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LETTER OF TRANSMITTAL -

U.S. SENATE,
SpEciAL. COMMITTEE ON AGING,
Washington, D.C., February 28, 1983.
Hon. GEORGE BusH,
President, U.S. Senate,

Washington, D.C.

. DEAR MR. PreSDENT: Under authority of Senate Resolution 333,
agreed to March 4, 1982, I am submitting to you the annual report
of the Senate Special Committee on Aging, Developments in Aging:
1982, 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 1982 by the Congress, the
administration, and the Senate Special Committee on Aging which
are significant to our Nation’s older citizens. It also summarizes
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,
JouN HEiNz, Chairman.
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SENATE RESOLUTION 333 (SECTION 19), 97TH CONGRESS,
2D 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,
1982, through February 28, 1983, in its discretion (1) to make
expenditures from the contingent fund of the Senate, (2) to employ
personnel, and (3) 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 special committee under this section shall
not exceed $901,946, of which amount (1) not to exceed $35,000 may
be expended for the procurement of the services of individua;i
consultants, or organizations thereof (as authorized by section
202(i) of the Legislative Reorganization Act of 1946, as amended),
and (2) not to exceed $1,000 may be expended for the training of
the professional staff of such committee (under procedures specified
by section 202(j) of such Act). "

(¢) The special committee shall report its findings, together with
such recommendations for legislation as it deems advisable, to the
Senate at the earliest practicable date, but not later than February,
28, 1983. '

(d) Expenses of the special committee under this section shall be
paid from the contingent fund of the Senate upon vouchers ap-
proved by the chairman of the committee, except that vouchers
shall not be required for the disbursement of salaries of employees
paid at an annual rate.

1 Agreed to March 4, 1982.
v)



PREFACE

The 97th Congress focused on Federal policies relating to aging
throughout its term. Budget concerns dominated the congressional
agenda and set the context for consideration of most aging policies
and programs. With almost one-third of the Federal budget now
committed to these programs, the need for more effective and co-
ordinated policies and programs became ever more apparent.

The financial problems of the two largest and most important
Federal programs—social security retirement and medicare—
prompted intense study and proposals for action with regard to the
first but only modest steps toward addressing the second. The Na-
tional Commission on Social Security Reform, after a full year of
study and negotiation, proposed a comprehensive package of recom-
mendations to the Congress at the beginning of 1983. Enactment of
the entire package would probably meet social security’s financing
needs for the next 50 years, but the Commission could not achieve
a consensus on how to insure the fund’s financial integrity for the
full 75-year period for which projections are made, which includes’
the years after 2020 when the most severe strains will be placed on
social security’s financial integrity.

Behind the hoped-for bipartisan solution to the social security
problem, however, lies an even more serious and intractable prob-
lem—the pending insolvency of the medicare program. Even with
major reforms, such as the prospective payment system for hospi-
tals proposed at the close of 1982, medicare is projected to have suf-
ficient revenues only for another 8 to 5 years without truly sub-
stantial changes in financing, benefits, or provider reimbursement.
This situation is primarily due to the persistent high cost-inflation
and increases in utilization that have characterized the entire
health care industry in recent years. Clearly fundamental health
care reforms will be necessary during the rest of this decade.

Average health care costs for elderly persons have now returned
to the relative level of 1965, before the enactment of medicare,
with health expenditures not covered by medicare now averaging
almost 20 percent of total annual income. If this upward trend con-
tinues, and there is every indication that it will, then older Ameri-
cans in the future will face a true crisis from the threat of impov-
erishment due to medical costs. This will be particularly true for
the aged, those over 75, who are at the greatest risk for both acute
and chronic health problems.

After the financial crises facing social security and medicare,
which will define a large part of the aging agenda for the 98th Con-
gress, perhaps the most basic unmet challenge facing us today is
the lack of a coherent national policy on long-term care. Care for
chronic conditions is very expensive due to its long duration and is
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only covered by medicaid for certain institutional services after all
other assets have been exhausted. Neither public nor private insur-
ance mechanisms have responded adequately to the need that will
certainly increase geometrically in future years.

Legislative efforts to strengthen the Federal role in stimulating
economic growth affected important aspects of aging policy during
the 97th Congress, as the desire to encourage capital formation
contributed to major liberalizations in the tax treatment of savings
for retirement. Another example of the interrelationship between
economic growth and aging policy is the growing concern over de-
clining rates of labor force participation among older workers, es-
pecially men in their fifties and sixties, even in the face of public
opinion surveys that show a majority would like to work after
reaching the normal retirement age if they could find appropriate
jobs and flexible arrangements for doing so. We believe that the
human resources now largely wasted by our current failure to
adapt work patterns to the needs of older workers cannot continue
to be lost without a substantial cost to the future economic well-
being of our society. :

The needs of our older population-continue to outpace the public
resources available to meet them. Despite a guaranteed minimum
income for those over 65 (SSI), and despite social security benefits
fully indexed to the CPI, the percentage of elderly persons whose
incomes fell below the poverty line was 15.3 percent. This figure
has remained essentially static for the last 8 years and may sub-
stantially understate the numbers of people in genuine economic
distress. While noncash assistance programs such as food stamps,
housing subsidies, and medicaid help many low-income elderly, a
majority of older persons with incomes below the poverty line still
do not participate in either SSI or the noncash assistance pro-
grams.

The persistence of unmet needs in the face of the enormous sums
that we now spend on programs serving older persons raises the
issue of the basis for the allocation of these benefits. The debate
has begun to be framed in terms of “age versus need,” with the
traditional idea of age-based universal entitlement programs
matched against the newer concern that targeted or needs-based
public policies could use available resources much more effectively
in meeting actual human needs. A related point, made in the light
of both the heterogeneity of today’s older population and the grow-
ing convergence in economic circumstance between older and young-
er families, concerns the rule of public policy in promoting an
“age-neutral” or “age-integrated” society in which persons of all
ages would participate on equal basis without the use of chronologi-
cal age as the only proxy for entitlement. It seems clear that this
debate will continue to characterize many of the issues relating to
aging policy in the coming years.

These challenges are taking place against a demographic and
economic backdrop that is becoming familiar to everyone who looks
at the future of domestic social policy. It is much more than simply
the growth of the elderly population, dramatic though that will be,
and more than the gains in longevity. Instead, the projections point
to the emergence of an entirely new societal “age-geography’ that
will require adjustments in all of our institutions, both public and
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private, as the center of demographic and economic gravity shifts
toward middle-aged and older Americans.

While we are inevitably maturing as a population, the process
will not be a smooth or gradual one. Instead, the post-war baby
boom generation now in young adulthood will bring very sudden
and dramatic transformations to each decade as it matures. When
this generation nears retirement age, beginning around the year
2010, the dislocations could be severe if we do not plan for this
event well in advance. In effect, we have only 30 years to prepare
for major, yet foreseeable, changes in our society.

In light of these and many other public policy issues of concern
to all Americans, the Senate Special Committee on Aging has
engaged in a productive year. We continue to expand our efforts to
inform the public through committee prints and newsletters, and
our hearings have focused on the most pressing issues before the
Congress. In many instances, members of the committee were able
to successfully propose legislative initiatives designed to better
serve older Americans as a result of the committee’s work.

The report that follows discusses these developments in 1982, but
it is also important to note that it attempts to survey only Federal
policies and programs, and makes no attempt to cover equally sig-
nificant developments that may be occurring at the State and local
levels, in the private sector, in our universities, in cultural atti-
tudes, or in our family relationships. It is the interaction of these
elements that will shape the opportunities and needs of future gen-
erations of older Americans.

We wish to acknowledge the many contributions of Senator
Lawton Chiles, who served as the ranking minority member of the
committee during the 97th Congress. This report reflects many of
the accomplishments that he supported and worked to achieve. His
service on behalf of older Americans begins a new chapter as he
assumes new responsibilities as ranking minority member of the
Budget Committee. We also wish to acknowledge the services of the
minority staff, particularly the minority staff director, E. Bentley
Lipscomb, who served under Senator Chiles.

Finally, we acknowledge the dedicated work of the authors of
this report, the staff of the Senate Special Committee on Aging.
This report is a synthesis of the working knowledge they bring to
the service of the committee.

In sum, the challenges ahead are growing both in magnitude and
complexity. Although we have, as a country, made giant strides in
improving the quality of life for our eldest members in recent
years, the central public policy challenge during the remainder of
this century will be the extent to which we can adapt ourselves to
changing circumstances and still meet the needs and expand the
opportunities accompanying the promise of long life.

’ JoHN HEINZ,
Chairman.
JOHN GLENN,

Ranking Minority Member.
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98TH CONGRESS SENATE S. REPT. 98-13
1st Session [ Vol. 1

DEVELOPMENTS IN AGING: 1982
VOLUME 1

February 28 (legislative day, February 23), 1983.——Ordered to be printed

Mr. HEiNz, from the Special Committee on Aging,
submitted the following

REPORT

[Pursuant to S. Res. 333, 97th Cong.]

Chapter 1
AMERICA IN TRANSITION: AN AGING SOCIETY

One of the most significant demographic facts affecting Ameri-
can society today, and for the next 50 years, is the aging of its pop-
ulation. The number of elderly persons has grown and will contin-
ue to grow more rapidly than the total population. In 1982, 11 per-
cent of all Americans were elderly (65 and older) and by the year
2025, it is projected that they will comprise 19 percent of the total
population.?!

A quick overview of this surge in the size of the aging population
highlights such facts as:

—The 65+ population grew twice as fast as the rest of the popu-

lation in the last two decades.

—The 85+ group is growing especially rapidly, up 165 percent

from 1960 to 1982.

1 U.S. Dept. of Commerce. Bureau of the Census. Projections of the Population of the United
States 1982 to 2050 (Advance Report), Current PoPulation Reports. Series P-25, No. 922, October
1982. The projections used here are the “middle” series which assumes that fertility rates will
remain steady, life expectancy will rise slowly, and net immigration will remain at 450,000 per
year. The accuracy of the projections of the number of older Americans depends primarily on
the accuracy of the mortality assumption; the accuracy of the percentage depends additionally
on future birth rates, and thus we have less confidence in the proportions.

NotE: This chapter was prepared for the committee by Cynthia Taeuber of the Population
Division, Bureau of the Census, U.S. Dept. of Commerce. Elizabeth Vierck, a consultant to the
committee, assisted in preparing the charts.

14-8870 (o))
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—The death rates of the elderly population, especially women,
fell considerably over the last 40 years.

—The ratio of elderly to those under 65 will probably be 1 to 5 in
1990 and 1 to 3 in 2025.

—In 50 years, the ratio of people over 65 to people 18 to 64 will
be almost three times as great as it was in 1950.

—The median income of elderly persons had a higher percentage
increase over the last two decades than the median income of
the younger adult population.

—Despite this improvement, about one of every seven Americans
over the age of 65 lives in poverty.

—Elderly women are almost twice as likely as elderly men to be
poor; half of elderly widowed black women live in poverty.

—About 8 in 10 persons 65 and over now describe their health as
“good” or “excellent,” compared with others of their own age.

—Elderly men are most likely to be married while elderly
women are most likely to be widowed. .

—The number of elderly women living alone has doubled in the
last 15 years.

—During the last decade, the number of elderly persons living in
central cities has declined while the number living in the sub-
urbs and small towns has increased.

—Half of those over 65 who work now do so on a part-time basis,
as compared to a third 20 years ago; and

—In the 1980 election, one-third of Americans who voted were 55
or older. Seventy percent of those aged 55 to 74 voted.

“Aging” is a general term which can be defined as a physiologi-
cal, behavioral, sociological, or chronological phenomenon. This
chapter will use the chronological concept to look at the population
55 years and over on the assumption that the other aspects of
aging tend to follow chronological age for large populations. When
possible, the statistics will be distinguished for the “older” popula-
tion (age 55 and over), the “elderly’” (age 65 and over), the “aged”
(75 years and over), and the “very old” (85 years and over).

A. NUMERICAL GROWTH

At the beginning of the century, about 7.1 million persons, less
than 10 percent of the total population, were age 55 and over. In
1982, over one-fifth of the American population was 55 years old or
over, an estimated 48.9 million persons. Of the total population,
about 9.5 percent (22.1 million) were 55 to 64 years old, 7 percent
(16.1 million) were 65 to 74 years old, 3.6 percent (8.2 million) were
75 to 84 years old, and 1.1 percent (2.5 million) were 85 years old
and over. About 15,000 persons were aged 100 and over, with over
two-thirds of that group being white females.
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1. PROJECTED INCREASES

Through the year 2000, the population age 55 and over is expect-
ed to remain at just over one-fifth of the total population. By 2010,
because of the maturation of the baby boom group, the proportion
of older to younger will rise dramatically—one-fourth of the total
U.S. population (74.1 million) is projected to be at least 55 years
old. One out of seven Americans are expected to be 65 and over
(34.3 million) and the number of persons aged 85 and over could
more than double to 6.8 million, 2.4 percent of the total population.

By the year 2030, it is likely that one out of five Americans will
be 65 or older (64.3 million), which will represent an 87-percent in-
crease in a 20-year span. At that same time, almost 33 percent of
the population will be 85 or older (8.8 million). Finally, by 2050,
nearly one-third of the population (104.3 million) is expected to be
at least age 55.2 So, while the total U.S. population is projected to
increase by a third from its present size between 1982 and 2050,
the older element—those persons age 55 and over—is expected to
grow 113 percent (table 1, chart 1).

TABLE 1.—THE GROWTH OF THE OLDER POPULATION, ACTUAL AND PROJECTED: 1900-2050

[Numbers in thousands)

Total 55 to B4 years 65 to 74 years 7510 84 years 85 years and over 65 years and over
Year population,
all ages Number  Percent  Number Percent Number Percent Number Percent Number Percent

76303 4009 53 2189 29 nm 10 123 02 308 40

91,972 505 55 2793 30 989 11 167 203950 43
105711 6532 6.2 3464 33 1259 12 210 20 4933 47
122775 8397 68 4721 38 1641 13 212 2 6634 54
131669 10572 80 6375 48 22718 17 365 39019 68
150,697 13295 88 8415 56 3278 22 517 4 12210 81
179323 15572 87 10997 61 4633 26 929 516560 9.2
203302 18608 92 12447 61 6124 30 1,409 7 19980 98

226505 21,700 9.6 15578 69 7727 34 2240 99 25544 113
249731 21,09 84 18054 72 10284 41 3461 14 31,799 127
267990 23779 89 17693 66 12207 46 5136 19 3503 131
283,141 34828 123 20279 72 12172 43 6818 24 39269 139
296,339 40243 136 29769 100 14280 48 7337 25 51,386 173
304330 33965 112 34416 113 2,128 69 8801 29 64345 211
307,952 34664 113 29168 95 24529 80 12946 42 66643 216
30885 37216 121 30022 97 20976 68 16063 52 67061 217

Source: U.S. Dept. of Commerce. Bureau of the Census. Decennial Censuses of Pogulation, 19001980 and Projections of the Population of the
United States: 1982 to 2050 (Advance Report). Current Population Reports, Series P-25, No. 922, October 1982. Projections are middle series.

2U.S. Dept. of Commerce. Bureau of the Census. Series P-25, No. 922, Ibid.



CHART 1

POPULATION 335 YEARS AND OVER BY AGE: 1900-2050
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Source: U.S. Dept. of Commerce. Bureau of the Census. Decennial
Censuses of Population, 1890-1980, and Projections of the Popula-
tion of the United States: 1982 to 2050. Current Population Re-
ports, Series P-25, No. 922, middle series.

The age groups which require special attention—and which will
experience dramatic increases in numbers—are the aged and the
very old. Less than 5 percent of the population was 75 or older in
1982; by 2030, almost 10 percent of the population is projected to be
in that age group. By 2050, the 75 or older group is expected to be
about 12 percent of the entire population. Meanwhile, the popula-
tion aged 85 and over is projected to jump from about 1 percent in
1982 to over 5 percent of the total population in 2050. Chart 2 illus-
trates the dramatic increases in the number and proportion of the
very old—from 123,000 in 1900, to 2.5 million in 1982, to a projected
16 million in 2050.

Overall, those 85 and over are projected to be the fastest growing
part of the older population. In less than 30 years, the number of
white males, white females, and black males 85 years and over is
expected to increase about 1%z times while the number of black
women in that group is expected almost to triple. Because of the
increasing number of persons who survive into their eighties, it is
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CHART 2

: POPULATION 85 YEARS AND OVER: 1900 TO 2050
In Thousands
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Censuses, 1900-1980; and Current Population Reports, P-25, No. 922,
Middle Series Projections.

...... S

increasingly likely that older persons will themselves have a sur-
viving parent.

2. Impacr or HigH FERTILITY PERIODS

It is commonly assumed that the current growth of the older
population is due to increased longevity. The prime cause, however,
is a steady increase in the annual number of births in the years
prior to 1920. Increases in longevity are, in fact, only a secondary
cause of this shift. From 1920 to 1940, there was a drop in the
number of births, accounting for the projected slowdown in the
growth of the older population from 1990 to 2010. The post-World
War II baby boom accounts for the projected rapid rise in the
number of elderly from 2010 until 2030. After that, the growth rate
will slow again because of low birth rates during the “baby bust”
period from 1965 to 1973. With continued improvements in mortal-
ity rates, the projections shown in table 1 will understate the pro-
jected size of the future older population.

14-887 0 - 83 ~ 2
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3. Race aAND ETuNic ORIGIN -

The proportion of the population which is elderly varies consider-
ably by race and ethnic origin. In 1982, about 12 percent of whites
were 65 and over, 8 percent of blacks, 6 percent of Asians and Pa-
cific Islanders, and 5 percent each of American Indians and His-
panics.?

Over the last decade, the elderly white population grew by about
one-fourth, but the elderly black population grew about one-third.
The black population has grown at a faster rate than the white
population partly as a result of higher fertility levels and partly as
a result of the more rapid gains in life expectancy experienced by
blacks than whites. In 1900, the average life expectancy at birth
was 16 years higher for whites than for blacks; by 1978, the differ-
ence had been reduced to 5 years.

In 1982, 8.5 percent of the population 55 years and over was
black (table 2); by 2050, blacks are projected to make up over 14
percent of the older population. In 1982, white females 55 years
and over constituted almost 11 percent of the total U.S. population,
white males about 8 percent, black women just over 1 percent, and
black men less than 1 percent.

TABLE 2.—POPULATION 55 YEARS AND OVER BY RACE AND SEX: 1982

(Numbers in thousands}

Total White Black Other races
Total 55+ 48,930 44,078 4,148 704
55 to 64 22,096 19,780 1,953 363
65 to 74 16,129 14,531 1,380 218
75 to 84 8,239 7,495 646 98
85+ 2,466 2,212 169 24
Male 55+ 21,108 19,043 1,731 325
55 to 64 10,329 9,300 861 167
65 to 74 6,996 6,318 576 102
7510 84 3,053 2,761 245 47
85+ 728 664 55 9
Female 55+ 27,825 25,036 2,410 378
55 to 64 11,768 10,480 1,092 196
65 to 74 9,133 8,213 804 116
7510 84 5,183 4,734 400 52
85+ 1,738 1,609 114 15

Source: U.S. Dept. of Commerce. Bureau of the Census. Projections of the Population of the United States: 1982 to 2050 (Advanced Report).
Current Population Reports. Series P25, No. 922, October 1982.

4. SEX DIFFERENTIALS

Because the life expectancy of men is less than that of women,
the health, social, and economic problems of the elderly, especially
those over age 70, are mostly the problems of women. Old age is
associated with “one-person (female) households, reduced income,
and increased poverty, and greater risk of ill-health, death, and
institutionalization.” %

3 The discussion of minority elderly in this chapter is prima\r}'ll‘¥l limited to the black popula-
tion due to insufficient data on other minority elderly groups. The 1980 census figures on the
characteristics of these ulations will be available sometime in 1983.

+ Siegel, Jacob S., amfo éjall{vL. Hoover, Demographic Aspects of the Health of the Elderly to
the Year 2000 and Beyond. World Health Organization, O/AGE/82.3, July 1982. Prepared

for the World Assembly on Aging, July-August 1982, Vienna, Austria. p. 22.
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Elderly women now outnumber men 3 to 2, a considerable
change from 1960 when women outnumbered men by only 5 to 4.
In 1982, there were 80 men aged 65 to 69 years for every 100 fe-
males in that same age group, and 42 men aged 85 and over for
every 100 females aged 85 and over (chart 3). These statistics em-
phg\slze the fact that the older woman has a high probability of
hvmg longer than the older man and, therefore, alone. Moreover,
she is unlikely to remarry once she is widowed. The difference be-
tween the number of older men and women is significant within
every age group.

CHART 3

POPULATION 55 YEARS AND OVER BY AGE AND SEX: 1982

NUMBER IN MILLIONS

, £
T
35-59 60-64 65-69 70-74 73-79 80-84 85 PLUS

| FEMALES MALES—]

SOURCE: Bureau of the Census, Current Population Reports, Series
P-25, No. 3922

5. LirE EXPECTANCY

Based on the mortality experience of 1900, an individual born in
that year could expect to live an average of 49 years. By 1954, life
expectancy at birth had jumped to 70 years; by 1981, it almost
reached 74. In 1930, only half of all babies were expected to live to
age 65; by 1981, over three-fourths of all newborns could expect to
reach that age. From 1940-78, remaining life expectancy for males
age 65 increased by only about 2 years (from 12.1 to 14 years); but
for females it increased by almost 5 years. (from 13.6 to 18.4 years)
(chart 4).
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Life expectancy at birth differs according to race (chart 5). In
1940, the difference between whites and blacks was 11 years; by
1978, the difference had been reduced to 5 years. Much of the dif-
ference has been attributed to socioeconomic status.> The differ-
ence between blacks and whites in life expectancy at age 65, how-
ever, is small and has been for decades. In fact, death rates are
higher for whites after age 75 than for blacks.

Dramatic changes in mortality rates have been registered since
1940. Mortality declined rapidly from 1940 to 1954, changed little
from 1955 to 1967, and again declined rapidly from 1968 to 1978.
While the death rates have fallen for both men and women, the
rates have declined at a faster pace for women. In the 1968 to 1978
period, the average annual rate of decline in the mortality rate for
those 65 and over was 1.5 percent for males and 2.3 percent for fe-
males. The largest declines were for those 65 to 69 and for those 85

sKitagawa, E. M., and P. M. Hauser. Differential Mortality in the United States: A Study in
Socioeconomic Epidemiology. Cambridge, Harvard University Press, 1973. Chapters 2 and 8.
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CHART 5

EXPECTATION OF LIFE AT BIRTH BY RACE AND SEX
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and over. The declines in this period were primarily due to a reduc-
tion in the mortality rates of major cardiovascular diseases.® Mor-
tality differences among older males and females have steadily in-
creased, from a difference in the age-adjusted death rates of 22 per-
cent in favor of females in 1940 to a difference of 73 percent in
favor of females by 1978.7 Whether this difference is due to envi-
ronmental or genetic factors is not easily established.

Not only do mortality trends have major implications for the
numbers and proportion of elderly in the future American popula-
tion, but they also affect the health needs of the older population.
Decreases in mortality rates do not translate into better health for
all those living longer. Rather, the projected rapid increase in the
size of the older population, particularly the very old, implies relat-
ed increases in the demand for health care delivery and assistance.
The projections for needed health care services are based upon the
continuation of current mortality and utilization levels. If utiliza-
tion rates decrease and if major diseases (especially heart diseases)
are eliminated or delayed, the need for long-term care services and

¢ Manton, Kenneth G., and Eric Stallard. Temporal Trends in U.S. Multiple Cause of Death
Mortality Data: 1968 to 1977. Demographgé v. 19, No. 4, November 1982, pp. 527-547.

7U.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics. L. Fingehut, Changes in Mortality Among the Elderly, United States, 1940-
1978, Vital and Health Statistics. Series 3, No. 22. DHHS pub. No. (PHS) 892-1406, March 1982.
Washington, U.S. Govt. Print. Off. pp. 2-5.
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similar age-related health expenditures will decrease accordingly.
On the other hand, if the limitations due to chronic disease were
simply delayed rather than shortened, health costs could exceed
even current projections.

6. RELATION TO WORKING-AGE POPULATION

The combined effect of decreased fertility levels and increased
numbers of elderly persons will result in growth in the ratio of el-
derly persons compared to persons of working age (18 to 64 years of
age). In 1900, there were about 7 elderly persons for every 100 per-
sons 18 to 64 years; by 1982, that ratio was almost 19 elderly per-
sons per 100 of working age. By 2010, that ratio is expected to be 22
per 100, and to increase rapidly to 38 per 100 by 2050. This ratio is
often referred to as a “support ratio.” The ratio reflects the eco-
nomic fact that the working population “supports” nonworking
age-groups. The ratio reflecting those who have retired, as opposed
to children, is especially important since it is primarily publicly-
funded programs which serve retirees. Moreover, the previously
noted dramatic growth in the very old age group, with relatively
greater health, social and economic needs, will require proportion-
g)tely higher levels of “support” than is true today (table 3, chart

TABLE 3.—TOTAL SUPPORT RATIO, AGED SUPPORT RATIO, AND YOUNG SUPPORT RATIO: 1900-2050

[Number of persons per 100 aged 18 to 64 years}

1900 1920 1940 1960 1980 1982 1990 2000 2025 2050

Total support ratio (under 18 and 65

E LI T T 8365 7569 6284 8195 64.39 6286 6257 6186 71.00 74.46
Aged support ratio (65 years and over)... 7.35 7.99 1090 1684 1859 1882 2070 21.16 3331 37.85
Young support ratio (under 18)................. 7630 6770 51.94 6511 4580 44.04 41.87 4070 37.69 36.61

1 Based on estimates.

Source: U.S. Dept. of Commerce. Bureau of the Census. Projections of the Population of the United States: 1982 to 2050 (Advance Reportg.
Series P25, No. 922, October 1982, and Estimates of the Population of the United States, by Single Years of Age, Color, and Sex: 1900 to 1959.
Series P-25, No. 311, July 2, 1965 and Series P-25, No. 310, June 30, 1965. Projections are the middle series.
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CHART 6
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B. INCOME AND POVERTY

The economic position of elderly persons is, in general, at a con-
siderably lower level and is much less secure than that of the
younger population. Only a minority manage to maintain relative-
ly high incomes throughout their later years. Lower incomes in the
elderly population are associated with factors over which elderly
persons themselves have little control: Their sex and race, the
health and survival of their spouses, and their own health and abil-
ity to continue to work at acceptable wages. There is a strong pat-
tern of declining income associated with advancing age. Older
people who work full time tend to have incomes similar to younger
persons of the same race and sex. For many elderly who do not
work, social security payments are vital. The paragraphs which
follow discuss more specifically the factors which affect the income
levels of elderly persons, the most important sources of income,
and poverty levels.8

. Age, race, and sex are significant factors in income level. Income
tends to increase with age until about 55, when significant num-
bers of people begin to retire and a steady decline in income level
begins (chart 7). For example, the median income in 1981 of men

8Current data are from the March 1982 Current Population Survey and refer to money
income in 1981 for the noninstitutionalized population only.
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CHART 7

MEDIAN INCOME OF PERSONS 235 YEARS AND OVER BY SEX AND mAGE: 1931
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July 1982, Figures based upon income of all persons age 65 and over, whether or
not they are part of the labor force. Income of females would be comparatively
higher if only those part of the labor force were counted.

aged 60 to 64 years was about three-fourths that of men 15 years
younger (315,000 versus $21,000) but almost double that of men
aged 65 and over ($8,200). The pattern for women is much the
same, although the decline begins at age 50 and is at much lower
levels. Elderly women had a median income in 1981 of $4,800, com-
pared with about $7,000 for women aged 25 to 64 years. Three-
fourths of the elderly had incomes below $10,000 compared with
about 42 percent of those aged 25 to 64 years. About a fourth of the
younger group had incomes greater than $20,000 but only about 7
percent of the elderly were so wealthy. Incomes greater than
$50,000 were received by not quite 1 percent of the elderly (219,000
out of the 25 million elderly with income), about half of whom were
65 to 69 years old (chart 8).

While the income levels of most elderly persons are low in an ab-
solute sense, as well as in comparison to the younger adult popula-
tion, inflation did not affect the elderly population as much as the
younger population. Real median incomes of the elderly remained
about constant from 1980 to 1981, a reflection in part of the index-
ing of many sources of retirement income to the Consumer Price -
Index. For the younger population, on the other hand, median



13

CHART 8

INCOME DISTRIBUTION OF PERSONS 25 to 64 YEARS AND 65 AND OVER
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income dropped a few percent from the 1980 level. In 1972, a major
“catchup” increase was enacted in social security benefits and as a
result the median incomes of the elderly grew at about double the
rate of those for younger -people over the past decade. Using con-
stant dollars, the median income of elderly persons has more than
doubled since 1951 (table 4, chart 9).

TABLE 4.—MEDIAN INCOME (IN CONSTANT 1981 DOLLARS) OF PERSONS 65 YEARS AND OVER:

1951-81

Male

Female

Year
In current dollars  In 1981 dollars

tn current dollars

In 1981 dollars

1981 $8,173 $8,173
1976 5293 8,456
1971 3,449 1,745
1966 2,162 6,059
1961 1,758 5,345
1956 1,421 4,755
1951 1,008 3,529

© $4,787
2,816
1,706
1,085
854

738

536

$4,787
4,483
3831
3,041
2,59
2,470
1817

Source: U.S. Dept. of Commerce. Bureau of the Census. Current Population Report Series P60 for indicated years, 1981 constant doliars

computed.
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CHART 9

MEDIAN INCOME IN CONSTANT 1981 DOLLARS FOR MALES AND FEMALES 65
YEARS AND OVER FOR SELECTED YEARS
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Within the elderly population, income differences between men
and women, and between whites and blacks, are striking. The
income level of women, for all age groups, is much less than that of
men of the same race. White men tend to have the highest median
incomes and black women the lowest. In 1981, elderly white men
had median incomes of about $8,600; white women, $4,900; black
men, $4,900; and black women, $3,500 (chart 10). Four out of five
elderly black women had incomes in 1981 less than $5,000 com-
pared with about half of white women and black men and a fifth of
white men. Contrary to the popular notion of the older rich widow,
‘the statistics show that such women are a very small proportion of
the: elderly: Out of 24 million older white women, only 86,000 had
incomes greater than $50,000, and not all of these were widows. As
already indicated, the high income elderly population is relatively
small but white males are by far the most likely to be in this
group. Almost 9 percent of elderly white males had incomes great-
er than $30,000 in 1981 compared with 1 percent for white females
and two-tenths of 1 percent for black males and black females.
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CHART 10

! MEDIAN ANNUAL INCOMES OF PERSORS 55 YEARS AND OVER; BY AGE,

RACE, AND SEX: 1981
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Comparisons of income between elderly persons living alone and
those living as part of a family or as part of multiperson house-
holds show that those living alone receive much less income. Some
of the per-person difference is undoubtedly due to the fact that
those not part of a family are older, and income usually declines
with age. But much of the difference is due to the loss of a spouse
and the alteration of stable and supporting living arrangements,
and the loss of income from work.

In 1981, there were 9.4 million families maintained by a person
65 years old or over. The median income of elderly families for that
year was $14,335 (chart 11), which was much lower than that of
younger families. But elderly families tend to be smaller than
younger families, and when family size is taken into account, the
median income of the elderly family was about 90 percent of that
of all families in 1981. The relative position of elderly families has
improved considerably since 1970 when they had a median income
adjusted for family size of about 77 percent of that of all families.
Much of this improvement is due to the 1972 one-time 20-percent
increase and the cost-of-living increases in social security benefits
which began in 1975.
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CHART 11
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Even when family size is considered, there are a substantial
number of elderly families with incomes at the lowest economic
levels as compared with younger families. In 1981, of families
maintained by an elderly person, 3 out of 10 had incomes less than
$10,000, 5 had incomes between $10,000 and $25,000, and 2 had in-
comes greater than $25,000.

The difference in the income level of black families and white
families was considerable. The income of elderly black families in
1981 was about 44 percent of that of elderly white families when
adjusted for average family size. The relative differences were even
greater when the family was maintained by a woman with no hus-
band present.

While elderly married couples had economic resources approach-
ing those of their sons and daughters, the picture is much different
for the divorced, widowed, and others not living in families (chart
12).

There were 8.1 million elderly “unrelated individuals” in 1981,
most of whom lived alone and some of whom lived with persons
other than their relatives. Elderly unrelated individuals had a 1981
median income of $5,771, which was less than two-thirds that of
unrelated individuals of all ages, a relative position that was also
true in 1950. The median income of those who lived alone was
$5,134. Single women were the most likely to have the lowest in-
comes and to be poor. A fourth of elderly unrelated individuals had
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CHART 12

MEDIAN ANNUAL INCOMES
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incomes less than $4,000, another quarter had incomes between
$4,000 and $6,000, and still another fourth had incomes between
$6,000 and $10,000. The remaining quarter had incomes greater
than $10,000, with 6 percent having incomes greater than $20,000.
For unrelated individuals under age 65, about 70 percent had in-
comes greater than $10,000.

1. Sources oF INCOME

Social security benefits are the single largest source of money
income for the elderly and the single source on which the largest
proportion is most dependent. Social security benefits reach 91.2
percent of the elderly population and, for over half, the benefits
comprise over half of their income. For some, social security is vital:
A fifth of the total elderly population and two-fifths of blacks living
alone received virtually all (90 percent or more) of their income from
social security.
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While social security accounted for 87 percent of the total money
income of elderly persons in 1981, earnings accounted for 25 per-
cent, property income (mainly rents, dividends, and interest) for 23
percent, and private and public pensions for 13 percent (chart 13).
A recent study by the Social Security Administration showed that
one of the most significant changes in the source of income for the
elderly since the 1960’s was a decline in the importance of earnings
and increased reliance on retirement income from social security,
public and private pensions, and assets.® Social security income
also increases in relative importance as a person ages.

CHART 13

SOURCE OF MONEY INCOME IN 1981
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SOURCE: Bureau of the Census, Current Population Survey, March, 1982, unpublished

Earnings, property income, and pensions are less universal than
is social security and are of varying s1g1}1ﬁcance_:. For example,
most of the elderly who reported property income in 1978 1.'ece1ved
less than $1,000 from that source, and most receiving pensions got
less than $2,000. While private pensions are now more likely to be

°U.S. t. of Health and Human Services. Social Security Administration. Melinda Upp,
Relz}gii ?rfl%orfanceeif V:rious Income Sources of the Aged, 1980. Social Security Bulletin, v.

46; No. 1, January 1983. pp. 9-10.
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received than in the past, in 1981 only 2 percent of the elderly
relied on pensions for at least half of their total income.

Earnings make the greatest difference in the economic position
of older persons. Those who are year-round full-time workers have
incomes close to those of younger people until the age of 70, when
the median income dropped from $19,000 to $16,000. In 1981, there
were about 8.9 million persons 55 to 64 years old who worked full
time and year round (41 percent of the total), about 800,000 (10 per-
cent) who were 65 to 69 years old, and about 400,000 (2 percent)
who were 70 years and over. The likelihood of continuing to work
after one becomes eligible for retirement is related to the ability to
make more from work than from social security or pension bene-
fits: Half of the elderly who worked year round and full time had
incomes between $10,000 and $30,000. It is also likely that the
health of those with higher earnings is good, which allows them to
make a choice about working.

2. PovErTyY: CaAsH INCOME

For the first time in their lives, many persons face poverty as
they age, particularly after retirement. One out of seven elderly
persons (15.3 percent or 3.9 million) lived in poverty in 1981, the
same proportion as in 1975. This figure does not represent a statis-
tically significant year-to-year difference from last year’s 15.7 per-
cent rate. This rate is a significant change, however, from 1970,
when one out of four elderly persons lived in poverty, and from
1959, when more than a third had incomes below the poverty level
(table 5).

Poverty rates are highest among the aged, women, minorities,
those who live alone, and for those who are not married, do not
work, depend exclusively on social security benefits, and live in
small towns and rural areas.

TABLE 5.—PERCENT OF PERSONS 65 AND OVER IN POVERTY: 1959-81

1959 1970 1980 1981

Persons under 65 years 209 113 127 139
Persons 65 years and over 35.2 24.6 15.7 153
In families 26.9 14.8 8.5 8.4
Householder 29.1 16.5 9.1 9.0
Male 29.1 159 8.2 8.0
Femate 28.8 201 15.2 16.0
Other family members 246 13.0 278 16
Unrelated individuals 61.9 47.2 30.6 29.8
Male 59.0 389 244 235
Female 63.3 498 323 314
White 331 22.6 136 131
Black 62.5 7.7 381 390
Hispanic (1) (1) 308 25.7
Metropolitan 26.9 20.0 12.9 12.6
Nonmetropolitan 470 315 20.5 1.9

1 Not available.

2(Qther family members in families with married couples only; the 1980 figure for other family members without married couples was 6.7
percent.

Source: US. Dept. of Commerce. Bureau of the Census. Current Population Reports. Series P-60, No. 134, and unpublished data.
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In 1981, there were 17.3 million households and their poverty
rate was approximately 18 percent; if the ‘“near poor”’ (money in-
comes below 125 percent of the poverty level) are included, the pov-
erty rate for this population was closer to 30 percent.

Poverty rates increase sharply with age, partly because of the
substantial reductions in income as a result of retirement and
partly because of the likelihood of major expenditures for health
care. The poverty rate for those aged 60 and 61 years was about 10
percent in 1981 but jumped to nearly 18 percent for those aged 72
years and over.10

Poverty is also disproportionately high among women and blacks.
Elderly white men had a poverty rate of 8.5 percent in 1981, but
elderly white women were twice as likely as their male counter-
parts to be in poverty, black men four times as likely, and black
women five times as likely (chart 14).

CHART 14

POVERTY RATE IN 1981
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Poverty rates tend to be lower for those who are married than
for those who are widowed, single, divorced, or separgted. For ex-
ample, a fourth of older black women who are married are poor,
but half of the widows are poor. Those who are not married gener-
ally live alone and 29 percent of those who lived alone also lived in
poverty compared with 8 percent of those who lived in families. Of

107.S. Dept. of Commerce. Bureau of the Census. Money Income and Poverty Status of Fami-
lies and Persons in the United States: 1981, Current Population Reports. Series P-60, No. 134,
July 1982, table 15. p. 22.
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all poor people 60 years and over, over half lived alone. This was
especially true of women 60 years and over: About two-thirds of
poor white women lived alone as did over half of poor black
women. Black women living alone had the highest poverty rates,
twice as high as those of white women living alone (chart 15).

CHART 15

POVERTY RATE IN 1981
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Of all poor persons 60 years and over, just over half lived in met-
ropolitan areas and the remainder lived in small towns and rural
areas (nonmetropolitan). The poverty rate in 1981 for those who
lived in metropolitan areas was 11.5 percent. But for those who
lived in the small towns outside of metropolitan areas and in rural
areas, the poverty rate was 18.6 percent, and for aged black women
in those areas, it was over 60 percent.

The incidence of poverty is closely associated with the type of
income a person has. The lowest poverty rates were reported for
older persons who had wage and salary income (4 percent), while
over 30 percent of those who had only social security income were
poor in 1981.

Of the 5 million persons 55 years old and over who were poor in
1981, less than 500,000 worked and only about a fourth of those
worked full time and year round. Those who worked all year had
poverty rates about half the rate of those who worked part of the
year and about a fourth of those who did not work at all during the
year. Of those poor who worked only part of the year, over one-
quarter said they did not work a full year because they were ill or
disabled, and about one in seven said they could not find work. Of
those poor who did not work at all during the year, a third said

14-887 0 - 83 - 3
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they could not work because they were ill or disabled and 40 per-
cent said they were retired.

Although over one in seven elderly persons had an income below
the poverty level in 1981, only about one in nine received cash
income from public assistance. For one-third of such recipients (or
1 in 27 persons over 65), public assistance provided more than half
of their income.!?

Poverty levels vary widely by State, as do the relative poverty
levels for the elderly as compared with the younger population.

According to the 1980 census, the poverty rates for the elderly in
most States in 1979 were slightly higher than the poverty rate for
all persons. The exceptions included New York, Arizona, Califor-
nia, and Florida. In the latter three “Sun Belt” States, the lower
poverty rates for persons 65 years old and over may be related to
the presence of substantial numbers of relatively well-to-do retirees
who have migrated from other States. The highest 1979 poverty
rates for the aged were found in Mississippi (34.3 percent), Ala-
bama (28.4 percent), and Arkansas (28.2); the States with the lowest
rates were California, Connecticut, and Wisconsin (8.3, 8.8, and 9.6
percent, respectively).

3. PoveErTY: NONCASH BENEFITS

In-kind public transfers in the form of food (food stamps), hous-
ing (publicly owned or subsidized rental housing), and medical care
(medicare and medicaid), have expanded markedly in the last
decade. The current Government definition of poverty, however, is
based on money income only and does not include the value of in-
kind transfers as income. If the value of in-kind food, housing, and
medical care transfers received by the low-income elderly popula-
tion were regarded as money income, the poverty rate would
change.

A recent study determined that the various methods used to
value in-kind benefits resulted in a large range of poverty rates de-
pending on the methodology used and the type of benefits includ-
ed.!2 Estimating the value of noncash benefits is difficult and con-
troversial. Considering money income only, the poverty rate for el-
derly persons in 1979 was 14.7 percent. Using market values, if
food and housing benefits were included, the poverty rate would
have been reduced—but only to 12.9 percent. Adding the market
value of medical benefits, including institutional care, reduced the
poverty rate significantly but there is serious disagreement over

11 U.S. Dept. of Health and Human Services. Social Security Administration. Office of Policy.
Office of Research and Statistics. Income and Resources of the Aged, 1978, Social Security Publi-
cation, No. 13-11727, October 1981.

12 J S. Dept. of Commerce. Bureau of the Census. Technical Paper No. 50, Alternative Meth-
ods for Valuing Selected In-Kind Transfer Benefits and Measuring Their Effect on Poverty.
Wahington, U.S. Govt. Print. Off., 1982.
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the inclusion of medical care—especially institutional care—for de-
termining poverty status. Except for medicare, most of the noncash
benefits received by elderly households were means-tested; i.e.,
income criteria determined eligibility. Of the 1.1 million elderly
households that received food stamps in 1981, 86 percent had in-
comes below 125 percent of the poverty level and received food
stamps with a mean face value of less than $500 annually. About
949,000 (5 percent) elderly households lived in Government-subsi-
dized housing. About 2.5 million (14 percent) elderly households re-
ceived medicaid benefits, and, in 16.8 million elderly households,
medicare covered at least one person. Elderly households made up
approximately one out of six households receiving food stamps,
about a third of the households in public or otherwise-subsidized
housing, and 30 percent of those who received medicaid.?3

The persistence of relatively high rates of poverty among the el-
derly despite the enormous sums devoted in the Federal budget for
elderly program recipients ($197 billion in fiscal year 1982) pre-
sents a paradox. Basically, there are three explanations for this
seeming paradox.

First, a large portion of elderly persons with incomes below the
poverty line do not participate in the means-tested programs de-
signed to assist them. In fact, nearly half (49 percent) of elderly
households in the poverty category received neither cash nor in-
kind assistance from means-tested programs.

Second, of the approximately $200 billion spent for the elderly,
the overwhelming portion is committed to social insurance pro-
grams (chart 16). These certainly aid many low-income elderly per-
sons, but they are not, by definition, programs targeted at the pov-
erty population. Instead, the social insurance programs are earned
entitlements which make benefits available to all those who qualify
on the basis of age and other factors. An analysis of fiscal year
1982 Federal budget expenditures reveals that 92 percent of the
total spent on elderly persons was allocated to retirement and
health insurance programs that are largely self-funded through
lifetime contributions from individuals and employers. Less than
$16 billion, or 2.1 percent of the entire budget, was spent to assist
low-income elderly persons through cash or in-kind means-tested
programs.

The third reason that elderly poverty persists despite the current
level of Federal spending is that the principal means-tested pro-
grams, such as supplemental security income, pay maximum bene-
fits which are below the poverty level.

13 1.8, Dept. of Commerce. Bureau of the Census. Characteristics of Households Receiving Se-
lected Noncash Benefits: 1981 (Advance Data from the March 1982 Current Population Survey),
Current Population Report. Series P-60, No. 135. Washington, U.S. Govt. Print. Off., 1982, tables
B,C,and L.
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CHART 16

FEDERAL QUTLAYS BENEFITING THE ELDERLY : FISCAL YEAR 1982

3% OTHER
2% HOUSING

10% DTHER RETIRE 22% MEDICARE

2% VETS. RETIRE
. 1% 851

3% MEDICAID

57% S0C SECURITY

SOURCE: Executive Dffice of the President, Office of Management
and Budget

NOTE: Other includes outlays for the Administration on Aging-HHS, the
Older American Volunteer Programs (ACTION), the National Institute on
Aging-HHS, the Senior Community Service Employment Program-Labor, the
White House Conference on Aging-HHS, Food Stamps-USDA, Social Services
Title XX-HHS, Energy Assistance-HHS, and other miscellaneous.

C. HEALTH STATUS

Contrary to stereotype, the older population as a whole is health-
ier than is commonly assumed. In 1981, eight of ten elderly persons
described their own health as good or excellent compared with
others of their own age; only 8 percent said their health was com-
parably poor.!* About 40 percent of the elderly population reported
that, for health reasons, a major activity had been limited (com-
pared with about 20 percent of the population 45 to 64 years) but
54 percent reported no limitations of any kind in their activities.!®
Not until age 85 and over do about half of the population report
being limited or unable to carry on a major activity because of a
chronic illness.!®

Good health is associated with higher incomes. Forty percent of
those with incomes over $25,000 described their health as excellent

14 U.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics. 1980 Health Interview Survey, publication forthcoming.

15 U.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics. B. Bloom, Current Estimates from the National Health Interview Survey,
United States, 1981, Vital and Health Statistics. Series 10, No. 141, DHHS Publication No.
(PHS) 83-1569. Washington, U.S. Govt. Print. Off., October 1982. table 14, p. 24.

16 U.S. Dept. of Health and Human Services. Federal Council on Aging. The Need for Lon,
Term Care: Information and Issues. DHHS Publication No. (OHDS) 81-20704. Washington, U.S.
Govt. Print. Off,, pp. 27-29.
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compared with others of their own age, but less than a quarter of
those with low income (less than $7,000) reported excellent
health.1? :

Persons 65 years and over have about twice as many days of re-
stricted activity due to illness as the general population (almost 40
days versus 19 in 1981). But those elderly who worked do not expe-
rience a marked difference in the number of lost work days—about
4 or 5 days a year on the average for both the younger and older
working population.18

The very old do have more need for assistance than the younger-
old. For instance, in 1978, less than 1 percent of the noninstitu-
tional population 65 to 84 years needed help in eating while about
4 percent of the population 85 and over did; about 7 percent of the
very old needed help toileting versus less than 2 percent of the
younger-old; 11 percent of the 85 and over group needed help dress-
ing, and 18 percent needed help bathing, while the figures were
about 3 and 4 percent respectively for the 65- to 84-year-old group.
Based on these functional measures, more than 80 percent of the
noninstitutionalized very old were able to take care of their own
daily needs.1?

The rural elderly are the most likely to have chronic health con-
ditions that limit their activities, especially in the South, where in
the 1973-74 period, 53 percent reported a chronic problem as com-
pared with 43 percent of metropolitan elderly and 48 percent of all
nonmetropolitan elderly. Duration of illness is higher for the non-
metropolitan elderly who reported 39 days per person per year of
restricted activity (52 days in the nonmetropolitan South) as com-
pared with 34 days in metropolitan areas. Thus, the nonmetropoli-
tan elderly, because of the incidence and duration of chronic condi-
tions, are more likely to require assistance, even though it is less
available to them, than their healthier counterparts in metropoli-
tan areas.

Despite relatively stable overall health status over the past 15
years, health expenditures by elderly persons continues to climb
faster than increases in either income or the overall inflation rate.

Health care expenditures not covered by medicare now equal an
average of 19.9 percent of all yearly income for those 65 and over.
Even with the assistance of Federal health insurance programs, el-
derly persons are now paying an average of 29 percent of their
total annual health bills out-of-pocket, a greater proportion than
they were before the enactment of medicare and medicaid.2°

1. MorBIDITY TRENDS

The pattern of chronic morbidity has changed in the past 80
years. Whereas acute conditions were predominant at the turn of
the century, chronic conditions are now the most prevalent health

17 U.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics, publication forthcoming, Ibid.

187J.S. Dept. of Health and Human Services. Public Health Service. National Center for Health
Statistics. Current estimates from the National Health Interview Survey, United States, 1981,
Ibid., table 12, p. 22.

19 1J.S. Dept. of Health and Human Services. Federal Council on Aging. Ibid., pp. 27-29.

20 J.S. Congress. Senate. Health Care Expenditures for the Elderly: How Much Protection
Does Medicare Provide, 97th Cong., 2d Sess., Prepared by the Staff of the Senate Special Com-
mittee on Aging. Washington, U.S. Govt. Print. O‘g“., Apri] 1972
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problem for elderly persons. There has also been a change in the
pattern of illness within one’s lifetime. That is, as people age, acute
conditions become less frequent and chronic ones more prevalent.
The likelihood of having a chronic illness or disabling condition in-
creases dramatically with age. Over 80 percent of persons 65 and
over have at least one chronic condition and multiple conditions
are commonplace in the elderly. .

Even though there has been significant improvement in death
rates, measures from the Health Interview Surveys from 1965 (the
first year of the survey) through 1979 do not show any major im-
provements in the health status of the elderly. In the early part of
this century, infectious and parasitic diseases were the major
causes of illness among the elderly. Now, however, the major
causes are chronic diseases, accidents (especially traffic accidents),
and stress-related conditions.2! The leading chronic conditions
causing limitation of activity for the elderly in 1979 were arthritis
and rheumatism, heart conditions, hypertension without heart in-
volvement, impairments of the lower extremities and hips, and im-
pairments of the back or spine. The first two conditions accounted
for half of the total in 1979.22 Stress-related conditions include hy-
pertension, attempted suicides, drug dependency, and so forth. The
principal diagnoses made by doctors for the elderly in the 1980-81
period were hypertension, diabetes, chronic ischemic heart disease,
cataracts, and osteoarthritis.23

The diseases which affect elderly men predominate as causes of
death while those which affect elderly women predominate as
causes of illness. The health situation of elderly blacks is generally
poorer than that of elderly whites. For example, hypertension was
more prevalent among blacks 65 to 74 years old (45 percent) than
whites (33 percent) in the 1971-75 period.24

2. MEpIcAL CARE

With a greater prevalence of chronic conditions than the popula-
tion at large, older persons utilize medical personnel and facilities
somewhat more frequently than do younger people. Persons 65 and
over average six doctor visits for every five made by the general
population. The elderly are hospitalized approximately twice as
often as the younger population, stay twice as long, and use twice
as many prescription drugs.

Since 1965, the year medicare was enacted, elderly persons have
increased their use of short-stay hospitals by more than 50 percent
versus an 11 percent increase for the total population. The hospital

21Omran, Abdel R. Epidemiological Transition in the United States: The Health Factor in
Population Change. Population Bulletin, v. 32, No. 2, May 1977. Washington, Population Refer-
ence Bureau, Inc.

22(J S, Dept. of Health and Human Services, Public Health Service. National Center for Sta-
tistics. Limitations of Activity Due to Chronic Conditions, United States, 1974. Vital and Health
Statistics. Series 10, No. 111, June 1977.

23U.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics, unpublished.

24U.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics. Limitations of Activity Due to Chronic Conditions. Ibid.
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discharge rate for the very old is over 75 percent higher than that
for the 65- to 74-year-old group. The average hospital stay for per-
sons under age 65 was about 6 days compared with almost 12 days
for the 85-year-and-over group.25

3. MENTAL HEALTH

A destructive age-related stereotype is that senility is inevitable
in old age and that it is the rare aged individual who is not in
some state of mental deterioration. In fact, the term “senility” has
been used generally to describe any number of symptoms and dis-
eases, many of which are treatable. Estimates for the 1976-79
period indicate that from 15 to 25 percent of the elderly in the com-
munity may have significant symptoms of mental illness. It is esti-
mated that for about 10 percent, these symptoms may be due to de-
pression and for 5 to 6 percent, to senile dementia. Among nursing
home residents, about 56 percent suffer a chronic mental condition
or form of senility. Even though the elderly apparently suffer sig-
nificant mental health problems, many of which could be treated,
the older population uses mental health services at only about half
the rate of the general population—7 versus 16 admissions per
1,000.2¢ One trend has been the shift of older persons out of the
mental health system and into nursing homes. From 1969 to 1973,
the number of nursing home residents with diagnosed mental
health problems doubled to a total of 194,000.27

4. INSTITUTIONALIZATION

Only about 5 percent of the elderly population live in nursing
homes. In 1982, an estimated 1.3 million elderly persons resided in
nursing homes. An estimated 1.5 percent (232,000) of those aged 65
to 74 years old were in a nursing home as compared with about 6
percent (527,000) of those aged 75 to 84 years, and only about 23
percent (657,000) of those 85 and over (table 6). The rate of nursing
home use by the elderly has almost doubled since the introduction
of medicare and medicaid in 1966, from 2.5 to 5 percent of the over-
65 population. Almost three-fourths of nursing home residents are
without a spouse as compared with just over 40 percent of the
noninstitutionalized elderly. Such statistics, along with those which
show that nursing home residents tend to have health problems
which significantly restrict their ability to care for themselves, sug-
gest that the absence of a spouse or other family member who can
provide informal support for health and maintenance requirements
is the most critical factor in the institutionalization of an older
person. It is likely that the nursing home population will continue
to grow rapidly, partly because of the rapid growth in the size of
the very old population, and partly because of the increasing gap in
life expectancy between husbands and wives.28

251J.S. Dept. of Health and Human Services. Federal Council on Aging. Ibid., pp. 39-41.
26 Jbid., pp. 32-33, 39.

27 Tbid., pp. 46-47.

28 Ibid., pp. 42-43.
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TABLE 6.—POPULATION 65 YEARS AND OVER IN NURSING HOMES BY AGE

[Numbers in thousands)

Age 1963 1973 1977 1982
65 years and over 448 961 1,126 1,316
65 to 74 93 159 211 232
75 to 84 207 394 465 527
85 years and over 148 408 450 557

1Based on 1982 estimate and proportion of the population for each age group in nursing homes in 1977: 65+ years, 0.049; 65 to 74 years,
0.0144; 75 to 84 years, 0.064; 85+ years, 0.2259.

Source: The data for 1963, 1970-74, and 1977 are from the U.S. Dept. of Health and Human Services. Public Heafth Service. National Center
for Health Statistics. Nursing Home Residents: Utilization, Health Status, and Care Received. 1977 National Nursing Home Survey, Vital and Health
Statistics. Series 13, No. 51, HHS Pub. No. (PHS) 81-1712. Washington, U.S. Gowt. Print. Off.

5. MORTALITY

In the United States, three out of four elderly persons die from
heart disease, cancer, or stroke (table 7). Heart disease was the
major cause of death in 1950, and remains so today even though
there have been rapid declines in death rates from heart diseases
since 1968, especially among females. Death rates from cancer have
continued to rise since 1900, especially deaths caused by lung
cancer. Cancer accounted for about a fourth of all deaths for those
aged 65 to T4 years, a little less than a fifth of the deaths for the
75- to 84-year-old group, and about 10 percent for the very old.2°®
Even if cancer were eliminated as a cause of death, the average
lifespan would be extended by only 2 to 3 years (table 8) and more
would then die from heart disease. Eliminating deaths due to
major cardiovascular-renal diseases would add an average of 11.4
years to life at age 65, and would lead to a sharp increase in the
proportion of older persons in the total population.?® The third
leading cause of death among the elderly, stroke, has been a de-
creasing factor since 1968.

TABLE 7.—DEATH RATES AND PERCENT OF TOTAL DEATHS FOR THE 15 LEADING CAUSES OF DEATH:
UNITED STATES, 1979

[Rates per 100,000 population]

Rank t Cause of death (Ninth Revision International Classification of Diseases, 1975) Rate tl’:&c%rég{)r:s
All causes 869.5 100.0
1 Diseases of heart 3331 38.3
2 Malignant neoplasms, including neoplasms of lymphatic and hematopoietic tissues...............c.... 183.3 211
3 Cerebrovascular diseases 77.0 89
4 Accidents and adverse effects 478 5.5
Motor vehicle accidents 243
Al other accidents and adverse effects 23.5
5 Chronic obstructive pulmonary diseases and allied conditions 227
6 Pneumonia and influenza 20.5
7 Diabetes mellitus 15.1
8 Chronic liver disease and cirhosis 135

29 U.S. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics. Health: United States, 1981. pp. 17-19.

30US. Dept. of Health and Human Services. Public Health Service. National Center for
Health Statistics. U.S. Life Tables by Cause of Death: 1969-1971, U.S. Decennial Life Tables for
1969-1971, v. 1, No. 5, 1976.
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TABLE 7.—DEATH RATES AND PERCENT OF TOTAL DEATHS FOR THE 15 LEADING CAUSES OF DEATH:
UNITED STATES, 1979—Continued

[Rates per 100,000 population]

Rank ? Cause of death (Ninth Revision International Classification of Diseases, 1975) Rate tmﬁg&
9 Atherosclerosis 131 15
10 Svicide 124 14
11 Certain conditions originating in the perinatal period 107 12
12 Homicide and legal intervention 102 1.2
13 Nephritis, nephrotic syndrome, and nephrosis 11 8
14 Congenital anomalies 6.1 J
15 Septicemia 36 4

............ All other causes 933 107

' Rank based on number of deaths.
30&}ugr§;: US. Dept. of Health and Human Services. Public Heaith Service. National Center for Health Statistics, v. 31, No. 6, Supplement, Sept.

TABLE 8. —GAIN IN EXPECTATION OF LIFE AT BIRTH DUE TO ELIMINATION OF SPECIFIED CAUSES OF
DEATH: UNITED STATES: 1959-61, 1969-71, 1978

Total population White male White female
Cause of death
1959-61  1969-71 1978 1959-61 1969-71 1978 1959-61 1969-71 1978
1. Tuberculosis, all forms...................... 0.10 0.04 0.02 0.10 0.03 0.02 0.05 0.02 0.01
2. Infective and parasitic diseases ........ 22 A7 17 20 13 14 14 A2 14

3. Malignant neoplasms of digestive
organs and peritoneum...
4. Malignant neoplasms of
system 32 50 73 A9 69 92 11 22 43

.86 60 N 63 .55 .63 68 62 72

5. Malignant neoplasms .... 2.2 247 309 212 231 285 243 251 312
6. Diabetes mellitus ..... 22 24 22 15 715 27 28 .25
7. Diseases of the heart 5.89 586 7.01 6.51 6.14 6.49 5.04 517 6.94
8. Cerebrovascular diseases.....................oocoooccenen.. .86 136 142
9. Arterioscleross.... . 18 . . 09 172
10. Influenza and pne R 53 47 39 46 41 40 .39
11. Bronchitis, ~ emphysema,  and

asthma 20 .26 10 10
12. Diseases of the respiratory system.................... 83 . .86 61 0
13. Peptic ulcer . 09 06 04 11 .06 04 .03
14. Cirrhosis of liver 19 28 27 22 30 20 18

07 06 s 05 05 s 05 .05
29 25 37 30 .25 .36 30 25
82 49 112 82 M 80 66 .37
95 0 65 18 93 9 30 41 39
19. All other accidents.... 62 63 .56 I J6 69 35 33
20. Suicide........ . 22 26 .30 3l 34 42 12 18 18
21, HOMICIde........ecrveeerrecrerrrrerereerners 13 23 26 09 16 .22 04 06 .09

Source: Prithwis Das Gupta. Cause of Death Analysis of the 1978 Mortality Data by Age, Sex, and Race. Jan. 15, 1981, unpublished.

15. Nephritis and nephrosis
16. Congenital anomalies
17. Certain diseases of early infancy
18. Motor vehicle accidents

The factors which have led to reductions in mortality may or
may not also lead to reductions in morbidity. If we continue to live
only to about age 85 such changes could produce a healthier older
population, but if we survive in future years, on average, beyond
the age of 85, they could also mean a delay in the onset of illness
without an actual shortening of the period of illness.3!

31 Health: United States, 1981. Ibid., pp. 20-23.



30
D. SOCIAL AND OTHER CHARACTERISTICS

1. GEOGRAPHIC DISTRIBUTION

In 1981, as was true a decade earlier, almost two-thirds of the el-
derly population lived in metropolitan areas (standard metropoli-
tan statistical areas); of that group, just over half lived outside the
central city, a reversal from 1970, when more lived inside the cen-
tral city. Elderly persons are less likely to live in the suburbs than
are persons under age 65 (34 versus 41 percent). Of the elderly pop-
ulation living in nonmetropolitan areas, three out of four lived in
counties that did not have towns as large as 25,000. The white,
black, and Hispanic elderly are all more likely to live in metropoli-
tan areas than in nonmetropolitan areas. White elders are more
likely to be suburban dwellers, whereas black and Hispanic elders
are more concentrated in the central cities. A decreasing propor-
tion of persons 65 and over lived in farm areas, 3 percent in 1980
compared with almost 4.5 percent in 1970.

Even though most elderly live in metropolitan areas, they consti-
tute about 10 percent of the metropolitan population compared to
about 12 percent of the nonmetropolitan population. About 45 per-
cent of the Nation’s nonmetropolitan elderly live in the South
while the Northeast and West combined have only about 25 per-
cent. Growth of the elderly population in small towns and rural
areas has been about 2.5 percent annually in recent years, a some-
what higher growth rate than that for the total older population.32

Counties with a high percentage of elderly are distributed all
across the country. (For more complete data, see the special appen-
dix listing county data in part II of “Developments in Aging.”)
There are now over 500 rural and small town counties in which
persons 65 and over make up at least one-sixth of the total popula-
tion; in 178 counties the elderly make up over one-fifth of the total
population (see map 1 in the back of this volume). Over half of
these counties, especially in the Nation’s heartland, are agricultur-
al areas where the older population has stayed on while the youn-
ger generation has moved out. Heavy outmigration of the young
plus relatively low fertility in some areas contributed to a high pro-
portion of elderly in counties in Iowa, Kansas, Missouri, Nebraska,
South Dakota, Arkansas, Maine, Massachusetts, Rhode Island, and
Pennsylvania. The remainder of the counties with an exceptionally
high proportion of elderly are retirement areas to which the older
population have relocated, such as those in Florida, the Ozark Pla-
teau, and the Texas Hill Country. The number of areas attracting
in-migratirn from retirees has expanded considerably since the
1950’s and now extends beyond the Sun belt (see map 2 in the
back of this volume).

In 1980, there were seven States with more than 1 million per-
sons 65 years and over: California (2.4 million), New York (2.2 mil-
lion), Florida (1.7 million), Pennsylvania (1.5 million), Texas (1.4
million), Illinois (1.3 million), and Ohio (1.2 million). With the inclu-
sion of Michigan, almost half of the total elderly population of the

32 U.S. Congress. Senate. Special Committee on Aging. Calvin L. Beale, Rural Older Ameri-
gor:’st gr}artlsggfred Questions. Hearing, 97th Cong., 2d Sess. May 19, 1982. Washington, u.s.
. Print. Off.
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United States is accounted for in these eight States. Alaska had the
smallest number of elderly persons—only 11,500—less than 3 per-
cent of its total population. Florida is the State with the largest
proportion of over 65’s in the population—17.3 percent. Arkansas,
Rhode Island, Iowa, Missouri, South Dakota, Nebraska, and Kansas
followed with 13 to 14 percent. Most States had at least a 50-per-
cent increase in the number of persons 85 and over in the last
decade while Arizona, Florida, and Nevada more than doubled the
size of their very old population.

TABLE 9.—NUMBER AND PERCENT OF EACH STATE'S TOTAL POPULATION AGED 65 AND OVER, 1980
CENSUS COUNT (APR. 1)

[Numbers in thousands}

All ages 65 plus Percent
State increase

Number Rank Number Rank Percent Rank 1970-80
Alabama 3,890 22 440 19 113 2% 358
Alaska 400 51 12 51 29 51 714
Arizona 2,718 29 307 28 113 25 90.7
Arkansas 2,286 33 312 21 137 2 316
California 23,669 1 2415 1 102 kL] 348
Colorado 2,889 28 247 33 8.6 46 321
Connecticut 3,108 25 365 26 117 18 26.7
Delaware 595 48 59 48 10.0 36 341
District of Columbia.................oocorenn R 638 47 74 46 116 20 57
Florida 9,740 7 1,685 3 17.3 1 711
Georgia 5,464 13 517 16 9.5 41 416
Hawaii 965 39 76 45 19 49 727
idaho 944 4] 94 41 99 37 403
Wlinois 11,418 5 1,261 6 11.0 29 158
Indiana 5,490 12 585 13 10.7 31 189
lowa 2913 2 387 2 133 4 109
Kansas 2,363 2 306 29 13.0 8 15.5
Kentucky 3,661 23 410 21 11.2 27 220
Louisiana 4204 . 19 404 22 9.6 39 32.5
Maine 1,125 38 141 36 12.5 1 2.7
Maryland 4,216 18 396 23 9.4 42 329
Massachusetts 57137 1 127 10 127 10 148
Michigan 9,258 8 912 8 98 38 21.8
Minnesota 4,077 21 480 18 11.8 17 179
Mississippi 2,521 3l 289 31 115 21 30.8
Missouri 4917 18 648 11 13.2 5 16.1
Montana 787 44 85 43 107 2 25.0
Nebraska 1,570 35 206 35 131 7 126
Nevada 799 43 66 47 8.2 47 1130
New Hampshire............oococcoccrvveneerssesssosnns 921 42 103 40 1.2 28 32.1
New Jersey 7,364 9 860 9 117 19 239
New Mexico 1,300 37 116 38 8.9 45 65.7
New York 17,557 2 2,161 2 123 13 10.8
North Carofina 5,874 10 602 12 10.2 35 4.1
North Dakota 653 46 80 44 123 14 21.2
Ohio 10,797 6 1,169 7 108 30 17.7
Oldahoma 3,025 26 376 25 124 12 258
Oregon 2,633 30 303 30 11.5 22 #1
Pennsylvania 11,867 4 1,531 4 129 9 20.8
Rhode Island 947 40 127 kY 134 3 221
South Carolina 3,119 24 287 kY] 9.2 M 51.1
South Dakota 690 45 91 42 13.2 6 138
Tennessee. 4,591 7 518 15 113 26 356
Texas 14,228 3 1,31 5 9.6 40 388
Utah 1,461 36 108 39 1.5 50 414

Vermont 511 49 58 19 114 3 234
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TABLE 9.—NUMBER AND PERCENT OF EACH STATE'S TOTAL POPULATION AGED 65 AND OVER, 1980
CENSUS COUNT (APR. 1)—Continued

{Numbers in thousands}

All ages 65 plus Percent
State increase
Number Rank Number Rank Percent Rank 1970-80

Virginia 5346 14 506 17 94 43 387

Washington 4,130 20 431 20 10.4 33 317
West Virginia ©1,950 kKl 238 34 12.2 15 22.7
Wisconsin 4,705 16 564 14 120 16 19.7
Wyoming 471 50 38 50 80 48 66.7

The traditional notion of Florida as the State with the greatest
concentration of elderly persons is borne out by the statistics. The
three large metropolitan areas in 1980 with the greatest proportion
of elderly in the United States were all in Florida—more than one-
fifth of the population of the Fort Lauderdale-Hollywood and
Tampa-St. Petersburg metropolitan areas were elderly. In the
Miami area, one in six persons was elderly. These three metropoli-
tan areas also had the largest proportions 75 and over (7 to 8 per-
cent), and over 85 (1.3 to 1.7 percent), although these proportions
were not much above the national average. The smallest propor-
tion of metropolitan elderly were in Houston, Tex., with less than 7
percent elderly. Only the New York metropolitan area had over 1
million elderly residents.

2. RESIDENTIAL MOBILITY

Most older persons remain in the same place where they spent
most of their adult lives. With increasing age, people move less
often. The older population who moved from one house to another
did so at about half the rate of the population of all ages. Between
1975 and 1980, about one-fourth of the population 55 to 64 years old
moved, and about one-fifth of the entire elderly population moved,
compared with 45 percent of the population age 5 and over.

While about 9 percent of the population age 5 and over relocated
to a different State, only a little over 4 percent of the elderly popu-
lation did so. Estimates of net migration for 1970-80 indicate move-
ment of elderly persons away from the Middle Atlantic States and
the East North Central States (e.g., New York, Illinois, Michigan,
Ohio) and into retirement areas, rural areas, and small towns in
the South and West, especially Florida, Texas, Arizona, California,
and Nevada. Of the population 65 and over who lived in the West
in 1980, about 7 percent were new residents since 1975, and 6 per-
cent of the elderly in the South were new since 1975, as compared
with 2 percent in the Northeast and North Central States who
were migrants.
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Most movement of the older population from 1975 to 1980 was
within the same metropolitan area and usually did not involve a
major relocation. For example, those who had lived in the central
city tended to move someplace else within the central city, while
those who had lived in the suburbs tended to move someplace else
within the suburban area. Only about one-half percent of elderly
movers moved from a suburban area to the central city. From 1975
to 1980, a net average of 45,000 elderly persons moved to rural
areas and small towns each year. Persons aged 55 to 74 years old
were almost three times as likely to move from a metropolitan to a
nonmetropolitan area as the reverse; but for persons 75 and over,
migration streams in each direction were equally likely. A variety
of factors—medical care, decreased physical mobility, the onset of
widowhood, and the wish to be near family—may explain this shift
for those over 75. About 5 percent of the total older population
moved from one nonmetropolitan county to another.

Of those who are 65 years and over, unmarried persons are more
likely to move than are married persons, those in the labor force
are less likely to move than those not working, the better educated
are more likely to move, and the majority of elderly families re-
ceiving assistance income tend not to move. Further, many older
persons who move to nonmetropolitan areas are motivated by posi-
tive images of rural or small town life or negative views of metro-
politan life. Most have preexisting ties to the new area, such as
family, friends, or property.33

3. MARITAL STATUS AND LIVING ARRANGEMENTS

Patterns of living arrangements and marital status differ sharply
between elderly men and women. Five-sixths of the men live in a
family setting and more than three out of four are married and
living with their wives. Almost three-fifths of the women live in
families but only two-fifths are married and living with their hus-
bands. Elderly women are more likely to be widowed than married,
and a substantial proportion live alone. Half of elderly women are
widowed compared with only one out of eight elderly men. Nearly
70 percent of women 75 years and over are widowed compared with
a fifth of aged men (chart 19). These differences are due both to the
higher age-specific death rates of adult men and to the fact that
men tend to marry younger women. Elderly widowed men have re-
marriage rates which are about seven times higher than those of
women.3¢ The “average’” widow who has not remarried is 65 years
old, has been widowed for 6 years, and can expect to live an addi-
tional 24 years as a widow. .

33 Thid.

34 J.S. Dept. of Commerce. Bureau of the Census. Jacob S. Siegel. Demographic Aspects of
Aging and the Older Population in the United States. Series P-23, No. 59. Washington, U.s.
Govt. Print. Off. pp. 45, 47, 1982. -
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CHART 17

WIDOWHOGOD OF PERSONS 535 AMD OVER BY RACE AND SEX
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In 1982, 4 percent of elderly men and 6 percent of elderly women
had never married, and 3 and 4 percent respectively were divorced,
an increase since the 1960’s.

Elderly white males had the highest probability of being mar-
ried, elderly black females the least. Yet, once married, black fe-
males were most likely to be widowed, white males the least. Black
persons were much more likely to be either single, separated, or di-
vorced than were white persons.

Of the over 7 million elderly persons living alone in 1982 (about
30 percent of the elderly population), most were women. Two-fifths
of elderly women lived alone as compared with one out of seven el-
derly men. Of those 75 years and over, half of the women and
about a fifth of the men lived alone.

4. EDUCATIONAL ATTAINMENT

Although educational attainment of the elderly population is
well below that of the younger population, the gap in median
school years completed has narrowed somewhat over the last 30
years and is expected to nearly close in the next 10 years. Even
today, the proportion of the population aged 55 to 64 years which
has completed high school is nearly equal that of the younger pop-
ulation (table 10).

In 1979, the percentage of the population 65 years and over
which had graduated from high school was about three-fifths as
great as in the entire population 25 years and over. Two-fifths of
the elderly population were high school graduates as compared
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TABLE 10.—YEARS OF SCHOOL COMPLETED BY PERSONS 55 YEARS OLD AND OVER, AGE, RACE,
AND SEX: MARCH 1979

or : i I Median schoo!
A, s, sx TR e ot
All races:
Both sexes:
25 plus 18.2 67.7 16.4 128
55 to 59 20.8 63.7 118 124
60 to 64 21.6 55.5 10.1 12.2
65 to 69 358 46.1 94 1Lt
70 to 74 ) 418 413 85 10.3
75 plus 543 331 15 8.8
Male: .
25 plus 186 684 204 126
55 to 69 223 629 16.0 124
60 to 64 ; 293 54.7 121 121
65 to 69 383 40 10.2 107
70 to 74 45.6 376 9.1 9.8
75 plus 51.2 314 9.2 8.7
Female:
25 plus 179 67.1 129 124
55 to 59 194 64.5 8.0 123
60 to 64 26.0 56.2 83 122
65 fo 69 337 478 8.8 11§
70 to 74 39.1 4.0 8.1 10.7
75 plus 52.6 340 6.5 89
White:
Both sexes: .
25 plus 16.7 69.7 17.2 125
55 to 59 181 67.0 126 124
60 to 64 248 584 105 12.2
65 to 69 330 489 99 11.8
70 to 74 : 39.0 436 9.2 10.7
75 plus 52.3 348 8.1 8.9
Black:
Both sexes:
25 plus 294 49.4 19 119
55 10 59 417 31.0 44 9.4
60 to 64 56.0 338 6.1 10.1
65 to 69 59.5 19.5 33 8.2
10t 74 711 17.8 24 10
75 plus 76.7 133 14 6.4

Source: U.S. Dept. of Commerce. Bureau of the Census. Educational Attainment in the United States: March 1979 and 1978, Current Population
Reports. Series P-20, No. 356. Washington, U.S. Govt. Print. Off., 1980 table 2.

with two-thirds of the population 25 years and over. Nearly a fifth
of older white Americans and half of older black Americans never
went beyond elementary school. About a third of whites between
the ages of 60 and 74, and half over the age of 75 never attended
high school; among elderly blacks the respective percentages were
about 60 and 75. A third of elderly whites completed high school
while only about one in six elderly blacks reached that level.

In terms of higher education, 9 percent of elderly whites attend-
ed 4 or more years of college as compared witlr about 2.5 percent of
elderly blacks. The gap in educational attainment between age
groups is expected to narrow significantly over the next 10 years,
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partly because of the educational opportunities that became availa-
ble after World War II and partly because of our history of immi-
gration. Today’s elderly population has a much higher proportion
of foreign-born than does the younger population. The elderly for-
eign-born have a higher rate of illiteracy and lower educational at-
tainment than the native population.

5. LABOR FORCE PARTICIPATION

The labor force participation of elderly men has dropped rapidly
over the last 30 years (chart 20). In 1950, almost half of all elderly
men were in the labor force; by 1960, only a third were working or
looking for work; by 1970, only a fourth; and by 1981, less than a
fifth (18.4 percent—1.9 million) (table 11). The decreases are due in
part to an increase in voluntary early retirement and a drop in
self-employment. The decrease in male labor force participation ex-
tends even to men in their fifties. In 1960, over 88 percent of males
in the 55- to 59-year-old group were in the labor force; by 1981, it
‘had declined to just over 80 percent. In 1960, 77 percent of men
aged 60 to 64 worked, but by 1981, less than 60 percent did. At age
* 70 and over, in 1960, one out of four men worked, but by 1981 the
proportion had dropped to one out of eight.
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TABLE 18
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TABLE 11.—LABOR FORCE PARTICIPATION AND UNEMPLOYMENT RATES BY AGE AND SEX:
NOVEMBER 1982

[tn thousands]

55 to 64 years old 65 or more years old
Total Male Female Total Male Female
Seasonally adjusted: .
Civilian labor force 12,168 7,234 4,935 3,011 1,838 1,174
Labor force participation rate (percent) ................. 55.4 70.7 42.1 11.8 17.6 17
Number unemployed 724 470 254 142 97 46
Unemployment rate (Percent) .......c.ooconenericruveeens 6.0 65 - &l 47 5.3 3.9
Number employed 11,444 6,763 4,681 2,869 1,741 1,128
Not seasonally adjusted:

Number employed 11,481 6,777 4,704 2,920 1,767 1,153
Employed part time:

FOr eCONOMIC TR3S0NS .........ovcovvevmesmersessssienens 652 339 312 181 100 82

As a matter of ChOICe...........emeerercererrcennees 1,445 345 1,099 1,392 754 638
Employed full time 9,385 6,093 3,292 1,347 913 4,333
Number unemployed 670 397 273 131 87 44
Duration of unemployment:

Less than 5 WEEKS .........c.cvcerereeeercnsercvnserenns 204 123 80 59 38 21

5 to 14 weeks 158 87 n 21 10 11

1580 26 WEEKS...........ovvremeeenrenenccrenereenensecsrcs 143 87 56 25 23 2

27 or more WeeksS ................ 166 99 66 26 16 10
Average (mean) duration (in weeks) 20.9 21.6 199 15.6 169 131
Median duration (in Weeks) .........cenveecereeeeorcnccnrenns 129 13.0 12.8 .14 8.1 11

. 1The U.S. tabor force includes workers who are emplo¥ed and actively seeking employment. The participation rate is the percentage of individuals
in a given group (e.g., age group) who are in the labor force.

Source: U.S. Department of Labor. Bureau of Labor Statistics. Current Population Survey.

Labor force participation of elderly women, on the other hand,
has varied little. In 1950, about 10 percent of elderly women
worked, and by 1981, the percentage had dropped only to 8 percent
(1.2 million). For women over the age of 70, labor force participa-
tion dropped from 6 percent to just under 5 percent from 1950 to
1981. But women between the ages of 55 and 64 have increasingly
joined the work force: In 1950, only 27 percent of these women
worked, but by 1981 the proportion had risen to 41 percent.

Historically, among older black women, labor force participation
has been distinguished by much higher rates than those for white
women. Over the last 30 years, however, the rates have converged
so rapidly that, by 1981, only a few percentage points separated the
two groups. The extent of labor force participation for older black
males is somewhat lower today than the rate for older white men,
and it has fallen more rapidly. : : :

Among the 3.1 million elderly workers, over half were in white-
collar occupations. Sex and race were important determinants of
the occupations of the ‘employed elderly. Three-fifths of elderly
white women workers were in white-collar professions and about
two-thirds of black women workers were service workers, predomi-
nantly in private households. About one-half of elderly white male
workers were in white-collar and one-quarter in blue-collar work.
Over a third of elderly black males were blue-collar workers with
nearly a fourth in white-collar jobs and another quarter in service
jobs. Farm occupations were more common among the oldest men;
nearly a fifth of black and a sixth of white working males 70 and
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over were farmworkers, compared with less than 4 percent for all
males 25 years and over.

6. PArRT-TIME EMPLOYMENT

Part-time work is an increasingly important type of employment
for the elderly. In 1981, of the elderly who were at work in nonagri-
cultural industries, 48 percent of the men and 60 percent of the
women were on part-time schedules as compared with 30 percent of
the men and 43 percent of the women in 1960 (table 12). Most who
are on part-time schedules report that it is their choice to work
part time rather than being forced to work part time for economic
reasons.35 Over the last decade, elderly men have made up 5 to 6
percent of all persons on voluntary part-time work schedules, and
elderly women have made up about 4 percent, as compared with
women 18 to 64 years old who have made up about 50 to 60 percent
of such workers.3¢

TABLE 12.—PERSONS 45 YEARS AND OVER AT WORK IN NONAGRICULTURE INDUSTRIES ON PART-
TIME SCHEDULES BY SEX AND AGE: ANNUAL AVERAGES FOR 1960, 1970, AND 1981

[Numbers in thousands]

Number ] Percent
Sex and age i " Lt On part-
e O g e R
1981:
Males:
L5 T 14,476 13,675 801 100 945 5.5
L 1,395 729 666 100 523 4.7
Females:
L5 T 10,101 7,532 2,569 100 14.6 254
65 PIUS .o ermnsenanennens 983 397 586 100 40.4 59.6
1970
Males:
510 64 14,915 14,302 613 100 959 4.1
B PIUS eoorrcrieneer e rrrses 1,536 946 590 100 61.6 384
Females:
4590 64 9,306 7,151 2,155 100 76.8 23.2
65 PIUS .corrreeeee e 921 473 448 100 514 48.6
1960:
“Males:
4580 6. 12,815 12,088 127 100 943 5.7
65 PIUS oo 1,494 1,040 454 100 69.6 304
Females:
45 10 64.... 7,059 5,499 1,560 100 779 22.1
65 plus 784 446 338 100 56.9 431

Source: US. Dept. of Labor. Bureau of Labor Statistics. Employment and Earnings, for fanuary 1982, January 1971, and January 1961.

7. UNEMPLOYMENT

The unemployment rate for the elderly in 1982 (4.7 percent) was
about half that of the population 16 years and over. Unemploy-
ment among older workers (55 and over) at the close of 1982 (6 per-
cent) was the highest since the Government began measuring job-

35 U.S. Dept. of Labor. Bureau of Labor Statistics. Employment and Earnings for January
1961, 1971, and 1982.
36 Employment and Training Report of the President, 1981. Table A-25, p. 158.
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lessness after World War II. More than 770,000 Americans 55 and
over were out of work. This figure increases to 1.1 million if dis-
couraged workers who have stopped looking actively for work are
included.37

Older workers, once they lose their jobs, stay unemployed longer
than younger workers, earn less in a subsequent job than younger
workers, and are more likely to give up looking for another job fol-
lowing a layoff. Persons 55 and over are out of work on the average
nearly 20 weeks before being reemployed. That is 23 percent longer
than the 15.5 weeks between jobs, on the average, for all unem-
ployed Americans. Likewise, the older worker who successfully
finds another job will, on the average, earn $1,500 less than he or
she got earlier.38 Finally, older workers are more than twice as
likely as others to give up searching for a new job. There are about
334,000 discouraged workers 55 years and older who are no longer
counted as unemployed because they’ve stopped looking for work.3?

8. Housing

Housing, while an asset for most older people, represents a seri-
ous problem for others. In 1379, three out of four of the households
maintained by an elderly person were owner-occupied; nearly half
were owned free and clear. Two-thirds of all homes owned free and
clear are maintained by an elderly person.

Homeownership is most often related to intact families, yet over
a third (38 percent) of owner-occupied households were inhabited
by older men and women living alone or with nonrelatives. Only
one-third of renter-occupied units were maintained by elderly per-
sons in families; the other two-thirds were maintained mostly by
elderly men and women living alone.

9. VoTING BEHAVIOR

There are direct relationships between voter participation rates
and the demographic and socioeconomic characteristics of the elec-
torate. In the November 1980 election, one-third (30.7 million) of
those who reported voting were 55 years or older. Of all age groups,
voters age 55 to 64 had the highest participation rate (71 percent);
with the 65- to T4-year-old group the next highest (69 percent).
Voting participation is lower among the aged—58 percent of those
75 and over voted. These figures compare favorably to the
rate of voter participation (569.2 percent in 1980) for the total popu-
lation 25 and over.4°

Overall, among the elderly, white men were the most likely to
vote, followed by white women, then black men and black women.
Among the elderly who were registered to vote but did not, two-
fifths attributed the cause to illness. About a fifth of all registered
voters did not vote because of lack of interest or lack of preference
for either candidate, but the elderly mentioned these reasons only

37.8. Dept. of Labor. Bureau of Labor Statistics, unpublished data, November 1982.

38 Mincer, J., and H. Ofek. Interrupted Work Careers: Depreciation and Restoration of Human
Capital, Journal of Human Resources, vol. 17, Winter 1982. pp. 1-24.

3¢ U.S. Dept. of Labor. Bureau of Labor Statistics, unpublished data, November 1982.

40 U S. Dept. of Commerce. Bureau of the Census. Current Population Reports, Series P-20,
No. 370, Voting and Registration in the Election of November 1980. U.S. Govt. Print. Off,
Washington, 1982.
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about half as often. Higher education levels, employment, white-
collar occupations, higher income, homeownership, and duration of
residence in the community were all characteristics associated with
. high voter participation.

E. SUMMARY

The older population is growing faster than the rest of the popu-
lation and will be an increasing proportion of the U.S. population
over the next 50 years. But the implications of this fact for Ameri-
can society and Government are not clear without greater differen-
tiation of the trends. Older Americans are not now and will never
be a homogenous group subject to sweeping generalizations. Im-
provements in income and longevity, for example, that have taken
place over the last two decades have made the earlier years of re-
tirement much better today than in 1960. But the situation is quite
different for the very old population. This group has both a lower
average income and a much greater need for health services and
living assistance than do younger age groups. Similarly, widows
living alone and most minority elderly face very different and more
difficult situations today than do married, white elderly couples.

While America, as is also true for the rest of the world, is today
an aging society, the rate of change will be an uneven one. Essen-
tially, we will enjoy a period for the next 30 years when there will
be sustained but undramatic growth in the elderly population. But
then, in 2010, there will come a remarkable surge in the numbers
of older persons as the post-war baby boom matures. In less than
30 years, an aging society will be upon us, whether we have pre-
pared for it or not. If we anticipate and plan for this momentous
social event now, individuals and families can still adjust their own
expectations and plan for their futures. The foreseeably great mag-
nitude of these events challenges our capacity to adapt public
policy far enough in advance to be successful and sets the overall
context for the decisions made today regarding the aged and aging
in America.



Chapter 2

ECONOMIC PERFORMANCE, FEDERAL BUDGET,
AND TAX POLICY

A. U.S. ECONOMIC PERFORMANCE DURING 19821

The U.S. economy underwent severe strains during 1982. As was
the case throughout most of 1981, the statistical readings on eco-
nomic activity continued to fall on the decidedly negative side of
the ledger. The Nation’s gross national product (GNP), after adjust-
ment for inflation, actually declined by 1.8 percent in 1982,

The year began with cautious optimism that the combined effects
of the scheduled July 1 personal income tax cut together with
lower rates of inflation, would help spur a consumer-led recovery
in economic activity beginning in the second half of the year. In-
stead, as the year progressed, major obstacles developed. They in-
cluded a Federal budget in disarray, an erratic monetary policy di-
rected at further curbing the rate of inflation, and an overvalued
dollar that virtually brought to a halt the growth of U.S. exports.

The successful fight against ‘“‘public enemy No. 1”"—inflation—
produced a litany of negatives during 1982, and, in particular, the
already high rate of unemployment increased sharply from 8.5 per-
cent of the labor force in January to 10.8 percent during Novem-
ber. The increase in November to 10.8 percent marked the eighth
consecutive month that the unemployment rate equaled or set a
postwar record. Meanwhile, initial claims for unemployment insur-
ance soared, reaching a peak of 703,000 during September.

By most measures, the unemployment situation during this re-
cession is worse than that of any of the prior downturns of the
postwar era. Not only are more workers unemployed (11.9 million
during November), those unemployed have, on average, been dis-
placed for a longer period. During November, a postwar high of
37.5 percent of the unemployed were without jobs for 15 weeks or
more. Clearly, 1982 was the year in which unemployment re-
emerged replacing inflation as “public enemy No. 1.”

The pattern of economic distress, initially concentrated in the in-
terest-sensitive automobile, housing, and steel sectors, remained
fairly widespread. Domestic auto sales registered 4.6 million units
during June, the worst performance since December 1959, and 25
percent below the 6-million-unit pace for the first 5 months of 1982.

Housing and steel industry activity were not noticeably better.
During May, the number of housing starts rose above 1 million
units for the first time in 9 months, and steel production declined

! This section on economic performance was prepared by Everson W. Hull of the Congression-
al Research Service, based on information available in mid-January 1983.

42)
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steadily, reaching 55.2 percent of its 1967 level during the month of
October. Although these industries received most of the attention
during 1982, there were other durable-goods-producing industries
that were also severely affected. These include fabricated metal
products, electrical and nonelectrical machinery, and lumber and
wood products. Each of these sectors registered significant declines
in production with corresponding job losses.

What are the main factors that account for the economy’s pro-
tracted decline and its poor performance during 1982? The answer
appears to lie in a dichotomous policy mix calling for a restrictive
monetary policy directed at bringing epidemic inflation to a halt;
and a loose fiscal policy directed at stimulating savings and invest-
ment and also aimed at reversing inflation-induced losses in dispos-
able puchasing power.

Beginning in October 1979, the Federal Reserve Board successful-
ly engineered a reversal in inflationary trends and then a decelera-
tion in monetary growth that was of sharper magnitude and of
longer duration than that of any comparable period during the
past two decades. The decline in the rate of inflation has been im-
pressive—and dramatic—occurring over a relatively short time-
span. Over a 2-year interval, the inflation rate as measured by the
Consumer Price Index for urban consumers fell from a cyclical
peak of 17.2 percent in the first quarter of 1980 to an average
annual rate of 6.1 percent in 1982.

TABLE 1.—CONSUMER PRICE INDEX FOR ALL URBAN CONSUMERS

[Percent change from previous year]

1981 1982

All items 104 6.1
Food and beverages 18 41
Housing 115 1.2
Apparel and upkeep 48 2.6
Transportation 121 41
Medical care 10.8 11.6
Entertainment 1.8 6.5

Special indexes:

Energy 135 15
All items less food 109 6.6
All items less mortgage interest 9.1 59
All items less medical care 103 59
All items less energy 10.0 6.7
All items less food and energy 104 74
Experimental index: X-1, all items 95 6.1

Source: U.S. Department of Labor, Bureau of Labor Statistics.

However, the unavoidable, adverse effects of decelerating money
growth on economic output were exacerbated by the instability
along the deceleration path. The spasmodic behavior of monetary
growth helped create uncertainty in financial markets that led to a
continuation of expectations of high inflation and, in turn, high
nominal rates of interest. The combined effects of reduced avail-
ability of money and credit, together with the increased level of un-
certainty in financial markets, helped keep interest rates high (at
least through June 1982), causing a reduced level of aggregate
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demand in the economy, a reduced level of production, and a con-
comitant surge in unemployment.

The immediate effects of the sharp drop in the rate of inflation
have been a mixed blessing. In general, the status of economic
agents improve when lower rates of inflation raise real purchasing
power. But, over and above the predictable employment and output
losses, there may be other temporary ill-effects. For example, prod-
uct price reductions exceeding those of key inputs to the production
process may, for a time, combine with a drop in business sales ac-
tivity, to severely reduce the cash flow of corporations, contributing
to a rise in the number of business failures.

That same cash squeeze which precipitated a large number of
business failures also encouraged the continuation of a surge in
business loan demand, helping to keep short-term interest rates
high despite the drop in inflation and the slack economic condi-
tions. Evidence of the strength of business loan activity is reflected
in the demand for commercial and industrial loans at large com-
mercial banks, which increased at an annual rate of 17.5 percent
for the year ending June 23, 1982. With the Federal Reserve's re-
strictive monetary policy causing a reduction in the availability of
money and credit, and with a strong private demand for loanable
funds, interest rates, during the first half of the year, displayed a
considerable amount of downward rigidity.

Meanwhile, the economy’s protracted decline brought sizable
Federal revenue losses as the number of unemployed workers in-
creased and as the level of recession-induced expenditures surged.
As a consequence, a typical rise in the Federal deficit occurred to
cushion the slide of the economy. For the calendar year 1982, Data
Resources, Inc., estimates the Federal Government’s deficit at
$145.9 billion. Although this deficit is high in absolute terms, it
represents only 4.8 percent of nominal GNP, and is roughly in line
with the deficit’s share of GNP during 1975, another year of consid-
erable economic slack. But, even after adjustment for the deficit-
increasing effects of recession, there were also policy actions that
contributed to the widening deficit. The implementation of the first
and second phases of the personal income tax reductions embodied
in the 1981 Economic Recovery Tax Act, together with a surge in
defense spending that outpaced a reduction in the growth of nonde-
fense spending, were major contributing factors.

Even though a considerable portion of the tax cut was offset by
increases in social security taxes and by increases in taxes at the
State and local government level, there was a public outcry against
the growing size of projected Federal Government deficits. These
public concerns led the administration to propose—and the Con-
gress to approve—a $98-billion tax hike under the Tax Equity and
Fiscal Responsibility Act of 1982. These fiscal actions, the social se-
curity tax hike, and the State and local government tax hikes, all
helped to reduce the cash flow of households, wiping out a sizable
portion of the stimulus to the economy necessary to offset the re-
strictive effects of monetary policy.

During 1982, the Economic Recovery Tax Act did achieve at least
one important objective. The personal income tax cut and the sav-
ings incentives had the intended effect of raising the rate of sav-
ings.in the economy. The GNP accounts measure of household sav-
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ings as a percentage of disposable income increased significantly in
the month of implementation of the first two phases of the tax cut,
and tapered off gradually in the immediate months following. The
savings rate for the full year ending October 1982 was 6.9 percent
compared to 6.1 percent during the previous 12-month period. De-
spite that positive development, this increase in savings placed a
drag on the economy in the short run, causing a reduced rate of
consumer spending.

The tax cut initiatives, which did little to provide spontaneous
growth in consumer spending during 1982, did even less for reviv-
ing investment activity. The key determinants of investment
spending did not provide a favorable climate for expansion. The
rate of capacity utilization sank below its previous postwar trough
(69 percent, recorded in the 1975 recession) to 67.3 percent during
December. Also, real long-term rates of interest remained high de-
spite some easing from 1981 levels. Moreover, real after-tax corpo-
rate profits, another key determinant of investment spending, fell
28.5 percent from $150.9 billion in 1981 to $117.4 billion in 1982.
Still another important determinant of investment decisions, real
final sales, fell by 0.8 percentage points. The combined effect of
those weak incentives produced a 4.4-percent drop in real business
fixed investment.

Despite the large number of negatives during 1982, there were a
few bright spots. Perhaps the most important of those was the Fed-
eral Reserve’s success in accomplishing its objective of reversing in-
flationary trends in the economy. It now appears clear that the 16-
year trend, during which inflation accelerated unabated through
economic expansions as well as contractions, has now been inter-
rupted. For the first time in seven postwar recessions, inflation will
advance from a lower base than that associated with the preceding
recession. ,

A few encouraging developments provide reasons for optimism
about the outlook for inflation:

(a) The core rate of inflation as measured by Data Resources,
Inc,, i.e., the trend in labor and capital costs, which was nearly
zero during the mid-1960’s, rose fairly steadily to a peak of 9.3
percent in 1980. During 1982, the core rate of inflation slowed
to 7.8 percent.

(b) The cost of labor—a key component of the core inflation
rate—has shown marked deceleration in its rate of.increase.
Average hourly earnings, which increased at an annual rate of
8.7 percent between 1978 and 1981, slowed to 5.6 percent for
the year ending November 1982.

(c) The Consumer Price Index for food and beverages, which
increased at an average annual rate of 10.5 percent during the
period 1977 to 1981, showed a dramatic reduction in its rise to
4.1 percent during 1982.

(d) The Consumer Price Index for energy which rose at an
average annual rate of 22.4 percent during the period 1974 to
1981 increased at a rate of only 1.5 percent for the year ending
November 1982.

Many analysts argue that the economy paid too high a price in
achieving these gains. A case can be made that unemployment
would have advanced at a slower rate if disinflation were not ac-
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complished at such a rapid rate. Whatever the merits of this argu-
ment, it is generally agreed that changes in inflation, broadly de-
fined, can only be influenced by changes in aggregate demand and/
or aggregate supply. From an economic welfare standpoint, an in-
crease in aggregate supply (a supply-side impulse) would be the eco-
nomic and painless way of achieving disinflation. The productivity
performance of the U.S. economy in recent years suggests that the
decline in inflation was not achieved in response to a change in ag-
gregate supply induced by a revolution in technical progress. It
seems instead that the decline in inflation was accomplished by
way of the painful approach—through a reduction in aggregate
demand, in direct response to discretionary action taken by the Na-
tion’s central bank.

The adverse effects on employment and output stemming from a
single contractionary policy, directed at reducing inflation through
changes in aggregate demand, are virtually unavoidable. Whether
that policy initiative has its source in a contractionary monetary or
fiscal policy, the effects of growing unemployment are the same, al-
though the mechanisms through which the growth occurs may be
quite different.

With the rise in unemployment and with the subsiding of infla-
tionary pressures, the Federal Reserve Board, acting in a some-
what more pragmatic manner, began pursuing a more accommoda-
tive role. The Federal Reserve Board has stated that the phasing
out of all savers certificates, together with continuing leakages of
investment to money market mutual funds would, temporarily,
complicate the interpretation of the monetary statistics. As a
result, less attention would be paid to the behavior of basic money
stock (M-1) relative to the performance of the economy.

In this more accommodating environment, the money stock has
increased sharply, growing at an annual rate of 16.2 percent for
the 13-week period ending December 29, compared to a rate of only
8.7 percent for the 52-week period ending on the same date. At the
same time, interest rates fell sharply. On July 20, the Federal Re-
serve lowered the discount rate from 12 to 11.5 percent, the first
change in this rate since early December 1981. This turn was an
essential ingredient to the progress of the financial markets. The
91-day U.S. Treasury bill rate fell from 11.71 percent on July 16 to
7.93 percent on December 10. Also, the long-term, AAA high-grade
corporate. bond rate fell from 14.65 to 11.78 percent during this
same period. The decline in short-term interest rates has been asso-
ciated with a sharp drop in business loan demand. Commercial and
industrial loans have fallen at an annual rate of 6.6 percent for the
13-week period ending December 29, 1982, compared with an in-
crease of 11.7 percent for the previous 52-week period ending on
the same date.

These positive developments have spurred a record volume of
business activity in the stock market, and also have helped to im-
prove the prospects for recovery, particularly in the housing and
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automobile industries. Sales of new single-family homes have
strengthened, rising 12 percent in November to 1,428 million units,
their highest level in 2 years; however, the data for December indi-
cate a decline to 1.06 million units. Additional signs of recovery can
be found in the late 1982 auto sales performance. In direct response
to discounts in interest rate financing, domestic new car sales aver-
aged 6.5 million units during November and December, up from 5.5
million units in October. Evidence of a broader based recovery is
also reflected in the index of leading economic indicators, which
rose 0.8 percent in November, the seventh rise in the last 8
months. Although the peak in unemployment may still lie ahead,
the number of average weekly new claims for unemployment insur-
ance ‘has fallen steadily on a monthly average basis for the 3-
month period ending in December.

Also reinforcing the prospects for recovery is the improved li-
quidity of consumers. Installment debt outstanding as a percent of
disposable personal income fell fairly steadily to 15.1 percent in
November, well below the 18.1-percent share of late 1979. Consum-
ers have benefited from gains in household financial net worth
emanating from record high stock prices. These price advances
have a positive influence on economic activity through their effects
on wealth and consumer spending.

While the prospects for a consumer-led recovery appear to be
good, the outlook for a quick recovery in investment spending is
less certain. The 1982 Tax Equity and Fiscal Responsibility Act re-
pealed a number of important incentives offered for investment in
machinery and equipment under the Economic Recovery Tax Act
of 1981. With utilization rates of labor and capital resources at
their lowest level since World War II, recent productivity gains
have been remarkably strong for this stage of the business cycle.
The 4.2-percent gain in productivity during the third quarter was
the largest recorded during a recession. This sizable cyclical ad-
vance in productivity may well combine with lower interest and in-
flation rates to help spur an advance in real corporate earnings
producing a more favorable environment for capital formation.

In conclusion, the year 1982 was one in which the U.S. economy
continued to pay a high price in terms of output and employment,
while reversing the inflationary trends of the last 16 years. Consid-
erable progress was made in reducing inflation and interest rates—
important elements of a sustained and long-term growth. The stage
has also been set for sharply lower growth in Government spending
and taxation, as well as for a revival in savings, investment, and
productivity. But there are also difficulties ahead: Prospects for
record high Federal budget deficits; indications of a return to an
overly expansionary monetary policy;-and social security financing
problems are all concerns that have to be addressed in the near
term. Successful resolution of these difficulties would offer an im-
proved chance that the next cyclical upswing in the economy would
not be characterized by double-digit inflation and interest rates,
which can prematurely halt any expansion in economic activity.
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ECONOMIC PROFILE OF 1982
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B. THE FEDERAL BUDGET AND OLDER AMERICANS

Debate over the Federal budget, and, in particular, debate over
the appropriate remedies for dealing with burgeoning Federal
budget deficits, dominated congressional activity during most of
1982. Indeed, Members of Congress are increasingly voicing con-
cern that the budget process is itself so demanding and time-con-
suming that it prevents the Congress from giving adequate legisla-
tive consideration to other worthy pieces of legislation on the con-
gressional agenda.

The individual chapters in this annual report document the spe-
cific budgetary changes that were made in 1982, and their effect on
programs serving elderly persons. Rather than attempt to detail
each budgetary decision, this section will outline the general con-
tours of aggregate Federal expenditures relating to the elderly.

It is worth recalling, however, that the year 1982 marked a
period during which the administration put forward a series of
budget recommendations for cuts in domestic spending, which the
Congress softened—and in many cases rejected outright—in an
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effort to alleviate the hardship such proposals would have imposed
on the elderly.? :

The size of program expenditures for the elderly and their rank
within the Federal budget is a measure of the priority placed upon
the welfare of older Americans by the Congress. According to cur-
rent estimates made by the Office of Management and Budget, be-
tween 25 and 30 percent of the total Federal budget is now spent
on programs directly helping the elderly.

Frequently, estimates about the share of the budget devoted to
the elderly vary because of the methodological problems of measur-
ing how much of a given program directly affects elderly persons.
For example, there are four major programs that specifically bene-
fit older Americans: Social security old-age and survivors insur-
ance, medicare, supplemental security income, and the programs
administered by the Administration on Aging. Numerous other
Federal programs benefit elderly persons in a substantial way, e.g.,
medicaid, disability insurance, veterans’ benefits, civil service and
military retirement, food stamps, and low-income energy assist-
ance. There are varying ways to measure the degree to which the
elderly participate in such programs—depending, for example,
whether the elderly are defined as those age 55, 60, or 65 and older,
whether benefits to dependents and young survivors of elderly are
included, and whether the cash equivalent value of services or in-
kind benefits like medical care are included, based upon a particu-
lar economic model. Clearly, the conclusions drawn by any such
analysis simply reflect the methodology employed.

Table 2, prepared by the Office of Management and Budget, lists
the programs and program expenditures which can be identified as
benefiting persons age 65 and older.

TABLE 2.—FEDERAL OUTLAYS BENEFITING THE ELDERLY 1

[Dollars in miflions]
1982 1983 1984
actual estimate estimate
Medicare—HHS $42,633  $48,520  $54,992
Medicaid—HHS 6,044 6,696 7,199
QOther Federal health—miscellaneous 2,990 3411 3,507
Health subtotal 51,667 98,627 65,698
Social security—HHS 111,589 122,243 129,639
Supplemental security income—HHS 2,686 23085 22747
Veterans compensation and pensions—VA 3,901 4133 4,328
Other retired, disabled, and survivors benefits—miscellaneous 19,969 21,135 22,816
Retirement and disability subtotal 138,145 151,206 159,529

2 U.S. Congress. Senate. Special Committee on Aging. Congressional Action on the Fiscal Year
1983 Budget: What It Means for Older Americans. An Information Paper Prepared by the Staff
of the Special Committee on Aging. 97th Cong., 2d Sess., November 1982. Washington, U.S.
Govt. Print. Off,, 1982. Also see Demkovich, Linda E.: Reagan’s Policies Strike the Hardest at
the Poorest of America’s Elderly. National Journal, v. 15, Jan. 8, 1983, pp. 68-72.
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TABLE 2.—FEDERAL QUTLAYS BENEFITING THE ELDERLY *—Continued

[Dollars in millions]

1982 1983 1984
actual estimate estimate

Administration on Aging—HHS/USDA 626 3663 3 896
Older American volunteer programs—ACTION 86 87 88
National Institute on Aging—HHS 89 89 9
Senior community Service employment program—Labor 4 269 278 211
White House Conference on Aging—HHS 3 1 0
Subsidized housing (section 8 and public)—HUD 3,272 3,932 4,269
FMHA housing—USDA 35 41 47
Elderly housing loans (section 202) 5 752 758 768
Food stamps—USDA 675 730 659
Nutrition/Puerto Rico & 0 50 50
Social services title XX—HHS 308 309 300
Energy assistance—HHS 280 314 222
Other—Miscellaneous . 1,091 1,394 1,146

QOther subtotal 7,486 8,646 8,751

Total dedicated elderly resources 197,298 218479 233979
Percent of total Federal outlays 27.1 21.1 21.6

* Reflects outlays, including effects of proposed legislation, for recipients aged 65 and over in most cases. These are estimates based on Federal
agency information—which may be administrative counts, samples, or less accurate estimates from Federal, State, and program staff. Other Federal
programs that assist the elderly (e.g., consumer activities, USDA Extension Services, National Park Services) have been excluded due to data
limitations.

ZFiscal year 1983 outlays represent a 13-month benefit period; fiscal year 1984 cutlays reflect an 11-month benefit period.

3 Includes elderly feeding cash/commodity support from USDA.

* Legislation is being proposed to broaden HHS title IIl program to include senior service employment. DOL fiscal year 1984 outlays
represent spendout from prior years budget authority only.

5 Reflects net disbursements for new direct loans.

“° New program in fiscal year 1983. Fiscal year 1982 and prior year outlays for nutrition assistance/Puerto Rico included in food stamps program
outlays.

Source: Executive Office of the President. Office of Management and Budget. February 1983.

Aside from the methodological problems associated with measur-
ing aggregate Federal expenditures for the elderly, there are relat-
ed problems of interpretation. While the Federal Government is
spending far more for these programs than it spent 10, 20, or 30
years ago, the graphic presentation of such historical numbers,
which usually depicts a sharply rising curve, is often misleading. It
is often used to convey the idea that Federal spending for the el-
derly is out of control and that the elderly consume a far larger
portion of the budget than their numbers warrant.

A more sophisticated analysis of the expenditure data supports a
different conclusion. By far the largest single Federal program is
social security, accounting for nearly 60 percent of Federal outlays
for the elderly. The social security system, however, is essentially
self-financed out of payroll taxes paid by workers and employers.
As a self-contained income transfer system, it is not subject to the
same budget decisions as can be made with respect to the discre-
tionary funding of other programs. If social security were excluded
from the unified budget as it was before fiscal year 1969, on-budget
expenditures for the elderly would be less than half of what they
now appear to be.

Although there were reasons for including social security within
the unified Federal budget, its inclusion raises serious analytical
problems when it is compared on the same terms to the rest of the
budget. For example, the horizon of the budget process is only 1
year—with 5-year forecasts at most. The horizon of social security
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is a working career and retirement, and its trustees project esti-
mates of income and outgo over a 75-year period.

Social security is a long-term commitment. When the benefit pro-
visions were enacted and the financing schedules set by law, it was
clearly understood that the benefits from these programs would
rise with the growing numbers of retired persons, rise with the
standard of living, and rise to keep pace with inflation. Thus, what
appears from aggregate budget numbers to be a striking growth in
expenditures for the elderly is only the normal matiration of pre-
viously legislated retirement income commitments. Further, al-
though the Federal Government is primarily funded through gen-
eral tax revenues paid during the tax years, social security and
other retirement benefits represent an outlay to beneficiaries in
the current budget year in exchange for cumulative payments by
individuals over prior years. The retirement programs thus reflect
a sense of investment over time, even though they are operated on
a pay-as-you-go basis.

Social security is the largest self-funded program, but by no
means the only one. If expenditures for all partially self-funded
programs are excluded from 1982 Federal spending estimates, less
than 4 percent of the Federal budget would be devoted to programs
assisting the Nation’s elderly.

It can also be misleading to compare current Federal budget ex-
penditures for the elderly with dollars spent in prior years, if no
adjustment is made for the changing value of the dollar. For exam-
ple, per capita spending for the elderly, according to one estimate,
rose from $2,100 in 1971 to $7,400 in 1982, implying a 350-percent
increase over 11 years. If those sums are adjusted for inflation, the
cumulative increase in per capita benefits is less than 47 percent,
or an annual average increase of 3.5 percent in real terms.

Further, this 3.5 percent real increase is very largely due to the
compound effects of the one-time, 20-percent increase in social se-
curity benefits enacted in 1972. That increase was voted by the
Congress in response to 1970 census data indicating that 24.5 per-
cent of the Nation’s elderly were living on incomes below the pov-
erty level. Today, elderly poverty is at 15.3 percent. In short, the
historical expansion of Federal expenditures looks especially sharp
in part because Federal income maintenance support was inad-
equate for many older persons in previous decades.

Finally, any analysis of expenditures must also take account of
related income. With regard to the programs that are financed
from general revenues, it may be worth noting that older Ameri-
cans, who constitute 11 percent of our population, pay roughly 11
toa112 percent of total Federal income tax revenues from individ-
uals.

C. TAX EQUITY AND FISCAL RESPONSIBILITY ACT OF 1982

The major tax legislation passed in 1982 was the Tax Equity and
Fiscal Responsibility Act of 1982—known as TEFRA. Many of the
provisions of the bill (H.R. 4961) were rewritten by the House and
Senate conferees before its passage on September 13, 1982, and en-
actment as Public Law 97-248. This law contains both spending re-
duction and revenue-raising provisions. The following discussion is
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concerned with the revenue provisions; the spending provisions are
discussed in detail in the relevant chapters of this publication.

The Senate Finance Committee stated that the four principal ob-
jectives of the revenue provisions of TEFRA are: (1) To increase
revenues in the effort to reduce projected large budget deficits; (2)
to make certain that all individuals and businesses pay a fair por-
tion of the tetal tax burden; (3) to reduce economic distortions
caused by the current tax system; and (4) to more closely allocate
costs of Federal programs to those responsible for that spending,
through imposition of so-called ‘“user” taxes.

A more detailed explanation of these four objectives was included
by the Senate Finance Committee in Senate Report No. 97-494:

Revenue needs

Early this year, it became clear that, in the light of the
recession, high interest rates and the decline in inflation,
continuing present spending and tax policies would result
in unacceptably large Federal budget deficits. Projections
by the Office of Management and Budget and the Congres-
sional Budget Office indicated that Federal deficits, if cur-
rent policy did not change, could reach $182 billion in
fiscal year 1983, $216 billion in 1984, and $233 billion in
1985. By 1985, at a time when the economy is expected to
be prosperous, the Federal deficit was projected to be 5.6
percent of gross national product—the largest deficit in
peacetime history.

Such deficits would have extremely serious conse-
quences. First, a stimulative fiscal policy and the restric-
tive monetary policy with which the Federal Reserve is at-
tempting to control inflation could lead to continued very
high interest rates. These interest rates would reduce busi-
ness investment, make it difficult for all but the most af-
fluent Americans to acquire their own homes, and cause
the bankruptcy of many businesses, both large and small.
Second, large deficits and high interest rates would greatly
increase the costs of servicing what would become a crush-
ing burden of the national debt. Qutlays for interest on the
debt have already grown from $52.5 billion in fiscal year
1980 to an estimated $86 billion in 1982, or from 2 to 2.8
percent of GNP. The current policy budget projections of
OMB and the CBO are that this debt service burden would
grow to $147.1 billion in 1985, or to 3.6 percent of GNP.
Third, large deficits could put pressure on the Federal Re-
serve either to pursue very tight monetary policies or to
accommodate the deficits with a monetary expansion that
could rekindle double-digit inflation. Fiscal restraint would
permit the burden of fighting inflation to be spread more
evenly throughout the economy. Fourth, large deficits
would imply a lack of control by Congress over Govern-
ment operations and fiscal policy, which would cause un-
certainty among those making financial and investment
decisions.



53

The first congressional budget resolution for fiscal year
1983 contains an integrated set of spending and tax poli-
cies designed to bring these deficits under control. The res-
olution provides for revenue increases of $20.9 billion in
fiscal year 1983, $36 billion in 1984, and $41.4 billion in
1985. The committee’s bill is consistent with these revenue
targets.

It should be noted that these revenue increases are
modest in relation to the tax reductions enacted in the
Economic Recovery Tax Act of 1981. That bill provided tax
reductions, broadly distributed among individuals and
businesses, of approximately $88 billion in fiscal year 1983,
$140 billion in 1984, and $190 billion in 1985. Thus, the
targeted revenue increases provided for in the budget reso-
lution and the committee’s bill are only about one-fourth
the size of last year’s tax cuts.

Tax equity

A widely accepted goal of tax policy is that the tax
burden be distributed fairly, in accordance with people’s
ability to pay. This is particularly important in the United
States, where tax collection relies heavily on voluntary
compliance. Several studies show that taxpayers are more
likely to comply voluntarily with the tax laws if they be-
lieve that similarly situated taxpayers are bearing a com-
parable share of the tax burden.

Unfortunately, over the past several years, the trend has
been toward less equity. Dozens of special deductions, ex-
clusions, and tax credits have been enacted, and while
these generally serve a worthwhile purpose, their cumula-
tive effect is to make the system less equitable and more
complex. This bill attempts to reverse this trend by scaling
back or repealing those tax preferences which are no
longer needed or which can no longer be justified in the
light of the present budgetary situation.

The most blatant inequity occurs when some people take
advantage of our voluntary compliance system to evade
the tax laws. Statistics prepared by the Internal Revenue
Service indicate that noncompliance with the tax laws is
growing, and it is becoming an extremely serious national
problem. It would be grossly unfair to ask the majority of
honest Americans to pay more taxes unless every reason-
able effort is being made to make sure that tax evaders
comply with the law. The cuts in marginal tax rates en-
acted last year, and the provisions of the committee bill
which create a more equitable distribution of the tax
burden, will contribute to improved compliance. However,
the committee believes that more direct action is needed to
deal with this urgent national problem, and the bill con-
tains provisions to improve both the withholding and infor-
mation reporting systems.

A key goal of the committee was to achieve the revenue
targets in the budget resolution through tax changes
which improve tax equity, rather than to achieve them

14-887 0 - 83 - 5
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through broadly based tax increases, such as increases in
marginal individual income tax rates or taxes on energy
consumption.

Economic distortions

In recent years, there has been considerable discussion
and analysis of the various ways in which the tax system
distorts economic behavior in the private sector and the
impact of such distortions on economic growth. Much of
this discussion has focused on how these distortions might
be alleviated by tax reductions; and the 1981 tax reduction
was a major step toward this goal. However, it is also pos-
sible for economic distortions to result from overly gener-
ous tax incentives. The committee has reviewed existing
tax incentives with this in mind, and the bill scales back
several of those which, in the committee’s view, are so gen-
erous that they create, rather than reduce, economic dis-
tortions. :

One example of tax benefits which are overly generous
is that the combination of accelerated depreciation and the
investment tax credit provides tax benefits which, in many
cases, is more generous than deducting the cost of equip-
ment in the year it is placed in service (expensing). Such
treatment can encourage businesses to purchase equip-
ment which would not be profitable on a pretax basis. The
basis adjustment in this bill should reduce the combined
benefits of depreciation and the credit to the point that
they are approximately equivalent to expensing under con-
ditions presently prevailing in the economy. The present
safe-harbor leasing provisions, which are substantially
modified in the committee bill, also can lead to incentives
to make uneconomic investments.

Other examples of tax incentives which create economic
distortions, and which the committee bill repeals or modi-
fies, include the tax treatment of original discount bonds,
tax-free dividend reinvestment for public utility stock, in-
dustrial development bonds, the tax treatment of mergers
and acquisitions, the tax treatment of life insurance, and
the completed contract method of accounting. In each of
these areas, the committee bill is able both to raise rev-
enues and to improve economic efficiency.

Allocation of the costs of government

A recurring issue for any democratic society is determin-
ing the appropriate level of government services. One way
to deal with this problem is to raise revenues through user
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taxes, so that those responsible for government spending
pay for that spending and, therefore, do not create an ex-
cessive demand for government spending as a result of a
disassociation between costs and benefits. For example, 80
percent of Federal retirees age 65 or over receive medi-
care, even though they make contributions during only
- part of their careers; the typical private sector worker
makes contributions over his entire career. Thus, the bill
subjects Federal employees to the medicare portion of the
social security tax. Similarly, unemployment benefits are
supposed to be financed by a payroll tax on employers, but
tax revenues have been insufficient so that the unemploy-
ment benefit system has had to borrow substantial rev-
enues from the Treasury, that is, from general taxpayers.
Therefore, the bill increases both Federal and State unem-
ployment taxes. Likewise, the taxes applying to aviation
users are also increased to insure that users, rather than
all taxpayers, pay for a greater share of the expenses of
developing the airport and airway control systems. Thir-
teen percent of the revenue raised by the bill comes from
these provisions aimed at those responsible for specific
government spending.

The following two tables appeared in the conference report to ac-

AGREED TO BY THE CONFERENCE COMMITTEE, FISCAL YEARS 1983-87

[In millions of dokars}

company H.R. 4961, and illustrate the estimated revenue effects of
the new tax law over the period from fiscal year 1983 to fiscal year
1987. Table 3 is a summary table of the revenue effects in the gen-
eral categories of tax changes. Table 4 provides a more detailed
breakdown of the revenue effect by individual tax provisions for
each change in the law.

TABLE 3.—SUMMARY OF ESTIMATED REVENUE EFFECTS OF TAX PROVISIONS OF H.R. 4961 AS

Provision 1983 1984 1985 1986

1987

Individual income tax provisions . 272 3,113 3,106 3,336 3,556
Business tax provisions 5,422 13,292 16,497 28,042 40,116
Compliance provisions 3,365 8,869 8,660 10,174 11,217
Pension provisions 194 780 870 970 1,058
Life insurance and annuities 1,942 2,155 2,920 3,138 3,370
Employment tax provisions 1,904 3,083 35717 2,853 2,572
Excise tax provisions 2,198 4,009 4,702 2,054 1,472
Miscellaneous provisions —38 =37 -3 -32 -30

Total, tax provisions 15,859 35,264 40,298 50,535 63,331
Revenue gain resulting from additional IRS enforcement personnel ..... 2,100 2,400 2,400 1,300 600

Grand total, all provisions 17,959 37,664 42,698 51,835 63,931
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TABLE 4.—ESTIMATED REVENUE EFFECTS OF TAX PROVISIONS OF H.R. 4961 AS AGREED TO BY THE

CONFERENCE COMMITTEE, FISCAL YEARS 1983-87

[tn millions of dollars]

Provision 1983 1984 1985 1986 1987
. Individual income tax provisions:
Alternative minimum tax (1) 659 701 741 729
Medical deduction 272 1,788 1,671 1,795 1,947
10 percent casualty deduction floor 666 734 800 880
Total, individual tax PIOVISIONS ...........cccerreeeeemsunsreneerssnnonees 212 3,113 3,106 3,336 3,556
Business tax provisions:
Reduction in corporate preference items 515 936 948 918 995
Investment tax credit basis adjustment .. 362 1,374 2,658 4,109 5,579
Limit ITC to 85 percent of tax liability 152 259 213 178 164
1985-86 ACRS changes 1,541 9,907 18,442
Construction period interest and taxes 555 1,179 1,206 1,084 819
Modifications to pre-ERTA and safe harbor leasing rules.. 1,036 2,649 4,252 5,496 7,000
Changes in taxation of foreign oil extraction income.................. 200 438 508 569 621
Limit on possessions credit 201 428 473 516 559
Private purpose tax-exempt boAdS .............c..ccooomerueerneirinsnsencnns 63 261 539 748 1,076
Mergers and acquisitions \ 27 749 959 1,014 1,064
Accounting for completed contracts 882 2,235 2,535 2,390 2,559
Original issue discount and coupon stripping provisions ... 163 310 465 629 808
Targeted jobs credit —182 —551 —591 =21 —54
Accelerate corporate tax PaymeNts ............ceocioeiomsossersereresensnnnes 1,048 3,025 791 755 484
Total, business tax provisions 5422 13,292 16,497 28,042 40,116
Compliance provisions:
Withholding on interest and dividends ...............coooereveveiuninees 1,344 5,246 3975 4,605 5,181
Other compliance provisions;- including partnership audits and
taxpayer safeguards 3 2,021 3,623 4,685 5,569 6,036
Total, compliance provisions 3,365 8,869 8,660 10,174 11,217
Pension provisions 194 780 870 970 1,058
Life insurance and annuities © 1,942 2,155 2,920 3,138 3,370
Employment tax provisions:
Independent contractors —117 —107 —19 —85 -92
FUTA tax 1,404 2,353 2,729 1,872 1,501
Federal employees. medicare tax e 617 837 927 1,066 1,163
Total, employment taX PrOVISIONS .......coveererieirminenreeneresenssecne 1,904 3,083 3,577 2,853 2,572
Excise tax provisions:
Airport and airway taxes 4 817 962 1,089 1,216 1,357
Telephone tax s 616 1,073 1,600 ) R
Cigarette tax © 1,275 1,829 1,859 —34 -13
Repeal of Trans-Alaska Pipeline System adjustment 7............ 90 145 154 142 128
Alaska Native Claims Settfement Corp
Total, excise tax provisions 2,798 4,009 4,702 2,054 1,472
Miscellaneous provisions:
National Research Service AWATAS .........cooveererervcrivienririnnninns —8 -1 —4 -2 (1)
Annual accounting for certain joint ventures
" Foreign Corrupt Practices Act provisions —-30 —30 —-30 —-30 —30
Disclosure of tax returns
Veterans organizations (2) (2) () () (®
Amateur athletic organizations (2) (2) (2) (2) (2)
Relief for the Jefferson County Mental Health Center................ (&)
Award of certain litigation costs (%) (®) (°) (¢) (®)
Treatment of certain lending or finance businesses for
purposes of the tax on personal holding companies.............. (2) (2) (2) (2) (?)
Additional refunds relating to repeal of the excise tax on
buses * (1) M (1) (')
Total, misCellaneous Provisions..............oweeereeesercrssnssnns —38 -37 —3 -32 -30
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TABLE 4. —ESTIMATED REVENUE EFFECTS OF TAX PROVISIONS OF H.R. 4961 AS AGREED TO BY THE
CONFERENCE COMMITTEE, FISCAL YEARS 1983-87—Continued

[In millions of dollars)

Provision 1983 1984 1985 1986 1887
Total, tax provisions 15,859 35,264 40,298 50,535 63,331
Revenue gain resulting from additional IRS enforcement
personnel 2,100 2,400 2,400 1,300 600
Grand total, all tax provisions................ooooovcovvevvreeerennee 17,959 37,664 42,698 51,835 63,931

! Negligible.

210 of fess than $5 million.

3 Additional pgains in budget recei#)ts are expected from the administration's proposal to increase IRS personnel in laxé)ager compliance
enforcement activities: $2.1 billion in fiscal year 1983, $2.4 billion in 1984, $2.4 billon in 1985, $1.3 billion in 1986, and $0.6 billion in 1987.

4 The figures represent net increases, after accounting for lower income tax receipts. Additional revenues from aviation excise taxes, resulting
from this bill before taking account of the income tax offset are estimated at $1,089 million in 1983, $1,283 million in 1984, $1,452 million in
1985, $1,621 miflion in 1986, and $1,809 milfion in 1987.

5 The figures represent net increases, after accounting for lower income tax receipts. Increases in general fund receipts from this tax before
tsa;(;gg 2‘,:"9‘7““,' Tgé’ée income tax offset are estimated al $821 million in fiscal year 1983, $1,431 miflion in 1984, $2,133 million in 1985, and

maiion In . -

© The figures represent net increases after accounting for lower income tax receipts. Increases in general fund receipts from this tax before
takm% account of the income tax offset are estimated at $1,700 million in fiscal year 1983, $2.439 million in 1984, $2,479 million in 1985.

 The figures represent net increases after accounting for lower income tax receipts. Increases in general fund receipts from this tax before
taking account of the income tax offset are estimated at $139 million in fiscal year 1983, $260 million in 1984, $285 million in 1985, $267
million in 1986, and $241 million in 1987.

8 Increases outlays by $50,000.

9 [This footnote was inadvertently left out of conference report.]

Having presented the aggregate effects of the changes in the tax
law, this chapter will now summarize the changes in the tax law
which pertain to individuals. Unlike the changes made in 1981,
however, very few of the 1982 tax law changes affect older Ameri-

cans or those planning for retirement.
1. InprvipuaL INcoME TAx PROVISIONS

(A) MEDICAL EXPENSE DEDUCTION

The floor for deductible medical expenses is increased from 3 to 5
percent of adjusted gross income for tax years beginning in 1983.
The deduction for one-half (of up to $150) of medical insurance pre-
mium expense was repealed. These changes were made for tax
years beginning in 1983.

As of 1984, only prescription drugs and insulin will qualify as
drug expenditures for deductible medical expenses. The separate 1
percent adjusted gross income floor for drug expenditures is also
removed in 1984. In other words, qualified drug expenditures must,
in combination with other medical expenses, exceed 5 percent of
adjusted gross income to be tax deductible, beginning in 1984.

(B) NONBUSINESS CASUALTY AND THEFT LOSSES

Prior law provided that nonbusiness casualty and theft losses
were deductible by individuals, above a $100 floor per loss. Begin-
ning for tax years after 1982, the allowable deduction is further re-
duced by adding a second floor: 10 percent of the taxpayer’s adjust-
ed gross income. Therefore, after 1982, losses are deductible yvhlch
exceed both the $100 floor for each loss plus 10 percent of adjusted
gross income.

(C) TAXATION OF UNEMPLOYMENT BENEFITS

The base amounts above which unemployment benefits are tax-
able were lowered for tax year 1982. This base was lowered from
$20,000 to $12,000 for single taxpayers and from $25,000 to $18,Q00
for married taxpayers filing jointly. Any estimated tax penalties
brought about because of this change are waived for tax year 1982.
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2. PENSION PRrROVISIONS

(A) OVERALL LIMITATIONS ON PENSION CONTRIBUTIONS AND BENEFITS

The Tax Equity and Fiscal Responsibility Act of 1982 makes sev-
eral changes in the overall limits on pension plan contributions
and benefits. The maximum dollar limits on pension contributions
and benefits are reduced.

The maximum dollar limit on annual additions under defined
contribution plans is changed from the lesser of 25 percent of com-
genso%%on or $45,475, to the lesser of 25 percent of compensation or

30,000.

The maximum dollar limit on the annual benefit payable under
defined benefit plans is changed from the lesser of 100 percent of
compensation or $136,425, to the lesser of 100 percent of compensa-
tion or $90,000. If retirement benefits under a defined benefit plan
begin before age 62, the $30,000 limitation is to be reduced so that
it is the actuarial equivalent of an annual benefit of $90,000 begin-
ning at age 62. However, it would not be less than $75,000 at age
55. These limits on contributions and benefits are frozen until 1986
when automatic adjustments for price inflation are to resume. Re-
ductions are also made in the overall limits allowable in the case of
an individual covered by both a defined benefit plan and a defined
contribution plan.

Transitional rules insure that benefits already earned under ex-
isting defined benefit and defined contribution plans are not re-
duced because of the lower contribution and benefit limits imposed
by TEFRA.

(B) EQUAL RULES FOR KEOGH PLANS AND CORPORATE PENSION PLANS

The Tax Equity and Fiscal Responsibility Act establishes parity
between corporate and noncorporate plans. Special rules for Keogh
plans for the self-employed are repealed to place them on equal
footing with corporate plans, including the $30,000 contribution
and $90,000 benefit limitations.

Stricter rules are established for so-called “top-heavy’’ plans, de-
fined as a plan under which more than 60 percent of the accrued
benefits (or contributions) go to so-called key employees. A “key
employee” is defined as an officer, a 5-percent owner, a 1-percent
owner with compensation in excess of $150,000, or the employees
owning the 10 largest interests in the firm.

Special requirements for top-heavy plans include new accelerated
vesting schedules and a new minimum benefit. Full vesting would
be required after 3 years of service, or alternatively, graded vesting
beginning with 20 percent after 2 years of service, increasing by 20
percent each year so that 100-percent vesting is attained at the end
of 6 years of service. The new minimum benefit required of a top-
heavy plan would be 2 percent of pay multiplied by the employee’s
years of service (not to exceed 20 percent) in & defined benefit plan.
A contribution of 3 percent of pay would be required in a defined
contribution plan, or if less, the highest contribution rate for any
key employee.

With regard to integration of defined contribution plans with
social security, the credit for all such plans—corporate and noncor-
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porate—is reduced from 7 percent to the statutory OASDI tax rate,
currently 5.4 percent.

(C) QUALIFIED PLAN LOANS TREATED AS DISTRIBUTIONS

Generally, loans from a tax-qualified or governmental pension
plan are treated for Federal income tax purposes as a plan distri-
bution to the extent the loan exceeds prescribed limits. All loans
up to $10,000, plus those loans up to $50,000 that do not exceed half
of the present value of an employee’s vested benefits, are not treat-
ed as a taxable distribution—provided that the terms of the loans
call for repayment within 5 years. If a loan is made in connection
with a principal residence of the participant or a family member,
however, it does not have to be repaid within 5 years; instead, a
“reasonable” repayment schedule is allowed.

(D) ESTATE TAX EXCLUSION

Other tax changes restrict the amount of employee benefits
which are excluded from Federal estate tax. Before TEFRA, no em- .
ployee benefits were considered part of the estate for Federal tax
purposes. Now, no more than $100,000 in benefits may be excluded
from the estate for people who die after December 31, 1982.

3. TaAxrPaYER COMPLIANCE

(A) WITHHOLDING ON INTEREST AND DIVIDEND INCOME

Beginning in 1983, payors of interest, dividends or patronage
dividends are liable to withhold and pay to the Federal Govern-
ment amounts withheld for taxes.

A withholding rate of 10 percent has been established for inter-
est or dividend income credited after June 30, 1983. Amounts must
be withheld when the interest or dividends are credited to the
payee’s account.

The payors of interest and dividends may elect not to withhold
Federal tax if the aggregate interest payments for the year will not
exceed $150. Patronage dividends of qualified consumer coopera-
gives are not required to have amounts withheld from those divi-

ends.

Individuals whose tax liability for the preceding year was less
than $600 (if single) or $1,000 (if married) may be exempt from
withholding. Individuals over age 65 whose tax liability was less
than $1,500 Gf single) or $2,500 (if married) may elect not to have
withholding. In the case of married taxpayers, only one spouse
must meet the age-65 requirement. To qualify for this exemption, a
certificate must be filed with the payor.

Many recipients such as corporations, governments, individual
retirement plans, tax exempt organizations, and a host of others,
have been excluded from the withholding requirements.

(B) WITHHOLDING ON PENSIONS, ANNUITIES, AND DEFERRED INCOME

Beginning in 1983, withholding of Federal income tax will begin
on pension payments, annuities, and other deferred income ar-
rangements unless the taxpayer specifically requests that the
payor not withhold tax. Those persons subject to withholding may
elect out of this system for any reason. Nonperiodic payments are
subject to a flat 10-percent rate.
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Each year, payors are required to notify all recipients of their
rights to make, renew, or revoke an election concerning withhold-
ing.

D. TAX EXPENDITURES

As we have seen, 1982 tax legislation, in an effort to reduce Fed-
eral budget deficits, focused on the issues of tax equity and the eco-
nomic distortions that may result from tax incentives. The Tax
Equity and Fiscal Responsibility Act, in contrast to recent experi-
ence, reduced so-called “tax expenditures”’; existing tax expendi-
tures were reduced by 13 provisions of the Tax Equity and Fiscal
Responsibility Act. The 1982 legislation has, therefore, shown that
substantial reductions in tax expenditures can be achieved through
the budget process,® and the critical evaluation of tax expenditures
began to receive far greater attention in 1982 than previously.

The concept of tax expenditures is relatively new, having been
developed over the past decade. Section 3(a)(3) of the Congressional
Budget and Impoundment Control Act of 1974 specifically defines
tax expenditures as:

* * * those revenue losses attributable to provisions of
Federal tax laws which .allow a special exclusion, exemp-
tion, or deduction from gross income or which provide a
special credit, a preferential rate of tax, or a deferral of
tax liability; * * * :

In other words, tax expenditures are revenue losses resulting
from Federal tax provisions that grant special tax relief designed
to encourage certain kinds of behavior by taxpayers or provide
relief to taxpayers in special circumstances. In effect, the concept
of tax expenditures views these tax provisions as a direct budget
outlay to the beneficiary taxpayer, similar to an entitlement.

Because any qualified taxpayer may reduce tax liability
through use of a tax expenditure, such provisions are com-
parable to entitlement programs under which benefits are
paid to all eligible persons. Since tax expenditures are gen-
erally enacted as permanent legislation, it is important
that, as entitlement programs, they be given thorough pe-
riodic consideration to see whether they are efficiently
meeting the national needs and goals for which they were
originally designed.*

Tax expenditure budgets which list the estimated annual reve-
nue losses from each tax provision were required to be published in
1975 as part of the administration budget for fiscal year 1976, and
have been required to be published by the Budget Committees
since 1976.

3 U.S. Congressional Budget Office. Tax Expenditures: Budget Control Options and Five-Year
Budget Projections for Fiscal Years 1983-1987. Washington, U.S. Govt. Print. Off,, November
1982, p. 5. See also the CBO report, Tax Expenditures: Current Issues and Five-Year Budget
Projections for Fiscal Years 1982-1985. Washington, U.S. Govt. Print. Off, September 1981.

+U.S. Congress. Senate. Committee on the Budget. Tax Expenditures. Relationships to Spend-
ing Programs and Background Material on Individual Provisions. Printed for the use of the
g&mlilétstzee og the Budget. 97th Cong., 2d Sess., Mar. 17, 1982. Washington, U.S. Govt. Print.

- , P 2.
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Because the tax expenditure concept is still being refined, the
classification of certain provisions as tax expenditures continues to
be discussed. The listing of a provision as a tax expenditure in no
way implies any judgment about its desirability or effectiveness. It
is only intended to allow Congress to scrutinize all Federal fiscal
policy. In the words of the Senate Budget Committee, “only when
tax expenditures are considered will congressional budget decisions
take into account the full spectrum of Federal programs.”’s

TABLE 5.—TAX EXPENDITURE GROWTH, SELECTED CALENDAR YEARS 1967-73 AND FISCAL YEARS
1975-821

1967 1969 1971 1973 1975 1977 1979 1981 1982

Tax expenditures:
Totals (in billions of dollars).............. $366 $46.6 $51.7  $654  $929 $1135 $149.8 $228.6 $253.5
Percent of Federal outlays ... 205 237 223 243 28.5 282 303 346 34.6
Percent of Federal revenues 238 281 248 2471 31 317 323 379 408
Percent of total Federal “spending”
(outlays plus tax expenditures) ..... 188 203 197 220 223 221 234 257 257

Percent of GNP.......ccccccrverrccsenes 44 48 46 4.7 6.3 6.1 6.4 8.0 84
Federal outlays as a percent of GNP ... 214 203 206 195 220 216 209 231 242
GNP (in billions of dollars) ...........c.cew... $7713 $910.6 $1,031.5 $1,252.0 $1,479.9 $1,864.1 $2,417.8 $2,937.7 $3,033.8

! Tax expenditures estimates were prepared only on a calendar year basis for the years 1967 to 1973. The estimates for calendar years 1967 to
1973 correspond roughly to fiscal years 1968 to 1974, and are thus compared to the GNP, outlay, and revenue figures for those fiscal years.

Source: Congressional Budget Office.

In many areas, the Federal Government exerts more influence
through tax expenditures than it does through direct spending.®
The tax expenditures for general purpose fiscal assistance (mainly
tax-exempt bonds and deductions for State and local taxes) are
greater than direct Federal outlays (mainly general revenue shar-
ing), and tax expenditures for housing exceed outlays by more than
four to one. The tax expenditures for natural resources and envi-
ronment, for example, grew by more than 800 percent between
1974 and 1981, while outlays for that purpose grew by just over 140
percent.

Tax expenditures add to the Federal deficit in the same way that
direct spending programs do. They also allocate resources and pro-
vide incentives and benefits in the same way. They are one of the
ways by which the Federal Government plays a role in the econo-
my and involves itself in the lives of its citizens.

Unlike direct spending programs, however, tax expenditures
have low visibility in the budget process and are controlied in only
a limited and indirect way. The Budget Act requires that a tax ex-
penditure budget be compiled each year, but it is presented only
for informational purposes. No direct budgetary decisions are based
on it, and accordingly it receives relatively little attention. One
consequence of this low visibility is that activities that may not
have sufficient support to obtain Federal funding through direct
outlays may be funded through the back door by tax expenditures.

Tax expenditures show up as revenue losses, and thus have an
important effect on the revenue totals that are included in congres-

5 Ibid.

¢ The following discussion is taken from U.S. Congressional Budget Office. Tax Expenditures:
Budget Control Options and Five-Year Budget Projections For Fiscal Years 1983-1987. A CBO
Report, November 1982. Washington, U.S. Govt. Print. Off., 1982, pp. 13-16.
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sional budget resolutions. But they are treated for this purpose as
simply another form of tax cut; they are not treated as alternatives
to spending programs. There is an important distinction between
general tax cuts that reduce taxes broadly across the board and tax
expenditures that provide a tax cut only to those in certain speci-
fied circumstances or who act in certain specified ways. General
tax cuts return resources to taxpayers to use in whatever way they
see fit; tax expenditures return resources to taxpayers only if they
do what the Government would like them to do, or if they are
thought deserving of special help. The present treatment of tax ex-
penditures in the budget process blurs the distinction between
these two ways of reducing taxes.

Wno BenEeriTs FROM TAX EXPENDITURES?

Late in 1982, the Treasury Department completed a new analysis
of tax expenditures, prepared at the request of Congressman Henry
S. Reuss, chairman of the Joint Economic Committee. Reuss asked
Treasury to update earlier analyses prepared by Treasury in 1975
and 1978, which showed how each tax expenditure provision affect-
ed the tax liability of different income groups. “The current mo-
mentum for moves toward major tax simplification brings new ur-
gency to our request,” wrote Reuss to Secretary Regan on July 7,
1982. “It would clearly be most valuable to have this material in
time, for example, to aid the consideration of various proposals for
shifting to a ‘flat tax’ system with far fewer deductions, exclusions,
and preferences.”

The Treasury study, which was released by the Joint Economic
Committee on November 20, 1982, is the most current and thor-
ough analysis now available of the distribution of tax expenditures,
measured under 1982 law at 1981 adjusted gross income levels.

“Some large tax expenditures have exceedingly regressive im-
pacts on our tax system,” said Chairman Reuss. Taxpayers with ad-
justed gross income over $50,000 are only 4.4 percent of all taxpay-
ers, receive 19 percent of total adjusted gross income, and account
gor 32.9 percent of taxes after credits. But this same group accounts

or:

—94 percent of the $4.6 billion tax expenditures from the exclu-

sion of interest on State and local bonds.

—64 percent of the $13.2 billion revenue loss arising from capital

gains, excluding gains from home sales.

—47 percent of the $17.8 billion tax expenditures due to the de-

ductibility of nonbusiness State and local taxes.

The distributions of the number of tax returns, adjusted gross
income (AGI), and tax after credits are summarized in table 6. In-
formation on size and regressivity, as measured by the percentage
of benefits received by taxpayers with 1981 adjusted gross income
exgiaeding $50,000, is presented for 33 separate tax expenditures in
table 7. .

Based on the Treasury analysis, the most regressive tax expendi-
tures are: Exclusion of interest on State and local bonds; alterna-
tive, conservation, and new technology credits; supply incentives;
exclusion of income earned abroad by U.S. citizens; and, capital
gains, excluding home sales. The most progressive tax expenditures
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are: The earned income credit; exclusion of disability pay; exclusion
of untaxed unemployment insurance benefits; and tax credit for
the elderly.

The Treasury study listed 19 items for which it lacked the data it
needed to estimate the distribution of benefits to individuals. These
are shown in table 8. The largest are the carryover basis of capital
gains at death ($5.2 billion); the exclusion of interest on life insur-
ance savings ($4.5 billion); the excess of percentage over cost deple-
tion for fuel and nonfuel minerals ($1.6 billion); and the expensing
of exploration and development costs for fuel and nonfuel minerals
($1.4 billion).

Several additional items traditionally viewed as tax expenditures
were not included in the analysis, in most cases because the Treas-
ury Department chooses not to classify them as such. These include
the deduction for two-earner married couples (estimated by the
Joint Committee on Taxation at $705 million in 1982 and $3.98 bil-
lion in 1983); accelerated depreciation on equipment other than
leased property (3845 million in 1982 and $1.695 billion in 1983);
and depreciation on rental and other buildings in excess of
straightline ($615 million in 1982 and $765 million in 1983).

TABLE 6.—DISTRIBUTION OF TAX RETURNS, ADJUSTED GROSS INCOME, AND TAX AFTER CREDITS,
1982 LAW, 1981 INCOME LEVELS

Adjusted

Adjusted gross  Tax 1eWIS  pereant o Cymulative ross Percent of  Curulative  TPXMET pereent of  Cumulative
'"C‘t’ﬁ’(‘,fjgggg)"" thousands) total percent ingiéflrir;is()in total percent cﬁﬁ::asns()m total percent
0to$10... 34,536 36.9 36.9 $160.9 9.0 9.0 $5.5 22 22
$10t0 § 13,467 144 51.3 167.9 94 18.3 147 5.8 19
$15 to $20 10,882 11.6 629 190.8 10.6 29.0 20.6 8.1 16.0
$20 to $30......... 17,060 18.2 81.1 4231 23.6 52.6 52.9 208 36.8
$30 to $50......... 13,549 14.5 95.6 509.6 28.4 81.0 7.0 303 67.1
$50 to $100........ 3439 37 99.3 2215 12.4 93.4 46.6 183 854
$100 to $200...... 546 6 99.9 724 40 97.4 213 84 938
$2004 .............. 121 1 100.0 46.6 26 100.0 15.7 6.2 100.0

Total............... 93,600 100.0 .o 1,792.7 1000 oo 2544 100.0 oo

Source: Office of Tax Analysis, Department of the Treasury.

TABLE 7.—TAX EXPENDITURES, RANKED BY REGRESSIVITY AND REVENUE LOSS (BASED ON 1982

LAW)
ITotal};zvzellue Rank
item Reg:::s:vnty Percentage! 0ls!s?'ﬂl incoma:l' r:\’l]em?g
levels (in loss
millions)
Exclusion of interest on State and local bonds................rrereerrerscrines 1 91 $4,599 10
Alternative, conservation, and new technology: Supply incentives . 2 86.8 38 30
Exclusion of income earned abroad by U.S. citizens............ccccrrcercenees 3 731 930 20
Capital gains, excluding home sales 4 63.5 13,231 5
Deductibility of charitable contributions 5 55.3 8,836 7
Jobs credit 6 54.3 35 31
WIN credit 7 52.9 17 33
Deductibility of nonbusiness State and local taxes other than on
owner-occupied homes 8 47.3 17,844 3
Investment credit other than energy credits.... 9 4.9 - 3,439 11

Deferral of capital gains on home sales 10 43:2 967 19
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TABLE 7.—TAX EXPENDITURES, RANKED BY REGRESSIVITY AND REVENUE LOSS (BASED ON 1982

LAW)—Continued

Total revenve

16

Item Reg;::?vny Percentage! - Iolsgallﬂﬁgom: ’}:\?:m?g
levels (in loss
millions)

Deductibility of casualty losses 11 384 695 21
Deductibility of property tax on owner-occupied homes..........cccocrveeverens 12 38.2 8,679 8
Dividend and interest exclusion 13 334 506 23
Deductibility of interest on consumer credit ............. 14 320 8,246 9
Deductibility of mortgage interest on owner-occupied homes .. 15 30.0 19,602 2
Exclusion of capital gains on home sales for persons age 55 and over .. 16 21.6 380 25
Net exclusion of pension contributions and earnings .............cc.coveereneens 17 26.0 24,350 1
Deductibility of medical expenses. 18 240 3,422 12
Residential energy credits: Supply incentives 19 221 199 26
Exclusion of insurance premiums 20 22.0 1,851 17
Credit for political contributions 21 18.8 80 29
Additionai exemption for the elderly. 22 15.2 2,131 15
Exclusion of employer contributions for medical insurance premiums
and medical care 23 129 13,619 4
Residential energy credits: Conservation incentives.............coccvcecuvienene 24 116 415 24
Additional exemption for the blind 25 10.7 28 32
Exclusion of social security and railroad retirement benefits .................. 26 82 12,165 6
Exctusion of veterans preference 21 6.5 3,400 13
Credit for child and dependent care 28 53 1,314 18
Exclusion of workmen’s compensation benefits.................cooewvrreerivrisininns 29 4.5 2,674 14
Tax credit for the elderly 30 2.2 135 28
Exclusion of untaxed unemployment insurante benefits.............co.cuvvenen. 3l 0.0 2,119
Exclusion of disability pay 32 0.0 153 21
Earned income credit 33 0.0 533 22
Total 334 156,632 ovveeeeeererien

1 Benefits received by taxpayers with 1981 adjusted gross income exceeding $50,000.

TaBLE 8.—Tax expenditures for individuals for which distribution data are

unavailable from the Department of Treasury

[Revenue estimate,! fiscal year 1982]

Expensing of research and development expenditures............ccccovvimiiiannennss
Ex]iensing of exploration and development costs, fuel and nonfuel miner-
L 3OO OO RO U SUPU ORI T PRI
Excess of percentage over cost depletion, fuel and nonfuel minerals...
Tax incentives for preservation of historic structures.......................
Cash accounting for agriculture.........ccoovinenininnnna.
Exclusion of interest on life insurance savings.......
Expensing of construction period interest and taxes
Carryover basis of capital gains at death..................
Amortization of startup costs..........cccooevvninnrininnns
Exclusion of interest on certain savings certificates.
5-year amortization for housing rehabilitation ..o
Exclusion of employee meals and lodging (other than military).
Employer educational assistance...........cccoevvennnincnecnnniiniiiinens .
Exclusion of contributions to prepaid legal plans.........coooeviioncnninencen
Exclusion of income of trusts to finance supplementary unemployment
INSUrance DENESItS ......ccccoverrreveirriie ettt

Millions
$100

1,350
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Millions

Deductibility of certain adoption expenses...........c.cocooveecueceeierreceenreeivnieeinne 10
Deferral of interest on savings bonds............ccoovuerrvererneeneeiressisiennn 3 —80
Parental personal exemption for students age 19 and over 995
Exclusions of special benefits for disabled coal miners ..............cccovoveeuerverinnne 95
TOAL ...ttt e s sees 15,855

! Joint Committee on Taxation.

2 Rises to $1.8 billion in 1983.

3 Rises to $50 million in 1983.

Tax expenditures for the elderly include: (a) Exclusion of social
security benefits for retired workers and their survivors and de-
pendents; (b) exclusion of railroad retirement system benefits; (c)
exclusion of veterans pensions; (d) the additional exemption for the
elderly; (e) the tax credit for the elderly; and (f) the exclusion of
capital gains on home sales for the elderly. Other tax expenditures
benefit the elderly but are not specific to age—such as the deduc-
tions for medical care expenses and property taxes.

Given the large projected Federal budget deficits, and the need
for congressional action to control spending and increase Federal
revenues in an equitable way, the attention paid to tax expendi-
tures, and whom they benefit, is likely to increase in 1983. Such
concerns were clearly evident in 1982, for example, in the changes
made in the tax treatment of private pension plans. And, on Janu-
ary 15, 1983, for example, the National Commission on Social Secu-
rity Reform recommended a modification in the tax treatment of
social security benefits, recommending that one-half of such bene-
fits be made taxable for individuals with incomes above $20,000 per
year and for couples with incomes above $25,000 per year. This rec-
ommendation is discussed in greater detail in the chapter on social
security. The point here is that tax expenditures, across the board,
are coming under greater congressional scrutiny due to concern
that large sums of money are lost to the Federal Government and
simply go to the benefit of individuals with higher incomes.



Part 1

RETIREMENT INCOME

Although the rate of inflation has declined dramatically in the
last year, the problems of providing and maintaining adequate re-
tirement income for older Americans are still compounded by the
lack of growth in the economy. Over the last few years, slow eco-
nomic growth and a decline in real wages have raised the relative
cost of our current retirement income programs. As a result, con-
cern about the financing of retirement income has been growing.
In 1982, this concern remained the most prominent retirement
income issue as Congress enacted the bulk of its legislation in the
context of the effort to curtail large Federal budget deficits.

However, despite initial proposals to cut spending for Federal re-
tirement income programs, few changes were actually enacted. Ef-
forts in the budget process to cap cost-of-living adjustments across
the board in entitlement programs were successful only in partially
reducing COLA’s for a portion of Federal civil service and military
retirees. Social security financing legislation was deferred to the
98th Congress, and few bills affecting employee pensions were ever
reported from committee. The only major pension legislation of the
year, placing further limits on tax-sheltered pension accumulation
for the highly paid, was enacted, as part of the revenue-raising Tax
Equity and Fiscal Responsibility Act of 1982, to meet budget tar-
gets. In short, 1982 was a year which saw relatively little change in
retirement income programs generally. :

A. INCOME OF OLDER PERSONS 1!

In recent years, the real incomes of the elderly have remained
relatively stable. Despite this fact, there is a growing perception
that the elderly as a group are beginning to receive more income
than the rest of the population. It is true that over the past 20
years the income of the elderly has risen relative to the nonelderly,
largely as a result of successful public efforts to improve the ade-
quacy of retirement benefits. As a result of these efforts, the once-
large income gap between the elderly and nonelderly has narrowed
considerably. But while some elderly today receive substantial
income in retirement, as a group the elderly are not yet on a par
with the rest of the population.

In the 1960’s and early 1970’s, tremendous improvements in the
incomes of the elderly resulted from the general increase in the
standard of living and from specific improvements in social secu-

! Unless otherwise noted, information about the income status of the aged in 1981, reported in
this section, comes from Congressional Research Service special tabulations of the March 1982
Current Population Survey (CPS) prepared by Tom Gabe.

(67)
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rity benefits and employer-sponsored pension plans. Median in-
comes of families with a head 65 and older rose from $3,927 in
1967, to $7,505 in 1974. Adjusting for inflation, this was an increase
from $5,801 (1974 dollars) in 1967, to $7,505 in 1974.2 The incidence
of poverty among the elderly declined correspondingly from 35.2
percent in 1959, to 14.6 percent by 1974.3

In the late 1970’s, however, economic stagnation brought this
trend to a halt. Automatic indexing of social security benefits has
helped the elderly in a period of rapid inflation and slow wage
growth. But older persons have this inflation protection for only a
part of their incomes. As a result, median incomes of persons 65 and
over have risen only slightly in real terms since 1978 (from $5,803 to
$5,886 in 1981 dollars). And the incidence of poverty among older
persons has remained at roughly the same level it declined to in
1974—rising slightly from 14 percent in 1978 to 15.3 percent in 1981.*
In short, the trend toward closing the income gap between the
elderly and nonelderly ended with the onset of economic stagnation
in the mid-1970’s, leaving the elderly as a group with higher poverty
rates and lower median incomes than the nonelderly. Over the last 9
years this residual income gap has remained fixed.

Median incomes for the elderly are today about half those of the
nonelderly. In 1981, the median income of families having at least
one member age 65 or over was $15,400, compared to $23,950 for
families in which no members were age 65 or older. Aged unrelated
individuals (i.e., persons age 65 and over living outside a family set-
ting) had a median income of $5,750—about one-half that of non-
aged unrelated individuals ($11,200).

In addition, poverty is still more prevalent among the elderly
than the nonelderly. The incidence of poverty among persons 65
and over increased between 1978 and 1981 from 14 percent to 15.3
percent, while the incidence of poverty among persons under 65 in-
creased correspondingly from 11 percent to 13.9 percent. In 1981,
nearly 4 million older persons had incomes below the official pover-
ty line. Among the aged, the incidence of poverty increases with in-
creasing age. For example, the poverty rate for persons between
the ages of 65 and 74 was 12.8 percent, compared to 18.5 percent
for those between the ages of 75 and 84, and 22.6 percent for those
age 85 and over. The incidence of poverty was higher for aged fe-
males (18.6 percent) than for aged males (10.5 percent).

2 JS. Dept. of Commerce. Bureau of the Census. Current Population Reports. Series P-60,
various years.
33 U.Sb. Dept. of Commerce. Bureau of the Census. Current Population Reports. Series P-60, No.
130, table 1.
41n 1981, the Census (“Orshansky”) Poverty Index was $4,359 for a single person age 65 and
over, and $5,498 for a couple in which the householder was age 65 or over.
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CHART 1

FOVERTY RATES OF YOUNG AND ELDERLY POFULATIONS
1966-1961
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The black aged had a poverty rate (39 percent) nearly three
times higher than that of the white aged (13.1 percent). Aged per-
sons living within a family setting had a lower incidence of poverty
than aged unrelated individuals. About 8.4 percent of the aged who
lived in families were poor, compared to 29.8 percent of those who
lived outside a family setting.

The elderly depend more heavily on social security for their
income than they do on any other source. In 1980, 40 percent of all
income received by aged units came from social security.> The im-
portance of social security as a source of income to the elderly has
increased substantially since 1962 when it paid 31 percent of all
dollars received by aged units. Today, over 90 percent of all aged
units receive some income from social security. In 1981, the median
amount a family with an aged member received was $6,200. The
median amount for an unrelated individual was $4,150.

5 Unless otherwise noted, information about the income shares of aged units comes from Me-
linda Upp. Relative Importance of Various Income Sources of the Aged, 1980. Social Security
Bulletin, January 1983, v. 46, No. 1. An aged unit, in this case, is either a married couple living
together, one or both of whom is 65 or older, or an individual 65 or older who does not live with
a spouse. Income is measured separately from the income of the family or household in which
the unit lives.

14-887 0 - 83 - 6
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CHART 2

SHARE OF AGGREGATE INCOME QF SFECIFIED SOQURCES
FOR AGED UMITS
1982 and 1989
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Automatic price indexing provisions in social security enacted in
1972 and put into effect in July 1975, have been effective in main-
taining the purchasing power of social security benefits after re-
tirement despite high rates of inflation in recent years. The signifi-
cance of this inflation protection has been greatest for those most
dependent on social security. In 1981, 15.5 percent of aged unrelat-
ed individuals and 5.3 percent of the families with an aged member
reported that social security was their only source of income.

Although social security is sometimes perceived as a program to
provide retirement benefits to the “middle class,” the bulk of its
payments go to those with lower incomes. As of 1979, three-quar-
ters of the benefit payments from social security went to persons
with total family incomes (including social security) of less than
$15,000. Those who could be characterized as affluent (with family
incomes of $25,000 or more) received less than 9 percent of all
social security benefit payments.®

In recent years, employer-sponsored pensions have increased in
importance as a source of income to the elderly; yet, they remain
the fourth largest source of income, providing in 1930, only 14 per-
cent of the dollars received by aged units. Private pensions, in par-

& [CF, Inc. Special Tabulation of the March 1980 Current Population Survey (CPS).
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CHART 3

PERCENT OF TOTAL SOCIAL SECURITY BENEFIT PAYMENTS
BY INCOME CATEGORY
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ticular, have expanded as a source of retirement income—increas-
ing their share of elderly income from 6 to 9 percent after the en-
actment of the Employee Retirement Income Security Act of 1974
(ERISA)—an act designed to protect the retirement benefits of pen-
sion plan participants.

As of 1981, approximately one-quarter of aged unrelated individ-
uals and two-fifths of the families with an aged member reported
that they had income from private or government pensions during
the year. The median income from these sources was $2,400 and
$3,650, respectively.

Employer-sponsored pensions, with the exception of Federal civil
service and military retirement pensions, provide incomplete pro-
tection from inflation. Recent data suggest that major pension
plans are increasing the frequency of their adjustment of benefits
for inflation after retirement, but that these adjustments still lag
behind inflation and provide benefit adjustments lower than the in-
crease in the Consumer Price Index. Nearly all companies that
adjust benefits after retirement make these adjustments on an ad
hoc basis. Only 3 percent of the pension plans surveyed provide for
automatic annual adjustments, and in these cases the increases
were limited to 3 to 4 percent.” A Labor Department study has in-

? Towers, Perrin, Forster, and Crosby. Pension Increases for Retired Employees. November
1981. The report of a survey of 95 companies surveyed in 1979. See also: U.S. Dept. of Labor.
Bureau of Labor Statistics. Employee Benefits in Industry, 1980. Bulletin No. 2107, September
1981, table 29.
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dicated that even with ad hoc adjustments of pension benefits the
real value of private pension benefits declined by 4 to 8 percent a
year in the early 1970’s.

Savings and other sources of asset income are providing an in-
creasing proportion of income to the elderly. The share of income
to aged units coming from assets increased from 16 percent in 1962,
to 22 percent in 1980. As of 1981, 65 percent of aged unrelated indi-
viduals had income from these sources, with half receiving less
than $1,050 over the course of the year. Approximately 75 percent
of the families with an aged member had income from these
sources, with half receiving less than $1,850. The extent of inflation
protection provided by asset income varies considerably depending
on the nature of the asset. Tangible assets, such as a home, have
generally increased in value to keep pace with inflation. On the
other hand, financial assets such as savings or checking accounts
or bonds, have largely fallen behind inflation.

Public assistance, primarily supplemental security income (SSI),
provides a very small share of income to the elderly—a share
which has declined in recent years. Whereas, in 1962, aged units
derived 6 percent of their income from public assistance, by 1980,
only 1 percent of the income of aged units came from this source.

As of 1981, about 10.8 percent of aged unrelated individuals and |
7.7 percent of families with an aged member received a benefit
from the supplemental security income (SSI) program. The median
payment reported by those receiving income from this source was
$1,200 for aged unrelated individuals, and $1,900 for families with
an aged member. While Federal SSI and food stamp benefits are
automatically adjusted for the full CPI, State supplementation and
other State assistance payments are not. In addition, allowable
income and asset levels for determining eligibility are not changed
automatically. In general, public assistance provides only partial
inflation protection.

While it is commonplace to characterize the elderly as retired, in
fact a substantial portion of the income received by aged units
comes from earnings from either full- or part-time employment.
This proportion, however, decreased significantly during the 1960’s
and 1970’s. While earnings provided 29 percent of the income of
aged units in 1962, by 1980, it accounted for only 19 percent of
their income.

As of 1981, 14 percent of aged unrelated individuals reported
that they had income from earnings, with half having earned less
than $3,850.8 In comparison, 85 percent of nonaged unrelated indi-
viduals reported that they had income from earnings, with half of
them having earned more than $12,000 in 1981. Similarly, 49 per-
cent of the families having an aged member received income from
earnings in 1981, with half of them earning more than $11,800.% In
comparison, 94 percent of the families with no aged members had
E%%onag from earnings, and their median family income was

,100.

8 Earnings includes money wages and salaries, and net income from farm and nonfarm self-
employment.
2 Some of these families may include aged persons living with their children.
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During periods of normal economic growth, wage increases sur-
pass increases in prices. This has not been true, however, in recent
years. Because adjustments in wages and salaries have lagged
behind inflation, real earnings have declined and earnings have
provided a relatively weak source of inflation protection for both
older and younger workers.

B. RETIREMENT INCOME AS A BUDGET ISSUE

The 97th Congress appeared in its first session to be interested in
reordering the balance between public and private vehicles for pro-
viding retirement income. However, any broader reform initiatives
have been overshadowed by the effort to control budget deficits.

In 1981, there were a host of initiatives aimed at halting growth
in public intergenerational transfers and shifting emphasis to pri-
vate retirement income sources. This effort to shift emphasis was
advanced by:

—Enacting reductions in social security outlays, both in the near
future and in the long term, through the elimination of some
“peripheral” benefits and through other modifications in pro-
cedures.

—Proposing to spur private pension growth through simplifica-
tion of ERISA to reduce the employer’s pension costs and im-
prove the flexibility of pension fund investments.

—Enacting incentives for the accumulation of additional retire-
ment savings by expanding eligibility for individual retirement
accounts (IRA’s), and increasing contribution limits of Keogh
plans and simplified employee pension (SEP) plans.

By the second session, however, raising Federal revenues or re-
ducing Federal spending became the motivation for nearly all legis-
lative action on retirement income. Legislative initiatives in the
area of ERISA simplification, regulation of public employee pen-
sions, modification of multiemployer pension withdrawal liability,
and single employer termination insurance were stalled. Serious
consideration of social security financing reforms, blocked by public
and partisan opposition during the first session, was deferred to the
98th Congress while a 15-member bipartisan National Commission
on Social Security Reform worked to develop a consensus package
of financing proposals.

Instead, the Congress enacted a series of changes in the tax
treatment of pensions designed to raise revenues over the next 3
years, and a reduction in the COLA for Federal civilian and mili-
tary pension designed to reduce outlays.

The 98th Congress is left with a varied legacy of unfinished busi-
ness. Enactment of social security financing legislation is clearly
the first agenda item for the new Congress. In addition, mounting
budget deficits are increasing the pressures on the Congress to
raise taxes and cut spending, and public and private pensions
remain targets for this budget activity. The Reagan administration
has proposed major reductions in civil service retirement benefits
as part of the fiscal year 1984 budget. In addition, some further ef-
forts to close tax shelters and limit the growth of nontaxable fringe
benefits may lead to more changes in pension tax legislation. Final-
ly, there are a host of outstanding pension reform and financing
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proposals which will most likely come up for review in this Con-
gress including proposals to address problems in: Single employer
termination insurance, multiemployer withdrawal liability, and
railroad retirement refinancing.



Chapter 3

SOCIAL SECURITY FINANCING

OVERVIEW

Despite the urgent need for solutions to the social security fi-
nancing problem, the 97th Congress ran into a political deadlock in
efforts to develop financing legislation, deferring action to the 98th
Congress. Early in 1981, the Congress had moved to address the fi-
nancing problem. Comprehensive financing bills were introduced
and, at the same time, proposals to eliminate social security stu-
dent benefits and minimum benefits were enacted as part of the
fiscal year 1982 budget legislation. But comprehensive. financing
proposals announced by the administration in May 1981 encoun-
tered strong opposition, and by midsummer, serious consideration
of major financing legislation had come to a halt.

At the end of 1981, the President appointed a 15-member biparti-
san National Commission on Social Security Reform to find a po-
litically viable solution to social security’s financing problems. The
Commission worked throughout 1982, reviewing the dimensions of
the financing problems and options for solution. Meanwhile, the
Congress deferred consideration of any financing legislation, await-
ing the recommendations of the Commission.

On January 15, 1983, the Commission reported a bipartisan pack-
age of recommendations by a 12 to 3 vote of its members. The “con-
sensus package” included recommendations to: Extend social secu-
rity coverage to new Federal and all nonprofit employees, include
half of the social security benefit in taxable income for those with
other income in excess of $20,000 (single) or $25,000 (joint), delay
the July cost-of-living adjustment (COLA) for 6 months beginning
in 1983, move forward payroll tax rate increases scheduled for 1985
and 1990, raise the social security tax rate on self-employment
income, transfer funds to social security to pay for credits granted
under social security for military service. The “consensus package”’
was considered by the Commission to be sufficient to meet the im-
mediate shortfall and to resolve two-thirds of the expected long-
term deficit.

The Commission did not reach a consensus on how to resolve the
remaining third of the long-term problem, but two proposals for
changes to be implemented in 25 to 30 years were suggested, each
by a different group of commissioners. One proposal, supported by
a majority of the commissioners, was to raise the social security re-
tirement age by a year, phasing in the increase gradually between
2000 and 2015. The second proposal was to raise the payroll tax
E%te by less than half a percent each on employer and employee in

10.

(75)
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With support for the Commission’s package from the President,
congressional leaders, and several key interest groups, the pros-
pects seemed promising for a quick enactment of a financing bill in
the 98th Congress.

A. BACKGROUND

The design of the social security program reflects a compromise
among a variety of purposes. This compromise is both a key to the
program’s broad-based political support and a cause of much of the
criticism it receives. For while social security provides a mixture of
insurance protection, earned pension benefits, and minimally ade-
quate income in old age, it must make separate concessions in the
value of each to achieve a combination that works. The current
method of criticizing the program has been to evaluate the quality
of benefits from only one perspective. For instance, many point to
the possibility that rates of return on social security taxes paid by
the highest wage earners may, in the long run, compare poorly
with the rates of return on private investments. While it may be
popular when discussing social security with a younger worker to
focus on only one aspect of the system, this results in a distorted
evaluation.

In order to assure accuracy there are a number of features that
should be factored into any equation which attempts to measure
the value of the social security program:

First, social security provides younger workers with protection
from having to bear the unpredictable and random costs of finan-
cial support for their own aged parents and relatives. The pay-as-
you-go financing for social security, seen from this perspective, uses
periodic payments by younger workers to insure their own earn-
ings against the cost of individual parental support. By spreading
these costs across the working population, younger workers have a
smaller, fairer, and more predictable financial burden, and their
parents have a degree of financial independence otherwise impossi-
ble. This aspect of the program justifies universal coverage, since
exemptions from coverage permit individuals to pass to others the
costs of supporting their own parents. It also justifies features
which will provide adequate retirement and survivors benefits, so
that younger workers will be fully protected from having to supple-
ment the incomes of their relatives.

Second, social security provides workers and their families with a
“floor of protection” against sudden loss of their earnings due to
their own death, disability, or retirement. This insurance is intend-
ed to protect only a portion of the income needed to preserve the
previous living standard of the worker and his family, and is to be
supplemented through private insurance, pensions, savings, and
other arrangements made voluntarily by the worker. Receipt of
benefits is based on the occurrence of an insured-against event,
such as retirement, which is determined by comparing the individ-
ual to some “‘test”’ or standard, such as the retirement or earnings
test. Should the individual meet the test, benefits then are pro-
vided regardless of any income from other sources.

Third, social security provides the individual wage earner with a
basic pension benefit upon retirement. Social security benefits, like
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those provided separately by employers, are related to each work-
er'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 service credits.

This mixture of features in the social security program has been
the source of public confusion about the program over the years.
The similarities between social security and a pension, for example,
have led many people to believe that the system is funded, as a pri-
vate pension might be, through workers’ contributions invested in
a trust fund account and used to pay benefits in the future. Others
focus on the rate of return on contributions—as if social security
were a form of individual investment.

A program with the essential social functions and multiple pur-
poses of social security defies comparison with other financial or in-
surance vehicles. While a particular vehicle, such as an individual
retirement account (IRA), may perform one function more success-
fully for some than does social security, no single vehicle could per-
form the unique combination of functions without appriximating
social security in its features. Most criticisms of social security,
therefore, readily translate into criticisms of its mix of functions.
For example, some critics believe social security ought to be only a
pension plan, leaving the insurance functions and intergenera-
tional support functions to specially tailored alternative programs.
Though the use of separate programs would eliminate the necessity
of compromises entailed in social security, it would also raise tre-
mendously the total cost of performing all of social security’s func-
tions, and most likely jeopardize the widespread political support
that has developed for the program.

The social security program, which was created during the Great
Depression, is only now becoming a mature social insurance pro-
gram. The decade of the 1980°s will see the first generation of life-
long contributors retiring and beginning to draw benefits. Also
during this decade, it is expected that payroll tax rates, eligibility
requirements, and the relative value of monthly benefits will final-
ly stabilize at the levels planned for the system. With the provi-
sions of the program established, the task for the Congress is to re-
solve the financing problems which develop in the social security
program when the economy follows unpredictable patterns. While
adjustments can be made in tax rates and benefit levels over time
to respond to specific financing problems, the challenge for the
future is to find ways to cushion the financing of the system
against the effects of demographic and economic fluctuations which
are bound to occur.

B. FINANCING PROBLEMS

1. FINANCING IN THE 1970’s

As recently as 1970, the old-age, survivors, and disability insur-
ance (OASDI) trust funds had on hand a reserve equal to 1 year’s
payout, an amount then considered adequate to meet any changes
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in expenditures or income due to unforeseen economic fluctuations.
When Congress passed the 1972 amendments to the Social Security
Act, economic forecasts projected a continuation of the relatively
high growth rates and the low rates of inflation which had been
experienced during the 1960’s. Under these conditions, social secu-
rity revenues would have adequately covered payouts, and trust
fund reserves would have remairied sufficient for contingencies.

The 1972 amendments increased social security benefits across
the board by 20 percent, and initiated the price-indexing of bene-
fits, and a complex indexing method for computing the initial bene-
fit. A technical error in the method of computing the initial benefit
led to an “over-indexing” of initial benefit amounts for new
beneficiaries. In addition, when price-indexing of benefits went into
effect in 1975, annual inflation rates of around 10 percent began to
fuel a rapid increase in payouts from the system. A recession in
1974-75 raised unemployment rates to their highest level since
World War II, and slowed the growth in real wages, causing
income to the OASDI program to fall below expenditures. Finally,
disability insurance trust funds were being steadily eroded because
of a continuing rapid increase in beneficiaries.

Beginning in 1973, the board of trustees of the OASDI program
began to predict a deterioration in the financial condition of the
program in both the immediate future and over the long run. By
1977, the trustees predicted that the DI trust funds would be de-
pleted by 1979, and the OASI trust funds by 1983. The long-run
deficit (75-year average) was predicted to reach 8.20 percent of tax-
able payroll, a dramatic increase from the 0.32-percent average
deficit predicted in the 1973 report. By 1977, reserves in the OASDI
trust funds had already declined to less than 6 months’ payout.

Congress moved in 1977 to correct the financial condition of the
OASDI program. The 1977 amendments to the Social Security Act
increased the overall payroll tax beginning in 1979, increased the
taxable earnings base, reallocated a portion of the hospital insur-
ance (HI) payroll tax rate to OASI and DI, and resolved the techni-
cal problems in the method of computing the initial benefit amount
(decoupling). These changes were predicted to produce surpluses in
the OASDI program beginning in 1980, and continuing over the
next 30 years, with reserves building up to 7 months’ payout by
1987. The long-run deficit in the OASDI program was to have been
reduced from an average 8.2 percent to 1.46 percent of taxable pay-
roll.

Again, however, the economy did not perform as well as forecasts
had predicted. After 1979, annual increases in the Consumer Price
Index exceeded 10 percent, a rate sufficient to double payouts from
the program in just 7 years. Real wage changes have been negative
or near zero since 1977, and in 1980, unemployment rates exceeded 7
percent. As a result, annual income to the OASDI program contin-
ued to be insufficient to cover expenditures. Trust fund balances
declined from $36 billion in 1977, to $26 billion in 1980. Lower trust
fund balances, combined with rapidly increasing expenditures,
brought reserves down to less than 3 months’ payout by 1980.

The 96th Congress responded by temporarily reallocating a por-
tion of the DI tax rate to OASDI for 1980 and 1981. This measure
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(signed into law as Public Law 96-403) was intended to buy time
for the 97th Congress to resolve the shortage of funds in the OASI
and DI programs.

2. THE 97TH CONGRESS

The 97th Congress moved quickly in 1981 to address the impend-
ing financial shortfall in social security, but quickly encountered
the political realities of this issue. Congressional concern about the
financing problem had been mounting throughout 1980, and in
February 1981, the House Ways and Means Committee began con-
sidering comprehensive financing legislation. Simultaneously, pro-
posals to eliminate social security student benefits and minimum
benefits were successfully incorporated into the fiscal year 1982
budget legislation.

But the climate for social security reform soon changed. In May,
the administration’s announcément of a comprehensive social secu-
rity reform package with immediate benefit reductions touched off
an adverse political reaction in the Congress. Enactment of the
Omnibus Budget Reconciliation Act of 1981, eliminating the mini-
mum benefit, only added to the controversy. By midsummer there
was general disagreement on even the dimensions of the social se-
curity financing problems. The Congress did include in the Social
Security Amendments of 1981, which restored the minimum bene-
fit for current beneficiaries, a provision authorizing the OASI trust
fund to borrow sufficient funds from the DI and HI trust funds to
last through July 1983, but this was the last piece of financing leg-
islation considered in the 97th Congress.

At the end of 1981, in an effort to break the political impasse,
the President appointed a 15-member, bipartisan, National Com-
mission on Social Security Reform to search for a politically feasi-
ble solution to social security’s financing problem. The Commission
was given a year to develop a consensus approach to financing 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 only 1% months.
Even though falling inflation rates were helping to keep outgo
below projected levels, still-sluggish wage growth and rising unem-
ployment kept income to the system below the level needed to
cover outgo. Legislative changes included in the Omnibus Budget
Reconciliation Act of 1981 and the Social Security Amendments of
1981 were expected to improve the financial condition of the
OASDI trust funds by $2.8 billion in calendar year 1982 alone, and
by $21.7 billion between 1981 and 1986. But the 1982 trustees
report projected that any financial gains from the 1981 legislation
would be totally offset by continuing stagnation in the economy.

By November 1982, the OASI trust fund had exhausted its casha-
ble reserves and in November and December was forced to borrow
$17 billion from DI and HI trust fund reserves to finance benefit
payments through July 1983.

The delay imposed by the work of the National Commission de-
ferred the legislative solution to social security’s financing prob-
lems to the 98th Congress. But the Commission did provide clear
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guidance to the new Congress on the exact dimensions of the var-
ious financing problems in social security, and on a politically
viable package of solutions.

3. StaTus oF THE TrUST FUNDS

Among the achievements of the Commission was reaching com-
plete consensus among the members on the dimensions of the
social security financing problem. The Commission concluded that
there are actually three separate and distinct financing problems
in social security. In July 1983, there is a threat of depletion of the
OASI trust fund, due to the poor performance of the economy in
recent years. Even with continued interfund borrowing from the DI
trust fund, the National Commission on Social Security Reform has
concluded that between $150 and $200 billion in additional rev-
enues, reduced spending, or a combination of the two will be re-
quired to enable the system to continue paying timely benefits
through 1989. With this correction made, and with the scheduled
1990 increase in the payroll tax rate, it is expected that OASDI will
begin accumulating annual surpluses in the next decade.

Later in this decade or sometime in the early 1990’s, when OASI
and DI are improving, the now-healthy hospital insurance (HI)
trust fund is expected to begin running large annual deficits. These
deficits are expected to grow rapidly, depleting the HI trust fund
around 1990. Were OASI authorized in 1983 to continue borrowing
from the HI trust fund, with no other solution to the OASI short-
term financing problem, the HI fund could be depleted as early as
mid-1984. Unlike the immediate financing problem in OASI, there
is no indication that the HI trust fund has any chance of recover-
ing without a change in the overall method of financing health
care in this country.

In the long run, OASDI is expected to once again experience fi-
nancial difficulty when the bulge in the population created by the
post-war “baby boom” begins reaching retirement age after 2015:

(A) OASDI—SHORT-TERM FINANCING

In the immediate future, the fund with the major financing prob-
lems is the old-age and survivors insurance (QASI) trust fund. At
the end of October 1982, the OASI trust fund had a balance of $10
billion, almost $1 billion less than was needed to make the Novem-
ber benefit payments. As a result, OASI borrowed $0.6 billion from
the DI trust fund in November and an additional $16.4 billion from
DI and HI in December to enable OASI to meet benefit payments
through June 1983. Without further legislation, OASI will most
likely have to delay benefit payments for several days beginning in
July, with increasing delays each month as the reserves are deplet-
ed.

The disability insurance (DI) trust fund is somewhat more sound.
Reallocations of the OASDI tax rates in favor of DI in 1977, and in
favor of OASI in 1980, have greatly altered the trust fund balances
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in the DI fund over time. But the existing DI tax rate coupled with
the effect of improvements in actual disability experience has
maintained a positive cash flow in this program. At the end of Oc-
tober 1982, the DI trust fund had a balance of $6.9 billion. In No-
vember and December the DI trust fund loaned $5.1 billion of this
reserve to OASI. The National Commission has recommended that
the tax rates for OASI and DI be reallocated to achieve roughly
equal ratios of trust fund reserves to projected expenditures in
each program.

Under intermediate cost estimates (alternative II-B assumptions
from the 1983 trustees report) the OASDI combined trust funds are
expected to experience deficits averaging about $21 billion a year
between 1983 and 1989. Under pessimistic cost estimates (alterna-
tive III assumptions) the deficits in OASDI are expected to be about
$25 billion a year prior to 1985 increasing to $51 billion by 1989.1

CHART 1

0ASDI TRUST FUNDS:
ESTIMATED RATIO OF RESERVES TO OUTLAYS
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To maintain trust fund reserves in OASDI equal to 15 percent of
projected annual outgo $117 billion in either added revenues or re-
duced outlays or both between 1983 and 1989 would be required
under intermediate assumptions, and $198 billion over that time
under pessimistic assumptions. A 15-percent reserve ratio is gener-
ally considered the minimum safe reserve margin necessary to
enable the system to continue to make timely benefit payments.2

! Social Security Administration. Office of the Actuary. Based on assumptions prepared for
use in the 1983 trustees report. Tables 2 and 3. Feb. 7, 1983.
2 Ibid., table 10.
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TABLE 1.—ESTIMATED AMOUNTS OF ADDITIONAL OASDI TAX INCOME OR REDUCTIONS IN OASDI
BENEFITS REQUIRED IN 1983-89 TO MAINTAIN ASSETS EQUAL TO 15 PERCENT OF ANNUAL
EXPENDITURES

[In biflions]

Calendar year— Total
1983 1984 1985 198 1987 1988 1989  [%83-89

Based on 1983 alternative 11-B:

Additional tax income ............ccoooveveevecenrenees $23 $20 $12 $14 $15 $16 $17 $117

Reductions in benefits...........c.o.ocvovvvvvevvvnnns 20 20 14 14 15 16 17 116
Based on 1983 alternative 1ll:

Additional tax income ..........cccceeevvvvvvevirienns 24 26 2 26 30 34 36 198

Reductions in benefits...............cccooovvvvevrenen. 21 26 23 26 29 34 36 195

Note.—Estimates represent amounts of additional tax income or benefit reductions required relative to present law. Amounts shown do not include
provision for repayment of the $12.4 billion that was borrowed from the HI trust fund in 1982. Thus the amounts required in 1983-89 to maintain
a 15-percent asset level and to repay the HI program would equal the above figures plus $12.4 biflion.

Source: Social Security Administration Office of the Actuary Feb. 5, 1983.

In recent years, because of continued deterioration in the econo- .
my, intermediate forecasts have proven to be more optimistic than
actual experience. As a result, there has been increasing support
for basing policy decisions on pessimistic assumptions or on higher
reserve ratios to guard against the possibility of again being too op-
timistic.

The National Commission on Social Security Reform adopted this
approach in its recommendation that between 1983 and 1989 the
Congress improve the financial condition of the trust funds by $150
to $200 billion. Added revenues or savings of this amount would
enable OASDI to maintain a 15-percent trust fund reserve under
somewhat pessimistic assumptions or to build up a somewhat safer
reserve margin should economic performance prove to be better.
The changes recommended by the Commission would improve the
financial condition of the trust funds by $165 billion between 1983
and 1989, and maintain, under intermediate assumptions, sufficient
reserves throughout. Under pessimistic assumptions, the changes
recommended by the Commission would need to be supplemented
by an additional “‘fail-safe” proposal to assure that reserves would
be sufficient between 1985 and 1987.

(B) MEDICARE FINANCING PROBLEMS

Early in the debate in the 97th Congress on the short-term
OASDI financing problem, the financing problem in the hospital
insurance (HI) trust fund was generally viewed as a concern for the
next decade. The HI trust fund was seen as a source of funds to aid
the ailing OASDI trust funds until the 1990 tax increase went into
effect. However, over the last 2 years the forecasts for the HI trust
fund have grown significantly worse. It is now clear that if the HI
trust fund is used to sustain OASDI in the near term, its reserves
could be exhausted as early as 1984.

The future deficits in the HI program are a result of forecasts of
continuing annual rates of growth in hospital costs exceeding the
growth rate in the CPl. In recent years, hospital costs have in-
creased at an annual rate of 10 to 19 percent. Intermediate II-B
assumptions project rates of hospital cost increases declining from
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16.5 percent in 1982, to 10 percent in 1995, to 9.3 percent in 2005.
These rates of increase are twice the rate of increase projected for
the CPI.3

Frc_)m 1981 to 1986, medicare is expected to have small annual
deﬁc1ts., on average. At the beginning of 1982, the HI fund had
$18.4 billion in reserves, roughly 52 percent of the estimated outgo
for the HI program. By the end of 1986, HI is expected (under in-
termediate assumptions from the 1983 trustees report) to have a re-
serve on hand of $5.4 billion, only 8 percent of the estimated payout
for 1987.

Be:ginning in 1987, HI will run ever-increasing annual deficits,
leading to an estimated $50 billion deficit (under intermediate as-
sumptions) in 1992. HI will retain a sufficient balance in the trust
funds to meet payments on time for the next 5 years, but will be rapid-
ly depleted near the end of the decade.*

CHART 2
HI TRUST FUNDS:

ESTIMATED RATIO OF RESERVES TO OUTLAYS
CALENDAR YEARS 13983-1992

:»eqh__w\m
~‘_-~—-‘_'._‘_‘—hl——_

@ N,

T \

- 40 N

~60 N

RESERVES A4S PERCENT OF QUTLAYS

-0
T T T T T T T T [
1983 14984 1985 1986 1987 19¢€f 1482 1990 1991 1992
SOURCE: 88A, Office of the Actuary, Preliminary Estimates for the 1983
Trustees Report, February 18, 1983
NOTE: This data reflects the effects of enactment of the
Commission's rtecommendations.

Over the next 25 years, under intermediate assumptions from
the 1982 trustees report, HI is expected to have an average annual
deficit of nearly 1.5 percent of taxable payroll. With no change in
the law, this deficit would average 5.21 percent of taxable payroll
over the next 75 years—far in excess of the average deficit of 1.82

31982 Annual Report of the Board of Trustees of the Federal Hospital Insurance Trust Fund.

table Al.
+Health Care Financing Administration. Office of the HI Actuary. February 1983.
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percent of taxable payroll in OASDI, under intermediate assump-
tions.5

(C) THE LONG-TERM OASDI PROBLEM

Forecasts prepared by the Social Security Administration for the
1983 trustees report show that, under intermediate assumptions,
annual expenditures for old-age, survivors, and disability insur-
ance (OASDI) will exceed revenues beginning in the early decades
of the next century and continuing through the first half of the
century. Under these assumptions, expenditures are then expected
to begin exceeding revenues around 2015, with the trust funds de-
pleted by 2030. On average, over the next 75 years, expenditures
are expected to exceed revenues by an amount equal to an average
2.09 percent of the annual payroll subject to social security taxes.
This means that if payroll taxes were to be increased to entirely
offset this deficit, the average combined OASDI tax rate over the
next 75 years would have to be raised from 12.29 percent, now
scheduled for OASDI, to 14.38 percent. The actual OASDI tax rate
isgg(l)"esently 10.8 percent and is scheduled to rise to 12.4 percent by
1990.6

CHART 3

ESTIMATED OASDI COST AND TAX RATES
ALTERNATIVE II-B ASSUMPTIONS
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The picture varies considerably over the three 25-year periods be-
tween I1983 and 2057. In the first 25-year period (1983-2007), rev-

5 Report of the National Commission on Social Security Reform. Appendix K, table 7B. Janu-

1983. .
ar{Social Security Administration. Office of the Actuary. Based on assumptions prepared for

use in the 1983 trustees report. Feb. 18, 1983, table 2.
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enues are expected to exceed expenditures by an average of 0.58
percent of taxable payroll. OASDI trust funds are expected to build
to more than 100 percent of annual expenditures after 2000.

In the second 25-year period (2008-32), the financial condition of
OASDI is expected to deteriorate considerably. By 2015 the trust
funds will have grown to over 150 percent of annual expenditures.
Thereafter, annual deficits will begin eroding the trust funds. The
accumulating deficit is expected to exhaust the trust funds shortly
after 2025. Over the 25 years, expenditures are expected to exceed
revenues by an average 1.89 percent of taxable payroll.

In the third 25-year period (2033-57), annual expenditures are
projected to level off, but remain above annual revenues. Expendi-
tures in this period are expected to exceed revenues by an average
4.96 percent of taxable payroll.

TABLE 2.—ESTIMATED AVERAGE OASDI TAX RATES, EXPENDITURES AND ACTUARIAL BALANGE,

1983-2057
[Percentage of taxable payroli)
25-year average 75-year
average,
1983-2007 2008-32 2033-57 1983-;057

Average scheduled tax rate (combined employer-employee rate)............ 12.07 12.40 12.40 12.29
Estimated average expenditures 11.49 14.29 17.36 14.38
Difference (actuarial balance) .58 —1.89 —4.96 —2.09

Source: Social Security Administration. Office of the Actuary. Based on assumptions prepared for use in the 1983 trustees report. Feb. 18, 1983.

The National Commission on Social Security Reform agreed that
the long-run deficit was 1.80 percent, based on 1982 trustees report
alternative II-B assumptions. The recommendations of the Com-
mission included proposed changes to eliminate two-thirds of this
deficit, leaving a long-run deficit of 0.58 percent to be resolved
through additional changes. Estimates based on alternative II-B as-
sumptions prepared for use in the 1983 trustees report show a
somewhat higher deficit (2.09) due to modifications in fertility and
unemployment assumptions, and projections of State and local gov-
ernment and nonprofit terminations. Under the 1983 assumptions,
the package recommended by the Commission would reduce the
long-run deficit by 1.41 percent of taxable payroll, leaving a deficit
of 0.68 percent unresolved.

The projected long-term deficit in social security is expected to
result from the problems of financing the needs of an expanding
older population on an eroding tax base. The first part of this prob-
lem is that there are expected to be proportionately more older
people, living longer, and continuing to retire early.

Unusually high birth rates after World War II have already cre-
ated a bulge in the population—the baby boom generation—which
is expected to reach retirement age beginning in 30 years. If life
expectancy continues to rise and fertility rates stay low, the rela-
tive size of this cohort will be even greater by then.

Future life expectancy gains are projected to be substantial. For
men age 65, life expectancy has increased by 2 years since 1940 and
is expected, under intermediate assumptions, to increase by an-
other 3 years by 2040. For women age 65, life expectancy has in-

14-887 O - 83 - 7
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creased by 5 years since 1940, and is expected to increase by an-
other 4 years before 2040.7

In addition, low rates of fertility may well keep the younger
working population relatively small in the future. Fertility rates of
3 to 3.6 children per 1,000 women resulted in the baby boom in the
1950’s and early 1960’s. Fertility rates then declined precipitously
to 1.8 in the late 1970’s and early 1980’s—rates below the popula-
tion replacement rate of 2.1 (the rate which will keep the popula-
tion the same size with no change in immigration rates). Under in-
termediate assumptions in the 1982 trustees report, fertility rates
arezexpected to rise slowly, only reaching the replacement rate (2.1)
in 2005.8

These factors will cause the relative size of the older population
to rise substantially. The ratio of older persons (age 65 and over) to
the “working age population” (age 20 to 64) has grown from rough-
ly 1 to 6 in 1960, to 1 to 5 in 1980, and is estimated to rise to 1 to 3
before 2030.

If these changes are coupled with a continuation of current pat-
terns of early retirement, the relative size of the beneficiary popu-
lation will grow substantially. The long-term trend has been for
fewer people to continue working beyond age 65. Although roughly
one out of four persons 65 and over was working in 1954, only one
out of eight did so in 1980. The tendency has been particularly
strong among male workers—two out of five men age 65 and over
worked in 1954, compared to one out of five in 1980.

The same tendency toward reduced labor-force participation is
evident among the 60 to 64 age group, although here, the reduced
labor-force participation of men has been offset somewhat by the
increased labor-force participation of women. Total labor-force par-
ticipation of men and women in the 60 to 64 age bracket declined
from 55 percent in 1954, to 45 percent in 1980. Male labor-force
participation declined from 84 to 61 percent, while labor-force par-
ticipation of women increased from 27 to 33 percent.

These changes combined are expected to result in more elderly
people remaining in beneficiary status for a longer time, thus
adding to social security costs, while low birth rates will keep the
size of the taxpaying working age group from increasing as rapidly
as the beneficiaries. Whereas there are about 3.2 covered workers
for every OASDI beneficiary today, there are expected to be about
2 covered workers for every OASDI beneficiary in the year 2030.°

7Report of the National Commission. Appendix K. Table 12. January 1983. Assumptions are
thgse used in preparing the 1982 trustees report.
Ibid.
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This relative increase in the number of beneficiaries will not nec-
essarily be a problem. Even though there are expected to be fewer
workers supporting each beneficiary in 50 years, this added cost
per worker will be offset through the increased productivity of the
future worker, if productivity gains compare to those experienced
over the past 30 years.

While the absolute cost of funding the current structure of bene-
fits in social security is expected to increase substantially over the
next 75 years, due to expected increases in the beneficiary-worker
ratio, the cost of social security relative to the economy as a whole
will not necessarily increase greatly over levels experienced in the
1970’s. Currently, social security accounts for about 5.2 percent of
the GNP. Under intermediate II-B assumptions (with 1.5 percent
real wage growth), social security is expected to rise to about 6.1
percent of GNP by 2030, declining to 5.4 percent by 2060.1°

However, this relative increase in the number of beneficiaries
will be a problem if productivity increases do not occur or the
social security tax base is allowed to erode—as it is now projected
to. The second part of the long-run problem is that social security
is expected to be taxing less and less of the compensation paid to
workers in the future. Intermediate II-B assumptions for social se-
curity financing assume in the long run that the proportion of com-
pensation paid to employees as nontaxable fringe benefits will con-
tinue to grow at a rate of 0.4 percent per year—the average annual
rate of growth experienced over the last 30 years. In 1950, fringes
accounted for only 5 percent of total compensation, and FICA taxes
were levied on 95 percent of compensation. By 1980, fringe benefits
had grown to account for 16 percent of compensation leaving only
84 percent to be taxed for social security. Continuation in this rate
of growth in fringe benefits, as projected by the social security ac-
tuaries, will result by 2055 in nontaxable fringes accounting for 38
percent of compensation, leaving only 62 percent to be taxed for
social security.!!

101982 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insur-
ance and Disability Insurance Trust Funds. Table 30.

'! Social Security Administration. Office of the Actuary. Growth in Fringe Benefits. Prepared
by John Wilkin, Ronald Gresch, and Milton Glanz. Actuarial Note No. 113, June 1982, pp. 2-3.
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CHART 4

0ASDI AS A PERCENT OF GNF:
INTERMEDIATE ASSUMPTIONS
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If this potential growth in fringe benefits does occur, it will cause
a substantial reduction in the relative value of the social security
tax base. Under intermediate II-B assumptions social security rev-
enues are expected to decline from a high in 1990 of 5.2 percent of
GNP, to less than 4 percent of GNP by 2060. The loss of revenues
from this shrinkage, assuming a level tax rate after 1990, is rough-
ly equivalent to 1.58 percent of taxable payroll or 90 percent of the
current long-run deficit.12

C. THE NATIONAL COMMISSION ON SOCIAL SECURITY
REFORM: ISSUES AND RECOMMENDATIONS

In September 1981, with the Congress deadlocked on social secu-
rity, President Reagan announced that he would appoint a task
force to work with the Congress in arriving at a bipartisan consen-
sus so that the necessary reforms could be enacted. On December
16, the President announced the appointment of 15 members to the
National Commission on Social Security Reform.!?® Five of these

12Gocial Security Administration. Office of the Actuary, also National Commission on Social
Security Reform. Adjusting the Payroll Tax Rate to Compensate for the Erosion of the Tax Base
Due to the Growth of Fringes. Technical Memorandum No. 50, Sept. 8, 1983.

13 President Reagan appointed five members: Task force chairman Alan Greenspan, who was
chairman of the Council of Economic Advisers under President Ford; Robert A. Beck, chairman
of the board of Prudential Insurance Co. of America; Mary Falvey Fuller, vice president for fi-
nance of the Shaklee Corp.; Alexander B. Trowbridge, president of the National Association of
Manufacturers; and Joe D. Waggoner Jr., former Democratic House Member from Louisiana
and a consultant with Bossier Bank Trust Co. House Speaker Thomas P. O'Neill Jr., D-Mass,,
named five members: Former Social Security Commissioner Robert M. Ball; former Representa-
tive Martha Keys. D-Kan.; Representative Claude Pepper, D-Fla,, chairman of the Select Com-
mittee on Aging; Representative Bill Archer, R-Texas, and Representative Barber B. Conable

Continued

.



89

members were selected by the President, five by the Speaker of the
House, and five by the Majority Leader of the Senate. Seven of
those appointed to the Commission were Members of Congress, in-
cluding Senator John Heinz, chairman of the Senate Special Com-
mittee on Aging. The Commission was chaired by Alan Greenspan,
an economic adviser to the President, and former Chairman of the
Council of Economic Advisers under President Ford.

In his Executive order establishing the Commission, the Presi-
dent charged the Commission with:

—Reviewing relevant analyses of the current and long-term fi-

nancing condition of the social security trust funds.

—Identifying problems that may threaten the long-term solvency
of such funds.

—Analyzing potential solutions to such problems that will both
assure the financial integrity of the social security system and
the provision of appropriate benefits; and

—Providing appropriate recommendations to the Secretary of
Health and Human Services, the President, and the Congress.

The Commission was directed to make its report to the President
by December 31, 1982,

The Commission met nine times during 1982 to review the social
security financing problems and options for resolving them.
Though they acknowledged the future financing problem in the HI
trust fund, the members directed their attention exclusively to the
more immediate OASDI financing problems. The  Advisory Council
on Social Security, appointed in 1982, was directed to address the
financial condition of the medicare program.

In November, the Commission reached a consensus on the dimen-
sions of the financing problems. They concluded that for the pur-
poses of solving the financing problems, the OASDI trust funds
need $150 to $200 billion in additional revenues, savings, or a com-
bination of both between 1983 and 1989, and that over the next 75
years, the actuarial imbalance in OASDI trust funds is equal to
1.80 percent of taxable payroll. The members also agreed that in
- solving the financing problems the Congress should not alter the
fundamental structure of the social security program or undermine
its fundamental principles.

The Commission continued to work on a bipartisan consensus on
changes to finance the system, and with a 2-week extension in the
reporting date, succeeded in reaching a consensus among 12 of the
15 members of the Commission !¢ on January 15, 1983. The consen-
sus recommendations were immediately endorsed by the President,
the Speaker of the House, and the Majority Leader of the Senate.

The consensus package of the National Commission on Social Se-
curity Reform includes recommendations on solutions to the fi-
nancing problems in four broad areas: Coverage, tax rate changes,
benefit modifications, and miscellaneous financing measures. In ad-

Jr., R-N.Y. Senate Majority Leader Howard H. Baker Jr., R-Tenn., appointed the final five:
Senate Finance Committee Chairman Robert Dole, R-Kan.; Senators Daniel Patrick Moynihan,
Il:z—NmY., William L. Armstrong, R-Colo.,, and John Heinz, R-Pa.; and AFL-CIO president Lane

irkland.

14The 12 members voting in favor of the “consensus” package were Commissioners Ball,
Beck, Conable, Dole, Fuller, Greenspan, Heinz, Keys, Kirkland, Moynihan, Pepper, and Trow-
bridge. The 3 members voting against the package were Commissioners Archer, Armstrong and
Waggonner.
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dition, the Commission made several recommendations with no sig-
nificant financing implications. The following sections include a
review of the issues in each of these areas and the changes recom-
mended by the Commission.

1. COVERAGE

(A) BACKGROUND

When taxes were first collected for the old-age insurance (OIA)
program in 1937, mandatory coverage was initially extended only
to private sector workers in commerce and industry. As of 1939,
only 43 percent of the labor force was covered by social security. In
the 1950’s and 1960’s mandatory coverage was extended to farm
and domestic workers, the self-employed, the military, physicians,
ministers, and some members of religious orders. Coverage was ex-
tended on an elective basis in 1950 and 1954 to employees of non-
profit organizations and State and local government entities. Today
about 115 million workers or 95 percent of all jobs are covered.
This includes 70 percent (9.4 million) of all State and local govern-
ment employees and about 85 percent (4.5 million) of the employees
of nonprofit organizations.

Federal employees were initially excluded from participation in
social security because most were already covered under the civil
service retirement system (CSRS). State and local government em-
ployees and employees of nonprofit organizations were excluded be-
cause of concern that mandating coverage might raise some diffi-
cult constitutional questions. In the case of State and local govern-
ments the constitutional issues have revolved around the immunity
of States from Federal taxation, and limits on Federal interference
in the employer-employee relationships of States. In the case of
nonprofit organizations, concern has been centered on whether re-
moval of the tax exemption from social security would lead to a
general loss of their tax exempt status, and whether this form of
taxation would constitute a violation of principles of separation of
church and state, “free exercise” of religious beliefs, and “free as-
sembly.”

The constitutional problems have been avoided by allowing State
and local governments and nonprofit organizations to elect to cover
their employees.

Federal civilian employees are the only regularly employed
group of workers who remain entirely outside of the social security
system. Of all workers not covered, 2.7 million are Federal civilian
employees. Another 3.5 to 4 million are employees of State and
local governments and nonprofit organizations that remain outside
the system by choice.

(B) ISSUES

Social security from its beginning was designed as a universal
social insurance system. As a universal system it can provide a
fully portable foundation of insurance protection and retirement
benefit accumulation throughout each individual’s working career.
As a universal system, it can also share the basic costs of support-
ing the retired generation reasonably equitably among those still
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working. Incomplete coverage of the working population creates
problems of inconsistency and inequity in the treatment of individ-
uals resulting almost randomly from variations in individual
career patterns. Some individuals who move between covered and
noncovered employment are able to profit from entitlement to
benefits under social security and full alternative pension benefits.
Other less fortunate mobile workers suffer benefit losses and gaps
in insurance protection as a result of their split careers. Incomplete
coverage of the work force is of concern not only because it may
result in inadequate protection for workers, but also because of the
perceived unfairness of exempting some workers from participating
in the intergenerational transfer of income.

The major coverage issue is whether or not it is feasible to
extend mandatory coverage to the three major groups which are
either excluded or are covered on a voluntary basis. Full and im-
mediate mandatory coverage of the entire working population,
were it practical, would eliminate all other concerns regarding cov-
erage. Barring full coverage, there are two other major coverage
concerns. One is that State and local and nonprofit employers who
have elected to cover their employees may also elect to terminate
social security coverage for their employees at any time, and are
beginning to do so in record numbers. The second is that those who
work most of their careers in noncovered employment frequently
become entitled to social security and receive social security benefit
“windfalls” in addition to the benefits they have earned.

(1) Coverage of Federal Employees

Proposals to extend social security coverage to Federal employees
are motivated by three concerns: A growing interest in reforming
the civil service retirement system, popular opposition to excluding
Federal employees from social security, and a need to improve both
the immediate and the long-run financial condition of the social se-
curity system.

Pressure to reform the civil service retirement system (CSRS)
has surfaced most recently in the context of the budget debate. Al-
though many people think that Federal workers finance their own
retirement system with matching contributions from their employ-
er, in fact the system is largely financed by taxpayers through
annual general fund appropriations and interest payments. While
employees contribute 7 percent of salary to the retirement fund,
arnual Federal Government payments tc the fund, excludin
matching empleyer cortributions, amount to 22 percert of payroll.
And these payments are nrojected te grow in proportion te the
total cost of the program. Today the Coverrnment finances two-
thirds of the total cost of the program, in 50 years the Governmer?
is expected tc be paying three-querters of the cost. In real terms,
the cost to the Government is expeeted tc rise from $9 € billion n
1986, to $22.6 bililon in 199C, and $20.2 biiicn in 203317

. The twe fagtors ceusing the greatest increase in the cost of eivil
service retirement are the annual swivmsaiic cost-of-living agjust

15U.S. Congressional Budget Office. Civil Service Retirement: Financing and Costs. Washing-
ton, U.S. Govt. Print. Off. Table 2. May 1981.
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ment (COLA) and the provision allowing retirement with unre-
duced benefits at age 55. These features of the CSRS are coming
under increasing scrutiny. In the fiscal year 1983 budget, the Con-
gress enacted a 3-year reduction in Federal civilian and military
COLA'’s for retirees under age 62. And the Reagan administration
has included proposals in the fiscal year 1984 budget to increase
the age of retirement and delay cost-of-living adjustments for all
retirees.

Alternative proposals for controlling the costs of the CSRS have
suggested a complete overhaul of the retirement plan provided to
new Federal hires, including coverage under social security. For ex-
ample, Senator Stevens introduced a bill (S. 2905) in the 97th Con-
gress which would have provided new Federal employees with
social security coverage based on their own and a matching em-
gloyer’s contribution of roughly 7 percent of salary. In addition, the

tevens bill would have provided a supplemental pension plan fi-
nanced entirely by an employer contribution averaging 14 percent
of salary, and a voluntary thrift plan with a matching employer
contribution of up to 3 percent of salary. This combination was ex-
pected to produce substantial cost savings to the Government
within 20 to 30 years.

Another focus of the reform effort has been concern about the
adequacy of retirement benefits for a portion of the Federal work
force. Full career Federal employees usually do well in the CSRS,
but at the expense of more mobile employees. The civil service re-
tirement system, like most employer-provided pension plans, tilts
its compensation to reward long service and later termination, and
provides a proportionately high compensation to highly paid work-
ers. Social security, by contrast, provides a basic retirement income
to all employees, tilts its benefits to provide higher proportional
compensation to lower paid workers, and does not penalize workers
for job mobility or early termination.

Workers covered by social security plus an employer-provided re-
tirement plan receive the contrasting advantages offered by each.
However, Federal workers, covered only by the employer-provided
plan, may receive inadequate benefits because they are not covered
by social security. This inadequacy stems in large part from the
lack of portability in Federal pension benefits. Employees must
work 5 years to become vested in any benefits, and must work 10
years before the benefit formula begins crediting at full rates. Em-
ployees who leave after vesting may choose to withdraw their own
contributions instead of qualifying for benefits, but if they do, they
forego the value of the Government’s share. If they leave their con-
tributions in the system, they will receive benefits upon retire-
ment, but the benefits will be fixed in relation to their salary at
the time they left Federal service. Because of these limitations,
Federal employees who spend less than a full career in Federal
service frequently receive little retirement income of value for
their years of service with the Government. OPM estimates that 62
percent of all new Federal employees will receive no Federal pen-
sion benefits at all. In all, two-thirds of the civil service retirement
benefits will go to one-fourth of the Federal employees. This would
be less of a problem if those who left Federal service early received
indexed or transferable credits for their years of service. But lack



93

of social security coverage effectively denies them the portable re-
tirement benefits they would otherwise have received in the pri-
vate sector. .

On the other hand, those who remain in Federal service for 30
years can receive substantial retirement income. The civil service
retirement system is intended to provide retired Federal employees
with a nearly full replacement of their highest Federal salary since
they are not covered by social security. It therefore pays benefits
more than three times the average benefits paid by those private
retirement plans designed to supplement social security.'® For ex-
ample, the average monthly benefit for a Federal employee retiring
at age 55 with 30 years service in 1981 was $1,242.17 With the early
age for retirement from the civil service, it is not unusual for
career Federal employees to retire and work sufficiently in private
employment te also qualify for social security benefits. It is esti-
mated, as of 1979, that 73 percent of all civil service annuitants
over age 62 currently receive social security benefits.18

The public perception of unfairness comes in part from the sense
that civil service retirement provides unnecessarily plush benefits
to Federal retirees at the taxpayer’s expense. It is compounded by
public concern that the administrators of social security and Mem-
bers of Congress have chosen to exclude themselves from the retire-
ment program in which everyone else must participate. With sccial
security in financial trouble, and only a limited range of unpleas-
ané options available to restore solvency, there has been a growing
public sense that continued exclusion of Federal workers from
social security is a luxury the taxpayers can no longer afford.

Extension of social security coverage to Federal employees has
been particularly attractive because of its potential to improve
both the immediate and the long-run financial condition of the
social security system. In the immediate future, including only
newly hired Federal employees in social security, is estimated to
add $1 to $3 billion a year to social security revenues. Because
there would be few benefit payments to new Federal employees in
the early years, this change would improve trust fund balances by
$9 billion between now and 1989. On average over the next 75
years, the inclusion of Federal workers would result in an improve-
ment of the trust funds equal to 0.29 percent of the taxable payroll.
The long-run savings in social security would result from the rela-
tively high salaries and steady work histories of Federal employees
and from elimination of benefit “windfalls.”

Opposition to extending mandatory coverage to new Federal em-
ployees has come largely from groups representing current Federal
employees and retirees. These groups generally cite three reasons
for opposing social security coverage for new hires: (1) It will raise
the cost to the taxpayer of financing retirement benefits for Feder-
al employees; (2) it will help social security only in the short term
and will only add to its deficits in the long run; and (3) it will bank-

16 Employee Benefit Research Institute. Special Tabulation of the March 1980 Current Popula-
tion Survey.

17.8. Office of Personnel Management. Federal Fringe Benefit Facts, 1981. Table 4.

128ocial Security Administration. Research and Statistics Note No. 6. Dec. 30, 1982.
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rupt the civil service retirement fund in a few decades. These con-
cerns, however, are not well-founded.

(a) Cost of coverage to the Government

Some employee groups claim that covering new Federal workers
under social security will result in additional costs to the Govern-
ment as an employer. However, this conclusion is based on a mis-
understanding of where the Government’s cost is actually incurred.
The cost to the Government of financing retirement benefits for
Federal employees is the amount by which annual benefit and
refund payments exceed annual revenues from employee contribu-
tions. Total Federal civilian retirement costs are now 37 percent of
payroll, of which 7 percent is employee contributions and 30 per-
cent is Government cost. This cost is determined by the contribu-
tion rate and the benefits paid, and is not affected by the way in
which various civilian retirement programs are accounted for or
funded in the budget. Therefore, as long as the basis for collecting
contributions or making payments remains the same, merely cover-
ing one group of employees under a different plan in the budget
will not make a difference in the cost to the taxpayer. However, if
new Federal employees are covered under a plan resulting in a dif-
ferent rate of employee contributions or benefit payments, then
total Government retirement costs will change.

CHART 5. CURRENT CIVIL SERVICE RETTREMENT SYSTEM ESTIMATED COSTS, 1990

$ 6.6 . CSRS

TRUST
employee FUND

contributions

$ 39.3

Y
benefits
and refunds

GENERAL
TFUND
interest: $ 10.2

pmployer

bontribution: S 31.7

$ - 41.9

BUDGET EFFECT: Revenues: $ 6.6
Qutlays: 39.3

NET: -32.7

Sc.)ur_ce:_ Employee Benefit Research Institute, September 1982.
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Chart 6 shows the effect on the budget of enacting S. 2905 (the
Stevens bill). New employees hired after December 1983 are cov-
ered under social security plus a new civil service pension and
thrift plan. Current employees remain covered under the old civil
service retirement system. Note that the effect of coverage on the
budget is minimal. The current system will add $32.7 billion to
budget deficits. Coverage will reduce this cost by $1 billion. If the
CSRS trust fund is to be fully funded over a 40-year period, the cost
to the general fund will increase by $22.5 billion. However, this
added spending from the general fund to the closed CSRS trust
fund is immediately loaned back to the Treasury, with no added
cost to the Government.

CHART 6. MODIFIED CIVIL SERVICE PENSION SYSTEM WITH SOCIAL SECURITY COVERAGE
FOR NEW FEDERAL EMPLOYEES, 1990
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Covering new Federal employees under a combination of social
security and a supplemental pension is likely to result in a reduc-
tion in total retirement costs for several reasons. First, social secu-
rity coverage will raise the age of retirement for new Federal em-
ployees by about 3 years. Currently, a Federal employee with 30
years’ service may retire with full benefits at age 55, and half of all
Federal retirees begin drawing benefits by age 61. However, social
security will not pay reduced retirement benefits before age 62, and
will not pay full benefits until age 65. Half of all social security re--
tirees do not begin collecting benefits before age 64. With Federal
employees working longer, total benefit payments will be less.
Second, full career coverage for new employees under social secu-
rity will eliminate for them the social security benefit “windfalls”
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received by current employees with split careers in covered and
noncovered employment. Third, future cost-of-living indexing may
also be reduced somewhat for the pensions of new Federal employ-
ees. The current civil service retirement system provides full
annual cost-of-living indexing for the entire civil service pension. If
the new combined retirement plan is made comparable to the best
private sector plans, it is possible that something less than full
cost-of-living indexing will be provided for the supplemental em-
ployer-financed pension. While none of these differences would
result in any near term cost savings, in the long run the total cost
to the Government of civilian employee retirement would most
likely be substantially lower as a result of covering new Federal
employees under social security.

(&) Effect on the long-run social security deficit

Employee groups also claim that covering new Federal employ-,
ees under social security will only help social security financing in
the short run. In the long run, they claim, covering Federal em-
ployees will cost more in added benefits than it will raise in added
revenues. This conclusion contradicts the evidence. In fact, cover-
age of new Federal employees is expected to provide social security
with added revenues in excess of its added benefit obligations in
each year over the entire 75-year forecast period. Even in the last
25 years of the forecast period (2031-2056), when tax revenues from
currently covered employment are expected to fall short of financ-
ing social security benefit payments by 4.41 percent of taxable pay-
roll, tax revenues from Federal employment would exceed Federal
retirees’ social security benefit payments by an amount equal to
0.21 percent of taxable payroll.

TaBLE 3.—Effect of coverage of new Federal employees on the OASDI long-run
deficit, 1985 to 2060

Year: . Percent!
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‘E:}cl:ess of revenues over payments due to coverage—as a percent of social security taxable
payroll.

Source: Social Security Administration. Office of the Actuary. Based on 1982 trustees report
intermediate II-B assumptions.
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This positive long-run effect on social security financing results
from two factors. First, most Federal employees receive social secu-
rity benefits anyway, but new Federal hires will have to make a
lifetime of social security tax payments and will no longer be able
to receive the benefit “windfalls” which resulted from short periods
in covered employment. Second, because the Federal work force
has a higher proportion of highly paid workers than the private
work force, annual tax payments to social security would be higher
than average tax payments, while average benefit payments would
be lower in relation to average earnings.

(c) Effect on the CSRS trust fund

Employee groups seem most worried that covering new Federal
hires under social security will deprive the civil service retirement
fund of their contributions, inevitably leading to bankruptcy in just
20 years. They argue that in order to prevent the bankruptcy of
the CSRS trust fund, the Congress will have to increase annual ap-
propriations to the trust funds, and this will ultimately cost the
taxpayers more. This conclusion is based on the faulty assumption
that the CSRS is, at least in part, a funded pension system, and,
therefore, limited in the amount of benefit payments it can make
by the amount of assets in the trust funds. In fact, the civil service
retirement system is financed on a pay-as-you-go basis, with a trust
fund account in the Federal budget. In any given year, the real
cost of civil service retirement is the cost of making annual benefit
and refund payments. If, in a particular year, the Congress appro-
priates an amount in excess of the cost of payments, the difference
is credited to the trust fund. This amount is then used to purchase
special Government securities—in other words, it is loaned back to
the general fund to be repaid at some future date with interest. Be-
cause this is in effect returning to the general fund the amount ap-
propriated, this transaction has no net effect on either the general
fund or the taxpayer. When the trust fund redeems these securities
to make benefit payments, general revenues must actually be
spent.

In short, because the assets of the trust funds are all invested in-
ternally in the budget, the only actual expenditure of tax dollars
occurs when benefit payments are made. No matter how large the
civil service retirement trust fund reserves become, they do not
lessen the burden on taxpayers of meeting benefit obligations to
Federal retirees in the year they come due. The trust fund reserves
themselves only serve to convert an unspecified future obligation to
pay benefits into a paper claim against future general revenues. If
appropriations for the full amount of unfunded liabilities were
made to the CSRS, the additional revenue, which would not be
needed to pay current benefits, would immediately return to the
Treasury in the form of a CSRS investment. Because these two
transactions would be equal and would both occur within the
budget, there would be no effect on the budget or on taxpayers.
The only change would be to transform unfunded liabilities of the
CSRS, i.e., demands on future taxpayers to honor obligations to
Federal employees, into funded investments, i.e, demands on
future taxpayers to honor Government liabilities.
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Reduced contributions to the CSRS resulting from coverage of
new Federal hires will reduce revenues to the CSRS trust fund if
annual general fund appropriations remain the same. However,
these reduced revenues could easily be offset by increasing annual
appropriations by 50 percent. The increase in appropriations would
have no effect on either the budget deficit or the cost of the pro-
gram. It would increase, by an equal amount, the funds credited to
the CSRS trust fund and loaned back to the Treasury. In other
words, it would increase the amount of Government debt held by
the Government. In so doing, it would create a paper obligation to
pay for the retirement benefits of current employees out of future
general revenues. But it would do nothing to change the fact,
which is inescapable even without coverage, that future retirement
benefit payments to current Federal employees must be paid for by
future taxpayers.

(2) Coverage of State and Local and Nonprofit Employees

Although the reasons for extending mandatory coverage to State
and local and nonprofit employees are similar to those for covering
Federal employees, the circumstances are quite different. Original-
ly, employees of State and local governments were excluded from
coverage because many of these employees were already covered
under public pension plans and because it was unclear whether the
Federal Government could impose a compulsory tax on State and
local entities. Certain tax-exempt nonprofit groups were also not
brought under mandatory coverage because many of these groups
feared that the social security tax would call into question their
general tax-exempt status. However, during the 1940’s a consensus
emerged that the constitutional and legal issues raised by compul-
sory coverage could be avoided by permitting these employers to
elect to cover their employees. In 1950, elective coverage was ex-
tended to State and local governments whose employees were not
already under a public retirement system and tax-exempt nonprofit
(501(c)(3)) organizations. Elective coverage was further extended in
1954 to State and local governments whose employees were already
covered under a public retirement system.

Elective coverage, as it was developed in the 1950 amendments,
followed the principle that coverage applied to the job through the
employer, and not to the individual worker; and further that the
unit of coverage was a group of jobs. Coverage through the employ-
er and group coverage minimized the potential for optional partici-
pation in the system. Social security coverage for employees of
States and their political subdivisions occurs through agreements
between the Secretary of Health and Human Services and the
States. Under the agreements, each State decides which groups of
employees are to be covered. Groups whose members are covered
under an existing retirement system must approve coverage
through a referendum. Work performed for a nonprofit, religious,
charitable, educational, or other tax-exempt organization is covered
if the organization files a certificate waiving its exemption from
social security taxation.

As a consequence of elective coverage, State and local govern-
ments and nonprofit organizations are also allowed to terminate
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social security coverage for their employees. States may terminate
after social security coverage has been in effect for 5 years by
giving 2 years’ notice to the IRS of intent to terminate. Nonprofit
organizations may terminate coverage in the same fashion but only
after 8 years of participation in the system. Once coverage has
been terminated for a group of employees, it cannot be restored for
this group again. Termination of coverage have become an issue be-
cause of a recent acceleration in the trend. From 1950 to the late
1970’s, more employers opted into the system each year than opted
out. Then, beginning in 1977, this trend reversed. The first great
influx of State and local termination notices was in response to the
deterioration in social security’s financial status prior to the enact-
ment of the 1977 amendments. Recently, there has been another
rash of terminations, dominated this time by terminations among
nonprofit hospitals. Since the 1950’s, about 881 State and local enti-
ties have terminated coverage, affecting about 172,000 jobs, and
about 200 nonprofit organizations have terminated, affecting an
unknown number of jobs. As of the end of 1982, termination notices
were pending for 635 State and local entities affecting 228,000 em-
ployees, and 935 nonprofit organizations, of which 425 were hospi-
tals with 334,000 employees. While only a small portion of State
and local and nonprofit employees have been affected by termina-
tions, the loss of revenues to the social security system may prove
to be substantial. If only those employers terminate who have no-
tices currently pending, the loss of revenues to the system will
exceed $1 billion a year by 1984.

(@) State and local coverage issues

Most State and local government employees are now covered
under social security. Of the 30 percent (or 3.8 million) who are not
covered, more than half are concentrated in four States: California,
Ohio, Illinois, and Massachusetts. Four other States also have large
concentrations of noncovered workers: Louisiana, Colorado, Maine,
and Nevada.

The reasons for extending mandatory coverage to State and local
governments are similar to those for covering Federal employees.
Incomplete coverage of the working population under social secu-
rity creates inequities and inadequacies. Some who move between
covered and noncovered employment receive inadequate pension
benefits from noncovered jobs due to either vesting restrictions or
benefit formulas weighted to reward long tenure. At the same time,
they may receive reduced social security benefits due to the exclu-
sion of noncovered earnings from their benefit calculation. They
may also experience gaps in disability anc survivors insurance pro-
tection. On the other hand, those who spend full working careers
in noncovered employment and receive substantial pensions from
such employment frequently become entitled to social security and
medicare benefits anyway, some receiving unintentional benefit
“windf{alls” ir the process.

The- problesns of extending mandatory coverage v 3izie ard:
local entities are complex. Some contend that there are insur-
mountable constitutional barriers to mandatory coverage. In addi-
tion, there are added costs which nonparticipating State and local
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governments would likely experience in making the transition to a
plan coordinated with social security.

The basic constitutional issue derives from limits on the com-
merce and taxing powers of the Congress. The question is: Can the
Congress force the States to pay social security taxes? Those who
contend that mandatory coverage would be unconstitutional refer
to the 1979 Supreme Court decision in National League of Cities v.
Usery (426 U.S. 833) in which the Court invalidated Congress 1974
extension of wage and hour provisions of the Fair Labor Standards
Act to State and local employees. The Court’s decision relied heav-
ily on the argument that the States have inherent constitutional
immunity from Federal taxation. The Court also stressed that the
wages and hours amendments would have altered or displaced the
States’ ability to structure employer-employee relationships. While
National League of Cities is cited as evidence that the Court would
not uphold compulsory social security taxation of the States as em-
ployers, other methods to achieve State and local employee cover-
age to avoid such constitutional barriers have been suggested.
These include: Taxing employees the full employer-employee tax
rate and covering them under the same provisions applying to the
self-employed, or increasing the incentives, such as through condi-
tional grants, for State governments to elect coverage for groups of
employees within the State.

Covering previously uncovered State and local government enti-
ties would be likely to raise retirement system costs and create
transition problems for these States. The “Universal Coverage
Study,” 1 in reviewing the status of pension plans for uncovered
State and local employees, concluded that, in general, coordinating
previously separate public employee retirement systems with social
security tax payments would raise total retirement system costs by
5 to 10 percent of payroll. The cost of coordinating these plans
would be higher because: (1) Social security now provides full cost-
of-living indexing, a more expensive feature than the typical 3 per-
cent annual increase provided in most public pensions; (2) most
public pensions allow retirement before age 62, a plan cost which
would have to be fully met by the State even under a coordinated
plan; (3) high employee turnover in State and local agencies (which
helps to keep pension plan costs low by eliminating or reducing
benefit payments to employees who leave early) would not affect
the cost of social security; and (4) States would have to begin
paying for medicare, a benefit most of their employees now receive
without paying the tax.

Extending coverage to previously uncovered State and local em-
ployees would also create financing difficulties for some public
plans, particularly those operated on a pay-as-you-go basis. These
would occur since a portion of the revenues once allocated to the
retirement system would now be paid out to the Federal Govern-
ment for social security. In order to make benefit payments, these
States would have to increase spending on the retirement system
to make up for these lost revenues.

19 Report of the Universal Social Security Coverage Study Group. The Desirability and Feasi-
bility of Social Security Coverage of Employees of Federal, State, and Local Governments and
Private, Non-Profit Organizations. March 1980.
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In this way, the cost of coverage for State and local governments
is different than it is for the Federal Government. The Federal
Government can divert payments from the civil service retirement
system to social security without raising total retirement costs or
jeopardizing CSRS funding, since both programs are in the same
Federal budget, and payments have to be made only when benefits
come due. The States, however, transfer social security taxes to the
Federal Government and must finance these each year, in addition
to making benefit payments from the retirement system. The vari-
ety in State and local pension plans makes it difficult to assess
these costs. Nevertheless, there would be substantial transition
problems resulting from mandatory coverage of State and local
governments.

(b) Nonprofit coverage issues

Nearly all employees of nonprofit organizations are already cov-
ered under social security. Only about 15 percent (less than 1 mil-
lion) remain outside the social security system. However, in recent
years, there has been a growing trend among nonprofit organiza-
tions to terminate social security coverage. More than 900 nonprof-
it organizations with close to a half million employees have notified
the IRS of their intent to terminate within the next 2 years. Termi-
nations of social security coverage are in part a response to the in-
creasing cost pressures on educational and charitable organiza-
tions. Nonprofit employers outside of social security can take ad-
vantage of the mobility of their work force and social security’s ex-
tensive coverage to design low-cost pension plans which supple-
ment social security. Since nearly all of their employees can be ex-
pected to receive social security and medicare benefits either
through their own earnings record based on other employment, or
the earnings record of a spouse, noncovered employers need fi-
nalnce only supplemental retirement and insurance benefits them-
selves.

Extending coverage to nonprofit organizations raises few of the
controversial issues raised by mandatory coverage of State and
local governments. The inequities and inadequacies resulting from
noncovered employment are clearer in the nonprofit sector because
workers are more mobile, and pension coverage is much less com-
plete. Where pensions do exist without social security coverage, em-
ployers are often able to keep pension costs down by capitalizing on
the mobility in their work force through restrictive vesting provi-
sions or offsets against social security benefits. At the same time,
the mobility in the noncovered nonprofit work force leads to the
same gaps in coverage and losses of retirement benefits found in
other types of noncovered employment.

Although there are areas for potential legal challenges to manda-
tory coverage of nonprofit organizations, these objections are
thought to be less substantial than those to coverage of State and
local employees. Possible challenges from religious organizations
could be based on first amendment protections to the free exercise
of religion. However, individual ministers and other members of
certain religious groups are already allowed to obtain exemption
_from the self-employment tax for reasons of conscience. Mandatory
coverage of secular, nonprofit organizations might be challenged as

i4-887 0 - 83 - 8
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a violation of the first amendment protections accorded ‘“free as-
sembly.” In none of these cases, however, does the imposition of
social security taxes seem a particularly clear or even significant
infringement on these first amendment rights.

A more substantial barrier to mandatory coverage of nonprofit
organizations is imposed by the difficulty of identifying and taxing
many of the existing nonprofit organizations. Many nonprofit proj-
ects are temporary, depend heavily on volunteer support, and
never come to the attention of the Federal Government. There is
little information either on the number of nonprofit organizations
in existence or on the number of individuals working in them. The
sporadic nature of employment in thé nonprofit sector makes social
security coverage for the employees important on the ‘one hand,
but difficult to accomplish on the other.

(3) Benefit “Windfalls”

Workers who spend large portions of their working careers in
noncovered employment and who also meet the minimum coverage
requirements to qualify for social security benefits, can enjoy an in-
advertent advantage. They receive, in addition to the social secu-
rity benefit related to their earnings, an unintended subsidy or
“windfall.” This happens because the social security system, by
virtue of its career averaging of earnings, is unable to distinguish
between an individual with a short period of high earnings, and an
individual with a long period of low earnings.

Benefits are calculated in social security on the basis of average
indexed monthly earnings (AIME). An individual’s AIME is his
total earnings over 35 years, adjusted (indexed) to current wage
levels and divided by the total number of months in that period,
whether or not he had earnings in those years. An individual with
many years of “zero earnings’ under social security will generally
end up with a lower AIME than an individual with few years of
‘“zero earnings.” The AIME that is calculated is then applied to a
benefit formula which (in 1983) provides the worker with 90 per-
cent of the first $254 of AIME, 32 percent of the AIME between
$254 and $1,528, and 15 percent of the AIME in excess of $1,528.
The resulting amount is the worker’s primary insurance amount
(PIA) which is the basic social security monthly benefit.

A worker who has high earnings under social security for only
part of a career, and spends most of his career in noncovered em-
ployment will have a low AIME because of all the “zero earnings”
years. A worker with a full career at low wages under social secu-
rity could end up with a similar AIME. Both workers will receive a
benefit amount heavily influenced by the 90-percent factor. In
other words, the “replacement ratio” (1.e., the ratic between the re-
tirement penefit and the covered earninge of the worker} would be
quite high for both ihe lov-income worker and the high-income
noncovered 2mployee. O the other hand, a worker with the same
career sarnings as the noncovered «'-:111;»10‘{9’(—)(&y whe had all of his
earnings covered-undér social seeurity, would end up with & muck
higher AIME, and would, therefore, receive a benefit which re-
placed a much lower proportion of his covered earnings. The table
below shows, for three workers with identical earnings, how non-
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coygred employment increases the replacement rates and benefits
paid.

TABLE 4. —EARNINGS CREDITS, PRESENT LOW BENEFITS, AND ESTIMATED WINDFALLS FOR THREE
HYPOTHETICAL WORKERS WITH IDENTICAL WAGE STREAMS

Earnings credits Worker A Worker B Worker C
Covered $12,000 $6,000 $3,000
Not covered. 1] 6,000 9,000
Total 12,000 12,000 12,000
AIME 1,000 500 250
Present law:
PIA 2 432,70 272.60 192.60
Replacement rate (percent) 43 55 n
Target benefits:
Replacement rate (percent) 3 43 43
PIA 432.60 216.30 108.15
Windfall benefit: Actual PIA less target PIA 0 56.30 84.45

'PIA’s are computed using the assumﬁlion that each benefit calculation procedure was fully effective and using the 1980 benefit formula.
Earings credits were divided by 12 as if they had been average indexed monthly earnings.

Source: Schieber, Sytvester J. Social Security: Perspectives on Preserving the System. EBRI, 1982. Table ViI-3,

The difference between what the noncovered employee would
have received if his earnings had been averaged over the period he
was covered under social security and what he actually receives be-
cause it is averaged over the entire 35 years is a benefit “windfall.”
This windfall results only because the individual is able to have
substantial earnings which are not taxed for social security and
which do not enter into his social security earnings record. Because
of these years of sheltered earnings, the social security system mis-
takes him for an individual with long periods of unemployment or
an individual with low career earnings. This results in an unfair
advantage to the worker who spends a substantial portion of his
career in noncovered employment.

(C) NATIONAL COMMISSION RECOMMENDATIONS

(1) Coverage of Federal Employees

Extend mandatory coverage to new Federal employees hired on
or after January 1, 1984. Under the provisions of S. 1 (a bill intro-
duced in the Senate to implement the recommendations of the Na-
tional Commission), mandatory coverage would be extended at the
same time to all current Members of Congress, the President, and
the Vice President. Close to 100,000 new Federal employees each
year would be covered under social security and a supplemental
employer-financed pension plan. New employees would contribute
5.4 percent of their pay under $37,500 to QASDI, instead of the 7
percent of total pay contributed by current employees to CSRS.
The Government, as employer, would match this amount. The 1.3
percent HI tax contributed by current employees and matched by
the Government would be continued for new hires. An unspecified
supplemental pension plan would also be established for new em-
ployees, largely financed by the employer. The new retirement
system would most likely provide benefits approximating those
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available to current employees under the CSRS, with some im-
provement in benefit portability, and a likely increase in the age of
retirement.
Revenues (1983-89): $9.3 billion
~ (75 years): 0.29 percent of taxable payroll

(2) Coverage of State and Local Employees

Close the option for State and local governments to terminate
coverage under social security, effective for all State and local gov-
ernments which have not completely terminated coverage as of the
effective date of the legislation. 635 State and local government en-
tities with termination notices pending over the next 2 years would
be barred from leaving the system. This would maintain coverage
for over 200,000 employees who otherwise would have been taken
out of the system. In addition, currently participating State and
local government entities employing over 7.5 million workers
-would be prevented from terminating social security coverage for
their employees. This proposal would raise additional revenues be-
cause current social security forecasts include the assumption that
terminations will continue throughout the decade.

Revenues (1983-89): $3.2 billion
(75 years): 0.08 of taxable payroll

(3) Coverage of Nonprofit Employees

Extend mandatory social security coverage to all employees of
nonprofit organizations, beginning January 1, 1984. Approximately
750,000 employees of nonprofit organizations not now participating
would be covered under social security and have full FICA taxes
withheld, beginning in 1984. The option for nonprofit organizations
to elect coverage or terminate coverage would be closed, and all
nonprofit organizations which have withdrawn from the system
would be brought back.

Revenues (1983-89): $12.5 billion
(75 years): 0.10 percent of taxable payroll

(4) Elimination of Windfall Benefits

Reduce the social security benefit for retired and disabled work-
ers who become eligible for a pension based on noncovered employ-
ment after 1983. Federal, State and local government employees
who will receive pension income from jobs not covered under social
security, and will also receive social security benefits based on
their own earnings record, will have their social security benefits
reduced. The proposal included in S. 1 would recompute their social
security benefits by providing them 32 percent (instead of 90 per-
cent) of the first $254 of AIME. In no case, however, would the
social security benefit be reduced by more than 50 percent of the
worker’s pension. Savings from this proposal would be minimal in
the first 7 years, and in the long run. It would, however, eliminate
a current inequity which favors noncovered workers.

Savings (1983-89): $0.2 billion
(75 years): 0.02 percent of taxable payroll
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2. PavyroLL TAXES

(A) BACKGROUND

The collection of payroll taxes to finance the old-age insurance
program began, under the provisions of the Federal Insurance Con-
tributions Act (FICA), in 1937. To minimize the shock, initial tax
rates were low and were scheduled to increase gradually. The tax
in that first year was 1 percent of the first $3,000 of a worker’s
earnings, with a matching tax on the employer. The Social Security
Act of 1935 included a schedule of increases in the tax rate of 0.5
percent on both parties every 3 years, leading to a maximum rate
of 3 percent for each by 1949. However, during World War II, the
scheduled increases were deferred, and it was not until 1950 that
the tax rate was finally increased to 1.5 percent. The old-age and
surviviors insurance tax rate did not reach the originally scheduled
maximum of 3 percent until 1963.

TABLE 5.—OASI TAX RATES ORIGINALLY PROPOSED AND ACTUAL, 1937 T0 1980

Rate

Year sﬁ‘heﬁ“;‘;d Actual rate

act

1937 10 10
1940 L5 10
1945 25 1.0
1950 3.0 1.5
1955 30 20
1960 30 275
1965 3.0 3.375
1970 30 3.65
1975 30 4375
1980 : 30 4.52

In 1951, the earnings base was increased for the first time to
$3,600, and a tax rate of 2.25 percent was assessed on the self-em-
ployed, under the provisions of the Self-Employment Contributions
Act (SECA), as they entered the system. Since then, the tax rate
and earnings base have increased to keep pace with improvements
in the program. Disability insurance was added in the 1956 amend-
ments, and a DI tax rate of 0.25 percent on employer and employee
each went into effect in 1957. Hospital insurance (medicare—part
A) was added in the 1965 amendments and an HI tax rate of 0.25
percent on each went into effect in 1966. The 1965 amendments
also set the OASDI and HI tax rate to increase to an ultimate rate
of 5.65 percent on both employer and employee by 1987. -

The 1977 amendments incorporated the most recent increase in
the tax rates and earnings base. Tax rates were set to rise by 1990
to an ultimate rate on employer and employee of 5.1 percent for
OASI, 1.1 percent for DI, and 1.45 percent for HI. The earnings
base was also indexed to the increase in average covered earnings
in order to maintain a constant relationship to wages. The first
automatic increase went into effect in 1982, raising the amount of
taxable earnings to $32,400.
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As of 1983, the FICA tax rate on employer and employee is 6.7
percent on the first $35,700 of covered earnings. The SECA tax rate
on the self-employed is 9.35 percent.

TABLE 6.—MAXIMUM CONTRIBUTION AND CUMULATIVE SOCIAL SECURITY EMPLOYMENT TAXES PAID

BY EMPLOYEE
Year Tax rate Maximum  Maximum Ta)r(rtlzs[ paid
ol i sl anlabe
1937 1.0 $3000  $30.00  $30.00
1938 1.0 3,000 30.00 60.00
1939 1.0 3,000 30.00 90.00
1940 1.0 3,000 30.00 120.00
1941 y 1.0 3,000 30.00 150.00
1942 1.0 3,000 30.00 180.00
1943 1.0 3,000 30.00 210.00
1944 1.0 3,000 30.00 240.00
1945 § 1.0 3,000 30.00 270.00
1946 10 3,000 30.00  300.00
1947 : 1.0 3,000 30.00 330.00
1948 10 3,000 30.00  360.00.
1949 1.0 3,000 30.00 390.00
1950 1.5 3,000 45.00 435.00
1951 1.5 3,600 54.00 489.00
1952 : 1.5 3,600 54.00 543.00
1953 15 3,600 54.00 597.00
1954 20 3,600 72.00 669.00
1955 2.0 4,200 84.00 753.00
1956 2.0 4,200 84.00 837.00
1957 225 4,200 94.50 931.50
1958 2.25 4,200 94.50 1,026.00
1959 25 4,800 120.00 1,146.00
1960 30 4,800 144.00  1,290.00
1961 3.0 4,800 144.00 1,434.00
1962 3.125 4,800 150.00 1,584.00
1963 ¥ 3.625 4,800 17400 1,758.00
1964 3.625 4,800 17400 1,932.00
1965 y 3.625 4,800 174.00  2,106.00
1966 : 42 6,600 277.20  2,383.20
1967 44 6,600 29040  2,673.60
1968 44 7800 343.20  3,016.80
1969 48 7,800 37440 339120
1970 48 7,800 374.40  3,765.60
1971 5.2 7,800 405.60 4,171.20
1972 5.2 9,000 468.00 4,639.20
1973 5.85 10,800 631.80  5,271.00
1974 5.85 13,200 772.20  6,043.20
1975 5.85 14,100 824.85 6,868.05
1976 5.85 15,300 895.05 7,763.10
1977 5.85 16,500 965.25 872835
1978 6.05 17,700 1,070.85 9,799.20
1979 6.13 22,900 1,403.77 11,202.97
1980 6.13 25,900 1,587.67 12,790.64
1981 6.55 29,700 1,975.05 14,765.69
1982 6.70 32,400 2,170.80 16,936.49
1983 6.70 35700 2,391.90 19,328.39

(B) ISSUES

Three separate issues were raised by the Commission with
regard to providing revenues to social security: (1) Setting tax rates
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to support an adequate level of benefits in the near term as well as
over the long run; (2) establishing equitable tax treatment for wage
and salary income and for earnings from self-employment; and (3)
maintaining a stable social security tax base.

(1) Tax Rates

The OASDI tax rate is scheduled to rise under current law from
5.4 to 5.65 percent in 1985, and to 6.2 percent in 1990. The HI tax
rate is also scheduled to rise from 1.3 to 1.35 percent in 1985, and .
to 1.45 percent in 1986. To increase revenues to social security in
the immediate future, there have been a variety of proposals de-
signed to accelerate already scheduled increases in the payroll tax
rate. There has been relatively little interest in increasing payroll
tax rates in the near future beyond those already scheduled in the
law. One suggested solution to the long-run financing problem has
been to increase ultimate tax rates at some distant date beyond the
rates already scheduled.

Short-term adjustments in the tax rate are aimed at raising reve-
nue quickly to eliminate the short-term financing shortfall. Tax in-
creases are viewed as a way of distributing the burden of financing
social security on the broadest possible base—the 116 million cov-
ered workers. Tax increases have also been generally viewed as
placing a burden on the group that has the greatest capacity to
make up any losses through work. Opponents of tax increases have
pointed to the dampening effects these tax increases could have on
the economy. Since the payroll tax is a tax on earnings, and is paid
by the employer, it is popularly held that an increase in the pay-
roll tax rate will raise the cost of labor. Opponents believe the in-
crease in labor costs will force businesses to lay off workers, in-
creasing unemployment, and lessening the prospects for recovery.
The challenge in accelerating tax rates in the short run is to define
a reasonable share of the financing burden to be borne by workers
and to time the tax increases so as to avoid interfering with eco-
nomic recovery.

The question of whether to raise ultimate social security tax
rates to solve the long-term financing problem is more a philo-
sophical issue. Those who support tax increases in the long run
generally hold that the projected costs of the OASDI program in
the worst demographic years are affordable in light of the impor-
tance of the social security program. Cost projections suggest that,
in the worst years, the current program, under intermediate as-
sumptions, should cost no more than 17 percent of payroll (com-
pared to a combined tax rate of 12.4 percent already scheduled for
1990). Proponents of a tax increase argue that with lower child-
rearing costs due to projected low fertility rates in the future,
workers will have freed up resources which can be easily trans-
ferred to programs to support the elderly. In addition, combined
payroll tax rates of 17 percent would be similar to current payroll
tax rates used to finance social security programs in Western
Europe. Opponents of an increase in the ultimate tax rate general-
ly oppose any proposal which would underwrite the cost of social
security with benefit levels fixed into the indefinite future. These
opponents frequently express the view that the public system of
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income transfers should be limited to permit greater growth in
pension systems, increased savings, and capital accumulation.

(2) The Self-Employment Tax

Under the Self-Employment Contributions Act (SECA), individ-
uals pay a tax rate of 9.35 percent on self-employment income up
to the taxable earnings ceiling ($35,700 in 1983). Those who have
earnings from both wages or salaries and self-employment have
- FICA taxes withheld first on all wage and salary income under the
ceiling, and then pay SECA taxes on self-employment earnings
until the sum of wages, salary, and self-employment income
reaches the ceiling. SECA tax payments are included by the tax-
payer in quarterly estimated tax payments, and are adjusted on
the 1040 tax form filed by April 15.

When the self-employed were first covered under social security
in the 1950 amendments, a judgment was made to set the tax rate
for them at 1.5 times the FICA tax rate on the employee. Ostensi-
bly this differential reflects the fact that the employer can deduct
his share of the tax payment as a business expense, while the self-
employed cannot deduct any of the social security tax payment.
Over time, the SECA OASDI tax rate has been kept at roughly 75
percent of the combined employer-employee tax rate. However,
when the HI tax was added in the 1965 amendments, the HI rate
for the self-employed was set equal to the rate for the employee. -

In recent years, the inequity of the lower tax rate on the self-
employed has been questioned. The self-employed receive the same
benefit as the employed but pay less in tax contributions than the
employer-employee. Those in favor of changing this situation argue
that not allowing the self-employed the same tax deduction that
the employer receives, and taxing him for sccial security at a lower
rate, deprives the social security trust funds of revenues—to the
advantage of the general fund. In effect, this situation results in an
unintentional subsidy of the general fund by social security.

Because the self-employed actually pay their income and social
security taxes in a lump sum through quarterly estimated returns,
it is conceivable that this situation can be rectified with a minimal
amount of impact on the self-employed. Increasing the self-employ-
ment tax rate with an offsetting tax deduction will result in parity
between the self-employed and the employer-employee. However,
the value of the tax deduction, hence the net tax burden, will
depend on the marginal tax bracket in which the individual falls.
Conceivably the low-income self-employed would have the greatest
relative tax burden, while the high-income would have no increase
in tax burden. An alternative suggestion is to provide the self-em-
ployed with a tax credit equal to one-fourth of the full social secu-
rity tax. This tax credit would have the effect of holding the self-
employed harmless for any increase in SECA taxes that would
result from this proposal. However, the use of a tax credit for the
self-employed would establish a precedent of providing tax credits
directly tied to the social security tax, leading to pressure for a
more substantial tax credit for the employee’s share of the FICA
tax.
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(3) The FICA Tax Base

Erosion in the FICA tax base due to the growth in nontaxable
fringe benefits is a problem which was highlighted during the de-
liberations of the National Commission, and which could have seri-
ous long-run consequences for the financial stability of the social
security system. Intermediate assumptions for social security fi-
nancing assume in the long run that the proportion of compensa-
tion paid as nontaxable fringe benefits will continue to grow at a
rate of 0.4 percent per year—the average annual rate of growth ex-
perienced over the last 30 years.

In 1950, fringes accounted for only 5 percent of total compensa-
tion, and FICA taxes were levied on 95 percent of compensation. By
1980, fringe benefits had grown to account for 16 percent of com-
pensation, leaving only 84 percent of compensation to be taxed for
social security. Continuation of this rate of growth in fringe bene-
fits will result, by 2056, in fringes accounting for 38 percent of com-
pensation, leaving only 62 percent to be taxed for social security.

If this projected growth in nontaxable fringe benefits occurs, it
will result in a dramatic reduction in the relative value of the
social security tax base. Over time, the ratio of total compensation
to GNP is projected to be relatively stable. It is only the ratio of
cash wages to compensation which is projected to decline steadily.
In other words, the social security actuaries predict that over time
less and less of the payments employers make to workers will be
taxable for social security, and social security will benefit less and
less from the growth in the economy. The net effect is to cause the
relative value of revenues under intermediate assumptions to de-
cline from a high of 5.2 percent of GNP to less than 4 percent of
GNP by 2056. This becomes a significant problem because the bene-
fits paid by social security are fully indexed to the growth in the
economy. The loss of revenues from this shrinkage is equivalent to
90 pelicl:ent of the current long-run deficit, or 1.58 percent of taxable
payroll. '

To an extent this erosion in the FICA tax base results from an
expansion in employee benefits such as private pensions and health
insurance which supplement social security. However, to an in-
creasing degree these employee benefits are direct in-kind services
provided in lieu of cash wages (such as employer-provided group
legal services, or employer-paid parking). Employer payments for
nontaxable fringe benefits reduce the proportion of compensation
the employer is paying as cash wages. For those employees at or
below the taxable earnings ceiling, this provision of in-kind bene-
fits represents an often inadvertent tradeoff of future social secu-
rity benefits for current consumption.

In recent years there have been increasing cases of fringe benefit
options which give employees themselves the choice of receiving
taxable cash wages or nontaxable pension benefits or in-kind serv-
ices. In the past, the general rule has been that elective employee
payments to pension plans or other employee benefits are subject
to both income and social security taxes. In other words these pay-
ments are made from after-tax income. Even contributions to indi-
vidual retirement accounts (IRA’s) and tax sheltered annuities
(TSA'’s), which are not taxed for income tax purposes, are subject to
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social security taxes. Recently, however, a number of arrangements
have come to light which provide employees the option of receiving
taxable cash wages or nontaxable fringes. Because these payments
are made out of before-tax income, neither social security nor
income taxes are applied when the payments are made. Income
taxes, however, are eventually collected on any pension contribu-
tions when the benefits are received, but social security taxes are
never collected. Thus, in effect, the employee can opt out of a por-
tion of his FICA tax payments and future social security benefits,
in order to increase his private pension accumulation or disposable
income.

The most obvious case of tax-sheltered elective contributions has
occurred in the case of salary reduction (401(k)) plans. Section
401(k) of the Internal Revenue Code was enacted as part of the
Revenue Act of 1978 in an effort to clarify the tax treatment of em-
ployer-provided proﬁt—sharmg bonuses. These are bonuses in excess
of the employee’s regular compensation contributed by the employ-
er, on behalf of the employee, to a profit-sharing plan. The 1978
Revenue Act, in exempting these bonuses from taxation, extended
this tax exemption to arrangements made between the employee
and employer to reduce current salary in order to make contribu-
tions to a deferred compensation plan. Because the statute was un-
clear, there was little activity until the IRS issued proposed regula-
tions in 1981. Since then 401(k) plans have become popular, but
many employers have held off setting up a plan until the final reg-
ulations are issued.

401(k) salary reduction plans may provide employees the option
of reducing up to 15 percent of their cash compensation to defer it
in a pension or profit-sharing plan. This is a before-tax, fully volun-
tary employee contribution to a pension plan. The only constraint
on the amount that can be sheltered within these limits is that the
plan must meet an antidiscrimination test which specifies the pro-
portion of the plan’s assets which must be contributed by the firm's
low-income employees.

While the 401(k) plan is a clear instance of an inappropriate shel-
ter from FICA taxes, there are other cases which are emerging as
well. It is likely that the issue of what is and is not included in the
FICA tax base will receive increasing attention in the future.

(C) NATIONAL COMMISSION RECOMMENDATIONS

(1) Acceleration of FICA Tax Increases

The 1985 QASDI tax rate cof 5.7 percent would go inte effect in
1984—an increase of 0.3 percent on employers and employees. The
employee portion of the increase would be fully offset with amn
income tax credit. Under the provisions of S. 1, the tax credit
would be applied during withholding to prevent any reduction inm
take-home pay for the employee. The 1985-87 QASDI tax rate
wotldé remain, as under current law, at 5.7 percent. A portion of
the CASDE tax rate increasse scheduled for- 1999 weuld go imic
effect in 1988. The 1988-82 OASDI tax rate would rise by €.36 per-
cent on each to 6.06 percent. The 199¢ OASDI tax rate would
remain, as under current law, at 6.2 percent.
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TABLE 7.—SOCIAL SECURITY TAX RATES, EMPLOYERS AND EMPLOYEES, EACH

{ln percent]
QOASD! " " OASDH}
Calend ————— H,curentt ——
e years Current law Pc'gggzd law Current law Pcrgggséeed
1983 5.40 540 1.30 6.70 6.70
1984 5.40 5.70 130 6.70 7.00
1985 5.70 5.70 135 7.05 7.05
1986-87 5.10 5.70 145 715 115
1988-89 5.70 6.06 145 115 151
1990 6.20 6.20 145 165 71.65

The net effect of the FICA tax increase and the tax credit would
be to raise the employer’s tax rate by 0.3 percent during 1984, and
the employee’s and employer’s tax rate by 0.36 percent in 1988 and
1989. In 1984, taking into account the deductibility of FICA taxes,
the net added cost for employers would average 90 cents per week
per job for about 98 million covered jobs. In 1988 and 1989, about
98 million wage and salary employees would pay an average added
$2 per week in FICA taxes. Employers would have a net added cost
of about $1.50 per job per week.

Revenues (1983-89): $39.4 billion
(75 years): 0.03 percent of taxable payroll

(2) Self-Employment Tax Increases

The self-employment (SECA) OASDI tax rate would be equal to
the combined employer-employee tax rate, beginning in 1984. The
HI SECA tax rate would remain as it is under current law. Also
beginning in 1984, individuals would be allowed to deduct 50 per-
cent of the OASDI portion of any SECA taxes from their self-em-
ployment income for income tax purposes.

TABLE 8. —SOCIAL SECURITY TAX RATES FOR THE SELF-EMPLOYED

{In percent]
0ASDI W . QASDHI
Calend; , curret ——————————
e yeas Current law Prm{sed B Cuent Taw prolgased
1983 8.05 8.05 1.30 9.35 9.35
1984 8.05 11.40 1.30 9.35 12.70
1985 855 . 1140 135 9.90 12.75
1986-87 8.55 11.40 1.45 10.00 12.85
1988-89 8.55 12.12 1.45 10.00 13.57
1990 9.30 12.40 1.45 10.75 13.85

For 8.8 million taxpayers with self-employment income, the total
SECA tax rate for 1984 would be 3.35 percent higher than the 1983
rate. For the self-employed in a 50-percent tax bracket there would
be no net added tax burden, while for those in a 25-percent tax
bracket the SECA tax burden would increase by roughly 20 per-
cent, net of income taxes. The average person paying self-employ-
ment taxes would pay about $275 more in taxes in 1984.

Revenues (1983-89): $18.5 billion
(75 years): 0.19 percent of taxable payroll
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(3) Taxation of Salary Reduction (401(k)) Plans

Salary reductions made after December 31, 1983, under salary re-
duction plans qualifying under section 401(k) of the Internal Reve-
nue Code would be included in taxable wages for purposes of col-
lecting FICA taxes. Because few of these plans have been put into
effect, this provision would produce little revenue. It would, howev-
er, prevent an anticipated loss of revenues in the future.

Revenues (1983-89): negligible
(75 years): negligible -

(4) Future Tax Increases

Five Commission members recommended eliminating one-third
of the long-run deficit by providing for a tax increase of 0.46 per-
cent on employers and employees each in the year 2010. The em-
plogee contribution would be offset by a refundable income tax
credit.

Revenues (1983-89): none
(75 years): 0.58 percent of taxable payroll

3. BENEFITS

(A) BACKGROUND

While the architects of the original program foresaw a more com-
plete form of social insurance, the Federal old-age insurance (OAI)
program established in the Social Security Act of 1935 was only to
pay workers retirement annuities directly related to their average
career earnings.

This simple retirement program however, was never put into
effect. A year before the first benefits were ever paid, the 1939
amendments added survivors insurance and dependents’ benefits
and changed the benefit formula to provide more adequate benefits
to low-income and short-term workers. The change in benefits in-
troduced into social security the principle of greater help for great-
er presumed need.

Over the years, the social security program has been modified
still further to improve the quality of income protection for work-
ers. In 1956, the disability insurance (DI) program was added, pro-
viding cash benefits to severely disabled workers and to adult chil-
dren of retired workers disabled before age 18. Dependents’ bene-
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fits were added to this program in 1958. In 1965, Congress estab-
lished medicare with two parts: Basic compulsory program for hos-
pital insurance (HI) funded by a separate payroll tax; and a volun-
tary supplementary medical insurance (SMI) plan to provide cover-
age for physician expenses, funded jointly through monthly premi-
ums paid by the beneficiary and Federal general revenue appropri-
ations. Medicare was expanded in 1972 by extending coverage to
those under 65 entitled to disability cash benefits for 24 consecutive
months, and to certain vicitims of chronic renal disease.

Congress has also sought to maintain the adequacy of social secu-
rity benefits over the lifetime of beneficiaries by granting periodic
increases to keep up with inflation. Prior to 1975, these cost-of-
living adjustments were made on an ad hoc basis, frequently in-
creasing benefits in excess of inflation. Between 1968 and 1971, the
Congress enacted ad hoc across-the-board increases of 43 percent,
while consumer prices rose by only 27 percent during this period.
The 1972 amendments increased benefits across the board by an-
other 20 percent. At the same time, Congress enacted an automatic
annual adjustment for increases in the Consumer Price Index (CPI)
of 3 percent or more, effective in 1975, to eliminate the need for ad
hoc increases. It was widely believed at the time that the automat-
ic indexing of benefits would result in lower benefit increases than
those granted on an ad hoc basis. However, rapid price increases
caused benefits to rise by another 40 percent between 1978 and
1981.

1972 also saw a change in the method of computing workers’
average earnings and the basic benefit amount so that initial bene-
fits would rise with the standard of living over time. A technical
error in the indexing method led Congress to enact another change
in the computation formula in 1977 which had the effect of fixing
the relationship between initial benefits and earnings over time. At
the same time, long-run relative benefit levels were set below the
levels which would have resulted from earlier legislation. As a
result of the 1977 amendments, social security benefits over the
long run are expected to replace about 42 percent of the average
worker’s preretirement earnings compared to replacement rates for
the average worker which were projected under the 1975 amend-
ments to reach 56 percent. As a result of the revised indexing of
initial benefits, this 42 percent replacement rate is expected to
remain stable in the future. .
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CHART 7

S0CIAL SECURITY:
AVERAGE REFLACEMENT RATES, ACTUAL AND ESTIMATED
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(B) ISSUES

Pressure to improve the financial condition of social security has
brought a reexamination of social security benefit levels and the
automatic benefit indexing provisions. For the short run, attention
has focused on the automatic cost-of-living adjustments (COLA). In
recent years, high rates of inflation, coupled with slow economic
growth have caused indexed social security benefits to rise more
rapidly than the wages paid to workers. This system has protected
the elderly, at least for the social security portion of their benefits,
from high rates of inflation while workers as a group have experi-
enced a decline in their standard of living. However, it has given
rise to the argument that the elderly have been overcompensated
for inflation, and that full indexing of retirement benefits in a time
of slow economic growth is unfair and unaffordable.

Aside from this review of the COLA, there has been little inter-
est in making immediate changes in basic benefit levels, either for
those already retired or for, those nearing retirement. The excep-
tion to this rule has been the proposal to include social security
benefits in taxable income. Taxing benefits does not change benefit
levels, but it does have the effect of recouping income from the
more affluent of the social security beneficiaries. As a result, it has
effects which are similar to a benefit reduction for higher income
current and future beneficiaries.
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For the long run, the issue is whether the Nation can afford to
finance the same relative level of social security benefits 50 years
from now when there are expected to be proportionately fewer
workers in the population. Of course, the answer to this question
depends largely upon how much more productive these workers
are, and whether social security will be able to tax a fixed share of
their productivity gains over time. Those who contend that relative
benefit levels will have to be reduced generally support one of two
approaches for lowering future benefit levels: Raising the retire-
ment age, or adjusting the benefit formula to reduce benefits by a
fixed percentage across the board.

Emphasis over the past few years on financing issues has divert-
ed attention from what are generally known as women’s equity
issues in social security. These issues remain, though, on the social
security reform agenda. Concerns about women and social security
are significant because most of the elderly poor are women, and
their poverty is in large part attributable to the inability of
worker-oriented retirement income systems to provide them ade-
quate income. Some of the barriers to an adequate income result
from features of social security designed to respond to life patterns
now less common in the society. Reforms to make social security
better suited to contemporary career and marital patterns are in-
tended ultimately to improve the overall adequacy of social secu-
rity benefits, and lower poverty rates among the elderly.

(1) Cost-of-Living Adjustments

In recent years, automatic price indexing of post retirement
benefits has been increasingly viewed as a source of financial insta-
bility in the program. Automatic indexing of any feature of the
system takes the decision about that feature out of the hands of
Congress, and creates a risk that actual conditions, unforeseen at
the time indexing was established, can disrupt the financing of the
system. Price indexing of postretirement benefits is thought to be
particularly risky because the benefit outlays are the only element
in the system tied to prices—the revenues to the system and all
other indexing provisions are tied to wages. Whenever wage in-
creases lag behind price increases there is a potential for benefit
outlays to outstrip the system’s revenues. Much of the concern is a
reflection on the economic conditions of the past 5 years, and an
earnest desire to prevent a repeat of the rapid attrition of the
social security trust funds which occurred at that time. Those who
support automatic price indexing point to the relationship between
wages and prices over the previous 30 years as being more charac-
teristic of a healthy economy. In this period, when wages grew
more rapidly than inflation, price indexing of retirement benefits
most likely would have restrained benefit growth.

In the short term, changes in the COLA are seen as a way of re-
ducing program outgo without reducing current benefit levels.
COLA adjustments have the advantage of distributing short-term
savings ‘across the broadest group possible—all 36 million benefici-
aries—thereby affecting each minimally. COLA adjustments can go
into effect quickly and create substantial savings in a short period.
They have the disadvantage of reducing the real incomes of poor
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beneficiaries and rich beneficiaries alike, and therefore bringing
added numbers of the elderly below the poverty level.

There are generally three kinds of COLA adjustments proposed:
Delays in payment, partial or reduced COLA’s, and changes in the
index used in computing the COLA.

Delays in the payment date, such as a 3- or 6-month delay, are
generally seen as the mildest and least harmful COLA adjust-
ments. This is because a delay does not affect the amount of COLA
that is eventually paid and, therefore, does not affect the benefit
amount used as a base in computing the next COLA. A COLA
delay involves a permanent rescheduling of the payment date and
may be accompanied by a corresponding shift in the period used in
calculating the CPI increase as well. Whether a shift in the compu-
tation period increases or decreases the COLA paid depends on the
pattern of inflation.

Payments of partial or reduced COLA’s are generally proposed
for use over a limited period of time (2 or 3 years). Partial COLA’s
have more serious consequences for benefits, as a rule, since they
result in monthly benefit amounts which are reduced in real terms,
and these reductions are compounded in the future. One partial
COLA payment lowers the benefit amount used in computing the
next COLA payment, and this compounding continues over the life
of the beneficiary.

Changes in the index used in computing the COLA are generally
the most unpredictable means for adjusting benefit levels. For ex-
ample the use of a wage-indexed COLA can reduce benefit in-
creases in periods when wage growth lags behind price increases;
but in a healthy economy, with wages growing more rapidly than
prices, wage indexing would cause benefits to rise at a faster rate.
Even the use of a “wage minus x”’ COLA, where the COLA is based
on something less than the full wage increase, could result in an
increase in real benefits after retirement, given favorable economic
circumstances. Other proposals to change the method of computing
the CPI could have the effect of increasing the growth in benefits if
the relative rate of inflation for various commodities should
change.

Recently, with the 1983 COLA increase projected to drop below 4
percent, there has been a loss of interest in using major adjust-
ments in the COLA to produce short-term savings. Low inflation
rates and high unemployment shift the focus of concern from bene-
fit growth to revenue loss due to slow wage increases and a decline
in the covered work force.

Price indexing of benefits also introduces an element of uncer-
tainty in the long-run financing of the program. Intermediate fore-
casts of the social security actuaries are based on the assumption
that wage growth will exceed inflation by an average of 1.5 percent
over the next 75 years. However if wages grow only 1 percent more
rapidly than prices, the relative benefit increases will raise social
security’s 75-year costs by 1 percent of the taxable payroll. Propos-
als to adjust COLA’s over the long run have been aimed at reduc-
ing the sensitivity of the financing to unanticipated changes in the
relationship between wages and prices. Proposals to stabilize the
program have included changing to a wage-based COLA in order to
place program payments and revenues on the same escalator, or
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using the lesser of wage increases or price increases in determining
the COLA in order to assure that a decline in real wages does not
cause a reoccurrence of the short-term financing problem.

(2) Tax Treatment of Benefits

Proposals have been advanced over the years to change the
income tax treatment of social security benefits. Social security
benefits are currently tax exempt. They differ in this regard from
other forms of retirement income such as income from pensions or
interest and dividends. Benefits from a contributory employer-spon-
sored pension plan, for example, are counted in taxable income,
once the worker’s contribution has been paid back. Noncontribu-
tory plans benefits are fully taxed.

The tax exemption of social security benefits does not derive
from statute, but rather from a 1941 ruling of the Bureau of Inter-
nal Revenue that social security benefits were intended to be a
form of gift or gratuity. Social security benefits are therefore treat-
ed in the same fashion as other Government income transfers, a
treatment that seems to conflict with the ‘“‘earnings-related” design
of the program.

Two previous commissions—the 1979 Social Security Advisory
Council and the President’s Commission on Pension Policy—recom-
mended that social security benefits be included in taxable income.
The usual proposal has been to include only half of the social secu-
rity benefit, since the other half of it is theoretically based on em-
ployee contributions which have already been taxed. In addition,
some proposals have suggested taxing only the benefits of those
who have substantial income from other sources. Most proposals
would return revenues from a tax on benefits to social security.

Proponents of taxing benefits explain that analogous tax
treatment of social security, pensions, and other forms of earnings-
related retirement income would result. In addition, some have
suggested that taxing benefits would help reduce the current dis-
parity between the treatment of earned and unearned income.
Social security benefits are currently reduced by 50 cents for every
dollar of earned income over $6,600 a year (for those over 65).
Taxing benefits would create a similar reduction of sorts for un-
earned income.

Previous proposals to tax benefits have usually suggested intro-
ducing the change in the distant future. Recently, however, taxing
benefits has been seen as an alternative type of benefit reduction
which would protect those with the lowest incomes. Support for
this proposal has also come from those who believe that the elderly
as a group are now as well off financially as the young, and no
longer need special tax treatment. This line of thought fits with a
traditional concern held by many that high monthly benefits are
paid to some obviously wealthy individuals who do not need them.
A final argument in support of taxing benefits of current retirees is
that by participating in a maturing social insurance system, they
receive benefits well in excess of amounts they contributed. To the
extent that the portion of benefits not related to their contribu-
tions is not needed to maintain an adequate retirement income,
proponents argue, it should be taxed.

14-887 0 - 83 - 9
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Opponents of proposals to tax benefits have argued that, in the
short term imposing the tax amounts to a substantial benefit cut
for current retirees. Current retirees usually cannot return to work
to increase other income to compensate. In addition, taxing bene-
fits is seen as means testing the program and compromising the
sense of an earned right to benefits. Finally, opponents suggest
that taxing benefits will create a disincentive to save for retire-
ment.

The proposal to transfer the tax revenues from this proposal to
the social security trust funds is viewed by opponents as a thinly
veiled form of general revenue financing for social security, which
differs from the way we treat revenues from taxes on pensions and
other forms of retirement income.

(3) Long-Run Benefit Changes

‘'There are two types of benefit modifications being seriously pro-
posed to eliminate the long-run deficit—raising the retirement age,
and revising the benefit formula to reduce benefits by a fixed per-
cent across the board.

(a) Raising the retirement age

Social security pays a full retirement benefit (100 percent of the
primary insurance amount (PIA)) at age 65. Individuals become en-
titled to retirement benefits at age 62, but benefits paid prior to
age 65 are “actuarially reduced” (adjusted to assure that the total
amount of benefits received over a lifetime remain the same de-
spite early retirement). A worker retiring at age 62 receives 80 per-
cent of the full benefit amount. After age 65, workers who do not
retire receive a delayed retirement credit equal to 3 percent per
year. This amount, however, is not a full actuarial increase—so
that an individual delaying retirement after age 65 actually re-
ceives less in lifetime benefits as a result.

If older people live longer in the future, retirement system costs
will rise because beneficiaries will be drawing benefits for a longer
period. Raising the statutory age for payment of full social security
benefits is seen as a way to protect the financing of the system
from the effects of changes in life expectancy. The effect of an in-
crease in the retirement age is to reduce the proportion of the full
benefit paid at any particular age of retirement. Some people may
choose to work longer so that their monthly benefits will not be re-
duced; but for everyone, no matter how long they work, raising the
retirement age will reduce lifetime income from social security.

Raising the retirement age actually changes the proportion of
the PIA paid at a given year of retirement and does not affect the
PIA itself in any way. As a result, it affects only retirement bene-
fits and does not affect either survivors, or disability benefits. By
contrast, proposals to adjust the benefit formula in order to reduce
replacement rates actually change the PIA and therefore reduce
all benefits.

Proponents of raising the retirement age point out that it is justi-
fied because Americans are on average living longer. An increase
in the retirement age to 68 would result in a length of retirement
at least equivalent to that envisioned when the age of retirement
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was set at 65 in 1935. In addition, an increase 20 years from now in
the retirement age may well conform to changes in preferences for
work in later years. Demographers project the development of
labor supply shortages toward the end of this century which will
lead to an increase in the demand for older workers. Today's
younger work force may simultaneously want to work longer than
today’s generation of retirees. On average, they entered the labor
force later, have developed higher levels of education and skills,
and have worked in less physically demanding occupations than
their elders. Current preferences for early retirement may, there-
fore, be naturally reversed in the future.

Opponents of an increase in the retirement age emphasize that
there is a conflict between this policy and the current trend toward
early retirement. It can well be contended that in the future, as
workers realize higher real incomes and improved retirement in-
comes, they will choose to work less and not more. In addition,
while some might choose to work longer, not all will be able to.
There are many categories of workers—primarily those in stressful
or hazardous occupations—who will need to maintain the option to
retire early. There will continue to be workers with poor health,
low skill levels, and inconsistent work histories who will be unable
to work or will be unable to find employment when they are older.
For those who can work longer, primarily the white-collar and pro-
fessional workers, raising the retirement age will not affect their
monthly benefit amounts. But for the worker who cannot work
longer, this proposal will substantially reduce the amount of
monthly benefits unless adequate provision is made elsewhere
(such as in the disability program) for early retirement for age or
health related reasons.

(b) Revising the benefit formula

Besides raising the retirement age, other major proposals to curb
the growth of benefits include decreasing the replacement rates by
altering the formula for calculating benefits. Social security bases
benefits on each worker's average indexed monthly earnings
(AIME). This is the total amount of covered earnings over 35 years,
with earnings in each Yyear adjusted to current wage levels, divided
by the total number of months—to get a monthly amount. A bene-
fit formula is then used to calculate a worker’s basic benefit—the
primary insurance amount (PIA). The benefit formula gives the
worker a benefit which (for a worker attaining 65 in 1983) is equal
to the sum of 90 percent of the first $254 of AIME, plus 32 percent
of AIME between $254 and $1,528, plus 15 percent of AIME in
excess of $1,528.

The factors in the formula (90, 32, and 15 percent) are fixed
under current law. The dollar amounts ($254 and $1,528), or “bend
points” as they are called, are indexed to wages. Proposals to
reduce replacement rates in the future have suggested either
“freezing’” or partially indexing the bend points for a period of
years, or changing the percentage factors in the formula. In either
case, replacement rates could be reduced in a fairly predictable
fashion. However, slowing the increase in the bend points has the
disadvantage of reducing benefits more for those whose AIME is
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just above one of the bend points. Adjusting the formula results in
a more even and controlled effect on benefit levels.

Proponents of reducing the replacement rate usually believe
that high social security benefits have discouraged people from de-
ferring consumption and saving for retirement during their work-
ing years. Were social security benefits reduced, there would not
only be greater incentive to save, but also greater incentive to de-
velop adequate pension coverage and benefits.

In addition, proponents often base the need for reductions in re-
placement rates on the argument that ad hoc increases in the late
1960’s and early 1970’s were too generous and that these, coupled
with the effects of the “double-indexing”’ increases of the late
1970’s, have led to an unaffordable level of benefits. Although a
portion of these increases were recouped in the 1977 amendments
when average ultimate replacement rates were set at 42 percent,
some argue that long-run replacement rates are still about 10 per-
cent higher than they were prior to 1972. Proponents of reducing
the replacement rate may also point to the equity of this ap-
proach—it tends to affect benefits of all workers, survivors, and de-
pendents relatively equally and does not necessarily alter the pro-
gressive benefit structure of social security.

Opponents of reducing replacement rates usually argue that
social insurance programs in a normal economy can provide better
or equivalent benefits with less risk to the average worker than
can pensions or investments. In addition, social security can pro-
vide an adequate replacement rate to the lowest wage workers who
are unlikely to have pension benefits or savings. Since social secu-
rity can provide a secure low-risk foundation for building a retire-
ment income portfolio for the average worker, and it can provide
an adequate retirement income for the low-wage worker, public
policy should be directed toward increasing public confidence and
support for the system and not toward reducing the adequacy of
future benefits.

(4) Women's Benefits

Retirement benefits adequacy for women is a most pressing con-
cern because a very high proportion of the elderly poor are wid-
owed, divorced, or never-married women. In 1976, older women
living alone accounted for three out of four aged units with subpov-
erty income.

The problems of providing adequate benefits to women have ex-
isted, in part, because retirement income systems link benefits to
an individual’s earnings and work history. Working women fre-
quently have interrupted work histories due to childbearing re-
sponsibilities. Women have also generally had lower career earn-
ings than men. As a result, a large proportion of women either fail
to qualify or qualify for low benefits based on their own earnings.

Social security has addressed the problem of providing income to
homemakers by paying dependent spouses benefits—based on the
earnings record of the principal earner—and by paying survivors
benefits to young widows with children and widows over 60. Em-
ployee pensions, however, do not pay spouses benefits and general-
ly provide inadequate protection for survivors.



121

Despite the comparatively better protection afforded women
under social security than under private plans, there are neverthe-
less inadequacies in benefits for women which have been exacer-
bated by changes in family structures and the roles of women.

Increasing life expectancies of women compared to men has
raised the average length of widowhood, increasing the economic
hardship for women dependent on savings, insurance, or their hus-
band’s retirement benefits for income. Seven out of ten women
reaching age 65 are, or will become widows and, on average, will
live as widows for 18 years. Widows, who constitute two-thirds of
all elderly poor units, are the largest group with inadequate bene-
fits. While many widows receive an adequate benefit from social se-
curity, some widow’s benefits can be particularly low. First, a
widow whose spouse dies before she reaches retirement age re-
ceives benefits based on an earnings record which has been main-
tained at the standard of living at the time he died, rather than
updated to the standard of living at the time of her retirement.
This is due to the price indexing of the earnings record upon the
death of the primary earner. If the period between his death and
her retirement is lengthy, the relative value of the full retirement
benefit can be quite low. In addition, if a widow chooses to begin
drawing benefits at age 60—as most widows do—the actual benefit
received will be only 71.5 percent of the full benefit.

Survivors of retired two-earner couples often find it difficult to
maintain their previous standard of living because their family
benefits are reduced by half when their spouse dies. Survivors of
retired one-earner couples, on the other hand, receive two-thirds of
their previous family benefit.

The increasing rate of divorce is another trend transforming
family structure and necessitating changes in social security. In
the 1960’s and 1970’s, several changes were made in social security
in response to the rising divorce rate—resulting in the availability
of spouses benefits to divorced women whose marriages had lasted
10 or more years. However, the divorced wife is only entitled to the
spouses benefit. This benefit, designed to supplement the primary
benefit, is rarely adequate to maintain a separate household. And a
divorced spouse must wait until the primary earner retires to
become eligible for spouse’s benefits. In addition, there are prob-
lems of equity. For a marriage that lasted for less than half of the
worker’s career, there is little reason for providing benefits based
on the worker’s entire wage history. For a lifelong marriage, how-
ever, the one-third/two-thirds distribution of benefits conflicts with
the concept of an equal partnership.

Questions of equity have also been raised with regard to women
who work. Social security provides a lower total family benefit to
two-earner couples than to one-earner couples with the same cov-
ered earnings.

Several proposals to improve the adequacy of equity of women’s
benefits have been advanced in recent years. The most prominent
proposal is for earnings sharing between a husband and wife.
Under this proposal, each partner in a marriage would receive
credit for half of the sum of the couple’s earnings during the mar-
riage. Each individual would receive benefits based on their own
earnings record—and the spouses benefit would be eliminated. This
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change would enable an individual who is divorced or widowed to
add earnings from their own labor supply to earnings acquired
through marriage. It would also make social security similar to the
treatment, in community property States, of other income and
assets obtained during marriage. Pure earnings sharing would
weaken survivors and disability benefits. As a result various pro-
posals have suggested modification of the pure earnings sharing ap-
proach to allow some inheritance of credits or benefits and to pro-
vide full credits in the event of disability.

Inheritance of credits is intended to improve the benefits of
widows. This approach would allow surviving spouses to inherit all
or a portion of the earnings credit of their deceased spouses and
add these to their own earnings credits. Survivors of lifelong mar-
riages would benefit from the provision. However, survivors of
short marriages could lose benefits because they would inherit
credit only for the years of marriage.

Earnings sharing has become increasingly visible as a reform
proposal. In 1981, the President’s Commission on Pension Policy
recommended that earnings sharing be used upon divorce and that
surviving spouses be allowed to inherit their partner’s earnings
record. In addition, H.R. 3207 introduced in the same year by Rep-
resentative Pickle, included a provision for limited earnings shar-
ing in the event of divorce.

The strong relationships between pensions, women, and the el-
derly poor make some modification in social security to improve
women's benefits a high priority in the coming years.

(C) NATIONAL COMMISSION RECOMMENDATIONS
(1) Six-Month COLA Delay

The annual cost-of-living adjustment now applied to the June
check (payable in July) would be permanently delayed for 6
months, beginning in 1983, so that henceforth it would be applied
to the December check (payable in January). As a result, the COLA
due in July 1983 would be received by beneficiaries in January
1984 instead. Beginning in 1984, the computation period for the
CPI change would be shifted 6 months as well so that it would
maintain the same relationship it now has to the COLA. This
means that future COLA’s would be based on third-quarter com-
parisons of the CPI, instead of first-quarter comparisons as it is
under current law. In addition, for those who receive both social
security and SSI, the amount of social security benefits that is dis-
regarded before the unearned income offset is applied would be in-
creased from $20 to $50 monthly.

The effect of the delay would be to reduce the total amount of
COLA paid during the year by half in every subsequent year for 35
million social security beneficiaries. It would not, however, affect
the monthly amount of COLA that was eventually paid, nor would
it affect the real value of future monthly benefit amounts. The
dollar value of the income lost due to delayed COLA’s would
depend upon the annual increase in the CPI. The CPI increase for
1983 is now estimated to be about 4 percent. The average retired
worker with a monthly benefit of $416 would have a $17-a-month
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increase in benefits deferred for 6 months. This would result in
$102 less in annual income than under current law. For a benefici-
ary with monthly benefits of $250, the delay in the $10-a-month
benefit increase would result in $60 less in annual income. For 2
million social security beneficiaries receiving SSI, the increase of
$30 a month in the disregard will more than offset the delay in the
COLA. This change will increase costs to SSI by $4.75 billion be-
tween 1983 and 1989. E
Savings (1983-89): $39.4 billion
(75 years): 0.30 percent of taxable payroll

(2) COLA Stabilizer

Beginning in 1988, at the earliest, if the ratio of OASDI trust
fund reserves to estimated outgo at the beginning of the year is
less than 20 percent, the subsequent COLA would be based on the
lesser of the increase in the CPI or average wages. When the trust
fund ratio at the beginning of the year again exceeds 32 percent,
after a period of wage indexing, “catch-up’”’ payments would be pro-
vided, increasing benefit amounts to levels they would have at-
tained if full CPI increases had been given in each year. “Catch-
up” payments would be provided only to compensate for periods in
which people were receiving wage-based COLA’s.

The stabilizer is not expected, under current forecasts of the
economy, to go into effect. Rather it is designed to protect the trust
funds against the possibility that the economy could perform less
well than expected. Even then, it is only likely to be effective in
protecting the trust funds against a combination of high inflation
and slow growth. It is possible that trust fund ratios could be lower
than 20 percent even with wage increases slightly above price in-
creases. In this case, the stabilizer would not be activated. In addi-
tion, activation of the stabilizer is contingent upon the Congress al-
lowing trust fund reserves to decline to such low levels.

Savings (1983-89): none
(75 years): none

(3) Change in Tax Treatment of Benefits

Beginning in taxable year 1984, half of the social security bene-
fits received in that year would be added to adjusted gross income,
if other adjusted gross income exceeds $20,000—in the case of a
single taxpayer or a married taxpayer filing separately—or $25,000
in the case of a married couple filing a joint return. The Secretary
of the Treasury would be required to transfer the revenues from
this provision to the appropriate trust fund on at least a quarterly
basis.

An estimated 10 percent of the 35 million beneficiaries will have
an increase in their income tax liability as a result of this proposal.
A single taxpayer with $30,000 in adjusted gross income, $6,000 in
social security benefits, and standard deductions, would have 1984
tax payments $841 higher under this provision than otherwise.
However, this individual would only pay $636 more in taxes in
1984 than they did in 1983, due to the effects of the third year of
the tax cut.
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The National Commission noted that this proposal would result
in a “notch.” That is, a person with $19,999 in other income would
not pay taxes on any portion of their social security benefit, while
a person with $20,000 in other income would pay taxes on a full
half of their benefit. The Commission expressed its concern that
the Congress rectify this notch in the legislative process.

Revenues (1983-89): $26.6 billion
(75 years): 0.63 percent of taxable payroll

(4) Increase in Retirement Age

Eight members of the Commission agreed on a recommendation
to raise the social security normal retirement age from age 65 to
age 66, beginning for those reaching age 62 in 2000, and phasing it
in a month a year until the full age reaches 66 in 2015. The early
retirement age of 62 would be retained, and improved disability
benefits would be provided for those between ages 60 and 66. Begin-
ning for those reaching age 62 in 2012, the normal retirement age
would be automatically adjusted so that the ratio of years of work-
ing life (age 20 to 64) to retired life would remain the same as it
was in 1990.

An individual retiring in 2015 at age 65 would have a T-percent
reduction in monthly retirement benefits relative to current law.
This reduction would apply only to those receiving retirement
benefits. It would not apply to those receiving survivors or disabil-
ity benefits, since these are not actuarially reduced.

Savings (1983-89): none
(75 years): 0.65 percent of taxable payroll

(5) Delayed Retirement Credit

The delayed retirement credit would be gradually increased from
3 to 8 percent between 1990 and 2010. This would result in a full
actuarial adjustment for delayed retirement after 2010, eliminating
one disincentive to working past age 65. After 2010, an individual
who postponed retirement beyond the normal retirement age
would no longer experience a loss of lifetime social security bene-
fits as a result. The long-term cost or savings from this proposal
depends upon whether large numbers of older persons delay retire-
ment and continue paying the payroll tax.
Cost (1983-89): none
(75 years): 0.11 of taxable payroll

(6) Women's Benefits

Four changes would improve benefits for certain individuals,
most of them women. These changes would become effective after
December 1983. The four changes would be:

(a) Deferred surviving spouses benefits

During a worker’s career, earnings are indexed for wage in-
creases. Upon the worker’s death, a surviving spouse’s benefits are
indexed for price increases, even if the surviving spouse must wait
several years to begin receiving them. In a normal period of real
wage growth, this indexing causes a loss in the relative value of
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the benefits. The recommended change would continue to index the
earnings record for wages after the death of the worker and until
the worker would have reached age 60, or 2 years before the survi-
vor becomes eligible for benefits.
Cost (1983-89): negligible
(75 years): 0.05 percent of taxable payroll

(b) Divorced spouses benefits

A divorced spouse who is eligible for retirement benefits may not
draw benefits until the worker begins to draw benefits. This may
result in a divorced spouse who is retired or ready to retire waiting
several years to begin drawing benefits. The recommended change
would make benefits payable at age 62 to divorced spouses, if the
former spouse is eligible for retirement benefits, whether or not
benefit payments have begun.

Cost (1983-89): $0.1 billion
(75 years): 0.01 percent of taxable payroll

(¢c) Disabled widow(er)s benefits

Widow(er)s may begin receiving actuarially reduced social secu-
rity benefits beginning at age 60, and full benefits beginning at age
65. Benefits paid at age 60 are 71.5 percent of the full benefit
amount. Disabled widow(er)s may begin receiving reduced benefits
at age 50. Benefits paid at this age are 50 percent of the full benefit
amount. The recommended change would increase the disabled
widow(er)s benefit to 71.5 percent of the full benefit.

Cost (1983-89): $1.4 billion
(75 years): 0.01 percent of taxable payroll

(d) Remarried divorced or disabled widow(er)s

Benefits paid to disabled widow(er)s, divorced widow(er)s, and dis-
abled divorced widow(er)s are not paid if the individual remarries.
Widow(er)s benefits are not paid if the individual remarries before
age 60, but may be paid if the individual is remarried after age 60.
The recommended change would extend the provision for remar-
ried widow(er)s to members of the three groups who remarry. It
would allow benefits to continue to be paid to disabled widow(er)s,
divorced widow(er)s, and disabled divorced widow(er)s if the mar-
riage takes place after the age of first eligibility for the benefit.
The change would eliminate a marriage penalty for these three
groups.

Cost (1983-89): $0.1 billion
(75 years): negligible

4. MisceLLANEOUS FINANCING MEASURES

(A) BACKGROUND

As the social security financing problem has grown more imme-
diate, the opportunity to resolve these problems through moderate
payroll tax and benefit modifications has diminished. With each
delay there has been further deterioration in economic fore-
casts, and more severe financing problems in social security. The
National Commission, in its review of the financing needs of the
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system, established quite clearly that there is an urgent and quite
substantial need for revenues and/or savings in the first few years.
Under the 1983 trustees report intermediate and pessimistic as-
sumptions, OASDI would need more than $20 billion each year in
1983 and 1984 to maintain a 15-percent reserve ratio. No proposal
to cut the benefits of future beneficiaries, and no options for adjust-
ing the COLA could provide sufficient financing in the first 2 years
to meet this need. In addition, no Commission member wanted to
raise payroll taxes significantly in the next few years, with unem-
ployment in excess of 10 percent.

Under these circumstances, the only choice left to the Commis-
sion was to look for immediate sources of revenue that could get
the trust funds over the hurdle of the first 2 years, and provide
some margin of safety if the assumptions proved to be too optimis-
tic. The Commission adopted four simple recommendations which
are intended to help the OASI trust funds remain solvent over the
next few years: (1) A lump-sum transfer from the Treasury to the
OASDI trust funds to pay for gratuitous military service credits
and uncashed checks, (2) reallocation of a portion of the DI tax rate
to OASI, (3) extension through 1987 of authority for OASDI to
borrow from the HI trust fund, and (4) the adoption of a “fail-safe”
mechanism to assure that benefits could be paid on time if unan-
ticipated adverse economic conditions develop. '

(B) NATIONAL COMMISSION RECOMMENDATIONS

(1) Lump-Sum Payments

The Commission recommended that three kinds of lump-sum
payments be made from the Treasury to the social security trust
funds in 1983: Payments for gratuitous military service wage cred-
its granted for service before 1957, payments for gratuitous mili-
tary service wage credits for service between 1957 and 1983, and
rielimbursement for the amount of outstanding uncashed OASDI
checks.

(a) Military service wage credits before 1957

Social security coverage was first extended to the military in
1957. Those who were in the service at that time were given a wage
credit on their earnings records equal to $160 for each month of
service before 1957. These wage credits are financed through pay-
ments from the general funds to the social security trust funds.
The total payments are amortized over the next 30 years, so that
level “amortization” payments are made each year to the social se-
curity trust funds. The recommendation of the Commission is to
transfer in a lump sum the estimated future liabilities for the pre-
1957 wage credits. Adjustments would be made in future years to
reflect actual experience.

(b) Military service wage credits 1957 to 1982

Since 1957, the military has begun making regular employer and
employee contributions on cash pay. In addition, in recognition of
the in-kind benefits provided the military, there is an additional
wage credit given at the rate of $100 per month of service. These
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wage credits are financed from the general fund at the time bene-
fits are paid. The payments are equal to the increases in benefits
resulting from the wage credits. The Commission recommendation
is to transfer a lump sum from the Treasury equal to the accumu-
lated employer-employee taxes on wage credits already granted
(plus interest) with adjustments for any past excess payments.
Wage credits for service after 1982 would be financed by transfer-
ring to the OASDI trust funds on a current basis the employer-em-
ployee taxes on the wage credits.

(c) Uncashed social security checks

At the beginning of each month, money is transferred from the
social security trust funds to the general fund to cover the total
value of all social security checks issued by the Treasury. Once
these checks are issued there is no limit to their negotiability.
Some checks are cashed by beneficiaries immediately. Others, how-
ever, are lost, stolen, or “saved” by the beneficiaries and are nei-
ther reported nor returned. The amount that has been transferred
to the general fund to cover these unnegotiated checks is never re-
stored because there is no limit on the negotiability of the checks.
In 1976, the Social Security Administration estimated, based on a
sample of social security checks issued, that about $250 million in
OASDI checks remained outstanding for a year or more. In addi-
tion, if the amount of unnegotiated social security checks were
credited to the trust funds, the annual increase in income would be
about $30 million a year. The Treasury has now developed a proce-
dure to reimburse the trust funds for checks which remain un-
cashed in the future for more than a year. The Commission recom-
mendation is to transfer a lump sum of about $400 million to the
O};ASDI trust funds in payment for currently outstanding OASDI
checks.

Revenues (total) (1983-89): $17.2 billion
(75 years): negligible

(2) Tax Rate Reallocation

Under current law, using intermediate assumptions, OASI trust
fund reserves are never expected to fully recover over the next 75
years. DI trust fund reserves, on the other hand, are expected to
build substantially over the next 75 years, reaching levels 30 times
as great as the annual outgo from the fund. This discrepancy be-
tween the two funds is a function of the tax rates which have been
assigned to each under current law. Though the two trust funds
are usually treated as a single unit in analyzing the long-run prob-
lem, and together, under current law, their reserves are expected
to accumulate toward the end of this century and the beginning of
the next, they remain separate trust funds by statute. In order to
smooth out the discrepancies between the performance of these two
trust funds, without merging them in statute, the Commission rec-
ommended that the tax rates for OASI and DI be reallocated to
maintain similar fund ratios in each.
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TABLE 9.—REALLOCATION OF OAS) AND DI TAX RATES

Present law tax rates (percent)  Proposed tax rates {percent)
0ASH DI 0ASI Dl

Year

1983 4.575 0.825 4.575 0.825
1984 4.875 0.825 5.45 0.25
1985 to 1987 4.750 0.950 5.20 0.50
1988 to 1989 , 4.750 0.950 5.56 0.50
1990 + 5.100 1.100 5.40 0.80

(3) Extension of Interfund Borrowing Authority

To defer the onset of cash flow problems in the OASI trust funds
and give the National Commission time to develop a consensus
package, the Congress authorized limited borrowing from the DI
and HI trust funds as part of the Social Security Amendments of
1981 (Public Law 97-123). Borrowing authority expired at the end
of 1982 and was limited to the amount necessary to enable OASI to
make timely payment of benefits through the end of June 1983.
The amount borrowed was to be repaid with interest at a time and
in a manner determined by the Managing Trustee (the Secretary of
the Treasury). In November and December 1982, OASI borrowed
$17 billion from DI and HI trust fund reserves. The Commission
recommended that borrowing for the OASI and DI trust funds from
the HI trust fund be authorized through 1987, with repayment
under provisions similar to those governing the 1982 borrowing.
This authority will enable OASI and DI to use HI reserves to meet
emergency needs over the next 5 years, until the 1988 tax rate in-
creases go into effect. The HI trust fund had about $16 billion in
reserve at the end of 1982, equal to about 20 percent of anticipated
outgo in 1983. However, these reserves are expected to decline rap-
idly over the next 5 years. For this reason, borrowing is expected to
be used only if other measures are insufficient to enable OASDI to
make timely benefit payments.

(4) Fail-Safe

The Commission believed that, in addition to the measures men-
tioned above to maintain adequate financing between 1983 and
1987, and in addition to the COLA “stabilizer,” a “fail-safe’”’ mecha-
nism should be implemented to assure that the occurrence of unex-
pected adverse economic conditions would not prevent the timely
payment of benefits. The options for a fail-safe are to enact limited
authority to borrow from the general fund, or to enact automatic
COLA reductions or payroll tax rate increases which would go into
effect when reserves reach a specified danger level. The Commis-
sion, however, was unable to reach agreement on a specific fail-safe
mechanism, but suggested there could be a combination of mecha-
nisms. The difficulty with reaching agreement on a fail-safe mecha-
nism is that any choice would, necessarily result in either an auto-
matic tap on the Treasury, or an automatic change in the program.
This would give the Congress an opportunity to automatically re-
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structure the program in ways not normally possible through the
legislative process, and many see this as unwise.

5. ADDITIONAL PROPOSALS

(A) BACKGROUND

The National Commission also made four recommendations
which have no significant effect on program financing. These rec-
ommendations are largely in response to concerns which have been
expressed about how legislation is enacted and how the program is
administered. They are intended to help restore public confidence in
the program.

(B) NATIONAL COMMISSION RECOMMENDATIONS

(1) Investment of the Trust Funds

High rates of interest paid on Government securities in recent
years led to concern about social security trust fund investment
g(r)'actices established by statute and Treasury practice over the past

years.

Currently, payroll tax revenues available for investment are put
into certificates of indebtedness which mature the following June
30. Each June 30, these certificates are rolled over into longer term
special issue securities. Treasury sets maturity dates on the new
special issues to achieve an even portfolio spread over the next 15
years. Interest paid on new special issues is set equal to the aver-
age market yield on all interest-bearing obligations of the United
States with maturities of more than 4 years. During the year, when
securities must be sold to meet benefit obligations, special issues
which are closest to maturity are redeemed first. When several se-
curities with the same maturity are available, those with the
lowest interest are redeemed first. Special issues may be redeemed
at par at any time. Once all special issues have been redeemed,
marketable obligations would have to be sold at a capital loss.

In general, the policy of investing in longer term securities has
led to an average portfolio yield which has consistently lagged
behind current market rates due to rising interest rates over time.
In fiscal year 1981, the four social security trust funds earned an
average yield of 9.2 percent compared to a composite rate on all
Treasury securities of 13.2 percent. It has been estimated that over
the last 21 years the trust funds received an average annual yield
of 5.2 percent compared to an average market rate on all Treasury
securities of 6.3 percent.

In addition to the question of how to improve trust fund perform-
ance in the context of fluctuations in the relative yield of short-
term and long-term investments, there is the question of how to
change investment practices in response to the current rapid de-
cline in the trust fund reserves. Current investment practices are
based on the assumption that the trust funds have substantial re-
serves which remain relatively stable in the long run. The empha-
sis on a 15-year spread of maturity dates, the policy of redeeming
the earliest maturities first, and the bias toward long-term interest
rates all seem questionable, however, when the trust funds are
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being rapidly depleted and special issues are being cashed in to pay
benefits. At issue is not only the specific practice of the Managing
Trustee, but also the inability of the Managing Trustee to change
practices when situations warrant.

Finally, there is the more peripheral question of whether the in-
terest calculated for new special issues to the trust funds should be
changed to reflect the current average market yield of all Treasury
securities which the trust funds are permitted to purchase. There
is little disagreement that the current method for assigning inter-
est rates has some unfair downward bias.

In response to these concerns about trust fund investment, the
National Commission recommended that investment practices be
revised. Specifically, they recommended that all future special
issues be invested on a month-to-month basis at an interest rate
based on the current average market yield of all public debt obliga-
tions (except those with artificially low yields) with a maturity of 4
years or more. All present special issues would be redeemed at par,
but all marketable securities would be held until maturity. The
trust funds would only purchase special issues in the future.

(2) Social Security and the Unified Budget

Prior to the submission of the first unified Federal budget in
fiscal year 1969, the operations of the social security trust funds
were accounted for apart from the “administrative budget”’—in a
special trust fund budget. Although the operations of the trust
funds were accounted for in a separate budget, the trust fund
budget was combined, for purposes of economic analysis, with the
administrative budget in special summary tables included in the
annual budget document.

Beginning with the fiscal year 1969 budget, accounts for the
OASDI trust funds were combined with those of general-revenue-
financed income maintenance programs in the income security
function of the unified budget, while the operations of the HI trust
funds were combined with the general-revenue-financed health
care and health financing programs in the health function of the
unified budget. In 1974, the Congress implicitly approved the use of
a unified budget by including social security trust fund operations
in the annual budget process set up under the Congressional
Budget and Impoundment Control Act. Inclusion of trust fund op-
erations in the unified budget has resulted in the annual surpluses
and deficits in the operation of these funds either increasing or de-
c;easing the general budget deficit that would have otherwise been
shown.

Those who support removing the trust fund operations from the
unified budget believe that the present method of accounting
makes the operation of the trust funds unclear and provides a mis-
leading picture of annual budget deficits. In years when social secu-
rity is building trust fund reserves by running surpluses, the total
budget deficit is reduced, even though the revenues coming into
social security are not available for current spending. In years
when social security is spending trust fund reserves by running
deficits, the total budget deficit is increased even though there is
no increased claim on available revenues.
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Proponents also believe that social security is a program which
should not be continually adjusted solely for the purpose of correct-
ing the effects of its annual surpluses or deficits on the overall Fed-
eral budget. Because it has a long time-horizon with benefits in the
distant future based on the current earnings and tax payments of
workers, it is important that permanent changes in the system en-
hance the long-run integrity of the system and not be precipitously
made to meet the immediate needs of the Federal budget.

Finally, those who support separation from the unified budget
point out that the effect of this shift would be only to remove social
security from the annual budget debate. It would not limit the abil-
ity of the Congress to review total Federal expenditures and their
impact on the economy.

hose who oppose this recommendation believe that it is essen-
tial that the operations of the social security program remain in
the unified Federal budget because the program involves such a
large proportion of all Federal outlays. Thus, to omit its operations
would misrepresent the activities of the Federal Government and
their economic impact. In addition, opponents suggest removal
from the budget would weaken congressional discipline to address
financing problems.

A majority of the members of the National Commission recom-
mended that the operations of the OASI, DI, HI, and SMI trust
funds be removed from the unified Federal budget. Some who did
not support this recommendation believed the issue would be ade-
quately addressed if the operations of the social security system
were displayed within the present unified budget as a separate
budget function, apart from other income security programs.

(3) Public Members on the Board of Trustees

Currently, the trustees of the social security trust funds are
members of the administration: The Secretaries of Treasury, Labor,
Health and Human Services, and the Social Security Commissioner
and Administrator of HCFA. In the past there has been concern
that this leads to a political bias in the selection of assumptions for
cost estimates and a conflict of interest in making decisions on in-
vestment procedures. The National Commission recommended that
two individuals outside the executive branch be added to the
OASDI Board of Trustees, no more than one from any particular
party. This change is intended to increase public confidence in the
integrity of the trust funds.

(4) Independent Agency Status

The Social Security Administration has been a part of the De-
partment of Health and Human Services (or its predecessor HEW)
since the creation of the Department in 1953. The original Social
Security Board was created as an independent agency, but was sub-
sumed under the Federal Security Agency in 1939. Those who favor
making the Social Security Administration a separate agency again
emphasize that it is larger in number of employees (over 80,000)
and budget (over $150 billion) than any other Federal Department
except the Department of Defense. There is also concern that, be-
cause it is such a large part of the Department of Health and
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Human Services budget, Social Security distorts the perspective in
the Department and encourages the use of program changes in
social security to meet short-term departmental budget targets.
Proponents feel that separation would encourage a longer term
perspective in the administration of the program. In addition, the
perception that social security is independent of politics and the
budget process will help inspire greater public confidence in the
program. Those who oppose independent agency status generally
raise the problems of sorting social security’s programs from other
health and income security programs in the Department now ad-
ministered by the Social Security Administration. Opponents also
question the ability or the wisdom of insulating social security
from the political process. The National Commission endorsed the
separation of the Social Security Administration in principle, and
recommended that a study be undertaken on the feasibility of
doing this. .

" D. CONCLUSION

With the leadership in the Congress committed to a quick enact-
ment of social security financing legislation, it appears likely that
this issue will be resolved, at least for the near future. Whether
social security can remain solvent for the next decade and the next
75 years depends upon how economic and demographic conditions
change this year and over the long run. Ultimately, it may be im-
possible to permanently fix social security, for it is a program sen-
sitive to the economy as well as to shifting values and concerns of
society. Moreover, social security is made operational through the
political process. This is both its strongest and its most vulnerable
feature. Social security is dependent upon the strength of the
Nation and the political consensus that supports it. Germany estab-
lished its social security system in the 1880’s and has continued to
operate it through two devastating world wars and complete eco-
nomic collapse, paying benefits to those who contributed 50 years
ago and who lost pension benefits and savings in the turmoil. As
long as this country and its people remain committed to social se-
curity, a system to pay benefits to future generations will be main-
tained. Financing problems will undoubtedly occur periodically in
the future, for there is no way to totally insulate the system from
its economic underpinnings. The reoccurrence of problems is not
necessarily a sign of weakness in the system, however, unless these
problems go unresolved. The success of the Congress in negotiating
a solution this year to social security’s problems—one which does
not require a major redesign of the system—will be testimony to
the permanence of the social security system as a fixture in our so-
ciety.



Chapter 4

EMPLOYEE PENSIONS

OVERVIEW

After the introduction in 1981 of significant legislative initiatives
in three pension areas: Simplification of ERISA, multiemployer
pension plan withdrawal liability, and public pension regulation,
there was little progress on any of these issues in 1982. The Con-
gress seemed generally deadlocked on any changes in employer
pensions. And significant action on pension issues was deferred to
the 98th Congress.

The one major exception to this trend was the significant change
in corporate and noncorporate pension rules accomplished as part
of the Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA).
This tax legislation, enacted primarily to meet revenue targets in
the fiscal year 1983 budget, lowered the amount of tax deductible
contributions that can be made to a corporate pension plan, estab-
lished parity between corporate and noncorporate plans, and insti-
tuted new rules for “top heavy” pension plans.

Budget concerns also prevailed for the Federal Civil Service Re-
tirement System (CSRS). The issue of reform of the CSRS was
raised with the introduction in 1982 of S. 2905—‘‘The Civil Service
Pension Reform Act of 1982”—followed by the recommendation of
the National Commission on Social Security Reform that new Fed-
eral employees be covered under social security. However, the only
legislation enacted in 1982 affecting the civil service retirement
system was the Omnibus Budget Reconciliation Act of 1982 which
reduced cost-of-living adjustments in Federal civilian and military
pensions for retirees under age 62. .

The major pension issues raised in the 97th Congress, for the
most part remain to be solved by the 98th Congress.

A. HISTORICAL DEVELOPMENT

While the earliest pension plans were offered toward the end of
the 19th century, private and public pension plans have only
become a significant factor in the provision of retirement income in
the last 30 years. The early development of private pensions was
spurred primarily by the desire of employers to improve labor sta-
bility and productivity. Pensions were variously viewed as a way of
encouraging loyalty and long service, as a means of reducing
worker turnover, and, coupled with mandatory retirement, as a
way of humanely removing superannuated employees. Federal tax
laws added a further incentive to employers by allowing them to
exempt contributions to pension plans from corporate income
taxes. Employers establishing pension plans were frequently sup-
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ported by unions, who saw the pension plans as a moral obligation
of the employer to compensate workers for depreciation over a
career of employment.

Civil service pensions were also initiated in the 19th century, be-
ginning with the development of State and local government plans
for firemen, policemen, and teachers. It was not, however, until the
1920’s that public pensions began to increase in prevalence and
coverage. Mounting concern about government efficiency and the
problem of superannuated Federal employees led to the establish-
ment of the Federal Civil Service Retirement System in 1920. Pen-
sion plans for State and local government employees also became
more popular in the 1920’s. However, major expansion in public
employee pensions did not come about until the 1940’s and 1950’s.
At the Federal level this trend was a result of the burgeoning Fed-
eral work force during and after World War II. At the State and
local level, professionalization of government employees, a desire to
avoid social security coverage of government employees, and an in-
creasing awareness of retirement income needs contributed to the
growth of public employee pension coverage.

The development of private pension plans, which had been slow
in the 1920’s and 1930’s, also began to increase rapidly in the
1940’s and 1950’s. This sudden increase was the result of three fac-
tors. First, tax sheltering of corporate and personal income became
more important when personal and corporate tax rates were raised
precipitously in 1940. Congress, responding to these heightened tax
incentives, tightened the requirements for qualification of a plan
and improved the tax advantages for qualified plans in the Reve-
nue Act of 1942. Under the terms of this act, qualified plans could
realize three tax advantages: (1) Tax deductibility of employer con-
tributions; (2) tax deferral of plan investment income; and (3) tax
deferral of employer contributions until pension benefits were re-
ceived in retirement. These added advantages provided tremendous
incentives for the expansion of qualified pension plans.

A second factor was that firms were forced, as a result of wage
freezes during World War II and the Korean War, to provide com-
pensation increases to workers in the form of benefits instead of
cash wages.

A third factor was that labor unions became increasingly inter-
ested in the 1940’s in including pension benefits in negotiations for
compensation. Union interest in pension benefits stemmed from
the settlement of the mineworkers strike in 1946 which included
the establishment of the mineworkers pension fund. Union interest
was further spurred by the 1949 Supreme Court decision in the
Inland Steel case, which upheld the National Labor Relations
Board’s decision that pension and welfare benefits were a proper
subject for collective bargaining. Increasing recognition by unions
that social security benefits were inadequate, coupled with the
finding by the Steel Industry Factfinding Committee in 1949 that
the steel industry had a social obligation to provide pensions to
workers, further fueled the pursuit of pension benefits through
labor negotiation. By 1950, nearly all major unions had successfully
negotiated pension plans.

The change in incentives for the formation of private pension
plans after 1940 produced a rapid expansion in both the number of
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pension plans and the proportion of the private wage and salary
labor force covered by pensions. In the first 20 years after 1940, the
growth in pension coverage was particularly rapid due to the im-
mediate development of pension plans by the largest employers. As
the number of qualified pension profit-sharing and stock bonus
plans increased from 700 to 64,000,! the proportion of workers cov-
ered by private pensions increased from 12 percent to about 33 per-
cent.?

In the second 20-year period, the expansion of coverage slowed
considerably due to a trend toward coverage of workers in smaller
firms. While pension coverage had increased at an average annual
rate of 12 percent in the 1940’s and 7 percent in the 1950’s, be-
tween 1960 and 1974, pension coverage grew at a rate of only 3 per-
cent a year. Overall, the proportion of covered workers increased
from 33 percent to only 40 percent.3

CHART 1
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SOURCE: Scheiber, Sylvester. Social Security: Perspectives on
Preserving the System , Employee Benefit Research Institute
1982. From IRS data. Table II- 1.

During this same period, however, the number of qualified plans
in effect increased dramatically from 64,000 to nearly 425,000. By
the early seventies, although there was an average net increase of
50,000 new plans a year, the rate of worker participation in plans
was leveling off.4

! Spencer, Charles, and Associates. Pension and Profit-Sharing Plans in Effect, Based on IRS
Data. EBPR research reports, 1939-75.

2 Schultz, James H. The Economics of Aging. 2d edition Belmont, Wadsworth, 1980, table 23.

3 Ibid., p. 126: and table 23.

4 Spencer, Charles. Pension and Profit-Sharing Plan.
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B. CHARACTERISTICS OF PRIVATE PENSIONS

Today, there are more than 42 million private sector wage and
salary workers actively participating in one or more of over 450,000
private pension plans.5 These pension plans are of two types—de-
fined benefit, and defined contribution plans. Defined benefit plans,
which account for about 30 percent of all plans and 70 percent of
all participants, are plans which pay the workers a specified bene-
fit frequently based on a combination of his years of service, and
recent earnings experience. Defined contribution plans, which ac-
count for about 70 percent of all plans and only 30 percent of all
participants, are plans in which the rate of contribution is speci-
fied, and benefits are unpredictable—since they are tied to the rate
of return on the plan’s investment.®

The majority of pension plans are small. As of 1977, three out of
five plans had fewer than 10 participants, and 90 percent of all
plans had fewer than 100 participants. Most of the small plans are
defined contribution plans. Defined benefit plans tend to be larger,
with 95 percent of all workers participating in defined benefit
plans covered by plans with 100 or more members. While two-
thirds of all private pension plans are small, defined contribution
plans, two-thirds of all participating workers are in large defined
benefit plans.?

Defined benefit plans pay either a flat-rate benefit or an earn-
ings-related benefit. Flat-rate plans, also called pattern plans, cover
about half of all participants in defined benefit plans, primarily
employees paid hourly wages in collectively bargained plans. These
plans pay a fixed dollar amount to the participant for each year of
service under the plan. Three-quarters of the participants in flat-
rate plans are in plans which use a single flat rate for all employ-
ees regardless of their job classification or wage. Another quarter
are in plans using staggered flat rates which pay different dollar
amounts for different job classifications.

Earnings-related plans, also called “‘conventional plans,” usually
cover salaried employees or a combination of salary and wage em-
ployees, and pay benefits in proportion to the worker’s earnings.

5 U.S. Dept. of Labor. Preliminary Estimates of Participant and Financial Characteristics of
Private Pension Plans, 1977. 1981. p. 1.

6 Ibid., pp. 1-3.

7 Ibid., p. 2.
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CHART 2

PERCENT OF PENSION PLANS AND PLAN PARTICIPANTS
BY PLAN SIZE, 1977
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Usually the benefit is derived by mulitiplying a percentage of the
employee’s average earnings over some specified period by his
years of service under the plan. The earnings which are averaged
in calculating the benefit may be the worker’s career earnings
under the plan, but are often the worker’s highest 3 or 5 years of
earnings, or the worker’s earnings in his final 5 or 10 years of em-
ployment. The aim of an earnings-related plan is to pay the worker
some fixed proportion of preretirement earnings to assure that pen-
sion benefits bear a set relationship to employees’ standards of
living, regardless of what happens in the economy. In general, final
earnings and high years’ earnings formulas pay initial benefits
which have a more direct relationship to the employees’ final pre-
retirement standard of living than do the benefits paid under
career average formulas.



138

These features make the defined benefit plan advantageous to a
worker who remains with a single employer throughout his career.
However, workers who participate in defined benefit plans and
change employers during their careers have their benefits reduced
or eliminated as a result. One reason is that most participants in
defined benefit plans have to work for the same employer for 10
years to become vested for pension benefits. A worker who leaves
early not only loses his right to benefits, but also is unlikely to
have made any contributions to the plan which he could otherwise
withdraw. A worker who stays with the same employer for more
than 10 years, but leaves that employer several years before retir-
ing, will find upon retirement, that the purchasing power of his
fixed dollar pension has been eroded by inflation. These features of
defined benefit plans tend to penalize mobile workers.

Employers can offer defined benefit plans as a way of rewarding
loyal employees and reducing their labor turnover. In addition, the
benefit formula can be set to influence employees decisions about
work and retirement. However, there are disadvantages for the em-
ployer as well. Employers who offer defined benefit plans are obli-
gated to provide the benefits they have promised. If their assump-
tions about future plan performance prove to be optimistic, employ-
ers may find it necessary to increase their contributions to finance
the benefits. In this sense, the employers’ pension costs are uncer-
tain, and deterioration in the economy can lead to the build up of
large unfunded pension liabilities.

Defined contribution plans include money-purchase and profit-
sharing plans. In money-purchase plans, a periodic contribution of
a specified percentage of earnings is set aside in an individual em-
ployee account. In profit-sharing plans, the periodic contributions
to each account are a function of the profits of the firm and may
vary each year. In both cases benefits are paid out based on the
funds which have accumulated in the individual account at the
time of retirement. In 1974, 70 percent of all participants in de-
fined contribution plans were in money-purchase plans.®

Defined contribution plans cannot offer the worker predictable
benefits, since the benefits paid depend upon the performance of
investments. Individual employees may find upon retirement that
the benefits paid are less than or greater than the benefits project-
ed by the plan. In this sense, the employee, and not the employer,
bears the risk. Defined contribution plans, however, have the ad-
vantage of not extracting as heavy a penalty for job mobility. De-
fined contribution plans are likely to allow the employee to gradu-
ally vest in his pension benefits, and are also likely to include em-
ployee contributions. Thus, even workers who leave before fully
vesting can take some benefits with them. In additiony since the
employee has an account which is invested, there is continuing
growth in the value of his benefits even after he leaves the employ-
er. As a result, benefits paid by defined contribution plans tend to
be less sensitive than benefits paid by defined benefit plans to em-
ployee’s job changes.

8 U.S. Congress. Senate. Special Committee on Aging. Linkages Between Private Pensions and
Social Security Reform. Committee Print, 97th Congress, 2d Session, Washington, U.S. Govt.
Print. Off., 1982.
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By the same token defined contributions are difficult for an em-
ployer to use in rewarding career workers or influencing the work
and retirement choices of employees. However, the advantage to
the employer of offering a defined contribution plan is that his lia-
bility is limited to the periodic contributions he makes to the plan.
Once these contributions are made, the employer has no further fi-
nancial obligation.

It is important to realize that, in practice, the choice of a defined
benefit or a defined contribution plan is not mutually exclusive.
Major employers who include defined benefit plans in their benefit
package often supplement those benefits with defined contribution
plans which may be specifically targeted to attract highly skilled
workers with relatively short tenures. They are also a way of in-
creasing benefits without increasing the employer’s future liability.

Another way of looking at pension plans is to differentiate be-
tween plans sponsored by a single employer and those sponsored by
a group of employers or employers and labor organizations. Single
employer plans are the most common, covering about 85 percent of
all participating workers. In these plans, the employer sponsors
and either administers or contracts for the administration of the
plan separately. Multiemployer plans usually cover employees in
an industry or craft in a specified geographic area. These plans re-
quire employers to make specified contributions, on behalf of each
worker to a central fund. Employees can continue to accumulate
years of service under the plan by working for any of the employ-
ers in the plan. While the contribution rate is determined through
collective bargaining, benefits are defined by the plan’s trustees
who are representatives of labor and management. Multiemployer
plans offer workers better portability of their pensions than single
employer plans because years of service continue to be credited to
the workers account as he moves from one participating employer
to another. However, benefit guarantees in multiemployer plans
may not be as sound. While benefits are fully protected if a partic-
ular employer leaves the plan, if the plan terminates, workers
benefits are only partially protected by plan termination insurance.
Multiemployer plans can also be a problem for the employer. The .
defined benefits promised by the plan leave employers liable for
future benefit obligations, as in single employer defined benefit
plans, but in multiemployer plans employers share control over
benefit levels with the labor union. In addition, termination of plan
participation by one employer can increase the future benefit obli-
gations of other employers participating in the multiemployer plan.

C. THE EMPLOYEE RETIREMFéN;I‘ INCOME SECURITY ACT OF
197

1. OrIGINS?

Prior to 1974, private pension growth had taken place in largely
unregulated environments. Early restrictions on private plans were
developed primarily through the Internal Revenue Code, and were
aimed at preventing employers from developing plans only for tax

9 McGill, Dan N. Fundamentals of Private Pensions. 4th edition. Homewood, Richard D.
Irwin, Inc., 1979. pp. 30-37.
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advantages and diverting plan assets and income to their exclusive
use. The Revenue Act of 1942 provided special tax advantages for
qualified plans and required, as a condition for qualification, that
plans not discriminate in their coverage, benefits, and financing in
favor of supervisors, highly paid employees, officers, and sharehold-
ers. Regulations and rulings of the IRS over the next 12 years
added further detail to the requirements for plan qualification to
protect general employee interests and prevent misuse of pension
plans as tax shelters. Revision of the Internal Revenue Code in
1954 left these requirements in place. Prior to 1974, however, there
were no provisions in the code to require adequate funding of pen-
sion plans, to guarantee pension benefits, to enforce individual par-
ticipants’ rights to benefits, or to establish standards for plan ad-
ministration and management of plan assets.

During the 1950’s, as private pensions assumed rapidly increas-
ing responsibility for providing retirement income, concern began
to mount about pension plan abuses. Complaints surfaced about
losses of benefits by employees after long years of service because
of company mergers, plant closings, employer bankruptcies, and
unemployment. Stringent age and service requirements prevented
many loyal workers from receiving pension benefits when they vol-
untarily or involuntarily retired before the plan’s eligibility age. In
addition, there was growing evidence of fraud, embezzlement, and
mismanagement in the investment of pension funds.

In response to these problems, Congress moved to increase pro-
tection of the rights of individual participants and reduce plan
asset mismanagement by enacting the Welfare and Pension Plans
Disclosure Act of 1958. This act however placed primary responsi-
bility for monitoring plan activity in the hands of plan participants
themselves. Plan administrators were required to make copies of
the plan and annual reports available to plan participants. Partici-
pants were expected to spot fraudulent or criminal activity through
the annual report, and bring action under State or Federal laws to
protect plan assets. Even though the burden for investigation and
enforcement was shifted from plan participants to the Departments
of Justice and Labor in the 1962 amendments to the act, the law
continued to provide inadequate protection for the rights of individ-
ual participants.

Continuing pension plan abuses led to the establishment of the
President’s Committee on Corporate Pension Funds which released
its report in 1965. In its report, the committee recommended that
Federal standards be imposed on private pension plans. In particu-
lar, the committee recommended the development of mandatory
minimum vesting and funding standards, and concluded that a
pension plan termination insurance program, and a mechanism for
portability of pension benefits were worthy of serious study. The
release of this report led to the introduction of the Pension Benefit
Security Act to Congress in 1968. This bill and other pension
reform bills were introduced in successive sessions of Congress
until finally the Employee Retirement Income Security Act
(ERISA) was enacted in 1974.
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2. MAJOR PROVISIONS

ERISA is one of the most lengthy and complex pieces of legisla-
tion to be enacted in recent years. The primary intent of this act is
to protect the pension and welfare benefit rights of workers and
beneficiaries. It addresses this goal through eight sets of provisions:

(a) Participation provisions: These provisions limit the age and
service requirements for eligibility for participation in a pension
plan. In general, an employee cannot be excluded from a plan on
account of age and service if he is at least 25 years old and has at
least 1 year of service (a period of 12 months with at least 1,000
hours of work).

(b) Vesting, break in service, and benefit accrual provisions: These
provisions assure that employees who work for the same firm for a
reasonable length of time receive some pension at retirement age.

(1) Vesting: There are three alternative standards for vest-
ing: (i) Full vesting of 100 percent of accrued benefits after 10
years of service; (ii) graded vesting of 25 percent of accrued
benefits after 5 years of service increasing by 5 percent each
year for the next 5 years and 10 percent for each year thereaf-
ter, so that 100 percent vesting is attained after 1/ years of
covered service; (iii) graded vesting of 50 percent c¢f accrued
benefits when age and service add up to 45 years, increasing by
10 percent each year over the next 5 years.

(2) Break in service: Requires a plan to credit an employee
for all service with an employer before and after a “break in
service.” The plan may require a specified waiting period
before prebreak and postbreak service are aggregated, but
must later give credit for that period. Nonvested employees
may not lose credits for prebreak service until the period of ab-
sence equals the years of covered service.

(3) Benefit accrual: Establishes a standard of uniformity in
rates of benefit accrual to prevent plans from accruing benefits
at lower rates in early years of employment or younger ages.

(4) Portability: With the consent of employers, employees
may transfer vested pension benefits tax free to an IRA and
another employer upon separation from the firm.

(c) Joint and survivor provisions: This provision improves benefits
for spouses, by requiring pension plans to offer certain workers the
option of electing a 50-percent joint and survivor annuity at the
initial age for early retirement or 10 years before normal retire-
ment—in exchange for a lower pension amount. All workers must
be provided this protection at the time of actual retirement unless
they elect otherwise.

(d) Funding provisions: These provisions set standards for the
funding of plans to assure that plans have the money to pay bene-
fits when due. Plans created after ERISA were to develop full fund-
ing for benefit obligations within 30 years. Plans predating ERISA
were allowed 40 years to develop full funding.

(e) Fiduciary provisions: These provisions set standards for the
administration and management of plan funds. Plans are required
to diversify their assets, and they may not buy or sell, exchange or
lease property with a “party-in-interest.” They may not divert plan
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assets or income to any other use than payment of benefits or rea-
sonable plan administration expenses.

(f) Reporting and disclosure provisions: These provisions are de-
signed to assure that employees and their beneficiaries know their
rights and obligations under the plans, and to assure that Govern-
ment agencies have the necessary information to enforce the law.
Plans with over 100 participants are required to file detailed finan-
cial and actuarial data. Moreover, defined benefit plans must
submit an audited financial statement and a certified actuarial
statement. Plans with fewer than 100 participants are only re-
quired to file a simplified financial and actuarial report. All plans
are required to furnish each participant and beneficiary with
copies of the summary plan description and annual reports. Other
statements are required when firms merge or transfer assets for a
qualified plan, terminate a qualified plan, or when an employee
with vested benefits terminates from a plan.

(8) Plan termination insurance provisions: These provisions
assure that persons with vested benefits will receive a pension in
the event that their defined benefit pension plan terminates with
insufficient funds to pay benefits. Plan termination insurance is es-
tablished through annual premiums paid by employers to a non-
profit Government corporation—the Pension Benefit Guaranty Cor-
poration (PBGC). Single employer and multiemployer plans are
treated differently under these provisions. In the original act, plan
termination insurance was extended only to single employer plans.
If a single employer, defined benefit plan terminates with insuffi-
cient funds, employees may qualify for a benefit of up to $1,381 a
month (1982) (adjusted annually for changes in social security con-
tributions and benefit levels). Employers terminating plans are
liable for up to 30 percent of their net worth. Multiemployer plans
were brought under the plan termination provisions in 1980. Under
the 1980 amendments, the PBGC is required to provide financial
assistance to a multiemployer plan when it becomes insolvent to
enable it to pay guaranteed benefits, whether or not it terminates.
Only a portion of the vested benefit in a multiemployer plan is
guaranteed. In the event of insolvency or termination, the PBGC
will guarantee 100 percent of the first $5 plus 75 percent of the
next $15 of monthly benefits per year of service. Annual PBGC pre-
miums for each participant are set at a higher rate for multiem-
ployer plans than for single employer plans.

(h) Individual retirement accounts and Keogh provisions: ERISA
provisions enabled employees not covered by a pension plan to take
an annual tax deduction for contributions to an individual retire-
ment account (IRA). ERISA set maximum IRA contribution levels
at the lesser of 15 percent of compensation or $1,500 a year, and
raised maximum Keogh contribution levels to the lesser of 15 per-
cent of compensation or $7,500 a year. The Economic Recovery Tax
Act of 1981 extended IRA eligibility to earners who are also cov-
ered by a pension, and raised maximum IRA and Keogh contribu-
tion levels. Individuals may contribute the lesser of 100 percent of
compensation or $2,000 a year to an IRA, and the lesser of 15 per-
cent of compensation or $15,000 a year to a Keogh plan. The Tax
Equity and Fiscal Responsibilty Act of 1982 basically eliminated
the distinction in tax law between qualified corporate pension
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plans and Keogh plans for self-employed individuals. Effective in
1984, annual deductible contributions to a Keogh plan will general-

}$y be limited to 25 percent of compensation up to a maximum of
30,000. '

(i) Administration: Administration for various provisions of the
law was assigned either to the Department of Labor, the Internal
Revenue Service, or the Pension Benefit Guaranty Corporation.

While ERISA dramatically increased the protection afforded for
worker’s pension benefits, it carefully limited its protections to
workers who fulfilled conditions for participation and vesting as
specified in the act. ERISA did not attempt to guarantee a pension
to every worker, nor to assure that pension benefits that are re-
ceived are adequate. In addition, ERISA did not attempt to provide
full protection to spouses of deceased or retired workers, and it did
not provide for portability of benefits other than in cases when
plan sponsors chose to incorporate this option.

3. Errects oF ERISA oN PrivaTe PENsION PLANS

Since the enactment of ERISA, there has been concern and con-
troversy regarding the impact of this law on the development of
pension plans, and on the nature of plan provisions. As ERISA
brought into play a new set of plan standards and reporting and
disclosure requirements in the pension industry, it was inevitable
there would be disruption for private pension plans and added plan
expenses. In retrospect, however, there is some question about how
severe and long lasting this disruption has been, and whether it
has had any lasting impact on the extent of pension coverage.

ERISA’s most dramatic effects have been on the numbers of ex-
isting pension plans. When the law was passed, most pension plans
were able to modify plan provisions and management procedures to
meet standards and reporting requirements without serious disrup-
tion or excessive costs. However, many plans, particularly smaller
plans, were unwilling or unable to meet the standards or the costs
imposed by ERISA. In most cases these plans terminated. One in-
terpretation of the impact of ERISA is that it weeded out the mar-
ginal pension plans—the very type of plan which led to the enact-
ment of ERISA.

Defined benefit plans were the most directly affected, and here
the numbers are startling. Prior to the enactment of ERISA the
number of defined benefit plans had been rising from a low of
about 5,000 net new plans a year in 1960, to a high of about 32,000
net new plans a year in 1973. In the years immediately following
the enactment of ERISA, terminations of defined benefit plans
tripled and creations of defined benefit plans were reduced by more
than 80 percent. In 1976, there was actually a net loss of 4,000 de-
fined benefit plans. After 1976, the number of defined benefit plans
began to increase again, but by 1981, the number of annual net
new plans was still only two-thirds that for 1973.1°

10Schieber, Sylvester J. Social Security: Perspective on Preserving the System. Washington,
D.C. Employee Benefit Research Institute, 1982. table I1-2.
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Defined contribution plans were also affected by ERISA, but only
briefly. In the years immediately following the enactment of
ERISA, the rate of defined contribution plan terminations rose dra-
matically, tripling by 1977. Plan creations, however, declined only
in 1975 and 1976.11 Overall, the enactment of ERISA has encour-
aged the development of defined contribution plans since these
plans are not required to pay premiums to the Pension Benefit
Guaranty Corporation nor to meet ERISA’s funding standards.
Since 1978, defined contribution plans have been created at double
their pre-ERISA rate.

Not all of the post-ERISA increase in plan terminations resulted
from the enactment of the law. In part, the increase was a continu-
ation of a long-term trend of rising termination rates. Annual plan
terminations rose gradually from under 300 in the 1950’s to more
than 2,000 by 1970, accelerating thereafter to reach nearly 5,000 by
1974.12 A continuation of this trend, however, would only account
for half of the actual post-ERISA plan terminations. Part of the in-
crease in plan terminations could also be attributed to the occur-
rence in 1974 and 1975 of the most serious economic recession since
World War II. It is unclear, then, how much of an impact ERISA
actually had on plan terminations.

Several studies of terminating pension plans have helped to clar-
ify the relationship between the enactment of ERISA and the in-
crease in plan terminations. In general, these studies found the ef-
fects of ERISA to be much less severe than the previously cited sta-
tistics would indicate. Terminating plans were found to be largely
small plans that did not meet the act’s minimum vesting and par-
ticipation standards. While ERISA may have been a major factor
in many of the plan terminations, it was not the most significant
factor. In many cases, the sponsor terminated one plan only to
place its participants in another plan. Where participants were not
transferred to another plan, in most cases they either received or
were scheduled to receive all of their vested benefits.13

While ERISA may have had some impact on the development of
pension plans in the short term, much of this impact resulted in a
shift in emphasis in plan creations from defined benefit plans to
defined contribution plans. It is clear from 1981 IRS figures that
the overall growth rate for private pension plans has now exceeded
pre-ERISA levels. In 1981, over 68,000 net total plans were created.
In addition, while growth in pension plans was slowed by ERISA,
the limitation of this impact to small plans has meant that pension
coverage of the work force has remained unchanged since ERISA.
In short, there is no strong evidence that ERISA is having a lasting
effect on the growth in private pension plans or on pension cover-
age of the work force. The pension industry appears now to have
adjusted successfully to the new law.

11 Ibid., table I1-2.

12 Thid., table I1-2.

13 Pension Benefit Guaranty Corporation. Analysis of Single Employer Defined Benefit Termi-
nations, 1975. (March 1976). Pension Benefit Guaranty Corporation. Annual Report. (June 1975).
Pension Benefit Guaranty Corporation. Analysis of Single Employer Defined Benefit Plan Ter-
minations, 1978. (May 1981).

U.S. General Accounting Office. Effect of the Employment Retirement Income Security Act on
the Termination of Single Employer Defined Benefit Pension Plans. Report No. HRD-78-90,
Apr. 27, 1978. Washington, 1978.

US. General Accounting Office. Effects of the Employee Retirement Income Security Act on
Pension Plans with Fewer Than 100 Participants. Report No. HRD-79-56, Apr. 16, 1979. Wash-
ington, 1979.
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D. POST-ERISA PENSION DEVELOPMENTS

1. MULTIEMPLOYER PLANS

One of the most difficult post-ERISA issues has emerged around
the problem of providing plan termination insurance for multiem-
ployer plans. These are plans which cover employees of a number
of employers usually within a single craft or industry, such as
trucking, construction, retail foods, or printing. The plans are cre-
ated and maintained under collective bargaining agreements nego-
tiated between a union and employers. Frequently, employers’ con-
tribution rates are determined in the collective bargaining process,
but benefits paid to pensioners are defined separately by the plan’s
trustees. Plans are not permitted to defer funding or reduce bene-
fits, leaving contributing employers with the choice of making suf-
ficient contributions to meet benefit obligations or withdrawing
from the plan.

In recent years, many industries with multiemployer plans have
been experiencing declining employment and high rates of business
failure. As a result, the funding obligations for remaining employ-
ers has been increasing substantially in some plans. When ERISA
was passed in 1974, it was feared that inclusion of multiemployer
plans in the plan termination insurance guarantees would enable
ailing plans to immediately shift their pension burden to the Pen-
sion Benefit Guaranty Corporation (PBGC). A later PBGC study
raised concern that automatic inclusion of multiemployer plans in
the provisions of title IV of the act could result in the PBGC
having to fund as much as $4 billion in benefits if multiemployer
plans failed.1¢ Although multiemployer plans were required to pay
premiums from the start, insurance of benefits was delayed under
the act until January 1978. In the interim, ERISA gave the Pen-
sion Benefit Guaranty Corporation (PBGC) discretion to cover ter-
minations on a case-by-case basis. This was intended to allow the
PBGC to gain some experience with multiemployer plans before
termination insurance coverage became mandatory. Mandatory
coverage of benefits was then postponed several more times, until
it finally became effective in August 1980.

In the meantime, studies conducted by the PBGC of multiem-
ployer plan liabilities and terminations began to document unique
problems of funding and liability among multiemployer pension
plans. Under the original law, employers were able to withdraw
from a multiemployer plan without obligations to the plan. If em-
ployees had earned vested benefits which had not been funded by
the employer, that liability was spread among the remaining em-
ployers. In industries with a declining number of employers, these
increased pension liabilities raised costs for remaining employers.
In addition, where plans had given past service credits to employ-
ees for service before the employer entered the plan, failures or
withdrawals of a large number of these employers left plans with
large unfunded liabilities. Where increases in employers contribu-

14 Pension Benefit Guaranty Corporation. Potential Multiemployer Plan Liabilities Under
Title IV of ERISA. Sept. 29, 1977.
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tions or cuts in employee benefits were intolerable, termination of
the entire plan became a likely alternative.

PBGC found that there were financial incentives for employers
to withdraw from plans or for plans to terminate when there
where large unfunded liabilities. Under the law, withdrawing em-
ployers had limited liability. If the employer withdrew and the
multiemployer plan continued to operate for 5 years, the employer
could dump its entire liability for its employees’ benefits on the
plan. If the plan folded within 5 years, the employer could be liable
for up to 30 percent of his net worth, but in some cases this
amount was less than the employer’s obligation under the plan.

(A) MULTIEMPLOYER PENSION PLAN AMENDMENTS ACT OF 1980
(MPPAA)

As the date for implementing plan termination insurance cover-
age of multiemployer plan benefits drew nearer, it became clear
that the incentives for employer withdrawal and plan termination
needed to be reduced, and the funding of the PBGC improved.

PBGC had reported in 1977, that 1 in 10 multiemployer pension
plans had a high potential for plan termination because of extreme
financial hardship.1® The PBGC’s 1977 report had also called for
an increase in the multiemployer premium rate to assure adequate
reserves in the plan termination insurance fund when mandatory
guarantees for multiemployer plans went into effect. In 1979,
PBGC submitted specific recommendations to Congress for revising
the multiemployer plan termination insurance provisions. These
recommendations became the basis for the Multiemployer Pension
Plan Amendments Act of 1980 (Public Law 96-364) which was
signed into law in September 1980.

The 1980 amendments sought to remove incentives for withdraw-
al, and protect remaining contributors, by requiring that an em-
ployer withdrawing from a multiemployer plan continue to fund
his fair share of the plan’s total unfunded vested liability. The
withdrawal liability is payable in annual installments for a period
of up to 20 years.

In addition, the 1980 amendments made changes in the pension
benefit insurance program to bolster ailing multiemployer plans.
First, the definition of an “insurable event” was changed from plan
termination to plan insolvency. Thus, the PBGC was required to
provide financial assistance to insolvent multiemployer plans to
enable the plans to pay benefits. Second, employers in certain fi-
nancially troubled plans were protected from large increases in
contributions. These plans, termed “plans in reorganization” were
required to meet a minimum contribution requirement (MCR)
which generally increased their funding obligations. The MCR is
phased in to prevent an excessive increase in 1 year, and is reduced
if the plan is “overburdened” with a high proportion of retirees.
Third, trustees of financially troubled multiemployer plans were
permitted to reduce or eliminate benefit increases that had been in
effect for less than 5 years.

15 Tbid.
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Finally, the 1980 amendments attempted to insulate the PBGC
from the cost of excessive multiemployer terminations by raising
the annual per participant premium paid by multiemployer plans
and specifying a limited benefit guarantee level for these plans. Re-
tirees or those participants within 3 years of retirement were as-
sured full guarantee of their pension benefits. For others, the
PBGC guaranteed 100 percent of the first $§5 of monthly benefits
per year of service, plus 75 percent of the next $15 of monthly
benefits per year of service.

(B) REACTION TO MPPAA

The 1980 amendments met with almost immediate opposition
from employers contributing to multiemployer pension plans. Most
of this opposition focused on the withdrawal liability provision in
the act which held employers totally liable for their share of bene-
fit obligations under the plan. Employers objected, stating that
since they agree only to contributions they make to the plan and
not to benefit levels, they should not be liable for the plan’s benefit
obligations. Because benefit levels are beyond the control of the
employer, it is often possible for large unfunded liabilities to devel-
op on an employer’s account in the multiemployer plan amounting
to a substantial portion of the employer’s net worth. In addition,
because the liability under the act was triggered by the employer’s
withdrawal from the plan, rather than the termination of the plan,
companies might be prevented from selling or even in some cases
moving their business. Employers maintain that a withdrawal lia-
bility which can equal or exceed net worth also reduces the ability
of the employer to borrow money and therefore, increases the like-
lihood of employer insolvency and withdrawal.

Problems with multiemployer plan withdrawal liability received
little attention in the 97th Congress. The Labor Subcommittee of
the Senate Committee on Labor and Human Resources held 2 days
of hearings—March 11 and 17, 1982—on S. 1748, a bill to redefine
most multiemployer pension plans as fixed contribution plans,
thereby exempting them from the ERISA withdrawal liability and
plan termination provisions. But no further action was taken on
this bill. Another aspect of this problem which received only brief
attention at the end of the 97th Congress was the retroactive appli-
cation of MPPAA. MPPAA’s effective date is April 28, 1980, the
date of the Senate Finance Committee markup on a bill extending
prior law, even though MPPAA itself was enacted on September
26, 1980. More than 100 lawsuits have been filed challenging
MPPAA'’s retroactivity. Toward the end of the session a bill was in-
troduced (S. 2860) to apply withdrawal liability only to employers
withdrawing from a multiemployer plan after September 25, 1980.
A similar provision was later added on a miscellaneous tax bill
(H.R. 4577) which was reported from the Committee on Finance in
November, but was never enacted. Most of the activity on this
issue is still confined to the courts.

2. SIMPLIFICATION AND REvisioN oF ERISA

The complexity of ERISA and the extensiveness of the regulatory
control it imposes have led to several efforts to clarify the act, con-
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solidate administration, simplify reporting and disclosure proce-
dures, and loosen restrictions on plan sponsors.

(A) REORGANIZATION PLAN NO. 4 (1978)

Initial problems of overlapping jurisdictions between the Depart-
ments of Treasury and Labor and the PBGC led to complaints of
redundant and excessive paperwork, backlogs of unprocessed appli-
cations for administrative exemptions from prohibited transactions,
and delays in the issuance of regulations. In 1978, in response to
these complaints, President Carter issued reorganization plan No. 4
which eliminated much of the jurisdictional overlap resulting from
ERISA. The plan assigned responsibility for each major provision
of ERISA to one agency. As a result, there was a substantial reduc-
tion in the paperwork burden, processing of applications for exemp-
tions was improved, and cooperative agreements between Labor
and Treasury were begun to improve coordination of the field activ-
ities of these agencies.

(B) S. 1541—THE RETIREMENT INCENTIVES AND ADMINISTRATION
SIMPLIFICATION ACT OF 1981

Legislation was introduced in 1979—the ERISA Improvements
Act of 1979—which was intended to simplify and clarify ERISA
and certain tax code provisions, and to consolidate administration
and enforcement of ERISA. This legislation was reviewed in sever-
al committee hearings and reported favorably from the Senate
Committee on Labor and Human Resources, but never called up on
the floor.

Representative Erlenborn, who had introduced the ERISA simpli-
fication bill in the House in 1979, introduced a similar bill in July
1981, known as the Retirement Income Incentives and Administra-
tive Simplification Act (H.R. 4330), later introduced in the Senate
as S. 1541, by Senator Nickles. This bill was intended to consolidate
and simplify the laws and administration relating to employee
benefit plans, and provide incentives for expansion of coverage and
benefits under private pension plans and increased retirement sav-
ings.

Many of the changes in ERISA included in this bill were intend-
ed to reduce the burden on employers, particularly small business-
es, imposed by compliance with ERISA, in order to increase the in-
centives for plan development. Several of ERISA’s reporting and
disclosure requirements were to be revised to reduce employer
costs. In addition, the fiduciary restrictions in ERISA which prohib-
ited certain kinds of plan transactions were to be loosened to elimi-
nate perceived barriers to plan expansion and increase employer
incentives for plan development.

Other changes in ERISA were aimed at restricting the participa-
tion and vesting standards for beneficiaries, changing integration
rules, and otherwise modifying rules governing the payment of
benefits.

Finally, proposed changes in the plan termination insurance pro-
gram were aimed at encouraging plan continuation and containing
program costs by placing single-employer termination insurance on
a comparable basis with multiemployer insurance. Provisions

14-887 0 - 83 - 11
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would have both limited the event which triggers payment of ter-
mination insurance and changed the employers liability in the
event insurance was paid. These provisions would also have stiff-
ened minimum funding standards and minimum contribution re-
quirements for plan sponsors.

The bill was referred in the Senate to the Committee on Labor
and Human Resources, where it was the subject of 4 days of hear-
ings in November 1981 and January 1982. No further action was
taken on it in the Senate.

3. Tax Equity AND FiscaL ResponsiBiLITY AcT OF 1982 (TEFRA)

(A) BACKGROUND

Congress made the most far-reaching changes in the tax provi-
sions affecting employee benefit plans since the enactment of
ERISA as part of the Tax Equity and Fiscal Responsibility Act of
1982 (Public Law 97-248). These changes included reducing the
amount of tax deductible contributions that may be made to corpo-
rate pension plans and eliminating the distinctions between corpo-
rate and noncorporate plans.

The changes had their roots in a measure introduced on May 19,
1982, by Representative Rangel (H.R. 6410—“The Pension Equity
Tax Act of 1982”). The measure generally was supported by the
Treasury Department and pension rights groups, but met with
near unanimous opposition from the pension plan industry. Al-
though the bill was intended primarily to eliminate the incentives
for professional service corporations (e.g., doctors, lawyers, archi-
tects) to form small pensions with excessive pension accumulations
for the principals, critics charged that it would significantly disrupt
larger corporate plans as well. They protested that the bill would
reduce retirement income for many employees, not merely the
highly paid.

Interest in changing corporate pension rules developed quickly in
1982, as part of an effort to increase revenues in the Federal
budget. As a result, the issues did not fully emerge during the con-
sideration of this legislation. In general, the focus on professional
service corporations arose from concern that the indexing of contri-
bution/benefit limits in corporate pension plans was encouraging
professionals to incorporate to take advantage of the greater tax
deductible pension accumulations permitted in corporate plans
than in Keogh plans for the self-employed. Largely anecdotal evi-
dence indicated that some professional service corporations were
making maximum contributions to pension plans to get a tax shel-
ter and then allowing the principals to borrow out the contribu-
tions to finance current consumption. In addition, there was con-
cern that the less restrictive vesting and participation require-
ments for corporate plans in ERISA were permitting principals in
professional service corporations to prevent their employees from
vesting in pension benefits, or even, in some cases, incorporating
their employees separately with different employee benefits and
then hiring their services back.

In general, the motivation for the pension provisions in TEFRA
was to eliminate the pension tax incentives for incorporating, and
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to eliminate opportunities in pension tax law to voluntarily shelter
income in excess of that reasonably needed for retirement pur-
poses.

The Ways and Means Committee held a hearing on H.R. 6410 on
June 10, 1982, but did not mark up or report out the bill. Although
a bill was not introduced in the Senate, the Committee on Finance
included similar pension provisions in the Tax Equity and Fiscal
Responsibility Act of 1982 (Public Law 97-248). This measure,
which passed the Senate on July 22, 1982, eliminated or modified
some of the features that were opposed by the pension industry.
However, the measure approved by the conference committee (H.
Rept. 97-760) made several changes, including the addition of spe-
cial rules for plans that primarily benefit an employer’s key em-
ployees (“top heavy” plans).

(B) PROVISIONS

(1) Limits on Contributions and Benefits

The Tax Equity and Fiscal Responsibility Act of 1982 made sev-
eral changes in the overall limits on pension plan contributions
and benefits. The maximum dollar limits on pension contributions
and benefits were reduced. The maximum dollar limit on annual
additions under defined contribution plans was changed from the
lesser of 25 percent of compensation or $45,475, to the lesser of 25
percent of compensation or $30,000. The maximum dollar limit on
the annual benefit payable under defined benefit plans was
changed from the lesser of 100 percent of compensation or
$136,425, to the lesser of 100 percent of compensation or $90,000. If -
retirement benefits under a defined benefit plan begin before age
62, the $90,000 limitation is reduced so that it is the actuarial
equivalent of an annual benefit of $90,000 beginning at age 62.
However, it will not be less than $75,000 at age 55. These limits are
frozen until 1986, when automatic adjustments for price inflation
are to resume. Reductions were made in the overall limits allow-
able in a case where an individual is covered by both a defined
benefit plan and a defined contribution plan. Transitional rules
will insure that benefits already earned under existing plans are
not reduced because of the lower contribution and benefit limits.

(2) Parity Between Corporate and Noncorporate Plans

The Tax Equity and Fiscal Responsibility Act established parity
between corporate and noncorporate plans. Special rules for Keogh
plans for the self-employed were repealed to place them on equal
footing with corporate plans, including the $30,000 contribution
and $90,000 benefit limitations.

(3) Top Heavy Rules

Stricter rules were established for so-called “top heavy” plans. A
top heavy plan is defined as a plan under which more than 60 per-
cent of the accrued benefits (or contributions) are provided for key
employees. A key employee is defined as an officer, a 5-percent
owner, a l-percent owner with compensation in excess of $150,000,
or the employees owning the 10 largest interests in the employer.
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Special requirements for top heavy plans include accelerated
vesting schedules and a minimum benefit. Full vesting will be re-
quired after 3 years’ service, or, alternatively, graded vesting begin-
ning with 20 percent after 2 years’ service increasing by 20 percent
each year so that 100 percent vesting is attained at the end of 6
years’ service. The minimum benefit required of a top heavy plan
will be 2 percent of pay multiplied by the employee’s years of serv-
ice (not to exceed 20 percent) in a defined benefit plan. A contribu-
tion of 8 percent of pay will be required in a defined contribution
plan, or if less, the highest contribution rate for any key employee.

(4) Pension Integration

With regard to integration of defined contribution plans with
social security, the credit for all such plans—corporate and noncor-
porate—will be reduced from 7 percent to the statutory OASDI tax
rate, currently 5.4 percent.

(5) Loans to Participants

Generally, loans from a tax-qualified or governmental pension
plan will be treated for Federal income tax purposes as a plan dis-
tribution to the extent the loan exceeds prescribed limits. All loans
up to $10,000, plus those loans up to $50,000 that do not exceed half
of the present value of an employee’s vested benefits, will not be
treated as a distribution provided that the terms of the loans call
for repayment within 5 years. If a loan is in connection with a
principal residence of the participant or a family member, howev-
er, it will not be subject to the 5-year repayment rule; instead, a
“reasonable” repayment schedule will be allowed.

(6) Other Changes

Other employee benefit changes include a limit on the Federal
estate tax exclusion for employer-provided benefits paid from quali-
fied plans to $100,000 for deaths occurring after December 31, 1982.
(The exclusion was previously unlimited.) The act also requires
income tax to be withheld from all taxable pensions and annuities
including lump-sum distributions—unless the recipient elects not
to have taxes withheld. This election would remain in effect until
the recipient revoked it. However, starting in 1983, a payor will
have to provide recipients with annual notice of their rights to
make, renew, or revoke an election.

4. REGULATORY ACTION

(A) SUSPENSION OF BENEFIT RULES

ERISA generally requires pension plans to provide that partici-
pants’ benefits become vested, or nonforfeitable, within certain pe-
riods of time. There is an exception to this general vesting rule of
ERISA, which allows pension plans, under specified circumstances,
to suspend the payment of pension benefits to a retiree if the re-
tiree engages in certain kinds of work. For a single employer plan,
benefits may be suspended only if the retiree is reemployed by the
employer under whose plan the benefits are being paid. In the case
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of a multiemployer plan, suspension is permitted when the employ-
ee is reemployed in the same industry, in the same trade or craft,
and in the same geographic area covered by the plan.

In 1981, the Department of Labor published final regulations
specifying the conditions under which a retiree would be consid-
ered “employed,” for suspension of benefits purposes. It also set
limits on the amount of the benefit payments which may be sus-
pended. These revised regulations allow the retiree to work up to
40 hours per month without suffering a loss of benefits, and bene-
fits could only be suspended for months in which the retiree
worked 40 hours or more. The regulation applies to work beyond
the plan’s normal retirement age, which is usually age 65. It does
not prohibit suspension of benefits to early retirees, as long as full,
actuarial benefits are payable when the early retiree attains the
normal retirement age.

In its regulatory impact analysis, the Department of Labor esti-
mated that as many as 40,000 to 66,000 people age 65 and over
might return to work on a part-time basis as a result of the new
rules, potentially earning as much as $330 million a year to supple-
ment retirement income and adding to the productivity of the
country as a whole.

(B) PENSION FUND INVESTMENT

It has been suggested that pension funds are prohibited by the
Employee Retirement Income Security Act (ERISA) from investing
in residential mortgages. This not the case. Rather, the ERISA law
contains technical barriers which may have impeded the flow of
pension investments into residential housing. This comes at a time
when the housing industry is in a severe depression due largely to
high interest rates and a shortage of residential mortgage money.
Pension funds, with assets in excess of $560 billion, are viewed as a
prime source of investment capital. The Department of Labor,
which is responsible for overseeing pension fund investment prac-
tices, has attempted to remove technical obstacles through various
administrative actions.

In May 1982, the Department of Labor made final a class exemp-
tion from the prohibited transaction provisions of ERISA that
would allow employee pension benefit plans to make or purchase
mortgages for new single-family residential dwelling units. At the
same time, the Labor Department issued final regulations on the
definition of plan assets and proposed amendments to the class ex-
emption on mortgage pool investment trusts.

While these administrative remedies should greatly facilitate
pension fund investments in residential mortgages, critics charge
they do not go far enough. Legislative proposals have been intro-
duced to remove all technical barriers while at the same time at-
tempting to ensure that pension funds continue to be invested pru-
dently and in the best interests of plan participants and benefici-
aries.

In December 1982, the Department of Labor announced plans to
exempt most major banks, insurance companies, and investment
advisers from the prohibited transactions provisions of ERISA. The
proposed exemption, while not specifically directed toward mort-
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gages, would allow qualified asset managers of employee benefit
plans to engage in sales, loans, leases, extensions of credit, and ex-
changes of property with so-called ‘‘parties-in-interest” without vio-
lating ERISA’s prohibited transaction rules. Labor Secretary Ray-
mond J. Donovan said that the new proposal will allow independ-
ent qualified pension fund managers greater flexibility to invest
assets under their control, while maintaining essential safeguards.

E. CURRENT ISSUES IN PRIVATE PENSIONS

1. PENSION COVERAGE AND ADEQUACY

In February 1981, the President’s Commission on Pension Policy
issued its final report on retirement income problems and policy
recommendations, entitled “Coming of Age: Toward a National Re-
tirement Income Policy.” A major set of the Commission’s recom-
mendations dealt with strengthening employee pensions. In its
final report and technical appendixes, the Commission presented a
comprehensive review of the characteristics and problems of em-
ployee pensions and pension income. The Commission emphasized
the disparity between expectations that private pensions should
become the major private source of retirement income in the
future and the reality that relatively few retirees today receive
pension income.

In spite of the importance of employee pension programs
to the economic security of the retired, only a relatively
small proportion of retired actually receive income from
employee pensions. In 1978, about one-fourth of the retired
population age 65 and over received employee pension
income. This reflects the fact that many workers either
work for employers who do not have pension plans or
leave employment before gaining entitlement to pension
benefits.

The Commission focused particularly on problems with pension
coverage, inadequacy of pension benefits, lack of coordination with
other income programs, erosion of benefits due to inflation, and
gaps in pension protection for women.

(A) COVERAGE

The President’s Commission paid particular attention to the
problems of workers who are not covered by private pension plans.

The most serious problem facing our retirement system
today is the lack of pension coverage among private sector
workers. Only about 45 percent of the private sector work
force participates in an employee pension plan, although it
is likely that a number of those not covered may eventual-
ly be covered.

A portion of those workers not covered by a pension plan have
labor force participation patterns that make it difficult to establish
pension coverage. Controversy over the Pension Commission’s esti-
mates of pension coverage revolved around this question of what
kinds of workers should be expected to be covered by a pension.
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ERISA’s minimum standard for eligibility specifies workers 25
years of age or older, employed by a firm for a year, and working
at least 1,000 hours in 12 months. Even when the population that
should be covered was reduced to the minimum ERISA standard,
only 70 percent of these workers were found to be participating in
a pension plan. And the prospects that this gap in coverage might
be closed in the near future were found to be poor.

Although the creation of new pension plans has continued at a
high rate during the 1970’s, pension coverage of the work force has
slowed to a virtual standstill. Pension coverage in firms with more
than 1,000 employees is nearly complete. The bulk of the non-
covered population is now employed in small firms. Nearly four out
of every five noncovered workers are employed in firms with fewer
than 100 employees.

Small employers have difficulty including pension benefits in the
compensation package because they are most likely to have little
margin for increased labor expenses, to have a labor force that
turns over more frequently, and to have, on average, a short life-
span. Defined contribution plans, IRA’s, and other vehicles which
limit employer liability can help meet the needs of this work force.
But adequate pension coverage in small businesses is likely to
remain a problem in the near future.

In addition, industries where pension coverage has grown most
rapidly are industries which are expected to employ a declining
share of the labor force in the future. The industries which now ac-
count for the largest proportion of noncovered workers will grow.

Forecasts of future pension coverage, however, have been the
subject of considerable controversy. The President’s Commission
used assumptions of restrained growth in pension plans, and it con-
cluded that pension coverage and vesting would not increase sig-
nificantly in the future under current policies. Others have criti-
cized the no-growth assumptions of the President’s Commission,
and using moderate growth assumptions, have forecast that cover-
age and vesting will continue to increase in the future. Today only
two-fifths of all families with a member between 65 and 68 years of
age receive any income from employer pensions. However, under
moderate growth assumptions this proportion could double by the
turn of the century.

The receipt of a pension is often the difference between a mar-
ginal retirement income and an adequate one. The voluntary
nature of private pension plans and the quite unpredictable pat-
terns of employment, both in kind and duration, make the future
coverage and benefit results of private pension plans difficult to
predict. A paper prepared by the Employee Benefit Research Insti-
tute (EBRI) predicts that plan participation rates will rise in the
future as employment growth slows down and the number of work-
ers qualifying for coverage rises with the maturing of the “baby
boom” generation. Moreover, the proportion of workers expected to
receive pension benefits may increase dramatically by the turn of
the century according to a study prepared for the American Coun-
cil of Life Insurance. The study estimates that pension benefit re-
ceipt will increase from just over the 40-percent level in 1979, to
nearly 80 percent by the year 2004.
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(B) VESTING AND PORTABILITY

Even if a worker participates in a pension plan, there are no
guarantees that he or she will ever receive retirement benefits
from that plan. Barriers to the receipt of benefits result from re-
strictive vesting requirements and obstacles to the portability of ac-
crued pension benefits or service credits.

Most plan participants today (89 percent) are covered by plans
which have “cliff’ vesting—with no partial vesting in the first 10
years and full vesting after 10 years.!'® Workers who change jobs
frequently stand to lose all rights to pension benefits because of a
failure to vest fully in any pension plan. While the minimum
ERISA vesting standard adopted by most plans is 10 years of serv-
ice, the average worker over 25 years of age changes jobs every 6
years, if male, and every 3.7 years if female.

Even if the mobile worker successfully vests in his or her pension
plan, the adequacy of future benefits from the plan can be severely
reduced if the worker leaves the firm in midcareer. Benefits pro-
vided under defined benefit plans are usually left behind when the
worker changes employers. The worker’s benefits, which are often
paid on the basis of his 3 or 5 highest years of earnings, decline in
real value once years of service are no longer credited to the plan.
As a result, workers who change jobs during their careers, even
though they may receive pension benefits from multiple sources,
" are frequently penalized for mobility.

Even with moderate growth in pension coverage in the future,
problems of vesting and portability are expected to restrict any im-
provement in the adequacy of initial pension benefits. A recent
study by ICF, Inc., indicates that despite a projected doubling in
the proportion of families eligible to receive pension benefits after
the turn of the century, the average benefit received is not project-
ed to increase significantly in real terms.!?

(C) INFLATION PROTECTION

Even when pension benefits are adequate at the time of retire-
ment, they quickly decline in real value once the worker retires.
Automatic cost-of-living adjustments (COLA’s) are generally absent
from private sector plans. A recently completed survey by Hay As-
sociates shows that only about 8 percent of the participants in pri-
vate sector plans are covered by provisions granting full COLA’s. A
more common practice among private plan sponsors is to make ad
hoc increases of retiree’s annuities. These increases are generally
less than the full CPI, averaging about 3 percent per year. (Most
workers, however, are covered by social security and would receive
full COLA’s to these benefits.)

With no inflation protection, a 10-percent rate of inflation cuts
the purchasing power of a retirement benefit in half in only 7
years. A Labor Department study determined that even with ad
hoc inflation adjustments, the real value of private pension bene-

16 U.S. Dept. of Labor. Bureau of Labor Statistics. Employee Benefits in Industry 1980. Bulle-
tin No. 2107, September 1981. Table 33.
17 Schieber and George. Retirement Income Opportunities in an Aging America, pp. 24-26.
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fits decreased at an average rate of 4 to 8 percent a year in the
early 1970’s.18

The fact that roughly 30 to 40 percent of the income of the elder-
ly is not inflation-proof underscores the fragile position of this
group and helps explain the rising rate of poverty among them.

(D) GAPS IN PENSION PROTECTION FOR WOMEN

The President’s Commission emphasized two areas where women
particularly experience problems in gaining adequate pension pro-
tection. First, women in the work force typically have lower rates
of coverage than men.

Many women are employed in low-wage industries and
in occupations with little or no employee pension coverage.
Even when they have jobs covered by a plan, their inter-
rupted work patterns make it difficult for them to gain en-
titlement to pension benefits. Few receive service credits
for the years in which they work less than 1,000 hours.

Second, women who are spouses of covered workers experience
gaps in pension protection when widowed or divorced.

Employee pensions are often terminated upon the death
of the worker, leaving the surviving spouse unprotected.
Moreover, retiring workers may choose a form of benefit
that provides no protection for survivors. And, under cur-
rent law, the right to a pension can evaporate if the
worker dies before retirement.

These problems are most severe for the homemaker who
subsequently divorces. While homemakers themselves may
accumulate little retirement income, they share in the re-
tirement income earned by the spouses. This is not the
case for divorced homemakers. In many instances, they
have accumulated little or no retirement income during
their years of marriage, and sufficient pension credits
cannot be built up before retirement.

(E) RECOMMENDATIONS OF THE PRESIDENT'S COMMISSION

The major recommendation of the President’s Commission on
Pension Policy was to establish a mandatory universal pension
system (MUPS) for all workers. The MUPS would be funded by em-
ployer contributions which would, at a minimum, equal 8 percent
of payroll. All employees meeting ERISA standards for eligibility
(i.e., age 25, and 1 year of service) would be participants with im-
mediate vesting of benefits. All current pension plans not meeting
the MUPS minimum standard would have to be supplemented to
meet these standards. The MUPS benefit would be supplemental to
social security benefits, and would be portable. A special portability
clearinghouse would be established to maintain benefit records. In
addition, employers could elect to send their contributions to a cen-
tral MUPS portability fund which would invest the funds. Costs to

'8 Horst, Robert L., Jr., and Donald E. Wise. Private Pension Benefit and the Rate of Infla-
tion. Math Tech, Inc., May 1979.
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employers would be offset by a 46-percent tax credit on contribu-
tions up to 3 percent of payroll.

In addition, the Commission recommended pension plans exceed-
ing the MUPS minimum voluntarily shorten vesting periods from
the ERISA standard of 100 percent vesting in 10 years. Portability
should be encouraged by supporting greater use of IRA’s for rolling
over accrued pension benefits.

The Commission further recommended making postretirement
joint and survivor benefits mandatory unless waived by both
spouses; providing automatic preretirement survivor coverage in
certain circumstances, and divisible pension entitlement in the
case of separation or divorce.

The Commission recommended revising ERISA to permit volun-
tary adjustments in normal retirement ages in public and private
pension plans in tandem with changes in the age of eligibility for
full social security benefits.

(F) RECOMMENDATIONS OF THE COMMITTEE FOR ECONOMIC
DEVELOPMENT

The privately sponsored Committee for Economic Development
released a report in September 1981, entitled “Reforming Retire-
ment Policies.” Their recommendations served as a counterpoint to
the recommendations for mandatory pension coverage advanced by
the President’s Commission. Taking a more optimistic view of the
future development of private pensions, the Committee of Econom-
ic Development suggested that employer pensions could be im-
proved and coverage expanded primarily through the use of tax
and regulatory incentives. The committee concluded that:

A Government mandate for private-employer pensions is
neither necessary nor feasible. Nevetheless, changes in the
tax law would make it more attractive for more employers
to establish pension plans.

Employee contributions to both private and Government
pension plans should be tax deductible, and pension bene-
fits should be included in taxable income when received.
This will encourage the growth of employer pension plans
in all industries, thereby enlarging this channel for saving
and investment.

Employers should have maximum flexibility in setting
their own pension and retirement policies. They should be
able to raise, gradually and voluntarily, the normal retire-
ment ages in their pension plans, consistent with whatever
changes are made in the social security retirement age.
This and the preceding proposal will encourage more
workers and employers to contribute to employer pension
plans that can be tailored to the specific needs of their in-
dustrial and occupational structures.

To encourage greater portability of vested pension bene-
fits, an employee leaving an employer is now allowed to
continue in that employer’s plan and ultimately to receive
retirement benefits from it. As an alternative, the employ-
er could be permitted to offer the employee leaving the
pension plan the option of transferring vested benefits into
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an individual retirement account (IRA) or life insurance
annuity. This may be an especially attractive option when
the pension plan is fully funded. Where the plan is not
fully funded, a difficult problem exists with respect to pro-
viding equal treatment for those leaving and those remain-
ing in the plan. All cash withdrawals of over $500 should
be forbidden.

The Federal Government should take action to require
all public-employer pension plans to accurately report
their unfunded liabilities, as well as their normal total
annual cost, to the general public in a manner similar to
the Financial Accounting Standards Board’s requirement
that private-employer plans accurately report unfunded
liabilities.

2. FINANCING OF SINGLE EMPLOYER TERMINATION INSURANCE

The federally chartered program to insure private pension bene-
fits faces serious challenges during the 98th Congress. Troubled
with rising deficits, the Pension Benefit Guaranty Corporation
(PBGO) believes it will be necessary to more than double insurance
premiums and close off what it has categorized as program “loop-
holes.”. PBGC has requested that Congress approve a premium hike
from the present $2.60 per covered worker up to $6. Moreover, it
plans to submit comprehensive legislation to hold employers fully
liable for pension commitments. Presently, solvent employers who
terminate a plan with insufficient assets are liable to PBGC only
~ for up to 30 percent of their net worth. This sum often is signifi-
cantly smaller than their funding obligation to the plan. Thus, in-
centives exist to companies to terminate the pension plan and
transfer their unfunded liabilities to PBGC and the insurance pro-
gram.

While the size of PBGC’s insurance claims has risen materially,
it is possible that even larger claims will be incurred in the future.
In order to ascertain its exposure, the PBGC reviewed the total, un-
funded liability of pension plans as reported in corporate annual
reports. This survey showed that corporations with the 50 largest
unfunded vested liabilities had unfunded liabilities of approximate-
ly $15 billion. The smaller unfunded liabilities of other publicly
traded firms totaled another $5 billion. Furthermore, the PBGC
has followed the course of financially troubled firms with large un-
funded plans. Based on their review, 34 such firms have been iden-
tified with an estimated $4.4 billion of unfunded vested liabilities.
It remains to be seen what effect these potential claims will have
on premium rates and the level of benefits that PBGC will be able
to guarantee.

3. ERISA ENFORCEMENT

The Department of Labor’s pension plan enforcement policies
and procedures were sharply criticized in a joint Office of Inspector
General-Labor Management Services Administration task force
report. The 10-member task force, coordinated by John Walsh, a
former FBI agent and staff member for the Senate Permanent In-
vestigations Subcommittee, concluded that the Department’s en-
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forcement policy under the Employee Retirement Income Security
Act (ERISA) should be reviewed and restated. ERISA enforcement
has been controversial since the law was passed and has been the
subject of several congressional hearings.

Many of the report’s criticisms focused on the role of the Depart-
ment’s Solicitor’s Office in ERISA situations. The report charged
that the Solicitor’s Office has more influence setting ERISA en-
forcement policy than the Office of Pension and Welfare Benefits
Program (PWBP). Moreover, the Solicitor’s Office occasionally has
intervened unilaterally in active investigations, the report charged,
and has negotiated settlements without consultation with PWBP.
“Until recently the relationship between PWBP and [the Solicitor
of Labor] has been adversarial,” the report said. Among the other
conclusions of the task force were that nonsupervisory investiga-
tory staff is “grossly undersized,” criminal investigations are dis-
couraged, and few cases are litigated. The working relationship be-
tween PWBP and Labor Management Standards Enforcement is
“poor,” according to the report. The relationship between PWBP
and the Internal Revenue Service is “proper but distant,” and
“practically nonexistent” with the Office of the Inspector General.

4. REGULATORY BURDEN

In the eighth year of the regulation of private pension plans
under ERISA, there is continuing concern that the regulatory
burden on some employers is too great, and that administration
and enforcement of ERISA is inefficient and ineffective.

(A) REPORTING AND DISCLOSURE PROVISION

The reporting and disclosure provisions of ERISA have been the
most frequently criticized of ERISA’s requirements. These provi-
sions are seen as imposing a considerable paperwork burden and
cost on the employer, with relatively little gain to the employee in
added benefit protection. It has been estimated, on the basis of a
study of a small number of plans, that the costs to employers of
preparing and filing one of ERISA’s forms (the form 5500 ERISA
annual report) may exceed $50 million.1® The purpose of the re-
porting and disclosure requirements of ERISA is to provide the in-
formation needed by the Government to enforce the law, to provide
information for research on pension issues, and to provide informa-
tion to plan participants and beneficiaries. Yet there is evidence
that the administering agencies have not adequately processed and
maintained the information, nor have they effectively monitored
the plans. In addition, little has been done to make the information
available to researchers. In some cases, funding for the production
of statistical reports has been curtailed. Finally, some critics main-
tain that the plan beneficiaries and participants show little inter-
est in the information which is provided to them.

The Vice President’s Task Force on Regulatory Reform has been
analyzing regulations, including those under ERISA, to determine
the effect of these regulations on small businesses. In addition, an

19 A 1978 study by Arthur Anderson & Co., indicated that for 48 large companies the cost of
filing the 5500 forms was $9 million per year.
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in-house task force at the Department of Labor is reviewing all of
the ERISA reporting and disclosure requirements. The administra-
tion’s stated objective is to reduce unnecessary paperwork.

A number of actions were taken during 1982 which were of par-
ticular relief to small employers. These include:

—Optional filing of form 5500-R by small plans.

—Clarification of payroll deductions for IRA’s.

—Simplification of the summary annual report (SAR).

—Deferred filing date for summary plan description (SPD).

—Eliminated and reduced information on the annual report.

—Eliminated the plan description form filing.

—Shortened and improved the actuarial report.

—Shortened the annual report form for small plans.

—Exempted certain small welfare plans from all reporting; and

—Exempted small pension and welfare plans from the require-

ment to engage an accountant.

(B) PROHIBITED TRANSACTIONS

ERISA currently prohibits most transactions between a plan and
a “party-in-interest” (i.e., a fiduciary, contributing employer, em-
ployee organization, or service provider). ERISA also prohibits a fi-
duciary from acting on behalf of a plan when they have interests
which conflict with the interests of the plan. These provisions are
intended to prevent potentially abusive situations from occurring.
Anyone who wants to engage in a prohibited transaction must be
granted a specific exemption by the Department of Labor. The De-
partment of Labor, however, may also grant “class exemptions.”

Those who are concerned about the prohibited transaction provi-
sion argue that the provisions are so broad that they obstruct rou-
tine transactions where there is no conflict of interest. It raises the
likelihood that large plans will engage inadvertently in prohibited
transactions, and further complicates the day-to-day fiduciary ac-
tivities of the plans. The current procedure for obtaining individual
exemptions from the Department of Labor is cumbersome and time
consuming, although improvements have recently been made in
the time elapsed in issuing exemption decisions. Another objection
to the prohibited transactions provision is that it prevents small
businesses from using any of its resources tied up in pension assets
for capital improvements.

Some of the suggested changes in prohibited transactions would
require legislation. The Nickles-Erlenborn bill, for example, would
have allowed transactions between the plan and “parties-in-inter-
est” as long as there was “adequate consideration” (e.g., fair
market compensation). The administration, however, has not en-
dorsed the ‘“adequate consideration” standard because it would re-
quire that the Department of Labor expend substantial resources
enforcing the standard on an after-the-fact basis.

Instead, the administration has proposed issuing administrative
“class exemptions” to exempt transactions which would not endan-
ger plan assets.
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F. PUBLIC EMPLOYEE PENSION PLANS

1. CiviL SERVICE RETIREMENT

The civil service retirement system (CSRS) is emerging as both a
target for cost control in Federal Government and as a focus for
reform initiatives in retirement income programs. Cost control con-
cerns result from the fact that the system’s expenditures are large-
ly funded by annual general revenue appropriations and are pro-
jected to rise rapidly. It is becoming evident that the Government
is paying higher costs per participant to operate the CSRS than a
typical private employer pays for social security and private pen-
sion coverage. Because of concerns about CSRS costs and pressures
on the Federal budget in future years, and also because of the
growing awareness of the gaps in coverage experienced by a large
proportion of Federal employees in the current retirement system,
there is renewed interest in overhauling the civil service retire-
ment system.

(A) CSRS FINANCING AND COSTS

In May 1981, the Congressional Budget Office released a study
entitled “Civil Service Retirement: Financing and Costs”; which
evaluated the financial condition of the system and its costs to the
Government. The study concluded that financial solvency was not
really at issue with CSRS because annual appropriations from the
general fund, which now finance roughly half of the system, will
continue to be used to keep the system on a sound financial footing
in the future. However, the cost of the CSRS to the Federal Gov-
ernment is at issue. Although there is no precise standard for com-
paring CSRS benefits and Federal costs, with private-sector benefit
and pay practices, Government costs for the Federal retirement
system may be seen as excessive.

The civil service retirement system now covers 2.7 million active
Federal civilian workers. In addition, there are currently about 1.8
million annuitants drawing retirement, disability, or survivor’s
benefits. From 1981 through 1986, over 500,000 new retirees are ex-
pected to begin drawing benefits. Total outlays, which rose from
about $3 billion a year in 1970, to almost $15 billion a year in 1980,
are expected to double before 1986. Two-thirds of this $15 billion
increase in annual outlays is expected to result from automatic
cost-of-living increases.

Although CSRS appears to follow an objective of advance funding
of benefits, because the account is included with the Federal
budget with all reserves invested in Federal financial instruments,
CSRS is actually funded on a pay-as-you-go basis, with a trust fund
account set up to receive income and pay benefits. Although the
availability of general funds to the system make a large trust fund
reserve unnecessary, the CSRS trust fund as of 1980 had about 5
years’ outlays on hand ($73.6 billion). The fund is expected to
remain solvent throughout the next half century with sufficient re-
serves to pay at least 1 year’s outlays. The bulk of the CSRS trust
fund has come almost entirely from general fund appropriations,
$59.7 billion in the last decade alone. Without the general fund ap-
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propriations of the last decade, the CSRS fund would have been ex-
hausted in 1982,

_Employee and employer contributions to the CSRS provide rela-
tively little of its total funding. While employees annually contrib-
ute 7 percent of payroll to civil service retirement matched by a 7-
percent contribution from the employing agency’s budget, these
contributions together currently provide only 26.5 percent of the
total income to the system. Contributions to CSRS from agencies
that are off-budget (e.g., the U.S. Postal Service) provide only 6.2
percent of its income. Another 20.7 percent comes from interest on
trust fund balances. The remaining 46.5 percent of the income to
CSRS comes from general fund appropriations.

CHART 5

SOURCE OF INCOME TO THE CSR TRUST FUND
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and Costs. May 1981, table 1.

The role of general fund appropriations is expected to increase
over the next decade. According to estimates from the Office of
Personnel Management (OPM), general fund appropriations will
grow in real terms (1980 dollars) from $6.7 billion in 1980, to $11.2
billion in 1990, resulting in an increase in the proportion of CSRS
income coming from these appropriations of from 46 to 62 percent.
The total cost of CSRS to the Government is expected to rise in
real terms from $9.6 billion in 1980, to $13.6 billion by 1990, and
$20.2 billion by 2030. Today the Government (not including off-
budget agencies) picks up about two-thirds of the tab for the Feder-
al retirement program; in 50 years the Government is expected to
be picking up three-quarters of this cost.

These projections of rising Federal costs for CSRS benefits rein-
force pressures for changes in the system. CBO concluded in its
study of the system:
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Although Federal employees contribute more toward
their retirement program than they would under a private
plan combined with social security, CSRS annuitants re-
ceive greater benefits. From this point of view, CSRS’s
costs to Government are excessive.

If Federal whitecollar employees, as a group, were Cov-
ered by a representative private plan plus social security,
the Federal cost (as a level percent of payroll) could range
between 21 and 23 percent. This cost would be 2 to 7 per-
cent of pay lower than the cost of current CSRS provisions,
depending on the particular method, data, and assump-.
tions used in the comparison.

If the costs to the Federal Government of the CSRS
system are regarded as excessive, there are only two ways
to decrease them—either reduce benefit levels, or increase
employee contributions.

(B) COST-OF-LIVING ADJUSTMENTS TO FEDERAL RETIREMENT BENEFITS

The most apparent target for benefit changes in CSRS to reduce
Government expenditures has been the automatic cost-of-living ad-
justment (COLA) to Federal retirement benefits. Congress first au-
thorized the automatic COLA in civil service annuities in 1962, a
full decade before indexing was authorized for social security. The
early method of indexing CSRS annuities provided an annual ad-
justment of annuities equal to the annual increase in the CPI
whenever that increase exceeded 3 percent.

Over the next decade provisions for indexing CSRS annuities
were revised three times to improve the responsiveness of the an-
nuity to inflation. In 1965, the time between the onset of inflation
and the adjustment of the annuity was lessened by triggering the
COLA on a monthly rather than an annual basis. As a result of the
change, a COLA was made whenever the CPI was for 3 consecutive
months at least 3 percent over the CPI for the month on which the
previous increase was based. In 1969, a fixed “l-percent kicker”
was added to the amount of the COLA to compensate for the time-
lag between inflation and the actual payment of a higher annuity.
In 1973, the Congress sought to eliminate sharp differences in ini-
tial benefits resulting from differences in retirement dates by pro-
viding persons retiring the higher of two alternative calculations as
an initial annuity—the so-called “look-back’ provision.

inning in 1976, Congress began to reverse the liberalizing
trend in the CSRS COLA. First, in 1976, Congress repealed the 1-
percent add-on because it was found to overcompensate retirees for
inflation. To compensate retirees for the loss in future annuities
from elimination of the “l-percent kicker,” however, Congress re-
placed the triggered COLA with a regular semiannual COLA which
went into effect regardless of the rate of inflation.

Increasingly conscious of the effect of COLA’s on the budget, the
House and Senate Budget Committees began in 1979 to anticipate
savings from changes in the COLA for Federal retirees. Both elimi-
nation of the “look-back” and annual COLA’s were considered but
dropped in the fiscal year 1980 budget process. Both changes were
again considered in the fiscal year 1981 budget process. This time,
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however, Congress replaced the “look-back” with a proration of the
%%%A for initial annuities in the Budget Reconciliation Act of

A change to paymg annual Federal (civil service and military re-
tirement) COLA’s was raised again as an issue in 1981. The justifi-
cation for semiannual COLA’s has been that frequent adjustments
of annuities are needed to keep pace with inflation. While the
amount of the annuity in the end is no different whether it is ad-
justed once or twice a year, the timelag between inflation and ad-
Justment is lessened with the semiannual COLA. As a result there
is a smaller loss in the purchasing power of the annuity than there
would be with an annual COLA. For many Federal retirees and

_ survivors with low annuities, adequate inflation protection is essen-
tial to maintain an already low standard of living. Accordin
OPM, there are over 200,000 annuitants who receive less than 200
a month and a half million who receive less than $500 a month.
Further, the fact that inflation protection is better for Federal re-
tirees than for social security or private pensioners is defended on
the grounds that Federal wages tend to be lower, and that the Fed-
eral Government should set the standard for prov1d1ng inflation
protection in retirement income.

Cost-of-living adjustments to Federal civil service retirement an-
nuities are, however, a major factor behind rising Government
costs in the CSR system. Indexing will account for more than 60
percent of the added costs to the system over the next 5 years. The
cost of indexing is financed almost entirely from general tax dol-
lars. In 1980, while indexation added $1.3 billion in costs to the
system, increased employee contributions added only $200 million
in revenues. And at a time when real wages are declining and
automatic annual indexing in all programs is being challenged, the
semiannual indexing unique to Federal retirement programs was
an obvious first target.

Both the Carter and the Reagan fiscal year 1982 budget requests
included savings in the CSR system based on annualization of the
COLA. The Congress included this change in the Omnibus Budget
Reconciliation Act of 1981. (Public Law 97-35) passed by both
Houses on July 31, and signed into law August 13.

As a result, beginning in 1982, Federal civil service and military
retirees began receiving a single annual COLA, effective March 1
of every year, equal to the change in the CPI over the previous 12-
month period ended December 31. This change in the law retained
the concept of a full and automatic adjustment for inflation and
did not reduce the amount of the annuity check once it was adjust-
ed. It did, however, create a longer period between adjustments, re-
sulting in a significant cash-flow savings for the Federal Govern-
ment estimated to be about $500 million in the civil service retire-
ment fund alone in fiscal year 1982.

Again in 1982, the cost-of-living adjustment became a major
target for savings in the budget. As part of the Omnibus Budget
Reconciliation Act of 1982 (Public Law 97-253), the Congress en-
acted the first substantial reductions in the COLA for Federal civil-
ian and military retirees.

The COLA provisions enacted by the Congress distinguish be-
tween Federal retirees who are younger than 62 years of age and

14-887 0 - 83 - 12
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those who are 62 and older. Federal civilian and military retirees
62 years of age and older, and Federal survivor and disability an-
nuitants will receive a full COLA based on the increase in the CPI
in all 3 years. Federal civilian and military retirees who are under
62 years of age will receive partial COLA’s in each year. The par-
tial COLA will in no case be lower than half of the inflation rate
written into the law (6.6 percent in 1983, 7.2 percent in 1984, and
6.6 percent in 1985). If the actual inflation rate exceeds the legislat-
ed rate, the COLA will be increased to reflect 100 percent of the
difference. The table below provides an example of the COLA’s
that could be made to the benefits of retirees under 62 in 1983.

Examples of 1983 COLA's for Federal retirees under age 62—In percent

CPI increase: COLA
3 33
4 3.3
B et ettt st e e b et e et S e koAb e bt b ek b sReRe R e s Re e s e s be s e st s rs e e ston b 3.3
B erirrerereorrereraersietesaestesressaesenennesresenereseeseasan 3.3
i 3.7
8 47
9 . 5.1

The full COLA will be paid to 90 percent of the civil service an-
nuitants, and over 60 percent of the military annuitants. Approxi-
mately 195,000 civil service retirees and 860,000 military retirees
will receive partial COLA’s

In addition to the partial COLA reduction, payment of all
COLA’s will be delayed by 1 month in each of the next 3 fiscal
years. The last COLA for Federal annuitants was made in March
1982. As a result of this change in the law, the next three COLA’s
will be made in April 1983, May 1984, and June 1985.

(C) REFORM OF THE CSRS

(1) Issues

There is a growing awareness that the civil service retirement
system (CSRS) is not only a costly system to operate, but is also a
system which fails to provide adequate retirement income protec-
tion for a large portion of the Federal work force. The system is
designed to reward career civil servants, and in comparison to pri-
vate sector retirement systems, has the effect of rewarding those in
high pay brackets. As a result, those who leave Federal service
before retiring, and those in the lowest pay brackets usually end up
with retirement benefits that are lower than those they might re-
ceive through a combination of social security and private pension.
Ninety percent of the Federal work force is covered by the CSRS.
Yet, one-fourth of the Federal employees will receive two-thirds of
the benefits paid by the CSRS.2° Half of the Federal workers who
leave Government before retirement will receive no Federal pen-
sion benefits. These workers will have also sacrificed social security
coverage for their years of employment with the Federal Govern-
ment.

20 U.S. Congress. Senate. Committee on Governmental Affairs. Subcommittee on Civil Serv-
ices, Post Office, and General Services. Restructuring the Civil Service Retirement System;
Analysis of Options To Control Costs and Maintain Retirement Income Security. Committee
Print, 97th Cong., 1st Sess. U.S. Govt. Print. Off., 1982.
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Problems with CSRS retirement benefits stem from four features
of the current system. First, there is a complete lack of pension
portability. Employees must have 5 years of service to become
vested. Those who withdraw before 5 years receive no credit in any
pension system for those years of service. They receive only their
own contributions back with no interest. This compares poorly with
workers in the private sector who carry with them social security
credits for their years of service in any covered employment. Em-
ployees who vest in their Federal pension but leave Federal service
prior to retirement receive no preretirement inflation adjustment
in their benefits. This results from the fact that benefits are paid
as a fixed proportien of unadjusted final (high 3 years) pay.

A second feature of the current system, which also penalizes
workers who leave before retirement, is the formula for determin-
ing benefits. This formula pays benefits at a higher rate of earn-
ings after an employee has been in Federal service for 10 years. As
a result, 30- to 40-year career workers receive a higher proportion
of their final pay in benefits than do 5- to 10-year (short stay) work-
ers. Those who vest but only remain in Federal employment for 10
years receive relatively little retirement income in relation to their
final pay.

A third feature of the current system tends to favor more highly
paid workers. This occurs because of the absence of any weighting
in the benefit formula to pay greater proportions of earnings to
workers with lower earnings. Instead, the benefit paid for a given
combination of years of service and age is a fixed proportion of
final pay. Thus a worker retiring at 65, after 40 years of service,
receives 72 percent of his final pay as a benefit whether his final
pay was high or low. It is generally acknowledged, however, that to
maintain their preretirement standard of living, lower income
workers need a higher proportion of their earnings than do higher
income workers. And it is common for private sector workers with
low earnings to receive a higher proportional replacement of prere-
tirement earnings from social security and their pension than
workers with high earnings.

A fourth feature of the system provides a tremendous incentive
to early retirement, and has the effect of diverting a disproportion-
ate share of the benefits paid to those who retire before age 65.
This feature is the payment of full pension benefits at age 55 with
30 years or more of service. By contrast, both private pension plans
and social security base their benefits on retirement at age 6b5.
Social security does not pay benefits to workers before age 62, and
between age 62 and 65, monthly benefits are reduced to account for
the greater number of years they will be drawing benefits. This
“actuarial reduction” under social security is designed to assure
that people who retire early do not end up receiving more in life-
time benefits than people who retire at age 65. It also helps to
assure that social security’s costs remain the same regardless of
the age at which individuals choose to retire. In a similar fashion,
private pension plans often have some reduction in monthly bene-
fits for workers who retire early, although this is frequently less
than an actuarial reduction. CSRS, which allows early retirees
with long years of service to draw full pension benefits for life,
pays high costs for this feature, because a large portion of the Fed-
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eral work force retires early. In 1976, nearly half of all male civil
service retirements occurred before age 60, compared to less than
10 percent of all male retirements in the private sector.

In effect, these features result in an implicit redistribution of re-
tirement income from those who spend only part of their career in
Federal employment to those who stay for a full career, and from
those in low-pay classifications to those in high-pay classifications.
Those who leave early either forfeit all benefit rights or receive rel-
atively low benefits. On the other hand, those who stay may retire
early with full benefits, receiving an implicit subsidy from the leav-
ers. This would be less of a problem if those who left Federal serv-
ice received credit toward any retirement income for their years in
Federal service. But lack of social security coverage effectively
denies them the coverage they might otherwise receive in the pri-
vate sector.

In addition to the gaps in providing retirement income, there are
gaps in disability and survivors protection that result if workers
move between jobs that are covered under social security and Fed-
eral employment. And, in general, disability and survivors protec-
tion under CSRS is inferior to that under social security.

(2) S. 2905—The Civil Service Reform Act of 1982

In response to these weaknesses in the CSRS and to the problem
of rising costs, Senator Stevens, chairman of the Subcommittee on
Civil Service, Post Office, and General Services of the Senate Com-
mittee on Governmental Affairs, requested in September 1981, the
assistance of the Congressional Research Service (CRS) in develop-
ing options for modifying the current civil service retirement
system. A final report prepared by CRS, titled ‘‘Restructuring the
Civil Service Retirement System: Analysis of Options To Control
Costs and Maintain Retirement Income Security,” was issued in
January 1982. In this report, CRS discussed four major options, and
several variations on these options, which can help to control the
cost of the CSRS and improve retirement benefits for many of
those who now receive inadequate benefits from the system. Most
of these options would reduce benefits for early retirees, but to
those who continued to work until age 65 it would pay compara-
ble—and perhaps relatively higher—after-tax benefits, than under
the present system. In addition, those who have Federal employ-
ment would gain, in addition to social security, portable pensions
under several of the options discussed.

On September 14, 1982, Senator Stevens introduced S. 2905—
“The Civil Service Reform Act of 1982”"—to provide a revised re-
tirement plan for new Federal employees. The Stevens bill would
have mandatorily covered all Federal and Postal employees hired
after the date of enactment, and would have provided current em-
ployees the option to elect coverage in the new system. The new
plan provided workers a three-tiered retirement system comparable
to plans offered in private employment. The first tier of the new
system was social security. New employees would have paid contri-
butions to social security similar to those paid by current employ-
ees to the current civil service retirement system. These contribu-
tions were to be matched by the Government as employer. The
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second tier was to be a defined contribution plan. The Government
would have contributed to an employee’s account 9 percent of the
first $20,000 (indexed) in pay and 16 percent for every dollar there-
after. There would have been no employee contributions to this
plan. The third tier was to be a voluntary thrift plan. The employ-
ee could have contributed any amount to this plan. The Govern-
ment would have matched the employees contribution up to 3 per-
cent of salary. Employees would have vested in the new plan after
5 years of participation, allowing them to leave the Government
with the entire amount in the retirement account. Alternatively,
the employee could have left the account untouched after leaving
Federal service, and it would have continued to draw interest until
retirement. Initially, all employee accounts would have been in-
vested within the budget in Government securities. Eventually,
S. 2905 called for investing employee funds in the private market.
S. 2905 would have also funded the entire unfunded liability of the
current civil service retirement fund over a 40-year period.

The major advantages of the Stevens plan for Federal employees
were the greater portability and the employer contributions made
to individual employee accounts. These features would enable a
person leaving Government service to take with them not only
social security credits, but also an average 14 percent of salary
Government contribution in a retirement account with preretire-
ment inflation protection. In addition, this “up-front” contribution
by the Government would have transformed, for a part of the total
pension, the political risk inherent in the current CSRS (“will
future obligations of the Government be met by Congresses of the
future?”’) into a financial risk (“how rapidly will the retirement ac-
count grow compared to inflation?). This element of financial risk
also appeared to be a disadvantage of the program for some. At the
end of the 97th Congress, Senator Stevens announced his intention
not to pursue passage of his legislation until a majority of those af-
fected by the proposal supported it.

(3) Recommendations ofsthe National Commission on Social
Security Reform

With the social security financing problems growing more
urgent, the interest in covering new Federal hires under social se-
curity increased. On January 15, 1983, the National Commission on
Social Security Reform sent its recommendations for solving social
security’s financing problems to the President and the Congress.
These recommendations were quickly endorsed by the President,
the Speaker of the House, and the Senate Majority Leader. Includ-
ed in the recommendations was a proposal to extend social security
coverage to new Federal hires (and all Members of Congress, the
President, and the Vice President—under the provision as written
in S. 1—the implementing legislation). This coverage would be ef-
fective for anyone hired after January 1, 1984. The National Com-
mission also alluded to the need to cover new employees with a
supplemental employer-provided pension plan.
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(4) Fiscal Year 1984 Budget Proposals

Reform of the civil service retirement system, already developing
as one of the major issues facing the 98th Congress, was raised
again as part of the President’s fiscal year 1984 budget proposals.
These proposals, sent to the Congress in the first week of February,
call for six changes in the current civil service retirement system:

(1) Actuarial reduction in benefits for early retirement.—Current-
ly civil service employees may retire as early as age 55 with 30
years’ service. This proposal would reduce benefits by 5 percent for
each year of retirement before age 65.

(2) COLA freeze.—The 1984 cost-of-living adjustment would not be
paid.

(3) Increase in the employee contribution rate.—The current rate
is 7 percent of salary. The proposal would increase employee deduc-
tions to 9 percent in 1984 and 11 percent in 1985.

(4) Increase in employer contributions.—Would increase in
tandem the employer contribution rate for the District of Columbia
and the U.S. Postal Service.

(5) Switch from computation of annuities based on high 3 to high
5 earnings.—The current formula provides a retirement benefit
equal to a proportion of the employee’s highest 3 years of earnings.
The proposal would extend this period to the highest 5 years.

(6) Modify replacement rates.—Would reduce the ratio between
retirement benefits and preretirement earnings through a change
in the computation formula.

2. STATE AND LocaL PusLic EMPLOYEE PENSION PLANS

State and local pension plans were intentionally not covered
under ERISA in 1974, yet many of them face financing difficulties
due to the existence of large unfunded liabilities, and many offer
less protection for participants’ benefits than do private plans cov-
ered under ERISA. Two bills were introduced in the Senate in 1982
(S. 2105 and S. 2106) to address some of the problems with State
and local pension plans. Most State and local officials, however,
have opposed Federal regulation of their pension plans. The prob-
lems remain a focus of concern in the retirement income field.

(A) CHARACTERISTICS OF STATE AND LOCAL PLANS

The early development of State and local public employee plans
predates the emergence of private pension plans. By the end of the
19th century, many large cities had pension plans covering groups
of policemen, firemen, and teachers. Over 12 percent of the largest
plans in current operation were in place before 1930. The number
of public plans began to increase rapidly just before the enactment
of social security and continued increasing until optional social se-
curity coverage was afforded Staie and local employees in 1950.
Almost half of the largest State and local plans were established
before 1950. Since then, the growth has been strongest for small
public pension plans. Nearly two-thirds of the small plans have
come into existence since 1950; a fourth of the small plans devel-
oped by 1975 were created in the 1970’s.
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In the last few decades there has also been a tendency for small
plans to consolidate into larger plans. Over 40 percent of the larger
State and local plans have increased their size by absorbing new
employee groups. Over one-fifth of all plan absorptions completed
by 1975 occurred in the first 5 years of the 1970’s.

Currently, there are more than 6,000 State and local government
pension plans with about 9 million active participants and 2.4 mil-
lion eligible beneficiaries. These plans have assets of over $200 bil-
lion and pay out over $13 billion a year in benefits. These plans
cover nearly all State and local government workers—but there
remain 1 to 2 million public employees without pension coverage.
Most of the plans are small plans, with over 80 percent of the plans
having fewer than 100 active members. The largest plans, however,
cover the bulk of the active participants. In 1975, there were 390
plans with 1,000 or more active members. While these large plans
were only 6 percent of the total number of plans, they .covered
about 95 percent of the active membership of State and local gov-
ernment plans. Most covered employees (82 percent) participate in
defined benefit plans exclusively. Another 16 percent participate in
a combination defined-benefit/defined-contribution plan. More than
four out of five participating employees were required to make em-
ployee contributions to their plans.?!

Unlike Federal employees, State and local government employ-
ees are usually covered under social security in addition to their
public pension plan. Since 1950, it has been possible for States to
enter into voluntary agreements with the Secretary of Health and
Human Services to provide social security coverage for their em-
ployees. As of 1975, over 70 percent of all State and local govern-
ment employees were covered under social security. After coverage
has been in effect for 5 years, State and local governments may
also terminate social security coverage for a group of employees by
giving notice 2 years in advance. Once coverage has been with-
drawn, it can never be reinstated for that group. In recent years,
several State and local governments have chosen to terminate cov-
erage for groups of their employees. Between 1958 and 1979, States
filed notices to terminate social security coverage for 1,112 State
and local groups. Over half of those requests were filed between
1976 and 1979. Of the 1,112 requests, 700 terminations had become
final by 1979 affecting about 130,000 employees, or 1 percent of the
employees covered by social security.22

(B) ISSUES

When the Employee Retirement Income Security Act (ERISA)
was enacted in 1974, the Congress intentionally excluded Govern-
ment retirement systems from the major provisions of the act to
provide additional time for determining whether there was a need
for Federal regulation of these plans. However, public pension
plans were required to continue to comply with pre-ERISA require-

21 U.S. Congress. House. Committee on Education and Labor. Pension Task Force Report on
Public Employee Retirement Systems. Committee Print, 95th Cong., 2d Sess. Washington, U.S.
Govt. Print. Off. 1978.

22 J S, Congress. Senate. Special Committee on Aging. State and Local Government Termina-
gons o{) foocial 8Security Coverage. Committee Print, 95th Cong., 2d Sess. Washington, U.S. Govt.

rint. ., 1978.
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ments in the Internal Revenue Code which placed specific limita-
tions on benefits and contributions, set participation standards to
insure that such plans will not discriminate in favor of highly com-
pensated employees, and required that funds be managed for the
exclusive benefit of the plan participants and beneficiaries. (It
should be noted that these code requirements are generally not en-
forced by IRS.) ERISA did include a requirement (section 3301) that
several committees of the House and Senate establish a joint task
force to study several aspects of Government pension plans—ade-
quacy of levels of participation, vesting and financing arrange-
ments, and existing fiduciary standards—and to report on the pos-
sible need for Federal legislation and standards. The pension task
force report on public employee retirement systems, issued on
March 15, 1978, by the House Education and Labor Committee,
concluded that in a number of areas State and local public employ-
ee pension plans were deficient.

(1) Regulatory and Statutory Confusion

The pension task force noted that there is variation and uncer-
tainty in the regulatory and statutory provisions governing State
and local pension plans, and in the interpretation and enforcement
of these provisions. There is considerable confusion over how the
Internal Revenue Code affects public employee pensions, particu-
larly the sections relating to nondiscrimination and plan qualifica-
tion requirements. The task force found that it was unclear how
these provisions applied to public pensions. Theoretically, public
pensions should be tax qualified to enjoy the same tax advantages
as private plans, yet many public plans benefiting from these tax
provisions are not.

(9) Participation, Vesting, and Portability

The task force found that most public plans met ERISA’s mini-
mum participation and benefit accrual standards. However, fully
70 percent of the plans, covering one-fifth of the employees, did not
meet ERISA’s minimum vesting requirements.

Social security was found to be the best portability protection for
public employees, and the only protection other than vesting of the
pension for employees who changed from public to private sector
Jjobs. However, most employees (82 percent) had some means for
transporting pension credits to other government jobs within the
same State, and 13 percent of the employees had a means for trans-
gorting pension credits to government employment outside the

tate.

(3) Reporting and Disclosure

One of the most serious problems identified by the pension task
force was the lack of adequate reporting and disclosure of plan in-
formation to plan participants, public officials, and taxpayers.

The task force found that: Public employee retirement systems
(PERS) at all levels of government are not operated in accordance
with the generally accepted financial and accounting procedures
applicable to private pension plans and other important financial
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enterprises. The potential for abuse is great due to the lack of inde-
pendent and external reviews of the operations of many plans.

(4) Funding

Another serious problem noted by the task force was the failure
to adequately fund government pension plans to pay promised
benefits. Plan participants, plan sponsors, and the general public
were largely unaware of true plan costs. As a result, States and lo-
calities were failing to collect and make sufficient contributions.

The task force found that: The high degree of pension cost blind-
ness which pervades the PERS is due to the lack of actuarial valu-
ations, the use of unrealistic actuarial assumptions, and the gener-
al absence of actuarial standards.

While most plans had accumulated substantial funding reserves,
the costs of pensions as a percentage of payroll were rising because
of the lack of adequate funding practices. According to the task
force, 75 percent of the plans using actuarial funding methods were
understating the costs, and 40 percent of the total Federal, State,
and local pension plans failed to meet the minimum funding test of
pension experts. Almost 17 percent of the plans were funded on a
pay-as-you-go basis—many of these in fiscally distressed cities or
smaller cities and counties. These localities had no real assurances
that their tax base in the future would be able to support the bene-
fits promised.

(5) Benefit Reductions and Losses

The task force found that plan terminations and insolvencies
were rare, but that when plans did become insolvent or terminat-
fd’ participants could suffer temporary or even permanent benefit
osses.

The evidence shows that public employees do face the risk of
pension benefit reductions or other benefit curtailments due to rea-
sons other than plan termination. For example, 8 percent of the
pension plans at the Federal, State, and local levels covering 18
percent of the employees have been amended to reduce the value of
past or future pension benefit accruals for active employees, while
other {)lans have scaled back certain plan features for new employ-
ees only.

It appears that the greatest risk to public employees of having
pension benefits reduced or other benefit features curtailed relates
to governmental financial problems and the underfunding of public
pension plans. Mismanagement, financing limitations, exceedingly
high pension obligations, and financial emergencies have all con-
tributed in the past to situations of pension plan insolvency or
near-solvency. As a result of these situations, some public employ-
ees have suffered temporary and, in a few cases, permanent benefit
reductions.

(6) Investment of Pension Funds

The task force found open opportunities for abuse in the manage-
ment and investment of public plan assets. Some were found to
have no statutory guidance at all, others operated under a tangle
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of conflicting statutes. There was a general absence of uniform
standards of conduct.

The task force also found conflict of interest in many instances
because of the investment of pension funds in State and local gov-
ernment securities. Restrictive investment practices were also
found to have impaired investment returns to pension funds.

(C) FEDERAL RETIREMENT PLANS REPORTING ACT

As an outgrowth of the pension task force report, Congress
passed legislation extending the financial and actuarial reporting
standards found under ERISA to Federal plans not covered by that
act. The 39 plans covered by the Federal Retirement Reporting Act
(Public Law 95-595) range in size from the civil service retirement
system with 4.6 million participants and beneficiaries, to the plan
for the Comptroller General with just 3 participants and benefici-
aries. All plans in total cover 5.7 million active participants and 3.3
million former Federal employees and beneficiaries. The net plan
assets available to pay benefits amounted to $75.5 billion for all
Federal plans at the end of fiscal year 1980.

(D) NATIONAL LEAGUE OF CITIES VERSUS USERY

The Supreme Court’s decision in National League of Cities v.
Usery (426 U.S. 833) (1976) is viewed by some analysts as a legal
basis arguing against Federal regulation of State and local govern-
ment pension plans. In the National League of Cities case, the Su-
preme Court held that extending the minimum wage and maxi-
mum hour provisions of the Fair Labor Standards Act to State and
local government employees, based on the Congress power to regu-
late interstate commerce under the Commerce clause, was an un-
constitutional interference with State sovereignty as reserved to
the States under the 10th amendment. The Court recognized that
regulation of wages and hours of State employees affects interstate
commerce, but held that the Congress authority to regulate activi-
ties under the Commerce clause could not be used “to displace the
States’ freedom to structure integral operations in areas of tradi-
tional governmental functions.”

The Court reasoned that determining State and local government
employees’ wages and hours was an attribute of State sovereignty
and that these functions were essential to States’ separate and in-
dependent existence. The latter point was based on an analysis of
the effect the Federal legislation would have on State and local
government functions. For several reasons (e.g., substantial in-
crease in costs and displacement of State decisions in other areas),
the Court felt that the legislation substantially interfered with tra-
ditional ways in which State and local governments carried out
their internal affairs.

While an early public employee pension reform bill (The Public
Service Employee Retirement Income Security Act of 1975, H.R.
9155) contained participation, vesting, and funding requirements,
neither of the bills reported by the House Education and Labor
Committee in 1982 contained these provisions.

The House Education and Labor Committee report on H.R. 4928
and H.R. 4929 states:
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The committee recognizes the importance of preserving
and encouraging State and local regulation of public em-
ployee pension plans. The decisions of whether or not to
establish a pension plan for State and local employees,
who should be covered, what standards of eligibility should
be met, what benefits are to be paid and whether, and to
what extent, these benefits should be funded, are uniquely
a part of State and local decisionmaking processes. These
are, therefore, not matters addressed by this bill.

(E) PUBLIC EMPLOYEES PENSION PLAN REPORTING AND
ACCOUNTABILITY ACT OF 1382 (PEPPRAA)

The proposed Public Employment Pension Plan Reporting and
Accountability Act of 1982 (PEPPRAA) (H.R. 4928), as favorably re-
ported by the House Committee on Education and Labor, would
have established reporting and disclosure requirements for State
and local government pension plans including legal standards for
managing and investing fund assets. Although the bill set up cer-
tain Federal requirements concerning reporting and disclosure,
those requirements would not have applied to plans in States
where the Governor certifies that State law contains substantially
equivalent provisions. In addition, the reporting requirement gen-
erally would not have taken effect for about 5 years, thereby giving
States the incentive to make any adjustments in their practices
necessary to avoid Federal regulation. Specifically, the legislation
would have:

—Required disclosure and reporting to participants and their
beneficiaries, State and local taxpayers, employers, employee
organizations, and the general public, of financial and other in-
formation about such plans.

—Established standards of conduct and responsibility for fiduci-
aries of public employee pension benefit plans.

—Extended favorable tax treatment to the benefits of partici-
pants and their beneficiaries in plans which meet the above re-
porting, disclosure, and fiduciary standards.

—Exempted plans which meet the above reporting, disclosure,
and fiduciary standards from having to meet the present re-
quirements under the Internal Revenue Code relating to plan
benefits, contributions, and other section 401(a) conditions for
plan qualification.

—Provided under section 501 of the Internal Revenue Code for
all public employee pension benefits plans an unconditional ex-
emption from the Federal income tax; and

—Provided for appropriate remedies, sanctions and access to the
Federal courts. ®

H.R. 4929, also favorably reported by the House Committee on
Education and Labor, was identical to H.R. 4928, with the excep-
tion that it omitted changes to the Internal Revenue Code. Identi-
cal Senate bills (S. 2105 and S. 2106) were not reported from the
Finance Committee.

Opponents believe that pension reforms should be made by State
and local governments themselves on the basis of local needs and
priorities. They point to considerable progress made over the past
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few years by State and local governments in reforming their own
retirement systems. About half of the States have formed task
forces or commissions to study and recommend reforms of their
State and local government pension plans. Some of the States
which have recently reformed and/or consolidated retirement pro-
grams in their own States include California, Florida, North Caroli-
na, Wisconsin, Texas, Maryland, Idaho, and Rhode Island.

While most public employee unions, retiree, and taxpayer groups
support the legislation, most State and local government organiza-
tions oppose it.

G. RAILROAD RETIREMENT SYSTEM

1. OVERVIEW

The railroad retirement system (RRS) is a federally legislated re-
tirement system covering employees in the railroad industry, with
benefits and financing partially intertwined with the social secu-
rity program. Credits toward benefits are secured primarily by em-
ployment in the railroad industry, although employees also receive
credit for earnings covered by social security. Benefits are financed
through a combination of employee and employer payments to a
trust fund, with the exception of dual or so-called “windfall bene-
fits,” which are financed from general revenues out of a separate
account. About 1 million Americans receive benefits from the rail-
road retirement system, and payments to these beneficiaries are es-
timated to reach $5.7 billion in fiscal year 1983.

TABLE 1.—TRUST FUND OPERATIONS, 1975-83

[In millions of dollars]

Trust fund

1 2
Income Qutgo balance 3

Fiscal year:

1975 3,950
1976 3,334 3,569 3,715
Transitional quarter 500 1,058 3,157
1977 3,591 3,819 2,929
1978 4,159 4,316 2,173
1979 4,532 4,647 2,658
1980 4,820 5,226 2,252
1981 4,675 5,294 1,986
1982 ¢ 5,121 5,328 1,779
1983 « 5,493 5,122 1,550

! Taxes, interest on investments, appropriations for windfalls.

2 Net benefits.

3 End of fiscal year.

+ Estimated.

Source: Railroad Retirement Board; administration fiscal year 1983 budget.

The railroad retirement system was the subject of congressional
attention during the development of the fiscal year 1983 Federal
budget. The administration’s budget proposal recommended 80-per-
cent funding of railroad retirement dual or so-called ‘“windfall”
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benefits, and it proposed to dismantle the railroad retirement
system, establishing in its place a private so-called “railplan” to ad-
minister the industry benefits and making the Social Security Ad-
ministration responsible for those benefits now paid by the railroad
retirement system that are equivalent to social security benefits.

The first concurrent resolution on the fiscal year 1983 budget,
however, authorized full funding of windfall benefits and full cost-
of-living adjustments for railroad retirement benefits, as a result of
an amendment offered by Chairman Heinz. The Senate Budget
Committee had moved to limit cost-of-living adjustments and au-
thorize windfall benefit funding at reduced levels. In addition, the
Heinz amendment to the budget resolution authorized continued
administration of the railroad retirement system by the Railroad
Retirement Board by maintaining the RRB’s central and field staff
positions at fiscal year 1981 levels.

A supplemental appropriation passed over Presidential veto on
September 9 (House) and September 10 (Senate) contained $11 mil-
lion to raise windfall benefits to full levels for the last 2 months of
fiscal year 1982. The continuing resolution for fiscal year 1983 ap-
propriated full funding of windfall benefits and specifically main-
tained staffing of the Railroad Retirement Board.

2. FINANCING PROBLEMS

Like the social security system, the railroad retirement system
faces both long-term and immediate short-term financing problems.
A package of tax and benefit changes enacted in 1981 was estimat-
ed at the time to guarantee adequate revenues for the railroad re-
tirement system to meet its benefit obligations during the decade of
the 1980’s, using moderate economic assumptions of rail employ-
ment. Instead, it became apparent by late 1982 that rail employ-
ment had fallen about 20 percent below projected levels as a result
of the depth of the recession, and the projections of rail employ-
ment for the remainder of the 1980’s are now more pessimistic
than any of the most pessimistic assumptions previously used. As a
result, the RRB actuary reported in late 1982 that substantial pay-
roll tax increases will be required in 1983 if benefit reductions are
to be avoided in fiscal year 1984. In order to understand the financ-
ing actions required in 1983, it would be helpful to review in some
depth the background to the 1981 financing changes.

3. 1981 CHANGES

(A) BACKGROUND

Over the long term, there has been a steady decline in the
number of railroad industry employees relative to beneficiaries.
The experience over the last four decades has been a lower
worker/beneficiary ratio and lower revenue to the trust fund
during a time of increasing demand for payout. The following table
shows the number of workers and beneficiaries since 1940:



178

TABLE 2. —EMPLOYEES IN THE RAILROAD INDUSTRY AND BENEFICIARIES OF THE RAILROAD
RETIREMENT SYSTEM SINCE 1940

{In thousands]

Average

employment Beneficiaries

1940 1,195 173
1945 1,686 210
1950 1421 461
1955 1,239 704
1960 909 883
1965 153 930
1970 640 1,052
1975 548 1,094
1976 540 1,100
1977 545 1,107
1978 542 1,100
1979 554 1,093
1980 531 1,084
1981 505 2999
1982 1 446 3988

;ﬂ;ualr;stﬂmugh October 1982.
3 July 1982.

This longer term financing problem was aggravated in the short
term by two other factors. First, the payroll tax rates have been
below what was needed to match benefit expenditures. Second, con-
gressional appropriations for the so-called “windfall” benefits have
been far below the amounts required to pay those benefits, and the
difference was paid out of the trust fund.

Traditionally, because rail management and labor are affected by
Federal decisions in railroad retirement, both have been given
leading roles in the development of solutions to problems arising in
the program. Over the last 3 years, representatives of management
and labor have sought agreement for placing the system on a
sound financial basis. In 1981, representatives of rail management
and labor produced a package of changes designed to resolve the
short- and long-term financing problems of the railroad retirement
system. Legislation embodying these changes is contained in the
Omnibus Budget Reconciliation Act of 1981 (Public Law 97-35), and
in the Economic Recovery Tax Act of 1981 (Public Law 97-34).

The basic changes included creation of a separate dual benefit
payment account for so-called “windfall” benefits; some basic bene-
fit modifications and some benefit liberalizations; payroll tax in-
creases and limited general revenue borrowing authority.

(B) 1981 CHANGES IN WINDFALL BENEFITS

The background for this so-called “windfall” benefit is very tech-
nical. As a result of financial coordination of the two systems in
1951, each railroad annuity had a social security component built
into it. But, if an individual qualified for two separate retirement
benefits, one under social security and one under railroad retire-
ment, the combined benefits for work under social security were
higher than the individual would have received if he or she had
worked exclusively under social security. This placed a financial
drain on the railroad retirement system, which was on the verge of
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bankruptcy in 1974. Nearly 40 percent of all railroad beneficiaries
qualified for social security at that time.

In 1974, Congress changed the law so that no one in the future
would earn the right to dual social security and railroad retire-
ment benefits, by coordinating the benefit structures of the social
security and railroad retirement programs. The railroad benefit is
now divided intq two parts. The first part (tier I) is basically a
social security benefit based on railroad earnings and social secu-
rity earnings. This part of the railroad benefit is reduced by any
social security benefit for which the individual is eligible. The
second part of the railroad benefit (tier II) is an annuity based only
on railroad service. Together, the two parts give the worker credit
for all work under social security and railroad. But the tier I com-
ponent, plus any social security benefits earned, should produce a
combined benefit for social security equal to what the individual
would have received if all his or her earnings were covered under
the Social Security Act.

However, to protect the rights of those who had been working
under the old law, Congress provided for a special, transitional
third part of the railroad benefit only for those who qualified for
both social security and railroad retirement benefits before the
change in law. This third part is the so-called “windfall” benefit.

Under the 1974 act, the railroad trust fund was to be reimbursed
from the General Treasury on a level payment basis for these
windfall payments. Benefit payments were expected to be higher
than reimbursements in the early years of the level payment
schedule and then lower in later years, as the number of eligible
beneficiaries declined. The practical effect, however, was that the
congressional appropriations were too small to fully reimburse the
trust fund for current windfall payments, which drew down the
railroad trust fund by the unreimbursed amount. For fiscal year
1981, the Railroad Retirement Board (RRB) received less than it
said it needed for so-called windfall benefit payments because OMB
proposed legislation placing a cap of $350 million on windfall ap-
propriations.

What the Omnibus Budget Reconciliation Act of 1981 did is
remove the obligation to pay these windfall benefits from the main
RRS fund, by creating a separate dual benefit payment (windfall)
account. This change eliminated a major cause of erosion of the re-
serves of the railroad retirement account, but it also made pay-
ment of windfall benefits totally dependent on the specific annual
appropriation by Congress.

On October 1, 1981 (the beginning of the new fiscal year), the
Railroad Retirement Board, anticipating an annual appropriation
at the same level of last year, reduced the so-called windfall por-
tion of railroad retirement benefits by 21 percent. In other words,
because the $350 million appropriation amounted to only 79 per-
cent of the $440 million required for full funding, the difference—
21 percent—was prorated among all the recipients of the so-called
“windfall” benefits. Not all railroad annuitants were affected; only
the 389,000 annuitants with coverage under both social security
and railroad retirement. The average monthly loss was $20 per
lgg?ieﬁciary, reducing the average monthly annuity from $331 to
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During its consideration of the continuing resolution, the Senate
voted on November 19, 1981, by a vote of 61-34, to restore the $90
million required for full funding of the dual benefits account. The
House version of the continuing resolution contained no additional
funding, however. The conferees split the difference and added $45
million to this account, providing a funding level of $395 million, or
a roughly 10-percent benefit reduction. President Reagan vetoed
this continuing resolution.

On December 1, 1981, the Railroad Retirement Board authorized
the December checks with no windfall payments, because it was
uncertain what the appropriation level would be. In addition, the
Railroad Retirement Board had been told by the Office of Manage-
ment and Budget that the December checks should contain a fur-
ther 12-percent reduction in windfall benefits, bringing the total
planned reduction to 33 percent.

On December 2, 1981, Senator Heinz, chairman of the Special
Committee on Aging, sent a letter to OMB Director David Stock-
man protesting the additional planned cut in these benefits, and
Senator Heinz also introduced an amendment to the Defense ap-
propriations bill expressing the sense of the Senate that OMB not
impose these further cuts. In the end, the Office of Management
and Budget decided to issue a separate mailing of windfall benefit
checks dated December 14, 1981, without the additional 12 percent
reduction.

On December 11, 1981, the Senate approved a continuing resolu-
tion that provided funding of the Government through March 31,
1982. The section on railroad retirement benefits applied a 4-per-
cent spending cut to a $395 million appropriation (the appropri-
ation level in the vetoed continuing resolution), for a funding level
of roughly $379 million, and a monthly benefit reduction of 14 to 15
percent, instead of the 21-percent cut imposed in Qctober. In addi-
tion, during consideration of the continuing resolution in the
House, Representative Silvio Conte, who was managing the bill,
pledged that there would be an additional supplemental appropri-
ation for the dual benefits account in February 1982,

Senator Heinz, in a colloquy with Senator Hatfield on December
11, 1981, confirmed that the Senate Appropriations Committee
would expeditiously consider such a supplemental appropriation, if
it were to come over from the House.

(C) OTHER 1981 BENEFIT CHANGES

|

The major benefit reduction enacted in the RRS in 1981 is a
modification in the cost-of-living adjustment for survivor benefits,
which adjusts both the basic tier I benefit and the industry tier II
benefit at the same rate as they are adjusted for retirees, i.e., 100
percent of the CPI for tier I and 32.5 percent of the CPI change for
tier II. The spouse’s benefit is also slightly modified under the Om-
nibus Budget Reconciliation Act.

Not all the benefit changes were benefit reductions, however. In
fact, some benefit liberalizations were also included, which are esti-
mated to cost $23 million in fiscal year 1982 and as much as $171
million by fiscal year 1986. For the first time, benefits are provided
to divorced wives, remarried widows, and surviving divorced moth-
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ers. These new categories of beneficiaries now receive the same
treatment under railroad retirement as they would under social se-
curity.

(D) 1981 PAYROLL TAX CHANGES AND BORROWING AUTHORITY

The other major piece of the railroad retirement refinancing pro-
posals is contained in the Economic Recovery Tax Act of 1981,
which authorized increased taxes and limited general revenue bor-
rowing authority.

Congress, in line with the recommendation of labor and manage-
ment, increased the tax on the tier II taxable payroll. For employ-
ers, the tax rose from 9.5 percent of taxable payroll to 11.75 per-
cent effective October 1, 1981. Employees, who previously did not
contribute for tier II benefits (they did contribute for tier I), now
pay 2 percent effective October 1, 1981. The tax increase would add
an estimated $512 million to the railroad trust fund in fiscal year
1982, rising to an estimated $712 million by fiscal year 1986.

To further improve the cash-flow situation of the railroad retire-
ment program, the system was given limited authority to borrow
money from the General Treasury. The loans, which must be
repaid with interest, are really an advance by the Treasury against
the sums which the Social Security Administration pays to the rail-
road retirement system each year in June. Under the so-called fi-
nancial interchange, social security reimburses railroad retirement
for the difference between the additional benefits social security
would have had to pay to railroad beneficiaries and the payroll
taxes which railroad employees would have paid into social secu-
rity.

In budget reconciliation, however, this limited borrowing authori-
ty was accompanied by a “benefit preservation” feature which has
three major parts: (1) The RRB must notify Congress whenever the
borrowing authority will exceed 50 percent of the available
amount; (2) not later than 180 days after such notice, representa-
tives of rail management and labor must submit refinancing pro-
posals to the President and the Congress; and the President must
submit to Congress recommendations for resolving the financing
crisis, including a plan to phase out Federal responsibility for the
railroad retirement system by covering rail employees and retirees
under social security and by requiring the rail industry to assume
responsibility for all other remaining components of the pension
plan; and (8) not later than 180 days after the ‘“benefit preserva-
tion” feature is activated, the RRB must announce the method for
allocating reserves in any month in which inadequate funds pre-
cludes full payment of benefits, with highest priority given to the
paymerits of social security benefits.

In summary, the railroad refinancing package of 1981 contained
four parts: (1) Benefit modifications; (2) payroll tax increases; (3)
limited borrowing authority against annual payments due from
social security; and (4) creation of a separate account for windfall
benefits. The general substance of the benefit modifications (includ-
ing the separate windfall account) and the limited borrowing au-
thority were accepted by both the House and the Senate in their
reconciliation measures. The payroll tax increases and the identical

14-887 0 - 83 - 13



182

language on limited borrowing authority were included in the Eco-
nomic Recovery Tax Act of 1981.

At that time, it was believed that if the economy performed at
least as well as the so-called intermediate assumptions, the refi-
nancing package would provide an adequate cash flow in the next
few years and adequate financing for the remainder of the decade.

In any event, the Omnibus Budget Reconciliation Act of 1981
also contains a provision requiring the President to submit a report
to the Congress by October 1982, with recommendations for assur-
ing the long-term financial integrity of the railroad retirement
system.

A study released by the Congressional Budget Office (CBO) in De-
cember 1981, outlined four options that could be considered in
order to alleviate the long-term problems of the system beyond the
end of the 1980’s: '

(1) Reduce early retirement benefits actuarially. Now, career em-
ployees with 30 years of service can retire at age 60 without re-
duced benefits.

(2) Reduce spouse’s benefits under the staff component (tier II) of
this two-part benefit formula (tier I equals the equivalent of social
security, tier II is the staff pension plan). Normally, under private
pension plans, workers receive a reduced benefit if they elect to
- provide benefits to a spouse—which is not the case under railroad
retirement.

(8) Tax railroad retirement benefits. Although private pensions
are taxable, railroad retirement benefits are tax free.

(4) Merge the social security equivalent (tier I) under the Social
Security Administration and discontinue Federal responsibility for
tier II benefits, making tier II a fully private plan.

At the end of 1981, therefore, the situation with railroad retire-
ment was this: “Windfall” benefits had been reduced and the ap-
propriation for 1982 was uncertain; the short-term financing prob-
lems were considered resolved because of the 1981 package of tax
and benefit changes; the longer term problems still had not been
fully addressed, and a report by the President was expected.

4. 1982 DEVELOPMENTS

(A) ADMINISTRATION BUDGET PROPOSALS

The President’s fiscal year 1983 budget recommended funding for
the dual benefits account at $350 million. The Railroad Retirement
Board estimates that $430 million would be required for funding at
the full level of benefits. Therefore, the administration’s proposals
would have resulted in a 20-percent reduction in the “windfall”
portion of the benefits in fiscal year 1983.

The administration also proposed elimination of the Federal
Railroad Retirement Board in fiscal year 1983 and reorganization
of the railroad retirement system. The current system has two
basic components: A tier I benefit which is equivalent, but not
identical, to social security benefits and eligibility; and a tier II
benefit, which is a railroad staff pension. The administration pro-
posed to have the social security system absorb benefit payments
for the social security equivalent (as well as the payroll taxes paid
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for tier I benefits by active railroad workers and employers). The
railroad staff pension would then be given to a private corporation
which would administer the benefits and receive the payroll tax
moneys paid into the Treasury for staff (tier II) pensions The defed-
eralized railroad retirement system would start with a $2.2-billion
transfer from social security in fiscal year 1982, which would raise
the balance in the railroad trust fund to $3.6 billion. The Office of
Management and Budget estimated that the fiscal year 1983 effect
of this reorganization would reduce the Federal deficit by $248 mil-
lion. Although all of the details of the reorganization were not
made available by the administration, the proposal would exempt
all present benefit liabilities assumed by the industry pension cor-
poration from funding standards of the Employee Retirement
Income Security Act of 1974 (ERISA).

(B) CONGRESSIONAL RESPONSE

In response to the administration’s budget proposal, Chairman
Heinz of the Senate Special Committee on Aging wrote President
Reagan to express his opposition to the plan to dismantle the Rail-
road Retirement Board. Senator Heinz urged the President to with-
draw the proposal for the following reasons:

(1) In 1981, railroad retirees were the only group to sustain an
actual cut in their benefits.

(2) Reductions in benefits would almost inevitably result from
the reorganization.

(3) Current pension obligations of the railroad retirement system
would be exempt from ERISA standards, thus leaving pensioners
and workers without a guarantee that their pensions will continue
at legally authorized rates.

(4) Railroad benefits, which are currently tax exempt like social
security benefits, would probably become subject to Federal income
taxes.

(5) The proposed reorganization would exacerbate social securi-
ty’s current financial and administrative difficulties.

The Senate Budget Committee did not accept the administra-
tion’s proposal to abolish the Railroad Retirement Board, but it did
recommend against paying the July 1982 cost-of-living increase and
for limiting future COLA increases to 4 percent each in fiscal years
1983, 1984, and 1985. The Budget Committee also recommended
less than full funding of windfall benefits. On May 20, 1982, Sena-
tor Heinz and Senator Sasser sponsored an amendment to the first
concurrent budget resolution which was accepted by the Senate.
The amendment achieved three goals. First, it restored the annual
cost-of-living increase for railroad retirees. Second, the amendment
provided for full funding of the so-called dual or windfall benefits
in fiscal years 1983, 1984, and 1985. Third, the amendment author-
ized funds to preserve the Railroad Retirement Board’s network of
field offices at current staffing levels.23

Consequently, the first concurrent resolution on the budget did
not assume enactment of the administration’s legislative proposals.

23 Heinz, John. Remarks in the Senate. Congressional Record, Daily Edition, v. 128, May 20,
1982, pp. S55750-55751.
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Railroad retirement trust fund outlays are estimated to be $5.7 bil-
lion in fiscal year 1983, $6.1 billion in fiscal year 1984, and $6.5 bil-
lion in fiscal year 1985.

The supplemental appropriations bill of 1982 (H.R. 6863) passed
in December 1982, provided $11 million for dual or “windfall”
benefits, in addition to the $379.2 million provided by the fiscal
year- 1982 continuing resolution. The supplemental appropriation
thus restored full “windfall” benefit payments to eligible benefici-
aries for the remaining 2 months of fiscal year 1982 (August and
September). In addition, the bill contained language specifying that
the full-time equivalent staffing level at the Railroad Retirement
113%%1; should not be less than the currently authorized level of

The fiscal year 1983 continuing resolution provides funding for
the railroad retirement system at current operating levels through
September 30, 1982. It provides that full payment of dual “wind-
fall” benefits will be continued and that current staffing levels will
be maintained.

-TABLE 3.—RAILROAD RETIREMENT DUAL BENEFITS

[Outiays in millions)
Fiscal year—
1982 1983 1984 1985
Baseline $440 $430 $420 $405
Administration budget 350 350 350 350
Fiscal year 1982 continuing resolution plus supplemental appropriation................. 390.2
First budget resolution 430 420 405

(C) FINANCING PROBLEMS RESURFACE

The continuing financial difficulties of the railroad retirement
system promise to make the system the subject of congressional at-
tention again in 1983.

In late 1982, the Railroad Retirement Board’s chief actuary re-
leased revised estimates of rail employment which indicate that
the financing changes enacted in 1981 will not suffice to finance
the current levels of benefits. This is because the recession has re-
sulted in lower employment levels in the rail industry, even lower
than the most pessimistic assumptions previously used.

As discussed earlier, the 1981 changes in railroad retirement
(under section 22 of the Railroad Retirement Act) gave the railroad
retirement system the authority to borrow from general revenues
against the annual amount which social security owes railroad re-
tirement under the financial interchange. The borrowing authority
also included a so-called benefit preservation feature, which re-
quires the RRB to notify the President and the Congress by April 1
of any fiscal year in which the RRB will borrow 50 percent or more
of the amount owed to it by social security; and within 180 days of
such notice, the following three things must happen:

(1) Rail labor and management must jointly or separately submit
their proposals to Congress.
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(2) The President must make his recommendations to Congress,
“including a specific proposal to assure continuous payment of
social security equivalent benefits by separating the social security
equivalent benefits from the industry pension equivalent benefits
payable under this act.”

(3) The RRB must issue regulations allocating revenues in any
month for which there are insufficient funds to receive full bene-
fits.

These three requirements are part of current law.

Because of the severity of the recession, rail employment has
dropped from 531,000 in 1980, to 404,000 as of December 1982, and
the RRB actuary projects rail employment will continue to decline,
ll)ggsibly reaching 385,000 in 1983, 370,000 in 1984, and 360,000 in

5.

If no corrective action is taken, therefore, the RRB will have to
report to Congress by April 1983, that it will exceed its borrowing
authority in fiscal year 1984, and it will have to issue regulations
for a possible benefit reduction in the November 1983 checks. To
avoid triggering any benefit reductions through fiscal year 1985,
the RRB actuary estimates that a payroll tax increase of 7.3 per-
cent of tier II payroll would be required on July 1, 1983. A tax rate
increase of 8.5 percent of tier II payroll on October 1, 1983, would
also delay the need for benefit reductions through fiscal year 1985.

The 1983 payroll tax rates and wage bases for tier I and tier II
benefits are shown in the following table:

TABLE 4. —EMPLOYER AND EMPLOYEE PAYROLL TAXES FOR RAILROAD RETIREMENT BENEFITS—
1983

Tier | Tier Il

Tax rate Monthly wage Tax rate Monthly wage
{percent) base {percent) base

Employers 6.7 $2,975 11.75 $2,225
Employees 6.7 2,975 2.00 2,225

It is on this $2,225 monthy wage base that the RRB actuary fore-
casts the need for a 7.3-percent tax increase effective July 1, 1983,
to avoid exceeding borrowing authority at any time before October
1985. A tax rate increase of 8.5 percent of tier II payroll in October
iggg would postpone any benefit cuts from October 1983 to October

(D) LEGISLATIVE RESPONSE TO RRB’S 1982 ACTUARIAL PROJECTIONS

On December 16, 1982, Representative Florio, chairman of the
House Energy and Commerce Committee, Subcommittee on Com-
merce, Transportation and Tourism (the subcommittee with juris-
diction for authorizing legislation) introduced legislation (H.R.
7431), to prevent benefits from being automatically cut should rail
labor and management neglect to come to a prompt agreement on
recommendations to solve the financial problems of the railroad re-
tirement system. The bill would amend section 22 of the Railroad
Retirement Act to require the Board to raise taxes at the same
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time that it reduces benefits, if it is forced to take emergency

action. Under this bill, the tier II payroll tax paid by employers
would automatically increase by 3 percent and the tier II payroll
tax paid by employees would automatically increase by 1.5 percent,
simultaneously with a reduction in benefits. In his floor statement,
Representative Florio urged rail labor and management to submit
their recommendations to. Congress promptly, so that such emer-
gency measures contemplated by section 22 of the Railroad Retire-
ment Act would not be necessary.24

Although this bill was not enacted, similar kinds of legislation
may be introduced in the 98th Congress. On January 27, 1983,
Aging Committee Chairman John Heinz and Senator Sasser intro-
duced a concurrent resolution (S. Con. Res. 5) urging rail labor and
management to explore various alternatives for remedying the rail-
road retirement system’s financial difficulties, and reach agree-
ment on a legislative package prior to October 1, 1983, when bene-
fit reductions would otherwise be imposed by the "administrative ac-
tions required of the Railroad Retirement Board.

H. PROGNOSIS FOR 1983

At the end of 1982, several issues appear to remain important for
1983. First, there is a continuing interest, particularly in this ad-
ministration, in the deregulation of private pension plans. Concern
seems to be focused primarily on lowering business costs and in-
creasing the discretion of plan fiduciaries in investing plan assets.
Deregulation of private pensions may pose a serious threat to the
benefit protections afforded under ERISA, and efforts to move in
this direction could lead to considerable controversy. Yet, there are
clear indications that the administration plans to treat pension de-
regulation as a high priority for 1983.

Consideration of ERISA simplification legislation is likely to con-
tinue, at least in the Senate, in 1983, highlighting the tradeoffs be-
tween pension costs and benefit protections. However, it is difficult
to anticipate which, if any, portions of this legislation will be even-
tually enacted by the Congress.

The costs of the civil service retirement system (CSRS), military
retirement, and railroad retirement benefits will remain sensitive
issues in 1983. The administration has proposed further cost-saving or
revenue-producing changes in CSRS in the fiscal year 1984 budget.
Suggestions include i increasing employee contributions from 7 percent
to 11 percent of payroll, increasing to age 65 the age at which unreduced
pension benefits begin, and reducing by 5 percent a year the benefit
payable for retirement earlier than age 65 (that is, 50 percent reduction
at age 55). This continuing effort to shift costs from the Federal
Government to CSRS participants and beneficiaries should increase
support among Federal workers and retirees for proposals which can
limit executive and congressional discretion in the payment of benefits
to Federal retirees. A bill to reform the civil service retirement system

24 Florio, James. Extension of Remarks in the House. Congressional Record, Daily Edition, v.
128, Dec. 16, 1982, p. E5227.



187

could well offer CSRS retirees and current participants some pro-
tection from the administration’s budget proposals.

Early in 1983, the Congress is also likely to take up the issue of
refinancing railroad retirement. A recent sharp decline in rail em-
ployment has resulted in an urgent need to strengthen the financ-
ing of this system.

This increasing emphasis on controlling pension costs is likely,
once again, to overshadow other pension issues. Again in 1983, con-
cerns about pension coverage, and the adequacy of pension bene-
fits, are bound to receive little legislative attention.



Chapter 5

SOCIAL SECURITY DISABILITY

OVERVIEW

Families of older workers are the primary beneficiaries of social
security disability benefits: 58 percent of disabled workers are be-
tween the ages of 55 and 64, and 73 percent of all disabled workers
are age 50 to 64.! (At age 65, all disability awards are converted to
retirement benefits, automatically.)

Against the backdrop of administration-proposed changes in
1981, the social security disability insurance (DI) program was the
subject of continuous legislative interest during 1982, primarily be-
cause of the issues raised by the program of continuing disability
investigations or CDI's. The Social Security Amendments of 1980
mandated that the Social Security Administration review the dis-
ability status of beneficiaries on the rolls at least once every 3
years, except for those designated as “permanently disabled,” who
are reviewed at an interval determined by the Secretary of Health
and Human Services, which is currently once every 6 or 7 years.
This program of periodic reviews was to begin on January 1, 1982.
The Social Security Administration, however, on its own initiative,
accelerated the beginning of these reviews to March 1981. Between
March 1981 and the end of 1982 the termination rates for individ-
uals reviewed by the State agencies fell in the range of 45 to 50
percent. In other words, nearly half of the beneficiaries were termi-
nated at the initial level of review, although two out of three of
those who appealed their terminations to an administrative law
judge were reinstated upon appeal.

The problems associated with the review process were the focus
of hearings before the House Ways and Means Committee, the
House Aging Committee, the Senate Governmental Affairs Com-
mittee, and the Senate Aging Committee. Numerous bills were in-
troduced in the House and the Senate to address these problems. In
general, a consensus developed among advocates that three
changes had to be made: (1) Benefits had to be continued to the ad-
ministrative law judge’s decision, subject to repayment for individ-
uals who lose their appeal; (2) the number of reviews, originally
projected at 805,000 for fiscal year 1983, had to be reduced to allow
for more careful development of decisions; and (3) beneficiaries had
to be afforded protection against improper terminations by requir-
ing that individuals should not be terminated unless they have im-

! Lando, Mordechai E., Alice V. Farley, and Mary A. Brown. Recent Trends in the Social Se-
curity Disability Insurance Program. Social Security Bulletin, v. 45, August 1982, p. 9, table 5.

(188)
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proved medically or are able to work because of specific advances
in medical technology or vocational training.

Although the need for comprehensive reform was widely recog-
nized, it was not possible to enact such legislation in the 97th Con-
gress. Instead, an emergency, stopgap bill was passed, Public Law
97-455, which provides immediate relief pending more comprehen-
sive reforms planned for the 98th Congress.

A. HISTORICAL DEVELOPMENT OF THE DISABILITY INSUR-
ANCE (D) AND THE SUPPLEMENTAL SECURITY INCOME
(SSI) PROGRAMS

1. THE BEGINNING: 1954 AND 1956 AMENDMENTS

To understand the concerns behind the sometimes conflicting
recommendations for changes in the DI and the SSI programs, it
may be helpful to review the legislative development of the pro-
grams. Although the idea for a disability program dates back to
consideration of the 1935 Social Security Act, the original act and
amendments through 1953 made no provision for disabled workers.

In 1954, Congress provided a disability “freeze” period similar to
waiver of premiums in private life insurance contracts. Under the
freeze, periods of disability would not count against a disabled
worker in determining eligibility for, and the amount, of retire-
ment benefits.

In 1956, Congress enacted a cash benefit program, 21 years after
the enactment of the retirement program, and 17 years after the
enactment of survivors insurance. The delay resulted, in part, from
concern that providing social security disability benefits would dis-
courage rehabilitation, encourage malingering and abuse, and add
to the costs of the program—particularly during a recession when,
it was argued, strong pressures would be placed on administrators
to pay benefits to unemployed workers with medical impairments,
regardless of their capacity for work. The so-called “liberalizing”
influence of the courts in interpreting private insurance contracts,
and the generally poor experience of private disability carriers
during the 1930’s, were cited as precedents.

There was also concern about the administrative difficulty in
making disability determinations—namely, the subjectivity of de-
termining whether a person was out of work because of a disability
or for other reasons such as age, obsolete skills or experience, and
the like.

In view of all of these concerns, the eligibility requirements for
the cash disability program were tightly drawn in 1956 and made
intentionally restrictive to guard against (1) high costs, and (2) con-
fusion between the disability insurance program and the unemploy-
ment program.

Only those very severely disabled by a catastrophic illness or
injury could qualify for benefits. A worker had to:

—Meet an age requirement—age 50 or older.

—Have substantial and recent work under social security; that

is:
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(1) Have insured status for retirement benefits, generally
one quarter of coverage for each year after 1950 (or age 21
if later), up to the year of disability.

(2) Have disability insured status, 20 quarters (5 years)
of coverage in the 40-quarter (10 years) period preceding
the onset of disability.

(3) Have currently insured status, 6 quarters (1% years)
out of 13 quarters (3 years), before disability.

—Meet a very stringent test of disability, i.e., be unable to
engage in any work by reason of a medical impairment which
was expected to continue indefinitely.

—-ﬁclcciept vocational rehabilitation services or have benefits with-

eld.

—Wait 6 months following the onset of disability for payments to
start.

The program was set up under a unique Federal-State relation-
ship. The administration would be carried on by each State under
contract with the Federal Government. Under agreements with the
then Secretary of HEW, State disability determination units
(housed within State vocational rehabilitation agencies) would
make disability determinations based on the definition of disability
in the Social Security Act, and in accordance with Federal regula-
tions and guidelines issued by the Social Security Administration.

This arrangement had distinct advantages because the States
had prior experience in administering various disability-related
programs and had established working relationships with the medi-
cal community. It was also assumed that when the disability deter-
mination process took place within State rehabilitation agencies,
disabled individuals would be more easily referred for rehabilita-
tion. The Federal Government’s primary function was to interpret
the law and oversee the uniform implementation of the program
throughout the country.

Program experience in the first few years was better than antici-
pated and the scope of the program was liberalized and substantial-
ly expanded in later years.

2. PRoGrRAM Expansion: 1958, 1960, AND 1965 AMENDMENTS

In 1958, benefits were added for dependents of disabled workers.
The currently insured work requirement, 6 of the last 13 quarters,
was also eliminated. It was brought out in congressional hearings
that failure to meet the test of 20 out of 40 quarters and the 6 out
of 13 quarters test—at the same time when all other disability re-
guix:eanents were met—resulted in 10 percent of applicants being

enied.

In 1960, the age 50 requirement was dropped, making benefits
payable to disabled workers of any age who met the work require-
ments. The 1960 Social Security Act Amendments added a 9-month
trial work period—without termination of benefits—to encourage
beneficiaries to return to work. They also eliminated the 6-month
waiting period for those workers who reapply for disability benefits
after failing in their attempts to return to work.

In 1965, Congress liberalized the definition of disability by replac-
ing the requirement of permanent disability with a requirement
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that the disability must be expected to last at least 12 months or
end in death. This resulted in people qualifying for benefits who
might recover from their disability, in addition to those expected to
remain disabled until death. The 1965 amendments tried to encour-
age rehabilitation efforts by permitting the use of money from the
DI trust fund to reimburse State vocational rehabilitation agencies
for the cost of services provided to beneficiaries. The amendments
also provided for an occupational test of disability for older blind
persons. While all other applicants generally must be unable to do
any substantial work, older blind persons only have to be unable to
engage in their former occupations.

3. DisaBiLiTY DEFINITION TIGHTENED: 1967 AMENDMENTS

Beginning with the enactment of the disability “freeze” in 1954,
consideration had been given to both medical and vocational fac-
tors in disability determinations. Vocational factors were used to
determine whether the person was able to perform work, rather
than whether the person was able to obtain employment. However,
SSA had not published regulations or other definitive materials to
provide explicit guidance to disability examiners and AlL:J’s on how
to apply vocational factors. This left the decision of how the factors
should be weighed in the disability decision up to the courts.

Some Federal court decisions regarding vocational factors re-
quired the administration to identify jobs for which the desired ap-
plicant might have a reasonable opportunity to be hired, rather
than ascertaining whether jobs exist in the economy which he can
do. In 1969, only 10 percent of disability benefit awards were based
on vocational factors; by 1965, awards on the basis of vocational
factors were almost 16 percent of the total. Congress was concerned
that judicial rulings would set standards that could lead to substan-
tial cost overruns and that the disability program would become a
form of unemployment insurance for people with physical impair-
ments.

In 1967, Congress inserted in the statute interpretive material
which was being used by the State agencies but was only in operat-
ing manuals. This language made it clear that an individual is not
to be considered disabled unless his physical or nfental impair-
ments are of such severity that he is not only unable to do his pre-
vious work but cannot, considering his age, education, and work ex-
perience engage in any kind of substantial gainful work which
exists in the national economy, regardless of whether such work
exists in the immediate area in which he lives, or whether a specif-
ic job vacancy exists for him, or whether he would be hired if he
applied. The amendments also provided for disabled widow bene-
fits, based on medical criteria only, beginning at age 50.

4. SUPPLEMENTAL SECURITY INcOME (SSI) ProGgraM: 1972
AMENDMENTS

In 1972, Congress created the supplemental security income (SSI)
program to replace the three State-run welfare programs for the
aged, blind, and disabled. The program was intended to supplement
the income of needy persons who were not covered under the social
security disability program or who had earned low benefits under



192

that program. Although most of the discussion leading up to the
passage of SSI centered on serving the aged population, and the
presumption was that the aged would be the largest group of such
recipients, in fact, the disability portion of the program has been
over 60 percent practically since the inception of the program.

TABLE 1.—NUMBER OF PERSONS INITIALLY AWARDED FEDERALLY ADMINISTERED SSI PAYMENTS,

1974-80
Disabled as
Period Total Disabled percent of
total

1974 ~ 890,768 387,007 43
1975 702,147 436,490 62
1976 542,355 365,822 67
1977 557,570 362,067 65
1978 532,447 348,848 66
1979 483,993 317,590 66
1980 496,137 318,699 64

Source: Social Security Administration.

Although the statutory definition of disability is the same for the
SSI program as it is for the DI program, the leading causes of dis-
ability in the two programs have turned out to be quite different.
More than 30 percent of awards to DI workers in 1975 (the year of
the highest number of awards) were made on the basis of diseases
of the circulatory system, i.e., heart disorders. The largest category
of awards for the SSI adults was on the basis of mental disorders,
as the following table illustrates.

TABLE 2.—COMPARISON OF DI DISABLED WORKER AWARDS AND SSI BLIND AND DISABLED ADULT
AWARDS, BY DIAGNOSTIC GROUP, 1975

(In percent)
Diagnostic group DI SSI

Infective and parasitic diseases. 13 16
Neoplasms (cancer) 10.0 54
Endocrine, nutritional, and metabolic diseases 4.0 5.0
Mental disorders. 11.2 130.7
Diseases of the nervous system and sense organs 6.8 10.0
Diseases of the circulatory system 30.2 20.7
Diseases of the respiratory system 6.6 41
Diseases of the digestive system 30 2.1
Diseases of the musculoskeletal system 187 12.7
Accidents, poisonings, and violence 5.4 39
QOther 28 31

Total 100.0 100.0

! Includes mental retardation—13.1 percent.
Source: US. Congress. Semate. Committee on Finance. Issues Related to Social Security Act Disability Programs. October 1979.

5. OteER CHANGES IN 1972

In 1972, Congress also reduced the waiting period under the DI
prégram from 6 to 5 months, the only change ever made to the
length of the waiting periocd. But even more important, Congress
increased disability and retirement benefits by 20 percent, and pro-
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vided, effective in 1975, automatically adjusted benefits based on
the rise in the Consumer Price Index (CPI). Whenever the CPI rose
by 3 percent or more, benefits would rise automatically.

During the early and mid-1970’s the number of recipients in both
the DI program and the SSI program increased dramatically before
leveling off in the late 1970’s and then declining. Between 1970 and
1976, the number of disabled workers in the DI program almost
doubled, from 1.5 to 2.7 million, while the covered work force in-
creased by only 25 percent during the same period. In January
1974, about 1.3 million blind and disabled persons were brought
into the SSI program from the former State welfare programs. By
the end of the year, the number of SSI disability recipients had
risen to 1.7 million. By December 1975, the number reached almost
2 million.

Combined DI and SSI benefit payments increased from a little
over $4 billion in 1970, to about $23 billion in 1981. The following
table summarizes the history of DI and SSI expenditures.

TABLE 3.—ANNUAL EXPENDITURES UNDER DI AND SSI DISABILITY PROGRAMS
fin billions]

Year Dl ]
1965 $1.7 1$0.4
1970 33 11.0
1973 6.0 116
1974 12 2.1
1975 88 31
1976 104 33
1977 11.9 36
1978 13.0 41
1979 14.2 43
1980 159 5.0
1981 17.7 5.6

! Represents expenditures under the pre-supplemental security income, State-run programs of aid to the blind and permanently disabled.

An important cost factor in the DI program is the rate at which
workers become disabled and qualify for benefits. This rate is gen-
erally called the “disability incidence rate” by actuaries and de-
mographers. The disability incidence rate remained fairly stable
from 1968 to 1970, but in the next 5 years, the incidence rate in-
creased by almost 50 percent. This increase far exceeded expecta-
tions and cannot be explained in terms of legislated changes in the
disability program. Table 4 shows the number of awards and inci-
(ligeg(c):e rates for disabled worker beneficiaries from 1960 through

TABLE 4. —NUMBER OF AWARDS AND INCIDENCE RATES FOR DISABLED WORKER BENEFICIARIES,

1960-80
Number of
’ Nﬁ:gdbesn awards  Incidence
Calendar year [l (in duing the rate (per
‘ milons) o1 (1 thousand)
1960 46.36 208 449

1961 48.51 280 5.17
1962 50.47 251 497
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TABLE 4.—NUMBER OF AWARDS AND INCIDENCE RATES FOR DISABLED WORKER BENEFICIARIES,
1960-80—Continued

Number of
in';ﬂgdbe{)" awards Incidence

Calendar year during the  rate (per

i) e fn ousand)
1963 51.52 224 435
1964 52.30 208 3.98
1965 53.32 253 4.74
1966 54.99 218 5.06
1967 53.72 301 5.40
1968 67.96 323 475
1969 70.12 345 4.92
1970 72.36 350 4.84
1971 74.50 416 5.58
1972 . 76.14 455 5.98
1973 71.80 492 6.32
1974 80.44 536 6.66
1975 - 83.27 592 .11
1976 85.15 552 6.48
1977 86.65 569 6.57
1978 88.83 457 5.15
1979 90.60 409 451
1980 93.10 390 419

Source: Final report of the Nationat Commission on Social Security, March 1981.

The adverse experience in the social security disability program
in the early and mid-1970’s was not an isolated phenomenon. The
experiences of the State welfare programs, SSI, the civil service re-
tirement program, and other government and privately financed
disability plans were similar. The number of persons on the disabil-
ity component of State welfare rolls increased greatly in the early
1970’s despite declines in the low-income population. The rate of
disability awards for the same period in the civil service retirement
program was about twice the rate of that in the 1960’s.

TABLE 5.—DISABILITY BENEFICIARIES UNDER PUBLIC AND PRIVATE PROGRAMS

Disabled workers, in thousands

1965 1970 1975 1977
Programs covering long-term disability:
Social security disability insurance 988 1,493 2,489 2,834
Welfare for disabled and blind, later supplemental security income................ 642 1,016 2,024 2,207
Federal civilian employees disability 149 185 258 301
State and local government employees disability retirement............ooovvevvceceees 69 86 128 152
Private sector long-term disability retirement 131 1570 1825 1800
Private sector long-term disabifity insurance 140 1100 1110

1 Figure highly approximate.
Source: President’s Commission on Pension Policy, final report, apendix, Ch. 40: Disability: .\ comprehensive overview of programs, issues, and

options for change.

A study “International Trends in Disability Program Growth”
published in the October 1981 Social Security Bulletin, shows a
similar spurt of growth in government disability plans in other
countries. The gross disability incidence rate increased in the Bel-
gian and Finnish programs from the late 1960’s and in the pro-
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grams of the Federal Republic of Germany and France in the early
1970’s, tapering off by the mid-1970’s.

B. CAUSES FOR GROWTH

No studies have conclusively provided the specific reasons for the
across-the-board growth in disability programs. Different analysts
put more weight on one factor than another. A combination of fac-
tors is usually cited by experts on the social security program. The
major factors are discussed below.

1. WEAK FEDERAL MANAGEMENT

A major cause of the unexpected growth in the DI program is
often attributed to poor Federal administration of the program.
Disability determinations are made separately by some 50 State
agencies using medical and vocational standards established by the
Social Security Administration. In the mid-1970’s there was an
enormous increase in the number of DI and SSI claims to be proc-
essed, and tremendous pressure to pay benefits timely. DI claims
alone increased from about 868,000 in 1970, to about 1.3 million in
1974. DI administration was greatly deemphasized to keep pace
with the escalating number of claims and at the same time to hold
down administrative costs and personnel levels. Expedients were
adopted in the development, documentation, and review of claims.
For instance, the Social Security Administration eliminated its 100
percent review of State agency disability decisions and reviewed,
instead, only a small sample of decisions. While this change result-
ed in reduced administrative expenses, it most likely also resulted
in some disability awards which did not really meet the require-
ments of the law, and should have been disallowed. A preadjudica-
tive review by the Social Security Administration that will eventu-
ally reach 65 percent of claims approved is required by the 1980
amendments.?

Another problem was that the Social Security Administration
had major difficulties in issuing adequate and timely criteria for
determining disability. As early as 1960, the so-called Harrison sub-
committee of the House Ways and Means Committee in their study
of the disability program recommended that the Social Security
Administration provide disability examiners and ALJ’s explicit
guidance in the form of regulations and other precedent materials
on how to apply the vocational standards. In 1974, the House Ways
and Means Committee staff also called for clear and concise regula-
tions on vocational factors. Nevertheless, regulations were not pub-
lished until 1978, 20 years after the Harrison subcommittee recom-
mendation.

The GAO pointed out in 1976, that medical listings issued in
1968, which were being used by State agencies to justify a finding
of disability, lacked specificity and failed to take into consideration
advances in medical technology. GAO also commented that State
agency officials complained that the listings were too time consum-
ing or too costly to implement. SSA spent several years updating
the listings, which were published in 1979.

2The administration requested a waiver of this requirement.
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According to a March 1981, GAO report, “More Diligent Follow-
up Needed To Weed Out Ineligible SSA Disability Beneficiaries,”
beneficiaries who are on the rolls might never have their eligibility
status reviewed and might remain on the rolls until they voluntar-
ily return to work, reach 65, or die. Some beneficiaries were never
scheduled for reexamination; others were scheduled but never reex-
amined. Of a 14-percent sample of disability awards in 1975, only
52 percent of the scheduled medical reexaminations were actually
done. As a result of a limited followup and poor management of
the disability program, GAO published a report indicating that as
many as 584,000 beneficiaries who do not meet eligibility criteria
might be receiving disability benefits.?

2. MULTISTEP APPEALS PROCESS

The disability appeals process, which is essentially the same for
both DI and SSI claims, can involve four distinct levels—the State
agencies, the administrative law judges (ALJ’s), the appeals coun-
cil, and the courts. An applicant who has been denied disability
benefits at the initial determination level may request a review of
the claim by the State agency that made the original decision. This
is referred to as a “reconsideration.” The claim is reviewed by a
person who did not participate in the original decision.

Those who are not satisfied with the reconsideration decision
may request a hearing before an ALJ assigned to the Social Secu-
rity Administration’s Office of Hearing and Appeals. The ALJ may
decide the case on the record or hold a hearing during which the
applicant and others may present oral testimony and evidence. Ap-
plicants who disagree with the ALJ’s decision may request a
review by the appeals council, an independent review group also
attached to the Social Security Administration Office of Hearings
and Appeals. The appeals council may deny or grant a request for
review.

If the council upholds the ALJ decision or refuses to review the
case, the applicant may request a judicial review in a U.S. district
court. The district court’s decision is appealable to the appropriate
g.S. circuit court, and the case may even end up in the Supreme

ourt.

The number of cases reversed on appeal has been increasing,
with most of the increase occurring at the ALJ level. In 1964, about
10 percent of all allowances resulted from appeals beyond a denial
a£t) 8t(§1e first level. This percentage has risen steadily and tripled by
1980.

3 The administration has since embarked on an intensive program of continuing disability in-
vestigations for DI and also for SSI.
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TABLE 6.—TOTAL DI ALLOWANCES: 1964, 1980

1964 1980
Number of  Percent of  Number of  Percent of
awards total awards total
State agency:
Initial 190,000 90.0 253,000 69.5
Reconsideration 15,000 15 32,000 94
Administrative law judge hearings 5,000 2.5 66,000 21.0
Source: Social Security Administration.
CHART 1
DISABILITY DETERMINATIONS AND APPEALS ‘ ] ALJ REVERSALS
1974,1975, AND 1978-1981 STATE AGENCY REVERSALS

E=] INITIAL AWARDS

PERCENT OF CASES

1974 1975

YEAR

Source: Social Security Administration

3. SocIAL ACCEPTANCE OF DISABILITY

Workers of all ages are more frequently claiming they are dis-
abled and are more often being awarded benefits than in previous
years. This tendency occurs across all educational levels. Medical
evidence, however, shows no increase in impairments.

14-887 0 - 83 - 14
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TABLE 7.—SELF-REPORTED INABILITY TO PERFORM USUAL MAIOR ACTIVITY AMONG MEN,
AGE 45 TO 64

fin percent)

Did not
Year complete
high school

High school  More than
graduate  high schoo!

1969 10.6 40 28
1974 151 54 35
1978 17.1 14 39

Source: National Center for Health Statistics.

Disability is not, however, solely a medical phenomenon. There is
no one-to-one correspondence between an impairment and a disabil-
ity. An impairment is a physical or mental abnormality deter-
mined by a physician, such as a loss of limbs, or poor hearing. Dis-
ability—the social concept—is an inability to earn a living which
may result from an impairment. The determination of whether an
impairment constitutes a disability for a particular person is a
matter of judgment based on nonmedical factors such as age, edu-
galltion, skills, experience, motivation, and the alternatives availa-

e.

4. GREATER AWARENESS OF THE DI PRoGRAM

Data from the 1972 Survey of the Disabled show that, more than
15 years after the establishment of the DI program, almost one-half
of the people who could not work regularly or work at all were un-
aware of the existence of the disability program. The SSI program
was successful in spreading public knowledge of disability benefits
because the SSI program is administered by the Social Security Ad-
ministration. When people applied for the new SSI program, many
were found to be also entitled to DI benefits based on their wage
record. The number of people applying for disability benefits
peaked in 1974—the first year of the SSI program.

5. HicH BENEFIT LEVELS

DI benefit levels rose rapidly after 1969, both in absolute terms
and as a percentage of predisability earnings. In 1970-75, there
were six benefit increases, for a compounded effect of an 82-percent
increase. According to SSA actuaries, 28 percent of new disability
entitlements during the 1969-75 period had disability benefits that
exceeded 80 percent of predisability earnings.

Some experts suggest that high replacement rates attract dis-
abled people onto the rolls and may discourage those already on
the rolls from returning to work.

6. Poor EconomMic CONDITIONS

When unemployment is high, it is harder for disabled workers to
find and to keep jobs, so workers are more likely to apply for, and
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pursue disability benefits. For several years before 1970, the unem-
ployment rate remained stable at below 4 percent. Since 1970, un-
employed people have made up more than 5 percent of the labor
force in every year except 1973 (4.9 percent). As chart 2 indicates,
the year of the highest number of disability applications and
awards was in the 1974-75 period when the unemployment rate
was increasing, reaching 8.5 percent in 1975. (See chart 3.)

A research article “Disability Benefit Applications and the Econ-
omy,” published in the March 1979 Social Security Bulletin, fur-
ther indicates that the effect of labor market conditions need not
be symmetrical—that is, more people tend to be pushed on the rolls
by a deteriorating labor market than tend to be pulled off by im-
proving labor market conditions. Thus, a large increase in unem-
ployment—such as the increase experienced in 1975—may lead to a
permanent upward shift in the number of beneficiaries on the dis-
ability rolls. The SSA report estimates that 19 percent of the appli-
cations received during 1970-78 may have resulted from changes in
the economic choices facing disabled persons.

CHART 2
DISABLED WORKER APPLICATIONS AND AWARDS
1969-1980 '
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CHART 3 .
UNEMPLOYMENT RATE
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C. PROGRAM REFORM: 1977 AND 1980 LEGISLATION

The size and the unexpected growth and costs of the disability
program were a great source of concern during the 1970’s to Mem-
bers of Congress and the administration. Although the causes of
the cost explosion were not conclusively documented, a number of
legislative changes were implemented to increase revenues to the
program and to control expenditures.

1. 1977 AMENDMENTS

In 1977, Congress substantially strengthened the financial condi-
tion of the OASI and the DI trust funds by legislating payroll tax
increases, and lowering future costs by changing the indexing for-
mula. By some estimates, newly awarded DI benefits following the
1977 amendments were about 10 percent lower, on average, than
those previously payable. Benefits for younger workers, where rela-
tively higher benefit amounts had been more prevalent, were low-
ered even more. Whereas the DI trust fund has been projected to
become exhausted in late 1978 or 1979 before the 1977 changes, the
fund is now projected to remain solvent over the next 75 years as
shown in the following chart.
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CHART 4
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Source: 1981 Annual Report of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Disability Insurance Trust Funds, Table 31

2. 1980 AMENDMENTS

In 1980, Congress passed disability reform legislation that had
been developing since 1974. The legislation grew out of concerns
that work disincentives in the system, combined with faulty admin-
istration, might be responsible for the rapid growth in the pro-
gram. The 1980 amendments set out to enhance work incentives in
the DI and SSI programs and to improve the administration of the
program to insure that benefits are only paid to those who are eli-
gible. The 1981 trustees report projects disability recovery rates in
the DI program will be 20 percent higher because of these amend-
ments.

Major administrative provisions of the 1980 amendments require
the Secretary of Health and Human Services to:

—Issue regulations specifying performance standards along with
administrative requirements and the procedures to be followed
by the States in performing the disability determination func-
tion.

—Review a specified percentage of claims approved by the State
agencies before benefits are paid.

—Review decisions rendered by administrative law judges in dis-
ability cases and report to the Congress by January 1982, on
the progress of this effort. i

—Conduct experiments and demonstrations to test the effective-
nessk of various ways of encouraging the disabled to return to
work.

The 1980 amendments also require the Social Security Adminis-
tration, beginning in 1982, to review the cases of disabled workers
on the DI rolls at least once every 3 years, except where the dis-
ability is considered permanent. SSA has accelerated this review,
due to GAQ and SSA reports released in 1981, indicating that
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many current beneficiaries, perhaps 20 percent, may not be dis-
abled.* -

Although no changes were made in the definition of disability in
House consideration of the 1980 legislation, a proposed amendment
was narrowly defeated by the full House Ways and Means Commit-
tee, which would have eliminated vocational factors in disability
determinations. Eligibility would have been based solely on the
person’s medical condition. One reason for continuing present law
rules was that the number of disability awards, based on vocational
factors, declined from a high of 27 percent in 1975, to only 22 per-
cent in 1979.

Congress was also concerned about excessive replacement rates
(the ratio of benefits to earnings), where dependents’ benefits are
involved, and it passed a provision to cap family benefits to insure
that no one will receive more in benefits that he or she had previ-
ously been earning. Even after imposing this new limit on DI
family benefits, Congress remained concerned about excessive re-
placement rates. Multiple benefits, when a worker receives benefits
from a number of different programs, may mean excessive earnings
replacement rates and disincentives to work. A Social Security Ad-
ministration study found that in 1971, 44 percent of workers who
had been disabled for a year or more also received benefits from
other public or private programs, in addition to disability benefits.
Such multiple benefits may raise earnings replacement rates above
those obtained when the computation is limited to social security
disability benefits alone. Consequently, Congress enacted a provi-
sion in the Omnibus Reconciliation Act of 1981, placing a cap on
the amount of disability benefits received from Federal, State, and
local government plans, so that combined benefits do not exceed
previous earnings. Other changes recommended by the Reagan ad-
ministration were not adopted in 1981 or 1982.

D. REAGAN ADMINISTRATION PROPOSALS FOR SOCIAL
SECURITY DISABILITY

In May 1981, as part of its package of social security reform pro-
posals, the Reagan administration proposed four changes in the dis-
ability program—two of the proposals would have involved changes
in the definition of disability, i.e., requiring a 27-month prognosis
of disability instead of the current 12-month test, and basing deci-
sions on medical factors only, instead of medical and vocational fac-
tors as under current law. The remaining two involved changes in
eligibility (increasing the insured status requirement and extend-
ing the waiting period before benefits commence).

None of these changes was adopted in 1981. In 1982, however, the
administration again proposed the above-mentioned changes in the
definition of disability, but limited the proposed changes to the sup-
plemental security income (SSI) program. The 1982 changes made
in SSI, however, did not include any changes in the definition of
disability.

* But see the reservations about this justification expressed below.
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Before discussing the changes proposed in the definition of dis-
ability, it is helpful to restate the present disability definition and
the process for rendering a decision on a disability claim.

1. PRESENT DIsABILITY DEFINITION

Legislatively, disability is defined as the inability to engage in
any kind of substantial gainful activity (SGA) by reason of any
medically determinable physical or mental impairment which can
result in death or be expected to last for a continuous period of not
less than 12 months. One must not only be unable to do one’s pre-
vious work but also, considering age, education, and work experi-
ence, engage in any kind of substantial gainful activity which
exists in the national economy (i.e., in significant numbers in the
region where one lives, or in several regions in the country). It is
immaterial whether such work exists in the immediate area where
the applicant lives, or whether a specific job vacancy exists for
him, or whether he would be hired if he applied for work.

The statutory definition of disability is the same for the SSI pro-
gram, and it is considered to be a strict definition, which only the
most severely disabled can meet. It is designed to distinguish be-
tween those who are out of work because of their medically deter-
minable impairment and those who are out of work for other rea-
sons. However, the statute is not specific in describing how the
definition is to be applied in individual cases. This is spelled out in
regulations and operating instructions.

2. DisaBiLitYy DEcCIsION PROCESS

It is not possible to evaluate each applicant on all of the objective
and subjective factors that enter into determining inability to
work. To process more than a million new claims each year, a five-
step sequential evaluation procedure has been established. When a
determination can be made at any step, evaluation under a subse-
quent step is unnecessary.

(1) The first step in the evaluation is to determine whether the
applicant is currently engaging in substantial gainful activity
(SGA). Under present regulations, if a person is actually earning
$300 a month, he or she is engaging in SGA and is considered not
disabled. Earnings are a clear sign that the person is able to work.
Medical, vocational, or other factors are not explored.

(2) The second step in the sequence is to determine whether the
applicant has a “‘severe” impairment. A “severe”’ impairment is de-
fined as one that significantly limits physical and/or mental capac-
ities to perform basic work-related functions. It is determined by
medically acceptable clinical and laboratory diagnostic techniques.
No consideration is given to a person’s past work or other vocation-
al factors. If the applicant does not have an impairment that is
considered severe, the claim is denied at this point.

(8) If the applicant does have a severe impairment the next step
is to determine whether the impairment meets or equals one of the
disabling conditions specified in the medical listings developed by
the Social Security Administration. If the impairment meets the
duration requirements (1 year) and is included in, or equivalent to,
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the medical listings, the applicant is presumed to be disabled with-
out consideration of vocational factors.

(4) In cases where a finding of disability, or of no “disability,”
cannot be based on the SGA test, or on medical consideration
alone, but the person does have a severe impairment, the fourth
step is to evaluate the individual’s “residual functional capacity”
(RFC) and the physical and mental demands of past work. If the
impairment does not prevent the applicant from performing past
work, there must be a decision that the person is not disabled. If
the applicant cannot carry out his former occupation, vocational
factors come into play.

(5) The final step in the sequence is consideration of whether the
applicant’s impairment prevents other work. At this stage, the
burden of proof shifts to the Government to show that the appli-
cant can, considering his impairment, age, education, and work ex-
perience, engage in some other kind of work which exists in the na-
tional economy. Such work, however, does not have to exist in the
immediate area in which an applicant lives; and a specific job va-
cancy does not have to be available.

Table 8 shows that the basis for disability denials has varied
widely over the past 5 years. For example, in 1975, slight impair-
ment was the basis for denials in about 8 percent of the cases, but
this increased to about 40 percent in 1980. Denials based on the
ability to perform usual work have also turned around, from 44
percent in 1975, to about 20 percent in 1980.

TABLE 8.—BASIS FOR DISABILITY DISALLOWANCES: INITIAL WORK DETERMINATION, 1975-80

{In percent]
- : Able to Able to ; |
4 Slight " Failure t Failure & All othe
Fiscal year e impa%%mem Duration u;’uzrltmrk otmf(mrk og{ag:atg :Ip‘:garo _ oo
10 84 19.6 443 18.2 5.1 18 1.6
0.4 10.8 199 419 20.1 48 18 0.3
0.5 248 212 30.0 15.7 49 1.8 11
0.5 318 211 25.0 14.6 41 19 1.0
0.4 41.6 20.0 21.5 12.5 0.9 2.3 0.8
0.3 436 20.6 20.1 124 0.5 2.8 s

Source: Social Security Administration.

3. CHANGE 12-MoNTH DURATION REQUIREMENT

In 1965, the test of long continued and indefinite duration—usu-
ally interpreted as a 24-month duration—was replaced with the
present 12-month test. At that time, the House voted to change the
duration to 6 months, but the Senate felt that 6 months was too
short a time and would permit payments to workers with tempo-
rary disability. The Senate chose a 12-month duration requirement
because: ‘“As experience under the program has demonstrated, in
the great majority of cases in which disability continues for at least
a year, the disability is essentially permanent.”

The Reagan administration recommended in May 1981 a return
to the more restrictive requirement of 24 months to assure that
people with disabling impairments, which are amenable to treat-
ment and recovery, would not qualify for disability benefits. The
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administration estimated that savings would be $2.8 billion over 5
years.

Opponents of the change say the proposal would make it too dif-
ficult for deserving applicants to qualify for benefits. Opponents
cite statistics indicating that 8 out of 10 people who now apply for
benefits are denied.

Some workers who would not qualify under the 24-month dura-
tion could qualify for SSI if the disability prognosis is not changed
in that program, but many people would not meet the strict income
and asset test for SSI eligibility. Also, since the duration test is an
integral part of the definition of disability in both the DI and the
SSI programs, a difference in the duration requirements between
the two programs may be difficult for the public to understand.
This would be particularly true where a person files claims for
both benefits simultaneously and is found disabled under one pro-
gram but not the other.5

A change to 24 months duration may also make it more difficuit
for physicians to provide a prognosis for a patient, thereby slowing
. the adjudicative process and making determinations even more in-
exact than they are under current law.

A social security followup survey of beneficiaries av'arded in
1972, the latest data available, showed that only 4.7 percent recov-
ered from disability within 24 months after entitlement and 0.2
percent of them later relapsed into disability.

4. BASE DETERMINATIONS ON MEDICAL CONSIDERATIONS ONLY

A medical only determination, coupled with a long duration re-
quirement, is usually suggested by those who believe that the pres-
ent definition of disability is too subjective, results in a lack of uni-
form decisions, and makes the program too difficult to administer.
The Reagan administration proposed a medical only determination
in its May 1981 package. Projected savings were $7.7 billion in the
ﬁrlslt 5 years with long-range savings of 0.06 percent of taxable pay-
roll.

Presumably, under a medical only determination, an applicant
would be allowed benefits only if he “meets” or “equals” the medi-
cal listings spelled out in the regulations. Therefore, steps 4 and 5
of the sequential determination process—the most subjective—
would be eliminated.

Arguments for and against this proposal are similar to those
cited above concerning the increase in the duration requirement
from 12 months to 24 months. Opponents make the additional ar-
gument that a relatively small number of workers, about 25 per-
cent, qualify for benefits based on a combination of medical and vo-
cational factors, and it is not at all clear that members of this
group are able to work and support themselves. Moreover, the ad-
ministration of the program has already been substantially tight-
ened to the point that the largest number of awards, about 60 per-
cent, are being made on the basis of the most stringent medical cri-
teria—‘"‘meets” the listings. This is about the same percentage as in

5 The administration’s fiscal year 1983 budget proposed to change the SSI definition of disabil-
ity, but not the social security disability definition, to require a 24-month prognosis and a “pre-
ponderance” of medical evidence.
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the beginning of the program. The basis for dlsablhty allowances in
selected years is shown in chart 5.

CHART 5

BASIS FOR DISABILITY ALLOWANCES VOCATIONAL FACTORS

1966-1980 EQUALS MEDICAL LISTINGS

MEETS MEDICAL LISTINGS

100
80
60 I%IIIIIIII(IIIIII;I’Z
40

20—

0

1960 1965 1979 1975 19680

Source: Social Security Administration

The greatest impact of a change to medical only determinations
will likely be on older workers. Under this change, a 64-year-old
unskilled illiterate worker with a severe injury could be treated
the same as a 34-year-old businessman with a college education.
Under present rules older workers receive an advantage, and this
is reflected in the number of allowances made on the basis of voca-
tional factors. While about 25 percent of all awards in 1980 consid-
ered vocational factors, more than one-third of those age 60 to 64
had some vocational factors taken into account in determining
their eligibility.

TABLE 9.—State agency initial allowances based on combination of medical and
vocational factors, 1980

Age: Percent
Under age 50 7
Age 50 to 54... 18
Age 55 to 59 31
Age 60 to 64 38
All ages 24

Source: Social Security Administration.
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Older workers who have an impairment so severe as to prevent
them from doing their past work are more readily found to be dis-
abled than younger, but otherwise similar, persons. If persons age
55 through 64 .are unable to perform work requiring a medium
amount of strength and endurance (i.e., stand for most of the day,
lift up to 50 pounds, and frequently carry or lift up to 25 pounds),
and have no transferable skills or relevant work experience, they
may be eligible for benefits even though they are physically able to
perform less demanding work. For people age 60 through 64, skills
are considered transferable only if they can be used in an occupa-
tion closely related to the individual’s prior work. Given that
“closely related” is defined narrowly in practice, persons age 60 or
over who cannot do medium work are usually found to be disabled
if they are unable to perform jobs that they have recently per-
formed—even if they have skills that might be transferable.

By a narrow majority, the 1979 Advisory Council on Social Secu-
rity recommended that the rules now applied to people age 60
through 64, should be extended to cover people age 55 through 59.
Their rationale was that handicapped workers in their late fifties
suffer from the same difficulties in obtaining jobs as do handi-
capped workers in their sixties. People with severe physical limita-
tions that keep them from doing their past work cannot realistical-
ly be expected to adjust to other employment after age 55. In prac-
tice, they are totally disabled. For persons awarded disability in
1975, the year of the highest number of awards, the median age
was 55.6; 37 percent had an eighth grade education or less; and 44
percent had been employed in blue-collar positions requiring some
type of physical labor.

Earlier Advisory Councils on Social Security also recommended
making it easier for older workers to qualify for disability benefits.
Both the 1971 and the 1975 councils recommended that the occupa-
tional definition of disability, similar to the definition now applica-
ble to older blind workers, be extended to all handicapped workers
age 55 or over. The 1975 advisory council added this feature to its
recommendation: Having a 20-percent reduction from the full dis-
ability benefit (similar to early retirement benefits) to ease the cost
of the change.

5. INCREASE INSURED STATUS REQUIREMENTS

The Reagan administration proposed in 1981 to reinstitute the
recency of work test (6 of the last 13 quarters preceding disability)
that was eliminated by the 1958 amendments, and also to increase
the regular work requirements from 20 of the last 40 quarters pre-
ceding disability, to 30 out of the last 40 quarters.
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The new 6 out of 13 quarters requirement was passed by the
Senate as a part of the 1981 omnibus reconciliation legislation but
was dropped by the conference committee. It was estimated to save
the DI program $3.8 billion between 1982 and 1986: The 30 out of
40 proposal would save $10 billion more during the same period.

The combined effect of both proposals would be to require that
DI beneficiaries have a more recent and longer attachment to the
paid labor force. Under present rules, a person can be out of cov-
ered employment for 5 years and still qualify for benefits.

Precise estimates of the number of people that would be affected
by the more strict requirements are not available. A recent study
by SSA, however, shows that 9 percent of the people who would
qualify for DI benefits under current law would not meet the 6 out
of 13 quarters test. The study also showed that women and minor-
ities are relatively less likely than white males to meet the 6 of 13
test. According to the October 1981 House Ways and Means Com-
mittee print “Reagan Administration Disability Proposals,” women
who leave the work force to care for children will lose coverage
under the 6 out of 13 rule if they are out of the work force for more
than 21 months. If they are out of the work force for 2% years (for
example, to care for a child), they would have to return to work
steadily for 7% years before they could regain their disability in-
sured status. .

SSA estimated that, using the 30 out of 40 quarters proposal, be-
tween 20 and 30 million of the estimated 95 million workers under
age 65 now insured for disability would lose their insured status. It
is not known exactly how many of these workers have long-term
disability protection other than under the DI program. In discuss-
ing the interaction of private disability plans and social security,
the House Ways and Means Committee staff report on the DI pro-
gram in July 1974, stated:

The Social Security Administration informs us that it
believes that about 20 million people have disability pro-
tection through their pension plans and that group long-
term disahbility policies cover about 8.6 million people. Al-
though some workers have protection under both types of
coverage, it is estimated that roughly 25 million wage and
salary workers, or about two-fifths of the wage and salary
labor force, have protection against the risk of long-term
disability through nongovernment arrangements which
supplement social security disability benefits.

A major problem with tightening recent work requirements is
that there may be justifiable reasons for disabled workers to have
been out of the work force, such as an illness that does not meet
the definition of disability, a progressively debilitating disease,
onset of disability after a period of unemployment, child care, etc.
An exception could be made for such reasons, but this would make
the provision difficult to administer.

6. EXTEND THE WAITING PERIOD

In 1972, the waiting period for payment of disability benefits was
reduced from 6 to 5 months. The Reagan administration recom-
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mended restoration of the 6-month period to conform to the terms
of most private disability insurance plans.

The administration believed a strict definition of diSability and a
longer waiting period would discourage workers from applying for
disability benefits and help keep the cost of the program under con-
trol. SSA surveys indicate that some 10 million people of working
age have what might be considered severe disabling conditions. In
comparison, less than 3 million of them receive DI benefits, while
many others work. A long waiting period makes it more costly for
a person who can work not to do so. The waiting period has also
been used by SSA in the DI program as a way of seeing whether a
person only has a temporary incapacity to continue working. There
is no waiting period in the SSI program.

The House Ways and Means Committee recommended the pres-
ent 5-month waiting period in 1972. In its report, the committee
then stated:

While many workers have some protection against loss
of income due to sickness or disability under various public
or private plans (such as group policies, sick-leave plans,
etc.), such protection usually expires before the end of the
present disability waiting period. Reducing the waiting
period from 6 months to 5 months would diminish the fi-
nancial hardships faced by those workers who have little
or no savings or other resources to fall back on during the
early months of long-term total disability.

While the 1-month reduction in the waiting period originated in
the House during the 92d Congress, it actually was preceded by a
Senate amendment during the 91st Congress. The Senate amend-
ment would have reduced the waiting period by 2 months. The
Senate passed the bill in December 1970, but limited time in the
91st Congress precluded further action. The Senate Finance Com-
mittee’s report to the Senate commented:

The Department of Health, Education, and Welfare in-
formed the committee that: About one-fourth of the work-
ers in private industry are covered under State temporary
disability programs which provide protection during the
early stages of long-term total disability but do not provide
benefits for longer than 26 weeks, less than 2 percent of
workers with long-term total disabilities received work-
men’s compensation, and many workers who have protec-
tion against loss of income due to sickness or disability
under employer plans (such as group policies, sick-leave
plans, or union-management plans) lose their benefits well
before the sixth month of total disability.

The committee’s change is intended to relieve the finan-
cial hardship that occurs when a worker becomes disabled
and the family is without earnings during the 6-month
waiting pericd. Therefore, the committee’s bill would
reduce the waiting period by 2 months, so that entitlement
to c.iisdability benefits would begin after a 4-month waiting
period.
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The 1979 advisory council recommended that the waiting period
be reduced to 3 months. All new disabled beneficiaries, including
the terminally ill, already wait 5 full months before benefits are
paid. If disability begins after the first day of the month, the wait-
ing period begins with the following month. Thus, some people
have to wait until the end of the seventh month before a check is
payable.©

The 1980 amendments authorize up to $2 million a year for SSA
to study the impact of the waiting period and other DI provisions
(I)SSZhe terminally ill. The report is expected to be completed in

E. PROGRAM OF CONTINUING DISABILITY INVESTIGATIONS

As mentioned earlier, the 1980 Amendments to the Social Secu-
rity Act made important changes in the disability program in an
effort to curb the rapid expansion in the program witnessed in the
mid-1970’s and to encourage beneficiaries to return to work. One of
the provisions in the 1980 amendments required a periodic review
of individuals on the disability rolls. Beneficiaries who are not
deemed “permanently disabled” are to be reviewed at least once
every 3 years while those who are considered “permanently dis-
abled” are to be reviewed at an interval determined by the Secre-
tary, which is currently once every 6 to 7 years.

It should be noted that this periodic review provision was not ex-
pected to yield massive savings in the disability program. At the
time of the conference report on the legislation, this provision,
which was made effective January 1, 1982, was estimated to have
no net savings until after 1984. It was felt that time and an as-
sured budget would be required for the States to beef up their
staffs to take on this additional function of periodically reviewing
cases. In the 4-year period 1982 through 1985, a net $10 million was
projected to be saved, i.e., over and above the increases in adminis-
trative costs necessary to carry out the reviews.”

Weak Federal management, it was seen earlier, was widely be-
lieved to have contributed to the expansion of the disability rolls.
In March 1981, the General Accounting Office issued a report,
“More Diligent Followup Needed To Weed Out Ineligible SSA Dis-
ability Beneficiaries.” 8 The GAO report pointed out numerous defi-
ciencies in the way SSA managed the disability caseload. In partic-
ular, GAO found that SSA’s procedures for reviewing the disability
status of individuals who were likely to have improved—had virtu-
ally broken down. Most individuals never had their disability
status reviewed; and of those who met the criteria for reexamina-
tion, many were never scheduled for reexamination, while many
others were scheduled for reexamination but were never actually
reexamined. GAQ, after reviewing this record of poor management,

f 8 Social security checks are issued at the beginning of the month for the prior month’s bene-
its.

7 U.S. Congress. House. Committee on Ways and Means. Subcommittee on Social Security.
Status of the Disability Insurance Program. Report prepared by the staff of the Subcommittee
on Social Security. Ways and Means committee print (WMCP): 97-3, 97th Cong., 1st Sess., Mar.
16, 1981. Washington, U.S. Govt. Print. Off., 1981.

8U.S. General Accounting Office. More Diligent Followup Needed To Weed Out Ineligible SSA
Disability Beneficiaries. Report to the Congress by the Comptroller General of the United
States. HRD-81-48, Mar. 3, 1981. Washington, 1981.
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recommended that SSA take steps to itnprove the review process
and expedite the disability reviews.

The Social Security Administration, on its own initiative, acceler-
ated the review process scheduled to begin, by law, on January 1,
1982. Instead, SSA began reviewing disability cases in an acceler-
ated manner effective March 1981. SSA witnesses at congressional
hearings repeatedly testified that it made this decision in response
to congressional pressure to review claims (as witnessed in the 1980
amendments), and in response to the GAQ recommendations. But
the decision to accelerate the reviews was primarily made in re-
sponse to directives from the Office of Management and Budget to
produce additional savings in the administration of the program.
Nevertheless, in virtually all of its public statements, SSA cited the
above-mentioned GAO report which suggested that as many as 20
percent of disability beneficiaries are not disabled, as justification
for its intensified review process.

It is important to note that the GAO, in preparing this report,
made no independent evaluation of the dlsablhty status of individ-
uals on the rolls. Instead, GAO merely extrapolated from an inter-
nal SSA Pilot Study No. 1, which estimated that 20 percent of indi-
viduals on the rolls were not disabled. In a response to a written
question posed by Chairman Heinz pursuant to an August 18, 1982,
hearing before the Senate Finance Committee, GAO acknowledged
that it had not made any independent evaluation of beneficiaries.
GAO stated that it believed the SSA pilot study was performed
properly and yielded reliable results. Yet there are growing indica-
tions that there were problems with this study. In SSA’s Pilot
Study No. 1, the same cases were put through two independent re-
views. In those cases where the individual was found during the
first review as not being disabled, the second reviewers agreed only
60 percent of the time that the individual was not disabled. In 40
percent of the cases, there was disagreement between the two re-
viewers as to whether the individual was disabled or not. Further-
more, no independent followup has been done of the individuals
" considered to be “not disabled” in this pilot study. GAO is current-
ly looking at the persons in this group to determine whether, in
fact, they were removed from the rolls.

The Social Security Administration further attempted to justify
its accelerated reviews by linking the supposed ‘‘20-percent error
rate” to the financing problems of the OASDI system. In fact, the
social security disability insurance trust fund is soundly financed,
and in no way contributes to the wide deficit in the OASI fund.

But with these arguments before them, the administration began
its accelerated reviews in March 1981. Almost as soon as the pro-
gram got underway, serious problems began to emerge.

1. ProBLEMS EMERGE WiTH CDI'’s

Not long after the program of accelerated reviews got underway
in the spring of 1981, problems emerged. Press accounts of severely
disabled individuals who had been terminated from the rolls began
to proliferate; and constituent reports to Members of Congress
began to establish an alarming pattern of questionable termina-
tions. Moreover, the numbers of individuals terminated quickly
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began to exceed the estimates made in 1980 and later. Instead of a
20-percent error rate, SSA has terminated 45 percent of the indi-
viduals reexamined by the State agencies (table 10). Instead of the
$10 million in net savings forecast at the time of the Disability
Amendments of 1980, Chairman Heinz pointed out that the Presi-
dent’s fiscal year 1983 budget request projected disability savings of
$3.5 billion—or 325 times the original 1980 estimate.
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TABLE 10.--TITLE II AND XVI CDI WORKLOADS, OCTOBER 1, 1981

THROUGH JULY 31, 1982 (FISCAL YEAR 1982)

Cessation
Dispatched Pecisions Pending Rate
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Form 884-2084 (7-78) (Formeriy CO-1770) (Dostroy pror editions)

1/ This number includes cases dispatched prior to 10/81.

Source: Social Security Administration.
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In the fall of 1981, Chairman Heinz instructed the staff of the
Special Committee on Aging to undertake a report on the social se-
curity disability program; and on February 12, 1982, Chairman
Heinz sent a letter to Charles A. Bowsher, Comptroller General,
asking for an expedited GAO investigation of the program of con-
tinuing disability investigations:

Neither I nor my colleagues on the committee wish to
see people who are not disabled continue receiving bene-
fits. But, increasingly, serious allegations are being made
that the law is not being applied properly.

The committee has received reports that the agencies
are putting subtle pressures on disability examiners which
incline them to be too hasty and sloppy in denying bene-
fits. There are reports that, in some cases, beneficiaries
have been denied benefits without current medical evi-
dence on file, and that individuals have had benefits termi-
nated without sufficient time to supply medical evidence.
Also, in some instances, beneficiaries have received notices
of retroactive terminations of benefits, thereby resulting in
zfa.n fverpayment liability for which the individual is not at
ault.

Since the loss of disability benefits is often traumatic,
and 45 percent of those who are reexamined are currently
being terminated, I am concerned about the potential for
substantial and possibly irrevocable damage to large num-
bers of beneficiaries.

The concerns of Chairman Heinz were echoed in a March 1982
information paper prepared by the staff of the Senate Special Com-
mittee on Aging entitled, “Social Security Disability: Past, Present,
and Future.” This report pointed out that 7 out of 10 new disability
claims were being denied by the Social Security Administration;
and that nearly half of those being reexamined were being termi-
nated, although two-thirds of those who appeal their terminations
had their benefits reinstated. Chairman Heinz and Ranking Minor-
ity Member Lawton Chiles said:

The traumatic impact of the loss of dlsablhty benefits, |
coupled with the growing allegations of impropriety in the .
way the disability examinations are being conducted, is a
source of serious congressional concern.

2. CONGRESSIONAL HEARINGS

On March 11, 1982, the Subcommittee on Social Security and the
Subcommittee on Overs1ght of the Committee on Ways and Means
held a hearing on, ‘“Possible Irregularltles in Medical Examina-
tions Purchased From ‘Volume Providers’ for the Social Security
Disability Program.”®

The committee heard testimony from numerous sources that the
tendency of State agencies is to purchase consultant examinations

9 U.S. Congress. House. Committee on Ways and Means. Subcommittee on Social Security and
the Subcommlttee on Oversxght Possible Irregularities in Medical Examinations Purchased
From ‘“Volume Providers” for the Social Securlt Disability Program Hearmg 97th Cong., 2d
Sess., Mar. 11, 1982, Serial 97-55. Washington, U.S. Govt. Print. Off.,
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from physicians and their support staffs who confine their practice
exclusively or nearly exclusively to disability examinations, provid-
ing an income based on volume and specialization. The committee
heard testimony that in many cases, and in many States, the qual-
ity of these investigations was inadequate and that the medical evi-
dence used in judging the disability review was insufficient on
which to base a finding.

On May 21, 1982, the House Select Committee on Aging held a
hearing on “Social Security Disability Insurance Program: Cessa-
tions and Denials.” 1° In his opening statement, Chairman Claude
Pepper declared:

We are about to begin a hearing which may, and I
regret it if it does, reveal a cruel chapter in the history of
our country. Last March, hidden away on page 174 of the
April budget document, the administration proposed a cut
of $3,400,000,000 in the social security disability insurance
fund or program. They planned to achieve this cut through
intensified review and improved management.

* * * Today I am releasing a report* which documents
that over 130,000 beneficiaries have been terminated
during the first year of the administration’s initiative, and
over 600,000 are expected to suffer a similar fate during
the next 2 years. Evidence suggests that a sizable propor-
tion of these people are very truly disabled.

The committee has been deluged with individual case ex-
amples of disabled people who have been terminated from
the DI rolls. These examples have been brought to our at-
tention through reports from local agencies, local newspa-
pers who have done their own investigations, and pleas for
help addressed to the committee. Handling of these cases
was characterized by inadequate medical evidence in case
development, arbitrary overruling of medical evidence,
perfunctory review, review and appeal procedures beyond
the capacity of mentally disturbed beneficiaries, and de-
ceptive notification policies. In short, we are witnessing ar-
bitrary terminations and denials of DI benefits on the
grandest scale in the history of the program.

Alluding to the 1981 Reagan administration proposals to modify
the disability program, discussed above, which Congress failed to
adopt, Pepper charged that:

The budgetary savings that the administration was
unable to obtain legislatively will be obtained through the
baﬁk door—by throwing eligible people off the disability
rolls. ’

Only 4 days later, a May 25 hearing before the Senate Subcom-
mittee on Oversight of Government Management of the Committee

10 U.S. Congress. House. Select Committee on Aging. Social Security Disability Insurance Pro-
gram: Cessations and Denials. Hearing, 97th Cong., 2d Sess., May 21, 1982. Comm. Pub. No. 97-
344. Washington, U.S. Govt. Print. Off., 1982,

* U.S. Congress. House. Select Committee on Aging. Impact of the Accelerated Review Process
on Cessations and Denials in the Social SecuritgoDisability Insurance Program. A report by the
chairmgxf}, 9’3;8}12 Cong., 2d Sess., October 1982, Comm. Pub. No. 97-345. Washington, U.S. Govt.
Print. ., 1982.
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on Governmental Affairs, chaired by Senator Cohen, who also
serves on the Senate Aging Committee, documented further prob-
lems with the program of continuing disability investigations.
Under questioning from Senator Levin,!! Social Security Adminis-
tration officials conceded that, when one considered the number of
cases reinstated by administrative law judges (60 to 67 percent of
the cases appealed), “you come out with a quarter of a million
people who are going to be eliminated from the rolls between the
beginning of this program in 1981, and the end of 1983, who, ac-
cording to the administrative law judges, should not have been re-
moved from the rolls.”

“I'm just taking the math,” said Senator Levin. “You can see it
when you multiply it.”

In questioning the administration witnesses, Subcommittee
Chairman Cohen also established that the notices sent to benefici-
aries fail to apprise them of the ground rules for a disability
review, and in partlcular fail to tell the individual that he or she
has the burden of proving they are disabled all over again.

Senator Cohen asked:

Ms. Greenberg [SSA witness], I guess what I'm saying is,
why not spell out, say, your claim is under review, which
means that past evidence will be disregarded? You must
present your entitlement as if it were a brand new pro-
ceeding to demonstrate that you have the burden of proof
of showing that you are entitled.

For example, I did a lot of workman’s compensation
work when I was practicing law. Once a disability determi-
nation was made, it was reviewed periodically. But the
doctors only had to demonstrate that there had been no
change in the condition for the individual to continue to
receive benefits. Yet the SSA ignores much of the claim-
ant’s past record, and imposes the burden on the claimant
to prove his disability in so many days.!2

Senator Cohen’s comments were further documented by the testi-
mony submitted by the General Accounting Office, which reflected
the results of the GAO investigation earlier requested by Chairman
Heinz and others. An excerpt of the GAO testimony follows:

In summary, through the ACDI/periodic review process,
SSA is reviewing a group of beneficiaries who were award-
ed benefits several years ago under a more liberal, less ob-
jective evaluation process. These are generally people who
were led to believe that th