on the basis of the worker’s life expectancy, and taxes are
paid on the annual total of that portion. Retirees who live beyond
their estimated lifetime then must begin paying taxes on the entire
annuity, the rationale being that the retiree’s contribution has °
been recouped and the remaining payments represent only the em-

_ployer’s contribution. For those who die before this point is
reached, the law allows the last tax return filed on behalf of the
deceased to treat the unrecouped portion of the pension as a deduc-
tion. .

With a higher taxable income, some pensioners may.be pushed
into a higher tax bracket as a result of the provision. However, any
initial tax increases are likely offset over the long run by the tax
break on the retired worker’s share of the pension during his or
her estimated life time. - ' :

I

() Personal Exemptions and Standard Deductions

The new tax law provides for phased-in increases in the personal
exemption. In 1988, the personal exemption was increased to
$1,950, and for years 1989 and beyond, it will be increased to
$2,000. ‘
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TABLE 2.—STANDARD DEDUCTIONS BY FILING STATUS

Standard deduction

Filing status Under 65 and  Age 65 or older
not blind or blind

1988:

Single $3,000 $3,750
Martied filing jointly 5,000 5,600
Married filing separately 2,500 3,100
Head of household 4,400 5,150
Qualifying widow (er) 5,000 5,600

1 Use 2d column if either spouse is 65 or older or biind.

(9) Filing Requirements and Exemptions

An estimated 6 million additional taxpayers—many of them el-
derly—were exempted from filing income tax forms under the 1986
tax law. The law raised the levels below which persons are exempt-
ed from filing Federal income tax forms. Single persons 65 or older
do not have to file a return if their income is below $5,650. For
married couples filing jointly, the limit is $9,400 if one spouse is 65
or older or $10,000 if both spouses are 65 or older. Persons who are
claimed as dependents on another individual’s tax return do not
have to file a tax return unless their unearned income exceeds
$500 or their gross income exceeds their maximum allowable stand-
ard deduction ($3,100 for persons 65 or older or blind, $3,700 for
persons who are both 65 or older and blind).

(6) Repeal of Other Provisions

A number of other provisions repealed by the 1986 Act also are
of interest to elderly taxpayers. These include:

The dividend exclusion of up to $100 per taxpayer;

The 60 percent exclusion on capital gains (after 1986, capital
gains will be treated as ordinary income);

The deductions for contributions to IRA’s by taxpayers above
certain income levels who participate in employer-provided
pension arrangements;

The deduction for nonmortgage interest expense will be
phased out through 1991;

The deduction for State and local sales tax (not a discretion-
ary expenditure on necessities such as groceries, medicines,
and prescription drugs); and

The income-averaging method of computing income tax.

2. IssuEs
(A) THE IMPACT OF TAX REFORM

The full impact of the tax reform measure will not be felt by
many Americans until this year. Many provisions go into full effect
this year.

One study prepared for the American Association of Retired Per-
sons concludes that the 1986 tax reform measure ultimately will
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‘remove about 2 percent of the elderly from the tax rolls, and that .
tax payments for this age group as a whole will decline overall by
about 1 percent. The study also concludes that on the whole the
benefits of the new code to the elderly are substantially less than
those to the nonelderly. Average tax savings are estimated at $18
and $401, respectively, for the two groups.

(B) SOCIAL SECURITY EARNING LIMITATIONS

Under current law, the working Social Security beneficiary loses
$1 of benefits for every $2 earned over a specified limit. In 1988,
the earnings limitation was $8,400 for the 65-69 age group (in 1990,
the deduction will change to $1 for every $3 earned over the limit)
and $6,120 for those under 65. For those over .69, there is no limit
on earnings. e S o

After the first year in which Social Security benefits are re-
.ceived, the earnings limitation is applied to total annual earnings,
without regard. to the number of months worked or the amount
-earned in any particular month. During the first year, the limits
are applied on a monthly basis., = - . S . :

In 1988, bills were proposed to reduce or repeal the Social Securi-
ty earnings limitation. Backers. of this legislation have emphasized
that the law discourages older men and women from working, and,
-‘when- taken together with deductions, FICA and income taxes, the
limitation can .amount to a tax rate of 50 percent or higher. This
poses ‘particular hardships on older workers who cannot' afford to
retire and must continue working. In 1984, earnings accounted for
one-quarter of the aggregate income of older taxpayers. ’

Additionally, opponents of the Social Security earnings limita-
tion pointed out that the law discriminates against Social Security
recipients with less benefits because they are subject to the same
earnings ceiling -as these receiving larger benefits. :

On broader. grounds, opponents contended-that tax and public
policies should encourage older men and women to continue work-
ing as long as they are willing and able. By eliminating the: earn-
ings limitation, more older men and women likely would continue
contributing to the economic production of the Nation. - '

-The principal obstacle facing such.proposals is financial: Over a
5-year period, the cost of repealing the Social Security earnings
limitation is estimated at $16 billion. In times -of record Federal -
budget deficits;, revenue losses of this- magnitude pose larger eco-
nomic implications. However, under a modified proposal (discussed
in chapter 1), costs would be significantly less, thus increasing the
chances of Congressional action.

. (C) INCENTIVES FOR RURAL PRIMARY CARE

- Despite increased numbers of physicians, it remains difficult to
impossible to attract needed physicians to medically underserved
and remote rural areas. Further exacerbating this problem is that
up to 25 percent of rural physicians will retire or relocate within
the next'5 years. Without a concerted effort of Federal and State
governments, elderly persons living in rural areas will increasingly
find it impossible to receive necessary health care.
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In response, Senator David Pryor has introduced the Rural Pri-
mary Care Incentives Act of 1989, S. 1060. The legislation would
-provide primary care physicians who practice in federally designat-
ed high priority health manpower shortage areas a tax credit of
$12,000 per year for 3 years based on a b-year service incentive. Ad-
ditionally, it would eliminate the taxable status of funds given to
health personnel through the National Health Services Corpora-
tion Loan Repayment Program.

Presently, the bill is before the Senate Committee on Finamce. It
should receive serious consideration in the Senate during: the 1990
session.

B. SAVINGS

1. BACKGROUND

Since 1981 there has been considerable emphasis on increasing
the amount of capital available for investment. By definition, in-
creased investment must be accompanied by an increase in savings.
Total national savings comes from three sources: Individuals saving
their personal income, businesses retaining their profits, and the
Government savings when tax revenues exceed expenditures. As
part of the trend to increase investment generally, new or expand-
ed incentives for personal savings and capital accumulation have
been enacted in recent years.

At the same time, retirement income experts have suggested that
incentives for personal savings be increased to encourage the accu-
mulation of greater amounts of retirement income. Many retirees
are dependent primarily on Social Security for their income. Thus,
some analysts favor a better balance between Social Security, pen-
sions and personal savings as sources of income for retirees. The
growing financial crisis that faced Social Security in the early
1980’s reinforced the sense that individuals should be encouraged
to increase their preretirement savings efforts.

The life-cycle theory of savings has helped support the sense that
personal savings is primarily saving for retirement. This theory
postulates that individuals save little as young adults, increase
their savings in middle age, then consume those savings in retire-
ment. Survey data suggests that savings habits are largely depend-
ent on available income versus current consumption needs, an
equation that changes over the course of most individuals’ life-
times.

The consequences of the life-cycle savings theory raises questions

- for Federal savings policy. Tax incentives may have their greatest
appeal. to those already saving at above-average rates: Taxpayers
who are reaching maturity, earning above-average incomes and
subject to relatively high marginal tax rates. Whether this group
presently is responding to these incentives by creating new savings
or simply shifting after-tax savings into tax-deferred vehicles is a
continuing subject for disagreement among policy analysts. For
taxpayers who are young or have lower incomes, the tax incentives
may be of little value. Expanding savings in this group necessitates
a trade-off of increased savings for current consumption, a behavior
which they are not under most circumstances inclined to pursue.
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As a result, some observers have concluded that tax incentives will
- contribute little to the adequacy of retirement income for most in-
dividuals, especially those at the lower end of the income spectrum.
The dual interest in increased capital accumulation and im-
“proved retirement income adequacy has sparked an expansion of
tax incentives for personal retirement savings over the last decade.
However, in recent years, Congress has begun to question the im-
portance and efficiency of expanded tax incentives for personal sav-
ings as a means to raise capital for national investment goals, and
as a way to create significant net new retirement savings. These
issues received attention in 1986 as part of the effort to improve
the fairness, simplicity and efficiency of Federal tax incentives.

The role of savings in providing income in retirement has in-
creased gradually over the last decade as new generations of older
Americans with greater assets have reached retirement. In 1986, 26
percent of elderly income came from assets, compared with only 16
percent in 1962. Fully, 67 percent of the elderly had some income
from assets in 1984, compared with 54 percent in 1962. o

The distribution of- asset income varies for different elderly sub-
groups. As 1986 figures-indicates, the oldest old are less likely to
have asset income than the younger elderly. Only 62 percent of
those 80 and older had asset’ income in 1986, compared with 68 per-
cent-of those in the 65-69 age group. In 1986, 71 percent of ‘elderly
men had asset income, ‘compared 'with 66 percent of elderly women.
Whites are more than twice as likely to have asset income as other
races; 71 percent of elderly whites had asset’incomé, compared to
only 30.percent for blacks and 31 percent of the elderly of Spanish
origin: . S T n

-Finally, the likelihood of asset income receipt is 'directly propor-
tional to total income. Asset income is much more prevalent among
individuals with high levels of retirement income. Only 27 percent
of elderly persons with incomes less than ‘$5,000 receive income
from assets; while -84 percent of those with incomes between
$10,000 and $20,000 and 95: percent of those with income -over
$20,000 receive some asset income. One-third of the elderly with in-
comes greater than $20,000 relied on assets to provide more than
half of their retirement income, while only.11 percent of those with
income less than $5,000 relied on assets for:more than half their
retirement income. : S -

Historically income from-savings and other assets has furnished
a.small but growing portion-of total retirement income. Assets
remain a far more important source of income for the retired popu-
lation on the whole than. pension annuities, largely because less
than one in three retirees receive pension benefits. . ‘

The effort to increase national investment springs from a percep-
tion that governmental, institutional and personal savings rates
are lower than the level necessary to support a healthy economy.
Except for a period during World War IT when personal savings ap-
proached 25 percent of income, the personal savings rate .in the
United .States has-ranged between 5 percent and 8 percent of dis-
posable income. (Chart 1 shows the variation in personal .savings
rates as a function of disposable personal income from 1947-87.)
Many potential causes for these variations have been-suggested, in-
cluding demographic shifts in the age and composition or families
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and work forces and efforts to maintain levels of consumption in
the face of inflation. Personal savings rates in the United States
historically have been substantially lower than in other industrial-
ized countries. In some cases it is only one-half to one-third of the
savings rates in European countries.

ART 1

PEASONAL SAVINGS RATE
UNITED STATES: 1947 - 1987
10

PERSONAL
SAVINGS
AS A
PERCENT OF &
DISPOSABLE
PERSONAL
INCOME

YEAR

SOURCE: National Income Product Accounts. Buresu of Economic Analysjs, Department of Comserce.

For 1987, Commerce Department figures indicate that the per-
sonal savings rate was 3.8 percent, about the same as 1986. For the
third and fourth quarters of 1987, the rates were 2.8 percent and
4.5 percent, respectively. Analysts suggest that without savings in
corporate pensions, the country actually experienced a decline in
savings overall. In part, this dramatically low figure may reflect an
increase tendency to purchase goods on consumer credit. Given the
additional expansion of tax incentives for retirement savings in
recent years, the low rate of personal savings raises serious doubts
about the effectiveness of those incentives. If retirement savings
only take place in employer-sponsored plans, then policy analysts
argue that retirement income goals might be better served by poli-
cies favoring these, rather than individual savings vehicles.
I21Even assuming present tax policy creates new personal savings,
critics suggest this may not guarantee an increase in total national
savings available for investment. Federal budget surpluses consti-
tute savings as well; the loss of Federal tax revenues resulting
from the tax incentives may offset the new personal savings being
generated. Under this analysis net national savings would be in-
creased only when net new personal savings exceeded the Federal
tax revenue foregone as a result of tax-favored treatment.
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Recent studies of national retirement policy have recommended
strengthening individual savings for retirement. Because historical
rates of after-tax savings have been low, emphasis has frequently
been placed on tax incentives to encourage savings in the form of
voluntary tax-deferred capital accumulation mechanisms.

The final report of the President’s Commission on Pension Policy
issued in 1981 recommended several steps to improve the adequacy
of retirement savings, including the creation of a refundable tax
credit for employee contributions to pension plans and individual
retirement savings. Similarly, the final report of the National Com-
mission on Social Security recommended increased contribution
limits for IRA’s. In' that same year, the Committee for Economic
Development—an independent, nonprofit research and educational
organization—issued a report which recommended a strategy to in-
crease personal retirement savings that included tax-favored con-
tributions by employees covered by pension plans to IRA’s, Keogh
plans, or the pension plan itself. o .

These recommendations’ reflected ongoing interest in increased
savings opportunity. In each Congress since the passage of the Em-
ployee Retirement Income Security Act (ERISA) in 1974, there
have been expansions in tax-preferred savings devices. This contin-
ued with the passage of the Economic Tax Recovery Act of 1981
(ERTA). From the perspective of retirement-specific savings, the
most important provisions were those expanding the availability of
IRA’s, simplified employee pensions, Keogh accounts and employee
stock ownership plans (ESOP’s). ERTA was followed by additional
expansion of Keogh accounts in the Tax Equity and Fiscal Respon-
sibility Act of 1982 (TEFRA), which sought to equalize the treat-
ment of contributions to Keogh accounts with the treatment of con-
tributions to employer-sponsored defined-contribution plans.

The evolution of Congress’ attitude toward expanded use of tax
incentives to achieve socially desirable goals holds important impli-
cations for tax-favored retirement savings. When there is increas-
ing competition for Federal tax expenditures the continued exist-
ence of tax incentives depends in part on whether.they can stand
scrutiny on the basis of. equity, efficiency in delivering retirement
benefits, and their value to the investment market.economy..

2. IssuEs
(A) INDIVIDUAL RETIREMENT ACCOUNTS (IRA’S)

(1) Pre-1986 Tax Reform

The extension of IRA’s to pension-covered workers in 1981 by
ERTA resulted in dramatically increased IRA contributions. In
1982, the first year under ERTA, IRS data showed 12.1 million IRA
accounts, nearly four times the 1981 number. In 1983, the number
of IRA’s rose to 13.6 million, 15.2 million in 1984, and 16.2 million
in 1985. In 1986, contributions to IRA’s totalled $38.2 billion. The
Congress anticipated IRA revenue losses under ERTA of $980 mil-
lion for 1982 and $1.35 billion in 1983. However, according to Treas-
ury Department estimates, revenue losses from IRA deductions for
those years were $4.8 billion and $10 billion, respectively. By 1986,
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the estimated revenue loss had risen to $16.8 billion. Clearly, the
program had become much larger than Congress anticipated.

The rapid growth of IRA’s posed a dilemma for employers as well
as Federal retirement income policy. The increasingly important
role of IRA’s in the retirement planning of employees began to di-
minish the importance of the pension bond which links the inter-
ests of employers and employees. Employers began to face new
problems in attempting to provide retirement benefits to their
work forces.

A number of questions arose over the efficiency of the IRA tax
benefit in stimulating new retirement savings. First, does the tax
incentive really attract savings from individuals who would be un-
likely to save for retirement otherwise? Second, does the IRA tax
incentive encourage additional savings or does it merely redirect
existing savings to a tax-favored account? Third, are IRA’s retire-
ment savings or are they tax-favored savings accounts. used for
other purposes before retirement?

Evidence indicated that those who used the IRA the most might
otherwise be expected to save without a tax benefit. Low-wage
earners barely used IRA’s. The participation rate among those with
less than $20,000 income was two-fifths that of middle-income tax-
payers ($20,000-$50,000 annual income) and one-fifth that of
-higher-income taxpayers ($50,000 or more annual income). Also,
younger wage earners, as a group, were not spurred by the IRA tax
incentive. As the lifecycle savings hypothesis suggests, employees
nearing normal retirement age are three times more likely to.con-
tribute to an IRA than workers in their twenties. Those without
other retirement benefits also appear to be less likely to use an
IRA. Employees with job tenures greater than 5 -years display a
higher propensity toward IRA .participation at all income levels.
For those not covered by employer pensions, utilization generally
increases with age, but is lower across all income groups than for
those who are covered by employer pensions. In fact, 46 percent of

- IRA accounts are-<held by ind#viduals with vested pension rights.

Though a low proportion of low-income taxpayers utilize IRA’s
relative to higher income counterparts, those low-income individ-
uals who do contribute to an IRA are more likely than their high-
income counterparts to make the contributions from salary rather
than pre-existing savings. High-income taxpayers apparently are
more often motivated to contribute to IRA’s by a desire to reduce
their tax liability than to save for retirement.

One of the stated objectives in the creation of IRA’s was to pro-
vide a tax incentive for increased savings among those in greatest
need. This need appears to be most pressing among those with low
pension coverage and benefit receipt resulting from employment
instability or low average career compensation. However, the likeli-
hood that a taxpayer will establish an IRA increases with job and
income stability. Thus, the tax incentive appears to be most attrac-
tive to taxpayers with relatively less need of a savings incentive.
As a matter of tax policy, IRA’s could be an inefficient way of im-
proving the retirement income of low-income taxpayers.

An additional issue was whether all IRA savings are in fact re-
tirement savings or whether IRA’s were an opportunity for abuse
as a tax shelter. Most IRA savers probably view their account as
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retirement savings and ‘are inhibited from tapping the money by
the early 10-percent penalty on withdrawals before age 59%. How-
ever, those who do not intend to use the IRA to save for retire-
ment, can still receive tax benefits from an IRA even with early
withdrawals. Most -analysts agree that the additional buildup of
earnings in the IRA, that occurs because the earnings are not
taxed will surpass the value of the 10-percent penalty after only a
few years, depending upon the interest earned. Some advertising
for IRA savings emphasized the weakness of the penalty and pro-
moted IRA’s as short-term shelters. Although.the tax advantage of
an IRA is greatest for those who can defer their savings until re-
tirement, they are not limited to savings deferred for retirement.

An additional concern is that the IRA was not equally available
to all taxpayers who might want to save for retirement. Nonwork-
ing spouses of workers saving in an -IRA could contribute only an
additional $250 a year. Some contended that this created an inequi-
ty between two-earner couples who could contribute $4,000 a year
.and one-earner couples who could contribute only $2,250 in the ag-
gregate. They argued that it arbitrarily reduces the retirement
income of spouses, primarily women, who spend part or all of their
time out of the paid work force. Those who opposed liberalization
of the contribution rules contended that any increase would pri-
marily advantage middle- and upper-income taxpayers, since the
small percentage of low-income taxpayers who utilized IRA’s often
did not contribute the full $2,000 permitted them each year.

(9) Post-1986 Tax Reform.

The IRA provisions of the 1986 Tax Reform Act were among the
most significant changes affecting individual savings for retire-
ment. To focus the deduction more effectively on those who need it,
the Act repealed the deductibility of IRA contributions for pension
plan participants and their spouses, with-an adjusted gross income
(AGD in excess of $35,000 (individual) or $50,000 (family). For pen-
sion-covered workers and their spouses with AGI’s between $25,000
and - $35,000 (individual) or $40,000 and $50,000 (family) the maxi-
mum deductible IRA contribution is reduced in relation to their in-
comes. Workers in families without pensions, and pension-covered
workers with. AGI’s below $25,000 (individual) and $40,000 (family)
retain the $2,000 per year IRA contribution. Ever with the loss of
the IRA deduction for some workers, however, all IRA accounts,
even those receiving only after-tax contributions, continue to accu-
mulate earnings tax free. .

(B) EMPLOYEE STOCK OWNERSHIP PLANS (ESOP’S)

(1) Pre-1986 Tax Reform

Employee stock ownership plans were promoted as a means for
transferring the ownership of a company’s capital to its workers.
Although ESOP’s can become a valuable source of .retirement
income to supplement Social Security, pension benefits and person-
al savings, they are not designed (or intended) to be an employee’s
sole or primary retirement savings vehicle, or a replacement for a
traditional pension arrangement. Such a plan can offer an
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employee a potential investment return exceeding that of a stand-
ard pension plan if the company is growing at a substantial rate or
is consistently profitable.

However, under an ESOP, an employee not only bears the risk of
the plan’s investment performance, but also the additional risk of
relying on a nondiviersified investment portfolio. As the value of a
company’s shares can fluctuate over a wide range in response to
the employer’s fortunes, an ESOP cannot be considered a secure
primary retirement vehicle for participants. In recent years, there
was considerable concern when some corporations terminated their
defined benefit pension plans and replaced them with ESOP’s,

The most sensitive issue surrounding employee stock ownership
plans was their expanding use in closely held corporations, where
the value of the stock to employees is uncertain. For employees to
have meaningful ownership interest in their employer through par-
ticipation in an ESOP, the stock must be fairly valued and the em-
ployees must have some control over the way in which the stock is
voted. But in a privately held corporation, one or both of these ele-
ments may be missing or constrained. It is difficult to value ESOP-
contributed stock of a privately owned corporation because there is
no ready market for its resale. This creates an enormous potential
for abuse. By overvaluing stock contributions an employer-owner
can inflate the tax benefit received while employees may be hurt
because the real value of the stock is less than its nominal worth.

Although Congress clearly had expressed its intent to encourage
employee stock ownership, the effectiveness of the ownership and
productivity incentives, which form the basis of congressional
policy, became debatable. In the case of ESOP’s in closely held cor-
porations with limited voting rights passthrough, the absence of
voting rights and of a ready market for resale, cast doubt on the
existence of any realistic incentive at all. Even in publicly traded
corporations with full passthrough voting, some employee organiza-
tions have argued that stock in the ESOP does not accumulate fast
enough compared to the total amount of stock outstanding to give
employees any significant voice in corporate decisionmaking. As a
result, several employee organizations opposed the implementation
of ESOP’s unless coupled with representation on the employer’s
board of directors.

The ESOP concept had been supported by Congress in spite of
these unresolved issues. It is important to note, however, that since
an ESOP’s value is inextricably tied to the financial health of the
employer, their implementation should be traded off against cur-
rent wages rather than retirement benefits when being used to
save financially distressed employers. If an ESOP is used to replace
pension benefits, the demise of the employer could wipe out a sub-
stantial portion of an employee’s retirement income as well. How-
ever, by exchanging the ESOP for current wages, an employee’s re-
tirement benefit remains insulated to some degree from the conse-
quences of the employer’s potential demise, while a much stronger
link is forged between productivity incentives and the employee’s
present compensation.
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(2) Post-1986 Tax Reform

The Tax Reform Act of 1986 significantly affected ESOP’s, both
in their taxation and the manner in which they may be managed.
Generally, the new rules were aimed at increasing the attractive-
ness of ESOP’s and the protections available to participating work-
ers. .

To reduce the risk associated with ESOP’s the Act requires that
partial diversification of a plan for workers nearing retirement be
allowed. As result, a worker at 55 with at least 10 years of service
may diversify up to 25 percent of his or her account. At age 60, the
amount that which can be reinvested in other securities increases
to 50 percent. At least three investment options must be provided.

In addition, the Act shortened the period within which’ distribu-
tions to participants must be made. Under current law, unless the
retired worker elects otherwise, distributions must bégin nolater
than 1 year after retirement, disability, or death. -

The 1986 law also established a number of tax incentives, includ-
ing an estate tax deduction of 50 percent of the.proceeds from a
sale of an ESOP’s assets. The deduction is effective for estate sales
through 1991. - o o R

(C) RESIDENTIAL RETIREMENT ‘ASSETS-_'
(1) Pre-1986 Tax Reforni" V

Tax incentives, which long have promoted the goal of home own-
ership, include the income tax deductions for real estate taxes and
home mortgage interest. As in-the one-time exclusion of capital
gains on the sale of a home these tax breaks recognize that for
many elderly persons a home may represent their principal or only
retirement-asset. - . .

(2) Post-1986 Tax Reform’

Prior to the 1986 Tax Reform Act, all real estate mortgage inter-
est was tax deductible. To generate new Federal revenues, the Act
limited the deduction to.interest on home mortgages or home
equity loans taken out on a principal residence or a second home to
purchase a home, make.home improvements, or pay medical or
educational expenses. Thus, interest paid on any part of the loan
used for -other purposes no longer qualifies for the deduction. (The
deduction for real estate taxes remains unchanged.)

‘The home mortgage interest deduction was further- restricted
under the Omnibus Budget Reconciliation Act of 1986 (P.L. 100-
203).. The Act placed a ceiling on the amount of a mortgage that
qualifies for, the tax deduction. For loans used to acquire or im-
prove a principal or second residence, the limit is $1 million. For
home loans used for other debt purposes (limitation to medical or
educational debts eliminated), the cap is $100,000.

C. PROGNOSIS

In coming years, the full impact of the 1986 Tax Reform' Act will
unfold. On the one hand, the elimination of the additional tax ex-
emption for the elderly and the lowering of the medical deduction
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will be sources of concern for some elderly taxpayers. On the other,
increases in the personal exemption and the additional increase in
the standard deduction will provide clear tax advantages.

Most likely, the new rules will have a mixed effect on the elder-
ly. Some many be dropped from the tax rolls, while others may pay
additional taxes. Some may pay reduced taxes, while others may
pay the same as before. The extent to which the considerable bene-
fits under the 1986 Act fail to offset potential losses from less ad-
vantageous changes, certain tax provisions may be a source of con-
troversy. However, the massiveness of the tax overhaul make un-
likely any significant tax or savings incentive legislation in 1989 or
soon thereafter.

As in the past, the Federal tax and savings policy will continue
to take into account the vulnerable financial status of many older
Americans in their post-working years. At the same time, broader
financial concerns, particularly the need to reduce the Federal
budget deficit, can be expected to play an increasing role in future
debates in this area.



Chapter 4

EMPLOYMENT

OVERVIEW

Concurrent with the rapid aging of the U.S. population has been
a dramatic lengthening of the time older Americans spend in re-
tirement. Not only are people living longer, but many are choosing
to retire at a much earlier age. In fact, early retirement is a con-
cept which is fast becoming a part of the American way of life. At
the same time, however, many persons desire or need to continue
working in their later years. For them, age discrimination often re-
mains an obstacle.

Age, like race, sex, religion, and national origin, is a protected
category under Federal law. Eliminating age bias in the workplace
is consistent with the tradition in America of barring arbitrary
policies which discriminate against individuals on the basis of their
beliefs or their personal characteristics. The nearly unanimous op-
position to mandatory retirement policies by the American public
shows the strong sentiment against arbitrary age bias in employ-
ment. Nevertheless, statutory protections against age discrimina-
tion remain incomplete and somewhat ineffectual.

While the unemployment rate for older persons is approximately
half of that for younger persons, once an older worker loses a job,
his or her duration of unemployment tends to be much longer. A
1988 report by the Congressional Research Service, U.S. Library of
Congress, entitled “A Demographic Portrait of Older Workers,”
shows that in the year 1987 workers aged 55 to 64 years were out
of work for an average of 22 weeks, and workers 65 and over were
unemployed for an average of 17.8 weeks. The average of unem-
ployment for all workers aged 16 and over was 14.5 weeks.

A. BACKGROUND

1. AGE DISCRIMINATION

Numerous obstacles to older worker employment persist in the
workplace, including negative stereotypes about aging and produc-
tivity; job demands and schedule constraints that are incompatible
with the skills and needs of older workers; and management poli-
cies which make it difficult to remain in the labor force, such as
early retirement incentives. For the most part, these obstacles have
their roots in age discrimination.

Age discrimination in the workplace plays a pernicious role in
blocking employment opportunities for older persons. The develop-
ment of retirement as a social pattern has helped to legitimize this

99)
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form of employment discrimination. Indeed, retirement is a concept
which has become imbedded in the American conciousness.

" Although there is no agreement on ‘the-extent of age-based dis-
criminationy nor how to remedy it, few would argue that the prob-
lem exists for millions of older Americans.- Despite Federal laws
banning most forms of age-discrimination from the workplace,
most. Americans view age discrimination as a serious problem. Two
nationwide surveys by Louis Harris and Associates, one in 1975 fol-
lowed by another in 1981, found nearly identical results: 8 out of 10
Americans believe that “most employers discriminate against older
people and make it difficult for them to find work.”

The perception of widespread age discrimination held by ‘the
public also is shared by a majority of business leaders. According to
a 1981 nationwide survey of 552 employers conducted by William
M. Mercer, Inc., 61 percent of employers believe older workers are
discriminated against on the basis of age; 22 percent claim it is un-

«<likely that, without the present legal constraints, a company would
. ~ hire someone over age 50 for a -position other than senior manage-

+ = ment; 20 percent admit that older workets (other than senior ex-’

ecutives) have less of an opportunity - for Promotions or training;
and, 12 percent admit that older workers’ pay raises are not as
large. as those of younger workers in the same category. g

The' pervasive -belief that-all abilities decline with age has fos-
tered the myth that older workers are less efficient than younger
‘workers. The forms of age discrimination range from the more ob-
vious forced retirement, to more subtle job harassment and early
retirement . incentives. ‘Part of this problem is that younger work-
ers, rather than older workers, receive the skills and training
needed to keep up with technological changes. Too often, employers
wrongly assume that it is not financially advantageous to retrain
an older worker. They believe that a younger employee will remain
on the job longer, simply because of his or her age. In fact, the mo-

- bility of today's work force does little to guarantee greater longevi-
ty on the part of a younger worker. According to the Bureau of
Labor Statistics, the- median job tenure for a-current employee is as
little as.4.2 years. . ' : :

-Another discriminatory practice involves the proposed relocation
of an older employee to an undesirable area in the hopes that the
employee will instead decide to resign. In a related effort, an em-
ployer may begin to give an older employee poor evaluations to
build a record for justifying the employee’s later dismissal.

Without question, age-based discrimination in the workplace
poses a serious threat to the welfare of many older persons. While
the number of older persons receiving maximum ial Security
benefits' is increasing, most retirees get less than the maximum.
According to the 1989 edition of the U.S. Senate Special Committee
on ing’s report entitled “Aging America: Trends and Projec-
tions” in 1988, 73 percent of persons aged 65 or older had a total

. annual monetary income of less than $15,000. Other reports reveal
that only slightly more than half of the work force is covered by a
.private pension plan, and most older persons do not have substan-
tial holdings in savings, stocks, insurance policies, or bonds.

According to the National Commission for Employment Policy,
in 1980 several million older workers suffered severe labor market
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problems, including unemployment or underemployment. CRS’s “A
Demographic Portrait of Older Workers” reports that in 1987 the
unemployment rate was 3.5 percent for workers aged 55 to 64, 2.6
percent for workers aged 65 to 69, and 2.4 percent for workers aged
70 and over. Although older workers as a group have the lowest
unemployment rate, these numbers do not reflect those older indi-
viduals who have withdrawn completely from the labor force due
to frustration with labor market problems. Duration of unemploy-
ment is significantly longer among older workers, and many report
that they want a job but are not looking because they believe that
they cannot find one.

According to the Bureau of Labor Statistics (BLS), because older
job seekers are more likely to be unemployed for a longer period
than younger persons, they are more likely to exhaust available
unemployment insurance benefits and suffer economic hardships.
The 1978 Employment and Training Report of the President indi-
cates that the problems of older unemployed workers are worsened
by the fact that many persons over 45 still have significant finan-
cial obligations.

Not surprisingly, evidence suggests that there is a link between
the longer duration of unemployment for older workers and the
higher rate of discouraged workers in this age group. For men age
65 and over, the annual average level of discouraged workers is
almost as large as the number of unemployed. The BLS reports
that the prospects of an older male worker finding work are so low
that he is three times more likely to become discouraged than his
younger counterpart. Further, when older workers are fortunate
enough to find work, they generally face a cut in earnings and ex-
perience a diminished status compared to their previous employ-
ment.

Psychologists report that discouraged workers can face wrench-
ing psychological stress, including hopelessness, depression, and
frustration. In addition, medical evidence suggests that forced re-
tirement can adversely affect a person’s physical, emotional, and
psychological health even to the point where a life span may be
shortened. According to the American Association of Retired Per-
sons (AARP), 30 percent of the Nation’s retirees are believed to
suffer from serious adjustment problems.

Although the attitude persists that older workers hinder man-
agement efforts to improve productivity, there nevertheless is a
growing recognition of their value. A 1985 study by Waldman and
Avolio revealed little evidence for the ‘“somewhat widespread belief
that job performance declines with age.” Among their findings was
a strong correlation between performance improvements and in-
creasing age, especially in objective measures of productivity. They
concluded that “although chronological age may be a convenient
means for estimating performance potential, it falls short in ac-
counting for the wide range of individual differences in job per-
formance for people at various ages.”

Many employers have reported that older workers stay on the
job longer than younger workers. Notwithstanding a widespread
bias against age, some employers view older workers as offering ex-
perience, reliability, and loyalty. As supporting evidence, a 1985
AARP survey of 400 businesses reported that older workers gener-
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ally are regarded very positively and are valued for their experi-
ence, knowledge, work habits, and attitudes. In the survey, employ-
‘ers give older workers their highest marks for productivity, attend-
-ance, commitment to quality, and work performance. As many as
90 percent stated that older workers are cost-effective, while a ma-
.jority reported that the cost of older workers was justified.

.. ‘Gradually, discriminatory attitudes toward older workers are
changing, but much more must be done to ensure employment op-
portunities for older workers. At present, it is clear that age dis-
crimination is reducing the work efforts of older persons, encourag-
ing premature labor force withdrawal, and increasing the draw on
Social Security and private pensions. Without effective solutions to
age discrimination in the workplace, these problems promise to
persist. - - S

(A) .THE AGE DISCRIMINATION IN EMPLOYMENT ACT

Over two decades ago, the Congress enacted the Age Discrimina-
tion in Employment Act of 1967 (ADEA), “to promote employment
of older persons based on their ability rather than age; to prohibit
arbitrary age discrimination in employment; and to help employers
and workers find ways of meeting problems arising - from the
impact of age on employment.” The ADEA was signed into law as
Public Law 90-202. . oL ,

In large part, the ADEA arose from a 1964 Executive order
issued by President Johnson declaring a public policy against age
discrimination in employment. Three years later, the President
called for Congressional action to eliminate age discrimination.
Nevertheless, the ADEA was the culmination of extended debate
concerning the problems of providing equal opportunity for older
workers in employment. At issue was the need to balance the right
of the older worker to be free from age discrimination in employ-
ment with the employer’s prerogative to control managerial deci-
sions. The provisions of the ADEA attempt to balance these com-
peting interests by prohibiting age discrimination based upon an
employer’s-arbitrary policies which would prevent employment of
individuals above a certain age. The law provides that arbitrary
age limits may not be used as conclusive determinations of nonem-
ployability, and that employment decisions regarding older persons
should be based on an individual assessment of each applicant’s or
employee’s potential or ability. : -

As originally enacted, the ADEA prohibited employment discrim-
ination against persons aged 40 to 65. As a result of amendments to
the law in 1986, however, there currently is no upperlimit cap on
these protections in all but a select few professions. The ADEA vir-
tually covers all employees 40 years of age or older. ’

Under the ADEA, actions otherwise deemed unlawful may be
permitted only if they are based upon the following considerations:
(1) Where age is a bona fide occupational qualification reasonably
necessary to normal operations of a particular business; (2) where
differentiation is based on reasonable factors other than age (e.g.,
the .use of physical examinations relating to minimum standards
reasonably necessary for. specific work to be performed on a job); (3)
to -observe the terms of a bona fide seniority system or a bona fide
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employee benefit plan such as a retirement, pension, or insurance
plan, with the qualification that no seniority system or benefit plan
may require or permit the involuntary retirement of any individ-
ual who is covered by the ADEA; and (4) where an employee is dis-
charged for good cause. Also, an executive or high-ranking, policy-
making employee in the private sector entitled to annual private
retirement benefits of at least $44,000 could be compulsorily retired
at age 65, simply because of age. This is known as the executive
exemption, and it was designed to allow turnover at the top levels
of the organization. While the exemption has strong support among
business leaders, recent evidence shows that it is used only infre-
quently by a small number of employers.

Since it’s enactment in 1967, the ADEA has been amended a
number of times. The first set of amendments occurred in 1974,
when the provisions of the law were extended to include Federal,
State, and local government employers. The number of workers
covered also was increased by limiting exemptions to employers
with fewer than 20 employees. (Previous law exempted employers
with 25 or fewer employees.) In 1978, the ADEA was amended to
extend protections to age 70 for private sector, State, and local gov-
ernment employers, and by removing the upper age limit for em-
ployees of the Federal Government.

In 1982, the ADEA was amended by the Tax Equity and Fiscal
Responsibility Act (TEFRA) to include the so-called ‘“‘working aged”
clause. As a result, employers are required to retain their over-65
workers on the company health plan rather than automatically
shifting them to Medicare. Under previous law, Medicare was the
primary payer and private plans were secondary. TEFRA reversed
the situation, making Medicare the payer of last resort. While this
provision was designed to be a cost-saver for Medicare, it poses an
obstacle to employment for older workers because it increases the
costs of their employment.

Amendments to the ADEA were also contained in the 1984 reau-
thorization of the Older Americans Act, Public Law 98-459. Under
the 1984 amendments, the ADEA was extended to U.S. citizens
who are employed by U.S. employers in a foreign country. Support
for this legislation stemmed from the belief that many such work-
ers should not be subject to possible age discrimination just because
they are assigned abroad. Also, the executive exemption was raised
from $27,000 to $44,000, representing the annual private retire-
ment benefit level for determination of exemption from the ADEA
for persons in bona fide executive or high policymaking positions.

Effective January 1987, mandatory retirement was eliminated al-
together by the Age Discrimination in Employment Amendments
of 1986. By removing the upper age limit, Congress sought to pro-
tect workers age 40 and above against discrimination in all types of
employment actions, including forced retirement, hiring, promo-
tions, and terms and conditions of employment.

Currently, there are approximately 3 million Americans age 65
and over in the work force. Many of them continue working for
reasons of self-fulfillment, but more often it is out of economic ne-
cessity. The 1986 Amendments to the ADEA also extended through
the end of 1993 and exemption from the law for institutions of
higher education and for State and local public safety officers.
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(B) THE EQUAL EMPLOYMENT OPPORTUNITY COMMISSION

The Equal Employment Opportunity Commission (EEQOC) is re-
sponsible for enforcing laws prohibiting discrimination. These in-
_clude: (1) Title VII of the Civil Rights Act of 1964; (2) The Age Dis-
crimination in Employment Act of 1967; (3). The Equal Pay Act of
1963; and (4) Sections 501 and 505 of the Rehabilitation Act of 1973.
- When originally enacted, enforcement responsibility for the
ADEA was placed with the Department of Labor (DOL). and the
Civil Service Commission. In 1979, however, the Congress enacted
President Carter’s Reorganization Plan No. 1, which called for the
transfer. of responsibilities for ADEA admmlstratlon and enforce-
ment to the EEOC effective July 1, 1979.

Since taking over responsibility for the ADEA, the EEQOC has al-
ternatively been praised and criticized for its enforcement perform-
-ance of the ADEA: In recent-years, concerns-have been raised over
EEOC’s decisian to move-away from broad complaints against large -
companies and entire industries to-more narrowly focused cases in-
volving few individuals. Critics also point to the large gap between
the number of age-based complaints filed—during fiscal year 1988,
the EEOC received 11,454 ADEA complaints—and ‘the EEOC’s
modest litigation . record. In fiscal year 1988, the EEOC filed 106
suits on behalf of complamants .

. 2. FEDERAL PROGRAMS

The Federal Government provides funds for training disadvan-

. taged and dislocated workers to assist them in becoming more em-:
ployable. Two important Federal programs designed to promote the
employment opportunities of older workers are the Job Training

- Partnership ‘Act Program and the Senior Community Service Em-

'ployment Program under Title V of the.Older Americans Act. . .
(A) THE JOB TRAINING PARTNERSHIP ACT a

The Job Training Partnership Act (JTPA), enacted in 1982, estab-
- lished a nationwide system of job training programs admlnlstered
- jointly by local governments and private sector planning -agencies.
- For.the program year from July 1, 1989, through June 30, 1990,
$3.73. billion was authorized in appropriations. This compares to
the $3.75 billion appropriated for JTPA in fiscal year 1988.’

JTPA establishes two major training programs: Title II for eco-
nomically disadvantaged youth and adults, with no upper age limit;
and Title III for dislocated workers, including those long-term un-
employed older workers for whom age is a barrier to reemploy-
ment. Under the Title II-A program, which authorizes training for
disadvantaged youth and. adults, funds are allotted among States
according to the following three equally weighted factors: (1)
Number of unemployed individuals living in areas with jobless
rates of at least 6.5 percent for the previous year; (2) number of un-
employed individuals in excess of 4.5 percent of the State’s civilian
labor force; and (3) the number-of economically disadvantaged indi-
viduals. Training under Title II-A can include on-job training,
classroom training, remedial education, employability development,
and a limited amount of work experience. For the period July 1,
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1987 through June 30, 1988, 31,864 persons 55 and older participat-
ed in the Title II-A program, representing 4 percent of total adult
participants.

Section 124(a-d) of JTPA also establishes a statewide program of
job training and placement for economically disadvantaged workers
age 55 or older. Governors are required to set aside 3 percent of
their Title II-A allotments for this older workers program. The
older workers program under section 124 of JTPA is meant to be
operated in conjunction with public agencies, private nonprofit or-
ganizations and private industries. Programs must be designed to
assure the training and placement of older workers in jobs with
private business concerns. During program year 1987, 41,927 per-
sons 55 and older were served under this program.

For workers who have been or are about to be laid off, are eligi-
ble for or have exhausted their entitlement to unemployment com-
pensation, and are likely to return to their previous occupation or
industry, Congress created Title III. The dislocated workers pro-
gram is administered by the States and includes such services as
job search assistance, job development, training in job skills for
which demand exceeds supply, relocation assistance and activities
conducted with employers or labor unions to provide early inter-
vention in case of a plant closing. During the period between July
1, 1987 and June 30, 1988, approximately 7,856 persons 55 and over
were served by the Title III program (about 8 percent of total pro-
gram participants).

As a result of enactment of the Worker Adjustment and Retrain-
ing Act of 1988, Public Law 100-379, the Title III program was sig-
nificantly restructured and further funding was authorized. Under
previous law, Title III had been similar to a block grant program,
with few specific Federal standards imposed. However, the new law
required that States establish a number of specific subgroups to
carry out the program and placed a stronger emphasis on job train-
ing. The new program was scheduled to begin in July 1989.

According to 1987 findings of the National Commission for Em-
ployment Policy (NCEP), the JTPA is working well and, with
minor exceptions, is meeting its legislative mandate. The report did
acknowledge that conversations with State Job Training Coordina-
tion Council chairs confirmed that some States are having difficul-
ty using the 3 percent set-aside funds for older workers due to re-
cruitment problems and difficulty in placing this population.

The need for services provided under JTPA is underscored by a
1988 DOL study of displaced workers. According to the study, 4.7
million workers lost their jobs due to the decline of an industry or
a plant closing between 1983 and 1988. The chance of reemploy-
ment for these displaced workers declined significantly with age.
Only 51 percent of those between 55 and 64 were able to reenter
the labor force in any capacity (as compared to 71 percent for those
between the ages of 20 and 24). Only 30 percent of those over 65
became reemployed. Of those who found a job, more than half (55
percent) received lower pay than at their previous position and
more than one-third took salary cuts of more than 20 percent. The
study showed that the older an individual was when he or she lost
a job, the longer he or she would be unemployed and the more
likely he or she would become completely discouraged and drop out
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of the labor force altogether. Overall, there are more than 800,000
-“discouraged” workers in the Nation.

(B) TITLE V OF THE OLDER AMERICANS ACT

The Senior Community Service Employment Program (SCSEP)
was given statutory life under Title IX of the Older Amerlcans
Comprehensive Services Amendments of 1973. The program’s
stated purpose is “to promote useful part-time . opportunities 1n
community service activities for unemployed low-income persons.’
SCSEP responds to certain identified needs of older persons by pro-
viding opportunities for part-time employment and income. It also
serves as a source of labor for various community service activities
and can assist unemployed older persons in moving into permanent
unsubsidized employment. Amendments passed in 1978 redesignat-
ed the program as Title.V of the Older Americans Act and it was
reauthorized through fiscal year 1987 by Public Law 98-459, the
Older Americans Act Amendments of 1984. The act was again re-
authorized by the Congress in. 1987.

The program is administered by the Department of Labor, which
awards funds to national sponsoring organizations and to State
agencies. Persons eligible under the program are those who are 55
years of age and older (with priority given to persons 60 years and
older), who are unemployed, and whose income level is not more
than 125 percent of the poverty level guidelines issued by the De-
partment of Health and Human Services.-Enrollees are paid the
lessor of the Federal or State minimum wage or the local prevail-
ing rate of pay for similar employment. Federal funds may be used
to compensate participants for up to 1,300 hours per year, includ-
ing orientation and training. Participants work an average of 20-25
hours per week. In addition to wages, enrollees receive physical ex-
aminations, personal and job-related counseling and, under certain
circumstances, transportation for employment purposes. Partici-
pants may also receive training, which is usually on-the-job train-
ing and oriented toward teaching and upgrading job skills.

The SCSEP is one of the few remaining direct job creation pro-
grams since the elimination of the Comprehensive Employment
and. Training Act and Public Service Employment programs.
Nearly half of the enrollees are between the ages of 55 and 64, and
more than a quarter are 70 or older. About 70 percent are females,
half of whom have not completed high school, and approximately
80 percent have a family income below the poverty line.

The SCSEP has been steady increases in funding and participant
enrollment since its inception. In the 1968-69 program year, the -
first full year of its operation in a form similar to the current pro-
gram, participant enrollment was 2,400. with a budget of $5.5 mil-
lion. In program year July 1, 1989 to June 30, 1990, Title V funding
appropriations are $343.8 million. This includes $268 million for
national contracts and $75.6 million for State grants. The fiscal
year 1989 appropriation represents a funding increase over fiscal
year 1988, resulting in an increase in employment positions sup-
ported by the program from 64,813 to 65,798.

In recent years, the program has recelved generally positive re-
views. In fiscal year 1986, a number of reports were issued that
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confirmed the general view that the program was successful and
provided useful suggestions for improvements.

B. ISSUES AND RESPONSES

1. Our AcING WoRrkK FORCE
(A) DEPARTMENT OF LABOR STUDIES

In January 1989, the Department of Labor released two new re-
ports on older workers and- their impact on our Nation’s labor
market. These reports analize current work force and labor market
data, and make important and interesting projections for older
workers for the future.

(1) Demographic Trends in the Work Force

Demographic trends in the work force are examined in a DOL
report entitled “Older Worker Taskforce: Key Policy Issues for the
Future.” The report projects that by the year 2000 the media age of
the labor force will increase from about 36 to 39. Also, by the year
2000 the report projects an increase in the number of workers aged
55 and over and a decrease of almost 1 million in the number of
workers aged 16 to 24. These figures confirm that with the aging of
the “baby boomers,” the population from which our work force is
drawn is also aging.

When these projections are combined with the report’s additional
projection that labor force participation among individuals 55 years
of age and older will decrease significantly by the year 2000, the
result is a potential labor shortage. The report concludes that it is
important for the government and employers to remove institution-
al barriers which discourage older workers from continuing in our
re-entering the work force. In addition, incentives to retain or at-
tract older workers should be emphasized, and training should be
provided to older workers as a means for enhancing and upgrading
their skills.

(2) Barriers and Disincentives for Older Workers

As discussed above, there has been a decreasing trend in work
force participation by older workers. The average age at which
people begin to draw Social Security benefits is now 63. However,
there is growing concern in some circles about the consequences of
early retirement. Many contend that a large number of employees
who leave the work force, either voluntarily or due to forced retire-
ment, find themselves ill-prepared for the financial consequences.
While many believe that retirees who left the work force at too
early an age are attempting to return, there is presently little
proof.

The 1987 unemployment rates for workers in the age groups of
45 to 54, 55 to 64, and 65 and older were significantly lower than
the unemployment rates for younger workers. Since an individual
must be out of work and actively seeking employment in order to
be counted as unemployed, there are at least two viable explana-
tions for these differences. One explanation is encouraging and the
other is not. First, the improved pension system may be making it
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possible for more workers to leave the labor force and permanently
retire. Second, the frustration of older individuals in enduring
much longer periods of unemployment than younger individuals
may be forcing many of them to give up and leave the labor force.

Legislation was enacted on December 22, 1987, as Public Law
100-202 to require a study of older persons who are attempting to
re-enter the work force. The purpose of the study was to provide
the Congress with a better understanding of the issues and obsta-
cles facing older persons seeking to re-enter the workplace.

The DOL report on this study is entitled ‘“Labor Market Prob-
lems of Older Workers.” The report reiterates long-standing prob-
lems facing older persons seeking employment, concluding that
many older workers are pressured into early retirement and that
“pension-rules and job market realities severely limit their options
and opportunities.” The report also points out that a number of fi-
nancial disincentives to re-entering the job market persist, includ-

“ing the low pay of part-time work  and the Social Security earnings

limitation. Looking ahead, the report states that the average retire-
ment-age, .which'had been on a downward trend, has stabilized or

" gone up slightly in recent years, and that there may: be an in-
- creased demand for older workers as the general population ¢ontin-
. ‘ues to age. Ultlmately, however, the report concludes that the state

-of the Nation’s.economy will determine- the value accorded to older -

workers.
(B) HEALTH COSTS

' While ‘we have witnessed a steady decline in  labor force partici-
pation by older people over the past several decades, concerted ef-

- forts are oW being directed towardreversing this trend. “Worklife

4

" extension” is the term used to describe the move to extend the
. worklife of older persons willing and able to work. An important

theme in the discussion of:worklife extension is the ‘heatlh of the-

-older population. Employers and ‘policymakers are concerned.about

the health implications of. extended worklife, especially as they

~relate to-issues -of:labor supply, productivity, employees health

costs, and health maintenance. o
A February 1985 information paper entitled “Health and- Ex-
tended Worklife,” prepared for use by the Special Committee on

‘Aging, presents information -about the health status of older per-
-sons -as it may. relate to extended work lives. The findings of the

study ‘indicate that the noninstitutionalized older population, and
particularly the younger members of that population, are healthier
than is widely believed. Health is one of' several variables which
affect the supply of-workers, their level of productivity, and their
utilization -of health services, and the data presented in this paper
can be of assistance to the Congress and employers in making in-
formed decisions about employment-and retirement issues.
Conventional wisdom suggests that older workers are paid more
than younger workers for the .same job.and that, therefore, older

- workers are more expensive. This rationale has -frequently been
~used to support early retirement programs on the.assumption that

- younger -workers can-be hired at lower cost to replace older work-

- ers. There. is, unfortunately, a dearth-of empirical information to
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help discern whether it costs more to employ older workers than
younger workers. In September 1984, the Senate Aging Committee
released an information paper which examines factors related to
patterns of labor costs by age, and discusses direct compensation,
employee benefits, turnover, training, performance, and productivi-
ty.
The evidence indicates that there are some types of employment
costs which vary by age, and that overall compensation costs in-
crease by age, largely because of increasing employee benefit costs.
There is, however, no statistical evidence that direct salary costs on
an economywide basis increase by age. Employee benefits costs are
not usually separated by age, and individual employers do not gen-
erally make hiring and retention decisions on the basis of benefit
costs. General increases in medical care costs, combined with an
expanding set of laws and regulations, have served, however, to
focus the spotlight on employee benefit costs for older workers, and
it is possible that employers will give more consideration to this
issue in the future. .

The belief that older workers cost more seems generally related
to feelings about performane and productivity. There is no statisti-
cal evidence to indicate generally poorer performance or productiv-
ity by age, and the limited data available refutes the basic notion
that older workers are less capable. However, there is a significant
issue relating to maintenance of skills and training. Over time, as
the nature of work changes and the skills of the employee are not
kept up to date, there will be an increasing mismatch of skills to
the job, leading to deterioration of performance on that specific job.
If older workers are to be cost-effective, their skills must be con-
tinuously updated through training and education to assure contin-
ued productivity. The two major conclusions of the information
paper are as follows:

—It is extremely important to encourage the maintenance of
skills and lifelong education to prevent older worker obsoles-
cence and to provide individuals with the skills to compete on
a fair basis for jobs within or outside of their companies. Up-to-
date skills are more important than any age-related capabili-
ties in human resource cost and older worker productivity.

—Legislative and regulatory requirements affecting employment
costs for older workers should not place undue cost or adminis-
trative problems on employers. Such requirements can discour-
age the employment of older workers.

A 1986 report by the American Association of Retired Persons,
entitled “Workers Over 50: Old Myths, New Realities,” found that
62 percent of responding firms found that the extra cost of health
insurance for employees age 50 and over to be insignificant com-
pared with total company health care costs. Only 16 percent of the
employers rated a 55-year-old employee as being extremely costly
to insure, as compared to 34 percent of firms which rated a 30-year-
old with two dependents very expensive to insure.

Employer’s concerns about the rising cost of providing health in-
surance for older workers, however, has been worsened by recent
legislative action. In the last decade there has been an increasing
trend by the Federal Government to seek ways to curb the rising
costs of Medicare by shifting costs to private payors. The Tax
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Equity and Fiscal Responsibility Act of 1982 (TEFRA), legislated
changes in Medicare coverage for older workers. As of January
1983, employers could no longer advise workers that they were to
be dropped from-company group health insurance plans at age 65
because they were eligible for Medicare. TEFRA requires that com-
pany plans bear the primary insurance costs of illness, while Medi-
care becomes secondary. The TEFRA requiremeént raised employer
costs in two ways. First, costs will rise for employees age 65
through 69 who previously were covered by employer plans, be-
cause these plans now are the primary payer of benefits. Second,
employees age 65 through 69 who previously were excluded from
employer health plans must now be covered if the employer offers
a plan to any of its employees. : ’ - ’

A report released in June 1983, by ICF, Inc., estimated that
about 434,000 private sector workers age 65 through 69—about 37
percent of all private sector workers in this age group—were affect-
ed by these changes, at a total cost to employers of about $500 mil-
lion. About 286,000 or 66 percent, of these workers were previously
covered by-employer plans. The additional health plan costs for
these workers are estimated to be about 8 percent of their total
compensation -costs before the amendments. In addition, about
148,000 workers who were previously excluded from coverage are
likely to be covered by employer plans. The: health plan costs of
these workers is estimated to .be about 13 percent of their total
compensation costs before the amendments. The study concluded
that these changes would initially reduce the demand for workers
of this age by about 1 percent. o .

Two major provisions in the ~Deficit Reduction Act of 1984
(DEFRA) also have some effect on the costs of employing older
workers and on the costs to older workers of remaining employed
longer. The first is section 2301 of DEFRA, which modified the
working aged provision—originally included in TEFRA—so that an
employer must offer group health coverage to an employee who has
not reached age 65 if the employee has a spouse age 65 through 69.
If such an employee elects the group coverage—versus Medicare
coverage for the spouse—the employer must offer coverage that is
the same as that offered to employees with spouses under age 65.
In such cases, Medicare would ‘be the secondary payer, while the
.employer sponsored plan would be. primary. The implications of
this provision - for employers are relatively minor when taken
alone, but when added to the effects of already existing cost factors
they are significant. Now employers have yet another reason not to
hire or retain older workers—those under age 65—because if they
have an older spouse, the employer, rather than Medicare, is re-
quired to pay the health costs for the spouse. These added costs
may encourage employers to steer clear of older workers.

The second provision, section 2338 of DEFRA, removed a disin-
centive to older workers for remaining on their employer’s health
plan. Under the TEFRA provision, those employees who elected,
after age 65, to remain in the employer health plan would have
been penalized for not enrolling in part B of Medicare upon their
65th birthday. This penalty amounted to a 10-percent increase on
annual premiums for each 12 months that the employee does not:
enroll after his or her 65th birthday. Since the Medicare coverage
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was duplicative of the employer plan there was no need to enroll in
part B until after retirement—except for the stiff penalty imposed.
DEFRA waived the part B premium for workers and their spouses
aged 65 through 69 who elect private coverage under the provisions
of TEFRA. It also established special enrollment periods for such
workers. The waiver applies for the period during which an indi-
v{dual continues to be covered under an employer’s group health
plan.

Finally, employers health care insurance obligations to older em-
ployees under the ADEA were expanded by the fiscal 1986 budget
reconciliation bill (P.L. 99-272). The law removed the upper age
limit of 69 and employers are now required to offer employees and
their spouses aged 69 and over the same group health insurance
coverage provided to younger workers.

Another issue is the difficulty some employers—particularly
those with few employees—are having in finding adequate health
insurance coverage for their older workers. Indeed, in 1983 the
Wall Street Journal reported that insurance companies know that
groups containing older people will run up bigger medical bills
than those with younger participants. As a result, insurance premi-
ums for the group plans have soared and some insurance compa-
nies have gotten out of the small-group business altogether because
they concluded these plans were unprofitable. Higher insurance
premiums for veteran employers create another disincentive for
those employers to hire and retain older workers.

Despite concerns among employers about the costs of older work-
ers, the Federal Government is seeking ways of keeping older
workers in the labor force. The most notable examples of this are
the 1983 amendments to the Social Security Act. The compromises
that resulted in the amendments (P.L. 98-21) reflect the belief in
Congress that older people are healthier today and, therefore, can
continue to work longer. The desired effect of the amendments is
that older workers will be discouraged from leaving the labor force
by an increase in the penalty for early retirement, an increase in
the age at which full retirement benefits are paid, an increase in
the delayed-retirement credit, and a reduction in the penalty on
earnings after retirement.

2. THE AGE DISCRIMINATION IN EMPLOYMENT ACT
(A) TENURED FACULTY EXEMPTION

Provisions in the 1986 amendments to the ADEA to temporarily
exempt universities from the law reflect the continuing debate over
the fairness of the tenure system in institutions of higher educa-
tion. During consideration of the 1986 amendments, several legisla-
tive proposals were made to eliminate mandatory retirement of
tenured faculty, but ultimately a compromise allowing for a tempo-
rary exemption was enacted into law.

The exemption allows institutions of higher education to set a
mandatory retirement age of 70 years of persons serving under
tenure at institutions of higher education. This provision is in
effect for 7 years, until December 31, 1993. The law also requires
the EEOC to enter into an agreement with the National Academy
of Sciences to conduct a study to analyze the potential conse-
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quences of the elimination of mandatory retirement for institutions
of higher education. The study findings are to be submitted to the
President and to Congress within 5 years of enactment. The law
sets forth the composition of the study panel to include administra-
tors and teachers or retired teachers at institutions of higher edu-
cation. -

Most agree that the tenure system is different from many other
employment situations. Tenure protects academic freedom by pro-
hibiting dismissals except under specific conditions. Many have
argued that without mandatory retirement at age 70, institutions
of higher education will not be able to continue to bring in those
with fresh ideas. The older faculty, it is claimed, would prohibit the
institution from hiring younger teachers who, with their current
state of knowledge, are better equipped to service the needs of the
school. The argument also is made that allowing older faculty to

. teach or research past the age of 70 denies women and minorities

access to the limited number of faculty positions.

Opponents of the exemption claim that there is little statistical
proof that older faculty keep minorities and women from acquiring
faculty position. Indeed, they cite statistical information gathered
at Stanford University and analyzed in the paper by Allen Calvin
which suggests that even with mandatory retirement and initia-
tives to hire more minorities and women, there was only a slight
change in the percentage of tenured minority and women faculty.

Proponents of an exemption cite a study by the Labor Depart-
ment that the. salaries of faculty nearing retirement are about
+ twice those of newly hired faculty. Accordingly, they argue that
. -prohibiting mandatory retirement might also exacerbate the finan-
.cial problems many colleges and universities are facing. . ~

Those who oppose the exemption believe that there are not suffi-
cient reasons to single out faculty for special, discriminatory treat-
ment. They call it double discrimination—once on the basis of age
and again on the basis of occupation—and argue that colleges and
universities are using mandatory retirement to rid themselves of
both undesirable and unproductive professors, instead of dealing di-
rectly with a problem that can afflict faculty members of any age.
The use of performance appraisals, they argue, is a more reliable
and fair method of ending ineffectual teaching service than is age.
Finally, they claim that there is no evidence that many professors
would stay past 70 even if they could, and that. predictions of dire
consequences from uncapping the retirement age may be exagger-
ated. According to the Teachers Insurance Annuity Association and
College Retirement Equities Fund, the average age at which facul-

ty members begin collecting their pensions—which usually repre-
sents a retirement date—has been declining over the past 10 years.

(B) STATE AND LOCAL 'f’UBLIC SAFETY OFFICER PROVISION

As previously noted, the ADEA allows an exception against age
discrimination in the workplace where ‘“‘age is a bona fide occupa-
tional qualification (BFOQ) reasonably necessary to the normal op-
eration of a particular business, or where the differentiation is
based on reasonable factors other than age.” The BFOQ defense
has been most successful in cases that involve the public safety. In
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general, courts have allowed maximum hiring ages and mandatory
retirement ages for bus drivers and airline pilots, and, on occasion,
police officers and firefighters because the safety of the public was
at stake. The courts, however, have been inconsistent and the lack
of clear judicial guidance has prompted calls for reform.

Under the 1986 amendments to the ADEA, a temporary exemp-
tion from the law was provided for State and local public safety of-
ﬁgggs. The provision is in effect for 7 years, until December 31,
1993.

The 1986 amendments also required the Secretary of the De-
partment of Labor and the EEOC to conduct a study and to report
to Congress on whether physical and mental fitness tests can be
used as a valid measure to determine the competency of police offi-
cers and firefighters and to develop recommendation on standards
that such tests should satisfy. The study is to be submitted to Con-
gress within 4 years of enactment of the law. The law also requires
that within 5 years of enactment, the EEOC proposes guidelines for
the administration and use of physical and mental fitness tests to
measure the ability and competency of police and firefighters to
perform their jobs.

The issue of whether public safety officers should be treated like
other employees under the ADEA arose after the Supreme Court,
on March 2, 1983, in EEOC v. Wyoming, determined that the
State’s game wardens were covered by the ADEA. Wyoming’s
policy of mandatory retirement at age 55 for State game wardens
was ruled invalid unless the State could show that age is BFOQ for
game wardens. Wyoming had not attempted to establish a BFOQ in
this case, but had instead argued that application of the ADEA to
the State was precluded by constraints imposed by the 10th amend-
ment on Congress’ commerce powers—an argument not sustained
by the Court.

In addition, in June 1985, the Supreme Court rendered two deci-
sions in cases arising under the ADEA favorable to employees who
had challenged the mandatory retirement policies of their employ-
ers. The first case, Johnson v. Mayor and City Council of Baltimore,
472 U.S. 353 (1985), involved six firefighters who challenged the
City of Baltimore’s municipal code provision that established a
mandatory retirement age at 55 for firefighters. The Court of Ap-
peals, accepting the city’s argument, had held that the Federal
civil service statute, which requires most Federal firefighters to
retire at age 55, constituted a BFOQ for the position of firefighters
employed by the city. The Supreme Court reversed this decision,
stating that nothing in the Wyoming decision or the ADEA war-
rants the conclusion that a Federal rule, not found in the ADEA,
and by its terms applicable only to Federal employees, necessarily
authorizes a State or local government to maintain a mandatory
retirement age as a matter of law. The Court found that it was
Congress’ indisputable intent to permit deviations from the man-
date of the ADEA only in light of a particularized, factual showing.
The Court concluded that Congress’ decision to retire certain Fed-
eral employees at an early age was not based on a BFOQ, but in-
stead dealt with “idiosyncratic” problems of Federal employees in
the Federal civil service. Accordingly, the Court ruled that a State
or private employer cannot look to exemptions under Federal law
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as dispositive of BFOQ exemptions under the ADEA. There is a
need, the Court said, to consider the actual tasks of the employees
- and the circumstances of employment to determine when to impose
a mandatory retirement age. - - ’

The second case, Western Airlines, Inc. v. Criswell, 472 U.S. 400
(1985), raised a challenge under the ADEA to Western Airline’s re-
quirement that flight engineers, who do not operate flight controls
as part of the cockpit’s crew unless the pilot and co-pilot become
incapacitated, were subject to mandatory retirement at age 60. The
Supreme Court upheld a jury verdict for the plaintiffs against an
airline defense that the age 60 requirement constituted a BFOQ.
The Court confirmed that the BFOQ defense is available only if it
is reasonably necessary to the normal operation or essence of a de-
fendant’s business. The Court also noted that an employer could es-
tablish this defense only by proving that substantially all persons
over.an age limit would be unable to perform safely and efficiently
the duties of the job, or that it would be impossible or highly im-
practical to deal with older employees on an individualized basis.
. In both of these cases, a unanimous Court seemed to be looking
very critically upon attempts to expand the BFOQ defense beyond
specific high risk occupations. The Court also stressed the relation-
.ship between individual performance and employment in a particu-
lar task, rather than reliance on a standard of chronological age
disqualification. Thus, by adopting a very -narrow reading’ of the
BFOQ exemption, the Court appears to have strongly endorsed in-
dividualized determinations. ‘ - ; o :

Many States and localities with mandatory retirement age poli-
cies below age 70 for public safety officers were concerned about
the impact these decisions were going to have. As of March 1986,
33 States or localities had been or were being sued by the EEOC for
the establishment of mandatory retirement or minimum hiring age
laws. Amid these actions, legislation was proposed to exempt public
safety officers from some or all of the ADEA provisions. '

“Supporters of the exemption legislation argue that the mental
and physical demands and safety considerations for the public, the
individual, and coworkers who depend on each other in emergency
situations, warrant mandatory retirement ages below 70 for these
State and local workers. Also, they contend that it would be diffi-
cult to establish that a lower mandatory retirement age for public
safety officers is a BFOQ under -the ADEA because of conflicting
‘court decisions and entail costly and time consuming litigation.
.They note that jurisdictions wishing to retain the hiring and retire-
ment standards that they established for public safety officers prior
to the Wyoming decisions are forced to engage in costly medical .
studies to support their standards. Finally, they question the feasi-
bility of individual employee evaluations, some citing the difficulty
involved in administering the tests because of technological limita-
tions concerning what human characteristics can be reliably evalu-
ated, the equivocal nature of test results and economic costs. They
do not believe that individualized testing is a safe and reliable sub-
stitute for preestablished age limits for public safety officers.

Those who oppose an exemption contend that there is no justifi-
cation for applying one standard to Federal public safety personnel
and another to State and local public safety personnel. They be-
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lieve that exempting State and local governments from the hiring
and retirement provisions of the. ADEA in their employment of
public safety officers will give them the same flexibility that Con-
gress granted Federal agencies which employ law enforcement offi-
cers and firefighters.

As an additional argument against exempting safety officers
from the ADEA, opponents note that age affects each individual
differently. They note that tests can be used to measure the effects
of age on individuals, including tests that measure general fitness,
cardiovascular condition, and reaction time. In addition, they cite
research on the performance of older law enforcement officers and
firefighters which supports the conclusion that job performance
does not invariably decline with age and shows that there are accu-
rate and economical ways to test physical fitness and predict levels
of performance for public safety occupations. All that the ADEA
requires, they argue, is that the employer make individualized as-
sessments where it is possible and practical to do so. The only fair
way to determine who is physically qualified to perform police and
fire work is to test ability and fitness.

Lastly, those arguing against an exemption state that mandatory
retirement and hiring age limits for public safety officers are re-
pugnant to the letter and spirit of the ADEA, which was enacted to
promote employment of older persons based on their ability rather
than age and to prohibit arbitrary age discrimination in employ-
ment. They believe that it was Congress’ intention that age should
not be used as the principal determinant of an individual’s ability
to perform a job, but that this determination, to the greatest extent
feasible, should be made on an individual basis. Maximum hiring
age limitations and mandatory retirement ages, they contend, are
based on notions of age-based incapacity and would represent a sig-
nificant step backward for the rights of older Americans.

For occupations which can affect the public safety but which are
not public safety officer occupations (such as airline pilots and bus
drivers), the BFOQ defense still applies. In the case of Tullis v.
Lear School, Inc., 874 F.2d 1489 (11th Cir. 1989), the court found
that a schoolbus driver had been terminated at the age of 65 in vio-
lation of the ADEA. The school failed to prove that as a group, all
or most schoolbus drivers over the age of 65 are unable to perform
their jobs safely, and the school failed to show that it was not feasi-
ble to individualize assessments of its bus drivers’ medical qualifi-
cations. The EEOC currently has five cases pending which involve
the forced retirement of schoolbus drivers.

(C) APPRENTICESHIP PROGRAMS

According to EEOC’s current interpretation, apprenticeship pro-
grams are exempt from the proscriptions of the ADEA. This ex-
emption, in effect, permits employers and labor unions to exclude
men and women over age 40 from entering these programs solely
because of their age.

The current interpretation has been in effect ever since 1969,
when the DOL published interpretive guidelines which provided
that apprenticeship programs are not subject to the requirements
of the ADEA. Since then, the DOL has viewed the elimination of

26-957 - 90 - 5
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the exemption as detrimental to the promotion of such programs in
the private sector since they are widely seen as a training program
for youth in which the initial investment and training can be re-
couped over the apprentice’s worklife. However, others contend
that to exclude older workers from participation in bona fide ap-
prenticeship programs is to deny them needed retraining opportu-
nities. They argue that rapid technological changes often make the
skills of older workers obsolete. -

Upon receiving responsibility for upholding the ADEA in 1979,
the EEOC began to explore the possibility of amending the old
DOL interpretation. However, attempts to do so were unsuccessful.
Subsequently, a 1983 decision in Quinn v. New York State Electric
and Gas Corp., 563 F. Supp. 655 (1983), held that neither the lan-
guage of the ADEA nor its legislative history support a conclusion
that Congress intended to exempt apprenticeship programs from
the ADEA. Following this decision, the EEOC decided to reconsider
the exemption. On June 13, 1984, the Commission unanimously
voted to rescind the current exemption and issued proposed regula-
tions which would prohibit arbitrary age discrimination in such
programs. The regulations, however, languished before the Office
of Management and Budget, apparently because the DOL has op-

-posed the proposed change.

" Finally, on July 30, 1987 the Commission reversed itself and
voted against changmg the old interpretation. According to EEOC
Chairman Clarence Thomas, any decision to change that position
would be “properly left for the Congress.” This was the same day
the Commission cited its broad authority to promulgate regulations
in passing its rule (discussed below) permitting employees to waive
their ADEA rights without EEOC supervision. By retaining the old
DOL interpretation, EEOC has effectively precluded midlife and
older workers seeking critical new jobs skills from receiving needed
training through these programs.

(D) APPOINTED STATE JUDGES

Sectlon 11(f) of the ADEA defines the term “employee,” and spe-
cifically excludes “any person elected to public office in any State
or political subdivision . . . or an appointee on the policymaking
level . . . .” 29 U.S.C. section 630(f). Recently, a number of court
cases have raised the issue whether an appointed State judge is ex-
cluded from the protections of the ADEA as “an appointee on the
policymaking level.”

In Schlitz v. Virginia, 681 F. Supp. 330 (E.D. Va. 1988), the court
was considering an appointed State judge’s challenge under the
ADEA of Virginia’s mandatory retirement of judges who reach the
age of 70. The court stated that appointed State judges have all the
characteristics of employees of the State, and absent some specific
exclusion in the act, they are covered by the ADEA. After noting
that the distinction that the Congress chose to make in section 11(f)
was between elected and appointed State officials, the court held
that appointed State judges were entitled to the protections of the
ADEA and could not be forced to retire because of age.

The U.S. Court of Appeals for the First Circuit applied different
reasoning in EEOC v. Massachusetts, 858 F.2d 52 (1st Cir. 1988).
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Here the court found the elected versus appointed analysis unper-
suasive. Instead, it reasoned that while appointed State judges are
not “policymakers” in the same sense as executive or legislative
appointees, they are necessarily policymakers as a function of judg-
ing. The court therefore held that appointed State judges fall
within the “appointee on the policymaking level” exception and
are not covered by the ADEA.

In EEOC v. Vermont, 717 F. Supp. 261 (D. Vt. 1989), the court
strongly disagreed with the First Circuit’s conclusion that appoint-
ed State judges are policymakers. “A judge’s principal activity is to
decide cases between litigants involving questions of law in which
there are no interstices or lacunae to fill. In any event, gap-filling
by judges is really a form of lawmaking, not policymaking”, 717 F.
Supp. at 264-65. The court found that appointed State judges do
not fall within any of the section 11(f) exceptions, and it held that
Vermont Supreme Court Justice Louis Peck is protected by the
ADEA and cannot be forced to retire due to age.

The Vermont case is currently on appeal to the United States
Court of Appeals for the Second Circuit, and if a conflict among the
circuits develops, the U.S. Supreme Court may very well decide
this issue. .

(E) WAIVERS OF RIGHTS

Although certain substantive sections of the ADEA were taken
from Title VII of the Civil Rights Act, Congress was careful to in-
corporate into section 7 of the ADEA the higher level of protection
afforded by the Fair Labor Standards Act of 1938 (FLSA). The Su-
preme Court noted the incorporation of FLSA enforcement proce-
dures into the ADEA in its decision in Lorillard v. Pons, 434 U.S.
575 (1978), stating that ‘{the] selectivity that Congress exhibited in
incorporating provisions and in modifying certain FLSA practices
strongly suggests that but for those changes Congress expressly
made, it intended to incorporate fully the remedies and procedures
of the FLSA.”

Under the pre-ADEA caselaw dealing with contractual waivers
of private rights under the FLSA, there were two Supreme Court
cases which, taken together, may be interpreted to hold that FLSA
rights cannot be privately waived. See Brooklyn Savings Bank v.
O’Neil, 324 U.S. 697 (1945), and Schulte, Inc. v. Gangi, 328 U.S. 108
(1946). It would follow, then, that under the ADEA enforcement
scheme nonsupervised private agreements to waive ADEA rights
would also be impermissible.

In Runyan v. National Cash Register Corp., 187 F.2d 1039 (6th
Cir. 1986), however, a private release form purporting to waive all
claims against an employer was held by the U.S. Court of Appeals
for the Sixth Circuit to be binding under the ADEA. By a vote of
11 to 2, the court rejected the argument that an unsupervised pri-
vate release of rights under ADEA is void as a matter of law. The
court’s holding was limited to the circumstances of the case where
nothing indicated that the employer had exploited its superior bar-
gaining power by forcing the employee to accept an unfair settle-
ment.
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Those who believe that unsupervised waivers of rights are, in

-fact, not permitted under the ADEA. have been highly critical of
the Runyan decision’s overall applicability to the ADEA. The plain-
tiff in.the case was an experienced labor attorney and, therefore,
extremely knowledgeable of the law. This has prompted many to
argue that Runyan is more the exception than the rule. Indeed, ac-
cording to a 1981 Louis Harris survey conducted for the National
Council on the Aging, over half the workers age 40 to 70 (those pro-
tected. by the ADEA as of 1981) were unaware of the protections
afforded them under the ADEA. Waiver opponents argue that,
given this fact, it would be extremely difficult for most workers to
execute knowing and voluntary waivers.

In the past, the EEOC recognized that application of the FLSA
enforcement provisions to the ADEA could be interpreted to mean
that individuals could not waive their rights or release potential li-
ability even if the action is voluntary and knowing, except under

* EEOC supervision. On October 7, 1985, however, EEOC published
in the Federal Register a Notice of Proposed Rulemaking to allow
for non-EEOC supervised waivers and releases of private rights
under the ADEA. Nearly 2 years later, on July 30, 1987, the EEOC
approved a final rule to permit unsupervised waivers.

- The exemption allows employers and employees to issue private
agreements which contain waivers and/or releases or private rights
under the ADEA without the supervision or approval of the EEOC.

The Commission argued that the remedial purposes of the act
would be better served by allowing agreements to resolve claims
whenever employees and employers perceive them to serve their
mutual interests, provided such waivers of rights are knowing and
voluntary. To support this view, the Commission cites the similari--
ties between the ADEA and Title VII of the Civil Rights Act of
1964 and notes that under Title VII, such unsupervised waivers of
private rights are permissible.

. However, in Lorillard, while the court acknkowledged that many
of the ADEA’s prohibitions were modeled after Title VII, it found
significant differences in the remedial and procedural provisions of
the two laws. The court stated that “rather than adopting the pro-
cedures of Title VII for ADEA actions, Congress rejected that
course in favor of incorporating the FLSA procedures even while
adopting Title VII's substantive prohlbltlons . . [The] petitioner’s
reliance on Title VII, therefore, is misplaced.”

In justifying its reg'ulatlons, the EEOC heavily relies upon the
Runyan case. Opponents of the rule, however, noted the limited
scope of the Runyan decision and argued that such a narrow deci-
sion did not justify the EEOC’s decision to grant blanket waivers of
individuals’ ADEA rights without Government supervision. Waiver
-opponents also cited the filing of a strong dissent in-the case and
note that EEOC’s proposed regulation was cited in the final
Runyan decision. Therefore, they argue, EEOC’s heavy reliance on
the court’s ruling is somewhat misplaced.

In short order, the EEQC rule became the focal point of contro-
versy, with a number of seniors’ advocacy organizations and Mem-
bers of Congress strongly opposing the EEOC’s action. Although
the EEOC claimed that the rule was in the best interest of the
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older worker, the Congress did not agree and enacted legislation to
suspend the effect of the rule in fiscal years 1988, 1989, and 1990.

Following a September 1987 hearing of the Senate Special Com-
mittee on Aging, legislation to suspend the rule during the 1988
fiscal year was enacted in the fiscal year 1988 Continuing Resolu-
tion (P.L. 100-202). Nevertheless, at a May 24, 1988, hearing of the
Senate Labor and Human Resources Subcommittee on Labor, a
representative of the EEOC continued to defend the rule.

To provide sufficient time to develop a bipartisan policy in this
area, legislation to extend the suspension through fiscal year 1989
was included in the fiscal year 1989 Commerce, Justice, State ap-
propriation bill, enacted as Public Law 100-459. Close to the end of
the 100th Congess, S. 2856, the proposed “Age Discrimination in
Employment Waiver Protection Act” was introduced, with the
backing of major seniors’ groups, to resolve the issues surrounding
unsupervised waivers. Except in the settlement of a bona fide age
discrimination claim, the legislation would have barred unsuper-
vised waivers of older workers’ rights. Congress failed to act on this
bill before the end of the 100th Congress.

S. 54, the “Age Discrimination in Employment Waiver Protection
Act of 1989,” was introduced by Senators Metzenbaum, Heinz,
Pryor, and others early in the 101st Congress, and the suspension
of the EEOC’s waiver rule was extended through fiscal year 1990
by the fiscal year 1990 Commerce, Justice, State Appropriations
bill (P.L. 101-162).

(F) OLDER WORKER EMPLOYEE BENEFITS

On June 23, 1989, the Supreme Court handed down what older
worker advocates felt was a very disturbing decision in Public. Em-
ployees Retirement System of Ohio v. Betts, 109 S.Ct. 2854 (1989). In
the words of Justice Marshall, the Court’s decision “immunize{d]
virtually all employee benefit programs from liability under the
Age Discrimination in Employment Act [(ADEA)]. . . .”

In 1967, when the Senate was considering the bill that would
become the ADEA, then Senator Javits offered an amendment with
the goal of insuring that employers would not be discouraged from
hiring older workers by the fact that the cost of some benefits in-
creases with age. This amendment, which would become section
4(f)2) of the ADEA, created an exception from the proscriptions of
the ADEA for bona fide employee benefit plan “which is not a sub-
terfuge to evade the purposes of [the Act]. . . .” 29 U.S.C. section
623(£X(2).

The DOL issued a three paragraph regulations interpreting sec-
tion 4(H(2) in 1969. This regulation stated that ‘“[a] retirement, pen-
sion or insurance plan will be considered in compliance with the
statute where the actual amount of payment made, or cost in-
curred, in behalf of an older worker is equal to that made or in-
curred in behalf of a younger worker, even though the older
worker may thereby receive a lesser amount of pension or retire-
ment benefits, or insurance coverage.” 29 CF.R. section 860.120
(1969). This ‘“equal benefit or equal cost” standard therefore
?A%%rxe the test for an employee benefit plan’s compliance with the
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In 1977, the U.S. Supreme Court decided United Airlines, Inc. v.
McMann, 434 US. 192 (1977), in which a retirement plan was forc-
ing the early retirement of older workers. The Court held that the
term “subterfuge,” as used in section 4(f)(2), has a plain meaning (a
scheme, plan, stratagem, or artifice of evasion), and by definition
an_employee benefit plan adopted prior to the enactment of the
ADEA in 1967 could never be a “subterfuge.” The Court therefore
ruled that this retirement plan fell within the section 4(f)(2) excep-
tion and did not violate the ADEA. .

In 1978, Congress reacted to the McMann decision by amending

_section 4(f)(2) with the phrase “no such . . . employee benefit plan
shall require or permit the involuntary retirement of any individ-
ual [protected by this Act] because of the age of such individual[.}”,
29 U.S.C. section 623(fX2). Congress also called on the DOL to fur-
ther clarify its ADEA regulations.

During the Senate debate over the 1978 amendments to the
ADEA, Senator Javits essentially endorsed the DOL’s interpreta-
tion of section 4(f)(2) by clarifying what he had intended with his
1967 amendment:

The purpose of section 4(f)}2) is to take account of the in-
creased cost of providing certain benefits to older workers as
compared to younger workers.

Welfare benefit levels for older workers may be reduced only
to the extent necessary to achieve approximate equivalency in
contributions for older and younger workers. Thus a retire-
ment, pension, or insurance plan will be considered in compli-
ance with the statute where the actual amount of payment
made, or cost.incurred in behalf of an older worker is equal to
that made or incurred in behalf of a younger worker, even
though the older worker may thereby receive a lesser amount
of pension or retirenment benefits, or insurance coverage.

In response to the Congressional request, the DOL issued a more
comprehensive version of the 1969 regulation. This expanded ver-
sion was ultimately adopted by the EEOC when it took over en-
forcement of the ADEA in 1979. In its regulations the EEOC con-
cluded that “[t]he legislative history of this provision indicates that
its purpose is to permit age-based reductions in employee benefit
plans where such reductions are justified by significant cost consid-
erations.”, 29 C.F.R. section 1625.10(a)(1). The EEOC then adopted
the same equal benefit or equal cost interpretation contained in
the 1969 Department of Labor regulation and used by Senator
Javits in the 1978 floor debate. Id.

Until the Supreme Court handed down its demsmn in Betts, the
equal benefit or equal cost test, although mch litigated, was the
official interpretation of the section 4(H)(2) exception to the ADEA.

" June Betts was a public employee in Ohio. At age 61 she became

permanently and seriously disabled and had no choice but to retire.

Ohio’s Public Employee Retirement System (PERS), as enacted in

1933, provided for basic retirement and disability retirement. Dis-

ability retirement, however, is limited to employees under 60.

In 1976, PERS was amended to provide that disability retirement
payments could never be less than 30 percent of the retiree’s
salary. Under basic retirement, Betts would have received $158.50
per month in benefits, and under disability retirement she would
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have received $355 per month. Betts was not allowed to.take dis-
ability retirement because she was-over 60, and she was- forced to
settle for basic retirement benefits. She filed suit in Federal court
contending that the PERS plan discriminated against older work-
ers in violation of the ADEA.

Using the EEOC’s equal benefit or equal cost test, the district
court held in favor of Betts, finding that PERS did not qualify for
the section 4(f)2) exception to the ADEA. The U.S. Court of Ap-
peals for the Sixth Circuit affirmed the district court’s decision.

In spite of a friend of the court brief submitted by the adminis-
tration in support of the EEOC’s regulation, the Supreme Court re-
jected this long-standing interpretation of the section 4(f)(2) excep-
tion, and instead adopted a “plain meaning” approach to the term
“subterfuge.” In doing so, the Court first reaffirmed its 1977 ruling
in McMann that an employee benefit plan adopted prior to the en-
actment of the ADEA in 1967 could not be a subterfuge to evade
the purposes of the act. In other words, discriminatory pre-ADEA
benefit plans can never be found to be unlawful under the ADEA.
However, since PERS was amended in 1976, the Court could not
dispose of the case on that basis.

Next, the Court held that a post-ADEA employee benefit plan
does not violate the ADEA “so long as the plan is not a method of
discriminating in other, nonfringe-benefit aspects of the employ-
ment relationship. . . .” In other words, it is not a violation of the
ADEA for an employer to discriminate against an older worker in
terms of employee benefits as long as the benefit plan is not a vehi-
cle for discrimination in other-prohibited ways, such as salary,
hiring, or firing. Further, the Court held that an employee chal-
lenging an employee benefit plan under the ADEA has'the burden
of proving that the plan discriminates in some nonbenefit way.
Based on these holdings, the Court reversed the lower court deci-
sion.

Advocates of elderly workers are very concerned about the large
loophole left in the ADEA by the Betts decision. In addition, the
EEOC is concerned because it has over 30 .cases pending which
could be dismissed based on the Supreme Court’s decision. The
business ‘community contends that the equal benefit or equal cost
regulation was not widely accepted and that the law in this area
was anything but settled prior the Court’s decision. A number of
large employers and business associations believe that Betts was
correctly decided and should be allowed to stand.

Congressional concern over the Betts case has resulted in three
bills aimed at legislatively overturning the Court’s decision. S. 1293
was introduced by Senator Heinz on July 11, 1989. S. 1511 was in-
troduced on August 3, 1989, by Senators Pryor, Jeffords, Metz-
enbaum, Kennedy, DeConcini, and Bumpers. Senators Levin,
Cohen, Glenn, Graham, Moynihan, Bentsen, and Bryan have since
joined as cosponsors. S. 1511’s House companion, H.R. 3200, was in-
troduced on August 4, 1989, by Congressmen Roybal, Hawkins,
Clay, Martinez and Bilbray, and currently has 37 cosponsors.

S. 1511/H.R. 3200 would amend section 4(f{2) by deleting the
term “subterfuge” and codifying the EEOC’s long-accepted equal
benefit or equal cost test. The bills would also assure that pre-1967
employee benefit plans are subject to the provisions of the ADEA,
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and assure that the 4(f)(2) exclusion is an affirmative defense under
the ADEA, and the employer has the burden of proving that de-
fense. The major difference between these bills and S. 1293 is that
S. 1511/H.R. 3200 would apply retroactively to the day before the
"Betts decision.

On September 21, 1989, H.R. 3200 and the Betts decision were
the subjects of a joint hearing of the House Select Committee on
Aging and the House Education and Labor Subcommittees on Em-
ployment Opportunities and Labor-Management Relations. The
Senate Special Committee on Aging and the Labor and Human Re-
sources Subcommittee on Labor held a joint hearing on S. 1293 and
S. 1511 on September 27, 1989.

(G) PENSION ACCRUAL PROVISIONS

In May 1979 the DOL published an interpretation bulletin re-
garding the 1978 ADEA amendments. The interpretation allowed
employers with pension plans regulated under the Employee Re-
tirement Income Security Act (ERISA) to cease pension contribu-
tions and pension credits for active employees who worked beyond
the normal retirement age spec1ﬁed in thelr pension and retire-
ment plans.

The EEOC, - which assumed enforcement respons1b1hty of the
ADEA shortly after, initiated a review of its pension accrual policy
in 1983. After evaluating hundreds of comments from individuals
and groups, the majority of whom opposed the interpretive bulle-
tin, EEOC commissioners in 1984 voted to rescind the bulletin and
to require employers to continue to post credits to the pensions of
workers beyond the normal retirement age. Subsequently, proposed
-regulations were drafted by the EEOC mandating continued pen-
sion accrual, which the Commission in 1985 unanimously approved.

Poised to implement the new policy regarding pension accrual
for workers over 65, the EEOC in 1986 instead reversed directions,
abandoning all rulemaking on continued pension accrual and refus-
ing to rescind‘the bulletin. Although the EEQC also was ordered by
the court to issue a new rule governing continued pension accrual,
this portion of the ruling was reversed, upon appeal.

After extended debate on this issue, provisions were included in
the 1986 ADEA amendments to require employers to continue ac-
crual of pension credits to workers beyond the normal retirement
age, effective January 1988. More specifically, the. law' required
pension coverage for all workers without regard to age, excepting
(1) defined-benefit plans that increase the worker’s retirement actu-
arially to reflect a benefit date that occurs after the month in
which the worker turns 65, and (2) plans which limit the amount of
benefits or limit the number of years of service or years of partici-
pation. Under Public Law 99-509, the Internal Revenue. Service
(IRS), followed by the EEOC and the DOL, were required to develop
regulations in accordance with the new law.

Unfortunately, the new law was vague as to whether.the new
.law was-intended to be applied on-a retroactive basis. Initially, the
EEOC contended that the law did not require employers to take
post credits for older workers for years served prior to the law’s ef-
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fective date, a position that was estimated to cost older workers $3
billion in lost pension benefits.

However, a complex rule proposed in April 1988 by the IRS, the
lead agency, provides that in defined-benefit plans—namely, plans
which promise a retired worker a set pension based on number of
years of employment and a percentage of compensation—all years
of service must be taken into account in determining retirement
benefits. In contrast, with respect to defined-contribution plans—
those in which an employer pledges to allocate a certain percent-
age of compensation each year toward the worker’s pension—the
law would not be applied retroactively under the IRS ruling.

Thus, under the IRS 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 was 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. In early 1989, the EEOC backed away from its earlier oppo-
sition and intends to conform to the IRS position.

(H) AGE DISCRIMINATION AWARENESS

Age discrimination continues to pervade the American work-
place. While many industries recognize the value of hiring experi-
enced older workers, others continue in their attempts to subvert
the law. In addition, not only do many older workers fail to realize
when they are being discriminated against, but many do not under-
stand their rights and protections under the Age Discrimination in
Employment Act. According to a 1981 Louis Harris survey, ap-
proximately half of the older workers polled were unaware of their
ADEA rights and protections. Given the fact that no concerted
awareness campaign has taken place since that time, these statis-
tics are unlikely to have improved.

In response to this lack of awareness, legislation was enacted in
1987 to require the Department of Labor to furnish Title V contrac-
tors with printed materials regarding age discrimination in em-
ployment. The contractors will, in turn, distribute this information
to program participants to apprise them of their lawful rights.

The Senior Community Service Employment Program under
Title V of the Older Americans Act provides many seniors with
needed jobs and income. Title V is the most visible federally sup-
ported employment program and is one of the few remaining job
creation programs. For this reason, supporters of the amendment
believe that Title V contractors will provide an excellent vehicle
for increasing awareness.

3. THE JoB TRAINING PARTNERSHIP AcCT

During the 1st session of the 101st Congress, the Job Training
Partnership Act was the subject of much discussion. While most
agree that JTPA has been effective since its enactment in 1983, the
Department of Labor and several Members of Congress believe that
adjustments to the act are necessary in order to meet the changing
needs of our Nation’s work force.
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In particular, much of the discussion has centered on the idea of
cutting back or eliminating State-level set-asides, including the
Title II-A set-aside for training and placement of older workers,
and concentrating more resources at the local level through the
service delivery areas (SDAs). Supporters of this idea feel that
more services are needed at the local level, and specifically more
job training services are needed for inner-city youth.

Possible elimination of the Title II-A older worker set-aside has
caused concern among advocates for the elderly, who argue that
youth are not the answer to future shortages in the work force.
Secretary of Labor Elizabeth Dole recognized the importance of
older workers when she stated in the October 1989 edition of Aging
News Network: :

Experience, maturity, know-how, dependability——these and
other positive traits that characterize older workers ‘have
always been important to any nation that wants to build and
maintain a strong, competitive economy. But as we look to the
dawn of a new century, they may be especially critical to our
Nation’s néed to compete in today’s global marketplace.

All of this means that we can ill afford policies or practices
that discourage skilled, experienced, productive men and
women from continuing to work past retirement age if they
want to do so. ,

Supporters of the Title II-A older worker provision contend that
while programs funded by the set-aside generally started slowly in
the first years, the vast majority of them are now very successful
and should not be eliminated. Two bills have received the most at-
tention. . :

(A) THE SIMON BILL

On March 8, 1989, Senator Paul Simon introduced S. 543, the
“Job Training Partnership Act Youth Employment Amendments of
1989.” As introduced, the bill would reallocate JTPA resources in
order to provide more services to inner-city youth. In accomplish-
ing this goal, the bill would have reduced the older worker set-
" aside from 3 percent to 2 percent.

An amended bill was reported by the Senate Labor and Human
Resources Committee on July 26, 1989. The title was changed to
the “Job Training and Basic Skills Act of 1989,” and, in addition,
the older worker set-aside was completely eliminated. In its place is
a requirement that 5 percent of the adults served by the SDAs
must be 55 years of age or older. Older worker advocates feel that
this participant-based set-aside will not ensure service of sufficient
types or amounts, and they contend that a dollar-based State-level
set-aside is the best and only way to guarantee quality service for
this age group.

(B) THE HAWKINS BILL

Congressman Augustus F. Hawkins introduced H.R. 2039, the
“Job Training Partenership Act Amendments of 1989,” on April 18,
1989. Like S. 543, H.R. 2039 would reallocate JTPA resources with
an emphasis on serving inner-city youth. This bill would complete-
ly eliminate the Title II-A older worker set-aside and replace it
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with a mandate to the SDAs to make special efforts to serve adult
workers 55 years of age or older.

C. PROGNOSIS

A variety of issues must be resolved in the years to come with
respect to the employment of older and midlife workers. One such
issue is whether to once again include age discrimination in em-
ployee benefits. under the proscriptions of the ADEA. Legislation to
overturn the Supreme Court’s decision in Betts is rapidly gaining
momentum and could be acted upon by the 101st Congress early in
the 2d session. The related issue of ADEA waivers will also likely
receive consideration in 1990.

Still another issue is whether to maintain JTPA’s commitment
to ensuring that disadvantaged older workers receive much needed
job training and placement services. The Simon and Hawkins
JTPA amendments seem to abandon this commitment and lump
older workers, who have unique employment problems and needs,
with younger adults. The Senate will probably face this issue in the
2d session, but the prognosis in the House is uncertain.

Other issues include whether to extend ADEA protection to ten-
ured university faculty, public safety officers and older workers in
apprenticeship programs. Although sterotypes abound about re-
-garding unproductive, fractious elder employees, there is a growing
realization that older workers are a'very diverse group.

The phenomenon of an aging work force presents a variety of po-
tential problems, especially when considered in -tandem with the
trend toward early retirement. In attempting to downsize their
swork force, many companies chose to absorb the cost of offering
early retirement packages to their employees. However, there is
growing concern that in so doing, many companies merely consider
short-term savings without regard to long-term costs due to lost ex-
perience, increased pension liabilities, and increased training costs.

As the Natiom's. population ages, there will be additional pres-
sures to maintain an older work force. This will likely result in the
eventual conclusion by business interest that it is to their advan-
tage to modify their current employment practices and provide in-
centives for older workers to remain on the job. As this occurs,
there may well be less of a need for Federal intervention to assure
that older Americans are not victimized by age discrimination.
However, until the advantages of employing and retaining older
workers are widely acknowledged by business, it will remain essen-
tial that older persons who desire to work can rely on the EEOC to
protect their rights under the ADEA.



Chapter 5

SUPPLEMENTAL SECURITY INCOME OVERVIEW

OVERVIEW

In 1972, the Supplemental Security Income (SSI) program was es-
tablished to help the Nation’s poor aged, blind, or disabled meet
their most basic needs. The program was designed to supplement
the income of those whose work experience and circumstances did
not qualify them for Social Security benefits or whose Social Secu-
rity benefits were not adequate for subsistence, and to provide re-
cipients with the opportunity for rehabilitation and incentives to
seek employment. In 1989, 4.5 million individuals received assist-
ance under the program.

To those who meet SSI's nationwide eligibility standards, the
program provides monthly payments. Importantly, in most States
SSI eligibility automatically qualifies recipients for Medicaid cover-
age and Food Stamps benefits.

Under the Gramm-Rudman-Hollings Act, SSI benefit payments
are exempted from any across-the-board budget cuts under that
law. As a result, program benefits have thus far escaped budget
cuts. The concern remains, however, whether SSI will remain
intact as pressure to reduce the Federal budget deficit intensifies
and competition for restricted funding escalates.

Although SSI has escaped the budget ax, the lack of additional
funding for benefit increases has meant that the program contin-
ues to fall far short of eliminating poverty among the elderly poor.
Despite progress in recent years in alleviating poverty among this
group, a substantial number remain poor. When the program was
started almost two decades ago, some 14.6 percent of the Nation’s
elderly lived in poverty. In 1989, the elderly poverty rate was 12
percent.

The effectiveness of SSI in reducing poverty is hampered by inad-
equate benefit levels, stringent financial criteria, and a low partici-
pation rate. In most States, program benefits do not provide recipi-
ents with an income that meets the poverty threshold. Nor have
the program’s allowable income and assets level kept pace with in-
flation. Further, only about half of those poor enough to qualify for
SSI actually receive program benefits.

In recent years, the gulf between SSI's reality and its potential
as an anti-poverty weapon has given rise to a growing movement
among advocates and a number of Members of Congress to try and
correct the program’s inadequacies. In the 101st Congress, these ef-
forts produced legislative proposals to bring the benefit standard to
the poverty level, increase the program’s income and assets levels,
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and mandate SSI outreach. In addition, a number of other program
reforms were proposed.

Among the additional issues which provoked SSI reform legisla-
tion in 1989 was the lack of oversight of representative payees by
the Social Security Administration (SSA), the agency charged with
carrying out the SSI program. Following intense scrutiny by the
Congress, comprehensive bills to strengthen monitoring were intro-
duced and advanced in both Chambers. ‘

At the ‘conclusion of 1989, most of the SSI proposals were still
pending, but expected to receive continued attention at the resump-
tion of the 101st Congress in 1990. Even so, a number of technical,
but significant improvements of the SSI program were enacted at
the end of the first session.

In the midst of these Congressional activities, 1989 also witnessed
a change in the leadership of SSA. In keeping with the preroga-
tives of a new President, in July of that year George Bush nomi-
nated Gwendolyn S. ng as the new Commissioner of the agency.
Within days, the Senate unanimously confirmed the President’s
choice, and since that time Commissioner King has maintained a
bipartisan and accessible tone in her dealings with the Congress.

A. BACKGROUND

The SSI program, authorized in 1972 by Title XVI of the Social
Security Act (P.L. 92-603), began providing a nationally uniform
guaranteed minimum income for qualifying elderly, disabled, and
blind individuals 2 years later. Underlying the program were three
congressionally mandated goals: To construct a coherent, unified
income assistance system; to eliminate large disparities between
the States in eligibility standards and benefit levels; and to reduce
the stigma of welfare through administration of the program by
SSA. It was the hope, if not the assumption, of the Congress that a
central, national system of administration would be more efficient
and eliminate the demeaning rules and procedures that had been
part of many State-operated public assistance programs. SSI con-
solidated three State administered public-assistance programs: Old
age assistance; aid to the blind; and aid to the permanently and to-
tally disabled.

Under the SSI program, States play both a required and an op-
tional role. They must maintain the income levels of former public-
assistance recipients who were transferred to the SSI program. In
‘addition, States may use State funds to supplement SSI payments
for both former public-assistance recipients and subsequent SSI re-
cipients. They also have the option of either administering their
supplemental payments or transferring the responsibility to SSA.

SSI eligibility rests on definitions of age, blindness, and disabil-
ity; on residency and citizenship; on levels of income and assets;
and, on living arrangements.

The basic eligibility requirements of age, blindness, or disability
have not changed since 1974. Aged individuals are defined as those
65 or older. Blindness refers to those with 20/200 vision or less
with the use of a corrective lens in the person’s better eye or those
with tunnel vision of 20 degrees or less. Disabled persons are those
unable to engage in any substantial gainful activity because of a
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medically determined physical or mental impairment that is ex-
-pected to result in death or that can be expected to last, or has
lasted, for a continuous period of 12 months.

As a condition of participation, the SSI recipient also must reside
in the United States or the Northern Mariana Islands and be a
U.S. citizen, an alien lawfully admitted for:permanent residence, or
an alien residing in the United States under color of law.

In addition, eligibility is determined by a means test under
which two basic conditions must be satisfied. First, after taking
- into account certain exclusions, monthly income must fall below
the benefit standard—$368 for an individual and $553 for a couple
in 1989. Second, assets must meet a variety of criteria.

Under the program, income is defined as earnings, cash, checks,
and items received “in kind,” such as food and shelter. Not all
income is counted in the SSI calculation. For example, the first $20
of monthly income from virtually any source and the first $65 of
monthly earned income plus one-half of remaining earnings are ex-
cluded and labeled as “cash income disregards.” Also excluded are
the value of social services provided by federally assisted or State
or local government programs such as nutrition services, food
stamps, or housing, weatherization assistance; payments for medi-
cal care and services by a third party; and in-kind assistance pro-
vided by a nonprofit organization on the basis of need.

In determining eligibility based on assets, the calculation in-
cludes real estate, personal belongings, savings and checking ac-
counts, cash, and stocks. Assets that are not counted include the
individual’s home; household goods, and personal effects with a
limit of $2,000 in equity value; $4,500 of the current market value
of a car (f it is used for medical treatment or employment it is
completely excluded); burial plots for individuals and immediate
family members; a maximum of $1,500 in burial funds for an indi-
vidual and the same amount for a spouse; and the cash value of life
insurance policies with face values of $1,500 or less.

In 1989 and years thereafter, the asset limit is $2,000 for an indi-
vidual and $3,000 for a married couple. The income of an ineligible
spouse who lives with an SSI applicant or recipient is included in
determining eligibility and amount of benefits.

The Federal SSI benefit standard also factors in a recipient’s
living arrangements. If an SSI applicant or recipient is living in
another person’s household and receiving support and maintenance
from that person, the value of such in-kind assistance is presumed
to equal one-third of the regular SSI benefit standard. This means
that the individual receives two-thirds of the benefit. In 1990, the
SSI benefit standard for individuals living in another person’s
household increased to $257 for a single person and $386 for a
couple. If the individual owns or rents the living quarters or con-
tributes a pro rata share to the household’s expenses, this lower
benefit standard does not apply. In 1988, 254,440 recipients, or 5.7
percent, came under this “one-third reduction” standard. Sixty-
seven percent of those recipients were receiving benefits on the
basis of disability.

When an SSI recipient enters a hospital, nursing home, or other
medical institution in which a major portion of the bill is paid by
Medicaid, the SSI benefit standard is reduced to $30 per month.
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This amount is intended to take care of the individual’s personal
needs, such as haircuts and toiletries, while the costs of mainte-
nance and medical care are provided through Medicaid.

B. ISSUES
1. BENEFITS

From the program’s start-up in 1974, benefit levels have fallen
below the poverty level. As a result, the program has relieved, but
not eliminated, poverty rates among elderly and disabled individ-
uals. The poverty rate among the elderly has declined only margin-
ally from 14.6 percent in 1974 to 12 percent in 1988. For the black
elderly, the poverty rate is even greater, at 32 percent. The poverty
rate is highest for black elderly women, at 38 percent.

The 1989 benefit of $368 left an elderly individual 25 percent
below the projected poverty level of $5,899. For elderly couples, the
maximum benefit level of $553 was 11 percent below the projected
poverty level of $7,442 in 1989. In 1988, out of a total population of
29. million elderly 65 and over, 3.5 million elderly had .incomes
below the poverty level. ‘ X L

A 1988 study by the National Council of Senior Citizens found
that the average low-income elderly household had an annual
income of $5,306. Of that amount, housing costs totaled more than
38 percent, food 34 percent, and home energy 17 percent. This left
about $493, or $9.38 a week, for discretionary spending.

Under SSI, States also may voluntarily supplement the Federal
SSI benefit. Approximately 42 percent of SSI recipients receive
such supplementation. However, the median State supplement is
only $36 for an individual per month and eight States provide no
supplement. Only four States—Alaska, California, Massachusetts,
and Connecticut—supplement SSI enough to bring benefits up to
the poverty level. - T : o .

In an effort to extend the effectiveness of SSI, anti-poverty advo-
cates, joined by a number of national aging and disability organiza-
tions, spearheaded a campaign in 1989 to push for.increasing the
Federal benefit standard to the poverty level. :

2. INCOME AND AsSSETS LiMrTs

An additional concern stems from the fact that the SSI pro-
gram'’s cash income disregards have not been updated to reflect in-
flation. The Urban Institute has calculated that if the 1983 values
of such disregards had been indexed they would have increased
from the current $20 of monthly income.from any source and $65
of monthly earned income to $40 and $30 respectively. The $20 dis-
regard affects almost 90 percent of elderly beneficiaries.

Compounding this shortcoming.is the absence of regular indexing
for the asset limits individuals must meet to receive SSI benefits.
Through the program’s first 10 years the allowable asset limits re-
mained constant at $1,500 for individuals and $2,250 for couples. In
1984, however, the Deficit Reduction Act (P.L. 98-369) raised these
limits annually through 1989 by $100 for individuals and by $150 a
year for couples. Even so, the concern remains among anti-poverty
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advocates that the asset test is still too stringent and disqualifies
potentially eligible persons as a result.

The results of a 1988 study conducted by the Policy Center on
Aging of Brandeis University, for the American Association of Re-
tired Persons (AARP), support this contention. The study found
that 34 percent of the income eligible 65-69 age group and 45 per-
cent of the 85 and over age group were ineligible because of assets.
The study also reported that a significant number of individuals
possessed assets close to the cutoff. For example, about 60,000 el-
derly persons had countable assets that fell within $750 of the 1984
asset test threshold. The assets held by a majority of the asset in-
eligible population were interest earning accounts, homes, and
automobiles. About half of income eligible/asset ineligible elderly
households had modest life insurance policies that contributed to
ineligibility.

Among the reforms of SSI that have been advocated to address
this problem include elimination of the asset test, the use of the
less stringent Food Stamp asset test in its place, and indexation of
the asset test.

Using 1984 costs, the Brandeis study estimated the impact of
such changes. Elimination of the asset test would be the most ex-
pensive, the study found, because it would increase the eligible pop-
ulation by 42 percent and increase the cost of Federal benefits by
34 percent, or between $800 million and $1.2 billion annually. Use
of the Food Stamp test, which in 1988 permitted $3,000 in assets,
would increase those eligible by 15 percent and Federal benefits by
12 percent, a total of between $300 million and $400 million. Index-
ing for inflation would increase the eligible population by 7 percent
and increase Federal costs by 5 percent, or between $100 million
and $200 million.

Overall, the Brandeis study raised the issue of whether the cur-
rent SSI asset test furthers the Federal goal of alleviating poverty
among the truly needy. The study concluded that many of the el-
derly are excluded from SSI not because they are well-off, but only
because the Government has failed to take into account the impact
of inflation on program eligibility criteria.

A broad coalition of anti-poverty advocates, in conjunction with a
number of Members of Congress, included reform of the SSI pro-
gram’s income and asset tests among their priority objectives in
the 101st Congress.

3. Low PARTICIPATION

Since its inception, the SSI program has been plagued with low
participation rates. Despite initial projections that over 7 million
Americans were eligible for SSI, the caseload has never exceeded
4.5 million. Further, the number of elderly participants has contin-
ued to decline. The number of those 65 and over receiving SSI ben-
efits declined from 2.3 million in 1975 to 1.4 million in 1989. A 1986
study by The Commonwealth Fund Commission on Elderly People
Living Alone (The Commonwealth Fund) found evidence that those
who are eligible but not participating are mostly elderly, single
women living in poverty.
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Over the years, studies have found that between 40 and 60 per-
cent of the elderly poor enough to qualify for SSI -actually receive
benefits under the:program. A 1980 study, based on 1975 popula-
tion data, of the Institute for Research on'Poverty found a 41 to 47
percent participation .rate for the elderly. In the following year,
1981, Urban Systems reported a participation rate of 60 percent,
using a nonrepresentative 1979 survey of low-income elderly.

More recently, a 1988 AARP study prepared under a grant from
The Commonwealth Fund found that only 51.1 percent of the eligi-
ble elderly were participating in SSI, with rates varying between
30 to 60 percent among the States.

A related 1988 AARP survey, conducted by Lou Harris and Asso-
ciates, found that over half of the eligible poor who were not par-
ticipating in ‘SSI had never heard of the program or did not know
how to apply for assistance. Less frequenty cited reasons for non-
. participation included an inability to deal with the program’s ap-
plication process, language ‘barriers, the stigma of receiving wel-
fare, the loss of privacy, and the perception of low benefits.

- Significantly, the AARP survey also identified a number of effec-
tive SSI outreach tools. The largest number of elderly respondents,
76 percent, reported that one-on-one assistance with the ‘SSI appli-
cation process would -be an effective approach. About 72 percent re-
ported that allowing individuals to .set up .an appointment time
with SSA, .rather than spending time waiting in an SSA field office,
would further program. participation. Slightly fewer,: 68 percent,
said that informing individuals that SSI eligibility confers access to
health care ‘through Medicaid would make a difference, followed
-closely by increasing ‘benefits (67 percent) and allowing individuals
to apply for SSI at some location other than an SSA field office (66
percent).

The findings of an April 1989 report of Families U.S.A., formerly
~ the Villers Foundation,- confirms .that the major obstacle toward
greater SSI participation among the elderly is a lack of informa-
tion and understanding about the program. Based on a survey of
over 6,000 low-income elderly, the study found that only one-third
-of the respondents knew that SSI could raise an.eligible person’s
income and one:fourth were aware .that SSI eligibility could lead to
health care under Medicaid. The study also reported that the per-
ceived complexity of the SSI application process and the lack of as-
sistance in completing 'the application forms serves.to keep many
- eligible individuals off the rolls: Finally, the. report concluded that
SSI outreach efforts on the part of SSA were limited, sporadic, and
untargeted, and that a nationwide effort was critical to ensure that
eligible individuals are able to receive the benefits under the pro-
gram.
~ On a demonstration basis, AARP and The Commonwealth Fund
worked in 1988 with dozens of local agencies in three cities to de-
velop and test ways. to increase participation in the SSI program.
- The projects pioneered a number-of innovative ‘strategies, making

- extensive use of the media, community education, and one-on-one
. .counseling of potential SSI applicants. In the three cities—El Paso,

- Pittsburgh;-and Oklahoma City—SSA reported- an average increase
of about 97 percent in applications and about 58 percent in awards.
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In 1989, these projects served as templates for SSI outreach pro-
grams in 10 additional locations.

In recent years, SSA itself has undertaken some outreach activi-
ties, but they have been limited in scope and undertaken only after
strong congressional pressure. In 1984, for example, a congression-
ally mandated effort by SSA to inform 7.6 million potential SSI re-
cipients by mail of possible eligibility resulted in 79,000 applica-
tions—representing 1 percent of potential recipients who were
alerted. A total of 58,000 of those who applied were awarded bene-
fits.

The chronic low rates of program participation has led to criti-
cism of the agency for failing to take a more aggressive approach
to this problem and to provide better training to SSA staff in this
area. Many also voice strong concern over the impact of the agen-
cy’s closing of field offices, staff reductions in field offices, particu-
larly field representatives and those with bilingual capability, and
the lack of outreach efforts in minority communities.

Over the last several years, SSA resources most critical to the
agency’s outreach efforts—field representatives and contact sta-
tions—have been scaled back significantly. Between 1986 and 1989,
the number of field representatives dropped by 28 percent and the
number of contact stations by 22 percent.

Adding to the barriers to increased SSI participation was the na-
tionwide implementation in 1989 of SSA toll-free line. Under the
new system, all calls to SSA bypassed SSA field offices and were
routed to a small number of SSA telephone centers. Promoted as a
convenient way to get help from the agency, in its first year of op-
eration the toll-free line was persistently plagued with a high inci-
dence of busy signals and incomplete or erroneous answers, par-
ticularly with respect to the SSI program. An SSA study, conducted
in the last months of 1988, revealed that nearly one in four callers
(24 percent) with questions about SSI were given incorrect answers.
gFo)r a fuller discussion of SSA’s toll-free line, please see chapter

1.

4. REPRESENTATIVE PAYEES

Under SSA’s representative payee program, an individual other
than the beneficiary is appointed to handle checks from the Social
Security and SSI programs when the beneficiary is too disabled, or
otherwise unable to manage his or her own finances. The monthly
payments to approximately 1 million SSI beneficiaries are handled
by representative payees. By definition, beneficiaries in need of a
payee are vulnerable.

Intense concern over the lack of safeguards to protect benefici-
aries from abuse by representative payees was triggered in Novem-
ber 1988 when police in Sacramento, CA, uncovered the bodies of
eight Social Security beneficiaries in the backyard of Mrs. Doro-
thea Puente, an operator of an unlicensed board and care home.
Mrs. Puente, who previously had been convicted for Social Security
fraud, was the representative payee for one of the beneficiaries,
whose murder she later was charged with committing.

At a March 1989 hearing of the House Social Security Subcom-
mittee and a hearing a month later of the Senate Special Commit-
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tee on Aging, a number of witnesses, including legal services attor-
neys and SSA claims representatives, characterized problems of
abuse within SSA’s representative payee program as pervasive.
Witnesses pointed to SSA’s lack of adequate screening and moni-
toring of payees as the major factors for these problems.

A 1983 study by SSA of payees under Social Security found prob-
lems with payees in as much as 20 percent of the time. Also, the
. study revealed that more than 4 percent of the cases called for a

change in the payee, while 1.5 percent of those reviewed did not

even need a payee. Limited in scope, this study excluded SSI recipi-
ents and relatives serving as payees. _
- Until 1978, SSA- conducted limited monitoring of payees receiv-
ing Social Security. In that year, however, SSA discontinued this
practice as a cost-saving measure. In the following year, SSA was
challenged in a class action suit, known as the Jordan case, for
abandoning its monitoring program and leaving beneficiaries vul-
nerable to abuse. In 1981, while the case was still pending, SSA
also halted its monitoring program for payees under the SSI pro-
gram.

Citing due process protections, in 1983 the court ruled in Jordan
that SSA must conduct -“mandatory periodic accounting” of all
payees. Following a protracted but unsuccessful appeal by SSA, the
agency ultimately was faced with a more stringent order to estab-
lish a monitoring program of ‘“universal annual accounting.”
During this same period, legislation was enacted into law that
would have exempted relatives from the monitoring requirements,
but which the Jordan court subsequently voided. .

Finally, to carry out the Jordan ruling, in 1988 SSA began re-

quiring all payees to fill out a form listing estimated amounts of
the expenditures in various categories. If the beneficiary or a third
party contested the validity of the information provided by the
payee, or the totals did not add up, only then was SSA required to
look into the situation, typically by telephoning the payee and
asking for an explanation. As a routine matter, SSA did not verify or
audit the information provided by payees.
. Although the policy of SSA is to investigate the fitness of an in-
dividual applying to serve as a payee, little in the way of a back-
ground check is conducted. Only in the wake of the Puente case
has SSA begun to verify the applicant’s identification and to ask if
the applicant has ever been convicted of a felony. Under current
law, individuals convicted of Social Security fraud violations are
prohibited from serving as payees.

Recently, in Holt v. Bowen, a Federal district court ordered the
agency to repay Mr. Holt, an SSI beneficiary whose lump sum ben-
efits were stolen by a payee with a criminal record. The judge
noted SSA was liable because the agency failed to conduct even a
minimal investigation into the payee’s background. Although the
Holt case was not a class action suit,.Mr. Holt’s story illustrates
the financial abuse to which beneficiaries are vulnerable, according
to legal service attorneys and protective service workers.
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5. EMPLOYMENT AND REHABILITATION FOR SSI RECIPIENTS

Section 1619 and related provisions of SSI law provide that SSI
recipients who are able to work in spite of their impairments can
continue to be eligible for reduced SSI benefits and Medicaid. The
number of SSI disabled and blind with earnings has increased from
87,000 in 1980 to 176,000 in 1989. In addition, 22,000 of aged SSI
recipients had earnings in 1989.

Before 1980, a disabled SSI recipient who found employment
faced a substantial risk of losing both SSI and Medicaid benefits.
The result was a disincentive for disabled individuals who could
work or could have tried to work.

The Social Security Disability Amendments of 1980 (P.L. 96-265)
established a temporary demonstration program aimed at remov-
ing work disincentives for a 3-year period beginning in January
1981. This program, which became Section 1619 of the Social Secu-
rity Act, was meant to encourage SSI recipients to seek and engage
in employment. Disabled individuals who lost their eligibility
status for SSI because they worked were provided with special SSI
cash benefits and assured Medicaid eligibility.

The Social Security Disability Benefits Reform Act of 1984 (P.L.
98-460), which extended the Section 1619 program through June
30, 1987, represented a major push by Congress to make the dis-
ability program more effective. At that time, the House Ways and
Means Committee asked the Department of Health and Human
Services to evaluate the effectiveness of the Section 1619 program.

The original Section 1619 program preserved SSI and Medicaid
eligibility for disabled persons who worked even though two provi-
sions that set limits on earnings were still in effect. These provi-
sions required that after a trial work period, work at the “substan-
tial gainful activity level” (average countable earnings of over $300
a month up to 9 months) led to the loss of disability status and
eventually benefits even if the individual’s total income and re-
scurces were within the SSI criteria for benefits.

When an individual completed 9 months of trial work and was
determined to be performing work constituting substantial gainful
activity, he or she lost eligibility for regular SSI benefits 3 months
after the 9-month period. At this point, the person went into Sec-
tion 1619 status. After the close of the trial work period, there was,
however, an additional one-time 15-month period during which an
individual who had not been receiving a regular SSI payment be-
cause of work activities above the substantial gainful activities
level could be reinstated to regular SSI benefit status without
having his or her medical condition reevaluated.

The Employment Opportunities for Disabled Americans Act of
1986 (P.L. 99-643) eliminated the trial work period and the 15
month extension period provisions. Because a determination of sub-
stantial gainful activity was no longer a factor in retaining SSI eli-
gibility status, the trial work period was recognized as serving no
purpose. The law replaced these provisions with a new one that al-
lowed use of a “suspended eligibility status” that resulted in pro-
tection of disability status of disabled persons who attempt to work.

The 1986 law also made Section 1619 permanent. The result has
been a program that is much more valuable and useful to disabled
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SSI recipients. The Congressional intent was to ensure ongoing as-
sistance to the severely disabled who are able to do some work but
who often have fluctuating levels of income and whose ability to
work changes for health reasons or the availability of special sup-
port services.
Federal legislation is being considered which would begin to
" extend to Social Security Disability Insurance (SSDI) beneficiaries
the same work incentives and cash benefits and/or medical cover-
age provided to those receiving SSI benefits under Section 1619.
This is of particular importance to elderly parents of adult men-
tally retarded or mentally ill children. At issue is the continued
availability of income assistance, medical care, housing and social
services for their children. Such services are often provided by the
parents themselves, both financially as well as.the day-to-day care
and supervision .of their adult disabled children. Many of these
aging parents would like to set up trust accounts to provide for the
children’s care following their parents’ death. However, the income
from, and resources of, such a trust may cause a child to be ineligi-
-ble for SSI and therefore unable to utilize the work incentive provi-
sions of Section 1619.
Under present law, an individual must have 1 month of regular
- SSI benefits before they qualify for the work incentive provisions of
. Section 1619. The result is that an individual who is only receiving
SSDI, when losing their disability status due:to work activity,
cannot move into the SSI Section 1619 program. The House of Rep-
resentatives approved a provision which allows an SSDI recipient
who becomes ineligible for SSDI as.a result of. earnings to partici-
* pate in Section 1619 without first being required to receive at least
. 1 'month of SSI benefits. This proposal, also included in a bill by
. Senator Riegle, is likely to receive close attention in 1990.

+ 6. IMPROPER SUSPENSION OF BENEFITS

A SSA study, obtained by the Senate Special Committee on
Aging in late 1989, revealed that the benefits of thousands of SSI
‘recipients had been unfairly and improperly denied in 1986 and
1987. In view of the fact that individuals must have little in the
-way of-financial resources to qualify for SSI, in addition to ad-
vanced age or a disabling condition, the suspension of benefits
- likely caused extreme hardship. Senate Aging Committee Chair-
man David Pryor announced that he was appalled by these actions.

In 1987, SSA suspended payments to over 80,000 SSI recipients
on the grounds that they failed to respond to the agency’s request
for information concerning eligibility and payment status. In 1988,
the number increased to over 105,000 individuals. A SSA analysis
of a selected number of these cases showed that many of these sus-
pensions were a result of an agency failure to allow the individuals
in question sufficient time to respond. Even when the presence of a
mental disability, advanced age, or a language barrier, the agency
generally made no special effort to contact the recipients before
cutting off their benefits. SSA policy requires that a follow-up con-
tact be made in these cases. .

A major factor for the lack of compliance with SSA policy requir-
ing follow-up stems from a heavy workload, according to the study.
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Also cited was a desire to avoid overpayment of benefits to recipi-
ents. In light of these findings, the study concluded that SSA must
take special care in determining when to suspend benefits.

In response to the study’s findings, Commissioner Gwendolyn
King strongly criticized the staff of the agency over the handling of
the SSI cases. In a speech to SSA staff the Commissioner stated, “I
will not tolerate this happening again. If one, just one, beneficiary
is wrongly denied his or her benefits, that is a tragedy, nothing
less. We will not permit such a tragedy to take place.” Five Sena-
tors, including Aging Committee Chairman David Pryor, Senator
John Heinz, the Committee’s Ranking Minority Member, and Sena-
tors Moynihan, Riegle, and Chafee, cosigned a letter to President
Bush praising her decisive response to this problem.

C. CONGRESSIONAL RESPONSE

In response to the mounting concern over inadequacies of the SSI
program, comprehensive reform legislation, along with a number of
bills targeting specific program problems, were introduced in both
Houses of Congress in 1989. Despite the ambitious scope and cost of
these bills, the combined effort of a broad coalition of aging and
disability organizations and key Members of Congress succeeded in
advancing much of this legislation through key stages of the legis-
lative process. At the conclusion of the first session of the 101st
Congress, however, only a small number of provisions were actual-
ly enacted. The bulk of this SSI legislation was therefore awaiting
further Congressional action in 1990.

1. COMPREHENSIVE REFORM LEGISLATION

Early in 1989, a coalition of Members in the House of Represent-
atives—including, Representative Edward Roybal, Chairman of the
Select Committee on Aging, and Representatives Robert Matsui
and Downey—mounted a legislative campaign to increase the SSI
benefit to the poverty level, raise the assets level from $2,000 to
$4,200 for an individual (from $3,000 to $6,300 for a couple), man-
date SSI outreach, and make a number of technical improvements
to the program. These proposals were contained in H.R. 866, the
“SSI Benefit Improvement Amendments of 1989 and H.R. 867, the
“SSI Technical Amendments Act of 1989,” respectively. Represent-
atives Roybal and Downey also introduced separate, but identical
legislation in H.R. 360 and 361 to raise the benefits and assets
levels. The same provisions were included in the proposed Omnibus
Budget Reconciliation Act of 1989 (OBRA 1989), as passed by the
House of Representatives. Due to an impasse between the House
and the Senate over unrelated provisions in their respective ver-
sions of this bill, the SSI reforms were ultimately dropped and
therefore were still pending at the end of 1989.

On the Senate side, Senator John Heinz, the Ranking Minority
Member of Special Committee on Aging, also sponsored legislation
in S. 665 to raise the SSI resource limit, require the establishment
of an SSI outreach program, and reform a number of other SSI
po}iici?s1 gg;taining to disabled children. The bill was pending at the
end o .
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2. SSI OUTREACH

Among the principle sponsors of SSI outreach legislation was
Senator . David Pryor, Chairman of the Special Committee on
Aging. Provisions in his bill, S. 600, would require that SSA estab-
lish an SSI outreach program and work closely with nonprofit orga-
nizations toward this end. Although the Senate Finance Committee
voted to include these provisions in its proposed reconciliation
package, théy were ultimately dropped from the final version of
this legislation and were therefore still pending at the end of the
first session of the 101st Congress. : L
. _As noted earlier, H.R. 866, H.R. 360, and S. 665 also contained

provisions aimed at increasing the rate of participation in the SSI
program, and also awaited further action in 1990.

Working on a separate legislative track to achieve the same goal
of increased participation in the SSI program, $3.5 million in fund-
ing was included in the fiscal year 1990 Health and Human Serv-
ices Appropriation Act (P.L. 101-166) to establish an SSI outreach
program within SSA. Under the Act, SSA is encouraged to work
with the Administration on Aging (AoA) and the Area Agencies on
Aging in these efforts. (Although the Older Americans Act was
amended in 1987 to create a new authorization for outreach serv-
ices through AoA to older persons who may be eligible for SSI,
- Medicaid, and Food Stamps, no funds were appropriated.)

Amid widespread congressional concern over poor rates of SSI
participation, the new SSA Commissioner Gwendolyn King an-
nounced at the start of her tenure in 1989 that SSI outreach would
be among her top objectives.

3. REPRESENTATIVE PAYEES

In 1989, the Social Security Subcommittee of the House Ways
and Means Committee and the Senate Special Committee of Aging
each held hearings-examining ‘and exposing abuse within SSA’s
. representative payee program. In response to this problem, legisla-
tion to establish stringent screening and monitoring standards was
introduced and advanced in both Chambers in the first session of
the 101st Congress. -

Representative Jacobs, the Chairman of the Social Security Sub-
committee, and Representative Levin pursued legislative reforms of
the payee program as part of H.R. 3299 and H.R. 2422, respectively.
Aging .Committee Chairman David Pryor also proposed broad re-
forms of the program in S. 1130, mandating stringent screening
and monitoring of individuals applying or acting as a payee.

- Provisions from S. 1130 were included in the Senate’s initial rec-
onciliation package, but later dropped form that legislation for pro-
cedural reasons. The House provisions in H.R. 3299 also were ulti-
mately stripped from the final OBRA package, and therefore await-
ing further congressional action in 1990.

.4. SSI TECHNICAL IMPROVEMENTS

~ On November 21, 1989, the House and Senate agreed to the con-
ference report on  H.R. 3299, OBRA 1989. The Act contains a
number of technical, but important changes affecting adults in the
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SSI program, including provisions to (1) disregard domestic com-
mercial air, rail, and bus tickets given as gifts to SSI recipients; (2)
treat a married couple as separate individuals beginning with the
first month following the month of separation; (3) exclude interest
and appreciation on the value of burial spaces in determining SSI
income and resources, and (4) require that the value of property
which is used in a person’s trade or business, or in employment of
a family member, be excluded from the equity value of the person’s
property.

D. PROGNOSIS

Over the last several years, in recognition of SSI's role as the
major element in the Nation’s safety net for poor elderly and dis-
abled individuals, the Congress has exempted the program from
budget cuts. Nevertheless, Federal spending constraints have pre-
cluded any program expansion and, as a result, SSI eligibility crite-
ria have lost ground to the effects of inflation. At the same time,
program benefits continue to lag behind the amount needed to pull
recipients out of poverty.

In 1989, budgetary pressures frustrated congressional efforts to
correct these program deficiencies. Nevertheless, in that year SSI
legislation to liberalize eligibility criteria and raise the benefit
standard made significant advances, marking the emergence of a
renewed commitment to SSI reform.

No doubt in coming years the obstacles to achieving significant
SSI expansion will continue to be difficult to overcome. An encour-
aging development in this area, however, is the decision of the coa-
lition of aging and disability organizations, which mobilized key
support for these reforms in 1989, to redouble its efforts in 1990
and beyond, under the banner of Campaign of Conscience. Never-
theless, to the extent that additional Federal resources are directed
toward expanding SSI, they likely will be achieved on an incremen-
tal, rather than sweeping, basis.

In the near term, the prospects for enacting other significant SSI
legislation—most particularly, bills to reform SSA’s representative
payee program—appear hopeful. In fact, only because of House and
Senate disputes over issues unrelated to SSI was this legislation
not enacted during the first session of the 101st Congress.

In 1990, continued congressional emphasis on SSI outreach ef-
forts also can be expected. Similarly, congressional oversight of
SSA is likely to ensure that SSA does not improperly suspend SSI
benefits and that SSI recipients and others can get accurate and
timely answers to questions over the agency’s new toll-free line.



Chapter 6

FOOD STAMPS

OVERVIEW

Appropriations for the Food Stamp Program were authorized
through fiscal year 1990 by the 1985 Food Security Act (P.L. 99-
198). This same law made significant changes that liberalized the
program and are expected to add more than $1 billion in new
spending through 1990.

Since the 1985 reauthorization, Congress has made relatively
minor revisions in the Food Stamp Program. For example, in 1986,
Congress established an automatic system for verifying aliens’ eli-
gibility (P.L. 99-509) and limited the effect of Low-Income Home
Energy Assistance Program (LIHEAP) benefits upon food stamp
eligibility (P.L. 99-425).

A major exception to this general trend was the Hunger Preven-
tion Act of 1988 (P.L. 100-435). This significant legislation in-
creased food stamp benefits across-the-board; provided specific ben-
efit increases for individuals with dependent care expenses and for
certain disabled persons; eased eligibility for farm households; sim-
plified the application process; and revamped the food stamp qual-
ity control system.

Perhaps in anticipation of the 1990 reauthorization of all major
domestic agricultural programs (including food stamps), Congress
made no major changes in the Food Stamp Program in 1989.

A. BACKGROUND

The Food Stamp Program attempts to alleviate malnutrition and
hunger among low-income persons by increasing their food pur-
chasing power. Under this program, the U.S. Department of Agri-
culture (USDA) issues food coupons that eligible households may
use, in combination with other income, to purchase a more nutri-
tious diet than would otherwise be possible.

In 1989, an estimated 20 million low-income persons participated
in the program, with an average monthly benefit of slightly over
$52 per person. This includes about 1.4 million persons a month in
Puerto Rico under the nutrition assistance block grant program
that has replaced the Food Stamp Program there. The Food Stamp
Program is available to households which meet certain asset and
income tests or which already receive benefits under the Aid to
Families with Dependent Children (AFDC) or the Supplemental Se-
curity Income (SSI) programs. It is estimated that a minimum of 30
million people in the United States may actually be eligible to re-
ceive food stamps. Over the past decade, average monthly partici-
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pation has ranged from a low of 17.7 million persons in fiscal year
1979 to a high of 23.2 million in fiscal year 1983.

The origins of the Food Stamp Program can be traced to an
eight-county, experimental anti-hunger project established by Exec-
utive Order 1961. Today’s Food Stamp Program began with the
Food Stamp Act of 1964, which offered States the option of operat-
ing a Food Stamp Program in lieu of existing commodity donation
projects. In 1977, ‘Congress enacted the Food Stamp Act of 1977,
which completely revamped the Food Stamp Program’s operation.
Since then, Congress has enacted amendments intended to improve
the food stamp system andstrengthen its integrity.

Eligible applicants receive.food stamps in amounts determined
by household size and income to buy food through normal market
channels, primarily in authorized grocery stores. The stamps are
forwarded by the grocery stores to commercial banks for cash or
credit. The stamps then flow through the banking system to the
Federal-Reserve Bank where they are redeemed out of a special ac-
count maintained by the U.S. Treasury Department. The Food
Stamp Program serves as an income security program by supple-
menting family income. It also contributes to farm and retail food
sales and helps reduce surplus stocks by encouraging increased
food purchases.

Recent studies, confirming a correlation between nutritional
status and health, particularly to the elderly and children, under-
score the tremendous importance of the Food Stamp Program. The
program has some special rules for the elderly—including more lib-
eral treatment of shelter costs, medical expenses, and assets. The
program, for example, recognizes that elderly people with high
medical bills may have total incomes higher than the poverty line,
. but no more money actually available for food than those with
lower incomes and no medical bills. For the 15 percent of the elder-
ly that took the medical deduction for the elderly and disabled, the
average deduction was $76 per month.

Although 20 percent of food stamp households have at least one
.elderly member (age 60 or older), they make up only 8 percent of
all food stamp recipients and receive 8 percent of food stamp bene-
fits (an average of $31 per month) because of the typical small size
of elderly households (an average of 1.5 persons) and relatively
higher income compared to other recipient households of the same
size. Thirty-one percent of the elderly who receive food stamps re-
ceive only the minimum benefit of $10 a month. Ninety percent of
all elderly participants live alone or with one other person, usually
elderly as well. Seventy percent live alone, of which 84 percent are
single elderly females. More than 13 percent of elderly households
also include children. Eighty-nine percent of -elderly recipients
have assets of $500 or less, with an average of $154 per household.

The Federal Government pays 100 percent of all food stamp ben-
efits and 50 percent of most State and local administrative costs.
State and local costs for expanding computer capability and fraud
control. activities are eligible for 75 percent Federal funding. The
Food and Nutrition Service of the Department of Agriculture is re-
sponsible for- administering and supervising .the Food Stamp Pro-
gram and for developing program policies and regulations. At State
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and local levels, the Food Stamp Program is administered by State
welfare departments.

Uniform national household eligibility standards for program
participation are established by the Secretary of Agriculture. All
households must meet a liquid assets test and, except for those
with an elderly or disabled member, a two-tiered income test to be
eligible for benefits. Recipients of two primary Federal-State cate-
gorical cash welfare programs—AFDC and SSI—automatically are
eligible for food stamps, although in California and Wisconsin in-
creased SSI benefits replace food stamp assistance. The household’s
monthly gross income must not exceed 130 percent of the income
poverty levels set annually by the Office of Management and
Budget (OMB), and its monthly income (after deducting amounts
for such things as medical and dependent care, shelter, utilities,
and work-related expenses) must be equal to or less than 100 per-
cent of the OMB poverty level.

To be eligible, a household cannot have liquid assets exceeding
$2,000, or $3,000 if the household has an elderly or disabled
member. The value of a residence, personal property and household
belongings, business assets, burial plots, threshold amount for an
automobile, and certain other resources are excluded from the
liquid assets limit.

Certain able-bodied adult (older than 16-18, depending on their
school and family status) household members who are not working
must register for employment and accept a suitable job if offered in
order to maintain eligibility. States are required to operate work
and training programs under which adults registered to work and
not exempted must fulfill State work program requirements. These
may include workfare obligations, supervised job search require-
ments, participation in a training program, or other employment
or training activities designed by the State.

Applicant households certified as eligible are entitled to a specif-
ic level of benefits—generally in the form of food coupons, which
are accepted by authorized grocery stores in exchange for food. A
food stamp household is expected to spend 30 percent of its cash
income for food with the food stamp benefit making up the differ-
ence to buy an adequate low-cost diet based on USDA’s Thrifty
Food Plan, which determines the benefit level. In fiscal year 1990,
the maximum food stamp benefit is $99 a month for a one-person
household and $182 for a two-person household. Monthly benefits
in 1989 averaged $52 per person and over $130 per household al-
though the average was significantly lower for the elderly.

B. ISSUES

As noted above, no major food stamp legislation was enacted in
the first session of the 101st Congress. However, many on Capitol
Hill are already looking ahead to the 1990 reauthorization of the
Food Stamp Program. Although next year’s reauthorization process
will likely touch upon several controversial issues, policymakers
will undoubtedly visit two longstanding debates surrounding the
Food Stamp Program. The first debate is simply whether the Food
Stamp Program ought to be expanded. Framing this debate are al-
ternative assumptions about the extent of hunger in the United



144

-States and the efficacy of food stamps in combating it. The second

debate concerns the determination of an appropriate Federal mech-

anism for assuring that States accurately dispense food stamp ben-

efits. In anticipation of the 1990 reauthorization, it is important to

{)eview the history and basic elements of these two recurring de-
ates. :

1. THE PROGRAM EXPANSION DEBATE

Hunger in America captured public attention soon after a visit to
the rural South in April 1967, by members of the Senate Subcom-
mittee on Employment, Manpower and Poverty. The subcommittee
held hearings on the effectiveness of the socalled war on poverty
and was told of widespread hunger and poverty. Later that year, a
team of physicians found severe nutritional problems in various
areas of the country. These and other reports of hunger and mal-
nutrition in America led to an expansion of Federal food assistance
programs. In 1977, physicians returned to evaluate progress made
in combating hunger in these same communities and found dra-
matic improvements in the nutritional status of their residents.
These gains were attributed to the expansion of Federal food pro-
grams in the 1970’s. :

Throughout the 1980’s, considerable attention has focused on the
re-emergence of widespread hunger in the United States. Since
1981, at least 32 national and 43 State and local studies on hunger
have been published by a variety of government agencies, universi-
ties, and religious and policy organizations. They all suggest that
hunger in America is widespread and entrenched, despite national
economic growth.

In 1981, news accounts of bread lines and crowded soup kitchens
began to appear in papers in various cities around the country. In
1982, the U.S. Conference of Mayors reported that in most cities
surveyed, the need for food represented a serious emergency. In
1983, the Conference issued a report which detailed a dramatic in-

‘crease in requests for emergency food assistance with unemploy-

ment cited as a primary cause.

Closely following that report, the General Accounting Office
found significant increases in the number of persons seeking food
assistance during the past few years, including substantial num-
bers of persons who recently had been financially stable. In 1983,

. Senator Edward Kennedy issued to the Senate Committee on Labor

and Human Resources a report based on a field investigation un-
dertaken the week before Thanksgiving 1983. Senator Kennedy
found that hunger was on the rise in America and that Congress
must act to improve assistance to the hungry.

The Center on Budget and Policy Priorities surveyed private non-
profit agencies which operate emergency food programs across the
Nation and reported in 1983 that more than half of the 181 pro-
grams surveyed increased the number of free meals or food baskets

they provided by 50 percent or more from 1982 to 1983. Nearly one-

third of the programs also doubled in size over that time.

Later that year, President Reagan appointed a commission to in-
vestigate allegations of rampant hunger in the United States. At
the end of 1984, the President’s Task Force of Food Assistance con-
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cluded in its report that there was little evidence of widespread
hunger in the United States and that reductions in Federal spend-
ing for food assistance had not injured the poor. Several modest
recommendations to make the Food Stamp Program more accessi-
ble to the hungry were outlined in the report, including:

(1) Raising asset limits,

(2) Increasing the food stamp benefit to 100 percent of the
Thrifty Food Plan,

(8) Categorical eligibility for AFDC and SSI households,

(4) Targeted benefit increases to beneficiaries with high med-
ica(li or shelter expenses (particularly the elderly and disabled),
an

(5) Modification of the permanent residence requirement so
benefits are available to the homeless. These liberalizations,
however, were offset by cost-reduction measures which includ-
ed increasing the State responsibility for erroneous payments
and an optional State block grant for food assistance.

The Food Research and Action Center (FRAC) also surveyed na-
tionally the use of emergency food programs during the early
1980’s. In 1983, FRAC found that food stamp recipients were the
majority users of emergency food programs, mostly because they
ran out of stamps by the second or third week of the month. It was
reported that those who did not receive food stamps either did not
know they were eligible, had applied and had been turned down, or
did not know how or where to apply. FRAC also reported that be-
tween 1983 and 1984, there was an average monthly increase of
20.4 percent in the number of households served nationally by
emergency food providers and a 17 percent per month increase be-
tween 1984 and 1985. As a result of budget cuts and changes in the
law, FRAC concluded that the Food Stamp Program was neither
assisting the eligible poor in an adequate fashion nor reaching the
population most at risk of hunger.

The Harvard School of Public Health, after 15 months of re-
search into the problem of hunger in New England, concluded in
1984 that:

(1) Substantial hunger exists in every State in the region,

(2) Hunger is far more widespread than generally has been
realized, and

(3) Hunger in the region had been growing at a steady pace
for at least 3 years and was not diminishing.

The researchers found that greater numbers of elderly persons
were using emergency food programs and that many were suffering
quietly in the privacy of their homes. The staff also expressed con-
cern over what had been noted in clinical practices: Increasing
numbers of malnourished children and greater hunger among their
patients, including the elderly. The staff also cited the impact of
malnutrition on health and stated that children and elderly people
are likely to suffer the greatest harm when food is inadequate.

The Physicians Task Force on Hunger in America, established in
1984, has issued periodic reports on the nature and scope of the
hunger problem, including regional and group variations. Through
the Harvard School of Public Health, it also has assessed the
health effects of hunger and made recommendations to remedy the
problem. The group’s 1984 report concluded: (1) That hunger was
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reaching epidemic proportions across the Nation, (2) that hunger
was worserning, and (3) that increasing hunger could be attributed
to Federal policies. The report estimated that up to 20 million
Amer}ilcans may be hungry at least some period of time each
month.

"~ . In 1986, the Task Force identified 150 “hunger counties”’ in the
United States with high poverty levels and low food stamp partici-
-pation. A high concentration of “hunger counties” was identified in
the Midwest and North Central States. The report concluded that
the level of participation in the Food Stamp Program appeared to
be related to a county’s effort to enroll the poor in the program
rather than a high poverty rate in the country.

Later that year, the Task Force issued another report about bar-
riers to participation in the Food Stamp Program to determine why
food stamp coverage was declining when hunger was increasing. It
concluded that, while poverty had increased between 1980. and
1985, food stamp participation by those eligible had decreased be-
cause of conscious Federal policy changes that resulted in barriers
to food stamp participation and limited State and local food stamp
programs from reaching more needy people. Many recommenda-
tions were made to provide outreach, increase access, and liberalize
the program. ' _

In 1987, the Physician Task Force on Hunger issued a report
which noted that, despite 5 years of economic growth, hunger had
not been reduced significantly. More people are living in poverty,
many of them the working poor and the long-term unemployed, the
report found. The Task Force cited a strong downward pressure on
wages, with the share of after-tax household income dropping for
every income category since 1980 except the highest 20 percent.
Furthermore, new persons were entering the hunger ranks, includ-
ing former oil workers in the South, farm families in the Midwest,
and service workers of California as well as miners and steelwork-
ers. The report also noted the several factors that may contribute
to increased hunger: (1) 25 percent of the population lives at the
poverty level at some time during the year, (2) the income gap be-
tween rich and poor families had reached its widest point in four
decades, and (3) Government programs designed to assist the poor
have less impact than in 1979.

A study released in 1986 by Public Voice for Food and Health
Policy found that the rural poor were less likely to consume ade-
quate levels of nutrients than were the nonpoor and that rural
poor children experienced stunted growth at an alarming rate. Low
birth weights and high infant mortality rates were found to be sig-
nificantly higher in poor rural counties than in the rest of the
Nation. Also, according to 1983 data, while the highest percentage
of the elderly population who live in poverty live in rural areas,
only 31 percent of these rural poor elderly households receive food
stamp benefits. The study also concluded that the rural poor were
significantly less likely to participate in most assistance programs.

According to medical experts on aging, malnutrition may ac-
count for a substantially greater portion of illness among elderly
Americans than long has been assumed. The concern about malnu-
trition is rising fast as the numbers of elderly climb and as surveys
reveal how poorly millions of them eat. The New York Times re-
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ported in 1985 that scientists estimate that from 15 percent to 50
percent of Americans over the age of 65 consume too few calories,
proteins, or essential vitamins and minerals for good health. Ac-
cording to the article, gerontologists are becoming alarmed by evi-
dence that malnourishment may cause much of the physiological
decline in disease resistance seen in elderly patients—a weakening
in immunological defenses that commonly has been blamed on the
aging process. Experts say that many elderly fall into a spiral of
undereating, illness, physical inactivity, and depression. The recent
findings suggest that much illness among the elderly could be pre-
vented through more aggressive nutritional aid. In the view of
some physicians, immunological studies hold out the promise that
many individuals can lighten the disease burden of old age by
eating better. And being poor greatly exacerbates the effect of nu-
trition problems. Low participation in the Food Stamp Program
leaves large numbers of Americans without enough to eat and the
problems exist largely because many people who are eligible for
food stamps are not receiving them.

A 1987 National Survey of Nutritional Risk Among the Elderly
by the Food Research and Action Center found that 18 percent of
the low-income elderly who responded said they did not have
enough money to buy the food they needed, 35 percent usually ate
less than three meals a day, and 5.4 percent were without food for
more than 3 days in the last month. Yet about a third of this
sample seldom or never participated in congregate meals programs
and only about 25 percent participated in the Food Stamp Pro-

gram.

A 1985 report by the General Accounting Office (GAQ), based on
research conducted by private organizations and the USDA as well
as the President’s Task Force on Food Assistance concluded that
nonparticipation in the Food Stamp Program by many low-income
households were attributable to many factors. They include:

(1) A lack of information regarding eligibility,

(2) Relatively low benefit payments may provide little incen-
tive for eligible elderly to apply,

(3) Administrative requirements such as complex application
forms and required documentation,

(4) Physical access problems such as transportation or the
physical condition of the potentially eligible applicant, and

(5) Attitudinal factors, such as households being sensitive to
the social stigma associated with receiving food assistance.

One 1982 study estimated that only 50 percent of eligible elderly
in the United States participate in the Food Stamp Program. Par-
ticipation was very low among elderly people living alone, and the
older people are, the less likely they are to participate. A lack of
information about eligibility seems to be a key factor; 33 percent of
eligible nonparticipants did not think they were eligible for food
stamps and another 36 percent said they did not know whether
they were eligible.

A November 1988 study by the Congressional Budget Office reit-
erates the low rate of participation in the Food Stamp Program by
those eligible. According to the latest available census data, only 41
percent of eligible households and 51 percent of eligible individuals
received food stamps in 1984. Eligibility conditions were, however,

26-957 - 90 - 6
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more strict at that time. Participation levels were the highest for
lowest income households and individuals who are also eligible for
higher benefits. Participation rates ranged from 67 to 90 percent
for those who would receive benefits over $100 per month. Eligible
families with children also had higher participation rates as many
also participated in AFDC. Households with elderly members had
lower participation rates of 34 to 44 percent. But the lowest partici-
pation rates were for households without children or elderly mem-
bers. .

Studies released by the GAO, in July and October of 1988, exam-
ined data and analyzed nonparticipation, including administrative
barriers, in the Food Stamp Program. Lack of information about
the program or problems with administrative practices were given
as the most common reasons for not taking advantage of the pro-
gram. GAO examined eight studies, all of which found that the
likelihood of a household participating in the Food Stamp Program
decreases as the age of the household head increases, or as the
number of people aged 65 or older in the household increase. Ad-
ministrative procedures which discouraged participation included
limited office hours and restricted “iriterviewing schedulés, requir-
ing households to complete screening forms before filling out food
stamp applications’or being interviewed, not considering applicants
for expedited benefits and not helping applicants get all of the doc-
uments they need to complete their applications. )

In 1989, USDA’s Food and Nutrition Service released two studies
examing Food Stamp Program participation rates. USDA found
that participation rates were not as low as some earlier studies had
suggested. Nevertheless, it concluded that some vulnerable popula-
tions, including the elderly, experience very low participation
rates. USDA findings included the following: (I) 66 percent of eligi-
ble individuals and 60 percent of eligible households participated in
the Food Stamp Program in 1984; (2) participating households re-
ceived 80 percent of all benefits that would have been paid, if all
eligible households had participated; (8) 74-82 percent of eligible
persons who had income at or below the poverty line were partici-
pating in the Food Stamp Program; and (4) only 33 percent of eligi-
ble elderly individuals participated in the Food Stamp Program.

Critics of the adequacy of the Food.Stamp Program have made a
number of recommendations for improvement and expansion of the
program, many of which have been incrementally. enacted into law.
They cite that the Food Stamp Program had been subject to sub-
stantial budget reductions through Congressional budget cuts and
administrative changes designed to limit abuse of the program.
Overall, the CBO has estimated that legislative measures taken in
1981 and 1982 held food stamp spending for fiscal years 1982-85
nearly $7 billion below what would have been spent under pre-1981
law. This translated into a 13-percent reduction -at a.time when
poverty was at its highest level in nearly two decades.- For most re-
cipients, the changes did not lead to a direct reduction in benefits,
but simply delayed or lowered benefit increases scheduled under
previous law. About 1 million people, however, lost eligibility for
food stamps due to changes in the law and some recipients received
reduced benefits due to administrative changes. -
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Opponents of Food Stamp Program expansion question the accu-
racy of many recent hunger studies and challenge the claim that
Federal program reductions have increased hunger in America.
They maintain that Federal food assistance programs have been
expanded in recent years, that benefits are available to any eligible
person, and generally are inflation-indexed and protected from
budget reductions. Critics of proposals for expansion also argue
that the Federal budget deficit is a limiting factor and that the
loosening of eligibility and other limits might undermine program
integrity.

Proposal to improve access are the most common recommenda-
tions for expansion of the Food Stamp Program. These include in-
creased funding, easing procedures for applying for and receiving
benefits, and expanding participation through outreach and other
activities. Others argue that food stamp benefits are not sufficient
and should be expanded through an increased allotment or adjust-
ments in deduction levels. Other proposals include easing eligibility
rules for assets and household makeup.

2. QuaLITY CONTROL AND FISCAL SANCTIONS

As do other public benefit programs, the Food Stamp Program
has a quality control review system. Established by the Food
Stamp Act of 1977, it requires States, with Federal oversight, to
monitor their programs to identify and measure incorrect food
stamp eligibility determinations and issuances. Errors may range
from fraud, obtaining insufficient information, or simple arithmetic
mistakes. Cases may include issuing to many or too few food
stamps or improperly denying eligibility.

Beginning in fiscal year 1981, a system of monetary sanctions
was put in place to create a financial incentive for States to im-
prove program administration. Amendments passed by Congress in
1982 required States to progressively reduce their error rates (for
overpayments and payments to ineligible households) to avoid sanc-
tions. Beginning in fiscal year 1985, States must keep their error
rates at 5 percent or below to avoid sanctions. However, almost all
States have failed to meet targets for error reduction and sanctions
assessed by the Federal Government have risen precipitously to a
total of about $650 million by November 1988. Most recent esti-
mates place the average ‘“error rate” at 8 percent nationwide
which would result in more than $800 million in erroneous pay-
ments. This is a one-third improvement over the 11.8 percent aver-
age error rate of late 1976.

Few of these sanctions have been collected, as they have been
challenged by the States through administrative appeals and the
Federal courts. States and other critics have found problems with
the statistical soundness and other factors that affect the error
monitoring system and the amount of assessed sanctions. The Ad-
ministration, on the other hand, views the current sanction system
as too weak, and continuously makes proposals to increase sanc-
tions and hasten collections.

Congress responded to the States’ criticisms of the quality control
program by mandating two studies of the system in 1985 (P.L. 99-
198), one by the USDA and the other by the National Academy of
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Sciences. The same law also put a moratorium on the collection of
sanctions through June 1986. 4

The two studies of the food stamp quality control system were re-
leased in the spring of 1987. The USDA found its system basically
sound in its implementation and statistical methodology, but indi-
cated that some improvements might be acceptable. On the other
hand, the National Academy of Sciences study found significant
problems, recommended a major-overhaul of the system and called
for the recalculation and lowering of sanctions already -assessed to
the States.

Studies of the food stamp quality control system by the GAO also
have been critical of the program. Two 1987 reports focused on an
evaluation of the system’s treatment of improper eligibility termi-
nations and denials. The study found that the States have not fo-
cused closely enough on the part of the quality control system in-
tended to measure effectiveness in assuring that eligible house-
holds are not denied erroneously or terminated from food stamp
benefits with the result that the number of these households are
seriously underreported. Some of the States responded that this
could be attributed to States being held liable for overpayments but
not for improper denials or terminations. The USDA acknowledged
that it has emphasized overissuance determinations as opposed. to
determinations of improper denials or terminations, and has
agreed to look into the feasibility of combining error rates and a
sanction system for improper denial or termination error rates.

As a result of the studies, congressional hearings and other infor-
mation, corrective legislative and regulatory action.for the food

-stamp quality control system were undertaken. The major issues
addressed were: A S -
(1) Sanctions already assessed but not yet collected, -
(2) Revision of the methodology for collecting future sanc-
tions, - . ' :
(3) Whether the-5 percent tolerance level floor should be
changed, :
(4) Whether and how statistical methods should be revised,
(56) Whether and how to expand the system to cover other
"~ measures of program quality beyond overpayments, and
(6) Whether and how. the administrative appeals process
might be revised into a speedier process. .
- Of course, underlying any decisons for improving the quality con-
trol program are broader questions of balancing incentives for ac-
curate and effective State administration versus a realistic apprais-
al o(fi t}&: States’ actual -ability to achieve certain performance
standards. . S »

, C. LEGISLATION

1. FiscAL YEAR 1990 APPROPRIATIONS .

Under the Agriculture appropriations bill for fiscal year 1990
(H.R. 2883), $15.7 billion was appropriated for the Food Stamp Pro-
gram, including $937 million in nutrition assistance for Puerto
Rico. The House Committee on Appropriations’ version of the fiscal
year 1990 appropriations for the Agriculture Department included



151

$14.2 billion for food stamp. The Senate Appropriations Committee,
in its version of the fiscal year 1990 Agriculture appropriations
measure, included $15.4 billion for the Food Stamp Program. The
Congressional Budget Office had projected program costs for 1990
to be $15.7 billion. Spending for food stamp benefits and the Feder-
al share of State administrative costs is protected from sequestra-
tion under the Gramm-Rudman-Hollings deficit-reduction bill.

2. 1989 LEGISLATION

In 1989, Congress passed two minor pieces of Food Stamp legisla-
tion, neither of which directly affected the elderly. First, Congress
extended through 1990 an existing provision that increases food
stamp benefits for households residing in welfare hotels (S. 1793).
Second, the State of Minnesota was authorized to operate a demon-
stration project that permits a small number of AFDC recipients to
“cash out” their food coupons (S. 1960).

D. REGULATORY AND JUDICIAL ACTION

There were no major regulatory or judicial decisions under the
Food Stamp Program in 1989.

Of continuing interest, however, is the 1988 Supreme Court deci-
sion in the United Auto Workers and United Mine Workers v. Lyng.
This case challenged the food stamp rule that renders an entire
household ineligible for food stamps if the household contains a
member who is on strike. USDA challenged a lower court decision
which held in favor of the unions. The Supreme Court overturned
the lower court decision, holding that the striker rule did not vio-
late the equal protection clause or the freedom of family associa-
tion.

E. PROGNOSIS

During next year’s reauthorization of the farm bill, the Food
Stamp Program may undergo some significant modifications. It is
impossible to predict what changes may occur, but the following
issues are likely to be raised:

(1) Whether food stamp benefits, particularly the minimum
monthly allotment, should be increased;

(2) Whether outreach programs should be authorized in
order to raise beneficiary participation rates;

(3) What steps should be taken to reduce structural barriers
to potential beneficiaries’ participation in the Food Stamp Pro-
gram (e.g., permitting States to issue coupons by mail); and

(4) Whether the food stamp quality control programs should
be altered.

In sum, 1990 could prove to be a very important year for all per-
sons and organizations interested in the Food Stamp Program.



Chapter 7

HEALTH CARE

OVERVIEW

As it did during the 100th Congress, debate on the Medicare Cat-
astrophic Coverage Act (MCCA) largely dominated health care
policy discussions in 1989. Following the enactment of MCCA,
many in Congress were surprised by the vocal and extremely nega-
tive response to the new law and its “surtax” financing mecha-
nism. By early 1989, however, it was clear that the Congress was
going to respond in some way to the discontent with the law.
Debate on the appropriate response dominated discussion and
action on health care legislation.

Despite months of attempts by numerous Members of Congress
to save as many new benefits as possible while reducing or elimi-
nating the unpopular surtax, the Congress concluded the only ac-
ceptable response was to repeal the new law. After only 16 months
of existence, the MCCA'’s only remaining benefits were its Medicaid
expansions; all Medicare benefits were repealed.

The Omnibus Budget Reconciliation Act of 1989, the primary ve-
hicle for health care legislation, had a similar fate. After months of
work, but prior to its final passage, the budget bill was stripped of
many provisions viewed as extraneous. Many of these so-called ex-
traneous provisions were health care provisions of significance to
older Americans.

In spite of these setbacks, the Congress was able to make some
significant progress in health care policy. Most notable are physi-
cian payment reform and a major rural health care initiative. Phy-
sician payment reform was a response to the rapidly increasing
Medicare Part B physician reimbursement costs. The rural health
care initiative was a response to hospital closings that were begin-
ning to threaten access to care in rural areas.

Like every other year in the decade of the 1980’s, one of the
greatest challenges to the Congress in 1989 continued to be the
need to rein in health care costs to help reduce substantial Federal
deficits while assuring older Americans access to affordable, high
‘quality health care. Every health issue affecting the elderly was
framed in terms of its effects on the Federal budget.

(153)
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A. MEDICARE

1. BACKGROUND
(A) HEALTH CARE COSTS

Prior to the mid-1970’s, cost of care was not a major issue among
-health specialists. Instead, expansion of access and the improve-
ment of quality of care were foremost on the Nation’s health policy
agenda. As costs began to skyrocket, however, policymakers began
to realize that controlling these increases had to become a priority,
and much more attention was focused on the type of “bang” the
Nation was getting for its bucks. Between 1965 and 1987, national
health expenditures increased from nearly $41.9 billion (5.9 percent
of GNP) to $500.3 billion (11.1 percent of. GNP.) ! (See chart 1) .

CHART 1
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Even given today’s-apparent slower rate of increase, health care
expenditures are expected to reach $647.3 billion (12 percent of
GNP) by 1990, and $1.53 trillion (15 percent of GNP) by the year
2000. (See chart 2.)

! DHHS, HCFA, Office of the Actuary: Data from the Office of National Cost Estimates. Octo-
ber 1988. :
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CHART 2

NATIONAL HEALTH SPENDING
1986-2000
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4

The role of the Federal Government as a payer for health serv-
ices has grown along with the overall increases in health care
costs. In 1965, the Federal Government paid $5.5 billion (13.2 per-
cent) of the Nation’s health bill compared with $144.7 billion (28.9
percent) of national health expenditures in 1987. The Federal Gov-
ernment’s share of the national health bill is projected to rise to
$195.5 billion (30.2 percent) in 1990, and to $498.6 billion (33 per-
cent) by 2000. (See chart 3.)
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CHART 3

FEDERAL SPENDING ON THE NATION'S HEALTH
AS A PERCENT OF ALL FEDERAL SPENDING: 1965-2000

T ]33
e
, PERCENT
Source: National Health Expenditures, 1986-2000, Health Care Financing Review,

Summer, 1987 :

Hospital care costs continue to be the largest component of the
Nation’s health care bill. In 1987, 44 percent ($194.7 billion) of the
$442.6 billion spent on personal health care was paid to hospitals.
During the same year, physicians were paid $103 billion or 23 per-
cent of total personal expenditures for health care. (See chart 4.
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CHART 4

WHERE OUR HEALTH DOLLAR WENT IN 1987
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Throughout the last two decades, the structure and delivery of
health care have been plagued by perverse incentives, resulting in
the over-utilization of services, inefficiency, and waste. Led by the
Federal Government, which faced major funding increases each
year to pay for Medicare, Medicaid, and other health programs,
third-party payers began to question whether large scale reform of
health care was needed. In 1983, Congress and the administration
created the prospective payment system for Medicare reimburse-
ment of hospitals, at the time the most dramatic change in Medi-
care since its enactment.

Prospective payment system.—The Medicare prospective payment
system (PPS) pays hospitals fixed amounts that correspond to the
average costs for a specific diagnosis. PPS uses a set of 477 diagno-
sis related groups (DRG’s) to categorize patients for reimburse-
ment. The amount a hospital received from Medicare no longer de-
pends on the amount or type of services delivered to the patient, so
there no longer are incentives to overuse services. If a hospital can
treat a patient for less than the DRG amount, it can keep the sav-
ings. If the treatment for the patient costs more, the hospital must
absorb the loss. Hospitals are not allowed to charge beneficiaries
any difference between hospital costs and the Medicare DRG pay-
ment.

Since the 1983 Medicare PPS reform, States have moved to adopt
prospective payment methodologies for their Medicaid programs.
Private payers, too, are supporting a hybrid of reimbursement re-
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forms, ranging from prospective rate setting to innovative capita-
tion schemes. The health care arena is changing so rapidly on so
many fronts that any broad characterization of it today is likely to
be outdated tomorrow. Nevertheless, it seems fair to say that the
overriding concern influencing the Nation’s health care system is
cost containment.

Trends in health care inflation.—Looked at in terms of nominal
dollars (dollars not adjusted for inflation) the Nation’s cost contain-
ment efforts seem to be working. In 1987, the total health care ex-
penditures rose 9.8 percent to $500.3 billion from $455.7 billion in
1986, in nominal dollars.? This was the fourth consecutive annual
increase in the past 20 years, that has been below the 10 percent
‘rate of growth achieved during the economic stabilization program
in 1973 when some price increases were constrained artifically. —

Most analysts attribute the slowdown in the growth:of health
care costs to a number of factors—not simply cost containment
measures alone. According to DHHS, the slowdowr also has result-
ed from a low rate of inflation in the economy and changing pat-
terns of demand for services, in particular a decline in the use of
hospital inpatient services. ; :

The optimistic reports on cost containment efforts aside, howev-
er, it may be possible that health care expenditures actually may
be escalating faster than in the 1970’s. According to Uwe Rein-
hardt, one of the Nation’s leading health economists, Americans
have been fooled into thinking that cost ‘hikes are moderating.
Reinhardt points to the fact that, “relative to the overall consumer
price index, the prices of health services rose much more rapidly
after 1980 than they did in the late 1970’s”.3 Furthermore, the 9.8-
percent increase in total health care expenditures discussed above
was the highest increase in the past 4 years, while the lowest was
7.9 percent in 1985. Therefore, while the years following the initi-
ation of PPS may show some immediate. cost containment, they
may not be an indication of long-term PPS cost containment.

Even more disturbing than the possibility that we have not yet
harnessed spiraling health care costs is the fear that existing cost
containment initiatives may be exacting a toll in other parts of the
health care delivery system. Pressures to reduce costs and make
health care delivery more efficient may actually reduce access to
and diminish the quality of health care. .

This country may, in fact, be faced with a difficult tradeoff.
Given an economy struggling under huge budget deficits, the goals
of “unlimited access” and “highest possible quality” are becoming
more difficult to achieve. This presents Americans with the dilem-
ma of deciding how, in a period of limited national resources, to
assure access to the health care system while preserving its qual-
ity: ’ : ' : . )

(B) HEALTH CARE UTILIZATION

Americans of all ages are healthier todéy than they were 10 to
20 years ago. While most older people report themselves to be in

*HCFA, Office of the Actuary: Data from the Office of National Cost Estimates. October 1988.
3*Uwe Reinhardt, How “Money Illusion” May Have Saved the American Health Sector from
Starvation (so far), 1986.

/
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good to excellent health, many tend not to report specific health
problems and mistakenly think they are caused by old age rather
than disease. Yet age does affect a person’s health, particularly the
way the body reacts to disease and drugs.

Individual assessment of a person’s own health is often the most
important measure of health status and affects an individual’s use
of health services. Women over 65 tend to report better health
than do men in the same age group.

Chronic diseases are a major threat to the independence of older
persons. Arthritis, hypertension, heart conditions, and hearing dis-
orders are leading chronic conditions among the noninstitutiona-
lized elderly. Hospitalization of most older persons is caused by an
acute episode of a chronic illness. Visits to the doctor also are most
often for treatment of chronic conditions.

The dimensions of the current health services used by the elderly
only hint at future needs. Health services usage by the elderly is
growing because of absolute increases in the total aged population,
greater numbers of individuals ir the eldest subgroup, and an in-
creased number of services provided per person. Greater expecta-
tion of good health, the availability of third-party financing and in-
creased access to medical advances such as renal dialysis and radi-
ation therapy also are leading reasons for greater use of health
services by the elderly.

(1) Hospital Utilization

Short hospital stays by the elderly increased by more than 57
percent between 1965 and 1986. Since 1985, admissions for elderly
patients decreased and then increased 0.4 percent in 1987 and 2
percent in 1988. In 1986, a survey of non-Federal short-stay hospi-
tals revealed that 10.7 million elderly patients were discharged
from hospitals, comprising 31.3 percent of all short-stay hospital
patient stays. Those 75 and older accounted for 16.3 percent of
short stays. According to the American Hospital Association na-
tional hospital survey, the average length of stay for elderly pa-
tients has declined, from 10.8 days in 1977 to 8.9 days in 1988.

Older persons tend to stay in the hospital approximately 50 per-
cent longer than and twice as often as the general population. The
average hospital stay for persons 65-74 was about 8.2 days in 1987
compared with 9.1 days for the 85 and older group.

(2) Use of Physicians’ Services

Utilization of physicians’ services increases with age. Approxi-
mately four out of five elderly living in the community had at least
one contact with a physician in 1987. On average, the elderly are
more likely than younger persons to make frequent visits to a phy-
sician. Persons 65 and older visit a physician nine times for every
five times by the general population. Since the enactment of Medi-
care, the average number of physician contacts and the percentage
of persons 65 and older reporting that they had seen a physician in
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the last year has increased: significantly, particularly for persons
with low incomes. . ~

Approximately 60 percent of physician visits by the elderly are
made to a doctor’s office. The remaining visits are divided among
hospital emergency rooms, outpatient offices, and home and tele-
phone consultations. ‘ :

The aging of the population will increase the demand for physi-
cian care. Projections show that demand will increase: by 22 per-
cent from 250 million physician contacts to 305 million contacts by
thgoyear 2000 and by 125-percent (more than 562 million visits) by
2030.5 | . N :

Because chronic conditions are likely to increase with age, the
health care needs of the elderly are broad in scope and require the
participation of a number of health care professionals who special-
ize in geriatrics and gerontology. In addition, nurses have substan-
tial responsibilities for providing services to the elderly in a wide
range of settings such as hospitals, long-term care settings, ambula-

e tory care programs, and day care programs. Dentists, social .work-

ers, and allied health care professionals also can actively contrib-
ute to. the care of the elderly when they understand the needs of
older patients. Available data, however, indicate that only a small .
fraction of professional health care schools have programs in geri-

_ atrics and gerontology. ' e

(8) Use of Home Health Services

Home health care has been one of the most rapidly growing Med-
.icare benefits. There has been rapid growth in the number of par-
ticipating .agencies (from 3,000 in 1981 to more than 5,700 current-
ly) as well as the volume of visits and services provided. Growth
has begun to level off as a result of efforts by HCFA to curtail
growth: (See table 1.) - : s . o

TABLE 1.—MEDICARE HOME HEALTH SERVICES

: " Number of Total © 7 Number of

Year . Persons served  persons served  reimburse-  Total visits  visits per

(thousands) per 1,000 ments (millions) - 1,000

. - . enrollees . (millions) - enrollees
1975, opes e, - 0 o2 sus. 1 . 43
1980 S i © 951 . 3. - 662 o ©o188
1983 . . 1,351 45 1398 -- 37 1,227
1984 . 1,516 50 1,666 40 1,324
1985 1,589 5 1,773 40 1,279

1986 - 1,600 50 1,796 38 1,208
Source: HCFA. ) ’

The increase in home health utilization stems in part from legis-
lative changes adopted in 1980 that removed certain payments, cov-
erage, and participation restrictions from the home health benefit.
Additionally, implementation of the prospective payment system in
1983, with its incentives for more efficient management of health

+ U.S. Senate Special Committee on Aging, America in Transition: An Aging Society. Wash-
ington, D.C., U.S. Govt. Print. Off., 1987-88 edition, p. 117.
5 Ibid.
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care resources, resulted in a significant drop in hospital lengths of
stay and prompted a transfer of care from inpatient hospital set-
tings to a variety of outpatient settings, including home health
agencies. The decrease in home health utilization since 1985 may,
therefore, be a reflection of more stringent eligibility criteria and
other administrative issues, rather than a diminishing need for
care.

The increasing lifespan, the aging of the elderly population, and
the continuing advances in medical technology all suggest that
more elderly Americans will suffer chronic conditions that limit
their daily activities. Older Americans with chronic conditions will

- require extensive health care services, including home health care.
It should be noted, however, that Medicare will cover only those
home health services where a need for skilled nursing care or phys-
ical or speech therapy can be demonstrated. Most chronically im-
paired persons do not need skilled care to remain in their homes.
Instead, they require nonmedical supportive care and assistance
with basic-self-care functions and daily routines that do not require
skilled personnel. In 1986, Medicare beneficiaries over 85 were
nearly four times more likely to receive home care services than
Medicare beneficiaries aged 65-69. As the ‘“old-old” population
(those older than 85) increases, home care demand and utilization
also will increase significantly. (See chart 5.)

CHART 5

USE OF HOME HEALTH SERVICES
PERSONS SERVED PER 1, 000 ENROLLEES: 1983

-
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+
[} 10

Source: Marian Gornick et. al., "Twenty Years of Medicare and Medicaid, ' Health
Care Financing Review, Annual Supplement
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(4) Use of Disease Prevention Services

Utilization of disease-prevention services by the elderly varies by
type of service. For example, elderly persons visit dentists less
often than the younger population. In 1986, only 43 percent of
those over 65 used dental care, while 59 percent of the general pop-
ulation did: Presently, older persons do not receive sufficient pre-
ventive or therapeutic dental care. It is estimated that almost one-
third of the population is lilkely to lose some or all of their teeth
between the ages of 50 and 70, primarily because of periodontal dis-
ease. - L o

In contrast to the low incidence of dental care, 41 percent of the
elderly in 1979-80 had one or more eye-care visits compared with
24 percent of those under 65. This percentage almost certainly
would be higher if Medicare covered optical services and products.®

“Many of the chronic conditions of the elderly are strongly associ-
ated with personal health habits. In general, ‘there is only frag-
mented evidence that links changes in the health habits of older
persons to reduced risk of disease. The most dramatic example of a
behavior change that ‘produces positive effects on health is cessa-
tion of cigarette smoking, which is a major risk in cardiovascular
diseases and selected cancers.. When a person of any age stops
smoking, the benefits to the heart and the circulatory system begin
right away. The risk of heart attack and stroke drops and circula-
tion to the hands and feet improves. Nonsmokers also have a lower
risk of contracting influenza and pneumonia, which sometimes can
be life-threatening diseases for older persons. ' .

(5) Health Care Expenditures of the Elderly

Persons 65 and older, 12 percent of the population,.account for
. more than one-third of the Nation’s total personal health care ex-
penditures. These expenditures represent total health care invest- -
ment from all sources exclusive of research. In 1987 (the latest data
currently available), total personal health care expenditures for the
elderly were estimated at $162 billion (tables 2 and.'3) and per
capita spending reached $5,360. That represented a 13.6 percent av-
erage annual growth rate since 1977. It is particularly notable that -
older Americans spend as large a. percentage of-their incorme on
lﬁeaét.:h care needs (15 percent) as they did prior to the existence of
edicare. .

TABLE 2.—PERCENT DISTRIBUTION OF PERSONAL HEALTH CARE EXPENDITURES PER CAPITA FOR
PEOPLE 65 YEARS OF AGE OR OVER, BY SOURCE OF FUNDS AND TYPE OF SERVICE: UNITED
STATES, 1984 T

- Typeof seivice

>Year ‘and source of funds .- . . - Nursing
Tota! care Hospital Physician home Other care

1984:

Total per capita i ' 100.00 10000  100.00 100.00 100.00
Private 328 114 397 519 65.3
Consumer: 324 11.0 39.6 51.2 64.8

¢ Ibid., p. 123.
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TABLE 2.—PERCENT DISTRIBUTION OF PERSONAL HEALTH CARE EXPENDITURES PER CAPITA FOR
PEOPLE 65 YEARS OF AGE OR OVER, BY SOURCE OF FUNDS AND TYPE OF SERVICE: UNITED
STATES, 1984—Continued

Type of service

Year and source of funds j . Nursing
Total care Hospital Physician home Other care
QOut-of-pocket 25.2 31 26.1 50.1 59.9
Insurance 12 19 135 1.1 49
QOther private, A4 0.4 0 k) 5
Government 67.2 88.6 60.3 481 347
Medicare 488 748 57.8 2.1 199
Medicaid 128 48 19 1.5 114
QOther govemment 56 91 R 44 34

TABLE 3.—DISTRIBUTION OF PER CAPITA PERSONAL HEALTH CARE EXPENDITURES FOR PEOPLE 65
YEARS OF AGE OR OVER, BY TYPE OF SERVICE AND SOURCE OF FUNDS: UNITED STATES, 1984

Taal Type of service
per
Year and s of funds @B Towlcare  Hosital  Physician "rmg Other care
1984:
Total per capita $4,202 100.0 45.2 20.7 209 13.2
Private 1379 100.0 15.7 250 331 26.2
Consumer 1,363 100.0 15.3 25.3 331 26.3
Out-of-pocket .................ocoooeenenereecanns 1,059 100.0 5.6 214 416 313
([T OO 304 100.0 492 386 33 89
QOther private 16 100.0 4211 1.9 391 17.0
Government 2,823 100.0 59.7 18.6 15.0 6.8
Medicare . 2,051 100.0 69.2 245 9 5.4
Medicaid 536 100.0 17.0 31 68.1 118
Other govenment ...............ooeeeeeeeeereererenen 236 100.0 132 24 16.5 19

Source: Waldo, Danief R., Lazenty, Helen C.. DumFranhlc Characteristics and Health Care Use and Expenditures by the Aged in United States:
1977-84, “Health Care Financial Review,” vol. 6, No. [, fall 1984. -

(6) Health Care Expenditures by Source
(a) Hospital

Hospital care for the aged cost $68 billion in 1987; this is an
amount equal to $2,248 per capita. Medicare will reimburse about
70 percent of that total while other public funds will pay about 15
. percent of the bill. Private health insurance will cover the remain-
ing 15 percent.

(b) Physicians’ services

Spending for physician services to the elderly grew an average of
16 percent per year from 1977 to 1987, reaching a level of $33.5 bil-
lion for 1987.7 Medicare spending accounted for an estimated 57.8
percent of the per capita expenditures (for the aged) for physician
services in 1984 ($504 out of a total $868). During the period from
1980-83, Medicare physician expenditures increased (adjusted for
inflation) at an average annual rate of 12 percent, compared to 6.5

7 Waldo, Daniel R., et al. Health Expenditures by Age Group, 1977 and 1987. Health Care Fi-
nancing Review. Vol. 10, No. 4, summer, 1989, page 114.
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percent for all phys1c1an expenditures. From 1983 to 1986, expendi-
tures increased at an average annual rate of 9.1 percent and 7.2
.percent, respectively.® The different rates.of increase in expendi-
tures suggest that Medicare beneficiaries receive: a-higher volume

- of physician services than the rest of the population. Whether this

is a result of Medicare beneficiaries -needing more services because
of poorer health or :incentives within the current reimbursement
system to increase the volume of services rendered is a matter of
considerable debate.

(c) Home health services

As a percentage of total Medicare expenditures, the amount of
reimbursement for home health care has been small. According to
HCFA, Medicare payments for home health care comprise a rela-
tively ‘small 3 percent of total program outlays. For fiscal year
1989, total reimbursements for Medicare home health services were
prOJected to be $2.9 billion. Chart 6 indicates however, that Medi-
care’s home health benefit expenditures are one of the fastest
growing components-of the Medicare Program.

~ CHART 6

MEDICARE HOME HEALTH REIMBURSEMENTS

1969-1987
L.
]
254
REIMBURSE-
MENTS 1.5+

($ BILLIONS)
14

0.5+

0 ¥ F ¥ + + + + + + + + + + + + +
1970 1975 1980 1985
YEAR
Source: HCFA/Division of Budget
(C) MEDICARE PROGRAM DESCRIPTION

. -Medicare was enacted in 1965 to insure older Americans for the
- cost of acute health care. Over the past-two decades, ‘Medicare has
provided.millions of older -Americans with-access to: quality hospi-

s Thid., p. 112.
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tal care and physician services at affordable costs. In 1989, Medi-
care insured 33 million aged and 3 million disabled individuals. At
a fiscal year 1989 estimated cost of $86.9 billion, Medicare is the
second most costly Federal domestic program, exceeded only by the
Social Security program.

As insurance for short-term acute illness, Medicare covers most
of the costs of hospitalization and a substantial share of the costs
for physician services (see chart 7). However, until the enactment
of catastrophic health care legislation, Medicare did not cover the
hospital costs of extended acute illnesses and did not protect benefi-
ciaries against potentially large copayments or charges above the
Medicare payment rate for physician services. These shortcomings
in Medicare’s coverage of acute illness costs have led between 70
and 80 percent of older Americans to purchase supplemental pri-
vate coverage, often referred to as medigap coverage.

CHART 7
WHERE THE MEDICARE DOLLAR GOES: 1985

OTHER .
NURSING HOMES 6%

PHYSICIANS
28%

HOSPITALS
65%

SOURCE: Health Care Financing Administration,
Office of Financial and Actuarial Analysis, Unpublished data

Medicare (authorized under title XVIII of the Social Security
Act) provides health insurance protection to most individuals 65
and older, to persons who have been entitled to Social Security or
railroad retirement benefits because they are disabled, and to cer-

3
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tain workers and their dependents who need kidney transplanta-
tion or dialysis. Medicare is a Federal program with a uniform eli-
gibility and benefit structure throughout the United States. Protec-
tion is available to insured persons without regard to their income
or assets. Medicare is composed to two parts—the Hospital Insur-
ance (HI) Program (Part A), and the Supplementary Medical Insur-
ance (SMI) Program (Part B). -

(1) Hospital Insurance Program . .

Part A is financed principally through a special hospital insur-
ance payroll tax levied on employees, employers, and the self-em-
ployed. During 1989, each worker and employer paid a tax of 1.45
percent on the first $48,000 of covered employment earnings. The '
self-employed pays both the employer and employee shares. In
1990, each worker and employer will pay 1.45 percent on the first
$51,300 of covered earnings.

In calendar year 1989, payroll taxes for the HI trust fund
amounted to $65.4 billion, accounting for 87.1 percent of all HI
income. Interest payments, transfers from the railroad retirement
account and the general fund along with premiums paid by volun-
tary enrollees equaled the remaining 12:9 percent. Of the $58.2 bil-
lion in HI disbursements, $57.4 billion was for benefit payments .
while the remaining $800 million was spent for administrative ex-
penses. '

(a) Catastrophic health care provisions

In 1988, the benefits and, to a smaller extent, the financing, of
the Medicare Program were overhauled. On July 1, 1988, President
Reagan signed the. MCCA into Public Law 100-360. A little over 1
year later, this law was repealed. The following are highlights of
the major provisions of the MCCA as it relates to Part A of the
program. Provisions retained or repealed by the Medicare Cata-
strophic Coverage Repeal Act of 1989 are noted. (A summary of the
new Part B benefits can be found in the next section and an exten-
sive discussion of the development and repeal of the catastrophic
health care legislation can be found in the Issues and Legislative
Actions section of this chapter.)

Effective date.—The new Part A benefits became effective Janu-
ary 1, 1989, were repealed on November 22, 1989, and eliminated
on January 1, 1990. : -

Inpatient hospital services. (Repealed)—Specified a maximum of
one hospital deductible per year ($560 in 1989) and eliminated the
day limits, coinsurance charges, and spell of illness provisions.

Skilled nursing facility services. (Repealed)—Required daily coin-
surance payments for the first 8 days equal to 20 percent of the na-
tional average Medicare reasonable cost for SNF care (estimated at
$20.50/day in 1989); eliminated coinsurance charge for 21st-100th
days; added coverage for up to 150 days and eliminated prior hospi-
talization requirement. ‘ :

- Home health services. (Repealed—Expanded the “intermittent”
skilled nursing care definition for the Home Health benefit so that
“daily” care could be reimbursed by Medicare for up-to 7 days a
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week, )or a total of 38 days (instead of 5 days a week for up to 2 or 3
weeks).

Hospice services. (Repealed)—Under this benefit, a beneficiary
was able to elect to receive services for two 90-day periods and one
subsequent 30-day period during his or her lifetime. The MCCA
provided for a subsequent extension period beyond the current 210-
day limit, if the beneficiary was recertified as terminally ill.

(2) Supplementary Medical Insurance

Part B of Medicare, also called supplementary medical insur-
ance, is a voluntary, nonmeans-tested program. Anyone eligible for
Part A and anyone over age 65 can obtain Part B coverage by
paying a monthly premium ($27.90 in 1989 and $29 in 1990). Part B
covers physicians’ services, outpatient hospital services, physical
therapy, diagnostic and X-ray services, durable medical equipment
and certain other services. Part B is financed by a combination of
beneficiary premiums, deductibles, copayments, general revenues,
and Part B trust fund interest. Under current law, premiums must
cover 25 percent of program costs (i.e., actual program outlays); the
remaining 75 percent are funded from general revenues.

In 1988, approximately 31.7 million people were covered under
Part B. General revenue contributions totaled $26.2 billion, ac-
counting for 74 percent of all income. Another 24.5 percent of all
income was derived from premiums paid by participants, with in-
terest payments accounting for the remaining 2.4 percent. Of the
$35.2 billion in disbursements, $34 billion (94 percent) was for bene-
fit payments while the remaining $1.2 billion (3.6 percent) was for
administrative expenses.

(a) Physician reimbursement

Medicare pays physicians the ‘“‘reasonable” or “approved” charge
rate for their services, less the deductible and the copayment. The
reasonable charge levels for a service have been determined
through a method referred to as customary, prevailing, and reason-
able (CPR). Under CPR, payment for each service is limited to the
lowest of: (1) The physician’s actual bill for the service; (2) the phy-
sician’s customary charge for the service, or (3) the prevailing
charge for the service in that community. (Increases in the prevail-
ing charge are limited by the Medicare economic index.) To control
ever-increasing Part B program expenditures and to provide benefi-
ciaries with the opportunity to select a physician who has agreed to
accept Medicare’s “assigned” rate, the Deficit Reduction Act of
1984 (DEFRA, P.L. 98-369) established the concept of the partici-
pating physician. A participating physician voluntarily enters into
an agreement with the Secretary of the Department of Health and
Human Services to accept assignment (Medicare’s allowable reim-
bursement rate) for all services provided to all Medicare patients
for a 12-month period. If assignment is accepted, beneficiaries are
not liable for any out-of-pocket costs other than standard deducti-
ble and coinsurance payments.

A number of incentives have been implemented to encourage
physicians to sign participation agreements. These include higher
prevailing charge screens, more rapid claims payment, and wide-
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spread distribution of participating physician directories. In 1989,
40.7 percent of doctors were participating physicians.

To ensure that limitations on Medicare payments do not result
.in"higher out-of-pocket costs for beneficiaries, the Omnibus Budget
. Reconciliation Act of 1986 (OBRA, P.L. 99-509) established maxi-
mum. allowable charge limits (MAACs) which limit the actual
charges of nonparticipating physicians during the 4-year period be-
ginning on January 1, 1987. Under the MAAC limits, nonpartici-
pating physicians with actual charges in excess of 115 percent of
the prevailing charge are limited to a 1 percent annual increase in
their actual charges. Nonparticipating physicians with lower actual
charges may increase their charges at a more rapid rate so that in
the fourth year their charges will equal 115 percent of the prevail-
ing charge.

The Omnibus Reconciliation Act of 1989 made substantial
changes in the way Medicare will pay physicians. The legislation
provides for the establishment of a fee schedule based on a relative
value scale (RVS). An RVS is a method of valuing individual serv-
ices in relationship to each other. The RVS is coupled with annual
volume performance standards which are target rates of increase
in physician expenditures. Physician payment reform is discussed
in depth later in this chapter

(b) Catastrophic health care provisions

The MCCA made extensive revisions to the Part B beneﬁt The
Catastrophic Coverage Repeal Act of 1989 (P.L. 101-234), repealed
most of the revisions. The benefit changes, as well as the new law’s
financing mechanism, are summarized below. Prov1s1ons retained
or repealed by the Congress in 1989 are noted.

Effective date.—The start-up date for implementation of these
new benefits was January 1, 1989. They were repealed by the Con-
gress on November 22, 1989 ‘and were eliminated effective on Janu-
ary 1, 1990.

Limitation on out-of-pocket expenses. (Repealed)—Established a
maximum out-of-pocket limit (the “catastrophic cap’’) on benefici-- -
ary liability for Part B cost-sharing charges after which Medicare
will pay 100 percent of the approved amount. The limit was set at
$1,370 in 1990; it was indexed so that a constant 7 percent of bene-
ficiaries would be eligible for this catastrophic benefit each year.

Prescription drugs. (Repealed)—Established, effective January 1,
1990, a limited prescription drug benefit for home intravenous (IV)
drugs and immunosuppressive drugs furnished after the first year
following a transplant (they are already covered in the first year).
The deductible was $550 in 1990; the coinsurance was 20 percent
for home IV drugs and 50 percent immunosuppressives. Provides
coverage, beginning January 1, 1991, for all outpatient prescription
drugs, subject to a $600 deductible and 50 percent coinsurance
charges. The deductible was slated to go to $652 in 1992 and be in-
dexed in future years so that 16.8 percent of beneficiaries would
reach the deductible each year. The coinsurance was slated to be
lowered to 40 percent in 1992 and 20 percent in 1993.

Medigap policies. (Amended to reflect repeal of catastrophic cov-
erage)—Amended procedures for Federal certification of medigap
policies. Applied the National Association of Insurance Commis-
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sioners (NAIC) revision of medigap minimum standards for pur-
poses of Federal certification. Policies sold before enactment, but
still in effect on January 1, 1989, were not to be deemed to dupli-
cate Medicare’s new benefits if they comply with the NAIC model
transition rule which provides for refunds, or premium adjust-
ments, when appropriate, for duplicable portions. Required a one-
time notice to be sent to policyholders by January 1, 1989, on the
new benefits, how they affect the policy’s benefits and premiums,
and any adjustments that will be made.

Federal employees. (Repealed)—Required the Director of the OPM
to reduce, effective January 1, 1989, the rates charged to Medicare-
eligible individuals participating in the Federal Employee Health
Benefits Program (FEHBP) to reflect the amounts that would have
been paid by those plans designed specifically for Medicare-eligible
individuals. (See also supplemental premium below.)

Maintenance of effort. (Repealed)—Under this benefit, any em-
ployer who provided health benefits to an employee or retired
former employee (including State and local employees) that dupli-
cated at least 50 percent of the new or improved Part A and Part B
benefits would have to provide additional benefits or refunds that
total at least the actuarial value of the duplicative benefits. The
provision was effective with respect to Part A benefits in 1989 and
was to be effective with respect to Part B benefits in 1990 except
that an extension was provided to cover current collective bargain-
ing agreements.

Medicaid. (Retained)—Mandated States, on a phased-in basis, to
pay Medicare premiums, deductibles, and coinsurance for elderly
and disabled individuals with incomes below the poverty line. Also,
in the case of a couple where one member is institutionalized, the
bill provided protection of a portion of the couple’s income and re-
sources for maintenance needs of the community spouse. States
must allow the community-based spouse to keep 122 percent of the
Federal poverty level in income. This percentage will increase to
150 percent by 1992. See Chapter 8 for more information on asset
protection.

Respite care. (Repealed)—Provided coverage for in-home care for
a chronically dependent individual for up to 80 hours per year. The
benefit was only available for persons who meet either the cata-
strophic cap or the outpatient prescription drug cap.

Mammography screening. (Repealed)—Established a new Medi-
care benefit. Screenings for women over 65 would be covered every
other year, subject to a maximum payment per screening of $50 in
1990 (indexed in future years).

(c) Catastrophic coverage financing (Repealed)

The law was to be financed through a combination of (1) an in-
crease in the monthly Part B premium for all Part B enrollees, and
(2) a new supplemental premium which would have been mandato-
ry for all those entitled to Part A who have Federal tax liability of
$150 or more.
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(4) Peer- Review Organizations

Hospitals are required to enter into agreements with peer review
organizations (PRO’s) as a condition for receiving payments under
Medicare’s PPS for inpatient hospital services. PRO’s review the
services provided to Medicare patients to assure that services are
medically necessary, provided in the appropriate setting, and meet
professionally recognized standards of quality health care. :

"The Secretary of the DHHS is required to contract with PRO’s.
Organizations eligible for PRO contracts include physician-spon-
sored organizations, physician-access organizations, and health ben-
efit payer organizations. PRO’s are expected to serve the dual role
of curtailing unnecessary costs and assuring the quality of health
care. However, in' recent years, Aging Committee investigations
have found that PRO’s primary emphasis has been on controlling
costs, rather than on assuring quality care. )

There are 54 PRO contract areas. Each of the 50 States, the Dis-

trict of Columbia, Puerto Rico, and the Virgin Islands are designat- - -

ed as separate PRO areas. Guam, American Samoa,-.the Northern
Mariana Islands, and the Trust Territory of the Pacific Islands are
considered to be in a single PRO area. In these 54  PRO areas,
DHHS has-contracted with 41 PRO’s to review the care provided in
those areas. . : s : .
The PRO review process begins after a Medicare beneficiary is
discharged from the hospital and payment is made. Paid bill data
is sent to the PRO, which selects a sample for review and requests
the relevant medical records from the hospital. PRO reviewers
(usually nurses) use criteria that contain the generally. recognized
reasons justifying a patient’s hospital admission or surgical proce-
dure. If the PRO reviewer determines that the care was not medi-
cally necessary or that it should have been. provided in another set-
ting (e.g., an ou